
COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Natter of:

THE APPLICATION OF KENTUCKY )
UTILITIES COMPANY TO ENTER INTO AN )
AGREEMENT AND PLAN OF EXCHANGE AND ) CASE NO. 10296
TO CARRY OUT CERTAIN TRANSACTIONS )
ZN CONNECTION THEREWITH )
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On June 16, 198S, Kentucky Utilities Company ("KU") filed an

application with this Commission seeking approval of its propos'ed

reorganixation. Specifically, KU requested in its application

that the Commission approve the execution of the proposed

Agreement and Plan of Exchange by KU and the performance by it of

actions reasonably necessary or appropriate to carry out the same,

and that the Commission find that the proposed holding company

("Holding Company" ), if constituted as contemplated in the

Agreement, will not be a utility as defined in KRS 278.010(3). KU

proposes to reorganixe by creating Holding Company which will

issue its common stock to the holders oi KU' common stock in

exchange for the shares of KU's common stock pursuant to the

provisions of KRS 271B.11-020. Each share of KU's common stock

will be exchanged for one share of Holding Company's common stock.

After the transaction has been consummated Holding Company will

own all the outstanding common stock of KU and the former holders

of KU's common stock will own all the outstanding common stock of
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Holding Company. KU's preferred stock and debt obligations will

not be converted or otherwise exchanged in the reorganization.

KU has stated that the proposed reorganization is a reason-

able response to the changing business environment in the electric
utility industry and will improve opportunities for investment in

non-utility activities while ensuring there will be no adverse

impact on KU's customers. KU has claimed that reorganization is

in the public interest and that the ability to make investments in

its service area will help improve the state's economy. KU has

stated that the exchange oi'tock will not in any way affect the

financial, technical, and managerial abilities of KU to provide

reasonable service and that approval of the proposed reorgani-

zation will not result in any increase or change in any of KU's

rates or charges. The electric utility business will continue to

be the dominant business of the consolidated companies. Although

Holding Company will deploy KU funds not presently needed for

investment in utility plans or facilities, it wi.ll retain the

financial strength to return to the expansion of utility
facilities when required to meat customer needs. Although KU has

not made a decision as to what specifi.c lines of business Holding

Company will enter, it plans to develop criteria for the

evaluation of proposed investment alternatives. Additionally, KU

has stated that the purpose of the reorganization is to achieve

the following goalsi

1. Respond to increasi.ng competitioni

2. Increase financial flexibility;
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3. Insulate ratepayers irom risks and give shareholders

rewards of non"utility activities>

4. Provide opportunities for increased earnings>

5. Assist KU in maintaining a balanced capital structure>

and

6. Seek opportunities i'r prudent investments at no risk or

increased cost to KU's
customers'entucky

Industrial Utility Customers and the Utility and

Rate Intervention of the Office of the Attorney General filed
petitions with the Commission to intervene in this proceeding.

These petitions were granted by the Commission. On August 22,

1988, an informal conference was held. All parties attended this

conference and KU's application was discussed. No party requested

a public hearing and, consequently, the Commission's decision is
based upon KU's application and its responses to information

requests.

REGULATORY CONCERNS

The Commission agrees that the competitive environment is
changing in the electric industry. KU should be allowed to

position itself to meet the changes and have the ability to meet

increased competition for investor funds and investment

opportunities. In considering KU's proposed plan of

rcorganisation, the Commission has certain con-erne and ob]ectives

with regard to the protection of ratepayer interests. The

Commission's concerns relate to three areas. Pirst, the

protection of util.ity resources should be provided. Second, the

Commission should be able to adequately monitor the corporate



activities of KU, Holding Company, and any other subsidiaries

established by Holding Company. Third> certain reporting

requirements should be established to assist the Commission in its
monitoring activities. The following discussion expresses in

greater detail some of the Commission's concerns and the

conditions and requirements which the Commission believes are

necessary in order to assure that the interests of the ratepayers

are protected. This discussion is not intended to be all
inclusive. Furthermore, due to the fact that many aspects of KU's

business activities under reorganixation are not known, and cannot

be reasonably anticipated at this time, the Commission will

maintain flexibility in its plans and procedures for monitoring

Holding Company's and KU's activities.
PROTECTION OP UTILITY RESOURCES

Accountinc Procedures and Controls

One of the primary concerns facing the Commission with the

issue of diversification is the potential which will exist for

cross-subsidixation of non-regulated activities by the regulated

company. Cross-subsidixation can occur through misallocation of

common or joint costs, or through improper pricing of intercompany

transactions. The process of assuring that cross-subsidisation

does not occur will result in added regulatory oversight by the

Commission and will require increased focus on cost identification

by KU. Three major areas which can be readily identifi.ed for

potential cross-subsidisation are accounting, cost allocation

methodologies, and pricing of intercompany transactions. As the
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expansion of diversified activities occurs, the proper accounting

and cost allocation methodologies will become even more important.

KU has developed a "responsibility reporting system" ("RRS")

to handle the task of properly identifying costs for internal and

external reporting purposes. As described by KU, the RRS is a

system designed to codify expenditures in a manner that will allow

the utility to maintain its books and records in a manner required

for external financial reporting purposes and to retrieve finan-

cial data in the various forms required by management, the

Commission, and others. The accounti,ng procedures are important

in separating utility and non-utility costs. Inasmuch as the

original entries for expenditures are made at this level, this
aspect of the separation process is the most elementary since most

costs are direct charges and assignments to utility and non"

utility operations can be accomplished through accounting controls

and procedures which specify the treatment of certain elements of

cost. The accounting and reporting system used by KU should be

adequate to provide assurance that directly assignable utility and

non-utility costs are accounted for properly and that reports on

the utility and non-utility operations are accurately presented.

Adequate supporting documentation of costs for Commission review

should be maintained whether those costs are generated at the KU

level or Holding Company level. KU has had only minimal experi-

ence with regard to accounting for Holding Company costs> and time

constraints in processing this case have made it impractical for

the Commission to conduct an in-depth review of the accounting

system. Therefore, the approval of the application in this case
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is not to be construed as approval of the cost assignment

procedures or of the proper method of separation of charges into

utility and non-utility operations.

While the accounting system utilized by KU to separate direct
charges appears to be relatively straightforward, the separation

of costs through allocation methodologies is more subjective in

nature and will require greater scrutiny to assure that cross-

subsidization does not occur. As a part of this proceeding, Staff
and other parties were given a presentation of the RRS, However,

detailed documentati.on has not been provided in this proceeding as

to the allocation methodologies and procedures to be used by KV to

separate utility and non-utility operations under the reorgani-

zation. Consequently, the Commission makes no findings herein as

to the adequacy of KV's cost allocation procedures.

It is within the cost allocation procedures that one of the

greatest areas of potential misclassi,fication of utility and non-

utility costs exists. Since KU's operations are monopolistic and

subject to regulation with regard to reasonable costs and

earnings, it may be beneficial to the non-regulated Holding

Company to shift costs to the regulated operations to make pricing

more competitive for the market-oriented business activiti.es and

provide greater returns to stockholders. KV has provided

assurances that cross-subsidization will not exist. However,

diversification is in the public interest only to the extent that

utility operations will not be adversely affected. Therefore, an

essential ingredient to the reorganization plan should be the

establishment of reasonable coat allocation procedures to achieve



this objective. A ma]or priority in the reorganisation process

should be the development and implementation of cost allocation

procedures that will accomplish the ob]ective of preventing cross-
subsidisation. In future proceedings, it will be the

responsibility of KU to show that its allocation methodologies

have not resulted in any cross-subsidization. As a part of that

showing, KU should be prepared to fully disclose all allocated

costs, the portion allocated to each subsidiary of Holding

Company, complete details of the methods of allocation and

justification for the amount and the method.

The issue of cross"subsidiration through pricing of inter-
company transactions also relates to the pricing of goods and

services between holding company affiliates as well as the

establishment of prices for transfer of'ssets of the utility. At

present, other than participating in economic development, Holding

Company has not identified specific activities into which it will

diversify. Therefore, there are no definite plans for subsidiar-

ies to transact business with KU. However, these transactions are

a possibility which should be realistically anticipated.

Regarding the sale or transfer of assets, KU has introduced a cost
or fair market standard in its policies and guidelines for i,nter-

company transactions to protect against cross-subsidisation of

non-utility activities by KU's customers. These policies and

guidelines are explained in KU's Corporate Policies and Guidelines

for Intercompany Transactions.

KU has stated that the sale or transfer of assets will be

settled by cost or fair market value, whichever is greater, when a
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sale or transfer is made by KU to a related company, and by cost
or fair market value, whichever is lower, when a sale or transfer

is made by a related company to KU. In all instances, KU and each

related company shall comply with KU's Coroorate Policies and

Guidelines for Intercomoanv Transactions. Additionally, in

accordance with these policies and guidelines, KU and each related

company shall employ accounting and other procedures and controls

related to sales, transfers, and cost allocations to insure and

facilitate full review by the Commission and to protect against

cross-subsidisation of non-utility activities by KU's customers.

These accounting and other procedures and controls will be

reviewed periodically. For certain they will be reviewed in all
subsequent KQ general rate cases, and in other KU proceedings as

appropriate or necessary. Whenever KU modifies or amends these

policies and guidelines, KU shall file with the Commission the

currently effective document indicating the modifications or

amendments, the effective date of such, and the accounting

period{s) affected.
Diversion of Management Talent

The Commissi.on is aware that it will be in the best interest
of Holding Company and its shareholders to secure the most skilled

management available. While KU will certainly share in the

benefits of a well-managed corporate structure, the Commission is
concerned that diversion of management talent away from KU to

Holding Company and its affiliates could present a threat to the

continued efficient operation of KU and, therefore, would not be

in the best interests of the ratepayers. KU has stated that it
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intends to maintain its present management team which will, at all
times, be dedicated to utility activities so as to ensure that

utility operations are not neglected as a result of non-utility
activities. The continuity of the management of KU is important

to the ratepayer. Furthermore, the Commission notes KU's

commitment that utility operations will not be neglected and will

be assigned the same priority and level of expertise as in the

past. The Commission will monitor, on an on-going basis, the

composition of KU's management team.

Financial Resources

There is a concern that Holding Company may divert KU's

financial resources to benefit the activities of non-regulated

affiliates at the expense of utility ratepayers. The Commission's

objective is to minimixe the degree of this ri.sk which arises from

Holding Company's control of KU's financial resources.

The Commission has primarily focused on four main concerns

regarding the insulation of KU's financial resources from

increased risks and the exposure of KU to increased coats of
capital stemming from those risks.

First, the Commission is concerned that attempts by Holding

Company to adjust KU's capital structure could «dver'sely affect
KU's cost of capital and financial integrity. KU acknowledged in

the Summary of Nanagement Recommendations Regarding Formation of a

Holding Company that the uti,lity's capital structure can easily be

adjusted to meet changing needs when a holding company is in

place. Consistent with KU's stated assurance, the Commission
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believes that Holding Company should assist KQ in maintaining a

balanced capital structure.

Second, the Commission is concerned that the dividend policy

of KU could adversely affect its financing requirements and capa-

bilities. The Commission is convinced that KU's dividend policy

must not adversely affect the utility ratepayers. KU has acknowl-

edged that the payment of dividends to Holding Company will be the

mechanism by which Holding Company will adjust KU's equity

position. Through these adjustments to retained earnings, KQ

contends Holding Company will help KQ maintain «n acceptable cost
of capital and thereby favorable rates for utility customers.

However, since retained earnings are a form of internal

financing, the dividend decision can significantly affect KU" s

external fi,nancing requirements. Xn otheL words, if KU needs

capital, the larger the cash dividend paid to Holding Company, the

greater the amount of capital that must be raised externally

through borrowing or through the public sale of preferred stock

or, in the extreme case, through the sale of common equity. This

external financing requirement could adversely affect KU's cost of

capital. Therefore, KU through its Board of Directors has the

responsibility to use its dividend policy consistent with

preserving the financial strength of the utility.
Third, the Commission is concerned that an unwillingness on

the part of Holding Company to provide necessary capital to KU

could severely impair KU's ability to provide utility services, as

is its statutory obligation. KU has stated that since it will

continue to issue its own preferred stock and debt as needed,
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capital attraction by KU will not be affected by the operations of
Holding Company's non-utility affiliates. Furthermore, KU has

stated that, if at any time Holding Company is, for whatever

reason, unable or unwilling to provide needed capital to KU, KU's

Board of Directors will have access to markets to obtain needed

common equity. Any action or decision by the Board of Directors
of Holding Company, including the unwillingness to provide

adequate capital to KU, that, in any way, impairs KU's ability to
provide utility service, will be in direct violation of KRS

278 '30(2).
Fourth, the Commission is concerned that the guaranteeing of

the debt of non-utility affiliates, as well as that of Holding

Company, by KU could unnecessarily place in jeopardy the financial

position and resources of KU. KU has stated that it will provide

financing for Holding Company only through the payment of
dividends from shareholder-owned funds and will not guarantee

credit for its affiliates without Commission approval. KU,

pursuant to KRS 278.300, is restricted from guaranteeing debt

without express Commission approval.

For rate-making purposes, the Commission has juri,sdiction

over KU's capital structure, financing, and cost of capital.
Through this authority, the Commission can protect utility
customers from financial effects resulting from non-utility

activities. The Commission approves all new debt, preferred

stock, and common equity issued by KU which prevents significant

deviations from the approved capital structure, which is the key

to ensuring that KU maintains its financial integrity. In
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addition to that financial control, the Commission has authority

to approve any guarantee of debt obligations by KU I'or Holding

Company and its affiliates. Under the proposed reorganisation,

the Commission will continue to determine for rats-making purposes

KU's capital structure and its return on common equity.
Employer/Purchaser of Lash Resort

There is a risk, under the proposed reorganisation, that KU

could be used as the "dumping ground" for employees, assets and

products associated with failed or troubled affiliate ventures.

The Commission is concerned that KU's strength and stability could

give the management of Holding Company or its affiliates the false
impression that it can be the employer or purchaser of last
resort

KU has assured the Commission that its management has no

intention of using the utility for such purposes, except in those

instances where a transfer or purchase would be cost effective for

the utility. However, the Commission intends to monitor KU's

activities to assure the ratepayers that this has not occurred.

Divestiture

As part of its investigation of KU's proposed reorganisation,

the Commission felt obligated to consider the worst case situation
of a failed or failing unregulated affiliate and its affect on the

operations of KU. In response to a question in the Commission's

First Information Request, KU indicated that, upon the

determination that an investment in any subsidiary is no longer

viable or does not meet corporate obfectives, Holding Company will

undertake divestiture. The response further stated that, because
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the ability of KU to attract capital is in no danger of being

impaired, it is unnecessary to consider divestiture. The Commis-

sion agrees that at this point in KU's reorganisation process't
may appear unnecessary to consi.der the option of divestiture.
However, if future circumstances dictate that the only reasonable

course of action is divestiture, including that of the utility, it
will be the responsibility of KU's management, as those charged

with the well-being of the dominant subsidi.ary, to ensure that

divestiture takes place.

NOHITQRINQ THE HOLDING COMPANY AHD THE SUBSIDIARIES

In the course of the Commission's investigation of the regu-

latory safeguards necessary in cases of utility reorganisation, it
has become obvious that the most basic and indispensable require-

ment is open access to all books, records, and personnel of the

holding company and each subsidiary. It is absolutely essential

that the Commission has the ability to pursue any problems

perceived i,n the operations of the utility through access to the

books and records of the hold,ing company and affiliates. During

formal proceedings, the Commission may also choose to cross-

examine personnel of the unregulated entities, in the event it
appears necessary, to effectively monitor the relationship between

KU and its parent and affiliates.
In response to the Commission's Second Information Request,

KU has indicated its agreement to provide access to the books and

records of Holding Company and its affiliates and subsidiaries.

The Commission will have access, as necessary in the exercise of

its statutory duties, to the books and records of Holding Company
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and its other affiliates and subsidiaries. Such books and records

will be produced in this Commonwealth upon written request by the

Commission. The request should state with particularity the

specific issue of concern and the reason or reasons why access to

the books and records is necessary. Such request will be deemed

presumptively valid, material, and relevant. Any objection to

such request shall be timely raised and the respondent will have

the burden to show that the request is neither reasonably related

to an issue before the Commission nor reasonably calculated to
result in the discovery of evidence admissible in the proceeding.

Confidential, proprietary, or otherwise privileged information

related to non-utility activities will be afforded appropriate

protection under applicable Commission procedures.

Further, in order to assure the full protection of ratepayer

interests, the Commission considers it necessary to monitor

significant transfers of utility assets, business ventures of

Holding Company, and other major transactions. KV has indicated

that it has no present plans to transfer any assets nor has it
identified non-utility activities in which Holding Company will

participate other than in economic development. Since there is
the potential that these and future actions may have a significant

impact on the ratepayers< the Commission should review them at the

time they are completed. Subsequent to the issuance of this
Order, the Commission believes that an informal conference should

be scheduled so that the specific information to be filed for this
review can be determined.

-14-



REPORTING REOUIREMENTS

In order for the Commission to effectively monitor the

activities of KU, Holding Company and its related subsidiaries,

and to assure ratepayer protection, certain additional reports

shall be required of KU and shall be furnished to the Commission

on an annual, periodic, or other basis as appropriate.

Periodic Reports

KU should furnish the Commission with the annual financial

statements of Holding Company including consolidating adjustments

of Holding Company and its subsidiaries with a brief explanation

of each adjustment; the annual balance sheets and income

statements of any non-consolidated subsidiaries of Holding

Company; and all periodic reports filed with the Securities and

Exchange Commission.

KU has agreed to and should file on a quarterly basis a

report detailing KU's proportionate share of Holding Company's

total operating revenues, operating and maintenance expenses, and

number of employees.

KU should furnish the following reports on an annual basis:
1. A general description of the nature of intercompany

transactions with specific identification of major transactions,

and a description of the basis upon which cost allocations and

transfer pricing have been established. Included in this report

should be a discussion indicating the use of the cost or market

standard for the sale or transfer of assets, the allocation

factors used and the procedures used to determine these factors if
they are different from the procedures used in prior years.
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2. A report which identifies professional personnel

transferred from KU to Holding Company or any of the non-utility

subsidiaries. Included should be a brief description of the

duties performed while employed by KU and to be performed

subsequent to transfer.

Any questions concerning the specific information to be filed

for the above reports should be resolved at an informal conference

to be scheduled subsequent to the issuance of this Order.

Special Renor ts/Informal Conference

Other special ~sports should be furnished to the Commission

as necessary. At the present time, KU has no plans to transfer

utility assets, nor has it identified any investment activities of

Holding Company, nor has it proposed any other transactions.

However, the Commission is of the opinion that it is realistic to

anticipate that such actions will occur in the future and that

certain reports will be required for the Commission to effecti,vely

monitor these activities. Thereiore, any contracts or other

agreements concerning the transfer of such assets or the pricing

of intercompany transactions should be filed with the Commission.

The Commission believes that an informal conference between KU,

Commission Staff, and the parties will provide the most efficient
means to determine the specific information which is requi.red for

the Commission to effectively perform its monitoring role.
FINDINGS

The Commission, after consideration of the evidence of record

and being advised, is of the opinion and finds that:



1. KU will, after the consummation of the transactions

contemplated in its proposed Agreement and Plan of Exchange.

continue to have the financial< techni.cal, and managerial

abilities to provide reasonable utility services, within the

meaning of KRS 278.020(4).

2, Holding Company will not, by reason of its ownership of

all outstanding shares o! common stock of KU, be a utility as

defined in KRS 278.010[3) as it will not own, control, operate, or

manage any facilities used in connection with th» generation,

production, transmission, and distribution of electricity to or

for the public.

3, With the conditions and assurances discussed in this

Order, the proposed reorganisation of KU as a subsidiary of the

non-regulated Holding Company is i.n the public interest «nd should

be approved,

4. The reorganization of KU as approved in this Order

should not result in an increase or change i,n any of KU' rates or

charges.

5. The reorganisation of KU should have no adverse impact

whatsoever on the utility or its ratepayers.

6. The interests of KU company and its ratepayers should be

given first priority in the business decisions of Holding Company.

7. KU should maintain adequate supporting documentation of

all costs, regardless oi their origin.

8. KU should develop, implement, and maintain coat alloca-

tion procedures that will prevent cross-subsidization.
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9. The pricing of intercompany transactions should not

result in an adverse impact on the ratepayers of the utility.
10. Zn future rate proceedings, KU should be able to show

that no cross-subsidisation has occurred by disclosing all allo-
cated costs, the portion allocated to each segment of Holding

Company, complete details of the methods of allocation and justi-
fication for the amount and the method,

11. KU and each related company shall comply with KU's

Corporate Policies and Guidelines for Intercompany Transactions.

12, Any amendment to KU's policies and guidelines should be

filed with this Commission, along with its effective date and the

accounting periods affected.
13. KU should avoid a diversion of management talent that

would adversely impact the utility and ratepayers.

14, KU should maintain a balanced capital structure.

15. KU's Hoard of Uirectors should not allow the dividend

policy to adversely affect its financial integrity nor the rates

of KU's customers.

16. Pursuant to KRS 270.030)2), KU's obligation to provide

utility service must not ba impaired by Holding Company.

17. Pursuant to KRS 27B.300, KU is restricted from

guaranteeing the debt of Holding Company and its alfiliates.
10. KU should take whatever protective measures necessary,

including divestiture, to ensure that KU maintains its present

level of services and operations.
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19. Holding Company and its subsidiaries should provide open

access to all books, records, and personnel as discussed in this
Order.

20. KU should file the details of significant transfers of
utility assets, business ventures of Holding Company, and other

major transactions as they are completed.

21. KU should provide the reports and other iniormation as

specifically set out in the Reporting Requirements Section of this
Order.

22. An i,nformal conference should be scheduled to address

the specific reporting requirements identified in thi,s Order at a

time mutually convenient to the parties.
IT IS THEREFORE ORDERED thati

l. KU is authorised to execute i,ts proposed Agreement and

Plan of Exchange and perform the actions reasonably necessary or

appropriate to accomplish it.
2. The reorganisation of KU as a regulated subsidiary of

the non-regulated Holding Company is hereby approved.

3. KU shall comply with all reporting requirements con-

tained herein.

4. Within 30 days of the date of this Order, an informal

conference shall be scheduled with KU to address the specifics of

reporting requirements.

5. Access to the books and records of Holding Company and

it,s other affiliates and subsidiaries shall be provided as

described herein.
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6. KU shall f i le with the Commission a copy of the

Agreement and Plan of Exchange promptly upon its execution by KQ

and Holding Company, and shall promptly notify the Commission in

writing of the consummation of the Plan of Exchange undeL the

Agreement.

Done at Prankfort, Kentucky, this 6th day of October, 1988.

By the Commission

ATTEST:

Executive Directormu


