COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

ADJUSTMENT OF GAS AND ELECTRIC )
RATES OF LOUISVILLE GAS AND ) CASE NO. 90-158
ELECTRIC COMPANY )

TABLE OF CONTENTS

COMMENTARY sccucssessvssosnacssonnssossssssccssssssnnuscecssnsnssssd
TEST PERIOD .scsessvnrssovsonsscsssnssassssssssssssssnssssosesed
NET ORIGINAL COST RATE BABE ceseesessvsososssosnreonnonsssvnsned
Trimble County.cceesssessssssarssessssssnsssresansncsrsoncssd
Fuel InventorY..cvsscocosssscassnsoncssssrsoncsnsosvnsssosansed
Materials, Supplies, and Prepayments8 ....cevecsssvecearssssB
Stores EXpeNSe ....veseeassossontcsssassssasassssnssvnssassed
Gas Stored Underground ..scssessssossssnaccasssnnnosnnsasansnsd
Cash Working Capital AllOWANCE .saesvisnassvssnnsnsssesnssell
Reproduction Cost Rate Base ....rsessrvavcscvsnssnsonsresenll
CAPITAL .sssescsccaosvosssssvsacsnnsssssnsovsosnnsscsvnessnsecssll
PROPOSED PHASE II PROCEEDING seoeoccsssssnssstonsnsnssnessncsssseld
REVENUES AND EXPENSES +scevsssvsscnccsascsssarsssessosssssnannsal?
Revenue Normalization - Electric svevevsvssscccveoncsnscesal?
Revenue Normalization = Gas .ceesesescccassvecscsnssanensslB
Fuel CoSt RECOVEIY seseesssavcncsnsossansnsssnsassnsncssnsssdl
Labor and Labor-Related COBt8 .icevvesccscnssccvennnssssvesl
Wages And SAlArie@B ceeeeevssstnscassrarsvesonssassneeldd

FICA Taxes .lll.ll.‘.'..ﬂ....lll..‘...lll'.l.....lDl24



Unemployment TAX@S ssesvscancassrsrsssscssrsssnssnnnnsssld

Health Insurance A T R Y 1

Pensions ceeeretevtasrsasstessstssssasasssvvsaraassedS

Dental Insurance sevssessssasssssessssssasssssaanaaldd

Group Life Insurance cecastsssensssssssasessnssssnsadh

401(k) Thrift Savings Plan teusvscssasssssssernsnscsslb

Supplemental Executive Retirement Plan cseenassanssel?
Amortization of Downsizing CoBtB ..evcseivvessvrannsracesss?B
Storm Damage EXDENSEeS ..eesssesssrsssscssssnrssovnsssasenseld
Provision for Uncollectible ACCOUNtS .esscesnsensararssnsse30
Location of Gas Service Lines .s..icevecrvecncrvennnvronnesdl
- Headwater Benefit ABSeSS8MENt .c.sssicitesscacscnrennssnnvseedl
Depreciation and Amortization EXpense ...iiesescessssnnsnesld?
Property TAXEB .sccoessssncsssvassassscssssacsnnsrssrssrsnacs33
EPRI Membership DUEB .sssresrrsvacesssscnssccssnssnsssanses3dd
EEI Membership DUBB .sseesssssestasssssssvasssavrassscrnenedd
New Office EXPEnSes ..esvseresovsascscsssssrssssssesssscnesldb
Holding Company EXPENBES .eesevesssssssrsesscssnssssscasvesdb
Trimble County Marketing COoStS .cicessvesssssrssesssssnsens3b
State SBles TAXES saveesssssssesrsssasssensssnssosrossonoveed?
Office Supplies and Profegsional Services EXpenses «.......37
Miscellaneous Expense AdjustmentB c.essecassrersnsrsennnes3B
Amortization of Management Audit Fee ..ccervvsvnensvacsenssedy
Annualization of Year-End CustOmerS esescsscscvascossssaceedl
Directors and Officers Liabllity Insurance ......cceveee0s.40
Workers' Compengation INSUTANCE ..ecesssssevrcsscsssacssssadl

Amortization of Investment Tax CreditB cseevescrcrsscsnsnsensdl

mzm



Flowback of Unprotected Federal Excess Deferred Taxes ....42
State Income Tax Rate ChaAnge ..cicieesvenscncsssnscavinnnesdd

Tax Adjustment for Other Interest EXPeNnBe ..ccseeesvscessesdl
Interest Synchronization .seesscveencescrsnscccscscssnsnssadd
RATE OF RETURN .sescecctaanssnossoaosssanssassansscscsnsssassssesdd
Capital SCLruCtuUr® ..cucenscesesacscvrasevnccrsccsscsansssessdd
Coat of Debt and Preferred StocKk .iceessessscncsscscvcnnassd?
Return on EQUItY ceeeccinssscavsscscnnsntorescausssnsanannessdB
Rate of Return SUmMMALY ccecscerearsnnecsaccrsnsnsssnscanssanssdd
REVENUE REQUIREMENTS «ccsveveascovssssanssovssnsontacssssacssonessdd
PRICING AND TARIFF ISSUES .cocccsactcnsevrsrasssncosersssvnvaesdd
. Electric Cost-of-Service Study ..cicseivreseveccnsvansenssahh
Gas Cost-of-Service Study ..vcecscnsesstcnccosrocnsscanvasiB
Revenue Allocation .ceeeessascssccssnenrsnecssvonsovsssnnsenb3
Electric Rate Design ..icvivtcersnsonsnresecansvranressaanseebd
Cable Television Attachment Charges ("CATV") .veueessacesesbB

Gasgs Rate Design ...vviieevecroressncrssassnsasacsasasssnanell
Late Payment ChAIQeS soveerssrnvovvveroessvscssacovssvvsannesl?
Transportation Service/Standby Bervice civeerecvrescacrvaces?d
Pipeline Demand CHArgeB8 .csssercscvanrssrssccsannrsnssnsecces?d
Fuel Adjustment ClauBe ..eceseensevessccsvnccsavssvassonnselb
TAriff Changes ...ocecevsersoncsvesnconesnrrsnssssssrannsseses?b
OTHER ISSUES .sesvscsovavssvsossaseastsososssacnsscaseassassansnel?
Management Audit .. usvvverecrsoavennvociescccocscnensseneesl?
Energy Conservation Programs ...ceasssvssesassnvrrsssvsseses?B
Cane Run Unit No. 3 ("Cane Run NO. 3") ..cevecencscsnssaessB0

Ohio Valley Electric Corporation ("OVEC")} Power Agreement 81

-3n



Reporting for the Holding COMPANY sosrcsavscsonnsssncanssenB?

SUWY ..l..O...........‘...I..ili.iiIl..!l........-.hltt.itiaz



COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

ADJUSTMENT OF GAS AND ELECTRIC )
RATES OF LOUISVILLE GAS AND ) CASE NO. 90-158
ELECTRIC COMPANY )

O R D E R

On June 29, 1990, Louisville Gas and Electric Company
("LG&E") filed an application with the Commission requesting
authority to increase its electric and gas rates for service
rendered on and -after August.l, 1990. fThe proposed rates would
increase annual electric revenues by $31,015,938, an increase of
6.22 percent, and annual gas revenues by $3,837,454, an increase
of 2,24 percent. These increases represent an annual increase in
total operating revenues of $34,853,392, or 5.43 percent, based on
normalized test-year sales, This Order grants an increase in
annual electric revenues of §5,451,758, an increase of 1.17
percent, and an increase in annual gas revenues of $524,487, an
increase of .30 percent. These increages represent an annual
increase in total operating revenues of §$5,976,245, or .93
percent, based on normalized test-year sales.

The Ceommission granted motions to intervene filed by the
Attorney General, by and through his Utility and Rate Intervention
Division ("AG"); Jefferson County ("Jefferson”); the city of
Louisville (“"Louisville”); the Department of Defense of the United
States ("DOD"}; the Kentucky Industrial Utility Customers



("KIUC"); the Paddlewheel Alliance (“Paddlewheel™); the Kentucky
Cable Television Association, Inc. ("KCTA"); the Metro Human Needs
Alliance, Inc., which assists low-income households ("MHNA"); the
International Brotherhood of Electrical Workers, Local 2100; and
Reynolds Metals Company. The Commission suspended the proposed
rate increase through December 31, 1990 in order to conduct an
investigation into the reasonableness of the proposed rates. A
public hearing was held in the Commission's offices in Frankfort,
Kentucky, on November 7-9, 19-21, and 26, 1990 with all parties of
record represented. Simultaneous briefs were filed on December
14, 1990. All information regquested during the hearing has been
submitted. .
COMMENTARY

LGSE is a privately owned electric and gas utility which
generates, transmits, distributes, and sells electricity to
approximately 321,300 consumers in Jefferson County and in
portions of Bullitt, Hardin, Henry, Meade, Oldham, Shelby,
Spencer, and Trimble counties, LG&E distributes and sells natural
gas to approximately 243,400 consumers in Jefferson County and in
portions of Barren, Bullitt, Green, Hardin, Bart, Henry, Larue,
Marion, Meade, Metcalfe, Nelson, Oldham, Shelby, Trimble, and
Washington counties.

TEST PERIOD

LG4E proposed the 12-month period ending April 30, 1990 as
the test period for determining the reasonableness of the proposed
rates. LGSE also proposed to reflect the impact of the
commercialization ©of the Trimble County Unit No. 1 {"Trimble



County") Generating Plant which was scheduled for late December
1990. Jefferson, Louisville, and Paddlewheel ("Jefferson et al.")
and KIUC opposed this approach, stating that LG&E had created a
hybrid test year which was neither fully historic nor fully
projected. The Commission bellieves it is reasonable to utilize
the 12-month periocd ending April 30, 1990 as the test peried in
this proceeding. In utilizing the historic test period, the
Commigsion has gqiven full consideration to appropriate known and
measurable changes.
NET ORIGINAL COST RATE BASE

Trimble County

LGS¢E proposed a total company net original cost rate base of
$1,444,036,873. Trimble County was reflected in rate base by
including test year end Construction Work in Progress ("CWIP") of
$677,170,687, plus estimated additional expenditures through
December 31, 1990 of $37,829,317, less $178,750,000 to reflect the
25 percent disallowance £for Trimble County ordered by the
Commission in Case No. 9934.% LG&E also included in its proposed
accumulated depreciation the first year depreciation expense on
the December 31, 1990 estimated level of investment in Trimble
County, exclusive of the 25 percent disallowance. LG&E cited two
reasons for including Trimble County in the net original cost rate
base. First, it stated that the Trimble County expenditures are
known and measurable; and second, it claimed that the Settlement

Agreement, Article 1IX, approved in Case No. 10320,2 provide an

Case No. 9934, A Formal Review of the Current Status of
Trimble County Unit No. 1, Order dated July 1, 1988.
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abgolute right to recover 75 percent of its Trimble County
investment, including depreciation.

While the AG, Jefferson et al., and RIUC all filed testimony
opposing LG&E's proposed treatment of Trimble County, none of
thegse intervenors prepared a net original cost rate base. Their
testimony focused on the impact that LG&E's proposals had on total
capitalization, discussed later in this Order.

The Commission finds that the post test-year Trimble County
expenditures are not known and measurable but, rather, are a
moving target. On numerous occasions during the course of this
case, LG&E revised its estimated December 31, 1990 level for
~Trimble  County CWIP. = In: fact, LG&E's most "recent revision:
discloses that almost $11,000,000 of Trimble County CWIP will not
be spent until after January 1, 1991,

In proposing this rate base treatment for Trimble County,
LG4E has ignored a basic concept of rate-making, the matching
principle,. While all rate base items except Trimble County are
established at actual April 30, 1990 levels, LG&E has included a
post test-year plant addition £for Trimble County CWIP and the
related accumulated depreciation at the estimated December 31,
1990 level. The Commission has a well-established, rate-making
policy on the inclusion of post test-period plant additions. All
utilities under the Commission's 4urisdiction were given notice

that, if a historic test period is used, adjustments for post

2 case No. 10320, An Investigation of Electric Rates of
Louisville Gas and Electric Company to Implement a 25 Percent
Dls:llowance of Trimble Ccounty Unit No. 1, Order dated October
2' 989'
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test-period plant additions should not be requested unless all
revenues, expenses, rate base, and capital items have been updated
to the same period as the plant additions.3 LGSE acknowledged
that it was aware of this policy but argued that it should not
apply to this case because the policy was announced after the
Settlement Agreement was signed on August 11, 1989.

The Commission is not persuaded by LG4E's argument. The date
that the Settlement Agreement was signed has no particular
significance in determining the applicability of the rate-making
policy announced on Auguat 22, 1989 in Case Nos. 10201% and 10481.
The Settlement Agreement did not become binding and enforceable
until approved by -the Commission on October 2, 1989, six weeks
after the Commission declared that:

Therefore, in cases filed after this decision is issued,

the Commission gives notice to Columbia

[Kentucky-American] and other utilities under its

jurisdiction that: 1) adjustments for post test-period

additions to plant in service should not be reguested
unless all revenues, expenges, rate base, and capital

items have been_updated to the same period as the plant
additions. . . .9

3 case No. 10481, HNotice of Adjustment of the Rates of
Kentucky-American Water Company Effective on Pebruary 2, 1989,
Order dated August 22, 1989, page 5.

4 Case No. 10201, Adjustment of Rates of Columbia Gas of
Kentucky, Inc., Order dated August 22, 1989,

S Case No. 10201, Order dated August 22, 1989, page 6; and Case
No. 10481, Order dated August 22, 1989, page 5.
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This rate-making policy, having been announced before the
Settlement Agreement was approved, and long before this rate case
was flled, is applicable and controlling. Further, there is no
language in the October 2, 1989 Order approving the Settlement
Agreement that allows LGSE to disregard this policy.

Nevertheless, this Commission also recognizes that Trimble
County represents a significant addition to IG&E's utility plant
in sgervice. By the date the rates authorized in this Order take
effect, Trimble County will be in commercial operation and all
Trimble County expenditures will be reclassified from CWIP to
plant-in~service. Therefore, the Commission must consider the
commercialization of .a major plant addition and at the same time
adhere to rate-making concepts, time tested for fairness and
reasonableness.

We believe it fair and reasonable in this instance to include
in LG&E's net original cost rate base the test-year-end Trimble
County CWIP. This amount, net of the 25 percent disallowance, is
$507,878,016. This rate~making treatment is essentially the same
that LG&E has received throughout the construction of Trimble
County. The Commission also finds it reascnable in this instance
to allow depreciation expense on 75 percent of the Trimble County
CWIP balance as of the end of the test year. The first year
depreciation expense has been included in the accumulated
depreciation used in determining the net original cost rate base.
This approach properly recognizes the known and measurable fixed
cost associated with the commercialization of Trimble County. The

Commission cannot and will not include in rate base the post
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test-period plant additions for Trimble County or the related
first year depreciation expense. To do otherwise would disregard
egtablished, and we feel fair, just and reasonable rate-making
practices enunciated and adopted in prior Commission decisions
concerning post test-period plant additions.

Fuel Inventory

LG4E proposed to include $14,297,235 as fuel inventory in its
rate base calculations. This amount represents the test-year end
balance for the fuel inventory account. During the hearing, LG&E
indicated that it began to purchase coal for Trimble County in
January 1990, but had not adjusted the fuel inventory to reflect a
+ 25 - parcent disallowance of the Trimble .County coal. The AG
proposed to remove 25 perxcent of the increase in the fuel
inventory between April 30, 1989 and April 30, 1990, stating the
entire increase had to be related to Trimble County.

Based on a monthly account balance for fuel inventory review,
the Commission believes it is more appropriate to use a 1l3-month
average balance for fuel inventory in the calculation of rate
base. The use of a 13-month average balance is consistent with
our usual practice. The Commission also believes it is reasonable
to remove from the fuel inventory 25 percent of the coal inventory
related to Trimble County coal. The 13-month average balance for
fuel inventory, including the Trimble County coal was
$10,280,683,5  The Commission has calculated a 13-month average

balance, removing the Trimble County coal from each monthly

6  Response to Commission's Order dated June 29, 1990, Item 9.
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balance, and £finds that $10,270,961 should be used in the
calculation of rate base.

Materials, Supplies, and Prepayments

In determining its net original cost rate base, LG¢E used the
test-year end balances for materials, supplies, and prepayments.
The AG propesed to remove 25 percent of the increase in materials
and supplies between April 30, 1989 and April 30, 1990, stating
the entire increase had to be related to Trimble County. The
Commission has reviewed the monthly account balances for these
accounts, and as discussed previously, believes it is more
appropriate to use a l3-month average balance for these accounts
*in. the calculation of rate base. .The Commission also believes it
is reasonable to remove from materials and supplies 25 percent of
any amounts related to Trimble County. During the hearing, LG&E
indicated that 31,945,0007 wag included in materials and supplies
for Trimble County. The l3-month average balance for materials
and supplies, including the Trimble County materials and supplies,
was $32,691,260.8  The Commission would prefer to adjust the
Trimble County amounts out on a monthly basis, and then compute

the 1l3-month average. In this instance, the detalled information

7  pranscript of Evidence ("T.E."), Volume IV, November 19, 1990,
pages 181 and 182,

8 Response to Commission's Order dated June 25, 1990, Item 9.
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is not available. Therefore, the Commission has deducted
$486,250% from the $32,691,260 average, and included $32,205,010
in rate base for materials and supplies. We included §$748,30410
for prepayments in our calculation of rate base.
Stores Expense

The AG also proposed to remove 25 percent of the increase in
stores expense between April 30, 1989 and April 30, 1990, for the
same reason stated in his adjustment to materials and supplies.
At the hearing, LG&E stated that $434,000 in stores expense was
related to Trimble COunty.ll The Commission believes it is
appropriate to remove 25 percent of its Trimble County stores
expense from the rate  base calculations. The test-year-end
balance of §5,790,584 has been reduced by $108.50012 to reflect
the removal of the 25 percent Trimble County stores expense.
Gas Stored Underground

LG&E proposed to include $20,450,243 as gas stored
underground in its calculation of rate base. This amount
represented a l2-month average balance of the gas stored
underground account. Again we believe it is more reasonable to
use the l3-month average balance, and have included $19,515,080 as

gas stored underground in the calculation of rate base,

9 1,945,000 x 25 percent = $486,250.
10 Response to Commission's Order dated June 29, 1990, Item 9.,
11 7,E., Volume IV, November 19, 1950, pages 181 and 182.
12 $434,000 x 25 percent = $108,500.
-9-.



Cash Working Capital Allowance

LG&¢E determined its cash working capital allowance using the
45 day or 1/8 formula methodology. This Commisgion has
traditionally used this approach in rate cases and do again here.
We have adjusted the allowance for cash working capital to reflect
the accepted pro forma adjustments to operation and maintenance
expenses.

In determining the cash working caplital allowance, LG&E
deducted from the operation and maintenance expenses the gas
supply expenses. The level of gas supply expenses removed did not
for gas. supply expenses. It is best to .use the.aame.agouqeniq'
both adjustments. Therefore, we have used the operating expense
adjustment level of gas supply expenses in the calculation of the
cash working capital allowance,

Based upon the previous findings, we have determined the net
original cost rate base for LGE at April 30, 1990 to be as

follows:



Electric Gas Total

Total Utility Plant $1,915,177,722 §$221,751,683 $2,136,929,405
Add:

Materials & Supplies 46,804,173 1,353,882 48,158,055
Gas Stored

Underground 0 19,515,080 19,515,080
Prepayments 621,092 127,212 748,304
Cash Working Capital 32,815,128 4,441,938 37,257,066
Subtotal 3 80240393 § 35,438,112 § 105,875,505
Deduct:

Reserve for

Dﬂpraciation 529,783,546 84,484,852 61‘.263'398
Customer Advances 1,572,719 5,134,306 6,707,025
Accumulated Deferred

Taxes 193,385,140 19,093,760 212,478,900

Investment Tax

Credit (Prior Law) 1,127,320 427,400 1,554,720
Subtotal T35 EC5725 ST09, 140318 S 835000043
NET ORIGINAL COST .
RATE BASE 511269£549t39° §13B,049¢477 §1‘407!598‘867

Reproduction Cost Rate Base

LG&4E 9presented a reproduction cost rate base of
$2,605,266,805,1%  which included electric facilities of
$2,238,145,899 and gas facilities of $367,120,906. LG&4E estimated
the value of plant in service, plant held for future use, and CWIP
at the end of the test year. LG&E also reflected the same
adjustments it had included in its net original cost rate base.
We have given consideration to the proposed reproduction cost rate
base.

CAPITAL
LG&E proposed a total capitalization of $1,364,481,820.14

Included in the total capitalization were five adjustments, which

13 powler Direct Testimony, Exhibit 5.
14 powler Direct Testimony, Exhibit 2, page 1 of 2.



LG&E allocated on a pro rata basis to all components of capital.
The five adjustments were for the Job Development Investment Tax
Credit (“JDIC"), the 25 percent disallowance of test year Trimble
County CWIP, the unamortized balance of extraordinary retirements
as determined by the Commission in Case No. 10064,15 the estimated
additional expenditures for Trimble County through December 31,
1990 net of the 25 percent disallowance, and the capital costs
relating to LG&E's new office building.

The AG proposed a total capitalization of $1,352,739,019.16
The AG added to total debt capital the difference between the
12-month average balance of gas stored underground and the April
30, -1990 - .balance. The AG deductedn:rom;coymon:equity:the entire
25 percent disallowance of test-year Trimble County CWIP and 25
percent of the net increase in fuel and supplies increases. After
making these adjustments, the AG allocated on an adjusted pro rata
basis the JDIC, the unamortized balance of extraordinary
retirements, and the capital costs relating to LG&E's new office
building. The AG atated that the adjustment to debt capital was
necessary because the test-year end balance was not representative
of the l2-month average balance, and it was logical to assume that
the gas balances were financed by short-term debt since they

varied greatly during the test year. The AG's proposal to remove

15 case No. 10064, Adjustment of Gas and Electric Rates of
Louisville Gas and Electric Company, Order dated July 1, 1988.

16 peward Direct Testimony, Exhibit TCD~1, Schedule 3.
-12_



the 25 percent Trimble County CWIP disallowance totally from
common equity was based on the Settlement Agreement approved in
Case No. 10320, which assigned any benefits, profits, or
entitlements realized on the disallowed 25 percent of Trimble
County to the shareholders of LG&E. The AG stated that LG&E had
put itself at risk for both the costs and rewards related to the
25 percent disallowance. MHNA supported the AG's position on this
issue.t? The AG stated that it was logical that LGSE would begin
to increase levels of fuel and supplies for Trimble County and
that 25 percent of those increases should also be removed.

KIUC proposed a total capitalization of $1,356,100,000.18
‘KIUC began. with-LG&E's total proposed-capitalization and removed
the pro rata allocation of the estimated additional expenditures
for Trimble County through December 31, 1990. KIUC stated that
LG&E had created a hybrid historic and forecasted test year,
inconsistently relying upon actual historic costs in some
instances and totally forecasted costs in other instances.1?

Jefferson et al, did not propose an amount for total
capitalization, but took issue with LG&E's proposal to include the
estimated additional expenditures for Trimble County through
December 31, 1990, Jefferson et al, stated that LGsE's
application had to be evaluated using the historic test year

17 prief of MHNA, pages 7 and 8.
18 xollen Direct Testimony, Table 6, page 42.
19 Id., page 13,



approach, and these additional expenditures did not constitute
known and measurable items.

The Commission does not agree that an adjustment to the
capitalization is necessitated by the use of an average balance
for gas stored underground in the rate base determination. Nor do
we agree with the arqument that LG&E finances its gas stored
underground exclusively through debt capital. 1In determining the
capitalization of a utility, the Commission establishes the
overall embedded capital needs which includes working capital
items which vary in value throughout the course of a 12-month test
period. These variations are sufficlient to compensate LG&E for
-the 'monthly variations in .gas .stored  underground. : Such an .
adjustment is not necessary in this case.

Concerning the AG's proposal to remove the entire 25 percent
disallowance of Trimble County CWIP from common equity, the
Commission has ruled in prior cases that the investment in utility
plant cannot be traced to epecific capital sources. The AG
presented no evidence to demonstrate that this investment actually
came from common equity alone. Trimble County's construction has
been £financed by all components of capital, not solely by common
equity. It is reasonable to allocate the disallowance on a pro
rata basis, 1in order to reflect this fact. The Commission notes
the inconsistency of the AG's position on this adjustment. While
proposing a higher level of debt for capitalization, this higher
level of debt was not reflected in the AG's proposed rate of

return.



The Commission has determined that LG&E's total test-year end
capitalization should be §1,355,523,360. The Commission has
accepted all of LG&E's proposed adjustments to capitalization with
the exception of the estimated additional expenditures on Trimble
County through December 31, 1990. As has been discussed earlier
in this Order, the Commission has determined that it is not
reasonable nor equitable to include these estimated expenditures
in rate base without concurrent adjustments to revenues and
expenses. Likewise, capitalization must reflect only the level of
Trimble County expenditures as of test-year end. The Commission

has also adjusted the capitalization for the amount removed from

.. rate bagse relating to.the.Trimble -County coal inventory, materials

and supplies, and stores expense,

PROPOSED PHASE 1I PROCEEDING

LG&E proposed a "pPhase II" proceeding in addition to the
current rate case. As proposed, Phase 1II would establish a
process whereby LGSE could recover the allowable 75 percent
portion of operation and maintenance expenses associated with the
operation of Trimble County. Four areas would be addressed in
Phase 1II. LG&E proposed to file with the Commission calculations
annualizing the first three months of actual operating and
maintenance expenses at Trimble County, as adjusted for
unrepresentative costs, Operating expenses would be reduced by
any Trimble County labor expenses recovered in this proceeding.
Operating and maintenance expenses would also be reduced by 25
percent of the administrative and general expenses associated with

the operation of Trimble County. Additional adjustments would be

-15=



made to reduce the operating and maintenance expenses by the net
revenues realized from off-system sales attributable to the
allowable 75 percent portion of Trimble County and depreciation on
Cane Run Unit No. 3, if the unit has been retired.?9 LG&E offered
this process as a means to avoid the expenses and time associated
with additional rate case proceedings, reduce the effects of
regulatory 1lag, avecid the problems associated with a forecasted
test year proceeding, and benefit LG4E's cuastomers by allowing it
to avoid future rate filings for a period of time,21

The AG, KIUC, and Jefferson et al. are opposed to the Phase
II proposal. The AG questioned LG&E's willingness to provide
. information .necessary-- to. »evaluate 'such a -f£filing ' and how
representative three months of operational data and off-system
sales would be on a going forward basis.?? KIUC characterized it
as an attempt to inappropriately accelerate its Trimble County
cost recovery and that the plan was premature and poorly
designed.23 Jefferson et al, cited problems with the three months
chosen for annualization, the complexity of c¢alculating the
annualization, and@ how known and measurable the final results

would be.2%poD stated that the proposal was toco narrow in acope.zs

20  powler Direct Testimony, page 31,
21 Id., page 3.
22

DeWard Direct Testimony, pages 53 and 54.
23

24

Kollen Direct Testimony, pages § and 22,
Kinloch Direct Testimony, pages 15 and 16,
25 prief of DOD, page 11. |
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The Commission does not believe it is reasonable to accept
the Phase 1II proposal. The abbreviated proceeding would make it
difficult to properly match revenues, expenses, rate base, and
capital items. Significant non-Trimble County events would be
excluded from Phase 1II, There is insufficient evidence to
demonstrate that an annualization of three months of actual
Trimble County data would be representative of going forward
conditions.

REVENUES AND EXPENSES

For the test period, LG&E had actual net operating income of
$121,674.03l.25 LG&E originally proposed several pro forma
.-&ddustments--tow;revenues~and expenses . to reflect more current ‘and -
anticipated operating conditions which resulted in an adjusted net
operating income of $122,043,734.27 Subsequently, LG&E proposed
several correcting adjustments. The proposed adjustments are
generally proper and acceptable for rate-making purposes with the
following modifications.

Revenue Normalization -~ Electric

LG4E proposed normalized electric operating revenues of
$502,388,879 based on the rates in effect at the end of the test
year. In normalizing its electric revenues, LG&¢E made adjustments
to reflect year-end customers, to eliminate a non-recurring
refund, and to eliminate the effect of changing to the unbilled

method of recording revenues midway through the test year.

26 powler Direct Testimony, BExhibit 1, page 1 of 3.
27 14., page 3 of 3.
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KIUC proposed an adjustment to increase normalized electric
revenues by $4,896,459 to recognize for rate-making purposes the
initial booking of unbilled revenues reported by LG&E in January
1990. The adjustment proposed by KIUC reflects a 3-year
amortization of LG&E's initial booked amount of $14,689,378. KIUC
contends that a one-time event such as LG&E's initial booking of
unbilled revenues should be given rate-making treatment consistent
with that afforded the one-time downsizing for which LG&E proposed
a 3-year amortization. KIUC maintains that both the downaizing
costs and the initlial booking of unbilled revenues should either
be amortized and included in the determination of LG&E's revenue
requirements .. .or . treated as - .one~time, non~recurring events that
ware booked during the test year, will not impact future earnings,
and should be excluded from the determination of LG4E's revenue
requirements.

LG4E's proposed adjustments are reasonable for determining
normalized electric revenues. No adjustment should be made to
amortize the amounts included in LG&#E's initial booking of
unbilled revenues. The initial booking is a one~time occurrence
recorded during the test year that will not impact future periods
during which the approved rates will be in effect.

Revenue Normalization ~ Gas

LGSE proposed normalized gas operating revenues of
$194,585,467 based on the rates in effect at the time of £filing
its application. In normalizing its gas revenues, LG&E made
adjustments to reflect normal weather conditions and year-end

customers. LG&E eliminated the effect of changing to the unbilled
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method of recording revenues and adjusted its gas cost revenues to
$130,285,428 based on its wholesale gas cost in effect at the time
the application was filed.

KIUC proposed an adjustment to increase LG&E's normalized gas
revenues by $5,034,036 to reflect a 3-year amortization of LG&E's
initial booking of unbilled revenues. This was the same
adjustment KIUC proposed for LG4E's electric revenues. For the
same reasons previously cited in the discussion of electric
revenues, the Commission finds that no adjustment should be made.

LG&¢E's normalized gas operating revenues have been reduced by
$11,289,435 to $183,296,032 based on LG&E's latest gas cost
- .adjustment effective - .-November 1, 1990.28 This .includes gas cost
revenues of $118,995,933 based on LG&E's current cost of gas.
LG&E's purchased gas expense has also been reduced to this amount
to reflect the current gas cost adjustment. With this adjustment,
LGSE's gas operating revenues will be properly normalized for
rate-making purposes.

Fuel Cost Recovery

On an adjusted basis, LG&E's electric fuel cost exceeded its
fuel cost recovery by $1,737,240 during the test year. The AG
proposed an adjustment to reduce fuel expense by $1,737,240 in
order to match fuel cost and fuel cost recovery to ensure that the
test-year under-recovery of fuel costs did not impact the setting

of base rates in a non-fuel cost rate proceeding.

28 cage No. 10064-J, The Notice of Purchased Gas Adjustment
Filing of Louisville Gas and Electric Company, Order dated
November 1, 1990.
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LG&E maintains that the AG's adjustment was based on an
erroneous understanding of the fuel adjustment clause ("FAC").
LG&E contends that the timing difference that exists between the
incurrence of fuel costs and the recovery of fuel costs prohibits
a matching of fuel cost and fuel revenues in any l2-month periocd.
LG&E recounts that these types of adjustments have not been made
in its past rate cases because the FAC was not designed to match
revenues with expenses but was designed to track a variable cost
outside of a general rate proceeding.

LG&E opines that the over- and under-recovery mechanism
approved in Administrative Case No. 309%9 will improve the match
between. fuel . cost -and fuel revenues but will not provide for a
full reconciliation of costs and that the proposed adjustment
would deprive LGSE of the opportunity to fully recover its costs,

It is true that the current FAC does not produce an absolute
synchronization of fuel costs and fuel cost recovery. Nor does it
result in a £full reconciliation of costs that will produce a
precise matching of fuel costs and fuel revenues in any l1l2-month
reporting period. The current FAC, however, with the over~ and
under-recovery mechanism approved in Administrative Case No. 309
is fully recovering, meaning that all allowable fuel costs will,
over time, be recovered through the clause.

In the past, the FAC tracked fuel costs for one month in

order to determine an adjustment factor that would be applied to a

29 paaministrative Case No. 309, An Investigation of the Fuel
Adjustment Clause Regulation 807 KAR 5:056, Order dated
December 18, 1989 and Order dated April 16, 1990.
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subsequent month's kilowatt-hour sales. This factor, applied with
a 2-month lag to a different level of sales, would produce an
over- or under-recovery for the billing month that was not
tracked, or reconciled, in subsequent months. Once incurred, a
monthly over- or under-recovery was lost, either to the utility or
the ratepayer, and was not subject to true-up at a later date.

The over- and under-recovery mechanism now in place ensures
that a given month's over- or under-recovery will be tracked and
included in the utility's fuel cost calculation in a later month.
The result is a fully recovering FAC through which all allowable
fuel costs will, over time, be recovered. With recovery of fuel
costs through-the FAC assured, it is improper to include the over-
or under-recovery of a given test year in the determination of a
utility's revenue requirements. Therefore, an adjustment should
be made to eliminate LG&E's test-year under-recovery of
$1,737,240.

Labor and Labor-Related Costs

LG&E proposed adjustments to increase the test~year operating
expenses by $3,570,447 for labor and labor-related costs. The
actual cost items and the proposed adjustments to combined gas and

electric operations are as follows:

Total
Wages and Salaries $4,010,669
FICA Taxes 334,829
Federal Unemployment 21,262
State Unemployment 41,348
Health Insurance {636,899)
Pensions {462,358)
Dental Insurance 29,463

Group Life Insurance 232:133



Wages and Salaries. LG&E proposed to increase wages and

salaries by $4,010,669. The proposed increase reflected the
effects of base wage increases granted to non-union employees
during the test year, a lump sum transition payment to non-union
employees during the test year, a 3 percent wage increase for
union employees effective November 12, 1990, and a change in the
labor capitalization rate due to the future commercialization of
Trimble County. LG&E's adjustment included@ the annualization of
the actual test-year-end levels of wages for each employee group.
The November wage increase was applicable to all of LG&E's union
employees, including those identified as “project temporaries"™ who
work at. Trimble County. Instead of using its test-year actual
labor capitalization rate, LG&E used the capitalization rate for
the month of April 1990 and adjusted it to reflect the changes
expected in labor operating expenses due to the commercialization
of Trimble County. This adjusted labor capitalization rate was
included in all of ILG&E's labor and labor-related cost
adjustments.

The AG disagreed with three components of LG&E's proposed
adjustment: (1) allowing the 3 percent union wage increase for
the project temporaries, citing LG&E's statements that these
employees would no longer be employed once Trimble County was in
commercial operation; (2) the inclusion of the lump sum transition
payment to non-union employees, stating that future incentive
payments were not known and measurable and not appropriate for
inclusion; and (3) the use of the adjusted April 1990

capitalization rate, inasmuch as LG&E had not established that
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April was a representative month and that LG&E was attempting to
recover Trimble County costs without making necessary adjustments
to off-system sales and expenses.

KIUC recommended that all non-~Trimble County pre- and
post-test-year adjustments proposed by LG&E be rejected as
inconsistent with the basic underlying concepts of determining the
test year basis for fair, Jjust, and reasonable rates.3° KIOoC
included the November 1990 union wage increase in this group of
adjustments. KIUC further argued that all pro forma adjustments
proposed by LG&E be rejected in the absence of a complete set of
appropriate pro forma adjustments to non~Trimble County operating
.. income and rate base.3l

LG&E's proposed adjustment to wages and salaries is
reasonable, except for two issues. While the November union wage
increase is based on the union contract, the Commission does not
believe it is appropriate to allow the 3 percent increase for the
Trimble County project temporaries. This particular group of
employees will be terminated once Trimble County is completed.32
The use of the adjusted April 1990 labor capitalization rate
proposed by LG&E is not acceptable. The adjustment of the rate to
reflect what is expected to happen when Trimble County is
commercialized is not appropriate., In light of the Commission's

decision to include only the level of investment in Trimble County

30
31

Kollen Direct Testimony, page 25.

I1d., page 29.

32 op.p., Volume IV, November 19, 1990, page 268 and 269.
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as of test-year end, it is not appropriate to use the estimated
labor capitaligzation rate, However, we have used the actual labor
capitalization rate for the last month of the test year, April
1990, without the Trimble County adjustment. The April 1990 labor
capitalization rate was 32.09 parcent33 which reduces LG&E's
test-year wages and salaries by $475,505.

FICA Taxes. LG4E proposed to increase its FICA taxes to

reflect increases in total wages and salaries, a change in the
FICA taxable wage base, and a change in the FICA tax rate. The
Commiassion has reviewed LG&LE's calculations for the FICA taxes.
It appears that LG&E did not include in its calculations the
effects: . of - .the November -1990 . union' wage : increase. Wage
adjustments and payroll tax adjustments should be determined in a
consistent wmanner and reflect the same wage increases. Based on
the Commission's decisions concerning the wage and salary
adjustment, the FICA taxes have been recalculated which increases
LGLE's test~year FICA taxes by $133,583.

Unemployment Taxes. In calculating its proposed increase to

federal and state unemployment taxes, LG&E followed the
methodology outlined by the Commission in Case No. 10064. The
proposed adjustment is reasonable, except for the labor

capitalization rate. Using the actual April 19%0 labor

33 Response to the Ccmmission's Order dated June 29, 1990, Item
16(d)}, page 7 of 16, $3,314,676 / $10,330,308 = 32.09 percent.
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capitalization rate, federal unemployment insurance should be
increased $14,701 and state unemployment insurance should be
increased $33,850 over the test-year actual expense.

Health Insurance. LG¢E's proposed reduction in health

insurance costs reflected its efforts in controlling its medical
benefit costs, which had been an issue in LG&E's last two general
rate cases. The AG opposed the use of the adjusted April 1990
labor capitalization rate in the calculation of this adjustment.
Using the actual April 1990 labor capitalization rate, it is
reasonable to reduce the test-year health insurance expense by
$1,003,962.

Penaions. LG&E's proposed pension ' expense - adjustment
included the results of its latest actuarial study. The AG
disagreed with incorporating the results of this study in the
adjustment, stating that a change in wage assumptions was not an
appropriate reason to ask ratepayers to bear the additional
expense. The AG also opposed the use of the adjusted labor
capitalization rate. Except for the labor capitalization rate
utilized, the pension adjustment is reasonable, resulting in a
$566,651 decrease in test-year pension expense,

Dental Insurance. The AG again opposed the use of the

adjusted labor capitalization rate in determining the adjustment
to dental insurance. The Commission believes that the dental
insurance expense is reasonable, except for the 1labor
capitalization rate utilized, and has determined the test-year

dental insurance expense should be decreased by $7,909.
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Group Life Insurance. 1In determining its proposed increase

toe group 1life insurance expense, LGGE followed the methodology
outlined by the Commission in Case No. 10064. Included in the
calculations were the total November 1990 union wage increase and
the adjusted April 19%0 labor capitalization rate. For the same
reasons stated concerning the wage and salary adjustment, the AG
opposed the inclusion of the union wage increase for the Trimble
County project temporaries and the adjusted labor capitalization
rate. In accordance with our decision on the wage and salary
adjustment, we have excluded the union wage increase for the
project temporaries and utilized the actual April 1990 labor
..capitalization: rate in .making this-adjustment, which increases the
test-year group life insurance expense by $206,187.

401(k) Thrift Savings Plan. Included in LGGE's test year

expenses for labor-related costs was the employer's share of its
401 (k) thrift savings plan ("401(k) plan"), which totalled
$449,029. This amount represented LG&E's match to amounts
deferred by its non~union employees who participated in the 401(k)
plan. LG&E proposed no adjustment to the test-year expense. LG&E
noted that the 401{k} plan was available only to non-union
employees, and very little of the matching share amount would be
appropriate to capitalize.34

The AG proposed to reduce the test-year expense to reflect

the capitalization of the expense at the test-year actual labor

34 T.E., Volume IV, November 19, 1990, pages 304 and 30S.



capitalization rate, and that it was inappropriate to totally
expense this item.3%

The Commission's initial concern that LG&E had not adjusted
the test-year expense to reflect the effects of its corporate
reorganization, which occurred during the test year, was allayed
by LG&E's schedule which showed the annualized test-year-end
employer match to be $385,349.35 We find it reasonable to include
$385,349 in expenses for the 40l1(k) plan, which generates a
reduction of $63,680 in test-year expense.

Supplemental Executive Retirement Plan. The AG proposed an
adjustment removing the test-year expense of LGsE's Supplemental

- .Executive Retirement  Plan ("SERP"): ‘The AG stated that the SERP

was designated for certain key employees, and in light of the
overall compensation and fringe benefits available to those
employees, the costs of the SERP should not be borne by
ratepayers. We agree, which reduces expenses by $247,922.

The Commission has noted in this proceeding several
references by LGSE to its analysis and outside evaluations of
portions of its labor and labor-related costs. In past orders the
Commission has encouraged this type of evaluation, as did the
management audit in several recommendations. However, LG&E has
not yet performed an overall, comprehensive evaluation of its

total compensation and fringe benefits package. Such an

35 peward Direct Testimony, page 31,

36 Responses to Data Requests from Hearing, filed December 5,
1990, Item 18.
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evaluation would compare LGAE's total compensation and fringe
benefits package with other utilities as well as with other
industries in 1its general service area. LG&E shouléd undertake
such an analysis of its total compensation and fringe benefits
package as soon as poessible.

Amortization of Downsizing Costs

During the last quarter of 1989, LG&E undertook a corporate
reorganization which resulted in a workforce reduction of 174
exempt and non-exempt employees. Throughout this proceeding, this
corporate reorganization has been referred to as a "downsizing."
The costs assoclated with this downsizing totalled $9,486,550 and
- were ~oomposed - of : separation allowance payments, enhanced eariy
retirement benefits, post-retirement health care provisions, and a
gain on the purchase of retired employees' annuities.37 LGsE
proposed to amortize these costs over a 3~-year period, and pointed
out that the annual amortization would not exceed the expected
annual savings resulting from the downsizing.3a

The AG stated that LG&E had incurred or accrued these costs
during the test year, had expensed these items during the test
year, that these costs would not be occurring on a going forward
basis,3? and recommended removing the test-year downsizing costs

in total and not allow amortization.

37 rpowler Direct Testimony, page 18.

38 I1d., page 19.

39 pewWard Direct Testimony, pages 28 and 29.
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KIUC recommended that the downsizing costs be amortized over
a l0-year perliod linked to the Commission's acceptance of KIUC's
proposals concerning unbilled revenues. KIUC stated that if its
proposals concerning unbilled revenues was not accepted, the
Commission should disallow recovery of the downsizing costs as a
matter of consistency.4° |

LG&¢E incurred and recorded the downsizing costs in the test
year. LG&E has already recovered these costs from its ratepayers.
While adjustments in 1its workforce will occur, it is highly
unlikely that LG&E will be involved with a downsizing of this
magnitude on a recurring basis. We have removed the entire
--§9)486,550 of downsizing costs for rate-making purposes.

Storm Damage Expenses

LG&E proposed an adjustment to increase storm damage expenses
by $723,291. LG&E calculated its adjustment by averaging the
actual storm damage expenses for the last 5 calendar years and
comparing the average to the test-year actual expense. The
methodology was essentially the same as was used by the Commission
in Case No. 10064.

Jefferson et al. performed an analysis of LGSE'S storm damage
expenses for the past 15 years and determined that the test-year
expense level was not below normal. Jefferson et al. arrived at
the same conclusion using the 5-year period LG&E used but

substituting two abnormal years with two normal years of expenses.

40 gollen Direct Testimony, page 25,
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As the Commission noted in Case No, 10064, the random
occurrence of severe storm damage cannot be accurately predicted.
The Commisgsion finds it is appropriate to include for rate-making
purposes a level of storm damage expense which reflects a
reasonable, on~-going level of expense. Traditionally, the
Commission has used historic averages in determining this
reasonable level of expense. In this proceeding, the Commission
has available the actual storm damage expenses for the past 15
calendar years. However, simply taking the average of an historic
period would not recognize the effects of inflation when looking
at such a 1long period of time. In Case No. 90-04141 the
- Commission .:.computed- storm. damage .expenses .by taking a 1l0-year
average of actual expenses, adjusted for inflation by using the
Consumer Price 1Index - Urban. We feel this approach the more
reasonable and the preferred methodology to be used in determining
this adjustment, which results in a $520,533 increase in storm
damage expenses.

Provision for Uncollectible Accounts

LG&E proposed an increase of $100,000 to the test-year level
of uncollectible accounts expense based on its analysis of the
appropriate total annual provision. The proposed increase was
determined using LG&E's actual 1990 accrual rate for the

provision.

41 cagse No. 90-041, An Adjustment of Gas and Electric Rates of
the 9gnion Light, Beat and Power Company, Order dated October
2, 1 00
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Jefferson et al. opposed the increase to the expense, citing
the fact that LG&E's actual charge-off history and accruals for
uncollectible accounts over the past 5 years have experienced
significant decreases in overall percentage,

The Commission believes it is best to leave the uncollectible
accounts expense at the test-year level.

Location of Gas Service Lines

LG&E proposed an increase of $152,000 in expenses related to
the location of customer owned service lines on private property.
LG&¢E stated that this adjustment reflects the additional costs
that it expects to incur as a result of placing temporary markings
to -locate  customer service ..lines.%2..The Commission f£inds that
LG4E has not adequately explained or supported the necessity for
this proposed adjustment. Therefore, the Commission has not
included the proposed increase in expense. The Commission is not
attempting to 1limit this activity. However, in determining the
reasonable level of expense on an on-geing basis, consideration
must be given to whether the activity involves an item which
should be expensed or capitalized. LG&E did not provide specific
evidence to allow a thorough analysis of this issue.

Headwater Benefit Assessment

LG&¢E proposed an increase of $108,033 in expenses to reflect
the £first year of a 3-year amortization of its Federal Energy
Regulatory Commission ("FERC") headwater benefit assessment. The

total amount of $324,098 reflects LG&E's initial FERC payment

42 powler Direct Testimony, page 21,
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pending LG&E challenges to FERC's original assessment of
$3,600,000. LG&E recorded this payment as a deferred debit.

RIUC claimed that LGSE had no regulatory authority to defer
this cost for future recovery. KIUC further stated that LG&E
selectively identified this cost as recoverable since it was not
specifically identified as an expense in its last rate case.
Under established rate-making theory, LG&E must bear the risks and
rewards of such costs as long as specific regulatory authority for
differing treatment is absent. KIUC argues that by allowing this
adjustment, the Commission would establish a precedential basis
for future manipulation of actual earnings and improper increases
in revenue -requirements in future rate cases.

Given that LGSE has not heretofore recovered this payment
from its ratepayers, we f£find it reasonable to allow LG&E to
amortize the headwater benefit assessment over a 3-year period.

Depreciation and Amortization Expenge

LG&E proposed to increase depreciation expense by $15,333,843
in order to annualize the test-year-end level of expenge and to
reflect the first year of depreciation expense on Trimble County.
Of the total adjustment, $15,171,389 was for electric and $162,454
wags for gas. Included in the annualization calculations were the
effects of LG&E's recently completed depreciation studies of the
electric and gas plant in service. The increase in the electric
depreciation reflected first year depreciation expense based on
estimated total cost of $715,000,000 adjusted for the 25 percent

disallowance.



The AG, KIUC, and Jefferson et al. all opposed this inclusion
stating that LGSE wanted to treat Trimble County in a vacuum.‘3
that LGsE's proposed treatment lacked consistency.“ and that
LGeE's adjustment for Trimble County expenses did not meet the
known and measurable standard.45

Although the first year dJdepreciation expense based on the
CWIP as of April 30, 1990 is allowed, supra, we do not include any
depreciation expense on the additional expenditures incurred after
teast-year-end. This allowance, together with other components of
LG&E's proposed adjustment we £ind reascnable and should be
included in expenses, which results in increased depreciation and
amortization : expenses of -$14,431,836, $14,269,382 electric and
$162,454 gas.

Property Taxes

LGsE proposed to increase its property tax expense by
$982,754 Dbased on the 75 percent recoverable portion of the total
expected expenditures for Trimble County estimated at
$715,000,000.

The AG, KIUC, and Jefferson et al. opposed the proposed
adjustment for the same reasons they expressed concerning the
Trimble County depreciation adjustment.

Consistent with our other decisions relating to Trimble

County, we have included a portion of the fixed costs of Trimble

43 peward Direct Testimony, page 48.

44 Kollen Direct Testimony, page 19.

45 ginloch Direct Testimony, page 11.
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County to @&llow an increase i{n property taxes related to the
balance of Trimble County CWIP as of April 30, 1990, which
increases the test-year property tax expense by $931.857.45

EPRI Membership Dues

LG4E proposed an increase of $1,311,826 to expenses
representing the projected 3-year average of the annual membersghip
dues LG&E will pay the Electric Power Research Institute ("EPRI").
In order for LG&E to access the research and development programs
and materials produced by EPRI, LG&E became a member of EPRI in
July 1950, LG&E's evidence showed that the annual costs of its
membership in EPRI would be offset by the benefits it receives
from -EPRI.. The full membership dues.are phased-in over a 3-year
period, and LGsE's proposed adjustment reflects the average of
those first 3 years' dues as calculated for 193%0.

The AG opposed the proposed adjustment because LG&E had not
quantified any cost savings attributable to its membership in
EPRI. KIUC opposed the adjustment because LGS&E had not proposed
all appropriate pro forma adjustments. Jefferson et al.
recommended the Commission withhold ratepayer support of EPRI
until EPRI's restrictive membership policy is changed or, at a
minimum, the Commission should exclude that portion of EPRI's dues
relating to nuclear research,

LGSE should have gquantified expected cost savings and
included those offsetting savings. The payment of the membership

dues was clearly a post-test year transaction and the benefits

46 powler Direct Testimony, Exhibit 1, Schedule E, line 3.



will likewise be reflected in reductions of future costs. In
order to properly include the dues in this case, the cost savings
expected from membership should have also been included. Because
these expected savings were not shown, we feel compelled to
exclude this proposed increase in expenses. The Commission
realizes that utilities need to undertake reasearch and development
projects, and we are not opposed to including the costs of those
projects when they are determined to be reasonable and benefits
are demonstrated and factored into the proposed revenues and
expenses.,

EEI Membership Dues

. -During ~the test year, .LG4E recorded as operating expense
membership dues of $178,779 to the Edison Electric Institute
{"EEI"). in Case No. 10054, the Commission excluded the
membership dues to EEI because LG&E had failed to show that its
membership in EEI was of direct benefit to its ratepayers.47 The
AG proposed to reduce the test year expense for various
EBI~related activities it considered inappropriate. Jefferson et
al. proposed that all EEI dues be removed from the test year
because EEI was a utility industry 1lobbying organization.
Although LGSE gave three examples of ratepayer benefits derived
from its membership in EEI, it still has not adequately shown that
there is a direct ratepayer benefit from membership in EEI. As
LG&E acknowledged, all of the major benefits associated with EEI

47 case No. 10064, final Order dated July 1, 1988, page 60.



membership are available to LG&E independent of EEI. Further,
EEI's lobbying activities are clearly a below-the-line expense.

New Office Expenses

In keeping with LG&E's position tc exclude all costs
associated with the relocation to the new corporate headgquarters,
an additional $2,485%8 in legal costs related to the headquarters
relocation which were inadvertently included in the test year have
been excluded.

Holding Company Expenses

In keeping with the Commission's Order in Case No. 89-374,%9
$6,6125° in legal expenses Incurred for the LG&E Energy
Corporation ("Holding Company"). included in test-year operating
expenses has been disallowed.

Trimble County Marketing Costs

Test-year costs of $156,4345] associated with marketing the
25 percent disallowed portion of Trimble County has been excluded,
decreasing operating expenses by $156,323. The AG had proposed to
remove $500,000 in Trimble County expenses, but produced no

evidence to support his assumptions.

48 Responses to Data Requests from Hearing, filed December 5,
1990, Item 9.

49 case No. 89-374, Application of Louisville Gas and Electric

Company for an Order Approving an Agreement and Plan of

Exchange and to Carry Out Certain Transactions in Connection

Therewith, Order dated May 25, 1990.

50 Respongses to Data Requests £from Hearing, filed December 5,

1990, Item 8,

51 resE Hearing Exhibit No, 16.



State Sales Taxes

LGS&E proposed to increase 1its satate sales tax expense by
$163,000 to reflect the change in the Kentucky sales taxes rate
effective July 1, 1990. Although KIUC opposed this adjustment on
the grounds that LG&E had not made necessary the pro forma
adjustments, The Commission believes it is reasonable to reflect
this change in the state sales tax rate and has increased the
state sales tax expense by $163,000.
Office Suppllies and Professional Services Expenses

The AG proposed to reduce LG&E's test-year expenses for
office supplies and professional services by $1,818,791. This
--amount -represented a reduction to the levels recorded in the year
prior to the test year. The AG argued that LGSE had falled to
meet its burden of proof in justifying these expense increases,
and advocated the Commiassion further decrease LG&E's test-year
expenses tc reflect information provided subseguent to the hearing
as well as improper items of expense included by LG&E but not
detected by the AG.3?

The Commission has reviewed the account description in the
Uniform System of Accounts ("USoA") for Account No. 921, Office
Supplies and Expenses, This account can include charges for items
such as printing, stationary, meals, traveling, and incidental
expenses. However, expenses charged to any account must be
evaluated on the reasonableness of the charge and how appropriate

it is to include the charge for rate~making purposes. The charges

52 prief of AG, page l.



questioned by the AG were recorded in subaccounts of Account No.
921 which were periodically "zeroced out."™ Thus, these charges
were not included in the test-year balance for Account No. 921.
Given the information avalilable, the Commission finds reasonable
the test~year level of expense recorded in Account No. 921.

Concerning the professional services, LG&E has shown that it
had already removed or reduced several of these charges in its pro
forma adjustments. The Commission has specifically reviewed the
invoices provided to the AG for test-year legal charges. LG&E
edited many of these invoices and provided only very brief
descriptions for the edited items. LG&E claimed that it could not
discloge: the nature of certain -legal activities under the
attorney-client privilege. The invoices included charges for
numerous proceedings involving Trimble County and other major
igsues before or with the Commission. The Commission believes it
is reasonable to remove the charges for the numerous Commission
related proceedings since this level of activity should not be as
large with the completion of Trimble County, on a going forward
basis. We have also removed charges relating to the invoices
where descriptions have been omitted, reducing test-year
professional services expense by $294,676.

Miscellaneous Expense Adjustments

The AG proposed to reduce miscellaneous expenses by $314,903.
Included in this proposed adjustment were contributions, economic
development donations, moving expenses, and commitment fees
recorded above the 1line, which the AG argues were not the

ratepayers responsibility. The AG also argued that LG&E's
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commitment fees should not be as high as in the past, since these
fees had been related to the financing needs of Trimble County.

We have removed the contributions, economic development
donations, and the moving expenses from the test-year expenses.
The Commission traditionally has excluded above the 1line
contributions and donations from rates; and we have not been
persuaded that the moving expenses incurred in the test year
represent a recurring item of expense. However, it is reasonable
to include the test year level of commitment fees, because LG&E
will be incurring commitment fees for its financing requirements
on a recurring basis, Taken together this reduces test-year
.miscellaneous expenses by $151,507.

Amortization of Management Audit Fee

In Case No. 10064, the Commission approved LG&E's request to
amortize the cost of the Management Audit over a 3-year period.
This resulted in an annual amortization of $194,000.33 As of the
end of the test year, $226,333%°% remained to be amortized. At the
present amortization rate, LG&E would have recovered the cost by
the middle of 1991.

LG&E should recover the total cost of the management audit
but it is not entitled to recover in excess of its cost, requiring
the amortization rate to now be adjusted. The annual amortization
rate for rate-making purposes should be $75,444 based on a 3-year

amortization of the unamortized <cost at test-year-end.

53 case No. 10064, Order dated July 1, 1988, page 62.
54 April 1990 Monthly Report, page 28.



Considering that the amortization has continued during the course
of these proceedings, LG&E will recover its entire cost by the
middle of 1992 at the $75,444 annual amortization rate. Test-year
expenses have been reduced by $118,560 to reflect this adjustment.
Annualization of Year-End Customers

LG&E proposed an increase in operating expenses of $1,118,728
to reflect the increase in expenses related to annualizing the
number of customers at test-year-end. This adjustment
corresponded to a similar adjustment to operating revenues.

The AG proposed an increase in operating expenses of
$947,065. The AG made several adjustments to the operating
.axpenses used in -the - calculation of the .proposal, stating that
several expenses included by LG&E had not been shown to vary with
the number of customers. The AG further stated that absent an
LG&E study which showed that expenses increased with customer
growth revenues, any adjustment based on an operating ratio is not
known and measurable,35

The Commission specifically wused the operating ratio
methodology in Case Neo. 10064 and LG&E has followed that
methodology in preparing its proposal. We have accepted LG&E's
proposed adjustment.

Directors and Officers Liability Insurance

The AG proposed to reduce expenses by $245,943 tc reflect the
assignment of 50 percent of the cost of directors and officers

liability 4insurance to the shareholders of LG&E. The AG argued

55 peWard Direct Testimony, page 33.



that the protection provided by the insurance was for both the
shareholder and ratepayer. While there may be some benefits to
shareholders, the main beneficiaries are the ratepayers. This
insurance allows LG&E to induce highly qualified individuals to
serve on its Board of Directors. We feel it is not proper or
reasonable to include this adjustment.

Workers' Compensation Insurance

The AG proposed to reduce expenses by $536,187 to reflect a
portion of the Workers' Compensation insurance expense recorded in
the test year as capitalized. The AG stated that it was unclear
whether LG&E was capitalizing any of the Workers' Compensation
.. insurance ..costs, but <that .such . an.adjustment-.was appropriate..
LG¢E indicated that it was in fact capitalizing its Workers'
Compensation insurance costs.3® The Commission believes the
amount included as workers' compensation insurance expense is
reasonable.

Amortization of Investment Tax Credits

LG4E proposed to increase the amortization of investment tax
credits ("ITC") by $1,554,000. The proposal reflected the change
in depreciation rates used by LG&E and the amortization of ITCs
attributable to Trimble County. The proposal reflected Trimble
County ITCs for plant tc be in service as of December 31, 1990.

The AG, KIUC, and Jefferson et al. opposed the inclusion of

the Trimble County ITC amortization for the same reasons expressed

56 1,B., Volume IV, November 19, 1990, page 185.
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concerning LGsE's proposed adjustment to depreciation expense
related to Trimble County.

As discussed earlier in this Order, it is reasconable to
nclude Trimble County CWIP as of test-year end and the related
first year depreciation expense in rates. Likewige, it is
reasonable to include the amortization on the Trimble County ITCs
related to the April 30, 1990 balance of CWIP, which increases the
amortization of ITCs by $1,507,000.57

Flowback of Unprotected Federal Excess Deferred Taxes
In Case No. 10064, the Commission ordered LG&E to amortize

$4,749,500 in unprotected federal excess deferred taxes .and
- $4,385,600. in .state tax deficiencies over a‘s-year-period.ss The
AG claimed that LG&E did not appear to be in conformity with the
Order in Case No. 10064 and proposed that the test year flowback
of the unprotected federal excess deferred taxes be increased by
$162,300. LGSE stated that it had changed the amount of the
federal amortization due to the discovery of some errors in the
amounts originally provided to the Commission in Case No. 10064,
but even after the discovery of these errors, it had not informed
the Commission of the change. LG&E filed information concerning
the change in the amount of unprotected excess deferred taxes and
its change in the amortization amount.

The Commission has reviewed the account information. It

appears that both amortization amounts have been changed, not just

57 rowler Direct Testimony, Exhibit 1, Schedule ¥, line 5.
58 case No. 10064, Order dated July 1, 1988, page §61.
-



the amortization for the federal excess deferred taxes.
Insufficient information has been provided to justify a change in
the federal amortization as ordered in Case No. 10064. The
flowback of unprotected federal excess deferred taxes is restored
to the level ordered in Case No. 10064 by $162,300.

State Income Tax Rate Change

LG&E proposed three adjustments to reflect the change in the
Kentucky income tax rate, which became effective January 1, 1990.
The adjustments were an increase in state income tax of $508,000;
an increase in deferred state income tax of $42,000; and an
increase in the amortization of cumulative state deferred tax of
-$512,000. - -In -all -three adjustments, LG&E computed the corres-
ponding savings in federal income taxes relating to the state
income tax rate change.

The methodology used to reflect the change in the state
income tax rates is reasonable., But, based on the information
provided, these adjustments require recalculations to reflect the
level of state tax deficiency identified in Case No. 10064. The
state income tax is increased by $508,000; deferred state income
tax increased by $41,473; and the amortization of cumulative state
deferred tax increased by $446,582.

Tax Adjustment for Other Interest Expense

LGsE proposed to increase income tax expense by $198,430 to
reflect the income taxes applicable to other interest expense., 1In
Case No. 10064, the Commission determined that LG&E could not
recover other interest expense from ratepayers. Because LGSE

could not recover this expense from ratepayers, LG&E claims that
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the ratepayers should not receive any corresponding income tax
benefits. We do not agree. According to the USoA, other interest
expense is recorded below the line.

It is not proper to make the proposed adjustment to income
tax expense without supporting documentation which shows LG&E
included other interest expense in the determination of its
above-the-line income tax expense.

Interest Synchronization

LGSE proposed two adjustments in order to determine its
interest synchronization. The £first adjustment annualized the
interest expense on debt, and the second reflected the allocation
of JDIC on. -the . computation. . Traditionally, the Commission has
applied the cost rates applicable to the long-term debt and
short-term debt components of the capital structure in order to
compute an interest adjustment. This was the approach the
Commission used in Case No. 10064. The debt components utilized
in this computation reflect the effects of the JDIC allocation and
reductions to capital structure due to the 25 percent Trimble
County disallowance and the capital costs of LG&E's new office
building. Using the adjusted capital structure allowed, the
Commission has computed an interest reduction of $1,193,023 which
results in an increase to income taxes of $470,588.

Following the approach used in Case No. 10064, the Commission
has applied the combined state and federal income tax rate of
39.445 percent to the accepted pro forma adjustments. The
Commission finds that combined operating income should be
increased by $6,639,060 to $130,376,955.



The adjusted net operating income is as follows:

Electric Gas Total
Operating Revenues $502,388,881 5183,296,032 $685,684,913
Operating Expenses 384,835,893 170,472,065 555,307,958
ADJUSTED NET
OPERATING INCOME $117,552,988 $ 12,823,967 $130,376,955

RATE OF RETURN
Capital Structure

LG4E proposed an adjusted end-of-test-year capital structure
containing 43.13 percent long-term debt, 4.69 percent short-term
debt, B8.22 percent preferred stock, and 43.96 percent common
- equity. - Year-end, long-term debt was adjusted to reflect: (1)
the retirement of $16,000,000 of 4 7/8 percent First Mortgage
Bonds, Series due October 1, 1990;%9 (2) the scheduled redemption
of §$750,000 of 1975 Pollution Control Bonds due September 1,
1990:60 and (3) the refinancing of $25,000,000 of Series J 1985
Pollution Control Bonds at 8.25 percent interest with 1990 bonds
at 7.45 percent interest.6! The retirement of the $16,000,000 of
4 7/8 percent First Mortgage Bonds and the redemption of the
$750,000 1975 Pollution Control Bonds were reflected as
adjustments to short-term debt. The refinancing of the 1985

59  powler Direct Testimony, Exhibit I, Schedule V.

60 14,

61 T.E., Volume IV, November 19, 1990, page 1ll.
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Series J Pollution Control Bonds with 1990 bonds did not affect
the capital structure.

LG&¢E decreased year-end preferred stock and increased common
equity by $1,033,459, the discount and expense associated with the
preferred stock issues.52 LGEE also decreased common equity by
$9,251,593 to reflect the adjustment to retained earnings for
unbilled revenues as discussed previously in this Order,63

The AG proposed a capital structure containing 43.11 percent
long~term debt, 4.69 percent short-term debt, 8.30 percent
preferred stock, and 43.90 percent common equity.54 The
difference in the AG's proposal and LG4E's proposal is that the AG
proposed-to-exclude unamortized premiums, discounts, -and expenses.
The AG claims these amounts are not a part of the permanent
financing of a utility. Morecver, the AG disagreed with LG&E's
adjustment to place the preferred stock discount and expense in
the weighted average of preferred stock.®5 The AG maintained that
the preferred stock discount and expense was properly recorded in
the capital stock account and should remain in the weighted
average of common equity.

Premiums, discounts, and other expenses of issuing securities

are an integral part of the financing of a utility and should be

62 powler Direct Testimony, page 1 of 2.

63 Id., page 1.

64 yeaver Direct Testimony, Exhibit, Statement 17.
65 14., page 30.



reflected as such in the capital structure., IG&E's adjustment to
place the discount and expenses associated with preferred stock in
the preferred stock structure is appropriate. The Commission

finds LG&E's capital structure is as follows:

Percent
Long-Term Debt 43.13
Short-Term Debht 4.69
Preferred Stock 8.22
Common Equity 43.96
Total Capital 100.00%

Cost of Debt and Preferred Stock

LG&E proposed a cost of long-term debt of 7.72 percent after
- adjustments for the .refinancing of - the $25,000,000 1985 First
Mortgage Bonds, 66 The AG proposed a coast of long-term debt of
7.79 percent67 but did not inciude an adjustment for refinancing
the 1985 First Mortgage Bonds. 7To arrive at its cost of long-term
debt, LG&E included the unamortized premium on bonds in long-term
debt and adjusted interest expense by the amortization of
expenses, premiums, and the loss on reacquired debt.58 The aG aid
not include the unamortized premium on bonds in long-term debt and

adjusted interest expense by the amortization of the expenses and

66 calculated from Fowler Direct Testimony, Exhibit 2, page 1l;
and T.E., Volume IV, November 19, 1950, page 1ll.

67 Weaver Response to LG&E, 17.

68

Fowler Direct Testimony, Exhibit 2, page 1l; and Exhibit 1,
Schedule V.
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premium but did not adjust interest expense by the amortization of
the loss on reacquired debt.59

It is more appropriate to adjust long-term debt by the
unamortized premium on bends and to adjust interest expense by the
amortization of the loss on reacqguired debt. We find the cost of
long-term debt to be 7.72 percent.

LG&¢E proposed the cost of short-term debt to be 8.38.70 The
AG proposed the cost of short-term debt to be 8.43.71 The AG
subsequently agreed with a cost of 8.38, and the Commission
concurs.

LGsE’2 and the AG’3 both agreed that the cost of preferred
gstock is 8.09 percent and the Commission concurs.
Return on Equit

LG&E proposed a return on eguity ("ROE") in the range of 13.0
to 13.5 percent.74 and subsequently revised its expected cost of
equity to be in the range of 13.25 to 13.75 percent.75 The AG
proposed a range of 12.0 to 12.5 percent.76 KIUC proposed an ROE

69 weaver Direct Testimony, Exhibit, Statement 15.

70  powler Direct Testimony, Exhibit 2, page 1.

71  yeaver Direct Testimony, Exhibit Statement 16, page 2.
72  powler Direct Testimony, Exhibit 2, page 1.

73 Weaver Direct Testimony, Exhibit, Statement 17.

74 ol1son Direct Testimony, page 36.
75

76

Olson Supplemental Testimony, page 18.
Weaver Direct Testimony, page 28.



of 11.7 percent.77 Jefferson et al. proposed an ROE in the range
of 11.0 to 11.5 percent.’8

To determine the ROE, LG&E used a discounted cash flow
("DCF") analysis. In addition, LG&E utilized an interest premium
calculation and DCF study of eight other electric utilities as a
check on the results of its DCF analysis. LG&E adjusted the
results for financing coste and to show additional margin.

In its DCF analysis, LG&E used a dividend yield of 7.57
percent’? based on a projected dividend rate of $2.84 and a
6-month high/low stock price average during the period May 1 -
October 26, 1990.80 1LGsE relied on three methods of analysis to
- determine . its .estimated - growth rate: 1) a study of past and
current trends in dividends, earnings and book value; 2) retention
or internal growth; and 3) estimates of expected growth available
from security analysts.al Based on its analysis, LG&E opined that
investors expect growth of 4.75 to 5.25 percent.82 Overall,
LG§¢E's DCF analysis produced a return requirement of 12,32 to
12.82 percent.83

77 Baudino Direct Testimony, page 26.

78 Kinloch Direct Testimony, page 22.

79 olson Supplemental Testimony, page 17.
80 14,

81 o1e

Olson Direct Testimony, page 23,
82 44., page 29,
83 o1gon Supplemental Testimony, page 17.

-89~



Using an interest premium approach as a first check on its
DCF analysis, LG&E concluded its cost of common eguity to be 14.5
percent. The risk premium of investors was estimated to be 4.75
percent. This was added to the current yield to maturity on
Double A bonds of 9.8 percent.84 As a second check of its
results, LGSE performed a DCF study of eight selected utilities.
The results indicated an investor regquirement of 12,48 to 12,98
percent .85

LGSE determined that the results of its DCF analysis were not
in fact the returns required by investors. LG&E applied an 8
percent premium to its DCF results to compensate for financing
cost and market pressure.85r~LG&E concluded that its required ROE
should be 13.25 to 13.75 percent.a7

To perform a DCF analysis, the AG selected 5 companies he
considered to be of comparable risk to LG&E. The companies
congsidered were combination gas and electric companies reported in

Vvalue Line with characteristics similar to LGSE in capital

structure ratios, total assets, fuel mix, electric vs. gas revenue
distribution, betas, stock ratings, and bond ratings.e8 According
to the AG's analysis, LG&E has a slightly greater amount of risk

from its capital structure and operating leverage than the

84 01son Direct Testimony, pages 32-33.
85 olson Supplemental Testimony, page 18.
86

Olson Direct Testimony, page 36.
87 o1son Supplemental Testimony, page 18.
88 weaver Direct Testimony, page 6.
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comparison group but this risk is offset by the greater risk of
the comparison group from acid rain logialation.ag

The AG used four methods of calculating growth for its DCF
analysis. The methods used were: 1) compound growth rate in
dividends per share; 2) compound growth rate in earnings per
share; 3) compound growth rate in book value per share; and 4)
earnings retention ratio multiplied by ROE. Based on these
calculations, the AG's recommended growth rate was 4.0 to 4.5
percent.90

The AG calculated a dividend yield from June 29, 1990 through
September 7, 1990 of 7.44 percent for LGE and 7.75 percent for
-the ...comparison .group.sl‘-mhe-as employed these yields in its DCF
analysis to reflect greater uncertainty cauvsed by the Middle East
situation.%2 The results of the AG's DCF analysis yielded an ROE
for LG&E of 11.74 to 12.27 percent and 12.06 to 12.60 percent for
the comparable companiea.93 Bagsed on these results the AG
determined LG&E's required ROE to be within a range of 12.0 to
12.5 percent.94

KIUC performed a DCF analysis using the same eight companies
that LG&E used in its DCF study of comparable companies and a risk

89 1d., page 18,
90  13., page 25.
91

1d., page 26.
92 14,

93 1d., page 27.
94 Id., page 28,



premium analysis. KIUC calculated a 6-month average dividend
yield during the periocd from Pebruary through July 1990 of 7.22
percent for the comparison groupgs and 7.28 percent for LG&E, 96
Averaging the Institutional Brokers Estimate System ("IBES")
earnings growth project, Value Line compound dividend growth rate
from 1990 to 1994, and Value Line compound earnings per share
growth rate from 1990 to 1994 resulted in an expected growth rate
of 4.28 percent for the comparison groupg7 and 3.46 percent for
LGsE.98 To complete the DCF equationa, KIUC applied one-half the
growth rate to the historical dividend ylelds to arrive at a ROE
for the comparison group of 11.65 percent?? and 10.87 percent for
LGsE. 100 . k1uc opined. that its DCF cost of equity for LG&E was .too
conservative given the DCF cost of equity for the comparison
group.101 KIUC found the comparison group results were not
understated based on a sustainable growth calculatlon it performed
as a check,.102

In addition, KIUC performed a risk premium analysis as a

supplementary check on its DCP analysis., Adding a risk premium of

95 paudino Direct Testimony, page 1ll.

96 Id., page 18,
97 1d., page 13.
%8 1d4., page 19.
99 1d.., page 16.
100 Id., page 20.
101 13., page 21.
102 Id4., page 25.



2.11 percent to the 9.65 percent average yleld of LG&E's first
mortgage bonds for February and July 1990 resulted in a cost of
equity for LG&E of 11.76 percent.103 In its final analysis, KiOC
averaged the results of its DCF for comparison companies and its
risk premium analysis to arrive at its estimate of 11,7 percent as
a fair rate of return for LG&E.104

Jefferson et al. opined that an ROE between 11.0 and 11.S5
percent would offer LG¢E's shareholders a fair return on their
investment.105 This was based on a review of returns recently
granted by other Commissions as published in Public Utilities
Fortnightly and KIUC's assessment oOf LG&E's level of risk as

- .compared. to the named utilities.

The 8 percent premium proposed by LG&E to adjust for
flotation cost and market pressure would overstate LG4E's cost of
capital. LG&E is rated a solid Aa/AA by Moody's and Standard and
Poor and thus can be considered less risky than the average
utility investment. Pressure to finance ongoing construction is
declining and by its own admission, LGS&E is in a one-of-a-kind
position to perform under the Clean Air Act. However, the current
state of the economy is timorous. The Commission, having
considered all of the evidence, including current economic
conditiona, £inds that an ROE of 12.25 to 12,75 percent ls fair,

just, and reasonable. An ROE in this range would allow LG&E to

103 Id., page 24,

104 13,, page 26.

105 ginloch Direct Testimony, page 22.
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attract capital at a reasonable cost and maintain its financial
integrity to ensure continued service and provide for necessary
expansion to meet future requirements, and also result in the
lowest possible cost to ratepayers. A return of 12.5 percent will
best meet the above objecfivea.

Rate of Return Summary

Applying the rates of 7.79 percent for debt, 8.09 percent for
preferred stock, and 12,50 percent for common equity to the
capital structure produces an overall cost of capital of 9.89
percent, which we find to be fair, just, and reasonable. This
cost of capital produces a rate of return on LG&E's net original
«cost rate. base of 9.52 .percent which the Commission finds is fair,
just, and reasonable.

REVENUE REQUIREMENTS

The Commission has determined that LG&E needs additional
annual operating income of $3,618,915 to produce a rate of return
of 12,50 percent on common equity based on the adjusted historical
test year. After the provision for state and federal taxes, there
is an overall revenue deficiency of $5,976,245 the amount of
additional revenue granted. The net operating income necessary to
allow LG&E the opportunity to pay its operating expenses and fixed
costs and have a reasconable amount for equity growth 1is
$133,995,870. A breakdown between electric and gas operations of
the required operating inccome and the increase in revenue allowed

is as follows:



Electric Gas Total

Net Operating Income

Found Reasonable $120,854,300 § 13,141,570 $133,995,870
Adjusted Net Operating

Income 117,552,988 12,823,967 130,376,955
Net Operating Income

Deficiency 3,301,312 317,603 3,618,915
Gross Up Revenue Factor

for Taxes [1.00-,39445] +.60555 +60555 .60555
Additional Revenue

Required 5,451,758 524,487 5,976,245

The additional revenue granted will provide a rate of return
on the net original cost rate base of 9.52 percent and an overall
return on total capitalization of 9.89 percent.

~Phe - rates —-and charges in Appendix A are designed to produce
gross operating revenues, based on the adjusted test year, of
$691,661,158. These operating revenues include $507,840,639 in
electric revenues and $183,820,519 in gas revenues, The gas
operating revenues reflect the most recent gas cost adjustment
approved in Case No. 10064-J.

PRICING AND TARIFF ISSUES

Electric Cost-of-Service Study

LG4E presented a fully embedded time-differentiated electric
cost-of-service study for the purpose of allocating costs among
the classes of service on the basis of cost incurrence. The study
used a base-intermediate-peak {"BIP") method to allocate
production and transmission costs to costing periods and to

customer classes. The BIP methodology, which was approved by the



Commigsion in Case Nos. 8616,106 8924,107 and 10064,198 yas
described by LG&E in the following manner:

The cost assignments to the base period were established
on the basis of the relationship of the minimum demand
to the maximum demand. This recognized that some level
of capacity is always present to meet customer needs.
Base costs were allocated among classes based on their
individual contribution to the average system demand.
Intermediate peak costs were determined on the basis of
the maximum winter peak demand over and above the
average demand. Such costs were then assigned to the
winter peak period based on the relationship of the
number of hours in that period to the total hours in
both the winter and summer peak periods. Costs were
then allocated among customer classes according to each
class's contribution to the winter peak demand. The
remaining production and transmission costs were
assigned to the summer peak period and allocated on the
basis 28 each c¢lass's contribution to the summer peak
demand.109

All other electric cost-of-gservice methodologies used by LG&E are
essentially the same as those approved by the Commission in LG&E's
last two rate cases.

KIUC recommended that demand-related costs be allocated to
customer classes using the Probability of Peak ("POP") method.
This method represents a type of coincident peak allocation in

which each class's contribution to the utility's twelve monthly

106 cage No. 8616, General Adjustment in Electric and Gas Rates of
Louisville Gas and Electric Company, Order dated March 2,
1983, pages 33-34.

107 cage No. 8924, General Adjustment in Electric and Gas Rates of
Louisville Gas and Electric Company, Order dated May 16, 1984,
pages 37-38.

108 cage No. 10064, Order dated July 1, 1988, pages 81-84.

109 yaiker Direct Testimony, pages 11-12.
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system peaks are weighted by a given month's relative probabllity
of attaining the annual systenm peak.llo RIUC concluded that
LGeE's electric cost-of-gervice study could not be used because it
does not properly assign costs to customer classes. KIUC argued
that the BIP method is deficient because it allocates a portion of
demand-related production and transmission costs on an energy
basis and assigns too much of the remaining weight to LGIE's
winter system peak.lll

According to LG&E, the POP method proposed by KIUC results in
an assignment of nearly 90 percent of the weight of production and
transmission costs to the coincldent peaks that occurred during
the summer -months..of July. and August, with over 97 percent
assigned to the June-September period.n2 LG&E further contended
that the POP method leads directly to a class allocation in which
the 1lighting schedules, Rates PSL, OL, and SLE, are assigned no
portion of the production and transmission demand-related costs
even though customers served under those rate schedules have
access to power whenever they desire it,113 KIuC even stated that
"demand-related fixed costs are incurred@ due to the utility's
obligation to provide service when requastad“.114 LG&E stated
that the BIP method is superior to the POP method in reflecting

110 galcic Direct Testimony, page 11.
L33 1d., page 10.

112 prief of LG&E, page 122,

113 1d., pages 122-123,

114 galcic Direct Testimony, page 8.
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the realities of cost incurrence on its system and should be used
in the analysis of cost of service, 115

The Commission continues to believe that the BIP method is
appropriate as a means of allocating production and transmission
costs to the customer classes. The BIP method recognizes that
LG&E's embedded production and transmission costs were incurred to
meet all customer demand, not just that which is coincident with
system peak. KIUC's proposed POP method places too much weight on
coincident peak demand. If any customer has access to electricity
whenever it is demanded, that customer should bear the
responsibility of some portion of demand-related costs.

LGsE's -electric:-cost~of~-gervice study is acceptable and
should be used as a starting point for electric rate design.

Gas Cost-of-Service Study

LG4E filed a fully embedded gas cost-of-service study to
allocate costs among the classes of service on the basis of cost
incurrence and to determine the relative contribution that each
rate class makes to overall return on net rate base, Pursuant to
a Commission directive in Case No. 10064, LG&E disaggregated its
customers in this cost-of-service study into the following
classes: Residential Rate G-1, Commercial Rate G~l, Industrial
Rate G-l, Commercial Rate G-6, Industrial Rate G-6, and Port Knox

115 prief of LG&E, page 123,



Special Contract.116 For purposes of this study, LG&E combined
the sole customer served under Uncommitted Gas Service Rate G-7
with Industrial Rate G-6.117 LG&E stated, however, that the
provision of service to Rate G-7 customers is markedly different
from that provided to Rate G-6 customers,118

LG&E did not disaggregate the customer classes further into
transportation and sales categories. LG&E contended that aince
all transportation customers may purchase any portion of their
annual gas reguirements under the applicable sales rate schedules,
and since all but one of its transportation customers purchased
sales gas during the test year, a disaggregation of transportation
. customers would»bewunneceasa:y.llg

LGsE's cost~of-service model consists of the following steps:
(1) costs are assigned to the major functional groups (underground
storage, transmission, distribution general, distribution
structures, distribution mains, distribution services,
distribution meters, customer accounting, and customer services);
(2) functionalized costs are then classified into demand,

commodity, and customer components; and then (3) classified costs

116 rn the Commission's Order in Case No. 10064 dated July 1,
1988, at page 81, LG4E was directed to address, in its next
rate case, an assertion made by KIUC that LG&¢E's
cost-of-service study did not fully disaggregate its various
classes of customers.

117 walker Exhibit 2, page 1.
118 14,
119 prijef of LGsE, page 125,
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are allocated to LG&E's rate classes.120 LG&E's gas
cost-of-gservice methodologies are consistent with those approved
by the Commission in Case No. 10064.

The AG criticized several allocation methodologies used by
LGGE and suggested alternative allocation factors. The AG,
however, did not conduct a cost-of-service study incorporating his
recommended allocation factors.l2l

The AG proposed to allocate exactly half of the
demand-related underground storage and transmission costs on the
basis of extreme winter seasonal reqguirements and design-day
demand, the same factor LG&E used tc allocate all of the storage
- and transmigssion-.demand costs in its cost~of~service study. The
AG recommended that the other half be allocated on the basis of
total class usage.l22

Similarly, the AG proposed to allocate half of the
commodity-related storage and transmission costs on the basis of
design~day demand, with the other half allocated on the basis of
total class usage.l23

The AG proposed to allocate one~third of the costs associated

with distribution satructures and equipment on the basis of class

120 walker Exhibit 2, page 2.
121 7,.g., Volume VII, November 26, 1990, pages 12-13.
122 gheehan Direct Testimony, pages 1l0-1l1l.
123 I1d., page 12.
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design-day demand, with the remaining two-thirds allocated on the
basis of total class usage.lz4

Finally, the AG recommended substituting a usage-based
allocator or a different customer-based allocator for LG&E's
customer-based allocator for the allocation of costs assoclated
with customer accounting and customer service expenses.lzs

The AG has provided no evidence to support the reasonableness
of his cost-of-service allocation methodologies. In fact, when
asked to explain the basis for one of his proposed methodologies,
the AG's witness vaguely characterized it as "rule of thumb" and
nreagonable at a first glance."l26 He also indicated that some of
‘his ~ other. .- recommended : methodologies: could be similarly.
described.127 Explanations such as that hardly support the
reasonableness of the AG's recommended allocation methodologies.
Furthermore, the AG is unable to quantify the effect his
recommendations will have on class rates of return,128
Considering the lack of support for the AG's recommendations, the
Commission is unable to adopt them as alternatives to LG&E's
allocation methodologies.

KIUC criticized LG4E's gas cost-of-service study because it

does not establish separate classes for transportation customers

124 Id., page 14.
125 Id., pages 16-19.
126 T.E., Volume VII, November 26, 1990, page 54.
127 14., pages 55-56.
128 Id., page 58.
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and sales customers. It contended this absence renders the study
useless with respect to the design of cost-based transportation
rates.129
KIUC asserted that the cost incurrence characteristics of
transportation service are significantly different from those of
sales service based on an analysis of load factor and customer
size data for G-1 and G-6 sales and transportation customers.
KIUC contended that the larger locad factors and customer sizes of
transportation customers indicate *“radically different" cost
incurrence, 130 and asserted that the gas cost-of-service study
should disaggregate transportation customers from sales customers.
- '‘KIUC- -presented ' an--alternative gas cost-of-gervice study in
which commercial and industrial G-1 and G-6 customers are
disaggregated further into separate sales classes and
transportation classes. With regpect to the allocation
methodologies utilized to assign costs to these classes, KIUC
adopts the same methodcloglies employed by LGSE in its atudy.131
KIUC's reliance on load factor and customer size data to
Prove a significant difference in cost incurrence characteristics
is not sufficient to convince the Commission that such an extreme
cost differential exists. LGLE has clearly shown that all but one

of its transportation customers also relied upon and used sales

129 pigdorfer Direct Testimony, page 3.
130 Id., page 6.
131 Id., pages 8-5.
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service to some degree during the test year.l32 This abllity of
trangportation customers to rely upon and use sales gervices is a
privilege not adequately considered by KIUC in its analysis. Nor
does KIUC's analysis acknowledge that LG&E's distribution system
is constructed in a manner 8o as to provide sales service to these
customers whenever such service is demanded. These factors must
be considered when attempting to determine differences in cost
incurrence characteristics between customers. KIUC's evidence
lacks such consideration and analysis.

LG&E has stated that certain differences exist in the
provision of service to Rate G-6 customers and Rate G-7
customers.}33 . .Yet . -1G&E. combined. its-one G-7 customer with the
Rate G-6 class for purposes of its cost-of-gervice study. LG&E
should, in subsequent cost-of-service studlies, fully dlsaggregate
Rate G-7 customers from thogse served under Rate G-6.

LG&E's gas cost-of-service study is acceptable and should be
used as a starting point for gas rate design.

Revenue Allocation

Based on the results of its electric cost-of-service study,
LGSE proposed to allocate increases to all customer classes
ranging from 7.4 percent for the residential and street and
outdoor lighting classes to 5.9 percent for the general service

and special contract classes. LG&E indicated that its allocation

132 T.E., Volume V1I, November 26, 1990, page 93.
133 walker Exhibit 2, page 1.



methodology was designed to achieve a better balance between class
rates of return while maintaining rate stability and continuity.

LG&E proposed to allocate the full amount of the gas increase
to the General Service {"G-1") rate. This proposal was based on
the results of LG&E's cost-of-gervice study which showed that the
rate of return for the residential class, which is served under
the G-1 rate schedule, was significantly below rates of return for
other classes. LG&E proposed no increases for its interruptible
rate classes, G-6 and G-7, or for the Fort Knox speclal contract.

KIUC, based on its electric cost-of-service study, proposed
allocations ranging from a 5.6 percent decrease £for Carbon
-Graphite,-. a contract customer,.to a 13,1 percent increase for the
residential class. On gas, KIUC proposed decreases for G~1 and
G~6 1industrial transportation customers. The amount of the
decreases were dependent on the amount by which the Commission
reduced LG&E's requested gas increase. None of the other inter-
venors offered specific allocation recommendaticns,

LGsE's allocation proposals are supported by its cost-of-
service analyses and are consistent with the Commission's goals of
gradualism and rate continuity. Baving accepted LG&E's cost-of-
service studies, the Commission £inds that the resulting
allocation proposals produce an eguitable distribution of the
revenue increases granted and shall be reflected in the rate
design approved herein.

Electric Rate Design

LG&E proposed generally uniform increases in customer, demand

and energy charges with some changes in its existing tariffs and
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rate design. The changes included: switching from a minimum bill
to a customer charge for its water heating, space heating, and
traffic 1lighting rates; changes in demand ratchets that would
impact the billing demands for large commercial and industrial
customers; seasonal billing demands €for industrial customers
served under rate LP; and making time-of-day rates available for
smaller sized industrial and commercial customers. In addition,
LGsE proposed changes in Public Street Lighting ("PSL") and
Outdoor Lighting ("OL") rates to equalize the prices, by lumens of
output, between mercury vapor and high pressure sodlum lights.
LGSE also proposed to revise its interruptible service rider by
‘increasing the monthly demand -credit to $3.30 per KW.

Louisville opposed LG&E's proposed changes to the PSL rates
contending that the marginal cost pricing methodology employed by
LGSE unfairly impacted ULouisville with its older, more fully
depreciated street lighting system, Louisville recommended an
alternative rate schedule based on embedded costs and proposed to
be separated from LG&E's other PSL customers either through a
special contract  or by establishing a separate tariff
classification.

Jefferson et al. proposed changing LG&E's residentlal rate
structure from a flat summer rate and declining block winter rate
to inverted block rates in both summer and winter. Jefferson et
al. opines that LGS¢E was deficient in its response to the
Commission’'s directive in Case No. 10064 that LG&E address the

issues of inverted block rates in the summer and declining block



winter rates.l134 Jefferson et al., based on its analysis of
LG&E'Ss cost-of-service study, contends that LG&E's
temperature-gsensitive loads (summer air conditioning and winter
heating) have a major impact on LG&E's costs and the allocation of
those costs., Jefferson et al. proposes that LG&E's cost recovery,
through rates, should also reflect the impact of these
temperature~sensitive locads.

Jefferson et al.'s proposal would reduce LG&E's energy rate
for the first 600 KWH to 5.435¢ on a year-round basis compared to
LG&E's existing rates of 6.402¢ and 5.833¢ in the summer and
winter, respectively. Jefferson et al. would increase the rate
for . sales -over 600 KWH to 8.189¢ in the-summer and 6.227¢ in the
winter compared to the existing rates of 6.402¢ in summer, and
4.528¢ in winter. These rates were based on Jefferson et al.'s
analysis of ULG&E's temperature-sensitive costs using the base,
winter, and summer demands from LG&E's cost-of-service study and
using one month of the test year, October 1989, as the measure of
LG&4E's non-temperature~sensitive load.

LG&E argues that while unit costs are higher in the summer
than in the winter there is no load research evidence to support
Jefferson et al.'s proposal. LG&E contends that its existing rate
design reflects the differences in summer and winter unit costs
and, through the declining block winter rate, attempts to reduce
the average unit cost by spreading fixed costs over greater sales

volumes. LGS&E further contends that deficlient recovery of

134 cage No. 10064, Order dated August 10, 1988.
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customer costs through the customer charge requires these costs to
be recovered in the initial usage steps to prevent large users
from paying a disproportionate share of these costs. Finally,
LG&E argues that its declining block winter rates should be
continued to promote off-peak lcads and that customer acceptance
and revenue stability must be included in any consideration of
rate design changes.

The Commission finds most of LG&E's rate design changes
proper and reasonable. On PSL and OL rates, the Commission finds
LG&E's alternative proposal proper and reasonable. The

alternative proposal, to which Louisville agreed, results in

-+ approximately equal :percentage increases for existing lights, be

they mercury vapor or high pressure sodium.13% ror mercury vapor
lights installed in the future, the rates would be higher, based
on LG&E's marginal costs, while for new high pressure sodium
lights the rates would equal the rates for existing lights.

The Commission is not persuaded that LG4E's residential rates
should be redesigned in the precise manner proposed by Jefferson
et al.; however, we find that a change resulting in an inverted
block summer rate is appropriate. The Commission finds there to
be substantial support for Jefferson et al.'s proposed inverted
summer rates. LG&E is a strong summer peaker with a significant
amount of capacity installed to meet its residential air
conditioning load, As LGSE pointed out, its unit costs are higher

in the summer than in the winter largely due to the relatively

135 q.E., volume V, November 20, 1990, page 1l1l.
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small increment of energy sales asgsociated with the capacity
required to meet its air conditioning demands.13€¢ fThese summer
load characteristics indicate that LG&E's temperature- sensitive
load is a major contributor to its generating and transmission
costs and point out the need for long-term reductions in peak
demand that can translate into lower future costs.

The Commission considers reduced peak demand, improved system
load factor, and lower unit costs to be common goals that are in
the best interest of all parties. To that extent, we are not
persuaded that LG&E's winter rate design should be modified.
Increased off-peak loads can produce many of the same benefits as
‘reduced ‘on-peak loads.

In recognition of concerns about cost recovery, customer
acceptance, and revenue stability we have chosen a moderate
approach to the implementation of an inverted block summer rate.
The summer energy rate will remain unchanged for the first 600 KWH
usage:; the summer energy charge increase will be assigned in total
to the wusage in excess of 600 KWH. Given the relatively small
number of KWH sold in relation to the capacity needed to meet air
conditioning demands, this increase should not affect LG&E's
revenue stability.

Cable Television Attachment Charges ("CATV")

LG&E proposed increasing its charges for CATV pole
attachments by approximately 35 percent. LG&E's calculation of

these charges was based on the formula established by the

136 walker Direct Testimony, page 22.
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Commission in Administrative Case No. 251137 yith an added cost
component for tree trimming expense,

KCTA opposed the increase contending that LG&E's allocation
of the entire amount of tree trimming expense included in Account
593.004, Tree Trimming of Electric Distribution Routes, to poles
was improper. KCTA opined that the vast majority of the expense
goes not to clear space for poles, but to clear space for LG&E's
overhead conductions and services and for clearing a path for the
span of 1lines between the poles. KCTA proposed allocating the
tree trimming expense based on LG&E's investment 1n‘poles compared
to its combined investment in poles, overhead conductors, and
services ..thereby - increasing: LG&E's 'pole - attachment .charges by
approximately 14 percent. KCTA also proposed that the approved
pole attachment rates be calculated using the overall rate of
return approved by the Commission in this case.

LG&E argued that since the cable television lines are strung
between the poles, those lines are benefited by the tree trimming
that clears the path between the poles. LG&E also pointed out
that pole attachment charges are assessed through a formula, based
on the percentage of usable gpace, that uses an allocation factor
to derive the appropriate charge.

The clearing of the span between the poles inures to the
benefit of all parties whose lines cover the span, be they

137 paministrative Case No. 251, 'The Adoption of a Standard
Methodology for Establishing Rates for CATV Pole Attachments,
Order dated August 12, 1982,
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electric, telephone, or CATV. As such, the full amount of the
tree trimming expense is properly includible in calculating the O
& M component of the annual carrying cost used to derive the pole
attachment charge. Applying the annual carrying charge to an
allocated £ix cost component, derived using the percentage of
usable space, effectively allocates the 0O&M component of the
annual carrying charge. The result is a pole attachment charge
which reflects an equitable allocation and recovery of LG&E's
costs. The pole attachment charges proposed by LG&E, modified to
reflect the overall rate of return of 9.89 percent, are granted.

Gas Rate Design

For the G-1 class, LG&E proposed to increase customer charges
by approximately 24 percent and commodity charges by approximately
1.8 percent. This proposal reflected the results of LG&E's
cost-of-gervice study and the need to improve the residential rate
of return, LG&E maintains that since the average residential
usage is significantly smaller than the usage of the commercial
and industrial classes served under Rate G-l1, the customer charge,
rather than the commodity charge, is the appropriate rate to
increase for the purpose of achieving a better balance between
class rates of return.

The AG opposed the proposed increase in the residential
customer charge from $4.35 to $5.40, taking issue with several of
LG&E's cost allocators used in arriving at its customer costs.
The AG argued that the proposal acted as a disincentive for
congervation by placing the bulk of the increase on the fixed

portion of the customer's bill. The AG calculated a customer cost
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of $3.75 and opined that the existing charge of $4.35 was more
than adequate.

Jefferson et al. maintained that the customer charge increase
would overly burden the small, lower income customers in the
residential class. Jefferson et al. arqued that LGiE's stated
intention of increasing the residential class rate of return was
improper because the lower risk associated with serving the
residential class should translate into a lower rate of return.
Jefferson et al. proposed a rate design that included increasing
the customer charge by 2.4 percent, the amount of the overall
requested G-l rate increase. ‘ _

~- Although - . LG&E's ... proposal - for increasing.the customer charge
may be logical and reasonable, the amount of the increase is not
consistent with the Commission's goals of rate continuity and
gradualism. While there is a lower risk assoclated with serving
the residential class some increase in the residential class rate
of return is warranted. As a means of achieving this increase in
return, it is proper to assign the majority of the revenue
increase to the customer charge. Given the magnitude of the
increase, the Commission will assign the customer <charge an
increase of approximately 2.5 times the overall G-l percentage
increase, exclusive of gas cost revenues. The revenue increase of
.9 percent results in a customer charge increase of 2.3 percent,
producing a regsidential customer charge of $4.45. The
non-residential customer charge will increase by a similar

percentage, from $8.70 to $B.90.
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Late Payment Charges

The AG proposed that LG&E's late payment charge be abolished.
The AG argued that the charge was not cost-justified and that LG&E
had not shown that the charge served as an incentive for prompt
payment.

Jefferson et al. proposed a plan to change the way LG&E
credits partial payments as a means of reducing the number of late
payment charges imposed on customers with past due account
balances. At present, LGSE credits partial payments £first to the
customer's past due balance, then to the current month's bill.
Jefferson et al. pointed out that this procedure results in a
-customer being - assessed a  late - payment charge when lt makes a
partial payment sufficient to cover its current month's bill
because, after the payment is credited to the customer's past due
balance, the remainder is not enough to cover the current month's
balance. Jefferson et al, argued that this change would@ encourage
customers to make timely payments on their current balances
knowing there would be no late payment penalty assessed in a
subsequent month when the current month's bill was paid in full.

LG&E argued that the existing procedure serves as an
incentive for customers to pay off their past due balances and
that the 1late payment charge functions as an incentive to
encourage timely payments. LG&E also argued that if the late
payment charge were abolished, the loss of the associated revenues
would have to be incorporated into the rates charged all

customers.
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LGsE's late payment charge has been in its tariffs for many
years., The AG performed no analysis on the effectiveness of this
charge as an incentive for timely payment of bills. The
Commission £inds, as it did in LG&E's last rate case,l3% that the
late payment charge serves as an incentive and has an important
role in LG&E's bill collection strategy.

The arguments of Jefferson et al. to change the way LG&E
credits partial payments are perguasive, The Commission finds
Jefferson et al.'s plan to be a means of minimizing the instances
of recurring late payment charges for customers experlencing
payment problems. When a customer can pay the current month's
- bill pilus make. a payment toward:its past due balance, the customer
should not be assesgsed gtill another late payment charge,

The Commission is mindful of ILG&E's concerns that
implementation of Jefferson et al.'s proposal could result in
customer laxity toward the payment of past due balances. 1In
considering those concerns, the Commission notes that LG&E retalns
the ability to terminate service if payment is not eventually
made. However, to minimize the need for such actions, the
Commission will make the following modification to Jefferson et
al.'s proposal to create an incentive for customers to reduce
theirl past due balances: When a customer with a past due balance
makes a partial payment sufficient to pay the bill for the current
month's usage, plus pay $10.00 or 5 percent of the outstanding

past due balance, whichever is greater, LG¢E shall credit the

138 case No. 10064, Order dated April 20, 1989,



payment to the current month's bill first, then credit the
remainder to the past due balance. Crediting the current month's
bill first will eliminate the assessment of a late payment penalty
on the current month's bill, and requiring some payment toward the
past due balance as a prerequisite for such crediting provides the
customer an incentive to reduce the past due balance. The
Commission finds that such a plan is a reasonable modification to
LG&E's current collection procedures and should be approved. LG&E
is hereby directed to implement this change in the way it credits
partial payments concurrent with the effective date of this Order.

Transportation Service/Standby Service
. 'KIUC: ~recommended -that LG&E's'. tariffs- be modified to make

standby service optional for all gas transportation customers.
K1UC claimed that, under LG&E's existing tariffs, transportation
service exclusive of standby service was limited to Rate T
transportation customers taking sales service under Rate G-7,
Uncommitted Gas Service. KIUC argued that this prerequisite
effectively forced transportation customers to take standby
service under Rate TS which is available to customers served under
sales rates G-1 and G-6.

LG4E contends that Rate T is available to G-1 and G-6 sales
customers but that a customer served on Rate T will have no
standby or back-up protection for its Rate T volumes other than

the G~7 rate for uncommitted gas service.139 LGsE maintains that

139 T.E., Volume II, November 9, 1990, pages 115-~116.
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KIUC has misinterpreted the Rate T tariff regarding the
precondition of being a G-7 sales customer.

The Commission can understand KIUC's reading and
interpretation of the Rate T tariff language which states
"available to commercial and industrial customers serviced under
Rate G-7. . ." to mean that being a G-7 sales customer is required
in order to receive transportation service under Rate T. We also
understand LG&E's explanation that the intent of the tariff is to
indicate that for customers taking transportation service under
Rate 7T, LG&E will not be obligated to provide standby quantities
other than the uncommitted gas available under Rate G-7. Some
modification -of the-tariff language regarding-the availability of
Rate T is needed to eliminate this misunderstanding. The
above-quoted reference to Rate G-7 should be eliminated and a
description of the limited protection of uncommitted gas offered
under Rate G~7 should be added. LG&E should so modify this tariff
when it files its revised tarlffs setting forth the rates approved
in this proceeding.

Pipeline Demand Charges

KIUC proposed that the pipeline supplier's demand component
of LG&E's G-6 rates be reduced. KIUC opined that G-6 customers,
being subject to interruption during the winter, have a lower
quality of service than G-1 customers, and that this lower quality
of service should be reflected in lower rates. We do not agree.

Rate G-6 customers are subject to interruption for only 90

days during the winter season. LG&E's pipeline demand costs are
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lower due both to its storage <capabilities and the
interruptibility of rate G-6 customers.

KIUC presented no evidence or analysis to support its
argument. G-6 custcmers receive firm service for all but 90 days
cf the year, The quality of their service is not significantly
different than that of G-1 customers. In addition, LG&E's lower
pipeline demand costs are flowed through to all customers, both
firm and interruptible, regardless of whether the lower cost
results from LG&E's storage capabilities or the interruptibility
of its G-6 customers.

Fuel Adjustment Clause

1 *KIUQ proposed:that .LGLE's electric fuel costs be removed from
the base energy charges contained in LG4E's tariffs. KIUC argued
that fuel costs should be recovered solely through the operation
of the fuel clause and should be shown separately from non-fuel
costs.

We disagree. The fuel clause regulation, B07 KAR 5:056,
requires the establishment of a level of fuel costs in base rates
such that, at the time of setting the base rates, the fuel
adjustment factor will be egqual to zero.

Tariff Changes

The Commission has addressed a number of specific rate design
and tariff changes proposed either by LG&E or the intervenors,
Several of the changes proposed by LG&E include text additions,
deletions, or revisions which were not challenged by any party.

The Commission has reviewed all such changes and finds they should



be approved. Due to their voluminous nature, these text changes
are not included in the Appendix.
OTHER ISSUES

Management Audit

While the Commission 1is encouraged by the organizational
efficiencies and expected savings described by LG&E concerning its
work force, the Commission remains concerned that all aspects
supporting LGSE's organization structure are not in place. LG&E
has indicated that the restructuring or downsizing dealt primarily
with management employees.l‘o LG&E has apparently not completed
its evaluation of human resources needs and systems, but has begun
-a.. process of..continuous - improvement -:recognizing that the changes
will take time to implement properly.141 LG&E further indicated
that this was the first year that organizational development had
been seriously included in LG&E's five year plan and that a
manpower planning process was currently being designed for
implementation in January 1991,142

The Commission £ully expects LG&E to pursue in a prompt and
expeditious manner the organizational and operational efficiencies
described during this proceeding. LG&E's efforts in this area
will be monitored by the Commission through the normal management

audit follow-up process.

140 T.E.,, Volume II, November 8, 1990, page 126.

141 yood Direct Testimony, page 4.

142 T.E., Volume II, November 8, 1990, page 200.
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LGSE also discussed the 4KV conversion program stating that
the program was scheduled for completion in approximately the year
2004.143 Because of the savings estimated by LG&E in an internal
study, the Commission encourages LG&E to continue its dialogue
with the Management Audit Staff regarding the optimal conversion
schedule during the management audit follow-up process.

Energy Conservation Programs

Paddlewheel proposed that the Commisgsion establish a task
force to design and administer capacity-avoiding conservation
programs for LG&E. Paddlewheel suggested that the task force
include LG&¢E Staff, Commission Staff, traditional intervenors, and
congervation-. experts : located in' LG&E's service territory.
Paddlewheel opined that the Commission, or specifically Commission
regulations, have impeded the development of conservation programs
in Kentucky. Paddlewheel recommended that the Commission provide
utilities incentives £for conservation by allowing conservation
expenditures to be treated as rate base investments on which a
utility can earn a return rather than as operating expenses for
which it will be reimbursed. Subsequent to the hearing,
Paddlewheel filed a motion requesting the Commission enter an
Order formally establishing a task force.

LG&E indicated it was interested in expanding its energy
conservation programs and would agree with Paddlewheel that rate
base treatment of conservation expenditures would serve as an

incentive to encourage utilities to design and implement new

143 p,p., Volume IIXI, November 9, 1930, page 199.
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conservation programs. LG¢E also indicated it would like to
participate in a collaborative process (task force) to develop new
conservation programs.

The Commission endorsea the proposal to establish a task
force for the purpoase of designing and overseeing new conservation
programs at LG&E. The Commission is also agreeable to allowing
utilities to earn a return on conservation expenditures as an
incentive to encourage development of such programs.

The Commission notes that neither at present nor in the past
has it had a regulation or policy that acted as a deterrent to

utilities making conservation expenditures. In fact, over 9 years

.- ago- the  Commission -stated, -"We -have in mind an aggressive

conservation program, which sees expenditures on conservation not
as an unfortunate necesaity or misguided effort, but rather as an

investment, and as such an alternative to investment in added

generating capacity."144 (emphasis in original) We encourage LG&E
and interested intervenors to begin discussion on these matters
for the purpose of establishing general goals and establishing a
task force, including Commission Staff, to develop new
conservation programs for LG&E. However, nothing in Paddlewheel's
motion convinces the Commission that there is a present need to

order the establishment of such a task force.

143 cage No. 8177, General Adjustment of Electric Rates of
Kentucky Utilities Company, Order dated September 11, 1981,
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Cane Run Unit No. 3 ("Cane Run No. 3"}

KIUC and Jefferson et al. recommend that LG&E be prohibited
from retiring Cane Run No. 3 until an independent evaluation of
the unit could be performed to determine its reliability and
possible renovation to extend its active service life. Jefferson
et al. also proposed that the Commission eatablish a process
requiring a certificate of decommissioning be obtained by a
utility prior to retiring a generating unit. After the hearing in
this case, Paddlewheel moved to establish a case in order to
investigate the status of Cane Run No. 3.

LG&E agreed that it would not retire, or take any measure to
retire, :Cane " Run- No. .3 'until an'-independent -evaluation was
performed on the unit, either by someone chosen by the Commission
or selected by agreement of the company and the intervenors.ld5
LG&E did, however, have some questions as to the cost and payment
for the evaluation and the time frame within which the study might
be performed.

The Commission endorses the proposal agreed to by LG&E that
an independent party be selected to perform an evaluation of Cane
Run No. 3 prior to its retirement from service. LG&E should begin
the process of selecting an independent expert to perform the
evaluation. In the event that LG&E and the intervenors are unable
to agree on an expert, the Commission will €£acilitate the
selection. The cost, as with any outside service, should be borne

by LG&E, with rate recovery at some future point. The Commission

145 g g,, volume I, November 7, 1990, page 167.
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would expect the evaluation to be completed prior to the time of
LG&E's 1initial filing under the integrated resource planning
regulation in late 1991. The Commission £finds no need to
establish a case at this time. Accordingly, Paddlewheel's motion
will be denied.

Ohio Valley Electric Corporation {("OVEC") Power Agreement

LG&E 1s one of 15 owners of QOVEC, an electric utility which
sells power to the Department of Energy ("DOE")} under a contract
that expires in October 1992. If the DOE contract is not renewed
in 1992, the OVEC power reverts to its owners. LG&E would have
rights to 165 MW of OVEC capacity if the contract is not renewed.

- . KIUC. - recommended that the :Commission - implore LG&E to' take
reasonable steps to enhance the usefulness of the OVEC surplus
capaclity. KIUC proposed that the Commission hold LG&E £inancially
regpongible for the OVEC capacity by refusing to allow additional
Trimble County capacity, or other capacity, in rate base so long
as LGSE's surplus OVEC entitlement results in sufficient capacity
to offset the need for additional Trimble County capacity.

LG&E should take reasonable steps to enhance the usefulness
of surplus OVEC capacity and all other available capacity, be it
through upgrading lts hydro capacity or extending the useful life
of Cane Run No. 3. All of these planning issues, and any new
conservation programs, can be reviewed under the integrated
regource planning regulation. As part of that review, and in
future rate cases, the Commission will require that LG&E fully
explore OVEC capacity, as well as other capacity alternatives,

prior to allowing additional Trimble County capacity in rate base.
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Reporting for the Holding Company

In the final Order in Case No. 89~374, the Commission
indicated that LG&E should provide certain reports to the
Commission concerning the activities of the Holding Company.
Since the issuance of that Order, LG&E has become a subsidiary of
the Holding Company, as was envisioned in the application in Case
No. 89-374. The final Order in Case No. 89-374 did not contain a
specific date on which LGSE was to begin providing the listed
reports, LG&E should begin filing these reports immediately.
Reports due annually should begin with calendar year 1990, and
reports due quarterly should begin with the quarter ending
December - 31, 1990. ~  These . reports should be .filed with the
Commission within 30 days after the end of the reporting period.

SUMMARY

After consideration of all matters of record, the evidence,
and being otherwise sufficiently advised, the Commission finds
that:

1. The rates in the Appendix, attached hereto and
incorporated herein, are the fair, just, and reasonable rates for
LG&E to charge for service rendered on and after January 1, 1991.

2. The rates proposed by LG§E would produce revenue in
excess of that found reasonable herein and should be denied.

IT IS THEREFORE ORDERED that:

l. The rates in the Appendix be and they hereby are
approved for service rendered by LG&E on and after January 1,

1991.



2. The rates proposed by LG&E are hereby denied.

3. The tariff changes authorized herein are approved for
service rendered on and after January 1, 1991,

4. Paddlevheel's motions to establish cases to designate a
conservation task force and to investigate the status of Cane Run
No. 3 be and they hereby are denied,

5. Within 30 days from the date of this Order, LG&E shall
file with the Commission revised tariff sheets setting out the
rate and tariff changes approved herein.

6. Annual reports concerning the Holding Company shall
begin with calendar year 1990, while quarterly reports concerning
the Holding Company shall begin with the quarter ending December
31, 1990. LG&E shall file these reports 30 days after the end of
the reporting period.

Done at Frankfort, Kentucky, this 2lst day of December, 1990.

PUBLIC SERVICE COMMISSION

—A
mm

]
gaioner N

ATTEST: ™~

Executive Director
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APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE
COMMISSION IN CASE NO. 90-158 DATED 12/21/90
The following rates and charges are prescribed for the
customers in the area served by Louisville Gas and Electric
Company. All other rates and charges not gpecifically mentioned
herein shall remain the same as those in effect under authority of

this Commission prior to the effective date of this Order.

ELECTRIC SERVICE

RESIDENTIAL RATE
(RATE SCHEDULE R)

RATE:

Custcmer Charge: $3.29 per meter per month

Winter Rate: (Applicable during 8 monthly billing
pericds of October through May)

First 600 kilowatt-hours per month 5.905¢ per KWH
Additional kilowatt-hours per month 4.584¢ per KWH

Summer Rate: (Applicable during 4 monthly billing periods
of June through September)

First 600 kilowatt-hours per month 6.402¢ per KWH
Additional kilowatt-hours per month 6.555¢ per KWH

WATER HEATING RATE
{RATE SCEEDULE WH)

RATE:

Customer Charge: $0.93 per meter per month.

All kilowatt~hours per month 4.339¢ per KWH

Minimum Bill: The customer charge.




GENERAL SERVICE RATE
{RATE SCHEDULE GS}

RATE:

Customer Charge:

$3.89 per meter per month for single-phase service
$7.78 per meter per month for three-phase service

Winter Rate: (Applicable during 8 monthly billing periods
of October through May)

All kilowatt-hours per month 6.317¢ per KWH

Summer Rate: (Applicable during 4 monthly billing periods
-of June through September)

All kilowatt-hours per month 7.102¢ per KWH

SPECIAL RATE FOR ELECTRIC SPACE HEATING SERVICE
RATE SCHEDULE

RATE:

Customer Charge: $2.24

For all consumption recorded on the separate meter during the
heating season the rate shall be 4.568¢ per kilowatt-hour.

Minimum Bill: The customer charge. This minimum charge is
in addition to the regular monthly minimum of Rate GS to which
this rider applies.



LARGE COMMERCIAL RATE
{RATE SCHEDULE LC)

Customer Charge: $17.09 per delivery point per month

Demand Charge:

Secondary Primary
Distribution Distribution

Winter Rate: (Applicable

during 6 monthly billing

periods of October through

May)
All kilowatts of billing $7.33 per KW $5.68 per KW
demand per month per month
Summer Rate: (Applicable

during 4 monthly billing

periods of June through

September)
All kilowatts of billing $10.43 per KW $8.53 per KW
demand per month per month
Energy Charge:
All kilowatt-hours per month 3.139¢

LARGE COMMERCIAL TIME-OF-DAY RATE

RATE:

Customer Charge: $18.92 per delivery point per month

Demand Charge:

Basic Demand Charge
Secondary Distribution $3.71 per KW per month

Primary Distribution $2.01 per KW per month
Peak Period Demand Charge
Summer Peak Period $6.72 per KW per month
Winter Peak Period $3.57 per KW per month
Energy Charge: 3.139¢ per KWH




INDUSTRIAL POWER

{RATE E LE)
RATE;
Customer Charge: $42.22 per delivery point per
month
Demand Charge:
Secondary Primary Transmission
Distribution Distribution Line

Winter Rate:
(Appllcable during 8-
monthly billing periods
of October through May)

All kilowatts of $8.19 per KW $6.24 per KW $5.03 per Kw
billing demand per month per month per month

Summer Rate:
(Applicable during 4~

v+ .monthly billing periods
of June through September)

All kilowatts of $10.82 per KW §£8.88 per KW $7.66 per KW

billing demand per month per month per month
Enerqy Charge:
All kilowatt~-hours per month 2.716¢ per KWH

INTERRUPTIBLE SERVICE
RATE:

The monthly bill for service under this rider shall be determined
in accordance with the provisions of either Rate LC, Rate LC-TOD,
Rate LP, or Rate LP-TOD, except there shall be an interruptible
demand credit of $3.30 per kilowatt per month.



INDUSTRIAL POWER TIME-OF-DAY RATE
{RATE SCHEDULE LP-TOD

RATE:

Customer Charge:  $44.31 per delivery point per month

Demand Charge:
Basic Demand Charge:

Secondary Diatribution $5.32 per KW per month
Primary Distribution $3.34 per KW per month
Transmission Line $2,13 per KW per month
Peak Period Demand Charge:
Summer Peak Period $5.57 per KW per month
Winter Peak Period $2.96 per KW per month
Energy Charge: 2,708¢ per KWH

OUTDOOR LIGHTING SERVICE
RATE SCEEDULE OL

Rate Per Month Par Unit
Ingtalled Prior to Installed After

RATE:

January 1, 199} December 31, 1990
Overhead Service
Mercury Vapor
100 watt* $6.92 $ -0~
175 watt 7.83 9,23
250 watt 8.87 10.32
400 watt 10.80 12.37
1000 watt 19.69 22,32
High Pressure Sodium Vapor
1‘6% watt ot $7.69 $7.69
150 watt 9.84 9.84
250 watt 11.62 11.62
400 watt 12.27 12,27

Underground Service
Mercury Vapor

100 Watt - Top Mounted $12.06 $12.81
175 Watt - Top Mounted 12.83 13.81



High Pressure Sodium Vapor

100 watt - Top Mounted $14.19 $14.19
150 wWatt 19.33 19.33
250 Watt 22.17 22.17
400 Watt 24.40 24.40

* Restricted to those units in service on 5-31-79,.

Special Terms and Conditions:

Company will furnish and install the lighting unit complete with
lamp, fixture or luminaire, control device and mast arm. The above
rates for overhead service contemplate installation on an existing
wood pole with service supplied from overhead circuits only;
provided, however, that when possible, floodlights served hereunder
may be attached to existing metal street lighting standards supplied
from overhead service. If the location of an existing pole is not
suitable for the installation of a lighting unit, the Company will
extend its secondary conductor one span and install an additional
pole for the support of such unit. The customer to pay an
additional charge of $1.64 per month for each such pole so
installed. . If still further poles or conductors are required to
extend service to the lighting unit, the customer will be required
to make a non-refundable cash advance equal to the installed cost of
such further facilities.

POBLIC STREET LIGHTING SERVICE
(RATE SCHEDULE PSL

Rate Per Month Per Unit

Installed Prior to Inastalled After
January 1, 1991 December 31, 1990

Type of Unit

Overhead Service

Mercury Vapor
100 Wwatt (open bottom

fixture) $6.22 $ ~0-
175 wWatt 7.28 9,05
250 wWatt 8.28 10.15
400 wWatt 9.90 12.20
400 Watt (underground
pole) 14.31 -0-
1000 watt 18.39 22.07



High Pressure Sodlum Vapor
Wat

250 Watt
400 Watt

Underground Service

Nercury Vaegr
att ~- Top Mounted

175 Watt - Top Mounted

175 wWatt

250 Watt

400 Watt

400 Watt on State of
KY Pole

High Pressure Sodium Vapor
100 Watt - Top iounEeg
150 watt
250 Watt
250 Watt on State of

KY Pole

400 Watt
Incandeacent
1500 Lumen
66000 Lumen

8.90 8.%90
10.66 10.66
11.10 11.10
10.16 12.55
11.12 13.63
15.09 21.47
16.12 22,57
18.96 24.62
11-21 =0
11.17 11.17
19.32 19,32
20.50 20.50
10.48 =0=
21.95 21.95

8.29 wQu-
10091 -

STREET LIGHTING ENERGY RATE

RA

B
$3.972¢ per kilowatt hour

TRAFFIC LIGHTING ENERGY RATE
RATE SCHEDULE TLE

Cugtomer Charge:
All kilowatt-hour per month
Minimum Bill

$2.45 per meter per month
4.992¢ per KWH

The customer charge.



SPECIAL CONTRACT FOR ELECTRIC SERVICE
CARBON GRAPHITE SPECIAL CONTRACT

Demand Charge

Primary Power (28,500 KW) $11.82 per KW per month
Secondary Power (Excess KW) $5.91 per KW per month

Demand Credit for Primary
Interruptible Power (24,500 KW) $3.30 per KW per month

Energy Charge
All KWH 1.946¢ per KwH

SPECIAL CONTRACT FOR ELECTRIC SERVICE
E. I. DUPONT DE NENOURS SPECIAL CONTRACT

Demand Charge
$11.14 per KW of billing demand per month

-Enecgy. Charge
2.012¢ per KWH

SPECIAL CONTRACT FOR ELECTRIC SERVICE
FORT KNOX SPECIAL CONTRACT

Demand Charge

Winter Rate:

(Applicable during 8 monthly billing periods of October through
May)

All KW of Billing Demand $6.32 per KW per month
Summer Rate:

(Applicable during 4 monthly billing periods of June through
September)

All KW of Billing Demand $8.52 per KW per month

Energy Charge: All KWH per month 2.605¢ per KwH



SPECIAL CONTRACT FOR ELECTRIC SERVICE
LOUISVILLE WATER CONPANY SPECIAL CONTRACT

Demand Charge
$7.62 per KW of billing demand per month
Energy Charge
2.138¢ per KwH
GAS SERVICE

The Gas Supply Cost component in the following rates has been
adjusted to incorporate all changes through Case No. 10064-J.

GENERAL GAS RATE

G-1

RATE:

Cugtomer Charge:

$§4.45 per gellvery point per month for residential
service

$8.90 per delivery point per month for non-residential
service

Charge Per 100 Cubic Feet:

Distribution Cost Component 11.075¢
Gas Supply Cost Component 27.323¢

Total Charge Per 100
Cublc Peet 38.398¢



SUNMMER AIR CONDITIONING SERVICE UNDER GAS RATE G-1
RATE:

The rate for "Summer Air Conditioning Consumption," as de-
scribed in the manner hereinafter prescribed, shall be as follows:

Charge Per 100 Cubic Feet:

Distribution Cost Component 6.075¢
Gas Supply Cost Component 27.323¢

Total Charge Per 100 Cubic Feet 33.398¢
GAS TRANSPORTATION SERVICE/STANDBY
RATE TS
RATE:
In addition to any and all charges billed directly to Company by
other parties related to the transportation of customer-owned gas,
the following -charges-shall apply:

Adnministrative Charge: $90.00 per delivery point per month.

6-1 =6

Distribution Charge Per Mcf $1.1075 $0.5300
Pipeline Supplier's Demand Component .2032 . 2032
Total $1.3107 $0.7332

-10-



