COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

THE APPLICATION OF KENTUCKY UTILITIES )
COMPANY TO ASSESS A SURCHARGE UNDER )
KRS 278.183 TO RECOVER COSTS OF )
COMPLIANCE WITH ENVIRONMENTAL } CASE NO. 93-465
REQUIREMENTS FOR COAL COMBUSTION )
WASTES AND BY-PRODUCTS )
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On January 20, 1994, Kentucky Utilities Company ("KU") filed
an application, pursuant to KRS 278.183, for authority toc establish
an environmental surcharge to recover its current costs of
compliance with the Clean Alr Act Amendments of 1990 ("CAAA") and
other environmental requirements applicable to coal facilitles used
to generate electricity. KRS 278,183(2) requlres the Commission
tor (1) consider and approve a compllance plan and rate surcharge
if the Commission £inds the plan and rate surcharge reasonable and
cost-effective for compllance with the applicable environmental
requirements of the CAAAR and those federal, state, or local
environmental requirements which apply to coal combustion wastes
and by-products; (2) establish a reasonable return on compliance-
related capltal expenditures; and (3) approve the application of
the surcharge.

The proposed surcharge is to be implemented in August 1994,
KU forecasts that the proposed surcharge will result in current
racovery of approximately $15,5 million of environmental compliance

coots in the Kentucky jurisdiction during the 12 months ended July



1995 and $23 million of current recovery for the 12 months ended
July 1996,

The Commimsion granted motiona for full intervention to the
Attorney General's Office ("AG"}, the Lexington-Fayette Urban
County Government ("LFUCG")}, the Kentucky Industrial Utllity
Customers ("KIUC"), Mr, Jerry Hammond, and the Future Fuel & Fiber
Farmers of Amorica ("PsPA"). Limited intervention was granted to
Mr., Jlm Bcoggins.,

ENVIRONMENTAL SURCHARGE COMPLIANCE PLAN

Ag roqguired by KRS 278.183, KU flled, as part of its
application, an onvironmental surcharge compliance plan {"surcharge
plan") consloting of 15 peparate projects to comply wlth the CAAA
or other environmental regulations applicable to coal combustion
waptes and by=-productse. The surcharge plan i divided into two
parts: aclid rain compllance and other environmental investments.

The CAAA requlree, inter alia, substantial reductlions in
eminplonps of sulfur dioxide ("80,") and nitrogen oxide {"NO,") and
continuouns emipmslons monitoring. Seven of KU's 15 projecks are
associated with acid rain compliance and represent approximately 60
percent of the total cost of the surcharge plan., The largest of
these ls tho inptallation of a flue gas desulfurization system
("oscrubber") at Unit 1 of the Ghent Generating Station ("Ghent 1").
The romainder conpisto of other pollution control equipment and
investments such as ash pond and precipitator enhancements and

compliance with amblont alr guality regulations.



To support including the 7 projects in lts surcharge plan, KU
filed its acid rain compliance plan ("compliance plan").! KuU's
compliance plan is not subject to our approval under KRS 27B8.183 as
it includes CAAA projects not included in KU's surcharge plan.
However, our review and approval of the latter necessarily includes
the former to the extent that the proposed actions are identical.

KU's compliance plan includes the following actlons:

1. Installation of continuous emission monitoring systems at

all plants and NO, burner modifications at all Phase I
units.
2. Installation of a scrubber and assoclated faclilltles,
including a gypsum water recovery treatment facility, at
Ghent 1 by 1995,

3. Ingtallation of a scrubber at Ghent 2 by 1998.

4, Switching Chent 3 and 4 to Western U.S. Powder Rlver
Basin coal by 2000.

5, Switching Brown 1, 2 and 3 to compliance coal by 2008.
Of these proposed actions, only Nos, 1 and 2 are included in KU's
surcharge plan.

The other eight projects in KU's surcharge plan are for
pollution control equipment required by other federal, state or

local environmental regulations applicable to coal combustion

t Kentucky Utilitles Company's Clean Alr Act Amendments of 1990
Compliance Plan Reasgessment Report ('"Reassessment Report”),
September 24, 1993, and Clean Alr Act Amendments of 1990
Compliance Plan Updated Reassegsment Report ("Updated
Reassesament Report'), November 1, 1993,
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wastes and by-products from power plants. In support of these
projects, KU presented testimony and several technical and
engineering evaluation studies,.

The intervenora' evidence did not address KU's surcharge plan
or its compllance plan. However, KIUC contends that KU's
compliance plan is deficlent because it does not directly conslider
tho lmplications of Owensboro Municlpal Utility ("OMU"} adding a
poerubber to its Elmer Smith Power Plant ("Smith"). KU purchases
power from OMU under a wholesale power contract. KIUC alleges that
the addition of the OMU scrubber wlll cause KU to achleve
substantially more emissions reductions than necessary in Phase I
because the Ghent 1 scrubber will achleve 80,000 of the 82,000 tong
80, reduction required on KuU'as system. KIUC requests that the
Commieeion's approval of KU's compliance plan be conditional
pending final determination of the impact of the OMU acrubber,

KU stated that it has purchase power agreements with OMU,
Electric Energy, Inc. ("EEI") and Illinols Power Company ("IPC"),.
Under the OMU agreement, KU purchases, on an economic basis, all of
Smith's 400 MW output not required by OMU, KU presently takes and
pays for approximately one~half of the output of Smith. However,
this purchase, as well as the EEI and IPC purchases, have no affect
on KU'ps required system reductlion of approximately 82,000 tons of
80,. While the required Phase 1 850, reductions of OMU, EEI and IPC
under the CAAA may affect the prices KU pays for purchased power,
these reductions are the responsibilities of those companies, not

of KU. The Commission is not persuaded by KIUC's argument and will
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not withhold final approval of KU's surcharge plan pending an
inveatigation of the OMU situation.

Based on revicw of KU's compliance plan, other technical and
englneering evaluations and atudies, and supporting documentation,
the Commisalion finds that KU's surcharge plan, consisting of 15
projects, 1s reasonable and cost-effective, and should be approved.

SURCHARGE MECHANISM AND CALCULATION

KU proposed to recover the costs of its surcharge plan through
a mechanism defined in its proposed Rate Schedule ES. KU stressed
that Rate Schedule ES was based on simplicity, reasonableness,
sound rate-making principles, and conservative judgment.? KRS
278.183 provides that a utllity may recover those environmental
compliance costs that are not already included in exlsting rates
through an environmental surcharge. In its proposal, KU determined
what 1s not currently included in existing rates by using an
incremental approach, It ldentified specific quallfying projects
which have been added since its last general rate case and proposed
that its return on environmental capital expenditures be determined
using an environmental rate base consisting of qualifying assets
placed in service after its last rate case, KU also proposed to
recover operation and maintenance expenses ["0&M") recorded in five
speclific subaccounts by determining the incremental change from a
1994 calendar year baseline. It gsuggested that the six month and

two year reviews required by KRS 278.183 be handled in a manner

? KU Brief, at 17.



similar to that used for the Fuel Adjustment Clause ("FAC").?®
While KU has stated that revenues received from the sale of
emission allowances and scrubber by-products should be treated as
cost offsets when determining the surcharge amounts,® it requested
a reasonable opportunity to complete an in-house evaluation of the
rate-making treatment of these items after which it would file a
proposal for review and approval.®

The AG argues that without a current rate application under
KRS 278.190, it is impossible to determine what environmental costs
are included in existing rates.® He further argues that granting
KU a surcharge above existing rates which he claims are already
fair, just, and reasonable would violate KRS 278.030(1).’ The AG
also insists that KRS 278.183 cannot be implemented without the
promulgation of administrative regulations and that it is unfair to
Kentucky jurisdictional customers versus other KU customers.®

Finally, the AG argues that KU has failed to meet its burden of

proving what 1ls or is not included in existing rates, He
recommends that the environmental surcharge be denied. KU
2 Hewett Direct Testimony, at 13-14,

4 Response to Items 82 through 84 of KIUC's First Set of Data

Requests dated March 4, 1994.
5 KU Brief, at 41,
DeWard Direct Testimony, at 7.
? AG Brief, at 14.

& Id,, at 7-8.



responded that the position taken by the AG would make the
operation of KRS 278.183 impossible.®

KIUC rejected KU's incremental approach as unreasonable and
likely to cause groas over-recovery for KU, KIUC proposes to
determine the current level of environmental costs and then deduct
those environmental costs already recovered by existing rates, with
the difference between the total current costs and the amount
recovered through existing rates to be recovered as a surcharge.?®
KIUC claims that KU is overcollecting on environmental capital
costs included in current rates due to a S50 percent growth in
sales, reductions in the cost of pollution control debt, and
changes in depreciation rates,!! KIUC calculated a surcharge
amount which recognized adjustments for sales growth, debt cost
changes, and depreciation rate changes. It based its calculation
of environmental costs already recovered on the pollution control
bonds included in KU's capitalization in its last rate case. KIUC
disagreed with the use of a 1994 calendar year O&M baseline,
preferring that KU identify the Os&M associated with pollution
control property included in the last rate case.!? KIUC also
argued that KU should immediately pass all proceeds from emission

allowance auction sales held by the Environmental Protection Agency

i KU Brief, at 26.

‘o Palkenberg Direct Testimony, at 6.
11 KIUC Brief, at 26-27.

12

Falkenberg Direct Testimony, at 29.
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in 1993 and 1994 to ratepayers.!? KU challenged KIUC's
recommendation as inconsistent with the language of KRS 278.183 and
asserted that recognition of changes related to sales growth, debt
costg, and depreciation rates was neither reasonable nor consiatent
with sound rate-making.?!®

F§FA, LFUCG, and Mr. Hammond did not present evidence or make
arguments.

Surcharge Approach

The Commission is presented with two opposing approaches for
determining the eligible environmental costs not included in
existing rates. KU's incremental approach identifies environmental
costs incurred since its last rate case. KIUC attempted to
identify the environmental cests included in KU's last rate case
and compare these costs to the current level of environmental costs
to determine the surcharge amount.

Both approaches are reasonable methods to determine those
costs not included in existing rates. The test year in KU's last
genaral rate case was the twelve months ending June 30, 1982.
Using the incremental approach, KU provided the net eligible book
values for the 15 environmental projects it propeosed to include in
the surcharge. The net eligible book values were adjusted to
remove any construction work in progress amounts which were
included in that case, The accuracy ¢of these book values was not

challenged by any intervenor,

13 1d., at 30.

14 KU Brief, at 26-34.



KIUC attempted to determine the environmental capital
expenditures being recovered in existing rates by identifying the
costs of plant in service as disclosed in pollution control bond
documenta, KIUC calculated a current level of accumulated
depreciation and deferred taxes using those plant costs. KIUC's
evidence was that the amounts it included were limited to the
amounts that it could identify.! KU countered that "it would be
most difficult, if not Impossible, to go back and try to
identify"% the amount of environmental revenue requirements
included in its last rate case.

Based on the evidence of record, it is reasonable in this
instance to use the incremental approach propesed by KU to
determine the surcharge for the first two years. This decision
recognizes that: (1) KU's incremental approach meets the letter and
spirit of KRS 278.183 by charging ratepayers only for current
compliance costs not included in KU's last rate case; and (2) the
accuracy of KIUC's analysis cannot be verified because it is not
supported by detailed cost information from KU's last rate case.

There is no merit in the AG's argument that a current rate
application is necessary to determine the costs included in
existing rates. First, KRS 278.183 does not require a utility to
demonstrate what costs are included in existing rates. Rather, it

need only show that the costs to be recovered by the surcharge are

15 Transcript of Evidence ("T.E."), Vol. II, May 26, 1994, at
400.

16 Id., at 230.



not included in existing rates. Second, the only costs included in
KU's existing rates are those that were found reasonable in its
last rate case. KU has demonstrated that the current compliance
coats it seeks to recover through the surcharge were not included
in its last rate case when ita existing rates were established and
there is no persuasive evidence to the contrary.?!’

Third, KRS 278.183 expressly authorlizes the use of a surcharge
to recover compllance cost not included in existing rates without
the need for a rate application under KRS 278.190. To require a
rate application, as the AG suggests, would render KRS 278,183
superfluous because in every instance all reasonable compliance
coste would be included in the rate appllcation and recovered
through new base rates, leaving nothing to be recovered by a
surcharge. There is no reason to helleve that the General Assembly
intended KRS 278,183 to be a nulllity. Rather, it clearly stated
that a utility should be entitled to a surcharge as provided for in
KRS 278.183 "[n]otwithatanding any other provision of this chapter
[KRS 278)." KRS 278.183(1). Thus, the Commlssion'a hands are tled
when reviewing such an application,

The traditional analyses of determining whether rates are

fair, just, and reasonable simply have no place here., While this

17 Of course, KU's existing rates have changed since its last

rate case due to the biennial roll-in of fuel costs pursuant
to BQ7 KAR 5:056, Section 1(12), and the 1986 Tax Reform Act,
However, except for these changes, KU's existing rates are
those established in its last rate case, Cape No. 8624,
General Adjustment of Electric Rates of Kentucky Utilities
Company.



procedure may, at first blush, appear to leave ratepayers without
recourse in a situation where the utility is already earning a fair
return on its investment (or capital), other provisions of KRS
Chapter 278 remain available to remedy that situation. Should the
Commisslon or an intervencr believe that XKU's earnings from its
existing rates are excessive, a proceeding to review those rates
can be initiated pursuant to KRS 278.260. Thus, the General
Assembly perceived a need to require ratepayers to he charged for
all compliance costs not included in existing rates irrespective of
the utility's current level of earnings, while leaving avallable a
complete but separate remedy in the event that existing rates
produce excessive earnings.

The AG's argument that KRS 278.183 cannot be implemented
absent an admlinistrative regulation was earlier argued and was
rejected in the Commission's May 6, 1994 Order, KRS 13A,100
specifies that the promulgation of regulations is "[s]ubject to the
limitations in applicable statutes." Pursuant to KRS 278.183, each
utility is authorized to file its individual compliance plan with
the Commission., For example, KU has proposed that Commission staff
conduct on-gite audits semiannually. Our decision as to the need
for audits and, if needed, their frequency, will be based on the
evidence in this case. Other utllities filing under KRS 278.183
may believe that their particular circumstances justify more
frequent or less frequent audits and will tailor their respectlve
compliance plans accordingly. In each case our declision will be

based on the evidence of record in that speclflc case. The
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processing of applications 1s already governed by existing
regulations and the express language of KRS 278.183 belies the
claim that more specific regulations are required.

The issue of whether KU's Kentucky ratepayers will be treated
unfalirly because KRS 278.183 applies to them but not to KU's
Virginia ratepayers or wholesale ratepayers is beyond the scope of
our jurisdiction. This Commission is empowered only with the
authority to regulate KU's rates to Kentucky ratepayers and to
enforce the provisionas of KRS Chapter 278. It is for other
regulatory agencies to determine what is falr and reasonable for
Virginia ratepayers and wholesale customers.

Nor has the AG persuaded the Commission that an investigation
of the legislative process by which KRS 278,183 was enacted would
be appropriate even 1f it were within the Commission's
jurisdiction, There is no evidence that the legislation was not
passed by the General Assembly, signed by the Governor, and in full
force and effect. If the AG belleves that KRS 278.183 was the
product of improper influence, the appropriate recourse ig to
consult with the Unlted States Attorney's Office or the appropriate
Commonwealth Attorney's Office.

While KU's incremental approach is acceptable for implementing
the surcharge, an environmental compliance rate base should be
established for use in the future, The 15 projects approved in
this Order, as well as any subsequently approved, should be
included. This environmental rate base will be maintained, with

appropriate credits for accumulated depreciation, until KU's next
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general rate case, At egach two year review, the then current
annual costs assoclated with the environmental rate base will be
incorporated into KU's base rates. Subsequent calculations of the
surcharge will be based upon the then current costs associated with
this continuing environmental rate base less the amount
incorporated into base rates. At such time as KU files a general
rate case, all environmental costs will be identified and a new
environmental rate base established.

Quallfying Costs

KU proposed that its Rate Schedule ES include a return on its
Environmental Compliance Rate Base ("rate base"), the incremental
change in five specific OsM expense subaccounts, and other specific
operating expenses related to pollution control  capital
expenditures. KIUC followed a similar approach in its calculation
of an environmental surcharge.

Rate Base., KU's rate base was calculated in a manner similar
to the approach used by the Commission in general rate cases. A
working capital allowance was included reflecting 1/8th of the
annual lincremental O&M expenses related to pollution control
equipment, Under KU's proposal, the working capital allowance
would not appear in the calculatlions until 1995 because of the
proposed use of a 1994 calendar year baseline for OsM expenses. KU
initially proposed including the purchase prices of emisslon

allowances which remain in the allowance bank in inventory,!? but

18 Willhite Direct Testimony, at 5.
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subseguently indicated that all emigsicon allowancea would be
included in the rate base, at their average inventory price.}’

The rate base proposed by KU should be used to determine the
return on environmental capital expenditures, with one
modification. The ending inventory of emission allowances should
be included using the weighted average cost methocd required by the
Federal Energy Regulatory Commission ("FERC"). Baged on tho
Commission's decislon concerning the OsM expense baseline, infra,
a working capital allowance will be inciuded beglinning the firat
month the surcharge is billed to ratepayers.

Pollution Control Operating Expenses ("PCOE")., KU ldentifled

the following expenses related to pollution control facllities as
PCOE in Rate Schedule ES: the monthly incremental change in O&M
expenses, monthly depreciation and amortizatlon expenses, monthly
property taxes, and lts monthly insurance expense, The incramental
OsM expenses will reflect the total change in five specific
subaccounts designated by KU to track pollution control related
O&M. KU proposed the 12 months ending December 31, 1994 as the
baseline perlod for these OsM expenses., It was willing to forgo
using an earlier time period?® which would have resulted in higher
incremental O&M expenses and proposed this pericd because it

immediately preceded the scheduled operation date for the Ghent 1

19 Response to Item 49(d) of the Commission's March 4, 1994
Order.

20 Response to Item 40(b) of the Commisslon's Aprll 6, 1994
Order.
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socrubber,? KIUC's calculations of a surcharge utilized this same
assumption.??

The use of the environmental compllance-related expenses
identifled by KU as PCOE in determining the surcharge should be
adopted with three modifications. PFirst, KRS 278,183(4) requires
that the cost of any consultant employed by the Commission to
asslet in reviewing a utility's compliance plan be included in the
gurcharge., Therefore, thils cost should be included in PCOE, with
amounts already billed and paid included in the calculation of the
firat monthly surcharge and subsequent blllings recognized in the
months as billed. Second, the emission allowance expense, defined
a8 Account No. 509 by FERC, should also be included in PCOE. KU
did not include this expense in its proposed Rate Schedule ES, but
dld include it when determining the impact of the proposed
surcharge on ratepayers over its first two years.?’ Finally, the
O&M expense baseline should be the 12 months ending May 31, 1994,
the perlod immediately preceding the first expense month to be
included in the surcharge. It is not reasonable to define the
baseline period as the 12 months immediately before a major
pollution control investment becomes operational. Setting the O&M

expense bapeline as the 12 months ending May 31, 1994 more

i Response to Item 62(a)(l) of the Commission's March 4, 1994
Order.

a Palkenberg Direct Testimony, Exhibit No. RJIF-10.

33 Willhite Direct Testimony, Exhiblt 1 (Proposed Rate Schedule
ES8) and Exhlbit 5, page 2 of 3 (Illustration of Typical Month
Surcharge Levels - Pollution Control Operating Expenses).
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accurately reflects the perliod prior to the recovery avallable
through the surcharge than does KU's proposal.

KU did not propose including any environmental compllance-
related administrative and general expenses in the OsM expense
baseline, having determined these costs to be insgignificant when
measured as an ilncrement agalnst the baseline.? 'the Commission
will not require it to do so. KU will be required to provide
account descriptions for the five O4M subaccounts to ba used In the
surcharge. They should be Fflled with the flrst surcharge
calculation and may not be changed wlthout prior Coummisslon
approval. If KU later wishes to include administrative and general
expenses in the surcharge, such a request will be consldered only
at the start of the next 2-year perlod.

Proceeds from By-Product and Allowance Salas, KU reguested

that the Commission defer ruling on how the proceeds from by=-
product and emission allowance sales should be reflected In the
surcharge untll KU developa ‘"guldelines" for treating these
transactlons. However, KU recognized the need to address the use
of allowance sales to mitigate near~term impacts on rates in the
Reassessment Report and the Updated Reaspessment Report,?

KU'a concern over the proper treatment of procveeds from
emission allowance sales s understandable, However, thls lssue

should not be deferred untll KU can put forward a propesal. KU has

24 Response to Item 55 of the Commisglon's March 4, 1994 Order.

25 Reassessment Report at page 2 and Updated Reassessment Raepotrt
at page 1.
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been aware of this lssuo at leaast aince Beptember 1993 and haa yet
to produce a propoeal for consldoration, It has Indicated
repeatedly that the proceeds from by-product and emission allowance
sales should be included in the msurcharge caleculations as an
offset, Therefore, all sales revenues, unadjusted for g¢gains or
losses, should be reflected as an offpet Iin the surcharge. Given
the treatment of allowances in the rate base and the PCOR, thls is
the most egquitable treatmant, Bales of by=-products phould be
treated in the same manner. As suggoested by KU, ravenues from the
EPA's 1993 Auctlon should be crodlted to the ratepayers In the
first month of the surcharge.’’ BSubsequent pales revenues should
be reflected in the month the revenues are recelived.

In the Reassessment Report and the Updated Reassessment
Repart, KU acknowledged the need to develop a sirategy which would
permit it to hold a prudent number of allowances to meet unexpeoted
needas.?’ During the review of lts 1993 Intograted Hesource Plan,
KU described the factors it belleved were necessary to develop an
allowance management strategy.?’ KU should develop and file an
Emission Allowance Management Strategy Plan by the time of the

firast 6-month surcharge review. Changes made In the strategy, with

o T.E., Vol. I, May 25, 1994, at 1%4, and KU Brlef, at 40,

1 Reassesement Report at page 22 and Updated Reoagsessmant Report
at page 1l1.

#h Response to Item 94 of the Commipslon Btaff's December 14,
1993 Data Request, Case No., 93-3B2, A Review Pursuant to 807
KAR 5:068 of the 1993 Integrated Resource Plan of Kentucky
Utilities Company.

-17=



appropriate supporting explanations, may be filed during subsequent
6-month reviews. A complete, updated plan should be filed during
the 2-year review., Appendix A of thig Order provides an ocutline
for the allowance management strategy plan,

Review and Audlt Procesa

KU ham 8stated that operation of the surcharge should be
aimilar to the PFAC. It included as part of its surcharge
application a series of reporting formats for the monthly surcharge
calculation which is acceptable, with some modifications, The
reviged formats are attached to this Order as Appendix B, which
includes formate for information to be filed at the time of the 6-
month and 2-year reviews. The information in the monthly formats
should be filled when KU submits the amount of the monthly
surcharge. As experience is gained in the monthly reporting and
review processes, the Commission may modify these formats or
prescribe additional formats. A form to be prepared by KU when it
proposes to include a new capital investment in the surcharge has
also been included,.

The 6~month and 2-year reviews will be conducted in formal
proceedings initiated by the Commission, Although KU has suggested
that the Commission Staff perform on-slte audits every & months,
the Commission will have its Staff perform on-site audlits as deemed
necessary. The Commission accepts KU's proposal to calculate an
over~ or undor-recovery cost factor during the 6-month review,
beginning with the first month of the 6-month expense period

following Commission approval,
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Formula to Calculate the Surcharge

The formula te calculate the surcharge gross revenue
requirement, as modified by this Order, is as follows:

E{m) = (RB/12)[ROR + (ROR - DR}(TR/(1 - TR})] + PCOE =~ BAS

Where:

E(m) = Environmental Surcharge Gross Revenue Requirement

RA = Envirenmental Compliance Rate Base

ROR = Rate of Return on Environmental Compliance Rate Base

DR = Pollution Control Bond Rate

TR a Composite Federal and State Income Tax Rate

PCORE = Pollution Control Operating Expenses
[Incremental O&M Expenses (+/-), Deprsciation
and Amortlzation Expense, Property Taxes,
Insurance Expense, Emisgion Allowance Expense,
and Surcharge Consultant Fee]

BAS = Gross Proceeds from By-Product and Allowance Sales

E(m) is divided by the Average Monthly Revenue for the 12 Months
Ending with the Current Expense Month R(m)} which results in an
Environmental Surcharge Factor.

RATE OF RETURN

KU proposed a rate of return of 5.85 percent as an interim
rate for the limited purpose of thip case. The rate ls based on
the actual cost of KU's last peollution contrel bond issue In
December 1983, No other party proposed an alternative return, KU
qualified thig rate as interim, stating that after its next general
rate case the return should be that authorized in the rate case,
KRS 278.183 does not provide Efor an linterim return, only a
reasonable return, The Commission, having considered the evidence

presented in this case, f£inds a return of 5.85 percent reasonable.
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SURCHARGE ALLOCATION

KU propopen to calculate the surcharge as a percentage of
total revenues which will then be applied to customers' bille, In
this manner, all cuptomors will receive equal percentage increases
to their monthly electric billa., This method ensures that all
customer claspoos are charged a proporticnate share of the costs of
environmental compliance. One of KU'a stated goals in developing
the proposcd purcharge was to aveld sligniflcant changes in the
allocation of costs reflected in oxisting rates. As its current
rates, and the rosulting revenues, reflect existing cost
allocations, KU contends that its production cost analysis supports
allocating the surcharge amounts based on revenues. It further
states that lte proposal will be better understood by customers,
oimpler to administer, and more oasily monltored by the Commisslion.

The AG arguen that a cost-pf-porvice study is needed to
allocate surcharge rovenues between cuptomer classes. Absent such
a study, the AG recommonds that demand and energy allocators it
doveloped for cach of the 15 construction projecte included in KO's
surcharge plan be used to assign the surcharge amounts to the
cugtomer claseen. The AG contends that the energy allocator should
be used for Ghent 1 scrubber costo, which account for the majority
of the projected surcharge c¢oots, because: (l) the use of the
allocator is conslotent with alternative, energy-driven compliance
gtrateglen;s {(2) the cost o©f the scrubber would be allocated in a
cost-of~pervice atudy based on average demand, a surrogate for an

energy allocatory and (3) the scrubber will reduce fuel costs and
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its costs should be allocated in the same manner as fuel costs
would be allocated. The AG's proposal would result in a reduced
allocation of costs to the residential class.

KIUC recommends allocating surcharge amounts following
historic Commission practice and established coat-of-service
principles. KIUC maintains that the cost of a scrubber does not
vary with the energy output of the generating unit and therefore
should not be allocated based on energy. Rather, it argues that
the capital costs of pollution control equipment are demand-related
and should be allocated based on demand., As a surrogate for a
demand-~based cost-of-sarvice allocation, KIUC recommends a
percentage of revenues approach calculated using non-fuel revenues
rather than total revenues. KIUC's approach would result in a
reduced allocation of costs to the industrial class.

In a limited proceeding such as this, the allocation of coets
reflected in existing rates should be maintained absent a
compelling argument to the contrary. The intervenors argued for an
allocation based on cost-of~service principles but did not present
compelling arguments for departing from the existing allocation of
costs nor did they file cost-of-service studies to support their
poeitions. The Commission has frequently used a percentage of
revenues method to maintain the allocation of costs reflected in
existing rates absent a cost-of-service study or when those filed
have been rejected. KU's approach achieves this result and is
consistent with its production cost analysis, the results of which

were not refuted by any party. Furthermore, KU's proposal would in
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fact be simpler to administer, better understood by customers, and
more easily monitored by the Commission,

IT 1S THEREFORE ORDERED that:

1, KU's surcharge plan, consisting of 15 projects to meet
federal, state and local environmental regulations is approved.

2, KU's Rate Schedule ES is approved as modified herein for
service rendered on and after July 20, 1994,

3. KU's proposed Rate Schedule ES is denied.

4. KU shall develop an Emission Allowance Management
Strategy Plan as outlined in Appendix A. The plan shall be filed
at the time of the first 6-month review, with changes reported at
each subsequent 6-month review, and a full updated plan filed
during each 2-year review.

5. KU's rate of return of 5,85 percent for the environmental
gurcharge is approved.

6. KU's percentage of revenue allocation method is approved.

7. The reporting formats included in Appendix B shall be
used, as specified therein, for each monthly f£iling, 6-month
review, 2-year vreview, and new pollution control capital
investments.

B. Within 10 days of the date of this Order, KU shall file
with the Commission revised tarlff sheets setting out the Rate

Schedule ES as approved herein.
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Done at Frankfort, Kentucky, this 19th day of July, 199.

PUBLIC SERVICE COMMISSION

¢e Chalrma

£

yssioner

ATTEST:

Executive Director




APPENDIX A
APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE COMMISSION
IN CASE NO. 93-465 DATED July 19, 1994,

EMISSION ALLOWANCE MANAGEMENT STRATEGY PLAN
Suggested Format

1. Introduction =~ Presents the compliance plan that
identifies the currently assumed allowance inventory and the
objectives of managing allowances,

2. Allowance Management Strategy - Analyzes KU's available
alternatives and presents the currently assumed allowance
inventory.

3. Contingency Reserve - Discusses KU's potential need for
an allowance contingency reserve which would be required to ensure
adequate allowances exist to cover unanticipated events that would
increase emissions.

4. Allowance Management Plan - Presents an allowance plan
that guides future allowance related activities in accordance with
KU's overall allowance strategy and cbjectives.

5. Implementation Plan - Discusses the activities planned
over the next 12 months to implement the allowance strategy and
management plan.

At a minimum, the emission allowance management strategy plan
should address the following issues. This listing is not intended
to be all inclusive,

] Objectives for strategy {i.e., balance costs and risk,
malntain flexibility to respond to market development,
provide adegquate contingency reserve.)

. Forecast of emisslion allowance balances and role of
emigsion allowances in the broader acid rain compliance
plan.

] Forecasts of emission allowance prices,

] Understanding of current market prices and activity.

® Understanding of allowance market mechanisms (i.e.,

auctions, private trades.)

] Analysis of alternative strategies (banking, sales,
portfolio approaches.)

' Development of appropriate contingency reserve levels.



Valuation of emission allowances for planning (i.e.,
economy energy pricing, power plant dispatch.)

Internal organization issues {assignment of allowance
management responsibilities.)

Tracking and reporting.



APPENDIX B

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE COMMISSION
IN CASE NO. 93-465 DATED July 19, 199%,

INDEX OF REPORTING FORMATS FOR THE KENTUCKY UTILITIES COMPANY

ENVIRONMENTAL SURCHARGE
[Monthly, 6-Month Review, 2-Year Review, and Future Projects)

Monthly Reporting Formata:

ES Form 1.0 Calculation of E(m) and Environmental Surcharge
Factor

ES Form 2.0 Revenue Requirements of Environmental
Compliance Costs

ES Form 2.1 Plant, CWIP & Depreciation Expense

ES Form 2.2 Inventory of Spare Parts & Limestone

ES Form 2.3 Inventory of Emission Allowances

ES Form 2.4 Calculation of Incremental OsM Expenses and
Determination of Working Capital Allowance

ES Form 2.5 Pollution Control Operating & Maintenance
Expenses

ES Form 3.0 Monthly Average Revenue Computation R(m)

Six-Month and 2-Year Review Formats:

ES Form 4.0 Recap of Rilling Factors and Revenue
ES FPorm 4.1 Recap of Environmental Compliance Rate Base
ES Form 4.2 Recap of Pollution Control Operating Expenses

Future Proijects:

ES Project New Pollution Control Capital Investments
[To be completed only when proposing an

additional capital investment for

inclusion in the surcharge.]



ES Form 1.0

KENTUCKY UTILITIES COMBPANY ~ ENVIRONMENTAL SURCHARGE REPORT
CALCULATION OF E{m) AND ENVIRONMENTAL SURCHARGE PACTOR
For the Expense Month of

CALCULATION OF E(m)

E{m} = (RB/12){ROR + (ROR - DR)(TR/(1 - TR))] + PCOE - BAS
Where:
E(m)} = Environmental Surcharge Gross Revenue Requirement
RB =  Environmental Compliance Rate Base
ROR = Rate of Return on Environmental Compliance Rate Base
DR = Pollution Control Bond Rate
TR = Composite Federal & State Income Tax Rate
PCOE = Pollution Control Operating Expenses
BAS = Gross Proceeds from By-Product and Allowance Sales
RB = $
RB/12 = g
[ROR + [ROR - DR)(TR/{1 =~ TR))] =
PCOE = §
BAS =5
E(m) = §

CALCULATION OF ENVIRONMENTAL SURCHARGE FACTOR

E(m): Environmental Surcharge Gross
Revenue Requirement S

R{m}: Average Monthly Revenue for the
12 Months Ending with the
Current Expense Month = §

Environmental Surcharge Factor: E(m)/R(m} =
(% of Revenue)

Effective Date for Billing:

Submitted By:

Title:

Date Submitted:




ES Form 2.0

KENTUCKY UTILITIES COMPANY - ENVIRCNMENTAL SURCHARGE REPORT
REVENUE REQUIREMENTS OF ENVIRONMENTAL COMPLIANCE COSTS
For the Expenge Month of

DETERMINATION OF ENVIRONMENTAL COMPLIANCE RATE BASE

Elfgible Pollution Control Plant $

Eligible Pollutfon Control CWIP Excluding AFUDC -]

Subtotal [

Additiconse:;

Inventory - Spare Parts

Inventory ~ Limestone

Inventory - Emlssion Allowanceos

n o | »

Pollution Control Working Capital

Subtotal $

Deduct fong:

Accumulated Depreclation on Eligible
Pollution Control Plant ]

Pollution Conteol Deferred Income Taxes s

Pollution Control Deferrced
Investment Tax Credlt s

Subtotal $

Environmental Compliance Rate Basce s

DETERMINATION OF POLLUTION CONTROL OPERATING EXPENSES
-

S
Monthly Incremental Operation & Mafintenance Expense (+/-) 1
Dopreciation & Amortization Expense for Month s
Taxes Other Than Income for Month [3
Insurance Expense for Month ]

Emigsion Allowance Expense S
Surcharge Consultant Fee for Month s
Total Pollution Control Operating Expenses 1
PROCEEDS FROM ALLOWANCE SALES DURING MONTH
Allocated Allowances Allowances Total Proceeds
Allowances from from from from
EPA Over-Contsol Purchases Allowance Sales
| & S S $




RENTUCKY

UTILITIES COMPANY - ENVIRONMENTAL SURCHARGE
For tho Month Endod |

EB ¥orm 2.1

PLART, CWIP & DEPRECIATION EXPFENSE

Project
Dencription

Plant in
Bervice
anlance

Exclude
Chatgan
Prior to
06/30/02

Eligiblae
Plant
Amounts

Eligible
Aocum,
Daprec.

Eligible
Hst Plant
in
Niarvice

CWIp
Amaunt
Excluding
AFUDC

Eliglble
Net Book
Valus

Monthly
Data
Deprea,
ExXpenne

Scrubber

Gypsum Btacker

Flue Gas
Dlapersion

Emission Monitors

EWBl & 3 - Butner
Hodificatlion

EWB2, GHl & GR4 -
Burnar
Modification

Ash Pond
Elevatlion

Hew Ash Btorage

Precipltator &
Ash Handling

Ash Pond
Filtration Bystem

Precipitator -
All Plants

Pracipitator -
Ghent 1

Precipitator -
Brown 1

Dry Fly Ash
Handling

Dust Elimination
Byatem

Totals




ES Form 2.2

RENTUCKY UTILITIES CONMPANY — ENVIRONMENTAL BURCHARGE - INVENTORIES OF SPARE PARTS & LIMESTONE
For the Month Ended

Beginning
Inventory

Purchases

Utilined

Cther
Adiustments

Ending
Inventory

Reascon(a) for
Adjustments

apace Parts

Green Rlver

B. W. Brown

Ghent

Tyrone

Pineville

Limeatens

At Ghent

Tona

Doallars

$/Ton

At diean River

Tons

Dollarn

§8/Ton




E8 Porm 2,3

RENTUCKY UTILITIES COMPANY - ENVIRONMENTAL BUACHARGE - INVENTORY OF EMIBSBION ALLOWANCER
¥or the Month Ended

Daginning
Inventory

Allgcations/
Purchanes

R

treflined

Hold

knding
Inventory

Allocatlon,

Purchase or

fale Date &
Vintage Yeats

TOTAL RMISHION ALLUWANCKB IN INVENTORY, ALL CLANAIPICATIOND

Quantity

pollare

1/Al)ovance

ALLOCATED ALLOWANCES FROM EPA

Quantity

ALLOWANCEE FROM OVER-CONTROL (OVER-ACRUBBING)|

uantity

>

ALLOWANCEE PRAOM PURCHAHKB1

Quantity

Dollare

$/Allovance

KU im reguired to maintaln sdsquate allowance records which will sllow ready léantification of the pumber of each

classification of allowancas incliuded in Ending Inventory.
il




ES Form 2.4

KENTUCKY UTILITIES COMPANY - ENVIRONMENTAL SURCHARGE
CALCULATION OF JNCREMFNTAL QLM EXPENSES AND DETERMINATION OF WORKING CAPITAL ALLOWANCE
For the Month Ended

L_ Incremental OtN Exponsen Determination of Working Capltal Allowance

11th Previous Month 12 Nonth Incremsntal 0N
Exparnses to be

10th Previous Month Included in
Workling Capltal

9th Previous Month Aliowance

8th Previous Month One eighth (1/8) ©f
12 Nonth Incremental

7th Previous Month OLN Expenses

6th Previous Month

5th Previous Month Pollutien Control
Working Capital

4th Previocus Month Allowance

3rd Previocus Nonth

Note:
2nd Previous Month

The Monthly Incremental OiM ls obtained by dlviding
Pravious Manth the 12 Month Incremental OtM by 12. The resulting
amount ls to be recorded as a (+) or (-) on E8 Form

2.0 under “Determination of Pollutlion Control Operating
Expansen,”

Current Month

Total 12 Month O4M

Less Hameline
{12 Monthe Ended 0%-/31/94)

12 Month Incremental Q&M

Monthly Incremental O4M

Instructions:

At the time of KU's first surcharge filing, a ES Form 2.5 is to be prepared for each month shown for the
twelve month period ending with the current expense month.

At the time of KU's first surcharge filing, provide a ES Form 2,5 which shows the amounts for each
subaccount listed for the twelve months ending May 31, 1994,




ES Form 2.5

KENTUCKY UTILITIES COMPANY — ENVIRONMERTAL SURCHARGE
POLLUTION CONTROL OPERATING & MAINTENANCE EXPENSES
For the Month Ended

Pollutlion Control Current
Operating and Malntenance Green E. W, Month
Exponaes River Brown Ghent Tyrone Plneville Total

5020%PC - Berubbsr Operatlon

$1209PC = EBcrubber Malntsnance

$1207PC - Ash Handling - Malntenance

S0603PC - CEMS & Precipitators
Operatlion

51208PC - CEMS & Precipltators
Malntsnance

Total PC OFM Expenss

Instructions:

At the time of KU's first surcharge fliling, prepare a aeparate ES Form 2.5 for each month included in the
twelve month period ending with the current expense month,.

At the time of KU's flrst surcharge filing, provide an account description for each of the listed
subaccounte.

In any month where significant changes occur in the flve subaccount expense levels, attach to this form
an explanation of the rcason(s) for the changse.



KENTUCKY UTILITIES

COMPANY — ENVIRONMENTAL SURCHARGE -
For the Month Ended

ES Form 3.0

MONTHLY AVERAGE REVENUE COMPUTATION R(m)

Kentucky Jurisdicticnal Revenue Nen Jurls- Total Company
dictlonal
(1) (2) (3) (4} ] (5) (6) (7) (8) (9)
Total Total
Fuel Environ- Excluding Excluding
Base Clause mental Environ, Environ,
Month Revenues Revenues Surcharge Total Surcharge Total Total Surcharge
{2}+(3)+(8) (5)-(4y (5)+{7) {8)-(4)
1
2
3
5
6
7
8
9
10
11
12

Month Average of Total Company Revenues Excludling Environmental Surcharge,

For 12 Months Ending




KENTUCKY UTILITIES COMPANY - ENVIRONMENTAL SURCRARGE
SIX MONTH AND TWO YEAR REVIEW

RECAP OF BILLING FACTORS AND REVENUE

ES Form 4.0

For the Period through
(1) (2} LE)) (4} {5) i6} (7) (8) (9)
E(m) Net 8lx
Groanm Total Honth & KY FRetall Total
Environ. Company Environ. Eaviron. Juris, KY Juris. Company
Current Eurchargo Revenue Surcharge Surcharge Rovenue Environ. Qver/ Cver/
Expense Rovenus [Incl., FAC Billing Billing [Inci. FAC Surchatrge (Under) (Under)
Month Requlroment Excl. ES) Factor Factor Excl. ES) Revenus Collection Collectlon
[Note 1) {Hote 2) {Note 1) [Note 4] [Note 5] [Note 6]

For each Expense Month included in the § Month Review Period, list the appropriate bhilling factors and revenues.
At the 2 Year Review, provide this information for the entire review pericd.

Note 1: E{m) = (RB/12}{ROR + (ROR -~ DR}(TR/{1 - TR}}} + PCOE - BAS

Note 2: 2Znd previous month Column 2 / 2nd previous menth Column 3

Note 3: Net of the month's Environmental Surcharge Factor and the appropriate Over/(Under) Collection
adjustment. Show the calculation of the Over/{Under) Collection adjustment on a separately attached
worksheet.

Note 4: Column & times Column 6

Note 5: Column 5 times {current less 2nd previous month Column 6)

Note 6: (Column 8 times Column 3} / Column 6. Converts Over/(Under) Collection to Total Company Level.



KENTUCKY UTILITIES COMPANY -~ ENVIRONMENTAL SURCHARGE
BIX MONTH AND TWO YEAR REVIEW
RECAP OF ENVIRONMENTAL COMPLIANCE RATE BASE

Ef Form 4.1

For the Period through
(1) (2 3) (4) {3) (8) (7) (8) {9)
e A E .l
Additlons Deductions
. H
Accumulated Environ-
Fligible Depreciation Pollution mental
Pollution Inventorien Pollutlon on Pollution Control Compl lance
Eligible Control Bpare Parts, Control Eligible Control Deferred Rate Base
Current Pollution CWip Limestone & Workling Pollution Defarred Investment {Col., {2)+
Expense Control Exrluding rmission Capital Control Incoma Tax {3)+(4)+(5)
Month Plant Arubc Allovances Allowance Plant Taxes Credits '(5);(7)'
i — ‘m’ |
e v e -
For each Pxponoe Month included in the 6 Month Review Period, list the appropriate components of the

Environmoental Compliance Rate Bane.
At the 2 Yaear Revieow, provide this information for the entire review period,



KENTUCKY UTILITIES COMPANY - ENVIRONMENTAL SBURCHARGE
SIX MONTH AND TWO YEAR REVIEW

RECAP OF POLLUTION CONTROL OPERATING EXPENSES

ES Form 4.2

For the Period through
(1} (2) (3} (4} {5} {6) £7) (9)
Total
Incromental Pollution
Cperation & Depreciation Control
Current Maintenance and Froperty Emisnlon Burcharge Operating
Expsnse Expensan Amortization Insurance Tax Allowancs Conmultant Exporinen
Month {+ or =) Expenas Expense Expenze Expsnses Fow {Col, 2
thru 7)

For each Expense Month included in the 6 Month Review Period, list the appropriate components of the Pollution

Control Operating Expenses.
At the 2 Year Review, provide this information for the entire review perlod.



KENTUCKY UTILITIRS COMPANY
NEW POLLUTION CONTROL CAPITAL INVESTMENTH

RS Projeot

PRCJECT TITLE and DESCRIPTION:

N,

Dollar Amount of Projsct
[Deeignate am Actual (A) or Eatlmated (K))

List Applicable Environmental Regulation{s)

List Applicable Environmental Permit(e)

Indicate Constructlion Scheduls
[Designate as Actual (A) or Estimated (K))

Indicate Pollutant or Waste By-Product to be
Conttolled by Project

Denignate the Affected Gensrating fHtation
and the Control Facilltry

List ALl Internal Enginesring or Economic

Studies Completed ln Bupport of the Project
[KU should be prepared to provide access to
any listed study if so requested]

Identify the Mansgement Authority who
Approved the Project

List any Internal work Order Numbers
Applicable to the Project

A geparate form ie to be completed for each proposed project.
Attach additional sheets as necessary.

Bubmitted By

Title:

Date Submitted:




