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To the Board of Directors
Blue Grass Energy Cooperative

I have audited the financial statements of Blue Grass Energy Cooperative for the year ended April
30, 2007, and have issued my report thereon dated June 28, 2007. 1 conducted my audit in
accordance with auditing standards generally accepted in the United States of America, the
standards applicable to financial audits contained in Government Auditing Standards issued by the
Comptroller General of the United States, and 7 CFR Part 1773, Policy on Audits of the Rural
Utilities Service (RUS) Borrowers. Those standards require that I plan and perform the audit to
obtain reasonable assurance about whether the financial statements are free of material misstatement.

In planning and performing my audit of the financial statements of Blue Grass Energy for the year
ended April 30, 2007, I considered its internal control over financial reporting in order 1o
determine my auditing procedures for the purpose of expressing an opinion on the financial
statements and not to provide assurance on the internal control over financial reporting.

My consideration of the internal control over financial reporting would not necessarily disclose all
matters in the internal control over financial reporting that might be material weaknesses. A material
weakness is a condition in which the design or operation of the specific internal control components
does not reduce 1o a relatively low level the risk that misstatements in amounts that would be
material in relation to the financial statements being audited may occur and not be detected within a
timely period by employees in the normal course of performing their assigned functions, I noted

no matters involving the internal control over financial reporting that I consider to be a material
weakness.

7 CFR Part 1773.33 requires comments on specific aspects of the internal control over financial
reporting, compliance with specific RUS loan and security instrument provisions and other
additional matters. I have grouped my comments accordingly. In addition to obtaining reasonable
assurance about whether the financial statements are free from material misstatements, at your
request, I performed tests of specific aspects of the internal control over financial reporting, of
compliance with specific RUS loan and security instrument provisions and of additional matters.
The specific aspects of the internal control over financial reporting, compliance with specific RUS
loan and security instrument provisions, and additional matters tested include, among other things,
the accounting procedures and records, materials control, compliance with specific RUS loan and
security instrument provisions set forth in 7 CFR 1773.33(d)(1) related transactions, depreciation
rates, a schedule of deferred debits and credits and a schedule of investments, upon which [
express an opinion. In addition, my audit of the financial statements also included the procedures
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specified in 7 CFR Part 1773.38-.45. My objective was not to provide an opinion on these specific
aspects of the internal control over financial reporting, compliance with specific RUS loan and
security instrument provisions, or additional matters, and accordingly, I express no opinion thereon.

No reports, other than my independent auditor's report, and my independent auditor's report on
compliance and on internal control over financial reporting, all dated June 28, 2007, or summary of
recommendations related to my audit have been furnished to management.

My comments on specific aspects of the internal control over financial reporting, compliance with
specific RUS loan and security instrument provisions and other additional matters as required by
7 CFR 1773.33 are presented below.

Comments on Certain Specific Aspects of the internal Control Over Financial
Reporting

I noted no matters regarding Blue Grass Energy's internal control over financial reporting and its
operation that I consider to be a material weakness as previously defined with respect to:

- The accounting procedures and records;

- the process for accumulating and recording labor, material and overhead costs, and
the distribution of these costs to construction, retirement and maintenance and other
expense accounts; and,

- the material controls.

Comments on Compliance with Specific RUS Loan and Security Instrument
Provisions

At your request, [ have performed the procedures enumerated below with respect to compliance
with certain provisions of laws, regulations and contracts. The procedures I performed are
summarized as follows:

- Procedures performed with respect to the requirement for a borrower to obtain written
approval of the mortgagee to enter info any contract for the operation or maintenance of
property, or for the use of mortgaged property by others for the year ended April 30
2007, of Biue Grass Energy.

1. Obtained and read a borrower prepared schedule of new written
contracts entered into during the year for the operation or
maintenance of its property, or for the use of its property by
others as defined in 1773.33 (e)(1){i).

2. Reviewed Board of Director minutes to ascertain whether
board-approved written contracts are included in the borrower-
. prepared schedule.
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Comments on Compliance with Specific RUS Loan and Security Instrument
Provisions, continued:

3. Noted written RUS approval was not obtained by the borrower for
all the contracts listed. Blue Grass Energy's management informed
me that RUS approval was not required as the contracts related to
operation or maintenance entered into during the normal course
of business.

- Procedure performed with respect to the requirement to submit RUS Form 7 to RUS:

1. Agreed amounts reported in RUS Form 7 to Blue Grass Energy's
records as of April 30, 2007.

The results of my tests indicate that, with respect to the items tested, Blue Grass Energy complied in
all material respects, with the specific RUS loan and security instrument provisions referred to
below. With respect to items not tested, nothing came to my attention that caused me to believe that
Blue Grass Energy had not complied, in all material respects, with those provisions. The specific
provisions tested, as well as any exceptions noted, include the requirernents that:

- the borrower has obtained written approval of RUS to enter inio any contract for
the operation and maintenance of all or any part of property, for the use of mortgaged
property by others as defined in 1773.33 (d)(1)(i); and ,

- the borrower has submitted its RUS Form 7 to RUS and the Form 7, Financial
and Statistical Report, as of April 30, 2007, represented by the borrower as
having been submitted to RUS is in agreement with Blue Grass Energy's audited
records in all material respects.

Comments on Other Additional Matters

In connection with my audit of the financial statements of Blue Grass Energy, nothing came to my
attention that caused me to believe that Blue Grass Energy failed to comply with respect to:

- The reconciliation of continuing property records to the controlling
general ledger plant accounts addressed at 7 CFR Part 1773.33(c)(1);

- the clearing of the construction accounts and the accrual of depreciation
on completed construction addressed at 7 CFR Part 1773.33(c)(2);

- the retirement of plant addressed at 7 CFR Part 1773.33(c)(3) and (4);
- approval of the sale, lease or transfer of capital assets and disposition of

proceeds for the sale, or lease of plant, material or scrap addressed at 7
CFR Part 1773.33(c)(5);
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Comments on Other Additional Matters
- the disclosure of material related party transactions, in accordance with
Statement of Financial Accounting Standards No. 57, Related Party
Transactions, for the year ended April 30, 2007, in the financial
statements referenced in the first paragraph of this report addressed at 7
CFR Part 1773.33(D);
- the depreciation rates addressed at 7 CFR 1773.33(g);

- the detailed schedule of deferred debits and deferred credits; and

the detailed schedule of investments, of which there were none.

My audit was made for the purpose of forming an opinion on the basic financial statements taken

as a whole. The detailed schedule of deferred debits and deferred credits required by 7 CFR
1773.33(h) and provided below is presented for purposes of additional analysis and is not a required
part of the basic financial statements. This information has been subjected to the auditing
procedures applied in my audit of the basic financial statements and, in my opinion, is fairly stated
in all material respects in relation to the basic financial statements taken as a whole.

The deferred debits are as follows:

System mapping costs $319,402
The deferred credits ate as follows:

Consumer advances for construction $425.475

LEEE B I

This report is intended solely for the information and use of the Board of Directors, management,
RUS and supplemental lenders and is not intended to be and should not be used by anyone other
than these specified parties. However, this report is a matter of public record and its distribution is
not limited.

S 2l

Alan M. Zumsiein
June 28, 2007
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To the Board of Directors
Blue Grass Energy Cooperative

I have audited the balance sheets of Blue Grass Energy Cooperative, as of April 30, 2007 and
2006, and the related statements income and patronage capital and cash flows for the years then
ended. These financial statements are the responsibility of Blue Grass Energy Cooperative's
management. My responsibility is to express an opinion on these financial statements based on
my audits.

I conducted my audits in accordance with auditing standards generally accepted in the United

States of America, the standards applicable to financial audits contained in Government Auditing
Standards issued by the Comptroller General of the United States and 7 CFR Part 1773, Policy

on Audits of Rural Utilities Service (RUS) Borrowers. Those standards require that I plan and
perform the audit to obtain reasonable assurance about whether the financial statements are free
from material misstatement. An audit includes examining on a test basis, evidence supporting the
amounts and disclosures in the financial statements. An audit also includes assessing the accounting
principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. I believe that my audits provide a reasonable basis for my

opinion.

In my opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of Blue Grass Energy Cooperative as of April 30, 2007 and 2006, and the
results of operations and cash flows for the years then ended, in conformity with accounting
principles generally accepted in the United States of America.

In accordance with Government Auditing Standards, I have also issued a report dated June 28,
2007, on my consideration of Blue Grass Energy Cooperative's internal control over financial
reporting and my tests of its compliance with certain provisions of laws, regulations, contracts and
grant agreements and other matters. The purpose of that report is to describe the scope of my
testing of internal contro! over financial reporting and compliance and the results of that testing, and
not to provide an opinion on the internal control over financial reporting or on compliance. That
report is an integral part of an audit performed in accordance with Government Auditing Standards
and should be considered in assessing the results of my audits.

[ Pesfel

Alan M, Zumstein
June 28, 2007
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I have audited the financial statements of Blue Grass Energy Cooperative as of and for the years
ended April 30, 2007 and 2006, and have issued my report thereon dated June 28, 2007. 1 conducted
my audit in accordance with auditing standards generally accepted in the United States of America
and the standards applicable to financial audits contained in Government Auditing Standards, issued
by the Comptroller General of the United States,

Compliance

As part of obtaining reasonable assurance about whether Blue Grass Energy Cooperative's

financial statements are free of material misstatement, [ performed tests of its compliance with certain
provisions of laws, regulations, contracts and grants, noncompliance with which could have a direct
and material effect on the determination of financial statement amounts. However, providing an
opinion on compliance with those provisions was not an objective of my audit and, accordingly, I do
not express such an opinion. The results of my tests disclosed no instances of noncompliance or
other matters that are required to be reported under Government Auditing Standards.

Internal Control Qver Financlal Reporting

In planning and performing my audit, I considered Blue Grass Energy Cooperative's internal
control over financial reporting in order to determine my auditing procedures for the purpose of
expressing my opinion on the financial statements and not to provide an opinion on the internal
control over financial reporting. My consideration of the internal control over financial reporting
would not necessarily disclose all matters in the internal control over financial reporting that might
be material weaknesses. A material weakness is a condition in which the design or operation of one
or more of the internal control components does not reduce to a relatively low level the risk that
misstatements caused by error or fraud in amounts that would be material in relation to the financial
statements being audited may occur and not be detected within a timely period by employees in the
normal course of performing their assigned functions. Inoted no matters involving the internal
control over financial reporting and its operation that I consider to be material weaknesses.

This report is intended solely for the information and use of the audit committee, management, the
Rural Utilities Service and supplemental Jenders, and is not intended to be and should not be used
by anyone other thanthese specified parties.

[ Dt

Alan M. Zumstein
June 28, 2007
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Balance Sheets, April 30, 2007 and 2006
Assets 2007 2006
Electric Plant, at original cost:
In service $167,858,736 $155,024,112
Under construction 6,026,535 7,442,523
173,885,271 162,466,635
Less accumuiated depreciation 36,877,419 35,702,259
137,007,852 126,764,376
Investments in Associated Organizations 21,371,109 21,633,555
Current Assets:
Cash and cash equivalents 1,866,352 2,083,818
Accounts receivable, Jess allowance for
2007 0f $161,260 and 2006 of $156,264 6,609,726 5,748,162
Other receivables 1,410,818 1,474,202
Material and supplies, at average cost 1,323,639 1,017,472
QOther current assets 678,235 657,294
11,888,770 10,980,948
System mapping project 319,402 566,735
Total $17‘0,587, 133 $159.945,614

Members' Equities and Liabilities

Members' Equities:

Memberships $1,008,735 $987,960
Patronage capital 41,998,330 45,872,578
Other equities 1,186,338 611,143
44,193,403 47,471,681
Long Term Debt 99,603,608 94,505,650
Accumulated Postretirement Benefits 5,303,584 5,188,113
Current Liabilities:
Short term borrowings 7,250,000 -
Accounts payable 7,236,117 6,270,240
Current portion of long term debt 3,200,000 3,000,000
Consumer deposits 1,321,017 1,133,500
Accrued expenses 2,053,929 1,953,720
21,061,063 12,357,460
Consumer Advances 425,475 422,710
Total $170,587,133 $159,945,614

The accompanying notes are an integral part of the financial statements.

4
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for the years ended April 30, 2007 and 2006

2007 2006
Operating Revenues $92.043,676 $88,484,681
Operating Expenses:
Cost of power 70,135,638 65,775,846
Distribution - operations 2,609,318 2,356,198
Distribution - maintenance 3,807,585 3,548,753
Consumer accounts 2,444.796 2,435,964
Customer services 180,765 85,640
Sales 670,659 708,373
Administrative and general 3,984,620 3,732,661
Depreciation, excluding $434,621 in 2007 and
$407,888 in 2006 charged to clearing accounts 5,212,609 4,800,923
Other deductions 18,458 26,492
89,064,468 83,470,850
Operating margins before interest charges 2,979,208 5,013,831
Interest Charges:
Long-term debt 4,672,926 3,780,653
Other 254,379 174,152
4,927.305 3,954,805
Operating margins after interest charges (1,948,097) 1,059,026
Patronage Capital Credits 287,175 248,315
Net Operating Margins (1,660,922) 1,307,341
Nonoperating Margins
Interest income 94,694 117,221
Others (1,677,857) (24,029)
(1,583,163) 93,192
Net Margins (deficit) (3,244,085) 1,400,533
Patronage Capital, beginning of year 45,872,578 44,645,323
Refunds to estates of deceased members (96,665) (94,670)
Transfers to prior year's deficits and other equities (533,498) (78,608)

Patronage Capital, end of year

$41,998,330

$45,872,578

The accompanying notes are an integral part of the financial statements.

5



Statements of Cash Flows

for the years ended April 30, 2007 and 2006

Cash Flows from Operating Activities:
Net margins {deficit)

Adjustments to reconcile to net cash provided

by operating activities:
Depreciation:
Charged to expense
Charged to clearing accounts
Patronage capital credits assigned
Accumulated postretirement benefits
Change in assets and liabilities:
Receivables
Material and supplies
Other assets
Payables
Consumer deposits and advances
Accrued expenses

Cash Flows from Investing Activities:
Plant additions, including removal costs
Salvage recovered from retired plant
Receipts from other investments, net

Cash Flows from Financing Activities:
Payments on long term debt
Advances of long term debt
Short term borrowings
Net increase in memberships
Refund of patronage capital to members
Increase in other equities

Net increase in cash

Cash and cash equivalents, beginning of year

Cash and cash equivalents, end of year

Supplemental cash flows information:
Interest paid on long-term debt

2007

($3,244,085)

5,212,609
434,621
(287,175)
115,471

(798,180)
(306,167)
226,392
965,877
190,282
100,209

2,609,854

(15,852,545)
(38,161)
549,621

(15,341,085)

(3,070,042)
8,368,000
7,250,000

20,775

(96,665)

41,697
12,513,765

(217,466)
2,083,818

$1,866,352

$4,721,313

Exhibit N
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2006

$1,400,533

4,800,923
407,388
(248,315)

101,202

(627,798)
326,143
(225,329)
1,472,786
125,623
221,184

7,754,840

(18,054,962)
91,424
185,935

(17,777,603)

(2,377,156)
16,000,000

(2,500,000)
23,687
(78,608)
25,559

11,093,482

1,070,719

1,013,099

$2,083.818

$3,689,117

The accompanying notes are an integral part of the financial statements,
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Summary of Significant Accounting Policies
Primary Accounting Policies

Blue Grass Energy maintains its records in accordance with policies prescribed or permitted by the
Kentucky Public Service Commission (PSC) and the United States Department of Agriculture, Rural
Utilities Service (RUS), which conform in all material respects with accepted accounting principles
generally accepted in the United States of America. The more significant of these policies are as
follows:

Electric Plant

Electric plant is stated at original cost, less contributions, which is the cost when first dedicated to
public service. Such amount includes applicable supervisory and overhead costs. There was no
interest required to be capitalized on construction for the year.

The cost of maintenance and repairs, including renewals of minor items of property, is charged to
operating expense. The cost of replacement of depreciable property units, as distinguished from
minor items, is charged to electric plant. The cost of units of property replaced or retired, including
cost of removal net of any salvage value, is charged to accumulated depreciation for distribution
plant. Gain or loss is recognized on removal of general plant items.

The major classifications of electric plant in service consisted of:

2007 2006
Distribution plant $150,260,259 $140,975,475
General plant 17,598,477 14,048,637
Total $167,858.736 $155,024,112

Depreciation

Provision has been made for depreciation on the basis of the estimated lives of assets, using the
straight-line method. Blue Grass Energy uses a composite depreciation rate of 3.02% per annum
for distribution plant. General plant depreciation rates are as follows:

Structures and improvements 1.82%

Office furniture and fixtures 2.50%

Transportation equipment 5-15%

Communication equipment 4%

Other general plant 3.33-5.29%
Continued

7
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Summary of Significant Accounting Policies, continued
Statement of Cash Flows

For purposes of the statement of cash flows, Blue Grass Energy considers temporary investments
having a maturity of three months or less to be cash equivalents.

Estimates

The preparation of financial statements in conformity with accounting principles generally accepted
in the Unites States of America requires management to make estimates and assumptions that effect
the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates used in the preparation of the
financial statements.

Revenue

Revenue is recorded as billed to consumers, based on monthly meter reading cycles. Blue Grass
Energy's sales are concentrated in a thirteen county area of central Kentucky. There were no
customers whose individual account balance exceeded 10% of outstanding accounts receivable at
April 30, 2007 or 2006. Constumers must pay their bill within 20 days of billing, then are subject to
disconnect afte another 10 days. Certain consumers are required to pay a refundable deposit. The
allowance for uncollectible accounts is based on the aging of receivables. Accounts are written-off
when they are deemed to be uncoliectible.

Purchase Power

The cost of purchased power is recorded monthly during the period in which the energy is
consumed, based upon billings from East Kentucky Power Cooperative, Inc. (East Kentucky).

Fair Value of Financial Instruments

Financial instruments include cash, temporary investments and long-term debt. Investments in
associated organizations are not considered a financial instrument because they represent non
transferable interest in associated organizations.

The carrying value of cash and temporary investments approximates fair value because of the short
maturity of those instruments. The fair value of long term debt approximates the fair value because
of the borrowing policies of Blue Grass.

Off Balance Sheet Risk

Blue Grass Energy has off-balance sheet rigk in that at certain times of the month they have cash
deposits in financial institutions in excess of the amounts insured by the Federal Deposit Insurance

Corporation (FDIC).
Continued
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Investments in Associated Organizations

Blue Grass Energy records patronage capital assigned by associated organizations in the vear in
which such assignments are received.

The Capital Term Certificates (CTCs) of National Rural Utilities Cooperative Finance Corporation
(NRUCFC) are recorded at cost. The CTCs were purchased from NRUCFC as a condition of
obtaining long-term financing, The CTCs bear interest at 0%, 3% and 4% and are scheduled to
mature at varying times from 2020 to 2080.

Investments in associated organizations consisted of:

2007 2006

East Kentucky:

Patronage capital assigned $17,503,691 $17,503,691
National Rural Utilities Cooperative

Finance Corporation:

Capital Term Certificates 2,018,585 2,036,190

Patronage capital assigned and membership 459,936 437,227
Other associated organizations 1,388,897 1,656,447

Total $21,371,109 $21,633,555

Patronage Capital

Under provisions of the long term debt agreement, return to patrons of capital contributed by them is
limited to amounts which would not allow the total equities and margins to be less than 30% of total
assets, except that distributions may be made to estates of deceased patrons. The debt agreement
provides, however, that should such distributions to estates not exceed 25% of net margins for the
next preceding year, Blue Grass Energy may distribute the difference between 25% and the
payments made to such estates. The equities and margins of Blue Grass Energy represent 26% of
the total assets at April 30, 2007.

Patronage capital consisted of:

2007 2006
Assigned $57,705,989 $57,125,987
Assignable (1,727,734) 2,629,851
Retired to date (14,138,924) (14,042,259)
Unassigned 158,999 158,999
Total $41,998,330 $45,872,578

Continued

9
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. Other Equities
Other equities consisted of:
2007

Donated capital $315,799
Retired capital credit gains 2,868,276
Prior years' deficits (2,006,118)
Capital credit gains and losses 8,381

Total $1,186,338

2006

$315,799
2,826,579

(2,539,616)

8,381

$611,143

Exhibit N
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Current year non operating margins of Blue Grass Energy are used to offset the prior years' deficits.

Long Term Debt

All assets, except vehicles, are pledged as collateral on the long term debt to United States of

America (RUS), Federal Financing Bank (FFB) and NRUCFC under a joint mortgage agreement.

Loong term debt consisted of:

2007
First mortgage notes due RUS:
2% $7,276
3.50% - 6.0% (2.875 to 6.0% in 2006) 41,394,017
41,401,293

First mortgage notes due FFB: '
4.904% to 5.077% (4.615 to 5.077% in 2006) 35,311,740

First mortgage notes due NRUCFC:

7% 27,799
5.65% t0 7.10% 8,648,569
Refinance RUS loans 3.25% to 5.45% 17,414,207
26,090,575

102,803,608

Less current portion 3,200,000
$99,603,608

2006

$39,946
36,638,556

36,678,502

32,757,810

45,466
9,152,197
18,871,675

28,069,338

97,505,650
3,000,000

$94,505,650

The interest rates on notes payable to NRUCFC at 5.65% to 7.10% are subject to change

approximately every seven yeats.
Continued
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Long Term Debt, continued

During 2004, Blue Grass Energy refinanced $22,710,297 of RUS loans with funds advanced from
NRUCFC. The long ferm debt to refinance RUS loans is due in a combination of 14 annual
installments of $1,094,587 and 9 annual installments of $640,039. During 2006, Blue Grass Energy
restructured one of the $1,094,587 installments into four (4) instaliments of $273,674 to be paid

in 2019.

The long term debt payable to RUS, FFB and NRUCFC is due in monthly and quarterly instaliments
of varying amounts through 2037. Blue Grass Energy has no unadvanced loan funds available at
April 30, 2007. Blue Grass has a loan application pending with RUS in the amount of $43,000,000.

As of April 30, 2007, the annual portion of long term debt outstanding for the next five years are
as follows: 2008 - $3,200,000; 2009 - $3,500,000; 2010 - $3,8000,000; 2011 - $3,900,000;
2012 - $4,300,000.

Short Term Line of Credit

Blue Grass Energy has executed two (2) 23 month line of credit agreements with NRUCFC in the
amounts of $16,000,000 and an additional $10,000,000. At April 30, 2007 Blue Grass Energy had
an advance of $7,250,000 at an interest rate of 6.90%.

Retirement Plan

All eligible employees of Blue Grass Energy participate in the NRECA Retirement and Security
Program, a defined benefit pension plan qualified under section 401 and tax-exempt under section
501(a) of the Internal Revenue Code. Blue Grass Energy makes annual contributions to the

Program equal to the amounts accrued for pension expense. Contributions were $837,516 for 2007
and $791,874 for 2006. In this multiemployer plan, which is available to all member cooperatives of
NRECA, the accumulated benefits and plan assets are not determined or allocated separately by
individual employer.

Savings Plan

Blue Grass Energy has a Retirement Savings Plan for all employees who are eligible to participate
in Blue Grass Energy's benefit programs. The plan allows participants to make contributions by
salary reduction, pursuant to Section 401(k) of the Internal Revenue Code. Blue Grass Energy

will match contributions of each participant up to 2% of the participant's base compensation. Blue
Grass Energy coniributed $107,061 in 2007 and $101,708 in 2006, Participants vest immediately in
their contributions and the contributions of Blue Grass Energy.

Accumulated Postretirement Benefits

Blue Grass Energy sponsors a defined benefit plan that provides medical insurance coverage to
retirees and their dependents. Blue Grass Energy pays all premiums for retirees and their
dependents. Postretirement benefits are not funded.

Continued
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Notes to Financial Statements, continued

10. Accumulated Postretirement Benefits, continuned

The following is a reconciliation of the postretirement benefit obligation:

Page 17 of 19

2007 2006
Postretirement benefit obligation:
Balance, beginning of period $5,188,113 $5,086,911
Reconciliation of components of net periodic
postretirement benefit cost:
Service cost 171,918 141,067
Interest cost 360,141 302,533
Amortization of actuarial (gains) losses 44,841 64,000
: 576,900 507,600
Benefits paid to participants (461,429) (406,398)
Net change 115,471 101,202
Balance, end of period $5,303,584 $5,188,113
The accrued postretirement benefit obligation is calculated as follows;
2007 2006
Accumulated postretirement benefit obligation
Active participants fully eligible $1,765,158 $1,449,855
Active participants not yet eligible 441,154 729,868
Retirees and dependents 3,637,897 2,406,227
Funded status 5,844,209 4,585,950
Unrecognized net actuarial (gain) loss (540,625) 602,163
Accrued postretirement benefit cost $5,303,584 $5,188,113

For measurement purposes, a 8.5% annual rate of increase, decreasing by 0.25% until constant at
6%, in the per capita cost of covered health care benefits was assumed. The discount rate used
in determining the accumulated postretirement benefit obligation was 6.5% in 2007 and 2006.

2. Income Tax Status

Blue Grass Energy is exempt from federal and state income taxes under provisions of Section
501(¢)(12). Accordingly, the financial statements include no provision for income taxes.

13. Related Party Transactions

Several Directors of Blue Grass Energy, the President & CEO and another employee are on
the Board of Directors of various associated organizations.

Continued
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Notes to Financial Statements, continued

14. Advertising

Advertising costs are expensed as incurred. Advertising costs were $34,011 for 2007 and $52,776
for 2006.

15. Contingencies and Commitments

Electric power sold by Blue Grass Energy is purchased from East Kentucky. The membership of
East Kentucky is comprised of Blue Grass Energy and 15 other distribution cooperatives.

Under its wholesale power agreement, Blue Grass Energy is committed o purchase its electrical
power and energy requirements from East Kentucky until 2045. The rates are subject to approval
by the PSC.

1 Blue Grass Energy is contingently liable as guarantor for approximately $965,000 of long term
obligations of East Kentucky to RUS, NRUCFC and institutional investors. Substantially all assets of
) Blue Grass Energy are pledged as collateral for this guarantee, in addition to the pledge in the
} mortgage agreement referred to in Note 6. This contingent liability was part of an overall financing
plan for the construction of a generating facility near Maysville, Kentucky.

i Blue Grass Energy also has various other agreements outstanding with local contractors, Under
these agreements, the contractors will perform meter reading and certain construction and
maintenance work at specified hourly rates or unit cost, or on an as needed basis. The duration of
these contracts are one to three years.

i
[OV———
T

Blue Grass Energy had an inquiry by the Environmental Protection Agency (EPA). The EPA was

» investigating a site for potential environmental contamination. Blue Grass Energy's insurance policy
does not provide for coverage of environmental hazards. Blue Grass settled with the EPA during
the year in the amount of $285,000.

16. Risk Management

Blue Grass is exposed to various forms of losses of assets associated with, but not limited to, fire,
personal liability, theft, vehicular accidents, errors and omissions, fiduciary responsibility, workers
compensation, etc. Each of these areas is covered through the purchase of commercial insurance.

Continued
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Notes to Financial Statements, continued

New Accounting Standard

On September 29, 2006, the Financial Accounting Standards Board (FASB) issued Statement of
Financial Accounting Standards (SFAS) No. 158, Employers' Accounting for Defined Benefit
Pension and Other Postretirement Plans - an amendment of FASB Statements No. 87, 88, 106 and
132(R). SFAS No. 158 requires an employer that sponsors a defined benefit postretirement plan to
report the current economic status (the overfunded or underfunded status) of the plan in its
balance sheet, to measure the plan assets and plan obligations as of the balance sheet date, and to
include enhanced disclosures about the plan. The Cooperative will be required to adopt the
recognition and disclosure provisions of SFAS No. 158 for the fiscal year ending December 31,
2007, and the measurement date provision for the fiscal year ending December 31, 2008. The
Cooperative does not anticipate adopting the provisions of SFAS No. 158 prior to those periods.

Significant Events

During 2007, Blue Grass Energy completed the installed of automated meter reading devices {AMR)
where the meter readings are recorded at a remote location. In conjuntion with this AMR project,
the existing meters were removed from service and taken out of the plant accounts. The cost of the
meters retired was $2,773,378 and the respective accumulated depreciation was $920,700. This
resulted in a charge to other deductions in the amount of $1,852,678.
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Witness: Jim Adkins
Blue Grass Energy Cooperative

Case No. 2008-00011
December 31, 2007

Computer Software Programs

Blue Grass Energy has used Microsoft Excel and Word in the preparation
of this Applciation.
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Witness: Donald Smothers
Blue Grass Energy
Case No. 2008-00011
Annual Meeting Information
December 31, 2007

The most recent Blue Grass energy Cooperative annual meeting was held
The Minutes of that annual meeting are attached, along with the insert in the
Kentucky Living Magazine, describing the annual meeting.

Data for the last five (5) annual meeting are as foliows:

Members Members

Year  Aftending  Vofing Cost
2007 692 0 $150,786
2008 750 0 $108,921
2005 430 0 $106,595
2004 475 0 $81,536
2003 300 0 $54,839
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BLUE GRASS ENERGY

SERAVICE TERRITORY

MEMBERS SERVED IN 20035

JESSAMINE wevnccrreiere s ennnnsnssnesscnnnmssnenniennenn §0,077  Average

MadiSOn .oivvereeereeresresereirnr s cersrnsreeeeessssssesseesnnen . 992 kWh usage

FAYELTE coovoreninrenirirsnisseninssnsssissessesssseresennennene 137 Residential per montho .. 1,313
Harslsom i iirernrneressersens e s 5,716

ARAETSON vvivreneccri e s cnerenreers e 4,53 1 Miles Of LANE 1orvrververirrrerrrisrnerssssasnmssarssrmasrssamsenes 4,440
Franklin covovvveeiesiniinesnesvssenessiessesreesesneess 3,604

MEFCEr v 1,088 Consumers per Mile i 12
PERdlEton coeveneree e, 186

Borbon cvvveeeve s esseresnneseeess 1, 740

INICROIAS ©ovevrveerre e sa s e 1,530

Bracken oo cirnieiicns s ineresmersersssrsersssvecssasins 1439
Woodford ittt s ves 885

Shelby .o s 75
HeNLy o s 45
GaITaTd ccvcvvirerece e e re b e et e e baas 25

JACKSON v e et nr s 8
Accounts Billed ... e e 93,129
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BLUE GRASS ENERGY i
For the Year Fnding December 31, 2005
ASSETS
FINANCIAL KRESULTS Total Utility PIANE voovcvecmrmsesssseeeecsssceeerssenne $156,633,309
Less Depreciation ... o 34,926,137
Net Utility Plant Book Value wovecirrnnnee, $121,707,172
STATEMENT OF OPERATIONS Non-Utility Property and Other Investments ..$21,489,595
For the Year Ending December 31, 2005 Cash and RESEEVES...cou.rrurmermmsmserssersrsasensissensneess 1,750,812
Accounts Receivable ..vvicecrepeerenen.8,933,060
Operating Revenue and Patronage Capital ......$85,349,220 IAVETHOTY 1oossveresnsscsssssemsssss s sssssssserseoens 1,128,301
Operating Expense Expenses Paid in Advance ressesmreernsiensn 336, 749
Cost of Purchased POwer .......oveevees -$63,167,767 Deferred Debits and Other Assets....‘............‘......653,437
Operating the Electric System.... 12,728,176
Depreciation..... 4,694,946 Total ASSELs .o e $156,189,126
TAXES cversecerieeenrnnessnsaririns 2,408
Interest 0N LOANS .cvvvmnvomoreie s 3,488,700 LIABILITIES
Other Deduetions munmimerrererserssrmeesemsrasaes 738,387 Consumer Deposits.....mrcmrsonniscessenseernenn. 980,898
Mermnbership and Other Equmes ................ 43,936,558
Total Cost of Electric Service.....momuirinsn $84,320,384 Long-Tertn Debt .....uvveecsmmmenisssreresssssmnnnnnnn 00,823,778
Notes and Accounts Payabie .......................... 0,640,379
Patronage Capital or Operating Margins ............ 1,028,836 Other Current and Accrued Liabilities .......... 4,870,319
Non-Operating Marging o escsnesssmossns 94,671 Deferred Credits and Miscelfaneous .............. 5,947,194
G & T Capital Credits ..o
Other Capital Credits ..o veeconmreeomsnimvenenne 96,699 Total Liabilities and Equities ...cvvverennr 156,199,126
MAJOR COSTS REVENUE SOURCES
80
70 L 4 Power Cost
_ 5 Operating and Maintenance Industrial
60 |- [ Customer Accounts Members  Others
1] Administrative 17% 39,
50 - Depreciation Commercial P4
10 7] Interest Members
I Mg Margins 10% .
30 |-
20 +
10 7%
4% o
0 el 1 1%
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OFFICIAL NMOTICE OF

ANNUAL MEETING

- Wher ...........NewHamsonDlsmaOﬂice Gynthiana -
‘When: Monday June 12
_Reglstratlon Txme eeereserensessnnansenens 0200 PuITL

Business Meetmg Tlme , 7 30 p. m

"The annual membershlp meei:mg of Blue Giass

'Energy orgamzes to take actlon on the followmg

“‘matters:

1 “"orum Call

-*5'_;2 Readmg bf the notlce of the meetmg and proof .

,YUUR BOARD OF “pageSoi 1

EA. “Ned” Gilbert
Berea
Chiirman .

" Richard Crutcher
Lawrenceburg
Tregsurer

Brad Marshali Den:us Moneyhoh
Cynthiany | ¢

Jane Smith
Waddy

Dan Bfe@e:
President & CEQ
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On the cover: Staff welcoming yoy

F E q T U Q l H G into the Blue Grass Energy

Headquarters and Nicholasville

district office are Tanya Reed, oper-
g ® ations coordinator; Judy Tipton,
‘ g consumer  accounts  assistani;

Bobby McCoun, staking technician;

F. ' ' ' Cayce Collins, customer service rep-
: ' resentative; Casey Corey, line tech-
: ! nician; Lermon Willis, service tech-

nician; Dale Darland, crew chief;
and M