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Q. 
A. 

Q. 
A. 

Q. 
A,. 

Q. 
A. 

Q. 
A. 

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Glenn A. Watkins. My business address is James Center 111, 1051 

East Cary Street, Suite 601, Richmond, VA 2.3219. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am a Principal and Senior Economist with Technical Associates, Inc., which is 

an economic and financial consulting firm with offices in Richmond, Virginia. 

ON WHOSE BEHALF ARE YOU TESTIFYING? 

I am testifying on behalf of the Office of Rate Intervention of the Kentucky Office 

of Attorney General (“OAG”). 

PLEASE DESCRIBE YOUR PROFESSIONAL QUALIFICATIONS. 

Except for a six month period during 1987 in which I was employed by Old 

Dominion Electric Cooperative as its forecasting and rate economist, I have been 

employed by Technical Associates continuously since 1980. 

During my career at Technical Associates, I have conducted marginal and 

embedded cost of service, rate design, cost of capital, and load forecasting studies 

involving numerous electric, gas, water/wastewater, and telephone utilities, and have 

provided expert testimony in Alabama, Arizona, Georgia, Maine, Maryland, 

Massachusetts, Michigan, New Jersey, Illinois, Pennsylvania, Vermont, Virginia, South 

Carolina, Washington, and West Virginia. I hold an M.B.A.. and B.S. in economics from 

Virginia Commonwealth University. I am a member of several professional organization 

as well as a Certified Rate of Return Analyst. A more complete description of my 

education and experience is provided in my Schedule GAW-1 to my testimony. 

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING? 

Technical Associates has been retained by the OAG to evaluate the accuracy and 

reasonableness of Blue Grass Energy Cooperative Corporations (“Blue Grass” or 

“Coinpany”) class cost of service study (CCOSS), proposed distribution of revenues by 

class, and residential rate designs sponsored by James R. Adkins. The purpose of my 
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present my findings and recommendations based on the results of the studies I have 

undertaken on behalf of the OAG. 

PLEASE SUMMARIZE YOUR FINDINGS AND RECOMMENDATIONS. 

As a result of mergers, Blue Grass’ current tariffs consist of three separate 

geographically differential rate schedules and charges for: (1) the Nicliolasville & 

Madison Distiicts; (2) the Fox Creek District; and, ( i )  the Harrison District. The 

Company proposes to merge the geographic rates into cooperative-wide tariffs. As a 

result of this proposed rate consolidation, rate design is somewhat more complicated in 

this case than typically encountered. I do not object to the proposed rate consolidation in 

this case. 

With regards to class cost of service, I have some disagreements with Mr. Adkins’ 

procedures and findings. However, the results of my CCOSS are not dissimilar from that 

of Mr. Adkins. The following is a comparison of class Times Interest Earned Ratios 

(TIER) at current rates on a consolidated rate schedule basis: 

TIER @ Current Rates 
Blue Grass OAG 

Class (Adkins) (Watkins) 

Residential 
Off-peak Marketing 
Commercial & Small Power (4OOKW) 
Large Power (101-5OOKW) 
Large Power (>500KW) 
Large Industrial (B-I) 
Large Industrial (B-2) 
Outdoor Lighting 

Total Company 

0.18 
-1.67 
-1.57 
5.05 
7.34 
6.61 
2.28 

-0.03 
0.35 

0.2.3 
-1.77 
-1.62 
3.47 
.3.78 
5.19 
1.63 
0.07 
0.35 

27 

28 In my opinion, CCOSS results should serve as one of many tools in establishing 

29 class revenue responsibility. Other, important considerations include gradualism, rate 

30 continuity, the proposed customer impacts due to rate consolidation, and fairness. In this 

regard, I recommend that the Large Power and Large Industrial classes receive 50% of 
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the system-wide percentage increase authorized by the Commission and other classes 

receive an equal percentage increase sufficient to recover the remaining revenue 

requirement. 

With regards to Residential rate design, Mr. Adlcins proposes a monthly customer 

This rate is clearly excessive and violates prudent ratemaking charge of $12.00. 

principles. I recommend a Residential customer charge of $8.75. 

The off-peak marketing rate is a supplemental rate offered only to Residential 

(including fann) customers. It is my understanding that this rate has traditionally been 

set at 60% of the Residential energy rate. Based on the costs to provide this off-peak 

service, I recolnmend that the 60% ratio be increased slightly. In the alternative, should 

the 60% ratio be maintained, a revenue shortfall will likely exist for this class and this 

shortfall should be recovered from the normal Residential energy charge. 

Class Cost of Service 

Q. PLEASE EXPLAIN THE CONCEPT OF A CLASS COST OF SERVICE STUDY 

(CCOSS). 

A. There are two general types of cost of service studies used for public utility 

ratemaking: marginal cost studies and embedded, h l ly  allocated cost studies. Blue 

Grass has utilized a traditional embedded cost of service concept in this case for purposes 

of establishing its overall retail revenue requirement, as well as for its CCOSS. 

Embedded cost of service studies are often referred to as fully allocated cost 

studies. This is because the vast majority of a public utility’s plant investment serves all 

customers such that the majority of expenses are incurred in a joint manner, and cannot 

be specifically attributed to any individual customer or group of customers. To the 

extent that certain costs can be specifically attributed to a particular customer (or group 

of customers), these costs are directly assigned in a CCOSS. However, the vast majority 

of the Company’s plant and expenses are incurred jointly to serve all (or most) 

customers. These joint costs are then allocated to rate classes. 

It is generally recognized that to the extent possible, joint costs should be 

allocated to classes based on the concept of cost causation; Le., costs are allocated based 
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on specific factors that cause costs to be incurred by the utility. Although cost analysts 

generally strive to abide by the concept of cost causation to the greatest extent practical, 

some costs (particularly overhead costs), cannot be attributed to specific exogenous 

factors and must be subjectively assigned or allocated to rate classes. With regard to 

those costs that can be attributed to a specific factor, cost of service experts often 

disagree as to what is the most cost causative factor; e.g., peak demand, energy usage, 

number of customers. etc. 

HOW SHOULD CCOSS RESULTS BE USED IN THE RATEMAKING 

PROCESS? 

Although there are certain principles used by all cost of service analysts, there are 

often significant disagreements on the specific factors that drive costs. These 

disagreements can and do arise as a result of the quality of data and the level of detail 

available from financial records. Moreover, there are often fundamental differences in 

opinions regarding cost causation factors that should be considered to properly allocate 

costs to rate schedules or customer classes. Additionally, and as mentioned earlier, cost 

causation factors cannot be realistically ascribed to many costs such that subjective 

decisions are required. 

In these regards, two different cost studies conducted for the same utility and time 

period can, and often do, yield different results. As such, regulators should consider 

CCOSS results as one of many tools in assigning revenue responsibility. 

PLEASE EXPLAIN HOW YOU PROCEEDED WITH YOUR ANALYSIS OF 

BLUE GRASS’ ELECTRIC CCOSS. 

The process which I conducted my analysis in this case was identical to how I 

evaluate all CCOSS. First, I reviewed the structure and organization of the Company’s 

CCOSS presented by witness James R. Adkins in Exhibit R of Volume 1 of the 

Company’s Application. Once the basic structure was understood, I reviewed the 

accuracy and completeness of the primary drivers (allocators) used to assign costs to rate 

schedules and classes. Next, I reviewed MI. Adkins’ selection of allocators used to 

allocate specific rate base, revenue and expense accounts. I then verified the accuracy of 
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the Company’s CCOSS model by reviewing Mr. Adkins’ Computer Model and 

corroborating his results using my own CCOSS model. Finally, I adjusted certain aspects 

of the Company’s study to better reflect cost causation and cost incidence by rate 

schedule and customer class. 

DID YOU FIND THE COMPANY’S ELECTRIC CCOSS TO BE 

MATHEMATICALLY ACCURATE? 

Yes. Perhaps the most fundamental requirement of an embedded CCOSS is that 

the sum of the parts (customer classes) must equal the whole (system). This is true with 

respect to the allocation of financial accounts, as well as the various allocation factors. 

Although I was unable to exactly replicate Mr. Adkins’ results, I am confident 

that his model is mathematically accurate. 

PLEASE EXPLAIN WHY YOU WERE UNABLE TO EXACTLY REPLICATE 

MR. ADKINS’ CCOSS RESULTS. 

Mr. Adkins’ CCOSS structure and procedures are not typical of those normally 

used for public utilities. Whereas, it is a common place to functionalize and classify 

plant and expenses, specific accounts are ultimately allocated to customer classes This is 

not the case under Mr. Adkins’ approach in that aggregated costs that are classified by 

MI. Adkins are allocated to individual classes. As a result of these aggregations, it was 

not possible to allocate specific accounts to customer classes and exactly replicate Mr. 

Adkins’ results. Although most rate base and expense allocations could be exactly 

replicated, minor differences exist for certain expenses. For these expenses in which an 

exact replication was not possible (using the more traditional procedure of allocating 

specific accounts to customers classes), I was able to verify that Mr. Adkins’ calculations 

were mathematically correct. 

HAVE YOU CONDUCTED AN INDEPENDENT CCOSS IJSING A MORE 

TRADITIONAL STRUCTURE AND PROCEDURES? 

Yes. My CCOSS study is presented in Schedule GAW-2. 
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EARLIER YOU INDICATED THAT YOUR CCOSS RESULTS ARE NOT 

MATERIALLY DIFFERENT FROM THOSE OBTAINED BY MR. ADKINS. 

PLEASE EXPLAIN THE DIFFERENCES BETWEEN YOUR STUDY AND THAT 

CONDUCTED BY MR. ADKINS. 

The differences in our two studies are limited to two areas: (1) the classification 

of distribution plant and expenses between customer-related and demand-ielated; and, (2) 

the different subjective decisions on how to allocate specific costs. 

HOW HAS THE COMPANY ASSIGNED DISTRIBUTION COSTS TO RATE 

SCHEDULES AND CUSTOMER CLASSES? 

Mr. Adkins has allocated Distribution plant and expenses partially on the basis of 
number of customers and partially on the basis of peak demand. To recognize the 

diversity of localized demands throughout the Company’s distribution system, Mr. 

Adkins has allocated the demand-related portion of Distribution plant on the basis of 

class non-coincident peak (‘T\TCP”) demands. 

However, there is often controversy regarding the portion of Distribution plant 

that should be allocated on number of customers and the portion that should be allocated 

on NCP demand. This separation between customer-related and demand-related 

Distribution plant is referred to as the classification of Distribution plant. 

PLEASE EXPLAIN THE TERM ”CLASSIFICATION OF DISTRIBUTION 

PLANT.” 

In the broadest sense, an embedded CCOSS is undertaken using a three-tiered 

approach. First, costs are functionalized as Production, Transmission, Distribution, 

General, and/or Customer. These functionalized costs are then classified as energy, 

demand, or customer-related. Finally, classified costs are then allocated to individual 

classes. With respect to the classification of Distribution plant, it is generally recognized 

that there are no energy-related costs. That is, the distribution system is designed to meet 

localized peak demands. However, largely as a result of differences in customer densities 

throughout a utility‘s service area, electric utility Distribution plant often is classified as 

partially demand-related and partially customer-related. 

6 



1 

2 

3 

4 

5 

6 

I 
8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

21 

28 

29 

30 

Q. 

A" 
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A. 

WHY IS THE CLASSIFICATION OF DISTRIBUTION PLANT IMPORTANT IN 

CCOSS ANALYSES? 

The classification of Distribution plant may be the single most important factor 

affecting class rates of return. To illustrate the importance of this issue, consider the 

Residential class: whereas this class may account for only 40% to 50% of peak demand, 

it is responsible for about 90% of the number of customers. Therefore, given the level of 

investment associated with Distribution plant, wide variations in class rates of return can 

result from different customer/demand classifications. 

WHY ARE THE DIFFERENCES IN CUSTOMER DENSITIES IMPORTANT IN 

THE ASSIGNMENT OF DISTRIBUTION COSTS TO INDIVIDUAL CLASSES? 

Possibly the best way to answer this question is by way of example. Consider two 

different electric utilities: one utility with urban, suburban, and rural service areas and 

one with mainly urban customers. With respect to the utility with a rural service area, 

many miles of conductors and associated plant must be installed in order to serve the 

demands of relatively few customers. Conversely, many more customers are served on a 

per mile basis for the urban utility. For the urban utility, it may be fair and reasonable to 

allocate Distribution plant solely on the basis of peak demands. However, with respect to 

the utility with a ivral service area, such an allocation may be unfair if some classes are 

located mainly in urban or suburban areas, while other classes of customers are located in 

urban, suburban, and rural areas. As a result, many utilities classify Distribution plant as 

partially demand-related and partially customer-related. In this manner, a portion of 

Distribution plant is allocated based on a peak demand, and a portion allocated based on 

number of customers. 
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MR. WATICINS, MANY UTILITIES ARE COMPRISED OF A PARTIALLY 

RURAL SERVICE AREA THAT SERVES MAINLY RESIDENTIAL 

CUSTOMERS, YET THE MAJORITY OF ITS CUSTOMERS ARE SERVED IN 

MORE DENSELY POPULATED PORTIONS OF THE SERVICE AREA. 

UNDER THESE CIRCIJMSTANCES, IS IT FAIR TO THE MORE 

URBAN/SUBURBAN RESIDENTIAL CUSTOMERS TO HAVE SOLE COST 

RESPONSIBILITY FOR THE RURAL CUSTOMERS? 

Perhaps not, and this is a coinmon and legitimate rationale for not assigning any 

costs responsibility based on number of customers In other words, urbanhuburban 

residential customers can legitimately argue that they should not bear the full burden of 

the rural customers and this cost responsibility should be shared by all customer classes 

since all customers reap the other economies of scale benefits from the overall system 

HOW DOES ONE DETERMINE HOW MUCH DISTRIBUTION PLANT 

SHOULD BE CLASSIFIED AS DEMAND-RELATED AND HOW MUCH AS 

CUSTOMER-RELATED? 

Once the decision is made that Distribution plant should be allocated considering 

both peak demand and number of customers, there are two generally accepted methods 

for determining the portions or percentages that should be allocated on each basis. These 

two methods are known as the minimum size and zero-intercept approaches. Under both 

methods, a study is conducted for each plant account within the distribution system. That 

is, each account is studied and assigned its own customer and demand components. 

The minimum size method rests on the premise that the minimum, or smallest 

size, installed equipment makes up the distribution network to connect customers to the 

distribution system, and that all larger sizes of equipment serve peak demands. In 

practice, the cost per unit of the smallest sized installed equipment is determined. This 

minimum cost per unit is then multiplied by the total number units in the system to arrive 

at a total customer amount. The total customer amount is then divided by the total cost 

for the account to determine the customer percentage. Obviously, one minus the 

customer percentage equals the demand percentage. 
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The zero-intercept method is similar to the minimum size method, except for the 

determination of the minimum cost per unit. The zero-intercept method recognizes that 

even the smallest installed piece of equipment has a demand component, because it too is 

designed and installed to meet the peak load placed on that equipment. The zero- 

intercept method attempts to arrive at the "theoretical" cost of a piece of plant or 

equipment capable of carrying zero load. This is accomplished using statistical 

regression techniques whereby the per unit costs of various sizes of equipment are 

determined and a best fitting line is fitted into an equation form. The point at which the 

fitted line intersects the cost axis at zero size is called the zero-intercept. The zero- 

intercept cost then serves as the minimum, or zero size, cost per unit. 

IS ONE METHOD PREFERRED OVER THE OTHER? 

In general, I prefer to use the zero-intercept method when possible and 

appropriate. However, as with most aspects of ratemaking where there is not a 

universally accepted formula, each approach has its advantages and disadvantages. The 

major criticisms I have regarding the minimum size method is that this method tends to 

overstate the customer percentage because even the smallest installed size is used to meet 

some level of peak demand. The primary weakness of the zero-intercept method is that 

more data and a good working knowledge of statistical regression analyses are required. 

HOW APPROPRIATE IS EITHER METHOD FROM A DESIGN OR 

OPERATIONAL PERSPECTIVE? 

First and foremost, the classification of Distribution plant as partially customer- 

related and partially demand-related results from the view that the allocation of these 

plant items based solely on peak demands would not be equitable to some classes. I 

emphasize this point, because many analysts "lose sight of the forest for the trees". When 

classifylng individual accounts within Distribution plant, analysts sometimes ignore (or 

do not understand) how a distribution system is designed and connected. 

There are three major factors the analyst should keep in mind when classifying 

Distribution plant. First, there ale often alteinatives across plant and equipment. For 

example, the need for a particular transformer may be eliminated if a larger size 
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conductor is used. Alternatively, fewer and smaller poles may be required if lighter 

conductors are used. Second, and more importantly, is the fact that purchasing 

economies are usually present. For example, there are dozens of various types of 

overhead conductors manufactured. However, due to purchasing economies, a utility 

may only purchase a few different sizes of conductor. This may result in some "over 

capacity", yet, the total installed cost is less than if every segment of the system is 

optimally designed. Third, most components of the distribution system are somewhat 

oversized for other reasons such as safety, reliability, and growth uncertainty. 

Although, these factors are reflective of how distribution systems are actually 

designed and installed, neither the minimum size nor the zero-intercept method accounts 

for these factors. In fact, the presence of these three factors can seriously skew the results 

of either method. If the weakness is not captured or recognized, inequitable class 

allocations may result. 

HAVE YOU ACCEPTED THE PREMISE THAT DISTRIBUTION PLANT 

SHOULD BE CLASSIFIED AS PARTIALLY DEMAND-RELATED AND 

PARTIALLY CUSTOMER-RELATED FOR BLUE GRASS? 

Yes.  Given the rural nature of Blue Grass' service area such a classification is 

reasonable for Blue Grass. 

PLEASE EXPLAIN YOUR DIFFERENCES WITH MR. ADICINS AS THEY 

RELATED TO THE CLASSIFICATION OF DISTRIBUTION PLANT AND 

EXPENSES. 

First, it should be noted that both Mr. Adkins and I were hampered with far less 

than perfect data. I do not mean this as a criticism of the Company or Mr. Adlcins, but 

rather to note the reality of limited and imperfect data. Data quality is of critical 

importance to the CCOSS analyst, particularly in tenns of distribution plant 

classifications. Blue Grass' limited data is the result of its acquisition of other 

cooperatives as well as the reality that its books and records are not as detailed as some 

major investor owned electric utility. As a result, both Mr. Adkins' and my classification 

analyses suffer from a lack of data and both analyses required subjective decisions 
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The following is a comparison of Mr. Adkins’ and my distribution plant 

classifications: 

Percentage Customer-Related 
Plant Plant Account Adkins Watkins 

362 Station Equipment .36.98% 0.00% 
364 Poles 36.98% 25.09% 
365 Overhead Conductors 36.98% 25.09% 
367 Underground Conductors 36.98% 25.09% 
368 Line Transformers 22.11% 22.1 1% 

As can be seen above, Mr. Adkins classified station equipment as partially customer- 

related based on his classification of poles and conductors. Due to the location of this 

equipment in the distribution system, as well as its operating characteristics, it is 

generally recognized that Station Equipment is 100% demand-related. As such, I have 

classified and allocated Station Equipment based on peak demands only. With regards to 

Account No. 364, Poles there are only three observable data points. This lack of detailed 

data prevents any credible analyses for this account. As a result, I have utilized the same 
customer percentage for Poles as used for Overhead Conductors. Given the lack of 

detailed credible data this surrogate is reasonable since Poles serve as support for 

Overhead Conductors. 

With respect to Overhead Conductors, Mr. Adkins’ zero-intercept analysis 

resulted in a negative zero-intercept. As a result, MI. Adkins utilized his regression 

model to “predict” the cost of a minimum size conductor with a capacity of 180 amperes. 

I have several concerns over Mr. Adkins’ approach including the use of a “predicted” 

value for a minimum size conductor, the fact that a smaller conductor than 180 amperes 

is available and utilized by Blue Grass, and that Mr. Adkins’ improper assumption that all 

other non-designated Overhead Conductor investment is 100% demand-related.’ In 

contrast to Mr. Adkins, I estimated the customer percentage of Overhead Conductors 

using a hue zero-intercept analysis. For modeling purposes, the hnctional form that best 

Of the $36 48 million of Overhead Conductor investment only $20 55 million has footage (length of 
conductor) known or associated. As a result, the remaining $15.93 million was effectively assumed to be 100% 
demand-related in Mr Adkins calculations 

I 
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fit the data was a semi-logarithmic function in the form Y = ab”, where Y equals unit cost 

per foot and x equals the ampere capacity of conductors. My zero-intercept analyses 

resulted in a customer percentage of 25.09%. With respect to Account 365, Line 

Transformers, I found Mr. Adkins’ 22.1 1% customer classifications reasonable and 

accepted his analysis. 

As indicated earlier in my testimony, there are numerous data limitations that 

prevented both Mr. Adkins and me from conducting more complete and rigorous 

distribution plant classification analyses. Because both Mr. Adkins and my CCOSS 

produce similar and results, I see no need to further discuss what amounts to an academic 

exercise. 

There are also some differences between Mr. Adkins and me in our selection of 

allocators for specific costs. As mentioned earlier Mr. Adkins did not allocate specific 

rate base and expense accounts to individual classes. Rather, Mr. Adkins allocated 

aggregated costs based on his vaious classification. As a result, it is not possible to 

provide an apples to apples comparison of my selected allocators to those used by MI. 

Adkins. I have allocated each rate base and expense account to individual customer 

classes based on industry accepted practices. It should be noted that I find Mr. Adkins 

allocators and customer weightings reasonable and have accepted without modification 

all of his allocators. The allocator I used for each account is shown in the detailed output 

of my CCOSS and provided in my Schedule GAW-2. 

Class Revenue Distribution 

Q. PLEASE PROVIDE A SUMMARY OF MR. ADIUNS’ PROPOSED CLASS 

REVENUE DISTRIBUTION. 

A. Blue Grass’ Application requests a TIER earnings ratio of 2.0. This requested 

TIER, coupled with various proposed accounting adjustments, results in a requested 

overall increase in revenues of $7.838 million In addition to the $7.838 million increase 

requested, Blue Grass is also requesting the full consolidation of its various rate 

schedules. Currently, Blue Grass’ specific rates are separated into three service areas and 

are the result of stand-alone rates that were established prior to Blue Grass’ acquisition of 
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other Cooperatives. In this case, Blue Grass proposes to consolidate the three service 

area rates into unified Cooperative-wide rates. Because there are significant differences 

in the current service area rate structures, this rate consolidation in, and of itself, will 

cause material changes to individual customer bills; Le., even without an increase in 

overall revenue requirement, some customers would incur significant increases to their 

electiic bills while others would realize decreases. 

Mr. Adkins’ proposed class revenue distribution first consolidates all three service 

areas into a Cooperative wide rate structure. He then assigns a zero revenue increase to 

the Large Industrial classes (since his cost study shows these classes are above the 

requested TIER level of 2.0). In other words, even though MI. Adkins’ cost study would 

indicate that rate reductions are warranted for the Large Industrial classes from a cost of 

service perspective, he proposes no change in revenue for the Large Industrial classes.,2 

Mr. Adkins increases the Residential, Off-peak Marketing, and Outdoor Lighting 

classes to a level that will achieve a TIER of 2.0 based on his CCOSS results; Le., he sets 

these classes at his calculated full cost of service. Finally, Mr. Adkins increases the 

Commercial and Sinall Industrial class as a residual in order to collect the requested 

overall revenue increase. A summary of Mr. Adkins’ proposed class revenue distribution 

is provided below: 
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Blue Grass Proposed Increase 
Percent 

Amount Increase In 
Class (%Millions) Rate Revenue 

Residential 
OTf-Peak Marketing 
C o r n  & Sniall Ind 
Large Power (100-500ItW) 
Large Power (>500KW) 
Large Industrial (B-l) 
Large Industrial (B-2) 
Outdoor L,ighting 

Total Company 

$6 192 
0 010 
0 564 
0 000 
0 000 
0 000 
0 000 
0 472 
$1 838 

11 2% 
7 8% 

12 9% 
0 0% 
0 0% 
0 0% 
0 0% 

34 2% 
9 0% 

However, due to rate consolidation, certain industrial custoniers may realize a decrease in their electric bills z 

while others may be faced with an increase 
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Virtually every public utility cost of service study requires a myriad of 

assumptions, approximations, and informed ,judgments. As such, many experts consider 

cost of service and rate design as much an art as a science, Furthermore, embedded class 

cost of service studies do not attempt to address other important ratemaking 

considerations such as value of service, equity and fairness, system economies of scale, 

price elasticity, ability to pay, conservation initiatives, or socio-economic circumstances 

unique to particular customers. In this regard, I concur with the wisdom of most experts 

and regulators and am of the opinion that class cost of service results should serve only as 

a guide in establishing class revenue responsibility. 

Considering the fact that the proposed rate consolidation alone (which I do not 

oppose) will create significant change to some individual customers bills, MI. Adkins’ 

proposed class revenue distribution attempts to accomplish too much in one rate case? 

Therefore, in recognition of gradualism, rate continuity, fairness and cost of service, I 

recommend that all customer classes share somewhat in the proposed overall revenue 

increase. Recognizing that the Large Industrial classes profit contributions tend to be 

higher than other classes, I recommend that these classes incur an increase of one-half 

(50%) of the system-wide percentage increase, and that all other classes revenue 

responsibility be increased by an equal percentage to achieve the overall revenue 

requirement. My recommended class revenue distribution recognizes cost of service 

results and at the same time adheres to the principle of gradualism and rate continuity. 

The following are my recommended consolidated class increases at the 

Company’s overall proposed increase of $7.851 million: 

Customers in the Nicholasville, Madison, and Hamson Districts’ last rate change was in the mid 19SO’s, 3 

while the Fox Creek District custonlers were last changed in 1993. 
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TAI Proposed Class Increase 
Percent 

Amount Increase In 
Class - ($Millions) Rate Revenue 

Residential 
Off-peak Marlceting 
Comin. & Small Ind 
Large Power (100-500ICW) 
Large Power (>500KW) 
Large Industrial (B-1) 
Large Industrial (B-2) 
Outdoor Lighting 

Total Company 

$6.322 
0.013 
0.455 
0.176 
0.216 
0.055 
0.473 
0.144 

$7.853 

10.41% 
10.41% 
10.41% 
4.51% 
4.51% 
4.51% 
4.51% 

10.41% 
9.03% 

The above method and approach should be utilized regardless of overall increase 

approved; i.e., the Large Power and Large Industrial classes receive 50% of the system- 

wide percentage increase and all other classes receive an equal percentage increase on a 

residual basis and calculated to recover the revenue requirement. 

Rate Design 

Q. 
A. 

Q. 
A. 

PLEASE EXPLAIN MR. ADKINS’ PROPOSED RESIDENTIAL RATE DESIGN. 

Mr. Adkins proposes a consolidated Residential monthly customer charge of 

$12.00. This compares with current customer charges of $5.44 (Rate GS-1: 

Nicholasville and Madison); $5.53 (Rate R: Fox Creek); and, $9.10 (Rate A: Harrison). 

Similarly, Mr. Adkins proposes to consolidate the energy charges into a flat Cooperative- 

wide energy charge. 

DO YOU AGREE WITH MR. ADKINS RESIDENTIAL RATE DESIGN? 

No. MI. Adkins proposed customer charge is increased on a “cost” basis and 

violates reasonable gradualism practices. For example, the largest district customers 

(Nicholasville and Madison) would sustain a 117% increase in their fixed monthly 

customer charge under Mr. Adkins proposal. 
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30 

Q. 

A. 

Q. 
A. 

Q. 

A. 

Q. 

A. 

HAVE YOU CONDUCTED ANY QUANTITATIVE ANALYSIS TO ASSIST IN 

DETERMINING A REASONABLE CUSTOMER CHARGE? 

Yes. An accepted approach used to determine the reasonableness of customer 

charges is an analysis of direct customer-related costs. That is, an analysis of those rate 

base and expense items that are directly related to individual customer connections to the 

system and those required for billing and record keeping 

HAVE YOU CONDUCTED SIJCH AN ANALYSIS? 

Yes. I have conducted a direct customer cost analysis that indicates a Residential 

customer cost of approximately $8.754 The details of my direct customer cost analysis 

are provided in my Schedule GAW-3. As indicated, I have included Blue Grass’ 

investment in services and meters and provided for the depreciation expense and return 

(TIER) for these rate base items. In addition, my direct customer cost analysis includes 

the costs of meters operations and maintenance, meter reading, and customer records and 

collections. As indicated in my Schedule GAW_3, the Residential customer cost ranges 

from $8.72 to $8.75. 

MR. WATKINS, WHAT CUSTOMER CHARGE DO YOU RECOMMEND IN 

THIS CASE? 

Considering the unequal impacts on customer charges due to the proposed rate 

consolidation, the desire to avoid rate shock to small usage customers, the current Blue 

Grass’ customer charges, the approved customer charges for similar Kentucky electric 

utilities, and TAI’s customer cost analysis, a customei charge of no more than $8 75 is 

recommended 

MR. WATKINS, HAVE YOU UNDERTAKEN ANY ANALYSES OF THE 

IMPACT OF YOUR PROPOSED RESIDENTIAL RATE DESIGN? 

Yes, I have. Schedule GAW-4 to my direct testimony presents comparisons of 

Residential bills under current rates and my proposed rates utilizing the Company’s 

proposed overall $7.838 million increase in revenue requirement. Schedule GAW-4 

This cost varies by a few cents across districts 4 
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shows typical comparisons separated by the three Districts proposed to be consolidated 

by Blue Grass. Under my recommended Residential rate design, and at an average usage 

level of 1,300 kwh, the bill increases would be 14.8% for the Nicholasville & Madison 

District, 8.0% for the Fox Creek District, and 2.1% for the Harrison District. These 

increases compare with the increases under the Company’s proposed rate design, 

respectively, of 15.6%, 8.7% and 2.9% at 1,300 kwh. 

PLEASE BRIEFLY EXPLAIN THE OFF-PEAK MAJXKETING RATE. 

The off-peak marketing rate is only available to residential customers and must be 

used for pre-approved equipment loads during off-peak hours. As such, the off-peak 

market rate requires separate metering equipment for each customer. 

It is my understanding that this off-peak market rate has been traditionally priced 

at 60% of the normal residential energy (kwh) charge. 

DO YOU HAVE ANY COMMENTS REGARDING THE OFF-PEAK 

MARKETING RATE? 

Yes. Based on Mr. Adkins’ and my CCOSS, it appears that the current 40% 

discount may be too large considering the Coop’s on-peak and off-peak purchased power 

costs. As such, the Off-peak Marketing rate should be increased to about 63% to 65% of 

the regular Residential energy charge. However, I will defer to Mr. Adkins on the 

appropriateness of the off-peak marketing rate in this case. It should be noted that if the 

current 60% rate (40% discount) is maintained, a slight revenue shortfall will likely result 

for this class. Under this circumstance, I recommend that the Residential class be 

responsible for any off-peak marketing revenue shortfall. 

DOES THIS COMPLETE YOUR TESTIMONY? 

Yes 
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GLENN A. WATKWS 

VICE PRESIDENT/SENIOR ECONOMIST 
TECHNICAL ASSOCIATES, INC 

EDIJCATION 

1982 - 1988 
1980 - 1982 
1976 - 1980 

M.B.A., Virginia Commonwealth University, Richmond, Virginia 
B.S., Economics; Virginia Commonwealth IJniversity 
A.A., Economics; Richard Bland College of The College of William and Mary, 
Petersburg, Virginia 

POSITIONS 

I d  1995-Present Vice PresidenUSenior Economist, Technical Associates, Inc. 
Mar. 199.3-1995 
Apr 1990-Mar. 1993 
Aug. 1987-Apr 1990 
Feb 1987-Aug., 1987 
May 1984-Jan. 1987 
May 1982-May 1984 
Sep 1980-May 1982 

Vice PresidenUSenior Economist, C ,  W. Amos ofVirginia 
PrincipaVSenior Economist, Technical Associates, Inc, 
StafTEconomist, Technical Associates, Inc,, Richmond, Virginia 
Economist, Old Dominion Electric Cooperative, Richmond, Virginia 
Staff Economist, Technical Associates, Inc 
Economic Analyst, Technical Associates, Inc. 
Research Assistant, Technical Associates, Inc. 

EXPERIENCE 

I. Public Utility Reeulation 

A. Costine Studies -- Conducted, and presented as expert testimony, nnrnerous embedded and 
marginal cost of service studies. Cost studies have been conducted for electric, gas, telecommuni- 
cations, water, and wastewater utilities., Analyses and issues have included the evaluation and 
development of alternative cost allocation methods with particular emphasis on ratemaking 
implications of distrihntion plant classification and capacity cost allocation methodologies. 
Distribution plant classifications have been conducted using the minimurn system and zero- 
intercept methods. Capacity cost allocations have been evaluated using virtnally every recognized 
method of allocating demand related costs (e&, single and multiple coincident peaks, non- 
coincident peaks, probability of loss of load, average and excess, and peak and average). 

Embedded and marginal cost studies have been analyzed with respect to the seasonal and 
diurnal distribution of system energy and demand costs, as well as cost effective approaches to 
incorporating energy and demand losses for rate design purposes. Economic dispatch models 
have been evaluated to determine long range capacity requirements as well as system marginal 
energy costs for ratemaking purposes. 

Rate Design Studies -- Analyzed, designed and provided expert testimony relating to rate 
struchues for all retail rate classes, employing embedded and marginal cost studies. These rate 
structures have included flat rates, declining block rates, inverted block rates, hours use of demand 
blocking, lighting rates, and interruptible rates Economic development and special industrial 
rates have been developed in recognition of $e competitive environment for specific customers., 
Assessed alternative time differentiated rates with diurnal and seasonal pricing smctnres, Applied 
R.amsey (Inverse Elasticity) Pricing to marginal costs in order to adjust for embedded revenue 
requirement consfxaints., 

B. 
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C. Forecasting and System Profile Studies -- Development of long range energy (Kwh or Mcf) and 
demand forecasts for m a l  electric cooperatives and investor owned utilities. Analysis of electric 
plant operating characteristics for the determination of the most efficient dispatch of generating 
units on a system-wide basis. Factors analyzed include system load requirements, unit generating 
capacities, planned and unplanned outages, marginal energy costs, long term purchased capacity 
and energy costs, and short term power interchange agreements 

Cost of Cauital Studies _ _  Analyzed and provided expert testimony on the costs of capital and 
proper capital structures for ratemaking purposes, for electric, gas, telephone, water, and 
wastewater utilities. Costs of capital have been applied to both actual and hypothetical capital 
structures. Cost of equity studies have employed comparable earnings, DCF, and CAPM analyses 
Econometric analyses of adjustments required to electric utilities cost of equity due to the reduced 
risks of completing and placing new nuclear generating units into service. 

Accounting Studies -- Performed and provided expert testimony for numerous accounting studies 
relating to revenue requirements and cost of service. Assignments have included original cost 
studies, cost of reproduction new studies, depreciation studies, lead-lag studies, Weather 
normalization studies, merger and acquisition issues and other rate base and operating income 
adjustments. 

D. 

E. 

II. Transportation Reeulation 

A. Oil and Products Piuelines -- Conducted cost of service studies utilizing embedded costs, I.C.C. 
Valuation, and trended original cost, Development of computer models for cost of service studies 
utilizing the "Williams" (FERC 1.5443) methodoIogy. Performed alternative tariff designs, and 
dismantlement and restoration studies. 

Railroads -- Analyses of costing studies using both embedded and marginal cost methodologies. 
Analyses of market dominance and cross-subsidization, including the implementation of 
differential pricing and inverse elasticity for various railroad commodities. Analyses of capital 
and operation costs required to operate "stand alone" railroads., Conducted cost of capital and 
revenue adequacy studies of railroads. 

E. 

III. Insurance Studies 

Conducted and presented expert testimony relating to market structure, performance, and 
profitability by line and sub-line of business within specific geographic areas, e.g by state. These 
studies have included the determination of rates of return on Statutory Surplus and GAAP Equity 
by line - b y  state using the NAIC methodology, and comparison of individual insurance company 
performance vis a vis industry Country-Wide performance 

Conducted and presented expert testimony relating to rate regulation of workers 
compensation, automobile, and professional malpractice insurance. These studies have included 
the determination of a proper profit and contingency factor utilizing an internal rate of r e m  
methodology, the development of a fair investment income rate, capital structure, cost of capital 

Other insurance studies have included testimony before the Virginia L.egislature 
regarding proper regulatory structure of Credit Life and P&C insurance; the effects on competition 
and prices resulting from proposed insurance company mergers, maximum and minimum expense 
multiplier limits, determination of specific class code rate increase limits (swing limits); and 
investigation of the reasonableness of NCCI's administrative assigned risk plan and pool expenses 
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IV. Anti-Trust and Commercial Business Dnmnee Litieation 

Analyses of alleged claims of attempts to monopolize, predatory pricing, unfair bade 
practices and economic losses. Assignments have involved defmitions of relevant market 
areas(geographic and product) and performance of that market, the pricing and cost allocation 
practices of manufacturers, and the economic performance of manufacturers' distributors 

Performed and provided expert testimony relating to market impacts involving 
automobile and trnck dealerships, incremental profitability, the present value of damages, 
diminution in value of business, market and dealer performance, fihm sales potential, optimal 
inventory levels, fair allocation of products, financial perfoxmance; and business valuations 

MEMBERSHIPS AND CERTIFICATIONS 

Member, Association of Energy Engineers (1998) 
Certified Rate of Return Analyst, Society of Utility and Regulatory Financial Analysts (1992) 
Member, American Water Works Association 
National Association of Business Economists 
Richmond Association of Business Economists 
National Economics Honor Society 
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Blue Grass Cooperative Corporation 
Office of the Attorney General 

Residential Direct Customer Cost Analysis 

(GS-I) (R) (A) 
Residential Farm Home 

Farm & Non-Farm Residential Service 
Rate Base: 

Gross Plant 
Services 10,655,912 4,999,029 5,982,077 
Meters 3,059,134 1,435,138 1,717,355 
Total Gross Plt 13,715,047 6,434,167 7,699,432 

Depr Reserve 
Services 3.116.410 1,462,007 1,749.508 
Meters .534;428 2501717 300,020 
Total Depr Reserve 3,650,838 1,712,725 2,049,528 

Net Rate Base 10,064,209 4,721,442 5,649,904 

Expenses: 

586 Meters Oper. 
597 Meters Maint. 
902 Meter Reading 

371,964 174,500 208,815 
13,629 6,394 7,651 
57,934 27,179 32,524 

903 Cust. Records & Collections 834,193 391,346 468,304 
Total 0 & M Expenses 1,277,720 599,419 717,294 

Depreciation Expenses: 

Services 530,663 248.951 297,906 
Meters 196;516 92; 1 92 110,321 
Total Depr Expense 727,178 341,143 408,228 

Revenue Requirement: 

0 &M Expenses 
Deprec. Expenses 

1,277,720 599,419 717,294 
727,178 341.143 408,228 

Required income 660121 1 309,726 370,633 
Total Revenue Requirement 2,665,110 1,250,288 1,496,155 

Schedule - GAW-3 

Number of Bills 30461 8 143375 171314 

Customer Cost/ mth $8.75 $8.72 $8.73 
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COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

In the Matter of 

APLICATION OF BLUE GRASS ENERGY 
COOPERATIVE CORPORATION FOR ) Case No. 2008-00011 

) 

AN ADJUSTMENT OF RATES 1 

AFFIDAVIT OF GLENN A. WATKINS 

Commonwealth of Virginia 1 
1 
1 

Glenn A. Watkins, being first duly sworn, states the following: The 
prepared Pre-Filed Direct Testimony, and the Schedules and Appendix attached 
thereto constitute the direct testimony of Affiant in the above-styled case. Affiant 
states that he would give the answers set forth in the Pre-Filed Direct Testimony 
if  asked the questions propounded therein. Affiant further states that, to the best 
of his knowledge, his statements e and correct. Further affiant saith 
not. 

SIJBSCRIBED AND SWORN to befo y of July, 2008 

,a. hQ44.l 
NOTARY PUBLIC 


