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COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:
THE APPLICATION OF KENTUCKY-AMERICAN
WATER COMPANY FOR A CERTIFICATE OF

PUBLIC CONVENIENCE AND NECESSITY

)

)

)y CASE NO. 2007-00134
AUTHORIZING THE CONSTRUCTION OF )

)

)

KENTUCKY RIVER STATION H, ASSOCIATED
FACILITIES AND TRANSMISSION MAIN

ORDER

Kentucky-American Water Company (“Kentucky-American”) has applied for a

Certificate of Public Convenience and Necessity (“Ceriificate”) to construct a water

treatment plant adjacent to Pool 3 of the Kentucky River, associated facilities, and a

transmission main. Finding that the proposed facilities are necessary to address

: substantial deficiencies in existing service and will not result in wasteful duplication, we
grant the application.

STATEMENT OF THE CASE'

Historical Background

Kentucky-American, a corporation organized and existing under the laws of

Kentucky, owns and operates facilities used to distribute water to approximately
116,978 customers in Bourbon, Clark, Fayette, Gallatin, Grant, Harrison, Jessamine,

““ Owen, Scott, and Woodford counties.? It provides wholesale water service to Midway,

' Unless otherwise stated, references to pleadings (including responses to discovery requests)

are to pleadings submitted in Case No. 2007-00134. Where we refer o a pleading filed in an earlier
proceeding, the earlier proceeding will be identified. Where a document can be clearly identified without
= reference to the proceeding in which it was filed, we have done so.

2 Annual Report of Kentucky-American Water Company to the Kentucky Public Service

Commission for the Year ended December 31, 2007 (Wafer Operations) at 11, 56 & 63,
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Nicholasville, North Middletown, Georgetown, Versailles, East Clark County Water
District, Jessamine-South Elkhorn Water District, and Harrison County Water
Association.® It directly or indirectly provides potable water service to over 326,000
persons.*

Kentucky-American is divided into two divisions — Northern and Central. The
Northern Division consists of facilities and operations in Gallatin, Owen, and Grant
counties. All other facilities and operations are within the Central Division. The Central
Division contains the overwhelming majority of Kentucky-American’s facilities and
customers.® Kentucky-American has served this area since 1882.°

Kentucky-American currently owns and operates two facilities for the production
of treated water for its Central Division. The Kentucky River Station | (KRS [} is
located adjacent to Pool 9 of the Kentucky River and withdraws raw water from Pool 9.
It has a rated production capacity of 40 million galions per day ("MGD”) and is capable,
under optimal conditions, of producing 50 MGD.” The Richmond Road Station (‘RRS")
uses raw water either pumped fram Pool 9 of the Kentucky River or the Jacobson

Reservoir and has a rated production capacity of 25 MGD and is capable, under optimal

° 1d at 63,
“  Application at 2. Kentucky-American also operates facilities that provide sewage collection
and treatment services to approximately 704 customers. These facilities are located in Clark and Owen
counties. See Annual Report of Kenfucky-American Water Company to the Kentucky Public Service
Commigsion for the Year ended December 31, 2006 (Sewer Operations) at 9, 28.

®  Approximately 113,850 or ninety-seven percent of Kentucky-American’s total customers are
located in its Central Division.

® Annual Report of Kentucky-American Water Company to the Kentucky Public Service
Commission for the Year ended December 31, 2007 (Water Operations) at 9.

" Gannett Fleming, Inc., Weler Supply Study (March 2007) at ES-2 (found at Kentucky-
American’s Response to Commission Staff's First Set of Interrogatories, ltem 6).
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conditions, of producing 30 MGD.2 Jacobson Reservoir has a capacity of 500 million
gailons ("MG") of water and limited geographical watershed. Most of the water that
refills the reservoir is pumped from Pool 9 of the Kentucky River.’

For over 20 years the adequacy of Kentucky-American facilities serving its
Central Division has been at issue. In 1986 Kentucky-American published a least cost
planning study in which it identified a deficit in the available water in Pool 9 of the
Kentucky River based upon its safe yield calculations of the Kentucky River. After
reviewing various options, the study recommended the construction of a 5 MGD
treatment plant on Pool 6 of the Kenfucky River, which was expected to meet Kentucky-
American’s system demands until the fate 1990s.°

Kentucky-American undertook to design such a treatment plant and to obtain the
necessary easements for its construction, but halted these efforts after central Kentucky
experienced a moderate drought in 1988. During this drought, Kentucky-American
experienced a maximum day demand of 63.91 MG, which exceeded its existing
treatment capacity of 60 MGD, and resorted to voluntary restrictions on customer
usage. Shortly after the drought, the Kentucky Division of Water ("DOW") implemented
passing flow restrictions on all new or revised withdrawal permits for the Kentucky River
that rendered construction of the proposed plant impractical.

in 1989 Lexington-Fayette Urban County Government ("LFUCG") Mayor Scotty

Baesler formed the Kentucky River Basin Steering Committee ("Committee”) to study

L3
'

' Direct Testimony of Linda C. Bridwell at 5.
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raw water supply for the Kentucky River Basin. In its first published report, the
Committee concluded that “significant deficits would be experienced under current
conditions if a prolonged drought were to occur.”™* In its second published report, the
Committee developed and evaluated twenty-seven alternative water supply plans to
provide for the projected deficit. Elements of these pians included: (1) rehabilitation or
reconfiguration of the Kentucky River locks and dams, (2) small upstream reservoirs on
Kentucky River tributaries, and (3) pipelines from the Chio River.'?

While this study was occurring, Kentucky-American took a series of measures {o
expand‘ its treatment capacity from 60 MGD to 65 MGD. it enlarged the RRS's
treatment capacity from 20 MGD to 25 MGD. it installed larger, more energy efficient
raw water intake pumps at the Kentucky River to transfer water to the RRS and
replaced an existing 20-inch cast iron water main from the KRS | to Jacobson Reservoir
with a 30-inch iron ductile main."

In 1992 Kentucky-American released an updated least cost planning study in
which it projected that Kentucky-American would experience maximum day demand of

67.91 MGD by 1996 and 68.25 MGD by 2005." It stressed the need to develop

" Harza Engineering Company, Phase | Interim Report: Water Demands and Water Supply

Yield and Deficit (Dec. 1990) at 2.

2 Marza Engineering Company, Phase i Report: Development of a Long Range Water Supply

Plan (May 1991).

" Direct Testimony of Linda C. Bridwell at 6.

" american Water Works Service Company, Inc., Kentucky-Ametican Water Company Least

Cost/Comprehensive Planning Study at i (July 1992).
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additional water sources, including the possible purchase of finished water from the
Louisville Water Company (‘LWC”)."”

in an application for rate adjustment that it filed the following year, Kenfucky-
American sought recovery in its rates of certain design and development costs
associated with a water pipeline from Louisville to Lexington.™ During the rate
proceeding, Kentucky-American advised the Commission of its intent to apply for a
Certificate for the proposed pipeline in late 1994. Responding to this action, the
A’ttornéy General ("“AG") requested an investigation of Kentucky-American’s plans.
Finding that such investigation could provide “valuable information pertaining to the

need and time for the pipeline,” the Commission initiated Case No. 1993-00434."" |t

eventually grew in scope to include Kentucky-American's demand projections, the

A supplement to the existing Kentucky River source of supply is needed
to insure source adequacy in the event of a severe drought. Kentucky-
American has participated in a regional water supply study and is
encouraging the resolution of the regional source of supply deficit
through the Kentucky River Authority. The need to resolve the source
deficit is a high priority, since a drought in any upcoming year could
result in severe water shortages. If source of supply augmentation
alternatives using the Kentucky River are infeasible or encounter
excessive delays, the use of the Ohio River presents a viable option.
The Ohio River represents a virtually uniimited source of supply.
Purchase of finished water from the Louisville Water Company appears
to represent a feasible and cost-effective aiternative fo solve the source
of supply deficit for Kentucky-American, and potentiaily for the whole
region.

id. atii.

8 Case No. 1992-00452, Notice of the Adjustment of the Rates of Kentucky-American Water
Company (Ky. PSC filed Jan. 22, 1993). The Commission ultimately rejected Kentucky-American's
reqguest. /o, at 13-14 (Ky. PSC Nov. 19, 1993),

T id. at 51-52; see also Case No. 1993-00434, An Investigation of the Sources of Supply and

Future Demand of Kentucky-American Water Company (Ky. PSC Nov. 19, 1993},
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appropriateness of its planning criteria, the existence of a supply deficit, and possible
options to remediate any deficit.'®

in Case No. 1993-00434, the Commission received demand projections from
various parties indicating that Kentucky-American would experience a supply deficit of
between 5.0 MGD and 13.0 MGD if a drought of record occurred. Regarding the
methodologies used to derive these projections, the Commission in March 1995 found:

[Tihe range of demand projections presented by Kentucky-
American and the intervenors is within the realm of
reasonableness. Kentucky-American has used reputable
sources for data and nationally accepted methodologies in
developing its demand projects. Over the years Kentucky-
American has made numerous revisions to its methodology
for projecting water demand resulting in a state-of-the-art,
dynamic process.

At that time, however, the Commission was unable to reach a conclusion
regarding the safe-yield of the Kentucky River and the appropriate planning criteria to
apply. The record contained three separate reports on these issues. Each report "was
based upon different assumptions and, thus, their conclusions are not readily

comparable.”®® The Commission deferred a decision until the Kentucky River Authority

(“KRA”)?' completed a new safe-yield analysis of the Kentucky River.

¥ Case No. 1993-00434, Order dated March 14, 1995 at 2.

¥ Id. at4-5.

® Id ats.

2" The General Assembly created the KRA in 1988 to “provide for the maintenance of the
Kentucky River locks and dams.” 1986 Ky.Acts Ch. 383, Section 1. The KRA is authorized and

empowered, infer alfia, to “[clonstruct, reconstruct, provide for the major maintenance, or repair the locks
and dams on the Kentucky River and all real and personal property pertaining thereto, as well as maintain

= the channe!,” and “[dlevelop comprehensive plans for the management of the Kentucky River within the
= basin, including a long-range water resource plan and a drought response plan.” KRS 151.720(1) and
(9).
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In August 1996, the Kentucky Water Resource Research Institute (“KWRRIY),
which the KRA had commissioned to conduct a new safe-yield analysis, published its
assessment of the water supply within the Kentucky River Basin. It projected that, in
the event of a drought similar to that which occurred in 1930 and using projected water
demand for 2020, the Kentucky River Basin would experience a water supply deficit
between 7.4 and 9.7 billion gallons.®® It noted:

The main conclusion to be drawn from the deficit
predictions . . . is the realization that significant water
shortages would be incurred if a severe drought were to
occur in the basin. Furthermore, water shortages of varying
intensity would occur basin-wide, with the largest deficits
concentrating in pool 9. The susceptibility of the basin to a
severe drought enforces the need for an effective drought
management strategy and long range water supply plan.®
As to Pool 9, the study projected a supply deficit ranging from 1.688 billion gallons to
6.553 billion gallons based upon the intensity of the drought.*

Following KRA's submission of the KWRRI Assessment, the Commission

resumed its investigation.?® After further discovery and hearings on the water supply

deficit issue, the Commission found that “a water supply deficit would exist during an

extreme drought situation” and that “3.489 billion gallons ... [is] a reasonable

2 Kentucky Water Resource Research Institute, Kentucky River Basin Water Supply

Assessment Study: Task Il — Deficit Analysis (Aug. 1998) at v.

2 1d atvi.

14, at 34. The lower amount in this range is based upon the deficit that would occur using
projected demand in 2020 based upon moderate popuiation growth and a drought similar to the drought
of 1953. The higher amount is based upon projected demand in 2020 assuming high population growth
and the 1930 drought of record.

% |n its Order of March 14, 1995, the Commission had terminated the investigation. When
ruling upon an intervenor’s petition for rehearing on April 24, 1995, the Commission reversed course and
directed that the docket remain open pending completion of the new safe-yield analysis.
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estimate of the magnitude of Kentucky-American’'s total annual water supply deficit

for the planning horizon through the year 2020.7%°

While noting Kentucky-American's obligation to develop a supply for its
customers, the Commission, in the same Order, also stressed the need for a
coordinated response among all interested parties:

While testimony was presented that demand management
and conservation could reduce the total customer demand
and possibly slow the anticipated growth in future
customer demand, demand management alone will not be
sufficient to meet either a 1930 or 1953 drought situation.
The evidence before this Commission indicates that
additional steps must be taken and financial resources will
have to be committed to develop an adequate and reliable
source of water supply, not only for the customers of
Kentucky-American, but for ail the citizens served by the
Kentucky River. The evidence further indicates that the
net effect of the Kentucky River Authority’'s proposed
activities, if implemented, will be insufficient. Anything
Kentucky-American does which affects its withdrawals
from the Kentucky River during such an occurrence also
affects the drought's impact on others that depend on the
Kentucky River as a source of water. The responsibility to
develop an adequate and reliable source of water supply
for Kentucky-American’s customers is the direct obligation
of Kentucky-American itself. = The responsibility for
developing watershed management and drought response
planning for the entire Kentucky River Basin resides by
statute with the Kentucky River Authority. The
Commission considers these responsibilities to be not only
compatible, but complimentary [sicl. For the
Commonwealth to successfully survive a catastrophe as
serious as the reoccurrence of the 1930 drought of record
will require the highest degree of cooperative effort from
all agencies, organizations, and individuals.”’

= % Case No. 1993-00434, Order of August 21, 1997 at 5 (footnote omitted).

7 Id, at 5-6.
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We then issued the following directive to Kentucky-American:
Kentucky-American shall take the necessary and
appropriate measures o obtain sources of supply so that
the quantity and quality of water delivered to its
distribution system shall be sufficient to adequately,
dependably, and safely supply the total reasonable
requirements of its customers under maximum
consumption through the year 2020.%®
Following the Commission’s action in Case No. 1993-00434, Kentucky-American
reviewed KRA’s efforts to augment the water supply of the Kentucky River. Finding no
significant progress had been made in this area”® and determining that a finished water
pipeline from LWC was the least cost, most feasible option,*° it renewed discussions
with LWC.*  In April 1998 Kentucky-American selected a design team for the
construction of a pipeline to connect the two water utilities.*
In June 1998 Kentucky-American began receiving objections from property

owners whose property was located along the proposed pipeline route.*®* Opposition

was especially vocal in Woodford County, where residents were concerned about

B (4 at8.

#  Direct Testimony of Linda C. Bridwall at 11.

* Kentucky-American Water Company, Report to the Public Service Commission: Efforts fo

Ensure Adequate Sources of Supply to Meet Customer Demand Through 2020 (Mar. 19, 2001)
{(hereinafter Efforts to Ensure Adequate Sources of Supply) at 13.

3 Kentucky-American made initial inquiries to LWC regarding a possible purchase of water as
early as December 1988. Discussions between LWC and Kentucky-American continued pericdically
throughout the ensuing years. Beginning in March 1997, the parties appear to have become very serious
in their efforts to obtain an agreement, See Kentucky-American’s Response {o Commission Staff's First
Set of Interrogatories, Htem 4.

%2 Efforts to Ensure Adequate Sources of Supply, supra note 30, at 13.

¥ 1d. at 14.
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property damage and the pipeline’s effects on local growth.>* In response, Kentucky-
American investigated alternate routes for the proposed pipeline that wouid invoke
fewer objections. It eventually selected a route that paralieled Interstate Highway 64,
but was unable to obtain the Kentucky Transportation Cabinet’s approval for the use of
the interstate right-of-way.3®

On November 7, 1998, LWC and Kentucky-American executed a 50-year water
supply agreement.®® Under the terms of the agreement, LWC reserved 23 MGD of
production capacity for Kentucky-American and promised to deliver finished water to
Kentucky-American at a specified delivery point in Shelby County. Kentucky-American
committed to a minimum average usage of 1.2 MGD for non-irrigation months and
1.8 MGD for irrigation months for the first full calendar year. The minimum usage
requirements would eventually rise to 1.8 MGD for non-irrigation months and 2.2 MGD

for irrigation months.*

¥

35

Efforts fo Ensure Adequate Sources of Supply at 14.

% Transcript of 11/27/2007 Hearing, Staff Exhibit No. 1.
¥ On December 1, 1998, Kentucky-American submitted the water supply agreement to the
Commission for review. Finding that the agreement addressed the rights, responsibilities, and obligations
of the contracting parties with respect to the construction and payment of facilities for which a Certificate
had not yet been issued and that it was administratively inefficient to review the merits of the agreement
without also reviewing the merits of the proposed facilities, the Commiission refected the agreement and
directed Kentucky-American to refile the agreement when it applied for a Certificate, See Case No. 1998-
00339, Kentucky-American Water Company Special Contract with Louisville Water Company (Ky. PSC
Dec. 23, 1998).
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In July 1999, as public opposition to the proposed pipeline appeared to be
growing, the Fayette County Water Supply Planning Council (“Planning Council’)®®
issued a 20-year comprehensive water supply plan for Fayette County. After review of
the available information, it concluded that “Fayette County will have a treated water
supply deficit should a major drought occur such as the one that occurred in 1930.7° It
estimated that, based upon projected water demands, the projected supply deficit in
2020 under 1930 drought conditions would be approximately 3.5 billion gallons of water
in the Kentucky River Basin.*®

The Planning Council identified four alternatives as the most viable and easiest
soiutibns io implement in a reasonably short time: (1) replacement of a dam above
Poo! 9, (2) installation of crest gates on some or all of the dams from Dam 9 to Dam 14,
(3) construction of a 23 MGD capacity pipeline to Louisville, and (4) construction of

water storage reservoirs on a tributary to the Kentucky River*! Of these alternatives,

the Planning Council found the pipeline option to be the preferred alternative.*

®  The Planning Council was part of a state-wide program of the Natural Resources and

Environmental Public Protection Cabinet (*NREPC”) for developing long-range water supply plans for
each county in the Commonweaith. These plans were fo “include an assessment of the existing public
and private water resources, both surface and groundwater, of the study area, an examination of present
water use in the area, projections of future water requirements, and a determination of possible
alternative approaches that can be taken in order to meet future water supply needs.” KRS 151.114(1).
Although the General Assembly enacted the enabling statute for this program in 1890, the NREPC was
unable to implement the program untit the mid-1990s. The Planning Council was not established until
1997.

% The Planning Council, Fayette County 20 Year Comprehensive Water Supply Plan (July
1099) at 176.

.
“od. at 179.

2 Id. at 200-208.
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On July 8, 1999, shorlly before the Planning Council released its report, the
LFUCG Council established an ad hoc committee to “gather input from ali principals
involved in water supply issues . ..and to gather any other availabie water supply
analyses for the purpose of endorsing water supply options which offer the greatest
value to the people of Fayette County and the Kentucky River Basin.”*® In response to
this action, Kentucky-American suspended the pipeline project pending completion of
the Council review and announced its intention to comply with the Council's
recommendations.**

After four months of reviewing studies and hearing evidence from various
experts, the LFUCG Council established a water supply plan for Lexington-Fayette
County. In the resolution creating this plan,*® the LFUCG Council found that the
Lexington-Central Kentucky area faced a water supply deficit of 3 billion gailons in the
year 2020 should a drought of record occur. it further found that "o maintain
unrestricted demand there is a present water treatment capacity deficit of approximately

0.36 million gallons daily (mgd) within the service area of Kentucky-American Water

* | FUCG Council Resolution No. 390-99 (July 8, 1999). LFUCG Council alsc formed a
technical advisory group which included the DOW, Kentucky Geological Survey, the Attorney General,
the Planning Council, KRA, Neighbors Opposed to Pipetine Extravagance ("NOPE"), U.S. Army Corps of
Engineers (“Corps”}, the Kentucky Department of Local Government, the Water Resources Development
Commission, the Bluegrass Area Development District, the Chamber of Commerce, Sierra Club, LFUCG
officials, and Kentucky-American. See Efforts fo Ensure Adequate Sources of Supply, supra note 30, at
16-17,

* See Andy Mead, Ky-American Pipeline Put on Hold, Lexington Herald-Leader, July 28, 1999,
at A1, available at 1999 WLNR 1922061, Andy Mead, Proposal for Fipeline Defended But Waler
Gompany Set fo Folfow Council’s Lead, Lexington Herald-Leader, Nov. 8, 1099, at B1, available af 1999
WLNR 1815211,

*  LFUCG Coungcil Resolution No. 679-99 (Dec. 9, 1999).
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Company, which is projected to rise to approximately 18-20 million gallons daily by
2020.7°

The LFUCG Council recommended the Lexington-Fayette County’s future water
supply should come from the Kentucky River because this solution is cost effective,
supports a regional supply effort, supports potential recreation, and ensures the
maintenance of the existing water infrastructure.*’ It established certain benchmarks for
measuring progress on the development of the existing Kentucky River infrastructure
and a timeline for achieving those benchmarks.*® As a result of the LFUCG Council's
Resolution, Kentucky-American shifted its focus back from purchasing water from
LWC*® and to the Kentucky River.

On February 19, 2001, the Commission, through its Executive Director,
requested that Kentucky-American provide a detailed report on its efforts to ensure
“adequate sources of supply to meet customer demand through 2020."°° Thirty days
later Kentucky-American submitted such a report in which it described the events that
occurred since August 21, 1997 and the reasoning behind its current plans for ensuring

adequate sources of supply.

% 1d at?2.

" Id. at 3.
“® In hindsight, this timeline appears overly optimistic. For example, the timeline called for the
completion of environmental studies and engineering designs for Lock and Dam No. 10 and KRA's
acquisition of Dam No. 7 from the U.S. Corps of Engineers before 2002. /d. at 3-4. KRA did not approve
any study or design untii December 11, 2002, KRA did not acquire Damn No. 7 until May 2006, FERC
Issues Order to Lock 7, US Federal News, June 28, 2007, available at 2007 WLNR 12265168. The
LFUCG Council also recommended completion of the construction work on Dam No. 10 by 2004, but the
project may not be completed until 2010. See Transcript of 3/6/2008 Hearing at 98.

% See Efforts to Ensure Adequate Sources of Supply, supra note 30, at 20.

8 | etter from Thomas M. Dorman, Executive Director, Public Service Commission, to Roy M.

Mundy, President, Kentucky-American Water Company (Feb. 19, 2001).
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In its report, Kentucky-American raised severail questions as to the feasibility and
adequacy of the Kentucky River solution.> 1t contended that a Kentucky River solution
is contingent upon a series of decisions of several different governmental and private
entities and their subsequent implementation. Asserting that it could not “unilateraily
implement a project to increase the supply of the Kentucky River,” Kentucky-American
noted that it bore “the ultimate responsibility to ‘adequately, dependably and safely
supply the total reasonable requirements of its customers under maximum consumption
through the year 2020,

Kentucky-American's report led the Commission fo initiate an investigation
into “the feasibility and advisability of Kentucky-American's proposed solution to its

water supply deficit.”>

The Commission identified the following purposes for this
investigation:
¢ lIdentify the measures necessary to enable the Kenfucky River to

adequately supply the total requirements of Kentucky-American's
customers in 2020;

o Ascertain their cost and the likelihood of their implementation in
sufficient time to meet 2020 customer demand;

¢ Compare the cost-effectiveness and feasibility of these measures
with other alternatives; and

¢ Assess Kentucky-American’s ability to meet its short-term deficit.>*

= ' Efforts fo Ensure Adequate Sources of Supply, supra note 30, at 30 — 31.

% id. at 30.
% Case No. 2001-00117, An Investigation Into the Feasibility and Advisability of Kentucky
Americart Water Company’s Proposed Solution to its Water Supply Deficit (Ky. PSC May 15, 2001). The
parties to this proceeding included Keniucky-American, the AG, LFUCG, Kentucky Industrial Utility
= Customers, Inc. (“KIUC™), NOPE, and the Consortium.

% Id. at 2-3.
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While the Commission’s investigation was proceeding, a group of central

Kentucky public and municipal utilities®

under the auspices of the Bluegrass Area
Development District formed the Bluegrass Water Supply Consortium ("Consortium”) to
study central Kentucky's water supply needs and possible solutions. After obtaining
$5645,000 in federal and state grants,® the Consortium retained a team of independent
consultants fo prepare a comprehensive regional study. In March 1, 2002, the
Consortium advised the Commission of the commencement of the study. While not
expressly suspending the investigation to permit the Consortium to proceed with its
study, the Commission limited the activities of the investigation to permit the Consortium
adequate time to proceed with its efforts.

On February 27, 2004, the consultants published “Final Report for the Water
Regionalization Feasibility Study” (the “Regional Report”). They found that, based upon
projected 2020 demands and existing water supplies, the Consortium members would
require an additional 36 MGD of treatment capacity to meet their maximum day
demands under non-drought conditions and an additional 102 MGD to meet unrestricted

demand under drought of record conditions.’’ The consultants further found that,

assuming mandatory restrictions on water use, 67 MGD of additional capacity was

* These included Berea College Utilities; city of Cynthiana; city of Danville; Frankfort Water and

Electric Board; Georgetown Municipal Water and Sewer Service; city of Marrodsburg; Kentucky-
American; city of Lancaster; city of Lawrenceburg, Mt Sterling Water and Sewer Commission;
Nicholasville Combined Utilities; city of Paris; Richmond Water, Gas & Sewerage; Shelbyville Municipal
Water and Sewer Commission; city of Versailles; city of Wilmore; and Winchester Municipal Utilities
Commission.

56

2002} at 1.

Case No. 2001-00117, Bluegrass Water Supply Consortium’s Progress Report (filed Mar. 1,

% O'Brien & Gere, Engineers, inc. Regional Report at 14 (Feb. 27, 2004).
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needed fo meet customer demands in a drought of record.® After taking into account
the effect of water credits on a water utility's ability to withdraw water®® and anticipated
improvements at Dam No. 10, the Regional Study conciuded that Consortium members
required an additional supply of 45 MGD to meet water demands in 2020.%°

To meet this demand, the consultapts identified more than 40 water supply
alternatives. These alternatives included various Ohio River and Kentucky River
sources, groundwater sources, renovation or expansion of existing reservoirs, and
construction of new reservoirs.®’ They included the purchase of finished water from
LWC; Cincinnati Water Works, Northern Kentucky Water District, Carroliton Utilities, and
the Greater Fleming County Regional Water Commission.® The alternatives were
evaluated on the following criteria: water supply capacity, raw water quality, cost,
implementability/risk of delay, and flexibility.?® After considerable review of the various
alternatives, including interviews with the potential suppliers, the consultants identified
the construction of a 45 MGD water treatment facility on Pool 3 of the Kentucky River
with supplemental capability to treat water from the Ohio River as the preferred

alternative.®

¥ .

*® d at15.
® Jd. at 16.
I at19.
2 d. at 20,
® i at17.

% g at 21-22.
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The consultants also recommended the creation of a grid network of treated
water pipelines within central Kentucky. They found that such a network would reduce
the need for individual water utilities to construct facilities to meet their own peak
demand, optimize the use of existing sources, enhance the possibility for Consortium
members to receive public financing, and enhance the reliability of water service by
allowing members to receive water from muitiple sources.

On August 24, 2004, several Consortium members created a water commission

to be .known as the Bluegrass Water Supply Commission (“BWSC").%

Following its
creation, the BWSC sought funding to implement the recommendations contained in the
Regional Report.®® It advised the Commission in early 2005 that its initial focus was to
build an interconnection between Kentucky-American and the Frankfort Electric and
Water Plant Board (“FEWPB”) to allow Kentucky-American to use some of FEWPB's
excess capacity. It further advised of its intent to construct a regional water treatment
plant as recommended in the Regional Report and its expectation that Kentucky-
American would become a contractual partner.®”

in a report to the Commission in November 2004, Kentucky-American provided

the following assessment of BWSC’s efforts and its role in those efforts:

*  The original BWSC members are the cities of Cynthiana, Frankfort, Georgetown, Lancaster,

Mt. Sterling, Nicholasville, Paris, and Winchester, LFUCG is also a member. See Case No. 2001-00117,
BWSC's Response to the Commission’s Order of February 14, 2005 (Ky. PSC filed Apr. 1, 2005). Since
its creation, the city of Berea has joined the Commission. BWSC's Response to Citizens For Alternative
Water Solutions’ (“CAWS") Data Request, item 2, These members established BWSC as a joint water
suppfy commission since KRS 74.430 limits the composition of a joint water supply commission to cities,
water districts, water associations, and federal agencies. Kentucky-American was not eligible for
membership.

%  For a discussion of the BWSC's initial funding efforts, see Case No. 2001-00117, BWSC's
Response to the Commission’s Order of February 14, 2005 at 3-4.

& Case No. 2001-00117, BWSC’s Response to the Commission’s Order of February 14, 2005
at s, 8.
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Since the March 2001 report, it has become clear that the
course of action that will most likely produce a solution to the
water supply problem is through the regional acfivities.
Although the schedule may not be as aggressive as KAW
[Kentucky-American] would like, progress is being made and
the concept appears to have widespread stakeholder
support. The proposed solution by the BWSC minimizes the
dependence on the KRA which has not been able o achieve
its proposed schedule. The proposed solution maximizes
the use of the Kentucky River, thus providing a stable
revenue stream for the KRA and achieving the proposed
intentions of the LFUCG. KAW continues to support and
partner with the BWSC, but is prepared to pursue its own
solution if the regional effort flounders. The next few months
will be critical for the BWSC, in development of by-laws,
water sales agreements and a funding plan. The BWSC is
prudently seeking grofessiona& assistance in developing
those critical pieces.®®

Kentucky-American also cautioned that the situation required resuits and alluded
to the possibility of acting unilaterally to remedy the supply deficit if BWSC failed to
produce timely results:

The BWSC has made progress, and is now established as
[a] formal organization with a plan and a determination to
implement a solution with widespread support. If at some
future time, however, it is apparent that the BWSC efforts
flounder, KAW will come to the PSC with an independent
solution. It cannot be said at this time whether KAW would
simply implement an independent version of the BWSC
solution, resume the BWP [Bluegrass Water Pipeline], or
take up some other alternative. Although KAW has made
short-term improvements that allow it to meet its customer's
[sic] unrestricted maximum demands, KAW realizes that
those short-term improvements will only last through the 3-5
year time frame. If the BWSC does not have a funding plan
in place in the next year, with proposed construction of a first
phase to be completed within three years, KAW will have to
re-evaluate our partnership with the BWSC as KAW
recognizes that the responsibility to develop an adequate

%  Case No. 2001-00117, Kentucky-American Water Company, Source of Supply Report {filed

Nov. 8, 2004) at 33-34.
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source of water supply for KAW's customers is the direct
obiigation of KAW itself.>®

On March 14, 2006, the Commission held a conference in Case No. 2001-00117
to discuss and assess the current status of plans and efforts to resoive the water supply
deficit and the positions of the parties. At this conference, BWSC advised that it had yet
to develop the funding sources sufficient to support the recommendations of the
Regional Report. Kentucky-American then stated its intention to proceed to construct a
water treatment facility in the area of Pool 3 of the Kentucky River and a transmission
main to transport water from this treatment facility to its Central Division distribution

system.”

It further stated that an application for a Certificate of Public Convenience
and Necessity for these facilities would be filed within the following twelve months.

After its announcement, Kentucky-American sought to engage the BWSC's
participation in the project.”’ On February 27, 2007, after extended negotiations,
Kentucky-American and the BWSC entered into an agreement in which BWSC agreed
to pay for the cost of incremental engineering design work necessaty to increase the
capacity of the proposed water treatment plant from 20 MGD to 25 MGD.”* On

November 20, 2007, after Kentucky-American filed its application, it granted an option to

the BWSC to own an undivided twenty percent interest in the proposed facilities, to

® (d. at 35.
case No. 2001-00117, Memorandum from Gerald Wuetcher, Assistant General Counsel, to
Case File (April 24, 2008) at 3-4. The conference represenied the last significant action in Case
No. 2001-00117. After Kentucky-American filed its application for a Certificate, the Commission found
that Case No. 2007-00134 provided a more appropriate forum for resolving the many overlapping issues
present in both proceedings, ended its investigation, and removed Case No. 2001-00117 from its docket.

" Direct Testimony of Linda C. Bridwell at 26.

2 Application, Exhibit E.
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inciude the water treatment plant and transmission main connecting the plant to
Kentucky-American’s distribution system.”® If BWSC exercised its rights under the
option, Kentucky-American wouid build the proposed water treatment plant with an
initial capacity of 256 MGD. Under its terms, the option terminated on April 1, 2008.™

Kentucky-American’'s Proposed Facilities

To resolve its water supply deficit, Kentucky-American proposes the construction
of a 20 MGD water treatment plant, 30.59 miles of transmission main, and associated
facilities (collectively, the “Facilities”).”® A map showing the location of the Facilities is
attached as Appendix A.

The proposed water treatment plant, which will be known as Kentucky River
Station Il (“KRS 11"}, will be located on the Kentucky River near Pool 3 approximately
two miles north of Swallowfield along the Franklin and Owen county line. It has an initial
design capacity of 20 MGD, but is capable of expansion in 5 MGD increments to 30
MGD.”® It is a conventional treatment plant that uses rapid mix, flocculation,

t.T?

sedimentation, filtration, and disinfection as treatmen Aithough a chemical

disinfection process primarily will be used, KRS Il is designed to accommodate the

" Transcript of 11/26/2007 Hearing, LWC Exhibit 6.
™ The record does not indicate whether Kentucky-American has extended the time in which the
option remains effective.

®  Kentucky-American’s application states that it will construct approximately 160,000 feet of
transmission main, The specifications filed by Kentucky-American indicate that the transmission main is
approximately 161,000 feet in length. Based upon the Commission’s GIS analysis of the proposed route,
the actual length of Kentucky-American’s proposed transmission main is 30.59 miles.

®  Gannett Fleming, Kentucky River Pool 3 Water Treatment Plant: Basis of Design Report
(revised ed. March 2007) (hereinafter Basis of Design Report) at 1.

7 For a more detailed description of the proposed treatment plant's processes, see Direct
Testimony of Richard C. Svindland at 7-8.
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addition of an ultraviolet light disinfection system.”® Its main building will contain wet
chemistry and microbiology faboratories. It will be equipped with a finished water high
service pump station that consists of four pumps with an initial reliable design capacity
of 24 MGD and a 30 MGD ultimate design capacity and with a standby electric
generator to permit plant operation even during power outages.” Also located on the
KRS Ii site will be a wastewater treatment system, consisting of two circular bath
washwater clarifiers, a residual thickener, a residual dewater facility, and a sanitary
disposal system.®

KRS Il will draw its water from Pool 3 of the Kentucky River. A raw water intake
structure, consisting of intake screens and 150 feet of raw water intake main, will be
located on the Kentucky River at Pool 3 in northern Franklin County near the Franklin
and Owen county line. A raw water pumping station, consisting of four pumps with an
initial reliable design capacity of 24 MGD and an ultimate design capacity of 30 MGD,
will pump raw water into the proposed water treatment plant.

Kentucky-American initially plans to operate KRS Il primarily as a supplemental
supply. Throughout the non-summer months, Kentucky-American anticipates KRS iI's
average daily production will be 6 MGD—the plant's most efficient minimum production

rate.®" It has obtained a permit from DOW to withdraw water from Pool 3 of the

™ Basis of Design Report, supra note 76, at 38, 41.

™ 1d, at 44-46, 74-76.
8 1d at2.

8 Direct Testimony of Linda C. Bridwell at 32.
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Kentucky River at a rate of 20 MGD from June 1 through August 31 and at a rate of
6 MGD for all other periods.®
To connect KRS I to its Central Division’'s distribution system, Kentucky-
American proposes the construction of approximately 160,000 linear feet of 42-inch
ductile iron transmission main®®  This main will generally follow established
transportation corridors of US Highway 127, Kentucky Route 2919, Kentucky Route
1707, Kentucky Route 1202, US Highway 460, and Kentucky Route 1973.%* The length
of the main reguires that a booster pumping station and water storage tank be located
along the proposed route. Kentucky-American proposes the construction of a 20 MGD
booster pumping stalion that is expandable to 30 MGD and a 3 MG water storage
tank.%
Kentucky-American has obtained all required permits from DOW for construction
of the facilities.’® The Corps has authorized the construction of the proposed raw water
intake structure and the proposed transmission main's fifty-eight streams and wetlands

crossings.®”  The Kentucky Transportation Cabinet has issued two of the three utility

encroachment permits that the proposed transmission main requires.?® Kentucky-

¥ Application, Exhibit G.

5 Direct Testimony of Nick C. Rowe at 3; see supra n. 75.

8 ppplication, Exhibit D.

¥ Direct Testimony of Nick C. Rowe at 3; Strand Associates, Inc., Contract 1-2007: Franklin

County 20 MGD Booster Pump Station and 3 MG Storage Tank (February 2007).
%  Rebuttal Testimony of Richard C. Svindland at 2.

7 Letter from Greg McKay, U.S. Army Corps of Engineers — Louisville District, fo Linda C.

Bridweli, Kentucky-American Water Company (Nov. 15, 2007).

¥ Rebuttal Testimony of Richard C. Svindland at 2.
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American has secured all land for the raw water intake, water treatment plant, booster
pump stations and water storage tanks.® It has obtained 10 of the 104 easements from
private landowners that will be required for construction of the proposed transmission
main.*®

Kentucky-American has solicited and received bids for construction of the
proposed faciliies. Based upon these bids, Kentucky-American currently estimates the
total cost of these facilities at $155,857,000.°" It estimates the total annual cost of
operating the proposed facilities at $6,024,957.%

LWC's Water Supply Proposal

LWC is a for-profit corporation that owns and operates facilities for the treatment
and distribution of water to more than 850,000 persons in Jefferson, Bullitt, Oldham,
Taylor and Nelson counties.® It provides wholesale water service to West Shelby
Water District, North Shelby Water Company, North Nelson Water District, and the cities
of Taylorsville, Mount Washington, and Lebanon Junction.®® It has a current treatment
capacity of 240 MGD and has average daily water sales of 130 MG. By virtue of

Louisville Metro’s ownership of all of LWC's outstanding stock, LWC’s operations are for

¥
% Kentucky-American’s Response to November Hearing Data Reqguests, tem 1. Kentucky-
American has advised the Commission that 16 landowners have refused to grant an easement or will not
consider such grant until a Certificate is issued for the proposed transmission main.

% Kentucky-American’s Response to Post-March Hearing Requests (filed Mar. 12, 2007),

em 2.
2 Direct Testimony of Linda C. Bridwell af 31.
¥ LWC Motion for Full Intervention at 1.
®
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the most part exempted from Commission jurisdiction.”® Its wholesale contracts with
public utilities for utility service, however, are subject to Commission jurisdiction.*®

Since 2003, LWC has offered several proposals for providing water service to the
central Kentucky area. On October 1, 2007, LWC filed with the Commission its latest
proposal for providing water service to Kentucky-American.”” This proposal involves the
construction of approximately 42 miles of 36-inch transmission main along Interstate
Highway B4 from the intersection of Interstate Highway 64 and Kentucky Highway 53 in
Shelby County to the intersection of Interstate Highway 64 and Newtown Pike in Fayette
County, two booster pumping stations, and a 3 MG water storage tank.”® The design
capacity of this fransmission main would be 25 MGD with the ability t¢ provide a
maximum capacity of 30 MGD. The fotal estimated cost of the facilities is $88.1
million.®®  LWC would not own the proposed faciliﬁes. lts proposal assumes that
Kentucky-American or one or more third parties would own and operate the proposed
facilities.
Generally speaking, LWC’s current proposal involves it selling water at a rate of $1.71
per 1,000 galions at the delivery point to be constructed in Shelby County. This rate

would remain in effect until December 31, 2015. On January 1, 2018, the water rate

% See McCleflan v. Louisville Water Co., 351 S.W.2d 197, 198 (Ky. 1851).

% Simpson County Water Dist. v. City of Franklin, 872 S.W.2d 460, 463 {Ky. 1984).

¥ Prefiled Rebuttal Testimony of Gregory C. Heitzman at 4-7.

% |d. at 5. During the course of this proceeding, the proposed route of the transmission main
has been revised several times. Based upon the most recent description of the route, which Mr.
Heitzman provided in his Supplemental Testimony and using the Commonwealth's Geographic
information System, the Commission has calculated the length of the transmission main route to be 44.85
miles, This is the distance used by the Commission fo calculate the net present value of the LWC
Pipeline proposal.

® g
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would be adjusted by the cumulative change in the Consumer Price Index - All Urban
Consumers (“CPI1-U") from December 31, 2007 to December 31, 2615-. After December
31, 2016, LWC could adjust the rate annually, but the adjustment would not exceed the
annual CPJ-U plus 2 percent.'®

LWC's proposal would allow any water supplier to reserve capacity at the Shelby
County delivery point. To reserve this capacity, however, the water supplier must make
a minimum purchase of one-half of its reserve capacity. For example, a reservation of
20 MGD requires the minimum purchase of 10 MGD, If capacity is available, a water
supplier may purchase a quantity greater than its reserved capacity, but will be subject
to additional charges.'® A minimum purchase of 5 MGD at the Shelby County delivery
point is necessary before LWC will construct the required delivery facilities. The water
supplier must commit to purchase for a 50-year term.'%

The proposai does not provide for a reservation of LWC's production capacity.
Water suppliers would be subject to the same availability of water as LWC's retail
customers. LWC offers to “maintain an available production capacity that is 15 percent
above the maximum daily system demand to meet the DOW standards and future
growth needs.”'%
in February 2008, following the November hearing in this maiter and our

subseguent Order regarding presentation of additional evidence, LWC announced that it

had joined in a partnership with FEWPB, North Shelby County Water District, West

0, at 6.
01 fd
02 ,d

103 Id.
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Shelby County Water District, U.S. 60 Water District, and Shelbyville Water and Sewer
Commission “to construct a pipeline that will provide additional water to Shelby County
and Franklin County water providers.”'™ This partnership, which refers to itself as the
Shelby-Franklin Water Management Group (“SFWMG"), has requested proposals for a
feasibility study for the construction of a pipeline along Interstate Highway 64.%

PROCEDURE

On March 30, 2007, Kentucky-American submitted to the Commission its
application for a Certificate of Public Convenience and Necessity,. The Commission
establiished this docket to consider that application and subsequently permitted the
following persons to intervene: the AG, BWSC, CAWS,'® KRA, KIUC," LFUCG, and
LWC.

On August 1, 2007, after notice to all parties and receiving no comments or
objections, the Commission incorporated by reference the records of Cases No. 1993-
00434 and No. 2001-00117 into the record of this proceeding.

In September 2007, the Commission held public hearings in Frankfort, Owenton,

and Lexington, Kentucky to receive public comment on Keniucky-American's

* Prefiled Supplemental Testimony of Gregory C. Helfzman at 7.

"% fd. at 7 and Exhibit 7.
_ *® CAWS is a non-profit corporation that is organized under the laws of Kentucky and
“dedicated to the developmeni of environmentally sound, fiscally responsible, socially just solutions to
Central Kentucky's water needs.” CAWS's Motion for Full intervention at 2.

T KIUC is an association of the largest industrial customers on Kentucky-American’s system
and includes Toyota Motor Manufacturing Company, Square D. Company, and Lexmark !nternational.
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application.'® We further encouraged the public to submit written comment through
paper or electronic medium and accepted such comments until March 20, 2008."%

After affording all parties an adequate opportunity to conduct discovery and
submit written testimony, the Commission held an evidentiary hearing in this matter on
November 26-28, 2007."'° At this hearing the following persons testified: Nick O.
Rowe, President, Kentucky-American; Linda C. Bridwell, Manager of Engineering of
Kentucky and Tennessee, Southeast Region, American Water Company; Louis M.
Walters, Assistant Treasurer, American Water Works Company; Richard C. Svindland,
Senior Consultant, Integrated Science and Engineering, Inc.; Cy R. Whitson, Senior
Environmental Scientist, Ganneft Fleming, Inc.; Harold Walker ill, Manager, Financiali
Studies of the Valuation and Rate Division, Gannett Fleming, Inc.; Michael A. Miller,

Assistant Treasurer, Kentucky-American;, Gregory C. Heitzman, President, LWC;

1% pyrsuant to the Commission’s Order of August 2, 2007, Kentucky-American published notice
of these hearings in newspapers of general circulation in its service area and those areas that the
proposed facifities would affect. See Kentucky-American’s Notice of Filing of Publication Request.

"% The Commission has received approximately 300 written comments from the public regarding
the proposed facilities. In addition, we have received comments from several state representatives and
senators; the members of the LFUCG Council; the mayors of Midway, Owenton, and Versailles; the
Simpsonville City Council; the fiscal courts of Franklin, Jessamine, Owen, and Scoft counties; the
Spencer County Judge/Executive; the Owen County Industrial Authority; the Franklin County Planning
Commission: FEWPB; the U.S. 60 Water District; and civic and community organizations such as
Commerce Lexington, Envision Franklin County, and the Jessamine and Owen County Chambers of
Commerce. The Commission has also received several petitions regarding the application.

"0 pursuant to the Commission’s Order of April 20, 2007, Kentucky-American published notice
of this hearing in a newspaper of general circuiation in all areas in which it provided water service. See
Transcript of 11/26/07 Hearing, Kentucky-American Exhibit 1. By our Order of September 26, 2007, the
Commission gave written notice of this hearing to the planning commissions of Fayette, Franklin, Owen
and Scott counties in accordance with KRS 100.324(1).
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Edward D. Wetsel, Executive Vice President, RW. Beck, Inc.; and Scott J. Rubin,
Consultant to the AG.""

Following this hearing, the Commission directed certain parties to submit
additional information.’™ Upon the filing of LFUCG'’s “emergency” motion, we allowed
the record of this proceeding fo remain open until February 11, 2008 to receive any
additional evidence regarding alternative means to expand Kentucky-American’s water
supply. Although LFUCG provided no additional evidence, LWC and CAWS did.

Upon receiving this additional evidence, the Commission held a supplemental
evidentiary hearing on March 5-6, 2008. At this hearing, the following persons testified:
Martin B. Solomon, a former Professor of Business and Economics, University of
Kentucky; Mr. Heitzman, Dr. Wetsel; Ms. Bridwell; Mr. Miller; and Mr. Walker. Foliowing
the completion of this hearing, all parties except KIUC submitted written briefs.

DISCUSSION

i eqal Standard

The Commission is a creature of statuie and possesses only those powers which

are expressed in statute or which may be reasonably inferred from those same

" Elizabeth Felgendreher filed written testimony on CAWS's behalf. All parties fo the
proceeding stipulated to the submission of her testimony without her personal appearance for cross-
examination. Transcript of 11/28/2007 Hearing at 127-128.

"2 Order of December 21, 2007. The Commission reqguired Kentucky-American, BWSC,
LFUCG, and LWC, infer alia, to advise the Commission of all reasonable alternatives that were
considered by them within the past five years to address the central Kentucky water supply issue; and to
provide a summary of all the contacts made by and between any of the parties with each other that
explored the feasibility of a public-private parinership to provide an adequate supply of water to ceniral
Kentucky customers.
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statutes.'”® The Commission’s purview is narrowly confined to the “rates” and
“services” of utilities, but within that context, the Commission’s authority is exclusive. '™

No utility may construct any facility to be used in providing utility service to the

&

public until it has obtained a Certificate from this Commission.”™®  To obtain such

Certificate, the utility must demonstrate a need for such facilities and an absence of
wasteful duplication.'®
“Need” requires:

a showing of a substantial inadequacy of existing setvice,
involving a consumer market sufficiently large to make it
economically feasible for the new system or facility to be
constructed and operated.

... [The inadequacy must be due either to a substaniial
deficiency of service facilities, beyond what couid be
supplied by normal improvements in the ordinary course of
business; or to indifference, poor management or disregard
of the rights of consumers, persisting over such a period of
time as fo establish an inability or unwillingness to render
adequate service.""’

“Wasteful duplication” is defined as “an excess of capacity over need” and "an
excessive investment in relation to productivity or efficiency, and an unnecessary

multiplicity of physical properties.”*® To demonstrate that a proposed facility does not

3 Boone County Water v. Public Service Comm’n, 949 SW. 2d 588, 591 (Ky. 1997); Public
Service Comm’'n v. Cities of Southgate, Highland Heights, 268 S.W .2d 19, 20 (Ky. 1854) (Commission’s
authority includes authority “implied necessarily from the statutory powers of the commission.”)

" KRS 278.040(2); Smith v. S. Bell Tel. & Tel Co., 104 S.W.2d 961, 963 (Ky. 1937) (it is the
“intention of the legislature to clothe the [Commission] with complete control over rates and services of
utilities ™)

% KRS 278.020(1).

1% Kentucky Utilities Co. v. Pub. Serv. Comm’n, 252 S.W .2d. 885 (Ky. 1952).

"7 id. at 890.

8 g
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result in wasteful duplication, we have heid that the applicant must demonstrate that a
thorough review of all alternatives has been performed."® Selection of a proposal that
ultimately costs more than an alternative does not necessarily result in wasteful
duplication.’ All relevant factors must be balanced.

NEED FOR THE PROPOSED FACILITIES

Adeduacy of Existing Facilities

To determine the adequacy of existing service, the Commission is guided by
KRS 278.010(14), which defines “adequate service” as

having sufficient capacity to meet the maximum estimated
requirements of the customer to be served during the year
foliowing the commencement of permanent service and to
meet the maximum estimated requirements of other actual
customers to be supplied from the same lines or facilities
during such year and to assure such customers of
reasonable continuily of service.

To further define a water utility's obligation to procure an adequate source of
supply, the Commission has promulgated 807 KAR 5:066, Section 10(4), which
provides that “[tjhe quantity of water delivered fo the utility’s distribution system from alj
source facilities shall be sufficient to supply adequately, dependably and safely the total

reasonable requirements of its customers under maximum consumption.”

"9 Case No. 2005-00142, The Joint Application of Louisville Gas and Electric Company and
Kentucky Utilittes Company for the Construction of Transmission Facilities in Jefferson, Bullitt, Meads,
and Hardin Counties, Kentucky (Ky. PSC Sept. 8, 2005).

' See Kentucky Utilities Co. v. Pub. Serv. Comm’n, 300 S.W.2d 168, 175 (Ky. 1965). See also
Case No. 2005-00089, The Application of East Kentucky Power Cooperative, Inc. for a Certificate of
Public Convenience and Necessity to Consfruct 138 kV Transmission Line in Rowan County, Kentucky
(Ky. PSC Aug. 19, 2005).

2t Case No. 2005-00089, Order dated August 19, 2005, at 6.
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Kentucky-American argues that it presently lacks sufficient capacity to meet
present and projected maximum consumption requirements under normal and drought
of record conditions for its Central Division. This lack of capacity has two components:
insufficient treatment capacity to meet projected maximum day demands under normal
weather conditions and insufficient water supply to meet projected maximum demands
under drought of record conditions.

KRS | and RRS, the treatment facilities that serve Kentucky-American’s Central
Division, have a combined rated production capacity of 65 MGD."? Based upon its
present demand projections, Kentucky-American's maximum day demand for its Central
Division in 2010 will be 75.33 MGD. Based upon the 20-year pianning horizon that
Kentucky-American uses,'®® this demand is projected to increase fc 86.6 MGD by
2030."**  Accordingly, Kentucky-American argues, a supply deficit of 10.33 MGD will
exist in 2010 and will increase to 21.6 MGD by 2030. |

During drought conditions, the combined rated capacity of these treatment plants
15 reduced because of limitations on their raw water supply. Both piants draw water

from Pool 9 of the Kentucky River. During drought conditions, the maximum amount of

22 Kentucky-American has shown that, under the most favorable conditions, the plants can
produce water at & combined rate of 80 MGD and maintain good water quality. This production rate is not
considered reliable. DOW has indicated that, if necessary to meet demand, Kentucky-American has
temporary approval to operate these freatment plants at higher rates as long as all health standards are
met and adequate disinfection is maintained. See Watfer Supply Study, supra note 7. at 11. DOW has
granted Kentucky-American a temporary re-rating of KRS | to 45 MGD during summer months.
According to Kentucky-American, expected regulatory revisions are fikely to eliminaie this re-rating as
early as 2010. See Direct Testimony of Linda C. Bridwel! at 30.

2 We continue to find that Ms. Bridwell's use of a 20-year forecast is reasonable. See Case
No. 1993-00434, August 21, 1997 Order at 5 directing Kentucky-American tc utilize a 20-year planning
horizon; Bridwell Rebuital Testimony, at 3-4 (Nov. 13, 2007). Mr. Heitzman, on behalf of LWC, agrees
that the use of a twenty-year planning period is reasonable. Transcript of 11/28/07 Hearing, Volume 1, at
181,

4 Direct Testimony of Linda C. Bridweli at 27-28.
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water that Pool 9 will safely yield is approximately 35 MGD.™  Kentucky-American
projects drought average day demand in 2010 to be 55 MGD and tc grow to 63.07 MGD
i‘n' 2030.?® Under drought of record conditions, Kentucky-American asserts a supply
deficit of 20 MGD will exist in 2010 and will grow to 28 MGD by 2030.""

Except for CAWS, no party to this proceeding has disputed the reasonableness
or reliability of Kentucky-American’s demand projections or the existence of a suppiy
deficit. While stating that “there may be room for further refinement” in Kentucky--
American’s model, the AG acknowledges that it “produces sufficiently reliable results”
for estimating demand and concedes that a “substantial capacity deficit’ exists.™
LFUCG,™ BWSC™® and LWC™! also acknowledge the existence of a serious capacity
deficit.

CAWS argues that Kentucky-American's estimate of its supply deficit is

erroneous because its projections fail to consider restrictions upen demand in the event

125 Kentucky-American’s current water withdrawal permit fimits water withdrawals to 60 MGD in

the months of November through April and 63.0 MGD in the months of May through October. Ms.
Bridwell stated in her testimony attached to the Application that the estimated safe vield of Pool 9 of the
Kentucky River during maximum day demand is 81 MGD, which is less than could be drawn under the
permit. See Direct Testimony of Linda C. Bridwell, Table 2. During periods of low river flow and drought
conditions, Kentucky-American’s allowable withdrawals are incrementally reduced to as low as 30 MGD.
Kentucky-American has generally been successful in obtaining temporary modifications to ifs permit to
increase the minimum allowable withdrawal to 35 MGD. See Water Supply Study, supranote 7, at 2.

8 Direct Testimeny of Linda C. Bridwel! at Tabie 2.

.

% AG Brief at 8; see also Direct Testimony of Scott J. Rubin at 5 (“The dermand for water by
Kentucky-American’s customers already exceeds the safe yield of Kentucky-American’s supplies during
non-drought conditions, and is nearly twice as high as the safe yield during drought conditions.”)

0 LFUCG Brief at 4.

%0 BWSC Brief at 4-7.

31| WC Brief at 8 Transcript of 11/28/2007 Hearing at 323.
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of a drought. it asserts that demand projections based upon the assumption of

32 1t argues that a

unrestricted demand “results in the inflation of demand numbers.
more realistic assumption should include conservation measures, including reQuests for
voluntary curtailment of water usage and escalating resfrictions on outdoor water usage.

The Commission agrees that the concept of “adequate service” does not require
planning for unrestricted demand in a drought of record. To suggest that the definition
of “adequate service” in KRS 278.010(14) requires a water utility to provide sufficient
capacity to allow every cusfomer {o use every available faucet, spigot, shower, and
ioilet in its service area simultaneously and continuously in the midst of a drought of
record Is outlandish on its face. We find that the inclusion of the phrése “t0 assure such
customers of reascnable continuity of service” limits the otherwise broad obligation to
‘meet the maximum estimated requirements of the customer” and permits the

consideration of reasonable restrictions upon water use in estabiishing "demand

projections. %

%2 CAWS Brief at 12.
¥ In Case No. 1993-00434, we stated:

In addition, the AG requests the Commission to clarify whether &
water utility is obligated to obtain a source of supply to meet
unrestricted demand duwring a drought of record. Ag the
Commission stated in response to the AG's first issue for
rehearing, 807 KAR 5:066, Section 10(4), requires a utility o
have a water supply sufficient to meet the reasonable
requirements of its customers under maximum consumption.
The regulation includes no exception for drought conditions.
While a utility may not at all times be in compliance with this
regulation due to the ulility's particular circumstances, for
planning purposes a utility is obligated to make every effort and
take all steps necessary to be in compliance.

Order of Sept. 29, 1997 at 5-6 {(emphasis added).
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Our examination of Kentucky-American’s projections indiéates ihét reasonable
demand restrictions have been taken into consideration. Ms. Bridwell testified that‘
Kentucky-American’s projections have incorporated ongoing conservation efforts as well
as moderate restrictions during severe drought.”®* These restrictions include mandatory

restrictions upon cutdoor water use,'®

We therefore decline to accept CAWS's position
that the projections plan for unrestricted water use under drought conditions.

CAWS also argues that Kentucky-American's projections are iriconsistent with its
historical usage patterns and overstate future consumption. CAWS witness Martin
Solomon compared Kentucky-American's maximum daily demand for the pericd from
2000 to 2006 with Kentucky-American’s projected maximum daily demand for the period
from 2006 to 2030. Determining that average annual increase in maximum daily
demand for “normal years” of the 2000-2006 period was 0.14 MGD whiie the average
annual increase for the 2006-2030 period was 0.58 MGD, he ftermsad the projected
increase in maximum daily demand “hard to fathom.”™*® Based upon his methodology,
Dr. Soiomon projected Kentucky-American’s maximum daily defmand in 2030 at
68 MGD.™’

The Commission finds that no weight should be afforded t¢ Dr. Solomon's

methodology. It is overly simplistic and fails to consider many of the factors that affect

¥ Direct Testimony of Linda C. Bridwell at 26-27; Transcript of 11/26/2007 Hearing at 142. Ms.
Bridwell noted problems with estimating the use of mandatory odd/even day restrictions on outdoor water
usage. Direct Testimony of Linda C. Bridwell at 29.

' Transcript of 11/26/2007 Hearing at 142.

%% Direct Testimony of Martin Solomon at 3. For a description of Dr. ‘%olcmar‘i s method ology‘

see Transcript of 3/6/2008 Hearing at 259-262.

7 Transcript of 3/6/2008 Hearing at 261.
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customer usage. In contrast to the other studies in this record that have considered
numerocus variables such as population growth, historical demand, weather, leakage,
non-revenue usage, and conservation measures, Dr. Solomon’s methodology involves
a very simple regression analysis with a mere 3 data points."®

The record further raises questions regarding Dr. Solomon’s gualifications as an
expert on water issues. While Dr. Solomon is highly educated, possesses an extremely
impressive resume, and his calculations are thoughtfully presented, his career has
mostly been devoted to the management of large and complex computing and
communications systems. He has no special training or work experience in the area of
water demand forecasting.™® Prior to this procéeding, he had not previously prepared a
water demand forecast."™® He has not reviewed and is unfamiliar with virtually all of the
water demand studies concerning Kentucky-American’s water supply that have been
performed in the last 20 years.™"

Based upon our review of the record, the Commission finds that Kentucky-

American’s demand projections are reasonable. They are based upon and consistent

with a methodology that we have extensively reviewed and found reasonable.”** They

% Dr. Solomon’s testimony that no additional facilities were required to meet maximum daily

demand under drought conditions until 2020 also appears to contradict CAWS's wilness Eilizabeth
Felgendreher's testimony that “Using the drought of record as the benchmark for determining need for
water supply for KAWC's [Kentucky-American's] customer base, that demand would exceed availabie
supbly during a prolonged drought absent some action.” Direct Testimony of Eiizabeth Felgendreher at 3
(Jul, 30, 2007).

39 Direct Testimony of Martin Sclomon at 10-13.
"0 Transcript of 3/6/2008 Hearing at 248.
1. at 248, 276.

"2 gee Case No. 1993-00434, Order of March 14, 1995, at 2-5.
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are population driven."™® They have been updated to reflect the resuits of the 2000
census, changes in bulk water sales projections, actual inflation rates, reasonable
demand restrictions, and recent rate adjustments.

We further find that, due to its inadequate treatment capacity for its Central
Division, Kentucky-American is unable to meet its projected maximum daily customer
demands under normal conditions or in the event of a drought of record, that its existing
service is substantially inadequate, and that the proposed facilities are needed o
provide adequate service.

Apart from the inadequacy of treatment capacity, we aiso find that Pocl 9 is an
inadequate source of supply. In Case No. 1993-00434, after a review of several studies
regarding the safe-yield of Pool 9, inciuding the KWRRI Kentucky River Basin Water

Supply Assessment Study,™*

we found “3.489 billion gallons to be a reasonabie
estimate of the magnitude of Kentucky-American’s total annual water supply deficit for
the planning horizon through the year 2020.”'*° Nothing in this record convinces us that
these facts have changed.

E:conomic Feasibility of Proposed Facilities

The AG argues that Kentucky-American has failed to demonsirate that its
consumer market is sufficiently large to make the construction and operation of the
proposed facilities economically feasible. Economic feasibility, he argues, necessarily

entails whether the economic burden on the consumers in the market wil be

143

Direct Testimony of Linda €. Bridwell at 26.

"4 Case No. 1993-00434, March 15, 1995 Order at 2, 4. See supra text accompanying notes
22-24,

% Case No. 1993-00434, August 21, 1997 Order at 2-5,
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excessive.'® Based upon his calculations, the AG estimates the proposed facilities

would raise the current average residential bill by approximately $8.62 per monthf"”7
which he terms significant.”® He is unable to identify any evidence in the record that
will address the effect of this increase on ratepayers or the economic feasibility of the
proposed faciliies. “In the absence of a cost cap,” he contends, “the record of
economic feasibility does not provide a sufficient basis for approvai of this project.”™®

Before addressing the AG's principal argument, the Commission first questions

the relevance of the imposition of a cost cap to the issue of economic feasibility.

'Ratepayers receive no additional protection by limiting a utility’'s cost recovery to the

expecied construction cost if the record is devoid of any evidence on a proposed
facility’s economic feasibility. If a Certificate is issued for the proposed facility and the
facility is not economically feasible, ratepayers will still bear the cost of unfeasible
faciiities. Notwithstanding our other concerns regarding a cost cap, we find ric legai
basis or practical reason for substituting a cost cap for adeguate evidence of a
proposed facility's economic feasibility.

We also note that the AG’s position conflicts with the recommendations of AG
witness Scott J. Rubin. Mr. Rubin iestified that a cost cap was necessary “[tjo ensure

that the Pool 3 Project is the reasonable least-cost option for KAWC [Kentucky-

"8 AG Brief at 10.

T,

8 id, at 11,

149

id.
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American].”’>°

His stated purpose for proposing the cost cap was to avoid wasteful
investment, not to ensure the economic feasibility of the proposed facilities.™"

With regard to the issue of economic feasibility, we are of the opinion that_the
record must contain evidence supporting the economic feasibiiity of the proposed
facilities. The evidence must address the effect on the demand for utility service from
the rates necessary to recover the cost of the proposed facilities and provide a

reasonable rate of return on them. If the resulting rates would significantly reduce

demand for utility services so as to negate or significantly reduce the need for the

Y Direct Testimony of Scott J. Rubin at 4.

[t is not clear that the Pool 3 Project is actually lower in cost
than a pipeline to LWC. | already explained the unceriainties with
the LWC pipeline (both its cost and feasibility). The cost of the
Pool 3 Project appears that it could be more expensive than the
LWC pipeline, at least in the early years when the full capacity of
the projects would not be needed. in order to ensure that the
Pooi 3 Project remains a reasonable least-cost opticn for
Kentucky-American, the Company sheuld agree to limit the
amount that it can include in lis retail rate base for the capital
costs of the project (which would include a limitation on the
amount it can recover in depreciation expense). | recommend
setting this cost cap equal to KAWC's current projection fer the
capital cost of the project, which is approximately $158 million. A
cost cap places the burden on KAWC to use contracting,
construction, and procurement practices that minimize the cost
of the project. Absent a cost cap, neither the Commission nor
KAWC's customers have any ability o control those costs, and it
would be extremely difficult to audit the Company’s construction
and procurement practices after the fact to see if it, in fact, acted
prudently to minimize the costs of the project. Rather than
engage in such “Monday morning quarterbacking,” | think it is
reasonable for the Commission to impose a cost cap prior 0
construction. The Company then would know what is expecied of
it and it would be up to the Company to take whatever actions it
can to keep the cost of the project within its estimate. If KAWC
cannot do so, then the Company—not its customers—shouid be
responsible for any additional amounts. This condition also
ensures that the Pool 3 Project becomes a reasonable least-cost
option in fact, and not just on paper.

Id. at 17-18.
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proposed facilities, then the facilities are not economically feasible and a Certificate
shouid not be granted. |

We find that the record is sufficient to demonstrate the economic feasibility of the
proposed facilities. AG witness Rubin testified that the proposed faciliies were

Kentucky-American’s only feasible option available.’® Moreover, the record shows the

following elasticity'®® measures for Kentucky-American’s customer classes:”®
Class Elasticity |
Single Family Residential (Indoor} 0.1
Single Family Residential (Outdoor Usage)™ 0.5
Apartment Usage -0.1
Commercial 0.1
Industrial 0.0 |

Applying these elasticity measures to the expected increases, we find that the rates
necessary to ensure recovery of the preposed Facilities” cost wiil not significantly alter
the projected customer demand or otherwise render the proposed Facilities
gconamically unfeasible. The evidence of record clearly indicates that sufficient

demand exists to make the propesed Facilities economically feasibie.

2 14 at 4.

%2 “price elasticity defines the percent increase or decrease in water consumption, given a
percent increase or decrease in the price of water. in other words, price eiasticity indicates how customer
usage will change, given changes in water rates.” George A. Raftelis, Comprehensive Guide to Water
and Wastewater Finance and Pricing 210 {2d. ed. 1993).

B4 Case No. 1903-00434, Kentucky-American's Response to the AG's Second Information

Request, ems 63-65 (fiied April 15, 1894); see also Kenfucky-American Water Company least

Cost/Comprehensive Flanning Study, supra note 14, at Exhibit 2-1.

¥ Only 15 percent of single family residential usage involves ouidoor usage. Kentucky-
American Water Company Least Cost/Comprehensive Planning Study, supra nole 14, at Exhibit 2.1,
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DUPLICATION OF FACILITIES

Having determined that the proposed facilities are needed, the Commission now
addresses whether the proposed facilities will result in the wasteful duplication of
facitities.” We first address the intervening parties’ general arguments in support of their
contention that the preposed facilities are wasteful investment. We next compare the
cost of the proposed facilities with the LWC proposal.  Finally, we exéméne whether
consfruction of the proposed facilities is a reasonable approach fo addressing the
existing water supply and treatment inadequacy in light of all relevant factors.

Intervenor Arquments of Wasteful Duplication

Existing LWC Treatment Capacity. LWC argues that Keniucky-American’s

propesed facilities are wasteful investment because of LWC’s existing water treatment
capacity and its ability to expand that capacity at a lower relative cost.'™ LWC
presenﬂ-y has a current watet treatment capacity of 240 MGD and is planning to expand
that capacity to 270 MGD by 2012 and to 300 MGD by 2017." LWC estimates the
cost of the initial expansion at $5 million. it contends that it is generally more cost

effective to expand or upgrade existing facilities than to construct new ones.

198 { WC Brief at 10-11.

7 prefiled Supplemental Testimony of Gregory Heitzman at 13-14; Transcript of 11/28/2007
Hearing at 174.
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While the duplication of existing municipal facilities must be considered when

reviewing an application for a Certificate,®

the presence of excess municipal utility
capacity does not necessarily render the public utility’s proposed faciiities as wasteful
investment. We find no requirement that a public ufility must exhaust the excess
capacity of non-jurisdictional utilities before adding to its own faciliies. Such a
requirement, moreover, would penalize a jurisdictional utility that prudently and
incrementally invests in its supply capacity while rewarding non-jurisdictional utilities
that over-invest.

Finally, the existence of excess capacity cannot be considered in isolation but
must be carefully weighed with other relevant factors. While LWC currently has excess
capacity, it presently has no means to transport that capacity toc Kentucky-American.
The cost and circumstances of transporting that capacity and the general availability of

such capacity must be considered.

Multiplicity of Physical Properties. LWC next alleges that the Fool 3 proposal will

create “multiple sets of rights of way” and an "unnecessary muttipiicity of physical
properties.”"® By contrast, LWC's concept would “use existing water treatment plants,
existing water supply, and existing water treatment capacity to instali a pipeline aiong a

thoroughly developed and already-encumbered interstate corridor.”*®?

%8 See Case No. 1988-00014, City of Newport v. Campbell County Kentucky Water District and
Kenton County Water District No. 1 {(Ky. PSC Jan. 31, 1990) at 24 ("Pubiic policy further requires that the
Commission consider municipal utifity faciiities when ruling upon applications for Ceriificates of
Canvenience and Necessity. To ignore the existence of such facilities when determining whether new
utility facifities should be constructed, would encourage wasteful and uneconomic competition between
regulated and nonregulated utilities and would likely lead to the proliferation of unnecessary utility
facilities across the Commonweaith.”},

%9 WC Brief at 14.

180 ,! d.
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The record does not support this contention. Pool 3 of the Keniucky River
appears to be the closest location with sufficient additional water supply. Where
Kentucky-American must construct 30.59 miles of 42-inch transmission main to connect
KRS Il to its distribution system, LWC’s proposal would require the total construction of
approximately 58 miles of transmission main.'®" From the KRS Il site to the proposed
interconnection with Kentucky-American's distribution system, there are no comparable

fransmission or distribution facilities that Kentucky-American’s proposed transmissicn

 main appears to duplicate. The record, furthermore, indicaies that the proposed

~transmission route seeks to maximize the use of public rights-of-way through its use of

ostablished transportation corridors. As of the date of this Order, it appears that
Kentucky-American has acquired all but one of the required encroachment permits.
LWC's contention that the route of a Louisville pipeline would be less disruptive
and produce less dislocation is further undermined by the speculative nature of such
route. No feasibility or siting studies have been performed. In fact, as of the close of
the record, SFWMG had yet o retain a consultant to perform such studies. No
applications for encroachment permits for the route have been prepared or submitted to
the Kentucky Department of Highways. LWC and SFWMG’s discussions with that
agency have been of a preliminary nature. The Commission agrees with the AG's
conclusion that “[tlhe actual plausibility of locating facilities in existing rights-of-way,

which necessarily has a significant impact on costs and the ability to impiement the

®1 See Prefiled Supplemental Testimony of Gregory C. Heitzman at 4. This amouni includes
ihe portion of the transrnission main that LWC must construct from its English Station facility to the

- proposed defivery point in Shelby County. Under its proposal, LWC alone wii bear the cost of
- gonstructing this portion of the transmission main.
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project in a timely manner, does not share the same certainty as the attractiveness of
the idea.”"®?

Adeguacy and Reliability of Pool 3 Supply. LWC questions the adequacy of the

water supply of Pool 3 and suggests that canstruction of water treatment facilities that
depend upon Peol 3 is unreasonable and wasteful investment. ft agserts that Kentucky-
Americén has not conducted a safe-yield analysis of Pool 3 to determine the amount of
water that may be safely withdrawn, that Kentucky-American's wéthdraWa% permit for
KRS 1} is nsufficient to support potential maximum demands, and that Kentucky-
American has failed to adequately assess the condition of Dam 3.%%

While a formal safe-yield analysis of Pool3 had not been conducted,'™ the
record contains substantial evidence of Pool 3's ability to support the proposed KRS 1l
The U.S. Geological Survey ("USGS”) has established gauging stations at several locks
5n--the Kentucky River and has continuously estimated average daily flows at these
locks beginning as early as 1907. As the USGS did not install a gauge on Lock 3,
Kentucky-American calculated the flow in Pool 3 by examining the géuge recordings for
Pools 2 and 4 and Elkhorn Creek as it enfers Pool 3. Kentucky-American witness
Svindland found that the lowest 7-day average for Pool 4 was 67.4 MGD and for Pool 2
was 81 MGD."® Based upon DOW’s methodology for calculating water yiei'd, Mr.

Svindland estimated that the expected 7-day average low flow at Poa! 3 during a major

2 AG Brief at 18.
" prefiled Supplemental Testimony of Gregory C. Meitzman at 9.

% Kentucky-American’s Response to Commission Staff's First Set of -Inferrogatories and
Requests for Production of Documents, item 2,

8 Transcript of 11/27/2007 Hearing at 337-338,
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drought will be 78 MGD, exclusive of pool mining or improvements to Dam No. 3 and
was adequate to support KRS 1.1
Based upon its review of the USGS record for Pool 2, Gannett Fleming reached
a similar conclusion. It found that the lowest recorded daily average flow at Lock 2 of 13
MGD occurred in 1930. It f;mher found that, since the construction of Buckhorn
Reservoir and Carr's Fork Lake to regulate river flows, in 1960, the iowest daily average
flows recorded at Lock 2 was 72 MGD which occurred in 1999."% Based upen this
information, Ganneit Fleming concluded that Pool 3 had a safe yield in excess of 30
MGD. "™ We find this analysis of decades of USGS data to be persuasive,

' We also find that DOW'’s issuance of a withdrawal permit to Kentucky-American
should be considered dispositive of the issue. DOW has the statutery duty "to maintain
the normal flow of all streams so that the proper quantity and quality of water will be
available at all times fo the people of the Commonwealth” and “to ensure adequate
supply of water for domestic, agricultural, recreational, and economic development
uses.”’® {t “continuously monitors the flows of the Kentucky River and how those flows
impact the environment to ensure that all users have an adequate supply.”"? As DOW

was acting within its area of expertise and statutory authority, its decision that there is

"% Kentucky-American’s Response to November Hearing Requests, item 5.

" Water Supply Study, supra note 7, at A-.
1,
" KRS 151.110(1)(a).

7 Case No. 2001-00117, Order of Jan. 11, 2002 at 5.
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sufficient water within Pool 3 for Kentucky-American to make required withdrawals
should be accorded controlling weight.'” '.

We find no merit in LWC'’s contention that the water withdrawal permit will not
allow for adequate water withdrawals in non-summer months. Noting that Kentucky-
American is limited to withdrawing 6 MGD from September through May, it contends

that “one hot September day” could still leave Kentucky-American with a supply

deficit.”* This argument fails to consider that DOW has historically granted temporary

modifications to withdrawal permits to permit increased withdrawals and that the permit

was issued to reflect Kentucky-American's expected operations.””®  Moreover, we
conclude that a Commission proceeding shouid nof be used to collaterally attack the
legitimacy of a permit issued by a distinctly separate governmenial agency over a
subject matter in which the Commission has no jurisdiction.

As to the existing condition of Dam 3, the record demonstrates that the KRA has
committed significant resources to replace the dam and has endorsed the use of Pool 3
as a regional water source.”* KRA is nearing completion of the planning and design
phase for replacing Dam 3. The replacement dam will be constructed upstream of the
existing dam, which will remain in place. The pool elevation with the new dam will be

substantially unchanged and is expected to remain functionai for 5C years without

" The record also shows that DOW’s Director advised consultants for the Consortium in 2063
that a withdrawal permit for Pool 3 had a “floor value” of between 35 and 45 MGD and that, based upon
standard permitting criteria, a permit could be issued with a face value of up (o 113 MGD. See Letter
from Jeffrey W. Pratt, Director, Kentucky Division of Water, to George Rest, O'Brien and Gere Engineers
(July 22, 2003) at 2.

2 L WG Brief at 27.

% Transcript of 3/5/2008 Hearing at 206.

74 KRA Resolution, adopted May 25, 2007.
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substantial maintenance. Adequate funding for the replacement dam has been

0.77%  Since a

obtained and the replacement is expected to be completed by 201
replacement to Dam 3 will be built by 2010, we find no reason to conclude that there is
a threat to the reliability of the proposed KRS il or that its construction is a wasteful

mvestment.

Failure to Investigate All Reasonable QOptions. CAWS and LWC argue that

Kentucky-American has failed to consider all reasonable alternatives in its search for a

- golution to its water supply deficit. Both argue that Kentucky-American has failed to

~ review or evaluate LWC's recent proposal for the construction of a 36-inch transmission

main. CAWS further contends that Kentucky-American has failed to consider other
viable options such as demand management and conservation initiatives and
improvements to Pool 9.

Based upon our review of the existing record, the Commission finds little
evidence to support the contention that ali alternatives were not reasonably reviewed.
To the contrary, since 2000 several exhaustive reviews of supply options have been
undertaken. Beginning in 2002 and proceeding until early 20086, the Consortium and
then its successor, the BWSC, examined over 40 unique water supply opportunities.
They eventually reduced these opportunities to a listing of 8 preferred options. One of
{nese options was the purchase of water from LWC and the construction of a
transmission main to connect the LWC system to central Kentucky. The record
indicates that the Consortium thoroughly examined this option and found in 2004 that,

while the LWC connection was the least cost alternative, the consiruction of a water

% KRA Brief at 3-4.
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tréatment plant at Pool 3 was the alternative with the highest score in all critical
aﬁaas.176

The BWSC again reviewed the LWC transmission main option in 2005. LwcC
made a presentation to the BWSC in December 2005. BWSC’S‘ coﬁéuiting engineers
reviewed the LWC proposal and found that it did not favorably compare to the Pool 3
Option."””  BWSC rejected yet a third LWC offer in October 2006 for the same
reasons.’®

Attempting to minimize the importance of these negotiations, LWC argues that

the Kertucky-American was not a member of the BWSC."® We find no merit in this

“argument.  Until early 2008 Kentucky-American remained an aclive participant in

Consortium and BWSC discussions. BWSC members viewed Kentucky-American as
having a significant, if not critical role, in their efforts. For its part, Kentucky-American
was investing significant efforts to be part of a regional solution.

in 2005 Kentucky-American retained Gannett Fleming to conduct a review of its
water supply and to provide recommendations. Gannett Fleming reviewed, among

other options, the purchase of water from LWC. in its report, Gannett Fleming found

"% Regional Report, supra note 57, at 24. One year fater, O'Brien & Gere, the Consortium's

engineering consulting firm, modified its earlier statement regarding the LWC proposal. its representative
noted that, because the LWC proposal was for a lesser amount of reserved capacity than the other
alternatives, it was not the least cost option. See Letter from George B Resi, St. Vice President, O'Brien
& Gereg, to Don Hassell, General Manager, BWS3C {Oct. 12, 2005).

"7 BWSC's Response to CAWS’s Data Request, ltem 1.

8 See Letter from Bryan K. Lovan, Project Manager, O'Brien & Gere, to Don Hassell, General

Marager, BWSC (June 4, 2007},

8 L \WC Briefat 15 n.7.
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that the construction of a water treatment plant along Pool 3 was the least cost
option.™

Placing much emphasis on Kentucky-American's efforts in the 1990s to trumpet
the virtues of a pipeline to Louisville, LWC alleges that Kentucky-American has no
compelling reason to refuse “to thoroughly evaluate LWC’s improved proposal for a

Louisville Pipeline.”'®

This argument fails to consider that the criginal Ohio River
pipeline proposal that Kentucky-American advanced was quite different from the
cohé:epf.'ithat LWC currently advocates and was pursued in a different centext, Several
circumstances have changed in the intervening decade.

© First, Kentucky-American correctly points out that when water supply solutions
were being considered in the late 1990s, only Pool 9 of the Kentucky River was
principally considered.'® it was not until the release of the Regional Study that Pool 3
was Identified as a potential water supply source. Kentucky-American also points out
that KRA has evolved and matured as an agency since the 1990s. '** it has grown into
the monumental task given it by the General Assembly and is making progress in
fuifilling its statutory mandate. Next, Kentucky-American has shown that when it first
considered an Ohio River pipeline, it was acting alone and withcut the benefit of a

regicnal partner.'® The creation and participation of the BWSC has provided a broader

hase of understanding of the regional nature of the water supply deficit and enables a

% “water Supply Study, supra note 7, at 48.

1 LWC Brief at 10.
82 Transcript of 11/26/2007 Hearing at 186-187.
163

Kentucky-American Brief at 22.

"1 at 23
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regiona! solution. Likewise, the passage of LFUCG Council Resclution 679-99
presented an uneguivocal expression of the LFUCG's preference for a Kentucky River

solution,'®®

Opinions of individual Council members notwithstanding, the resolution
remains the onily official expression of LFUCG policy. As the government agency
representing the vast majority of Kentucky-American’'s customers, LFUCG Council's

preferences may properly be taken into account by Kentucky-American. Finally, the

present proposal includes transmission main that is mostly contained within state rights-

- of-way, as opposed to the earlier project which involved placing as much as 96 percent

of the Chio River pipeline on private property.’® We find that each of these changes in
circumstance is fundamental to any water supply proposal and that it is reasonabie for
Kentucky-American to have pursued other options as a result.

CAWS argues that Kentucky-American failed to adequately explore demand

management and conservation issues as a potential solution.”® It asserts that the

water utility has made minimal effort in the area of conservation and has focused almost

exclusively on customer education.®®

It further asserts that a more aggressive program
of leak detecticn and system maintenance could significantly reduce the need for supply

augmentation.'®

%5 Jd. LFUCG has been afforded every opportunity in this case o advise the Commission if this
preference has changed. i has not done so. To the contrary, LFUCG states in ifs hrief, “Lexingtorr does
nat favor one proposal over another in this case . . . " LFUCG Brief at 17. While this could be seen as a
retraction of the 1999 Resolution, we are mindful that the Council, by iaw, speaks only through iis
resolutions.

" 1d. at 24.

57 CAWS Brief at 17-18.

. at 18,

B9 1t at 47,
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While the Commission agrees that Kentucky-American should aggressiveiy
pursue demand rmanagement and conservation, we find little support for the prd'positién
that conservation alone poses a viable alternative to solve Kentucky-American’s long-
term water supply deficit. AG witness Scott Rubin testified that demand management
could not eliminate Kentucky-American’s supply deficit:

From the data | have seen, most water utilities have
experienced a decline in per household water consumption
during the past 10 or 15 years. This is generally attributed to
the combination of smaller household size and the use of
more efficient plumbing fixtures that were mandated by
federal law in the mid-1990s. Certainly, further demand
reductions for KAWC are possible, particularly by reducing
outdoor water use. But KAWC faces a deficit of more than
20 MGD under drought conditions. To put that in
perspective, in the Company’s current rate case, it shows
average consumption of about 36 MGD. Recall that
KAWC’s safe yield during drought conditions is between 30
and 35 MGD. This means that in order for KAWC o avoid a
supply project, a conservation program would need fo not
only completely eliminate peak demand (in excess of 30
MGD) but also reduce average demand. | am nof aware of
any conservation program that can accomplish that fype of
result cost effectively.”

CAWS acknowledges that an aggressive leak reduction program that achieves a 50
percent reduction in Kentucky-American’s unaccounted-for water will only produce a
savings of 3.2 MGD. These savings, while significant, are insufficient to solve
Kentucky-American's water supply deficit.

CAWS also argues that Kentucky-American failed to adeguately evaluate the
effect of the instailation of crest gates on Dam 9 or explore a par’tners?_?ép with KRA o
expedite the deployment of crest gates. We find littie merit in these arguments. KRA

has yet to develop a feasible plan for the financing and installation of crest gates at

' Direct Testimony of Scott J. Rubin at 9-10.
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Dam 9."°" One of its priorities has been Pooi 3, where the proposed facilities will be
located. No funding mechanism currently exists for the proposed improvement.
installation of crest gates, moreover, presents a number of technical and operational
questions that also have yet to be addressed or resolved.'®

LWC and CAWS also contend that Kentucky-American failed to consider the
aliternative of purchasing water from Versailles as a temporary expedient o its supply

deficit. The record indicates, however, that Kentucky-American, in conjunction with the

© ¢ BWSC, explored this option. This review indicated that Versailles could sell only a

limited quaniity of water to Kentucky-American because of its own capacity needs.
Moreover, Versailles's ability to provide water during times of drought is limited due to
restrictions upon its ability to withdraw from the Kentucky River in such times.

in summary, our review of the record indicates that Kentucky-American
c:ons-idered; all reasonable alternatives and carefully evaluated each of them prior o
making its decision to proceed with the Pcol 3 option.

Net Present Value Comparison of Alternatives

Kentucky-American and LWC presented to the Commission net present value
(“‘NPV"} analyses for the KRS Ii proposal and the LWC proposai. Gannett Fleming
prepared Kentucky-American's analysis; RW. Beck prepared the LWC analysis
{collectively, the “Studies”). Not surprisingly, each found their own proposai te have a
lower NPV than the other. Finding that each analysis contains assumptions and

methodologies most favorable to the proposal being advanced by its clieh‘t, the

1 | FUCG Brief at 4.

2 Transcript of 3/06/2008 Hearing at 33,
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Commission has performed our own analysis. Based upon this analysis and the

Commission’s own assumptions (detailed below), we find that even when viewed in the

light most favorable to LWC, Kentucky-American’s proposal has a NPV of $250,936,837
and LWC's proposal has a NPV of $248,305,512, a difference of just ocne percent,

Assumptions. In performing our analysis, we have assumed that each project

would be placed into service in 2010 and remain operational until at least 2030. We

thus use the same planning horizon that the other analyses used. As with the other

- analyses, we have discounted the future annual operating costs of each project for the

- 20-year planning horizon using the current municipal bond market rate of 4.7 percent,

The Commission has assumed an annual inflation rate of 3 percent, which is consistent
with the CP1-U."®

The Commission assumed that KRS I has a 20 MGD capacity and is connected
to Kentucky-American's distribution system by 30.59 miles of 42-inch transmission
main. We have not assumed that BWSC will participate in the ownership of the KRS |
facility or the proposed transmission main,

With regard to the LWC proposal, we assume the construction of a 36-inch water
fransmission main. While Kentucky-American has argued that a comparisen can only
be conducted using the same size main as that of the KRS I! fransmission main, for the
limited purposes of conducting our analysis, we will accept LWC's assertion that a 36-
innch transmission main can likely supply the desiredIZS MGD capacity.

We have assumed that the LWC project, which consists of 44.85 miles of

fransmission main, would be constructed in two phases. Phase A runs from Kentucky

®3 Based upon the CPI-U, the average annual inflation rate for the iast 20 vears has been
3.06 percent.
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Highway 53 along Interstate Highway 64 into Franklin County and then follows Kentucky
Highway 676 until connecting to FEWPB’s water treatment facilities. 1t represents 20.89
miles or 46.58 percent of the total transmission main. Phase B represents the
transmission main’s route from FEWPB's facilities along Kentucky Highway 676 to US
Highway 60 and then south along US Highway 60 to the intersection of US Highway 60
and interstate Highway 64. Phase B will then follow lnterstafe Highway 64 éast to

Newtown Pike in Fayefte County where it will connect with Kentucky-American's

. existing distribution system.”™  Phase B is 23.96 miles or 53.42 percent of the total

-transmission main.

The Commission assumes that Kentucky-American would construct, finance,
own, and dperate Phase B in ifs entirety. We further assume KentuckyAmerican would
partner with a third party, presumably SFWMG, to construct, finance, own, and operate
Phase A. We based this assumption on the allocated capacity of the proposed
transrnission main, Kentucky-Americari’s prior pipeline fransaction with LWC in the
‘%9903, and the benefits that ownership would likely confer to Kentucky-American.
Based upon the allocated capacity of the pipeline, the Commission hag further assumed
that Kentucky-American would hold an 80 percent interest in Phase A and SFWMG
wouid hold the remainder.

Project Costs —- Pool 3. The Studies used estimated construction costs for

Pool 3. Kentucky-American has since received construction bids for Pool 3.7 The

™ prefiled Supplemental Testimony of Gregory C. Heitzman at 13.

5 See Intermediate Bid Evaluations dated December 19, 2007,
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original bids have expired but have been updated with negotiabie revised bids.'®® The

Commission calculated Pool 3's NPV using the revised bid results as shown below.

o

i
;

" Negotiahle_

M RevieedBid
i OrginalBid . AddOn 0 Total ¢
Treatment Plant 1§ GAD0OQ00 § 2323158 1§ BB.A23.150 |
Transrmission Main  © A9185544 0 30493560 52014000 |

Pumping and Storage 830642431  G0BEO| 845

T BB e % EAE3 304§ 196955181

:‘-‘in addition to the construction costs included in the bid prices, Keniucky-
Ametican will incur costs for construction overhead, land, and Allowance for Funds
u'sea' buring Construction ("AFUDC"). The Beck Study estimates these costs as
$58,127,000," while the Gannett Fleming Study uses an estimate of $35,120,902.'%
We have estimated these costs at the same level as Kentucky-American. Overhead
were set equal to 17.1 percent (Overhead $21,659,655'% / CQriginal Bid Costs

$126,640,001) of construction costs. We calculated AFUDC using a 2-year construction

%* Transcript of 3/6/2008 Hearing at 82.
¥ See R.W. Beck, Comparison of the Louisville Pipeline and Pool 3 Options to Serve Central
Kentucky Water Customers (filed Nov. 21, 2008) at Table 3-2 (hereinafier Beck Comparison).

% Kentucky-American reports the expected cost of Pool 3 Facilities, incitiding AFUDC, Is
$161,760,903. See Kentucky-American’s Responses to Commission’s Post-Hearing Data Requests at
ftem 8. Based upon this amount, the Commission calculates:

Total costs of Pool 3, including AFUDC, :
at 25 MGD including BWSC., $161,760,903

Less: Original bid price for Pool 3. This amount includes
the bid price for 25 MGD including BWSC. ‘ (126,840,001}
Land, AFUDC, and Overhead $35.120,902
"¢ Land, AFUDC, and Overhead $35,120,902
Less: AFUDC (11,493,223)
Land (1.968,024)
Overhead $21.659,655
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period accrued at 7.75 percent%the weighted cost of capital that we approved in
Kentucky-American’s last contested rate proceeding.?®® Land is estimated to be
$1,968,024. |

The total cost for Pool 3 included in the Commission’'s NPV calcuiation is

$162.407,210 as shown below.

Construction Costs $126,983,181
Overheads 21,718,350
AFUDC 11,537,655
Land 1,968,024
Total $162,207.210

Total cost does not include the cost of an ultraviolet light disinfection facility. it is not
currently known whether DOW will require such disinfection treatmeni. While Kentucky-
American has provided space in KRS 1l for such facility, it currently has no plans to

instalt such facility.®*

Project Costs — LWC Pipeline. Both studies calculated the LWC Pipeling’'s NPV
using estimated construction costs. Neither study‘ describes the methodology used fo
derive these estimates. The Commission estimated the LWC Pipeling’s construction
costs based upon the revised bid costs for Pool 3's 42-inch transmission main, pumping
facilities, and storage.

We first determined the price differential between the Beck Siudy's estimates of

the cost of a 36-inch transmission main and a 42-inch transmission main.*? The Beck

X0 Case No. 2004-00103, Adjustment of Rates of Kentucky-American Water Company (Ky. PSC
Fabh. 28, 2005) at 75.

2% Transcript of 11/27/2007 Hearing at 306-307.

22 The Beck Report estimated the cost of a 36-inch LWC transmission main and a 42-inch LWC
trahsmission.
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Study estimated the cost of a 36-inch transmission main to be $57,140,000,2° which s
$11,140,000, or 19.5 percent, less than the $68,280,000%** estimated cost of a 42-inch
main. Applying this differential to the revised bid price of $52,214,900 for Pool 3's 30.59
miles of 42-inch transmission main, we then determined that 30.59 miles of 36-inch
main would cost $43,695,951. This cost was then increased to $64,065,491 to account
for the LWC Pipeline’s total length of 44.85 miles.

The total revised bid price for the pumping station and storage facilities at Pool 3

s $8,445,123. This amount excludes the original bid price of $385,214 for the pumping

“ equipment necessary to accommodate 5 MGD of capacity for BWSC. The bid amourt

for the storage facilities is $2,738,535.2% The Commission includes this amount for the
cost of LWC Pipeline storage. The remaining bid price of $6,091,802 ($8,445,123 +
$385,214 - $2,738,535) is for the facilities necessary to pump 25 MGD through Pool 3's
42-inch main. To determine the capital costs for pumping through the 36-inch
transmission main, the Commissicn doubled this amount to refiect that two pumping
stations are planned for a 36-inch LWC Pipeline.”® To recognize the additional energy

loss resulting from the smaller diameter main,2”’ the Beck Study doubles its estimated

See Beck Comparison, supra note 197, at Table 5-1.

204 Id.

2% Kentucky-American’s Response to Commission’s Post-Hearing Data Requests at tem 8.

Cost of Transmission $3,132,704
Divided by: 1 + Overhead rate for storage facilities 1.1439344%
Bid Price for Storage excluding Overhead $2,738,635

2 Prefiled Rebuttal Testimony of Gregory C. Heitzman, October 1, 2007, at 5.

%7, Sse Beck Comparison, supra note 197 at Tabie 5-1.
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capital costs for pumping through a 42-inch transmission main to determine the capital
costs for the 36-inch transmission main.?*®

To determine construction overhead and land costs for the LWC Pipeline, we
applied the same overhead rate (17.1 percent of construction costs) and cost of land as
used for Poof 3. We determined the cost of land by applying the total length of the LWC
Pipeline to the cost per mile of land used for Pool 3's fransmission main.

This approach results in the application of consistent assumptions for each
‘project.  The Commission calculated total construction, construction overhead, and land

to be $94,185,759 as shown below.

Percent
to Bid Prices for Fool 3

Cerew B 9?234

58,802,521 o 94185759

Simifar to our treatment with Pool 3, the Commission calculated AFUDC for the
LWC Pipeline assuming a 2-year construction period at a rate of 7.75 percent for

Kentucky-American’'s portion of the LWC Pipeline. The Commission used a rate of

208 id.
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4.7 percent for SFWMG's portion as used in the Beck Sicudy.Z(?9 Total AFUDC was
calculated to be $6,912,896 bringing the total cost of the LWC Pipeline fo $101,098,655.
The cost of the LWC Pipeline was allocated to Kentucky-American and SFWMG

based on their percentage of ownership as shown below.

5 e g s
Lo i of Total " Percent of |

Oetermmatscm of Percenzag_e of Ownetship hiles Miles Ownarship

F‘hasa i SFVINS 30 percent of 20688 Miss “TRAR AN A MYk
: Kﬁ«WC 80 Percent of 20.89 Miles - 1671 37.26%

Total ) ] S R i A

_We find that our methodology produces a conservative estimate of the LWC
Pipeline’s NPV. It is based upon Pool 3's favorable transmission main bid costs.
Kentucky-American’s original estimate to construct Pool 3's transmission main was
$60,926,273.2'° Based upon the revised bids, the present estimate is $52,214,900. If
the LWC Pipeline were actually bid, it might not experience such favorable results.
Whiie Kentucky-American is prepared to commence construction of the Pool 3 Project
immediately, construction of the LWC Pipeline is not likely to begm until 20‘%0 Our
estimate therefore ignores likely increases in costs that may occur before constmctlon
of the LWC Pipeline begins 2"

To make the projects comparable, the Commission calculated LWC Pipeline

overhead costs using the same 17.1 percent rate as was used for Pool 3. In contrast,

29 1d, at Table 5-1.
20 gee intermediate Bid Evaluations dated December 19, 2007.

' Heitzman testified that the Pipeline would be operational by July. 2012. See Prefiled
Supplemicntal Testimony of Gregory C, Heltzman at 6,
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the Beck Study used an overhead cost of 50 percent for a 42-inch LWC Pipeline and 32

percent for a 36-inch main 2"

Despite Kentucky-American’'s experiences in the late
1990s, our calculations, moreover, do not assume any significant public oppbsition to
6ohstrucfion of Phase A or Phase B. We have also not inciuded the additionai costs
that would be incurred to cross the Kentucky River.

In calculating the LWC Pipeline cost, we have excluded certain costs found in the
other studies. For example, we have excluded $2,407,600 related to the cost of 12,000
feet of 24-inch fiﬁished water line that Kentucky-American contends is necessary to
complete the LWC Pipeline’s connection to Kentucky-American’s existing transmission
and distribution system at the intersection of 1-64 and Newtown Pike 2'® This 24-inch
rnain appears to be a portion of the same main necessary to make the connection to
Pool 3,4** but does not appear to be included in the Gannett Fieming NPV calculation of

Pool 3.21°

Since the cost of this main is not included in the NPV anaiysis of Poot 3, it
shouid be excluded in the analysis of the LWC Pipeline.

The Gannett Fleming Study includes inflation in the estimated construction costs
for the 42-inch transmission main. It assumes that LWC Pipeline construction costs will

not be known untii 2010 when bids are received. Since the estimated costs are stated

in 2008 dollar values, it makes an adjustment to account for 2 years of inflation. While

212 Ty determine these percentages the Commission divided total contingencies, permiting,
easemants, engineering, legal, and administrative costs as shown in the Beck Study by tatal construction
and land costs as shown in those tables. See Beck Comparison, supra note 197, at Tables 3-1, 5-1.

1 Rebuttal Testimony of Harold Walker, [il, at 4.

214

item 10{(c).

215

Kentucky-American’'s Responses to Commission Staff's First Set of Interrogatories,

Kentucky-American's Responses o Commission Staff's Second Set of Interrogatories,
ltem 7.
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inflation will likely be a factor in the actual construction of the LWC Pipeline, both
Studies and the Commission have assumed the LWC Pipeline has the same
construction schedule as Pool 3 and is operational by 2010. Since no inflation
adjustment is inciuded in the NPV analysis of Pool 3, we have not made such an
adjustment for the analysis of the LWC Pipeline.

The Beck Study includes one percent debt issuance costs in the estimated LWC

Pipeline costs. Like the Gannett Fleming Study, we have included debt issuance costs

- of one percent in the cost of capital and do not account for this cost as a cost of

construction.

Recognizing that the LWC Pipeline’s anticipated completion date would be
July 12, 2012, LWC provided possible interim solutions to Keniucky-American’s
immediate water supply deficit,?'® but did not identify all the capital requirements for
those solutions.?" Like inflation, these costs would be a factor if considering the LWC
Pipeline’s actual construction schedule if they were feasible interim solutions. Our
assumption that the LWC Pipeline would be operational by 2010 renders the inclusion
of these costs inappropriate. We therefore have excluded them from our analysis.

Cost of Capital. The NPVs for each project include the cost of capital. Kentucky-

American’s capital costs were determined by applying Kentucky-American’s weighted
cost of capital to rate base. SFWMC's financing costs were determined by calculating
annuai principal and interest payments for its portion of the LWC Pipeline.

To determine the financing costs for Pool 3 and Kentucky-American’s portion of

*® Prefiled Supplemental Testimony of Gregory C. Heitzman at 3-6.

27 Transcript of 3/5/2008 Hearing at 49.
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the LWC Pipeline, the Commission follows the 60 percent debt and 40 percent equity

32" This ratic is

ratio that Kentucky-American proposes to use fo finance Pool
consistent with Kerntucky-American’s historic capitalization ratio and has previously
been found to be appropriate.

To determine each project’s effect on Kentucky-American's weighted cost of
capital, the Commission added Kentucky-Ametican's share of the projects’ cost fo
Kentucky-American's estimated total capital at December 31, 2007 of $199,8569,510.

. The 2007 capital was allocated to the capital structure and assigned costs using
“Kentucky-American’s capitalization ratios and cost rates that the Commission approved
in Case No. 2004-00103.2'° We then added the additional capital required for each
project to the capital structure and assigned a 10 percent cost of equity, Kentucky-
American’s last approved rate, and a 6.5657 percent cost of debt, Kentucky-American’s
anticipated long-term debt rate including one percent issuance costs. Our approach

20 By applying this

follows the methodology used by the Gannett Fleming Study.
method, we determined Kentucky-American’s weighted cost of capital for each project

io be as shown below.

28 Direct Testimony of Louis M. Walters at 4.

&
:
it}

% See Case No. 2004-00103, Adjustment of the Rates of Kentucky-American (Ky. PSC Feb.
, 28, 2005).
= 1

0 see Rebuttal Testimony of Harold Walker, Ill, Schedule 6 at 1.
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Project Pool 3 Pipeline

Weighted Cost of Debt 3.615% 3.537%
Weighted Cost of Equity 4.224 4.279
Total 7.839% 7.816%

The Gannett Fleming Study assumes Kentucky-American will fund each project

with $35 million of tax exempt debt.?’

The Commission did not include tax exempt
financing for Kentucky-American’s investment in the projects. K@nfucky-American
witness Louis Walters testified that Kentucky-American will apply for tax exempt
financing for Pool 3 if it is likely to receive approval of at least $5 million.?** Kentucky-
- American witnéss Michael A. Miller testified that all 2008 private activity allocations for
Kentucky have already been éllo‘[tec!.223 The record is devoid of any evidence regarding
private activity allocations for 2009.

To determine Kentucky-American’s annual rate base to which the weighted cost
of capital for each project is applied, the Commission reduced the projects’ total
construction costs by the projected annual accumulated depreciation and deferred tax
balances. The accumulated depreciation is the balance of annual charges to
depreciation expense. The deferred tax is the annual accumulation of the deferred
income taxes resulting from the difference in book depreciation expense and tax
depreciation expense. We calculated tax depreciation by applying the straight-line

t224

| method‘using Kentucky-American’s 4 percent™” composite tax depreciation rate.

2 g,

2 Direct Testimony of Louis M. Walters at 4.

2% Transcript of 3/6/2008 Hearing at 101.

#¢ Kentucky-American's Responses to Hearing Data Requests, item 15.
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As a result of the additional return on Kentucky-American's invesiment,
Kentucky-American will incur additional expenses for federal income taxes {35 percent},
state income taxes (6 percent), bad debts (0.50683 percent), and the Commission’s
annual assessment (0.1669 percent). To calculate the level of these expenses to be
included in the projects’ NPVs, the Commission applied a gross-up factor of 164.78
percent to the equity portion of Kentucky-American’s weighted cost of capital. Since
Kentucky-American deducts synchronized interest fo determine taxes, no gross-up for
“sthe debt portion of the weighted cost of capital is required. Through application of this
gross-up facter, the Commission has provided a provision for these additionai expenses
in the pf'ojects’ NPVs.

The LWC Pipeline’s NPV as calculated by the Commission includes the cost of
public financing for SFWMG's allocated share. Both studies assume a long-term debt
rate equal to the current market rate for tax exempt municipal beonds of 4.7 percent to
determine the projects’ public financing costs. The Beck Study amcrtizes the public
financing over 20 years. The Gannet Fleming Study retires 50 percent cf the principal
over 25 years with the remaining balance refinanced at the end of the 25-year term.
Kentucky-American witness Harold Walker testified that the longer term more
appropriately matches the life of the loan with the estimated life of the plant funded by

the loan®®® and that this method of financing is customary in the private sector.?®

5 Rebuttal Testimony of Harold Walker, 1l at 8.

#2 Transcript of 11/28/2007 Hearing at 46.
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Two recent LWC bond issuances support the Beck Study’s assumptions.’
LWC witness Gregory Heitzman testified, however, that these assumptions may
overstate the cost of debt. He asserted that, if a public agency owned the LWC
Pipeline, the project would be eligible for low interest ioans and grants from such
agencies as the Kentucky Infrastructure Authority, Kentucky League of Cities, Kentucky
Association of Counties, and the Kentucky Rural Water Association at interest rates
ranging from 0.6 percent to 3 percent.??®

The lending agencies to which Mr. Heitzman referred as potential lenders
commonly finance construction projects that this Commission reviews. Recent filings
with the Commission include annual interest rates ranging from 1 percent fo 4.5 percent
depending on the source of the loan funds. The inclusion of low interest loans as
suggested by LWC would reduce the 4.7 percent rate used in the studies.

Recognizing that below-market loans might be available to finance the LWC
Pipeline, the Commission has used a blended annual interest rate of 4 percent ¢
calculate the cost of debt. This blended rate assumes that half of SFWMG's financing is
at the market rate of 4.7 percent with the other half funded at an average, below market
rate of 3.3 percent.

Like the interest rate, the term of any public financing is unknown. While we
agree that a term longer than 20 years better matches the lives of debt-funded assets, it
is uniikely that any public funding would extend beyond 30 years. While longer terms

are available for private funding, public funding is generaily exectited under different

*7 |WC's Post-Hearing Response fo Requests of Information, ltem 9; Water System Bond

Resolution Adopted Juty 14, 1992 at 53,

2 prefiled Supplemental Testimony of Gregory C. Heitzman at 10-11.

-64- Case No. 2007-00134



terms, LWC's bonds have less than 25-year terms with the majority of the principal
retired systematically over the full term. The terms of the public loans that are brought
before this Commission generally have terms of 5 to 25 years. Occasionally, these
loans will have terms that extend beyond this period or include a “balloon” payment that
must be refinanced. We note that Rural Development has financed projects with
40-year bonds.

To recognize the possibility of financing terms longer than 20 years, the

~Commission assumes that half of any construction costs would be financed with 20-year

“honds and half with 40-year bonds and has amortized SFWMG's financing for the LWC

Pipeline over a 30-year term. We have assumed issuance costs to be one percent of
the amount financed. We calculate the annual principal and interest payment for
SFWMG's financing to be $550,344.

in addition to the annuai principal and interest payments for the publicly financed
portion of the LWC Pipeline, the Commission made provision for a debt service
coverage (“DSC”) requirement. Most lenders are likely to require SFWMG to maintain a
minimum ievel of revenues based upon its annual principal and interest payments.
LWC, for example, currently has a market interest rate bond issuance that requires a
130 percent DSC.** Below market loans generally require a DSC of between
110 percent and 130 percent with 120 percent most common. Assuming that haif of the
financing will be through below market interest loans requiring a 120 percent DSC and

half coming from market interest rate, tax exempt loans requiring 130 percent DSC

% | WG's Post-Hearing Response to Reguests of Information, filed December 10, 2007, ltem 9,
Water System Bond Resolution Adopted July 14, 1992 at 53,
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similar to LWC’s current bonds, our NPV analysis uses a DSC of 125 percent and is
applied to the annual principal and interest payments.

Depreciation. Both studies provide for recovery of depreciation for the two
projects. Gannett Fleming uses the depreciation rates that the Commission approved in
Kentucky-American’s most recent rate proceeding.”®® The Beck Study assumes
depreciable lives of 75 years for mains and 40 years for freatment plant and

aquipment.®’

The depreciation rates used in the Gannett Fleming Study are more
specific to plant accounts than the depreciation rates used in the Beck Study and are
within or exceed the range of depreciable lives the Commission considers acceptable
for non-profit water entities.

The Commission calculated depreciation expense to be inciuded in each

projects’ NPV using the depreciation rates reflected in the Gannett Fleming Study. The

annual depreciation expense for each project is shown below.

Annual
Project Expense
Pool 3 $2,998,108
Pipeline 1,736,731

Payroll Costs. Operation of Pool 3 will require the employment of seven new

Kentucky-American employees to staff the facility at Kentucky DOW required levels.**

Kentucky-American estimates payroll costs for these employees to be $523,182.% In

2 case No. 2007-00143, Adjustment of Rates of Kentucky-American Water Company (Ky. PSC
MNov. 29, 2007y atExh. B,

1 Beck Comparison, supra note 197, at 2.
%2 Direct Testimony of Linda C. Bridwell at 31, Table 3.

3 1d at Table 3.
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addition fo the new employees, existing Kentucky-American employees for water quality
supervision, maintenance supervision, and administrative support will provide services
for the Pool 3 facilities.>** Kentucky-American estimates the payroil costs for this time
to be $97,200 and allocates $19,440 of the cost to BWSC.**®

The Gannett Fleming Study includes payroll costs of $5642,622 for the seven new
employees and the allocation of existing employees to BWSC. The Beck Study
inciudes all payroll costs for new and existing employees dedicating time to Pool 3.
Kentucky-American argues that the existing employee’s payroll costs are already
incurred by Kentucky-American, will not result in an increase to Kentucky-American
customers,*® and therefore, should only be included to the extent that their payroll is
ailocated to BWSC.

We disagree with Kentucky-American's position and have included all payroll
costs dedicated to Pool 3 in the NPV for Pool 3 with annual adjustments for inflation.
Kentucky-American’s position treats payroll costs differently than other expenses. The
Gannett Fleming Study assumes that Pool 3 is a peaking facility that will operate at its
optimum minimum production level of 8 MGD. Pool 3 will be producing this water in lieu
of Kentucky-American’s other treatment facilities to the extent that those facilities are
not operating at capacity. This shift in production will be followed by a shift in expenses
for chemicals and purchased power much like the shift in payroll expenses of existing

Kentucky-American employees. Neither shift in expenses will represent an increase to

% Transcript of 14/28/2007 Hearing at 346.
*5 Direct Testimony of Linda C. Bridwell at Table 4.

“ Transcript of 11/28/2007 Hearing at 346,
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Kentucky-American's customers, vet the Gannett Fleming Study includes power and
chemical costs but excludes payroll costs.

S'acurity, Kentucky-American estimates that additional annual security costs in
the amount of $300,000 will be incurred for the operation of Pool 3. This amount,
adjusted annually for inflation, is included in the Studies and the Commission's NPVs for
Pool 3. Neither study nor the Commission includes security costs to determine the NPV
of the LWC Pipeline.

Purchased Watet/Flow Rate. A significant disagreement exists between the two

studies on the amount of water that would be purchased under the LWC proposal.
LWC has argued that 5 MGD is the minimum amount that Kentucky-American, in
conjunction with any other water purchasers, must purchase under the terms of the
latest LWC offer. This amount represents the minimum purchases required tc make the
proposed transmission main financially feasible. It states that the pricing provisions of
the propesed contract “will allow Kenfucky-American to access a supply of 25 to 30 mgd
of water while only obligating it to pay for this capacity when it is needed for growth or
for days approaching its maximum demand.””” Given that KRS ii is expecied to
generally operate at a level of 6 MGD, the Beck Study assumes a minimum flow of
6 MGD to calculate the LWC Pipeline's NPV.

Kentucky-American argues that a minimum purchase of 10 MGD is necessary to
provide the same level of drought protection to its service territory as provided by

Pool 3's rated capacity of 20 MGD.#® Kentucky-American's KRS i preposal is sized,

#1 prefiled Supplemental Testimony of Gregery C. Heitzman at 14,

8 Kentucky-American’s Brief at 34.
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Kentucky-American contends, “so that it will ‘drought-proof’ . . . [Kentucky-American’sj -

service territory in accordance with Kentucky regulations that require . . . [Kentucky-
American] to have a source of supply that is ‘sufficient fo supply adequately,
dependably, and safely the total reasonable requirements of its customers under

maximum consumption,”#*®

To ensure the same level of supply under the LWC
proposal, it must reserve 20 MGD an;:l “take or pay” for at least 10 MGD.

We are of the opinion that Kentucky-American’s obligation to provide adequate
service would require a reservation of its full requirements. Without such reservation,
the water utility would be imposing significant risks upon its customers in the event of
high demand periods. Kentucky-American would also be placing its significant
investment in the LWC Pipeline at risk since it would not have adequate assurances
that the full capacity of its investment would be available. LWC has acknowledged its
intent to actively pursue opportunities to provide water in Shelby and Franklin

counties.*°

Moreover, significant growth or catastrophic events may lead SFWMG
rmembers or other water purveyors to assume larger portions of the pipeline’s capacity if
Kentucky-American fails to act. Finally, without the reservation of 20 MGD, Kentucky-
American lacks sufficient capacity to meet projected demands during a drought of
record and cannot be considered as meeting the “adequate service” standard set forth
in KRS 278.010(14).

W‘e applied the terms of LWC’s offer to determine the annual cost of 10 MGD.

There are four monthly meter charges of $706.25 based upon the reserved capacity of

2% 14, at 32.

#C Transcript of 11/28/2007 Hearing at 171,
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the assumed flow rate with annual adjustments for inflation. The volumetric charge from
2010 through 2015 is $1.71 per thousand gallons.**' On January 1, 20186, the water
rate is adjusted for the cumuliative effect of the anticipated three percent annual CPI-U
from December 31, 2007 to December 31, 2015. The wholesale rate effective on
January 1, 2016 is $2.17 per thousand gallons. After December 31, 2016, our
calculated water rates are increased by 5 percent, the maximum 2 percent allowed by
the contract above the anticipated three percent CPl-U. The Commission’s use of the
: maxémﬁm wholesale increase follows the trend for rate increases established by LWC in
- its 2007-2021 Strategic Plan, where it states that rates are expected to increase by at
" least 2 percent above the annual rate of inflation for the years 2007 through 2011.24

To calculate Pool 3's NPV, the Commission also assumed a flow rate of
10 MGD.  Even though Pool 3’s minimum flow is anticipated to be 6 MGD, its most
efficient minimum production level, it is only appropriate to compare NPVs for the
projects assuming the same flow rates. Each project will be used as a peaking facility
and wili generally produce minimum flows that would otherwise be produced ai
Kentucky-American’s existing facilities. Following this shift in production will be a s'niﬁ in
operational expenses that results in savings at the existing faciiities. Although the
method used in each study and by the Commission to calculate the projects’ NPVs
recognize the production costs shifted fo each respective project, the savings at

Kentucky-American’s existing facilities are not recognized. The leve! of savings follows

' We note that LWC is required to pay a budgeted dividend to Louisvile Metro Government
regardiess of its financial performance. See Transcript of 11/28/07 Hearing at 214. it is unclear whether
this will have an impact upon any future wholesale rate Increases. :

"2 ) WG's Response to Kentucky-American’s Data Request, item 99.
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the level of production from the projects. The savings increase as the flow rate of the
project increases. Therefore, the results of this analysis will be distorted if different flow
rates are used.

The projects’ NPVs calcula'ted‘at 10 MGD flow are shown below.

Project NPV
Pool 3 $250,936,837
Pipeline 248,305,512
Difference $2.631.325
Percent of Difference to:
Pool 3 1.05%
Pipeline . 1.06%

Purchased Power: Pool 3. Purchased power will be required to pump water

through the system no matter which project is constructed. Each Study forecasted
power costs for Pool 3 based upon the cost estimates prepared by Kentucky-American
as shown below.”® These estimates are stated at the power provider's 2007 rates for

electric service.

Flow Rate 6 MGD 20 MGD
Treatment Plant/Raw Water Pump Station $478,772 $829,65624
(Owen Electric Cooperative)

Booster Station (Kentucky Utilities) 109,388 383,376
Total 588,160 1,213,032

The Commission’s NPV for Pool 3 includes power costs to pump 10 MGD as
determined from Kentucky-American's estimates. The‘calculation is shown below.

Purchased power costs were adjusted annually for inflation.

#3 Kentucky-American's Response to Commission Staff's First Set of Interrogatories, item 27(a). .

#4 Monthly estimate, $69,138 x 12 months = $829,656.

5 Monthly estimate, $31,948 x 12 months = $383,376.
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Powercasi 20med | 1§ 1213032
‘Power cost 6 mgd ! (553,160)
Differance | _ 624 072
Divide by: (20 mgd - 6 mgd) o 14
Power cost per mgd over first 6 mgd 44 B34
Times: (10mod-Brgd) 4
Power cost over first B mgd 178 535
Add: Power cost of first B mpd 586,160
Total power costto pump 10mgd 1 § 765 695

Purchased Power: LWC Pipeline. For the 42-inch LWC Pipeline the Gannett

Fleming Study includes annual purchase power estimates based upon 2007 power

costs of $26,300%° per MGD while the Beck Study states these costs at $26,700%*" per

MDG. To determine power costs for the 36-inch LWC Pipeline, the Beck Study simply

" doubled that of the 42-inch main “[gliven that the head loss doubles in the 36-inch”

main #*?

The Commission determined the LWC Pipeiine’s electric costs to be $53,000 per
MGD by doubling the average cost of pumping through a 42-inch main as determined in
the Studies, $26,500 per MGD. The Commission's method follows that used in the
Beck Study. Power costs were adjusted annually for inflation.

Chemicals. Kentucky-American estimated chemical costs for Pool 3 to be
$153,300 at 6 MGD flow. This estimate was used in the Studies and by the
Commission. The Commission used the average chemical cost per MGD of $25,550

($153,300 / 6 MGD) to estimate chemical costs for 10 MGD flow to be $255,500

26 Rebuttal Testimony of Harold Walker, ili, Schedule 5, at 1. (Power Cost, $328,548 / 12.5
MGD = $26,284). :

%7 Beck Comparison, supra note 197, at Appendix B-2 (2010 Power Cost of $172,266
discounted back to 2007 at inflation rate used by Beck of 2.4 percent = $160,435 / 6 MGD = $26,739).

248 1. Section 5, at 2.
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(525,550 cost per MGD x 10 MGD). The Commission adjusted chemical costs for

annual inflation.

General_Maintenance. Kentucky-American estimates annuai maintenance costs

for Pool 3 to be $360,000. The Studies and the Commission include this amount in
Pool 3's NPV with annual adjustments for inflation.

The Studies estimated annual maintenance for the LWC Pipeline to be $85,000
($60,000 / 30 miles x 42 miles) based on Kentucky-American’s estimated maintenance
for Pool 3's 30 mile, 42-inch finished water main of $60,000%° annually. The
Commission also includes $85,000 for LWC Pipeline maintenance with annual
adjustments for inflation.

Property insurance. Property insurance is included in the Gannett Fleming Study

by applying an assumed rate of 0.15 percent for the year 2010 to net plant in service.
The Beck Study does not include a provision for property insurance. The Commission
agrees that property insurance should be included in the projects’ NPVs. Based on

information from Case No. 2007-00143,%*° the Commission finds that the rate applied in

% Direct Testimony of Linda C. Bridwell at Table 3.

20 Case No. 2007-00143, Notice of Adjustment of the Rates of Kentucky-American Water
Company Effective on and After May 30, 2007 (filed Apr. 30, 2007).
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the Gannett Fleming Study provides a reasonable estimate for property insurance.®’
The Commission included property insurance in the NPV of each project at the rate
used in the Gannett Fieming Study with annual adjustments for inflation.

Property Taxes: Pool 3. The Studies include a provision for property taxes toc be

paid on Pool 3. Kentucky-American estimated property taxes for the Pool 3 to be
$1,156,649 based upon applicable tax rates at March 2007.** Kentucky-American’s
portion is 80 percent or $925,319.2° BWSC, a governmental entity, will not be required
to pay its 20 percent share.

The Beck Study includes the entire estimated tax for Pool 3 with annual
adjustments for inflation. The method empioyed by Beck ignores partial ownership by
BWSC and that Kentucky-American pays property taxes on the depreciated value of its
plant, not gross plant.**

The Gannett Fleming Study adjusts Kentucky-American’s portion of the 2007
property tax estimate for infiation up to the year 2010 when Pool 3 is assumed to be
operational. The resulting overall property tax rate is 0.0071 percent. From 2010
forward, the Gannett Fleming Study applies this rate, as adjusted annually for inflation,

to the depreciated value of Kentucky-American’s portion of Pool 3.

#1 Forecasted Property insurance, November 30, 2008

(WP-3, Page 83 of 118) $379,221
Divided by; Forecasted Net Plant, 13-month Average,

Exhibit 37, Schedule B-1, Page 2 of 2 271,599 959
Rate at November 30, 2008 .1396%
Gross-up for 2 years of 3 percent annual inflation 1481%

%2 Kentucky-American’s Response to Commission Staff's First Set of Interrogatories, ltem 27(a).
%% Direct Testimony of Linda C. Bridwell at Tabie 4.

4 Transcript of 11/28/2007 Hearing at 345,

-74- Case No. 2007-00134

T

C ORI TR T



JEREC, S-S P

PR

We find the Gannett Fleming method to be appropriate and have used it to
include property taxes in Pool 3's NPV with the necessary adjustments to account for
Kentucky-American’s 100 percent ownership.

Property Taxes: LWC Pipeline. The Beck Study assumed 100 percent public

ownership of the LWC Pipeline and did not include a provision for property taxes,
whereas, the Gannett Fleming Study assumed Kentucky-American and BWSC
ownership of the LWC Pipeline with property taxes being assessed against Kentucky-
American’s portion. The Gannett Fleming Study applied the same method to determine
taxes for the LWC Pipeline as used for Pool 3 but incorporated a slightly higher tax rate
for 2010 of 0.0084 percent. No support was given for the higher tax rate.

We find the Gannett Fleming methodology to be appropriate and have used it to
determine the LWC Pipeline’s NPV. We have, however, applied the same tax rate used
for Poot 3, 0.0071 percent.

Kentucky River Authority Withdrawal Fee. The KRA assesses a fee for all water

withdrawn from the Kentucky River. The Gannett Fleming Study includes the KRA fee
in its analysis of Pool 3 but not the LWC Pipeline. The Beck Study includes the KRA
fee in both projects. Recognizing that no legal authority currently exists for the
assessment of any KRA withdrawal fee for water supplied through the LWC Pipeline,
the Commission has included the KRA fee in the calculation of Pool 3's NPV but not in
the LWC Pipeline’s NPV.

NPV Summary

Our NPV analysis indicates the cost of the Kentucky-American proposal is

slightly higher than that of the LWC proposal. The Kentucky-American proposal has a
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NPV of approximately $250,936,837 as compared to a NPV of $248,305,512 for the
LWC proposal. The difference in NPV between these proposals is $2.63 million or 1.05
percent. A summary of our analysis is set forth in Appendix B of this Order.

Recognizing that the LWC proposal is a work in progress and lacks concrete and
definitive supporting information, we have used conservative assumptions to perform
our analysis and fo guard against overstatement of that proposal's cost. These
assumptions include:

. Sizing the LWC proposed transmission main at 36-inch diameter.
Kentucky-American contended that only 42-inch transmission main
could adequatel;x deliver 25 MGD of water from Shelby County to
Fayette County.“*®

) Basing the LWC proposed transmission main upon the actual
revised bid results for the Kentucky-American proposed
transmission main in lieu of estimated costs. The revised bids were
14 percent below Kentucky-American’s original estimated cost for
the Kentucky-American transmission main.

o Making no adjustments for inflation to the LWC transmission main
construction costs. We assumed that construction under both
proposals will begin in 2008. LWC, however, is not likely to
commence construction until 2009 and to complete construction
until 2012.

. Calculating LWC Pipeline overhead costs using the same 17.1
percent rate as was used for the Kentucky-American project. In
confrast, the Beck Study used an overhead cost of 50 percent for a
42-inch LWC Pipeline and 32 percent for a 36-inch main. Despite
Kentucky-American’s experiences in the late 1990s, no significant
public opposition to construction of Phase A or Phase B is
assumed.

_1 . Omitting any provision fo reflect any additional costs for a Kentucky
2 River crossing or the more challenging topography of the Shelby
E County-Fayette County route.

% Transcript of 11/28/2007 Hearing at 98.
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. Excluding the cost of LWC’s interim solutions from the LWC
Pipeline proposal.

. Excluding any tax exempt financing for Kentucky-American's
investment in either project.

The conservative nature of our assumptions effectively renders meaningless the
small difference in the NPV of each proposal. If just one of the foregoing assumptions
regarding LWC’s Pipeline proposal proved to be too conservative, the impact upon the
relative NPV would be such that Kentucky-American’s proposal would clearly be the
least-cost option.

Reasonableness of Proposed Facilities

Any determination into whether the proposed Facilities will result in wasteful
investment requires an examination of the reasonableness of the proposed Facilities.
Such an examination must balance all factors, including cost and the Facilities’
effectiveness in addressing service inadequacies. Based upon our evaluation of all
factors, we find that the proposed Facilities are reasonable.

As set forth above, the proposed Facilities may not be the least cost solution to
Kentucky-American’s supply deficit. Our NPV comparison indicates that LWC’s Pipeline
proposal could be slightly less costly than the specific Facilities proposed by Kentucky-
American. Yet, the difference in cost between the two proposals is, at most,
approximately $2.63 million or 1.05 percent. Given the size of the projects and the 20-
year planning horizon under which these proposals must be considered, this difference
is not significant. Furthermore, our cost analysis is based upon very conse&ative
assumptions that are likely fo understate the potential cost and inflationary risks of the

LWC proposal as it becomes less conceptual and more specific.
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That Kentucky-American’'s proposed facilities may not be the least cost option
does not render them per se unreasonable or require their rejection. “The Commission
is not restricted to making a close comparison of whose rates will be lowest and whose
service will be most efficient.”™® Certainly, the Regional Study's conclusion was that
the Pool 3 alfernative was the most favorable. We think the record as discussed above
amply illustrates the principle set forth by the Court of Appeals on the “wasteful
duplication” element:

We think that 'duplication’ also embraces the meaning of an
excessive investment in relation to productivity or efficiency,
and an unnecessary multiplicity of physical properties, such
as right of ways; poles and wires. An inadequacy of service
might be such as to require construction of an additional
service facility to supplement an inadequate existing facility,
yet the public interest would be better served by substituting
one large facility, adequate to serve all the consumers, in
place of the inadequate existing facility, rather than
constructing a new smal! facility to supplement the existing
small facility. A supplementary small facility might be
constructed that would not create duplication from the
standpoint of an excess of capacity, but would result in
duplication from the standpoint of an excessive investment in
relation to efficiency and a multiplicity of physical
properties.**’

The proposed Facilities clearly have fewer financial and regulatory risks.
Kentucky-American and the BWSC have studied and evaluated the proposed Facilities
for almost 5 years. We have been presented with no reliable evidence to suggest that
the proposed Facilities are deficient or inadequate to resolve Kentucky-American’s
present supply problems. Kentucky-American has completed the design and routing of

the proposed facilities. It has received bids on all facets of the project and has obtained

5 Kentucky Utilities Co. v. Pub. Serv. Comm’n, 390 S.W .2d 168,175 (Ky. 1965).

27 Kentucky Utilities Co. v. Pub. Serv. Comn'n, 252 SW. 2d 885, 800 (Ky. 1952).
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virtually all regulatory approvals necessary to commence construction. With the
exception of obtaining private easements, the project is ready to proceed almost
immediately.

In contrast, the LWC Pipeline proposal remains a concept that requires
considerable work and is rife with uncertainty and risk. No feasibility or siting study for
the proposed transmission main has been conducted. No hydraulic analysis has been
prepared. No clear route for the proposed transmission main exists. No permits for
such route have been obtained and the likelihood of obtaining such permits has not
been adequately assessed. The level of public opposition to the transmission main's
route ié unknown. The effect of such opposition on the proposed route, the timetable for
constructing the proposed transmission main, and on the transmission main’'s ultimate
cost is also unknown. The entity that will own and operate the transmission main has
yet to be identified and may not yet be in existence. The effect of such entity's
organization upon the Commission’s jurisdiction over the price of water that the
transmission main will transport is also unknown.

Kentucky-American’s proposed Facilities are consistent with regional planning
goals. It represents a significant effort to resolve not just a single water utility’s supply
problem, but to address central Kentucky's water supply problem. Kentucky-American’s
and BWSC's efforts foward joint ownership of the proposed facilities are a major
advance in the regional planning that will ensure better coordination among the region’s
water providers and a more orderly and effective development and use of the region’s

water resources. We recognize that LWC's proposal is also a significant step toward
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regional planning, but it has yet to evoive beyond a series of concepts that require
significant additional work.

In light of all the considerations discussed above, we find that Kentucky-
American’s proposed Facilities are reasonable, needed, economically feasible and will
not result in wasteful investment or wasteful duplication of facilities. They represent a
cost-effective approach to resolving Kentucky-American’s supply deficit that can be
immediately implemented with few regulatory or financial risks and are consistent with
regional planning and use of the Kentucky River.

Conditions on a Certificate

The AG proposes that the Commission should issue a Certificate for the
proposed construction only upon the following conditions: (1) Kentucky-American hire a
qualified conservation consultant to develop a conservation program consistent with the
best practices in the water industry; (2) Kentucky-American file with the Commission a
new water supply and demand management plan within 6 months of KRS Il reaching
80 percent capacity for one day; and (3} Kentucky-American’s récovery of KRS Il costs
in rates are limited fo the estimated cost of the proposed Facilities at the time that a
Certificate is issued.

The AG contends that these conditions are necessary to address the utility's
lackluster performance toward conservation, to prevent recurrence of a decades-long
supply deficit, and ensure that Kentucky-American uses contracting, construction, and
procurement practices that minimize the cost of the project. He asserts that

KRS 278.020 permits the Commission fo impose conditions upon the grant of a
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Certificate to protect the public interest. LFUCG supports this position and contends
that the Commission’s inherent authority aliows the imposition of conditions.

With the exception of KIUC, which remains silent, the remaining parties argue
that the Commission lacks the authority to impose a cost cap. Kentucky-American,
BWSC, LWC, and KRA assert that the Commission lacks any authority to impose
conditions on the issuance of Certificates since we are not expressly granted such
authority by statute. CAWS and KRA suggest that the imposition of a cost cap to limit
rate recovery would impermissibly mingle rate proceeding issues in a non-rate case
proceeding.

As Kentucky-American has agreed to develop a conservation program and the
preparation of a water supply and demand management plan, we need not decide
whether we may unilaterally impose such conditions in a certificate proceeding. As
these efforts are commendable and the proposed conditions are reasonable, we will
direct Kentucky-American to take to actions consistent with the AG’s request.

As for the imposition of a cost cap, the Commission finds such action to be
unnecessary. Statutory law permits Kentucky-American to recover through its rates
only those construction expenditures that are prudently and reasonably incurred. We
have the statutory duty to enforce that mandate and do so through extensive
examination of these expenditures in rate case proceedings. The construction bids for
KRS Il provide an excellent benchmark to evaluate Kentucky-American's capital
expenditures. In Kentucky-American’s upcoming rate case proceedings, we intend fo
closely scrutinize such expenditures to ensure that only reasonable costs are placed

into the utility's ratebase.
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To ensure adequate review of the KRS 1l expenditures and prompt action in the
event of the incurrence of unreasonable expenditures, we find that Kentucky-American
should file quarterly reports with the Commission on the status of the KRS |l
construction. These reports should include a comparison of actual project costs with
budgeted project costs and a statement of the percentage of project completion. We
will closely examine these reports and, in the event of any significant deviation from
budgeted costs, will consider the initiation of a formal proceeding to review the
construction project and the reasonableness and prudence of Kentucky-American's
administration of the project.

CONCLUSION

Though it does not enter into our consideration of “need” and “wasteful
duplication,” two other points should be mentioned.

First, we find broader policy support for authorizing construction of the facilities.
Specifically, the General Assembly has declared:

[i]t shall be the public policy of the Commonweailth to protect
the health and welfare of the citizens dependent upon this
system of locks and dams for their source of clean water,
and to that end, the Commonwealth shall provide for the
proper maintenance of the Kentucky River locks and dams
through the Kentucky River Authority.>®

Likewise, KRA's authority {o collect fees, based upon water withdrawals from the
Kentucky River basin, is one of the principal sources of funding to carry out its statutory

2]

mission.”® Using the Ohio River as a supplemental source of supply to Central

Kentucky's supply deficit would necessarily deprive KRA of additional funding and make

4 KRS 151.700(2).

% gee also 420 KAR 1:040 and 420 KAR 1:050.
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its task of preserving, maintaining, and improving the Kentucky River basin more difficult
to accomplish. As KRA points out, “The only means of recovering that [lost]
revenue . . . is to increase the fee on all other users ... .””® KRA characterizes this
impact as a “central Kentucky subsidy of any Louisville Water Company pipeline.”*”"
While LWC has indicated they would consider making a payment to KRA to recover at
least some of the lost revenue,® there is no commitment to do so and Mr. Heitzman
confirmed that the proposed wholesale rate did not include the KRA fees.*®® KRA also
questions whether any such commitment could be legally enforced.®  Authorizing
construction of the Facilities will promote the General Assembly’s stated public policy of
providing for “the proper maintenance of the Kentucky River locks and dams through
the Kentucky River Authority.”

Second, the question of how to best provide an adequate and reliable supply of
water to the citizens of Lexington and central Kentucky is daunting in its complexity and
fraught with controversy. It is not surprising that a resolution has been over two
decades in the making. Today's decision is possible because the Commission has

been presented, for the first time, with a fully developed and concrete solution to the

problem for its formal consideration.

%0 KRA Brief at 8-9.

' id. at 10.

%2 Transcript of 11/28/67 Hearing at 213,
283 Id.

%4 KRA Brief at 8-9.
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The Commission recognizes the gravity and import of this decision, which will
affect hundreds of thousands of consumers for decades to come. The Commission
conducted an exhaustive examination of the issues in this case, going so far as to delay
proceedings for the gathering of additional evidence in order to more fully explore all
options. in laboring to arrive at this juncture, this Commission has recognized at every
step the necessity of reaching the correct decision. We also have recognized that,
whatever our decision, it would be deeply disappointing to some of the many people
who have a stake in the outcome,

We take this opportunity to thank all of the parties for their diligence and attention
to presenting their cases to the Commission. We especially thank all of the many
Kentuckians who took the time and made the effort to share their opinions, concerns
and guestions with the Commission. The Commission believes that a safe, reliable and
adequate supply of water, provided at reasonable rates, is essential to the health and
economic well-being of every community. We are convinced that our decision today
provides central Kentucky with the most timely, cost-effective and reliable solution to its
water supply needs in the coming decades. We are likewise convinced that the
evidence placed before us compels the result we reach today.

It is our fervent hope that this decision will bring a measure of ciosure to the
controversy of the last twenty years and will allow this region to move forward in
addressing its pressing need for an additional source of water. It is long overdue.

FINDINGS OF FACT AND CONCLUSIONS OF LAW

Having considered the evidence of record and being otherwise sufficiently

advised, the Commission makes the following findings of fact:
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1. The methodology that Kentucky-American uses to project its future water
demand and supply deficit is reasonable.

2. Kentucky-American’s projected water demand and supply deficit is within
a zone of reasonableness.

3. KRS | and RRS, the treatment faci!ities that serve Kentucky-American's
Central Division, have a combined rated production capacity of 65 MGD.

4. Based upon present demand projections, Kentucky-American's maximum
day demand for its Central Division in 2010 will be 75.33 MGD and is projected to
increase to 86.6 MGD by 2030.

5. Even taking into account reasonable conservation efforts and usage
restrictions, Kentucky-American's projected usage under severe drought conditions is
55 MGD in 2010 and is 63.07 MGD in 2030.

6. Based upon present demand projections, Kentucky-American will have a
projected treatment capacity deficit of 10.33 MGD for its Total Maximum Day Demand in
2010 and 21.6 MGD by 2030.

7. KRS | and RRS lack adequate capacity to satisfy Kentucky-American’s

projected maximum day demand in 2010 and thereafter.

8. Pool 9 of the Kentucky River is the principal source of raw water for KRS |
and RRS.
9. Based upon the limitations set forth in Kentucky-American's water

withdrawal permits and its present condition, Pool @ presently has an estimated safe-
yield of 35 MGD during a drought of record and an estimated safe-yield of 63 MGD

during periods of maximum usage in normal weather conditions.
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10. Even taking into account reasonable conservation efforts and usage
restrictions, Pool 9 of the Kentucky River is presently unable to meet Kentucky-
American’s projected maximum water demand in severe drought periods and during
normal weather conditions.

11.  Kentucky-American proposes to construct KRS il, a water treatment plant
with a maximum capacity of 20 MGD, on Pool 3 of the Kentucky River. |

12.  Pool 3 of the Kentucky River will safely yield a minimum of 20 MGD during
a severe drought period.

13. Kentucky DOW has issued to Kentucky-American a water withdrawal
permit that permits a withdrawal of 20 MGD from Pool 3 during the period from June 1
through August 31.

14.  Pool 3 has adequate flows to meet KRS H's currently planned capacity.

15.  The transmission main and attendant storage and booster pump facilities
proposed by Kentucky-American are appropriately sized and, by taking advantage of
existing state rights-of-way, the route selected by Kentucky-American is reasonable.

16. KRA has budgeted and planned for the replacement of Dam 3 on the
Kentucky River. The replacement is scheduled fo commence in 2008 and to conclude
in 2010. Completion of the replacement will leave the pool elevation substantiaily
unchanged and is expected to remain functional for 50 years without substantial
maintenance.

17.  Kentucky-American, either individually or in concert with other centrai
Kentucky water suppliers, reviewed more than 40 aiternatives to resolving its water

supply issues. These reviews consistently found that construction of a water treatment
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piant on Pool 3 of the Kentucky River to be the most effective and timely solution to
Kentucky-American’'s water supply deficit.

18.  Construction of the Facilites will provide Kentucky-American with
adequate supply and treatment capacity to meet its projected demands until 2030.

19. Construction of the Facilities is a reasonable solution to Kentucky-
American’s water supply and treatment capacity problems.

20.  The proposed construction will not confiict with the service of other utilities
that are operating in the general area in which Kentucky-American renders service or is
contiguous thereto.

21.  Kentucky-American has demonstrated that the Facilities are needed and
will not result in wasteful duplication.

22. Kentucky-American has agreed to develop a conservation program and to
prepare a water supply and demand management plan.

Based upon the above, the Commission makes the following conclusions of law;

1. Kentucky-American is a utility as defined in KRS 278.010(3)(d) and is
subject to Commission jurisdiction.

2. The proposed facilities are not extensions in the ordinary course of
business.

3. KRS 278.020(1) requires Kentucky-American to obtain a Certificate from
the Commission prior to commencing construction of the proposed facilities.

4. KRS 278.030 requires Kentucky-American to provide "adequate, efficient

and reasonabie service.”
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5. To provide adequate service, a water utility must have adequate supply
capacity to meet reasonable maximum projected customer demands under normal
weather conditions and under drought of record conditions.

6. As a result of its lack of treatment capacity and source of supply sufficient
to meet reasonable maximum projected customer demands under normal conditions or
in a drought of record, Kentucky-American’s existing service is not adequate.

7. Construction of the proposed facilities is economically feasible and
necessary to enable Kentucky-American to provide adequate service.

8. Construction of the proposed facilities will not resuit in wasteful
duplication, whether in the form of an excessive investment in relation to efficiency or
from the standpoint of inconvenience to the public generally in relation to economic loss
suffered through interference with normal uses of land.

9. The public convenience and necessity require construction of the
proposed facilities.

IT IS THEREFORE ORDERED that:

1. Kentucky-American is granted a Certificate of Public Convenience and
Necessity to construct the proposed facilities set forth in its application.

2. Kentucky-American shall obtain the approval of the Commission prior fo
performing any additional construction not expressly authorized by this Order.

3. Any material deviation from the construction approved shall be
undertaken only with the prior approval of the Commission.

4. Kentucky-American shall furnish documentation of the total costs of this

project including the cost of construction and all other capitalized costs, including,
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but not limited to, engineering, legal, and administrative expenses, within 60 days of
the daie construction is substantially completed. Construction costs shall be
classified into appropriate plant accounts in accordance with the Uniform System of
Accounts for water utilities prescribed by the Commission.

5. Kentucky-American shall file with the Commission a copy of the “as-
built” drawings and a certified statement the construction has been satisfactorily
completed in accordance with the contract plans and specifications within 60 days of
the substantial completion of the construction certificated herein.

6. Kentucky-American shall require construction to be inspected under the
general supervision of a licensed professional engineer with a Kentucky registration
in civil or mechanical engineering, to ensure that the construction work is completed
in accordance with the confract drawings and specifications, and in conformance
with the best practices of the construction trades involved in the project.

7. Kentucky-American shall notify the Commission 7 days prior to the
actual start of construction and at the 50 percent completion point.

8. No later than October 1, 2008, Kentucky-American shall retain a qualified
consultant(s) to assist in developing a water conservation, leak-mitigation and demand
management plan consistent with the best practices of the water industry. This plan
shall include a program or programs to cost-effectively reduce non-revenue water.

9. On November 1, 2008 and the first day of each month thereafter,
Kentucky-American shall submit a written report to the Commission on the status of the

development and implementation of its water conservation, leak-mitigation and demand-

-89- Case No. 2007-00134

i HEET



side management plan and the effects that the implementation of such plan has had on
water usage.

10.  Within 10 days of the date upon which 80 percent of the KRS II's total
capacity is used for a one-day period, Kentucky-American shall advise the Commission
in writing of this occurrence.

11.  No later than one hundred eighty days following the date upon which 80
percent of the KRS II's total capacity is used for a one-day period, Kentucky-American
shall file with the Commission a new supply and demand management plan that, infer
-alia, addresses the utility's expected demand for the next 20-year period and
approaches for meeting such demand. This requirement is not applicable when an
emergency circumstance, such as a serious fire event or the temporary outage of one of
Kentucky-American’s other treatment facilities, is responsible for high usage of KRS II's
capacity.

- 12.  Beginning on July 1, 2008 and on the first day of each calendar quarter
thereafter, Kentucky-American shall file a report providing an update on the project,
including its construction progress, a comparison of actual project costs versus
budgeted costs, and a statement of the percentage of project completion. Copies of

said reports shall be served on all parties of record to this proceeding.
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Done at Frankfort, Kentucky, this 25th day of April, 2008.

By the Commission

Commissioner Clark Abstains.

ATTEST:

3 S‘fethn'ae Stumle

by peemission

Case No. 2007-00134
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Net Present Value Caloviation for LWC 26” Fipalina
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