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Report of Independent Accountants 

To Shareholder of Kentucky Utilities Company: 

PricewaterhouseCoopers LLP 
500 West Main Street 
Suite 1800 
Louisville KY 40202-4264 
Telephone (502) 589 6100 
Facsimile (502) 585 7875 

we have reviewed the accompanying balance sheet of Kentucky Utilities Company as of March 31, 
2010, and the related statements of income and retained earnings for the three-month periods ended 
March 31, 201 0 and 2009 and the statements of cash flows for the three-month periods ended 
March 31, 201 0 and 2009. This interim finaricial information is the responsibility of the Company’s 
management. 

w e  conducted our review in accordance with the standards established by the American Institute of 
Certified Public Accountants. A review of interim financial information consists principally of applying 
analytical procedures and making inquiries of persons responsible for financial and accounting 
matters. It is substantially less in scope than an audit conducted in accordance with auditing standards 
generally accepted in the United States of America, the objective of which is the expression of an 
opinion regarding the financial statements taken as a whole. Accordingly, we do not express such an 
opinion. 

Based on our review, we are not aware of any material modifications that should be made to the 
accompanying interim financial information for it to be in conformity with accounting principles 
generally accepted in the United States of America. 

W e  previously audited, in accordance with auditing standards generally accepted In the United States 
of America, the balance sheet of Kentucky Utilities Company as of December 31, 2009, and the related 
statements of income, retained earnings, and of cash flows for the year then ended (not presented 
herein), and in our report dated March 19, 201 0, we expressed an unqualified opinion on those 
financial statements. In our opinion, the information set forth in the accompanying balance sheet as of 
December 31, 2009, is fairly stated in all material respects in relation to the balance sheet from which it 
has been derived. 
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Kentucky Utilities Company 
Statements of Income 

(Unaudited) 
(Millions of $) 

Three Months Ended 
March 3 1, 

____ 2010 - 2009 
Operating revenues 

Total operating revenues (Note 8) ..................................... 

Operating expenses 
Fuel for electric generation ................................................. 

Other operation and maintenance expenses (Note 2) ........ 
Power purchased (Note 8) ................................................. 

Depreciation and amortization ............................................ 
Total operating expmses ............................................... 

$ 380 $ 363 

126 11s 
54 64 
75 132 
34 33 

293 344 

Net operating income 87 19 ............................................................... 

Equity in earnings of EEI ........................................................ ( 3 )  ( 2 )  
Other expense (income) - net .................................................. (3 
Interest expense (Note 6) ........................................................ 2 2 
Interest expense to affiliated companies (Notes 6 and 8) ...... 18 16 

Jncome before income taxes ................................................... 70 6 

Federal and  state income tax expense (beneft) (Note 5) ........ 26 (II 

$ 7  -- Ne1 income ............................................................................... $ 44 

The accompanying notes are an ifitegral part of these financial statements. 

Statements of Retained Earnings 
(Unaudited) 

(Millions of $) 

Three Months Ended 
March 3 1, 
- 2010 200s 

Balance at beginning of period ................................................ $ 1,328 $ 1,195 
Add net inccnie 44 7 
Balance at end of period .......................................................... $ 1,372 $ 1,202 

........................................................................ 

The accompanying notes are an integral part of these financial statements. 
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Kentucky Utilities Company 
Balance Sheets 

(Unaudited) 
(Millions of $) 

Assets 
Current assets: 

Cash and cash equivalents .......................................................... 
Accounts receivable, net: 

Customer - less reserves of $2 million and $1 million as of 

Other - less reserves of less than $2 million as of 
March 3 1, 20 10 and December .3 1 ,  2009, respectively ..... 

Accounts receivable from associated companies ........................ 
March 3 I ,  201 0 and December 3 1, 2009 .......................... 

Materials and supplies: 
Fuel (predominantly coal) ..................................................... 
Other materials and supplies .................................................. 

Deferred income taxes - net (Note 5) ........................................ 
Regulatory assets (Note  2) ......................................................... 
Prepayments and other current assets ......................................... 

Total current assets .......................................................................... 

Other property and investments ....................................................... 

Utility plant: 
At original cost ............................................................................ 
Less: reserve for depreciation .................................................... 
Total utility plant, net  ................................................................. 

Construction work in progress .................................................... 
Total utility plant and construction work in progress ...................... 

Deferred debits and other assets: 
Regulatory assets (Note 2): 

Pension and postretirement benefits ...................................... 
Other ...................................................................................... 

Cash surrender value o f  key inan life insurance ......................... 
Other assets ................................................................................. 

Total deferred debits and other assets .............................................. 

Total assets ....................................................................................... 

March 3 1. 
2010 

$ 3 

16: 

19 

104 
40 

3 
4 
9 

343 

16 

4. '318 
1. 857 
3. 061 
.____ 

I .  291 
4. 352 

$ 2  

155 

18 
9 

98 
39 

3 

32 
10 

366 

12 

4. 892 
1. 838 
3,0.54 

1. 257 
4. 31 1 -. 

1 OS 1 os 
I I 8  117 
38 38 

7 7 
268 267 
.. 

$4.  979 $4.  956 

The accompanying notes are an integral part of these financial statements . 
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Kentucky Utilities Company 
Balance Sheets (cont.) 

(Unaudited) 
(Millions of $) 

Liabilities and Equity 
Current liabilities: 

Current portion of long-term debt (Notes 3 and 6) ...................... 
Current portion of long-term debt to affiliated company (Note 3) 
Notes payable to affiliated companies (Notes 6 and 8) ................ 
Accounts payable .......................................................................... 
Accounts payable to affiliated companies (Note 8) ..................... 
Accrued income taxes ................................................................... 
Customer deposits ......................................................................... 
Regulatory liabilities (Note 2) ...................................................... 
Other current liabilities ................................................................. 

Total current liabilities ....................................................................... 

March 3 1. 
- 2010 

$ 228 
33 
28 

110 
59 
17 
23  

8 
34 

540 

L.on g.teim debt: 
Long-term bonds (Notes 3 and 6 )  

Long-term debt to affiliated company (Notes 3, 6 and 8) 

123 
1 ,  298 
I , 42 1 

................................................ 
. ............ -___ 

Total long-term debt .......................................................................... 

Deferred credits and other liabilities: 
Accumulated deferred income taxes (Note 5) .............................. 
Accumulated provision for pensions and related benefits (Note 4) 
Investment tax credit (Note 5) ..................................................... 
Asset retirement obligations ......................................................... 
Regtilatory liabilities (Note 2): 

Accumulated cost of reinoval of utility plant .......................... 
Deferred income taxes - net ..................................................... 
Postretirement benefits ............................................................. 
MIS0 exit ................................................................................. 
Other ........................................................................................ 

Customer advances for construction ............................................. 
Other liabilities .............................................................................. 

Total deferred credits and other liabilities ......................................... 

345 
152 
104 
3.5 

3 36 
I O  
9 
3 
9 
2 

17 
1. 022 

Common equity: 
Common stock. without par value . 

Additional paid-in capital (Note 8) 
Authorized 80.000. 000 shares. outstanding 37. 8 17. 878 shares 308 

316 .............................................. 

Retained earnings 1. 358 
[Jndistributed subsidiary earnings 14 

1 ,  372 
I ,  996 . 

.......................................................................... 
................................................. 

Total retained earnings .................................................................. 
Total coininon equity ......................................................................... 

Total liabilities and equity ................................................................. $ 4 ,  979 _- 

December 3 1 .  
2009 

$ 228 
33 
45 

107 
88 

5 
22 

37 
568 

3 

123 
1.  298 
1.  4.2 1 

336 
160 
104 
34 

331 
9 
9 
4 
7 
7 
3 

18 
1. 015 

308 
316 

1.  318 
10 

1. 328 
I .  952 

$4. 956 

The accompanying notes are an integral part of these financial statements . 
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Kentucky KJti1itie.s Company 
Statei:ients of Cash Flows 

(Unaudited) 
(Millions of $) 

For the Three Months Ended 
March 3 1. 

2010 2009 
Cash flows from operating activities: 

Items not requiring cash currently: 
Net income ........................................................................................... $ 

Depreciation and amortization ....................................................... 
Deferred income taxes - net ........................................................... 
Investment tax credit - net ............................................................. 
Provision for pension and post rerirernent plans ............................. 
Other ............................................................................................... 

Accounts receivable ........................................................................ 
Materials and supplies .................................................................... 
Environmental cost recovery - net ................................................. 
Accounts payable ............................................................................ 
Accrued income taxes ..................................................................... 
Other current assets and liabilities .................................................. 

Changes in current assets and liabilities: 

J’ension and postretirement funding (Note 4) ..................................... 
Other _I 

................................................................................................... 
Net cash provided by operating activities ....................................... 

44 

34 
9 

5 

2 

31 
14 
12 

(7) 

(1 )  
(14) 

(4) 
12s 

Cash flows from investing activities: 
Construction expenditures ................................................................... 
Assets purchased from affiliate ............................................................ 
Change in restricted cash ..................................................................... 

Net cash used for investing activities ............................................. 

Cash flows from financing activities: 
Short-term borrowings from affiliated company . net (Note 6) ......... 
Additional paid-in capital (Noie 8) ..................................................... 

Net cash (used for) provided by financing activities ...................... 

Change in cash and cash equivalents ........................................................ 

Cash and cash equivalents at beginning of period .................................... 

Cash and cash equivalents at end of period .............................................. 

(59) 
(48) 

I 

2 

$ 3  

( 130) 

. 

50 
47 

2 

$ 2  

‘The accompanying notes are an integral part of these financial statements . 



Kentucky Utilities Company 
Notes to Financial Statements 

( IJnaud it ed) 

Note 1 - General 

KU’s coininon stock is wholly-owned by E.ON [J.S., an indirect wholly-owned subsidiary of 
E.ON. I n  the  opinion of management, the unaudited interim financial statements include all 
adjustments, consisting only of normal recurring ad.justments, necessary for a fair statement of 
financial position, results of operations, retained earnings and cash flows for the periods 
indicated. Certain information and footnote disclosures normally included in financial statements 
prepared in accordance with generally accepted accounting principles have been condensed or 
omitted. These unaudited financial statements and notes should be read in con,iLiliction with the 
Company’s Financial Statements and Additional Information (“Annual Report”) for the year 
ended December 3 1 ,  2009, including the audited financial statements and notes therein. 

PPL, Corporation (“PPL”) Acquisition 

On April 28,2010, EON U.S. announced that E.ON AG arid E.ON IJS Investments Corp. had 
entered into a definitive agreement with PPL, a Pennsylvania corporation, to sell to PPL, all the 
equity interests of E.ON 1J.S. for a base purchase price, including the assumption of debt, 
totaling $7.62.5 billion. The transaction is anticipated to  close by the end of 201C, subject to 
completion of all the conditions precedent to its consumination. These conditions inclrrde the 
approval of the Kentiicky Coininission, the Virginia Cornmission and the Tennessee Regulatory 
Authority under state utilities laws, the approval of the FERC under the Federal Power Act and 
the filing of required notices with the Department of Justice and the Federal Trade Coininission 
under the Hart-Scott-Rodino Antitrust Improvements Act of 1976 and the application of relevant 
waiting periods. 

Certain reclassification entries have been made to the previous years’ financial statements to 
conform to the 2010 presentation with no impact on net assets, liabilities and capitalization or 
previously reported net income and net cash flows. 

RECENT ACCOUNTING PRONOIJNCEMENTS 

Fair Value Measurements 

In January 201 0, the FASB issued guidance related to fair value ineasurenient disclosures 
requiring separate disclosure of amounts of significant transfers in and o~it  of level 1 and level 2 
fair value measurements and separate information about purchases, sales, issLiarices, and 
settlements within level 3 measurements. This guidance is effective for the first reporting period 
beginning afier issuance except for disclosures about the roll-forward of activity in level 3 fair 
value measurements. This guidance has no impact on the Company’s results of operations, 
financial position, liquidity or disclosures. 

Note 2 - Rates and Regulatory Matters 

For a description of each line itern of regulatory assets and liabilities and for descriptions of 
certain matters which may not have undergone material changes relating to the period covered by 
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this quarterly report, reference is made to Note 2 of KlJ’s Annual Report for the year ended 
December 3 1 ,  2009. 

20 10 Kentucky Rate Case 

In January 201 0, KIJ filed an application with the Kentucky Commission reqiiesting an increase 
in base electric rates o f  approximately 12%, or $1 35 inillion annually, including an 1 1.5% return 
on equity. KU requested the increase, based on the twelve month test year ended October 3 1, 
2009, to become effective on and after March 1 201 0. The requested rates have been suspended 
until August 1, 2010, at which time they may be put into effect, subject to refund, if the 
Kentucky Commission has not issued an order in  the proceeding. The parties are currently 
exchanging data requests and other filings in the proceedings and a hearing date has been 
scheduled for J m e  20 10. A number of intervenors have entered the rate case, inclirding the 
Kentucky Attorney General’s office, certain representatives of industrial and low-income groups 
and other third parties, and submitted filings challenging the Cornpanies’ requested rate 
increases, in whole o r  in part. An order in the proceeding may occur during the third or fourth 
qiarters of 201 0. 

2008 Kentuckv Rate Case 

In January 2009, KIJ, the AG, KlUC and all other parties to the base rate case filed a settlement 
agreement with the Kentucky Commission. Under the terms of the settlement agreement, KU’s 
base rates decreased $9 million annually. An Order approving the settlement was received in 
February 2009, and the new rates were implemented effective February 6, 2009. I n  connection 
with the application and effective date of the new rates, the V D T  surcredit and inerger surcredit 
terminated, resulting in increased revenues of approximately $16 million annually. 

Virginia Rate Case 

In June 2009, KIJ filed an application with the Virginia Commission requesting an increase in 
electric base rates for its Virginia jurisdictional ciistoniers in an  amount of $1 2 million annually 
or approxirnately 2 1 %. The proposed increase reflected a proposed rate of return on rate base of 
8.586% based upon a return on equity of 12%. During December 2009, KU and the Virginia 
Commission Staff agreed to a Stipulation and Recommendation authorizing base rate revenue 
increases of $1 1 million annually and a return on rate base of 7.846% based on a 10.5% returii on 
common equity. A public hearing was held during January 201 0. As permitted, pursuant to a 
Virginia Coinniission Order, KU elected to implement the proposed rates effective November 1, 
2009, on an interim basis. In March 201 0, the Virginia Coinmission issued an Order approving 
the stipulation, with the increased rates to be put into effect as of April 1 201 0. As part of the 
stipulation, KLJ will refund certain ainounts collected since November 2009, consisting of 
interim rates in excess of the ultimate approved rates. These refunds aggregate approximately $ I  
million and are anticipated to occLir during the second quarter of 2010. 

FERC Wholesale Rate Case 

I n  September 2008, KU filed an application with the FERC for increases in base electric rates 
applicable to wholesale power sales contracts or interchange agreements involving, collectively, 
twelve Kentucky municipalities. The application requested a shift from current, all-in stated unit 
charge rates to an unbundled formula rate. In May 2009, as a result of settlement negotiations, 
KII submitted an unopposed motion informing the FERC of the filing of a Settlement agreement 
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and agreed-upon seven-year service agreements with the niunicipal custoiners. The unopposed 
motion requested interim rate structures containing t e r m  corresponding to the overall settleinent 
principles, to be effective from May 1 ,  2009, until FERC approval of the settlement agreement. 
The settlement and service agreements provide for unbundled formula rates which are subject to 
annual ad.justment and approval processes. In May 2009, the FERC issued an Order approving 
the interim settlement with respect to rates effective May 1 ,  2009, representing increases of 
approximately 3% from prior charges and a return on equity of 1 I%.  Additionally, during May 
2009, KU filed the first annual adjustinent to the forinula rates to incorporate 2008 data, which 
ad,justed forinula rates became effective on JUIY 1, 2009, and were approved by the FERC during 
September 2009. In May 2010, I<U submitted to tlie FERC the 2009 update to IUJ's FERC- 
jurisdictional wholesale requirements forinitla rate. The updated rate will go into effect on July 
1 ,  20 10, pending review by KU's FERC-jurisdictional wholesale requirements custo~ners and 
review by the FERC, which could require a refiind if the customers and/or the FERC identify 
inappropriate costs or charges. 

Separately, the parties were not able to reach agreement on the issue of whether KU must 
allocate to the municipal ciistomers a portion of renewable resources it may be required to 
procure on  behalf of its retail ratepayers. In August 2009, the FERC accepted the issue for 
briefing and the parties completed briefing subinissions during 2009. An order by the FERC on 
this matter may occur during 20 10. KU is not currently able to predict the outcorne of this 
proceeding, including whether its wholesale customers may or may not be entitled to certain 
rights or benefits relating to renewable energy, and the financial or operational effects, if any, of 
such outcomes. 

Regulatory Assets and Liabilities 

The following regulatory assets and liabilities were included in KU's Balance Sheets: 

(in inillions) 
Current regulatory assets: 
ECR 
FAC 
MISO exit 
Other 

Total current regulatory assets 

Non-current regulatory assets: 
Storm restoration 
ARO 
Unamortized loss on bonds 
MIS0  exit 
Other 

Subtotal non-current regulatory assets 

Pension benefits 
Total non-current regulatory assets 

March 3 1 ,  
2010 

$ -  

2 
2 

$ 4  

$ 59 
31 
12 
8 
8 

118 

105 
$ 223 

December 3 1 ,  
2009 

$ 28 
1 
2 
1 

$ 32 

$ 59 
30 
12 
9 
7 

117 

105 
$ 222 

~ 
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March 3 1, December 3 1, 

Current regulatory liabilities: 
DSM $ 4  $ 3  
ECR 2 - 
Other 2 - 

Total current regulatory 1 iabi 1 ities $ 8  $ 3  

Non-current regulatory liabilities: 

plant 
Deferred income taxes - net 10 
Postretirement benetits 9 
MISO exit 3 

Accumulated cost of removal of utility 9; 336 $ 331 

9 
9 
4 

Other 9 7 
Total lion-ciirrent regulatory liabilities $ 367 $ 360 

KLJ does not currently earn a rate of return on the ECR and FAC regulatory assets and the 
Virginia levelized fuel factor included i n  other regulatory assets, which are separate recovery 
nmhanisiris with recovery within twelve months. No return is earned on the pension benefits 
regulatory asset that represents the changes in fLinded status of the plans. KlJ will recover this 
asset through pension expense included in the calculation of base rates with the Kentucky 
Commission and will seek recovery of this asset in future proceedings with the Virginia 
Commission. No return is currently earned on the ARO asset. When an asset with an ARO is 
retired, the related ARO regulatory asset will be offset against the associated ARO regulatory 
liability, ARO asset and ARO liability. A return is earned on the unamortized loss on bonds, and 
these costs are recovered through amortization over the life of the debt. The Company is seeking 
recovery of the storm restoration regulatory asset and adjustments to the amortization of CMRG 
and KCCS contributions, included other regulatory assets, in its current base rate cases. The 
Company recovers through the calculation of base rates, the amortization of the net MlSO exit 
regulatory asset in Kentucky incurred through April 30, 2008. The Company received approval 
to recover the Virginia portion of this asset, as incurred through December 3 1 , 2008, over a five 
year period and, due to the formula nature of its FERC rate structure, the FERC jurisdictional 
portion of the regulatory asset will be included in the annual updates to the rate formula. 
Recovery of the FERC jurisdictional pension expense, included in other assets, and the change in 
accounting method for spare parts, inclitded in other liabilities, will be requested in the next 
FERC rate case. The Company recovers through the calc~rlation of base rates, the amortization of 
the remaining regulatory assets, including other regulatory assets comprised of deferred storm 
costs, the East I<entucky Power Cooperative FERC transmission settlement agreement and 
Kentucky rate case expenses. Other regulatory liabilities include DSM, FERC jurisdictional 
supplies inventory and MISO administrative charges collected via base rates from May 2008 
through February 5 ,  2009. The MlSO regulatory liability will be netted against the rernaining 
costs of withdrawing from the MISO, per a Kentucky Commission Order, in the current 
Kentucky base rate case. 

ECR. In January 201 0, the Kentucky Cornmission initiated a six-month review of K1J’s 
environmental surcharge for the billing period ending October 2009. An order is anticipated in 
the second quarter of 20 I O .  
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I n  June 2009, the Company filed an application for a new ECR plan with the Kentiicky 
Cominission seeking approval to recover investments in environmental upgrades and operations 
and inaintenance costs at the Company’s generating facilities. During 2009, K U  reached a 
unanimous settlement with all parties to the case and the Kentucky Commission issued an Order 
approving KU’s application. Recovery on customer bills through the monthly ECR surcharge for 
these projects began with the February 20 10 billing cycle. At December 3 I , 2009, the Coinpany 
had a regulatory asset of $28 million, which changed to a regulatory liability of $2 million at 
March 3 1 ,  201 0, as a result of these roll-in adjristinents to base rates. 

PAC. In February 201 0, KU filed an application with the Virginia Coinmission seeking 
approval of a decrease in its fiiel cost factor beginning with service rendered in April 201 0. In 
February 201 0, the Virginia Cumniission recommended a change to the fiiel factor KIJ had in its 
application, to which K1J agreed. Following a public hearing in March 2010, and an Order i n  
April 201 0, the recommended charge became effective as ofApril 1,  2010, resulting in a 
decrease of  23% from the fiiel factor i n  effect for April 2009 through March 201 0. 

In January 201 0, the Kentucky Commission initiated a six-month review of KlJ’s FAC 
mechanism for the expense period ended August 2009. An order is anticipated in the second 
quarter o f 2 0  10. 

Other Regulatory Matters 

Kentucky Commission Report on Storms. In Noveinher 2009, the Kentucky Commission 
issued a report following review and analysis of the effects and utility response to the September 
2008 wind storm and the January 2009 ice storm, and possible utility industry preventative 
measures relating thereto. ‘The report suggested a number of proposed or recommended 
preventative or responsive nieasiires, incfiiding consideration of selective hardening of facilities, 
altered vegetation management prograins, enhanced customer outage communications and 
similar measures. I n  March 201 0, the Companies filed ajoint response reporting on their actions 
with respect to such recommendations. The response indicated implementation or conipletion of  
substantially all of the recommendations, including, among other matters, on-going reviews of 
system hardening and vegetation management procediires, certain test or pilot prograins and 
implementation of enhanced operational and customer outage-related systems. 

Wind Power Agreements. In Aiigiist 2009, KU and L,G&E filed a notice of intent with the 
Kentucky Coininission indicating their intent to file an application for approval of wind power 
purchase contracts and cost recovery mechanisms. The contracts were executed in August 2009, 
and were contingent upon K U  and LG&E receiving acceptable regulatory approvals. Pursuant to 
the proposed 20-year contracts, KU and LG&E would jointly purchase respective assigned 
portions of the outpiit of two Illinois wind farms totaling an aggregate 109.5 Mw. In September 
2009, t h e  Conipanies filed an application and supporting testimony with the Kentucky 
Commission. In October 2009, the Kentiicky Coinmission issued an Order denying the 
Companies’ request to establish a surcharge for recovery of the costs of ptirchasing wind power. 
The Kentucky Commission stated that such recovery constitutes a general rate adjustment and is 
subject to the regulations of a base rate case. The Kentiicky Coininission Order provided for the 
request fix approval of the wind power agreements to  proceed independently from the request to 
recover the costs thereof via surcharges. ln November 2009, KU and LGRtE filed for rehearing 
of the Kentucky Coinmission’s Order and reqtiested that the matters of approval of the contract 
and recovery of the costs thereof remain the subject of the same proceeding. During December 
2009, the Kentucky Commission issued data requests on this matter. 
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In March 2010, KU and LG&E delivered notices of termination under provisions of the wind 
power contracts. The Companies also filed a inotion with the Kentucky Coinmission noting the 
terinination of the contracts and seeliing withdrawal of their application in the related regulatory 
proceeding. I n  April 201 0, the Kentucky Coinmission issued an Order allowing the Companies 
to withdraw their pending application. 

Trimble County Asset Transfer and Depreciation. KU and LG&E are currently constrncting a 
new base-load, coal fired unit, TC2, which will be jointly owned by the Companies, together 
with the IMEA and the IMPA. In July 2009, the Companies notified the Kentucky Commission 
of the proposed sale from LG&E to KU of certain ownership interests in certain existing Trimble 
County generating station assets which are anticipated to provide ,joint or c~inirion use in support 
of the jointly-owned TC2 generating unit under construction at the station. The undivided 
ownership interests being sold are intended to provide KU an ownership interest in these 
comiiioii assets that is proportional to jts interest in TC2 and the assets’ role in supporting both 
TCI and TC2. In December 2009, KU and LG&E completed the sale transaction at a price of 
$48 inillion, representing the current net book value of the assets, multiplied by the proportional 
interest being sold. 

In August 2009, in a separate proceeding, KU and LG&Ejointly filed an application with the 
Kentucky Coininission to approve new depreciation rates for applicable TC2-related generating, 
pollution control and other plant equipment and assets. The filing requests coininon depreciation 
rates for the applicable jointly-owned TC2-related assets, rather than applying differing 
depreciation rates in place with respect to KU’s and L,G&E’s separately-owned base-load 
generating assets. During December 2009, the Kentucky Coiiirnission extended the data 
discovery process through January 201 0, and authorized KIJ arid LG&E on an interim basis to 
begin using the depreciation rates for TC2 as proposed in the application. In March 201 0, the 
Kentucky Coimnission issued a final Order approving the use of the proposed depreciation rates 
on a perinanent basis. 

TC2 CCN Application and Transmission Matters. An application for a CCN for construction 
of TC2 was approved by the Kentucky Commission in November 2005. CCNs for two 
transmission lines associated with TC2 were issued by the Kentucky Commission in September 
200.5 and May 2006. All regulatory approvals and rights of way for one transmission line have 
been obtained. 

The CCN for the reiiiaining line has been challenged by certain property owners in Hardin 
County, Kentucky. I n  August 2006, K1.J and LG&E obtained a successful disinissal ofthe 
challenge at the Franklin County Circuit Court, which ruling was reversed by the Kentucky 
Court of Appeals in December 2007, and the proceeding reinstated. A inotion for discretionary 
review oithat reversal was filed by KU and LG&E with the Kentucky Supreme Court arid was 
granted in April 2009. That proceeding, which seeks reinstatement of the Circuit Court dismissal 
ofthe CCN challenge, has been fd ly  briefed and oral arg:iinent occurred during March 2010. A 
riding on the rnatter could occur by mid 2010. 

Completion of the transmission lines are also subject to standard construction permit, 
environmental authorization and real property or easement acquisition procedures and certain 
Hardin County landowners have raised challenges to the transmission line in some of these 
foruins as well. 
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During 2008, K1J obtained various successful rulings at the Hardin County Circuit Court 
confirming its condemnation rights. In August 2008, several landowners appealed such rulings to 
the Kentucky Court of Appeals and received a temporary stay preventing KU fi-om accessing 
their properties. In April 2009, that appellate court denied KU’s motion to l i f i  the stay and issued 
an Order retaining the stay until a decision on the merits of the appeal. Efforts to seek 
reconsideration of that ruling, or to obtain intermediate review of the ruling by the Kentucky 
Supreme Court, were unsuccessfLil, and the stay remains in effect. In April 2010, the Kentucky 
Court of Appeals issued an Order affirming the Hardin Circuit Court’s finding that I<U had the 
right to condemn easements 011 the properties, which appellate Order remains subject to certain 
reconsideration or appeals rights of the parties. 

Settlement discussions with the  Hardin County property owners involved i n  the appeals of the 
condemnation proceedings have been unsuccessfiil to date. During the fourth quarter of 2008, 
KU and L,G&E entered into settlements with certain Meade County landowners and obtained 
dismissals of prior litigation they had brought challenging the same transmission line. 

As a result of the aforementioned unresolved litigation delays encountered in obtaining access to 
certain properties in Hardin County, K U  has obtained easements to allow construction of 
temporary transmission facilities bypassing those properties while the litigated issues are 
resolved. I n  September 2009, the Kentucky Comriiissiori issued an Order stating that a CCN was 
necessary for two segments of the proposed temporary facilities. In December 2009, the 
Kentucky Commission granted the CCNs for the relevant segments and the property owners 
have filed various motions to intervene, stay and appeal certain elements of the Kentucky 
Coiiimission’s recent orders. In January 2010, in respect of two of such proceedings, the Franklin 
County circuit court issued Orders denying the property owners’ request for a stay of 
construction and upholding the prior Kentucky Commission denial of their intervenor status. 
In  parallel with, and consistent with the relevant legal proceedings and their status, the Company 
is proceeding with the construction activities with respect to these temporary transmission 
faci 1 i ties. 

In a separate proceeding, certain Hardin County landowners have also challenged the same 
transmission line in federal district court in L,ouisville, Kentucky. In  that action, the landowners 
claim that the U.S. Army failed to comply with certain National Historic Preservation Act 
requirements relating to easements for the line through Fort Knox. K U  and LG&E are 
cooperating with the 1I.S. Army in its defense in this case and in October 2009, the federal coiirt 
granted the defendants’ motion for summary judgment and dismissed the plaintiffs’ claims. 
During November 2009, the petitioners filed submissions for review of the decision with the 6‘” 
Circuit Court of Appeals. 

KU and EG&E are not currently able to predict the iiltimate outcome and possible effects, if any, 
on the construction schedule relating to the transmission line approval, land acquisition and 
permitting proceedings. 

Utility Competition in Virginia. The Commonwealth of Virginia passed the Virginia Electric 
Utility Restrrictiiring Act in  1999. This act gave customers the ability to choose their electric 
supplier and capped electric rates through December 201 0. K U  subsequently received a 
legislative exemptiori from the  customer choice requirements of this law. In April 2007, 
however, the Virginia General Assembly amended the Virginia Electric Utility Restructuring 
Act, thereby terminating this competitive market and commencing re-regulation of utility rates. 
The ncw act ended the cap o n  rates at the end of 2008. Pursuant to this legislation, the Virginia 
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Commission adopted regulations revising the rules governing utility rate increase applications. 
As of January 2009, a hybrid tnodel of regulation is being applied in Virginia. IJnder this model, 
utility rates are reviewed every two years. KLJ's exemption from the requirements of the Virginia 
Electric IJtility Restructuring Act in 1 999, however, discharges the Company froni the 
requirements of the new hybrid model of  regulation. I n  lieu of submitting an annual information 
filing, the Cotnpany has the option of requesting a change in base rates to recover prudently 
incurred costs by filing a traditional base rate case. KU is also subject to other utility regulations 
in Virginia, including, but not limited to, the recovery of prudently incurred fuel costs through an 
annual fuel factor charge and the submission of integrated resource plans. 

Market-Based Rate Authority. In July 2006, the FERC issued an Order in KIJ's market-based 
rate proceeding accepting the Company's fiirther proposal to address certain market power issues 
the FERC had claimed would arise upon an exit froin the MISO. In particular, the Company 
received permission to sell power at market-based rates at the interface of control areas in which 
it may be deemed to have market power, subject to a restriction that such power not be 
collusively re-sold back into such control areas. However, restrictions exist on sales by KU of 
power at inarket-based rates in the KIJ/LG&E and Big Rivers Electric Corporation control areas. 
In June 2007, the FERC issued Order No. 697 implementing certain reforms to inarket-based rate 
regulations, including restrictions similar to  those previously in place for the Company's power 
sales at control area interfaces. I n  December 2008, the FERC issued Order No. 697-B potentially 
placing additional restrictions on certain power sales involving areas where market power is 
deemed to exist. As a condition of receiving and retaining market-based rate authority, ICLJ must 
comply with applicable affiliate restrictions set forth i n  the FERC regulation. During Scptetnbcr 
2008, the Company submitted a regular tri-annual update filing under market-based rate 
regulations. 

In  June 2009, the FERC issued Order No. 697-C which generally clarified certain interpretations 
relating to power sales and purchases at control area interfaces or into control areas involving 
market power. In JUIY 2009, the FERC issued an order approving the Company's September 
2008 application for market-based rate authority. During July 2009, affiliates of KI-J completed a 
transaction terminating certain prior generation and power marketing activities in the Rig Rivers 
Electric Corporation control area, which termination should ultimately allow a filing to request a 
determination that the Company no longer is deemed to have market power in such control area. 

KIJ conducts certain of its wholesale power sales activities in accordance with existing market- 
based rate authority principles and interpretations. Future FERC proceedings relating to Orders 
697 or market-based rate authority coitld alter the amount of sales made at market-based versus 
cost-based rates. The Company's sales under market-based rate authority totaled less than $1 
million for the year ended March 3 1 , 20 10. 

Mandatory Reliability Standards. As a result of the EPAct 200.5, certain formerly voluntary 
reliability standards became mandatory in June 2007, and authority was delegated to  various 
Regional Reliability Organizations ("RROs") by the North American Electric Reliability 
Corporation (I'NERC''), which was authorized by the FERC to enforce compliance with such 
standards, including promulgating new standards. Failure to comply with inandatory reliability 
standards can subject a registered entity to sanctions, including potential fines of up to $1 million 
per day, as well as non-monetary penalties, depending upon the circumstances of the violation. 
KIJ and LG&E are members of the SERC Reliability Corporation ('ISERC'I), whicli acts as 1CIJ's 
and LC&E's RRO. During December 2009, the SERC and KIJ and LG&E agreed to settlements 
involving penalties totaling less than $1 million for each utility related to their self-reports during 
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June and October 2008, concerning possible violations of standards. During December 2009 and 
April 20 10,KU and LG&E submitted self-reports relating to additional standards, the resolution 
of which the Companies do not anticipate will result in material penalties or remedial actions, but 
which processes remain in the early stages and therefore the Companies are iinable to determine 
the outcome. Mandatory reliability standard settlements coinmonly incliide other non-penalty 
elements, inclutling compliance steps and initigation plans. Settleinents with the SERC proceed 
to NERC and FERC review before becoming final. While K U  and LG&E believe they are in 
compliance with the niandatory reliability standards, they cannot predict the outcome of other 
analyses, including on-going SERC or other reviews described above. 

Integrated Resource Plan. Piirsuant to the Virginia Coinmission’s December 2008 Order, KU 
filed its Integrated Resource Plan (“IRP”) i n  JUIY 2009. The filing consisted of the 2008 Joint 
IRP filed by K1J arid LG&E with the Kentucky Commission along with additional data. During 
March 2010, the Virginia Commission Staff issued a staff report acknowledging that K‘CJ fairly 
and adeqiiately evaluated all resource options, documented and supported all critical model 
assumptions and methodologies, and complied with all legislative requirements and Virginia 
Coinin ission gii idel ines. 

Green Energy Riders. In  May 2007, a Kentucky Cointnission Order was issued authorizing 
KIJ to establish Small and Large Green Energy Riders, allowing customers to contribute funds to 
be used for the purchase of renewable energy credits (“REC”) through June 1, 201 0. During 
November 2009, KIJ and LG&E filed an application to both continue and modify the existing 
Green Energy Programs. In February 201 0, the Kentucky Cornmission approved the Companies’ 
application, as filed. 

Note 3 -. Financial hstruments 

The cost and estimated fair values of KU’s non-trading financial instruments as of March 3 1 ,  
20 I O  and December 3 1, 2009 follows: 

March 3 I ,  December 3 1, 
2010 2009 

Carrying Fair Carrying Fair 
(in millions) -- Value Value Value Value 
Long-term debt (including current 

portion of $228 iniliion) $ 351 $ 351 $ 351 $ 351 
Long-term debt from affiliate 

(incf~iding current portion of $33 rnillion) $ 1,33 1 $ 1,409 $ 1,331 $ 1,401 

The long-term debt valuations reflect prices quoted by dealers. The fair value of the long-term debt 
fiorn affiliate is determined using an internal valuation inodel that discounts the future cash flows of 
each loan at current inarltet rates. The current market rates are determined based on quotes from 
investment banks that are actively involved in capital inarkets for utilities and factor in KU’s credit 
ratings and default risk. The fair values of cash and cash equivalents, accounts receivable, cash 
surrender value of key inan life insurance, accounts payable and notes payable are substantially the 
same as their carrying values. 

K U  is subject to the risk of fluctuating interest rates in the normal course of business. The 
Company’s policies allow the interest rate risk to be managed through the use of fixed rate debt, 
floating rate debt and interest rate swaps. At March 3 I ,  201 0, a 100 basis point change in the 
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benchinark rate on KIJ’s variable rate debt would impact pre-tax interest expense by $4 million 
annually. Although the Company’s policies allow for the use of interest rate swaps, as of March 
3 1, 2010 and December 3 1, 2009, K U  had no interest rate swaps outstanding. 

The Company is subject to interest rate and commodity price risk related to on-going business 
operations. Jt currently manages these risks using derivative financial instruments, including 
swaps and forward coiitracts. 

KIJ has classified the applicable financial assets and liabilities that are accounted for at fair value 
into the three levels of the fair value hierarchy, as defined by the Fair Value Measurements and 
Disclosures topic of the FASB ASC, as follows: 

. Level 1 - Observable inputs that reflect quoted prices (unadjusted) for identical 
assets or liabilities in active markets. 

* Level 2 - Include other inputs that are directly or indirectly observable in the 
marketplace. - Level 3 - Unobservable inputs which are supported by little or no market 
activity . 

Ehergy Trading and Risk Management Activities. KU conducts energy trading and risk 
inanagement activities to maximize thc value of power sales fi-om physical assets it owns. 
Energy trading activities are principally forward financial transactions to inanage price risk and 
are accounted for as non-hedging derivatives on a tnark-to-market basis in accordaim with the 
Derivatives and Hedging ropic of the FASB ASC. 

Energy trading and risk inanageinent contracts are valued using prices based on active trades 
from Intercontinental Exchange Inc. In the absence of a traded price, midpoints of the best bids 
and oflers are the primary determinants of valuation. When sufficient trading activity is 
unavailable, other inputs include prices quoted by brokers or observable inputs other than quoted 
prices, such as one-sided bids or offers as of the balance sheet date. IJsing these valuation 
methodologies, these contracts are considered level 2 based on ineas~irenient criteria in the Fair 
Value Meastireinents and Disclosiires topic of the FASR A X .  Quotes are verified quarterly using 
an independent pricing source of actual transactions. Quotes for combined off-peak and weekend 
timefraines are allocated between the two tiinefraines based o n  their historical proportional ratios 
to the integrated cost. No other adjustments are made to the forward prices. No changes to 
valuation techniques for energy trading and risk inanageinent activities occurred during 201 0 or 
2009. Changes in market pricing, interest rate and volatility assumptions were made during both 
years. 

The Company maintains credit policies intended to mininiize credit risk in wholesale marketing 
and trading activities by assessing the creditworthiness of potential counterparties prior to 
entering into transactions with them and continuing to evaluate their creditworthiness once 
transactions have been initiated. To further mitigate credit risk, KIJ seeks to enter into netting 
agreements or require cash deposits, letters of credit and parental company giiarantees as security 
fi-oin counterpai-ties. The Company uses S&P, Moody’s and definitive qualitative and 
quantitative data to assess the financial strength of counterparties on an on-going basis. If no 
external rating exists, KIJ assigns an internally generated rating for which it sets appropriate risk 
parameters. As risk management contracts are valued based on changes i n  inarltet prices of the 
related corninodities, credit exposures are revalued and monitored on a daily basis. At March 3 1, 
201 0, 100% of the trading and risk inanageinent commitrnerits were with counterparties rated 
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BBEMBaa.3 equivalent or better. The Company has reserved against counterparty credit risk 
based on the counterparty’s credit rating and applying historical default rates within varying 
credit ratings over tiine provided by S&P or Moody’s. At March 3 1,201 0, and December 3 1 ,  
2009, counterparty credit reserves related to the energy trading and risk inanagernent contracts 
were less than $1 million. 

The net volume of electricity based financial derivatives outstanding at March 3 1,201 0 and 
Deceinber 3 1, 2009, was zero Mwhs and 43,400 Mwhs, respectively. No cash collateral related 
to the energy trading and risk management contracts was required at March 31,2010. Cash 
collateral related to the energy trading and risk nianageinent contracts was less than $1 inillion at 
December 3 1, 2009. Cash collateral related to the energy trading and risk lnanageinent contracts 
is categorized as other accounts receivable aiid is a level 1 ineasureinent based on the funds 
being held in liquid accounts. 

The following table sets forth by  level within the fair value hierarchy, KTJ’s financial assets and 
liabilities that were accounted for at fair value on a recurring basis as of March 31, 2010. 
Financial assets as of December 3 1,2009 and financial liabilities as of March 3 1,20 10 and 
December 3 1, 2009, arising from energy trading and risk management contracts accounted for at 
fair value total less than $1 inillion and use level 2 nieasureinents. There are no level 3 
measurements for the periods ending March 3 1, 20 I O  and Deceinber 3 1, 2009. 

Recurring Fair Value Measurements (in inillions) 
March 31,2010 

Financial Assets: 
Level I -_ Level 2 Total 

Energy trading and risk management contracts $ $ I $ I 
Total Financial Assets $ $ 1 $ 1 -- 

The Company does not net collateral against derivative instruments. 

Certain of the Company’s derivative instruments contain provisions that require the Company to 
provide iniinediate and on-going collateralization on derivative instruments in net liability 
positions based upon the Company’s credit ratings froin each of the major credit rating agencies. 
At March 31, 2010, there are no energy trading and risk inanagemerit contracts with credit risk 
related contingent features that are in a liability position, and no collateral posted in the normal 
course of business. At March 3 1 ,  2010, a one notch downgrade of the Company’s credit rating 
would have no effect on the energy trading and risk inanageinent contracts or collateral required 
as a result of these contracts. 
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The table below shows the fair value and balance sheet location of derivatives not designated as 
hedging instriiinents as of March 3 1, 201 0: 

(in millions) 

Energy trading and risk 
inanageinent contracts 
Total 

Asset Derivatives 
Balance Sheet 

Location Fair Value 

Other current 
Assets - $ 1  

9;1 

At December 3 I ,  2009, the fair value of  short-term assets for energy trading and risk 
management contracts not designated as hedging instruinents was less than $1 million. At March 
31, 201 0 and December 3 1 ,  2009, the fair value of short-tern] liabilities for energy trading and 
risk inanageinent contracts not designated as hedging instruinents was less than $ 1  million, 
respectively. 

KU manages thc price risk of its estimated future excess economic generation capacity using 
niarket-traded forward contracts. Hedge accounting treatment has not been elected for these 
traiisactions, and therefore gains and losses are shown in the statements of income. 

The following table presents the effect of derivatives not designated as hedging instruments on 
income for the three months ended March 3 1 : 

(in millions) 

Location of Gain 
(Loss) Recognized in 

Income on Derivatives 

Amount of Gain 
(Loss) Recognized in 

Income on Derivatives 
Three Months ‘Three Months 

Ended Ended 
March 3 1, 201 0 March 3 1, 2009 

Energy trading and risk management 
contracts (unrealized) Electric revenues $ -  $ 2  

$ 2  - $ -  
P 

Total 

Net unrealized gains and losses were less than $1 million in the three month period ended March 
31,201 0. Net realized gains and losses were less than $1 million in the three month periods 
ended March 3 1, 201 0 and March 3 1, 2009. 

Note 4 - Pension and Other Postretirement Benefit Plans 

The following tables provide the components of net periodic benefit cost for pension and other 
postretirement benefit plans for the three months ended March 3 1.  The tables include the costs 
associated with both KU employees and E.ON U.S. Services employees who are providing 
services to the Company. The E.ON U.S. Services costs that are allocated to KIJ are 
approximately 53% and 51% of E.ON U.S. Services costs for March 31, 2010 and 2009, 
respectively. 
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( in  mil 1 ions) 

Service cost 

Pension Benefits 
Three Months Ended March 3 1,  

E.ON U.S. E.ON U S .  
Services Services 

2009 - 2010 --.- 

Allocation t o  Total Allocation to Total 
KU K U  KU KU - ICU KU -- 

$ 2 $  1 $ . 3 $ 2 $  1 $ 3  
Interest cost 5 2 7 5 2 7 
Expected return on plan 

Amortization of actuarial 
loss I 1 2 2 1 3 

Benefit cost $ 4 $  3 $ 7 $ 5 $  3 $ 8  

assets (4) (1)  ( 5 )  (4) (1) ( 5 )  

_.__-- 

Other Postretirement Benefits 
Three Months Ended March 3 I ,  

2010 2009 
EON U.S. E.ON U.S. 
Services Services 

(in mi 1 lions) 
- 

Allocation to  Total Allocation to Total 

Service cost 
Interest cost 1 1 1 1 
Benefit cost 

I n  January 201 0, K U  made a contribution to a pension plan covering its employees of $1 3 
inillion. In addition, E.ON US.  Services made a pension plan contribution of $9 inillion. KlJ’s 
intent is to fund the pension plan in a manner consistent with the requirements ofthe Pension 
Protection Act of 2006. 

In 2010, KU has made contributions to other postretirement benefit plans totaling $1 million. 
The Coinpany also anticipates further fmding to match the annual postretirement expense and 
fiinding the 401 (h) plan up to the maximum amount allowed by law. 

Note 5 - Income Taxes 

A United States consolidated income tax return is filed by E.ON U.S.’s direct parent, E.ON US 
Investments Corp., for each tax period. Each subsidiary of the consolidated tax group, including 
KU, calculates its separate income tax for each period. The resulting separate-return tax cost or 
benefit is paid to or received from the parent company or its designee. The Company also files 
income tax returns in various state jurisdictions. While 2006 and later years are open under the 
federal statute of limitations, Revenue Agent Reports for 2006-2007 have been received from the 
IRS, effectively closing these years to additional audit adjustments. Adjustments to these tax 
years were previously recorded in the financial statements. Tax years 2007 and 2008 were 
examined under an IRS pilot program named “Compliance Assurance Process” (“CAP”). This 
program accelerates the IRS’s review to begin during the year applicable to the return and ends 
90 days after the return is filed. Areas remaining under examination for 2008 include bonus 
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depreciation and the Company’s application for a change in repair deductions. No net material 
adverse impact is expected from these remaining areas. 

Additions and reductions of uncertain tax positions during 201 0 and 2009 were less than $1 
million. Possible amounts of uncertain tax positions for K U  that may decrease within the next 12 
months total less than $1 million and are based on the expiration of the audit periods as defined 
in the statutes. If recognized, the less than $1 million of unrecognized tax benefits would reduce 
the effective income tax rate. 

The amount KU recognized as interest expense and interest accrued related to unrecognized tax 
benefits was less than $ I  million as of March 3 I ,  2010 and December 3 1 ,  2009. The interest 
expense and interest accrued is based on IRS and Kentucky Department of Revenue large 
corporate interest rates for underpayment of taxes. At the date of adoption, the Company accrued 
less than $1 million in interest expense on uncertain tax positions. 1<U records the interest as 
interest expense and penalties as operating expenses in the income statement and accrued 
expenses in [he balarice sheet, on a pre-tax basis. No penalties were accrued by the Company 
through March 3 1 , 201 0. 

In June 2006, KU and LG&E filed a joint application with the U.S. Department of Energy 
(“DOE”) requesting certification to be eligible for investment tax credits applicable to the 
construction of TC2. In November 2006, the DOE and the IRS announced that KU and L,G&E 
were selected to receive the tax credit. A final IRS certification required to obtain the investment 
tax credit was received in August 2007. I n  September 2007, KU received an Order from the 
Kentucky Coininission approving the accounting of the investment tax credit. K‘lJ’s portion of 
the TC2 tax credit will be approxiinately $101 rnillion over the construction period and will be 
amortized to income over the life of the related property beginning when the facility is placed in 
service. Based on eligible construction expenditures incurred, K1I recorded investment tax 
credits of $ S  million during the three months ended March 3 1 , 2009 decreasing current federal 
income taxes. T h e  amount claimed Ihrough 2009 is all that KU is allowed to claim. K1.J has 
recorded the maximuin credit of $ I  01 million. In addition, a full depreciation basis ad.justtnent is 
required for the amount of the credit. The income tax expense impact from amortizing these 
credits will begin when the facility is placed in service. 

I n  March 2008, certain environmental and preservation groups filed suit in  federal court in North 
Carolina against the DOE and IRS claiming the investment tax credit program was in violation 
of certain environmental laws and demanded relief, including suspension or termination of the 
program. During 2008 and 2009, the plaintiffs submitted amended complaints alleging additional 
claims for relief. In October 2009, the plaintiffs filed a motion for a prelirninary injunction 
seeking temporary implementation of certain elements of the requested relief. The Company is 
riot currently a party to this proceeding and is not able to predict the ultimate outcome of this 
matter. 

In the first quarter 2010, K U  recorded an income tax expense of less than $ I  million to recognize 
the impact of the elimination of the tax deduction related to Medicare Part D subsidy as required 
with enactment of the Patient Protection and Affordable Care Act. 
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Note 6 - Short-Term and Long-Term Debt 

KIJ’s long-term debt includes $228 million of pollrttioti control bonds that are classified as 
current liabilities because these bonds are subject to tender for purchase at the option of the 
holder and to mandatory tender for purchase upon the occurretice of certain events. These bonds 
include Carroll County 2002 Series A and B, 2004 Series A, 2006 Series B and 2008 Series A; 
Muhlenberg County 2002 Series A; and Mercer County 2000 Series A arid 2002 Series A. 
Maturity dates for these bonds range fiotn 2023 to 2034. The average annualized interest rate for 
these bonds during the three months ended March 3 1, 201 0 was 0.36%. 

Pollution control bonds are obligations of KU issued in connection with tax-exempt pollution 
control revenue bonds issued by counties i n  Ikmtuclcy. A loan agreement obligates the Company 
to make debt service payments to the county that equate to the debt service due from the county 
on the related pollution control revenue bonds. The loan agreement is an unsecured obligation of 
the Company. Proceeds from bond issuances for environmental equipment (primarily related to the 
installation of FGDs) were held in trust pending expenditure for qualifjling assets. At March 3 1, 
20 10 and December 3 1, 2009, KIJ had no bond proceeds in trust included in restricted cash on the 
balance sheet. 

Several of the K1J pollution control bonds are insured by monoline bond insurers whose ratings 
have beer: reduced due to exposures relating to insurance of sub-prime mortgages. At March 3 1, 
201 0, I<U had an aggregate $35 I million of outstanding poll~ttion control indebtedness, of which 
$96 million is in the form of insured auction rate securities wherein interest rates are reset every 
35 days via an auction process. Beginning in late 2007, the interest rates on these insured bonds 
began to increase due to investor concerns about the creditworthiness of the bond insurers. 
During 2008, interest rates increased, and the Company experienced “failed auctions” when there 
were insufficient bids for t h e  bonds. When a failed auction occurs, the interest rate is set pursuant 
to a formula stipula:ecl in t h e  indenture. During the three tnonths ended March 31,2010 and 
2009, the average rate on t h e  auction rate bonds was 0.27% and 0.65%, respectively. The 
instruments governing these auction rate bonds permit ICU to convert the bonds to other interest 
rate inodes, such as various short-term variable rates, long-term fixed rates or intertnediate-term 
fixed rates that are reset infrequently. I n  J~trie 2009, S&P downgraded the credit rating of Ambac, 
an insurer ofthe Company’s bonds, from “A” to “BBB”. As a result, S&P downgraded the rating 
on the Carroll County 2002 Series C bond from “A” to ‘%RBI.” i n  June 2009. The S&P rating of 
this bond is now based on the  rating of the Company rather than the rating of Ambac since the 
Company’s rating is higher. 

The Company participates in  an intercompany money pool agreement wherein E.ON 1J.S. and/or 
LG&E make funds available to KIJ at market-based rates (based on highly rated commercial 
paper issues) up to $400 million. Details of the balances are as follows: 

Total Money Amount Balance Average 
Available Interest Rate ($ in millions) Pool Available Outstanding -~ 
$ 372 0.2 1 Yo March 3 1,201 0 $ 400 $ 28 

December 3 1,2009 $ 400 $ 4s $ 35s 0.20% 

E.ON U.S. maintains revolving credit facilities totaling $3 13 niillioti at March 3 1, 201 0 and 
December 3 I ,  2009, to ensure funding availability for the money pool. At March 3 1, 201 0, one 
facility, totaling $1 SO mjlljon, is with E.ON North America, Inc., while the remaining line, 
totaling $163 million, is with Fidelia; both are affiliated companies. The balances are as follows: 
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Total Aniount Balance Average 
($ in millions) Available Outstanding Available Interest Rate 
March 31, 2010 9; 313 $ 164 $ 149 1.47% 
December 3 1,2009 $ 313 $ 276 $ 37 1.25% 

As of March 3 1 ,  201 0, the Company maintained a bilateral line of credit, with an unaffiliated 
financial institution, totaling $35 million which inatures in June 2012. At March 3 1, 20 10, there 
was no balance outstanding under this facility. The Company also maintains letter of credit 
facilities that support $195 inillion of the $228 million of bonds that can be put back to the 
Company. Should the holders elect to put the bonds back and they cannot be remarlteted, the 
letter of credit would fund the investor’s payment. 

There were no redemptions or issuances of long-term debt year-to-date through March 3 1,201 0. 

Note 7 - Commitments and Contingencies 

Except as may be discussed in this quarterly report (including Note 2), material changes have not 
occurred in the current status of various cominitinents or contingent liabilities fioin that 
discussed in the Company’s Annual Report for the year ended December 3 1 ,  2009 (including, 
but not limited to Notes 2, 9 and 12 to  the financial statements of KU contained therein). See the 
Company’s Annual Report regarding such comrnitrrients or contingencies. 

Owensboro Contract Litigation. In May 2004, the City of Owensboro, Kentucky arid OMIJ 
comineiiced a suit which was removed to the 1J.S. District Court for the Western District of 
Kentucky, against KU concerning a long-term power siipply contract (the “OMIJ Agreement”) 
with KLJ. The dispute involved interpretational differences regarding issues under the OMU 
Agreement, including various payments or charges between KIJ and OMU and rights concerning 
excess power, termination and emissions allowances. In  July 2005, the court issued a sunimary 
judgment ruling upholding OMIJ’s contractiial right to terminate the OMU agreement i n  May 
2010. 

In September and October 2008, the court granted rulings on a number of sunimary judgment 
petitions in the Company’s favor. The suininary judginent rulings resulted in the dismissal of all 
of OMll’s remaining claim against the Company. The trial on KU’s counterclaim occurred 
during October and November 2008. During February 2009, the court issued orders on the 
matters covered at trial, including (i) awarding the Company an aggregate $9 million relating to 
the cost of NOx allowances charged by OMIJ to I W  and the price of back-up power purchased 
by OMU fiom KIJ, plus pre- and post-judgment interest, and (ii) denying the Company’s claim 
for darnages based upon sub-par operations and availability of the OMU units. In April 2009, the 
court issued a ruling on various post-trial inotions denying certain challenges to  calculation 
elements of the $9 inillion award or of interest amounts associated therewith. In May 2009, KU 
and OMU executed a settlement agreement resolving the matter on a basis consistent with the 
court’s prior rulings and the Company has received the agreed settlement ainounts. Therefore, 
piirsuant to the settleiiient’s operation, the OMU agreement will terminate in May 2010, as 
described above. 
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Construction Program. KU had approximately $SO inillion of coininitinents in connection with 
its construction program at March 3 1 ,  201 0. 

In June 2006, I<U and LG&E entered into a construction contract regarding the TC2 project. The 
contract is generally in the form of a lump-sum, turnkey agreement for the design, engineering, 
procureinent, construction, commissioning, testing arid delivery of the project, according to 
designated specifications, terins and conditions. The contract price and its components are 
subject to a number of potential adjustinents which may serve to increase or decrease the 
ultimate constrrrctiori price paid or payable to the contractor. The contract also contains standard 
representations, covenants, indeinnities, termination and other provisions for arrangeiiients of 
this type, including termination for convenience or for cause rights. In March 2009, the parties 
completed an agreement resolving certain construction cost increases due to higher labor and per 
diem costs above an established baseline, and certain safety and compliance costs resulting from 
a change in law. The Company’s share of additional costs from inception of the contract through 
tlie expected project completion in 2010 is estimated to be approximately $35 million. During tlie 
past and to daie in 20!0, K1J and LG&E have received a number of contractual notices froin the 
TC2 construction contractor asserting force niajeurelexcusable event claims for additional 
aclj~rstnients to either or both of contract price or construction schedule with respcct to certain 
events which, if granted, may affect such contractual terins in addition to a possible extension of 
the commercial operations date, liquidated damages or other relevant provisions. The parties are 
continuing to discuss such matters in good faith and are attempting to resolve them in a 
cominercially I easonable manner. The Company cannot currently estimate the ultimate outcome 
of ihese matters, inc!uding the extent, if any, that may result in increased costs charged for 
construction of ’TC2 and/or relief relating to the construction completion or operations dates. 

TC2 Air Permit. The Sierra Club and other environmental groups filed a petition challenging 
the air permit issued for the TC2 baseload generating unit which was issued by the KDAQ in 
Noveinber 200.5. In  September 2007, tlie Secretary of tlie Kentucky Environmental and Public 
Protection Cabinet issued a final Order upholding the perinit. The environmental groups 
petitioiied the EPA to object to the state permit and subsequent permit revisions. In 
deterininations made in September 2008 and June 2009, the EPA rejected most of the 
enviror,mental groups’ claims, but identified three perinit deficiencies which the KDAQ 
addressed by revising the perinit. I n  August 2009, the EPA issued an order denying the 
remaining claims with the exception of two additional deficiencies which the KDAQ was 
directed to address. The EPA determined that the proposed permit subsequently issued by the 
KDAQ satisfied the conditions of the EPA Order, although the agency recommended certain 
enhancements to the administrative record. In January 2010, the KDAQ issued a final permit 
revision incorporating the proposed changes to address the EPA objections. In March 2010, the 
environmental groups submitted a petition to the EPA to object to the permit revision, which 
petition is now pending before the EPA. The Company believes that tlie final permit as revised 
should not have a material adverse effect 011 its financial condition or results of operations. 
However, until the EPA issues a final ruling 011 the petition and all applicable appeals have been 
exhatisted, the Company cannot predict the final outcome of this matter. 

Thermostat Replacement. During January 201 0,  KU and LG&E announced a voluntary plan to 
replace certain theniiostats which had been provided to custoiners as part of the Companies’ 
deinand reduction programs, dire to concerns that the thermostats may present a safety hazard. 
Under the plan, the Companies anticipate replacing up to approximately 14,000 thermostats. 
Estimated costs associated with the replacement program may be $2 niillion. However, the 
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Cornparlies cannot f~tlly predict the ultimate outcoine of the replacenient program or other effects 
or developinents which may be associated with the thermostat replacement matter at this time. 

Environmental Matters. The Company’s operations are subject to a number of environmental 
laws and regulations in each of the jurisdictions in which it operates, governing, among other things, 
air emissions, wastewater discharges, the use, handling and disposal of hazardous substances and 
wastes, soil and groundwater contaniiiiation and employee health and safety. 

Clean Air Act Reqziirenrents. The Clean Air Act establishes a comprehensive set of programs 
aimed at protecting and improving air quality in the United States by, among other things, 
controlling stationary soiirces of air emissions such as power plants. While the general regulatory 
fiamework for these programs is established at the federal level, most of the prograins are 
inipleniented and administered by the states under the oversight of the EPA. The key Clean Air 
Act prograins relevant to KU’s business operations are described below. 

Anihient Air Quality. The Clean Air Act req~iires the EPA to periodically review the available 
scientific data for six criteria pollutants and establish concentration levels in the ambient air 
sufficient to protect the pitblic health and welfare with an extra margin for safety. These 
concentration levels are known as National Ambient Air Quality Standards (“NAAQS”). Each 
state must identify “nonattaininent areas” within its boundaries that fail to comply with the 
NAAQS and develop a SIP to bring such nonattaininent areas into compliance. If a state fails to 
develop an adequate plan, the EPA must develop and implement a plan. As the EPA increases 
the stringency of the NAAQS through its periodic reviews, the attainnient statits of various areas 
m y  change, thereby triggering additional emission reduction obligations under revised SIPs 
aimed to achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and fine particulates that required 
additional rediictions in SO2 and NOx emissions fiom power plants. In 1998, the EPA issued its 
final “NOx SIP Call” rule reqiiiring reductions in NOx emissions of approximately 85% from 
1990 levels in order to mitigate ozone transport from the midwestern 1J.S. to the northeastern 
1J.S. To implement the new federal requirernents, Kentucky amended its SIP in 2002 to require 
electric generating units to reduce their NOx emissions to  0.15 pounds weight per MMBtu on a 
company-wide basis. In 2005, the EPA iss~ied the CAIR which required additional SO2 emission 
reductions of 70% and NOx emission reductions of 65% from 2003 levels. The CAIR provided 
for a two-phase cap and trade program, with initial reductions of NOx and SO2 emissions due by 
2009 and 20 10, respectively, and final reductions due by 20 15. I n  2006, Kentucky proposed to 
amend its SIP to  adopt state requirements similar to those under the federal CAIR. Depending on 
the level of action determined necessary to bring local nonattainmetit areas into compliance with 
the new ozone and fine particulate standards, KU’s power plants are potentially subject to 
additional reductions in SO2 and NOx emissions. I n  January 2010, EPA issued a proposed rule to 
reconsider the NAAQS for Ozone, previously revised in 2008. The proposal would institute 
inore stringent standards. At present, the Cornpany is unable to determine what, if any, additional 
requirements may be imposed to  achieve compliance with the new ozone standard. 

In JUIY 2008, a federal appeals court issued a ruling finding deficiencies i n  the CAIR and 
vacating it. In December 2008, the Court amended its previous Order, directing the EPA to 
promulgate a new regulation, but leaving the CAIR in place in the interim. Depending upon the 
course of such matters, the CAIR could be superseded by new or revised NOx or SOz regiilations 
with different or more stringent requirements and SIPs which incorporate CAIR requirements 
coitld be subject to revision. KIJ is also reviewing aspects of its compliance plan relating to the 
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CAIR, including scheduled or contracted pollution control construction program. Finally, as 
discussed below, the remand of the CAIR results in some uncertainty with respect to certain 
other EPA or state program and proceedings and the Companies’ compliance plans relating 
thereto, due to the interconnection of the CAIR with such associated programs. At present, KIJ is 
not able to predict the outcomes of the legal and regulatory proceedings related to the CAIR and 
whether such outcomes could have a material effect on the Company’s financial or operational 
conditions. 

Hazardous Air Pollutants. As provided in the Clean Air Act, as amended, the EPA investigated 
hazardous air pollutant emissions froin electric utilities and submitted a report to Congress 
identifying mercury emissions from coal-fired power plants as warranting fiirther study. In 2005, 
the EPA issued the Clean Air Mercury Rule (“CAMR”) establishing mercury standards for new 
power plants and requiring all states to issue new SIPs including inercury requirements for 
existing power plants. The  EPA issued a model rule which provides for a two-phase cap and 
trade program with initial reductions due by 2010 and final reductions due by 201 8. The CAMR 
provided for reductions of 70% from 2003 levels. The EPA closely integrated the CAMR and 
CAlR programs to ensure that the 201 0 mercury reduction targets would be achieved as a “co- 
benefit” of the controls installed for purposes of compliance with the CAIR. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The EPA has 
announced that it intends to promulgate a new rule to replace the CAMR. Depending on the final 
outcome of the rulemaking, the CAMR could be replaced by new rirles with different or more 
stringent reqiiireinents for reduction of mercury and other hazardous air pollutants. Kentucky has 
also repealed its corresponding state mercury regulations. At present, K U  is not able to predict 
the outcomes of the legal and regulatory proceedings related to the CAMR and whether such 
oiitcomes codd have a inaterial effect on the Company’s financial o r  operational conditions. 

Acid Rain Prograni. The Clean Air Act, as amended, imposed a two-phased cap and trade 
program to reduce SO2 emissions from power plants that were thought to contribute to “acid 
rain” conditions in the northeastern 1J.S. The Clean Air Act, as amended, also contains 
requirements for power plants to reduce NOx emissions through the use of available coinbustion 
controls. 

Regional Haze. The Clean Air Act also includes visibility goals for certain federally designated 
areas, including national parks, and requires states to subinit SIPs that will deinonstrate 
reasonable progress toward preventing future impairment and remedying any existing 
impairment of visibility in those areas. In  2005, the EPA issued its Clean Air Visibility Rule 
(“CAVR’) detailing how the Clean Air Act’s Best Available Retrofit Technology (“BART”) 
requirements will be applied to facilities, including power plants, built between 1962 and 1974 
that emit certain levels of visibility impairing pollutants. LJnder the final rule, as the CAIR 
provided for inore visibility iinproveinent than BART, states are allowed to substitute CAIR 
requirements in their regional haze SIPs in  lieu of controls that would otherwise be required by 
BART. The final rule has been challenged i n  the courts. Additionally, because the regional haze 
SIPS incorporate certain CAIR requirements, the remand of CAIR could potentially impact 
regional haze SIPs. See “Ambient Air Quality” above for a discussion of CAIR-related 
uncertainties. 

Installatioii ofPollaition Controls. Many of the programs tinder the Clean Air Act utilize cap and 
trade mechanisms that require a company to hold sufficient emissions allowances to cover its 
authorized emissions o n  a company-wide basis and do not require installation of pollution 
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controls on every generating unit. Under cap and trade programs, companies are free to focus 
their pollution control efforts on plants where such controls are particularly efficient and utilize 
the restilting emission allowances for smaller plants where such controls are not cost effective. 
KU met its Phase f SO2 requirements primarily through installatioii of FGD equipment on Ghent 
Unit 1 .  KU’s strategy for its Phase I 1  SO2 requirements, which commenced in 2000, includes the 
installation of additional FGD equipment, as well as using accwnulated emission allowances arid 
fiiel switching to defer certain additional capital expenditures. In order to achieve the NOx 
emission rediictions and associated obligations, KU installed additional NOx controls, including 
SCR technology, during the 2000 through 2009 time period at a cost of $221 million. In 2001, 
the Kentucky Coinmission granted approval to recover the costs incurred by KU for these 
projects through the environmental surcharge mechanism. Such monthly recovery is subject to 
periodic review by the Kentucky Commission. 

In order to achieve mandated emissions reductions, KU expects to incur additional capital 
expenditures totaling approximately $320 million during the 2010 through 201 2 time period for 
pollution controls including FGD and SCR equipment, and additional operating and maintenance 
costs in  operating such controls. In 2005, the Kentucky Coinmission granted approval to recover 
the costs iiicirrred by the Company for these projects through the ECR mechanism. Such monthly 
recovery is subject to periodic review by the Kentucky Commission. KU believes its costs i n  
reducing 502, NOx and inercury emissions to be comparable to those of similarly situated 
utilities with like generation assets. KU’s compliance plans are subject to many factors including 
developments i n  the emission allowance and fuels markets, future legislative and regulatory 
enactments, iegal proceedings and advances in clean air technology. KU will continue to monitor 
these developments to enslire that its environmental obligations are met in the most efficient and 
cost-elyective manner. See “Ambient Air Quality” above for a discussion of CAIR-related 
uncertainties. 

GIIG Developients. In  2005, the Kyoto Protocol for reducing GHG emissions took effect, 
obligating 37 industrialized countries to undertake substantial reductions in GtlG emissions. The 
IJ.S. has not ratified the Kyoto Protocol and there are currently no mandatory GHG emission 
reduction requirements at the federal level. As discussed below, legislation iriandating GHG 
reductions has been introduced in  the Congress, but no federal legislation has been enacted to 
date. In the absence of a program at the federal level, various states have adopted their own GHG 
emission reductioii programs. Such prograins have been adopted in various states including I I 
northeastern U.S. states and the District of Coliiinbia tinder the Regional GHG Initiative program 
and California. Substantial efforts to pass federal GHG legislation are on-going. The current 
administration has announced its support for the adoption of mandatory GHG reduction 
requirements at the federal level. The United States and other countries met in Copenhagen, 
Denmark in December 2009, in an effort to negotiate a GHG reduction treaty to succeed the 
Kyoto Protocol, which is set to expire in 2013. At Copenhagen, the U.S. made a nonbinding 
commitment to, among other things, seek to reduce GHG emissions to 17% below 2005 levels 
by 2020 and provide financial support to developing countries. The United States and other 
nations are scheduled to meet in Cancun, Mexico in late 201 0 to continue negotiations toward a 
binding agreement. 

GHG Legislalion K U  is monitoring on-going efforts to enact GHG reduction requirements and 
requirements governing carbon sequestration at the state and federal level and is assessing 
potential iinpacts of such programs and strategies to mitigate those impacts. I n  June 2009, the 
1J.S. House of Representatives passed the American Clean Energy and Security Act of 2009, 
(I-1.R. 2454), which is a comprehensive energy bill containing the first-ever nation-wide GHG 
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cap arid trade program. The bill would provide for reductions i n  GHG emissions of 3% below 
2005 levels by 2012, 17% by 2020, and 83% by 20.50. In  order to cushion potential rate impacts 
for utility customers, approximately 43% ofeinissions allowances would initially be allocated at 
no cost to the electric utility sector, with this allocation gradually declining to 7% in 2029 and 
zero thereafter. The bill would also establish a renewable electricity standard requiring utilities to 
meet 20% of their electricity demand through renewable energy and energy efficiency by 2020. 
The  bill contains additional provisions regarding carbon capture and sequestration, clean 
trarlsportation, sinart grid advancement, nuclear and advanced technologies and energy 
efficiency . 

In September 2009, the Clean Energy Jobs and American Pcwer Act (S. 173.3), which is largely 
patterned on the House legislation, was introduced in the U.S. Senate. The Senate bill raises the 
elmissions reduction target for 2020 to 20% below 200.5 levels and does not include a renewable 
electricity statidard. While tlie initial bill lacked detailed provisions for the allocation of 
emissions allowances, a subsequent revision incorporated allowance allocation provisions similar 
to the House bill. More recently, Senators Kerry, Lieberman and others have annoriticed that they 
are currently working on GHG legislation covering the utility and transportation sectors that 
would provide for a 17% redtiction in GHG emissions by 2020, but have introduced no bill in the 
Senate to date. The Company is closely monitoring the progress of the legislation, although the 
prospect for passage of comprehensive GHG legislation in 201 0 is uncertain. 

GIYG lieg~dnri017~. In April 2007, the U.S. Supreme Court ruled that the EPA has the authority to 
regulate GHG under the Clean Air Act. I n  April 2009, the EPA issued a proposed endangerment 
finding concluding that GHGs endanger public health and welfare, which is an initial ruleinaking 
step under the Clean Air Act. A final endangerment finding was issued in December 2009. In 
September 2009, the EPA issued a final GHG reporting rule requiring reporting by facilities with 
annual GHG emissions equivalent to at least 25,000 tons of carbon dioxide. A number ofthe 
Company’s facilities will be required to siibinit annual reports commencing with calendar year 
2 0  10. Also in September 2009, the EPA proposed the GHG “tailoring” rule requiring new or 
modified sources with GHG emissions equivalent to at least 10,000 to 25,000 tons of carbon 
dioxide to obtain permits under the Prevention of Significant Deterioration Program. Such new 
or iiiodified facilities would be required to install Best Available Control Technology. While the 
Coinpany is unaware of any currently available GHG control technology that might be required 
for installation on new or modified power plants, it is currently assessing the potential impact of 
t he  proposed rule. A final tailoring rule is expected in 2010. The EPA has annonnced that the 
final tailoring rule will address the phase in of GHG regulation for these stationary sources and 
will provide for regitlation of new or modified stationary soitrces such as power plants in 201 I .  

T h e  Company is unable to predict whether inaridatory GHG reduction requirements will 
ultiinately be enacted through legislation or regulations. As a company with significant coal-fired 
generating assets, K U  C C J U I ~  be substatitially impacted by programs requiring mandatory 
reductions in GHG emissions, although the precise impact on its operations, including the 
reduction targets and deadlines that would be applicable, cannot be determined prior to the 
enactment of such programs. While the Company believes that inany costs of complying with 
iriandatory GMG reduction requirements or purchasing emission allowances to meet appkable 
requirements would likely be recoverable, in whole or in part iirider the ECR, where such costs 
are related to the Company’s coal-fired generating assets, or other potential cost-recovery 
mechanisms, this cannot be assured. 
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GHG Litigation. A number of lawsuits have been filed asserting corriinon law claims including 
nuisance, trespass and negligence against various companies with GlHG einitting facilities. I n  
October 2009, a three judge panel of tlie IJnited States Court of Appeals for the 5“’ Circuit in the 
case of Comer v. Murphy Oil reversed a lower court, holding that private plaintiffs have standing 
to assert certain cotninon law clairns against more than 30 utility, oil, coal and chemical 
companies. However, in March 201 0, the court vacated the opinion of the three-judge panel atid 
granted a inotion for rehearing. The Corner complaint alleges that GHG emissions fi-om the 
defendants’ facilities contributed to global warming which increased the intensity of Hurricane 
Katrina. E.ON, the parent of KU and LG&E was included as a defendant in the complaint, but 
has not been subject to the proceedings due to the failure of the plaintiffs to pursue service under 
the applicable international procedures. KIJ and L,G&E are currently unable to predict further 
developments i n  the Coiner case. KU and LG&E continue to monitor relevant GHG litigation to 
identify judicial developments that may be potentially relevalit to their operations. 

B r o w  New Source Review Lifigution. I n  April 2006, tlie EPA issued an NOV alleging that KU 
had violated certain provisions of the Clean Air Act’s new source review rules relating to work 
performed in 1997, on a boiler and turbine at KU’s E.W. Brown generating station. In December 
2006, the EPA issued a second NOV alleging the Company had exceeded heat input values in 
violation of the air permit for the unit. In March 2007, the Department of Justice filed a 
complaint in federal court in  Kentucky alleging the same violations specified in the prior NOVs. 
The complaint sought civil penalties, including potential per-day fines, remedial measures and 
injunctive relief. I n  December 2008, the Company reached a tentative settlement with the 
goveriiinent resolving all outstanding claims. The consent decree, which was approved by the 
court i n  March 2009, provides for payment of a $1 inillion civil penalty; funding of $3 million in 
environmental mitigation prqjects; surrender of 53,000 excess SO1 allowances; surrender of 
excess NOx allowances estimated at 650 allowances annually for eight years; installation of an 
FGD by December 3 1, 201 0; installation of an SCR by December 3 1, 2012; and compliance with 
specified emission limits and operational restrictions. The  Company is currently implementing 
the provisions of the consent decree. 

Section I I 4  Requests. In August 2007, the EPA issued administrative information requests under 
Section 1 14 of the Clean Air Act requesting new source review-related data regarding certain 
prqjects undertaken at LG&E’s Mill Creek 4 and TCI generating units and KU’s Ghent 2 
generating unit. KU and LG&E have complied with the inforination requests and are not able to 
predict further proceedings in this matter at this time. 

Ghei7t Opacity NOV. In September 2007, the EPA issued an NOV alleging that KlJ had violated 
certain provisions of the Clean Air Act’s operating rules relating to opacity during June and July 
of 2007 at I-Jtiits I and 3 of KU’s Ghent generating station. The parties have met on this matter 
and KU has  received no fiirther communications from the EPA. The Company is not able to 
estimate the  outcome or potential effects of these matters, including whether substantial fines. 
penalties or remedial measures may result. 

Gherit New Source Review NOV. In March 2009, the EPA issued an NOV alleging that KU 
violated certain provisions of the Clean Air Act’s rules governing new source review and 
prevention of significant deterioration by installing F G D  and SCR controls at its Ghent 
generating station without assessing potential increased sulfiiric acid mist emissions. KU 
contends that the work in question, as pollution control projects, was exempt fi-om the 
requirements cited by the EPA. In December 2009, the EPA issued a Section 1 14 information 
request seeking additional information on this matter. In March 201 0, the Company received an 
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EPA sefllement proposal providing for imposition o f  additional permit limits and emission 
controls and anticipates continued settlement negotiations with the EPA. Depending on the 
provisions of a final settlement or the results of litigation, if any, resolution of this matter could 
involve significant increased operating and capital expenditures. The Company is currently 
unable to determine the final outcome of this matter or the impact of  an unfavorable 
deterinination iipori the Company’s financial position or results of operations. 

Ash Ponds, Coal-Combzwfion Byproducts a ~ d  Wnfer Discharges. The EPA has undertaken 
various initiatives in response to the December 2008 iinpoundinent failure at the Tennessee 
Valley Authority’s Kingston power plant, which resulted in a major release of coal combustion 
byproducts into the environment. The EPA issued information requests to utilities throughout the 
country, including KU, to obtain information on their ash ponds and other impouiidinents. In 
addition, the EPA inspected a large number of impoundments located at power plants to 
determine their structural integrity. The inspections included several of the KU’s in~poundinents, 
which the EPA found t o  be in satisfactory condition. In May 201 0, the EPA announced proposed 
regulations for coal combustion byproducts handled in landfills and ash ponds. The EPA has 
proposed two alternatives: (1) regulation of coal combustion byprodiicts in landfills and ash 
ponds as a hazardous waste; or (2) regulation of coal coinbustioii byproducts as a solid waste 
with minimuin national standards. IJnder both alternatives, the EPA has proposed safety 
reqiiirements to address the structiiral integrity of ash ponds. In addition, the EPA will consider 
potential refinements of the provisions for beneficial reuse of coal combustion byproducts. The 
EPA has also announced plans to develop revised effluent liniitations guidelines and standards 
governing discharges fi-om power plants. The Company is monitoring these ongoing regulatory 
developments, but will be unable to determine the impact until such time as new rules are 
finalized. 

In May 2010, the Sierra Club and other enviroiunental groups filed a petition with the Kentucky 
Energy and Environment Cabinet challenging the Kentucky Pollutant Discharge Elimination 
System perinit issued in April 2010, which covers water discharges from the Trirrible County 
Station. Due to the preliminary stage of the proceedings, the Company is currently unable to 
predict the outcome or precise impact of this matter. 

Genernl Environmental Proceedings. From time to time, KU appears before the EPA, various 
state or local regulatory agencies and state and federal courts regarding matters involving 
compliance with applicable environmental laws and regulations. Such matters include a 
completed settlement with state regulators regarding particulate limits in the air perinit for KU’s 
Tyrone generating station, remediation activities for, or other risks relating to elevated 
Polychlorinated Biphenyl levels at existing properties, and liability under the Comprehensive 
Environmental Response, Compensation and Liability Act for cleanup at various off-site waste 
sites. Based on analysis to date, the resolution of these matters is not expected to have a material 
impact on the Company’s operations. 

Note 8 - Related Party Transactions 

KU, subsidiaries of E.ON 1J.S. and subsidiaries of E.ON engage in related party transactions. 
Transactions between KU and E.ON U.S. sttbsidiaries are eliminated upon consolidation of 
E.ON U S .  Transactions between KU and E.ON subsidiaries are eliminated upon consolidation 
of E.ON. These transactions are generally performed at cost and are in accordance with FERC 
regulations under the Public Utility Holding Company Act o f  2005 and the applicable Kentucky 
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Commission and Virginia Commission regulations. The significant related party transactions are 
disclosed below. 

Electric Purchases 

KU and L,G&.E purchase energy from each other in order to effectively inanage the load of their 
retail and wholesale customers. These sales and purchases are included in the statements of 
income as operating revenues and purchased power operating expense. KU’s intercompany 
electric revenues and purchased power expense for the three months ended March 3 1 , were as 
follows: 

(in 1-11 i 11 ions) 2010 m 
Electric operating revenues from LG&E $ 7  $ 9  
Purchased power from LG&E 24 31 

Interest Charges 

See Note 6, Short-Term and Long-Term Debt, for details of intercompany borrowing 
arrangements. Intercompany agreements do not require interest payments for receivables related 
to services provided when settled within 30 days. 

KU’s intercompany interest expense for the three months ended March 3 1 was as follows: 

(in niillions) 
Interest on Fidelia loans 

Other Intercoinpany Billings 

E.ON U.S. Services provides the Company with a variety of centralized administrative, 
management and support services. These charges include payroll taxes paid by E.ON U.S. 
Services on behalf of KU, labor and burdens of E.ON U.S. Services employees performing 
services for KTJ, coal purchases and other vouchers paid by E.ON U S .  Services on behalf of 
KU. The cost of these services is directly charged to the Company, or for general costs which 
cannot be directly attributed, charged based on predetermined allocation factors, including the 
following ratios: number of customers, total assets, revenues, number of employees and other 
statistical information. These costs are charged on an actual cost basis. 

In addition, KU and LC&E provide services to each other and to E.ON U.S. Services. Billings 
between KU and LG&E relate to  labor and overheads associated with union and hourly 
employees performing work for the other utility, charges related tojointly-owned generating 
units and other miscellaneous charges. Billings from KU to E.ON 1J.S. Services include cash 
received by E.ON U S .  Services on behalf of KU, primarily tax settlements, and other payments 
made by the Company on behalf of other non-regulated businesses which are reimbursed through 
E.ON U S .  Services. 
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Intercompany billings to and fiom KIJ for the three months ended March 31, were as follows: 

(i 11 ni i 11 ions) 
E.ON U.S. Services billings to KU 
K U  billings to L,G&E 
LG&E billings to KU 
KU billings to E.ON U.S. Services 

2010 2009 
9; 50 $ 40 

1 1  

1 
8 

In  the first quarter of 2010, the Company received no capital contributions from its c o m i o n  
shareholder, EON lJ.S. In March 2009, the Company received capital contributions of $50 
inillion from its common shareholder, E.ON U.S. 

Note 9 -Subsequent Events 

Subsequent events have been evaluated through May 14: 2010, the date of issuance of these 
statements and these statements contain all necessary adjustments and disclosures resulting from 
that ev a I iiat i on. 

On April 28, 2010, E.ON LJ.S. announced that E.ON AG and E.ON LJS Investments Corp. had 
entered into a definitive agreement with PPL, a Pennsylvania corporation, to sell to PPL all the 
equity interests of E.ON U.S. for a base purchase price, including the asslimption of debt, 
totaling $7.625 billion. The transaction is anticipated to close by the end of2010, subject to 
completion of all the conditions precedent to its consummation. In connection with the 
annouiicenient, Moody’s placed the debt ratings of the Company under review for possible 
downgrade. S&P affirmed the existing ratings of the Company. See Note 1 , General. 
On Apri l  9, 2010, the Kentucky Coiimissicnri issued an Order allowing the Companies to 
withdraw their pending application for approval of their wind power cotr p tracts. 

On April 1 ,  2010, KLJ iinpleinented new rates in Virginia following a Virginia Commission 
Order. As part of the Order, KU will refund certain amounts collected since November 2009, 
consisting of  interim increased rates in excess of the ultimate approved rates. These refknds 
aggregate approximately $1 million and are anticipated to occur during the second quarter of 
201 0. 

00 April 9, 2010, the Kentucky Commission issued an Order allowing the Companies to 
withdraw their pending application for approval of the wind power contracts. 
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Management's Discussion and Analysis 

General 

The following discussion and analysis by management focuses on those factors that had a material 
effect on KU's financial results of operations and financial condition during the three nionth period 
ended March 3 1 , 20 10, and shoiild be read in connection with the financial statements and notes 
thereto. 

Some of the following discussion may contain forward-looking statements that are stibject to certain 
risks, uncertainties and ass~iinptions. Such forward-looking statements are intended to be identified 
in this docuiiient by the words "anticipate," "expect," "estimate," "objective," "possible," "potential" 
and similar expressions. Actual results may vary inaterially. Factors that could cause actual results 
to differ materially include: general economic conditions; biisiness and competitive conditions in 
the energy industry; changes in federal or state legislation; iinusual weather; actions by state or 
federal regulatory agencies; and other factors described froin time to time in the Company's reports, 
including the Aiiniial Report for the year ended December 3 1,2009. 

Executive Siirnmary 

Business 

KU, incorporated in Kentucky i n  1912 and in Virginia i n  1991, is a regulated public utility 
engaged in the generation, transmission, distribution and sale of electric energy in Kentucky, 
Virginia and  Tennessee. KU provides electric service to approximately 5 15,000 customers in 77 
counties in central, southeastern and western Kentucky, to approximately 29,000 custc?iners in 5 
counties in southwcstern Virginia and 5 ciistoiners in Tennessee. KU's service area covers 
approximately 6,600 square miles. Approximately 99% of the electricity generated by KU is 
produced by its coal-fired electric generating stations. The remainder is generated by a 
hydroelectric power plant and natiiral gas and oil fueled combustion turbines. I n  Virginia, KIJ 
operates under the name Old Dominion Power Company. K U  also sells wholesale electric energy 
to 12 municipalities. 

KU is a wholly-owned subsidiary of E.ON U.S., an indirect wholly-owned subsidiary of E.ON, a 
German corporation. KlJ's affiliate, LG&E, is a regulated piiblic utility engaged i n  the 
generation, transmission, distribution and sale of electric energy and the storage, distribution and 
sale of natural gas in Kentucky. 

On April 28,2010, E.ON 1J.S. announced that E.ON AG and E.ON US Investments Corp. had 
entered into a definitive agreeinent with PPL, a Pennsylvania corporation, to sell to PPL all the 
equity interests of E.ON IJ.S. for a base purchase price, including the assumption of debt, 
totaling $7.625 billion. The transaction is anticipated to close by the end of 2010, sub.ject to 
completion of all the conditions precedent to its consummation. These conditions include the 
approval of the Kentucky Commission, the Virginia Commission, and the Tennessee Regulatory 
Authority under state utilities laws, the approval of the FERC under the Federal Power Act and 
the filing of required notices with the Department of Justice and the Federal Trade Coniinission 
under the  Hart-Scott-Rodino Antitrust Irnprovernents Act of I976 and the application of relevant 
waiting periods. 



Regulatory Matters 

In January 201 0, KIJ filed an application with the Kentucky Corninission requesting an increase 
in base electric rates of approximately 12%, or $1 35 million annually, including an 1 1.5% return 
on equity. K1J requested the increase, based on the twelve month test year ended October 3 1, 
2009, to become effective on and after March I ,  201 0. The reqiiested rates have been suspended 
until August 1,  201 0, at which time they may be put into effect, subject to ref~ind, if the 
Kentucky Commission has riot issued an order i n  the proceeding. The parties, including a 
number of intervenors are currently exchanging data requests and other filings in the proceedings 
and a hearing date has been scheduled for June 201 0. An order in the proceeding inay occur 
during the third or fourth quarters of 201 0. 

I n  January 2009, KIJ, the AG. KIIJC and all other parties to the base rate case filed a settlement 
agreement with the Kentucky Coininission. Under the t e r m  of the settlement agreement, the 
Company’s base rates decreased $9 inillion annually. An Order approving the settlement was 
received in February 2009, and the new rates were implemented effective February 6, 2009. In 
connection with the application and effective date ofthe new rates, the VDT surcredit and 
merger surcredit terminated, resulting in increased revenues of approximately $1 6 million 
annually. 

In January 2009, a significant winter ice storm passed through KU’s service territory causing 
approximately 199,000 customer outages, followed closely by a severe wind storm in February 
2009, causing approximately 44,000 custorner outages. K1J incurred $57 inillion of incremental 
operation and maintenance expenses and $33 inillion of capital expenditures related to the 
restoration following the two storms. The Company filed an application with the Kentucky 
Cornmission in April 2009, requesting approval to establish a regulatory asset, and defer for 
future recovery, approximately $62 million in incremental operation aiid maintenance expenses 
related to the storm restoration. In September 2009, the Kentucky Coininission issued an Order 
allowing the Company to establish a regulatory asset of up to $62 million based on its actual 
costs for storin damages and service restoration due to the January and February 2009 winter 
storins. In September 2009, the Company established a regulatory asset of $57 inillion for actual 
costs incurred, and the Company is seeking recovery of this asset in its current base rate case. 

Environmental Matters 

General. Protection of the environment is a major priority for KU and a significant element of 
its business activities. KU’s properties and operations are subject to extensive environmental- 
related oversight by federal, state and local regulatory agencies, including via air quality, water 
quality, waste management and similar laws and regulations. Therefore, KU must conduct its 
operations in accordance with numerous permit and other requirements issued under or contained 
in such laws or regulations. 

Climate Change. Recent developments continue to indicate a n  increased possibility of 
significant climate change or GHG legislation or regulation, at the international, federal, regional 
and state levels. During December 2009, as part of the LJnited Nation’s Copenhagen Accord, the 
1.1riited States agreed to a non-binding goal to reduce GHG emissions to 17% below 2005 levels 
by 2020. Additionally, during 2009, the U.S. House of Representatives passed a comprehensive 
GHG legislation, which included a number of measures to l i m i t  GHG emissions and achieve 
GHG emission reduction targets below 2005 levels of 3%, 17% and 83% by 201 2, 2020 and 
2050, respectively, and the L7.S. Senate is considering companion legislation. In late 2009, the 
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EPA issued or proposed various regulatory initiatives relating to GHG matters, including an 
endangerinent finding relating to mobile sources of GIHGs, a GHG reporting requirement and a 
proposed rille relating to permitting requirements for new or modified GHG emission soiIrces. 
Finally, a number of lJ.S. states, although not currently including Kentucky, have adopted GHG- 
reduction legislalion or regulation of various sorts. The developing GHG initiatives include a 
number of differing structures and formats, including direct liinitations on GHG sources, 
issuance of allowances for GHG emissions, cap-and-trade prograins for such allowances, 
renewable or alternative generation portfolio standards and inechanisms relating to deinand 
reduction, energy efficiency, smart-grid, transmission expansion, carbon-sequestration or other 
GHG-reducing efforts. While the final t e r m  and impacts of such initiatives cannot be estimated, 
KU, as a priinarily coal-fired utility, could be highly affected by such proceedings. 

The cost to K‘CI and the effect on KU’s business of complying with potential GHG restrictions 
will depend upon the details of the prograins ultimately enacted. Some of the design elements 
which may have the greatest effect on K U  include (a) the required levels and timing of any 
carbon caps or limits, (b) the emission sources covered by such caps or limits, (c) transition and 
mitigation provisions, such as phase-in periods, free allowances or price caps, (d) the availability 
and pricing of relevant GHG-reduction technologies, goods or services arid (e) economic, market 
and customer reaction to electricity price arid demand changes due to GHG limits. 

Ultimately, environinental matters or potential environmental matters can represent an important 
element of current or future potential capital requirements, future unit retirement or replacement 
decisions, supply and demand for electricity, operating and maintenance expenses or coinpliarice 
risks for the Company. While K1J currently anticipates that inany of SLiCh direct costs or effects 
may be recoverable through rates or other regulatory mechanisms, particularly with respect to 
coal-related generation, the availability, timing or completeness of such rate recovery cannot be 
assured. Ultimately, climate change inatters could result in inaterial effects on KU’s results of 
operations, liquidity and financia! position. See Management’s Discussion and Analysis and 
Note 7 of Notes to Financial Statements for additional information. 
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Results of Operations 

The electric utility business is affected by seasonal temperatures. As a result, operating revenues 
(and associated operating expenses) are riot generated evenly throughout the year. 

Three Months Ended March 3 1 , 201 0, Coinpared to 
Three Months Ended March 3 1, 2009 

Net 11icoine 

Net income for the three months ended March 3 1, 20 10, increased $37 inillion compared to the 
same period in  2009. The increase was primarily the result of decreased operating expense ($5 1 
million), increased electric revenues ( $ 1  7 million) and increased equity in earnings ($1 million), 
partially offset by increased incoine tax expense ($27 million), decreased other income - ne! ($3 
niillion) and increased interest expense, including interest expense to affiliated companies ($2 
mi 11 ion). 

Revenues 

Revenues increased $17 million in the three months ended March 31,2010, primarily due to: 

e Increased retail sales volumes delivered ($25 million) due to increased consumption by 
residential c~istoiners, as a result of colder weather, and higher energy usage by inclustrial 
and comniercial c i i~ to~ner~ ,  as a result of improved econoniic conditions 
Increased DSM cost recovery ($4 inillion) due to increased recoverable program 
spending 
Increased miscellaneous revenue ($4 million) primarily resulting from rhe assessment of 
late payment fees beginning in the second quarter of 2009 
Increased ECR surcharge ($1 million) due to increased recoverable capital spending 
Decreased merger surcredit ($1 million) due to the surcredit termination resulting from 
the base rate settlement during February 2009 

Decreased fuel costs billed to customers through the FAC ($14 million) due to lower fiiel 
prices 
Decreased wholesale sales ($4 million) due to: 

e 

e 

e 

Partially offset by: 

0 

e L,ower sales volumes to LG&E ($2 million) as a result of increased native load 
reqriireinents in the first quarter of 201 0 and coal-fired generation unit outages 
during the first quarter of 2010. Via a mutual agreement, KIJ sells its higher cost 
electricity to LG&E for its wholesale sales and K U  purchases L,G&E’s lower cost 
electricity to serve its native load. 
Decreased gains in energy marketing financial swaps ($2 inillion) 0 

6) Decreased revenues from base rates ($1 million) due to lower base energy non-fuel rates 
charged to ciistorners diiriiig the period 

Expenses 

Fuel for electric generation comprises a large component of total operating expenses. Increases 
or decreases in the cost of fuel are reflected in retail rates through the FAC, subject to the 
approval of the Kentucky Coininission, the Virginia Coininission and the FERC. 
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Fuel for electric generation increased $1 1 million in the three inonths ended March 3 1 , 20 10, 
priinarily due to: 

B 

Partially offset by: 
e 

Increased volumes of fiiel usage ($22 million) due to increased native load 

Decreased commodity and transportation costs for coal ($1 1 million) 

Power purchased expense decreased $1 0 million in the three months ended March 3 1,202 0, 
primarily due to: 

e Decreased purchases from LG&E due to lower volumes ($6 million) and lower prices ($1 
million). Via a mutual agreement, K1J purchases LG&E’s lower cost electricity to serve 
KU’s native load. LG&E provided lower volumes due to its increased coal-fired 
generation unit outages during the first quarter of 20 10 
Decreased prices for purchases used to serve retail custoiners ($4 million) due to lower 
spot market pricing 

Increased third-party purchased volumes for native load ($1 million) primarily due to 
coal-fired generation unit outages 

e 

Partially offset by: 
(P 

Other operation and maintenance expense decreased $53 million in the three months ended 
March 31, 2010, due to decreased maintenance expense ($54 million), partially offset by 
increased other operation expense ($1 million). 

Maintenance expense decreased $54 million in the three months eoded March 31,2010, 
priniarily due to: 
(P Decreased distribution expense ($47 million) due to higher tree trirnming and 

maintenance of overhead lines and line transformers as a result of 2009 winter storm 
restoration 
Decreased steam expense ($5 million) due to increased scope of work for scheduled 
outages in 2009 
Decreased transmission expense ($3 million) due to higher maintenance of overhead 
conductors and devices resulting from 2009 winter storm restoration 

Increased administrative and general expense ($1 million) due to increased labor and 
system maintenance contracts resulting from coinpletion of a significant in-house 
customer information system project, which was capitalized in the first quarter of 2009 

e 

Partially offset by: 

Equity in earnings of EEI increased $1 million in the three months ended March 31, 2010 due to 
higher earnings resulting from increased market prices. 

Other income - net decreased $3 million in the three inonths ended March 31, 2010, primarily 
due to: 

e 

Q 

Decreased allowance for funds used during construction on ECR projects ($2 million) as 
a result of the discontinuance of its use for ECR projects in the FERC rate case 
Decreased $1 million due mainly to depreciation expense on joint-use assets related to 
TC2 purchased from LGRtE and currently held for fiiture use 
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Interest expense, including interest expense to affiliated companies, increased $2 million in the 
three months ended March 3 1,201 0, primarily due to interest on increased borrowings with 
affi I iated coinpan ies. 

A reconciliation o f  differences between the statutory U.S. federal income tax rate and KLJ’s 
effective tax rate follows: 

Three Months Ended 
March 3 1, 

20]0 

Statutory federal income tax rate 
State income taxes, net of federal benefit 
Qualified production activities deduction 
Dividends received deduction related 

Ainortization of investment tax credits 
Nondeductible life insurance 
Excess deferred taxes on depreciation 
Other differences 
Effective income tax rate 

to EEl investment 

3.5.0 Yo 35.0 Yo 
3.6 (6.5) 

(1.1) (9.1 ) 

(25.4) 
(0.5) 

(0.1) (2.6) 
(0.5) (5.0) 

---_ 0.2 (2.6) 
37.1 Yo (1 6.7)Yo 

The effective income tax rate increased to a more historically norinal level for the three months 
ended March 3 I ,  201 0, compared to the three months ended March 3 1, 2009, priinarily due to 
increased pretax income. The effective rate for the three months ended March 3 1, 201 0, was also 
impacted by the lack of EEI dividends in 201 0 and, therefore, no related dividends received 
deduction. State income taxes, net of federal benefit were lower in the three months ended March 
3 1,2009, due to a coal credit recorded in 3009. The decreases in income ta.x benefits associated 
with the qualified production activities deduction, nondeductible life insurance and excess 
deferred taxes are directly attributable to the quarter over quarter increase in pretax income. 
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Liquidity and Capital Resources 

KU uses net cash generated froin its operations, external financing (including financing from 
affiliates) and/or infusions of capital from its parent mainly to fund construction of plant and 
equipment. As of March 3 I , 201 0, K1J had a working capital deficiency of $1 97  nill lion, 
primarily due to the terms of certain tax-exempt bonds which allow the investors to put the bonds 
back to the Company causing them to be classified as current portion o f  long-term debt. The 
Company has adequate liquidity facilities to repurchase any bonds put back to the Company. 
Working capital deficiencies can be finded through an intercompany money pool agreement or 
through bilateral lines of credit. See Note 6 of Notes to Financial Statements. K U  believes that its 
sources of funds will be sufficient to meet the needs of its business in the foreseeable future. 

Operating Activities 

Cash provided by operations for the three inoriths ended March 3 I , 201 0, was $44 inillion more 
than cash provided by operations for the three inonths ended March 3 1 , 2009, and was primarily 
the result of increases in cash due to changes in: 

0 

e 

Earnings, net of non-cash items ($36 million) 
Environmental cost recovery ($34 million), due to the ECR review case and subsequent 
roll-in of surcharge amounts to base rates in the first quarter of  2010 
Accrued income taxes ($13 million) due to higher net income in 2010 
Materials and supplies ($6 million) 
Other current assets and liabilities ($2 million) 

e 

0 

e 

e Other ($1 million) 

These increases were partially offset by decreases in cash due to changes in: 
0 Accounts payable ($23 million) primarily due to timing of payme:its and higher accruals 

for storm expenses in 2009 
Pension and postretirement funding ($13 million) due to timing of pension contributions 
Accounts receivable ($12 million) primarily due to timing on collection of accounts and 
colder weather in the first quarter of 201 0 

0 

e 

Investing Activities 

The primary use of funds for investing activities continues to be for capital expenditures. Net 
cash used for investing activities decreased $21 million in the three inonths ended March 3 1 , 
201 0, compared to 2009, primarily due to decreased capital expenditures of $71 million, partially 
offset by an increase in assets purchased from an affiliate of $48 million and changes in 
restricted cash from bonds issued in 2008 used to fund environmental equipment of $2 million. 
Restricted cash represents the escrowed proceeds of pollution control bonds, which are disbursed 
as qualifying costs are incurred. 
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Financing Activities 

Net cash flows used for financing activities were $1 7 inillion and net cash flows provided by 
financing activities were $47 million in the three months ended March 31, 201 0 and 2009, 
respectively, resulting in an increase in net cash used for financing activities o f  $64 inillion. The 
decrease in financing cash flows is due  to decreased equity contributions from E.ON U.S. of $50 
inillion and increased repayments of short-term borrowings from an affiliated company of $1 4 
mi  I I ion. 

See Note 6 of Notes to Financial Statements for information of redemptions, inaturities and 
issuances of long-term debt. 

Future Capital Requirements 

KU's construction prograin is designed to ensure that there will be adequate capacity and 
reliability to meet the electric needs of its service area and to comply with environmental 
regulations. These needs are continually being reassessed and appropriate revisions are made, 
when necessary, in construction schedules. KU expects its capital expenditures for the three year 
period ending December 3 1,201 2, to  total approximately $1 . I  billion, consisting priiiiarily of 
on-going construction related to generation assets totaling approximately $265 inillion, ash pond 
and landfill projects totaling approximately $260 million, on-going construction related to 
distribution assets totaling approximately $240 million, the Brown SCR totaling approximately 
$1 60 million, construction estimates for installation of FGDs on Ghent and Brown units totaling 
approximately $140 million, other projects totaling approximately $30 million, information 
technology projects totally approximately $30 million and construction of TC2 totaling 
approxiinately $20 million (including $5 million for environmental controls). 

Future capital reqiiireinents may be affected in varying degrees by factors such as electric energy 
deinarid load growth, changes in construction expenditure levels, rate actions by regulatory 
agencies, new legislation, changes in cornniodity prices and labor rates, changes in 
environmental regulations and other regulatory requirements. Credit market conditions can affect 
aspects of the availability, terms or methods in which the Company funds its capital 
requirements. Kl.1 anticipates funding future capital requirements through operating cash flow, 
debt and/or infiisions of capital from its parent. 

K1J has a variety of funding alternatives available to meet its capital requirements. The Company 
participates in an intercoimpany money pool agreement wherein E.ON 1J.S. and/or LG&E make 
funds of up to $400 inillion available to  the Company at market-based rates. Fidelia also 
provides long-tel-in intercompany funding to KIJ. See Notes 6 arid 9 of Notes to Financial 
Statements. 

Regulatory approvals are required for KU to incur additional debt. The Virginia Cornrnission and 
the FERC authorize the issuance of short-term debt while the Kentucky Commission, the 
Virginia Commission and the Tennessee Regulatory Authority authorize the issuance of long- 
tern1 debt. I n  November 2009, KU received a two-year authorization from the FERC to borrow 
LIP to $400 million in short-term funds. KU also has authorization from the Virginia Commission 
that expires at the end of 201 I ,  allowing short-term borrowing of up to $400 million. As of 
March 3 1 ,  201 0, K'CJ has borrowed $28 inillion of this authorized amount. See Note 6 of Notes to 
Financial Statenients. 
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The Company’s debt ratings as of March 3 1 , 20 10, were: 

Moody’s s&p 

Unenhanced pollution control revenue bonds A2 BBB+ 
Issuer rating A2 
Corporate credit rating BBB+ 

These ratings reflect the views of Moody’s and S&P. A security rating is not a recoininendation 
to buy, sell or hold securities and is subject to revision or withdrawal at any time by the rating 
agency. I n  connection with E.ON 1.7.S.’~ annouriceinent that E.ON AG and E.ON US 
Investments Gorp. had entered into a definitive agreement with PPL, to sell to PPL all the equity 
interests of E.ON U.S., Moody’s placed the debt ratings of the Company under review for 
possible downgrade. S&P affirmed the existing ratings of the Company. See Note 6 of Notes to 
Financial Statements for a discussion of downgrade actions related to the pollution control 
revenue bonds caused by a change in the rating of the entity insuring those bonds. 
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Controls and Procedures 

hlanageinent is responsible for establishing and maintaining adequate internal control over 
financial reporting. Internal control over financial reporting is a process designed to provide 
reasonable assiirance regarding the reliability of financial reporting and the preparation of 
financial statements for external purposes i n  accordance with generally accepted accounting 
principles. A company’s internal control over financial reporting includes those policies and 
procedures that pertain to the maintenance of records that, in  reasonable detail, accurately and 
fairly reflect the transactions and dispositions of the assets of the company; provide reasonable 
assurance that transactions are recorded as necessary to perinit preparation of financial 
statements in accordance with generally accepted accounting principles, and that receipts and 
expenditures o f  the company are being made only in accordance with authorizations o i  
management and directors of the company; and provide reasonable assurance regarding 
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s 
assets that could have a material effect on the financial statements. 

Becarise of its inherent limitations, internal control over financial reporting may not prevent or 
detect n~isstateinents. Also, prqjections of any evaluation of effectiveness to future periods are 
subject to the risk that controls may become inadequate because of changes in  conditions, or that 
the degree of compliance with the policies or procedures may deteriorate. 

K1.J is not subject to the internal control arid other requirements of the Sarbanes-Oxley Act of 
2002 and associated rules (the “Act”) arid consequently is not required to evaluslte the 
effectiveness of the Company’s interrial control over financial reporting pitrsuant to Sectioli 404 
of the Act. However, inanageinent has assessed the effectiveness of the Company‘s internal 
control over financial reporting as of December 3 1, 2009, using the criteria set fbrth by the 
Coininittee of Sponsoring Organizations of the Treadway Commission in Internu! Coilmol - 
ifiregrated Fr-amework. Managerncnt has conclitded that, as of December 3 I ,  2009, the 
Company’s internal contro! over financial reporting was effective based on those criteria. There 
have been n o  changes in the Coiiipany’s internal control over financial reporting that occurred 
during the three months ended March 3 1, 201 0, that has materially affected, or is reasonably 
likely to materially affect, the Company’s internal control over financial reporting. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 1 , 
2009, was audited by PricewaterhouseCoopers LLP, ail independent accounting firni, as stated in 
its report which is included in the 2009 K U  Annual Report. 
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Legal Proceedings 

For a description of the  significant legal proceedings, inchding, but not limited to, certain rates 
and regulatory, environmental, climate change and litigation matters, involving KU, reference is 
made to the information under the following captions of the Company’s Annual Report for the 
year ended December 3 I , 2009: Business, Risk Factors, Legal Proceedings, Manageinent’s 
Discussion and Analysis, Financial Statements and Notes to Finaricial Statements. Reference is 
also made to the matters described in Notes 2, 7 and 9 of this quarterly report. Except as 
described in this quarterly report, to date, the proceedings reported i n  the Company’s Annual 
Report for the year ended December 3 1,2009 have not inaterially changed. 

Other 

In the nornial course of business, other lawsuits, claims, environmental actions and other 
governniental proceedings arise against KU. To the extent that damages are assessed in any of 
these lawsuits, the Company believes that its insurance coverage is adequate. Management, after 
consultation with legal cotmsel, does not anticipate that liabilities arising out of other currently 
pending or threatened lawsuits arid claims will have a inaterial adverse effect on the Company’s 
financial position or results of operations. 
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PricewaterhouseCoopers LLP 
500 West Main Street 
Suite 1800 
Louisville KY 40202-4264 
Telephone (502) 589 61 00 
Facsimile (502) 585 7875 

Report of independent Accountants 

To Shareholder of Kentucky Utilities Company: 

We have reviewed the accompanying condensed balance sheet of Kentucky Utilities Company as of 
June 30, 2010, and the related condensed statements of income and retained earnings for the three- 
month and six-month periods ended June 30, 2010 and 2009 and the condensed statement of cash 
flows for the six-month periods ended June 30, 2010 and 2009. This condensed interim financial 
information is the responsibility of the Company's management 

We conducted our review in accordance with standards established by the American Institute of 
Certified Public Accountants A review of interim financial information consists principally of applying 
analytical procedures and making inquiries of persons responsible for financial and accounting 
matters. It is substantially less in scope than an audit conducted in accordance with auditing standards 
generally accepted in the United States of America, the objective of which is the expression of an 
opinion regarding the financial information taken as a whole. Accordingly, we do not express such an 
opinion 

Based on our review, we are not aware of any material modifications that should be macle to the 
accompanying condensed interim financial information for it to be in conformity with accounting 
principles generally accepted in the United States of America 

We have previously audited, in accordance with auditing standards generally accepted ir! the United 
States of America, the balance sheet of Kentucky lJtilities Company as of December 31, 2009, and the 
related statements of income, retained earnings, and of cash flows for the year then ended (not 
presented herein), and in our report dated March 19, 2010, we expressed an unqualified opinion on 
those financial statements. In our opinion, the information set forth in the accompanying condensed 
balance sheet information as of December 31, 2009, is fairly stated in all material respects in relation 
to the balance sheet from which it has been derived 

P&Uodew LLQ 
August 11,2010 



Kentucky Utilities Company 
Condensed Statements of Income 

(Unaudited) 
(Millions of $) 

Three Months Ended 
June 30, 

2010 2009 
Operating revenues 

Total operating revenites (Note 8) ......................... $ 350 $ 305 

Operating expenses 
Fuel for electric generation .................................... I19 I00 
Power purchased (Note 8) ...................................... 40 43 

Depreciation and amortization ............................... 34 33 
Other operation and maintenance expenses ........... 86 76 

Total operating expenses ................................... 279 252 

Operatilig income ........................................................ 71 5 3 

Equity in  loss (earnings) of unconsolidated venture.. . 1 1 
....................... (3) Other expense (income) - net (Note 3) 

lnlerest expense (Note 6) ............................................ 1 1 

(Notes 6 and 8) ..................................................... 19 17 

1 

lnterest expense to affiliated companies 

lncoine before income taxes ........................................ 45, 37 

Incoine tax expense (Note 5 )  ....................................... 18 1 1  

Net incoine .................................................................. $ 3 I $ 26 

The accompanying notes are an integral part of these condensed financial statements. 

Condensed Statements of Retained Earnings 
(Unaudited) 

(Millions of $) 

Three Months Ended 
June 30, 

- 2010 zoos 
$ 1,202 Balance at beginning of period ................................... $ 1,372 

Net income .................................................................. 31 26 
Balance at end of period .............................................. $ 1,403 $ 1,228 

The accompanying notes are an integral part of these condensed financial statements. 

Six Months Ended 
June 30, 

2010 

$ 730 

2009 

$ 668 

245 
94 

165 
68 

572 

IS8 

(2) 
1 
3 

37 

119 

44 

$ 75 

21s 
107 
208 
66 

596 

72 

(1 1 
(6) 
3 

33 

43 

10 

$ 33 -~ 

Six Months Ended 
June 30, 

$ 1,328 $ 1,195 
75 33 

$ 1,403 $ 1,228 

2010 2009 
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Kentucky Utilities Company 
Condensed Balance Sheets 

(IJnaLidited) 
(Millions of $) 

Assets 
Current assets: 

Cash and cas11 equivalents ........................................................... 

June 30, 201 0 and December 3 1,2009, respectively ........ 

June 30, 2010 and Deceinber 31,2009, respectively ........ 

Accounts receivable, net: 
Customer - less reserves of $2 million and $1 million as of 

Other - less reserves of $2 million as of 

Accounts receivable from affiliated companies .......................... 
Materials and supplies: 

Fuel (predominantly coal) ..................................................... 
Other materials and supplies .................................................. 

Income t ax  receivable ................................................................. 
Deferred income taxes - net (Note 5) ........................................ 
Regulatory assets (Note 2) ......................................................... 
Prepayments and other current assets ......................................... 

Total current assets .......................................................................... 

Other property and iiivestments ....................................................... 

IJtility plant: 
At original cost ............................................................................ 

Total utility plant, net ................................................................. 
Less: reserve for depreciation .................................................... 

Construction work i n  progress .................................................... 
Net utility plant and construction work in progress ......................... 

Deferred debits and other assets: 
Regulatory assets (Note 2): 

Pension and postretirement benefits ...................................... 
Other ...................................................................................... 

Cash surreiider value of key man life insurance ......................... 
Other assets ................................................................................. 

Total deferred debits and other assets .............................................. 

Total assets ....................................................................................... 

June 30. 
2010 

$ 3 

165 

17 

113 
41 
15 
3 

13 
5 

375 

14 

. 5. 306 
1 .  872 
3.  434 

97 I 
4:405 

105 
119 
38 
7 

269 

$ 5. 063 

December 3 1. 
- 2009 

9; 2 

i55 

18 
9 

98 
39 

3 
32 
10 

366 

12 

4, 892 
1, 838 
3. 054 

1. 2.57 
4. 311 

1 os 
117 
38 

7 
267 

$ 4. 956 

The accompanying notes are an integral part of these condensed financial statements . 

3 



Kentucky Utilities Company 
Condensed Balance Sheets (cont.) 

(Unaudited) 
(Millions of $) 

L,iabilities and Equity 
Current 1 i abil ities: 

Current poition of long-term bonds (Notes 3 and 6) .................... 

Notes payable to affiliated coinpanies (Notes 6 and 8) ................ 
Accounts payable .......................................................................... 
Accounts payable to affiliated companies (Note 8) ..................... 
Accrued income taxes ................................................................... 
Customer deposits ......................................................................... 
Regulatory liabilities (Note 2) ...................................................... 
Other current liabilities ................................................................. 

Total current liabilities ....................................................................... 

Current portion of long-term debt to affiliated company (Note 3) 

Long-term debt: 
Long-term bonds (Notes 3 and 6) ................................................ 
Long-term debt to affiliated company (Notes 3, 6 and 8) ............ 

Total long-term debt .......................................................................... 

Deferred credits and o the r  liabilities: 
Accumulated deferred income taxes (Note 5) .............................. 
Acciiniulated provision for pensions and related benefits (Note 4) 

Asset retirelnerlt obligations .......................................................... 
Regulatory liabilities (Note 2): 

Investment tax credit (Note 5) ..................................................... 

Acct~m~ilated cost  of removal of utility plant .......................... 
Deferred income taxes - net ..................................................... 
Postretirement bellefits ............................................................. 
MIS0 exit ................................................................................. 
Other ........................................................................................ 

Custoiner advances for constrtction ............................................. 
Other liabilities .............................................................................. 

Total deferred credits and other liabilities ......................................... 

Coin in on eqni t y : 
Common stock. without par value . 

Authorized 80.000. 000 shares. outstanding 37. 8 17. 878 shares 
Additional paid-in capital (Note 8) .............................................. 
Retained earnings .......................................................................... 

Total retailled earnings .................................................................. 
Total coininon equity ......................................................................... 

Undistributed slibsi diary earnings ................................................. 

Total liabilities and equity ................................................................. 

J i m  30. 
2010 

$ 228 
33 
84 
95 
66 

22 
5 

31 
564 

I23 
1. 298 
1. 42 1 

366 
156 
I04 
3s 

340 
10 
9 
3 
8 
3 

17 
1 . 05 1 

308 
316 

1. 392 
1 1  

1. 403 
2. 027 

$ 5. 063 

December 3 I .  
2009 

$ 228 
33 
45 

107 
88 

5 
22 

3 
37 

568 

123 
1. 298 
1. 421 

336 
160 
104 
34 

331 
9 
9 
4 
7 
3 

18 
1. 01.5 

308 
316 

1. 318 
10 

1. 328 
1. 952 

$ 4. 9.56 

The accompanying notes  are an integral part of these condensed financial statements . 
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Kentucky Utilities Company 
Condensed Statements of Cash Flows 

(IJnaudited) 
(Millions of $) 

For the Six Months Ended 
June 30. 

Cash flows from operating activities: 
Net income ........................................................................................... 
Items not requiring cash currently: 

Depreciation and amortization ........................................................ 
Deferred income taxes -- net ........................................................... 
Investment tax credit - net ............................................................. 
Provision for pension and post retirement plans ............................. 
Undistributed earnings of unconsolidated venture ......................... 
Other ............................................................................................... 

Accounts receivable ..................... .............................................. 
Materials and supplies .................................................................... 
Income tax receivable ..................................................................... 
Environmental cost recovery .......................................................... 
Fuel adjustment ciame ................................................................... 

Accrued income taxes ..................................................................... 
Other current assets and liabilities .................................................. 

Pension and postretirement funding (Note 4) ..................................... 
Other .................................................................................................... 

Net cash provided by operating activities ....................................... 

Changes in current assets and liabilities: 

Accounts payable ............................................................................ 

. . .  

Cash flows from investing activities: 
Constriiction expenditures ................................................................... 

Change in restricted cash ..................................................................... 
Assets purchased from affiliate ............................................................ 

Net cash used for investing activities ............................................. 

Cash flows from financing activities: 
Short-term borrowings from affiliated company . net (Note 6) ......... 
Long-term borrowings from affiliated company (Note 6) .................. 
Capital contribution (Note 9) .............................................................. 

Net cash provided by financing activities ....................................... 

Change in cash and cash equivalents ........................................................ 

Cash and cash equivalents at beginning of period .................................... 

Cash and cash equivalents at end of period .............................................. 

(145) 
(48) 

(193) 

39 

39 

I 

2 

$ 3  

____- 

The accompanying notes are an integral part of these condensed financial statements . 
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Kentucky Utili ties Corn pan y 
Notes to Condensed Financial Statements 

(Unaudited) 

Note 1 - General 

KU’s coninion stock is wholly-owned by E.ON U.S., an indirect wholly-owned subsidiary of 
E O N .  I n  the opinion of inanagement, the unaudited interim condensed financial statements 
include all adjustments, consisting only of normal recurring adjustments, necessary for fair 
statements of income and retained earnings, balance sheets, and statements of cash flows for the 
periods indicated. Certain information and footnote disclosures normally included in financial 
statements prepared in accordance with generally accepted accounting principles have been 
condensed or omitted. These unaudited condensed financial statements and notes should be read 
in coiijunction with the Company’s Financial Statements and Additional Information (‘cAnnual 
Report”) for the year ended December 3 1, 2009, including the audited financial statements and 
notes therein. The December 31, 2009 Condensed Balance Sheet included herein is derived froin 
the December 3 1,2009 audited balance sheet. Amounts reported in the Condensed Statements of 
Income are not necessarily indicative of amounts expected for the respective annual periods due 
to  the effects of seasonal temperature variations on energy consumption, regulatory rulings, the 
timing of maintenance on electric generating units, changes in mark-to-market valuations, 
changing coinmodity prices and other factors. 

Certain reclassification entries have been made to the previous years’ financial statements to 
conform to the 201 0 presentation with no impact on net assets, liabilities and capitalization or 
previously reported net income and net cash flows. However, cash flows provided by operating 
activities decreased by $2 million and cash flows used for investing activities decreased by $2 
inillion. 

PPL Acquisition 

On April 28, 201 0, E.ON U.S. announced that a Purchase and Sale Agreement (the “Agree- 
ment”) had been entered into among EON US Investments, PPL and E.ON. 

The Agreement provides for the sale of E.ON U.S. to PPL,. Pursuant to the Agreement, at 
closing, PPL will acquire all of the outstanding limited liability conipany interests of E.ON U.S. 
for cash consideration of $2.1 billion. In addition, pursuant to the Agreement, PPL agreed to 
assme $925 million of pollution control bonds and to repay indebtedness owed by E.ON U.S. 
and its subsidiaries to E.ON US Investments and its affiliates. Such affiliate indebtedness is 
currently estimated to be $4.6 billion. The aggregate consideration payable by PPL on closing, 
$7.6 billion (including the assumed indebtedness), is sub-ject to adjustment for specified 
incremental investment in E.ON 1J.S. that will potentially be made by E.ON US Investments and 
its affiliates prior to closing. 

The transaction is subject to custoinary closing conditions, including the expiration or 
termination of the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required 
regulatory approvals (including state regulators in Kentucky, Virginia and Tennessee, and the 
FERC) and the absence of injunctions or restraints imposed by governmental entities. Subject to 
receipt of required approvals, the transaction is expected to close by the end of 201 0. Change of 
control arid financing-related applications were filed on May 28,201 0, with the Kentucky 
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Coininission and on June IS, 2010, with the Virginia Coin~nission and the Tennessee Regulatory 
Authority. Ari appiication with the FERC was filed on June 28, 201 0. During the second quarter 
of 201 0, a number of parties were granted intervenor status i n  the Kentucky Cominission 
proceedings and data request filings and responses occiirred. Hearings in the Kentucky 
Coinmission proceedings are scheduled for September 8,201 0. Early termination of the final 
Hart-Scott-Rodino waiting period was received on August 2, 201 0. 

Based upon credit and financial market conditions, the anticipated PPL acquisition and other 
factors, the Conipany anticipates completing certaiii re-financing transactions and, where 
applicable, has applied for regulatory approvals for such transactions. KU anticipates issuing up 
to $1.6 billion in public first mortgage bonds, the proceeds of which will siibstantially be used to 
refiind existing long-term intercompany debt. As required by existing covenants, in connection 
with the issuance of any such secured debt, KU would also collateralize certain outstanding 
pollution control bond debt series which are presently unsecured. IJpon such collateralization, 
approxiinately $35 I million in existing pollution control debt would become secured debt, 
supported by a first mortgage lien. Subject to regulatory approvals arid other conditions, KU 
may complete these transactions, in whole or in part, during late 201 0 and early 201 I .  

Recent Account i n P P ron oiincein en t s 

Fair Value Measurements 

In January 201 0, the FASB issued guidance related to  fair value ~neasurement disclos~ires 
requiring separate disclosure of ainounts of significant transfers in and out of level 1 and level 2 
fair value ~neasureinents and separate information about purchases, sales, issuances, and 
settleinerits within level 3 ineasurenients. This guidance is effective for the interim and annual 
reporting periods beginning after December IS, 2009, except for the disclosures about the roll- 
forward of activity in level 3 fair value measurements. Those disclosures are effective for fiscal 
years beginning after December I S ,  201 0, and for interim periods within those fiscal years. This 
guidance has no impact on the Company’s results of  operations, financial position, liqiiidity or 
disclosures. 

Note 2 - Rates and Regulatory Matters 

For a description of each line item of regulatory assets and liabilities and for descriptions of 
certain matters which may not have undergone material changes relating to the period covered by 
this quarterly report, reference is made to Note 2 of KU’s Anniial Report for the year ended 
December 3 1,2009. 

201 0 Kxntuckv Rate Case 

in January 2010, K U  filed an application with the Kentucky Commission requesting an increase 
in electric base rates of approximately 12%, or $135 million annually, including an 1 1  5% return 
on equity. KU requested the increase, based on the twelve nionth test year ended October 3 I , 
2009, to become effective on and after March 1, 201 0. The requested rates were suspended until 
August 1 , 2010. A number of intervenors entered the rate case, including the Kentucky Attorney 
General’s office, certain representatives of industrial arid low-income groups and other third 
parties, and submitted filings challenging the Company’s requested rate increases, in whole or in 
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part. A hearing was held on June 8,2010. K U  and all ofthe intervenors except the AG agreed to 
a stipiilatioii providing for an increase in electric base rates of $98 niillion annually and filed a 
request with the Kentucky Commission to approve such settlement. An Order in tlie proceeding 
was issued in July 20  10, approving all the provisions in the stipulation, with rates effective on 
and after August 1 , 20 10. 

Virginia Rate Case 

In June 2009, KU filed an application with the Virginia Commission requesting an increase in 
electric base rates for its Virginia jurisdictional customers in an amount of $1 2 inillion annually 
or approximately 2 1 %. The proposed increase reflected a proposed rate of return on rate base of 
8.586% based upon a return on equity of 12%. During December 2009, KU and the Virginia 
Commission Staff agreed to a Stipulation and Recorninendation authorizing base rate revenue 
increases of $ I  1 million anriually and a return on rate base of 7.846% based on a 10.5% return on 
common equity. A public hearing was held during January 201 0. As permitted, pursuant to a 
Virginia Coinmission Order, K1J elected to implement the proposed rates effective November I , 
2009, on an interim basis. In March 2010, the Virginia Commission issued an Order approving 
the stipulation, with the increased rates to be put into effect as of April 1 , 20 10. As part of the 
stipulation, KU refunded certain amounts collected since November 2009, consisting of interim 
rates in excess of the ultimate approved rates. These refunds, including interest, aggregated 
approximately $1 million and were made during May and June 2010. During the third quarter of 
201 0, a report is expected to be filed detailing the costs of the refunds, tlie accounts charged and 
details validating that all refilnds have been made. 

- FERC Wholesale Rate Case 

In September 2008, KU filed an application with the FERC for increases in electric base rates 
applicable to wholesale power sales contracts or interchange agreements involving, collectively, 
twelve Kentucky municipalities. The application requested a shift from current, all-in stated uni t  
charge rates to an unbundled formula rate, including an annual adjustment mechanism. In May 
2009, the FERC issued an Order approving a settlement among the parties in the case, 
incorporating increases of approximately 3% from prior rates and a return on equity of 1 I %. In  
May 2010, I<U subrnitted to the FERC the proposed current annual adjustment to the formula 
rate. This updated rate became effective on July I ,  2010, subject to certain review procedures by 
the wholesale requirements customers and the FERC, including potential refunds in the case of 
disallowed costs or charges. 

By miitiial agreement, the parties’ settlement of the 2008 application left outstanding the issue of 
whether K U  must allocate to the iniinicipal customers a portion of renewable resources it may be 
required to procure o n  behalf of its retail ratepayers. In August 2009, the FERC accepted the 
issue for briefing and the parties completed briefing submissions during 2009. An Order was 
issued by the FERC in JLIIY 201 0, indicating that K U  is not required to allocate a portion of any 
renewable resources to the twelve municipalities, thus resolving the remaining issue. 
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Regulatory Assets and Liabilities 

The following regulatory assets and liabilities were included in KlJ’s Balance Sheets: 

(in millions) 
Current regulatory assets: 
ECR 
FAC 
MISO exit 
Other 

Total current regulatory assets 

Non-current regulatory assets: 
Storm restoration 
A RO 
IJnainortized loss on bonds 
MISO exit 
Other 

Subtotal non-current regulatory assets 

Pension benefits 
Total non-c,urrent regulatory assets 

Current regulatory liabilities: 
DSM 
ECR 
MISO exit 

Total current regulatory liabilities 

Non-current regulatory liabilities: 
Accumulated cost of reinoval of utility plant 
Deferred income taxes - net 
Postretirement benefits 
MISO exit 
Other 

Total non-current regulatory liabilities 

June 30, 
2010 

$ -  
9 
2 
2 

December 3 1, 
2009 

$ 28 
1 
2 
1 

$ 13 

$ 59 
31 
12 
8 
9 

$ 32 

$ 59 
30 
12 
9 
7 

119 

105 
$ 224 

$ 3  
1 
1 

117 

1 os 
$ 222 
-- 

$ 3  
- 

$ 5  

$ 340 
10 
9 
3 
8 

$ 370 

$ 3  ~- 

9; 331 
9 
9 
4 
7 

$ 360 

K1J does not currently earn a rate of retiirn on the ECR and FAC regulatory assets and the 
Virginia levelized fuel factor included in other non-current regiilatory liabilities, which are 
separate recovery inechanisins with recovery within twelve months. No return is earned on the 
pension benefits regulatory asset that represents the changes in funded status of the plans. KU 
will recover this asset through pension expense included i n  the calculation of base rates with the 
Kentucky Commission and will seek recovery of this asset in future proceediiigs with the 
Virginia Coinmission. No return is currently earned on the ARO asset. When an asset with an 
ARO is retired, the related A R O  regulatory asset will be offset against t he  associated ARO 
regulatory liability, ARO asset and ARO liability. ARO liabilities are incliided in other non- 
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current regulatory liabilities. A return is earned on the nnainortized loss on bonds, including the 
portion in other current regulatory assets, and these costs are recovered throitgh amortization 
over the life of the debt. The Company received approval in its current base rate case to recover 
the storm restoration regulatory asset over a ten year period. The Company also received 
approval for adjustinents to the amortization of CMRG and KCCS contributions, included in 
other non-current regulatory assets. The Company recovers through the calculation of  base rates, 
the amortization of the net MISO exit regulatory asset in Kentucky incurred through April 30, 
2008. The Company received approval to  recover the Virginia portion of this asset, as incurred 
through December 3 1, 2008, over a five year period and, due to the formula nature of its FERC 
rate structure, the FERC jurisdictional portion of the regulatory asset will be included in the 
annual updates to the rate formu la. Recovery of the FERC ,jurisdictional pension expense, 
included in other non-current regulatory assets, and the change in accounting method for spare 
parts, included in other 1ion-current regulatory liabilities, will be reqitested in the next FERC rate 
case. The Company recovers through the calculation of base rates, the amortization of the 
reniaining regulatory assets, other current and non-current regulatory assets comprised of the 
East Kentiicky Power Cooperative FERC transmission settlement agreement and Kentucky rate 
case expenses. The regulatory liabilities for the MISO exit include administrative charges 
collected via base ratcs from May 2008 through February 5 ,  2009, and refitrids of the  exit fee. 
The MISO regulatory liability will be netted against the remaining costs of withdrawing from the 
MISO, except Por a sinall portion of the refund attributable to Kentucky custoiners which 
occurred in 2010 and which will be addressed in a later rate case, per a Kentucky Coinmission 
Order, in the current Kentucky base rate case. Refunds fiom the MISO for a portion of the cost 
of exiting will also be netted against the remaining balances of these costs in  the current 
Kentucky base rate case, as well as i n  fittiire I<entucky base rate cases, in friture Virginia base 
rate cases and also included in the calculation of friture FERC formula-based rates. 

ECR. I n  July 2010, the Kentucky Commission initiated a six-month review of KU’s 
environinental siircharge for the hilling period ending April 2010. An order is expected i n  the 
fourth quarter of 201 0. 

In January 201 0, the Kentucky Commission initiated a six-month review of KLJ’s environinental 
surcharge for the billing period ending October 2009. In May 2010, an Order was issued 
approving the amounts billed through the ECR during the six-month period and the rate of return 
on capital and allowing recovery of the under-recovery position in subsequent monthly filings. 

In June 2009, the Company filed an application for a new ECR plan with the Kentucky 
Commission seeking approval io recover investments in environmental upgrades and operations 
and iiiaintenance costs at the Company’s generating facilities. During 2009, KU reached a 
tinanitnoits settlement with all parties to  the case, and the Kentucky Cominission issued an Order 
approving KU’s application. Recovery on customer bills through the monthly ECR surcharge for 
these projects began with the February 20 I O  billing cycle. At December 3 1 , 2009, the Company 
had a regulatory asset of $28 million, which changed to a regulatory liability in the first quarter 
of2010, as a result of these roll-in adjustments to base rates. At June 30, 2010, the regulatory 
liability balance is $1 million. 

FAC. In February 2010, KIJ filed an application with the Virginia Commission seeking 
approva! of a decrease in its fuel cost factor beginning with service rendered in April 2010. In 
February 201 0, the Virginia Coinmission recoininended a change to the fitel factor KU had in its 
application, to which KU agreed. Following a public hearing in March 201 0, and an Order iii  



April 20 I O ,  the recoininended charge became effective as of April 1,201 0, resulting in a 
decrease of 23% fi.0171 the fuel factor in effect for April 2009 through March 201 0. 

I n  January 2010, the Kentucky Comniission initiated a six-month review of KU’s FAC 
mechanism for the expense period ended Atigust 2009. In May 201 0, an Order was issued 
approving the charges and credits billed through the FAC during the review period. 

Storm Restoration. I n  January 2009, a significant ice storm passed through KU’s service 
territory causing approximately 199,000 customer outages and was followed closely by a severe 
wind storm in February 2009 that caiised approximately 44,000 customer outages. K U  incurred 
$57 million in incremental operation and maintenance expenses and $33 million in capital 
expenditures related to the restoration following the two storms. The Company filed an 
application with the Kentucky Coininission in April 2009, requesting approval to establish a 
regulatory asset and defer for fi.iture recovery approximately $62 million in incremental 
operation and maintenance expenses related to the storm restoration. In September 2009, the 
Kentucky Commission issued an Order allowing the Company to establish a regulatory asset of 
lip to $62 million based on its actiral costs for storm damages and service restoration due to the 
January and February 2009, storms. I n  September 2009, the Company establislied a regulatory 
asset of $57 inillion for actual costs incurred. The Company received approval in its current base 
rate case t o  recover this asset over a ten year period beginning August 1, 2010. 

In September 2008, high winds froin the remnants of Hurricane lke passed through the service 
territory causing significant outages and system damage. In October 2008, KU filed an 
application with the Kentiicky Commission requesting approval to establish a regulatory asset 
and defer for future recovery approximately $3 million of expenses related to the storm 
restoration. In December 2008, the Kentucky Coinmission issued an Order allowing the 
Company to establish a regulatory asset of up to $3 million based on its acttial costs for storm 
damages and service restoration due to Hurricane Ike. In December 2008, the Company 
established a regulatory asset of $2 million for actual costs incurred. The Company received 
approval in  its current base rate case to recover this asset over a ten year period beginning 
August 1 , 201 0. 

Other Regulatory Matters 

Wind Power Agreements. In September 2009, the Companies filed an application and 
supporting testirnony with the Kentiicky Coinmission for approval of wind power purchase 
contracts and cost recovery mechanisms, under which KU and LG&E would jointly purchase 
respective assigned portions of the output of two Illinois wind farins totaling an aggregate 109.5 
Mw. In October 2009, the Kentucky Coinmission issued an Order denying the Cotnpanies’ 
request to establish a surcharge for recovery of the costs of purchasing wind power. In March 
201 0, K U  and LG&E delivered notices of termination under provisions of the wind power 
contracts. The Companies also filed a motion with the Kentucky Commission noting the 
termination of the contracts and seelcirig withdrawal of  their application in the related regirlatory 
proceeding. In April 201 0, the Kentucky Commission issued an Order allowing the Cotnpanies 
to withdraw their pending application. 

TC2 Depreciation. In Aiigiist 2009, KU and LG&Ejointly filed an application with the 
Kentiicky Commission to approve new cotnrnon depreciation rates for applicable jointly-owned 
TC2-related generating, pollution control and other plant equipment and assets. During 



December 2009, the Kentucky Cominission extended the data discovery process through January 
201 0, and authorized KU and LG&E on an interim basis to begin using the depreciation rates for 
TC2 as proposed in the application. In March 2010, the Kentucky Cominission issued a final 
Order approving the use of the proposed depreciation rates on a permanent basis. 

TC2 Transmission Matters. KlJ’s and L,G&E’s CCN for a transmission line associated with 
the TC2 construction has been challenged by certain property owners in Hardin County, 
Kentucky. In August 2006, I W  and L,G&E obtained a successful dismissal of the challenge at 
the Franklin County Circuit Court, which was reversed by the Kentucky Court of Appeals in 
December 2007. In April 2009, the Kentucky Supreme Court granted KU’s and L,G&E’s motion 
for discretionary review of the Court of Appeal’s decision. KU’s and LG&E’s proceeding before 
the Kentucky Supreme Court, which seeks reinstatement of the Circuit Court disniissal of the 
CCN challenge, has been fully briefed and oral argument occiirred during March 201 0. A ruling 
on the matter could occur during the second half of 2010. 

During 2008, KLI obtained various successfill rulings at the Mardin County Circuit Court 
confirming its condemnation rights. in August 2008, several landowners appealed such rulings to 
the Kentucky Court of Appeals. In  May 201 0, the Kentucky Court of Appeals issued an Order 
affirming the I-Iardin Circuit Court’s finding that K U  had the right to condeinn easements on the 
properties. In May 2010, the landowners filed a petition for reconsideration with the Court of 
Appeals. In July 2010, the Court of Appeals denied that petition. The landowners may seek 
discretionary review of that denial by the Kentucky Supreme Court on or before August 21, 
20 10. 

As a result of the aforementioned proceedings delaying access to certain properties in Hardin 
County, KIJ obtained easements to allow construction of temporary transmission facilities for 
approxiniately ten years, which bypass the disputed properties while the litigated issues are 
resolved. In December 2009, the Kentucky Commission granted CCNs for the relevant 
temporary segments. In January 201 0, the Franklin County Circuit Court issued Orders denying 
the property owners’ request for a stay of construction and upholding the Kentucky 
Commission’s denial of their intervenor status. 

In a separate proceeding, certain Hardin County landowners have filed an action in federal 
district court in L,ouisville, Kentucky against the U.S. Army challenging the same transmission 
line claiming that certain Fort Knox-related sections ofthe line failed to comply with certain 
National Historic Preservation Act procedural requirements. In October 2009, the federal court 
granted the defendants’ motion for suininary ~judginent arid dismissed the plaintiffs’ claiins. 
During November 2009, the petitioners filed submissions for review of the decision with the 6“’ 
Circuit Court of Appeals. That appeal has since been voluntarily withdrawn by the plaintiffs. 

Consistent with the regulatory authorizations and relevant legal proceedings, the Company has 
completed construction activities on temporary or permanent transmission line segments, 
respectively. During the second quarter of 2010, KIJ and L,G&E placed into operation an 
appropriate combination of permanent and temporary sections of the transmission line. While 
KIJ and L,G&E are not currently able to predict the ultimate outcome and possible financial 
effects of the remaining legal proceedings, K‘CJ and LG&E do  not believe the matter involves 
relevant or continuing risks to operations. 
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KIJ and LG&E are not currently able to predict the illtiinate outcome and possible effects, if any, 
on the construction schedule relating to the permanent transmission line approval, land 
acquisition and permitting proceedings. 

Mandatory Reliability Standards. As a result of the EPAct 2005, certain formerly voluntary 
reliability standards became mandatory in June 2007, and authority was delegated to varjoiis 
Regional Reliability Organizations ("RROs") by the North Ainericaii Electric Reliability 
Corporation ("NERC'I), which was authorized by the FERC to enforce compliance with such 
standards, including promulgating new standards. Failure to comply with mandatory reliability 
standards can subject a registered entity to sanctions, including potential fines of up to $1 million 
per day, as well as nonmonetary penalties, depending upon the circuinstances of the violation. 
KIJ and LG&E are members of  the SERC, which acts as KlJ's and LG&E's RRO. During 
December 2009, the SERC arid KU and LG&E agreed to settlements involving penalties totaling 
less than $1 million for each utility related to their self-reports during June and October 2008, 
concerning possible violations of standards. During December 2009 and April and JUIY 2010, 
KU and LG&E submitted four self-reports relating to various standards, which self-reports 
reinain in the early stages of RRO review, and therefore, the Companies are iinable to estimate 
the outcome of these matters. Mandatory reliability standard settlements commonly also include 
non-penalty elements, including compliance steps and mitigation plans. Settlements with the 
SERC proceed to NERC and FERC review before becoming final. While Kll arid LG&E believe 
they are in compliance with the mandatory reliability standards, other events of potential non- 
compliance inay be identified froin time-to-time. The Companies cannot predict such potential 
violations or the outcomes of the self-reports described above. 

Note 3 I- Financial Instruments 

The cost and estimated fair values of KU's non-trading financial instruments as of Jiine 30, 201 0 
and December 3 1 , 2009 follow: 

(in millions) 

June 30,201 0 December 3 1,2009 
Carrying Fair Carrying Fair 

Value Value Value Value 
Long-term bonds (including current 

Long-term debt to affiliated company 
portion of$228 million) $ 351 $ 3.51 $ 351 $ 3.5 

(including current portion of  $33 million) 1,331 1,482 I ,33 I I ,40 

The long-term debt valuations reflect prices quoted by dealers. The fair value of the long-term debt 
to affiliated company is determined using an internal valiiation inodel that discounts the future cash 
flows of each loan at current market rates. The current market rates are determined based on quotes 
from investment banks that are actively involved in capital markets for iitilities and factor in KU's 
credit ratings and defirilt risk. The fair values of cash and cash equivalents, accounts receivable, 
cash surrender value of key man  life insurance, accounts payable and notes payable are substantially 
the sane  as their carrying values. 

KU is subject to interest rate and commodity price risk related to on-going business operatjons. It 
currently manages these risks using derivative financial instruments, including swaps and 
forward contracts. The Company's policies allow the interest rate risk to  be inanaged through 
the use of fixed rate debt, floating rate debt and interest rate swaps. At June 30, 2.010, a 100 basis 



point change in  the benchmark rate on KIJ’s variable rate debt, not effectively hedged by an 
interest rate swap, would impact pre-tax interest expense by $4 million annually. Although tlie 
Company’s policies allow for the use of interest rate swaps, as of June 30, 2010 and December 
3 I ,  2009, KU had no interest rate swaps outstanding. 

K1.1 has classified the applicable financial assets and liabilities that are accounted for at fair value 
into the three levels of the fair value hierarchy, as defined by the fair value measurements and 
disclosures topic of the FASB ASC, as follows: 

- Level I - Observable inputs that reflect quoted prices (unadjusted) for identical 
assets or liabilities in active markets. 
Level 2 - Incliide other inputs that are directly or indirectly observable in the 
marketplace. 
Level 3 - Unobservable inputs which are supported by little or no market 
activity . 

- 

Energy Trading and Risk Management Activities. K U  conducts energy trading and risk 
management activities to maximize the value of power sales from physical assets it owns. 
Energy trading activities are principally forward financial transactions to manage price risk and 
are accounted for as non-hedging derivatives on a mark-to-market basis in accordance with the 
derivatives and hedging topic of the FASB ASC. 

Energy trading and risk management contracts are valued using prices based on active trades 
from Intercontinental Exchange Inc. In the absence of a traded price, midpoints of the best bids 
2nd offers are the primary determinants of valuation. When sufficient trading activity is 
unavailable, other inputs inclttde prices quoted by brokers or observable inputs other than quoted 
prices, such as one-sided bids c)r offers as o f  the balance sheet date. Using these valuation 
methodologies, these contracts are considered level 2 based on measurement criteria in the fair 
value ineasiirements and disclosures topic of the FASB ASC. Quotes are verified quarterly using 
an independent pricing soiirce of actual transactions. Quotes for cornbiried off-peak and weekend 
timeframes are allocated between the two tiinefraines based on their historical proportional ratios 
to the integrated cost. No other adjustments are made to the forward prices. No changes to 
valuation tecliniques for energy trading and risk management activities occurred during 201 0 or 
2009. Changes i n  market pricing, interest rate and volatility assumptions were made during both 
years. 

The Company maintains credit policies intended to minimize credit risk in wholesale marketing 
and trading activities by assessing the creditworthiness of potential counterparties prior to 
entering into transactions with them and continuing to evaluate their creditworthiness once 
transactions have been initiated. To further mitigate credit risk, KU seeks to enter into netting 
agreements or require cash deposits, letters of credit and parental company guarantees as security 
fioni counterparties. The Company uses S&P, Moody’s arid definitive qualitative and 
quantitative data to assess tlie financial strength o f  counterparties on an on-going basis. If no 
external rating exists, KLJ assigns an internally generated rating for which it sets appropriate risk 
parameters. As risk management contracts are valued based on changes in market prices of the 
related commodities, credit exposures are revalued and monitored on a daily basis. 
At June 30, 2010, 100% of the trading and risk management coinmitinents were with 
counterparties rated BBB-/Baa3 equivalent or better. The Company has reserved against 
counterparty credit risk based on the counterparty’s credit rating and applying historical default 

14 



rates within varying credit ratings over time provided by S&P or Moody's. At June 30,2010 and 
December 3 1 ,  2009, counterparty credit reserves related to energy trading and risk management 
contracts were less than $1 inillion. 

The net volume of electricity based financial derivatives outstanding at June 30,2010 and 
December 31, 2009, was zero Mwlis and 43,400 Mwhs, respectively. No cash collateral related 
to the energy trading and risk inanageineiit contracts was required at June 30, 201 0. Cash 
collateral related to the energy trading and risk management contracts was less than $1 million at 
December 3 1 ,  2009. Cash collateral related to the energy trading and risk inanageinent contracts 
is categorized as other accounts receivable and is a level 1 measurement based on the criteria 
previously defined. 

I<U's financial assets and liabilities as ofJune 30, 2010 and December 31, 2009, arising froin 
energy trading and risk management contracts accounted for at fair value total less thaii $1 
inillion and use level 2 measiireinents. There are n o  level 1 or level 3 measureinents for the 
periods ending June 30, 201 0 and December 3 1, 2009. 

The Company does not net collaterai against derivative instruments. 

Certain of the Company's derivative instruments contain provisions that require the Company to 
provide immediate and on-going collateralization on derivative instriiinents in net liability 
positions based upon the Company's credit ratings from each of the major credit rating agencies. 
At J u n e  30, 2010, there are no energy trading and risk inanageinent contracts with credit risk 
related contingent features that are in  a liability position and no collateral posted i n  the normal 
course ofbusiness. At June 30,2010, a one notch downgrade of the Company's credit rating 
would have no effect on the energy trading and risk insnageinent contracts or collateral required. 

At June 30, 2010 and December 3 1 ,  2009, the fair value of short-term assets and liabilities far 
energy trading and risk inanageinent contracts not designated as hedging instruments was less 
than $ 1  iiiillioii and was recorded in other current assets and other current liabilities, respectively. 

I<lJ inaiiages the price risk of its estiinated future excess econoinic generation capacity using 
marlcet-traded forward contracts. Hedge accounting treatment has not been elected for these 
transactions, and therefore gains and losses are shown i n  the statements of income. 

The following table presents the effect of derivatives not designated as hedging instruments on 
income for the six months ended June 30,2009: 

Location of (Gain) 
Loss Recognized in 

Arnount of (Gain) 
Loss Recognized in 

(in millions) Income on Derivatives Income on Derivatives 
Energy trading and risk management 

contracts (unrealized) Electric revenues $ (2) 

Net unrealized losses were less than $1 million in the three-month periods ended June 30, 2010 
and 2009, respectively, and net unrealized gains were less than $1 million in the six-month 
period ended June 30,20 IO.  Net realized gains were less than $ I  inilliori in the three and six 
month periods ended June 30, 2010 arid 2009, respectively. 
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Note 4 - Pension and Other Postretirement Benefit Plans 

The following tables  provide the components of net periodic benefit cost for pension and other 
postretireinelit benefit plans for the three and six months ended June 30. The tables include the 
costs associated with both KU employees and E.ON U S .  Services employees who are providing 
services to the Company. The E.ON U.S. Services costs that are allocated to K1J are 
approximately 53% and 51% of E.ON U S .  Services costs for June 30, 2010 and 2009, 
respectively. 

(in millions) 

Service cost 
Interest cost 
Expected return on 

plan assets 
Amortization of 

actuarial loss 
Benefit cost 

(in millions) 

Service cost 
Interest cost 
Expected return o n  

plan assets 
Amortization of 

transitional 
Benefit cost 

Pension Benefits 
Three Months Ended June 30, 

--- 2010 2009 
E.ON L7.S. E.ON U.S. 
Services 

Allocation Total 
Services 

Allocation Total 
1CU to ICU KU KU to ICU ICU 

$ 1 $  2 $  3 $  2 $  I $  3 
--_I__ 

5 2 7 4 2 6 

Other Postretirernent Benefits 
Three Moiitlis Ended June 30. 

2009 - ___-- 2010 - 
E.ON U.S. E.ON U S .  

Services 
Allocation Total 

Services 
Allocation Total 

to ICU KU KU to KU (a) - KU - -- KU 
. $  - $  1 s  I $  - $  - $  - 

1 1 1 1 

(a) amounts are less than $1 million 
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( in  millions) 

Service cost 
Interest cost 
Expected return on 

plan assets 
Amortization of prior 

service costs 
Aiiiortization of 

actuarial loss 
Benefit cost 

(in millions) 

Service cost 
Interest cost 
Expected return on 

plan assets 
Amorhition of 

transitional 
Benefit cost 

Pension Benefits 
Six Months Ended June 30, 

2010 2009 
E.ON U.S. E.ON kJ.S. 

Services Services 
Allocation Total Allocation Total 

to I<U I<U 
_I KU .. KU -- to KU - I<U 

$ 3 $  3 $  6 $  3 $  3 $  6 
10 4 14 9 4 13 

I I 

Other Postretirement Benefits 
Six Months Ended June 30, 

2010 2009 
E O N  U.S. EON U.S. 
Services Services 

Allocation Total Allocation Total 
KU to KU KU - -  KU to KU KU 

$ I $  I $  2 $  I $  I $  2 
2 2 2 2 

1 -- 1 I --- I 
$ 3 $  I $  4 $  3 $  I $  4 

In January 2010, KU and E.ON U S .  Services made a pension plan contribution of $13 million 
and $9 million, respectively. KU’s intent is to fund the pension plan in a manner consistent with 
the requirements of the Pension Protection Act of 2006. 

h i  2010, K U  has made contributions to other postretirement benefit plans totaling $3 million. 
The Company also anticipates further funding to match the annual postretirement expense and 
fhding  the 40I(h) plan up to the maximuin amount allowed by law. 

Health Care Reform 

In March 2010, IHealth Care  Reform (the Patient Protection and Affordable Care Act of 2010) 
was signed into law. Many provisions of Health Care Reform do not take effect for an extended 
period of time, and inany aspects of the law which are currently unclear or undefined will likely 
be clarified i n  future regulations. 
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During each ofthe three and six month periods ended June 30, 2010, K1J recorded an income tax 
expense of less than $1 million, to recognize the impact of the eliinination effective in 201 3 of 
the tax deduction related to the Medicare Retiree Drug Subsidy. 

Specific provisions within Health Care Reform that may impact KU include: 

s 

m 

Beginning in 201 1 , a requirement to extend dependent coverage up to age 26. 
Beginning in 201 8, a potential excise tax on high-cost plans providing health coverage 
that exceeds certain thresholds. 

KU continues to evaluate all implications of Health Care Reform on its benefit programs but at 
this time cannot predict the significance of those imp!ications. 

Note S - Income Taxes 

A United States consolidated income tax return is filed by E.ON 1J.s.’~ direct parent, E.ON IJS 
Investinents Corp., for each tax period. Each subsidiary of the consolidated tax group, including 
KU, calculates its separate income tax for each period. The resulting separate-return tax cost or 
benefit is paid to or received from the parent coinpariy or its designee. The Company also files 
income tax returns in various state jurisdictions. While 2006 and later years are open under the 
federal statute of limitations, Revenue Agent Reports for 2006-2008 have been received from the 
IRS, effectively closing these years t o  additional audit zdjustments. Tax years 2007 and 2008 
were examined under an IRS pilot program named “Conipliance Assurance Process” (“CAP”). 
This program accelerates the IRS’ review to begin during the year applicable to the return and 
ends 90 days after the return is filed. For 2008, the IRS allowed additional deductions in 
connection with the Company’s application for a change in repair deductions and disallowed 
some of the bonus depreciation claimed on the original return. The net temporary tax impact for 
the Company was $12 million, and has  been recorded in the second quarter of 2010. Tax years 
2009 and 2010 are also being examined under CAP. No inaterial items have been raised by the 
IRS at this time. 

Additions and reductions of uncertain tax positions during 201 0 and 2009 were less than $1 
million. Possible atnounts of uncertain tax positions for KIJ that may decrease within the next 12 
inonths total less than $1 million and are based on the expiration of the audit periods as defined 
in the statutes. If recognized, the less than $ I  million of unrecognized tax benefits would reduce 
the effective income tax rate. 

The amoitnt KU recognized as interest expense and interest accrued related to tinrecognized tax 
benefits was less than $1 million a s  of June 30,2010 and December 31,2009. The interest 
expense and interest accrued is based on IRS and Kentucky Department of Revenue large 
corporate interest rates for underpayment of taxes. At the date of adoption, the Company accrued 
less than $1 million in interest expense on uncertain tax positions. KU records the interest as .. 
interest expense and penalties as operating expenses in the income statement and accrued 
expenses in the balance sheet, on a pre-tax basis. No penalties were accrued by the Company 
through June 30, 2010. 

In June 2006, K U  and LG&E filed ajoint application with the U.S. Department of Energy 
(“DOE”) requesting certification to be eligible for investment tax credits applicable to the 
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construction of TC2. 111 November 2006, the DOE and the IRS announced that KU was selected 
to receive $1 01 inillion in tax credits. A final IRS certification required to obtain the investment 
tax credit was received in August 2007. In September 2007, K U  received an Order froin the 
Kentucl<y Commission approving the accounting of the investment tax credits, which includes a 
fir11 depreciation basis adjusttnent for the ainourit of the credits. Based on eligible construction 
expenditures incurred, KIJ recorded investment tax credits of $5 and $1 1 million during the three 
and six months ended June 30,2009, decreasing current federal income taxes. As of December 
31, 2009 1W had recorded its maxiinuin credit of $101 million. The income tax expense impact 
froin amortizing these credits over the life of the related property will begin when the facility is 
placed in service. As of June 30,201 0, TC2 has not been placed in service. 

In March 2008, certain environmental and preservation groups filed suit in federal court in North 
Carolina against the DOE and IRS claiming the investment tax credit prograrn was in violation 
of certain environmental laws and demanded relief, including suspension or termination of the 
program. During 2008 and 2009, the plaintiffs submitted amended complaints alleging additional 
claii-ris for relief and seeking a preliminary injunction to implement certain elements of the 
requested relief. In July 201 0, the court denied the plaintiffs’ motion for preliminary irijunction. 
A motion by the Federal government to dismiss the amended complaint is currently pending. The 
Company is not a party to this proceediiig and is not able to predict the ultimate outcome of  this 
matter. 

A reconciliation of differences between KIJ’s income tax expense at the statutory U.S. federal 
incorne tax rate and KU’s actual income tax expense for the three and six month periods ended 
June 30 follows: 

Three Months Ended Six Months Ended 
June 30, June 30, 

(in millions) 2010 
Statutory federal income tax expense $ 17 
State income taxes, net of federal benefit 2 
Qualified production activities deduction (1) 
Dividends received deduction related to 

Excess deferred tax on depreciation 
Other differences 

EEl investment - 
- 

Income tax expense $ 18 

Effective income tax rate 36.7% 

$ 44 

37.0% 

T h e  amounts shown in the table above are rounded to the nearest $1 million; however, the 
effective income tax rate is based on actual underlying amounts. 

State income taxes, net of federal benefit, were lower i n  the three and six months ended June 30, 
2009, due to a coal credit recorded in 2009. The dividends received deduction is lower in the 
three and six months ended June 30,2010, primarily due to the lack of EEI dividends in 2010. 
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Note 6 - Short-Term and Lsng-Term Debt 

KU’s long-term debt includes $228 inillion of pollution control bonds that are classified as 
current portion of long-term bonds because these bonds are subject to tender for purchase at the 
option of the holder and to mandatory tender for p’irchase upon the occurrence of certain events. 
These bonds include Carroll Co~inty 2002 Series A arid B, 2004 Series A, 2006 Series B and 
2008 Series ’4; Miihlenberg County 2002 Series A; and Mercer County 2000 Series A and 2002 
Series A. Maturity dates for these bonds range from 2023 to 2034. The average annualized 
interest rate for these bonds during the three and six months ended June 30, 20 I O ,  was 0.37% and 
0.36%, respectively. The average annualized interest rate for these bonds during the three and 
six months ended June 30, 2009, was 0.62% and 0.72%, respectively. 

Pollution control bonds are obligations of KIJ issued in connection with tax-exempt pollution 
control revenue boilds issued by counties in Kentucky. A loan agreement obligates the Company 
to make debt service payinents to the counties that equate to the debt service due from the 
counties on the  related pollution control revenue bonds. The loan agreement is an unsecured 
obligation of the Company. Debt issuance e x p e w  is capitalized in either regulatory assets or 
current or long-term other asse1.s and amortized over the lives of the related bond issues, 
consi stent with regn 1 atory practices. 

Several of the KU pollution control bonds are insured by inonoline bond insurers whose ratings 
have been reduced due to exposures relating to insurance of sub-prime mortgages. At June 30, 
201 0, K17 had an aggregate $35 1 million of outstanding pollution control indebtedness, of which 
$96 inilIion is in the form of insured auction rate securities wherein interest rates are reset every 
35 days via an auction process. Beginning in late 2007, the interest rates on these insured bonds 
began to increase due to investor concerns about the creditworthiness of the bond insurers. 
During 2008, the Coingaily experienced “failed auctions” when there were insufficient bids for 
the bonds. When a failed auction occurs, the interest rate is set pursuant to a formula stipiilated in 
the indenture. During the three months er,ded June 30, 201 0 and 2009, the average rate on the 
auction rate bonds was 0.61% and 0.54%, respectively. During the six months ended June 30, 
201 0 and 2009, the average rate on the auction rate bonds was 0.44% and 0.59%, respectively. 
The instruments governing these auction rate bonds permit KU to convert the bonds to other 
interest rate modes, such as various short-term variable rates, long-term fixed rates or 
interinediate-term fixed rates that are reset infrequently. In  June 2009, S&P downgraded the 
credit rating of Ambac, an insurer of the Company’s bonds, fiom “A” to “BBB”. As a result, 
S&P downgraded the rating on the Carroll County 2002 Series C bond froin “A” to “BBB-t” in 
June 2009. T h e  S&P rating of this bond is now based on the rating of the Company rather than 
the rating of  Ambac since the Company’s rating is higher. 

The Company participates i n  an intercompany money pool agreement wherein E.ON U.S. and/or 
LG&E make firnds available to KU at market-based rates (based on highly rated commercial 
paper issues) up to $400 million. Details of the balances are as follows: 

Total Money Amount Balance Average 
($ i n  millions) Pool Available Outstanding Available Interest Rate 
June 30, 201 0 $ 400 $ 84 $ 316 0.34% 
December 3 1 ,  2009 $ 400 $ 4.5 $ 355 0.20% 
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E.ON U.S. maintains revolving credit facilities totaling $3 13 million at June 30, 201 0 and 
December 31, 2009, to ensure funding availability for the money pool. At June 30, 2010, one 
facility, totaling $1 50 inillion, is with E.ON North America, Inc. while the remaining line, 
totaling $163 million, is with Fidelia; both are affiliated companies. The balances are as follows: 

Total Am oil n t Balance Average 
($ in ~nillions) Available Outstand im Available lnterest Rate 
June 30, 201 0 $ 313 $ 244 $ 69 1.51% 
December 3 1 , 2009 $ 313 $ 276 $ 37 1.25% 

As ofJune 30, 2010, the Company inaintained a bilateral line of credit with an unaffiliated 
financial institution totaling $35 inillion which matures in June 201 2. At June 30, 2010, there 
was no balance outstanding under this fzcility. The Company also maintains letter of credit 
facilities that support $ 1  95 million ofthe $228 million ofbonds that can be put back to the 
Company. Should the holders elect to put the bonds back and they cannot be remarketed, the 
letter of credit would fund the investor’s payment. 

There were no redemptions or issuances of long-term debt year-to-date through June 30,201 0. 
KIJ was in  compliance w i t h  all debt covenants at June 30, 201 0 and December 3 1 , 2009. 

See Note 2, Rates and Regulatory Matters, for certain debt refinancing and associated 
transactions which are anticipated by KlJ in connection with the PPL acquisition. 

Note 7 - Commitments and Contingencies 

Except as may be discussed in this quarterly report (including Note 2), material changes have not 
occurred in the current status of various corninitments or contingent liabilities from that 
discussed iii the Company’s Annual Report for the year ended December 3 1 , 2009 (including, 
but not limited to Notes 2 ,9  and 12 to the financial statements of  KTJ contained therein). See the 
Coinpany’s Annual Report regarding such coinmitinents or contingencies. 

Letters of Credit. KU has provided letters of credit as of June 30, 2010 and December 3 I , 2009, 
for on-balance sheet obligations totaling $1 98 million to support bonds of $195 million and a 
letter of credit for off-balance sheet obligations totaling less than $1 million to support certain 
obligations related to workers’ compensation. 

Owensboro Contract Litigation and Contract Termination. In May 2004, the City of 
Owensboro, Kefitucky and OMU commenced a suit against KU concerning a long-term power 
supply contract (the “OMU Agreement”) with KU.  In May 2009, KU and OMU executed a 
settlement agreement resolving the matter on a basis consistent with prior court rulings and the 
Company has received the agreed settlement amounts. Pursuant t o  the settlement’s operation, the 
OMTJ agreement terminated in May 2010. In connection with such termination, during the 
second quarter of 201 0, KTJ has recorded relevant reserve amounts reflecting its estimates of 
remaining ad~justinents concerning prior accruals. 

Construction Program. KU had approximately $55 million of commitments in connection with 
its construction prograin at June 30, 2010. 
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In June 2006, K‘CJ and LG&E entered into a construction contract regarding the TC2 pro~ject. The 
contract is generally in the form of a lump-sum, turnkey agreement for the design, engineering, 
procurement, construction, co~nmissioning, testing and delivery of the project, according to 
designated specifications, terms and conditions. The contract price and its components are 
sutiject to  a number of potential adjustnients which may serve to increase or decrease the 
riltimate constriiction price paid o r  payable to the contractor. During 2009 and 201 0, KU and 
L,G&E have received several contractual notices froin the TC2 construction contractor asserting 
historical force inajeure and excusable event claims for a number of adjustments to the contract 
price, construction schedule, commercial operation date, liquidated damages or other relevant 
provisions. Further, during commissioning and testing activity conducted in the second quarter of 
201 0, the TC2 unit experienced burner malfunctions which have delayed the completion of 
co~nmissioning and consequently the commercial operations date beyond the previously 
anticipated date of midJune 20 10. The Companies and the contractor are actively investigating 
the potential causes of and solutions to this development and currently estimate that comniercial 
operation may be delayed until October 2010. The parties are continuing to discuss the existing 
force majeure, excusable delay and the recent burner malfunction issues and are attempting to 
resolve certain of them via settlement negotiations. The Company cannot currently estimate the 
ultiinate outcome of these matters, including the extent, if any, that such outcome may result in 
materially increased costs for the construction of TC2, further changes in the TC2 construction 
completion or coinmercial operation dates or potential effects on levels of power purchases or 
wholesale sales due to such changed dates. 

TC2 Air Permit. The Sierra Club and other environmental groups filed a petition challenging 
the air permit issued for the TC2 baseload generating unit which was issued by the KDAQ in 
I\lovember 200.5. In September 2007, the Secretary of the Kentucky Environmental and Public 
Protection Cabinet issued a final Order upholding the permit. The environmental groups 
petitioned the EPA to object to the state permit and subsequent perinit revisions. In 
determinations made in September 2008 and June 2009, the EPA rejected most of the 
environmental groups’ c la im but identified three permit deficiencies which the KDAQ 
addressed by revising the permit. In August 2009, the EPA issued an Order denying the 
remaining claims with the exception of two additional deficiencies which the KDAQ was 
directed to address. The EPA determined that the proposed permit subsequently issued by the 
KDAQ satisfied the conditions of the EPA Order altliough the agency recoinmended certain 
enhancements to the administrative record. In January 201 0, the KDAQ issued a final permit 
revision incorporating the proposed changes to address the EPA objections. In March 201 0, the 
environmental groups submitted a petition to the EPA to object to the permit revision, which is 
now pending before the EPA. The  Company believes that the final permit as revised should not 
have a material adverse effect on its financial condition or results of operations. However, until 
the EPA issues a final ruling on the pending petition and all applicable appeals have been 
exhausted, the Company cannot predict the final outcome of this matter. 

Thermostat Replacement. During January 2010, KU and LG&E announced a voluntary plan to 
replace certain thermostats, which had been provided to customers as part of the Companies’ 
demand reduction progranis, due to  concerns that the thermostats may present a safety hazard. 
Under the plan, the Companies have replaced approximately 8.5% of the estimated 14,000 
thermostats that need to be replaced. Total estimated costs associated with the replacement 
program are $2 million. However, the Companies cannot fully predict the ultimate outcoine of 
the replacement program or other effects or developments which may be associated with the 
thermostat replacement matter a t  this time. 
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Environmental Matters. The Company’s operations are subject to a niiinber of environmental 
laws and regulations i n  each of the jririsdictions in which it operates, governing, among other things, 
air emissions, wastewater discharges, the use, handling and disposal of hazardous substances and 
wastes, soil and groundwater contamination and employee health and safety. 

Clean Air Act Reqziii-emen!~. The Clean Air Act establishes a comprehensive set of programs 
aimed at protecting and improving air quality in the United States by, among other things, 
controlling stationary sources of air emissions such as power plants. While the general regulatory 
frainework for these programs is established at the federal level, most of the prograins are 
implemented and administered by the states under the oversight of the EPA. The key Clean Air 
Act  prograins relevant to KIJ’s business operations are described below. 

Ambient Air Qualily. The Clean Air Act requires the EPA to periodically review the available 
scientific data for six criteria pollutants and establish concentration levels in  the ambient air 
sufficient to protect the public health and welfare with an extra margin for safety. These 
Concentration levels are known as NAAQS. Each state must identify “nonattaininent areas” 
within its boundaries that fail to comply with the NAAQS and develop a SIP to bring such 
nonattainrnent areas into compliance. If a state fails to develop an adequate plan, the EPA inirst 
develop and implement a plan. As the EPA increases the stringency of the NAAQS through its 
periodic reviews, the attainment status of various areas may change, thereby triggering additional 
ernission reduction obligations tinder revised SIPS aimed to achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and fine particulates that required 
additional reductions in SO2 and NOx emissions from power plants. In 1998, the EPA issued its 
final “NOx SIP Call” rule requiring reductions in NOx emissions of approximately 85% fiom 
1990 levels i n  order to mitigate ozone transport from the Midwestern U.S. to the northeastern 
1J.S. To implement the new federal requirements, Kentucky amended its SIP in 2002 to require 
electric generating units to reduce their NOx emissions to 0.1 5 pounds weight per MMBtu on a 
coinpany-wide basis. In 2005, the EPA issued the CAIR which required additional SO2 emission 
reductions of 70% arid NOx emission reductions of 65% from 2003 levels. The CAIR provided 
for a two-phase cap and trade program, with initial reductions of NOx and SO2 emissions due by 
2009 and 2010, respectively, and final reductions due by 201 5. in  2006, Kentucky proposed to 
amend its SIP to adopt state requirements similar to those under the federal CAIR. 

In July 2008, a federal appeals court issued a ruling finding deficiencies in the CAIR and 
vacating it. In December 2008, the Court amended its previous Order, directing the EPA to 
promulgate a new regulation but leaving the CAIR in place in the interim. The reinand of the 
CAIR results in some wcertainty with respect to certain other EPA or state prograins and 
proceedings and the Cornpanies’ compliance plans relating thereto due to the interconnection of 
the CAIR with such associated programs. 

In July 201 0, the EPA issued the proposed CATR, which serves to replace the CAIR. The CATR 
provides for a two-phase SO2 reduction program with Phase I reductions due by 201 2, and Phase 
I2 reductions due by 2014. The CATR provides for NOx reductions in 2012, but the EPA advised 
that it is studying whether additional NOx reductions should be required for 2014. The CATR is 
inore stringent than the CAIR as it accelerates certain compliance dates and provides for only 
intrastate and limited interstate trading of emission allowances. In addition to its preferred 
approach, the EPA is seeking coinment on an alternative approach which would provide for 
jndividual emission limits at each power plant. The EPA has announced that it will propose 
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additional “transport” ruIes to address compliance with revised NAAQS standards for ozone and 
particulate matter which will be issued by the EPA in the future, as discussed below. At present, 
KIJ is not able to predict the outcomes of the legal and regulatory proceedings related to the 
CATR; however, such o~itconies, while not yet determinable, could result i n  significant costs to 
the Company. 

I n  January 201 0, the EPA proposed a revised NAAQS for ozone which would increase the 
stringency of the standard. I n  addition, the EPA published final revised NAAQS standards for 
nitrogen dioxide (“NO2”) and SO2 in February 201 0 and June 201 0, respectively, which are inore 
stringent than previous standards. Depending on the level of action determined necessary to 
bring local nonattainment areas into compliance with the revised NAAQS standards, KIJ’s 
power plants are potentially subject to requirements for additional reductions in SO2 and NOx 
emissions. Until such time as the relevant regulatory agencies make nonattainment designations 
and determine reductions required froin local emissions sources, the Company is unable to 
determine what, if any, additional requirements may be imposed to achieve conipliance with the 
revised NAAQS standards. 

The costs t o  iinpleirient the respective proposed or final more stringent ozone, NO2, SO2, 
particulate matter or other standards under the NAAQS or CATR are not currently determinable. 
Depending upon whether the final rules or implementation methods incorporate additional 
emissions redirction reqiiirements and the amounts of such reductions, such costs could be 
sign i ficarit . 

Huzuidozis Air Po/hilui7tS. As provided in the Clean Air Act, the EPA investigated hazardous air 
pollutant emissions from electric irtililies and submitted a report to Congress identifying mercury 
emissions from coal-fired power plants as warranting hrther study. In 2005, the EPA issued the 
CAMR establishing mercury standards for new power plants and requiring all states to issue new 
SIPS including mercury requireinents for existing power plants. The EPA issued a model rille 
which provides for a two-phase cap and trade program with initial reductions due by 2010, and 
final reductions due by 201 8. The CAMR provided for reductions of 70% from 2003 levels. The 
EPA closely integrated the CAMR and CAIR programs to enslire that the 20 10 mercury 
reduction targets woiild be achieved as a “co-benefit” of the controls installed for purposes of 
compliance with the CAIR. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The EPA has 
announced that it intends lo promulgate a new rule to replace the CAMR. Depending on the final 
outcome of the rulemaking, the CAMR could be replaced by new rules with different or more 
stringent requirements for reduction of mercury and other hazardous air pollutants. Kentucky has 
also repealed its corresponding state mercury regulations. At present, K U  is not able to predict 
the outcomes of the legal and regulatory proceedings related to the CAMR and whether such 
outcomes could have a inaterial effect on the Company’s financial or operational conditions. If 
the new rules are inore stringent and require additional reductions in emissions, the costs to 
achieve such  reductions, while not yet determinable, could be significant. 

Acid Ruin Program. The Clean Air Act imposed a two-phased cap and trade program to reduce 
SO2 emissions from power plants that were thought to contribute to “acid rain” conditions in the 
northeastern U.S. The Clean Air Act also contains requirements for power plants to reduce NOx 
emissions through the itse of available combustion controls. 
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I\‘egior~aI Haze. The Clean Air Act also includes visibility goals for certain federally designated 
areas, including national parks, and requires states to subinit SIPs that will demonstrate 
reasonable progress toward preventing fiiture irnpairment and remedying any existing 
impairment of visibility in those areas. In 200.5, the EPA issued its Clean Air Visibility Rule 
detailing how the Clean Air Act’s BART requirements will be applied to facilities, including 
power plants, btiilt between 1962 arid 1974 that emit certain levels of visibility impairing 
pollutants. Under the final rule, as the CAlR provided for more visibility improvement than 
BART, states are allowed to substitute CAIR requirements in their regional haze SIPs in lieu of 
controls that would otherwise be required by BART. The final rule has been challenged i n  the 
courts. Additionally, because the regional haze SIPs incorporate certain CAIR requirements, the 
remand of the CRlR could potentially impact regional haze SIPS. See “Ambient Air Quality” 
above for a discussion of CAIR-related uncertainties. 

Instcrllcrtior? of Pollzilioi? Confyols. Many of the prograins under the Clean Air Act utilize cap and 
trade mechanisms that require a company to hold sufficient emissions allowances to cover its 
authorized emissions on a company-wide basis and do not require installation of pollution 
controls ori every generating unit. Under cap and trade programs, companies are free to focus 
their pollution control efforts on plants where such controls are particularly efficient and utilize 
the resulting emission allowances for smaller plants where such controls are not cost effective. 
KU met its Phase 1 SO2 requirements primarily through installation of FGD equipment on Ghent 
Unit 1. KU’s strategy for its Phase 11 SO2 requirements, which commenced in 2000, includes the 
installation of additional FGD equipment, as well as, using accumulated emission allowances 
and fiiel switching to defer certain additional capital expendittires. In order to achieve the NOx 
emission reductims inandated by the NOx SIP Call, KU installed additional NOx controls, 
including SCR technology, during the 2000 through 2009 time period at a cost of$221 million. 
In 2001, the Kentucky Coinniissioii granted approval to recover the costs incurred by KIJ for 
these projects through the ECR mechanism. Such monthly recovery is subject to periodic review 
by the Kentucky Coriimission. 

In order to achieve mandated emissions reductions, KU expects to incur additional capital 
expenditures totaling approximately $235 million during the 20 10 through 201 2 time period for 
pollution controls including FGD and SCR equipment and additional operating and maintenance 
costs i n  operating such controls. In 2005, the Kentucky Commission granted approval to recover 
the costs incurred by the Company for these projects through the ECR mechanism. Such monthly 
recovery is subject t o  periodic review by the Kentucky Commission. KlJ believes its costs i n  
reducing SO2, NOx and mercury emissions to be comparable to those of similarly situated 
utilities with lilte generation assets. KU’s compliance plans are subject to inany factors including 
developments in the emission a1 lowance and fuels markets, future legislative and regulatory 
enactments, legal proceedings and advances in clean air technology. K U  will continue to monitor 
these developments to ensure that its environmental obligations are met in the most efficient and 
cost-effective manner. See “Ambient Air Quality” above for a discussion of CAIR-related 
uncertainties. 

GHG Developments. In 200.5, the Kyoto Protocol for reducing GHG emissions took effect, 
obligating 37 industrialized countries to undertake substantial reductions in GHG emissions. The 
I.J.S. has not ratified the Kyoto Protocol, and there are currently n o  iiiandatory GHG emission 
reduction requirements at the federal level. As discussed below, legislation mandating GHG 
ieductions has been introduced in the Congress, but no federal legislation has been enacted to 
date. In the absence of a program at the federal level, various stales have adopted their own GHG 
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emission reduction programs, including 1 I northeastern L7.S. states and the District of Coluinbia 
tinder the Regional GHG Initiative program and California. Substantial efforts to pass federal 
GHG legislation are on-going. The current administration has announced its support for the 
adoption of mandatory GHG reduction req~iireinents at the federal level. The [Jnited States and 
other countries met in Copenhagen, Denmark in December 2009, in an effort to negotiate a GHG 
reduction treaty to succeed the Kyoto Protocol, which is set to expire in 2013. In Copenhagen, 
the 1J.S. made a nonbinding commitment to, among other things, seek to reduce GHG emissions 
to 17% below 2005 levels by 2020 and provide financial support to developing countries. The 
United States and other nations are scheduled to meet in Cancun, Mexico in late 2010 to 
continue negotiations toward a binding agreement. 

GHG Legislntion I<U is monitoring on-going efforts to enact GHG reduction requirements and 
requirements governing carbon sequestration at the state and federal level and is assessing 
potential impacts of such programs and strategies to mitigate those impacts. In June 2009, the 
U.S. Home of Representatives passed the American Clean Energy and Security Act of 2009, 
which is a comprehensive energy bill containing the first-ever nation-wide GHG cap and trade 
program. The bill would provide for reductions in GHG emissions of 3% below 2005 levels by 
20 12, 17% by 2020 and 83% by 2050. In order to cushion potential rate impacts for utility 
customers, approximately 43% of  emissions allowances would initially be allocated at no cost to 
the electric utility sector, with this allocation gradually declining to 7% in 2029 arid zero 
thereafter. The bill would also establish a renewable electricity standard requiring utilities to 
meet 20% of their electricity demand through renewable energy and energy efficiency by 2020. 
The bill contains additional provisions regarding carbon capture and sequestration, clean 
transportation, smart grid aclvancement, nuclear and advanced technologies and energy 
efficiency. 

In September 2009, the Clean Energy Jobs arid American Power Act, which is largely patterned 
on the House legislation, was introduced in the U S .  Senate. The Senate bill raises the emissions 
reduction target for 2020 to 20% below 2005 levels and does not include a renewable electricity 
standard. While the initial bill lacked detailed provisions for the allocation of emissions 
allowances, a subsequent revision incorporated allowance allocation provisions similar to the 
Nouse bill. I n  2010, Senators Kerry and Lieberman and others have undertaken additional work 
to draft GIHG legislation but have introduced no bill in the Senate to date. In JUIY 2010, Senate 
Majority Leader Reid announced that he did not anticipate that GHG legislation would be 
brought to the Senate floor in t he  current session. The Coinpany is closely monitoring the 
progress of pending energy legislation, but the prospect for passage of coinprehensive GMG 
legislation in 2010 is uncertain. 

GHG Regulations. In April 2007, the lJ.S. Supreme Court ruled that the EPA has the authority to 
regulate GHG under the Clean Air Act. In April 2009, the EPA issued a proposed endangerment 
finding concluding that GHGs endanger public health and welfare, which is an initial rulemaking 
step under the Clean Air Act. A final endangerment finding was issued in December 2009. In 
September 2009, the EPA issued a final GHG reporting rule requiring reporting by facilities with 
annual GHG emissions equivalent to at least 25,000 tons of carbon dioxide. A number of the 
Coinpany’s facilities will be required to submit annual reports coininencing with calendar year 
20 10. In May 20 10, the EPA issued a final GHG “tailoring” rule requiring new or modified 
sources with GHG emissions eqiiivalent to at least 75,000 tons of carbon dioxide to obtain 
permits under the Prevention of Significant Deterioration Program. Such new or modified 
facilities would be required to install Rest Available Control Technology. While the Company is 
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unaware of any currently available GHG control technology that might be required for 
installation on new or modified power plants, it is currently assessing the potential impact of the 
rule. The filial rule will apply to new and modified power plants beginning in January 201 1. 

The Company is unable to predict whether inandatory GHG reduction requirements will 
ultiinately be enacted through legislation o r  regulations. 

GHG Litigation. A number of lawsuits have been filed asserting co~n~non  law claims including 
nuisance, trespass and negligence against various conipanies with GHG emitting facilities. In 
October 2009, a three judge panel of the LJnited States Court of Appeals for the 5ti1 Circuit in the 
case of Corner v. Murphy Oil reversed a lower court, holding that private plaintiffs have standing 
to assert certain coininon law claiins against more than 30 utility, oil, coal and chemical 
companies. In March 201 0, the court vacated the opinion of the three_judge panel and granted a 
motion for rehearing but subsequently denied the appeal due to the lack of a quorum. The 
appellate riiling leaves i n  effect the lower court ruling dismissing the plaintiffs’ claims. The 
Coiner complaint alleges that GHG emissions froin the defendants’ facilities contributed to 
global warming which increased the intensity of Hurricane Katrina. E.ON, the indirect parent of 
KIJ and LG&E, was included as a defendant in the coinplaint but has not been subject to the 
proceedings due to the failure of the plaintiffs to prirsue service under the applicable international 
procedures. KU and L,G&E are currently unable to predict further developments in the Comer 
case. KIJ arid L,G&E continue to inonitor relevant GHG litigation to identify judicial 
developments that may be potentially relevant to their operations. 

Ghent Opacity NOV. In September 2007, the EPA issued an NOV alleging that KIJ had violated 
certain provisions of the Clean Air Act’s operating rules relating to opacity during June and July 
of2007 at LJnits 1 and 3 of KU’s Ghent generating station. The parties have met on this matter 
and KU has received no fiirther communications fiom the EPA. The Coinpany is not able to 
estiinate the outcome or potential effects of these matters, including whether substantial fines, 
penalties or remedial measures may result. 

Ghent New Sozirce Review NOJ? In March 2009, the EPA issued an NOV alleging that KU 
violated certain provisions of the Clean Air Act’s rules governing new source review and 
prevention of significant deterioration by installing FGD and SCR controls at its Ghent 
generating station without assessing potential increased sulfuric acid mist emissions. KU 
contends that the work in question, as pollution control projects, was exempt from the 
requirements cited by the EP.4. In December 2009, the EPA issued a Section I 14 inforination 
request seeking additional information on this matter. I n  March 201 0, the Company received an 
EPA settlement proposal providing for iinposition of additional permit limits and emission 
controls and anticipates continued settlement negotiations with the EPA. Depending on the 
provisions o f  a final settlement or the results of litigation, if any, resolution of this matter could 
involve significant increased operating and capital expenditures. The Company is currently 
 ina able to determine the final outcoine of this matter or the impact of an unfavorable 
determination upon the Company’s financial position or results of operations. 

Ash Ponds, Coal-Combtistion Bypi-ooclzicls and Water Discharges. The EPA has undertaken 
various initiatives in response to the December 2008 impoundment failure at the Tennessee 
Valley Authority’s Kingston power plant, which resulted in a inajor release of coal combustion 
byproducts into the environment. The EPA issued information requests to utilities throughout the 
country, including KU, to obtain information on their ash ponds and other impoundments. In 
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addition, the EPA inspected a large number of impoundments located at power plants to 
determine their structural integrity. The inspections included several of KU’s impoundments, 
which the  EPA found to be in satisfactory condition. In June 2010, the EPA published proposed 
regulations for coal combustion byproducts handled i n  landfills and ash ponds. The EPA has 
proposed two alternatives: ( I )  regulation of‘ coal coinbtrstion byproducts in landfills arid ash 
ponds as a hazardous waste or (2) regulation of coal combustion byproducts as a solid waste with 
minimum national standards. Under both alternatives, the EPA has proposed safety requirements 
to address the structitral integrity of ash ponds. In addition, the EPA will consider potential 
refinements of the provisions for beneficial reuse o f  coal coinbustion byproducts. The EPA has 
also announced plans to develop revised effluent limitations guidelines and standards governing 
discharges from power plants. The Company is monitoring these ongoing regulatory 
developments but will be unable to determine the impact until such time as new rules are 
finalized. Should the final rules require more stringent storage or disposal practices for these 
byproducts than currently in place or indirectly cause changes in other operational or generation 
practices, the costs of such revised practices, while not yet determinable, could be significant. 

I n  May 201 0, the Kentucky Waterways Alliance and other environmental groups filed a petition 
with the Kentucky Energy and Environment Cabinet challenging the Kentucky Pollutant 
Discharge Elimination System permit isstred in April 201 0, which covers water discharges froin 
the Triinble County Station. Lhe to the preliminary stage of the proceedings, the Company is 
currently unable to  predict the outcome or precise impact of this matter. 

As a company with significant coal-fired generating assets, KU could be substantially impacted 
by pending or future environmental rules or legislation requiring mandatory reductions in GI-IG 
emissions or other air emissions, imposing more stringent standards on discharges to waterways, 
or establ isliing additional requirements for handling or disposal of coal combustion byproducts. 
However, the precise impact on its operations, including the reduction targets and deadlines that 
would be applicable, cannot be determined prior to the finalizatior, of such requiretnents. While 
the Company believes that inany costs of complying with such pending or future requirements 
would likely be recoverable under the ECR or other potential cost-recovery inechanisrns, this 
cannot be assured. 

General Environmental Proceedings. From time to  time, KIJ appears before the EPA, various 
state or local regulatory agencies and state and federal courts regarding matters involving 
compliance with applicable environinental laws and regulations. Such matters include a prior 
Section I 14 information request fiom the EPA relating to new-source issues at KIJ’s Ghent 2 
generation unit; completed settlement with state regulators regarding particulate limits in the air 
permit f o r  KU’s Tyrone generating station; remediation activities for or other risks relating to 
elevated Polychlorinated Biphenyl levels at existing properties; liability under the Comprehen- 
sive Environmental Response, Compensation and Liability Act for cleanup at various off-site 
waste sites; and claims regarding the GHG emissions froin the Company’s generating stations. 
Based on analysis to date, the resolution of these matters is not expected to have a material 
impact o n  the Company’s operations. 

Note 8 - Related Party Transactions 

KU, subsidiaries of E.ON 1-J.S. and subsidiaries of EON engage in related party transactions. 
Transactions between KU and E.ON U.S. subsidiaries are eliminated upon consolidation of 
E.ON 1J.S. Transactions between K1J and E.ON subsidiaries are eliminated upon consolidation 

28 



of E.ON. These transactions are generally performed at cost and are in accordance with FERC 
regrilatioiis under the Public IJtility Holding Company Act of  2005 and the applicable Kentucky 
Coininission and Virginia Conirnission regulations. The significant related party transactions are 
disclosed below. 

Electric Purchases 

ICU and LG&E purchase energy froin each other in order to effectively manage the load of their 
retail and wholesale customers. These sales and purchases are included in the statetnents of 
income as operating revenues, power purchased expense and other operations and maintenance 
expenses. KU’s intercompany electric revenues and power purchased expense for the three and 
six months ended June 30, were as follows: 

Three Months Ended Six Months Ended 
June 30, June 30. 

(in millions) 2010 2009 2010 rn 
Electric operating revenues froin LG&E $ 4  $ 6  $ 1 1  $ I6 
Power purchased froin LG&E 24 28 49 60 

- Interest Charges 

See Note 6, Short-Term and Long-Term Debt, for details of intercompany borrowing 
arrangements. Intercompany agreements do not reqiiire interest payments for receivables related 
to services provided when settled within 30 days. 

KU’s interest expense to affiliated companies for the three and six nionths ended June 30 was as 
fo! lows: 

(in millions) 
Interest on Fidelia loans 

Three Months Ended Six Months Ended 
June 30. June 30. 

2009 2010 2009 
$ 19 $ 17 $ 37 $ 33 

Interest expense paid to E.ON U.S. on the money pool arrangement was less than $1 inillion for 
the three and six nionths ended June 30, 2010 and 2009. 

- Other Intercoinpanv Billings 

EON U.S. Services provides the Company with a variety of centralized administrative, 
management and support services. These charges incliide payroll taxes paid by E.ON U.S. 
Services on behalf of KU, labor and burdens of E.ON U.S. Services einployees perflonning 
services for KLJ, coal purchases and other vouchers paid by E.ON U.S. Services on behalf of 
KU. The cost of these services is directly charged to the Company, or for general costs which 
cannot be directly attributed, charged based on predetermined allocation factors, including the 
following ratios: number of customers, total assets, revenues, number of einployees and other 
statistical information. These costs are charged on an actiial cost basis. 

In addition, KU a n d  LG&E provide services to each other and to E O N  U.S. Services. Billings 
between KU and LG&E relate to labor and overheads associated with union and hourly 
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employees performing work for the other utility, charges related to jointly-owned generating 
units and other miscellaneous charges. Billings froin KU to E.ON U S .  Services include cash 
received by E.ON 1J.S. Services on behalf of KU, primarily tax settlements, and other payments 
made by the Company on behalf of other non-regulated businesses which are reirnbursed through 
E.ON U.S. Services. 

htercompany billings to and froin KU for the three and six months ended June 30, were as 
follows: 

Three Months Ended Six Months Ended 
June 30, June 30, 

(in millionsj 2010 a 2010 2ooq 
E.ON 1J.S. Services billings to KU $ 67 $ 38 $117 $ 78 
K U  billings to LG&E 1 36 1 47 
LG&E biilings to KU 12 - 19 - 
KlJ  billings to E.ON U.S. Services 1 2 - - 

I n  March 2009, the Company received capital contributions of $50 inillion froin its coinmon 
shareholder, E.ON U.S. 

Intercompany Balances 

The Company had the followiiig balances with its affiliates as of June 30, 201 0 and December 
3 1 " 2009: 

June 30, 
(in millions) 2010 
Accounts receivable from E.ON U.S. $ -  
Accounts payable to LG&E 18 
Accounts payabie to E.ON U.S. Services 15 
Accounts payable to E.ON US.  18 
Accounts payable to Fidelia 15 

84 

of $33 million) 1,33 I 

Notes payable to E.ON U.S. 
L,ong-terin debt to Fidelia (including current portion 

December 3 I , 
2003 

$ 9  
5.3 
20 

15 
4s 

1,33 1 

Note 9 - Subsequent Events 

Subsequent events have been evaluated through August 1 1, 201 0, the date of issuance of these 
statements, and these statements contain all necessary adjustments and disclosures resulting froin 
that evaluation. 

On J ~ l y  30, 2010, the Kentucky Commission issued an Order in the current base rate case 
approving all the provisions i n  the stipulation, with rates effective for service rendered on and 
after August 1, 201 0. 
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On Jiiiy 16,201 0, the FERC issued an Order on the one remaining renewable resource issue 
froin the FERC rate case. The Order indicated that KU is not required to allocate a portion of 
any required renewable resources to the twelve municipalities, thus siibstantially resolving this 
jssue. 
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Management's Discussion and Analysis 

~- Overview 

KU, incorporated in I<entucky in 1912 and in Virginia in 1991, is a regulated public utility 
engaged i n  the generation, transmission, distribution and sale of electric energy in Kentucky, 
Virginia and Tennessee. KTJ provides electric service to approximately 5 16,000 customers in 77 
counties in central, southeastern and western Kentucky, to approxiinately 29,000 customers in 5 
counties in southwestern Virginia and 5 customers in Tennessee. KIJ's service area covers 
approximately 6,600 square miles. Approximately 99% of the electricity generated by I<U is 
produced by its coal-fired electric generating stations. The remainder is generated by a 
hydroelectric power plant and natural gas and oil fireled coinbustion turbines. In Virginia, KU 
operates under the name Old Dominion Power Company. KU also sells wholesale electric energy 
to 12 municipalities. 

I<U is a wholly-owned subsidiary of E.ON U.S., an indirect wholly-owned subsidiary of E.ON, a 
German corporation. KU's affiliate, LG&E, is a regulated public utility engaged in the 
generation, transmission, distribution and sale of electric energy and the storage, distribution and 
sale of natural gas in Kentucky. 

The following disc~ission and analysis by inaiiageinent focuses on those factors that had a material 
effect on KU's financial results of operations and financial condition during the three- and six- 
month periods ended June 30,20 IO,  and should be read i n  connection with the condensed fir~nncial 
statements and notes thereto and the Amiual Report for the year ending December 3 1,2009. 
Dollars are in millions, unless otherwise noted. 

Some of the following discussion may contain forward-looking statements that are subject to certain 
rislts, uncertainties and assumptions. Such forward-looking statements are intended to be identified 
in this document by the words "anticipate," "expect," "estimzite," "objective," "possible," "potential" 
and similar expressions. Actual results may vary materially. Factors that could cause actual results 
to differ materially include: general economic conditions; business and competitive conditions in 
the energy industry; changes in federal or state legislation; unusiial weather; actions by state or 
federal regulatory agencies; and other factors described from time to tirne in the Company's reports, 
including the Annual Report for the year ended December 3 1, 2009. 

PPL Acquisition 

On April 28, 20 I O ,  E.ON U.S. announced that a Purchase and Sale Agreement (the "Agree- 
ment") had been entered into among E.ON US Investments, PPL and E.ON. 

The Agreement provides for the sale of E.ON U.S. to PPL. Pursuant to the Agreement, at 
closing, PPL, will acquire all of the outstanding limited liability company interests of E.ON 1J.S. 
for cash consideration of $2.1 billion. In addition, pursuant to the Agreement, PPL agreed to 
assume $925 rnillion of pollution control bonds and to repay indebtedness owed by E.ON U.S. 
and its subsidiaries to E.ON US Investments and its affiliates. Such affiliate indebtedness is 
currently estimated to be $4.6 billion. The aggregate consideration payable by PPI, on closing, 
$7.6 billion (including the assumed indebtedness), is subject to adjustment for specified 
incremental investment in E.ON U.S. that will potentially be made by E.ON US Investments and 
its affiliates prior to closing. 
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The transaction is subject to customary closing conditions, including the expiration or 
termination of the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required 
regulatory approvals (including state regulators in Kentucky, Virginia and Tennessee, and the 
FERC) and the absence of injunctions or restraints imposed by governmental entities. Subject to 
receipt ofrequired approvals, the transaction is expected to close by the end of 2010. Change of 
control and financing-related applications were filed on May 28, 20 I O ,  with the Kentucky 
Coinmission and on June 15, 201 0, with the Virginia Commission and the Tennessee Regulatory 
Authority. An application with the FERC was filed on J u n e  28, 2010. During the second quarter 
of 2010, a number of intervenors made entries into the Kentiicky Commission proceedings and 
data request filings and responses occurred. Hearings in the Kentucky Cornmission proceedings 
are scheduled for September 8, 201 0. Early termination of the final Hart-Scott-Rodino waiting 
period was received on August 2, 20 I O .  

Based upon credit and financial inarltet conditions, the anticipated PPL acquisition and other 
factors, the Company anticipates completing certain re-financing transactions and, where 
applicable, has applied for regiilatory approvals for such transactions. KU anticipates issuing up 
to $1.6 billion in public first mortgage bonds, the proceeds of which will substantially be used to 
refund existing long-term intercompany debt. As required by existing covenants, in connection 
with the issuance of any such secured debt, KU would also collateralize certain outstanding 
pollution control bond debt series which are presently unsecured. Upon such collateralization, 
approximately $35 1 million i n  existing pollution control debt would become secured debt, 
s~ipported by a first niortgage lien. Subject to regulatory approvals and other conditions, KU 
may complete these transactions, i n  whole or in part, during late 2010 and early 201 1. 

Regulatory Matters 

I n  January 201 0, KIJ filed an application with the Kentucky Commission requesting an increase 
in electric base rates of approximately 12%, or $135 inillion annually, including an 11.5% return 
on equity. KIJ requested the increase, based on the twelve month test year ended October 3 1 , 
2009, to become effective on and after March 1, 2010. The requested rates were suspended until 
August 1,201 0. A number of intervenors entered the rate case, including the Kentucky Attorney 
General’s office, certain representatives of industrial and low-income groups and other third 
parties, and submitted filings challenging the Company’s requested rate increases, in whole or in 
part. A hearing was held on June 8,201 0. KU and all of the intervenors except the AG agreed to 
a stipulation providing for an increase in electric base rates of $98 inillion annually and filed a 
request with the Kentucky Coinmission to approve such settlement. An Order i n  the proceeding 
was issued in July 2010, approving all the provisions in the stipulation, with rates effective on 
and after August 1,2010. 

In January 2009, a significant ice storm passed through KU’s service territory causing 
approxiinately 199,000 customer outages and was followed closely by a severe wind storm in 
February 2009 that caused approxiinately 44,000 customer outages. KU incurred $57 million in 
incremental operation and maintenance expenses and $33 million in capital expenditures related 
to the restoration following the two storms. The Company filed an application with the Kentucky 
Commission in April 2009, requesting approval to establish a regulatory asset and defer for 
future recovery approximately $62 million in incremental operation and maintenance expenses 
related to the storin restoration. In September 2009, the Kentucky Commission issued an Order 
allowing the Company to establish a regulatory asset of up to  $62 inillion based on its actual 
costs for storm dainages and service restoration due to the January and February 2009, storms. In 
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September 2009, the Company established a regulatory asset of $57 inillion for actual costs 
incurred. The Company received approval in its current base rate case to recover this asset over 
a ten year period beginning August 1, 201 0. 

Virginia Rate Case 

In June 2009, I<U filed an application with the Virginia Coirimissiori requesting an increase in 
electric base rates for its Virginia jurisdictional customers i n  an amount of $1 2 million annually 
or approximately 2 1 %. The  proposed increase reflected a proposed rate of return on rate base of 
8.586% based upon a return on equity of 12%. During December 2009, KU and the Virginia 
Commission Staff agreed t o  a Stipulation and Recommendation authorizing base rate revenue 
increases of $ I  I million arinually and a return on rate base of 7.846% based on a 10.5% return on 
common equity. A public hearing was held during January 2010. As permitted, pursuant to a 
Virginia Commission Order, KU elected to i~iiplement the proposed rates effective November 1 , 
2009, on an interim basis. In March 2010, the Virginia Commission issued an Order approving 
the stipulation, with the increased rates to be put into effect as of April 1,  2010. As part of the 
stipulation, KU refunded certain amounts collected since November 2009, consisting of interim 
rates in excess of the idtiinate approved rates. These refunds, including interest, aggregated 
approximately $1  million and were made during May and June 2010. During the third quarter of 
2010, a report is expected to be filed detailing the costs ofthe refunds, the accounts charged and 
details validating that all refunds have been made. 

FERC Wholesale Rate Case 

In September 2008, KU filed an application with the FERC for increases in electric base rates 
applicable to wholesale power sales contracts or interchange agreements involving, collectively, 
twelve Kentucky municipalities. The application requested a shift fi-om current, all-in stated unit 
charge rates to an  inb bundled forinula rate, including an annual adjustment mechanism. In May 
2009, the FERC issiied an  Order approving a sett!ement among the parties in the case, 
incorporating increases of approxirnately 3% from prior rates and a return on equity of 1 1%. In 
May 201 0, K C I  submitted to the FERC the proposed current annual adjustment to the formula 
rate. This updated rate became effective on July 1, 201 0, subject to certaiii review procedures by 
the wholesale requirements customers and the FERC, including potential refunds in the case of 
disallowed costs or charges. 

By mutual agreement, the parties’ settlement of the 2008 application left outstanding the issue of 
whether KU must allocate to the municipal customers a portion of renewable resources it may be 
required to procure on behalf of its retail ratepayers. In August 2009, the FERC accepted the 
issue for briefing and the parties completed briefing submissions during 2009. An Order was 
issued by the FERC in J d y  2010, indicating that KIJ is not required to allocate a portion of any 
renewable resoiirces to t h e  twelve municipalities, thus resolving the remaining issue. 

Environmental Matters 

General. Protection of the environment is a major priority for KIJ and a significant element of 
its business activities. KU’s properties and operations are sub,ject to extensive environinental- 
related oversight by federal, state and local regulatory agencies, including via air quality, water 
quality, waste nianageinent and similar laws and regulations. Therefore, KU must conduct its 
operations in accordance with numerous permit and other requirements issued under or contained 
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in such laws or regulations. 

Climate Change. Recent developments continue to indicate an increased possibility of 
significant climate change or GWG legislation or regulation, at the international, federal, regional 
and state levels. During Decciiiber 2009, as part of the United Nation’s Copenhagen Accord, the 
United States agreed to a non-binding goal to reduce GHG einissions to 17% below 2005 levels 
by 2020. Additionally, during 2009, the US. House of Representatives passed comprehensive 
GHG legislation, which inc!uded a number of measures to limit GHG emissions and achieve 
GHG emission reduction targets below 2005 levels of 3%, 17% and 83% by 201 2, 2020 and 
2050, respectively, and the U.S. Senate is considering companion legislation. In late 2009, the 
EPA issued or proposed various regulatory initiatives relating to GHG matters, including an 
endangerment finding relating to niobile sources of GHGs, a GHG reporting requirement and a 
rule relaiing to permitting requirements for new or modified GHG emission SoLirces. Finally, a 
number of U.S. states, although not currently including I<entiiclcy, have adopted GHG-reduction 
legislation or regulation of various sorts. The developing GIHG initiatives include a number of 
differing structures and formats, including direct limitations on GHG sources, issuance of 
allowances for GHG eniissions, cap-and-trade programs for such allowances, renewable or 
alternative generation portfolio standards and mechanisms relating to demand reduction, energy 
efficiency, smart-grid, transmission expansion, carbon-sequestration or other GHG-reducing 
efforts. While the final t e rm and impacts of such initiatives cannot be estimated, KU, as a 
primarily coal-fired utility, could be highly affected by such proceedings. 

The cost to KU and the effect on KIJ‘s business of complying with potential GHG restrictions 
wiil dzpend upon the details of the prograins ultimately enacted. Some of the design elements 
which may have the greatest effect on  KLJ include (a) the required levels and timing of any 
carbon caps or limits, (b) the emission sources covered by such caps or limits, (c) transition and 
mitigation provisions, such as phase-in periods, free allowances or price caps, (d) the availabiiity 
and pricing of relevant GMG-redi.iction technologies, goods or services and (e) economic, market 
a d  custoiner reaction to electricity price and demand changes due to GHG limits. While the 
costs to comply with fiiture GHG developinents are not currently determinable, such costs could 
be significant. 

Ultimately, environinental matters or potential environmental matters can represent an important 
element of current or future potential capital requirements, fiiture unit retirement or replaceinent 
decisions, supply and demand for electricity, operating and niaintenance expenses or compliance 
risks fbr the Company. While K U  currently anticipates that many of such direct costs or effects 
may be recoverable through rates or other regulatory mechanisms, particularly with respect to 
coal-related generation, the svailabil ity, tiniiiig or completeness of such rate recovery cannot be 
assured. Ultimately, climate change matters could result in material effects on KTJ’s results of 
operations, liquidity and financial position. See Management’s Discussion and Analysis and 
Note 7 of Notes to Condensed Financial Statements for additional information. 
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Results of  Operations 

The electric utility business is affected by seasonal temperatures. As a result, operating revenues 
(and associated operating expenses) are not generated evenly throughout the year. 

Three Months Ended June 30, 201 0, Compared to 
Three Months Ended June 30, 2009 

Net Income 

Net income was $31 million for the three months ended June 30, 2010, compared to $26 million 
for- the same period in 2009. The increase was primarily the resiilt of the following: 

Total operating revenues 

Total operating expenses 

Three Months Ended 

2010 2009 (Decrease) 
June 30, Increase 

$ 350 $ 30.5 $ 45 

252 27 _____- 279 

Operating iricoine 71 53 18 

Equity in loss of unconsolidated venture 1 1 
Other expense (income) ~ net I ( 3 )  4 
Interest expense 1 1 - 
Interest expense to affiliated coinpanjes 19 17 2 ~- 

Income before income taxes 49 37 12 

Income tax expe,nse 18 11 7 

Net  income 

Operating Revenues 

T h e  $45 million increase in operating revenues i n  the three ~nonlhs ended June 30, 201 0, was 
primarily due lo: 

Retail sales volumes (a) 
Retail FAC costs billed to customers due to higher fuel prices 
ECR surcharge due to increased recoverable capital spending 
DSM revenue due to increased recoverable program spending 
Retail base rates 
Miscellaneous operating revenues 
Wholesale sales to LG&E due to volume (b) 

Increase 
{Decrease) 
$ 29 

1 1  
3 
2 
2 
1 

$ 45 
(3 1 
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(a) Primarily due to increased constimption by residential customers as a result of increased 
cooling degree days and higher energy usage by industrial customers as a result of 
improved economic conditions 

(b) Primarily due to increased energy demand from industrial and residential custoniers at 
LG&E and increased coal-fired generation unit outages at LG&E in the second quarter of 
2010. Via a mutual agreement, KU purchases LG&E’s lower cost electricity to serve 
KU’s native load, and K U  sells its higher cost electricity to L,G&E for LG&E to make 
wholesale sales. 

Operating Expenses 

Fuel for electric generation comprises a large coinponent of total operating expenses. Increases 
or decreases in the cost of fuel are reflected in retail rates through the FAC, subject to the 
approval of the Kentucky Commission, the Virginia Coinmission and the FERC. Operating 
expenses for the three months ended June 30, follow: 

Three Months Ended 

2010 2009 [Decrease) 
June 30, increase 

Fuel for electric generation $ 119 $ 100 $ 19 
Power purchased 40  43 ( 3 )  
Othcr operation and maintenance expenses 86 76 10 
Depreciation and amortization 

Total operating expenses 
33 1 

t$ 279 $ 252 $ 27 
- 34 

Fuel for Electric Generation 

The $19 million increase in fuel for electric generation in the three tnonths ended June 30,2010, 
was primarily due to increased volumes of fuel usage due to increased native load sales. 

Power Purchased 

The $3 inillion decrease in power purchased expense in the three months ended June 30, 2010, 
was primarily due to: 

Third-party purchased volumes for native load 
Purchases from LG&E due to volume (a) 
Demand payments for third-party purchases 
OMU settlement received in  2009 (b) 
Prices for purchases used to serve retail customers 

Increase 
(Decrease) 
$ ( 6 )  

(4) 
(2 ) 
6 
3 

(a) Via a inirtiral agreement, I W  purchases L,Ci&E’s lower cost electricity to serve KU’s 
native load. LG&E provided lower volumes due to  its increased energy demand from 
residential and industrial customers from warmer temperatiires and due to increased coal- 
fired generation unit outages during the second quarter of 201 0. 
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(b) See Note 7 of Notes to Condensed Financial Statements for further discussion of the 
OMU settlement. 

Other Operation and Maintenance Expenses 

Other operation and maintenance expenses increased $1 0 million in the three months ended June 
30, 201 0, due to $7 inilljon of increased other operation expenses and $3 million of increased 
maintenance expenses. 

Other Operation Expenses 

The $7 million increase in other operation expenses in the three months ended June 30, 2010, 
was priinarily due to: 

Steam expense due to increased generation in 201 0 
Transmission expense 
OMU scttlernent received in 2009 
DSM expense due to expanded programs and new projects 
Rad debt expense 
MISO RSG resettlements incurred in 2009 
Property and other taxes reduction resulting from an increased 

coal tax credit 

Increase 
(Decrease) 
$ 2  

2 
2 
2 
1 

( 1 )  

Maintenance Expenses 

The $3 million increase in maintenance expenses in the three months ended June 30, 2010, was 
priinarily due to: 

Combustion tiirhine maintenance 
Administrative and general 
Distribution expense 

Increase 
(Decrease) 
$ 1  

I 
1 

$ 3  
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Other Expense (Income) - net 

The $4 million increase in other expense (income) - net in the three months ended June 30, 
201 0, was priinarily due to: 

Increase 
[Decrease) 

Discontinuance of allowance for fLinds used during 
construction on ECR projects resulting from FERC rate 
case $ 1 

Depreciation expense on TC2 joint-use assets held for future 
use 1 

1 
1 

$ 4 

Gain on key inan life insurance payout in 2009 
Decreased interest income from other loans and receivables 

Interest Expense 

The $2 million increase in interest expense, including interest expense to affiiiated companies, i n  
the three months ended June 30, 2010, was primarily due to increased intercompany notes 
outstanding. 

Income Tax Expense 

See Note 5 of Notes to Condensed Financial Statements for a reconciliation of differences 
between the statutory U.S. federal income tax expense and KU’s income tax expense. 
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Six Months Ended June 30,20 IO, Compared to 
Six Months Ended June 30, 2009 

Net Income 

Net  income was $75 million for the six months ended June 30, 2010, compared to $33 inillion 
for the saine period in 2009. The increase was primarily the result of the following: 

Total operating revenues 

Six Months Ended 
June 30, Increase 

2010 2009 (Decrease) 
$ 730 $ 668 $ 62 

Total operating expenses 5 72 596 @4) 

Operating income 158 72 86 

Equity in earniiigs of unconsolidated 
venture (2) (1) (1) 

Other expense - net 1 (6) 7 
Jnterest expense 3 3 - 
Jnterest expense to affiliated companies 37 33 4 

Income before income taxes 119 43 76 

34  10 -~ Income tax expense 44 

Net income $ 75 _..j 9; 33 $ 42 

Operating Revenues 

T h e  $62 niillion increase in operating revenues in the six months ended June 30, 201 0, was 
priinarily due to: 

Retail sales volumes (a) 
DSM revenue due to increased recoverable program spending 
Miscellaneous operating revenue (b) 
Merger surcredit 
Wholesale sales to L,G&E due to voluine (c)  
Retail FAC 
Gains in energy marketing financial swaps 
Wholesale sales to L,G&E due to fuel price 

Increase 
(Decrease) 
$ 59 

7 
6 
1 

( 5  ) 
( 3  1 
(2) 
(1 1 

$ 62 

(a) Priinarily due to increased consumption by residential customers as a result of increased 
cooling degree days and higher energy usage by industrial customers as a result of 
improved economic conditions 
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(b) Primarily related to increased late payment charges ($4 million) and transmission service 

(c) Primarily due to increased energy demand from industrial and residential customers at 
revenues ($1 million) 

L,G&E and increased coal-fired generation unit outages at LG&E in the first six inontlis 
of 201 0. Via a mutual agreement, I<IJ purchases LG&E’s lower cost electricity to serve 
KLJ’s native load and KU sells its higher cost electricity to LG&E for LG&E to make 
wholesale sales. 

Operating Expenses 

Fuel for electric generation comprises a large component of total operating expenses. Increases 
or decreases in the cost of fLel are reflected in retail rates through the FAC, subject to the 
approval of the Kentucky Commission, the Virginia Cornmission and the FERC. Operating 
expenses for the six n~onths ended June 30 follow: 

Six Months Ended 
June 30, Increase 

2010 2009 [Decrease) 
Fue! for electric generation $ 245 $ 21.5 $ 30 
Power purchased 94 107 (1 3) 
Other operation and maintenance expenses 165 208 (4.7) 
Depreciation and amortization 

Total operating expenses 

Fuel for Electric Generation 

The $30 inillion increase in fuel for electric generation in the six inonths ended June 30, 2010, 
was primarily due to: 

Fuel usage volumes due to increased native load sales 
Commodity and transportation costs for coal 

Increase 
[Decrease] 
$ 41 

(11) 
$ 30 

Power Purchased 

The $1 3 rnillion decrease in power purchased expense in the six months ended June 30, 201 0, 
was primarily due to: 

Purchases from LG&E due to volume (a) 
Third-party purchased volurnes for native load 
Demand payments for third-party p~irchases 
Purchases from LG&E due to fuel costs 
OMU settlement received in 2009 (b) 

$ (13) 
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(a) Via a mutual agreement, KU purchases L,G&E’s lower cost electricity to serve KU’s 
native load. L,G&E provided lower volumes due to its increased energy demand from 
residential and industrial customers from colder weather i n  the first quarter and warmer 
temperatures in the second quarter of 201 0, and due to increased coal-fired generation 
iinit outages in the first six months of 201 0. 

OMU settlement 
(b) See Note 7 of Notes to Condensed Financial Statements for firrther discussion of the 

Other Operation and Maintenance Expenses 

Other operation and maintenance expenses decreased $43 inillion in the six months ended June 
30,2010, due to $53 million of decreased maintenance expenses and $10 million of increased 
other operation expenses. 

Maintenance Expenses 

The $53 inillion decrease in maintenance expenses in the six inonths ended June 30, 2010 was 
primarily due to: 

Increase 
(Decrease) 

Distribution expense incurred in 2009 due to winter storm 

Turbine outages in 2009 
‘Transmission expense 
Administrative and general expense (a) 

restoration 

(a) Labor and system maintenance contracts resulting from a significant in-house customer 
information system project completed during the second quarter of 2009 

Other Operation Expenses 

The $10 million increase in other operation expenses in the six months ended June 30, 2010, was 
primarily due to: 

Transmission expense (a) 
Adininistrative and general (b) 
Steam expense due to increased generation in 20 10 
DSM expense due to expanded prograins and new projects 
OMIJ settlement received in 2009 
Distribution expense resulting from 2009 winter storm 

Property and other tax reduction resulting from an increased 

Other power expense due to MISO RSG resettlements in 2009 

restoration 

coal tax credit 

Increase 
(Decrease) 
$ 5  

4 
3 
3 
2 
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(a) Primarily due to the establishment of a regulatory asset approved by the Kentucky 
Coinmission for the EKPC settlement in 2009 and six months of amortization expense 
recorded in 2010, as well as increased transmission expense due to transmission charges 
for FERC jurisdictional municipal customers now unbundled from energy. 

(b) Primarily due to bad debt expense increased due to higher billed revenues, 
implementation of a late payment charge and a higher net charge-off percentage 

Equity in Earnings of TJnconsolidated Venture 

The $1 million increase in equity in earnings of unconsolidated venture in the six months ended 
June 30, 2010, was primarily due to higher EEI earnings resulting from increased market prices. 

Other Expense - net 

The $7 million increase in other expense - net in the six months ended June 30, 2010, was 
primarily due to: 

Increase 
(Decrease) 

Discontinuance of allowance for fiinds used during 
construction on ECR projects resulting from FERC rate 
case $ 3  

use 2 
1 
1 

$ 7  

Depreciation expense on TC2 joint-use assets held for future 

Gain on key man life insurance payout in 2009 
Decreased interest income from other loans and receivables 

Interest Expense 

The $4 million increase in interest expense, including interest expense to affiliated companies, in  
the six months ended June 30, 2010, was primarily due to increased intercompany notes 
out st and in g . 

Income Tax Expense 

See Note 5 of Notes to Condensed Financial Statements for a reconciliation of differences 
between the statutory 1J.S. federal income tax expense and KIJ’s income tax expense. 
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Financial Condition 

LiQuidity and Capital Resources 

June 30, December 3 1 ,  
(in i I I ions) 2009 

Current portion of long-term bonds 228 228 
Cash and cash equivalents $ 3  $ 2  

Current portion of long-term debt to affiliated company 33 33 
Notes payable to affiliated company 84 45 

The $1 million increase in KU’s cash and cash equivalents in the six months ended June 30, 
2010, was priniarily the net result ofi 

Increase 
(Decrease) 

Cash provided by operating activities $ 1.55 
A net increase in short-term borrowings from affiliated company 

Expenditures to purchase assets from affiliate (48) 

39 
Construction expenditures (145) 

$ 1  

Workinp Capital Deficiency 

As ofJune 30,2010, KU had a working capital deficiency of $189 million, primarily due to the 
terms of certain tax-exempt bonds totaling $228 million, which allow the investors to put the 
bonds back to the Company causing thein to  be classified as current portion of long-term bonds. 
The Company has adequate liquidity facilities to repurchase any bonds put back to the Company. 
Working capital deficiencies can be fhnded through an intercompany money pool agreement 
through bilateral lines of credit or drawings under letters of credit. See Note 6 of Notes to 
Condensed Financial Statements. K U  believes that its sources of funds will be sufficient to meet 
the needs of its business in the foreseeable future. 

Auction Rate Securities 

Auctions for auction rate securities issued by KU continued to fail during the quarter. K U  did not 
hold any of its own auction rate securities at June 30, 20 10 and December 3 I ,  2009. See Note 6 
of Notes to Condensed Financial Statements for further discussion of auction rate securities. 

- Debt 

Regulatory approvals are required for KU to incur additional debt. The Virginia Cormnission and 
the FERC authorize the issuance of short-term debt while the Kentucky Commission, the 
Virginia Cornmission and the Tennessee Regulatory Authority authorize the issuance of long- 
term debt. In November 2009, KU received a two-year authorization from the FERC to borrow 
up to $400 million in short-term funds. KU also has authorization fi-om the Virginia Commission 
that expires at the end of 201 1, allowing short-term borrowing of up to $400 million. These 
short-term funds are made available via the Company’s participation in an intercompany money 
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pool agreement wherein E.ON U S .  and/or LG&E make fiinds available to K1.1 at market-based 
rates (based on highly rated commercial paper issues) up to $400 million. 

See Note 6 of Notes to Condensed Financial Statements for inforination on redemptions, 
maturities and issuances of long-term debt. 

Coinmon Stock Dividends 

During 2010, the Company has not paid dividends to its coininon shareholder, E.ON U.S. KU 
uses net cash generated from its operations and external financing (including financing from 
affiliates) to fund the payment of dividends. Future dividends, declared at the discretion of the 
Board of Directors, will be dependent upon future earnings, financial requirements and other 
factors. 

Credit Ratings 

The Company’s debt ratings as ofJune 30, 2010, were: 

Moody’s s&p 

Unenhanced pollution control revenue bonds A2 BRB+ 

Corporate credit rating - RBB+ 
Issuer rating A2 - 

These ratings reflect the views of Moody’s and S&P. A security rating is not a recommendation 
to buy, sell or hold securities and is subject to revision or withdrawal at any time by the rating 
agency. In  connection with E.ON U.S.’s annoiincelnent that E.ON and E.ON l.JS Investments 
Corp. had entered into a definitive agreement with PPL to sell to PPL all the equity interests of 
E.ON U S . ,  Moody’s placed the debt ratings of the Company under review for possible 
downgrade. S&P affirmed the existing ratifigs of the Company. See Note 6 of Notes to 
Condensed Financial Staternents for a discussion of recent downgrade actions related to the 
pollution control revenue bonds caused by a change i n  the rating of the entity insuring those 
bonds. 

IW has various derivative and non-derivative contracts, incliiding contracts for the sale and 
purchase of electricity and fuel and interest rate instruments, which contain provisions requiring 
KU to post additional collateral or permit the counterparty to terminate the contract if KlJ’s 
credit rating were to fall below investment grade. At June 30, 201 0, if KlJ’s credit rating had 
been below investment grade, the Company would not have been required to post collateral to 
counterparties for both derivative and non-derivative commodity and coininodity-related 
Contracts used in its generation, marketing and tradiiig operations and interest rate contracts. 

45 



Future Canital Requirements 

KU’s construction program is designed to ensure that there will be adequate capacity and 
reliability to meet the electric needs of its service area and to coinply with environmental 
regulations. These needs are continually being reassessed, and appropriate revisions are made, 
when necessary, in construction schedules. KLJ expects its capital expenditures for the three-year 
period ending December 31, 2012, to total approxiinately $1 . I  billion, consisting primarily of the 
following: 

($ in millions) 
Construction of generation assets $ 290 
Construction of distribution assets 2.50 
Ash pond and landfill projects 235 
Brown SCR 1 50 
Installation of FGDs on Chent and Brown units 130 
Inforination technology projects 35 
Other projects 25 
Construction of TC2 (includes $5 million for environmental 

controls) 25 
$ 1,140 

Future capital requirements may be affected in varying degrees by factors such as electric energy 
deinand load growth, changes in construction expenditure levels, rate actions by regulatory 
agencies, ncw legislation, changes in commodity prices and labor rates, changes in 
environmental regulations and other regulatory requirements. Credit market conditions can affect 
aspects of the availability, t e r m  or methods in which the Company fiinds its capital 
requirements. KU anticipates funding fiiture capital requirements throngti operating cash flow, 
debt andlor infiusions of capital from its parent. 
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Controls and Procedures 

Management is responsible for establishing and maintaining adequate internal control over 
financial reporting. Internal control over financial reporting is a process designed to provide 
reasonable assurance regarding the reliability of financial reporting and the preparation of 
financial statements for external purposes in accordance with generally accepted accounting 
principles. A company’s internal control over financial reporting includes those policies and 
proczdures that pertain to the niaintenance of records that, in reasonable detail, accurately and 
fairly reflect the transactions arid dispositions o€ the assets of the company; provide reasonable 
assurance that transactions are recorded as necessary to permit preparation of financial 
statements in accordance with generally accepted accounting principles and receipts and 
expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and provide reasonable assurance regarding 
prevention or timely detection of unauthorized acquisition, use, or disposition of the Company’s 
assets that could have a material effect on the condensed financial statements. 

Because of its inherent limitations, internal control over financial reporting may not prevent or 
detect misstatements. Also, projections of any evaluation of effectiveness to fitture periods are 
subject to the risk that controls may become inadequate because of changes in conditions, or that 
the degree of compliance with the policies or procedures may deteriorate. 

KU is not subject to the internal control a d  other requirements of the Sarbanes-Oxley Act of 
2002 and associated rules (the “Act”) and consequently is not required to evaluate the 
effectiveness of the Company’s internal control over financial reporting pursuant to Section 404 
of the Act. However, management has assessed the effectiveness of the Company’s internal 
control over financial reporting as of December 3 1, 2009, using the criteria set forth by the 
Cointnittec of Sponsoring Organizations of the Treadway Commission in Internal Control - 
Integrated Franmvork. Management has concluded that, as of December 3 1,2009, the 
Company’s internal control over financial reporting was effective based on those criteria. There 
have been no changes in the Company’s internal control over financial reporting that occurred 
during the six months ended June 30,201 0, that has materially affected or is reasonably likely to 
materially affect the Company’s internal control over financial reporting. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 I ,  
2009, was audited by PricewaterhouseCoopers LLP, an independent accounting firm, as stated in 
its report which is included in the 2009 KU Annual Report. 
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Legal Proceedings 

For a description of the significant legal proceedings, including, but not limited to, certain rates 
and regrrlatory, environmental, climate change and litigation matters, involving KU, reference is 
made to the information under the following captions of the Company’s Annual Report far the 
year ended December 3 1, 2009: Business, Risk Factors, Legal Proceedings, Management’s 
Discussion and Analysis, Financial Statements and Notes to Financial Statements. Reference is 
also made to the matters described in Notes 2, 7 and 9 of this quarterly report. Except as 
described in this quarterly report, to date, the proceedings reported in the Company’s Annual 
Report for the year ended December 3 I ,  2009 have not materially changed. 

Other 

In the nornial coiirse of busiiiess, other lawsuits, claims, environmental actions and other 
governmental proceedings arise against K1J. To the extent that damages are assessed i n  any of 
these lawsuits, the Company believes that its insurance coverage is adequate. Management, afier 
consultation with legal co~insel, does not anticipate that liabilities arising out of other currently 
pending or threatened lawsuits and claiins will have a material adverse effect on the Company’s 
financial position or results of operations. 
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Report of Independent Accountants 

To Shareholder of Kentucky Utilities Company: 

- _. _ _  
PricewaterhouseCoopers LLP 
500 West Main Street 
Suite 1800 
Louisville KY 40202 4264 
Telephone (502) 589 6100 
Facsimile (502) 585 7875 

We have reviewed the accompanying condensed balance sheet of Kentucky Utilities Company as of 
September 30, 2010, and the related condensed statements of income and comprehensive income, 
and of retained earnings for the three-month and nine-month periods ended September 30, 2010 and 
2009 and the condensed statement of cash flows for the nine-month periods ended September 30, 
2010 and 2009. This condensed interim financial information is the responsibility of the Company’s 
management. 

We conducted our review in accordance with standards established by the American Institute of 
Certified Public Accountants. A review of interim financial information consists principally of applying 
analytical procedures and making inquiries of persons responsible for financial and accounting 
matters. It is substantially less in scope than an audit conducted in accordance with auditing standards 
generally accepted in the United States of America, the objective of which is the expression of an 
opinion regarding the financial information taken as a whole. Accordingly, we do not express such an 
opinion. 

Based on our review, we are not aware of any material modifications that should be made to the 
accompanying condensed interim financial information for it to be in conformity with accounting 
principles generally accepted in the United States of America. 

We have previously audited, in accordance with auditing standards generally accepted in the United 
States of America, the balance sheet of Kentucky Utilities Company as of December 31, 2009, and the 
related statements of income, retained earnings, and of cash flows for the year then ended (not 
presented herein), and in our report dated March 19, 2010, we expressed an unqualified opinion on 
those financial statements. In our opinion, the information set forth in the accompanying condensed 
balance sheet information as of December 31,2009, is fairly stated in all material respects in relation 
to the balance sheet from which it has been derived. 

October 29,2010 
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Kentucky Utilities Company 
Condensed Statements of Income 

(Unaudited) 
(Millions of $) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 20129 2010 2009 

Operating revenues (Note 10) .......................................... $ 41 6 $ 341 $ 1,146 $ 1,009 

Operating expenses: 
Fuel for electric generation ......................................... 146 114 39 1 329 

Other operation and maintenance expenses ................ 86 22 25 1 230 
Power purchased (Note 1 0) ......................................... 41 47 13.5 154 

Depreciation, accretion and amortization .................... 38 33 106 99 

Total operating expenses ........................................ 31 1 216 883 812 

Operating income ................................................... 10.5 125 263 197 

Interest expense (Note 8) .................................................. 2 2 5 5 
Interest expense to affiliated companies (Notes 8 and IO) 18 I8 5s 51 
Other income (expense) - net .......................................... 1 2 7 

Income before income taxes ............................................. 86 10.5 205 148 

Income tax expense (Note 7) ............................................ 32 76 49 39 ____- 

Net income ..................... ................................ .................. $ 54 $ 66 $ 129 $ 99 

The accompanying notes are an integral part of these condensed financial statements. 
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Kentucky Utilities Company 
Condensed Statements of Comprehensive income 

(Unaudited) 
(Millions of $) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 m 2010 2009 

Net income ................................................................. $ 54 $ 66 $ 129 $ 99 

Comprehensive income (loss) attributable to 
unconsolidated venture - net of tax benefit of $1, 

...................................... - (2) $0, $1 and $0, respectively (2) 

Comprehensive income .............................................. $ 52 $ 66 9; 127 $ 99 

Condensed Statements of Retained Earnings 
(LJnaudi ted) 

(Millions of $) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2oIo 2009 2010 2009 

Balance at beginning of period ................................... $ 1,403 $ 1,228 $ 1,328 $ 1,195 
................................................................. 54 66 129 99 Net income 

1,457 1,294 1,457 1,294 

............................. Cash dividends declared (Note 10) (50) - (50) - 

Balance at end of period ....................................... ...... $ 1,407 $ 1,294 $ 1,407 $ 1,294 

The accompanying notes are an integral part of these condensed financial statements. 
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Kentucky Utilities Company 
Condensed Balance Sheets 

(Unaudited) 
(Millions of $) 

Assets 
Current assets: 

Cash and cash equivalents ..................................................................... 

Customer - less reserves of $2 in 20 10 and $1 in 2009 ................... 
Affiliated companies ........................................................................ 
Other - less reserves of$2 in 2010 and 2009 .................................. 

Fuel (predominantly coal) ................................................................ 
Other materials and supplies ............................................................ 

Regulatory assets (Note 2) .................................................................... 
Prepayments and other current assets .................................................... 

Accounts receivable - net: 

Materials and supplies: 

September 30. 
2010 

$ 2 

172 

28 

98 
42 
14 
1 1  

Total current assets 367 ..................................................................... 

Investment in unconsolidated venture ........................................................ 12 

Property. plant and equipment: 
Regulated utility plant - electric ........................................................... 5. 426 
Accumulated depreciation ..................................................................... (1, 902) 

Net regulated utility plant 3. 524 

94 6 

4, 470 

........................................................... 

Construction work i n  progress ............................................................... 

Property, plant and equipment - net ........................................... 

Deferred debits and other assets: 
Regulatory assets (Note 2): 

Pension benefits ............................................................................... 1 os 
Other regulatoiy assets ..................................................................... 110 

39 Cash surrender value of key inan life insurance .................................... 
Other assets 7 ........................................................................................... 

Total deferred debits and  other assets ......................................... 26 I 

Total assets $ 5, 110 .................................................................................. 

December 3 1.  
2009 

$ 2 

1.55 
9 

18 

98 
39 
32 
13 

366 

12 

4. 892 
(1. 838) 

3. 054 

1. 257 

4.31 1 

10.5 
117 
38 

7 

267 

$ 4. 956 

The accompanying notes are an integral part of these condensed financial statements . 
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Kentucky Utilities Company 
Condensed Balance Sheets (continued) 

(Unaudited) 
(Millions of $) 

Liabilities and Equity 
Current liabilities: 

Current portion of long-term debt (Notes 5 and 8) ............................... 
Current poition of long-term debt to affiliated company (Note 5) ........ 
Notes payable to affiliated companies (Notes 8 and 10) ....................... 

Accounts payable to affiliated companies (Note 10) ............................ 

Regulatory liabilities (Note 2) ............................................................... 
Other current liabilities .......................................................................... 

Accounts payable .................................................................................. 

Customer deposits ................................................................................. 

September 30. 
2010 

$ 22 8 
33 
61 

1 os 
71 
23 
12 
39 

Total current liabilities ................................................................ 572 

Long-term debt: 
Long-term debt (Notes S and 8) ............................................................ 
Long-term debt to affiliated company (Notes 5,  8 and 10) ................... 

Total long-term debt ................................................................... 

123 
1, 298 

1, 42 1 

Deferred credits and other liabilities: 
Deferred income taxes ........................................................................... 378 
Accumulated provision for pensions and related benefits (Note 6) ...... 160 
Investment tax credits (Note 7) ............................................................. 104 

59 
Regulatory liabilities (Note 2): 

343 
Other regulatory liabilities ............................................................... 24 

20 

Asset retirement obligations (Note 3) ................................................... 

Accumulated cost of removal of utility plant ................................... 

Other liabilities ...................................................................................... 

Total deferred credits and other liabilities .................................. 1. 088 

Common equity: 
Common stock. without par value . 

Authorized 80.000. 000 shares. outstanding 37. 8 17. 878 shares ....... 308 
316 

(2) 
Additional pai d-i n capital ...................................................................... 
Accumulated other comprehensive loss ................................................ 

Undistributed earnings from unconsolidated venture ...................... 

Retained earnings: 
Retained earnings ............................................................................. 1. 397 

10 

2. 029 Total common equity .................................................................. 

Total liabilities and equity .......................................................... $ 5. 110 

The accompanying notes are an integral part of these condensed financial statements . 

December 3 1. 
2009 

$ 228 
33 
45 

107 
88 
22 

4 
42 

569 

123 
1. 298 

1. 421 

336 
160 
104 
34 

331 
29 
20 

I. 014 

308 
316 

1. 318 
10 

1.952 

$ 4. 956 
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Kentucky Utilities Company 
Condensed Statements of Cash Flows 

(Unaudited) 
(Millions of $) 

Cash flows from operating activities: 
Net income ............................................................................................ 
Adjustinents to reconcile net income to net cash provided by 

operating activities: 
Depreciation, accretion and amortization ........................................ 
Deferred income taxes - net ............................................................. 
Investment tax credits (Note 7) ........................................................ 
Provision for pension and postretirement benefits ........................... 
Undistributed earnings of unconsolidated venture ........................... 
Other ................................................................................................ 

Accounts receivable ......................................................................... 
Materials and supplies ...................................................................... 
Regiilatory assets and liabilities ....................................................... 
Accounts payable ............................................................................. 
Accounts payable to affiliated companies ........................................ 
Other current assets and liabilities ................................................... 

Pension and postretirement funding (Note 6) ........................................ 
Other regulatory assets and liabilities ................................................... 

Changes i n  current assets and liabilities: 

Other - net ............................................................................................. 

For the Nine Months Elided 
September 30. 

Net cash provided by operating activities ................................... 300 

Cash flows from investing activities: 
Constriiction expenditiires ..................................................................... (21 8) 
Purchases of assets from affiliate .......................................................... (48) 
Change in restricted cash ....................................................................... 

Net cash used in investing activities ........................................... (266) 

Cash flows froin financing activities: 
Borrowings from affiliated company (Note 8) ...................................... 104 
Repay menfs on borrowings from affiliated company (Note 8) ............. 
Payment of dividends (Note 10) ............................................................ 
Capital contribution (Note 10) .............................................................. 

Net cash (used in) provided by financing activities .................... 

(88) 
(50) 

(34) 

Change in cash and cash equivalents .......................................... 

Cash and cash equivalents at beginning of period ...................................... 2 

Cash and cash equivalents at end of period ................................................ $ 2 

The accompanying notes are an integral part of these condensed financial statements . 
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Kentucky Utilities Company 
Notes to Condensed Financial Statements 

(Unaudited) 

Note 1 - General 

KU’s common stock is wholly-owned by E.ON {J.S., an indirect wholly-owned subsidiary of E.ON. In 
the opinion of management, the unaudited condensed financial statements inclirde all ad~justments, 
consisting only of normal recurring adjustments, necessary for fair statements of income, comprehensive 
income, and retained earnings, balance sheets, and statements of  cash flows for the periods indicated. 
Certain information and footnote disclosures normally included in financial statements prepared in 
accordance with generally accepted accounting principles have been condensed or omitted. These 
unaudited condensed financial statements and notes should be  read in conjunction with the Company’s 
Financial Statements and Additional Information (“Anniral Report”) for the year ended December 3 1 , 
2009, including the audited financial statements and notes therein. 

The December 3 1 , 2009, condensed balance sheet included herein is derived froin the December 3 I ,  
2009, audited balance sheet. Amounts reported in the condensed statements of income are not 
necessarily indicative of amounts expected for the respective annual periods due to the effects of 
seasonal temperature variations on energy consumption, regulatory rulings, the timing of maintenance 
on electric generating units, changes in mark-to-market valuations, changing commodity prices and 
other factors. 

Certain reclassification entries have been made to the previous year’s financial statements to conform to 
the 201 0 presentation with no impact on total assets, liabilities and capitalization or previously reported 
net income and net cash flows. 

PPL Acquisition 

On April 28,20 10, E.ON U.S. announced that a Purchase and Sale Agreement (the “Agreement”) had 
been entered into among E.ON US Investments, PPL, and E.ON. 

The Agreemenl provides for tlie sale of E.ON lJ.S. to PPL. Pursuant to the Agreement, at closing, PPL 
will acquire all of the outstanding limited liability company interests of E.ON 1J.S. for cash 
consideration of $2.6 billion. In addition, pursuant to the Agreement, PPL agreed to awirne $764 
million of pollution control bonds and inedirnn term notes and to repay indebtedness owed by E.ON 
1J.S. and its subsidiaries to E.ON US Investments and its affiliates. Such affiliate indebtedness is 
currently estimated to be $4.2 billion. The aggregate consideration payable by PPL, on closing is 
currently estimated to be $7.6 billion (including the assumed indebtedness), subject to contractually 
agreed adjustments. 

The transaction is  subject to customary closing conditions, including the expiration or termination of the 
applicable waiting period under the Hart-Scott-Rodino Act, receipt of required regulatory approvals 
(including state regulators in Kentucky, Virginia and Tennessee, and the FERC) and the absence of 
injunctions or restraints imposed by governmental entities. AS of October 26, 2010, all of the required 
regiilatory approvals were received, and the transaction is expected to close on November 1,2010. 
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Change of control and financing-related applications were filed on May 28, 2010, with the Kentucky 
Coinmission and on June IS, 2010, with the Virginia Coinmission and the Tennessee Regulatory 
Authority. An application with the FERC was filed on June 28,2010. During the second quarter of 
201 0, a number of parties were granted intervenor status in the Kentucky Corninission proceedings, and 
data request filings and responses occiirred. Early termination o f  the Hart-Scott-Rodino waiting period 
was received on August 2, 20 10. 

A hearing in the Kentucky Commission proceedings was held on September 8, 2010, at which time a 
unanimous settlement agreement was presented. In the settlement, KU and L,G&E commit that no base 
rate increases would take effect before January 1, 2013. The KU and LG&E rate increases that took 
effect on August 1 , 201 0, were not impacted by the settlement. Under the terms of the settlement, the 
Companies retain the right to seek approval for the deferral of “extraordinary and uncontrollable costs.” 
Interim rate adjustments will continue to be permissible during that period for existing fuel, 
environmental and demand-side management cost trackers. The agreement also substitutes an 
acquisition savings shared deferral mechanism for the requirement that the Companies file a synergies 
plan with the Kentucky Cornmission. This mechanism, which will be in place until the earlier o f  five 
years or the first day of the year in which a base rate increase becomes effective, permits the Companies 
to earn up to a 10.75 percent return on equity. Any earnings above a 10.75 percent return on equity will 
be shared with customers on a SO%/SO% basis. On September 30, 201 0, the Kentucky Commission 
issued an Order approving the transfer of ownership of ICU and L,G&E via the acquisition of EON 1J.S. 
by PPL, incorporating the terms of the submitted settlement. On October 19,201 0 and October 2 I , 
2010, respectively, Orders approving the acquisition of E.ON U.S. by PPL were received from the 
Virginia Cornmission and the  Tennessee Regulatory Authority. The Commissions’ Orders contained a 
nitinber of other commitments with regard to operations, workforce, corninunity involvement and other 
matters. 

In mid-September 2010, KU and LG&E arid other applicants in the FERC change of control proceeding 
reached an agreement with the protesters, whereby such protests have been withdrawn. The agreement, 
which has subsequently been filed for consideration with the FERC, includes various conditional 
commitments, such as a continuation of certain existing undertakings with protesters in prior cases, an 
agreement not to terminate certain KU municipal customer contracts prior to January 201 7, an exclusion 
of any transaction-related costs from wholesale energy and tariff customer rates to the extent that the 
Company has agreed to not seek the same transaction-related cost from retail customers and agreements 
to coordinate with protesters in certain open or ongoing matters. A FERC Order approving the 
transaction was received on October 26, 201 0. 

On September 30, 2010, October 19, 201 0 and October 21, 201 0, respectively, KU received Kentucky 
Commission, Virginia Cominission and Tennessee Regulatory Authority approvals to complete certain 
refinancing transactions in connection with the anticipated PPL, acquisition and other business factors. 
Based on credit and financial market conditions, KIJ anticipates issuing up to $1.5 billion in first 
mortgage bonds, the proceeds of which will substantially be used to refLind existing long-term 
intercompany debt. On October 29, 201 0, as required by existing covenants, in connection with the 
anticipated issuance of any such secured debt, KU completed collateralization of certain outstanding 
pollution control bond debt series which were formerly unsecured. Pursuant to such collateralization, 
approximately $35 1 million in existing pollution control debt became collateralized debt, supported by a 
first mortgage lien. KU also anticipates replacing its $35 million bilateral line of credit with an 
unaffiliated institution by entering into a multi-year revolving credit facility with several financial 
institutions i n  an aggregate amount not to exceed $400 million. KIJ may complete these transactions, in 
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whole or in part, during late 201 0 and early 20 I 1. See Note 8, Short-Term and L,ong-Tenn Debt, for 
further information regarding the refinancing, remarketing or conversion of existing pollution control 
debt. 

Recent Accounting Pronounceinen& 

Fair Value Measureriienls 

In January 201 0, the FASB issued guidance related to fair value measurement disclosures requiring 
separate disclosure of amounts of significant transfers in and out of level I and level 2 fair value 
ineasiirements and separate information about purchases, sales, issuances, and settlements within level 3 
measurements. This guidance is effective for the interim and annual reporting periods beginning after 
December IS,  2009, except for the disclosures about the roll-forward of activity in level 3 fair value 
measure~nents. Those disclosures are effective for fiscal years beginning after December 15, 201 0, and 
for interim periods within those fiscal years. This guidance has no impact on the Company’s results of 
operations, financial position, liquidity or disclosures. 

Note 2 -Rates and Regulatory Matters 

KU‘s Kentucky base rates are calc~ilated based on a return on capitalization (coininon equity, long-term 
debt and notes payable) including certain regulatory adjustments to exclude non-regulated investments 
and environmental compliance plans recovered separately through the ECR mechanism. Currently, none 
of the regulatory assets or regulatory liabilities are excluded from the return on capitalization utilized in 
the calculation of Kentucky base rates; therefore, a return is earned on all Kentucky regulatory assets. 

KU’s Virginia base rates are calculated based on a return on rate base (net utility plant less deferred 
taxes and miscellaneous deductions). All regulatory assets and liabilities are excluded froin the return on 
rate base utilized in the calculation of Virginia base rates. 

For a description of each line item of regulatory assets and liabilities and for descriptions of certain 
inatters which may not have undergone material changes relating to the period covered by this quarterly 
report, reference is made to Note 2, Rates and Regulatory Matters, of KU’s Annual Report for the year 
ended December 3 I ,  2009. 

20 1 0 Kentucky Rate Case 

I n  January 201 0, KU filed an application with the Kentucky Commission requesting an increase in 
electric base rates of approximately 129’0, or $135 million annually, including an 11.5% return on equity. 
KLJ requested the increase, based on the twelve month test year ended October 3 1,  2009, to become 
effective on and after March I ,  2010. The requested rates were suspended until August 1,201 0. A 
number of intervenors entered the rate case, including the AG, certain representatives of industrial and 
low-income groups and other third parties, and submitted filings challenging the Company’s requested 
rate increases, in whole or in part. A hearing was held on June 8, 2010. KU arid all ofthe intervenors, 
except the AG, agreed to a stipulation providing for an increase in electric base rates of $98 million 
annually arid filed a request with the Kentucky Cornmission to approve such settlement. An Order i n  the 
proceeding was issued in July 201 0, approving all the provisions in the stipulation. The new rates 
became effective on August I ,  201 0. 
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Virginia Rate Case 

In June 2009, KU filed an application with the Virginia Coinmission requesting an increase in electric 
base rates for its Virginia jurisdictional customers in an amoiint of $12 million annually or 
approxirnately 21%. The proposed increase reflected a proposed rate of return on rate base of 8.586% 
based on a return on equity of 12%. During December 2009, KU and the Virginia Coinmission Staff 
agreed to a Stipulation and Recommendation authorizing base rate revenue increases of $1 1 million 
annually and a return on rate base of 7.846% based on a 10.5% return on common equity. A public 
hearing was held during January 20 10. As permitted, pursuant to a Virginia Commission Order, KU 
elected to implement the proposed rates effective November 1, 2009, on an interim basis. In March 
201 0, the Virginia Commission issued an Order approving the stipulation, with the increased rates to be 
put into effect as of April I ,  201 0. As part of the stipulation, KU refiinded approximately $1 rnilliori in 
interim rate amounts in excess of the ultimate approved rates. During August 2010, a report was filed 
detailing the costs of the refunds, the accounts charged and details validating that all refunds have been 
applied. 

FERC Wholesale Rate Case 

In September 2008, KU filed an application with the FERC for increases in electric base rates applicable 
to wholesale power sales contracts or interchange agreements involving, collectively, twelve Kentucky 
municipalities. The application requested a shift froin an all-in stated unit charge rate to an unbundled 
formula rate, including an annual adjustment mec€ianism. In May 2009, the FERC issued an Order 
approving a settlement among the parties in the case, incorporating increases ofapproxirnately 3% from 
prior rates and a return on equity of 11%. In May 2010, K1J submitted to the FERC the proposed current 
annual adjustment to the formula rate. This updated rate became effective on July 1,2010, subject to 
certain review procedures by the wholesale requirements customers and the FERC, including potential 
refunds in the case of disallowed costs or charges. 

By mutual agreement, the parties’ settlement of the 2008 application left outstanding the issue of 
whether KU must allocate to the municipal customers a portion of renewable resources it may be 
required to procure on behalf of its retail ratepayers. In August 2009, the FERC accepted the issue for 
briefing and the parties completed briefing submissions during 2009. An Order was issued by the FERC 
in July 201 0, indicating that I W  is not required to  allocate a portion of any renewable resources to the 
twelve municipalities, thus resolving the remaining issue. 

Regulatorv Assets and Liabilities 

The following regulatory assets and liabilities were included in KU’s balance sheets as of: 

(in millions) 
Current regulatory assets: 

Storm restoration (a) 
FAC (b) 
ECR (b) 
MIS0 exit (a) 
Other (c) 

Total current regulatory assets 

September 30, December 3 1, 
2010 2009 

$ 6 $ 
4 I 
- 28 
1 2 
3 1 

$ 14 $ 32 
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September 30, December 3 I ,  
2010 2009 

Non-current regulatory assets: 
Pension benefits (d) 

Other non-current regulatory assets: 
Storm restoration (a) 
ARO (e) 
Unamortized loss on bonds (a) 
MISO exit (a) 
Other (c) 

Subtotal other non-current regulatory assets 
Total non-current regulatory assets 

Current regulatory 1 iabi 1 i ties: 
ECR 
DSM 
Other (f) 

Total current regulatory 1 iabilities 

Non-current regulatory liabilities: 
Accumulated cost of removal of utility plant 

$ 105 $ 10s 

52 59 
34 30 
12 12 
4 9 
8 7 

110 I17 
$ 215 $ 222 

$ 6 $ - 
4 3 

1 

$ 12 $ 4 

$ 343 $ 331 

Other non-current regulatory liabilities: 
Deferred income taxes - net 8 9 
Postretirement benefits 9 9 
MISQ exit 1 4 
Other (f) 6 7 

Subtotal other non-current regulatory liabilities 24 29 
Total non-current regulatory 1 iabjli ties $ 367 $ 360 

r 

(a) These regulatory assets are recovered through base rates. 
(b) The FAC and ECR regulatory assets have separate recovery mechanisms with recovery 

(c) Other regulatory assets: 
within twelve months. 

Other current and non-current regulatory assets, inclr~ding the CMRG and KCCS 
contributions, an EKPC FERC transmission settlement agreement and rate case 
expenses, are recovered through base rates. 

* The current portion of the unamortized loss on bonds is recovered through base rates. 
* KU generally recovers the FERC jurisdictional portion of the EKPC FERC transmission 

settlement agreement included in current and non-current regulatory assets in the 
application of the annual Open Access Transmission Tariff formula rate updates. 

will b e  reqtiested in a filture FERC rate case. 
a Recovery of the FERC jurisdictional pension expense in non-current regulatory assets 

(d) KU generally recovers this asset through pension expense included in the calculation of 
base rates. 
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(e) When an asset with an ARO is retired, the related ARO regulatory asset will be offset 

(f) Other current and non-current regulatory liabilities includes the Virginia levelized fuel 
against the associated ARO regulatory liability, ARO asset and ARO liability. 

factor regulatory liability, ARO liabilities and a change in accounting method for FERC 
jurisdictional spare parts. ARO liabilities are established from the removal costs accrued 
through depreciation under regulatory accounting for assets associated with AROs. 

Storm Restoration 

In January 2009, a significant ice storm passed through KU’s service territory causing approximately 
199,000 customer outages and was followed closely by a severe wind storin in February 2009, which 
caused approximately 44,000 customer outages. I t U  incurred $57 million in incremental operation and 
maintenance expenses and $33 million in capital expenditures related to the restoration following the 
two storms. The Company filed an application with the Kentucky Coinmission in April 2009, requesting 
approval to establish a regulatory asset and defer for fiiture recovery approximately $62 million in 
incremental operation and maintenance expenses related to the storm restoration. In September 2009, the 
Kentucky Commission issued an Order allowing the Company to establish a regulatory asset of up to 
$62 million based on its actual costs for storm damages and service restoration due to the January and 
February 2009 storms. In September 2009, the Company established a regulatory asset of $57 million 
for actual costs incurred. The Company received approval in its 20 10 base rate case to recover this asset 
over a ten year period beginning August I , 201 0. 

In September 2008, high winds from the remnants of Hurricane Hie passed through the service territory 
causing significant outages and system damage. In October 2008, KLJ filed an application with the 
Kentucky Commission requesting approval to establish a regulatory asset and defer for fiiture recovery 
approximately $3 million of expenses related to the storm restoration. In December 2008, the Kentucky 
Commission issued an Order allowing the Company to establish a regulatory asset of up to $3 million 
based on its actual costs for storm damages and service restoration due to Hurricane Ike. In December 
2008, the Company established a regulatory asset of $2 million for actual costs incurred. The Company 
received approval in its 2010 base rate case to recover this asset over a ten year period beginning August 
1,2010. 

In August 2010, the Kentucky Cornmission initiated a six-month review of KU’s FAC mechanism for 
the expense period ended April 201 0. An order is expected by the end of the year. 

In February 2010, KIJ filed an application with the Virginia Commission seeking approval of a decrease 
i n  its fuel cost factor beginning with service rendered in April 201 0. An Order was issued in April 201 0, 
resulting in an agreed upon decrease of 23% from the file1 factor in effect for April 2009 through March 
2010. 

In January 2010, the Kentucky Cornmission initiated a six-month review of KU’s FAC mechanism for 
the expense period ended August 2009. In May 2010, an Order was issued approving the charges and 
credits billed through the FAC during the review period. 
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ECR 

I n  July 20 10, the Kentucky Coinin ission initiated a six-month review of KIJ’s environmental surcharge 
for the billing period ending April 2010. An order is expected i n  the fourth quarter of 2010. 

I n  January 201 0, the Kentucky Commission initiated a six-month review of KIJ’s environmental 
surcharge for the billing period ending October 2009. In May 2010, an Order was issued approving the 
amounts billed through the ECR during the six-month period and the rate of return on capital and 
allowing recovery of the under-recovery position in subsequent monthly filings. 

In June 2009, the Company filed an  application for a new ECR plan with the Kentucky Commission 
seeking approval to recover investments in environmental upgrades and operations and maintenance 
costs at the Company’s generating facilities. During 2009, KU reached a unanimous settlement with all 
parties to the case, and the Kentucky Coinmission issued an Order approving KU’s application. 
Recovery on customer bills through the monthly ECR surcharge for these projects began with the 
February 2010 billing cycle. At December 31, 2009, the Company had a regulatory asset of$28 million, 
which changed to a regulatory liability in the first quarter of2010, as a result of these roll-in adjustments 
to base rates. At September 30, 20 10, the regulatory liability balance was $6 inillion. 

In August 2010, the FERC issued three Orders accepting most facets of several MISO Revenue 
Sufficiency Giiarantee (“RSG”) compliance filings. The FERC ordered the MISO to issue refunds for 
RSG charges that were imposed by the MISO on the assumption that there were rate mismatches for the 
period beginning November 5, 2007 through the present. There is no financial statement impact to the 
Company froin this Order, as the MISO had anticipated that the FERC would require these refunds and 
had preemptively included them in the resettlements paid in 2009. The FERC denied MISO’s proposal 
to exempt certain resources from RSG charges, effective prospectively. The FERC accepted portions 
and rejected portions of the MISO’s proposed RSG rate Redesign Proposal, which will be effective 
when the software is ready for implementation sub.ject to further compliance filings. The impact of the 
Redesign Proposal on the Company cannot be estimated at this time. 

Other Regulatory Matters 

TC2 Depreciation 

In August 2009, the Companies jointly filed an application with the Kentucky Commission to approve 
new common depreciation rates for applicable jointly-owned TC2-related generating, pollution control 
and other plant equipment and assets. During December 2009, the Kentucky Commission extended the 
data discovery process through January 201 0, and authorized the Companies o n  an interim basis to begin 
using the depreciation rates for TC2 as proposed i n  the application. In March 20 10, the Kentucky 
Commission issued a final Order approving the use of the proposed depreciation rates on a permanent 
basis. 
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TC2 Transniission Matters 

KLJ’s and LG&E’s CCN for a transmission line associated with the TC2 construction has been 
challenged by certain property owners in Hardin County, Kentucky. I n  August 2006, the Companies 
obtained a successful disinissal of the challenge at the Franklin County Circuit Court, which was 
reversed by the Kentucky Court of Appeals in December 2007. In April 2009, the Kentucky Supreme 
Court granted KU’s and LG&E’s motion for discretionary review of the Court of Appeals’ decision. In 
August 2010, the Kentucky Supreme Court issued an Order reversing the decision of the Kentucky 
Coiirt of Appeals and reinstating the Franklin County Circuit Court’s dismissal of the property owners’ 
challenge to KU’s and LG&E’s CCN. 

During 2008, KLI obtained various successful rulings at the Hardin County Circuit Court confirming its 
condernnation rights. In Aiigiist 2008, several landowners appealed such rulings to the Kentucky Court 
o f  Appeals. In May 201 0, the Kentucky Court of Appeals issued an Order affirming the Hardin Circuit 
Court’s finding that KIJ had the right to condemn easements on the properties. In May 2010, the 
landowners filed a petition for reconsideration with the Court of Appeals. In JUIY 201 0, the Court of 
Appeals denied that petition. In August, 201 0, the landowners filed for discretionary review of that 
denial by the Kentucky Supreme Court. 

In a separate proceeding, certain Hardin County landowners filed an action in federal district court in 
L,oirisville, Kentucky against the U.S. Army challenging the same transmission line claiming that certain 
Fort Knox-related sections of the line failed to comply with certain National Historic Preservation Act 
procedriral requirements. In October 2009, the federal corirt granted the defendants’ motion for 
summary judgment and dismissed the plaintiffs’ claims. During November 2009, the petitioners filed 
submissions for review of the decision with the 6‘h Circuit Court of Appeals. In May 2010, the appellate 
court issued an order approving the plaintiffs’ voluntary withdrawal of their appeals. 

Consistent with the regulatory authorizations and relevant legal proceedings, the Companies have 
completed construction activities on temporary or permanent transmission line segments. During the 
second quarter of 201 0, the Companies placed into operation an appropriate combination of permanent 
and temporary sections of the transmission line. While the Cornpanies are not currently able to predict 
the ~iltiinate outcome and possible financial effects of the remaining legal proceedings, the Companies 
d o  not believe the matter involves relevant o r  continuing risks to operations. 

Mnndat or y Re1 iah ility Standards 

As a result of the EPAct 2005, certain formerly voluntary reliability standards became mandatory in 
June 2007, and authority was delegated to various Regional Reliability Organizations (“RROs”) by the 
North American Electric Reliability Corporation (“NERC”), which was authorized by the FERC to 
enforce compliance with such standards, including promulgating new standards. Failure to coinply with 
mandatory reliability standards can subject a registered entity to sanctions, including potential fines of 
up to $1 million per day, as well as non-monetary penalties, depending on the circumstances of the 
violation. The Companies are members of SERC, which acts as KU’s and LG&E’s RRO. During 
Deceniber 2009, SERC and the Companies agreed to settlements involving penalties totaling less than 
$1 inillion for each utility related to their self-reports during June and October 2008, concerning possible 
violations of standards. During December 2009 and April, July and August 201 0, the Companies 
submitted ten self-reports relating to various standards, which self-reports remain in the early stages of 
RRO review, and therefore, the Companies are unable to estimate the outcome of these matters. 
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Mandatory reliability standard settlements coininonly also include non-penalty elements, including 
cotnpliance steps and mitigation plans. Settlements with SERC proceed to NERC and FERC review 
before becoming final. While the Companies believe they are in compliance with the mandatory 
reliability standards, events of potential non-compliance may be identified from time-to-time. The 
Companies cannot predict such potential violations or the outcome of the self-reports described above. 

Note 3 - Asset Retirement Obligation 

A suminary of KU’s net ARO assets, ARO liabilities and regulatory assets established under the asset 
retirement and environinental obligations guidance of the  FASB ASC follows: 

(in millions) 

As of December 3 1 , 2009 
ARO accretion 
ARO revaluation 

ARO Net ARO Regulatory 
Assets Liabilities Assets 

$ 4 $ (34) $ 30 
(2) 

21 (23) 2 
- 2 

As of September 30,201 0 $ 25 $ (59) $ 34 

As of September 30, 201 0, the Company performed a revaluation of its AROs as a result of recently 
proposed environmental legislation and improved ability to forecast asset retirement costs due to  recent 
construction and retirement activity. 

Pursuant to  regulatory treatment prescribed under the regulated operations guidance of the FASB ASC, 
an offsetting regulatory credit was recorded in depreciation and amortization i n  the income staternent of 
$2 million for the nine months ended September 30, 201 0 for the ARO accretion and depreciation 
expense. KIJ’s AROs are primarily related to the final retirement of assets associated with generating 
un its . 

KlJ trans~nission and distribution lines largely operate under perpetual property easement agreements 
which do not generally require restoration on removal of the property. Therefore, under the asset 
retirement and environmental obligations guidance of the  FASB ASC, no material asset retirement 
obligations are recorded for transmission and distribution assets. 

Note 4 - Derivative Financial Instruments 

KII is subject to interest rate and commodity price risk related to on-going business operations. It 
currently manages these risks using derivative instrurnents, including swaps and forward contracts. The 
Company’s policies allow the interest rate risk to be inanaged through the use of fixed rate debt, floating 
rate debt and interest rate swaps. At September 30, 201 0, a 100 basis point change in the benchmark rate 
on KU’s variable rate debt, not effectively hedged by an interest rate swap, would impact pre-tax interest 
expense by $4 million annually. Although the Company’s policies allow for the use of interest rate 
swaps, as of September 30,201 0 and December 3 1 , 2009, ICU had no interest rate swaps outstanding. 

The Company does not net collateral against derivative instruments. 
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Energy Trading and Risk Management Activities 

K U  conducts energy trading and risk management activities to maximize the value of power sales from 
physical assets it owns. Energy trading activities are principally forward financial transactions to 
inanage price risk and are accounted for as non-hedging derivatives on a mark-to-market basis in 
accordance with the derivatives and hedging topic of the FASB ASC. 

Energy trading and risk management contracts are valued using prices based on active trades from 
Intercontinental Exchange Inc. In the absence of a traded price, midpoints of the best bids and offers are 
the primary determinants of valuation. When sufficient trading activity is unavailable, other inputs 
include prices qiroted b y  brokers or observable inputs other than quoted prices, such as one-sided bids or 
offers as of the balance sheet date. Quotes are verified quarterly using an independent pricing source of 
actual transactions. Quotes for combined off-peak and weekend timeframes are allocated between the 
two timeframes based on their historical proportional ratios to the integrated cost. No other ad,justments 
are made to the forward prices. No changes to valuation techniques for energy trading and risk 
management activities occurred during 20 10 or 2009. Changes in market pricing, interest rate and 
volatility asstrinptions were made during both years. 

KU’s financial assets and liabilities as of September 30,2010 and December 3 I ,  2009, arising from 
energy trading and risk inanageinent contracts not designated as hedging instruments accounted for at 
fair value total less than $1 million and are recorded in prepayments and other current assets and other 
current liabilities, respectively. 

The Company maintains credit policies intended to ininimize credit risk in wholesale marketing and 
trading activities by assessing the creditworthiness of potential counterparties prior to entering into 
transactions with them and continuing to evaluate their creditworthiness once transactions have been 
initiated. To further mitigate credit risk, KIJ seeks to enter into netting agreements or require cash 
deposits, letters of credit and parental company guarantees as security from counterparties. The 
Company uses S&P, Moody’s and definitive qualitative and quantitative data to assess the financial 
strength of counterparties on an on-going basis. If no external rating exists, KIJ assigns an internally 
generated rating for which it sets appropriate risk parameters. As risk management contracts are valued 
based on changes in market prices of the related coinmodities, credit exposures are revalued and 
monitored on a daily basis. At September 30, 2010, 100% ofthe trading and risk management 
commitments were with counterparties rated BBB-/Baa3 equivalent or better. The Company has 
reserves against counterparty credit risk based on the counterparty’s credit rating and applying historical 
default rates within varying credit ratings over time provided by S&P or Moody’s. At September 30, 
20 10 and December 3 1,2009, counterparty credit reserves related to energy trading and risk 
~nanagement contracts were less than $1 million. 

The net volume of electricity based financial derivatives outstanding at September 30, 2010 and 
Decernber 3 I , 2009, was zero and 43,400 Mwhs, respectively. No cash collateral related to the energy 
trading and risk management contracts was required at September 30,2010. Cash collateral related to 
the energy trading arid risk inanageinent contracts was less than $ I  million at December 3 1, 2009. Cash 
collateral related to the energy trading and risk inanagemerit contracts is categorized as other accounts 
receivable in the accompanying balance sheets. 
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KIJ manages the price risk of its estimated future excess economic generation capacity using market- 
traded forward contracts. Hedge accounting treatment has not been elected for these transactions, and 
therefore realized and unrealized gains and losses are included in the statements of income. 

The following tables present the effect of derivatives not designated as hedging instruments on income: 

(in millions) 

Loss Recognized in Income 

Unrealized loss 

Three Months Ended 
September 30, 

Location m ( a )  2005) 

Electric reven lies 

Nine Months Ended 
September 30, 

Loss Recognized in Income Location m ( a )  2005) 

Llnrealized loss Electric revenues $ - $  (1) 

(a) IJnrealized loss was less than $1 million 

Net realized gains were less than $1 iriillion in the three and nine months ended September 30, 2010 and 
2009, respectively. 

Credit Risk Related Contingent Features 

Certain of  the Company's derivative instruments contain provisions that require the Company to provide 
immediate and on-going collateralization on derivative instruments in net liability positions based on the 
Company's credit ratings from each of the major credit rating agencies. At September 30, 2010, there are 
no energy trading and risk management contracts with credit risk related contingent features that are in a 
liability position and no collateral posted in the normal course of business. AI September 30,2010, a one 
notch downgrade of the Company's credit rating would have no effect on the energy trading and risk 
management contracts or collateral required. 

Note 5 - Fair Value Measurements 

KU adopted the fair value guidance in the FASB ASC in two phases. Effective January 1 , 2008, the 
Company adopted it for all financial instruments and non-financial instrurnents accounted for at fair 
value on a recurring basis, and January 1, 2009, the Company adopted it for all non-financial 
instru~nerits accounted for at fair value on a non-recurring basis. The FASB ASC guidance clarifies that 
fair value is an exit price, representing the amount that would be received to  sell an asset or paid to 
transfer a liability in an orderly transaction between market participants. As such, fair value is a market- 
based measurement that should be determined based on assumptions that market participants would use 
in pricing an asset or a liability. As a basis for considering such assuinptions, the FASR ASC guidance 
establishes a three-tier value hierarchy, which prioritizes the inputs used in the  valuation methodologies 
in measuring fair valiie. 
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T h e  carrying values and estimated fair values of KU’s non-trading instruments: 

September 30,2010 
Carrying Fair 

(in millions) Value Value 
Long-term bonds (including current 

Long-term debt to affiliated company 
portion of $228 million) $ 351 $ 352 

(including current portion of $33 
million) 1,331 1,527 

December 3 1, 2009 
Carrying Fair 

Value Value 

$ 351 $ 

133 1 

3s 1 

1.401 

The  long-term bond valuations reflect prices quoted by investment banks, M. ich are active in t--e market for 
these debt instruments. The fair value of the long-term debt due to affiliated company is determined using 
an internal valuation model that discounts the fiiture cash flows of each loan at current market rates as 
determined based on quotes from investment banks that are actively involved in capital markets for utilities 
and factor in KU’s credit ratings and default risk. The fair values of cash and cash equivalents, accounts 
receivable, cash surrender value of key man life insurance, accounts payable and notes payable are 
substantially the same as their carrying values. 

KU has classified the applicable financial assets and liabilities that are accounted for at fair value into 
the three levels of the fair value hierarchy, as defined by the fair value measurements and disclosures 
topic of the FASB ASC, as follows: 

Level 1 - Observable inputs that reflect quoted prices (unadjusted) for identical assets 
or liabilities in active markets 
Level 2 - Include other inputs that are directly or indirectly observable in the 
marketplace 
L,evel3 -Unobservable inputs which are supported by little or no market activity 

- 

The fair value hierarchy also requires an entity to maximize the use of observable inputs and minimize 
the use of unobservable inputs when measuring fair value. 

The Company classifies its derivative cash collateral balances within level 1 based on the f h d s  being 
held in a demand deposit account. The Company classifies its derivative energy trading and risk 
management contracts within level 2 because it values them using prices actively quoted for proposed or 
executed transactions, quoted by brokers o r  observable inputs other than quoted prices. 

KU’s financial assets and liabilities as of September 30,2010 and December 31,2009, arising from 
energy trading and risk management contracts accounted for at fair value on a recurring basis total less 
than $1 million. N o  cash collateral related to the energy trading and risk management contracts was 
required at September 30, 2010. Cash collateral related to the energy trading and risk management 
contracts was less than $1 rnillion at December 31,2009. 

There were no level 3 measurements for the periods ending September 30, 2010 and December 31, 
2009. 



Note 6 -Pension and Other Postretirement Benefit Plans 

Net PeriodicJBenefit Costs 

The following tables provide the components of net periodic benefit cost for pension and other 
Postretirement benefit plans. The tables include the costs associated with both KU employees and 
Servco employees who are providing services to KU. The Servco costs are allocated to K U  based on 
employees’ labor charges and are approximately 53% and 5 1% of Servco costs for September 30, 201 0 
and 2009, respectively. 

(in millions) 
Pension Benefits 

Three Months Ended September 30, 
2010 

Servco Servco 
Allocation A I location 

2009 __ 

- KU to ICU Total KU - K U  to KU Total KU 

Service cost $ 2 $  I $  3 $  2 $  1 $  3 
Interest cost 4 2 6 4 2 6 
Expected return on 

plan assets ( 5 )  (2) (7) ( 3  1 (1) (4) 
Amortization of 

prior service cost - I 1 - - 
Amortization of 

2 1 3 2 1 3 actuarial loss _____- 

Net periodic benefit 
cost $ 3 $  3 $  6 $  5 $  3 $  8 

_ _ *  -__________- 

Other Postretirement Benefits 
Three Months Ended September 30, 

2010 2009 
Servco Servco 

Allocation Allocation 
KU to KU(a) Total KU - KU to KU(a) Total KU - 

Interest cost $ 2 $  - $  2 $  I $  - $  1 

Net periodic benefit 

(a) amounts are less than $1 million 

cost $ 2 $  - $  2 $  1 $  - $  1 
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Pension Benefits 
Nine Months Ended September 30, 

201 0 2009 
Servco Servco 

Allocation Allocation 

- 

-- KU to K U  Total KU - KU to KU Total KU 

Service cost $ S $  4 $  9 $  4 $  4 $  8 
Interest cost 14 6 20 13 5 18 
Expected return on 

plan assets (1 3 )  ( 5 )  (1 8) (10) (4) (14) 
Amortization of 

prior service cost 1 1 1 1 2 
Amortization of 

actuarial loss 5 2 7 6 2 8 

Net periodic benefit 
cost $ 11 $ a $  19 $ 14 $ 22 

_ i l l  

Other Postretirement Benefits 
Nine Months Ended September 30, 

2010 2009 
Servco Servco 

Allocation Allocation 
-- KU to KU Total KU - KU to KU Total KU 

Service cost $ I $  1 $  2 $  1 $  1 $  2 
Interest cost 4 4 3 3 
Expected return on 

Amortization of 
plan assets (1) - (1) 

o bl igat ion 1 - 1 1 1 
transitional 

___.___ 

Net periodic benefit 
cost $ 5 $  1 $  6 $  5 $  I $  6 

Contributions 

In January 2010, K U  and Servco made discretionary pension plan contributions of $13 million and $9 
inillion, respectively. The amount of fLitiire contributions to the pension plan will depend on the actual 
return on plan assets and other factors, but the Company’s intent is to fund the pension plan in a manner 
consistent with the requirements of the Pension Protection Act of 2006. 

Through September 20 10, KII made contributions to other postretirement benefit plans totaling $4 
million. An additional contribution totaling $1 inillion was made in October. The Company anticipates 
further funding to match the annual postretirement expense and funding the 401(h) plan up to the 
maximum amount allowed by law. 
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Health Care Reform 

In March 201 0, Health Care Reform (the Patient Protection and Affordable Care Act of 2010) was 
signed into law. Many provisions of Health Care Reforin do riot take effect for an extended period of 
time, and many aspects of the law which are currently unclear or undefined will likely be clarified in 
future regulations. 

During each of the three and nine months ended September 30,2010, KU recorded an income tax 
expense of less than $1 million, to recognize the impact of the elimination o f  the tax deduction related to 
the Medicare Retiree Drug Subsidy that becomes effective in 2013. 

Specific provisions within Health Care Reform that may impact KIJ include: 

e 

e 

Beginning in 201 I, requirements extend dependent coverage up to age 26, remove the $2 million 
lifetime maximum and eliminate cost sharing for certain preventative care procedures. 
Beginning in 201 8, a potential excise tax is expected on high-cost plans providing health cover- 
age that exceeds certain thresholds. 

K11 continues to evaluate all implications of Health Care Reform on its benefit programs but at this time 
cannot predict the significance of those implications 

Note 7 - Income Taxes 

A United States consolidated income tax return is filed by E.ON U.S.’s direct parent, E.ON US 
Investments Corp., for each tax period. Each subsidiary of the consolidated tax group, including KU, 
calculates its separate income t ax  for each period. The resulting separate-return tax cost or benefit is 
paid to or received from the parent company or its designee. The Company also files income tax returns 
in various state jurisdictions. While 2007 and later years are open under the federal statute of limitations, 
Revenue Agent Reports for 2006-2008 have been received from the IRS, effectively closing these years 
to additional audit adjustments. Tax years beginning with 2007 were examined under an TRS pilot 
program named “Compliance Assurance Process” (“CAP”). This program accelerates the IRS’ review to 
begin during the year applicable to the return and ends 90 days after the return is filed. For 2008, the IRS 
allowed additional deductions in connection with the Company’s application for a change in repair 
deductions and disallowed some of the bonus depreciation claimed on the original return. The net 
temporary tax impact for the Company was $12 million and was recorded in the second quarter of 2010. 
Tax years 2009 and 201 0 are also being examined under CAP. The 2009 federal return was filed in the 
third quarter, and the IRS issued a Partial Acceptance Letter with the 2009 return. The IRS is continuing 
to review bonus depreciation, storms and other repairs. No material impact is expected from the IRS 
review. For the tax year 201 0, n o  material items have been raised by the IRS at this time. 

Additions and reductions of uncertain tax positions during 2010 and 2009 were less than $1 million. 
Possible amounts of uncertain t a x  positions for KIJ that may decrease within the next 12 months total 
less than $1 million and are based on the expiration of the audit periods as defined in the statutes. If 
recognized, the less than $1 million of unrecognized tax benefits would reduce the effective income tax 
rate. 

The amount KlJ recognized as interest expense and interest accrued related to unrecognized tax benefits 
was less than $1 million as of September 30,2010 and December 31, 2009. The interest expense and 
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interest accrued is based on IRS and Kentucky Department of Revenue large corporate interest rates for 
underpayment of taxes. At the date of adoption, the Company accrued less than $1 million in interest 
expense on uncertain tax positions. KU records the interest as interest expense and penalties as operating 
expenses in the income statement and accrued expenses in the balance sheet, on a pre-tax basis. No 
penalties were accrued by the Company through September 30,201 0. 

In June 2006, the Companies filed a joint application with the 1J.S. Department of Energy (,‘DOE7’) 
requesting certification to be eligible for investment tax credits applicable to the construction of TC2. In 
November 2006, the DOE and the IRS announced that KTJ was selected to receive $101 million in tax 
credits. A final IRS certification required to  obtain the investment tax credits was received in August 
2007. In September 2007, KIJ received an Order from the Kentucky Coinmission approving the 
accounting of the investment tax credits, which includes a full depreciation basis ad-justment for the 
amount of the credits. Based on eligible construction expenditures incurred, KU recorded investment tax 
credits of $6 and $17 million during the three and nine months ended September 30, 2009, decreasing 
current federal income taxes. As of December 31,2009 KIJ had recorded its maximum credit of $101 
million. The income tax expense impact from ainortizing these credits over the life of the related 
property will begin when the facility is placed in service, which is expected to occur by year end. 

In March 2008, certain environmental and preservation groups filed suit in federal court in North 
Carolina against the DOE and IRS claiming the investment tax credit program was in violation of certain 
environmental laws and demanded relief, including suspension or termination of the program. The 
plaintiffs voluntarily dismissed their complaint in August 201 0. 

A reconciliation of differences between the income tax expense at the statutory U.S. federal income tax 
rate and the Coinpany’s actual income tax expense follows: 

(in millions) 
Three Months Ended Nine Months Ended 

September 30, September 30, 
2010 2010 2009 

Statutory federal income tax expense $ 30 $ 37 $ 72 $ 52 
State income taxes - net of federal 

Dividends received deduction related 
benefit 3 4 8 4 

- - to EEI investment ( 3  1 
Other differences - net ~- (1) (2) (4) (4) 

Income tax expense 32 $ 39 $ 76, $ 49 

Effective income tax rate 37.2% 37.1% 37.1% 33.1% 

The amounts shown in the table above are rounded to the nearest $1 million; however, the effective 
income tax rates are based on actual underlying amounts. Other differences - net includes the qualified 
production activities deduction and excess deferred taxes on depreciation. 

The effective tax rate for the nine months ended September 2010 was higher than the rate for the nine 
months ended 2009 due to state income taxes - net of federal benefit being lower due to a coal credit 
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recorded in 2009 and a lower dividends received deduction primarily due to the lack of EEI dividends in 
201 0. 

Note 8 - Short-Term and Long-Term Debt 

KU’s long-term debt includes $228 million of pollution control bonds that are classified as current 
portion of long-term debt because these bonds are subject to tender for purchase at the option o f  the 
holder arid to mandatory tender for purchase upon the occurrence of certain events. These bonds include: 

(in millions) 

Mercer Co. 2000 Series A, due May 1,2023, variable YO 
Carroll Co. 2002 Series A, due February 1 ,  2032, variable YO 
Carroll Co. 2002 Series By due February 1 , 2032, variable % 
Carroll Co. 2008 Series A, due February 1 , 2032, variable YO 
Mercer Co. 2002 Series A, due February 1 ,  2032, variable YO 
Muhlenberg Co. 2002 Series A, due February 1 , 2032, variable ‘YO 
Carroll Co. 2004 Series A, due October 1 , 2034, variable % 
Carroll Co. 2006 Series By due October 1, 2034, variable YO 

$ I3 
21 

2 
78 

8 
2 

50 
54 

-____1__ 

The average annualized interest rates for these bonds follow: 

September 30, 
2010 2009 

0.51% Three months ended 0.37% 
Nine months ended 0.36% 0.65% 

Pollution control bonds are obligations of KU issued in connection with tax-exempt pollution control 
bonds issued by counties in Kentucky. A loan agreement obligates the Company to make debt service 
payments to the counties that equate to the debt service due from the counties on the related pollution 
control bonds. The loan agreement is an unsecured obligation of the Company. Debt issuance expense is 
capitalized in either regulatory assets or current or long-term other assets and amortized over the lives of 
the related bond issues, consistent with regulatory practices. 

In October 201 0, KU’s pollution control bonds were converted from unsecured debt to debt which is 
collateralized by first mortgage bonds. Also in October 2010, one national rating agency revised 
downward the short-term credit rating of the pollution control bonds and the Company’s issuer rating as 
a result of the pending acquisition by PPL. 

Several of the KU pollution control bonds are insured by monoline bond insurers whose ratings have 
been reduced due to exposures relating to insurance of  sub-prime mortgages. At September 30, 2010, 
KIJ had an aggregate $35 1 million of outstanding pollution control indebtedness, of which $96 million 
is in the form of insured auction rate securities wherein interest rates are reset every 35 days via an 
auction process. Beginning in late 2007, the interest rates on these insured bonds began to increase due 
to investor concerns about the creditworthiness of the bond insurers. Since 2008, the Company 
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experienced “failed auctions’’ when there were insufficient bids for the bonds. When a failed auction 
occurs, the interest rate is set piirsuant to a formula stipulated in the indenture. 

The average annualized interest rates on the auction rate bonds follow: 

September 30, 
2010 2009 

Three months ended 0.6 l yo 0.34% 
Nine months ended 0.50% 0.51% 

The instruments governing these auction rate bonds permit KU to convert the bonds to other interest rate 
modes, such as various short-term variable rates, long-term fixed rates or intermediate-term fixed rates 
that are reset infi-equently. In June 2009, one national rating agency downgraded the credit rating of an 
insurer of the Company’s bonds. As a result, the national rating agency downgraded the rating on the 
Carroll County 2002 Series C bond. The national agency’s rating of this bond is now based on the rating 
of the Company rather than the rating of the insurer since the Company’s rating is higher. 

The Company participates in an intercompany money pool agreement wherein E.ON 1J.S. and/or LG&E 
make fiirids available to KU at inarket-based rates (based on highly rated commercial paper issues) up to 
$400 million. Details of the balances are as follows: 

(in millions) 
Total Money Amount Balance Average 

Pool Available Outstanding Available Interest Rate 

September 30, 2010 $ 400 $ 61 $ 339 0.28% 
December 3 1, 2009 $ 400 $ 45 $ 355 0.20% 

E.ON U.S. maintained revolving credit facilities totaling $3 I3 inillion at September 30, 2010 and 
December 31, 2009, to ensure funding availability for the money pool. At September 30, 2010, one 
facility, totaling $1 S O  million, was with E.ON North America, Inc. while the remaining line, totaling 
$163 million, was with Fidelia; both are affiliated companies. The  balances are as follows: 

(in millions) 
Total Ainoun t Balance Average 

Available Outstanding Available Interest Rate 

September 30, 2010 $ 313 $ 181 $ 132 1.44% 
December 3 1,  2009 $ 313 $ 276 $ 37 1.25% 

As of September 30, 2010, the Company maintained a $35 million bilateral line of credit, maturing in 
June 2012, with an unaffiliated financial institution. At September 30, 2010, there was no balance 
outstanding under this facility. The Company also maintains letter of credit facilities that support $195 
inillion of the $228 million of bonds that can be put back to the Company. Should the holders elect to 
put the bonds back and they cannot be remarlteted, the letter of credit would fund the investor’s 
payment. 

There were no redemptions or issuances of long-term debt year-to-date through September 30, 2010. KIJ 
was in coinpliance with all debt covenants at September 30, 201 0 and December 3 1, 2009. See Note 1, 
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General, for certain debt refinancing and associated transactions which are anticipated by KU in 
connection with the PPL acquisition and Note 10, Related Party Transactions, for long-term debt 
payable to affiliates. 

Note 9 -Commitments and Contingencies 

Except as may be discussed in this quarterly report (including Note 2, Rates arid Regulatory Matters), 
material changes have not occurred in the current status of various commitments or contingent liabilities 
from that discussed in the Company’s Annual Report for the year ended December 3 1 , 2009 (including, 
but not limited to Note 2, Rates and Regulatory Matters; Note 9, Commitments and Contingencies; and 
Note 12, Subsequent Events, contained therein). See the Company’s Annual Report regarding such 
commitments or contingencies. 

Letters of Credit 

KU has provided letters of credit as of September 30,201 0 and December 3 1, 2009, for on-balance sheet 
obligations totaling $198 million to support bonds of $195 million and a letter of credit for off-balance 
sheet obligations totaling less than $1 million to sripport certain obligations related to workers’ 
compensation. 

Owensboro Contract Litigation and Contract Termination 

In May 2004, the City of Owerisboro, Kentucky and OMU commenced a suit against KIJ concerning a 
long-term power supply contract (the “OMU Agreement”) with KIJ. In May 2009, KU and OMU 
executed a settlement agreement resolving the matter on a basis consistent with prior court rulings, and 
the Company has received the agreed settlement amounts. Pursuant to the settlement’s operation, the 
OMIJ agreement terminated in  May 2010. In connection with such termination, KU has recorded a net 
receivable totaling $4 million reflecting its estimate of remaining adjustments concerning prior accruals. 
The parties are engaged in discussions to resolve those remaining adjustments. 

Construction Propram 

KIJ had approximately $1 67 million of commitments in connection with its construction program at 
September 30, 2010. 

In June 2006, the Companies entered into a construction contract regarding the TC2 project. The 
contract is generally in the form of a lump-sum, turnkey agreement for the  design, engineering, 
procurement, construction, commissioning, testing and delivery of the project, according to designated 
specifications, terms and conditions. The contract price and its components are subject to a number of 
potential ad~justments which may serve to increase or decrease the ultirriate construction price paid or 
payable to the contractor. During 2009 and 201 0, the Companies received several contractual notices 
from the TC2 construction Contractor asserting historical force majeure and excusable event claims for a 
number of adjustments to the contract price, construction schedule, cornmercial operations date, 
liquidated damages or other relevant provisions. In September 20 10, the Companies and construction 
contractor agreed to a settlement to resolve certain force majeure and excusable event claims occurring 
through July 20 10, under the TC2 construction contract, which settlement provided for a limited, 
negotiated extension of the contractual commercial operations date and/or relief from liquidated 
damages calculations. During commissioning activities in the second and third quarters, separate delays 
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have occurred related to burner malfunctions and an excitation transformer failure. Certain temporary or 
permanent repairs for both matters have been completed, are underway or are planned for appropriate 
fiiture outage periods. Commissioning steps resumed in October 201 0, and a revised commercial 
operations date is currently expected by year end. The parties are analyzing the treatment of these 
additional delays under the liquidated damages provisions of the construction agreement. The 
Companies cannot currently estimate the ultimate outcome of these matters, including the extent, if any, 
that such outcome may result in  materially increased costs for the construction of TC2, further changes 
in the TC2 construction completion or commercial operation dates or potential effects on levels of 
power purchases or wholesale sales due to such changed dates. 

TC2 Air Permit 

The Sierra Club and other environmental groups filed a petition challenging the air permit issued for the 
TC2 baseload generating unit which was issued by the KDAQ in November 2005. In September 2007, 
the Secretary of the Kentucky Environmental and Public Protection Cabinet issued a final Order 
upholding the permit. The environmental groups petitioned the EPA to object to the state permit and 
subsequent permit revisions. In determinations made in September 2008 and June 2009, the EPA 
rejected most of the environmental groups’ claims, but identified three permit deficiencies which the 
KDAQ addressed by revising the permit. In August 2009, the EPA issued an Order denying the 
remaining claims with the exception of two additional deficiencies which the KDAQ was directed to 
address. The EPA determined that the proposed permit subsequently issued by the KDAQ satisfied the 
conditions of the EPA Order although the agency recommended certain enhancements to the 
administrative record. In January 2010, the KDAQ issued a final permit revision incorporating the 
proposed changes to address the EPA ob-jections. In March 2010, the environmental groups submitted a 
petition to the EPA to object to the permit revision, which is now pending before the EPA. The 
Company believes that the final permit as revised should not have a material adverse effect on its 
financial condition or results of operations. However, until the EPA issues a final ruling on the pending 
petition and all applicable appeals have been exhausted, the Company cannot predict the final outcome 
of this matter. 

Thermostat Replacement 

During January 20 10, the Companies announced a voluntary plan to replace certain thermostats, which 
had been provided to customers as part of  the Companies’ demand reduction programs, due to concerns 
that the thermostats may present a safety hazard. IJnder the plan, the Companies have replaced 
approximately 90% of the estimated 14,000 thermostats that need to be replaced. Total estimated costs 
associated with the replacement program are $2 million. However, the Companies cannot fully predict 
the ultimate outcome of the replacement program or other effects or developments which may be 
associated with the thermostat replacement matter at this time. 

OVEC 

KU holds a 2.5% investment interest in OVEC with 10 other electric utilities. KU is not the primary 
beneficiary; therefore the investment is not consolidated into the Company’s financial statements, but is 
recorded on the cost basis. OVEC is located in Pilteton, Ohio, and owns and operates two coal-fired 
power plants, Kyger Creek Station in Ohio, and Clifty Creek Station in Indiana. KU is contractually 
entitled to 2.5% of OVEC’s output, approximately 55 Mw of generation capacity. Pursuant to the 
OVEC power purchase contract, the Company may be conditiorially responsible for a 2.5% pro-rata 
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share of certain obligations of OVEC under defined circninstances. These contingent liabilities inay 
include unpaid OVEC indebtedness as well as shortfall amounts in cei-tain excess decoininissioning 
costs and post-retirement benefits other than pension. KU’s potential proportionate share of OVEC’s 
September 30, 2010 outstanding debt was $35 million. 

Environmental Matters 

The Company’s operations are subject to a number of environmental laws and regulations in each of the 
jurisdictions in which it operates governing, among other things, air emissions, wastewater discharges, the 
use, handling and disposal of hazardous substances and wastes, soil and groundwater contamination and 
employee health and safety. As indicated below and summarized at the conclusion of this section, evolving 
environmental regulations will likely increase the level of capital and operating and maintenance 
expenditures incurred by the Company during the next several years. Based on prior regulatory precedent, 
the Cornpany believes that many costs of complying with such pending or future requirements would likely 
be recoverable under the ECR or other potential cost-recovery mechanisms, but the Company can provide 
no assurance as to the ultimate outcome of such proceedings before the regulatory authorities. 

Ambient Air Quality. The Clean Air Act requires the EPA to periodically review the available 
scientific data for six criteria pollutants and establish concentration levels in the ambient air sufficient to 
protect the public health and welfare with an extra rnargin for safety. These concentration levels are 
known as NAAQS. Each state must identify “nonattainment areas” within its boundaries that fail to 
comply with the NAAQS and develop a SIP to bring such nonattaininent areas into compliance. If a 
state fails to develop an adequate plan, the EPA must develop and implement a plan. As the EPA 
increases the stringency of the NAAQS through its periodic reviews, the attainment status of various 
areas may change, thereby triggering additional emission reduction obligations under revised SIPS 
aimed to  achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and fine particulates that required additional 
reductions in SO2 and NOx emissions from power plants. In 1998, the EPA issued its final “NOx SIP 
Call” rule requiring reductions in NOx emissions of  approximately 85% from 1990 levels in order to 
mitigate ozone transport from the midwestern 1J.S. to the northeastern U S .  To implement the new 
federal requirements, Kentucky amended its SIP in 2002 to require electric generating units to reduce 
their NOx emissions to 0.1 S pounds weight per MMBtu on a company-wide basis. In 2005, the EPA 
issued the CAIR which required additional SO2 emission reductions of 70% and NOx emission 
reductions of 65% from 2003 levels. The CAIR provided for a two-phase cap and trade program, with 
initial reductions of NOx and SO2 emissions due by 2009 and 201 0, respectively, and final reductions 
d u e  by  2015. In 2006, Kentucky proposed to amend its SIP to adopt state requirements similar to those 
under the federal CAIR. 

In July 2008, a federal appeals court issued a ruling finding deficiencies in the CAIR and vacating it. In 
Deceinber 2008, the Court amended its previous Order, directing the EPA to promulgate a new 
regulation but leaving the CAIR in place in the interim. The remand of the CAIR results in some 
uncertainty with respect to certain other EPA or state programs arid proceedings and the Companies’ 
compliance plans relating thereto due to the interconnection of the CAIR with such associated programs. 

In January 2010, the EPA proposed a revised NAAQS for ozone which would increase the stringency of 
the standard. In addition, the EPA published final revised NAAQS standards for nitrogen dioxide 
(‘‘NOZ~~) and SO2 in February 2010 and June 2010, respectively, which are more stringent than previous 
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standards. Depending on the level of action determined necessary to bring local nonattainment areas 
into compliance with the revised NAAQS standards, KU’s power plants are potentially subject to 
requirements for additional reductions in SO1 and NOx emissions. 

In July 201 0, the EPA issued the proposed CATR, which serves to replace the CAIR. The CATR 
provides for a two-phase SO2 reduction program with Phase I reductions due by 2012, and Phase I1 
reductions due by 2014. The CATR provides for NOx reductions in 2012, but the EPA advised that it is 
studying whether additional NOx reductions should be required for 2014. The CATR is rnore stringent 
than the CAIR as it accelerates certain compliance dates and provides for only intrastate and limited 
interstate trading o f  emission allowances. In addition to its preferred approach, the EPA is seeking 
comment on an alternative approach which would provide for individual emission limits at each power 
plant. The EPA has announced that it will propose additional “transport” rules to address compliance 
with revised NAAQS standards for ozone and particulate matter which will be issued by the EPA in the 
fiiture, as discussed below. 

Hazardous Air Pollutants. As provided in the Clean Air Act, the EPA investigated hazardous air 
pollutant emissions from electric utilities and submitted a report to Congress identifying mercury 
emissions from coal-fired power plants as warranting further study. In 2005, the EPA issued the CAMR 
establishing mercury standards for new power plants and requiring all states to issue new SIPs including 
mercury requirements for existing power plants. The EPA issued a model rule which provides for a two- 
phase cap and trade program with initial reductions due by 2010, and final reductions due by 201 8. The 
CAMR provided for reductions of 70% from 2003 levels. The  EPA closely integrated the CAMR and 
CAIR programs to ensure that the 2010 rnercury reduction targets would be achieved as a “co-benefit” 
of the controls installed for purposes of compliance with the CAIR. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The EPA has entered 
into a consent decree requiring it to promulgate a utility Maximum Achievable Control Technology rule 
to replace the CAMR with a proposed rule due by March 20 1 1 , and a final rule due by November 201 1. 
Depending on the  final outcome of the rulernaking, the CAMR could be replaced by new rules with 
different or more stringent requirements for reduction of mercury and other hazardous air pollutants. 
Kentucky has a l so  repealed its corresponding state mercury regulations. 

Acid Rain Program, The Clean Air Act imposed a two-phased cap and trade program to reduce SO2 
emissions from power plants that were thought to contribute to “acid rain” conditions in the northeastern 
1J.S. The Clean Air Act also contains requirements for power plants to reduce NOx emissions through 
the use of available combustion controls. 

Regional Haze. The Clean Air Act also includes visibility goals for certain federally designated areas, 
including national parks, and requires states to submit SIPs that will demonstrate reasonable progress 
toward preventing future impairment and remedying any existing impairment of visibility in those areas. 
In 2005, the EPA issued its Clean Air Visibility Rule detailing how the Clean Air Act’s BART 
requirements will  be applied to facilities, including power plants, built between I962 and 1974 that emit 
certain levels of visibility impairing pollutants. Under the final rule, as the CAIR provided for rnore 
visibility improvement than BART, states are allowed to substitute CAIR requirements in their regional 
haze SIPs in lieu of controls that would otherwise be required by BART. The final rule has been 
challenged in t he  courts. Additionally, because the regional haze SIPs incorporate certain CAIR 
requirements, t h e  remand of the CAIR could potentially impact regional haze SIPs. See “Ambient Air 
Quality” above for a discussion of CAIR-related uncertainties. 
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Installation of Pollution Controls. Many of the programs under the Clean Air Act utilize cap and trade 
mechanisms that require a company to hold sufficient emissions allowances to cover its authorized 
emissions on a company-wide basis and do not require installation of pollution controls on every 
generating unit. Under cap and trade programs, companies are free to focus their pollution control 
efforts on plants where such controls are particularly efficient and utilize the resulting emission 
allowances for smaller plants where such controls are not cost effective. K1.I met its Phase I SO2 
requirements primarily through installation of FGD equipment on Ghent Unit 1. KIJ’s strategy for its 
Phase I1 SO2 requirements, which commenced in 2000, includes the installation of additional FGD 
equipment, as well as, using accumulated emission allowances and fLiel switching to defer certain 
additional capital expenditures. In order to achieve the NOx emission reductions mandated by the NOx 
SIP Call, KU installed additional NOx controls, including SCR technology, during the 2000 through 
2009 time period at a cost of $221 million. In 2001, the Kentucky Commission granted approval to 
recover the costs incurred by KU for these projects through the ECR mechanism. Such monthly 
recovery is subject to periodic review by the Kentucky Commission. 

In order to achieve currently mandated emissions reductions, KLJ expects to incur additional capital 
expenditures totaling approximately $285 million during the 2010 through 2012 time period for 
pollution controls including FGD and SCR equipment and additional operating and maintenance costs in 
operating such controls. In 2005, the Kentucky Commission granted approval to recover the costs 
incurred by the Company f o r  these projects through the ECR mechanism. Such monthly recovery is 
subject to periodic review by the Kentucky Commission. KIJ believes its costs in reducing SO2, NOx 
and mercury emissions to be comparable to those of similarly situated utilities with like generation 
assets. KU’s compliance plans are subject to many factors including developments in the emission 
allowance and fLiels markets, future legislative and regulatory enactments, legal proceedings and 
advances in clean air technology. KU will continue to monitor these developments to ensure that its 
environmental obligations are met in the most efficient and cost-effective manner. See “Ambient Air 
Quality” above for a discussion of CAR-related uncertainties. 

GHG Developments. In 2005, the Kyoto Protocol for reducing GHG emissions took effect, obligating 
37 industrialized countries to undertake substantial reductions in GHG emissions. The U.S. has not 
ratified the Kyoto Protocol and there are currently no mandatory GHG emission reduction requirements 
at the federal level. As discussed below, legislation mandating GHG reductions has been introduced in 
the Congress, but no federal legislation has been enacted to date. In the absence of a program at the 
federal level, various states have adopted their own GHG emission reduction programs, including 1 1 
northeastern U.S. states and the District of Columbia under the Regional GHG Initiative program and 
California. Substantial efforts to pass federal GHG legislation are on-going. The current administration 
has announced its support for the adoption of mandatory GHG reduction requirements at the federal 
level. The United States and other countries met in Copenhagen, Denmark in December 2009, in an 
effort to negotiate a GHG reduction treaty to succeed the Kyoto Protocol, which is set to expire in 2013. 
In Copenhagen, the 1J.S. made a nonbinding commitment to, among other things, seek to reduce GHG 
emissions to 17% below 2005 levels by 2020 and provide financial support to developing countries. The 
IJnited States and other nations are scheduled to meet in Cancun, Mexico in late 201 0 to continue 
negotiations toward a binding agreement. 

GHG Legislation. KU is monitoring on-going efforts to enact GHG reduction requirements and 
requirements governing carbon sequestration at the state and federal level and is assessing potential 
impacts of such programs and strategies to  mitigate those impacts. In June 2009, the U.S. House of 
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Representatives passed the American Clean Energy and Security Act of 2009, which is a comprehensive 
energy bill containing the first-ever nation-wide GHG cap and trade program. The bill would provide for 
reductions in GHG emissions of 3% below 200.5 levels by 2012, 17% by 2020 and 83% by 20.50. In 
order to cushion potential rate impacts for utility customers, approximately 43% of emissions 
allowances would initially be allocated at no cost to the electric utility sector, with this allocation 
gradually declining to 7% in 2029 and zero thereafter. The bill would also establish a renewable 
electricity standard requiring utilities t o  meet 20% of their electricity demand through renewable energy 
and energy efficiency by 2020. The bill contains additional provisions regarding carbon capture and 
sequestration, clean transportation, smart grid advancement, nuclear and advanced technologies and 
energy efficiency. 

In September 2009, the Clean Energy Jobs and American Power Act, which is largely patterned on the 
House legislation, was introduced in the U.S. Senate. The Senate bill raises the emissions reduction 
target for 2020 to 20% below 2005 levels and does not include a renewable electricity standard. While 
the initial bill lacked detailed provisions for the allocation of emissions allowances, a subsequent 
revision incorporated allowance allocation provisions similar to the House bill. In 201 0, Senators Kerry 
and Lieberinan and others have undertaken additional work to draft GHG legislation but have introduced 
no bill in the Senate to date. In July 20 10, Senate Majority Leader Reid announced that he did not 
anticipate that GHG legislation would be brought to the Senate floor in the current session. The 
Company is closely monitoring the progress of pending energy legislation, but the prospect for passage 
of comprehensive GHG legislation in 20 10 is uncertain. 

GHG Regulations. In April 2007, the 1J.S. Supreme Court ruled that the EPA has the authority to 
regulate GHG under the Clean Air Act. In April 2009, the EPA issued a proposed endangerment finding 
concluding that GHGs endanger public health and welfare, which is an initial rulernaking step under the 
Clean Air Act. A final endangerment finding was issued in December 2009. In September 2009, the 
EPA issued a final GHG reporting rule requiring reporting by facilities with annual GHG emissions 
equivalent to at least 25,000 tons of  carbon dioxide. A number of the Company’s facilities will be 
required to submit annual reports commencing with calendar year 2010. In May 2010, the EPA issued a 
final GHG “tailoring” rule requiring new or modified sources with GHG emissions equivalent to at least 
75,000 tons of carbon dioxide to obtain permits under the Prevention of Significant Deterioration 
Program. Such new or modified facilities would be required to install Best Available Control 
Technology. While the Company is unaware of any currently available GHG control technology that 
might be required for installation on new or modified power plants, it is currently assessing the potential 
impact of the rule. The final rule will apply to new and modified power plants beginning in January 
201 1. The Company is unable to predict whether mandatory GHG reduction requirements will 
ultimately be enacted through legislation or regulations. 

GHG Litigation. A number of lawsuits have been filed asserting common law claims including 
nuisance, trespass and negligence against various companies with GHG emitting facilities. In October 
2009, a three judge panel of the United States Court of Appeals for the Sth Circuit in the case of Comer 
v. Murphy Oil reversed a lower court, holding that private plaintiffs have standing to assert certain 
common law claims against more than 30 utility, oil, coal and chemical companies. In March 20 10, the 
court vacated the opinion of the three-judge panel and granted a motion for rehearing but subsequently 
denied the appeal due to the lack of a quorum. The appellate ruling leaves in effect the lower court 
ruling dismissing the plaintiffs’ claims. The petitioners filed a petition for a writ of mandamus with the 
Supreme Court in August 2010. The Comer complaint alleges that GHG emissions from the defendants’ 
facilities contributed to global warming which increased the intensity of Hurricane Katrina. EON, the 
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indirect parent of the Companies, was included as a defendant in the complaint but has not been subject 
to t h e  proceedings due to the failure of the plaintiffs to pursue service under the applicable international 
procedures. The Companies are currently unable to predict further developments in the Comer case and 
contintie to monitor relevant GHG litigation to identify judicial developments that may be potentially 
relevant to their operations. 

Ghent Opacity NOV. In September 2007, the EPA issued an NOV alleging that KU had violated 
certain provisions of the Clean Air Act’s operating rules relating to opacity during June and July of 2007 
at Units 1 and 3 of KU’s Ghent generating station. The parties have met on this matter and KU has 
received no further communications from the EPA. The Company is not able to estimate the outcome or 
potential effects of these matters, including whether substantial fines, penalties or remedial measures 
may result. 

Ghent New Source Review NOV. In March 2009, the EPA issued an NOV alleging that KU violated 
certain provisions of the Clean Air Act’s rules governing new source review and prevention of 
significant deterioration by installing FGD and SCR controls at its Ghent generating station without 
assessing potential increased sulfLiric acid mist emissions. I W  contends that the work in question, as 
pollution control projects, was exempt from the requirements cited by the EPA. In December 2009, the 
EPA issued a Section 114 information request seeking additional information on this matter. In March 
201 0, the Company received an EPA settlement proposal providing for imposition of additional permit 
limits and emission controls and anticipates continued settlement negotiations with the EPA. Depending 
on the provisions of a final settlement or the results of litigation, if any, resolution of this matter could 
involve significant increased operating and capital expenditures. The Company is currently unable to 
determine the final outcome of this matter or the impact of an unfavorable determination on the 
Company’s financial position or results of operations. 

Ash Ponds and Coal-Combustion Byproducts. The EPA has undertaken various initiatives in 
response to the December 2008 impoundment failure at the Tennessee Valley Authority’s Kingston 
power plant, which resulted in a major release of coal combustion byproducts into the environment. The 
E P A  issued information requests to utilities throughout the country, including KU, to obtain information 
on their ash ponds and other impoundments. In addition, the EPA inspected a large number of 
impoundments located at power plants to determine their structural integrity. The inspections included 
several of KU’s impoundments, which the EPA found to be in satisfactory condition. In June 20 I O ,  the 
EPA published proposed regulations for coal cornbustion byproducts handled in landfills and ash ponds. 
The  EPA has proposed two alternatives: (1) regulation of coal combustion byproducts in landfills and 
ash ponds as a hazardous waste or (2) regulation of coal cornbustion byproducts as a solid waste with 
minimum national standards. Under both alternatives, the EPA has proposed safety requirements to 
address the structural integrity of ash ponds. In addition, the EPA will consider potential refinements of 
the provisions for beneficial reuse of coal combustion byproducts. 

Water Discharges and PCB Regulations. The EPA has also announced plans to develop revised 
effluent limitation guidelines governing discharges fiom power plants and standards for cooling water 
intake structures. The EPA has further announced plans to develop revised standards governing the use 
of polychlorinated biphenyls (“PCB”) in electrical equipment. The Company is monitoring these 
ongoing regulatory developments but will be unable to determine the impact until such time as new rules 
are finalized. 
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Impact of Pending and Future Environmental Developments. As a company with significant coal- 
fired generating assets, KU will likely be substantially impacted by pending or future environmental 
rules or legislation requiring mandatory reductions in GHG emissions or other air emissions, imposing 
more stringent standards on discharges to waterways, or establishing additional requirements for 
handling or disposal of coal combustion byproducts. These evolving environmental regulations will 
likely require an increased level of capital expenditures and increased incremental operating and 
maintenance costs by the Company over the next several years. Due to the uncertain nature of the final 
regulations that will ultimately be adopted by the EPA, including the reduction targets and the deadlines 
that will be applicable, the Company cannot finalize estimates of the potential compliance costs, but 
should the final rules incorporate additional emission reduction requirements, require more stringent 
emissions controls or implement more stringent byproducts storage and disposal practices, such costs 
will likely be significant. With respect to NAAQS, CATR, CAMR replacement and coal combustion 
byproducts developments, based on a preliminary analysis of proposed regulations, the Company may 
be required to  consider actions such as upgrading existing emissions controls, installing additional 
emissions controls, upgrading byproducts disposal and storage and possible early replacement of coal- 
fired units. Capital expenditures for KIJ associated with such actions are preliminarily estimated to be in 
the $1.7 billion range over the next 10 years, although final costs may substantially vary. With respect to 
potential developments in water discharge, revised PCB standards or GHG initiatives, costs in such 
areas cannot be estimated due to the preliminary status or uncertain outcome of such developments, but 
would be in addition to the above amount and could be substantial. Llltimately, the precise impact on the 
Company’s operations of these various environmental developments cannot be determined prior to the 
finalization of such requirements. Rased on prior regulatory precedent, the Company believes that many 
costs of complying with such pending or future requirements would likely be recoverable under the ECR 
or other potential cost-recovery mechanisms, but the Company can provide no assurance as to the 
ultimate outcome of such proceedings before the regulatory authorities. 

TC2 Water Permit. In May 2010, the Kentucky Waterways Alliance and other environmental groups 
filed a petition with the Kentucky Energy and Environment Cabinet challenging the Kentucky Pollutant 
Discharge Elimination System permit issued in April 20 10, which covers water discharges from the 
Trimble County generating station. In October 2010, the hearing officer issued a report and 
recommended order providing for dismissal of the claims raised by the petitioners. LJntil such time as 
the Secretary issues a final order of the agency and all appeals are exhausted, the Company is unable to 
predict the outcome or precise impact of this matter. 

General Environmental Proceedings. From time to time, KIJ appears before the EPA, various state or 
local regulatory agencies and state and federal courts regarding matters involving compliance with 
applicable environmental laws and regulations. Such matters include a prior Section 1 14 information 
request from the EPA relating to new-source issues at KU’s Ghent unit 2; completed settlement with 
state regulators regarding compliance with particulate limits in the air permit for KTJ’s Tyrone 
generating station; remediation activities for or other risks relating to elevated PCB levels at existing 
properties; liability under the Comprehensive Environmental Response, Compensation and Liability Act 
for cleanup at  various off-site waste sites; and claims regarding the GHG emissions from the Company’s 
generating stations. Rased on analysis to date, the resolution of these matters is not expected to have a 
material impact on the Company’s operations. 
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Note 10 -Related Party Transactions 

KLJ, subsidiaries of E.ON U.S. and subsidiaries of E.ON engage in related party transactions. 
Transactions between KTJ and E.ON US. subsidiaries are eliminated on consolidation of E.ON U.S. 
Transactions between K U  and E.ON subsidiaries are eliminated on consolidation of E.ON. These 
transactions are generally performed at cost and are in accordance with FERC regulations under the 
Public Utility Holding Company Act of 2005 and the applicable Kentucky Commission and Virginia 
Commission regulations. The significant related party transactions are disclosed below. 

Intercompanv Wholesale Sales and Purchases 

KU and L,G&E jointly dispatch their generation units with the lowest cost generation used to serve their 
retail native load. When LG&E has excess generation capacity after serving its own retail native load 
and its generation cost is lower than that of KU, KU purchases electricity from LG&E. When KU has 
excess generation capacity after serving its own retail native load and its generation cost is lower than 
that of LG&E, LG&E purchases electricity from KU. These transactions are recorded as intercompany 
wholesale sales and purchases are recorded by each company at a price equal to the seller’s fuel cost. 
Savings realized fi-om purchasing electricity intercompany instead o f  generating froin their own higher 
costs units or purchasing from the market are shared equally between the two Companies. The volume 
of energy each company has to sell to the other is dependent on its native load needs and its available 
generation. 

These sales and purchases are jncluded in the statements of income as operating revenues, power 
purchased expenses and other operation and maintenance expenses. KU’s intercompany electric 
revenues and power purchased expense were as follows: 

(in millions) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 m m  2009 

Electric operating revenues from LG&E $ 3  $ 2 $  13 $ 18 
Power purchased arid related operations 

and maintenance expenses from LG&E 22 22 71 82 

Interest Charges 

See Note 8, Short-Term and Long-Term Debt, for details of intercompany borrowing arrangements. 
Intercompany agreements do not require interest payments for receivables related to services provided 
when settled within 30 days. 

KU’s interest expense to affiliated companies was as follows: 

(in millions) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 2009 

Interest on Fidelia loans $ 18 $ 18 $ 5 s  $ 51 
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Interest expense paid to E.ON 1J.S. on the money pool arrangement was less than $1  million for the 
three and nine months ended September 30, 20 10 and 2009. 

Dividends 

In September 201 0, the Company paid dividends of $50 million to its coininon shareholder, E.ON 1J.S. 

Capital Contributions 

In March and June 2009, the Company received capital contributions of $50 million and $25 million, 
respectively, from its common shareholder, E.ON I.J.S. 

Other Intercompany Billings 

Servco provides the Company with a variety of centralized administrative, management and support 
services. These services include payroll taxes paid by Servco on behalf of KTJ, labor and burdens of 
Servco employees performing services for KU, coal purchases and other vouchers paid by Servco on 
behalf of KU. The cost of these services is directly charged to the Company, or for general costs which 
cannot be directly attributed, charged based on predetermined allocation factors, including the following 
ratios: number of customers, total assets, revenues, number of employees and other statistical 
information. These costs are charged on an actual cost basis. 

In addition, the Companies provide services to each other and to Servco. Billings between the 
Cornpanies relate to labor and overheads associated with union and hourly employees performing work 
for the other utility, charges related to jointly-owned generating units and other miscellaneous charges. 
Billings from K1.J to Servco include cash received by Servco on behalf of KIJ, primarily tax settlelnents, 
and other payments made by the Company on behalf of other non-regulated businesses which are 
reimbursed through Servco. 

Intercompany billings to and from KU were as follows: 

(in millions) 

Servco billings to KU 
KTJ billings to LG&E 
LG&E billings to KIJ 
KU billings to Servco 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 2009 - 2010 2009 

$ 64 $ 43 $ 181 $ 121 
- 16 1 63 

28 - 47 
11 3 1 1  5 
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Intercompany Balances 

The Company had the following balances with its affiliates: 

(in millions) 
September 30, December 3 1 , 

pl-0 

Accounts receivable from E.ON U.S. $ $ 9 
Accounts payable to L,G&E 17 53 
Accounts payable to Servco 18 20 

Notes payable to E.ON 1J.S. 61 45 

$33 million) 1,331 1,33 1 

Accounts payable to E.ON U.S. 
Accounts payable to Fidelia 18 15 

Long-term debt to Fidelia (including current portion of 

18 

Note 11 - Subsequent Events 

Subsequent events have been evaluated through October 29,201 0, the date of issuance of these 
statements, and these statements contain all necessary adjustments and disclosures resulting from that 
evaluation. 

O n  October 29,2010, KTJ’s pollution control bonds were converted from unsecured debt to debt which 
is collateralized by first mortgage bonds. See Note 1, General, and Note 8, Short-Term and L,ong-Term 
Debt. 

O n  October 26,2010, the FERC issued an Order approving the acquisition of E.ON U.S. by PPL. See 
Note 1, General. 

O n  October 19,20 10 and October 2 1 , 20 1 0, respectively, the Virginia Commission and Tennessee 
Regulatory Authority issued Orders approving the acquisition of E.ON U.S. by PPL. On the same dates, 
K U received Virginia Coininksion and Tennessee Regulatory Authority approvals to complete certain 
refinancing transactions in connection with the anticipated PPL acquisition and other business factors. 
S e e  Note 1 , General, and Note 8, Short-Term and Long-Term Debt. 
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Management's Discussion and Analysis 

Overview 

KU, incorporated in Kentucky in 191 2 and in Virginia in 1991 , is a regulated public utility engaged in 
the generation, transmission, distribution and sale of electric energy i n  Kentucky, Virginia and 
Tennessee. KU provides electric service to approximately 5 1.5,OOO customers in 77 counties in central, 
southeastern and western Kentucky, to approximately 29,000 customers in 5 counties in southwestern 
Virginia and 5 customers in Tennessee. KIYs service area covers approximately 6,600 noncontiguous 
square miles. Approximately 99% of the electricity generated by KU is produced by its coal-fired 
electric generating stations. The remainder is generated by a hydroelectric power plant and natural gas 
and oil fueled combustion turbines. In Virginia, KU operates under the name Old Dominion Power 
Company. KU also sells wholesale electric energy to 12  municipalities. 

I<U is a wholly-owned subsidiary of E.ON US. ,  an indirect wholly-owned subsidjary of E.ON, a 
German corporation. KU's affiliate, LG&E, is a regulated public utility engaged in the generation, 
transinission, distribution and sale of electric energy and the storage, distribution and sale of natural gas 
in Kentucky. 

The following discussion and analysis by management focuses on those factors that had a material effect on 
KU's financial results of operations and financial condition during the three and nine months ended 
September 30,201 0, and should be read in connection with the condensed financial statements and notes 
thereto and the Annual Report for the year ending December 3 1 , 2009. Dollars are in inillions unless 
otherwise noted. 

Some of the following discussion may contain forward-looking statements that are subject to certain risks, 
uncertainties and assumptions. Such forward-looking statements are intended to be identified in this 
document by the words "anticipate," "expect," "estimate," "objective," "possible," "potential" and similar 
expressions. Actual results may vary materially. Factors that could cause actual results to differ materially 
include: general economic conditions; business and competitive conditions in the energy industry; changes 
in federal or state legislation; unusual weather; actions by state or federal regulatory agencies; and other 
factors described from time to time in the Company's reports, including the Annual Report for the year 
ended December 3 1,2009. 

PPL Acquisition 

See Note 1 , General, for information regarding the acquisition of EON U.S. by PPL, settlement 
agreements in change of control proceedings, closing conditions and anticipated financing transactions. 

Regulatory Matters 

See Note 2, Rates and Regulatory Matters, for information regarding rate cases, regulatory assets and 
liabilities and other regulatory matters. 
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Environmental Matters 

General 

Protection of the environment is a major priority for KU and a significant element of its business 
activities. K1J’s properties and operations are subject to extensive environmental-related oversight by 
federal, state and local regulatory agencies, including via air quality, water quality, waste management 
and similar laws and regulations. Therefore, KU must conduct its operations in accordance with 
niiinerous permit and other requirements issued under or contained in such laws or regulations. 

Cliniate Change 

Recent developments continue to indicate an increased possibility of significant climate change or GHG 
legislation or regulation, at the international, federal, regional and state levels. During December 2009, 
as part of the lJnited Nation’s Copenhagen Accord, the United States agreed to a non-binding goal to 
reduce GHG emissions to 17% below 2005 levels by 2020. Additionally, during 2009, the 1J.S. House of 
Representatives passed comprehensive GHG legislation, which included a number of measures to limit 
GHG emissions and achieve GHG emission reduction targets below 2005 levels of 3% by 2012, 17% by 
2020 and 83% by 2050. Similar legislation has been considered in the 1J.S. Senate, but the prospects for 
passage remain uncertain. In late 2009, the EPA issued or proposed various regulatory initiatives 
relating to GHG matters, including an endangerment finding relating to mobile sources of GHGs, a 
GHG reporting requirement and a rule relating to permitting requirements for new or modified GHG 
emission sources. Finally, a number of 1J.S. states, although not currently including Kentucky, have 
adopted GHG-reduction legislation or regulation of various sorts. The developing GHG initiatives 
include a number of differing structures and formats, including direct limitations on GHG sources, 
issuance of allowances for GHG emissions, cap-and-trade programs for such allowances, renewable or 
alternative generation portfolio standards and mechanisms relating to demand reduction, energy 
efficiency, smart-grid, transmission expansion, carbon-sequestration or other GHG-reducing efforts. 
While the final terms and impacts of such initiatives cannot be estimated, KU, as a primarily coal-fired 
utility, could be highly affected by such proceedings. 

Other Environnzental Regulatory Initiatives 

Additioiially, the EPA has proposed or announced that it intends to propose a number of additional 
environmental regulations that could substantially impact utilities with coal-fired generating assets. 
These regulatory initiatives include revisions to the ambient air quality standards for S02, NO2, ozone, 
and particulate matter 2.5 microns in size or less, rules aimed at mitigating the interstate transport of SO2 
and NOx, a program governing emissions of hazardous air pollutants from utility generating units, a 
program for the management of coal combustion residuals, revised effluent guidelines for utility 
generating facilities and standards for water intake structures. Such requirements could potentially 
mandate upgrade of existing emission controls, installation of additional emission controls such as 
FGDs, SCRs, fabric filter bag houses, activated carbon injection, wet electrostatic precipitators, closure 
of ash ponds and retrofit of landfills, installation of cooling towers, deployinent of new water treatment 
technologies and retirement of facilities that cannot be retrofitted on a cost effective basis. 

The cost to K1J and t h e  effect on KU’s business of complying with potential GHG restrictions and other 
environinental regulatory initiatives will depend on the details of the programs ultimately enacted. Some 
of the design elements which may have the greatest effect on 1<U include (a) the required levels and 
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timing of emissions caps, discharge limits or similar standards (b) the sources covered by such 
requirernents, (c) transition and mitigation provisions, such as phase-in periods, free allowances or price 
caps, (d) the availability arid pricing of relevant mitigation or control technologies, goods or services and 
(e) economic, iriarltet and customer reaction to electricity price and demand changes due to 
environmental concerns. 

Ultimately, environmental matters or potential environmental matters can represent an important 
element of current or future potential capital requirernents, future unit retirement or replacement 
decisions, supply and demand for electricity, operating and maintenance expenses or compliance risks 
for the Company. Base on prior regulatory precedent, KIJ currently anticipates that marly of such direct 
costs may be recoverable through rates or other regulatory mechanisms, particularly with respect to 
coal-related generation, but the availability, timing or completeness of such rate recovery cannot be 
assured. Ultimately, climate change and other environmental matters will likely increase the level of 
capital expenditures and operating and maintenance costs incurred by the Company during the next 
several years. With respect to NAAQS, CATR, CAMR replacement and coal combustion byproducts 
developments, based on a preliminary analysis of proposed regulations, the Company may be required to 
consider actions such as upgrading existing emissions controls, installing additional emissions controls, 
upgrading byproducts disposal and storage and possible early replacement of coal-fired units. Capital 
expenditures for KIJ associated with such actions are preliminarily estimated to be in the $1.7 billion 
range over the next 10 years, although final costs may substantially vary. See Management’s Discussion 
and Analysis and Note 9, Commitments and Contingencies, for additional information. 
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Results of Operations 

The electric utility business is affected by seasonal temperatures. As a result, operating revenues (and 
associated operating expenses) are not generated evenly throughout the year. 

Three Months Ended September 30, 201 0, Compared to 
Three Months Ended September 30,2009 

Net Income 

Net income was $54 million for the three months ended September 30, 2010, compared to $66 million 
for the same period in 2009. The decrease was primarily the result of the following: 

Three Months Ended 

2010 2009 (Decrease) 
September 30, Increase 

Total operating revenues 
Total operating expenses 

$ 416 $ 341 $ 75 
31 1 216 95 

Operating income 105 125 (20) 

Interest expense to affiliated companies 18 18 - 
Other income (expense) - net (1) (2) I 

Income before income taxes 86 105 (1 9) 

Income tax expense 32 39 (7) 

Net income 

Operating Revenues 

The $75 million increase in operating revenues in the three months ended September 30,2010, was 
primarily d u e  to: 

Increase 
(Decrease) 

Retail sales volumes (a) 
Retail base rates (b) 
ECR surcharge due to increased recoverable capital spending 
Retail FAC costs billed to customers due to higher fuel prices 
Other 

$ 40 
14 
10 
6 
5 

$ 75 

Primarily due to increased consumption by residential customers as a result of increased 
cooling degree days and higher energy usage by industrial customers as a result of 
improved economic conditions and increased cooling degree days. 
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(b) Primarily due to higher rates effective August 1,20 10. See Note 2, Rates and Regulatory 
Matters, for further discussion of the 201 0 Kentucky rate case. 

Operating Expenses 

Fuel for electric generation comprises a large component of total operating expenses. Increases or 
decreases in the cost of fuel are reflected in retail rates through the FAC, subject to the approval of the 
Kentucky Commission, the Virginia Commission and the FERC. Operating expenses follow: 

Three Months Ended 

2010 2009 (Decrease). 
September 30, Increase 

Fuel for electric generation $ I46 $ 114 $ 3 2 

Other operation and maintenance expenses 86 22 64 
Power purchased 41 47 (6) 

Depreciation, accretion and amortization 38 33 5 

Total operating expenses $ 311  $ 216 $ 95 

Fuel for Electric Generation 

The $32 million increase in fuel for electric generation in the three months ended September 30, 2010, 
was primarily due to increased volumes of fuel usage due to increased retail sales volumes. 

Power Purchased 

The $6 million decrease in power purchased expense in the three months ended September 30, 2010, 
was primarily due to: 

Increase 
[Decrease) 

Third-party purchased volumes for native load 
Demand payments for third-party purchase 
Prices for purchases used to serve retail customers 

$ 

$ (6) 

Other Operation and Maintenance Expenses 

Other operation and maintenance expenses increased $64 million in the three months ended September 
30, 201 0, due to $55 million of increased maintenance expenses, and $9 million of increased other 
operation expenses. These increases were primarily due to distribution expenses ($53 million related to 
maintenance and $4 million related to other operations) incurred in the first quarter of 2009 for wind and 
ice storin restoration that were reclassified to a regulatory asset in the third quarter of 2009. 

Income Tax Expense 

See Note 7, Income Taxes, for a reconciliation of differences between the U.S. federal incorne tax 
expense at statutory rates and KIJ’s income tax expense. 
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Nine Months Ended September 30,20 10, Compared to 
Nine Months Ended September 30,2009 

Net Income 

Net income was $1 29  million for the nine months ended September 30,2010, compared to $99 million 
for the same period in 2009. The increase was priinarily the result of the following: 

Nine Months Ended 

-- 2010 2009 (Decrease) 
September 30, Increase 

Total operating revenues 
Total operating expenses 

$ 1,146 $ 1,009 $ 137 
883 812 71 

Operating income 26.3 197 66 

Interest expense to affiliated companies 55  51 4 
Other income (expense) - net (3 )  2 ( 5 )  

Income before income taxes 205 148 57 

Income tax expense 76 49 27 

Net income $ 129 $ 99 $ 30 

Operating Revenues 

The $137 million increase in operating revenues in the nine months ended September 30, 2010, was 
primarily due to: 

Increase 
(Decrease) 

Retail sales volumes (a) 
Retail base rates (b) 
ECR surcharge due to increased recoverable capital spending 
Miscellaneous operating revenue (c) 
DSM revenue due to increased recoverable program spending 
Other 

$ 98 
14 
10 
8 
6 

$ 137 

(a) Primarily due to increased consumption by residential customers as a result of increased 
cooling and heating degree days and higher energy usage by industrial customers as a result 
of improved economic conditions and increased cooling and heating degree days. 

Matters, for further discussion of the 2010 Kentucky rate case. 
(b) Primarily due  to higher rates effective August 1,2010. See Note 2, Rates and Regulatory 

(c) Primarily related to increased late payment charges and transmission service revenues. 
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Operating Expenses 

Fuel for electric generation comprises a large component of total operating expenses. Increases or 
decreases in the cost of fuel are reflected in retail rates through the FAC, sub,ject to the approval of the 
Kentucky Commission, the Virginia Commission and the FERC. Operating expenses follow: 

Nine Months Ended 

2010 2009 (Decrease) 
September 30, Increase 

Fuel for electric generation $ 391 $ 329 $ 62 
Power purchased 135 154 (19) 
Other operation and maintenance expenses 2s 1 230 21 
Depreciation, accretion and amortization 106 99 7 

Total operating expenses $ 883 $ 812 $ 71 

Fuel for Electric Generation 

The $62 million increase in fuel for electric generation in the nine months ended September 30, 2010, 
was primarily due to: 

Fuel usage volumes due to  increased native load and wholesale sales 
Commodity and transportation costs for coal 

Power Purchased 

The $1 9 million decrease in power purchased expense 
was primarily due to: 

the nine months endel 

Third-party purchased volumes for native load 
Purchases from LG&E d u e  to volume (a) 
Demand payments for third-party purchases 
Prices for purchases used  to serve retail customers 
OMU settlement received in 2009 (b) 
Purchases from LG&E d u e  to fuel costs 

Increase 
(Decrease) 

$ 73 
(1 1) 

$ 62 

September 30,2010, 

Increase 
(Decrease) 

,$ (19) 

(a) Primarily due to increased consumption by residential customers at L,G&E as a result of 
increased cooling and heating degree days and increased coal-fired generation outages in 
the first six months of2010 and higher energy usage by industrial customers as a result of 
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improved economic conditions and increased cooling and heating degree days. See Note 10, 
Related Party Transactions, for further discussion of the mutual agreement for wholesale 
sales and purchases between the Companies. 

settlement. 
(b) See Note 9, Commitments and Contingencies, for further discussion of the OMU 

Other Operation and Maintenance Expenses 

Other operation and maintenance expenses increased $21 million in the nine months ended September 
30,2010, due to $19 million of increased other operation expenses and $2 million of increased 
maintenance expenses. 

Other Operaat ion Expenses 

The $19 million increase in other operation expenses in the nine months ended September 30,2010, was 
primarily due to: 

Increase 
[Decrease) 

Transmission expense (a) 
Administrative and general (b) 
Steam expense due to increased generation in 20 10 
Other 

$ 7 
6 
5 
1 

$ 19 

Primarily due to transmission expense for a third party pursuant to a settlement agreement, 
the establishment of a regulatory asset approved by the I<entucky Commission for the 
EKPC settlement in 2009, net of nine months of amortization expense recorded in 20 10, 
and increased transmission expense due to transmission charges for FERC jurisdictional 
municipal customers now unbundled from energy. 
Primarily due to increased bad debt expense due to higher billed revenues, implementation 
of a late payment charge and a higher net charge-off percentage, increased labor costs, and 
increased insurance cost. 

Interest Expense to Affiliated Companies 

The $4 million increase in interest expense to affiliated companies in the nine months ended September 
30, 201 0, was primarily due to increased intercompany notes outstanding. 

Income Tax Expense 

See Note 7, Income Taxes, for a reconciliation of differences between the lJ.S. federal income tax 
expense at statutory rates and KU’s income tax expense. 
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Financial Condition 

Liquidity and Capital Resources 
September 30, December 3 1 ,  

2010 2009 

Cash and cash equivalents $ 2 $ 2 

Current portion of long-term debt to affiliated company 33 33 
Notes payable to affiliated company 61 45 

Current portion of long-term debt 228 22 8 

Activity in KIJ’s cash and cash equivalents in the nine months ended September 30,2010, included the 
following: 

Increase 
(Decrease) 

Cash provided by operating activities 
Construction expenditures 
A net increase in short-term borrowings from affiliated company 
Expenditures to purchase assets from affiliate 
Payment of dividends 

Working Capital Deficiency 

As of September 30, 2010, KU had a working capital deficiency of $205 million, primarily due to the 
terms o f  certain tax-exempt bonds totaling $228 million, which allow the investors to put the bonds back 
to the Company causing them to be classified as current portion of long-term bonds. The Company has 
adequate liquidity facilities to repurchase any bonds put back to the Company. Working capital 
deficiencies can be fhnded through an intercompany money pool agreement through bilateral lines of 
credit or drawings under letters of credit. See Note 8, Short-Term and Long-Term Debt. KU believes 
that its sources of funds will be sufficient to meet the needs of its business in the foreseeable ftiture. 

Auction Rate Securities 

Auctions for auction rate securities issued by KU continued to fail during the quarter, KIJ did not hold 
any of its own auction rate securities at September 30,201 0 and December 3 1,2009. See Note 8, Short- 
Term and Long-Term Debt, for hrther discussion of auction rate securities. 

Debt 

Regulatory approvals are required for KIJ to incur additional debt. The Virginia Commission and the 
FERC authorize the issuance of short-term debt while the Kentucky Cornmission, the Virginia 
Coinrnission and the Tennessee Regrilatory Authority authorize the issuance of long-term debt. In 
November 2009, KIJ received a two-year authorization from the FERC to borrow up to $400 million in 
short-term fiinds. KU also has authorization from the Virginia Commission that expires at the end of 
20 1 1 ,  allowing short-term borrowing of up to $400 million. These short-term filnds are made available 
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via the Company’s participation in an intercompany money pool agreement wherein E.ON U.S. and/or 
LG&E make f h d s  available to KU at market-based rates (based on highly rated commercial paper 
issues) up to $400 million. 

See Note 1 , General, for information on PPL related financing and Note 8, Short-Term and Long-Term 
Debt, for information on redemptions, maturities and issuances of long-term debt. 

Common Stock 

In September 2010, the Company paid dividends of $50 million to its common shareholder, E.ON U.S. 
KU uses iiet cash generated from its operations and external financing (including financing from 
affiliates) to fund the payment of dividends. Future dividends, declared at the discretion of the Board of 
Directors, will be dependent on future earnings, financial requirements and other factors. 

Credit Ratings 

KU’s credit ratings reflect the views of two national rating agencies. A security rating is not a 
recommendation to buy, sell or hold securities and is subject to revision or withdrawal at any time by the 
rating agency. In October 201 0, one national rating agency revised downward the short-term credit 
rating of the pollution control bonds and the Company’s issuer rating as a result of the pending 
acquisition by PPL. See Note 8, Short-Term and Long-Term Debt, for a discussion of downgrade 
actions related to  the pollution control bonds caused by a change in the rating of the entity insuring those 
bonds. 

KU has various derivative and non-derivative contracts, including contracts for the sale and purchase of 
electricity and fuel, which contain provisions requiring KU to post additional collateral or permit the 
couriterparty to terminate the contract if IW’s credit rating were to fall below investment grade. At 
September 30, 20 10, K1.l had no open positions under these contracts that would require the Company to 
post collateral to  counterparties if KU’s credit rating had been downgraded below investment grade for 
both derivative and non-derivative commodity and commodity-related contracts used in its generation, 
marketing and trading operations. 
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Future Capital Requirements 

KU’s construction program is  designed to ensure that there will be adequate capacity and reliability to 
meet the electric needs of its service area and to comply with environmental regulations. These needs 
are continually being reassessed, and appropriate revisions are made, when necessary, in construction 
schedules. KIJ expects its capital expenditures for the three year period ending December 31,2012, to 
total approximately $1.1 billion, consisting primarily of the following: 

Construction of generation assets 
Construction of distribution assets 
Ash pond and landfill projects 
Brown SCR 
Installation of FGDs on Ghent and Brown units 

$ 305 
24.5 
210 
15.5 
125 

Information technology projects 35 
Other projects 2.5 
Construction of TC2 (includes $5 million for environmental controls) 2.5 

$ 1,125 

In  addition to the amounts in the table shown above, evolving environtnental regulations will liltely 
increase the level of capital expenditures above the amounts currently expected over the next several 
years. With respect to NAAQS, CATR, CAMR replacement and coal combustion byproducts 
developments, based on a preliminary analysis of proposed regulations, the Company may be required to 
consider actions such as upgrading existing emissions controls, installing additional emissions controls, 
upgrading byproducts disposal and storage and possible early replacement of coal-fired units. Capital 
expenditures for KIJ associated with such actions are preliminarily estimated to be in the $1.7 billion 
range over the next I O  years, although final costs may substantially vary. See Note 9, Commitments and 
Contingencies, for further discussion of environmental matters. Future capital requirements may be 
affected in varying degrees by factors such as electric energy demand load growth, changes in 
construction expenditure levels, rate actions by regulatory agencies, new legislation, changes in 
commodity prices and labor rates, changes in environmental regulations and other regulatory 
requirements. Credit market conditions can affect aspects of the availability, terms or methods in KU 
and LG&E fund their capital requirements. KU and L,G&E anticipate ftinding future capital 
requirements through operating cash flow, debt and/or infusions of capital from their parent. 
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Controls and Procedures 

Management is responsible for establishing and maintaining adequate internal control over financial 
reporting. Internal control over financial reporting is a process designed to provide reasonable assurance 
regarding the reliability of financial reporting and the preparation of financial statements for external 
purposes in accordance with generally accepted accounting principles. A company’s internal control 
over financial reporting includes those policies and procedures that pertain to the maintenance of records 
that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of 
the company; provide reasonable assurance that transactions are recorded as necessary to permit 
preparation of financial statements in accordance with generally accepted accounting principles and 
receipts and expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and provide reasonable assurance regarding prevention or 
timely detection of unauthorized acquisition, use, or disposition of the company’s assets that could have 
a material effect on the condensed financial statements. 

Because of its inherent limitations, internal control over financial reporting may not prevent or detect 
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the 
risk that controls may become inadequate because of changes in conditions, or that the degree of 
compliance with the policies or procedures may deteriorate. 

As of December 3 1 , 2009, KU is not subject to the internal control and other requirements of the 
Sarbanes-Oxley Act of 2002 and associated rules (the “Act”) and consequently is not required to 
evaluate the effectiveness of the Company’s internal control over financial reporting pursuant to Section 
404 of the Act. However, management has assessed the effectiveness of the Company’s internal control 
over financial reporting as of December 3 1 , 2009, using the criteria set forth by the Coininittee of 
Sponsoring Organizations of the Treadway Commission in Internal Control - Integrated Framework. 
Management has concluded that, as of December 3 I , 2009, the Company’s internal control over 
financial reporting was effective based on those criteria. There have been no changes in the Company’s 
internal control over fitiancial reporting that occurred during the nine months ended September 30, 20 10, 
that has materially affected or is reasonably likely to materially affect the Company’s internal control 
over financial reporting. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 1,2009, 
was audited by Pricewaterhousecoopers LLP, an independent accoiinting firm, as stated in its report 
which is included in the 2009 KU Annual Report. 
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Legal Proceedings 

For a description of the significant legal proceedings, including, but not limited to, certain rates and 
regulatory, environmental, climate change and litigation matters, involving KIJ, reference is made to the 
information under the fdlowing captions of the Company’s Annual Report for the year ended December 
3 1 , 2009: Business, Risk Factors, Legal Proceedings, Management’s Discussion and Analysis, Financial 
Statements and Notes to Financial Statements. Reference is also made to the matters described in Note 
2, Rates and Regulatory Matters; Note 9, Commitments and Contingencies; and Note 11, Subsequent 
Events, of this quarterly report. Except as described in this quarterly report, to date, the proceedings 
reported in the Company’s Annual Report for the year ended December 3 1 , 2009, have not materially 
changed. 

Other 

111 the normal course of business, other lawsuits, claims, environmental actions and other governmental 
proceedings arise against KIJ. To the extent that damages are assessed in any of these lawsuits, the 
Company believes that its insurance coverage is adequate. Management, after consultation with legal 
coijnsel, does not anticipate that liabilities arising out of other currently pending or threatened lawsuits 
and claims will have a material adverse effect on the Company’s financial position or results of 
operations. 
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Forward-Looking Information 

KU uses forward-looking statements in  this annual report. Statements that are not historical facts are 
forward-looking statements, and are based on beliefs and assumptions of management, and on 
infomiation currently available to managenient. Forward-looking statements include statements 
preceded by, followed by or using such words as “believe,” “expect,” “anticipate,” “plan,” “estimate” or 
similar expressions. Such staternents speak only as of the date they are made, and the Company 
undertakes no obligation to update publicly any of them in light of new information or f~iture events. 
Actual results may inaterially differ from those implied by forward-looking statements due to known 
and unknown risks and ~incertainties. Factors that could cause actual results to differ materially from 
those indicated in any forward-looking statement include, but are not limited to: 

fuel supply availability; 
0 weather Conditions affecting generation production, customer energy use and operating costs; 
* operation, availability and operating costs of existing generation facilities; 

0 collective labor bargaining negotiations; 
0 the outcome of litigation against the Company; 
0 potential effects of threatened or actual terrorism or war or other hostilities; 
* commitments and liabilities; 
0 market deinand and prices for energy, capacity, transmission services, emission allowances and 

0 competition in retail and wholesale power markets; 
0 liqiiidity of wholesale power markets; 
0 defaults by counterparties under the Company’s energy, fuel or other power product contracts; 
0 market prices of commodity inputs for ongoing capital expenditures; 
0 capital market conditions, including the availability of capital or credit, changes in interest rates, 

* the fair value of debt and equity securities and the impact on defined benefit costs and resultant cash 

* interest rates and their effect on pension and retiree medical liabilities; 

transmission and distribution system conditions and operating costs; 

delivered fuel; 

and decisions regarding capital structure; 

funding requirements for defined benefit plans; 

volatility in or the impact of other changes in financial or coininodity markets and economic 
conditions; 

* profitability and liquidity, including access to capital markets and credit facilities; 
0 new accounting requirements or new interpretations or applications of existing requireinents; 
0 seciirities and credit ratings; 

current and future environinental conditions and requirements and the related costs of compliance, 
including environinental capital expenditures, emission allowance costs and other expenses; 

* political, regulatory or economic conditions in states, regions or countries where the Company 
conducts business; 

0 receipt of necessary governmental permits, approvals and rate relief; 
* new state or federal legislation, including new tax, environmental, health care or pension-related 

0 state or federal regulatory developinents; - the impact of any state or federal investigations applicable to the Company and the energy industry; 
0 the effect of any business or industry restructuring; 

legislation; 

development of new projects, markets and technologies; 
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0 performance of new ventures; and 
0 asset acquisitions and dispositions. 

In light of these risks and uncertainties, the events described in the forward-looking statements might not 
occur or might occur to a different extent or at a different time than the Company has described. For 
additional details regarding these and other risks and uncertainties, see Risk Factors. 
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Business 

General 

KIJ, incorporated in Kentucky in 1912 and in Virginia in 1991, is a regulated utility engaged in the 
generation, transmission, distributiori and sale of electric energy in I<entucky, Virginia and Tennessee. 
KU provides electric service to approximately 5 14,000 custoniers in 77 counties i n  central, southeastern 
and western Kentucky, to approximately 30,000 customers in five counties in southwestern Virginia and 
less than ten customers in Tennessee. KU’s service area covers approximately 6,600 noncontiguous 
square miles. Approximately 98% of the electricity generated by KU is produced by its coal-fired 
electric generating stations. The rernainder is generated by natural gas and oil fiieled CTs and a 
hydroelectric power plant. In Virginia, KU operates under the name Old Dominion Power Company. 
KU also sells wholesale electric energy to 12 municipalities. 

On November 1 , 2 0  10, KU became an indirect wholly owned subsidiary of PPL, when PPL acquired all 
of the outstanding limited liability company interests in the Company’s direct parent, LICE, froin E.ON 
LIS Investinents Corp. LKE, a Kentucky limited liability company, also owns the affiliate, LG&E, a 
regulated utility engaged in the generation, transmission, distribution and sale of electric energy and 
distribution and  sale of natural gas in Kentucky. Followirig the acquisition, the Company’s business has 
not changed. KU and L,G&E are continuing as subsidiaries of LKE, which is now an intermediary 
holding company in the PPL group of companies. 

I-leadquartered in Allentown, Pennsylvania, PPL is an energy and utility holding company that was 
incorporated in 1994. Through its subsidiaries, PPL owns or controls about 19,000 megawatts of 
generating capacity in the IJ.S., sells energy in key U.S. markets and delivers electricity and natural gas 
to about 5.3 million customers in the 1.J.S. and the U.K. 

Pi-edccessor and Szrccessor 

KIYs historical financial results are presented using “Predecessor” or “Succes~or’~ to designate the periods 
before or after PPL’s acquisition of LKE. Predecessor covers the time period prior to November 1,201 0. 
Successor covers the time period after October 3 1 , 201 0. Certain accounting and presentation methods were 
changed to acceptable alternatives to conform to PPL, accounting policies and the cost basis of certain assets 
and liabilities were changed as of November 1, 201 0, as a result of the application of push-down 
accounting. Consequently, the financial position, results of operations and cash flows for the Successor 
period are not comparable to the Predecessor period. 

Despite the separate presentation, the core operations of the Company have not changed. See Note 1 , 
Suininary of Significant Accounting Policies, for the major differences in Predecessor and Successor 
accounting policies. See Note 2, Acquisition by PPL, for information regarding the acquisition and the 
purchase accounting adjustments. 

Operations 

Dollars ai-e in ivillions zinless otherwise noted 
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The sources of operating revenues and volumes of sales for the following periods in 201 0, 2009 and 
2008 were as follows: 

Successor 
November 1 ,  201 0 

through 
December 3 I ,  20 10 

Revenues (Gwh) 
Volu nies 

Residential $ 106 1,394 
Industrial and 

commercial 117 1,876 
Municipals 1s 326 
Other retail 20 273 
Wholesale 5 68 

$ 263 3,937 

Predecessor 
January 1,201 0 

through Year Ended Year Ended 
October 3 1,201 0 December 3 1,2009 December 3 1,2008 

Revenues (Gwh) Revenues (Gwh) Revenues (Gwh) 

$ 440 5,788 $ 480 6,594 $ 462 6,803 

Volumes Volumes Vo 1 uines 

588 9,152 637 10,171 636 10,709 
88 1,676 91 1,848 92 1,971 

114 1,453 118 1,647 108 1,707 
18 3 76 29 660 107 2,894 

$ 1,248 18,445 $ 1,355 20,920 $ 1,405 24,084 

KIJ’s peak load in 201 0 was 4,517 Mw on December 15, 2010, when the temperature dropped to a low 
of 3 degrees Fahrenheit in Lexington. KU’s all time peak load was 4,640 Mw and occurred on January 16, 
2009, when the temperature dropped to a low of -2 degrees Fahrenheit in  Lexington. 

The Company’s power generating system includes coal-fired steam generating stations, with natural gas 
and oil fiieled CTs which siipplernent the system during peak or emergency periods. As of December 31, 
201 0, KU’s system capacity was: 

Total Ownership or 
Suininer Mw YO Lease Interest 

Fu el/PI an t Capacity (a) Ownership in Mw Locat ion 
Coal (steam) 

Ghent 1,918 100.00 1,918 Carroll County, KY 
E.W. Brown 684 100.00 684 Mercer County, KY 
Green River 163 100.00 163 Muhlenberg County, KY 
Tyrone 71 100.00 7 I Woodford County, KY 
OVEC - Clifty Creek (b) 1,304 2.50 33 Jefferson County, IN 
OVEC - Kyger Creek (b) 1,086 2.50 27 Gallia County, OH 

Total steam 5,226 2,896 

Natural gadoil (combustion turbines) 
E.W. Brown Units 8-1 1 
Triinble County Units 7-10 (c) 
Triinble County Units 5-6 (c) 
E.W. Brown Units 6-7 (c) 
Paddy’s Run (c) 
E.W. Brown Unit 5 
H ae fl ing 

Total combustion turbines 

480 100.00 480 Mercer County, KY 
640 63.00 403 Trirnble County, KY 
320 71.00 227 Trimble County, KY 
338 62.00 2 I4 Mercer County, KY 
158 47.00 74 Jefferson County, KY 
129 47.00 63 Mercer County, KY 
36 100.00 36 Fayette County, KY 

2,101 1,497 
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Total Ownership or 
Sumnier Mw YO Lease Interest 

Fu el/PI an t Capacity (a) Ownership in Mw Location 

Hydro 

Total hydro 24 24 
Dix Dam Hydroelectric Station 24 100.00 24 Mercer County, I<Y 

Total system capacity 7,35 1 4,4 17 

(a) The capacity of generation units is based on a number of factors, including the operating 
experience and physical conditions of the units and may be revised periodically to reflect 
changed circumstances. 

(b) K1.i is contractually entitled to 2.50% of OVEC’s output based on a power purchase agreement 
which is comprised of annual minimum debt service payments, as well as contractually-required 
reimbursement of plant operating, inaintenance and other expenses. OVEC’s capacity is shown 
at unit nameplate ratings. 

filrther in forination. 
(c) Units are jointly owned with L,G&E. See Note 14, Jointly Owned Electric Utility Plant, for 

With limited exceptions the Company took care, custody and control of TC2 on  January 22, 20 I I ,  and 
has dispatched the unit to meet customer demand since that date. KU and the contractor agreed to a 
further amendment of the construction agreement whereby the contractor will complete certain actions 
relating to identifying and completing any necessary modifications to allow operation of TC2 on all 
fuels in accordance with initial specifications prior to certain dates, and atneriding the provisions relating 
to liquidated damages. Unit  2 is coal-fired and has a capacity of 760 Mw, of which KU’s share is 462 
Mw. 

On December 3 1, 201 0, KU’s trarismission system included 132 substations (54 of which are shared 
with the distribution system) with transformer capacity of approximately 13,136 MVA and 
approxiinately 4,076 miles of lines. The distribution system included 480 substations (54 of which are 
shared with the transmission system) with transformer capacity of approximately 7,044 MVA, and 
approximately 14,123 miles of overhead lines and 2,221 miles of underground conduit. 

I R J  had a power supply contract with OMU that was terminated by OMU in May 201 0. KU owns 20% 
of EEI’s coininon stock and 2.5% of OVEC’s coininon stock. KU has power purchase rights for its 
portion of OVEC’s output. Additional information regarding this relationship is provided in Note 1, 
Summary of Significant Accounting Policies and Note 13, Commitments arid Contingencies. 

KU contracts with the TVA to act as KU’s transmission reliability coordinator and SPP to filnction as 
KU’s independent transmission operator, pursuant to FERC requirements. T h e  TVA and SPP contracts 
provide services through Aiigiist 3 1,201 I and August 3 1, 2012, respectively. See Note 3, Rates and 
Regulatory Matters, for further information. 

KU and LG&E jointly dispatch their generation units with the lowest cost generation used to serve their 
retail native load. When LG&E has  excess generation capacity after serving its own retail native load 
and its generation cost is lower than that of KIJ, KU purchases electricity from LG&E. When KU has 

5 



excess generation capacity after serving its own retail native load and its generation cost is lower than 
that of LG&E, LG&E purchases electricity from KU. These transactions are recorded as intercompany 
wholesale sales and purchases and are recorded by each company at a price equal to the seller’s fuel 
cost. Savings realized from purchasing electricity intercompany instead of generating from their own 
higher costs units or purchasing from the market are shared equally between the Utilities. The volume of 
energy each company has to sell to the other is dependent on its native load needs and its available 
generation. 

Substantially all of KU’s real and tangible property located in Kentucky is subject to a mortgage lien, 
securing its first mortgage bonds. See Note 1 I ,  Long-Term Debt, for fiirther information. 

Rates and Regulations 

PPL, KU’s ultimate parent, is a holding company under PUI-ICA 2005. PPL, its utility subsidiaries, 
including KU, and certain of its non-utility subsidiaries are subject to extensive regulation by the FERC 
with respect to numerous matters, including: electric utility facilities and operations, wholesale sales of 
power and related transactions, accounting practices, issuances and sales of securities, acquisitions and 
sales of utility properties, payments of dividends out of capital and surplus, financial matters and inter- 
system sales of non-power goods and services. KIJ believes that it has adequate authority (including 
financing authority) under existing FERC Orders and regulations to conduct its business and will seek 
additional authorization when necessary. 

T h e  Company is subject to the jurisdiction of the FERC, Kentucky Commission, Virginia Commission 
and the Tennessee Regulatory Authority in virtually all matters related to electric utility regulation, and 
as such, its accounting is subject to the regulated operations guidance of the FASB ASC. Given its 
competitive position in the marketplace and the status of regulation in Kentucky, Virginia and 
Tennessee there are no plans or intentions to discontinue the application of ihe regulated operations 
guidance of the FASR ASC. 

On April 28,2010, E O N  1J.S. announced that a Purchase and Sale Agreement (the “Agreenient”) had 
been entered into among E.ON US Investments Corp., PPL arid EON. 

T h e  transaction was subject to customary closing conditions, including the expiration or termination of 
the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required regulatory approvals 
(including the FERC and state regulators in Kentucky, Virginia and Tennessee) and the absence of 
injunctions or restraints imposed by governmental entities. 

Change of control and financing-related applications were filed on May 28, 2010, with the Kentucky 
Coinmission and on June IS, 201 0, with the Virginia Coinmission and the Tennessee Regulatory 
Authority. An application with the FERC was  filed on June 28, 2010. During the second quarter of 
20 10, a number of parties were granted intervenor status in the Kentucky Cornmission proceedings and 
data request filings and responses occurred. Early termination of the Hart-Scott-Rodino waiting period 
was received on August 2, 2010. 

A hearing in the Kentucky Commission proceedings was held on September 8, 2010, at which time a 
unanimous settlement agreement was presented. In the settlement, KU committed that no base rate 
increases would take effect before January 1, 2013. The KU rate increases that took effect on August 1, 
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201 0, were not impacted by the settlement. IJnder the terms of the settlement, K1J retains the right to 
seek approval for the deferral of “extraordinary and uncontrollable costs.” Interim rate adjust~nents will 
continue to be  permissible during that period for existing fuel, environinental and deinand-side 
management cost traclters. The agreement also substitutes an acquisition savings shared deferral 
inechanisin for the requirement that the Company file a synergies plan with the Kentucky Commission. 
This inechanisin, which will be in place until the earlier of  five years or the first day of the year in which 
a base rate increase becomes effective, perinits KU to earn up to a 10.75% return on equity. Any 
earnings above a 10.75% return on equity will be shared with customers on a 50%/50% basis. On 
September 30, 2010, the Kentucky Coininission issued an Order approving the transfer of ownership of 
KU via the acquisition of E.ON U.S. by PPL, incorporating the terms of the submitted settlement. On 
October 19, 2010 and October 21, 2010, respectively, Orders approving the acquisition of E.ON 1J.S. by 
PPL were received from the Virginia Commission and the Tennessee Regulatory Authority. The 
Coinmissions’ Orders contained a number of other cominitnients with regard to operations, workforce, 
community involveinent and other matters. 

In mid-September 201 0, KIJ and other applicants in the FERC change of control proceeding reached an 
agreement with the protesters, whereby such protests have been withdrawn. The agreement, which was 
filed for consideration with the FERC, includes various conditional commitments, such as a continuation 
of certain existing undertakings with protesters in prior cases, an agreement not to terminate certain KU 
inunicipal customer contracts prior to January 201 7, an exclusion of any transaction-related costs from 
wholesale energy and tariff customer rates to the extent that KU agreed not to seek the same transaction- 
related cost from retail customers and agreements to coordinate with protesters in certain open or 
ongoing matters. A FERC Order approving the transaction was received on October 26,2010, and the 
transaction was completed on November I , 2010. 

In January 201 0, KU filed an application with the Kentucky Commission requesting an increase in 
electric base rates of approximately 12%, or $1 35 million annually. In June 201 0, KIJ and all of the 
intervenors, except the AG, agreed to a stipulation providing for an increase in electric base rates of $98 
million annually and filed a request with the Kentucky Coniinission to approve such settlement. An 
Order in the proceeding was issued in July 201 0, approving all the provisions in the stipulation, 
including a return on equity range of 9.75-10.7S%. The new rates became effective on August 1, 2010. 

I n  June 2009, KU filed an application with the Virginia Commission requesting an increase in electric 
base rates for its Virginia jurisdictional customers in an amount of $12 million annually or 
approximately 21%. The proposed increase reflected a proposed rate of return on rate base of 8.586% 
based on a return on eqtiity of 12%. As permitted, pursuant to a Virginia Coinmission Order, KIJ elected 
to iinpleinent the proposed rates effective Noveinber 1 ,  2009, on an interim basis. During December 
2009, K1J and the Virginia Commission Staff agreed to  a Stipulation and Reconimendation authorizing a 
base rate revenue increase of $1 1 inillion annually and a return on rate base of 7.846% based on a 10.5% 
return on coniinon equity. In March 201 0, the Virginia Commission issued an Order approving the 
stipulation, with the increased rates to be put into effect as of April 1, 2010. As part of the stipulation, 
KU refunded approximately $1 million in interim rate amounts in excess of the ultimate approved rates. 

In January 2009, a significant ice storin passed through KU’s service area causing approxiinately 
199,000 customer outages, followed closely by a severe wind storin in February 2009 causing 
approximately 44,000 customer outages. The Company filed an application with the Kentucky 
Coinmission in April 2009, requesting approval to establish a regulatory asset and defer for future 
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recovery approximately $62 million in incremental operation and maintenance expenses related to the 
storm restoration. In September 2009, the Kentucky Coinmission issued an Order allowing the Company 
to establish a regulatory asset of up to $62 million based on its actual costs for storm damages and 
service restoration due to the January and Febrtiary 2009 storms. In September 2009, the Company 
established a regulatory asset of $57 million for actual costs incurred. KU received approval in its 2010 
base rate case to recover this asset over a ten year period with recovery beginning August 1, 2010. 

In September 2008, high winds from the remnants of Hurricane Ike passed through the service area 
causing significant outages and system damage. In October 2008, KU filed an application with the 
Kentucky Commission requesting approval to establish a regulatory asset and defer for future recovery 
approximately $3 million of expenses related to the storm restoration. In December 2008, the Kentucky 
Commission issued an Order allowing the Company to establish a regulatory asset of up to $3 million 
based on its actual costs for storin damages and service restoration due to Hurricane Ike. In December 
2008, the Company established a regulatory asset of $2 million for actual costs incurred. The Company 
received approval in its 201 0 base rate case to recover this asset over a ten year period beginning August 
I ,  2010. 

In September 2008, K U  filed an application with the FERC for increases in electric base rates applicable 
to wholesale power sales contracts or interchange agreements involving, collectively, twelve Kentucky 
municipalities. The application requested a shift from an all-in stated unit charge rates to an unbundled 
forinula rate, including an annual adjustment mechanism. In May 2009, the FERC issued an Order 
approving a settlement ainong the parties i n  the case, incorporating increases of approximately 3% froin 
prior rates and a return on eqiiity of 1 1 %. In  May 201 0, KIJ submitted to the FERC the proposed current 
annual ad,justments t o  the formula rates, which incorporated certain proposed increases. Updated rates, 
including certain further adjustments from a review process involving wholesale requirements 
customers, became effective as of July 1,2010. 

By mutual agreement, the parties’ settlement of the 2008 application left outstanding the issue of 
whether I<U must allocate to the municipal customers a portion of renewable resources it may be 
required to procure on  behalf of its retail ratepayers. An Order was  issued by the FERC in July 201 0, 
indicating that K1.I is not required to allocate a portion of any renewable resources to the twelve 
municipalities, thus resolving the remaining issue. 

In  July 2008, KU filed an application with the Kentucky Coinmission requesting an increase in electric 
base rates. In January 2009, KU, the AG, the KlUC and all other parties to the rate case filed a 
settlement agreement with the Kentucky Commission, under which KU’s electric base rates decreased 
by $9 million annually. An Order approving the settlement agreement was received in February 2009. 
The new rates were implemented effective February 6, 2009. 

For a further discussion of regulatory matters, see Note 3, Rates and Regulatory Matters. 

Coal Supply 

Coal-fired generating units provided approximately 98% of KU’s net IcWh generation for 201 0. The 
remaining net generation was provided by natural gas and oil fiieled CTs and a hydroelectric plant. Coal 
is expected to be the predominant fuel used by KU in the foreseeable future, with natural gas and oil 
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being used for peaking capacity and flame stabilization in coal-fired boilers or in emergencies. The 
Company has no nuclear generating units and has no plans to build any in the foreseeable future. 

Fuel inventory is maintained at levels estimated to be necessary to avoid operational disruptions at the 
coal-fired generating units. Reliability of coal deliveries can be affected periodically by a number of 
factors including fluctuations in demand, coal mine production issues and other supplier or transporter 
operating di fficu 1 ties. 

I W  has entered into coal supply agreements with various suppliers for coal deliveries for 201 1 and 
beyond and norinally augments its coal supply agreements with spot market purchases. The Company 
has a coal inventory policy which it believes provides adequate protection under most contingencies. 

KU expects to continue purchasing most of its coal, which has sulfur content in the 0.7% - 3.5% range, 
froin western arid eastern Kentucky, West Virginia, southern Indiana, southern Illinois, Ohio and 
Wyoming for the foreseeable future. This supply, in combination with the installation of FGDs (SO2 
removal systems), KU expects its use of higher sulfur coal to increase, the coinbination of which is 
expected to enable KU to continue to provide electric service in compliance with existing environmental 
laws and regulations. Coal is delivered to KU’s generating stations by a mix of transportation modes, 
including barge, truck arid rail. 

Seasonality 

Deniand for and market prices for electricity are affected by weather. As a result, KU’s overall operating 
results in the future inay fluctuate substantially on a seasonal basis, especially when more severe 
weather conditions such as heat waves or winter storms make such fluctuations more pronounced. The 
pattern of this fluctuation may change depending on the type and location of the facilities KU owns and 
the t e r m  of its contracts to purchase or sell electricity. 

Environmental Matters 

General 

Protection of the environment is a major priority for KU and a significant element of its business 
activities. KU’s properties and operations are subject to extensive envirorirriental-related oversight by 
federal, state and local regulatory agencies, inclitdiIig via air quality, water quality, waste management 
and similar laws and regulations. Therefore, KU must conduct its operations in accordance with 
nuinerous permit and other requirements issued under or contained in such laws or regulations. 

Cliniate Change 

Recent developments continue to indicate an increased possibility of significant climate change or GHG 
legislation or regulation, at the international, federal, regional and state levels. During Decetnber 2009, 
as part of the United Nation’s Copenhagen Accord, the Uriited States agreed to a non-binding goal to 
reduce GHG emissions to 17% below 2005 levels by 2020. Additionally, during 2009, the U.S. House of 
Representatives passed comprehensive GHG legislation, which included a number of ineasures to limit 
GHG emissions and achieve GHG emission reduction targets below 2005 levels of 3% by 201 2, 17% by 
2020 and 83% by 2050. Similar legislation has been considered i n  the 1J.S. Senate, but the prospects for 
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passage remain uncertain. I n  late 2009, the EPA issued a final endangerment finding relating to mobile 
sources of GHGs and a GHG reporting requirement beginning in 2010. In 2010, the EPA issued a final 
rule requiring implementation of best available control technology for CHG emissions from new or 
modified power plants, effective January 20 1 1. In December 201 0, the EPA announced that it intends to 
propose New Source Performance Standards addressing GHG emissions from new and existing power 
plants, with a proposed rule expected in July 201 1 .  Finally, a number of U.S. states, although not 
currently including Kentucky, have adopted GHG-reduction legislation or regulation of various sorts. 
The  developing GHG initiatives incliide a number of differing structures and formats, iricliiding direct 
limitations on GHG sources, issuance of allowances for GMG emissions, cap-and-trade programs for 
such allowances, renewable or alternative generation portfolio standards and mechanisms relating to 
demand reduction, energy efficiency, sinart-grid, transmission expansion, carbon-sequestration or other 
GHG-reducing efforts. While the final terms and impacts of such initiatives cannot be estimated, KIJ, as 
a primarily coal-fired utility, could be highly affected by such proceedings. 

Among other emissions, GHGs include carbon-dioxide, which is produced via the combustion of fossil 
fuels such as coal and natural gas. KU’s generating fleet is approxiinately 66% coal-fired, 34% 
oiI/natural gas-fired and less than 1 % hydroelectric based on capacity. During 201 0, KU produced 
approxiinately 98% of its electricity from coal, 2% from natural gas coinbiistion and less than 1 % fioin 
hydroelectric generation, based on Mwh. During 20 IO,  KU’s emissions of GHGs were approximately 
16.4 million metric tons of carbon-dioxide equivalents from KU’s owned or controlled generation 
sotirces. While its generation activities account for the bulk of its GHG emissions, other GHG sources at 
KU include operation of motor vehicles and powered equipment, leakage or evaporation associated with 
natural gas pipelines, refrigerating equipment and similar activities. 

Ultimately, environniental matters or potential environinental matters can represent an important 
element of current or future potential capital requirements, future unit retirement or replaceinent 
decisions, supply and demand for electricity, operating and maintenance expenses or compliance risks 
for the Company. Based on prior regulatory precedent, KlJ currently anticipates that many of such direct 
costs may be recoverable through rates or other regulatory rnechanisins, particularly with respect to 
coal-related generation, but the availability, timing or completeness of such rate recovery cannot be 
assured. 1Jltimately, climate change arid other environmental matters will likely increase the level of 
capital expenditures and operating and maintenance costs incurred by the Company during the next 
several years. With respect to NAAQS, CATR, CAMR replacement and coal combustion byproducts 
developinents, based on a preliminary analysis of proposed regulations, the Company may be required to 
consider actions such as upgrading existing einissions controls, installirig additional emissions controls, 
upgrading byproducts disposal arid storage and possible early replacement of coal-fired units. In order to 
comply with the coal combustion residual rules and the above referenced air rules, capital expenditures 
for K U  are preliminarily estimated to be in the $1 .S to $1.7 billion range over the next ten years, 
although final costs may substantially vary. This estimate does not include compliance with GHG rules 
or contemplated water-related environmental changes. See Risk Factors, Management’s Discussion and 
Analysis and Note 13, Coininitinents and Contingencies, for further information. 
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State Executive or Legislative Matters 

In November 2008, the Conmionwealth of Kentucky issued an action plan to create efficient, sustainable 
energy solutions and strategies and move toward state energy independence. The plan outlines the 
following seven strategies to work toward these goals: 

Improve the energy efficiency of Kentucky’s homes, buildings, industries and transportation 
fleet 
Increase Kentucky’s use of renewable energy 
Sustainably grow Kentucky’s production of biofuels 
Develop a coal-to-liquids industry i n  Kentucky to replace petroleum-based liquids 
Inipleinent a major and comprehensive effort to increase natural gas supplies, including coal- 
to-natural gas in Kentucky 
Initiate aggressive carbon captidsequestration prqjects for coal-generated electricity in 
Kentucky 
Examine the use of nuclear power for electricity generation in Kentucky 

In Deceinber 2009, the Governor of Kentucky’s Executive Task Force on Biomass and Biofiiels issued a 
final report to establish potential strategic actions to develop biomass and biofuels industries in Kentucky. 
The plan noted the potential importance of biomass as a renewable energy source available to Kentucky and 
discussed various goals or mechanisms, such as the use of approximately 2.5 million tons of biomass for 
generation fuel annually, allotment of electricity and natural gas taxes and state tax credits to support 
biomass development. 

In Janiiary 201 0, a state-established Kentucky Climate Action Plan Council (the “Councily’) commenced 
formal activities. The Council, which includes governmental, industry, consumer arid other representatives, 
seeks to identify possible Kentucky responses to potential climate change and federal legislation, including 
increasing statewide energy efficiency, energy independence and economic growth. The Council has 
established various technical work groups, including in the areas of energy supply and energy 
efficiency/conservation, to provide input, data and recornrnendations. 

During the current session of the Kentucky General Assembly, as during prior legislative sessions, 
legislators have introduced or are expected to introduce various bills with respect to environmental or utility 
matters, including potential requirements relating to renewable energy portfolios, energy conservation 
measures, coal mining or coal byproduct operations and other matters. The current session is scheduled to 
end in March 201 1 and until such time the prospects and final t e rm of any such legislation cannot be 
determined. Legislative and regulatory actions as a result of these proposals and their impact on KIJ, which 
may be significant, cannot currently be predicted. 

Franchises and Licenses 

KU provides electric delivery service in its various service areas pursuant to certain franchises, licenses, 
statutory service areas, easements and other rights or permissions granted by state legislatures, cities or 
niun ici pa l  i t ies or other entities. 
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ComDetition 

There are currently n o  other electric utilities operating within the electric service areas of KU. Neither 
the I<entucky General Assembly nor the Kentucky Cotritnission has adopted or approved a plan or 
timetable for retail electric industry competition in Kentncky. The nature or timing of any legislative or 
regulatory actions regarding industry restructuring and their impact on KIJ, which may be significant, 
cannot currently be predicted. Virginia, formerly a competitive jurisdiction, has enacted legislation 
which implements a hybrid model of cost-based regulation. See Note 3, Rates and Regulatory Matters, 
for further information. 

Employees and Labor Relations 

KIJ had 974 employees at December 3 1, 2010, consisting of 973 full-time employees and 1 part-time 
employee. Of the total employees, 14.5, or 1 S%, were operating, maintenance and construction employees 
represented by the IBEW Local 21 00 and the United Steelworkers of  America (“IJSWA”) Local 9447-01. 
In August 2009, the Company and its employees represented by the IBEW L,ocal 2100 entered into a 
three-year collective bargaining agreement that provides for negotiated increases or changes to wages, 
benefits or other provisions and annual wage re-openers. In August 2008, the Company and its 
employees represented by the IJSWA Local 9447-0 1 entered into a three-year collective bargaining 
agreement that provides for negotiated increases or changes to wages, benefits or other provisions and 
annual wage re-openers. 

12 



Officers of the Cornpany 

Officers are elected annually by the Board of Directors. There are no family relationships among any of 
the executive officers, nor is there any arrangement or understanding between any executive officer and 
any other person pursuant to which the officer was selected. 

Except as may be set forth in Legal Proceedings, there have been no events under any bankruptcy act, no 
criminal proceedings and no judgments or injunctions material to the evaluation of the ability and 
integrity of any executive officer during the past five years. 

Listed below are the executive officers at December 3 1 , 201 0. 

Name Age Positions Held During the Past Five Years Dates 

Chairman of the Board, President and Chief 
Executive Officer Victor A. Staffieri 55 May 2001 - 

present 

Executive Vice President, General Co~insel, JUIY 1994 - 
Corporate Secretary and Chief Compliance Officer present John R. McCall 67 

Chris I-Ierinann 63 Senior Vice President - Energy Delivery February 2003 - 
present 

Paula H. Pottinger 53 Senior Vice President - Hurnan Resources January 2006 - 
present 

S. Bradford Rives 52 Chief Financial Officer September 2003 - 
present 

Paul W. Thompson 53 Senior Vice President - Energy Services June 2000 - 
present 

___ 

Officers generally serve in the same capacities at the Company, LKE and LG&E. 
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Risk Factors 

Any of the events or circuiiistances described as risks below could I-eszilt in a signijkant or iiia/erial 
adverse effect on the bzwiness, resirlts of operdions, cash flows orjnancial condition. The risks and 
ztncertainties described below iiiay not he the only risks and zincertainties that K U ~  faces. Additional 
risks and zmcertainties not czwrently known or that KU citrrently deems iniiiiaterial may also result in a 
sigiiificarlt or material adverse eflect on the business, i-esztlts of operations, cash flow or financial 
condition. 

Mll’s business is subject to significant and complex governmental regulation. 

Various federal and state entities, including but not limited to the FERC, Kentucky Cornmission, 
Virginia Coininissiori and the Tennessee Regulatory Authority, regulate many aspects of utility 
operations of KU, including the following: 

. the rates that KU may charge and the terms and conditions of the Company’s service 
and operations; 
financial and capital structure matters; 
siting and construction of facilities; 
mandatory reliability and safety standards and other standards of conduct; 
accounting, depreciation and cost allocation methodologies; 
tax matters; 
affiliate restrictions; 
acquisition and disposal of  uti1 ity assets and securities; and 
various other matters. 

Such regulations or changes thereto may subject KU to higher operating costs or increased capital 
expenditures and failure to comply could result in sanctions or possible penalties. In any rate-setting 
proceedings, federal or state agencies, intervenors and other permitted parties may challenge rate 
requests and ultimately reduce, alter or limit the rates the Company seeks. 

The profitability of KU is highly dependent on its ability to recover the costs of providing energy and 
utility services to its customers and earn an adequate return on its capital investments. K1J currently 
provides services to retail customers at rates approved by one or more federal or state regulatory 
commissions, including those coinmissions referred to above. While these rates are generally regulated 
based on an analysis of their costs incurred in a base year, the rates K U  is allowed to charge may or may 
not match its costs at any given time. While rate regulation is premised on providing a reasonable 
opportunity to earn a reasonable rate of return on invested capital, there can be no assurance that the 
applicable regulatory commissions will consider all of the costs to have been prudently incurred or that 
the regulatory process in which rates are determined will always result in rates that will produce full 
recovery ofKTJ’s costs or an adequate return on KU’s capital investments. If the Company’s costs are 
not adequately recovered through rates, it could have an adverse affect on the business, results of 
operations, cash flows or financial condition. 

As part of the PPL acquisition coininitments, KU has agreed, subject to certain limited exceptions such 
as fuel and environmental cost recoveries, that no base rate increase would take effect for Kentucky 
retail customers before January 1 , 20 1 3. 
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Transmission and interstate market activities of KTJ, as well as other aspects of the business, are 
subject t o  significant FERC regulation. 

KU is subject to extensive regulation by the FERC covering tnatters including rates charged to 
transmission users, market-based or cost-based rates applicable to wholesale customers; interstate power 
market structure; construction and operation of transmission facilities; mandatory reliability standards; 
standards of conduct and affiliate restrictions and other matters. Existing FERC regulation, changes 
thereto or issuances of new rules or situations of non-compliance, including but not limited to the areas 
of market-based tariff authority, RSG resettlements in the M I S 0  market, mandatory reliability standards 
and natural gas transportation regulation can affect the  earnings, operations or other activities of KU. 

Changes in transmission and wholesale power market structures could increase costs or reduce 
revenues. 

Wholesale sales fluctuate with regional demand, fuel prices and contracted capacity. Changes to  
transmission arid wholesale power market structures and prices may occur in the fiiture, are not 
estimable and may result in unforeseen effects on energy purchases and sales, transmission and related 
costs or revenues. These can include commercial or regulatory changes affecting power pools, 
exchanges or markets in which K1.I participates. 

KU undertakes significant capital projects and these activities are subject to unforeseen costs, 
delays or failures, as well as risk of inadequate recovery of resulting costs. 

KTJ’s business is capital intensive and requires significant investments i n  energy generation and 
distribution and other infrastructure projects, such as projects for environmental compliance. The 
completion of these projects without delays or cost overruns is subject to risks in many areas, inchiding 
the following: 

approval, licensing and permitting; 
land acquisition and the availability of suitable land; 
skilled labor or equipment shortages; 
construction problems or delays, including disputes with third party intervenors; 
increases in commodity prices or labor rates; 
contractor performance; 
environmental considerations and regulations; 
weather and geological issues; and 
political, labor and regiilatory developments. 

Failure to complete capital projects on schedule or on  budget, or at all, could adversely affect the 
Coinpany’s financial performance, operations and future growth. 

The costs of compliance with, and liabilities under, environmental laws are significant and are 
subject to continual changes. 

Extensive federal, state and local environmental laws and regulations are applicable to KU’s air 
emissions, water discharges and the management of hazardous and solid waste, among other areas; and 

1s 



the costs of coinpliance or alleged non-compliance cannot be predicted with certainty but could be 
material. In addition, KU’s costs inay increase significantly if the requireinents or scope of 
environmental laws or regulations, or similar rules, are expanded or changed froin prior versions by the 
relevant agencies. Costs inay take the forin of increased capital or operating and maintenance expenses; 
monetary fines, penalties or forfeitures or other restrictions. Many of these environmental law 
considerations are also applicable to the operations of key suppliers, or customers, such as coal 
producers, industrial power users, etc., and inay impact the costs of their products or their demand for 
KU’s services. 

KU is subject to operational and financial risks regarding certain on-going developments 
concerning environrnen tal regula tion. 

A number of regulatory initiatives have been iinpleinented or are  under development which could have 
the effect of significantly increasing the environinental regulation or operational or coinpliance costs 
related to a number of emissions or operating activities which are associated with the coinbustion of coal 
as occurs at the Company’s generating stations. Such developments could include potential new or 
revised federal or state legislation or regulation regarding emissions of NOx, Sol, mercury and other 
particulates generally and regarding storage of coal coinbustion byproducts. Additional regulatory 
initiatives may occur in other areas involving the Company’s operations, including revision of 
limitations on water discharge or intake activities or increased standards relating to polychlorinated 
biphenyl usage. Compliance with any new laws or regulations in these matters corild result in significant 
changes to KU’s operations, significant capital expenditures by  the Company or significant increases in 
the cost of conducting business. 

Operating results are affected by weather conditions, including storms and seasonal temperature 
variations, as well  as by significant man-made or accidental disturbances, including terrorism or 
natural disasters. 

These weather or other factors can significantly affect the finances or operations of KU by changing 
deinand levels; causing outages; damaging infrastructure or requiring significant repair costs; affecting 
capital markets and  general economic conditions or impacting future growth. 

K‘IJ is subject t o  operational and financial risks regarding potential developments concerning 
global climate change. 

Various regulatory and industry initiatives have been irnplernerited or are under development to regulate 
or otherwise reduce einissions of GHGs, which are emitted froin the combustion of fossil fuels such as 
coal and natural gas, as occurs at the Company’s generating stations. Such developinents could include 
potential federal or state legislation or industry initiatives allocating or limiting GHG emissions; 
establishing costs or charges on GHG emissions or on fiiels relating to such einissions; requiring GHG 
capture and sequestration; establishing renewable portfolio standards or generation fleet-diversification 
requirements to address GHG emissions; proinoting energy efficiency and conservation; changes in 
transinission grid constrtiction, operation or pricing to accommodate GHG-related initiatives; or other 
measures. The generation fleet of KIJ is predoininantly coal-fired and rnay be highly impacted by 
developinents in this area. Coinpliance with any new laws or  regulations regarding the reduction of 
GHG einissions could result i n  significant changes to KU’s operations, significant capital expenditures 
by the Company and a significant increase in the cost of conducting business. KU may face strong 
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competition for, or difficulty in obtaining, required GHG-coinpliance related goods and services, 
including construction services, einissions allowances and financing, insurance arid other inputs relating 
thereto. Increases in KU’s costs or prices of producing or selling electric power due to GHG-related 
developments could inaterial ly reduce or otherwise affect the demand, revenue or margin levels 
applicable to its power, thus adversely affecting its financial condition or results of operations. 

K1.I is subject to physical, market and economic risks relating to potential effects of climate 
clian ge. 

Cliinate change may produce changes in weather or other environinental conditions, including 
temperature or precipitation changes, such as warming or drought. These changes may affect farm and 
agricultiirally-dependent businesses and activities, which are an important part of Kentiicky’s economy, 
and thus may impact consiiiner demand for electric power. Temperature increases could result in 
increased overall electricity volutnes or peaks and precipitation changes could result in altered 
availability of water for plant cooling operations. These or other meteorological changes could lead to 
increased operating costs, capital expenses or power purchase costs by KIJ. Conversely, climate change 
could have a number of potential impacts tending to reduce demand. Changes may entail more frequent 
or more intense storm activity, which, if severe, could temporarily disrupt regional economic conditions 
and adversely affect electricity demand levels. As discussed in other risk factors, storm outages arid 
damage often directly decrease revenues or increase expenses, due to reduced usage and higher 
restoration charges, respectively. GHG regulation could increase the cost of electric power, particularly 
power generated by fossil fuels, and such increases could have a depressive effect on the regional 
economy. Reduced economic and consiimer activity in the service area of KU, both ir i  general and 
specific to certain industries and con~umers accustomed to previously low-cost power, could reduce 
demand for KU’s electricity. Also, deinand for services could be similarly lowered should consumers’ 
preferences or market factors move toward favoring energy efficiency, low-carbon power sources or 
reduced electric usage generally. 

The business of KU is subject to risks associated with local, national and worldwide economic 
conditions. 

The consequences of prolonged recessionary conditions may include a lower level of economic activity 
and uncertainty or volatility regarding energy prices and the capital and commodity markets. A lower 
level of economic activity might result in a decline in energy consumption, irnfavorable changes in 
energy and coinmodity prices and slower customer growth, which may adversely affect KIJ’s fiiture 
revenues and growth. Instability in the financial markets, as a result of recession or otherwise, also may 
affect the cost of capital and the ability to raise capital. A deterioration of economic conditions may lead 
to decreased production by KU’s industrial custoiners and, therefore, lower consumption of electricity. 
Decreased economic activity may also lead to fewer commercial and industrial customers and increased 
uneinployment, which may in turn impact residential custoiners’ ability to pay. Further, worldwide 
economic activity has an impact on the demand for basic commodities needed for utility infrastriicture. 
Changes in global demand may impact the ability to acquire sufficient supplies and the cost of those 
coinmodities may be higher than expected. 
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KU’s business is concentrated in the Midwest United States, specifically Kentucky and Virginia. 

Although the business of KU is concentrated in Kentucky and Virginia, it also operates in Tennessee. 
Local and  regional economic conditions, such as population growth, industrial growth, expansion and 
economic development or einployinent levels, as well as the operational or financial perforinance of 
major industries or customers, can affect the demand for energy and KlJ’s results of operations. 
Significant industries and activities in the service area of KU include aluminuni and steel smelting and 
fabrication; chemical processing; coal, mineral and ceramic related activities; educational institutions; 
health care facilities; paper and pulp processing; inetal fabrication; and water and sewer utilities. Any 
significant downturn in these industries o r  activities or in local arid regional economic conditions in 
KU’s service area may adversely affect the deinand for electricity in the service area. 

KU is subject to operational risks relating to KU’s generating plants, transmission facilities, 
distribution equipment, information technology systems and other assets and activities. 

Operation of power plants, transinission and distribution facilities, inforination technology systems and 
other assets and activities subjects KLJ t o  many risks, including the breakdown or failure of equipment; 
accidents; security breaches, viruses or outages affecting information technology systems; labor 
disputes; obsolescence; delivery/transportation problems aiid disruptions of file1 supply and performance 
below expected levels. Occurrences of these events may impact the ability of KU to conduct its business 
efficiently or lead to increased costs, expenses or losses. 

Although KLJ maintains customary insurance coverage for certain of these risks coinrnon to utilities, it 
does not have insurance covering the transrnission and distribution systems, other than substations, 
because it has fourid the cost of such insurance to be prohibitive. If KU is unable to recover the costs 
incurred in restoring transmission and distribution properties following damage resulting from ice 
storins, tornados or other natural disasters or to recover the costs of other liabilities arising from the risks 
of its business, through a change i n  rates or otherwise, or if such recovery is not received on a timely 
basis, it may not be able to restore losses or damages to its properties without an adverse effect on its 
financial condition, results of operations or its reputation. 

KIJ is subject to  liability risks relating to its generation, transmission, distribution and retail 
businesses. 

The conduct of the physical and coinmercial operations of KlJ subjects it to inany risks, including risks 
of potential physical injury, property damage or other financial affects, caused to or caused by 
employees, customers, contractors, vendors, contractual or financial counterparties and other third 
parties. 

KU could be negatively affected by rising interest rates, downgrades to bond credit ratings or 
other negative developments in its ability to access capital markets. 

In  the ordinary course of business, KU is reliant upon adequate long-term and short-term financing 
means to fiind significant capital expenditures, debt interest or maturities and operating needs. As a 
capital-intensive business, the Company is sensitive to developments in interest rate levels; credit rating 
considerations; insurance, security or collateral requirements; market liquidity and credit availability and 
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refinancing steps necessary or advisable to respond to credit inarltet changes. Changes in these 
conditions could result in increased costs and decreased liquidity available to the Company. 

K?.J is subject to commodity price risk, credit risk, counterparty risk and other risks associated 
with the  energy business. 

General marltet or pricing developrnents or failures by counterparties to perform their obligations 
relating to energy, fuels, other commodities, goods, services or payments could result in potential 
increased costs to the Company. 

KU is subject to risks associated with defined benefit retirement plans, health care plans, wages 
and other employee-related matters. 

KU sponsors pension and postretirement benefit plans for its employees. Risks with respect to  these 
plans include adverse developments in legislation or  regulation, fbture costs or funding levels, retrirns on 
investments, market fluctuations, interest rates and actuarial matters. Changes in health care rules, 
market practices or cost striictures can affect current or future fhding  requirements or liabilities. 
Without sustained growth in respective investments over time to increase the value of plan assets, KU 
could be required to fund plans with significant amounts of cash. I<U is also sub,ject to risks related to 
changing wage levels, whether related to collective bargaining agreements or employment market 
conditions, ability to attract and retain key personnel and changing costs of providing health care 
benefits. 

KU is subject to risks associated with federal and state tax regulations. 

Changes in taxation as well as the inherent difficulty in quantifying potential tax effects of business 
decisions could negatively impact results of operations. KU is required to make judgments in order to 
estimate its obligations to taxing authorities. These tax obligatioris include income, property, sales and 
use and employment-related taxes. K1J also estimates its ability to utilize tax benefits and tax credits. 
Due to  the revenue needs of the states and jurisdictions in which KU operates, various tax and fee 
increases may be proposed or considered. KlJ cannot predict whether legislation or regulation will be 
introduced or the effect on the Company of any such changes. If enacted, any changes could increase tax 
expense and cotild have a negative impact on its results of operations and cash flows. 
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Legal Proceedings 

Rates and Regulatory Matters 

For a discussion of current rates and regulatory matters, including recent electric base rate increase 
proceedings, rate cominitinents i n  change-of-control proceedings, TC2 proceedings, FERC, Kentucky 
Coinmission and Virginia Commission proceedings and other rates or regulatory matters affecting KU, 
see Note 3, Rates and  Regiilatory Matters, and Note 13, Cornrriitrnerits and Contingencies. 

Environmental 

For a discussion of environmental matters, including potential coal combustion byproduct or ash pond 
regulation; additional reductions in Sol, NOx and other regulated emissions; NOVs and other emissions 
proceedings; enviroriinental permit challenges; arid other environmental items affecting KU, see Risk 
Factors, Note 3, Rates and Regulatory Matters, and Note 13, Coininitrnents and Contingencies. 

Climate Change 

For a discussion o f  matters relating to potential climate change, GHG einission or global warming 
developments, including increased legislative and regulatory activity which could limit or increase costs 
applicable to fossil fuel generation sources, legal proceedings claiming damages relating to global 
warming, GHG reporting requirements and other matters, see Business, Risk Factors, Management’s 
Discussion and Analysis and Note 13, Cornmitinents and Contingencies. 

Litigation 

In connection with an adininistrative proceeding alleging a violation by a former Argentine affiliate 
under that country’s 2002-2003 emergency currency exchange laws, claims are pending against the 
affiliate’s then directors, including two individuals who are executive officers of the Company, in a 
specialized Argentine financial criminal court. Under applicable Argentine laws, directors of a local 
conipany may be liable for monetary penalties for a subject company’s violations of the currency laws. 
The affiliate and the relevant executive officers believe their actions were in compliance with the 
relevant laws and have presented defenses in the administrative and criminal proceedings. LKE has 
standard indemnification arrangements with its executive officers. The former affiliate is now owned by 
a third party, which has agreed to indemnify LKE and the relevant executive officers. 

For a discussion of  litigation matters, see Note 1.3, Coinmitments and Contingencies. 

Other 

In the normal course of t~usiness, other lawsuits, claims, environmental actions and other governmental 
proceedings arise against KIJ. To the extent that damages are assessed in any of these lawsuits, the 
Company believes that its insurance coverage is adequate. Management, after consultation with legal 
counsel, does not anticipate that liabilities arising out of currently pending or threatened lawsuits and 
claims will have a rnaterial adverse effect on KlYs financial position or results of operations. 
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Selected Financial Data 

Dollars are in millions zmless othenvise noted. 

Operating reven lies 

Operating income 

Net income 

Total assets 

Long-term debt 
ob1 igations 
(including amounts 
due within one year) 

Successor 
November 1,201 0 

through 
December 3 I ,  20 10 

$ 263 

$ 65 - 
$ 35 
P 

$6,059 - 

$ 1,841 

Predecessor 
January 1, 201 0 Year Ended 

through December 3 1 , 
October 3 1,201 0 2009 2008 2007 2006 

~~~ 

- $ 1,355 --- $ 1,405 $ 1,272 $ 1,210 $ 1,248 

$ 269 $ 260 $ 267 $ 235 
--=- 

$ 285 - 
$ 133 $ 158 $ 167 $ 152 ---- $ 140 - 

P $ 5,145 --=- $4,956 $4,518 $ 3,796 $ 3,148 

$ 1,682 $ 1,682 --= $ 1,532 $ 1,264 $ 843 

Management’s Discussion and Analysis and Notes to Financial Statements should be read in 
conjunction with the above information. 
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Management’s Discussion and Analysis 

Manageinent s Discussion arid Analysis should be read in conjznictiori with the FiMancial Statements 
and Notes for the years ended December 3 1 ,  201 0, 2009 and 2008. Dollars are in niillions unless 
otherwise noted. 

The purpose of “Manageinent’s Discussion and Analysis” is to provide inforination about KU’s 
performance in implementing its’ strategies and inanaging risks and challenges. Specifically: 

0 “Overview” provides background regarding KU’s business and identifies significant matters 
with which management is primarily concerned in evaluation of KU’s financial condition and 
operating results. 
“Results of Operations” provides a description of KU’s operating results in 201 0, 2009 and 
2008, including a review of earnings and a brief outlook for 201 1. 
“Financial Condition” provides an analysis of KIJ’s liquidity position and credit profile, 
including its sources of cash (including bank credit facilities and sources of operating cash 
flow) and uses of cash (including contractual obligations and capital expenditure 
requirements) and the key risks and uncertainties that impact KIJ’s past and f~tture liquidity 
position and financial condition. This subsection also includes a discussion of KU’s current 
credit ratings. 
“Application of Critical Accounting Policies and Estimates” provides an overview of the 
accounting policies that are particularly important to the results of operations and financial 
condition of KU and that require its management to make significant estimates, assuinptions 
and other judginents. 

e 

e 

e 

Overview 

KIJ is a regulated utility engaged in the generation, transinission, distribution and sale of electric energy in 
Kentucky, Virginia and Tennessee. See the Business section for a description of the business. The rates 
KIJ charges its customers requires approval of the appropriate regulatory governinent agency. See Note 3, 
Rates and Regulatory Matters, for information regarding rate cases, regulatory assets and liabilities and 
other regulatory matters. 

KU and its affiliate, LG&E, are wholly owned subsidiaries of LKE, a Kentucky limited liability company. 
PPL acquired L,KE on November 1,2010. Headquartered in Allentown, Pennsylvania, PPL, is an energy 
and utility holding company that was incorporated in 1994. Through its subsidiaries, PPL owns or controls 
about 19,000 megawatts of generating capacity in the IJS., sells energy in key U.S. markets and delivers 
electricity and natural gas to about 5.3 million customers in the lJ.S. and the U.K. Following the acquisition, 
both KIJ and LG&E continue operating as subsidiaries of LKE, which is now an interinediary holding 
company in the PPL group of companies. See Note 2, Acquisition by PPL, for fiirther information regarding 
the acquisition. 

In operating its business, the Company faces several risks including credit risks, liqiiidity risks, interest 
rate risks and commodity and price risks. For instance, the Company has credit risks froin 
counterparties, customers and effects of its’ own credit ratings. KU attempts t o  inanage these risks 
through the adoption of financial and operational risk inanageinent programs that, among other things, 
are designed to inonitor and reduce its’ exposure to these risks. Identified within “Management’s 
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Discussion and Analysis” of “Financial Condition” and “Results of Operations” are risks KU’s 
inanageinent currently consider material; these risks are not the only risks faced by KU. Additional risks 
not presently known or currently deemed itninaterial m y  also impair KU’s business operations. See 
Rislc Factors and Financial Condition - Risk Management for fiirther discussion. 

Predecessor and Successor Financial Presentation 

KIJ’s financial statements and related financial and operating data incliide the periods before or after 
PpL,’s acquisition of LKE on November 1, 201 0, and are labeled as Predecessor or Successor. KIJ 
applied push-down accounting to account for the acquisition. For accounting purposes only, push-down 
accoLlnting is considered to create a new entity due to new cost basis assigned to assets, liabilities and 
equity as of the acquisition date. Consequently, KIJ’s results of operations and cash flows for the 
Predecessor and Successor periods in 201 0 are shown separately, rather than combined, in its audited 
fin a n  c ial stat e tn en t s . 

In t he  “Management’s Discussion and Analysis” of “Resitlts of Operations” and “Financial Condition”, 
the Conipany has incliided disclosure of the combined Predecessor and Successor results o f  operations 
and cas11 flows. Such presentation is considered to be a non-GAAP disclosure. KU has included such 
disclosure because the Company believes it facilitates the coinparison of 20 10 operating and financial 
perforlnance to 2009 and 2008, and because the core operations of the Company have not changed as a 
result of the acquisition. 

Competition 

See  the Business section for information concerning competition. 

Environmental Matters 

General 

Protection of the environment is a major priority for KU and a significant element of its business 
activities. Extensive federal, state and local environmental laws and regulations are applicable to KU’s 
air  elnissions, water discharges and the tnanageinent of hazardous and solid waste, among other areas; 
and the costs of compliance or alleged non-compliance cannot be predicted with certainty but could be 
inaterial. In addition, costs may increase significantly if the requirements or scope of environmental laws 
or regulations, or similar rules, are expanded or changed from prior versions by the relevant agencies. 
Costs may take the form of increased capital or operating and maintenance expenses; monetary fines, 
penalties or forfeitures or other restrictions. Many of these environtnerital law considerations are also 
applicable to the operations of key suppliers, o r  customers, such as coal producers, industrial power 
users, etc., and may impact the costs of their products or their demand for KU’s services. 

Climate Change 

Recent developtnents continue to indicate an increased possibility of significant climate change or GHG 
legislation or regulation, at the international, federal, regional and state levels. During December 2009, 
as part ofthe United Nation’s Copenhagen Accord, the United States agreed to a non-binding goal to 
reduce GMG emissions to 17% below 2005 levels by 2020. Additionally, during 2009, the U.S. House of 
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Representatives passed comprehensive GHG legislation, which included a number of measures to limit 
GHG emissions and achieve CHG emission reduction targets below 200.5 levels of 3% by 201 2, 17% by 
2020 and 83% by 2050. Similar legislation has been considered in  the U.S. Senate, but the prospects for 
passage remain uncertain. I n  late 2009, the EPA issued a final endangerment finding relating to mobile 
soiirces of GHGs and a GHG reporting requirement beginning in 2010. In 2010, the EPA issued a final 
rule requiring iinplementation of best available control technology for GHG emissions from new or 
modified power plants, effective January 201 1. In December 201 0, the EPA announced that it intends to 
propose New Source Performance Standards addressing GHG emissions from new and existing power 
plants, with a proposed rule expected in July 201 1 .  Finally, a number of U.S. states, although not 
currently including Kentucky, have adopted GHG-reduction legislation or regulation of various sorts. 
The developing GHG initiatives include a number of differing structures and formats, including direct 
limitations on GHG sources, issuance of allowances for GHG emissions, cap-and-trade programs for 
such allowances, renewable or alternative generation portfolio standards and mechanisms relating to 
demand reduction, energy efficiency, smart-grid, transmission expansion, carbon-sequestration or other 
GI-IG-reducing efforts. While the final terms and impacts of such initiatives cannot be estimated, KU, 
primarily a coal-fired utility, could be highly affected by such proceedings. 

The EPA has proposed or announced that it intends to propose a number of additional environmental 
regulations that could substantially impact utilities with coal-fired generating assets. These regulatory 
initiatives include revisions to the ambient air quality standards for Sol ,  NO2, ozone and particulate 
matter 2.5 microns i n  size or less, rules aimed at mitigating the interstate transport of SO2 and NOx, a 
program governing emissions of hazardous air pollutants fioni utility generating units, a program for the 
management of coal combustion residuals, revised effluent guidelines for utility generating facilities and 
standards for cooling water intake structures. Such requirements could potentially mandate upgrade of 
existing emission controls, installation of additional emission controls such as FGDs, SCRs, fabric filter 
bag houses, activated carbon injection, wet electrostatic precipitators, closure of ash ponds and retrofit 
of landfills, installation of cooling towers, deployment of new water treatment technologies and 
retirement of facilities that cannot be retrofitted on a cost effective basis. 

The cost to KU and the effect on KIJ’s business of complying with potential GHG restrictions and other 
environmental regulatory initiatives will depend upon provisions of any final rules and how the rules are 
implemented by  the EPA. Soine of the design elements which may have the greatest effect on KU 
incliide (a) t h e  required levels and timing of emissions caps, discharge limits or similar standards, (1 ) )  the 
sources covered by such requirements, (c) transition and mitigation provisions, such as phase-in periods, 
free allowances or price caps, (d) the availability and pricing of relevant mitigation or control 
technologies, goods or services and (e) economic, market and customer reaction to electricity price and 
demand changes due to environmental concerns. 

Ultiinately, environmental matters or potential environmental matters can represent an important 
element of current or future potential capital requirements, fiitiire unit retirement or replacement 
decisions, S L I P ~ I Y  and demand for electricity, operating and maintenance expenses or compliance risks 
for the Company. Based on prior regulatory precedent, K U  currently anticipates that inany of such direct 
costs inay b e  recoverable through rates or other regulatory mechanisms, particularly with respect to  
coal-related generation, but the availability, timing or completeness of such rate recovery cannot be 
assured. IJltimately, climate change and other environmental matters will likely increase the level of 
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capital expenditures and operating and maintenance costs incurred by the Conipany during the next 
several years. With respect to NAAQS, CATR, CAMR replacement and coal combustion byproducts 
developments, based on a preliiiiinary analysis of proposed regulations, the Company may be required to 
consider actions such as upgrading existing einissions controls, installing additional emissions controls, 
upgrading byproducts disposal and storage and possible early replacement of coal-fired units. In order to 
comply with the coal combustion residual rules and the above referenced air rules, capital expenditures 
for KU are preliminarily estiinated to be in  the $1 .5 to $1.7 billion range over the next ten years, 
although final costs may substantially vary. This estimate does not include compliance with GHG rules 
or contemplated water-related enviroriinental changes. See Risk Factors and Note 13, Coniinitinents and 
Contingencies, for fiirther information. 

Results of Operations 

The utility business is affected by seasonal temperatures. As a result, operating revenues (and associated 
operating expenses) are not generated evenly throughout the year. Revenue arid earnings are generally 
highest during the first and third quarters, and lowest in the second quarter, due to weather. 

Net Income 

The following table suininarizes the significant components of net inconie for 2,010, 2009 and 2008 and 
the changes therein: 

Combined Successor 

Year Ended through 
November 1 , 201 0 

December 3 1 , 20 10 December 3 I , 20 I0 
Total operating 

Total operating 
revenues $ 1,511 $ 263 

expenses 1,161 198 
Operating income 350 65 

Equity in earnings of 
unconsolidated 
vent i i  re 3 

Interest expense 14 
Interest expense to 

affiliated companies 64 

8 

2 
Other income 

(expense) - net (2) 
Income before 

income taxes 273 5 5  
Income tax expense 98 20 

Net i ricoine $ 175 $ 35 

Predecessor 
January 1,201 0 Year h k d  

through December 3 1 , 
October 3 I ,  20 10 2009 2008 ~- 

$ 1,248 

963 
285 

3 
6 

62 

(2) 

218 
78 

$ 140 

$1,355 $ 1,405 

1,086 1,145 
269 260 

____l_l__ 

1 30 
6 14 

69 58 

5 8 __________ 

200 226 
67 68 

$ 133 $ 158 
~~ 

_______ 
~~ 
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The change in KlJ’s net incoine was as follows: 
Increase (Decrease) 

2010 vs. 2009 2009 vs. 2008 
$ 156 $ (SO) 

7s (59) 
81 9 
2 (29) 
8 (8) 

( 5 )  1 1  

Total operating revenues 
Total operating expenses 

Operating income 
Equity in earnings of unconsolidated venture 
Interest expense 
Interest expense to affiliated companies 
Other income (expense) - net 

Income (loss) before income taxes 
Income taxes 

Net income 

i 

Operating Revenues 

The $156 million increase from 2009 to 201 0 and $SO million decrease from 2008 to 2009 in operating 
revenues were primarily due to: 

Increase (Decrease) 
2010 vs. 2009 2009 vs. 2008 

Retail sales volumes (a) 
Base rate price variance (b) 
Demand revenue (c) 
Sales to municipal citstoiners (d) 
Increased recoverable capital spending billed through the ECR 
Other operating revenue primarily due to late payment charges 
FAC price variance (e) 
Merger surcredit termination in February 2009 
Transmission sales 
Increased recoverable program spending billed through the DSM 
Wliolesale sales (f) 
VDT surcredit termination in August 2008 

$ 73 
39 
16 
12 
8 
6 
5 
2 
1 
1 

(7) 

$ IS6 

(a) Retail sales volumes increased during 2010 compared to 2009 as a result of increased 
consumption primarily d u e  to increased heating degree days during t h e  first and fourth quarters 
of 2010 and increased cooling degree days during the second and third quarters of 2010. 
Additionally, improved economic conditions in  20 10 and significant storm outages in 2009 
contributed to the increased volumes. 

The decrease in retail sales vol~iines during 2009 compared to 2008 was attributable to reduced 
consumption by retail customers, as a result of milder weather and weakened econoiriic 
conditions, in addition to  significant storm outages during 2009. 
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(b) The increase in revenues due to the base rate price variance during 2010 compared to 2009 
resulted froin higher base rates effective Arrgiist 1,  20 10. See Note 3, Rates and Regtilatory 
Matters, for fiirther discussion of the 20 I O  Kentucky rate case. 

The decrease in revenues due to the base rate price variance during 2009 compared to 2008 
resiilted from a reduction in base energy rates effective February 6,2009. See Note 3, Rates and 
Regulatory Matters, for further discussion of the 2008 Kentucky rate case. 

(c) Demand reveniies increased during 20 10 compared to 2009 as a result of higher demand rates 
effective August 1 ,  201 0 and higher custoiner peak demand. See Note 3, Rates and Regulatory 
Matters, for further discussion of the 20 10 Kentucky rate case. 

(d) The increase in sales to municipal customers during 20 10 compared to 2009 was priniarily due to 
increased voliimes as a result of increased cooling and heating degree days, improved economic 
conditions and a decline in storm outages. 

(e) FAC revenues increased during 20 10 compared to 2009 as a result of increased recoverable fiiel 
costs billed to customers through the FAC due to higher fiiel prices. 

The decrease in the FAC revenue during 2009 compared to 2008 resulted from lower fuel costs 
billed to custoiners through the FAC ($2 million) due to a refiind of power purchased costs from 
OMU ($6 million) partially offset by increased recoverable fuel costs ($4 million) billed to retail 
custoiners through the FAC. 

(f) The decrease in wholesale sales during 2010 compared to 2009 was primarily due to increased 
consumption by industrial customers, as a resirlt of improved economic conditions, increased 
consumption by residential customers, as a result of increased cooling and heating degree days 
and an increase in LG&E’s coal-fired generation outages in the first six months of 201 0. See 
Note IS, Related Party Transactions, for fiirther discussion of the iniitiial agreement for 
wholesale sales and purchases between KU and LC&E. 

The decrease in wholesale sales during 2009 compared to 2008 was primarily due to lower sales 
volumes to LG&E and third-parties due to lower economic capacity, caused by low spot market 
pricing and higher scheduled coal-fired generation outages. See Note 15, Related Party 
Transactions, for fiirther discussion of the mutual agreement for wholesale sales and purchases 
between KIJ and L,GRr,E. 
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Operating Expenses 

Combined Successor 

Year Ended through 
November 1,201 0 

December 3 I ,  20 I O  December 3 1,201 0 

Fuel for electric generation coinprises a large component of total operating expenses. Increases or 
decreases in the cost of file1 are reflected in retail rates through the FAC, subject to the approval of the 
FERC, Kentucky Commission, Virginia Conmission and the Tennessee Regulatory Authority. 
Operating expenses and the changes therein for 201 0, 2009 and 2008 follow: 

Predecessor 
January 1,201 0 Year Ended 

October 3 1,201 0 2009 2008 
through December 3 I ,  

Fuel for electric 
gerierat i o n  $ 495 $ 78 

Power purchased 175 28 
Other operation and 

maintenance 
expenses 346 66 

Depreciation and 
arnortization I45 

$ 1,161 -~ 

$ 417 $ 434 $ 513 
147 199 22 1 

280 320 275 

119 133 136 
$ I98 - $ 963 $ 1,086 $ 1,145 

The changes in operating expenses were as follows: 

Fuel for electric generation 
Power purchased 
Other operation and maintenance expenses 
Depreciation and ainortization 

Increase (Decrease) 

$ 61 $ (79) 
(24) (22) 
26 45 
12 (?) 

$ 75 $ (59) 

20 10 vs. 2009 2009 vs. 2008 

Firel for Electric Generation 

The $61 million increase from 2009 to 2010 and $79 inillion decrease from 2008 to 2009 were primarily 
due to: 

Fuel usage volumes (a) 
Coininodity costs for coal 
Other 

(4 

Increase (Decrease) 
2010 vs. 2009 2009 vs. 2008 

$ 77 $ (97) 
(15) 18 

Fuel usage voluines increased in 2010 compared 2009 due to increased native load sales. Fuel 
usage volumes decreased in 2009 cornpared to  2008 due to decreased native load and wholesale 
sales. 

28  



Power Purchcrsed Expense 

The $24 million decrease from 2.009 to 2010 and $22 million decrease from 2008 to 2009 were 
primarily due to: 

Increase (Decrease) 
201 0 vs. 2009 2009 vs. 2008 

Power purchased from OMIJ $ (40) $ 12 
Purchases from LG&E due to vol~ime (a) ( 5 )  (2) 
Deinand payments for third party purchases (2) 1 
Prices for purchases used to serve retail customers 7 (14) 
Third party purchased volumes for native load (b) 7 (6) 
OMlJ settlement received in 2009 6 (6) 
Purchases from LG&E due to prices 3 (7) 

9; (24,) $ (22) 

(a) Purchased volumes from L,G&E decreased in 20 10 compared to 2009 primarily due to 
increased consumption by residential customers at LG&E as the result of increased cooling 
and heating degree days, increased coal-fired generation outages in the first six months of 
2010 and higher energy usage by industrial custoiners as a result of improved economic 
conditions. 

Purchased volumes from LG&E decreased in 2009 compared to 2008 due to LG&E’s 
increased scheduled outages at coal-fired generation units during the fofourth quarter of 2009. 
See Note IS, Related Party Transactions, for further discussion of the ~nutual agreement for 
wholesale sales and purchases between the Utilities. 

(b) Third party purchase volumes with counterparties other than OMU increased in 201 0 
compared to 2009 primarily due to the termination of the OMU agreement. Third party 
purchase volumes with counterparties other than OMIJ decreased in 2009 compared to 2008 
primarily due to availability of power for native load cnstomers froin the OMIJ agreement. 
See Note 13, Commitments and Contingencies, for fbrther discussion of the OMU 
sett leinerit . 

Other Operalion and Muiritenance Expenses 

The $26 million increase from 2009 to 2010 was primarily due to $22 million of increased other 
operation expenses and  $4 million of increased maintenance expenses. The $45 inillion increase from 
2008 to 2009 was primarily due to $30 inillion of increased other operation expenses and $15 million of 
increased maintenance expenses. 
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Other Operation Expenses: 

The $22 million increase from 2009 to 2010 and $30 million increase from 2008 to 2009 were primarily 
due to: 

Increase (Decrease) 
20 10 vs. 2009 2009 vs. 2008 

Administrative and general expense (a) 
Transmission expense (b) 
Bad debt expense (c) 
Stearn expense (d) 
Generation expense 
DSM program spending 
Legal expenses (e) 
Other power supply 
Pension expense (f) 
Other 

$ 9 $ 
5 
4 
4 
2 

(a) Administrative and general expense increased in 2010 compared 2009 primarily due to higher 
labor expense and insurance expense, partially offset by lower 1T expense related to the 
impleinentation of the Customer Care Solution system in 2009. Administrative arid general 
expense illcreased in 2009 compared to 2008 primarily diie to increased consulting fees for 
software training and increased labor and benefit costs. 

(b) Transmission expense increased in 2010 compared to 2009 primarily due to a settlement 
agreement with a third party and the establishment of a regulatory asset approved by the 
Kentucky Commission for the EKPC settlement in 2009, net of twelve months of amortization 
expense recorded in 20 10. 

(c) Bad debt expense increased in 201 0 compared to 2009 due to higher billed revenues, higher late 
payment charges and a higher net charge-off percentage. 

(d) Steam expense increased in 201 0 compared to 2009 priinarily due to increased generation in 
2010. Steam expense increased in  2009 compared to 2008 primarily diie to the utilization of 
SCRs year-round. 

(e) L,egal expenses decreased in 2009 compared to 2008 priinarily due to OMU expenses in 2008. 
See Note 13, Commitments and Contingencies, for further information regarding the OMlJ 
settlement. 

performance in 2009 and increased in  2009 coinpared to 2008 primarily due to unfavorable asset 
perforrnance in 2008. 

(1) Pension expense decreased in 2010 coinpared to 2009 primarily due  to favorable asset 
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Other Maintenance Expenses: 

The $4 million increase from 2009 to 2010 and $15 inillion increase fiom 2008 to 2009 were primarily 
due to: 

Increase (Decrease) 
20 10 vs. 2009 2009 vs. 2008 

Generation expense (a) $ 3 $ 
Steam expense (b) 2 7 
Administrative and general expense 2 1 
Transmission expense 2 
Distribution expense (c) (3) 5 

15 $ 4 $ 

(a) Generation expense increased in 20 TO compared to 2009 primarily due to the overhaul of 
Paddy’s Run Unit 13. 

(b) Steam expense increased in 2009 compared to 2008 due to increased scope of work for 
scheduled outages. 

(c) Distribution expense decreased in 2010 compared to 2009 primarily due to higher storm cost in 
2009, partially offset by higher tree trimming expense in 201 0. Distribution expense increased in 
2009 compared to 2008 primarily due to increased repairs, higher tree trimming expense and 
higher storm related expense. 

Equitv in Earnings of Unconsolidated Venture 

The  $2 million increase in equity in earnings of unconsolidated venture, from 2009 to 2010, was 
primarily due to higher earnings from EEI resulting from increased market prices for electric energy and 
the $29 million decrease from 2008 to 2009 was primarily due to lower earnings resulting froin 
decreased inarltet prices for electric energy 

Interest Expense 

The  $3 million increase from 2009 to 2010 and $3 inillion increase from 2008 to 2009 were primarily 
due to: 

Bond interest expense (a) 
Interest expense to affiliated companies (b) 

Increase (Decrease) 
201 0 vs. 2009 2009 vs. 2008 

$ 8 $ (8) 

$ 3 ,$ 3 
(5) 1 1  

(a) Bond interest expense increased in 20 I O  compared to 2009 due to the issuance of first mortgage 
bonds in November 201 0. Bond interest expense decreased i n  2009 compared to 2008 due to 
lower interest rates on pollution control bonds. See Note 11, Long-Term Debt, for fiirther 
information. 

(b) Interest expense to affiliated companies decreased in 2010 compared to 2009 primarily due to 
notes payable to Fidelia being paid in full in November 2010, as a result of the PPL acquisition. 
Interest expense to affiliated companies increased in 2009 compared to 2008 primarily due to the 
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issuance of additional debt ($1 3 million), which was partially offset by lower interest rates on 
intercompany short-term borrowings. 

Other Income (Expense) - Net 

The $7 rnillion decrease in other income (expense) - net from 2009 to 2010 and the $3 million decrease 
in other income (expense) - net from 2008 to 2009 were primarily due to the discontinuance of the 
allowance for funds used during construction on ECR projects as a result of the FERC rate case. 

Income Tax Expense 

See Note I O ,  Income Taxes, for a reconciliation of differences between the lJ.S. federal income tax 
expense at  statutory rates and I<U’s income tax expense. 

201 1 Outlook 

KU pro.jects higher earnings in 201 I compared with 2010 as a net result of higher retail revenues and 
lower financing costs due to the issuance of first mortgage bonds in late 2010, partially offset by higher 
operation and maintenance expenses and depreciation. Retail revenues are expected to increase as a 
result of the 201 0 Kentucky rate case and recoveries associated with its environinental investments. 
Operation and maintenance expenses and depreciation are expected to increase due to placing TC2 in 
service in January 201 1. See Risk Factors for a discussion of the risk factors that may impact the 201 I 
outlook. 

Financial Condition 

Liguiditv and CaDital Resources 

KU expects to continue to have adequate liquidity available through operating cash flows, cash and cash 
equivalents and its credit facilities. K U  currently has no  plans to access debt capital markets in 201 1. 

KU’s cash flows from operations and access to cost-effective bank and capital markets are subject to 
risks and uncertainties including, but not limited to, the following: 

changes in market prices for electricity; 
potential ineffectiveness of the trading, marketing and risk management policy and programs 
used to mitigate KU’s risk exposure to adverse electricity and fuel prices and interest rates; 
operational and credit risks associated with selling and marketing products in the wholesale 
power markets; 
nnusual or extreme weather that may damage KIJ’s transmission and distribution facilities or 
affect energy sales to customers; 
unavailability of generating units (due to unscheduled or longer than anticipated generation 
outages, weather and natural disasters) and the resulting loss of revenues and additional costs of 
replacement electricity; 
ability to recover arid timeliness and adequacy of recovery of costs; 
costs of compliance with existing and new environmental laws; 

32 



any adverse outcome of legal proceedings and investigations with respect to KU’s current and 
past business activities; 
deterioration in the financial markets that could make obtaining new sources of bank and capital 
markets fiinding inore difficirlt and inore costly; and 
a downgrade in KU’s credit ratings that could adversely affect its ability to access capital and 
increase the cost of credit facilities and any new debt. 

a 

a, 

Successor 
2010 

$ 3 

See the Risk Factors section for further discussion of risks and uncertainties affecting KlJ’s cash flows. 

Predecessor 
2009 

$ 2 

At December 3 1 , KIJ had the following: 

Cash and cash equivalents 

Current portion of long-term debt (a) $ - 
Ciirrent portion of long-term debt to affiliated company (b) 
Notes payable to affiliated companies (c) 10 

$ 10 

$ 228 
33 
45 

$ 306 

(a) 2009 amount represents Carroll County 2002 Series A and By 2004 Series A, 2006 Series €3 and 
2008 Series A; Muhlenberg County 2002 Series A; arid Mercer County 2000 Series A and 2002 
Series A pollution control bonds subject to tender for purchase at the option of the holder and to 
mandatory tender for purchase upon the occurrence of certain events. The Successor has classified 
these bonds as long-term because the Company has the intent and ability to utilize its $400 inillion 
credit facility which matures in December 2014, to fund any mandatory purchases. The Predecessor 
classified these bonds as the current portion of long-term debt due to the tender for purchase 
provisions. The Predecessor presentation and the Successor presentation are both appropriate tinder 
GAAP. See Note 1, Summary of Significant Accounting Policies, and Note 1 1 , Long-Term Debt, for 
further information. 

Note 1 1,  Long-Term Debt, for fiirther information. 

and/or LG&E make fiinds available to KU at market-based rates of up to $400 million. See Note 12, 
Notes Payable and Other Short-Term Obligations, for further information. 

(b) 2009 amount represents debt owed to an E.ON affiliate, which was repaid in November 20 10. See 

(c) Ainotints represent borrowings under KlJ’s intercompany money pool agreement wherein LKE 
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A condensed table of cash flows for the following periods in 201 0,2009 and 2008 is presented below. 
The Predecessor period, January I , 20 10 through October 3 1 , 20 I O ,  and the Successor period, 
November 1, 201 0 through December 3 1 , 201 0, were aggregated without further adjustment for 
purposes of comparison with the same periods in 2009 and 2008. 

Net cash provided by 
(used in) operating 
activities 

Net cash provided by 
(used in) investing 
activities 

Net cash provided by 
(used in) financing 
activities 

Change in cash and 
cash equivalents 

Combined Successor 
November 1 , 201 0 

Year Ended t h rou g h 
December 3 1 , 20 10 December 3 1 , 20 I O  

$ 372 $ 28 

56 58 

Predecessor 
January 1 , 201 0 

October 3 1 , 20 10 ___. 2009 ~ 2008 

Year Ended 
through December 3 1 , 

$ 344 $ 2.53 $ 292 

(340) (507) (695) 

(2) _____________ 254 405 

Operating Activities 

Net cash provided by operating activities increased by 47%, or $ I  19 million, in 2010 compared with 
2009, priinarily as a result of increased earnings, increased collections from the ECR inechanisin and 
lower storm expenses. These increases in cash flow were partially offset by higher interest payments due 
to  an accelerated settlement with the previous owner and higher 201 0 income tax payments due to 
higher taxable income and investment tax credit benefits received in  2009. 

Net cash provided by operating activities decreased by 13%, or $39 inillion, in 2009 compared with 
2008, primarily as a result of higher storm expenses, decreased earnings and unfavorable changes in 
working capital. These decreases in cash flow were partially offset by lower income tax payments due to 
lower taxable income and investment tax credit benefits received. 

KTJ expects to achieve relatively stable cash flows fi-om operations during the next three years although 
future cash flows may be significantly impacted by changes in economic conditions or new 
environmental and tax regulations. 

Investing Activities 

The primary use of cash in investing activities is capital expenditures. See  “Forecasted TJses of Cash” for 
detail regarding projected capital expenditures for the years 201 1 through 201 3 .  

Net cash used in investing activities decreased by l6%, or $80 inillion, in 2010 compared with 2009, 
primarily as a result of a decrease of $89 rnillion in capital expenditures, partially offset by a decrease of 
$9 million from restricted cash collections. 
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Net cash used in investing activities decreased by 27%, or $1 88 million, in 2009 coiripared with 2008, 
priinarily as a result of a decrease of $1 80 inillion in capital expenditures and a increase of $8 inillion 
froin restricted cash collections. 

Financing Aclivities 

Net cash provided by financing activities was $56 inillion in 2010 compared with $254 inillion in 2009. 
In spite of significant new debt issuances associated with the repayments to E.ON affiliates in 
connection with PPL’s acquisition of the Conipany, cash provided by financing was  less in 2010 due to 
lower increases in debt in 2010 and the payment of dividends i n  2010; whereas, KLJ received equity 
contributions i n  2009. 

Net cash provided by financing activities was $254 inillion in 2009 coinpared with $405 million in 
2008. The lower level of cash provided by financing in 2009 was the result of lower debt issuance to 
affiliated conipanies and lower levels of equity contributions received. 

In the two months of 201 0 following the acquisition, cash provided by financing activities of the 
Successor primarily consisted of the issuance of first mortgage bonds totaling $1,489 million after 
discounts and the issuance of intercompany notes totaling $1 ,33 1 inillion to a PPI, subsidiary to repay 
debt due to an E.ON affiliate upon the closing of the sale. These ainounts were offset by the repayment 
of$1,33 1 inillion to an E.ON affiliate upon the closing of the sale, the repayment of  $1,331 inillion to a 
PPI, affiliate upon the issuance of the first mortgage bonds, the repayment of $83 inillion of short-term 
borrowings due to an affiliated company and the payment of $17 million of debt issuance costs. 

I n  2010, cash used in financing activities by the Predecessor primarily consisted of the payment of $SO 
million of dividends to LKE mostly offset by increases in short-term borrowings due to an affiliated 
company totaling $48 million. 

In 2009, cash provided by financing activities primarily consisted of the issuance of $150 million of 
intercompany notes to an E.ON affiliate, the receipt of capital contributions froin LKE totaling $7.5 
million and a $29 inillion increase in short-term borrowings due to an affiliated company. 

In 2008, cash provided by financing activities primarily consisted of the issuance of $250 million of 
intercompany notes to an E.ON affiliate, the receipt of capital contributions from LKE totaling $145 
million and a $7 million reduction in short-term borrowings due to an affiliated company. In addition, 
KlJ reacquired pollution control bonds totaling $80 million, reissued $63 million of that $80 million arid 
issued $77 inillion of new pollution control bonds. Of the $77 million, $60 million was used to retire 
prior pollution control bonds, including the remaining $17 million which had been reacquired by the 
Company. This resulted in a cash receipt of $17 million to KU. 

KU’s debt financing activity in 2010 was: 
Issuances (a) Retirements 

Short-term borrowings from affiliated company - net change $ - $ ( 3 5 )  
Other borrowings from affiliated company 1,331 (1,33 1 )  
Borrowings from an E.ON affiliate - (1,331) 
Issuance of bonds 1,489 - 

Net change in debt financing $ 2,820 $ (2,697) 
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(a) Issuances are net of pricing discounts, where applicable. 

See Note 1 I ,  Long-Term Debt, for fiirther information. 

- Working Capital Deficiency 

As of December 3 1 , 2009, I<1J had a working capital deficiency of $203 million, primarily due to the 
current portion of long-term debt to affiliated company totaling $33 million and $228 inillion of tax- 
exempt bonds which allow the investors to put the bonds back to the Company causing them to be 
classified as “Current portion of long-term debt.” As of December 3 I ,  20 10, the Company no  longer had 
a working capital deficiency because the current portion of long-term debt to affiliated company was 
paid off i n  conjunction with the PPL acquisition, and the $228 million of tax-exempt bonds were no 
longer classified as “Other current liabilities” by the Successor because the Company has the intent and 
ability to utilize its $400 inillion credit facility which expires i n  December 2014 to fund any mandatory 
purchases. See Note 1 1 , Long-Term Debt, for further information. 

Auction Rate Securities 

Auctions for auction rate securities issued by KU continued to fail throughout 2010. See Note 1 1,  Long- 
Terin Debt, for further discussion. 

Forecasted Sources of Cash 

KU expects to continue to have adequate sources of cash available in the near term, including access to 
external financing, financing froin affiliates and/or infusions of capital froin LKE. Regulatory approvals 
are required for KU to incur additional debt. The FERC and the Virginia Commission authorize the 
issuance of short-term debt while the Kentucky Commission, Virginia Commission arid the Tennessee 
Regulatory Authority authorize the issuance of long-term debt. In  November 2009, KU received a two- 
year authorization froin the FERC to borrow up to  $400 million in short-term fiinds. KU also has 
authorization from the Virginia Commission that expires at the end of 201 1, allowing short--term 
borrowing of up to $400 million. Short-term funds are made available via the Company’s participation 
in an intercoinpany inoiiey pool agreement wherein L I E  and/or LG&E make funds available to KU at 
market-based rates (based on highly rated coininercial paper issues) up to $400 inillion or via the $400 
inillion Revolving Credit Agreement discussed below. K U  currently believes this authorization and 
these facilities, together with the Company’s credit facilities discussed below, provide the necessary 
flexibility to address any liquidity needs. 

On November 1 , 201 0, KU entered into a $400 inillion unsecured Revolving Credit Agreement with a 
group of banks. Under this new credit facility, which expires on December 3 1, 2014, KIJ has the ability 
to I-nake cask borrowings arid to request the lenders to issue letters of credit. Borrowings will generally 
bear interest at LJBOR-based rates plus a spread, depending upon KU’s senior unsecured long-term debt 
rating. The new credit facility contains financial covenants requiring KU’s debt to total capitalization to 
no t  exceed 70?6 and other customary covenants. As of December 3 I ,  201 0, KU’s debt to total 
capitalization was 4 1 % as calculated pursuant to  the credit agreement. Under certain conditions, K U  
may request that the facility’s capacity be increased by up to $100 million. This new credit facility 
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replaced an existing bilateral line of credit totaling $35 iriillion that was terminated November 1, 201 0. 
As of December 3 1 , 201 0, there was no outstanding balance under the new credit facility, but there were 
$198 inillion of letters of credit outstanding to support outstanding bonds totaling $195 million. I<U will 
utilize iinused credit facility and money pool balances to fund working capital needs as they arise. See 
Note 12, Notes Payable and Other Short-Term Obligations, for fiirther information regarding the 
Coinpaiiy’s credit facilities. 

Contributions from LKE 

LKE inay inalte capital contributions to KU, which can be used for general business purposes. 

Long-Term Debt 

KU currently does not plan to issue any new long-term debt in 201 1 

Forecasted Uses of Cash 

In addition to expenditures required for nortnal operating activities, such as fuel for electric generation, 
power purchased, payroll and taxes; KIJ currently expects t o  incur future cash outflows for capital 
expenditures, various contractual obligations and the payment of dividends. 

(Jnpitnl Requirements 

KU’s construction program is designed to ensure that there will be adequate capacity and reliability to  
meet the electric needs of its service area and to comply with environmental regulations. These needs 
are continually being reassessed and appropriate revisions are made, when necessary, in construction 
schedules. KIJ plans to fund capital expenditures through operating cash flows, the credit facility and, if 
needed, the issuance of long-term debt. KIJ expects its capital expenditures for the three year period 
ending December 31,2013, to total approxiinately $1,406 million, consisting priinarily of the following: 

Construction of coal combustion residual storage structures 
Construction of erivironrnental controls and capacity replacement 
Construction of distribution and metering assets 
Construction of generation assets 
Construction of transmission assets 
Recoverable environmental assets 
Information technology projects 
Other projects 

$ 346 
302 
260 
206 
129 
99 
39 
25 

$ 1,406 

The Company’s capital program will focus prirnarily on compliance with existing or anticipated EPA 
environmental regulations, aging infrastructure and the need for increased storage capacity for coal 
combustion by-product inaterials over the next several years. This program may also be affected in 
varying degrees by factors such as electric energy demand load growth, changes in construction 
expenditure levels, rate actions by regulatory agencies, new legislation, changes in coinrnodity prices 
and labor rates and other regiilatory requirements. I n  particular, climate change initiatives, whether via 
legislative, regulatory or inarltet channels, could restrict or disadvantage power generation from higher- 
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carbon sources. Therefore, I<U has included estimates regarding significant additional capital 
expenditures related to pending environmental regulations and legislation. These estimates are subject to 
final regulations and least cost analysis based on engineering studies. To the extent financial markets see 
climate change as a potential risk, KIJ may face reduced access to or increased costs in capital markets. 
Capital expenditures for KU associated with such actions are preliminarily estimated to be in the $1.5 to 
$1.7 billion range over the  next ten years, although final costs may substantially vary. 

See the Contractual Obligations table below and Note 13, Commitments and Contingencies, for fLirther 
information concerning commitments. 

Contractual Oldigations 

The following is provided to summarize contractual cash obligations for periods after December 3 1 , 
201 0. ICIJ anticipates cash from operations and external financing will be sufficient to fund future 
obligations. See the Statements of Capitalization. 

Short-term debt (a) 
Long-term debt (b) 
Interest on long-term debt (c) 
Operating leases (d) 
Unconditional power purchase 

Coal and natural gas purchase 

Pension benefit plan obligations (g) 
Postretirement benefit plan 

obligations (h) 
Construction obligations (i) 
Other obligations ('j) 

obligations (e) 

obligations (f) 

Payments Due by Period 
2011 2012 2013 2014 2015 Thereafter Total 

$ l o $  - $  - $  - $  - $  - $  10 
- - 250 1,601 1,85 1 

67 69 72 7.5 78 1,414 1,775 
8 7 5 5 3 I 29 

~ ~ _ _ _ _ _  

9 10 10 10 10 114 163 

439 200 144 93 91 14 98 1 
18 24 28 10 7 60 147 

5 6 6 6 6 33 62 
113 3 -. 116 

3 3 - 6 
$ 672 $ 322 $ 265 $ 199 $ 445 $ 3,237 $ 5,140 

- - 
- ~ _ _ _ _ _ _ _ _ _ _ _ _  

---* 

This table does not reflect contingent obligations. See Note 13, Commitments and Contingencies, for 
further information on contingent obligations. 

(a) Represents borrowings due to affiliates within one year. 
(b) Reflects principal maturities only based on legal maturity dates and includes the current 

(c) Assumes interest payments through niatiirity. The payments herein are subject to change as 

(d) Represents fLiture operating lease payments. 
(e) Represents future ininiinum payments iirider OVEC power purchase agreements through 

(I) Represents contracts to purchase coal, natural gas and natural gas transportation. 

portion of long-term debt. 

payments for debt that is or becomes variable-rate debt have been estimated. 

March 13, 2026. 
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(6) Represents projected cash flows for fiinding the pension benefit plans as calculated by the 
actuary. For pension fiinding inforination see Note 9, Pension and Other Postretirement 
Benefit P Ian s . 

(11) Represents projected cash flows for the postretirement benefit plan as calculated by the 
actuary. For postretirement funding information, see Note 9, Pension and Other 
Postretireinent Benefit Plans. 

Brown and Ghent landfill construction including associated material transport systems for 
coal combustion residual. 

agreements. 

( i )  Represents construction coininitments, including coininitments for the Brown SCR and the 

6) Represents other contractual obligations including the SPP and TVA coordination 

Pension and Postretirement Bene31 Plans 

See Application of Critical Accounting Policies and Estiinates for discussion regarding discretionary 
contributions to the pension and postretirement benefit plans in 201 1. 

Divide nds 

Future dividends may be declared at the discretion of KU’s Board of Directors, payable to its sole 
shareholder, LKE. As discussed in Note 12, Notes Payable and Other Short-Term Obligations, KU’s 
dividend payinelits are limited under a covenant in its $400 million revolving line of credit facility. This 
covenant restricts the debt to total capital ratio to not more than 70%. KU is subject to Section 30S(a) of 
the Federal Power Act, which makes it unlawfiil for a public utility to make or pay a dividend from any 
funds “properly included in capital account.” The meaning of this limitation has never been clarified 
under the Federal Power Act. KU believes, however, that this statutory restriction, as applied to its 
circumstances, would not be construed or applied by the FERC to prohibit the payment from retained 
earnings of dividends that are not excessive and are for lawful and legitimate business purposes. 

Pzrrchase, Redeniption or Reniarketing of Debt Securities 

K U  will continue to evaluate purchasing, redeeming or reniarketing outstanding debt securities and may 
decide to  take action depending upon prevailing market conditions and available cash. 

Credit Ratings 

KU’s credit ratings reflect the views of three national rating agencies. A security rating is not a 
recoininendation to buy, sell or hold securities and is subject to revision or withdrawal at any time by the 
rating agency. In October 2010, one  national rating agency revised downward the short-term credit 
rating of the polliition control bonds and the issuer rating of the Company as a result of the then pending 
acquisition by PPL. Another raised the long-term rating of the pollution control bonds as a result of the 
addition ofthe first mortgage bonds as collateral. In October 2010, a third national rating agency 
provided an initial rating of the Company’s pollution control bonds and first mortgage bonds. See Note 
1 I , Long-Term Debt, for a discussion of downgrade actions in 2009 and 2008 related to the pollution 
control bonds caused by a change in the rating of the entity insuring those bonds. 
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Ratings Triggers 

K U  has variorrs derivative and non-derivative contracts, iriclitding contracts for the sale arid purcliase of 
electricity and fuel and cotnniodity transportation, which contain provisions requiring KLJ to post 
additional collateral, or permit the counterparty to terminate the contract if KU’s credit rating were to 
fall below investment grade. See Note 5, Derivative Financial Instrutnents, for a discussion of Credit 
Risk Related Contingent Featiires, incliiding a discussion of the potential additional collateral that would 
have been required for derivative contracts in a net liability position at December 31, 2010. At 
Decelnber 3 I ,  201 0, if KU’s credit ratings had been below investment grade, KIJ would have been 
required to prepay or post an additional $1 6 million of collateral to counterparties for both derivative 
and non-derivative cotnniodity and commodity-related contracts used in its generation, marketing and 
trading operations. 

Off-Balance Sheet Arrangements 

KIJ has very limited off-balance sheet activity. See Note 13, Cornmittnents arid Contingencies, for 
filrther discussion. 

Risk Management 

Credit Risk 

KLJ is exposed to potential losses as a result of nonperformance by counterparties of their contractual 
obligations. KU maintains credit policies and procedures to limit counterparty credit risk including 
evaluating credit ratings and financial information along with having certain counterparties post margin 
if  the credit exposure exceeds certain thresholds. See Note 5, Derivative Financial Instruments, for 
information regarding risk management activities. 

KIJ is exposed to potential losses as a result of nonpayment by customers. The Company maintains an 
allowance for doubtfiil accounts composed of accounts aged more than four months. Accounts are 
written off as management determines them uncollectible. See Application of Critical Accoirnting 
Policies and Estimates and Note 1, Summary of Significant Accounting Policies, for further discussion. 

Certain of the Company’s derivative instruments contain provisions that require it to provide immediate 
and on-going collateralization on derivative instrutnents in net liability positions based upon the 
Colnpany’s credit ratings from each of the major credit rating agencies. See Note 5 ,  Derivative Financial 
InstrLiments, for information regarding exposure and the risk management activities. 

Liquid ly  Risk 

KIJ expects to continue to have access to adequate sources of liquidity through operating cash flows, 
cash and cash equivalents, credit facilities and/or infusion of capital fi-orn its parent. See Financial 
Condition - Liquidity and Capital Resources for an expanded discussion of KIYs liquidity position and a 
discussion of its forecasted sources of cash. 
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Seczrrilies Price Risk 

I<U has securities price risk through its participation in defined benefit pension and postretirement 
benefit plans. Declines in the market price of debt and equity securities could impact contribution 
requirements. See Application of Critical Accounting Policies and Estirnates - Defined Benefits for a 
discussion of the assumptions and sensitivities regarding the defined benefit pension and postretirement 
benefit plans assumptions. 

Interest Rcrte and Commodity Price Risk 

1<U is subject to interest rate and commodity price risk related to on-going business operations. It 
currently manages coininodity risks rising derivative instruments, including swaps and forward 
contracts. The Company’s policies allow for the interest rate risk to be managed through the use of fixed 
rate debt, floating rate debt and interest rate swaps. At December 3 I , 201 0, no interest rate swaps were 
in effect for KU. At December 3 1 , 201 0, the Company’s annual exposure to increased interest expense, 
based on a 10% increase in interest rates, was less than $1 million. 

I<U inanages price risk by conducting energy trading activities through forward financial transactions. 
The following chart sets forth the net fair value of KU’s commodity derivative contracts. See Note 5 
Derivative Financial Instruments, for further information. 

Fair value of contracts outstanding at the beginning of 
the period 

Contracts realized or otherwise settled during the 
period 

Fair value of new contracts entered into during the 
period 

Changes in fair value attributable to changes in 
valuation techniques 

Other cfianges in fair value 
Fair value of contracts outstanding at the end of the 

period 

Successor 
December 3 I , 

2010 (a) 

$ 

$ 

Predecessor 

20 10 (a) 2009 
October 3 1,  December 3 I , 

$ $ 1  

(a) 201 0 activity is less than $1 million. 

Related Party Transactions 

K U  and its Parent, L,KE and subsidiaries of LKE engage in related party transactions. See Note 15, 
Related Party Transactions, for fiirther inforination. 

K‘CI is not aware of any material ownership interest or operating responsibility by the executive officers 
of KU in outside partnerships, including leasing transactions with variable interest entities, or entities 
doing business with KIJ. 
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Acquisitions, Development and Divestitures 

KLJ and L,G&E have been constructing a new 760-Mw capacity base-load, coal.fired unit, TC2, which is 
jointly owned by KU (60.75%) and LG&E (14.25%), together with IMEA and IMPA (combined 25%). 
With limited exceptions the Company took care, custody and control of TC2 on January 22, 201 I ,  and 
has dispatched the unit to  meet customer demand since that date. KU and the contractor agreed to a 
fiirther amendment of the construction agreement whereby the contractor will coinplete certain actions 
relating to identifying and completing any necessary modifications to  allow operation of TC2 on all 
fiiels in accordance with initial specifications prior to certain dates, and amending the provisions relating 
to liquidated damages. See Note 13, Commitments and Contingencies, for further information. 

KIJ continuously re-examines development projects based on market conditions and other factors to 
determine whether to proceed, to cancel or to expand the projects. 

Application of Critical Accounting Policies and Estimates 

The financial statements of K U  are prepared in compliance with GAAP. The application of these principles 
necessarily involves judgments regarding future events, including legal and regulatory challenges and 
anticipated recovery of costs. These judgments could materially iinpact the financial statements and 
disclosures based on varying assumptions, which may be appropriate to use. In addition, the financial and 
operating environment also may have a significant effect, not only on the operation of the business, but also 
on the results reported through the application of accounting measures used in preparing the financial 
statements and related disclosures, even if the nature of the accounting policies applied has not changed. 
KU’s senior management has reviewed the significant and critical accounting policies with the relevant 
governing bodies of the Company and its parent, as applicable. 

An accounting policy is deemed to be critical if it requires an accounting estimate to be made based on 
assumptions about matters that are highly uncertain at the time the estimate is made, if different estimates 
reasonably could have been used or if changes in the estimate that are reasonably possible could inaterially 
iinpact the financial statements. Management believes the following critical accounting policies reflect the 
significant estimates and assinnptions used i n  the preparation of the Financial Statements. 

Price Risk Management 

See Financial Condition - Risk Management. 

K U  is a cost-based rate-regulated utility. As a result, the financial statements reflect the effects of 
regulatory actions. Regulatory assets are recognized for the effect of transactions or events where fiiture 
recovery is probable in regulated customer rates. The effect of such accounting is to defer certain or 
qualifying costs that would otherwise be charged to expense. Likewise, regulatory liabilities are 
recognized for obligations expected to be returned through future regulated customer rates. The effect of 
such transactions or events wo~rld otherwise be reflected as income. In  certain cases, regulatory 
liabilities are recorded based on the understanding with the regulator that current rates are being set to 
recover costs that are expected to be incurred in the future. The regulated entity is accountable for any 
amounts charged pursuant to such rates and not yet expended for the intended purpose. The accounting 
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for regulatory assets and liabilities is based on specific ratemalting decisions o r  precedent for each 
transaction or event as prescribed b y  the FERC, the Kentucky Commission, the Virginia Commission or 
the Tennessee Regulatory Authority. See Note 3, Rates and Regulatory Matters, for additional detail 
regarding regulatory assets and liabilities. 

Defined Benefits 

KU employees benefit from both frinded and unfunded retirement benefit plans. See Note I ,  Summary 
of Significant Accounting Policies, for information about policy changes between the Predecessor and 
Successor and the accounting for defined benefits including KU’s method of  amortizing gains and 
losses. KIJ makes various assumptions in arriving at pension and other postretirement benefit costs and 
obligations. The major assumptions include: 

* 

e 

KU’s selection of discount rates is based on the Mercer Pension Discount Yield Curve 
(Predecessor) and the Towers Watson Yield Curve (Successor). 
KlJ’s selection of rate of salary growth is based on historical data that includes employees’ 
periodic pay increases and promotions, which are used to project employees’ pension benefits at 
retirement. 
KU determines the expected long-term return on plan assets based on the current level of 
expected return on risk free investments (primarily government bonds), the historical level of the 
risk premium associated with the other asset classes in which the portfolio is invested and the 
expectations for future returns of each asset class. The expected return for each asset class is then 
weighted based on the current asset allocation. 
KU’s management prqjects health care cost trends based on past health care costs, the near-term 
outlook and an assessment of likely long-term trends. 

0 

The performance of the capital markets affects the values of the assets that are held in trust to satisfy 
future obligations under the defined benefit pension plans. The return on investments within the plans 
was approximately 12% for the year ended December 3 1 , 201 0. The benefit plan assets and obligations 
are re-measured annually using a December 3 1 measiirement date. Due to the PPL acquisition, the 
benefit plan assets and obligations were also re-measured at October 3 1 , 20 I O .  The Company’s 201 0 
pension cost was approximately $3 inillion less than 2009. The Company anticipates its 201 1 pension 
cost will be approximately $3 million less than the 2010 expense. The amount of future funding will 
depend upon the actual return on plan assets, the discount rate and other factors, but the Company fcnds 
its pension obligations in a manner consistent with the Pension Protection Act of 2006. The Company 
made discretionary contributions to its pension plan of $13 inillion in 201 0 and 2009, respectively. In 
January 201 1 , KU contributed $43 million to its pension plan. See Note 18, Subsequent Events, for 
fiirther information. 

See Note 9, Pension and Other Postretirement Benefit Plans, for further information on defined benefits 
including sensitivity analysis expressing potential changes in expected returns that would result fiom 
hypothetical changes to assumptions and estimates, expected rate of return assumptions and health care 
trends. 
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Asset I mpai rrnerit 

KU performs a quarterly review to determine if an impairment analysis is required for long-lived assets 
that are subject to depreciation or amortization. This review identifies changes in circumstances 
indicating that a long-lived asset’s carrying value may not be recoverable. An impairment analysis will 
be performed if warranted based on the review. For these long-lived assets, such events or changes in 
circumstances which inay indicate an impairment analysis is required include: 

e 

e 

e 

0 

e 

e 

e 

a significant decrease in the market price ofan asset; 
a significant adverse change in the manner in which an asset is being used or in its physical 
condition; 
a significant adverse change in  legal factors or in the business climate; 
an accumulation of costs significantly in excess of the amount originally expected for the 
acquisition or construction of an asset; 
a current-period operating or cash flow loss combined with a history of losses or a forecast that 
demonstrates continuing losses; 
a current expectation that, inore likely than not, an asset will be sold or otherwise disposed of 
before the end of its previously estimated iiseful life; and 
a significant change in the physical condition of an asset. 

For a long-lived asset, impairment is recognized when the carrying ainoiint of the asset is not 
recoverable and exceeds its fair value. The carrying amount is not recoverable if it exceeds the sum of 
the tindiscounted cash flows expected to resiilt from the use and eventual disposition of the asset. If the 
asset is impaired, an iinpairinent loss is recorded to ad,just the asset’s carrying value to its estimated fair 
value. Managernent must make significant judgments to estimate future cash flows including the useful 
lives of long-lived assets, the fair value of the assets and management’s intent to w e  the assets. K1J did 
not recognize an impairment of any long-lived asset in 2010. 

Effective with PPL,’s acquisition of LKE on November 1,2010, K1.I recorded $607 million of goodwill. At 
December 3 1,2010, KU’s goodwill remained unchanged. GAAP requires goodwill to be tested for 
impairment on an annual basis or inore fi-equently if events or circumstances indicate that assets inay be 
impaired. KU perforins its annual goodwill impairment test in the fourth quarter. See Note 7, Goodwill and 
Intangible Assets, for fiirther discussion. 

Goodwill is tested for impairment using a two-step approach. In step 1, the Company identifies a potential 
impairment by comparing the estimated fair value of the Company (the goodwill reporting unit) to its 
carrying value, including goodwill, on the measurement date. If the estimated fair value exceeds its 
carrying amount, goodwill is not considered impaired. If the carrying amount exceeds the estimated fair 
value, the second step is performed to measure the amount of impairment loss, if any. 

The  second step requires a calculation of the implied fair value of goodwill. The implied fair value of 
goodwill is determined in the same manner as the amount of goodwill in a business combination. That is, 
the estimated fair value is allocated to all o f  KU’s assets and liabilities as if KU had been acqiiired in a 
business coinbination and the estimated fair value of KU was the price paid. The excess of the estimated 
fair value of KU over the ainotints assigned to its assets and liabilities is the implied fair value of goodwill. 
The implied fair value of goodwill is then compared with the carrying amount of that goodwill. If the 
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carrying amount exceeds the iiiiplied fair value, an iinpairinent loss is recognized in an amount equal to that 
excess. The loss recognized cannot exceed the carrying amount of the reporting unit’s goodwill. 

Determining the fair value of KIJ is judginental in nature and involves the use of significant estimates 
and assumptions. These estimates and assumptions can include revenue growth rates and operating 
margins used to calculate projected fitture cash flows, risk adjusted discount rates and future economic 
and market conditions. 

KU tested goodwill for irnpairrnent in the fourth quarter of 2010 and no iinpairinent was recognized. See 
Note 7, Goodwill and Intangible Assets, for fiirther discussion. 

Loss Accruals 

KU accrues losses for the estimated impacts of various conditions, situations or circumstances involving 
uncertain or contingent future outcomes. For loss contingencies, the loss must be accrued if (1) information 
is available that indicates it is probable that a loss has been incurred, given the liltelihood of the uncertain 
future events arid (2) the amount of the loss can be reasonably estimated. Accounting guidance defines 
“probable” as cases in which “the fiiture event or events are likely to occur.” KU does not record the accrual 
of contingencies that might result in gains, unless recovery is assured. KU continuously assesses potential 
loss contingencies for environmental reinediation, litigation claims, regulatory penalties and other events. 

The accounting aspects of estimated loss accruals include ( I )  the initial identification and recording of the 
loss, (2) the determination of triggering events for reducing a recorded loss accrual and (3) the ongoing 
assessment as to whether a recorded loss accrual is sufficient. AI1 three ofthese aspects require significant 
judgment by KU’s management. KU uses its internal expertise and outside experts (such as lawyers and 
engineers), as necessary, to help estimate the probability that a loss has been incurred arid the amount or 
range of the loss. 

KU has identified certain other events that could give rise to a loss, but that do not meet the conditions for 
accrual. Such events are disclosed, but not recorded, when it is reasonably possible that a loss has been 
incurred. Accounting guidance defines “reasonably possible” as cases in which “the future event or events 
occurring is more than remote, but less than likely to occur.” See Note 13, Coinrnitments and 
Contingencies, for disclosure of other potential loss contingencies that have not met the criteria for accrual. 

When an estiiiiated loss is accrued, KU identifies, where applicable, the triggering events for subsequently 
adjusting the loss accrual. The triggering events generally occur when the contingency has been resolved 
and the actual ioss is incurred, or when the risk of loss has diminished or been eliminated. The following are 
some of the triggering events that provide for the adjustment of certain recorded loss accruals: 

* Allowances for uncollectible accounts are reduced when accounts are written off after prescribed 
collection procedures have been exhausted, a better estimate of the allowance is determined or 
underlying amounts are ultimately collected. 
Environmental and other litigation contingencies are reduced when the contingency is resolved, 
KIJ inaltes actual payments, a better estimate of the loss is determined or the loss is no longer 
considered probable. 

* 
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I<U reviews its loss accruals on a regular basis to assure that the recorded potential loss exposures are 
appropriate. This involves ongoing coininunication and analyses with internal and external legal counsel, 
engineers, operation management and other parties. This review may result in the increase or decrease of 
the loss accrual. 

Asset Retirement Obligations 

KU is required to recognize a liability for legal obligations associated with the retirement of long-lived 
assets. The initial obligation is measured at its estimated fair value. An equivalent amount is recorded as 
an increase in the value of the capitalized asset and allocated to expense over the useful life of the asset. 
Until the obligation is settled, the liability is increased, through the recognition of accretion expense in 
the Statements of Income, for changes in the obligation due to the passage of time. An offsetting 
regulatory asset is recognized to reverse the depreciation and accretion expense related to the ARO such 
that there is no income statement impact. The regulatory asset is relieved when the ARO has been 
settled. An ARO must be recognized when incurred if the fair value of the ARO can be reasonably 
estimated. 

111 determining AROs, management must make significant judginents and estimates to calculate fair 
value. Fair value is developed using an expected present value technique based on assumptions of 
market participants that considers estimated retirement costs in current period dollars that are inflated to 
the anticipated retirement date and then discounted back to the date the ARO was incurred. Changes in 
assumptions and estimates included within the calculations of the  fair value of AROs co~ild result in 
significantly different results than those identified and recorded in the financial statements. Estimated 
ARO costs and settlement dates, which affect the carrying value of various AROs and the related assets, 
are reviewed periodically to ensure that any material changes are incorporated into the estimate of the 
obligations. Any change to the capitalized asset is amortized over the remaining life of the associated 
long-lived asset. See  Note 4, Asset Retirement Obligations, for further information on AROs. 

At December 3 1, 20 10, KIJ had AROs totaling $54 million recorded on the Balance Sheets. Of the total 
amount, $35 million, or 65%, relates to KIJ’s ash ponds and landfills. The most significant assumptions 
surrounding AROs are the forecasted retirement costs, the discount rates and the inflation rates. A 
variance in the forecasted retirement costs, the discount rates or the inflation rates could have a 
significant impact on the ARO liabilities. 

The following chart reflects the sensitivities related to KU’s ARO liabilities for ash ponds and landfills 
as of December 3 1 , 2010: 

Change in Impact on 
Assumption ARO Liability 

Retirement cost 1 O%/( lO)O/, $4/$(4) 
Discount rate 0.2 5 %/( 0.25)% $(2)/$1 
Inflation rate 0.25%/( 0.25)% $2/$(2) 
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Income Tax Uncertainties 

Significant inanagement judgment is required i n  developing KIJ’s provision for income taxes primarily 
due to the uncertainty related t o  tax positions taken or expected to be taken i n  tax returns and the 
determination of deferred tax assets, liabilities and valuation allowances. 

Significant management judgment is required to determine the amount of benefit recognized related to 
an uncertain tax position. K U  evaluates its tax positions following a two-step process. The first step 
requires an entity to determine whether, based 011 the technical merits supporting a particular tax 
position, it is inore likely than not (greater than a SO% chance) that the tax position will be sustained. 
This determination assumes that the relevant taxing authority will examine the tax position and is aware 
of all the relevant facts surrounding the tax position. The second step requires an entity to recognize in 
the financial statements the benefit of a tax position that meets the tnore-lil~ely.-than-not recognition 
criterion. The benefit recognized is measured at the largest amount of benefit that has a likelihood of 
realization, upon settlement, that exceeds SO%. K1J’s management considers a nuiiiber of factors in 
assessing the benefit to be recognized, including negotiation of a settlement. 

On a quarterly basis, K‘CI reassesses its uncertain tax positions by considering information known at the 
reporting date. Based on management’s assessment of new information, K1J may siibsequeritly 
recognize a tax benefit for a previously unrecognized tax position, de-recognize a previously recognized 
tax position or re-measure the benefit of a previously recognized tax position. The amounts ultimately 
paid upon resolution of issues raised by taxing authorities may differ materially from the amounts 
accrued and inay materially impact KU financial statements in the future. 

The balance sheet classification of unrecognized tax benefits and the need for valuation allowances to 
reduce deferred tax assets also require significant management judgment. KIJ classifies unrecognized 
tax benefits as current, to the extent management expects to settle an uncertain tax position, by payment 
or receipt of cash, within one year of the reporting date. Valuation allowances are initially recorded and 
reevaluated each reporting period by assessing the likelihood of the ultimate realization of a deferred tax 
asset. Management considers a number of factors in assessing the realization of a deferred tax asset, 
including the reversal of ternporary differences, future taxable income and ongoing prudent and feasible 
tax planning strategies. Any tax planning strategy utilized in this assessment must meet the recognition 
and measureinent criteria utilized by KU to account for an uncertain tax position. See Note 10, Income 
Taxes, for the required disclosures. 

At December 3 I ,  201 0, KU’s existing reserve exposure to either increases or decreases in unrecognized 
tax benefits during the next 12 months is less than $1 million. This change could result from subsequent 
recognition, de-recognition and/or changes in the ineas~ireinent of uncertain tax positions. The events 
that could cause these changes are direct settlements with taxing authorities, litigation, legal or 
administrative guidance by relevant taxing authorities and the lapse of a n  applicable statute of 
1 i in i t at ion s . 

Purchase Price Allocation 

On November 1, 201 0, PPL completed the acquisition of KU’s parent. In accordance with accounting 
guidance on business combinations, the identifiable assets acquired and the liabilities assumed were 
measured at fair value at the acquisition date. Fair value is defined as the price that would be received to 
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sell an asset or paid to transfer a liability in an orderly transaction between market participants. The 
excess of the purchase price over the estimated fair valiie of the identifiable net assets is recorded as 
goodw i 1 I .  

The deterininatioii and allocation of fair value to the identifiable assets acquired and liabilities assuined 
was based on various assumptions and valuation methodologies requiring considerable management 
judgment, including estiinates based on key assumptions of the acquisition and historical and current 
market data. The most significant variables in these valuations were the discount rates, the number of 
years on which to base cash flow projections, as well as the assumptions and estimates used to determine 
cash inflows and outflows. AI though the assumptions applied were reasonable based on information 
available at the date of acquisition, actual results may differ from the forecasted amounts and the 
difference could be material. 

For purposes of measuring the fair value of the majority of property, plant and equipment and regulatory 
assets acquired and regtilatory liabilities assumed, KIJ determined that fair value was equal to net book 
value at the acquisition date because KIJ’s operations are conducted in a regulated environment and the 
regulatory coinmissions allow for earning a rate of return on the book value of a majority of the 
regulated asset bases at rates determined to  be fair and reasonable. As there is no current prospect for 
deregulation i n  KU’s operating area, it is expected that these operations will remain i n  a regulated 
environment for the foreseeable future, therefore nianagernent has concluded that the use of these assets 
in the regulatory environment represents their highest and best use and a market participant would 
ineasure the fair value of these assets using the regulatory rate of return as the discount rate, thus 
resulting in fair value equal to book value. 

The fair value of intangible assets and liabilities (e.g. contracts that have favorable or unfavorable terms 
relative to market), including coal contracts and power purchase agreements, as well as emission 
allowances, have been reflected on the Balance Sheets with offsetting regulatory assets or liabilities. 
Prior to the acquisition, K U  recovered the cost of the coal contracts, power purchases and emission 
allowances and this rate treatment will continue after the acquisition. As a result, management believes 
the regulatory assets and liabilities created to offset the fair value adjustments meet the recognition 
criteria established by existing accounting guidance and eliminate any rateinaking impact of the fair 
value aqjustinents. KU’s customer rates will continue to reflect these i t em (e.g. coal, purchased power, 
emission allowances) at their original contracted prices. 

KIJ also considered whether a separate fair value should be assigned to KU’s rights to operate within its 
various electric service areas but concluded that these rights only provided the opportunity to earn a 
regdated return and barriers to market entry, which in  manageinent’s judgment is not considered a 
separately identifiable intangible asset under applicable accounting guidance; rather, it is considered 
going-concern value, or goodwill. 

See Note 2, Acquisition by PPL and Note 7, Goodwill and Intangible Assets, for further information. 

New Accounting Guidance 

Recent accounting pronouncements affecting KU are detailed in Note 1, Suininary of Significant 
Accounting Po 1 i c ies . 
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Other Information 

PPL’s Audit Committee has approved the audit fees and audit-related services. The audit-related 
services include services in connection with regulatory filings, reviews of offering documents and 
registration statements and internal control reviews. 
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Management’s Report of Internal Controls Over Financial Reporting 

Through December 3 1 , 201 0, the Conipariy was not subject to  the internal control and other 
requirements of the Sarbanes-Oxley Act of 2002 and associated rules (the “Act”) and corisequently is 
not required to evaluate the effectiveness of its internal control over financial reporting pursuant to 
Section 404 of the Act. However, management is responsible for establishing and inaintaining adequate 
internal control over financial reporting. Interiial control over financial reporting is a process affected by 
those charged with governance, management, and other personnel, designed to provide reasonable 
assurance regarding the reliability of financial reporting and the preparation of financial statements for 
external purposes in accordance with GAAP. A company’s iriteriial control over financial reporting 
includes those policies and procedures that pei-tain to the maintenance of records that, in reasonable 
detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; 
provide reasonable asstirance that transactions are recorded as necessary to permit preparation of 
financial statements in accordance with GAAP and that receipts and expenditures of the coinpany are 
being made only in accordance with authorizations of management arid directors of the company; and 
provide reasonable assurance regarding prevention or tirnely detectioii of unauthorized acquisition, use 
or disposition of the  company’s assets that could have a material effect on the financial statements. 

Because of its inherent limitations, internal control over financial reporting inay not prevent or detect 
misstatements. Also, projectioris of any evaluation of effectiveness to future periods are subject to the 
risk that controls may become inadequate because of changes in  conditions, or that the degree of 
compliance with the  policies or procedures may deteriorate. 

Management has assessed the effectiveness of the Cornpariy’s internal control over financial reporting as 
of December 3 1 , 20 10, using the criteria set forth by the Committee of Sponsoring Organizations of the 
Treadway Commission in Inlernal Control - Integrnfed Franiework Management has concluded that, as 
of December 3 1 , 2010, the Coinpany’s internal control over financial reporting was effective based on 
those criteria. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 1 , 201 0, 
has been audited by PricewaterhouseCoopers LLP, an independent accounting firm, as stated in its 
report which is included herein. 
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Kentucky Utilities Company 
Statements of Retained Earnings 

(millions) 

Successor 
November 1,2010 

Predecessor 
January 1 , 20 10 Year Ended 

through 
December 3 1 , 201 0 

through December 3 1, 
October 3 1, 20 1 0 2009 2008 

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

Balance at beginning of period ..................... $ 1,418 
Effect of PPL acquisition (1,418) .............................. 

Balance at November 1, 20 10 ............. 

Net income ................................................... 35 
Cash dividends declared (Note 1.5) ............... 

..................... Balance at end of period $ 35 

52 

$ 1,195 $ 1,037 $ 1,328 
- 

1,195 1,037 

140 I33 I58 
(50) 

1,328 

$ 1,328 $ 1,195 - $ 1,418 



Kentucky Utilities Company 
Statements of Comprehensive Income 

(m i 1 I ions) 

Successor 
November 1,20 10 

through 
December 3 1,20 10 

Predecessor 
January 1,20 10 Year Ended 

October 3 1,20 10 2009 2008 
through December 3 1, 

Net  income ................................................... $ 35 
Equity investee’s other comprehensive loss, 

net of tax expense of $0, $1,  $0 and $0, 
respectively (Note 1)  .............................. 

Comprehensive income ........ ............... .......... $ 35 I $ 138 $ 133 $ 158 -- P 

The accompanying notes are an integral part of these financial statements. 
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Kentucky Utilities Company 
Balance Sheets 

(mi 1 1 ions) 

Assets 
Current assets: 

Cash and cash equivalents ...................................................................... 
Accounts receivable (less allowance for doubtful accounts: 

20 10, $6; 2009, $3): 
Customer .................................................................................... 

Other ............................................................................................ 
Unbilled revenues.. ................................................................................. 
Fuel, materials and supplies: 

Affiliated companies ................................................................... 

Fuel (predominantly coal) ........................................................... 
Other materials and supplies ....................................................... 

Other intangible assets ........................................................................... 
Regulatory assets (Note 3) ..................................................................... 
Prepayments and other current assets ..................................................... 

Total current assets ...................................................................................... 

Investment in unconsolidated venture (Note 1 )  ........................................... 

Property, plant and equipment: 
Regulated utility plant - electric ............................................................ 

Net regulated utility plant ............................................................ 

Property, plant and equipment - net ............................................ 

Accumulated depreciation ...................................................................... 

Construction work in progress ............................................................... 

Deferred debits and other assets: 
Regulatory assets (Notes 3 and 9): 

Pension benefits .......................................................................... 
Other regulatory assets ................................................................ 

Goodwill (Notes 2 and 7) ....................................................................... 
Other intangibles assets (Notes 2 and 7) ................................................ 

Other assets ............................................................................................ 
Cash surrender value of key man life insurance ..................................... 

Total deferred debits and other assets .......................................................... 
Total assets .................................................................................................. 

The accompanying notes are an integral part of these financial statements. 
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Successor 
December 3 1, 

2010 

$ 3  

90 
12 
20 
89 

95 
41 
22 

9 
15 

396 

30 

3,630 

3,616 
95 5 

4,57 1 

(14) 

117 
105 
607 
175 
39 
19 

1,062 -- 

$ 6,059 

Predecessor 
December 3 1, 

2009 

$ 2  

79 
9 

I8 
76 

98 
39 

32 
13 

366 

12 

4,892 
(1,838) 
3,054 
1,257 
4,311 

1 os 
117 

38 
7 

267 

$ 4,956 
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Kentucky Utilities Company 
Balance Sheets (continued) 

(in i 1 lions) 

Liabilities and Equity 
Current liabilities: 

Current portion of long-term debt (Note 1 1)  .......................................... 
Current portion of long-tenn debt to affiliated company 

(Notes I I and 15) .............................................................................. 
Notes payable to affiliated companies (Notes 12 and 15) ...................... 
Accounts payable ................................................................................... 
Accounts payable to affiliated companies (Note 15) ............................. 
Accrued taxes ......................................................................................... 
Customer deposits .................................................................................. 
Regulatory liabilities (Note 3) ................................................................ 
Accrued interest ..................................................................................... 
Employee accruals .................................................................................. 
Other current liabilities ........................................................................... 

Total current liabilities ................................................................................ 

Long-term debt: 
Long-term bonds (Note 1 1)  .................................................................... 
Long-term debt to affiliated company (Notes 1 1 and 15) ...................... 

Total long-term debt .................................................................................... 

Deferred credits and other liabilities: 
Deferred income taxes (Note 10) ........................................................... 
Accumulated provision for pensions (Note 9) ....................................... 

Asset retirement obligations (Notes 3 and 4) ......................................... 
Regulatory liabilities (Note 3): 

Accumulated cost of removal of utility plant .................................... 

Other liabilities ....................................................................................... 

Investment tax credits (Note 10) ............................................................ 

Other regulatory liabilities ................................................................ 

Total deferred credits and other liabilities ................................................... 

Successor 
December 3 1. 

. 2010 

$ 

. 

10 
67 
4.5 
25 
23 
41 

8 
15 
18 

252 

1. 84 1 

1. 84 1 

376 
113 
104 
54 

348 
186 
94 

$ 1. 275 

Predecessor 
December 3 1. 

2009 

$ 228 

33 
45 

107 
88 
14 
22 
4 
1 

13 
14 

569 

123 
1. 298 

1. 421 

136 
160 
104 
34 

335 
2.5 
20 

$ I .  014 

The accompanying notes are an integral part of these financial statements . 
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Kentucky Utilities Company 
Balance Sheets (continued) 

(millions) 

Total liabilities and equity $ 6,059 ........................................................................... 

Successor 
December 3 1, 

Equity: 2010 
Coininon stock, without par value - authorized 80,000,000 shares, 

outstanding 37,8 17,878 shares $ 308 
Additional paid-in capital 2,348 
Retained earnings: 

.......................................................... 
...................................................................... 

Retained earnings 35 

Total equity .................................................................................................. -- 

.............................................................................. 
Undistributed earnings from unconsolidated venture ....................... 

2,69 1 

Predecessor 
December 3 1, 

2009 

$ 308 
316 

1,318 
10 

1,952 

$ 4,956 
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Kentucky IJtilities Company 
statements of Cash Flows 

(millions) 

Cash flows from operating activities: 
Net income " . I I . .  ..... ~ ..... ... .....""".... ......... . . . .. 
Adjustments to reconcile net income to 

net cash provided by (used in) 
operating activities: .............................. 

Depreciation and amortiz,ation ........... 
Deferred income taxes - net ..........."... 
Investment tax credits (Note 10) ........ 
Provision for pension and 

Postretirement benefits ....... .... ....... .. . 
Other - net ..... I ............................ I ....... 

Accounts receivable ........................... 
Unbilled revenues ............................... 
Fuel, materials and supplies ............... 
Regulatory assets ................................ 
Other current assets ... ... ....... ...... . .... . . . . 
Accounts payable ....... I . . . I  ................".. 
Accounts payable to affiliated 

companies . . ... , .. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
Accrued taxes ...... ................. ........". .. . . 
Regulatory liabilities .......................... 
Other current 1 iabi I i ties ... . . . . . . . . . . .. . . . . . . . . 

Pension and postretirement funding 
(Note 9) ................................................. 

Storm restoration regulatory 
asset (Note 3) ........................................ 

Other regulatory assets ............................ 
Other regulatory liabilities I..........llI ....... . 
Other - net ....I._...............................II.....nI 

activities .... . . . ..... . . ..... .... ".... ............ ...... . . . .. . 

Construction expenditures ...........". .... . . . .. . 
Purchases of assets froin affiliate ..."........ 
Change in restricted cash ......................... 

activities ".... . . ....... . ""......... .. ......... ......... . . . .. . 

Change in current assets and liabilities: 

Net cash provided by (used in) operating 

Cash flows from investing activities: 

Net cash provided by (used in) investing 

Successor 
November 1,20 10 

through 
December 3 1,2010 

January 1,201 0 
through 

October 3 1,20 10 

Predecessor 
Year Ended 

December 3 1,  
2009 2008 -- 

$ (340) 

253 292 -- 

$ (507) $ (695) 

The accompanying notes are an integral part of these financial statements. 
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Kentucky Utilities Company 
Statements of Cash Flows (continued) 

(mi 11 ions) 

Cash flows from financing activities: 
Issuance of bonds (Note 1 1 )  ...................... 

company - net (Note 12) ........................ 

companies (Note 1 1 )  ............................... 

affiliated companies (Note 1 1 )  ............... 

Short-term borrowings from affiliated 

Other borrowings from affiliated 

Repayments on other borrowings from 

Repayments to E.ON affiliate (Note 1 1 )  ... 
Debt issuance costs .................................... 
Retirement of pollution control bonds ....... 
Acquisition of outstanding bonds .............. 
Reissuance of reacquired bonds ................ 
Retirement of reacquired bonds ................ 
Payment of dividends ................................ 
Capital contribution (Note 15) .................. 

Net cash provided by (used in) financing 
activities ...................................................... 

Change in cash and cash equivalents .............. 

Cash and cash equivalents at beginning of 
period ........................................................... 

Cash and cash equivalents at end of period ... 

Supplemental disclosures of cash flow 
information: 

Cash paid (received) during the year for: 
Interest - net of amount capitalized ..... 
Income taxes - net ................................ 

Successor 
November 1,20 10 

through 
- December 3 1,20 10, 

$ 1,489 

(83) 

1,33 1 

(1,33 1) 
(1,331) 

(1 7) 

5x 

$ 3  

Predecessor 
January 1, 201 0 Year Ended 

thi'ough December 3 1, 
October 3 1,201 0 2009 2008 

$ - $  77 

29 (7) 

150 250 

75 

254 405 

2 

2 

$ 2 $  2 
p r  

$ 62 $ 70 $ 66 
74 (9) 46 

The accompanying notes are an integral part of these financial Statements. 



Kentucky Utilities Corn pany 
Statements of Capitalization 

(1x1 i i I ions) 

Successor 
December 3 1, 

2010 
Long-term debt (Note 11): 

Pollution control series: 
Mercer Co. 2000 Series A, due May 1, 2023, variable % ................ 
Carroll Co. 2007 Series A, due February 1, 2026, 5.75% .....".......... 
Carroll Co. 2002  Series A, due February 1 ,  2032, variable 9'0 ......... 
Carroll Co. 2002  Series B, due February I ,  2032, variable 9'0 ......... 
Muhlenberg Co. 2002 Series A, due February 1,2032, variable %. 
Mercer Co. 2002  Series A, due February 1 ,  2032, variable YO ......... 
Carroll Co. 2008  Series A, due February 1,2032, variable 9'0 ."....... 
Carroll Co. 2002  Series C, due October 1,2032, variable 9'0 ..."..... I .  

Carroll Co. 2006  Series B, due October 1 ,  2034, variable ?LO ........... 
Trimble Co. 2007 Series A, due March I ,  2037, 6.0% .................... 
Carroll Co. 2004 Series A, due October 1,2034, variable 9'0 .......... 

Total pollution control series ............ I "......... I ..................... I 

First mortgage bonds: 
First mortgage bond 2015 Series, due November 1 ,  2015, 1.625% 
First mortgage bond 2020 Series, due November 1, 2020, 3.25% ........ 
First mortgage bond 2040 Series, due November 1, 2040, 5.125% ...... 

Total first mortgage bonds ...................................... .................................... 

$ 13 
I8 
21 

2 
2 
8 

78 
96 
54 
9 

50 

35 1 

250 
SO0 
750 

$ 1,500 

Predecessor 
December 3 1, 

2009 

$ 13 
18 
21 

2 
2 
8 

78 
96 
54 
9 

50 

35 1 

$ -  

The accompanying notes are an integral part of these financial statements. 
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Kentucky Utilities Company 
Statements of Capitalization (continued) 

(in i 1 1 ions) 

Successor 
December 3 1. 

2010 
Long-term debt to affiliated company: 

Due November 24. 20 10. 4.24%, unsecured .................................... 
Due January 16. 2012. 4.39%, unsecured ........................................ 
Due April 30. 2013. 4.55%, unsecured ............................................ 

Due December 19, 2014, 5.45%, unsecured .................................... 
Due July 8, 201 5, 4.735%, unsecured .............................................. 
Due December 2 1, 20 IS, 5.36%, unsecured .................................... 

Due August 1 5, 201 3, 5.3 19’0, unsecured ......................................... 

Due October 25, 2016, 5.675%, unsecured ...................................... 
Due April 24, 2017, 5.28%, unsecured ............................................ 
Due June 20, 201 7, 5.98%, unsecured ............................................. 
Due July 25, 20 18, 6.16Y0, unsecured .............................................. 
Due August 27, 2018, 5.645%, unsecured ....................................... 
Due December 17, 201 8, 7.035%, unsecured .................................. 
Due July 29, 20 19, 4.8 1 YO, unsecured .............................................. 
Due October 25, 201 9, 5.71%, unsecured ........................................ 

Due February 7, 2022, 5.69%, unsecured ........................................ 
Due May 22, 2023, 5.85%, unsecured ............................................. 
Due September 14, 2028, 5.96%, unsecured ................................... 

Due November 2.5, 201 9, 4.445”/0, unsecured .................................. 

Due June 23, 2036, 6.33%, unsecured ............................................. 
Due March 30, 2037, 5.86%, unsecured .......................................... 

Total long-term debt to affiliated company ................................................ 

Total long-term debt outstanding ............................................................... 

Purchase accounting adjustments and discounts ............................. 

Less current postion of long-term debt ............................................ 

Long-term debt ........................................................................................... 

$ -  

. 

. 

$ I. 841 

Predecessor 
December 3 1. 

2009 

$ 33 
so 

100 
I S  

100 
50 
15 
so 
so 
so 
50 
50 
IS 
so 
70 
50 
53 
75 

100 
so 
75 

1. 331 

1. 682 

261 

$ I .  421 

The accompanying notes are an integral past of these financial statements . 
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Kentucky Utilities Company 
Statements of Capitalization (continued) 

(in i 1 I ions) 

Successor 
December 3 1 , 

2010 

Common equity: 
Common stock, without par value - authorized 80,000,000 shares, 

outstanding 37,817,878 shares ............................................................ $ 308 
2,348 

35 

Additional paid-in-capital ..................................................................... 

Retained earnings ............................................................................. 
Undistributed subsidiary earnings 

Retained earnings: 

.................................................... 

Predecessor 
December 3 1 ,  

2009 

$ 308 
316 

1,318 
10 

1,328 Total retained earnings ............................................................................... 

Total coinlnon equity 2,691 .................................................................................. 

$ 4,532 

1,952 

$ 3,373 

The accompanying notes are an integral part of these financial Statements. 
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Kentucky Utilities Company 
Notes to Financial Statements 

Note 1 - Summary of Significant Accounting Policies 

General 

Terins and abbreviations are explained in the index of abbreviations. Dollars are in millions unless 
otherwise noted. 

Business 

KU, incorporated in Kentucky in 191 2 and in Virginia in 1991, is a regulated utility engaged in the 
generation, transmission, distribution and sale of electric energy in Kentucky, Virginia and Tennessee. 
KU provides electric service to approximately 5 14,000 customers in 77 counties in central, southeastern 
and western Kentucky, to approximately 30,000 customers in five counties in  southwestern Virginia and 
less than ten customers in Tennessee. KU’s service area covers approximately 6,600 noncontiguous 
square miles. Approximately 98% of the electricity generated by  KU is produced by its coal-fired 
electric generating stations. The remainder is generated by natural gas and oil fueled CTs and a 
hydroelectric power plant. In Virginia, KCJ operates under the name Old Dominion Power Company. 
KLJ also sells wholesale electric energy to 12 municipalities. 

On November 1 , 20 10, KU became an indirect wholly owned subsidiary of PPL, when PPL acquired all 
of the outstanding limited liability company interests in the Company’s direct parent, LKE, from E.ON 
1JS Investments Corp. LKE, a Kentucky limited liability company, also owns the affiliate, LG&E, a 
regulated utility engaged in the generation, transmission, distribution and sale of electric energy and 
distribution and sale of natural gas in Kentucky. Following the acquisition, the Company’s business has 
not changed. KU and LG&E are continuing as subsidiaries of LKE, which is now an intermediary 
holding company in the PPL group of companies. 

Headquartered in Allentown, Pennsylvania, PPL, is an energy and utility holding company that was 
incorporated in 1994. Through its subsidiaries, PPL owns or controls about 19,000 megawatts of 
generating capacity in the I.J.S., sells energy in key U.S. markets and delivers electricity and natirral gas 
to about 5.3 million customers in the 1J.S. and the U.K. 

Basis of Accounthg 

KIJ’s basis of accounting incorporates the btisiness combinations guidance of the FASB ASC as of the 
date of the acquisition, which requires the recognition and measurement of identifiable assets acquired 
and liabilities assumed at fair value as of the acquisition date. KU’s financial statements and 
accompanying footnotes have been segregated to present pre-acquisition activity as the Predecessor and 
post-acquisition activity as the Successor. Predecessor covers the time period prior to November 1,201 0. 
Successor covers t he  time period after October 3 1 , 20 IO. Certain accounting and presentation methods were 
changed to acceptable alternatives to conform to PPL accounting policies, which are discussed below, and 
the cost basis of certain assets and liabilities were changed as of November I , 2010, as a result of the 
application of push-down accounting. Consequently, the financial position, results of operations and cash 
flows for the Predecessor period are not comparable to the Successor period. 
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Despite the separate presentation, the core operations of the Company have not changed. See Note 2, 
Acquisition by PPL,, for information regarding the acquisition and the purchase accounting ad,justinents. 

Changes in Classification 

Certain reclassification entries have been made to the Predecessor’s previous years’ financial statements 
to conform to the 2010 presentation with no impact on net assets, liabilities and capitalization or 
previously reported net income and cash flows. These reclassifications mainly consist of those necessary 
to identify amounts for prior periods that are separately disclosed in the financial statements. 

KIJ is a cost-based rate-regulated utility. As a result, the financial statements reflect the effects of 
regulatory actions. Regulatory assets are recognized for the effect of transactions or events where future 
recovery is probable in regulated customer rates. The effect of such accounting is to defer certain or 
qualifying costs that would otherwise be charged to expense. Likewise, regulatory liabilities may be 
recognized for obligations expected to be returned through future regulated custoiner rates. The effect of 
such transactions or events would otherwise be reflected as income, or, in certain cases, regulatory 
liabilities are recorded based o n  the understanding with the regulator that current rates are being set to 
recover costs that are expected to be incurred in the fiiture. The regulated entity is accountable for any 
amounts charged pursuant to such rates and not yet expended for the intended purpose. Offsetting 
regulatory assets or liabilities for fair value purchase accounting adjustments have also been recorded to 
eliminate any ratemaking impact of the fair value adjustments. The accounting for regulatory assets and 
liabilities is based on specific ratemaking decisions or precedent for each transaction or event as 
prescribed by the FERC, Kentucky Commission, Virginia Commission or  the Tennessee Regulatory 
Authority. See Note 3 ,  Rates and Regulatory Matters, for additional detail regarding regulatory assets 
and liabilities. 

Management’s Use of Estimates 

The preparation of financial statements in conformity with GAAP requires management to make 
estimates and assumptions that  affect the reported assets and liabilities, the disclosure of contingent 
liabilities at the date of the financial statements and the reported amounts of revenues and expenses 
during the reporting period. Actual results could differ froin those estimates. 

Derivative Financial Instruments 

KU enters into energy trading contracts to manage price risk and to maximize the value of power sales 
from the physical assets it owns. The energy trading contracts are non-hedging derivatives and the 
change i n  value is recognized in earnings on a mark-to-market basis. T h e  Predecessor and Successor 
presentation are both appropriate under GAAP. The Predecessor and Successor determine the 
classification of energy trading contracts based on the settlement date of the individual contracts. Energy 
trading contracts classified as current are recognized in “Prepayments arid other current assets” or 
“Other current liabilities” on the Balance Sheets. Energy trading contracts classified as non-current are 
recognized in “Other assets” o r  “Other liabilities” on the Balance Sheets. Cash inflows and outflows 
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related to derivative instruments are included as a component of operating activity on the Statements of 
Cash Flows, due to the underlying nature of  the hedged items. 

Successor 
November 1, 201 0 

through 
December 3 1 ,20  10 

Residential $ 106 
Industrial and coinmercial I17 
Municipals 1s 
Other retail 20 

The Company does not net collateral against derivative instruments. 

Predecessor 
January 1 , 20 1 0 

through December 3 1, 
October 3 1,20 10 2009 2008 

Year Ended 

$ 440 $ 480 $ 462 
588 637 636 

88 91 92 
114 118 108 

See Note 5 ,  Derivative Financial Instruments, and Note 6, Fair Value Measurements, for further 
information on derivative instrurnents. 

Revenue and Accounts Receivable 

The operating revenues lirie item in the Statements of Income contains revenues froin the following: 

Wholesale 18 29 107 
$ 263 1 $ 1,248 $ 1,355 $ 1,405 

Revenue Recognition 

Revenues are recorded based on service rendered to customers through month-end. Operating revenues are 
recorded based on energy deliveries through the end of the calendar month. Uribilled retail revenues 
result because customers’ meters are read and bills are rendered throughout the month, rather than all 
being read at the end of the month. Unbilled revenues for a month are calculated by multiplying an 
estimate of unbilled kWIi by the estirnated average cents per kWh. 

Accounts Receivable 

Accounts receivable are reported in the Balance Sheets at the gross outstanding amount adjusted for an 
allowarice for doubtfiil accourits. 

Allowance for Doubtful Accounts 

The allowance for doubtful accounts included in “Accounts receivable - customer” is based on the ratio of 
the amounts charged-off during the last twelve months to the retail revenues billed over the same period, 
multiplied by the retail revenues billed over the last four months. Accotints with 110 payment activity are 
charged-off after four months, although collection efforts continue thereafter. The allowance for doubtful 
accounts included in “Accounts receivable - other” is composed of accounts aged rnore than four months. 
Accounts are written off as management determines them uncollectible. 
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The changes in the allowance for doubtfiil accounts were: 

Successor 
December 3 1 , 

2010 
- Balance at beginning of period (a) $ 

Charged to income 1 
Charged to balance sheets 5 
Balance at end of period $ 6 

Predecessor 
December 3 1 , December 3 1 , 

2010 2009 2008 
$ 3 $  3 $  2 

(6) (4) (2) 
6 4 3 

October 3 1 , 

$ 3 $  3 $  3 

(a) Successor beginning of period reflects revaluation of accounts receivable due to purchase 
accounting. 

Cash 

Cash Equivalents 

All highly liquid investments with an original maturity of three months or less are considered to be cash 
equivalents. 

Restricted Cash 

Bank deposits and other cash equivalents that are restricted by agreement or that have been clearly 
designated for a specific purpose are classified as restricted cash. The change in  restricted cash is 
reported as an investing activity on the Statements of Cash Flows. On the Balance Sheets, restricted cash 
is included in “Prepayments arid other current assets”. For I<U, the December 3 1,201 0, balance of 
restricted cash was less than $1 million. 

Fair Value Measurements 

KU values certain financial assets and liabilities at fair value. Generally, the most significant fair value 
measurements relate to derivative assets and liabilities, investments in securities including investments 
in the pension and postretirement benefit plans and cash and cash equivalents. KU uses, as appropriate, a 
market approach (generally, data from market transactions), an income approach (generally, present 
value techniques) and/or a cost approach (generally, replacement cost) to measure the fair value of an 
asset o r  liability. These valuation approaches incorporate inputs such as observable, independent market 
data and/or unobservable data that management believes are predicated on the assumptions that market 
participants would use to price an asset or liability. These inputs may incorporate, as applicable, certain 
risks such as nonperformance risk, which includes credit risk. 
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K U  prioritizes fair value measurements for disclosure by grouping them into one of three levels in the 
fair value hierarchy. The highest priority is given to measurements using level 1 inputs. The appropriate 
level assigned to a fair value measurement is based on the lowest level input that is significant to the fair 
value measurement in its entirety. The three levels of the fair value hierarchy are as follows: 

e 

8 

e 

Level 1 - Observable inputs that reflect quoted prices (unadjusted) for identical 
assets or liabilities in active markets. 
Level 2 - Other inputs that are directly or indirectly observable in the marketplace. 
L,evel 3 - Unobservable inputs which are supported by little or no market activity. 

Assessing the significance of a particular input requires judgment that considers factors specific to the 
asset or liability. As such, KU’s assessment of the significance of a particular input may affect how the 
assets and liabilities are classified within the fair value hierarchy. See Note 5 ,  Derivatives Financial 
Instruments, and Note 6, Fair Value Measurements, for further information on fair value measurements. 

Investments 

Equity Method Investment 

KU’s equity method investment, included in “Investment in unconsolidated venture” on the Balance Sheets, 
consists of its investment in EEI. K U  owns 20% of the commori stock of EEI, which owns and operates a 
1,002 Mw surnrner capacity coal-fired plant and a 74 Mw summer capacity natural gas facility in 
southern Illinois. Through a power marketer affiliated with its majority owner, EEI sells its output to 
third parties. Although KIJ holds investment interest in EEI, it is not the primary beneficiary and is 
therefore not consolidated into the Company’s financial statements. KU’s investment in EEI is 
accounted for under the equity method of accounting and as of December 31 2010 and 2009, totaled 
$30 million and $12 million, respectively. KU’s direct exposure to loss as a result of its involvement 
with EEI is generally limited to the value of its investment. See Note 2, Acquisition by PPL,, for further 
discussion regarding purchase accounting adjustments recognized for KIJ’s investment in EEI. 

The results of operations and financial position of EEI, KIJ’s equity method investment, are summarized 
below. 

Condensed income statement information for the years ended December 3 I is as follows: 

Net sales 
Net income 
KIJ’s equity in earnings of EEI 

2010 
(unaudited) 2009 2008 
$ 343 $ 297 $ 514 

16 10 142 
3 1 30 
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Condensed balance sheet information as of December 3 1 is as follows: 

Current assets 
Long-lived assets 
Total assets 

Current liabilities 
Long-term liabilities 
Equity 
Total liabilities and equity 

2010 
(unaudited) 2009 
$ 62 $ 84 

181 178 
$ 243 $ 262 

$ 113 $ 166 
72 so 
58 46 

$ 243 $ 262 

Cost Method Investment 

KIJ’s cost method investment, included in ccInvestinents in unconsolidated venture” on the Balance Sheets, 
consists of the Company’s investment in OVEC. K U  and 11 other electric utilities are owners of OVEC, 
which is located in Piketon, Ohio. OVEC owns and operates two coal-fired power plants, Kyger Creek 
Station in Ohio and Clifty Creek Station in Indiana with combined nameplate generating capacities of 
2,390 Mw. OVEC’s power is currently supplied to K U  and 13 other companies affiliated with the 
various owners. Pursuant to current contractual agreements, KU owns 2.5% of OVEC’s common stock 
and is contractually entitled to 2.5% of OVEC’s output. Based on nameplate generating capacity, this 
would be approximately 60 Mw. 

As of December 31,201 0 and 2009, KTJ’s investment in OVEC totaled less than $1 million. KU is not 
the primary beneficiary of OVEC; therefore, it is not consolidated into the Company’s financial 
statements and is accounted for under the cost method of accounting. The direct exposure to loss as a 
result of the Company’s involvement with OVEC is generally limited to  the value of its investment; 
however, KU may be conditionally responsible for a pro-rata share of certain OVEC obligations. See 
Note 2, Acquisition by PPL, and Note 13, Commitments and Contingencies, for fiirther discussion 
regarding purchase accounting ad.justments recognized, and KIJ’s ownership interest and power 
purchase rights. 

Long-Lived and Intangible Assets 

Regulated Utility Plant 

Regulated utility plant was stated at original cost for the Predecessor and adjusted to the net book value on 
November 1, 2010, the acquisition date, for the Successor. KU determined that fair value was equal to net 
book value at the acquisition date sirice KU’s operations are conducted in a regulated environment. Original 
cost includes payroll-related costs such as taxes, fringe benefits and administrative and general costs. 
Construction work in progress has been included in the rate base for determining retail customer rates. KU 
has not recorded significant allowance for funds used during construction in accordance with FERC. 

The cost of plant retired or disposed of in the normal course of business is deducted from plant accounts and 
such cost is charged to the reserve for depreciation. When complete operating units are disposed of, 
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appropriate adjustments are made to the reserve for depreciation and gains and losses, if any, are 
recognized. 

Successor 
November 1,2010 

through 

Capitalized Software Cost 

Predecessor 

through December 3 1 , 
January 1,2010 Year Ended 

Included in “Property, plant and equipment” on the Balance Sheets are capitalized costs of software 
projects that were developed or obtained for internal use. These capitalized costs are amortized ratably 
over the expected lives of the projects when they become operational, generally not to exceed five years. 
Following are capitalized software costs and the accumulated amortization: 

Successor 
December 3 1, 20  10 

Carrying Accumulated 
Amount Amortization (a) 

$ 40 $ 1  

Predecessor 
December 3 1 , 2009 

Carrying Accumulated 
Amount Amortization 

$ 52 $ 13 

(a) The accumulated amortization as ofNovember 1, 2010, was netted against the carrying amount 
of the software as the fair value was determined to be equal to net book value for property, plant 
and equipment. 

Amortization expense of capitalized software costs was as follows: 

December 31,2010 2009 2008 
$ 1  $ 6  $ 5  

The ainortization of capitalized software is included in “Depreciation and amortization” on the 
Statements of Income. 

Depreciation and Amortization 

Depreciation is provided on the straight-line method over the estimated service lives of depreciable 
plant. The ainounts provided as a percentage of depreciable plant were approximately: 

Year Percentage 
2010 4.1 ?‘o 
2009 2.6% 
2008 3 .O% 
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Of the ainoiint provided for depreciation, the following were related to the retirement, removal and disposal 
costs of long lived assets: 

Year Percentage 
2010 0.6% 
2009 0.4% 
2008 0.5% 

Goodwill, Intangible Assets and Asset Impairment 

KU performs a quarterly review to determine if an impairment analyses is required for long-lived assets 
that are  subject to depreciation or amortization. This review identifies changes in circumstances 
indicating that a long-lived asset’s carrying value may not be recoverable. An impairment analysis will 
be performed if warranted, based on the review. 

For a long-lived asset to be held and used, impairment exists when the carrying amount exceeds the sum 
of the undiscounted cash flows expected to result from the use and eventual disposition of the asset. If 
the asset is impaired, an iinpairrnent loss is recorded to adjust the asset’s carrying amount to its fair 
value. 

KU, as the result of PPL’s acquisition of LKE, recorded the fair value of its coal contracts, emission 
allowances, EEl investment and OVEC power purchase contract. The difference between the fair value 
and the cost for these assets is being amortized over their useful lives based upon the pattern in which 
the economic benefits of the intangible assets are consumed or otherwise used. When determining the 
useful life of an intangible asset, including intangible assets that are renewed or extended, KU considers 
the expected use of the asset, the expected useful life of other assets to which the useful life of the 
intangible asset may relate and legal, regulatory, or contractual provisions that may limit the useful life. 
See Note 2, Acquisition by PPL, for methods used to determine the long-lived intangible assets’ fair 
values. See Note 7, Goodwill and Intangible Assets, for the fair value amounts and amortization periods. 
The current intangible assets and long-term intangible assets are included in “Other intangible assets” on 
the Balance Sheets. 

The Predecessor reported emission allowances in “Other materials and supplies” on the Balance Sheets. 
The emission allowances were not amortized; rather, they were expensed when consumed. The 
Predecessor did not recognize the coal contracts or the OVEC power purchase contract as these 
intangible assets were not derivatives. 

I n  connection with PPL’s acquisition of LKE, KU recorded goodwill on November 1,2010. Goodwill 
represents the excess of the purchase price paid over the estimated fair value of the assets acquired and 
liabilities assumed in the acquisition of a business. Goodwill is tested annually for impairment during 
the fourth quarter and more frequently if managetnent determines that a triggering event may have 
occurred that would more likely than not reduce the fair value of an operating unit below its carrying 
value. Goodwill impairment charges are not subject to rate recovery. See Note 7, Goodwill and 
Intangible Assets, for further discussion regarding the Company’s goodwill and current test results. 

69 



Asset Retirement Obligations 

KU recognizes various legal obligations associated with the retirement of long-lived assets as liabilities 
in the financial statements. Initially this obligation is measured at fair value. An equivalent amount is 
recorded as an increase in the value of the capitalized asset and allocated to expense over the useful life 
of the asset. Until the obligation is settled, the liability is increased, through the recognition of accretion 
expense in the Statements of Income, for changes in the obligation due to the passage of time. An 
offsetting regulatory asset is recognized to reverse the depreciation and accretion expense related to the 
ARO such that there is no income statement impact. The regulatory asset is relieved when the ARO has 
been settled. Estimated ARO costs and settlement dates, which affect the carrying value of various 
AROs and the related assets, are reviewed periodically to ensure that any material changes are 
incorporated into the latest estimate of the obligations. See Note 4, Asset Retirement Obligations, for 
further information on AROs. 

Defined Benefits 

KIJ employees benefit from both fknded aiid unfunded retirement benefit plans. An asset or liability is 
recorded to recognize the funded status of all defined benefit plans with an offsetting entry to regulatory 
assets or regulatory liabilities. Consequently, the fiinded status of all defined benefit plans is h l ly  
recognized on the Balance Sheets. 

The expected return on plan assets is determined based on the current level of expected return on risk 
free investments (primarily government bonds), the historical level of the risk prernium associated with 
the other asset classes in which the portfolio is invested and the expectations for future returns of each 
asset class. The expected return for each asset class is then weighted based on the current asset 
allocation. 

The discount rate used for pensions, postretirement and post-employment plans by the Predecessor was 
determined using the Mercer Yield Curve. The expected return on assets assumption was 7.75%. Gains 
and losses in excess of 10% of the greater of the plan’s projected benefit obligation or market value of 
assets were amortized on a straight-line basis over the average future service period of active 
participants. T h e  market-related value of assets was equal t o  the fair market value of the assets. 

The discount rate used by the Successor was determined by the Towers Watson Yield Curve based on 
the individual plan cash flows. The expected return on assets was reduced from 7.75% to 7.25%. The 
amortization period for the recognition of gains and losses for retirement plans was changed to reflect 
the Successor’s amortization policy. Under the Successor’s method, gains and losses in excess of 10% 
but less than 30% of the greater of the plan’s prqjected benefit obligation or market-related value of 
assets, are amortized on a straight-line basis over the average future service period of active 
participants. Gains and losses in excess of 30% of the plan’s projected benefit obligation or market- 
related value of assets are amortized on a straight-line basis over a period equal to one-half of the 
average future service period of active participants. The rnarltet-related value of assets for the qualified 
retirement plans will be equal to a five year smoothed asset value. Gains and losses in excess of the 
expected return will be phased-in over a five-year period, prospectively from November 1 , 201 0. 

See Note 9, Pension and Other Postretirement Benefit Plans, for fiirther information. 
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Other 

Loss Accruals 

Potential losses are accrued when information is available that indicates it is “probable” that a loss has 
been incurred, given the likelihood of uncertain future events, and the amount of the loss can be 
reasonably estimated. Accounting guidance defines “probable” as cases in which “the future event or 
events are likely to occur.” KU continuously assesses potential loss coritingencies for environmental 
rernediation, litigation claims, regulatory penalties and other events. 

KIJ does not record the accrual of contingencies that might result in  gains unless recovery is assured. 

Income Taxes 

For the periods ended on or before October 3 1,201 0, K U  was a subsidiary of E.ON U.S. and was part of 
E.ON U.S.’s direct parent’s, E.ON US Investments Corp., consolidated U.S. federal income tax return. 
On November 1,2010, KU became a part of  PPL’s consolidated U.S. federal income tax return. 

Significant management judgment is required in developing IW’s provision for income taxes primarily 
due to the uncertainty related to tax positions taken or expected to be taken in tax returns and the 
determination of deferred tax assets, liabilities and valuation allowances. 

KU evaluates tax positions following a two-step process. The first step requires an entity to determine 
whether, based on the technical merits supporting a particular tax position, it is more likely than not 
(greater than a 50% chance) that the tax position will be sustained. This determination assumes that the 
relevant taxing authority will examine the tax position and is aware of all the relevant facts surrounding 
the tax position. The second step requires an entity to recognize in the financial statements the benefit of 
a tax position that meets the more-likely-than-not recognition criterion. The benefit recognized is 
measured at the largest amount of benefit that has a liltelihood of realization, upon settlement, that 
exceeds 50%. The amounts ultimately paid upon resolution of issues raised by taxing authorities may 
differ materially from the amounts accrued and may materially impact the financial statements of KU. 

Deferred income taxes reflect the net future tax effects of temporary differences between the carrying 
amounts of assets and liabilities for accounting purposes and their basis for income tax purposes, as well 
as the tax effects of net operating losses and tax credit carryfonvards. 

KLJ records valuatiori allowances to reduce deferred tax assets to the amounts that are more likely than 
not to be realized. I<U considers the reversal of temporary differences, future taxable income and 
ongoing prudent and feasible tax planning strategies in initially recording and subsequently reevaluating 
the need for valuation allowances. If KIJ determines that it is able to realize deferred tax assets in the 
future in excess of recorded net deferred tax assets, adjustments to the valuation allowances increase 
income by reducing tax expense in the period that such determination is made. Likewise, if KU 
determines that it is not able to realize all or part of net deferred tax assets in the future, adjustments to 
the valuation allowances would decrease income by increasing tax expense in the period that such 
determination is made. 
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The provision for KU’s deferred income taxes for regulated assets and liabilities is based upon the 
ratemaking principles reflected in rates established by the regulators. The difference in the provision for 
deferred income taxes for regulated assets and liabilities and the amount that otherwise would be 
recorded under GAAP is deferred and included on the Balance Sheets in “Regulatory liabilities”. 

KU defers investment tax credits when the credits are utilized and amortizes the deferred amounts over 
the average lives of the related assets. 

See Note 10, Income Taxes, for further discussion regarding income taxes. 

Leases 

IUJ evaluates whether arrangements entered into contain leases for accounting purposes. 

Materials and Supplies 

Fuel and other materials and supplies inventories are accounted for using the average-cost method. 

Fuel Costs 

The cost of fuel for electric generation is charged to expense as used. See Note 3, Rates and Regulatory 
Matters, for a description of the FAC. 

The Company’s long-term debt includes $228 million of pollution control bonds, which are subject to 
tender for purchase at the option of the  holder and to mandatory tender for purchase on the occurrence of 
certain events. The Successor has classified these bonds as long term because the Company has the 
intent and ability to utilize its $400 million credit facility, which matures in December 2014, to fund any 
mandatory purchases. Predecessor classified these bonds as current portion of long-term debt due to the 
tender for purchase provisions. The Predecessor presentation and the Successor presentation are both 
appropriate under GAAP. See Note 1 1 , Long-Term Debt, and Note 12, Notes Payable and Other Short- 
Term Obligations, for more information on the Company’s debt and credit facilities. 

Unamortized Debt Expense 

Debt expense is capitalized and amortized over the lives of the related bond issues using the straight line 
method, which approximates the effective interest method. Depending on the type of expense, the 
Successor capitalized debt expenses in long-term other regulatory assets or long-term other assets to align 
with the term of the debt the expenses were related. The Predecessor capitalized debt expenses in current or 
long-term other regulatory assets or other current or long-term other assets based on the amount of expense 
expected to be recovered within the next year through rate recovery. Both the Predecessor and the 
Successor amortize debt expenses over the lives of the related bond issues. The Predecessor presentation 
and the Successor presentation are both appropriate under regulatory practices and GAAP. 
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t Accounting Pronouncements 

The following recent accounting pronouncement affected KU: 

Fair Value Measurements 

In January 201 0, the FASB issued guidance related to fair value measurement disclosures requiring 
separate disclosure of amounts of significant transfers in and out of level 1 and level 2 fair value 
measurements and separate information about purchases, sales, issuances and settlements within level 3 
measurements. This guidance is effective for the interim and annual reporting periods beginning after 
December 15,2009, except for the disclosures about the roll-forward of activity in level 3 fair value 
measurements. Those disclosures are effective for fiscal years beginning after December 15,2010 and 
for interim periods within those fiscal years. This guidance has no impact on the Company’s results of 
operations, financial position, liquidity or disclosures. 

Note 2 - Acquisition by PPL 

On November 1 , 201 0, PPL, completed its acquisition of LKE and its subsidiaries. The push-down basis 
of accounting was used to record the fair value adjustments of assets and liabilities on LKE at the 
acquisition date. PPL paid a cash consideration for L,KE and its subsidiaries of $2,493 million as well as 
a capital contribution on November 1 , 201 0, of $1,565 million; included within this was the 
consideration paid for KU of $2,656 million. The allocation of the KU purchase price was based on the 
fair value of assets acquired and liabilities assumed. 

The allocation of the purchase price to the fair value of assets acquired and liabilities assumed is as 
follows: 

Current assets 
Investments 
Property, plant and equipment 
Other intangible assets 
Regulatory and other non-current assets 
Current liabilities (excluding current portion of long-term debt) 
Affiliated debt 
Debt (current and non-current) 
Other non-current liabilities 
Net identifiable assets acquired 
Goodwill 
Total purchase price 

$ 3 64 
30 

433  1 
178 
274 

(367) 
(1,331) 

(352) 
(1,278) 
2,049 

607 
2,656 

Goodwill represents value paid for the rate regulated business of KTJ, which is located in a defined 
service area with a constructive regulatory environment, which provides for future investment, earnings 
and cash flow growth, as well as the talented and experienced workforce. KU’s franchise values are 
being attributed to the going concern value of the business, and thus were recorded as goodwill rather 
than a separately identifiable intangible asset. None of the goodwill recognized is deductible for income 
tax purposes or included in regulated customer rates. 
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Adjustments to  KIJ’s assets and liabilities that contributed to goodwill were as follows: 

The fair value adjustment on the EEI investment was calculated using the discounted cash flow 
valuation method. The result was an increase in K‘IJ’s value of the investment in EEI; the fair value of  
EEI was calculated to be $30 million and a fair value adjustment of $1 8 million was recorded on KU. 
The fair value adjustment to EEI is amortized over the expected remaining useful life of plant and 
equipment at EEI, which is estimated to be over 20 years. 

The pollution control bonds on KIJ had a fair value adjustment of $ I  million. AI1 variable bonds were 
valued at par while the fixed rate bonds were valued with a yield curve based on average credit spreads 
for similar bonds. 

As a result of t he  purchase accounting associated with the acquisition, the following items had a fair 
value adjustment but no effect on goodwill as the offset was either a regulatory asset or liability. The 
regulatory asset or liability has been recorded to eliminate any ratemalting impact of the fair value 
adjustments: 

e The value of OVEC was determined to be $39 million based upon an announced transaction 
by another owner. KU’s stock was valued at less than $ 1  million and the power purchase 
agreement has been valued at $39 million. An intangible asset was recorded with the offset to 
regulatory liability and will be amortized using the units of production method until the 
power purchase agreement ends in March 2026. 
KU recorded an emission allowance intangible asset and regulatory liability as the result of 
adjusting the fair value of the emission allowances at KU. The emission allowance intangible 
of $9 million represents allocated and purchased SO2 and NOx emission allowances that are 
unused as of the valuation date or allocated for use in future years. KU had previously 
recorded emission allowances as other materials and supplies. To conform to PPL’s 
accounting policy all emission allowances are now recorded as intangible assets. The 
etnission allowance intangible asset is amortized as the emission allowances are consumed, 
which is expected to occur through 2040. 
K‘IJ recorded a coal contract intangible asset of $145 million and non-current liability of $22 
tnillion on the Balance Sheets. An offsetting regulatory asset was recorded for those contracts 
with unfavorable terms relative to market. An offsetting regulatory liability was recorded for 
those contracts that had favorable terms relative to market. All coal contracts held by KU, 
wherein it had entered into arrangements to buy amounts of coal at fixed prices from 
counterparties at a future date, were fair valued. The intangible assets and other liabilities, as 
well as the regulatory assets and liabilities, are being amortized over the same terms as the 
related contracts, which expire through 20 16. 

0 

e 

The fair value o f  intangible assets and liabilities (e.g. contracts that have favorable or unfavorable terms 
relative to market), including coal contracts and power purchase agreements, as well as emission 
allowances, have been reflected on the Balance Sheets with offsetting regulatory assets or liabilities. 
Prior to the acquisition, KU recovered the cost of the coal contracts, power purchases and emission 
allowances and  this rate treatment will continue after the acquisition. As a result, management believes 
the regulatory assets and liabilities created to offset the fair value adjustments meet the recognition 
criteria established by existing accounting guidance and eliminate any ratemaking impact of the fair 
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value adjustments. KIYs customer rates will continue to reflect these items (e.g. coal, purchased power, 
emission allowances) at their original contracted prices. 

KU also considered whether a separate fair value should be assigned to KU’s rights to operate within its 
various electric service areas but concluded that these rights only provided the opportunity to earn a 
regulated return and barriers to market entry, which in management’s judgment is not considered a 
separately identifiable intangible asset under applicable accounting guidance; rather, it is considered 
going-concern value, or goodwill. 

Note 3 - Rates and Regulatory Matters 

The Company is subject t o  the jurisdiction of the FERC, Kentucky Commission, Virginia Commission 
and the Tennessee Regulatory Authority in virtually all matters related to electric utility regulation and 
as such, its accounting is subject to the regulated operations guidance of the FASB ASC. Given its 
position in the marketplace and the status of regulation in Kentucky and Virginia, there are no plans or 
intentions to discontinue the application of the regulated operations guidance of the FASB ASC, 

KU’s Kentucky base rates are calculated based on a return on capitalization (common equity, long-term 
debt and notes payable) including certain regulatory adjustments to  exclude non-regulated investments 
and environmental compliance plans recovered separately through the ECR mechanism. No regulatory 
assets or regulatory liabilities recorded at the time base rates were determined were excluded from the 
return on capitalization utilized in the calculation of Kentucky base rates. Therefore, a return is earned 
on all Kentucky regulatory assets existing at the time base rates were determined, except where such 
regulatory assets were offset by associated Iiabilities and thus, have no net impact on capitalization. 

As a result of purchase accounting, certain fair value amounts, reflecting contracts that have favorable or 
unfavorable terms relative to market, were recorded on the Balance Sheets with offsetting regulatory 
assets or liabilities. Prior to the acquisition, KIJ recovered in customer rates the cost of the coal 
contracts, power purchases and emission allowances and this rate treatment will continue after the 
recognition criteria established by existing accounting guidance and eliminate any ratemaking impact of 
the fair value adjustments. K‘lJ’s customer rates will continue to reflect these items (e.g. coal, purchased 
power, emission allowances) at their original contracted prices. 

KU’s Virginia base rates are calculated based on a return on rate base. All regulatory assets and 
liabilities are excluded from the return on rate base utilized in the calculation of Virginia base rates. 

KU’s wholesale requirements rates for municipal customers are calculated based on annual updates to a 
rate formula that utilizes a return on rate base. All regulatory assets and liabilities are excluded from the 
return on rate base utilized in the development of municipal rates. 

20 10 Purchase and Sale Agreement with PPL 

On April 28,2010, E.ON U.S. announced that a Purchase and Sale Agreement (the “Agreementyy) had 
been entered into among E.ON IJS Investments Corp., PPL and E.ON. 

The transaction was subject to customary closing conditions, including the expiration or termination of 
the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required regulatory approvals 
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(including the FERC and state regulators in Kentucky, Virginia and Tennessee) and the absence of 
injunctions or restraints imposed by governmental entities. 

Change of control and financing-related applications were filed on May 28, 201 0 with the Kentucky 
Commission and on June 15, 2010 with the Virginia Commission and the Tennessee Regulatory 
Authority. An application with the FERC was filed on June 28, 2010. During the second quarter of 
2010, a number of parties were granted intervenor status in the Kentucky Commission proceedings and 
data request filings and responses occurred. Early termination of the Hart-Scott-Rodino waiting period 
was received on August 2,201 0. 

A hearing in the Kentucky Commission proceedings was held on September 8, 20 10 at which time a 
unanimous settlement agreement was presented. In the settlement, KU committed that no base rate 
increases would take effect before January 1 , 20 13. The KIJ rate increases that took effect on August 1, 
2010, were not impacted by the settlement. IJnder the terms of the settlement, K U  retains the right to 
seek approval for the deferral of “extraordinary and uncontrollable costs.yy Interim rate adjustments will 
continue to be permissible during that period for existing fuel, environmental and demand-side 
management cost trackers. The agreement also substitutes an acquisition savings shared deferral 
mechanism for the requirement that the TJtilities file a synergies plan with the Kentucky Commission. 
This mechanism, which will be in place until the earlier of five years or the first day of the year in which 
a base rate increase becomes effective, permits KU to earn up to a 10.75% return on equity. Any 
earnings above a 10.75% return on equity will be shared with customers on a 50%/50% basis. On 
September 30,20 IO,  the Kentucky Commission issued an Order approving the transfer of ownership of 
KU via the acquisition of E.ON L J S .  by PPL, incorporating the terms of the submitted settlement. On 
October 19, 2010 and October 21, 2010, respectively, Orders approving the acquisition of E.ON U.S. by 
PPL were received from the Virginia Commission and the Tennessee Regulatory Authority. The 
Commissions’ Orders contained a number of other commitments with regard to operations, workforce, 
community involvement and other matters. 

In mid-September 201 0, KIJ and other applicants in the FERC change of control proceeding reached an 
agreement with the protesters, whereby such protests have been withdrawn. The  agreement, which was 
filed for consideration with the FERC, includes various conditional commitments, such as a continuation 
of certain existing undertakings with protesters in prior cases, an agreement not to terminate certain KIJ 
municipal customer contracts prior to January 20 17, an exclusion of any transaction-related costs from 
wholesale energy and tariff customer rates to the extent that KTJ has agreed not to seek the same 
transaction-related costs from retail customers and agreements to coordinate with protesters in certain 
open or ongoing matters. A FERC Order approving the transaction was received on October 26,201 0 
and the transaction was completed November 1,  2010. 

20 10 Kentucky Rate Case 

In January 201 0, KIJ filed an application with the Kentucky Commission requesting an increase in 
electric base rates of approximately 12%, or $135 million annually. In June 201 0, KU and all ofthe 
intervenors, except the AG, agreed to stipulations providing for an increase in electric base rates of $98 
million annually and filed a request with the Kentucky Commission to approve such settlement. An 
Order in the proceeding was issued in July 2010, approving all the provisions in the stipulations, 
including a return on equity range of 9.75 - 10.75%. The new rates became effective on August 1,2010. 
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Virginia Rate Case 

In June 2009, KU filed an application with the Virginia Cornmission requesting an increase in electric 
base rates for its Virginia jurisdictional customers in an amount of $12 million annually or 
approximately 21%. The proposed increase reflected a proposed rate of return on rate base of  8.586% 
based on a return on equity of 12%. During December 2009, KIJ and the Virginia Commission Staff 
agreed to a Stipulation and Recommendation authorizing base rate revenue increases of $1 1 million 
annually and a return on rate base of 7.846% based on a 10.5% return on common equity. In March 
20 IO ,  the Virginia Commission issued an Order approving the stipulation, with the increased rates to be 
put into effect as of April 1 , 2010. As part of the stipulation, KIJ refunded $1 million in interim rate 
amounts in excess of the ultimate approved rates. 

FERC Wholesale Rate Case 

In September 2008, KIJ filed an application with the FERC for increases in electric base rates applicable 
to wholesale power sales contracts or interchange agreements involving, collectively, twelve Kentucky 
municipalities. The application requested a shift from an all-in stated unit charge rate to an unbundled 
formula rate, including an annual adjustment mechanism. In 2009, the FERC issued an Order approving 
a settlement among the parties in the case, incorporating increases of approximately 3% from prior rates 
and a return on equity of 1 1 %. In May 201 0, KU submitted to the FERC the proposed current annual 
adjustments to the formula rates which incorporated certain proposed increases. Updated rates, including 
certain further adjustments from a review process involving wholesale requirements customers, became 
effective as of July 1,2010, subject to certain review procedures by the wholesale requirements 
customers and the FERC. 

By mutual agreement, the parties’ settlement of  the 2008 application left outstanding the issue of 
whether KU must allocate to the municipal customers a portion of renewable resources it may be 
required to procure on behalf of its retail ratepayers. An Order was issued by the FERC in July 2010, 
indicating that KIJ is not required to allocate a portion of any renewable resources to the twelve 
municipalities, thus resolving the remaining issue. 

2008 Kentucky Rate Case 

In July 2008, KU filed an application with the Kentucky Commission requesting an increase in electric 
base rates. In January 2009, KU, the AG, the KIIJC and all other parties to the rate case filed a 
settlement agreement with the Kentucky Cornmission, under which KU’s electric base rates decreased 
by $9 million annually. An Order approving the settlement agreement was received in February 2009. 
T h e  new rates were implemented effective February 6, 2009. 
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Regulatory Assets and Liabilities 

The following regulatory assets and liabilities were included in the Balance Sheets as of December 3 1 : 

Current regulatory assets: 
ECR (a) 
FAC (a) 
Coal contracts (b) 
MISO exit (c )  
Other (d) 

Total current regulatory assets 

Non-current regulatory assets: 
Pension and postretirement benefits (e) 
Other non-current regulatory assets: 

Storm restoration (c) 
ARO (0 
Unamortized loss on bonds (c) 
Coal contracts (b) 
MISO exit (a) 
Unamortized debt expense 
Other (d) 

Subtotal other non-current regulatory assets 
Total non-current regulatory assets 

Current regulatory 1 iabi 1 ities : 
Coal contracts 
ECR 
FAC 
DSM 
Emission allowances 
Other (g) 

Total current regulatory 1 i abi 1 i ties 

Non-current regulatory liabilities: 
Accumulated cost of removal of utility plant 
Other non-current regulatory liabilities: 

Coal contracts 
OVEC power purchase contract 
Deferred income taxes - net 
Postretirement benefits 
Other (g) 

Subtotal other non-current regulatory liabilities 
Total non-current regulatory liabilities 

Successor 
2010 

$ - 

4 

5 
$ 9 

$ 117 

57 
2 

12 
14 
5 
5 

10 
105 

$ 222 

$ 16 
12 
2 
5 
6 

$ 41 

$ 348 

126 
38 
6 

10 
6 

186 
$ 534 

Predecessor 
2009 

$ 28 
1 

2 
1 

$ 32 

$ 105 

59 
30 
12 

117 
$ 222 

$ 
- 
- 
3 

1 
$ 4 

- 

$ 335 

9 
9 
7 

25 
~ $ 360 
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(a) The FAC and ECR regulatory assets have separate recovery mechanisms with recovery within 

(b) Offsetting regulatory asset for fair value purchase accounting adjustments. See Note 2, 

(c) These regulatory assets are recovered through base rates. 
(d) Other regulatory assets include: 

twelve months. 

Acquisition by PPL, for information on the purchase accounting adjustments. 

0 

0 

The CMRG and KCCS contributions, an EKPC FERC transmission settlement agreement 
and rate case expenses, which are recovered through base rates. 
The FERC jurisdictional portion of the EKPC FERC transmission settlement agreement 
included in current and non-current regulatory assets, recovered through the application of 
the annual OATT formula rate updates. 
FERC jurisdictional pension expense, which will be requested in a future FERC rate case. 
Offsetting regulatory asset for fair value purchase accounting adjustment for leases. See Note 
2, Acquisition by PPL, for information on the purchase accounting adjustments. 
The Virginia levelized file1 factor, which is a separate recovery mechanism with recovery 
within twelve months. 

(e) KTj generally recovers this asset through pension expense included in the calculation of base 

(f) When an asset with an ARO is retired, the related ARO regulatory asset will be offset against the 

(6) Other regulatory liabilities includes the emission allowance purchase accounting offset, MIS0 

0 

0 

0 

rates. 

associated ARO regulatory liability, ARO asset and ARO liability. 

exit and a change in accounting method for FERCjurisdictional spare parts. 

KTJ recovers the costs of complying with the Federal Clean Air Act pursuant to Kentucky Revised 
Statute 278-183 as amended and those federal, state or local environmental requirements which apply to 
coal combustion wastes and by-products from facilities utilized for production of energy from coal, 
through the ECR mechanism. The amount of the regulatory asset o r  liability is the amount that has been 
under- or over-recovered due to timing or adjustments to the mechanism. 

The Kentucky Commission requires reviews of the past operations of  the environmental surcharge for 
six-month and two-year billing periods to evaluate the related charges, credits and rates of return, as well 
as to provide for the roll-in of ECR amounts to base rates each two-year period. In December 2010, the 
Kentucky Commission initiated a six-month review of the IJtilities’ environmental surcharge for the 
billing period ending October 2010. An order is expected in the second quarter of 201 1. Also, in 
December 2010, an Order was issued approving the charges and credits billed through the ECR during 
the six-month period ending April 201 0, as well as approving billing adjustrnerits for under-recovered 
costs and the rate of return on capital. In May 2010, an Order was issued approving the amounts billed 
through the ECR during the six-month period ending October 2009, and the rate of return on capital and 
allowing recovery of the under-recovery position in subsequent monthly filings. In December 2009, an 
Order was issued approving the charges and credits billed through the ECR during the two-year period 
ending April 2009, an increase in the jurisdictional revenue requirement, a base rate roll-in and a revised 
rate of return on capital. In July 2009, an Order was issued approving the charges and credits billed 
through the ECR during the six-month period ending October 2008, as well as approving billing 
adjustments for under-recovered costs and the rate of return on capital. In August 2008, an Order was 
issued approving the charges and credits billed through the ECR during the six-month periods ending April 
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2008 and October 2007, and the rate of return on capital. In March 2008, an Order was issued approving 
the charges and credits billed through the ECR during the six-month and two-year periods ending 
October 2006 and April 2007, respectively, as well as approving billing adjustments, roll-in adjustments 
to base rates, revisions to the monthly surcharge filing and the rates of return on capital. 

In June 2009, the Company filed an application for a new ECR plan with the Kentucky Commission 
seeking approval to recover investments in environmental upgrades and operations and maintenance 
costs at the Company’s generating facilities. During 2009, KIJ reached a unanimous settlement with all 
parties to the case and the Kentucky Commission issued an Order approving KU’s application. 
Recovery on customer bills through the monthly ECR surcharge for these projects began with the 
February 2010 billing cycle. At December 31,2009, the Company had a regulatory asset of $28 million, 
which changed to a regulatory liability in the first quarter of 2010, as a result of these roll-in adjustments 
to base rates. At December 3 1, 20 10, the regulatory liability balance was $1 2 million. 

In February 2009, the Kentucky Cominission approved a settlement agreement in the rate case which 
provides for an authorized return on  equity applicable to the ECR mechanism of 10.63% effective with 
the February 2009 expense month filing, which represents a slight increase over the previously 
authorized 10.50%. The 10.63% return on equity for the ECR mechanism was affirmed in the 2010 rate 
case. 

FAC 

KU’s retail rates contain an FAC, whereby increases and decreases in the cost of fuel for generation are 
reflected in the rates charged to retail customers. The FAC allows the Company to adjust billed amounts 
for the difference between the fuel cost component of base rates and the actual fuel cost, including 
transportation costs. Refunds to customers occur if the actual costs are below the ernbedded cost 
component. Additional charges to customers occur if the actual costs exceed the embedded cost 
component. The amount of the regulatory asset or liability is the amount that has been under- or over- 
recovered due to timing or adjustments to the mechanism. 

The Kentucky Commission requires public hearings at six-month intervals to examine past fuel 
adjustments and at two-year intervals to review past operations of the ftiel clause and transfer of the then 
current fuel adjustment charge or credit to the base charges. In December 201 0, May 2010, November 
2009, January 2009, June 2008 and January 2008, the Kentucky Commission issued Orders approving 
the charges and credits billed through the FAC for the six-month periods ending April 2010, August 
2009, April 2009, April 2008, October 2007 and April 2007, respectively. In January 2009 the Kentucky 
Coinmission initiated routine examinations of the FAC for the two-year periods November 1,2006 
through October 3 1,2008. The Kentucky Commission issued an Order in June 2009 approving the 
charges and credits billed through the FAC during the review periods. 

KU also employs an FAC mechanism for Virginia customers using an average fuel cost factor based 
primarily on projected fuel costs. The  Virginia levelized fuel factor allows fuel recovery based on 
projected fiiel costs for the coming year plus an adjustment for any over- or under-recovery of fuel 
expenses from the prior year. At December 3 1 , 201 0 and 2009, KU had a regulatory asset of $5 million 
and less than $1 million, respectively. 
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In February 2010, KIJ filed an application with the Virginia Commission seeking approval of a decrease 
in its fiiel cost factor beginning with service rendered in April 2010. An Order was issued in April 2010, 
resulting in an agreed upon decrease of 23% frorn the fiiel factor in effect for April 2009 through March 
20 10. 

In February 2009, KU filed an application with the Virginia Commission seeking approval of a 29% 
increase in its fuel cost factor beginning with service rendered in April 2009. In February 2009, the 
Virginia Commission issued an Order allowing the requested change to become effective on an interim 
basis. The Virginia Staff testimony filed in April 2009 recommended a slight decrease in the factor filed 
by KU. The Company indicated the Virginia Staff proposal was acceptable. A hearing was held in May 
2009, with general resolution of remaining issues. In May 2009, the Virginia Commission issued an 
Order approving the revised fhel factor, representing an increase of 24%, effective May 2009. 

I n  February 2008, KU filed an application with the Virginia Commission seeking approval of a decrease 
in its fuel cost factor applicable during the billing period, April 2008 through March 2009. The Virginia 
Coinmission allowed the new rates to be in effect for the April 2008 customer billings. In April 2008, 
the Virginia Commission Staff recommended a change to the fuel factor KIJ filed in its application, to 
which KU agreed. Following a public hearing and an Order in May 2008, the recornmended change 
became effective in June 2008, resulting in a decrease of 0.482 cents/ltWh from the factor in effect for 
the  April 2007 through March 2008 period. 

Coal Contracts 

In November 201 0, purchase accounting adjustments were recorded for the fair value of KU’s coal 
contracts. Offsetting regulatory asset or liability for fair value purchase accounting adjustrnents 
eliminate any ratemaking impact of the fair value adjustments. 

Following receipt of applicable FERC, Kentucky Commission and other regulatory Orders, related to 
proceedings that had been underway since J~ i ly  2003, KU withdrew from the MISO effective September 
1 , 2006. Since the exit from the MISO, KIJ has been operating under a FERC approved OATT. KIJ now 
contracts with the TVA to act as its transmission reliability coordinator and SPP to function as its 
independent transmission operator, pursuant to FERC requirements. The contract~ial obligations with the 
TVA extend through August 201 1 and with SPP through August 2012. 

KU and the MISO agreed upon overall calculation methods for the contractual exit fee to be paid by the 
Company following its withdrawal. In October 2006, the Company paid $20 million to the MISO and 
made related FERC compliance filings. The Company’s payment of this exit fee was with reservation of 
its rights to contest the amount, or components thereof, following a continuing review of its calculation 
and supporting documentation. KIJ and the MISO resolved their dispute regarding the calculation of the 
exit fee and, in November 2007, filed an application with the FERC for approval of a recalculation 
agreement. In March 2008, the FERC approved the parties’ recalculation of the exit fee and the 
approved agreement providing KIJ with recovery of $4 million, of which $1 million was imrnediately 
recovered in 2008, with the remainder to be recovered over the seven years from 2008 through 2014 for 
credits realized from other payments the MISO will receive, plus interest. 
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In accordance with Kentucky Commission Orders approving the MISO exit, I<U established a regulatory 
asset for the MISO exit fee, net of former MISO administrative charges collected via base rates through 
the base rate case test year ended April 30, 2008. The net MISO exit fee is subject to adjustment for 
possible future MISO credits and a regulatory liability for certain revenues associated with former MIS0 
administrative charges, which were collected via base rates until February 6, 2009. The approved 2008 
base rate case settlement provided for MISO administrative charges collected through base rates from 
May 1, 2008 to  February 6, 2009, and any future adjustments to the MIS0 exit fee, to be established as a 
regulatory liability until the amounts can be amortized in future base rate cases. This regulatory liability 
balance as of October 3 1, 2009, was included in the base rate case application filed on January 29, 2010. 
MISO exit fee credit amounts subsequent to October 3 1 , 2009, will continue to accumulate as a 
regulatory liability until they can be amortized in fLiture base rate cases. 

In November 2008, the FERC issued Orders in industry-wide proceedings relating to MISO RSG 
calculation and resettlement procedures. RSG charges are amounts assessed to various participants 
active in the MISO trading market which generally seek to  compensate for uneconomic generation 
dispatch due to regional transmission or power market operational considerations, with some customer 
classes eligible for payments, while others may bear charges. The FERC Orders approved two requests 
for significantly altered formulas and principles, each o f  which the FERC applied differently to calculate 
RSG charges for various historical and fiiture periods. Based upon the 2008 FERC Orders, the Company 
established a reserve during the fourth quarter of2008 of less than $ 1  million relating to potential RSG 
resettlement costs for the period ended December 3 1 , 2008. However, in May 2009, after a portion of 
the resettlement payrnents had been made, the FERC issued an Order on the requests for rehearing on 
one November 2008 Order which changed the effective date and reduced almost all of the previously 
accrued RSG resettlement costs. Therefore, these costs were reversed and a receivable was established 
for amounts already paid of less than $1 million. The MISO began refunding the amounts to the 
Company in June 2009 with f N  repayment by September 2009. In June 2009, the FERC issued an 
Order in the rate mismatch RSG proceeding, stating it will not require resettlements of the rate mismatch 
calculation from April 1,2005 to November 4,2007. An accrual had previously been recorded in 2008 
for the rate mismatch issue for the time period April 25, 2006 to August 9,2007, but no accrual had 
been recorded for the time period November 5,2007 to November 9,2008 based on the prior Order. 
Accordingly, the accrual for the former time period was reversed and an accrual for the latter time 
period was recorded in June 2009, with a net effect of $1 million of expense, substantially all of which 
was paid by September 2009. 

In August 2009, the FERC determined that the MISO had failed to demonstrate that its proposed 
exemptions t o  real-time RSG charges were just and reasonable. In November 2009, the MISO made a 
compliance filing incorporating the rulings of the FERC Orders and a related task force, with a primary 
open issue being whether certain of the tariff changes are applied prospectively only or retroactively to 
approximately January 6, 2009. 

In November 2009, the Utilities filed an application with the FERC to approve certain independent 
transmission operator arrangements to be effective upon the expiration of their current contract with SPP 
in September 2010. The application sought authority for KU and LG&E to ftinction after such date as 
the administrators of their own OATT for most purposes. However, due to the lack of FERC approval 
for such an approach and the approaching expiration of the SPP contract, the Utilities determined the 
approach was  no longer reasonably achievable without unacceptable delay and uncertainty. In July 
2010, the Utilities entered into a new agreement with SPP to provide independent transmission operator 
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services for a specified, limited time and removed its application for authority of administering its own 
O A R .  The TVA, which currently acts as reliability coordinator, has also been retained under the 
existing service contract. The new agreement extends TVA services to August 201 1 with no alterations 
or changes to the party’s duties or responsibilities. 

In August 2010, the FERC issued three Orders accepting most facets of several MISO RSG compliance 
filings. The FERC ordered the MISO to issue refunds for RSG charges that were imposed by the MISO 
on the assumption that there were rate mismatches for the period beginning November 5,2007 through 
the present. There is no  financial statement impact to the Company froin this Order, as the MIS0 had 
anticipated that the FERC would require these refunds and had preemptively included them in the 
resettlements paid in 2009. The FERC denied the MISO’s proposal to exempt certain resources froin 
RSG charges, effective prospectively. The FERC accepted portions and rejected portions of the MISO’s 
proposed RSG rate Redesign Proposal, which will be effective when the software is ready for 
implementation subject to further compliance filings. The impact o f  the Redesign Proposal on the 
Cornpany cannot be estimated at this time. 

Pension and Postretirenient Benefits 

KU accounts for pension and postretirement benefits in accordance with the compensation - retirement 
benefits guidance of the FASB ASC. This guidance requires employers to recognize the over-funded or 
under-funded status of a defined benefit pension and postretirement plan as an asset or liability on the 
Balance Sheets and to  recognize through other comprehensive income the changes in the funded status 
in the year in which the changes occur. Under the regulated operations guidance of the FASB ASC, KU 
can defer recoverable costs that would otherwise be charged to expense or equity by non-regulated 
entities. Current rate recovery in Kentucky and Virginia is based on the compensation - retirement 
benefits guidance of the  FASB ASC. Regulators have been clear and consistent with their historical 
treatment of such rate recovery; therefore, the Company has recorded a regulatory asset representing the 
change in funded status of its pension plan that is expected to be recovered and a regulatory liability 
representing the change in funded status of its postretirement benefit plan. The regulatory asset and 
liability will be adjusted annually as prior service cost and actuarial gains and losses are recognized in 
net periodic benefit cost. 

Storm Restoration 

In January 2009, a significant ice storm passed through KU’s service area causing approximately 
199,000 customer outages, followed closely by a severe wind storm in February 2009, causing 
approximately 44,000 customer outages. An application was filed with the Kentucky Commission in 
April 2009, requesting approval to establish a regulatory asset and defer for fiiture recovery 
approximately $62 million in incremental operation and maintenance expenses related to the storm 
restoration. In September 2009, the Kentucky Cornmission issued an Order allowing the establishment 
of a regulatory asset of up to $62 million based on actual costs for storm damages and service restoration 
due to the January and February 2009 storms. In September 2009, a regulatory asset of $57 million was 
established for actual costs incurred and approval was received in KIJ’s 201 0 base rate case to recover 
this asset over a ten year period beginning August 1 ,  201 0. 

In September 2008, high winds from the remnants of Hurricane Ike  passed through the service area 
causing significant outages and system damage. In October 2008, an application was filed with the 
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Kentucky Commission requesting approval to establish regulatory assets and defer for future recovery 
approximately $3 million of expenses related to the storm restoration. In December 2008, the Kentucky 
Cominission issued an Order allowing the establishment a regulatory asset of up to $3 million based on 
actual costs for storm damages and service restoration due to Hurricane Ike. In December 2008, a 
regulatory asset of $2 million was established for actual costs incurred and KU received approval in its 
2010 base rate case to recover this asset over a ten year period, beginning August 1,2010. 

Unamortized Loss on Bonds 

The costs of early extinguishment of debt, including call premiums, legal and other expenses, and any 
Unamortized balance of debt expense are amortized using the straight-line method, which approximates 
the effective interest method, over the life of either the replacement debt (in the case of refinancing) or 
the original life of the extinguished debt. 

CMRG and KCCS Contributions 

In July 2008, KU and LG&E, along with Duke Energy Kentucky, Inc. and Kentucky Power Company, 
filed an application with the Kentucky Commission requesting approval to establish regulatory assets 
related to contributions to the CMRG for the development of technologies for reducing carbon dioxide 
emissions and the KCCS to study the feasibility of geologic storage of carbon dioxide. The filing 
companies proposed that these contributions be treated as regulatory assets t o  be deferred until recovery 
is provided in the next base rate case of each company, at which time the regulatory assets will be 
amortized over the life of each project: four years with respect to the KCCS and ten years with respect to 
the CMRG. KU and LG&E jointly agreed to provide $2 million over two years to the KCCS and up to 
$2 million over ten years to the CMRG. In October 2008, an Order approving the establishment of the 
requested regulatory assets was received. KTJ received approval from the Kentucky Commission in the 
Company’s 201 0 Kentucky base rate case to recover these regulatory assets over the requested period 
beginning August 1 , 201 0. 

Rate Case Expenses 

I W  incurred $1 million in expenses related to the development and support of the 2008 Kentucky base 
rate case. The Kentucky Commission approved the establishment of a regulatory asset for these 
expenses and authorized amortization over three years beginning in March 2009. 

KU incurred $2 million in expenses related to the development and support o f  the 2010 Kentucky base 
rate case. The Kentucky Commission approved the establishment of a regulatory asset for these 
expenses and authorized amortization over three years beginning in August 20 10. 

FERC Jurisdictional Pension Costs 

Other regulatory assets include pension costs of $5 million incurred by the Company and allocated to its 
FERC jurisdictional ratepayers. The  Company will seek recovery of this asset in the next FERC rate 
proceeding. 
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Deferred Storni Costs 

Based on an Order from the Kentucky Commission in June 2004, KIJ reclassified from maintenance 
expense to a regulatory asset $4 million related to costs not reimbursed from the 2003 ice storm. These 
costs were amortized through June 2009. I<U earned a return of these amortized costs, which were 
included in jurisdictional operating expenses. 

DSM 

DSM consists of energy efficiency programs which are intended to reduce peak demand and delay the 
investment in additional power plant construction, provide customers with tools and information to 
become better managers of their energy usage and prepare for potential future legislation governing 
energy efficiency. KIJ’s rates contain a DSM provision which includes a rate mechanism that provides 
for concurrent recovery of DSM costs and provides an incentive for implementing DSM programs. The 
provision allows KU to recover revenues from lost sales associated with the DSM programs based on 
program plan engineering estimates and post-implementation evaluations. 

In July 2007, KU and L,G&E filed an application with the Kentucky Commission requesting an order 
approving enhanced versions of the existing DSM programs along with the addition of several new cost 
effective programs. The total annual budget for these programs is approximately $26 million. In March 
2008, the Kentucky Commission issued an Order approving the application, with minor modifications. 
KU and LG&E filed revised tariffs in April 2008, under authority of this Order, which were effective in 
May 2008. 

Eniission Allowances 

In November 2010, purchase accounting adjustments were recorded for the fair market value of KIJ’s 
SO2, NOx ozone season and NOx annual emission allowances. Offsetting regulatory assets or liabilities 
for fair value purchase accounting adjustments eliminate any ratemaking impact of the fair value 
adjustments. I W  is granted SO2 emission allowances through 2040 and NOx ozone season and NOx 
annual emission allowances through 201 1. 

Accumulated Cost of Removal of Utility Plant 

As ofDecember 3 1,2010 and 2009, KIJ segregated the cost of removal, previously embedded in 
accumulated depreciation, of $348 million and $335 million, respectively, in accordance with FERC 
Order No. 63 I .  For reporting purposes on the Balance Sheets, KU presented this cost of removal as a 
“Regulatory liability” pursuant to the regulated operations guidance of the FASB ASC. 

OVEC Power Purchase Contract 

In November 2010, purchase accounting adjustments were recorded for the fair value of the power 
purchase agreement between KIJ and OVEC. Offsetting regulatory liability for fair value purchase 
accounting adjustment eliminate any ratemaking impact of the fair value adjustments. 
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Deferred lnconie Taxes - Net 

These regulatory liabilities represent the future revenue impact from the reversal of deferred incorne 
taxes required for unamortized investment tax credits, the allowance for frinds used during construction 
and deferred taxes provided at rates i n  excess of currently enacted rates. 

Other Remlatory Matters 

Kentiicky Conmission Report on Stornas 

In November 2009, the Kentiicky Commission issued a report following review and analysis of the 
effects and utility response to the September 2008 wind storm and the January 2009 ice storm and 
possible utility industry preventative measures relating thereto. The report suggested a number of 
proposed o r  recommended preventative or responsive measures, including consideration of selective 
hardening of facilities, altered vegetation management programs, enhanced customer outage 
communications and similar measures. In March 2010, the Utilities filed a joint response reporting on 
their actions with respect to such recommendations. T h e  response indicated implementation or 
completion of substantially all of the recommendations, including, among other matters, on-going 
reviews of system hardening and vegetation management procedures, certain test or pilot programs in 
such areas and fielding of enhanced operational and customer outage-related systems. 

Wind Power Agreenients 

In August 2009, KU and LG&E filed a notice of intent with the Kentucky Commission indicating their 
intent to file an application for approval of wind power purchase contracts and cost recovery 
mechanisms. The contracts were executed in August 2009 and were contingent upon KIJ and LG&E 
receiving acceptable regulatory approvals. Pursuant t o  the proposed 20-year contracts, KU and LG&E 
would jointly purchase respective assigned portions of the output of two I11inois wind farms totaling an 
aggregate 109.5 Mw. In September 2009, the 1JtiIities filed an application and supporting testimony with 
the Kentucky Commission. In October 2009, the Kentucky Commission issued an Order denying the 
LJtilities’ request to establish a surcharge for recovery o f  the costs of purchasing wind power. The 
Kentucky Commission stated that such recovery constitutes a general rate adjustment and is subject to 
the regulations of a base rate case. The Kentucky Cornrnission Order provided for the request for 
approval of the wind power agreements to proceed independently from the request to recover the costs 
thereof via surcharges. In November 2009, KU and LG&E filed for rehearing of the Kentucky 
Commission’s Order and requested that the matters of approval of the contract and recovery of the costs 
thereof remain the subject of the same proceeding. During December 2009, the Kentucky Commission 
issued data requests on this matter. In March 201 0, the tJtilities delivered notices of termination under 
provisions of the wind power contracts. The Utilities also filed a motion with the Kentucky Commission 
noting the termination of the contracts and seeking withdrawal of their application in the related 
regulatory proceeding. In April 201 0, the Kentucky Commission issued an Order allowing the Utilities 
to withdraw their pending application. 

Dinible County Assel Purchase and Depreciation 

In July 2009, the IJtilities notified the Kentucky Commission of the proposed sale from the Utilities of 
certain ownership interests in certain existing Trirnble County generating station assets which were 
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anticipated to provide joint or common use in support of the jointly-owned TC2 generating unit under 
construction at the station. The undivided ownership interests sold provide KLJ an ownership interest in 
these common assets proportional to its interest in TC2 and the assets’ role in supporting both TCI and 
TC2. In December 2009, the Utilities completed the sale transaction at a price of $48 million, 
representing the current net book value of the assets multiplied by  the proportional interest being sold. 

In August 2009, the Utilities jointly filed an application with the Kentucky Coinmission to approve new 
depreciation rates for applicable jointly-owned TC2-related generating, pollution control and other plant 
equipment and assets. During December 2009, the Kentucky Cornmission extended the data discovery 
process through January 20 I0 and authorized the Utilities on an interim basis to begin using the 
depreciation rates for TC2 as proposed in the application. In March 20 10, the Kentucky Corninission 
issued a final Order approving the use of the proposed depreciation rates on a permanent basis. 

TC2 CCN Application and Transmission Matlers 

An application for a CCN for construction of TC2 was approved by the Kentucky Commission in 
November 2005. CCNs for two transmission lines associated with TC2 were issued by the Kentucky 
Commission in September 2005 and May 2006. All regulatory approvals and rights of way for one 
transmission line have been obtained. 

KIJ’s and LG&E’s CCN for a transmission line associated with the TC2 construction has been 
challenged by certain property owners in Hardiri County, Kentucky. Certain proceedings relating to 
CCN challenging and federal historic preservation permit requirements have concluded with outcomes 
in the 1-Jtilities’ favor. 

Completion of the transmission lines are also subject to standard construction permit, environmental 
authorization and real property or easement acquisition procedures. Certain Hardin County landowners 
have raised challenges to the transmission line in some of these forums as well. 

With respect to the remaining on-going dispute, KIJ obtained various successful rulings during 2008 at 
the Hardin County Circuit Court confirming its condemnation rights. In August 2008, several 
landowners appealed such rulings to the Kentucky Court of Appeals and received a temporary stay 
preventing KIJ from accessing their properties. In May 201 0, the  Kentucky Court of Appeals issued an 
Order affirming the Hardin Circuit Court’s finding that KU had the right to condemn easements on the 
properties. In May 20 10, the landowners filed a petition for reconsideration with the Court of Appeals. 
In July 2010, the Court ofAppeals denied that petition. In August, 2010, the landowners filed for 
discretionary review of that denial by the Kentucky Supreme Court. 

Settlement discussions with the Hardin County property owners involved in the appeals of the 
condemnation proceedings have been unsuccessful to date. During the fourth quarter of 2008, KIJ and 
L,G&E entered into settleinents with certain Meade County landowners and obtained dismissals of prior 
litigation they brought challenging the same transmission line. 

As a result of the aforementioned unresolved litigation delays encountered in obtaining access to certain 
properties in Hardin County, KIJ obtained easements to allow construction of temporary transmission 
facilities, bypassing those properties while the litigated issues are resolved. In September 2009, the 
Kentucky Commission issued an Order stating that a CCN was necessary for two segments of the 

87 



proposed temporary facilities. I n  December 2009, the Kentucky Commission granted the CCNs for the 
relevant segments and the property owners have filed various motions to intervene, stay and appeal 
certain elements of the Kentucky Commission’s recent orders. In January 2010, in respect of two of such 
proceedings, the Franklin County circuit court issued Orders denying the property owners’ request for a 
stay of construction and upholding the prior Kentucky Commission denial of  their intervenor status. 

Consistent with the regulatory authorizations and the favorable outcome of the legal proceedings, the 
IJtilities completed construction activities on the permanent transmission line easements. During 20 10, 
the Utilities placed the transmission line into operation. While the Utilities are not currently able to 
predict the ultimate outcome and possible financial effects of the remaining legal proceedings, the 
Utilities do not believe the matter involves relevant or continuing risks to operations. 

lJtiliiy Competition in Virginia 

The Cornmonwealth of Virginia passed the Virginia Electric LJtility Restructuring Act in 1999. This act 
gave customers the ability to choose their electric supplier and capped electric rates through December 
20 10. KU subsequently received a legislative exemption from the customer choice requirements of this 
law. I n  April 2007, however, the Virginia General Assembly amended the Virginia Electric Utility 
Restriicturing Act, thereby terminating this competitive market and commencing re-regulation of utility 
rates. The new act ended the cap  on rates at the end of 2008. Pursuant to this legislation, the Virginia 
Cornmission adopted regulations revising the rules governing utility rate increase applications. As of 
January 2009, a hybrid model o f  regulation is being applied in Virginia. Under this model, utility rates 
are reviewed every two years. KIJ’s exemption from the requirements of the Virginia Electric Utility 
Restructuring Act in 1999, however, discharges the Company from the requirements of the new hybrid 
model of  regulation. In lieu of submitting an annual information filing, the Company has the option of 
requesting a change in base rates to recover prudently incurred costs by filing a traditional base rate 
case. KTJ is also subject to other utility regulations in Virginia, including, but not limited to, the recovery 
of prudently incurred fuel costs through an annual fuel factor charge and the submission of integrated 
resource plans. 

Market-Based Rate Authority 

In July 2006, the FERC issued an Order in KU’s market-based rate proceeding accepting the Company’s 
further proposal to address certain market power issues the FERC claimed would arise upon an exit from 
the MISO. In particular, the Company received permission to sell power at market-based rates at the 
interface of balancing areas in which it may be deemed to have market power, subject to a restriction 
that such power will not be collusively re-sold back into such balancing areas. However, restrictions 
exist on sales by KIJ of power at  market-based rates in the KU and LG&E and Big Rivers Electric 
Company balancing areas. In June 2007, the FERC issued Order No. 697 implementing certain reforms 
to market-based rate regulations, including restrictions similar to those previously in place for the 
Company’s power sales at balancing area interfaces. In December 2008, the FERC issued Order No. 
697-B potentially placing additional restrictions on certain power sales involving areas where market 
power is deemed to exist. As a condition of receiving and retaining market-based rate authority, KU 
must comply with applicable affiliate restrictions set forth in the FERC regulation. During September 
2008, the Company submitted a regular triennial update filing under market-based rate regulations. 
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In June 2009, the FERC issued Order No. 697-C which generally clarified certain interpretations relating 
to power sales and purchases at balancing area interfaces or into balancing areas involving market 
power. In JUIY 2009, the FERC issued an Order approving the Company’s September 2008 application 
for market-based rate authority. During JUIY 2009, affiliates of KU completed a transaction terminating 
certain prior generation and power marketing activities in the Big Rivers Electric Company balancing 
area, which termination should ultimately allow a filing to request a determination that the Company no 
longer is deemed to have market power in such balancing area. 

KU conducts certain of its wholesale power sales activities in accordance with existing market-based 
rate authority principles and interpretations. Future FERC proceedings relating to Orders 697 or market- 
based rate authority could alter the amount of sales made at market-based versus cost-based rates. The 
Company’s sales under market-based rate authority totaled less than $ 1  million for the year ended 
December 3 1,20 10. 

Mandatory Re 1 iab ility Standards 

As a result of the EPAct 2005, certain formerly voluntary reliability standards became mandatory in 
June 2007 and authority was delegated to various Regional Reliability Organizations (“RROs”) by the 
NERC, which was authorized by the FERC to enforce compliance with such standards, including 
promulgating new standards. Failure to comply with mandatory reliability standards can subject a 
registered entity to sanctions, including potential fines of up to $1 million per day, as well as non- 
monetary penalties, depending upon the circumstances of the violation. The Utilities are members of the 
SERC, which acts as KU’s and LG&E’s RRO. During December 2009 and April, July and August 2010, 
the Utilities submitted ten self-reports relating to various standards, which self-reports remain in the 
early stages of RRO review, and therefore, the Utilities are unable to estimate the outcome of these 
matters. Mandatory reliability standard settlements commonly also include non-penalty elements, 
including compliance steps and mitigation plans. Settlements with SERC proceed to NERC and FERC 
review before becoming final. While the Utilities believe they are in compliance with the mandatory 
reliability standards, events of potential non-compliance may be identified from time-to-time. The 
Utilities cannot predict such potential violations or the outcome of self-reports described above. 

Integrated Resource Planning 

Integrated resource planning (,‘IW’) regulations in Kentucky require major utilities to make triennial 
IRP filings with the Kentucky Commission. In April 2008, KTJ and LG&E filed their 2008 joint IRP 
with the Kentucky Cornmission. The IRP provides historical and projected demand, resource and 
financial data and other operating performance and system information. The Kentucky Commission 
issued a staff report and Order closing this proceeding in December 2009. Pursuant to the Virginia 
Commission’s December 2008 Order, KIJ filed its IRP in July 2009. The filing consisted of the 2008 
Joint IRP filed by KIJ and L,G&E with the Kentucky Commission along with additional data. The 
Virginia Commission has not established a procedural schedule for this proceeding. KU expects to file 
their next IRP in April 201 1. 

PUHCA 200.5 

PPL, KIJ’s ultimate parent, is a holding company under P‘LJHCA 2005. PPL, its utility subsidiaries, 
including KU, and certain of its non-utility subsidiaries, are subject to extensive regulation by the FERC 
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with respect to nuinerous matters, including electric utility facilities and operations, wholesale sales of 
power and related transactions, accounting practices, issuances and sales of securities, acquisitions and 
sales of utility properties, payments of dividends out of  capital and surplus, financial matters and inter- 
system sales of non-power goods and services. KIJ believes that it has adequate authority, including 
financing authority, under existing FERC Orders and regulations to conduct its business and will seek 
additional authorization when necessary. 

EPAct 2005 

The EPAct 2005 was enacted in August 2005. Among other matters, this comprehensive legislation 
contains provisions mandating improved electric reliability standards and performance; granting 
enhanced civil penalty authority to the FERC; providing economic and other incentives relating to 
transmission, pollution control and renewable generation assets; increasing fiinding for clean coal 
generation incentives; repealing the Public Utility Holding Company Act of 1935; enacting PUHCA 
2005; and expanding FERC jurisdiction over public utility holding companies and related matters via the 
Federal Power Act and PIJHCA 200.5. 

In February 2006, the Kentucky Commission initiated an administrative proceeding to consider the 
requirements of the EPAct 2005, Subtitle E Section 1252, Smart Metering, which concerns tiine-based 
metering and demand response, and Section 1254, Interconnections. EPAct 2005 requires each state 
regulatory authority to conduct a formal investigation and issue a decision on whether or not it is 
appropriate to implement certain Section I252 standards within eighteen months after the enactment of 
EPAct 2005 and to commence consideration of Section 1254 standards within one year after the 
enactment of EPAct 2005. Following a public hearing with all Kentucky jurisdictional electric utilities, 
in December 2006, the Kentucky Commission issued an Order in this proceeding indicating that the 
EPAct 200.5 Section 1252 and Section 1254 standards should riot be adopted. However, all five 
Kentucky Commission jurisdictional utilities were required to file real-time pricing pilot prograins for 
their large commercial and industrial customers. KI-J developed a real-time pricing pilot program for 
large industrial and commercial customers and filed the details of the plan with the Kentucky 
Commission in April 2007. In February 2008, the Kentucky Commission issued an Order approving the 
real-time pricing pilot program proposed by KIJ for irnplementation within approximately eight months. 
The tariff was filed in October 2008, with an effective date of December 1 , 2008. KU files annual 
reports on  the program within 90 days of each plan year end for the three-year pilot period. 

Green Energy Riders 

In February 2007, KU and LG&E filed a Joint Application and Testimony for Proposed Green Energy 
Riders. In May 2007, a Kentucky Cornmission Order was issued authorizing KIJ to establish Small and 
Large Green Energy Riders, allowing customers to contribute funds to be used for the purchase of 
renewable energy credits. During November 2009, K‘CJ and L,G&E filed an application to both continue 
and modify the existing Green Energy Programs. In February 201 0, the Kentucky Commission approved 
the IJtilities’ application, as filed. 

Home Energy Assistance Program 

In July 2007, Kl-J filed an application with the Kentucky Commission for the establishment of  a Home 
Energy Assistance program. During September 2007, the Kentucky Commission approved the five-year 
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program as filed, effective in October 2007. The programs were scheduled to terminate in September 
2012 and is funded through a $0.10 per month meter charge. Effective February 6, 2009, as a result of 
the settlement agreement in the 2008 base rate case, the program is filnded through a $0.15 per month 
meter charge. As a condition in the settlement in the change of  control proceeding before the Kentucky 
Commission in the PPL acquisition, the program was extended to September 2015. 

Collection Cycle Revision 

As part of its base rate case filed on JUIY 29, 2008, LG&E proposed to change the due date for customer 
bill payments from 15 days to 10 days to align its collection cycle with KU. In addition, in its rate case 
filed on July 29, 2008, KU proposed to include a late payment charge if payment is not received within 
15 days from the biII issuance date to align with LG&E. The settlement agreements approved in the rate 
cases in February 2009 changed the due date for customer bill payments to 12 days after bill issuance for 
both K U  and LG&E and permitted KU’s implementation of a late payment charge if payment is not 
received within 15 days from the bill issuance date. 

Depreciation Study 

In December 2007, KU filed a depreciation study with the Kentucky Commission as required by a 
previous Order. In August 2008, the Kentucky Commission issued an Order consolidating the 
depreciation study with the base rate case proceeding. The approved settlement agreements in the rate 
cases established new depreciation rates effective February 2009. KIJ also filed the depreciation study 
with the Virginia Commission which approved the implementation of the new depreciation rates 
effective February 2009. Approval by the Virginia Commission does not preclude the rates from being 
raised as an issue by any party in KU’s future base rate cases in Virginia. 

Brownzeld Development Rider Tariff 

In March 2008, KU received Kentucky Comrnission approval for a Rrownfield Development Rider, 
which offers a discounted rate to electric customers who meet certain usage and location requirements, 
including taking new service at a Rrownfield site, as certified by the appropriate Kentucky state agency. 
The rider permits special contracts with such customers which provide for a series of declining partial 
rate discounts over an initial five-year period of a longer service arrangement. The tariff is intended to 
promote local economic redevelopment and efficient usage of utility resources by aiding potential reuse 
of vacant Rrownfield sites. 

Interconnection ana’ Net Metering Guidelines 

In May 2008, the Kentucky Commission on its own motion initiated a proceeding to establish 
interconnection arid net metering guidelines in accordance with amendments to existing statutory 
requirements for ne t  metering of electricity. The jurisdictional electric utilities and intervenors in this 
case presented proposed interconnection guidelines to the Kentucky Commission in October 2008. In a 
January 2009 Order, the Kentucky Commission issued the Interconnection and Net Metering Guidelines 
- Kentucky that were developed by all parties to the proceeding. KlJ does not expect any financial or 
other impact as a result of this Order. In April 2009, KU filed revised net metering tariffs and 
application forms pursuant to the Kentucky Commission’s Order. The Kentucky Commission issued an 
Order in April 2009, which suspended for five months all net metering tariffs filed by the jurisdictional 
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electric utilities. This suspension was intended to allow sufficient time for review of the filed tariffs by 
the Kentucky Cornmission Staff and intervening parties. In June 2009, the Kentucky Commission Staff 
held an inforiiial conference with the parties to discuss issues related to the net metering tariffs filed by 
KU. Following this conference, the intervenors and KU resolved all issues and KU filed revised net 
metering tariffs with the Kentucky Commission. In August 2009, the Kentucky Commission issued an 
Order approving the revised tariffs. 

EISA 2007 Standards 

In November 2008, the Kentucky Commission initiated an administrative proceeding to consider new 
standards as a result of the Energy Independence and Security Act of 2007 (“EISA 2007”), part of which 
amends the Public Utility Regulatory Policies Act of 1978 (“PI_JRPA”). There are four new PURPA 
standards and one non-PURPA standard applicable to electric utilities. The proceeding also considers 
two new PIJRPA standards applicable to natural gas utilities. EISA 2007 requires state regulatory 
commissions and non-regulated utilities to begin consideration of the rate design and sinart grid 
investments no later than December 19,2008 and to complete the consideration by December 19, 2009. 
The Kentucky Cornmission established a procedural schedule that allowed for data discovery and 
testimony through July 2009. In October 2009, the Kentucky Commission held an inforrnal conference 
for the purpose of discussing issues related to the standard regarding the consideration of Smart Grid 
investments. A public hearing has not been scheduled in this matter. 

Note 4 - Asset Retirement Obligations 

A summary of KIJ’s net ARO assets, ARO liabilities and regulatory assets established under the asset 
retirement and environmental obligations guidance of the FASR ASC follows: 

ARO Net ARO Regulatory 
Assets Liabilities Assets 

As of December 3 1 , 2008, Predecessor $ 5 $  (32) $ 28 
ARO accretion and depreciation (1) (2) 2 

As of December 3 1,2009, Predecessor 4 (34) 30 
ARO accretion and depreciation (2) 2 
Reclassification for retired assets (1) 1 
ARO revaluation - change in estimates 22 (24) 2 

- 

As of October 3 1 , 20 10, Predecessor 25 (60) 35 
ARO accretion and depreciation (1) 1 
Purchase accounting - fair value adjustment 28 6 (34) 

- 

As of December 3 1,201 0, Successor 

In September 2010, the Company performed a revaluation of its AROs as a result of recently proposed 
environmental legislation and improved ability to forecast asset retirement costs due to recent 
construction and retirement activity. 
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In November 2010, the Company recorded a purchase accounting adjustment to fair value AROs due to 
the PPL acquisition. 

Pursuant to regulatory treatment prescribed under the regulated operations guidance of  the FASB ASC, 
an offsetting regulatory credit was recorded in “Depreciation and amortization” in the Statements of 
Income for the Successor of $I million in 2010 and $2 million for the Predecessor for the ARO 
accretion and depreciation expense. The offsetting regulatory credit recorded was $2 rnillion in 2009 and 
2008 for the ARO accretion and depreciation expense. The ARO liabilities are offset by cash settlements 
that have not yet been applied. Therefore, ARO net assets, ARO liabilities and regulatory assets balances 
do not net to zero due to the cash settlements. 

KU’s AROs are primarily related to the final retirement of assets associated with generating units. KU 
transmission and distribution lines largely operate under perpetual property easement agreements which 
do not generally require restoration upon removal of the property. Therefore, under the asset retirement 
and environmental obligations guidance of the FASB ASC, no material asset retirement obligations are 
recorded for transmission and distribution assets. 

Note 5 -Derivative Financial Instruments 

KU is subject to interest rate and commodity price risk related to on-going business operations. The 
Company’s policies allow for the interest rate risk to be managed through the use of fixed rate debt, 
floating rate debt and interest rate swaps. Although the Company’s policies allow for the use of interest 
rate swaps, as of December 3 1 , 201 0 and 2009, KIJ had no interest rate swaps outstanding. At December 
3 I , 201 0, KU’s potential annual exposure to increased interest expense, based on a 10% increase in 
interest rates, was less than $1 million. 

The Company does not net collateral against derivative instruments. 

Energy Trading and Risk Management Activities 

KU conducts energy trading and risk management activities to maximize the value of power sales from 
physical assets it owns. Energy trading activities are principally forward financial transactions to 
manage price risk and are accounted for as non-hedging derivatives on a mark-to-market basis in 
accordance with the derivatives and hedging guidance of the FASB ASC. 

Energy trading and risk management contracts are valued using prices based on active trades from 
Intercontinental Exchange Inc. In the absence of a traded price, midpoints of the best bids and offers are 
the primary determinants of valuation. When sufficient trading activity data is unavailable, other inputs 
include prices quoted by brokers or observable inputs other than quoted prices, such as one-sided bids or 
offers as of the balance sheet date. Quotes are verified quarterly using an independent pricing source of 
actual transactions. Quotes for combined off-peak and weekend timeframes are allocated between the 
two timeframes based on their historical proportional ratios to the integrated cost. No other adjustments 
are made to the forward prices. No changes to valuation techniques for energy trading and risk 
management activities occurred during 2010 or 2009. Changes in market pricing, interest rate and 
volatility assumptions were made during both years. 



KIJ’s financial assets and liabilities as of December 3 1,2010 and December 31, 2009, arising from 
energy trading and risk management contracts riot designated as hedging instruments accounted for at 
fair value total less than $1 million and are recorded in prepayments and other current assets and other 
current liabilities, respectively. 

Successor 
November 1,20 10 

December 3 I , 20 10 
Loss Recognized through 
in Income Location 

Electric 
[Jnrealized gain (loss) revenues $ 

The Cornpany maintains credit policies intended to minimize credit risk in wholesale marketing and 
trading activities by assessing the creditworthiness of potential counterparties prior to entering into 
transactions with them and continuing to evaluate their creditworthiness once transactions have been 
initiated. To further mitigate credit risk, KIJ seeks to  enter into netting agreements or require cash 
deposits, letters of credit and parental company guarantees as security from counterparties. The 
Company uses ratings of S&P, Moody’s and definitive qualitative and quantitative data to assess the 
financial strength of counterparties on an on-going basis. If no external rating exists, K U  assigns an 
internally generated rating for which it sets appropriate risk parameters. As risk management contracts 
are valued based on changes in market prices of the related commodities, credit exposures are revalued 
and monitored on a daily basis. At December 3 1 , 20 10, 100% of the trading and risk management 
commitments were with counterparties rated BBB-/Baa3 equivalent or better. The Company has 
reserved against counterparty credit risk based on K1J’s own creditworthiness (for net liabilities) and its 
counterparty’s creditworthiness (for net assets). The Cotnpany applies historical default rates within 
varying credit ratings over time provided by S&P or Moody’s. At December 3 1 , 201 0 and December 3 1 , 
2009, counterparty credit reserves related to energy trading and risk management contracts were less 
than $1 million. 

Predecessor 
January 1 , 201 0 

through December 3 1 , 
October 3 1,20 10 2009 2008 

Year Ended 

-~ 

$ -  $ (1) $ 1 

The net volume of electricity based financial derivatives outstanding at December 3 1 , 201 0 and 
December 3 1 , 2009, was 129,199 Mwh and 3 15,600 Mwh, respectively. Cash collateral related to the 
energy trading and risk management contracts was less than $1 million at December 31, 2010 and 
December 31, 2009. Cash collateral related to the energy trading and risk management contracts is 
recorded in “Prepayments and other current assets” on the Balance Sheets. 

KU manages the price risk of its estimated future excess economic generation capacity using market- 
traded forward contracts. Hedge accounting treatment has not been elected for these transactions; 
therefore, realized and unrealized gains and losses are  included in the Statements of Income. 

Net realized gains and losses were zero for the period ended December 31,2010 and less than $1 million 
for the periods ended October 31,2010, December 3 1,2009 and December 31,2008. 
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Credit Risk Related Contingent Features 

Certain of KU’s derivative contracts contain credit contingent provisions which would permit the 
counterparties with which KIJ is in a net liability position to require the transfer of additional collateral 
upon a decrease in KU’s credit rating. Some of these provisions would require KU to transfer additional 
collateral or permit the counterparty to terminate the contract if KU’s credit rating were to fall below 
investment grade. Some of these provisions also allow the counterparty to require additional collateral 
upon each decrease in the credit rating at levels that remain above investment grade. In either case, if 
KIJ’s credit rating were to fall below investment grade (i.e., below BBB- for S&P or Baa3 for 
Moody’s), and assuming no assignment to an investment grade affiliate were allowed, most of these 
credit contingent provisions require either immediate payment of the net liability as a termination 
payment or immediate and ongoing full collateralization by KIJ on derivative instruments in net liability 
positions. 

Additionally, certain of KU’s derivative contracts contain credit contingent provisions that require KIJ 
to provide “adequate assurance” of performance if the other party has reasonable grounds for insecurity 
regarding KU’s performance of its obligation under the contract. A counterparty demanding adequate 
assurance could require a transfer of additional collateral or other security, including letters of credit, 
cash and guarantees from a creditworthy entity. A demand for additional assurance would typically 
involve negotiations among the parties. 

To determine net liability positions, KU uses the fair value of each agreement. At December 3 1,201 0, 
there were no energy trading and risk management derivative contracts with credit risk related 
contingent features that are in a liability position and collateral of less than $ 1  million was posted in the 
normal course of business. At December 3 1 , 201 0, a downgrade of the Company’s credit rating below 
investment grade would have no effect on the energy trading and risk management derivative contracts 
or collateral required. 

Note 6 - Fair Value Measurements 

KU adopted the fair value guidance in the FASB ASC in two phases. Effective January 1, 2008, the 
Company adopted it for all financial instruments and non-financial instruments accounted for at fair 
value on a recurring basis, and effective January 1 , 2009, the Company adopted it for all non-financial 
instruments accounted for at fair value on a non-recurring basis. The FASB ASC guidance clarifies that 
fair value is an exit price, representing the amount that would be received to sell an asset or paid to 
transfer a liability in an orderly transaction between market participants. As such, fair value is a market- 
based measurement that should be determined based on assumptions that market participants would use 
in pricing an asset or a liability. As a basis for considering such assumptions, the FASB ASC guidance 
establishes a three-tier value hierarchy, which prioritizes the inputs used in the valuation methodologies 
in measuring fair value. 
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The carrying values and estimated fair values of KU’s non-trading financial instruments follow: 

Successor 
December 3 1 20 10 
Carrying Fair 

Predecessor 
December 3 1,2009 
Carrying Fair 

Vaiue- Value 
$ 1,841 $ 1,728 Long-term bonds 

L,ong-term debt to affiliated company - - I 1,331 1,401 

Value- Value 
$ 351 $ 351 

The long-term fixed rate pollution control bond valuations reflect prices quoted by investment banks, which 
are active in the rnarket for these instriiments. First mortgage bond valuations reflect prices quoted from a 
third party service. The fair value of the long-term debt due to affiliated company is determined using an 
internal valuation model that discounts the future cash flows of each loan at current market rates as 
deterniined based on quotes from investment banks that are actively involved in capital markets for utilities 
and factor in KlJ’s credit ratings and default risk. The fair values ofcash arid cash equivalents, accounts 
receivable, cash surrender value of key inan life insurance, accounts payable and notes payable are 
substantially the same as their carrying values. 

KIJ has classified the applicable financial assets and liabilities that are accounted for at fair value into 
the three levels of the fair vaiue hierarchy, as defined by the fair value measurements and disclosures 
guidance of the FASB ASC, as discussed in Note 1 Summary of Significant Accounting Policies. 

The Company classifies its derivative cash collateral balances within level 1 based on the funds being 
held in a demand deposit account. The Company classifies its derivative energy trading and risk 
management contracts within level 2 because it values them using prices actively quoted for proposed or 
executed transactions, quoted b y  brokers or observable inputs other than quoted prices. 

KU’s financial assets and liabilities as of December 31,2010 and 2009, arising from energy trading and 
risk management contracts accounted for at fair value on a recurring basis total less than $1 million. 
Cash collateral related to the energy trading and risk management contracts was less than $1 million at 
December 3 1 , 20 10 and December 3 1 , 2009 each year. 

There were no level 3 measurements for the periods ending December 3 1 , 2010 and December 3 1,2009. 

Note 7 - Goodwill and Intangible Assets 

In connection with PPL’s acquisition of LKE, KIJ recorded goodwill on November 1,2010. In addition, 
as ofNovember 1,2010, certain intangible assets were adjusted to their fair value and new intangible 
assets were recorded. See Note 2, Acquisition by PPL,, for further information. 

Goodwil I 

The Company performs its required anriual goodwill impairment test in the fourth quarter. Impairment 
tests are performed between the annual tests when the Company determines that a triggering event has 
occurred that would, more likely than not, reduce the fair value of a reporting unit below its carrying 
value. The  goodwill impairment test is comprised of a two-step process. In step 1, the Company 
identifies a potential impairment by comparing the estimated fair value of the regulated utilities (the 
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goodwill reporting unit) to their carrying value, including goodwill, on the measurement date. If the 
estimated fair value exceeds its carrying amount, goodwill is not considered impaired. If the fair value is 
less than the carrying value, then step 2 is performed to measure the amount of impairment loss, if any. 
The step 2 calculation compares the implied fair value of the goodwill to the carrying value of the 
goodwill. The implied fair value of goodwill is equal to the excess of the Company estimated fair value 
over the fair values of its identified assets and liabilities. If the carrying value of goodwill exceeds the 
implied fair value of goodwill, an impairment loss is recognized in an amount equal to that excess (but 
not in excess of the carrying value). 

In connection with PPL’s acquisition of L,KE on November 1, 2010, goodwill of $607 million was 
recorded on November 1,2010. The allocation ofthe goodwill to KIJ was based on the net asset value 
of the Company. The goodwill represents value paid for the rate regulated business located in a defined 
service area with a constructive regulatory environment, which provides for fhture investment, earnings 
and cash flow growth, as well as the talented and experienced workforce. KU’s franchise values are 
being attributed to the going concern value of the business and thus were recorded as goodwill rather 
than a separately identifiable intangible asset. None of the goodwill recognized is expected to be 
deductible for income tax purposes or included in customer rates. See Note 2, Acquisition by PPL, for 
further information. 

For the 2010 annual impairment test, the primary valuation technique used was an income methodology 
based on management’s estimates of forecasted cash flows for the Company, with those cash flows 
discounted to present value using rates commensurate with the risks of those cash flows. Management 
also took into consideration the acquisition price paid by PPL. The discounted cash flows for the 
Company was based on discrete financial forecasts developed by management for planning purposes 
and consistent with those given to PPL. Cash flows beyond the discrete forecasts were estimated using a 
terminal-value calculation, which incorporated historical and forecasted financial trends for the 
Company. No impairment resulted from the fourth quarter test, as the determined fair value of the 
Company was greater than its carrying value. 

Other Intangible Assets 

The gross carrying amount and the accumulated amortization of other intangible assets were as follows: 

Successor 
December 3 1.2010 

Accumulated 
Gross Carrying Amount Amortization 

$ 
Subject to amortization: 

Coal contracts (a) 145 $ 
L,and rights (b) 8 
Emission allowances (c) 9 
OVEC power purchase agreement (d) 39 1 

Total other intangible assets $ 201 $ I 4 

(a) The gross carrying amount represents the fair value of coal contracts recognized as a result of the 
20 10 acquisition by PPL. The weighted average amortization period of these contracts is 3 years. 
See Note 2, Acquisition by PPL, for further information. 
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(b) The  gross carrying amount represents the fair value of land rights recognized as a result of 
adopting PPL’s accounting policies in the Successor period. The weighted average amortization 
period of these rights is 17 years. See Note 1 , Summary of Significant Accounting Policies, for 
ftirther information. 

result of the 2010 acquisition by PPL, as well as the reclassification of amounts from inventory 
to intangible assets as a result of adopting PPL’s accounting policies in the Successor period. The 
weighted average amortization period of these emission allowances is 3 years. See Note 2, 
Acquisition by PPL, for further information. 

(d) The  gross carrying amount represents the fair value of the OVEC power purchase contract 
recognized as a result of the 201 0 acquisition by PPL. The weighted average amortization period 
of the power purchase agreement is 8 years. See Note 2, Acquisition by PPL, for further 
information. 

(c) The  gross carrying amount represents the fair value of emission allowarices recognized as a 

Current intangible assets and long-term intangible assets are included in “Other intangible assets” in 
their respective areas on the Balance Sheets in 201 0. Intangible assets resulting from purchase 
accounting adjustments are not recoverable in rates. 

Amortization expense, excluding consumption of emission allowances, was $4 inillion for the Successor 
in 201 0. The estimated aggregate amortization expense for each of the next five years is as follows: 

Estimated Expense in Period Ended 
201 1 2012 2013 2014 2015 

Aggregate amortization expense $ 43 $ 25 $ 27 $ 24 $ 26 

Note 8 - Concentrations of Credit and Other Risk 

Credit risk represents the accounting loss that would be recognized at the reporting date if counterparties 
failed t o  perform as contracted. Concentrations of credit risk (whether on- or off-balance sheet) relate to 
groups o f  customers or counterparties that have similar economic or industry characteristics that would 
cause their ability to meet contractual obligations to  be similarly affected by changes in economic or 
other conditions. 

All of KU’s customer receivables arise from deliveries of electricity. During 2010, the Company’s ten 
largest customers accounted for less than 19% of volumes. 

Effective August 4, 2009, KU and its employees represented by the IREW L,ocal2 100 entered into a 
three-year collective bargaining agreement. The agreement provides for negotiated increases or changes 
to wages, benefits or other provisions and for annual wage re-openers. KIJ and its employees 
represented by the IJSWA Local 9447-0 1 entered into a three-year collective bargaining agreement in 
August 2008. This agreement provides for negotiated increases or changes to wages, benefits or other 
provisions and for annual wage re-openers. The employees represented by these two bargaining units 
comprise approximately 15% of the Company’s workforce at December 3 1 , 201 0. 
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Note 9 - Pension and Other Postretirement Benefit Plans 

Successor 
2010 

Change in benefit obligation: 
Benefit obligation at  beginning 

of period $ 355 
Service cost 1 
Interest cost 3 
Benefits paid, net of retiree 

contributions (3) 

KU employees benefit from both funded and unfunded retirement benefit plans. Its defined benefit 
pension plan covers employees hired by December 3 1 , 2005. Employees hired after this date participate 
in the Retirement Income Account (“RIAy7), a defined contribution plan. The postretirement plan 
includes health care benefits that are contributory, with participants’ contributions adjusted annually. 
The Company uses December 3 1 as the measurement date for its plans. 

Predecessor 
2010 2009 

$ 316 $ 306 
5 6 

16 18 

(14) (1 8) 

Obligations and Funded Status 

Actuarial (gain) loss and other (2) 
Benefit obligation at end of 

period , $ .  354 

The following tables provide a reconciliation of the changes in the defined benefit plans’ obligations, the 
fair value of assets and the funded status of the plans for November 1 , 20 10 through December 3 1 , 20 1 0, 
for the Successor, and for January 1 , 20 10 through October 3 1, 20 10, and January 1 , 2009 through 
December 3 1 , 2009, for the Predecessor: 

4 (1) 32 

$ 355 $ 316 $ 83 
-& 

Successor 
201 0 

Other Postretirement Benefits 

Predecessor Successor Predecessor 
2010 2009 2010 201 0 2009 

84 

1 

I 

80 $ 75 
1 2 
4 4 

$ 219 $ 183 $ 20 
20 41 - 
13 13 2 

(14) (18) (1) 

(I) - 

$ 237 $ 219 $ 21 

3 4 

,$ 84 $ 80 
- *  

$ 17 $ 12 
1 3 
6 7 

$ 20 $ 17 
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Amounts Recognized in the Balance Sheets 

Successor 
2010 

Transition obligation $ - $  
Prior service cost 3 
Accumulated loss (gain) 114 
Total regulatory assets and 

liabilities $ 117 

The following tables provide the amounts recognized in the Balance Sheets and information for plans 
with benefit obligations in excess of plan assets plans for November 1 , 201 0 through December 3 1 , 
201 0, for the Successor, and for January I , 201 0 through October 3 1 , 20 10, and January 1 , 2009 through 
December 3 1 , 2009, for the Predecessor: 

Predecessor 
2010 2009 

- $  - 
4 5 

121 I00 

$ 125 $ 105 

Pension Benefits 
Successor Predecessor 

Successor 
2010 

$ 2 $  

Other Postretirement Benefits 

Predecessor 
2010 2009 

2 $  3 

Successor Predecessor 
2010 I 2010 2009 

Regulatory assets 

Accrued benefit liability 
- - Regulatory liabilities (10) 

(non-current) (1 13) (1 18) (97) (62) 

Amounts recognized in regulatory assets and liabilities for November 1, 201 0 through December 3 1 , 
20 I 0, for the Successor, and for January 1 , 201 0 through October 3 1 , 2 0  10, and January 1 , 2009 through 
December 3 1 , 2009, for the Predecessor: 

Other postretirement Benefits 

Additional information for plans with accumulated benefit obligations in excess of plan assets for 
November 1,201 0 through December 3 1,2010, for the Successor, and for January 1,2010 through 
October 3 1,201 0, and January 1,2009 through December 3 I , 2009, for the Predecessor: 

Pension Benefits Other postretirement Benefits 
Successor Predecessor Successor Predecessor 

Benefit obligation 
Accumulated benefit obligation 
Fair value of plan assets 237 
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The amounts recognized in regulatory assets and liabilities for November 1,2010 through December 31, 
201 0, for the Successor, and for January 1,201 0 through October 3 1,201 0, and January 1,2009 through 
December 3 1, 2009, for the Predecessor: 

Successor 
November 1,201 0 

through December 3 1, 20 10 

Net (gain) loss arising during 

Amortization of prior service 

Amortization of transitional 

Amortization of loss 
Total amounts recognized in 

regulatory assets 
and liabilities 

the period 

cost 

obligation 

Predecessor 
January 1,20 10 

through October 3 I ,  2010 

Per 
Successor 

2010 

(2) 

;ion Benefits Other Postretirement Benefits 
Predecessor Predecessor Successor 

2010 2009 

$ 26 $ (22) $ 

For discussion of the pension and postretirement regulatory assets, see Note 3, Rates and Regulatory 
Matters. 

Service cost $ 1 $  1 
Interest cost 3 2 
Expected return 

Amortization of 

Amortization of 

Net periodic 

on plan assets (3) (1) 

prior service cost 

actuarial gain 2 

benefit cost $ 3 $  2 

ServccJ 
Allocation 

KU to KU Total KU 

$ 2 
5 

(4) 

- 

2 

$ 5 

KU 

$ 5 
16 

(14) 

1 

5 

,$ 13 

Servco 
Allocation to 

KU Total KU 

$ 5 $  10 
6 22 

1 2 

2 7 

$ 9 $  22 
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Pension Benefits 
Predecessor - Year Ended 

December 3 1.2009 
Predecessor - Year Ended 

December 3 1 2008 
Seivco 

Allocation to 
Servco 

Allocation 
to KU 

$ 5 
7 

KU 
Service cost $ 6 
Interest cost 18 
Expected return 

Amortization of 

Amortization of 

Net periodic 

on plan assets (15) 

prior service cost 1 

actuarial gain 9 

benefit cost $ 19 

Total KU 

$ 1 1  
25 

KU 
$ 6 

18 

KU 
$ 4 

6 

Total KU 
$ 10 

24 

(4) (5) (26) 

2 1 2 1 1 

2 11  

$ 11 $ 30 $ 4 $ 6 $ 10 

Other Postreti 
Successor 

November 1 201 0 
through December 3 1 20 10 

:ment Benefits 
Predecessor 

January 1 20 10 
through October 3 1, 201 0 

Servco 
Allocation to 

KU KU Total KU 

$ 1 $  1 $  2 
4 - 4 

Servco 
Allocation 

to KU Total KU 

1 
$ - $  

KU 

Service cost $ - 
Interest cost 1 
Expected return 

on plan assets - 
Amortization of 

transition 
obligation - 

Net periodic 
benefit cost $ 1 

1 - 1 

$ 5, ,$ 1, $ 6 
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Other Postretirement Benefits 
Predecessor - Year Ended 

December 3 1 , 2009 
Predecessor Year Ended 

December 3 1 , 2008 
Servco Servco 

Allocation Allocation to 
KU to KU Total KU KU KU Total KU 

1 $  l $  2 $  I $  l $  2 
5 5 - 5 

Service cost $ 
Interest cost 5 
Expected return 

Amortization of 
on plan assets (1) (1) (1) (1) 

obligation 1 - 1 1 - 1 

benefit cost $ 6 $  1 $  7 $  6 $  l $  7 

transition 

Net periodic 

The estimated amounts that will be amortized from regulatory assets and liabilities into net periodic 
benefit cost in 201 1 are shown in the following table: 

Other 
Postretirement 

Pension Benefits Benefits 
Regulatory assets and liabilities: 
Net actuarial loss $ S $  
Prior service cost 1 I 
Transition obligation - I 
Total regulatory assets and liabilities amortized 

during 20 1 1 $ 9 $  2 

The weighted average assumptions used in the measurement of KU’s pension and postretirement benefit 
obligations for November 1 , 201 0 through December 3 1 20 10, for the Successor, and for January 1 , 
20 1 0 through October 3 1,20 1 0, and January 1 2009 through December 3 1 , 2009, for the Predecessor 
are shown in the  following table: 

Successor 
December 3 1 , 20 10 

Discount rate - pension benefits 5.52% 
Discount rate - postretirement 

benefits 5.12% 
Rate of compensation increase 5.25% 

Predecessor 
October 3 1 20 10 December 3 1 , 2009 

5.46% 6.13% 

4.96% 5.82% 
5.25% 5.25% 

For the first ten months of 2010, the discount rates used to determine the pension and postretirement 
benefit obligations and the period expense were determined using the Mercer Pension Discount Yield 
Curve. This model takes the plans’ cash flows and matches them to a yield curve that provides the 
equivalent yields on zero-coupon corporate bonds for each maturity. The discount rate is the single rate 
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that produces the same present value of cash flows. The selection of the various discount rates represents 
the equivalent single rate under a broad-market AA yield curve constructed by Mercer. 

For the last two months of 2010, the Towers Watson Yield Curve was used to determine the discount 
rate. This model also starts with an analysis of the expected benefit payment stream for its plans. This 
information is first matched against a spot-rate yield curve. A portfolio of Aa-graded non-callable (or 
callable with inal<e-whole provisions) bonds, with a total amount outstanding in excess of $667 billion, 
serves as the base from which those with the lowest and highest yields are eliininated to develop the 
ultimate yield curve. The results of this analysis are considered together with other economic data and 
rnovements in various bond indices to determine the discount rate assumption. 

The weighted average assumptions used in the measurement of KIJ's pension and postretirement net 
periodic benefit costs for November 1 , 201 0 through December 3 1 , 20 10, for the Successor, and for 
January 1,20 10 through October 3 1 , 20 10, and January 1,2009 through December 3 1 , 2009, for the 
Predecessor are shown in the following table: 

Successor 
2010 

Discount rate - Postretirement 4.94% 
Expected long-term return on plan assets 7.25% 
Rate of compensation increase 5.25% 

Discount rate - pension 5.45% 

Predecessor 
2010 2009 2008 

5.46% 6.25% 6.66% 
5.82% 6.36% 6.56% 
7.75% 8.25% 8.25% 
5.25% 5.25% 5.25% 

To develop the expected long-term rate of return on assets assumption, KU considered the current level 
of expected returns on risk free investments (primarily government bonds), the historical level of the risk 
premium associated with the other asset classes in which the portfolio is invested and the expectations 
for future returns of each asset class. The expected return for each asset class was then weighted based 
on the current asset allocation to develop the expected long-term rate of return on assets assumption for 
the portfolio. The Company has determined that the 201 1 expected long-term rate of return on assets 
assumption should be 7.25%. 

The following describes the effects on pension benefits by changing the major actuarial assumptions 
discussed above: 

e A 1% change in the assumed discount rate would have a $39 million positive or negative 
impact to the 201 0 accumulated benefit obligation and an approximate $5 1 million positive or 
negative impact to the 201 0 projected benefit obligation. 
A 25 basis point change in the expected rate of return on assets would have resulted in less 
than a $1 million positive or negative impact to 2010 pension expense. 
A 25 basis point increase in the rate of compensation increase would have a $3 million 
negative impact to the 201 0 projected benefit obligation. 

0 

0 

Assuined Health Care Cost Trend Rates 

For measurement purposes, an 8% annual increase in the per capita cost of covered health care benefits 
was assumed for the first ten months of 2010. The rate was assumed to decrease gradually to 4.5% by 
2029 arid remain at that level thereafter. For the last two months of 20 10, an 8% annual increase in the 

104 



per capita cost of covered health care benefits was assumed and the rate was assumed to decrease 
gradually to 5.5% by 2019. For 201 1, a 9% annual increase in the per capita cost of covered health care 
benefits is assumed and the rate is assumed to decrease gradually to 5.5% by 201 9. This change in the 
length of the health care trend was made to conforin to PPL,’s accounting policies. 

Target Successor 
Ranrre 201 0 

Equity securities 45% - 75% 5 6% 
Debt securities 30% - 50% 24% 
Other 0% - 10% 20% 

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care 
plans. A 1 % change in assumed health care cost trend rates would have resulted in an increase or 
decrease of less than $1 million to the 2010 total of service and interest costs components and an 
increase or decrease of $4 million in year end 2010 postretirement benefit obligations. 

Predecessor 
2009 

59% 
40% 

1% 

Expected Future BeneJit Payinelits and Medicare Subsidy Recekts 

The following list provides the amount of expected future benefit payments, which reflect expected 
fiiture service costs and the estimated gross amount of Medicare subsidy receipts: 

201 1 
2012 
2013 
2014 
2015 
20 16-2020 

Other Medicare 
Postretirement SLI bsi d y 

Pension Benefits Benefits Receipts 
$ 18 $ 6 $  1 

18 6 - 
18 6 1 
18 7 
18 7 1 

106 36 3 

Plan Assets 

Totals 100% I, 100% 

The investment policy of the pension plans was developed in conjunction with financial and actuarial 
consultants, investment advisors and legal counsel. The goal of the investment policy is to preserve the 
capital of the pension plans’ assets arid maximize investment earnings in excess of inflation with 
acceptable levels of volatility. The return objective is to exceed the benchmark return for the policy 
index comprised of the following: Russell 3000 Index, MSCI-EAFE Index, Barclays Capital Aggregate 
and Barclays Capital US. Long GovernmentKredit Bond Index in proportions equal to the targeted 
asset al location. 

Evaluation of performance focuses on a long-term investment time horizon over rolling three and five- 
year periods. The assets of the pension plans are broadly diversified within different asset classes 
(equities, fixed income securities and cash equivalents). 
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To triinirnize the risk of large losses in a single asset class, no inore than 5% of the portfolio will be 
invested in the securities of any one issuer with the exclusion of the 1J.S. government and its agencies. 
The equity portion of the fund is diversified among the market’s various subsections to diversify risk, 
maximize returns and avoid iindiie exposure to any single economic sector, industry group or individual 
security. The equity siibsectors include, but are not limited to, growth, value, sinall capitalization and 
international. 

In addition, the overall fixed income portfolio may have an average weighted duration, or interest rate 
sensitivity which is within +/- 20% of the duration of the overall fixed income benchmark. Foreign 
bonds in the aggregate shall not exceed 10% of  the total fund. The portfolio may include a limited 
investment of up to 20% in below investment grade securities provided that the overall average portfolio 
quality remains “AA” or better. The below investment grade securities include, but are not limited to, 
medi un-term notes, corporate debt, non-dollar and  emerging market debt and asset backed securities. 
The cash investments should be in securities that are either short maturities (not to exceed 180 days) or 
readily marketable with modest risk. 

Derivative securities are permitted only to improve the portfolio’s riskheturn profile, to modify the 
portfolio’s duration or to reduce transaction costs and must be used in conjunction with underlying 
physical assets in the portfolio. Derivative securities that involve speculation, leverage, interest rate 
anticipation, or any undue risk whatsoever are not deemed appropriate investments. 

The investtnent objective for the postretirement benefit plan is to provide current income consistent with 
stability of principal and liq~tidity while maintaining a stable net asset value of $1.00 per share. The 
postretirement f h d s  are invested in a prime cash money market fund that invests primarily in a portfolio 
of short-term, highquality fixed income securities issued by banks, corporations and the U.S. 
government. 

KU has classified plan assets that are accounted for at fair value into the three levels of the fair value 
hierarchy, as defined by the fair value measurements and disclosures guidance of the FASB ASC. See 
Note 6, Fair Value Measurements, for further information. 

A financial instrument’s level within the fair value hierarchy is based on the lowest level of any input 
that is significant to the fair value measurement. Valuation techniques used need to maximize the use of 
observable inputs and minimize the use of unobservable inputs. 

A description of the valuation methodologies used to measure plan assets at fair value is provided 
below: 

Money niarketfirnds: These investments are public investment vehicles valued using $ 1 for the 
net asset value. The money market fiinds are classified within level 2 of the valuation hierarchy. 

Comn~oi~/collective trzists: Valued based on the beginning of year value of the plan’s interests in 
the trust plus actual contributions and allocated investment income (loss) less actual distributions 
and allocated administrative expenses. Quoted market prices are used to value investments in the 
trust, with the exception of the GAC. The fair value of certain other investments for which 
quoted market prices are not available are valued based on yields currently available on 
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comparable securities of issuers with similar credit ratings. The cominon/collective trusts are 
classified within level 2 of the valuation hierarchy. 

Successor 
Level 2 Level 3 

Money market funds $ 2 $  
Common/collective trusts 21.3 
John Hancoclc - GAC - 47 
Total investments at fair value $ 215 $ 47 

The preceding methods described may produce a fair value that may not be indicative of net realizable 
value or reflective of fbtiire fair values. Furtherinore, although the Company believes its valuation 
methods are appropriate and consistent with other market participants, the use of different 
niethodologies or assumptions to determine the fair value of  certain financial instruments could result in 
a different fair value measurement at the reporting date. 

Predecessor 
Level 2 Level 3 

- $  2 $  
I86 - 

$ 188 $ 

Prior to the acquisition, the GAC was considered an iinmediate participation guarantee contract which 
was not included in the fair value table. In accordance with the plan accounting guidance of the FASB 
ASC, the cost incurred to purchase the GAC prior to March 20, 1992, was permitted to be carried at 
contract value, since it is a contract with an insurance company and prior to the acquisition it was 
excluded from the table above. The cost incurred to fiind the GAC after March 20, 1992, was carried at 
contract value in accordance with the plan accounting guidance of the FASB ASC, since it was a 
contract that incorporates mortality and morbidity risk. Contract value represents cost plus interest 
income less distributions for benefits and administrative expenses. To conform to PPL’s accounting 
methods, the John Hancoclc GAC was classified in the fair value table as a level 3 and as “other” rather 
than “debt seciirities” in the asset allocation table for the period ended December 3 1 , 20 10. 

The following table sets forth a reconciliation of changes in  the fair value of the plan’s level 3 assets for 
the following period: 

Successor 
Balance at November 1, 20 10 
Purchases 
Transfers into level 3 
Balance at December 31,2010 

$ - 
1 

46 
$ 47 

There are no assets categorized as level I as of December 3 1 , 20 I O  and December 3 1,2009. 

Coritributions 

KIJ rriade discretionary contributions to the pension plan of $13 million in 2010 and 2009. Servco made 
$9 inillion and  $8 inillion in discretionary contributions to  its pension plan in 201 0 and 2009, 
respectively. The amount of future contributions to the pension plan will depend upon the actual return 
on plan assets and other factors, but the Company fimds its pension obligations in a manner consistent 
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with the Pension Protection Act of 2006. The Company made contributions totaling $43 inillion in 
January 20 1 1 .See Note 1 8, Subsequent Events, for fiirther information. 

The Company made contributions to its other postretirement benefit plan of $8 inillion in 2010 and $7 
inillion in 2009. In 201 1, the Company anticipates inalting voliintary contributions to fiind Voluntary 
Employee Beneficiary Association trusts to match the annual postretirement expense and funding the 
401(h) plan up to the maximum amount allowed by law. 

Pension Legislation 

The Pension Protection Act of 2006 was enacted in August 2006. New rules regarding funding of 
defined benefit plans are generally effective for plan years beginning in 2008. Among other matters, this 
comprehensive legislation contains provisions applicable to defined benefit plans which generally (i) 
inandate fiill fiinding of current liabilities within seven years; (ii) increase tax-deduction levels regarding 
contributions; (iii) revise certain actuarial assumptions, such as mortality tables and discount rates; and 
(iv) raise federal insurance premiums and other fees for under-fiinded and distressed plans. The 
legislation also contains a number of provisions relating to defined-contribution plans and qualified and 
non-qualified executive pension plans and other matters. The Company’s plan met the minimum funding 
requirements as defined by the Pension Protection Act of 2006 for years ended December 3 I ,  201 0 and 
2009. 

Thrift Savings Plans 

K U  has a thrift savings plan tinder section 401(k) of the Internal Revenue Code. Under the plan, eligible 
employees may defer and contribute to the plan a portion of current compensation in order to provide future 
retirement benefits. KIJ makes contributions to the plan by matching a portion of the employees’ 
contributions. The costs of this matching were $3 million in 2010,2009 and 2008. 

KU also makes contributions to RIAs within the thrift savings plans for certain employees not covered 
by the non-contributory defined benefit pension plan. These employees consist of those hired after 
December 3 1,200.5. The Company makes these contributions based on years of service and the 
employees’ wage and salary levels, and makes them in addition to the matching contributions discussed 
above. The amounts contributed by the Company under this arrangement were less than $1 million in 
2010,2009 and 2008. 

Health Care Reform 

In March 20 10, Health Care Reform (the Patient Protection and Affordable Care Act of 201 0) was 
signed into law. Many provisions of Health Care Reform do not take effect for an extended period of 
time and many aspects of the law which are currently unclear or undefined will likely be clarified in 
fiiture regulations. 

During 2010, KU recorded an income tax expense of less than $1 million to recognize the impact of the 
elimination of the tax deduction related to the Medicare Retiree Drug Subsidy that becomes effective in 
2013. 
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Specific provisions within Health Care Reform that may impact KU include: 

a 

8 

Beginning in 201 1 , requirements extend dependent coverage up to age 26, remove the $2 million 
lifetime maximum and eliminate cost sharing for certain preventative care procedures. 
Beginning in 201 8, a potential excise tax is expected on high-cost plans providing health 
coverage that exceeds certain thresholds. 

The Company has evaluated these provisions of Health Care Reform on its benefit programs in 
consultation with its actuarial consultants and has determined that the excise tax will not have an impact 
on its postretirement medical plans. The requirement to extend dependent coverage up to age 26 is not 
expected to have a significant impact on active or retiree medical costs. The Company will continue to 
monitor the potential impact of any changes to the existing provisions and implementation guidance 
related to Health Care Reform on its benefit programs. 

Note 10 - Income Taxes 

KU’s federal income tax return is included in a United States consolidated income tax return filed by 
LKE’s direct parent. Prior to October 3 1 , 201 0 the return was included in the consolidated return of 
E.ON US Investments Corp. Due to the acquisition by PPL, the return will be included in the 
consolidated PPL return beginning November 1, 2010, for each tax period. Each subsidiary of the 
consolidated tax group, including KU, calculates its separate income tax for each period. The resulting 
separate-return tax cost or benefit is paid to or received fiom the parent company or its designee. The 
Company also files income tax returns in various state jurisdictions. While 2007 and later years are open 
under the federal statute of limitations, Revenue Agent Reports for 2007-2008 have been received from 
the IRS, effectively closing these years to additional audit adjustments. Tax years beginning with 2007 
were examined under an IRS program, Compliance Assurance Process (“CAP”). This program 
accelerates the IRS’s review to begin during the year applicable to the return and ends 90 days after the 
return is filed. KlJ had no adjustments for the 2007 federal tax return. For 2008, the IRS allowed 
additional deductions in connection with the Company’s application for a change in repair deductions 
and disallowed certain bonus depreciation claimed on the original return. The net temporary tax impact 
for the Company was a $1 2 million reduction in tax and was recorded in the second quarter of 201 0. The 
2009 federal return was filed in the third quarter of 2010 and the IRS issued a Partial Acceptance Letter 
in connection with CAP. The IRS is continuing to review bonus depreciation, storms and other repairs. 
No net rnaterial adverse impact is expected from these remaining areas. The short tax year beginning 
January 1 , 201 0 through October 3 1, 201 0, is also being examined under CAP. No material items have 
been raised by the IRS at this time. The two month period beginning November 1,2010 and ending 
December 3 1 , 201 0 is not currently under examination. 

Additions and reductions of uncertain tax positions during 2010, 2009 and 2008 were less than $1 
million. Possible amounts of uncertain tax positions for KU that may decrease within the next 12 months 
total less than $1 million and are based on the expiration of the audit periods as defined in the statutes. If 
recognized, the less than $1 inillion of unrecognized tax benefits would reduce the effective income tax 
rate. 

The amount KU recognized as interest expense and interest accrued related to unrecognized tax benefits 
was less than $1 inillion for the twelve month periods ended and as of December 31, 2010,2009 and 
2008. The interest expense and interest accrued is based on IRS and Kentucky Department of Revenue 
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large corporate interest rates for underpayment of taxes. At the date of adoption, the Company accrued 
less than $1 million in interest expense on uncertain tax positions. KU records the interest as “Interest 
expense” and penalties, if any, as “Operating expenses” on the Statements of Income and “Other current 
liabilities” on the Balance Sheets, on a pre-tax basis. No penalties were accrued by the Company 
through December 3 1, 201 0. 

Successor 
November 1 , 20  10 

through 
December 3 I , 201 0 

Components of income tax expense are shown in the table below: 

Predecessor 
January 1 , 201 0 

through December 3 1, 
October 3 1,20 10 2009 2008 

Year Ended 

Current: 
Federal 
State 

Federal - net 
State - net 

Deferred: 

Investment tax credit - 

$ 13 
3 

4 

deferred - 
- 

Total income tax expense $ 20, I .S; 78, 3 67t $ 68 

In June 2006, KU and LG&E filed ajoint application with the U.S. Department of Energy (“DOE”) 
requesting certification to be eligible for an investment tax credit applicable to the construction ofTC2. 
In November 2006, the DOE and the IRS announced that KU and LG&E were selected to  receive the 
tax credit. A final IRS certification required to  obtain the investment tax credit was received in August 
2007. In September 2007, KU received an Order from the Kentucky Commission approving the 
accorinting of the investinerit tax credit, which includes a full depreciation basis adjustment for the 
amount of the credit. KU’s portion of the TC2 tax credit is approximately $101 million. Based on 
eligible construction expenditures incurred, KU recorded an investment tax credit of $2 1 million and 
$25 inillion in 2009 and 2008, respectively, decreasing current federal income taxes. As of December 
3 1 , 2009, KU had recorded its inaxiiniiin credit of $101 million. The income tax expense impact from 
amortizing this credit over the life of the related property began when the facility was placed in service 
in January 201 1. 

In March 2008, certain environmental and preservation groups filed suit in federal court in North 
Carolina against the DOE and IRS clainiing the investment tax credit program was in violation of certain 
environmental laws and demanded relief, including suspension or termination of the program. The 
plaintiffs voluntarily dismissed their coinplaint in August 201 0. 
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Components of deferred income taxes included in the Balance Sheets are shown below: 

Deferred income tax liabilities: 
Depreciation and other plant-related items 
Regulatory assets and other 

Total deferred income tax liabilities 

Deferred income tax assets: 
Regulatory liabilities and other 
Income taxes due to customers 
Pensions and related benefits 
Liabilities and other 

Total deferred income tax assets 
Net deferred income tax liabilities 

Balance sheet classification: 
Prepayments and other current assets 
Deferred income taxes (non-current) 

Net deferred income tax liabilities 

Successor 
December 3 1, 

2010 

$ 347 
133 
480 

80 
2 
9 

19 
1 I O  

$ 370 

$ ( 6 )  
3 76 

$ 3 70 

Predecessor 
December 3 1, 

2009 

$ 303 
69 

3 72 

4 
17 
18 
39 

333 

$ (3) 
336 

$ -  333 

The Company expects to have adequate levels of taxable income to realize its recorded deferred income 
tax assets. 



A reconciliation of differences between the income tax expense at the statutory U.S. federal income tax 
rate and KIJ’s actual income tax expense follows: 

Successor 
November I ,  201 6- 

through 
December 3 1,20 10 

Statutory federal 
income tax expense 

State income taxes - 
net of federal benefit 

Qualified production 
activities deduction 

Dividends received 
deduction related to 
EEI investment 

Reversal of excess 
deferred taxes 

Other differences - net 
Income tax expense 

Effective income tax rate 3 6.4% 

Predecessor 
January 1, 20 10 Year Ended 

through December 3 1, 
October 3 1,20  10 2009 2008 

$ 77 $ 70 $ 79 

8 5 5 

35.8% 33.5% 30.1 yo 

The Tax Relief, Unemployment Reauthorization and Job Creation Act of 201 0, enacted December 17, 
201 0 provided, among other provisions, certain incentives related to bonus depreciation and 100% 
expensing of qualifying capital expenditures. KIJ benefited from these new provisions by reducing its 
2010 current federal income tax expense. This reduction in federal taxable income for KU does, 
however, result in a reduction of KU’s Section I99 Manufacturing deduction, which is based on 
maniifacturing taxable income and correspondingly increases income tax expense. The impact froin 
these changes on 20 I O  was not material; however, KU anticipates a significant reduction of taxable 
income in 201 1 and 20 12 and a corresponding loss of most, if not all, of the Section 199 Manufacturing 
deduction for the following two years. 
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Note 11 - Long-Term Debt 

As summarized below, at December 3 1 ,  201 0, long-tern1 debt consisted of first mortgage bonds and 
secured pollution control bonds. A t  December 3 1 , 2009, long-term debt arid the current portion of long- 
term debt consisted primarily of pollution control bonds and long-term loans froin affiliated companies. 

Successor 
2010 

Current portion of long-term debt to affiliates $ 
Long-term debt to affiliated companies 
Secured first mortgage bonds, net of debt discount and ainortization 

of debt discount 1,500 
Pollution control revenue bonds, collateralized by first mortgage bonds 
Fair value ad~justinent froin purchase accounting 
IJnainort ized discount (1 1) 

3s 1 
1 

Total long-term debt 1,841 
Less current portion 

Long-term debt, excluding current portion 

Successor 
Outstanding at December 3 1 , 201 0: 

Current portion 
Non-current portion 

Predecessor 
Outstanding at December 3 1,2009: 

Current portion 
Non-current portion 

Predecessor 
2009 

$ 33 
1,298 

3s 1 

- 
1,682 

26 1 
$ 1,841 - I  $ 1,42 1 

Debt 
Stated Interest Rates Maturities Amounts 

NIA NIA $ - 
Variable - 6.00% 201 5-2040 1,841 

Variable - 4.240% 201 0-2034 $ 26 1 
Variable - 7.035% 201 1-2037 1,421 

As of December 31, 2009, long-term debt includes $228 million of pollution control bonds that were 
classified as current portion because these bonds are subject to tender for purchase at the option of the 
holder and to mandatory tender for purchase upon the occurrence of certain events. These bonds include 
Carroll County 2002 Series A and B, 2004 Series A, 2006 Series B arid 2008 Series A; Muhlenberg 
County 2002 Series A; and Mercer County 2000 Series A and 2002 Series A. Maturity dates for these 
bonds range from 2023 to 2034. As of December 3 1, 2009, the bonds were classified as current portion 
of long-term debt because investors could put the bonds back to the Company within one year. As of 
December 3 1, 201 0, the bonds were reclassified as long-term debt. See Note 1 , Summary of Significant 
Accounting Policies, for changes in classification. 

Pollution control bonds are obligations of KU issued in connection with tax-exempt pollution control 
bonds by various counties in Kentucky. A loan agreement obligates the Company to make debt service 
payments to the counties in  ainounts equal to the debt service due froin the counties on the related 
pollution control bonds. Depending on the type of expense, the Successor capitalized debt expenses in 
long-term other regulatory assets or long-term other assets to align with the term of the debt for which the 
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expenses were related. The Predecessor capitalized debt expenses in current or long-term other regulatory 
assets or other current or long-term other assets based on the amount of expense expected to  be recovered 
within the next year through rate recovery. Both Predecessor and Successor amortized debt expenses over 
the  lives of the related bond issues. The Predecessor presentation and the Successor presentation are 
bot11 appropriate iinder regulatory practices and GAAP. 

I n  October 201 0, in order to secure their respective obligations with respect to the pollution control 
bonds, KU issued first mortgage bonds to the pollution control bond trustees. KU’s first mortgage bonds 
contain terms and conditions that are substantially parallel to the t e r m  and conditions of the counties’ 
debt, but provide that obligations are deemed satisfied to the extent of payments under the related loan 
agreement, and thus generally require no separate payment of principal and interest except under certain 
circumstances, including should KLJ default on the respective loan agreement. Also in October 201 0, 
one  national rating agency revised downward the short-term credit rating of the pollution control bonds 
and  the Company’s issuer rating as a result of the pending acquisition by PPL,. 

Several series of KU’s pollution control bonds are insured by monoline bond insurers whose ratings 
have been reduced due to exposures relating to  insurance of sub-prime mortgages. At December 3 1, 
20 10, KU had an aggregate $3.5 1 million of outstanding pollution control indebtedness, of which $96 
inillion is in the form of insured auction rate securities wherein interest rates are reset every 35 days via 
a n  auction process. Beginning in late 2007, the interest rates on these insured bonds began to increase 
d u e  to investor concerns about the creditworthiness of the bond insurers. Since 2008, interest rates 
increased and the Company experienced “failed auctions” when there were insufficient bids for the 
bonds. When a failed auction occurs, the interest rate is set pursuant to a formula stipulated in the 
indenture. 

The  average annualized interest rates on the auction rate bonds follow: 

Successor 
November I ,  2010 

through 
December 3 1.201 0 

0.53% 

Predecessor 
January 1, 201 0 

through 
October 3 1,20 10 December 3 1,2009 

0.5 1 Yo 0.44% 

The  instriiments governing this auction rate bond permit K U  to convert the bond to other interest rate 
modes, such as various short-term variable rates, long-term fixed rates or intermediate-term fixed rates 
that are reset infrequently. 

As a result of downgrades of the inonoline insurers by all of the rating agencies to levels below that of 
the Company’s rating, the debt ratings of the Company’s insured bonds are all based on the Company’s 
senior secured debt rating and are not influenced by the inonoline bond insurer ratings. 

In connection with the PPL acquisition, on November 1,2010, K U  borrowed $1,331 inillion from a PPL 
subsidiary, in order to repay loans from a subsidiary of E.ON. KU used the net proceeds received from 
the sale of the first mortgage bonds to repay the debt owed to the PPL, subsidiary arising from the 
borrowing. 
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In November 2010, KU issued first mortgage bonds totaling $1,500 million and used the proceeds to 
repay the loans fioin a PPL subsidiary mentioned above and for general corporate purposes. The first 
mortgage bonds were issued at a discount as described in the table below: 

First Mortgage 
Bonds 

First Mortgage Bonds Principal Discount Price Proceeds (a) 
Series due 20 15 $ 250 9 9.65 0% $ 249 
Series due 2020 500 99.622% 498 
Series due 2040 75 0 98.91 5% 742 
Total $ 1,500 $ 1,489 , 

(a) Before expenses other than discount to Purchaser 

The first mortgage bonds were issued by KLJ in accordance with the rules of Section 144A of the 
Securities Act  of 1933. KU has entered into a registration rights agreement in which it has agreed to file 
a registration statement with the SEC relating to an offer to exchange the first mortgage bonds for 
publicly tradable securities having substantially identical terms. If ultimate registration and/or certain 
milestones are not completed by certain dates in mid- and late 201 1, the Company has agreed to pay 
liquidated damages to the bondholders. The liquidated damages would total 0.25% per annuin of the 
principal aino~int of the bonds for the first 90 days and 0.50% per annum of the principal amount 
thereafter irntil the conditions described above have been cured. 

There were no redemptions or maturities of long-term debt for 2009. Redemptions and maturities of 
long-term debt for 201 0 are suminarized below: 

Principal Secured/ 
Year Description Amount Rate Unsecured Maturity 
Successor 

201 0 Due  to PPL Investment Corp. $ 1,33 1 4.24%-7.035% Unsecured 201 0-2037 
2010 D u e  to E.ON affiliates 1,33 1 4.24%-7.035% Unsecured 201 0-2037 

Issuances of long-term debt for 201 0 and 2009 are surninarized below: 

Principal Securedl 
Year Description Amount Rate Unsecured Maturity 
Successor 
201 0 Due to PPL, Investment Corp. $ 1,33 1 4.24%-7.035% IJnsecured 2010-2037 
201 0 First mortgage bonds 250 1.625% Secured 201s 
2010 First mortgage bonds 500 3.25% Secured 2020 
201 0 First mortgage bonds 750 5.125% Secured 2040 

Predecessor 
2009 D u e  to E.ON affiliates 
2009 D u e  to E.ON affiliates 
2009 Due to E.ON affiliates 

50 4.445% LJnsecured 2019 
50 4.8 1 Yo Unsecured 2019 
50 5.28% Unsecured 201 7 
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As of December 3 I , 20 1 0, all of the Company’s long-term debt is secured by a first mortgage lien on 
substantially all of the real and tangible personal property ofthe Company located in Kentucky. 

Long-term debt maturities for KU are shown in the following table: 

201 1 $ - 
2012 - 
2013 - 
2014 - 
2015 250 

Thereafter 1,60 1 
$ 1,851 

KU was in  compliance with all debt covenants at December 3 I ,  20 10. 

See Note 1 , Summary of Significant Accounting Policies, for certain debt refinancing and associated 
transactions completed by KU in connection with the PPL acquisition, Note 2, Acquisition by PPL, for 
the ad.justment made to  the pollution control bonds to reflect fair value and Note 15, Related Party 
Transactions, for long-term debt payable to affiliates. 

Note 12 - Notes Payable and Other Short-Term Qbligations 

Intercompany Revolving Line of Credit 

KU participates i n  an intercompany money pool agreement wherein LKE and/or L,G&E make funds 
available to KU at market-based rates (based on highly rated commercial paper issues) of up to $400 
million. Details of the balances are as follows: 

Total Money Amount Balance Average 
Pool Available Outstanding Available Interest Rate 

December 3 1 , 20 I O ,  Successor $ 400 $ 1 0  $ 390 0.25% 
December 3 1,2009, Predecessor 400 45 355 0.20% 

LKE maintains revolving credit facilities totaling $300 million at  December 31, 2010 and $313 inillion 
at December 3 1, 2009, to ensure funding availability for the money pool. At December 3 1 , 2010, the 
LKE facility is with PPL Investment Corp. LKE pays PPL Investment Corp. an annual commitment fee 
based on the Utilities’ current bond ratings on the unused portion of the commitment. At December 31, 
2009, one facility, totaling $1 50 million, was with E.ON North America, Inc., while the remaining line, 
totaling $1 63 million, was with Fidelia, both affiliated companies of E.ON. The balances are as follows: 

Total Ainount Balance Average 
Available Outstanding Available Interest Rate 

December 3 1,20 1 0, Successor $ 300 $ - $ 300 N/A 
December 3 I , 2009, Predecessor 313 276 37 I .25% 
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Bank Revolving Line of Credit 

As of December 3 1, 201 0, the Company maintained a $400 million revolving line of credit with a group 
of banks maturing in December 20 14. The revolving line of credit allows KU to issue letters of credit or 
borrow funds LIP to $400 million. Outstanding letters of credit reduce the facility’s available borrowing 
capacity. The Company pays the banks an annual coininittnerit fee based on current bond ratings on the 
unused portion of the commitment. At December 3 1, 2010, there was no amount borrowed under this 
facility although letters of credit totaling $198 million have been issued under this facility. This credit 
agreement contains financial covenants requiring the borrower’s debt to total capitalization ratio to not 
exceed 70%, as calciilated pursuant to the credit agreement, and other customary covenants. 

A s  of December 31, 2009, the Company maintained a $35 million bilateral line of credit with an 
unaffiliated financial institution maturing in June 20 12. The Company paid the banks an annual 
coinmitinent fee on the unused portion of the cominitinent. At December 3 I ,  2009, there was no balance 
outstanding under this facility. This facility was terminated on November 1 ,  2010, in conjunction with 
the PPL acquisition. 

On December I ,  2010, KU replaced the letters of credit issued under prior letter ofcredit facilities with 
letters of credit of the same amount issued under the revolving line of credit. The four letter of credit 
facilities were subsequently terminated. 

KLJ was in cornpliarice with all line of credit coveriants at December 31, 201 0. 

See Note I ,  Siirnmary of Significant Accounting Policies, for certain debt refinancing and associated 
transactions completed by KLJ in connection with the PPL acquisition atid Note 15, Related Party 
Transactions, for long-term debt payable to affiliates. 

Note 13 - Commitments and Contingencies 

Operating Leases 

KU leases office space, office equipment, plant equipment, real estate, railcars, telecomniunications and 
vehicles and accounts for these leases as operating leases. In  addition, KU reirnbiirses LG&E for a 
portion of the lease expense paid by LG&E for KU’s usage of office space leased by LG&E. Total lease 
expense was $10 million, $10 million and $9 million for 2010, 2009 and 2008, respectively. The firture 
miniinuin annual lease payments for operating leases for years subsequent to December 3 1,2010, are 
shown in the following table: 

201 1 $ 8 
2012 7 
2013 5 
2014 5 
201 5 3 

Thereafter 1 
$ 29 
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Owensboro Contract Litigation and Termination 

In May 2004, the City of Owensboro, Kentucky and OMU commenced a suit against KU concerning a 
long-term power supply contract (the “OMU Agreement”) with KU. In May 2009, KU and OMU 
executed a settlement agreement resolving the matter on a basis consistent with prior court rulings and 
K1J has received the agreed settlement amounts. Pursuant to the settlement’s operation, the OM1J 
Agreement terminated in May 2010. 

Sale and Leaseback Transaction 

The  Company is a participant in a sale and leaseback transaction involving its 62% interest in two 
joint ly  owned CTs at KU’s E.W. Brown generating station (1Jnits 6 and 7). Commencing in December 
1999, KU and LG&E entered into a tax-efficient, 18-year lease of the CTs. The Utilities have provided 
funds to fiilly defease the lease and have executed an irrevocable notice to exercise an early purchase 
option contained in the lease after 15.5 years. The firiancial statement treatment of this transaction is no 
different than if the IJtilities had retained its ownership interest. The leasing transaction was entered into 
following receipt of required state and federal regulatory approvals. At December 3 1 , 201 0, the Balance 
Sheets included these assets at a value of $65 million, which is reflected in “Regulated utility plant - 
electric.” 

In case of default under the lease, the Company is obligated to pay to the lessor its share of certain fees 
o r  amounts. Primary events of default include loss or destruction of the CTs, failure to insure or 
maintain the CTs and unwinding of the transaction due to governmental actions. No events of default 
currently exist with respect to the lease. Upon any termination of the lease, whether by default or 
expiration of its term, title to the CTs reverts jointly to KU and LG&E. 

At December 31, 2010, the maxirniim aggregate arnount of default fees or amounts was $7 inillion, of 
which KU would be responsible for 62% (approximately $4 million). The Company has made 
arrangements with LKE, via guarantee and regiilatory commitment, for LKE to pay its fiill portion of 
a n y  default fees or amounts. 

Letters of Credit 

KU has provided letters of credit as of December 3 1, 201 0 and 2009, for on-balance sheet obligations 
totaling $198 million to support bonds of $195 million and letters of credit for off-balance sheet 
obligations totaling less than $1 inillion to support certain obligations related to workers’ compensation. 

Coiiiinoditv Purchases 

0 VEC 

KU has a contract for power purchases with OVEC, terminating in 2026, for various Mw capacities. KIJ 
holds a 2.5% investment interest in OVEC with ten other electric utilities. KU is riot the primary 
beneficiary; therefore, the investment is not consolidated into the Company’s financial statements, but is 
recorded on the cost basis. OVEC is located in Pilteton, Ohio, and owns and operates two coal-fired 
power plants, Kyger Creek Station in Ohio, and Clifty Creek Station in Indiana. KLJ is contractually 
entitled to 2.5% of OVEC’s output, approximately 60 Mw of nameplate generation capacity. Pursuant to 
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the OVEC power purchase contract, the Company may be conditionally responsible for a 2.5% pro-rata 
share of certain obligations of OVEC under defined circumstances. These contingent liabilities may 
include unpaid OVEC indebtedness as well as shortfall amounts in certain excess decoininissioning 
costs and postretirement benefits other than pension. KT_]’s contingent potential proportionate share or 
OVEC’s December 3 1, 201 0 outstanding debt was $35 million. Future obligations for power purchases 
from OVEC are demand payinents, comprised of annual minimum debt service payments, as well as 
contractually required reimbursement of plant operating, maintenance and other expenses, and are 
shown in the following table: 

201 1 $ 9 
2012 10 
2013 10 
2014 10 
201s 10 

Thereafter 114 
$ 163 

Coal and Nalzrral Gas Transportation Pztrchase Obligations 

KU has contracts to purchase coal and natiiral gas transportation. Future obligations are shown in the 
following table: 

201 1 $ 439 
2012 200 
2013 144 
2014 93 
201s 91 

Thereafter 14 
$ 981 

Construction Program 

K1.I had approximately $1 16 million of cominitinents in connection with its construction program at 
December 3 1,20 10. 

In June 2006, KIJ entered into a construction contract regarding the TC2 project. The contract is 
generally in the form of a turnkey agreement for the design, engineering, procurement, construction, 
commissioning, testing and delivery of the project, according to designated specifications, terms and 
conditions. The contract price and its components are subject to a number of potential ad,justments 
which rnay serve to increase or decrease the ultimate construction price. During 2009 and 201 0, KU 
received several contractual notices from the TC2 construction contractor asserting historical force 
majeure and excusable event claims for a number of adjustments to the contract price, construction 
schedule, coniinercial operations date, liquidated damages or other relevant provisions. In September 
201 0, KTJ and the construction contractor agreed to a settlement to resolve the force majeure and 
excusable event claims occurring through JUIY 20 10, under the TC2 construction contract, which 
settlement provided for a limited, negotiated extension of the contractual commercial operations date 
andlor relief from liquidated damage calculations. With limited exceptions the Company took care, 
custody and control of TC2 on January 22,201 1, and has dispatched the unit to meet customer demand 
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since that date. KU and the contractor agreed to a further amendment of the construction agreement 
whereby the contractor will complete certain actions relating to identifying and completing any 
necessary modifications to allow operation of TC2 on all fuels in accordance with initial specifications 
prior to certain dates, and amending the provisions relating to liquidated damages. K1.I cannot currently 
estimate the ultimate outcome of these matters. 

TC2 Air Permit 

The Sierra Club and other environmental groups filed a petition challenging the air perinit issued for the 
TC2 baseload generating unit which was issued by the KDAQ in November 200.5. In September 2007, 
the Secretary of the Kentucky Environmental and Public Protection Cabinet issued a final Order 
upholding the permit. The environmental groups petitioned the EPA to object to the state permit and 
subsequent permit revisions. I n  determinations made i n  September 2008 and June 2009, the EPA 
rejected most of the environmental groups’ claims but identified three permit deficiencies which the 
KDAQ addressed by revising the permit. I n  August 2009, the EPA issued an Order denying the 
reiiiaining clairns with the exception of two additional deficiencies which the KDAQ was directed to 
address. The EPA deterinined that the proposed permit subsequently issued by the KDAQ satisfied the 
conditions of the EPA Order although the agency recommended certain enhancements to the 
administrative record. In January 201 0, the KDAQ issued a final permit revision incorporating the 
proposed changes to  address the two EPA objections. In March 2010, the Sierra CIiib submitted a 
petition to the EPA to object to the permit revision, which is now pending before the EPA. The 
Company believes that the final permit as revised should not have a material adverse effect on its 
financial condition or results of operations. However, until the EPA issues a final ruling on the pending 
petition and all applicable appeals have been exhausted, the Company cannot predict the final outcome 
of this matter. 

Environmental Matters 

The Company’s operations are subject to a nuinber of environmental laws and regulations in each of the 
jurisdictions in which it operates governing, among other things, air emissions, wastewater discharges, the 
use, handling and disposal of hazardous substances and wastes, soil and groundwater contamination and 
employee health and safety. As indicated below and summarized at the conclusion of this section, evolving 
environmental regulations will likely increase the level of capital arid operating and maintenance 
expenditures incurred by the Company during the next several years. Rased upon prior regulatory 
precedent, the Company believes that many costs of complying with such pending or future requirements 
would liltely be recoverable under the ECR or other potential cost-recovery mechanisms, but the Company 
can provide no assurance as to the ultimate outcome of such proceedings before the regulatory 
authorities. 

Anibierit Air Qirality 

The Clean Air Act requires the EPA to periodically review the available scientific data for six criteria 
pollutants and establish concentration levels in the ambient air sufficient to protect the public health and 
welfare with an extra margin for safety. These concentration levels are known as NAAQS. Each state 
nii~st identify “nonattainment areas” within its boundaries that fail to coinply with the NAAQS and 
develop a SIP to bring such noriattainrnent areas into compliance. If  a state fails to develop an adequate 
plan, the EPA must develop and implement a plan. As the EPA increases the stringency of the NAAQS 
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through its periodic reviews, the attainment status of various areas may change, thereby triggering 
additional emission reduction obligations under revised SIPs aimed to achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and fine particulates that required additional 
reductions in SO2 and NOx emissions froin power plants. In 1998, the EPA issued its final “NOx SIP 
Call” rule requiring reductions in NOx emissions of approximately 85% fi-0111 1990 levels in order to 
mitigate ozone transport from the inidwestern U.S. to the northeastern U.S. To implenient the new 
federal requirements, Kentucky amended its SIP in 2002 to require electric generating units to reduce 
their NOx einissions to 0.1 5 pounds weight per MMBtu on a company-wide basis. In 2005, the EPA 
issued the CAIR which required additional SO2 emission reductions of 70% and NOx emission 
reductions of 65% froin 2003 levels. The CAIR provided for a two-phase cap and trade program, with 
initial reductions of NOx and SO2 emissions due by 2009 and 2010, respectively, and final reductions 
due by 2015. In 2006, Kentucliy proposed to amend its SIP to adopt state requirements similar to those 
under the federal CAIR. 

In  July 2008, a redera1 appeals court issued a ruling finding deficiencies in the CAIR and vacating it. In 
December 2008, the Court amended its previous Order, directing the EPA to proniulgate a new 
regulation but leaving the CAIR in place in the interim. The reinand of the CAIR results in some 
uncertainty with respect to certain other EPA or state program and proceedings and the Utilities’ 
coinpliance plans relating thereto due to the interconnection of the CAIR with such associated programs. 

In January 201 0, the EPA proposed a revised NAAQS for ozone which would increase the stringency of 
the standard. In addition, the EPA published final revised NAAQS standards for NO2 and SO2 in 
February 2010 and June 201 0, respectively, which are inore stringent than previous standards. 
Depending on the level of action determined necessary to bring local nonattainment areas into 
compliance with the revised NAAQS standards, KU’s power plants are potentially subject to 
requirements for additional reductions in SO1 and NOx emissions. 

I n  July 2010, the EPA issued the proposed CATR, which serves to replace the CAIR. The CATR 
provides for a two-phase SO2 reduction program with Phase 1 reductions due by 201 2 and Phase I1 
reductions due by 2014. The CATR provides for NOx reductions in 201 2, but the EPA advised that it is 
studying whether additional NOx reductions should be required for 201 4. The CATR is niore stringent 
than the CAIR as it accelerates certain compliance dates and provides for only intrastate and limited 
interstate trading of emission allowances. In addition to its preferred approach, the EPA is seeking 
cornrnent on an alternative approach which would provide for individual emission limits at each power 
plant. The EPA has announced that it will propose additional “transport” rules to address compliance 
with revised NAAQS standards for ozone and particulate matter which will be issued by the EPA in the 
fn t ure , as d i scussed be low . 

Hazardous Air Pollzrtai~ts 

As provided in the Clean Air Act, the EPA investigated hazardous air pollutant emissions from electric 
utilities and submitted a report to Congress identifying mercury emissions from coal-fired power plants 
as warranting further study. In 2005, the EPA issued the CAMR establishing mercury standards for new 
power plants and requiring all states to issue new SIPs including mercury requirements for existing 
power plants. The EPA issued a model rule whicli provides for a two-phase cap and trade program with 
initial reductions due by 2.01 0 and final reductions due by 201 8. The CAMR provided for reductions of 
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70% from 2003 levels. The EPA closely integrated the CAMR and CAIR prograins to ensure that the 
201 0 mercury reduction targets would be achieved as a “co-benefit” of the controls installed for 
purposes of compliance with the CAIR. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The  EPA has entered 
into a consent decree requiring it to proinulgate a utility Maximum Achievable Control Technology rule 
to replace the CAMR with a proposed rule due by March 201 1 and a final rule by November 201 1. 
Depending on the final outcome of the rulemaking, the CAMR could be replaced by new rules with 
different or more stringent requirements for reduction of mercury and other hazardous air pollutants. 
Kentucky has also repealed its corresponding state mercury regulations. 

Acid Rain Program 

The Clean Air Act imposed a two-phased cap and trade program to reduce SO2 emissions fioni power 
plants that were thought to contribute to “acid rain” conditions in the northeastern U.S. The Clean Air 
Act also contains requirements for power plants to reduce NOx emissions through the use of available 
co~nbustion controls. 

Regional Haze 

The Clean Air Act also includes visibility goals for certain federally designated areas, including national 
parks, and requires states to submit SIPs that will demonstrate reasonable progress toward preventing 
fiiture impairment and reinedying any existing impairment of visibility in those areas. In 2005, the EPA 
issued its Clean Air Visibility Rule detailing how the Clean Air Act’s BART requirements will be 
applied to facilities, including power plants built between I962 and 1974 that emit certain levels of 
visibility impairing pollutants. Under the final rule, as the CAlR provided for more visibility 
improvement than BART, states are allowed to substitute CAlR requirements in their regional haze SIPs 
in lieu of controls that would otherwise be required by BART. The final rule has been challenged in the 
courts. Additionally, because the regional haze SIPS incorporate certain CAIR requirements, the remand 
of the CAlR could potentially impact regional haze SIPs. See “Ambient Air Quality” above for a 
discussion of CAIR-related uncertainties. 

Instnllation of Pollutioii Controls 

Many of the prograins under the Clean Air  Act utilize cap and trade inechanisnis that require a company 
to hold sufficient ernissions allowances to  cover its authorized emissions on a company-wide basis and 
do not require installation of pollution controls on every generating unit. IJnder cap and trade programs, 
companies are free to focus their pollution control efforts on plants where such controls are particularly 
efficient and utilize the resulting emission allowances for smaller plants where such controls are not cost 
effective. ICU met its Phase I SO2 requirements primarily through installation of FGD equipment on 
Ghent Unit 1 .  ICIJ’s strategy for its Phase I1 SO2 requirements, which corninenced in 2000, includes the 
installation of additional FGD equipment, as well as using accumulated emission allowances and fuel 
switching to defer certain additional capital expenditures and continue to evaluate improvements to 
fiirther reduce SO2 emissions. I<U believes its costs in reducing S02, NOx and mercury emissions to be 
comparable t o  those of similarly situated utilities with like generation assets. KU’s compliance plans are 
subject to many factors including developments in the einission allowance and fuels markets, future 
legislative and regulatory enactments, legal proceedings and advances in clean air technology. 1CU will 
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continue to monitor these developments to ensure that its environmental obligations are met in the most 
efficient and cost-effective manner. K1J expects to incur additional capital expenditures currently 
approved in its ECR plans totaling approximately $500 inillion during the 201 1 through 2013 time 
period t o  achieve emissions reductions and manage coal combustion residuals. Monthly recovery is 
subject to periodic review by the Keiitucky Commission. 

GHG Developnients 

In 2005, the Kyoto Protocol for reducing GHG emissions took effect, obligating 37 industrialized 
countries to undertake substantial reductions i n  GHG emissions. The U.S. has not ratified the Kyoto 
Protocol and there are currently no mandatory GHG emission reduction requirements at the federal 
level. A s  discussed below, legislation mandating GHG reductions has been introduced in the Congress, 
but no federal legislation has been enacted to date. In the absence of a program at the federal level, 
various states have adopted their own GHG emission reduction programs, including 1 1 northeastern 
U.S. states and the District of Columbia under the Regional GHG Initiative program and California. 
Substantial efforts to pass federal GHG legislation are on-going. The current administration has 
announced its support for the adoption of mandatory GHG reduction requirements at the federal level. 
The United States and other countries met in Copenhagen, Denmark, in December 2009, in an effort to 
negotiate a GHG reduction treaty to succeed the Kyoto Protocol, which is set to expire in 201 3 .  In 
Copenhagen, the U S .  made a nonbinding coinrnitrnent to, among other things, seek to reduce GHG 
emissions to 17% below 2005 levels by 2020 and provide financial support to developing countries. The 
United States and other nations met in Cancun, Mexico, in December 201 0 to continue negotiations 
toward a binding agreement. 

GHG L,egislation 

KIJ is monitoring on-going efforts to enact GHG reduction requirements and requirements governing 
carbon sequestration at the state and federal level and is assessing potential impacts of such prograins 
and strategies to mitigate those impacts. In June 2009, the U.S. I-louse of Representatives passed the 
American Clean Energy and Security Act of 2009, which was a comprehensive energy bill containing 
the first-ever nation-wide GHG cap and trade program. The bill provided for reductions in GHG 
emissions of 3% below 2005 levels by 2012, 17% by 2020 and 83% by 2050. in order to cushion 
potential rate impacts for utility customers, approximately 43% of emissions allowances would have 
initially been allocated at no cost to the electric utility sector, with this allocation gradually declining to 
7% in 2029 and zero thereafter. The bill would have also established a renewable electricity standard 
requiring utilities to meet 20% of their electricity demand through renewable energy and energy 
efficiency by 2020. The bill contained additional provisions regarding carbon capture and sequestration, 
clean transportation, sinart grid advancement, nuclear and advanced technologies and energy efficiency. 

In September 2009, the Clean Energy Jobs and American Power Act, which was largely patterned on the 
House legislation, was introduced in the U.S. Senate. The Senate bill raised the emissions reduction 
target for 2020 to 20% below 2005 levels and did not include a renewable electricity standard. While the 
initial bill lacked detailed provisions for the allocation of emissions allowances, a subsequent revision 
incorporated allowance allocation provisions similar to the House bill. Although Senators Kerry and 
Lieberinan and others worked to reach a consensus on GHG legislation, no bill passed the Senate in 
201 0. The  Company is closely monitoring the progress of pending energy legislation, but the prospect 
for passage of comprehensive GHG legislation in 201 1 is uncertain. 
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GHG Regzrlat ions 

I n  April 2007, the 1J.S. Supreme Court ruled that the EPA has the authority to regulate GHG under the 
Clean Air Act. In April 2009, the EPA issued a proposed endangerment finding concluding that GHGs 
endanger public health and welfare, which is an initial rulemalting step under the Clean Air Act. A final 
endangerment finding was issued in December 2009. In September 2009, the EPA issued a final GI-IG 
reporting rule requiring reporting by facilities with annual GHG eniissions equivalent to at least 25,000 
tons of carbon dioxide. A number of the Company’s facilities are required to subinit annual reports 
corninencing with calendar year 2010. I n  May 2010, the EPA issued a final GHG “tailoring” rule, 
effective January 201 1, requiring new or modified sources with GHG emissions equivalent to at least 
75,000 tons of carbon dioxide to obtain perinits under the Prevention of Significant Deterioration 
Program. Such new or inodified facilities would be required to  install Best Available Control 
Technology. While the Company is unaware of any currently available GHG control technology that 
might be required for installation on new or modified power plants, it is currently assessing the potential 
impact of the rule. The final rule will apply to new and modified power plants beginning in Jariiiary 
201 1. The Company is unable to predict whether mandatory GI-IG reduction requirements will 
ultiinately be enacted through legislation or regulations. In December 201 0, the EPA announced that it 
plans to promulgate GHG New Source Performance Standards for power plants, including both new and 
existing facilities. A proposed rule is expected by July 201 1, while a final rule is expected by May 2012. 
I n  the absence of either a proposed or final regulation, KIJ is unable to assess the potential impact of any 
fiiture regulation. 

GHG Litigation 

A number of lawsuits have been filed asserting cominon law claiins including nuisance, trespass and 
negligence against various companies with GHG emitting facilities. In October 2009, a three judge panel 
of the linited States Court of Appeals for the 5”’ Circuit in the case of Coiner v. Murphy Oil reversed a 
lower court, holding that private plaintiffs have standing to assert certain coininon law claims against 
more than 30 utility, oil, coal and chemical companies. In March 2010, the court vacated the opinion of 
the three-judge panel and granted a motion for rehearing but subsequently denied the appeal due to the 
lack of a quoriiin. The appellate ruling leaves in effect the lower court riiliiig dismissing the plaintiffs’ 
claims. In  January 201 1,  the Supreme Court denied petitioner’s petition for review, which effectively 
brings the case to an end. The Coiner complaint alleged that GHG emissions from the defendants’ 
facilities contributed to global warming which increased the intensity of Hurricane Katrina. E.ON, the 
former indirect parent of the Utilities, was named as a defendant in the complaint but was not a party to 
the proceedings d u e  to the failure of the plaintiffs to pursue service under the applicable international 
procedures. K U  continues to inonitor relevant GHG litigation to identify judicial developments that may 
be potentially relevant to operations. 

Ghent Opacity NO V 

In September 2007, the EPA issued an NOV alleging that K U  had violated certain provisions of the 
Clean Air Act’s operating rules relating to opacity during June and July of 2007 at Units 1 and 3 of 
KU’s  Ghent generating station. The parties have met on this matter and KU has received no fiirther 
coininunications fi-om the EPA. The Company is not able to estimate the outcome or potential effects of 
these matters, including whether substantial fines, penalties or remedial ineas~ires may result. 
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Ghent New Source Review NO V 

In March 2009, the EPA issued an NOV alleging that I<U violated certain provisions of the Clean Air 
Act’s rules governing new source review and prevention of significant deterioration by installing FGD 
and SCR controls at its Ghent generating station without assessing potential increased sulfuric acid mist 
emissions. KLJ contends that the work in question, as pollution control projects, was exempt from the 
reqitirements cited by the EPA. In December 2009, the EPA issued a Section 114 inforination request 
seeking additional information on this matter. In  March 201 0, the Company received an EPA settlement 
proposal providing for imposition of additional permit limits and emission controls and anticipates 
continued settlement negotiations with the EPA. Negotiations between the EPA and I<U are ongoing. 
Depending on the provisions of a final settlement or the results of litigation, if any, resolution of this 
matter could involve significant increased operating and capital expenditures. The Company is currently 
unable to determine the final outcome of this matter or the impact of an Linfavorable determination on 
the Company’s financial position or results of operations. 

Ash Ponds nnd Coal-Conibwtion B y ~ ~ r o d ~ i c t ~  

The EPA has undertaken various initiatives in response to the December 2008 impoundinent failure at 
the TVA’s Kingston power plant, which resulted in a niajor release of coal combustion byproducts into 
the environment. The EPA issued information requests to utilities throughout the country, including KU, 
to obtain information on their ash ponds and other impoundments. In addition, the EPA inspected a large 
number of inipoundments located at power plants to determine their stritctitral integrity. The inspections 
included several of KU’s irnpoundments, which the EPA found to be in satisfactory condition. In  June 
201 0, the EPA published proposed regulations for coal coinbustion byproducts handled in landfills and 
ash ponds. The EPA has proposed two alternatives: (1) regitlation of coal coinbitstion byproducts in 
landfills and ash ponds as a hazardow waste or (2) regulation of coal combustion byproducts as a solid 
waste with minitn~~iii national standards. Under both alternatives, the EPA has proposed safety 
requirements to address the structural integrity of ash ponds. In addition, the EPA will consider potential 
refinements of the provisions for beneficial reuse of coal coinbustion byproducts. 

Water Discharges and PCB Regirlat ions 

The EPA has also announced plans to develop revised effluent limitation guidelines governing 
discharges from power plants and standards for cooling water intake structures. The EPA has further 
announced plans to develop revised standards governing the use of polychlorinated biphenyls (“PCB”) 
in electrical equipment. The Company is monitoring these ongoing regulatory developments but will be 
unable to determine the impact until  such time as new rules are finalized. 

Inipac t of Pending and Future Environmental Developnients 

As a coinpany with significant coal-fired generating assets, I<U will likely be substantially impacted by 
pending or future environinental rules or legislation requiring inandatory reductions in GHG emissions 
or other air emissions, imposing more stringent standards on discharges to waterways, or establishing 
additional requirements for handling or disposal of coal coinbustion byproducts. These evolving 
environmental regulations will likely require an increased level of capital expenditures and increased 
incremental operating and maintenance costs by the Company over the next several years. Due to the 
uncertain nature of the final regulations that will iiltiinately be adopted by the EPA, including the 
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reduction targets and the deadlines that will be applicable, the Company cannot finalize estimates of the 
potential coinpliance costs, but should the final rules incorporate additional emission reduction 
requirements, require more stringent emissions controls or implement more stringent byproducts storage 
and disposal practices, srich costs will likely be significant. With respect to NAAQS, CATR, CAMR 
replacement and coal combnstion byproducts developments, based upon a preliminary analysis of 
proposed regulations, the Company may be required to consider actions such as upgrading existing 
emissions controls, installing additional emissions controls, upgrading byproducts disposal and storage 
and possible early replacement of coal-fired units. Capital expenditures for KU associated with such 
actions are preliininarily estimated to be in  the $1.5 to $1.7 billion range over the next ten years, 
althorrgh final costs inay substantially vary. With respect to potential developments in water discharge, 
revised PCB standards or GHG initiatives, costs in such areas cannot be estiniated due to the preliminary 
status or uncertain outcoine of such developments, but would be in addition to the above ainount and 
could be substantial. IJltimately, the precise impact on the Company’s operations of these various 
environmental developments cannot be determined prior to the finalization of such requirements. Based 
upon prior regulatory precedent, the Company believes that many costs of complying with such pending 
or future requirements would likely be recoverable under the ECR or other potential cost-recovery 
mechanisins, but the Company can provide no assurance as to the ultimate o~itcoine of such proceedings 
before the regulatory authorities. 

TC2 Water Perniil 

In May 2010, the Kentucky Waterways Alliance and other environmental groups filed a petition with the 
Kentucky Energy and Environment Cabinet challenging the Kentucky Pollutant Discharge Elimination 
System permit issued in April 2010, which covers water discharges from the Trimble County generating 
station. In October 2010, the hearing officer issued a report and recoinmended Order providing for 
disinissal of the claim raised by the petitioners. I n  December 2010, the Secretary issued a final Order 
dismissing all c l a im and upholding the perinit which petitioners subsequently appealed to Triinble 
County Circuit Court. 

General Eiivironniental Proceedings 

Froin time to time, KU appears before the EPA, various state or local regulatory agencies and state and 
federal coui-ts regarding matters involving compliance with applicable environinental laws and 
regulations. Such matters include a prior Section 114 information request from the EPA relating to new- 
source review issues at KU’s Ghent unit 2; coinpleted settlement with state regulators regarding 
compliance with particulate limits in the air permit for KU’s Tyrone generating station; remediation 
obligations or activities for or other risks relating to elevated PCB levels at existing properties; liability 
under the Comprehensive Environmental Response, Compensation and Liability Act for cleanup at 
various off-site waste sites; and on-going claims regarding the GHG emissions from the Company’s 
generating stations. Based on analysis to date, the resolution of these matters is not expected to have a 
inaterial impact on the Company’s operations. 
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Note 14 - Jointly Owned Electric Utility Plant 

TC2 is ajointly owned uni t  at the Triinble County site. KU and LG&E own undivided 60.75% and 
14.25% interests, respectively. Of the remaining 25%, IMEA owns a 12.12% undivided interest and 
IMPA owns a 12.88% undivided interest. Each company is responsible for its proportionate share of 
capital cost during construction and fnel, operation arid maintenance cost when TC2 is in-service. With 
limited exceptions the Cornpany took care, custody and control of TC2 on January 22,201 1 , and has 
dispatched the tinit to meet customer demand since that date. KU and the contractor agreed to  a further 
amendment of the construction agreement whereby the contractor will complete certain actions relating 
to identifying and cornpleting any necessary inodifications to allow operation of TC2 on all fuels in 
accordance with initial specifications prior to certain dates, arid amending the provisions relating to 
liquidated damages. In December 2009 and June 2008, LG&E sold assets to KIJ related to the 
construction of TC2 with a net book value of $48 million and $10 million, respectively. 

The following data represent shares of the jointly owned property (capacity based on nameplate rating): 

Ownership interest 
Mw capacity 

TC2 
KU LG&E IMPA IMEA Total 

60.75% 14.25% 12.88% 12.12% 100% 
SO9 119 108 102 83 8 

KU’s 60.75% ownership: LG&E’s 14.25Y0 ownership: 
Plant held for fiitiire use $ 62 Plant held for fLiture use $ 2 
Construction work in progress 703 Construction work in progress I87 
Accumulated depreciation 2) Accuinulated depreciation - 

Net book value $ 764 Net book value $ 189 

KLJ and LG&Ejointly own the following CTs and related equipment (capacity based on net summer 
capabi 1 ity) as of December 3 1 , 20 I 0: 

KU LG&E Total 
Net Net Net 

Ownership Mw Book Mw Book Mw Book 
Percentage Capacity Cost Depr. Value Capacity Cost Depr. Value Capacity Cost Depr. Value 

KU 47%, 
LG&E 53% (a) 129 9; 43 $ - $ 43 146 $ 48 $ - $ 48 275 $ 91 $ - $ 91 

KU 62%, 

KU 71%, 
LG&E38%(b) 190 64 (2) 62 118 40 (2) 38 308 104 (4) 100 

LG&E 29% (c) 228 63 (1) 62 92 26 26 320 89 (1)  88 

LG&E 37%(d) 404 109 (1) 108 236 64 (1)  63 640 173 (2) 171 

LG&E 29% (e) nla 4 4 nla 2 2 nla 6 6 

KU 63%, 

K U  71 9’0, 

(a) Comprised of Paddy’s Run 13 and E.W. Brown 5 .  In addition to the above jointly owned utility 
plant, there is an inlet air cooling system attributable to unit 5 and units 8-1 1 at the E.W. Brown 
facility. This inlet air cooling system is not jointly owned, however, it is used to increase production 
on the units to which it relates, resulting in an  additional 88 Mw of capacity for KU. 
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(b) Comprised of units 6 and 7 at the E.W. Brown facility. 
(c) Comprised of units 5 and 6 at the Triinble County facility. 
(d) Comprised of CT Substation 7-1 0 and itnits 7, 8, 9 and 10 at the Triinble County facility. 
(e) Comprised of CT Substation 5 and 6 and CT Pipeline at the Triinble County facility. 

Both KU’s and LG&E’s participating share of direct expenses of the jointly owned plants is included in 
the corresponding operating expenses on each company’s respective Statements of Income (i.e., fitel, 
maintenance of plant, other operating expense). 

Note 15 - Related Party Transactions 

KU and subsidiaries of LKE and PPL engage in related party transactions. Transactions between KIJ 
and LKE subsidiaries are eliminated on consolidation of LKE. Transactions between KU and PPL 
subsidiaries are eliminated on consolidation of PPL. These transactions are generally performed at cost 
and are in accordance with FERC regulations under PUHCA 2005 and the applicable Kentucky 
Commission and Virginia Coinmission regulations. 

Intercotnpany Wholesale Sales and Purchases 

KU and LG&E ,jointly dispatch their generation units with the lowest cost generation used to serve their 
retail native load. When LG&E has excess generation capacity after serving its own retail native load 
arid its generation cost is lower than that of I<U, KU purchases electricity from LG&E. When K U  has 
excess generation capacity after serving its own retail native load and its generation cost is lower than 
that of LG&E, LG&E purchases electricity from KU. These transactions are recorded as intercompany 
wholesale sales and purchases are recorded by each company at a price equal to the seller’s fuel cost. 
Savings realized froin purchasing electricity intercompany instead of generating froin their own higher 
costs units or purchasing froin the market are shared equally between the Utilities. The volume of 
energy each company has to sell to the other is dependent on its native load needs and its available 
generation. 

These sales and purchases are included in the Statements of Income as “Operating revenues”, “Power 
purchased” expenses and “Other operation and maintenance expenses”. KU’s intercompany electric 
revenues and power purchased expenses were as follows: 

Successor 
November 1,201 0 

through 
December 3 1,20 10 

Electric operating revenues froin 
LG&E $ 2 

Power purchased and related 
operations and maintenance 
expenses froin LG&E 21 

Predecessor 
January 1,201 0 Year Ended 

through December 3 1, 
October 31,2010 2009 2008 

$ 13 $ 21 $ 80 

79 101 109 
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lnterest Charges 

Successor 
November 1,2010 

See Note 1 1 , Long-Term Debt, arid Note 12, Notes Payable and Other Short-Term Obligations, for 
details of intercompany borrowing arrangements. Intercompany agreements do not require interest 
payments for receivables related to services provided when settled within 30 days. 

Predecessor 
January 1,2010 Year Ended 

KU’s interest expense to affiliated companies was as follows: 

Interest on money pool loans - s - s  
Interest on PPL loans 
Interest on Fidelia loans 62 69 56 

Interest paid to L,KE on the money pool arrangement was less than $1 million for 2010 and 2009. 

In September 2010, the Company paid dividends of $50 million to its sole shareholder, LKE. 

Capital Contributions 

The Company received no capital contributions in 201 0, but received capital contributions of $75 
million and $145 million from its sole shareholder, LKE, in 2009 and 2008, respectively. 

Sale of Assets 

In 2010, K U  sold and bought assets of less than $1 inillion to and from LG&E. In December 2009, 
L,G&E sold assets to KIJ related to the construction of TC2 with a net book value of $48 million. 

Other lntercoinpariy Billings 

Servco provides the Company with a variety of centralized administrative, managernent and support 
services. Associated charges include payroll taxes paid by Servco on behalf of KU, labor and burdens of 
Servco employees performing services for KU, coal purchases and other vouchers paid by Servco on 
behalf of KU. The cost of these services is directly charged to the Company, or for general costs which 
cannot be directly attributed, charged based on predetermined allocation factors, including the following 
ratios: number of custoiners, total assets, revenues, number of employees and/or other statistical 
information. These costs are charged on an actual cost basis. 

In addition, the Utilities provide services to each other and to Servco. Billings between the Utilities 
relate to labor and overheads associated with union and hourly employees performing work for the other 
utility, charges related to jointly-owned generating units and other niiscellaneous charges. Billings froin 
KU to Servco include cash received by Servco on behalf of KU, tax settlements and other payments 
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made by the Coinpany on behalf of other non-regulated businesses which are reimbursed through 
Servco. 

Successor 

November 1 , 20 10 
through 

December 3 1,20 IO 
Servco billings to KU $ 46 

Intercompany billings to arid froin KU were as follows: 

Predecessor 

through Year Ended 
January 1 , 201 0 

October 3 1 , 201 0 December 3 1 , 
2009 2008 

$ 233 $ 169 $ 227 

Predecessor 
March 3 1 June 30 September 30 October 3 1 

Operating revenues $ 380 $ 350 $ 416 $ 102 
Operating income 87 71 1 05 22 
Net income 44 31 54 1 1  

14 
12 

Successor 
December 3 1 
$ 263 

6.5 
35 

49 
1 1  

44 5 
14 3 
78 75 

IntercoinDany Balances 

The Company had the following balances with its affiliates: 
Successor 

December 3 1 , 
2010 

Accounts receivable from LKE $ 12 
Accounts payable to LG&E 22 
Accounts payable to Servco 23 
Accounts payable to Fidelia 
Notes payable to LKE 10 
Long-term debt to Fidelia - 

Note 16 - Selected Quarterly Data (Unaudited) 

Predecessor 
December 3 1 , 

2009 
$ 9 

5.3 
20 
15 
45 

1,331 

(a) Periods ended March 3 1 , June 30 and September 30 represent three nionths then ended. Period 
ended October 3 1 represents one month then ended arid period ended December 3 I represents 
two inonths then ended. 
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For the 2009 Ouarters Ended 

Operating revenues 
Operating income 
Net income 

Predecessor 
March 31 June 30 September 30 December 3 1 

$ 363 $ 305 $ 341 $ 346 
19 53 125 72 
7 26 66 34 

Note 17 - Accumulated Other Comprehensive Income (Loss) 

Accumulated other comprehensive income (loss) consisted of the following: 

Pre-Tax 
Accumulated 

Derivative Income 
Gain (Loss) Taxes Net 

Balance at December 3 1,2009, Predecessor $ - $  - $  
Equity investee's other comprehensive income (loss) ( 3 )  1 (2) 

Balance at October 3 1,20 IO,  Predecessor (3  ) 1 (2) 

Effect of PPL acquisition 3 (1) 2 
Balance at December 3 1, 20 10, Successor $ - $  '" $ 

Note 18 - Subsequent Events 

Siibseqtrent everits have been evaluated through February 25, 201 1, the date of issuance of these 
statements. These statements contain all necessary adjustments and disclosures resiilting from that 
evaluation. 

On January 31, 201 1, KlJ filed a notice of intent to file a rate case with the Virginia Commission for the 
test year ended December 3 I ,  20 10. The case is expected to be filed on or after April I ,  201 1. 

With limited exceptions the Company took care, custody and control of TC2 on January 22, 201 1, and 
has dispatched the unit to ineet custorner demand since that date. LG&E and KU and the contractor 
agreed to a further amendment of the construction agreement whereby the contractor will complete 
certain actions relating to identifying and completing any necessary modifications to allow operation of 
TC2 on all fuels in accordance with initial specifications prior to certain dates, and amending the 
provisions relating to liquidated damages. 

On Janiiary 14, 201 1 ,  KU contributed $43 inillion to its pension plan. 
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Report of Independent Auditors 

To Stockholder of Kentucky Utilities Company 

In our opinion, the accompanying balance sheet and the related statements o f  income, 
retained earnings, comprehensive income, cash flows, and capitalization present fairly, in all 
material respects, the financial position of Kentucky Utilities Company (Successor 
Company) at December 3 1,201 0 and the results of its operations and its cash flows for the 
period from November 1,20 10 to December 3 1,201 0 in conformity with accounting 
principles generally accepted in the TJnited States of America. Also in our opinion, the 
Company maintained, in all material respects, effective internal control over financial 
reporting as of December 3 1 , 2 0  10, based on criteria established in Internal Control - 
Integrated Framework issued by the Committee of Sponsoring Organizations of the 
Treadway Commission (COSO). The Company's management is responsible for these 
financial statements, for maintaining effective internal control over financial reporting and 
for its assertion of the effectiveness of internal control over financial reporting, included in 
"Management's Report of Internal Controls Over Financial Reporting'' which appears on 
page 50. Our responsibility is to express opinions on these financial statements and on the 
Company's internal control over financial reporting based on our integrated audit. We 
conducted OUT audit in accordance with the standards of the Public Company Accounting 
Oversight Board (United States) and in accordance with the auditing and attestation standards 
established by the American Institute of Certified Public Accountants. Those standards 
require that we plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement and whether effective internal control 
over financial reporting was maintained in all material respects. Our audit of the financial 
statements included examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements, assessing the accounting principles used and 
significant estimates made by management, and evaluating the overall financial statement 
presentation. Our audit of internal control over financial reporting included obtaining an 
understanding of internal control over financial reporting, assessing the risk that a material 
weakness exists, and testing and evaluating the design and operating effectiveness of internal 
control based on the assessed risk. Our audit also included performing such other procedures 
as we considered necessary in the circumstances. We believe that our audit provides a 
reasonable basis for our opinions. 

As discussed in Note 2 to the financial statements, on November 1,201 0, PPL Corporation 
completed its acquisition of LG&E and KU Energy LLC and its subsidiaries. The push-down 
basis of accounting was used at the acquisition date. 

A company's inteinal control over financial reporting is a process effected by those charged 
with governance, management, and other personnel, designed to provide reasonable 
assurance regarding the reliability of financial reporting and the preparation of financial 

Pi*icewnterhouseCoopers LLP, 500 W e s t  Nain Street, Ste. 1800, Louisville, I(Y4a202-2gcll 
T (502) 589 6100, F: (5a2) 585 7875, www.pwc.com/us 
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statements for external purposes in accordance with generally accepted accounting 
principles. A company’s internal control over financial reporting includes those policies and 
procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately 
and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide 
reasonable assurance that transactions are recorded as necessary to permit preparation of 
financial statements in accordance with generally accepted accounting principles, and that 
receipts and expenditures of the company are being made only in accordance with 
authorizations of management and those charged with governance and (iii) provide 
reasonable assurance regarding prevention or  timely detection and correction of unauthorized 
acquisition, use, or disposition of the company’s assets that could have a material effect on 
the financial statements. 

Because of its inherent limitations, internal control over financial reporting may not prevent 
or detect and correct misstatements. Also, projections of any evaluation of effectiveness to 
future periods are subject to the risk that controls may become inadequate because of changes 
in conditions, or that the degree of compliance with the policies or procedures may 
deteriorate. 

Louisville, Kentucky 
February 25,20 1 1 
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Report of Independent Auditors 

To Stockholder of Kentucky T-Jtilities Company 

In our opinion, the accompanying balance sheet and the related statements of income, 
retained earnings, comprehensive income, cash flows, and capitalization present fairly, in all 
material respects, the financial position of Kentucky Utilities Company (Predecessor 
Company) at December 3 1,2009 and the results of its operations and its cash flows for the 
period from January 1,20 10 to October 3 1,20 10 and for each of the two years in the period 
ended December 3 1,2009 in conformity with accounting principles generally accepted in the 
United States of America. These financial statements are the responsibility of the 
Company's management. Our responsibility is to express an opinion on these financial 
statements based on our audits. We conducted our audits of these statements in accordance 
with generally accepted auditing standards as established by the Auditing Standards Board 
(United States) and in accordance with the auditing standards of the Public Cornpany 
Accounting Oversight Board (LJnited States). Those standards require that we plan and 
perform the audit to obtain reasonable assurance about whether the financial statements are 
free of material misstatement. An audit includes examining, on a test basis, evidence 
supporting the amounts and disclosures in the financial statements, assessing the accounting 
principles used and significant estimates made by management, and evaluating the overall 
financial statement presentation. We believe that our audits provide a reasonable basis for 
our opinion. 

As discussed in Note 2 to the financial statements, on November 1,201 0, PPL Corporation 
completed its acquisition of LG&E and KTJ Energy LLC and its subsidiaries. The push-down 
basis of accounting was used at the acquisition date. 

A 

Louisville, Kentucky 
February 25,201 1 

PricewaterhouseCoopers LLP, 500 West Main Street, Ste. 1800, Lauisville, I(7(40202-2941 
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PricewaterhouseCoopers LLP 
500 West Main Streel 
Suite 1800 
Louisville KY 40202-4264 
Telephone (502) 589 61 00 
Facsimile (502) 585 7875 

Report of Independent Accountants 

To Shareholder of Louisville Gas and Electric Company: 

We have reviewed the accompanying balance sheet of Louisville Gas and Electric Company as of 
March 31, 2010, and the related statements of income and retained earnings for the three-month 
periods ended March 31, 2010 and 2009 and the statements of cash flows for the three-month periods 
ended March 31, 2010 and 2009. This interim financial information is the responsibility of the 
Company’s management. 

We conducted our review in accordance with the standards established by the American Institute of 
Certified Public Accountants. A review of interim financial information consists principally of applying 
analytical procedures and making inquiries of persons responsible for financial and accounting 
matters. It is substantially less in scope than an audit conducted in accordance with auditing standards 
generally accepted in the United States of America, the objective of which is the expression of an 
opinion regarding the financial statements taken as a whole. Accordingly, we do not express such an 
opinion. 

Based on our review, w e  are not aware of any materiai modifications that should be made to the 
accompanying interim financial information for it to be in conformity with accounting principles 
generally accepted in the United States of America. 

We previously audited, in accordance with auditing standards generally accepted in the United States 
of America, the balance sheet of Louisville Gas and Electric Company as of December 31, 2009, and 
the related statements of income, retained earnings, and of cash flows for the year then ended (not 
presented herein), and in our report dated March 19, 2010, we expressed an unqualified opinion on 
those financial statements. In our opinion, the information set forth in the accompanying balance sheet 
as of December 31, 2009, is fairly stated in all material respects in relation to the balance sheet from 
which it has been derived. 

May 14,2010 
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Louisville Gas and Electric Company 
Statements of Income 

(Unaudited) 
(Millions of $) 

Three Months Ended 
March 3 1, 
- 2010 m 

Gas .................................................................................... 134 193 

Operating revenues 
Electric (Note 9) ............................................................... $ 232 $ 235 

Total operating revenues ............................................. 3 66 42 8 

Operating expenses 
Fuel for electric generation ............................................... 83 91 
Power purchased (Note 9) 17 19 ................................................. 
Gas supply expenses 81 150 
Other operation and maintenance expenses ..................... 87 123 
Depreciation and amortization .......................................... 34 33 

......................................................... 

Total operating expenses ............................................ 3 02 41 6 

Net operating income 64 12 ............................................................. 

Derivative loss (gain) (Note 3) ............................................. 1 (5) 
Other expense (income) - net (Note 3) .................................. 1 1 
lnterest expense (Notes 3 and 6) 4 4 

(Notes 6 and 9) 7 7 

............................................ 
lnterest expense to affiliated companies 

................................................................ 

Income before income taxes 51 5 .................................................. 

Federal and state income tax expense (Note 5) ..................... 18 

Net income ............................................................................. $ 33 $ 5  

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

Statements of Retained Earnings 
(Unaudited) 

(Millions of $) 
Three Months Ended 

March 3 1, 
2oJ.Q 2009 

Balance at beginning of period .............................................. $ 75.5 $ 740 
Add net income 33  5 

788 745 
...................................................................... 

Deduct cash dividends declared on common stock (Note 9). 30 35 

Balance at end of period $ 7.58 $ 710 

The accompanying notes are an integral part of these financial statements 

........................................................ 
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Louisville Gas and Electric Company 
Balance Sheets 

(Unaudited) 
(Millions of $) 

Assets 
Current assets: 

Cash and  cash equivalents ........................................................... 
Accounts receivable. net: 

Customer . less reserves of $2 inillion as of March 3 1. 201 0 
and $1 million as December 31. 2009 .............................. 

Other . less reserves of $1 inillion as of March 3 1. 201 0 
and December 3 1. 2009. respectively .............................. 

Accounts receivable from associated companies ........................ 
Materials and supplies: 

Fuel (predominantly coal) ....................................................... 
Gas stored underground .......................................................... 
Other materials and supplies ................................................... 

Derivative asset (Note 3) ............................................................ 

Regulatory assets (Note 2) .......................................................... 
Deferred income taxes - net (Note 5) ......................................... 

Prepayments and other current assets ......................................... 
Total current assets ........................................................................... 

Utility plant: 
At original cost ............................................................................ 

Total utility plant. net .................................................................. 
Less: reserve for depreciation .................................................... 

Construction work in progress .................................................... 
Total utility plant and construction work in progress ....................... 

Deferred debits and other assets: 

Regulatory assets (Note 2): 
Collateral deposit (Note 3 )  .......................................................... 

Pension and postretirement benefits ....................................... 
Other ....................................................................................... 

Other assets ................................................................................. 
Total deferred debits and other assets .............................................. 

Total assets ....................................................................................... 

March 3 1. 
2010 

$ 5  

127 

7 
16 

68 
20 
34 

7 
4 

13 
1 1  

312 

4. 226 
1. 722 
2. 504 

328 
2. 832 

1.5 

204 
126 

5 
3.50 

December 3 1.  
2009 

$ 5  

131 

12 
53 

61 
56 
33 
2 
4 

14 
12 

383 

4. 200 
1. 708 
2. 492 

342 
2. 834 

17 

204 
125 

.5 
351 

$ 3. 568 

The accompanying notes are an integral part of these financial statements . 
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Louisville G a s  and Electric C o m p a n y  
Balance Sheets (cont.) 

(Unaudited) 
(Millions of $) 

Liabilities and Equity 
Current liabilities: 

Current portion of long-term debt (Notes 3 and 6) ....................... 
Notes payable to affiliated company (Notes 6 and 9) ................... 
Accounts payable .......................................................................... 
Accounts payable to affiliated companies (Note 9) ..................... 
Accrued income taxes ................................................................... 
Customer deposits ......................................................................... 
Derivative liability (Note 3) ......................................................... 
Regulatory liabilities (Note 2) ....................................................... 
Other current liabilities ................................................................. 

Total current liabilities ....................................................................... 

L,on g.term debt: 
Long-term bonds (Note 3 and 6) ................................................... 
Long-term debt to affiliated company (Notes 3, 6 and 9) ............. 

Total long-term debt ........................................................................... 

Deferred credits and other liabilities: 
Accumulated deferred income taxes (Note 5) ............................... 
Accumulated provision for pensions and related benefits (Note 4) 
Investment tax credit (Note 5 )  ....................................................... 
Asset retirement obligations .......................................................... 
Regulatory liabilities (Note 2): 

Accumulated cost of removal of utility plant ............................ 
Deferred income taxes - net ..................................................... 
MISO exit ................................................................................. 
Other ......................................................................................... 

Customer advances for construction ............................................. 
Derivative liability (Note 3) ......................................................... 
Other liabilities .............................................................................. 

Total deferred credits and other liabilities .......................................... 

Common equity: 
Common stock. without par value . 

Authorized 75.000. 000 shares. outstanding 2 1.294. 223 shares 
Additional paid-in capital .............................................................. 

Retained earnings (Note 9) ........................................................... 
Total common equity ......................................................................... 

Accumulated other comprehensive loss ........................................ 

Total liabilities and equity .................................................................. 

March 3 1. 
2010 

$ 120 
124 
89 
39 
17 
24 

5 
15 
30 

463 

29 1 
485 
776 

3 79 
183 
47 
32 

262 
38 

3 
3 
8 

29 
16 

1. 000 

424 
84 

758 
1. 255 

(1 1) 

$ 3. 494 

December 3 1. 
2009 

$ 120 
170 
97 
28 
15 
22 

2 
38 
41 

533 

291 
485 
776 

373 
198 
48 
31 

256 
41 

3 
3 
8 

28 
17 

1. 006 

424 
84 

(10) 
755 

1. 253 

$ 3. 568 

The accompanying notes are an integral part of these financial statements . 
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Louisville Gas and Electric Company 
Statements of Cash Flows 

(Unaudited) 
(Millions of $) 

Cash flows froin operating activities: 
Net income ............................................................................................. 
Items not requiring cash currently: 

Depreciation and amortization .......................................................... 
Deferred income taxes - net ............................................................. 
Provision for pension and postretirement plans ................................ 
Derivative liability ............................................................................ 

Accounts receivable .......................................................................... 
Materials and supplies ...................................................................... 
Gas supply clause receivable - net ................................................... 
Accounts payable .............................................................................. 
Other current assets and liabilities .................................................... 

Change in collateral deposit - interest rate swap (Note 3) .................... 
Pension and postretirement funding (Note 4) ....................................... 
Other ...................................................................................................... 

Net cash provided by operating activities ......................................... 

Changes in current assets and liabilities: 

Cash flows from investing activities: 
Construction expenditures ..................................................................... 
Assets sold to affiliate ............................................................................ 
Change in non-hedging derivatives ........................................................ 

Net cash provided by (used for) investing activities ......................... 

Cash flows from financing activities: 
Short-term borrowings from affiliated company . net (Note 6) ............ 
Payment of dividends (Note 9) ............................................................. 

Net cash used for financing activities ............................................... 

Change in cash and cash equivalents .......................................................... 

Cash and cash equivalents at beginning of period ...................................... 

Cash and cash equivalents at end of period ................................................. 

For the Three Months Ended 
March 3 1. 

2010 2009 

$ 33 $ 5  

60 

(43) 

17 0 
1 

(47) (74) 
0 

(1 09) 
L30) 
0 

1 

5 4 

$ 5  $ 5  

The accompanying notes are an integral part of these financial statements . 
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Louisville Gas and Electric Company 
Statements of Comprehensive Incoine 

(Unaudited) 
(Millions of $) 

Three Months Ended 
March 3 1,  

2010 2009 

Net income .......................................................................................................... 

Gain (loss) on derivative instruments and hedging activities - 
net of tax (expense) benefit of less than $1 million and 
$ ( I )  million, respectively (Note 3) ................................................................. 

Comprehensive income ....................................................................................... 

$ 33 $ 5  

2 

$ 32 $ 7  

The accompanying notes are an integral part of these financial statements. 
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Louisville Gas and Electric Company 
Notes to Financial Statements 

(Unaudited) 

Note 1 - General 

L,G&E’s coininon stock is wholly-owned by E.ON U.S., an indirect wholly-owned subsidiary of 
E.ON. In the opinion of management, the unaudited interim financial statements include all 
adjustments, consisting only of normal recurring adjustments, necessary for a fair statement of 
financial position, results of operations, retained earnings, comprehensive income and cash flows 
for the periods indicated. Certain information and footnote disclosures normally included in 
financial statements prepared in accordance with generally accepted accounting principles have 
been condensed or omitted. These unaudited financial statements and notes should be read in 
conjunction with the Company’s Financial statements and Additional Information (“Annual 
Report”) for the year ended December 3 1, 2009, including the audited financial statements and 
notes therein. 

PPL Corporation (“PPL”) Acquisition 

On  April 28, 2010, E.ON U.S. announced that E.ON AG and EON US Investments Corp. had 
entered into a definitive agreement with PPL, a Pennsylvania corporation, to sell to PPL all the 
equity interests of E.ON U.S. for a base purchase price, including the assumption of debt, 
totaling $7.625 billion. The transaction is anticipated to close by the end of 2010, subject to 
completion of all the conditions precedent to its consuinmation. These conditions include the 
approval of the Kentucky Coinmission, the Virginia Commission and the Tennessee Regulatory 
Authority under stale utilities laws, the approval of the FERC under the Federal Power Act and 
the filing of required notices with the Department of Justice and the Federal Trade Coinmission 
under the Hart-Scott-Rodino Antitrust Improvements Act of 1976 and the application of relevant 
waiting periods. 

Certain reclassification entries have been made to the previous years’ financial statements to 
conform to the 2010 presentation with no impact on net assets, liabilities and capitalization or 
previously reported net income and net cash flows. 

RECENT ACCOUNTING PRONOUNCEMENTS 

I__ Fair Value Measurements 

In January 2010, the FASB issued guidance related to fair value measurement disclosures 
requiring separate disclosure of amounts of significant transfers in and out of level 1 and level 2 
fair value measurements and separate inforniation about purchases, sales, issuances and 
settlenients within level 3 measurements. This guidance is effective for the first reporting period 
beginning after issuance except for disclosures about the roll-forward of activity in level 3 fair 
value measurements. This guidance has no impact on the Company’s results of operations, 
financial position, liquidity or disclosures. 
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Note 2 - Rates and Regulatory Matters 

For a description of each line item of regulatory assets and liabilities and for descriptions of 
certain matters which may not have undergone material changes relating to the period covered by 
this quarterly report, reference is made to Note 2 of L,G&E’s Annual Report for the year ended 
December 3 1 , 2009. 

2010 Electric and Gas Rate Cases 

In January 2010, LG&E filed an application with the Kentucky Commission requesting an 
increase in electric base rates of approximately 12%, or  $95 million annually, and its gas base 
rates of approximately 8%, or $23 million annually, including an 1 1.5% return on equity for 
electric and gas. LG&E requested the increase, based on the twelve month test year ended 
October 3 1 , 2009, to become effective on and after March 1 , 201 0. The requested rates have 
been suspended until August 1,2010, at which time they may be put into effect, sihject to 
refund, if the  Kentucky Commission has not issued an order in the proceeding. The parties are 
currently exchanging data requests and other filings in the proceedings and a hearing date has 
been scheduled for June 201 0. A number of intervenors have entered the rate case, including the 
Kentucky Attorney General’s office, certain representatives of industrial and low-income groups 
and other third parties, and submitted filings challenging the Companies’ requested rate 
increases, in whole or in part. An order in the proceeding may occur during the third or fourth 
quarters of 201 0. 

2008 Electric and Gas Rate Cases 

In January 2009, LG&E, the AG, KIUC and all other parties to electric and gas base rate cases 
filed a settlement agreement with the Kentucky Commission. Under the terms of the settlement 
agreement, LG&,E’s base gas rates increased $22 million annually, and base electric rates 
decreased $13 million annually. An Order approving the settlement was received in February 
2009, and the new rates were implemented effective February 6,2009. In connection with the 
application and effective date of the new rates, the VDT surcredit and merger surcredit 
terminated, resulting in  increased revenues of approximately $2 1 million annually. 

Regulatory Assets and Liabilities 

The following regulatory assets and liabilities were included in LG&E’s Balance Sheets: 

(in millions) 
Current regulatory assets: 
GSC 
ECR 
FAC 
MIS0 exit 
Other 

Total current regulatory assets 

March 3 1 , December 3 1 , 
puJ 2009 

$ 4  $ 3  
4 7 
2 - 
1 1 
2 3 

$ 14 
P 

$ 13 
P 

8 



Non-current regulatory assets: 
Storm restoration 
ARO 
IJnamortized loss or1 bonds 
MISO exit 
Other 

Subtotal non-current regulatory assets 

Pension benefits 
Total non-current regulatory assets 

Current regulatory 1 iabilities: 
GSC 
DSM 

Total current regulatory liabilities 

March 3 1 , 
2010 

$ 67 
30 
22 
4 
3 

126 

204 
$330 

December 3 1 , 
2010 

$ 67 
30 
22 
4 
2 

125 

204 
$ 329 

$ 10 $ 34 
5 

$ 15 - 
Non-current regulatory liabilities: 
Accumulated cost of removal of utility plant $ 2 6 2  
Deferred income taxes - net 38 
MISO exit 3 
Other 

Total non-current regulatory liabilities 
3 

$306 
P 

4 

$ 38 
P 

$ 256 
41 

3 
3 

$ 303 

LG&E does not currently earn a rate of return on the ECR, FAC, GSC and gas perfonnance- 
based ratemaking (included in “GSC” above) regulatory assets which are separate recovery 
rriechanisms with recovery within twelve months. No return is earned on the pension benefits 
regulatory asset that represents the changes in funded status of the plans. LG&E will recover this 
asset through pension expense included in the calculation of base rates. No return is currently 
earned on the ARO asset. When an asset with an ARO is retired, the related ARO regulatory 
asset will be offset against the associated ARO regulatory liability, ARO asset and ARO liability. 
A return is earned on the unamortized loss on bonds, and these costs are recovered through 
amortization over the life of the debt. LG&E currently earns a rate of return on the balance of 
Mill Creek Ash Pond costs included in other regulatory assets, as well as recovery of these costs. 
The Company is seeking recovery of the storm restoration regulatory asset and adjustments to 
the amortization of CMRG and KCCS contributions, included in other regulatory assets, in the 
current base rate case. The Company recovers through the calculation of base rates, the 
amortization of the net MISO exit regulatory asset incurred through April 30,2008, and other 
regulatory assets including the East Kentucky Power Cooperative FERC transmission settlement 
agreement and rate case expenses. Other regulatory liabilities include DSM and MISO 
administrative charges collected via base rates froin May 2008 through February 5,  2009. The 
MISO regulatory liability will be netted against the remaining costs of withdrawing from the 
MISO, per a Kentucky Commission Order, in the current Kentucky base rate case. 

ECR. In January 20 IO,  the Kentucky Commission initiated a six-month review of LG&E’s 
environmental surcharge for the billing period ending October 2009. An order is anticipated in 
the second quarter of 201 0. 
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In June 2009, the Company filed an  application for a new ECR plan with the Kentucky 
Coinmission seeking approval to recover investments in environmental upgrades and operations 
and maintenance costs at the Company’s generating facilities. During 2009, LG&E reached a 
unanimous settlement with all parties to the case and the Kentucky Commission issued an Order 
approving LG&E’s application. Recovery on customer bills through the inontlnly ECR surcharge 
for these projects began with the February 2010 billing cycle. 

PAC. I n  January 2010, the Kentucky Commission initiated a six-month review of LG&E’s FAC 
mechanism for the expense period ended August 2009. An order is anticipated in the second 
quarter of 201 0. 

Other Repulatorv Matters 

Kentucky Commission Report on Storms. In November 2009, the Kentucky Commission 
issued a report following review and analysis of the effects arid utility response to the September 
2008 wind storm and the January 2009 ice storm, and possible utility industry preventative 
measures relating thereto. The report suggested a number of proposed or recornmended 
preventative or responsive measures, including consideration of selective hardening of facilities, 
altered vegetation management programs, enhanced customer outage coinrnuriications and 
similar measures. In March 20 10, the Companies filed a joint response reporting on their actions 
with respect to such recommendations. The response indicated implementation or completion of 
substaiitially all of the recommendations, including, among other matters, on-going reviews of 
system hardening and vegetation management procedures, certain test or pilot programs and 
implementation of enhanced operational and customer outage-related systems. 

Wind Power Agreements. In August 2009, L,G&E and KU filed a notice of intent with the 
Kentucky Commission indicating their intent to file an application for approval of wind power 
purchase contracts and cost recovery mechanisms. The contracts were executed in August 2009, 
and were contingent upon LG&E and KU receiving acceptable regulatory approvals. Pursuant to 
the proposed 20-year contracts, LG&E and KU would jointly purchase respective assigned 
portions of the output oftwo Illinois wind farms totaling an aggregate 109.5 Mw. In September 
2009, the Companies filed an application and supporting testimony with the Kentucky 
Commission. In October 2009, the Kentucky Commission issued an Order denying the 
Companies’ request to establish a surcharge for recovery of the costs of purchasing wind power. 
The Kentucky Coinmission stated that such recovery constitutes a general rate adjustment and is 
subject to the regulations of a base rate case. The Kentucky Commission Order provided for the 
request for approval of the wind power agreements to proceed independently from the request to 
recover the costs thereof via surcharges. In November 2009, LG&E and KU filed for rehearing 
of the Kentucky Commission’s Order and requested that the matters of approval of the contract 
and recovery of the costs thereof remain the subject of the same proceeding. During December 
2009, the Kentucky Commission issued data requests on this matter. 

In March 2010, L,G&E and KU delivered notices of termination under provisions of the wind 
power contracts. The Companies also filed a motion with the Kentucky Coinmission noting the 
termination of the contracts arid seeking withdrawal of their application in the related regulatory 
proceeding. In April 201 0, the Kentucky Commission issued an Order allowing the Companies 
to withdraw their pending application. 
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Trimble County Asset Transfer and Depreciation. LG&E and KIJ are currently constructing a 
new base-load, coal fired unit, TC2, which will be jointly owned by the Companies, together 
with the IMEA and the IMPA. In July 2009, the Companies notified the Kentucky Corninission 
o f  the proposed sale from LG&E to KlJ of certain ownership interests in certain existing Triinble 
County generating station assets which are anticipated to provide joint or common use in support 
of the jointly-owned TC2 generating unit under construction at the station. The undivided 
ownership interests being sold are intended to  provide KIJ an ownership interest in these 
common assets that is proportional to its interest in TC2 and the assets’ role in supporting both 
TCl and TC2. In December 2009, LG&E and KIJ completed the sale transaction at a price of 
$48 million, representing the current net book value of the assets, multiplied by the proportional 
interest being sold. 

In August 2009, in a separate proceeding, LG&E and KU jointly filed an application with the 
Kentucky Coinmission to approve new depreciation rates for applicable TC2-related generating, 
pollution control and other plant equipment and assets. The filing requests common depreciation 
rates for the applicable ,jointly-owned TC2-related assets, rather than applying differing 
depreciation rates in place with respect to LG&E’s and KU’s separately-owned base-load 
generating assets. During December 2009, the Kentucky Cominission extended the data 
discovery process through January 2010, and authorized LG&E and KLJ on an interim basis to 
begin using the depreciation rates for TC2 as proposed in the application. In March 20 10, the 
Kentucky Commission issued a final Order approving the use of the proposed depreciation rates 
on a permanent basis. 

TC2 CCN Application and Transmission Matters. An application for a CCN for construction 
of TC2 was approved by the Kentucky Commission in November 2005. CCNs for two 
transmission lines associated with TC2 were issued by the Kentucky Commission in September 
2005 and May 2006. All regulatory approvals and rights of way for one transmission line have 
been obtained. 

The CCN for the remaining line has been challenged by certain property owners in Hardin 
County, Kentucky. In August 2006, LG&E and KIJ obtained a successful dismissal of the 
challenge at the Franklin County Circuit Court, which ruling was reversed by the Kentucky 
Court of Appeals in December 2007, arid the proceeding reinstated. A motion for discretionary 
review of that reversal was filed by LG&E and KIJ with the Kentucky Supreme Court arid was 
granted in April 2009. That proceeding, which seeks reinstatement of the Circuit Court dismissal 
ofthe CCN challenge, has been fully briefed and oral argument occurred during March 2010. A 
ruling on the matter could occur by mid 20 10. 

Completion of  the transmission lines are also subject to standard construction permit, 
environmental authorization and real property or easement acquisition procedures and certain 
Hardin County landowners have raised challenges to the transmission line in some of these 
forums as well. 

During 2008, LG&E’s affiliate, KU obtained various successfiil rulings at the Hardiri County 
Circuit Court confirming its condemnation rights. In August 2008, several landowners appealed 
such rulings to the Kentucky Court of Appeals and received a temporary stay preventing KIJ 
from accessing their properties. In April 2009, that appellate court denied KU’s motion to lift  the 
stay and issued an Order retaining the stay until a decision on the merits of the appeal. Efforts to 
seek reconsideration of that ruling, or to obtain intermediate review of the ruling by the 
Kentucky Supreme Court, were unsuccessfiil, and the stay remains in effect. In April 2010, the 



Kentucky Court of Appeals issued an Order affirming the Hardin Circuit Court’s finding that KTJ 
had the right to condemn easements on the properties, which appellate Order remains subject to 
certain reconsideration or appeals rights of the parties. 

Settlement discussions with the Hardin County property owners involved in the appeals of the 
condemnation proceedings have been unsuccessful to date. During the fourth quarter of 2008, 
LG&E and 1U.I entered into settlements with certain Meade County landowners and obtained 
dismissals of prior litigation they had brought challenging the same transmission line. 

As a result of the aforementioned unresolved litigation delays encountered in obtaining access to 
certain properties in Hardin County, I W  has obtained easements to allow construction of 
temporary transmission facilities bypassing those properties while the litigated issues are 
resolved. In September 2009, the Kentucky Commission issued an Order stating that a CCN was 
necessary for two segments of the proposed temporary facilities. In December 2009, the 
Kentucky Commission granted the CCNs for the relevant segments and the property owners 
have filed various motions to intervene, stay and appeal certain elements of the Kentucky 
Commission’s recent orders. In January 2010, in respect of two of such proceedings, the Franklin 
County circuit court issued Orders denying the property owners’ request for a stay of 
construction and upholding the prior Kentucky Commission denial of their intervenor status. In 
parallel with, and consistent with the relevant legal proceedings and their status, KU is 
proceeding with the construction activities with respect to these teinporary transmission 
facilities. 

In a separate proceeding, certain Mardin County landowners have also challenged the same 
transmission line in federal district court in L,ouisville, Kentucky. In that action, the landowners 
claim that the U S .  Army failed to comply with certain National l-listoric Preservation Act 
requirements relating to easements for the line through Fort Knox. LG&E and ICU are 
cooperating with the U.S. Army in its defense in this case and in October 2009, the federal court 
granted the defendants’ inotion for summary judgment and dismissed the plaintiffs’ claims. 
During November 2009, the petitioners filed submissions for review of the decision with the 6‘h 
Circuit Court of Appeals. 

LG&E and KU are not currently able to predict the iiltiinate outcome and possible effects, if any, 
on the construction schedule relating to the transmission line approval, land acquisition and 
permitting proceedings. 

Market-Based Rate Authority. In July 2006, the FERC issued an Order in LG&E’s market- 
based rate proceeding accepting the Company’s further proposal to address certain market power 
issues the FERC had claimed would arise upon an exit from the MISO. In particular, the 
Company received permission to sell power at market-based rates at the interface of control areas 
in which it may be deemed to have market power, subject to a restriction that such power not be 
collusively re-sold back into such control areas. However, restrictions exist on sales by L,G&E of 
power at marlcet-based rates in the L,G&E/KU and Big Rivers Electric Corporation control areas. 
In June 2007, the FERC issued Order No. 697 implementing certain reforins to market-based rate 
regulations, including restrictions similar to those previously in place for the Company’s power 
sales at control area interfaces. In December 2008, the FERC issued Order No. 697-B potentially 
placing additional restrictions on certain power sales involving areas where market power is 
deemed to exist. As a condition of receiving and retaining market-based rate authority, LG&E 
intist comply with applicable affiliate restrictions set forth in the FERC regulation. During 
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September 2008, the Company submitted a regular tri-annual update filing under market-based 
rate regulations. 

In June 2009, the FERC issued Order No. 697-C which generally clarified certain interpretations 
relating to power sales and purchases at control area interfaces or into control areas involving 
market power. In July 2009, the FERC issued an order approving the Company's September 
2008 application for market-based rate authority. During July 2009, affiliates of LG&E 
completed a transaction terminating certain prior generation and power marketing activities in 
the Big Rivers Electric Corporation control area, which termination should ultimately allow a 
filing to request a determination that the Company no longer is deemed to have market power in 
such control area. 

LG&E conducts certain of its wholesale power sales activities in accordance with existing 
market-based rate authority principles and interpretations. Future FERC proceedings relating to 
Orders 697 or market-based rate authority could alter the amount of sales made at market-based 
versus cost-based rates. The Company's sales under market-based rate authority totaled $10 
inillion for the three months ended March 3 1, 201 0. 

Mandatory Reliability Standards. As a result of the EPAct 2005, certain formerly voluntary 
reliability standards became mandatory in June 2007, and authority was delegated to various 
Regional Reliability Organizations ("RROs") by the North American Electric Reliability 
Corporation (''NERCI'), which was authorized by the FERC to enforce compliance with such 
standards, including promulgating new standards. Failure to comply with mandatory reliability 
standards can subject a registered entity to sanctions, including potential fines of up to $1 million 
per day, as well as non-monetary penalties, depending upon the circumstances of the violation. 
L,G&E and KU are members of the SERC Reliability Corporation ("SERC"), which acts as 
LG&E's and KU's RRO. During December 2009, the SERC and L,G&E and KIJ agreed to 
settlements involving penalties totaling less than $1 million for each utility related to their self- 
reports during June and October 2008, concerning possible violations of standards. During 
Decernber 2009 arid April 2010, L,G&E and KU submitted self-reports relating to additional 
standards, the resolution of which the Companies do not anticipate will result in material 
penalties or remedial actions, but which processes remain in the early stages and therefore the 
Companies are unable to determine the outcome. Mandatory reliability standard settlements 
commonly include other non-penalty elements, including compliance steps and mitigation plans. 
Settlements with the SERC proceed to NERC and FERC review before becoming final. While 
L,G&E and KIJ believe they are in compliance with the mandatory reliability standards, they 
cannot predict the outcome of other analyses, including on-going SERC or other reviews 
described above. 

Green Energy Riders. In May 2007, a Kentucky Commission Order was issued authorizing 
LG&E to establish Small and Large Green Energy Riders, allowing customers to contribute 
funds to be used for the purchase of renewable energy credits (ccREc)') through June 1,20 10. 
During November 2009, LG&E and KLJ filed an application to  both continue and modify the 
existing Green Energy Program. In February 20 10, the Kentucky Cornmission approved the 
Companies' application, as filed. 
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Note 3 - Financial Instruments 

The cost and estimated fair values of LG&E’s non-trading financial instruments as of March 3 1 , 
201 0 and December 31,2009 follows: 

March 3 1 , 
2010 

December 3 I ,  

Carrying Fair Carrying Fair 
(in millions) Value Value Value Value 

Long-term debt (including current portion 
of $ I20 million) $ 411 $ 417 $ 411 $ 411 

Long-term debt from affiliate $ 485 $ 515 $ 485 $ 512 
Interest-rate swaps - liability $ 29 $ 29 $ 28 $ 28 

The long-term debt valuations reflect prices quoted by dealers. The fair value of the long-term debt 
fiom affiliate is determined using an internal valuation model that discounts the fiiture cash flows of 
each loan at current market rates. The current market rates are determined based on quotes froin 
investment banks that are actively involved in capital markets for utilities and factor in LG&E’s 
credit ratings and default risk. The fair values of the swaps reflect price quotes from dealers, 
consistent with the Fair Value Measurements and Disclosures topic of the FASB ASC. The fair 
values of cash and cash equivalents, accounts receivable, accounts payable and notes payable are 
substantially the same as their carrying values. 

LG&E is subject to the risk of fluctuating interest rates in the normal course of business. The 
Company’s policies allow for the interest rate risk to be managed through the use of fixed rate 
debt, floating rate debt and interest rate swaps. At March 3 1 , 201 0, a 100 basis point change in 
the benchmark rate on LG&E’s variable rate debt, not effectively hedged by an interest rate 
swap, would impact pre-tax interest expense by $2 million annually. 

The Company is sub-ject to interest rate and commodity price risk related to on-going business 
operations. It currently manages these risks using derivative financial instruments, including 
swaps and forward contracts. 

LG&E has classified the applicable financial assets and liabilities that are accounted for at fair 
value into the three levels of the fair value hierarchy, as defined by the Fair Value Measurements 
and Disclosures topic of the FASB ASC, as follows: 

- L,evel 1 - Observable inputs that reflect quoted prices (unadjusted) for identical 
assets or liabilities in active markets. 

* Level 2 - Include other inputs that are directly or indirectly observable in the 
marketplace. 
Level 3 - Unobservable inputs which are supported by little or no market 
activity. 

- 

Interest Rate Swaps. LG&E uses over-the-counter interest rate swaps to hedge exposure to 
market fluctuations in certain of its debt instruments. Pursuant to Company policy, use of these 
financial instruments is intended to mitigate risk, earnings and cash flow volatility and is not 
speculative in nature. 
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The fair value of the interest rate swaps is determined by a quote from the counterparty. This 
value is verified monthly by the Company using a model that calculates the present value of 
fbture payments under the swap utilizing current swap market rates obtained from another dealer 
active in the swap market and validated by market transactions. Market liquidity is considered, 
however the valuation does not require an ad-justment for market liquidity as the market is very 
active for the type of swaps used by the Company. L,G&E considered the impact of counterparty 
credit risk by evaluating credit ratings and financial information. All counterparties had strong 
investment grade ratings at March 3 I ,  201 0. LG&E did not have any credit exposure to the swap 
counterparties, as it was in a liability position at March 3 1, 2010, therefore, the market valuation 
required no adjustment for counterparty credit risk. In addition, the Company and the 
counterparties have agreed to post margin if the credit exposure exceeds certain thresholds. 
Using these valuation methodologies, the swap contracts are considered level 2 based on 
measurement criteria in the Fair Value Measurements and Disclosures topic of the FASB ASC. 
Cash collateral for interest rate swaps is classified as a long-term asset and is a level 1 
measurement based on the funds being held in a demand deposit account. 

L,G&E was party to various interest rate swap agreements with aggregate notional amounts of 
$179 inillion as of March 3 1,201 0 and December 3 1,2009. Under these swap agreernents, 
L,G&E paid fixed rates averaging 4.52% and received variable rates based on LIBOR or the 
Securities Industry and Financial Markets Association’s municipal swap index averaging 0.19% 
and 0.20% at March 3 1, 20 10 and December 3 1,2009, respectively. One swap hedging the 
Company’s $83 million Trimble County 2000 Series A bond has been designated as a cash flow 
hedge and continues to be highly effective. 

The interest rate swaps are accounted for on a mark-to-market basis in accordance with the 
Derivatives and Hedging topic of the FASB ASC. Financial instruments designated as effective 
cash flow hedges have resulting gains and losses recorded within other comprehensive income 
and common equity. The ineffective portion of financial instruments designated as cash flow 
hedges is recorded to earnings monthly as is the entire change in the market value of the 
ineffective swaps. For the three month periods ended March 3 I ,  201 0 and 2009, LG&E recorded 
a pre-tax loss of less than $1 million and a pre-tax gain of less than $1 million in interest 
expense, respectively, to reflect the change in the ineffective portion of the interest rate swaps 
deemed highly effective. For the three months ended March 3 1,201 0, LG&E recorded a pre-tax 
loss of less than $1 million in derivative loss (gain) for the change in the mark-to-market value of 
the ineffective interest rate swaps. The table below shows the pre-tax amount and income 
statement location of gains from interest rate swaps for the three months ended March 3 I ,  2009: 

(in millions) 
March 3 1, 2009 

Location of Gain 

in Income on Derivatives 

Amount of Gain 

in Income on Derivatives 
Recognized Recognized 

Interest rate swaps - change in the mark- 
to-market of ineffective swaps Derivative loss (gain) 

Total 

Amounts recorded in accumulated other Comprehensive income will be reclassified into earnings 
in the same period during which the hedged forecasted transaction affects earnings. The amount 
ainortized from other comprehensive income to income in the three month period ended March 



3 1,  201 0, was less than $1 million. The amount expected to be reclassified froin other 
comprehensive income to earnings in the next twelve months is less than $1 million. 

A decline o f  100 basis points in the current market interest rates would reduce the fair value of 
LG&E’s interest rate swaps by approxiinately $28 million. Such a change could affect other 
comprehensive income if the hedge is effective, or the income statement if the hedge is 
ineffective. 

Energy Trading and Risk Management Activities. LG&E conducts energy trading and risk 
management activities to rnaxiinize the value of power sales from physical assets it owns. 
Energy trading activities are principally forward financial transactions to manage price risk and 
are accounted for as non-hedging derivatives on a inark-to-market basis in accordance with the 
Derivatives and Hedging topic of the FASB ASC. 

Energy trading arid risk inanagernent contracts are valued wing prices based on active trades 
from Intercontinental Exchange Inc. In the absence of a traded price, midpoints of the best bids 
and offers are the primary determinants of valuation. When sufficient trading activity is 
unavailable, other inputs include prices quoted by brokers or observable inputs other than quoted 
prices, such as one-sided bids or offers as of the balance sheet date. TJsing these valuation 
methodologies, these contracts are considered level 2 based on measurement criteria in the Fair 
Value Measurements and Disclosures topic of the FASB ASC. Quotes are verified quarterly using 
an independent pricing source of actual transactions. Quotes for combined off-peak and weekend 
timeframes are allocated between the two timeframes based on their historical proportional ratios 
to the integrated cost. No other djustrnents are made to the forward prices. No changes to 
valuation techniques for energy trading and risk management activities occurred during 201 0 or 
2009. Changes in market pricing, interest rate arid volatility assumptions were made during both 
years. 

The Company maintains credit policies intended to minimize credit risk in wholesale marketing 
and trading activities by assessing the creditworthiness of potential counterparties prior to 
entering into transactions with them and continuing to  evaluate their creditworthiness once 
transactions have been initiated. To fitrther mitigate credit risk, L,G&E seeks to enter into netting 
agreements or require cash deposits, letters of credit and parental company guarantees as security 
from counterparties. The Company uses S&P, Moody’s and definitive qualitative and 
quantitative data to assess the financial strength of counterparties on an on-going basis. If no 
external rating exists, L,G&E assigns an internally generated rating for which it sets appropriate 
risk parameters. As risk management contracts are valued based on changes in market prices of 
the related commodities, credit exposures are revalued and monitored on a daily basis. At March 
3 1,201 0, 100% of the trading and risk management coininitments were with counterparties rated 
BBB-/Baa3 equivalent or better. The Company has reserved against counterparty credit risk 
based on the counterparty’s credit rating and applying historical default rates within varying 
credit ratings over time provided by S&P or Moody’s. At March 3 1, 201 0 and December 3 1, 
2009, counterparty credit reserves related to the energy trading and risk management contracts 
were less than $1 million. 

The net voluine of electricity-based financial derivatives outstanding at March 3 1, 201 0 and 
December 31,2009, was zero Mwhs and 587,800 Mwhs, respectively. No cash collateral related 
to the energy trading and risk management contracts was required at March 3 I ,  20 I O .  Cash 
collateral a t  December 3 1, 2009, is categorized as other accounts receivable arid is a level 1 
measurernent based on the fiinds being held in liquid accounts. 
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The following tables set forth by level within the fair value hierarchy, LG&E's financial assets 
and liabilities that were accounted for at fair value on a recurring basis as of March 31, 2010 and 
December 3 1 , 2009. There are no level 3 measurements for the periods ending March 3 1, 201 0 
and December 3 1 , 2009. 

Recurring Fair Value Measurements (in 
mi 11 ions) 
- March 31,2010 

Level 1 
Financial assets: 

Energy trading and risk management 
con tracts $ - 

1s 
Total financial assets $ I S  

Interest rate swap cash collateral 

Level 2 

$ 7 
- 

Total 

$ 7 
1s 

$ 7 

Financial liabilities: 
Energy trading and risk management 

Interest rate swaps 
contracts $ 

Total financial liabilities $ 

$ 5 
29 

$ 34 

Recurring Fair Value Measurements (in 
mi 11 ions) 
December 3 1, 2009 

Financial assets: 
Level 1 

Energy trading and risk management contract 

Energy trading and risk management 

Interest rate swap cash collateral 

cash collateral $ 2 

contracts - 
17 

Total financial assets $ 19 

Financial liabilities: 
Energy trading and risk management 

Interest rate swaps 
contracts $ - 

Total financial liabilities $ - 

$ 22 

$ 5 
29 

$ 34 

Level 2 

$ 

2 

Total 

$ 2 

2 
17 

$ 2 

$ 2 
28 

$ 30 

$ 21 

$ 2 
28 

$ 30 

The Company does not net collateral against derivative instruments. 

Certain of the Company's derivative instruments contain provisions that require the Company to 
provide immediate arid on-going collateralizatiori on derivative iristruinents in net liability 
positions based upon the Company's credit ratings from each of the major credit rating agencies. 
At March 3 1,201 0, there are no energy trading and risk management contracts with credit risk 
related contingent features that are in a liability position, and no collateral posted in the normal 
course of business. The aggregate mark-to-market value of all interest rate swaps with credit risk 
related contingent features that are in a liability position on March 31,2010, is $22 million, for 
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which the Company has posted collateral of $1 5 million in the normal course of business. If the 
credit risk related contingent features underlying these agreements were triggered on March 3 I , 
201 0, due to a one notch downgrade in the Company's credit rating, the Company would be 
required to post an additional $4 million of collateral to its counterparties for the interest rate 
swaps and there would be no effect on the energy trading and risk n?anagetnent contracts or 
collateral required as a result o f  these contracts. 

The tables below show the fair value and balance sheet location of derivatives designated as 
hedging instruments as of March 3 1,2010 and December 3 1 , 2009: 

March 3 I ,  2m 
(in millions) 

Asset Derivatives 
Balance Sheet 

Location Fair Value 

Interest rate swaps Other assets $- 
Total LA 

Asset Derivatives 
December 3 1,2009 Balance Sheet 
(in millions) Location Fair Value 

Interest rate swaps Other assets - $ -  
Total - $2 

Liabilitv Derivatives 

Location Fair Value 
Balance Sheet 

Long-term 
derivative liability 

Liability Derivatives 

Location Fair Value 
Balance Sheet 

Long-term 
derivative liability 

u 
The tables below show the fair value and balance sheet location of derivatives not designated as 
hedging instrurnents as of March 3 1 , 201 0 and December 3 1 ,  2009: 

March 31, 2010 
(in millions) 

Asset Derivatives Liability Derivatives 
Balance Sheet Balance Sheet 

Location Fair Value Location Fair Value 

L,ong-term 
Interest rate swaps Other assets $ -  derivative liability $ 10 
Energy trading and risk Other current Other current 

management contracts assets 7 liabilities 5 
Total u LI.5 

Asset Derivatives Liability Derivatives 
December 3 1,2009 Balance Sheet Balance Sheet 
(in millions) Location Fair Value Location Fair Value 

Long-term 
Interest rate swaps Other assets $ -  derivative liability $ 9 
Energy trading and risk Other current Other current 

management contracts assets __2 liabilities 3 
Total u u 
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The gain (loss) on hedging interest rate swaps recognized in  OCI for the three month period 
ended March 31, 2010, was $(1) million. For the three month period ended March 3 I ,  2010, the 
gain on derivatives reclassified froin accumulated OCI to income was less than $1 million, and 
was recorded in other income (expense) - net. 

LG&E manages the price risk of its estimated future excess economic generation capacity using 
market-traded forward contracts. Hedge accounting treatment has not been elected for these 
transactions, and therefore gains and losses are shown in the statements of income. 

The following table presents the effect of derivatives not designated as hedging instruments on 
income for the three months ended March 3 1 : 

( in  millions) 

Location of Gain 
(Loss) Recognized 

in Income on Derivatives 

Energy trading and risk management 

Energy trading and risk management 

Interest rate swaps (realized) 
Interest rate swaps (unrealized) 

contracts (real ized) Electric revenues 

contracts (unrealized) Electric revenues 
Derivative loss (gain) 
Derivative loss (gain) 

Total 

Note 4 - Pension and Other Postretirement Benefit Plans 

Amount of Gain 
(Loss) Recognized 

in Income on Derivatives 
Three Months Three Months 

Ended Ended 

201 0 2009 
March 3 1, March 3 1, 

$ 1  $ 1  

The following tables provide the components of net periodic benefit cost for pension arid other 
postretirement benefit plans for the three months ended March 3 I .  The tables include the costs 
associated with both LG&E employees and E.ON U.S. Services employees who are providing 
services to the Company. The E.ON U.S. Services costs that are allocated to LG&E are 
approximately 43% and 44% of E.ON U.S. Services costs for March 31,2010 and 2009, 
respectively. 
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(in millions) 

Service cost 
Interest cost 
Expected return on 

plan assets 
Amortization of prior 

service costs 
Amortization of 

actuarial loss 
Benefit cost 

Pension Benefits 
Three Montlis Ended March 3 I , 

E.ON U.S. E.ON I J S .  
Services Services 

LG&E LG&E LG&E LG&E LG&E LG&E 
$ 1 $  I $  2 $  I $  I $  2 

6 2 8 7 2 9 

- 2010 2009 

Allocation to Total Allocation to Total 

(7) 

- - 1 I 1 1 

3 3 - 3 
$ 5 $  2 $  7 $  6 ‘  $ a $  8 

- 3 

(in millions) 
Other Postretirement Benefits 

Three Months Ended March 3 1 , 
2010 2009 

E.ON 1J.S. E.ON [J.S. 
Services Services 

LG&E LG&E LG&E LG&E LG&E LG&E 
Service cost $ - $  - $  - $  - $  I $  I 
In teres t cost I 1 1 1 
Amortization of prior 

Allocation to Total Allocation to Total 

seivice costs 
Benefit cost 

In January 2010, LG&E made a contribution to a pension plan covering its employees of $20 
million. I n  addition, E.ON lJ.S. Services made a pension plan contribution of $9 million. 
LG&E’s intent is to fund the pension plan in a manner consistent with the requirements of the 
Pension Protection Act of 2006. 

In 2010, L,G&E has made contributions to other postretirement benefit plans totaling $1 million. 
The Company also anticipates further funding to match the annual postretirement expense and 
funding the 401(h) plan up to the maximum amount allowed by law. 

Note 5 - Income Taxes 

A United States consolidated income tax return is filed by E.ON U.S.’s direct parent, E.ON 1JS 
Investments Corp., for each tax period. Each subsidiary of the consolidated tax group, including 
LG&E, calculates its separate income tax for each period. The resulting separate-return tax cost 
or benefit is paid to or received from the parent company or its designee. The Company also files 
income tax retiirns in various state ,jurisdictions. While the federal statute of limitations related to 
2006 and later years are open under the federal statute of limitations, Revenue Agent Reports for 
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2006-2007 have been received from the IRS, effectively closing these years to additional audit 
adjustments. Adjustments to these tax years were previously recorded in the financial statements. 
Tax years 2007 and 2008 were examined under an IRS pilot program named “Compliance 
Assurance Process” This program accelerates the IRS’s review to begin during the year 
applicable to the return and ends 90 days after the return is filed. Adjustments for 2007, agreed to 
and recorded in  January 2009, were comprised of $5 million of depreciation-related differences. 
Areas remaining under examination for 2008 include bonus depreciation and the Company’s 
application for a change in repair deductions. No net material adverse impact is expected fi-om 
these remaining areas. 

Additions and reductions of uncertain tax positions during 2010 and 2009 were less than $1 
million. Possible amounts of uncertain tax positions for LG&E that may decrease within the next 
12 months total less than $1 million and are based on the expiration of the audit periods as 
defined i n  the statutes. If recognized, the less than $1 million of unrecognized tax benefits would 
reduce the effective income tax rate. 

The amount LG&E recognized as interest expense and interest accrued related to unrecognized 
tax benefits was less than $1 million as of March 3 1 , 201 0 and December 3 1 , 2009. The interest 
expense and interest accrued is based on IRS and Kentucky Department of Revenue large 
corporate interest rates for underpayment of taxes. At the date of adoption, the Company accrued 
less than $1 million in interest expense on uncertain tax positions. LG&E records the interest as 
interest expense and penalties as operating expenses in the income statement and accrued 
expenses in the balance sheet, on a pre-tax basis. No penalties were accrued by the Company 
through March 3 1 , 2 0  10. 

In June 2006, LG&E and KU filed ajoint application with the U.S. Department of Energy 
(“DOE”) requesting certification to be eligible for investment tax credits applicable to the 
construction of TC2. In November 2006, the DOE and the IRS announced that LG&E and KU 
were selected to receive the tax credit. A final IRS certification required to obtain the investment 
tax credit was received in August 2007. In September 2007, LG&E received an Order from the 
Kentucky Commission approving the accounting of the investment tax credit. LG&E’s portion of 
the TC2 tax credit will be approximately $24 million over the construction period and will be 
amortized to income over the life of the related property beginning when the facility is placed in 
service. Based on eligible construction expenditures incurred, L,G&E recorded investment tax 
credits of $1 million during the three months ended March 31, 2009, decreasing current federal 
income taxes. The arnount claimed through 2009 is all that L,G&E is allowed to claim. L,G&E 
has recorded its rriaxirnum credit of $24 million. In addition, a full depreciation basis adjustment 
is required for the amount of the credit. The income tax expense impact from amortizing these 
credits will begin when the facility is placed in service. 

In March 2008, certain environmental and preservation groups filed suit in federal court in North 
Carolina against the DOE and IRS claiming the investment tax credit program was in violation 
of certain environmental laws and demanded relief, including suspension or termination of the 
program. During 2008 and 2009, the plaintiffs submitted amended complaints alleging additional 
claims for relief. In October 2009, the plaintiffs filed a motion for a preliminary injunction 
seeking temporary implementation of certain elements of the requested relief. The Company is 
not currently a party to this proceeding and is not able to predict the ultimate outcome of this 
matter. 
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Note 6 - Short-Term and Long-Term Debt 

LG&E’s long-term debt includes $120 million of pollution control bonds that are classified as 
current liabilities because these bonds are subject to tender for purchase at the option of the 
holder and to mandatory tender for purchase upon the occurrence of certain events. These bonds 
include Jefferson County 2001 Series A and B and Trimble County 2001 Series A and B. 
Maturity dates for these bonds range from 2026 to 2027. The average annualized interest rate for 
these bonds during the three months ended March 3 I , 201 0 was 0.69%. 

Pollution control bonds are obligations of LG&E issued in connection with tax-exempt pollution 
control revenue bonds issued by various governmental entities, principally counties in Kentucky. 
A loan agreement obligates the Company to inalte debt service payments to the governmental 
entities that equate to the debt service due from the entity on the related pollution control revenue 
bonds. The loan agreement is an unsecured obligation of the Company. 

Several of the LG&E pollution control bonds are insured by inonoline bond insurers whose 
ratings have been reduced due to  exposures relating to insurance of sub-prime mortgages. At 
March 31, 2010, LG&E had an aggregate $574 million (including $163 million of reacquired 
bonds) of outstanding pollution control indebtedness, of which $135 inillion is in the form of 
insured auction rate securities wherein interest rates are reset either weekly or every 35 days via 
an auction process. Beginning in late 2007, the interest rates on these insured bonds began to 
increase due to investor concerns about the creditworthiness of the bond insurers. During 2008, 
interest rates increased, and the Company experienced “failed auctions” when there were 
insufficient bids for the bonds. When a failed auction occurs, the interest rate is set pursuant to a 
formula stipulated in the indenture. During the three months ended March 3 1 , 201 0 and 2009, 
the average rate on the auction rate bonds was 0.27% and 0.47%, respectively. The instruments 
governing these auction rate bonds permit LG&E to convert the bonds to other interest rate 
modes, such as various short-term variable rates, long-term fixed rates or intermediate-term 
fixed rates that are reset infrequently. In June 2009, S&P downgraded the credit rating of 
Ambac, an insurer of the Company’s bonds, from “A” to “BBB”. As a result, S&P downgraded 
the ratings on the Trimble County 2000 Series A, 2002 Series A and 2007 Series A; Jefferson 
County 2001 Series A and Louisville Metro 2007 Series B bonds from “A” to “BBBt-” in June 
2009. The S&P ratings of these bonds are now based on the rating of the Company rather than 
the rating of Ambac since the Company’s rating is higher. 

During 2008, LG&E converted several series of its pollution control bonds from the auction rate 
mode to a weekly interest rate mode, as permitted under the loan documents. In connection with 
these conversions, the Company purchased the bonds from the remarketing agent. As of March 
3 1,2010, the Company continued to hold repurchased bonds in the amount of $163 million. The 
other repurchased bonds were rerriarketed during 2008 in an intermediate-term fixed rate mode 
wherein the interest rate is reset periodically (every three to five years). LG&E will hold some 
or all of such repurchased bonds until a later date, at which time it may refinance, remarltet or 
fbrther convert such bonds. Uncertainty in rnarkets relating to auction rate securities or steps the 
Cornpariy has taken or may take to mitigate such uncertainty, such as additional conversion, 
subsequent restructuring or redemption and refinancing, could result in increased interest 
expense, transaction expenses or other costs and fees or experiencing reduced liquidity relating 
to existing or future pollution control financing structures. 
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The Company participates in  an intercompany money pool agreement wherein E.ON 1J.S. and/or 
KU make funds available to LG&E at market-based rates (based on highly rated commercial 
paper issues) up to $400 million. Details of the balances are as follows: 

Total Money Amount Balance Average 
($ i n  millions) Pool Available Outstanding Available Interest Rate 
March 31,2010 $ 400 $ 124 $ 276 .21% 
December 3 1 , 2009 $ 400 $ 170 $ 230 .20% 

E.ON 1J.S. maintains revolving credit facilities totaling $3 13 million at March 3 1 , 20 10 and 
December 3 1 , 2009, to ensure flinding availability for the money pool. At March 3 1 , 20 10, one 
facility, totaling $150 million, is with E.ON North America, Inc., while the remaining line, 
totaling $1 63 million, is with Fidelia; both are affiliated companies. The balances are as follows: 

($ in millions) 
March 31,2010 
December 3 1 , 2009 

As of March 3 1, 20 

Total 
Available 
$ 313 
$ 313 

Amount Balance 
Outstanding Available 

$ 164 $ 149 
$ 276 $ 37 

Average 
Interest Rate 

1.47% 
1.25% 

0, the Company maintainec bilateral lines of credit, with unaffi iated 
financial institutions, totaling $125 million which mature in June 2012. At March 3 1 , 2010, there 
was no balance outstanding under any of these facilities. 
There were no redemptions or issuances of long-term debt year-to-date through March 3 I , 20 I O .  

Note 7 - Commitments and Contingencies 

Except as may be discussed in this quarterly report (including Note 2), material changes have not 
occurred in the current status of various Commitments or contingent liabilities from that 
discussed in the Company’s Annual Report for the year ended December 31,2009 (including, 
but riot limited to Notes 2, 9 and 14 to the financial statements of LG&E contained therein). See 
the Company’s Annual Report regarding such commitments or contingencies. 

Construction Program. LG&E had approximately $SO million of commitments in connection 
with its Construction program at March 3 1 , 2010. 

In June 2006, LG&E and K‘CJ entered into a construction contract regarding the TC2 project. The 
contract is generally in the form of a Iwnp-mIn, turnkey agreement for the design, engineering, 
procurement, construction, commissioning, testing and delivery of the project, according to 
designated specifications, terms and conditions. The contract price and its components are 
subject to a number of potential adjustments which may serve to increase or decrease the 
ultimate construction price paid or payable to the contractor. The contract also contains standard 
representations, covenants, indemnities, termination and other provisions for arrangements of 
this type, including termination for convenience or for cause rights. In March 2009, the parties 
completed an agreement resolving certain construction cost increases due to higher labor and per 
diein costs above an established baseline, and certain safety and compliance costs resulting from 
a change in law. The Company’s share o f  additional costs from inception of the contract through 
the expected project completion in 2010 is estimated to be approximately $10 million. During 
the past and to date in 2010, LG&E and K U  have received a number of contractual notices from 
the TC2 construction contractor asserting force majeure/excusable event claims for additional 
adjustments to either or both of contract price or construction schedule with respect to certain 
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events which, if granted, may affect such contractual terms in addition to a possible extension of 
the coniinercial operations date, liquidated damages or other relevant provisions. The parties are 
continuing to discriss such matters i n  good faith and are attempting to resolve thein in a 
commercially reasonable manner. The Company cannot c~irrently estimate the ultimate outcorne 
of these matters, including the extent, if any, that may result i n  increased costs charged for 
Construction of TC2 and/or relief relating to the construction completion or operations dates. 

TC2 Air Permit. The Sierra Club and other environinental groups filed a petition challenging 
the air permit issued for the TC2 baseload generating unit which was issued by the KDAQ in 
November 200.5. In September 2007, the Secretary of the Kentucky Environmental and Public 
Protection Cabinet issued a final Order upholding the permit. The environmental groups 
petitioned the EPA to object to the state permit and subsequent permit revisions. In 
determinations made in September 2008 and June 2009, the EPA rejected most of the 
environmental groups’ claims, but identified three permit deficiencies which the KDAQ 
addressed by revising the permit. In August 2009, the EPA issued an order denying the 
remaining claims with the exception of two additional deficiencies which the KDAQ was 
directed t o  address. The EPA determined that the proposed permit subsequently issued by the 
KDAQ satisfied the conditions of the EPA Order, although the agency recommended certain 
enhancements to the administrative record. In January 2010, the KDAQ issued a final permit 
revision incorporating the proposed changes to address the EPA objections. In March 2010, the 
environinental groups submitted a petition to the EPA to object to the permit revision, which 
petition is now pending before the EPA. The Company believes that the final permit as revised 
should not have a inaterial adverse effect on its financial condition or results of operations. 
However, until the EPA issues a final ruling on the pending petition and all appeals have been 
exhausted, the Company cannot predict the final outcome of this matter. 

Thermostat Replacement. During January 2010, L,G&E and KU announced a voluntary plan to  
replace certain thermostats which had been provided to  customers as part of the Companies’ 
dernarid reduction programs, due to concerns that the thermostats may present a safety hazard. 
Under the plan, the Companies anticipate replacing u p  to approximately 14,000 thermostats. 
Estimated costs associated with the replacement program inay be $2 million. However, the 
Companies cannot fully predict the ultimate outcome of the replacement prograin or other effects 
or developments which may be associated with the thermostat replacement matter at this time. 

Environmental Matters. The Company’s operations are subject to a number of environinental 
laws and regulations, governing, among other things, air emissions, wastewater discharges, the 
use, handling and disposal of hazardous substances and wastes, soil and groundwater 
contamination and employee health and safety. 

Clean A i r  Acl Requirenzents. The Clean Air Act establishes a coinpreherisive set of programs 
aimed at protecting and improving air quality in the United States by, among other things, 
controlling stationary sowces of air emissions such as power plants. While the general regulatory 
framework for these prograins is established at the federal level, most of the programs are 
implemented and administered by the states under the  oversight of the EPA. The key Clean Air 
Act programs relevant to LG&E’s business operations are described below. 

Ambient Air. Quality. The Clean Air Act requires the EPA to periodically review the available 
scientific data for six criteria pollutants and establish concentration levels in the ambient air 
sufficient to protect the public health and welfare with an extra margin for safety. These 
concentration levels are known as National Ambient Air Quality Standards (“NAAQS”). Each 
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state must identify “nonattaininent areas” within its boundaries that fail to comply with the 
NAAQS and develop a SIP to bring such nonattainrrient areas into compliance. If  a state fails to 
develop an adequate plan, the EPA must develop and implement a plan. As the EPA increases 
the stringency of the NAAQS through its periodic reviews, the attainment status of various areas 
inay change, thereby triggering additional ernissiori reduction obligations tinder revised SIPs 
aimed to achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and fine particulates that required 
additional reductions in SO2 and NOx emissions from power plants. In 1998, the EPA issued its 
final “NOx SIP Call” rule requiring reductions in NOx emissions of approximately 85% from 
1990 levels in order to mitigate ozone transport froin the midwestern U.S. to the northeastern 
U.S. To implement the new federal requirements, Kentucky amended its SIP in 2002 to require 
electric generating units to reduce their NOx emissions to 0. I S  pounds weight per MMBtu on a 
conipany-wide basis. In 2005, the EPA issued the CAIR which required additional SO2 emission 
reductions of 70% and NOx emission reductions of 65% from 2003 levels. The CAIR provided 
for a two-phase cap a n d  trade program, with initial reductions of NOx and SO2 einissions due by 
2009 and 201 0, respectively, and final reductions due by 201 5.  In 2006, Kentucky proposed to 
aiiiend its SIP to adopt state requirements similar to those under the federal CAIR. Depending on 
the level of action determined necessary to bring local nonattainment areas into compliance with 
the new ozone and fine particulate standards, LG&E’s power plants are potentially subject to 
additional reductions in SO2 and NOx emissions. In January 20  IO, EPA issued a proposed rule to 
reconsider the NAAQS for Ozone, previously revised in 2008. The proposal would institute 
more stringent standards. At present, the Company is unable to determine what, if any, additional 
requirements may be imposed to achieve compliance with the new ozone standard. 

In J ~ l y  2008, a federal appeals court issued a ruling finding deficiencies in the CAIR and 
vacating it. In December 2008, the Court amended its previous Order, directing the EPA to 
proinulgate a new regulation, but leaving the CAIR in place in the interim. Depending upon the 
course of such matters, the CAIR could be superseded by new or revised NOx or SO2 regulations 
with different or more stringent requirements and SIPs which incorporate CAIR requirements 
could be subject to revision. LG&E is also reviewing aspects o f  its compliance plan relating to 
the CAIR, including scheduled or contracted pollution control construction prograins. Finally, as 
discussed below, the reinand of the CAIR results in some uncertainty with respect to certain 
other EPA or state programs and proceedings and the Companies’ compliance plans relating 
thereto, due to the interconnection of the CAIR with such associated programs. At present, 
L,G&E is not able to predict the outcomes of the legal and regulatory proceedings related to the 
CAIR and whether such outcomes could have a rnaterial effect on the Company’s financial or 
operational conditions. 

Hazardozrs Air Pollutanls. As provided in the Clean Air Act, as amended, the EPA investigated 
hazardous air pollutant emissions from electric utilities and submitted a report to Congress 
identifying mercury emissions from coal-fired power plants as warranting further study. In 2005, 
the EPA issued the Clean Air Mercury Rule (“CAMR”) establishing mercury standards for new 
power plants and requiring all states to issue new SIPs including mercury requirements for 
existing power plants. The EPA issued a model rule which provides for a two-phase cap and 
trade program with initial reductions due by 2010 and final reductions due by 201 8. The CAMR 
provided for reductions of 70% from 2003 levels. The EPA closely integrated the CAMR and 
CAIR prograins to ensure that the 201 0 mercury reduction targets would be achieved as a “co- 
benefit” of the controls installed for purposes of compliance with the CAIR. In  addition, in 2006, 
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the Metro Louisville Air Pollution Control District adopted rules aimed at regulating additional 
hazardous air pollutants from sources including power plants. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The EPA has 
announced that it intends to promulgate a new rule to replace the CAMR. Depending on the final 
outcome of the rulemaking, the CAMR could be replaced by new rriles with different or inore 
stringent requirements for reduction of mercury and other hazardous air pollutants. Kentucky has 
also repealed its corresponding state mercury regulations. At present, LG&E is not able to 
predict the outcomes of the legal and regulatory proceedings related to the CAMR and whether 
such outcomes could have a rnaterial effect on the Company’s financial or operational 
conditions. 

Acid Rain Program. The Clean Air Act, as amended, iinposed a two-phased cap and trade 
program to reduce SO2 emissions fiom power plants that were thought to contribute to “acid 
rain” conditions in the northeastern 1J.S. The Clean Air Act, as amended, also contains 
requirements for power plants t o  reduce NOx einissions through the use of available combustion 
controls. 

Regional Haze. The Clean Air Act also includes visibility goals for certain federally designated 
areas, including national parks, and requires states to submit SIPs that will demonstrate 
reasonable progress toward preventing fiiture impairment and remedying any existing 
impairment of visibility in those areas. In 2005, the EPA issued its Clean Air Visibility Rule 
(“CAVR”) detailing how the Clean Air Act’s Best Available Retrofit Technology (“BART”) 
requirements will be applied to facilities, including power plants, built between 1962 and 1974 
that emit certain levels ofvisibility impairing pollutants. Under the final rule, as the CAIR 
provided for more visibility improvement than BART, states are allowed to substitute CAIR 
requirements in their regional haze SIPs in lieu of controls that would otherwise be required by 
BART. The final rule has been challenged in the courts. Additionally, because the regional haze 
SIPS incorporate certain CAIR requirements, the remand of CAIR could potentially impact 
regional haze SIPs. See “Ambient Air Quality” above for a discussion of CAIR-related 
uncertainties. 

Installation of Pollzitioi~ Conlrols. Many of the program under the Clean Air Act utilize cap and 
trade mechanisms that require a company to hold sufficient emissions allowances to cover its 
authorized emissions on a company-wide basis and do not require installation of pollution 
controls on every generating unit. Under cap and trade programs, companies are free to focus 
their pollution control efforts on plants where such controls are particularly efficient arid utilize 
the resulting emission allowances for srnaller plants where such controls are not cost effective. 
L,G&E had previously installed flue gas desulfurization equipment on all of  its generating units 
prior to the effective date of the acid rain program. LC&E’s strategy for its Phase 11 SO2 
requirements, which commenced in 2000, is to use accuinulated emission allowances to defer 
additional capital expenditures and LG&E will continue to evaluate iinprovements to further 
reduce SO2 emissions. In order to achieve the NOx einission reductions mandated by the NOx 
SIP Call, LG&E installed additional NOx controls, including selective catalytic reduction 
technology, during the 2000 through 2009 time period at a cost of $1 97 million. In 2001, the 
Kentucky Commission granted approval to recover the costs incurred by LG&E for these 
projects through the environmental surcharge inechanisms. Such monthly recovery is sub~ject to 
periodic review by the Kentucky Commission. 
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In order to achieve mandated emissions reductions, LG&E expects to incur additional capital 
expenditures totaling approximately $85 million during the 20 I O  through 20 12 time period for 
pollution control equipment, and additional operating and maintenance costs in operating such 
controls. I n  2005, the Kentucky Commission granted approval to recover the costs incurred by 
the Company for these projects through the ECR mechanism. Such monthly recovery is subject 
to periodic review by the Kentucky Cominission. L,G&E believes its costs in reducing SOZ, NOx 
and mercury emissions to be comparable to  those of similarly situated utilities with like 
generation assets. LG&E’s compliance plans are subject to many factors including developments 
in the emission allowance and fuels markets, future legislative and regulatory enactments, legal 
proceedings and advances in clean air technology. L,G&E will continue to monitor these 
developments to enstire that its environmental obligations are met in the most efficient and cost- 
effective manner. See “Ambient Air Quality” above for a discussion of CAIR-related 
uncertainties. 

GHG Developnients. In 2005, the Kyoto Protocol for reducing GHG emissions took effect, 
obligating 37 industrialized countries to undertake substantial reductions i n  GHG emissions. The 
U.S. has not ratified the Kyoto Protocol arid there are currently no mandatory GHG emission 
reduction requirements at the federal level. As discussed below, legislation mandating GFIG 
reductions has been introduced in the Congress, but no federal legislation has been enacted to 
date. In the absence of a program at the federal level, various states have adopted their own GHG 
emission reduction programs. Such prograins have been adopted in various states including I 1 
northeastern U.S. states and the District of Columbia under the Regional GHG Initiative program 
and California. Substantial efforts to pass federal GHG legislation are on-going. The current 
administration has announced its support for the adoption of mandatory GHG reduction 
requirements at the federal level. The tJnited States and other countries met in Copenhagen, 
Denmark in December 2009, in an effort to negotiate a GHG reduction treaty to succeed the 
Kyoto Protocol, which is set to expire in 2013. At Copenhagen, the 1J.S. made a nonbinding 
commitment to, among other things, seek to reduce GHG emissions to 17% below 2005 levels 
by 2020 and provide financial sripport to developing countries. The United States and other 
nations are scheduled to meet in Cancun, Mexico in late 2010 to continue negotiations toward a 
binding agreement. 

GHG Legislotion. LG&E is monitoring on-going efforts to enact GHG reduction requirements 
and requirements governing carbon sequestration at the state and federal level and is assessing 
potential impacts of such programs arid strategies to mitigate those impacts. I n  June 2009, the 
U.S. House of Representatives passed the American Clean Energy and Security Act of 2009, 
(H.R. 24.54), which is a comprehensive energy bill containing the first-ever nation-wide GHG 
cap and trade program. The bill would provide for reductions in GHG emissions of 3% below 
2005 levels by 2012, 17% by 2020, and 83% by 2050. In order to cushion potential rate impacts 
for utility customers, approximately 43% of emissions allowances would initially be allocated at 
no cost to the electric utility sector, with this allocation gradually declining to 7% in 2029 and 
zero thereafter. The bill would also establish a renewable electricity standard requiring utilities to 
meet 20% of their electricity demand through renewable energy arid energy efficiency by 2020. 
The bill contains additional provisions regarding carbon capture and sequestration, clean 
transportation, smart grid advancement, nuclear and advanced technologies and energy 
efficiency. 

In September 2009, the Clean Energy Jobs and American Power Act (S. 1733), which is largely 
patterned on the House legislation, was introduced in the 1J.S. Senate. The Senate bill raises the 
emissions reduction target for 2020 to 20% below 2005 levels and does not include a renewable 
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electricity standard. While the initial bill lacked detailed provisions for the allocation of 
emissions allowances, a subsequent revision incorporated allowance allocation provisions similar 
to the House bill. More recently, Senators Kerry, Lieberinari and others have announced that they 
are currently working on GHG legislation covering the utility and transportation sectors that 
would provide for a 17% reduction in GHG emissions by 2020, but have introduced no bill in the 
Senate to date. The Company is closely inonitoring the progress of the legislation, although the 
prospect for passage of comprehensive GHG legislation in 201 0 is uncertain. 

GHG Regulcrtions In April 2007, the 1J.S. Supreme Court ruled that the EPA has the authority to 
regulate GHG under the Clean Air Act. In April 2009, the EPA issued a proposed endangerment 
finding concluding that GHGs endanger public health and welfare, which is an initial rulemalting 
step under the Clean Air Act. A final endangerment finding was issued in December 2009. In 
September 2009, the EPA issued a final GHG reporting rule requiring reporting by facilities with 
annual GHG emissions equivalent to at least 25,000 tons of carbon dioxide. A number of the 
Company’s facilities will be required to submit annual reports commencing with calendar year 
201 0. Also in September 2009, the EPA proposed the GHG “tailoring” rule requiring new or 
niodified soiirces with GHG emissions equivalent to a t  least 10,000 to 25,000 tons of carbon 
dioxide to obtain permits under the Prevention of Significant Deterioration Program. Such new 
or modified facilities would be required to install Best Available Control Technology. While the 
Company is unaware of any currently available GHG control technology that might be required 
for installation on new or modified power plants, it is currently assessing the potential impact of 
the proposed rule. A final tailoring rule is expected in 2010. The EPA has announced that the 
final tailoring rule will address the phase in of GHG regulation for these stationary sources and 
will provide for regulation of new or modified stationary sources such as power plants in 201 I .  
The Company is unable to predict whether mandatory GHG reduction requirements will 
ultimately be enacted through legislation or regulations. As a company with significant coal-fired 
generating assets, LG&E could be substantially impacted by prograins requiring rnandatory 
reductions in GHG emissions, although the precise impact on its operations, including the 
reduction targets and deadlines that would be applicable, cannot be determined prior to the 
enactment of such programs. While the Company believes that many costs of complying with 
mandatory GHG reduction requirements or purchasing emission allowances to meet applicable 
requirements wodd likely be recoverable, in whole o r  in part under the ECR, where such costs 
are related to the Company’s coal-fired generating assets, or other potential cost-recovery 
rnechanistlis, this cannot be assured. 

GHG Litigation. A number of lawsuits have been filed asserting common law claims including 
nuisance, trespass and negligence against various companies with GHG emitting facilities. In 
October 2009, a three judge panel of the United States Court of Appeals for the 5‘” Circuit in the 
case of Comer v. Murphy Oil reversed a lower court, holding that private plaintiffs have standing 
to assert certain coininon law claims against more than 30 utility, oil, coal and cherriical 
companies. However, i n  March 2010, the court vacated the opinion of the threejudge panel and 
granted a motion for rehearing. The Comer complaint alleges that GHG emissions from the 
defendants’ facilities contributed to global warming which increased the intensity of Hurricane 
Katrina. E.ON, the parent of LG&E and KU was included as defendant in the complaint, but has 
not been subject to the proceedings due to the failure of the plaintiffs to pursue service under the 
applicable international procedures. LG&E and KU are currently unable to predict fiirther 
developments in the Comer case. LG&E and KU continue to monitor relevant GHG litigation to 
identify ,jirdicial developments that may be potentially relevant to their operations. 
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Section 114 Requests In August 2007, the EPA issued administrative information requests under 
Section I 14 of the Clean Air Act reqtiesting new source review-related data regarding certain 
projects undertaken at LG&E’s Mill Creek 4 arid TCI generating units and KLJ’s Ghent 2 
generating unit. LG&E and KU have complied with the inforination requests and are not able to 
predict further proceedings in this matter at this time. 

Ash Ponds, Coal-Combustion Byprodzicts and Water Discharges. The EPA has undertaken 
various initiatives in response to the December 2008 iinpoundment failure at the Tennessee 
Valley Authority’s Kingston power plant, which resulted in a major release of coal combustion 
byproducts into the environment. The EPA issued information requests to utilities throughout the 
country, including L,G&E, to obtain information on their ash ponds and other impoundments. In 
addition, the EPA inspected a large number of i~npoundments located at power plants to 
determine their structural integrity. The inspectioris included several of the Company’s 
impoundments, which the EPA found to be in satisfactory condition except for certain 
impoundments at the Mill Creek and Cane Run stations, which were determined to be in fair 
condition. In May 201 0, the EPA announced proposed regulations for coal combustion 
byproducts handled in landfills and ash ponds. The EPA has proposed two alternatives: (1) 
regulation of coal combustion byproducts i n  landfills and ash ponds as a hazardous waste; or (2) 
regulation of coal combustion byproducts as a solid waste with minimum national standards. 
Under both alternatives, the EPA has proposed safety requirements to address the structural 
integrity of ash ponds. In addition, the EPA will consider potential refinements of the provisions 
for beneficial reuse of coal combustion byproducts. The EPA has also announced plans to 
develop revised effluent limitations guidelines and standards governing discharges froin power 
plants. The Company is monitoring these ongoing regulatory developments, but will be unable to 
determine the impact until  such time as new rules are finalized. 
In May 2010, the Sierra Club and other environmental groups filed a petition with the Kentucky 
Energy and Environment Cabinet challenging the Kentucky Pollutant Discharge Elimination 
System perinit issued in April 2010, which covers water discharges from the Trimble County 
Station. Due to the preliminary stage of the proceedings, the Company is currently unable to 
predict the outcome or precise impact o f  this matter. 

General Environinental Proceedings. From time to time, LG&E appears before the EPA, various 
state or local regulatory agencies and state and federal courts regarding matters involving 
compliance with applicable environmental laws and regulations. Such matters include 
remediation obligations or activities for former manufactured gas plant sites or elevated 
Polychlorinated Biphenyl levels at existing properties; liability under the Comprehensive 
Environmental Response, Compensation and Liability Act for cleanup at various off-site waste 
sites; on-going claims regarding alleged particulate emissions froin the Company’s Cane Run 
station and claims regarding GHG emissions from the Company’s generating stations. With 
respect to the former manufactured gas plant sites, LG&E has estimated that it could incur 
additional costs of less than $1 inillion for remaining clean-up activities under existing approved 
plans or agreements. Based on analysis to date, the resolution of these matters is not expected to 
have a material impact on the Company’s operations. 
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Note 8 - Segments of Business 

LG&E’s revenues, net income and total assets by business segment for the three months ended 
March 3 1, were as follows: 

(in millions) 
LG&E Electric 

Revenues 
Net income 
Total assets 

LG&E Gas 
Revenues 
Net income 
Total assets 

Total 
Revenues 
Net income 
Total assets 

2010 

$ 232 
16 

2,83 1 

134 
17 

663 

366 
33 

3,494 

2009 

$ 235 
(6) 

2,780 

193 
11 

730 

428 
5 

3,5 10 

Note 9 - Related Party Transactions 

LG&E, subsidiaries of E.ON U.S. and subsidiaries of E.ON engage in related party transactions. 
Transactions between LG&E and E.ON U.S. subsidiaries are eliminated upon Consolidation of 
E.ON US.  Transactions between LG&E and E.ON subsidiaries are eliminated upon 
consolidation of E.ON. These transactions are generally performed at cost and are in accordance 
with FERC regulations under the Public Utility EIolding Company Act of2005 and the 
applicable Kentucky Commission regulations. The significant related party transactions are 
disclosed as follows. 

Electric Purchases 

LG&E and KLJ purchase energy from each other in order to effectively manage the load of their 
retail and wholesale customers. These sales and purchases are included in the statements of 
income as electric operating revenues and purchased power operating expense. LG&E’s 
intercompany electric revenues and purchased power expense for the three months ended March 
3 I ,  were as follows: 

(in millions) 
Electric operating revenues from KU 
Purchased power from KU 

Interest Charges 

2010 2009 
$ 24 $ 31 

7 9 

See Note 6, Short-Term and Long-Term Debt, for details of intercompany borrowing 
arrangements. Intercompany agreements do not require interest payments for receivables related 
to services provided when settled within 30 days. 
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L,G&E’s intercompany interest expense for the three months ended March 3 I , was as follows: 

(in millions) 
Interest on Fidelia loans 

2010 
$ 7  $ 7  

Other Intercompany Billings 

E.ON [J.S. Services provides the Company with a variety of centralized administrative, 
management and support services. These charges include payroll taxes paid by E.ON U.S. 
Services on behalf of L,G&E, labor and burdens of E.ON 1J.S. Services employees performing 
services for LG&E, coal purchases and other vouchers paid by E.ON U.S. Services on behalf of 
LG&E. The cost of these services is directly charged to the Company, or for general costs which 
cannot be directly attributed, charged based on predetermined allocation factors, including the 
following ratios: number of customers, total assets, revenues, number of employees and other 
statistical information. These costs are charged on an actual cost basis. 

In addition, LG&E and K1.I provide services to each other and to E.ON 1J.S. Services. Billings 
between LG&E arid KU relate to labor and overheads associated with union and hourly 
employees performing work for the other utility, charges related to jointly-owned generating 
units and other iniscellaneoits charges. Billings from LG&E to E.ON U.S. Services include cash 
received by E.ON 1.I.S. Services on behalf of LG&E, primarily tax settlements, and other 
payments made by the Company on behalf of other non-regulated businesses which are 
reimbursed through E.ON U.S. Services. 

Intercornpany billings to and from LG&E for the three months ended March 3 1 , were as follows: 

(in millions) 
E.ON U.S. Services billings to L,G&E 
LG&E billings to KU 
KU billings to LG&E 
L,G&E billings to E.ON U.S. Services 

2010 2009 
$ 56 $ 43 

8 
- 1 1  
5 

- 

- 

In March 2010, the Company paid dividends of$30 million to its common shareholder, E.ON 
U.S. 

Note 10 - Subsequent Events 

Subsequent events have been evaluated through May 14,2010, the date of issuance of these 
statements and these statements contain all necessary adjustments and disclosures resulting from 
that evaluation. 

On April 28, 201 0, E.ON U.S. announced that E.ON AG and E.ON 1JS Investments Corp. had 
entered into a definitive agreement with PPL, a Pennsylvania corporation, to sell to PPL all the 
equity interests of E.ON U.S. for a base purchase price, including the assuinption of debt, 
totaling $7.625 billion. The transaction is anticipated to close by the end of 2010, subject to 
completion of all the conditions precedent to its consurnmation. In connection with the 
announcernent, Moody’s placed the debt ratings of the Company under review for possible 
downgrade. S&P affirmed the existing ratings of the Company. See Note 1, General. 
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On April 9,20 IO,  the Kentucky Commission issued an Order allowing the Companies to 
withdraw their pending application for approval of the wind power contracts. 
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Management's Discussion and Analysis 

General 

The following discussion and analysis by management focuses on those factors that had a inaterial 
effect on LG&E's financial results of operations and financial condition during the three month 
period ended March 3 1,201 0, and should be read in connection with the financial statements and 
notes thereto. 

Some of the following discussion may contain forward-looking statements that are subject to certain 
risks, uncertainties and assumptions. Such forward-looking statements are intended to be identified 
in this document by the words "anticipate," "expect," "estimate," "objective," "possible," "potential" 
and similar expressions. Actual results may vary materially. Factors that could cause actual results 
to differ materially include: general economic conditions; business and competitive conditions in 
the energy industry; changes in federal or state legislation; unusual weather; actions by state or 
federal regulatory agencies; and other factors described fiom time to time in the Company's reports, 
including the Annual Report for the year ended December 3 1, 2009. 

Executive Summary 

Business 

LG&E, incorporated in Kentucky in 1913, is a regulated public utility engaged in the generation, 
transmission, distribution and sale of electric energy and the storage, distribution and sale of 
natural gas. LG&E provides electric service to approximately 397,000 customers in Louisville 
and adjacent areas in Kentucky covering approximately 700 square miles in 9 counties. Natural 
gas service is provided to approximately 322,000 customers in its electric service area and 8 
additional counties in Kentucky. Approximately 97% of the electricity generated by LG&E is 
produced by its coal-fired electric generating stations, all equipped with systems to reduce SO2 
emissions. The remainder is generated by a hydroelectric power plant and natural gas and oil 
fueled combustion turbines. Underground natural gas storage fields help LG&E provide 
economical and reliable natural gas service to customers. 

LG&E is a wholly-owned subsidiary of E.ON [J.S., an indirect wholly-owned subsidiary of 
E.ON, a German corporation. LG&E's affiliate, KU, is a regulated public utility engaged in the 
generation, transmission, distribution and sale of electric energy in Kentucky, Virginia and 
Tennessee. 

PPL Acquisition 

On April 28,201 0, E.ON 1J.S. announced that E.ON AG and E.ON IJS Investments Corp. had 
entered into a definitive agreement with PPL, a Pennsylvania corporation, to sell to PPL all the 
equity interests of E.ON U S .  for a base purchase price, including the assumption of debt, 
totaling $7.625 billion. The transaction is anticipated to close by the end of 2010, subject to 
completion of all the conditions precedent to its consummation. These conditions include the 
approval of the Kentucky Commission, the Virginia Commission and the Tennessee Regulatory 
Authority under state utilities laws, the approval of the FERC under the Federal Power Act and 
the filing of required notices with the Department of Justice and the Federal Trade Commission 
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under the Hart-Scott-Rodino Antitrust Irnproveinents Act of 1976 and the application of relevant 
waiting periods. 

Regulatory Matters 

In January 201 0, LG&E filed an application with the Kentucky Coinmission requesting an 
increase in electric base rates of approximately 12%, or $95 inillion annually, and its gas base 
rates of approximately 8%, o r  $23 million annually, including an 1 1 .S% return on equity for 
electric and gas. LG&E requested the increase, based on the twelve month test year ended 
October 3 1 , 2009, to become effective on and after March 1 , 20 10. The requested rates have 
been suspended until August 1,  2010, at which time they may be put into effect, subject to 
refbnd, if the Kentucky Cornmission has not issued an order in the proceeding. The parties, 
including a number of intervenors, are currently exchanging data requests and other filings in the 
proceedings and a hearing date has been scheduled for June 201 0. An order in the proceeding 
may occur during the third o r  fourth quarters of 2010. 

In January 2009, LG&E, the AG, KI‘CJC arid all other parties to electric and gas base rate cases 
filed a settlement agreement with the Kentucky Commission. TJnder the terms of the settlement 
agreement, the Company’s base gas rates increased $22 inillion annually, and base electric rates 
decreased $13 million annually. An Order approving the settlement was received in February 
2009, and the new rates were implemented effective February 6,2009. In connection with the 
application and effective date of the new rates, the VDT surcredit and merger surcredit 
terminated, resulting in increased revenues of approximately $21 million annually. 

In January 2009, a significant winter ice storm passed through LG&E’s service territory causing 
approximately 205,000 customer outages, followed closely by a severe wind storin in February 
2009, causing approximately 37,000 customer outages. LG&E incurred $44 million of 
incremental operation and maintenance expenses and $10 million of capital expenditures related 
to the restoration following the two storms. The Company filed an application with the Kentucky 
Commission in April 2009, requesting approval to establish a regulatory asset, and defer for 
future recovery, approximately $45 million in incremental operation and maintenance expenses 
related to the storm restoration. In September 2009, the Kentucky Cornmission issued an Order 
allowing the Company to establish a regulatory asset of up to $45 million based on its actual 
costs for storm damages and service restoration due to the January and February 2009 winter 
storms. In September 2009, the Company established a regulatory asset of $44 million for actual 
costs incurred, and the Company is seeking recovery of this asset in its current base rate case. 

Environmental Matters 

General. Protection of the environment is a major priority for LG&E and a significant element 
of its business activities. LG&E’s properties and operations are subject to extensive 
environmental-related oversight by federal, state and local regulatory agencies, including via air 
quality, water quality, waste management and similar laws and regulations. Therefore, LG&E 
must conduct its operations in accordance with numerous permit and other requirements issued 
under or contained in such laws or regulations. 

Climate Change. Recent developments continue to indicate an increased possibility of 
significant climate change or  GHG legislation or regulation, at the international, federal, regional 
and state levels. During December 2009, as part of the United Nation’s Copenhagen Accord, the 
United States agreed to a non-binding goal to reduce GHG emissions to  17% below 2005 levels 
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by 2020. Additionally, during 2009, the U.S. House of Representatives passed a comprehensive 
GHG legislation, which included a number of measures to limit GHG emissions and achieve 
GHG einission reduction targets below 2005 levels of 3%, 17% and 83% by 2012, 2020 and 
2050, respectively, and the U.S. Senate is considering companion legislation. In late 2009, the 
EPA issued or proposed various regulatory initiatives relating to GHG matters, including an 
endangerment finding relating to mobile sources of GHGs, a GHG reporting requirement and a 
proposed rule relating to permitting requirements for new or modified GHG emission sources. 
Finally, a number of U.S. states, although not currently including Kentucky, have adopted GHG- 
reduction legislation or regulation of various sorts. The developing GHG initiatives include a 
number of differing structures and formats, including direct limitations on GHG sources, 
issuance of allowances for GHG emissions, cap-and-trade program for such allowances, 
renewable or alternative generation portfolio standards and mechanisms relating to  demand 
reduction, energy efficiency, smart-grid, transmission expansion, carbon-sequestration or other 
GHG-reducing efforts. While the final terms and impacts of such initiatives cannot be estimated, 
LG&E, as a primarily coal-fired utility, could be highly affected by such proceedings. 

The cost to LG&E and the effect on LG&E’s business of complying with potential GHG 
restrictions will depend upon the details of the programs ultimately enacted. Some of the design 
eleinents which may have the greatest effect on LG&E include (a) the required levels and timing 
of any carbon caps or limits, (b) the emission sources covered by such caps or limits, (c) 
transition and mitigation provisions, such as phase-in periods, free allowances or price caps, (d) 
the availability and pricing of relevant GHG-reduction technologies, goods or services and (e) 
economic, market and customer reaction to electricity price and demand changes due to GHG 
limits. 

I.iltimateiy, environmental matters or potential environmental matters can represent an important 
element of current or fiiture potential capital requirements, future unit retirement or replacement 
decisions, supply and demand for electricity, operating and maintenance expenses or compliance 
risks for the Company. While LG&E currently anticipates that many of such direct costs or 
effects may be recoverable through rates or other regulatory mechanisms, particularly with 
respect to coal-related generation, the availability, timing or completeness of such rate recovery 
cannot be assured. IJltimately, climate change matters could result in material effects on LG&E’s 
results of operations, liquidity and financial position. See Management’s Discussion and 
Analysis and Note 7 of Notes to Financial Statements for additional information. 
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Results of Operations 

The electric and gas utility business is affected by seasonal temperatures. As a result, operating 
revenues (and associated operating expenses) are riot generated evenly throughout the year. 

Three Months Ended March 3 1, 20 10, Compared to 
Three Months Ended March 3 1,2009 

Net Income 

Net income for the three months ended March 3 I , 2010, increased $28 million compared to the 
same period in 2009. The increase was priinarily the result of decreased operating expenses 
($1 14 inillion), partially offset by decreased operating revenues ($62 million), increased income 
taxes ($1 8 million) and increased derivative loss (gain) ($6 inillion). 

Revenues 

Electric revenues decreased $3 million in the three months ended March 3 I , 201 0, primarily due 
to: 

5 Decreased wholesale sales ($10 million) due to: 
e Decreased sales voliimes to KLJ ($6 million) priinarily due to coal-fired 

generation unit outages during the first quarter of 2010. Via a mutual 
agreement, LG&E sells its lower cost electricity to KIJ to serve ICU’s native 
load and purchases KU’s excess economic capacity to make wholesale sales 
Decreased sales volumes with third-parties ($3 million) priinarily due to 
increased energy deinarid from industrial and residential customers and due to 
coal-fired generation unit outages during the first quarter of 201 0 
Decreased sales to ICU ($1 million) due to lower cost of fbel resulting in lower 
pricing 

0 

e 

o Decreased revenues from base rates ($2 million) due to lower base energy non-fuel 
rates charged to customers during the period 

e Decreased fLiel costs billed to customers through the FAC ($2 million) due to lower‘ 
fuel prices 

Partially offset by: 
e Increased retail sales volumes delivered ($8 million) due to increased consumption by 

residential customers as a result of colder weather and higher usage by commercial and 
industrial customers as a result of improved economic conditions, in addition to the 
colder weather 
Increased DSM revenue ($3 million) due to increased recoverable program spending 
Increased iniscellaneous electric operating revenue ($1 million) prirnarily due to 
increased late payment charges 

o 

Natural gas revenues decreased $59 million in the three months ended March 3 1, 20 10, primarily 
due to: 

e Decreased average cost of gas billed to retail customers through the GSC ($86 million) 
due to reductions in gas prices as a result of lower fuel costs 
Decreased WNA revenues ($5 million) due to higher retail sales volumes resulting 
from increased total heating degree days 
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Partially offset by: 
a Increased retail sales volumes delivered ($25 million) due to higher consumption by 

residential customers as a result of colder weather, and increased usage by coiiimercial 
arid industrial customers as a result of improved economic conditions, in addition to the 
colder weather 
Increased retail revenues froin base rates ($5 million) due to the full period benefit of 
higher base rates resulting froin the application of the base rate case settlement in 
February 2009 
Increased DSM revenue ($1 million) due to increased recoverable program spending 0 

Expenses 

Fuel for electric generation and natural gas supply expense comprise a large component of total 
operating expenses. Increases or decreases in the costs of fuel and natural gas supply are 
reflected in retail rates through the FAC and GSC, subject to  the approval of the Kentucky 
Commission. 

Fuel for electric generation decreased $8 million in the three months ended March 31, 2010, 
primarily due to: 

0 

c, 

Decreased commodity and transportation costs for coal ($4 million) 
Decreased volumes of fuel usage ($4 million) due to decreased wholesale sales 

Power purchased expense decreased $2 million in the three months ended March 31,2010, 
primarily due to decreased purchased volumes from KU under the mutual agreement due to 
increased demand by K1J native load customers and reduced availability of LG&E’s lower cost 
generation to supply KIJ’s demand, as a result of LG&E’s unit outages. 

Gas supply expenses decreased $69 million in the three months ended March 31,2010, primarily 
due to: 

0 Decreased cost of net gas supply billed to customers ($97 million) resulting from lower 
cost per Mcf 

Partially offset by: 
0 Higher volumes of natural gas delivered to retail customers ($27 million) due to 

increased demand 

Other operation and maintenance expense decreased $36 inillion in the three months ended 
March 31,201 0, due to decreased maintenance expense ($32 million) arid decreased other 
operation expense ($4 million). 

Maintenance expense decreased $32 million in the three months ended March 3 I ,  20 I O ,  
primarily due to: 

Decreased distribution expense ($36 million) due to tree trimming and maintenance of 
overhead lines and line transformers as a result of 2009 winter storm restoration 

Increased boiler and electric maintenance expense ($4 million) due to increased 
scheduled unit outages 

Partially offset by: 
0 
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Other operation expense decreased $4 million in the three months ended March 3 1, 2010, 
primarily due to: 

Decreased distribution expense ($4 million) due to repair of overhead lines and 
administrative support costs, including increased call center support and public safety 
response team support, as a result of 2009 winter storm restoration 
Decreased pension expense ($1 million) 
Decreased workers’ compensation expense ($1 million) 

Increased administrative and general expense ($3 million) due to increased DSM 
program spending 

e 

e 

artially offset by: 

Derivative loss (gain) increased $6 million i n  the three months ended March 3 1 , 201 0, primarily 
due to a loss in 2010, versus a gain in 2009, fiom the change in the value of ineffective interest 
rate swaps. 

A reconciliation of differences between the statutory 1J.S. federal income tax rate and LG&E’s 
effective tax rate follows: 

Three Months Ended 
March 3 1, 

2010 2009 

Statutory federal income tax rate 35.0 Y o  35.0 Yo 
State income taxes, net of federal benefit 3.6 (6.4) 
Qualified production activities deduction (0.7) (1 0.2) 
Amortization of investment tax credits (1 -2) (17.2) 
Other differences (1.4) (1.2) 
Effective income tax rate 35.3 Y o  0.0 Yo 

The effective income tax rate increased to more historically normal levels for the three months 
ended March 3 1 , 201 0, compared to the three months ended March 3 1 , 2009, primarily due to 
increased pretax income. State income taxes, net of federal benefit was also lower in the three 
months ended March 3 1 , 2009, due to a coal credit recorded in 2009. The decreases in the 
qualified production activities deduction arid the amortization of investment tax credits are 
directly attributable to the quarter over quarter increase in pretax iiicorne. 
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Liqiiiditv and Capital Resources 

LG&E uses net cash generated from its operations, external financing (including financing from 
affiliates) and/or infusions of capital from its parent to fiind construction of plant and equipment 
and the payment of dividends. As of March 3 1,201 0, LG&E had a working capital deficiency of 
$15 1 million, priinarily due to short-term debt from affiliates associated with the repurchase of 
certain of its tax-exempt bonds totaling $163 million, and $120 million of tax-exempt bonds 
which allow the investors to put the bonds back to the Company causing them to be classified as 
current portion of long-term debt. The Company has adequate liquidity facilities to repurchase 
any bonds put back to the Company. The repurchased bonds are being held until they can be 
refinanced or restructured. Working capital deficiencies can be fiinded through an intercompany 
money pool agreement or through bilateral lines of credit. See Note 6 of Notes to Financial 
Statements. LG&E believes that its sources of fiinds will be sufficient to meet the needs of its 
business in the foreseeable future. 

Operating Activities 

Cash provided by operations for the three months ended March 3 1, 201 0 was $92 inillion less 
than cash provided by operations for the three months ended March 3 1, 2009, and was primarily 
the result of decreases in cash due to changes in: 

e 

e 

e 

Materials and supplies ($52 million) primarily due to gas price decreases 
Gas supply clause receivable, net ($50 million) due to the timing of GSC collections 
Accounts receivable ($36 million) primarily due to timing on collection of accounts and 
colder weather in the first quarter of 201 0 
Pension and postretirement funding ($19 inillion) primarily due to timing of pension 
contributions 
Collateral deposit - interest rate swap ($3 million) due to decreased collateral required 
related to decrease in derivative liability in 201 0 compared to 2009 

e 

0 

These decreases were partially offset by increases in cash due to changes in: 
e 

e 

e 

e Other ($2 inillion) 

Earnings, net of non-cash items ($38 million) 
Accounts payable ($25 inillion) primarily due to higher gas costs in 2009 and timing of 
payments 
Other current assets and liabilities ($3 million) 

Investing Activities 

Net cash flows provided by investing activities were $1 7 inillion and net cash flows used for 
investing activities were $42 million in the three months ended March 31,2010 and 2009, 
respectively, resulting in  an increase in net cash provided by investing activities of $59 million. 
The increase in investing cash inflows is due to the sale of assets to an affiliate of $48 million, 
decreased capital expenditures of $12 million and decreased changes in non-hedging derivatives 
of $1 million. 
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Financing Activities 

Net cash flows used for financing activities were $77 million and $109 million in the three 
months ended March 31, 2010 and 2009, respectively, resulting in a decrease in net cash used for 
financing activities of $32 million. The decrease in financing cash outflows is due to lower short- 
term borrowings net of repayments from an affiliated company of $27 million and decreased 
dividend payments of $5 million. 

See Note 6 of Notes to Financial Statements for information of redemptions, maturities and 
issuances of long-term debt. 

Future Capital Requirements 

LG&E’s constriiction prograin is designed to ensure that there will be adequate capacity and 
reliability to meet the electric needs of its service area and to comply with environmental 
regulations. These needs are continually being reassessed and appropriate revisions are made, 
when necessary, in construction schedules. L,G&E expects its capital expenditures for the three 
year period ending December 3 1 , 2012, to total approximately $800 million, consisting prirnarily 
of on-going construction related to distribution assets totaling approximately $41 5 million, on- 
going construction related to generation assets totaling approximately $260 million, 
redevelopment of the Ohio Falls hydroelectric facility totaling approximately $55 million, 
information technology projects of approximately $35 million, other projects of $30 million, and 
construction of TC2 totaling approximately $5 million. 

Future capital requirenients may be affected in varying degrees by factors such as electric energy 
demand load growth, changes in constriiction expenditure levels, rate actions by regulatory 
agencies, new legislation, changes in commodity prices and labor rates, changes in 
environmental regulations and other regulatory requirements. Credit market conditions can affect 
aspects of the availability, t e rm or methods in which the Company fiinds its capital 
requirements. L,G&E anticipates funding fiiture capital requirements through operating cash 
flow, debt and/or infusions of capital from its parent. 

LG&E has a variety of funding alternatives available to meet its capital requirements. The 
Company participates in an intercompany money pool agreement wherein E.ON 1J.S. and/or KU 
make fiinds of up to $400 million available to the Company at market-based rates. See Note 6 of 
Notes to Financial Statements. Fidelia also provides long-term intercompany funding to LG&E. 

Regulatory approvals are required for LG&E to incur additional debt. The FERC authorizes the 
issuance of short-term debt while the Kentucky Commission authorizes the issuance of long-term 
debt. In  November 2009, LG&E received a two-year authorization from the FERC to borrow up 
to $400 million in short-term funds. As of March 31,2010, LG&E has borrowed $124 million of 
this authorized amount. See Note 6 of Notes to  Financial Statements. 

A significant portion of LG&E’s short-term debt balance ($163 million) is for borrowings 
incurred to repurchase auction rate tax-exempt bonds. Following the repurchase, the auction rate 
tax-exempt bonds have been removed from the balance sheet. However, these bonds are being 
held until they can be refinanced or restructured. Given the uncertainty surrounding the timing of 
when the bonds could be reinarlteted to the public due to the current state of the capital markets 
and the $400 million limit on short-term debt, in November 2009, the Company sought and 
received authority from the Kentucky Coinmission to issue up to $50 million of new long-term 
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debt to its affiliate, Fidelia. The Coinpany currently believes this authorization provides the 
necessary flexibility to address any liquidity needs. 

The Company’s debt ratings as of March 3 I ,  20 I O ,  were: 

Moodv’s s&p 

IJnerihanced pollution control revenue bonds 
Issuer rating 
Corporate credit rating 

A2 BBB+ 
A2 - 

BBB+ 

These ratings reflect the views of Moody’s and S&P. A security rating is not a recoinrnendation 
to buy, sell or hold securities and is subject to revision or withdrawal at any time by the rating 
agency. In connection with E.ON LJ.S.’s announcement that E.ON AG and E.ON 1JS 
Investments Corp. had entered into a definitive agreement with PPL to sell to PPL all the equity 
interests of E.ON U.S., Moody’s placed the debt ratings of the Company under review for 
possible downgrade. S&P affirmed the existing ratings of the Company. See Note 6 of Notes to 
Financial Statements for a discussion of recent downgrade actions related to the pollution control 
revenue bonds caused by a change in the rating of the entity insuring those bonds. 

41 



Controls and Procedures 

Management is responsible for establishing and maintaining adequate internal control over 
financial reporting. Internal control over financial reporting is a process designed to provide 
reasonable assurance regarding the reliability of financial reporting and the preparation of 
financial statements for external purposes in accordance with generally accepted accounting 
principles. A company’s internal control over financial reporting includes those policies and 
procedures that pertain to the maintenance of records that, in reasonable detail, accurately and 
fairly reflect the transactioris and dispositions of the assets of the company; provide reasonable 
assurance that transactions are recorded as necessary to permit preparation of financial 
statements in accordance with generally accepted accounting principles, and that receipts and 
expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and provide reasonable assurance regarding 
prevention or timely detection of unauthorized acquisition, use, or disposition of the company’s 
assets that could have a material effect on the financial statements. 

Because of its inherent limitations, internal control over financial reporting may not prevent or 
detect misstatements. Also, projections of any evaluation of effectiveness to fLiture periods are 
subject to the risk that coritrols may become inadequate because of changes i n  conditions, or that 
the degree of compliance with the policies or procedures may deteriorate. 

LG&E is not subject to the internal control and other requirements of  the Sarbanes-Oxley Act of 
2002 and associated rules (the “Act”) and consequently is not required to evaluate the 
effectiveness of the Company’s internal control over financial reporting pursuant to Section 404 
of the Act. However, management has assessed the effectiveness of the Company’s internal 
control over financial reporting as of December 3 1, 2009, using the criteria set forth by the 
Committee of Sponsoring Organizations of the Treadway Commission in Internal Confrol - 
Integrated Framework. Management has concluded that, as of December 3 1, 2009, the 
Company’s internal control over financial reporting was effective based on those criteria. There 
have been no changes in the Company’s internal control over financial reporting that occurred 
during the three months ended March 3 1, 201 0, that has materially affected, or is reasonably 
likely to materially affect the Company’s internal control over financial reporting. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 1, 
2009, was audited by PricewaterhouseCoopers LLP, an independent accounting firm, as stated in 
its report which is included in the 2009 LG&E Annual Report. 
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Legal Proceedings 

For a description of the significant legal proceedings, including, but not limited to, certain rates 
and regulatory, environinental, climate change and litigation matters, involving L,G&E, reference 
is made to the information under the following captions of the Company’s Annual Report for the 
year ended December 3 1 , 2009: Business, Risk Factors, Legal Proceedings, Management’s 
Discussion and Analysis, Finaricial Statements and Notes to Financial Statements. Reference is 
also made to the matters described in Notes 2, 7, and 10 of this quarterly report. Except as 
described in this quarterly report, to date, the proceedings reported in the Company’s Annual 
Report for the year ended December 3 1 , 2009 have not materially changed. 

Other 

In the norrnal course of business, other lawsuits, claims, environmental actions and other 
governmental proceedings arise against LG&E. To the extent that damages are assessed in any of 
these lawsuits, the Company believes that its insurance coverage is adequate. Management, after 
consultation with legal counsel, does not anticipate that liabilities arising out of other currently 
pending or threatened lawsuits and claims will have a material adverse effect on the Company7s 
financial position or results of operations. 
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Report of Independent Accountants 

To Shareholder of Louisville Gas and Electric Company: 

We have reviewed the accompanying condensed balance sheet of Louisville Gas and Electric 
Company as of June 30, 2010, and the related condensed statements of income, comprehensive 
income, and retained earnings for the three-month and six-month periods ended June 30, 2010 and 
2009 and the condensed statement of cash flows for the six-month periods ended June 30,2010 and 
2009. This condensed interim financial information is the responsibility of the Company's 
management. 

We conducted our review in accordance with standards established by the American Institute of 
Certified Public Accountants. A review of interim financial information consists principally of appiying 
analytical procedures and making inquiries of persons responsible for financial and accounting 
matters It is substantially less in scope than an audit conducted in accordance with auditing standards 
generally accepted in the United States of America, the objective of which is the expression of an  
opinion regarding the financial information taken as a whole. Accordingly, we do not express such an 
opinion 

Based on our review, we are not aware of any material modifications that should he made to the 
accompanying condensed interim financial information for it to be in conformity with accounting 
principles generally accepted in the United States of America. 

We have previously audited, in accordance with auditing standards genera!ly accepted in the United 
States of America, the balance sheet of Louisville Gas and Electric Company as of December 31, 
2009, and the related statements of income, comprehensive income, retained earnings, and cash flows 
for the year then ended (not presented herein), and in our report dated March 19, 2010, we expressed 
an unqualified opinion on those financial statements. In our opinion, the information set forth in the 
accompanying condensed balance sheet information as of December 31, 2009, is fairly stated in all 
material respects in relation to the balance sheet from which it has been derived. 



Louisville Gas and Electric Company 
Condensed Statements of Incoine 

(Unaudited) 
(Millions of $) 

Three Months Ended 
June 30, 

20]0 
Operating revenues 

Electric (Note 9) ..................................................... $ 247 
Gas ......................................................................... 32 

Total operating reveilties ................................... 279 

Operating expenses 
Fuel for electric generation .................................... 90 

12 

87 

23 6 

Power piirchased (Note 9) ...................................... 
Gas supply expenses .............................................. 12 

Depreciation and amortization ............................... 35 
Other operation and maintenance expenses ........... 

Total operating expenses ................................... 

Operating income ........................................................ 43 

Derivative loss (gain) (Note 3) .................................... 

Interest expense (Notes 3 and 6) ................................. 

(Notes 6 and 9)  ..................................................... 

10 

5 

7 

Other expense - net (Note 3) ...................................... 

Interest expense to affiliated companies 

Income before income taxes ........................................ 21 

Income tax expense (Note 5) ....................................... 7 

Net income .................................................................. $ 14 

- 2009 

$ 228 
49 

277 

83 
14 
29 
84 
34 

244 

33 

(1 1) 

4 

7 

33 

12 

$ 21 

The accompanying notes are an integral part of these condensed financial statements. 

Condensed Statements of Retained Earnings 
(Unaudited) 

(Millions of $) 

Three Months Ended 
Jiiiie 30, 

2010 - 2009 
Balance at beginning of period .................................. $ 758 $ 710 
Net income .................................................................. 14 21 

772 73 1 

Cash dividends declared on coinmon stock (Note 9) (45) 

Balance at end of period .............................................. $ 772 $ 686 

The accompanying notes are an integral part of these condensed financial statements. 

Six Months Ended 
June i o ,  

2010 

$ 479 
166 
645 

173 
29 
93 

174 
69 

538 

107 

I 1  
1 
9 

14 

2009 

$ 463 
242 
705 

174 
33 

179 
207 

67 
660 

4.5 

(16) 
1 
8 

14 

72 

25 

$ 47 

-- 

38 

12 

$ 26 

Six Months Ended 
June 30, 

$ 75.5 $ 740 
47 26 

802 766 

2010 2009 

$ 772 $ 686 
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Louisville Gas and Electric Company 
Condensed Balance Sheets 

(Unaudited) 
(Millions of $) 

Assets 
Current assets: 

Cash and cash equivalents ........................................................... 
Accounts receivable, net: 

Customer - less reserves of $1 million as of June 30, 20 10 

Other - less reserves of $1 million as of June 30, 2010 
and December 3 1, 2009, respectively ............................... 

and December 3 1 , 2009, respectively .............................. 
Accounts receivable from affiliated companies .......................... 
Materials and supplies: 

F L I ~  (predominantly coal) ....................................................... 
Gas stored underground .......................................................... 
Other materials and supplies ................................................... 

Income tax receivable ................................................................. 

Deferred income taxes - net (Note 5) ......................................... 
Regulatory assets (Note 2) .......................................................... 
Prepayments and other current assets ......................................... 

Total current assets ........................................................................... 

Derivative asset (Note 3) ............................................................ 

Utility plant: 
At original cost ............................................................................ 
Less: reserve for depreciation .................................................... 
Total utility plant, net .................................................................. 

Construction work i n  progress ................... ................................ 
Net utility plant and construction work in progress ......................... 

Deferred debits and other assets: 

Regulatory assets (Note 2): 
Collateral deposit (Note 3) .......................................................... 

Pension and postretirement benefits ....................................... 
Other ....................................................................................... 

Other assets ................................................................................. 
Total deferred debits and other assets .............................................. 

June 30. 
2010 

$ 6  

135 

8 
18 

69 
19 
33 
12 
2 
4 

11 
8 

325 

4. 264 
1. 748 
2. 5 16 

323 
2. 839 

17 

204 
126 

5 
352 

Total assets $ 3. 516 

The accompanying notes are an integral part of these condensed financial statements . 

....................................................................................... 

December 3 I .  
2009 

$ 5 

131 

12 
53 

61 
56 
33 

2 
4 

14 
12 

383 

4. 200 
1. 708 
2. 492 

342 
2. 834 

17 

204 
125 

5 
3.51 

$ 3. 568 
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Louisville Gas and Electric Company 
Condensed Balance Sheets (cont.) 

(Unaudited) 
(Millions of $) 

Liabilities and Equity 
Current liabilities: 

Current portion of long-term bonds (Notes 3 and 6) ..................... 
Notes payable to affiliated company (Notes 6 and 9) ................... 
Accounts payable .......................................................................... 
Accounts payable to affiliated companies (Note 9) ..................... 
Accrued income taxes ................................................................... 
Customer deposits ......................................................................... 
Derivative liability (Note 3) ......................................................... 
Regulatory liabilities (Note 2) ....................................................... 
Other current liabilities ................................................................. 

Total current liabilities ....................................................................... 

Long-tern1 debt: 
L.on g.terin bonds (Note 3 and 6) ................................................... 
Long-term debt to affiliated company (Notes 3 ,  6 and 9) ............. 

Total long-term debt ........................................................................... 

Deferred credits and other liabilities: 
Accumulated deferred income taxes (Note 5) ............................... 

Investment tax credit (Note 5) ....................................................... 
Asset retirement obligations .......................................................... 

Accumulated cost of removal of utility plant ............................ 
Deferred income taxes - net ..................................................... 
MIS0 exit ................................................................................. 
Other ......................................................................................... 

Customer advances for construction ............................................. 
Derivative liability (Note 3) ......................................................... 
other liabilities .............................................................................. 

Total deferred credits and other liabilities .......................................... 

Accumulated provision for pensions and related benefits (Note 4) 

Regulatory liabilities (Note 2): 

June 30. 
2010 

$ 120 
137 
79 
28 

24 
1 

12 
38 

43 9 

. 

29 1 
48.5 
776 

395 
188 
47 
32 

265 
37 

3 
3 
7 

42 
15 

1. 034 

Common equity: 
Common stock. without par value . 

424 
Additional paid-in capital .............................................................. 84 

Retained earnings (Note 9) ........................................................... 772 
Total common equity ......................................................................... 1, 267 

Authorized 75.000. 000 shares. outstanding 2 1.294. 223 shares 

Accumulated other comprehensive loss ........................................ (13) 

Total liabilities and equity .................................................................. $ 3. 516 

The accompanying notes are an integral part of these condensed financial statements . 

December 3 1. 
2009 

$ 120 
170 
97 
28 
15 
22 
2 

38 
41 

533 

291 
485 
776 

373 
198 
48 
31 

256 
41 

3 
3 
8 

28 
17 

1. 006 

424 
84 

(10) 
755 

1. 253 

$ 3 .  568 
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Louisville Gas and Electric Company 
Condensed Statements of Cash Flows 

(Unaudited) 
(Millions of $) 

For the Six Months Ended 
Julie 30. 

Cash flows from operating activities: 
Net income ............................................................................................. 
Items riot requiring cash currently: 

Depreciation and amortization .......................................................... 
Deferred income taxes - net ............................................................. 
Provision for pension and postretirement plans ................................ 
Derivative liability ............................................................................ 
Other ................................................................................................. 

Accounts receivable .......................................................................... 
h4aterials and supplies ...................................................................... 
Incoine tax receivable ....................................................................... 
Gas supply clause receivable - net ................................................... 
Fuel adjustment clause ...................................................................... 
Environmental cost recovery ............................................................ 
Accounts payable .............................................................................. 

Other current assets and liabilities .................................................... 
Change i n  collateral deposit - interest rate swap (Note 3 )  .................... 
Pension and postretireinent funding (Note 4) ....................................... 

Net cash provided by operating activities ......................................... 

Changes in current assets and liabilities: 

Accrued income taxes ....................................................................... 

Other ...................................................................................................... 

Cash flows from investing activities: 
Construction expenditures ..................................................................... 

Change i n  non-hedging derivatives ........................................................ 
Net cash used for investing activities ............................................... 

Assets sold to affiliate ............................................................................ . .  

Cash flows from financing activities: 
Short-term borrowings from affiliated company . net (Note 6) ............ 
Payment of dividends (Note 9) ............................................................. 

Net cash used for financing activities ............................................... 

Change in cash and cash equivalents .......................................................... 

Cash and cash equivalents at beginning of period ...................................... 

Cash and cash equivalents at end of period ................................................. 

$ 26 

9 
239 

(80) 
(149) 

4 

$ 4  

The accompanying notes are an integral part of these condensed financial statements . 
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Louisville Gas and Electric Company 
Condensed Statements of Comprehensive Income 

(Unaudited) 
(Millions of $) 

Three Months Elided 
June 30, 

2010 2009 

Net income .............................................................................. $ 14 $ 21 

Six Months Ended 
June 30, 

2010 2009 

$ 47 $ 26 

(Loss) gain on derivative jnstruments and hedging activities - 
net of tax benefit (expense) of $1 million, $(2) million, 

............ 4 

Comprehensive income ........................................................... $ 12 $ 23 $ 44 .$ 30 

The accompanying notes are an integral part of these condensed financial statements. 

$1 million, and $(2) inillion, respectively (Note 3 )  (2) 2 ( 3 )  
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lk,ouisville Gas and Eiectric Company 
Notes to Condensed Financial Statements 

(Unaudited) 

Note I - General 

LG&E’s common stock is wholly-owned by E.ON US., an indirect wholly-owned subsidiary of 
E.ON. In the opinion of management, the unaudited interim condensed financial statements 
include all adjustments, consisting only of normal recurring adjustments, necessary for fair 
statements of income and retained earnings, balance sheets, and statements of cash flows and 
comprehensive income for the periods indicated. Certain information and footnote disclosures 
normally included in financial statements prepared in accordance with generally accepted 
accounting principles have been condensed or omitted. These unaudited condensed financial 
statements and notes should be read in conjunction with the Company’s Financial Statements 
and Additional Information (“Annual Report”) for the year ended December 3 1, 2009, including 
the audited fjiiaiicial statements and notes therein. The December 3 1, 2009 Condensed Balance 
Sheet included herein is derived from the December 3 1, 2009 audited balance sheet. Amounts 
reported in the Condensed Statements of Income are not necessarily indicative of amounts 
expected for the respective annual periods due to the effects of seasonal temperature variations 
on energy consumption, regulatory rulings, the timing of maintenance on electric generating 
units, changes in mark-to-market valuations, changing commodity prices and other factors. 

Certain reclassification entries have been made to the previous years’ financial statements to 
conform to the 2010 presentation with no impact on capitalization or previously reported net 
income. However, total assets and liabilities both increased by $1 million, cash flows provided 
by operating activities decreased by $4 million arid cash flows used for investing activities 
decreased by $4 million. 

PPL Acquisition 

On April 28,2010, E.ON U.S. announced that a Purchase and Sale Agreement (the 
“Agreement”) had been entered into among E.ON US Investments, PPL, and E.ON. 

The Agreement provides for the sale of E.ON U.S. to PPL. Pursuant to the Agreement, at 
closing, PPL, will acquire all of the outstanding limited liability company interests of E.ON U.S. 
for cash consideration of $2.1 billion. In addition, pursuant to the Agreement, PPL agreed to 
assume $925 million of pollution control bonds and to repay indebtedness owed by E.ON lJ.S. 
and its subsidiaries to E.ON US Investments and its affiliates. Such affiliate indebtedness is 
currently estimated to be $4.6 billion. The aggregate consideration payable by PPL on closing, 
$7.6 billion (including the assumed indebtedness), is subject to adjustment for specified 
incremental irivestment in E.ON U.S. that will potentially be made by E.ON US Investments and 
its affiliates prior to closing. 

The transaction is subject to customary closing conditions, including the expiration or 
termination of the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required 
regulatory approvals (including state regulators in Kentucky, Virginia arid Tennessee, and the 
FERC) and the absence of irijunctions or restraints imposed by governmental entities. Subject to 
receipt of required approvals, the transaction is expected to close by the end of 2010. Change of 
control and financing-related applications were filed on May 28,201 0, with the KentLicky 
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Commission and on June 15,20 10, with the Virginia Commission and the Tennessee Regulatory 
Authority. An application with the FERC was filed on June 28, 2010. During the second quarter 
of 2010, a nurnber of parties were granted intervenor status in the Kentucky Commission 
proceedings and data request filings and responses occurred. Hearings in the Kentucky 
Commission proceedings are scheduled for September 8,201 0. Early termination of the final 
Hart-Scott-Rodino waiting period was received on August 2,201 0. 

Based upon credit and financial market conditions, the anticipated PPL acquisition and other 
factors, the Company anticipates completing certain re-financing transactions and, where 
applicable, has applied for regulatory approvals for such transactions. LG&E anticipates issuing 
up to $535 million in public first mortgage bonds, the proceeds of which will substantially be 
used to refund existing long-term intercompany debt. As required by existing covenants, in 
connection with the issuance of any such secured debt, LG&E would also collateralize certain 
outstanding pollution control bond debt series which are presently unsecured. Upon such 
collateralization, approximately $574 rnillion in existing pollution control debt would become 
secured debt, supported by a first mortgage lien. Subject to regulatory approvals and other 
conditions, LG&E may cotnplete these transactions, in  whole or in part, during late 2010 and 
early 20 1 1. 

See Note 6 of Notes to Condensed Financial Statements fcw fiirther information regarding the 
refinancing, rernarketing or conversion of existing pollution control debt. 

Recent Accounting Pronouncements 

Fair Value Measurements 

In January 2010, the FASB issued guidance related to fair value measurement disclosures 
requiring separate disclosure of amounts of significant transfers in and out of level 1 and level 2 
fair value measurements and separate information about purchases, sales, issuances and 
settlements within level 3 measurements. This guidance is effective for the interim and annual 
reporting periods beginning after December IS,  2009, except for the disclosures about the 
roll-forward of activity in level 3 fair value measurements. Those disclosures are effective for 
fiscal years beginning after December I S ,  2010, and for interim periods within those fiscal years. 
This guidance has no impact on the Company’s results of operations, financial position, liquidity 
or disclosures. 

Note 2 - Rates and Regulatory Matters 

For a description of each line item of regulatory assets and liabilities and for descriptions of 
certain tnatters which may not have undergone material changes relating to the period covered by 
this quarterly report, reference is made to Note 2 of L,G&E’s Annual Report for the year ended 
December 3 1 , 2009. 

20 10 Electric and Gas Rate Cases 

In January 2010, LG&E filed an application with the Kentucky Commission requesting an 
increase in electric base rates of approximately 12%, or $95 million annually, and its gas base 
rates of approximately 8%, or $23 million annually, including an I 1.5% return on equity for 
electric and gas. LG&E requested the increase, based on the twelve month test year ended 
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October 3 1, 2009, to become effective on and after March 1,2010. The requested rates were 
suspended until August 1,2010. A number of intervenors entered the rate case, including the 
Kentucky Attorney General’s office, certain representatives of industrial and low-income groups 
and other third parties, and submitted filings challenging the Company’s requested rate increases, 
in whole or in part. A hearing was held on June 8, 2010. LG&E and all of the intervenors except 
for the AG agreed to a stipulation providing for an increase in electric base rates of $74 million 
annually and gas base rates of $17 inillion annually and filed a request with the Kentucky 
Commission to approve such settlement. An Order in the proceeding was issued in July 20 IO,  
approving all the provisions in the stipulation, with rates effective on and after August 1, 2010. 

Regulatory Assets and Liabilities 

The following regulatory assets and liabilities were included in LG&E’s Balance Sheets: 

(in millions) 
Current regulatory assets: 
GSC 
ECR 
FAC 
MIS0 exit 
Other 

Total current regulatory assets 

Non-current regulatory assets: 
Storm restoration 
ARO 
Unamortized loss on bonds 
MIS0 exit 
Other 

Subtotal non-current regulatory assets 

Pension benefits 
Total non-current regulatory assets 

Current regulatory liabilities: 
GSC 
DSM 

Total current regulatory liabilities 

June 30, December 3 1 , 
-- 2010 2009 

$ 3  $ 3  
2 7 
3 
1 1 
2 3 

$ I 1  $ 14 

- 

___I_ 

P 

$ 67 $ 67 
31 30 
21 22 

4 4 
3 2 

126 125 

204 
$330 
-- 

$ 6  
6 

$ 12 - 
Non-current regulatory liabilities: 
Accuinulated cost of removal of utility plant $265 
Deferred income taxes - net 37 
MIS0 exit 3 

3 Other 
$308 
_____- 

____. Total non-current regu Iatory I iabi lities 

204 
$ 329 
P 

$ 34 
4 

$ 38 
L 

$ 256 
41 
3 
3 

$ 303 
P 
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LG&E does not currently earn a rate of return on the GSC, ECR, FAC, and gas performance- 
based ratemalting (included in “GSC” above) regulatory assets which are separate recovery 
mechanisms with recovery within twelve months. No return is earned on the pension benefits 
regulatory asset that represents the changes in funded status o f  the plans. LG&E will recover this 
asset through pension expense included in the calculation of base rates. No return is currently 
earned on the ARO asset. When an asset with an ARO is retired, the related ARO regulatory 
asset will be offset against the associated ARO regulatory liability, ARO asset and ARO liability. 
ARO liabilities are included in other non-current regulatory liabilities. A return is earned on the 
unamortized loss on bonds, including the portion in other current regulatory assets, and these 
costs are recovered through amortization over the life of the debt. LG&E earned a rate of return 
on the balance of Mill Creek Ash Pond costs included in other regulatory assets at December 31, 
2009, as well as recovery of these costs. There is no remaining balance as of June 30,2010. The 
Company received approval in its current base rate cases to recover the storm restoration 
regulatory asset over a ten year period. The Company also received approval for ad,justments to 
the amortization of CMRG and KCCS contributions, included in other non-current regulatory 
assets. The Company recovers through the calculation of base rates, the amortization of the net 
MISO exit regulatory asset incurred through April 30, 2008, and other current and non-current 
regulatory assets including the East Kentucky Power Cooperative FERC transmission settlement 
agreement and rate case expenses. The regulatory liabilities for the MISO exit include 
administrative charges collected via base rates from May 2008 through February 5 ,  2009, and 
refmds of the exit fee. The MISO regulatory liability will be netted against the remaining costs 
of withdrawing from the MISO, except for a small portion of the refund which occurred in 2010 
which will be addressed in a later rate case, per a Kentucky Commission Order, in  the current 
Kentucky base rate case. Reftinds from the MISO for a portion of the cost of exiting will also be 
netted against the remaining balances of these costs in the current Kentucky base rate cases as 
well as in future Kentucky base rate cases. Other non-current regulatory liabilities include a 
portion of GSC. 

GSC. In December 2009, LG&E filed with the Kentucky Corninission an application to extend 
and modify its existing gas cost PBR. The current PBR was set to expire at the end of October 
2010. In April 2010, the Kentucky Cornmission issued an Order approving a five year extension 
and the requested minor modifications to the PBR effective November 201 0. 

ECR. In July 20 10, the Kentucky Cornmission initiated a six-month review of LG&E’s 
environmental surcharge for the billing period ending April 2010. An order is expected in the 
fourth quarter of 2010. 

In January 201 0, the Kentucky Commission initiated a six-month review of L,G&E’s 
environmental surcharge for the billing period ending October 2009. In May 2010, an Order was 
issued approving the amounts billed through the ECR during the six-month period and the rate of 
return on capital and allowing recovery of the under-recovery position in subsequent monthly 
filings. 

In June 2009, the  Company filed an application for a new ECR plan with the Kentucky 
Commission seeking approval to recover investments in  environmental upgrades and operations 
and maintenance costs at the Company’s generating facilities. During 2009, LG&E reached a 
unanimous settlement with all parties to the case, and the Kentticky Commission issued an Order 
approving LG&E’s application. Recovery on customer bills through the monthly ECR surcharge 
for these projects began with the February 2010 billing cycle. 
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FAC. In January 2010, the Kentucky Commission initiated a six-month review of LG&E’s FAC 
mechanism for the expense period ended August 2009. In May 2010, an Order was issued 
approving the charges and credits billed through the FAC during the review period. 

Storm Restoration. In January 2009, a significant ice storm passed through LG&E’s service 
territory causing approximately 205,000 customer outages and was followed closely by a severe 
wind storm in February 2009 that caused approxirnately 37,000 customer outages. LG&E 
incurred $44 million in incremental operation and maintenance expenses and $10 million in  
capital expenditures related to  the restoration following the two storms. The Company filed an 
application with the Kentucky Commission in April 2009, requesting approval to establish a 
regu!atory asset and defer for future recovery approximately $45 million in incremental 
operation and maintenance expenses related to the storm restoration. In September 2009, the 
Kentucky Commission issued an Order allowing the Company to establish a regulatory asset of 
up to $45 million based on its actual costs for storm damages and service restoration due to the 
January and February 2009, storm. In September 2009, the Company established a regulatory 
asset of$44 million for actual costs incurred. The Company received approval in its current base 
rate cases to recover this asset over a ten year period beginning August 1 , 2010. 

In September 2008, high winds froin the remnants of Hurricane Ilte passed through the service 
territory causing significant outages and system damage. In October 2008, L,G&E filed an 
application with the Kentucky Commission requesting approval to establish a regulatory asset 
and defer for fLiture recovery approximately $24 inillion of expenses related to the storm 
restoration. In December 2008, the Kentucky Commission issued an Order allowing the 
Company to establish a regulatory asset of up to $24 million based on its actual costs for storm 
damages and service restoration due to Hurricane Ilte. In December 2008, the Company 
established a regulatory asset of $24 million for actual costs incurred. The Company received 
approval in its current electric base rate case to recover this asset over a ten year period 
beginning August 1.20 10. 

Other Regulatory Matters 

Wind Power Agreements. In September 2009, the Companies filed an application and 
supporting testimony with the Kentucky Commission for approval of wind power purchase 
contracts and cost recovery mechanisms, under which LG&E and KIJ would jointly purchase 
respective assigned portions of the output of two Illinois wind farms totaling an aggregate 109.5 
Mw. In October 2009, the Kentucky Coinmission issued an Order denying the Companies’ 
request to establish a surcharge for recovery of the costs of purchasing wind power. In March 
2010, LG&E and KIJ delivered notices ofterrnination under provisions ofthe wind power 
contracts. The Companies also filed a motion with the Kentucky Commission noting the 
termination of the contracts and seeking withdrawal of their application in the related regulatory 
proceeding. In April 20 10, the Kentucky Cornmission issued an Order allowing the Companies 
to withdraw their pending application. 

TC2 Depreciation. In August 2009, LG&E and KII jointly filed an application with the 
Kentucky Commission to approve new common depreciation rates for applicable jointly-owned 
TC2-related generating, pollution control and other plant equipment and assets. During 
December 2009, the Kentucky Commission extended the data discovery process through January 
20 10, and authorized LG&E and KU on an interim basis to begin using the depreciation rates for 
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TC2 as proposed in the application. In March 2010, the Kentucky Commission issued a final 
Order approving the use of the proposed depreciation rates on a permanent basis. 

TC2 Transmission Matters. LG&E’s and KU’s CCN for a transirksion line associated with 
the TC2 construction has been challenged by certain property owners in Hardin County, 
Kentucky. In August 2006, LG&E and KIJ obtained a successful dismissal of the challenge at 
the Franklin County Circuit Court, which was reversed by the Kentucky Court of Appeals in 
December 2007. In April 2009, the Kentucky Supreme Court granted LG&E’s and KU’s motion 
for discretionary review of the Court o f  Appeal’s decision. LG&E’s and KU’s proceeding before 
the Kentucky Supreme Court, which seeks reinstatement of the Circuit Court dismissal of the 
CCN challenge, has been fully briefed and oral argument occurred during March 201 0. A ruling 
on the matter could occur during the second half of 201 0. 

During 2008, LG&E’s affiliate, KU obtained various successfiil rulings at the Hardin County 
Circuit Court confirming its condemnation rights. In August 2008, several landowners appealed 
such rulings to the Kentucky Court of Appeals. In May 2010, the Kentucky Court of Appeals 
issued an Order affirming the Hardin Circuit Court’s finding that KIJ had the right to condemn 
easements on the properties. In May 20 10, the landowners filed a petition for reconsideration 
with the Court ofAppeals. In July 2010, the Court of Appeals denied that petition. The 
landowners may seek discretionary review of that denial by the Kentucky Supreme Court on or 
before August 2 1,20 10. 

As a result of the aforementioned proceedings delaying access to certain properties in Hardin 
County, KU obtained easements to allow construction of temporary transmission facilities for 
approximately ten years, which bypass the disputed properties while the litigated issues are 
resolved. In December 2009, the Kentucky Cornmission granted CCNs for the relevant 
temporary segments. In January 201 0, the Franklin County Circuit Court issued Orders denying 
the property owners’ request for a stay o f  construction and upholding the Kentucky 
Commission’s denial of their intervenor status. 

In a separate proceeding, certain Hardin County landowners have filed an action in federal 
district court in Louisville, Kentucky against the U S .  Army challenging the same transmission 
line claiming that certain Fort Knox-related sections of the line failed to comply with certain 
National Historic Preservation Act procedural requirements. In October 2009, the federal court 
granted the defendants’ motion Tor summary judgment and dismissed the plaintiffs’ claims. 
During November 2009, the petitioners filed submissions for review of the decision with the 6“’ 
Circuit Court of Appeals. That appeal has since been voluntarily withdrawn by the plaintiffs. 

Consistent with the regulatory authorizations and relevant legal proceedings, the Company has 
completed Construction activities on temporary or permanent transmission line segments, 
respectively. During the second quarter of 2010, LG&E and KIJ placed into operation an 
appropriate combination of permanent and temporary sections of the transmission line. While 
LG&E and KU are not currently able to predict the ultimate outcome and possible financial 
effects of the remaining legal proceedings, LG&E and K U  do not believe the matter involves 
relevant or continuing risks to operations. 

LG&E arid KIJ are not currently able to predict the ultimate outcome and possible effects, if any, 
on the construction schedule relating to the permanent transmission line approval, land 
acquisition and permitting proceedings. 
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Mandatory Reliability Standards. As a result of the EPAct 2005, certain formerly voluntary 
reliability standards became mandatory in June 2007, and authority was delegated to various 
Regional Reliability Organizations ("RROs") by the North American Electric Reliability 
Corporation (''NERC''), which was authorized by the FERC to enforce compliance with such 
standards, including promulgating new standards. Failure to comply with mandatory reliability 
standards can subject a registered entity to sanctions, including potential fines of Lip to $1 million 
per day, as well as non-monetary penalties, depending upon the circumstances of the violation. 
LG&E and KIJ are members of the SERC, which acts as LG&E's and KU's RRO. During 
December 2009, the SERC and LG&E and KU agreed to settlements involving penalties totaling 
less than $1 inillion for each utility related to their self-reports during June and October 2008, 
concerning possible violations of standards. During December 2009 and April and July 2010, 
LG&E and KU submitted four self-reports relating to various standards, which self-reports 
remain in the early stages of RRO review, and therefore, the Companies are unable to estimate 
the outcome of these matters. Mandatory reliability standard settlements commonly also include 
non-penalty elements, including compliance steps and mitigation plans. Settlements with the 
SERC proceed to NERC and FERC review before becoming final. While L,G&E and KIJ believe 
they are  in compliance with the mandatory reliability standards, other events of potential 
non-compliance may be identified from time-to-time. The Companies cannot predict such 
potential violations or the outcomes of the existing self-reports described above. 

Gas Customer Choke Study. In April 201 0, the Kentucky Cornmission commenced a 
proceeding to investigate natural gas retail competition programs, their regulatory, financial and 
operational aspects and potential benefits, if any, of such programs to Kentucky consumers. A 
number of entities, including LG&E, are parties to the proceeding. An order in the proceeding 
may be issued in late 20 10. 

Note 3 - Financial Instruments 

The cost and estimated fair values of LG&E's non,-trading financial instrutnents as of June 30, 2010 
and December 3 I, 2009 follow: 

June 30,201 0 December 3 I ,  2009 
Carrying Fair Carrying Fair 

(in millions) Value Value Value Value 
Long-term bonds (including current 

portion of $120 million) $ 411 $ 414 $ 411 $ 411 
Long-term debt to affiliated company 485 536 485 512 
Derivative liability - interest rate swaps 42 42 28 28 

The long-term debt valuations reflect prices quoted by dealers. The fair value of the long-term debt 
to affiliated company is determined using an internal valuation model that discounts the future cash 
flows of each loan at current market rates. The current market rates are determined based on quotes 
from investment banks that are actively involved in capital markets for utilities and factor in 
LG&E's credit ratings and default risk. The fair values of the swaps reflect price quotes fiom 
dealers, consistent with the fair value measurements and disclosures topic of the FASB ASC. The 
fair values of cash and cash equivalents, accounts receivable, accounts payable and notes payable 
are substantially the same as their carrying values. 
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LG&E is subject t o  interest rate and commodity price risk related to on-going business 
operations. It currently manages these risks using derivative financial instruments, including 
swaps and forward contracts. The Company’s policies allow for the interest rate risk to be 
managed through the use of fixed rate debt, floating rate debt and interest rate swaps. At June 30, 
2010, a 100 basis point change in the benchmark rate on LG&E’s variable rate debt, not 
effectively hedged by an interest rate swap, would impact pre-tax interest expense by $2 million 
annually. 

LG&E has classified the applicable financial assets and liabilities that are accounted for at fair 
value into the three levels of the fair value hierarchy, as defined by the fair value measurements 
and disclosures topic of the FASB ASC, as follows: 

+ Level 1 - Observable inputs that reflect quoted prices (unadjusted) for identical 
assets or liabilities in active markets. 

* Level 2 - Include other inputs that are directly or indirectly observable in the 
marketplace. - Level 3 - Unobservable inputs which are supported by little or no market 
activity . 

Interest Rate Swaps. LG&E uses over-the-counter interest rate swaps to hedge exposure to 
market fluctuations in certain of its debt instruments. Pursuant to Company policy, use of these 
financial instruments is intended to mitigate risk, earnings and cash flow volatility and is not 
speculative in nature. 

The fair value of the interest rate swaps is determined by a quote from the counterparty. This 
value is verified monthly by the Company using a model that calculates the present value of 
filture payments under the swap utilizing current swap market rates obtained from another dealer 
active in the swap market and validated by market transactions. Marltet liquidity is considered; 
however, the valuation does not require an adjustment for market liquidity as the market is very 
active for the type of swaps used by the Company. LG&E considered the impact of counterparty 
credit risk by evaluating credit ratings and financial information. All counterparties had strong 
investment grade ratings at June 30,2010. LG&E did not have any credit exposure to the swap 
counterparties, as it was in a liability position at June 30, 201 0; therefore, the market valuation 
required no adjustment for counterparty credit risk. In addition, the Company and the 
counterparties have agreed to post margin if the credit exposure exceeds certain thresholds. 
Using these valuation methodologies, the swap contracts are considered level 2 based on 
rneasurernent criteria in the fair value measurements and disclosures topic of the FASR ASC. Cash 
collateral for interest rate swaps is classified as a long-term asset and is a level 1 measurement 
based on the funds being held in a demand deposit account. 

LG&E was party to various interest rate swap agreements that range in maturity through 2033 
with aggregate notional amounts of $179 million as of June 30,2010 and December 31,2009. 
Under these swap agreements, LG&E paid fixed rates averaging 4.52% and received variable 
rates based on LIBOR or the Securities Industry and Financial Markets Association’s municipal 
swap index averaging 0.27% and 0.20% at June 30,2010 and December 31,2009, respectively. 
One swap hedging a portion of the Company’s $83 million Trimble County 2000 Series A bond 
has been designated as a cash flow hedge and continues to be highly effective. The three 
remaining interest rate swaps are ineffective. 
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The interest rate swaps are accounted for on a mark-to-market basis in accordance with the 
derivatives and hedging topic of the FASB ASC. Financial instruments designated as effective 
cash flow hedges have resulting gains and losses recorded within other comprehensive income 
and common equity. The ineffective portion of financial instruments designated as cash flow 
hedges is recorded to earnings monthly, as is the entire change in the market value of the 
ineffective swaps. The tables below show the pre-tax amount and income statement location of 
derivative gains and losses for the change in the mark-to-market value of the ineffective interest 
rate swaps, as well as the change in the ineffective portion of the interest rate swaps deemed 
highly effective, for the three and six rnonths ended June 30: 

Location of (Gain) Amount of (Gain) 
Loss Recognized Loss Recognized 

(in millions) in Income on Derivatives in Income on Derivatives 
Three Months Three Months 

Ended Ended 
-- June 30,2010 June 30,2009 

Interest rate swaps - change in the 
inark-to-market value of 
ineffective swaps Derivative loss (gain) P $ 9  $ (11) 

For the three month periods ended June 30,20 10 and 2009, LG&E recorded a pre-tax loss of less 
than $1 million and a pre-tax gain of less than $1 million in interest expense, respectively, to 
reflect the change in the ineffective portion of the interest rate swaps deemed highly effective. 

(in millions) 

lnterest rate swaps - change in the 
ineffective portion deemed highly 
Effective 

mark-to-market value of 
ineffective swaps 

Interest rate swaps - change in the 

Total 

Location of (Gain) Amount of (Gain) 
Loss Recognized Loss Recognized 

in Income on Derivatives - in hicome on Derivat- 
Six Months Six Months 

Ended Ended 
June 30,2010 June 30,2009 

Interest expense $ -  $ (1) 

Derivative loss (gain) 10 (17) 
--- $ 10 - $ (18) 

Amounts recorded in accumulated OC1 will be reclassified into earnings in the same period 
during which the hedged forecasted transaction affects earnings. The amount amortized from 
other comprehensive income to income in the three month and six month periods ended June 30, 
2010 and 2009, was less than $1 million, respectively. The amount expected to be reclassified 
from OCI to earnings in the next twelve months is less than $1 million. 

A decline of 100 basis points in the current market interest rates would reduce the fair value of 
LG&E’s interest rate swaps by approximately $30 million. Such a change could affect OCI if the 
hedge is effective or the income statement if the hedge is ineffective. 
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Energy Trading and Risk Management Activities. LG&E conducts energy trading and risk 
management activities to maximize the value of power sales from physical assets it owns. 
Energy trading activities are principally forward financial transactions to manage price risk and 
are accounted for as non-hedging derivatives on a mark-to-market basis in accordance with the 
derivatives and hedging topic of the FASB ASC. 

Energy trading and risk management contracts are valued using prices based on active trades 
from Intercontinental Exchange Inc. In the absence o f a  traded price, midpoints of the best bids 
and offers are the primary determinants of valuation. When sufficient trading activity is 
unavailable, other inputs include prices quoted by brokers or observable inputs other than quoted 
prices, such as one-sided bids or offers as of the balance sheet date. Using these valuation 
methodologies, these contracts are considered level 2 based on measurement criteria in the fair 
value measurements and disclosures topic of the FASB ASC. Quotes are verified quarterly using 
an independent pricing source of actual transactions. Quotes for combined off-peak and weekend 
timeframes are allocated between the two timeframes based on their historical proportional ratios 
to the integrated cost. No other adjustments are made to the forward prices. No changes to 
valuation techniques for energy trading and risk management activities occurred during 20 10 or 
2009. Changes in market pricing, interest rate and volatility assumptions were made during both 
years. 

The Company maintains credit policies intended to minimize credit risk in wholesale marketing 
and trading activities by assessing the creditworthiness of potential counterparties prior to 
entering into transactions with them and continuing to evaluate their creditworthiness once 
transactions have been initiated. To further mitigate credit risk, L,G&E seeks to enter into netting 
agreements or require cash deposits, letters of credit and parental company guarantees as security 
from counterparties. The Company uses S&P, Moody’s and definitive qualitative and 
quantitative data to assess the financial strength of counterparties on an on-going basis. If no 
external rating exists, LG&E assigns an internally generated rating for which it sets appropriate 
risk parameters. As risk management contracts are valued based on changes in  tnarket prices of 
the related commodities, credit exposures are revalued and monitored on a daily basis. At June 
30,2010, 100% of the trading and risk management commitments were with counterparties rated 
RBR-/Baa3 equivalent or better. The Company has reserved against counterparty credit risk 
based on the counterparty’s credit rating and applying historical default rates within varying 
credit ratings over time provided by S&P or Moody’s. At June 30,2010 and December 3 1,2009, 
counterparty credit reserves related to energy trading and risk management contracts were less 
than $ 1  million. 

The net volume of electricity-based financial derivatives outstanding at June 30, 2010 and 
December 3 I , 2009, was zero Mwhs and 587,800 Mwhs, respectively. No cash collateral related 
to the energy trading and risk management contracts was required at June 30,2010. Cash 
collateral related to the energy trading and risk management contracts was $2 inillion at 
December 3 1 , 2009. Cash collateral related to the energy trading and risk management contracts 
is categorized as other accounts receivable and is a level 1 ineasureinent based on the criteria 
previously defined. 

The following tables set forth, by level within the fair value hierarchy, LG&E’s financial assets 
and liabilities that were accounted for at fair value on a recurring basis as ofJune 30, 2010 and 
December 31,2009. There were no level 3 measurements for the periods ending June 30,2010 
and December 3 1 , 2009. 
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Recurring Fair Value Measurements 
June 30, 2010 
(in millions) Level 1 
Financial assets: 

Energy trading and risk management 

Interest rate swap cash collateral 
Contracts $ 

17 
Total financial assets $ 17 

Level 2 

$ 2 

$ 2 

Financial liabilities: 
Energy trading and risk management 

Contracts $ - 
Interest rate swaps - 

Total financial liabilities $ - 

$ 1 
42 

$ 43 
__ 

Recurring Fair Value Measurements 
December 3 1, 2009 
(in millions) Level 1 
Financial assets: 

Energy trading and risk management contract 

Energv trading and risk management 
cash collateral $ 2 

Contracts 
i7 

Total financial assets $ 19 
Interest rate swap cash collateral 

Financial liabilities: 
Energy trading and risk management 

Interest rate swaps 
Contracts $ 

Total financial liabilities $ 

Level 2 

$ 

2 

$ 2 
- 

~~ 

$ 2 
28 

$ 30 

The Company does not net collateral against derivative instruments. 

Total 

$ 2 
17 

$ 19 

$ 1 
42 

$ 43 

Total 

$ 2 

2 
17 

$ 21 

$ 2 
28 

$ 30 

Certain of the Company's derivative instruments contain provisions that require the Company to 
provide immediate and on-going collateralization on derivative instruments in net liability 
positions based upon the Company's credit ratings from each of the major credit rating agencies. 
At June 30,2010, there are no energy trading and risk management contracts with credit risk 
related contingent features that are in a liability position and no collateral posted in the normal 
course of business. The aggregate mark-to-market value of all interest rate swaps with credit risk 
related contingent features that are in a liability position on June 30, 2010, is $29 million, for 
which the Company has posted collateral of $ 1  7 million in the normal course of business. I f  the 
credit risk related contingent features underlying these agreements were triggered on June 30, 
20 10, due to a one notch downgrade in the Company's credit rating, the Company would be 
required to post an additional $5 million of collateral to its counterparties for the interest rate 
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swaps. At June 30, 2010, a one notch downgrade ofthe Company’s credit rating would have no 
effect on the energy trading arid risk management contracts or collateral required. 

The tables below show the fair value and balance sheet location of derivatives designated as 
hedging instruments as of June 30, 2010 and December 31, 2009: 

June 30,2010 
(in millions) 

Interest rate swaps 

December 3 I ,  2009 
(in millions) 

Interest rate swaps 

Asset Derivatives Liability Derivatives 
Balance Sheet Balance Sheet 

Location Fair Value Location Fair Value 
Long-term 

Other assets L derivative liability $ 23 

Asset Derivatives Liability Derivatives 
Balance Sheet Balance Sheet 

Location Fair Value Location Fair Value 
Long-term 

Other assets 9; derivative liability $ 19 

The tables below show the fair value and balance sheet location of derivatives not designated as 
hedging instruments as of June 30,201 0 and December 3 1 , 2009: 

Asset Derivatives Liability Derivatives 
June 30,201 0 Balance Sheet Balance Sheet 
(in millions) Location Fair Value Location Fair Value 

Interest rate swaps Other assets $ -  derivative liability $ 19 
Long-term 

Energy trading and risk Current derivative Current derivative 
management contracts asset 2 1 i ab i 1 it y 1 
Total u 

Asset Derivatives Liability Derivatives 
December 3 1,2009 Balance Sheet Balance Sheet 
(in millions) Location Fair Value ~- Location Fair Value 

Interest rate swaps Other assets $ -  derivative liability $ 9 
Energy trading and risk Current derivative Current derivative 

Long-term 

management contracts asset 2 li abi 1 i ty 2 
Total $_2 3L.l.i 

The loss on hedging interest rate swaps recognized in OCI for the three and six month periods 
ended June 30, 20 10, was $3 million and $4 million, respectively. For the three and six month 
periods ended June 30,2010, the gain on derivatives reclassified from accumulated OCI to 
income was less than $1 million, respectively, and was recorded in derivative loss (gain). 

LG&E manages the price risk of its estimated fiitiire excess economic generation capacity using 
market-traded forward contracts. Hedge accounting treatment has not been elected for these 
transactions, arid therefore gains and losses are shown in the statements of income. 
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The following tables present the effect of derivatives not designated as hedging instruments on 
income for the three- and six- months ended June 30: 

(in millions) 

Energy trading and risk management 
contracts (realized) 

Energy trading and risk management 
contracts (unrealized) 

Interest rate swaps (realized) 
Interest rate swaps (unrealized) 

Total 

(in millions) 

Energy trading and risk management 
con tracts (realized) 

Energy trading and risk management 
contracts (unrealized) 

Interest rate swaps (realized) 
Interest rate swaps (unrealized) 

Total 

Location of (Gain) 
Loss Recognized 

in Income on Derivatives 

Electric revenues 

Electric revenues 
Derivative loss (gain) 
Derivative loss (gain) 

Location of (Gain) 
Loss Recognized 

in lncoine on Derivatives 

Electric revenues 

Electric revenues 
Derivative loss (gain) 
Derivative loss (gain) 

Note 4 - Pension and Other Postretirement Benefit Plans 

Amount of (Gain) 
Loss Recognized 

in Income on Derivatives 
Three Months Three Months 

Ended Ended 
June 30,2010 June 30,2009 

1 - 
1 - 

Amount of (Gain) 
Loss Recognized 

in Income on Derivatives 
Six Months Six Months 

Ended Ended 
June 30,2010 &ne 30.2009 

10 (17) 
$ 8  $ (22) 

The following tables provide the components of net periodic benefit cost for pension and other 
postretirement benefit plans for the three and six months ended June 30. The tables include the 
costs associated with both LG&E employees and E.ON U.S. Services employees who are 
providing services to the Company. The E.ON 1J.S. Services costs that are allocated to LG&E 
are approximately 43% and 44% of E.ON U.S. Services costs for June 30,2010 and 2009, 
respectively. 
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Pension Benefits 
Three Months Ended June 30, (in millions) 

Service cost 
Interest cost 
Expected return on 

plan assets 
Amortization of 

service costs 
Amortization of 

actuarial loss 
Benefit cost 

(in millions) 

Service cost 
Interest cost 
Amortization of 

service costs 
Benefit cost 

2009 -- 2010 
E.ON 1J.S. E.ON 1J.S. 
Seivices 

Allocation Total 
Services 

Allocation Total 
LG&E to LG&E LG&E LG&E to LG&E LG&E 

$ 1 $  I $  2 $  1 $  I $  2 
7 1 8 6 2 8 

2 2 2 - 2 

2 1 3 3 1 4 
$ 5 $  2 $  7 $  7 $  3 $  10 

Other Postretirement Benefits 
Thee Months Ended June 30, 

2010 2009 
E.ON U S .  E.ON U.S. 
Services 

Allocation Total 
Services 

A1 location Total 
LG&E to LG&E (a) LG&E LG&E toLG&E(a) LG&E -- -- 

$ I $  - $  I $  - $  - $  - 
- I 1 1 1 

(a) amounts are less than $1 million 
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(in millions) 
Pension Benefits 

Six Months Ended June 30, 

Service cost 
Interest cost 
Expected return on 

plan assets 
Amortization of 

service costs 
Amortization of 

actuarial loss 
Benefit cost 

(in millions) 

Service cost 
Interest cost 
Amortization of 

service costs 
Benefit cost 

2010 2009 
E.ON 1J.S. E.ON U.S. 

- 
Services 

Allocation Total 
Services 

Allocation Total 
LG&E LG&E to LG&E LG&E to LG&E LG&E 

$ 2 $  2 $  4 $  2 $  2 $  4 
13 3 16 13 .J 16 

3 - 3 3 1 4 

5 I 6 6 1 7 
3 10 $ 4 $  14 $ 13 $ 5 $  18 

--- 
~- -- 

Other Postretirement Benefits 
Six Months Ended June 30, 

2010 2009 
E.ON 1J.S. E.ON U.S. 
Services Services 

Allocation Total A 11 ocation Total 
LG&E toLG&E(a) LG&E LG&E to LG&E LG&E 

$ 1 $  - $  I $  - $  1 $  I 
2 - 2 3 3 

(a) amounts are less than $1 million 

In January 2010, LG&E and E.ON 1J.S. Services made a pension plan contribution of $20 
million and $9 million, respectively. LG&E’s intent is to fund the pension plan in a manner 
consistent with the requirements of the Pension Protection Act of 2006. 

In 20 10, LG&E has rnade contributions to other postretirement benefit plans totaling $3 million. 
The Company also anticipates further funding to match the annual postretirement expense arid 
funding the 401 (h) plan LIP to the maximum amount allowed by law. 

Health Care Reform 

In  March 20 1 0, Health Care Reform (the Patient Protection and Affordable Care Act of 20 10) 
was signed into law. Many provisions of Health Care Reform do not take effect for an extended 
period of time, and many aspects of the law which are currently unclear or undefined will likely 
be clarified in future regulations. 
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Specific provisions within Health Care Reforrn that may impact LG&E include: 

e 

o 

Beginning in 201 I ,  a requirement to extend dependent coverage up to age 26. 
Beginning in 201 8, a potential excise tax on high-cost plans providing health coverage 
that exceeds certain thresholds. 

L,G&E continues to evaluate all implications of Health Care Reform on its benefit programs but 
at this time cannot predict the significance of those implications. 

Note 5 - Income Taxes 

A IJnited States consolidated income tax return is filed by E.ON U.S.’s direct parent, E.ON IJS 
Investments Corp., for each tax period. Each subsidiary of the consolidated tax group, including 
L,G&E, calculates its separate income tax for each period. The resulting separate-return tax cost 
or benefit is paid to or received from the parent company or its designee. The Company also files 
income tax returns in various slatejurisdictions. While 2006 and later years are open under the 
federal statute of limitations, Revenue Agent Reports for 2006-2008 have been received from the 
IRS, effectively closing these years to additional audit adjustments. Tax years 2007 and 2008 
were examined under an IRS pilot program named “Compliance Assurance Process” (“CAP”). 
This program accelerates the IRS’ review to begin during the year applicable to the return and 
ends 90 days after the return is filed. Adjustments for 2007, agreed to and recorded in January 
2009, were comprised of $5 million of depreciation-related differences. For 2008, the IRS 
allowed additional dediictions i n  connection with the Company’s application for a change in 
repair deductions and disallowed some of the bonus depreciation claimed on the original return. 
The net temporary tax impact for the Company was $13 million, and has been recorded in the 
second quarter of 2010. Tax years 2009 and 2010 are also being examined under CAP. No 
material items have been raised by the IRS at this time. 

Additions and reductions of uncertain tax positions during 2010 and 2009 were less than $1 
million. Possible amounts of uncertain tax positions for LG&E that may decrease within the next 
12 months total less than $1 million arid are based on the expiration of the audit periods as 
defined in the statutes. If recognized, the less than $1 million ofunrecognized tax benefits would 
reduce the effective income tax rate. 

The amount LG&E recognized as interest expense and interest accrued related to unrecognized 
tax benefits was less than $1 million as of June 30,2010 and December 31,2009. The interest 
expense and interest accrued is based on IRS and Kentucky Department of Revenue large 
corporate interest rates for underpayment of taxes. At the date of adoption, the Company accrued 
less than $1 million in interest expense on uncertain tax positions. LG&E records the interest as 
interest expense and penalties as operating expenses in the income statement and accrued 
expenses in the balance sheet, on a pre-tax basis. No penalties were accrued by the Company 
through June 30, 2010. 

In June 2006, LG&E and K U  filed ajoint application with the U.S. Department of Energy 
(“DOE”) requesting certification to be eligible for investment tax credits applicable to the 
construction of TC2. In November 2006, the DOE and the IRS announced that L,G&E was 
selected to receive $24 million in tax credits. A final IRS certification required to obtain the 
investment tax credits was received in August 2007. In September 2007, LG&E received an 
Order from the Kentucky Commission approving the accounting of the investment tax credits, 
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which includes a full depreciation basis adjustment for the amount of the credits. Based on 
eligible construction expenditures incurred, L,G&E recorded investment tax credits of $1 million 
and $2 inillion during the three and six months ended June 30,2009, decreasing current federal 
income taxes. As of December 3 1,2009, LG&E had recorded its maximum credit of $24 
million. The income tax expense impact from amortizing these credits over the life of the related 
property will begin when the facility is placed in service. As of June 30,201 0, TC2 has not been 
placed in service. 

In March 2008, certain environmental and preservation groups filed suit in federal court in North 
Carolina against the DOE arid IRS claiming the investment tax credit program was in violation 
of certain environmental laws and demanded relief, including suspension or termination of the 
program. During 2008 and 2009, the plaintiffs submitted amended complaints alleging additional 
claims for relief and seeking a preliminary injunction to implement certain elements of the 
requested relief. In July 201 0, the court denied the plaintiffs’ motion for preliminary injunction. 
A motion by the Federal government to dismiss the amended complaint is currently pending. 
The Company is not a party to this proceeding and is not able to predict the ultimate outcome of 
this matter. 

A reconciliation of differences between LG&E’s income tax expense at  the statutory 1J.S. federal 
income tax rate and LG&E’s actual income tax expense for the three and six month periods 
ended June 30 follows: 

Three Months Ended Six Months Ended 
June 30, June 30, 

(in millions) 2010 2009 2010 
Statutory federal income tax expense $ 7  $ 12 $ 25 $ 13 
State income taxes, net of federal benefit 1 1 2 1 
Qualified production activities deduction (1) - 
Amortization of investment tax credits (1) (1) (1) (2) 

Income tax expense $ 7  $ 12 $ 25 $ 12 

- - 

Effective income tax rate 33.3% 36.4% 34.7% 3 1.6% 

The amounts shown in the table above are rounded to the nearest $1 million; however, the 
effective income tax rates are based on actual underlying amounts. 

Note 6 - Short-Term and Long-Term Debt 

LG&E’s long-term debt includes $120 million of pollution control bonds that are classified as 
current portion of long-term bonds because these bonds are subject to tender for purchase at the 
option of the holder and to  mandatory tender for purchase upon the occurrence of certain events. 
These bonds include Jefferson County 2001 Series A and B and Trimble County 2001 Series A 
and B. Maturity dates for these bonds range from 2026 to 2027. The average annualized interest 
rate for these bonds during the three and six months ended June 30, 20  10, was 0.92% and 0.81 YO, 
respectively. The average annualized interest rate for these bonds during the three and six 
months ended June 30,2009, was 0.88% and 1.1 5%, respectively. 

Pollution control bonds are obligations of L,G&E issued in connection with tax-exempt pollution 
control revenue bonds issued by various governmental entities, principally counties in Kentucky. 
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A loan agreement obligates the Company to make debt service payments to the governmental 
entities that equate to the debt service due from the entities on the related pollution control 
revenue bonds. The loan agreement is an unsecured obligation of the Company. Debt issuance 
expense is capitalized in either regulatory assets or current or long-term other assets and amortized 
over the lives of the related bond issues, consistent with regulatory practices. 

Several of the LG&E pollution control bonds are insured by monoline bond insurers whose 
ratings have been reduced due to exposures relating to insurance of sub-prime mortgages. At 
June 30, 2010, LG&E had an aggregate $574 million (including $163 million of reacquired 
bonds) of outstanding pollution control indebtedness, of which $135 million is in the form of 
insured auction rate securities wherein interest rates are reset either weekly or every 35 days via 
an auction process. Beginning in late 2007, the interest rates on these insured bonds began to 
increase due to investor concerns about the creditworthiness of the bond insurers. During 2008, 
the Coiripany experienced “failed auctions” when there were insufficient bids for the bonds. 
When a failed auction occLirs, the interest rate is set pursuant to a formula stipulated in the 
indenture. During the three months ended June 30, 2010 and 2009, the average rate on the 
auction rate bonds was 0.55% and 0.42%, respectively. During the six months ended June 30, 
2010 and 2009, the average rate on the auction rate bonds was 0.41% and 0.44%, respectively. 
The instruments governing these auction rate bonds permit LG&E to convert the bonds to other 
interest rate modes, such as various short-term variable rates, long-term fixed rates or 
intermediate-term fixed rates that are reset infrequently. In June 2009, S&P downgraded the 
credit rating of Ainbac, an insurer of the Company’s bonds, from “A” to “BBR”. As a result, 
S&P downgraded the ratings on the Trimble County 2000 Series A, 2002 Series A and 2007 
Series A; Jefferson County 2001 Series A; and Louisville Metro 2007 Series B bonds from “A” 
to “‘RBB+” in June 2009. The S&P ratings of these bonds are now based on the rating of the 
Company rather than the rating of Ambac since the Company’s rating is higher. 

During 2008, L.G&E converted several series of its pollution control bonds from the auction rate 
mode to a weekly interest rate mode, as permitted under the loan documents. In connection with 
these conversions, the Company purchased the bonds from the reinarketing agent. As of June 
30,2010, the Company continued to hold repurchased bonds in the amount of $163 million. The 
other repurchased bonds were remarketed during 2008 in an intermediate-term fixed rate mode 
wherein the interest rate is reset periodically (every three to five years). LG&E will hold some 
or all of such repurchased bonds until a later date, at which time it may refinance, reinarket or 
further convert such bonds. Uncertainty in markets relating to auction rate securities or steps the 
Company has taken or may take to mitigate such uncertainty, such as additional conversion, 
subsequent restructuring or redemption and refinancing, could result in increased interest 
expense, transaction expenses or other costs and fees or experiencing reduced liquidity relating 
to existing or fkture pollution control financing structures. 

The Company participates in an intercompany money pool agreement wherein E.ON U.S. and/or 
KU make funds available to LG&E at rnarket-based rates (based on highly rated commercial 
paper issues) up to $400 million. Details of the balances are as follows: 

Total Money Amount Balance Average 
($ in millions) Pool Available Outstanding Available Interest Rate 
June 30, 20 10 $ 400 $ 137 $ 263 0.34% 
December 3 1,2009 $ 400 $ 170 $ 230 0.20% 
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E.ON US. maintains revolving credit facilities totaling $313 million at June 30, 2010 and 
December 31,2009, to ensure funding availability for the money pool. At June 30,2010, one 
facility, totaling $1 50 million, is with E.ON North America, Inc. while the remaining line, 
totaling $163 million, is with Fidelia; both are affiliated companies. The balances are as follows: 

Total Amount Balance Average 
($ in millions) Available - Outstanding Available Interest Rate 
June 30,2010 $ 313 $ 244 $ 69 1.51% 
December 3 1,2009 $ 313 $ 276 $ 37 1.25% 

As of June 30,2010, the Company maintained bilateral lines of credit with unaffiliated financial 
institutions totaling $125 million which mature in June 2012. At June 30, 2010, there was no 
balance outstanding under any of these facilities. 

There were no redemptions or issuances of long-term debt year-to-date through June 30,201 0. 
LGRLE was in compliance with all debt covenants at June 30,2010 and December 31,2009. 

See Note 2, Rates and Regulatory Matters, for certain debt refinancing and associated 
transactions which are anticipated by LG&E in connection with the PPL acquisition. 

Note 7 - Commitments and Contingencies 

Except as may be discussed in this quarterly report (including Note 2), material changes have not 
occurred in the current status of various commitments or contingent liabilities from that 
discussed in the Company’s Annual Report for the year ended December 3 1 , 2009 (including, 
but not limited to Notes 2, 9 and 14 to the financial statements of LG&E contained therein). See 
the Company’s Annual Report regarding such Commitments or contingencies. 

Letters of Credit. LG&E has provided letters of credit as of June 30,2010 and December 3 1 , 
2009, for off-balance sheet obligations totaling $3 million to support certain obligations related 
to landfill reclamation and a letter of credit for off-balance sheet obligations totaling less than $1 
million to support certain obligations related to workers’ compensation. 

Construction Program. LG&E had approximately $50 million of commitments in connection 
with its construction program at June 30,201 0. 

In June 2006, LG&E and KIJ entered into a construction contract regarding the TC2 project. The 
contract is generally in the form of a lump-sum, turnkey agreement for the design, engineering, 
procurement, construction, commissioning, testing and delivery of the project, according to 
designated specifications, terms and conditions. The contract price and its components are 
subject to a number of potential adjustments which may serve to increase or decrease the 
ultimate construction price pzid or payable to the contractor. During 2009 and 2010, LGRLE and 
KU have received several contractual notices from the TC2 construction contractor asserting 
historical force majeure and excusable event claims for a number of adjustments to the contract 
price, construction schedule, commercial operations date, liquidated damages or other relevant 
provisions. Further, during commissioning and testing activity conducted in the second quarter of 
201 0, the TC2 unit experienced burner malfunctions which have delayed the completion of 
Commissioning and consequently the commercial operation date beyond the previously 
anticipated date of midJune 201 0. The Companies and the contractor are actively investigating 
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the potential causes of and solutions to this development and currently estimate that coinmercial 
operation may be delayed until October 2010. The parties are continuing to discuss the existing 
force majeure, excusable delay and the recent burner malfunction issues and are attempting to 
resolve certain of them via settlement negotiations. The Company cannot currently estimate the 
ultimate outcome of these matters, including the extent, if any, that such outcome may result in 
materially increased costs for the construction of TC2, further changes in the TC2 construction 
completion or commercial operation dates or potential effects on levels of power purchases or 
wholesale sales due to such changed dates. 

TC2 Air Permit. The Sierra Club and other environmental groups filed a petition challenging 
the air permit issued for the TC2 baseload generating unit which was issued by the KDAQ in 
November 2005. In September 2007, the Secretary of the Kentucky Environmental and Public 
Protection Cabinet issued a final Order upholding the permit. The environmental groups 
petitioned the EPA to object to the state permit and subsequent permit revisions. In 
determinations made in September 2008 and June 2009, the EPA rejected most of the 
environmental groups’ claims but identified three permit deficiencies which the KDAQ 
addressed by revising the permit. In August 2009, the EPA issued an Order denying the 
remaining claims with the exception of two additional deficiericies which the KDAQ was 
directed to address. The EPA determined that the proposed permit subsequently issued by the 
KDAQ satisfied the conditions of the EPA Order although the agency recommended certain 
enhancements to the administrative record. In January 201 0, the KDAQ issued a final permit 
revision incorporating the proposed changes to address the EPA objections. In March 2010, the 
enviroiimental groups submitted a petition to the EPA to object to the permit revision, which is 
now pending before the EPA. The Company believes that the final permit as revised should not 
have a material adverse effect on its financial condition or results of operations. However, until 
the EPA issues a final ruling on the pending petition and all applicable appeals have been 
exhausted, the Company cannot predict the final outcome of this matter. 

Thermostat Replacement. During January 2010, LG&E and KU announced a voluntary plan to 
replace certain thermostats, which had been provided to customers as part of the Companies’ 
demand reduction programs, due to concerns that the thermostats may present a safety hazard. 
‘CJnder the plan, the Companies have replaced approximately 85% of the estimated 14,000 
thermostats that need to be replaced. Total estimated costs associated with the replacement 
program are $2 million. However, the Companies cannot fully predict the ultimate outcome of 
the replacement program or other effects or developments which may be associated with the 
thermostat replacement matter at this time. 

Environmental Matters. The Company’s operations are subject to a number of environmental 
laws and regulations, governing, among other things, air emissions, wastewater discharges, the 
use, handling and disposal of hazardous substances and wastes, soil and groundwater 
contamination and employee health arid safety. 

Clean Air Act Reqziirentents. The Clean Air Act establishes a comprehensive set of programs 
aimed at protecting and improving air quality in the United States by, among other things, 
controlling stationary sources of air emissions such as power plants. While the general regulatory 
framework for these programs is established at the federal level, most of the programs are 
implemented and administered by the states under the oversight of the EPA. The key Clean Air 
Act programs relevant to LG&E’s business operations are described below. 
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Ambient Air Quality. The Clean Air Act requires the EPA to periodically review the available 
scientific data for six criteria pollutants and establish concentration levels in the ambient air 
sufficient to protect the public health and welfare with an extra margin for safety. These 
concentration levels are known as NAAQS. Each state must identify “nonattainment areas” 
within its boundaries that fail to comply with the NAAQS and develop a SIP to bring such 
nonattainrnent areas into compliance. If a state fails to develop an adequate plan, the EPA must 
develop and iinpleiiient a plan. As the EPA increases the stringency of the NAAQS through its 
periodic reviews, the attainment status of various areas may change, thereby triggering additional 
emission reduction obligations under revised SIPS aimed to achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and fine particulates that required 
additional reductions in SO2 and NOx emissions from power plants. In 1998, the EPA issued its 
final “NOx SJP Call” rule requiring reductions in NOx emissions of approximately 85% from 
1990 levels in order to mitigate ozone transport from the Midwestern U.S. to the northeastern 
LJ.S. To implement the new federal requirements, Kentucky amended its SIP in 2002 to require 
electric generating units to reduce their NOx emissions to 0.15 pounds weight per MMBtu on a 
company-wide basis. In 2005, the EPA issued the CAIR which required additional SO2 emission 
reductions of 70% and NOx emission reductions of 65% from 2003 levels. The CAIR provided 
for a two-phase cap and trade program, with initial reductions of NOx and SO2 emissions due by 
2009 and 2010, respectively, and final reductions due by 2015. In 2006, Kentucky proposed to 
amend its SIP to adopt state requirements similar to those under the federal CAIR. 

in J d y  2008, a federal appeals court issued a ruling finding deficiencies in the CAIR and 
vacating it. In December 2008, the Court amended its previous Order directing the EPA to 
promulgate a new regulation but leaving the CAlR in place in the interim. The remand of the 
CAR results in some uncertainty with respect to certain other EPA or state programs and 
proceedings and the Companies’ compliance plans relating thereto due to the interconnection of 
the CAIK with such associated programs. 

In July 20 IO,  the EPA issued the proposed CATR, which serves to replace the CAIR. The CATR 
provides for a two-phase SO2 reduction program with Phase 1 reductions due by 2012, and Phase 
11 reductions due by 2014. The  CATR provides for NOx reductions in 2012, but the EPA advised 
that it is studying whether additional NOx reductions should be required for 2014. The CATR is 
more stringent than the CAIR as it accelerates certain compliance dates and provides for only 
intrastate and limited interstate trading of emission allowances. In addition to its preferred 
approach, the EPA is seeking comment on an alternative approach which would provide for 
individual emission limits at each power plant. The EPA has announced that it will propose 
additional “transport” rules to address compliance with revised NAAQS standards for ozone and 
particulate matter which will be issued by the EPA in the future, as discussed below. At present, 
LG&E is not able to predict the outcomes of the legal and regulatory proceedings related to the 
CATR; however, such outcomes, while not yet determinable, could result in significant costs to 
the Company. 

In January 2010, the EPA proposed a revised NAAQS for ozone which would increase the 
stringency of the standard. In addition, the EPA published final revised NAAQS standards for 
nitrogen dioxide (“NOz”) and SO2 in February 201 0 and June 2010, respectively, which are more 
stringent than previous standards. Depending on the level of action determined necessary to 
bring local nonattaininent areas into compliance with the revised NAAQS standards, LG&E’s 
power plants are potentially subject to requirements for additional reductions in SO2 and NOx 
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emissions. Until such time as the relevant regulatory agencies make nonattainment designations 
and deterinine reductions required from local emissions sources, the Company is unable to 
determine what, if any, additional requirements may be imposed to achieve compliance with the 
revised NAAQS standards. 

The costs to implement the respective proposed or final more stringent ozone, NO2, S 0 2 ,  
particulate matter or other standards under the NAAQS or CATR are not currently determinable. 
Depending upon whether the final rules or implementation methods incorporate additional 
emissions reduction requirements and the amounts of such reductions, such costs could be 
significant. 

Hazardous Air Pollutants. As provided in the Clean Air Act, the EPA investigated hazardous air 
pollutant emissions from electric utilities and submitted a report to Congress identifying mercury 
emissions from coal-fired power plants as warranting hrther study. In 200.5, the EPA issued the 
CAMR establishing mercury standards for new power plants and requiring all states to issue new 
SIPS including mercury requirements for existing power plants. The EPA issued a model rule 
which provides for a two-phase cap and trade program with initial reductions due by 2010, and 
final reductions due by 201 8. The CAMR provided for reductions of 70% from 2003 levels. The 
EPA closely integrated the CAMR and CAIR program to ensure that the 20 10 mercury 
reduction targets would be achieved as a “co-benefityy of the controls installed for purposes of 
compliance with the CAIR. In addition, in 2006, the Metro Louisville Air Pollution Control 
District adopted rules aimed at regulating additional hazardous air pollutants from sources 
including power plants. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The EPA has 
announced that it intends to promulgate a new rule to replace the CAMR. Depending on the final 
outcome of the rulemalting, the CAMR could be replaced by new rules with different or more 
stringent requirements For reduction of mercury and other hazardous air pollutants. Kentucky has 
also repealed its corresponding state mercury regulations. At present, LG&E is not able to 
predict the outcomes of the legal and regulatory proceedings related to the CAMR and whether 
such outcomes could have a material effect on the Company’s financial or operational 
conditions. If the new rules are more stringent and require additional reductions in emissions, the 
costs to achieve such reductions, while not yet determinable, could be significant. 

Acid Ruin Program. The Clean Air Act imposed a two-phased cap and trade program to reduce 
SO2 emissions from power plants that were thought to contribute to “acid rain” conditions in the 
northeastern I_J.S. The Clean Air Act also contains requirements for power plants to reduce NOx 
emissions through the use of available combustion controls. 

Regional Haze. The Clean Air Act also includes visibility goals for certain federally designated 
areas, including national parks, and requires states to submit SIPs that will demonstrate 
reasonable progress toward preventing fkrure impairment and remedying any existing 
impairment of visibility in those areas. In 2005, the EPA issued its Clean Air Visibility Rule 
detailing how the Clean Air Act’s BART requirements will be applied to facilities, including 
power plants, built between 1962 and 1974 that emit certain levels of visibility impairing 
pollutants. TJnder the final rule, as the CAIR provided for more visibility improvement than 
BART, states are allowed to substitute CAIR requirements in their regional haze SIPs in lieu of  
controls that would otherwise be required by BART. The final rule has been challenged in the 
courts. Additionally, because the regional haze SIPs incorporate certain CAIR requirements, the 
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remand of the CAIR could potentially impact regional haze SIPS. See “Ambient Air Quality” 
above for a discussion of CAIR-related uncertainties. 

Installation ofPoIlution Controls. Many of the prograins under the Clean Air Act utilize cap and 
trade inechanisins that require a company to hold sufficient emissions allowances to cover its 
authorized emissions on a company-wide basis and do not require installation of pollution 
controls on every generating unit. Under cap and trade programs, companies are free to focus 
their pollution control efforts on plants where such controls are particularly efficient and utilize 
the resulting emission allowances for smaller plants where such controls are not cost effective. 
L,G&E had previously installed FGD equipment on all of its generating units prior to the 
effective date of the acid rain program. L,G&E’s strategy for its Phase TI SO2 requirements, which 
comnienced in 2000, is to use accumulated emission allowances to defer additional capital 
expenditures and continue to evaluate improveinents to fLirther reduce SO2 emissions. In order to 
achieve the NOx emission reductions mandated b y  the NOx SIP Call, LG&E installed additional 
NOx controls, including SCR technology, during the 2000 through 2009 time period at a cost of 
$1 97 inillion. In 2001, the Kentucky Commission granted approval to recover the costs incurred 
by LG&E for these projects through the ECR mechanism. Such monthly recovery is subject to 
periodic review by the Kentucky Commission. 

In order to achieve mandated ernissions reductions, LG&E expects to incur additional capital 
expenditures totaling approximately $140 inillion during the 2010 through 2012 time period for 
pollution controls including FGD and SCR equipment and additional operating and maintenance 
costs in operating such controls. In 2005, the Kentucky Commission granted approval to recover 
the costs incurred by the Company for these projects through the ECR mechanism. Such monthly 
recovery is subject to periodic review by the Kentucky Commission. LG&E believes its costs in 
reducing SO2, NOx and mercury emissions to be comparable to those of similarly situated 
utilities with like generation assets. LG&E’s compliance plans are subject to many factors 
including developments in the emission allowance and fuels markets, future legislative and 
regulatory enactments, legal proceedings and advances in clean air technology. LG&E will 
continue to monitor these developments to ensure that its environmental obligations are inet in 
the most efficient and cost-effective manner. See “Ambient Air Quality” above for a discussion 
of CAIR-related uncertainties. 

GHG Developments. In 2005, the Kyoto Protocol for reducing GHG emissions took effect, 
obligating 37 industrialized countries to undertake substantial reductions in GHG emissions. The 
U.S. has not ratified the Kyoto Protocol, and there are currently no mandatory GHG emission 
reduction requirements at the federal level. As discussed below, legislation mandating GHG 
reductions has been introduced in the Congress, but no federal legislation has been enacted to 
date. In the absence of a prograrn at the federal level, various states have adopted their own GHG 
emission reduction programs, including 1 I northeastern LJ.S. states and the District of Columbia 
under the Regional GHG Initiative program and California. Substantial efforts to pass federal 
GHG legislation are on-going. The current administration has announced its support for the 
adoption of mandatory GHG reduction requirements at the federal level. The Ilnited States and 
other countries inet in Copenhagen, Denmark in December 2009, in an effort to negotiate a GHG 
reduction treaty to succeed the Kyoto Protocol, which is set to expire in 2013. In Copenhagen, 
the 1J.S. made a nonbinding commitment to, among other things, seek to reduce GHG emissions 
to 17% below 2005 levels by 2020 and provide financial support to developing countries. The 
LJnited States and other nations are scheduled to meet in Cancun, Mexico in late 201 0 to 
continue negotiations toward a binding agreement. 
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GHG Legislation. LG&E is monitoring on-going efforts to enact GHG reduction requirements 
and requirements governing carbon sequestration at the state and federal level and is assessing 
potential impacts of such prograins and strategies to mitigate those impacts. In June 2009, the 
U.S. House of Representatives passed the American Clean Energy and Security Act of 2009, 
which is a comprehensive energy bill containing the first-ever nation-wide GHG cap and trade 
program. The bill would provide for reductions in GHG emissions of 3% below 2005 levels by 
2012, 17% by 2020 and 83% by 2050. In order to cushion potential rate impacts for utility 
customers, approximately 43% of emissions allowances would initially be allocated at no cost to 
the electric utility sector, with this allocation gradually declining to 7% in 2029 and zero 
thereafter. The bill would also establish a renewable electricity standard requiring utilities to 
meet 20% of their electricity demand through renewable energy and energy efficiency by 2020. 
The bill contains additional provisions regarding carbon capture and sequestration, clean 
transportation, smart grid advancement, nuclear and advanced technologies and energy 
efficiency. 

In September 2009, the Clean Energy Jobs and American Power Act, which is largely patterned 
on the House legislation, was introduced in the 1J.S. Senate. The Senate bill raises the emissions 
reduction target for 2020 to 20% below 200.5 levels and does not include a renewable electricity 
standard. While the initial bill lacked detailed provisions for the allocation of emissions 
allowances, a subsequent revision incorporated allowance allocation provisions similar to the 
House bill. In 20 10, Senators Kerry and Lieberman and others have undertaken additional work 
to draft GHG legislation but have introduced no bill in the Senate to date. In July 2010, Senate 
Majority Leader Reid announced that he did not anticipate that GHG legislation would be 
brought to the Senate floor in the current session. The Company is closely monitoring the 
progress of pending energy legislation, but the prospect for passage of comprehensive GHG 
legislation in 20 10 is uncertain. 

GHG Regulations. In April 2007, the 1J.S. Supreme Court ruled that the EPA has the authority to 
regulate GHG under the Clean Air Act. In April 2009, the EPA issued a proposed endangernient 
finding concluding that GHGs endanger public health and welfare, which is an initial rulemaking 
step under the Clean Air Act. A final endangerment finding was issued in December 2009. In 
September 2009, the EPA issued a final GHG reporting rule requiring reporting by facilities with 
annual GHG ernissions equivalent to at least 25,000 tons of  carbon dioxide. A number of the 
Company’s facilities will be required to submit annual reports commencing with calendar year 
2010. In May 20 10, the EPA issued a final GHG “tailoring” rule requiring new or modified 
sources with G H G  emissions equivalent to at least 75,000 tons of carbon dioxide to obtain 
permits under the  Prevention of Significant Deterioration Program. Such new or modified 
facilities would be required to install Best Available Control Technology. While the Company is 
unaware of any currently available GHG control technology that might be required for 
installation on new or modified power plants, it is currently assessing the potential impact of the 
rule. The final rule will apply to new and modified power plants beginning in January 201 1. 

The Company is unable to predict whether mandatory GHG reduction requirements will 
ultimately be enacted through legislation or regulations. 

GHG Litigation. A number of lawsuits have been filed asserting coinmoii law claims including 
nuisance, trespass and negligence against various companies with GHG emitting facilities. In 
October 2009, a three-judge panel of the United States Court of  Appeals for the 5‘h Circuit in the 
case of Comer v. Murphy Oil reversed a lower court, holding that private plaintiffs have standing 
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to assert certain common law claims against more than 30 utility, oil, coal and chemical 
companies. In March 201 0, the court vacated the opinion of the three-judge panel and granted a 
motion for rehearing but subsequently denied the appeal due to the lack of a quorum. The 
appellate ruling leaves in effect the lower court ruling dismissing the plaintiffs’ claims. The 
Comer coinplaint alleges that GHG emissions from the defendants’ facilities contributed to 
global warming which increased the intensity of Hurricane Katrina. E.ON, the indirect parent of 
LG&E and I<U was included as defendant in the complaint but has not been subject to the 
proceedings due to the failure of the plaintiffs to pursue service under the applicable international 
procedures. LG&E and KIJ are currently unable to predict further developments in the Comer 
case. LG&E and KU continue to monitor relevant GHG litigation to identifyjudicial 
developments that may be potentially relevant to their operations. 

Ash Ponds, Coal-Combustion Byproducts and Water Discharges. The EPA has undertaken 
various initiatives in response to the December 2008 impoundment failure at the Tennessee 
Valley Aiithority’s Kingston power plant, which resulted in a major release of coal combustion 
byproducts into the environment. The EPA issued information requests to utilities throughout the 
country, including I,G&E, to obtain information on their ash ponds and other iinpoundments. In 
addition, the EPA inspected a large number of impoundments located at power plants to 
determine their structural integrity. The inspections included several of LG&E’s impoundinents, 
which the EPA found to be in satisfactory condition except for certain impoundments at the Mill 
Creek and Cane Run stations, which were determined to be in fair condition. In June 201 0, the 
EPA published proposed regulations for coal combustion byproducts handled in landfills and ash 
ponds. The EPA has proposed two alternatives: (1) regulation of coal combustion byproducts in 
landfills and ash ponds as a hazardous waste or (2) regulation of coal combustion byproducts as a 
solid waste with minimum national standards. Under both alternatives, the EPA has proposed 
safety requirements to address the structural integrity of ash ponds. In addition, the EPA will 
consider potential refinements of the provisions for beneficial reuse of  coal combustion 
byproducts. The EPA has also announced plans to develop revised effluent limitations guidelines 
and standards governing discharges from power plants. The Company is monitoring these 
ongoing regulatory developments but will be unable to determine the impact until such time as 
new rules are finalized. Should the final rules require more stringent storage or disposal practices 
for these byproducts than currently in place or indirectly cause changes in other operational or 
generation practices, the costs of such revised practices, while not yet determinable, could be 
significant. 

In May 20 10, the Kentucky Waterways Alliance and other environmental groups filed a petition 
with the Kentucky Energy and Environment Cabinet challenging the Kentucky Pollutant 
Discharge Elimination System permit issued in April 201 0, which covers water discharges from 
the Trimble County Station. Dire to the preliminary stage of the proceedings, the Company is 
currently unable to predict the outcome or precise impact of this matter. 

As a company with significant coal-fired generating assets, LG&E could be substantially 
impacted by pending or future environmental rules or legislation requiring mandatory reductions 
in GHG emissions or other air emissions, imposing more stringent standards on discharges to 
waterways, or establishing additional requirements for handling or disposal of coal combustion 
byproducts. However, the precise impact on its operations, including the reduction targets and 
deadlines that would be applicable, cannot be determined prior to the finalization of such 
requirements. While the Company believes that many costs of complying with such pending or 
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future requirements would likely be recoverable under the ECR or other potential cost-recovery 
mechanisms, this cannot be assured. 

General Environnzental Proceedings. From time to time, LG&E appears before the EPA, various 
state or local regulatory agencies and state and federal courts regarding inatters involving 
coinpliance with applicable environinental laws and regulations. Such matters include a prior 
Section I 14 information request from the EPA relating to new soiirce review issues at LG&E’s 
Mill Creek and TC 1 generation units; remediation obligations or activities for former 
manufactured gas plant sites or elevated Polychlorinated Biphenyl levels at existing properties; 
liability under the Comprehensive Environmental Response, Compensation and Liability Act for 
cleanup at various off-site waste sites; and  on-going claims regarding alleged particulate 
emissions from the Company’s Cane Run  station and claims regarding GHG emissions from the 
Company’s generating stations. With respect to the Former manufactured gas plant sites, L,G&E 
has estimated that it could incur additional costs of less than $1 million for remaining clean-up 
activities under existing approved plans or agreements. Based on analysis to date, the resolution 
of these matters is not expected to have a material impact on the Company’s operations. 

Note 8 - Segments of Business 

L,G&E’s revenues, net income and total assets by business segment for the three and six months 
ended June 30, were as follows: 

(in millions) 
L,G&E Electric 

Grosshet revenues 
Net income 
Total assets 

L,G&E Gas 
Gross revenues 
Intersegment 

revenues (a) 
Net revenues 
Net income 
Total assets 

Total 
Gross revenues 
Intersegment 

revenues (a) 
Net revenues 
Net income 
Total assets 

2010 

$ 247 
17 

2,859 

$ 34 

(2) 

(3  ) 
$ 32 

657 

$ 281 

(2) 
$ 279 

14 
3,5 16 

2009 

$ 228 
21 

2,788 

$ 51 

(2) 
$ 49 

685 
- 

$ 279 

(2) 
$ 277 

21 
3,473 

Three Months Ended 
June 30. 

Six Months Ended 
June 30, 

2010 - 2009 

$ 479 $ 463 
33 15 

2,859 2,788 

$ 169 $ 246 

~- (3 )  (4) 
$ 166 $ 242 

14 I 1  
657 685 

$ 648 $ 709 

(3  ) (4) 
$ 645 $ 70.5 

47 26 
3,516 3,473 

Intersegment revenues are eliminated upon consolidation of the LG&E Electric and 
LG&E Gas segments. 
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Note 9 - Related Party Transactions 

L,G&E, subsidiaries of E.ON U.S. and subsidiaries of E.ON engage in related party transactions. 
Transactions between LG&E and E.ON U.S. subsidiaries are eliminated upon consolidation of 
E.ON U.S. Transactions between LG&E and E.ON subsidiaries are eliminated upon 
consolidation of E.ON. These transactions are generally performed at cost and are in accordance 
with FERC regulations under the Public Utility Holding Company Act of 2005 and the 
applicable Kentucky Commission regulations. The significant related party transactions are 
disclosed below. 

Electric Purchases 

LG&E and KlJ purchase energy from each other in order to effectively manage the load of their 
retail and wholesale customers. These sales and purchases are included in the statements of 
income as electric operating revenues, power purchased expenses and other operation and 
maintenance expenses. LG&E’s intercompany electric revenues and power purchased expense 
for the three and six months ended June 30, were as follows: 

Three Months Ended Six Months Ended 

(in millions) 2010 2009 u -- 2009 

Power purchased from KU 3 5 10 16 

June 30, June 30, 

Electric operating revenues from KlJ $ 23 $ 28 $ 48 s 59 

Interest Charges 

See Note 6, Short-Term and Long-Term Debt, for details of intercompany borrowing 
arrangements. Intercompany agreements do not require interest payinents for receivables related 
to services provided when settled within 30 days. 

LG&E’s interest expense to affiliated companies for the three and six months ended June 30 was 
as follows: 

(in millions) 
Interest on Fidelia loans 

Three Months Ended Six Months Ended 
June 30, June 30, 

2010 2009 2009 
$ 6  $ 6  $ 13 $ 13 

Interest expense paid to E.ON U.S. on the money pool arrangement was less than $I  million for 
the three and six months ended June 30,20 10 arid 2009. 

Other Intercompany Billinm 

E.ON U.S. Services provides the Company with a variety of centralized administrative, 
management and support services. These charges include payroll taxes paid by E.ON U.S. 
Services on behalf of LG&E, labor and burdens of E.ON U.S. Services employees performing 
services for LG&E, coal purchases and other vouchers paid by EON 7J.S. Services on behalf of 
LG&E. The cost of these services is directly charged to the Company, or for general costs which 
cannot be directly attribiited, charged based on predetermined allocation factors, including the 
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following ratios: number of customers, total assets, revenues, number of employees and other 
statistical information. These costs are charged on an actual cost basis. 

In addition, LG&E and KU provide services to each other and to EON LJ.S. Services. Billings 
between LG&E and KU relate to labor and overheads associated with union and hourly 
employees performing work for the other utility, charges related to jointly-owned generating 
units and other miscellaneous charges. Billings from LG&E to E.ON U S .  Services include cash 
received by E.ON U.S. Services on behalf of LG&E, primarily tax settlements, and other 
payments made by the Company on behalf of other non-regulated businesses which are 
reimbursed through E.ON 1J.S. Services. 

Intercompany billings to and from LG&E for the three and six months ended June 30, were as 
follows: 

Three Months Ended Six Months Ended 
June 30. June 30, 

(in millions) 2010 2010 
E.ON U.S. Services billings to LG&E $ 59 $ 52 $115 $ 95 

KTJ billings to LG&E 1 36 1 47 
LG&E billings to E.ON U.S. Services - 5 

LG&E billings t o  K1J 12 19 

In March 2010, the Company paid dividends of$30 million to its common shareholder, E.ON 
U.S. In March and June 2009, L,G&E paid dividends of $35 million and $45 million, 
respectively, to its common shareholder, E.ON I_J.S. 

- In tercoriipan y Balances 

The Company had the following balances with its affiliates as of June 30, 2010 and December 
3 1,2009: 

(in millions) 
Accounts receivable from KIJ 
Accounts payable to E.ON U.S. Services 
Accounts payable to E.ON U.S. 
Accounts payable to Fidelia 
Notes payable to E.ON U S .  
L,ong-term debt to Fidelia 

June 30, 
2010 

$ I8  
11 
11 
6 

137 
485 

December 3 1, 
2009 

$ 53 
18 
4 
6 

170 
485 

Note 10 - Subsequent Events 

Subsequent events have been evaluated through August 1 1, 20 10, the date of issuance of these 
statements, and these statements contain all necessary adjustments and disclosures resulting from 
that evaluation. 

On July 30, 20 1 0, the Kentucky Commission issued an Order in the current base rate cases 
approving all the provisions in the stipulation, with rates effective for service rendered on and 
after August 1, 201 0. 
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Management's Discussion and Analysis 

Overview 

LC&E, incorporated in Kentncky in 1913, is a regulated public utility engaged in the generation, 
transmission, distribution and sale of electric energy and the storage, distribution and sale of 
natural gas. LC&E provides electric service to approximately 397,000 custotners in Louisville 
and adjacent areas in Kentucky covering approximately 700 square miles in 9 counties. Natural 
gas service is provided to approximately 32 1,000 customers in its electric service area and 8 
additional counties in Kentucky. Approximately 95% of the electricity generated by L,G&E is 
produced by its coal-fired electric generating stations, all equipped with systems to reduce SO2 
emissions. The remainder is generated by a hydroelectric power plant and natural gas and oil 
fueled combustion turbines. IJnderground natural gas storage fields help LG&E provide 
economical and reliable natural gas service to customers. 

LG&E is a wholly-owned subsidiary of E.ON U.S., an indirect wholly-owned subsidiary of 
E.ON, a German corporation. LG&E's affiliate, K'CJ, is a regulated public utility engaged in the 
generation, transmission, distribution and sale of electric energy in Kentucky, Virginia and 
Tennessee. 

The following disciission and analysis by management focuses on those factors that had a material 
effect on LG&E's financial results of operations arid financial condition during the three- and six- 
month periods ended June 30,2010, and should be read in connection with the condensed financial 
statements and notes thereto and the Arxual Report for the year ending December 3 1 , 2009. 
Dollars are in millions, uniess otherwise noted. 

Some of the following discussion may contain forward-loplting statements that are subject to certain 
risks, uncertainties and assumptions. Such forward-looking statements are intended to be identified 
in this document by the words "anticipate," "expect," "estimate," "objective," "possible," "potential" 
and similar expressions. Actual results may vary materially. Factors that could cause actual results 
to differ materially include: general economic conditions; business and competitive conditions in 
the energy industry; changes in federal or state legislation; unusual weather; actions by state or 
federal regulatory agencies; and other factors described from time to time in the Company's reports, 
including the Annual Report for the year ended December 3 1 , 2009. 

PPL Acquisition 

On April 28, 201 0, E.ON IJ.S. announced that a Purchase and Sale Agreement (the 
"Agreernent") had been entered into among E.ON IJS Investments, PPL and E.ON. 

The Agreement provides for the sale of E.OW lJ.S. to PPL. Pursuant to the Agreement, at 
closing, PPL will acquire all of the outstanding limited liability company interests of E.ON U.S. 
for cash consideration of $2.1 billion. In addition, pursuant to the Agreement, PPL agreed to 
assutne $925 million ofpollution control bonds and to repay indebtedness owed by E.ON U.S. 
and its subsidiaries to E.ON IJS Investments and its affiliates. Such affiliate indebtedness is 
currently estimated to be $4.6 billion. The aggregate consideration payable by PPL, on closing, 
$7.6 billion (including the assumed indebtedness), is subject to adjustment for specified 
incremental investment in E.ON U.S. that will potentially be made by E.ON US Investments and 
its affiliates prior to closing. 



The transaction is subject to custotnary closing conditions, including the expiration or 
termination of the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required 
regulatory approvals (including state regulators in Kentucky, Virginia and Tennessee, and the 
FEKC) and the absence of injunctions o r  restraints imposed by governmental entities. Subject to 
receipt of required approvals, the transaction is expected to close by the end of 20 IO. Change of 
control and financing-related applications were filed on May 28, 201 0, with the Kentucky 
Commission arid on June 15, 2010, with the Virginia Commission and the Tennessee Regulatory 
Authority. An application with the FERC was filed on June 28, 2010. During the second quarter 
of 201 0, a number of intervenors made entries into the Kentucky Commission proceedings and 
data request filings and responses occurred. Hearings in the Kentucky Coinmission proceedings 
are scheduled for September 8, 201 0. Early termination of the final Hart-Scott-Rodino waiting 
period was received on August 2,20 10. 

Based upon credit and financial market conditions, the anticipated PPL, acquisition and other 
factors, the Company anticipates completing certain re-financing transactions and, where 
applicable, has applied for regulatory approvals for such transactions. LG&E anticipates issuing 
up to $535 million in public first mortgage bonds, the proceeds of which will substantially be 
used to refund existing long-term intercotnpany debt. As required by existing covenants, in 
connection with the issuance of any such secured debt, L,G&E would also collateralize certain 
outstanding pollution control bond debt series which are presently unsecured. Upon such 
collateralization, approxiinately $574 rnillion in existing pollution control debt would become 
secured debt, supported by a first mortgage lien. Subject to regulatory approvals and other 
conditions, LG&E may complete these transactions, in whole or in part, during late 20 10 and 
early 20 1 1. 

See Note 6 of Notes to Condensed Financial Statements for filrther information regarding the 
refinancing, remarlteting or conversion of existing pollution control debt. 

Regulatory Matters 

In January 2010, LG&E filed an application with the Kentucky Commission requesting an 
increase in electric base rates of approximately 12%, or $9.5 rnillion annually, and its gas base 
rates of approximately 8%, or $23 million annually, including an 1 1.5% return on equity for 
electric and gas. LG&E requested the increase, based on the twelve month test year ended 
October 3 1 , 2009, to become effective on and after March I , 201 0. The requested rates were 
suspended until August 1 , 20 10. A number of intervenors entered the rate case, including the 
Kentucky Attorney General’s office, certain representatives of industrial and low-income groups 
and other third parties, and submitted filings challenging the Company’s requested rate increases, 
in whole or in part. A hearing was held on June 8, 2010. LG&E and all ofthe intervenors except 
for the AG agreed to a stipulation providing for an increase in electric base rates of $74 inillion 
annually and gas base rates of$17 million annually and filed a request with the Kentucky 
Coinmission to approve such settlement. An Order in the proceeding was issued in July 2010, 
approving all the provisions in the stipulation, with rates effective on and after August 1, 2010. 

In January 2009, a significant ice storm passed through L,G&E’s service territory causing 
approximately 205,000 customer outages and was followed closely by a severe wind storm in 
February 2009 that caused approximately 37,000 customer outages. LG&E incurred $44 million 
in incremental operation and maintenance expenses and $10 million in capital expenditures 
related to the restoration following the two storms. The Company filed an application with the 
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Kentucky Commission in April 2009, requesting approval to establish a regulatory asset and 
defer for fiiture recovery approximately $45 million in incremental operation and maintenance 
expenses related to the storm restoration. In September 2009, the Kentucky Comniission issued 
an Order allowing the Company to establish a regulatory asset of up to $45 million based on its 
actual costs for storm damages and service restoration due to the January and February 2009 
storms. In September 2009, the Company established a regulatory asset of$44 million for actual 
costs inairred. The Company received approval in its current base rate cases to recover this 
asset over a ten year period beginning August 1 , 201 0. 

Environmental Matters 

General. Protection of the environment is a major priority for LG&E and a significant element 
of its business activities. LG&E’s properties and operations are subject to extensive 
environmental-related oversight by federal, state and local regulatory agencies, including via air 
qiiality, water quality, waste management and similar laws and regulations. Therefore, LG&E 
must conduct its operations in accordance with numerous permit and other requirements issued 
tinder or contained in such laws or regulations. 

Climate Change. Recent developments continue to indicate an increased possibility of 
significant climate change or GHG legislation or regulation, at the international, federal, regional 
arid state levels. During December 2009, as part o f  the United Nation’s Copenhagen Accord, the 
IJnited States agreed to a non-binding goal to reduce GHG emissions to 17% below 2005 levels 
by 2020. Additionally, during 2009, the US. House of Representatives passed comprehensive 
GHG legisiation, which included a number of measures to limit GHG emissions and achieve 
GHG emission reduction targets below 2005 levels of 3%, 17% and 83% by 2012,2020 and 
2050, respectively, and the U.S. Senate is considering companion legislation. In late 2009, the 
EPA issued or proposed various regulatory initiatives relating to GHG matters, including an 
endangerment finding relating to mobile sources of GHGs, a GHG reporting requirement and a 
rule relating to permitting requirements for new or  modified GHG emission sources. Finally, a 
nurriber of U.S. states, although not currently including Kentucky, have adopted GHG-reduction 
legislation or regulation of various sorts. The developing GHG initiatives include a number of 
differing structures and formats, including direct limitations on GHG sources, issuance of 
allowances for GHG emissions, cap-and-trade programs for such allowances, renewable or 
alternative generation portfolio standards and mechanisms relating to demand reduction, energy 
efficiency, smart-grid, transmission expansion, carbon-sequestration or other GHG-reducing 
efforts. While the final terms and impacts of such initiatives cannot be estimated, LG&E, as a 
primarily coal-fired utility, could be highly affected by such proceedings. 

The cost to L,G&E and the effect on LG&E’s business of complying with potential GHG 
restrictions will depend upon the details of the programs ultimately enacted. Some of the design 
elements which may have the greatest effect on LG&E include (a) the required levels and timing 
of any  carbon caps or limits, (b) the emission sources covered by such caps or limits, (c) 
transition and mitigation provisions, such as phase-in periods, free allowances or price caps, (d) 
the availability and pricing of relevant GHG-reduction technologies, goods or services and (e) 
economic, market and customer reaction to electricity price and demand changes due to CHG 
limits. While the costs to comply with fiiture GHG developments are not currently determinable, 
such costs could be significant. 
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1Jltiniately, environmental matters or potential environmental matters can represent an important 
element of current or future potential capital requirements, future unit retirement or replacement 
decisions, supply and demand for electricity, operating and maintenance expenses or compliance 
risks for the Company. While L,G&E currently anticipates that inany of such direct costs or 
effects may be recoverable through rates or other regulatory mechanisms, particularly with 
respect to coal-related generation, the availability, timing or completeness of such rate recovery 
cannot be assured. TJltimately, clitnate change matters could result in inatcrial effects on L,G&E’s 
results of operations, liquidity and financial position. See Management’s Discussion and 
Analysis and Note 7 of Notes to Condensed Financial Statements for additional information. 
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Results of Operations 

The electric and gas utility business is affected by seasonal temperatures. As a result, operating 
revenues (and associated operating expenses) are not generated evenly throughout the year. 

Three Months Ended June 30,201 0, Compared to 
Three Months Ended June 30,2009 

Net Income 

Net income was $14 million for the three months ended June 30, 2010, compared to $21 million 
for the same period in 2009. The decrease was primarily the result of the following: 

Total operating revenues 

Three Months Ended 

2010 - 2009 {Decrease) 
June 30, Increase 

$ 279 $ 277 2 

Total operating expenses 236 244 (8) 

Operating income 43 33 10 

Derivative loss (gain) 10 ( 1  1) 21 
Interest expense 5 4 1 
Interest expense to affiliated companies 7 7 - 

_____.- 

Income before income taxes 21 33 (12) 

Income tax expense 7 12 ( 5 )  

Net income $ 14 $ 21 $ (7) 

Net income attributable by segment was: 

Electric 
Gas 

Total 

Three Months Ericled 

2010 2009 fDecrease) 
June 30, Increase 

$ 17 $ 21 $ (4) 
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Operating Revenues 

Operating revenues for the three months ended June 30, follow: 

Electric 
Gas 

Total operating revenues 

Three Months Ended 

2010 2009 {Decrease): 
June 30,  Increase 

$ 247 $ 228 $ 19 
32 49 (17) 

- $ 279 $ 277 $ 2  

Electric Revenues 

The $19 million increase in electric revenues in the three months ended June 30,  2010, was 
primarily due to: 

Increase 
(Decrease] 

Retail sales volumes (a) $ 17 
Retail FAC costs billed to customers due to higher fuel costs 8 

2 
2 

ECR surcharge due to increased recoverable capital spending 
DSM revenue due to increased recoverable program spending 
Wholesale sales to KIJ due to volume (b) 
Wholesale sales to third parties due to volume (c) 
Gains in energy marketing financial swaps 

(4) 
(4 ) 
(2)- 

$ 19  

(a) Due to increased consumption by residential customers as a result of increased cooling 
degree days and higher energy usage by commercial and industrial cmtomers as a result of 
improved economic conditions 

(b) Primarily due to increased native load requirements in the second quarter of 20 10. Via a 
mutual agreement, LG&E sells its lower cost electricity to KIJ to serve KU’s native load 
and purchases KU’s excess economic capacity to make wholesale sales. 

(c) Primarily due to increased energy demand from industrial and residential customers and 
coal-fired generation unit outages during the second quarter of 2010. 

- Gas Revenues 

The $17 inillion decrease in natural gas revenues in the three months ended June 30, 2010, was 
primarily due to: 

Increase 
(Decrease) 

Retail sales volumes due to warmer teinperatures $ (11) 

natural gas prices (7 1 
RetaiLaverage cost of gas billed through the GSC due to lower 

WNA revenues 
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Operating Expenses 

Fuel for electric generation and natural gas supply expense comprise a large component of total 
operating expenses. Increases or decreases in the costs of fLiel and natural gas supply are 
reflected in retail rates through the FAC and GSC, sub.ject to the approval of the Kentucky 
Cc,inmission. Operating expenses for the three months ended June 30, follow: 

Three Months Ended 

2010 2009 (Decrease) 
June 30, Increase 

Fuel for electric generation $ 90 $ 83 $ 7  
Power purchased 12 14 (2) 
Gas supply expenses 12 29 (17) 
Other operation and maintenance expenses 87 84 3 
Depreciation and amortization 

Total operating expenses 
1 - 35 34 

$ 236 _ $  244 - 2 (8) 

Fuel for Electric Generation 

The $7 inillion increase in fuel for electric generation in the three months ended June 30, 2010, 
was prirnarily due to: 

Coiiimodity and transportation costs for coal and oil 
Fuel usage volumes 

Increase 
(Decrease) 
$ 6  

1 

Power Purchased 

The $2 million decrease in power purchased expense in the three months ended June 30, 20 10, 
was priinarily due to: 

Increase 

Purchases from KU due to lower volume (a) 
Prices for purchases used to serve retail custoiners 

(Decrease) 
$ (3) 

(a) Via a mutual agreement, L,G&E sells its lower cost electricity to KIJ to serve KIJ’s native 
load. Decreased purchases due to increased demand by L,G&E arid KIJ native load 
customers and reduced availability of L,G&E’s lower cost generation to supply KU’s 
demand, as a result of LG&E’s unit outages 
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Gas Supplv Expenses 

The $17 inillion decrease i n  gas supply expenses in the three months ended June 30, 2010, was 
priniarily due to: 

Cost of gas supply billed to customers 
Natural gas voliarnes delivered to retail customers 

Increase 
(Decrease) 
$ (9) 

(8  1 
$ (17) 

Other Operation and Maintenance Expenses 

Other operation and inaintenance expenses increased $3 million in the three months ended June 
30, 2010, due to $2 million of increased other operation expenses and $1 million of increased 
maintenance expenses ($1 million). 

Other Operation Expenses 

The $2 million increase in other operation expenses in the three months ended June 30, 2010, 
was priniarily d u e  to: 

Increase 
[Decrease) 

Transmission expense $ 1 
MISO RSG resettlements incurred in 2009 
Administrative and general expense 1 
Property and other taxes reduction resulting from an increased 

coal tax credit (1 
$ 2  

1 

-- 
Maintenance Expenses 

The $1 million increase in maintenance expenses in the three months ended June 30, 2010 was 
primarily due to: 

Increase 
(Decrease) 

Steam maintenance expense due to increased scheduled unit 

Distributioii expense prii-narily due to additional winter storm 
outages $ 5  

restoration expenses recorded in 2009 (4 
$ 1 

Derivative Loss (Gain) 

The $21 inillion increase in derivative loss (gain) in the three months ended June 30,2010, was 
primarily due to a loss in 2010, versus a gain in 2009, fioin the change in  the mark-to-niarltet 
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value of ineffective interest rate swaps. Gains on the ineffective interest rate swaps are due to 
rising interest rates and losses are due to declining interest rates. 

Interest Expense 

The $1 million increase in interest expense, including interest expense to affiliated companies, in 
the three months ended June 30,2010, was priinarily due to the ineffectiveness of the effective 
interest rate swap. 

Income Tax Expense 

See Note 5 of Notes to Condensed Financial Statements for a reconciliation of differences 
between the statutory 1J.S. federal income tax expense and LG&E’s income tax expense. 
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Six Months Ended June 30, 20 10, Coinpared to 
Six Months Ended June 30,2009 

Net Income 

Net income was $47 million for the six months ended June 30, 2010, compared with $26 million 
for the same period in 2009. The increase was primarily the result of the following: 

Total operating revenues 

Six Months Ended 
June 30, Increase 

2010 2009 (Decrease) 
$ 645 $ 70.5 $ (60) 

Total operating expenses -- 538 660 (1 22) 

Operating income 107 4.5 62 

Derivative loss (gain) 11  (16) 27 
Other expense - net 1 1 - 
Interest expense 9 8 1 
Interest expense to affiliated companies 14 14 

Income before income taxes 72 38 3 4 

25 12 13 -- Income tax expense 

Net income $ 47 $ 26 $ 21 
P 

Net income attributable by segment was: 

Electric 
Gas 

Total 

Six Months Ended 
June 30, Increase 

$ 33 $ 15 $ I8 
2010 2009 (Decrease) 

14 11 3 
$ 47 $ 26 $ 21 

Operating Revenues 

Operating revenues for the six months ended June 30 follow: 

Electric 
Gas 

Total operating revenues 

Six Months Ended 
June 30, Increase 

2010 2009 (Decrease) 
$ 479 $ 463 $ 16 

166 242 (76) 
$ 645 $ 705 $ (601, 
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Electric Revenues 

The $1 6 inillion increase in electric revenues in the six inonths ended June 30, 2010, was 
primarily due to: 

Retail sales volumes (a) 
FAC costs billed to customers due to higher fuel cost 
DSM revenue due to increased recoverable program spending 
Miscellaneous operating revenues including late payment 

ECR surcharge due to increased recoverable capital spending 
Wholesale sales to third parties due to spot market prices 
Wholesale sales to KU due to volume (b) 
Wholesale sales to third parties due to voluine (c) 
Gains in energy marketing financial swaps (d) 
Retail base rates 
Wholesale sales to KU due to fuel prices 

charges 

Increase 
(Decrease) 
$ 26 

5 
5 

(a) Due to increased consumption by residential custoiners as a result of increased cooling 
degree days and higher energy usage by industrial and commercial custoiners as a result 
of improved economic conditions. 

(b) Primarily due to increased energy demand from industrial and residential customers and 
coal-fired generation outages during the first six months of 201 0. Via a mutual 
agreement, LG&E sells its lower cost electricity to KU to serve KU’s native load and 
purchases KIJ’s excess economic capacity for LG&E to make wholesale sales. 

(c) Primarily due to increased energy demand from industrial and residential customers and 
coal-fired generation unit outages during the first six months of 2010. 

(d) Due to lower realized and unrealized gains, the buy-back of swap transactions and 
decreased trading activity in 2010. 

Gas Revenues 

The $76 inillion decrease in gas revenues in the six months ended June 30, 2010, was primarily 
due to: 

Retail average cost billed through GSC (a) 
WNA revenues (b) 
Retail sales volumes (c) 
Retail base rates (d) 
DSM revenues 

Increase 
(Decrease) 
$ (88) 

( 3  ) 
10 
4 
1 

(a) Due to reductions in gas prices as a result of lower fuel costs 
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(b) Due to higher retail sales voluines during the first quarter resulting froin increased total 
heating degree days. 

(c) Due to colder temperatures in the first quarter of 201 0 and increased usage by 
commercial and industrial customers as a result of improved econoniic conditions 

(d) Due to the full period benefit of higher base rates resulting fiom the application of the 
base rate case settleinent in  February 2009 

Operating Expenses 

Fuel for electric generation and gas supply expenses comprise a large coinponent of total 
operating expenses. Increases or decreases in the costs of ftiel and gas supply are reflected i n  
retail rates through the FAC arid GSC, subject to the approval of the Kentucky Commission. 
Operating expenses for the six months ended June 30, follow: 

Six Months Ended 
June 30, Increase 

2010 -- 2009 (Decrease) 
Fuel for electric generation $ 173 $ 174 $ (1) 
Power purchased 29 33 (4) 
Gas supply expenses 93 179 (86) 
Other operation and rnaintenarice expenses I74 207 (33) 
Depreciation and amortization 

Total operating expenses 
69 67 2 

$ 660 -__ $ (122) $ 538 

Fuel for Electric Generation 

The $1 million decrease i n  fuel for electric generation in the six months ended June 30, 2010, 
was priinarily due  to: 

Fuel usage volumes 
Commodity arid transportation costs for oil 

Increase 
(Decrease) 
$ (3) 

2 

Power Purchased 

The $4 million decrease in power purchased expense in the six months ended June 30,2010, was 
priinarily due to: 

Purchases from KIJ due to lower volume (a) 
Purchases from KU due to fuel costs (a) 
Demand payments for third-party pitrchases 
Prices for purchases used to serve retail customers 

Increase 
(Decrease) 
$ ( 5 )  

(1 1 
1 
1 

$ (4) 
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(a) Via a inutiial agreement, LG&E sells its lower cost electricity to K U  to serve K1.7’~ native 
load. Decreased purchases due to increased demand by LG&E and KIJ native load 
customers and reduced availability of L,G&E’s lower cost generation to supply KU’s 
demand, as a result ofLG&E’s unit outages. Sales and purchases between LG&E and 
KU are at cost. 

_.__- Gas Supplv ExDenses 

The $86 million decrease in gas supply expenses in  the six months ended June 30, 2010, was 
primarily due to: 

Cost of gas supply billed to cristorners 
Natural gas voluines delivered to retail customers 
Wholesale sales 

Increase 
[Decrease) 
$ (98) 

1 1  
1 

Other Operation and Maintenance Expenses 

Other operation and maintenance expenses decreased $33 million in the six months ended June 
30, 2010, due to $34 rnillion of decreased maintenance expenses and $ 1  inillion of increased 
other operation expenses. 

Other Operatior! Expenses 

The $1 rriillion increase in other operation expenses was primarily due to: 

Transmission expense 
MIS0 RSG resettlements incurred in 2009 
Administrative and general expense 
Property and other taxes reduction resulting froin an increased 

Steam maintenance expense due to increased scheduled unit 

Natural gas losses due to lower fuel usage and price 

coal tax credit 

outages 

Increase 
[Decrease) 
$ 2  

1 
1 
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Maintenance Expenses 

The $34 million decrease in maintenance expenses i n  the six months ended June 30, 2010, was 
primarily due to: 

Increase 
/Decrease) 

Distribution expense incurred in 2009 due to winter storm 
restoration $ (44) 

,$ (34) 

Boiler and electric maintenance expense 
Administrative arid general expense - 

9 
I 

Derivative Loss (&in) 

The $27 million increase in derivative loss (gain) in the six rnonths ended June 30, 2010, was 
primarily due to a loss in 201 0, versus a gain in 2009, from the change in the mark-to-marltet 
value of ineffective interest rate swaps. Gains on the ineffective interest rate swaps are due to 
rising interest rates and losses are due to declining interest rates. 

Interest Expense 

The $ 1  million increase in interest expense, including interest expense to affiliated companies, in 
the six months ended June 30, 2010, was primarily due to the ineffectiveness of the effective 
interest rate swap. 

Income Tax Expense 

See Note 5 of Notes to Condensed Financial Statements for a reconciliation of differences 
between the statutory U.S. federal income tax expense and LG&E’s income tax expense. 
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Financial Condition 

Liquidity and Capital Resources 

(mi 1 I ions) 
Cash and cash equivalents 
Current portion of long-term bonds 
Notes payable to affiliated company 

June 30, December 3 1 ,  
2010 2009 

$ 6  $ 5  
120 120 
137 170 

The $ I  million increase in LG&E’s cash and cash equivalents in the six months ended June 30, 
2010, was primarily the net result of: 

Increase 
/Decrease) 

Cash provided by operating activities $ 84 
Proceeds from assets sold to affiliate 48 
Construction expenditures (68) 
A net decrease i n  short-term borrowings from affil iated company (33) 
Payments of dividends (30) 

$ 1  

Working Capital Deficiency 

As of June 30,2010, LG&E had a working capital deficiency of$l14 million, primarily due to 
short-term debt from affiliates associated with the repurchase of certain of its tax-exempt bonds 
totaling $163 million and $120 million oftax-exempt bonds which allow the investors to put the 
bonds back to the Company causing them to be classified as current portion of long-term bonds. 
The Company has adequate liquidity facilities to repurchase any bonds put back to the Company. 
The repurchased bonds are being held until they can be refinanced or restructured. Working 
capital deficiencies can be funded through an intercompany money pool agreement or through 
bilateral lines of credit. See Note 6 of Notes to Condensed Financial Statements. LG&E believes 
that its sources of fiinds will be sufficient to meet the needs of its business in the foreseeable 
future. 

Auction Rate Seciirities 

Auctions for auction rate securities issued by LG&E continue to fail during the quarter. L,G&E 
held $ I63 million of its own auction rate securities at June 30, 201 0 and December 3 I ,  2009. 
See Note 6 of Notes to Condensed Financial Statements for further discussion of auction rate 
securities. 

Regulatory approvals are required for L,G&E to incur additional debt. The FERC aiithorizes the 
issuance of short-term debt while the Kentucky Commission authorizes the issuance of long-term 
debt. In November 2009, LG&E received a two-year authorization froin the FERC to borrow up 
to $400 milIion in short-term fiinds. These short-term fiinds are made available via the 
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Company’s participation i n  an intercompany money pool agreement wherein E.ON U.S. and/or 
KU make fiinds available to L,G&E at market-based rates (based on highly rated coinmercial 
paper issues). 

A significant portion of LG&E’s short-term debt balance ($1 63 million) is for borrowings 
incurred to repurchase auction rate tax-exempt bonds. Following the repurchase, the auction rate 
tax-exempt bonds have been removed from the balance sheet. However, these bonds are being 
held until they can be refinanced or restructured. 

See Note 6 of Notes to Coridensed Financial Statements for information on redemptions, 
maturities and issuances of long-term debt. 

Coininon Stock Dividends 

I n  March 201 0, t he  Company paid dividends of $30 million to its common shareholder, E.ON 
‘I.J.S. L,G&E uses ne1 cash generated froin its operations and external financing (including 
financing from affiliates) to fund the payment of dividends. Future dividends, declared at the 
discretion of the Board of Directors, will be dependent upon future earnings, financial 
requirements and other factors. 

Credit Ratings 

The Company’s credit ratings as of June 30, 201 0, were: 

Moodv’s - S&P 

LJnenhanced pollution control revenue bonds 
Issuer rating 
Corporate credit rating 

A2 BBB+ 
A2 

BBB+ 

These ratings reflect the views of Moody’s and S&P. A security rating is not a recommendation 
to buy, sell or hold securities and is subject to revision or withdrawal at any time by the rating 
agency. In connection with E.ON IJ.S.’s announcement that E.ON and E.ON US Investments 
Corp. had entered into a definitive agreeinent with PPL to sell to PPL all the equity interests of 
E O N  U.S., Moody’s placed the debt ratings of the Company under review for possible 
downgrade. S&P affirmed the existing ratings of the Company. See Note 6 of Notes to 
Condensed Financial Statements for a discussion of recent downgrade actions related to the 
pollution control revenue bonds caused by a change in the rating of the entity insuring those 
bonds. 

LG&E has various derivative and non-derivative contracts, including contracts for the sale and 
purchase of electricity and fuel, natural gas and interest rate instruments, which contain 
provisions requiring LG&E to post additional collateral or permit the counterparty to terminate 
the contract if LG&E’s credit rating were to fall below investment grade. At June 30, 2010, if 
LG&E’s credit rating had been below investment grade, the Company woirld have been required 
to post an additional $5 million of collateral to counterparties for both derivative and 
non-derivative commodity and commodity-related contracts used i n  its generation, marketing 
and trading operations and interest rate contracts. 
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Future Capital Requirements 

LG&E’s construction program is designed to ensure that there will be adequate capacity and 
reliability to meet the electric needs of its service area and to comply with environmental 
regulations. These needs are continually being reassessed, and appropriate revisions are made, 
when necessary, in construction schedules. LG&E expects its capital expenditures for the three- 
year period ending December 3 1, 2012, to total approxilnately $820 tnillion, consisting prirnarily 
of the following: 

($ in millions) 
Construction of distribution assets 
Construction of generation assets 
Redevelopment of Ohio Fa1 Is hydroelectric facility 
Information technology projects 
Other prqjects 
Construction of TC2 

$ 350 
340 
60 
3 5 
30 

5 
$ 820 

Future capital reqnirements may be affected in varying degrees by factors such as electric energy 
demand load growth, changes in construction expenditure levels, rate actions by regulatory 
agencies, new legislation, changes in commodity prices and labor rates, changes in 
environmental regulations and other regulatory requirements. Credit market conditions can affect 
aspects of the availability, terms or methods in which the Company funds its capital 
requireinents. LG&E anticipates funding future capital requirements through operating cash 
flow, debt and/or infusions o f  capital fiom its parent. 
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Controls and Procedures 

Management is responsible for establishing and maintaining adequate internal control over 
financial reporting. Iriternal control over financial reporting is a process designed to provide 
reasonable assurance regarding the reliability of financial reporting and the preparation of 
financial statements for external purposes in accordance with generally accepted accounting 
principles. A coinpany’s internal control over finaricial reporting includes those policies and 
procedures that pertain to the maintenance of records that, in reasonable detail, accurately and 
fairly reflect the transactions and dispositions of the assets of the company; provide reasonable 
assurance that transactions are recorded as necessary to permit preparation of financial 
statements in accordance with generally accepted accounting principles and receipts and 
expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and provide reasonable assnrance regarding 
prevention or timely detection of ~iiiautliorized acquisition, use, or disposition of the company’s 
assets that could have a inaterial effect on the condensed financial statements. 

Because of its inherent limitations, internal control over finaiicial reporting may riot prevent or 
detect misstatements. Also, projections of any evaluation of effectiveness to future periods are 
sub-ject to the risk that controls may become inadequate because of changes in conditions, or that 
the degree of coinpliance with the policies or procednres may deteriorate. 

L,G&E is not subject to the internal control and other requireinents of the Sarbanes-Oxley Act of 
2002 and associated rules (the “Act”) and conseq~iently is not required to evaluate the 
effectiveness of the Company’s internal control over financial reporting pursuant to Section 404 
of the Act. However, ~nanagement has assessed the effectiveness of the Company’s internal 
control over financial reporting as ofDecember 31, 2009, using the criteria set forth by the 
Coininittee of Sponsoring Organizations of the Treadway Commission in Internal Contid - 
Integrated Franzewor-k. Management has concluded that, as of December 3 1, 2009, the 
Coinpany’s internal control over financial reporting was effective based on those criteria. There 
have been no changes in the Company’s internal control over financial reporting that occurred 
during the six months ended June 30, 2010, that has inaterially affected or is reasonably likely to 
materially affect the Company’s internal control over financial reporting. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 1, 
2009, was audited by PricewaterhouseCoopers LLP, an indepeiident accounting firm, as stated in 
its report which is included in the 2009 LG&E Annual Report. 
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Legal Proceedings 

For a description of the significant legal proceedings, including, but not limited to, certain rates 
and regulatory, environmental, climate change and litigation matters, involving LG&E, reference 
is made to the inforination under the following captions of the Company’s Annual Report for the 
year ended December 3 1,2009: Business, Risk Factors, Legal Proceedings, Management’s 
Discussioii and Analysis, Financial Statements and Notes to Financial Statements. Reference is 
also made to the matters described in Notes 2, 7, and 10 of this quarterly report. Except as 
described in this quarterly report, to date, the proceedings reported in the Company’s Annual 
Report for the year ended December 31,2009 have not inaterially changed. 

Other 

I n  the normal course of business, other lawsuits, claims, environmental actions and other 
governmental proceedings arise against LG&E. To the extent that damages are assessed in any of 
these lawsuits, the Company believes that its insurance coverage is adequate. blanageinent, after 
consultation with legal counsel, does not anticipate that liabilities arising out of other currently 
pending or threatened lawsuits and claims will have a material adverse effect on the Company’s 
financial position or resiilts of operations. 
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Report of Independent Accountants 

PricewaterhouseCoopers LLP 
500 West Main Street 
Suite 1800 
Louisville KY 40202-4264 
Telephone (502) 589 6100 
Facsimile (502) 585 7875 

To Shareholder of Louisville Gas and Electric Company: 

We have reviewed the accompanying condensed balance sheet of Louisville Gas and Electric 
Company as of September 30,2010, and the related condensed statements of income and 
comprehensive income, and of retained earnings for the three-month and nine-month periods ended 
September 30, 201 0 and 2009 and the condensed statement of cash flows for the nine-month periods 
ended September 30, 2010 and 2009. This condensed interim financial information is the 
responsibility of the Company's management. 

We conducted our review in accordance with standards established by the American Institute of 
Certified Public Accountants. A review of interim financial information consists principally of applying 
analytical procedures and making inquiries of persons responsible for financial and accounting 
matters, It is substantially less in scope than an audit conducted in accordance with auditing standards 
generally accepted in the United States of America, the objective of which is the expression of an 
opinion regarding the financial information taken as  a whole. Accordingly, we do not express such an 
opinion. 

Based on our review, we are not aware of any material modifications that should be made to the 
accompanying condensed interim financial information for it to be in conformity with accounting 
principles generally accepted in the United States of America. 

We have previously audited, in accordance with auditing standards generally accepted in the United 
States of America, the balance sheet of Louisville Gas and Electric Company as of December 31, 
2009, and t h e  related statements of income and comprehensive income, retained earnings, and of 
cash flows for the year then ended (not presented herein), and in our report dated March 19,2010, we 
expressed an unqualified opinion on those financial statements. In our opinion, the information set 
forth in the accompanying condensed balance sheet information as of December 31, 2009, is fairly 
stated in all material respects in relation to t h e  balance sheet from which it has been derived. 

P,&.4#F 
October 29, 201 0 
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ouisville Gas and Electric Company 
Condensed Statements of Income 

(Unaudited) 
(Millions of $) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 2009 __ 2010 2009 
Operating revenues: 

E,lectric (Note 11) ........................................................ 
Gas ............................................................................... 

Total operating revenues ........................................ 

Operating expenses: 
Fuel for electric generation ......................................... 
Power purchased (Note I 1 )  ......................................... 
Gas supply expenses .................................................... 
Other operation and maintenance expenses ................ 
Depreciation, accretion and amortization .................... 

Total operating expenses ........................................ 

Operating iiicoine ................................................... 

Derivative gain (loss) (Note 4) ......................................... 
Interest expense (Notes 4 and 8) ...................................... 
Interest expense to affiliated companies (Notes 8 and 11)  
Other iiicorne (expense) -net ........................................... 

Income before income taxes ............................................. 

Income tax expense (Note 7) ............................................ 

Net income ....................................................................... 

$ 297 $ 248 $ 776 71 1 
30 28 196 270 

327 276 972 98 1 

104 83 277 2.57 
12 10 41 43 
10 10 103 189 
89 4 4  263 2s 1 
3.5 35 104 102 

250 I 82 788 842 

77 9 4  184 1.39 

29 (4) 18 12 
5 5 14 13 
6 6 20 20 

- ( 1 )  (1) 

9s 79 167 1 1 7 

- 

35 2 9  60 41 

$ 60 $ so $ 107 $ 76 

The accompanying notes are an integral part of these condensed financial statements. 
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L,ouisville Gas and Electric Company 
Condensed Statements of Comprehensive lncoine 

(IJnaudited) 
(Millions of $) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2009 2010 2009 

Net incolne ................................................................. $ 60 $ so $ 107 $ 76 

G a i n  (loss) on derivative instriiinents and hedging 
activities - net of tax (expense) benefit of $(8), $1, 

10 2 $(7) and $(I), respectively (Note 4) ......................... 13 (2) -- 
.............................................. 48 $ 117 $ 78 comprehensive income $ 73 s____ ,-> 

Condensed Statements of Retained Earnings 
(Unaudited) 

(Millions of $) 

Three Months Ended Nine Months Ended 
September 30, September 30, 
-- 2010 2009 2010 2009 

Balance at beginning of period ................................... $ 772 $ 686 $ 75s $ 740 
107 76 

832 73 6 862 816 

50 - ~ _ _ _  Net income ................................................................. GO 

............................. - (55) (80) Cash. dividends declared (Note 11) (25) 

Balance at end of period ...................... .................... ... $ 807 $ 736 $ 807 $ 736 

T h e  accompanying notes are an integral part of these condensed financial statements. 
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Louisville Gas and Electric Company 
Condensed Balance Sheets 

(Unaudited) 
(Millions of $) 

Assets 
Current assets : 

Cash and cash equivalents ..................................................................... 

Customer - less reserves of $2 in 2010 arid $1 in  2009 ................... 
Affil jated companies ........................................................................ 
Other - less reserves of $1 in 20 10 and $1 in 2009 ......................... 

Fuel (predominantly coal) ................................................................ 

Regulatory assets (Note 2) .................................................................... 
Prepayments and other current assets .................................................... 

Accounts receivable - net: 

Materials arid supplies: 

Gas stored underground ................................................................... 
Other materials and supplies ............................................................ 

Total current assets ..................................................................... 

Property. plant and equipment: 
Regulated utility plant . electric and gas .............................................. 
AccumLllated depreciation ..................................................................... 

Net regulated utility plant ........................................................... 

Construction work in progress ............................................................. 

Property, plant and equipment - net ........................................... 

Collateral deposit (Notes 4 and 5) ......................................................... 

Pension and postretirement benefits ................................................. 
Other regulatory assets ..................................................................... 

Deferred debits and other assets: 

Regulatory assets (Note 2): 

Other assets ........................................................................................... 

Total deferred debits and other assets ......................................... 

Total assets .................................................................................. 

September 30. 
2010 

$ 4 

121 
17 
10 

66 
61 
34 
21 
14 

348 

4. 333 
(1.  757) 

2. 576 

312 

2. 888 

21 

204 
175 

5 

402 

$ 3. 641 

December 3 1. 
2009 

$ 5 

131 
53 
12 

61 
56 
33 
14 
18 

383 

4. 200 
(1. 708) 

2. 492 

342 

2. 834 

17 

204 
125 

5 

351 

$ 3. 568 

The accompanying notes are an integral part of these condensed financial statements . 
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Louisville Gas and Electric Company 
Condensed Balance Sheets (continued) 

(Unaudited) 
(Millions of $) 

September 30. 
2010 

Liabilities and Equity 
Current liabilities: 

Current portion of long-term debt (Notes S and 8) ............................... 
Notes payable to affiliated company (Notes 8 and 11) ......................... 

Accounts payable to affiliated companies (Note 11) ............................ 
Customer deposits ................................................................................. 2s 

$ 120 
122 

Accounts payable .................................................................................. 82 
39 

13 
52 

Total current liabilities ................................................................ 453 

Regitlatory liabilities (Note 2) ............................................................... 
Otlier current 1 iabi I iti es .......................................................................... 

L.oi ig.term debt: 
Long-term debt (Notes 5 and 8) ............................................................ 
Long-term debt to affiliated company (Notes 5 ,  8 and 11) ................... 

29 I 
485 

Total long-term debt ................................................................... 776 

Deferred credits and other liabilities: 
Deferred income taxes ........................................................................... 

Investn?ent tax credits (Note 7) ............................................................. 

Regulatory liabilities (Note 2): 

Accumulated provision for pensions and related benefits (Note 6) ...... 

Asset retirement obligations (Note 3 )  ................................................... 

Accumulated cost of removal of utility plant ................................... 
Other regitlatory liabilities ............................................................... 

Derivative liabilities (Notes 4 and 5) .................................................... 
Other liabilities ...................................................................................... 

416 
193 
46 
62 

270 
39 
so 
21 

Total deferred credits and other liabilities .................................. 1. 097 

Common equity: 
Corninon stock. without par value . 

Authorized 75.000. 000 shares. outstanding 21.294. 223 shares ....... 
Additional paid-in capital ...................................................................... 84 
Accumulated other comprehensive loss ................................................ 

Total common equity .................................................................. 

424 

Retained earnings .................................................................................. 807 

1. 315 

Total liabilities and equity .......................................................... $ 3. 641 

December 3 1. 
2009 

$ 120 
170 
97 
28 
22 
38 
58 

533 

291 
485 . 

776 

373 
198 
48 
31 

256 
47 
28 
25 

1. 006 

424 
84 

755 

1. 253 

$ 3. 568 

(10) 

The accompanying notes  are an integral part of these condensed financial statements . 
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Louisville Gas and Electric Company 
Condensed Statements of Cash Flows 

(Unaudited) 
(Millions of $) 

Cash flows from operating activities: 
Net income ............................................................................................ 
Adjustments to reconcile net income to net cash provided by 

operating activities: 
Depreciation, accretion and amortization ........................................ 
Deferred income taxes - net ............................................................. 
Investment tax credits (Note 7) ........................................................ 
Provision for pension and postretirement benefits ........................... 
tJnrealized (gain) loss on derivatives (Note 4) ................................ 
Regulatory asset for unrealiz. etl gain on interest rate swaps 

(Note 2) .......................................................................................... 
Other ................................................................................................ 

Accounts receivable ......................................................................... 
Materials and supplies ...................................................................... 
Regulatory assets and liabilities ....................................................... 
Accoi.ints payable ............................................................................. 
Accounts payable to affiliated companies ........................................ 
Other current assets and liabilities ................................................... 

Pension and postretirement funding (Note 6) ........................................ 
Other regulatory assets and liabil-ities ................................................... 

Net cash provided by operating activities ................................... 

Construction expenditures ..................................................................... 
Proceeds from sale of assets to affiliate ................................................ 
Cliange in non-hedging derivatives (Note 4) ........................................ 

Net cash used in investing activities ........................................... 

Borrowings from affiliated company (Note 8) ...................................... 
Repayments on borrowings from affiliated company (Note 8) ............. 
Payment of dividends (Note 1 1) ............................................................ 

Net cash used in financing activities ........................................... 

Change in cash and cash equivalents .......................................... 

Cash and cash equivalents at end of period ................................................ 

Changes in current assets and liabilities: 

Other - net ............................................................................................. 

Cash flows from investing activities: 

Cash flows from financing activities: 

Cash and cash equivalents at begiiiniiig of period ...................................... 

For the Nine Montlis Ended 
September 30. 

$ 4 . 

‘The accompanying notes are an integral part of these condensed financial statements . 
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Louisville Gas and Electric Company 
Notes to Condensed Financial Statements 

(LJnaud i ted) 

Note  1 - General 

LG&E’s common stock is wholly-owned by EON L J S ,  an indirect wholly-owned subsidiary of E.ON. 
I n  the opinion of management, the unaudited condensed financial statements include all adjustments, 
consisting only of norinal recurring ad.justments, necessary for fair statements of income, comprehensive 
income, and retained earnings, balance sheets, and statements of cash flows for the periods indicated. 
Certain information and footnote disclosures norinally included in financial statements prepared in 
accordance with generally accepted accounting principles have been condensed or omitted. These 
unaudited condensed financial statements and notes should be read i n  conjunction with the Company’s 
Financial Statements and Additional Information (“Annual Report”) for the year ended December 3 1 ,  
2009, including the audited financial statements and notes therein. 

The  December 3 1, 2009, condensed balance sheet inchided herein is derived from the December 3 1 , 
2009, audited balance sheet. Amounts reported in the condensed statements of income are not 
necessarily indicative of amounts expected for the respective annual periods due to the effects of 
seasonal temperature variations on energy consumption, regulatory rulings, the timing of maintenance 
o n  electric generating units, changes i n  mark-to-market valuations, changing commodity prices and 
other factors. 

Certain reclassification entries have been made to the previous year’s financial statements to conform to 
the 2010 presentation with no impact on capitalization or previously reported net income. However, total 
assets and liabilities both increased by $1 million, cash flows provided by operating activities decreased 
b y  $6 million and cash flows used in investing activities decreased by $6 million. 

PPL Acquisition 

On April 28, 201 0, EON U S .  announced that a Purchase and Sale Agreement (the “Agreement”) had 
been entered into among E.ON US Investments, PPL and E.ON. 

T h e  Agreement provides for the sale of E.ON U.S. to PPL. Pursuant to the Agreement, at closing, PPL 
will acquire all of the outstanding limited liability company interests of E.ON 1J.S. for cash 
consideration of $2.6 billion. In addition, pursuant to the Agreement, PPL, agreed to assume $764 
inillion of pollution control bonds and medium term notes and to repay indebtedness owed by E.ON 
1J.S. and its subsidiaries to E.ON US Investments and its affiliates. Such affiliate indebtedness is 
currently estimated to be $4.2 billion. The aggregate consideration payable by PPL on closing is 
currently estimated to be $7.6 billion (including the assumed indebtedness), subject to  contractually 
agreed adjustments. 

The  transaction is subject to customary closing conditions, including the expiration or  termination of the 
applicable waiting period under the Hart-Scott-Rodino Act, receipt of required regulatory approvals 
(including state regulators in Kentucky, Virginia and Tennessee, and the FERC) and the absence of 
injunctions or restraints imposed by governmental entities. As of October 26, 2010, all of the required 
regulatory approvals were received, and the transaction is expected to close on November 1,2010. 
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Change of control and financing-related applications were filed on May 28, 2010, with the Kentucky 
Commission and on June 1.5, 2010, with the Virginia Commission and the Tennessee Regulatory 
Authority. A n  appiication with the FERC was filed on June 28,2010. During the second quarter of 
2010, a number of parties were granted intervenor status in the Kentucky Cominission proceedings, and 
data request filings and responses occurred. Early termination of the Hart-Scott-Rodino waiting period 
was received on August 2, 201 0. 

A hearing in the Kentucky Commission proceedings was held on September 8, 2010, at which time a 
unanimous settlement agreement was presented. In the settlement, LG&E and KIJ commit that no base 
rate increases would take effect before January 1 , 20 13. The LG&E and KU rate increases that took 
effect on August 1, 201 0, were not impacted by the settlement. Under the t e rm of the settlement, the 
Companies retain the right to seek approval for the deferral of “extraordinary and u~icontrollable costs.’’ 
Interim rate adjustments will continue to be permissible during that period for existing fuel, 
environmental and demand-side management cost trackers. The agreement also substitutes an 
acquisition savings shared deferral mechanism for the requirement that the Companies file a synergies 
plan with the  Kentucky Commission. This mechanis~n, which will be in place until the earlier of five 
years or the first day of the year in which a base rate increase becomes effective, permits the Companies 
to earn up t o  a 10.75 percent return on equity. Any earnings above a 10.7.5 percent return on equity will 
be shared with customers on a 50%/50% basis. On September 30, 2010, the Kentucky Coinmission 
issued an Order approving the transfer of ownership o f  LG&E and KIJ via the acquisition of E.ON U.S. 
by PPL, incorporating the terms of the submitted settlement. On October 19,201 0 and October 2 1 ,  
2010, respectively, Orders approving the acquisition of E.ON U.S. by PPL, were received from the 
Virginia Coinniission and the Tennessee Regulatory Authority. The Commissions’ Orders contained a 
number of other commitments with regard to operations, workforce, community involveinent and other 
matters. 

In mid-September 2010, LG&E and KI-J and other applicants in the FERC change of control proceeding 
reached an agreement with the protesters, whereby such protests have been withdrawn. The agreement, 
which has subsequently been filed for consideration with the FERC, includes various conditional 
com~nitments, such as a continuation of certain existing undertakings with protesters in prior cases, an 
agreement not to terminate certain KU inunicipal customer contracts prior to January 201 7, an exclusion 
of any transaction-related costs from wholesale energy and tariff customer rates to the extent that the 
Company has agreed to not seek the same transaction-related cost fi-om retail customers and agreements 
to coordinate with protesters in certain open or ongoing matters. A FERC Order approving the 
transaction was received on October 26, 2010. 

On September 30,201 0, LG&E received Kentucky Commission approval to complete certain 
refinancing transactions in  connection with the anticipated PPL acquisition and other business factors. 
Based on credit and financial iriarlcet conditions, LG&E anticipates issuing up to $535 million in first 
mortgage bonds, the proceeds of which will substantially be used to refund existing long-term 
intercompany debt. On October 22, 201 0, as required by existing covenants, in connection with the 
anticipated issuance of any such secured debt, LG&E completed collateralization of certain outstanding 
pollution control bond debt series which were formerly unsecured. Pursuant to such collateralization, 
approximately $574 million in existing pollution control debt (including $1 63 million of reacquired 
bonds) became collateralized debt, supported by a first mortgage lien. L,G&E also anticipates replacing 
its $125 million bilateral lines of credit with unaffiliated institutions by entering into a multi-year 
revolving credit facility with several financial institutions in an aggregate amount not to exceed $400 
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million. LG&E may complete these transactions, in whole or in part, during late 2010 and early 201 1. 
See Note 8, Short-Term and Long-Term Debt, for further information regarding the refinancing, 
remarketing or conversion of existing pollittion control debt. 

Recent account in^ Pronouncements 

Fair Value Mensarrenzents 

111 Jaiiuary 201 0, the FASB issued guidance related to fair value measurement disclosures requiring 
separate disclosure of amounts of significant transfers in arid out of level 1 and level 2 fair value 
measurements and separate information about purchases, sales, issuances and settlements within level 3 
measurements. This guidance is effective for the interim and annual reporting periods beginning after 
December IS, 2009, except for the disclosures about the roll-forward of activity in level 3 fair value 
measurements. Those disclosures are effective for fiscal years beginning after December 1.5, 201 0, and 
for interim periods within those fiscal years. This guidance has no  impact 011 the Company’s results of 
operations, financial position, liquidity or disclosures. 

Note 2 -Rates and Regulatory Matters 

LG&E’s base rates are calculated based on a return 011 capitalization (common equity, long-term debt 
and notes payable) including certain regulatory adjustments to exclude non-regulated investments and 
environmental compliance plans recovered separately through the ECR mechanism. Currently, none of 
the regulatory assets or regulatory liabilities are excluded from the return on capitalization utilized in the 
calculation of base rates; therefore, a return is earned on all regulatory assets. 

For a description of each line item of regulatory assets and liabilities arid for descriptions of certain 
matters which may not have undergone material changes relating to the period covered by this quarterly 
report, reference is made to Note 2, Rates and Regulatory Matters, of LG&E’s Annual Report for the 
year ended December 3 1,2009. 

201 0 Electric and Gas Rate Cases 

In January 20 I O ,  LG&E filed an application with the Kentucky Commission requesting an increase in 
electric base rates of approximately 12%, or $95 million annually, and its gas base rates of 
approximately 8%, or $23 inillion annually, including an 11 .S% return on equity for electric and gas. 
LG&E requested the increase, based on the twelve month test year ended October 3 I ,  2009, to become 
effective on and after March 1, 2010. The requested rates were suspended until August 1,2010. A 
number of intervenors entered the rate case, including the AG, certain representatives of industrial and 
low-income groups arid other third parties, and sitbinitted filings challenging the Company’s requested 
rate increases, in whole or in part. A hearing was held on June 8, 2010. LG&E and all ofthe intervenors, 
except for the AG, agreed to a stipulation providing for an increase in electric base rates of $74 million 
annually and gas base rates of $17 million annually and filed a request with the Kentucky Commission 
to approve such settlement. An Order in the proceeding was issued in July 2010, approving all the 
provisions in the stipulation. The new rates became effective on August 1,20 10. 
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Regulatory Assets and Liabilities 

The following regulatory assets and liabilities were included in LG&E’s balance sheets as of: 

(in inillions) 
Current regulatory assets: 

Storm restoration (a) 
GSC (b) 
FAC (c) 
ECR (c) 
MISO exit (a) 
Other (4 

Total current regulatory assets 

Non-current regulatory assets: 
Peiision and postretirement benefits (e) 

Other non-current regulatory assets: 
Storm restoration (a) 
Mark-to-market impact of interest rate swaps (f) 

[Jnamortized loss on bonds (a) 
Swap termination (a) 
MISO exit (a) 
Other (d) 

ARO (8) 

Subtotal other non-current regulatory assets 
Total non-current regulatory assets 

Current regulatory liabilities: 
GSC 
DSM 

Total current regulatory liabilities 

Non-current regulatory liabilities: 
Accumulated cost of removal of utility plant 

Other non-current regulatory liabilities: 
Deferred income taxes - net 
MISO exit 
Other (h) 

Subtotal other non-current regulatory liabilities 
Total non-current regulatory liabilities 

September 30, 
I_ 2010 

$ 7 
4 
4 
3 
1 
2 

$ 21 
=___==i/ 

$ 204 

59 
50 
33 
21 

9 
1 
2 

175 
$ 379 

$ 8 
5 

$ 13 

$ 270 

36 

39 
$ 3 09 

December 3 1, 
2009 

3 
$ 14 

$ 204 

67 

30 
22 

4 

- 

- 
? L 

125 
$ 329 _ .  

$ 34 
4 

$ 38 -~ 

$ 256 

41 
3 
3 

47 
$ 303 

(a) These regulatory assets are recovered through base rates. 
(b) The GSC and gas perforrnance-based ratemaking regulatory assets have separate 

recovery mechanisms with recovery within eighteen months. 
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(c) The FAC and ECR regulatory assets have separate recovery mechanisms with recovery 

(d) Other regulatory assets: 
within twelve months. 

e A return was earned on the balance of Mill Creek Ash Pond costs included in other 
current regulatory assets at December 31, 2009, as well as recovery of these costs. 
There is no reinaining balance as of September 30, 2010. 

e Other current and non-current regulatory assets, including the CMRG and KCCS 
contributions, an EKPC FERC transmission settlement agreement and rate case 
expenses, are recovered through base rates. 

recovered through base rates. 
.The current portion ofthe swap termination and unamortized loss on bonds is 

LG&E generally recovers this asset through pension expense included in the calculation 
of base rates. 
Beginning in the third quarter of 2010, based on an Order from the Kentucky 
Commission in the 2010 rate case whereby the cost o fa  terminated rate swap was 
allowed to be recovered in base rates, the marl~-to-niarket impact of the effective and 
ineffective interest rate swaps is considered probable of recovery through rates and 
therefore included in regulatory assets. No return is currently earned on this regulatory 
asset. See Note 4, Derivative Financial Instruments, for further discussion. 

(8) When an asset with an ARO is retired, the related ARO regulatory asset will be offset 

(11) Includes ARO liabilities, which are established from the removal costs accrued through 
against the associated ARO regulatory liability, ARO asset and ARO liability. 

depreciation under regulatory accounting for assets associated with AROs. 

Sto rni Restoration 

In January 2009, a significant ice storm passed through LG&E’s service territory causing approximately 
205,000 customer outages and was followed cIosely by a severe wind storm in February 2009, which 
caused approximately 37,000 customer outages. LG&E incurred $44 million i n  incremental operation 
and maintenance expenses and $1 0 million in capital expenditures related to the restoration following 
the two storms. The Company filed an application with the Kentucky Cornmission in April 2009, 
requesting approval to establish a regulatory asset and defer for fiiture recovery approximately $45 
million in incremental operation and maintenance expenses related to the storm restoration. In 
September 2009, the Kentucky Commission issued an Order allowing the Company to establish a 
regulatory asset of up to $45 million based on its actual costs for storm damages and service restoration 
due to the January and February 2009 storms. In September 2009, the Company established a regulatory 
asset of $44 million for actual costs incurred. The Company received approval in its 2010 base rate cases 
to recover this asset over a ten year period beginning August 1 , 201 0. 

In September 2008, high winds from the remnants of Hurricane Ike passed through the service territory 
causing significant outages and system damage. In October 2008, L,G&E filed an application with the 
Kentucky Coinmission requesting approval to establish a regulatory asset and defer for future recovery 
approximately $24 inillion of expenses related to the storin restoration. In December 2008, the 
Kentucky Coinmission issued an Order allowing the Company to establish a regulatory asset of up to 
$24 million based on its actual costs for storm damages and service restoration due to Hurricane Ike. In 
December 2008, the Company established a regulatory asset of $24 million for actual costs incurred. 
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The Company received approval in its 2010 electric base rate case to recover this asset over a ten year 
period beginning August 1 , 201 0. 

In December 2009, LG&E filed with the Kentucky Commission an application to extend and niodifl its 
existing gas cost PBR. The current PBR was set to expire at the end of October 2010. In April 201 0, the 
Kentucky Commission issued an Order approving a five year extension and the requested minor 
niodifications to the PBR effective November 2010. 

FAC 

In August 2010, the Kentucky Commission initiated a six-month review of L,G&E’s FAC mechanism 
for the expense period ended April 201 0. An order is expected by the end of the year. 

In January 201 0, the Kentucky Commission initiated a six-month review of LG&E’s FAC mechanisni 
for the expense period ended August 2009. In May 20 10, an Order was issued approving the charges and 
credits billed through the FAC during the review period. 

ECR 

In J ~ l y  201 0, the Kentucky Commission initiated a six-month review of LG&E’s environmental 
surcharge for the billing period ending April 201 0. An order is expected in the fourth quarter of 201 0. 

In January 201 0, the Kentucky Commission initiated a six-month review of LG&E’s environmental 
surcharge for the billing period ending October 2009. In May 201 0, an Order was issued approving the 
amounts billed through the ECR during the six-month period and the rate of return on capital and 
allowing recovery of the under-recovery position in subsequent monthly filings. 

In June 2009, the Company filed an application for a new ECR plan with the Kentucky Commission 
seeking approval to recover investments in environmental upgrades and operations and maintenance 
costs at the Company’s generating facilities. During 2009, LG&E reached a unanimous settlement with 
all parties to the case, and the Kentucky Commission issued an Order approving L,G&E’s application. 
Recovery on customer bills through the monthly ECR surcharge for these projects began with the 
February 2010 billing cycle. 

In August 2010, the FERC issued three Orders accepting most facets of several MISO Revenue 
Sufficiency Guarantee (“RSG”) compliance filings. The FERC ordered the MISO to issue refunds for 
RSG charges that were imposed by the MISO on the assumption that there were rate mismatches for the 
period beginning November 5,2007 through the present. There is no financial statement impact to the 
Company fi-om this Order, as the MISO had anticipated that the FERC would require these refLinds and 
had preemptively inclitded them in the resettlements paid in 2009. The FERC denied MISO’s proposal 
to exempt certain resources from RSG charges, effective prospectively. The FERC accepted portions 
and rejected portions of the MISO’s proposed RSG rate Redesign Proposal, which will be effective 
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when the software is ready for implementation subject to further compliance filings. The impact of the 
Redesign Proposal on the Company canriot be estimated at this tirne. 

Interest Rate S~vaps 

Interest rate swaps are accounted for on a fair value basis in accordance with the derivatives and hedging 
topic ofthe FASB ASC. Beginning in the third quarter of2010, the  unrealized gains and losses ofthe 
effective and ineffective interest rate swaps are included in a regulatory asset based on an Order from 
the Kentucky Coinmission in the 20 10 rate case whereby the cost of a terminated swap was allowed to 
be recovered in base rates. Previously, interest rate swaps designated as effective cash flow hedges had 
resulting gains and losses recorded within OCI and coininon equity. The ineffective portion of interest 
rate swaps designated a s  cash flow hedges was previously recorded to earnings monthly, as was the 
entire change in the market value of the ineffective swaps. LG&E is able to recover the unrealized gains 
and losses on the interest rate swaps under its existing rate recovery structure as the interest expense on 
the swaps is realized. 

Other Regulatorv Matters 

TC2 Deprecialion 

In August 2009, the Companies jointly filed an application with the Kentucky Commission to approve 
new common depreciation rates for applicable jointly-owned TC2-related generating, pollution control 
and other plant equipment and assets. During December 2009, the Kentucky Coinmission extended the 
data discovery process through January 201 0, and authorized the Companies on an interim basis to begin 
using the depreciation rates for TC2 as proposed in the application. In March 2010, the Kentucky 
Commission issued a final Order approving the use of the proposed depreciation rates on a permanent 
basis. 

TC2 Transmission Matters 

LG&E’s and KU’s CCN for a transinission line associated with the TC2 construction has been 
challenged by certain property owners in Hardin County, Kentucky. In August 2006, the Companies 
obtained a successful dismissal of the challenge at the Franklin County Circuit Court, which was 
reversed by the Kentucky Court of Appeals in December 2007. In April 2009, the Kentucky Supreme 
Court granted LG&E’s and I<l.J’s motion for discretionary review of the Court of Appeals’ decision. In 
August 201 0, the Kentucky Supreme Court issued an Order reversing the decision of the Kentucky 
Court of Appeals and reinstating the Franklin County Circuit Court’s dismissal of the property owners’ 
challenge to LG&E’s a n d  IW’s CCN. 

During 2008, LG&E,’s affiliate, KIJ, obtained various successfbl rulings at the Hardin County Circuit 
Court confirming its condemnation rights. In August 2008, several landowners appealed such rulings to 
the Keiitucky Court of Appeals. In May 2010, the Kentucky Court of Appeals issued an Order affirming 
the Hardin Circuit Court’s finding that I W  had the right to condemn easements on the properties. In 
May 201 0, the landowners filed a petition for reconsideration with the Court of Appeals. In July 201 0, 
the Court of Appeals denied that petition. In August 2010, the landowners filed for discretionary review 
of that denial by the Kentucky Supreme Court. 

13 



In a separate proceeding, certain Hardin County landowners filed an action in federal district court in 
Louisville, Kentucky against the 1J.S. Army challenging the same transmission line claiming that certain 
Fort I<nox-related sections of the line failed to comply with certain National Historic Preservation Act 
procednral requirements. 111 October 2009, the federal coi.irt granted the defendants' motion for sumrnary 
judgment and dismissed the plaintiffs' claims. During November 2009, the petitioners filed submissions 
for review of the decision with the  6'" Circuit Court of Appeals. In May 20 10, the appellate court issued 
an order approving the plaintiffs' voluntary withdrawal of their appeals. 

Consistent with the regulatory authorizations and relevant legal proceedings, the Companies have 
completed construction activities on temporary or permanent transmission line segments. During the 
second quarter of 20 10, the Companies placed into operation an appropriate combination of perinanent 
and temporary sections of the transinission line. While the Companies are not currently able to predict 
the ultirnate outcome and possible financial effects of  the remaining legal proceedings, the Companies 
do not believe the matter involves relevant or continuing risks to operations. 

Mandatory Reliability Standar-ds 

As a result of the EPAct 2005, certain formerly voluntary reliability standards became mandatory in 
June 2007, and authority was delegated to various Regional Reliability Organizations ("RROs") by the 
North Alnerican Electric Reliability Corporation ("NERC"), which was authorized by the FERC to 
enforce compliance with such standards, including promulgating new standards. Failure to comply with 
mandatory reliability standards can subject a registered entity to sanctions, including potential fines of 
up to $1 inillion per day, as well as non-monetary penalties, depending on the circumstances of the 
violation. The Companies are members of SERC, which acts as LG&E's and KU's RRO. During 
December 2009, SERC and the Companies agreed to settlements involving penalties totaling less than 
$1 million for each utility related to their self-reports during June and October 2008, concerning possible 
violations of standards. During December 2009 and April, July and August 2010, the Companies 
submitted ten self-reports relating to various standards, which self-reports remain in the early stages of 
RRO review, and therefore, the Companies are unable to estimate the outcome of these matters. 
Mandatory reliability standard settlements commonly also include non-penalty elements, including 
compliance steps and mitigation plans. Settlements with SERC proceed to  NERC and FERC review 
before becoming final. While the Companies believe they are i n  compliance with the mandatory 
reliability standards, events of  potential non-compliance may be identified from the-to-time. The 
Companies cannot predict such potential violations or the outcome of the self-reports described above. 

Gas Ciisconzer Choice Study 

In April 201 0, the Kentucky Cominission co~nmenced a proceeding to investigate natural gas retail 
competition programs; their regulatory, financial and operational aspects and potential benefits, if any, 
of such programs to Kentucky consumers. A number of entities, including LG&E, are parties to the 
proceeding. Data discovery, inclusive of a public hearing to be held by the Kentucky Cominission, 
continued through October 201 0. An order in this proceeding is anticipated by year end. 
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N o t e  3 - Asset Retirement Qbligation 

A summary o f  LG&E’s net ARO assets, ARO liabilities and regulatory assets established under the asset 
retirement and environmental obligations guidance of the FASB ASC, follows: 

(in millions) 

As of December 3 J ,2009 
ARO accretion 
ARO revaluation 
Reinoval cost incurred 

As of September 30,2010 

ARO Net ARO Regulatory 
Assets Liabilities Assets 

As of September 30, 201 0, the Company performed a revaluation of its AROs as a result of recently 
proposed environmental legislation arid improved ability to forecast asset retirement costs due to recent 
construction and retirement activity. 

Pursuant to regulatory treatment prescribed under the regulated operations guidance of the FASB ASC, 
a n  offsetting regulatory credit was recorded in depreciation and amortization in the income statement of 
$2 million for the nine months ended September 30,2010, for the ARO accretion and depreciation 
expense. L,G&E’s AROs are priinarily related to the final retirernent of assets associated with generating 
units and natural gas wells. 

LG&E transmission and distribution lines largely operate under perpetual property easement agreements 
which do not generally require restoration on removal of the property. Therefore, under the asset 
retirement and environmental obligations guidance of the FASB ASC, no material asset retirement 
obligations are recorded for transmission and distribution assets. 

Note 4 -Derivative Financial Instruments 

L,G&E is subject to interest rate and commodity price risk related to on-going business operations. It 
currently manages these risks using derivative instruments, including swaps and forward contracts. The 
Company’s policies allow for the interest rate risk to be managed through the use of fixed rate debt, 
floating rate debt and interest rate swaps. At September 30, 2010, a 100 basis point change in the 
benchmark rate oil LG&E’s variable rate debt, not effectively hedged by an interest rate swap, would 
impact pre-tax interest expense by $2 million annually. 

T h e  Coinpany does not net collateral against derivative instruments. 

Interest Rate Swaps 

LG&E uses over-the-counter interest rate swaps to limit exposure to market fluctuations in interest 
expense. Pursuant to Company policy, use of these derivative instruments is intended to mitigate risk, 
earnings and cash flow volatility and is not speculative in nature. 

1s 



L,G&E’s interest rate swap agreements range in maturity through 203.3, with aggregate notional amounts 
of $179 million as of September 30,2010 and December 31, 2009. Under these swap agreements, 
LG&E paid fixed rates averaging 4.52% and received variable rates based on LIBOR or the Securities 
Industry and Financial Markets Association’s municipal swap index averaging 0.22% and 0.20% at 
September 30 ,20  10 and December .3 1,2009, respectively. One swap hedging a portion of the 
Company’s $83 million Trinible County 2000 Series A bond has been designated as a cash flow hedge 
and continues to be highly effective. The three remaining interest rate swaps are ineffective. The 
unrealized gains and losses on the effective and ineffective interest rate swaps are included in a 
regulatory asset based on an Order from the Kentucky Commission in the 201 0 rate case, whereby the 
cost of a terminated swap was allowed to be recovered in base rates. 

The fair value of the interest rate swaps is determined by  a quote from the counterparty. This value is 
verified monthly by the Company using a model that calcrilates the present value of future payments 
iinder the swap utilizing current swap market rates obtained from another dealer active in the swap 
market and validated by market transactions. Market liquidity is considered, however, the valuation does 
not require an adiustinent for market liquidity as the market is very active for the type of swaps used by 
the Company. LG&E considered the impact of its own credit risk and that of counterparties by 
evaluating credit ratings and financial information. LG&E and all cotinterparties had strong investment 
grade ratings at September 30,2010. L,G&E did not have any credit exposure to the swap counterparties, 
as it was in a liability position at September 30, 201 0; therefore, the market valuation required no  
adjustment for counterparty credit risk. In addition, the Company and certain counterparties have agreed 
to post margin if the credit exposure exceeds certain thresholds. Cash collateral for interest rate swaps is 
classified as a long-term asset in the accompanying balance sheets. 

The tables below show the fair value and balance sheet location of interest rate swap derivatives: 

(in millions) 

- September 30,2010 

Derivative Designation Balance Sheet Location 

Hedging Long-term derivative liability 
Non-hedging Long-term derivative liability 

December 3 1.2009 

Derivative Designation Balance Sheet Location 

Hedging Long-term derivative liability 
Non-hedging L,ong-term derivative liability 

Fair Value 

$ 25 
25 

$ 50 

Fair Value 

$ 19 
9 

$ 28 

16 



Beginning in the third quarter of2010, the unrealized gains and losses of the effective and ineffective 
interest rate swaps are included in a regulatory asset, which offsets the hedging and non-hedging long- 
term derivative 1 iabi 1 it ies. 

The interest rate swaps are accounted for on a fair value basis in accordance with the derivatives and 
hedging topic of the FASB ASC. The tables below show the pre-tax amount and income statement 
location of derivative gains and losses for the change in the inark-to-market value of the ineffective 
interest rate swaps, realized losses and the change in the ineffective portion of the interest rate swaps 
deemed highly effective, inclLiding the impact of reclassifying these amounts to regulatory assets during 
the three months ended September 30,20 10: 

(in mi Ilions) Three Months Ended 
September 30, 

Gain (Loss) Recognized in Income Location 2010 2009 

Reclassification to regulatory assets of 
unrealized loss on  interest rate swaps Derivative gain (loss) $ 21 $ 

unrealized loss on  terminated swap Derivative gain (loss) 9 

Unrealized loss on ineffective swaps Derivative gain (loss) - (3)  

Realized loss on ineffective swaps Derivative gain (loss) (1) (1) 

Reclassification to regulatory assets of 

$ 29 

For the three months ended September 30,2009, LG&E recorded a pre-tax gain of less than $1 million 
in interest expense to  reflect the change in the ineffective portion of the interest rate swaps deemed 
highly effective. During the three months ended September 30, 20 10, the Company recorded a pre-tax 
gain of $2 I million and $9 million, respectively, to reflect the reclassification of the ineffective swaps 
and the terminated swap to a regulatory asset. 

(in millions) 

Gain (Loss) Recognized in Income 

Change in the ineffective portion 
deemed highly effective 

Reclassification to regulatory assets of  
unrealized loss on interest rate swaps 

Unrealized gain (loss) on ineffective 
swaps 

Reclassification to regulatory assets of 
unrealized loss on terminated swap 

Realized loss on ineffective swaps 

Location 

Interest expense 

Derivative gain (loss) 

Derivative gain (loss) 

Derivative gain (loss) 
Derivative gain (loss) 

Nine Months Ended 
September 30, 

2010 2009 

$ - $  1 

21 - 
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During the nine months ended September 30, 2010, the Company recorded a pre-tax gain of $21 million 
and $9 million, respectively, to reflect the reclassification of the ineffective swaps and the terminated 
swap to a regulatory asset. 

The gain on hedging interest rate swaps recognized in OC1 for the three and nine months ended 
September 30,2010, was $21 million and $17 inillion, respectively. For the three and nine months ended 
September 30, 2010, the gain on derivatives reclassified from accumulated OCI to regulatory assets was 
$23 million. 

Prior to including the unrealized gains and losses on the effective and ineffective interest rate swaps in 
regulatory assets, amounts previously recorded in accun~ulated OCI were reclassified into earnings in 
the same period during which the hedged forecasted transaction affected earnings. The amount 
amortized fi-om OCI to income in the three and nine months ended September 30,2010 and 2009, was 
less than $ 1  million, respectively. 

A decline of 100 basis points in the current market interest rates would reduce the fair value of LG&E’s 
interest rate swaps by approxiinately $3 1 million. 

Energy Trading and Risk Management Activities 

L,G&E conducts energy trading and risk inanagement activities to inaxiinize the value of power sales 
from physical assets it owns. Energy trading activities are principally forward financial transactions to 
manage price risk and are accounted for as non-hedging derivatives on a mark-to-market basis in 
accordance with the derivatives and hedging topic of the FASR ASC. 

Energy trading and risk inanagement contracts are valued using prices based on active trades fiom 
Intercontinental Exchange Inc. In the absence of a traded price, midpoints of the best bids and offers are 
the primary determinants of valuation. When sufficient trading activity is unavailable, other inputs 
include prices quoted by brokers o r  observable inputs other than quoted prices, such as one-sided bids or 
offers as of the balance sheet date. Quotes are verified quarterly using an independent pricing source of 
actual transactions. Quotes for combined off-peak and weekend timeframes are allocated between the 
two timeframes based on their historical proportional ratios to the integrated cost. No other adjustments 
are made to the forward prices. No changes to valuation techniques for energy trading and risk 
management activities occurred during 201 0 or 2009. Changes in market pricing, interest rate and 
volatility assuinptions were made during both years. 
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T h e  tables below show the fair value and balance sheet location of energy trading and risk managenient 
derivative contracts: 

(in millions) 

September 30,2010 
Asset Derivatives Liability Derivatives 

Derivative Balance Sheet Balance Sheet 
Designation Location Fair Value Location Fair Value 

Prepayments and Other current 
Non-hedging other current assets $ 2 liabilities $ 1 

December 3 1, 2009 
Asset Derivatives Liabi I itv Derivatives 

Derivative Balance Sheet Balance Sheet 
Designation Location Fair Value Location Fair Value 

Prepayments and Other current 
Non-hedging other current assets $ 2 liabilities !$ 2 

The Company maintains credit policies intended to minimize credit risk in wholesale rnarketiiig and 
trading activities by assessing the creditworthiness of potential counterparties prior to entering into 
transactions with them and continuing to eval~iate their creditworthiness once transactions have been 
initiated. To further mitigate credit risk, LG&E seeks to enter into netting agreements or require cash 
deposits, letters of credit and parental company guarantees as seciirity from counterparties. The 
Coinpany uses S&P, Moody’s and definitive qualitative and quantitative data to assess the financial 
strength of counterparties on an on-going basis. If no external rating exists, L,G&E assigns an internally 
generated rating for which it sets appropriate risk parameters. As risk management contracts are valued 
based on changes in market prices of the related commodities, credit exposures are revalued and 
monitored on a daily basis. At September 30, 2010, 100% of the trading and risk management 
commitments were with counterparties rated BBB4Baa.3 equivalent or better. The Company has 
reserves against counterparty credit risk based on the counterparty’s credit rating and applying historical 
default rates within varying credit ratings over time provided by S&P or Moody’s. At September 30, 
201 0 and December 3 1,2009, counterparty credit reserves related lo energy trading and risk 
rnanagernent contracts were less than $1 million. 

The net volume of electricity-based firiancial derivatives outstanding at September 30, 201 0 and 
December 3 1 , 2009, was zero and 587,800 Mwhs, respectively. No cash collateral related to the energy 
trading arid risk inanagemerit contracts was required at September 30, 201 0. Cash collateral related to 
the energy trading and risk inanagemerit contracts was $2 million at December 31, 2009. Cash collateral 
related to the energy trading and risk inanagenient contracts is categorized as other accounts receivable 
in the accompanying balance sheet. 
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LG&E inanages the price risk of its estimated future excess economic generation capacity using marltet- 
traded forward contracts. Hedge accounting treatment has not been elected for these transactions, and 
therefore realized and unrealized gains arid losses are included in the statements of income. 

The following tables present the effect of market-traded forward contract derivatives not designated as 
hedging instriiments on income: 

(in millions) 

Gain (Loss) Recognized in Income Location 

Realized gain Electric revenues 
Unrealized loss Electric revenues 

Gain (Loss) Recognized in Income Location 

Realized gain 
Unrealized loss 

Electric revenues 
Electric revenues 

Three Months Ended 
September 30, 

2010 2009 

Nine Months Ended 
September 30, 

2010 (a) 2009 

(a) Unrealized gains were less than $1 million 

Credit Risk Related Contingent Features 

Certain of  the Company's derivative instruments contain provisions that require the Company to  provide 
immediate and on-going collateralization on derivative instruments in net liability positions based on the 
Company's credit ratings from each of the major credit rating agencies. At September 30,201 0, there are 
no energy trading and risk inanagernent contracts with credit risk related contingent features that are in a 
liability position and no collateral posted in the normal course of business. The aggregate mark-to- 
inarket value of all interest rate swaps with credit risk related contingent features that are in a liability 
position on September 30,2010, is $34 million, for which the Company has posted collateral of $21 
million in the normal course of business. If the credit risk related contingent features underlying these 
agreements were triggered on September 30,2010, due to a one notch downgrade in the Company's 
credit rating, the Company would be required to post an additional $4 million of collateral to its 
counterparties for the interest rate swaps. At September 30,20 IO, a one notch downgrade of the 
Company's credit rating would have no effect on the energy trading and risk management contracts or 
collateral required. 

Note 5 - Fair Value Measurements 

L,G&E adopted the fair value guidance in the FASB ASC i n  two phases. Effective January 1 , 2008, the 
Company adopted it for all financial instruments and non-financial instruments accounted for at fair 

20 



value on a recurring basis, arid January 1, 2009, the Coinpany adopted it for all non-financial 
instruments accounted for at fair value on a non-recurring basis. The  FASR ASC guidance clarifies that 
fair value is an exit price, representing the amount that would be received to sell an asset or paid to 
transfer a liability in an orderly transaction between market participants. As sucli, fair value is a market- 
based measurement that should be determined based on assumptions that market participants would use 
in pricing an asset or a liability. As a basis for considering such assumptions, the FASB ASC guidance 
establishes a three-tier value hierarchy, which prioritizes the inputs used in the valuation methodologies 
in measuring fair value. 

The carrying values and estimated fair values of LG&E’s non-trading financial instruments follow: 

(in millions) September 30, 201 0 December 3 1,2009 

Value Value Value Value 
Carrying Fair Carrying Fair 

Long-term bonds (including current 
portion 01”$120 inillion) $ 411 $ 418 $ 411 $ 411 

L,ong-term debt t o  afliliated coinpany 48.5 549 48.5 512 
Derivative liability - interest rate swaps so so 28 28 

The long-term bond valuations reflect prices quoted by investment banks, which are active in the market for 
these instr~iments. The fair value of the long-term debt due to affiliated company is determined using an 
internal valuation model that discounts the fiiture cash flows of each loan at current market rates as 
determined based on quotes from investment banks that are actively involved in capital markets for utilities 
and factor in LG&E’s credit ratings and default risk. The fair values of the interest rate swaps reflect price 
quotes from investment banks, consistent with the fair value measurements and disclosures topic of the 
FASR ASC. This valiie is verified monthly by the Company using a model that calculates the present 
value of future paymerits tinder the swap utilizing current swap market rates obtained from another 
dealer active in the swap niarket and validated by market transactions. The fair values of cash and cash 
equivalents, accounts receivable, accounts payable and notes payable are siibstantially the same as their 
carrying values. 

LG&E has classified the applicable financial assets arid liabilities that are accounted for at fair value into 
the three levels of the fair value hierarchy, as defined by the fair value measurements and disclosures 
topic of the FASB ASC, as follows: 

- L,evel 1 - Observable inputs that reflect quoted prices (unadjusted) for identical assets 
or liabilities in active markets 
Level 2 - Include other inputs that are direc,tly or indirectly observable in the 
in arketp la ce . Level 3 - Unobservable inputs which are supported by little or no market activity 

The fair value hierarchy also requires an entity to maximize the use of observable inputs and minimize 
the use of unobservable inputs when measuring fair value. 

The Coinpany classifies its derivative cash collateral balances within level 1 based on the funds being 
held in a demand deposit account. The Company classifies its derivative energy trading and risk 
management contracts and interest rate swaps within level 2 because it values them using prices actively 
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quoted for proposed or executed transactions, quoted by brokers or observable inputs other than quoted 
prices. 

The following tables set forth, by level within the fair value hierarchy, LG&E's financial assets and 
liabilities that were accounted for at fair value on a recurring basis. 

(in millions) 
September 30, 2010 
Financial assets: 

contracts 
Energy trading and risk management 

Interest rate swap cash collateral 

Total financial assets 

Financial liabilities: 

contracts 
Energy trading and risk management 

Interest rate swaps 

Total financial liabilities 

December 3 1,2009 
Financial assets: 

Energy trading and risk management 

Energy trading and risk management 

Interest rate swap cash collateral 

contract cash collateral 

contracts 

Total financial assets 

Financial liabilities: 

contracts 
Energy trading and risk management 

Interest rate swaps 

Total financial liabilities 

Level 1 

$ 
21 

Level 2 

$ 2 
- 

Total 

$ 2 
21 

Level 1 

$ 2 

17 

$ 19 

$ - 

s 

$ 2 -- 

$ 1 
SO 

$ 51 

Level 2 

$ 

2 

9; 23 

$ 1 
so 

$ 51 

Total 

$ 2 

2 
17 

$ 21 

$ 2 
28 

$ 30 

No cash collateral related to the energy trading arid risk management contracts was required at 
September 30, 201 0. 

There were no level 3 measurements for the periods ending September 30, 2010 and December 31, 
2009. 
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Mote 6 -Pension and Other Postretirement Benefit Plans 

Net Periodic Benefit Costs 

The  following tables provide the coinponents of net periodic benefit cost for pension and other 
postretirement benefit plans. The tables include the costs associated with both LG&E employees and 
Servco employees who are providing services to L,G&E. The Servco costs are allocated to LG&E based 
on employees’ labor charges and are approximately 43% and 44% of Servco costs for September 30, 
2 0  10 and 2009, respectively. 

(in millions) 
Pension Benefits 

Three Months Ended September 30, 
2010 2009 

Servco Servco 
Allocation Total Allocation Total 

LG&E toLG&E LG&E LG&E toLG&E LG&E 

Service cost $ I $  2 $  3 $  I $  I $  2 
Interest cost 7 2 9 7 2 9 
Expected return on 

plan assets (6) (2) (8) (6) (1) (7) 
Amortization of 

prior service cost 1 I 1 - 1 
Amortization of 

actuarial loss 2 2 3 - 3 ~- 

Net periodic benefit 
cost $ 2 $  7 $  6 $  2 $  8 

Other Postretirement Benefits 
Three Months Ended September 30, 

2010 2009 
Servco Servco 

Allocation Total Allocation Total 
LG&E toLG&E(al LG&E LG&E toLG&E(al LG&E 

Interest cost $ I $  - $  1 $  1 $  - $  1 

prior service cost 1 1 
Ainortization of 

- - - 

Net periodic benefit 
cost $ I $  - $  I $  2 $  - $  2 

(a) amounts are less than $1 inilliori 
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Pension Benefits 
Nine Months Ended September 30, 

2010 2009 
Servco Servco 

LG&E toLG&E LG&E LG&E toLG&E LG&E 
Allocation Total Allocation Total 

Service cost $ 3 $  4 $  7 $  3 $  3 $  6 
Interest cost 20 5 25 19 5 24 
Expected return on 

Amortization of 

Amortization of 

plan assets (19) (4) (23) (16) (4) (20) 

prior service cost 4 - 4 4 1 5 

11 --- actuarial loss 7 1 8 9 2 _I__.- 

Net periodic benefit 
cost $ 15 $ 6 $  21 $ 19 $ 7 $  26 

~~ 

Other Postretirement Benefits 
Nine Months Ended September 30, 

2010 2009 
Servco Servco 

LG&E toLG&E(a) LG&E LG&E to LG&E (a) LG&E 
Allocation Total Allocation Total 

Service cost $ 1 $  - $  I $  I $  1 $  2 
Interest cost 3 3 4 4 
Amortization of 

prior service cost 1 1 1 1 

Net periodic benefit 
- $  5 $  6 $  I $  7 cost $ 5 $  - 

(a) amounts are less than $1 inillion 

Contributions 

In January 2010, LG&E and Servco made discretionary pension plan contributions of $20 million and 
$9 million, respectively. The amount of ftrture contributions to the pension plan will depend on the 
actual return on plan assets and other factors, but the Company’s intent is to fund the pension plans in a 
manner consistent with the requirements of the Pension Protection Act of 2006. 

Through September 201 0, LG&E made contributions to other postretirement benefit plans totaling $4 
million. An additional contribution totaling $2 inillion was made in October. The Company anticipates 
further filnding to match the annual postretirement expense and funding the 401 (h) plan up to the 
maximum amount allowed by law. 
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Health Care Reform 

In March 2010, Health Care Reform (the Patient Protection and Affordable Care Act of 2010) was 
signed into law. Many provisions of Health Care Reform do not take effect for an extended period of 
time, and many aspects of the law which are currently unclear or undefined will likely be clarified in 
fb t lire regu lati ons . 

Specific provisions within Health Care Reform that may impact LG&E include: 

e Beginning in 201 1, requirements extend dependent coverage up to age 26, remove the $2 million 
lifetime maximum and eliminate cost sharing for certain preventative care procedures. 
Beginning in 201 8, a potential excise tax is expected on high-cost plans providing health 
coverage that exceeds certain thresholds. 

L,G&E continues to evaluate all implications of Health Care Reform on its benefit programs but at this 
time cannot predict t he  significance of those implications. 

Note 7 -Income Taxes 

A United States consolidated income tax return is filed by E.ON IJ.S.’s direct parent, E.ON TJS 
Investments Corp., for each tax period. Each subsidiary of the consolidated tax group, including LG&E, 
calculates its separate income tax for each period. ‘The resulting separate-return tax cost or benefit is 
paid to or received from the parent company or its designee. The Company also files income tax returns 
in various state”jurisdictions. While 2007 and later years are open under the federal statute of limitations, 
Revenue Agent Reports for 2006-2008 have been received from the IRS, effectively closing these years 
to additional audit adjustments. Tax years beginning with 2007 were examined under an IRS pilot 
program, “Compliance Assurance Process” (“CAP”). This program accelerates the IRS’ review to begin 
during the year applicable to the return and ends 90 days after the return is filed. Adjiistments for 2007, 
agreed to and recorded in January 2009, were coinprised of $5 inillion of depreciation-related 
differences. For 2008, the IRS allowed additional deductions in connection with the Company’s 
application for a change in repair deductions and disallowed some of the bonus depreciation claimed on 
the original return. T h e  net temporary tax impact for the Company was $13 million and was recorded in 
the second quarter of 2010. Tax years 2009 and 2010 are also being examined under CAP. The 2009 
federal return was filed in the third quarter, and the IRS issued a Partial Acceptance Letter with the 2009 
return. The IRS is continuing to review bonus depreciation, storms and other repairs, contributions in aid 
of construction and purchased gas adjustments. No material impact is expected from the IRS review. For 
the tax year 201 0, no  material items have been raised by the IRS at this time. 

Additions and reductions of uncertain tax positions during 2010 and 2009 were less than $1 million. 
Possible amounts of uncertain tax positions for LG&E that may decrease within the next 12 months total 
less than $1 million and are based on the expiration ofthe audit periods as defined in the statutes. If 
recognized, the less than $1 inillion of unrecognized tax benefits would reduce the effective income tax 
rate. 

The amount L,G&E recognized as interest expense and interest accrued related to rrnrecognized tax 
benefits was less than $1 million as of September 30, 2010 and December 31, 2009. The interest 
expense and interest accrued is based on IRS and Kentucky Department of Revenue large corporate 
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interest rates for underpayment of taxes. At the date of adoption, the Company accrued less than $1 
million in interest expense on uncertain tax positions. LG&E records the interest as interest expense and 
penalties as operating expenses in  the income statement and accrued expenses in the balance sheet, on a 
pre-tax basis. No penalties were accrued by the Company through September 30, 20 IO. 

In June 2006, the Companies fi led a joint application with the U.S. Department of Energy (“DOE”) 
requesting certification to be eligible for investment tax credits applicable to the construction of TC2. In 
November 2006, the DOE arid the IRS announced that L,G&E was selected to receive $24 million in tax 
credits. A final IRS certification required to obtain the investment tax credits was received in August 
2007. In September 2007, LG&E received an Order froin the Kentucky Coimnission approving the 
accounting of the investment t ax  credits, which inclirdes a fLilI depreciation basis adjustment for the 
amorint of the credits. Based on  eligible construction expenditures incurred, LG&E recorded investinent 
tax credits of$] million arid $3 million during the three and nine months ended September 30, 2009, 
decreasing current federal income taxes. As of December 3 1 , 2009, L,G&E had recorded its maximum 
credit of $24 million. The income tax expense impact froin amortizing these credits over the life of the 
related property will begin when the facility is placed in service, which is expected to occur by year end. 

In March 2008, certain environmental and preservation groups filed suit in federal court in North 
Carolina against the DOE and IRS claiming the investment tax credit program was in violation of certain 
environmental laws and demanded relief, including suspension or termination of the program. The 
plaintiffs voluntarily dismissed their complaint in August 201 0. 

A reconciliation of differences between the Company’s inconie tax expense at the statutory 1J.S. federal 
income tax rate and the Company’s actual income tax expense follows: 

(in millions) 
Three Months Ended Nine Months Ended 

September 30, September 30, 
2009 - 2010 

Statutory federal income tax expense $ 33 $ 28 $ 58 $ 41 
State income taxes - net of federal 

benefit 4 3 6 3 
Other differences - net (2) (2) -___ (4) ( 3 )  

$ 3.5 $ 29 $ 60 $ 41 
F_i- ___- E 

Tncorne tax expense 

Effective income tax rate 36.8% 36.770 35.9% 35.0% 

The arnounts shown in the table above are rounded to the nearest $1 million; however, the effective 
income tax rates are based on actual underlying amounts. Other differences - net includes the qualified 
production activities deduction, amortization of investment tax credits and excess deferred tax on 
depreciation. 

State income taxes -- net of federal benefit were lower in the nine months ended September 30, 2009, 
due to a coal credit recorded in 2009. 
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Note 8 - Short-Term and Long-Term Debt 

LG&E’s long-term debt includes $120 million of pollution control bonds that are classified as current 
portion of long-term debt because these bonds are subject to tender for purchase at the option of the 
holder and to mandatory tender for purchase on the occurrence of certain events. These bonds include: 

(in millions) 

Jefferson Co. 2001 Series A, due September 1,2026, variable % 
Trirnble Co. 2001 Series A, due September 1,2026, variable % 
Jefferson Co. 2001 Series B, due November 1,2027, variable % 
Trirnble Co. 2001 Series B, due November 1 ,  2027, variable YO 

The average annualized interest rates for these bonds follow: 

September 30, 
2010 2009 

Three months ended 1.10% 1.04% 
Nine months ended 0.90% 1.1 1% 

$ 22 
28 
35 
35 

$ 120 

Pollution control bonds are obligations of L,G&E issued in connection with tax-exempt pollution control 
bonds issued by various governmental entities, principally counties in Kentucky. A loan agreement 
obligates the Company to make debt service payments to the governmental entities that equate to the 
debt service due from the entities on the related pollution control bonds. The loan agreement is an 
unsecured obligation of the Company. Debt issuance expense is capitalized in either regulatory assets or 
current or long-term other assets and amortized over the lives of the related bond issues, consistent with 
regulatory practices. 

In October 201 0, LG&E’s pollution control bonds were converted from unsecured debt to debt which is 
collateralized by first mortgage bonds. Also in October 201 0, two national rating agencies revised the 
credit ratings of the pollution control bonds. One revised downward the short-term credit rating of the 
pollution control bonds and the Company’s issuer rating as a result of the pending acquisition by PPL, 
and the other increased the long-term rating of the pollution control bonds as a result of the addition of 
the first mortgage bonds as collateral. 

Several of the L,G&E pollution control bonds are insured by nionoline bond insurers whose ratings 
have been reduced due to exposures relating to insurance of sub-prime mortgages. At September 30, 
2010, LG&E had an aggregate $574 inillion (including $163 million of reacquired bonds) of 
outstanding pollution control indebtedness, of which $135 million is in the form of insured auction rate 
securities wherein interest rates are reset either weekly or every 35 days via an auction process. 
Beginning in late 2007, the interest rates on these insured bonds began to increase due to investor 
concerns about the creditworthiness of the bond insurers. Since 2008, the Company experienced “failed 
auctions” when there were insufficient bids for the bonds. When a failed auction occurs, the interest 
rate is set pursuant to a formula stipulated in the indenture. 
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The average annualized interest rates on the auction rate bonds follow: 

Septein ber 3 0, 
2010 2009 

Three months ended 0.49% 0.38% 
Nine months ended 0.44% 0.42% 

The instruments governing these auction rate bonds permit LG&E to convert the bonds to other interest 
rate modes, such as various short-term variable rates, long-term fixed rates or intermediate-term fixed 
rates that are reset infrequently. In June 2009, one national rating agency downgraded the credit rating 
of an insurer of the Cornpany’s bonds. As a result, the national rating agency downgraded the ratings 
on the Trimble County 2000 Series A, 2002 Series A and 2007 Series A; Jefferson County 2001 Series 
A; and Louisville Metro 2007 Series B bonds. The national agency’s ratings of these bonds are now 
based on the rating of the Company rather than the rating of the insurer since the Company’s rating is 
higher. 

During 2008, LG&E converted several series of its pollution control bonds from the auction rate mode 
to a weekly interest rate mode, as permitted under the loan docuinents. In connection with these 
conversions, the Company purchased the bonds from the rernarketing agent. For financial, reporting 
purposes, the repurchase of the bonds was accounted for as debt extinguishments. As of September 30, 
201 0 and December 3 1, 2009, the Company continued to hold repurchased bonds in the amount of 
$163 million, and therefore, such amount is excluded fioni the Company’s balance sheets. The other 
repurchased bonds were remarketed during 2008 in  an intermediate-term fixed rate mode wherein the 
interest rate is reset periodically (every three to five years). LG&E will hold some or all of such 
repurchased bonds until a later date, at which time it may refinance, remarket or further convert such 
bonds. Uncertainty in markets relating to auction rate securities or steps the Company has taken or may 
take to mitigate such uncertainty, such as additional conversion, subsequent restructuring or redemption 
and refinancing, could result in increased interest expense, transaction expenses or other costs and fees 
or experiencing reduced liqiiidity relating to existing or  future pollution control financing structures. 

The Coinpany participates in an intercompany money pool agreement wherein E.ON U.S. and/or K U  
make funds available to L,G&E at market-based rates (based on highly rated commercial paper issues) 
up to $400 million. Details of the balances are as follows: 

(in millions) 
Total Money Amonnt Balance Average 

Pool Available Outstanding Available Interest Rate 

September 30,2010 $ 400 $ 122 $ 278 O.28y0 
December 3 1 , 2009 $ 400 $ 170 $ 230 0.20% 
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E.ON IJ.S. maintained revolving credit facilities totaling $3 13 million at September 30, 2010 and 
December 31, 2009, to  ensure fiinding availability for the money pool. At September 30, 2010, one 
facility, totaling $150 million, was with E.ON North America, Inc. while the remaining line, totaling 
$163 million, was with Fidelia; both are affiliated companies. The balances are as follows: 

(in millions) 
Total Amount Balance Average 

Available Outstandia Available Interest Rate 

September 30,2010 $ 313 $ 181 $ 132 I .44% 
December 3 1 , 2009 $ 313 $ 276 $ 37 1.25% 

As of September 30, 2010, the Company maintained $125 million bilateral lines of credit, maturing in 
June 2012, with unaffiliated financial institutions. At September 30, 2010, there was no balance 
outstanding under any of these facilities. 

There were no redemptions or issuances of long-term debt year-to-date through September 30,2010. 
LG&E was in compliance with all debt covenants at September 30,2010 and December 3 1, 2009. See 
Note 1 , General, for certain debt refinancing and associated transactions which are anticipated by LG&E 
in connection with the PPL acquisition and Note 11, Related Party Transactions, for long-term debt 
payable to affiliates. 

Note 9 -Commitments and Contingencies 

Except as may be discussed in this quarterly report (including Note 2, Rates and Regulatory Matters), 
material changes have not occurred in the current status of various commitments or contingent liabilities 
from that discussed in the Company’s Annual Report for the year ended December 31,2009 (including, 
but not limited to Note 2, Rates and Regulatory Matters; Note 9, Comimitinents and Contingencies; and 
Note 14, Subsequent Events, contained therein). See the Company‘s Annual Report regarding sucli 
cornrnitrnents or contingencies. 

Letters of Credit 

LGRtE has provided letters of credit as of September 30,20 I O  and December 3 1 , 2009, for off-balance 
sheet obligations totaling $3 inillion to support certain obligations related to landfill reclamation and 
letters of credit for off-balance sheet obligations totaling less than $1 million to support certain 
obligations related to workers’ compensation. 

Construction Program 

LG&E had approximately $1 79 million of corninitrnents in connection with its construction program at 
Septetnber 30,2010. 

In June 2006, the Companies entered into a construction contract regarding the TC2 project. The 
contract is generally in the forin of a lump-sum, turnkey agreement for the design, engineering, 
procurement, construction, commissioning, testing and delivery of the project, according to designated 
specifications, terms and conditions. The contract price and its components are subject to a number of 
potential adjustments which may serve to increase or decrease the ultinate constriiction price paid or 
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payable to the contractor. During 2009 and 20 10, the Companies received several contractual notices 
froin the TC2 construction contractor asserting historical force majeure and excusable event claims for a 
number of adjustments to the contract price, construction schedule, commercial operations date, 
liquidated damages or other relevant provisions. In September 201 0, the Companies and the construction 
contractor agreed to a settlement to resolve certain force majeure and excusable event claims occurring 
through July 20 10, under the TC2 construction contract, which settlement provided for a limited, 
negotiated extension of the contractual commercial operations date and/or relief from liquidated 
damages calculations. During commissioning activities in the second and third quarters, separate delays 
have occurred related to burner malfunctions and an excitation transformer failure. Certain temporary or 
permanent repairs for both matters have been completed, are underway or are planned for appropriate 
future outage periods. Coinmissioning steps resumed in October 201 0, and a revised commercial 
operations date is currently expected by year end. The parties are analyzing the treatment of these 
additional delays under the liquidated damages provisions of the construction agreement. The 
Companies cannot currently estimate the ultimate outcome of these matters, including the extent, if any, 
that such outcome inay result in materially increased costs for the constr~iction of TC2, further changes 
in the TC2 construction completion or commercial operation dates or potential effects on levels of 
power purckases or wholesale sales due to such changed dates. 

TC2 Air Permit 

The Sierra Club and other environmental groups filed a petition challenging the air permit issued for the 
TC2 baseload generating unit which was issued by the KDAQ in November 2005. In September 2007, 
the Secretary of the Kentucky Environmental and Public Protection Cabinet issued a final Order 
upholding the permit. The environinerital groups petitioned the EPA to object to the state permit and 
subsequent permit revisions. In determinations made in September 2008 and June 2009, the EPA 
rejected most of the environmental groups’ claims, but identified three permit deficiencies which the 
KDAQ addressed by revising the permit. In August 2009, the EPA issued an Order denying the 
remaining claims with the exception of two additional deficiencies which the KDAQ was directed to 
address. The EPA determined that the proposed permit subsequently issued by the KDAQ satisfied the 
conditions of the EPA Order although the agency recommended certain enhancements to the 
administrative record. In January 201 0, the KDAQ issued a final permit revision incorporating the 
proposed changes to address the EPA objections. In March 2010, the environmental groups submitted a 
petition to the EPA to object to  the permit revision, which is now pending before the EPA. The 
Company believes that the final permit as revised should not have a material adverse effect on its 
financial condition or results of operations. However, until the EPA issues a final ruling on the pending 
petition and all applicable appeals have been exhausted, the Company cannot predict the final outcome 
of this matter. 

Thermostat Replacement 

During January 201 0, the Companies announced a voluntary plan to replace certain thermostats, which 
had been provided to customers as part of the Companies’ demand reduction programs, due to concerns 
that the thermostats may present a safety hazard. Under the plan, the Companies have replaced 
approximately 90% of the estimated 14,000 thermostats that need to be replaced. Total estimated costs 
associated with the replacement program are $2 million. However, the Companies cannot fully predict 
the ultimate outcome of the replacement program or other effects or developments which may be 
associated with the thermostat replacement matter at this time. 
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OVEC 

LG&E holds a 5.63% investment interest in  OVEC with 10 other electric utilities. LG&E is not the 
primary beneficiary; therefore the investment is not consolidated into the Company’s financial 
statements, but is recorded on the cost basis. OVEC is located in Pilteton, Ohio, and owns and operates 
two coal-fired power plants, ICyger Creek Station in Ohio, and Clifty Creek Station in Indiana. LG&E is 
contractually entitled to 5.63% of OVEC’s output, approximately 124 Mw of generation capacity. 
Pursi~ant to the OVEC power purchase contract, the Company may be conditionally responsible for a 
5.63% pro-rata share of certain obligations of OVEC under defined circumstances. These contingent 
liabilities may include unpaid OVEC indebtedness as well as shortfall amounts in certain excess 
decommissioning costs and post-retirement benefits other than pension. LG&E’s potential proportionate 
share of OVEC’s September 30,2010 outstanding debt was $78 million. 

Environm_ental Matters 

The Company’s operations are subject to a number of environmental laws and regulations governing, 
among other things, air emissions, wastewater discharges, the use, handling and disposal of hazardous 
substances and wastes, soil and groundwater contamination and employee health and safety. As 
indicated below and summarized at the conclusion of this section, evolving environmental regulations 
will likely increase the level of capital and operating and maintenance expenditures incurred by the 
Company during the next several years. Based on prior regulatory precedent, the Company believes that 
many costs of complying with such pending or future requirements would likely be recoverable under 
the ECR or other potential cost-recovery mechanisms, but the Company can provide no assurance as to 
the ultimate outcome of such proceedings before the regulatory authorities. 

Ambient Air Quality. The Clean Air Act requires the EPA to periodically review the available 
scientific data for six criteria pollutants arid establish concentration levels in the ambient air sufficient to 
protect the public health and welfare with an extra margin for safety. These concentration levels are 
ltnown as NAAQS. Each state must identify “nonattainment areas” within its boundaries that fail to 
comply with the NAAQS and develop a SIP to bring such nonattaininent areas into compliance. If a 
state fails to develop an adequate plan, the EPA must develop and implement a plan. As the EPA 
increases the stringency of the NAAQS through its periodic reviews, the attainment status of various 
areas may change, thereby triggering additional emission reduction obligations under revised SIPS 
aimed to achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and fine particulates that required additional 
reductions in SO2 and NOx emissions from power plants. In 1998, the EPA issued its final “NOx SIP 
Call” rule requiring reductions in NOx emissions of approximately 85% from I990 levels in order to 
mitigate ozone transport from the midwestern 7J.S. to the northeastern 7J.S. To implement the new 
federal requirements, Kentucky amended its SIP in 2002 to require electric generating units to reduce 
their NOx ernissions to 0.15 pounds weight per MMRtu on a company-wide basis. In 2005, the EPA 
issued the CAIR which required additional SO2 emission reductions of 70% and NOx emission 
reductions of 65% froin 2.003 levels. The CAIR provided for a two-phase cap and trade program, with 
initial reductions of NOs and SO1 emissions due by 2009 and 2010, respectively, and final reductions 
due by 201 5. In 2006, Kentucky proposed to amend its SIP to adopt state requirements similar to those 
under the federal CAIR. 
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In July 2008, a federal appeals court issued a ruling finding deficiencies in the CAIR and vacating it. In 
December 2008, the Court amended its previous Order directing the EPA to promulgate a new 
regulation but leaving the CAIR in place in the interim. The remand of the C A R  results in some 
uncertainty with respect to certain other EPA or state programs and proceedings and the Companies’ 
compliance plans relating thereto due to the interconnection of the CAIR with such associated programs. 

In January 201 0, the EPA proposed a revised NAAQS for ozone which would increase the stringency of 
the standard. In addition, the EPA published final revised NAAQS standards for nitrogen dioxide 
(“NO;!”) and SO2 in February 2010 and June 2010, respectively, which are more stringent than previous 
standards. Depending on the level of action determined necessary to bring local nonattainment areas 
into cornpliance with the revised NAAQS standards, LG&E’s power plants are potentially subject to 
requirements for additional reductions in SO2 arid NOx emissions. 

In July 20 10, the EPA issued the proposed CATR, which serves to replace the CAIR. The CATR 
provides for a two-phase SO;! reduction program with Phase I reductions due by 201 2, and Phase 11 
reductions due by 2014. The CATR provides for NOx reductions in 2012, but the EPA advised that it is 
studying whether additional NOx reductions should be required for 2014. The CATR is more stringent 
than the CAIR as it accelerates certain compliance dates and provides for only intrastate and limited 
interstate trading of emission allowances. In addition to its preferred approach, the EPA is seeking 
comment on an alternative approach which would provide for individual emission limits at each power 
plant. The  EPA has announced that it will propose additional “transport” rules to address compliance 
with revised NAAQS standards for ozone and particulate matter which will be issued by the EPA in the 
hture, as discussed below. 

Hazardous Air Pollutants. As provided in the Clean Air Act, the EPA investigated hazardous air 
pollutant emissions from electric utilities and submitted a report to Congress identifying mercury 
emissions from coal-fired power plants as warranting further study. In 2005, the EPA issued the CAMR 
establishing mercury standards for new power plants and requiring all states to issue new SIPS including 
mercury requirements for existing power plants. The  EPA issued a model rule which provides for a two- 
phase cap and trade program with initial reductions due by 2010, arid final reductions due by 201 8. The 
CAMR provided for reductions of 70% from 2003 levels. The EPA closely integrated the CAMR and 
C A B  programs to ensure that the 201 0 mercury reduction targets would be achieved as a “co-benefit” 
of the controls installed for purposes of compliance with the CAIR. In addition, in 2006, the Metro 
Louisville Air Pollution Control District adopted rules aimed at regulating additional hazardous air 
pollutants from sources including power plants. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The EPA has entered 
into a consent decree requiring i t  to promulgate a utility Maximum Achievable Control Technology rule 
to replace the CAMR with a proposed rule due by March 201 1 ,  arid a final rule due by November 201 1.  
Depending on the final outcome of the rulemalcing, the CAMR could be replaced by new rules with 
different o r  more stringent requirements for reduction of mercury and other hazardous air pollutants. 
Kentucky has also repealed its corresponding state mercury regulations. 

Acid Rain Program. The Clean Air Act imposed a two-phased cap arid trade program to reduce SO;! 
emissions from power plants that were thought to contribute to “acid rain” conditions in the northeastern 
U.S. The Clean Air Act also contains requirements for power plants to reduce NOx emissions through 
the use of available combustion controls. 
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Regional Haze. The Clean Air Act also includes visibility goals for certain federally designated areas, 
including national parks, and requires states to submit SIPs that will demonstrate reasonable progress 
toward preventing future impairment and remedying any existing impairment of visibility in those areas. 
In 2005, the EPA issued its Clean Air Visibility Rule detailing how the Clean Air Act’s BART 
requirements will be applied to facilities, including power plants, built between 1962 and I974 that emit 
certain levels of visibility impairing pollutants. Under the final rule, as the CAIR provided for more 
visibility improvement than BART, states are allowed to substitute CAIR requirements in their regional 
haze SIPs in lieu of controls that would otherwise be required by BART. The final rule has been 
challenged in the courts. Additionally, because the regional haze SIPs incorporate certain CAIR 
requirements, the remand of the CAIR could potentially impact regional haze SIPs. See “Ambient Air 
Quality” above for a discussion of CAIR-related uncertain ties. 

Installation of Pollution Controls. Many of the programs under the Clean Air Act utilize cap and trade 
mechanisms that require a company to hold sufficient emissions allowances to cover its authorized 
emissions on a company-wide basis and do not require installation of pollution controls on every 
generating unit. IJnder cap and trade program, companies are free to focus their pollution control 
efforts on plants where such controls are particularly efficient and utilize the resulting emission 
allowances for smaller plants where such controls are not cost effective. LG&E had previously installed 
FGD equipment on all of its generating units prior to the effective date of the acid rain program. LG&E’s 
strategy for its Phase I1 SO2 requirements, which commenced in 2000, is to use accumulated emission 
allowances to defer additional capital expenditures and continue to evaluate improvements to further 
reduce SO1 emissions. In order to achieve the NOx emission reductions inandated by the NOx SIP Call, 
LG&E installed additional NOx controls, including SCR technology, during the 2000 through 2009 time 
period at a cost of $197 million. In 2001, the Kentucky Commission granted approval to recover the 
costs incurred by L,G&E for these projects through the ECR mechanism. Such monthly recovery is 
subject to periodic review by the Kentucky Commission. 

In order to achieve currently mandated emissions reductions, LG&E expects to incur additional capital 
expenditures totaling approximately $80 million during the 201 0 through 2012 time period for pollution 
controls including FGD and SCR equipment and additional operating arid maintenance costs in 
operating such controls. In 2005, the Kentucky Coinmission granted approval to recover the costs 
incurred by the Company for these projects through the ECR mechanism. Such monthly recovery is 
subject to periodic review by the Kentucky Coinmission. LG&E believes its costs in reducing S02, NOx 
and rnercury emissions to be cornparable to those of similarly situated utilities with like generation 
assets. LG&E’s compliance plans are subject to many factors including developments in the emission 
allowance and fuels markets, fiiture legislative and regulatory enactments, legal proceedings and 
advances in clean air technology. LG&E will continue to monitor these developments to ensure that its 
environmental obligations are met in the most efficient and cost-effective manner. See “Ambient Air 
Quality” above for a discussion of CAIR-related uncertainties. 

GHG Developments. In 2005, the Kyoto Protocol for reducing GHG emissions took effect, obligating 
37 industrialized countries to undertake substantial reductions in GHG emissions. The IJ.S. has not 
ratified the Kyoto Protocol and there are currently no mandatory GHG emission reduction requirements 
at the federal level. As discussed below, legislation mandating GHG reductions has been introduced in 
the Congress, but no federal legislation has been enacted to date. In the absence of a program at the 
federal level, various states have adopted their own GHG emission reduction programs, including 1 1 
northeastern U.S. states and the District of Columbia under the Regional GHG Initiative program and 
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California. Substantial efforts to pass federal GHG legislation are on-going. The current administration 
has announced its support for the adoption of mandatory GHG reduction requirements at the federal 
level. The United States and other countries met in  Copenhagen, Denmark in December 2009, in an 
effort to negotiate a GHG reduction treaty to succeed the Kyoto Protocol, which is set to expire in 201.3. 
In Copenhagen, the U.S. made a nonbinding com~nitment to, among other things, seek to reduce GHG 
einissions to 17% below 2005 levels by 2020 and provide financial support to developing countries. The 
United States and other nations are schedrrled to meet in Cancun, Mexico in late 201 0 to continue 
negotiations toward a binding agreement. 

GHG Legislation. LG&E is monitoring on-going efforts to enact GIHG reduction requirements and 
requirements governing carbon sequestration at the state and federal level and is assessing potential 
impacts of such programs and strategies to mitigate those impacts. In June 2009, the U.S. House of 
Representatives passed the American Clean Energy and Security Act of 2009, which is a comprehensive 
energy bill containing the first-ever nation-wide GHG cap and trade program. The bill would provide for 
reductions in GHG emissions of 3% below 2005 levels by 2012, 17% by 2020 and 83% by 2050. In 
order to  cushion potential rate impacts for utility customers, approximately 43% of emissions 
allowances would initially be allocated at no cost to the electric utility sector, with this allocation 
gradually declining to 7% in 2029 and zero thereafter. The bill would also establish a renewable 
electricity standard requiring utilities to meet 20% of their electricity demand through renewable energy 
and energy efficiency by 2020. The bill contains additional provisions regarding carbon capture and 
sequestration, clean transportation, smart grid advancement, nuclear and advanced technologies and 
energy efficiency. 

In September 2009, the Clean Energy Jobs and American Power Act, which is largely patterned on the 
House legislation, was introduced in the 1J.S. Senate. The Senate bill raises the emissions reduction 
target for 2020 to 20% below 2005 levels and does not include a renewable electricity standard. While 
the initial bill lacked detailed provisions for the allocation of emissions allowances, a subsequent 
revision incorporated allowance allocation provisions similar to the House bill. In 201 0, Senators Kerry 
arid Lieberman and others have undertaken additional work to draft GHG legislation but have introduced 
no bill in  the Senate to date. In J d y  201 0, Senate Majority Leader Reid announced that he did not 
anticipate that GI-IG legislation would be brought to the Senate floor i n  the current session. The 
Company is closely monitoring the progress of pending energy legislation, but the prospect for passage 
of comprehensive GHG legislation in 201 0 is uncertain. 

GHG Regulations. In April 2007, the 1J.S. Supreme Court ruled that the EPA has the authority to 
regulate GHG under the Clean Air Act. In April 2009, the EPA issued a proposed endangerment finding 
concluding that GHGs endanger public health and welfare, which is an initial rulemaking step under the 
Clean Air Act. A final endangerment finding was issued in December 2009. In September 2009, the 
EPA issued a final GHG reporting rule requiring reporting by facilities with annual GHG emissions 
equivalent to at least 25,000 tons of carbon dioxide. A number of the Company’s facilities will be 
required to submit annual reports commencing with calendar year 2010. In May 2010, the EPA issued a 
final GHG “tailoring” rule requiring new or modified sources with GHG emissions equivalent to at least 
75,000 tons o f  carbon dioxide to obtain permits under the Prevention of Significant Deterioration 
Program. Such new or modified facilities would be required to install Best Available Control 
Teclinology. While the Company is unaware of any currently available G H G  control technology that 
might be required for installation on new or modified power plants, it is currently assessing the potential 
impact of the rule. The final rule will apply to new and modified power pIarits beginning in January 
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20 1 1. The Company is unable to predict whether mandatory GHG reduction reqiiirernents will 
ultimately be enacted through legislation o r  regulations. 

GHG Litigation. A nu~nber of lawsuits have been filed asserting conmon law claims including 
nuisance, trespass and negligence against various companies with GHG emitting facilities. In October 
2009, a three_judge panel of the United States Court of Appeals for the 5“’ Circuit in the case of Comer 
v. Murphy Oil reversed a lower court, holding that private plaintiffs have standing to  assert certain 
common law claims against more than 30 utility, oil, coal and chemical companies. In March 2010, the 
court vacated the opinion of the three,judge panel and granted a motion for rehearing but subsequently 
denied the appeal due to the lack of a quorum. The appellate ruling leaves in effect the lower court 
ruling dismissing the plaintiffs’ claims. The petitioners filed a petition for a writ of inandamus with the 
Supreme Court in August 201 0. The Coiner complaint alleges that GHG emissions from the defendants’ 
facilities contributed to global warming which increased the intensity of Hurricane Katrina. EON, the 
indirect parent of the Companies, was included as defendant in the complaint but has not been subject to 
the proceedings due to the failure of the plaintiffs to pursue service under the applicable international 
procedures. The Companies are currently unable to predict further developments in  the Coiner case and 
continue to inonitor relevant CHG litigation to identify judicial developments that may be potentially 
relevant to their operations. 

Ash Ponds and Coal-Combustion Ryproducts. The EPA has undertaken various initiatives in 
response to the December 2,008 impoundment failure at the Tennessee Valley Authority’s Kingston 
power plant, which resulted in a major release of coal combustion byproducts into the environment. The 
EPA issued information requests to utilities throughout the country, including LG&E, to obtain 
information on their ash ponds and other impoundments. In addition, the EPA inspected a large number 
of impoundments located at power plants to determine their structural integrity. The inspections 
included several of LG&E’s impoundments, which the EPA found to be in satisfactory condition except 
for certain impoundments at the Mill Creek and Cane Run stations, which were determined to be in fair 
condition. In June 201 0, the EPA published proposed regulations for coal combustion byproducts 
handled i n  landfills and ash ponds. The EPA has proposed two alternatives: (1) regulation of coal 
cornbustion byproducts in landfills and ash ponds as a hazardous waste or (2) regulation of coal 
combustion byproducts as a solid waste with minimum national standards. Under both alternatives, the 
EPA has proposed safety requirements to address the structural integrity of ash ponds. In addition, the 
EPA will consider potential refinements of the provisions for beneficial reuse of coal combustion 
byproducts. 

Water Discharges and FCB Regulations. The EPA has also announced plans to develop revised 
effluent limitation guidelines governing discharges from power plants and standards for cooling water 
intake structures. The EPA has further announced plans to develop revised standards governing the use 
of polychlorinated biphenyls (“PCB”) in electrical equipment. The Company is monitoring these 
ongoing regulatory developments but will be unable to determine the impact until such time as new rules 
are finalized. 

Impact of Pending and Future Environmental Developments. As a company with significant coal- 
fired generating assets, L,G&E will likely be substantially impacted by pending or future environmental 
rules or legislation requiring mandatory reductions in GHG ernissions or other air emissions, imposing 
more stringent standards on discharges to  waterways, or establishing additional requirements for 
handling or disposal of coal coinbustion byproducts. These evolving environmental regulations will 

35 



likely require an increased level of capital expenditures and increased incremental operating and 
maintenance costs by the Company over the next several years. Due to the uncertain nature of the final 
regulations that will ultimately be adopted by the EPA, including the reduction targets and the deadlines 
that will be applicable, the Company cannot finalize estimates of the potential compliance costs, but 
should the final rules incorporate additional emission reduction requirements, require more stringent 
emissions controls or implement more stringent byproducts storage and disposal practices, such costs 
will likely be significant. With respect to NAAQS, CATR, CAMR replacement and coal combustion 
byproducts developments, based on a preliminary analysis of proposed regulations, the Company may 
be required to consider actions such as upgrading existing emissions controls, installing additional 
emissions controls, upgrading byproducts disposal and storage and possible early replacement of coal- 
fired units. Capital expenditures for LG&E associated with such actions are preliminarily estimated to 
be i n  the $2.3 billion range over the next 10 years, although final costs may substantially vary. With 
respect to potential developments in water discharge, revised PCB standards or GHG initiatives, costs in 
such areas cannot be estimated due to the preliminary status or uncertain outconie of such developments, 
but would be in addition to the above amount and could be substantial. LJltimately, the precise impact on 
the Company’s operations of these varioiis environmental developments cannot be determined prior to 
the finalization of such requirements. Based on prior regulatory precedent, the Company believes that 
many costs of complying with such pending or future requirements would likely be recoverable under 
the ECR or Gther potential cost-recovery mechanisms, but the Company can provide no assurance as to 
the ultimate outcome of such proceedings before the regulatory authorities. 

TC2 Water Permit. In May 2010, the Kentucky Waterways Alliance and other environmental groups 
filed a petition with the Kentucky Energy and Environment Cabinet challenging the Kentiicky Pollutant 
Discharge Elimination System permit issued in April 2010, which covers water discharges from the 
Trimble County generating station. In October 201 0, the hearing officer issued a report and 
recommended order providing for dismissal of the claims raised by the petitioners. IJntil such time as 
the Secretary issues a final order of the agency and all appeals are exhausted, the Company is unable to 
predict the outcome or precise impact of this matter. 

General Environmental Proceedings. From time to time, LG&E appears before the EPA, various state 
or local regulatory agencies and state and federal courts regarding matters involving compliance with 
applicable environmental laws arid regulations. Such matters include a prior Section 1 14 information 
request from the EPA relating to new source review issues at LG&E’s Mill Creek Unit 4 and Trinible 
County Unit 1 ; remediation obligations or activities for former manufactured gas plant sites or elevated 
PCR levels at existing properties; liability under the Comprehensive Environmental Response, 
Compensation and Liability Act for cleanup at various off-site waste sites; and on-going claims 
regarding alleged particulate emissions from the Company’s Cane Run generating station and claims 
regarding GHG emissions from the Company’s generating stations. With respect to the former 
manufactured gas plant sites, LG&E has estimated that it could incur additional costs of less than $1 
million for remaining clean-up activities under existing approved plans or agreements. Based on analysis 
to date, the resolution of these matters is not expected to have a material impact on the Company’s 
operations. 
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Note 10 - Segments of Business 

LG&E’s revenues arid net income by business segment were as follows: 

(in millions) 
Electric: 

Grosshet revenues 
Net income 

Gas: 
Gross revenues 
Intersegment revenues (a) 
Net revenues 
Net income 

Total 
Gross revenues 
Intersegment revenues (a) 
Net revenues 
Net income 

Three Months Ended 
September 30, 

2010 2009 

$ 297 $ 248 
$ 59 $ 5.5 

$ 32 $ 30 

$ 1 $ ( 5 )  

$ 329 $ 278 

Nine Months Ended 
September 30, 
2010 2009 

$ 776 $ 711 
$ 92 $ 70 

$ 201 $ 276 

$ I S $  6 

$ 977 $ 987 

$ 60 $ SO $ 107 $ 76 

(a) Intersegment revenues were eliminated on consolidation of the electric and gas segments. 

I,G&E’s total assets by business segment were as follows: 

(in millions) 

Electric 
Gas 

Total assets 

September 30, December 3 I , 
2010 2009 

$ 2,906 $ 2,854 
73 5 714 

$ 3,641 $ 3,568 

Note 11 - Related Party Transactions 

LG&E, subsidiaries o f  E.ON U.S. and subsidiaries of E.ON engage in related party transactions. 
Transactions between LG&E and E.ON 1J.S. subsidiaries are eliminated on consolidation of E.ON U.S. 
Transactions between LG&E arid E.ON subsidiaries are eliminated on consolidation of E.ON. These 
transactions are generally performed at cost and are in  accordance with FERC regulations under the 
Public lltility Holding’Company Act of 2005 and the applicable Kentucky Commission regulations. The 
significant related party transactions are disclosed below. 
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Intercompany Wholesale Sales and Purchases 

LG&E and KU jointly dispatch their generation units with the lowest cost generation used to serve their 
retail native load. When EG&E has excess generation capacity afrer serving its own retail native load 
and its generation cost is lower than that of KU, KIJ purchases electricity from LG&E. When KIJ has 
excess generation capacity after serving its own retail native load and its generation cost is lower than 
that of LG&E, LG&E purchases electricity from KU. These transactions are recorded as intercompany 
wholesale sales and purchases are recorded by each company at a price equal to the seller’s fiiel cost. 
Savings realized from purchasing electricity intercompany instead of generating from their own higher 
costs units or purchasing from the market are shared equally between the two Companies. The volume 
of energy each company has to sell to the other is dependent on its native load needs and its available 
generation. 

These sales and purchases are included in the statements of income as electric operating revenues, power 
purchased expenses and other operation and maintenance expenses. LGc4ZE’s intercompany electric 
revenues and power purchased expense were as follows: 

(in millions) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 -- 2009 2010 2009 

Electric operating revenues from KU $ 22 $ 22 $ 71 $ 82 
Power purchased and related operations 

and maintenance expense from K1I 3 2 13 18 

Interest Charges 

See Note 8, Short-Term and Long-Term Debt, for details of intercompany borrowing arrangements. 
Intercompany agreements do  not require interest payments for receivables related to services provided 
when settled within 30 days. 

LG&E’s interest expense to affiliated companies was as follows: 

(in millions) 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 2009 2009 

Interest on money pool loans (a) $ - $  I $  - $  1 
Interest on Fidelia loans 6 5 20 19 

(a) lnterest expense paid to  E.ON U.S. on the money pool arrangetnent was less than $1 million for 
the three and nine months ended September 30, 201 0. 
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In March and September 2010, the Company paid dividends of $30 million and $25 million, 
respectively, to its coininon shareholder, E O N  I.J.S. In March and June 2009, the Company paid 
dividends of $35 million and $45 million, respectively, to its common shareholder, E.ON U.S. 

Other Intercompany Billings 

Servco provides the Company with a variety of centralized administrative, management and support 
services. These services include payroll taxes paid by Servco on behalf of LG&E, labor and burdens of 
Servco employees performing services for LG&E, coal purchases and other vouchers paid by Servco on 
behalf of LG&E. The cost of these services is directly charged to the Company, or for general costs 
which cannot be directly attributed, charged based 011 predetermined allocation factors, including the 
following ratios: number of customers, total assets, revenues, number of employees and other statistical 
information. These costs are charged on an actual cost basis. 

In addition, the Companies provide services to each other and to Servco. Billings between the 
Companies relate to labor and overheads associated with union and hourly employees performing work 
for the other utility, charges related to jointly-owned generating units and other miscellaneous charges. 
Billings from LG&E to Servco include cash received by Servco on behalf of LG&E, primarily tax 
settlements, and other payments made by the Company on behalf of other non-regulated businesses 
which are reimbursed through Servco. 

Intercompany billings to and from LG&E were as follows: 

(in millions) 

Servco billings to LG&E 
LG&E billings to KIJ 
KU billings to LG&E 
LG&E billings to Servco 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2010 2009 2010 

54 $ 37 $ 169 $ 132 
28 - 47 

- 16 1 63 
12 1 16 1 

$ 

IntercomDany Balances 

The Company had the following balances with its affiliates: 

(in millions) 

Accounts receivable from KU 
Accounts payable to Servco 
Accounts payable to E.ON U.S. 
Accounts payable to Fidelia 
Notes payable to E.ON U.S. 
Long-term debt to Fidelia 

September 30, 
2010 

$ 17 
16 
14 
9 

122 
485 

December 3 1, 
2009 

$ 53 
18 
4 
6 

170 
485 
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Note 12 - Subsequent Events 

Subsequent events have been evaluated through October 29,20 I O ,  the date of issuance of these 
statements, and these statements contain all necessary adjustments and disclostires resulting from that 
evaluation. 

On October 26,201 0, the FERC issued an Order approving the acquisition of E.ON 1J.S. by PPL. See 
Note 1, General. 

On October 22,20 I O ,  LG&E’s pollution control bonds were converted from unsecured debt to debt 
which is collateralized by first mortgage bonds. See Note 1, General, and Note 8, Short-Term and Long- 
Term Debt. 

On October 19,20 10 and October 2 I , 20 10, respectively, the Virginia Commission and Tennessee 
Regulatory Authority issued Orders approving the acquisition of E.ON 1J.S. by PPL. See Note 1 ,  
General. 
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Management's Discussion and Analysis 

Overview 

LG&E, incorporated iri Kentucky in 191 3, is a regulated public utility engaged in the generation, 
transmission, distribution and sale of electric energy and the storage, distribution and sale of natural gas. 
LG&E provides electric service to approximately 396,000 customers in Louisville and adjacent areas in 
Kentucky covering approximately 700 square miles in 9 counties. Natural gas service is provided to 
approximately 320,000 customers in its electric service area and 8 additional counties in Kentucky. 
Approximately 94% of the electricity generated by LG&E is produced by its coal-fired electric 
generating stations, all eqiiipped with systems to reduce SO2 emissions. The remainder is generated by a 
hydroelectric power plant and natural gas and oil fueled combustion turbines. IJnderground natural gas 
storage fields help L,G&E provide economical and reliable natural gas service to customers. 

LG&E is a wholly-owned subsidiary of E.ON LJ.S., an indirect .~vholly-owned subsidiary of EON, a 
German corporation. LG&E's affiliate, KU, is a regulated public utility engaged in the generation, 
transmission, distribution and sale of electric energy in  Kentucky, Virginia and Tennessee. 

The following discussion and analysis by management focuses on those factors that had a inaterial effect on 
LG&E's fiiiancial results of operations and finaiicial condition during the three and nine months ended 
September 30,2010, and should be read in connection with the condensed financial statements and notes 
thereto and the Annual Report for the year ending December 3 I , 2009. Dollars are in inillions unless 
otherwise noted. 

Some of the following disctrssion may contain forward-looking statements that are subject to certain risks, 
uncertainties and assumptions. Such forward-looking statements are intended to be identified in this 
document by the words "anticipate," "expect," "estimale," "objective," "possible," "potential" and similar 
expressions. Actual results rnay vary inaterially. Factors that could cause actual results to differ materially 
include: general economic conditions; business and competitive conditions in the energy industry; changes 
in federal or state legislation; unusual weather; actions by state or federal regulatory agencies; and other 
factors described from time to time in the Company's reports, including the Annual Report for the year 
ended December 3 1 ,  2009. 

PPL Acquisition 

See Note I ,  General, for inforination regarding the acquisition of E.ON U.S. by PPL,, settlement 
agreements in change of control proceedings, closing conditions and anticipated financing transactions. 

See Note 8, Short-Term and Long-Term Debt, for further information regarding the refinancing, 
reinarketing or conversion of existing pollution control debt. 

Regulatory Matters 

See Note 2, Rates arid Regulatory Matters, for information regarding rate cases, regulatory assets and 
liabilities and other regulatory matters. 
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Environmental Matters 

General 

Protection of the environment is a major priority for LG&E and a significant element of its business 
activities. LG&E’s properties a n d  operations are sub.ject to extensive environinental-related oversight by 
federal, state and local regulatory agencies, including via air quality, water quality, waste management 
and similar laws and regulations. Therefore, LG&E must conduct its operations i n  accordance with 
nuinerous permit and other requirements issued under or contained in such laws or regulations. 

Cliniate Change 

Recent developments continue to indicate an increased possibility of significant climate change or GHG 
legislation or regulation, at the international, federal, regional and state levels. During Decernber 2009, 
as part of the IJnited Nation’s Copenhagen Accord, the United States agreed to a non-binding goal to 
reduce GHG emissions to 17% below 2005 levels by 2020. Additionally, during 2009, the 1J.S. House of 
Representatives passed comprehensive GHG legislation, which included a number of measures to limit 
GHG emissions and achieve GWG emission reduction targets below 2005 levels of 3% by 2012, 17% by 
2020, and 83% by 2050. Similar legislation has been considered in the U S .  Senate, but the prospects for 
passage remain uncertain. In late 2009, the EPA issued or proposed various regulatory initiatives 
relating to GMG matters, including an endangerment finding relating to mobile sources of GHGs, a 
GHG reporting requirement arid a rule relating to permitting requirements for new or modified GHG 
emission sources. Finaliy, a number of U.S. states, although not currently incliiding Kentucky, have 
adopted GHG-reduction legislation or regulation of various sorts. The developing GHG initiatives 
include a number of differing structures and formats, including direct limitations on GHG sources, 
issuance of allowances for GMG emissions, cap-and-trade programs for such allowances, renewable or 
alternative generation portfolio standards and mechanisms relating to demand reduction, energy 
efficiency, smart-grid, transmission expansion, carbon-sequestration or other GHG-reducing efforts. 
While the final terms and impacts of such initiatives cannot be estimated, LG&E, as a primarily coal- 
fired utility, could be highly affected by such proceedings. 

Other Environiiiental Regzilatovy Iniliatives 

Additionally, the EPA has proposed or announced that it intends to propose a number of additional 
environmental regulations that could substantially impact utilities with coal-fired generating assets. 
These regulatory initiatives include revisions to the ambient air quality standards for SOz, NOz, ozone, 
arid particulate matter 2.5 microns in size or less, rules aimed at mitigating the interstate transport of SO2 
and NOx, a program governing emissions of hazardous air pollutants from utility generating units, a 
program for the management of coal combustion residuals, revised effluent guidelines for utility 
generating facilities and standards for water intake structures. Such requirements could potentially 
mandate upgrade of existing emission controls, installation of additional emission controls such as 
FGDs, SCRs, fabric filter bag houses, activated carbon injection, wet electrostatic precipitators, closure 
of ash ponds and retrofit of landfills, installation of cooling towers, deployment of new water treatment 
technologies and retirement of facilities that cannot be retrofitted on a cost effective basis. 

The cost to LG&E and the effect on LG&E’s business of complying with potential GHG restrictions and 
other environmental regulatory initiatives will depend on the details of the programs ultiinately enacted. 
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Some of the design elements which may have the greatest effect on LG&E include (a) the required 
levels and timing of emissions caps, discharge limits or similar standards (b) the sources covered by 
such requirements, (c) transition and mitigation provisions, S U C ~  as phase-in periods, free allowances or 
price caps, (d) the availability and pricing of relevant mitigation or control technologies, goods or 
services and (e) economic, market and customer reaction to electricity price and demand changes due to 
enviroriinerital concerns. 

1Jltimately, environmental matters or potential environmental matters can represent an  important 
element of current or fbture potential capital requirements, fbture unit retirement or replacement 
decisions, supply and demand for electricity, operating and maintenance expenses or compliance risks 
for the Company. Rased on prior regulatory precedent, LG&E currently anticipates that many of such 
direct costs may be recoverable through rates or other regulatory mechanisms, particularly with respect 
to coal-related generation, but the availability, timing or completeness of such rate recovery cannot be 
assured. Ultimately, climate change and other environmental matters will likely increase the !eve1 of 
capital expenditures and operating and maintenance costs incurred by the Company during the next 
several years. With respect to NAAQS, CATR, CAMR replacement and coal combustion byproducts 
developments, based on a preliminary analysis of proposed regulations, the Company may be required to 
consider actions such as upgrading existing emissions controls, installing additional emissions controls, 
upgrading byproducts disposal and storage and possible early replacement of coal-fired units. Capital 
expenditures for LG&E associated with such actions are preliminarily estimated to be in the $2.3 billion 
range over the next 10 years, although final costs may substantially vary. See Management’s Discussion 
and Analysis and Note 9, Commitments and Contingencies, for additional information. 
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Results of Operations 

The electric and gas utility business is affected by seasonal temperatures. As a result, operating revenues 
(arid associated operating expenses) are not generated evenly throughout the year. 

Three Months Ended September 30,201 0, Compared to 
Three Months Ended September 30, 2009 

Net Income 

Net iricolne was $60 inillion for the three months ended September 30,2010, compared to $50 inillion 
for the same period in 2009. The increase was primarily the result of the following: 

Total operating revenues 
Total operating expenses 

Operating income 

Derivative gain (loss) 
Interest expense 
Interest expense to affiliated companies 

Income before income taxes 

Income tax expense 

Net income 

Three Months Ended 
Septernber 30, 

2010 2009 

$ 327 $ 276 
250 182 

77 94 

29 (4) 
5 5 
6 6 

95 79 

35 

$ 60 

29 

$ so 

Net income attributable by segment was: 
Three Months Ended 

Septetnber 30, 
2010 2009 

Electric 
Gas 

Total 

$ 59 $ 55 
1 ( 5 )  

$ 60 $ 50 

Increase 
[Decrease] 

$ 51 
68 

(17) 

33 

16 

h 

$ 10 

Increase 
(Decrease) 

$ 4 
6 

$ 10 
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Operating Revenues 

Operating revenues follow: 
Three Months Ended 

2010 2009 (Decrease) 
September 30, Increase 

Electric revenues 
Gas revenues 

Total operating revenues 

$ 297 $ 248 $ 49 
28 2 - 30 

$ 327 $ 276 $ 51 

Revenues 

The $51 million increase in revenues in the three months ended September 30, 2010, was primarily due 
to: 

Increase 
(Decrease) 

Retail sales volumes (a) 
Retail electric base rates (b) 
Retail FAC costs billed to customers due to higher fuel price 

$ 29 
16 
6 

(a) Primarily due to increased consumption by residential customers as a result of increased 
cooling degree days and higher energy usage by industrial customers as a result of 
improved economic conditions and increased cooling degree days. 

further discussion of the 2011 0 electric and gas rate cases. 
(b) Due to higher rates effective August 1 ,  2010. See Note 2, Rates and Regulatory Matters, for 
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Operating Expenses 

Fuel for electric generation and natural gas supply expense c,omprise a large component of total 
operating expenses. Increases or decreases in the costs of file1 and natural gas supply are reflected in 
retail rates through the FAC and GSC, subject to the approval of the Kentucky Comniission. Operating 
expenses follow: 

Three Months Ended 

2010 2009 /Decrease) 
September 30, Increase 

Fuel for electric generation 
Power purchased 
Gas supply expenses 
Other operation and maintenance 

Depreciation, accretion and amortization 
expenses 

Total operating expenses 

$ 104 9; 83 $ 21 
12 10 2 
10 10 

89 44 45 
35 35 - 

$ 250 $ 182 $ 68 

Fuel for Electric Generation 

The $21 million increase in fuel for electric generation in  the three inoliths ended September 30, 2010, 
was primarily due to: 

Increase 
(Decrease) 

Commodity and transportation costs for coal 
Fuel usage due to increased retail sales volumes 

$ 21 

Other Operation and Maintenance Expenses 

$ 14 
7 

Other operation and maintenance expenses increased $45 million in the three months ended September 
30, 2010, due to $43 million of increased maintenance expenses and $2 inillion of increased other 
operation expenses. These increases were primarily due to distribution expenses ($42 million related to 
maintenance and $2 million related to other operations) incurred in the first quarter of 2009 for wind and 
ice storm restoration that were reclassified to a regulatory asset in the third quarter of 2009. 
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Derivative Gain (Loss) 

The $33 million increase in derivative gain (loss) in the three months ended September 30,2010, was 
primarily due to: 

Increase 
[Decrease) 

Reclassification of ineffective interest rate swap loss to a regulatory asset 

Reclassification of terminated interest rate swap loss to a regulatory asset 

Loss on ineffective interest rate swaps in 2009 

in 2010 (a) $ 21 

in 2010 (a) 9 
3 -- 

$ 33 

(a) See Note 2, Rates and Regulatory Matters, for further discussion of the interest rate swap 
regulatory assets. 

Income Tax Expense 

See Note 7, Income Taxes, for a reconciliation of differences between the U.S. federal income tax 
expense at statutory rates and LG&E’s income tax expense. 
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Nine Months Ended September 30,201 0, Compared to 
Nine Months Ended September 30,2009 

Net Income 

Net income was $107 million for the nine months ended September 30,2010, compared with $76 
million for the same period in 2009. The increase was primarily the result of the following: 

Total operating revenues 
Total operating expenses 

Operating income 

Derivative gain (loss) 
Interest expense 
Interest expense to affiliated companies 
Other income (expense) - net 

Income before income taxes 

Income tax expense 

Net income 

Nine Months Ended 
September 30, 

2010 2009 

$ 972 $ 981 
788 842 

184 139 

167 117 

60 41 

$ 107 $ 76 

Net income attributable by segment was: 
Nine Months Ended 

September 30, 

Electric 
Gas 

Total 

$ 92 $ 70 
1s 6 

$ 107 $ 76 

Increase 
(Decrease] 

$ (9) 
(54) 

4s 

6 
(1) - 
- 

so 
19 

$ 31 

Increase 
(Decrease) 

$ 22 
9 

$ 31 
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Operating Revenues 

Operating revenues follow: 

Electric 
Gas 

Total operating revenues 

Nine Months Ended 
September 30, 
- 2010 2009 [Decrease) 

Increase 

$ 776 $ 711 $ 65 
196 - 270 -- (74) 

$ 972 $ 981 $ (9) 

Electric Revenues 

The $65 rnillion increase in electric revenues i n  the nine months ended September 30, 2010, was 
primarily due to: 

Increase 
{Decrease) 

Retail sales volumes (a) $ 55 
Retail base rates (b) 13 
Retail FAC costs billed to customers due to higher fuel price 11 
DSM revenire due to increased recoverable program spending 6 
Wholesale sales to K U  due to volume (c) (13) 
Wholesale sales to third parties due to volume (d) (7) 

$ 65 

(a) Primarily due to increased consumption by residential customers as a result of increased 
cooling and heating degree days and higher energy usage by industrial customers as a result 
of improved economic conditions and increased cooling and heating degree days. 

(b) Primarily due to higher rates effective August 1 , 20 10. See Note 2, Rates and Regulatory 
Matters, for fiirther discussion of the 201 0 electric and gas rate cases. 

(c) Primarily due to increased consumption by residential customers as a result of increased 
cooling a n d  heating degree days and increased coal-fired generation outages in the first six 
months of 2010 and higher energy usage by industrial customers as a result of improved 
economic conditions and increased cooling and heating degree days. See Note 11 , Related 
Party Transactions, for fiirther discussion of the mut~ial agreement for wholesale sales and 
purchases between the Companies. 

(d) Primarily due to increased consumption by residential customers as a result of increased 
cooling a n d  heating degree days, increased coal-fired generation outages in the first six 
months of 2010 and higher energy usage by industrial customers as a result of improved 
economic conditions and increased cooling and heating degree days. 
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Gas Revenues 

The $74 inillion decrease in gas revenues in the nine months ended September 30,2010, was primarily 
due to: 

Increase 
(Decrease) 

Retail average cost billed through GSC (a) 
WNA revenues 
Retail sales volumes (b) 
Retail base rates (c) 

(a) Due to reductions in gas prices as a result of lower fLiel costs. 
(b) Primarily due to increased consumption by residential customers as a result of increased 

(c) Primarily due to higher rates effective August 1, 2010. See Note 2, Rates and Regulatory 
heating degree days. 

Matters, for further discussion of the 2010 electric and gas rate cases. 

Operating Expenses 

Fuel for electric generation and gas supply expenses comprise a large component of total operating 
expenses. Increases or decreases in the costs of fuel and gas supply are reflected in retail rates through 
the FAC and GSC, sihject to the approval of the Kentucky Commission. Operating expenses follow: 

Nine Months Ended 

-- 2010 2009 [Decrease) 
September 30, Increase 

Fuel for electric generation $ 277 $ 257 $ 20 
Power purchased 41 43 (2) 
Gas supply expenses 103 189 (86) 
Other operation and maintenance expenses 263 2.5 I 12 
Depreciation, accretion and amortization 104 102 2 

Total operating expenses $ 788 $ 842 $ (54) 
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Fuel for Electric Generation 

The $20 million increase in fuel for electric generation in the nine months ended September 30,2010, 
was primarily due to: 

Increase 
[Decrease) 

Commodity and transportation costs for coal 
Fuel usage volumes due to increased native load sales 

$ 15 
E 

Gas Snpply Expenses 

The $86 million decrease in gas supply expenses in the nine months ended September 30,201 0, was 
primarily due to: 

Increase 
[Decrease) 

Cost of gas supply billed to customers 
Natural gas volumes delivered to retail customers (a) 
Wholesale sales 

(a) Primarily due to increased consumption by residential customers as a result of increased 
heating degree days. 

Other Operation and Maintenance Expenses 

Other operation and maintenance expenses increased $12 million in the nine months ended September 
30,201 0, primarily due to $1 1 million of increased boiler and electric maintenance expenses mainly 
related to outage work and $1 million of increased other operation expenses. 
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Derivative Gain (Loss) 

The $6 inillion increase in derivative gain (loss) in the nine inonths ended September 30, 201 0, was 
primarily due to: 

Increase 
(Decrease) 

Reclassification of ineffective interest rate swap loss to a regulatory asset 

Reclassification of terminated interest rate swap loss to a regulatory asset 
in 2010 (a) $ 21 

in 20 10 (a) 9 
lll_______ (24) Loss on ineffective interest rate swaps (b) 

$ 6 
(a) See Note 2, Rates and Regulatory Matters, for further discussion of the interest rate swap 

(b) Primarily due to a loss i n  2010, versus a gain in 2009. 
regulatory assets. 

Jncome Tax Expense 

See Note 7 ,  Income Taxes, for a recoriciliation of differences between the 1.1.S. federal income tax 
expense at statutory rates and L,C&E’s income tax expense. 
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Financial Condition 

Liquidity and Capital Resources 

Cash and cash equivalents 
Current portion of long-term bonds 
Notes payable to affiliated company 

September 30, December 3 1 ,  
2010 2009 

$ 4 $ 5 
I20 120 
I22 170 

Activity in LG&E’s cash and cash equivalents in the nine months ended Septetnber 30, 2010, included 
the following: 

Increase 
[Decrease1 

Cash provided by operating activities $ 162 

Proceeds from assets sold to affiliate 48 
Construction expenditures (108) 

A net decrease in short-term borrowings froin affiliated company (48) 
Payments of dividends ( 5 5 )  

Working Capital Deficiency 

As of September 30,2010, LG&E had a working capital deficiency of $105 million, primarily due to 
short-term debt from affiliates associated with the repurchase of  certain of its tax-exempt bonds totaling 
$1 63 million and $120 million of tax-exempt bonds which allow the investors to put the bonds back to 
the Company causing them to be classified as current portion of  long-term debt. The Company has 
adequate liquidity facilities to repurchase any bonds put back to the Company. The repurchased bonds 
are being held until they can be refinanced or restructured. Working capital deficiencies can be funded 
through an intercompany money pool agreement or through bilateral lines of credit. See Note 8, Short- 
Term and Long-Term Debt. LG&E believes that its sources of funds will be sufficient to meet the needs 
of its business in the foreseeable future. 

Auction Rate Securities 

Auctions for auction rate securities issued by LG&E continued to fail during the quarter. LG&E held 
$163 million of its own securities at September 30,2010 and December 31,2009, that at one time were 
auction rate securities. See Note 8, Short-Term and Long-Term Debt, for fiirther discussion of auction 
rate securities. 
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Debt 

Regulatory approvals are required for LG&E to incur additional debt. The FERC authorizes the issuance 
of short-term debt while the Kentucky Commission authorizes the issuance of long-term debt. In 
November 2009, LG&E received a two-year authorization from the FERC to borrow up to $400 million 
in short-term funds. These short-term funds are made available via the Company’s participation in  an 
intercompany money pool agreement wherein E.ON US. and/or KU make fiinds available to L,G&E at 
market-based rates (based on highly rated commercial paper issues). 

A significant portion of LG&E’s short-term debt balance ($163 million) is for borrowings incurred to 
repurchase auction rate tax-exempt bonds. Following the repurchase, the repurchased bonds have been 
removed from the balance sheet. However, these bonds are being held until they can be refinanced or 
restructured. 

See Note 1, General, for information on PPL related financing activities and Note 8, Short-Term and 
Long-Term Debt, for information on redemptions, maturities and issuances of long-term debt. 

Common Stock Dividends 

In March and September 201 0, the Company paid dividends of $30 million and $25 million, 
respectively, to its common shareholder, E.ON U.S. LG&E uses net cash generated froin its operations 
and external financing (including financing from affiliates) to fund the payment of dividends. Future 
dividends, declared at the discretion of the Board of Directors, will be dependent on fiiture earnings, 
financial requirements and other factors. 

Credit Ratings 

LG&E’s credit ratings reflect the views of two national rating agencies. A security rating is not a 
recommendation to buy, sell or  hold securities and is subject to revision or withdrawal at any time by the 
rating agency. In October 20 10, two national rating agencies revised credit ratings of the pollution 
control bonds. One revised downward the short-term credit rating of the pollution control bonds and the 
Coinpany’s issuer rating as a result of the pending acquisition by PPL, and the other increased the long- 
term rating of the pollution control bonds as a result of the addition of the first mortgage bonds as 
collateral. See Note 8, Short-Term and Long-Term Debt, for a discussion of downgrade actions related 
to the pollution control bonds caused by a change in the rating of the entity insuring those bonds. 

LG&E has various derivative and non-derivative contracts, including Contracts for the sale and purchase 
of electricity and fuel, natural gas and interest rate instruinents, which contain provisions requiring 
LG&E to post additional collateral or permit the counterparty to terminate the contract if LG&E’s credit 
rating were to fall below investment grade. At September 30,2010, if LG&E’s credit rating had been 
below investment grade, the Company would have been required to post an additional $4 inillion of 
collateral to counterparties for both derivative and non-derivative commodity and commodity-related 
contracts used in its generation, marketing and trading operations and interest rate contracts. 
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Future Capital Requirements 

LG&E’s construction program is designed to ensure that there will be adequate capacity and reliability 
to meet the electric needs of its service area and to coinply with environmental regulations. These needs 
are continually being reassessed, and appropriate revisions are made, when necessary, in  construction 
schedules. LG&E expects its capital expenditures for the three year period ending December 31,2012, 
to total approximately $8 15 million, consisting primarily of the following: 

Construction of distribution assets 
Construction of generation assets 
Redevelopment of Ohio Falls hydroelectric facility 
Information technology projects 
Other prqjects 
Construction of TC2 

$ 355 
330 
60 
35 
30 

5 

$ 81.5 - 

In addition to the amounts in the table shown above, evolving environmental regulations will likely 
increase the level of capital expendiiures above the amounts currently expected over the next several 
years. With respect to NAAQS, CATR, CAMR replacement and coal combustion byproducts 
developments, based on a preliminary analysis of proposed regulations, the Company rnay be required to 
consider actions such as upgrading existing emissions controls, installing additional einissions controls, 
upgrading byproducts disposal and storage and possible early replacement of coal-fired units. Capital 
expenditures for LG&E associated with S L I C ~  actions are preliminarily estimated to be in the $2.3 billion 
range over the next 10 years, although final costs may substantially vary. See Note 9, Commitments and 
Contingencies, for further discussion of environmental matters. Future capital requirements rnay be 
affected in varying degrees by factors such as electric energy demand load growth, changes in 
construction expenditure levels, rate actions by regulatory agencies, new legislation, changes in 
cominodity prices and labor rates, changes in environmental regulations and other regulatory 
requirements. Credit rnarket conditions can affect aspects of the availability, terms or methods in which 
LG&E and KU fund their capital requirements. LG&E and K U  anticipate funding future capital 
requirements through operating cash flow, debt and/or infusions of capital from their parent. 



Controls and Procedures 

Management is responsible for establishing and maintaining adequate internal control over financial 
reporting. Internal control over financial reporting is a process designed to provide reasonable assurance 
regarding the reliability of financial reporting and the preparation of financial statements for external 
purposes i n  accordance with generally accepted accounting principles. A company’s internal control 
over financial reporting includes those policies and procedures that pertain to the maintenance of records 
that, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of 
the company; provide reasonable assurance that transactions are recorded as necessary to permit 
preparation of financial statements in accordance with generally accepted accounting principles and 
receipts and expenditures of the company are being made only in accordance with authorizations of 
management and directors of the company; and provide reasonable assiirance regarding prevention or 
timely detection of iinaulhorized acquisition, use, or disposition of the company’s assets that could have 
a material effect on the condensed financial statements. 

Because of its inherent Iirnitations, internal controI over financial reporting inay not prevent or detect 
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the 
risk that controls inay become inadequate because of changes in conditions, or that the degree of 
compliance with the policies or procedures inay deteriorate. 

As of December 3 I ,  2009, LG&E is not subject to the internal control and other requirements of the 
Sarbanes-Oxley Act of 2002 and associated rules (the “Act”) and consequently is not required to 
cvaluate the effectiveness o f  the Company’s internal control over financial reporting pursuant to Section 
404 of the Act. However, management has assessed the effectiveness of the Company’s interiial control 
over financial reporting as of December 3 1, 2009, using the criteria set forth by the Committee of 
Sponsoring Organizations of the Treadway Commission in InterizaZ Control - Integrated Framework. 
Management has concluded that, as of December 3 1,2009, the Company’s internal control over 
financial reporting was effective based on those criteria. There have been no changes in the Company’s 
internal control over financial reporting that occurred during the nine months ended September 30,2010, 
that has  materially affected or is reasonably liltely to materially affect the Company’s internal control 
over financial reporting. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 1 , 2009, 
was audited by PricewaterhouseCoopers ILLP, an independent accounting firm, as stated in its report 
which is included in the 2009 L,G&E Annual Report. 
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Legal Proceedings 

For a description of the significant legal proceedings, including, but not limited to, certain rates and 
regulatory, environmental, climate change and litigation matters, involving L,G&E, reference is made to  
the information under the following captions of the Company’s Annual Report for the year ended 
December 3 1 , 2009: Business, Risk Factors, Legal Proceedings, Management’s Discussion and 
Analysis, Financial Statements and Notes to Financial Statements. Reference is also made to the matters 
described in Note 2, Rates and Regulatory Matters; Note 9, Commitments and Contingencies; and Note 
12, Subsequent Events, of this quarterly report. Except as described in this quarterly report, to date, the 
proceedings reported in the Company’s Annual Report for the year ended December 3 1,2009, have not 
materially changed. 

Other 

In the normal course of business, other lawsuits, claims, environrniental actions and other governmental 
proceedings arise against LGGrE. To the extent that damages are assessed in any of these lawsuits, [he 
Company believes that its insurance coverage is adequate. Management, after consultation with legal 
counsel, does not anticipate that liabilities arising out of other currently pending or threatened lawsuits 
and claims will have a material adverse effect on the Cotnpany’s financial position or results of 
operations. 
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Forward-Looking Information 

LG&E uses forward-looking statements in this annual report. statements that are not historical facts are 
forward-looking statements, and are based on beliefs and assumptions of management, and on 
inforii2ation currently available to inanageinent. Forward-looking stateinelits include staterrierits 
preceded by, followed by or using such words as “believe,” “expect,” “anticipate,” “plan,” “estimate” or 
similar expressions. Such statements speak only as ofthe date they are made, and the Company 
undertaltes no obligation to update publicly any of  them in light of new inforination or future events. 
Actual reslilts may inaterially differ from those implied by forward-looking statements due to known 
and uriknown risks and uncertainties. Factors that could cause actual results to differ inaterially froin 
those indicated in any forward-looking statement include, but are not limited to: 

fuel  s~ipply availability; 
weather conditions affecting generation production, customer energy use and operating costs; 
operation, availability and operating costs of existing generation facilities; 
transmission and distribution system conditions and operating costs; 
collective labor bargaining negotiations; 
t h e  outcome of litigation against the Company; 
potential effects of threatened or actual terrorism or war or other hostilities; 
cornmitinents and liabilities; 
market demand and prices for energy, capacity, transmission services, emission allowances and 
delivered fuel; 
competition i n  retail and wholesale power and natural gas markets; 
l iquidity of wholesale power markets; 
defaults by counterparties under the Company’s energy, fuel or other power product contracts; 
market prices of commodity inputs for ongoing capital expenditures; 
capital niarket conditions, including the availability of capital or credit, changes in interest rates, 
arid decisions regarding capital structure; 
the fair value of debt and equity securities and the impact on defined benefit costs and resultant cash 
funding requirements for defined benefit plans; 
interest rates and their effect on pension and retiree medical liabilities; 
volatility in or the impact of other changes in financial or commodity inarltets and economic 
conditions; 
profitability and liquidity, including access to capital markets and credit facilities; 
new accounting requirements or new interpretations or applications of existing requirements; 
securities and credit ratings; 
current and future environmental conditions and requirements and the related costs of compliance, 
including environmental capital expenditures, emission allowance costs and other expenses; 
political, regulatory or economic conditions i n  states, regions or countries where the Company 
conducts business; 
receipt of necessary governmental permits, approvals and rate relief; 
new state or federal legislation, including new tax, environmental, health care or pension-related 
legislation; 
state or federal regulatory developments; 
the  impact of any state or federal investigations applicable to the Company and the energy industry; 
the  effect of any business or industry restructuring; 
development of new projects, markets and technologies; 
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,, perforinance of new ventures; and 
0 asset acquisitions and dispositions. 

In light of these risks and uncertainties, the events described in the forward-looking statements might not 
occur or iiiight occur to a different extent or at a different t ime than the Company has described. For 
additional details regarding these and other risks and uncertainties, see Risk Factors. 
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R u s i n ess 

General 

L,G&E, incorporated in  Kentucky in 191 3, is a regulated utility engaged in the generation, transmission, 
distribution and sale of electric energy and the storage, distribution and sale of natural gas. LG&E 
provides electric service to approximately 395,000 customers in Louisville and ad~jacent areas in 
Kentucky covering approximately 700 square miles in nine counties. Natural gas service is provided to 
approximately 320,000 customers in its electric service area and eight additional counties in Kentucky. 
Approximately 95% of the electricity generated by LG&E is produced by its coal-fired electric 
generating stations, all equipped with systems to reduce SO2 emissions. The remainder is generated by 
riatitral gas and oil fueled CTs and a hydroelectric power plant. Underground natural gas storage fields 
help the Company provide economical and reliable natural gas service to customers. 
On November 1, 2010, LG&E becanie an indirect wholly owned siibsidiary of PPL, when PPL acquired 
all of the outstanding limited liability coiripany interests in the Company’s direct parent, LKE, from 
E.ON IJS Investments Corp. LKE, a Kentucky limited liability company, also owns the affiliate, KU, a 
regulated utility engaged in the generation, transmission, distribution and sale of electric energy in  
Kentucky, Virginia and Tennessee. Following the acquisition, the Company’s business has not changed. 
LG&E and KU are continuing as subsidiaries of L,KE, which is iiow an intermediary holding company 
in the PPL group of companies. 

Headquartered in Allentown, Pennsylvania, PPL is an energy and utility holding company that was 
incorporated i n  1994. Through its subsidiaries, PPL owns or controls about 19,000 megawatts of 
generating capacity in the U.S.,  sells energy in key IJS. markets and delivers electricity and natural gas 
to about 5.3 million customers in the U S .  and the U.K. 

Predecessor arid Szrccessor- 

LG&E’s historical financial results are presented using “Predecessor” or  “Successor” to designate the 
periods before or aAer PPL’s acquisition of LKE. Predecessor covers the time period prior to November 1, 
201 0. Successor covers the time period after October 3 I ,  201 0. Certain accounting and presentation 
methods were changed to acceptable alternatives to conform to PPL accounting policies and the cost basis 
of certain assets and liabilities were changed as of November 1,2010, as a result of the application of push- 
down accounting. Consequently, the financial position, results of operations and cash flows for the 
Successor period are not comparable to the Predecessor period. 

Despite the separate presentation, the core operations of the Company have not changed. See Note 1 , 
Summary of Significant Accounting Policies, for the major differences in Predecessor and Successor 
accounting policies. See Note 2, Acquisition by PPL, for information regarding the acquisition and the 
purchase accounting adjustments. 
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Operations 

Successor 
Noveinher I ,  201 0 

Dollars are in inillions unless otherwise noled. 

Predecessor 
January 1,201 0 

For the year ended December 3 1,201 0, 77% of total operating revenues were derived fiom electric 
operations and 23% froin natural gas operations. Electric and gas operating revenues and the 
percentages by class of service on a combined basis for this period were as follows: 

through 
December 3 1, 20  1 0 
Electric Gas 

Residential $ 57 $ 56 
Industrial and 

coininercial 70 2 2  
Other retail 17 5 
Wholesale 25 2 

$ 169 $ 85 - .  

through 
October 3 1,20 10 

Electric Gas 
$ 309 $ 137 

35 1 58 
87 1 1  

5 99 
$ 846 $ 211 

-____ ____ 

I__i? 

Coinbined YO Combined 
$ 559 43% 

so I 38% 
120 9% 
131 10% 

100% 
I_ - $ 1,311 

The sources of electric operating revenues and voluines o f  sales for the following periods in 201 0,2009 
and 2008 were as follows: 

Successor 
November 1,20 1 0 

through 
December 3 I ,  20 I0  

Revenues (Gwh) 
Voluines 

Residential $ 57 682 
Industrial and 

com~nercial 70 1,024 
Other retail I7 209 
Wholesale 25 1,107 

$ 169 3,022 

Predecessor 
January I ,  20 I O  

through Year Ended Year Ended 
October 3 1,201 0 December 3 1,2009 December 3 1,2008 

Revenues (Gwli) Revenues (Gwli) Revenues (Gwh) 
Volu ines V ol u mes Voluines 

$ 309 3,910 $ 310 4,096 $ 301 4,206 

351 5,372 377 6,029 387 6,574 
87 1,141 89 1,280 82 1,303 

I 99 4,138 142 5,711 246 7,884 ' $ 846 14,561 $ 918 17,116 $ 1,016 19,967 -~ 

LG&E's all tiine peak electric load occurred in 201 0 and was 2,852 Mw on August 4,2010, when the 
teinperature reached a high of 102 degrees Fahrenheit in Louisville. 
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Successor 
November 1,201 0 

The sources of natural gas operating revenues and the volumes of sales for the following periods in 
201 0 ,2009  and 2008 were as follows: 

Predecessor 
January 1, 201 0 

through 
December 3 1,20 10 

Vol Limes 
Revenues (MMcf) 

through Year Ended Year Ended 
October 3 1,201 0 December 3 1,2009 December 3 1,2008 

Volumes V o 1 LI ines Volumes 
Revenues (MMcf) Revenues (MMcf) Revenues (MMcf) 

Residential $ 56 6,583 
Industrial arid 

commercial 22 2,903 
Other retail 5 490 
Wholesale 2 2,614 

p; 85 12,590 

$ 137 14,424 $ 230 19,742 $ 281 21,338 

58 7,319 98 9,600 136 10,914 
1 1  1,097 20 1,568 23 1,677 

5 8,719 6 10,866 12 12,241 
$ 211 31,559 $ 354 41,776 $ 452 46,170 - 

Natural gas billings include a W N A  mechanism which adjusts the distribution cost coinponent of 
residential and commercial customers to normal temperatures during the heating season months of 
Noveinber through April, somewhat mitigating the effect of above- or below-normal weather on 
reside11tial and cominercial revenues. In July 2009, the Kent~icky Commission approved L,G&E’s 
reqiiest to make the current WNA mechanism permanent. 

During 2010, the inaximum daily natural gas sendout was approximately 41 6,000 Mcf, occurring on 
December 13,201 0, when the average temperatiire for the day jn Louisville was 15 degrees Fahrenheit. 
Supply on that day consisted of approximately 305,000 Mcf from pipeline deliveries, approximately 
1 I 1,000 Mcffroiii on-system gas storage. 

The Company’s power generating system includes coal-fired steam generating stations, with natural gas 
and oil fiieled CTs which supplement the system during peak or emergency periods. As of December 3 I ,  
201 0, L,G&E’s system capacity was: 

Fuel/Plant 
Coal (steam) 

Mill Creek 
Cane Run 
Triinble County (b) 
OVEC - Clifty Creek ( e )  
OVEC - Kyger Creek (c) 

Total stem 

Total Mw 
S uin mer 

Capacity (a) 

1,472 
563 
51 1 

1,304 
1,086 
4,936 

~- 

Ownership or 
% Lease Interest 

Ownership in Mw 

100.00 1,472 
100.00 563 
75.00 383 
5.63 73 
5.63 61 

2,552 

Location 

Jefferson County, KY 
Jefferson County, KY 
Triinble County, KY 
Jefferson County, IN 
Gallia County, OH 
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Total Mw 
Summer 

Capacity (a) 

640 
338 
320 
158 

E.W. Brown TJnit 5 129 

Zorn 14 
Cane Run 14 

Total combustion turbines 1,648 

Fu el/PI an t 
Natural gadoil (combustion turbines) 

Trinible County Units 7- 10 (d) 
E.W. Brown Units 6-7 (d) 
Trinible County Units 5-6 (d) 
Paddy’s Run Unit 13 (d) 

Paddy’s Run Units 11-12 35 

Hydro 
Ohio Falls Hydroelectric 52 

Station 
Total hydro 

- 
52 

Ownership or 
YO Lease Interest 

Ownership in Mw 

37.00 
38.00 
29.00 
53.00 
53.00 

100.00 
100.00 
100.00 

23 7 
124 
93 
84 
66 
35 
14 
14 

667 

100.00 52 

52 

Location 

Trimble County, KY 
Mercer County, KY 
Trimble County, KY 
Jefferson County, ICY 
Mercer County, KY 
Jefferson County, KY 
Jefferson County, KY 
Jefferson County, KY 

Jefferson County, KY 

Total system capacity 6,636 - 3,271 

(a) The capacity of generation units is based on a number of factors, including the operating 
experience and physical conditions of the units and may be revised periodically to reflect 
changed circumstances. 

(b) TCI is jointly owned with IMEA and IMPA. See Note 14, Jointly Owned Electric Utility Plant, 
for further information. 

(c) LG&E is contractiially entitled to 5.63% of OVEC’s output based on a power purchase 
agreement which is coinprised of annual minimuin debt service payments, as well as 
contractually-required reimbursement of plant operating, maintenance and other expenses. 
OVEC’s capacity is shown at unit nameplate ratings. 

(d) Units are .jointly owned with KIJ. See Note 14, Jointly Owned Electric Utility Plant, for further 
information. 

With limited exceptions the Conipany took care, custody and control of TC2 on January 22, 201 1, arid 
has dispatched the  unit to meet customer demand since that date. LG&E and the contractor agreed to a 
fiirther amendment of the construction agreement whereby the contractor will complete certain actions 
relating to identifying and completing any necessary modifications to allow operation of TC2 on all 
fuels in accordance with initial specifications prior to certain dates, and amending the provisions relating 
to liquidated damages. Unit 2 is coal-fired and has a capacity of 760 Mw, of which L,G&E’s share is I08 
MW. 

On December 3 1 , 2010, LG&E’s electric transmission system included 45 substations (32 of which are 
shared with the distribution system) with traiisforiner capacity of approximately 6,760 MVA and 
approximately 9 I 1 miles of lines. The electric distribution system included 95 substations (32 of which 
are shared with t h e  transmission system) with transformer capacity of approximately 5,224 MVA and 
approxirnately 3,920 miles of overhead lines and 2,350 miles of underground conduit. 
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LG&E contracts with the TVA to act as LG&E’s transmission reliability coordinator and SPP to function as 
LG&E’s independent transmission operator, piirsuant to FERC requirernents. The TVA and SPP contracts 
provide services through August 3 1,201 1 and August 31, 2012, respectively. See Note 3, Rates and 
Regulatory Matters, for fiirther information. 

LG&E and KU jointly dispatch their generation units with the lowest cost generation used to serve their 
retail native load. When LG&E has excess generation capacity after serving its own retail native load 
and its generation cost is lower than that of KU, KU purchases electricity from L,G&E. When KI.7 has 
excess generation capacity after serving its own retail native load and its generation cost is lower than 
that of LG&E, LG&E purchases electricity from KU. These transactions are recorded as intercompany 
wholesale sales and purchases and are recorded by each company at a price equal to the seller’s fiiel 
cost. Savings realized from purchasing electricity intercompany instead of generating from their own 
higher costs units or purchasing from the market are shared equally between the Utilities. The volrime of 
energy each company has t o  sell to the other is dependent on its native load needs and its available 
generat ion. 

LG&E’s riatural gas transmission system includes 380 miles of transmission mains, consisting of 25.5 
miles of natural gas transmission lines, 119 miles of natural gas storage lines and 6 miles of natural gas 
combustion turbine lines. LG&E’s the natural gas distribution system includes 4,235 miles of 
distribution mains. 

Five underground natural gas storage fields, with a current working natural gas capacity of 
approximately 15 million Mcf, help provide economical and reliable natural gas service to iiltimate 
coimimers. By using natural gas storage facilities, LG&E avoids the costs typically associated with 
more expensive pipeline transportation capacity to serve peak winter heating loads. Natiiral gas is stored 
in the siimmer season for withdrawal i n  the subsequent winter heating season. Without its storage 
capacity, LG&E would be required to buy additional natural gas and pipeline transportation services 
during the winter months when customer demand increases and when the prices for natural gas supply 
and transportation services are typically at their highest. Several suppliers under contracts of varying 
duration provide competitively priced natural gas. The underground storage facilities, in  combination 
with its purchasing practices, enable the Company to offer natural gas sales service at competitive rates. 
At December 31, 2010, L,G&E had a 12 million Mcf inventory balance of natural gas stored 
underground valued at $60 inillion. 

A number of large coiiimercial and industrial customers purchase their natural gas requirements directly 
from alternate suppliers for delivery through LG&E’s distribution system. These large coininercial and 
industrial customers account for approximately one-fourth of the Company’s annual throughput. 

The estimated rnaxiiniiin deliverability from storage during the early part of the heating season is 
expected to be in excess of 350,000 Mcflday. Under mid-winter design conditions, LG&E expects to be 
able to withdraw about 307,000 McWday from its storage facilities. The deliverability of natural gas 
fiom the storage facilities decreases as storage inventory levels are reduced by seasonal withdrawals. 

Siibstantially all of LG&E’s real and tangible property located in Kentucky is subject to a mortgage lien, 
securing its first mortgage bonds. See Note 1 1, Long-Term Debt, for f-ilrther information. 
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Rates and Regulations 

PPL,, LG&E’s ultimate parent, is a holding coinpany under PUHCA 2005. PPL,, its utility subsidiaries, 
including L,G&E, and certain of its non-utility subsidiaries are subject to extensive regulation by the 
FERC with respect to miineroiis matters, including: electric utility facilities and operations, wholesale 
sales of power arid related transactions, accounting practices, iss~iances and sales of securities, 
acquisitions and sales of utility properties, payments of dividends out of capital and surplus, financial 
matters and inter-system sales of non-power goods arid services. LG&E believes that it has adequate 
authority (including financing authority) under existing FERC Orders and regulations to conduct its 
business and will seek additional authorization when necessary. 

The Company is siib~ject to the jurisdiction of the FERC and Kentiicky Coniinission in virtually all 
matters related to electric and natural gas  utility regulation, and as snch, its accounting is sihject to the 
regulated operations guidance of the FASB ASC. Given its competitive position in ‘she marketplace and 
the status of regulation in Kentucky, there are no plans or intentions to discontinue the application of the 
regulated operations guidance of the FASB ASC. 

On April 28, 2010, E.ON LIS.  announced that a Purchase and Sale Agreement (the “Agreenient”) had 
been entered into among E.ON US Investments Corp., PPL and E.ON. 

The transaction was subject to custoinary closing conditions, including the expiration or terinination of 
the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required regulatory approvals 
(including the FERC and state regulators in Kentucky) and the absence of injunctions or restraints 
imposed by governmental entities. 

Change of control and financing-related applications were filed on May 28, 201 0, with the Kentucky 
Cornmission. An application with the FERC was filed on June 28, 2010. During the second quarter of 
2010, a number of parties were granted intervenor status in the Kentucky Commission proceedings and 
data request filings and responses occurred. Early termination of the Nart-Scott-Rodino waiting period 
was received on August 2, 2010. 

A hearing in the Kentucky Commission proceedings was held on September 8, 2010, at which time a 
i inani im~~s settlement agreement was presented. In the settlement, LG&E coinrnitted that no base rate 
increases would take effect before January 1, 2013. The LG&E rate increases that took effect on August 
1,201 0, were not impacted by the settlement. Under the terms of the settlement, LG&E retains the right 
to seek approval for the deferral of “extraordinary and Lincontrollable costs.” Interim rate ad,justinerits 
will continue to be permissible during that period for existing fiiel, environmental and demand-side 
~nanagetnent cost trackers. The agreement also substitutes an acquisition savings shared deferral 
mechanism for the requirement that the Company file a synergies plan with the Kentucky Coinmission. 
This niechanism, which will be in place until the earlier of five years or the first day of the year in which 
a base rate increase becomes effective, perinits LG&E to earn up to a 10.75% return on equity. Any 
earnings above a 10.75% return on equity will be shared with customers on a 50%/50% basis. On 
September 30,20 10, the Kentucky Commission issued an Order approving the transfer of ownership of 
LG&E via the acquisition of E.ON 1J.S. by PPL, incorporating the terms of the submitted settlement. 
The Corninission’s Orders contained a number of other cornmitments with regard to operations, 
workforce, community involvement and other matters. 
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In mid-September 2010, LG&E and other applicants in the FERC change of control proceeding reached 
an agreement with the protesters, whereby srrch protests have been withdrawn. The agreement, which 
was filed for consideration with the FERC, includes various conditional commitinents, such as a 
continuation of certain existing undertakings with protesters in prior cases, an exclusion of any 
transaction-related costs from wholesale energy and tariff customer rates to the extent that LG&E agreed 
not to seek the same transaction-related cost froin retail custoiners and agreeinents to coordinate with 
protesters in certain open or ongoing matters. A FERC Order approving the transaction was received on 
October 26, 201 0, and the transaction was completed on November 1,2010. 

In  January 201 0, LG&E filed an application with the Kentucky Coinniission requesting increases in 
electric base rates of approxiiiiately 12%, or $9.5 million annually and natural gas base rates of  
approximately 8%, or $23 inillion annually. In June 2010, LG&E and all ofthe intervenors, except the 
AG, agreed to a stipulation providing for increases in electric base rates of $74 million annually and 
natural gas base rates of $1 7 million annually and filed a request with tlie Kentucky Coininission to 
approve such settlement. An Order in the proceeding was issued in J d y  2010, approving all the 
provisions in the stipulation including a return on equity range of 9.7S-10.7.5%. The new rates became 
effective on August 1,2010. 

In Jaiiiiary 2009, a significant ice storin passed through LG&E’s service area causing approxiinately 
205,000 customer outages, followed closely by a severe wind storm in February 2009 causing 
approximately 37,000 custoiner outages. The Company filed an application with the Kentucky 
Comiiiission in April 2009, requesting approval to establish a regulatory asset and defer for fiiture 
recovery approxiniately $4.5 inillion in incremental operation arid maintenance expenses related to the 
storin restoration. In Septeinber 2009, the Kentucky Coininission issued an Order allowing the Corripariy 
to establish a regulatory asset of up  to $45 million based on its actual costs for storm damages and 
service restoration due t o  tlie January and February 2009 storms. In September 2009, the Company 
established a regulatory asset of $44 inillion for actual costs incurred. LG&E received approval in its 
20 10 base rate case to recover this asset over a ten year period with recovery beginning August 1, 201 0. 

In September 2008, high winds from the remnants of Hurricane Ike passed through the service area 
causing significant outages and system damage. In October 2008, LG&E filed an application with the 
Kentucky Coininission requesting approval to establish a regulatory asset and defer for future recovery 
approxiniately $24 inillion of expenses related to the storm restoration. In December 2008, the Kentucky 
Colnliiission issued an Order allowing the Company to establish a regulatory asset of up to $24 inillion 
based on its actual costs for storin damages and service restoration due to Hurricane Ike. In December 
2008, the Company established a regulatory asset of $24 inillion for actual costs incurred. The Company 
received approval in its 20 I O  base rate cases to recover this asset over a ten year period beginning 
August 1,2010. 

In July 2008, LG&E filed an application with the Kentucky Commission requesting increases in electric 
arid natural gas base rates. In January 2009, LG&E, the AG, the KllJC and all other parties to the rate 
case filed a settlement agreement with the Kentucky Coininission, under which LG&E’s natural gas 
base rates increased by $22 million annually and its electric base rates decreased by $13 inillion 
annually. An Order approving the settlement agreement was received in February 2009. The new rates 
were iniplemented effective February 6,2009. 

F o r  a frirther discussion of regulatory matters, see Note 3, Rates and Regulatory Matters. 
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Coal Supplv 

Coal-fired generating units provided approximately 95% of L,G&E’s net kWh generation for 201 0. The 
remainder is generated by natural gas and oil fueled CTs and a hydroelectric power plant. Coal is 
expected to be the predominant fuel used by LG&E in the foreseeable future, with natural gas arid oil 
being used for peaking capacity and flame stabilization in coal-fired boilers or in emergencies. The 
Company has no nuclear generating units and has no plans to build any in the foreseeable future. 

Fuel inventory is maintained at levels estimated to be necessary to avoid operational disruptions at the 
coal-fired generating units. Reliability of coal deliveries can be affected periodically by a number of 
factors, including fluctuations in demand, coal mine production issues and other supplier or transporter 
operating difficulties. 

LG&E has entered into coal supply agreements with various suppliers for coal deliveries for 201 I and 
beyorid and normally augments its coal supply agreements with spot market purchases. The Company 
has a coal inventory policy which it believes provides adequate protection under most contingencies. 

LG&E expects t o  continue purchasing most of its coal, which has sulfilr content in the 2.0% - 3.5% 
range, from western Kentucky, southern Indiana, southern Illinois, Ohio, Wyoming and West Virginia 
for the foreseeable firtiire. This supply, in combination with the Company’s SO2 removal systems, is 
expected to enable LG&E to continue to provide electric service in compliance with existing 
environmental laws and regulations. Coal is delivered to LG&E’s generating stations by a mix of 
transportation modes, including rail and barge. 

Natural Gas S u ~ p I y  

LG&E purchases natural gas supplies from multiple sources under contracts for varying periods of time, 
while transportation services are purchased .from Texas Gas Transmission LL,C (“Texas Gas”) and 
Tennessee Gas Pipeline Company (“Tennessee Gas”). 

LG&E currently transports natural gas on the Texas Gas system under Rate Schedules No-Notice 
Service (“NNS”), Firm Transport (“FT”) and Short-Term Firm (“STF”). LG&E’s total winter season 
NNS capacity is 184,900 MMBtu/day and its total summer season NNS capacity is 60,000 MMBtu/day. 
The three separate NNS agreements, which provide for equal amounts of capacity, are subject to 
termination by LG&E during 2015, 2016 and 2018. LG&E’s FT capacity is 10,000 MMBtidday 
throughout the year (winter arid summer seasons). The FT agreement is subject to termination by LG&E 
during 201 6. LG&E’s winter season STF capacity is I00 MMBtdday and its summer season capacity is 
18,000 MMBtu/day. The STF agreement is subject to termination by LG&E during 201 3 .  LG&E also 
transports on the  Tennessee Gas system under Rate Schedule Firin Transport-A (“FT-A”). LG&E’s FT- 
A capacity is 5 1,000 MMBtu/day throughout the year (winter and suinmer seasons). The FT-A 
agreement with Tennessee Gas expires during 20 12. 

L,G&E participates in rate and other proceedings affecting the regulated interstate natural gas pipelines 
that provide it service. Both Texas Gas and Tennessee Gas have active proceedings at the FERC in 
which LG&E is participating. Although neither pipeline is currently billing charges subject to refund, 
Tennessee Gas has filed at the FERC for an increase in base rates as well as other charges with an 
anticipated effective date of June I ,  201 I .  However, LG&E’s current negotiated rate in its transportation 
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agreement with Tennessee Gas insulates it from the potential impact of increases in base rates as 
proposed by Tennessee Gas for the duration of that agreement. 

LG&E also has a portfolio of supply arrangements of various terms with a nuinber of suppliers designed 
to meet its f i rm sales obligations. These natural gas supply arrangements include pricing provisions that 
are market-responsive. In tandem with pipeline transportation services, these natural gas supplies 
provide the reliability and flexibility necessary to serve LG&E’s natural gas customers. 

Seasonality 

Demand for and market prices for electricity and natural gas are affected by weather. As a result, 
L,G&E’s overall operating results i n  the tiiture may fluctuate substantially on a seasonal basis, especially 
when more severe weather conditions such as heat waves or winter storms make such fluctuations more 
pronounced. The pattern of this fluctuation may change depending on the type and location of the 
facilities L,G&E owns and the  terms of its contracts to purchase or sell electricity and natural gas. 

Env i ron in en t al Matters 

General 

Protection of the environment is a major priority for LG&E and a significant element of its business 
activities. L,G&E’s properties and operations are subject to extensive environmental-related oversight by 
federal, state and local regulatory agencies, including via air quality, water quality, waste inanagement 
and similar laws and regulations. Therefore, LG&E must conduct its operations in accordaiice with 
niiinerous permit and other requirements issued under or contained in such laws or regulations. 

Cliniare Change 

Recent developments continue to indicate an increased possibility of significant climate change or GHG 
legislation or regulation, at the international, federal, regional and state levels. During December 2009, 
as part of the United Nation’s Copenhagen Accord, the United States agreed to a non-binding goal to 
reduce GHG emissions to 17% below 2005 levels by 2020. Additionally, during 2009, the US.  House of 
Representatives passed comprehensive GHG legislation, which included a nuinber of measures to limit 
GIHG emissions and achieve GHG einission reduction targets below 2005 levels of 3% by 2012, 17% by 
2020 and 83% by 2050. Similar legislation has been considered in the U.S. Senate, brit the prospects for 
passage remain uncertain. In  late 2009, the EPA issued a final endangerment finding relating to inobile 
sources of GHGs and a G H G  reporting requireinent beginning in 201 0. In 2010, the EPA issued a final 
rule requiring implementation of best available control technology for GHG emissions from new or 
modified power plants, effective January 201 1. 111 December 2010, t he  EPA announced that it intends to 
propose New Source Perforinance Standards addressing GHG emissions from new and existing power 
plants, with a proposed rule expected in July 201 1. Finally, a number of U.S. states, although not 
currently including Kentucky, have adopted GHG-reduction legislation or regulation of various sorts. 
The developing GHG initiatives include a riiiinber of differing structures and forinats, including direct 
limitations on GHG sources, issuance of allowances for GHG einissions, cap-and-trade programs for 
such allowances, renewable or alternative generation portfolio standards, and mechanisms relating to 
demand reduction, energy efficiency, smart-grid, transmission expansion, carbon-sequestration or other 
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GHG-reducing efforts. While the final terms arid impacts of sucli initiatives cannot be estimated, LG&E, 
as a primarily coal-fired utility, could be highly affected by such proceedings. 

Aniong other einissions, GHGs include carbon-dioxide, which is produced via the combustion of fossil 
fuels such as coal and natural gas. LG&E’s generating fleet is approximately 78% coal-fired, 20% 
oil/natural gas-fired and 2% hydroelectric based on capacity. During 201 0, LG&E produced 
approximately 9.5% of its electricity from coal, 4% from natiiral gas combustion and I % from 
hydroelectric generation, based on Mwh. During 2010, LG&E’s einissions of GHGs were 
approximately1 6.2 million metric tons of carbon-dioxide eqiiivalents from LG&E’s owned or controlled 
generation sources. While its generation activities account for the bulk of its GHG emissions, other 
GHG sources at LG&E include operation of motor vehicles and powered equipinent, leakage or 
evaporation associated with natiiral gas pipelines, refrigerating equipment and similar activities. 

UI tiinately, environmental matters or potential environmental matters can represent an important 
element of current or fiiture potential capital requirements, future unit retirement or replacement 
decisions, supply and dernand for electricity, operating and maintenance expenses or compliance risks 
for the Company. Based 011 prior regulatory precedent, LG&E currently anticipates that many of such 
direct costs may be recoverable through rates or other regulatory mechanisms, particularly with respect 
to coal-related generation, but the availability, tiinirig or cornpleteness of such rate recovery cannot be 
assured. Ultimately, climate change and other environmental matters will likely increase the level of 
capital expenditures and operating and inaintenance costs incurred by the Company during the next 
several years. With respect to NAAQS, CATR, CAMR replacement and coal combustion byproducts 
developments, based on a preliminary analysis of proposed regulations, the Company may be required to 
consider actions such as upgrading existing emissions controls, installing additional eniissions controls, 
upgrading byproducts disposal and storage and possible early replacement of coal-fired units. In  order to 
comply with the coal combustion residual rides and the above referenced air rtiles, capital expenditures 
for LG&E are preliminarily estimated to be in the $1.5 to $1.8 billion range over the next 10 years, 
although final costs may substantially vary. This estimate does not include compliance with GHG rules 
or conteinplated water-related environmental changes. See Risk Factors, Management’s Discussion arid 
Analysis and Note 13, Cominitnients and Contingencies, for further information. 

State Executive or Legislative Matters 

In November 2008, the Coininonwealth of Kentucky issued an action plan to create efficient, sustainable 
energy sohitions and strategies and move toward state energy independence. The plan outlines the 
following seven strategies to work toward these goals: 

Improve the energy efficiency of Kentucky’s homes, buildings, industries and transpoi-tation 
fleet 
Increase Kentucky’s use of renewable energy 
Sustainably grow Kentucky’s production of biofuels 
Develop a coal-to-liquids industry in Kentucky to replace petroleum-based liquids 
Impleinent a major and comprehensive effort to increase natural gas supplies, including coal- 
to-natural gas in Kentucky 
Initiate aggressive carbon capture/seqiiestration projects for coal-generated electricity in 
K en t ii ck y 
Examine the use of nuclear power for electricity generation i n  Kentucky 
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in Deceniber 2009, the Governor of Kentucky’s Executive Task Force on Biomass and Biofiiels issued a 
final report to establish potential strategic actions to  develop biomass and biofiiels industries in Kentucky. 
The plan noted the potential importance of biomass as a renewable energy source available to Kentucky and 
discussed various goals or mechanisms, such as the use of approximately 25 inillion tons of biomass for 
generation fiiel ailnually, aliotrnent of electricity and riatiiral gas taxes and state tax credits to support 
biomass development. 

In January 201 0, a state-established Kentucky Cliiriate Action Plan Council (the “Council”) commenced 
formal activities. The Council, which includes governmental, industry, consumer and other representatives, 
seeks to  identify possible Kentucky responses to potential climate change and federal legislation, including 
increasing statewide energy efficiency, energy independence and economic growth. The Council has 
established various technical work groups, including in the areas of energy supply and energy 
efficiency/conservation, to provide input, data and recoinmendations. 

During the current session ofthe Kentucky General Assembly, as during prior legislative sessions, 
legislators have introduced or are expected to introduce various bills with respect to environmental or utility 
matters, including potential requirements relating to renewable energy portfotios, energy conservation 
nieasures, coal mining or coal byproduct operations and other matters. The current session is scheduled to 
end in March 201 1 and until such time the prospects and final terms of any such legislation cannot be 
determined. Legislative and regulatory actions as a result of these proposals and their impact on LG&E, 
which may be significant, cannot currently be predicted. 

Franchises and Licenses 

LG&E provides electric delivery service and natural gas distribution services in its various service areas 
pursuant to certain fianchises, licenses, statutory service areas, easements and other rights or permissions 
granted by state legislatures, cities or municipalities or other entities. 

ComDetition 

There  are currently no other electric utilities operating within the electric service areas of LG&E. 
Neither the Kentucky General Assembly nor the Kentucky Coinmission has adopted or approved a plan 
or timetable for retail electric industry competition in Kentucky. The nature or timing of any legislative 
or regulatory actions regarding industry restructuring and their impact on LG&E, which may be 
significant, cannot currently be predicted. See Note 3, Rates and Regulatory Ma~ers ,  for fiirther 
in formation. 

Alternative energy sources such as electricity, oil, propane and other fuels provide indirect coinpetition 
for natural gas revenues. Marketers may also compete to sell natural gas to certain large end-users. 
Approxjniately 2.5% of LG&E’s annual throughput is purchased by large commercial arid industrial 
customers directly from alternate suppliers for delivery through L,G&E’s distribution system. LG&E 
d o e s  not profit from its sale of natural gas as a commodity; therefore, customer natiiral gas purchases 
fi-oin alternative suppliers do not impact profitability. In addition, some large industrial and coinmercial 
customers may be able to physically bypass LG&E’s facilities and seek delivery service directly from 
interstate pipelines or other natural gas distribution systems. 
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In April 201 0, the  Kentucky Coinmission cornnienced a proceeding to investigate natural gas retail 
cornpetition programs, their regulatory, financial and operational aspects and potential benefits, if any, 
of such programs to Kentucky consumers. A number of entities, including LG&E, were parties to the 
proceeding. In December 20 10, the Kentucky Commission issued an Order in the proceeding declining 
to endorse natural gas competition at the retail level, noting the existence of a number of transition or 
oversight costs and an uncertain level of economic benefits in such programs. With respect to existing 
natural gas transportation prograins available to large commercial or industrial users, the Order indicates 
that the Kentucky Coinmission will review the utilities’ current tariff structures, user thresholds and 
other terms and conditions of such programs, as part of such utilities’ next regular natural gas rate cases. 

Employees and Labor Relations 

L,G&E had 1,022 employees at December 31 , 2010, consisting of 1 , O I  8 full-time employees and 4 part- 
time employees. Of the total employees, 686, or 67%, were operating, maintenance and construction 
employees represented by the IBEW Local 2100. In November 2008, the Company and its employees 
represented by the  IREW Local 21 00 entered into a three-year collective bargaining agreement that 
provides for negotiated increases or changes to wages, benefits or other provisions. 
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Officers of the CoinDany 

Officers are elected annually by the Board of Directors. There are no family relationships among any of 
the executive officers, nor is there any arrangement or understanding between any executive officer and 
any other person pitrsiiarit to which the officer was selected. 

Except as may be set forth in Legal Proceedings, there have been no events under any banl<ruptcy act, no 
criminal proceedings and nojudginents or injunctions material to the evaluation of the ability and 
integrity of any executive officer during the past five years. 

Listed below are the executive officers at December 31, 2010. 

Name Age Positions Held During the Past Five Years Dates 

Chairinan of the Board, President and Chief 
Executive Officer present 

May 2001 - Victor A. Staffieri 55 

Executive Vice President, General Counsel, JUIY 1994 - 67 Corporate Secretary and Chief Compliance Officer present 
John R. McCall 

Chris Hertnann 63  Senior Vice President - Energy Delivery February 2003 - 
present 

Paula H . Pottinger S 3 Senior Vice President - Miitnan Resources January 2006 - 
present 

S. Bradford Rives 52 Chief Financial Officer September 2003 - 
present 

Pad  W. Thompson 5.3 Senior Vice President - Energy Services June 2000 - 
present 

Officers generally serve in the same capacities at the Colnpany, LKE and KIJ. 

IS 



Risk Factors 

Any of the events or circzinistances described as risks below could result in a significant or riialerial 
adverse eflecect on ihe bzisiness, reszilts ofoperations, cash j lo ivs or$nancial condition The risks and 
zincertainties described below inay not be the only risks and zincertainties that LG&E faces. Additional 
risks and zincertainties not currently known or that LG&E curi-er?tly deem inmnierial may also r-eszili in 
a significant or material adverse effect on the business, results of operations, cnshJlow or financial 
condition 

LG&E’s business is subject to significant and complex governmental regulation. 

Various federal and state entities, including but not limited to the FERC and Kentucky Commission, 
regulate inariy aspects of utility operations of LG&E, including the following: 
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the rates that LG&E inay charge and the terms and conditions of the Company’s service and 
operations; 
financial and capital structure matters; 
siting and constriiction of facilities; 
mandatory reliability and safety standards, and other standards of conduct; 
accounting, depreciation, and cost allocation methodologies; 
tax matters; 
affiliate restrictions; 
acquisition and disposal of utility assets and securities; and 
various other matters. 

Such regulations or changes thereto may subject LGRtE to higher operating costs or increased capital 
expenditures and failure to comply could result in sanctions or possible penalties. In any rate-setting 
proceedings, federal or state agencies, intervenors and other permitted parties may challenge rate 
requests and iiltimately reduce, alter or limit the rates the Company seeks. 

The profitability of LG&E is highly dependent on its ability to recover the costs of providing energy 
and utility services to its customers and earn an adequate return on its capital investments. LG&E 
currently provides services to retail customers at rates approved by one or more federal or state 
regulatory commissions, including those coinmissions referred to above. While these rates are generally 
regulated based on an analysis of their costs incurred in a base year, the rates L,G&E is allowed to 
charge may or may not match its costs at any given time. While rate regulation is premised on 
providing a reasonable opportunity to earn a reasonable rate of return on invested capital, there can be 
no assurance that the applicable regulatory coininissions will consider all of the costs to have been 
prudently incurred or that the regulatory process in which rates are determined will always result in 
rates that will produce firl l  recovery of LG&E’s costs or an adequate return on  LG&E’s capital 
investments. If the Company’s costs are not adeqirately recovered through rates, it could have an 
adverse affect on the business, results of operations, cash flows or financial condition. 

As part of the PPL acqiiisitiori commitments, LG&E has agreed, subject to certain limited exceptions 
such as fiiel and environmental cost recoveries, that no base rate increase would take effect for 
Kentiicky retail customers before Jariiiary I ,  201 3. 
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Transmission and interstate market activities of LG&E, as well as other aspects of the business, 
a r e  subject to significant FERC regulation. 

LG&E is subject to extensive regulation by the FERC covering matters includiiig rates charged to 
transmission users, market-based or cost-based rates applicable to wholesale custoiners; interstate 
power market strircture; construction and operation of transmission facilities; mandatory reliability 
standards; standards of conduct and affiliate restrictions and other matters. Existing FERC regulation, 
changes thereto or issuances of new rules or situations of non-compliance, including but not limited to 
the  areas of market-based tariff authority, RSG resettlements in the MISO market, mandatory reliability 
standards and natural gas transportation regulation can affect the earnings, operations or other activities 
of LWE. 

Changes in transmission and wholesale power market structures could increase costs or reduce 
revenues. 

Wholesale sales fluctuate with regional demand, fuel prices and contracted capacity. Changes to 
transmission and wholesale power market structures and prices may occur in the future, are not 
estimable and may result in unforeseen effects on energy purchases and sales, transmission and related 
costs or revenues. These can include cornriiercial or regulatory changes affecting power pools, 
exchanges or markets in which LG&E participates. 

EG&E undertakes significant capital projects and these activities are subject to unforeseen costs, 
delays or failures, as well as risk of inadequate recovery of resulting costs. 

LG&E’s business is capital intensive and requires significant investinents in energy generation and 
distribution atid other infrastructure projects, such as projects for enviroriinental compliance. The 
completion of these projects without delays or cost overruns is subject to risks in inany areas, including 
the  following: 

approval, licensing and permitting; 

0 

e 

0 

* contractor performance; 

0 

land acquisition arid the availability of suitable land; 
skilled labor or equipment shortages; 
construction problems or delays, including disputes with third party intervenors; 
increases in commodity prices or labor rates; 

environmental considerations and regulations; 
weather and geological issues; and 
political, labor and regulatory developments. 

Failure to complete capital projects on schedule or on budget, or at all, could adversely affect the 
Company’s financial perforinance, operations and future growth. 

Tfle  costs of compliance with, and liabilities under, environmental laws are significant and are 
subject to continual changes. 

Extensive federal, state and local environmental laws and regulations are applicable to LG&E’s air 
eniissions, water discliarges and the management of hazardous and solid waste, among other areas; and 
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the costs of compliance or alleged non-compliance cannot be predicted with certainty but could be 
inaterial. In addition, LG&E’s costs may increase significantly if the requirements or scope of 
environinental laws or regulations, or similar rules, are expanded or changed fioni prior versions by the 
relevant agencies. Costs may take the forin of increased capital or operating and maintenance expenses; 
inonetary fines, perialties or forfeitures or other restrictions. Many of these environmental law 
considerations are also applicable to the operations of key suppliers, or customers, such as coal 
producers, industrial power users, etc., and may impact the costs of their products or their demand for 
L,G&E’s services. 

LG&E is subject to operational and financial risks regarding certain on-going developments 
concerning environmental regulation. 

A number of regulatory initiatives have been implemented or are under development which could have 
the effect of significantly increasing the environmental regulation or operational or cornpliance costs 
related to a number of emissions or operating activities which are associated with the combustion of 
coal as occurs at the Company’s generating stations. Such developments could include potential new or 
revised federal or state legislation or regulation regarding emissions of NOx, SO2, mercury and other 
particulates generally and regarding storage of coal cornbustion byproducts. Additional regulatory 
initiatives may occur in other areas involving the Company’s operations, including revision of 
limitations on water discharge or intake activities or increased standards relating to polychlorinated 
biphenyl usage. Compliance with any new laws or regulations in these matters could result in 
significant changes to LG&E’s operations, significant capital expenditures by the Company or 
significant increases in the cost of conducting business. 

Operating results are affected by weather conditions, including storms and seasonal temperature 
variations, as well as by significant man-made or accidental disturbances, including terrorism or 
natural disasters. 

These weather or other factors can significantly affect the finances or operations of LG&E by changing 
demand levels; causing outages; damaging infrastructure or requiring significant repair costs; affecting 
capital markets and general economic conditions or impacting future growth. 

LG&E is subject to operational and financial risks regarding potential developments concerning 
global climate change. 

Various regulatory and industry initiatives have been implemented or are under development to 
regulate or otherwise reduce ernissions of GMGs, which are emitted from the combustion of fossil fuels 
such as coal and natural gas, as occiirs at the Company’s generating stations. Such developments could 
include potential federal or state legislation or industry initiatives allocating or limiting GHG 
emissions; establishing costs or charges on GHG emissions or on fuels relating to such emissions; 
requiring GHG capture and sequestration; establishing renewable portfolio standards or generation 
fleet-diversification reqiiireinents to address GHG emissions; promoting energy efficiency and 
conservation; changes in  transmission grid construction, operation or pricing to acconiinodate GHG- 
related initiatives; or other measures. The generation fleet of LG&E is predorninantly coal-fired and 
may be highly impacted by developments in this area. Compliance with any new laws or regulations 
regarding the reduction of GHG emissions could result in significant changes to L,G&E’s operations, 
significant capital expenditures by the Company and a significant increase in the cost of conducting 
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business. LG&E may face strong competition for, or difficulty i n  obtaining, required GHG-compliance 
related goods and services, including construction services, emissions allowances and financing, 
insurance and other inputs relating thereto. Increases in LG&E’s costs or prices of producing or selling 
electric power due to GHG-related developinents could inaterially reduce or otherwise affect the 
demand, revenue or inargiii levels applicable to its power, thus adversely affecting its financial 
condition or results of operations. 

LG&E is sub.ject to physical, market and economic risks relating to potential effects of climate 
change. 

Climate change inay produce changes in weather or other environrnental conditions, including 
temperature or precipitation changes, such as warming or drought. These changes may affect farm and 
agriciiltiirally-dependent businesses and activities, which are an important part of Kentucky’s economy, 
and thus may impact consumer deinand for electric power. Temperature increases could result in 
increased overall electricity volumes or peaks and precipitation changes could result in altered 
availability of water for plant cooling operations. These or other meteorological changes could lead to 
increased operating costs, capital expenses or power purchase costs by LG&E. Conversely, cliinate 
change could have a number of potential impacts tending to reduce demand. Changes may entail more 
freqiient or more intense storm activity, which, if severe, could temporarily disrupt regional economic 
conditions and adversely affect electricity demand levels. As discussed in  other risk factors, storm 
outages and damage often directly decrease revenues or increase expenses, due to reduced usage arid 
higher restoration charges, respectively. GHG regulation could increase the cost of electric power, 
particularly power generated by fossil fitels, and such increases could have a depressive effect on the 
regional economy. Reduced economic and constliner activity in the service area ofLG&E, both in 
general and specific to certain industries and consumers acciistomed to previously low-cost power, 
co~ild reduce demand for LG&E’s electricity. Also, demand for services could be similarly lowered 
should consumers’ preferences or market factors inove toward favoring energy efficiency, low-carbon 
power sources or reduced electric usage generally. 

The business of LG&E is subject to risks associated with local, national and worldwide economic 
co 11 dit ions. 

The consequences of prolonged recessionary conditions may include a lower level of economic activity 
and uncertainty or volatility regarding energy prices and the capital and commodity markets. A lower 
level of economic activity might result in a decline in energy consumption, unfavorable changes in 
energy and commodity prices and slower customer growth, which may adversely affect LG&E’s fitture 
revenues and growth. Instability in the financial markets, as a result of recession or otherwise, also may 
affect the cost of capital and the ability to raise capital. A deterioration of economic conditions may 
lead to decreased production by LG&E’s industrial citstorners and, therefore, lower consuniption of 
electricity. Decreased economic activity may also lead to fewer commercial atid industrial customers 
and increased itnemployment, which may in turn impact residential customers’ ability to pay. Further, 
worldwide economic activity has an impact on the demand for basic commodities needed for utility 
infrastructure. Changes in global demand inay impact the ability to acquire sufficient supplies and the 
cost of those commodities inay be higher than expected. 
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LG&E’s business is concentrated in the Midwest United States, specifically Kentucky. 

LG&E’s business is concentrated in Kentucky. Local and regional economic conditions, such as 
population growth, industrial growth, expansion and economic developinent or etnployment levels, as 
well as the operational or financial perfortnance of major industries or custotners, can affect the 
demand for energy and LG&E’s results of operations. Significant industries and activities in the service 
area of LG&E include airport and logistics activities; automotive; chemical and rubber processing; 
educational institutions; health care facilities; metal fabrication; arid water and sewer utilities. Any 
significant downturn in these industries or activities or in local and regional ecoriomic conditions in 
LG&E’s service area may adversely affect the demand for electricity in the service area. 

LG&E is subject to operational risks relating to LG&E’s generating plants, transmission 
facilities, distribution equipment, information technology systems and other assets and activities. 

Operation of power plants, transmission and distribution facilities, information technology systems and 
other assets and activities subjects LG&E to inany risks, including the breakdown or failure of 
equipment; accidents; security breaches, viruses or outages affecting information technology systems; 
labor disputes; obsolescence; delivery/transportation problems and disruptions of  fiiel supply and 
performance below expected levels. Occurrences of these events may impact the ability of LG&E to 
conduct its business efficiently or lead to increased costs, expenses or losses. 

Although LG&E maintains customary insurance coverage for certain of these risks common to utilities, 
it does not have insurance covering the transmission and distribution systems, other than substations, 
because it has found tlie cost of such insurance to be prohibitive. If LG&E is unable to recover the costs 
incurred in restoring transmission and distribution properties following damage resulting fiotn ice 
storms, tornados or other natural disasters or to recover the costs of other liabilities arising from the 
risks of its business, through a change in rates or otherwise, or if such recovery is not received on a 
timely basis, it may not be able to restore losses or daniages to its properties without an adverse effect 
on its financial condition, results of operations or its reputation. 

LG&E is subject to liability risks relating to its generation, transmission, distribution and retail 
businesses. 

The conduct of the physical and commercial operations of LG&E sihjects it to inany risks, including 
risks of potential physical injury, property daniage or other financial affects, caused to or caused by 
employees, customers, contractors, vendors, contractual or financial counterparties and other third 
parties. 

LG&E could be negatively affected by rising interest rates, downgrades to bond credit ratings or 
other negative developments in its ability to access capital markets. 

In  the ordinary course of business, LG&E is reliant upon adequate long-term arid short-term financing 
tneans to fiind significant capital expenditures, debt interest or maturities and operating needs. As a 
capital-intensive business, the Company is sensitive to developtnents in interest rate levels; credit rating 
considerations; insurance, security o r  collateral requirements; market liquidity and credit availability 
and refinancing steps necessary or advisable to respond to credit market changes. Changes in these 
conditions could result in increased costs and decreased liquidity available to the Company. 
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LG&E is subject to commodity price risk, credit risk, counterparty risk and other risks 
associated with the energy business. 

General iiiarltet or pricing developinents or failures by counterparties to perform their obligations 
relating to energy, fuels, other commodities, goods, services or payments could result in potential 
increased costs to the Coinpany. 

LG&E is subject to risks associated with defined benefit retirement plans, health care plans, 
wages and other employee-related matters. 

L,G&E sponsors pension and postretireinent benefit plans for its employees. Risks with respect to these 
plans include adverse developments in legislation or regulation, fiiture costs or funding levels, returns 
on investments, market fluctuations, interest rates and actuarial matters. Changes in health care rules, 
market practices or cost structures can affect current or fiiture funding requirements or liabilities. 
Without sustained growth in respective investments over time to increase the value of plan assets, 
LG&E could be required to fund plans with significant amounts of cash. L,G&E is also suk)ject to risks 
related to changing wage levels, whether related to collective bargaining agreements or employment 
market conditions, ability to attract and retain key personnel and changing costs of providing health 
care benefits. 

LG&F, is subject to risks associated with federal and state tax regulations. 

Changes in taxation as well as the inherent difficulty in quantifying potential lax effects of business 
decisions could negatively impact results of operations. L,G&E is required to make judginerits in order 
to estimate its obligations to taxing aiithorities. These tax obligations include income, property, sales 
and use and einployiiient-related taxes. LG&E also estimates its ability to utilize tax benefits and tax 
credits. Due to the revenue needs of the state arid jurisdictions in which LG&E operates, various tax 
and fee increases inay be proposed or considered. LG&E cannot predict whether legislation or 
regulation will be introduced or the effect on the Company of any such changes. If enacted, any 
changes could increase tax expense arid could have a negative impact on its results of operations and 
cash flows. 
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Legal Proceedings 

Rates and Re~ulatory Matters 

For a discussion of current rates and regulatory matters, including recent electric and natriral gas base 
rate increase proceedings, rate commitments in change-of-control proceedings, TC2 proceedings, FERC 
and Kentucky Coininissiori proceedings and other rates or regulatory matters affecting LG&E, see Note 
3, Rates arid Regulatory Matters, and Note 13, Coininitrnents and Contingencies. 

Environmental 

For a discussion of environmental matters, including potential coal coinbustion byprodrict or ash pond 
regulation; additional reductions i n  SOz, NOx and other regulated emissions; other emissions 
proceedings; maniifactiired gas plant sites; environmental perinit challenges; and other environmental 
items affecting L,G&E, see Risk Factors, Note 3 ,  Rates and Regulatory Matters, and Note 13, 
Commitments and Contingencies. 

Climate Change 

For a discussion of matters relating to potential climate change, GHCJ emission or global warming 
developments, including increased legislative and regulatory activity which could limit or increase costs 
applicable to fossil fiiel generation soiirces, legal proceedings claiming clamages relating to global 
warming, GEIG reporting requirements and other matters, see Business, Risk Factors, Management’s 
Discussion and Analysis and Note 13, Conimitments and Contingencies. 

Litigation 

In connection with an administrative proceeding alleging a violation by a former Argentine affiliate 
under that country’s 2002-2003 eniergency currency exchange laws, claims are pending against the 
affiliate’s then directors, including two individiials who are executive officers of the Company, in a 
specialized Argentine financial criminal court. IJnder applicable Argentine laws, directors of a local 
company may be liable for monetary penalties for a subject company’s violations of the currency laws. 
The affiliate and the relevant executive officers believe their actions were in compliance with the 
relevant laws and have presented defenses in the administrative and criminal proceedings. L,KE has 
standard indemnification arrangements with its executive officers. The former affiliate is now owned by 
a third party, which has agreed to indemnify LKE and the relevant executive officers. 

For a discussion of litigation matters, see Note 13, Coinmitrnents and Contingencies. 

Other 

In the normal course of business, other lawsuits, claims, environmental actions and other governmental 
proceedings arise against L,G&E. To the extent that damages are assessed in any of these lawsuits, the 
Company believes that its insurance coverage is adequate. Management, after consultation with legal 
counsel, does not anticipate that liabilities arising out of currently pending or threatened lawsuits and 
claims will have a material adverse effect on LG&E’s financial position or resiilts of operations. 
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Selected Financial Data 

Dollars are in millions unless otherwise noted. 

Successor 
November 1,  20 10 

through 
December 3 1,201 0 

$ 254 

$ 40 

$ 19 

7 

=5_== 

=5_== 

s; 4,5 12 

Operating revenues 

Operating income 

Net income 

Total assets 

Long-term debt 
ob1 igations 
(including amounts 
due within one year) 

Predecessor 
January 1, 20 10 

through 
October 3 1,201 0 _ _ _ _ _ _ _ _ I _ p p  2009 2008 2007 2006 

$ 1,272 $ 1,468 $ 1,285 $ 1,338 

$ 167 $ 219 $ 229 $ 223 

$ 95 $ 90 $ 120 $ 117 

$ 3,568 $3,653 $3,313 $ 3,184 

Year Ended 
December 3 1 ,  

---= 
$ 1,057 

$ 188 

$ 109 

$ 3,699 

= 

---- = 

~. ~ -- -- ~- ~ ~ P 

- - ;___-  = 

$ 1,112 [ $ 896 
7 

!$ 896 $ 896 $ 984 $ 820 
F___-____.- 

Management’s Discussion and Analysis and Notes to Financial Statements should be read in 
con,junction with the above information. 
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Management’s Discussion and Analysis 

&finagemen/ S Disczmion and Annlysis should be rend in conjunction with the Financial Stntenients 
crnd Notes for the years ended December 31, 201 0, 2009 and 2008. Dollar-s are in idlions unless 
ofhenvise naed. 

The purpose of “Management’s Discussion and Analysis” is to provide information about LG&E’s 
perforinance in implementing its’ strategies and managing risks and challenges. Specifically: 

0 “Overview” provides background regarding L,G&E’s business and identifies significant 
niatters with which rnariagement is primarily concerned in evaluation of LG&E’s financial 
condition and operating results. 
“Results of Operations” provides a description of LG&E’s operating results in 2010, 2009 and 
2008, including a review of earnings and a brief outlook for 201 1 I 

“Financial Condition” provides an analysis of LG&E’s liquidity position and credit profile, 
including its sources of cash (including bank credit facilities and sources of operating cash 
flow) and uses of cash (including contractual obligations and capital expenditure 
requirements) and the key risks and uncertainties that impact LG&E’s past and future liquidity 
position and financial condition. This subsection also includes a discussion of LG&E’s current 
credit ratings. 
“Application of Critical Accounting Policies and Estimates” provides an overview of the 
accounting policies that are particularly important to the results of operations and financial 
condition of LC&E and that require its management to make significant estimates, 
assumptions and other judgments. 

0 

Overview 

LG&E is a regulated utility engaged in the generation, transmission, distribution and sale of electric 
energy and the storage, distribution and sale of natural gas in Kentucky. See the Business section for a 
description of the business. The rates LG&E charges its customers requires approval of the appropriate 
regulatory government agency. See Note 3, Rates and Regulatory Matters, for information regarding rate 
cases, regulatory assets and liabilities and other regulatory matters. 

LG&E and its affiliate, KU, are wholly owned subsidiaries of LKE, a Kentucky limited liability company. 
PPL acquired L,KE on November 1,2010. Headquartered in Allentown, Pennsylvania, PPL is an energy 
and utility holding company that was incorporated in 1994. Through its subsidiaries, PPL owns or controls 
about 19,000 megawatts of generating capacity in the U.S., sells energy in key U.S. markets and delivers 
electricity and natural gas to about 5.3 rnillion customers in the U.S. and the U.K. Following the acquisition, 
both L,G&E and K1 I continue operating as subsidiaries of LKE, which is now an intermediary holding 
company in the PPL, group of companies. See Note 2, Acquisition by PPL, for firrther information regarding 
the acquisition. 

I n  operating its bwiness, the Company faces several risks including credit risks, liquidity risks, interest rate 
risks and commodity and price risks. For instance, the Conipany has credit risks from connterparties, 
customers and effects of its own credit ratings. LG&E attempts to inanage these risks through the 
adoption of financial and operational risk management programs that, among other things, are designed 
to monitor and reduce its exposure to these risks. Identified within “Management’s Discussion and 
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Analysis” of “Financial Condition” and “Results of Operations” are risks LG&E’s nianagernent 
currently consider material; these risks are not the only risks faced by LG&E. Additional risks not 
presently known or currently deemed immaterial may also impair LG&E’s business operations. See Risk 
Factors and Financial Condition - Risk Management for fk-ther discussion. 

Predecessor and Successor Financial Presentation 

L,G&E’s financial statements and related financial and operating data include the periods before or after 
PPL’s acquisition of LKE on November 1,2010, and are labeled as Predecessor or Successor. L,G&E 
applied push-down accounting to account for the acquisition. For accounting purposes only, push-down 
accounting is considered to create a new entity due to new cost basis assigned to assets, liabilities and 
equity as of the acquisition date. Consequently, LG&E’s results of operations and cash flows for the 
Predecessor and Successor periods in 2010 are shown separately, rather than cornbined, in its audited 
fin a n  c i al statements. 

In the  “Management’s Discussion and Analysis” of “Results of Operations” and “Financial Condition,” 
the Company has included disclosure of the combined Predecessor and Successor results of operations 
and cash flows. Such presentation is considered to be a non-GAAP disclosure. LG&E has included such 
disclosure because the Company believes it facilitates the comparison of 201 0 operating and financial 
performance to 2009 and 2008, and because the core operations of the Company have not changed as a 
result of the acquisition. 

Competition 

See the Business section for inforimation concerning competition. 

Environmental Matters 

General 

Protection of the environment is a major priority for LG&E and a significant element of its business 
activities. Extensive federal, state and local environmental laws and regulations are applicable to 
LG&E’s air einissions, water discharges and the management of hazardous and solid waste, among other 
areas; and the costs of compliance or alleged non-compliance cannot be predicted with certainty but 
could be material. In addition, costs may increase significantly if the requirements or scope of 
environmental laws or regulations, or similar rules, are expanded or changed froin prior versions by the 
relevant agencies. Costs may take the forin of increased capital or operating and maintenance expenses; 
monetary fines, penalties or forfeitures or other restrictions. Many of these environmental law 
considerations are also applicable to the operations of key suppliers, or customers, such as coal 
producers, industrial power users, etc., and may impact the costs of their products or their deinarid for 
LG&E’s services. 

Climate Change 

Recent developments continue to indicate an increased possibility of significant climate change or GHG 
legislatioil or regulation, at the international, federal, regional and state levels. During December 2009, 
as  part of the United Nation’s Copenhagen Accord, the United States agreed to a non-binding goal to 
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reduce GHG emissions to 17% below 200.5 levels by 2020. Additionally, during 2009, the U.S. House of 
Representatives passed comprehensive GHG legislation, which included a niimber of ineastires to limit 
GHG emissions and achieve GHG emission reduction targets below 200.5 levels of 3% by 2012, 17% by 
2020 and 83% by 2050. Similar legislation has been considered in the I J S .  Senate, but the prospects for 
passage remain uncertain. In late 2009, the EPA issued a final endangerment finding relating to mobile 
soiirces of GHGs and a GHG reporting requirement beginning in 2010. In 2010, the EPA issired a final 
rule requiring implementation of best available control technology for GHG emissions froin new or 
modified power plants, effective January 201 1. In December 2010, the EPA announced that it intends to 
propose New Source Performance Standards addressing GHG emissions from new and existing power 
plants, with a proposed rule expected in July 201 1. Finally, a number of U.S. states, although not 
currently including Kentucky, have adopted GHG-reduction legislation or regulation of various sorts. 
The developing GHG initiatives include a number of differing structures and forinats, incltiding direct 
limitations on GHG sources, issuance of allowances for GHG eniissions, cap-and-trade programs for 
such allowances, renewable or alternative generation portfolio standards and mechanism relating to  
demand reduction, energy efficiency, srnart-grid, transmission expansion, carbon-sequestration or other 
GHG-reducing efforts. While the final terms and impacts of such initiatives cannot be estiinated, LG&E, 
primarily coal-fired utility, could be highly affected by such proceedings. 

Other Envir*onmental Regtilalory Iniliatives 

The EPA has proposed or annonnced that it intends to propose a number of additional environmental 
regulations that could substantially impact utilities with coal-fired generating assets. These regulatory 
initiatives include revisions to the ambient air quality standards for S02, N02, ozone and particulate 
matter 2.5 microns in size or less, rules aimed at mitigating the interstate transport of SO2 and NOx, a 
program governing emissions of hazardous air pollutants from utility generating units, a program for the 
inanagement of coal combustion residuals, revised effluent guidelines for utility generating facilities and 
standards for cooling water intake structures. Such requirements could potentially inaridate upgrade of 
existing emission controls, installation of additional einission controls such as FGDs, SCRs, fabric filter 
bag hoirses, activated carbon injection, wet electrostatic precipitators, closure of ash ponds and retrofit 
of landfills, installation of cooling towers, deployment of new water treatment technologies and 
retirement of facilities that cannot be retrofitted on a cost effective basis. 

The cost to LG&E and the effect on LG&E’s business of complying with potential GHG restrictions and 
other environmental regulatory initiatives will depend upon provisions of any final rules and how the 
rules are implemented by the EPA. Some of the design elements which may have the greatest effect on 
LG&E include (a) the required levels and timing of emissions caps, discharge limits or similar 
standards, (b) the sources covered by such requirements, (c) transition and mitigation provisions, such as 
phase-in periods, free allowances or price caps, (d) the availability and pricing of relevant mitigation or 
control technologies, goods or services, and (e) economic, market and customer reaction to electricity 
price arid demand changes due to environinental concerns. 

Ultimately, environmental matters or potential environrnental matters can represent an important 
element of current or future potential capital requirements, firtiire unit retirement or replacement 
decisions, supply and demand for electricity, operating and maintenance expenses or compliance risks 
for the Company. Based on prior regulatory precedent, LG&E currently anticipates that many of such 
direct costs may be recoverable by LG&E through rates or  other regulatory mechanisms, particularly 
with respect to coal-related generation, but the availability, timing or coinpleteness of such rate recovery 
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cannot be assured. Ultimately, climate change and other environinental matters will likely increase the 
level of capital expenditures and operating and maintenance costs incurred by the Coinpany during the 
next several years. With respect to NAAQS, CATR, CAMR replacement and coal coinbustion 
byproducts developnients, based on a preliminary analysis of proposed regulations, the Coinpany may 
be required to consider actions such as upgrading existing emissions controls, installing additional 
emissions controls, upgrading byproducts disposal and storage and possible early replacement of coal- 
fired units. In order to comply with the coal combustion residual rules and the above referenced air 
rules, capital expenditures for LG&E are preliininarily estimated to be in the $1 .S to $1.8 billion range 
over the next ten years, although final costs may substantially vary. This estimate does not include 
cornpliarice with GHG rules or conteniplated water-related environinental changes. See Risk Factors and 
Note 13, Commitments and Contingencies, for fiirther information. 

Results of Operations 

The utility business is affected by seasonal temperatures. As a result, operating revenues (and associated 
operating expenses) are not generated evenly throughout the year. Revenue and earnings are generally 
highest during the first and third quarters, and lowest in the second quarter, due to weather. 

Net Income 

The following table s~tmmarizes the significant coniponents of net income for 2010, 2009 and 2008 and 
the changes therein: 

Total operating 

Total operating 
revenues 

expenses 
Operating income 

Derivative gain (loss) 
Interest expense 
Interest expense to 

Other income 
affiliated coinpanies 

(expense) -net 
Income before 

income taxes 
Income tax expense 

Net incoine 

Combined Successor 

November 1,20 10 

December 3 1,201 0 December 3 I ,  201 0 
Year Ended through 

$ 1,311 $ 254 

1,083 214 
22 8 40 

19 
23 7 

23 1 

I96 29 
68 10 

$ 128 $ 19 

Predecessor 
Year Ended 

- December 3 I , January 1, 2010 
through 

October 3 1,201 0 2009 2008 ____- 

$ 1,057 $ 1,272 $ 1,468 

1,105 1,249 869 
188 167 219 

~ _ _ _ _ _  

19 18 (37) 
16 17 29 

22 27 29 

I67 142 131 
47 41 

$ 95 $ 90 
~ 

58 
$ 109 -- 
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Tlie change in LG&E’s net income was as follows: 

Coin b ined Successor 

November 1 , 20i 0 
Year Ended through 

Total operating revenues 
Total operating expenses 

Operating income 
Derivative gain 
Interest expense 
Interest expense to affiliated companies 
Other income (expense) - net 

Income taxes 
Income before income taxes 

Net income 

Predecessor 
Year Ended January 1 , 201 0 

through December 

ODeratinP Revenues 

Operating revenues follow: 

Electric 
Natural gas 

December 3 1 , 201 0 December 3 1 , 20 10 October 3 1,20 10 2009 2008 
$ 1,015 $ 169 1 $ 846 $ 918 $ 1,016 

296 
$ 1,311 

354 452 
$ 1,272 $ 1,468 
I____- 

21 1 
$ 254 85 I $ 1,057 -= = 

The changes in operating revenues were as follows: 

Electric 
Natural gas 

Increase (Decrease) 
2009 vs. 2008 2010 vs. 2009 

$ 97 $ (98) 
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Ele cbic Re ve n ties 

Retail sales volumes (a) 
Rase rate price variance (b) 
F A C  price variance (c) 
Deinaiid revenue (d) 
Merger surcredit teriiiination in February 2009 
increased recoverable program spending billed through the DSM 
Other operating revenue priinarily due to late payment charges 
Transmission sales 
ECR price variance (e) 
V D T  surcredit termination in August 2008 
Wholesale sales (f) 

T h e  $97 inillion increase from 2009 to 201 0 and the $98 inilliori decrease fioin 2008 to 2009 in electric 
revenues were primarily due to: 

Increase (Decrease) 
20 10 vs. 2009 2009 vs. 2008 

$ 46 $ (33) 
33 (12) 
21 13 
14 2 

14 
3 7 
2 4 
1 

(7)  7 
4 

(a) Retail sales volumes increased during 2010 compared to 2009 as a result of increased 
consumption primarily due to increased heating degree days during the first and fourth quarters 
of 2010 and increased cooling degree days during the second and third quarters of 2010. 
Additionally, improved economic conditions in 201 0 and significant storm outages in 2009 
contributed to the increased volumes. 

The decrease in retail sales volumes during 2009 compared to 2008 was attributable to reduced 
consuinption by retail customers as a result of milder weather arid weakened economic 
conditions, in addition to significant storm outages during 2009. 

(b) The increase in revenues due to the base rate price variance during 2010 compared to 2009 
resulted froiii higher base rates effective August 1, 201 0. As part of the 201 0 rate case, the 2001 
and 2003 ECR plans were added to rate base, which caused a portion of this increase. See Note 
3, Rates and Regulatory Matters, for filrther discussion ofthe 201 0 Kentucky rate cases. 

The decrease in revenues due to the base rate price variance during 2009 compared to 2008 
resulted from a reduction in base energy rates effective February 6, 2009. See Note 3, Rates arid 
Regulatory Matters, for further discussion of the 2008 Kentucky rate cases. 

(c) FAC revenues increased during 201 0 compared to 2009 and 2009 compared to 2008 as a result 
of increased recoverable f~iel costs billed to customers through the FAC due to higher fuel prices. 

(d) Demand reven~ies increased during 2010 compared to 2009 as a result of higher demand rates 
effective A~igiist 1, 2010 and higher customer peak demand. See Note 3, Rates and Regulatory 
Matters, for fiirther discussion of the 201 0 Kentucky rate cases. 
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Demand revenues increased during 2009 compared to 2008 primarily as a result of higher 
demand rates effective February 6, 2009, partially offset by lower customer peak demand. See 
Note 3 ,  Rates and Regulatory Matters, for further discussion of the 2008 Kentucky cases. 

(e) The decrease in revenues due to the ECR price variance during 2010 compared to 2009 resulted 
fi-om lower recoverable capital spending due to the 2001 and 2003 plans being removed from the 
ECR mechanism. 

The increase in revenues due to the ECR price variance during 2009 compared to 2008 resulted 
from higher recoverable capital spending. 

(f) The decrease in wholesale sales during 20 I O  compared to 2009 was primarily due to lower sales 
volumes to KU and third party customers and decreased revenues from financial energy swaps. 
Wholesale volumes decreased as a result of increased consumption by residential customers, due 
to increased cooling and heating degree days, increased coal-fired generation outages and higher 
energy usage by industrial customers as a result of improved economic conditions. Financial 
energy swap revenues decreased as a result of less activity from the buyback of positions in 201 0 
and a change in the allocation between LG&E arid KU in 2009. See Note IS, Related Party 
Transactions, for further discussion of the mutual agreement for wholesale sales and purchases 
between the Utilities. 

The decrease in wholesale sales during 2009 compared to 2008 resulted from decreased volumes 
to third party customers as a result of lower economic capacity, scheduled coal-fired generation 
outages, decreased sales to KU due to lower fuel costs, and decreased third party prices as a 
result of lower prices in the spot energy market. These decreases were partially offset by 
increased gains in energy marketing financial swaps. 

Natural Gas Revenues 

The $58 million decrease froin 2009 to 2010 and $98 million decrease from 2008 to 2009 in natural gas 
revenues were primarily due to: 

Increase (Decrease) 
201 0 vs. 2009 2009 vs. 2008 

Reduction in natural gas prices billed through GSC $ (82) $ (76) 
Retail sales volumes (a) 13 ( 3 5 )  

Off-system wholesale sales due to lower demand - (6) 

,$ (5 8) ,$ (9 8) 

Retail base rates price variance (b) 10 16 

Other 1 3 

(a) Retail sales volumes increased during 20 I O  compared to 2009 as a result of increased 
consumption was primarily due to colder temperatures during the first and fourth quarters of 
20 10 and improved economic conditions. The increase iri revenues resulting from higher 
volumes was partially offset by a reduction in W N A .  
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Retail sales volumes decreased during 2009 compared to 2008 as a resuit of milder weather and 
weakened economic conditions. The decrease in the volume variance in 2009 was partially offset 
by increased W N A  revenues resulting from lower natural gas  sales volumes. 

Combined Successor 

Year Ended through 

-- 
November I ,  201 0 

December 31,2010 December 31,2010 

(b) The increase in revenues due to the base rate price variance during 201 0 compared to 2009 
resulted from higher base rates effective August I , 20 IO.  See  Note 3, Rates and Regulatory 
Matters, for further discussion of the 20 10 Kentucky rate case. 

Predecessor 
January I ,  201 0 

October 31,2010 ~ _ _ _ _ _  2009 2008 

Year Ended 
through December 3 1, 

The increase in revenues due to the base rate price variance during 2009 compared to 2008 was 
due to the change in base rates resulting from the application of the base rate case settlement in 
February 2009. See Note 3, Rates and Regulatory Matters, for further discussion of the 2008 
Kentucky rate case. 

Operating Expenses 

Fuel for electric generation and natural gas supply expenses comprise a large component of total 
operating expenses. Increases or decreases in the cost of fuel and natural gas supply are reflected in 
electric and natural gas retail rates through the GSC and FAC, subject to the approval of the FERC and 
the Kentucky Commission. Operating expenses and the changes therein for 201 0, 2009 and 2008 follow: 

Fuel for electric 
generat ion $ 366 $ GO 

Power purchased 5.5 10 

expense 162 53 
Natural gas supply 

Other operation and 
maintenance 
expenses 3 62 68 

Depreciation and 
amortization 138 23 

$ 1,083 $ 214 - 
The changes in operating expenses were as follows: 

Fuel for electric generation 
Power purchased 
Natural gas supply expense 
Other operation and maintenance expenses 
Depreciation and amortization 

$ 306 $ 328 $ 346 
45 59 120 

I09 243 347 

294 339 309 

136 127 
$ 1,105 $ 1,249 
_I_________ 

115 
$ 869 

PP 

Increase (Decrease) 
2010 vs. 2009 2009 vs. 2008 

$ 38 $ (18) 
(4) (61) 

(81) ( 1 04) 
23 30 

2 9 
$ (22) $ (144) 
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Fzie1,for Electric Generation 

The $38 million increase from 2009 to 201 0 and $1 8 million decrease from 2008 to 2009 were primarily 
due to: 

Increase (Decrease) 
2010 vs. 2009 2009 vs. 2008 

Coinrnodity costs for coal and natural gas 
Fuel usage volumes (a) 
Other 

(a) Fuel usage volumes increased in 2010 compared to 2009 due to increased native load sales. Fuel 
usage volumes decreased in 2009 coinpared to 2008 due to decreased native load and wholesale 
sales. 

Power Purchased Expense 

The $4 million decrease from 2009 to 201 0 and $61 million decrease from 2008 to 2009 were primarily 
due to: 

Purchases from KU due to volume (a) 
Purchases from KIJ due to prices 
Prices for purchases used to serve retail custoiners 
Demand payments for third party purchases 
Third party purchased volumes for native load 

(a) Purchased volumes from K‘CJ decreased in 2010 compared to 2009 due  to increased demand by 
the Utilities’ native load custoiners and reduced availability of LG&E’s lower cost generation to 
supply KU’s demand as a result of LG&E unit outages. 

Purchased volumes from KU decreased in 2009 compared to 2008 as  result of LG&E’s and 
KU’s scheduled outages at  coal-fired generation rinits during 2009 and as a result of KU’s units 
held in reserve as a result o f  low spot market pricing for the majority of 2.009. See Note 15, 
Related Party Transactions, for further discussion of the inritual agreement for wholesale sales 
and purchases between the Utilities. 
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Natural Gas Saqyly Expense 

The  $81 million decrease from 2009 to 2010 and $104 million decrease froin 2008 to 2009 were 
primarily due to: 

Increase (Decrease) 
201 0 vs. 2009 2009 vs. 2008 

Cost of natural gas ~ ~ i p p l y  billed to customers due to 

Natural gas volumes delivered 
Wholesale sales of purchased natural gas volumes 
Other 

lower cost per Mcf 

Other Operation and Maintenance Expenses 

The $23 million increase from 2009 to 201 0 was primarily d u e  to $8 inillion of increased other 
operation expenses and $1 5 inillion of increased inaintenance expenses. The $30 inillion increase from 
2008 to 2009 was priinarily due to $28 million of increased other operation expenses and $2 inillion of 
increased maintenance expenses. 

Other Operation Expenses: 

The  $8 inillion increase from 2009 to 2010 and $28 inillion increase from 2008 to 2009 were priniarily 
due to: 

Increase (Decrease) 
201 0 vs. 2009 2009 vs. 2008 

Administrative and general expense $ 2 $ 2 
Bad debt expense 
DSM program spending 
Transmission expense 
Distribution expense 
Power supply expense 
Pension expense (a) 
Other 

2 
2 
2 
2 
1 

1 
(4) 

$ 8 $ 28 

(a) Pension expense decreased in 2010 compared to 2009 primarily due to favorable asset 
performance in 2009 and increased in 2009 compared to 2008 primarily due to unfavorable asset 
performance in 2008. 
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Other Maintenance Expenses: 

The $1 5 million increase from 2009 to 201 0 and $2 million increase from 2008 to 2009 were primarily 
due to: 

Steam expense (a) 
Generation expense (b) 
Administrative and general expense 
Distribution expense 

Increase (Decrease) 

$ 9 $ 3 
2010 vs. 2009 2009 vs. 2008 

3 
2 
1 (2) 

$ 15 $ 2 

Steam expense increased in 20 10 compared to 2009 primarily due to increased boiler and electric 
maintenance expense mainly related to outage work. Steam expense increased in 2009 compared 
to 2008 due to the timing of scheduled unit outages and routine maintenance. 
Generation expense increased i n  2010 compared to 2009 primarily due to the overhaul of 
Paddy’s Run Unit 13. 

Derivative Gain (Loss) 

The $1 million increase from 2009 10 2010 and $55 inillion increase from 2008 to 2009 were primarily 
due to: 

Increase (Decrease) 
201 0 vs. 2009 2009 vs. 2008 

Reclassification of ineffective interest rate swap loss to a 

Reclassification of terminated interest rate swap loss to a 
regulatory asset in 2010 (a) $ 21 $ 

regulatory asset in 2010 (a) 9 - 
Interest exDense related to interest rate swaps 2 (2) 
Gain (loss) on interest rate swap 

(a) See Note 3, Kates and Regulatory Matters, for filrther discussion of the interest rate swap 
regulatory assets. 

Interest Expense 

The $2 million increase from 2009 to 2010 and $14 million decrease from 2008 to 2009 were primarily 
due to: 

Bond interest expense (a) 
Interest rate swaps (b) 
Interest expense to affiliated companies (c) 
Other interest expense 

Increase (Decrease) 
2010 vs. 2009 2009 vs. 2008 

$ 2 $ (4) 

3 
$ 2 $ (14) 
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(a) Bond interest expense increased in 201 0 compared to 2009 due to the issuance of first mortgage 
bonds in November 2010. Bond interest expense decreased in 2009 compared to 2008 due to the 
reptirchase of bonds in 2008. See Note 1 I ,  Long-Term Debt, for further information. 

(b) See Note 3, Rates and Regulatory Matters, and Note 5, Derivative Financial Instr~inents, for 
fiirther information regarding interest rate swaps. 

(c) Interest expense to affiliated companies decreased in 20 10 compared to 2009 priinarily due to 
notes payable to Fidelia being paid in fiill in November as a result of the PPL acquisition. 
Interest expense to affiliated companies decreased in 2009 compared to 2008 as a result of lower 
interest rates on intercompany short-term borrowings ($6 million), which was partially offset by 
increased interest expense as a result of additional debt issued during 2008 ($4 million). 

Other Income (Expense) - Net 

Other income (expense) - net decreased $6 million in 2010 and 2009 prirnarily due to decreased gains 
on the sale of Company property. 

Income Tax Expense 

See Note 10, lncoine Taxes, for a reconciliation of differences between the U.S. federal income tax 
expense at statutory rates and L,G&E’s income tax expense. 

2011 Outlook 

LG&E projects 201 1 earnings to be on par with 2010 as increases associated with the 2010 Kentucky 
rate case and lower financing costs are offset by a decrease in other income due to the recognition of a 
regulatory asset associated with the interest rate swaps, as well as higher operation and maintenance 
expenses and depreciation. Operation and maintenance expenses and depreciation are expected to 
increase due to placing TC2 in service in January 201 1. See Risk Factors for a discussion of the risk 
factors that may impact the 201 1 outlook. 

Financial Condition 

Liquidity and Capital Resources 

LG&E expects to continue to have adequate liquidity available through operating cash flows, cash and 
cash equivalents and its credit facilities. L,G&E reinarketed $ I  63 niillion of pollution control bonds in 
January 201 I and expects to remarket an additional $25 inillion of pollution control bonds in November 
201 1. L,G&E currently has no other plans to access debt capital markets in 20 1 1. See Note 19, 
Subsequent Events, for further information. 

LG&E’s cash flows from operations and access to cost-effective bank and capital markets are subject to 
risks and uncertainties including, but riot limited to, the following: 

e 

e 

changes in market prices for electricity; 
potential ineffectiveness of the trading, marketing and risk rnanageinent policy and programs 
used to mitigate LG&E’s risk exposure to adverse electricity and fuel prices and interest rates; 

35 



operational and credit risks associated with selling and marketing products in the wholesale 
power markets; 
unusual or extreme weather that may damage LG&E’s transinission and distribution facilities or 
affect energy sales to customers; 
unavailability of generating units (due to unscheduled or longer than anticipated generation 
outages, weather and natural disasters) and the resulting loss of revenues and additional costs of 
replacement electricity; 
abiiity to recover and the timeliness and adequacy of recovery of costs ; 
costs of coinpiiaiice with existing and new environmental laws; 
any adverse outcome of legal proceedings and investigations with respect to L,G&E’s current and 
past business activities; 
deterioration in the financial markets that could inalte obtaining new sources of bank and capital 
markets ftinding inore difficult and inore costly; and 
a downgrade in LG&E’s credit ratings that could adversely affect its ability to access capital and 
increase the cost of credit facilities and any new debt. 

Successor 
2010 

$ 2 
163 

$ 165 

$ 
12 

163 
$ 175 

See the Risk Factors section for further discussion of risks and uncertainties affecting LG&E’s cash 
flows. 

Predecessor 
2009 

$ 5 

$ 5 

$ 120 
170 

$ 290 - 

____- 

- 

At December 31, LG&E had the following: 

Cash and cash equivalents 
Available for sale debt securities (a) 

Current portion of long-term debt (b) 
Notes payable to affiliated cornpanies (c) 
Note payable (d) 

(a) 20 10 amount represents tax-exempt bonds issued by Louisville/Jefferson County, Kentucky, on 
behalf of LG&E that were subsequently purchased by LG&E. Such bonds were reinarlteted to 
unaffiliated investors in January 201 1 .  See Note 18, Available for Sale Debt Securities, and Note 
19, Subseqiient Events, f c x  fiirther information. 

(b) 2009 amount represents Jefferson County 2001 Series A and B and Triinble County 2001 Series 
A and B pollution control bonds subject to tender for purchase at the option of the holder and to 
inandatory tender for purchase upon the occurrence of certain events. The Siiccessor has 
classified these bonds as long-term because the Company has the intent and ability to utilize its 
$400 inillion credit facility which Inatnres in December 2014, to fund any mandatory purchases. 
The Predecessor classified these bonds as the current portion of long-term debt due to the tender 
for purchase provisions. The Predecessor presentation and the Successor presentation are both 
appropriate under GAAP. See Note 1, Summary of Significant Accounting Policies and Note 1 1 , 
Long-Term Debt, for ftrrther information. 
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(c) Anloritits represent borrowings under LG&E’s intercompany money pool agreement wherein 
LICE and/or K U  make funds available to LG&E at market-based rates of up to $400 million. See 
Note 12, Notes Payable and Other Short-Term Obligations, for further information. 

group of banks. See Note 12, Notes Payable and Other Short-Term Obligations, for firther 
information. 

(d) 201 0 amount represents borrowings on  L,G&E’s $400 million revolving line of credit with a 

Combined Successor 

Year E.nded through 
November 1 , 20 10 

December 3 1 , 20 10 December 3 I , 20 10 
N e t  cash provided by 

A condensed table of cash flows for the following periods in 2010, 2009 and 2008 is presented below. 
The Predecessor period, January I , 201 0 through October 3 1,201 0, and the Successor period, 
November 1 , 201 0 tlirough December 31 , 201 0, were aggregated without further adjustment for 
purposes of coniparison with the same periods in 2009 and 2008. 

Predecessor 
January 1 , 20 10 

October 3 1 , 20 10 _ _ _ _ _  2009 2008 

Year Ended 
through December 3 I , 

(used in) operating 
activities $ 181 $ (8) 

N e t  cash provided by 
(used in) investing 
activities (170) (63) 

Net cash provided by 
(used in) financing 
activities (14) 69 

Change in cash and 
cash equivalents $ (3) P $ (2) 

P 

$ 89 $ 309 $ 197 

07) (176) (232) 

Opmtii7g Activities 

N e t  cas11 provided by operating activities decreased by 41%, or $128 Inillion, in 2010 coinpared with 
2009, primarily as a result of changes in working capital, refunds of prior year GSC over-collections, 
higher interest payments due to an accelerated settlement with the previous owner and higher income tax 
payments due to higher taxable income. These decreases in cash flow were partially offset by increased 
earnings and lower storm expenses. 

N e t  cash provided by operating activities increased by 57%, or $1 12 million, in 2009 coinpared with 
2008, primarily as a result of increased GSC recoveries and favorable changes in working capital. These 
increases in cash flow were partially offset by lower earnings excluding derivative gains and losses, 
higher storm expenses and increased pension funding. 

LG&E expects to achieve relatively stable cash flows from operations during the next three years 
although future cash flows may be significantly impacted by changes in economic conditions or new 
environmental and tax regulations. 
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Investing Activities 

The primary use of cash in investing activities is capital expenditures. See “Forecasted Uses of Cash” 
for details regarding projected capital expenditures for the years 201 I through 2013. 

Net cash used in investing activities decreased by 3%, or $6 million, in 2010 compared with 2009, 
primarily as a result of additional proceeds received of $45 million on the sale of assets and an increase 
of $2 inillion in restricted cash collections. These increases in cash flow were partially offset by $34 
rniIlion in higher capital expenditures and a decrease of $7 million in cash received on the settlement of 
derivatives. 

Net cash used in investing activities decreased by 24%, o r  $56 million, in 2009 compared with 2008, 
primarily as a result of a decrease of $57 inillion in capital expenditures and an increase of $1 5 million 
in cash received on the settlement of derivatives, partially offset by $16 million less in proceeds received 
on the sale of assets. 

Financing Activities 

Net cash used in financing activities was $14 million in 2010 compared with $132 million in 2009. The 
change from 2009 to 201 0 i s  a result of new long-term debt issued in excess of retirements, lower 
dividend payments arid less short-term debt repayment. 

Net cash used in financing activities was $132 inillion in 2009 compared with cash provided by 
financing activities totaling $35 million in 2008. The lower level of cash provided by financing in 2009 
was the result of higher dividends and the repayment of short-term debt partially offset by fewer 
retirements and repurchases of long-term debt. 

In the two months of 201 0 following the acquisition, cash provided by financing activities of the 
Successor primarily consisted of the issuance of first mortgage bonds totaling $53 1 million after 
discounts, the issuance of intercompany notes totaling $48.5 million to a PPL subsidiary to repay debt 
due to an E.ON affiliate upon the closing of the sale and a $163 million drawing under a revolving line 
of credit. These amounts were offset by the repayment of $485 million to an E.ON affiliate upon the 
closing of the sale, the repayment of $485 million to a PPL affiliate upon the issuance of the first 
tnortgage bonds, the repayment of $1 30 million of short-term borrowings due to an affiliated company 
and the payment of $10 inillion of debt isstlance costs. 

I n  2010, cash used in financing activities by the Predecessor primarily consisted of the payment of $55 
inillion of dividends to LKE and decreases in short-term borrowings due to an affiliated company 
totaling $28 million. 

In 2009, cash used in financing activities primarily consisted of the payment of dividends to LKE 
totaling $80 million arid the repayment of $52 inillion of short-term borrowings due to an affiliated 
company. 

I n  2008, cash provided by financing activities primarily consisted of an increase in short-term 
borrowings due to an affiliated company of $144 million, the issuance of $95 million of pollution 
control revenue bonds, the issuance of $75 million of intercompany notes to an E.ON affiliate and the 

38 



receipt of capital contributions from LKE totaling $20 million, partially offset by the repurchase of $259 
million ofpollution control revenue bonds and the payment of $40 million in dividends to LKE. 

LG&E’s debt financing activity i n  201 0 was: - 
Issuances (a) Retirements 

Short-term borrowings from affiliated company - net change $ - $ (158) 
Other borrowings frorn affiliated company 485 (485) 
Borrowings from an E.ON affiliate - (48.5) 
Issuance of short-term note payable 163 - 
Issuance of bonds 

Net change in debt financing 
53 1 

$ 1,179 $ (1,128) -_____ 

(a) Issuances are ne t  of pricing discounts, where applicable. 

See Note I 1 ,  Long-Term Debt, for fiirther information. 

Worltine; Capital Deficiency 

As of December 31, 2009, LG&E had a working capital deficiency of $150 million, primarily due to 
notes pryable to affiliated companies totaling $1 70 inillion and $120 inillion of tax-exempt bonds which 
allow the investors to put  the bonds back to the Company causing them to be classified as “Current 
portion of long-term debt.” As of December 3 1 , 201 0, the Company no longer had a working capital 
deficiency because the majority of the notes payable to affiliated cornpatlies were paid off in conj~inctiori 
with the PPL acquisition, the $120 million of tax-exempt bonds were no longer classified as “Other 
current liabilities” by the Successor because the Company has the intent and ability to utilize its $400 
million credit facility which expires in December 2014 to fund any inandatory purchases, and the $163 
inillion in repurchased pollution control bonds that were previously reported on a net basis by the 
Predecessor are now reported on a gross basis as available for sale debt securities by the Successor. See 
Note 1 1, Long-Term Debt, Note 18, Available for Sale Debt Securities, and Note 19, Subsequent 
Events, for further information. 

Auction Rate Securities 

Auctions for auction rate  securities issued by LG&E continued to fail throughout 201 0. LC&E held 
$163 inillion of its own securities at December 3 1 , 201 0 and December 31,2009, that at one time were 
auction rate securities. These pollution control bonds were reissued in January 201 I .  See Note 1 1 , Long- 
Term Debt, Note 18, Available for Sale Debt Securities, and Note 19, Subsequent Events, for firrther 
discussion. 

Forecasted Sources of Cash 

L,G&E expects to continue to have adequate sources of cash available in the near term, including access 
to external financing, financing from affiliates and/or infiisiorls of capital from LKE. Regulatory 
approvals are required for LG&E to incur additional debt. The FERC authorizes the issuance of short- 
term debt while the Kentucky Commission authorizes the issuance of long-term debt. In November 
2009, LG&E received a two-year authorization from the FERC to  borrow LIP to $400 million in short- 
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term funds. Short-term funds are made available via the Company’s participation in  an intercompany 
money pool agreement wherein LKE and/or KU make fiinds available to LG&E at market-based rates 
(based on highly rated commercial paper issues) up to $400 million or via the $400 million Revolving 
Credit Agreement discussed below. L,G&E currently believes this aiithorization and these facilities, 
together with the Company’s credit facilities discussed below, provide the necessary flexibility to 
address any liquidity needs. 

Credit Facilities 

On November 1,2010, LG&E entered into a $400 million unsecured Revolving Credit Agreement with 
a group of banks. Under this new credit facility, which expires on December 3 1,2014, LG&E has the 
ability to make cash borrowings and to request the lenders to issue letters of credit. Borrowings will 
generally bear interest at LIROR-based rates plus a spread, depending upon L,G&E’s senior unsecured 
long-term debt rating. The new credit facility contains financial covenants requiring LG&E’s debt to 
total capitalization to not exceed 70% and other customary covenants. As of December 3 I ,  201 0, 
LG&E’s debt to total capitalization was 43% as calculated pursuant to the credit agreement. Under 
certain conditions, LG&E inay request that the facility’s capacity be increased by up to $100 million. 
This new credit facility replaced three bilateral credit facilities totaling $125 million that were 
terminated November 1,2010. As ofDecember 31, 2010, there were $163 million of borrowings 
outstanding under the new credit facility. In January 201 1, LG&E successfully remarketed $1 63 million 
of its repurchased pollution control bonds and used the proceeds to repay the outstanding balance on 
LG&E‘s credit facility. LC&E will utilize unused credit facility and money pool balances to fund 
working capital needs as they arise. See Note 1 1, Long-‘Term Debt, Note 18, Available for Sale Debt 
Securities, and Note 19, Subsequent Events, for further information regarding the Company’s 
remarketed bonds. See Note 12, Notes Payable and Other Short-Term Obligations, for further 
information regarding the Company’s credit facilities. 

LKE inay make capital contributions to LG&E, which can be used for general business purposes. 

Long-Term Debt 

LG&E currently does not plan to issue any new long-term debt in 201 1. However, L,G&E remarketed 
$163 million of pollution control bonds in January 201 1 and expects to remarket an additional $25 
million of pollution control bonds in the second half of 201 1. See Note 19, Subsequent Events, for 
further information. 

Forecasted Uses of Cash 

In addition to expenditures required for normal operating activities, such as fuel for electric generation, 
power purchased, payroll and taxes; LG&E currently expects to incur future cash outflows for capital 
expenditures, various contractual obligations and the payment of dividends. 
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LG&E’s construction program is designed to ensure that there will be adequate capacity and reliability 
t o  m e t  the electric needs of its service area and  to comply with environmental regulations. These needs 
are continually being reassessed and appropriate revisions are made, when necessary, in construction 
schedules. LG&E plans to fund capital expenditures through operating cash flows, the credit facility 
and, if needed, the issuance of long-term debt. LG&E expects its capital expenditures for the three year 
period ending December 3 1 , 2013, to total approximately $1,569 million, consisting primarily of the 
following: 

Construction o f  environmental controls and capacity replacement 
Construction of dislribution and metering assets 
Construction of generation assets 
Construction of coal combustion residual storage structures 
Redevelopment of Ohio Falls hydroelectric facility 
Information technology projects 
Construction of transmission assets 
Other projects 
Recoverable environinental assets 

$ 73 1 
389 
169 
90 
67 
41 
40 
26 
16 

$ 1.569 

T h e  Company’s capital program will focus primarily on compliance with existing or anticipated EPA 
environrnental regiilations, aging infrastructure and the need for increased storage capacity for coal 
combustion by-product materials over the next several years. This prograin may also be affected in 
varying degrees by factors such as electric energy demand load growth, changes in construction 
expenditure levels, rate actions by regulatory agencies, new legislation, changes in cornniodity prices 
and labor rates and other regulatory requirements. In particular, climate change initiatives, whether via 
legislative, regulatory or niarltet channels, could restrict or disadvantage power generation froin higher- 
carbon sources. Therefore, LG&E has included estimates regarding significant additional capital 
expenditures related to pending environmental regulations and legislation. These estimates are subject to 
final regulations and least cost analysis based on engineering studies. To the extent financial markets see 
climate change as a potential risk, LG&E may face reduced access to or increased costs in capital 
markets. Capital expenditures for LG&E associated with such actions are preliminarily estimated to be 
in the $1 .S to $1.8 billion range over the next ten years, although final costs may substantially vary. 

See the contractual obligations table below and Note 13, Coinmitiiients and Contingencies, for frirther 
in format ion concerning comm i tinen ts. 
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Contmctual Obligations 

The following is provided to suminarize contractual cash obligations for periods after December 3 1, 
2010. LG&E anticipates cash fi-om operations and external financing will be sufficient to fund future 
obligations. See the Statements of Capitalization. 

Payments Due by Period - 
2011 2012 2013 2014 201.5 Thereafter Total 

Short-term debt (a) $ 175 $ - $  - $  - $  - $  - $ 175 
Lmg-term debt (b) - - - 250 859 1,109 
Interest on long-term debt (c) 32 33 36 39 43 826 1,009 
Operating leases (d) 5 4 3 3 2 1 18 
Unconditional power purchase 

obligations (e) 20 22 22 23 22 258 367 
Coal and natural gas purchase 

obligations (0 334 109 112 98 100 36 789 
Pension benefit plan 

Postretirement benefit plan 
obligation (g) 28 33 30 6 I 3 101 

Construction obligations (i) 118 6 4 - - 128 
Other obligations (i) 1 1 

obligations (11) 7 7 7 7 7 35 70 

2 - - ______- _____ - 
$ 720 $ 215 $ 214 $ 176 $ 425 !$ 2,018 $ 3,768 -- _E==== =~ =-- 

This table does not reflect contingent obligations. See Note 13, Commitments and Contingencies, for 
further information on contingent obligations. 

(a) Represents borrowings of $12 million of debt due to affiliates and debt due to external parties of 

(b) Reflects principal maturities only based on legal maturity dates and includes the current portion 

(c) Assumes interest payments through maturity. The payments herein are subject to change as  

(d) Represents future operating lease payments. 
(e) Represents future minimuin payments under OVEC power purchase agreements through March 

(f) Represents contracts to purchase coal, natural gas and natural gas transportation. 
(8) Represents projected cash flows for funding the pension benefit plans as calculated by the 

$1 63 inillion within one year. 

o f  long-term debt. 

payments for debt that is or becomes variable-rate debt have been estimated. 

13, 2026. 

actuary. For pension fiinding information see Note 9, Pension and Other Postretirement Benefit 
Plans. 

(11) Represents projected cash flows for the postretirement benefit plan as calculated by the actuary. 
For postretirement fiinding information, see Note 9, Pension and Other Postretirement Benefit 
Plans. 
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(i) Represents construction commitments, including cotninitinents for the Ohio Falls refurbishment 
and the TriinbIe landfill construction including the associated inaterial transport systems for coal 
combustion residuals. 

(j) Represents other contractual obligations including the SPP and TVA coordination agreements. 

Pension and Postretivenient BeneJit Plans 

See Application of Critical Accounting Policies and Estimates for discussion regarding discretionary 
contributions to the pension and postretirement benefit plans in 201 1.  

Dividends 

Future dividends may be declared at the discretion of L,G&E’s Board of Directors, payable to its sole 
shareholder, LKE. As discussed in Note 12, Notes Payable and Other Short-Term Obligations, L,G&E’s 
dividend payments are limited under a covenant in its $400 million revolving line of credit facility. This 
covenant restricts the debt to total capital ratio to not more than 70%. L,G&E is subject to Section 30S(a) 
of the Federal Power Act, which makes it unlawftil for a public utility to tnalte or pay a dividend froin 
any f h d s  “properly included in capital account.” The meaning of this limitation has never been clarified 
under the Federal Power Act. LG&E believes, however, that this statutory restriction, as applied to its 
circumstances, would not be construed or applied by the FERC t o  prohibit the payment from retained 
earnings of dividends that are not excessive and are for lawful and legitimate business purposes. 

Pwchase, Redemption or Renxwkeling of Debt Seciirities 

In January 201 1 , LG&E successfully remarketed $163 million of its repurchased pollution control 
bonds, which were classified as “Available for sale debt securities” on the Balance Sheets at December 
3 1, 2010. LG&E used the proceeds from the remarketed bonds t o  repay the balance of its credit facility. 
LG&E will continue to evaluate purchasing, redeeming or reinarketing outstanding debt securities and 
may decide to take action depending upon prevailing market conditions and available cash. 

See Note I 1, Long-Term Debt, Note 18, Available for Sale Debt Securities, and Note 19, Subsequent 
Events, for further information regarding the Company’s remarketed bonds. See Note 12, Notes Payable 
and Other Short-Term Obligations, for discussion regarding the Company’s credit facilities. 

Credit Ratings 

LG&E’s credit ratings reflect the views of three national rating agencies. A security rating is not a 
recommendation to buy, sell or hold securities and is subject to revision or withdrawal at any time by the 
ratilig agency. In October 2010, one national rating agency revised downward the short-term credit 
rating of the pollution control bonds and the issuer rating of the Company as a result of the then pending 
acquisition by PPL,. Another raised the long-term rating of the polllition control bonds as a result of the 
addition of the first mortgage bonds as collateral. In October 201 0, a third national rating agency 
provided an initial rating of the Company’s pollution control bonds and first mortgage bonds. See Note 
1 1 , L,ong-Term Debt, for a discussion of downgrade actions in 2009 and 2008 related to the pollution 
control bonds caused by a change in the rating of the entity insuring those bonds. 
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Ratings Triggers 

LG&E has various derivative and non-derivative contracts, including contracts for the sale and purchase 
of electricity and fuel and cornrnodity transportation and interest rate instruments, which contain 
provisions requiring LG&E to post additional collateral, or permit the counterparty to terminate the 
contract if L,G&E’s credit rating were to fall below investment grade. See Note 5 ,  Derivative Financial 
Instruments, for a discussion of  Credit Risk Related Contingent Features, including a discussion of the 
potential additional collateral that would have been required for derivative contracts in a net liability 
position at December 3 1 , 201 0. At December 3 I , 20 10, if LG&E’s credit ratings had been below 
investment grade, LG&E would have been required to prepay or post an additional $83 million of 
collateral to counterparties for both derivative and non-derivative conimodity and commodity-related 
contracts used in its generation, marketing and trading operations and interest rate contracts. 

Off-Balance Sheet Arrangements 

LG&E has very limited off-balance sheet activity. See Note 13, Comniitments and Contingencies, for 
further discussion. 

Risk Management 

Credit Risk 

LG&E is exposed to potential , ~ s s e s  as a result of nonperformance by counterparties of their contractual 
obligations. LG&E maintains credit policies and procedures to limit counterparty credit risk including 
evaluating credit ratings and financial information along with having certain counterparties post margin 
if the credit exposure exceeds certain thresholds. See Note 5 ,  Derivative Financial Instruments, for 
information regarding risk inanageinent activities. 

LG&E is exposed to potential losses as a result of nonpayment by customers. The Company maintains 
an allowance for doubtful accounts composed of accounts aged inore than four months. Accounts are 
written off as management determines them uncollectible. See Application of  Critical Accounting 
Policies and Estimates and Note 1 , Suniinary of Significant Accounting Policies, for further discussion. 

Certain of the Company’s derivative instruments contain provisions that require it to provide immediate 
and on-going collateralization o n  derivative instruments in net liability positions based upon the 
Company’s credit ratings fiom each of the major credit rating agencies. See Note 5 ,  Derivative Financial 
Instruments, for information regarding exposure and the risk management activities. 

Liquidity Risk 

LG&E expects to continue to have access to adequate sources of liquidity through operating cash flows, 
cash and cash equivalents, credit facilities and/or infusion of capital from its parent. See Financial 
Condition - L,iquidity and Capita! Resources for an expanded discussion o f  LG&E’s liquidity position 
and a discussion of its forecasted sources of cash. 
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Securities Price Risk 

LG&E has securities price risk through its participation i n  defined benefit pension and postretirement 
benefit plans. Declines in the market price of debt and equity securities could impact contribution 
requirements. See Application of Critical Accounting Policies and Estimates - Defined Benefits for a 
discussion of the assumptions and sensitivities regarding the Company’s defined benefit pension and 
postretirement benefit plans assumptions. 

Interest Rate and Cominodity Price Risk 

L,G&E is subject to interest rate and coinrnodity price risk related to on-going business operations. It 
currently manages coininodity risks using derivative instruments, including swaps and forward 
contracts. The Company’s policies allow for the interest rate risk to be inanaged through the iise of fixed 
rate debt, floating rate debt and interest rate swaps. At December 3 1, 20 10, the Company’s annual 
exposure to increased interest expense, based on a 10% increase in interest rates, was less than $1 
million. 

L,G&E manages price risk by conducting energy trading activities through forward financial 
transactions. The following chart sets forth the net fair value of LG&E’s commodity derivative 
contracts. See Note 5, Derivative Financial Instruinents, for further information. 

Successor 
December 3 I , 

201 0 
Fair value of contracts outstanding at the beginning of the 

Contracts realized or otherwise settled during the period 
Fair value of new contracts entered into during the period 

period $ -  

(I) 

- 
Other changes in fair value (a) 

Predecessor 
October 3 I ,  December 3 1, 

201 0 2009 

Fair value of contracts outstanding at the end of the period $ (1)  IL $ -  

(a) Represents the change in value of outstanding transactions and the value of transactions entered 
into and settled during the period. 

Related Party Transactions 

L,G&E and its Parent, L,KE and subsidiaries of L,KE engage in related party transactions. See Note 15, 
Related Party Transactions, for further information. 

LG&E is not aware of any material ownership interest or operating responsibility by the executive 
officers of LG&E in outside partnerships, incliiding leasing transactions with variable interest entities, or 
entities doing business with L,G&E. 

45 



Acquisitions, Development and Divestitures 

LG&E and KU have been constructing a new 760-Mw capacity base-load, coal-fired unit, TC2, which is 
jointly owned by LG&E (14.25%) and I<U (60.75%), together with IMEA and IMPA (combined 25%). 
With limited exceptions the Company took care, custody and control of TC2 on January 22,201 1 , and 
has dispatched the unit to meet customer demand since that date. L,G&E and the contractor agreed to a 
further amendment of the construction agreement whereby the contractor will complete certain actions 
relating to identifying and completing any necessary modifications to allow operation of TC2 on all 
fuels in accordance with initial specifications prior to certain dates, and amending the provisions relating 
to liquidated damages. See Note 13, Coinrnitinents and Contingencies, for further information. 

LG&E continuously re-examines developinent projects based on market conditions and other factors to 
determine whether to proceed, to cancel or to expand the projects. 

Application of Critical Accounting Policies and Estimates 

The financial statements of LG&E are prepared in compliance with GAAP. The application of these 
principles necessarily involves judgrnents regarding fiiture events, including legal and regulatory challenges 
and anticipated recovery of costs. These judgments could inaterially impact the financial statements and 
disclosures based on varying assumptions, which may be appropriate to use. in addition, the financial and 
operating environment also may have a significant effect, not only on the operation of the business, but also 
on the results reported through the application of accounting ineastires used in preparing the financial 
statements and related disclosures, even if the nature o f  the accounting policies applied has not changed. 
LG&E’s senior management has reviewed the significant and critical accounting policies with the relevant 
governing bodies of the Company and its parent, as applicable. 

An accounting policy is deemed to be critical if it requires an accounting estimate to he made based on 
assuiiiptions about matters that are highly uncertain at the time the estimate is made, if different estimates 
reasonably could have been used or if changes in the estimate that are reasonably possible could niaterially 
impact the financial statements. Management believes the following critical accounting policies reflect the 
significant estimates and assumptions used in the preparation of the Financial Statements. 

Price Risk Management 

See Financial Condition - Risk Management. 

Regulatory Mechanisins 

LG&E is a cost-based rate-regulated utility. As a result, the financial statements reflect the: effects of 
regulatory actions. Regulatory assets are recognized for the effect of transactions or events where fiiture 
recovery is probable in regulated customer rates. The effect of such accounting is to defer certain or 
qualifying costs that would otherwise be charged to expense. Likewise, regulatory liabilities are 
recognized for obligations expected to be returned through future regulated customer rates. The effect of 
such transactions or events would otherwise be reflected as income, or, in  certain cases, regulatory 
liabilities are recorded based on the understanding with the regulator that current rates are being set to 
recover costs that are expected to be incurred in the future. The regulated entity is accountable for any 
amounts charged piirsuant to such rates and not yet expended for the intended purpose. The accounting 
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for regulatory assets and liabilities is based on specific raternalting decisions or precedent for each 
transaction or event as prescribed by the FERC and the KentLicky Cominission. See Note 3, Rates and 
Regulatory Matters, for additional detail regarding regulatory assets and liabilities. 

Defined Benefits 

LG&E employees beriefit from both fiinded and unfiinded retirement benefit plans. See Note 1, 
Summary of Significant Accounting Policies, for information about policy changes between the 
Predecessor and Successor and the accounting for defined benefits including L,G&E’s method of 
amortizing gains and losses. LG&E makes various assumptions in arriving at pension and other 
Postretirement benefit costs and obligations. The major assurnptions include: 

LG&E’s selection of discourit rates is based on the Mercer Pension Discount Yield Curve 
(Predecessor) aid the Towers Watson Yield Curve (Successor). 
LG&E’s selection of rate of salary growth is based on historical data that includes employees’ 
periodic pay increases and promotions, which are used t o  project employees’ pension benefits at 
retirement . 
LG&E deterimines the expected long-term return on plan assets based on the current level of 
expected return on risk free investments (primarily government bonds), the historical level of the 
risk premium associated with the other asset classes in which the portfolio is invested and the 
expectations for future returns of each asset class. The expected return for each asset class is then 
weighted based on the current asset allocation. 
LG&E’s management projects health care cost trends based on past health care costs, the near- 
term outloolc and an assessinent of likely long-term trends. 

The performance of the capital markets affects the values of the assets that are held in trust to satisfj, 
future obligations under the defined benefit pension plans. The return on investments within the plans 
was approximately 12% for the year ended December 3 I ,  20 10. The benefit plan assets and obligations 
are re-measured annually using a December 3 I measureinent date. Due to the PPL acquisition, the 
benefit plan assets and obligations were also re-measured at October 3 I ,  201 0. The Company’s 201 0 
pension and postretirement benefit cost was approximately $6 million less than 2009. ‘The Company 
anticipates its 201 1 pension cost will be approximately $4 million less than the 2010 expense. The 
amount of fiiture funding will depend upon the actual return on plan assets, the discount rate and other 
factors, but the Company funds its pension obligations in a manner consistent with the Pension 
Protection Act of 2006. The Company made discretionary contributions to its pension plan of $20 
million and $8 million in 2010 and 2009, respectively. In January 201 1, LG&E contributed $64 inillion 
to its pension plans. See Note 19, Subsequent Events, for fiirther information. 

See Note 9, Pension and Other Postretirement Benefit Plans, for further information on defined benefits 
including sensitivity analysis expressing potential changes in expected returns that would result from 
hypothetical changes to ass~unptions and estimates, expected rate of return assumptions and health care 
trends. 

Asset Impairment 

LG&E performs a quarterly review to determine if an impairment analysis is required for long-lived 
assets that are subject to depreciation or amortization. This review identifies changes in circumstances 
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indicating that a long-lived asset’s carrying value may not be recoverable. An impairment analysis will 
be performed if warranted based on the review. For these long-lived assets, such events or changes in 
circumstances which may indicate an impairment analysis is required include: 

0 a significant decrease in the market price of an asset; 
a significant adverse change in the manner in which an asset is being used or in its physical 
condition; 
a significant adverse change in legal factors or in the business climate; 
an accumulation of costs significantly in excess of the amount originally expected for the 
acquisition or construction of an asset; 
a current-period operating or cash flow loss combined with a history of losses or a forecast that 
demonstrates continuing losses; 
a current expectation that, more likely than not, an asset will be sold or otherwise disposed of 
before the end of its previously estimated useful life; and 
a significant change in the physical condition of an asset. 

e 

.S 

.S 

8 

0 

For a long-lived asset, impairment is recognized when the carrying amount of the asset is not 
recoverable and exceeds its fair value. The carrying amount is not recoverable if it exceeds the sum of 
the undiscounted cash flows expected to result from the use and eventual disposition of the asset. If the 
asset is impaired, an impairment loss is recorded to adjust the asset’s carrying value to its estimated fair 
value. I\;lanagement must make significant judgments to estimate fiiture cash flows including the useful 
lives of long-lived assets, the fair value of the assets and management’s intent to use the assets. LG&E 
did not recognize an iinpainnent ofany long-lived asset in 2010. 

Effective with PPL,’s acqiiisition ofLKE on November 1,2010, LG&E recorded $389 inillion of goodwill. 
At December 3 1 , 201 0, LG&E’s goodwill remained unchanged. GAAP requires goodwill to be tested for 
impairment on an annual basis or more frequently if events or circumstances indicate that assets may be 
impaired. LG&E perforins its annual goodwill impairment test in the fourth quarter. See Note 7, Goodwill 
and Intangible Assets, for fLirther discussion. 

Goodwill is tested for impairment using a two-step approach. In step 1, the Company identifies a potential 
impairment by comparing the estimated fair value of the Company (the goodwill reporting unit) to its 
carrying value, including goodwill, on the measurement date. If the estimated fair value exceeds its 
carrying amount, goodwill is not considered impaired. If the carrying ainount exceeds the estimated fair 
value, the second step is performed to measure the amount of impairment loss, if any. 

The second step requires a calculation of the implied fair value of goodwill. The implied fair value of 
goodwill is determined in the same manner as the amount of goodwill in a business combination. That is, 
the estimated fair value is allocated to all of L,G&E’s assets and liabilities as if L,G&E had been acquired in 
a business combination and the estimated fair value of LG&E was the price paid. The excess of the 
estimated fair value of LG&E over the amounts assigned to its assets and liabilities is the implied fair value 
of goodwill. The implied fair value of goodwill is then compared with the carrying amount of that goodwill. 
If the carrying amount exceeds the implied fair value, an impairinent loss is recognized in an amount equal 
to that excess. The loss recognized cannot exceed the carrying amount of the reporting unit’s goodwill. 

Determining the fair value of L.G&E is judginental in nature and involves the use of significant estimates 
and assumptions. These estimates and assumptions can include revenue growth rates and operating 
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margins wed to calculate projected fitture cash flows, risk adjusted discount rates and future economic 
and inarltet conditions. 

L,G&E tested goodwill for impairinent in the fourth quarter of 2010 and no impairment was recognized. See 
Note 7, Goodwill and Intangible Assets, for further discussion. 

Loss Accruals 

LG&E accrues losses for the estimated impacts of various conditions, situations or circumstances 
involving itncertain or contingent future outcomes. For loss contingencies, the loss must be accrued if 
(1)  information is available that indicates it is probable that a loss has been incurred, given the liltelihood 
of the uncertain fiiture events and (2) the amount of the loss can be reasonably estimated. Accounting 
guidance defines “probable” as cases in which “the fitture event or events are likely to occur.” LG&E 
does not record the accrual of contingencies that might result in gains, unless recovery is assured. LGRLE 
continuously assesses potential loss contingencies for environmental remediation, litigation claims, 
regulatory penalties and other events. 

The accounting aspects of estimated loss accruals include (1) the initial identification and recording of 
the loss, (2) the determination of triggering events for reducing a recorded loss accrual and (3) the 
ongoing assessment as to whether a recorded loss accrual is sufficient. All three of these aspects require 
significant judgment by LGRLE’s management. LG&E uses its internal expertise and outside experts 
(such as lawyers and engineers), as necessary, to help estimate the probability that a loss has been 
incurred and the amount or range of the loss. 

LG&E has identified certain other events that could give rise to a loss, but that do not meet the 
conditions for accrual. Such events are disclosed, but not recorded, when it is reasonably possible that a 
loss has been incurred. Accounting guidance defines “reasonably possible” as cases in which “the fitture 
event or events occurring is more than remote, but less than likely to occur.” See Note 13, Coininitinents 
and Contingencies, for disclosure of other potential loss contingencies that have not met the criteria for 
accrual” 

When an estimated loss is accrued, L,G&E identifies, where applicable, the triggering events for 
subsequently adjusting the loss accrual. The triggering events generally occur when the contingency has 
been resolved and the actual loss is incurred, or when the risk of loss has diminished or been eliminated. 
The following are some of the triggering events that provide for the adjustment of certain recorded loss 
accruals: 

0 Allowances for uncollectible accounts are reduced when accounts are written off after prescribed 
collection procedures have been exhausted, a better estimate of the allowance is determined or 
underlying amounts are ultiinately collected. 
Environmental and other litigation contingencies are reduced when the contingency is resolved, 
LG&E makes actrial payments, a better estimate of the loss is determined o r  the loss is no longer 
considered probable. 

0 

LG&E reviews its loss accriials on a regular basis to assure that the recorded potential loss exposures are 
appropriate. This involves ongoing cornrnunication and analyses with internal and external legal 
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counsel, engineers, operation tnanageinent and other parties. This review may result in the increase or 
decrease of the loss accrual. 

Asset Retirement Ob1 i gat ions 

L,G&E is required to recognize a liability for legal obligations associated with the retirement o f  long- 
lived assets. The initial obligation is measured at its estimated fair value. An equivalent amount is 
recorded as an increase in the value of the capitalized asset and allocated to expense over the usefill life 
of the asset. Until the obligation is settled, the liability is increased, through the recognition of accretion 
expense in the Statements of Income, for changes in the obligation due to the passage of time. An 
offsetting regulatory asset is recognized to reverse the depreciation and accretion expense related to the 
ARO such  that there is no income statement impact. The regulatory asset is relieved when the ARO has 
been settled. An ARO must be recognized when incurred if the fair value of the ARO can be reasonably 
estimated. 

In deteriniriing AROs, nianagernent must make significant judgments and estimates to calculate fair 
value. Fair value is developed using an expected present valtre technique based on assumptions of 
market participants that considers estimated retirement costs in current period dollars that are inflated to 
the anticipated retirement date and then discounted back to the date the ARO was incurred. Changes i n  
assuinptions and estimates included within the calculations of the fair value of AROs could result in 
significantly different results than those identified and recorded in  the financial statements. Estimated 
ARO costs and settlement dates, which affect the carrying value of various AROs and the related assets, 
are reviewed periodically to enstire that any material changes are incorporated into the estimate of the 
obligations. Any change to the capitalized asset is amortized over the remaining life of the associated 
long-lived asset. See Note 4, Asset Retirement Obligations, for further information on AROs. 

At December 31, 201 0,  LG&E had AROs totaling $49 inillion recorded on the Balance Sheets. Of the 
total amount, $29 million, or 59%, relates to L,G&E’s ash ponds, landfills and natural gas mains. The 
most significant assumptions surrounding AROs are the forecasted retirement costs, the discount rates 
and the inflation rates. A variance in the forecasted retirement costs, the discount rates or the inflation 
rates could have a significant impact on the ARO liabilities. 

The following chart reflects the sensitivities related to LG&E’s ARO liabilities for ash ponds, landfills 
and natural gas mains as of December 3 1, 201 0: 

Change in Impact on 
Assumption ARO Liability 

Retirement cost I OYo/( I O)% $3/$(3) 
Discount rate 0.2SYO/( 0.23% $(2)/$2 
Inflation rate 0.2s Yo/( 0.2 S)% $2/$(2) 

Income Tax Uncertainties 

Significant management judgment is required in developing LG&E’s provision for income taxes 
primarily due to the uncertainty related to tax positions taken or expected to be taken in tax returns and 
the determination of deferred tax assets, liabilities and valuation allowances. 
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Significant managelnetit judgment is required to determine the amount of benefit recognized related to 
an uncertain tax position. LG&E evaluates its tax positions following a two-step process. The first step 
req~tires an entity t o  deternline whether, based on the technical merits supporting a particular tax 
position, it is more likely than not (greater than a 50% chance) that the tax position will be sustained. 
This determination assiiines that the relevant taxing authority will examine the tax position and is aware 
of all the relevant facts surrounding the tax position. The second step requires an entity to recognize in 
the financial statements the benefit of a tax position that meets the more-likely-than-not recognition 
criterion. The benefit recognized is ineasured at the largest amount of benefit that has a likelihood of 
realization, upon settlement, that exceeds 50%. LG&E’s tnariagement considers a number of factors in 
assessing the benefit to be recognized, including negotiation of a settlement. 

On a qitarterly basis, LC&E reassesses its uncertain tax positions by considering information known at 
the reporting date. Based on management’s assessment of new information, LG&E may subsequently 
recognize a tax benefit for a previously unrecognized tax position, de-recognize a previously recognized 
tax position or re-measure the benefit of a previously recognized tax position. The amounts ultiiiiately 
paid upon resolution of issues raised by taxing authorities may differ materially from the amounts 
accrued and may materially inipact LG&E financial statements in the future. 

The balance sheet classification of itnrecognized tax benefits and the need for valuation allowances to 
reduce deferred tax assets also require significant management Judginent. L,G&E classifies unrecognized 
tax benefits as current, to the extent inanagetnent expects to settle an nncei-tain tax position, by payment 
or receipt of cash, within one year of the reporting date. Valuation allowances are initially recorded and 
reevaluated each reporting period by assessing the likelihood of the ultimate realization of a deferred tax 
asset. Management considers a niunber of factors in assessing the realization of a deferred tax asset, 
including the reversal of temporary differences, future taxable income and ongoing prudent and feasible 
tax planning strategies. Any tax planning strategy utilized in this assessment must meet the recognition 
and tneasuretnent criteria utilized by LG&E to account for an uncertain tax position. See Note 10, 
Income Taxes, for the required disclosures. 

At December 3 1, 201 0, LG&E’s existing reserve exposure to either increases or decreases in 
unrecognized tax benefits during the next 12 months is less than $ I  million. This change could result 
froin subsequent recognition, de-recognition and/or changes in the measureinent of uncertain tax 
positions. The events that could cause these changes are direct settlements with taxing authorities, 
litigation, legal or administrative guidance by relevant taxing authorities and the lapse of an applicable 
statute of limitations. 

Purchase Price Allocation 

On November 1 ,  2010, PPL, completed the acquisition of LG&E’s parent. In accordance with accounting 
guidance on business combinations, the identifiable assets acquired and the liabilities assumed were 
measured at fair value at the  acquisition date. Fair value is defined as the price that woitld be received to 
sell an asset or paid to transfer a liability in an orderly transaction between market participants. The 
excess of the purchase price over the estimated fair value of the  identifiable net assets is recorded as 
goodwill. 

The deterinination and allocation of fair value to the identifiable assets acquired and liabilities assumed 
was based on various assumptions and valrtation methodologies requiring considerable tnanagelnent -. 
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judgment, including estimates based on key assumptions of the acquisition, and historical and current 
market data. The most significant variables in these valuations were the discount rates, the number of 
years on which to base cash flow projections, as well as the assumptions and estiiiiates used to determine 
cash inflows and outflows. Although the assumptions applied were reasonable based on inforination 
available at the date of acquisition, actual results may differ fioni the forecasted amounts and the 
difference could be inaterial. 

For purposes of measuring the  fair value of the majority of property, plant and equipment and regulatory 
assets acquired and regulatory liabilities assumed, L,G&E determined that fair value was equal to net 
book value at the acquisition date because L,G&E’s operations are conducted in a regulated environment 
and the regulatory commissions allow for earning a rate of return on the book value of a majority of the 
regulated asset bases at rates determined to be fair and reasonable. As there is no current prospect for 
deregulation in L,G&E’s operating area, it is expected that these operations will remain in a regulated 
environment for the foreseeable future, therefore management has concluded that the use of these assets 
in the regulatory environment represents their highest and best use and a inarltet participant would 
nieasure the fair value of these assets using the regulatory rate of return as the discount rate, thus 
resulting in fair value equal t o  book value. 

The fair value of intangible assets and liabilities (e.g. contracts that have favorable or unfavorable terins 
relative to market), including coal contracts and power purchase agreements, as well as emission 
allowances, have been reflected on the Balance Sheets with offsetting regulatory assets or liabilities. 
Prior to the acquisition, LG&E recovered the cost of the coal contracts, power purchases and emission 
allowances and this rate treatment will continue after the acquisition. As a result, management believes 
the regulatory assets and liabilities created to ofi‘set the fair value adjustments meet the recognition 
criteria established by existing accounting guidance and eliminate any ratemaking impact of the fair 
valiie adjustments. LG&E’s customer rates will continue to reflect tliese iteins (e.g. coal, piirchased 
power, emission allowances) at their original contracted prices. 

LG&E also considered whether a separate fair value should be assigned to LG&E’s rights to operate 
within its various electric and natural gas distribution service areas but concluded that these rights only 
provided the opportunity to earn a regulated return and barriers to market entry, which in management’s 
judgment is not considered a separately identifiable intangible asset under applicable accounting 
guidance; rather, it is considered going-concern value, or goodwill. 

See Note 2, Acquisition by PPL, and Note 7, Goodwill and Intangible Assets, for fiirther information. 

New Accounting Guidance 

Recent accounting pronouncements affecting LG&E are detailed in Note 1, Summary of Significant 
Accountiiig Policies. 

0 t h er In forin at ion 

PPL’s Audit Corninittee has approved the atidit fees and audit-related services. The audit-related 
services include services in connection with regulatory filings, reviews of offering documents and 
registration statements and internal control reviews. 
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Management’s Report of Internal Control Over Financial Reporting 

Through December 3 1,  201 0, the Company was not subject to the internal control and other 
requirements of the Sarbanes-Oxley Act o f  2002 and associated rules (the “Act”) and consequently is 
not required to evaluate the effectiveness of its internal control over financial reporting pursuant to 
Section 404 of the Act. I-lowever, nianagetnent is responsible for establishing and maintaining adequate 
internal control over financial reporting. Internal control over financial reporting is a process affected b 
those charged with governance, management and other personnel designed to provide reasonable 
assurance regarding the reliability of financial reporting and the preparation of financial statements for 
external purposes in accordance with GAAP. A company’s internal control over financial reporting 
includes those policies and procedures that pertain to the inairitenarice of records that, in reasonable 
detail, accurately and fairly reflect the transactions and dispositions of the assets of the company; 
provide reasonable assurance that transactions are recorded as necessary to permit preparation of 
financial statements in accordance with GAAP and that receipts and expenditures of the company are 
being tnade only in accordance with authorizations of management and directors of the company; and 
provide reasonable assurance regarding prevention or timely detection of unauthorized acquisition, use 
or disposition of the coinpany’s assets that could have a material effect on the financial statements. 

Because of its inherent litiiitations, internal control over financial reporting tnay not prevent or detect 
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the 
risk that controls may become inadequate because of changes in conditions, or that the degree of 
compliance with the policies or procedures tnay deteriorate. 

Management has assessed the effectiveness of the Company’s internal control over financial reporting as 
of December 3 I ,  201 0 using the criteria set forth by the Coinmittee of Sponsoring Organizations of the 
Treadway Commission in Intertin1 Co~z1”oI - Inlegrated Fmiiiework Manageinent has concluded that, as 
of December 3 1,201 0, the Company’s internal control over financial reporting was effective based on 
those criteria. 

The effectiveness of the Company’s internal control over financial reporting as of December 3 1,  201 0, 
has been audited by PricewaterhouseCoopers LLP, an independent accounting firm, as stated in its 
report which is included herein. 
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Louisville Gas and Electric Company 
Statements of Income 

(in i 1 1 ions) 

Operating revenues (Note 1.5): 

Operating expenses: 
Fuel for electric generation ........................ 
Power purchased (Notes 1 3  and 1.5) 
Natural gas supply expenses ...................... 
Other opesation and maintenance 

expenses .................................................. 
Depreciation and amortization (Note 1 )  

Total operating expenses ...................... 

Operating income ................................. 

Derivative gain (loss) (Note 5) ....................... 
Interest expense (Notes 5 ,  1 1  and 12) ............. 

Other income (expense) - net ......................... 

Income before income taxes ................ 

Income tax expense (Note I O )  ........................ 

Interest expense to affiliated companies 
(Notes 1 1, 12 and 1.5) ................................... 

N e t  income ........................................... 

Successos 
November I ,  20 I O  

through 
December 3 I ,  20 I O  

$ 2.54 

60 
10 
53 

68 
23 

214 

40 

7 

1 

29 

10 

$ 19 

Predecessor 
January I ,  20 I O  

October 3 I ,  20 I O  2009 2008 

Year Ended 
through December 3 1 ,  

$ 1,057 $ 1,272 $ 1,468 

306 328 346 
45 5 9 I20 

109 243 347 

294 339 3 09 
I36 I27 115 ~ 

1,105 1,249 869 _____ - 
188 I67 219 

19 18 (.3 7) 
IG 17 29 

167 I42 131 

47 41 58 ______ 

$ 109 $ 95 $ 90 -- 
The accompanying notes are an integral part of these financial statements. 
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Louisville Gas and Electric Company 
Statements of Retained Earnings 

(Inillions) 

Successor 

November 1 ,20  I O  
through 

December 3 1 ,20  10 

Balance at beginning of period ....................... $ 809 
Effect of PPL acquisition.. .............................. (8091 

Balance at November 1 ,  2010 ................... 

Add net income .............................................. 19 
Cash dividends declared (Note 15) ................. 

Predecessor 

January 1, 20 10 
through December 3 1 ,  

October 3 1,201 0 2009 2008 

Year Ended 

$ 755 $ 740 $ 690 

755 740 690 

109 95 90  
80 40 55 ~ 

................................. $ 19 I ‘i; 809 $ 755 $ 740 Balance at end of period 
P 

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



Louisville Gas and Electric Company 
Statements of Comprehensive Income 

(mi 11 ions) 

Successor 

November 1,20 10 
through 

December 3 1,20 10 

Net income $ 19 ..................................................... 
Gain on derivative instruments and 

hedging activities, net of tax benefit 
(expense) of $0, $(7), $( 1)  and $0, 
respectively (Note 5) .............................. 

............................. $ 19 Comprehensive income - 

Predecessor 
Year Ended 

December 3 1,  January 1,20 10 
through 

October 3T, 2010 2009 2008 

$ 109 $ 95 $ 90 

$ 99 $ 88 
P 

$ 119 

The accompanying notes are an integral pait of these financial statements. 
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Louisville Gas and Electric Company 
Balance Sheets 

(111 i 11 i 011s) 

Assets 
Current assets: 

Cash and cash equivalents ..................................................................... 
Accounts receivable (less allowance for doubtful accounts: 201 0, $2; 

Customer ........................................................................................... 

Other ................................................................................................. 
Unbilled revenues .................................................................................. 
Available for sale debt securities ........................................................... 
Fuel, inaterials and supplies: 

Fuel (predominantly coal) ................................................................. 

Other materials and supplies ............................................................. 
Other intangible assets ........................................................................... 
Regulatory assets (Note 3 )  ..................................................................... 

2009, $2): 

Affiliated companies .......................... .......................................... 

Natural gas stored underground ........................................................ 

Prepayments and other current assets .................................................... 

Total current assets ..................................................................................... 

Property. plant and equipment: 
Regulated utility plant . electric and natural gas ................................... 
Accumulated depreciation ..................................................................... 

Net regulated utility plant ........................................................... 

Construction work in  progress ............................................................... 

Psoperty. plant and equipment . net ........................................... 

Deferred debits and other assets: 
Regulatory assets (Notes 3 and 9) ........................................................ 

Pension and postretirement benefits ................................................. 
Other regulatory assets ..................................................................... 

Other intangible assets (Notes 2 and 7) ................................................. 
Other assets ............................................................................................ 

Goodwill (Notes 2 and 7) ...................................................................... 

Total deferred debits and other assets ......................................................... 

Total assets ................................................................................................. 

Successor 
December 3 1. 

2010 

$ 2  

70 
3 0 
13 
81 

I63 

68 
60 
34 
36 
13 
13 

583 

2. 600 
(1 7) 

2. 583 

385 

2. 968 

213 
154 
389 
181 
31 

968 

$ 4. 519 

Predecessor 
December 3 1. 

2009 

$ 5  

66 
53 
12 
65 

61 
56 
33 

13 
18 

383 

4. 200 
(1. 708) 

2. 492 

342 

2. 834 

204 
12.5 

22 

351 

$ 3. 568 
P 

The accompanying notes are an integral part of these financial statements . 
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Louisville Gas and Electric Company 
Balance Sheets (continued) 

(In i I I ions) 

Liabilities and Equity 
Current liabilities: 

Current portion of long-term debt (Note 1 1 )  ......................................... 
Notes payable to affiliated companies (Notes 12 and 15) ..................... 
Note payable .......................................................................................... 
Accounts payable ................................................................................... 
Accounts payable to affiliated companies (Note 1 5 )  ............................. 

Custoiner deposits .................................................................................. 
Regulatory liabilities (Note 3) ............................................................... 
Accrued interest ..................................................................................... 
Employee accruals ................................................................................. 
Other current liabilities .......................................................................... 

Accrued taxes ........................................................................................ 

Total current liabilities .............................................................................. 

Successor 
December 3 I .  

2010 

$ -  
12 

163 
100 
20 
10 
23 
51 

5 
17 
16 

417 

Long-term debt: 
Long-term bonds (Note 11)  ................................................................... 
L.on g-term debt to affiliated company (Note 1 1 and 15) ....................... 

Total long-term debt ................................................................................... 

Deferred credits and other liabilities: 
Deferred income taxes (Note 10) ........................................................... 
Acciiinulated provision for pensions (Note 9) ....................................... 
Investment tax credits (Note 10) ........................................................... 

Accuinulated cost of removal of utility plant ................................... 
Other regulatory liabilities ................................................................ 

Derivative liabilities (Note 5) ................................................................ 
Other liabilities ...................................................................................... 

Asset retirement obligations (Notes 3 and 4) ........................................ 
Regulatory liabilities (Note 3): 

Total deferred credits and other liabilities .................................................. 

1. 1 I2 

1.112 

419 
126 
46 
49 

275 
208 

32 
114 

1. 269 

Predecessor 
December 3 1. 

2009 

$ 120 
170 

97 
28 
27 
22 
38 
3 

12 
16 

533 

291 
485 

776 

373 
198 
48 
31 

2.59 
44 
28 
25 

1 006 L 

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



Louisville Gas and Electric Company 
Balance Sheets (continued) 

(millions) 

Successor 
December 3 1, 

Equity: 2010 
Cotninon stock, without par value - authorized 75,000,000 shares, 

$ 424 
1,27 8 

19 

outstanding 2 1,294,223 shares ............................................................ 
Additional paid-in capital ...................................................................... 

Retained earnings ............................................................................. 
Acculnulated other comprehensive loss (Note 17) .......................... 

Retained earnings: 

Total equity ................................................................................................ ___- 

Total liabilities and equity .......................................................................... $ 4,519 

1,721 

Predecessor 
December 3 1, 

2009 

$ 424 
84 

75.5 
0 

1 2 5 3  

$ 3,568 

A 

P 

The accompanying notes are an integral part of these financial statements. 
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Louisville Gas and Electric Company 
Statements of Cash Flows 

(in i I 1  ions) 

Cash flows from operating activities: 
Net income . . . . . . . II . . . . . . . . . . . . . . . I . . . . . I . . . . . . . . . I . . . . . . .  

Adjustments to reconcile net  income to 
net cash provided by (used in) operating 
activities: 

Depreciation and amortization ........".. .. 
Deferred income taxes - net ...........".... ~ 

Investment tax credits (Note 10) .I ....... ~ 

Provision for pension and 
postretirement benefits ...................... 

Unrealized (gain) loss o n  derivatives ... 
Regulatory asset for unrealized gain on 

interest rate swaps (Note 3) .............." 
Other - net .... ................................... I .... 

Accounts receivable ...................... ....... 
Unbilled revenues ................................ 
Fuel, materials and supplies ................. 
Regulatory assets ......_......... I ........."......" 
Natural gas supply clause receivable, 

net ............I.. .I .. . . . . . . . . . . . . . .. ... ... ... . . ..... . .. 
Other current assets 
Accounts payable .I ............................... 
Accounts payable to affiliated 

companies .." .. , . .. .. . . . . . . . . ... ..." ...". . . . .. . ". . . . 
Accrued taxes ..,....... ... .. ....,."..._... ....".. .." 
Regulatory liabilities ........_....I...l... I ..... I 

Other current liabilities . I  ...................... 
Pension and postretirement benefits 

funding (Note 9) . . . . . . . . . . . . . . I  .._.l...-.....ll..... 
Storin restoration regulatory asset 

(Note 3) ..................... ""........."....._." 
Other regulatory assets ..........l.ll.._........ ".... 
Change in collateral deposit - interest rate 

swap ....................................................... 
Other regulatory liabilities ........................ 
Change in other comprehensive income ... 
Other - net . _.. ...I ". . . . . . ...............I. .. . . ....... . 

activities I ......"""..... ~ ...................................... 

Change in current assets and liabilities: 

Net cash provided by (used in) operating 

Successor 
November 1,201 0 

through 
December 3 1,201 0 

(8) 

Predecessor 
January I ,  2010 

through December 3 1,  
October 3 1,2010 2009 2008 

- 
Year Ended 

$ 95 $ 90 

(7) 1 

309 197 

The accompanying notes are an integral part of these financial statements. 
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Louisville Gas and Electric Company 
Statements of Cash Flows (continued) 

(in i 1 I ions) 

Cash flows from investing activities: 
Construction expenditures .......l........ .. . .". ... 
Proceeds from sale of assets to affiliated 

. . . . . . . . . . .". ... 
Proceeds from sale of assets ."......... .. .. . . .... 
Change in restricted cash .... ....................... 
Cash settlement on derivatives .........."."..... 

company. ..". . . . . . I ,  ".. . . . . . I .  I. .. . ... 

Net cash provided by (used in) investing 
activities ...... ......................................... ....... 

Cash flows fiom financing activities: 
Issuance of bonds (Note 1 1) . . . . . . . . . . . . . . . . . . . . . .  
Issuance of short-term note payable 
(Note 12) . I  .......................... ....................... 
Short-term borrowings from affiliated 

coinpany - net (Note 12) ........................ 
Other borrowings fiom affiliated 

companies (Note I I )  ......."". ~ ....ll.......n..r... 

Repayments on other borrowings to 
affiliated companies (Note 11) ...."...... 

Repayments to E.ON affiliate (Note 1 1 )  ... 
Debt issuance costs ............................... "... ~ 

Acquisition of outstanding bonds .......... I... 
Reissuance of reacquired bonds ...... . .." ...... 
Payment of dividends "........... ....I.....I....II.. 
Capital contribution (Note 15) ."................ 

Net cash provided by (used in) financing 
activities "...."...... 

Change in cash and cash equivalents 

Cash and cash equivalents at beginning o f  
period .............................. ~ ......................... _.. 

Cash and cash equivalents at end of period .... 

Successor 
November 1, 20 1 0 

through 
December 3 1,20 10 

$ (65) 

2 

53 1 

163 

(1 30) 

485 

(485) 
(485) 

(1 0 )  

69 

(2) 

4 

$ 2  

Predecessor 
January I ,  20 10 

through December 3 1 ,  
October 3 1 ,20  10  2009 2008 

Year Ended 

$ (155) $ (186) $ (243) 

48 10 
1 9 

7 ( s l  

(107) (176) (232) 

75 

(259) 
95 

- 20 
(55) (80) (40) 

5 

$ 4  
P 

4 4 

$ 5 s  4 

The accompanying notes are an integral part of these financial statements. 
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Louisville Gas and Electric Company 
Statements of Cash Flows (continued) 

(millioirs) 

Successor 
November 1,2010 

through 
December 3 1,20 1 0 

Supplemental disclosures of cash flow 
in forinat ion: 

Cash paid (received) during the year for: 
Interest - net of amount capitalized ...". $ 1 1  
Income tajces - net ."..._. .. ...". .. . . .~ ..........". (8) 

Predecessor 
January 1,201 0 Year Ended 

October 3 1,201 0 2009 2008 
through December 3 1, 

$ 39 $ 3 6  $ 38 
60 23  24 

The accompanying notes are an integral part of these financial statements. 
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Louisville Gas and Electric Company 
Stateirients of Capitalization 

(in i 1 lions) 

Long-term debt (Note 11): 
Pollution control series: 

............ Jefferson Co . 2001 Series A. due September 1.2026. variable Yo 
Triinble Co . 2001 Series A. due September 1. 2026. variable % 
Jefferson C o  . 2000 Series A. due May 1. 2027. 5.375% ........................... 

Jefferson C o  . 2001 Sei ies B. due November 1. 2027. variable % 
Trimble Co . 2001 Series B. due November 1.  2027. variable Yo 
Trimble Co . 2000 Series A. due August 1. 2030. variable YO 
Trimble Co . 2002 Series A. due October 1. 2032. variable 9'0 

Louisville Metro 2007 Series A. due June I .  2033. 5.625% ..................... 
Louisville Metro 2007 Series B. due June 1. 2033. variable YO ................ 
Louisville Metro 2003 Series A. due October 1. 2033. variable % ........... 

.............. 

Jefferson C o  . 2001 Series A. due September 1. 2027. variable % ............ 
............. 
.............. 

................... 
.................. 

Trimble CO . 2007 Series A. due June 1. 2033. 4.60% .............................. 

Louisville Metro 2005 Series A. due February 1. 2035. 5.75% ................ 

Successor 
December 3 1. 

2010 

$ 22 
28 
25 
10 
35 
35 
83 
42 
60 
31 
35 

128 
40 

............................................................................. 574 Total pollution control series .. 

First mortgage bonds: 
First mortgage bond 2015 Series. dueNovember 15. 2015. 1.625% ........ 
First mortgage boiid 2040 Series. due November 15. 2040. 5.125% ........ 

Total first mortgage bonds ................................................................................. 

250 
28.5 

535 

Notes payable to Fidelia: 
DLle January 16. 2012. 4.33o/b, unsecured ................................................. 
Due April 30, 2013, 4.55%, unsecured ..................................................... 
Due August 15,2013, 5.31%, unsecured .................................................. 
Due November 23, 201 5 ,  6.48%, unsecured ............................................. 
DLie July 25, 2018, 6.21%, unsecured ....................................................... 
Due Novelnber 26, 2022, 5.72%, unsecured ............................................. 
Due April 13, 2031, 5.93%, unsecured ..................................................... 
Due April 13, 2037, 5.98 9'0, unsecured .................................................... 

Total notes payable to Fidelia ............................................................................ 

Total long-term debt outstanding ...................................................................... I .  109 

Predecessor 
December 3 1. 

2009 

$ 22 
28 
25 
10 
35 
35 
83 
42 
60 
3 1  
35 

128 
40 

574 

2.5 
100 
100 
so 
25 
47 
68 
70 

485 

1. 059 

The accompanying notes are an integral part of these financial statements . 
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Louisville Gas and Electric Company 
Statements of Capitalization (continued) 

(~nillions) 

Successor 
December 3 1, 

2010 

Total long-term debt outstanding ...................................................................... $ 1 , I  09 
Less reacquired debt ................................................................................... 
Purchase-accounting adjustments and discounts (‘net) ............................... 
Less current portion of long-tenn debt ....................................................... 

3 

Long-term debt .................................................................................................. 1 , i  12 

Common equity: 
Common stock, without par  value - 

Authorized 75,000,000 shares, outstanding 21,294,223 shares ................. 424 
Additional paid-in capital ......................................................................... 1,278 

Retained earnings ......................................................................................... 19 

Total coininon equity ......................................................................................... 1,721 

Accumulated other comprehensive loss (Note 17) ....................................... 

Total capitalization ............................................................................................ $ 2,833 - 

Predecessor 
December 3 1, 

2009 

$ 1,059 
163 

120 

776 

$ 2,029 

The accompanying notes are a n  integral part of these financial statements. 
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L,ouisville Gas and Electric Company 
Notes to Financial Statements 

Note 1 - Summary of Sigiiificant Accounting Policies 

General 

Terms and abbreviations are explained in the index of abbreviations. Dollars are in millions unless 
otherwise noted. 

Business 

LG&E, incorporated in Kentucky in 19 13, is a regulated utility engaged in the generation, transinission, 
distribution and sale of electric energy and the storage, distribution and sale of natural gas. LG&E 
provides electric service to approxiinately 395,000 customers in Louisville and ad-jacent areas in 
Kentucky covering approximately 700 square miles in nine counties. Natural gas service is provided to 
approximately 320,000 customers in its electric service area and eight additional counties in Kentucky. 
Approximately 95% of the electricity generated by LG&E is produced by its coal-fired electric 
generating stations, all equipped with system to reduce SOz emissions. The remainder is generated by 
natural gas and oil fueled CTs and a hydroelectric power plant. Underground natural gas storage fields 
help the Company provide economical and reliable natural gas service to customers. 

On November 1,201 0, LG&E became an indirect wholly owned subsidiary of PPL, when PPL acquired 
all of the outstanding limited liability company interests in the Company’s direct parent, LKE, from 
E.ON US Investments Corp. LKE, a Kentucky limited liability company, also owns the affiliate, KIJ, a 
regulated utility engaged in the generation, transmission, distribution and sale of electric energy in 
Kentucky, Virginia and Tennessee. Following the acquisition, the Company’s business has not changed. 
LG&E and KU are continuing as subsidiaries of LKE, which is now an intermediary holding company 
in the PPL group of companies. 

Headquartered in Allentown, Pennsylvania, PPL is an energy and utility holding company that was 
incorporated in 1993. Through its subsidiaries, PPI, owns or controls about 19,000 megawatts of 
generating capacity in the U.S., sells energy in key 1J.S. markets and delivers electricity and natural gas 
to about 5.3  inillion customers in the U.S. and the U.K. 

Basis of Accounting 

LG&E’s basis of accounting incorporates the business combinations guidance of the FASR ASC as of 
the date of the acquisition, which requires the recognition and measurement of identifiable assets 
acquired and liabilities assumed at fair value as of the acquisition date. LG&E’s financial statements and 
accompanying footnotes have been segregated to present pre-acquisition activity as the Predecessor and 
post-acquisition activity as the Successor. Predecessor covers the time period prior to November 1,2010. 
Successor covers the time period after October 3 1,201 0. Certain accounting and presentation methods were 
changed to acceptable alternatives to conform to PPL accounting policies, which are discussed below, and 
the cost basis of certain assets and liabilities were changed as ofNovember 1, 2010, as a result of the 
application of push-down accounting. Consequently, the financial position, results of operations and cash 
flows for the Predecessor period are not comparable to the Successor period. 
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Despite the separate presentation, the core operations of the Company have not changed. See Note 2, 
Acquisition by PPL,, for inforination regarding the acquisition and the purchase accounting adjustments. 

Changes in Classification 

Certain reclassification entries have been made t o  the Predecessor’s previous years’ financial statements 
to conforin to the 201 0 presentation with no impact on total assets, liabilities arid capitalization or 
previo~isly reported net income and cash flows. These reclassifications inairily consist of those necessary 
to identify amounts for prior periods that are separately disclosed in the financial statements. 

Regulatory Accounting 

LG&E is a cost-based rate-regulated utility. As a result, the financial statements reflect the effects of 
regulatory actions. Regulatory assets are recognized for the effect of transactions or events where fiitnre 
recovery is probable in regulated customer rates. The effect of such accounting is to defer certain or 
qualifying costs that would otherwise be charged to expense. Likewise, regulatory liabilities may be 
recognized for obligations expected to be returned through future regulated customer rates. The effect of 
such transactions or events would otherwise be reflected as income, or, in certain cases, regulatory 
liabilities are recorded based on the rinderstariding with the regulator that current rates are being set to 
recover costs that are expected to be incurred in the future. The regulated entity is accountable for any 
ainoiints charged pursuant to such rates and not yet expended for the intended purpose. Offsetting 
regulatory assets or liabilities for fair value purchase accounting ad,jiistments have also been recorded to 
elilninate any ratemaking impact of the fair value adjustments. The accounting for regulatory assets and 
liabilities is based on specific ratemalting decisions or precedent for each transaction or event as 
prescribed by the FERC or the Kentucky Commission. See Note 3, Rates and Regulatory Matters, for 
additional detail regarding regulatory assets and liabilities. 

Management’s - Use of Estimates 

The preparation of financial statements in conformity with GAAP requires management to make 
estimates and assumptions that affect the reported assets and liabilities, the disclosure of contingent 
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. 

Derivative Financial Instrume~its 

LG&E enters into interest rate swap contracts to hedge exposure to variability in expected cash flows 
associated with existing debt instruments. LG&E enters into energy trading contracts to inanage price 
risk and to maximize the value ofpower sales from the physical assets it owns. 

Interest rate swap contracts and energy trading contracts meet the definition of a derivative and are 
reflected on the Balance Sheets at fair value in accordance with the derivatives and hedging guidance of 
the FASB ASC. Beginning in the third quarter of 2010, the change in fair value of interest rate swap 
contracts is recorded as regulatory assets or liabilities based on an Order from the Kentucky 
Colnl11ission in the 2010 rate case whereby the cost of a terminated swap was allowed to be recovered in 
base rates. Prior to the third quarter, interest rate swaps designated as effective cash flow hedges had 
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resulting gains and losses recorded within other coniprehensive income and coininon equity. The 
ineffective portion of interest rate swaps designated as cash flow hedges was previously recorded to 
earnings monthly, as was the entire change in the inarltet value of the ineffective swaps. The energy 
trading contracts are non-hedging derivatives and the change in value is recognized in earnings on a 
mark-to-marltet basis. 

Interest rate swap contracts are recorded by the Successor as “Other current liabilities” or non-current 
“Derivative liabilities” on the Balance Sheets. The current arid non-current interest rate swap liabilities 
are calciilated by  dividing the total interest rate swap liability by the niiinber of years remaining on the 
contract at the end ofthe period. The Predecessor classified all interest rate swap liabilities as non- 
current “Derivative liabilities” on the Balance Sheets. The Sriccessor and Predecessor presentation are 
both appropriate under GAAP. The Predecessor and Successor determine the classification of energy 
trading contracts based on the settleinent date of the individual contracts. Energy trading contracts 
classified as current are recognized in “Prepayments and other current assets” or “Other current 
liabilities” on the  Ralancc Sheets. Energy trading contracts classified as non-current are recognized in 
“Other assets” o r  long-term “Derivative liabilities” on the Balance Sheets. Cash inflows and outflows 
related to derivative instriinients are included as a component of operating activity on the Statements of 
Cash Flows due to the underlying nature of the hedged items. 

The Company does not net collateral against derivative instruments. 

See Note S ,  Derivative Financial Instruments, and Note 6, Fair Value Measurements, for further 
information on derivative instriinients. 

Revenue and Accounts Receivable 

The operating reveniies line item in the Statements of Income contains revenues from the i’ollowing: 

Successor 
Noveinlxr 1, 20 10 

through 
December 3 1,201 0 

Residential 11; 113 
Industrial and coininercial 92 
Other retail 22 
Wholesale 27 

11; 254 - 

Revenue Recognition 

Predecessor 

through December 3 1, 
Janiiary I ,  2010 Year Ended 

October 3 1 , 20 10 2009 2008 
11; 446 11; 540 $ 5 82 

409 475 523 
98 109 1 os 

104 148 258 
$ 1,272 $ 1,468 ______ $ 1,057 

Revenues are recorded based on service rendered to custoiners throiigh month-end. Operating revenues 
are recorded based on energy deliveries through the end of the calendar month. Uribilled retail revenues 
result because c~istoiners’ meters are read and bills are rendered throughout the month, rather than all 
being read at t h e  end of the month. Unbilled revenlies for a month are calculated by inultiplying an 
estimate of iinbilled kWh by the estimated average cents per ItWh. 
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Accounts Receivable 

Successor 
December 3 1, 

2010 
Balance at beginning of  period (a) % 
Charged to income 1 
Charged to balance sheets 1 
Balance at end of period $ 

Accounts receivable are reported in the Balance Sheets at the gross outstanding amount adjiisted for an 
allowance for doubtful accounts. 

Predecessor 
October 3 1, Deceniber 3 1, December 3 1, 

2010 2009 ___ 2008 
- $  2 $  2 $  2 

(4) (4) (2) 
4 4 2 

2 $  2 $  2 s  2 

Allowance for Doubtfiil Accounts 

The allowance for doubtful accounts included i n  “Accounts receivable - c~istoiiier” is based on the ratio 
of the anioufits charged-off during the last twelve months to the retail revenues billed over the same 
period, inultiplied by the retail revenues billed over the last four months. Accounts with no payment 
activity are charged-off after four months, although collection efforts continue thereafter. The allowance 
for doubtful accounts included in “Accounts receivable - other” is composed of accounts aged inore than 
four months. Accounts are written off as rnanageinent determines them uncollectible. 

(a) Successor beginning of period reflects revaluation of accounts receivable due to purchase 
accounting. 

Cash 

Cash Equivalents 

All highly liquid investments with an original rnaturity of three months or less are considered to be cash 
equivalents. 

Restricted Cash 

Bank deposits and other cash equivalents that are restricted by agreement or that have been clearly 
designated for a specific purpose are classified as restricted cash. The change in restricted cash is 
reported as an investing activity on the Statements of Cash Flows. O n  the Balance Sheets, the current 
portion of restricted cash is included in “Prepayments and other current assets,” and the non-current 
portion is included in “Other assets.” For LG&E, the December 3 1, 201 0, balance of restricted cash is 
$22 million, consisting priinarily of cash collateral posted to counterparties related to LG&E’s interest 
rate swap contracts. 
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Fair Value Measurements 

L,G&E values certain financial assets arid liabilities at fair value. Generally, the most significant fair 
value nieasurenients relate to derivative assets and liabilities, investinents in securities including 
investments in the pension and postretirement benefit plans and reacquired bonds and cash and cash 
equivalents. LG&E uses, as appropriate, a market approach (generally, data from market transactions), 
an income approach (generally, present value techniques) and/or a cost approach (generally, replacement 
cost) to measure the fair value of an asset or liability. These valuation approaches incorporate inputs 
such as observable, independent market data and/or unobservable data that management believes are 
predicated on the assumptions that market participants would use to price an asset or liability. These 
inputs may incorporate, as applicable, certain risks such as nonperforinance risk, which includes credit 
risk. 

L,G&E prioritizes fair value tnea~~tretnent~ for disclosure by grouping them into one of three levels in 
the fair value hierarchy. The highest priority is given to measureinents using level 1 inputs. The 
appropriate level assigned to a fair value measurement is based on the lowest level input that is 
significant to the fair value ineas~ireinent in its entirety. The three levels of the fair value hierarchy are as 
fo 1 1 ow s : 

0 L,evel 1 - Observable inputs that reflect quoted prices (~tnad,jiisted) for identical 
assets or liabilities in active markets. 
L,evel 2 - Other inputs that are directly or indirectly observable in the marketplace. 
Level 3 - IJnobservable inputs which are supported by little or no market activity. 

e 

e 

Assessing the significance of a particular input requires judgment that considers factors specific to the 
asset or liability. As such, LG&E’s assessment of the significance of a particular input may affect how 
the assets and liabilities are classified within the fair value hierarchy. See Note 5 ,  Derivative Financial 
Instrunients, and Note 6, Fair Value Measurements, for further information on fair value measurements. 

Investments 

Investments in Debt Securities 

At December 3 I ,  201 0, LG&E had $163 inillion of bonds classified as “Long- term debt” on the Balance 
Sheets that L,G&E reacquired. The Successor has classified these bonds as “Available for sale debt 
sec~rities” because inanagetnent intended to remarket the bonds at a later date. The Predecessor classified 
the reacquired bonds as an offset to “Long-term debt” because the Company was no longer obligated to any 
third party investors. The Predecessor presentation and the Successor presentation are both appropriate 
under GAAP. 

“Available for sale debt securities” are carried at fair value and are classified as current assets on the 
Balance Sheets. LJnrealized gains and losses on all available for sale debt securities are reported, net of tax, 
in other comprehensive income or recognized in earnings when the decline in fair value below cost is 
determined to be other-than-temporary impairnient. For 201 0, LG&E had no unrealized gains or losses on 
available for sale debt securities. 
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The criteria for determining whether a decline in  fair value of a debt security is other than temporary and 
wliether the other-tlian-temporary impairment is recognized in earnings or reported in other co~npreliensive 
income when the debt security is in  an unrealized position is as follows: 

if there is intent to sell the security or a requirement to sell the security before recovery, the 
other-than-temporary impairment is recognized currently in earnings; or 
if there is no intent to sell the security or requirement to seli the security before recovery, the 
portion of the other-than-temporary irnpairrnent that is considered a credit loss is recognized 
currently in earnings and the remainder of the other-than-temporary impairment is reported in 
other comprehensive income, net of tax; or 
if there is no intent to sell the security or requirernent to sell the security before recovery and 
there is no credit loss, the unrealized loss is reported in other comprehensive income, net of tax. 

See Note 19, Subsequent Events, for the current status of reacquired bonds. 

Cost Method Investment 

L,G&E’s cost method investment, iticluded in “Other assets” on the Balance Sheets, consists of  the 
Company’s investment in OVEC. L,G&E and I I other electric utilities are owners of OVEC, which is 
located in Piketon, Ohio. OVEC owns and operates two coal-fired power plants, Kyger Creek Station i n  
Ohio and Clifty Creek Station in Indiana with combined nameplate generating capacities of 2,390 Mw. 
OVEC’s power is currently supplied to LG&E and 13 other companies affiliated with the various 
owners. Pursuant to current contractual agreements, LC&E owns 5.63% of OVEC’s corninon stock and 
is contractually entitled to 5.63% of OVEC’s output. Based on nameplate generating capacity, this 
would be approximately 134 Mw. 

As ofDecember 31, 2010 and 2009, L,G&E’s investment in OVEC totaled less than $1 million. L,G&E 
is not the primary beneficiary of OVEC; therefore, it is not consolidated into the Company’s financial 
statements and is accounted for under the cost method of accounting. The direct exposure to loss as a 
result of the Company’s involvement with OVEC is generally limited to the value of its investment; 
however, LG&E may he conditionally responsible for a pro-rata share of certain OVEC obligations. See 
Note 2, Acqirisition by PPL, and Note 13, Committnents and Contingencies, for further discussion 
regarding purchase accounting adjustments recognized, ownership interest and power purchase rights. 

Long-Lived and Intangibie Assets 

Regulated - Utilitv Plant 

Regulated utility plant was stated at original cost for the Predecessor and adjusted to the net book value on 
November 1, 2010, the acquisition date for the Successor. LG&E determined that fair value was equal to 
net book value at the acquisition date since LG&E’s operations are conducted in a regulated environment. 
Original cost includes payroll-related costs such as taxes, fringe benefits and administrative and general 
costs. Construction work i n  progress has been included in the rate base for determining retail cirstomer 
rates. LG&E has not recorded any allowance for funds used during construction in accordance with the 
FERC. 
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The cost of plant retired or disposed of in the normal course of business is deducted from plant accounts and 
such cost is charged to the reserve for depreciation. When complete operating units are disposed of, 
appropriate adjustinents are made to the reserve for depreciation and gains and losses, if any, are 
recogn ized. 

Capitalized Software Cost 

Incliided in “Property, plant and equipment” on the Balance Sheets are capitalized costs of sofiware 
projects that were developed or obtained for internal use. These capitalized costs are amortized ratably 
over the expected lives of the projects when they become operational, generally not to exceed five years. 
Following are capitalized software costs and the accu~n~~lafed  amortization: 

Successor 
December 3 1, 20 10 

Carrying Accumulated 
Ainoii n t Amortization (a) 

$ 44 $ 1  

Predecessor 
December 3 1,2009 

Carrying Accumulated 
Ani oil n t Amortization 

$ 63 $ 18 

(a) The accumulated amortization as of November I , 2.01 0, was netted against the carrying amount 
of the software as the fair value was determined t o  be equal to net book value for property, plant 
and equipment. 

Amortization expense of capitalized software costs was as follows: 

Successor 
November I , 20 10 

through 
December 3 1, 20 1 0 

$ 1  

Predecessor ___ 

January 1, 201 0 
through December 3 1, 

October 3 1 ,20  10 2009 2008 
$ 7  $ 8  $ 6  

Year Ended 

The amortization of capitalized software is included in “Depreciation and amortization” on the 
Statements of Income. 

Depreciation and Amortization 

Depreciation is provided on the straight-line method over the estimated service lives of depreciable plant. 
The amounts provided as a percentage of depreciable plant were approximately: 

Average 
Year Percentage 

2010 5.4% 
2009 3.1% 
2008 3.2% 
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Of the amount provided for depreciation, the following were related to the retirement, reinoval and disposal 
costs of long lived assets: 

Average 
Year Percentage 

2010 0.9% 

2008 0.4% 
2009 0.5% 

Goodwill, Intangible Assets and Asset Iiiipairment 

L,G&E perforins a quarterly review to determine if an impairment analyses is required for long-lived 
assets that are subject to depreciation or ainortization. This review identifies changes in circumstances 
indicating that a long-lived asset’s carrying value niay not be recoverable. An impairment analysis will 
be perfiirined if warranted, based on the review. 

For a long-lived asset to be held and used, impairment exists when the carrying amount exceeds the sum 
of the undiscounted cash flows expected to result from the use arid eventual disposition of the asset. If 
the asset is impaired, an impairment loss is recorded to adjust the asset’s carrying amount to its fair 
value. 

LG&E, as the result of PPL’s acquisition of LKE, recorded the fair value of its coal contracts, emission 
allowances arid OVEC power purchase contract. The difference between the fair value and the cost for 
these assets is being amortized over their usefill lives based upon the pattern in which the economic 
benefits ofthe intangible assets are consumed or otherwise used. When determining the useful life of an 
intangible asset, including intangible assets that are renewed or extended, LG&E considers the expected 
use ofthe asset, the expected useful life of other assets to which the useful life of the intangible asset 
may relate and legal, regulatory, or contractual provisions that may limit the useful life. See Note 2, 
Acquisition by PPL, for methods used to determine the long-lived intangible assets’ fair values. See 
Note 7, Goodwill and Intangible Assets, for the fair value arnounts arid amortization periods. The current 
intangible assets and long-term intangible assets are included in “Other intangible assets” on the Balance 
Sheets . 

The Predecessor reported emission allowances in “Other inaterials and supplies” on the Balance Sheets. 
The emission allowances were not amortized; rather, they were expensed when consumed. The 
Predecessor did not recognize the coal contracts or the OVEC power purchase contract, as these 
intangible assets were riot derivatives. 

In connection with PPL,’s acquisition of LKE, L,G&E recorded goodwill on November 1,2010. 
Goodwill represents the excess of the purchase price paid over the estiinated fair value of the assets 
acquired and liabilities assumed in the acquisition of a business. Goodwill is tested annilally for 
impairment during the fourth quarter, or more frequently if inanagement determines that a triggering 
event may have occurred that would inore likely than not reduce the fair value of an operating unit 
below its carrying value. Goodwill impairment charges are not sihject  to rate recovery. See Note 7, 
Goodwill and Intangible Assets, for further discussion regarding the Company’s goodwill and current 
test results. 
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Asset Retirement Obligations 

L,G&E recognizes various legal obligations associated with the retirement of long-lived assets as 
liabilities in the financial statements. Initially this obligation is measured at fair value. An equivalent 
amount is recorded as an increase in the value of the capitalized asset and allocated to expense over the 
useful life of the asset. tJntil the obligation is settled, the liability is increased, through the recognition of 
accretion expense in the Statements of Income, for changes in the obligation due to the passage of time. 
An offsetting regulatory asset is recognized to reverse the depreciation and accretion expense related to 
the ARO such that there is no income statement impact. The regulatory asset is relieved when the ARO 
has been settled. Estimated ARO costs and settlement dates, which affect the carrying value of various 
AROs and the related assets, are reviewed periodically to ensure that any inaterial changes are 
incorporated into the latest estimate of  the obligations. See Note 4, Asset Retirement Obligations, for 
further inforination on AROs. 

Defined Benefits 

LG&E employees benefit from both fiinded and unfunded retirement benefit plans . An asset or liability 
is recorded to recognize the fiinded status of all defined benefit plans with an offsetting entry to 
regulatory assets or regulatory liabilities. Consequently, the funded status of all defined benefit plans is 
fully recognized on the Balance Sheets. 

The expected return on plan assets is determined based on the current level of expected return on risk 
fiee investments (primarily government bonds), the historical level of the risk premium associated with 
the other asset classes i n  which the portfolio is invested and the expectations for fiiture returns of each 
asset class. The expected return for each asset class is then weighted based on the current asset 
allocation. 

The discount rate used for pensions, postretirement and post-employment plans by the Predecessor was 
determined using the Mercer Yield Curve. The expected return on assets assumption was 7.75%. Gains 
and losses in excess of 10% of the greater of the plan’s projected benefit obligation or market value of 
assets were amortized on a straight-line basis over the average future service period of active 
participants. The Inarket-related valiie of assets was equal to the fair market value of the assets. 

The discount rate used by the Siiccessor was determined by the Towers Watson Yield Curve based on 
the individual plan cash flows. The expected return on assets was reduced from 7.75% to 7.25%. The 
arnortization period for the recognition of gains and losses for retirement plans was changed to reflect 
the Successor’s amortization policy. Under the Successor’s method, gains and losses in excess of 10% 
brit less than 30% of the greater of the plan’s projected benefit obligation or market-related value of 
assets, are amortized on a straight-line basis over the average fiiture service period of active participants. 
Gains and losses in excess of 30% of the plan’s projected benefit obligation or inarket-related value of 
assets are amortized on a straight-line basis over a period equal to one-half of the average future service 
period of active participants. The market-related value of assets for the qualified retirement plans will be 
equal to a five year smoothed asset value. Gains and losses in excess of the expected return will be 
phased-in over a five year period, prospectively from November I ,  201 0. 

See Note 9, Pension and Other Postretirement Benefit Plans, for further inforination. 
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Other 

Loss Accruals 

Potential losses are accrued when inforination is available that indicates it is “probable” that a loss has 
beer1 incurred, given the likelihood of uncertain future events, and the amount of the loss can be 
reasonably estimated. Accounting guidance defines “probable” as cases in which “the fiiture event or 
events are likely to occur.” LG&E contini~ously assesses potential loss contingencies for environmental 
remediation, litigation claims, regulatory penalties and other events. 

L,G&E does not record the accrual of contingencies that might result in gains unless recovery is assured. 

Income Taxes 

For the periods ended on or before October 3 1,  2010, LG&E was a subsidiary of E.ON U.S. arid was 
part of E. ON l.J.S.’s direct parent’s, E.ON US Investments Corp., consolidated [J.S. federal income tax 
return. On November 1,201 0, LG&E became a part of PPL’s consolidated U S .  federal income tax 
return. 

Significant management ,judgment is required in developing LG&E’s provision for income taxes 
primarily due to the uncertainty related to tax positions taken or expected to be taken in tax returns and 
the determination of deferred tax assets, liabilities and valuation allo~vances. 

LG&E evaluates tax positions following a two-step process. The first step requires an entity to 
determine whether, based on the technical merits supporting a particular tax position, it is more likely 
than not (greater than a 50% chance) that the tax position will be sustained. This determination assumes 
that the relevant taxing authority will examine the tax position and is aware of all the relevant facts 
surrounding the tax position. The second step requires an entity to recognize in the financial statements 
the benefit of a tax position that meets the more-likely-than-not recognition criterion. The benefit 
recognized is measured at the largest amount of benefit that has a likelihood of realization, upoii 
settlement, that exceeds 50%. The amounts ultimately paid upon resolution of issues raised by taxing 
authorities may differ rnaterially from the amounts accrued and may materially impact the financial 
statements of LG&E. 

Deferred income taxes reflect the net future tax effects o€ temporary differences between the carrying 
amounts of assets and liabilities for accoiiriting purposes and their basis for income tax purposes, as well 
as the tax effects of net operating losses and tax credit carryforwards. 

LG&E records valuation allowances to reduce deferred tax assets to the amounts that are inore likely 
than not to be realized. L,G&E considers the reversal of temporary differences, future taxable income 
and ongoing priident and feasible tax planning strategies in initially recording and subsequently 
reevaluating the need for valuation allowances. If LG&E determines that it is able to realize deferred tax 
assets in the future in excess of recorded net deferred tax assets, adjustments to the valuation allowances 
increase income by reducing tax expense in the period that such determination is made. Likewise, if 
LG&E determines that it is not able to realize all or part of net deferred tax assets in the future, 
adjustments to the valuation allowances would decrease income by increasing tax expense in the period 
that such determination is made. 
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The provision f i r  L,G&E’s deferred income taxes for regulated assets and liabilities is based upon the 
ratemalting principles reflected in rates established by the regulators. The difference in the provision for 
deferred income taxes for reguIated assets and liabilities and the amount that otherwise would be 
recorded tinder GAAP is deferred and included on the Balance Sheets in  “Regulatory liabilities.” 

LG&E defers investment tax credits when the credits are utilized and amortizes the deferred amounts 
over the average lives of the related assets. 

See Note 10: Income Taxes, for further discussion regarding income taxes. 

Leases 

LG&E evaluates whether arrangements entered into contain leases for accounting purposes. 

Materials and Supplies 

Fuel, natural gas stored underground and other materials and supplies inventories are accounted for using 
the average-cost method. 

Fuel and Natural Gas Costs 

The cost of fuel for electric generation is charged to expense as used and the cost of natural gas supply is 
charged to expense as delivercd to the distribution system. LG&E operates under a Kentucky Commission 
approved PBR mechanism related to natural gas procurement activity. See Note 3, Rates and Regulatory 
Matters, for a description of the FAC and GSC. 

The Company’s long-term debt includes $1 20 inillion of pollution control bonds, which are subject to 
tender for purchase at the option of the holder and to mandatory tender for purchase on the occurrence of 
certain events. The Successor has classified these bonds as long term because the Company has the 
intent and ability to utilize its $400 inillion credit facility, which inatures in December 2014, to fund any 
inandatory purchases. Predecessor classified these bonds as the current portion of long-term debt due to 
the tender for p~irchase provisions. The Predecessor presentation and the Successor presentation are both 
appropriate under GAAP. See Note 1 1,  Long-Term Debt, and Note 12, Notes Payable and Other Short- 
Term Obligations, for inore information on the Company’s debt and credit facilities. 

Unamortized Debt Expense 

Debt expense is capitalized and ainortized over the lives of the related bond issues using the straight-line 
method, which approximates the effective interest method. Depending on the type of expense, the 
Successor capitalized debt expenses in long-term other regulatory assets or long-term other assets to align 
with the term of the debt the expenses were related. The Predecessor capitalized debt expenses in current or 
long-term other regulatory assets or other current or long-term other assets based on the amount of expense 
expected to be recovered within the next year through rate recovery. Both the Predecessor and the 
Successor amortize debt expenses over the lives of the related bond issues. The Predecessor presentation 
arid the Successor presentation are both appropriate under regulatory practices and GAAP. 
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Recent Accounting Pronouncements 

The following recent accounting pronounceiiient affected LG&E: 

Fair Value Meas tirein en ts 

I n  January 201 0, the FASB issued guidance related to fair value rrieasurernent disclosures requiring 
separate disclosure of amounts of significant transfers in and out of level 1 and level 2 fair value 
tneasureinents and separate information about purchases, sales, issuances and settlements within level 3 
ineasureinents. This guidance is effective for the interim and anriual reporting periods beginning after 
December 1.5, 2009, except for the disclosures about the roll-forward of activity in level 3 fair value 
measurements. Those disclosures are effective for fiscal years beginning after December 15, 2010 and 
for interim periods within those fiscal years. This guidance has no impact on the Company’s restilts of 
operations, financial position, liquidity or disclosiires. 

Note 2 - Acquisition by PPL 

On November I ,  2010, PPL, completed its acquisition ofL,KE and its subsidiaries. The push-down basis 
of accounting was used to  record the fair value adjustments of assets and liabilities on LKE at the 
acquisition date. PPL paid a cash consideration for LKE and its subsidiaries of $2,493 million as well as 
a capital contribution on November 1,2010, of $1,565 million; included within this was the 
consideration paid for LC&E of $1,702 million. The allocation of the  LG&E purchase price was based 
on the fair value of assets acquired and liabilities assiitned. 

The allocation of the purchase price to the fair value of assets acquired and liabilities assumed is as 
fo I Io ws : 

Current assets 
Investments 
Property, plant and equipment 
Other intangible assets 
Regulatory and other non-current assets 
Current I iabi I i t ies 
Affiliated debt 
Debt 
Other non-current I iabi li ties 
Net identifiable assets acquired 
Goodwill 
Total purchase price 

$ 546 
1 

2,935 
183 
416 

(420) 
(485) 
(580) 

(1,283) 
1,313 

3 89 
$ 1,702 
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Goodwill represents value paid for the rate regulated business of LG&E, which is located in a defined 
service area with a constructive regulatory environment, which provides for future investment, earnings 
and cash flow growth, as well as the talented and experienced workforce. LG&E’s franchise values are 
being attributed to the going concerii value of the business, and thus were recorded as goodwill rather 
than a separately identifiable intangible asset. None of the goodwill recognized is deductible for income 
tax purposes or included in regulated customer rates. 

Adjustments to LG&E’s assets and liabilities that contributed to goodwill were as follows: 

The pollution control bonds, excluding the reacquired bonds, had a fair inarltet value ad,justinent of $7 
million. All variable bonds were valued at par while the fixed rate bonds were valued with a yield curve 
based on average credit spreads for similar bonds. 

As a result of the purchase accounting associated with the acquisition, the following items had a fair 
value adj~istment but no cffect on goodwill as the offset was either a regulatory asset or liability. The 
regulatory asset or liability has been recorded to eliminate any rateinalting impact of the fair value 
adj u st in en t s : 

0 The value of OVEC w a s  determined to be $87 inillion based upon an announced transaction 
by another owner. LG&E’s stock was valued at less than $1 rriilliori and the power purchase 
agreement has been valued at $87 million. An intangible asset was recorded with the offset to 
regulatory liability and will be amortized using the units of production method until the 
power purchase agreement ends in March 2026. 
LG&E recorded an emission allowance intangible asset and regulatory liability as the result 
of ad.jiisting the fair value ofthe emission allowance at LG&E. The einission allowance 
intangible of $8 niillion represents allocated and purchased SO2 and NOx emission 
allowances that are unused as of the valuation date or allocated for use in future years. LG&E 
had previously recorded emission allowances as other inaterials and supplies. To conform to 
PPL’s accounting policy all einissiori allowances are now recorded as intangible assets. This 
emission allowance intangible asset is amortized as the emission allowances are consumed, 
which is expected to occur through 2040. 
LG&E recorded a coal contract intangible asset of $1 24 million and a non-current liability of 
$ 1  1 inillion on the Balance Sheets. An offsetting regulatory asset was recorded for those 
contracts with unfavorable terms relative to market. An offsetting regulatory liability was 
recorded for those contracts that had favorable terms relative to market. All coal contracts 
held by LG&E, wherein it  had entered into arrangeinents to buy amounts of coal at fixed 
prices from counterparties at a future date, were fair valued. The intangible assets and other 
liabilities, as well as t h e  regulatory assets arid liabilities, are being amortized over the same 
terms as the related contracts, which expire through 201 6. 

e 

e 

The fair value of intangible assets and liabilities (e.g. contracts that have favorable or  inf favorable terms 
relative to market), including coal contracts and power purctiase agreements, as well as emission 
allowances, have been reflected on the Balance Sheets with offsetting regulatory assets or liabilities. 
Prior to the acqtiisilion, LG&E recovered the cost of the coal contracts, power purchases and emission 
allowances and this rate treatment will continue after the acquisition. As a result, inariageinent believes 
the regulatory assets and liabilities created to offset the fair value adjustments meet the recognition 
criteria established by existing accounting guidance and eliininate any rateinalting impact of the fair 
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value adjustments. LG&E’s customer rates will continue to reflect these itenis (e.g. coal, purchased 
power, emission allowances) at their original contracted prices. 

L,G&E also considered whether a separate fair valiie should be assigned to LG&E’s rights to operate 
within its various electric and natural gas distribution service areas but concluded that these rights only 
provided the opportiinity to earn a regulated return and barriers to market entry, which in management’s 
judgment is not considered a separately identifiable intangible asset under applicable accounting 
guidance; rather, it is considered going-concern value, or goodwill. 

Note 3 - Rates and Regulatory Matters 

T h e  Company is sub.ject to the jurisdiction of the FERC and Kentucky Commission in virtually all 
matters related to electric and natiiral gas utility regulation and as such, its accounting is subject to the 
regulated operations guidance of the FASB A X .  Given its position in the marketplace and the status of 
regulation in Kentucky, tliere are no plans or intentions to discontinue the application of the regulated 
operations guidance of the FASB ASC. 

LG&E’s base rates are calculated based on a return on capitalization (common equity, long-term debt 
arid notes payable) incliiding certain regulatory adjustments to exclude non-regulated investments and 
environmental compliance plans recovered separately through the ECR ~nechanis~n. No regulatory assets 
or regulatory liabilities recorded at the time base rates were determined were excluded from the return 
on capitalization utilized in the calculation of Kentucky base rates. Therefore, a return is earned on all 
Kentiicky regulatory assets existing at the time base rates were determined, except where such 
regulatory assets were offset by associated liabilities and thus, have no net impact on capitalization. 

As a result of purchase accounting, certain fair value amoirnts, reflecting contracts that have favorable or 
unfavorable terms relative to market, were recorded on the Balance Sheets with offsetting regulatory 
assets or liabilities. Prior to the acquisition, LG&E recovered i n  customer rates the cost of the coal 
contracts, power purchases and emission allowances and this rate treatment will continue after the 
recognition criteria established by existing accounting guidance arid eliminate any raternaking impact of 
the fair value ad,justments. LG&E’s custoiner rates will continue to reflect these item (e.g. coal, 
purchased power, emission allowances) at their original contracted prices. 

20 10 Purchase and Sale Agreement with PPL 

O n  April 28, 2010, E O N  U.S. announced that a Purchase and Sale Agreement (the “Agreement”) had 
been entered into among E.ON US Investments Corp., PPL and E.ON. 

T h e  transaction was subject to customary closing conditions, including the expiration or termination of 
the applicable waiting period under the Hart-Scott-Rodino Act, receipt of required regulatory approvals 
(including state regulators in Kentiicky and the FERC) and the absence of injunctions or restraints 
imposed by governmental entities. 

Change of control and financing-related applications were filed on May 28, 2010 with the Kentucky 
Commission. An application with the FERC was filed on June 28, 2010. During the second quarter of 
201 0, a number of parties were granted intervenor status in the Kentucky Coininission proceedings and 
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data request filings and responses occurred. Early termination of the Hart-Scott-Rodino waiting period 
was received o n  August 2, 20 10. 

A hearing in the Kentucky Cornmission proceedings was held on September 8, 201 0 at which time a 
unanimous settlement agreement was presented. In the settlement, LG&E committed that no base rate 
increases would take effect before January I ,  201 3. The LG&E rate increases that took effect on Aiigiist 
1 , 2010, were not impacted by the settlement. Under the terms of the settlement, LG&E retains the right 
to seek approval for the deferral of “extraordinary and uncontrollable costs.” Interim rate adjustiiients 
will contintie t o  be permissible during that period for existing fiiel, environmental and dernand-side 
nianagement cost trackers. The agreement also substitutes an acquisition savings shared deferral 
niechanism for the requirement that the Utilities file a synergies plan with the Kentucky Cominission. 
This mechanism, which will be in place until the earlier of five years or the first day of the year in which 
a base rate increase becomes effective, permits LG&E to earn LIP to a 10.75% return on equity. Any 
earnings above a 10.75% return on equity will be shared with customers on a SO%/SO% basis. On 
September 30, 201 0, the Kentiicky Commission issued an Order approving the transfer of ownership of 
LG&E via the acquisition of E.ON U.S. by PPL,, incorporating the t e r m  of the submitted settlement. 
The Commission’s Orders contained a number of other commitments with regard to operations, 
workforce, comniuiiity involvement and other matters. 

In mid-September 2010, L,G&E and other applicants in the FERC change of control proceeding reached 
an agreement with the protesters, whereby such protests were withdrawn. The agreement, which was 
filed for consideration with the FERC, includes various conditional commitments, such as a continuation 
of certain existing undertakings with protesters i n  prior cases, an exclusion of any trarisaction-related 
costs from wholesale energy and tariff customer rates to the extent that LG&E agreed not to seek the 
same transaction-related cost from retail customers and agreements to coordinate with protesters in  
certain open or  ongoing matters. A FERC Order approving the transaction was received on October 26, 
20 10 and the transaction was completed November 1,  20  IO. 

2010 Kentucky Rate Case 

I n  January 20  I O ,  LG&E filed an application with the Kentucky Coinmission requesting an increase in 
electric base rates of approximately 12%, or $95 inillion annually, and its natural gas base rates of 
approximately 8%, or $23 million annually. In June 201 0, LG&E and all of the intervenors, except the 
AG, agreed to stipulations providing for increases in electric base rates of $74 million anmially arid 
natural gas base rates of $17 inillion annually arid filed a request with the Kentucky Commission to 
approve such settlement. An Order in the proceeding was issued in July 2010, approving all the 
provisions in the stiprrlations, including a return on equity range of 9.7.5%-10.75%. The new rates 
became effective on August I ,  2010. 

2008 Kentiicky Rate Case 

In July 2008, L,G&E filed an application with the Kentucky Cornmission requesting increases in electric 
and natural gas base rates. In January 2009, LG&E, the AG, the KIUC and all other parties to the rate 
cases filed a settlenient agreement with the Kentucky Commission, under which LG&E’s natural gas 
base rates increased by $22 riiillion annrrally and its electric base rates decreased by $13 inillion 
annually. An Order approving the settlement agreement was received in February 2009. The new rates 
were implemented effective February 6, 2009. 
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ReElilatory Assets and Liabilities 

The following regulatory assets and liabilities were included in the Balance Sheets as of December 3 1 : 

Current regulatory assets: 
GSC and PBR (a) 
ECR (b) 
FAC (b) 
Coal contracts (c) 
MISO exit (d) 
Other (e) 

Total current regiilatory assets 

Non-current regulatory assets: 
Pension and postretirement benefits (f) 

Other non-current regulatory assets: 
Storm restoration (d) 
Mark to market impact of interest rate swaps (g) 
ARO (11) 
Unainortized loss on bonds (d) 
Swap termination (d) 
Coal contracts (c) 
Unamortized debt expense 
MISO exit (d) 
Other (e) 

Subtotal other non-current regulatory assets 
Total non-current regulatory assets 

Current regulatory liabilities: 
Coal contracts 
GSC 
DSM 
Emission allowances 

Total current regulatory liabilities 

Non-current regulatory liabilities: 
Acciiiniilated cost of removal of utility plant 
Other non-current regulatory liabilities: 

Coal contracts 
OVEC power purchase contract 
Deferred income taxes - net 
Other (i) 

Subtotal other non-current regulatory I iabi I ities 
Total non-current regulatory I iabi I i ties 
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__ SLlccessor 
2010 

$ 4 
5 

$ 13 

$ 213 

65 
34 

7 
22 

9 
8 
4 
I 
4 

154 
$ 367 

$ 31 
9 
5 
6 

$ 51 

$ 27.5 

87 
86 
34 

1 
208 

$ 483 

Predecessor 
2009 

3 
7 

$ 

1 
3 

$ 14 

$ 204 

67 

30 
22 

4 
2 

I25 
$ 329 

$ 
34 

4 

.$ 38. 

$ 259 

41 
3 

44 
$ 303 



(a) The GSC arid natural gas PBR regulatory assets have separate recovery mechanisms with 

(b) The FAC and ECR regulatory assets have separate recovery mechanisms with recovery within 

(c) Offsetting regulatory assets or liabilities for fair value purchase accounting adjustments. See 

(d) These regulatory assets are recovered through base rates. 
(e) Other regulatory assets include: 

recovery within eighteen months. 

twelve months. 

Note 2, Acquisition by PPL, for information on the purchase accounting adjustments. 

Mill Creek Ash Pond costs, which were recovered through base rates. 
The CMRG and KCCS contributions, an EKPC FERC transmission settlement agreement 
arid rate case expenses, which are recovered through base rates. 
Offsetting regulatory asset for fair value purchase accounting ad,justnient for leases. See Note 
2, Acquisition by PPL, for information on the purchase accounting adjustments. 

0 

* 

(f) LG&E generally recovers this asset through pension expense included in the calculation of base 
rates. 

(g) Beginning in the third quarter of 2010, based on an Order fi-om the Kentucky Commission in the 
2010 rate case whereby the  cost of a terminated rate swap was allowed to be recovered in base 
rates, the mark-to-marltet impact of the effective and ineffective interest rate swaps is considered 
probable of recovery through rates and therefore included in regulatory assets. See Note 5 ,  
Derivative Financial Instruments, for further discussion. 

associated ARO regulatory liability, ARO asset and ARO liability. 

exit. 

(h) When an asset with an A R O  is retired, the related ARO regulatory asset will be offset against the 

(i) Other regitlatory liabilities include the emission allowance purchase accounting offset and MISO 

LG&E’s natural gas rates contain a GSC, whereby increases and decreases in the cost ornatural gas 
supply are reflected in LG&E’s rates, subject to approval by the Kentiicky Commission. The GSC 
procedure prescribed by Order ofthe Kentucky Commission provides for qiiarterly rate adjustments to 
reflect the expected cost of natural gas supply in that quarter. In addition, the GSC contains a 
niechanisni whereby any over- or under-recoveries of natural gas supply cost froin prior quarters is to be 
refunded to or recovered from customers through the ad.justment factor determined for subsequent 
quarters. 

LG&E’s GSC was modified in 1997 to incorporate a natural gas procurement incentive mechanism. 
Since November 1 , 1997, L,G&E has operated under this PBR mechanism related to its natural gas 
procurement activities. LG&E’s rates are adjjusted anntially to recover (or refirnd) its portion of the 
expense (or savings) incurred during each PBR year (12 months ending October 31). Pursuant to the 
extension of L,G&E’s natural gas  supply cost PBR mechanism effective November 1, 2001 , the sharing 
mechanism under the PBR requires savings and expenses to be shared 25% with shareholders and 7.5% 
with custoiners up to 4.5% of the  benchinarked natural gas costs. Savings and expenses in excess of 
4.5% of the benchniarked natural gas costs are shared 50% with shareholders and 50% with custoiners. 
The current natural gas supply cos t  PBR mechanism was extended through 201 0 without further 
modification. In  December 2009, L,G&E filed an application with the Kentucky Commission to extend 
and modify its existing natural gas cost PBR. The current PBR was set to expire at the end of October 
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2 0  10. In April 201 0, the Kentucky Commission issued an Order approving a five year extension and the 
requested minor modifications to the PRR effective November 201 0. 

During the PBR years encling in 2010, 2009 and 2008, LG&E achieved $8 million, $7 inillion and $1 1 
million in savings, respectively. In  2010,2009 and 2008, ofthe total savings amount, LG&E’s portion 
was  approximately $2 million, $2 inillion and $3 million, respectively, and the customers’ portion was 
approximately $6 inillion in 2010, $5 million in 2009 and $8 million in 2008. 

LG&E recovers the costs of complying with tlie Federal Clean Air Act pursuant to Kentucky Revised 
Statute 278-1 83 as amended and those federal, state or local environmental requirements which apply to 
coal combustion wastes arid by-products from facilities utilized for production of energy from coal, through 
the ECR tneclianism. The ainount of the regulatory asset or liability is the amount that has been under-or 
over-recovered due to timing or ad,jiistinents to the mechanism. 

The  Kentucky Commission requires reviews of the past operations of the environmental surcharge for 
six-month and two-year billing periods to evaluate the related charges, credits and rates of return, as well 
as to provide for the roll-in of ECR amounts to base rates each two-year period. In December 2010, the 
Kentucky Commission initiated a six-month review of the Utilities’ environmental surcharge for the 
billing period ending October 2010. An order is expected in the second quarter of 201 I .  Also, i n  
December 2010, an Order was issued approving the charges and credits billed through the ECR during 
the six-month period ending April 20 I O ,  as well as approving billing adjustments for under-recovered 
costs and the rate of return on capital. I n  May 2010, an Order was issued approving tlie amounts billed 
through the ECR during the six-month period ending October 2009 and the rate of return on capital and 
allowing recovery of the under-recovery position in subsequent monthly filings. In December 2009, an 
Order was issued approving the charges and credits billed through the ECR during the two-year period 
ending April 2009, an increase i n  the jurisdictional revenue requirement, a base rate roll-in and a revised 
rate of return on capital. In July 2009, an Order was issued approving the charges and credits billed 
through the ECR during the six-month period ending October 2008, as well as approving billing 
adjustments for under-recovered costs arid the  rate of return on capital. In August 2008, an Order was 
issued approving the charges and credits billed through the ECR during the six-tnontli periods ending April 
2006 and October 2007 and the rate of return on capital. In March 2008, an Order was issued approving 
the charges and credits billed through the ECR during the six-inontli and two-year periods ending 
October 2006 and April 2007, respectively, as well as approving billing adjustments, roll-in adjustments 
t o  base rates, revisions to the monthly surcharge filing and the rates of return on capital. 

I n  June 2009, the Company filed an application for a new ECR plan with the Kentucky Conmission 
seeking approval to recover investments in environinental upgrades and operations and inaintenance 
costs at the Company’s generating facilities. During 2009, LG&E reached a unanimous settlement with 
all parties to the case and the Kentucky Commission issued an Order approving LG&E’s application. 
Recovery on customer bills through the monthly ECR surcharge for these projects began with the 
February 201 0 billing cycle. 

In February 2009, the Kentucky Conmission approved a settlement agreement in the rate case which 
provides for an authorized return on equity applicable to the ECR mechanisin of 10.63% effective with the 
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February 2009 expense month filing, which represents a slight increase over the previously authorized 
10.50%. The 10.63% return on equity for the ECR mechanism was affirmed in the 2010 rate case. 

FAC 

L,G&E’s retail electric rates contain a FAC, whereby increases and decreases in the cost of fuel for 
electric generation are reflected in the rates charged to retail electric customers. The FAC allows the 
Company to adjust billed amounts for the difference between the fuel cost component of base rates and 
the actual fuel cost, including transportation costs. R e f h d s  to customers occur if the actual costs a re  
below the embedded cost component. Additional charges to customers occur if the actual costs exceed 
the embedded cost component. The amount of the regulatory asset or liability is the amount that has 
been under- o r  over-recovered due to timing or adjustments to the mechanism. 

The Kentucky Commission requires public hearings at six-month intervals to examine past fitel 
adjustments and at two-year intervals to review past operations of the fuel clause and transfer of the then 
current fuel adjustment charge or credit to the base charges. In December 2010, May 2010, November 
2009, January 2009, May 2008 and January 2008 the Kentucky Comniission issued Orders approving 
the charges and credits billed through the FAC for the six-inonth periods ending April 2010, August 
2009, April 2009, April 2008, October 2007 and April 2007, respectively. In  January 2009, the 
Kentucky Commission initiated routine examinations of the FAC for the two-year period November 1 , 
2006 through October 3 1 , 2008. The Kentucky Commission issued an Order in June 2009 approving the 
charges and credits billed through the FAC during the review period. 

Coal Contracts 

In November 2010, ptirchase accounting ad,justments were recorded for the fair value of LG8tE’s coal 
contracts. Offsetting regulatory assets or liabilities for fair value purchase accounting adjustments 
eliminate any rateinaking impact of the fair value ad.justinents. 

Following receipt of applicable FERC, Kentucky Coinrnission and other regulatory Orders, related to 
proceedings that had been underway since July 2003, LG&E withdrew from the MISO effective 
September 1,  2006. Since the exit from the MISO, LG&E has been operating under a FERC approved 
OATT. LG&E now contracts with the TVA to act as its transmission reliability coordinator and SPP to 
function as its independent transmission operator, pursuant to FERC requirements. The contractual 
obligations with the TVA extend through August 201 1 and with SPP through August 2012. 

L,G&E and t h e  MISO agreed upon overall calculation methods for the contractual exit fee to be paid by 
the Company following its withdrawal. I n  October 2006, the Company paid $13 inillion to the MISO 
arid made related FERC compliance filings. The Company’s payment of this exit fee was with 
reservation of its rights to contest the ainount, or components thereof, following a continuing review of 
its calculation and supporting documentation. LG&E and the MISO resolved their dispute regarding the 
calculation ofthe exit fee and, in November 2007, filed a n  application with the FERC for approval o f  a 
recalculation agreemerit. In March 2008, the FERC approved the parties’ recalculation of the exit fee, as 
well as the approved agreement providing LG&E with recovery of $2 million, of which $1 million was 
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immediately recovered in 2008, with the remainder to be recovered over the seven years from 2008 
throrrgh 2014 for credits realized fiom other payments the MISO will receive, plus interest. 

In accordance with Kentucky Commission Orders approving the MISO exit, LG&E established a 
regulatory asset for the MISO exit fee, net of former MISO administrative charges collected via base 
rates through the base rate case test year ended April 30,2008. T h e  net MISO exit fee is subject to 
adjustment for possible future MISO credits and a regulatory liability for certain revenues associated 
with former MIS0 administrative charges, which were collected via base rates unt i l  February 6, 2009. 
The approved 2008 base rate case settlement provided for MISO administrative charges collected 
through base rates from May 1 , 2008 to February 6,2009 and any ftitiire adjustments to the MISO exit 
fee, to be established as a regulatory liability until the amounts can be amortized in fifiIture base rate 
cases. This regitlatory liability balance as of October 31,2009 was included i n  the base rate case 
application filed on January 29, 2010. MISO exit fee credit amounts subsequent to October 31,2009, 
will continue to accuinulate as a regulatory liability until they can be amortized in future base rate cases. 

In November 2008, the FERC issued Orders in industry-wide proceedings relating to MISO RSG 
calculation and resettlement procedures. RSG charges are amounts assessed to various participants 
active in the MIS0 trading market which generally seek to compensate for rrneconoinic generation 
dispatch due to regional transinission or power market operational considerations, with some customer 
classes eligible for payments, while others may bear charges. The FERC Orders approved two requests 
for significantly altered forinrilas and principles, each of which the FERC applied differently to calculate 
RSG charges for various historical and future periods. Based upon the 2008 FERC Orders, the Company 
established a reserve during the fourth quarter of 2008 of $2 million relating to potential RSG 
resettlement costs for the period ended December 3 1,2008. However, in May 2009, after a portion of 
the resettlement payments had been made, the FERC issued an Order on the requests for rehearing on 
one November 2008 Order, which changed the effective date and reduced almost all of the previously 
accrued RSG resettlement costs. Therefore, these costs were reversed and a receivable was established 
for ainounts already paid o f $ ]  million. The MISO began refunding the atnolints to the Company in June 
2009, with full repayment in September 2009. In June 2009, the FERC issued an Order in the rate 
mismatch RSG proceeding, stating it will not require resettlements of the rate mismatch calculation from 
April 1 , 2005 to November 4,2007. An accriial had previously been recorded in 2008 for the rate 
mismatch issue for the time period April 25, 2006 to August 9, 2007, but no accriial had been recorded 
for the time period November 5 ,  2007 to November 9, 2008 based on the prior Order. Accordingly, the 
accrual for the former time period was reversed and an accrual for the latter time period was recorded in 
June 2009, with a net effect of less than $1 inillion of expense, substantially all of which was paid by 
September 2009. 

In August 2009, the FERC determined that the MISO had failed to demonstrate that its proposed 
exemptions to real-time RSG charges were just and reasonable. In  November 2009, the MISO made a 
compliance filing incorporating the rulings of the FERC Orders and a related task force, with a primary 
open issue being whether certain of the tariff changes are applied prospectively only or retroactively to 
approximately January 6,2009. 

In November 2009, the IJtilities filed an application with the FERC to approve certain independent 
transmission operator arrangements to be effective upon the expiration of their current contract with SPP 
in September 2010. T h e  application sought authority for LG&E and K U  to fiinction after such date as 
the administrators of their own OATT for most purposes. However, due to the lack of FERC approval 
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for such an approach and the approaching expiration of the SPP contract, the Utilities determined the 
approach was no longer reasonably achievable without unacceptable delay and uncertainty. In  July 
201 0, the 1Jtilities entered into a new agreement with SPP to provide independent transmission operator 
services for a specified, limited time and removed its application for aiitliority of administering its own 
OATT. The TVA, which currently acts as reliability coordinator, has also been retained tinder the 
existing service contract. The new agreement extends TVA services to August 201 1 with no alterations 
or changes to the party’s duties or responsibilities. 

In August 20 I O ,  the FERC issued three Orders accepting triost facets of several MISO RSG coinpliance 
filings. The FERC ordered the MISO to issue refunds for RSG charges that were imposed by the MISO 
on the assumption that there were rate mismatches for the period beginning November 5,2007 through 
rhe present. There is no financial statement impact to the Company froin this Order, as the MISO tiad 
anticipated that the FERC would require these refunds and had preemptively included them in the 
resettlements paid iii 2009. The FERC denied the MISO’s proposal to exempt certain resources from 
RSG charges, effective prospectively. The FERC accepted portions and rejected portions of the MISO’s 
proposed RSG Rate Redesign Proposal, which will be effective when the sofiware is ready for 
iinpleinentation subject to further compliance filings. The impact of the Redesign Proposal on the 
Company cannot be estimated at this time. 

LG&E accounts for pension and postretirement benefits in accordance with the compensation - 
retirement benefits guidance of the FASB ASC. This guidance requires employers to recognize the over- 
fiinded or under-funded status of a defined benefit pension and postretirement plan as an asset or 
liability on the Balance Sheets and to recognize through other comprehensive income the changes in the 
firnded status in the year in which the changes occiir. IJnder the regulated operations guidance of the 
FASB ASC, LG&E can defer recoverable costs that would otherwise be charged to expense or equity by 
non-regulated entities. Current rate recovery in Kentucky is based on the compensation - retirement 
benefits guidance of the FASR ASC. Regulators have been clear and consistent with their historical 
treatment of such rate recovery; therefore, the Coinpany has recorded a regulatory asset representing the 
change in fiinded status of its pension and postretirement benefit plans that is expected to be recovered. 
The regulatory asset will be ad~justed annually as prior service cost and actuarial gains and losses are 
recognized in net periodic benefit cost. 

Storm Restoration 

I n  January 2009, a significant ice storin passed through LG&E’s service area causing approxiinately 
205,000 customer outages, followed closely by a severe wind storin in February 2009, causing 
approximately 37,000 customer outages. An application was filed with the  Kentucky Commission in 
April 2009, requesting approval to establish a regulatory asset and defer for fiitiire recovery, 
approximately $45 million in increinental operation and maintenance expenses related to the storm 
restoration. 111 September 2009, the Kentucky Comniission issued an Order allowing the establishment a 
regulatory asset of up to $45 million based on actiial costs for storm damages and service restoration due 
to the January and February 2009 storms. In September 2009, a regulatory asset of $44 million was 
established for actual costs incurred and approval was received in LG&E’s 20 10 base rate case to 
recover this asset over a ten year period beginning August 1 , 201 0. 
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In September 2008, high winds from the reinnants of Hurricane Ike passed through the service area 
causing significant outages and system damage. In October 2008, an application was filed with the 
Kentucky Coininission requesting approval t o  establish a regulatory asset and defer for future recovery 
approximately $24 inillion of expenses related to the storm restoration. In  December 2008, the Kentucky 
Commission issued an Order allowing the establishment of a regulatory asset of up to $24 inillion based 
on actual costs for storm damages and service restoration due to Hurricane Ilte. In  December 2008, a 
regulatory asset of $24 million was established for actual costs incurred and LG&E received approval in 
its 201 0 base rate case to recover this asset over a ten year period, beginning August 1, 20 10. 

Interesi Rate S M ~ X  

Interest rate swaps are accounted for on a fair value basis in  accordance with the derivatives and hedging 
guidance of the FASB ASC. Beginning i n  the third quarter of 2010, the unrealized gains and losses of 
the effective and ineffective interest rate swaps are included in a regulatory asset based on an Order 
from the Kentucky Commission in the 201 0 rate case whereby the cost of a terminated swap was 
allowed to be recovered in base rates. Previously, interest rate swaps designated as effective cash flow 
hedges had resulting gains and losses recorded within other comprehensive income and coininon equity. 
The  ineffective portion of interest rate swaps designated as cash flow hedges was previously recorded to 
earnings monthly, as was the entire change in the market value of the ineffective swaps. LG&E is able to 
recover the unrealized gains and losses on the interest rate swaps under its existing rate recovery 
structure as the interest expense on the swaps is realized. 

Unainoriized Loss on Bonds 

The costs of early extingiiishinent of debt, iricliiding call preniiurns, legal and other expenses and any 
unamortized balance of debt expense are amortized using the straight-line method, which approxiinates 
the effective interest method, over the life of either the replacement debt (in the case o f  refinancing) or 
the original life of the extinguished debt. 

CMRG and KCCS Contributions 

In July 2008, LG&E arid KU, along with Duke Energy Kentucky, Inc. and Kentucky Power Company, 
filed an application with the Kentucky Commission requesting approval to establish regulatory assets 
related to contributions to the CMRG for the development of technologies for reducing carbon dioxide 
emissions and the KCCS to study the feasibility of geologic storage of carbon dioxide. The filing 
companies proposed that these contributions be treated as regulatory assets to be deferred until recovery 
is provided in the next base rate case of each company, at which time the regulatory assets will be 
amortized over the life of each project: four years with respect to the KCCS and ten years with respect to 
the CMRG. LGSLE and KIJ jointly agreed t o  provide $2 million over two years to the KCCS and up to 
$2 million over ten years to the CMRG. In October 2008, an Order approving the establishment of the 
requested regulatory assets was received. LG&E received approval from the Kentucky Conirnission in 
the  Company's 201 0 Kentucky base rate case to recover these regulatory assets over the requested 
period beginning August 1 ,  201 0. 
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Rnle Case Expenses 

LG&E incurred $ I  million in expenses related to the development and support of  the 2008 Kentucky 
base rate case. The Kentucky Coinmission approved the establishment of a regulatory asset for these 
expenses and authorized amortization over three years beginning in March 2009. 

L,G&E incurred $1 inillion in expenses related to the development and support ofthe 2010 Kentucky 
base rate case. The Kentucky Commission approved the establishment of a regulatory asset for these 
expenses and authorized amortization over three years beginning in August 201 0. 

.DSM 

DSM consists of energy efficiency prograins which are intended to reduce peak demand and delay the 
investment in additional power plant coiistruction, provide customers with tools arid information to  
become better managers of their energy usage and prepare for potential fiiture legislation governing 
energy efficiency. LG&E’s rates contain a DSM provision which includes a rate mechanism that 
provides ibr concurrent recovery of DSM costs and provides an incentive for implementing DSM 
programs. T h e  provision allows LG&E to recover revenues from lost sales associated with the DSM 
programs based on program plan engineering estimates and post-implementation evaluations. 

In July 200’7, LG&E and KU filed an application with the Kentucky Commission requesting an order 
approving enhanced versions of  the existing DSM programs along with the addition of several new cost 
effective programs. The total annual budget for these programs is approximately $26 million. In March 
2008, the Kentucky Commission issued an Order approving the application, with minor modifications. 
LG&E and KU filed revised tariffs in April 2008, under authority of this Order, which were effective in 
May 2008. 

Emission Allownnccs 

In November 201 0, purchase accounting adj justments were recorded for fair market value LG&E’s SOL, 
NOx ozone season and NOx annual emission allowances. Offsetting regulatory assets or liabilities for 
fair value purchase accounting adjustments eliminate any  rateniaking impact of the fair value 
adjustments. L,G&E is granted SO2 emission allowances through 2040 and NOx ozone season and NOx 
annual emission allowances through 201 1 .  

Accziniirlnted Cost oJ’Removal of Utility Plant 

As of December 3 1 , 20 10 and 2009, LG&E segregated the cost of reinoval, previously embedded in 
accumulated depreciation, of $275 inillion and $2.59 million, respectively, in accordance with FERC 
Order No. 63  I .  For reporting purposes on the Balance Sheets, LG&E presented this cost of reinoval as a 
“Regulatory liability” pursuant to the regulated operations guidance of the FASR ASC. 

I n  November 2010, purchase accounting adjustments were recorded for the fair value of the power 
purchase agreement between LG&E arid OVEC. Offsetting regulatory liabilities for fair value purchase 
accounting adjustments eliminate any ratemaking impact of the fair value adjustments. 
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Deferred Inconie T m e s  - Net 

These regulatory liabilities represent the future revenue impact from the reversal of deferred income 
taxes required for unamortized investment tax credits and deferred taxes provided at rates in excess of 
currently enacted rates. 

Other Regulatory Matters 

In November 2009, the Kentucky Corninissiori issued a report following review and analysis of the 
effects and utility response to the September 2008 wind storm and the January 2009 ice storm and 
possible utility industry preventative ineas~tre~ relating thereto. The  report suggested a number of 
proposed or recoininended preventative or responsive measures, including consideration of selective 
hardening of facilities, altered vegetation inanageinent programs, enhanced customer outage 
communications and similar measures. In  March 201 0, the Utilities filed a joint response reporting 011 
their actions with respect to such recoininendations. The response indicated implementation or 
completion of substantially all of the recommendations, including, among other matters, on-going 
reviews of system hardening and vegetation ~nanageinent procedures, certain test or pilot programs in 
such areas and fielding of enhanced operational and customer ontage-related systems. 

Wind Power Agreenients 

In August 2009, LG&E and K U  filed a notice of intent with the Kentucky Commission indicating their 
intent io file an application for approval of wind power purchase contracts and cost recovery 
rnechanisins. The contracts were executed in August 2009 and were contingent upon LG&E and KU 
receiving acceptable regulatory approvals. Pursuant to the proposed 20-year contracts, LG&E and KU 
wo~ild jointly purchase respective assigned portions of the output of two Illinois wind farms totaling an 
aggregate 109.5 Mw. In September 2009, the IJtilities filed an application and supporting testimony with 
the Kentucky Commission. In October 2009, the Kentiicky Corrimission issued an Order denying the 
IJtilities’ request to establish a surcharge for recovery of the costs of purchasing wind power. The 
Kentucky Coininission stated that such recovery constitutes a general rate adjustment and is subject to 
the regulations of a base rate case. The Kentucky Coininission Order provided for the request for 
approval of the wind power agreements to proceed independently froin the request to recover the costs 
thereof via surcharges. In  November 2009, LG&E and K U  filed for reheariiig of the Kentucky 
Cornmission’s Order and requested that the matters of approval of the contract and recovery of the costs 
thereof rernain the subject of the same proceeding. Diiring December 2009, the Kentucky Commission 
issued data requests on this matter. In March 2010, LG&E and KU delivered notices of termination 
under provisions of t he  wind power contracts. The Utilities also filed a motion with the Kentucky 
Commission noting t h e  terinination of the contracts and seeking withdrawal of their application in the 
related regulatory proceeding. In April 201 0, the Kentucky Coinmission issued an Order allowing the 
Utilities to withdraw their pending application. 
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Triiiible Cozinty Asset Sole and Depreciation 

In  July 2009, the Utilities notified the Kentucky Cominission of the proposed sale froin the IJtilities of 
certain ownership interests in certain existing Triinble County generating station assets which were 
anticipated to provide joint or common use i n  support of the jointly-owned TC2 generating unit under 
construction at the station. The undivided ownership interests sold provide KU an ownership interest in 
these coininon assets proportional to its interest in TC2 and the assets’ role in supporting both TCl and 
TC2. In December 2009, LG&E and KU completed the sale transaction at a price of $48 million, 
representing the current net book value of the assets multiplied by the proportional interest being sold. 

In August 2009, the TJtilities jointly filed an application with the Kentucky Commission to approve new 
depreciation rates for applicable jointly-owned TC2-related generating, pollution control and other plant 
equipment and assets. During December 2009, the Kentucky Coinmission extended the data discovery 
process through January 20 10 and authorized the IJtilities on an interim basis to begin using the 
depreciation rates for TC2 as proposed in the application. In March 2010, the Kentucky Commission 
issued a final Order approving the use of the proposed depreciation rates on a permanent basis. 

TC2 CCN Applicatioii and Trmisrnission Mamrs 

An application for a CCN for construction of ‘TC2 was approved by the Kentucky Commission i n  
November 2005. CCNs for two transmission lines associated with TC2 were issued by the Kentucky 
Coinmission in September 2005 and May 2006. All regulatory approvals and rights of way for one 
transmission line have been obtained. 

L,G&.E’s and KU’s CCN for a transinission line associated with the TC2 construction has been 
challenged by certain property owners in Hardin County, Kentucky. Certain proceedings relating to 
CCN challenging and federal historic preservation permit requirements have concluded with outcomes 
in the Utilities’ favor. 

Completion of the transmission lines are also subject to standard construction permit, environmental 
authorization and real property or easement acquisition procedures and certain Hardin County 
landowners have raised challenges to the transmission line in some of these forums as well. 

With respect to the remaining on-going dispute, LG&E’s affiliate, KTJ obtained various successful 
rulings during 2008 at the Mardin County Circuit Court confirming its condemnation rights. In August 
2008, several landowners appealed such rulings to the Kentucky Court of Appeals and received a 
temporary stay preventing KIJ f rom accessing their properties. I n  May 2010, the Kentucky Court of 
Appeals issued an Order affirming the Hardin Circuit Court’s fiiiding that K1J had the right to condeinn 
easenients on the properties. In May 2010, the landowners filed a petition for reconsideration with the 
Court of Appeals. In J L I ~ Y  2010, the Court of Appeals denied that petition. In August 2010, the 
landowners filed for discretionary review of that denial by the Kentucky Supreme Court. 

Settlement discussions with the Hardin County property owners involved in the appeals of the 
corideinnation proceedings have been unsuccessful to date. During the fourth qriarter of 2008, L,G&E 
and K U  entered into settlements with certain Meade County landowners and obtained dismissals of prior 
litigation they brought challenging the same transmission line. 
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A s  a result of the aforementioned iinresolved litigation delays encountered in obtaining access to certain 
properties in Hardin County, KU obtained easements to allow construction of temporary transmission 
facilities, bypassing those properties while the litigated issues are resolved. In September 2009, the 
Kentucky Commission issued an Order stating that a CCN was necessary for two segments of the 
proposed temporary facilities. In December 2009, the Kentiicky Coinmission granted the CCNs for the 
relevant segments and the property owners have filed various motions to intervene, stay and appeal 
certain elements of the Kentucky Commission’s recent Orders. In January 2010, in respect of two of 
such proceedings, the Franklin County circuit court issued Orders denying the property owners’ request 
for a stay of construction and upholding the prior Kentucky Commission denial of their intervenor 
status. 

Consistent with the regulatory authorizations and the favorable outcome of the legal proceedings, the 
Utilities completed construction activities on the permanent transmission line easements. During 201 0, 
the Utilities placed the transmission line into operation. While the Utilities are not currently able to 
predict the ultimate outcome and possible financial effects of the remaining legal proceedings, the 
[Jtilities do not believe the matter involves relevant or continuing risks to operations. 

Arena 

In August 2006, LG&E filed an application with the Kentucky Coininission requesting approval for the 
sale of property to the Louisville Arena Authority which was granted in a September 2006 Order. In 
November 2006, LGRtE completed certain agreements pursuant to its August 2006 Memorandum of 
Understanding with the Louisville Arena Authority regarding the proposed construction o f  an arena i n  
downtown Louisville. L,G&E entered into a relocation agreement with the Louisville Arena Authority 
providing for reimbursement to LG&E of the costs to be incurred in relocating certain LG&E facilities 
related to the arena transaction of approximately $63 million. As of December 3 1 , 201 0, approximately 
$62, inillion of the total costs have been received. The relocation work was siibstaritially completed 
during 2009, with follow up work continuing in 2010 and 201 1. The parties fiirther entered into a 
property sale contract providing for LG&E’s sale of a downtown site to the Louisville Arena Authority 
which was completed for $9 million in September 2008. 

Market-Based Rate Rzrthority 

111 July 2006, the FERC issued an Order in LG&E’s market-based rate proceeding accepting the 
Company’s further proposal to address certain market power issues the FERC claimed would arise upon 
an exit froin the MISO. In particular, the Company received permission to sell power at market-based 
rates at the interface of balancing areas in which it may be deemed to have market power, subject to a 
restriction that such power will not be collusively re-sold back into such balancing areas. However, 
restrictions exist on sales by LG&E of power at market-based rates in the LG&E and KU arid Big Rivers 
Electric Corporation balancing areas. In June 2007, the FERC issued Order No. 697 iinplementing 
certain reforms to market-based rate regulations, including restrictions similar to those previously in 
place for the Company’s power sales at balancing area interfaces. In December 2008, the FERC issued 
Order No. 697-E3 potentially placing additional restrictions on certain power sales involving areas where 
market power is deemed to exist. As a condition of receiving arid retaining inarket-based rate authority, 
L,G&E rniist cornply with applicable affiliate restrictions set forth in the FERC regulation. During 
September 2008, the Company submitted a regular triennial update filing under market-based rate 
reg i l l  at ions . 
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In  June 2009, the FERC issued Order No. 697-C which generally clarified certain interpretations relating 
to power sales and purchases at balancing area interfaces or into balancing areas involving market 
power. In  J U ~ Y  2009, the FERC issued an Order approving the Company’s September 2008 application 
for inarltet-based rate authority. During July 2009, affiliates oELGGtE completed a transaction 
terminating certain prior generation and power marketing activities in the Big Rivers Electric 
Corporation balancing area, which termination should uItimateIy allow a filing to request a 
determination that the Company no longer is deemed to  have market power in such balancing area. 

L,G&E conducts certain of its wholesale power sales activities in accordance with existing inarket-based 
rate authority principles and interpretations. Future FERC proceedings relating to Orders 697 or marltet- 
based rate authority could alter the amount of sales made at market-based versus cost-based rates. The 
Company’s sales under market-based rate authority totaled $21 million for the year ended December 3 1, 
2010. 

Maiidatoi y Keliab ility Standards 

As a result of the EPAct 2005, certain formerly voluntary reliability standards became mandatory in 
June 2007 and authority was delegated to various Regional Reliability Organizations (“RROs”) by the 
NERC, which was authorized by the FERC to enforce compliance with such standards, including 
ptoinulgating new standards. Failure to cornply with mandatory reliability standards can subject a 
registered entity to sanctions, including potential fines of up  to $1 inillion per day, as well as non- 
monetary penalties, depending upon the circumstances of the violation. The 1.Jtilities are ~nembers of 
SERC, which acts as L,G&E’s and KU’s RRO. During December 2009 and April, J ~ l y  and August 2010, 
the Utilities submitted ten self-reports relating to various standards, which self-reports remain in the 
early stages of RRO review and therefore, the Utilities are unable to estimate the outcoine of these 
inatters. Mandatory reliability standard settlements coininonly also include non-penalty elements, 
including compliance steps and mitigation plans. Settlements with the SERC proceed to NERC and 
FERC review before becoming final. While the Utilities believe they are in compliance with the 
inandatory reliability standards, events of potential non-compliance may be identified from time-to-time. 
The LJtilities cannot predict such potential violations o r  the outcome of self-reports described above. 

Natural Gas Customer Choice Study 

In April 201 0, the Kentucky Corninissiori coininenced a proceeding to investigate natural gas retail 
competition program; their regulatory, financial and operational aspects and potential benefits, if any, 
of such programs to Kentucky consumers. A number of entities, including L,G&E, were parties to the 
proceeding. In December 20 IO,  the Kentucky Coininission issired an Order in the proceeding declining 
to endorse natural gas competition at the retail level, noting the existence of a number oftransition or 
oversight costs and an iincertain level of economic benefits in such programs. With respect to existing 
natural gas transportation programs available to large cominercial or industrial users, the Order indicates 
that the Kentucky Coininission will review utilities’ current tariff structures, user thresholds and other 
t e r m  and conditions of such prograins, as part of such utilities’ next regular natural gas rate cases. 
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Integrated Resource Planning 

Integrated resource planning (“IRP”) regulations in Kentucky require major utilities to make triennial 
IRP filings with the Kentucky Commission. In April 2008, LG&E and KU filed their 2008 .joint IRP 
with the Kentucky Commission. The IRP provides hi>storical and projected demand, resource and 
financial data and other operating perforinance arid system information. The Kentiicky Coininission 
issued a staff report and Order closing this proceeding in December 2009. LG&E expects to file their 
next IRP in April 201 1 .  

PUHC‘A 2005 

PPL, L,G&E’s ultimate parent, is a holding company under PUI-TCA 2005. PPL,, its utility subsidiaries, 
including LG&E and certain of its non-utility subsidiaries, are subject to extensive regulation by the 
FERC with respect to nirinerous matters, incliiding electric utility facilities and operations, wholesale 
sales of power and related transactions, accounting practices, issuances and sales of securities, 
acquisitions and sales of utility properties, payments of dividends out of capital and surplus, financial 
matters and inter-system sales of non-power goods and services. L,G&E believes that it has adequate 
authority, including financing authority, under existing FERC Orders and regulations to conduct its 
business and will seek additional authorization when necessary. 

EPAct 2005 

The EPAct 2005 was enacted in August 200.5. Ainong other matters, this comprehensive legislation 
contains provisions mandating improved electric reliability standards and performance; granting 
enhanced civil penalty authority to the FERC; providing economic and other incentives relating to 
transmission, pollution control and renewable generation assets; increasing funding for clean coal 
generation incentives; repealing the Public Utility Holding Company Act of 1935; enacting PIJHCA 
200.5; and expanding FGRC jurisdiction over public utility holding companies and related matters via the 
Federal Power Act and PUHCA 2005. 

In February 2006, the Kentucky Coininission initiated an administrative proceeding to consider the 
requirements oftlie EPAct 2005, Subtitle E Section 12.52, Smart Metering, which concerns time-based 
metering and demand response and Section 1254, Interconnections. EPAct 2005 requires each state 
regulatory authority to conduct a formal investigation and issue a decision on whether or not it is 
appropriate to implement certain Section I252 standards within eighteen months after the enactment of 
EPAct 2005 and to commence consideration of Section 1254 standards within one year after the 
enactment of EPAct 2005. Following a public hearing with all Kentucky jurisdictional electric utilities, 
in December 2006, the I<entucky Coinmission issued an Order in this proceeding indicating that the 
EPAct 2005 Section 1252 and Section 1254 standards should not be adopted. However, all five 
Kentucky Coinmission .jurisdictional utilities were required to file real-time pricing pilot prograins for 
their large commercial and industrial customers. LG&E developed a real-time pricing pilot program for 
large industrial and cominercial customers and filed the details of the plan with the Kentiicky 
Coinmission in April 2007. In February 2008, the I<entucky Commission issued an Order approving the 
real-time pricing pilot program proposed by L,G&E for iinplerneritation within approximately eight 
months. The tariff was filed in October 2008, with an effective date of December 1,2008. LG&E files 
annual reports on the program within 90 days of each plan year end for the three-year pilot period. 
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Pursuant to an LG&E 2004 rate case settlement agreement and as referred to in the Kentucky 
Coinmission EPAct 2005 Administrative Order, LG&E made its responsive pricing and smart metering 
pilot program filing, which addresses real-time pricing for residential and general service customers, in 
March 2007. I n  July 2007, the Kentucky Commission approved the application as filed, for 100 
residential customers arid a sampling of other customers and authorized L,G&E to establish the 
responsive pricing and smart metering pilot program, recovery of non-specific custonier costs through 
the DSM billing mechanism and the  filing of annual reports by April 1,  2009, 201 0 and 201 1. LG&E 
must also file an evaluation of the program by July 1, 201 1. 

Hydro Upgrade 

In October 200.5, LG&E received from the FERC a new license to upgrade, operate and maintain the 
Ohio Falls Hydroelectric Project. The license is for a period of 40 years, effective November 200.5. 
LG&E began refurbishing the facility to add approximately 20 Mw of generating capacity in 2004 and 
plans to spend approximately $89 million from 201 1 to 2014. 

Green Energy Riders 

In February 2007, LG&E and K U  filed a Joint Application and Testimony for Proposed Green Energy 
Riders. In May 2.007, a Kentucky Commission Order was issued authorizing LG&E to establish Sinall 
and Large Green Energy Riders, allowing customers to contribute funds to be used for the purchase of 
renewable energy credits. During November 2009, LG&E and KIJ filed an application to both continue 
and modify the existing Green Energy Programs. In February 201 0, the Kentucky Commission approved 
the [Jtilities’ application, as filed. 

Honie Energy Assistance Program 

In J~ i ly  2007, L,G&E filed an application with the Kentucky Commission for the establishment of a 
Home Energy Assistance program. During September 2007, the Kentucky Coininission approved the 
five-year- program as filed, effective in October 2007. The programs were scheduled to terminate in 
September 2012 and is funded through a $0.10 per month meter charge. Effective February 6,2009, as a 
result of the settlement agreement in the 2008 base rate case, the program is filnded through a $0.1 5 per 
month meter charge. As a condition in the settlement i n  the change of control proceeding before the 
Kentucky Coininission in the PPL acquisition, the program was extended to September 201 5 .  

Collection Cycle Revision 

As part of its base rate case filed on  July 29, 2008, L,G&E proposed to change the due date for customer 
bill payments from 15 days to I O  days to align its collection cycle with KU. In addition, in its rate case 
filed on JUIY 29, 2008, KU proposed to include a late payment charge if payment is not received within 
IS  days fioin the bill issuance da te  to align with LG&E. The settlement agreements approved in the rate 
cases in February 2009 changed the  due date for custoirier bill payments to 1 2  days after bill issuance for 
both L,G&E and KU. 
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Depecintion Study 

In December 2007, L,G&E filed a depreciation study with the Kentucky Commission as required by a 
previous Order. In August 2008, the Kentucky Conmission issued an Order consolidating the 
depreciation study with the base rate case proceeding. The approved settlement agreement in the rate 
case established new depreciation rates effective February 2009. 

BuownJieId Developnient Rider Tar.$ 

I n  March 2008, LG&E received Kentucky Commission approval for a Brownfield Development Rider, 
which offers a discounted rate to electric customers who meet certain usage and location requirements, 
including taking new service at a Brownfield site, as certified by the appropriate Kentiicky state agency. 
The rider permits special contracts with such customers which provide for a series of declining partial 
rate discounts over an initial five-year period of a longer service arrangement. The tariff is intended to 
promote local economic redevelopment and efficient usage of utility resources by aiding potential reuse 
of vacant Brownfield sites. 

Interconnect ion and Net Metering G ti ide I ines 

In May 2008, the Kentucky Commission on its cwn motion initiated a proceeding to establish 
interconnection arid net metering guidelines in accordance with amendments to existing statutory 
requirements for net metering of electricity. The jurisdictional electric utilities arid intervenors in this 
case presented proposed interconnection guidelines to the Kentitcky Commission in October 2008. In  a 
January 2009 Order, the Kentucky Commission issued the Interconnection and Net Metering Guidelines 
-- Kentucky that were developed by all parties to the proceeding. LGRLE does not expect any financial or 
other impact as a result ofthis Order. In April 2009, LG&E filed revised net metering tariffs and 
application forms pursuant to the Kentucky Coinmission’s Order. The Kentucky Coinmission issued an 
Order in April 2009, which suspended for five months all net metering tariffs filed by the jurisdictional 
electric utilities. This suspension was intended to allow sufficient time for review of the filed tariffs by 
the Kentucky Commission Staff and intervening parties. 

In J~tne 2009, the Kentucky Conitiiission Staff held an informal conference with the parties to discuss 
issues related to the net metering tariffs iiled by LGRLE. Following this conference, the intervenors and 
L,G&E resolved all issues and LG&E filed revised net metering tariffs with the Kentucky Commission. 
In August 2009, the Kentucky Coininission issued an Order approving the revised tariffs. 

EISA 2007 Stnndurds 

In November 2008, the Kentucky Coinmission initiated an administrative proceeding to consider new 
standards as a result of the Energy Independence and Security Act of 2007 (“EISA 2007”), part of which 
amends the Public Utility Regulatory Policies Act of 1978 (‘cPURPA77). There are four new PURPA 
standards and one non-PIJRPA standard applicable to electric utilities. The proceeding also considers 
two new PLJRPA standards applicable to natural gas utilities. EISA 2007 requires state regulatory 
coininissions and non-regulated utilities to begin consideration of the rate design and srnart grid 
investments no later than December 19, 2008 and to complete the consideration by December 19, 2009. 
The Kentucky Commission established a procedural schedule that allowed for data discovery and 
testimony through Jiily 2009. In October 2009, the Kentucky Commission held an informal conference 
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for the purpose of discussing issues related to the standard regarding the consideration of Smart Grid 
investments. A public hearing has not been scheduled in this matter. 

Note 4 - Asset Retirement Obligations 

A siiininary of LG&E’s net ARO assets, ARO liabilities and regulatory assets established under the asset 
retirement and environmental obligations guidance of the FASB ASC follows: 

ARO Net ARO Regulatory 
Assets Liabilities Assets 

As of December 3 1,2008, Predecessor $ 4 $  (31) $ 29 
ARO accretion and depreciation ( I )  (2) 3 
ARO settlements 1 (2) 
Removal cost incurred 1 - 

As of December 3 1 ,  2009, Predecessor 3 (31) 30 
ARO accretion and depreciation (2) 2 
Reclassification for retired assets (1)  1 
ARO revaluation - change in estimates 29 (30) 1 
Removal cost incurred - 1 

As of October 3 1 , 20 I 0, Predecessor 31 (62) 34 
ARO accretion arid depreciation (1) 
Purchase accounting - fair value adjustment - _ _ _  15 13 (28) 

- 1 

As of December 3 1,201 0, Successor $ 45 $ (49) $ 7 

In September 2010, the Company performed a revaluation of its AROs as a result of recently proposed 
environmental legislation and irnproved ability to forecast asset retirement costs due to recent 
construction and retirement activity. 

In November 201 0, the Company recorded a purchase accounting adjustment to fair value AROs due to 
the PPL, acquisition. 

Pursuant t o  regulatory treatment prescribed under the regulated operations guidance of the FASR ASC, 
an offsetting regulatory credit was recorded in  “Depreciation and amortization” in the Statements of 
Income for the Successor of $1 tnillion in 2010 and $2. million for the Predecessor for the ARO 
accretion and depreciation expense. The offsetting regtilatory credit recorded was $2 niillion in 2009 and 
2008 for the  ARO accretion and depreciation expense. The ARO liabilities are offset by cash settlements 
that have not yet been applied. Therefore, ARO net assets, ARO liabilities and regulatory assets balances 
do not net t o  zero. 

LG&E’s AROs are primarily related to the final retirement of assets associated with generating units and 
natural gas mains and wells. LG&E transmission and distribution lines largely operate under perpetual 
property easement agreements which do not generally require restoration upon removal of the property. 

95 



Therefore, under the asset retirement and environmental obligations guidance of the FASR ASC, no 
material asset retirement obligations are recorded for transmission and distribution assets. 

Note 5 - Derivative Pinancial Instruments 

LG&E is subject to interest rate and cornniodity price risk related to on-going business operations. It 
currently manages these risks using derivative instruinents, including swaps and forward contracts. The 
Company’s policies allow for the interest rate risk to be inanaged through the use of fixed rate debt, 
floating rate debt and interest rate swaps. At December 31, 201 0, L,G&E’s potential annual exposure to 
increased interest expense, based on a 10% increase in interest rates, was less than $1 million. 

The Company does not  net collateral against derivative instruinents. 

Interest Rate Swaps 

LG&E uses over-the-counter interest rate swaps to limit exposure to market fluctuations in  interest 
expense. Pursuant to Coinpany policy, use of these derivative instr~unents is intended to mitigate risk, 
earnings and cash flow volatility and is not speculative in nature. 

L,G&E’s interest rate swap agreements range in maturity through 2033, with aggregate notional ainounts 
of $1 79 million as of December 3 1,201 0 and December 3 1,2009. Under these swap agreements, LG&E 
paid fixed rates averaging 4.52% and received variable rates based on LIBOR or the Securities Industry 
and Financial Markets Association’s municipal swap index averaging 0.23% and 0.20% at December 
3 I ,  20 10 and December 3 1, 2009, respectively. Beginning in the third quarter of 20 10, the iinrealized 
gains and losses on the interest rate swaps are included in a regulatory asset based on an Order from the 
Kentucky Cotninission in the 2010 rate case, whereby the cost of a terminated swap was allowed to be 
recovered in base rates. 

The fair value of the interest rate swaps is determined by a quote from the counterparty. This value is 
verified monthly by the Company using a model that calculates the present value of fiitiire payments 
under the swap utilizing current swap market rates obtained from another dealer active in the swap 
inarltet and validated by market transactions. Market liquidity is considered; however, the valriation does 
not require an adjustment for market liquidity as the market is very active for the type of swaps used by 
the Company. LG&E considered the impact of its own credit risk and that of counterparties by 
evaluating credit ratings and financial information and adjusting inarltet valuations to reflect such credit 
risk. LG&E and a11 counterparties had strong investment grade ratings at December 3 1 ,  201 0. In 
addition, the Company and certain counterparties have agreed to post margin if the credit exposure 
exceeds certain thresholds. Cash collateral related to interest rate swaps at December 3 I ,  2010 and 
December 31, 2009 was $19 million arid $1 7 million, respectively. Cash collateral for interest rate swaps 
is classified as a long-term “Other asset” on the accompanying Balance Sheets. 
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The table below shows the fair value and Balance Sheets location of interest rate swap derivatives: 

Fair Value 
Successor Predecessor 

December 3 I , December 3 I ,  
Balance Sheet Location 2010 2009 

C LI rren t derivative 1 i ab i 1 i ty 
Long-term derivative I i abi 1 i ty 

$ 2 $  - 
32 28 

$ 34 $ 28 

The interest rate swaps are accounted for on a fair value basis in accordance with the derivatives and 
hedging guidance of the FASB ASC. The tables below show the pre-tax amount and income statement 
location of derivative gains and losses for the change in the mark-to-market value of the interest rate 
swaps, realized losses and the change in the ineffective portion of the interest rate swaps deemed highly 
effective, during the periods ended December 3 1 , 20 10, October 3 1 , 201 0, December 3 I ,  2009 and 
December 3 1, 2008, including the impact of reclassifying these amounts to  regulatory assets during the 
period ended October 3 1,201 0. For the period ended October 3 I , 201 0, LG&E recorded a pre-tax gain 
of less than $ I  million i n  interest expense to reflect the change in the ineffective portion ofthe interest 
rate swaps deemed highly effective and recorded pre-tax gains of $21 inillion and $9 million, 
respectively, to reflect the reclassification of the ineffective swaps and the terminated swap to a 
regulatory asset: 

Gain (Loss) 
Recognized in Income - Location 
Change in the 

ineffective portion 
deemed highly 
effective Interest expense 

regulatory assets of 
unrealized gain on Derivative gain 
interest rate swaps (loss) 

Unrealized gain (lossj Derivative gain 
on ineffective swaps (loss) 

Reclassification to 
regiilatory assets of 
iinrealized gain on Derivative gain 

Reclassification to 

terminated swap (loss) 
Derivative 

Realized loss on swaps gairi(1oss) 

Successor 
November 1,20 10 

through 
December 3 I ,  20 10 

$ -  

- 
$ -  

Predecessor 
January 1 , 201 0 Year Ended 

through December 3 1, 
October 3 1 , 20 I O  2009 2008 - _ _ _ _ _  ~ 

$ 1 $ (8) 

- 

21 ( 3 5 )  

9 

No gain or loss on hedging interest rate swaps was recognized in other cornprehensive income for the 
periods ended December 3 1 , 2 0  10 and October 3 1 , 20 10. The gain on interest rate swaps recognized in 
other comprehensive income for the year ended December 3 1,2009 was $5 million, and the loss on 
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interest rate swaps recognized in other coinprehensive income for the year ended December 31,2008, 
was $8 million. For the period ended October 3 1 , 2010, the gain on derivatives reclassified fi-om 
“Acc~iniiilated other Comprehensive income” to “Regulatory assets” was $23 million. 

Prior to including the unrealized gains and losses on the interest rate swaps in regulatory assets, amounts 
previously recorded in accumulated other comprehensive income were reclassified into earnings in the 
same period during which the derivative forecasted transaction affected earnings. No ainount was 
amortized from accumulated other comprehensive income to income in the period ended December 3 1, 
201 0, and in the periods ended October 3 1, 201 0, December 3 1,2009 and December 3 1 , 2008, 
amortization was less than $1 million each year. 

A decliiie of IO0 basis points in the current market interest rates would reduce the fair value of LG&E’s 
interest rate swaps by $28 million. 

Energy Trading and Risk Management Activities 

LG&E conducts energy trading and risk management activities to maximize the value of power sales 
from physical assets it owns. Energy trading activities are priiicipally forward financial transactions to 
manage price risk and are accounted for as non-hedging derivatives on a mark-to-inarlcet basis in 
accordance with the derivatives and hedging guidance of the FASB ASC. 

Energy trading and risk management contracts are valued using prices based on active trades from 
Intercontinental Exchange Inc. In the absence of a traded price, midpoints of the best bids and offers are 
the primary determinants of valuation. When sufficient trading activity is unavailable, other inputs 
include prices quoted by brokers or observable inputs other than quoted prices, such as one-sided bids or 
offers as of the balance sheet date. Quotes are verified quarterly using an independent pricing source or  
actual transactions. Quotes for combined off-peak and weekend timeframes are allocated between the 
two timeframes based on their historical proportional ratios to the integrated cost. N o  other adjustments 
are made to the forward prices. No changes to valuation techniques for energy trading and risk 
rnanageinent activities occurred during 201 0 or 2009. Changes in market pricing, interest rate and 
volatility assumptions were made during both years. 

The table below shows the fair value and balance sheet location of energy trading and risk management 
derivative contracts: 

Non Hedging Derivatives: Fair Value 
Successor Predecessor 

December 3 1, December 3 1, 
Balance Sheet Location 2010 2009 

Asset derivative 
Prepayments and other current assets (a) $ - $  2 

Liability derivative 
Other current 1 iabi lities $ 2 $  2 

(a) The arnoitnt recorded in prepayments and other current assets totals less than $1 inillion. 
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Assets and liabilities froin long-term energy trading and risk management derivative contracts total less 
than $1 million at Deceinber 31, 2010 and were zero at December 3 I , 2009. 

Siiccessor 
November 1,2010 

The Company maintains credit policies intended to minimize credit risk in wholesale marketing and 
trading activities by assessing the creditworthiness of potential counterparties prior to entering into 
transactioris with tlieni and continuing to evalitate their creditworthiness once transactions have been 
initiated. To further mitigate credit risk, LG&E seeks to enter into netting agreements or require cash 
deposits, letters of credit and parental company guarantees as security from counterparties. The 
Company uses ratings of S&P, Moody’s and definitive qualitative and quantitative data to assess the 
financial strength of counterparties on an on-going basis. If no external rating exists, LG&E assigns an 
internally generated rating for which it sets appropriate risk parameters. As risk management contracts 
are valued based on changes in market prices of the related coininodities, credit exposures are revalued 
and monitored 011 a daily basis. At  December 3 1, 201 0, 100% of the trading and risk management 
commitments were with counterparties rated BBB-/Baa3 equivalent or better. The Company has 
reserved against counterparty credit risk based on LG&E’s own creditworthiness (for net liabilities) and 
its counterparty’s creditworthiness (for net assets). The Company applies historical default rates within 
varying credit ratings over time provided by S&P or Moody’s. At December 31,2010 and December 31, 
2009, counterparty credit reserves related to energy trading and risk management contracts were zero 
and less than $1 million respectively. 

Predecessor 
January I ,  2010 Year Ended 

The net volriine of electricity based financial derivatives outstanding at December 3 1 , 20 I O  and 
December .3 1 , 2009, was 869,101 h4wh and 3 15,600 Mwh, respectively. Cash collateral related to  the 
energy trading and risk manageinent contracts was $3 million and $2 million at December 3 1 , 201 0 and 
December 3 1 , 2009, respectively. Cash collateral related to the energy trading and risk inanagernent 
contracts is recorded in “Prepayinents and other current assets’’ on the Balance Sheets. 

Recognized in through 
Income Location Deceinber 3 1 , 201 0 

LG&E manages the price risk of its estimated future excess economic generation capacity using market- 
traded forward contracts. Hedge accounting treatment has not been elected for these transactions; 
therefore, realized and wirealized gains and losses are  included in the Statements of Income. 

through December 3 1, 
October 3 1 , 20 10 2009 2008 

The following table presents the effect of tnarltet-traded forward contract derivatives not designated as 
hedging instruments on income: 

Realized gain Electric reven i t  es $ - 

(loss) Electric revenues (1 )  
Unrealized gain 

Gain (Loss) 

$ 3  $ I O $  3 

(1) 1 

99 



Credit Risk Related Contingent Features 

Certain of LG&E’s derivative contracts contain credit contingent provisions which woiild permit the 
counterparties with which LG&E is in a net liability position to require the transfer of additional 
collateral tipon a decrease in LG&E’s credit rating. Some of these provisions would require LG&E to 
transfer additional collateral or permit the counterparty to terminate the contract if L,G&E’s credit rating 
were to fall below investment grade. Some of these provisions also allow the counterparty to require 
additional collateral upon each decrease in the credit rating at levels that remain above investment grade. 
In either case, if LC&E’s credit rating were to fall below investment grade (i.e., below BBB- for S&P or 
Baa3 for Moody’s) and assuming no assignment to an investiiierit grade affiliate were allowed, most of 
these credit contingent provisions require either immediate payment of the net liability as a termination 
payment or immediate and ongoing fiill collateralization by LG&E on derivative instruments in net 
I i ab i 1 i ty posit ions. 

Additionally, certain o f  LG&E’s derivative contracts contain credit contingent provisions that require 
LG&E to provide “adequate assurance” of perforniance if the other party has reasonable grounds for 
insecurity regarding LG&E’s perforinance of its obligation under the contract. A counterparty 
deinandirig adequate assurance could require a transfer of additional collateral or other security, 
including letters of credit, cash and guarantees froin a creditworthy entity. A demand for additional 
assurance would typically involve negotiations among the parties. However, amounts disclosed below 
represent assumed immediate payment or immediate and ongoing full collateralization for derivative 
instruments in net liability positions with “adequate assurance” provisions. 

To determine net liability positions, I,G&E uses the fair value of each agreement. The aggregate fair 
value of all derivative instruments with the credit contingent provisions described above that were in a 
net liability position at December 31, 2010 was $25 million of which LG&E had posted collateral of $19 
million in the normal coiirse of business. At December 31, 2010, if the credit contingent provisions 
underlying these derivative instruments were triggered due to a credit downgrade below investment 
grade, LG&E would have been required to post an additional $6 million of collateral to its 
counterparties. 

Note 6 - Fair Value Measurements 

LG&E adopted the fair value guidance in the FASR ASC in  two phases. Effective January 1, 2008, the 
Company adopted it for all financial instruments and non-financial instruments accounted for at fair 
value on a recurring basis, and effective January 1,2009, the Company adopted it for all non-financial 
instruinents accounted for at fair value on a non-recurring basis. The FASR A X  guidance clarifies that 
fair value is an exit price, representing the amount that would b e  received to sell an asset or paid to 
transfer a liability in an orderly transaction between niarltet participants. As such, fair value is a marltet- 
based measurement that should be determined based on assumptions that market participants would use 
in pricing an asset or a liability. As a basis for considering such assumptions, the FASB ASC guidance 
establishes a three-tier value hierarchy, which prioritizes the inputs used in the valuation rnethodologies 
in ineasuring fair value. 
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The carrying values and estimated fair values of LG&E’s non-trading financial instruments follow: 

Successor 
December 3 1,20 10 
Carrying Fair 

Long-term bonds 
Long-tertii debt to affiliated company 
Derivative liabilities - interest rate swaps 

Predecessor 
December 3 1,2009 

Carrying Fair 
Value Value 

- 485 512 
3 2 32 - 1  28 28 

The long-term fixed rate pollution control bond valuations reflect prices quoted by investment banks, which 
are active in the market for these instruments. First mortgage bond valuations reflect prices quoted fiotn a 
third party service. The fair value of the long-term debt due to affiliated company is determined using an 
internal valuation model that discounts the fiiture cash flows of each loan at current inarket rates as 
determined based on quotes from investment banks that are actively involved in capital markets for utilities 
and factor in LG&E’s credit ratings arid default risk. The fair values o€ the interest rate swaps reflect price 
quotes fioin investment banks, consistent with the fair value ineasLtreinents and disclosures guidance of the 
FASB ASC. This value is verified monthly by the Company using a model that calculates the present 
value of fttture payments under the swap utilizing current swap market rates obtained from another 
dealer active in the swap market and validated by market transactions. The fair values of cash and cash 
equivalents, accounts receivable, accounts payable and notes payable are substantially the same as their 
carrying values. 

LG&E has classified the applicable financial assets and liabilities that are accounted for at fair value into 
the three levels of the fair value hierarchy, as discussed in Note 1, Summary of Significant Accounting 
Policies. 

The  Company classifies its derivative cash collateral balances within level 1 based on the funds being 
held in a demand deposit account. The Company classifies its derivative energy trading and risk 
management contracts and interest rate swaps within level 2 because it values thein using prices actively 
quoted for proposed or executed transactions, quoted by brokers or observable inputs other than quoted 
prices. 
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The following tables set forth, by level within the fair value hierarchy, LG&E’s financial assets and 
liabilities that were accounted for at fair value on a recurring basis. 

December 3 I ,  201 Q 
Financial assets: 

Cash and cash equivalents 
Short-term investments - municipal debt 

securities 
Energy trading and risk inanageinent 

contracts 
Restricted cash 

Total financial assets 

Financial liabilities: 

contracts 
Energy trading and risk manageinent 

Interest rate swaps 
Total financial liabilities 

December 3 1.2009 
Financial assets: 

Energy trading arid risk management 

Energy trading and risk imanagement 

Interest rate swap cash collateral 

contract cash collateral 

contracts 

Total financial assets 

Financial liabilities: 

contracts 
Energy trading and risk inanagemetit 

Interest rate swaps 
Total financial liabilities 

Level 1 

$ 2 

163 

3 
19 

$ 187 

Level 1 

$ 2 

17 
9; 19 

Level 3 Total ~ - ~ -  Level 2 

$ - $  - $  2 

- 163 

$ 2 $  - $  2 
34 34 

$ 36 $ - $  36 

Total Level 2 Level 3 ___ 

$ - $  - $  2 

2 2 
17 

$ 2 s  - $  21 ___- 

$ 2 $  - $  2 
28 28 

$ 30 $ - $  30 

There were no level 3 ineasurenients for the periods ending December 3 1, 201 0 and Deceinber 3 1,2009. 

Note 7 - Goodwill and Intangible Assets 

I n  corttiection with PPL’s acquisition of LKE and its subsidiaries, goodwill was recorded on November 
1,201 0. In addition, as of November 1, 201 0, certain intangible assets were adjusted to their fair value 
and new intangible assets were recorded. See Note 2, Acquisition by PPL, for further information. 

Goodwill 

The Company performs its required annual goodwill impairment test in the fourth quarter. Iinpairinent 
tests are performed between the annual tests when the Company determines that a triggering event has 
occurred that would, more likely than not, reduce the fair value of a reporting unit below its carrying 
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value. The goodwill impairment test is comprised of a two-step process. In step 1 , the Coinpany 
identifies a potential impairment by coinparing the estimated fair value of the regulated utilities (the 
goodwill reporting unit) to their carrying value, including goodwill, on the ineasweinent date. If the 
estimated fair value exceeds its carrying amount, goodwill is riot considered impaired. If the fair value is 
less than the carrying value, then step 2 is performed to measure the amount of impairment loss, if any. 
The step 2 calculation compares the implied fair value of the goodwill to the carrying value of the 
goodwill. The implied fair value of goodwill is equal to the excess of the company’s estimated fair value 
over the fail- values of its identified assets and liabilities. If the carrying value of goodwill exceeds the 
implied fair value of goodwill, an impairment loss is recognized in an amount equal to that excess (but 
not in excess of the carrying value). 

In connection with PPL,’s acquisition of LICE on November I ,  2010, LG&E recorded goodwill on 
Noveinher 1,2010. The allocation of the goodwill to  L,G&E was based on the net asset value of the 
Coinpany. The goodwill represents value paid for the rate regulated business located in a defined service 
area with a constructive regulatory environment, which provides for future investment, earnings and 
cash flow growth, as well as the talented and experienced workforce. LG&E’s franchise values are being 
attributed to the going concern value of the business, and thus were recorded as goodwill rather than a 
separately identifiable intangible asset. None ofthe goodwill recognized is deductible for income tax 
purposes o r  included i n  customer rates. See Note 2, Acquisition by PPL, for further information. 

For the 20 10 annual iinpairinent test, the primary valuation technique used was an income methodology 
based on management’s estimates of forecasted cash flows for LG&E, with those cash flows discounted 
to present value using rates coinmensurate with the risks of those cash flows. Management also took into 
consideration the acquisition price paid by PPL. The discounted cash flows for L,G&E were based on 
discrete financial forecasts developed by management for planning purposes arid consistent with those 
given to  PPL. Cash flows beyond the discrete forecasts were estimated using a terminal-value 
calculation, which incorporated historical and forecasted financial trends for L,G&E. No impairment 
resulted from the fourth quarter test, as the determined fair value ofL,G&E was greater than its carrying 
value. 

Other Intangible Assets 

The gross carrying aino~int and the accumulated amortization of other intangible assets were as follows: 

Subject to  amortization: 
Coal contracts (a) 
Land rights (b) 
Emission allowances (c) 
OVEC power purchase agreement (d) 

Total other intangible assets 

Successor 
December 3 1 , 20 10 

Gross Carrying Accumulated 
A in oLin t Amortization 

$ 124 $ 6 
6 - 
8 1 

87 1 
$ 225 $ 8 
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(a) The gross carrying amount represents the fair value of coal contracts recognized as a result of 
the 201 0 acquisition by PPL. The weighted average ainoitization period of these contracts is 
three years. See Note 2, Acquisition by PPL, for further information. 

(b) The gross carrying ainoiint represents the fair value of land rights recognized as a result of 
adopting PPL’s accounting policies i n  the Successor period. The weighted average amortization 
period of these rights is 10 years. See Note I ,  Summary of Significant Accounting Policies, for 
fiirther information. 

(c) The gross carrying amount represents the fair value of emission allowances recognized as a 
result ofthe 2010 acquisition by PPL, as well as the reclassification of amounts from inventory 
to intangible assets as a result of adopting PPL,’s accounting policies in the Successor period. 
The weighted average amortization period of these emission allowances is three years. See Note 
2, Acquisition by PPL, for fiirther information. 

(d) The gross carrying amount represents the fair value of the OVEC power purchase contract 
recognized as a result of the 201 0 acquisition by PPL. The weighted average amortization 
period of the power purchase agreement is 8 years. See Note 2, Acquisition by PPL, for fttrther 
information. 

Current intangible assets and long-term intangible assets are included in “Other intangible assets” in 
their respective areas on the Balance Sheets in 201 0. Intangible assets of LG&E resulting from 
purchasing accounting adjustments are not recoverable in rates. 

Amortization expense, excluding consumption of emission allowances, was $7 million for the Successor 
in 2010. The estimated aggregate amortization expense for each of the next five years is as follows: 

Estimated Expense in Period Ended 
201 1 2012 2013 2014 2015 

Aggregate amortization expense $ 4s $ 23 $ 25 $ 23 $ 24 

Note 8 - Concentrations of Credit and Other Risk 

Credit risk represents the accounting loss that would be recognized at the reporting date if counterparties 
failed to perform as contracted. Concentrations of credit risk (whether on- or off-balance sheet) relate to 
groups of customers or counterparties that have similar economic or industry characteristics that would 
cause their ability to meet contractual obligations to be similarly affected by changes in economic or other 
conditions. 

LG&E’s customer receivables arise froin deliveries of electricity and natural gas. Electric revenues 
represented 77%, 72% and 69% of L,G&E’s revenues for 201 0, 2009 and 2008, respectively. Natiiral gas 
revenues represented 23%, 28% and 3 I % of LG&E’s revenues for 201 0,2009 and 2008, respectively. 
During 2010, the Corripany’s 10 largest electric and natural gas customers accounted for less than 11% 
arid less than 14% of total vol~tines, respectively. Volumes associated with the ten largest natural gas 
customers were predominantly for transportation service. 

Effective November 2008, LG&E and its employees represented by the IBEW I,ocal2100 entered into a 
three-year collective bargaining agreement. This agreement provides for negotiated increases or changes to 
wages, benefits or other provisions. The employees represented by this bargaining agreement coniprise 
approximately 68% of the Company’s workforce at December 3 1,201 0. 
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Note 9 - Pension and Other Postretirement Benefit Plans 

L,G&E eiiiployees benefit from both funded and unfunded retirement benefit plans. Its defined benefit 
pension plans cover employees hired by December 3 1 , 200.5.EinpIoyees hired aAer this date participate 
i n  the Retirement Inconie Account (“RIA”), a defined contribution plan. The postretirement plan 
includes health care benefits that  are contributory with participants’ contributions adjusted annually. The 
Company uses December 3 1 as the measurernent date for its plans. 

Obligations and Funded Status 

The following tables provide a reconciliation of the changes in the defined benefit plans’ obligations, the 
fair value of assets and the funded status of the pian for November 1 , 201 0 through December 3 1, 201 0, 
for the Successor, and for January 1, 201 0 through October 3 1 , 201 0, and January 1 , 2009 through 
December 3 1 , 2009, for the Predecessor: 

Pelision Benefits Other Po: 
Successor 

2010 
Predecessor Successor 

2010 2009 2010 
Change in benefit 

Benefit obligation at 

Service cost 1 
Interest cost 4 
Benefits paid, net of retiree 

contributions (4) 
Actuarial (gain) loss and 

other (3) 
Benefit obligation at end of 

obligation: 

beginning of period $ 485 

period $ 483 I $ 485 $ 441 $ 91 

$ 441 $ 429 $ 92 

21 26 I 
3 4 

retirement Benefits 
Predecessor 

2010 2009 

$ 90 $ 88 
I 1 
4 5 

2 2 

$ 92 $ 90 
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Successor 
2010 

Change in plan assets: 
Fair value of plan assets at 

beginning of period $ 352 
9 

Employer contributions - 
Benefits paid, net of retiree 

Administrative expenses and 

Actual return on plan assets 

contributions (4) 

other - 

Successor 

Regulatory assets $ 197 $ 209 $ 188 $ 16 
Accrued benefit liability 

Accr~ied benefit liability 

Predecessor -~ Successor ___- 
2010 2010 2009 201 0 

- - - (current) ( 1 )  

(non-current) (126) (133) (1 16) (84) 

Pension Benefits Other Po 

Predecessor 
2010 2009 

$ 17 $ 16 

(3) 

(86) (82) 

Fair value of plan assets at 

Funded status at end of 
end of period $ 357 

period $ (126) 

Predecessor Successor 
2010 2009 2010 

$ 325 $ 286 $ 6 
30 59 - 
20 8 I 

$ 352 $ 325 $ __ 6 

$ (133) $ (116) $ (85)  

xtirernent Benefits 
Predecessor 

201 0 2009 

.i; 5 $  3 

6 8 
- 

$ 6 $  5 -- 

Amounts Recognized in the Balance Sheets 

The following tables provide the amounts recognized in the Balance Sheets and information for plans 
with benefit obligations in excess of plan assets for November 1 ,  201 0 through December 3 1,201 0, for 
the Successor, and for January 1, 201 0 through October 3 1, 201 0, and January 1,2009 through 
December 31,2009, for {he Predecessor: 

Amounts recognized in regiilatory assets and liabilities for November 1, 2010 through December 31, 
201 0, for the Successor, and for January 1, 2010 through October 31, 2010, and January 1,2009 through 
December 3 I ,  2009, for the Predecessor consist of: 

PE 
Successor 

2010 
Transition obligation $ - 
Prior service cost 27 
Acciiniulated loss 170 
Total regulatory assets $ 197 

ision Benefits 
Predecessor 

2010 2009 
$ - $  ~ 

28 32 
181 156 

$ 209 $ 188 

Other Po 
Successor 

2010 
$ 1 

5 
10 

$ 16 

retirement Benefits 
Predecessor 

2010 2009 
$ 2 $  2 

5 6 
10 8 

$ 17 $ 16 
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Additional information for plans with accumulated benefit obligations in excess of plan assets for 
November 1,201 0 through L3ecember 3 1,201 0, for the Successor, and for January 1,201 0 through 
October 3 1, 201 0, and January 1 ~ 2009 through December 3 I ,  2009, for the Predecessor consists of 

Predecessor Successor 
2010 2009 201 0 

$ 485 9; 441 9; 91 Benefit obligation 

Predecessor 
2010 2009 

9; 92 $ 90 

Pt- 
Successor 

201 0 
9; 483 

Accumulated benefit 
obligation 450 

357 Fair value of plan assets 

sion Benefits Other Postretirement Benefits 

449 408 - 
352 325 6 

- 
6 5 

The ainounts recognized i n  regulatory assets for November I ,  20 10 through December 3 1,20 10, for the 
Successor, and for January I ,  20 I O  through October 3 I ,  201 0, and January I ,  2009 through December 
3 1,2009, for the Predecessor: 

Pension Benefits Other Pc 
;g- Successor Predecessor sLz”;;;or 

__- 
Net (gain) loss arising 

Amortization of prior 

Amortization of transitional 

Amortization of (loss) gain (3) - 
Total amounts recognized in 

during the period $ (8) 

service cost ( 1 )  

ob1 igation 

regulatory assets and 
1 iabi 1 ities , $ (12) I 9; 21 $ (45) $ (1) 

9; 3.3 $ (27) $ ( 1 )  

‘tretirernent Benefits 
Predecessor 

2010 2009 __- 

9; 2 $  1 

- 1 

For discussion of the pension and postretirement regulatory assets, see Note 3, Rates arid Regulatory 
Matters. 
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Components of Net Periodic Benefit Cost 

Successor 
November 1, 20 I O  

The following tables provide the components of net periodic benefit cost for pension and other 
postretirement benefit plans. The tables include the costs associated with both LG&E employees and 
Servco employees, who provide services to LG&E. The Servco costs are allocated to LG&E based on 
employees’ labor charges and are approximately 44%, 43% arid 42% of Servco’s costs for 201 0,2009 
and 2008, respectively. 

Predecessor 
January 1, 20 I O  

Service cost 
Interest cost 
Expected return on plan 

Amortization of prior 

Ainort izat ion of act 1.1 aria 1 

Net periodic benefit cost 

assets 

service cost 

gain 

Service cost 
Interest cost 
Expected return on plan 

Amortization of prior 

Amortization of actuarial 

Net periodic benefit cost 

assets 

service cost 

gain 

(4) (4) (2s j 

5 I 4 I 

2 1 3 
$ 4 $  2 $  6 

through October 3 1 , 201 0 
Servco 

Allocation Total 
LG&E toLG&E LG&E - 

$ 3 $  4$ 7 
22 5 27 

8 1 9 
$ 16 9; 7 $  23 

Pension Benefits 
Predecessor - Year Ended 

December 3 1, 2009 
Predecessor - Year Ended 

December 3 I ,  2008 
Servco Servco 

Allocation Total Allocation Total 
LG&E toLG&E LG&E LG&E toLG&E LG&E 

$ 4 $  4 $  8 $  4 $  4 $  8 
26 6 32 26 5 31 

(4) (37) 

6 1 7 6 I 7 

12 2 14  1 - 1 
$ 25 -S; 9 $  3 4  $ 5 K--..- 5 $  10 
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through October 3 1, 20 10 
Servco 

LG&E toLG&E LG&E 
$ I $  I $  2 

4 4 

Allocation Total 

Successor 

1 1 
$ 6, $ I $  7 

Predecessor 
November I ,  20 I O  

Other Postretirement Benefits 

December 3 1,2009 December 3 1 2008 
Predecessor - Year Ended Predecessor - Year Ended 

Servco Servco 

LG&E toLG&E LG&E LG&E to LG&E LG&E 
Allocation Total Allocation Total 

Service cost $ I $  I $  2 $  I $  I $  2 
Interest cost 5 5 5 5 
Amortization of transitional 

obligation 2 2 2 2 
Net periodic benefit cost $ 8 $  - I $  9 L  8 $  1 $  9 

January 1,201 0 

The estimated amounts that will be amortized froim regulatory assets into net periodic benefit cost in 
201 1 are shown in the following table: 

Other 
Pension Postretirement 
Benefits Benefits 

Regulatory assets and liabilities: 
Net actiiarial loss 9; 14 $ 
Prior service cost 4 I 

1 Transition obligation -” 

Total regulatory assets and liabilities amortized during 201 I $ 18 $ 2 
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The weighted average assumptions used in the ineasureinent of LG&E’s pension and postretirement 
benefit obligations for November 1, 201 0 through December 3 1, 201 0, for the SLiccessor, and for 
January 1, 201 0 through October 3 1, 20 10, and January 1 , 2009 through December 3 1, 2009, for the 
Predecessor are shown in the following table: 

Successor Predecessor 
2010 1 2010 2009 

5.39% 
5.52% 
5.12% 
5.25% 

Discount rate - union plan 
Discount rate - non-union plan 
Discount rate - postretirement 
Rate of compensation increase 

5.32% 6.08% 
5.46% 6.13% 
4.96% 5.82% 
5.25% 5.25% 

For the first ten months of 2010, the discount rates used to determine the pension and postretirement 
benefit obligations and the period expense were determined using the Mercer Pension Discoirnt Yield 
Curve. This model takes the plans’ cash flows and rnatches them to a yield curve that provides the 
equivalent yields on zero-coupon corporate bonds for each maturity. The discount rate is the single rate 
that produces the same present value of cash flows. The selection of the various discount rates represents 
the eqriivalent single rate under a broad-market AA yield curve constructed by Mercer. 

For the last two months of 2010, the Towers Watson Yield Curve was used to determine the discount 
rate. This model starts with an analysis of the expected benefit payment stream for its plans. This 
information is first matched against a spot-rate yield curve. A portfolio of Aa-graded lion-callable (or 
callable with make-whole provisions) bonds, with a total amount outstanding in excess of $667 billion, 
serves as the base from which those with the lowest and highest yields are eliminated to develop the 
Liltinlate yield curve. The results of this analysis are corisidered together with other economic data and 
inoveinerits in  various bond indices to determine the discount rate assumption. 

The weighted average assiirriptions used in the ineasiireinerit of LG&E’s pension and postretirement net 
periodic benefit costs for November 1, 20 I O  through December 3 1 ,  201 0, for the Successor, arid for 
January 1 ,  201 0 through October 3 1, 201 0, and January 1, 2009 through December 3 1,2009, for the 
Predecessor are shown in the following table: 

Successor 
2010 

Discount rate - union plan 5.28% 
Discount rate - non-rrnion plan 
Discount rate - postretirement benefits 
Expected long-term return on plan assets 

5.45% 
4.94% 
7.25% 

Rate of compensation increase 5.25% 

Predecessor 
2010 2009 2008 

6.08% 6.33% 6.56% 
6.13% 6.25% 6.66% 
5.82% 6.36% 6.56% 
7.75% 8.25% 8.25% 
5.25% 5.25% 5.25% 

To develop the expected long-tern1 rate of return on assets assumption, LG&E considered the current 
level of expected returns on risk free investments (prirnarily government bonds), the historical level of 
the risk premium associated with the other asset classes in which the portfolio is invested and the 
expectations for future returns of each asset class. The expected return for each asset class was then 
weighted based on the current asset allocation to develop the expected long-term rate of return on assets 
assumption for the portfolio. The Company has determined that the 201 1 expected long-term rate of 
return on assets assumption should be 7.25%. 
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The following describes the effects on pension benefits by changing the major actuarial assumptions 
discussed above: 

A 1 % change in the assumed discount rate would have a $58 million positive or negative 
impact to the 201 0 accuinulated benefit obligation arid a $66 million positive or negative 
impact to the 201 0 projected benefit obligation. 
A 25 basis point change in the expected rate of return on assets would have resulted in less 
than a $ I  inillion positive or negative impact to 2010 pension expense. 
A 25 basis point increase in the rate of compensation increase would have a $2 inillion 
negative impact to the 201 0 projected benefit obligation. 

e 

0 

Assumed Health Care Cost Trend Rates 

For ineasureinent purposes, an 8% annual increase in the per capita cost of covered health care benefits 
was assumed for the first ten months of 2010. The rate was assumed to decrease gradually to 4.5% by 
2029 and remain at that level thereafter. For the last two months of 201 0, an 8% annual increase in the 
per capita cost of covered health care benefits was assumed, and the rate was assumed to decrease 
gradiially to 5.5% by 201 9. For 201 1, a 9% annual increase in the per capita cost of covered health care 
benefits is assumed, and the rate is assumed to decrease gradually to 5.5% by 2019. This change i n  the 
length of the health care trend was made to conform to PPL,’s accounting policies. 

Assumed health care cost trend rates have a significant effect on the amounts reported for the health care 
plans. A I % change in assumed health care cost trend rates would have resiilted in an increase o r  
decrease of less than $1 million to the 2010 total o f  service and interest costs components and an 
increase or  decrease of less than $2 million in year end 201 0 postretiremerit benefit obligations. 

Expected Flitlire Benefit Papietits 

The following list provides the amount of expected future benefit payments, which reflect expected 
future service cost: 

Other 
Pension Postretirement 
Benefits Benefits 

201 1 
2012 
2013 
2014 
201s 
201 6-2020 

$ 26 $ 7 
26 7 
25 7 
25 7 
26 7 

144 35 
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__. Plan Assets 

Successor 
201 0 

58% 
41% 

1% 

The following table shows the pension plans’ weighted average asset allocation by asset category at 
December 3 I : 

Predecessor 
2009 

59% 
40% 

I YO 

Equity securities 
Debt securities 
Other 

Totals 

Target 
Range 

45% - 7.5% 
30% - 50% 
0% - 10% 

, loo?$ I .1 100% 

The investment policy of the pension plans was developed in con,junction with financial and actuarial 
consultants, investment advisors and legal counsel. The goal of the investment policy is to preserve the 
capital of the pension plans’ assets and maximize investment earnings in excess of inflation with 
acceptable levels of volatility. The return ob,jective is to exceed the benchmark return for the policy 
index comprised of the following: Russell 3000 Index, MSCI-EAFE Index, Barclays Capital Aggregate 
and Barclays Capital U S .  Long Government/Credit Bond Index in proportions equal to the targeted 
asset allocation. 

Evaluation of performance focuses On a long-term investment time horizon over rolling three and five 
year periods. The assets of the pension plans are broadly diversified within different asset classes 
(equities, fixed income securities and cash equivalents). 

To minimize the risk of large losses in  a single asset class, no  more than 5% of the portfolio will be 
invested in the securities of any one issuer with the exclusion of the U.S. government and its agencies. 
The equity portion of the fund is diversified among the market’s various subsections to diversify risk, 
maximize returns and avoid undue exposure to any single economic sector, industry group or individual 
security. The equity subsectors include, but are not limited to, growth, value, sinall capitalization and 
international. 

In addition, the overall fixed income portfolio may have an average weighted duration, or interest rate 
sensitivity which is within +/- 20% of the duration of the overall fixed income benchinark. Foreign 
bonds in the aggregate shall not exceed 10% ofthe total fiind. The portfolio may include a limited 
investment of up t o  20% in below investment grade securities provided that the overall average portfolio 
quality remains “AA” or better. The below investment grade securities include, but are not limited to, 
medium-term notes, corporate debt, non-dollar and emerging market debt and asset backed securities. 
The cash investments should be in securities that are either short maturities (not to exceed 180 days) or 
readily marketable with modest risk. 

Derivative securities are permitted only to improve the portfolio’s risldreturn profile, to modify the 
portfolio’s duration or to reduce transaction costs and must be used in conjunction with uriderlying 
physical assets in the  portfolio. Derivative securities that involve speculation, leverage, interest rate 
anticipation, or any undue risk whatsoever are not deemed appropriate investments. 

The investment objective for the postretirement benefit plan is to provide current iticorne consistent with 
stability of principal and liquidity while maintaitiing a stable net asset value of $ I  .OO per share. The 
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postretirement finds are invested in a prime cash money market fLind that invests primarily in a portfolio 
of short-term, high-quality fixed incoine securities issued by banks, corporations and the U S .  
government. 

LG&E has classified plan assets that are accounted for at fair value into the three levels of the fair value 
hierarchy, as defined by the fair value ineasurements and disclosures guidance of the FASB ASC. See 
Note 6, Fair Value Measurements, for further information. 

A financial instrument’s level within the fair value hierarchy is based on the lowest level of any input 
that is significant to the fair value measurernent. Valuation techniques used need to maximize the w e  of 
observable inputs and minimize the use of unobservable inputs. 

A description of the valuation methodologies used to measure plan assets at fair value is provided 
below: 

Money innrketj%rnd These investments are public investment vehicles valued using $ I  for the 
net asset value. The money inarltet funds are classified within level 2 of the valuation hierarchy. 

Coi~iiiroii/co~~ec[ive trusts: Valued based on the beginning of year value of the plan’s interests in 
the trust plus actual contributions and allocated investment incoine (loss) less actual distributions 
and allocated adininistrative expenses. Quoted market prices are used to value investments in  the 
trust. The fair value of certain other investments for which quoted market prices are riot available 
are valued based on yields currently available on comparable securities of issuers with similar 
credit ratings. The coinrnon/collective trusts are classified within level 2 of the valuation 
hierarchy. 

The preceding methods described may produce a fair value that may not be indicative of net realizable 
value or reflective of fittiire fair  values. Furthermore, although the Company believes its valuation 
methods are appropriate and consistent with other rnarltet participants, the use of different 
methodologies or assuinptions to determine the fair value of certain financial instruments could result in 
a different fair value ineasuremeiit at the reporting date. There were no changes in the plans’ valuation 
methodologies during 201 0. 

The following table sets forth, by level within the fair value hierarchy, the plans’ assets at fair value at 
December 3 1 : 

Successor Predecessor 
2010 2009 

Level 2 Level 2 

Cotntiion/collective trusts 361 328 
Money market fund $ 2  $ 2  

Total investineiits at fair value $ 363 $ 330 

There are no assets categorized as level 1 or level 3 as of December 3 I , 201 0 and December 3 1 , 2009. 
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Contributions 

LG&E made a discretionary contribution to the pension plan of $20 million in 2010 and $8 million in 
2009. Servco made discretionary contributions to its pension plan of $9 million and $8 million in 2010 
and 2009, respectively. The amount of fbture contributions to the pension plan will depend upon the 
actual return on plan assets and other factors, but the Conipany funds its pension obligations in a manner 
consistent with the Pension Protection Act  of 2006. The Company made contributions totaling $64 
inillion in January 201 1.  See Note 19, Subsequent Events, for further information. 

The Company made contributions to its other postretirement benefit plan of $7 million in 2010 and 
2009. In 201 1, the Company anticipates malting voluntary contributions to fund Voluntary Employee 
Beneficiary Association trusts to match the annual postretirement expense and funding the 401 (h) plan 
up to the maxiinuin amount allowed by law. 

Pension Legislation 

The Pension Protection Act of2006 was enacted in August 2006. New rilles regarding fiinding of 
defined benefit plans are generally effective for plan years beginning in 2008. Ainorig other matters, this 
coinpreherisive legislation contains provisions applicable to defined benefit plans which generally (i) 
mandate ftill funding of current liabilities within seven years; (ii) increase tax-deduction levels regarding 
contributions; (iii) revise certain actuarial assumptions, such as mortality tables and discount rates; and 
(iv) raise federal insurance premiiims and other fees for under-fiinded and distressed plans. The 
legislation also contains a nuinber of provisions relating to defined-contribution plans and qualified and 
non-qualified executive pension plans and other matters. The Company’s plans met the minimum 
filnding requirements as defined by the Pension Protection Act of 2006 for years ended December 3 1 ,  
20 10 and 2009. 

Thrift Savings Plans 

LG&E has a thrift savings plan under section 401(k) ofthe Internal Revenue Code. IJnder the plan, eligible 
employees may defer and contribute to the plan a portion of current compensation in order to provide fiiture 
retirement benefits. LG&E nialies contributions to the plan by matching a portion of the employees’ 
contributions. The costs ofthis matching were $3 million in 2010,2009 and 2008. 

LG&E also makes contribittions to RIAs within the thrift savings plans for certain employees not 
covered by the noncontributory defined benefit pension plans. These employees consist of those hired 
after December 3 1,2005. The Coinpany makes these contributions based on years o f  service and the 
einployees’ wage and salary levels, and inaltes them in addition to the matching contributions discussed 
above. The arnounts contributed by the Coinpany under this arrangement were less than $ I  million i n  
201 0,2009 and 2008. 

Health Care Reforin 

In March 20 I O ,  Nealtli Care Reform (the Patient Protection and Affordable Care Act  of 201 0) was 
signed into law. Many provisions of Health Care Reforin do not take effect for an extended period of 
time and inany aspects of the law which are currently unclear or undefined will likely be clarified in 
future regulations. 
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Specific provisions within Health Care Reform that may impact LG&E include: 

Beginning in 201 1, requirements extend dependent coverage up to age 26, remove the $2 million 
lifetime maximum and eliminate cost sharing for certain preventative care procedures. 
Beginning in 201 8, a potential excise tax is expected on high-cost plans providing health 
coverage that exceeds certain thresholds. 

The Company has evaluated these provisions of Health Care Reform on its benefit program in 
consultation with its actuarial consultants and has determined that the excise tax will not have an impact 
on its postretirement medical plans. The requirement to extend dependent coverage LIP to age 26 is not 
expected to have a significant impact on active or retiree inedical costs. The Company will continue to 
monitor the potential impact of any changes to the existing provisions and implementation guidance 
related to Health Care Reform on its benefit programs. 

Note 10 - Income Taxes 

LG&E’s federal income tax return is incIuded in  a United States consolidated income tax return filed by 
LKE’s direct parent. Prior to October 3 1 , 201 0 the return was included in the consolidated return of 
E.ON 1-JS Investinents Corp. Due to the acquisition by PPL, the return will be included in the 
consolidated PPL return beginning November 1, 201 0, for each tax period. Each subsidiary of the 
consolidated tax group, including L,G&E, calculates its separate income tax for each period. The 
resulting separate-return tax cost or benefit is paid to  or received froin the parent company or its 
designee. The Company also files income tax returns in various state ,jurisdictions. While 2007 and later 
years are open under the federal statute of limitations, Revenue Agent Reports for 2007-2008 have been 
received fi-om the IRS, effectively closing these years to additional audit ad,iustments. Tax years 
beginning with 2007 were examined under an IRS program, Compliance Assurance Process (“CAP”). 
This program accelerates the TRS’s review to begin during the year applicable to the return arid ends 90 
days after the return is filed. Adjustments for 2007, agreed to and recorded in January 2009, were 
comprised of $5 million of depreciable temporary differences. For 2008, the IRS allowed additional 
dedtrctions in connection with the Company’s application for a change in repair deductions and 
disallowed certain bonus depreciation claimed on the original return. The net temporary tax impact for 
the Company was a $13 million reduction in tax and was recorded i n  2010. The 2009 federal return was 
filed in the third quarter of 2010 and the IRS issued a Partial Acceptance Letter in connection with CAP. 
The IRS is continuing to review bonus depreciation, storms and other repairs, contributions in aid of 
construction and purchased natural gas adjustments. No net adverse impact is expected froin these 
remaining areas. The short tax year beginning January 1,201 0 through October 3 1, 201 0, is also being 
examined under CAP. No material items have been raised by the IRS at this time. The two month period 
beginning November 1, 2010 and ending December 31,201 0 is not currently under examination. 

Additions and reductions of uncertain tax positions during 2010, 2009 and 2008 were less than $1 
million. Possible amounts of uncertain tax positions for LG&E that may decrease within the next 12 
months total less than $1 million and are based on the expiration of the audit periods as defined in the 
statutes. If recognized: the less than $1 million of unrecognized tax benefits would reduce the effective 
income tax rate. 

The amount LG&E recognized as interest expense and interest accrued related to unrecognized tax 
benefits was less than $1 million for the twelve month periods ended and as of December 3 1,2010, 2009 
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and 2008. The interest expense and interest accrued is based on IRS and Kentucky Department of 
Revenue large corporate interest rates for underpayment of taxes. At the date of adoption, the Company 
accrued less than $1 inillion in interest expense on uncertain tax positions. LG&E records the interest as 
“Interest expense” and penalties, if any, as “Operating expenses” on the Statements of Income and 
“Otlier current liabilities” on the Balance Sheets, on a pre-tax basis. No penalties were accrued by the 
Company through December 3 1, 201 0. 

Successor 
November 1,20 10 

through 
December 3 1,20 10 

$ (4) 
1 

Components of income tax expense are shown in the table below: 

Predecessor 
January 1,20 10 Year Ended 

October 3 1,201 0 2009 2008 
through December 3 1 , 

$ 32 $ 26 $ 37 
5 4 4 

Current: 
Federal 
State 

Deferred: 
Federal - net 
State - net 

Investrnent tax credit - 

Amortization of 
deferred 

investment tax credit 

12 
I 

4 8 

Total incoine tax expense -$ 10 58 $ 47 41 
I - 

In June 2006, LG&E and KlJ filed a joint application with the U.S. Departrnent of Energy (“DOE”) 
requesting certification to be eligible for an investment tax credit applicable to the construction of TC2. 
117 November 2006, the DOE and the IRS announced that LG&E and K U  were selected to receive the 
tax credit. A final IRS certification required to obtain the investment tax credit was received in August 
2007. In  September 2007, LG&E received an Order from the Kentucky Coininission approving the 
accounting of the investment tax credit, which includes a full depreciation basis adjustment for the 
amount of the credit. LG&E’s portion of the TC2 tax credit is approximately $24 million. Based on 
eligible constr~~ction expenditures incurred, LG&E recorded an investment tax credit of $4 inillion and 
$8 inillion in 2009 and 2008, respectively, decreasing current federal income taxes. As of December 3 1, 
2009, LG&E had recorded its maxiinuni credit of $24 million. The income tax expense impact from 
amortizing this credit over the life of the related property began when the facility was placed in service 
in January 201 I .  

In March 2008, certain environmental and preservation groups filed suit in federal court in North 
Carolina against the DOE and IRS claiming the investment tax credit program was in violation of certain 
environmental laws and demanded relie6 including suspension or termination of the program. The 
plaintiffs voluntarily dismissed their cornplaint in August 20 10. 
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Components of deferred income taxes included in the Balance Sheets are shown below: 

Successor 
December 3 1, 

2010 
Deferred income tax liabilities: 

Depreciation and other plant-related i tem 
Regulatory assets and other 
Pension and related benefits 

$ 423 
121 
16 

Total deferred income tax liabilities 

Deferred income tax assets: 
Regulatory liabilities and other 
Investment tax credit 
Incoine taxes due to customers 
Liabilities arid other 

Total deferred income tax assets 

Net deferred income tax  liabilities 

Balance sheet classification: 
Prepayments and other current assets 
Deferred income taxes (non-current) 

Net deferred income tax liabilities 

560 

86 
8 

13 
36 

143 

$ 317 ~- 

Predecessor 
December 3 1 ,  

2009 

$ 383 
45 

2 

__________ 

430 

- 
1 1  
16 
34 

The Company expects to have adequate levels of taxable income to realize its recorded deferred income 
tax assets. 
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A reconciliation of differences between the income tax expense at the statutory 1J.S. federal income tax 
rate and L,G&E's actual income tax expense follows: 

Successor 
November 1,2010 

through 
December 3 1 , 20 10 

$ 10 

1 

(1) 

$ 10 

Statutory federal income 
tax expense 

State income taxes - net 
of federal benefit 

Qualified production 
activities deduction 

Amortization of 
investment tax credits 

Other differences - net 

Income tax expense 

Predecessor 
January 1,2010 Year Ended 

October 3 1 , 20 10 2009 2008 
through December 3 1, 

$ 58 $ 50 $ 46 

4 4 1 

(2 1 ( 1 )  ( 1 )  

(2) (3) (4) 
( 3 )  (1)  - - 

$ 58 $ 47 $ 41 

Effective income tax rate 34.5% I 34.7% 33.1% 3 1.3% 

The Tax Relief, IJneinployment Reauthorization and Job Creation Act of 2010, enacted December 17, 
201 0 provided, among other provisions, certain incentives related to bonus depreciation and 100% 
expensing of qualifying capital expenditures. LG&E benefited from these new provisions by reducing its 
2010 current federal incorne tax expense. 'This reduction in federal taxable income for LG&E does, 
however, result in a reduction of LG&E's Section 199 Manufacturing deduction, which is based on 
manufacturing taxable income and correspondingly increases incorne tax expense. The impact froin 
these changes on 201 0 was not material; however, LG&E anticipates a significant reduction of taxable 
income in 20 1 1 and 201 2 and a corresponding loss of most, if not all, of the Section 199 Manufactiiring 
deduction for the following two years. 
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Note 11 - Long-Term Debt 

As summarized below, at December 3 1 , 2010, long-term debt consisted of first mortgage bonds and 
secured pollution control bonds. At December 3 1, 2009, long-term debt and the current portion of long- 
term debt consisted primarily of pollution control bonds and long-term loans from affiliated companies. 

Successor 
2010 

Long-term debt to affiliated companies 

Pollution control revenue bonds, collateralized by first mortgage bonds 
Fair value ad,justment from purchase accounting 
Unamortized discount (4) 

Total long-term debt 1,l I2 

Long-term debt, excluding current portion $ 1,112 

$ 
Secured first mortgage bonds, net of debt discount and amortization of 

debt discount 53.5 
5 74 

7 

L,ess current portion 

Predecessor 
2009 

$ 485 

41 1 
- 

896 
120 

$ 776 

Debt 
Stated Interest Rates Maturities Amounts 

Successor 
Outstanding at December 3 1 , 201 0: 

Current portion N/A N/A $ - 
Non-current portion Variable - 5.75% 20 1 5-2040 1,112 

- Predecessor 
Outstanding at December 3 1,2009: 

Current portion Variable 2026-2027 $ 120 
Non-current portion Variable - 6.48% 201 2-2037 776 

As of December 3 1 , 2009, long-term debt includes $120 million of pollution control bonds that were 
classified as current portion because these bonds are subject to tender for purchase at the option of the 
holder and to niandatory tender for purchase upon the occurrence of certain events. These bonds include 
Jefferson County 2001 Series A and B arid Trimble Coiirity 2001 Series A and B. Maturity dates for 
these bonds range from 2026 to 2027. As of December 3 1 , 2009, the bonds were classified as current 
portion of long-,term debt because investors could put the bonds back to the Company within one year. 
As of December 3 1 , 201 0, the bonds were reclassified as long-term debt. See Note 1 , Summary of 
Significant Accounting Policies, for changes in classification. 

Pollution control bonds are obligations of LG&E issued in connection with tax-exempt pollution control 
bonds by various counties in  Kentucky. A loan agreement obligates the Company to make debt service 
payments to the counties in amounts equal to the debt service due from the counties on the related 
pollution control bonds. Depending on the type of expense, the Successor capitalized debt expenses in 
long-term other regulatory assets or long-term other assets to align with the term of the debt to which the 
expenses were related. The Predecessor capitalized debt expenses in ciirrerit or long-term other regulatory 
assets o r  other current or long-term other assets based on the amount of expense expected to be recovered 
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within the next year through rate recovery. Both Predecessor and Successor amortized debt expenses over 
the lives of the related bond issues. The Predecessor presentation and the Successor presentation are 
both appropriate under regulatory practices and GAAP. 

In October 201 0, in order to secure their respective obligations with respect to the pollution control 
bonds, LG&E issued first mortgage bonds to the pollution control bond trustees. LG&E’s first mortgage 
bonds contain terms and conditions that are siibstantially parallel to the terms and conditions of the 
counties’ debt, but provide that obligations are deemed satisfied to the extent of payments under the 
related loan agreement, and thus generally require no separate payment of principal and interest except 
under certain circimstances, including should LG&E default on the respective loan agreement. Also in  
Qctober 201 0, one  national rating agency revised downward the short-term credit rating of the pollution 
control bonds and the Company’s issuer rating as a result of the pending acquisition by PPL. 

Several series of L,G&E’s pollution control bonds are insured by inonoline bond insurers whose ratings 
have been reduced due to exposures relating to insurance of sub-prirne mortgages. At December 3 I ,  
20 IO,  L,G&E had an aggregate $574 million (including $1 63 million of reacquired bonds) of 
outstanding pollution control indebtedness, of which $1 35 million is in  the form of insured auction rate 
securities wherein interest rates are reset either weekly or every 35 days via an auction process. 
Beginning in late 2007, the interest rates on these insured bonds began to increase due to investor 
concerns about the creditworthiness of tlie bond insurers. Sirice 2008, interest rates increased and the 
Company experienced “failed auctions” when there were insufficient bids for the bonds. When a failed 
auction occurs, the interest rate is set pursuant to a forrnula stipulated in tlie indenture. 

The average annualized interest rates on the auction rate bonds follow: 

Successor 
November 1,2010 

through December 31, 2010 

0.47% 

Predecessor 
January 1,20 10 Year Ended 

through October 3 I ,  201 0 December 3 I ,  2009 

0.43% 0.38% 

The instruments governing these auction rate bonds permit L,GRr.E to convert the bonds to other interest 
rate modes, such as various short-term variable rates, long-term fixed rates or intertnediate-term fixed 
rates that are reset infrequently. 

As of Deceinber 3 1,2010, L,G&E continued to hold repurchased bonds in the amount of $163 million. 
As of December 3 1,2009, the repurchased bonds were reported net by excluding from long-term debt. 
As of December 3 1,2010, the accounting treatment changed and the repurchased bonds were reported 
gross by including in  long-term debt). See Note 1, Summary o f  Significant Accounting Policies, for 
changes in classification. See Note 19, Subsequent Events, arid Note 18, Available for Sale Debt 
Securities, for details regarding the rernarketing of the repurchased bonds on January 13, 201 I .  

As a result of downgrades of the monoline insurers by all of the rating agencies to levels below that of 
the Company’s rating, the debt ratings of the Company’s insured bonds are all based on the Company’s 
senior secured debt rating and are not influenced by the monoline bond insurer ratings. 
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Interest rate swaps are used to hedge certain underlying variable-rate debt obligations. The swaps 
exchange floating-rate interest payments for fixed rate interest payments to  reduce the impact of 
interest rate changes on the pollution control bonds. As of December 3 1 , 201 0 and 2009, the 
Company had swaps with an aggregate notional value of $179 million. Beginning in the third 
quarter of 201 0, the unrealized gains and losses of the interest rate swaps are included in a 
regulatory asset, which offsets the long-term derivative liabilities. See Note 5 ,  Derivative Financial 
Instruments, for fiirther inforination. 

In connection with the PPI., acquisition, on November 1, 2010, LG&E borrowed $485 million from a 
PPL, subsidiary, in order to repay loans from a subsidiary of E.ON. LG&E used the net proceeds 
received from the sale of the first mortgage bonds to repay the debt owed to the PPL subsidiary arising 
fi-om the borrowing. 

I n  November 2010, LG&E issued first mortgage bonds totaling $535 inillion and used the proceeds to 
repay the loans from a PPL, subsidiary mentioned above and for general corporate purposes. The first 
mortgage bonds were issued at a discount as described in the table below: 

First Mortgage Bonds Principal Discount Price Bonds Proceeds (a) 
Series due 201 5 $ 2.50 99.647% $ 249 

First Mortgage 

Series due 2040 
Total 

285 98.912% 2 82 
$ 535 $ 53 1 

(a) Before expenses other than discount to purchaser 

The first inortgage bonds were issued by LG&E in accordance with the rules of Section 144A ofthe 
Securities Act of 1933. LG&E has entered into a registration rights agreement in which it has agreed to 
file a registration statement with the SEC relating to an offer to exchange the first mortgage bonds for 
publicly tradable securities having substantially identical terms. If idtiinate registration and/or certain 
milestones are not completed by certain dates in mid- and late 201 1 , the Company has agreed to pay 
liquidated damages to the bondholders. The liquidated damages would total 0.25% per annum of the 
principal amount of the bonds for the first 90 days and 0.50% per annum of the principal amount 
thereafter until the conditions described above have been cured. 

There were 110 redeinptions o r  inaturities of long-term debt for 2009. Redemptions and maturities of 
long-term debt for 201 0 are summarized below: 

Principal Secured/ 
Year Description A inoiin t Rate ‘IJ nsecured Maturity 
Successor 

201 0 Due to PPL Investment Corp. $ 485 4.33%-6.48%0 Unsecured 2012-2037 
20 I O  Due to E.ON affiliates 485 4.33%-6.48% Unsecured 2012-20.37 
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There were no issuances of long-term debt in 2009. Issuances of long-term debt for 201 0 are 
suminarized below: 

Pr i nc i pa 1 
Year Description r2inount Rate Unsecured Maturity 

Secured 
~ -- 

Successor 
201 0 Due to PPL Investment Corp. $ 485 4.33%-6.48% Unsecured 2012-2037 
201 0 First mortgage bonds 250 I .62S% Secured 2015 
201 0 First mortgage bonds 285 5.125% Secured 2040 

As of December 3 1 , 201 0, all of the Coinpaily’s long-term debt is secured by a first mortgage lien on 
substantially all of the real and tangible personal property of the Company located in Kentucky. 

Long-term debt maturities for LG&E are shown i n  the following table: 

201 I 9; 
201 2 
2013 
2014 
201s 250 

Thereafter 859 
$ 1,109 

LG&E was in compliance with all debt covenants at December 3 1 , 201 0. 

See Note 1, Summary of Significant Accounting Policies, for certain debt refinancing and associated 
transactions completed by LG&E in connection with the PPL acquisition, Note 2, Acquisition by PPL, 
for the adjustment made to the pollutiori control bonds to reflect fair value and Note 15, Related Party 
Transactions, for long-term debt payable to affiliates. 

Note 12 - Notes Payable and Other Short-Term Obligations 

Intercompany Revolving Line of Credit 

LG&E participates in an intercompany money pool agreement wherein LKE and/or KU make fiinds 
available to LG&E at market-based rates (based on highly rated commercial paper issues) of up to $400 
inillion. Details of the balances are as follows: 

Total Money Amount Balance Average 
Pool Available Outstanding Available Interest Rate 

December 31, 2010, Successor $ 400 $ 12 $ 388 0.25% 
December 3 1 , 2009, Predecessor 400 170 230 0.20% 

LKE maintains revolving credit facilities totaling $300 inillion at December 3 1 , 2010 and $3 13 inillion 
at Deceinber 3 1 , 2009, to ensure funding availability for the money pool. At December 3 1,201 0, the 
LKE facility is with PPL, Investment Corp. LKE pays PPL Investment Corp. an annual corninitinent fee 
based on the IJtilities’ current bond ratings on the unused portion of the coinmitment. At December 3 I , 
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2009, one facility, totaling $150 inillion, was with E.ON North America, Inc., while the remaining line, 
totaling $163 million, was with Fidelia, both affiliated companies of E.ON. The balances are as follows: 

Total A in oil 11 t Balance Average 
Available Outstanding Available Interest Rate 

Decem ber 3 1 , 20 1 0, Successor $ 300 $ $ 300 NJA 
December 3 1,2009, Predecessor 313 276 37 1.25% 

Bank Revolving Line of Credit 

As of December 3 1 , 201 0, the Company maintained a $400 million revolving line of credit with a group 
of banks inaturing i n  December 2014. The revolving line of credit allows LG&E to issue letters of credit 
or borrow fiinds up to $400 million. Outstanding leflers of credit reduce the facility’s available 
borrowing capacity. The Company pays the banks an annual coininitinent fee based on current bond 
ratings on the unused portion of the commitment. At December 31, 201 0, there was $163 million 
borrowed under this facility with an average interest rate of 2.27%. This credit agreement contains 
financial covenants requiring the borrower’s debt to total capitalization ratio to not exceed 70%, as 
calculated pursuant to the credit agreement, and other customary covenants. 

As of December 3 1 , 2009, the Company maintained bilateral lines of credit with iinaffiliated 
financial institutions totaling $1 25 inillion, maturing in h e  201 2. The Company paid the banks 
an annual coininitinent fee on the unused portion of the coinmitnient. At December 3 1 , 2009, there 
was n o  balance outstanding under any of these facilities. These facilities were terminated on 
November 1, 2010 in  con.junction with the PPL acquisition. 

LG&E was in compliance with all line of credit covenants at December 3 1, 2010. 

See Note 1 , Suininary of Significant Accounting Policies, for certain debt refinancing and associated 
transactions coiiipleted by LG&E in connection with the PPL acquisition and Note IS, Related Party 
Transactions, for long-term debt payable to affiliates. 
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Note 13 - Commitments and Contingencies 

Operating Leases 

LG&E leases office space, office equipment, plant equipment, real estate, railcars, telecoinrniinications and 
vehicles and accounts for these leases as operating leases. Total lease expense less amounts contributed by 
affiliated colnpanies occupying a portion of the office space leased by the Company, was $6 million each 
for 2010,2009 and 2008. The futiire minimum annual lease payments for operating leases for years 
subsequent to December 3 1,201 0, are shown in the following table: 

201 1 $ 5 
2012 4 
2013 3 
2014 3 
201s 2 

Thereafter 1 
$ 18 

Sale and Leaseback Transaction 

The Company is a participant in a sale and leaseback transaction involving its 38% interest i n  two 
jointly owned CTs at KU’s E.W. Brown generating station (Units 6 and 7). Cornrnericing in December 
1999, LG&E and KIJ entered into a tax-efficient, 1 8-year lease of the CTs. The Utilities have provided 
funds to fully defease the lease and have executed an irrevocable notice to exercise an early purchase 
option contained in the lease after 15.5 years. The financial statement treatment o f  this transaction is no 
different than if the Utilities had retained its ownership. The  leasing transaction was entered into 
followirig receipt of required state and federal regulatory approvals. At December 31, 201 0, the Balance 
Sheets included these assets at a value of $39 million, which is reflected in “Regulated utility plant, - 
electric and natural gas.” 

I n  case of default under the lease, the Company is obligated to pay to the lessor its share of certain fees 
or amounts. Priinary events of default include loss or destruction of the CTs, failtire to insure or 
tnaintain the CTs and unwinding of the transaction due to governniental actions. No events of default 
currently exist with respect to the lease. Upon any termination of the lease, whether by default or 
expiration of its term, title to the CTs reverts jointly to LC&E and KU. 

At Decemher 3 1, 2010, the maximum aggregate amount of default fees or amounts was $7 inillion, of 
which LG&E would be responsible for 38% (approximately $3 million). The Company has made 
arrangements with LKE, via guarantee and regulatory commitment, for L,KE to  pay its fiill portion o f  
any default fees or amounts. 

Letters of Credit 

LG&E has provided letters of credit as of December 3 1,20 10 and 2009, for off-balance sheet 
obligations totaling $3 inillion to support certain obligations related to landfill reclatnatioii and letters of 
credit for off-balance sheet obligations totaling less than $ 1  million to support certain obligations related 
to workers’ compensation. 
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Commodity Purchases 

0 VEC 

LG&E has a contract for power purchases with OVEC, terminating in 2026, for various Mw capacities. 
LG&E holds a 5.63% investtnent interest in OVEC with 10 other electric utilities. LG&E is not the 
primary beneficiary; therefore, the investment is not consolidated into the Company’s financial 
statements, but is recorded o n  the cost basis. OVEC is located in Piketon, Ohio, and owns and operates 
two coal-fired power plants, Kyger Creek Station in Ohio, and Clifiy Creek Station in Indiana. LG&E is 
contractitally entitled to 5.63% of OVEC’s output, approxiinately 134 Mw of nameplate generation 
capacity. Pursuant to the OVEC power purchase contract, the Company may be conditionally 
responsible for a 5.63% pro-rata share of certain obligations of OVEC under defined circumstances. 
These contingent liabilities may include unpaid OVEC indebtedness as well as shortfall amounts i n  
certain excess decointnissioning costs and postretirement benefits other than pension. LG&E’s 
contingent potential proportionate share of OVEC’s December 3 1 ,  201 0 outstanding debt was $78 
million. Future obligations for power purchases froin OVEC are demand payments, comprised of annual 
tiiinimum debt service payments, as well as contractually required reimburseinelit of plant operating, 
maintenance and other expenses and are shown in the following table: 

201 1 $ 20 
2012 22 
2013 22 
2014 23 
201 5 22 

Thereafter 258 
$ 367 __ 

Coal and Natural Gas Purchase Obligations 

LG&E has contracts to purchase coal, natural gas and natural gas transportation. Future obligations are 
shown in the following table: 

201 1 $ 334 
2012 109 
2013 112 
2014 98 
2015 100 

Thereafter 36 
$ 789 

Construction Program 

LG&E had approximately $128 million of coniiiiitments in connection with its construction program at 
December 31,2010. 

I n  June 2006, L,G&E entered into a construction contract regarding the TC2 project. The contract is 
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generally in the form of a turnkey agreement for the design, engineering, procurement, constriiction, 
commissioning, testing and delivery of the project, according to designated specifications, terms and 
conditions. The contract price and its components are subject to a number of potential ad,justments 
which may serve to increase or decrease the ultimate construction price. During 2009 and 2010, L,G&E 
received several contractual notices from the TC2 construction contractor asserting historical force 
majetire and excusable event claims for a nnniber of adjustments to the contract price, construction 
schedule, cornniercial operations date, liquidated damages or other relevant provisions. I n  September 
20 I O ,  LG&E and the Construction contractor agreed to a settlement to resolve the force majeure and 
excusable event c la im occurring through July 201 0, under the TC2 construction contract, which 
settlement provided for a limited, negotiated extension of the contractual coininercial operations date 
and/or relief froin liquidated damage calculations. With limited exceptions the Coinpany took care, 
custody and control of TC2 on January 22,201 1 , and has dispatched the unit to meet customer demand 
since that date. LG&E and the contractor agreed to a further amendment of the construction agreement 
whereby the contractor will complete certain actions relating to identifying and completing any 
necessary modifications to allow operation of TC2 on all fiiels in accordance with initial specifications 
prior to certain dates, and amending the provisions relating to liquidated damages. LG&E cannot 
currently estimate the ultimate outcome of these matters. 

TC2 Air Permit 

The Sierra Club and other environmental groups filed a petition challenging the air perinit issued for the 
TC2 haseload generating uni t  which was issued by the KDAQ in November 2005. In  September 2007, 
the Secretary of the Kentucky Environmental and Public Protection Cabinet issued a final Order 
ripholding the permit. The environmental groups petitioned the EPA to object to the state permit and 
subsequent permit revisions. In determinations made in September 2008 and June 2009, the EPA 
rejected most of the environmental groups’ claims but identified three permit deficiencies which the 
KDAQ addressed by revising the permit. In August 2009, the EPA issued an Order denying the 
remaining claims with the exception of two additional deficiencies which the KDAQ was directed to 
address. The EPA determined that the proposed permit subsequently issued by the KDAQ satisfied the 
conditions of the EPA Order although the agency recoininended certain enhancements to the 
administrative record. In January 201 0, the KDAQ issued a final permit revision incorporating the 
proposed changes to address the EPA objections. In March 2010, the Sierra Club submitted a petition to 
the EPA to object to the permit revision, which is now pending before the EPA. The Company believes 
that the final pcrinit as revised should not have a material adverse effect on its financial condition or 
results of operations. However, until the EPA issues a final ruling on the pending petition and all 
applicable appeals have been exhausted, the Company cannot predict the final outcome of this matter. 

Environmental Matters 

The Company’s operations are subject to a number of environmental laws and regulations governing, 
among other things, air emissions, wastewater discharges, the use, handling and disposal of hazardous 
substances and wastes, soil and groundwater contamination arid employee health and safety. As 
indicated below and summarized at the conclusion of this section, evolving environmental regulations 
will likely increase the level of capital and operating and maintenance expenditures incurred by the 
Company during the next several years. Based upon prior regulatory precedent, the Company believes 
that many costs of complying with such pending or fiiture requirements would likely be recoverable 
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under the ECR or other potential cost-recovery mechanisms, but the Company can provide no assurarice 
as to the ultimate outcome of such proceedings before the regulatory authorities. 

Ambient Air Qzrnlity 

The Clean Air Act requires the EPA to periodically review the available scientific data for six criteria 
pollutants and establish concentration levels in the ambient air sufficient to protect the public health atid 
welfare with an extra margin for safety. These concentration levels are known as NAAQS. Each state 
must identify “nonattainment areas” within its boundaries that fail to comply with the NAAQS and 
develop a SIP to bring such nonattainment areas into coinpliance. If a state fails to develop an adequate 
plan, the EPA initst develop and iinpletnent a plan. As the EPA increases the stringency of the NAAQS 
through its periodic reviews, the attainment status of various areas may change, thereby triggering 
additional emission reduction obligations under revised SIPS aimed to achieve attainment. 

In 1997, the EPA established new NAAQS for ozone and h e  particulales that required additional 
reditctiotis in  SO2 and NOx emissions from power plants. In 1998, the EPA issued its final “NOx SIP 
Call” rule reqitiring reductions in NOx emissions of approximately 85% from 1990 levels in order to 
mitigate ozone transport fiom the midwestern U.S. to the northeastern 1-J.S. To implement the new 
federal requircnients, Kentucky amended its SIP in 2002 to require electric generating units to reduce 
their NOx emissions to 0.15 poitiids weight per MMBtu on a company-wide basis. In 2005, the EPA 
issued the CAIR which required additional SO2 emission reductions of 70% and NOx emission 
reductions of 65% from 2003 levels. Tlie CAIR provided for a two-phase cap and trade prograin, with 
initial reductions of NOx and SO1 etnissions due  by 2009 and 2010, respectively, and final reductions 
due by 201 5.  In 2006, Kentucky proposed to amend its SIP to adopt state requirements similar to those 
under the federal CAIR. 

111 July 2008, a federal appeals court issued a ruling finding deficiencies in the CAIR and vacating it. In 
December 2008, the Court amended its previous Order directing the EPA to promulgate a new 
regulation but leaving the CAIR i n  place in the interim. The reinand of the CAIR results in some 
uncertainty with respect to certain other EPA or state programs and proceedings and the 1Jtilities’ 
compliance plans relating thereto due to the interconnection of the CAIR with such associated programs. 

I n  January 201 0, the EPA proposed a revised NAAQS for ozone which would increase the stringency of 
the standard. In addition, the EPA published final revised NAAQS standards for NO2 and SO2 in 
February 201 0 and June 201 0, respectively, which are inore stringent than previous standards. 
Depending on the level of action determined necessary to bring local nonattaininent areas into 
compliance with the revised NAAQS standards, LG&E’s power plants are potentially subject to 
requirements for additional reductions in SO1 and NOx emissions. 

In Jiily 2010, the EPA issued the proposed CATR, which serves to replace the CAIR. The CATR 
provides fora two-phase SO2 reditction program with Phase I reductions due by 2012 and Phase TI 
reductions due by 2014. The CATR provides for NOx reductions in 2012, but the EPA advised that it is 
studying whether additional NOx reductions should be required for 2014. The CATR is more stringent 
than the CAIR as  it accelerates certain compliance dates and provides for only intrastate and limited 
interstate trading of emission allowances. I n  addition to its preferred approach, the EPA is seeking 
comment on an alternative approach which would provide for individual einission limits at each power 
plant. The EPA has announced that it will propose additional “transport” rules to address compliance 
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with revised NAAQS standards for ozone and particulate matter which will be issued by the EPA in the 
future, as discussed below. 

Hazardous A i r  Pollzrta~~ts 

As provided in the Clean Air Act, the EPA investigated hazardous air pollutant emissions from electric 
utilities and submitted a report to Congress identifying mercury emissions froin coal-fired power plants 
as warranting fiirther study. In 200.5, the EPA issued the CAMR establishing tnerciiry standards for new 
power plants and requiring all states to issue new SIPs including mercury requirements for existing 
power plants. The  EPA issued a niodel rule which provides for a two-phase cap and trade program with 
initial reductions due by 2010 and final reductions due by 201 8. The CAMR provided for reductions of 
70% froin 2003 levels. The EPA closely integrated the CAMR and CAIR program to ensure that the 
201 0 mercury reduction targets would be achieved as a “co-benefit’’ of the controls installed foi 
purposes of compliance with the CAIR. In addition, in 2006, the Metro Louisville Air Pollution Control 
District adopted rules aimed at regulating additional hazardous air pollutants fi-om sources including 
power plants. 

In February 2008, a federal appellate court issued a decision vacating the CAMR. The EPA has entered 
into a consent decree requiring it to promulgate a utility Maxiniuni Achievable Control Technology rule 
to replace the CAMR with a proposed rule due by March 201 1 and a final rule by November 201 1 .  
Depending on the final outcome of the rulenialcing, the CAMR could be replaced by new rules with 
different or more stringent requirements for reduction of mercury arid other hazardous air pollutants. 
KentLiclcy has also repealed its corresponding state mercury regulations. 

Acid Rain Program 

The Clean Air Act imposed a two-phased cap and trade program to reduce SO1 emissions from power 
plants that were thought to contribute to “acid rain” conditions in the northeastern 1J.S. The Clean Air 
Act also contains requirements for power plants to reduce NOx emissions through the rise of available 
combustion controls. 

Regional Haze 

The Clean Air Act also includes vjsibility goals for certain federally designated areas, including national 
parks, and requires states to submit SIPs that will demonstrate reasonable progress toward preventing 
future impairment and remedying any existing impairment of visibility in those areas. In 2005, the EPA 
issued its Clean Air Visibility Rule detailing how the Clean Air Act’s BART requirements will be 
applied to facilities, including power plants built between 1962 and 1974 that emit certain levels of 
visibility impairing pollutants. Under the final rule, as the CAIR provided for more visibility 
improvement than BART, states are allowed to substitute CAlR requiretnents in their regional haze SIPS 
in lieu of controls that would otherwise be required by BART. The final rule has been challenged in the 
courts. Additionally, because the regional haze SIPs incorporate certain CAIR requirements, the remand 
of the CAIR could potentially iinpact regional haze SIPS. See “Ambient Air Quality” above for a 
discussion of CAIR-related uncertainties. 
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Ins/allnlion of Pollii/ion Con/rols 

Many of the programs under tlie Clean Air Act utilize cap and trade mechanisms that require a company 
to hold sufficient emissions allowances to cover its authorized eniissions on a company-wide basis and 
do not require installation of pollution controls on every generating unit. Under cap and trade program, 
coinpanies are flee to fociis their pollution control efforts on plants where such controls are particularly 
efficient and utilize the resulting emission allowances for smaller plants where such controls are not cost 
effective. LG&E had previously installed FGD equipment on all of its generating units prior to the 
effective date of the acid rain program. LG&E’s strategy for its Phase I1 SO1 reqiiirenients, which 
comnienced in 2000. is to use accumulated emission allowances to defer certain additional capital 
expenditures and continue to evaluate iniprovenients to further reduce SO1 emissions. LG&E believes its 
costs in reducing Sol, NOx and mercury emissions to be comparable to those of similarly situated 
utilities with like generation assets. LG&E’s coinpliance plans are subject to inany factors including 
developments i n  the emission allowance and fuels markets, fittitre legislative and regulatory enacttnents, 
legal proceedings and advances in clean air technology. LG&E will continue to inonitor these 
developments to ensure that its environmental obligations are met in the most efficient and cost-effective 
manner. L,G&E expects to  incur additional capital expenditures currently approved in its ECR plans 
totaling approximately $1 00 million during the 201 1 through 201 3 time period to achieve emissions 
reductions and manage coal combustion residuals. Monthly recovery i s  subject to periodic review by the 
Kentucky Commission. 

GHG Developienls 

I n  2005, the Kyoto Protocol for reducing GHC emissions took effect, obligating 37 industrialized 
countries to undertake substantial reductions in GIHG emissions. The 1J.S. has not ratified tlie Kyoto 
Protocol and there are currently no mandatory GHG emission reduction requirements at the federal 
level. As discussed below, legislation inandating GHC reductions has been introduced in the Congress, 
but no federal legislation has been enacted to date. In  the absence of a program at the federal level, 
various states have adopted their own GHG emission reduction programs, including 1 I northeastern 
1J.S. states and the District of Columbia under the Regional GIHG Initiative program and California. 
Substantial efforts to pass federal GHG legislation are on-going. The current administration has 
announced its support for the adoption of mandatory GHG reduction requirements at the federal level. 
The United States and other countries met in  Copenhagen, Denmark, in December 2009, i n  an effort to 
negotiate a GIHG reduction treaty to succeed the Kyoto Protocol, which is set to expire in 2013. I n  
Copenhagen, the U.S. made a nonbinding coinmitrnent to, among other things, seek to redrrce GHG 
emissions to 17% below 2.005 levels by 2020 and provide financial support to developing countries. The 
United States and other nations met in Cancun, Mexico, in December 201 0 to continue negotiations 
toward a binding agreement. 

GHG Legislation 

LG&E is monitoring on-going efforts to enact GMG reduction requirements and requireinents governing 
carbon sequestration at the state and federal level and is assessing potential impacts of such programs 
and strategies to mitigate those impacts. In June 2009, the IJ.S. House of Representatives passed the 
American Clean Energy and Security Act of 2009, which was a coinpreliensive energy bill containing 
the first-ever nation-wide GHG cap and trade program. The bill provided for reductions in GHG 
emissions of 3% below 2005 levels by 201 2, 17% by 2020 and 83% by 20.50. I n  order to cushion 
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potential rate impacts for utility customers, approximately 43% of etnissiotis allowances would have 
initially been allocated at no cost to the electric utility sector, with this allocation gradiially declining to 
7% in 2029 and zero thereafter. The bill would have also established a renewable electricity standard 
requiring utilities to meet 20% of their electricity detnand through renewable energy and energy 
efficiency by 2020. The bill contained additional provisioiis regarding carbon capture and sequestration, 
clean transportation, sinart grid advancement, nuclear and advanced technologies and energy efficiency. 

In September 2009, the Clean Energy Jobs and American Power Act, which was largely patterned on the 
House legislation, was introduced in the U.S. Senate. The Senate bill raised the emissions reduction 
target for 2020 to 20% below 2005 levels and did not include a renewable electricity standard. While the 
initial bill lacked detailed provisions for the allocation of emissions allowances, a subsequent revision 
incorporated allowance allocation provisions similar to the House bill. Although Senators Kerry and 
Lieberman and others worked to reach a consensits 011 GHG legislation, no bill passed the Senate in  
20 10. The Company is closely monitoring the progress of pending energy legislation, but the prospect 
for passage of comprehensive GHG legislation in 201 1 is uncertain. 

GHG Regdotiom 

In April 2007, the 1J.S. Supreme Court ruled that the EPA has the authority to regulate GHG under the 
Clean Air Act. I n  April 2009, the EPA issued a proposed endangerment finding concluding that GHGs 
endanger public health and welfare, which is ail initial rulemalting step under the Clean Air Act. A final 
endangerment finding was issued in December 2009. In  September 2009, the EPA issued a final GHG 
reporting rule requiring reporting by facilities with annual GI-iG emissions equivalent to at least 25,000 
tons of carbon dioxide. A nutnber o f t h e  Company’s facilities are required to sribrnit annual reports 
commencing with calendar year 201 0. In May 2010, the EPA issued a final GHG “tailoring” rule, 
effective January 201 1, reqitiring new or niodified soitrces with GHG emissions equivalent to at least 
75,000 tons of carbon dioxide to obtain permits under the Prevention of Significant Deterioration 
Program. Such new or modified facilities would be required to install Best Available Control 
Technology. While the Company is unaware of any currently available GHG control technology that 
might be required for installation on new or modified power plants, it is currently assessing the potential 
impact ofthe rule. The final rule will apply to new and modified power plants beginning in January 
201 1 .  The Company is unable to predict whether mandatory GHG reduction requirements will 
ultimately be enacted through legislation or regulations. In December 201 0, the EPA announced that it 
plans to promulgate GHG New Source Performance Standards for power plants, including both new and 
existing facilities. A proposed rule is expected by July 201 1 , while a final rule is expected by May 2012. 
In the absence of either a proposed or final regulation, LG&E is unable to assess the potential impact of 
any fiiture regulation. 

GHG Litigalion 

A nuinber of lawsuits have been filed asserting co~ntno~i  law claims including nuisance, trespass and 
negligence against various companies with GHG emitting facilities. In October 2009, a three-judge 
panel of the ‘CJnited States Court of Appeals for the 5”’ Circuit in the case of Coiner v. Murphy Oil 
reversed a lower court, holding that private plaintiffs have standing to assert certain cotninon law claims 
against inore than 30 utility, oil, coal and chemical companies. I n  March 2010, the court vacated the 
opinion of the three-judge panel and granted a motion for rehearing but subsequently denied the appeal 
due to the lack of a quorum. The appellate ruling leaves in effect the lower court ruling dismissing the 
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plaintiffs’ claims. In January 20 I 1 ,  the Supreme Court denied petitioner’s petition for review, which 
effectively brings the case to an end. The Corner complaint alleged that GHG emissions from the 
defendants’ facilities contributed to global warming which increased the intensity of Iiurricane Katrina. 
E.ON, the former indirect parent of the Utilities, was named as a defendant i n  the complaint but was not 
a party to the proceedings due to the failure of the  plaintiffs to pursue service under the applicable 
international procedures. LG&E continues to inonitor relevant GHG litigation to identify judicial 
developments that may be potentially relevant to  operations. 

Ash Ponds mid Coal-Conibzrstion Byproducts 

The EPA has undertaken various initiatives in response to the December 2008 impoundment failure at 
the TVA’s Kingston power plant, which resulted in a major release of coal combustion byproducts into 
the environment, The EPA issued information requests to utilities throughout the country, including 
LG&E, to obtain information on their ash ponds and other impoundments. In addition, the EPA 
inspected a large number of impoundments located at power plants to determine their structural 
integrity. The inspections included several of LG&E’s iinpoundments, which the EPA found to be i n  
satisfactory condition except for certain impoundments at the Mill Creek and Cane Run stations, which 
were determined to be in fair condition. In June 2010, the EPA published proposed regulations for coal 
combustion byproducts handled in landfills and ash ponds. The EPA has proposed two alternatives: (1) 
regulation of coal corribustion byproducts iii landfills and ash ponds as a hazardous waste or  (2) 
regulation of coal coinbustion byproducts as a solid waste with minimum national standards. IJnder both 
alternatives, the EPA has proposed safety requirements to address the structural integrity of ash ponds. 
In addition, the EPA will consider potential refinements of the provisions for beneficial reuse of coal 
combustion byproducts. 

Water Discharges and PCB Regillations 

The EPA has also announced plans to develop revised effluent limitation guidelines governing 
discharges froin power plants and standards for cooling water intake structures. The EPA has fiirther 
announced plans to develop revised standards governing the use of polychlorinated biphenyls (“PCD”) 
in electrical equipment. The Company is monitoring these ongoing regulatory developments but will be 
unable to determine the impact until such time as new rules are finalized. 

Impact of Peiiding and Fzrture Environmental Developments 

As a conipaiiy with significant coal-fired generating assets, LG&E will likely be substantially impacted 
by pending or futrire environmental rules or legislation requiring inandatory reductions in GHG 
emissions or other air emissions, imposing more stringent standards on discharges to waterways, or 
establishing additional requirements for handling or disposal of coal combustion hyproducts. Thesc 
evolving environmental regulations will likely require an increased level of capital expenditures and 
increased incremental operating and maintenance costs by the Company over the next several years. Due 
to the uncertain nature of the final regulations that will ultimately be adopted by the EPA, including the 
reduction targets and the deadlines that will be applicable, the Company cannot finalize estimates of the 
potential compliance costs, but should the final rules incorporate additional emission reduction 
requirements, require more stringent emissions controls or iiiiplernent more stringent byproducts storage 
and disposal practices, such costs will likely be significant. With respect to NAAQS, CATR, CAMR 
replacement and coal combustion byproducts deveIopments, based upon a preliminary analysis of 
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proposed regulations, the Company may be required to consider actions such as upgrading existing 
emissions controls, installing additional emissions controls, upgrading byproducts disposal and storage 
and possible early replacement of coal-fired units. Capital expenditures for LG&E associated with such 
actions are preliminarily estimated to be in the $1  .S to $1.8 billion range over the next ten years, 
although final costs may substantially vary. With respect to  potential developments in water discharge, 
revised PCB standards or GHG initiatives, costs in such areas cannot be estimated due to the prelimiiiary 
status or uncertain outcome of such developments, but would be in addition to the above amount and 
could be substantial. Ultimately, the precise impact on the Company’s operations of these various 
eiivironinental developinents cannot be determined prior to the finalization of such requirements. Rased 
upon prior regulatory precedent, the Company believes that many costs of complying with such pending 
or future requirements would likely be recoverable under the ECR or other potential cost-recovery 
mechallisins, but the Company can provide no assurance as to the ultimate outcome of such proceedings 
before the regulatory authorities. 

In May 201 0, the Kentucky Waterways Alliance and other environmental groups filed a petition with the 
I<entucky Energy and Environinent Cabinet challenging the Ihntucky Polliitarit Discharge Elimination 
System permit issued in  April 201 0, which covers water discharges from the Triinble County generating 
station. In October 201 0, the hearing officer issued a report and recommended Order providing for 
dismissal of the claims raised by the petitioners. In December 2010, tlie Secretary issued a final Order 
dismissing all claims and upholding the permit which petitioners subsequently appealed to Triinble 
County Circuit Court. 

Gerwnl Envir-o niiieii fnJ Proceediiigs 

From time to time, L,G&E appears before the EPA, various state or local regulatory agencies and state 
and federal courts regarding inatters involving coinpliance with applicable environmental laws and 
regulations. Such matters include a prior Section 114 inforination request fiom the EPA relating to new 
source review issues at LG&E’s Mill Creek IJnit 4 and TC I ; reniediation obligations or activities for 
former manufactured gas plant sites or elevated PCB levels at existing properties; liability under the 
Comprehensive Environmental Response, Compensation and Liability Act for cleanup at various off-site 
waste sites; and on-going claims regarding alleged particulate emissions from the Company’s Cane Run 
generating station and claims regarding GHG emissions fioisi the Company’s generating stations. With 
respect to tlie former manufactured gas plant sites, LG&E has estiinated that it could incur additional 
costs of less than $1 million for remaining clean-up activities iindcr existing approved plans or 
agreements. Based on arialysis to date, the resollition of these inatters is not expected to have a material 
impact on the Company’s operations. 

Note 14 - Jointly Owned Electric Utility Plant 

Trimble Countv Unit 1 

The Company owns a 75% undivided interest in  TCl which the Kentucky Commission has allowed to be 
reflected in customer rates. Of the remaining 25% of the unit, lMEA owns a 12.12% undivided interest 
and IMPA owns  a 12.88% undivided interest. Each company is responsible for its proportionate 
ownership share of fuel cost, operation and maintenance expenses and incremental assets. 
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The following data represent shares of thejointly owned property (capacity based on nameplate rating): 

TC 1 
LG&E IMPA IMEA Total 

Mw capacity 425 7 3 68 566 
Ownership interest 75 % 12.88% 12.12% 100% 

LG&E’s 75% ownership: 
cost $ 288 

17 

Net book value 9; 296 

Construction work i ti progress 
Accutnulated depreciation (9) 

Trinible County Unit 2 

TC2 is a jointly owned unit at the Triinble County site. LG&E arid KLJ own undivided 14.25% 
and 60.75% interests, respectively. Of the remaining 25%, IMEA owns a 12.1 2% undivided 
interest and IMPA owns a 12.88% iindivided interest. Each company is responsible for its 
proportionate share of capital cost during construction and fuel, operation and maintenance cost 
when TC2 is in-service. With limited exceptions the Company took care, custody and control of 
TC2 on Janiiary 22, 201 I ,  and has dispatched the uni t  to meet customer demand since that date. 
I,G&E and the contractor agreed to a further amendment of the construction agreement whereby 
the contractor will complete certain actions relating to identifying and completing any necessary 
modifications to allow operation of TC2 on all fbels in  accordance with initial specifications 
prior to certain dates, and aniending the provisions relating to liquidated dainages.In December 
2009 and June 2008, LG&E sold assets to KU related to the construction of TC2 wit11 a net book 
value of $48 million and $10 million, respectively. 

Ownership interest 
Mw capacity 

14.25% 60.75% 
119 509 

TCZ. 
Total 

12.88% 12.12% 100% 
108 102 83 8 

~ _ _  LG&E KLJ IMPA IMEA 

LG&E’s 14.25% ownersllip: K 1’s 60.75% ownership: 
Plant held for future use $ 2  Plant held for future use $ 62 
Constriiction work in progress 187 Construction work in progress 703 

Net book value $ 189 Net book value $ 764 
Acciimnlated depreciation - Acci~in LI lated depreciation -- ( 1 )  
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LG&E and KU jointly own the following CTs and related equipment (capacity based on net siimtner 
capability) as of December 3 1 ,  201 0: 

LG&E I< u Total 
Net Net Net 

Ownership M w  Book Mw Book M w  Book 
Percentage Capacity Cost Depr. Value Capacity Cost Depr. Value Capacity Cost Depr. Value 

I<u 47%, 
LG&E 53% (a) 146 $ 48 $ - S 48 129 $ 4.3 $ - $ 43 275 $ 91 $ - $ 91 

KU 62%, 
LG&E 38% (b) 118 40 (2) 38 190 64 (2) 62 308 104 (4) 100 

LG&E 29% (c) 92 26 - 26 228 63 ( 1 )  62 320 89 ( 1 )  88 

LG&E 37% (d) 236 64 (1 )  63 404 109 (1 )  108 640 173 (2) 171 

LG&E 29% (e) n/a 2 2 n/a 4 4 nfa 6 6 

KU 71%, 

KU 63%, 

KU 71 Yo, 

(a) Comprised of Paddy’s Run 1.3 and E.W. Brown 5 .  I n  addition to the above jointly owned ittility 
plant, there is an inlet air cooling system attributable to unit 5 and units 8-1 1 at the E.W. Brown 
facility. This inlet air cooling system is not jointly owned, however, it is used to increase production 
on the tinits to which it relates, resulting in an additional 10 Mw of capacity for LG&E. 

(b) Comprised of itnits 6 and 7 at the E.W. Brown facility. 
(c) Comprised of units 5 and 6 at the Trirnble County facility. 
(d) Comprised of CT Substation 7-1 0 and units 7, 8, 9 arid 10 at the Trirnble County facility. 
(e) Comprised of CT Substation 5 and 6 and CT Pipeline at the Tritnble County facility. 

Both L,G&E’s and KU’s participating share of direct expenses of the jointly owned plants is included in 
the corresponding operating expenses on each company’s respective Statements of Income, (i.e., fiiel, 
iiiaintenance of plant, other operating expense). 

Note 15 - Related Party Transactions 

LG&E and subsidiaries of LKE and PPL engage i n  related party transactions. Transactions between 
LG&E and LKE subsidiaries are eliminated on consolidation of LKE. Transactions between LG&E and 
PPL subsidiaries are eliminated on consolidation of PPL. These transactions are generally performed at 
cost and are i n  accordance with FERC regulations under PlJHCA 200.5 and the applicable Kentucky 
Commission regulations. 

Intercompany Wholesale Sales and Purchases 

LG&E and KLJ jointly dispatch their generation units with the lowest cost generation used to serve their 
retail native load. When LG&E has excess generation capacity after serving its own retail native load 
and its generation cost is lower than that of KIJ, KU purchases electricity from LG&E. When KlJ has 
excess generation capacity after serving its own retail native load and its generation cost is lower than 
that of LG&E, LG&E purchases electricity from KIJ. These transactions are recorded as intercompany 
wholesale sales and purchases are recorded by each company at a price equal t o  the seller’s fuel cost. 
Savings realized from purchasing electricity intercompany instead of generating froin their own higher 
costs units or purchasing from the market are shared equally between the Lltilities. The volume of 
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energy each company has to sell to the other is dependent on its native load needs and its available 
generation. 

Successor 
November 1, 201 0 

These sales and purchases are included in the Statements of Income as “Operating revenues”, “Power 
purchased” expenses and “Other operation and maintenance expenses”. LG&E’s intercompany electric 
revenues and power pnrchased expenses were as follows: 

Predecessor 
January 1 ,  201 0 Year Ended 

through 
December 3 1,20 1 0 

Electric operating revenues from 
KU 

Power purchased and related 
operations and maintenance 
expenses fioni KU 

$ 21 

2 

t h song h December 3 1,  
October 3 1,201 0 2009 2008 

$ 79 $ 101 $ 109 

1 3 21 80 

Interest Charges 

See Note 1 1 ,  Lmg-lerm Debt, and Note 12, Notes Payable and Other Short-Term Obligations, for 
details of intercompany borrowing arrangements. intercompany agreements do not require interest 
payments for receivables related to services provided when settled within 30 days. 

LG&E’s interest expense to affiliated companies was as follows: 

Successor 
November 1, 201 0 

through 
December 3 1,20 10 

$ Interest on money pool loans 
Interest on PPL loans 1 
Interest on Fidelia loans 

Predecessor 
January 1, 201 0 

through December 3 1, 
October 3 1,201 0 2009 2008 

9; $ I $  6 

Year Ended 

22 
- - 

27 23 

Interest paid to LICE on the money pool arrangement was less than $1 million for 2010 and 2009. 

Dividends 

In  March arid September 201 0, the Company paid dividends of $30 million and $25 million, 
respectively, to its sole shareholder, L,KE. The  Coinpany also paid dividends of $80 million and $40 
million to LKE in 2009 and 2008, respectively. 

Capital Contributions 

The Company received no capital contributions in  201 0 or 2009, but received a capital contribution of 
$2.0 million from its sole shareholder, LKE, in December 2008. 
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Sale of Assets 

Successor 
November 1 , 20 10 

through 

I n  2010, LG&E sold and bought assets of less than $1 inillion to and from KU. In  December 2009, 
LG&E sold assets to KU related to the construction of TC2 with a net book value of $48 inillion. 

Predecessor 
Year Ended January 1 , 201 0 

through December 3 1 , 

Other IntercoInpany Bil I i ngs 

. -  
Successor 

Deceniber 3 1 , 

Servco provides the Coinpany with a variety of centralized administrative, nianagetnent and siipport 
services. Associated charges include payroll taxes paid by Servco on behalf of LG&E, labor and burdens 
of Servco employees performing services for LG&E, coal purchases and other vouchers paid by Servco 
on behalf of LG&E. The cost of these services is directly charged to the Company, or for general costs 
which cannot be directly attributed, charged based on predetermined allocation factors, including the 
following ratios: number of citstotners, total assets, revenues, number of employees and/or other 
statistical information. These costs are charged on an actual cost basis. 

Predecessor 
December 3 1 , 

In addition. t he  litilities provide services to each other and to Servco. Billings between the Utilities 
relate to labor and overheads associated with Ltnion and hourly eiriployees performing work for the other 
utility, charges related to jointly-owned generating units and other niiscellaneoiis charges. Billings from 
LG&E to Servco include cash received by Servco on behalf of LG&E, tax settlements and other 
payments made by the Company on behalf of other non-regulated businesses which are reimbursed 
through Servco. 

Intercompany billings to and fiom LG&E were as follows: 

Servco billings to LG&E 
KLJ billings to LG&E 
LG&E billings to Servco 
LGRtE billings to KU 

December 3 1 ~ 20 10 October 3 I , 20 I O  2009 2008 
$ 40 1 $ 216 $ 181 9; 206 

- 
8 

14 

78 7.5 
16 1 5 
49 44 5 

Intercompany Balances 

The Company had the following balances with its affiliates: 

Accounts receivable froin KU 
Accounts receivable from LKE 
Accounts payable to Servco 
Accounts payable to LKE 
Accounts payable to Fidelia 
Notes payable to LKE 
Long-term debt to Fidelia 

2010 
9; 22 

8 
20 

12 

2009 
9; 53 

18 
4 
6 

I70 
485 

- 
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Note 16 - Selected Quarterly Data (Unaudited) 

For the 201 0 Periods Ended (a) 
Predecessos 

March 3 I June 3G September 30 October 3 1 
Operating revenues $ 366 $ 27 $ 327 $ 85 
Operating income 64 43 77 4 
Net income 33 14 60 2 

Successor 
December 3 1 
$ 254 

40 
19 

(a) Periods ended March 3 1 ,  June 3 0  and September 30 represent three months then ended. Period 
ended October 3 I represents orie month then ended and period ended December 3 1 represents 
two months then ended. 

For the 2009 Quarters Ended 
~ 

Operating revenues 
March 3 1 June 30 September 30 December 3 1 

276 $ 29 1 $ 428 $ 277 $ 
Operating iricoine 12 33 94 28 
Net income 5 21 50 19 
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Note 17 ~ Accumulated Other Comprehensive Income (Loss) 

Accumulated other comprehensive loss consisted of the following: 

Pre-Tax 
Accumulated 

Derivative Income 
Gain (Loss) Taxes Net 

Balance at December 3 I , 2007, Predecessor $ (20) $ 8 $ (12) 

Gains (losses) on derivative instruments 
designated and qualifying as cash flow 
11 edging in st ru in en t s (2) - (2) 

Balance at December 3 I ,  2008, Predecessor $ (22) $ 8 $ (14) 

Gains (losses) on derivative instrwnents 
designated and qualifying as cash flow 
hedging instruiiients 5 (1) 4 

Balance at December 3 1,2009, Predecessor $ (17) $ 7 $ (10) 

Gains (losses) on derivative instruments 
designated and qualifying as cash flow 
hedging instruments 17 (‘0 10 

Balance at October 3 1 , 20 10, Predecessor $ $ - 9 ;  

Gains (losses) on derivative instruments 
designated and qualifying as cash flow 
hedg i rig i n strii ti1 cn t s 

Balance at December 31,2010, Successor $ $ - $  

Note 18 - Available for Sale Debt Securities 

L,G&E’s available for sale debt securities include the following pollution control bonds, which were 
repurchased from the remarketing agent in 2008: 

December 3 1 
2010 2009 

Louisville Metro 2003 Series A, due  October 1, 20.33, variable % $ 128 $ 
Louisville Metro 2007 Series B, due  June 1, 2033, variable YO 35 - 

$ 163 - (a) $ - (b) 

(a) No realized or unrealized gains (losses) were recorded on these securities as the difference 
between the carrying value and the fair valire was insignificant. 

(b) Prior to the PPL acquisition, repurchased bonds were not accounted for  as “Available for sale 
debt securities” and were presented on a net basis on the Balance Sheets. See Note 1, SLitninary 
of Significant Accounting Policies, and Note 1 1 , Long-Term Debt, for fiirther discussion. 
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In January 201 1 , LG&E remarketed these bonds to unaffiliated investors. See Note 19, Subsequent 
Events, for fiirther discussion regarding the remarketing of these bonds. 

Note 19 - Subsequent Events 

Subsequent events have been evaluated through February 25, 201 1, the date of issuance of these 
statements. These statements contain all necessary adjustinents and disclosures resulting from that 
evaluation. 

With limited exceptions the Company took care, custody and control of TC2 on January 22, 201 1 ,  and 
has dispatched the unit to meet customer demand since that date. LG&E and KU and the contractor 
agreed to a further amendinent of the construction agreement whereby the contractor will complete 
certain actions relating lo identifying and completing any necessary modifications to allow operation of 
TC2 on all fLiels in accordance with initial specifications prior to cer-tain dates, and amending the 
provisions relating to liquidated damages. 

On January 14, 201 I ,  LG&E contributed $64 million to its pension plans. 

On January 13, 201 1 , LG&E remarketed the L,ouisville/Jefferson County Metro Government 2003 
Series A and 2007 Series B bonds, having $ 1  28 inillion and $3.5 million in outstanding principal 
amorint, respectively, which bonds had been previoiisly repurchased by LG&E and shown in 
“Available for sale debt securities” on the Balance Sheets. In connection with the reniarketing, each 
bond series was converted to a inode wherein the interest rate is fixed for an intermediate term but not 
the fiill term of the bond. The bonds will bear interest at the rate of 1.90% each, until April 2012 and 
June 20 12, in the case of the 2003 Series A and 2007 Series B bonds, respectively. At the end of the 
intermediate term, the Company must remarket the bonds or buy thein back. As of January 13, 201 1 ,  
L,G&E had no remaining repiirchased bonds. LG&E used the proceeds froni the remarketed bonds to 
repay the balance of its credit facility. 
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Report of Independent Auditors 

To Stocltholder of L,ouisville Gas and Electric Company 

In our opinion, the accompanying balance sheet and the related statements of income, 
retained earnings, comprehensive income, cash flows, and capitalization present fairly, in all 
material respects, the financial position of Louisville Gas and Electric Company (Successor 
Company) at December 3 1,20 10 and the results of its operations and its cash flows for the 
period fiom November 1,201 0 to December 3 1,20 10 in conformity with accounting 
principles generally accepted in the United States of America. Also in our opinion, the 
Company maintained, in all material respects, effective internal control over financial 
reporting as of December 3 1,201 0, based on criteria established in Internal Conlrol - 
Integrated Frumework issued by the Committee of Sponsoring Organizations of the 
Treadway Commission (COSO). The Company's Inanagernent is responsible for these 
financial statements, for maintaining effective internal control over financial reporting and 
for its assertion of the egectiveness of internal control over financial reporting, included in 
"Management's Report of Internal Controls Over Financial Reporting " which appears on 
page 54, Our responsibility is to express opinions on these financial statements and on the 
Company's internal control over financial reporting based on our integrated audit. We 
conducted our audit in accordance with the standards of the Public Company Accounting 
Oversight Board (United States) and in accordance with the auditing and attestation standards 
established by the American Institute of Certified Public Accountants. 'I'hose standards 
require that we plan and perform the audit to obtain reasonable assurance about whether the 
financial statements are free of material misstatement and whether effective internal control 
over financial reporting was maintained in all material respects. Our audit of the financial 
statements included examining, on a test basis, evidence supporting the amounts and 
disclosures in the financial statements, assessing the accounting principles used and 
significant estimates made by management, and evaluating the overall fina~icial statement 
presentation. Our audit of internal control over financial reporting included obtaining an 
understanding of internal control over financial reporting, assessing the risk that a material 
weakness exists, and testing and evaluating the design and operating effectiveness of internal 
control based on the assessed risk. Our audit also included performing such other procedures 
as we considered necessary in the circumstances. We believe that our audit provides a 
reasonable basis for our opinions. 

As discussed in Note 2 to the financial statements, on November 1, 2010, PPL Corporation 
completed its acquisition of LG&E and KIJ Energy LLC and its subsidiaries. The push-down 
basis of accounting was used to at the acquisition date. 

A company's internal control over financial reporting is a process effected by those charged 
with governance, management, and other personnel, designed to provide reasonable 
assurance regarding the reliability of financial reporting and the preparation of financial 

Yr.iceruatel.houseCoopers LLP, 500 West Main Street, Ste. 1800, Louisville, I(Y40202-2941 
'I? (502)  589 6100, F: (502) 585 7875, www.pwc.corn/us 
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statements for external purposes in accordance with generally accepted accounting 
principles. A company’s internal control over financial reporting includes those policies a i d  
procedures that (i) pertain to the maintenance of records that, in reasonable detail, accurately 
and fairly reflect the transactions and dispositions of the assets of the company; (ii) provide 
reasonable assiirance that transactions are recorded as necessary to permit preparation of 
financial statements in accordance with generally accepted accounting principles, and that 
receipts and expenditures of the company are being made only in accordance with 
authorizations of management and those charged with governance and (iii) provide 
reasonable assurance regarding prevention or timely detection and correction of unauthorized 
acquisition, use, or disposition of the company’s assets that could have a material effect on 
the financial statements. 

Because of its inherent limitations, internal control over financial reporting may not prevent 
or detect and correct misstatements. Also, projections of any evaluation of effectiveness to 
future periods are subject to the risk that controls may become inadequate because of changes 
in conditions, or that the degree of compliance with the policies or procedures may 
deteriorate. 

n 

Louisville, Kentucky 
February 25,201 1 
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Report of Independent Auditors 

To Stockholder of Louisville Gas and Electric Company 

In our opinion, the accompanying balance sheet and the related statements of income, 
retained earnings, comprehensive income, cash flows, and capitalization present fairly, in all 
material respects, the financial position of Louisville Gas and Electric Company (Predecessor 
Company) at December 3 1, 2009 and the results o€ its operations and its cash flows for the 
period from January 1 , 20 10 to October 3 I , 20 10 and for each of the two years in the period 
ended December 31,2009 in conformity with accounting principles generally accepted in the 
lJnited States of America. These financial statements are the responsibility of the 
Company's management. O u r  responsibility is to express an opinion on these financial 
statements based on our audits. We conducted our audits of these statements in accordance 
with generally accepted auditing standards as established by the Auditing Standards Board 
(United States) and in accordance with the auditing standards of the Public Company 
Accounting Oversight Board (United States). Those standards require that we plan and 
perform tile audit to obtain reasonable asstrance about whether the financial statements are 
free of material misstatement. An audit includes examining, on a lest basis, evidence 
supporting the amounts and disclosures in the financial statements, assessing the accounting 
principles used and significant estimates made by management, and evaluating the overall 
financial statement presentation. We believe that our audits provide a reasonable basis for 
our opinion. 

As discussed in Note 2 to the financial statements, on November I ,  20 IO,  PPL Corporation 
completed its acquisition of LG&E and KTJ Energy LLC and its subsidiaries. The push-down 
basis of accounting was used at the acquisition date. 

n 

Louisville, Kentucky 
February 25,201 1 

YI.icewater.}iouseCo~er.s LLP, 500 West Main Street, Ste. 1800, Louisville, I<y40202-2941 
T: (502) .589 6100, F: (502) 585 7875, www.pwc.com/us 
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In 201 0, L,ouisville Gas and Electric Company (LG&E) transferred circuit breaker and 
trans€oimei equipiiieiit to I<eiitucky IJtilities (KU) with values of $71,305.28 and $2,250.00, 
respectively. Also in 20 10, I<U trailsferred construction equipnient to LG&E with a value of 
$93,248.00. 





Montlily invoices are prepared for reimbursemerit of non-fiiel related expeiises inciirred by 
LG&E o r  ICU for LG&E, KU,  L,G&E and I W  Services Company (Servco), LG&E and I<U 
Energy LLC (LKE) and subsidiaries. The invoices are provided to Servco, LKE, and 
subsidiaries by the 10"' business day of the subsequent 111o11tli with payment due by the  13"' 
business day of the month. The invoices and cash disbursement requests related to fuel and 
fiiel-related products are prepared for reimbursement on the 15"' and 25"' day of the nionth, or 
the following business day. All billings between the regulated utilities (LG&E/I(TJ) and non- 
regulated entities (Se~vcolLlE)  are billed and settled on a net basis. 

In addition to the invoices, summary transaction listings are provided as supporting 
documentation of the expenses on each billing. A system-generated process from the Oracle 
Geiieral Ledger system provides the summary of the transactions that resulted in automatic 
iiitercoinpany transactions among companies. For fiiel and fiiel-related product transactions, a 
report from Fuelwoix, the Fuels Management System, provides a suminary of the transactions 
that resulted in automatic intercompany transactions between the companies. Monthly 
reconciliatioil and balancing procedures are currently in place for all entities receiving and 
providing intercompany charges to ensure the accuracy of such transactions. 





Monthly joui-nal entries are prepared for off-system sales, off-system and native load purcliases, 
and intercompany power sales and purchases between LG&E and I<U. The After-the-Fact 
Billing system (AFB) is used to stack Iioiuly energy, wliich allocates energy soiirces (generation 
and purchased power) to energy siiilcs (KU native load, LGRLE native load and off-system sales 
(OSS)).  The stacking is perfoiined based on the energy cost where lowest cost energy is 
allocated to native load and liigliest cost energy is allocated to OSS, coiisistent with the 
companies’ Power Supply System Agreement. 

Outputs fiom the AFB program (queries) are used as inputs into an Excel spreadsheet. The 
spreadsheet calculates the allocation of third party and intercoiiipany purchases between L,G&E 
and IUJ. It also calculates the split between native load and off-system purchases, and uses the 
generation expenses for both companies to calculate the allocation of OSS between the 
conipani es. 





A 

Each month L,G&E and KU participate in the purchase of forward finaricial power transactions 
with MF Global. As these transactions are either settled or re-valued tliroughout the month, the 
margin collateral requireriients change accordingly. At the end of each iiiontli, tlie increase or 
decrease to the Margin Cash Account (as well as the expense aiid iiicoiiie) is split between the 
two conipanies. The settled swap poi-tioii of the Margin Cash Account is allocated based on the 
split of the generation expenses for L,G&E and KIJ, as deterniined by AFB (After-the-Fact 
Billing). AFB is tlie system used to stack hourly energy, which is allocated energy sources 
(generation and purchased power) to energy sinla (ICU native load, LG&E native load, aiid off- 
system sales (OSS)). The staclting is performed based on tlie energy cost where lowest cost 
energy is allocated to native load aiid highest cost energy is allocated t o  OSS. The unsettled 
swap portioii of the Margin Cash Account (or Mark-to-Market) is allocated based on the forward 
12 11~011tli rolling forecasted average of tlie split of the generation expenses for LG&E and KU. 





The charges for tlie construction of Trinible Coiinty Unit 2 (TC2) are allocated among tlie joint 
owners, LG&E, KU, Illinois Municipal Electric Agency (IMEA) and Indiaiia Municipal Power 
Agency (IMPA). IMEA and IMPA lime a combined 25% interest in the ownership of TC2. 
IMEA and IMPA are billed 2.5% of the amounts allocated to both K U  and L,G&E in tlie current 
nioiith. The actual capital costs for TC2 are booked in the current inoiitli tluougli either tlie 
Accounts Payable system or manual accruals, depending on tlie timing of tlie iiivoices submitted. 
TC2 accruals are received from the Project Engineering department, posted and reversed in tlie 
subsequent month. True-up of actual costs are performed on a qmrterly basis to ensure that all 
allocation percentages are correct. 

Assets constructed only for  use at TC2 are allocated according t o  the 19% LG&E, 81% KU 
contractual split. Assets that  will be used for both TC2 and Trinible County TJnit 1 (TCl), the 
existing coal-fired generating unit at the Trinible County facility, are allocated based on the 
respective naineplate ratings (52% to LG&E and 48% to KIJ). Charges allocated to TC1 are 
recorded 100% to LG&E. 





A CAT1 F 

Expenses incurred for renting a portion of tlie LG&E Center are billed to affiliates of Louisville Gas 
and Electric for tlie occupation of office space by eiiiployees of Kentucky IJtilities and LG&E and 
K1J Services Company. 

The niontlily allocation ofreiit expense for the LG&E Center is based on a levelized arnoi-tizatioii of 
the total value of t h e  relit payments. The operation and rnairiteiiaiice portion of the accrual is based 
on a monthly charge which is billed to LG&E by Louisville Filiancial Associates, L,LC. 

The allocation to LCJ&E, ICU, Servco, and LICE and subsidiaries is based on net labor expense from 
the prior year for LG&E, KU, Servco, and LKE and subsidiaries’ employees occiipying the second 
floor, floors four illrough sixteen, and coin~iioii areas for wliicli LG&E is billed. 





L,G&E and ]<1J jointly own ten combustion turbines (CT) located at the Paddy’s R ~ i i  facility, 
Trinible County Generating Station, and E. W. BI-OWI~ facility. All operations aiid niaiiitenance 
expeiises atti-ibutalde to the Paddy’s R~ii i ,  Triiiible County, and E. W. Brown CTs are acc111i1ulated 
and billed according to tlie percentage of owiersliip. The percentage of ownership and megawatt 
capacity is listed in the table below (capacity based on net summer capability). 

Facility 
Paddy’s RUII 13 
Triiiible County 5 
Triiiible County 6 
Trimble County 7 
Trimble County 8 
Triiiible County 9 
Triiiibie County 10 
E.W. Brown 5 
E. W. Brown 6 
E.W. Brown 7 

MW 
Capacity 

158 
160 
160 
160 
160 
160 
160 
117 
154 
154 

LG&E 
53% 
29% 
29% 
37% 
37% 

37% 
53% 
38% 
38% 

3 7% 

KU 
47% 
71% 
71% 
63% 
63% 
63 Yo 
63 Yo 
47% 
62% 
62% 

Automated allocations are processed in the Oracle General Ledger system and generate 
intercompany traiisactioiis between L,G&E and KIJ. All transactions flow through the intercompany 
receivable account. The costs for the Paddy’s Run and Trimble County CTs are accumulated in 
LG&E and transfeierred to KU per the ownership percentage. The costs for the E.W. Brown CTs are 
accuiiiulated in KU and transferred to LG&E per the ownership percentage. 

When costs are accumulated in LG&E and transferred to KIJ, an intercompany receivable is debited 
and the appropriate expense is credited. KU debits the  appropriate expense account and credits an 
intercompany receivable. When costs are accumulated in I<U and transfeierred to LG&E, an 
intercompany receivable is debited and the appropriate expense is credited. LG&E debits the 
appropriate expense account and credits an intercompany receivable. The aiiiouiits are then netted 
to establish an intercompany receivable for ICIJ or LG&E and an intercompany payable for LG&E 
or ICU. 

Additionally, ~iiaiiual journal entries are prepared each  month for the applicable portion of tlie 
gas used by the CTs. The  jouriial entries split the gas cost between LG&E and KIJ based on tlie 
percentage of ownersliip. 





U 

For the convenience of our suppliers and customers for purchased power and off systeni sales, and 
due to generating units being ,jointly dispatched, K U  and LG&E have combined their billing and 
payiments. This gives the appearance of one company to customers and suppliers. 

Interiially, sales and purchases are split between KTJ and LG&E and each company records its 
payable and receivable to the appropriate account. This split is documented on  a monthly 
spreadsheet from the Revenue Accounting and Analysis department. 

As LG&E makes paynieiits to various vendors for purchased power, the disbursement request is 
split into the appropriate portions applicable to  each company. LG&E issues the payment through 
its Accounts Payable Department and bills KU for the expenditures made on behalf of KTJ. The 
Oracle Geiiel-a1 Ledger system automatically creates the Intercoiiipaiiy payable and receivable as 
transactions are posted. The amount KU owes LG&E is included on tlie Intercompany billing froin 
LG&E. 

As LG&E receives payments for power sales, the money received is split into the appropriate 
amounts for each company and a monthly journal entry for the cash received on behalf of KU is 
recorded to create a payable to KLJ. 

As payments are received by LG&E (KU) for off system sales, some ofthe same customers may 
have  sold power lo LG&E (KU). For the customers' convenience, when the contract allows, tlie 
payments are netted. Netted payments are booked by each utility as the gross ainount of the 
receivable and payable so that cash received by LG&E (KU) reflects what was owed as both an 
Intercompany receivable and an Intercompany payable. 

In addition, certain other receivables and payables which benefit both L,G&E and IUJ are processed 
tlu-ougli only one of the companies for convenience or efficiency. The cash received and 
disbursement requests are split into the appropriate portions applicable to each company. 

Intercompany receivables and payables are billed on the normal billing to the respective company 
and settled on the 13'" business day of the month following the transaction. See Tab 3 for a 
description of the intercompany monthly invoices. 

Intercompany interest is calculated for these transactions that are paidheld and settled through 
Intercornpany in  compliance with service agreements. Interest is calculated on a daily-accuniulated 
balance of monies received and paid by LG&E on behalf of KU. Interest is calculated from the day 
t h e  moiiey is received 01- paid through the day of the lnterconipany cash settlement. The  interest 



rate is a 360-day Goldrrian Saclis rate, which is supplied by Treasury. A monthly jounial entry is 
created to book the interest receivable/payable froin this calculation. 
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PUHCA 2005 states that centralized service companies rnust maintain and make available to the FERC 
their books, accounts and other records in the specific manner and preserve them for the required periods as 
the FERC prescribes in Title 18 Code of Federal Regulations Part 368 of tlie FERC Ilniforin System of 
Accounts. These records mist be in sufficient detail to permit examination, audit, and verification, as 
necessary and appropriate for the protection of utility customers with respect t o  jurisdictional rates. The 
purpose of this CAM is to document the methods, policies and procedures that Servco will follow in 
performing certain services for affiliate companies. I n  developing this CAM the overriding goal was to 
protect investors and consuiners by ensuring the methods, policies and procedures contained in this CAM 
were PUHCA 200.5 compliant so that Servco costs are fully segregated, and fairly and equitably allocated 
aniong tlie affiliate companies. Servco was authorized to conduct business as a service company for E.ON 
U S .  (formerly LG&E Energy LLC) and its various subsidiaries and affiliates by order of the SEC on 
December 6, 2000, and commenced operations January 1, 2001. E.ON 1J.S. is  a Kentucky limited liability 
company arid tlie parent of K'CJ and LG&E. K'CI and LG&,E are subject to the jurisdiction of and oversight 
by the KPSC. In addition, K1.7 is subject to thejurisdiction of and oversight by the VSCC and the 
Tennessee Regulatory Authority. Under Kentucky regiilatory law, KLJ and LG&E are required to have a 
cost allocation inaniial on file with the KPSC. KU is required to have a services agreement for any affiliate 
transaction approved by the VSCC prior to the transaction. 

Periodic changes to the CAM may be necessary due to future inanagement decisions, changes in the law, 
interpretations by state or federal regulatory bodies, changes in structure or activities of affiliates, or other 
internal procedures. 

11. CORPORATE QRGANIZATTON 

OVERVIEW 

E.ON lJ.S. and its utility subsidiaries are engaged principally in  the generation, transmission, distribution 
and safe of electricity. LG&E is also engaged i n  the storage, distribution, and sale of natural gas. E.ON 
U.S. and its subsidiaries are sub-ject to the regulatory provisions of PUI-ICA 2005. L,G&,E and K1J are 
subject to regulation by the FERC the Kentucky Public Service Commission. KU is also subject to 
regulation by slate utility cornmissions in Virginia and Tennessee. 

E.ON U.S. has four direct subsidiaries: LG&,E, IW, LEM, and Capital Corp. E.ON U.S. has an affiliate 
relationship with E.ON U.S. Foundation due to overseeing all operations of the  foundation. 

IJTILITY OPERATIONS 

LG&E, incorporated in Kentiicky in 1913, is a regulated public utility engaged in  the generation, 
transmission, distribution and sale of electric energy and the storage, distribution and sale of natural gas. 
LG&E is a wholly-owned subsidiary of E.ON I.J.S. L,G&E supplies electricity and natural gas to customers 
in L,ouisville and adjacent areas in Kentucky. LG&E's electric service area covers approximately 700 
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square miles in nine counties in Kentucky, and its natural gas service is provided in  the electric service 
territory and eight additional counties in Kentucky. 

KIJ, incorporated in Kentucky in 191 2 and in Virginia in 199 1, is a regulated pLiblic utility engaged i n  the 
generation, transmission, distribution and sale of electric energy in Kentucky, Virginia and Tennessee. KU 
is a wholly-owned subsidiary of E.ON U.S. Kl.7 provides electricity to customers in 77 counties in central, 
southeastern and western Kentucky, to customers in 5 counties in southwestern Virginia and to fewer than 
10 customers in Tennessee. 

SERVICE COMPANY 

Servco, a Kentucky corporation is a centralized service company registered under PlJHCA 2005. It is 
authorized to conduct business as a service company for E.ON I JS .  and its various subsidiaries and 
affiliates by order of the SEC dated December 6, 2000, commencing operation January 1, 2001. Servco is 
tlie service company for affiliated entities, including E.ON lJ.S., L,G&E, KU, Capital Corp, and LEM and 
provides a variety of administrative, management, engineering, consti-uction, environmental and support 
services. Servco also coordinates tlie intercompany billings with E.ON and its affiliates which mainly 
include transactions for expatriate services. Servco provides its services at cost, as permitted under 
PUHCA 2005. 

Development of the Servco organization was predicated on the fact that if tlie employee performed 
activities benefiting more than one affiliate, that employee would become a part of the Servco organization. 
111 many respects, employees residing in typical finance, administrative and general, management and other 
support departments are fully subject to Servco organizational placement. 

Many operational employees dedicated to providing a service to just one affiliate, by definition, are not 
subject to Servco placement. However management and support staff overseeing the business activities of 
more than one of these operational groups are subject to Servco placement. 

OTHER BUSINESS OPERATIONS 

E.ON 1J.S. Foundation, a charitable foundation exempt froin federal income tax under Section 501(c)(3) of 
t he  Internal Revenue Code, makes charitable contributions to qualified entities. 

Servco also transacts business with E.ON AG and its affiliates on behalf of E.ON 1J.S. 

LEM no longer has major active operations, and continues to have tax and other accounting and certain 
support activities for its former operations. 

Capital Corp. is a holding company for other E.ON U.S. non-utility businesses, which are generally inactive 
from an operational standpoint, but have certain remaining support or contingent business obligations. 
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c A 

E.ON U.S. formed Servco, as a service company to provide services for affiliated companies. Servco and 
affiliated companies (or their parent entities) may enter into service agreements, which may establish tlie 
general terms and conditions for providing those services, including those mentioned in Section I1 of tlie 
CAM. 

At formation, certain LG&E, KU and E.ON U.S. employees became employees of Servco and such 
employees continued to provide goods and services to the regulated and non-regulated entities. 

Regulated affiliates receive services at cost, pursuant to tlie service agreements. Non-regulated affiliates 
generally receive services at cost; however, certain services may permit pricing at fair-market value. Tlie 
provisions included in contracts or service agreements govern transactions between Servco and tlie 
regulated and non-regulated affiliates. 

I<U and LG&E are required by tlie KPSC and the VSCC to use tlie “stand alone” method for allocating 
their respective tax liabilities (or tax benefits) so that such tax liabilities (or tax benefits) will not exceed tlie 
tax liabilities (or tax benefits) each would incur if it filed its tax returns separately from the consolidated 
returns filed by E.ON TJS Investments Corp. and its subsidiaries. I<U and LG&E have filed a separate 
E.ON US Investnients C o y .  and Subsidiaries tax allocation agreement with KPSC and the VSCC. The 
allocation of tlie respective tax liabilities (or tax benefits) of LG&E and KU therefore are not within the 
scope of this CAM. 

Definitions of Cost 

Tariff Rate - The price charged to customers under applicable tariffs on file with federal or state 
regulatory commissions. 
Fair Mnrket Vnlire - The price held out by a providing entity to the general public in the normal 
course of business (i.e. the price at which a reasonable buyer and a reasonable seller are willing to 
transact in tlie normal course of business). 
Cost - Tlie charge used for transactions with affiliates for which no tariff rate or fair market value is 
applicable. Servco follows tlie definition of cost defined in PUHCA 2005. 
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V. ES 

Service descriptions are organized by Servco responsibility areas, or provider departments, and include the 
costs associated with providing that service. 

Operations Orga nizatian 

Retail Business Services 

Customer Services - providing call center and customer communication services for both 
electric and gas customers. 

Sales and Marketing Services - providing programs for establishing strategies, oversight 
for marlceting, sales and branding of utility and related services, and conducting marketing 
and sales programs for economic development, and demand side management. 

Economic Development and Ma-ior Accounts Services - maintaining community 
development, partnerships with state, regional, and local economic development allies, and 
customized products and services. 

Meter Reading Services - providing meter reading and meter data services. 

Meter Operations Services - conducting the testing of meters, completion of all customer- 
requested service/field credit orders and the installation of commercial/industrial meters. 

Meter Asset Management Services - maintaining inventoiy, quality and environmental 
issues, policy and standards, technical support, and logistics. 

Cash Remittance Services - providing remittance processing, customer payments, and 
collection services. 

Billing Integrity Services - administering and providing customer billings and credit 
reviews. 

Energv Efficiency Services - providing energy efficiency programs to residential and 
commercial customers to encourage iinplemeritation of energy saving measures. 

C C S  Retail Business Readiness - providing end user support services, development and 
capture of business metrics and development, and delivery of training for the Company’s 
C C S .  
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IV U.S. Services 
ost Allocation Manua 

Energy Services 

Project Engineering - Services - coordinating and managing all major generation 
construction. 

System Laboratory Services - providing system laboratory services to the generating 
stations. 

Generation Services - providing centralized, fleet-wide technical expertise for generation 
asset management, teclinical guidance for various functional initiatives and coordination of 
operational research and development. 

Combustion Turbine Operations and Maintenance Services 

Fuel Procurement Services - procuring coal, natural gas, oil and other bulk materials for 
generation facilities and ensuring compliance with price and quality provisions of fuel 
contracts. 

Transmission Strategy and Plaiining Services 

Transmission Protection and Substation Services 

Transmission Line Services 

Transmission Reliability and Compliance Services 

Transmission System Operations Services - providing transmission system control center 
services. 

Transmission EMS Services 

Project Development Services - providing project development services to identify and 
develop potential future sources of energy and capacity to meet the Company’s power 
supply needs. 

Energy Marketing Services 

Enerav Marketing Services - providing market services to  take advantage of the highest 
excess generation prices in  the open market. 

Market Forecasting - Services - providing management services for financial forecasts of the 
utilily market. 

Load Forecasting Services - providing short- and long-term load forecasting services. 
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ocation Manual 

Generation Planning and Analysis Services - providing short- and long-term generation 
planning services. 

Distribution Operations Services 

Network Trouble and Dispatch Services - providing dispatch services, reporting outage 
situations and coordinating restoration. 

Mapping and Records Management Services - providing and maintaining the mapping of 
the electric infrastructure. 

Electric Engineering Services - providing development engineering and construction 
standards, distribution system planning and analysis, substation construction project 
management and telecommunications systems design and analyses. 

Distribution Asset Management Services - leading management and investment decisions 
regarding distribution assets, including resource allocation, developing ~iniform standards 
and procedures, determining performance targets and managing assets information and 
data. 

Substation Construction and Maintenance Services - providing engineering and design 
services for substation construction, maintenance and operations areas. 

Finance Organization 

Finance and Corporate Development Services 

Budgeting Services - providing services related to managing, coordinating and reporting 
for the budgeting process. 

Financial Planning Services - providing services related to financial planning and 
forecasting services, investment analysis and investment planning reports. 

Financial Systems - providing business support and electronic data processing services for 
all financial systems including Oracle Applications, Powerplant and PowerTax. 

Strategic Plannin? Services - providing services related to benchmarking, analysis of 
industry events and competitors and medium-term planning and market analysis. 

Corporate Controller Organization Services 

Internal Financial and Management Reporting Services - providing internal financial 
reports including standard and ad hoc management reporting. 
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External Financial Reporting Services - providing financial reports required or used by 
various external constituencies such as the FERC, the Kentucky Public Service 
Commission, the Virginia State Corporation Commission, U S .  Department of Energy 
(DOE), Internal Revenue Service, Municipal Seciirities Ruleinaking Board and financial 
institutions. 

Accounting and Reporting Services - providing U.S. Generally Accepted Accounting 
Principles (GAAP), FERC, and International Financial Reporting Standards (IFRS) 
reporting, accounting research and interpretation and promulgation of accounting and 
internal control procedures. Performing 1J.S. GAAP and IFRS general ledger account and 
pro-ject analyses, reconciliations and consolidation. 

Sundry Billing Services - processing miscellaneous and non-standard billings and 
maintaining and monitoring associated accounts receivable. 

Propertv Accounting Services - maintaining, analyzing and reporting related to continuing 
property records. 

Energy Marltetirig Accounting Services - performing month-end validation of all power 
transactions arid resolving any discrepancies; preparing invoices and wires; validating bills 
from other counterparties; preparing accounting, allocation and analysis of wholesale sales, 
wholesale purchases, and intercompany sales and purchases; and preparing various FERC, 
Fuel Adjustment Clause, Southwest Power Pool, and DOE reports. 

Revenue Accounting Services - managing and analyzing internal and external revenue 
reporting. 

Corporate Tax and Payroll Organization Services 

Payroll Services - providing payroll services including the managing of payroll systems. 

Tax Accountina, Compliance and Reporting Services - preparing consolidated and 
subsidiary federal, state and local income tax retunis; current and deferred tax accounting; 
utility gross receipts tax; sales/use tax; E.ON U.S. Foundation retunis and supporting roles 
for business development and tax legislation. 

Tax Planning Services - providing detailed forecasting of foreign, federal and state taxes, as 
well as, capital-based and property tax planning. 

Tax Special Projects Services - providing business or project development, asset 
dispositions, tax credit studies, review/analysis of proposed tax legislation, etc. 

Audit Services - providing independent and objective assurance along with consulting services, 
internal controls system review and program management. 
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J.S. Services 
Cost Ahcation Manual 

Corporate Finance and Treasury Services 

Cash ManaPeinent and Investment Services - providing management and monitoring of 
cash flows including review and acquisition of business entity cash requirements and 
procurement of short-teim financing and credit lines. 

Corporate Finance Services - providing overall finance options including evaluating new 
financing veliicles and instruments, analyzing existing financing positions and raising long- 
term funds for all entities. 

Risk Management Services - managing outside providers of risk services comprised of 
providing insurance and assisting affiliated entities in managing property and liability risks 
including claims, security, environmental, safety and cons~tlting services. 

Credit Administration Services - providing management of credit risk for wliolesale energy 
sales and major vendors. 

- Energv Marketing Trading Controls Services - performing daily, weekly, monthly and ad 
hoc reporting on tlie trading portfolios related to total exposure, trading limits, and mark-to- 
market calculations. Other activities inclnde performing an independent valuation and 
validation of significant transactions, valuation algorithms, ensuring trading system security 
and testing trading system enhancements. 

Energy _. Marketing Contract Administration Services - negotiating contracts with 
counterparties, administrating contracts, and maintaining contracts within tlie trading 
systems. Additional activities include assisting various departments with contract disputes 
and preparing and validating confirmations. 

Supply Chain and Logistics Services 

Procurement and Malor Contracts Services - providing for and administering major 
contract negotiations, requests for quotes, supplier relations and order placement services. 

Strategic Sourcing Services - providing strategic sourcing services such as maintaining and 
analyzing the supplier base and performing supplier selection activities including contract 
negotiations and ongoing compliance. 

Materials Logistics Services - providing order inanagenient, materials handling and 
logistics, and inventory management services. 

Sourcing Support Services - providing order management and general field support 
services for system maintenance, developing and monitoring of key performance metrics, 
supplying day-to-day variance and reconciliation reporting services, and performing 
supplier certification services. 
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N U.S. Services 
Cost Allocation 

Accounts Pavable Services - processing payments for purcliase orders, check requests, 
employees’ expense reiinburseinents, etc., and providing ad hoc research and analysis 
services. 

Sumlier Diversity - identifying qualified minority and women owned businesses that are 
able to participate in competitive bidding opportunities, perform on-going work and 
ultimately become key suppliers to E.ON U.S. 

IT Organization 

IT Corporate FLmctions Services - services associated with corporate functions, not specific 
companies or work groups, and include groups such as IT Finance and Administration, IT 
Training, and IT Strategy and Planning. This is where corporate standards and programs 
are developed and administered. 

IT Securitv and Administrative Services - services associated with non-project 
management, security and administrative support. This includes developing and 
administering security policies and procedures. 

IT Enhancements - providing discreiionaiy, project-based work done i n  IT. These projects 
create new client value or add business value to existing products/services. 

IT Auplication Services - services associated with each of the  existing applications that IT 
provides to the business, for example Oracle Applications, PeopleSofi, etc. These services 
include costs incurred related to application license fees and application siipport costs. 

IT Client Services -services associated with existirig end user tools and related 
productivity software that the users can identify and interact with, such as a personal 
computer, telephone, einail and file and print services. 

IT Platforin Services - services associated with shared computing platfornis, databases, 
network and IT Service Desk. 

General Counsel / Secretary Organization 

Compliance, Legal, and Environmental Affairs Services 

Legal Services - providing various legal services for all affiliated entities including in- 
house counsel and staff assistance in the areas of, among others, corporate and securities 
law, employment law, energy, public utility and regulatory law, contract law, litigation, 
environmental law and intellectual property law, evaluating legal claims and managing 
legal fees for outside counsel. 
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ost Allocation Manual 

Compliance Services - providing various coinpliance services for all affiliated entities 
including compliance assessinent and risk tnanageinent, code of conduct, anti-fraud, ethics 
and kelpline management, etc. 

Environmental Affairs Services - providing inanageineiit services related to performing 
analyses, inonitol-ing and advocacy of regulatory and legislative environineiital matters 
including securing of permits and approvals, providing environmental technical expertise, 
arid representing the Company in  industry groups and before regulatory agencies dealing 
with environmental issues. 

Regulatory Affairs and Government Affairs Management Services 

Regtilatow Affairs Services - providing management services for compliance with all laws, 
regulations and other policy requirements, including regulatory filings, expert testimony, 
tariff administration and compliance, pricing support, and development and monitoring of 
positions regarding ongoing regulatory matters. 

Govern men t A ffa irs Management Serv i ces - inai n tai n i ng re I at i onsh i ps w it11 govern 111 ent 
policy makers and conducting lobbying activities. 

Corporate Communications and Public Affairs Management Services 

Internal Cornmunications Services 

External and Brand Communications Services - providing all administrative and 
rnaiiageinent support for external communication services, brand image management and 
corporate events. 

Public Affairs Management Services - providing community relations functions, 
coinmiinicating public information to local organizations and providing oversight foi 
coininiiiiications to employees. 

Administration Organization 

Operating Services 

Facilities and Buildinp Services - providing building and grounds niaintenance including 
coordination of office fiirniture and equipment purchases/leases, space utilization and 
layout, and building code and fire protection services. 

Security Services - providing security personnel, security and monitoring devices for all 
affiliated entities. 
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E. I.§. Services Inc. 
Cost Allocatio 

Production Mail Services - providing production mail services for customer bills and other 
large customer mailings. 

Document Services - providing document printing, reproduction services including mail 
delivery, scanning, off-site storage and document service desk support. 

Right-of-Wav Services - obtaining and retaining easements or fee simple property for 
placeinent and operation of company and affiliate equipment as well as inanaging real 
estate assets and maintaining real estate records. 

Transportation Services 

Transportation Services - providing and operating transportation fleet for all affiliated 
companies including developing fleet policy, administering regulatory compliance 
programs, managing repair and maintenance of vehicles and procuring vehicles. 

R Services 

HR Compensation Services - providing services relating to the establishment and oversight 
of compensation policies for employees. 

HR Benefits Services - providing services relating to the establishment and oversight of 
benefits plans for employees, retirees and survivors. This also includes vendor 
management, compliance with various laws and regulations, administrative vendor billings, 
and maintenance of all personnel records. 

I-fR Health and Safetv Services - providing services relating to the establishment and 
oversight of health and safety policies for employees. 

FIR Organization Development and Training Services - providing initiatives and programs 
designed to support personal and professional growth, with an einphasis on employee 
training, individual and career development, performance management, coaching, 
mentoring, succession planning, employee engagement, and expatriate support. 

HR Services - providing services relating to operational and strategic hitinan resources 
man ageinen t . 

Technical and Safety Training Services - providing training services on teclinical and 
safety inatters primarily for the Energy Delivery and Energy Services businesses. 

Industrial Relations Management Services - providing cornmiuiication and oversight for 
itnion matters, negotiation of union contracts, and union dispute resolution services. 

-. . 
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J.S. Services h e .  
Cost Allocation Manual 

Service Frequency 

Customer Services Ongoing 
Sales and Marketing Services Frequent 
Economic Development and Major Accounts Services Frequent 
Meter Reading Services On going 
Meter Operations Services Ongo i 11 g 
Meter Asset Management Services Ongoing 
Cash Remittance Services On going 
Billing Integrity Services On going 
Energy Efficiency Departinent Ongoing 
CCS Retail Business Readiness Ongoing 
Project Engineering Services Infrequent 
System L,aboratory Services On going 
Generation Services Ongoing 
Combustion Turbine Operations and Maintenance Services Ongoing 
Fuel Procurement Services Ongoing 
Transmission Strategy and Planning Services Ongoing 
Transmission Protection and Substation Services Ongoing 
Transmission Line Services Ongoing 
Transinission Reliability and Compliance Services Ongoing 
Transmission System Operations Services On going 
Transmission EMS Services On going 
Project Development Services Ongoing 

Executive Managenlent Services - providing executive leadership to the corporation which is 
comprised of the compensation and benefits of the corporate officers and executive assistants. 

Primary 
Affiliate 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 
R 

NATURE AND FREQUENCY OF SERVICES PROVIDED 

Ongoing - Provided on a prearranged, continuous basis (i.e., daily) 
Frequent - Provided as requested on a regular basis (i.e., several times per month) 
Injivquerzt - Provided as requested on an irregular basis (i”e., several times per year) 

All charges by Servco to affiliated entities follow the principle of fully distributed cost. Primary 
affiliates receiving the service are designated below as: 

R - Regulated (LG&,E and KU) 
NR - Non-regulated (Capital Corp., LEM and E.ON 1J-S~ Foundation) 
A - All 

SERVICES PROVIDED BY SERVCO TO AFFILIATES 
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Service Frequency 

Energy Marketing Services Ongoing 
Market Forecasting Services Freq Lien t 
Load Forecasting Services Frequent 

Prima ty 
A Ffill ia t e 
R 
R 
P. 

Network Trouble and Dispatch Services 
Mapping and Records Management Services 
Electric Engineering Services 
Distribution Asset Management Services 
Substation Constriiction and Maintenance Services 
Budgeting Services 
Financial Planning Services 
Financial Systems 
Strategic Planning Services 
Internal Financial and Management Reporting Services 
External Financial Reporting Services 
Accounting and Reporting Services 
Sundry Billings Services 
Property Accounting Services 
Energy Marketing Accounting Services 
Revenue Accounting Services 
Payroll Services 
Tax Accounting, Compliance and Reporting Services 
Tax Planning Services 
Tax Special Projects Services 

Cash Management and Investment Services 
Corporate Finance Services 
Risk Management Services 
Credit Administration Services 
Energy Marketing Trading Controls Services 
Energy Marketing Contract Administration Services 
Procurement and Major Contracts Services 
Strategic Sourcing Services 
Materials Logistics Services 
Sourcing Support Services 
Accounts Payable Services 

~ ~- 

Audit Services 

R __ 
On going R 
Ongoing R 
Ongoing R 
On going R 
Frequeiit R 
Freq uent A 
Frequent A 
Ongoing A 
Frequent A 
Frequent A 
Frequent A 
Ongoing A 
On going A 
On going A 
On going A 
Ongoing R 
Ongoing A 
Ongoing A 
Infrequent A 
Infrequent A 
On going A 
Ongoing A 
Ongoing A 
On going A 
Ongoing A 
Ongoing A 
Ongoing A 
On going A 
Ongoing A 
On going R 
Ongoing R 
Ongoing A 

A - 

IT Corporate Functions Services 
IT Security and Administrative Services 

Ongoing A 
On going A 



Service F req uency 

IT Enhancements Frequent 
IT Application Services Ongoing 

Ongoing IT C I i ent Sew i ces 
IT Platfoi-in Services Ongo i rig 
Legal Services Ongoing 
Compliance Services Ongoing 
Environmental Affairs Services Frequent 
Regulatory Affairs Services Ongoing 
Government Affairs Management Services Frequent 
Internal Coinmunications Services Frequent 
External and Brand Communications Frequent 
Public Affaii s Management Services Frequent 
Facilities and Building Services Ongoing 
Security Services Ongoing 
Production Mail Services On going 

Ongoing Document Services - 
Right of Way Services Ongoing 

-~ 

Transport at i on Services On going 
IjR Compensation Services Frequent 
1jR Benefits Services Frequent 
HR I-lealth and Safety Services Frequent 
HR Organizational Developinent and Training Services Frequent 
HR Services Freq 11 en t 
Technical and Safety Training Services Frequent 
Industrial Relations Management Services Freq ti ent 
Executive Management Services On going 

OVERVIEW 

Primary 
Affiliate 
A 
A 
A 
A 
A 
A 
R 
R 
A 
A 
A 
A 
A 
A 
R 
A 
A 
A 
A 
A 
A 
A 
A 
R 
R 
A 

Tlie costs of services provided by Servco will be directly assigned, distributed or allocated by activity, 
project, program, work order or other appropriate basis. The primary basis for charges to affiliates is the 
direct charge method (see section VI for time reporting procedures). The inethodologies listed below 
pertain to all other costs whicli are riot directly assigned but whicli make up the fully distributed cost of 
providing the service. 

DirecilJJ Assignoble - Expenses incurred for activities and services exclusively for the benefit of 
one affiliate. I11 many respects, these types of expenses relate to non-Servco employees that perform 
dedicated services to one affiliate, although Servco employees also directly report where feasible. 
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Directly Atfribcrfnhle - Expenses incurred for activities and services that benefit inore than one 
affiliate and which can be apportioned using direct measures of costs causation. 

Idirectly Aftrihiitnble - Expenses incurred for activities and services that benefit more than one 
affiliate and which can be apportioned using general Ineastires of cost causation. 

Umttributnble - Expenses or portions thereof incurred for activities and services that have been 
determined as not appropriate for apportionment. The unattributable portions of these costs relate 
primarily to activities such as corporate diversification, political or philanthropic endeavors and, as 
such, inay be charged, in whole or i n  part, to Capital Corp. 

Servco will allocate the costs of service among the affiliated companies using one of several inetliods that 
most accurately distributes the costs. The method of cost allocation varies based on the department 
rendering tlie service. Any of the methods inay be adjusted for any known and reasonably quantifiable 
events, or at such time as may be required due to significant changes in the business, but are generally 
determined annually. The allocation inetliods used by Servco are as follows: 

Contract Ratio - Based on tlie sum of the physical amount (i.e" tons of coal, cubic feet of natural gas) of 
the contract for- both coal and natural gas for the immediately preceding twelve consecutive calendar 
months, the numerator of which is for an operating company or an affected affiliate company and the 
denominator of whicl~ is for all operating companies and affected affiliate companies. 

Departmental Charge Ratio - A specific Servco department ratio based upon various factors such as labor 
hours, labor dollars, departmental or entity headcount, etc. The departmental charge ratio typically applies 
to indirectly attributable costs such as depaitmental administrative, support, and/or material and supply 
costs that benefit more than one affiliate and that require allocation using general measures of cost 
causation. Methods for assignment are department-specific depending on the type of service being 
performed and are documented and monitored by the Budget Coordinators for each department. 

Direct Expense Ratio - Based on the sum of the directly charged expenses at the end of each month for the 
jmmediately preceding twelve consecutive calendar months, the nuinerator of which is for an operating 
company or affected affiliate company and the denominator of which is for all operating companies and 
affected affiliate companies. 

Electric Peak L,oad Ratio - Based on the sum of tlie monthly electric maximum system demands for the 
immediately preceding twelve consecutive calendar months, the numerator of which is for an operating 
company and the denominator of which is for all operating companies. 

Energy Marketing Ratio -Based on the absolute value of megawatt hours p~irchased and sold for the 
immediately preceding twelve consecutive calendar months, tlie numerator of which is for an operating 
company or an affiliate and tlie denomiiiator of which is for all operating companies and affected affiliate 
coinpan ies. 
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Generation Ratio - Based on tlie annual forecast of megawatt liours, tlie numerator of which is for an 
operating company or an affiliate and tlie denominator of which is for all operatiiig companies aiid affected 
affiliate companies. 

Non-Fuel Material and Services Expenditures - Based on non-fuel material and services expenditures, 
net of reimbursements, for the immediately preceding twelve consecutive calendar months. The numerator 
is equal to such expenditures for a specific entity and/or line-of-business as appropriate aiid the 
denominator is equal to siicli expenditures for all applicable entities. 

Number of Customers Ratio - Based on the number of retail electric and/or gas customel-s. This ratio will 
be determined based on tlie actual number of customers at tlie end of the previous calendar year. I n  some 
cases, the ratio may be calculated based on the type of customer class being served (Le. Resideiitial, 
Commercial or Industrial). 

Number of Employees Ratio - Based on the number of employees benefiting froni the performance of a 
service. This ratio will be determined based on actual counts of applicable employees at tlie end of the 
previous calendar year. A two-step assignment methodology is utilized to properly allocate Servco 
employee costs to  the proper legal entity. 

Number of Meters Ratio - Based on the iiiiinber or types of meters being utilized by all levels of customer 
classes within the system for the immediately preceding twelve consecutive calendar months. The 
numerator is equal to tlie number of meters for each utility and the denominator is equal to the total meters 
for K'CJ and LG&E. 

Number of Transactions Ratio - Based on the S L ~  of transactions occurring in tlie irnniediately preceding 
twelve consecutive calendar months, tlie numerator of which is for an operating company or an affected 
affiliate company and the denominator of which is for all operating companies and affected affiliate 
companies. For example, services pertaining to Materials Logistics would define the transaction as tlie 
number of items ordered, picked and disbursed out of the warehouse. Services pertaining to Accoiints 
Payable would define tlie transaction as the number of invoices processed. The Regulatory Accounting and 
Reporting Department is responsible for maintaining and monitoring specific service methodology 
documentation for actual transactions related to Servco billings. 

Project Ratio - Based on the total costs for any departmental o r  affiliate project for the immediately 
preceding twelve consecutive calendar months, the nuinerator of which is for an operating coinpany or an 
affected affiliate company and tlie denominator of which is for all operating companies and affected 
affi liate coin pan ies . 

Retail Revenue Ratio - Based on utility revenues, excluding energy marketing revenues, for tlie 
immediately preceding twelve consecutive calendar inontlis, the numerator of which is for an operating 
company or an affiliate and the denominator of which is for all operating companies and affected affiliate 
companies. 
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Revenue Ratio - Based on the sitin of the revenue for the immediately preceding twelve consecutive 
calendar months, the numerator of which is for an operating company or a n  affected affiliate company and 
the denominator of which is for all operating companies and affected affiliate companies. 

Service 
Customer Services 
Sales and Marketing Services 
Economic Development and Major Account 
Services 

Total Assets Ratio - Based on  the total assets at year end for the preceding year, the ititmerator of which is 
for an operating company or affected affiliate company and the denominator of which is for all operating 
companies and affected affiliate companies. In the event ofjoint ownership of a specific asset, asset 
ownership percentages are utilized to assign costs. 

Assignment Method 
Number of Customers Ratio 
Departmental Charge Ratio - 

Number of Customers Ratio 

Transportation Resource Management System Chargeback Rate -Based on the costs associated with 
providing and operating transportation fleet for all affiliated companies including developing fleet policy, 
administering regulatoty compliance programs, managing repair and maintenance of vehicles and prociiring 
vehicles. Such rates are applied based on the specific equipment employment and the measured usage of 
services by the various company entities. 

Meter Reading Services 
Meter Operations Services 
Meter Asset Management Services 
Cash Remittance Services 
Billing Integrity Services 
Energy Efficiency Services 
CCS Retail Business Readiness 
Pro-ject Engineering Services 
System Laboratory Services 
Generation Services 
Combustion Turbine Operations and 
Maintenance Services 
Fuel Procurement Services 
Transmission Strategy and Planning Services 
Transmission Protection and Substation 
Services 
Tran sin i ss i on Line Services 

Utility Ownership Percentages - Based on the contractual ownership percentages of .jointly-owned 
generating units. 

Departmental Charge Ratio 
Number of Meters Ratio 
Number of Meters Ratio 
Revenue Ratio 
Number of Customers Ratio 
Number of Customers Ratio 

Total Assets Ratio 
Departmental Charge Ratio 
Total Assets Ratio 
Utility Ownership Percentages 

Contract Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio 

Number of Customers Ratio __ 

fi 

The following service table lists the type of assignments being employed. 
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Service Assignment Method 
Services 
Transmission System Operations Services 
Transmission EMS Services 

Energy Marketing Services Generation Ratio 
Market Forecasting Services Generation Ratio 
Load Forecasting Services Generation Ratio 
Generation Planning and Analysis Services 
Network Trouble and Dispatch Services 
Mapping and Records Management Services 
Electric Engineering Services 
Distribution Asset Management Services 
Substation ConstrLlction and Maintenance 
Services 
Budgeting Services 
Financial Planning Services 
Financial Systems 
Strategic Planning Services 
Internal Financial and Management Reporting 
Services 
External Financial Reporting Services 
Accounting and Reporting Services Departmental Charge Ratios ~ 

Sundry Billings Services 
Property Accounting Services 
Energy Marketing Accounting Services 
Revenue Accouiiting Services 
Payroll Services 
Tax Accounting, Compliance and Reporting 
Services 
Tax Planning Services 
Tax Special Pro-jects Services 
Audit Services Project Ratio 
Cash Management and Investment Services 

Corporate Finance Services 

Credit Administration Services ~~ ~ Generation Ratio 

Departmental Charge Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio Pro-ject Development Services ~ 

Electric Peak Load Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio 
Total Assets Ratio 
Departmental Charge Ratio 

Revenue, Total Assets and Number of Employees Ratios 
Direct Expense Ratio 
Number of Employees Ratio 
Departmental Charge Ratio 
Departmental Charge Ratios 

Departmental Charge Ratios 

Revenue, Total Assets and Number of Employees Ratios 
Total Assets Ratio 
Energy Marketing Ratio 
Retail Revenue Ratio 
Number of Employees Ratio 
Direct Expense Ratio 

Direct Expense Ratio 
Direct Charges Only 

Revenue, Total Assets, Number of Employees aiid Direct 
Expense Ratios 
Direct Expense Ratio 
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-g Controls Services 
Energy Mal keting Contract Administration 
Services 
Procurement aiid Major Contracts Services 
Strategic Sourcing Services 

Generation Ratio 
Generation Ratio 

Non-Fuel Material and Services Expenditures Ratio 
Non-Fuel Material and Services Expenditures Ratio 



N U.S. Services 

Service Assignment Method 
Materials Logistics Services Number of Transactions Ratio 
Sourcing Suppolt Services Non -Fuel Material and Services Expenditures Ratio 
Accounts Payable Services Number of Transactions Ratio - 

Supplier Diversity -~ Non-Fuel Material and Services Expenditures Ratio 
IT Corporate Functions Services 
IT Security and Administrative Services 
IT Enhancements 
IT Application Services 
IT Client Services 
IT Platform Services 
Legal Services Departmental Charge Ratio 
Compliance Services 
Environmental Affairs Services 
Regulatory Affairs Services Revenue Ratio 
Governinent Affairs Management Services 
Internal Communication Services 
External and Brand Corn~nunication Services 
Public Affairs Management Services (Corp 
Responsibility) 
Facilities and Building Services Departmental Charge Ratio - 

Security Services Departmental Charge Ratio 
Production Mail Services Number of Customers Ratio 
Document Services Number of Employees Ratio 
Right-of-way Services Number of Customers Ratio 
Transportation Services Transportation Resource Management System 

Chargeback Rates 
HR Compensation Services Number of Employees Ratio 
HR Benefits Services Number of Employees Ratio 
HR Health and Safety Services Number of Employees Ratio 
HR Organization Development and Training Number of Employees Ratio 
Services 
HR Services Number of Employees Ratio 
Technical and Safety Training Services Number of Employees Ratio 
Industrial Relations Management Services Contract Ratio 
Executive Management Services Departmental Charge Ratio 

Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 

Number of Employees Ratio 
Electric Peak Load Ratio 

Departmental Charge Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio 
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OVERVIEW 

Servco utilizes ORACLE or other financial systems in  which projectkask combinations are set up to equate 
to services. In some cases, departments have set up many projects/tasks that map to services. In inany cases, 
there is a one-to-one relationship between the projecthask and tlie service. The ORACLE system also 
automatically captures the home company (providing tlie service) and tlie charge company (receiving tlie 
service). Regardless of tlie method of reporting, charges related to specific services reside on the company 
receiving tlie service and therefore can be identified for billing purposes as well as for preparation of Servco 
financial statements. This ensures that: 

1. Separation of costs between regulated and noli-regulated affiliates will be maintained 
2. Intercompany transactions and related billings are structured so that non-regulated 

activities are not subsidized by regulated affiliates 
3.  Adequate audit trails exist on the books and records 

BILLING PO'L,ICIIES 

Billings for transactions between Servco and affiliates are issued on a timely basis with documentation 
sufficient to provide tlie receiving party with enough detail to understand tlie nature of the billing, tlie 
relevant components, and other information as required by affiliates. Financial settleinents for transactions 
are made within 30 days. Interest charges, which are based on market rates for similar tenors of similarly 
rated entities as of tlie date of tlie loan, may apply. 

ASSET TRANSFERS 

1Jnless otherwise permitted by regulatory authority or exception, (i) transfers or sales of assets from 
regulated affiliates to non-regulated affiliates will be priced at tlie gieater of cost or fair market value; (ii) 
transfers or sales of assets from non-regulated affiliates to regulated affiliates will be priced at tlie lower of 
cost or fair market value and (iii) transfers of assets between regulated affiliates shall be priced at no more 
than cost less depreciation. Settlement of liabilities will be treated in tlie same manner. 

TIME DISTRIBUTION 

Servco has three methods of distribution to record employee salaries and wages while providing services 
for tlie affiliated entities: Positive time reporting, allocation t ime 1-epoiliiig and exception time reporting. 
Each department's job activities will dictate tlie time reporting iiietliod wed. 
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Positive Time Reporting 

Positive time reporting or direct time reporting requires all employees in a department to track all 
chargeable hours every day. Time may be charged to the nearest quarter hour. 

Departments that have positive time reporting have labor-based activities that are easily trackable given the 
project/task code combinations noted above. All employees are given appropriate project numbers that are 
associated with the service that is being provided. The proper coding for- direct assignment of costs is on 
various soi.irce documents, including the Virtual Online Time System (VOLTS) and disbursement requests. 
Each department or project manager is responsible for ensuring employees charge tlie appropriate charge 
codes for the services performed. This form of time reporting is documented in  the VOLTS, which upon 
completion, is approved by the employees’ immediate supervisor. 

AIIocadion Time Reporting 

AI location time reporting allows for certain departmeiits to set rip a predefined allocation percentage to 
affiliated company projecthasks. This is typically the case when the department is transaction-based, 
therefore, performing routine, similar tasks benefiting multiple affiliates. Each department will use its ratio 
(see ratio assignment listing in section V) that was assigned by its Budget Coordinator to allocate the 
appropriate time to iiidividual charge iiumbers that are associated to that department’s services. Unless 
otherwise perinitted by regulatory authority or exception, the selection of ratios and tlie calculation of 
allocation percentages should be derived from or bear relationship to an empirical analysis of a prior 
representative period. These allocation percentages are reviewed on an annual basis to update to actual 
allocation percentages when needed. 

Exception Time Reporting 

If an employee was working on a coinpletely new project that had not been defined within the monthly or 
annual allocation process, then the employee would be given the new allocation with projecthsk code, 
update hisher time allocation accordingly and get hidher manager’s approval. If an allocation froin a 
previous pay period needs to be adjusted then that correction can be entered into the VOLTS by using the 
“in and out” function. 
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KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LG&E AND KU SERVICES COMPANY (E.ON IS GMBH) 

January 1,2010 - December 31,2010 

Exhibit No. VASCC-2L 

No. 11 Kentucky Utilities Company, d/b/a/ Old Dominion Power Company. shall tile an Annual Report of Affiliate Transactions 
indirectiy undertaken for the benefit of non-regulated affiliates with the Director of Public Utility AccotJnting 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1. 1999. 
Such report should include the following information: 
1) non-regulated affiliate's name; 
2) description of each type of service provided; 
3) dates that each type of service was provided; 
4) total dollar value (cost for each type of service provided); 
5) component costs of each type of service provided (i e , direcVindirect labor, fringe benefits, travelkouslng, materials, 

supplies, indirect miscellaneous expenses, equipmentlfaciiities charges, and overheads); 
6) profit component of each type of service and how profit component is delermined; and 
7) comparable market values and supporling documentation for each type of service provided 

- RESPONSES: 
1) LGBE and KU Services Company (E ON IS GmbH ) 

2 )  IT Organization Services 

3 )  IT Organization Services 

4) $ 4,6a4.23 

5 )  Component costs are: 

Software Implementation 

March, July 2010 

s 4.684.23 
s 4,684.23 

---I____ 

6) LGBE and KU Services Company's cost allocation policies are to use at-cost pricing for affiliate Ifansactions, withoul 
any profit component. 

Transfers or sales of assels, goods or sexices between KU and LGBE and KU Services Company are priced at cost, which 
approximates market value 

7) 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGLE AND KU SERVICES COMPANY (E.ON UK) 

January 1,2010 - December 31,2010 

Exhibit No VASCC-2M 

No I 1  Kentucky tltilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transaclions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public Utility Accountin(! 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1.1999. 
Such report should include the following information: 
1) non-regulated affiliate’s name; 
2) description of each type of service provided; 
3) dates that each type of service was provided, 
4) total dollar value (cost for each type of service provided), 
5) component costs of each type of service provided (i e , direcVindirect labor, fringe benefits, travel/housing, materials, 

supplies, indirect miscellaneous expenses, equipmenl/facilities charges, and overheads); 
6) profit component of each type of service and how profit component is determined: and 
7) comparable market values and supporting documentation for each type of service provided. 

RESPONSES: 
1) LGBE and KI I  Services Company (E ON tJK) 

2) Retail Business Services 

3) Relai! Business Services 

4) $ 7,163 67 

5) Component costs are: 

Direct - Indirect Labor 

January, February. March, June 2010 

s 7,463.67 
S 7,463.67 

6)  LGBE and KIJ Services Company’s cost allocation policies are to use at-cost pricing for affiliate transactions. without 
any profit component 

Transfers or sales ofassels, goods or sewices behveen KU and LGBE and KU Services Company are priced at cost, which 
approximates market value 

7) 



KENTUCKY UTILITIES COMPANY 
EXHIBIT INDEX 

FOR THE PERIOD JANUARY 1,2010 - DECEMBER 31,2010 

Exhibit VASCC - 1 LG&E and KU Services Company Intercompany Cost 
Attribution Matrix (KU Provider of Services) 

Annual Report of Affiliate Transactions with 
Louisville Gas and Electric Company 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (Western Kenlucky Energy Corp.) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (LGBE and KU Capital LLC) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (LG&E and KU Energy LLC) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (E ON Kraftwerke) 

Exhibit VASCC - 1A 

ExhibitVASCC ~ 18 

Exhibit VASCC - 1C 

Exhibit VASCC - 1 D 

Exhibit VASCC ~ 1 E 

Exhibit VASCC - 1F 

Exhibit VfiSCC - 2 

Exhibit VASCC - 2A 

Exhibit VASCC - 28 

Exhibit VASCC - 2C 

Exhibit VASCC - 2D 

Exhibit VASCC - 2E 

Exhibit VASCC - 2F 

Ewhiblt VASCC - 2G 

Exhibit VASCC - 21-1 

Exhibit VASCC - 21 

Exhibit VASCC - 2J 

Exhibit VASCC - 2K 

Exhibit VASCC - 2L 

Exhibit VASCC - 2M 

LG&E and KU Services Company Intercompany Cost 
Attribution Matrix (KU Recipient of Services) 

Annual Report of Affiliate Transactions with 
Louisville Gas and Electric Company 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company 

Annual Report of Affiliate Transactions with 
LG&E and KIJ Services Company (LG&E and KU Capital LLC) 

AnniJal Report of Affiliate Transactions with 
LG&E and KU Services Company (Western Kentucky Energy Corp ) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (LG&E Energy Marketing Inc ) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Ccmpany (LG&E International Inc) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (LG&E and KU Energy LLC) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (PPL) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (E ON AG) 

Annual Report of Affiliate Transactions with 
LGBE and KU Services Company (E ON Engineering Corp ) 

Anntiai Report of Affiliate Transaclions with 
LG&E and KU Services Company ( E O N  Engineering Limited) 

Annual Report of Affiliate Transactions with 
LG&E and KU Services Company (E O N  IS Gmbti) 

Annual Report of Affiliate Transactions with 
LG&E and KIJ Services Company (E.ON UK) 





KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LO1JISVILLE GAS AND ELECTRIC COMPANY 

January 1,2010 . December 31,2010 

go 10 Kentucky Utililies Company, d/b/a/ Old Dominion Power Company, sliall file an Annual Report of Afflliate Transactions 
undertaken with Louisville Gas and Electric Company and LGBE and KU Services Company with the Director of 
Public Utility Accounting of the Commission by no later than May 1 of each year, for the preceding calendar year, 
beginning May 1, 1999 Such report should inctJde the following information: 
1) affiliate's name; 
2) description of each aKlliate arrangementlagreement; 
3) dales of each affiliate arrangernentlagreernenl: 
4) total dollar amount of each affiliate arrangernentlagreement: 
5 )  component costs of each arrangementlagreemen! where services are provided to an affiliate (i e , direcVindirect 

labor, fringe benefits, travel/housing. materials, supplies, indirect miscellaneous expenses, equipmentlfacilities 
charges, and overheads); 

component is determined; 
6) profit component of each arrangementlagreement where services are provided lo an affiliate and how such 

7) comparable market values and documentat<on related to each arrangementlagreement; 
8 )  percenUdoilar amount of each affiliate arrangemenbgreement charged to expense andlor capital accounts: 
9) allocation baseslfacton for allocated costs; 
10) list and description of each utility asset transfer over $250,000; and 
11) list by functional group of utility assets transfers valued less than S250.000 

Exhibit No VASCC-1A 

RESPONSES: 
Louisville Gas and Electric Company 

Services Agreement Case Nos. PUA970048, PUA000050 

May 4 1996 B January 1,2001 

$ 68,177.623.54 

Component costs are: 

Direct - Indirect Labor 
Fringe BenefWOverheads 
EquiprnenVFacilities 
Materials/F uels 
Outside Services 
Indirect Miscellaneous Expenses (Vouchers) 
Capital Expenditures 
Power SaleslPurchases 

$ 748,134.99 
$ 138.43853 
I 442,834.16 
S 618,461.98 
S 1,964,969 65 
S 27,060.530.93 
S 23.428.699.79 . .  
S 13.775.333.51. 
S 68.177.623.54 

LGBE and KU's cost allocation policies are to use at-cost pricing for affiliate transactions, without any profit component 

Transfers or sales of assets, goods or services between KLJ and LGBE are priced at cost, which approximatcs 
market value 

All costs charged to LG&E are charged to Intercompany accoiints The breakdown of services provided by KU for 
LGBE consists of 34 36% Capital expense with a cost of $23,128,899.79 and 65 61% OBM expense with a cost of 
$41,748,723 75 

Allocation percentages for overhead calculations on labor as applicable in 2010 are as follows: 
Part-Time Labor 106 89% 
Temporary Labor 19 04% 
Full-Time Labor 108.89% 

Allocation percentages lor overhead calculations on material issued from inventory in 2010 are as follows: 
Stores. Freight B Handling - T B D 
Stores. Freight B Handling - Production 

23.00% 
23 00% 

Allocation percentages on labor and non-labor :or capital projects in 2010 are as follows: 
Construction Overheads - Distribution 14.00% 
Conslruction Overheads ~ ProdJction 2 32% 
ConstrucUon Overheads ~ Transmission 15 00% 
Administrative and General 2.40% 

Allocation percentages for overhead calculations on all labor from departments to which a vehide is assigned for 2010 are as follows: 
TRMS 13 30% 

There wcrc no asset transfers ovcr $250,000 

1 I) Transfer of construction equipment from KU to LG&E for $93,248 00 



Exhibit No VASCC-18 
KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGCE AND KU SERVICES COMPANY 
January 'I, 2010 - December 3?, 2010 

Kentucky Lltilities Company, d/b/a Old Dominion Power Company, shall file a n  Annual Report of Affiliate Transaclions 
undenaken with Louisville Gas and Electric Company and LGBE and KU Services Company with the Director of Public 
Utility Accounting of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning 
May 1, I 999 Such report should include the following information: 
1) affiliate's name: 
2) description of each affiliate arrangemenffagreement; 
3) dates of each affiliate arrangemenffapreement; 
4) total dollar amount of each affiliate anangernenVagreement; 
5) component costs of each arrangemenffagreement where services are provided to an affiliate (i e , directllndirect 

No 10 

labor, fringe benefits, travellhousing, materials. supplies, Indirect miscellaneous expenses, equipmerifffacilities 
charges, and overheads); 

component is determined: 
6) profit component of each arrangemenVagreement where services are provided to an afiliate and how scch 

7) comparable market values and documentat;on related to each enangementlagrecmcnt; 
8) percenffdollar amount of each affiliate arrangemenffagreement charged to expense andlor capital accounts; 
9) allocation baseslfactors for allocated costs: 
10) list and description of each llfility asset transfer over $250,000; and 
11) list by functional group of utility assets transfers valued less than 5250,000 

RESPONSES: 
7 )  LGBE and KU Services Company 

2) 

3) January 1,2001 

4) $ 451,889,064 83 

Services Agreement Case No PUA000050 

5)  Component costs are: 

Direct - Indirect Labor 
Fringe BenefitslQverheads 
EquipmenVFacilities 
MaterlalslFuels 
Outside Sewicos 
indirect Miscellaneous Expenses (Vouchers) 
Capital Expenditures 

$ 256,77329 
$ 33,954 26 
8 22,496 75 
9 449.225.530 69 
$ 20.747 51 
S 2.306.037 32 

LG&E and KU Services Company's Cost allocation policies are to use at-cost pricing for affiliate transactions, without 
any profit component 

Transfers or sales of assels, goods or Services behveen KU and LGBE and K U  Services Company are priced at cost. which 
approximates market value 

All costs charged to LGBE and KU Services Company are charged to intercompany accounts The breakdown of sewices 
provided by KU for LGCE and KU Services COTpany consists of ,005% Capital expense with a cost of $23,525 01 and 
99 995% OBM expense with a cost of $451,865,539 82 

Allocation percentages for overhead calculations on labor as applicable ir. 20.10 are as follows: 
Part-Time Labor 108 89% 
Temporary labor 19 04% 
Full-Time Labor 108 89% 

Allocation percentages for overhead calculations on mateiial issued from inventoiy in 2010 are as follows: 
Stores, Freight B Handling - T B D 23 00% 

23 00% Stores, Freight 8. Handling - Production 

Allocation percontacp on labor and non-labor for capital projects in 2010 are as follows: 
Construction Overheads - Distribution 14 00% 
Construction Overheads - Production 2 32% 
Construction Overheads - Transmission 15 00% 
Administrative and General 2 40% 

Allocation percentages for overhead calculations on all labor from departrncn:s to which a vehicle is assigned for 2010 are as follows: 
TRMS 13 30% 

10) 

11) 

There were no utility asset transfers over $250 000 

There wcie no utility asset transfers less than 5250.000 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LG&E A N D  KU SERVICES COMPANY (WESTERN KENTUCKY ENERGY CORP.) 

January 1,2010 -December 31,2010 

No 11 Kcntucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public lltiiity Accounbng 
of the Commission by no later than May 1 of each year, for !he preceding calendar year, beginning May 1 ,  1993 
Such report should include the following informa;ion: 
1) non-regulated affiliate's name: 
2) description of each type of service provlded; 
3) dates that each type of service was provided; 
4) total dollar value (cost for each type of service provided): 
5) component costs of each type of service provided (i e ,  direcVindirect labor. fringe benefits, travellhouslng, materials. 

supplies, indirect miscellaneous expenses, equipmenVfacilities charges, and overheads); 
6) profit component of each type of service and how profit component is determined. and 
7) comparable market values and supporting documentztion for each type of service provided 

Exhibit No. VASCC-IC 

- RESPONSES: 
1) LG&E and KU Services Company (Westerr) Kentucky Energy Corp ) 

2) Distribution Operations Services 
Energy Services 
HR Services 
IT Organization Services 

3) Distribution Operations Services 
Energy Services 
HR Services 
IT Organization Services 

4) Distribution Operations Services 
Energy Services 
HR Services 
IT Organization Services 

5) Component costs are: 

Direct - Indirect Labor 
Fringe Benefits/Overheads 
EquipmenVFacilities 
MaterialslFuels 
Outside Services 
Indirect Miscellaneous Expeoses (Vouchers) 
Capital Expenditures 

July 2010 
January ~ November2010 
August 201 0 
April 2010 

$ 255 60 
$ 30,516 77 
$ 146 27 
9 1,763.58 
a 3 2 . 6 8 z  

S 4,481 69 
$ 
5 26,250 68 
$ 
$ 146 27 
9 1,763 58 
$ 
6 32,682.22 

6) LG&E and KU Services Company's cos! allocation policies are to use at-cost pricing for affiliate transactions, withoui 
any profit component. 

Transfers or sales of assets, goods or services behveen KU and LG&E and KU Services Company are priced at cost, which 
approximates market value 

71 



KENTUCKY 1JTlLlTlES COMPANY 
Exhibit No VASCC.lD 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGBE AND KU SERVICES COMPANY (LG&E AND KU CAPITAL LLC) 

January 1,2010 -December 31,2010 

No 11 Kentucky tJtilities Company, d/b/a/ Old Dommion Power Company, shall tile an Annual Report of Aftiiiate Transactions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public Utility Accounting Of 
the Commission by no later than May 1 o f  each year, for the preceding calendar year, beginning May 1, 1999 
Such reporf should include the following information: 
1) non-regulated affiliate's name; 
2) description of eacti type of service provided: 
3) dates mat each type of service was proviced. 
4 )  total dollar value (cost for each cype of service provided); 
5) component costs of each type of service provided (i e.. direcuindirect labor. frlnge benefits. travelihousirlg, materials. 

6) profit component of each type of service 2nd how profit componenl is determined; and 
7) comparable market values and supporting documen:ation for each type of service provided 

supplies, Indirect mlscellaneous expenses, equiprnentffacllitles charges, and overheads); 

RESPONSES: 
~~ ~~ 

LG8E and KU Services Company (LG&E and KU Capital LLC) 

Audit Services 
Compliance. Legal. and Environmental Affai:s Services 
Disfrtbution Operations Services 
Energy Services 
Executive Management Services 
HR Services 
IT Organization Services 
Operating Services 
Retail Business Services 
Transporlalion Services 

Audit Services 
Compliance, Legal, and Environmental Affairs Services 
Distribution Operations Services 
Energy Services 
Executive Management Services 
HR Services 
IT Organization Services 
Operating Services 
Retail Busmess Services 
Transportation Services 

Audit Services 
Compliance, Legal, and Environmental Affails Services 
Distribution Operations Services 
Energy Services 
Executive Management Services 
HR Services 
IT Organization Services 
Operating Services 
Retail Business Services 
Transpor'ation Services 

Component costs are' 

Direct - Indirect Labor 
Fringe BenefiWOverheads 
EquipmenUFacilities 
MaterialslFuels 
Ou!side Services 
Indirect Mtscellaneous Expenses (Vouchers) 
Capital Expenditures 

May2010 
January, September 2010 
March. April, July. OFtober 2010 
January. December 2010 
January- December 2010 
January- December 2010 
January - December 2010 
February 20 10 
April 2010 
October. December2010 

S 23 04 
5 90,720 69 
s 521.36 
5 121,66602 
5 4,770 79 
5 31,053 86 
$ 1,361 06 
$ 21.35 
$ 15 96 
5 6,938.83 
S 259,092.96 

S 45,450 69 
S 15,674 80 
s 3,804 13 
$ 1.351 28 
$ 121.88595 
5 69,610 73 
$ 1.315.38 
$ 259.092.96 

LGgE and KU Services Company's cost allocation policies are to use at-cost pricing for affiliate Lransactions. without 
any profit component 

Translers or sales of assets, goods or  services between KU and LG&E and KIJ Services Company are pr iced  at Cost which 
approximates marhet value 



KENTUCKY IJTIL.1TIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
L G W  AND KU SERVICES COMPANY (LG&EAND KU ENERGY LLC) 

January 1,2010 - December 31,2010 

Ewhibit No VASCC-IE 

No. 11 Kentucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public IJtility Accounting of 
the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1 I 1999. 
Such report shoiJId include the following information: 
1) non-regulated affiliate's name, 
2) description of each type of service provided, 
3) dates that each type of service was provided; 
4) total dollar value (cos; for each type of service provided), 
5) component costs of each type of service provided (i e., directhndirect labor, fringe benefits, travellhousing, materials, 

supplies, indirect miscellaneous expenses, equipment/facililies charges, and overheads); 
6) profit component of each type of service and how profit component is determined; and 
7) comparable market values and supporting documentation for each type of service provided. 

RESPONSES: 
'1 ) CGBE and KIJ Services Company (LG&E and KU Energy LLC) 

2) 

3) 

4) $ 32,397,623.00 

5) Component costs are: 

Direct -Indirect Labor 
Fringe BenefitsiOverheads 
EquiprnenVFacilities 
MaterialslFuels 
Outside Services 
Indirect Miscellaneous Expenses (Vouchers) 
Tax Settlements 
Capital Expenditures 

Corporate Tax and Payroll Organization Services 

Corporate Tax and Payroll Organization Services April, July. September, October, December 2010 

S 
S 
S 
S 
s 
S 
S 32,397,623 00 
$ 
$ 32.397.623.00 

6) LG&E and KU Services Company's cost allocation policies are lo use at-cost pricing for affiliate transactions, without 
any profit component. 

Transfers or sales of assets, goods or SeMices between KU and LG&E and KU Services Company are priced at cost, which 
approximates market value. 

7) 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGZLE AND KU SERVICES COMPANY (E.ON Kraftwc-rke) 

January 1,2010 -December 31,2010 

Exhibit No VASCC-IF 

No 1 1 Kentucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly underteken for the benefit of ncn-regulated affiliates wifh Ihe Director of Public Utility Accounting of 
the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1, 1999 
Such report should include the following information: 
1) non-regulated affiliate’s name; 
2) description of each type of service provided: 
3) dates that each type of service was provided; 
4) total dollar value (cost for each type of service provided): 
5 )  component costs of each type of service provided (i.e., direcVindirect labor, fringe benefits, travel/housing, materials. 

supplies, indirect miscellaneous expenses, equipmenVfacilities charges, and overheads); 
6) profit component of each type of service and how profit component is determined; and 
7) cornpaiable market values and supporting documentation for each type of service provided 

RESPONSES: 
1) 

2) Energy Services 

LG&E and KlJ Services Company (E.ON Kraftwerke) 

3) Energy Services 

4) $ 114,105 52 

5 )  Component costs are: 

Direct Indirect Labor 
Moving Expenses 

January ~ May, October 2010 

8 107.581 34 
s 6,524.18 
$ 114.105.52 

6) LG&E and KU Services Company’s cost aliocation policies are to use at-cost pricing for affiliate transactions, without 
any profit component 

Transfers or sales of assets. goods or services between KU and LGBE and KIJ Services Company are priced at cost, which 
approximates market value 

7) 





KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LOUISVILLE GAS AND ELECTRIC COMPANY 

January 1, 20<0 -December 31, 2010 

Exhibit No VASCC-ZA 

No 10 Kentucky Utilities Company, dMa l  Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
undertaken with Louisville Gas and Electric Company and LG&E and KU Services Company with the Director Of Pablic LJtiIity 
Accounting of the Commission by no later than  May 1 of each year, for the preceding calendar year, beginning May 1 ,  1999 
Such report should include the following informalion: 
1) affiliate's name: 
2) description of each affiliate arrangernenflaarecment; 
3) dates of each affiliate arrangernenflagreenent; 
4) total dollar amount of each affiliate arrangementlagreement: 
5) component costs of each arrangemenwagreement where services are provided to an affiliate (i e ,  direcUindirect labor, fringe 

benefits, travel/housing, materials, supplies, indirect miscellaneous expenses, equipmenflfacllities charges. and overheads), 
6) profit component of each arrangemenwagreement where services are provided to an affiliate and how such component is determined; 
7) comparable market values and documentation related to each arrangementlagreement; 
6 )  percenildollar amount of each affiliate arrangemenilagreement charged to expense and/or czpital accounts; 
9) allocation baseslfactors for allocated costs; 
10) list and description 01 each utility asset transfer over $250,000; and 
11) list by functional group of utility assets transfers valued less than $250,000 

RESPONSES: 
1) Louisville Gas and Electric Company 

2) Servces Agreement Case Nos PUA970048, PlJAOO0050 

3) Mzy 4, 1998 &January 1,2001 

4) $257391.177 87 

5) Componen! costs are 

Direc! - Indirect Labor $ 935.15833 
Fringe BenefitslOverheads $ (450,468 97) 
EquipmenffFacilttles $ 2,451,176 69 
Materials/Fuels 8 53,983,412 83 
Outside Services S 2,539,379 06 
Indirect Miscellaneous Expenses (Vouchers) S 65,214,260 10 
Capital Expenditures $ 33,641,667 33 

$ 93,275,772.30 
$ 257,591.177.67 

LG&E and KU's cost allocation policies a re  to use at-cost pricing for affiliate transactions, without any profit component 

Transfers or sales of assets. goods or services between KU and LGgE are priced at cost. which approxlrnates 
market value 

All costs received from LG&E are charged to the appropria:e expense or capital account depending on the Service 
performed for KU Total Capital expense was 13 06% with a cost of $33,611,867 33 and total O&M expense was 66 94% 
with a cost of $223,949,310 54 

Allocation percentages for overhead calculations on labor as applicable in 2010 are as follows: 
Part-lime Labor 109 28% 
Temporary Labor 19 33% 
Full-Time Labor 109 28% 

Allocation percentages for overhead calculations on material issued from inventory in 2010 are as follOvJS: 
Stores, Freight & Handling - T & D 
S!ores, Freight & Handling - Production 

14 50% 
14 50% 

AIIocstion percentages on labor and non-labor for capital projects in 2010 are as follows: 
Construction Overheads ~ Distribution 12 00% 
Construction Overheads - Production 0 65% 
Construction Overheads - Transmission 15 00% 
Administrative and General 1.70% 

Allocation percentages for overhead calculations on all labor from departments to which a vehicle is assigned for 2010 are as follows: 
TRMS 6 60% 

10) 

11) 

There were no asset transfers over $250,000 

Transfer cf transformer from LG&E to KCI for 52,250 
Transfsr of circuit breaker from LG&E to KU for $71.305 26 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGBE AND KU SERVICES COMPANY 
January 1,2010 - December 31,2010 

Exhibit NO. VASCC-28 

No. I O  Kentucky lltilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
undertaken with Louisville Gas and Electric Company and LG&E and KU Services Company with the Director of Public Utility 
Accounting of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1, 1999 
Such report should include the following information: 
1) affiliate's name: 
2) description of each affiliate arrangemenffagreemenl; 
3) dales o f  each affiliate arrangemenUagreement; 
4) total dollar amount of each affiliate arrangemenVagreement; 
5) component costs of each arrangemenuagreement where services are provided to an affiliate (Le., direcffindirect labor, fringe 

benefits, traveVhousing, materials, supplies, indirect miscellaneous expenses, equiprnenfffacilities charges, and overheads); 
6) profit component of each arrangemenyagreement where services are provided lo an affiliate and how such component is determined, 
7) comparable market values and documentation related to each arrangemenffagreement; 
8) percenffdollar amount of each affiliate arrangemenuagreement charged to expense andlor capital accounts; 
9) allocation bases/factors for allocated costs; 
10) list and description of each utility assst transfer over 5250,000; and 
1 1) list by functional group of utility assets transfers valued less than 5250,000. 

R EsPONSES: 
LG&E and KlJ Services Company 

Services Agreement Case No PlJA000050 

January 1, 200 1 

$644,822,401 "96 

Component costs are: 

Direct - Indirect Labor $ 42,958.190.34 
Fringe BenefitslOverheads $ 50,091,547.55 
Equipmenufacilities $ 15,864,254.33 
MaterialslFuels $ 453,651,106 07 
Outside Services $ 22,707,944.01 
Indirect Miscellaneous Expenses (Vouchers) $ 21,693,925 16 
Capital Expenditures 

LG&E and K U  Services Company's cost a1:ocation policies are to use at-cost pricing for affiliate transactions, without 
any profit component. 

Transfers or sales of assets, goods or services between KU and LG&E and KU Services Company are priced at cost. which 
approximates market value. 

All costs received from LG&E and KU Services Company are charged to the appropriate expense or capital account depending on the 
service performed for KU Tolal Capital expense was 5 87% with a cost of $37,855,434.50 and total OBM expense was 94.13% 
with a cost of $606,966,967 46 

Allocation percentages for overhead calculations or! labor as applicable in 2010 are as follows: 
Part-Time Labor 92.61% 
Temporary Labor 25.67% 
Full-Time Labor 92 61% 

Allocation percentages for overhead calculations on  all labor from deparlments to which a vehicle is assigned for 2010 are as follows: 
TRMS 2.70% 

There were no utility asset transfers over $250,000. 

There were no utility asset transfers under $250,000. 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGBE AND KU SERVICES COMPANY (LG&E AND KU CAPITAL LLC) 

January 1,2010 -December 31,2010 

No. 11 Kentucky Utililies Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public Utility Accounting 
of the Commission by no later than May f of each year, for the preceding calendar year, beginning May 1, 1999 
Such report should include the following inf0:mation: 
1)  non-regulated affiliate's name: 
2) description of each type of sewice provided; 
3) dates that each type of service was proviced; 
4) total dollar value (cost for each type of service provided); 
5 )  component costs of each type of service provided (i e , directiindirect labor, fringe benefils, travelhousing, materials 

6) profit component of each type of service and how profit component is determined; and 
7) comparable market Values and supportinc documentation for each type of service provided 

supplies, Indirect miscellaneous expenses, equipmenVfacllilies charges, and overheads); 

RESPONSES: 
1) LGhE and KU Services Company (LG8E and KU Capital LLC) 

2) Compliance, Legal, and Environmental Affairs Services 
Corporate Communications and Public Affairs Management Services 
Corporate Finance and Treasury Services 
Distribution Operations Services 
Energy Services 
HR Services 
IT Organization Services 
Regulatory Affairs and Government Affairs Management Services 
Retail Business Services 
Supply Chain and Logistics Services 

3)  

4)  

5) 

Compliance. Legal, and Environmental Affairs Services 
Corporate Communications and Public Affairs Management Services 
Corporate Finance and Treasury Services 
Distribution Operations Services 
Energy Services 
HR Services 
TT Organization Services 
Regulatory Affairs and Government Affairs Management Services 
Retail Business Services 
Supply Chain and L0gislic.s Services 

Compliance, Legal, and Environmental Affairs Services 
Corporate Communications and Public Affairs Management Services 
Corporate Finance and Treasury Services 
Distribution Operations Services 
Energy Services 
HR Services 
IT Organizalion Services 
Regulatory Affairs and Government Affairs Management Services 
Retail Business Services 
Supply Chain and Logistics Services 

Component costs are: 

Direct . Indirect Labor 
Fringe BenefitslOverheads 
EquipmenUFacilities 
MaterialslFuels 
Outside Services 
Indirect Miscellaneous Expenses (Vouchers] 
Capital Expenditures 

Exhibit No VASCC-2C 

April, July, AUQUS~. September 201 0 
July 201 0 
June, August 2010 
June 2010 
March, September 2010 
April 2010 
July, September. October 2010 
June, August. September, December 20 10 
April. June, August. September, Octcber 2010 
May 201 0 

$ 36,246.85 
$ 33,500 00 
$ 123 29 
$ 9 38 
$ 62,741 16 
$ 10,677.08 
$ 950 81 
5 820 44 
S 2.049 94 
- 5 2.80 
5 147,121.75 

$ (5,985 24) 
$ 
5 98 00 
$ 405 77 
$ 36,00000 

$ 32.461.42 
$ 147.121.75 

$ EJ,M 1 aa 

LG&E and KU Services Company's cost allocation policies are to use at-cost pricing for affiliate transactions, without 
any profit component 

Transfers o;sales of assets goods or sewices between KU and t.G&E and KLJ Services Company are priced at ccst, which 
approximates market Value 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LG&E AND KU SERVICES COMPANY (WESTERN KENTUCKY ENERGY CORP.) 

January 1,2010 -December 31,2010 

Exhibit No VASCC-ZD 

No 11 Kentucky Utilities Company, d/b/a/ Old Dsminion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public LJtitity Accounting 
of the Commission by no later than May : of each year, for the preceding calendar year, beginning May 1, 1999. 
Such report should include the following informalion: 
1) non-regulated affiliate's name; 
2) description of each type of service provided: 
3) dates that each type of service was provided; 
4) total dollar value (cost for each type of service provided); 
5) component costs of each type of service provided (i e , directlndrrecl labor, fringe benefits. travellhousing. materials. 

supplies, indirect miscellaneous expenses, equipmenfffacilities charges, and overheads), 
6) profit component of each type of service and how profit component is determined; a n d  
7) comparable market values and supporting documentation for each type of service provided. 

RESPONSES: 
1) LGBE and KU Services Company (Western Kentucky Energy Corp.) 

2) Distribu!ion Operations Services 
Energy Services 
HR Services 
Supply Chain and Logistics Services 

3) 

4) 

5) 

Distribution Operations Services 
Energy Sewices 
tiR Services 
Supply Chain and Logistics Services 

Distribu:ion Operations Services 
Energy Services 
HR Services 
Supply Chain and LogisD'cs Services 

Component costs are: 

Direct - Indirect Labor 
Fringe Benefits/Overheads 
EquipmenffFacilities 
MateriaIslFuels 
Outside Services 
Indirect Miscellaneous Expenses (Vouchers) 
Capital Expenditures 

July 2010 
March, August 20 10 
October 201 0 
August 20 10 

$ 255 60 
f 1,372 72 
$ 4.938 00 
$ (7,371,891 
S 5,194.43 - 

6. 3 

s (1,371 06) 
$ 
$ 5,194.43 

LGBE and KU Services Company's mst allocation policies are to use at-cost pricing for affiliate transactions, \viihO!Jt 

any profit component 

Transfers or sales o f  assets, goods or services between KU and LGBE and KU Services Company are priced at cost, which 
approximates market value 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LG&E AND K U  SERVICES COMPANY (LGLE ENERGY MARKETING INC.) 

January 1,2010 - I l ecember l l ,  2010 

Exhibit No VASCC-ZE 

No. 11 Kentucky Utilities Company, dibial Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public Utility Accounting 
of the Commission by no later than May  1 of each year, for the preceding calendar year, beginning May  1,1999. 
Such report should include the following information: 
1) non-regulated affiliate's name; 
2) description of each type of service provided; 
3) dates that each type of service w a s  provided; 
4) total dollar value (cost for each type of service provided); 
5) component wsts of each lype of service provided (i e , directlndirect labor, fringe benefits, travel/housing. materials, 

supplies, indirect miscellaneous expenses, equipmenfffacilities charges, and overheads); 
6) profit component of each type of service and how profit component is determined; and 
7) comparable market values and supporting documentation for each lype of service provided 

RESPONSES: 
1) LG&E and KIJ Services Company (LGLE Energy Marketing Inc ) 

3) 

2) Audit Services 
Energy Services 
HR Services 
IT Organization Services 

4) 

5 )  

Audit Services 
Energy Services 
HR Services 
IT Organization Services 

Audit Services 
Energy Services 
HR Services 
IT Organization Services 

Comporient costs are: 

Direct - Indirect Labor 
Fringe BenefitslOverheads 
EquipmenUFacilities 
Materials/Fuels 
Outside Services 
Indirect Miscellaneous Expenses (Vouchers) 
Capital Expenditures 

June 2010 
March, June 2010 
June 2010 
June 2010 

s 1,582 26 
s (1,632 91) 
$ 103.41 
s 0.16 
s 52.92 

S (6,839.09) 
S 
S 
S 
S 
$ 1 24 
S 6,890.77 
$ 52.92 
--- 

LG&E and KU Services Company's cost allocation policies are to use at-cost pricing for afliliate transactions, without 
any profit component 

Transfers or sales of assets, goods or services between KU and LG&E and KU Services Company are priced at cost, which 
approximates market value 



KENTUCKY UTILITIES COMPANY 

ANNUAL. REPORT OF AFFILIATE 'TRANSACTIONS WITH 
LGLE AND KU SERVICES COMPANY (LGZLE INTERNATIONAL INC.) 

January i ,  2010 - DecemberJ?, 2010 

Exhibit No VASCC-ZF 

No 11 Kentucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Afiiliate Transactions 
indirectly undertaken for the benefit of non-regulated affiliates with the Director of Public Utility Accounting 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1. 1999 
Such report should include the following information: 
1) non-regulated affiliate's name; 
2) description of each type of service provided; 
3) dates that esch type of service was provided: 
4)  total dollar value (cost for each type of service provided); 
5) component costs of each type of service provided (i,e., directhdirect labor, fringe benefits, travellhousing, materials. 

supplies, indirect miscellaneous expenses, equipmenVfacilities charges, and overheads) ; 
6) profit component of each type of service and how profit component is determined; and 
7) comparable market values and supporting documentation for each type of service provided 

RESPONSES: 
1) LG&E and KU Services Company (LG&E International Inc.) 

2) HR Services 

3 )  HR Services 

4) !$ 152 00 

5) Component cosk are: 

Direct - Indirect Labor 
Fringe BenefilslOverheads 
EquipmenffFaciiities 
MaterialslFuels 
Outside Services 
Indirect Miscellaneous Expenses (Vouchers) 
Capital Expenditures 

October 2010 

5 152 00 
5 
s 
$ 
$ 
$ 
$ 
$ 152.00 

6)  LG&E and KU Services Company's cost allocation policies are to use at-cost pricing for affiliate transactions, without 
any proiit Component 

Transfers or sales of assets, goods or services between KU and LG&E and KU Services Company are priced at cost. which 
approximates market value 

7) 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFtLlATE ‘TRANSACTIONS WITH 
LG&E AND KU SERVICES COMPANY (LGBE AND KU ENERGY LLC) 

January 1,2010 - December 31, 2010 

Exhibit No. VASCC-ZG 

No I 1  Kentucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of non-regulated alliates with the Director of Public Utility Accounting 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1, 1999. 
Such report should include the following information: 
1) non-regulated affiliate’s name; 
2) descriplion of each type of service provided; 
3) dales ihat each type of service was provided; 
4) total dollar value (cost for each type of service provided); 
5 )  component costs of each type of service provided (i e., directhndirect labor, fringe benefits, travellhousing. materials. 

6) profit component of each type of service arid how profit component is determined; and 
7) comparable market values and supporting documentation for each type of service provided 

supplies, indirect rniscelianeous expenses, equipmenVfaciiities charges, and overheads): 

RESPONSES: 
1) 

2 )  

LG&E and KU Services Company ( L G E  and KU Energy LLC) 

Corporate Finance and TreasiJry Services 
Corporate Tax and Payroll Organization Services 

3 )  Corporate Finance and Treasury Services 
Corporate Tax and Payroll Organization Services 

Corporate Finance and Treasury Services 
Corporate Tax and Payroll Organization Services 

4)  

5 )  Component costs are: 

Direct - Indirect labor 
Fringe BenefitslOverheads 
EquiprnentlFacilities 
MaterialslFuels 
Outside Services 
Indirect Miscellaneous Expenses (Vouchers) 
Tax Settlements 
Capital Expenditures 

January. December 2010 
March. April, June, September, October 2010 

S 119,485 21 
S 94,339,264.64 
s 94.458.749.85 

.~ 

$ 
$ 
$ 
$ 
$ 
$ 119,48521 
S 94,339,264 64 
S 
s 94,458.749.85 
- 

6) LG&E and KLJ Services Company’s cost allocation policies are lo use at-cost pricing for affiliate transactions, without 
any profit component. 

Transfers or sales of assets, goods or services between KU and LG&E and KU Services Company are priced at cost. which 
approximates market value 

7) 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT O F  AFFILIATE TRANSACTIONS WITH 
LG&E AND KU SERViCES COMPANY (PPL) 

January 1 ,  2010 - December 31,2010 

Exhibit No VASCC-2H 

No 1 1 Kentucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken fur the benefit of ncn-regulated affiliates with the Director of Public Utility Accountinp 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May I ,  1999 
Such report should include the following information: 
1) non-regulated affiliate's name; 
2) description of each type of service provided; 
3) dates that each type of service was provided; 
4) total dollar value (cost for each type o i  service provided); 
5) component costs of each type of service provided (i.e., directfindirect labor, fringe benefits. travel/housing, materials, 

supplies. indirect miscellaneous expenses, equipmenVfacilities charges, and overheads): 
6) profit component of each type of service and how profit component is determined; and  
7) comparable market values 2nd supporting documentation for each type of service provided 

RESPONSES: 
1) LG&E and KU Services Company (PPL) 

2) 

3) 

Corporate Finance and  Treasury Services 

Corporate Finance and Treasury Services 

4) s 817.45447 

5) Component costs are: 

Insurance Charges 
Letter of Credit Fees 
Debt Financing Fees 

November - December 2010 

$ 57,553 16 
s 288 06 
$ 759,613.25 
s 817,454.47 
_I 

6 )  LG&E and KU Services Company's cost allocation policies are to use at-cost pricing for affiliate transactions, without 
any profit component. 

Transfers or sales of assets, goods or services b e h e n  KU and LG&E and KU Services Company are priced at cost, which 
approximates market value 

7) 



KENTUCKY UTILITIES COMPANY 
Exhibi! No VASCC-21 

ANNUAL R E P O R T  OF AFFILIATE TRANSACTIONS WITH 
LGBE AND K U  SERVICES COMPANY (E.ON AG) 

January 1,2010 - December 31,2010 

No 11 Kentucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of ncn-regulated affiliates with the Director of Public Utility Accountina 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May I .  1999 
Such report should include the following information: 
1) non-regulated affiliale's name; 
2) description of each type of service provided; 
3) dates that each type of service w a s  provided; 
4) total dollar value (cost for each type of service provided), 
5) componenl costs of each type of servize provided (i e , direcVindirect labor, fringe benefits, travellhcusing materials, 

supplies. indirect miscellaneous expenses, equipmentlfacilities charges, and overheads); 
6) profit component of each type of sewice and how profit component is determined; and 
7) comparable market values and supporting documentation for each type of service provided 

RESPONSES: 
1) 

2) IT Organization Services 

LG&E and KU Scrvices Company (€.ON AG) 

Finance and Corporate Developmerit Seivices 

3) IT Organization Services 
Finance and Corporate Deveiopment Services 

4 )  s 45 1,082 04 

5) Component costs are: 

Software Licenses 
Direct - Indirect Labor 

March 2010 
January - October 2010 

S 759,912 99 
S (308,830.95) 
$ 451.082.04 

6 )  L.G&E and KU Services Company's cost allocation golicies are to use at-cost pricing for affiliate transactions. without 
any profil component 

Transfers or sales of assets. goods o r  services behueen KU and LGBE and KLJ Services Company are priced at cost, which 
approximates market value 

7) 



KENTLJCKY UTILITIES COMPANY 

ANNlJAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGLE AND KU SERVICES INC. (E.0N ENGINEERING CORP) 

January 1,2010 - December31,2010 

Exhibit No VASCC-PJ 

NO I 1 Kentucky Utilities Company, dlblal Old Dominion Power Company. shall file an Annual Report of Affiliate Transactions 
indirectly undertaken for the benefit of non-regulated affliates with the Director of Public Utility Accounting 
of tlic Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1, 1999 
Such report should include the following infomation: 
1) non-regulated affiliate's name; 
2) description of each type of service provided; 
3) da:es that each type of service was proviced; 
4) total dollar value (cast for each type of Service provided); 
5) component costs of each type of service provided (i e , directhndirect labor, fringe benefits. travevhousing, materials. 

supplies, indirect miscellaneous expenses. equipmentlfacilities charges, and overheads): 
6) profit component of each type of service and how profit component is determined; and 
7) comparable market values and supporting documentation for each type of service provided 

RESPONSES: 
1) LG&E and KU Services Company (E ON Engineering Corp) 

2) Energy Services 

3) Energy Services 

4)  s 119,12703 

5) Component cos& are: 

Auxiliary Boiler Permit and Performance Testing 
Coal Slio Baghouse Filter Testing for TC2 
Ghent Catalyst Testing 
Ghent SO3 Mitigation Testing 

June 2010 

$ 30,065 18 
5 5,009 e5 
s 61,60000 
s 22,452.00 
S 1 19,127.03 

LG&E and KU Services Company's cost alloAlon policies are lo use at-cost pricing for affiliate transactions. wilhoul 
any profit component 

Transfers o r  sales of assels, goods or servicss between KU and LG&E and KU Services Company are priced at cost. which 
approximates market value 

6) 

7) 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LG&E AND KU SERVICES COMPANY (E.ON ENGINEERING LIMITED) 

January 1,2010 - December31,2010 

Exhibit No VASCC-ZK 

No 11 Kentucky Utilities Company, d/b/a/ Old Dorniqion Powe: Company, shall file a n  Annual Report of Afiliaie Transac!ions 
indirectly undertaken for the benefil of non-regulated affiliates with the Director of Public Ulilily Accounting 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1. 1999 
Such report should indude the following information: 
1) non-regulated affiliale's name: 
2) description of each type of service provided; 
3) dates that each type of service vias provided, 
4) total dollar value (cost for each type of sergice provided); 
5) component costs of each type of servlce provlded (i e , directhndirect labor, fringe benefits, travel/housing, materials 

6) profit component of each !ype 01 service a i d  how profit component Is determined; and 
'7) comparable market values and supporting documentation for each type of service provided 

supplies, indirect miscellaneous expenses, equipmenUfacilities charges. and overheads); 

RESPONSES: 
1) LG&E and KU Services Company (E ON Engineering Limited) 

2) Energy Services 

3) Energy Services 

4) $ 49.989 00 

5 )  Component costs are: 

Engineering Support For Alstom Project 
Engineering W o k  on Brown CT $6 

January September 2010 

$ 42,347 00 
" $  7.642.00 

$ 49,989.00 

6) LG&E and KU Services Company's cost allorztion policies are io use at-cost pricing for affiliate transactions, without 
any profit component. 

Transfers or sales of assets. goods or servIci3s between KU and LG&E and KU Services Company are priced at cost, which 
approximates market value 

7) 



KENTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LGLE AND KU SERVICES COMPANY (E.ON IS GMBH) 

January 1,2010.  December 31,2010 

Exhibit No. VASCC-2L 

No 11 Kentucky Utilities Company, d/b/a/ Old Dominion Power Company, shall file an Annual Report of Affiliate Transactions 
indirectiy undertaken for the benefit of non-regulated affiliates with the Director of Public Utility Accounting 
of the Commission by no later than May 1 of each year, for the preceding calendar year, beginning May 1, 7999. 
Such report should include the following information: 
1) non-regulated affiliate's name; 
2) description of each type of service provided; 
3) dates that each type of service was provided: 
4) total dollar value (cost for each type of sarvice provided); 
5) component costs o f  each type of service provided (i.e.. direcVindirect labor, fringe benefits, travelfiiousing, materials, 

supplies, indirect miscellaneous expenses, equigmenVfacilities charges, and overheads); 
6) profit component o f  each type of service and how profit componenl is determined; and 
7) comparable market values and supporling documentation for each type of service provided 

RESPONSES: 
1) LG&E and KU Services Company (E ON IS GmbH ) 

2) IT Organization Services 

3: IT Organization Services 

4) $ 4,684 23 

5 )  Component costs are: 

Software Implementation 

March. July 2010 

S 4,684.23 
s 4,684.23 

6) LGBE and UU Services Company's cost allocation policies are lo use at-cost pricing for affiliate transactions, without 
any profit component. 

Transfers or sales of assets, goods or senices between KU and LGBE and UU Services Company are priced at cost. which 
approximates market value 

7 )  



KEMTUCKY UTILITIES COMPANY 

ANNUAL REPORT OF AFFILIATE TRANSACTIONS WITH 
LG&E AND KU SERVICES COMPANY (E.ON UK) 

January I, 2010 -December 31,2010 

Exhibit No VASCC-2M 

No 11 Kentucky Iliilities Company. d/b/a/ Old Dominion Power Company. shall 61e an Annual Report of Affiliate Transactions 
indirectiy undertaken for the benefit of non-regulated affiliates wiLh the Director of Public Utility Accounting 
of the Commission by no ia!er than May 1 of each year, for the preceding calendar year, beginning May 1,1999 
Such report should include the fallowing information: 
1) non-regulated affiliate's name; 
2) description of each type of service provided; 
3) dates that each type of service was provided, 
4) tolal dollar value (cost for each type of service provided); 
5)  component costs of each type of service provided (i.e , directhndirect labor, fringe benefits, travel/housing, materials, 

supplies, indirect miscellaneous expenses, equipmentlfacilities charges, and overheads); 
6) profit component of each type o f  service and how profit component is determined: and 
7) cornparable market values and supporting docurnentation for each type of service provided 

RESPONSES: 
1 )  LGBE and KU Services Company (E ON UK) 

2) Relail Business Sengices 

3) Retai! Biisiness Services 

4) $ 7,463 67 

5) Component costs are. 

January, February. March, June 2010 

Direct - Indirect Labor s 7,463 67 
S 7,463.67 

6)  LG&E and KIJ Services Company's cost allocation policies aie to use at-cost pricing for afiliate transactions, without 
any profit component 

Transfers or sales of assels, goods or services behveen KU and LG&E and KU Services Company are priced at cost. which 
approximates :nark: value 

7) 





ENTITY EVENTS 

1. KIJ Solutions Coiporatioii iiierged into E.ON U.S. Capital Corp on February 26, 201 0. 

2. E.ON U.S. Foundation Tiic. changed its iiaiiie to LG&E and KU Foundation Inc. on 

September 27,2010. 

3. E.ON U.S. Services changed its name to LG&E and KTJ Services Company on 

September 30,201 0. 

4. E.ON U.S. LLC changed its iiaine to LG&E arid KTJ Energy LLC on Noveiiiber I ,  2010. 

S .  E.ON U.S. Capital Corp changed its name to LG&,E and KU Capital Corp. on Noveinber 

1,2010. 

6. E.ON 7J.S. Hydro I LLC changed its riame to LG&E and K U  Hydro I LLC on November 

1,2010. 

7. LG&E arid KU Capital Corp. converted to a limited liability company, LG&E and KTJ 

Capital LLC on November 29,201 0. 

8. LG&E Power Inc. was inerged into LG&E arid KTJ Capital LLC on December 17,2010. 

9. LG&E Power Argeiitiiia I, Inc. iiierged into LG&E International Inc. on December 17, 

201 0. 

I O .  LG&E Power Argentina I1 Inc. merged into LG&E Internatioiial Inc. on Deceniber 17, 

2010. 

11. L,G&E Power Developiiieiit Inc. merged into LG&E and KIJ Capital LLC oii Deceiiiber 

17,2010. 

12. L,G&E Power Operations Inc. inerged into LG&E and KIJ Capital L,LC on December 17, 

2010 





THIS FILING IS 7 
1 Item 1: An Initial (Original) OR n Resubmission No. ___ 

Submission 

Form 60 Approved 

Expires 01 131 /2013 
OMB NO. 1902-0215 

ual Rep 
om pan ies 

This report is mandatory under the Public Utility Holding Company Act of 2005, Section 
Section 309 of the Federal Power Act and 18 C.F.R. 5 366.23. Failure to report may result in 
criminal tines, civil penalties, and other sanctions as provided by law. The Federal Energy 
Regulatory Commission does not consider this report to be of a confidential nature. 

Year of Report 

Dec31, 2010 i Exact Legal N a m e  of Respondent (Company) 

LG&E and KU Services Company 

FERC FORM No. 60 (12-06) 



GENERAL INSTRUCTIONS FOR FILLNG FERC FORM NO, 60 

1. Purpose 

Form No. 60 is an annual regulatoiy support requirement under I8  CFR 369. l for  centralized service companies. Thc 
report is designed to collect financial information &om centralized service companies subject to the jurisdiction of the 
Federal Energy Regulatory Commission. The rcport is considered to be a non-confidential public usc forin. 

11. Who Most Submit 

Unless the holding company system is exempted or granted a waiver by Commission rule or order pursuant to $8 18 CFR 
366.3 and 366.4 of this chapter, every centralized service company (see Q 367.2) in a holding company system must 
prepare and file electronically with the Commission the FEKC Form No. 60 then in effect pursuant to the General 
Instriictions set out in this form. 

HI. How to Submit 

Submit FERC Form No. 60 elec&onically through the Form No. 60 Submission Software. Retain one 
copy of each report for your files. For any resubmissions, subniit tlie filing using the Form No. 60 
Submission Software including il justification. Respondents must submit the Corporate Officer 
Certification electronically. 

IV. When to Submit 

Submit FERC Form No. 60 according to the fXng date contained $ 18 CFR 369.1 of the Commission’s 
regulntions. 

V. Preparation 

Prepare this report in conformity with the Uniform System of Accounts ( 1  8 CFR 367) (USof A). Interpret 
all accounting words and phrases in accordance with the USof A. 

VI. Time Period 

This report covers the e n t h e  calendar year. 

Vn. Whole Dollar Usage 

Enter in whole numbcrs (dollars) only, except where otherwise noted. The anioui~ts  shown on all supporting pagcs must 
agree with the amounts entered on the statements that they support. When applying thrcsholds to determine significance 
for reporting purposes, use for balance shcct accounts thc balances at the end of the ctnl-ent reporting period, and use for 
statement of income accounts the current year’s amounts. 

W I .  Accurateness 

Complete each question frilly and accuratcly, even if it has been answered in a previous report. Enter the word ”None” 
where it truly and completely states the fact. 

IX. Applicability 

For any page(s) that is not  applicable to the respondent, enter “NONE,” or “Not Applicable” in column (c) 011 the List of 
Schedules, page 2. 

i 



X. Date Format 

Enter tlie month, day, and year for all dates. Use customaiy abbreviations. The "Resubmission Date" included in the 
header of each page is to be coinpleted orily for resubmissions (see 111. above). 

XI. Number Format 

Generally, except for certain schedules, a l l  numbcrs, whether they are expected to bc debits or credits, must be reported as 
positive. Numbers having a sign that is different Gom the expected sign must be reported by use of a minus sign. 

XII. Required Entries 

Do not nialce references to repoits of previous years or to other repoits instead of required entTies, except as specifically 
authorized. 

XIII. Prior Year References 

Wllei-cver (schedule) pages refer to figures fioin a previous year, the figuies ieported must he based upon those shown by 
the report of tlie previous year, or an appropriate explanation given as to why the different figures were used. 

XIV. Where to Send Corninelits on Public Reporting Burden 

The public reporting burden for the Form No. 60 collection of infomiation is estimated to average 75 hours per response, 
including 

* the time for reviewing instructions, searching existing data sources, 
gathering and maintaining the data-needed, and 

* completing and reviewing the collection o f  inforniation. 

Send comments regarding these burden estimates or any aspect of this collection of information, including suggestions for 
reducing burden, to: 

Federal Energy Regulatoiy Commission, 
888 First Street NE 
Washington, DC 20426 
(Attention: Mr. Michael Miller, ED-33); 

And to: 

Office of Infortnation and Regulatoiy Affairs, 
Office of Managenlent and Budget, Washington, DC 20503 (Attention: Desk Officer for the Federal 
Energy Regulatory Commission), 

NO person shall be subject to any penalty if any collection of information does not display a valid control number (41 
U.S.C. 3512(a)). 

DEFINITIONS 
I. Respondent -- The person, corporation, or other legal entity in whose behalCthe report is made. 

11 



31 Exact Legal Name of Respondent 

LG&E and KU Services Company 
___ ~ ~ 

13 Previous Name (If name changed during the year) 

02 Year of Report 

Dec31, 2010 

E. ON U.S, Services lnc. 

)5 Address of Principal Office at End of Year 

220 West Main Street, Louisville, KY 40202 

(Street, City, State, Zip Code) 

)9 Telephone Number of Contact Person 

(502) 627-3426 

11 Th is  Report is: 

(1) a An Original 
(2) 0 A Resubmission 

04 Date of Name Change 

11/01/2010 

06 Name of Contact Person 

Eric Raible 

10 E-mail Address of Contact Person 

eric raible@lge-ku.com 

12 Resubmission Date 
(Month, Day, Year) 

t i  

)7 Title of Contact Person 

Manager Regulatory Accounting and Reporting 

08 Address of Contact Person 

220 West Main Street, Louiisville, KY 40202 

13 Date of Incorporation I 14 If Not Incorporated, Date of Organization 

06/02/2000 I I /  

15 State or Sovereign Power Under Which Incorporated or Organized 

KENTUCKY 

16 Name of Principal Holding Company Under Which Reporting Company is Organized: 

PPL corporation 

CORPORATE OFFICER CERTIFICATION 

The undersigned officer certifies that: 

I have examined this report and to the best of my knowledge, information, and belief all statements of fact contained in 
this report are correct statements of the business affairs of the respondent and the financial statements, and other 
financial information contained in this report, conform in all material respects to the llniform System of Accounts. 

17 Name of Signing Officer 

S Bradford Rives 

19 Signature of Signing Officer 

18 Title of Signing Officer 

Chief Financial Officer 

S. Bradford Rives 

20  Date Signed 
(Month, Day, Year) 

04/29/2011 

FERC FORM NO. 60 (REVISED 12-07) Page 1 
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I LG&E and KU Serv i ces  Companv 

I T h i s  R 3 f r t  Is: Resubmission Date - iginal  (Mo, Da, Yr) , * \  
I Name of Responden t  Year /Per iod  of Repor 

I List of Schedules and Accounts 
.~ I (2) 1__IA Kesubrnission 

_ _  

1" Enter in Column (c) the terms "None" or "Not Applicable" a s  appropriate, where no information or amounts have been reported for 
Zertain pages. 

I 

I t  Dec 31, 2010 

L 

schedule I - Comoaralive Balance Sheet 

Description 1 Page Reference 
(4 

10 1 - 102 

jchedule I1 ~ Service Company Property 
schedule 111 - Accumulated Provision for Depreciation and Amortization of Service Company Property 
schedule IV - Investments 
;chedule V "Accounts Recelvabie from Associate Companies 
Schedule VI .. Fuel Stock Exoenses Undistributed 

103 
104 
105 
106 
107 

jchedule VI1 - Stores Expense Undislributed 
jchedille Vlll - Miscellaneous Current and Accrued Assets 
schedule IX - Miscellaneous Deferred Debits 
jchedule X - Research, DeveioDment, or Demonstration Expenditures 

108 
109 
110 
111 

Schedule XV - Cornoarative Income Statement I 301-302 

jchedule XI - Proprietaiy Capital 
jchedule XIi - Long-Term Debt 
Schedule Xlll - Current and Accrued Liabilities 
jchedule XIV - Notes to Flnanclal Statements 

20 1 
202 
203 
204 

Schedule XX - Oro&ation Chart I 40 1 

Schedule XVI - An&is of Charges for Service - Associate and Nonassoclate Companies 
khedule XVll - Analysls of Billing -Associate Companies (Account 457) 
Schedule XVlll .-Analysis of Billing - Non-Associate Companies (Account 458) 
khedule XIX - Miscellaneous General Exoenses -Account 930.2 

402 __ Schedule XXI - Methods of Allocation 

303-306 
307 
308 
307 

Remarks 
(4 

\lone 

\lone 
\lone 
V o n e  

\lone 

- \lone 

FERC FORM NO. 60 (REVISED 12-07) Page 2 



Name of Respondent This Re ort Is: Resubmission Date 
(Mo, Da, Yr) (1) $An Original 

LG&E and KU Services Company (2) O A  Resubmission l I  

Year/Period of Report 

Dec31, 2010 

Description 
(b) ifne 

No. 

Account 
Number 

(a) 

Reference 
Page No 

(4 

As of Dec 31 As of Dec 31 
Current Prior 

(4 (8) 

44 
45 
46 
47 

-- ._”__ 
189 Unamortized loss on reacquired debl 111 
190 Accumulated Deferredlncarne Taxes 79,467,990 74,514,307 

Total Deferred Debits (Total of Lines 37-45) 79,472,142 74,522,849 
297,806,328 180,986,510 TOTAL ASSETS AND OTHER DEBITS (TOTAL OF LINES 9,14,35 and 46) 

I 



N a m e  of Respondent This Re ort Is: 
(1) $An Original LG&E and KU Services Company (2) C ] A  Resubmission 

Line 
No 

48 
49 

- 
- 
- 
50 - 
51 
52 
53 
54 
55 
56 
57 
58 
59 
60 
61 
62 
63 
64 
65 

__ 
- 
- 
- 
- 
- 
- 
- 
.- 

- 
- 
- 
- 
- 
- 

Resubmission Date YearIPeriod of Report 
(Mo, Da, Yr) 

l I  Dec31, 2010 

66 
67 
68 
69 
70 
7 1 
72 
73 
74 
75 
76 
77 
78 
79 
8Q 
81 
82 
83 
84 
35 

- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
I 

- 

L 

Account 
Number 

(a) 

Description 
(b) 

Reference 
Page No. 

( 4  

Proprietary Capital 
201 Common Stock Issued 20 1 
204 Preferred Stock Issued 201 
21 1 Miscellaneous Paid-In-Capital 201 
215 Appropriated Retained Earnings 20 1 
216 Unappropriated Retained Earnlngs 201 
219 Accumulated Other Comprehensive Income 201 

223 Advances From Associate Companies 202 
224 Other Long-Term Debt 202 

Total Proprietary Capital (Total of Lines 49-54) - 
Long-Term Debt 

225 Unamortized Premium on Long-Term Debt  
226 Less: Unamortized Discount on Long-Term Debt-Debit 

Totaliong-T&m Debt (To61 of Lines 57-60) 
Other Non-current Liabilities 

227 Obligations Under Capital Leases-Non-current 
228.2 Accumulated Provision for Injuries and Damages 
228 3 Accumulated Provilon For Pensions and  Benefits - 
230 (Asset Retirement Obligations 

I Total Other Noncurrent Liabilities (Total of Lines 63-66) _.- 
Current and Accrued Llabllities 

231 Notes Payable 
232 Accounts P a y a b l y  

234 Accounts Payable to Associate Companies 203 

236 Taxes Accrued 
237 Interest Accrued 
241 Tax Collections Payable 
242 Miscellaneous Current and Accrued Liabilities 203 

243 Obligations Under Capital Leases - Current 
244 Derivative Instrument LIabiiiUes 
245 Derivative Instrument Liabilities - Hedges 

Deferred Credits 
253 Other Deferred Credits 
254 Other Regulatory Llabiiities 
255 Accumulated Deferred investment Tax Credits 
257 Unamortized Gain on Reacquired Debt 
282 Accumulated deferred income iaxes-Other properly 
283 Accumulated deferred income taxes-Other 

Total Deferred Credits (Total of Lines 82-87) 

233 Notes Payable to Associate Companies 203 

Total Current and Accrued Liabilities (Total of Lines 69-79) ---..- 
- -___I 

TOTAL LIABILITIES AND PROPRIETARY CAPITAL (TOTAL OF LINES 55,61,67,80, AND 88) 

As of Dec 31 As of Dec 31 
Current Prior 

io0 I 100 I 

5,339,505 ( 61,660,600) 
20,852,609 ( 61,659,600) 

211,37$?06 174,115,353 

21 1.373.706 1 174.1 15.353 I 

I 
37.734648 I 27,914,161 

279,344 I 596.503 I 
17,864,571 14,806,188 

48,441,788 I 51.148.6351 

104,380 104,380 i 17.138.225 20,382,122 

FERC FORM NO. 60 (REVISED 12-07) P a g e  102 



Name o f  Respondent This Report is: Resubmission Date 
( I  ) & An Original (Mo, Da, Yr) 

'&E and KU Services Company (2) _ _ A  Resubmission I l  

- ____ 
lSch<dule Page: fOl Line No.: 20 Column: d 
$100.127.427 is Notes Receivable From Associate ComDanies - Account 145 Account 145 is not included in the balance sheet so 

Year of Report 

201 0 

the amount was moved to Account 141 - Notes Receivable. -- _- ._ 

/Schedule Page: I01 Line No.: 45- _Coh-umn: d J 
~~ 

The majority of the note below provides a summary o f  all the purchase accounting adjustments 
included in the financial statements for LG&E and I(U Services Company ("Servco"). These descriptions 
are provided as early as possible in this document as  these descriptions relate to  many separate 
disclosures of purchase accounting adjustments and are intended to  prevent repetition throughout 
the document. 

On November 1,2010, PPL Corporation ("PPL") completed i ts  acquisition of LG&E and KU Energy LLC 
("LKE") (formerly E.ON U.S. LLC) and its subsidiaries including Servco (formerly E.ON U.S. Services inc.). 
The push-down basis of accounting was used to record the fair value adjustments of assets and 
liabilities on LICE a t  the acquisition date. PPL paid a cash consideration for LKE and its subsidiaries o f  
$2,493 million as well as a capital contribution on November 1, 2010, of $1,565 million. 

Note which relates specifically to  Accumulated Deferred income Taxes (190): 

The balance in Accumulated Deferred Income Taxes (190) was adjusted due to the purchase of 
Servco's parent by PPL in November 2010. The purchase accounting adjustment was to  reflect the 
deferred income tax impact of purchase accounting adjustments related to  pensions as of the 

-uisition date, The following reflects the purchase accounting adjustment: 

Accumulated Deferred Income Taxes (190) Without Purchase Accounting $ 82,202,022 
Purchase Accounting Adjustment - Pension and postretirement benefits (2,734,032) 
Total for Accumulated Deferred Income Taxes (290) $ 79,467,990 

/Schedule Page: I01 Line No.: 51 Column: d - 1 
The balance in Miscellaneous Paid-in-Capital (211) was adjusted due to the purchase of Servco's 
parent by PPL in November 2010. 7 0  reflect the fair value, the balance was adjusted for pensions net 
of deferred taxes. The balance also includes elimination o f  Other Comprehensive Income and 
Retained Earnings a t  October 31, 2010. The following reflects the purchase accounting adjustment: 

Miscellaneous Paid-In-Capital (211) Without Purchase Accounting $ 100,000,900 
Purchase Accounting Adjustment - Elimination of OCI relating t o  pension and other 
postretirement benefits (138,405,489) 
Purchase Accounting Adjustment - Tax on OCI relating to pension and other 
postretirement benefits 
Purchase Accounting Adjustment - Prior retained earnings 
Total for  Miscellaneous Paid-In-Capital (211) 

53,839,736 
21,983 

$ 15,457,130 

bhedule Page: 101 Line No.: 53 Column: d . _ -  -. 

E R C  FORM NO. 60 (NEW 12-05) Footnotes.1 



Narne of Respondent This Report is: Resubmission Date 
(1) &An Original (Mo, Da, Yr) 

:&E and KU Services Company (2) -A Resubmission I l  

The balance in Unappropriated Retained Earnings (216) was adjusted due to the purchase of Servco's 
parent by PPL in November 2010. The following reflects the purchase ac,counting adjustment: 

Year of Report 

2010 

Unappropriated Retained Earnings (216) Without Purchase Accounting $ 77,857 
(21,983) 

Total for Unappropriated Retained Earnings (216) $ 55,874 
Purchase Accounting Adjustment .- 

/Schedule Page: 707 Line No.: 54 Column: d _ .  - .  

The balance in Accumulated Other Comprehensive Income (219) was adjusted due to  the purchase of 
Servco's parent by PPL Corporation in November 2010. The following reflects the purchase accounting 
adjustment: 

Other Comprehensive Income (219) Without Purchase Accounting $ (137,373,935) 
Purchase Accounting Adjustment - Elimination of OCI relating t o  pension and other 
postretirement benefits 138,405,489 

November & December OCI - Pension and other postretirement benefits 8,108,680 
Deferred tax on OCI (3,800,729) 
Total for Accumulated Other Comprehensive Income (219) $ 5,339,505 

I p  -5edule Page: 707 Line No.: 65 Column: d 
balance in Accumulated Provision For Pensions and Benefits (228.3) was adjusted due to the 

purchase of Servco's parent by PPL in November 2010. Adjustments were made to  record pension 
assets a t  fair value and remeasure pension and postretirement benefit obligations a t  current discount 
rates. The following reflects the purchase accounting adjustment: 

Accumulated Provision For Pensions and Benefits (228.3) Without 

Purchase Accounting Adjustment 
Total for Accumulated Provision For Pensions and Benefits (228.3) 

Purchase Accounting $ 218,402,066 
(7,028,360) 

$ 211,373,706 

\Schedule Page: 7 0 7  Line No.: 73 Column: d 
Balance due to  timing of estimated federal t a x  payments made in 2010. A t  the end of 2010, Servco 
had overpaid the estimated tax liability. 

~ 
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1 Name of Respondent This Re ort Is: 
(1) $jAn Original / I  

Resubmission Date 
(Mo, Da, Yr) 

LG&E and KU Services Company  

YearlPeriod of Repori 

Dec31, 2010 (2) C I A  Resubmission 
- 

Schedule II ..Service Company P r o p e r t y  

Retirements or Sales 1 Other Changes Balance at End of Year 

7 392 Transportation Equipment 
I I 

- 
Title of Account Balance at Beginning 

of Y ear 
(c) 

Acct 

No. (a) 

1 301 Organization 

2 303 Miscellaneous lntanglble Plant 

.ine $1 (b) 

8 393 Stores equipment 

9 394 Tools, Shop and Garage Equipment 

Additions 
(4 

10 395 Laboratory Equipment 
1 I 

3 

4 

11 396 Power Operated Equipment 

,12 397 Communications Equipment 

306 Leasehold Improvements 

389 Land and Land Rights 

1 3  398 Miscellaneous Equipment 
I I 

5 

6 

of Llnes 1-15) 

1 7  107 Construction Work in Progress: 

1 8  Office Furniture and Equipment 

1 9  

20 

2 1  

2 2  

23 

24 

2 5  

2 6  

2 7  

2 8  

29 

390 Structures and Improvements 

391 Office Furniture and Equipment 1,906,460 1,044,11 

3 0  

3 1  

32 

Total Account 107 (Total of Lines 14-30) 

Total (Lines 16 and Line 31) 

673,645 

iL 
FERC FORM NO. 60 (REVISED 12-07) 

2,276,93 

----I------ - 

I I 

Page  103 

( 1,044,119) 679,511 

( 1,044,119) 2,956,45; 

! 



‘Name of Respondent This Report is: Resubmission Date Year of Report ’ 

(1) &An  Original (Mo, Da, Yr) 
(2) _ _ A  Resubmission l I  2010 LG&E and KU Services Company 

FOOTNOTE DATA --.-- - 

bchedule Page: 103 Line No.: 78 Column: f - _ _ _ _  ~ 

$1,044,119 was transferred from Construction Work in Process to  Service Company Property. 

[FERC FORM NO. 60 (NEW 12-05) Footnotes.1 



N a m e  of Respondent 

LG&E and KU Services Company Der.31, 2010 
This R e  ort Is: 
(1) d A n  Original 

r- Schedu le  111 -Accumu la ted  Provision for Denrec ia t ion  and Amor t i za t i on  of Serv ice  ComDanv Proaertv 

' 1. Provide an explanation of Other Charges in Column (9 cons ide red  material in a footnote. 

Other Changes 
Additions 

(Deductions) 
(0 

Balance at 
Close of Year 

Retirements Balance at Beginning 
of Year 

(c) 

Additions Charged 
To Account 

404405 
403-403.1 

(d) 

Number 

I 

io1 lorqanization 

llvliscelianeous Intangible Plant 

#06 Leasehold lmprovemenls 

Land and Land Rights 

Structures and improvements 

#91 IOfiice Furniture and Equipment 548,92, 673,645 754,67( 

192 Transportation Equipment 

'93 Stores equipment 

94 ITools, Shop and Garage Equipment 

95 ILaborato: Equipment 

#96 Power Operated Equipment 
__ 
97 ICommunications Equipment 

#98 Miscellaneous Equipment 

&99 Other Tanqible Propertv 
__ 
99 1 IAsset Retirement Costs 

(Total 754,67( 467,896 673,645 

L 
FERC FORM NO. 60 (NEW 12-05) Page  104 



Name of Respondent This Re ort is: Resubmission Date 

LG&E and KU Services Company 
(Mo, Da, Yr) 

I I  
(1) &An original 
(2) OA Resubmission 

I Schedule IV - Investments 

Yeadperiod of Repo 

Dec 31, 2010 

I 1. For other investments (Account 124) and other special funds (Accountl28), in a footnote state each investment separately, with 

2. For temporary cash investments (Accaunt 136), list each investnient separafety in a footnote. 
3. Investments less than $50,000 may be grouped, shawing the number of items in each group. 

description including the name of issuing company, number of shares held or principal investment amount 

(4 
23 

L 

(b) 

Investment In Assoclate Companies 

kcount 
\lumber 

28 

36 

Tllle ol Account 

Other Special Funds 

Ternnoraw Cash lnvestmenls 

24 (Other Investments 

Balance at Beginning 
of Year 

(4 

Balance at Close of 
Year 

FERC FORM NO. 60 (REVISED 12-07) Page ‘I05 



Name of Respondent This Re ort Is: Resubmission Date 

LG&E and KU Services Company 
(Mo, Da, Yr) (1) &an Original 

(2) I 1 A  Resubmission I I  
i 

_ _  I \ ,  u 
Schedule V -Accounts Receivable from Associate Companies 

Yeadperiod of Report 

Dec31, 2010 

I ~ 

1 List the accounts receivable from each associate company. 
2. If the service company has provided accommodation or convenience payments for associate companies, provide in a separate , 

5 

7 
a 
9 
10 
11 
12 

6 

13 
14 
15 
16 
17 
18 
I 9  

footnote a listing of total payments for each associate company. 

Account Title of Account Balance at Beginning of Year 

(4 

E.ON Kraftwerke GmbH 43,42C 

PPL Corporation 
LG&E and KU Capital LLC 61,532,33 
FCD LLC 197 
Kentucky Utilities Company 19,745,555 

LGBE lnternalional Inc. 1 15,29e 

Western Kenlucky Energy Corp. 242,264 

E ON Sverige AB 8,772 

LG&E Energy Marketing 74 

Locrisville Gas and Electric Company 17,398,gge 

- I - -  
_. -. . . . - 

4 1  I E.ON Energie AF 4,791 

20 
21 
22 
23 
24 
25 
26 
27 
za 
29 
30 
31 

- 

I I 1 

33 
34 
35 
36 
37 
38 
39 

40 

___ 

Analysis of Accomodalion or Convenience Payments - see footnote 

Total 99,271,61 t 

Balance at Close of Year 
(dl 

1.664.150 
64,589,610 

300 

23,249,9a6 

19,944.791 
205,907 

FERC FORM NO. 60 (REVISED 12-07) Page 106 



Name of Respondent This Report is: 
(1) & An Original 
(2) _ _ A  Resubmission LG&E and KU Services Company 

(Schedule Page: 706 Line No.: 8 Column: b i 
Formerly E.ON U.S. Capital Corp. - 
/Schedule Page: 106 Line No.: 39 Column: b 
Analysis of convenience or accomodation payments: 

__ 

Resubmission Date Year of Report 
(Mo, Da, Yr) 

I 1  201 a 

Associate Company Amount 
LG&E and KU Capital LLC $ 412,557 
Kentucky Utilities Company 457,677,215 
LG&E International Inc. 7,300 
Louisville Gas and Electric Company 420,033,892 
Western Kentucky Energy Corp. 417,553 
Total $878,548,517 

Convenience payments resulted primarily from the following: 

Description 
401 (k) Plan 
Coal, Fuel Oil, and Limestone Purchases 
Dental Claims 
Human Resources Consulting Services 
Life Insurance 
Life Insurance - Retirees 
Long-Term Disability Insurance 
Medical Claims 
Medical Claims - Retirees 
Miscellaneous Expenses 
Other Benefits 
Property Insurance 
Retirement Income 
Workers' Compensation Claims 
Workers' Compensation Insurance 
Total 

Amount 

840,340,530 
334,151 
508,905 
966,227 
331,120 
575,091 

5,3 52,853 
11,293,400 

5,520 
1,401,322 

10,40 1,820 
277,807 
91 8,255 
303,613 

$878,548,5 1 7 

$ 5,537,903 

-2 - 
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LG&E and KU Services Company 
This Re ort is: 
(1) 4 A n  Original 
(2) U A  Resubmlssian 

Resubmission Date Year/Period of Repoi 
(Mo, Da, Yr) 

l I  Dec31, 

8 
9 
10 
11 
12 
13 
14 
75 
16 
17 

Account 
Line Number 
No. (a) 

1 152 

2 
3 
4 
5 

‘ 1 9  I 1 

Title of Account 

Fuel Stock Expenses Undistributed 
Associate Company: 
None 

20 1 1 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 

40 

- 

Total 

Labor 

(4 

Expenses 

(4 

Total 

(e) 
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Name of Respondent 

LG&E and K U  Services Company 

/Schediile Page: 107 Line No.: 3 Column: d 
Fuel functions provided by Servco include the following which are largely provided by Servco as an administrative agent, 
paying agent or other representative capacity, for the respective affiliate(s): 

-. 
This Report is: Resubmission Date 

(2) - A  Resubmission I l  
(I) 5 An Original (Mo, Da, Yr) 

0 Procurement of coal, fuel oil, scrubber reagent, ammonia, and SO3 mitigation chemicals 

0 Transportation service to  move these commodities from the loading point to  the power plant 

e Monitoring of quality, inventory level, and forecasted requirements 

0 Making purchases as needed on a timely basis 

a Preparing bid solicitation for coal, and other commodities, as necessary, and evaluating those bids 

* Negotiating and writing the contracts and purchase orders 

0 Contract administration 

- I FERC FORM NO. 60 (NEW 12-05) Footnotes. 1 I 



Name af Respondent This Re ort Is: Resubmission Date Yeadperiod of Repoi 
LG&E and KU Services Company (Mo, Da, Yr) 

Dec31, 2010 
(1) &An Original 
(2) C ] A  Resubmission I /  

- 
21 
22 
23 
24 
25 
26 

27 

- 
- 
- 
- 
- 
__ 
_I 

2a - 
29 
30 
31 
32 
33 
34 
35 
36 
37 

- 
~ 

- 
- 
- 
- 
___ 
- 
- 
3a - 
39 

40 
- 
- 

I Schedule VI1 -Stores Exmnse Undistributed 

1 I List the amount of labor in Column (c) and expenses in Column (d) incurred with respect to stores expense during the year and 
indicate amount attributable to each associate company. 

Account TlUe of Account Labor Expenses Total 
Number 

(b) (c) 

I I I I 

Total 
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Name of Respondent This Report is: Resubmission Date 
(1) & An Original (Mo, Da, Yr) 
(2) _ _ A  Resubmission I 1  

_ _  _-  
[Schedule Page: 108 Line No.: 3 Column: d - - 

Stores Expense was fully distributed fo r  2010. 

Year of Report 

Associate Company 
LG&E and KU Capital LLC 

Expenses 
$ 6,874 

Kentucky Utilities Company 121,157 

159,350 Louisville Gas and Electric Company 
Western Kentucky Energy Corp. 185 

$ 287,566 Total 

1 FERC FORM NO. 60 (NEW 12-05) Footnotes.1 



I Schedule Vlll - Miscellaneous Current and Accrued Assets I 

Name of Respondent This Re ott Is: Resubmission Date 

LG&E and KU Services Company 
(Mo, Da, Yr) 

l I  
(1) $An Original 
(2) C I A  Resubmission 

I- 1" Provide detail of items in this account. Items less than $50,000 may be grouped, showing the number of items in each group. 

Yeadperiod of Reporl 

Dec31, 2Q..'@ 

Account 

3 

Balance at Beginning of Year 
(4 

13 

Balance a! Close of Year 
(4 

17 I 
18 
19 
20 

21 

22 
23 
24 

25 
26 

27 

28 

29 

40 Total 

~ 

Tille of Account 

Miscellaneous Current and Accrued Assets 
Item List: 
None 

F E R C  FORM NO. 60 (REVISED 12-07) Page I 0 9  
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(Mo, Da, Yr) 
I I  

( 1 )  $An Original 
(2) C I A  Resubmission 

I Schedule  IX - Miscellaneous Deferred Debits 

Yeadperiod of Repod 

D e c 3 1 ,  2010 

I 1. Provide  detail of i tems in this  account .  I tems less than $50,000 may b e  g r o u p e d ,  showing t h e  number  of items in e a c h  group.  

Account 
Number 

- 

Line 
No. 

1 
2 
3 

4 
5 
6 
7 
8 
9 

10 
11 
12 
13 
14 
15 
16 
17 
18 
19 
20 
21 
22 
23 
24 
25 
26 
27 
28 
29 
30 
31 
32 
33 
34 
35 
36 
37 
38 
39 

40 

___ 
_. 

- 
___ 
_I_ 

- 
- 
- 
- 
- 
.__ 

- 
- 
_I 

__ 
I_. 

- 
- 
I_ 

- 
- 
- 
- 
- 
_I 

- 
- 
_I 

- 
- 
- 
- 
- 
- 
__ 
- 
- 
- 
I_. 

- 

__ 

Title of Account Balance at Beginning 01 Year 
(c) 

186 Miscellaneous Deferred Debits & 
Items List: 
Nnne 

I I 

I I 

I I 

I I 

I I 

I 
I 

Total 

Balance at Close of Year 
(4 
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I I 
Schedule X - Research, Deve lomen t ,  or Demonstration Expenditures 

Account 
Number 

' 

I 

I, Describe each material research, development, or demonstration project that incurred costs by the service corporation during the 
year. Items less than $50,000 may be grouped, showing the number of items in each group. 

Tille of Account 

_. 

21 
22 
23 

24 
25 
26 

27 

- 
-_ 
- 
- 
- 
- 
- 
2a - 
29 
30 

31 
32 
33 
34 
35 
36 
37 
38 
39 

40 

__. 

- 
- 
- 
- 
- 
- 
- 
- 
- 
- 
- 

188 

L 

Research, Development, or Remonstration Expenditures 
Projecf List 
None 

I 

Amount 
(GI 
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Name of Respondent This Re ort Is: Resubmission Date 

LG&E and KU Services Company (2) C I A  Resobmission / I  
(Mo, Da, Yr) (1) d A n  Original 

Schedule XI - Proprietary Capital 

1. For miscellaneous paid-in capital (Account 21 1) and appropriate retained earnings (Account 21 5), classify amounts in each account, 

Yeadperiod of Repor 

Dec 31, 

with a brief explanation, disclosing the  general nature of transactions which give rise to the  reported amounts. 
2. For the unappropriated retained earnings (Account 216), in a footnote, give particulars concerning net income or (loss) during the 
year, distinguishing between compensation for the use of capital owed or net loss remaining from servicing nonassociates per the 
General Instructions of the Uniform System of Accounts. For dividends paid during the year in cash or otherwise, provide rate 
percentages, amount of dividend, date declared and date paid. 

I 

._.i 

Account 
Number 

Title of Account 

(b) 
(8) 

___ 101 Common Stock Issued 

I 
I Preferred Stock Issued 

'1 1 Miscellaneous Paid-In Capital 
'15 Appropriated Retalned Earnings 
'1 9 Accumulated Other ComDrehenslve Income 
'16 I UnnaDoroDriated Retained Earninas 

FERC FORM NO. 60 (REVISED 12-07) 

Description 

(4 

dumber of Shares Authorized 
'ar or Stated Value aer Share 
lutstandina Number of Shares 
:lose of Period Amount 
Jumber of Shares Authorized 
'ar or Stated Value per Share 
lutstanding Number of Shares 
:lose of Period Amount 

lalance at Beginning of Year 
.let Income or (Loss) 
lividend Paid 
3alance at Close of Year 

age 201 

- 
Amount 

( 4  

1.000 

100 
100 

15,457,130 

55,874- 



Name of Respondent This Report is: 
(I) y An Original 
(2) -A Resubmission LG&E and KU Services Company 

_______-______. __ I - 
\Schedule Page: 207 Line No,: 9 Column; d 
The balance in Miscellaneous Paid-In-Capital (211) was adjusted due t o  the purchase of Servco's 
parent by PPL in November 2010, To reflect the fair value, the balance was adjusted for pensions net 
of deferred taxes. The balance also includes elimination o f  Other Comprehensive Income and 
Retained Earnings a t  October 31, 2010. The following reflects the purchase accounting adjustment: 

Resubmission Date Year of Report 
(Mo, Da, Yr) 

I /  -._ 

M iscel la ne0 us Pa id-I n-Ca pita1 (2 11) Without Purchase Accounting $ 100,000,900 
Purchase Accounting Adjustment - Elimination of QCI relating to  pension and other 
postretirement benefits (l38,405,489) 
Purchase Accounting Adjustment -Tax on OCI relating to  pension and other 
postretirement benefits 53,839,736 

21,983 
Total for Miscellaneous Paid-In-Capital (211) $ 15,457,130 
Purchase Accounting Adjustment - Prior retained earnings 

_____I" 

(Schedule Page: 207 Line No.: 71 Column: d I 
The balance in Accumulated Other Comprehensive Income (219) was adjusted due to the purchase of 
Servco's parent by PPL Corporation in November 2010. The following reflects the purchase accounting 
adjustment: 

Other Comprehensive Income (219) Without Purchase Accounting $ (137,373,935) 
Purchase Accounting Adjustment - Elimination of OCI relating to  pension and other 
postretirement benefits 138,405,489 
November & December OCI ~ Pension and other postretirement benefits 8,108,680 
Deferred tax on OCI (3,800,729) 
Total for Accumulated Other Comprehensive Income (219) $ 5,339,505 

bchedule Page: 201 Line No,: 73 Column: d 
The balance in Unappropriated Retained Earnings(216) was adjusted due to  the purchase of Servco's 
parent by PPL in November 2010. The following reflects the purchase accounting adjustment: 

Unappropriated Retained Earnings (216) Without Purchase Accounting $ 77,857 
Purchase Accounting Adjustment (21,983) 
Total for Unappropriated Retained Earnings (216) $ 55,874 

I FERC FORM NO. 60 (NEW 12-05) FooEnotes.1 
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(Mo, Da, Yr) (1) $An Original 
(2) n A  Resubmission I I  

I Schedule Xi1 - Lonn Term Debt 

Year/Period of Repo 

Dec31, 2010 

I 1. For the advances from associate companies (Account 223), describe in a footnote the advances on notes and advances on open 
accounts. Names of associate companies from which advances were received shall be shown under the class and series of obligation 
in Column (c)- 
2. For the deductions in Column (h), please give an explanation in a footnote. 
3. For other long-term debt (Account 224), list the name of the creditor company or organization in Column (b). 

Tille of Account 

(b) 

Term of Dbligalior 
Class & Series oi 

Obligalion 
(d 

Balance at Close 01 
Year 

Date 01 lnteresl Amounl Aulliorlzed Balance al Beglnning Addiiions Deductions 
Malurily Rale of Year 

(0 (9) (h) 
(d) le) 

Account 
Number 

2ssccl~ic Company: 

I I I I I I I 

14 224 Olher tong-Term Deb1 

15 List Crediior: 

16 

17 

18 

19 I I 

22 

23 

24 I I 
25 I I 

27 I I 
TOTAL 

Page 202 FERC FORM NO. 60 (REVISED 12-07) 



- 

-- 
8,116,061 

- 

-- 
-- 

I4,806,18I 

- 
Name of Respondent This Re orl Is: Resubmission Date 

(Mo, Da, Yr) ($1 4 A n  Original 
LG&E and KU Services Company (2) D A  Resubmlssion I I  

Balance a! Close of 
Year 
(4 

Year/Period of Repoi 

Dec31, Z!l.Q 

Title of Account Account 
Line Number (b) 
No. 

(a) 
1 233 Notes Payable to Associates Companles 
2 
3 
4 
5 
6 
7 
a 
9 
10 
11 
12 
13 
14 
15 
16 
17 

- 

- 

Balance al Beginning 
of Year 

(4 

- 

- 



Name of Respondent 

LG&E and KU Services Company 

Schedule Xill --..-..- -.._ . - 

inis Ke on IS: 
(I) $An Original 

Resubmission Date 
(Mo, Da, Yr) 

I 

YearlPeriod of Report 

Dec31, 2Q.Q (2) O A  Resubmission 
- Cirrrcrnt and Accrued Liabilities [continued) I 

I I  

ccount 
umbe 

(a1 

TiUe of Account 
(4 

ital) 

FERC FORM NO. 60 (REVISED 12-07) Page 203.1 

lance at Beginning 
olYear 
(4 

21.963,690 



This Report is: Resubmission Date 
(1) Z A n  Original (Mo, Da, Yr) 
(2) - A Resubmission I t  

w u l e  Page: 203 Line No.: 24 Column: c 7 
Account 234 I Accounts Payable to Associate Companies 

Year of Report 

2010 

Description 

E.ON AG 
E.ON Sverige AB 
PPL 
LG&E and KU Energy LLC 
LG&E Energy Marketing Inc 
Total 

Balance at Balance at 
Beginning of Year Close of Year 
$ 2,335,403 $ - 

7,343 
2,998,747 

1,715,279 5,116,810 
41,094 51 I 

$ 4,099,119 $ 8,116,068 

LG&E and KU E m y  LLC was formerly E.ON US. LLC. 

Account 242 ~ Miscellaneous Current and Accrued Liabilities 
/Schedule Page: 203 Line No.: 41 Column: c - ._ 1 

Description Balance at 

Accrued Officer Long Term Incentive (current portion) $ 4,352,919 
Accrued Short Term Incentive 2,848,763 
Unclaimed Checks 650 
Miscellaneous Liability - Vested Vacation 7,915,640 
Pension Payable SERP Current 2,340,376 
Retirement Income Liability 406,223 
Total $ 17,864,571 

Beginning of Year 
Balance at 

Close of Year 
$ - 

3,395,927 

8,470,5fi8 
2,425,759 

51 3,934 
$ 14,806,188 

1 ___I___ I FERC FORM NO. 60 (NEW 12-05) Foolnotes.1 
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(1) &An Original (Mo, Da, Yr) 

LG&E and KU Services Company (2) _ _ A  Resubmission I !  

1. Use the  space below for Important notes regarding the financial statements or any account thereof. 
2. Furnish particulars as to any significant contingent assets or liabilities existing at the end of the year. 
3 Furnish particulars as to any significant increase in services rendered or expenses incurred during !he year. 
4. Furnish particulars as to  any amounts recorded in Account 434, Extraordinary Income, or Account 435, Extraordinary Deductions. 
5. Notes relating to financial statements shown elsewhere in this report may be indicaled here by reference. 
6. Describe !he annual statement supplied to each associate service company in support of the amount of interest on borrowed capital and 
compensation for use of capital billed during the calendar year. State the basis for billing of interest to each associate company. If a ratio, 
describe in detail how ratio is computed. If more than one ratio explain the calculation Report the amount of interest borrowed and/or 

compensation for use of capital billed to each associate company. 

Note I - Organization of LG&E and I<U Services Company 

Year of Report 

2010 

LG&E and  I(U Services Company (“Servco” or the “Company”) (formerly E.C)N [J.S. Services Inc.), a I<entucky corporation, 
is a wholly-owned subsidiary of LG&E and KU Energy LLC (“LKE”) and a centralized service company under the Public 
Utility Holding Company Act of 2005 (PUHCA 2005). LKE, in turn, in a wholly-owned subsidiary of PPL Corporation 
(”PPL“). LKE became a wholly-owned subsidiary of PPL and Servco became an indirect, wholly-owned subsidiary of PPL 
when PPL acquired a l l  the limited liability company interests of LKE from E.ON US Investments Gorp. on November 1, 
2010. O n  December 1, 2010, PPL and certain subsidiaries, including LKE, filed a notification of holding company status 
with the  Federal Energy Regulatory Commission under PUHCA 2005. LKE had previously been party t o  such a 
notification filed on June 15, 2006 by E.ON AG, i ts  former parent. Servco originally was authorized t o  conduct business 
as a service company for E.C)N U.S. LLC (formerly LG&E Energy LLC) and i t s  various subsidiaries and affiliates by order of 
the Securities and Exchange Commission dated December 6,2000, and commenced operations January 1, 2001. 

Servco provides r-ertain services to  affiliated entities, including LKE, PPL, LG&E and I(U Capital LLC (“LIK”), LG&E Energy 
Marketing Inc. (“LEM”), Louisville Gas and Electric Company (“LG&E”) and Kentucky Utilities Company (‘‘I(U’’)I at cost. 
Servco is organized along functional lines to accomplish i t s  purpose of providing management, administrative, and 
technical services. These services are priced so that Servco operates on a break-even basis. 

Note 2 - Summary of Significant Accounting Palicies 

Effective January 1,2008, Servco transitioned to the Federal Energy Regulatory Commission Uniform System of 
Accounts for Centralized Service Companies Subject to the Provisions of PllHCA 2005. The acc.ounting policies o f  Servco 
conform to  U.S. generally accepted accounting principles (“GAAP”). 

Property. Property, plant and equipment includes property that is in use and under construction, and is reported a t  
cost. 

Depreciation and Amortization. Depreciation is computed on a straight-line basis. Office furniture i s  depreciated over 
30 years and personal computers are depreciated over 3 years. 

Income Taxes. Deferred t a x  assets and liabilities are recognized for the future tax consequences attributable to 
differences between the financial statement carrying amounts of existing assets and liabilities and their respective tax 
bases, as measured by enacted t a x  rates that are expected to  be in effect in the periods when the deferred tax assets 
and liabilities are expected to  be settled or realized. Significant judgment is required in determining the provision for 
income taxes, and there are transactions for which the  ultimate tax outcome is uncertain. Accounting standards 
prescribe a recognition threshold and measurement attribute for the financial statement recognition and measurement 
of a tax  position taken or expected to  be taken in a tax return. Uncertain t a x  positions are analyzed periodically and 
adjustments are made when events occur to warrant a change. Tax contingencies are analyzed periodically and 

.adjustments are made when events occur t o  warrant a change. See also Note 8, lnconie Taxes, for additional tax 
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This Report is: 
(I) &An Original (Mo, Da, Yr) 
(2) -A Resubmission I l  

Accumulated Deferred income Taxes. Deferred income taxes are recognized at currently enacted t a x  rates for all 
material temporary differences between the financial reporting and income tax  bases of assets and liabilities. See Note 
8, Income Taxes. 

Management’s Use of Estimates. The preparation of financial statements in conformity with GAAP requires 
management to  make estimates and assumptions that affect the reported assets and liabilities, the disclosure of 
contingent liabilities a t  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. 

Recent Accounting Pronouncements. 

Fair Value Measurements 

In January 2010, t he  Financial Accounting Standards Board (“FASB”) issued guidance related to fair value measurement 
disclosures requiring separate disclosure of amounts of significant transfers in and out of level 1 and level 2 fair value 
measurements and separate informatian about purchases, sales, issuances and settlements within level 3 
measurements, This guidance is effective for the interim and annual reporting periods beginning after December 15, 
2009, except for t h e  disclosures about the roll-forward of activity in level 3 fair value measurements, Those disclosures 
are effective for fiscal years beginning after December 15, 2010 and for interim periods within those fiscal years. This 
guidance has no impact on the Company’s results of operations, financial position, liquidity or disclosures. 

Note 3 -Acquisition by PPL 

On November 1, 20m, PPL completed i ts  acquisition of LICE and its subsidiaries. The merger was accounted for using the 
purchase method of accounting in accordance with GAAP, and the  applicable effects were “pushed down” or reflected 
on the financial statements of the subsidiaries as o f  the acquisition date. Accordingly, the financial statements were 
presented showing the predecessor and successor accounting periods. The accompanying financ.ial statements, which 
do not present separate predecessor and successor accounting periods, were prepared in accordance with the 
accounting requirements set forth in the Uniform System of Accounts and published accounting releases of the Federal 
Energy Regulatory Commission, which is a comprehensive basis of accounting other than GAAP. The preparation of 
the financial statements in conformity with GAAP requires management to make periodic estimates and assumptions 
that affect the reported amounts of assets, liabilities, revenues and expenses during the reporting period. 

The push-down basis of accounting was used to  record the fair value adjustments of assets and liabilities on LKE and its 
subsidiaries a t  the acquisition date. The fair value of the consideration was paid by PPL to E.ON AG. Adjustments on 
November 1,2010 were made to  record property and pension assets a t  fair value, remeasure pension and 
postretirement benefit obligations a t  current discount rates and eliminate accumulated other comprehensive income 
(lass). 

Note 4 - Fair Value Measurements 

The Company adopted the fair value guidance in the FASB Accounting Standards Codification (“ASC”) in two phases. 
Effective January 1, 2008, the Company adopted it for all financial instruments and non-financial instruments accounted 
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for at fair value on a recurring basis and effective January 1, 2009, the Company adopted it for all non-financial 
instruments accounted for at fair value on a non-recurring basis. The FASB ASC guidance clarifies that fair value is an exit  
price, representing the amount: that would be received to sell an asset or paid t o  transfer a liability in an orderly 
transaction between marltet participants. As such, fair value is a market-based measurement that should be determined 
based on assumptions that market participants would use in pricing an asset o r  a liability. As a basis for considering such 
assumptions, the FASB ASC guidance establishes a three-tier value hierarchy, which prioritizes the inputs used in the 
valuation methodologies in measuring fair value. 

Resubmission Date Year of Report 
(Mo, Da, Yr) 

I f  2a10 

The Company has classified the applicable financial assets and liabilities that are accounted for a t  fair value into the 
three levels of the fair value hierarc.hy, as discussed in Note 2, Summary of Significant Accounting Policies. 

The following tables set forth, by level within the fair value hierarchy, the Company’s financial assets and liabilities that 
were accounted for a t  fair value on a recurring basis. 

(in millions) 
December 31,2010 
Financial assets: 

Total .- Level 1 Level 2 Level 3 ---- 

Pension and postretirement plans $ - $  185 $ - $  185 

Level 1 Level 2 Level 3 Total -- December 31,2009 - 
Financial assets: 

Pension and postretirement plans $ .’ $ 153 $ - $  153 

Financial liabilities: 
E.ON share performance p lan $ - $  2 $  - $  2 

See Note 3, Acquisition by PPL, for discussion of fair value of other assets and liabilities for purchase accounting. 

Note 5 -Common Stock 

Servco is authorized to issue 1,000 shares of common stock, no par value per share. At December 31,2010, there were 
1,000 shares authorized and 100 shares issued and outstanding. LG&E and KU Energy LLC holds al l  the Company’s 
common stock. 

Note 6 - Related Party Transactions 

Provisions of Services 

Servco engages in transactions in the normal course of business with other LIE subsidiaries. These transactions are 
primarily composed of services received and/or rendered. 

Servco provides the subsidiaries of LI(E with a variety of centralized administrative, management and support services. 
Charges for these services include labor and burdens of Servco employees performing services for the subsidiary of LKE 
and vouchers paid by Servco on behalf of the subsidiaries of LKE. The cost of these services is directly charged or, for 
Tenera1 costs which cannot by directly attributed, charged based on predetermined allocation factors, including the 
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ratios discussed in Methods of Allocations o n  pages 402.1 -402.4. 

Resubmission Date Year af Report 
(Mo, Da, Yr) 

I !  2010 

Intercompany billings from Servco are listed on page 307, Analysis of Billing - Associate Companies (Account 457). 
These billings do not include convenience payments which are shown as a footnote to page 106, line 39, column b. 

Note 7 - Pension and Other Pastretirement Benefit Plans 

Servco employees benefit from both funded and unfunded retirement benefit plans. Its defined benefit pension plans 
cover employees hired by December 31, 2005. Employees hired after this date participate in the Retirement Income 
Account (“RIA”), a defined contribution plan. The postretirement plan includes health care benefits that are 
contributory, with participants’ contributions adjusted annually, The Company uses December 31 as the measurement 
date for i ts  plans. 

Obligations and Funded Status 

The following tables provide a reconciliation of the changes in the defined benefit plans‘ obligations and fair value of 
assets for the two-year period ending December 31, 2010, and a statement of the funded status as of December 31: 

Other 
Postretirement 

Benefits Pension Benefits (in millions) 

Change in benefit obligation 
~ ~ 3 y O g . 2  

Benefit obligation at beginning of year $305 $276 $24 $21 
Service cost 10 10 2 1 
Interest cost 19 17 1 1 
Change due t o  transfers 1 1 
Benefits paid, net of retiree contributions (3) (3) (1) 
Actuarial loss and other 38 4 1 1 

Benefit obligation a t  end of year $370 $305 $27 $24 

Change in plan assets 
Fair value o f  plan assets at  beginning of year $140 $107 $13 $9 
Actual return on plan assets 18 26 2 1 
Employer contributions 11 10 5 3 

Benefits paid, net of retiree contributions (3) ___ (3) (1) __. 

$166 $140 $19 $ 1 3  Fair value of plan assets at end of year - 

Funded status a t  end of year $(204) $(I651 $(11) 
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Schedule XIV- Notes to Financial Statements i 

Amounts Recogrjzed in the Balance Sheets 

The following tables provide the amounts recognized in the Balance Sheet and information for plans with benefit 
obligations in excess of plan assets as of December 31: 

Other 

(in millions) 

Accrued benefit liability -current 
Accrued benefit liability - non-current 

Postretirement 
Benefits Pension Benefits 

Amounts recognized in accumulated OCI consist of: 
$ -  $ *  

'Transition obligation $ -  $ -  

Prior service cost 
Accumulated gain (loss) 

Total ac.cumulated OCI 

Additional year-end information for plans with 
benefit obligations in excess of plan assets: 

Projected benefit obligation 
Accumulated benefit obligation 
Fair value of plan assets 

$370 $305 $ 2 7  $ 2 4  
272 221  
166 140 19 13 

The amoiints recognized in accumulated other comprehensive income for the years ended December 31 are composed 
of the following: 

Other 
Pension Postretirement 
Benefits Benefits 

(in millions) 2010 ~~~ 

Net loss (gain) arising during period $ 37 $(I31 $ 1 $ - 
Amortization of prior service (cost) credit (23) (3) (11 
Amortization of gain (loss) (123) (6) (6) 

Total amounts recognized in accumulated other 
c.0 m prehensive income $(log) $ (22) $(6) $ - 
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Components of Net Periodic Benefit Cost 
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These costs are assigned to various LKE subsidiaries based on the allocation factors outlined in the Cost Allocation 
Manual. The following table provides the components of net periodic benefit cost for the plans as of December 31: 

Other 
Pension Postretirement 
Benefits Benefits 

(in millions) g)Jo.o(Ja 
Service cost $ 1 0  $ 1 0  $ 2  $ 1  
Interest cost 15 17 1 1 

Expected return on plan assets (11) (10) (1) 
Amortization of prior service cost 3 3 
Amortization of actuarial loss 4 6 

Net periodic benefit cost 

The estimated amounts that will be amortized from accumulated other comprehensive income into net periodic benefit 
cost in 2011 are zero. 

The weighted average assumptions used in the measurement o f  Servca's pension benefit obligations as of December 31 
are shown in the following table: 

2010 - 2009 
Discount rate - non-union plan 5.52% 6.13% 

Discount rate - officer SERP plan 5.46% 6.14% 
Discount rate - restoration plan 5.66% 6.31% 
Discount rate - postretirement plan 5.12% 5.82% 
Rate of compensation increase 5.25% 5.25% 

Discount rate - SERP plan 5.11% 5.79% 

For the first ten months of 2010, the discount rates used to determine the pension and postretirement benefit 
obligations and the  period expense were determined using the Mercer Pension Discount Yield Curve. This model takes 
the plans' cash flows and matches them to a yield curve that provides the equivalent yields on zero-coupon corporate 
bonds for each maturity. The discount rate is  the single rate that produces the same present value of cash flows. The 
selection of the various discount rates represents the equivalent single rate under a broad-market AA yield curve 
constructed by Mercer. 

For the last two months of 2010, the Towers Watson Yield Curve was used to  determine the discount rate. This model 
starts with an analysis o f  the expected benefit payment stream for i ts  plans. This information is first matched against a 
spot-rate yield curve. A portfolio of Aa-graded non-callable (or callable with make-whole provisions) bonds, with a total 
amount outstanding in excess of $667 billion, serves as the base from which those with the lowest and highest yields 
are eliminated to develop the ultimate yield curve. The results of this analysis are considered together with other 
economic data and movements in various bond indices to determine the discount rate assumption. 
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The weighted average assumptions used in the measurement of Servco's net  periodic benefit cost are shown in the 
following table: 

2010 - 2009 
Discount rate - pension 5.45% 6.25% 
Discount rate - postretirement 4.94% 6.36% 
Expected long-term rate o f  return on plan assets 7.25% 8.25% 
Rate of compensation increase 5.25% 5.25% 

Resubmission Date Year of Report 
(Mo, Da, Yr) 

I l  2010 

To develop the expected long-term rate of return on assets assumption, Servco considered the current level of 
expected returns on risk free investments (primarily government bonds), the  historical level of the risk premium 
associated with the other asset classes in which the portfolio is invested and the expectations for future returns of each 
asset class. The expected return for each asset class was then weighted based on the target asset allocation. The 
long-term rate of return on assets assumption was 7.75% for the first ten months of 2010 and 7.25% far the last two 
months. The Company has determined that the 2011 expected long-term rate of return on assets assumption should be 
7.25%. 

The following describes the effects on pension benefits by changing the major actuarial assumptions discussed above: 

0 A 1% change in the  assumed discount rate would have a $34 million positive or negative impact to 
the 2010 accumulated benefit obligation and an approximate $52 million positive or negative impact 
to the 2010 projected benefit obligation. 
A 25 basis point change in the expec-ted rate of return on assets would have less than $1 million 
positive or negative impact to  2010 pension expense. 
A 25 basis point increase in the rate of compensation increase would have a $6 million negative 
impact to the 2010 projected benefit obligation. 

e 

0 

Assumed Health Care Cost Trend Rates 

For measurement purposes, an 8% annual increase in the per capita cost of covered health care benefits was assumec, 
for the first ten months of 2010. The rate was assumed to decrease gradually to 4.5% by 2029 and remain a t  that level 
thereafter. For the last two months of 2010, an 8% annual increase in the per capita cost of covered health care 
benefits was assumed and t h e  rate was assumed to decrease gradually t o  5.5% by 2019, For 2011, a 9% annual increase 
in the per capita cost of covered health care benefits is assumed and the rate is assumed to decrease gradually to 5.5% 
by 2019. This change in the length of the health care trend was made to c.onform to PPL's accounting policies. 

Assumed health care cost t rend rates have a significant effect on the amounts reported for the health care plans. A 1% 
change in assumed health care cost trend rates would have resulted in an increase or decrease of less than $ 1  million t o  
the 2010 total of service and interest costs components and year end 2010 postretirement benefit obligations. 

- 
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Expected Future Benefit Payments 
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I I  2010 

The following table provides the amount of expected future benefit payments, which reflect expected future service: 

(in millions) 

2011 
2012 
2013 
2014 
2015 
2016 - 2020 

Other 
Postretirement 

Benefits 

Pension 
Benefits 

$6 $1 
7 1 
8 1 

10 1 
1 2  2 
96 12 

Plan Assets 

The following table shows Servco‘s weighted average asset allocations by asset category a t  for the Company‘s pension 
plans a t  December 31: 

Target 
Range - 2010 2009 

Equity securities 45%-75% 62 % 59% 
Debt securities 30%-50% 38% 40% 
Other 0%-10% 0% 1% 
Totals 100% 100% 

The investment policy of the pension plans was developed in conjunction with financial and actuarial consultants, 
investment advisors and legal counsel. The goal of the investment policy is to  preserve the capital of the pension plans’ 
assets and maximize investment earnings. The return objective is to exceed the benchmark return for the policy index 
comprised of the following: Russell 3 0 0 0  Index, MSCI-EAFE Index, Barclays Capital Aggregate and Barclays Capital U.S. 
long Government/Credit Bond Index in proportions equal to  the targeted asset allocation. 

Evaluation of performance focuses o n  a long-term investment time horizon of at least three to  five years or a complete 
market cycle. The assets of the pension plans are broadly diversified within different asset classes (equities, fixed 
income securities and cash equivalents). 

To minimize the risk of large losses in a single asset class, no more than 5% of the portfolio will be invested in the 
securities of any one issuer with the exclusion of the U.S. government and i t s  agencies. The equity portion ofthe fund is 
diversified among the market’s various subsections to  diversify risk, maximize returns and avoid undue exposure to any 
single economic sector, industry group or individual security. The equity subsectors include, but are not limited to, 
growth, value, small capitalization and international. 

In addition, the overall fixed income portfolio may have an average weighted duration, or interest rate sensitivity which 
is within +/- 20% of the duration of t h e  overall fixed income benchmark. Foreign bonds in the aggregate shall not 
exceed 10% of the total fund. The portfolio may include a limited investment of up t o  20% in below investment grade 
securities provided that the overall average portfolio quality remains “AA“ or better. The below investment grade 

I FERC FORM 60 (NEW 12-05) 204.8 I 



Name of Respondent 

LG&E and KU Services Company 

securities include, but are not limited to, medium-term notes, corporate debt, non-dollar and emerging market debt 
and asset backed securities. The cash investments should be in securities that are either short maturities (not to exceed 
180 days) or readily marketable with modest risk. 
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Derivative securities are permitted only t o  improve the  portfolio’s risk/return profile, to modify the portfolio’s duration 
or t o  reduce transaction costs and must be used in conjunction with underlying physical assets in the portfolio. 
Derivative securities that involve speculation, leverage, interest rate anticipation, or any undue risk whatsoever are not 
deemed appropriate investments. 

The investment objective for the postretirement benefit plan is t o  provide current income consistent with stability of 
principal and liquidity while maintaining a stable net asset value of $1.00 per share. The postretirement funds are 
invested in a prime cash money market fund that invests primarily in a portfolio o f  short-term, high-quality fixed income 
securit ies issued by banks, corporations and the U.S. government. 

The Company has classified plan assets t h a t  are accounted for a t  fair value into the three levels o f  the fair value 
hierarchy, as defined by the fair value measurements and disclosures guidance of the FASB ASC. See Note 6, Fair Value 
Measurements, for further information. 

A financial instrument’s level within the fair value hierarchy is based on the lowest level of any input that is significant t o  
the fair value measurement. Valuatian techniques used need to maximize the use of observable inputs and minimize 
the use of unobservable inputs. 

A description of the valuation methodologies used t o  measure plan assets a t  fair value is provided below: 

Money Mrrrket Fund: These investments are public investment vehicles valued using $1 for the net asset value. 
The money market funds are classified within level 2 of the valuation hierarchy. 

Cwmmon/Co//ective Trusts; Valued based on  the beginning of year value of the plan’s interests in the trust plus 
actual contributions and allocated investment income (loss) less actual distributions and allocated 
administrative expenses. Quoted market prices are used to value investments in the trust. The fair value o f  
certain other investments for which quoted market prices are not available are valued based on yields currently 
available on comparable securities of issuers with similar credit ratings. The common/collective trusts are 
classified within level 2 of the valuation hierarchy. 

The preceding methods described may produce a fair value that may not be indicative of net realizable value or 
reflective of future fair values. Furthermore, although the Company believes its valuation methods are appropriate and 
consistent with other plan market participants, the use of different methodologies or assumptions to  determine the fair 
value of certain financial instruments could result in a different fair value measurement a t  the reporting date. 
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The following table sets forth, by level within the fair value hierarchy, the plans' assets a t  fair value as of December 31, 
2010: 

Level 2 
(in millions) 

Common/Collective Trusts 183 
Money Market Fund $ 2  
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Totals $185 

There are no assets categorized as level 1 or level 3. 

Contributions 

Servco made discretionary contributions to  the pension plan of $9 million and $8 million in 2010 and 2009, respectively. 
Contributions to Supplemental Executive Retirement Plan ("SERP") payments totaled $2 million in each of 2010 and 
2009. The Company funds i ts  pension obligations in a manner consistent with the Pension Protection Act  o f  2006. In 
January 2011, the Company made a contribution to the pension plan of $38 million. 

Servco made contributions to i t s  other postretirement benefit plans of $5 million and $3 million in 2010 and 2009, 
respectively, In 2011, Servco plans on making voluntary contributions to fund VEBA trusts to  match the annual 
postretirement expense and funding the 401(h) plan up to  the maximum amount allowed by law. 

'ension LeRislation 

The Pension Protection Act of 2006 was enacted in August 2006. New rules regarding funding of defined benefit plans 
are generally effective for plan years beginning in 2008. Among other matters, this comprehensive legislation contains 
provisions applicable to  defined benefit plans which generally (i) mandate full funding of current liabilities within seven 
years; (ii) increase tax-deduction levels regarding contributions; (iii) revise certain actuarial assumptions, such as 
mortality tables and discount rates; and (iv) raise federal insurance premiums and other fees for under-funded and 
distressed plans. The legislation also contains a number of provisions relating to  defined-contribution plans and 
qualified and non-qualified executive pension plans and other matters. Servco's pension plan met the minimum funding 
requirements as defined by PPA for the years ended Dec.ember 31,2010 and 2009. 

Thrift Savings Plan 

Servco has a thr i f t  savings plan under section 401(k) of the Internal Revenue Code. Under these plans, eligible 
employees may defer and contribute to  the plans a portion of current compensation in order to  provide future 
retirement benefits. The Company makes contributions to  the  plans by matching a portion of the employee's 
contributions. The costs of this matching were $4 million and $3 million in 2010 and 2009, respectively. 

Servco also makes contributions to  retirement income accounts within its thrift savings plans for certain employees not 
covered by its noncontributory defined benefit pension plans. These employees consist mainly of those hired after 
December 31, 2005. The Company makes these contributions based on years of service and the employees' wage and 
salary levels, and it makes them in addition to the matching contributions discussed above. The amounts contributed 
by Servco under this arrangement equaled less than $1 million in both 2010 and 2009. 
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Health Care Reform 

I 1  2010 

In March 2010, Health Care Reform (the Patient Protection and Affordable Care Act of 2010) was signed into law. Many 
provisions of Health Care Reform do not take  effect for an extended period o f  time and many aspects of the law which 
are currently unclear or undefined will likely he clarified in future regulations. 

Specific provisions within Health Care Reform that may impact Servco include: 

e 

0 

Beginning in 2011, requirements extend dependent coverage up t o  age 26, remove the $2 million lifetime 
maximum and eliminate cost sharing for certain preventative care procedures. 
Beginning in 2018, a potential excise t a x  is expected on high-cost plans providing health coverage that exceeds 
certain thresholds. 

The Company has evaluated these provisions of Health Care Reform on its benefit programs in c.onsultation with i ts  
actuarial consultants and has determined that the excise tax  will not have an impact on i ts  postretirement medical 
plans. The requirement to  extend dependent coverage up to  age 26 is not expected to have a significant impact on 
active or  retiree medical costs. The Company will continue to monitor the potential impact of any changes to the 
existing provisions and implementation guidance related to  Health Care Reform on i ts benefit programs, 

Note 8 - Income Taxes 

Servco’s federal income tax return is  included in a lJnited States consolidated income tax return filed by Servco’s direct 
3arent. Prior to  October 31, 2010, the return was included in the consolidated return of E.ON U.S.  Investments Corp. 
Due to the acquisition by PPL, the return will be included in the consolidated PPL return beginning November 3,2010, 
for each tax period. Each subsidiary of the consolidated tax group calciilates i t s  separate income tax  for each period. 
The resulting separate-return tax  cost or benefit i s  paid to  or received from the parent company or i ts designee. The 
Company also files income tax returns in various state jurisdictions. While 2007 and later years are open under the 
federal statute of limitations, Revenue Agent Reports for 2007-2008 have been received from the IRS, effectively closing 
these years to  additional audit adjustments. Tax years beginning with 2007 were examined under an IRS program, 
Compliance Assurance Process (“CAP”). This program accelerates the IRS’s review to begin during the year applicable to  
the return and ends 90 days after the return is filed. The 2009 federal return was filed in the third quarter of 2010 and 
the IRS issued a Partial Acceptance Letter in connection with CAP. None o f  the remaining areas that the IRS is reviewing 
will impact Servco. The short t a x  year beginning January 1,2010 through October 31,2010, is also being examined 
under CAP, No material items have been raised by the IRS a t  this time. The two month period beginning November 1, 
2010 and ending December 31,2010 is not currently under examination. 

Components of income tax expense are shown in the table below for the year ended December 31: 
2010 

(in millions) 
Current -federal $ (5 )  $ 2  
Current -state 1 
Deferred -federal - net 5 (2) 
Deferred -s tate - net (1) 
Total income tax  expense $ -  $ -  
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Deferred tax assets and liabilities which are mainly of a long-term nature are summarized below as of December 31: 
- 2010 

(in millions) 
Deferred tax assets: 

Pensions and similar obligations $82 $74 
Liabilities and other _L?I 

noncurrent ) , $79 $74 

- 
Net deferred income tax asset (current and 

Year of Report 

Balance sheet classification: 
ccassets: 

Current 
Non current 

Net  deferred income tax asset 
noncurrent) 

(current and 

$ 3  $ 2  
_ z h _ _ 7 3  

Note 9 - Accumulated Other Comprehensive Income (Lass) 

Accumulated other comprehensive income consisted of the following: 
Funded Status o f  Pension 
and Postretirement Plans 

-- Pretax Tax _. Net 
(in millions) 
Balance a t  December 31,2008 

Change in funded status of 
pension and postretirement plans 

Balance a t  December 31, 2009 

Change in funded status of pension and postretirement 
plans - pre-acquisition 

Effect of PPL acquisition 
Change in funded status of pension and postretirement 

plans - post-acquisition 

Balance at December 31,2010 

9 (41 5 

$ 9  $ (4) $ 5  

Note 10 -Share Performance Plan 

In 2006, the Company introduced a stock-based compensation system, the E.ON Share Performance Plan, and virtual 
shares were granted under the Plan to certain executives of the Company. The Plan was a stock-based compensation 
plan based on the value of E.ON’s shares, and it entitled each participant to  receive a payment a t  the end of a 
three-year and four-year vesting period equal to a target value per share times the number of virtual shares granted. 
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The number of virtual shares did not change during the three-year and four-year vesting periods, but  the target value 
per share could change based on E.ON’s stock price and the performance of E.ON stock during t h e  three-year and 
four-year periods compared t o  the change in the D o w  Jones STOXX Utilities Index (Total Return EUR). The Company 
used the fair-value method t o  account for the Plan. See Note 4, Fair Value Measurements, for fur ther information. 
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The 2007 grant under E.ON Share Performance Plan of  6,820 virtual shares with target prices of f96.52 each was paid 
out in January 2010. The total of  the payouts was less than $1 million. In the second quarter o f  2010, the Company 
issued 27,643 virtual shares t o  Plan participants with a target price o f  €27.25. 

All virtual shares vested on October 31, 2010, wi th  the closing o f  the PPL acquisition. All shares were paid out in 
November 2010; the total o f  the payout was less than $1 million. 

The Company recorded expense o f  less than $1 mill ion related t o  the Plan in the year ended October 31,2010 and less 
t h a n  $1 million in 2009. 

Starting November 1,2010, certain compensation of selected employees is provided by PPL, t he  expense related t o  this 
compensation was less than $1 million for 2010. 

Note 11 -Subsequent Events 

Subsequent events have been evaluated through April 29, 2011, the date o f  issuance of these statements. These 
statements contain al l  necessary adjustments and disc,losures resulting from that evaluation. 

On January 14, 2011, Servco contributed $38 mill ion t o  its pension plans. 
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Account 1 itle of Account Current Year Prior Year 
Number 

I I 

Year /Per iod  of Repor 

Dec31, 2010 

100 IService Company Operating Revenues I 326,982,028 I 294,976,508 -_ 
SERVICE COMPANY OPERATING EXPENSES 

101 Operation Expenses 185,458,788 185,159,920 

102 Maintenance Expenses 25,622,139 2 3,8 6 4,2 5 6 
__. 

103 Depreciation Expenses 467,896 625,801 

103.1 Depreciation Expense for Asset Retirement Costs 
~~ 

104 ~ A ~ ~ ~ o f  Limited-Term Property 

105 knortization of Other Property 

107.3 Regulatory Debits 

108.1 Taxes Other Than Incnrne Taxes, Operating Income 7,851,795 6,976,260 

109.1 Income Taxes, Operating hcome ( 4,270,130) 2,952,773 

110.1 Provision for Deferred Income Taxes, OperaUnq Income 27,518,247 7,588,963 

( 23,198,547) ( 10,541,736) 111 1 

11 1.4 

111.6 

Provision for Deferred Income Taxes -Credit, Operaling Income 

investment Tax Credit, Service Company Property 

Gains from Dlsposilion of Service Company Piant 

111.7 -[Losses from Disposiiion of Service Company Plant 

111.’Kl Accretion Expense 

112 Costs and Expenses of Construction or Other Services 84,274,390 59,950,6 18 

116 Costs and Expenses of Merchandising, Jobbing, and Contract Work 

118.1 IEquity in Earnings of Subsidialy Companies I I 
119 Interest and Dividend Income 

119.1 Aiiowance far Other Funds Used Durlnq Construction 

121 ~ ]Miscellaneous income or Loss 

121.1 Gain on Disposition of Property 

TOTAL OTHER INCOME Notal of Llnes 25-29) 127,427 
I 

OTHER INCOME DEDUCTIONS 

121.2 

125 MisceilaneousAmortizatian 

126.1 Donations 2,673,140 1,552,178 

Loss on Disposition of Property 

~- 

126.2 Life Insurance 

126 3 Penalties ( 161) 567 

126.4 Expenditures for Certaln Civic, Political and Related Activilies 2,463,531 2,402,526 
I_ 

.- - ~~~ 

126.5 lother Deduclions I 18,168,109 1 14,444,232 
- _ _  

TOTAL OTHER INCOME DEDUCTIONS (Total of Llnes 32-38) 23,304,619 18,399,503 
I I 

FERC FORM NO. 60 (REVISED 12-07) Page 301 



Name of Respondent This R e  ort Is: Resubmission Date YearlPeriod of R e p o r  

LG&E and KU Services Company  (2) D A  Resubmiss ion  I t  Dec31 ,  2010 
(1) $An Or ig ina l  (Mo, Da, Yr) 

I S c h e d u l e  XV- C o m m r a t i v e  i n c o m e  S t a t e m e n t  I con t i nued)  

Accoun 
Numbel 

(a) 

Tltle of Account 

(b) 

Current Year 

(c) 

Prior Year 

Id \ 

TAXES APPLICABLE TO OTHER INCOME AND DEDUCTIONS 

Taxes Other Than Income Taxes, Other Income and Deductions 
- 

2,400 150 108.2 

109.2 
~ 

ncome Taxes, Other Income and DeducIions 

110.2 'rovlslon for Deferred Income Taxes, Other Income and Deductions 

3rovIsion for Deferred Income Taxes - Credit, Other Income and Deductions 

nveslnient Tax Credit, Other Income Deducllons 

11.2 

'11.5 
____ 

2,400 15C rOTAL TAXES APPLICABLE TO OTHER INCOME AND DEDUCTIONS (Total of Lines 41-45) 

NTEREST CHARGES 

nterest on Long-Term Debt 
- 
27 

28 Vnortizalion of Debt Discount and Expense 

'less) Amortization of Premium on Debt- Credit 

nterest on Debt to Associate Companies 

29 

30 
- 

31 
~ 

Ither lnleres! Expense 

less) Allowance for Borrowed Funds Used During Construcllon-Credit 

lOTAL INTEREST CHARGES (Total Of Lines 48-53] 

JET INCOME BEFORE EXTRAORDINARY ITEMS (Total o f  Lines 23,30, minus 39,46, and 54) 77,858 

56 3XTRAORDINARY ITEMS 

fxlraordinary income 

less) ExIraordinary Deduciions 

34 

35 
- 

Jet Extraordinary Items (Line 57 less Llne 58) 

09.4 less) Income Taxes, Extraordinary 

Sxtraordinary Items AfterTaxes (Llne 59 less Line 60) 
- ~ _ _  

(ET INCOME OR LOSSlCOST OF SERVICE (Total of Lines 55.61) 77,858 
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404-405 Amorlization Expense 

407 $4074 Reguialoty DebilslCrediIs - Net 
408 14082 Taxes Olher Than Income Taxes 1.710,48 6,143,707 7,854.195 

Schedule XVI- Analysis of C h a r g e s  for Service- Associate a n d  Non-Associate Compan ies  

cost of se rv i ce  will equal fo r  assoc iate and n o n a s s o c i a t e  compan ies  the tota l  amount billed under their separate analysis of 

27.518.246 

billing schedu les  
Tille of Account 

Olrect Cos1 Indirect Cos1 
Direcl Cost 

467.89 467.896 

27.518.2471 

7 411 1.411 2 /Provision for Deferred Taxes - Credit 23,198,544 23,198,547 

9- 
l o  
11 

-- 411 7 

411 1411 5 lnveslment Tax Credll Adjustment 
411 10 Accretlon Expense 

Losses from Disposilion of Service Company Plant 

12 - 

13 

I 
14 1418 INon-operaling Rental Income 

15 1418 t /Equity in Earnlngs of Subsidiary Companies 

412 Costs and Expenses of Construcllon or Other 

Costs and Expenses of Merchandising, Jobbing, 
and Contract Work for Associaled Companies 

Services 04,274,39(. 64,274,390 

416 

16 

17 

127,427 -t- 419 Interest and Dividend Income 127,427 

419 1 Allowance for OVler Funds Used During 
Conslruction - 

18 
19 
20 

421 Miscellaneous Income or Loss 

421 1 Gain on Disposilion of Property 
421.2 Loss on Disposilion Of Property 

30 1430 

31 1431 [Other Inleresl Expense 

[interest an Debt to Associale Companies 

23 

24 

25 
26 
27 
28 

29 

-- 

426 2 Life Insurance 

4263 Penalties ( 161: ( 161) 

426 4 Expenditures for Certain Civic, Polilical and 
Relaled Activilies 376,093 2,087,138 2,463,531 

426 5 Other Deduclions 17,072,461 295,648 18,168,109 

427 Interest On Long-Term Debt 
428 

429 

Amortizalion of Debt Discounl and Expense 

Amortization of Premium on Deb1 - Credit 

Nonassociale 
Company 

Indirect Cost 
(9) 

32 

33 

34 

Nonassociate 
Company 
Total Cos1 

(h) 

432 Allowance for Borrowed Funds Used During 
Conslrucliori 

Total Steam Power Generaion Operation 
Expenses ( 17,855,941) 5,754,878 ( 12,101,063) 

Total Steam Power Generation Maintenance 
Expenses 2,002,327 222,229 2,224,556 

500 509 

510-515 
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Name of Respondent 

LG&E and KIJ Services Company 

Title of Account 

(b) 

Th is  Re ort Is: Resubmission Date YearIPeriod of Repor 
(t) $An Origtnat 
(2) D A  Resubmission I /  Dec31, 2010 

(Mo, Da, Yr) 

Total Charges for Services 
Diiecl Cos1 

Total Charges for Services 
lridirecl Cost 

Total Charges for Services 
Total Cos1 

1 ]403-403.1 ]Depreciation Ex’pense 467,096 467,89( 

4 1408 1408 2 ITaxes Other Than Income Taxes 

10 1411.4-411 5 llnvestrnent Tax Credit Adjustment 

11 1411.10 IAccretion Expense -++ 
1,710,400 I 6.143.707 1 7.854. f9L 

5 
6 

7 
8 

9 

409 1409.3 Income Taxes ( 4,270,130) ( 4,270,1303 

1-411 2 Provision for Deferred Taxes 27,510,247 27,518,241 

23,198,541 411 1-411 2 Provision for Deferred Taxes - Credit 

411 6 

411.7 

23,190,547 

Gain from Disposilion of Service Company Plant 

Losses from Disposition of Service Company Plant 

Construction 

12 

13 

412 Costs and Expenses of Conslructlon or Olher 
Services 
Costs and Expenses of Merchandising, Jobbing, 
and Contract Work for Assoclaled Companies 

416 

14 
15 

16 

418 Non-operating Rental Income 

418.1 

419 interest and Dividend Income 127,427 127,421 
- Equity in Earnings of Subsidiary Companies 

21 
22 

23 

425 Miscellaneous Amortizatlon 

4261 Donations 2,624,064 49,076 2,673,14C 

426 2 Life Insurance 
24 

25 
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426.3 Penalties ( 161) ( 1611 

426 4 Expenditures for Certain CIVIC, Political and 
Related Activiles 376,093 2,087,438 2,463,531 

26 1426 5 (Other Deducfions 17,872,461 I 295,648 18,168,101 

28 1428 IAmortizalion of Debt Discount and Expense I I 
30 
31 

32 

430 

431 Other Interest Expense 
432 Allowance for Borrowed Funds Used During 

Construcllon 

Interest on Debtto Assoclate Companles 

33 

34 

500-509 Total Steam Power Generation Operation 
Expenses ( 17,055,94 1) 5,754,070 ( 12,101,0631 

Total Steam Power Generation Maintenance 
Expenses 2,002,327 222,229 2,224,55€ 

510.515 



Name of Respondent 

LG&E and  KII  Services Company  

7 A c c o u n l  1 

This Re  art Is: Resubmission Date  YearlPeriod of Repoi 
(1) $An Or ig ina l  
(2) U A  Resubmiss ion  

(Mo, Da, Yr) 
I l  Dec31 ,  2010 

TiUe of Accounl I Assmiale Company I Associale Company I Assoclale Company 

41 1555557 ITotal Other Power Supply Operalion Expenses I 87,041 

Direct Cosl lndirecl Cast F 1 "f"' ~ 

~ (c) 1 (d) ~ "'i:: (b) 

517-525 Total Nuclear Power Generalion Operation 
35 Expenses 

3,476,3541 3,563,39'. 

Direct Cosl lndirecl Cast F 1 "f"' ~ 

~ (c) 1 (d) ~ "'i:: (b) 

517-525 Total Nuclear Power Generalion Operation 
35 Expenses 

42 1560 (Operation Supervision and  Engineering 

5%-532 Tolal Nuclear Power Generation Maintenance 

535.540 1 Total Hydraulic Power Generation Operatlon 
36 Expenses 

61.06d 1,815,5201 1,876.581 

37 [Expenses 2,001 I 2,001 
141-545 1 ITotal Hydraulic Power Generation Maintenance I 

43 ki.1 [Load Dispatch-Rellabillty 

138 1 /Expenses I 532d I 5.824 

92,78 2,380,008 2,472,19i 

Expenses 125.84: 

44 System I I 

561.3 Load Dispatch-Transmission Service and 
45 Scheduling 
46 561.4 Scheduling, System Control and Dlspatch Services 

I 

r47 561.5 Reliability Planning and Standards Development 1,102,077 1,102,077 

50 51 

I 21,824 21,824 

561.8 Reliabllily Planning and Standards Development 

562 Services Station Expenses (Maior Only) c i - c ,  
52 

53 

54 

131,966 - 563 Overhead Llne Expenses (Major Only) 11 1,59C 20,376 
564 

565 

Underground Llne Expenses (Major Only) 
Transmission of Electricity by Olhers (Major Only) 

55 
56 

566 Miscellaneous Transmission Expenses (Major 

567 Rents 
Only) 1,442,201 2,445,623 3,807,824 

1 59 /joi IMainIenance Supervision and Engineering (Major 

60 569 Maintenance of Structures (Major Only) 
Only) 

57 
58 

61 1569.1 (Maintenance of Computer Hardware 
62 1569 2 (Maintenance of Computer Sofhvare 

567.1 Operation Supplies and Expenses (Nonmajor 

Only) 
Total Transmission Operation Expenses 1,764,64(. 7,763,604 9,528,244 

63 

64 

165 1570 IMaintenance of Station Equlpment(Major Only) I 481,72E/ I 481,729 

568.3 Maintenance of Comrnunicalion Equipment 
569 4 Maintenance of Miscellaneous Regional 

Transmission Plant 

/Maintenance of Overhead Lines (Major Only) 1 253,464 I 253,467 
Maintenance of Underground Lines (Major Only) I 

68 
573 Malntenance of Miscellaneous Transmission Plant 

(Malor Only) 38,39E 38,396 

Campan y Company Company 
Direct Cos1 Indirect Cost Tolal Cost 

' 



N a m e  of Respondent 

LG&E and KU Services Company 

This R e  ort Is: 
(1) d A n  Original 
(2) [-1A Resubmission 

Resubmission Date  Year lPer iod of Report 
(Mo, Da, Yr)  

I 1  D e c 3 1 ,  2010 

I Dirk1  Cost 
Tille of Account 

Total Cost I Indirect Cost I 
Total Charges for Services Total Charges for Sefvlces Tolal Charges lor Services 

Total Nuclear Power Generation Opera!ion 
35 1617-525 I Expenses I 

48 
c " 5 6 1 7  

50 

Nuclear Power Generation Maintenance 

Hydraullc Power Generallon Operation 
Expenses 

Expenses 2,001 2,001 

____ 
21,824 -t- 561 6 Transmission Service Studiss 21,824 

Generation Interconnection Studies 

Reliability Planning and Standards Development 
Services 

561 8 

30 
_. 

39 Expenses 11,311 11,311 

/Slation Expenses (Major Only) 

Generation Maintenance 
Expenses 125,843 125,843 

Supply Operation Expenses 07,041 3,476,354 3,563,395 

35,176 35,176 

61,065 1,815,520 1,076,585 

2,380,008 I 2,472,792 

42 1560 

13 1561.1 ]Load Dispatch-Reliabllity 
(Operation Supervision and Engineering 

53 
54 

55 
56 

57 
58 

59 

Load Dispatch-Monitor and Operate Transmission 

Load Dispatch-Transmisslon Seivice and 
Scheduling 

564 

565 

566 Miscellaneous Transmlssion Expenses (Major 

567 Rents 
567 1 

Underground Line Expenses (MaJor Only) 

Transmission of Electricity by Others (MaJor Only) 

Only) 1,442,201 2,445,623 3,887,821 

Operation Supplies and Expenses (Noma%- 

Only) 
Total Transmlsslon Operation Expenses 1,764,640 7,163,604 9,528,244 

Maintenance Supervision and Engineering (MaJor 560 

Only) 

16 1561 4 

47 1561.5 IReliabIlily Plannins and Standards Develooment I 1.102.077 I 1,102,077 

IScheduling, Syslem Control and Dispatch Service! 

j4 

j5 

569 1 Malntenance of Miscellaneous Regional 
Transmission Plant 

570 Maintenance of Station Equipment (Maior Onlv) 481,729 481,729 

Maintenance of Overhead Lines (Major Only) 1 253,467 253,467 

;2 1569 2 

53 1569 3 

/Maintenance of Computer Software 
/Maintenance of Communlcalion Equipment 

168 

. I I ,  

573 Maintenance of Miscellaneous Transmission Plant 
(Major Only) 30,396 
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N a m e  of Respondent 

LG&E and KIJ Services Company 

This R e  ort Is: Resubmission Date Year/Period of R e p G  
(1) 4 A n  Original 
(2) n A  Resubmission I t  Dec31 ,  2010 

(Mo, Da, Yr) 

Accounl Tille of Accounl Associate Company 
Number Direct Cost 

Sne 
NO. (a) (b) (c) 

G9 Only) 

571 Maintenance of Transmission Plant (Nonmajor 

70 Total Transmission Maintenance Expenses 773,592 

71 
72 
73 580.589 Total Dislrihuiion Operation Expenses 4,790,727 

74 590.598 Tolal Distrihulion Maintenance Expenses 460,32C 

575 1-5758 Total Regional Market Operation Expenses 

576 1-5785 Total Regional Market Maintenance Expenses 

Totai Electric Operalion and Maintenance 

Production Expenses (Provide selected accounts 

75 Expenses 99,415,05E 

76 in a foolnote) 

77 800 813 Total Other Gas Supply Operation Expenses 71,46t 

78 814.826 Total Underground Storage Operation Expenses 6,07C 

700.798 

__ 
830437 Total Underground Storage Maintenance 

79 Expenses 3,611 

80 840.842.3 Total OUler Storage Operation Expenses 

-- 
Associale Company Assaciale Company Nonassociale 

lndirecl Cos1 Tolal fast Company 
Direcl Cos1 

(4 (e) 10 

773,592 

2,233,681 7,O 2 4,4 0 8 

460,320 

28,026,615 127,141,674 

- 
71,460 

6,870 

3,611 I 
81 

82 

83 
84 
- 

813.1-8439 Total Other Storage Maintenance Expenses 

814 1.8462 Total Liquefied Natural Gas Termhaling and 
Processing Operation Expenses 

847.1-847 8 Total Liquefied Natural Gas Terminaling and 
Processing Mainknance Expenses 

B50 Operation Supervision and Engineering 

- 
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85 
86 

87 
88 

89 

Nonassoclale 
Company 

Indirect Cos1 
(9) 

851 

852 Communication System Expenses 

853 

854 

855 

System Control and Load Dispatching. 

Compressor Station Labor and Expenses 

Gas for Compressor Slalion Fuel 

Olher Fuel and Power for Compressor Stations 

- 

-___I__ 

90 
91 

92 
93 

94 

96 

95 

Nonassociaie 
Company 
Tolal &si 

(h) 

856 Mains Expenses 2,035 2,035 

857 

858 

859 Olher Expenses 

860 Rents 

861 Malntenance Supervision and Engineering 

Measuring and Regulating Station Expenses 

Transmission and Compression of Gas By QUlers 

Total Gas Transmission Operation Expenses 2,035 2,035 

97 
98 

99 

100 

102 
103 

862 

863 Maintenance of Mains 1,187 1,187 

Malnlenance of Structures and improvements 

Maintenance of Compressor Station Equipment 

Maintenance of Measuring And Regulating Slation 
Equipment 

861 

865 

866 Maintenance of Communication Equipment 

867 Maintenance of Olher Equipment , 

Total Gas Transmission Maintenance Expenses 1,187 1,187 



Name of Respondent  

LG&E and KU Serv ices Company 

This Re ort Is: Resubmission Date Year/Period of Repoi 
(1) $An Original 
(2) O A  Resubmission 

(Mo, Da, Yr) 
/ I  D e c 3 1 ,  

Line 
NO. 

Accounl 
Number 

(a) 

69 ]Only) 
773,592 773,59: 

4,790,721 

460,320 

99,415,059 

71.468 

2,233,681 7,024,401 

460,321 

28,026,615 127,441,671 

--- 
71.46L 

74 

75 

590.598 Total Dis(ribut1on Maintenance Expenses 

Total Eleclric Operation and Maintenance t Expenses 

78 

79 

814.826 

830 837 

Total Underground Storage Operation Expenses 
Total Underground Storage Maintenance 
Expenses 

87 
88 
89 

853 

8% 

855 

Compressor Station Labor and Expenses 

Gas for Compressor Station Fuel 
Other Fuel and Power for Compressor Stations 

2,035 I 2,03E 

94 
95 

96 

860 Rents 

861 Maintenance Supervision and Engineering 

Total Gas Transmission Operation Expenses 2,035 2,03E 

TiUe of Account 

(b) 

Total Charges for Services Tolal Charges for Services 
Direct Cost Indirect Cost Total Cost 

Tolal Charges for Servlces 

I I 
1574 /Maintenance of Transmlssion Plant (Nonmajor 

I I 

71 1575 1-575 8 /Total Reqionai Market Operation Expenses 

72 1576 1-576 5 \Total Regional Market Maintenance Expenses 

73 1580-589 ITotal Distribulion Operation Expenses 

3,611 I I 3,611 

Processino Malntenance Expenses 
I I 

184 1850 [Operation Supervlsion and Engineering 

851 /System Control and Load Dispatching. 

852 ICommunicatiofl System Expenses 

_I_ 

90 1856 \Mains Expenses 

91 1857 IMeasunng and Regulating Station Expenses 

92 (858 
93 1859 /Other Exoenses 

(Transmission and Compressian of Gas By Others 

/Maintenance of Structures and improvements -+- 1,187 1.187 

Maintenance of Compressor Station Equipment 
Maintenance of Measuring And Regulating Statio1 

100 Equipmenl 
(Maintenance of Communication Equipment 

]Maintenance of Other Equipment 
103 

104 070.881 Total Dislribulion Operation Expenses 

Total Gas Transmission Maintenance Expenses 1,187 1.187 

I I 
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Name of Respondent 

LG&E and KU Services Company 
This Re ort Is: Resubmission Date YearlPeriod of Rep0 
(1) d A n  Original 
(2) n A  Resubmission I !  Dec31, 2o?1! 

(Ma, Da, Yr) 

- 

Line 

Accounl l i l le of Accounl 
Number 

-- 
Associate Compan! 

Direcl Cast 
4ssociale Company Nonassociala 

Tolal Cost Company 
Direcl Cos1 

Nonassociale 
?Ampany 

indlrecl Cost 

11 1 1905 IMisceIlaneous customer accounts expenses 862,9( 

772.7491 I 

117 
118 

119 
120 

121 

Total Serv!ce and InforGtional Operation 
Accounts 22,685,Oi 

911 Supeivlsion 
912 Demonstrating and Selling Expenses 

913 Adverlislng Expenses 85,Ot 

916 Miscellaneous Sales Expenses 
Total Sales Operation Expenses 85,Of 

Admlnlstrative and General Salarles 6,718,4( 

- 
128 1926 IEmployee Pensions and Beneflls 26,497,5$ 

129 
130 

131 
132 

133 

134 

135 

928 Regulatory Commission Expenses 52,2i 

930 1 General Advertising Expenses 9 6 7 3  

930 2 Miscellaneous General Expenses 392,64 

931 Rents 
Tofa1 Admlnlslrative and General Operalion 
Expenses 50,547,1: 

935 Malntenance of Structures and Equipment 536,91 

Total Administrative and General Maintenance 
Expenses 84,835,52 

4ssociale Compan) 
lndirecl Cost 

Nonassociale 
Company 
Tolal Cost 

(h) 

7 7 8  

3.043.0( 

117,ZE 

65513 

1,328,709 

3,698.137 1 I 
1c 

8.445.22 

125,152 

15,395,613 

I 
- 862,902 

20,081,804l 9,100,47 

109,O' 

22,203,51 

Informational And Instructional Advertising 
Expenses 

Informational Expenses 

335,08 

992,6:! 

444,120 

650,ZC 

1,977,91 

I 
85.0661 

85,066 

43,652,6561 36,934,21: /"' 11121 /oftice Supplies and Expenses 1 ;:;;%:;; 
125 923 Outside Sewices Employed 

126 924 Property Insurance 89411 

9,481 ,1 1 

5,342,64 

14,131,495 

15.009.7091 

894,1971 I 
30,34 

22,642,41 

737,560 

49,140,0101 

52,277 

999.0171 32,4E 

6,343,57 6,736,221 
I I 

8 0,8 0 6,8 1 

21,412.98 
_I__- 

113,298,iB 

141,442.08 
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N a m e  of Respondent 

LG&E a n d  KIJ Services Company 

Th is  R e  ort Is: 
(1) d A n  Original 
(2) n A  Resubmission 

I Schedu le  XVI- A n a l y s i s  of Charges  for Serv ice-  A s c a t e  a n d  Non-Assoc ia te  C o m p a n i e s  (cont inued)  

Resubmission Date  Yeadper iod  of Report 
(Mo, Da, Yr) 

I I  Dec31,  a12 

Account TiUe of Account Total Charges for Services Tolal Charges for Services 
Number Direct Cost Indirect Cos1 

Line 
NO. (a) (b) (1) (i) 

llll_-___l__ 

105 885.891 Total Dlstrlbution Maintenance Expenses 77,306 

Total Natural Gas Operation and Maintenance 
106 Expenses 1,211,506 117,28: 

655,13[ 107 901 Supervision 3,043,007 -- 
108 902 Meter readlng expenses 125,044 lo t  

109 903 Customer records and collection expenses 6,950,380 8,445,23: 

110 904 Uncollectible accounts 

111 905 Miscellaneous customer accounts expenses 
112 906 Total Customer Accounts Operation Expenses 

113 907 Supervlslon 

862,902 
___I 

10,981,333 9,100,471 

109,041 335,081 

114 908 Customer asslstance expenses 22,203,543 992,63: 

- 
_- 

909 Informational And Instructional Advertising 

910 Miscellaneous Customer Serdce And 
____- 115 Expenses 249,943 

116 Informational Expenses 122,548 650,201 

Total Servlce and Informational Operation 
117 Accounts 22,685,075 1,977,921 

I18 911 Supervlslon 

.I19 912 

~. 

DemonskGng and Selling Expenses 
120 913 Advertising Expenses 85,066 

Total Charges for Services 
Total Cost 

121 916 Miscellaneous Sales Expenses 
122 Total Sales Operation Expenses 85,066 

123 920 Administrative and General Salaries 6,718,401 

124 921 Office Supplies and Expenses 4,650,383 

125 923 Outside Services Employed 9,667,064 

126 924 Property Insurance 894,197 

127 925 Injuries and Damages 707,217 

128 926 Employee Pensions and Benefits 26,497,593 

129 928 Regulatory Commission Expenses 52,277 

967,356 

131 930 2 Miscellaneous General Expenses 392,642 
._ 130 930 1 General Advertising Expenses 

132 931 Rents 
Total Administrative and General Operation 

133 Expenses 50,547,130 

134 935 Maintenance of Structures and Equipment 536,919 

Total Administrative and General Maintenance 
135 Expenses 84,835,523 

136 Total cost of Service 185,162,088 

- 
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77,306 

36,934,25L 

9,481,112 

5,342,64 

- 
30,342 

22,642,411 

32,461 

6,3457': 

80,806,812 

21,412,98(3 

ii3,29a,i04 

141,442,081 

1.328.789 

3,698,137 

125,152 

15,395,613 

862,902 

20,081,804 

444,128 

23,196,176 

249.943 

772,749 

24.662.996 

85,066 

85.066 

43,652,656 

14,131,495 

15,009,709 

894,197 

7 3 7,5 6 0 

49,140,010 

52,277 

999,817 

6,736,221 

131,353,942 

21,949,899 

198,133,707 

326,904,170 



Name of Respondent 
LG&E and KU Services Company 

' 1. For services rendered to associate companies (Account 457), list all of the associate companies 

This Re ort Is: Resubmission Date YearlPeriod of Repoi 
(1) &An Original 
(2) n A  Resubmission i1 Dec31, 2010 

(Mo, Da, Yr) 

3 
4 
5 
6 
7 
8 

9 

10 
11 
12 
13 
14 

LG&E Energy Inc 
LG&E Energy Marketing Inc. 
LG&E lnlernalional Inc. 
Louisville Gas and Eleclric Company 
Kenlucky Ulililies Company 
Western Kentucky Energy Gorp. - 

37 
38 
39 

40 

- 

Total 

Account 457.1 
Direcl Costs Charged 

Account 457.2 
Indirect Cosls Charged 

Tolal Amount Billed Account 457.3 
:ompensation For Us 

of Capital 
(4 

Name of Associate Company 

LG&E and KIJ Capltai LLC 
LG&E and KU Energy LLC 

(4 
42,306,41[ 

166.93( 

(b) 
35,324,67: 

166.93( 
80C 80( 

1,571 
29,74t 

65.788,91( 

6,652 
29,746 

128,236,051 
154.935.476 

5,07t 

62.449,14' 
82.921.02( 72.0 14.456 

1,297,962 

- 
1,306,29: ( 8,330 

I___ 

16 
17 
18 

19 I 
20 I 

29 
30 
31 
32 

- 

33 I 
34 
35 
36 

ii- 
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Name of Respondent 

LG&E and KU Services Campany 
This Re ort Is: Resubrnisslon Date YearIPeriod of Repoi 
(1) d A n  original 
(2) U A  Resubmissian 

(Mo, Da, Yr) 
I l  Dec31, 2010 

35 
36 
37 
38 
39 

40 

___ 

- 

Total 

1" For services rendered to nonassociate companies (Account 458), list all of the nonassociate companies. In a footnote, describe 
the services rendered to each respective nonassociate company. 

Name of Non-associate Company 
Line 
No. 

Account 458.3 Account 458.4 

Utility Companies 

Total Amount Billed 

(9 

Direct Costs indirect Costs 
Charged Charged 

4 1  

12 
13 
14 
15t- .. 

16 
17 

19 
I 20 

26 
27 
28 
129-1 

I34 I 
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Name of Respondent 
LG&E and KU Services Company 

Schedule XIX - Miscellaneous General Expenses -Account 930.2 

1. Provide a listing of the amoun t  included in Account 930.2, "Miscellaneous General Expenses" classifying such expenses according 
to their nature. Amounts l ess  than $50,000 may be grouped showing the number of items and the total for the group. 
2. Payments and expenses permitted by Section 321 (b)(2) of the Federal Election Campaign Act, as amended by Public Law 94-283 in  
1976 (2 U.S.C. 441(b)(2)) shall be separately classified. 

This Re ort Is: Resubmission Date YearlPeriod of Repo 
(1) $An Original (Mo, Da, Yr) 

Dec31, 2010 (2) n A  Resubmission I I  

Tllle of Account 

(a) 

Association Dues - American &s Association - 
Association Dues - Edison Electric lnstllute 
Business License Fees 

Research and Develoornent Exoenses - Eleclric Power Research Institute 

Total 

2 96,86! 

81 2,24' - 
89.088 

2,672,77( 
2,865,25' 

6,736,22 
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This Report is: 
(1) &An Original 
(2) __A  Resubmission >&E and KU Services Company 

~. __ 
Bchedule Page: 307 Line No.: 4 Column: a _ _ . - ~ _ _ _ - ~  

Other Miscellaneous General Expenses includes $2,579,516 of indirect charges from PPL, $61,041 of third party labor for indirect 
research work and the remaining items are all under $50,000. Indirect charges from PPL include executive management, 
environmental management, external affairs, financial, legal, PPL Services, Inc and risk management. 

Resubmission Date Year of Report 
(Mo, Da, Yr) 

/ I  201 0 

.I ~ 
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This Report is: Resubmission Date Year of Report 
(I) &An Original (Mo, Da, Yr) 

LG&E and KU Services Company (2) - A  Resubmission I l  2010 

Schedule XX - Organlzation Chart 

K P r o v i d e  a graphical presentation of the relationships and inter relationships within the service company that identifies lines of authority and I 
responsibility in the organization. .I 
The following were officers o f  Servco as of  December 31,2010: 

Victor A. Staffieri -- Chairman o f  the Board, Chief Executive Officer and President 

John R. McCaII -- Executive Vice President, General Counsel, Corporate Secretary and Chief 
Compliance Officer 

Paula H. Pottinger -- Senior Vice President, Human Resources 
Michael S. Beer -- Vice President, Federal Regulation and Policy 
Lonnie E. Bellar -- Vice President, State Regulation and Rates 
Laura G. Douglas -- Vice President, Corporate Responsibility and Community Affairs 
R.W. “Chip” Keeling -- Vice President, Communications 
Dorothy E. O’Brien -- Vice President and Deputy General Counsel, Legal and Environmental 
Af fa i rs 
George R. Siemens -- Vice President, External Affairs 

S. Bradford Rives -- Chief Financial Officer 
Kent W. Blake -- Vice President, Corporate Planning and Development 
Daniel I(. Arbough -- Treasurer 
Valerie L, Scott -- Controller 
Eric Slavinsky -- Chief Information Officer 

Paul W. Thompson -- Senior Vice President, Energy Services 
D. Ralph Bowling -- Vice President, Power Production 
David S. Sinclair ~- Vice President, Energy Marketing 
John N. Voyles, Jr. -- Vice President, Transmission and Generation Services 

Chris Hermann -- Senior Vice President, Energy Delivery 
John P. Malloy -- Vice President, Energy Delivery, Retail Business 
P. Greg Thomas -- Vice President, Energy Delivery, Distribution Operations 

Martyn Gallus” --Senior Vice President - Energy Marketing 

* Martyn Gallus resigned as Senior Vice President o f  Energy Marketing, effective January 3, 2011. 



Name of Respondent 

LG&E and K U  Services Company 

Service Department or Function 

Customer Services 
Sales and Marketing Services 
Economic Development and Major 

Meter Reading Services 
Meter Operations Services 
Meter Asset Management Services 
Cash Remittance Servires 
Billing Integrity Services 
Energy Efficiency Services 
CCS Retail Business Readiness 
Project Engineering Services 
System Laboratory Services 
Generation Services 
Combustion Turbine Operations and 

Maintenance Services 
Fuel Procurement Services 
Transmission Strategy and Planning 

Transmission Protection and Substation 

Transmission Line Services 
Transmission Reliability and Compliance 

Transmission System Operations Services 
Transmission EMS Services 
Project Development Services 
Energy Marketing Services 
Market Forecasting Services 
Load Forecasting Services 
Generation Planning and Analysis Services 
Network Trouble arid Dispatch Services 
Mapping and Records Management 

Electric Engineering Services 
Distribution Asset Management Services 
Substation Construction and Maintenance 

Budgeting Services 

-- 

Account Services 

Services 

Services 

S e rv i r. e s 

Services 

Services 

(Mo, Da, Yr) 
This Report is: 
(1) & A n  Original 
(2) _ _ A  Resubmission 

Basis of Allocation 
.- 

Number of Customers Ratio 
Departmental Charge Ratio 
Number of Customers Ratio 

Departmental Charge Ratio 
Number of Meters Ratio 
Number of Meters Rat,io 
Revenue Ratio 
Number o f  Customers Ratio 
Nun1 ber of Customers Ratio 
Number of Customers Ratio 
Total Assets Ratio 
Departmental Charge Ratio 
Total Assets Ratio 
Utility Ownership Percentages 

Contract Ratio 
Departmental Charge Ratio 

Departmental Charge Ratio 

Departmental Charge Ratio 
Departmental Charge Ratio 

Departmental Charge Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio 
Generation Ratio 
Generation Ratio 
Generation Ratio 
Electric Peak Load Ratio 
Departmental Charge Ratio 
Departmental Charge Ratio 

Departmental Charge Ratio 
Total Assets Ratio 
Departmental Charge Ratio 

Revenue, Total Assets and Number of Employees 
Ratios 

I 
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~ e o f p o n d e n t  

LG&E and KU Services Company 

Financial Planning Services 
Financial Systems 
Strategic Planning Services 
Internal Financial and Management 

External Financial Reporting Services 
Accounting and Reporting Services 
Sundry Billings Services 

Reporting Services 

- 
This Report is: Resubmission Date Year of Report 
(I) & An Original 
(2) _ _ A  Resubmission I 1  

(Mo, Da, Yr) 
2010 

I-_____--- 

Property Accounting Services 
Energy Marketing Accounting Services 
Revenue Accounting Services 
Payroll Services 
Tax Accounting, Compliance and 

Repo rting Services 
Tax Planning Services 
Tax Special Projects Services 
Audit Services 
Cash Management and Investment 

Services 
Corporate Finance Services 
Risk Management Services 
Credit Ad ministration Services 
Energy Marketing Trading Controls 

Energy Marketing Contract Administration 

Procurement and Major Contracts 

Strategic Sourcing Services 
Materials Logistics Services 
Sourcing Support Services 
Accounts Payable Services 
Supplier Diversity 
IT Corporate Functions Services 
IT Security and Administrative Services 
IT Enhancements 
IT Application Services 
IT Client Services 
IT Platform Services 
Legal Services 
Compliance Services 
Environmental Affairs Services 
Regulatory Affairs Services 
Government Affairs Management Services 

Services 

Services 

Services 

Direct Expense Ratio 
Number of Employees Ratio 
Departmental Charge Ratio 
Departmental Charge Ratios 

Departmental Charge Ratios 
Departmental Charge Ratios 
Revenue, Total Assets and Nurr,-er a 

Total Assets Ratio 
Energy Marketing Ratio 
Retail Revenue Ratio 
Number of Employees Ratio 
Direct Expense Rat io  

Ratios 
Employees 

Direct Expense Ratio 
Direct Charges Only 
Project Ratio 
Revenue, Total Assets, Number of Employees and 

Direct Expense Ra t io  
Direct Expense Ratio 
Generation Ratio 
Generation Ratio 

Direct Expense Ratios 

Generation Ratio 

Non-Fuel Material and Services Expenditures Ratio 

Non-Fuel Material and Services Expenditures Ratio 
Number of Transactions Ratio 
Non-Fuel Material and Services Expenditures Ratio 
Number of Transactions Ratio 
Non-Fuel Material and Services Expenditures Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Departmental Charge Ratio 
Number of Employees Ratio 
Electric Peak Load Ratio 
Revenue Ratio 
Departmental Charge Ratio 
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Name of Respondent This Report is: Resubmission Date 
(1) & An Original (Mo, Da, Yr) 

LG&E and KU Services Company (2) _ _ A  Resubmission I 1  

Internal Communication Services 
External and Brand Communication 

Services 
Public Affairs Management Services (Corp 

Responsibility) 
Facilities and Building Services 
Security Services 
Production Mail Services 
Document Services 
Right-of-way Services 
Transportation Services 

Year of Report 

2010 

HR Compensation Services 
HR Benefits Services 
HR Health and Safety Services 
HR Organization Development and 

HR Services 
Technical and Safety Training Services 
Industrial Relations Management Services 
Executive Management Services 

Training Services 

Departmental Charge Ratio 
Departmental Charge Ratio 

Departmental Charge Ratio 

Departmental Charge Ratio 
Departmental Charge Ratio 
Number of Customers Ratio 
Number of Employees Ratio 
Number of Customers Ratio 
Transportation Resource Management System 

Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 
Number of Employees Ratio 

Chargeback Rates 

Number of Employees Ratio 
Number of Employees Ratio 
Contract Ratio 
Departmental Charge Ratio 

Contract Ratio - Based on the sum of the physical amount (i.e. tons of coal, cubic feet of natural gas) 01 \e contract for 
both coal and natural gas for the immediately preceding twelve consecutive calendar months, the numerator of which 
is for an operating company or an affected aff i l iate company and the denominator of which is for all operating 
companies and affected affiliate companies. 

Departmental Charge Ratio - A specific Servco department ratio based upon various factors such as labor hours, labor 
dollars, departmental or entity headcount, etc. The departmental charge ratio typically applies to  indirectly attributable 
costs such as departmental administrative, support, and/or material and supply costs that benefit more than one 
affiliate and that require allocation using general measures of cost causation. Methods for assignment are 
department-specific depending o n  t h e  type o f  service being performed and are documented and monitored by the 
Budget Coordinators for each department. 

Direct Expense Ratio - Based on t h e  sum of the directly charged expenses a t  the end of each month for the 
immediately preceding twelve consecutive calendar months, the numerator of which is for an operating company or 
affected affiliate company and the denominator of which is for all operating companies and affected affiliate 
companies. 

Electric Peak Load Ratio - Based on the sum of the monthly electric maximum system demands for the immediately 
preceding twelve consecutive calendar months, the numerator of which is for an operating company and the 
denominator of which is for a l l  operating companies. 

Energy Marketing Ratio - Based on the absolute value of megawatt hours purchased and sold for the immediately 
preceding twelve consecutive calendar months, the numerator of which is for an operating company or an affiliate and 
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Name of Respondent 

LG&E and KU Services Company i 
t h e  denominator of which is for all operating companies and affected affiliate companies. 

This Report is: Resubmission Date Year of Report 
(1) X An Original (Mo, Da, Yr) 
(2) __A  Resubmission I l  2010 

Generation Ratio - Based an the annual forecast of megawatt hours, the numerator of which is  for an operating 
company or a n  affiliate and the denominator o f  which is for all operating companies and affected affiliate companies. 

Non-Fuel Material and Services Expenditures - Based on non-fuel material and services expenditures, net of 
reimbursements, for the immediately preceding twelve consecutive calendar months. The numerator is equal t o  such 
expenditures for a specific entity and/or line-of-business as appropriate and the denominator is equal to such 
expenditures for  al l  applicable entities. 

Number of Customers Ratio - Based on the number of retail electric and/or gas customers. This ratio will be 
determined based on the actual number of customers a t  the end of the previous calendar year. In some cases, the ratio 
may be calculated based on the type of customer class being served (i.e. Residential, Commercial or Industrial). 

Number of Employees Ratio - Based on the number of employees benefiting from the performance of a service. This 
ratio will be determined based on actual counts of applicable employees a t  the end of the previous calendar year. A 
two-step assignment methodology is utilized t o  properly allocate Servco employee costs to the  proper legal entity. 

Number of Meters Ratio - Based on the number or types of meters being utilized by all levels of customer classes 
within the system for the immediately preceding twelve Consecutive calendar months. The numerator is equal t o  the 
number of meters for each utility and the denominator is equal to the total meters for KU and LG&E. 

Number of Transactions Ratio - Based on the sum of transactions occurring in the immediately preceding twelve 
consecutive calendar months, the numerator of which is for an operating company or an affected affiliate company and 
t h e  denominator of which is for al l  operating companies and affected affiliate companies. For example, services 
pertaining t o  Materials Logistics would define the  transaction as the number of items ordered, picked and disbursed out 
of the warehouse. Services pertaining to  Accounts Payable would define the transaction as the  number of invoices 
processed. The Regulatory Acc.ounting and Reporting Department is responsible for maintaining and monitoring specific 
service methodology documentation for actual transactions related to Servco billings. 

Project Ratio - Based on the total costs for any departmental or affiliate project for the irnmediately preceding twelve 
consecutive calendar months, the numerator o f  which is for an operating company or an affected affiliate company and 
t h e  denominator of which is for all operating companies and affected affiliate companies. 

Retail Revenue Ratio - Based on utility revenues, excluding energy marketing revenues, for t,he immediately preceding 
twelve consecutive c.alendar months, the numerator of which is for an operating company or  an affiliate and the 
denominator of which is for al l  operating companies and affected affiliate companies. 

Revenue Ratio - Based on the sum of the revenue for the immediately preceding twelve consecutive calendar months, 
t h e  numerator o f  which is for an operating company or an affected affiliate company and the denominator of which is 
for all operating companies and affected affiliate companies, 

Total Assets Ratio- Based on the total assets a t  year end for the preceding year, the numerator of which is for an 
operating company or affected affiliate company and the denominator of which is for all operating companies and 
affected affiliate companies. In the event of joint ownership of a specific asset, asset ownership percentages are 

I FERC FORM 60 (NEW 12-05) 402.4 I 
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Schedule XXI - Methods of Allocation 

(Mo, Da, Yr) 
LG&E and KU Services Company (2) __A Resubmission I !  2010 

~- 

utilized to  assign costs. 

Transportation Resource Management System Chargeback Rate -Based on the costs associated with providing and 
operating transportation fleet for al l  affiliated companies including developing f leet policy, administering regulatory 
compliance programs, managing repair and maintenance of vehicles and procuring vehicles. Such rates are applied 
based on t h e  specific equipment employment and the measured usage of services by the various company entit,ies. 

Utility Ownership Percentages - Based on the c,ontractual ownership percentages of jointly-owned generating units. 

--I 
_lll_ 

-_. 
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