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DIRECT TESTIMONY OF
MATTHEW J. SATTERWHITE, ON BEHALF OF
KENTUCKY POWER COMPANY
BEFORE THE PUBLIC SERVICE COMMISSION OF KENTUCKY

I INTRODUCTION

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS.
My name is Matthew J. Satterwhite, and | am the President and Chief Operating
Officer of Kentucky Power Company (“Kentucky Power” or “Company”). My
business address is 855 Central Avenue, Suite 200, Ashland, Kentucky 41101.

II. BACKGROUND

PLEASE SUMMARIZE YOUR EDUCATIONAL BACKGROUND AND
EXPERIENCE.

| graduated from the University of Kansas in 1995 with a Bachelor of Arts in
Political Science and from Capital Law School in 1999. After graduation from
law school, | joined the Ohio Attorney General’s Office, representing the Public
Utilities Commission of Ohio (PUCO) from 1999 to 2004. In 2004, | became the
Legal Director for the PUCO’s Service Monitoring and Enforcement Department
where | served until 2006. 1 left the Commission to serve as a Master
Commissioner with the Supreme Court of Ohio from 2006-2008. In Ohio, the
cases from the utility commission have the right of direct appeal to the Supreme
Court of Ohio, and | served as the public utility expert for the Court. In late 2008,
I joined the American Electric Power Service Corporation (“AEPSC”) legal

department.
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WHEN DID YOU ASSUME THE DUTIES OF PRESIDENT AND CHIEF
OPERATING OFFICER OF KENTUCKY POWER?

| formally assumed the duties of President and Chief Operating Officer of
Kentucky Power on December 8, 2016. Immediately following the formal
announcement of my appointment in November 2016, | began traveling Kentucky
Power’s service territory. During these travels | had the opportunity to meet with
customers and employees, and through these meetings | have come to better
understand the challenges facing our part of the Commonwealth. | also have
gained a better appreciation for the talented men and women in our organization
and in the communities we serve.

I have also met with local, state, and federal officials to discuss key issues
impacting our region. Whenever possible, | spread the word about the skilled and
available workforce in eastern Kentucky. | am convinced that a concerted effort
by industry and the Commonwealth of Kentucky can effectively inform the world
about the opportunity for industry to locate in eastern Kentucky with the goal of
diversifying the economy and creating well-paying jobs.

III. PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS
PROCEEDING?

My testimony addresses four topics. All are important, but I place special
emphasis on Kentucky Power’s focus on economic development and customer
service. It is no secret that eastern Kentucky is in the midst of a fundamental
transformation of its economy that in large part is driven by forces outside its

control. The coal mining economy, once the primary driver of the eastern
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Kentucky economy, has declined. While there have been some recent
improvements in coal mining activity reported, the direct and indirect job losses
over the past few years resulting from the downturn in coal mining activity are
being felt throughout the Company’s service territory. Kentucky Power is
committed to working with its customers, public officials, and other stakeholders
to address the challenges facing eastern Kentucky. Kentucky Power’s customer
experience focus and “Appalachian Sky” initiative, which | describe below, are
important efforts to address those challenges, and underlie the Company’s vision
for eastern Kentucky.

Turning to the specifics of my testimony, | provide:

e an overview of Kentucky Power and its operations;

e detail on the Company’s refocused customer experience focus;

e a description of Kentucky Power’s efforts on economic development
including its “Appalachian Sky” initiative; and

e an overview of Kentucky Power’s application and request.

IV.  OVERVIEW OF KENTUCKY POWER’S OPERATIONS

PLEASE GIVE A BRIEF OVERVIEW OF THE COMPANY AND ITS
OPERATIONS.

Kentucky Power is a wholly owned subsidiary of American Electric Power
Company, Inc. (“AEP”) and is engaged in the generation, purchase, transmission,
and distribution of electric power. The Company serves approximately 168,000
retail customers located in 20 eastern Kentucky counties. The Company’s total
customer count has declined by approximately 2,300 customers since September

2014. The Company also sells electric power at wholesale rates to the City of
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Olive Hill and the City of Vanceburg. Exhibit MJS-1 is a map detailing the
Company’s service territory. Kentucky Power’s service territory includes some
of the most economically and geographically challenging territory in the
Commonwealth.

WHERE ARE KENTUCKY POWER’S OFFICES LOCATED?

In December 2016, Kentucky Power moved its corporate headquarters from
Frankfort, Kentucky to Ashland, Kentucky. In addition to returning jobs to
Ashland, the move is an important step in Kentucky Power’s enhanced
commitment to its service territory. | and other members of the senior
management live in the service territory and are involved on the front lines
rebuilding our communities.

DOES KENTUCKY POWER MAINTAIN OTHER OFFICES?

Yes. The Company maintains distribution operations centers in Hazard, Pikeville,
and Ashland. These offices serve as a base of operations for each of the
Company’s three districts. Kentucky Power employs staff in each of these
districts and maintains offices and equipment to assist in maintaining and
restoring electric service. The Company also operates a state regulatory office in
Frankfort, Kentucky.

HOW LARGE IS KENTUCKY POWER’S WORKFORCE?

Kentucky Power currently directly employs 549 persons. The Company pays
competitive wages and benefits enabling it to attract and retain the skilled workers
required to provide safe, adequate, and efficient service to its customers. The

Company proposes to adjust the test year complement of employees in this case to
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add five employees to meet safety and efficiency needs. The Company will
continue to look for opportunities to add staff in our territory when the cost is
justified by the service and customer benefits provided. While a few salaries may
not have a material impact on the ultimate cost of providing service, I am mindful
of the need to be measured in our spending.

Kentucky Power’s employment impact also extends beyond its direct
employees. Overall, the Company employs approximately 580 contractors on a
regular basis in eastern Kentucky. The Company contracts with Nelson Tree
Service, Inc., Asplundh Tree Expert Company, and Wright Tree Service, Inc. to
perform most of the vegetation management work in connection with the
Company’s on-going vegetation management plan. The Company also uses
Davis H. Elliot Company, Inc. and some flagging crews to perform much of its
overhead and underground construction work.  The use of independent
contractors allows Kentucky Power to manage this work in a cost-effective
manner.

DO KENTUCKY POWER AND ITS EMPLOYEES SUPPORT THE
COMMUNITIES AND INSTITUTIONS OF ITS SERVICE TERRITORY?

Absolutely. During 2016, the Company contributed to charitable, educational,
and civic organizations serving the Company’s service territory. None of these
contributions, or the ones discussed below, are recovered through rates; all are

“below-the-line” expenditures paid by the Company shareholder.
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The Company’s employees also support the communities they serve

through employee involvement in organizations that promote economic
development, civic pride, and customer safety.
WHAT ARE AMERICAN ELECTRIC POWER FOUNDATION GRANTS?
The American Electric Power Foundation supports the communities served by
AEP operating companies like Kentucky Power. Some of the more notable
contributions during 2016 included a $25,000 donation to God’s Pantry in
Paintsville, Kentucky and a $10,000 donation to the Governors Scholar Program.

The Foundation also just announced a grant developed by Kentucky
Power and the Kentucky Education Development Corporation in the amount of
$500,000. The grant will be used to bring or enhance video distance learning
equipment and curriculum to the high schools in Kentucky Power’s service
territory. This program will allow these schools to connect with each other and
resources around the world. The Foundation also announced a grant in the
amount of $150,000 to the American Red Cross in eastern Kentucky for the
purchase of an emergency response vehicle for the region to assist in
emergencies.

KENTUCKY POWER’S SHAREHOLDER’S CONTRIBUTIONS TO THE
COMPANY’S SERVICE TERRITORY HAVE NOT BEEN ADDRESSED
IN DETAIL IN PAST RATE CASES. WHY ARE YOU ADDRESSING
THE ISSUE NOW?

The discussion is included as the direct result of conversations with our

customers. Our customers expressed surprise to learn about the level of corporate
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giving, and encouraged the Company to do more to explain its charitable and
economic development efforts. The Foundation grants are not recovered through
base rates, and therefore were not addressed in past filings. But as | learned from
our customers, these Company actions are important to share and to show a more
complete picture of the Company’s impact on the provision of electric service.

V. KENTUCKY POWER’S CUSTOMER EXPERIENCE FOCUS

WHAT HAS KENTUCKY POWER DONE TO CONNECT AND
COMMUNICATE WITH ITS CUSTOMERS?

Kentucky Power understands the importance of open communication with its
customers. Starting in January of 2017, the Company set up a new approach to
reach customers and held a series of community meetings to listen to customer
comments, address concerns, and be available to talk in the community. Since
then the Company has conducted 12 such meetings. Kentucky Power worked
with legislators and County Judge Executives, and also advertised these
community meetings in an attempt to reach as many customers as possible.

The Company approached the meetings in a productive manner so that it
could talk directly with customers about their specific concerns and
circumstances. The Company asked customers with billing concerns to bring a
copy of their bill with them.  The customers that brought a copy of their bills
were able to talk with customer service representatives who could access
customer accounts and further evaluate their bills. The Company also held
discussion stations with forestry personnel to discuss vegetation management, and

energy efficiency staff to discuss the Company’s programs that are available to
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help customers to make their homes and businesses more energy efficient. The
Company also provided regulatory staff and an area dedicated to discussions
concerning customer confusion about specific charges on the bill and regulatory
matters.

WHAT OTHER EFFORTS DID KENTUCKY POWER TAKE TO
IMPROVE COMMUNICATION WITH ITS CUSTOMERS?

As part of this focus on the customer experience, Kentucky Power began in 2016
a series of monthly public meetings called Community Advisory Panels.
Community Advisory Panels were established in Ashland, Pikeville, and Hazard
and were designed so that the Company could meet with active community
members to ensure the Company understood the full range of issues raised by
customers. The topics for presentation at the Community Advisory Panels ranged
from reliability and economic development to AEP corporate governance to how
to read the bill. The Company also provided community members with examples
of the issues being considered for this rate case. The introduction of the issues
provided the Company an opportunity to understand how potential changes were
viewed and to address community concerns with any new approach.

WHAT HAS THE COMPANY LEARNED FROM ITS CUSTOMER
EXPERIENCE FOCUS SO FAR?

First and foremost, the Community Advisory Panels reinforced the Company’s
understanding of the importance of communication and how such communication
can better enable Kentucky Power to meet its customers’ energy needs and

expectations. In particular, the Company learned that the number of individual
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riders and surcharges appearing as line items on customer bills frustrates
customers. In response to this concern, and in an effort to provide customers the
type of service they want, the Company recently proposed in Case No. 2017-
00231 to change its bill format. The interactions also helped customers better
understand what the Company faces on a daily basis, how it operates, as well as
the real value of the electricity provided by Kentucky Power.

HOW DOES KENTUCKY POWER PLAN TO IMPROVE THE
CUSTOMER EXPERIENCE GOING FORWARD?

Interaction with our customers is vital and will continue. The Company intends to
continue to be in the community speaking and listening. The Company
headquarters moving to Ashland puts our leadership team directly in the
community we serve, interacting with our neighbors on a daily basis and being
part of the rebuilding of eastern Kentucky. The Company will continue to hold its
Community Advisory Panel meetings to ensure a consistent forum for community
members to interact with Company management and provide a platform for open
and honest discussion about the region and the impact of the electric utility. I also
changed the organization structure of the Company by elevating the individual
responsible for customer interaction to a director of customer service and business
operations position. She now reports directly to me so that | am actively involved

in ensuring we are communicating with our customers.
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KENTUCKY POWER’S ECONOMIC DEVELOPMENT ACTIVITIES

WHAT CONTRIBUTIONS HAS KENTUCKY POWER'’S
SHAREHOLDER MADE TO ECONOMIC DEVELOPMENT?

As discussed in detail in the testimony of Company Witness Hall, the Company
actively supports economic development in its service territory. Through grants
and other investments, Kentucky Power has provided over $2.0 million toward
economic development efforts since 2014.

WHAT IS THE APPALACHIAN SKY INITIATIVE?

The Appalachian Sky Initiative is a plan to promote central Appalachia as the
premier region in the Unites States for aerospace manufacturing. This plan was
developed over time through the work of Kentucky Power in partnership with key
local economic development agencies in the area. Eastern Kentucky and all of
central Appalachia contain a highly skilled and available workforce. Kentucky
Power and the economic development agencies it supports developed a workforce
study that demonstrates the aptitude and skill set of Appalachian workers,
particularly coal miners and steel workers. This study showed that central
Appalachia has eight times the national per capita average of metal fabricators,
the key skill set needed in aerospace manufacturing, making the region a potential
leader in the industry. The Appalachian Sky Initiative seeks to leverage this
existing skilled workforce into a dynamic new diversified economy for the region.
WILL APPALACHIAN SKY SUCCEED?

The plan and expectation is to succeed. While there are no guarantees, the nature
of the skilled workforce in eastern Kentucky strongly supports both the need for

and the strategy embodied in the Appalachian Sky Initiative. | have worked to
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share this message with our state and federal officials as well as aerospace
companies. Regardless of the future of the coal industry, eastern Kentucky must
diversify its economy and find alternative sources of job creation.

PLEASE DESCRIBE THE RECENTLY-ANNOUNCED PLAN BY
BRAIDY INDUSTRIES TO CONSTRUCT A MANUFACTURING
FACILITY IN GREENUP COUNTY.

Braidy Industries Inc. announced on April 26, 2017 its plan to construct a $1.3
billion aluminum mill near South Shore in Greenup County. My understanding is
that the mill will produce Series 5000, 6000, and 7000 aluminum sheet and plate
products for use in the automotive and aerospace industry. The mill is also
reported to support research and development to advance the science and
technology of molten-metal manufacturing. The 2.5 million square foot facility
will provide approximately 550 advanced manufacturing and administrative jobs
when it opens in 2020. The construction of the mill is reported to provide up to
1,000 additional jobs in that interim period. The location of the Braidy Industries
aluminum mill in eastern Kentucky taps the strong available workforce and
highlights the potential for the success of the Appalachian Sky Initiative.
Kentucky Power intends to be a partner to help rejuvenate the region.

VII. KENTUCKY POWER'’S REQUEST TO ADJUST ITS RATES

WHAT RATE ADJUSTMENT IS KENTUCKY POWER PROPOSING?

The base rates proposed in the Company’s application are designed to increase its
annual revenues by $65,387,987. This increase is based on the historical test year
ending February 28, 2017 with known and measurable adjustments to test year

revenues and operating expenses. The Company is also seeking to increase the
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amount of the Home Energy Assistance Program (“HEAP”) surcharge by $0.05
per residential meter per month and the Kentucky Economic Development
Surcharge (“KEDS”) by $0.10 per meter per month. The Company estimates that
the combined increased surcharges will add $284,891 to the annual revenue
amount. The Company will match dollar-for-dollar the additional economic
development dollars produced by the request. The Company is also seeking
approval pursuant to KRS 278.183 of the Company’s 2017 Environmental
Compliance Plan. Additional information about the 2017 Plan is included in the
testimony of Company Witness Elliott. If approved, the 2017 Environmental
Compliance Plan will result in an estimated additional $3,903,056 increase in the
Company’s annual environmental surcharge revenues. The rates proposed by
Kentucky Power in this case are designed to produce a total of $69,575,934 in
additional annual revenue

WHAT HAS CHANGED SINCE THE COMMISSION’S ORDER IN CASE
NO. 2014-00396 THAT NECESSITATES THE FILING OF THE
COMPANY’S APPLICATION?

Kentucky Power’s service territory is undergoing historic changes, and it is
critical that Kentucky Power act now to address those changes. The Company’s
customer base continues to shrink, and the decline in usage requires the Company
to spread the costs of operations over the smaller number of remaining customers.
The effect of a decreasing customer base is the single largest driver of the rate

request.
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The rate increase requested is also required to meet increasing costs
related to the federally-regulated transmission system, as well as the costs of
complying with environmental regulations. Transmission system costs are
volatile and are billed directly to Kentucky Power by PJM. Other major changes
since 2014 include but are not limited to declining off-system sales margins and
increased depreciation expense. Waiting to address these changes will not benefit
the people or the economy of eastern Kentucky.

WHY IS ALLOWING KENTUCKY POWER THE OPPORTUNITY TO
EARN A REASONABLE RETURN AND FINANCIAL PERFORMANCE
IMPORTANT?

Kentucky Power is an important part of the fabric of eastern Kentucky as an
employer, corporate citizen, and investor. It is important that public utilities
provide a financial return on investment to ensure stockholder investment.
Failure to perform financially will adversely affect the capital available to the
Company and its cost, as well as Kentucky Power’s ability to provide safe and
reliable service to customers while remaining an important part of eastern
Kentucky. Company Witness McKenzie discusses the basis for his recommended
return on equity and the importance of Kentucky Power being permitted the
opportunity to earn it.

In addition, as a general proposition, public utilities are typically viewed
as safe investment opportunities and their securities are sought by teacher
retirement systems, unions, and other mainstream risk adverse investors. These

are the investors that provide the capital to support Kentucky Power’s operations
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and look to the Commission to provide the opportunity to earn, and the Company
to achieve, a fair return.

As a public utility the Company must abide by the rules and regulations of
the Commonwealth and the Commission. Under the regulatory compact
Kentucky Power provides safe and reliable service in return for a fair opportunity
to earn a reasonable return on its investment. Kentucky Power’s existing rates do
not provide it an opportunity to earn a reasonable return.

DID KENTUCKY POWER CONSIDER THE EFFECT OF ITS
REQUESTED INCREASE ON ITS CUSTOMERS?

Yes. Kentucky Power balances its operations and requests for rate relief with the
reality of the rapidly changing electric utility industry and the circumstances facing
customers. Kentucky Power’s request is reasonable and necessary to position the
Company to meet the significant challenges it and its customers face, and will allow
it to:

e meet customer expectations for safe and reliable electric service;

e continue to maintain and improve reliability;

e continue to invest in capital improvements in the distribution system; and

e provide a safe work environment that sends each and every employee
home injury-free.

Kentucky Power provides a valuable service to its customers and is a leader in the
eastern Kentucky economy. The Company, however, is significantly challenged
under its existing rates to continue to provide energy that is safe, reliable, and

efficient.
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WHAT IS THE COMPANY DOING TO ADDRESS THE ECONOMIC
SITUATION FACING EASTERN KENTUCKY?

The Company and its employees understand the problems facing our customers.
We live and work in the communities we serve. Kentucky Power has taken and is
proposing a number of actions to align its rate proposal with the situation facing
its service territory. For example, and as described below, Kentucky Power is
proposing to increase its contribution to its successful K-PEGG economic
development program.  Additionally, Kentucky Power has increased its
contribution to the Home Heating Assistance program by 50% since 2009.

The Company also is proposing to eliminate the employee discount
currently included in the rate structure. The Company determined that now was
the appropriate time to end the practice. Additionally, the Company recently
proposed the change requested by customers for a simpler and more focused bill
format. Our customers demanded a bill without the long list of line items and the
Company is proposing a much simpler bill. As discussed by Company Witnesses
Wohnhas and Miller, the Company earlier this month refinanced $325 million in
outstanding debt to obtain lower interest rates. The Company proposes to file
supplemental testimony addressing the post-test year refinancing.

As discussed above, Kentucky Power is also taking further steps to
address the underlying issues driving unemployment and economic hardship in
eastern Kentucky. In addition to the economic development efforts described by
Company Witness Hall, the Company filed, and the Commission expeditiously

approved, a “Coal Plus” program that provides the opportunity for coal operations
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to reopen with the help of a special contract or to take advantage of existing
tariffs. The Company also held the first of an ongoing series of meetings with
coal operators in its service territory and Kentucky Power’s fuel procurement
group in Columbus, Ohio to address strategies to make Kentucky-mined coal
more competitive and more likely to be chosen in a competitive request for
proposal.

WHY IS KENTUCKY POWER MAKING THIS FILING NOW?

Kentucky Power’s return on equity for the test year was 5.80 per cent. For the 12
months ended May 31, 2017 Kentucky Power’s return on equity was 5.55 percent.
This is far below the range of returns on equity found to be reasonable by the
Commission in Case No. 2014-00396. In fact, Kentucky Power has never
achieved its authorized return on equity since the Commission’s June 22, 2015
Order. Kentucky Power cannot continue to provide safe, efficient, and adequate
service without the opportunity to attract the capital required to make the
investments necessary.

DOES THE TESTIMONY PRESENTED IN SUPPORT OF THE
COMPANY’S APPLICATION IDENTIFY ANY ALTERNATIVES TO
THE PROPOSALS CONTAINED IN ITS APPLICATION?

Yes, but each of the alternatives involves trade-offs. For example, Company
Witness Phillips presents proposed modifications to Kentucky Power’s 2015
Distribution Vegetation Management Plan in connection with the Company’s
planned transition to performing Task 3 work on a five-year cycle. As part of its

ongoing efforts to address customer impacts and as part of this case, Kentucky
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Power also reviewed performing the Task 3 work on a six-year cycle. Although a
six-year maintenance cycle would be less expensive on annual basis, it comes
with both a higher total cost for a complete cycle and the risk of decreased service
reliability.

The Company also examined depreciating its assets over longer period and
thereby reducing its revenue requirement, as discussed by Company Witness
Wohnhas. That choice, however, results in greater costs, albeit over a longer
period of time, and customers paying more in the long run.

WHY HAS THE COMPANY ASKED FOR AN INCREASE IN
ECONOMIC DEVELOPMENT FUNDING?

Economic development is the most impactful means of mitigating the primary
driver behind the current rate request. Kentucky Power is requesting that the
Commission authorize an $0.10 per meter per month increase in the Company’s
Kentucky Economic Development Surcharge first approved by the Commission
in its June 22, 2015 Order in Case No. 2014-00396. If approved, the KEDS
surcharge will total $0.25 per meter per month or $3.00 per meter per year. The
Company proposes to again match the increase with shareholder funds on a dollar
for dollar basis. This expanded 50/50 partnership will add approximately
$400,000 per year in funding for economic development in Kentucky Power’s
service territory. Company Witness Hall provides further information about the

proposal and the success of the Company’s economic development efforts.
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WHAT ADVANTAGE IS PROVIDED BY ADDRESSING VOLATILE PJM
COSTS IN A TRACKER VERSUS WAITING FOR THE COMPANY TO
FILE SUBSEQUENT RATE CASES?

Kentucky Power incurs charges and credits as a load serving entity (“LSE”) in
PJM under the FERC-approved open access transmission tariff (“OATT”). PIM
LSE OATT charges and credits can be volatile and can have a significant effect
on the Company’s revenue requirement. As discussed in more detail by Company
Witness Vaughan, the net level of jurisdictional PIM LSE OATT charges and
credits increased by approximately $20.6 million since the last rate case filing.
Including the net values of these charges and credits among the costs that are
tracked and recovered through the annual Purchase Power Adjustment will allow
these costs to be added gradually as they occur versus all at once in future rate
case filings. The tracking and annual recovery also helps to potentially avoid the
costs and administrative inefficiencies associated with more frequent rate cases by
ensuring these significant and volatile costs that are charged to Kentucky Power
already have an avenue for recovery in rates. Through the use of this tracking
mechanism, the Company can ensure that its customers are charged no more and
no less than the actual amount of these costs.

HAS THE COMPANY CONSIDERED GREATER CAPITAL
INVESTMENT IN ITS SERVICE TERRITORY?

Yes. The Company’s capital investment plans include needed -electric
infrastructure in Kentucky. The Company’s strategy to increase its capital

investment for necessary transmission projects, in particular, aligns the pressing
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need to update aging transmission infrastructure in the Commonwealth and the
Company’s strategy to support and make investments in its service territory.
These transmission investments not only represent direct investment, but also
support the local economy and improved transmission reliability, making the
region more attractive to other forms of economic development.

ARE THERE OTHER OPTIONS THE COMPANY IS EXPLORING TO
MITIGATE FUTURE CUSTOMER BILL IMPACTS?

The Company continues to explore all possible approaches to provide safe and
reliable power, in compliance with all applicable regulations, in the most cost-
effective manner. The Company is committed to continually review its operations
and find more efficient and improved ways to achieve its core work providing
electric service to customers. Ultimately, it is increased economic development
within the Company’s service territory, and with it the associated increased load
across which costs can be spread, that is the best opportunity Kentucky Power and
its customers have to address increasing rates. Kentucky Power is deeply
committed to leveraging the economic growth opportunities presented by a highly
skilled and available workforce into an eastern Kentucky region that serves as a
destination for modern manufacturing options.

WHY IS THE COMPANY ADDING ADDITIONAL EMPLOYEES?
Beginning in late 2016, the Company examined the need for additional staffing in
areas focused on safety, reliability of service, and revenue protection. As
Company Witness Wohnhas explains in his testimony, Kentucky Power is

adjusting the test year to reflect the addition of five employees to its staff. This
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effort will aid the Company in improving safety and customer service, while
limiting the cost borne by customers from energy theft, and by adding quality jobs

in Kentucky Power’s service territory.

Q. ARE THE RATES REQUESTED BY KENTUCKY POWER FAIR, JUST

AND REASONABLE?

A. Yes. Kentucky Power’s goal is to provide reliable and cost-effective service to its

customers while also producing a reasonable return for its shareholders. The
evidence is provided by the Company for the Commission to review. Kentucky
Power’s proposed adjustments yield fair, just and reasonable rates that will allow

it to continue to provide the service that customers and KRS 278.040 require.

Q. WHAT WITNESSES WILL BE OFFERING TESTIMONY IN SUPPORT

OF KENTUCKY POWER’S APPLICATION AND THE GENERAL

SUBJECT MATTER OF THEIR TESTIMONY?

A. The Company’s proposed changes in its annual revenue requirement as well as

the adjustments to test year revenues, operating expenses, rate base, capitalization,
tariff changes, requests to establish regulatory assets or liabilities, and changes to

its environmental compliance plan are sponsored by the following witnesses:

WITNESS TOPICS

Adrien P.

MecKenzie Calculation Of A Fair, Just, and Reasonable Return on Equity

Overview Of The Relation Between The Company’s Base Rates
And Its Surcharges And Riders; Rate Design; Tariff Changes;
Optional Renewable Power Tariff; Certain Revenue and Operating
Expense Adjustments

Alex E. Vaughan

Amy J. Elliott 2017 Environmental Compliance Plan; Changes To Tariff E.S.

Brad N. Hall Kentucky Power’s Investment In Economic Development

Andrew R. Carlin | Employee Compensation Strategy
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WITNESS

TOPICS

Everett G. Phillips

Kentucky Power’s Storm Preparedness, Response to Outages, and
System Reliability; Kentucky Power’s 2017 Vegetation
Management Plan; Kentucky Power’s Smart Grid Investments

Jason A. Cash

Revised Depreciation Rates For Big Sandy Unit 1

Jeffrey B. Bartsch

Calculation Of Gross Revenue Conversion Factor; Tax Effects Of
Certain Ratemaking Adjustments

Debra L. Osborne

Kentucky Power Generation Assets; Generation Operation And
Maintenance Expenses; Big Sandy Plant Status; Projects Added in
2017 Environmental Compliance Plan

John M. McManus

Environmental Requirements Met by the 2017 Environmental
Compliance Plan; Environmental Requirements Under Evaluation

John A. Rogness II1

Revenue And Operating Expense Adjustments; Certain Tariff
Changes

Katharine 1. Walsh

Jurisdictional Cost-of-Service Study

Douglas R. Buck

Class Cost-of-Service Study; Revenue Adjustments; Allocation Of
Requested Increase To Customer Classes

Ranie K. Wohnhas

Proposed Revenue Requirement; Capitalization Adjustments;
Establishment Of Regulatory Assets And Liabilities; Amortization
Of Regulatory Assets And Liabilities

Stephen L. Sharp
Jr.

Proposed Changes To Kentucky Power’s Tariffs; Certain
Adjustments To Test Year Revenues And Operating Expenses

Tyler H. Ross

Test Year Revenue And Operating Expense Adjustments;
Capitalization And Rate Base Adjustments Related To The
Decommissioning Rider

Zachary C. Miller

Kentucky Power’s Proposed Capital Structure; Cost of Capital For
Ratemaking Purposes; Kentucky Power’s Financial Position And
Credit Rating

Q. DOES THIS CONCLUDE YOUR PRE-FILED DIRECT TESTIMONY?

Yes.
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Page 1 of 1

Map of the KPCo Service Area
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DIRECT TESTIMONY OF
JEFFREY B. BARTSCH, ON BEHALF OF
KENTUCKY POWER COMPANY
BEFORE THE PUBLIC SERVICE COMMISSION OF KENTUCKY

l. INTRODUCTION

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS.
My name is Jeffrey B. Bartsch. | am the Director of Tax Accounting and
Regulatory Support for American Electric Power Service Corporation
(“AEPSC”), a wholly owned subsidiary of American Electric Power Company,
Inc. (“AEP”), the parent company of Kentucky Power Company (“Kentucky
Power” or “Company”). My business address is 1 Riverside Plaza, Columbus,
Ohio 43215.

1. BACKGROUND

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND
AND BUSINESS EXPERIENCE.

| earned a Bachelor of Business Administration Degree in Accounting from Ohio
University in 1979. | am a Certified Public Accountant and have been licensed in
Ohio since 1981. | am also a member of the American Institute of Certified
Public Accountants. | was first employed by Arthur Andersen & Co. in 1979 in
the Audit section where | was assigned to various clients, including those in the
electric utility industry. In 1985, | accepted a position with the AEPSC Tax
Department. | held various positions within the department until June 2000 when

I was promoted to my current position.
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WHAT ARE YOUR RESPONSIBILITIES?

As Director of Tax Accounting and Regulatory Support, my responsibilities
include oversight of the recording of the tax accounting entries and records of
AEP and its subsidiaries, including Kentucky Power. | am also responsible for
coordinating the development of state and federal tax data to be provided by the
AEPSC Tax Department in regulatory proceedings. | have attended numerous
tax, accounting and regulatory seminars throughout my professional career.
HAVE YOU PREVIOUSLY TESTIFIED IN ANY REGULATORY
PROCEEDINGS?

Yes. In addition to previous testimony before the Public Service Commission of
Kentucky (*Commission”), | have filed testimony with the Public Utilities
Commission of Ohio on behalf of Columbus Southern Power Company and Ohio
Power Company; with the Michigan Public Service Commission on behalf of
Indiana Michigan Power Company; with the Louisiana Public Service
Commission on behalf of Southwestern Electric Power Company; and with the
Federal Energy Regulatory Commission in a transmission rate case for the eastern
AEP Operating Companies. | have also filed testimony with and testified before
the Public Utility Commission of Texas on behalf of AEP Texas Central
Company, AEP Texas North Company, Southwestern Electric Power Company
and Electric Transmission Texas, LLC. In addition, I have filed testimony with
and testified before the Virginia State Corporation Commission on behalf of
Appalachian Power Company, the Public Service Commission of West Virginia

on behalf of Appalachian Power Company and Wheeling Power Company and
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with the Indiana Utility Regulatory Commission on behalf of Indiana Michigan
Power Company. Like Kentucky Power, all of these companies, except Electric
Transmission Texas, LLC, are AEP operating companies.

I11.  PURPOSE OF DIRECT TESTIMONY

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS
PROCEEDING?

The purpose of my testimony in this proceeding is to calculate the Gross Revenue
Conversion Factor, to present and support the jurisdictional federal, state, and
local income taxes to which Kentucky Power is subject, and to support the tax
effects of certain fixed, known and measurable ratemaking adjustments for the
test year ended February 28, 2017.

IV. SECTION 199 DEDUCTION AND
GROSS REVENUE CONVERSION FACTOR

PLEASE DESCRIBE THE GROSS REVENUE CONVERSION FACTOR
(GRCF).

The GRCEF is the factor necessary to determine the incremental amount of gross
revenue required to generate an additional dollar of operating income after
accounting for the effects of uncollectible accounts, Commission assessment fees,
and State and Federal income taxes.

HOW WAS THE GRCF RATE DETERMINED?

The methodology used in this case also was utilized in the Company’s prior base
rate cases. The uncollectible accounts rate and commission assessment fees rate
were provided to me by Company Witness Wohnhas; the state income tax rates

and apportionment factors are based on the most recent state income tax return
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information and are currently being used in the monthly closing accrual process.
Please see Section V, Workpaper S-2, Page 2.

DID THE COMPANY REFLECT A SECTION 199 MANUFACTURING
DEDUCTION AS A COMPONENT OF THE GRCF?

No.

HAS THE COMMISSION REQUIRED THAT THE COMPANY INCLUDE
A SECTION 199 MANUFACTURING DEDUCTION AS A COMPONENT
OF THE GRCF IN PREVIOUS CASES?

Yes. In Case No. 2005-00068, the Commission held that the Section 199
deduction “should be recognized and reflected in the gross-up factor ... to the rate
of return calculations for Big Sandy’s environmental surcharge rate base.”*

HAS THE COMMISSION RECENTLY ALLOWED OTHER UTILITIES
IN THE COMMONWEALTH TO EXCLUDE THE SECTION 199
DEDUCTION FROM THE CALCULATION OF THE GRCF?

Yes. In Case Nos. 2016-00214 and 2016-00215, the Commission did not require
Kentucky Utilities Company and Louisville Gas and Electric Company (LG&E)
to include the Section 199 deduction in their calculations of the GRCF.
Specifically, the Commission held in the LG&E Case that the “gross-up factor

excludes the Internal Revenue Code §199 manufacturing tax deduction (“8199

deduction”), as LG&E expects to incur a tax loss for 2015 and 2016 due to bonus

! Order, In the Matter of: Application of Kentucky Power Company for Approval of an Amended
Compliance Plan for Purposes of Recovering Additional Costs of Pollution Control Facilities and to
Amend Its Environmental Cost Recovery Tariff, Case No. 2005-00068 at 26-27 (Ky. P.S.C. September 7,

2005).
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depreciation. The 8199 deduction is not available to companies that do not have
taxable income.”

DID THE COMPANY SIMILARLY EXCLUDE THE SECTION 199
MANUFACTURING DEDUCTION AS A COMPONENT OF THE GRCF?
Yes. The Company has not reflected a Section 199 manufacturing deduction in
the calculation of the Federal income tax liability in Section V, Schedule 5, and
Kentucky Power has historically not been able to claim this deduction on most of
its stand-alone Federal income tax returns. As was the case with LG&E, the
Company has not been eligible to take advantage of the Section 199 deduction as
a result of its generation losses, primarily due to bonus tax depreciation.
Accordingly, the Company has not included a Section 199 deduction in the
calculation of its GRCF.

DOES KENTUCKY POWER EXPECT TO CLAIM A SECTION 199
DEDUCTION ON ITS 2016 TAX RETURN?

No. In 2016, Kentucky Power accrued a large taxable loss (negative qualified
manufacturing income) on its generation activities.

DOES IT MAKE A DIFFERENCE WHETHER THE SECTION 199
DEDUCTION IS INCLUDED IN THE GRCF AS OPPOSED TO IT BEING
INCLUDED AS A SEPARATE SCHEDULE M ADJUSTMENT IN THE
FEDERAL INCOME TAX CALCULATIONS?

Yes. If the Section 199 deduction is included in the GRCF, it assumes that the
Company will be able to claim a deduction on each and every income tax return.

The Section 199 deduction is not an automatic deduction that can be taken on
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income tax returns. It is determined on an annual basis based on facts and
circumstances and is more closely aligned with taxable income not book income.
Including the Section 199 deduction as a component of the GRCF assumes that
the book return on production activities will approximate the Qualified Production
Activities Income (QPAI) which would be used in calculating the Section 199
manufacturing deduction.

PLEASE EXPLAIN WHY BOOK INCOME WOULD BE DIFFERENT
THAN QPAI?

The primary difference between book income and QPAI is that QPAI is derived
from taxable income associated with generation activities only. By using
generation related book income, the impact of all book/tax temporary differences,
including bonus tax depreciation, is excluded. There is no direct link between
book income and QPAI due to differences between the reporting of revenues and
expenses for book and tax purposes.

WHAT IS THE IMPACT IF THE COMMISSION CONTINUES TO
REQUIRE THE INCLUSION OF THE SECTION 199 MANUFACTURING
DEDUCTION AS A COMPONENT OF THE GRCF?

The years in which the Company would have been able to claim this deduction on
a stand-alone tax return basis are very limited. By embedding this deduction in
rates by way of the GRCF, the Commission is passing along a permanent tax
deduction in rates (through reduced income tax expense) that simply does not

exist.
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V. JURISDICTIONAL STATE AND FEDERAL INCOME TAXES

PLEASE DESCRIBE THE COMPUTATION OF JURISDICTIONAL
STATE AND CURRENT FEDERAL INCOME TAXES.

The computation of jurisdictional Current Federal Income Tax is accomplished by
first allocating Pre-Tax Book Income and the various Schedule M Adjustments
used in the determination of the Company’s total separate return federal taxable
income to Kentucky Power’s retail customers, and applying the statutory federal
income tax rate of 35%, as shown in Section V, Exhibit 3. The computation of
jurisdictional Deferred Federal income tax is accomplished by applying the
appropriate federal income tax rate to the allocated normalized timing differences,
as shown in Section V, Exhibit 3, and by amortizing the allocated balances of the
embedded Deferred Federal income taxes balances over the appropriate remaining
lives. The computation of jurisdictional Deferred Investment Tax Credit is
accomplished by amortizing the allocated balances over the appropriate remaining
lives. State income tax expense is calculated on the same basis as the Federal
income tax expense as shown in Section V, Exhibit 3. Company Witness Walsh
prepared the jurisdictional allocation factors.

WERE DEFERRED TAXES AND INVESTMENT TAX CREDITS
ALLOCATED TO THE KENTUCKY RETAIL JURISDICTION?

Yes. Each component was allocated to the Kentucky retail jurisdiction as shown

in Section V, Exhibit 3.
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VI. RATEMAKING ADJUSTMENTS

WHICH RATEMAKING ADJUSTMENTS ARE YOU SPONSORING?

I am sponsoring the ratemaking adjustments in Schedule 5 related to State Gross
Receipts Tax and Amortization of Deferred State Income taxes related to the
Mitchell Plant. These adjustments are necessary to reflect an adjusted test year
level of tax expense representative of ongoing operations. In addition, | have
reviewed each of the ratemaking adjustments proposed by other Company
witnesses and determined the proper income tax consequences as shown on
Section V, Schedule 5.

PLEASE DESCRIBE THE STATE GROSS RECEIPTS TAX
ADJUSTMENT YOU ARE SPONSORING.

Adjustment 48 on tab W48 of Section V Exhibit 2 adjusts the State Gross
Receipts Tax Expense to remove an out-of-period adjustment related to the
settlement of a State Gross Receipts Tax Audit that was recorded during the test
period.

PLEASE DESCRIBE THE ACCUMULATED DEFERRED STATE
INCOME TAX AMORTIZATION ADJUSTMENT YOU ARE
SPONSORING.

In Case No. 2014-00396 the Commission held that the Accumulated Deferred
State Income Tax (ADSIT) balance that was acquired from Ohio Power Company
as a result of the acquisition of the Mitchell Plant should be amortized over a
three-year period. Currently the Company is amortizing $1,574,616 (total

company) of Accumulated Deferred State Income Tax to cost of service each year
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until June 2018, at which time the balance will be completely amortized. The
unamortized total company Accumulated Deferred State Income Tax balance as
of December 31, 2017, when the new rates are expected to go into effect, will be
$787,325. The Company is proposing that the amortization of the Accumulated
Deferred State Income Tax account balance be adjusted to reflect a new three-
year period effective with the implementation of the new rates ($262,442
annually). The effect of this adjustment is to increase Kentucky Power’s State
Income tax expense by $1,312,174 or $1,292,491 on a jurisdictional basis as
shown on Section V, Schedule 5.

DOES THIS CONCLUDE YOUR PRE-FILED DIRECT TESTIMONY?

Yes.
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DIRECT TESTIMONY OF
DOUGLAS R. BUCK, ON BEHALF OF
KENTUCKY POWER COMPANY
BEFORE THE PUBLIC SERVICE COMMISSION OF KENTUCKY

l. INTRODUCTION

PLEASE STATE YOUR NAME, POSITION AND BUSINESS ADDRESS.
My name is Douglas R. Buck. My business address is 1 Riverside Plaza,
Columbus, Ohio 43215. | am employed by the American Electric Power Service
Corporation (“AEPSC”) as a Regulatory Case Manager, Federal Energy
Regulatory Commission Regulatory Group, in the Regulatory Services
Department. AEPSC, a wholly-owned subsidiary of American Electric Power
Company, Inc. (“AEP”), provides centralized professional and other services to
subsidiaries of AEP. AEP is the parent company of Kentucky Power Company
(“Kentucky Power” or “Company”).

1. BACKGROUND

PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE AND
EDUCATIONAL BACKGROUND.

| received my Bachelor of Science Degree in Mechanical Engineering in 1985
from Valparaiso University and am a Registered Professional Engineer (PE) in
Ohio. I received my Master of Business Administration Degree in 1993 from
Northern Illinois University. | began my career with AEP in 1997 as a Financial
Analyst, Financial Forecasting group, in the Corporate Planning and Budgeting
Department. In 2000 | became a Financial Analyst Coordinator, Resource

Planning and Operational Analysis group, also in the Corporate Planning and
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Budgeting Department. In 2006 | became the Director of Enterprise Risk
Management in the Risk and Strategic Initiatives Department. From 2010 to 2016
I held various Regulatory Consultant positions in Regulated Pricing and Analysis,
in the Regulatory Services Department. As a regulatory consultant in the
Regulated Pricing and Analysis group, | prepared numerous cost of service
studies. | accepted my current position in June 2016. Prior to joining AEP |
worked for approximately 9 years in various engineering departments and the
Strategic Analysis Department of Commonwealth Edison (now Exelon) in
Chicago, Illinois.

HAVE YOU PREVIOUSLY TESTIFIED IN ANY REGULATORY
PROCEEDINGS?

Yes. | have sponsored testimony before the Virginia State Corporation
Commission, the Public Service Commission of West Virginia, the Tennessee
Regulatory Authority, and this Commission.

I11.  PURPOSE OF DIRECT TESTIMONY

WHAT IS THE PURPOSE OF YOUR DIRECT TESTIMONY IN THIS

PROCEEDING?

The purpose of my testimony in this proceeding is as follows:

. to support and describe the development of the Company’s Class Cost of
Service Study, and

. to address the allocation of the requested rate increase to Kentucky
Power’s customer classes.

WHAT EXHIBITS ARE YOU SPONSORING IN THIS PROCEEDING?
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I am sponsoring the following exhibits:

Exhibit DRB-1 Class Cost of Service Study

Exhibit DRB-2 Revenue Allocation
WAS YOUR TESTIMONY EITHER PREPARED BY YOU OR UNDER
YOUR SUPERVISION?
Yes.
DO YOU AGREE WITH THE MANNER IN WHICH THE EXHIBITS
YOU ARE SPONSORING WERE PREPARED AND WITH THEIR
CONCLUSION?
Yes. The class cost of service study and related revenue allocation were prepared
by staff within the Regulatory Pricing and Analysis group of the Regulatory
Services Department. Shortly before the filing deadline, the staff member who
prepared the class cost of service study left AEPSC for a position with another
employer. | have reviewed the class cost of service study and agree with the
manner in which it was prepared and its conclusions. Accordingly, | am sponsoring
the class cost of service study and the revenue allocation in this case.

IV. CLASS COST OF SERVICE STUDY

PLEASE DESCRIBE THE GENERAL PURPOSE OF A CLASS COST OF
SERVICE STUDY.

A class cost of service study is a basic analytical tool used in traditional utility
rate design to determine the revenue requirement for the services offered by the
utility. It analyzes, at a very detailed level, the costs that different classes of

customers impose on the utility system. A class cost of service study calculates
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the total functional costs the Company incurs in serving each retail rate class as
well as the rate of return on rate base earned from each class during the test year.
This is accomplished by classifying and allocating the jurisdictional and
functionalized costs of serving Kentucky’s retail customers to the various rate
classes. When a cost of service study is completed and all of the costs are
allocated to the customer classes, the Company is able to establish rates based on
the costs to serve each customer class. A copy of the class cost of service study
prepared for this case is included as Exhibit DRB-1.

WHAT DATA SOURCE WAS USED IN THE DEVELOPMENT OF THE
CLASS COST OF SERVICE STUDY?

Company witness Walsh sponsors the Company’s jurisdictional cost-of-service
study, shown in Section V of this filing, and describes the methods used to
allocate the total Company costs between the Commission’s retail jurisdictional
(retail) and the non-jurisdictional customers, and to the various functions. Using
various allocators derived from historic accounting records and Company data,
the results of the Jurisdictional study are classified and allocated to the rate
classes in order to prepare the class cost-of service study.

AFTER THE COSTS RECORDED IN FERC ACCOUNTS ARE
EXAMINED AND ADJUSTED, WHERE APPROPRIATE, HOW ARE
THESE COSTS ASSIGNED TO EACH CUSTOMER CLASS?

This accounting cost information is assigned to the different customer classes in a

way that reflects the costs of providing utility service to the customer classes. The
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Company assigns costs to customer classes using a standard three-step process:
functionalization of costs, classification of costs, and finally, allocation of costs.
PLEASE EXPLAIN THE FUNCTIONALIZATION PROCESS.
Functionalization is the process of separating costs according to electric system
functions. Typically, functions in an electric utility include the following:

1) Production and Purchased Power costs,

2) Transmission costs,

3) Distribution costs,

4) Customer Service costs, and

5) Administrative and General (“A&G”) costs.
The production function includes the costs associated with power generation and
power purchases and their delivery to the bulk transmission system. The
transmission function consists of costs associated with the high voltage system
utilized for the bulk transmission of power to and from interconnected utilities to
load centers of the utility's system. The distribution function includes the radial
distribution system that connects the transmission system and the ultimate
customer. The customer service function encompasses the costs associated with
providing meter reading, billing and collection, and customer information and
services. The A&G function is comprised of costs that may not be directly
assignable to other cost functions. These costs include such items as management
costs and administrative buildings. A&G costs are generally allocated to the
remaining functions based on labor.

PLEASE EXPLAIN THE CLASSIFICATION PROCESS.
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The second step is to separate the functionalized costs into classifications of
demand costs, energy costs, and customer costs.

Typical cost classifications used in cost studies include the following:

Function Classification
Production Demand, Energy
Transmission Demand
Distribution Demand, Customer
Customer Service Customer

Demand costs are associated with the kilowatt (kW) demand imposed by
the customer. These are fixed costs which are incurred regardless of the level of
energy sales. An example of a demand-related cost is the investment in
production, transmission or distribution facilities, such as a generating unit
including transmission and distribution poles and lines.

Energy costs vary with the number of kilowatt hours (kwWh) used by the
customer. Production costs such as fuel and certain production operation and
maintenance expenses are energy-related since they vary with the level of sales of
electricity.

Customer costs are directly related to the number of customers served.
These are fixed costs which are incurred regardless of the level of energy sales.
Meter and customer service costs are examples of costs whose levels are fixed by
the number of customers.

The classification process provides a basis on which to allocate different

categories of costs (demand, energy or customer) to the Company’s classes.
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PLEASE EXPLAIN THE ALLOCATION PROCESS.

The third and final step is to allocate the functionalized and classified
costs among the classes of customers based on how the costs are incurred for each
class. Allocation factors are used to assign these costs to the various customer
classes. Customer classes are determined and grouped according to the nature of
service provided, voltage level, and the load usage characteristics. The three
principal customer classes are residential, commercial, and industrial.

The allocation process involves multiplying the functionalized and
classified costs by allocation factors, which results in costs assigned to each class.
The objective in this process is to determine a reasonable, appropriate, and
understandable method to assign the costs. Some costs are directly assignable to a
single class, or even a single customer. For instance, the costs associated with the
poles and luminaries used for street lighting are directly assigned to the street
lighting class. Most costs, however, are attributable to more than one type of
customer. These are joint costs that are allocated to customers by an allocation
methodology that is based on the manner in which the costs are caused by the
different customers.

The following flowchart (Figure 1) provides an overview of how the

allocation of costs to customer classes is determined.
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Figure 1: .
Cost Allocation Example
Costs
| Functionalization |
. . e Customer  Administrative
Production Transmission Distribution Service & General
| Classification |
Number of Customers Energy (kwh) Capacity (kW)
Assighment to Classes
v v
| Direct Assign | | Allocation
| Customer Classes |
Residential Commercial Industrial Other

In the illustration above, costs are functionalized into production,
transmission, distribution, etc. Some of these costs can be functionalized and
classified and directly assigned to a customer class. The remaining functionalized
costs are incurred based on the number of customers, the energy used, or by the
capacity demanded.

After functionalization, the next step is the classification process which
leads to an allocation methodology. For example, the cost of billing customers
varies with the number of customers as well as the complexity of preparing the

customer’s bill, so those costs associated with billing are allocated to the customer



10

11

12

13

14

15

16

17

18

19

20

21

22

BUCK-9

classes based on a weighted number of customers. An allocation factor using a
weighted number of customers is developed by multiplying the number of
customers in each class by a factor representing the difference in cost associated
with providing that service to different types of customers. Similarly, the cost of
fuel varies by the number of kWh consumed and, therefore, is allocated based on
the proportion of total energy used by a customer class.

The final step in the cost assignment process is to allocate the
functionalized and classified costs to the customer classes through the use of
allocation factors.

When this process is completed and all of the costs are allocated to the
customer classes, the result is a fully allocated cost study that establishes cost
responsibility, by class, and makes it possible to determine rates based on costs
that are just and reasonable.

V. ALLOCATION BASIS

WHAT CRITERIA ARE USED WHEN SELECTING ALLOCATION
FACTORS FOR EACH FUNCTIONALIZED AND CLASSIFIED COST?
Generally, the following criteria should be used to determine the appropriateness
of an allocation methodology:
1) The method should reflect the planning and operating
characteristics of the utility's system.
2) The method should recognize customer class characteristics such
as energy usage, peak demand on the system, diversity

characteristics, number of customers, etc.
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3) The method should produce stable results on a year-to-year basis.
4) The method should cause customers who benefit from the use of
the system to bear appropriate cost responsibility for the system.

DOES THE ALLOCATION METHOD EMPLOYED BY THE COMPANY
MEET THESE OBJECTIVES?
Yes, it does. The allocation methodology utilized in the Company’s class cost of
service study was chosen in consideration of each of the criteria listed above. The
results of the cost of service study can be relied upon to determine the appropriate
revenue requirement for the Kentucky Power customer classes. The allocation of
specific sections of the class cost of service study, as shown on Exhibit DRB-1,
follows.
PLEASE EXPLAIN THE ALLOCATION OF PRODUCTION PLANT.
Electric plant-in-service is functionalized into production, transmission,
distribution and general plant. Production plant is classified as demand-related
and allocated using the production demand allocation factor. The production
demand allocation factor assigns costs to the retail classes based on their average
contribution to Kentucky Power’s 12 coincident peaks (CPs). The CPs used in
the allocation of Production Plant were the 12 monthly internal peak demands for
the test period ended February 28, 2017.
PLEASE EXPLAIN HOW GENERATOR STEP-UP TRANSFORMERS

WERE ALLOCATED.
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Generator step-up transformers are included in transmission plant, but were
allocated using the production demand allocation factor because they are more
related to the production function.
PLEASE EXPLAIN THE ALLOCATION OF TRANSMISSION PLANT.
Transmission plant, excluding generator step-up transformers, is classified as
demand related and is allocated using the transmission demand allocation factor.
The transmission demand allocation factor, similar to the Production Plant
allocation factor, assigns costs based on the class average contribution to
Kentucky Power’s 12 CPs on the transmission facilities.
PLEASE EXPLAIN THE ALLOCATION OF DISTRIBUTION PLANT.
Distribution plant is classified as demand / customer related and allocated to the
customer classes using factors based on demand levels or number of customers.
Distribution plant accounts 360 through 368 were classified solely as demand-
related. Accounts 360, 361 and 362 were allocated to the distribution customer
classes based on their contributions to the average of Kentucky Power’s 12
monthly CP demands during the test year on the primary distribution system.
Accounts 364 through 368 were split into primary and secondary voltage
functions based upon information contained in the company’s records and the
expertise of the company’s distribution engineers. The primary portions of
accounts 364 through 368 were allocated using the average of 12 monthly CP
demands on the distribution system. The secondary component of accounts 364
through 368 were allocated based on a combination of each class's 12-month

maximum demand and the summation of individual customers' annual maximum
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demands in each class served from those facilities. This process reflects the fact
that some secondary facilities serve only one customer, while others serve two or
more customers.

Services, account 369, was classified as customer-related and was
allocated using the average number of secondary customers served.

Meter plant, account 370, was allocated using the average number of
customers weighted by a factor which considers the cost differential of various
metering installations. Account 371 was directly assigned to the outdoor lighting
class and account 373 was directly assigned to the street lighting class.

PLEASE EXPLAIN HOW GENERAL AND INTANGIBLE PLANT WAS
ALLOCATED.

General and intangible plant and investment reflects a composite demand, energy
and customer classification. General and intangible plant investment is allocated
on the basis of payroll labor.

PLEASE DESCRIBE THE ALLOCATION OF ACCUMULATED
PROVISION FOR DEPRECIATION AND AMORTIZATION.

The functionalized components of Depreciation and Amortization were obtained
directly from the Jurisdictional study. Production, transmission, distribution, and
general and intangible related amounts were classified and allocated based upon
the allocation of their corresponding functional Electric Plant-in-Service costs
excluding land and land rights.

PLEASE DESCRIBE THE ALLOCATION OF WORKING CAPITAL.
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Working Capital was divided into cash, material and supplies, and prepayments.
Cash working capital is related to O&M expense and was allocated based upon
the allocation of total O&M expense less purchased power and fuel.

Materials and supplies were split between fuel stock, production,
emissions, and transmission and distribution and were classified and allocated
using the corresponding functional plant items. Fuel stock and emissions
materials were allocated using the energy allocation factor. Production-related
material and supplies were allocated using the production demand allocation
factor, and the transmission- and distribution-related materials and supplies were
allocated using the allocation of transmission and distribution electric plant-in-
service.

Prepayments were allocated based upon gross utility plant.

PLEASE DESCRIBE THE ALLOCATION OF OTHER RATE BASE
COMPONENTS.

Plant Held for Future Use is limited to a distribution component that was
allocated using distribution electric plant-in-service. Construction Work-in-
Progress was functionalized and allocated by the corresponding functional
Electric Plant-in-Service allocators. Accumulated Deferred Federal Income Tax
Credits (ITC) were allocated on gross utility plant. Customer Deposits were
directly assigned based on an analysis of accounting records, and Customer
Advances were allocated based on transmission and distribution plant-in-service.

HOW WERE REVENUES DEVELOPED FOR EACH CLASS?
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Sales revenues were directly assigned to each class. Energy-related system sales
revenue was allocated on the basis of kWh sales.

Forfeited Discounts and Miscellaneous Service Revenue were directly
assigned based on an analysis of accounting records.

Rent from Electric Property and Other Electric Revenue were
functionalized in the Jurisdictional study and allocated to classes based on
corresponding functional allocators.

PLEASE DESCRIBE THE ALLOCATION OF PRODUCTION
OPERATION AND MAINTENANCE (“O&M”) EXPENSE.
Production-related O&M was classified as either demand or energy related. The
demand component was allocated using the production demand allocation factor
and the energy component was allocated using the energy allocation factor.
Supervision and Engineering accounts for both O&M were classified and
allocated based on functional labor expense. For example, Accounts 500 and 510
for Steam Production accounts were allocated on production labor expense.
PLEASE DESCRIBE THE ALLOCATION OF TRANSMISSION O&M.
Transmission-related O&M was broken down into two pieces: expenses incurred
through PJM as a Load Serving Entity (“LSE”), and the traditional transmission
cost of service expenses recorded in FERC accounts 560 — 575. Most
Transmission O&M expenses were allocated based upon the transmission demand
allocation factor. Supervision and Engineering accounts for both O&M were
classified and allocated based on functional labor expense. For example,

Transmission Accounts 560 and 568 were allocated on total transmission O&M
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excluding PJM related costs. Expenses incurred through PJM as a LSE are
classified as production expenses as they capture load (LSE) charges and are
allocated using an allocation factor based on production demand.
PLEASE DESCRIBE THE ALLOCATION OF DISTRIBUTION O&M
AMONG THE VARIOUS CUSTOMER CLASSES.
Distribution O&M expenses were functionalized and classified according to the
associated distribution plant accounts and allocated accordingly.

Accounts 581, Load Dispatching and 582, Station Expenses were
allocated using the distribution demand allocation factor.

Account 583 Overhead Line Expense was allocated based upon the same
allocation used for plant account 365 Overhead Lines.

Account 584 Underground Line Expense was allocated based upon the
same allocation used for plant accounts 366 Underground Conduit and 367
Underground Lines.

Account 585, Street Lighting Operation Expense, was classified as
customer-related and directly assigned to the Street Lighting class.

Meter Operation Expense, account 586, was classified customer-related
and allocated in the same manner as account 370 Meter Plant.

Account 587, Customer Installation Expense was classified as customer-
related and allocated based on primary customers.

Accounts 588 and 589 were allocated on total distribution plant and

classified accordingly.
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Account 580 was classified and allocated based on the sum of the
allocated O&M expense accounts 581 through 589.

Accounts 591 and 592 were classified demand-related and allocated on the
distribution demand allocation factor.

Accounts 593, 594, and 595 were functionalized and classified according
to the associated distribution plant accounts and allocated accordingly.

Distribution maintenance account 596 was directly assigned to the Street
Lighting class.

Account 597 was classified customer-related and allocated in the same
manner as meter plant.

Account 598 was classified customer-related and directly assigned to the
Outdoor Lighting class.

Account 590 was classified and allocated based on the sum of the
allocated O&M expense accounts 591 through 598.
CAN YOU EXPLAIN HOW CUSTOMER ACCOUNTING (ACCOUNTS
901-905), CUSTOMER SERVICES (ACCOUNTS 907-910) AND SALES
EXPENSE (ACCOUNTS 911-916) WERE ALLOCATED?
Account 902, Meter Reading Expense, was allocated to those classes with meter
installations based upon an average number of customers weighted to reflect
differences in meter reading requirements. Account 903, Customer Records
Expense, was divided into two categories of cost; call center and other. Call
center costs were first divided into residential and other based on the number of

calls received; then, other (non-residential) call center expenses were further



10

11

12

13

14

15

16

17

18

19

20

21

22

23

BUCK- 17

allocated to the remaining classes based on the number of customers in each
respective class. Account 904, Uncollectibles, was allocated based on the number
of customers. Accounts 901 and 905 were allocated based on the sum of the
allocated accounts 902, 903 and 904.

Accounts 907 through 916, Customer Service Expenses and Sales
Expenses, were allocated based on the number of customers.

PLEASE DESCRIBE THE ALLOCATION OF ADMINISTRATIVE AND
GENERAL (“A&G”) EXPENSE.

A&G expenses, excluding Property Insurance, account 924, and Rate Case
Expense, account 928, were functionalized, classified, and allocated using O&M
labor. Property Insurance was allocated using gross utility plant. Rate Case
Expense was allocated to the customer classes based on sales revenue.

PLEASE DESCRIBE THE ALLOCATION OF DEPRECIATION AND
AMORTIZATION EXPENSE.

The functionalized components of depreciation and amortization expense were
allocated using the corresponding functional plant items excluding land and land
rights.

PLEASE DESCRIBE HOW OTHER EXPENSES WERE ALLOCATED.
The Gain on Disposition of Utility Plant was allocated based on distribution plant.
A/R Factoring was allocated based on gross utility plant. Gain/Loss on
Disposition of Allowances was allocated based on the energy allocation factor.
Accretion was allocated on production demand. The Interest Income and Interest

Expense items were allocated based on gross utility plant. Interest on Customer
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Deposits was allocated using the customer deposit allocator that was also used for
the customer deposit rate base offset.

HOW WERE TAXES ASSIGNED TO THE CUSTOMER CLASSES?
Individual tax items other than income taxes were allocated and classified using
the appropriate revenue, labor or plant allocator.

Interest Expense was allocated on rate base and individual Schedule M
items were allocated using the appropriate allocators. State and current Federal
Income Taxes were computed by class. Feedback of prior Investment Tax Credit
Normalized was allocated based on gross utility plant and individual Deferred
Federal Income Tax items were allocated using the appropriate allocation factors.
PLEASE DESCRIBE THE ALLOCATION OF THE ALLOWANCE FOR
FUNDS USED DURING CONSTRUCTION (“AFUDC”) OFFSET.

The AFUDC offset was divided into the individual functionalized components in
the Jurisdictional study. The production component was allocated using the
production demand allocator. The transmission and distribution components were
allocated using the corresponding plant allocators. The general plant component
was allocated using the labor allocation factor.

PLEASE DESCRIBE THE ALLOCATION OF THE VARIOUS
JURISDICTIONAL ADJUSTMENTS.

The jurisdictional adjustments are identified in the various sections of the cost of
service study to which they apply. Each adjustment was allocated using a method
consistent with both the nature of the adjustment and the underlying line item

being adjusted. For example, an adjustment to employee-related expenses is
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allocated using the labor allocation factor, and an adjustment for Big Sandy Plant
O&M expenses is allocated using the production demand allocation factor.

VI. REVENUE ALLOCATION

WHAT IS THE RESULTING GOING-LEVEL AND RELATIVE RATE OF
RETURN FOR EACH CLASS SHOWN IN THE CLASS COST OF
SERVICE STUDY?

The resulting going-level rates of return (ROR) and relative rates of return prior to
the rate relief requested in this case, for each customer class as shown in the class
cost of service study, during the test year are presented in the table below. The
going-level return is calculated from current income and rate base. The relative
return provides a comparison to the total average Kentucky Power jurisdictional
return. If the return earned on each class was the same as the average
jurisdictional return, each would have a relative return of 1.00. A relative return
less than 1.00 shows that the return earned from that class is less than the average
return; and, a relative return greater than 1.00 shows that the return earned from
that class is greater than the average.

Class Going-Level Rates of Return and Relative Rates of Return

CLASS GOig%';f"e' Relative ROR
Residential 1.08 % 0.27
Small General Service 10.56 % 2.69
Medium General Service 8.27 % 2.10
Large General Service 8.29 % 2.11
IGS 5.47 % 1.39
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CLASS Gomg-Level | Relative ROR
Public Schools 6.17 % 1.57
Municipal Waterworks 11.19% 2.85
Outdoor Lighting 15.05 % 3.83
Street Lighting 15.68 % 3.99

HOW ARE THESE RATES OF RETURN USED IN THIS PROCEEDING?
The going-level and relative rates of return for each class form the basis for the
allocation of the revenue increase required for each class. This information was
provided to Company Witness Wohnhas to assist in his determination of the
allocation of the requested rate increase by class.

PLEASE EXPLAIN THE PRINCIPLES OR GUIDELINES USED IN
ALLOCATING THE PROPOSED REVENUE INCREASE AMONG THE
TARIFF CLASSES.

A key objective of ratemaking is to design rates such that they reflect as nearly as
possible the actual costs of serving the customer. To fully meet this objective
would require that the rates of return for all tariff classes be equalized. While the
goal remains to move the rates for each class into alignment with the costs of
service, the overall level of the needed revenue increase means that customer bill
impacts will be significant even with a restrained approach to progress toward that
goal. However, continuation of the gradual progress toward cost alignment of the

schedules is a reasonable approach and expectation. As discussed by Company
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Witness Wohnhas, the Company opted not to propose to fully equalize returns
across tariff classes at this time.

PLEASE DESCRIBE EXHIBIT DRB-2.

Exhibit DRB-2 is the calculation of the allocation of the proposed revenue
increase to each class of customers. Page 1 is a summary of the calculation of the
required sales revenue per class based upon the Company’s proposed subsidy
reduction. Page 2 of the exhibit calculates the current subsidies received by each
class. Page 3, in Columns 2 through 11, shows the calculation of the required
sales revenue at an equalized ROR for each class before adjusting to include 95%
of each class’ current subsidy.

WHAT CLASS BY CLASS BASE RATE REVENUE INCREASE WILL
RESULT FROM THE PROPOSED INCREASE?

The following table summarizes the Company’s proposed revenue allocation, as
sponsored by Company Witness Wohnhas, between the major customer classes
and the class rate increases:

Base Rate Increase

Proposed
CLASS Increase Percent
. - Increase

($ in Millions)

Residential $37.2 17.21 %
Small General Service $1.8 9.92 %
Medium General Service $5.9 11.00 %
Large General Service $5.2 10.06 %
IGS $12.9 9.25 %
Public Schools $1.4 12.12 %
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Jurisdiction

Proposed
CLASS Increase Percent
. - Increase
($ in Millions)
Municipal Waterworks $0.02 8.45 %
Outdoor Lighting $0.9 10.41 %
Street Lighting $0.1 7.78 %
Total Kentucky Power $65.4 13.07 %

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes, it does.
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