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INTRA-AGENCY MEMORANDU 

KENTUCKY PUBLIC SERVICE COMMISSION 

TO: Case File 

FROM: Richard Raff , Assistant General Counsel 

DATE: June 28,201 1 

RE: Case No. 201 1-00161 
Kentucky Utilities Company 

i 

In accordance with the Commission’s June I O ,  2011 Order, an informal 
conference was held at the Commission’s offices on June 16, 2011. A list of the 
attendees is attached hereto. The conference was held jointly with the parties to Case 
No. 201 1-00162, which is the application of KU’s affiliate, Louisville Gas and Electric 
Company (“LGE). These cases are not consolidated, but both KU and LGE are 
requesting authorization to construct environmental facilities and approval of 201 1 
environmental compliance plans and rate surcharges, respectively. 

At the beginning of the conference, Commission Staff announced that the 
Commission had decided to retain the services of a consultant to assist in the review of 
the evidence compiled during the course of these cases and to provide advice to the 
Commission. A request for proposals had been developed and the consultant was not 
anticipated to be filing testimony, although doing so was a possibility. One of the 
Commission’s counsel, Richard Raff, also announced that his spouse was employed in 
an administrative position by the Kentucky Resources Council, an organization that had 
filed an intervention request on behalf of the Metropolitan Housing Coalition in Case No. 
201 1-00162. A full disclosure of this would be subsequently made in writing to all 
parties to Case No. 201 1-001 62, with an opportunity for parties to file comments. 

Presentations were then made by KU and LGE personnel regarding the existing 
and proposed environmental requirements applicable to their respective generating 
stations, the existing environmental control facilities at their respective generating 
stations, the available options to meet the proposed environmental requirements, and 
the selected options to meet the proposed requirements, along with the basis for the 
selection. A copy of the presentation is also attached hereto. 

At the conclusion of the KUlLGE presentation, Kentucky Industrial Utility 
Customers, Inc. (“KIUC”), an intervenor in both cases, made a brief presentation on the 
financial impacts of the proposed construction on the utilities and referred to a 
document prepared by the owner of KU and LGE, PPL Corporation. A copy of that 
document is also attached. KIUC suggested that the financial impacts could be 
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lessened if the General Assembly would enact legislation authorizing utilities to issue 
securitized debt. 

Attachments 
cc: Parties of Record (with attendance list but not other attachments) 
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COMMONWEALTH OF KENTUCKY 

BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of: 

APPLICATION OF KENTUCKY UTILITIES ) 
COMPANY FOR CERTIFICATES OF PUBLIC ) CASENO. 
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resentation On Securitization ~ ~ ~ ~ n c ~ ~ ~  
(June 16,20 l l )  

Introduction to Securitization 

Since the 199Os, utility companies have used securitization as a form of asset-based 

financing to reduce the costs to utilities and their ratepayers of plant and other investments that 

otherwise would be financed through a combination of debt and equity at a much greater cost 

as measured by the utility's grossed-up overall rate of return. Initially, securitizations were used 

as a vehicle to allow utilities to recover their "stranded" costs. More recently, securitization has 

been used as a lower cost alternative to finance the construction and installation of 

environmental equipment on existing generation, to recover costs resulting from storm 

damage, and to recover deferred power procurement costs. With new and proposed EPA 

regulations relating to coal generation facilities likely requiring Kentucky electric utilities to 

invest billions of dollars in environmental compliance measures within the next several years, 

lower cost forms of financing, such as securitization, have become increasingly attractive, and 

indeed necessary, to mitigate the effects on consumers of the rate increases necessary for the 

utilities to recover their costs of environmental compliance. 

Benefits of Securitization 

Securitization provides benefits for both the utility and ratepayers. For the utility, all 

costs are recovered upfront through the sale of bonds or through recovery that is guaranteed 

by the regulator or by a state agency, thus eliminating any recovery risk. In addition, this type 

of financing preserves credit metrics and lessens the pressure to issue additional equity 

BOEHM, KURTZ & LOWRY, ATTORNEYS AT LAW, 36 EAST SEVENTH STREET, SUITE 1510, CINCINNATI, OHIO 42502 PH: (513) 421-2255 FAX: (513)421-2764 



because the securitization debt, if retained or consolidated on the utility's accounting books, is 

ignored by the rating agencies in rating the utility's other debt and is ignored by for ratemaking 

purposes other than recovery of the debt service through a surcharge. Even though the 

securitization debt may appear on the utility's consolidated balance sheet, rating agencies 

generally ignore the debt for credit analysis purposes because it is an obligation of the special- 

purpose entity issuer or guaranteed by a surcharge revenue stream, not the utility itself or 

general rate revenues. However, the utility loses the ability to include the investment in general 

rate base and earn a grossed up overall rate of return on it. 

At the same time, securitization results in lower costs to be recovered from customers, 

both because the higher credit ratings on securitization debt result in lower interest rates than 

traditional utility debt and because the investment is funded 100% by the securitization bonds 

and, therefore, the customer pays for only this debt cost, without the more expensive equity 

component and the related income taxes included in a traditional rate base return. 

How it Works 

There are three key components in the structure of a utility securitization: (I) state 

legislation that authorizes the utility to finance the recovery of certain costs through the 

issuance of securitization bonds and contains a pledge that the state will not interfere with the 

utility's right to recover from customers the amounts necessary to service the securitization 

bonds; (2) a financing order issued by the state utility commission pursuant to the .state 

legislation which, among other things, creates the right to impose certain non-bypassable 

charges on utility customers in the utility's service territory; and (3) a bankruptcy-remote, 

special-purpose entity, created by the utility, to issue the securitization bonds. The non- 

bypassable charges are collected from ratepayers and used to make payments when due on 

BOEHM, KURTZ & LOWRY, ATTORNEYS AT LAW, 36 EAST SEVENTH STREET, SUITE 1510, CINCINNATI, OHIO 42502 PH: (513)421-2255 FAX: (513)421-2764 



the securitization bonds. The state legislation specifically provides that the charges are subject 

to adjustment to ensure the collection of adequate funds to provide for timely payments on the 

securitization bonds. The financing order is generally irrevocable. 

Dozens of States have used Securitization to Finance Utility Capital investments 

0 =Securitization of PolSutisn Control Investments 

As mentioned above, in the late 1990s securitization statutes directed at the utility 

sector began to emerge in order to address the financing of stranded costs.' Recently, utilities 

have used securitization to finance government mandated pollution-control equipment. 

Wisconsin was the first state to extend securitization techniques to mandated pollution-control 

requirements in 2004 with the enactment of 2003 Wisconsin Act 152. This Act authorizes 

Wisconsin utilities to use environmental trust bonds to finance environmental improvements on 

utility faci I i ties. 

Shortly thereafter, West Virginia enacted West Virginia Code 924-2-4e. This statute 

allows West Virginia public utilities to issue bonds that are secured by the obligation of the 

utility's customers to repay the bonds in order to provide money for the utility to construct and 

install environmental control equipment . 

In support of this statute, the West Virginia Legislature explained that the significant 

costs of pollution control equipment may make the use of traditiqnal utility mechanisms to 

finance the construction and installation environmental equipment difficult. This may cause 

' See CAL. PUB. UTIL. CODE 6 844(a) (West 2004) (enacted 1996); CONN. GEN. STAT. ANN. 6 16-245k(h) (West 2007) (enacted 
1998); 220 ILL. COMP. STAT. ANN. 5/18-108 (West 2007) (enacted 1997); MASS. GEN. LAWS ANN. ch.164, 6 1H(fl (West 2003) 
(enacted 1997); MICH. COMP. LAWS SERV. 0 460.101 (LexisNexis 2001) (enacted 2000); MONT. CODE ANN. 6 69-8-503 (2007) 
(enacted 1997); N.H. REV. STAT. ANN. 6 369-B:6 (SUDD. 2007) (enacted 2000); N.J. STAT. ANN. 6 48:3-72 (West 2008) (enacted 
1999); 66 PA. CONS. STAT. ANN. 6 2812(e) (West 2000) (enacted 1996); R.I. GEN. LAWS 6 39-1-59 (2006) (enacted 1997); TEX. 
UTIL. CODE ANN. 6 39.308 (Vernon 2007) (enacted 1999). 

BOEHM, KURTZ B LOWRY, ATTORNEYS AT LAW, 36 EAST SEVENTH STREET, SUITE 1510, CINCINNATI, OHIO 42502 PH: (513)421-2255 FAX. (513)421-2764 



utilities to defer the installation of the equipment, incur higher financing costs, or to use 

financing alternatives that are less favorable to the state and its citizens.’ The Legislature 

stated that securitization is an appropriate vehicle to address this problem because it can 

result in lower costs to customers. The West Virginia Legislature found that: 

“if is in the interest of the state and its citizens to encourage and facilitate the 
use of alternative financing mechanisms that will enable certain utilities to finance 
the construction and installation of emission control equipment at electric- 
generating facilities in the state under certain conditions and to empower the 
Commission to review and approve alternative financing mechanisms as being 
consistent with the public interest ... r13 

-Other Uses of Securitization By Utility Companies 

The latest trend in securitization statutes allows utilities to issue securitization bonds in 

order to recover the costs of remediation of hurricane and storm damage. FLA. STAT. ANN. 

366.8260(c) (West 2008) (enacted 2005); LA. REV. STAT. ANN. 5 45:1230 (Supp. 2008) 

(enacted 2006); LA. REV. STAT. ANN. 5 45:1320 (Supp. 2008) (enacted 2007). For other 

uses, see CAL. PUB. UTIL. CODE 5 848.4 (West 2004) (enacted 2004) (securitization of tariffs 

allowed to be charged by Pacific Gas 81 Electric Co. to amortize a multibillion-dollar “regulatory 

asset” it was permitted to book in order to finance its emergence from bankruptcy); IDAHO 

CODE ANN. 5 61-1506 (2002) (enacted 2001) (securitization by public utilities of tariffs 

charged for certain energy cost adjustments); IDAHO CODE ANN. 5 61-1606 (Supp. 2008) 

(enacted 2005) (similar); IND. CODE ANN. 5 8-1-8.9-15 (West Supp. 2007) (enacted 2007) 

(securitization by public utilities of tariffs charged to recover for the costs of purchasing natural 

gas produced by coal gasification); MD. CODE ANN., PUB. UTIL. COS. § 7-539 (LexisNexis 

W. Va. Code, Section 24-2-4e(1). 

W. Va. Code, Section 24-2-4e. 

BOEHM, KURTZ & LOWRY, ATTORNEYS AT LAW, 36 EAST SEVENTH STREET, SUITE 1510, CINCINNATI, OHIO 42502 PH: (513)421-2255 FAX: (513)421-2764 



2008) (enacted 2006) (securitization by electric utilities of tzriffs charged to smooth a sharp 

increase of rates following the end of a regulatory freeze). 

Conclusion 

With new and proposed EPA regulations likely requiring billions of dollars in capital 

investments by Kentucky electric utilities in the next several years, finding least-cost ways to 

finance these expenditures will be critical to Kentucky’s goals of retaining and attracting 

industry and providing low-cost power to its residents. Securitization is a proven, low-cost 

financing technique that should be considered, along with other alternatives. It may be 

possible to combine securitization with more traditional financing techniques, allowing utilities 

to earn a rate-of-return on a portion of their costs, while financing the other portion through 

securitization. 

BOEHM, KURTZ 8 LOWRY, ATTORNEYS AT LAW, 36 EAST SEVENTH STREET, SUITE 1510, CINCINNATI, OHIO 42502 PH: (513) 421-2255 FAX: (513)421-2764 
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