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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

IN THE MATTER OF:

APPLICATION OF LOUISVILLE GAS AND )

ELECTRIC COMPANY FOR AN ADJUSTMENT ) CASE NO.
OF ITS ELECTRIC AND GAS BASE RATES ) 2009-00549
AND

APPLICATION OF KENTUCKY UTILITIES )

COMPANY FOR AN ADJUSTMENT ) CASE NO.
OF BASE RATES ) 2009-00548

DIRECT TESTIMONY OF STEPHEN J. BARON

I. QUALIFICATIONS AND SUMMARY

Q. Please state your name and business address.
My name is Stephen J. Baron. My business address is J. Kennedy and Associates,
Inc. ("Kennedy and Associates"), 570 Colonial Park Drive, Suite 305, Roswell,

Georgia 30075.

Q. What is your occupation and by who are you employed?
I am the President and a Principal of Kennedy and Associates, a firm of utility rate,

planning, and economic consultants in Atlanta, Georgia.

J. Kennedy and Associates, Inc.
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Please describe briefly the nature of the consulting services provided by
Kennedy and Associates.

Kennedy and Associates provides consulting services in the electric and gas utility
industries. Our clients include state agencies and industrial electricity consumers.
The firm provides expertise in system planning, load forecasting, financial analysis,
cost-of-service, and rate design. Current clients include the Georgia and Louisiana
Public Service Commissions, and industrial consumer groups throughout the United

States.

Please state your educational background and experience.

I graduated from the University of Florida in 1972 with a B.A. degree with high
honors in Political Science and significant coursework in Mathematics and
Computer Science. In 1974, I received a Master of Arts Degree in Economics, also

from the University of Florida.

I have more than thirty years of experience in the electric utility industry in the areas

of cost and rate analysis, forecasting, planning, and economic analysis.

I have presented testimony as an expert witness in Arizona, Arkansas, Colorado,

Connecticut, Florida, Georgia, Indiana, Kentucky, Louisiana, Maine, Michigan,

J. Kennedy and Associates, Inc.
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Minnesota, Maryland, Missouri, New Jersey, New Mexico, New York, North
Carolina, Ohio, Pennsylvania, Texas, Utah, Virginia, West Virginia, Wisconsin,
Wyoming, the Federal Energy Regulatory Commission and in United States

Bankruptcy Court.

A complete copy of my resume and my testimony appearances is contained in Baron

Exhibit (SJB-1).

On whose behalf are you testifying in this proceeding?

I am testifying on behalf of the Kentucky Industrial Utility Customers (“KIUC”), a
group of large industrial customers taking service on the LG&E and KU systems.
The KIUC members who take service from the Companies are: Arch Chemicals,
Inc., Carbide Industries LLC, Cemex, Clopay Plastics Products Co., Inc., Dow
Corning Corporation, E.I. DuPont de Nemours & Co., Ford Motor Co., General
Electric — Appliance Park, Golden Foods, MeadWestvaco, NewPage Corp., North
American Stainless, Protein Technologies, Square D. Company (US Schneider
Electric), TI Group Automotive Systems, and Toyota Motor Engineering and

Manufacturing North America, Inc.

J. Kennedy and Associates, Inc.
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Have you previously testified in KU and LG&E rate proceedings before the
Kentucky Public Service Commission?

Yes. have testified in 12 KU and LG&E cases since 1981.

How have you organized your testimony with regard to LG&E and KU issues?
For many of the issues that I will discuss, I present common testimony that is
applicable to both LG&E and KU. This would include discussions of basic
principles associated with cost allocation and rate design. However, since the
revenue requirement requests and the specific cost of service study results for
LG&E and KU rate classes are different, I will be presenting separate analyses and

discussions of these results.

For the purposes of organizing my testimony, when [ am discussing an issue that is
common to both LG&E and KU, I will refer to these companies as (“the Company”
or the “Companies”). For a specific LG&E and KU issues I will refer to each

Company by name (LG&E or KU).

What is the purpose of your testimony?

I am presenting testimony on a variety of cost of service and rate design issues

raised by the Company’s filings in this case. The first issue that I address concerns

J. Kennedy and Associates, Inc.



10

11

12

13

14

15

16

17

18

19

20

Stephen J. Baron
Page 5

the Company’s filed cost of service study using the base-intermediate-peak (“BIP”)
class cost of service methodology. While I do not believe that the BIP methodology
is the most reasonable approach to class cost of service analysis, I have relied on this
methodology in this case. In particular, the BIP method tends to allocate a greater
percentage of the Companies’ production and transmission costs to high load factor
industrial rate classes because a significant portion of these costs are classified as
energy related (the base portion of the BIP method). While I generally support
utilizing cost of service results to apportion class revenue increases, and rely on
these results for KU in this case, the test year cost of service results for LG&E are
not representative, particularly for the large industrial rate classes. LG&E is
proposing a relatively uniform increase to each rate class. I will discuss KIUC’s
proposed apportionment of the increase, which relies on cost of service results from
the LG&E’s prior 2008 rate case. This is the most current, representative cost of
service study for LG&E. For KU, I will present an alternative revenue
apportionment based on the BIP methodology that reduces dollar subsidies by 25%

at proposed rates.

The next set of issues that I will address concerns the Company’s proposed rate
design for large commercial and industrial customers. The Companies are
proposing a number of changes to their large industrial rates, including changes to

the time-of-day rate structure, a conversion to kVa billing for primary service

J. Kennedy and Associates, Inc.
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customers from the current kW billing basis and changes in the minimum billing
demand determination, the so-called demand ratchet provisions. While KIUC does
not oppose the Companies TOD rate structure changes or the switch to kVa billing
for KU, we strongly oppose the switch to kVa billing for LG&E, due to the
abnormally large increases that will be imposed on some customers in the affected
ITODP rate. KIUC also strongly opposes the Companies revisions to the demand
ratchet provisions. This is a particularly important issue on KU rate schedule FLS
(Fluctuating Load Service) that serves a single customer, North American Stainless.
As T will discuss in my testimony, the Companies proposed revision to the FLS
demand ratchet is not reasonable, and in fact the current demand ratchet should be

reduced for this rate schedule.

Would you please summarize your testimony?

Yes. I recommend and conclude the following:

e The BIP cost of service method, though lacking in some respects is
adequate to use in the determination of a fair apportionment of any
authorized rate increase for KU in this case; though it is reasonable to
consider the cost of service results from both a traditional 12 CP and
Average and Excess study. Based on the BIP cost of service results,
KU’s large industrial rate classes (rates TODP, RTS and FLS) are
significantly subsidizing other rate schedules and should receive a
lower than average increase. While KU has attempted to reduce a
small portion of these subsidies, large customers would continue to
pay significant subsidies under the Company’s proposal. KIUC
recommends that the increase in this case for KU be apportioned to
produce a 25% subsidy reduction.

J. Kennedy and Associates, Inc.



Stephen J. Baron
Page 7

1 o In the alternative, if the Commission does not adopt a full 25% subsidy
2 reduction apportionment for all rate classes, the Commission should
3 apportion the overall increase for KU rate classes so that current
4 subsidies for large industrial customers on Rate Schedules TODP, RTS
5 and FLS are reduced by 25%, with the remaining revenue increase
6 apportioned to all other rate schedules either by 1) applying the
7 Company’s recommended increase for the residential class together
8 with a uniform percentage increase for remaining rate classes or 2) a
9 uniform percentage increase for all other classes, including the
10 residential class.

11

12 e For LG&E, KIUC agrees with the Company that the class cost of
13 service study is not representative of going-forward cost of service,
14 especially for the large customer classes. KIUC’s primary
15 recommendation is to rely on the general results of the Company’s 2008
16 cost of service study. This is the most current, representative cost of
17 service study. Based on this, KIUC recommends that large customer
18 rates receive an increase that is 2 percentage points lower than the
19 overall increase approved by the Commission in this case, with the
20 remaining rate classes receiving a uniform increase. As an alternative
21 proposal, KIUC supports the Company’s proposed uniform increase
22 for each rate class.

23

24 e If, as recommend by KIUC, the Commission authorizes a lower overall
25 revenue increase for KU than requested by the Company, KIUC
26 recommends that the overall approved increase be allocated in a
27 manner (as shown later in my testimony) to reduce current rate
28 subsidies by 25%. For LG&E, KIUC recommends an increase that is 2
29 percentage points lower than the overall increase approved by the
30 Commission in this case.

31

32 ¢« KIUC generally supports KU’s proposed large commercial and
33 industrial rate design that revises the time-of-day rate structures of
34 these rates and converts to a kVa billing demand basis (from the
35 current KW demand basis) for KU primary voltage service customers.
36 However, KIUC strongly objects to the Companies proposal to
37 convert to kVa billing for LG&E. As I discuss in my testimony, some
38 customers on LG&E rate schedule ITODP would receive increases
39 that exceed 19% under the Company’s proposal. This is an
40 unreasonable level of increase, when compared to the average
41 increase for rate schedule ITODP of 12.2%.

42

J. Kennedy and Associates, Inc.
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KIUC strongly objects to the Companies proposed changes to the
minimum bill provisions (the “demand ratchet” provisions) for rate
schedule FLS. As I discuss in my testimony, there is no basis for the
Company’s proposed increases and, in fact, the current rate schedule
FLS billing demand ratchet (minimum billing demand provisions)
should be reduced from the current 50% level, tied to the highest
demand during the preceding 11 months, to a 30% level. In future
rate cases, the billing demand ratchet for rate schedule RTS (retail
transmission service) should also be reduced to 30%.

J. Kennedy and Associates, Inc.
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II. CLASS COST OF SERVICE AND REVENUE APPORTIONMENT

Have you reviewed the Companies’ proposed “base-intermediate-peak™ cost
allocation methodology?
Yes. The BIP method is the class cost allocation method used by LG&E in prior

cases and was used for the first time by KU in Case No. 2003-00434.

The basic methodology, as discussed by Company witness Steven Seelye, first
functionalizes the Company’s production and transmission demand-related costs
into three periods. Under the Company’s BIP functionalization that is used in both
the LG&E and KU studies, total system production and transmission demand-
related costs are assigned as follows:

Assignment of

Total P&T Costs
Base 34.89%
Winter Peak 43.25%
Summer Peak 21.86%

These functional allocators for the base, intermediate and peak periods are identical
for both LG&E and KU under the Company’s methodology. Once the total
production and transmission demand-related costs have been functionalized to these
three categories, they are allocated to rate classes using three different class

allocation factors. For the 34.89% of production and transmission demand-related

J. Kennedy and Associates, Inc.
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costs that are assigned to the base period, costs are allocated using class energy use.
For the summer peak period costs that comprise 21.86% of all production and
transmission demand-related costs, costs are allocated to classes based on class
contributions to the summer system peak demand. Finally, for winter peak period
costs that comprise 43.25% of the Company’s total production and transmission
demand-related costs under the BIP method, costs are assigned based on each

customer classes’ contribution to the summer coincident peak.

Have these BIP percentages changed materially from the Companies’ 2008
base rate case?

Yes. First, in the 2008 rate case, the “peak” period in the BIP method was the
summer peak. This is consistent with the importance of the summer peak in driving
generating capacity additions on the Companies’ systems. In this case, however,
the “peak” period is now the winter peak and 43.25% of the system production and
transmission costs are allocated based on rate class winter demands. In the prior
case (2008), only 15.32% of the system production and transmission costs were
assigned to the winter (“intermediate”) period. Again, in this case, only 21.86% of
the total system production and transmission costs are assigned to the summer peak
period, while in the 2008 rate case, 50.78% of the costs were assigned to the

summer peak period. This change, which Mr. Seelye explains is the result of an

J. Kennedy and Associates, Inc.
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unusual winter peak during the test year, appears to have caused a significant shift in
cost responsibility, especially for LG&E’s rate classes. Table 1 below shows a
comparison of the BIP percentage factors used to assign production and

transmission costs to the base, intermediate and peak periods.

Table 1
Comparison of BIP Classification Percentage

2009 2008
Base 34.89% 33.89%
Intermediate 43.25% 15.32%
Peak 21.86% 50.78%

Has this shift in cost responsibility to the winter peak affected the class cost of
service results in this case?

Yes, particularly for LG&E. As noted by Mr. Seelye on page 6 of his LG&E
testimony, it “is a highly unusual result based on what the Company has experienced
in the past.” As I will discuss subsequently in my testimony, while this unusual test
year result has impacted the class cost of service study result for both Comparnies, it
appears to have played a more significant role in the LG&E study, perhaps because
of the impact of natural gas heating, and thus fewer electric heating customers, on
the LG&E system. At any rate, Mr. Seelye has recognized this anomaly and is

proposing a uniform increase to each rate class on the LG&E system.

J. Kennedy and Associates, Inc.
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LG&E Cost of Service and Revenue Apportionment
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Does KIUC support LG&E’s proposal to apply a uniform percentage increase
to each rate class?

Not as a primary recommendation. Based on my review of the LG&E cost of
service study and the problems that Mr. Seelye identified in his testimony, it is
reasonable to conclude that the LG&E cost of service results do not provide a
representative basis for setting rates going forward. In LG&E’s prior base rate case,
using a test year ending April 30, 2008, LG&E’s industrial rate classes were shown
to have rates of return above the system average, in some case substantially above.
Table 2 (below), shows the rates of return and relative rates of return for LG&E
from the 2008 rate case (Case No. 2008-00252). This table is based on the corrected

BIP cost of service results from my testimony in that case.

J. Kennedy and Associates, Inc.
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Table 2
Louisville Gas & Electric Company
L.G&E BIP and Corrected BIP Cost of Service Study Results
2008 LG&E Rate Case No. 2008-00252
LG&E BIP Corrected BIP

Rate of Relative Rate of Relative

Return ROR Index Return ROR Index
Residentiai 5.28% 0.68 5.28% 0.68
General Service 13.01% 1.67 13.01% 1.67
Rate LC 10.39% 1.34 10.99% 1.41
Rate LC-TOD 8.56% 1.10 8.41% 1.08
Rate LP 10.11% 1.30 10.67% 1.37
Rate LP-TOD 7.49% 0.96 8.03% 1.03
Special Contract 5.36% 0.69 3.67% 0.47
Lighting 7.53% 0.97 7.51% 0.97
Rate LC-STOD 551% 0.71 5.70% 0.73
Total 7.77% 1.00 7.77% 1.00

Based on these cost of service results from the prior rate case, which had a test year

only 18 months older than the test year in this case, it is certainly reasonable to

conclude that the LG&E cost of service study developed in this current case is not a

reasonable basis to apportion the approved revenue increase to rate classes.

What is KIUC’s recommendation in this case for revenue apportionment in the

LG&E rate case?

In consideration of the problems with the cost of service study in this case, coupled

with the impact of even a uniform percentage increase to large manufacturing

customers on the LG&E system, KIUC recommends that reliance be placed on the

results of the cost of service study produced in the prior 2008 rate case (see Table 2).

J. Kennedy and Associates, Inc.
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Specifically, KIUC recommends as a primary recommendation in this case that
LG&E large customer rates receive an increase of 2 percentage points below the
system average increase, with the remaining rate classes receiving a uniform
percentage increase. As an alternative recommendation, KIUC would support the

Company’s proposed uniform percentage increase for all rate classes.

Have you developed a set of proposed rate class increases that reflect KIUC’s
primary recommendation?

Yes. Table 3 shows these percentage increases. Also shown are the Company’s
proposed uniform percentage increases, which would be KIUC’s alternative
recommendation for LG&E revenue apportionment, in the event that the
Commission did not adopt our primary proposal. Based on the Company’s
requested increase of $94.3 million in rate schedule revenues (12.22%), the large
customer class increases would be 10.22% and the increases for all other rate classes

would be 12.72%, only about 0.5% greater than proposed by LG&E.

J. Kennedy and Associates, Inc.
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Table 3
LOUISVILLE GAS AND ELECTRIC COMPANY
Summary of Proposed Increase
Based on Sales for the 12 months ended October 31, 2009
LG&E Proposed KIUC Proposed
Adj. Billings at Percentage Percentage
Current Rates Increase Increase Increase Increase
Residential Rate $ 302,462,182 $ 36,859,770 12.19% 38,464,321 12.72%
General Service 114,001,397 13,879,697 12.18% 14,497,635 12.72%
Power Service 176,065,555 21,442,743 12.18% 22,390,376 12.72%
Total Commercial TOD Service $ 45,792,547 § 5,576,623 12.18% 4,681,937 10.22%
Total Industrial TOD Service $ 86,997,161 3 10,596,615 12.18% 8,894,792 10.22%
Retail Transmission Service 20,212,652 2,464,135 12.19% 2,066,589 10.22%
Special Contracts 13,046,506 1,590,095 12.19% 1,333,905 10.22%
Lighting Service $ 15,159,687 $ 1,847,743 12.19% 1,927,868 12.72%
Total Rate Revenues (w/o CSR Credits) $ 771,070,235 94,257,422 12.22% 94,257,422 12.22%
Misc Revenues 10,156,418 313,898 313,898
Total Revenues 781,226,653 94,571,320 12.11% 94,571,320 12.11%

Q. Why do you believe that it is reasonable to place reliance on the 2008 class cost

of service results and provide a lower increase to large customer rates?

A. First, because the test year cost study in this case is not representative of the test year

or going-forward results, it would not be appropriate to place reliance on that study.

This is the basic conclusion of LG&E witness Seelye and I agree with it. At this

point, the next best source of evidence is the cost of service study results from the

prior case, which is only 18 months older than the current test year. This study

J. Kennedy and Associates, Inc.
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indicates that large customer rate classes are paying excessive rates. The 2003
LG&E cost of service study results also indicated that large customer rate classes

were paying excessive rates.

While the settlements in those two rate cases did mitigate some of the excessive
subsidies paid by large customer rate classes, the subsidy reductions in those cases
did not fully move these large customer rate classes towards cost based rates.
Finally, the economic downturn in the U.S. and in Kentucky has severely stressed
the manufacturing sector and resulted in job losses. As discussed by KIUC witness
Dr. Paul Coomes, Professor of Economics at the University of Louisville, those high
wage, high benefit manufacturing jobs in export industries bring many benefits to

the economy of Kentucky that service sector commercial businesses do not.

In the likely that the Commission authorizes LG&E a smaller revenue
requirement increase than it has requested, what is your recommended
apportionment?

Assuming that the final authorized revenue increase level is lower than the
Company’s requested increase, KIUC recommends that the approved LG&E overall
revenue increase be applied following KIUC’s primary recommended

apportionment proposal, which would increase LG&E’s large customer rates by 2.0

J. Kennedy and Associates, Inc.
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percentage points less than the overall average increase, with the remaining rate
classes receiving a uniform percentage increase designed to recover the remaining

revenue increase.

KU Cost of Service and Revenue Apportionment

For KU, the Company is proposing to rely on the BIP class cost of service
results as a guide to apportioning the overall revenue increase in this case to
rate classes. Do you agree with the Company’s proposed rate class increases?

No. While I do agree with the Company that it is appropriate to use the class cost of
service results to apportion the KU revenue increase, 1 have identified two problems
with the KU’s analysis. First, the KU BIP cost of service study should be adjusted
so that the curtailable credits reflect test year revenue credits actually corresponding
to the curtailable credits paid during the test year. This is necessary so that these
credits match the test year revenues used in the analysis. While this adjustment does
not affect KU’s cost of service results at proposed rates (the rates of return shown
for each rate class at proposed rates), it does affect the rates of return and the
subsidies paid and received by each rate class at present rates. When this correction
is made, it becomes clear that KU’s proposed rate class increases result in increases

in the dollar subsidies paid by large industrial customers to the residential class, not

J. Kennedy and Associates, Inc.
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decreases in these subsidies. As a result, KU’s proposed industrial rates actually
move farther away from cost of service. As I will discuss, KIUC is proposing an
alternative apportionment of the overall KU revenue increase that reduces rate class

subsidies by 25% in this case.

Would you explain the adjustment that you have made to the KU BIP cost of
service study?

The KU cost of service study includes an adjustment to address the implied cost
associated with curtailable credits. As discussed by KU witnesses Seelye and
Conroy, the Company provides curtailable credits to large customers who agree to
accept actual and potential curtailments of firm service. These credits are designed
to reflect the cost of peaking capacity that would otherwise be required to serve this
load if it were firm, instead of curtailable. Since these credits reflect the payment
for peaking capacity (in the form of customer offered curtailable load), the credits
are treated as a production expense in the cost of service study and allocated as a
cost to each rate class, including those classes containing curtailable load. An
additional corresponding adjustment is also made to specifically assign this “credit
cost” as an expense offset to rate classes containing curtailable load. This second
adjustment, which is exactly equal to the first adjustment on a total Company basis

acts to offset the lower actual revenues recorded for curtailable customers who

J. Kennedy and Associates, Inc.
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received these credits during the test year. Without this second adjustment, the cost
of service results for rate classes with curtailable load would be incorrect because it
would allocate cost as though these classes were comprised of 100% firm load, but,
due to the curtailable credits, have insufficient revenue support for the allocated
cost. I agree with this conceptual treatment and have recommended similar

approaches in other cases.'

What is the specific problem that you have identified with the Company’s
analysis with regard to the treatment of curtailable credits?

The KU cost of service study has used the proposed level of curtailable credits to
calculate class rates of return at present rates. Since the test year revenues used in
the study reflect the test year level of curtailable credits, the proper credit value to
use in the “current rate” cost of service study is the matching level of test year
curtailable credits actually paid to curtailable load. While this correction only
affects the Company’s cost of service results at “present rates” and not the results
shown for “proposed rates,” which should use the proposed level of curtailable
credits, the use of the proposed credits in the “present rate” cost of service study
produces an incorrect rate of return result. More importantly, this error causes an

incorrect presentation of the level of dollar subsidies paid or received by each rate

! This should not be construed to indicate support for the Companies’ curtailable service rate proposals in
this case. Dr. Dennis Goins, on behalf of KIUC, addresses the Companies’ CSR rate proposals and
recommends a number of changes to these rates in his testimony.
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class. This has a particularly significant effect on the results for the FLS rate class

that has a large amount of curtailable load.

What does your adjusted BIP cost of service study show with regard to the rate
of return paid by each rate class on the KU system?

Baron Exhibit (SJB-2) presents the results of my adjusted KU class cost of
service study. The only change that I made to the Company’s study is to substitute
the actual test year level of curtailable credits for the pro-forma value used in the
KU study that which reflects KU’s proposal to apply the CSR1 credit amount to
CSR3 (Seelye KU testimony at page 21). Table 4 below summarizes the

Company’s and the Corrected BIP cost of service study results for KU.
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Residential

General Service Secondary
All Electric School

Power Service Secondary
Power Service Primary
Time of Day Secondary
Time of Day Primary

Retail Transmission Service
Fluctuating Load Service
Street Lighting

Total

Table 4

Kentucky Utilities Company
KU BIP and KIUC Adjusted BIP Cost of Service Study Results

KU BIP KIUC Adjusted BIP
Rate of Relative Rate of Relative
Return ROR Index Return ROR Index
2.33% 0.44 2.36% 0.44
9.24% 1.73 9.28% 1.74
2.19% 0.41 2.23% 0.42
8.30% 1.55 8.33% 1.56
7.87% 1.47 7.90% 1.48
5.66% 1.06 5.69% 1.07
6.44% 1.21 6.48% 1.21
9.73% 1.82 9.77% 1.83
13.11% 2.45 10.03% 1.88
9.34% 1.75 9.34% 1.75
5.34% 1.00 5.34% 1.00

Table 4 summarizes the cost of service results in the form of a relative rate of return

index. For the total system, the rate of return index is 1.0. For the residential class,

under the corrected BIP method, the rate of return index is 0.44. This means that

residential customers are paying a rate of return at approximately 44% of the system

average. This is in contrast to the rate of return index for the large customer rate

classes that have rate of return indexes of 1.21 (rate TODP), 1.83 (rate RTS) and

1.88 (rate FLS). For these classes, customers are paying rates of return on

investment substantially above the system average.
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What conclusions do you draw from these “relative rate of return” indices?

Based on my adjusted cost of service study and KU’s study as filed, residential
customers are paying rates of return substantially below the system average rate of
return. Based on these results, the Company is proposing to increase residential
rates at a higher than average level, while proposing to increase to large commercial

and industrial rates at a slightly lower than average level.

Have you identified any particular subsidy problems in your evaluation of the
KU BIP class cost of service results?

Yes. As can be seen from Table 4, KU’s Large Industrial rates (TODP, RTS and
FLS) are paying rates of return on rate base of that are more than “1.2 times”, “1.8
times” and “1.8 times” respectively, the average rate of return paid by all KU retail
customers. This is highly unreasonable and should be mitigated in this case. These
rates are providing huge subsidies to other rate classes, which should be remedied in
this case. Table 5 presents the dollar subsidies paid and received by each rate class

at present rates. Figure 1 presents a graphic depiction of these dollar subsidies.
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Table 5
Kentucky Utilities Company
Dollar Subsidies (Received) and Paid
Dollar
Subsidy
Residential $ (73,234,953)
General Service Secondary $ 22,807,745
All Electric School $ (1,501,325)
Power Service Secondary $ 22,093,964
Power Service Primary $ 7,841,345
Time of Day Secondary $ 126,754
Time of Day Primary $ 5,453,436
Retail Transmission Service $ 9,123,726
Fluctuating Load Service $ 2,690,442
Street Lighting $ 4,598,867
Total 0
Figure 1
Dollar Subsidies (Received) and Paid
(Smillion)

40

20

(20)

(40)

(60)

(80)

RS GSS AES PS-S PS-P TOD-S TOD-P  RTS FLS SLLT
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Has the Company offered a proposal to adequately address the large
disparities between its rates and the underlying cost of service?

No. While KU is proposing to move rate classes towards cost of service, there
would continue to be substantial subsidies paid by large customer rate classes under
the Company’s proposals in this case. I believe that the Company’s subsidy
reduction proposal is inadequate, given the disparities shown in the Company’s cost
of service study. This is particularly significant in light of the continuing impacts of
the economic recession on KU’s manufacturing customers and the high-wage, high

benefit jobs that industrial customers bring to Kentucky residents.

KIUC witness Dr. Paul Coomes, Professor of Economics at the University of
Louisville presents testimony on the specific impact of the many benefits those
manufacturing jobs bring to the economy of Kentucky. Given the significant
impact of manufacturing job loss on the State, the Commission should adopt rates
in this case that reduce the current subsidy costs that are being imposed on these
large customers. KU’s proposal does not adequately reduce these excessive

subsidies built-into large customer rates.
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Q. What is your recommendation to reduce subsidies among KU’s rate classes in
this case?
A. I am recommending a 25% subsidy reduction using the results of KIUC’s adjusted

BIP cost of service study for KU. Baron Exhibit (SJB-3) presents the results of a
revenue increase distribution using a 25% current subsidy reduction criterion. In
this analysis, rate classes are allocated the proposed overall KU revenue increase in
such a manner that the dollar subsidies paid and received by each rate class at
proposed rates are only 75% of the level of these subsidies paid and received at
present rates (i.e., a 25% reduction in the current level of dollar subsidies). Table 6
below presents the proposed revenue increases for each rate class assuming that the

Company’s requested overall revenue increase level is implemented.”

2 As discussed by KIUC witness Kollen, KIUC is recommending a smaller overall increase in KU’s rates,

J. Kennedy and Associates, Inc.



10

11

12

Stephen J. Baron

Table 6
Kentucky Utilities Company
Increases with 25% Subsidy Reduction
Increase Percent

Residential $ 84,878,652 19.56%
General Service Secondary $ 9,881,348 6.06%
All Electric School $ 1,692,077 20.47%
Power Service Secondary $ 14,443,997 6.59%
Power Service Primary $ 6,328,490 7.24%
Time of Day Secondary $ 955,433 9.58%
Time of Day Primary $ 11,747,159 8.40%
Retail Transmission Service $ 3,331,334 4.58%
Fluctuating Load Service $ 891,017 4.70%
Street Lighting $ 1,946,913 9.28%

Subtotal $ 136,096,420 11.59%
Curtailable Service Riders $ (1,755,650)

Total $ 134,340,771 11.49%

If the Commission accepts your recommendation for a 25% subsidy reduction
in proposed rates for KU, what will the going-forward level of subsidies be for
each rate class?

Table 7 below shows the levels of subsidies that will continue in proposed rates if
the KIUC recommendation is implemented. Also shown in the table is the level of
subsidies that will continue if the Company’s recommendation is adopted. As can

be seen, even if the KIUC 25% subsidy reduction recommendation is adopted, the
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amount of subsidies that will continue to be paid will be substantial. For example,
customers in rate classes TODP, RTS and FLS, on which KIUC members take the
largest portion of their service, will pay $13.0 million in subsidies each year, even if
the KIUC recommendation is adopted by the Commission. Though, ideally, this
level of subsidy payment should also be eliminated, KIUC recognizes that it is not

feasible, from a rate impact standpoint, to eliminate all subsidies in a single rate

proceeding.
Table 7
Kentucky Utilities Company
Remaining Subsidies at Proposed Rates
KU KIUC
Residential $ (81,057,953) $ (54,926,215)
General Service Secondary $ 23,612,653 $ 17,105,808
All Electric School $ (1,669,000) % (1,125,994)
Power Service Secondary $ 25,214,500 3 16,570,473
Power Service Primary $ 8,488,843 $ 5,881,008
Time of Day Secondary $ 215,077 3 95,065
Time of Day Primary $ 7,859,434  $ 4,090,077
Retail Transmission Service $ 10,769,462 $ 6,842,794
Fluctuating Load Service $ 2,999,455 $ 2,017,832
Street Lighting $ 3,567,529 $ 3,449,150
Total $ 0) $ (0)
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In the event that the Commission decides not to reduce current dollar subsidies
for all KU rate classes by a full 25% in this case, are there alternative
approaches that the Commission could adopt and still reduce subsidies paid by
industrial customers by 25%?

Yes. Given the significance of high paying manufacturing jobs to the State, and the
competitive pressures that large industrial customers face nationally and
internationally, KIUC has developed two alternatives that reduce the dollar
subsidies paid by large industrial customers (Rate Schedules TODP, RTS and FLS)
as proposed in Table 6, and recovers the remaining approved revenue increase from
all other rate schedules. The first approach (“Alternative 1) reduces the subsidies
for Rate Schedules TODP, RTS and FLS by 25%, adopts the Company’s proposed
increase for the residential class and recovers the remaining portion of the increase

on a uniform percentage basis for all other rate classes.

The second approach (“Alternative 2”) reduces the subsidies for Rate Schedules
TODP, RTS and FLS by 25% and recovers the remaining portion of the increase on
a uniform percentage basis for all other rate classes (including the residential class).
While I continue to believe that it would be appropriate to make progress towards
cost based rates through the implementation of a full 25% subsidy reduction for all

rate classes, the Commission may not choose to do so in this case, given the current
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economic environment. KIUC’s alternatives mitigate the impact of a full 25%
subsidy reduction to residential customers, while implementing a reasonable (25%)
level of subsidy reduction for large industrial customers who, unlike smaller
commercial customers, face competition from outside Kentucky (both nationally
and internationally). Commercial customers tend to face local competition so that
there are minimal differences in power costs among competitors. This is in contrast
to large industrial manufacturing customers that face national and international

competition.

Have you developed an analysis that reflects your alternative revenue increase
apportionment approaches?

Yes. Table 8 below summarizes the increases under KIUC’s two alternative
approaches to apportion the KU increase. Table 9 compares the percentage
increases for each rate schedule proposed by KU to the KIUC primary

recommendation and the two alternative proposals.
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Table 8
Kentucky Utilities Company
KIUC Alternative Increases
Alternative 1 Alternative 2
Increase Pct Increase Pct
Residential $ 58,746,914 13.54% $ 55,288,164 12.74%
General Service Secondary  $ 19,659,380 12.06% $ 20,767,182 12.74%
All Electric School $ 996,931 12.06% 3 1,053,108 12.74%
Power Service Secondary $ 26,439,445 12.06% % 27,929,302 12.74%
Power Service Primary $ 10,550,622 12.06% $ 11,145,147 12.74%
Time of Day Secondary $ 1,202,666 12.06% $ 1,270,436 12.74%
Time of Day Primary $ 11,747,159 8.40% § 11,747,159 8.40%
Retail Transmission Service $ 3,331,334 458% % 3,331,334 4.58%
Fluctuating L.oad Service $ 891,017 470% $ 891,017 4.70%
Street Lighting $ 2,530,952 12.06% $ 2,673,570 12.74%
Total $ 136,096,420 11.59% §$ 136,096,420 11.59%
Table 9
Kentucky Utilities Company
Summary of Proposed Increases ($millions)
KIUC
KU Primary Alt 1 Alt 2
RS $ 58.7 $ 849 § 587 $ 55.3
GSS $ 16.4 $ 99 % 19.7  $ 20.8
AES $ 1.1 $ 1.7 §$ 10 $ 1.1
PS-8 $ 231 $ 144 $ 264 $ 27.9
PS-P $ 8.9 $ 6.3 §$ 106 $ 11.1
TOD-S $ 1.1 $ 1.0 % 12 % 1.3
TOD-P $ 15.5 $ 117 § 1.7 % 1.7
RTS $ 7.3 $ 33 % 33 &% 3.3
FLS $ 1.9 $ 09 % 09 ¢ 0.9
SLLT $ 2.1 $ 19 8 25 $ 27
Total 3 136.1 $ 136.1 3 136.1 3 136.1
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In the likely event that the Commission authorizes KU a smaller revenue
requirement increase than it has requested, what is your recommended
apportionment?

Assuming that the final authorized revenue increase level is lower than the
Company’s requested increase, KIUC recommends that the increases under our rate

allocation proposals be scaled-back on a proportionate basis.
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III. RATE DESIGN ISSUES

Are the Companies proposing any changes to their large power customer rates
in this case?

Yes. Both LGE and KU are proposing changes in their large power customer rates.
Both Companies are proposing similar changes to the large customer time of day
rates by changing the billing demand basis from a kW to a kVa measurement. This
change would affect current primary customers on KU rate schedules TODP and
LTOD and LGE customers on rate schedules CTODP and ITODP. In addition, both
Companies are proposing to change the time-of-day rating periods by dividing the
existing on-peak period into a peak and intermediate periods. In addition, the month

of May is being added to the summer month season for billing purposes.

Does KIUC oppose the proposed changes to the time-of-day rate structure for

KU and LGE large customer rates?

No. KIUC does not oppose these changes.

Does KIUC oppose the proposed change to implement kVa demand billing for

KU and LG&E primary service customers?
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While on a conceptual basis, KIUC does not oppose the shift to kVa billing, for the
primary service rates of either Company, KIUC does strongly oppose the change for
LG&E’s primary service rate ITODP. As discussed in response to Commission
Staff Data Request of March 1, 2010 No. 70, the impacts of moving to kVa billing
to LG&E’s customers is much more significant than for KU’s primary service
customers. As explained in the data response [attached as Baron Exhibit__ (SJB-4)],
this difference in customer impact is due to existing differences in each Company’s
method for calculating the power factor adjustment in current rates. Because the
billing impact of the proposed shift to kVa billing is relatively smaller for KU’s

customers, KIUC does not oppose the change for KU’s primary service rates.

However, for LG&E’s customers, the proposed changes to kVa billing are very
substantial and result in a wide dispersion of rate increases to customers on LG&E
rate ITODP. While the average increase proposed by LG&E for this rate class is
12.2%, many of the members of KIUC who take service on this rate will receive
increase in the range of 18% to 19%. This is also confirmed in the Company’s
response to Staff Data Request of March 26, 2010 No. 22 [attached as Baron
Exhibit  (SJB-5)], in which the Company shows that some customers on the
ITODP rate may receive increases of as much as high as 22% and as lows as 9.6%.

Such huge disparities among customers on the same rate schedule are not
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reasonable. Some customers in the rate class will receive increases nearly twice the
average increase for the rate class. KIUC members will receive increases

approaching this level.

Does your recommendation to reject the implementation of kVa billing for
LG&E primary service rate ITODP have any effect on any other rate class or
on LG&E itself?

No. The rejection of kVa billing will not have any impact on any other rate class
and it is completely revenue neutral to the Company. Given the effects of the
current economic downturn on LG&E’s largest manufacturing customers, it is
simply not appropriate to implement a major rate design change that results in some
of the Company’s largest manufacturing customers receiving increases that are 1.5

to 2 times the average for their own rate class.

Are there additional rate design changes that the Companies are proposing in
this case that you would like to address?

Yes. Both Companies are proposing change a number of provisions on rate
schedule FLS (Fluctuating Load Service). Currently, there is only one customer
served on rate FLS on the KU system. There are no customers on this rate on the

LGE system. North American Stainless (“NAS”) utilizes rate FLS (currently
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designated as “Industrial Service IS”) on the KU system. As discussed by KIUC
witness Dennis Goins, NAS 1is the largest customer on the KU system. The FLS

rate provides service to NAS’ electric arc furnaces.

KU is proposing three changes to rate schedule FLS, in addition to the significant
changes to rate CSR-3 (Curtailable Service Rate 3) discussed by Dr. Goins in his
testimony. These three changes are 1) a change to a S-minute integrated billing
demand basis from the current combined 15-minute/5-minute basis; revisions to the
time-of-day rating periods that 1 previously discussed; and finally, a change to the
computation in the minimum billing demand. KIUC does not oppose the first two
proposed changes (use of a 5-minute integrated billing demand and the changes to
the time-of-day periods), but does strongly oppose the proposed change to the FLS
minimum billing demand computation. As I will discuss, KU has not justified such
a change, which results in a significant shift in risk from the Company’s

shareholders to its customers.

Would you please discuss the proposed changes to KU’s rate FLLS minimum
bill determination?
Currently, rate schedule IS (the existing designation of proposed rate schedule FLS)

has a minimum billing demand provision that establishes the monthly billing

J. Kennedy and Associates, Inc.



10

11

12

13

14

15

16

17

18

19

20

Stephen J. Baron
Page 36

demand kVa to be the greater of the actual metered demand in the on-peak period
and the off-peak period or 60% of the maximum metered demands in each period
during the prior 11 months. This provision, which is commonly referred to as a
billing demand “ratchet” or simply a “ratchet” results in customers being charged at
least for 60% of their highest monthly demand for each of the next 11 months,
regardless of the actual demand placed on the KU system. There are identical 60%
ratchet provisions associated with the excess monthly fluctuating demands based on
the difference between the measured 5-minute demand and the standard 15-minute

demand in each period (on-peak and off-peak).

How does a billing demand ratchet work?

As a general matter, large customer billing demand ratchets imposes a minimum
level of kVa demand for each customer in a month, whether or not the customer
actually imposes that level of demand on the system. For example, if a customer’s
maximum billing demand over the past 11 months was 10,000 kVa, then a 60%
billing demand ratchet would charge the customer a minimum demand of 6,000 kVa
during the current month, whether or not the customer actually used that much
power. In this event, if a customer used, say 4,000 kVa during the month, the
customer would be billed as though its demand were actually 6,000 kVa. The extra

2,000 kVa, which is being paid for by the customer via the billing demand ratchet,
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would also be available to the Company to sell into the off-system market. The
margins from such sales would be retained by the Company’s shareholders, as
would the revenues from the billing demand ratchet provision. This is particularly
adverse to large manufacturing customers who, in the face of economic downturns
must reduce their production, continue to face ratcheted demands on their bills for
up to 11 months following the downturn. Smaller customers are not required to pay

for power they don’t use.

What are the changes being proposed to the calculation of the rate schedule
FLS minimum billing demands?

As I discussed previously, KU is proposing to change the existing time-of-day
structure for rate schedule FLS to divide existing single on-peak period of the rate
into a peak and intermediate period. The proposed FLS rate would have three
periods - a peak period, an intermediate period and a base period. KU is proposing
to change the current ratchet provisions to a 75% ratchet during the base demand
period (with a 20,000 kVa minimum), while maintaining the 60% ratchet for the

intermediate and peak periods.

Is there any basis to justify this change in the FLS billing demand ratchet, or

for that matter the level of the existing FL.S 60% ratchets?
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No. First, neither KU witness Steven Seelye or Robert Conroy has presented any
evidence to justify the proposed FLS billing demand ratchet provisions. Mr. Conroy
simply states in his testimony that “[T[hese charges and the minimum design are
supported by the testimony and exhibits of Mr. Seelye.” Further, I was not able to
identify any support in Mr. Seelye’s testimony for these changes. The Company’s
proposed change simply shifts risk from KU shareholders to KU customers, with no

off-setting benefits reflecting the reduction in shareholder risk.

More significantly, there is no basis for imposing a 75% demand ratchet on the base
demands for an FLS customer that takes service off of the Company’s transmission
system. At most, a demand ratchet may be justified to recover costs associated with
distribution or other facilities specifically designed to serve a single customer, the
cost of which is generally specifically assigned to the customer or in some cases the
rate class on which the customer takes service. In the case of an FLS customer
taking service from the KU transmission system, there is no basis to justify an
increase in the ratchet for base demands to 75% from the existing 60% level. In
fact, there is no basis for even the existing 60% demand ratchet for rate schedule

FLS.

? Direct Testimony of Robert Conroy (KU case) at page 16, lines 7 to 8.
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The principle source of the costs recovered in the FLS demand charges are
production and transmission related costs that are allocated system costs, not
specifically assigned distribution costs. The largest portion, by far, are related to the
FLS share of KU generating capacity. Based on the Company’s filed class cost of
service study, fixed production demand related costs comprise 89.9% of the rate
base allocated to rate schedule FLS. Transmission related costs comprise 10% of
rate base assigned to rate schedule FLS. This means that over 99.9% of rate
schedule FLS net cost rate base is associated with generation and transmission costs
tied to capacity that can be sold to other customers if an FLS customer’s demand is
reduced in a month.* In the event that an FLS customer’s demand drops in any
month, the capacity “freed-up” can be sold by the Company to its other retail
customers whose load likely grew from test year levels, or to the off-system market
in which case the Company would retain the margin from the sales until the next
base rate case. In the case of transmission, a similar situation would occur, at least
with regard to the revenue support that might be available from sales as a result of

increases in the loads of other retail customers.

There is no basis for assuming, as the Company’s proposed ratchet provisions do,

that the revenue that would otherwise have been produced by the FLS customer will

4 Based on the KU class cost of service study, there is only $463 of non-production, non-transmission rate
base allocated to rate schedule FLS.
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be lost, or reduced by 60% for the peak and intermediate demand charge revenues
and by 75% for the base demand charge revenues. Rather, the ratchet provisions
may result in a windfall to the Company in the event that it is triggered (thus
producing minimum billing demand revenues from the FLS customer) and

additional revenues from sales to other retail customers or the off-system market.

How has the evolution of off-system markets over the past 10 to 15 years
affected these issues?

With the FERC’s issuance of Opinion Number 888, which implemented Open
Access Transmission, wholesale power markets have expanded significantly. This
has created improved opportunities for KU and LGE to sell capacity and energy off-
system to both marketers and other electric utilities. As a result, the risks to the
Companies from reductions in sales to large, captive customers has been reduced,
since there are alternatives available to recover costs that would otherwise only be

available from retail customers.

What is your recommendation regarding the FLS minimum billing demand
provisions?
At a minimum, I recommend that the Commission reject the Company’s proposal to

increase the base period demand ratchet from the existing 11 month, 60% level to an
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11 month 75% ratchet with a 20,000 kVa minimum. Furthermore, I recommend
that the current 60% ratchet be reduced to a more reasonable 30% ratchet (with no
fixed kVa minimum demand level), in light of the nature of the generation and
transmission costs that are subject to the ratchet provisions of the FLS rate. Given
that generation and transmission costs comprise over 99% of the FLS revenue
requirement, a 30% ratchet is more than reasonable for this rate. As in the case of
the Company’s proposal in this case, there is no revenue requirement effect in this
case, nor is there any impact on any other rate class as a result of KIUC’s

recommendation on this issue.

Wouldn’t the same principles that you discussed to support your
recommendation to reduce the billing demand ratchet for rate schedule FLS
also apply to rate schedule RTS (Retail Transmission Service) for both KU and
LGE?

Yes. Because RTS customers take service at transmission voltage and have little or
no distribution related costs (other than meters and interconnection facilities to the
transmission system), there is no reason to impose a 50% peak and intermediate
period demand ratchet and a 75% base period demand ratchet, as the Companies
have proposed in this case. However, unlike rate schedule FLS that only has a

single customer, the impact of changing the demand ratchet for rate schedule RTS
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may result in some cost shifting among existing RTS customers to the extent that
some customers may have been subject to the existing 50% billing demand ratchet
for the rate or would be subject to the proposed ratchet provisions, based on test year
billing data. As a result, I am not recommending a change in the proposed RTS
demand ratchet provisions in this case. However, | do recommend that the
Commission require the Companies to reduce their existing RTS demand ratchet

provisions to a 30% level for each TOD rating period in their next base rate case.

Does that complete your testimony?

Yes.
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