an @-@p7 company

Executive Director

Ms. Elizabeth O’Donnell RE@E‘VE@

Kentucky Public Service Commission 3 200

211 Sower Boulevard JUN 2

Frankfort, Kentucky 40602-0615 , serICE
PU(\::'\»‘ b PSSO

June 23, 2006

RE: In the Matter Of: The Application Of Kentucky Utilities Company For A
Certificate Of Public Convenience And Necessity To Construct A Selective
Catalytic Reduction System And Approval Of Its 2006 Compliance Plan
For Recovery By Environmental Surcharge - Case No. 2006-00206

Dear Ms. O’Donnell:

Enclosed please find an original and ten (10) copies of Kentucky Utilities
Company’s (“KU”) Application and Testimonies in the above-referenced
docket.

The filing includes:

e KU’s Application,

Kent W. Blake’s Testimony and Exhibits,
Sharon L. Dodson’s Testimony and Exhibits,
John P. Malloy’s Testimony and Exhibits,
Shannon L Charnas’ Testimony, and

Robert M. Conroy’s Testimony and Exhibits.

The original version of KU's application and testimony contains a complete
paper copy of each exhibit. Each copy of KU's application and supporting
testimony contains a CD holding an electronic copy of Exhibit JPM-4 for the
testimony of Mr. Malloy and a CD holding electronic copies of three exhibits
for the testimony of Ms. Dodson (Exhibit SLD-1, Exhibit SLD-2 and Exhibit
SLD-5) along with paper copies of the remaining exhibits to the testimony.
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Kentucky Utilities Company
State Regulation and Rates
220 West Main Street

PO Box 32010

Louisville, Kentucky 40232
WWW.e0Nn-us.com

Kent W. Blake

Director

T 502-627-2573

F 502-217-2442
kent.blake @eon-us.com



Ms. Elizabeth O’Donnell
June 23, 2006

Also enclosed are an original and ten (10) copies of KU's Petition for
Confidential Protection regarding certain information contained in KU's 2006
NO, Compliance Strategy for E.ON U.S. Subsidiaries Kentucky Utilities and
Louisville Gas and Electric marked as Exhibit JPM-2 to Mr. Malloy's
testimony. One paper copy of this document is being filed with the Petition in a
sealed envelope marked confidential. The original and each copy of Exhibit
JPM-2 filed with Mr. Malloy's testimony in support of KU's application contain
a complete copy of the document with the confidential information redacted.

Should you have any questions concerning the enclosed, please do not hesitate
to contact me. If you receive any requests for copies of the attached
document(s), please refer the same to me directly; I will promptly provide such
copies upon request.

Sincerely,

Kent W. Blake

cc: Hon. Elizabeth E. Blackford
Hon. Michael L. Kurtz
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COMMONWEALTH OF KENTUCKY

RECEIVED

In the Matter of: JUN 2 3 2006

PUBLIC SERVICE
COMMISSION

BEFORE THE PUBLIC SERVICE COMMISSION

THE APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR A CERTIFICATE OF PUBLIC )
CONVENIENCE AND NECESSITY TO )
CONSTRUCT A SELECTIVE CATALYTIC ) CASE NO. 2006-00206
REDUCTION SYSTEM AND APPROVAL OF )
ITS 2006 COMPLIANCE PLAN FOR RECOVERY )
BY ENVIRONMENTAL SURCHARGE )

APPLICATION

Kentucky Utilities Company (“KU”), pursuant to KRS 278.020(1), KRS 278.183 and 807
KAR 5:001, Sections 8 and 9, hereby petitions the Kentucky Public Service Commission
(“Commission”) by application to issue an order granting KU a Certificate of Public
Convenience and Necessity (“CCN”) for the construction of Selective Catalytic Reduction
("SCR") Nitrogen Oxides emission control facility at Ghent Unit 2 and approving an amended
compliance plan for purposes of recovering the costs of new and additional pollution control
facilities through its Environmental Surcharge tariff ("2006 Environmental Compliance Plan").
These compliance costs are incurred in meeting the nitrogen oxide (“NOy”) and sulfur dioxide
(“S0O,”) emissions limits mandated by the Environmental Protection Agency (“EPA™) and the
Clean Air Act as amended (“CAAA”) and also in complying with the Clean Air Interstate Rule
("CAIR"), the Clean Air Mercury Rule ("CAMR"), the Clean Air Visibility Rule ("CAVR"), and
other federal, state or local environmental requirements which apply to KU’s facilities used for

the generation of energy from coal. In support of this Application, KU states as follows:



1. Address: The Applicant’s full name and business address is: Kentucky Utilities
Company, One Quality Street, Lexington, Kentucky 40507. KU’s mailing address is Kentucky
Utilities Company, Post Office Box 32010, 220 West Main Street, Louisville, Kentucky 40232.

2. Articles of Incorporation: A certified copy of KU’s current Articles of

Incorporation are on file with the Commission in Case No. 2005-00471, In the Matter of:
Application of Louisville Gas and Electric Company and Kentucky Utilities Company for
Authority to Transfer Functional Control of their Transmission System, filed on November 18,
2005, and is incorporated by reference herein pursuant to 807 KAR 5:001, Section 8(3).

3. KU is a public utility, as defined in KRS 278.010(3)(a), engaged in the electric
business. KU generates and purchases electricity, and distributes and sells electricity at retail in

the following counties in Central, Northern, Southeastern and Western Kentucky:

Adair Edmonson Jessamine Ohio
Anderson Estill Knox Oldham
Ballard Fayette Larue Owen
Barren Fleming Laurel Pendleton
Bath Franklin Lee Pulaski
Bell Fulton Lincoln Robertson
Bourbon Gallatin Livingston Rockcastle
Boyle Gerrard Lyon Rowan
Bracken Grant Madison Russell
Bullitt Grayson Marion Scott
Caldwell Green Mason Shelby
Campbell Hardin McCracken Spencer
Carlisle Harlan McCreary Taylor
Carroll Harrison Mcl.ean Trimble
Casey Hart Mercer Union
Christian Henderson Montgomery Washington
Clark Henry Muhlenberg Webster
Clay Hickman Nelson Whitley
Crittenden Hopkins Nicholas Woodford

Daviess



Request for Certificate of Public Convenience and Necessity

4. Statement of Need: In support of KU’s position that the public convenience and

necessity requires, or will require, the proposed construction of Selective Catalytic Reduction

Nitrogen Oxides emission control facility at Ghent Unit 2, KU submits the following:

a.

On March 10, 2005, the EPA issued the CAIR. With CAIR's
implementation, the EPA imposed year-round restrictions on NOy
emissions beginning in 2009. Current restrictions apply only during the
0zone season.

In connection with KU's continued environmental review process, a study
was conducted entitled, 2006 NO, Compliance Strategy for E.ON U.S.
Subsidiaries Kentucky Ulilities and Louisville Gas and Electric ("NOy
Compliance Strategy"). This study can be found at Exhibit JPM-2.

The NO, Compliance Strategy indicates that as a result of CAIR, KU will
have insufficient annual NOy allowances beginning in 2009 and that its
current "bank" of allowances will be fully depleted by 2013. Because of
the volatility of the NOy allowance market, such depletion requires the
addition of new control facilities.

The NOy Compliance Strategy identified the construction of an SCR
facility at Ghent in 2009 to be the next step in continued compliance with
CAIR.

SCR technology is a proven methodology for reducing NOy emissions.
In fact, the Commission has previously granted CCN's for the construction
of the same facilities for the purpose of reducing NOy emissions at Ghent

Unit Nos. 1, 3 and 4, Brown Unit 3, Trimble County Unit 1 and Mill



Creek Units 3 and 4. In the Matter of: Application of Kentucky Ultilities
Company and Louisville Gas and Electric Company for a Certificate of
Convenience and Necessity to Construct Selective Catalytic Reduction
(SCR) NO, Control Technologies, Case No. 2000-00112, Order Issued
June 22, 2000.

f. In accordance with its NOy Compliance Strategy, KU is seeking approval
of a CCN to begin construction of an SCR facility at Ghent Unit 2 in 2007.

5. Description of Proposed Construction: KU is requesting a CCN for an SCR at

facility Ghent Unit 2. This project qualifies as “new” construction which requires prior approval
from the Commission under KRS 278.020. The construction timeframe for the SCR is 18-24
months. Construction is expected to begin in early 2007 and be completed in 2009. For this
reason, KU is requesting that the Commission issue its CCN by December 20, 2006. No like
facilities owned by others are located within the map area, and the proposed construction is not
likely to be in competition with any other utility, corporation or person.

6. Permits or Franchises: The Kentucky Environmental and Public Protection

Cabinet, Division for Air Quality may require permitting for the construction of this SCR. The
permit may either be incorporated directly into the existing Ghent Generating Station’s Title V
Operating Permit found as Exhibit SLD-2 or issued as a separate construction permit.

7. Area Maps: Area maps showing the locations where the SCR is proposed to be
constructed are attached hereto at the tab labeled ‘Maps’.

8. Financing Plans: The proposed construction of the SCR technology for which

KU is seeking a CCN will cost approximately $95 million. KU’s proposed financing of such

costs is discussed in the prepared direct testimony of Mr. Blake.



0. Estimated Cost of Operation: The estimated annual cost of operation of the

proposed construction is $2.8 million.

10.  Final action on this Application is requested by December 20, 2006 in order to
allow KU to begin procurement of materials and equipment under the proposed construction
schedule.

Request for Approval of KU's 2006 Environmental Compliance Plan for Recovery by
Environmental Surcharge

11.  This Application and supporting testimony and exhibits are available for public
inspection at each KU office where bills are paid. The Company is giving notice to the public of
the proposed change to its environmental surcharge tariff by newspaper publication and through
a bill insert in monthly billings to its customers. An initial Certificate of Notice and Publication
is filed with this Application. A Certification of Completed Notice and Publication will be filed
with the Commission upon the completion of this notice.

12.  Pursuant to KRS 278.183, KU is entitled to recovery of its costs of complying
with environmental requirements which apply to coal combustion wastes and by-products from
facilities used to generate electricity from coal.

13. KU is adding five new pollution control projects to its Environmental Compliance
Plan to reflect its plans for complying with environmental requirements to reduce SO, emissions,
NO, emissions, fine particulates, fly ash and also to monitor mercury emissions. The
environmental regulations creating the need for these new and additional projects are shown in
the 2006 Environmental Compliance Plan which is attached to this application and to the
testimony of Mr. Malloy as Exhibit JPM-1. Ms. Dodson's testimony presents KU's evidence
concerning the applicable regulatory requirements and how the pollution control facilities satisfy

those regulatory requirements. The 2006 Environmental Compliance Plan identifies the



appropriate regulatory approvals or permits which demonstrate that such projects fulfill the

obligations under the applicable environmental regulations. = The pollution control projects

included in the 2006 Environmental Compliance Plan are:

a. Project No. 23: Installation of Air Quality Control System ("AQCS")

equipment at Trimble County Unit 2;

b. Project No. 24: Installation of Sorbent Injection equipment at Ghent Units
1,3 and 4;

c. Project No. 25: Installation of Mercury Monitors on all plants;

d. Project No. 26: Installation of Selective Catalytic Reduction equipment at
Ghent Unit 2;

€. Project No. 27: Installation of Electrostatic Precipitators at the Brown
Plant.

The total capital cost of these new and additional projects to the Environmental

Compliance Plan is estimated to be $ 325 million.

14.

A detailed summary of the facts and compliance requirements supporting this

Application is set forth in the direct testimony and exhibits of the Company’s witnesses:

The testimony of Kent W. Blake, Director, State Regulation and Rates, E.ON
U.S. Services Inc., presents an overview of KU’s environmental surcharge plan
and requests the recovery of an overall rate of return that includes a 10.50% return
on common equity.

The testimony of Ms. Sharon L. Dodson, Director, Environmental Affairs, E.ON

U.S. Services Inc., describes the environmental regulatory requirements imposed



on KU, including the CAIR, CAMR, CAVR and other federal, state or local
environmental laws and regulations.

® The testimony of Mr. John P. Malloy, Director, Generation Services, E.ON U.S.
Services Inc., describes the new projects in KU’s 2006 Environmental
Compliance Plan and presents evidence as to the cost effectiveness of those
projects.

* The testimony of Ms. Shannon L. Charnas, Director, Utility Accounting and
Reporting, E.ON U.S. Services Inc., explains KU’s reporting and accounting for
the operation and maintenance expenses associated with the pollution control
facilities in KU’s 2006 Environmental Compliance Plan and affirms that the
environmental compliance costs KU proposes to recover through its surcharge are
not already included in existing rates.

» The testimony of Mr. Robert M. Conroy, Manager, Rates, E.ON U.S. Services
Inc., explains how the surcharge for the 2006 Environmental Compliance Plan
will be calculated and billed under KU’s proposed revised ECR Tariff. Mr.
Conroy’s testimony explains the reasons for the proposed changes in the terms of
the Electric Rate Schedule (“ECR”™) and affirms that the calculations will be
consistent with the methods and methodologies previously approved by the
Commission.

WHEREFORE, Kentucky Utilities Company requests the Commission: (1) enter an
order by December 20, 2006 granting KU a Certificate of Public Convenience and Necessity to
permit the construction of the Selective Catalytic Reduction Nitrogen Oxides emission control

facility as herein described; (2) approve the new and additional projects to KU’s Compliance



Plan for purposes of recovering the costs of the projects through the environmental surcharge; (3)
approve the revised Rate Schedule ECR to become effective for bills rendered on and after
February 1, 2007 and (4) approve the recovery of the overall rate of return requested herein.

Dated: June 23, 2006 Respectfully submitted,

~ 0 -OPp

Kéﬁm}mlggs

Stoll Keenon Ogden PLL.C
2000 PNC Plaza

500 West Jefferson Street
Louisville, Kentucky 40202
Telephone: (502) 560-4222

Elizabeth L. Cocanougher

Senior Corporate Attorney
E.ON U.S. Serivce Inc. for

Kentucky Utilities Company
220 West Main Street

Post Office Box 32010
Louisville, Kentucky 40232
Telephone: (502) 627-4850

Counsel for Kentucky Utilities Company



CERTIFICATE OF SERVICE

The undersigned hereby certifies that a true and correct copy of the foregoing Application
was served on the following persons on the 23 day of June 2006, via overnight delivery,
postage prepaid:

Elizabeth E. Blackford Michael L. Kurtz

Assistant Attorney General Boehm Kurtz & Lowry

Office of the Attorney General 36 East Seventh Street, Suite 1510
Utility & Rate Intervention Office Cincinnati, Ohio 45202

1024 Capital Center Drive, Suite 200
Frankfort, Kentucky 40601-8204

Vol W 4.

Counsel for Kentucky Ufilities Company

3147324



Compliance Plan



Exhibit JPM-1 — Kentucky Utilities Company’s 2006 Environmental Compliance
Plan



KENTUCKY UTILITIES COMPANY

2006 ENVIRONMENTAL COMPLIANCE PLAN

Air Pollutant or Actual or Actual (A) or
Waste/By-Product Generating Environmental Scheduled Estimated (E)

Project To Be Controlled Control Facility Statien Envirenmental Regulation* Permit* Completion Project Cost

Selective Catalytic Reduction, Dry
Electrostatic Precipitator, Pulverized Clean Air Act Amendments (1990),
Fly Ash, NO,, SO,, SO;,} Activated Carbon Injection, Hydrated Lime Clean Air Interstate Rule (2005), | Title V Permit V-02-043
2 S . T . 2 ) ’ 2 1852
3 Hg and Particulate Injection, Fabric Filter Bag House, Wet Flue rimble Co. Unit 2 Clean Air Mercury Rule (2005), rev. 2 010 $185.29 M (E)
Gas Desulfurization, Wet Electrostatic Clean Air Visibility Rule (2005)
Precipitator
Ghent Unit 1, KRS Chapter 224, General Duty
24 NO,/SO,4 Sorbent Injection Ghent Unit 3, Provisions, Clean Air Interstate | Title V Permit V-97-025 2008 $39.59 M (E)
: Ghent Unit 4 Rule (2005)
to be incorporated into
25 Mercury Mercury Monitors All Plants Clean Air Mercury Rule (2005) | Title V Operating Permits 2007 $2.97 M (E)
before 2009
. . . Clean Air Act Amendments (1990) . .
NO tal ’ -97-02 2 .
26 " Selective Catalytic Reduction Ghent Unit 2 Clean Air Interstate Rule (2005) Title V Permit V-97-025 009 $95.00 M (E)
Fly Ash and . , . )
27 Electrostatic Precipitators Brown Plant 401 KAR: 50:055 Title V Permit V-03-034 2008 $2.23 M (E)
Particulate
$325.08

*Sponsored by witness Dodson
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

THE APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR A CERTIFICATE OF PUBLIC )
CONVENIENCE AND NECESSITY TO )
CONSTRUCT A SELECTIVE CATALYTIC ) CASE NO. 2006-00206
REDUCTION SYSTEM AND APPROVAL OF )
ITS 2006 COMPLIANCE PLAN FOR RECOVERY )
BY ENVIRONMENTAL SURCHARGE )

STATUTORY NOTICE

Kentucky Utilities Company (“KU”), by counsel, informs the Kentucky Public Service
Commission (“Commission”) that it is engaged in business as an operating public utility,
principally furnishing retail electric service within the Commonwealth of Kentucky.

Pursuant to KRS 278.183, KU hereby gives notice to the Commission that, on this 23rd
day of June 2006, it files herewith its application to issue an order granting KU a Certificate of
Public Convenience and Necessity (“CCN”) for the construction of Selective Catalytic
Reduction Nitrogen Oxides emission control facility at Ghent Unit 2 and approving an amended
compliance plan for purposes of recovering the costs of new and additional pollution control
facilities through its Electric Rate Schedule ECR.

Notice is further given that the proposed effective date for Electric Rate Schedule ECR is

February 1, 2007 as applied to bills rendered on and after that same date.



Submitted to the Commission this 23rd day of June 2006.

Respectfully submitted,

L 0AR .
Kehdrick R. Riggs v

Stoll Keenon Ogden PLLC

1700 PNC Plaza

500 West Jefferson Street
Louisville, Kentucky 40202
Telephone: (502) 560-4222

Elizabeth L. Cocanougher
Senior Corporate Attorney
E.ON U.S. Services Inc. for
Kentucky Utilities Company
220 West Main Street
Louisville, Kentucky 40202
Telephone: (502) 627-4850

Counsel for Kentucky Utilities Company



CERTIFICATE OF SERVICE

The undersigned hereby certifies the original and ten copies of this statutory notice was
hand delivered to Elizabeth O’Donnell, Executive Director, Kentucky Public Service
Commission, 211 Sower Boulevard, Frankfort, Kentucky 40601, and a copy of this statutory
notice was delivered via overnight delivery to Elizabeth E. Blackford, Assistant Attorney
General, Office of Rate Intervention, 1024 Capital Center Drive, Suite 200, Frankfort, Kentucky
40601; Michael L. Kurtz, Boehm, Kurtz & Lowry, 36 East Seventh Street, Suite 1510,
Cincinnati, Ohio 45202 this 23rd day of June 2006.

ﬁﬁl/AdA "Q Q (D/on/\:_,/

Couns?l for Kentucky Utilitiesu(for'npany

318926.3



Tariff Sheet with Revision Marks



Kentucky Utilities Company

Second Revision to Original Sheet No. 72
P.S.C. No. 13

ECR
Environmental Cost Recovery Surcharge

APPLICABLE
In all territory served.

AVAILABILITY OF SERVICE
To all electric rate schedules.

RATE
The monthly billing amount under each of the schedules to which this mechanism is applicable,
including the fuel adjustment clause, demand-side management cost recovery mechanism and
STOD program cost recovery factor, shall be increased or decreased by a percentage factor
calculated in accordance with the following formula.

CESF = E(m)/R(m) MESF = CESF — BESF

MESF = Monthly Environmental Surcharge Factor
CESF = Current Environmental Surcharge Factor
BESF = Base Environmental Surcharge Factor

Where E(m) is the jurisdictional total of each approved environmental compliance plan revenue
requirement of environmental compliance costs for the current expense month and R(m) is the
revenue for the current expense month as set forth below.

DEFINITIONS

1) Forall Plans, E(m) = [(RB/12) (ROR + (ROR - DR) (TR /(1 - TR))] + OE - BAS

Where:

a) RB is the Total Environmental Compliance Rate Base.

b) ROR is the Rate of Return in Environmental Compliance Rate Base, designated as the
overall all rate of return [cost of short term debt, long term debt, preferred stock, and
common equity]

¢) DRis the Debt Rate [cost of short term debt, and long term debt]

d) TRis the Composite Federal and State Income Tax Rate.

e) OE is the Operating Expenses [Depreciation and Amortization Expense, Property Taxes,
Insurance Expense adjusted for the Average Month Expense already included in existing
rates]. Includes operation and maintenance expense recovery authorized by the K.P.S.C.
in Case Nos. 2000-439, 2002-146, 2004-00426 and 2006-00206.

f) BAS is the total proceeds from by-product and allowance sales.

2) Total E(m) (sum of each approved environmental compliance plan revenue requirement) is
multiplied by the Jurisdictional Allocation Factor to arrive at Net Jurisdictional E(m)

3) The revenue R(m) is the average monthly base revenue for the Company for the 12 months
ending with the current expense month. Base revenue includes the customer, energy and
demand charge for each rate schedule to which this mechanism is applicable and automatic
adjustment clause revenues for the Fuel Adjustment Clause, the Demand-Side Management
Cost Recovery Mechanism and STOD Program Cost Recovery Factor as applicable for each
rate schedule.

4) Current expense month (m) shall be the second month preceding the month in which the
Environmental Surcharge is billed.

==

= 3
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Date of Issue: June 23, 2006 Issued By Date Effective: With Bills Rendered
Canceling First Revision to On and After
Original Sheet No. 72 February 1, 2007
Issued June 28, 2005 —
John R. McCall

General Counsel and Secretary
Louisville, Kentucky
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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

THE APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR A CERTIFICATE OF PUBLIC )
CONVENIENCE AND NECESSITY TO )
CONSTRUCT A SELECTIVE CATALYTIC ) CASE NO. 2006-00206
REDUCTION SYSTEM AND APPROVAL OF )
ITS 2006 COMPLIANCE PLAN FOR RECOVERY )
BY ENVIRONMENTAL SURCHARGE )

CERTIFICATE OF NOTICE

Pursuant to the Kentucky Public Service Commission’s Rules Governing Tariffs effective
August 4, 1984, I hereby certify that I am John R. McCall, Executive Vice President, General
Counsel and Corporate Secretary, E.ON U.S. Services Inc. for Kentucky Utilities Company
(“KU” or “Company”™), a utility furnishing retail electric service within the Commonwealth of
Kentucky, which, on the 23rd day of June 2006, filed an application to issue an order granting
KU a Certificate of Public Convenience and Necessity (“CCN”) for the construction of a certain
facility known as a Selective Catalytic Reduction Nitrogen Oxides emission control technology
at Ghent Unit 2 and approving an amended compliance plan for purposes of recovering the costs
of new and additional pollution control facilities through its Electric Rate Schedule ECR as
required by KRS 278.183, as follows:

On the 23rd day of June 2006, the same was delivered for exhibition and public
inspection at the offices and places of business of the Company in the territory affected thereby,

to-wit, at the following places:

Barlow London
Campbellsville Maysville
Carrollton Middlesboro

Danville Morehead



Earlington Morganfield

Eddyville Mt. Sterling
Elizabethtown Paris
Georgetown Richmond
Greenville Shelbyville
Harlan Somerset
Lexington Versailles
Lexington North Winchester

and that the same will be kept open to public inspection at said offices and places of business in
conformity with the requirements of 807 KAR 5:011, Section 8.

That more than twenty (20) customers will be affected by said change by way of an
increase in their bills, and that on the 8" day of June 2006, there was delivered to the Kentucky
Press Association, an agency that acts on behalf of newspapers of general circulation throughout
the Commonwealth of Kentucky in which customers affected reside, for publication therein once
a week for three consecutive weeks beginning the week of June 19, 2006, a notice of the filing of
KU’s application, a copy of said notice being attached hereto. A certificate of publication of said
notice will be furnished to the Kentucky Public Service Commission upon completion of same
pursuant to 807 KAR 5:011, Section 8(2)(c).

In addition, Kentucky Utilities Company will include a general statement explaining the
application in this case with the bills for all Kentucky retail customers during the course of their
regular monthly billing cycle beginning on or about June 19, 2006.

Given under my hand this 23rd day of June 2006.

CQ—zU

John R, McCall

Executive Vice President, General Counsel
and Corporate Secretary

E.ON U.S. Services Inc. for

KENTUCKY UTILITIES COMPANY
220 West Main Street

Louisville, Kentucky 40202




NOTICE TO CUSTOMERS OF
KENTUCKY UTILITIES COMPANY

RECOVERY BY ENVIRONMENTAL SURCHARGE OF KU’S 2006
ENVIRONMENTAL COMPLIANCE PLAN

PLEASE TAKE NOTICE that on June 23, 2006, Kentucky Utilities Company
(“KU™) will file with the Kentucky Public Service Commission (“Commission”) in Case
No. 2006-00206, an Application pursuant to Kentucky Revised Statute 278.183 for
approval of an amended compliance plan (“KU’s 2006 Environmental Compliance Plan™)
for the purpose of recovering the capital costs and operation and maintenance costs
associated with new pollution control facilities through an environmental surcharge on
customers’ bills beginning February 2007, under KU’s existing rate mechanism known
as the environmental cost recovery surcharge or “Electric Rate Schedule ECR.”

Federal, state and local environmental regulations require KU to continually build
and upgrade equipment and/or facilities in order to operate in an environmentally sound
manner. Specifically, KU is seeking Commission approval of a Certificate of Public
Convenience and Necessity (“CCN”) to construct a new Selective Catalytic Reduction
System (“SCR”) for Ghent Unit 2 at the Ghent Generating Station in Ghent, Kentucky to
comply with federally mandated Nitrogen Oxides requirements. Additionally, KU is
seeking recovery of costs associated with environmental projects necessary for
compliance with the Federal Clean Air Act, Clean Air Interstate Rule, Clean Air Mercury
Rule, and the Clean Air Visibility Rule. These additional projects primarily relate to
installation of an SCR system on Ghent Unit 2, mercury emissions monitoring,
precipitator upgrades, Air Quality Control System equipment necessary to operate
Trimble County Unit 2 within the approved environmental limitations and sulfur trioxide
mitigation on electric generating units which burn high sulfur coal. The total capital cost
of these new pollution control facilities is estimated to be $325 million.

The estimated impact on a residential customer using 1,000 kilowatt hours per
month is expected to be an initial monthly increase of $0.82 for KU customers during
2007, with the maximum monthly increase expected to be $2.67 during 2010.

The Environmental Surcharge Application described in this Notice is proposed by
KU. However, the Public Service Commission may make an order modifying or denying
KU’s Environmental Surcharge Application. Such action may result in an environmental
surcharge for consumers other than the environmental surcharge described in this Notice.

Any corporation, association, body politic or person may, by motion within thirty
(30) days after publication, request leave to intervene in Case No. 2006-00206. That
motion shall be submitted to the Public Service Commission, 211 Sower Blvd., P.O. Box
615, Frankfort, Kentucky, 40602, and shall set forth the grounds for the request including
the status and interest of the party. Intervenors may obtain copies of the Application and
testimony by contacting Kentucky Utilities Company at 220 West Main Street,
Louisville, Kentucky, 40202, Attention: Kent W. Blake, Director, State Regulation and
Rates. A copy of the Application and testimony will be available for public inspection at
KU’s offices where bills are paid after June 23, 2006.



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

THE APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR A CERTIFICATE OF PUBLIC )
CONVENIENCE AND NECESSITY TO )
CONSTRUCT A SELECTIVE CATALYTIC ) CASE NO. 2006-00206
REDUCTION SYSTEM AND APPROVAL OF )
ITS 2006 COMPLIANCE PLAN FOR RECOVERY )
BY ENVIRONMENTAL SURCHARGE )

CERTIFICATE OF NOTICE

Pursuant to the Kentucky Public Service Commission’s Rules Governing Tariffs effective
August 4, 1984, I hereby certify that I am John R. McCall, Executive Vice President, General
Counsel and Corporate Secretary, E.ON U.S. Services Inc. for Kentucky Utilities Company
(“KU” or “Company”), a utility furnishing retail electric service within the Commonwealth of
Kentucky, which, on the 23rd day of June 2006, filed an application to issue an order granting
KU a Certificate of Public Convenience and Necessity (“CCN”) for the construction of a certain
facility known as a Selective Catalytic Reduction Nitrogen Oxides emission control technology
at Ghent Unit 2 and approving an amended compliance plan for purposes of recovering the costs
of new and additional pollution control facilities through its Electric Rate Schedule ECR as
required by KRS 278.183, as follows:

On the 23rd day of June 2006, the same was delivered for exhibition and public
inspection at the offices and places of business of the Company in the territory affected thereby,

to-wit, at the following places:

Barlow TLondon
Campbellsville Maysville
Carrollton Middlesboro

Danville Morehead



Earlington Morganfield

Eddyville Mt. Sterling
Elizabethtown Paris
Georgetown Richmond
Greenville Shelbyville
Harlan Somerset
Lexington Versailles
Lexington North Winchester

and that the same will be kept open to public inspection at said offices and places of business in
conformity with the requirements of 807 KAR 5:011, Section 8.

That more than twenty (20) customers will be affected by said change by way of an
increase in their bills, and that on the 8" day of June 2006, there was delivered to the Kentucky
Press Association, an agency that acts on behalf of newspapers of general circulation throughout
the Commonwealth of Kentucky in which customers affected reside, for publication therein once
a week for three consecutive weeks beginning the week of June 19, 2006, a notice of the filing of
KU’s application, a copy of said notice being attached hereto. A certificate of publication of said
notice will be furnished to the Kentucky Public Service Commission upon completion of same
pursuant to 807 KAR 5:011, Section 8(2)(c).

In addition, Kentucky Utilities Company will include a general statement explaining the
application in this case with the bills for all Kentucky retail customers during the course of their
regular monthly billing cycle beginning on or about June 19, 2006.

Given under my hand this 23rd day of June 2006.

John R. McCall '

Executive Vice President, General Counsel
and Corporate Secretary

E.ON U.S. Services Inc. for

KENTUCKY UTILITIES COMPANY
220 West Main Street

Louisville, Kentucky 40202



NOTICE TO CUSTOMERS OF
KENTUCKY UTILITIES COMPANY

RECOVERY BY ENVIRONMENTAL SURCHARGE OF KU’S 2006
ENVIRONMENTAL COMPLIANCE PLAN

PLEASE TAKE NOTICE that on June 23, 2006, Kentucky Utilities Company
(“KU”) will file with the Kentucky Public Service Commission (“Commission”) in Case
No. 2006-00206, an Application pursuant to Kentucky Revised Statute 278.183 for
approval of an amended compliance plan (“KU’s 2006 Environmental Compliance Plan”)
for the purpose of recovering the capital costs and operation and maintenance costs
associated with new pollution control facilities through an environmental surcharge on
customers’ bills beginning February 2007, under KU’s existing rate mechanism known
as the environmental cost recovery surcharge or “Electric Rate Schedule ECR.”

Federal, state and local environmental regulations require KU to continually build
and upgrade equipment and/or facilities in order to operate in an environmentally sound
manner. Specifically, KU is seeking Commission approval of a Certificate of Public
Convenience and Necessity (“CCN”) to construct a new Selective Catalytic Reduction
System (“SCR”) for Ghent Unit 2 at the Ghent Generating Station in Ghent, Kentucky to
comply with federally mandated Nitrogen Oxides requirements. Additionally, KU is
seeking recovery of costs associated with environmental projects necessary for
compliance with the Federal Clean Air Act, Clean Air Interstate Rule, Clean Air Mercury
Rule, and the Clean Air Visibility Rule. These additional projects primarily relate to
installation of an SCR system on Ghent Unit 2, mercury emissions monitoring,
precipitator upgrades, Air Quality Control System equipment necessary to operate
Trimble County Unit 2 within the approved environmental limitations and sulfur trioxide
mitigation on electric generating units which burn high sulfur coal. The total capital cost
of these new pollution control facilities is estimated to be $325 million.

The estimated impact on a residential customer using 1,000 kilowatt hours per
month is expected to be an initial monthly increase of $0.82 for KU customers during
2007, with the maximum monthly increase expected to be $2.67 during 2010.

The Environmental Surcharge Application described in this Notice is proposed by
KU. However, the Public Service Commission may make an order modifying or denying
KU’s Environmental Surcharge Application. Such action may result in an environmental
surcharge for consumers other than the environmental surcharge described in this Notice.

Any corporation, association, body politic or person may, by motion within thirty
(30) days after publication, request leave to intervene in Case No. 2006-00206. That
motion shall be submitted to the Public Service Commission, 211 Sower Blvd., P.O. Box
615, Frankfort, Kentucky, 40602, and shall set forth the grounds for the request including
the status and interest of the party. Intervenors may obtain copies of the Application and
testimony by contacting Kentucky Ultilities Company at 220 West Main Street,
Louisville, Kentucky, 40202, Attention: Kent W. Blake, Director, State Regulation and
Rates. A copy of the Application and testimony will be available for public inspection at
KU’s offices where bills are paid after June 23, 2006.
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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

THE APPLICATION OF KENTUCKY UTILITIES )
COMPANY FOR A CERTIFICATE OF PUBLIC )
CONVENIENCE AND NECESSITY TO )
CONSTRUCT A SELECTIVE CATALYTIC ) CASE NO. 2006-00206
REDUCTION SYSTEM AND APPROVAL OF )
ITS 2006 COMPLIANCE PLAN FOR RECOVERY )
BY ENVIRONMENTAL SURCHARGE )

DIRECT TESTIMONY OF
KENT W. BLAKE
DIRECTOR, STATE REGULATION AND RATES
E.ON U.S. SERVICES INC.

Filed: June 23, 2006
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Please state your name, position and business address.

My name is Kent W. Blake. I am the Director of State Regulation and Rates for

E.ON U.S. Services Inc., which provides services to Louisville Gas and Electric

Company (“LG&E”) and Kentucky Utilities Company (“KU”) (collectively, “the

Companies”). My business address is 220 West Main Street, Louisville, Kentucky

40202. A complete statement of my education and work experience is attached to this

testimony as Appendix A.

Have you previously testified before this Commission?

Yes. 1 have testified several times including Case Nos. 2004-00426' and 2004-

00421?, the Companies’ most recent Environmental Cost Recovery applications.

Are you sponsoring any exhibits?

Yes, I am sponsoring the following three exhibits:

(1) Exhibit KWB-1 is the Regulatory Research Associates publication Regulatory
Focus of April 5, 2006 containing the compilation of allowed returns;

(2) Exhibit KWB-2 contains interest rates showing an upward trend from the
timeframe of the last ECR proceeding to the present; and

3) Exhibit KWB-3 is the Value Line Quarterly Economic Review from May
2006 showing interest rate projections.

What is the purpose of your testimony?

My testimony provides an overview of the testimony of our other witnesses and

outlines the reasons for our request for approval of a Certificate of Public

' In the Matter of: The Application of Kentucky Utilities Company for a Certificate of Public Convenience and Necessity to
Construct Flue Gas Desulfurization Systems and Approval of its 2004 Compliance Plan for Recovery by Environmental
Surcharge

2 In the Matter of: The Application of Louisville Gas and Electric Company for Approval if its 2004 Compliance Plan for
Recovery by Environmental Surcharge
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Convenience and Necessity (“CCN”) associated with the construction of a Selective

Catalytic Reduction (“SCR”) Nitrogen Oxides (“NO,”) control technology at Ghent

Unit 2. I will also address the plan to finance the proposed construction of the SCR.

Additionally, T will present an overview of KU’s 2006 Environmental Compliance

Plan (“2006 Plan”). KU’s 2006 Plan includes the SCR, KU’s allocated share of the

costs of environmental equipment to be installed on Trimble County Unit 2 (“TC2”),

and other environmental projects KU must construct to continue to remain in
compliance with various environmental laws and regulations. Finally, I will explain
why KU is seeking environmental surcharge recovery of its 2006 Plan through its

Environmental Cost Recovery (“ECR”) Surcharge tariff, beginning in February 2007,

including KU’s request and support for continuing the current 10.50 percent return on

common equity.
Overview of Application

Would you please provide an overview of the testimony of the witnesses

supporting KU's application in this proceeding?

Yes. In addition to my testimony, KU is presenting the testimony of four other

witnesses in this case in support of its application. These witnesses and the subject of

their testimony are:

. Sharon L. Dodson, Director of Environmental Affairs, E.ON U.S. Services
Inc., presents testimony concerning the environmental regulatory
requirements faced by the Companies, including a description of the
background surrounding the Clean Air Interstate Rule (“CAIR”), the Clean
Air Mercury Rule (“CAMR”), Clean Air Visibility Rule (“CAVR”), and fine

particulate emission rules.
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. John P. Malloy, Director of Generation Services, E.ON U.S. Services Inc.,
presents testimony that describes the projects and presents evidence as to the
cost effectiveness of the projects in KU’s 2006 Plan.

. Shannon L. Charnas, Director of Utility Accounting and Reporting, E.ON
U.S. Services Inc., presents testimony affirming that none of the costs for
which KU is seeking recovery through its Environmental Surcharge tariff are
included in base rates and describes the accounting associated with the
projects in KU's 2006 Plan.

. Robert M. Conroy, Manager of Rates, E.ON U.S. Services Inc., presents KU’s
proposed Electric Rate Schedule ECR and corresponding monthly reporting
requirements and presents testimony affirming that the calculation of KU’s

environmental surcharge will comply with all previous Commission Orders.

Certificate of Public Convenience and Necessity

Is KU requesting the Commission issue a certificate of public convenience and
necessity to construct an SCR facility at the Ghent Unit 2?

Yes. KU is seeking Commission approval in the form of a certificate of public
convenience and necessity to construct one SCR NOy control facility at the Ghent
Unit 2 in order to meet certain environmental requirements. While KU and LG&E
were previously authorized by the Commission to build as needed seven SCRs in
Case No. 2000-112°, the Companies determined that mandated reductions in NO,

emissions were achievable by constructing six SCRs instead of the seven units
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originally planned, primarily due to better-achieved operating effectiveness compared
to modeled results.

As explained in the testimony of Ms. Dodson, the environmental requirements
set forth in the United States Environmental Protection Agency’s (“EPA”) NOy State
Implementation Plan (“SIP”) Call and as expanded and made more restrictive with
the adoption of the Clean Air Interstate Rule (“CAIR”) in March 2005 require certain
reductions in the NO, emissions. Specifically, with the implementation of the CAIR
in March 2005, the EPA imposed year-round restrictions on NOy emissions beginning
in 2009, compared to the current restrictions that apply only during the ozone season.
In order to achieve the required reduction in permitted levels of emission, and comply
with CAIR in 2009, KU needs to construct an additional SCR at the Ghent Unit No.
2. The construction of the proposed SCR, as outlined in the Companies’ Application
and the testimony of Mr. Malloy, is the most cost-effective method of complying with
the EPA’s NO, reduction requirements. Those reduction requirements are described
in full detail in the prefiled testimony of Ms. Dodson.

Would you please identify the process KU used to evaluate the need for the
proposed SCR facility?

Yes. KU closely follows the changes in environmental regulatory requirements for
NO, emissions, mercury and fine particulate matter under the Federal Clean Air Act
as amended (“CAAA”) and more recently, the CAIR. The evolution in the
environmental regulation is reflected in the Company’s evaluation of its cost-effective

strategy for compliance with the existing levels of permitted NO, emissions. As the

? In the Matter of: Application of Kentucky Utilities Company and Louisville Gas and Electric Company for a Certificate of
Public Convenience and Necessity to Construct Selective Catalytic Reduction (SCR) NOx Control Technologies (June 22,
2000).
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EPA’s position developed, and as the NO, emission allowance market responded, KU
developed an initial compliance strategy that included construction of four SCRs
three at Ghent units (e.g. Ghent Unit Nos. 1, 3 and 4) and one at E.W. Brown Unit 3 -
as needed to ensure full compliance with EPA’s then current NO, emission limits.
Subsequently, KU determined that construction of the SCR at E-W. Brown Unit 3
was not needed or cost-effective to achieve compliance with allowed NQOy emission
levels, and therefore built only three SCRs at the Ghent facility, for Units 1, 3 and 4.
The most recent evaluation process is described in Mr. Malloy’s testimony
and presented in detail in KU’s 2006 NO, Compliance Strategy for E.ON U.S
Subsidiaries Kentucky Utilities and Louisville Gas and Electric (“2006 NO,
Compliance Strategy’’) which is attached to Mr. Malloy’s testimony as Exhibit JPM-
2. This analysis shows that faced with increasing reductions in NOy emissions
mandated by CAIR, the construction of the fourth SCR facility is now necessary; and
the most advantageous location for the SCR is at Ghent Unit 2, rather than at E.-W.
Brown Unit 3.
What is the construction timeframe for the SCR?
As indicated in the Application and in Mr. Malloy’s testimony, KU expects
construction to take 18 — 24 months to complete, with the unit being placed in-service
in 2009. The anticipated in-service date coincides with the planned 2009 outage
necessary to make the Ghent Unit 2 Flue Gas Desulfurization System operational.
When does KU need to begin construction of the SCR to meet the proposed 2009
in-service date?
Based upon the preliminary engineering design work, KU anticipates the need to

commence construction of the SCR facility in early 2007 to meet the proposed 2009
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in-service date. For this reason, KU is requesting that the Commission issue its CCN
by December 20, 2006. To date, KU has not executed any contracts for the
acquisition or construction of the proposed facility.

What is the anticipated investment of the proposed SCR?

KU estimates that the capital investment in the SCR will be approximately $95
million. The support for this estimate is provided in Mr. Malloy's testimony.

How does the Company plan to finance construction of the SCR?

KU expects to finance the costs of the SCR with a combination of new debt and
equity. The mix of debt and equity used to finance the project will be determined so
as to allow KU to maintain its strong investment-grade credit rating and is consistent
with the targets previously referenced by the Company in proceedings before this
Commission. The equity component will take the form of retained earnings. The
cost does not qualify for tax-exempt funding under current laws.

KU anticipates that any incremental debt financing will be funded on a
temporary basis utilizing proceeds from the money pool. This short-term debt would
be replaced with long-term loans from E.ON affiliates when market conditions are
attractive and the money pool balance is sufficient to issue long-term securities. KU
will seek the Commission’s approval of any debt or securities as necessary.

During the course of the construction program, KU will continue to review
new financing structures to determine if more cost-effective financing methods are
available.

Did the Commission issue a certificate of public convenience and necessity which
includes the pollution control facilities to be built as part of the Trimble County

Unit2 ?
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Yes. The environmental equipment to be built in connection with the construction of
the Trimble County Unit 2 is included in the authority of the CCN issued by the
Commission in its Order dated November 1, 2005 in Case No. 2004-00507*.

2006 Environmental Surcharge Plan and Recovery

Is environmental compliance important to KU?

Yes. Protection of the environment is a major priority for KU. KU has a long-
standing commitment to compliance with all environmental regulations and statutes.
Most recently, Vic Staffieri, president, chairman and chief executive of E.ON U.S.,
the parent company of KU, recognized global warming as a real concern and
committed funds to research at the University of Kentucky addressing affordable
ways to capture emissions from power plants.

Will KU seek recovery of the costs of the SCR through the Environmental Cost
Recovery mechanism?

Yes. KU, in this proceeding, is seeking approval of the CCN, the 2006 Plan and cost
recovery through the Environmental Cost Recovery mechanism. The CCN is
requested pursuant to the requirements of KRS 278.020, while cost recovery is
requested consistent with regulatory requirements under KRS 278.183, as applied by
the Commission.

Is KU proposing a 2006 Environmental Surcharge Plan in this proceeding?

Yes. The projects in KU’s 2006 Plan serve its Ghent, E.-W. Brown, Green River and
Tyrone generating stations, as well as, KU’s ownership of Trimble County Unit 2

which is now under construction. KU’s 2006 Plan contains five new projects that

4 In the Matter of: Joint Application of Louisville Gas and Electric Company and Kentucky Utilities Company for a

Certificate of Public Convenience and Necessity, and a Site Compatibility Certificate, for the Expansion of the Trimble
County Generating Station.
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enable KU to comply with the requirements of the CAAA, CAIR, CAMR, CAVR and
other environmental regulations that apply to KU facilities used for the production of
energy from coal. The testimony of Ms. Dodson presents KU’s evidence concerning
the applicable environmental regulatory requirements and shows how the pollution
control facilities in the 2006 Plan satisfy KU’s environmental obligations. KU’s 2006
Plan is attached as Exhibit JPM-1 to Mr. Malloy’s testimony. The testimony of Mr.
Malloy presents KU’s 2006 Plan, describes the need for the new projects in that plan,
provides the timeframe for construction, provides evidence as to the cost-
effectiveness of the projects and details the estimated capital cost of $325 million for
the projects.

What evidence does KU present on the accounting of the cost for the 2006 Plan?
Ms. Charnas’ testimony explains KU’s reporting and accounting for the capital costs
and operation and maintenance expenses associated with the pollution control
facilities and affirms that the environmental compliance costs KU proposes to recover
through its surcharge are not already in existing rates.

What return on common equity is KU currently allowed in its ECR tariff?

KU is currently allowed a return on equity ("ROE") of 10.50 percent per the
Commission’s June 20, 2005 Order in Case No. 2004-00426°.

What ROE is KU requesting in this proceeding?

The Company is requesting a continuation of the 10.50 percent ROE allowed in Case
No. 2004-00426°. This level of ROE is still reasonable and is, in fact, conservative

under the economic conditions prevailing currently.

> In the Matter of: The Application of Kentucky Utilities Company for a Certificate of Public Convenience and Necessity to
Construct Flue Gas Desulfurization Systems and Approval of its 2004 Compliance Plan for Recovery by Environmental
Surcharge
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On what basis do you say that a 10.50 percent ROE would be reasonable, and
even conservative?

An examination of (1) allowed returns on common equity for utilities, in general, (2)
the recent level and trend in interest rates and (3) the projected course of interest rates
shows this to be the case.

According to Regulatory Research Associates Regulatory Focus of April 5,
2006, allowed returns for electric utilities and gas utilities in the first quarter of 2006
averaged 10.4 percent and 10.6 percent, respectively. Exhibit KWB-1 contains a
complete copy of this publication. For calendar year 2005, electric utilities and gas
utilities were both allowed an average return on equity of 10.50 percent. Thus, an
allowed return of 10.50 percent for KU for ECR purposes is within the mainstream of
allowed return for utilities in general. While such awards do not necessarily
determine what ROE should be awarded in a case, the Commission has found such
awards do "indicate a reasonableness measure for a company's allowed ROE."’
Exhibit KWB-1 shows KU's request for continuing the current 10.50% ROE is
reasonable when measured by the current authorized ROEs by other commissions.

In addition, these allowed ROEs are consistent with those recently authorized
by this Commission in cases involving other investor-owned utilities serving the State
of Kentucky. Most recently, on March 14, 2006, the Commission approved a
settlement agreement in, In the Matter of: General Adjustments of Electric Rates of

Kentucky Power Company, Case No. 2005-00341, Appendix A, Settlement

® In the Matter of: The Application of Kentucky Utilities Company for a Certificate of Public Convenience and Necessity to
Construct Flue Gas Desulfurization Systems and Approval of its 2004 Compliance Plan for Recovery by Environmental
Surcharge
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Agreement, Paragraph 7, which, among other things, authorized the use of a 10.5%
rate of return on equity for environmental surcharge purposes and for accounting for
allowance for funds used during construction.

Exhibit KWB-2 shows the level of interest rates for 10- and 20-year Treasury
bonds, A-rated utility bonds and Aaa-rated Corporate bonds for the period January
2005-May 2006. As can be seen from Exhibit KWB-2, there has generally been an
upward trend in the level of interest rates over this period, with an acceleration in the
increase noticeable over the past several months. On a spot basis—comparing May
2006 with June 2005 (when the Commission rendered its Order in the last ECR
proceeding)—interest rates are up about one full percentage point. As shown on the
bottom of Exhibit KWB-2, on a six-month average basis, interest rates are up roughly
30-40 basis points.

Projections of interest rates show that the upward trend in interest rates is
forecast to continue. For example, The Value Line Quarterly Economic Review of
May 26, 2006 shows that 10-year and long-term Treasury securities are projected to
rise to the level of 5.3 percent and 5.5 percent, respectively, by 2008. AAA-rated
Corporate Bonds are projected to increase to 6.4 percent by that time period. A
complete copy of the Value Line publication is attached as Exhibit KWB-3 to my
testimony.

Based on the above data and comparisons, a continuation of the 10.50 percent

allowed ROE for ECR purposes is reasonable, and even conservative.

7 In the Matter of: The Application of Kentucky Utilities Company For A Certificate Of Public Convenience and Necessity
To Construct Flue Gas Desulphurization Systems And Approval Of Its 2004 Compliance Plan For Recovery By
Environmental Surcharge, Case No. 2004-00426, Order, p. 27 (June 20, 2005).

10
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How does KU propose to recover the cost of the pollution control projects in its
2006 Plan?

KU proposes to recover the cost of the pollution control projects in its 2006 Plan
through KU’s Electric Rate Schedule ECR filed with this application and proposed to
be effective for bills rendered on and after February 1, 2007. Mr. Conroy’s testimony
explains how the surcharge for the 2006 Plan will be calculated and billed under
KU’s proposed revised ECR Tariff. Mr. Conroy’s testimony also explains the
reasons for the proposed changes in the terms of Electric Rate Schedule ECR and
affirms that the calculation will be consistent with the methods and methodologies
previously approved by the Commission.

What action should the Commission take regarding this application?

The Commission should approve KU’s application for a Certificate of Public
Convenience and Necessity for construction of the SCR facility at Ghent Unit 2.
Additionally, the Commission should approve KU’s 2006 Plan and application for
cost recovery of its compliance costs through its Electric Rate Schedule ECR tariff
beginning with bills rendered on and after February 1, 2007.

Does this conclude your testimony?

Yes, it does.

11
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COMMONWEALTH OF KENTUCKY )
) SS:
COUNTY OF JEFFERSON )

The undersigned, Kent W. Blake, being duly sworn, deposes and says he is Director,
State Regulation and Rates for E.ON U.S. Services Inc., and that he has personal knowledge
of the matters set forth in the foregoing testimony, and the answers contained therein are true
and correct to the best of his information, knowledge and belief.
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APPENDIX A

Kent W. Blake

Director, State Regulation and Rates
E.ON U.S. Services Inc.

220 West Main Street

P. O. Box 32010

Louisville, Kentucky 40202

(502) 627-2573

Education

University of Kentucky, B.S. in Accounting, 1988
Certified Public Accountant, Kentucky, 1991
Multiple industry and executive development programs

Previous Positions

LG&E Energy LLC, Louisville, Kentucky
2003 (Sept) — 2004 (Oct) — Director, Regulatory Initiatives
2003 (Feb) — 2003 (Sept) — Director, Business Development
2002 (Aug) — 2003 (Feb) — Director, Finance and Business Analysis

Mirant Corporation (f.k.a. Southern Company Energy Marketing)
2002 (Feb-Aug) — Senior Director, Applications Development
2000-2002 — Director, Systems Integration
1998-2000 — Trading Controller

LG&E Energy Corp.
1997-1998 — Director, Corporate Accounting and Trading Controls

Arthur Andersen LLP
1992-1997 — Manager, Audit and Business Advisory Services
1990-1992 — Senior Auditor
1988-1990 — Audit Staff

LOUISVILLE 436293v.1
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Regulatory Study
April 5, 2006

MAJOR RATE CASE DECISIONS--JANUARY-MARCH 2006

For the first three months of 2006, the average electric equity return authorization by state
commissions was 10.38% (three determinations), compared to the 10.54% average in calendar-2005. The
average gas equity return authorization for the first quarter of 2006 was 10.63% (six determinations),
compared to the 10.46% average in calendar-2005. During the first quarter of 2006, there were no
telecommunications equity return authorizations.

After reaching a low in the late-1990’s and early-2000’s, the number of equity return
determinations for energy companies increased somewhat beginning in 2002 and reached a ten-year high
in 2005. Relatively low inflation and interest rates, competitive pressures, technological improvements,
the use of settlements that do not specify return parameters, and a reduced number of companies due to
mergers may prevent the number of yearly determinations from substantially increasing further.
However, increased costs and the need for generation and delivery system infrastructure upgrades and
expansion at many companies argue for at least a modest increase in the number of cases to be filed and
decided over the next several years. We also note that electric industry restructuring in many states has
led to the unbundling of rates, with state commissions authorizing revenue requirement and return
parameters for transmission and/or distribution operations only (which we footnote in our chronology
table), complicating data comparability. The tables included in this study are extensions of those
contained in the January 12, 2006 Regulatory Study entitled Major Rate Case Decisions--January 2004-
December 2005--Supplemental Study. Refer to that report for information concerning individual rate case
decisions that were rendered in 2004 and 2005.

The table on page 2 shows annual average equity returns authorized since 1996, and by quarter
since 2000, in major electric, gas, and telecommunications rate decisions, followed by the number of
determinations during each period. The tables on page 3 present the composite industry data for items in
the chronology of this and earlier reports, summarized annually since 1996, and quarterly for the most
recent nine quarters. The individual electric, gas, and telecommunications cases decided in the first three
months of 2006 are listed on pages 4 and 5, with the decision date shown first, followed by the company
name, the abbreviation for the state issuing the decision, the authorized rate of return (ROR), return on
equity (ROE), and percentage of common equity in the adopted capital structure. Next we show the
month and year in which the adopted test year ended, whether the commission utilized an average or a
year-end rate base, and the amount of the permanent rate change authorized. The dollar amounts
represent the permanent rate change ordered at the time decisions were rendered. Summary data for 2005
is also included for comparative purposes. A case is generally considered “major” if the rate change
initially requested was $5 million or greater, or the authorized rate change was at least $3 million. Gas
rate requests that are considered in conjunction with major electric requests are recorded and reported as
individual cases, regardless of size. Fuel adjustment clause rate changes are not reflected in this study.

Copyright © 2005 Regulatory Research Associates, Inc  Reproduction prohibited without prior authorization




2. RRA
Average Equity Returns Authorized January 1988 - March 1998
(Return Percent - No. of Observations)
Electric Gas Telephone
Period Utilities Utilities Utilities
1988 Full Year 12.79 (33) 12.85 (31) 13.13 (13)
1989 Full Year 12.97 (27) 12.88 (31) 12.97 (15)
1990 Full Year 12.70 (44) 12.67 (31) 12,91 (9)
1991 Full Year 12.55 (45) 12.46 (35) 12.89 (16)
1992 1st Quarter 12.37 (12) 12.42 (5) 12.25 (2)
2nd Quarter 11.83 (12) 11.98 (3) -—  {0)
3rd Quarter 12.03 (8) 11.87 (5) 12.35 (2)
4th Quarter 12.12 (16) 11.94 (16) 12.23 (3)
1992 Full Year 12.09 (48) 12.01 (29) 12.27 (7).
1993 1st Quarter 11.84 (7) 1175 (4) 12.20 (1)
2nd Quarter 11.64 (9) 11.71 (6) 12,36 (4)
3rd Quarter 11.15 (B) 11.39 (13) 11.65 (1)
4th Quarter 11.07 (10) 11.15 (22) 11.45 (6)
1993 Full Year 11.41(32) 11.35 (45) 11.83 (12)
1994 1st Quarter 11.20 (10) 11.12 (5) 11.05 (3)
2nd Quarter 11.13 (5) 10.81 (5) 12.46 (3)
3rd Quarter 1275 (1) 1095 (2) -~ (0)
4th Quarter 11.41 (15) 11.64 (16) 11.88 (5)
1994 Full Year 11.34 (31) 11.35 (28) 11.81 (11)
1995 1st Quarter 11.96 (8) -—  (0) - (0)
2nd Quarter 11.36 (9) 11.00 (1) 11.84 (4)
3rd Quarter 11.33 (8) 11.07 (3) 12.50 (1)
4th Quarter 11.53 (10) 11.56 (12) 12.25 (3)
1995 Full Year 11.55 (33) 11.43 (16) 12.08 (8)
1996 1st Quarter 11.28 (2) 11.45 (2) 11.70 (2)
2nd Quarter 11.46 (9) 10.88 (6) 11.30 (1)
3rd Quarter 10.76 (3) 11.25 (2) 12.25 (1)
4th Quarter 11.58 (8) 11.32 (10) L))
1996 Full Year 11.39 (22) 11.19 (20) 11.74 (4)
1897 1st Quarter 11.30 (4) 11.31 (7) 11.80 (1)
2nd Quarter 11.62 (3) 11.70 (1) 11.60 (1)
3rd Quarter 12.00 (1) 12.00 (1) 11.70 (1)
4th Quarter 11.08 (4) 11.01 (5) 11.35 (2)
1997 Full Year 11.36 (12) 11.28 (14) 11.56 (5)
1998 1st Quarter 11.49 (5) 12.20 (1) 11.30 (1)



RRA

Electric Utilities--Summary Table*

ROR ROE Eq.as % Amt.
Period % . . $ Mit,
1996 Full Year 9.21 (20) 11.39 (22) 44,34 (20) -5.6 (38)
1997 Full Year 916 (12) 11.40 (11) 4879 (11) -553.3 (33)
1998 Full Year 9.44 {9) 11.66 (10) 46 14 (8) -429.3 (31)
1999 Full Year 8.81 (18) 10.77 (20) 45.08 (17) -1,683.8 (30)
2000  Full Year 9.20 (12) 11.43 (12) 48.85 (12) -291.4 (34)
2001 Full Year 8.93 (15) 11.09 (18) 47,20 (13) 14.2 (21)
2002 Full Year 8.72 (20) 11.16 (22) 46.27 (19) -475.4 (24)
2003 Full Year 8.86 (20) 10.97 (22) 4941 (19) 313.8 (22)
2004 1st Quarter 8.94 (3) 11.00 (3) 4494 (3) -716.4 (4)
2nd Quarter 7.88 (8) 1054 (6) 4559 (8) 641.8 (1)
3rd Quarter 9.01 (2) 1033 (2) 4505 (2) 1194 (4)
4th Quarter 8.55 (7) 1091 (8) 4964 (6) 1,047.8 (11)
2004 Full Year 8.44 (18) 10.75 (19) 46.84 (17) 1,092.6 (30)
2005 1st Quarter 8.57 (6) 1051 (7) 4455 (7) 4821 (8)
2nd Quarter 8.27 (5) 1005 (7) 4830 (5) 180.2 (9)
3rd Quarter 7.78 (4) 10.84 (4) 43.58 (4) 40.2 (5)
4th Quarter 8.37 (11) 10.75 (1) 48.55 (11) 671.2(14)
2005 Full Year 8.31 (26) 10.54 (29) 46.73 (27) 1,373.7 {36)
2006 1st Quarter 8.13 (3) 1038 (3) 5025 (3) 439.0 (9)
ilities.-
1996 Full Year 9.25 (23) 11.18 (20) 47.69 (19) 193 4 (34)
1997 Full Year 9.13 (13) 11.28 (13) 47.78 (11) -82.5 (21)
1998 Full Year 9.46 (10) 11.51 (10) 49.50 (10} 93.9 (20)
1999 Full Year 8.86 (9) 10.66 (9) 49.06 (9) 51.0 (14)
2000 Full Year 9.33 (13) 11.39 (12) 48.59 (12) 135 9 (20)
2001 Full Year 8.51 (6) 1095 (7) 43.96 (5) 114.0 (11)
2002 Full Year 8 80 (20) 11.03 (21) 48.29 (18) 303.6 (26)
2003 Full Year 8.75 (22) 10.99 (25) 4993 (22) 260.1 (30)
2004 1st Quarter 8.52 (4) 1110 4) 4561 (4) 56.3 (6)
2nd Quarter 8.21 (3) 10.25 (2) 46.90 (2) 121.7 {9)
3rd Quarter 8.27 (8) 10.37 (8) 4292 (8) 1134 (8)
4th Quarter 8.40 (6) 10.66 (6) 49,72 (6) 12.1 (8)
2004 Full Year 8.34 (21) 1059 (20) "45.80 (20) 303531
2005 1st Quarter 8.19 (3) 10.65 (2) 43.00 (1) 50.8 (4)
2nd Quarter 8.17 (5) 10.54 (5) 47.69 (4) 99.5 (6)
3rd Quarter 8.15 (B) 10.47 (5) 4954 (5) 753 (7)
4th Quarter 8.33 (15) 10.40 (14) 49.03 (14) 232.8 (17)
2005 Full Year 8.25 (29) 10.46 (26) 48.66 (24) 458.4 (34)
2006 1st Quarter 862 (6) 10.63 {6) 5118 (6) 138.7 (G)I
leph ities-- *
1996 Full Year 965 (2) 11.74 (4) 56.00 (2) -348.2 (11)
1997 Full Year 9.57 (5) 1156 (5) 5584 (5) -1544 (7)
1998 Full Year 9.37 (1) 11.30 (1) 52.00 (1) -323.3 (13)
1999 Full Year 11.34 (1) 13.00 (1) 66.90 (1) -570.1 (19)
2000 Full Year 952 (2) 11.38 (2) 56.58 (2) -390.4 (14)
2001 Full Year 961 (1) - (0) - (0) -130.0 (8)
2002 Full Year - (0) - {0) - (0} 7.7 (4)
2003 Full Year - (0) - (0) - {0) -626 (2)
2004 1st Quarter 802 (1) 10.00 (1) 4418 (1) 31 (1)
2Znd Quarter - (0) ~- (0) - {(0) - {0}
3rd Quarter (1) - (0) - {0} - (0)
4th Quarter - (0) -~ (0) - (0) - {0)
2004  Full Year 802 (1) 1000 (1) 24787 (1) 37 M
2005 1st Quarter w {0) - (0) - {0) - (0)
2nd Quarter - {0} - {0} ()] 71.9 (2)
3rd Quarter 8.72 (1) 1050 (1) 54.00 (1) -82 (1)
4th Quarter -~ (0) - (0) - (0) - {0)
2005 Full Year 872 (1) 10.50 (1) 5400 (1) 637 (3)
2008 1st Quarter - (0) ~ {0) - (0) (O)I

* Number of observations in each period indicated in parentheses.



4. RRA
Common Test Year
ROR ROE Eq.as % & Amt.
Date Company (State) % % Cap. Str. Rate Base $ Mil.
ELECTRIC UTILITY DECISIONS
2005 FULL-YEAR: AVERAGES/TOTAL 8.31 10.54 46.73 1373.7
MEDIAN 8.08 10.25 44.59 -
OBSERVATIONS 26 29 27 36
1/5/06 Northern States Power (W1) 8.94 (G) 11.00 53.66 12/06-A 434
1/25/06 Wisconsin Electric Power (W) - e o 229.7 (1)
1/27/06 United Hluminating (CT) 6.88 (2) 9.75 48.00 12/04-A 35.6 (Di,Z2,2)
2/22/06 PacifiCorp (WY) - — — — 25.0 (B,2)
2/23/06 Aquila Networks-MPS (MO) -— - - — 22.4 (B)
2/23/06 Aquila Networks-L&P (MO) - -— - - 3.9 (B)
3/3/06 Interstate Power and Light (MN) 8.58 10.39 49.10 12/04-A 1.2 (1,B)
3/14/06 Kentucky Power (KY) - - -— .- 41.0 (B)
3/29/06 Entergy Gulf States (LA) - -— - -— 36.8 (1,B)
2006 1ST QUARTER: AVERAGES/TOTAL 8.13 10.38 50.25 439.0
MEDIAN 8.58 10.39 49.10 -
OBSERVATIONS 3 3 3 9
GAS UTILITY DECISIONS
2005 FULL-YEAR: AVERAGES/TOTAL 8.25 10.46 48.66 458.4
MEDIAN 8.42 10.23 47.14 e
OBSERVATIONS 29 26 24 34
1/5/06 Northern States Power (WI) 8.94 (G) 11.00 53.66 12/06-A 3.9
1/25/06 Wisconsin Electric Power (WI) 8.52 (G) 11.20 56.34 12/06-A 21.4
1/25/06 Wisconsin Gas (WI) 8.29 (G) 11.20 50.20 12/06-A 38.7
2/3/06 Public Service of Colorado (CO) 8.70 10.50 55.49 12/04-A 225 (B)
2/23/06 Southwest Gas (AZ) 8.40 9.50 40.00 (Hy) 8/04-YE 49.3
3/1/06  Aquila (1A) 8.88 10.40 (E) 51.39 12/04-A 2.9 (1,B)
2006 1ST QUARTER: AVERAGES/TOTAL 8.62 10.63 51.18 138.7
MEDIAN 8.61 10.75 52.53 -
OBSERVATIONS 6 6 6 6
TELEPHONE UTILITY DECISIONS
2005 FULL-YEAR: AVERAGES/TOTAL 8.72 10.50 54.00 63.7
MEDIAN 8.72 10.50 54.00 om
OBSERVATIONS 1 1 1 3
2006 1ST QUARTER: AVERAGES/TOTAL - o - -
MEDIAN e - o ——
OBSERVATIONS 0 0 0 0




RRA 5.
FOOTNOTES
A- Average
B- Order followed stipulation or settlement by the parties. Decision particulars not necssarily
precedent-setting or specifically adopted by the regulatory body.
Di- Rate change applicable to electric distribution rates only.
E- Estimated
G- Return on capital
Hy- Hypothetical capital structure utilized
I- Interim rates implemented prior to the issuance of final order, normally under bond and subject to refund.
YE- Year-end
Z- Rate change implemented in multiple steps.
* Capital structure includes cost-free items or tax credit balances at the overall rate of return.
(1) The electric rate increase was not supported by a traditional cost-of-service analysis, but reflected recovery
of certain specific costs.
(2) Indicated rate increase to be phased-in over four years, with a 6.88% ROR authorized for 2006, 6.89% for 2007,

7.09% for 2008, and 7.48% for 2008.

Dennis Sperduto
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2005

2006

January
February
March
April

May

June

July
August
September
October
November
December
January
February
March
April

May

INTEREST RATES

January 2005 - May 2006

6-Month Average Ended:

June 2005

May 2006

10- Year 20- Year A Aaa
Treasury Treasury Utility Corporate

Bond Bond Bond Bond

Yields Yields Yields Yields

(1) (2) (3) “4)

422 % 477 % 578 % 5.36
417 461 5.61 5.20
4.50 4.89 5.83 5.40
434 4.75 5.64 5.33
4.14 4.56 5.53 5.15
4.00 4.35 5.40 4.96
418 4.48 5.51 5.06
4.26 4.53 5.50 5.09
4.20 4.51 5.52 513
4.46 4.74 5.79 5.34
4.54 4.83 5.88 542
4.47 473 5.80 5.38
4.42 4.65 575 5.29
4.57 473 5.82 5.35
4.72 4.91 5.98 5.52
4.99 522 6.29 5.84
5.10 534 6.40 5.95
4.23 4.66 5.63 523
4.71 4.93 6.01 5.56

Source: Cols. (1)&(2) - Federal Reserve Statistical Release.
Cols. (3)&(4) - Mergent Bond Record and Moody's website.

%
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PART 2

Selection & Opinion

MAY 26, 2006

Dear Subscriber,

As part of our ongoing efforts to keep The
Value Line Investment Survey the most valu-
able investment resource for our subscribers,
the entire service is now being released on
the Web at 8:00AM Eastern time on Thursday.
You can find it at www.valucline.com by using
your user name and password. Supplements
will be available as appropriate. We look for-
ward to continuing to provide you with the
most accurate and innovative research tools

available.
Faithfully%"v Hodrt .
The Quarterly
Economic Review
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ECONOMIC AND STOCK MARKET COMMENTARY

Three months ago, in our last “Quar-
terly Economic Review,” we observed
that it looked as though economic
growth would “pick up nicely” in the
first quarter, which, in fact, it did. How-
ever, the unfolding business strength was
greater than we expected, with the na-
tion’s gross domestic product increasing
by a vigorous 4.8%. Contributing to this
sharp improvement, versus the prior pe-
riod’s lackluster 1.7% rate of GDP
growth, were significant increases in
consumer expenditures, U.S. exports,
government spending (especially on na-
tional defense), and nonresidential con-
struction. On the other hand, the growth
in residential building slowed a bit, al-
though such activity did not decline as
bearish forecasters had warned mightbe
the case.

We think the momentum built up in
the opening quarter will remain large-
ly in place during the current period.

strength will ease only modestly, with the
economy growing by a still solid 3.3%-
3.5%. That’s in line with the growth we
had forecast three months ago. Once
again, the capital goods sector should
lead the way, with solid growth across
much of Europe and Asia helping to in-
crease demand for U.S. exports. Con-
tinuing gains in personal income, mean-
while, should lead to an additional uptick
in personal consumption expenditures,
although it is arguable just how much
longer consumers will retain their spend-
ing pace given near-record oil prices. The
lone discordant note is now being sound-
ed by the housing market, where con-
struction activity declined further in
April. Sales of new and existing homes
also appear to be headed lower.

Some further slowing in the pace of
business activity is likely to evolve lat-
er this year and in 2007. The major risk
in the second halfof 2006, and next year

Selected Yields 1119 . . .

cedted Tl Our expectation is that this early 2006 as well, involves the once-frothy U.S.
Federal Reserve Data 1119
Tracking the Economy 1120 Continued on page 1110
Major Insider Transactions 1120

; VALUE LINE FORECAST FOR THE U.S. ECONOMY

Market Monitor H21
Value Line Asset Allocation Model 1121 Statistical Summary for 2005-2007
Industry Price Performance 1121

Changes in Financial Strength Ratings 1121
1122

Stock Market Averages

The Selection & Opinion Index appears on
page 1250 (March 3, 2006).

In Three Parts: Part 1 is the Summary & Index.
This is Part 2, Selection & Opinion. Part 3 is

Ratings & Reports. Volume LXI, Number 39.
Published weekly by VALUE LINE PUBLISHING. NG
220 East 42nd Street. New York. NY 10017-5891

@ 2006. Value Line Publishing, fnc. Al ights reserved. Factual materiaf is oli-
tained from sources believed to be refiable and is provided without warranties of
any kind THE PUBLISHER IS NOT RESPONSIBLE FOR ANY ERRORS OR
OMISSIONS HEREIN. This publication is strictly for each subscriber's own. non-
commercint. internal use. No part of this publication may be teproduced. resold
stored of ransmitted in any printed, electronic or other form. or used for general-
ing crmarketing any pristed or efectronic publication, service or product Officers.
directors or employees of Value Line, inc. orValue Line Publishing, Inc , as well as
certain invesimen companties or investment advisory accounts for which Valup
Line, Inc acls as investment advisor, may ows stocks it are reviewed or recom.
ntended in this publication Nething herein should be construed as an offer 1o buy
or sefl securities of to give individual investment advice

See hack cover for important disclosures.

GDP AND OTHER KEY MEASURES

Real Gross Domestic Product 11248 11381 11477
Total Light Vehicle Sales (Milf Units) 158 169 165
Housing Starts {Million Units) 206 213 188
Corporate Economic Profits (SBill} 12930 1479.0 1537.0

ANNUALIZED RATES OF CHANGE

Gross Domestic Product (Real) 17 4.8 34
GDP Deflator 35 3.3 34
CPI-All Urban Consumers 32 22 4.0
AVERAGE FOR THE PERIOD

National Unemployment Rate 49 47 47
Prime Rate 70 74 79
10-Year Treasury Note Rate 45 46 5.1

2005:4 2006:1 2006:2 2006:3 2006:4 2007:1 2007:2 2007:3 2006 2007

11568 11653 11731 11818 11909 11520 11865
164 162 160 163 166 165 164
185 183 180 178 178 192 179
1461.0 1396.0 1538.0 1583.0 1534.0 1468.0 1527.0

3.2 3.0 27 30 31 3.5 3.0
2.3 20 21 2.1 22 28 22
27 20 2.3 2.3 25 27 24

47 47 48 48 49 47 49
8.3 8.3 83 81 78 80 80
52 52 52 51 51 50 51
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Value Line Forecast for the U.S. Economy

ACTUAL ESTIMATED

2005:4 2006:1 2006:2 2006:3 2006:4 2007:1 2007:2 2007:3
GROSS DOMESTIC PRODUCT AND 1TS COMPONENTS

(2000 CHAIN WEIGHTED $) BILLIONS OF DOLLARS

Final Sales 11208 11355 11445 11530 11607 11681 11759 11844
Total Consumption 7925 8032 8092 8152 8210 8267 8328 8390
Nonresidential Fixed Investment 1320 1365 1398 1432 1459 1477 1495 1517
Structures 256 261 267 274 280 282 285 289
Equipment & Software 1081 1122 1149 1174 1194 1209 1224 1242
Residential Fixed Investment 614 618 613 599 583 571 564 558
Exports 1218 1253 1268 1299 1329 1358 1386 1415
Imports 1873 1931 1931 1963 1989 2007 2028 2045
Federal Government 745 764 756 760 761 763 764 766
State & Local Governments 1249 1249 1250 1255 1261 1270 1277 1282
Gross Domestic Product 12766 13021 13236 13392 13535 13699 13853 14011
Real GDP {2000 Chain Weighted §) 11248 11381 11477 11568 11653 11731 11818 11909
PRICES AND WAGES-ANNUAL RATES OF CHANGE
GDP Deflator 35 3.3 34 2.3 2.0 2.1 2.1 2.2
CPI-All Urban Consumers 32 22 4.0 2.7 2.0 2.3 2.3 2.5
PPI-Finished Goods 7.3 -0.7 4.5 2.3 1.7 1.5 1.8 1.8
Employment Cost Index~—Total Comp 28 24 3.5 3.5 3.5 3.6 3.5 3.3
Productivity 0.3 3.2 2.5 2.0 2.0 1.5 1.8 2.0
PRODUCTION AND OTHER KEY MEASURES
Industrial Prod (% Change, Annualized) 53 4.5 6.0 4.0 3.0 2.5 2.5 2.7
Factory Operating Rate (%) 798 80.4 81.0 80.5 80.4 80.3 80.2 80.0
Inventory Change (2000 Chain Weighted $) 43.0 25.7 32.0 38.0 47.0 50.0 59.0 65.0
Housing Starts (Milt. Units) 2.06 213 1.88 1.85 1.83 1.80 1.78 1.78
Existing House Sales (Mill. Units) 5.94 6.80 6.65 6.50 6.20 6.10 6.10 6.00
Total Light Vehicle Sales (Mill Units) 158 16.9 16.5 16.4 16.2 16.0 16.3 16.6
National Unemployment Rate (%) 4.9 4.7 4.7 4.7 4.7 4.8 4.8 4.9
Federal Budget Surplus (Unified, Y, $B8il1) -119.3 -183.4 85.0 -90.0 -100.0 -150.0 50.0 -55.0
Price of OQil ($Bbl., U.S. Refiners’ Cost) 53.94 55.97 63.75 64.65 61.25 61.25 58.50 60.00
MONEY AND INTEREST RATES
3-Month Treasury Bill Rate (%) 3.8 4.4 4.8 5.0 5.0 5.0 4.9 4.7
Federal Funds Rate (%) 40 4.5 4.9 5.3 53 53 52 4.9
10-Year Treasury Note Rate (%) 45 4.6 5.1 52 5.2 52 5.1 5.1
Long-Term Treasury Bond Rate (%) 4.7 4.6 5.3 5.4 5.4 5.4 5.3 53
AAA Corporate Bond Rate (%) 54 54 6.0 6.2 6.2 6.2 6.1 6.1
Prime Rate (%) 70 7.4 7.9 8.3 8.3 8.3 8.1 7.8
INCOMES
Personal Income (Annualized % Change) 94 6.2 6.5 6.0 5.8 5.8 55 5.3
Real Disp. Inc. (Annualized % Change) 6.7 3.2 3.0 4.0 4.0 3.8 3.8 3.6
Personal Savings Rate (%) 02 -0.7 -0.5 -0.5 -0.2 0.1 0.2 04
Carporate Economic Profits (Annualized $Bill) 1293.0 1479.0 1537.0 1461.0 1396.0 1538.0 1583.0 1534.0
Yr-to-Yr % Change 157 21.3 14.0 13.0 8.0 4.0 3.0 50
COMPOSITION OF REAL GDP-ANNUAL RATES OF CHANGE
Gross Domestic Product 1.7 48 3.4 3.2 3.0 2.7 3.0 3.1
Finat Sales 0.2 54 3.2 3.0 2.7 2.6 2.7 2.9
Total Consumption 09 5.5 3.0 3.0 2.9 2.8 3.0 3.0
Nonvresidential Fixed Investment 45 14.3 10.0 10.0 8.0 5.0 50 6.0
Structures 31 8.6 9.0 12.0 9.0 3.0 4.0 5.0
Equipment & Software 50 16.4 10.0 9.0 7.0 50 5.0 6.0
Residential Fixed Investment 28 2.6 -3.0 -8.0 -10.0 -8.0 -5.0 -4.0
Exports 50 12.1 5.0 10.0 9.6 9.0 8.6 8.6
imports 121 13.0 -0.1 6.9 5.3 3.8 4.3 3.3
Federal Government 2.6 10.8 -3.9 1.7 1.0 0.9 0.6 0.6
State & Local Governments 03 0.0 04 1.5 2.0 2.8 2.3 15

© 2006, Value Line Publishing. Inc. All ights reserved. Factual material is obtained from sources believed to be refiable and is provided without warranties of any kind THE PUBLISHER
IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use No part of it may be reproduced,
resold, stored or transmitted in any printed, electronic or other form, or used for generating or marketing any printed or electronic publication, service or product

To subscribe call 1-800-833-0046.




MAY 26. 2006 VALUE LINE SELECTION & OPINION PAGE 1109

Value Line Forecast for the U.S. Economy

ACTUAL ESTIMATED
2001 2002 2003 2004 2005 2006 2007 2008 2009 2010

GROSS DOMESTIC PRODUCT AND ITS COMPONENTS
(2000 CHAIN WEIGHTED $) BILLIONS OF DOLLARS
Final Sales 9921 10036 10304 10702 11113 11484 11804 12158 12547 12974
Total Consumption 6910 7099 7306 7589 7857 8121 8360 8611 8878 8171
Nonresidential Fixed Investment 1180 1072 1085 1187 1289 1413 1507 1583 1662 1778

Structures 306 254 243 248 253 271 287 296 308 323

Equipment & Software 874 820 847 948 1051 1160 1233 1295 1373 1483
Residential Fixed Investment 448 470 509 562 602 603 562 551 557 573
Exports 1037 1013 1031 1118 1195 1287 1401 1539 1683 1811
Imports 1436 1485 1553 1719 1828 1953 2038 2111 2225 2348
Federal Government 601 643 688 724 740 760 765 772 777 786
State & Local Governments 1179 1216 1223 1228 1246 1254 1279 1296 1321 1339
Gross Domestic Product 10128 10470 10971 11734 12487 13296 13935 14614 15369 16194
Real GDP {2000 Chain Weighted $) 9891 10049 10321 10756 11135 11520 11865 12233 12637 13079
PRICES AND WAGES-ANNUAL RATES OF CHANGE
GDP Deflator 24 17 2.0 2.6 2.8 2.8 2.2 2.0 2.1 22
CPI-All Urban Consumers 2.8 1.6 23 27 34 2.7 2.4 2.2 2.3 2.5
PPI-Finished Goods 19 13 32 36 49 2.0 1.7 1.3 1.5 2.0
Employment Cost Index—Total Comp. 41 38 40 39 31 3.2 3.4 3.3 3.4 3.5
Productivity 2.2 43 38 34 2.7 24 1.8 2.0 2.3 25
PRODUCTION AND OTHER KEY MEASURES
Industrial Prod. (% Change) 34 -0.3 00 41 32 4.4 2.7 2.5 2.7 3.0
Factory Operating Rate (%) 754 735 737 767 789 80.6  80.1 79.5 80.0 80.5
inventory Change (2000 Chain Weighted §) 317 152 154 499 250 36.0 610 75.0 90.0 105.0
Housing Starts (Mill. Units) 160 171 185 195 2.07 1.92 1.79 1.75 1.73 1.80
Existing House Sates (Mill. Units) 529 565 617 672 7.06 6.54 6.05 6.00 6.05 6.10
Total Light Vehicle Sales (Mill. Units) 171 168 166 169 16.9 16.5 16.4 16.7 17.0 17.5
National Unemployment Rate (%) 48 58 6.0 55 5.1 4.7 4.9 4.8 4.7 4.8
Federal Budget Surplus (Unified, FY, $Bill) 127.3 -1578 -377.0 -4130 -3180 -310.0 -260.0 -315.0 -295.0 -280.0
Price of Qil ($Bbl, U S Refiners’ Cost) 2295 2400 2860 36.91 5031 61.50 60.00 56.35 50.75 4500
MONEY AND INTEREST RATES
3-Month Treasury Bill Rate (%) 34 16 1.0 1.4 31 4.8 4.8 4.6 4.7 4.8
Federal Funds Rate (%) 39 17 11 14 32 5.0 5.0 4.8 5.0 52
10-Year Treasury Note Rate (%) 50 46 40 4.3 4.3 50 5.1 5.3 54 5.5
Long-Term Treasury Bond Rate (%) 55 54 50 51 46 52 53 55 5.6 5.8
AAA Corporate Bond Rate (%) 71 65 57 56 5.2 6.0 6.1 6.4 6.6 6.6
Prime Rate (%) 69 47 41 43 6.2 8.0 8.0 7.8 7.9 8.0
INCOMES
Personal Income (% Change) 35 1.8 3.2 5.9 5.5 6.1 55 5.6 5.7 58
Real Disp Inc. (% Change) 1.9 31 2.4 34 15 3.5 3.7 3.7 3.8 3.8
Personal Savings Rate (%) 1.8 24 2.1 1.7 0.4 -0.5 0.3 0.8 1.0 1.2
Corporate Economic Profits ($Bill) 7670 886.0 10320 1162.0 13520 1468.0 1527.0 1603.0 17150 1852.0

Yr-to-Yr % Change 62 155 164 126 16 4 8.6 4.0 5.0 7.0 8.0
COMPOSITION OF REAL GDP-ANNUAL RATES OF CHANGE
Gross Domestic Product 0.8 16 2.7 4.2 35 3.5 3.0 3.1 3.3 3.5
Final Sales 16 12 27 39 38 3.3 2.8 3.0 32 3.4
Total Consumption 2.5 27 2.9 39 35 3.4 2.9 3.0 3.1 3.3
Nonresidential Fixed Investment 42 92 1.2 9.4 8.6 9.7 6.6 5.0 5.0 7.0

Structures 22 170 -4.3 2.2 20 7.0 6.1 3.0 4.0 5.0

Equipment & Software 49 62 33 118 10.9 10.4 6.3 5.0 6.0 8.0
Residential Fixed Investment 0.2 49 83 103 7.1 0.2 -6.8 -2.0 1.0 3.0
Exports 54 2.3 1.8 8.4 69 7.7 88 9.9 9.3 7.6
Imports =27 34 46 107 6.3 6.9 4.3 3.6 5.4 55
Federal Government 38 70 70 52 2.3 2.8 0.6 0.9 0.7 1.1
State & Local Governments 31 31 06 04 1.5 0.6 2.0 1.3 1.9 1.4
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housing market, where a collapse, while
unlikely, can’t be totally ruled out. High
real estate prices and rising mortgage
rates are reducing housing affordability
for many Americans. The higher cost of
heating and cooling one’s home isn’t
helping matters. Our sense is that stabi-
lizing long-term borrowing costs, lower
oil prices, and flat-to-lower home pric-
es—all of which we expect in the months
ahead—are likely to help produce a soft
landing in this sector, rather than a sharp
downturn. Should our optimism be well
founded, housing should not detract ma-
terially from GDP growth, which may
still average 3%, or so, from late 2006
through 2007, and a little more than that
by the final years of this decade.

Inflation and interest-rate trends are
uncertain. Inflation is continuing to
show some sharp month-to-month
swings as oil prices surge, pull back, then
rise again. Backing out the food and en-
ergy components—to give us the so-
called core rate of inflation—yields a
much more stable outcome, with prices
remaining in a relatively narrow range.
The recentrise in the price of other com-
modities (e.g., iron ore, copper, and zinc)
and a pickup in labor costs pose their
own risks to this pricing stability. The
stepup in productivity (or labor-cost ef-
ficiency) during the first quarter should
help lessen the price risks a bit. Interest
rates are also charting an uncertain path,
as the Federal Reserve’s recent decision
to raise the Federal Funds rate from
4.75% to 5.00% may not be the last word
on monetary tightening. How the inter-
est-rate scenario finally plays out will
depend heavily on the likely paths taken
by the economy-—in terms of growth and
inflation.

Global uncertainties are a very serious
threat. The risks here have less to do
with the developed world, where certain
economies in Europe and Asia are per-
forming well, than with the lesser-devel-
oped countries, where political and mil-
itary unrest across the Mideast (notably
in Iran and Iraq), and lingering strains

Gross Domestic Product Chart 1
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Industrial Production and Capacity Utilization
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with North Korea, Nigeria, and Venezu-
ela hold the potential to further roil the
energy markets.

SOME SPECIFICS

Economic Growth: As noted, the pace
of economic growth picked up notice-
ably during the opening three months of
this year (Chart 1), with GDP surging by
4.8% on the strength of increases in per-
sonal consumption expenditures (Chart
2), government spending (principally on
outlays for defense), and nonresidential
fixed investment (i.e., capital spending).
Restraining growth was a slower rate of
increase in residential construction, as
housing demand, which had been red hot
for years, cooled down a bit, in response
to record home prices and rising mort-
gage rates (Chart 3).

This solid improvement (following a
weak close in the fourth quarter of 2005,
in which GDP increased by just 1.7%) is
likely to continue through the middle
part of this year, with growth of 3.3%-
3.5% likely during the current quarter.
Helping the economy move forward
should be further increases in industrial
production and factory use (Chart 4),
steady growth in payrolls and low unem-
ployment (Chart 5), and moderate gains
in retail spending. We also expect the
housing market to soften further and the
auto sector to remain spotty. Thereafter,
we think GDP growth will average 3%,
or 0, over the following 12 to 18 months,
as higher heating and cooling bills and
greater borrowing costs induce econom-
ically vulnerable consumers to consider
reining in their spending. Business in-
vestment in plant and equipment should
remain strong, as it often does in the
mature stages of an economic expansion,
and that should help pick up some of the
slack.

It should be noted that our GDP forecast
for 2006 and 2007 assuines that oil pric-
es will average $60-5$65 a barrel, which is
somewhat below their recent peak, that
the Federal Reserve will be finished rais-
ing interest rates by this summer and then
start to cut rates next year, and that there
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will be no major deterioration on the glo-
bal front, which is a risky assumption in
the post-September 11, 2001 world.

Inflation: Relative pricing stability (ex-
cluding food and energy) has been a hall-
mark ofthe current business up cycle, as
well as over the last two decades. How-
ever, there are signs, which suggest that
the days of stable inflation may be num-
bered. We aren’t assuming that inflation
will suddenly surge. However, we do
sense thatrecord oil prices, the relentless
rise in industrial materials prices, and the
recentrise in wage costs will combine to
produce somewhat higher inflation.
Helping to limit these likely pricing pres-
sures should be moderating GDP
growth, stabilizing energy prices, and
additional increases in productivity. Nev-
ertheless, with the outlook for growth
brightening in parts of Europe and Asia,
itisunlikely we will see a sustained drop
in the prices of oil, precious metals, or
commodities. However, we may still see
a selective easing in producer and con-
sumer prices later this year (Chart 6).

Interest Rates: On May 10th, the Feder-
al Reserve raised the Federal Funds rate
from 4.75% to 5.00%, the 16th consec-
utive increase in that key short-term
lending rate. The Fed also indicated that
future rate action would be contingent on
the strength of the economic data going
forward. Given the likely moderation in
GDP growth in the second half of this
year, we think the Fed will call a halt to
its rate tightening initiatives over the
summer, with one or two additional rate
hikes at most. Such a course should not
bring the business expansion to a prema-
ture end. As noted, we think the Fed’s sub-
sequent moves—which may take place
as early as next spring—will focus on re-
ducing rates in recognition of a probable
slowing in GDP growth and a likely sta-
bilization of inflation (Chart 7).

Corporate Earnings: The news here
continues to be favorable, with key sec-
tors, led by the oil companies and many
industrial concerns, routinely reporting
solid year-to-year earnings growth. In-
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deed, the recent quarter was highly re-
warding for Corporate America with in-
creases in the range of 13%-15% for the
companies listed in the Standard &
Poor’s 500 Index. Similar strong profit
growth is likely during the current peri-
od, with healthy demand, rising produc-
tivity, and the careful attention to costs
probably combining to generate further
stellar bottom-line comparisons. There-
after, earnings growth is likely to moder-
ate somewhat, which would be consistent
with the more restrained increases in
GDP we see ahead. Earnings should still
trend modestly higher in 2007. Steady
income growth also is likely over the
coming 3 to 5 years.

THE STOCK MARKET

The recovery in such heretofore mori-
bund industrial sectors as steel, machin-
ery, and aluminum, the record profits in
the energy group, and the steady growth
in most other sectors had helped—un-
til severe profit-taking set in earlier this
montl—to give the marketanice lift. In
fact, a number of the principal averag-
es—such as the Standard & Poor’s 500
Index and the NASDAQ-—had, at one
point, surged to several-year highs. The
Dow Jones Industrial Average, mean-
while, had come to within a whisker of
arecord close until the aforementioned
profit taking set in, while the Value Line

(Arithmetic) Index had earlier climbed
to an all-time high.

The modest 2006 market gains to date
have come against a backdrop of rising
oil prices, surging precious metals pric-
es (especially gold, which recently rose
above $700 an ounce), and soaring com-
modities, as well as a difficult and
threatening global outlook, which con-
tinues to defy easy solutions. The mar-
ket’s resilience, which attests to the im-
portance of earnings, is all the more re-
markable given the length of the present
bull market, which dates back to 2002.

Going forward, the equity market’s fun-
damentals appear solid, as profits seem
set to rise further, interest rates seem
likely to peak over the summer, the
economy is growing steadily, and oil
prices should stabilize later this year,
which clearly would be helpful in keep-
ing inflation excesses at bay.

Conclusion: The foregoing would seem
to be a prescription for a pickup in the
stock market in the months ahead, ab-
sent a major shock globally or a serious
misstep by an overly aggressive Feder-
al Reserve Board. Please refer to the
inside back cover of Selection & Opin-
ion for our Asset Allocation Model’s
current reading.
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Stock Highlight: MCDERMOTT INT'L (MDR - 44.05)

McDermott International is a worldwide
energy services company that operates in
three market segments. [ts marine construc-
tion unit, J. Ray McDermott, is involved in
the engineering and installation of offshore
energy exploration & production facilities.
The company’s government operations,
BWX Technologies, supplies nuclear com-
ponents and manages facilities for the U.S.
Department of Energy. Lastly, Babcock &
Wilcox (B&W) produces coal-powered
generation systems for various industries.

During the past year, all of McDermott’s
business units made great strides in lifting
sales and net income closer to full recov-
ery. Share net rose 128%, to $1.37 (adjust-
ed fora 3-for-2 stock split payable 6/1/06),
in 2005, and we expect this measure to
double by 2008, Since the start 0f 2005, the
share price has nearly quadrupled, achiev-
ing record highs. Volatile McDermott
shares are ranked 1 (Highest) for Timeli-
ness, and offer above-average appreciation
potential to 2009-2011. In our view, the
equity is best considered by momentum in-
vestors.

Business is on an Upswing

J. Ray McDermott is the company’s largest
unit. This operation is currently benefiting
from the restoration and expansion of off-
shore drilling in the Guif of Mexico area.
Given ample global business opportunity,

l YEAR

EPS DIV. P/E Ratio
2007t 2.40 — 184
2006E 195 — 22.6
2005A 137 — 130
2004A 060 — 126
2003A d0 85 e —

STOCK HIGHLIGHT
SELECTION

Value Line selects its Stock Highlight from the
100 stocks that have been and currently are
ranked 1 (Highest) for probable market per-
formance in the next 12 months. The analysis
offered is solely to provide subscribers with a
more detailed examination of the individual
stock and is not necessarily suggested as a rec-
ommendation for a specific portfolio

management has been selective in taking
jobs, thus securing good prices. (For exam-
ple, the Dolphin Energy project in the Mid-
dle East will add $20 million in operating
profit to current quarter results.) Margins
are quite favorable. J. Ray’s backlog has
mushroomed to $2.4 billion at the end of the
recent March quarter, up from $1.1 billion
one year ago. Importantly, the unit has bids
out for $3.7 billion worth of business, which
augurs well for long-term revenue and earn-
ings streams. McDermott’s total backlog
stands at $5.93 billion, or more than double
the year-earlier level.

Elsewhere, this year, McDermott has re-
turned to reporting B&W results on a con-
solidated basis. Last August, management
reached a settlement with asbestos claim-
ants (see below), which enabled B&W to
come out of bankruptey in February. The
unit is capitalizing on demand for econom-
ical coal-fired power generation. Indeed, it
holds about a 50% share of the industrial
market, and continues to bring in more
business.

Also notable, BWX Technologies is part of
a group that has won a contract to operate
the Department of Energy’s nuclear facili-
ty at Los Alamos National Laboratory. Over
the next 18 years, this turnkey agreement
should provide annual revenues of $80 mil-
lion and share net of $0.07-80.08 to McDer-

mott. A solid, long-standing record of ser-
vice to the U.S. government probably helped
to secure participation.

A Richer Cash Position

After several years of uneven operating per-
formance, McDermott firmed up results in
2004 and 2005 and cash flow strengthened.
This has created greater financial flexibility.
This month, the company announced a cash
tender offer for $200 million in J. Ray 11%
Senior Secured Notes due 2013. Interest sav-
ings should be significant. Too, at the close
of the latest quarter, cash on the balance sheet
hit a high of $687 million (including short-
term investments). After completion of the
tender offer, we expect most of this cash to be
set aside for B&W’s asbestos claims. Accord-
ing to the above-mentioned settlement, the
unit will contribute $605 million to an asbes-
tos claimant trust, unless the Fairness in As-
bestos Injury Resolution (FAIR) Act be-
comes law by November 30th. (The compa-
ny would confirm a $250 million B&W note
payable and make a $355 million cash pay-
ment in May 2007.) If the FAIR passes by that
date, which is by no means certain, McDer-
mott would only be on the hook for $25 mil-
lion. Regardless of the FAIR outcome, Mec-
Dermott will gain from B&W’s positive op-
erating contribution.

Eric M. Gottlieb
Analyst

$ Per Share

MCDERMOTT INT'L
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(For a full-page report, including company statistics, see page 1393 of Ratings & Reports dated 4/28/06.)

(Al per-share numbers are adjusted for a 3-for-2 stock split pavable 6/1/06 )
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Stocks for Long-Term Gains

Each week, the Summary & Index in-
cludes ascreen titled “High 3- to 5-year
Appreciation Potential” that lists 100
equities under our review with the high-
est projected capital gains through
2009-2011. Within this list, however,
are some very risky issues whose fore-
casted progress is based on the success
of projected turnarounds, which, of
course, cannot be assured.

We have greater confidence in our year-
ahead ranking system, which is primarily
based on historical data, than in our 3-to
5-year projections. Therefore, even if you

have long-term investment goals, the
best way to fulfill them, in our judgment,
is by maintaining a portfolio of timely
stocks. Accordingly, this week we’ve pre-
pared a screen that focuses on long-term
gains, but in a rigorous fashion.

First, we limited our roster to stocks
whose price appreciation potential
through 2009-2011, calculated by using
the mid-point of each stock’s target
price range, is at least 90%, versus the
45% median for the Value Line uni-
verse. We also restricted our selections
to companies whose per-share earnings

have grown at an annualized rate of at
least 18% over the last five years and
whose Safety rank is 3 (Average) or bet-
ter. Finally, all stocks had to be ranked
at least 2 (Above Average) for Timeli-
ness, thus guarding against near-term
underperformance. The equities that
survived these cuts are listed in de-
scending order of projected long-term
appreciation.

As always, we advise investors to con-
sult the most recent stock analyses in
Ratings & Reports before investing in
any of these issues.

Ratings & 3-5 Year E.PS.
Reports Recent  Appreciation Growth Time-
Page Ticker Company Name Price Potential Past 5 Years liness Safety  P/E Ratio
883 HD Home Depot 38.01 175% 20 5% 1 2 126
2193 FISV Fiserv Inc 43.30 130 215 2 3 175
1075 NSM National Semic 27.38 120 365 2 3 189
885 LOW Lowe's Cos 6127 100 270 2 2 153
1870 TWX Time Warner 1753 100 495 2 3 183
1712 BBBY Bed Bath & Beyond 36 24 95 305 2 2 182
1686 KSS Kohl's Corp 5720 90 205 1 3 217
CLOSING STOCK MARKET AVERAGES AS OF PRESS TIME
%Change %Change
5/11/2006 5/18/2006 1 week 12 months
Dow Jones Industrial Average 11500 73 11128 29 -3.2% +6 3%
Standard & Poor's 500 1305.92 1261.81 -3.4% +6 4%
N'Y. Stock Exchange Composite 8526.74 814818 -4 4% +14 6%
NASDAQ Composite 227270 2180 32 -4 1% +74%
NASDAQ 100 1657 48 1587 11 -4.2% +5.2%
American Stock Exchange Index 2012.84 1916.13 -4 8% +321%
Value Line (Geometric) 446 58 426 81 -4.4% +11.8%
Vaiue Line (Arithmetic) 2104 03 2011.78 -4 4% +16 7%
London (FT-SE 100) 6042 0 56716 -6 1% +14 6%
Tokyo (Nikkei) 16862 14 16087 18 -4 6% +48 5%
Russell 2000 757 47 718 47 5 1% +18.2%
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Investors' Datebook: June, 2006

DATE EVENT

6/1 Initial Unemployment Claims-8:30
Construction Expenditures, April-10:00
ISM's Purchasing Manager's Index, May-10:00
Weekly Fed Data-4:30
Productivity & Costs {Revised)

6/2 Employment Situation, May-8:30
Factory Orders, April-10:00

6/5 13- & 26-Week Treasury Bill Auction
6/7 Consumer Installment Credit, April-3:00
6/8 Initial Unemployment Claims-8:30

Weekly Fed Data-4:30
Wholesale Trade, April

6/9 Merchandise Trade Balance, April-8:30
6/12 13- & 26-Week Treasury Bill Auction

Treasury Budget Report, May-2.00
6/13 Advance Retail Sales, May-8:30

Producer Price Index, May-8:30

Mfg. & Trade: Inventories & Sales, April-10:00
6/14 Consumer Price Index, May-8:30

Real Earnings, May
6/15 Initial Unemployment Claims-8:30

Capacity Utilization, May-9:15

Industrial Production, May-9:15

Weekly Fed Data-4:30

6/19 13- & 26-Week Treasury Bill Auction
6/20 Housing Starts & Building Permits, May-8:30
6/22 Initial Unemployment Claims-8:30

Leading Indicators, May-10:00
Weekly Fed Data-4:30

6/23 Durable Goods Orders, May-8:30

6/26 13- & 26-Week Treasury Bill Auction
New Home Sales, May-10:00

6/28 FOMC Meeting

6/29 Initial Unemployment Claims-8:30

Weekly Fed Data-4:30

Agricultural Prices

Corporate Profits, 1QQ06 (Final)

FOMC Meeting

Gross Domestic Product, 1Q06 (Final)
6/30 Personal income and Outlays, May-8:30

Sowce: Office of Management & Budger.

© 2006, Value Line Publishing, inc. All ights reserved. Factual material is obtained from sources believed to be reliable and is provided without warranlies of any kind THE PUBLISHER
IS NOT RESPONSIBLE FOR ANY ERRORS OR OMISSIONS HEREIN. This publication is strictly for subscriber's own, non-commercial, internal use No part of it may be reproduced,
resold, stored o transmilted in any printed, electronic or other form, o used for generating or marketing any printed or clectronic publication, service or product

To subscribe call 1-800-833-0046.




PAGE 1116

VALUE LINE SELECTION & OPINION

MAY 26, 2006

Model Portfolios: Recent Developments

PORTFOLIO |

The first two months of the June quar-
ter have been particularly difficult for
Portfolio I, as it has underperformed the
major market benchmarks by a consid-
erable margin. Although there have
been instances where investors either
were disappointed in or grew wary over
one or more of our selections’ prospects,
the general motivation appears to be one
of profit taking. We note that the port-
folio had a strong first quarter, making
it ripe for such action. In the ensuing
interim, we have replaced a number of
our holdings with stocks that should
work to stem the current losses. Mean-
while, in the arena of good news/bad
news, Dell has announced that it will
start using Advanced Micro Devices
microprocessors in its server products,
giving a large boost to A MD shares and
support to the semiconductor maker’s
prospects. On the other hand, a cloud
has recently gathered over RS4 Secuiri-
ty stock, as there seems to be some con-
cern over the timing of stock option
grants to executive management. We are
making no changes this week.

PORTFOLIO 11

Portfolio II has been weighed down by
the market’s recent selloff. Most of the
stocks have traded lower lately, erasing
the modest gains recorded by the port-
folio in the opening weeks of the June
quarter. Two of our hardest hit equities
in the recent downturn have been Micro-
chip Techrnology and Textron, which, not
surprisingly, have the two lowest scores,
30 and 60, respectively, for Price Stabil-
ity among our holdings. (We would at-
tribute most of the recent downturn in
Wachovia shares to investor skittishness
regarding the bank’s proposed $25 bil-
lion acquisition of a California thrift
rather than trends in the broader mar-
ket.) Still, in keeping with its relatively
conservative posture, the portfolio has
amedian Price Stability 0f 90, on a scale
of 5 to 100. 1t follows then that our hold-
ings overall would perform relatively
well during rocky market stretches. The
portfolio’s performance thus far in the
June quarter, though hardly exciting on
an absolute basis, seems to bear this out.
We are making no changes to our hold-
ings this week.

PORTFOLIO I

Portfolio III has drifted lower in recent
days, as investor fears of rising inflation
and further interest rate hikes by the Fed-
eral Reserve have taken the air out of the
broader market averages. In this climate,
even companies that report healthy, but
not spectacular, financial results are see-
ing their stock prices come under pres-
sure. Home Depot, for instance, posted
better-than-expected share-net growth of
23% during the April interim, thanks to
gross margin improvement, good ex-
pense management, and a strong sales
performance from the former Hughes
Supply operations. Yet, its shares retreat-
ed when Wall Street raised questions
about unexciting market-share trends
and the company s decision to no longer
report same-store sales figures. That
said, we believe that Home Depot has a
bright future. Growth out to decade’s end
will likely be fueled by additional margin
expansion, and a strategic shift away
from retail and toward the highly profit-
able (and fairly stable) commercial busi-
ness. We are making no changes to Port-
folio II this week.

PORTFOLIO |: STOCKS WITH ABOVE-AVERAGE YEAR-AHEAD PRICE POTENTIAL
(primarily suitable for more aggressive investors)
Ratings &
Reports Recent Time- Financial
Page Ticker Company Price liness Safety P/E Yield% Beta  Strength Industry Name
1050  AMD Advanced Micro Dev 3077 1 4 231 Nil 195 B+ Semiconductor
374  ABCO  Advisory Board 50 64 2 3 342 Nil 095 A Information Services
126 A Agilent Technologies 3479 1 3 240 Nit 155 B++ Precision Instrument
1027 BHE Benchmark Electronics 25 95 1 3 181 Nil 155 B+ Electronics
590 BER Berkley (WR.) 34.90 1 3 1.7 05 085 B+ Insurance (Prop/Cas )
775  ESRX Express Scripts "A’ 76 02 2 3 24 8 Nil 105 A Pharmacy Services
1426 GS Goldman Sachs 148 21 2 1 92 09 1.30 Akt Securities Brokerage
1544 HANS  Hansen Natural Corp 18683 1 3 52.9 Nil 085 B+ Beverage (Soft Drink)
776 HLEX HealthExtras Inc 2861 2 3 421 Nil 105 B+ Pharmacy Services
M3 HPQ Hewlett-Packard 3216 1 3 179 10 1.40 A+ Compuiters/Peripherals
1067 ISIL Intersil Corp 'A’ 27.43 1 3 289 0.7 185 B+ Semiconductor
1298  MPS MPS Group 1500 1 3 231 Nil 120 B Human Resources
223 MDT Medtronic, Inc 4919 2 1 207 09 080 A++ Medical Supplies
226 MDCC  Molecular Devices 28 99 2 3 264 Nil 095 B+ Medical Supplies
2210 PAYX Paychex, inc 38.68 1 3 32 17 115 A Computer Software/Svcs
2212 RSAS RSA Security 17.39 1 3 322 Nil 170 B++ Computer Software/Sves
230 RMD ResMed Inc 47 33 2 3 356 Nit 095 B+ Medical Supplies
1954  SLB Schiumberger Ltd 65 93 1 3 271 08 110 A+ Oilfield Sves/Equip
908  SCSS Select Comfort 36.26 1 3 281 Nit 085 A Furn/Home Furnishings
354 SRCL Stericycle Inc 62 50 2 3 271 Nil 080 B+ Environmental

To qualify for purchase in the above portfolio. a stock must have a Timeliness Rank of 1 and a Financial Strength Rating of at least B+t If a stock s Timeliness rank falls
below 2, it will be automatically removed. Stocks in the above porifolio are selected and monitored by Charles Clark. Assistant Research Director:
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PORTFOLIO II: STOCKS FOR INCOME AND POTENTIAL PRICE APPRECIATION
(primarily suitable for more conservative investors)
Ratings &

Reports Recent  Time- Financial

Page Ticker Company Price liness Safety P/E  Yield% Beta  Strength Industry Name

593 CB Chubb Corp 50 59 3 2 11.6 2.0 105 A Insurance (Prop/Cas )
948 CL Colgate-Palmolive 60.98 3 1 217 21 0.60 At Household Products
1966 EMN  Eastman Chemical 5506 3 3 107 32 105 B+ Chemical (Diversified)
788 ETN Eaton Corp 76 28 3 1 128 18 1.10 A+ Auto Parts

1383 FO Fortune Brands 7599 NR 1 15.0 19 NMF A+ Diversified Co

1011 GE Gen'l Electric 34 42 3 1 17.9 2.9 1.30 At Efectrical Equipment
1493  HNZ  Heinz (H)) 4103 3 1 202 29 065 A+ Food Processing
1166  HCBK Hudson City Bancorp 1352 2 3 246 23 0.85 B+ Thrift

1389 ITT ITT Industries 5505 3 1 193 08 090 A Diversified Co

218 INJ Johnson & Johnson 60 13 3 1 16 6 25 0.70 At Medical Supplies
447  KMI Kinder Morgan 8510 3 3 17.6 42 0.95 B+ Natural Gas (Div)
1072 MCHP Microchip Technology 33 50 2 3 238 26 1.30 B+ Semiconductor

943 SON  Sonoco Products 2975 3 2 149 32 1.00 A Packaging & Container
2123 SNV Synovus Financial 27.00 3 2 148 30 105 B++ Bank

1405  TXT Textron, Inc 9348 3 3 19.3 17 120 A Diversified Co

263  UPS United Parce! Serv 79.73 2 1 211 1.9 075 A+ Air Transport

629 USB U S Bancorp 31.20 3 3 122 43 115 B++ Bank (Midwest)
1665 VFC  VF Corp 61.50 3 2 12.7 36 0.95 A Apparel
2125 WB Wachovia Corp 54.01 3 2 n7 38 105 A Bank
2127  WFC  Wells Fargo 66 47 3 1 137 31 0.85 A+ Bank

To qualify for purchase in the above poitfolio, a stock must have a yield that is in the top half of the Value Line universe, a Timeliness Rank of at least 3 (imranked
stocks may he selected occasionally). and a Safety Rank of 3 or better. If a sto