
































unless otherwise expressly limited or expressed by statute.* In the present proceeding, the
Commission’s authority to determine how the Company’s rates should reflect the net cost of
natural gas purchased in anticipation of real-time energy market dispatch, but not burned, and
subsequently sold, is clear and unmistakable.

Pursuant to KRS 278.030(1), “[e]very utility may demand, collect and receive fair, just
and reasonable rates for the services rendered or to be rendered by it to any person.” The
Commission is afforded significant discretion in determining what rates are “fair, just and
reasonable,” and may, while exercising its discretion, embrace various considerations,
calculations and methodologies to arrive at an end result.* Ultimately, the Commission’s goal is
to reach a reasonable decision that effectively balances the interests of a utility and its
ra‘[epayers.46

B. Relief Requested by Duke Energy Kentucky
In this proceeding, Duke Energy Kentucky requests that the Commission accept the

Company’s proposed accounting and rate treatment for the net cost of gas purchased in

anticipation of real-time energy market dispatch, but not burned, and subsequently sold. Duke

4 See KRS 278.040(2); Kentucky Public Service Comm’n v. Commonwealth of Kentucky, ex rel. Conway, 324
S.W.3d 373, 383 (Ky. 2010) (“In sum, we agree with the view that the PSC had the plenary authority to regulate and
investigate utilities and to ensure that rates charged are fair, just, and reasonable under KRS 278.030 and KRS
278.040.”).

* See National Southwire Aluminum Co. v. Big Rivers Electric Corp., 785 S.W.2d 503, 513 (Ky.App. 1990) (“[The
Commission] has many appropriate rate-making methodologies available to it, and it must have some discretion in
choosing the best one for each situation. Again, we must look more to whether the result is fair, just and reasonable
rather than at the particular methodology used to reach the result.”) (citation omitted); see also Kentucky Indus.
Utility Customers, Inc. v. Kentucky Utilities Company, 983 S.W.2d 494, 498 (“[TThe Commission has discretion in
working out the balance of interest necessarily involved and that it is not the method, but the result, which must be
reasonable.”) (citing Federal Power Comm'n v. Hope Natural Gas, 320 U.S. 591, 64 (1944)).

4 See National Southwire, supra, at 513 (quoting Jersey Central Power & Light Co. v. Federal Energy Regulatory
Comm'n, 810 F.2d 1168, 1177 (D.C. Cir. 1987) (“In reviewing a rate order courts must determine whether or not the
end result of that order constitutes a reasonable balancing, based on factual findings, of the investor interest in
maintaining financial integrity and access to capital markets and the consumer interest in being charged non-
exploitative rates...those choices must still add up to a reasonable result.”)
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Energy Kentucky contends that the cost of natural gas procured for use as generation fuel, netted
against the proceeds from the sale of that same gas (positive or negative), should be included as
part of the net costs of off-system (non-native) sales shared through the Company’s Profit
Sharing Mechanism (Rider PSM).*’” The Company’s proposal is to account for the difference in
price between volumes of gas purchased and subsequently sold during the period of January
through February of 2014, as well as the difference of any future sales of unburned fuel that may
be necessary or appropriate.
C. Rider PSM and Rider FAC

Rider PSM is the mechanism under which Duke Energy Kentucky shares with its
customers the costs and benefits associated with net off-system (non-native) sales from
Company-owned generating assets. At its inception, Rider PSM contemplated that the
Company’s customers would: (1) receive 100% of the net profits from off-system sales, up to
$1,000,000; (2) share equally with the Company any net profits from off-system sales that
exceeded $1,000,000; and (3) receive 100% of all net profits stemming from the sale of emission
allowances.”® Rider PSM was subsequently amended at Duke Energy Kentucky’s initiation to
include net proceeds from the ancillary services market when the Company was then a member
of the Midcontinent Independent System Operator (f/k/a Midwest Independent System Operator
or MISO).* Most recently, in 2011, the Commission ordered an amendment to Rider PSM to

substantially increase the benefit accruing to customers such that customers receive not only the

7 See Steinkuhl Testimony, at p. 4.

8 See In the Matter of Application of the Union Light, Heat and Power Company d/b/a Duke Energy Kentucky for
an Adjustment of Electric Rates, Case No. 2006-00172 (December 21, 2006).

* In the Matter of the Application of Duke Energy Kentucky, Inc., to Modify its Profit Sharing Mechanism to
Account for Changes in Off-System Sales Due to the Initiation of the Midwest Independent System Operator
Ancillary Services Market, Case No. 2008-00489 (January 30, 2009).



first $1,000,000 in net profits from off-system sales (including net profits from ancillary
services), but also the next 75% of any net profits in excess of $1,000,000.°° These remain Rider
PSM’s terms at present.”’

Under Rider PSM, the Company computes the net margins realized by the Company
from off-system energy sales, ancillary services, and emission allowance sales.”? In order to
determine net margins, costs attributed to generating off-system sales revenues, such as hedging
losses, variable operations and maintenance costs, and consumed-fuel expenses, are netted
against revenues related to off-system sales, such as off-system energy sales, ancillary services
revenues,>> and PJM Balancing & Day-Ahead Operating Reserve Credits (to the extent such
credits are allocated to non-native load). The Company’s monthly net margins from off-system
sales are netted together annually and only shared with customers if there is a profit.**

Related to, though wholly distinct from, the Company’s Rider PSM is its Fuel
Adjustment Clause (Rider FAC). While Rider PSM allows the Company to recover, inter alia,
the cost of fuel consumed or burned to serve non-native load, Rider FAC allows the Company to

recover the cost of fuel consumed to serve native load.> In order to determine whether a

% In the Matter of the Application of Duke Energy Kentucky, Inc. for Approval to Transfer Functional Control of its
Transmission Assets from the Midwest Independent Transmission System Operator to the PJM Interconnection
Regional Transmission Organization and Request for Expedited Treatment, Case No. 2010-00203 (December 22,
2010).

3! See Steinkuhl Testimony, at p. 4; see also HVR at 14:17:46.
32 See HVR at 14:09:45.

53 The total monthly ancillary service revenues are netted with the total monthly ancillary service costs and only
included in Rider PSM if the monthly result is a net profit.

3% See Duke Energy Kentucky’s Response to Commission Staff's Second Request for Information, Request No. 7
(filed June 6, 2014).

% See Steinkuhl Testimony, at p. 5. Lost opportunity payments, which are a component of the PJM Balancing
Operating Reserve, are also run through Rider FAC to the extent such payments are allocated to native load. See
Duke Energy Kentucky’s Response to Commission Staff’s First Request for Information, Response No. 3 (filed May
9,2014).
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particular cost (or revenue) is allocated to native load or non-native load, the Company utilizes
an after-the-fact generation cost model to economically dispatch on an hourly basis the demand
(load) with available supply resources (i.e., generation or purchases), which are economically
stacked. The production costs are generally prioritized from lowest cost to highest cost, and the
model economically allocates the production costs for servicing native load such that native load
is allocated to the lowest cost supply resource. In any event, Duke Energy Kentucky native
customers only pay for fuel charges associated with the units that are allocated to native load.*
The terms and operation of the Company’s Rider FAC are governed by 807 KAR 5:056
(the FAC Regulation), which “prescribes the requirements with respect to the implementation of
automatic fuel adjustment clauses by which electric utilities may immediately recover increases in
fuel costs subject to later scrutiny by the Public Service Commission.”’ Importantly, the FAC
Regulation, among other things, generally contemplates the recovery of costs for fuel
“consumed” at a utility’s generating stations.’® If the natural gas which is the subject of this
proceeding had been consumed (i.e., burned as fuel) at Woodsdale, rather than sold out of
necessity due to TETCO’s operational imbalance and Imbalance Posting limitations, the cost of
the gas would flow through the appropriate Rider (FAC or PSM) depending on the allocation

(native versus non-native) as determined by the after-the-fact generation cost model.”® The facts

% For further discussion of the after-the-fact generation cost model employed by the Company to allocate
costs/revenues to native load versus non-native load, please refer to Steinkuhl Testimony, at pp. 6-7; see also Duke
Energy Kentucky’s Response to Commission Staff’s First Request for Information, Request No. 4 (filed May 9,
2014).

7807 KAR 5:056.
%% See 807 KAR 5:056 Section 1(3)(a).
% See Steinkuhl Testimony, at p. S5; see also HVR at 13:59:18, 14:25:27.



relevant to this proceeding, however, reveal that no fuel has been “consumed,” and thus the FAC
Regulation does not provide the best accounting treatment for ratemaking purposes.*
D. The Company’s Proposed Accounting Treatment is Reasonable

As stated, Duke Energy Kentucky believes that the cost of natural gas procured for use as
generation fuel, netted against the proceeds from the sale of that same gas (positive or negative),
should be included as part of the net costs of off-system (non-native) sales shared through the
Company’s Rider PSM. In light of the revenues received by Duke Energy Kentucky’s customers
as a result of the Company’s operations within PJM, as well as the nexus between the costs at
issue and the benefits which flow through the Company’s Rider PSM, Duke Energy Kentucky
respectfully submits that its proposed accounting treatment is fair, just and reasonable.

1. Customers Received a Net Benefit through the Company’s Operation in PJM

Duke Energy Kentucky’s customers directly benefitted from the Company’s participation
in the PIM day-ahead and real-time energy markets during the relevant time period.®’ The
Company’s actions within PJM provided sufficient benefits to outweigh the cost of running the
Woodsdale units, including the total cost of fuel and losses attributable to the sale of gas.”

Due to the high demand for natural gas that existed during the relevant timeframe, the

Company determined that the risks associated with natural gas availability and price volatility

¢ The Company believes that recovery of the relevant costs through Rider FAC would, in fact, be reasonable. See
Steinkuhl Testimony, at p. 5. Indeed, certain of Duke Energy Kentucky’s sister utilities do recover such costs
through their respective fuel adjustment mechanisms. See Duke Energy Kentucky’s Response to Commission
Staff’s First Request for Information, Request No. 1 (filed May 9, 2014); Duke Energy Kentucky’s Response to
Commission Staff’s Second Request for Information, Request No. 1 (filed June 6, 2014). Nonetheless, the
Company acknowledges that, absent a Commission Order, Kentucky’s FAC Regulation does not contemplate
recovery of costs for fuel that was not consumed.

6! See Duke Energy Kentucky’s Response to the Attorney General’s First Request for Information, Request No. 3
(filed May 9, 2014); Duke Energy Kentucky’s Response to the Attorney General’s Second Request for Information,
Request No. 7 (filed June 6, 2014); see also Duke Energy Kentucky’s Response to Commission Staff’s Post Hearing
Request for Information, Request No. 7 (filed October 15, 2014); see also HVR at 10:31:50, 13:56:04.

621d
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could best be minimized by purchasing fuel in the day-ahead gas market, rather than the intra-
day gas market.”® The Company’s receipt of day-ahead awards resulted in payments from PJM
and, in some circumstances, resulted in Lost Opportunity Payments.** These Lost Opportunity
Payments, which flowed through Rider FAC to the extent the credit was allocated to native load
or through Rider PSM to the extent allocated to non-native load, amounted to over $600,000 in
January and February of 2014.5

During the first three months of 2014, Duke Energy Kentucky’s customers received a
total net profit through off-systems sales of more than $3 million.*® These benefits included,
among other things, PJM Balancing and Day-Ahead Operating Reserve Credits and ancillary
services revenues. These benefits were obtainable because the Company made the necessary and
appropriate decision to procure natural gas in anticipation of real-time generation obligations.’

If the Company’s proposed accounting treatment is approved, these off-system sales revenues

will more than offset the losses which resulted from the sale of unburned natural gas.

8 See n. 27, supra, and accompanying text.
% Steinkuhl Testimony, at pp. 5-6; see also HVR 11:01:38.

6 See Duke Energy Kentucky’s Response to Commission Staff’s First Request for Information, Request No. 3 (filed
May 9, 2014) for an explanation of Lost Opportunity Payments; see also Duke Energy Kentucky’s Response to the
Attorney General’s Second Request for Information, Request No. 11 (filed June 6, 2014); Duke Energy Kentucky’s
Response to Commission Staff’s Post Hearing Request for Information, Request No. 7 (filed October 15, 2014).

% See Duke Energy Kentucky’s Response to Commission Staff’s Post Hearing Request for Information, Request
No. 7 (filed October 15, 2014). Duke Energy Kentucky’s customers have already received these revenues without
recognition of the net margins on the sale of unburned natural gas. See Commission Staff’s Intra-Agency
Memorandum detailing the informal conference held in this proceeding on May 27, 2014 (filed June 2, 2014)
(wherein the participants agreed that the Company would amend its pending Rider PSM tariff filing to remove
references to the natural gas losses at issue in this proceeding).

¢7 See HVR at 13:57:33; see also Duke Energy Kentucky’s Response to the Attorney General’s Second Request for
Information, Request No. 7(c)(i)(1) (filed June 6, 2014).
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In sum, Duke Energy Kentucky’s customers received a direct and substantial benefit due
to the Company’s participation in the PYM day-ahead and real-time energy markets.® Absent
the Company’s efforts to prudently navigate the energy and ancillary services markets during a
period of extreme weather conditions, procure fuel to make its generation available for dispatch
in the real-time energy market, and subsequently sell fuel when necessary, the customers’

benefits would have been drastically reduced or eliminated.®

2. Rider PSM is the Logical Avenue for Recovery

The Company asserts that Rider PSM is the logical avenue for recovery of the relevant
costs. First, and as discussed, if the natural gas that was purchased by the Company had been
consumed, the costs associated with its purchase would have flowed either through Rider FAC or
Rider PSM, depending on whether the costs were allocated to native or non-native load.
Similarly, payments received from PJM related to awards and real-time dispatch, as well as PJM
Balancing & Day-Ahead Operation Reserve Credits including Lost Opportunity Payments, also
flow through Rider PSM to the extent they are allocated to non-native load.”” Each of these
revenues shares a distinct and reasonable nexus with costs incurred to procure fuel for generation
purposes, and there can be no doubt that the cost of fuel should be netted against the payments
received on a day-ahead award.”’ In the present situation, because the fuel procured is not
coupled with a real-time dispatch, its cost is not included in the fuel consumed amount allocated

between native and non-native loads. For this reason, and considering fuel must be “consumed”

%8 See Duke Energy Kentucky’s Response to Commission Staff’s Post Hearing Request for Information, Request
No. 7 (filed October 15, 2014).

6 See HVR at 13:57:33; see also Duke Energy Kentucky’s Response to the Attorney General’s Second Request for
Information, Request No. 7(c)(i)(1) (filed June 6, 2014).

" See Steinkuhl Testimony, at pp. 9-10.

™ Id; see also Duke Energy Kentucky’s Response to Commission Staff’s First Request for Information, Request
No. 6 (filed May 9, 2014); HVR at 13:57:33.
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to be recoverable under Rider FAC, the cost of procuring natural gas that is not consumed should
be allocated 100% non-native and, along with the proceeds received from selling that gas, should
be included as items netted under Rider PSM."

Finally, it is significant that in the absence of Rider PSM, customers would have missed
the benefit of the approximately $3 million in off-system sales profits that flowed through the
rider during this period of time. While, absent the PSM, the costs at issue related to the sale of
unburned fuel would have likely been expensed and would not be recoverable from customers,
the shareholders would have also received 100% of the benefit of off-system sales
(approximately $3.8 million) to offset such costs.”” Moreover, had the subject sales of unburned
fuel resulted in gains, rather than losses, the Company’s customers would have received no direct
benefit if Rider PSM did not exist. This is particularly noteworthy considering that the Company
believes additional sales of natural gas in the future may be necessary or desirable;® if there
were no Rider PSM, or if the margins that result from the sale of unburned fuel do not flow
through Rider PSM, any possible profits from future sales cannot and will not inure to the direct
benefit of the Company’s customers.”” In light of these facts, the accounting and rate treatment
proposed by the Company is logical and appropriate.

3. Future Gas Sales Should be Afforded the Same Accounting Treatment

As mentioned supra, the Company presently has a positive operational imbalance of

approximately 358,000 dekatherms on the TETCO pipeline. In order to mitigate this substantial

72 See Steinkuhl Testimony, at pp. 9-10.
3 See HVR at 11:42:37, 12:07:55, 13:58:13, and 14:14:50.
™ See Section III(D)(3), infra.

5 Of course, this conclusion presumes that if losses related to sales of unburned natural gas do not flow through
Rider PSM, neither will profits that may result from such sales. The Company respectfully submits that it would be
inequitable for sales that result in profit to inure to the customers’ benefit, yet sales that result in loss to be allocated
to the shareholders’ detriment.



imbalance, the Company must either draw it down (when an Imbalance Posting is not present) or
sell some or all of the excess natural gas.76 The Company believes it is possible that additional
sales of natural gas in the future could occur to reduce the operational imbalance to levels
acceptable under the OBA with TETCO.”’

The Company intends to use the same accounting treatment as discussed above for any
future sale of gas, including, but not limited to, limited gas availability for delivered interruptible
supply, operational restrictions imposed by interstate pipeline companies on natural gas pipeline
capacity, and the discrepancy in unit dispatch between PJM day-ahead awards and the PJM real-
time energy market dispatch.”® Of course, the Company intends to flow through Rider PSM the
margins which result from sales of unburned natural gas whether those margins are a net loss or
a net profit.

IV. CONCLUSION

Duke Energy Kentucky believes that its proposed accounting treatment is consistent with
the current regulations of the Commission and the intent and operation of its Rider PSM. In light
of the revenues received by Duke Energy Kentucky’s customers as a result of the Company’s
operations within PJM, as well as the nexus between the costs at issue and the benefits which
flow through the Company’s Rider PSM, Duke Energy Kentucky respectfully submits that its
proposed accounting treatment is fair, just and reasonable and should be approved by the

Commission.

76 See Steinkuhl Testimony, at p. 8; see also Swez Testimony, at pp. 13-14; HVR at 10:42:03.
7 1d.

" See Steinkuhl Testimony, at p. 10; see also Duke Energy Kentucky’s Response to the Attorney General’s First
Request for Information, Request No. 6 (filed May 9, 2014).
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WHEREFORE, on the basis of the foregoing, Duke Energy Kentucky respectfully
requests that the Commission enter an Order approving of the Company’s proposed accounting

treatment for natural gas purchased but unburned, and subsequently sold.

Dated this ﬁ day of October, 2014.

Respectfully submitted,

DUKE ENERGY KENTUCKY, INC.

Rocco O. D’Ascenzo

Associate General Counsel

Amy B. Spiller

Deputy General Counsel

Duke Energy Kentucky, Inc.

139 East Fourth Street

Cincinnati, Ohio 45201-0960

Phone: (513) 287-4320

Fax: (513) 287-4385

E-mail: rocco.d’ascenzo@duke-energy.com
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