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I. QUALIFICATIONS AND SUMMARY 
 1 

Q. Please state your name and business address. 2 

A. My name is Lane Kollen.  My business address is J. Kennedy and Associates, Inc. 3 

("Kennedy and Associates"), 570 Colonial Park Drive, Suite 305, Roswell, 4 

Georgia 30075. 5 

 6 

Q. Please state your occupation and employer. 7 

A. I am a utility rate and planning consultant holding the position of Vice President 8 

and Principal with the firm of Kennedy and Associates.  9 
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Q. Please describe your education and professional experience. 1 

A. I earned a Bachelor of Business Administration in Accounting degree and a 2 

Master of Business Administration degree from the University of Toledo.  I also 3 

earned a Master of Arts degree in theology from Luther Rice University.  I am a 4 

Certified Public Accountant (“CPA”), with a practice license, a Certified 5 

Management Accountant (“CMA”), and a Chartered Global Management 6 

Accountant (“CGMA”).  I am a member of numerous professional organizations, 7 

including the American Institute of Certified Public Accountants, the Institute of 8 

Management Accounting, and the Society of Depreciation Professionals. 9 

  I have been an active participant in the utility industry for more than thirty 10 

years, initially as an employee of The Toledo Edison Company from 1976 to 1983 11 

and thereafter as a consultant in the industry since 1983.  I have testified as an 12 

expert witness on planning, ratemaking, accounting, finance, and tax issues in 13 

proceedings before regulatory commissions and courts at the federal and state 14 

levels on nearly two hundred occasions, including numerous proceedings before 15 

the Kentucky Public Service Commission involving Kentucky Utilities Company 16 

(“KU”), Louisville Gas and Electric Company (“LG&E”), Kentucky Power 17 

Company, East Kentucky Power Company and Big Rivers Electric Corporation.  18 

My qualifications and regulatory appearances are further detailed in my 19 

Exhibit___(LK-1).  20 
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Q. On whose behalf are you testifying? 1 

A. I am testifying on behalf of the Kentucky Industrial Utility Customers, Inc. 2 

(“KIUC”), a group of large customers taking electric service at retail from KU 3 

and LG&E (also referred to individually as “Company” or collectively as 4 

“Companies”).  The members of KIUC participating in this proceeding are: 5 

Carbide Industries LLC, Cemex, Clopay Plastics Products Co., Inc., Corning 6 

Incorporated, Dow Corning Corporation, E.I. DuPont de Nemours & Co., Ford 7 

Motor Co., AAK, USA K2 LLC, Lexmark International, Inc., MeadWestvaco, 8 

NewPage Corp., North American Stainless, Solae, Schneider Electric USA, and 9 

Toyota Motor Engineering and Manufacturing North America, Inc. 10 

 11 

Q. What is the purpose of your testimony? 12 

A. The purpose of my testimony is to 1) address the magnitude of the Companies’ 13 

rate increases within the context of the steady and significant increases in 14 

customer rates over the last ten years; 2) address the need for additional scrutiny 15 

of the Companies’ claimed revenue deficiencies due to their use of forecast test 16 

years for the first time; 3) summarize the KIUC revenue requirement 17 

recommendations; 4) address specific issues that affect each Company’s revenue 18 

requirement; and 5) quantify the effect on the revenue requirements of the cost of 19 

long term debt and return on equity recommendation of KIUC witness Mr. 20 

Richard Baudino.   21 
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Q. Please summarize your testimony. 1 

A. The Companies’ rates charged to customers have increased significantly over the 2 

last ten years.  The Commission should carefully scrutinize the Companies’ 3 

requests in these proceedings in order to minimize the increases.  The Companies 4 

have filed their cases for the first time using a forecast test year.  The forecast test 5 

year relies on models, assumptions, and estimates of the future.  The Commission 6 

should carefully scrutinize these models, assumptions, and estimates to ensure 7 

that the costs are just and reasonable, and reflect efficient management, 8 

particularly compared to the actual costs incurred in prior periods.   9 

I recommend that the Commission increase KU’s base rates by no more 10 

than $48.081 million, a reduction of $105.363 million compared to its requested 11 

increase of $153.444 million.  I recommend that the Commission decrease 12 

LG&E’s electric base rates by at least $39.447 million, a reduction of $69.733 13 

million compared to its requested increase of $30.286 million.   14 

The following table lists each KIUC adjustment and the effect on the 15 

claimed revenue deficiency for each Company.  The amounts for KU are shown 16 

on a Kentucky retail jurisdictional basis and the amounts for LG&E are for 17 

electric only.  I address in greater detail the reasons for each of the adjustments 18 

reflected in the table, except for the cost of long-term debt and the return on 19 

common equity, which are addressed by Mr. Baudino.   20 

 21 
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  1 
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 The amounts on the preceding table do not reflect the updates filed by the 3 

Companies on February 27, 2014, less than one week prior to the date for filing 4 

intervenor testimony.  There was insufficient time and data to address the changes 5 

reflected in the updates.  I reserve the right to update my recommendations to 6 

reflect the updated information.  7 

  In addition, the increase in rates described above for KU may be greater 8 

depending on whether the Commission directs KU to defer the nonrecurring 9 

operating expenses for Green River 3 and 4 for consideration in KU’s next base 10 

rate case or adopts a new retirement rider to recover these expenses. 11 

KU LG&E
Amount Amount

Increase Requested by Company 153.444     30.286      

KIUC Adjustments:

Operating Income Issues
   Reduce Payroll and Related Benefits Expenses (9.295)       (6.620)       
   Remove Nonrecurring O&M for the Retiring Green River 3 and 4 Units (10.101)     
   Remove Incentive Compensation Tied to Financial Performance (5.863)       (4.961)       
   Reduce Pension Expense (10.682)     (12.627)     
   Reduce Uncollectible Expense to 5-Year Average (1.174)       (0.237)       
   Increase Late Payment Revenues (2.533)       (2.007)       
   Remove Property Tax Expense Associated with CWIP (2.067)       (2.343)       
   Extend Amortization Period on Deferred Costs (1.183)       (0.809)       
   Reduce Cane Run 7 Depreciation Expense Related to Net Salvage (0.514)       (0.164)       
   Revise Section 199 Income Tax Exp. Deduction for Bonus Depr. Extension 0.541        2.052        
   Reflect Other Operating Income Effects of Utilizing CWIP Slippage Factor (0.247)       (0.170)       

Cost of Capital Issues
   Reduce Capitalization for CWIP Slippage (0.653)       (0.568)       
   Reduce Capitalization to Reflect 50% Bonus Depreciation Extension (3.024)       (4.812)       
   Reduce Capitalization Associated With Paddy's Run Demolition Costs (1.235)       
   Reduce Cost of Short Term Debt (0.645)       (0.561)       
   Reduce Cost of Long Term Debt (1.250)       (1.076)       
   Reflect Return on Equity of 8.6% (56.674)     (33.596)     

Total KIUC Adjustments to Company Request (105.363)    (69.733)     

KIUC Recommended Change in Base Rates 48.081      (39.447)     

Kentucky Utilities Company and Louisville Gas & Electric Company
Summary of Revenue Requirement Adjustments-Jurisdictional Electric Operations

Recommended by KIUC
Case Nos. 2014-00371 and 2014-00372

For the Test Year Ended June 30, 2016
($ Millions)
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 The revenue requirement effects of the expense adjustments shown on the 1 

preceding table are slightly greater than the amounts cited in my testimony 2 

because they reflect a gross-up due to uncollectible accounts expense and the 3 

Commission assessment.   4 

 In the following sections of my testimony, I describe the significant 5 

increases in customer rates in the last ten years and the significant increases in 6 

KU’s operation and maintenance expenses since 2013.  I next address numerous 7 

adjustments that are necessary to ensure that the rates set in this proceeding are 8 

just and reasonable.  I follow the sequence of the issues shown on the preceding 9 

table.  Finally, I quantify the effects of Mr. Baudino’s recommendations regarding 10 

the cost of long-term debt and the return on equity. 11 

 12 
II.  SIGNIFICANT INCREASES IN CUSTOMER RATES 13 

 14 

Q. Please describe the significant increases in customer rates over the last ten 15 

years. 16 

A. The Companies’ rates have increased steadily and significantly over the last ten 17 

years.  KU’s rates have increased an average of 74% over all customer classes.  18 

LG&E’s rates have increased an average of 61% over all customer classes.  The 19 

following charts graphically portray these increases for each Company and each 20 

customer class from 2004 through 2013. 21 
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  1 

 2 

  3 

  4 

2004 - 2013 % Increase: 

Residential = 82%
Commercial = 86%
Industrial = 57%
Total Retail Sales = 74% 

2004 - 2013 % Increase: 

Residential = 59%
Commercial = 56%
Industrial = 62%
Total Retail Sales = 61% 
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Q. Why are the historic increases in customer rates relevant in this proceeding? 1 

A. First, they provide context for the increases that the Companies’ seek in this 2 

proceeding.  These rate increases impact real customers in residential households, 3 

schools and other government agencies, and small and large businesses.  These 4 

customers need electric service and generally do not have economically realistic 5 

alternatives.   6 

Second, these increases affect household budgets/expenses, government 7 

budgets/expenses, and business budgets/expenses, as well as business 8 

competitiveness and viability.  Each of these customers must manage their income 9 

and expenses efficiently.  The Commission should insist that the Companies are 10 

managed and operated efficiently to minimize their costs and that the costs 11 

allowed recovery reflect the least reasonable cost.   12 

  Third, the Companies’ requested increases reflect projected costs in a 13 

forecast test year for the first time.  Projected costs necessarily rely on models of 14 

the future based on assumptions and estimates, not the actual costs relied on in a 15 

historic test year.  The use of a forecast test year is necessarily more subjective 16 

than the use of a historic test year.  Thus, the Commission should carefully 17 

scrutinize the Companies’ estimates and assumptions to ensure that they are not 18 

inefficient, unreasonable, excessive, or erroneous.  19 
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III.  COSTS PROJECTED IN FORECAST TEST YEAR DESERVE CAREFUL 1 
SCRUTINY 2 

 3 

Q. How do the projected operation and maintenance expenses in the test year 4 

compare to the Companies’ recent actual expenses? 5 

A. KU’s O&M expenses are substantially greater and demonstrate an exceptional 6 

rate of growth compared to actual historic levels.  The following chart shows this 7 

graphically:1 8 

 9 

  10 

  11 

                                                 

1The data underlying this chart by FERC O&M and A&G expense accounts is provided in my 
Exhibit___(LK-2). 
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  In contrast to KU, LG&E’s O&M expenses have been relatively stable and 1 

show little growth compared to prior years.  The following chart shows this 2 

graphically:2 3 

  4 

 5 

Q. Do these comparisons of the test year to the actual O&M expenses in prior 6 

years demonstrate that KU’s O&M expense is unreasonable or that LG&E’s 7 

O&M expense is reasonable? 8 

A. No.  However, it does highlight the fact that projections in forecast test years 9 

deserve special scrutiny because they are based on projections and estimates, tend 10 

to reflect expenses that may not actually be incurred if they were restrained by the 11 

discipline of actual cost management, and can be used to increase the “ask” with 12 

                                                 

 
2 The data underlying this chart by FERC O&M and A&G expense accounts is provided in my 

Exhibit___(LK-3). 
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virtually no downside risk by utility management.  After all, if the Commission 1 

does not authorize revenues based on the “ask,” then the Companies may not 2 

actually incur the expenses they projected.  If the Commission does authorize 3 

revenues based on the “ask,” then the Companies still may not actually incur the 4 

expenses or incur them at the same level they projected. 5 

 6 

Q. How do these increases in expense compare to the Companies’ load growth? 7 

A. The Companies’ load growth has been flat and is projected to remain so.  In his 8 

testimony, Mr. Staffieri cites the lack of load growth as a major factor in the need 9 

for the requested increases.  Mr. Staffieri states that “the Companies continue to 10 

anticipate low growth in native system demand.  In the past, the Companies have 11 

been able to rely on both off system sales and native load growth to defray the 12 

impact of rising costs between rate cases. Because this is no longer possible, the 13 

Companies must now adjust rates to earn a reasonable return”3  The following 14 

graphs portray the Company’s actual and projected test year load growth. 15 

 16 

                                                 

 3 Direct Testimony of Victor A. Staffieri at 11. 
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  1 

 2 

  3 

 4 

Q. What is the significance of the Companies’ flat load growth? 5 

A. It demonstrates that load growth is not the driver of the increases in O&M 6 

expense.  Rather, other factors are driving these O&M expense increases, 7 

including management decisions.   8 
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  It means that the increases in staffing levels and payroll and related 1 

expenses that I address in the next section of my testimony, were not and cannot 2 

be caused by actual or projected load growth.  It also means that the Companies 3 

should be encouraged to operate more efficiently given their status as mature 4 

utilities with almost no load growth.  In addition, it means that the Companies 5 

arguably should be limited to the same number of employees to achieve the same 6 

level of utility operations in the test year as in 2010, before the PPL acquisition, 7 

adjusted only for known and measurable changes in activities, such as KU’s 8 

retirement of Green River 3 and 4 and LG&E’s retirement of the coal-fired Cane 9 

Run generating units and the commercial operation of Cane Run 7.   10 

  Again, the Commission should ensure that the expenses in the test year are 11 

just and reasonable, prudent and necessary in order to minimize the impact on 12 

customers. 13 

 14 

Q. What are some of the reasons for the increases in expenses that the 15 

Commission should carefully scrutinize? 16 

A. The Companies have been engaged in a hiring frenzy since the end of the test year 17 

in their last base rate cases (March 31, 2012), as highlighted in Mr. Thompson’s 18 

and other witnesses’ testimony, even though the Companies have experienced 19 

almost no load growth.  This increase in staffing results in significant 20 

inefficiencies and unnecessary payroll and related expenses.  Adding duplicative 21 

employees is not a necessity; it is a luxury, the cost of which should not be 22 

imposed on customers. 23 
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  The Companies have and are engaged in shutting down approximately 800 1 

MW of coal-fired generation, which is labor-intensive.  The shutdowns should 2 

result in significant expense reductions in the test year compared to prior years 3 

even with the commercial operation of Cane Run 7.  Cane Run 7 is a natural gas-4 

fired combined cycle facility, which is much less labor-intensive than coal-fired 5 

generation.  Although the Companies have reflected some savings from the 6 

shutdown of the coal-fired generation, the reductions in KU’s expenses from 7 

retiring Green River 3 and 4 have been offset by increases due to one-time 8 

expenses to shut down the units in the test year. 9 

  The Companies have significantly increased their pension expense to 10 

reflect recent changes to the mortality tables used to project their future pension 11 

payments and reductions in the discount rate used to calculate their pension 12 

benefit obligations. 13 

  The Companies have increased their uncollectible accounts expense and 14 

reduced their late payment revenues compared to recent actual expenses and 15 

revenues. 16 

 17 
IV.  OPERATING INCOME ISSUES 18 

 19 

Reduce Payroll and Related Expenses To Reflect Efficient Staffing Levels 20 
 21 

Q. Please describe the growth in staffing levels since 2010 and continuing 22 

through the test year. 23 

A. The Companies have significantly increased employee staffing levels since 2010 24 

and PPL’s acquisition of the utility operations of E.ON U.S. and propose even 25 
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greater staffing levels for the test year.  The Companies not only incur the payroll 1 

and related costs for their own employees, but also incur payroll and related costs 2 

allocated from LG&E and KU Services Company (“LKS”).   3 

  In January 2011, KU had 1,667 employees, including those allocated to 4 

KU from LKS.  LG&E had 1,558 employees, including those allocated to LG&E 5 

from LKS.4 6 

  In their filings, in June 2016, KU projects that it will have 1,868 7 

employees, including those allocated from LKS, which is an increase of 12.1% 8 

despite the reductions from retiring the Green River 3 and 4 generating units.  9 

LG&E projects that it will have 1,786 employees, including those allocated from 10 

LKS, which is an increase of 14.6% despite the reductions from retiring Tyrone 11 

and the coal-fired Cane Run generating units.  As I noted previously, the 12 

Companies are significantly increasing employee levels despite the fact that their 13 

loads are barely growing. 14 

  The Companies quantified a net increase of 293 positions after March 31, 15 

2012, the end of the test year in their last base rate cases, and June 30, 2016, the 16 

end of the test year in the pending cases.5   17 

  The following chart portrays the increase in staffing levels from 2008 18 

through the test year (all historic years are at year end).6   19 

                                                 

 4 KU’s and LG&E’s responses to Staff 1-32.   I have attached a copy of KU’s response as my 
Exhibit___(LK-4) and LG&E’s response as my Exhibit___(LK-5). 

   5 KU and LG&E Responses to KIUC 1-10.  I have attached a copy of the KU response to 
KIUC 1-10 as my Exhibit___(LK-6). 

 6 KU’s and LG&E’s responses to KIUC 1-9.  I have attached a copy of KU’s response to KIUC 1-
9 as my Exhibit___(LK-7). 
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 1 

  2 

 3 

Q. What are the reasons cited by the Companies for the increases after March 4 

31, 2012? 5 

A. The primary reason cited by the Companies is “core skill building/knowledge 6 

retention and transfer.”  The Companies cited this as the reason for 200 of the 293 7 

added positions.  The other reasons cited include “capital projects,” “regulatory 8 

compliance,” “corporate reorganization,” “plant retirement,” and “customer 9 

service.”7   10 

 11 

Q. Does the addition of additional employees for “core skill building/knowledge 12 

retention and transfer” increase efficiency and productivity? 13 

                                                 

 7 Id. 
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A. No.  The contrary is true.  First, the additional employees are duplicative, almost 1 

by definition.  The Companies do not deny this. The employee increases for “core 2 

skill building/knowledge retention and transfer” do not displace existing staffing; 3 

they are in addition to the existing staffing.  In other words, although the 4 

workload is unchanged, it now will take more employees to accomplish the same 5 

activities.  This is the definition of negative productivity.  Adding duplicative 6 

employees is not a necessity; it is a luxury, the cost of which should not be 7 

imposed on customers. 8 

  Second, these employees are being hired before there is an actual need for 9 

them to replace employees who will retire or otherwise leave the Companies.  The 10 

Companies have failed to demonstrate that there is a need to hire these redundant 11 

employees so many years in advance of the retirement of older employees.  The 12 

Companies have performed no workforce staffing study, other than a generalized 13 

study that highlights the need to plan for future retirements.   14 

  Third, the new employees are being hired outside of and in addition to the 15 

normal employee replenishment process.  The normal process is to hire younger 16 

and less experienced employees to perform lower level jobs and then to promote 17 

them when they are more experienced and there are job openings.  This is the 18 

normal process of knowledge building and skill retention as older and more 19 

experienced employees train and develop younger and less experienced 20 

employees.  Instead, the Companies have overlaid another round of hiring in 21 

addition to the normal process.  This is inefficient and results in excessive payroll 22 

and related expenses.  It offsets and overwhelms any benefits the Companies 23 
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actually achieved from additional investment to achieve efficiencies and to reduce 1 

staffing. 2 

  Fourth, the Companies have provided no evidence that hiring these 3 

additional employees is justified on the basis of cost savings or efficiency 4 

improvements.  5 

 6 

Q. Is there any compelling need to accelerate hiring in the manner undertaken 7 

by the Companies and projected to extend into the test year? 8 

A. No.  The Companies have steadily increased their hiring since 2010 and in 2014 9 

accelerated it even more.  The Companies plan to stabilize their staffing in 2016 10 

and future years, notably after the peak in staffing is reflected in the test year.   11 

   12 

Q. Is there another staffing issue that the Commission should address? 13 

A. Yes.  KU proposes that 11 of the employees from the retiring Green River 3 and 4 14 

generating units be added to staffing in the Metering department, ostensibly to 15 

replace contractor expense incurred for reading meters.  While commendable, this 16 

unnecessarily adds additional expenses to the Companies’ revenue requirement. 17 

 18 

Q. What is your recommendation? 19 

A. I recommend that the Commission disallow the payroll and related expenses for 20 

the positions added for “core skill building/knowledge retention and transfer” and 21 

disallow the payroll and related expenses for the 11 employees transferred from 22 

the Green River units offset by an increase in contractor expense.  Such employee 23 
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additions result in unnecessary and inefficient staffing.  The Companies’ business 1 

customers cannot afford the luxury of redundant employees.  The Companies’ 2 

customers have had to become more efficient and learn to do more with less.  The 3 

Commission should hold KU and LG&E to no lower standard. 4 

 5 

Q. What are the effects of your recommendation? 6 

A. The effects are a reduction in KU’s O&M expense of $9.247 million and a 7 

reduction in LG&E’s O&M expense of $6.586 million.8 8 

 9 

Q. Is there another concern that you have identified with the Companies’ 10 

projected staffing levels in the test year? 11 

A. Yes.  The Companies based their staffing levels on budgets and projections for the 12 

test year.  However, their experience is that actual staffing always is less than 13 

their budgeted staffing.  Over the three historical years (2011 – 2013), this 14 

slippage has averaged 2.01% for KU and 2.95% for LG&E.9  15 

 16 

Q. Do you have an alternative recommendation if the Commission does not 17 

adopt your recommendation to disallow the payroll and related expenses for 18 

the added positions for “core skill building/knowledge retention and 19 

                                                 

 8 The calculations and sources of data used for the calculations are provided for KU on my 
Exhibit___(LK-8) and for LG&E on my Exhibit___(LK-9). 
  
 9 KU’s and LG&E’s responses to Staff 1-32.  The responses provided actual and budgeted staffing 
levels by month for 2011 through October 2014.  I have attached a copy of KU’s response as my 
Exhibit___(LK-4) and LG&E’s response as my Exhibit___(LK-5). 
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transfer” and for employees transferred from the Green River units to 1 

Metering? 2 

A. Yes.  I recommend that the Commission disallow the payroll and related expenses 3 

for the positions that the Companies’ actual experience indicates will not be filled 4 

due to “slippage.”  If the positions are not filled, then the Companies will not 5 

incur the expenses. 6 

 7 

Q. What are the effects of your alternative recommendation? 8 

A. The effects are a reduction in the KU payroll and related expenses of $3.348 9 

million and a reduction in the LG&E expenses of $3.688 million.10 10 

 11 

Remove Nonrecurring Operating Expenses for Retiring Generating Units from the 12 
Base Revenue Requirement 13 
 14 

Q. Please describe the Companies’ plans to retire certain of their coal-fired 15 

generating units. 16 

A. KU plans to retire Green River 3 and 4 in April 2016, although the retirement date 17 

may be extended to April 2017 under the Mercury and Air Toxics Standards if 18 

grid reliability concerns are present.  The last operating unit at Tyrone was retired 19 

in 2013.  LG&E plans to retire the coal-fired units at Cane Run in May 2015 20 

when Cane Run 7 achieves commercial operation.11   21 

                                                 

  
 10 The calculations and sources of data used for the calculations are provided for KU on my 
Exhibit___(LK-10) and for LG&E on my Exhibit___(LK-11). 
  
 11 Thompson Direct at 22. 
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  KU provided its actual and projected operating expenses (operation and 1 

maintenance expenses, administrative and general expenses and other taxes 2 

expense) for Green River 3, 4 and common in its response to KIUC 1-7.12  3 

Starting in January 2015, KU projected operating expenses for the units on a 4 

combined basis, except for severance expenses, which it projected for each unit.  5 

KU provided its actual and projected labor expenses for Green River 3 and 4 and 6 

common in its response to KIUC 1-8.13   7 

  LG&E provided its actual and projected operating expenses for Cane Run 8 

4, 5, 6 and common in its response to KIUC 1-7.14  Starting in May 2015, LG&E 9 

projected operating expenses for the units on a combined basis.  LG&E provided 10 

its actual and projected labor expenses for Cane Run 4, 5, 6 and common in its 11 

response to KIUC 1-8.15  12 

 13 

Q. Are the operating expenses for the retiring KU units in the test year 14 

recurring? 15 

A. No.  Except for nominal amounts for ongoing safety and site monitoring, the 16 

operating expenses no longer will be incurred after the facilities are shut down 17 

and the site is secured.  KU projects that it will incur expenses through December 18 

                                                 

 

12 I have attached a copy of the KU’s response to KIUC 1-7 as my Exhibit___(LK-12). 

 13 I have attached a copy of KU’s response to KIUC 1-8 as my Exhibit___(LK-13). 
 
14 I have attached a copy of LG&E’s response to KIUC 1-7 as my Exhibit___( LK-14). 
 

 15 I have attached a copy of LG&E’s response to KIUC 1-8 as my Exhibit___(LK-15). 
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2016 to shutdown and secure the facilities, after which these expenses will drop to 1 

approximately $0.050 million per month for ongoing safety and site monitoring 2 

and maintenance. 3 

 4 

Q. In contrast to the retiring KU units, are the operating expenses for the 5 

retiring LG&E units in the test year recurring? 6 

A. It appears that they are.  LG&E incurred expenses to shut down the facilities and 7 

secure the site prior to the test year.   8 

 9 

Q. Are there specific one-time expenses related to the retirement of the retiring 10 

KU units included in the test year? 11 

A. Yes.  The expenses included in the test year include one-time expenses related to 12 

shutting down the facilities and securing the site and employee severance 13 

expenses.   14 

 15 

Q. Please describe how the Companies reflected the operating expenses and 16 

capitalization of the retiring generating units in the test year revenue 17 

requirement. 18 

A. The Companies included these operating expenses and all capital-related costs, 19 

including depreciation expense and the return on capitalization, in the test year 20 

revenue requirements  21 
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Q. Is it appropriate to include the retiring KU units’ operating expenses in the 1 

base revenue requirement? 2 

A. No.  These are nonrecurring expenses and should be removed from the KU base 3 

revenue requirement.  If the expenses are included in the base revenue 4 

requirement, then KU will continue to recover the expenses long after they no 5 

longer are incurred or are incurred at a much lower level.  KU’s rates will not be 6 

reasonable and it will obtain excessive recovery. 7 

 8 

Q. If the retiring KU units’ operating expenses are removed from the base 9 

revenue requirement, are there recovery alternatives available that are 10 

compensatory, but do not provide excessive recovery? 11 

A. Yes.  There are at least two alternatives available.  The first alternative is to 12 

authorize KU to defer and amortize the operating expenses in excess of the 13 

approximately $0.050 million recurring expense.  The deferral would be based on 14 

the actual operating expenses incurred, less the $0.050 million recurring expense, 15 

and would be subject to review and recovery through amortization expense in the 16 

Companies’ next base rate cases.  The amortization should be over a reasonably 17 

short time period, such as three to five years. 18 

  The second alternative is to authorize KU to implement a new retirement 19 

cost rider similar to the Big Sandy Retirement Rider authorized by the 20 

Commission for Kentucky Power Company in Case No. 2012-00578.  KU would 21 

recover its actual operating expenses as incurred, except for one-time expenses, 22 

such as severance expenses, which should be deferred and amortized over three to 23 
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five years, and except for the approximately $0.050 million recurring expense.  1 

By January 2017, the expenses recovered through the retirement cost rider would 2 

diminish to the amount of the amortization expense and after three to five years 3 

would diminish to $0 and be terminated.   4 

    5 

Q. Should the Commission continue to allow recovery of the depreciation and 6 

return on both Companies’ retiring units through the base revenue 7 

requirement? 8 

A. Yes.  The Commission should adopt the Companies’ proposal to recover the 9 

remaining net book value of the retiring plants over the lives of their other coal-10 

fired generating assets through depreciation expense included in the base revenue 11 

requirement.16  This proposal is reasonable because it provides a lengthy recovery 12 

period and minimizes the impact on the revenue requirement.  It also avoids any 13 

arguments or decisions in this proceeding as to the final disposition of the retired 14 

units, the potential costs of dismantling and site remediation if they are not retired 15 

in place, and the time period over and the manner in which such costs will be 16 

recovered.  17 

                                                 

 16 The Companies will follow the FERC Uniform System of Accounts for retirements of plant 
costs, and debit the accumulated depreciation and credit the plant in service accounts by the amount of the 
gross plant that is retired.  The remaining net book value of the retired units will be reflected in the net 
book value of the operating units in the next depreciation study and recovered over the remaining service 
lives of the operating units through slightly greater depreciation rates. 
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Q. Please summarize your recommendations regarding the retiring coal-fired 1 

generating units. 2 

A. I recommend that the Commission remove the nonrecurring operating expenses 3 

for Green River 3 and 4 from KU’s revenue requirement and either defer these 4 

expenses for consideration in KU’s next base rate case or adopt a new retirement 5 

rider to recover these costs. 6 

 7 
Eliminate Incentive Compensation Tied to Financial Performance 8 
 9 

Q. Please describe the incentive compensation tied to financial performance 10 

included in the Companies’ O&M expense and revenue requirements. 11 

A. KU included $6.474 million (total Company) and LG&E included $5.967 million 12 

(total Company) in incentive compensation expense tied to PPL earnings per 13 

share (“EPS”) and LKE net income, two of the four metrics pursuant to the PPL 14 

Team Incentive Award (“TIA”).17  These amounts were incurred to “motivate and 15 

direct employees toward the achievement of [PPL’s] strategic goals.”  In a 2012 16 

Employee Bulletin, Mr. Blake, a witness for the Companies in these two 17 

proceedings, stated: “EPS reflects an important part of PPL’s mission, which 18 

includes providing shareholders with best-in-sector returns.”18 19 

 20 

                                                 

17 Response to KIUC 2-14 for KU and LG&E in each case, respectively.  Sum of the amounts 
expensed in the test year based on the Financial – PPL EPS and Financial – LKE Net Income metrics.  A 
copy of each response is attached as Exhibit___(LK-16) and Exhibit___(LK-17), respectively.  The 
Companies provided a copy of the TIA in response to AG 1-74 in each case, respectively.  A copy of KU’s 
response to AG 1-74 is attached as my Exhibit___(LK-18). 
  

18 Response to AG 1-74, page 9 of 11 in each case, respectively. 
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Q. Should the incentive compensation tied to financial performance be included 1 

in the Companies’ revenue requirement? 2 

A. No.  First, the Commission precedent is to remove these expenses from the 3 

revenue requirement.  In its order in Kentucky-American Water Company Case 4 

No. 2010-00036, the Commission disallowed incentive compensation expense 5 

tied to “financial goals that primarily benefited shareholders.”19  This expense 6 

falls clearly within that category and should be a shareholder cost, not a customer 7 

cost. 8 

  Second, this form of incentive compensation is directed toward achieving 9 

shareholder goals, not customer goals.  In its order in Atmos Energy Corporation 10 

Case No. 2013-00148, the Commission stated “Incentive criteria based on a 11 

measure of EPS, with no measure of improvement in areas such as safety, service 12 

quality, call-center response, or other customer-focused criteria, are clearly 13 

shareholder-oriented.  As noted in the hearing on this matter, the Commission has 14 

long held that ratepayers receive little, if any, benefit from these types of 15 

incentive plants. . . It has been the Commission’s practice to disallow recovery of 16 

the cost of employee incentive plans that are tied to EPS or other earnings 17 

measures.”20  Thus, the cost should be borne by shareholders, not customers. 18 

  Third, this form of profit-maximizing incentive compensation incentivizes 19 

the Companies to seek greater rate increases from customers to improve PPL EPS 20 

and LKE net income.  The greater the rate increases and revenues, the greater the 21 

                                                 

 
19 Order in Kentucky American Water Company Case No. 2010-00036 at 14. 
20 Order in Atmos Energy Corporation Case No. 2013-00148 at 9. 
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PPL EPS and LKE net income and the greater the incentive compensation 1 

expense.  There is an inherent conflict between lower rates to customers and 2 

greater financial performance for shareholders and incentive compensation for 3 

executives and other employees.  This expense should be a shareholder cost.   4 

  Fourth, including incentive compensation expenses in the revenue 5 

requirement itself increases the PPL EPS and LKE net income and ensures that 6 

the incentive compensation expense will be incurred; essentially, it is a self-7 

fulfilling expense, all else equal.  If the Companies are ensured recovery of the 8 

expense from customers, then there is no performance that is at risk or that must 9 

be achieved in order to recover that expense.  This expense should be a 10 

shareholder cost. 11 

 12 
Pension Expense to Reflect Amortization of Net Actuarial Loss Over A Longer 13 
Period 14 
 15 

Q. Please describe the Companies’ request for pension expense. 16 

A. The Companies seek significant increases in pension expense in the test year 17 

compared to calendar year 2014 and compared to the base year.  KU seeks an 18 

increase of $15.316 million (total Company) compared to calendar year 2014 and 19 

of $12.467 million compared to the base year.21  LG&E seeks an increase of 20 

$16.659 million (total Company) compared to calendar year 2014 and of $13.366 21 

million compared to the base year.22  These projected increases were based on 22 

                                                 

 21 KU’s Response to KIUC 1-20.  I have attached a copy of this response as my Exhibit____(LK-
19). 
  

22 LG&E’s Response to KIUC 1-20.  I have attached a copy of this response as my 
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preliminary estimates developed by Towers Perrin, an actuarial firm retained by 1 

the Companies.23 2 

 3 

Q. What are the reasons for these significant increases? 4 

A. The only witness who addressed these increases was Mr. Blake.  The only reason 5 

cited by Mr. Blake was the presumed use by the Companies’ actuaries of recently 6 

developed new mortality tables, which reflect “mortality improvements,” or 7 

longer participant lives.  Mr. Blake is not an actuary.  Instead, he relied on 8 

preliminary estimates from Towers Perrin for the pension expenses included in 9 

the test year. These estimates were based on the new mortality tables as well as 10 

incorporating the effects of various other changes in assumptions.  The result of 11 

the new mortality tables and other changes in assumptions is a huge increase in 12 

the Companies’ future pension benefit obligations (“PBO”) and the resulting net 13 

actuarial loss, a significant portion of which must be amortized and reflected in 14 

pension expense over some amortization period.  The Companies amortized the 15 

net actuarial loss to expense using an extremely short year amortization period of 16 

less than 9 years.    17 

                                                                                                                                                 

Exhibit____(LK-20). 
 
 23  Excerpts from the Towers Perrin report were provided in KU and LG&E’s responses to KIUC 
1-15 and 1-16.  I have attached a copy of KU’s response as my Exhibit___(LK-21). 
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 Although it was not cited by Mr. Blake, another reason for the increase in pension 1 

expense is an increase in the PBO and the resulting net actuarial loss due to a 2 

reduction in the discount rate used to calculate the PBO.  This reason is cited in 3 

the Towers Perrin report wherein it provided the preliminary estimates of pension 4 

expense relied on by the Companies in their filings.  The discount rate is used to 5 

calculate the net present value of future pension payments to plan participants.  6 

The lower the discount rate, the greater the PBO, the greater the net actuarial loss, 7 

and the greater the pension expense, all else equal.   8 

 9 

Q. How is the increase in the net actuarial loss reflected in the pension expense? 10 

A. In addition to several other components, the pension expense calculation includes 11 

an amortization of a significant portion of the net actuarial loss in the 2015 and 12 

2016 calendar years used to develop the pension expense for the test year.  If the 13 

net actuarial loss increases, as it did from the use of the new mortality tables and 14 

the reduction in the discount rate, then the amortization included in the pension 15 

expense increases, all else equal.  Similarly, if the amortization period is 16 

shortened, then the amortization included in the pension expense increases, all 17 

else equal.  In future years, as the net actuarial loss is reduced, the amortization 18 

included in the pension expense will decline, all else equal.   19 

 20 

Q. Is the essence of pension expense a statistical allocation of the future pension 21 

payments to plan participants over their lives?  22 
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A. Yes.  Pension expense is nothing more than a statistical allocation of estimated 1 

future benefit payments.  It requires estimates of the future pension payments, but 2 

is trued-up each year to reflect actual experience in the prior year and further 3 

adjusted to reflect changes in estimates of future payments to plan participants.   4 

Consequently, the pension plan expense is properly viewed as a “self-5 

truing” expense that is updated each year over the remaining lives of the plan 6 

participants.  The estimates will change each year based on actual experience, the 7 

assumptions used and the allocation methods that are applied.  Nevertheless, the 8 

sum of the pension expense necessarily will equal the sum of the pension benefit 9 

payments until the last plan participant or qualified dependent dies. 10 

  The Companies’ defined benefit pension plans are now closed to new 11 

employees.  The future pension payments to plan participants over their lives will 12 

not be known with certainty until the last plan participant dies and the plan is 13 

terminated.  Until the termination of the plan, the pension expense each year 14 

requires an estimate of the future pension payments and an allocation of that 15 

expense over the remaining years of the plan.   16 

  This important point is confirmed in the Towers Perrin actuarial report 17 

provided in response to KIUC 1-16.  Towers Perrin correctly notes that the 18 

variability in expense from estimate to estimate is due to changes in assumptions, 19 

but ultimately does not affect the pension expense incurred over time.   20 

As an example of how assumptions can be used or changed to affect the 21 

pension expense calculated by the actuary for any year, the Companies 22 

successfully reduced their pension expense last year when they raised the discount 23 
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rate by 90 basis points.   Now they plan to reduce the discount rate by 50 basis 1 

points for the projected test year.  If interest rates increase in future years, then the 2 

Companies will increase the discount rate again, which will reduce pension 3 

expense in those future years to levels below what their actuary projects today.   4 

As another example of how the Companies used assumptions to increase 5 

pension expense in the projected test year in the pending cases, the Companies 6 

directed Towers Perrin to assume that there would be no earnings on the pension 7 

fund assets after March 31, 2014 until December 31, 2014.  December 31, 2014 8 

was the date used to value the pension assets and the PBO and the net actuarial 9 

loss used to calculate the pension expense for 2015.  This assumption reduced the 10 

pension fund assets and increased the pension expense due to an increase in in the 11 

net actuarial loss for 2015 and all subsequent years that were projected.  In effect, 12 

the Companies increased their pension expense in the test year through a 13 

apparently unsupported assumption. 14 

 15 
Q. Have the Companies projected their pension expense after the end of the test 16 

year? 17 

A. Yes.  Towers Perrin projected the Companies’ pension expense for each year 18 

2015 through 2019.24  After the increase in 2015, the projected expenses decline 19 

in each subsequent year 2016 through 2019.  This occurs primarily because the 20 

amortization included in the pension expense declines as the funding deficiency 21 

and the net actuarial loss are reduced each year. 22 
                                                 

 24 KU’s and LG&E’s response to KIUC 1-16.  I have attached a copy of KU’s response as part of 
my Exhibit___(LK-21).    
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Q. What is the significance of the declines in pension expense after the test year? 1 

A. If the Commission adopts the Companies’ proposed pension expense, then the 2 

base revenue requirement will include pension expense at its peak and will not 3 

reflect the declines in each subsequent year.  This will result in the Companies’ 4 

recovering more than the pension expense they actually incur until their next base 5 

rate cases.  This is inequitable and can and should be avoided. 6 

 7 

Q. Is the Commission obligated to use the Companies’ proposed pension 8 

expenses for ratemaking purposes? 9 

A. No.  The Commission is required to set the pension expense at a level that it 10 

determines is reasonable for ratemaking purposes.  This may not be the same as 11 

the Companies’ estimates for accounting and financial reporting purposes.  As I 12 

noted previously, pension expense is an estimate that is self-truing over time.  The 13 

pension expense estimates are extremely sensitive to the models and assumptions 14 

that are used to calculate the expenses.  All of these assumptions are approved by 15 

the Companies.   16 

  Thus, if the Commission determines that different estimates are reasonable 17 

for ratemaking purposes based on different assumptions, such as a longer 18 

amortization period or higher discount rate, then those estimates can and will be 19 

trued up in subsequent rate cases. 20 

  To the extent that the Companies’ pension expense allowed for ratemaking 21 

is different than it reports for accounting and financial reporting, it is considered a 22 

timing difference under Generally Accepted Accounting Principles (“GAAP”) 23 
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and the Companies can defer the difference (either as an asset or a liability).  1 

These deferrals will converge to $0 when the final pension expense is determined 2 

and the plan is terminated.  The use of deferral accounting ensures that the 3 

Companies’ earnings will not be affected if the Commission adopts a longer 4 

amortization period. 5 

 6 

Q. What is your recommendation? 7 

A. I recommend that the Commission set pension expense to reflect a 30 year 8 

amortization of the net acturarial losses rather than the less than 9 year 9 

amortization periods used by the Companies.  The longer amortization more 10 

closely matches the period over which pension payments will be made (up to 60 11 

or more years) than the unduly short amortization period reflected in the 12 

Companies’ amortization.  The longer amortization period will reduce the 13 

volatility caused by changes in the mortality tables, the discount rate, and market 14 

returns on pension assets, not only in the pending cases, but also in future cases.  15 

The longer amortization period also will levelize the pension expense over the life 16 

of the pension plan compared to the Companies’ proposal, which front-loads the 17 

amortization and thus, the pension expense.  Finally, the longer amortization 18 

period will minimize the excess recoveries from customers as the Companies’ 19 

pension expense declines in future years.  20 
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Q. What are the effects of your recommendation? 1 

A. The effects are a reduction in KU’s pension expense of $10.627 million and a 2 

reduction in LG&E’s electric expense of $12.562 million.25   3 

 4 
Reduce Uncollectible Expense to Reflect Recent Experience 5 
 6 

Q. How does the uncollectible accounts expense included by the Companies in 7 

the test year compare to their actual experience over the most recent five 8 

years? 9 

A. KU included $6.441 million in uncollectible expense in the test year compared to 10 

a five year average for 2010 through 2014 of $5.273 million.  The five year 11 

average was driven sharply upward by abnormally high residential accruals in 12 

2010 and 2014.26  KU claims that the test year uncollectible expense is 0.40% of 13 

total revenues, which it claims is “not unreasonable when compared to the five 14 

year average.”27 15 

  LG&E included $4.028 million in uncollectible accounts expense in the 16 

test year compared to a five year average for 2010 through 2014 of $3.730 17 

million.  The five year average was driven sharply upward by abnormally high 18 

residential accruals in 2010 and 2014.28  LG&E claims that the test year 19 

                                                 

 25 The calculations for KU and LG&E are attached as Exhibit___(LK-22) and Exhibit___(LK-23), 
respectively.  

26 KU’s response to AG 1-3.  I have attached a copy of this response as my Exhibit___(LK-24). 

27 KU’s response to AG 2-3.  I have attached a copy of this response as my Exhibit___(LK-25). 

28 LG&E’s response to AG 1-3.  I have attached a copy of this response as my Exhibit___(LK-26). 
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uncollectible expense is 0.28% of total revenues, which it claims is “not 1 

unreasonable when compared to the five year average.”29 2 

 3 

Q. Is the uncollectible accounts expenses included by each Company in its 4 

revenue requirement excessive? 5 

A. Yes.  The Commission must determine what a reasonable level of expense is for 6 

the forecast test year.  The best way to do that is to compare it to each Company’s 7 

recent experience.  A five year average provides the best evidence of each 8 

Company’s actual experience, including the effects of any anomalies.  As I noted 9 

previously, it is not appropriate to compare the test year level to the most recent 10 

calendar year alone because the residential expense accruals were abnormally 11 

high in 2014.   12 

As to the Companies’ claim that the projected test year expense “is not 13 

unreasonable compared to the five year average,” the numbers do not support that 14 

claim.  The Companies’ projections are substantially in excess of the five year 15 

averages and they are not reasonable. 16 

 17 

Q. What is your recommendation? 18 

A. I recommend that the Commission use the five year average for each Company.  19 

The Companies have offered no justification to increase the projected test year 20 

                                                 

 

29 LG&E’s response to AG 2-3.  I have attached a copy of this response as my Exhibit___(LK-27). 
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expense to the proposed levels.  The uncollectibles account expense is volatile 1 

and it should reflect each Company’s average actual experience. 2 

 3 

Q. What are the effects of your recommendation? 4 

A. The effect is a reduction in KU’s uncollectible accounts expense of $1.168 5 

million and a reduction in LG&E’s electric expense of $0.236 million.   6 

 7 
Increase Customer Late Payment Revenues to Reflect Recent Experience 8 
 9 

Q. Please describe the late payment revenues reflected by the Companies in the 10 

test year and how those “other revenues” compare to the Companies’ recent 11 

actual five year experience. 12 

A. KU reflected $3.786 million in the test year compared to a five year average for 13 

2010 through 2014 of $6.306 million.30  LG&E reflected $2.475 million (electric) 14 

in the test year compared to a five year average for 2010 through 2014 of $4.471 15 

million.31  16 

 17 

Q. Should the Commission use the five year average for late payment revenues 18 

in the same manner as you recommend for uncollectible accounts expense? 19 

A. Yes, and for the same reasons.  20 

                                                 

30 KU’s response to AG 1-3.  A copy of this response is attached as my Exhibit___(LK-24). 
 

31 LG&E’s response to AG 1-3.  A copy of this response is attached as my Exhibit___(LK-26). 
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Q. What are the effects of your recommendation? 1 

A. The effect is an increase in KU’s late payment revenues of $2.520 million and an 2 

increase in LG&E’s revenues of $1.996 million.   3 

 4 
Remove Property Tax Expense on Construction Work In Progress and Direct the 5 
Companies to Capitalize the Expense 6 
 7 

Q. Did the Companies capitalize any property tax expense in the test year to 8 

construction work in progress (“CWIP”)? 9 

A. No.  The Companies reflected all property tax expense as an operating expense in 10 

the revenue requirement. The Companies’ calculations of property tax expense in 11 

included construction work in progress (“CWIP”) as well as plant in service.32   12 

 13 

Q. Please describe the Companies’ property tax expense capitalization policy. 14 

A. The Companies capitalize property tax expense only on the “original construction 15 

costs of coal-fired generating units.”33  There is no construction of new coal-fired 16 

generating units in the test year, so the Companies did not capitalize any of the 17 

projected property tax expense.  However, there is significant other construction, 18 

some of which is reflected in base rates and some of which is reflected in the 19 

environmental surcharge. 20 

 21 

                                                 

 

32 KU’s and LG&E’s response to KIUC 1-36.  I have attached a copy of the summary tabs from 
each Company’s response to KIUC 1-36 as my Exhibit___(LK-28). 

 
33 KU’s and LG&E’s response to KIUC 2-10.  I have attached a copy of the KU response as my 

Exhibit___(LK-29). 
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Q. Is this capitalization policy appropriate? 1 

A. No.  It is not appropriate for accounting or ratemaking purposes.  There is no 2 

justification for the Companies to expense the property taxes on the construction 3 

costs of environmental and all other additions to coal-fired generating units, gas-4 

fired generating units, transmission, and distribution assets.  The property tax 5 

expense on these construction costs is a cost of construction, not a current period 6 

expense.  In fact, the FERC Uniform System of Accounts (“USOA”) requires that 7 

such taxes be capitalized during construction.34  The property tax expense should 8 

be treated no differently than the cost of labor, materials, contractors, and other 9 

costs that are incurred to construct the assets and to prepare them for service. 10 

  In the past, prior to the Companies’ massive environmental capital 11 

expenditures and prior to their construction of gas-fired generation units instead 12 

of new coal-fired units, there may have been little difference whether the property 13 

taxes on CWIP were capitalized or not.  However, circumstances have changed 14 

significantly from those days and the accounting and ratemaking practices of the 15 

past should be updated to reflect present reality.  The Companies’ accounting 16 

practices also should be modified to conform with the requirements of the FERC 17 

USOA Plant Instructions. 18 

                                                 

 
34 FERC USOA Electric Plant Instructions #3A. Components of Construction Cost states that “For 

Major utilities, the cost of construction property includible in the electric plant accounts shall include, 
where applicable, the direct and overhead cost as listed and defined hereunder:”  The list of such costs 
includes #16 Taxes,  which states: “Taxes includes taxes on physical property (including land) during the 
period of construction and other taxes properly includible in construction costs before the facilities become 
available for service.” 
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  Further, it is particularly important to capitalize property tax expense on 1 

CWIP in a forecast test year.   There may have been an argument in the past when 2 

using a historic test year that regulatory lag justified treating all property tax 3 

expense as a current period expense for ratemaking recovery, at least with respect 4 

to property tax expense on minor generating unit additions or short-term 5 

transmission and distribution construction projects.  That argument is no longer 6 

relevant now that the Companies have switched to a forecast test year.  7 

 8 

Q. What are the effects of your recommendation? 9 

A. The effect is a reduction in KU’s property tax expense of $2.056 million and a 10 

reduction in LG&E’s electric expense of $2.331 million.35  11 

 12 
Extend The Amortization Period for Deferred Costs That Will Be Fully Amortized 13 
Shortly After The Test Year 14 
 15 

Q. Please describe the amortization expense for deferred costs included in the 16 

test year. 17 

A. The Companies provided a list of each deferred cost and the annual amortization 18 

expense in response to KIUC discovery in these proceedings.36  For certain of 19 

these deferred costs, the amortization will be completed within one or two years 20 

after the end of the test year.   21 

                                                 

 

35 The calculation of the KU adjustment is shown on my Exhibit___(LK-30). The calculation of 
the LG&E adjustment is shown on my Exhibit___(LK-31). 

 
36 See KU’s and LG&E’s response to KIUC 1-29.  I have attached a copy of each Company’s 

response as my Exhibit___(LK-32) and Exhibit___(LK-33), respectively. 
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More specifically, KU’s Mountain Storm deferred costs will be fully 1 

amortized in October 2016, a mere four months after the end of the test year.  The 2 

amortization expense is $1.208 million.  However, at the end of the test year, the 3 

unamortized cost is only $0.403 million.  In other words, if this amortization 4 

expense is “baked-in” to the revenue requirement without modification, KU will 5 

recover $0.805 million more than the amortization expense in the twelve months 6 

after the test year and $1.208 million more than the amortization expense each 7 

year thereafter. 8 

KU’s MISO Exit Fee deferred costs will be fully amortized in June 2017, 9 

only twelve months after the end of the test year.  The amortization expense is 10 

$0.484 million.  However, at the end of the test year, the unamortized cost is only 11 

$0.482 million.  In other words, if this amortization expense is “baked-in” to the 12 

revenue requirement without modification, KU will recover $0.484 million more 13 

than the amortization expense every twelve months starting in July 2017. 14 

LG&E’s 2011 Summer Storm will be fully amortized in December 2017, 15 

only 18 months after the end of the test year.  The amortization expense is $1.610 16 

million.  However, at the end of the test year, the unamortized cost is only $2.416 17 

million.  In other words, LG&E will recover $1.610 million more than the 18 

amortization expense each year starting in January 2018. 19 

 20 

Q. What is your recommendation to address this problem and the overrecovery 21 

that will occur within mere months after the end of the test year? 22 

A. I recommend that the Commission reset the amortization period to five years for 23 
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the deferred costs that I identified.  This will reduce the likelihood that the 1 

Companies will overrecover, but still provides the Companies full recovery of the 2 

deferred costs. 3 

 4 

Q. What are the effects of your recommendation? 5 

A. KU’s amortization expense will be reduced by $1.177 million for the Mountain 6 

Storm and MISO Exit Fee deferred costs.37  LG&E’s amortization expense will be 7 

reduced by $0.805 million for the 2011 Summer Storm deferred costs.38 8 

 9 
Eliminate Terminal Net Salvage from the Cane Run 7 Depreciation Rates 10 
 11 

Q. Please describe the net salvage that the Companies included in the proposed 12 

Cane Run 7 depreciation rates. 13 

A. The Companies propose net salvage of negative 5% for plant accounts 342 and 14 

343, negative 10% for account 344, and negative 5% for account 34539 for Cane 15 

Run 7.  Mr. Spanos developed these proposed net negative salvage rates by 16 

performing a statistical review of the historic interim retirements and interim net 17 

salvage of the Companies’ other gas-fired generating units.40  Mr. Spanos did not 18 

perform any review of terminal retirements or terminal net salvage for the 19 

Companies’ other gas-fired generating units or for Cane Run 7 specifically and 20 
                                                 

37 The calculations for KU are shown on my Exhibit___(LK-34). 

38 The calculations for LG&E are shown on my Exhibit___(LK-35). 

39 These net salvage rates for each plant account are shown on Exhibit JJS-1 attached to Mr. 
Spanos’ Direct Testimony for each company.  I have attached a copy of KU’s and LG&E’s  schedule as my 
Exhibit___(LK-36) and Exhibit___(LK-37), respectively, for ease of reference. 

 

40 Spanos Direct at 5-6. 
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claims that he did not “include a terminal net salvage component in the proposed 1 

rates since no plans have been established for how the facility would be 2 

dismantled.”41 3 

 4 

Q. Please distinguish between net salvage on interim retirements and net salvage 5 

on terminal retirements. 6 

A. The plant balances represent the cost of the assets, in this case the Cane Run 7 7 

generating unit.  Some of the components of the asset will be replaced and retired 8 

before the entire asset is retired.  These retirements are considered to be interim 9 

retirements.  The net cost to remove these interim retirements, offset by any 10 

salvage income, is referred to as net negative salvage on interim retirements. 11 

 However, the bulk of the components and the cost of the components will 12 

remain in service from the first day of operation to the last day when the 13 

generating unit is shut down and retired.  These retirements are considered to be 14 

terminal retirements.  If the facilities are retired in place, then there is no cost to 15 

remove those components, net of any salvage income.  If the facilities are 16 

dismantled and the site is remediated, then there is a cost to remove these 17 

components and remediate the site.  The net cost to do so is referred to as net 18 

negative salvage on terminal retirements.42 19 

                                                 

  
41 KU’s and LG&E’s responses to KIUC 2-12.  A copy of these responses is attached as my 

Exhibit___(LK-38).  
42 Mr. Spanos provides a description of interim and terminal retirements in his Direct Testimony at 

7-8. 
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The distinction between interim and terminal retirements and the net 1 

negative salvage related to each may be illustrated through an analogy to a car.  2 

Assume that Betty buys a new car.  Over the years, she replaces the tires and 3 

some of the engine components, such as the alternator and the power steering 4 

pump.  Those are analogous to the interim retirements that Cane Run 7 will 5 

experience over its life.  The costs that she incurred to pay her mechanic to 6 

remove and replace these parts are considered net negative salvage on those 7 

interim retirements.  Years later, the car reaches the end of its life and Betty 8 

decides to permanently retire it.  She has the car towed to the salvage yard and is 9 

paid nothing for it.  The costs that she paid the towing company are considered 10 

net negative salvage on terminal retirements.  The terminal retirement of the car is 11 

analogous to Cane Run 7.  At the end of its life, the entire remaining plant 12 

balances will be retired. There may be no net negative salvage if the unit is retired 13 

in place or there may be net negative salvage if it is dismantled and removed and 14 

the site is remediated. 15 

 16 

Q. How did Mr. Spanos apply the net negative salvage that he developed for 17 

interim retirements when he calculated the depreciation rate for Cane Run 18 

7? 19 

A. Mr. Spanos applied the interim net negative salvage to the entire Cane Run plant 20 

balance rather than only the interim portion of the plant balance.  He 21 
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acknowledged that he did so in response to discovery.43  Returning to my car 1 

analogy, he assumed that the roof, hood, trunk, and chassis of the car all would 2 

have to be replaced on the same regular basis as tires, the alternator and the power 3 

steering pump. 4 

 5 

Q. What is the proportion of the plant balance for Cane Run 7 that is subject to 6 

interim retirements? 7 

A. Mr. Spanos provided the Cane Run 7 plant balances by account that would be 8 

subject to interim retirements in response to discovery.44  That response shows 9 

that only 25% (on average across all plant accounts) of the total plant balances for 10 

each Company will be subject to interim retirement.45  Yet, Mr. Spanos applied 11 

the interim net salvage to 100% of the total plant balances, both the interim 12 

portion and the terminal portion. 13 

 14 

Q. Was this a calculation error? 15 

A. Yes.  First, the Companies claim that they included NO terminal net salvage in the 16 

proposed Cane Run 7 depreciation rates.  However, that claim is incorrect.  By 17 

applying the interim net salvage rate to the terminal retirements in addition to the 18 

interim retirements, the Companies included net negative salvage on terminal 19 

                                                 

43 KU’s and LG&E’s responses to KIUC 2-13.  I have attached a copy of these responses as my 
Exhibit___(LK-39). 

 
44 Id. 

 
 45 The 25% is an average across all plant accounts.  The responses to KIUC 2-13 indicate that 
interim retirements compared to total plant balances for both Companies are 18%  for account 341, 16% for 
account 342, 19% for account 343, 30% for account 344, 33% for account 345, and 34% for account 346.  
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retirements, despite denying that they did so and denying that they even could do 1 

so.   2 

  Second, the Companies provided no estimate of terminal net salvage and 3 

no support for including terminal net salvage, let alone any evidence that terminal 4 

net salvage would be anything other than 0%.  Mr. Spanos included the following 5 

Question and Answer in his testimony as follows: 6 

 7 
Q. DID YOU INCLUDE A NET SALVAGE COMPONENT FOR 8 

DISMANTLEMENT IN THE DEPRECIATION CALCULATIONS? 9 
 10 
A. No. Although it is important to establish the full service value of the 11 

facility at the early stages, including an amount at this time is premature. 12 
There is analysis of the facility and site that needs to be performed before 13 
an adequate estimate of dismantlement costs assigned for recovery. Once 14 
the study is completed, the dismantlement component will be included in 15 
future depreciation rates. 16 
 17 

Mr. Spanos testified that not only had he NOT included terminal net 18 

salvage, but that he could not do so until he had “an adequate estimate of 19 

dismantlement costs.”   20 

  In Case Nos. 2012-00221 and 2012-00222, the settlement adopted by the 21 

Commission limited terminal net salvage to negative 2% on all of the Companies’ 22 

generating units.46  Methodologically, the Companies weighted the interim and 23 

terminal net salvage by the interim and terminal portions of the plant balance.47  If 24 

Mr. Spanos had done a similar weighting for Cane Run 7 with a 0% terminal net 25 

                                                 

 46 In their responses to KIUC 2-12, the Companies provide the weighting of the interim and 
terminal net salvage rates into a combined net salvage rate applied to the entire plant balances.  The 
terminal net salvage for all plant accounts is shown as negative 2% in accordance with the settlement term. 
  
 47 Id. 
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salvage for the terminal portion of the plant balances, then the weighted net 1 

salvage would be one-fourth of the net salvage rate that he applied.   2 

 3 

Q. What is your recommendation? 4 

A. I recommend that the Commission correct this error in the Companies’ calculation 5 

of the proposed Cane Run 7 depreciation rates and remove the terminal net 6 

salvage from the calculations. 7 

 8 

Q. What are the effects of your recommendation? 9 

A. The Cane Run 7 depreciation rates should be reduced to 2.62% for accounts 341 10 

and 342, 2.68% for account 343, 2.91% for account 344, 2.88% for account 345, 11 

and 2.82% for account 346.  KU’s depreciation expense should be reduced by 12 

$0.511 million and LG&E’s by $0.164 million.48  I used the Companies’ 13 

methodology for its other generating units to weight the interim net salvage and 14 

the terminal net salvage (using 0% for Cane Run 7) to develop the net salvage rate 15 

applied to the Cane Run 7 plant balances.  These reductions to depreciation 16 

expense and the associated rate increases will not affect the earnings of the 17 

Companies.  18 

                                                 

48 The calculations of the corrected depreciation rates and the corrections to the KU and LG&E 
depreciation expense are shown on my Exhibit___(LK-40) and Exhibit___(LK-41), respectively. 
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V.  CAPITALIZATION ISSUES 1 

 2 
 3 
Reduce The Revenue Requirement to Reflect A “Slippage Factor” Applied to 4 
Construction Expenditures 5 
 6 

Q. The Staff asked the Companies to quantify a construction expenditure 7 

“slippage factor” and the resulting reduction in revenue requirements.49 8 

Please describe the concept of a “slippage factor” and the Companies’ 9 

responses. 10 

A. A “slippage factor” in this context refers the percentage by which the actual 11 

construction expenditures tend to underrun the budgeted construction 12 

expenditures.  The Commission has applied slippage factors in other utility base 13 

rate cases where there has been a forecast test year.  In its order in Union Light, 14 

Heat and Power Company Case No. 2005-00042, the Commission adopted a 15 

“slippage factor” adjustment for the forecast test year, which it described as 16 

follows: 17 

As part of the capital budgeting process, utilities will estimate the level of 18 
capital construction that will be undertaken during the year. Because of 19 
delays, weather conditions, or other events, the actual level of construction 20 
will often vary from the level budgeted. The difference between the actual 21 
and budgeted levels is reflected in the calculation of a “slippage factor,” 22 
which serves as an indicator of the utility's accuracy in predicting the cost 23 
of its utility plant additions and when new plant will be placed into 24 
service. The Commission has routinely applied a slippage factor in the 25 
forward-looking test period rate cases for Kentucky-American Water 26 
Company.  The Commission has usually utilized a slippage factor 27 
calculated by determining the annual slippage during the most recent 10-28 
year period and then calculating the mathematic average of the annual 29 

                                                 

 

49 KU’s response to Staff 2-75 and LG&E’s response to Staff 2-89. 
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slippage factors. The slippage factor is normally applied to the utility plant 1 
in service balance and the construction work in progress (“CWIP”) 2 
balance to determine the slippage adjustment.50  (footnote omitted). 3 

 4 

  Similarly, in its order in Case No. 2004-00103, the Commission adopted 5 

“slippage factor” adjustments for the forecast test year, which it described “as an 6 

indicator of Kentucky-American’s accuracy in predicting the cost of its utility 7 

plant additions.”51 8 

In these proceedings, KU quantified a 97.803% slippage factor and a 9 

reduction of $0.900 million in its base revenue requirement if the slippage factor 10 

is applied to its projected construction expenditures.52,53  LG&E quantified a 11 

97.728% slippage factor and a reduction of $0.738 million in its electric base 12 

revenue requirement if the slippage factor is applied to its projected construction 13 

expenditures.54,55   14 

                                                 

50 Order in Union Light, Heat and Power Company Case No. 2005-00042 at 8. 

51 Order in Kentucky American Water Case No. 2004-00103 at 2. 

52 KU’s responses to Staff 2-75.  I have attached a copy of this response as my Exhibit___(LK-42). 
 
 53 I have reflected the effects on capitalization of KU’s calculations in Section II on my 
Exhibit___(LK-43) in order that the subsequent changes in capitalization and costs of each component will 
be properly calculated in a sequential manner.  KU’s calculation also affect operating income.  I have 
included both effects on the same line item under Capitalization issues on the table in the Summary section 
of my testimony. 

 
54LG&E’s response to Staff 2-89.  I have attached a copy of this response as my Exhibit___(LK-

44). 
 
 55 I have reflected the effects on capitalization of LG&E’s calculations in Section II on my 
Exhibit___(LK-45) in order that the subsequent changes in capitalization and costs of each component will 
be properly calculated in a sequential manner.  LG&E’s calculation also affect operating income.  I have 
included both effects on the same line item under Capitalization issues on the table in the Summary section 
of my testimony. 
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  The quantifications provided by the Companies include not only the effect 1 

on capitalization, but also the capital-related effects on operating income. 2 

 3 

Q. Should the Commission apply the slippage factors calculated by the 4 

Companies and reduce capitalization? 5 

A. Yes.  The Commission’s precedent is to apply slippage factors, which the 6 

Companies have acknowledged. 7 

 8 
Reduce The Companies’ Capitalization and Income Tax Expense to Reflect the 9 
Extension of Bonus Depreciation Enacted After the Companies Made Their Filings 10 
 11 

Q. Please describe the “tax extender” bill passed by the U.S. Congress in 12 

December 2014. 13 

A. In December 2014, the Congress passed Public Law No. 113-295, entitled “The 14 

Tax Increase Prevention Act of 2014” (“Act”).  The Act provided for the 15 

extension of 50% bonus tax depreciation in 2014 for qualified property while also 16 

providing 50% bonus tax depreciation in 2015 for long-production-period 17 

property.56 18 

  Under the law, the Companies may elect out of the bonus depreciation and 19 

instead use MACRS depreciation.  If the Companies apply bonus depreciation on 20 

qualified property, they both will be able to deduct the additional bonus tax 21 

depreciation in excess of the MACRS tax depreciation.  The additional tax 22 

                                                 

 56 KU’s response to AG 1-27 and LG&E’s response to AG 1-26. 
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depreciation will significantly increase their accumulated deferred income taxes 1 

(“ADIT”).   2 

 3 

Q. What are the implications of the Act in these proceedings? 4 

A. The Act was passed and signed into law after the Companies made their filings in 5 

these proceedings.  Consequently, the effects of the additional tax depreciation are 6 

not reflected in their filings. 7 

  The effects are two-fold.  First, the Companies are able to deduct 8 

additional depreciation compared to the MACRS depreciation they reflected in 9 

their filings.  However, they may elect out of the bonus depreciation and instead 10 

use MACRS depreciation if that results in a better outcome.  Further, they may 11 

use bonus depreciation for 2014, but elect out for 2015.  To the extent that the 12 

Companies use bonus depreciation, they will have greater accumulated deferred 13 

income taxes and reduced capitalization.  This will result in a reduction in their 14 

revenue requirements, all else equal. 15 

  Second, the amount of bonus depreciation deducted results in lower 16 

taxable income and lower Section 199 deductions, which are based on taxable 17 

income.  A reduction in the Section 199 deduction results in greater income tax 18 

expense and an increase in the revenue requirement, all else equal. 19 

  Thus, the Companies must optimize between the use of bonus depreciation 20 

in 2014 and 2015 and the potential loss of the Section 199 deduction in each of 21 

those years.   22 

 23 
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Q. Have the Companies each performed an analysis to optimize the revenue 1 

requirement benefit of the bonus depreciation against the loss of the Section 2 

199 deduction? 3 

A. Yes.  The Companies each performed four analyses that included not only the 4 

effects on their base revenue requirements, but also on their environmental 5 

surcharge revenue requirements in order to optimize the effects of the Act.  KU 6 

determined that its best option will be to utilize bonus depreciation for 2014, but 7 

to elect out of it 2015.57  LG&E determined that its best option will be to utilize 8 

bonus depreciation for both 2014 and 2015.58   9 

 10 

Q. Did the Companies quantify the effects on the Section 199 deduction and the 11 

capitalization (due to the greater ADIT) for the test year? 12 

A. Yes.  KU quantified a reduction in capitalization due to the additional ADIT of 13 

$28.234 million and a reduction in income tax expense due to an increase in the 14 

Section 199 deduction of $0.350 million.  LG&E quantified a reduction in 15 

capitalization due to the additional ADIT of $54.238 million and an increase in 16 

income tax expense due to a reduction in the Section 199 deduction of $1.606 17 

million, both total company.   18 

Q. What is the effect of reflecting these changes in capitalization and income tax 19 

expense on each Company’s revenue requirement? 20 

                                                 

 57 KU’s response to AG 1-27.  See Tab 1 – Summary and Tab 3 – Opt Out 2015.  I have attached a 
copy of the response and the relevant tabs as my Exhibit___(LK-46). 
 
 58 LG&E’s response to AG 1-26.  See Tab 1 – Summary and Tab 4 – Elect Bonus w Rev.  I have 
attached a copy of the response and the relevant tabs as my Exhibit___(LK-47). 



Lane Kollen 
Page 52 

A. The effect is a reduction in KU’s base revenue requirement of $2.483 million and 1 

a reduction in LG&E’s electric base revenue requirement of $2.760 million.59  2 

There also are significant effects of these changes on each Company’s 3 

environmental surcharge revenue requirement, which the Commission should 4 

ensure are properly incorporated in each Company’s environmental surcharge 5 

filings. 6 

 7 
Reduce LG&E’s Capitalization to Remove The Paddy’s Run Demolition Costs 8 
 9 

Q. Please describe LG&E’s proposal to demolish the retired Paddy’s Run 10 

generating plant. 11 

A. LG&E proposes to demolish the retired Paddy’s Run generating plant in the test 12 

year.  It has been retired in place for many years.  LG&E proposes to incur $11.5 13 

million starting April 2015 and finishing in June 2016, all of which it included in 14 

the test year capitalization.  The cost estimate was prepared by AMEC 15 

Environment & Infrastructure, Inc.60  16 

                                                 

  
 59 The calculations for the effect on KU’s revenue requirement due to the reduction in 
capitalization are shown on Section III of my Exhibit___(LK-43) and for the effect on LG&E’s revenue 
requirement due to the reduction in capitalization are shown on Section III of my Exhibit___(LK-45).  The 
effect on KU’s base revenue requirement due to the increase in the Section 199 deduction is $0.541 million. 
The effect on LG&E’s electric base revenue requirement due to the reduction in the Section 199 deduction 
is $2.052 million.   

60 LG&E’s response to KIUC 1-6.  The response to part (a) provides the projected expenditures by 
month.  The responses to parts (b) through (d) provide other information on the status of the plant, the 
accounting for the demolition costs, and whether there is any legal obligation to demolish the plant.  The 
response to part (e) provides a copy of the AMEC “Conceptual Phase Study Demolition with Clean Fill 
Option.”  I have attached a copy of the response as my Exhibit___(LK-48), although I have provided only 
the cover and table of contents of the AMEC study report. 
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Q. Is there any legal obligation to demolish Paddy’s Run? 1 

A. No.61 2 

 3 

Q. Should the Commission include this proposed demolition cost in LG&E 4 

capitalization? 5 

A. No.  There is no legal obligation to incur the cost.  The Company has not 6 

demonstrated that it is necessary to incur the cost in the test year.   7 

 8 

Q. What is the effect of your recommendation? 9 

A. The effect is a reduction in the LG&E revenue requirement of $1.235 million.62 10 

 11 
 12 

VI.  COST OF SHORT TERM DEBT 13 
 14 
 15 
Reduce the Cost of Short Term Debt to Reflect A More Reasonable Assumption 16 
About Future Interest Rates 17 
 18 

Q. Please describe the cost of short term debt proposed by the Companies in the 19 

test year. 20 

A. The Companies propose a rate of 0.905%, which reflects a projected rate of 21 

0.636% for the July 2015 through December 2015 portion of the test year and a 22 

rate of 1.585% for the January 2016 through June 2016 portion of the test year.   23 

 24 

                                                 

 

61 Id., response to part (d)(i): “There is no legal requirement to demolish the units.” 
62 The calculations and sources of data used for the calculations are detailed in Section IV on my 

Exhibit___(LK-45). 
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Q. Are these rates reasonable? 1 

A. No.  They are excessive.  The present rate for 90 day commercial paper is 0.15%.  2 

The present rates for 240 day to 270 day commercial paper range from 0.33% to 3 

0.36%.63 4 

 5 

Q. What is your recommendation? 6 

A. I recommend that the Commission use a short term debt rate of 0.30%, near the 7 

top of the range, although a lower rate also would be reasonable.   8 

 9 

Q. What is the effect of your recommendation? 10 

A. The effect is a reduction in KU’s revenue requirement of $0.645 million and a 11 

reduction in LG&E’s revenue requirement of $0.561 million.64 12 

 13 
VII.  COST OF LONG TERM DEBT ISSUED AFTER DECEMBER 2014 14 

 15 

Q. Have you quantified the effect of Mr. Baudino’s recommendation to reduce 16 

the cost of the new debt issuances projected by the Companies? 17 

A. Yes.  I have used the long term debt interest rates proposed by Mr. Baudino for 18 

each Company’s projected new debt issuances.  19 

                                                 

 
 63  See attached excerpt from February 26, 2015 Wall Street Journal reflecting rates. 
 64 The calculations for KU are detailed in Section IV on my Exhibit___(LK-43) and for LG&E in 
Section V on my Exhibit___(LK-45). 
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Q. What are the effects of Mr. Baudino’s recommendations? 1 

A. The effects are a reduction in KU’s revenue requirement of $1.250 million and a 2 

reduction in LG&E’s revenue requirement of $1.076 million.65 3 

 4 
VIII.  RETURN ON EQUITY 5 

 6 

Q. Have you quantified the effect of Mr. Baudino’s recommended return on 7 

common equity? 8 

A. Yes.  Mr. Baudino recommends a return on equity of 8.6% compared to the 9 

Companies’ requested return on equity of 10.50%.  Mr. Baudino’s recommended 10 

return on equity for KU is 13.69% when grossed up for income taxes, bad debt 11 

expense, and Commission assessment, compared to KU’s requested return on 12 

equity of 16.71% when grossed-up for income taxes, bad debt expense, and 13 

Commission assessment.   Mr. Baudino’s recommended return on equity for 14 

LG&E is 13.83% when grossed up for income taxes, bad debt expense, and 15 

Commission assessment compared to LG&E’s return on equity of 16.89% when 16 

grossed-up for income taxes, bad debt expense, and Commission assessment.  It is 17 

the grossed-up return on equity that is recovered in customer rates. 18 

 19 

Q. What are the effects of Mr. Baudino’s recommendations? 20 

A. The effects are a reduction in KU’s revenue requirement of $56.674 million and a 21 

reduction in LG&E’s revenue requirement of $33.596 million.66   22 

                                                 

 
65 The calculations for KU are detailed in Section V on my Exhibit___(LK-43) and for LG&E in 

Section VI on my Exhibit___(LK-45). 
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Q. Have you quantified the effects of a 1.0% change in the return on common 1 

equity for each Company? 2 

A. Yes.  For KU, each 1.0% return on equity equals $29.828 million in revenue 3 

requirements.  For LG&E, each 1.0% return on equity equals $17.682 million in 4 

revenue requirements.  These quantifications reflect the reductions in 5 

capitalization for each Company that I recommend.67 6 

 7 
IX.  OFF-SYSTEM SALES MARGIN RIDER 8 

 9 

Q. Please describe the off-system sales (“OSS”) margins included by the 10 

Companies in their revenue requirements? 11 

A. KU reflected OSS margins of $0.5 million as a reduction to its revenue 12 

requirement and LG&E reflected $2.7 million in its revenue requirement. These 13 

margins are significantly lower than OSS margins reflected in the revenue 14 

requirement in prior cases and the actual OSS margins earned by the Companies. 15 

 16 

Q. Are OSS margins subject to the same or greater volatility as fuel and 17 

purchased power expenses? 18 

A. Yes.  The same factors that affect fuel and purchased power expenses also affect 19 

OSS margins.  In addition, there are many other factors that affect OSS margins, 20 

including market clearing prices, the availability of other parties’ generation, 21 

                                                                                                                                                 

 
66 The calculations for KU are detailed in Section VI on my Exhibit___(LK-43) and for LG&E in 

Section VII on my Exhibit___(LK-45). 
  
 67 The quantifications of each 1.0% change in the return on equity are shown for KU on my 
Exhibit___(LK-43) and for LG&E on my Exhibit___(LK-45). 
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other parties’ demand at the market clearing prices, the Companies’ loads under 1 

unpredictable weather conditions, and the availability of the Companies’ 2 

generating units, including the effects of planned, forced, and deration outages of 3 

generating units.  Assumptions regarding the following factors must be made in 4 

order to predict OSS margins in a future test year: 5 

 Hourly dispatched generation by unit 6 

 Hourly native load 7 

 Hourly energy sales 8 

 Hourly economic minimum and emergency minimum capacity levels  9 

 Data required to calculate both incremental dispatch costs and actual 10 
dispatch costs include: 11 

 Quadratic heat rate coefficients 12 

 Fuel costs ($/MBTU) 13 

 Fuel Handling Costs ($/MBTU or $/MWh) 14 

 Other costs such as for lime ($/MBTU or $/Ton) 15 

 Dispatch penalty factor 16 

 Variable O&M costs ($/MWh) 17 

 SO2 and NOX emissions costs ($/MWh)  18 

 19 

Q. How have OSS and OSS margins varied in recent years? 20 

A. The following charts show the volatility and variability of both OSS and OSS 21 

margins over the last five years.68 22 

                                                 

 68 OSS Energy obtained from page 2 of 71 in response to 807 KAR 5:001Section 16(7)(c) 
provided with each Company’s filing.  OSS Margins obtained from Thompson Direct in KU at 25. 
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Q. Is it possible to accurately and reliably project OSS margins? 1 

A. No.  OSS margins are more difficult to project than fuel and purchased power 2 

expenses. 3 

 4 

Q. Does the volatility and the inability to accurately and reliably project OSS 5 

margins indicate the need for an OSS tracker as a means of truing-up the 6 

OSS margins reflected in the base revenue requirement? 7 

A. Yes.  Fuel and purchased power expenses, although included in the base revenue 8 

requirement on a projected basis, are trued-up to actual costs through the Fuel 9 

Adjustment Clause (“FAC”).  That true-up through the FAC is necessary because 10 

these expenses are volatile, vary considerably from month to month and from year 11 

to year, and cannot be accurately or reliably projected.  Those same reasons argue 12 

for a true-up of the OSS margins through the FAC.  13 

 14 

Q. Has the Commission previously approved an OSS tracker in the FAC for 15 

another utility? 16 

A. Yes.  The Commission authorized an OSS tracker in the FAC for Kentucky Power 17 

Company, which is identified as the System Sales Clause.  It is used to true-up the 18 

OSS margins included in Kentucky Power Company’s base rates and to share the 19 

true-up differences between Kentucky Power Company and its customers. 20 

 21 

Q. Should the Commission adopt a similar OSS tracker in the FAC for KU and 22 

LG&E? 23 
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A. Yes.  First, an OSS tracker will address the volatility and variability in OSS, and 1 

the inability to accurately or precisely project these expenses in an equitable and 2 

fair manner so that neither the Companies nor their customers are unduly harmed 3 

or benefitted from factors largely beyond their control.   4 

  Second, both KU and LG&E are planning to retire old and inefficient 5 

generating units in 2015 and 2016.  They expect to commence operation of the 6 

new and highly efficient Cane Run 7 natural gas combined cycle plant in the next 7 

few months.  These events will affect the availability of energy and the cost to sell 8 

energy off-system.   9 

  Third, an OSS tracker will mitigate the effects of disagreements on 10 

methodologies used to allocate fuel and purchased power expense between native 11 

load and OSS.  12 

 13 

Q. What sharing factors should the Commission adopt? 14 

A. I recommend that the Commission adopt 90% to customers and 10% to the 15 

Companies sharing factors for the differences between actual OSS margins and 16 

the OSS margins included in the base revenue requirement.  For example, if 17 

actual OSS margins are $1 million more than included in the base revenue 18 

requirement, then customers would be allocated $900,000 and shareholders would 19 

be allocated $100,000. On the other hand, if OSS margins are $1 million less, then 20 

customers would “pay” $900,000 and shareholders effectively would “pay” 21 

$100,000.   22 
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  The 90%/10% sharing percentages are appropriate for the following 1 

reasons: 2 

 OSS margins are subject to greater volatility and variability than fuel and 3 
purchased power expenses.  4 
 5 

 OSS margins are directly related to fuel and purchased power expense and 6 
should be allocated entirely to customers in the same manner that fuel and 7 
purchased power expenses are allocated entirely to customers. 8 
 9 

 Customers pay all the fixed costs of the generating units, the dispatch 10 
organization, including affiliate charges, and all related overheads. 11 

 12 

Q. Does this complete your testimony? 13 

A. Yes. 14 
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