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INTRODUCTION AND RECOMMENDATION TO APPROVE
UNANIMOUS SETTLEMENT

The Unanimous Settlement Agreement entered intthbyKentucky Attorney General
(“AG”), Kentucky Industrial Utility Customers, Inc(*KIUC”), Kentucky Utilities Company
(“KU”), and Louisville Gas and Electric Company B&E”) (LG&E and KU are collectively
“Companies”) is a fair, just, and reasonable retsmhuof all the issues in these proceedings. The
parties recommend the Commission approve it agutiso of the issues without modificatidn.
The issues settled in these proceedings are signtfiand the settlement is the product of real
compromise. And customers benefit significantlynfrehe reducing rate impacts in the early
years of cost recovery of the investment in thdifes required for environmental compliance.
For example, a KU residential customer with averaigergy usage (1,146 kWh per month) will
see a bill-impact reduction of $1.96 per month Bl& under the Settlement Agreement
compared to KU’s position in its application. Sianly, an LG&E residential customer with
average energy usage (976 kWh per month) will seid-anpact reduction of $0.44 per month
in 2016 under the Settlement Agreement comparéd>®E’s position in its applicatioA. The
settlement also includes a unanimous agreemenarttince the current-Commission-approved
10.00% return on equity for capital invested in peposed environmental-compliance projects
and recovered through the Companies’ environmeaust-ecovery (‘ECR”) mechanisms. The
parties’ negotiations and compromises have resufted settled outcome that is fair, just, and
reasonable in its totality.

The intervenor parties and their settlement areagas serious and significant as the

issues they settled. The AG has a statutory resipility to represent all customers in

! Supplemental Testimony of Robert M. Conroy, Setdat Testimony Exhibit RMC-1.
2 Supplemental Testimony of Robert M. Conroy, p. &6 Settlement Testimony Exhibit RMC-3.



Commission proceedings, including these proceedingghe KIUC represents some of the
Companies’ largest industrial customers, whichase some of the most significant employers
and businesses in the CommonwealtBoth the AG and KIUC have counsel with many years
of experience before this Commission; both are nilwa@ capable of advocating their interests;
both understand well the issues in these procesdimgth had the assistance of experts with
years of experience in utility cases before comimiss and the electric utility industry.
Kentucky law clearly requires the Commission to ebass decisions only on substantial
competent evidence.So when these parties agree to settle in proegedif this magnitude, the
settlement agreement is substantial evidence wigatgcredibility and significant probative
value. The Commission can approve it with confateand without modification.

I. STATEMENT OF FACTS AND PROCEDURAL HISTORY

Enacted by the Kentucky General Assembly in 199RSK278.183 allows a utility to
recover its costs of complying with federal, statand local environmental requirements
applicable to coal combustion wastes and by-prad(c@mmonly referred to as coal ash) from
facilities used to produce energy from coal. Ab8686 of the electricity produced by the
Companies’ generating units is fueled by doalhe recovery of the environmental compliance
costs associated with these generation facilitesachieved through a stand-alone rate

mechanism known as the Environmental Cost Recowet{2CR”. The Companies have used

¥ KRS 367.150(8).

* KIUC represents large industrial customers gehgrahd specifically in these proceedings it repries Clopay
Plastic Products Co., Inc.; Corning, Inc.; Dow CogiCorporation; Lexmark International, Inc.; NoAmerican
Stainless; Toyota Motor Manufacturing, Kentucky;.ImPAAK USA K2, LLC; Carbide Industries LLC; Cemeand
The Chemours Company.

® Big Sandy Community Action Program v. ChaffB@2 S.W.2d 526 (Ky. 1973Rrummond v. Todd County Bd. of
Educ, 349 S.W.3d 316 (Ky. App. 2011).

® Form 10-K PPL CORP - PPL Filed: February 19, 20(feriod: December 31, 2015), p. 10
(https://www.sec.gov/Archives/edgar/data/55387/@EA22416000130/form10k.htm).



the ECR with Commission approval to recover thestof environmental compliance for more
than twenty years.

To receive approval from the Commission to recdkierenvironmental compliance costs
through the ECR mechanism, KRS 278.183 requireslgwtric utility to file an application with
the Commission containing a plan for complying vtk applicable environmental requirements
which identifies the particular projects and thessociated cosfs.The compliance plan’s costs
include a reasonable return on capital expenditares reasonable operating experiseShe
utility can collect the proposed costs from itstoogers once the Commission approves the
compliance plan and calculation of the chargesdasethe ECR rate formula. At later dates,
the Commission then reviews the plan’s costs atm®xth and two-year intervals, and is
authorized to disallow any improper coStdraditionally, the Commission has a long-standing
and well-established practice of setting the ytgitreturn on equity (“ROE”") for calculating the
return on capital on the proposed ECR Plan, dutiegutility’s base-rate proceedintfs.

A. Summary of the Companies’ Applications

On January 29, 2016, the Companies filed theiriegipbns requesting recovery through
their ECR mechanisms of the costs of the proposejgis shown in their 2016 ECR Pldns.
The Companies also asked for authority to constituetprojects by requesting certificates of
public convenience and necessity pursuant to KRBE02D and for certain smaller projects, a

declaration that such authority was not required.

KRS 278.183(2)

8 KRS 278.183(1)

® KRS 278.183(3)

%1n the Matter of: Application of Kentucky Utilitie@ompany for an Adjustment of Base Ra@ase No. 2008-
00251, Order at 7 (Feb. 5, 200%); the Matter of: Application of Louisville Gas artlectric Company for an
Adjustment of Base RafeSase No. 2008-00252, Order at 8 (Feb. 5, 200Byp(tally, an electric utility with an
environmental surcharge approved pursuant to KRE133 uses the ROE from its most recent rate aasbei

return component of the environmental costs inaudéts surcharge.”).

1 Testimony of John Voyles, Case No. 2016-00026hiliixJNV-1; Testimony of John Voyles, Case No. @01
00027, Exhibit INV-1.



KU is seeking approval to build seven new projebtg will enable the Brown, Ghent,
and Trimble County Generating Stations and threetime generation stations to comply with
environmental regulations and recover their tosditl cost, estimated to be $677.7 millién.
LG&E is seeking approval to build three new pragetihat will enable the Mill Creek and
Trimble County Generating Stations to comply wittvieonmental regulations and recover their
total capital cost, estimated to be $315.9 milfidn.

Seven of the ten proposed ECR projects involveirgpactive surface impoundments
and constructing new process water systems to a#omnomical coal-fired generation to
continue producing electricity. Many of these pai§ are necessary to comply with the U.S.
Environmental Protection Agency’'s Coal Combustioesiduals Rule (*CCR Rule”), which
became effective October 19, 2015, and providesnapcehensive set of requirements for the
safe disposal of CCR from coal-fired power pldiits accordance with the Commission’s June
30, 2015 final orders in the Companies’ 2014 base-case¥’ the Companies proposed to
continue using the approved 10.00% return on equRYE") for their monthly ECR filings
reflecting the cost of these new projects.

Consistent with the ratemaking treatment in evelty &d LG&E base-rate case since
2003, the Companies proposed in their applicatithrag¢ for ratemaking purposes the CCR
storage closure costs be accounted for as cosembval and charged to the accumulated
provision for depreciation reserve. The Companiespg@sed to recover the CCR-related

projects’ costs over the remaining life of the gatag facility, with the exception of the

12 KU seeks to recover $667.4 million through the E@&hanism.

13| G&E seeks to recover $313.8 million through iGFE mechanism.

440 C.F.R.257.53

'3 |n the Matter of: Application of Kentucky UtiliticBompany for an Adjustment of Its Electric Raase No.
2014-00371, Order (June 30, 201B);the Matter of: Application of Louisville Gas atlectric Company for an
Adjustment of Its Electric and Gas Rat€ase No. 2013-00372, Order (June 30, 2015).



inactive generating stations (i.e., KU ECR Proj8ét surface-impoundment closures at the
Green River, Tyrone, and Pineville Generating 8te), for which KU proposed to recover the
impoundment-closure costs over a four-year peribde Companies’ proposed cost recovery is
in accordance with Commission precedent under KRS1B3'°

Following the filing of applications and direct t@sony, the Companies responded to
two rounds of data requests from Commission Sta@, and KIUC, and provided data and
explanations to over 100 data requests. Notabdyther the Commission Staff nor either
intervenor requested information concerning the @ames’ request to continue use of the
10.00% ROE for purposes of the Companies’ monthiyrenmental surcharge filings.

B. The Attorney General and KIUC

The Attorney General did not file any testimonynlythe KIUC filed testimony, which

did not contest the need for, or costs of, anyhef €Companies’ proposed 2016 ECR Plan

% |n the Matter of: The Application of Louisville Gasd Electric Company for Approval of an Amended
Compliance Plan for Purposes of Recovering the £o6tNew and Additional Pollution Control Faciliieand to
Amend Its Environmental Surcharge Tar@fase No. 2000-386, Order (April 18, 2001), Ordearing Rehearing
(May 14, 2001), Order on Rehearing (Aug. 30, 200d)the Matter of: The Application of Kentucky Utés
Company for Approval of an Amended Compliance HtanmPurposes of Recovering the Costs of New and
Additional Pollution Control Facilities and to Aménts Environmental Surcharge Tarifase No. 2000-439,
Order (April 18, 2001), Order Granting RehearingagMl4, 2001), Order on Rehearing (Aug. 30, 2001)the
Matter of: The Application of Louisville Gas andeElric Company for Approval of Its 2004 Compliafian for
Recovery by Environmental Surchardgease No. 2004-00421, Order (June 20, 2005), Aeer@rder (July 19,
2005), Order Denying Rehearing (July 22, 2008)the Matter of: The Application of Kentucky iidls Company
for a Certificate of Public Convenience and Nedgssi Construct Flue Gas Desulfurization Systent Approval

of Its 2004 Compliance Plan for Recovery by Envinental SurchargeCase No. 2004-00426, Order (June 20,
2005), Order Denying Rehearing (July 22, 2006)the Matter of: Application of Kentucky UtilitigSompany for
Certificates of Public Convenience and Necessitg Approval of Its 2009 Compliance Plan for Recovbyy
Environmental Surcharg&ase No. 2009-00197, Order (Dec. 23, 2009the Matter of: Application of Louisville
Gas and Electric Company for Certificates of Pubfionvenience and Necessity and Approval of Its 2009
Compliance Plan for Recovery by Environmental Sargh, Case No. 2009-00198, Order (Dec. 23, 200®)he
Matter of: Application of Kentucky Utilities Comparffor Certificates of Public Convenience and Neitgsmnd
Approval of Its 2011 Compliance Plan for RecoveyyHmvironmental Surcharg&;ase No. 2011-00161, Order
(Dec. 15, 2011)In the Matter of: Application of Louisville Gas atitlectric Company for Certificates of Public
Convenience and Necessity and Approval of Its ZDdrhpliance Plan for Recovery by Environmental Sargé,
Case No. 2009-00162, Order (Dec. 15, 2011).



projects!’ KIUC’s witness Mr. Kollen essentially disputedetiCompanies’ proposed use of
depreciation to recover the costs of the projedisputed KU’s ability to recover through its

ECR mechanism the costs of surface impoundmenu@esat KU's retired generating stations
(the Green River, Pineville, and Tyrone Generat8tgtions), and asked the Commission to
reject the Companies’ position. Mr. Kollen advechthe Commission require the costs of the
proposed ECR projects be amortized rather tharedegted over time for recovery purposes.

Mr. Kollen recommended that the Commission dirdet Companies to include the
federal Section 199 tax deduction as soon asavaslable to them on a standalone tax return
basis, asserting that deduction likely will be éafalie for the Companies in the future.

Finally, Mr. Kollen advocated the Commission commfit any approval of the
construction of certain impoundment-closure prgestich that the Companies would be
required to seek additional Commission approvalafty material modifications in the scope of
work or any change of 10% or more in cost estimates

C. Summary of Companies’ Rebuttal Testimony

The Companies filed testimony rebutting KIUC's estny. Specifically, the Companies
demonstrated that the ECR statute provides ECRreaswery for the cost of complying with
environmental requirements applicable to CCR andesKU'’s surface-impoundment closures at
inactive generating stations (ECR Project 39: Gieeer, Pineville, Tyrone) must comply with
the requirements of 401 KAR Chapter 45, it is thae eligible for ECR cost recovery. The
Companies’ rebuttal testimony further showed whgirtiproposal is reasonable, and how Mr.

Kollen’s recommendations regarding amortization gosjects at active generating stations are

Y This is true even for KU ECR Project 39, which cems surface-impoundment closures at generatiipss
that have ceased generation operations; KIUC'sesgnMr. Kollen argued against ECR cost recoverytlier
project, but he provided no testimony or other emite concerning the need for, or cost of, the ptojeAnd
although Mr. Kollen suggested a different meansecbvery for KU Project 39 or a different meansalculating
ECR recovery for the surface-impoundment-relategegts, KIUC's witness did not contest the fundatakneed
for, or the projected costs of, the projects.



both inconsistent with accounting practice andtfahddress the recovery of capital costs on the
unamortized closure cost balance. The Companigsrébutted KIUC’s federal Section 199 tax
deduction argument by proving the Commission’smso@th and two-year review proceedings
fully address the issue regarding whether the 8@ct©9 deduction is included or excluded.
Finally the Companies’ rebuttal testimony explaiteav their long-standing practice of refining
and reevaluating their engineering and cost estisntit ensure they comply with the applicable
requirements at the lowest reasonable cost willticoa, together with their long-standing
practice of advising the Commission of any sigaifit material changes through the
Commission’s meeting process negates any reasconmition any approval the Commission
grants in these proceedings.

D. Unanimous Settlement Agreement

On June 9, 2016, an informal conference was helthetCommission to discuss the
issues in and possible settlement of the casesn@ssion Staff and representatives of the AG,
KIUC and the Companies attended. During this infareonference, the parties negotiated the
Unanimous Settlement Agreement which resolves sdla@s in these cases. During those
discussions—and for the first time in these prooegsd—Commission Staff “noted that the
proposal to the current Commission-approved 10gueneturn on equity for the proposed 2016
Environmental Compliance Plans would need to bthéurexamined during the formal hearing
on these cases scheduled for June 14, 2018%.. .

On June 13, 2016, the Companies filed the Unaninsmidement Agreement, supported
by the supplemental testimony of Robert M. Coniticle | provides that the Companies will
amortize on a non-levelized basis over 25 years #wotual surface-impoundment-closure costs

for KU Projects 40, 41, and 42, and LG&E Projec@sald 30, and amortize on a non-levelized

18 Intra-Agency Memorandum to the Case File fromfSEafunsel Dated June 17, 2016, p, 1, filed June2Q@6.



basis over 10 years KU’s actual surface-impoundrolrsiure costs for Project 39 (a significant
departure from the Companies’ proposal to incluagegted costs and recover them in the form
of depreciation over four years for Project 39 amdr the life of the facilities for the remaining
projects). As explained in Mr. Conroy’s testimoray,KU residential customer with average
energy usage (1,146 kWh per month) will see aitvipiact reduction of $1.96 per month in 2016
under the Settlement Agreement compared to KU'stipasin its application, and an LG&E
residential customer with average energy usage KB per month) will see a bill-impact
reduction of $0.44 per month in 2016 under thel&at#nt Agreement compared to LG&E’s
position in its application?

Article 1l provides that the Companies will contento review the use of the Section 199
deduction during the Companies’ six-month and twar)ECR review proceedings.

Article Il commits the Companies to continue thekisting practice of updating the
Commission if and when material changes occur éosttope or cost of approved ECR projects,
thereby alleviating KIUC'’s concerns regarding maiechanges in scope or cost.

Article IV contains the parties’ agreement that @her requested relief be approved,
including the current Commission-approved 10.00%ERfOr use in the Companies’ ECR
billings.

E. Hearing on Settlement

On June 14, 2016, the Commission held a hearinggx@amine the terms of the
Unanimous Settlement Agreement. Notably, then-Cauiminer Cicero questioned the
Companies’ assertion that no CPCNs are requirethéosurface-impoundment closures at KU’s

inactive generating stations (Green River, Pineyilyronef° The Commission Staff cross

19 Supplemental Testimony of Robert M. Conroy, a09dune 13, 2016).
2 Commissioner Cicero was subsequently appointed-Cieairman of the Commission.



examined the Companies’ witness, Robert M. Conmegarding the parties’ recommendation to
continue using the currently-Commission-approvedQ% ROE for the 2016 ECR Plan. The
Commission Staff inquired of Mr. Conroy concernR@Es awarded to other electric utilities in
2015, and the first quarter of 2016, as reportethe January 14, 2016, and April 15, 2016,
editions of Regulatory Research Associates' (“RRR8gulatory Focus reports.In addition,
the Commission Staff questioned whether the Conmsarhad ever been subjected to cost
disallowances during a six-month or two-year reviemd whether the lack of cost disallowances
allowed utilities to earn their authorized ratereturn (“ROE”), including the authorized ROE.

[I. ISSUES FOR RESOLUTION

Whether the Commission should approve the writteanimous settlement agreement
between and recommended by the AG, KIUC and thepg@aomes as the fair, just and reasonable
disposition of the issues in these cases?

IV.  ARGUMENT

A. The Unanimous Settlement Agreement Represents a [FaiJust and
Reasonable Resolution of All Issues in these Prockegs

The Unanimous Settlement Agreement representsfisigmi compromise by the parties,
and should be approved by the Commission. Theveer parties to the agreement have
seasoned counsel, their own outside experts, loqgreence in Commission proceedings
generally and ECR cases in particular, and a praiglity to advocate their own interests and
contest matters at hearing when needed. Therefioeepare fact that the AG, who has a
statutory responsibility to represent all custorrier€ommission proceeding$,and the KIUC,

which represents the Companies’ largest custoneerstomers who are among the largest

2L Hearing Exhibits 3 and 4, filed June 21, 2016.
2 KRS 367.150(8).



employers and most significant economic interesthié Commonwealtf? have both signed on
to the Unanimous Settlement Agreement in theseegdings commends the agreement to the
Commission for approval without modification. Genly the Commission is not bound to
accept the agreement and must exercise its owmmendgin evaluating the evidence and law in
these proceedings. But the Commission has hislbricongratulated parties for reaching
settlements in proceedings where issues are cedfésind has generally looked favorably on
settled outcomeS. The Commission’s view of settlement is well-grded in Kentucky’s basic

jurisprudence: “It is a universal rule that comprees between individuals of their contentions

% KIUC represents large industrial customers geherahd specifically in these proceedings it reprgs Clopay
Plastic Products Co., Inc.; Corning, Inc.; Dow CogiCorporation; Lexmark International, Inc.; NoAmerican
Stainless; Toyota Motor Manufacturing, Kentucky;.lmPAAK USA K2, LLC; Carbide Industries LLC; Cemeand
The Chemours Company.

% See, e.g.Case No. 2011-00161, Order at 22 and Case No. @012, Order at 17 (“The Commission is very
encouraged by the scope and breadth of the terrtieeoBettlement Agreement and we compliment thégsato
this matter on the results they were able to aehigvn the Matter of: Joint Application of PPL Corporan, E.ON
AG, E.ON US Investments Corp., E.ON U.S. LLC, MillésGas and Electric Company, and Kentucky Ukitit
Company for Approval of an Acquisition of Ownersaimd Control of Utilities Case No. 2010-00204, Order (Sep.
30, 2010) (“The Commission has thoroughly reviewthd Settlement Agreement and finds that it trulyeslo
represent diverse interests and divergent pointsest, as stated in the agreement. We are veryuzaged by the
scope and breadth of the terms of the Settlemergekgent and wish to compliment the Applicants antervenors
on the results they were able to achievari)}the Matter of: Joint Application of Duke Ener@prporation, Cinergy
Corp., Duke Energy Ohio, Inc., Duke Energy Kentudkyg., Diamond Acquisition Corporation, and Progse
Energy, Inc., for Approval of the Indirect TranstdrControl of Duke Energy Kentucky, In€ase No. 2011-00124,
Order (Aug. 2, 2011) (“The Commission has thoroygbliiewed the Settlement Agreement and we complirtre
Applicants and the AG on the results they achiéyed.

% See, e.g., In the Matter of: Application of Kentutkilities Company for an Adjustment of Its EléctRates,
Case No. 2012-00221, Order at 7 (Dec. 20, 2012u(‘@halysis indicates that a reasonable range f#is IROE is
9.6 percent to 10.6 percent, with a mid-point ofllercent. The 10.25 percent ROE agreed uponéopdrties to
the Settlement falls within this ROE rangelt);the Matter of: Application of Louisville Gas adectric Company
for an Adjustment of Its Electric and Gas Rate atificate of Public Convenience and Necessitypréypal of
Ownership of Gas Service Lines and Risers, andal@ee SurchargeCase No. 2012-00222rder at 9 (Dec. 20,
2012) (“Our analysis indicates that a reasonabigador LG&E’s ROE is 9.6 percent to 10.6 percevith a mid-
point of 10.1 percent. The 10.25 percent ROE aggmuh by the parties to the Settlement falls witthis ROE
range.”); See alsplIn the Matter of: An Adjustment of the Gas and fiecRates, Terms, and Conditions of
Louisville Gas and Electric Compang€ase No. 2003-00433, Order at 69 (June 30, 2004the Matter of: An
Adjustment of the Electric Rates, Terms, and Camditof Kentucky Utilities CompanZase No. 2003-00434,
Order at 60 (June 30, 2004); Case No. 2008-002kdgrGat 9-10 (Feb. 5, 2009); Case No. 2008-002%5@eKat 10
(Feb. 5, 2009)In the Matter of: Application of Kentucky Utiliti€Sompany for an Adjustment of Base Ra@sse
No. 2009-00548, Order at 33(July 30, 2010)the Matter of: Application of Louisville Gas dilectric Company
for an Adjustment of Electric and Gas Base Ra@ase No. 2009-00549, Order at 35(July 30, 2010%eQ%o.
2014-00371, Order at 7 (June 30, 2015); Case ND4-R0372, Order at 7-8 (June 30, 2015).

10



affecting their legal rights are favored by the %% The Companies respectfully submit the
Commission should similarly look favorably upon therent settlement and approve it.

In addition to the inherent credibility of an agment reached among sophisticated
parties—and particularly when those parties includeresentatives of customers with a
significant financial stake in the outcome—theree atrong substantive reasons for the
Commission to approve the settlement without modifon. Most notably, the settlement
addresses and resolves all of the issues in tlusepding, including the issue of greatest
contention between the parties, namely the apmtgpdost-recovery methodology for the costs
of the Companies’ proposed surface-impoundmenuodssand related post-closure costs. The
Companies had proposed to depreciate those costslm remaining lives of the facilities for
the active generating stations, and to use the s@epeeciation approach for the inactive
generating stations but over a four-year recoverynt KIUC opposed that approach and
proposed amortizing actually incurred costs over #lverage remaining service lives of the
generating stations for the active generatingatatiand opposed ECR recovery of the inactive-
generating-stations projects entirely, though keasfor a ten-year amortization approach if the
Commission approved ECR recovery of the projeats®s The settlement agreement contains a
resolution of this significant dispute that is fgurst, and reasonable in the context of the entire
settlement, namely that each of the Companiesasmilbrtize on a non-levelized basis over 25
years its actual surface-impoundment-closure costarred to comply with the CCR Rule
(including groundwater monitoring costs) of eachjgct; 25 years is roughly the average of the

remaining lives currently used for depreciating tekated generating assets, making the settled

% Lincoln-Income Life Ins. Co. v. Krau$32 S.W.2d 318, 320 (Ky. 1939).

11



25-year amortization period reasonaffle.The parties further unanimously agreed that the
actually incurred costs of the surface-impoundnaosures at the inactive generating stations
(Green River, Pineville, and Tyrone), should beoweced through KU’'s ECR mechanism by
amortizing those costs on a non-levelized basis ®reyears. Also, each of the Companies will
include the unamortized balance of its actual ciostisrred for the non-process-water portions of
these projects in its ECR rate base, allowing tbenfanies to recover the full cost of capital
applicable to ECR rate base on all such unamortizdainces. This compromise will result in a
bill-impact reduction for a KU residential customeith average energy usage (1,146 kWh per
month) of $1.96 per month in 2016 compared to Kpteposed depreciation approdth.
Similarly, an LG&E residential customer with aveeagnergy usage (976 kWh per month) will
see a bill-impact reduction of $0.44 per month @1& under the agreed amortization approach
compared to LG&E’s proposed depreciation apprdacklU and LG&E’s commercial and
industrial customers will see a comparable relaliiteimpact reduction per month in 201%.
This bill-impact reduction in the early years ofstaecovery for these projects is valuable
consideration for which the AG and KIUC negotiatedbehalf of their clients. It represents real
and significant compromise by all parties, and istmng reason to approve the agreement
without modification.

The Unanimous Settlement Agreement further addsese only other issues raised as
points of potential disagreement by the only intair testimony filed in these proceedings,

namely the Companies’ practice concerning the 8edb9 federal tax deduction as it applies to

%’ SeeCase No. 2016-00026, Testimony of John J. Spandsxhibit JJS-2 (showing an average composite
remaining life of 21.8 years for relevant genemtassets); Case No. 2016-00027, Testimony of JoBpanos at
Exhibit JJS-2 (showing an average composite remgilifie of 26 years for relevant generating assets)

8 Settlement Testimony Exhibit RMC-3 at 1.

21d. at 2.

¥1d. at 1-2.

12



the Companies’ ECR mechanisms and the extent te@hwtie Companies should have an
obligation to report to the Commission concernifii @ Plan developments. Concerning the
Section 199 issue, the settlement agreement staée€ompanies will continue their current
practice concerning the Section 199 federal tayudigoh as it applies to their ECR mechanisms
by reviewing the use of the deduction and detemginvhether the deduction should be reflected
in prospective ECR rates in the Companies’ six-mamd two-year ECR review proceedings.

Concerning updates to the Commission concerningldpments related to the 2016
Plan projects, the Companies committed in theesattht agreement to continue their existing
practice of updating the Commission if and whenanak changes occur to the scope or cost of
approved ECR projects, a practice the Companieg allowed for years. The Companies
further committed to notify the AG and KIUC reasblyasoon after notifying the Commission
of such changes, and to make reasonable effortavite the AG and KIUC to attend any
meetings the Companies have with the Commissio@@mnmission Staff to provide updates
concerning any 2016 Plan projects. As Mr. Conrojed during the public hearing in these
proceedings, though the Companies do not belierradoreporting in addition to ECR review
proceedings is necessary, they will report as tben@ission reasonably directs even though
such a requirement is not part of the Unanimouede¢nt Agreement.

With the above-described points of contention nesa| all parties agreed that, except as
modified in the Unanimous Settlement Agreement &sdexhibits, all of the relief the
Companies requested in their filings in these pedoegs (as corrected by their Errata and other
filings) should be approved as filed. That inclsidevithout limitation, approving the
Companies’ 2016 Plans for ECR cost recovery indgdhe Companies’ requested use of the

current Commission-approved 10.00% ROE for usehan €ompanies’ 2016 ECR billings,
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granting the requested CPCNs, and declaring tha€PGN is required for any portion of the
surface-impoundment closures at KU's inactive gatieg stations.

All of the items described above are the total @eration for the Unanimous Settlement
Agreement in these proceedings. Again, sophigticgtarties with decades of experience in
these matters arrived at the settlement agreenseatfair, just, and reasonable resolution of all
matters in these proceedings. They arrived atafgreement with due care and consideration,
balancing the Companies’ legitimate need for thejguts proposed in the 2016 Plans with
customers’ desire for more gradual rate increasgsdvide the necessary cost recovery for the
projects. It is an agreement worthy of the Commiss approval without modification.

B. The Commission Should Approve the Continued Use @& 10.00% Return on
Equity for All of the Companies’ ECR Plans, Including the 2016 Plans

Less than 12 months ago on June 30, 2015, the Cssiumientered orders that approved
the use of a 10.00% ROE when it approved the umaumsnsettlement agreement in the
Companies’ 2014 rate cas&sThat settlement agreement provides:

1.3. Environmental Cost Recovery Mechanism ReturrEquity.

The Parties agree that, effective as of the expemgsth that

includes July 1, 2015, the return on equity thatllsapply to the

Utilities’ recovery under their environmental cosecovery

(“ECR”) mechanism is 10.00% fall environmental compliance

plans.
(Emphasis added.) In doing so, the Commissionrgbdehat it was not simply deferring to the
parties’ agreement, but was exercising its ownpedelent judgment in approving the agreement

based upon an extensive recttdAnd the Commission was clearly aware of the pmiovi of

31 Case No. 2014-00371, Order (June 30, 2015); Cas@®.4-00372, Order (June 30, 2015).
32 Case No. 2014-00371, Order at 7 (June 30, 20%8)e Glo. 2014-00372, Order at 7-8 (June 30, 2015).
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the agreement concerning the 10.00% ROE to beeapfi ECR calculations going forward, as
the Commission explicitly listed that provision wheciting the terms of the agreeméht.

The record supporting the Commission’s June 30520dders is significant for at least
two reasons. First, the matter of an appropriateER&as the subject of extensive expert
testimony by four different witnesses, representhmgrespective interests of the Companies and
their residential, commercial and industrial custosn Each witness presented an analysis
identifying risk-comparable firms and analytical tmedologies such as the discounted cash flow
and capital asset pricing models. Each witnesssdido be consistent with sound regulatory
economics and the standards set forth in the UiStates Supreme CourtBuefieldandHope
decisions’ The parties and Commission Staff conducted sigmif discovery. Secondly, in
addition to the Companies, the parties to thoseqadings were 12 diverse intervenors with
widely varying interest®® These intervenors represented residential, comiateindustrial,
governmental, low-income, and environmental intistesAs Mr. Conroy explained, “Through
vigorous and lengthy settlement negotiations, thentervenors and the Companies reached a
Unanimous Settlement Agreement. The consideratigalved in the agreement ranged from
revenue requirements to items not available thraugtigated outcome, including donations by
the Companies’ shareholders to various charitableses. One of the items of consideration
included in the Unanimous Settlement Agreementdbatd not have been achieved by litigation

in those proceedings was [the ROE of ‘10.00% fdoreavironmental compliance plans.3%

3 Case No. 2014-00371, Order at 3 (June 30, 20%8e Glo. 2014-00372, Order at 4 (June 30, 2015).

% Bluefield Water Works & Improvement Co. v. PubyS€omm'n 262 U.S. 679 (1923Fed. Power Comm'n v.
Hope Natural Gas C0320 U.S. 591 (1944).

% The parties were the AG; KIUC; Lexington-Fayettebah County Government; The Kroger Company;
Community Action Council of Lexington-Fayette, Bbon, Harrison, and Nicholas Counties, Inc.; KenjuClable
Telecommunications Association; Kentucky School flsaAssociation; Sierra Club, Alice Howell, Carl & and
Wallace McMullen; Wal-Mart Stores East, LP and Safgast, Inc.; United States Department of Defemse/Adl
Other Executive Agencies; Association of Commuminpistries, Inc.; and Metropolitan Housing Coalitio

% Supplemental Testimony of Robert M. Conroy, a09:lune 13, 2016).
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Notably, the settled ECR ROE of 10.00% was a natgdi decrease from the then-applicable
ECR ROE of 10.25%’ a decrease that was part of the consideratiorCtivapanies gave in
settling the rate cases on the expressed termettleds10.00% ROE would indeed continue to
apply to all their ECR plans after the Commissippraved it.

And the orders in the Companies’ rate cases wer@imque. On June 22, 2015, a few
days before the Commission approved the UnanimettteBient Agreement in the Companies’
2014 base-rate cases, the Commission approvedlanssit agreement for Kentucky Power
Company in its 2014 base-rate case that includétingea 10.25% ROE for use in its
environmental surcharge mechani®has well as for use in two other riders relate#éntucky
Power’s Big Sandy Generating StatfinThe Commission did so in the context of findihgit
9.80% was a reasonable ROE generally, and thag tvas a range of reasonable ROEs that
spanned from 9.30% to 10.30%.

Then—Iless than four months ago—the Commissionnadfit the ongoing reasonableness
of applying its previously approved 10.00% ROE tw tCompanies’ ECR mechanisms.
Following an almost three-month investigation aegliew of the Companies’ environmental
surcharge mechanisms for the six-month billing gueriending October 31, 2015, the

Commission entered orders on March 16, 2016 exigrapproving the overall weighted average

37 SeeCase No. 2016-00026, KU Response to InformatioguBsted at Hearing No. 2 (June 21, 2016); Case No.
2016-00027, LG&E Response to Information Requestediearing No. 2 (June 21, 2018j the Matter of:
Application of Kentucky Utilities Company for anjégtment of Its Electric Rate€ase No. 2014-00371, Order at 4
(June 30, 2015)tn the Matter of: Application of Louisville Gas ariflectric Company for an Adjustment of Its
Electric and Gas Rate§ase No. 2013-00372, Order at 4 (June 30, 2015).

3 |n the Matter of: Application of Kentucky Power Quamy for: (1) A General Adjustment of Its RatesEtctric
Service; (2) An Order Approving Its 2014 EnvirontaéiCompliance Plan; (3) An Order Approving Its e and
Riders; and (4) An Order Granting All Other RequirApprovals and Relief;ase No. 2014-00396, Order at 72
(June 22, 2015).

¥d. at 47-48.

“1d. at 42.
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cost of capital, including the 10.00% ROE in catinlg the ECR chargé$. In doing so, the
Commission’s order expressly described the 10.0@k& Rs the “currently approved 10 percent
return on equity® In each Order the Commission made specific detettions that the
Companies’ respective calculations of the weight@érage cost of capital, containing the
10.00% ROE “was reasonable for the Compliance Riadsshould be approvetf”

This Commission was not alone in determining it weasonable to apply a 10.00% ROE
to the Companies’ operations. In a February 2@#iéroconcerning base rates for KU’s Virginia
operations, the Virginia State Corporation Comnoisgi'VSCC”) approved using an ROE range
of 9.50% to 10.50% for KU’'s Annual Informationallifigs (“AlFs”).** Ten percent is the
midpoint of this range. AlFs are annual filings Khust make in Virginia to demonstrate its
earned ROE is not outside the range of reasonatslerstablished by the VSCC It is therefore
noteworthy that the VSCC established a reasonaBlE-Range with a midpoint—not a ceiling—
of 10.00% for KU. And it did so free of the staitt ROE constraints and adders that apply to
other investor-owned electric utilities in Virginianlike all other electric utilities in Virginia,
KU has an explicit statutory exemption from thegima Electric Utility Regulation Act which
constrains the VSCC’s ROE analysis and requiresMBEC to then award additional basis
points the VSCC must apply to other investor-owreectric utilities?® Therefore, this

Commission can have confidence in the reasonaldeand comparability of the VSCC'’s

“1 An Examination by the Public Service Commissiah®Environmental Surcharge Mechanism of Kentucky
Utilities Company for the Six-Month Billing Periéthding October 31, 201%ase No. 2015-00411, Order (March
16, 2016);An Examination by the Public Service Commissiorthef Environmental Surcharge Mechanism of
Louisville Gas and Electric Company for the Six-MoBilling Period Ending October 31, 201&ase No. 2015-
00412, Order (March 16, 2016).
22Case No. 2015-00411, Order at 3 (March 16, 20183e@No. 2015-00412, Order at 3 (March 16, 2016).

Id.
*4 Application of Kentucky Utilities Company d/b/a minion Power Company for An Adjustment of Electr
Base RateCase No. PUE-2015-00063, Order at 5 (Va. State .Gopnm’n Feb. 2, 2016).
4520 VAC 5-201-30. Annual informational filings.
¢ Code of Virginia at § 56-580(G).
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determination less than five months ago that tlasaeable range of ROEs for evaluating KU’s
operations included a midpoint of 10.00% and aragibf 10.50%.
1. The 10.00% ROE for ECR purposes the Commissionoapgrless than a

year ago and affirmed less than four months agdirases to be within a
range of reasonable ROEs

A concept evident in the Commission’s Kentucky Poweler and in the VSCC order
concerning KU discussed above, as well as in nunseocdther Commission rate orders, is that
there is not a single ROE that is the only reasenBIDE at a given time; rather, there is a range
of ROEs that is reasonable at any particular tianeafparticular utility, and certainly across time
a range of ROEs, not a single ROE, is reasonabla fiven utility?’ Indeed the Commission
has approved ROEs in settlement agreements that wgher than the ROE the Commission
would have chosen when the settlement ROE wasmitid Commission’s range of reasonable
ROEs*® The VSCC's February 2016 order concerning KU sufspa range of reasonable ROEs
applicable today that includes the 10.00% ROE lierCompanies’ ECR purposes. Indeed, the
VSCC'’s order shows 10.00% is the midpoint of thegeit found reasonable for KU less than
five months ago based on a record consistent \wghstandards set forth in the United States

Supreme Court'8luefieldandHopedecisions'®

*" See, e.g., In the Matter of: An Adjustment of Raté3eneral Telephone C&Case No. 9678, Order on Rehearing
at 17-18 (Oct. 19, 1987) (“The Commission in itsetlmination of ROE relies heavily on analyticalheirjues and
evidence that are less than perfect and that yigidecise answers. The Commission is forced toroete a range
of reasonable returns based on the evidence icathe The selection of a specific ROE can onlydierchined as a
result of reviewing the same evidence that was ussdlecting the range of returns and applyingGbenmission's
judgment in selecting the specific ROESge also, e.gGCase No. 2003-00433, Order at 66 (June 30, 20G5e C
No. 2003-00434, Order at 61 (June 30, 2004); Case2B09-00548, Order at 31 (July 30, 2010): Case2969-
00549, Order at 33 (July 30, 2010).

“8 Case No. 2012-00221, Order at 6 (Dec. 20, 201Q)(‘analysis indicates that a reasonable rangkits ROE

is 9.6 percent to 10.6 percent, with a midpoint@flL percent. The 10.25 percent ROE agreed updinebparties to
the Settlement falls within this ROE range”); Ca¢e. 2012-00222, Order at 8 (Dec. 20, 2012) (“Oualgsis
indicates that a reasonable range for LG&E's RO&.spercent to 10.6 percent, with a mid-point @fl1percent.
The 10.25 percent ROE agreed upon by the partigget8ettlement falls within this ROE range.”).

“9 Bluefield Water Works & Improvement Co. v. PubyS@omm'n 262 U.S. 679 (1923Fed. Power Comm'n v.
Hope Natural Gas C9320 U.S. 591 (1944).
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And the RRA reports the Commission Staff introdueg¢chearing do not show that a
10.00% ROE is an outlier or outside the boundsealsonableness; reported ROE awards of
10.00% or more appear 14 times for electric utditin the Commission-Staff-provided RRA
reports, and with those awards made by the utddaygnmissions of Virginia, Michigan, and
Wisconsin. As discussed below, the Indiana UtiRggulatory Commission also recently found
a 10.00% ROE reasonable as the midpoint of a 9.£0%0.30% ROE rang®. Therefore, the
evidence of what this Commission and other utiliiymmissions have recently approved
supports approving continuing to apply a 10.00% ROEe Companies’ ECR mechanisms as
being within a range of reasonable ROEs. Thahisddition to what is arguably the most
compelling evidence in this proceeding, namely that AG and KIUC have agreed a 10.00%
ROE is reasonable in the context of the Unanimaide®nent Agreement in these proceedings.

2. RRA-reported average ROEs have not changed mdyesaice the

Commission issued its June 30, 2015 order approusegof a 10.00%
ROE for the Companies’ ECR mechanisms

Nothing in the RRA reports the Commission Staffradticed at hearing indicates a
change in average awarded ROEs supporting a deparim the 10.00% ROE for ECR
purposes the Commission approved less than a geaarad affirmed for ongoing ECR use less
than four months ago. Indeed, the RRA report®thiced at hearing indicate a 10.00% ROE for
ECR purposes is at least as appropriate now aasitwhen the Commission approved it on June
30, 2015. For example, according to the “MajoreR@ase Decisions—Calendar 2015” RRA

report, the average awarded ROE for the secondequair2015 for electric utilities was 9.73%

Y |n the Matter of: Petition of Indianapolis Power ight Company (“IPL") for Authority to Increase Ret and
Charges for Electric Utility Service and for Appedwf: (1) Accounting Relief, Including Implemeiat of Major
Storm Damage Restoration Reserve Account; (2) Bg\epreciation Rates; (3) The Inclusion in Basitd? and
Charges of the Costs of Certain Previously Appro@edlified Pollution Control Property; (4) Implemiation of
New or Modified Rate Adjustment Mechanisms to JirRelcognize for Ratemaking Purposes Lost Reveruras f
Demand-Side Management Programs and Changes irtCéfypcity Purchase Costs; (B) Regional Transmission
Organization Costs; and (C) Off System Sales Margamd (5) New Schedule of Rates, Rules and Rémndafor
Service Cause No. 44602, Order at 42 (In. Util. Reg. Allar. 16, 2016).
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(including Virginia-awarded ROES}. But according to the most recent RRA report, “Maj
Rate Case Decisions—January-March 2016,” the aeeaagrded ROE for the first quarter of
2016 for electric utilities was 10.26% (includingr§inia-awarded ROEs)—an increase of 53
basis points from the second quarter of 2&18n other words, according to the Commission
Staff’'s own evidence, the RRA-reported average R@&d from the second quarter of 2015 to
the first quarter of 2016 is up, not down, addingort to maintaining the ROE the Commission
awarded less than a year ago for ECR purposeswhiuth the Commission has approved less
than four months ago in two separate ECR reviewscas
Excluding Virginia-awarded ROEs from the RRA avasgloes not change the upward
trend in ROEs from the second quarter of 2015 ¢ofittst quarter of 2016. Excluding the one
Virginia-awarded ROE from the ROE awards RRA repdrfor the second quarter of 2015
results in an average ROE award of 9.5f%Excluding the Virginia-awarded ROEs from the
ROE awards RRA reported for the first quarter ol@Q@esults in an average ROE award of
9.68%—an increase of 17 basis points from the skcprarter of 2018° Again, the RRA-
reported average ROE trend is up, not down, froenstcond quarter of 2015 to the first quarter
of 2016.
3. The Companies’ ECR rate of return on capitalizatishich includes the
Companies’ debt cost and equity return, is lowantimany utilities,

which is a benefit for the Companies’ customers aughports the
continuing use of a 10.00% ROE for the Compani€¥REnechanisms.

It is vitally important for the Commission to begr mind as it considers whether to

approve the Unanimous Settlement Agreement in tpeseeedings, including continuing the

*1 Hearing Exhibit 3, filed June 21, 2016.
*2 Hearing Exhibit 4, filed June 21, 2016.
%3 Case No. 2015-00411, Order (March 16, 2016); Gase2015-00412, Order (March 16, 2016).
** Hearing Exhibit 3, filed June 21, 2016.
% Hearing Exhibit 4, filed June 21, 2016.
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repeatedly-Commission-approved 10.00% ROE for EGRpgses, a crucial fact easy to
overlook: it is a utility’'s weighted average codt @apital (or rate of return, “ROR”) that
determines the total financing costs customersfpagapital deployed in a utility’s operations,
not ROE alone. And the Companies’ current ROREGR is markedly lower than many of the
RORs reported in the RRA reports provided by then@ssion Staff at hearir.

In particular, the Commission Staff introduced @ating an RRA document concerning a
June 3, 2016 order of the Maryland Public Servioen@issior’ That order granted Baltimore
Gas and Electric Company (“BG&E”) an electric raterease based on an ROE of 9.75%8ut
the RRA report shows the Maryland Commission furtiygproved an ROR of 7.28% (before
grossing up for taxesj. That ROR is 36 basis points higher than KU’'s RIORECR reviewed
and approved by this Commission in KU’s most rede@R review cas& and is more than 53
basis points higher than LG&E’s ROR for ECR revidvand approved by this Commission in
LG&E’s most recent ECR review caSe.Therefore, for KU to have an ROR for ECR purposes
that equals the 7.28% ROR approved for BG&E, KUGREROE would have to increase to
10.68%, not decrea$é. Likewise, for LG&E to have an ROR for ECR purpeskeat equals the
7.28% ROR approved for BG&E, LG&E’s ECR ROE wouldvk to increase to 11.00%.
Thus, the RRA document the Commission Staff intoedu at hearing concerning BG&E
actually supports continuing the Commission-appto¥8.00% ROE for the Companies’ ECR

mechanisms.

*5 Hearing Exhibits 3-6, filed June 21, 2016.

>" Hearing Exhibit 6, filed June 21, 2016.

@1d. at 1.

#d.

€0 Case No. 2015-00411, Order at 3 (March 16, 2016).

®L Case No. 2015-00412, Order at 4 (March 16, 2016).

210.68% ROE * 53.58% Equity = 5.72% WACE + 1.56% QA= 7.28% WACC
8311.00% ROE * 53.07% Equity = 5.84% WACE + 1.44% QA= 7.28% WACC
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Similarly, the Commission Staff introduced at hegran RRA document concerning an
April 29, 2016 order of the Massachusetts Departro&iRPublic Utilities (“DPU”), which order
granted Fitchburg Gas and Electric Company (“Fitcgh) an electric rate increase based on an
ROE of 9.89%6* But the RRA report shows the Massachusetts DPiHduapproved an ROR of
8.46% (before grossing up for tax&%)That ROR is 154 basis points higher than KU’s ROR
ECR reviewed and approved by this Commission insidbst recent ECR review c&8end is
171 basis points higher than LG&E’s ROR for ECRigexed and approved by this Commission
in LG&E’s most recent ECR review ca%e. Therefore, for KU to have an ROR for ECR
purposes that equals the 8.46% ROR approved fohlstrg, KU's ECR ROE would have to
increase to 12.88%, not decre&Se.ikewise, for LG&E to have an ROR for ECR purpeseat
equals the 8.46% ROR approved for Fitchburg, LG&EGR ROE would have to increase to
13.23%%° Thus, the RRA document the Commission Staff tioed at hearing concerning
Fitchburg strongly supports continuing the Comnaissapproved 10.00% ROE for the
Companies’ ECR mechanisms.

What these two documents show is the value to m&t® of the Companies having a
well-balanced capital structure, exceptional def#tcmanagement, and a competitive and
consistent ROE. These factors result in lower @Vé&ORs, which in turn benefit customers
through lower total financing costs. The Compatiesefore respectfully submit that the RRA
reports the Commission Staff introduced at hearamgl particularly the documents concerning

BG&E and Fitchburg, support continuing to apply t®00% ROE that the Commission has

% Hearing Exhibit 5, filed June 21, 2016.

51d. at 3.

¢ Case No. 2015-00411, Order at 3 (March 16, 2016).

67 Case No. 2015-00412, Order at 4 (March 16, 2016).

%8 12.88% ROE * 53.58% Equity = 6.90% WACE + 1.56% GIA= 8.46% WACC
6913.23% ROE * 53.07% Equity = 7.02% WACE + 1.44% QA= 8.46% WACC
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repeatedly approved for use in the Companies’ EGRhanisms and that the parties to these
proceedings explicitly agreed to as part of the nimaus Settlement Agreement reached in
these proceedings.
4, RRA reports are at best hearsay, and neither theyamy other evidence
in the record of these proceedings is sufficiensapport changing the
10.00% ROE for ECR purposes agreed upon in the @orep 2014
base-rate cases, which were contested proceeditigyexpert testimony
on ROE, and in which the settled 10.00% ROE wasotietgd among

sophisticated parties obtaining consideration netilable outside
settlement context and approved by the Commission

On June 30, 2015, the Commission approved a Unarmn®ettlement Agreement
achieved in the Companies’ 2014 base-rate casést agreement was reached by 12 diverse
intervenors (including the AG and KIUC), and inckadcontinuing to use for the Companies’
ECR the 10.00% ROE. The 10.00% ROE was not prapose found reasonable by the
Commission, solely because it appeared consistéht avfew examples of approved ROEs
summarized in an RRA report. Rather, the ROE amaton the 2014 base-rate cases was the
subject of considerable analysis, expert testimamg discovery by the Companies, AG and
KIUC. Such analysis is required to satisfy the ficial analysis mandated by the United States
Supreme Court in thBluefieldandHopedecisions® These fundamental decisions require that
public utilities charge rates sufficient to earreturn “equal to that generally being made at the
same time and in the same general part of the powrt investments in other business
undertakings which are attended by correspondisksrand uncertaintieS” and a return on
equity “commensurate with returns on investment®timer enterprises having corresponding

risks [and] sufficient to assure confidence in fimancial integrity of the enterprise, so as to

O Bluefield 262 U.S. 679Hope 320 U.S. 591.
" Bluefield 262 U.S. at 692.
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maintain its credit and to attract capit4l.” The expert testimony, analysis, and discovery
conducted in the Companies’ 2014 base-rate caseglpd precisely the kind of record required
to satisfy theBluefieldandHope criteria when addressing possible changes to Rid&sously
established via evidence sufficient to satisfyBheefieldandHopecriteria”>

Producing the kind and quantity of evidence suffiti to satisfy those criteria is
expensive and time consuming. Perhaps for thay veason the Commission has made a
standard practice of applying the ROE establishedl utility’'s most recent base-rate case to the
utility’s environmental surcharge (or ECR) calcidas until the utility’'s next base-rate case.
The Commission explicitly acknowledged its estdidi practice in its final orders in the
Companies’ 2008 base-rate cases: “Typically, actredeutility with an environmental surcharge
approved pursuant to KRS 278.183 uses the ROE #ft®most recent rate case in the return
component of the environmental costs included énsitircharge™ It is therefore entirely
consistent with the Commission’s established pradinat the Companies proposed to continue
using the 10.00% ROE unanimously agreed to by tbmganies and 12 intervenors in the
Companies’ 2014 base-rate cases, approved by thendsion less than a year ago in its final
orders in those cases, affirmed by the Commis@es than four months ago in the Companies’
most recent six-month ECR review proceedings, @ndeal to yet again by the AG and KIUC as
part of the Unanimous Settlement Agreement in tipeseeedings.

What is entirely inconsistent with the Commissioestablished practice concerning ECR
ROEs, as well as thBluefieldandHope standards, is what appears to be an attempt tidyjus

establishing a new ROE for ECR purposes on thestlzdsnothing more than a handful of RRA

?Hope 320 U.S. at 603.

3 Big Sandy Community Action Program v. Chaff82 S.W.2d 526 (Ky. 1973Rrummond v. Todd County Bd.
of Educ, 349 S.W.3d 316 (Ky. App. 2011).

" Case No. 2008-00251, Order at 7; Case No. 2008@2rder at 8.
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reports first introduced into the record of thesecpedings at the public hearing, and of which
none of the parties to these proceedings had atigenantil the informal settlement conference
held a mere five days before the public hearingposE RRA reports, which are hearsay under
Kentucky’s Rules of Evidence, do not begin to citat substantive evidence, and certainly not
sufficient evidence to overturn an ROE establisbeplicitly for use in the Companies’ ECR
mechanisms in proceedings where substantive anficienf evidence from four different
experts, including three intervenor experts, wagh@& record and had been the subject of
discovery and analysis.

Moreover, if the Commission desires to change atgylestablished practices and turn
every ECR proceeding into a fuBlluefield and Hope satisfying ROE case, basic principles of
due process require the Commission to provide eatfcsuch a dramatic change more than two
business days before the public heaffhg.

Due process and evidentiary infirmities aside, ithprecise and undifferentiated nature
of RRA reports make them woefully insufficient esiite for overturning a well-established and
repeatedly Commission-approved ROE. RRA reports hheir place; they can be useful to
obtain a basic understanding of ROEs approved byws commissions for various utilities.
But they should not be relied upon by any commissie the sole source for determining the
appropriate ROE for any utility for at least twasens.

First, RRA reports, when viewed in isolation, failprovide the information needed for

the type of financial analysis mandated byBheefieldandHopedecisions. When commissions

5 See, e.g., Utility Regulatory Comm’n v. Ky. Waterv&e Co, 642 S.W.2d 591, 593 (Ky. App. 1982) (“It has
been said that no hearing in the constitutionassexists where a party does not know what evidencensidered
and is not given an opportunity to test, explaimefute.”); Public Service Comm’n v. Warren County Water Dist.
642 S.W.2d 594, 595 (Ky. App. 1982) (finding thabkén County Water District had the right to a niegful
opportunity to be heard as to the issue of thewalface for depreciation expense on contributed ptgpeKy.
American Water Co. v. Commonweal®d7 S.W.2d 737, 741 (Ky. 1993) (“Under Due Pracé®g AG and the City
were entitled to know what evidence is being com®d and are entitled to an opportunity to tesplax and/or
refute that evidence.”).
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determine ROEs, they generally look at the uniduaracteristics and circumstances of a utility
to identify factors that affect the ROE needed tftat specific utility to attract investors and
obtain necessary capital. These characteristidscanumstances are not identified in a short
RRA report, making them potentially misleading. r Egample, Commission Staff pointed to a
May 13, 2016 RRA Regulatory Focus report, whiclorggd a 9.8% ROE for Fitchburg Gas and
Electric Company? Fitchburg is a distribution-only electric utilityinlike the Companies, it
owns no generation or transmission facilities, mgkt inherently less financially risky from an
equity-investment perspective than vertically imgdgd utilities like the Companies. In addition,
it is in no other material respect comparable so@ompanies: it has an electric rate base slightly
over $50 million compared to the Companies’ combbiakectric capitalization of approximately
$9 billion; it has a cost of debt nearly twice aghhas the Companies’ cost of debt; and perhaps
most dissimilarly, it has a revenue-decoupling na@ctm, largely insulating it from revenue
fluctuations due to changes in customers’ usageldevIn other words, other than having a
somewhat-similar debt-to-equity ratio, there isway in which Fitchburg is comparable to the
Companies.

Similarly, Commission Staff pointed to an RRA Aleggarding the June 3, 2016 order of
the Maryland Commission, which order granted BG&E edectric rate increase based on an
ROE of 9.75%. But the Maryland Commission expressly acknowledgbat BG&E
“continues to constitute a low-risk investment” &ese it “does not own generating facilities,
which lowers its risk and it enjoys other risk-reohg attributes such as the ERI initiative [and]

the BSA decoupling mechanisrft” The ERI (Electric Reliability Initiative) allowBG&E to

S Hearing Exhibit 5, filed June 21, 2016.

" Hearing Exhibit 6, filed June 21, 2016.

8 1n the Matter of the Application of Baltimore GasdaElectric Company for Adjustments to Its Elecaid Gas
Base RateCase No. 9406, Order at 154-155 (Md. Pub. Serv.i@ordune 3, 2016).
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collect a monthly charge from its customers to fuligtribution-system upgradés. The BSA
(Bill Stabilization Adjustment) decouples BG&E’svenues from its salé8. Thus, like
Fitchburg, BG&E simply is not comparable to the Qamies. Thus, the Fitchburg and BG&E
decisions fall short of thBluefieldandHope standards, which require an analysis of comparable
entities with corresponding risks. And the RRA mpaconcerning the Fitchburg and BG&E
orders show how RRA reports can be misleading andat be relied upon to establish an ROE.
And another clear example of the kinds of notabslere and omissions RRA reports
contain is the reported 9.85% ROE for IndianapBlisver and Light Company (“IPL”). The
April 15, 2016 RRA Report introduced by CommissiBtaff at hearing reports a 9.85% ROE
awarded to IPL by the Indiana Utility Regulatory@mission (“IURC”) in IPL’s most recent
base-rate proceeding. What the RRA report failsémtion is that the IURC determined that a
reasonable ROE for IPL was 10.00%, the midpoind &70% to 10.30% range of reasonable
ROEs. But the IURC determined that the ROE it aped for IPL should be reduced to the
9.85% midpoint of the lower end of the reasonall¥ERange to provide IPL's management an
“incentive” to address certain electrical-netwonkprovements and to participate constructively
in a collaborative effort established by the IURCThe clear implication of the IURC's order
was that IPL could regain the 15 docked basis pafrits management addressed the issues the

IURC wanted it to addre$8. Notably, no claims of mismanagement have beeedaagainst the

" In the Matter of the Application of Baltimore GasdaElectric Company for Adjustments to Its Electid Gas
Base RateCase No. 9326, Order at 3 (Md. Pub. Serv. Comm’a. 8, 2013).
8 |n the Matter of the Application of Baltimore GasdaElectric Company for Adjustments to Its Electid Gas
Base RategCase No. 9406, Order at 154 n.2 (Md. Pub. Serv.r@onjune 3, 2016).
:Z Cause No. 44602, Order at 42 (In. Util. Reg. AMar. 16, 2016).

Id.
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Companies in these proceedifigsRegardless, none of this important backgroundrinétion
about the IURC’s ROE determination for IPL, andtigatfarly its finding that a 10.00% ROE
would have been appropriate for IPL absent the 18RG-basis-point penalty, can be found in
the RRA report introduced at hearing.

In addition, RRA reports are not an exhaustivee@vof commission-approved ROEs.
For example, RRA reports do not report many ROBshed via settlement. For example, the
April 15, 2016 RRA Report introduced by Commissiaff that purports to cover ROE results
for the first quarter of 2016 does not report K@&ttled 10.00% ROE as the midpoint of the
range the VSCC found reasonable for KU’'s Annuabimfational Filings in Virginia.

But to the extent the Commission does look to RBgorts to obtain a general sense of a
reasonable range of ROEs, it must not exclude inedammissions’ ROE awards simply
because those commissions establish ROEs diffgrérah does this Commission. Any such
exclusion would ignore the reality of investor atein capital markets. Investors are not limited
to certain jurisdictions; rather, they have thecdiion to take their investment to any
jurisdiction. Therefore, it is imperative to inde all approved ROES, not just non-Virginia
ROEs, because these are the entities with whiclCdmpanies compete for capital. Indeed, the
Commission has acknowledged that investment capstdungible and seeks the best risk-
weighted returns, and that this extends to utditeend non-utilities: “[ljnvestors are always
looking for the best investment opportunity andt thautility is in competition with unregulated

firms.”® This reality requires the Commission to take iatgount all ROEs in the RRA reports

8 Even if they were, the Supreme Court of Kentuckg Iheld, and this Commission has recognized, trat t
Commission is prohibited from using ROE either éavard or to punish a utility’s manageme8buth Cent. Bell
Tel. Co. v. Utility Regulatory Com537 S.W.2d 649, 653-654 (Ky. 1982); Case N0.3200433, Order at 65-66
(June 30, 2004); Case No. 2003-00434, Order ai&7e(30, 2004).

8 Case No. 2009-00548, Order at 31(July 30, 20@8se No. 2009-00549, Order at 33(July 30, 2010).
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when using those reports for their proper purposeely to provide a general sense of ROEs
being awarded.

The Commission has historically viewed RRA Repadsa guidepost of reasonableness,
as opposed to dispositive evidence which meetsBthefield and Hope standards. Because
uncorroborated reliance on RRA reports is fraugti weril, it is unsurprising that as recently as
June 2015 the Commission repeated its positionithiates not rely on returns awarded in other
states in determining the appropriate ROE for Kekytjurisdictional utilities> But this does
not mean that the Commission disregards RRA repatiser, the Commission has historically
used RRA reports as an indication of whether th&R€&ommendations from parties are within
the general realm of reasonableness of recentlyoapp ROES® It is appropriate to use RRA
reports not as dispositive evidence based on theosacic standards required by the United State
Supreme Court in thBluefieldandHopedecisions, but rather as a “reasonableness chaoéh
evaluating the dispositive evidence required by Bheefield and Hope decisions, precisely
because the Commission finds it “reasonable to @xjeat other state commissions, each with
their own attributes, are evaluating expert witrtestimony which uses the same or similar cost-
of-equity models and reaching conclusions basedthen data provided in the records of
individual cases® Thus, it is the testimony, models, and evaluatitat satisfy the utility-
specific financial mandates of tligduefield and Hope decisions and determine the appropriate
ROE for a specific utility under specific circumstas, not the RRA report that is merely used as

a general representation of reasonableness. Ypés df evidence is traditionally presented

8 Case No. 2014-00396, Order at 48;the Matter of: Application of Atmos Energy Comaiion for an Adjustment

of Rates and Tariff Modification€ase No. 2013-00148, Order at 28 (April 22, 20Ijhe Matter of: Application

of Delta Natural Gas Company, for an AdjustmenRafes Case No. 2010-00116, Order at 22 (Oct. 21, 2010);
Case No. 2003-00433, Order at 66; Case No. 200349 @rder at 57.

% Case No. 2003-00433, Order at 66; Case No. 20834QWrder at 57.

8 Case No. 2014-00396, Order at 43; Case No. 2018®)@rder at 28.
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during a utility’s base-rate proceeding, which sugthe Commission’s long-standing practice
of setting ROEs for ECR purposes during base-redegedings precisely because it allows the
Commission to examine the utility’s enterprisetsentirety. To depart from the Commission’s
historical practice would require utility’s to st the financial mandates of tgduefield and
Hope decisions outside the context of base-rate pracgedvherein proper ROR and ROE
analysis is best suited.

The extensive and thorough testimony, cost-of-gquibdels, and discovery that resulted
in the 10.00% ROE for ECR purposes in the 2014-batgecase settlement agreement satisfy the
financial mandates of thBluefield and Hope decisions and continue to support the use of the
10.00% ROE. Moreover, the RRA reports providedesrimg show that 10.00% is well within
the general realm of reasonableness of recentisoapg ROEs.

5. The Companies’ next base-rate cases will inclusgn@ny from multiple
expert withesses on ROE

As discussed above, the appropriate forum in whichddress a possible change to an
established, Commission-approved ROE is a baseeade, not an ECR proceeding. The
Commission itself has said that is its establigettice: “Typically, an electric utility with an
environmental surcharge approved pursuant to KR&S183 uses the ROE from its most recent
rate case in the return component of the envirotahensts included in its surcharg&."For the
reasons discussed above, it is a sensible pradticbase-rate cases, all parties anticipate
addressing the appropriate ROE to use not onlpdse-rates but also for ECR. The Companies,
AG, and KIUC typically present expert testimony amlyses to support their ROE positions in
such cases, and the parties and Commission Staffuct thorough discovery concerning that

evidence, providing the Commission a well-developmbrd to support any ROE changes.

8 Case No. 2008-00251, Order at 7; Case No. 20080)@rder at 8.
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Another reason it is profoundly sensible to follthve Commission’s practice of setting
ROEs for base-rates and environmental surchargéanexns in base-rate proceedings is that
equity investors do not invest in one mechanisnarmther when investing in a utility; rather,
they invest in the entire utility. So although @lity might have a particular cost-recovery
mechanism with a reasonable ROE, such as the 1000&the Commission has approved for
the Companies’ ECR mechanisms, it does not follwat the utility is earning a reasonable ROE
overall, the kind of ROE that will attract capitalestment necessary to support the utility’s
overall operations in accordance with fBleiefield andHope standards. The Commission has
appeared to recognize that reality, as when it@mo the settlement agreement for Kentucky
Power Company in its 2014 base-rate case thatdedlsetting a 10.25% ROE for use in its
environmental surcharge mechani¥has well as for use in two other riders relate#éntucky
Power's Big Sandy Generating Statinall in the context of finding that 9.80% was a
reasonable ROE generafly.

The Companies anticipate filing base-rate applbecetiwithin the next 12 months. The
proceedings concerning those applications will mlevhe appropriate forum and evidentiary
record for addressing ROE changes, not only foe bates but also for ECR cost recovery. The
Companies therefore respectfully suggest to the r@igsion that, in accordance with the
Commission’s own established practice, the recdrdhese proceedings does not contain
evidence to support an ROE other than the 10.00% B® Commission approved less than a

year ago in the Companies’ most recent base-ratessand in two ECR review cases since then,

8 |n the Matter of: Application of Kentucky Power Quamy for: (1) A General Adjustment of Its RatesEtctric
Service; (2) An Order Approving Its 2014 EnvirontaéiCompliance Plan; (3) An Order Approving Its e and
Riders; and (4) An Order Granting All Other RequirApprovals and Relief;ase No. 2014-00396, Order at 72
(June 22, 2015).

“d. at 47-48.

*H1d. at 42.
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and which the parties to this proceeding have agtgmn as fair, just, and reasonable in the
context of the Unanimous Settlement Agreement stibchito the Commission. The
Commission should therefore approve the unanimatesient in its entirety and without
modification, knowing that in no more than 12 mantthe Commission will likely have
applications presented to it that will permit thevelopment of the robust record necessary to
change ROEs.

6. The authority to recover current costs pursuarKRS 278.183 does not

justify lowering the Companies’ ROE from that fourehsonable in their
most recent base-rate proceedings

At hearing, Commission Staff acknowledged that KR®3.183(3) authorizes the
Commission to disallow improper costs during itesionth and two-year review proceedings.
Commission Staff then questioned whether (1) then@anies had ever been subjected to such
cost disallowances, to which the Companies answerdde negative, and (2) the absence of
cost disallowances allows the Companies to earratitieorized ROR, including the authorized
ROE, to which the Companies answered in the affir@aThis line of questioning implies that
because the Companies have historically recovdred ECR plan costs, the ROE should be
discounted to account for the diminished risk dftatisallowance. The Companies object to this
implication on two primary grounds. First, that t@empanies have not been subjected to cost
disallowances during six-month and two-year reviade®s not mean that the risk of cost
disallowance does not exist or that the Compamesyaaranteed their approved rate of return;
the Commission has on multiple occasions showwmillhngness to disallow recovery of ECR
plan costs. For example, in Case Nos. 95-060 &#99, the Commission required KU and

LG&E to exclude a portion of the ECR costs assedatith off-system sales from their
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respective ECR mechanistifsin Case No. 95-550, the Commission held that BigeR
Electric Corporation could not recover environménégovery costs on customer bills issued
more than two months after the month of incurring tost> And in Case No. 2013-000325,
the Commission denied Kentucky Power’'s request riorease its total jurisdictional
environmental surcharge amount by a one-time adjst of $3,518,900, determining that a
settlement agreement reached in a prior proceedaagired Kentucky Power to set its
environmental-surcharge factor to zero until thetrgase-rate proceediily. Therefore, the
Companies and their investors have no reason tevieethe Commission would hesitate to
disallow unreasonable or improper costs in futut&Eeview proceedings. That the Companies
have not been subjected to such disallowances ynghelws that the Companies have prudently
managed their ECR programs, not that their ECR ar@sims are “guaranteed” or risk-free.
Second, it is important to remember that, as dsmilisabove, equity investors do not
invest solely in a single utility recovery mechamnjsrather, they invest in the totality of the
enterprise. The Companies do not engage in préjeicing. Thus, it is a utility’'s enterprise-
level ROE that must be analyzed, including the apglicable to the enterprise as a whole. For
example, according to the “Major Rate Case Decsstedanuary-March 2016” RRA report, the
VSCC awarded Virginia Electric and Power Compang filifferent ROESs in the first quarter of

2016 for different rate mechanisms, four of whiklk ¥SCC established on the same ¥aifhe

%2 |n the Matter of: An Examination by the Public SeevCommission of the Environmental Surcharge Meisina
of Kentucky Utilities Company as Billed from Auglistt994 to January 31, 19968ase No. 95-060, Order (Aug.
22, 1995);In the Matter of: An Examination by the Public SeevCommission of the Environmental Surcharge
Mechanism of Louisville Gas and Electric CompanyBéked from November 1, 1995 to April 30, 19@&se No.
96-290, Order (Nov. 12, 1996).

% In the Matter of: Application of Big Rivers EleatriCorporation for Recovery of July 1995 Environnaént
Compliance Cost$;ase No. 95-550, Order (April 29, 1996).

% In the Matter of: An Examination by the Public SeevCommission of the Environmental Surcharge Meisina
of Kentucky Power Company for the Two-Year Billtegiod Ending June 30, 2018ase No. 2013-00325, Order
(April 29, 2014), Order Denying Rehearing (Jun@il4).

% Hearing Exhibit 4, filed June 21, 2016.
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ROEs ranged from 9.60% to 11.60%, with an averdd®0%; that 10.60% average, not the
ROE for a particular rate mechanism, is what inmessiook for when making investment
decisions and is what is material when considewhgther awarded ROEs meet tBkiefield
and Hope standard€® As described above, that is one of the reasons tida Commission’s
established practice of subjecting ROEs to extengview, modeling, and expert analysis in the
context of base-rate proceedings and then applyiagROE so established to environmental-
surcharge mechanisms like the Companies’ ECR mesrhans so sensible; it takes into account
all the relevant factors investors consider, nat jiactors applicable to a single cost-recovery
mechanism.

C. No CPCN Should Be Required to Close Any Surface Ingqundment at a

Retired Generating Station Because All Such ClosuseAre in the Ordinary
Course of Business and None Is Financially Material

The surface-impoundment closures at Green Riverie, and Tyrone represent an
ordinary extension in the usual course of busirieas will not materially affect the financial
condition of KU. Therefore, neither KRS 278.020 867 KAR 5:001 Section 15 requires the
Companies to obtain a CPCN to conduct these sunfageundment closures. In pertinent part,
KRS 278.020 requires a utility to obtain a CPCNopitio constructing any plant, equipment,
property, or facility for furnishing utility servecto the public; but KRS 278.020 does not require
CPCNs for ordinary extensions of existing systemshie usual course of business. 807 KAR
5:001 Section 15 further provides that no CPCNeguired for extensions that (i) do not create
wasteful duplication of plant, equipment, propedy facilities; or (ii) conflict with the existing
certificates or service of other utilities opergtim the same, general, or contiguous area; and
(iif) do not involve sufficient capital outlay toaterially affect the existing financial conditioh o

the utility involved. The Commission has histoliganterpreted the materiality criterion of 807

%d.
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KAR 5:001 Section 15(3) to contemplate a comparsaihe capital outlay involved to the value
of the utility’s net utility plant.

Closing surface impoundments is entirely in theirany course of conducting and then
ceasing active operations at generating statiotis @oal-fired units. KU has now ceased all
existing electric generating operations at GreeveRiPineville, and Tyrone, and closing the
surface impoundments is an entirely ordinary pamach generating station’s life-cycle in the
usual course of business. The closures will no& lveasteful duplication of plant, equipment,
property, or facilities, and will likely improve ¢hlandscape by replacing open surface
impoundments with vegetated hills. Also, therengs facility or other utility with which the
closed surface impoundments will compete. Moreowr total capital outlay involved with the
closures will not materially affect the financiardition of KU. The total projected capital cost
of the closures is $77.9 million, which represespproximately 1.4% of KU'’s net rate base of
$5.3 billion. By generating station, the projectambts of the surface-impoundment closures
represent approximately 1.0% (Green River), 0.1B#dville), and 0.24% (Tyrone) of KU’s net
rate base. Therefore, the closures do not mee€EB@N financial materiality criterion of 807
KAR 5:001 Section 15(3) as the Commission has hstty interpreted i’ In addition, the
AG and KIUC agreed as part of the Unanimous Se#temgreement that no CPCN should be

required for any of the surface-impoundment closateGreen River, Pineville, or Tyrone.

7 SeeConroy Direct Testimony at 15, citig the Matter of: Tariff Filing of Warren County W District To
Establish the Rockfield School Sewer Capital Ragokeg Case No. 2012-00269 (Nov. 19, 2012);the Matter
of: Application of Big Rivers Electric Corporatidior Approval of an Interconnection Agreement witbnkicky
Utilities Company Case No. 2007-00058 (Apr. 16, 200n)the Matter of: Application of Southern Madisomtéf
District to Issue Securities in the Approximate Amtoof $860,000 for the Purpose of Refunding anstanting
Revenue Bond of the District and Finance Certaist&8y Improvements Pursuant to the Provisions of KRES300
and 807 KAR 5:001Case No. 99-310 (Sept. 1, 1999).
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V. CONCLUSION

Taken in its entirety, the Unanimous Settlemente&gnent reached by the AG, KIUC,
and the Companies is a fair, just, and reasonaselution of all the issues presented in these
proceedings. It is a settlement entered into lgyaly the two most sophisticated intervenor
parties that appear before this Commission, pawlesse counsel have combined experience of
decades in the utility field in Kentucky; they dotrenter lightly into settlements involving the
recovery from those they represent of nearly $liohilof new capital expenditures. They are
parties that would not hesitate to walk away fréwe $ettlement table if they thought the terms of
the entire Unanimous Settlement Agreement, inclydiontinuing to use the Commission-
approved 10.00% ROE for ECR purposes, were anyibtingr than fair, just, and reasonable in
their totality. The Commission can therefore haemfidence in approving the Unanimous
Settlement Agreement in its entirety and withoutification.

For these reasons, Kentucky Utilities Company aowdidville Gas and Electric Company
ask the Commission to issue final orders by July224.6, approving the Unanimous Settlement
Agreement as the reasonable disposition of thesssuthese cases without modification of any

kind.
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