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PUBLIC SERVICE
Stephanie L. Stumbo LouisvillggaMMll§SION
Executive Director Electric Company
Kentucky Public Service Commission State Regulation and Rates
220 West Main Street

211 Sower Boulevard PO Box 32010
Frankfort, KY 40602 Louisville, Kentucky 40232
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Robert M. Conroy
Director - Rates
T 502-627-3324

F 502-627-3213
robert.conroy@eon-us.com

March 28, 2008
RE: APPLICATION OF LOUISVILLE GAS AND ELECTRIC
COMPANY TO FILE DEPRECIATION STUDY
CASE NO. 2007-00564
Dear Ms. Stumbo:
Please find enclosed and accept for filing the original and seven (7) copies of
the Response of Louisville Gas and Electric Company to the First Data Request

of Commission Staff dated February 18, 2008, in the above-referenced matter.

The Verification Page for John J. Spanos will be filed the week of March 31-
April 4, 2008 on his return to the office.

Should you have any questions concerning the enclosed, please contact me at
your convenience.

Sincerely,
NP O@ .

Robert M. Conroy

Enclosures

cc: Parties of Record
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COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION RECEW ED

L\C SERVICE
UCBOMMlSS\ON
In the Matter of:

APPLICATION OF LOUISVILLE GAS AND ELECTRIC ) CASE NO.
COMPANY TO FILE DEPRECIATION STUDY ) 2007-00564

RESPONSE OF
LOUISVILLE GAS AND ELECTRIC COMPANY
TO THE
FIRST DATA REQUEST OF COMMISSION STAFF
DATED FEBRUARY 18, 2008

FILED: MARCH 28, 2008



VERIFICATION

STATE OF KENTUCKY )
) SS:
COUNTY OF JEFFERSON )

The undersigned, Robert M. Conroy, being duly sworn, deposes and says that he
is the Director, Rates for E.ON U.S. Services Inc., that he has personal knowledge of the
matters set forth in the responses for which he is identified as the witness, and the

answers contained therein are true and correct to the best of his information, knowledge

N ‘ ‘

ROBERT M. CONROY P

and belief.

Subscribed and sworn to before me, a Notary Public in and before said County

and State, this )¢ day of March, 2008.

me 8 H@@JSEAL)

Notary Public

My Commission Expires:
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Q-1.

A-1.

LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 1

Witness: Robert M. Conroy

Refer to the Application, page 3, paragraph 7.

a. In preparing this Application, did LG&E review pages 10 through 12 and 29

through 35 of the Commission’s June 30, 2004 Order in Case No. 2003-
004337

. Explain why the narrative in paragraph 7 implies the depreciation issue in the

last general rate case was resolved by Article III, Section 3.3 of the “Partial
Settlement Agreement, Stipulation and Recommendation.”

Yes.

. The Company did not intend to imply that the depreciation issue was resolved

by the Partial Settlement and Stipulation. The Company acknowledges that
the Partial Settlement and Stipulation was non-unanimous regarding
depreciation rates and the Commission’s June 30, 2004 Order rejected the
depreciation studies submitted in Case No. 2003-00433 and accepted the
Company’s settlement agreement proposal to file a new depreciation study in
its next general rate case or June 30, 2007, whichever occurred earlier. On
July 27, 2006, the Commission issued an Order approving the Company’s
requested time extension to file the new depreciation studies by December 31,
2007 in Case No. 2006-00283. As a result of the Commission rejecting the
depreciation studies, the Company’s depreciation rates remained the same as
those established in Case No. 2001-00141.






LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 2

Witness: John J. Spanos

Q-2. LG&E’s last depreciation study was prepared utilizing the Straight Line Method,
the Broad Group Procedure, and the Average Remaining Life Technique.
Compare and contrast this approach with the approach utilized in the depreciation
study submitted in this proceeding.

A-2.  The approach utilized in this study is Straight Line Method, Equal Life Group and
the Remaining Life Technique. Therefore, the depreciation procedure is the only
difference in method and procedures of the overall manner in which the
depreciation rates are calculated.






LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 3

Witness: John J. Spanos

In its June 30, 2004 Order in Case No. 2004-00433, the Commission rejected
LG&E’s depreciation study because of concerns over the inclusion of an inflation
adjustment for the removal costs. Explain in detail how the new depreciation
study addresses this issue.

The determination of the net salvage component of the depreciation rate is the
same as almost all other utilities in the United States and Canada, including other
utilities in Kentucky, Virginia, Tennessee and Indiana. The net salvage
component is based on historical indications of the full service value of each asset
class. The net salvage component is the last transaction cost of the asset when it
is taken out of service, therefore, this cost occurs at a date later than when the
asset was originally placed in service.

Consequently, this traditional depreciation study does not make any inflation
adjustments for removal costs, just the assumption that the past is a relatively
good indicator of the future.






LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 4

Witness: Robert M. Conroy

Refer to the Direct Testimony of Robert M. Conroy, page 3. Mr. Conroy states,
“Therefore, LG&E respectfully requests the Commission to defer review of the
depreciation rates recommended in the study and to approve revised depreciation
rates for accounting and ratemaking purposes concurrent with LG&E’s next
change in base rates pursuant to a Commission Order in a base rate proceeding
filed by LG&E.”

a. Explain why LG&E is requesting that the Commission defer the review of the
depreciation rates recommended in the study.

b. When does LG&E propose the review of the depreciation rates recommended
in the study be undertaken?

a. The Company is requesting the Commission to defer the review of the
proposed depreciation rates in order to match the change in depreciation rates
with a change in base rates and to obtain administrative efficiencies with a
single proceeding addressing all impacts of a change in depreciation rates.
The Company believes that depreciation rates along with other base rate items
that are affected by depreciation rates should be addressed in a single and
comprehensive proceeding.

b. LG&E proposes to review the depreciation rates recommended in the study
during the Company’s next general rate case proceeding, which the Company
has indicated it anticipates filing during 2008.






Q-5.

A-5.

Response to Question No. 5
Page 1 of 2

LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 5

Witness: John J. Spanos

Refer to the Direct Testimony of John J. Spanos (“Spanos Testimony™), page 13.

a. Describe the basic differences between the average service life procedure and

the equal life group procedure.

. Provide the basis for the conclusion that the equal life group procedure

reflects a more appropriate matching of capital recovery to asset utilization.

The basic differences between the average service life procedure and the equal
life group procedure are the matching principle of recovery to useful life and
the advanced calculations for ELG to achieve a more appropriate depreciation
rate.

. I will use a simple two-unit basis for my conclusion as to why the equal life

group (“ELG”) procedure reflects a more appropriate matching of capital
recovery to asset utilization. The example excludes net salvage. Each unit
costs $1,000, Unit A is in service for 5 years and Unit B is in service for 15
years. Therefore, using the average service life procedure, the service life is
10 years ((5+15)/2), and the accrual rate is 10%. With two units of $1,000
each, the annual expense is $200 ($2,000 x 10%). At the end of the 5th year,
the accumulated annual provision is $1,000 (§200 x 5) minus $1,000 (Unit A
retired value) for a total accumulated depreciation of 0. Thus, Unit B is the
only plant surviving after the fifth year and has one-third of its life expectancy
gone, but the net book value is still $1,000 (plant minus accumulated
depreciation). This does not properly match recovery to asset utilization.

I will use the same two-unit example to set forth the equal life group recovery
procedure. Unit A has a 5-year service life; therefore, annual expense is $200
(81,000/5). Unit B has a 15-year service life; therefore, annual expense is
$66.67 ($1,000/15). At the end of the fifth year, the cumulative annual
provision of the two units is $1,334 ($1,000 Unit A and $334 Unit B).
The retirement of Unit A is $1,000 so accumulated depreciation is $334
(51,334 - $1,000). Thus, after 5 years, Unit B has experienced one-third of its

Spanos



Response to Question No. 5
Page 2 of 2
Spanos

life expectancy and recovery of the $1,000 asset is one-third accumulated.
Consequently, the Equal Life Group procedure does a better job of matching
recovery to asset utilization for both Unit A and Unit B.






Q-6.

LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18,2008

Case No. 2007-00564
Question No. 6

Witness: John J. Spanos

Refer to the Spanos Testimony, Exhibit JIS-LG&E, page 11-40. Explain how the
amortization periods shown on this page were determined. Include any analyses
that were based upon LG&E’s historic experience for any of the listed accounts.

The determination of the amortization periods for the accounts shown on page II-
40 of Exhibit JJIS-LG&E were not specifically based on the historic data of
LG&E. The use of amortization accounting is different than past depreciation
methods of dispersion, as amortization is designed to eliminate the need to track
all the small units in each account. The difficulty in tracking these small units
skews the historical life results.

Therefore, amortization periods are determined based on the most reasonable
estimate of useful life for each asset class. For example, the most reasonable
useful life for a computer is 5 years. The amortization periods for LG&E are
ultimately based on a combination of comparable amortization periods of other
utilities and the Company’s expectation or plans for the useful life of the asset
class. This methodology is utilized by almost all utilities across the United States
and Canada.






Response to Question No. 7
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LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 7

Witness: John J. Spanos

Refer to the Spanos Testimony, Exhibit JJIS-LG&E, pages I1I-4 through III- 12.
Prepare an analysis of the depreciation information in Tables 1 through 3 as
outlined below. The analysis should be at the same level of detail as shown on
Tables 1 through 3. The depreciation information should be organized in the
following manner:

a. Column 1~ Account.
b. Column 2 — Book Depreciation Reserve.
¢. Column 3 — Future Accruals.

d. Column 4 — Total Book Depreciation Reserve and Future Accruals, Column 2
plus Column 3.

e. Column 5 — Original Cost.

f. Column 6 — Difference Depreciation vs. Original Cost, Column 4 minus
Column 5.

g. Column 7 — Percentage Difference, Column 6 divided by Column 5, carry to
two decimal places.

For each account where the Percentage Difference calculated in Column 7 is
greater than 10 percent, explain in detail why the results are reasonable and why
depreciation rates should be established to generate the proposed levels of Future
Accruals.

The attached schedule sets forth the requested information. With the exception of
a few amounts that have rounding differences, the percentage differences in
Column 7 is the net salvage percent. The definition of future accruals is the
summation of the Original Cost times one minus the net salvage percent minus
the book reserve. As an example, the net salvage percent for Account 311 is

Spanos



Response to Question No. 7
Page 2 of 2

negative 10 percent. Because depreciation is recovery of service value, which
includes cost of removal and gross salvage, not original cost, then the full service
value is Original Cost times (1-(-.10)) or 1.10. If one were to multiply the
original cost in Account 311 of Cane Run Unit 5 by the appropriate factor (1.10),
then one would get the appropriate amount of recovery through depreciation of
$6,782,510 ($6,165,918 x 1.10). Consequently, the appropriate future accrual for
Account 311, Cane Run Unit 5 is $6,782,510 minus $4,902,105 (book reserve) or
$1,880,405. There is a slight rounding difference from the future accruals shown
on page [1I-4 of Exhibit JJS-LG&E

In summary, the presentation of the attached schedule does not properly reflect
Column 4 due to net salvage, so the explanation of the difference for all accounts
is the net salvage component.

Spanos
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A-8.

Response to Question No. 8
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LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 8

Witness: John J. Spanos

Refer to the Spanos Testimony, Exhibit JIS-LG&E, pages I11-6 through III- 8.
LG&E jointly owns 10 combustion turbines (“CTs”) with Kentucky Utilities
Company (“KU”). The CTs are Paddy’s Run — Generator 13, E. W. Brown CTs 5
through 7, and Trimble County CTs 5 through 10. A comparison of the
depreciation information on pages III-6 through III-8 with the corresponding
pages in the KU depreciation study reveals that the survivor curves, accrual rates,
and composite remaining lives are not the same for the jointly owned assets.
Explain in detail why it is reasonable for LG&E and KU to have different
depreciation rates for the same jointly owned assets.

There are alternate ways to determine an appropriate interim survivor curve for an
asset class; however, it is critical to determine which assets are most homogenous,
both as a result of the past and the future. Until recently, the production units for
KU were managed and operated differently than the LG&E units. Therefore, in
Mr. Spanos’ experience, the most homogeneous historical asset classes were used
to determine life characteristics based at the individual predecessor company
level, not the cumulative company level. This is important because there were
some operational differences between the two predecessor companies with regard
to maintenance and capitalization. Therefore, the past life characteristics of all the
KU units were different than the past life characteristics of all the LG&E units,
and the total units for each Company were different. The other issue that came
into play that prevented the studying of life characteristics of the common units
among KU and LG&E was the lack of unit identification of all transactions since
the original year of installation. In summary, it was determined the most
appropriate and most homogeneous comparison by account would be of the units
by predecessor company. The probable retirement date or lifespan is identical for
common units between the two components.

The net salvage percents are basically the same for all units among the two
Companies. However, it is critical to point out that the depreciation rate and
composite remaining life are based on four parameters. First is the interim
survivor curve and probable retirement date. Second is the net salvage
component. Third is the depreciation procedure and reserve to plant ratio. Fourth
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Page 2 of 2

is the age of the surviving age distribution at the time of calculation. If any one of
these four factors is different, then the depreciation rate and composite remaining
life will not be equal. Because history is clear that the two Companies did not
have identical recovery patterns since the initial year of installation, the reserve to
plant ratio will only be the same at retirement when everything is fully recovered.

A remaining life rate is based on recovering future accruals (original cost times
net salvage minus book reserve) over the remaining life of an asset class. The
actual overall remaining life is the date of the study minus the probable retirement
date. The unit remaining life on the summary schedule is the numerical
computation of the vintage future accruals divided by the summation of the
vintage annual accruals with all the parameters included.
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LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 9

Witness: John J. Spanos

Refer to the Spanos Testimony, Exhibit JJIS-LG&E, pages III-8 through III-10.
For each of the accounts listed below, explain in detail why the Future Accrual is
larger than the Original Cost. In addition, explain why the result is reasonable and
why the proposed level of Future Accrual should be reflected in the approved
depreciation rates.

a. Account No. 355.00 — Poles and Fixtures.

b. Account No. 364.00 — Poles, Towers, and Fixtures.

¢. Account No. 265.00 — Overhead Conductors and Devices.
d. Account No. 369.20 — Services — Overhead.

e. Account No. 352.50 — Well Equipment.

f.  Account No. 380.00 — Services.

As discussed in response to Staff-7, the future accruals are not only determined by
Original Cost minus book reserve. The appropriate calculation for future accruals
is the summation of the original cost multiplied by one minus the net salvage
percent minus the book reserve. Therefore, for electric accounts 355, 364, and
365, and gas accounts 369.20, 352.50 and 380, the full recovery of all assets
currently in service with a negative net salvage percent could have future accruals
larger than original cost. Considering the appropriate recovery level, the resulting
future accruals are reasonable for these Accounts.
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LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff
Dated February 18, 2008

Case No. 2007-00564
Question No. 10
Witness: John J. Spanos
Refer to the Spanos Testimony, Exhibit JJS-LG&E. For each of the “Original and
Smooth Survivor Curves” listed below, explain why the selected Iowa Curve is
the best fit given the information plotted. Also indicate whether there were other
Iowa Curves that reflected a fit similar to the plotted information.
a. Page Il1I-48, Account No. 341 — Structures and Improvements.
b. Page I1I-66, Account No. 350 — Land and Land Rights.
c. Page I1I-70, Account No. 352 — Structures and Improvements.
d. Page IlII-76, Account No. 354 — Towers and Fixtures.

e. Page I1I-82, Account No. 356 — Overhead Conductors and Devices.

f. Page III-152, Account No. 351.30 — Measuring and Regulating Station
Structures.

g. Page I1I-168, Account No. 352.50 — Well Equipment.

h. Page III-261, Account No. 385 — Measuring and regulating Station
Equipment.

i. Page I1I-282, Account No. 390.30 — Structures and Improvements — Stores.

The statistical analyses for the accounts listed above in all parts, except g., were
not fit statistically due to limited data to analyze. Therefore, other Iowa curves
were considered but not fit or plotted. In part g, there were other Iowa Curves
fitted, but not considered reasonable. The curve fitting analysis was included in
response to AG-1.

a-f. The life analysis performed by Gannett Fleming is not solely a statistical
analysis, so the selected Iowa Curve is a combination of historical data,
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informed judgment, estimates of other utilities and expectations of
management. As set forth on pages I11-48, 111-66, 111-70, 111-76, 111-82 and III-
152 of Exhibit JIS-LGE, the statistical indications for these accounts were
inconclusive. Based on the nature of the assets in these accounts and the
relationship these assets have with other accounts within the function, it was
determined that the curve plotted on each page was most appropriate.

The statistical analysis on page 11I-168, Account 352.50 — Well Equipment,
was a strong indicator of the life characteristics, but statistical data was not the
only indicator. The first 30 age intervals are quite close statistically to the 50-
R2.5 smooth curve. However, it was not possible to statistically match a
smooth curve to the remaining 32 age intervals, as well as the first 30 age
intervals, so judgment was utilized to best fit the 31-62 age intervals. A 50-
year average life and 88-year maximum life is very realistic for well
equipment and comparable to others within the industry. The 50-R2.5
survivor curve is a reasonable estimate for this asset class.

. The life analysis performed is not solely a statistical analysis, so the selected

Iowa Curve is a combination of historical data, informed judgment, estimates
of other utilities and expectations of management. As set forth on pages I1I-
261 and III-282 of Exhibit JJIS-LG&E, the statistical indications for these
accounts were inconclusive. Based on the nature of the assets in these
accounts and the relationship these assets have with the other functional
accounts, it was determined that the 40-S2.5 survivor curve for Account 385
and the 45-R3 survivor curve for Account 390.3 was most appropriate.
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LOUISVILLE GAS AND ELECTRIC COMPANY

Response to the First Data Request of Commission Staff

Dated February 18, 2008
Case No. 2007-00564
Question No. 11

Witness: John J. Spanos

Refer to the Spanos Testimony, Exhibit JIS-LLG&E. For each of the accounts
listed below, explain how the net salvage percentage shown for the account on
pages III-4 through III-12 is supported by the information presented on the
referenced pages from the “Summary of Book Salvage.” If depreciation studies
for other utilities were utilized, identify the utility, indicate when the study was
prepared, and explain why it was reasonable to use information from that study.

a.

b.

Account No.

Account No.

Account No.

Account No.

Account No.

Account No.

Account No.

Account No.

Account No.

II1-350.

Account No.

370.

Account No.

Account No.

and I11-390.

331 — Structures and Improvements, pages 111-310 and I11-311.
332 — Reservoirs, Dams and Waterway, page [11-312.

333 — Water Wheels, Turbines, and Generators, page I1I-313.
334 — Accessory Electric Equipment, pages I1I-314 and I11-315.
335 — Miscellaneous Plant Equipment, pages I11-316 and I11-317.
343 — Prime Movers, pages I11-321 and I11-322.

362 — Station Equipment, pages I11-341 and I11-342.

364 — Poles, Towers, and Fixtures, pages [11-343 and 111-344.

367 — Underground Conductors and Devices, pages 11I-349 and

351.20 — Compressor Station Structures, pages I11-369 and III-

367 — Mains, pages I1I-387 and III-388.

375.20 — Structures and Improvements — Other, pages I1I-389
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m. Account No. 378 — Measuring and Regulating Station Equipment — General,
pages I1I-393 and 111-394.

n. Account No. 396.20 — Power Operated Equipment — Other, pages I1I-410 and
HI-411.

0. Account No. 390.30 — Structures and Improvements — Stores, page I11-417.

p. Account No. 390.40 — Structures and Improvements — Shops, pages I11-418
and I11-419.

q. Account No. 392.20 — Transportation Equipment — Trailers, pages 111-422 and
[11-423.

It is Mr. Spanos’ opinion that estimates of others is critical in understanding
reasonable life and salvage estimates to be used in every study. Studies cannot be
based solely on statistics, especially when data is limited. Therefore, Mr. Spanos
utilized his experience and informed judgment of conducting hundreds of
depreciation studies over his career to determine industry information is
reasonable to use when conducting a study. The industry statistics are set forth in
response to AG-8.

a-e.As stated on pages I1-29 through II-33, the statistical data set forth on pages
II-310 through I1I-317 was not a major indicator of the net salvage estimates
for Accounts 331 through 335. The historical data was not conclusive for
statistical indications. The most important factors were informed judgment
based on estimates of others and Company expectations in the future.

f. As stated on pages II-29 through II-33, the statistical data set forth on pages
III-321 and III-322 was not a major indicator of the net salvage estimate of
Account 343. The overall historical data shows negative 1%, however, there
was limited activity until 2006, thus, informed judgment based on estimates of
others and Company expectations in the future were critical.

g. The statistical data set forth on pages I11-341 and III-342, and the estimates of
others were the strong indicators of the net salvage percent for Account 362.
The overall period, 1972-2006 net salvage indication is negative 6%;
however, the trend toward the most recent five years is negative 35%. It has
been determined the most recent five-year period is more indicative of future
net salvage percents, however, negative 35% is above the industry averages,
therefore, negative 15% is estimated until additional data continues to support
the most recent statistics.

h. As stated on pages 1I-29 through II-33, the statistical data set forth on pages
111-343 through III-344 was not a major indicator of future net salvage
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estimates for Account 364. The overall period, 1972-2006, sets forth
statistical net salvage indications of negative 120% and the most recent five-
year period indicates negative 743%. These indications are unrealistic for
future net salvage percents. Therefore, industry averages were incorporated to
establish the best estimate of negative 60%.

The statistical indications on pages I11-349 and III-350 were utilized, but not
the only indicator as the overall period, 1972-2006, calculates at positive 4%
and the most recent five-year period calculates at negative 69%. The trend to
zero gross salvage is expected to continue in the future. The recent trends for
cost of removal have been very high, however, it is not expected to continue
in years to come, therefore, industry averages were considered in
extrapolating the most appropriate future net salvage of negative 15%.

The statistical data on pages III-369 and [II-370 were good indicators for the
net salvage percent for Account 351.20, however, there was limited data so
industry averages were also strongly considered when determining the final
estimate of negative 5%.

k&l1.The statistical analysis for Account 367, and Account 375.20 were not

considered conclusive to make a determination of future net salvage estimates
for these accounts. The most recent years had limited to no net salvage or
retirement activity, therefore, informed judgment was utilized based on
estimates of others. A negative 10% was recommended for Account 367, and
negative 5% for Account 375.20.

The statistical analysis for Account 378 was a strong indicator for the negative
10% net salvage utilized for future expectations. The overall period, 1972~
2006, indicates negative 6% and the most recent five-year period indicates
negative 9%. These statistical indications coupled with the industry averages
established the negative 10% estimate.

. The statistical analysis for gas plant account 396.20, and common plant

accounts 390.3, 390.4 and 392.2, were too limited to base estimates solely on
the statistics. Therefore, informed judgment of estimates of other utilities was
used to establish the most appropriate estimate for each account.
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