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SETTLEMENT TESTIMONY OF
MATTHEW J. SATTERWHITE, ON BEHALF OF
KENTUCKY POWER COMPANY
BEFORE THE PUBLIC SERVICE COMMISSION OF KENTUCKY

. INTRODUCTION

PLEASE STATE YOUR NAME AND POSITION WITH KENTUCKY POWER
COMPANY.

My name is Matthew J. Satterwhite, and | am the President and Chief Operating Officer
of Kentucky Power Company (“Kentucky Power” or “Company”).

DID YOU FILE TESTIMONY IN THIS RATE PROCEEDING?

Yes. | filed both direct testimony and rebuttal testimony.

ARE YOU FAMILIAR WITH THE ISSUES PRESENTED IN THIS CASE BY
THE COMPANY AND THE OTHER PARTIES GRANTED INTERVENTION?
Yes.

DID YOU PARTICIPATE IN THE NEGOTIATIONS WHICH LED TO THE
SETTLEMENT AGREEMENT BEING SUBMITTED FOR CONSIDERATION
AND APPROVAL BY THE COMMISSION?

Yes. | participated in an initial informal meeting on October 24, 2017 at the Company’s
office in Frankfort with the parties to the case and informal conferences on October 26,
2017 and November 7, 2017 at the Commission that led to the agreement in principle.

The Settlement Agreement is attached as ExHIBIT MJS-S1.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?
In my testimony | explain and support the terms of the Settlement Agreement, as well as

demonstrating why the terms of the Settlement Agreement will produce fair, just, and
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reasonable rates. The underlying support for the issues in the case-in-chief is still
sponsored by the Company witnesses sponsoring those issues. My testimony explains
the deviation from the Company’s filed case and summarizes the settlement process
leading to those changes.

1. THE SETTLEMENT AGREEMENT

PLEASE DESCRIBE GENERALLY THE AREAS ADDRESSED BY THE
SETTLEMENT AGREEMENT.
The comprehensive Settlement Agreement addresses a number of substantive areas that
differ from the Company’s June 28, 2017 application in this case (“June 2017
Application”) as updated on August 8, 2017 to reflect the impact of June 2017
refinancing activities on the Company’s application (“August 2017 Refinancing
Update”). The Settlement Agreement only reflects changes to the June 2017 Application
and the August 2017 Refinancing Update. Unless otherwise altered in the Settlement
Agreement, the Signatory Parties agreed to the proposed rates and other changes to the
Company’s terms and conditions of providing service set forth in the June 2017
Application and the August 2017 Refinancing Update (Paragraph 1). For example, the
parties agreed to the Company’s 2017 Environmental Compliance Plan as filed.
The major terms of the Settlement Agreement are:

1. A net annual increase in the Company’s retail revenues of $31,780,734

(Paragraph 2) which represents a decrease of $28,616,704 from the requested
$60,397,438 set forth in the August 2017 Refinancing Update;

2. Establishment of deferral and recovery mechanisms for $50 million of
Rockport Unit Power Agreement (“UPA”) Expenses (Paragraph 3);

3. Changes to the proposed Tariff P.P.A. to recover 80% of the change in annual
PJM OATT LSE expense as compared to the annual amount included in base
rates and to include an offset for the difference in return on transmission
system investment (Paragraph 4);
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An agreement by the Company to not file a request to change the general base
rates for rates to be effective until the first day of the January 2021 billing
cycle in exchange for the other provisions outlined in the agreement
(Paragraph 5);

An agreement to change the depreciation rates for Big Sandy Unit 1 to use the
20 year expected life of the unit and a further adjustment to depreciation rates
for Big Sandy Unit 1 and the Mitchell Plant to remove terminal net salvage
costs for the setting of rates at this time (Paragraph 7);

The establishment of a return on equity of 9.75% and an update to the
Company’s capitalization to reflect short term debt as 1% of the Company’s
total capital structure (Paragraph 8);

Amortization of the remaining deferred storm expense regulatory asset
authorized in Case No. 2012-00445 and the deferred storm expense regulatory
asset from Case No. 2016-00180 over a five-year period beginning with
approval of the settlement agreement in this case at an annual amount of
$2,092,867 (Paragraph 9);

Amendment to the proposed structure of the Kentucky economic development
surcharge (“KEDS”) to decrease the residential charge to $0.10 per month and
increase the non-residential per meter charge to $1.00 per month and to adjust
the matching contribution by the Company (Paragraph 10);

A commitment to work with Marathon Petroleum on a backup and
maintenance service agreement or to seek a Commission ruling if an
agreement cannot be reached (Paragraph 11);

Inclusion of the DSM-based School Energy Manager Program as a program
for Commission approval in the 2018 and 2019 DSM program filings and the
extension of Tariff K-12 School which will now include private schools
(Paragraphs 12 and 13);

Acceptance of the bill formatting changes proposed by the Company and a
commitment by the Company to conduct training sessions with
representatives from municipal customers to discuss bill format and tools
available to better understand bills (Paragraphs 14);

Approval of the Renewable Power Option Rider with amended language to
allow customers with meters under the same parent company to aggregate for
purposes of qualifying for Option B (Paragraph 15).

Increase in the Company’s customer charge for Tariff R.S. to $14.00 per
month (Paragraph 16(a));
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14.  Approval of certain other new tariffs set out in the Company’s application, as
well as modifications of the Company’s existing tariffs (Paragraph 16(b)); and

15.  Approval of a new pole attachment rates under Tariff C.A.T.V. of $10.82 for
attachments on two-user poles and $6.71 for attachments on three-user poles
(Paragraph 16(c)).

I discuss each of these areas, and the pertinent terms, in more detail below. In addition,
the Settlement Agreement contains standard terms regarding its operation, interpretation,
and applicability. Chief among these is Paragraph 19, which stresses the importance of
Commission approval of the Settlement Agreement in its entirety. The Parties
understand that no agreement binds the Commission in its ultimate initial jurisdiction
over a general rate case filed before it. However, the Settlement Agreement represents
significant give and take among the Signatory Parties. Further, the Company believes
many of the items agreed to involve commitments beyond the unilateral authority of a
regulatory body to impose absent an agreement, such as the Company’s commitment to a
base rate case “stay out.”

BEFORE DISCUSSING THE SPECIFIC TERMS OF THE SETTLEMENT
AGREEMENT, PLEASE IDENTIFY THE PARTIES TO THE AGREEMENT.

The settling parties in this case include: Kentucky Power, Kentucky Industrial Utility
Customers, Inc. (“KIUC”), Kentucky School Boards Association, (“KSBA”), Kentucky
League of Cities (“KLC”); Wal-Mart Stores East, LP and Sam’s East, Inc. (“Wal-Mart”);

and Kentucky Cable Telecommunications Association (“KCTA”) (collectively

“Signatory Parties”).
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ARE THERE OTHER PARTIES TO THIS PROCEEDING WHO ARE NOT
SIGNATORIES TO THE SETTLEMENT AGREEMENT?

Yes. The Attorney General of the Commonwealth of Kentucky, by and through his
Office of Rate Intervention, (“Attorney General”) and Kentucky Commercial Utility
Customers, Inc. (“KCUC”) are not signatories to the Settlement Agreement.

WERE ALL PARTIES TO THIS PROCEEDING OFFERED THE
OPPORTUNITY TO PARTICIPATE IN THE NEGOTIATIONS THAT LED TO
THE EXECUTION OF THE SETTLEMENT AGREEMENT?

Yes. Representatives of the Office of the Attorney General attended the informal
meeting on October 24, 2017 and the October 26, 2017 informal conference at the
Commission. They indicated they would not attend the November 7, 2017 informal
conference because of a scheduling conflict. In an e-mail exchange with Commission
Staff on November 7, 2017, that Staff shared with the parties attending the informal
conference, the Attorney General’s representatives further indicated the settlement
conference should proceed as scheduled and not be rescheduled. Kentucky Power
discussed settlement individually with representatives of the Attorney General and kept
them abreast of the developments, provided the information exchanged at the November
7, 2017 informal conference, and repeatedly offered the Attorney General the opportunity
to join the other parties or engage in further negotiation. Representatives of KCUC
attended all three settlement conferences and the Signatory Parties provided copies of all

term sheets to KCUC.
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DOES THE SETTLEMENT AGREEMENT REPRESENT THE COMPLETE
SETTLEMENT IN THIS CASE?

Yes. There are no agreements or understandings regarding the Company’s application
that are not reflected in the Settlement Agreement. The agreements and terms in the
Settlement Agreement represent the sum total of the give and take of the Signatory
Parties. Further, there are no agreements nor understandings with non-signatory parties
relating to the subject matter of the Company’s application.

IS THE COMMISSION STAFF A PARTY TO THE SETTLEMENT
AGREEMENT?

No. Commission Staff attended two informal conferences but made clear that it could
not be a party to any agreement, that it was not speaking for the Commission, and that its
participation in no way would bind the Commission to the agreement.

DID THE PARTIES TO THIS CASE ACTIVELY LITIGATE THIS MATTER?
Yes. In addition to the four sets of data requests propounded by the Commission Staff
and answered by Kentucky Power, multiple rounds of data requests, consisting of 793
separate data requests, not including subparts, also were propounded by KIUC, the
Attorney General, Wal-Mart, KCUC, KLC, KSBA, and KCTA and answered by the
Company. Testimony was filed by witnesses for all intervenors, and discovery taken
regarding certain of these witnesses’ testimony by Commission Staff, the Attorney
General, and Kentucky Power. The Company also filed rebuttal testimony. Thus,
Kentucky Power and the parties were fully informed of each other’s respective positions

while engaging in settlement negotiations.
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WHAT WAS THE TONE OF THE NEGOTIATIONS?

Without discussing specific matters raised during the negotiations, as they are
confidential, 1 would like to thank the parties who worked in a constructive manner.
There is recognition that Kentucky Power is working to help rebuild Eastern Kentucky’s
economy and as part of that effort the Company has needs that must be addressed under
the regulatory compact. Likewise, the Parties advocated for their clients and the
affordability of bills for all customers as the region deals with the economic situation it is
facing. The settlement is a reflection of that creative thinking to allow Kentucky Power
to meet its obligation to provide reasonable service while limiting the impact of the rate
adjustment on all customers. | am encouraged by the constructive approach to the
negotiations to put Eastern Kentucky first and work to a mutually agreeable solution that
will allow the focus to return to rebuilding the economy in the region.

1. THE TERMS OF THE SETTLEMENT AGREEMENT

IN SEVERAL PLACES IN YOUR TESTIMONY BELOW YOU NOTE THAT
THE SETTLEMENT AGREEMENT EMBODIES A POSITION ADVOCATED
BY ONE OR MORE OF THE INTERVENORS. DOES THE INCORPORATION
OF THE INTERVENOR POSITION IN THE SETTLEMENT AGREEMENT
CONSTITUTE AN ENDORSEMENT BY THE COMPANY OF THAT POSITION
IN ABSENCE OF THE SETTLEMENT AGREEMENT?

Absolutely not. Like any fair and reasonable settlement, the Settlement Agreement
represents a compromise by all parties to the agreement of their positions in a fully-
litigated case. In fact, Paragraph 24 recognizes that the agreement is not to be construed

as an admission by any party to agreement. Likewise, the agreement provides that it is
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not to be read as incorporating fully the objectives of the parties to the agreement. The
Settlement Agreement is a package that balances out the interests of the Signatory Parties
to provide the Commission a unique option to rule upon the issues in this case.

A. Net Increase In Annual Revenues

YOU INDICATED THAT THE NET EFFECT OF THE SETTLEMENT
AGREEMENT ON THE COMPANY’S RETAIL RATES WAS AN ANNUAL
INCREASE OF $31.8 MILLION. HOW DOES THAT COMPARE TO THE
REQUEST IN THIS CASE?

The net annual increase in the Company’s retail revenues of $31,780,734 is described in
Paragraph 2 of the Settlement Agreement. The updated revenue requirement reflects a
decrease of $28,616,704 from the $60,397,438 requested by Kentucky Power in the
August 2017 Refinancing Update. To be clear, and except when | expressly state to the
contrary, when | discuss the Company’s revenue requirement | am referring to the
amount requested in the August 2017 Refinancing Update.

DOES THE SETTLEMENT AGREEMENT IDENTIFY THE DERIVATION OF
THE $28,616,704 REDUCTION IN REQUESTED ADDITIONAL REVENUE?

Yes. This is not a black box settlement. The drivers for the $28.6 million decrease in the
Company’s requested additional annual revenue requirement reflect agreed upon
adjustments that are itemized in Paragraph 2 of the Settlement Agreement.

DOES THE SETTLEMENT AGREEMENT EQUALIZE RATES OF RETURN
ACROSS ALL CUSTOMER CLASSES?

No. It is unlikely that doing so could be accomplished in a single proceeding. That said,

the Settlement Agreement reduces the inter-class subsidies to the residential class while
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limiting the effect of doing so on residential rates. The Signatory Parties used the
decrease in the revenue requirement first to remove the subsidy provided to residential
customers by industrial customers receiving service under Tariff 1.G.S. The remainder of
the rate reduction was then used to reduce the rate impact across the other classes. The
result of the subsidy removal and decrease in the revenue requirement is a decrease
across the board for all customer classes. The impact of the Settlement Agreement on
revenue requirements by customer class is provided in ExHIBIT 1 to the Settlement
Agreement. Additional information about the allocation of the revenue requirement is
included in the Settlement Testimony of Company Witness Vaughan.

B. Return On Equity

DOES THE SETTLEMENT AGREEMENT SPECIFY A RETURN ON EQUITY?

Yes. The Signatory Parties agreed for settlement purposes that the Company shall be
authorized a return on equity of 9.75%. The negotiated amount is below the 10.31%
return justified in the testimony of Company Witness Adrien McKenzie. The only
intervenors to file testimony regarding the Company’s proposed rate of return were the
Attorney General and KIUC. Attorney General Witness Woolridge proposed a return on
equity of 8.60% while KIUC Witness Baudino proposed a rate of 8.85%. The settlement
negotiations led to a compromise of 9.75% ROE. The testimony of Company Witness
McKenzie stresses the importance of a fair and reasonable return on equity for the health
of the utility and to permit the Company to provide adequate service. A return on equity

of 9.75% provides this fair and reasonable return in the overall context of this settlement.
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C. Rockport Deferral Mechanism

DID THE SIGNATORY PARTIES AND THE COMPANY AGREE ON A
METHOD TO DEFER A PORTION OF THE ROCKPORT UPA EXPENSES?
Yes. The Company was able to work with the parties to manage the deferral of non-fuel,
non-environmental Rockport UPA Expense in a manner that minimized the risk
associated with deferrals described by Company Witness Wohnhas in his rebuttal
testimony while still relieving the pressure of customer bills in the near term. The
agreement reflects a deferral of fifty million dollars ($50 million) over five years and
provides that the deferral will be established as a regulatory asset for later recovery
(“Rockport Deferral Regulatory Asset”). The Rockport Deferral Regulatory Asset, plus a
WACC carrying charge, will be recovered through the Company’s Tariff P.P.A. over a
five- year period starting in December 2022. The end of the deferral period, and the start
of the five-year amortization period, coincide with the anticipated end of the Rockport
UPA in December 2022.

WHAT IS THE DEFERRAL SCHEDULE?

The Signatory Parties agreed on an initial deferral of $15 million a year for the first two
years of the deferral period and then a step down in the deferral amount in the final three
years of the five-year deferral period. In calendar years 2018 and 2019 the Company will
defer $15 million each year. The settlement’s annual revenue requirement reflects that
$15 million decrease to base rates. In 2020, the deferral will step-down to $10 million.
The $5 million difference between the initial $15 million deferral in each of the first two
years, and upon which base rates are established, and the $10 million deferral in 2020

will be recovered through an offsetting increase in the amount recovered through Tariff
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P.P.A. In calendar years 2021 and 2022 the deferral is reduced by an additional $5
million each year to an annual deferral of $5 million. This additional reduction in the
deferral amount is recovered through with an incremental offsetting increase of $5
million to the annual amount to be recovered through Tariff P.P.A. In 2022, the amount
recovered through Tariff P.P.A. will be prorated through December 8 — the termination
date of Rockport UPA. Utilizing Tariff P.P.A. provides a mechanism to achieve the
reduction in the deferral amount without changing base rates. A summary of the

Rockport UPA Expense deferral timeline is provided below:

YEAR CREDIT IN DEFERRAL | AMT RECOVERED
BASE RATES AMT VIA TARIFF PPA
2018 $15 million $15 million $0
2019 $15 million $15 million $0
2020 $15 million $10 million $5 million
2021 $15 million $5 million $10 million
2022 $15 million $5 million $10 million*

WHAT HAPPENS TO THE REGULATORY ASSET AFTER THE FIVE YEARS?
The Signatory Parties agreed to start recovery of the regulatory asset beginning in
December 2022. The regulatory asset will be amortized over five years starting in
December 2022 through Tariff P.P.A. The Rockport Deferral Regulatory Asset will be
subject to carrying charges based on a weighted average cost of capital (“WACC”) of
9.11% until the Regulatory Asset is fully recovered. The Company estimates the
regulatory asset will total approximately $59 million at the end of 2022. That amount

will decrease over the five-year amortization period until fully collected.

L Will be prorated through December 8 — the termination date of the Rockport UPA.
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HOW IS THE ROCKPORT DEFERRAL IN THIS SETTLEMENT AGREEMENT
BENEFICIAL FOR CUSTOMERS?

The Rockport UPA Expense deferral as structured in the Settlement Agreement provides
a more affordable rate structure in the immediate future balanced by the need to avoid too
heavy of a burden on customers in the later years when it will be recovered. The concept
is similar to public comments shared in Hazard, Kentucky during the Commission’s
public meeting. Some of the commenters expressed an understanding that Kentucky
Power needed a rate increase to adequately operate, but the individuals asked the
Commission to look for a way to delay the impact of the request for just a few years
while the region fights back against the economic downturn. The proposed Rockport
UPA Expense deferral helps accomplish that request. Rates in the near term will be set at
a lower level than otherwise would be required with the guarantee that those deferred
amounts will be collected by the Company for carrying those costs over a number of
years.

WHAT IS THE SIGNIFICANCE OF THE FIVE YEAR DEFERRAL TERM
PROVIDED BY THE SIGNATORY PARTIES?

The Rockport UPA expires in December 2022. While the decision on whether to extend
or not extend the Rockport UPA is not an issue in this case and a matter to be decided at a
later date, the potential for the end of that agreement and its accompanying expenses
provided an opportunity to structure the adjustment to rates to take advantage of that
potential reduction in purchase power costs. If the Company is not paying the expenses
associated with the Rockport agreement beginning in December 2022 then there is an

opportunity to begin recovery of the deferred amount at the same time as the other
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Rockport UPA expenses fall off the customer bills. The ultimate decision on whether to
extend or not extend the Rockport UPA will be made at another time, but the timelines in
place today provided a convenient framework to propose the concept and focus on the
impact on customer bills.

WHY IS THE DEFERRAL AMOUNT SUBJECT TO A CARRYING CHARGE?
The Company will be incurring and paying the Rockport UPA expenses prior to their
recovery and will be financing the associated under-recovery with a combination of debt
and equity. Thus, applying a carrying charge at the Company’s WACC, which represents
Kentucky Power’s financing costs, is appropriate. This is especially true in light of the
magnitude of the under-recovery and the time frame for recovering the regulatory asset.
WHAT IS THE ROCKPORT CREDIT AND OFFSET THAT IS INCLUDED IN
THE DEFERRAL PLAN AGREED TO BY THE SIGNATORY PARTIES?

The Rockport Offset and Credit are described in Paragraph 3(f-h) of the Settlement
Agreement. If Kentucky Power does not extend the Rockport agreement then it will
begin to credit the Rockport Fixed Cost Savings through Tariff P.P.A. until new base
rates are set. The credit will be offset, however, by the retention by Kentucky Power of
that portion of the Rockport Fixed Cost Savings in 2023 necessary to allow the Company
to earn its Commission-authorized return on equity if it should be earning below that
level at that time (“Rockport Offset”).

HOW WILL THE ROCKPORT FIXED COSTS SAVINGS AND OFFSET BE
APPLIED?

As outlined in Paragraph 3(h) of the Settlement Agreement, the Company will file an

updated factor for Tariff P.P.A. for rates effective December 9, 2022 to reflect the impact
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of the Fixed Cost Saving and Estimated Rockport Offset. This will represent the sum of
the fixed cost savings and the estimated offset related to the estimated level necessary to
meet the return on equity component in 2023. By February 1, 2024 the Company will
file a final accounting to wrap up this credit/offset in the Tariff P.P.A. for rates effective
March 1, 2024. This update will serve as the final true-up to provide a credit back to
customers for any amount of any over-collection from the offset or collect any further
amount due to finalize the mechanism. That true-up will be applied over the three
months of March, April and May of 2024.

D. PIJM OATT LSE Expense Recovery and General Rate Case Stay Out

WILL YOU PLEASE EXPLAIN THE SETTLEMENT AGREEMENT’S
TREATMENT OF THE COMPANY’S PJM OATT LSE EXPENSE RECOVERY?
Yes. Kentucky Power will track, on a monthly basis via deferral accounting, the amount
of OATT LSE charges and credits above or below the amount embedded in base rates as
discussed in the testimony of Company Witness Vaughan. Kentucky Power will recover
80% of this annual over- or under-collection of PJIM OATT LSE charges (“Annual PIM
OATT LSE Recovery”) through Tariff P.P.A. That means that the Company will absorb
20% of any annual under-collection through base rates of PIM OATT LSE charges.
WHY DOES THE SETTLEMENT AGREEMENT SINGLE OUT THE
COMPANY’S PIJM OATT LSE CHARGES FOR THIS TREATMENT?

Kentucky Power has the ability to manage most of its expenses. By contrast, PJIM OATT
LSE expenses are largely outside the Company’s control and are volatile within the
regulatory compact and test year construct. Coupled with the magnitude of the expected

increases in the Company’s PJIM OATT LSE expenses — Kentucky Power forecasts that
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its PIM OATT LSE expenses will increase by approximately $14 million or
approximately 19% in 2018 over the test year amount — the Company would be forced to
file another base rate case early in 2018 without the recovery mechanism provided in the
Settlement Agreement.

WHAT IS THE TRANSMISSION RETURN DIFFERENCE THE SETTLEMENT
AGREEMENT PROVIDES AS AN OFFSET TO THE PJM OATT LSE
EXPENSE?

Kentucky Power agreed to credit the difference in the return it receives on transmission
investment in excess of the investment level already included in the Company’s retail rate
base between the FERC-approved return on equity and the 9.75% return on equity agreed
to by the parties to the Settlement Agreement. The calculation of that credit is shown in
ExHIBIT 3 to the Settlement Agreement and is described in detail in the Settlement
Testimony of Company Witness Vaughan.

WILL THE COMMISSION HAVE THE OPPORTUNITY TO REVIEW THE
ANNUAL UPDATES TO TARIFF P.P.A. REFLECTING THE PJM OATT LSE
RECOVERY AND OFFSET?

Yes. The Company will make Tariff P.P.A. filings quantifying and describing the
amounts to be recovered and the offset. The first update will not occur until August
2018. That means the rate impact of the costs (or credits) tracked under this mechanism

will not impact customer bills until the fourth quarter of 2018.
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E. Rate Case Stay Out

PLEASE DESCRIBE THE RATE CASE STAY OUT PROVISION IN THE
SETTLEMENT AGREEMENT?

The parties agreed to balance the Company’s recovery of the 80% of incremental PJM
OATT LSE expenses and the Rockport Deferral Regulatory Asset with an agreement by
the Company not to file for a general adjustment of base rates to be effective prior to
cycle 1 of the January 2021 billing cycle. That is essentially a three-year stay out from
changing base rates. This provision also serves to address the concerns raised by
customers on the frequency of general rate cases. This stay out is a settlement term that
can only be done under the structure of a settlement agreement like the one entered into
in this proceeding. Chapter 278 of the Kentucky Revised Statutes and the Commission’s
regulations do not authorize the Commission to order a utility not to file a general rate
case. The balance provided by the Settlement Agreement, and particularly the
Company’s ability to recover 80% of the amount by which its actual PIM OATT LSE
expenses exceed the amounts embedded in base rates, provide the Company the ability to
agree to such an extreme restriction. Without all of the considerations provided by the
Settlement Agreement, Kentucky Power lacks that ability.

ARE THERE ANY EXCEPTIONS TO THIS AGREEMENT TO STAY-OUT
FROM IMPLEMENTING NEW GENERAL RATES?

There are emergency clauses tied to a major change in law or where required to address
an emergency that could adversely impact Kentucky Power or its customers. These
clauses are intended for emergency situations that would significantly change the

operations of the Company. An example of a material change in law would be the
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deregulation of the electric market in Kentucky. Such a change would have a material
impact on the operations of the Company and could require a new general rate structure.
DOES THAT LIMIT THE COMMISSION’S AUTHORITY OVER THE
COMPANY’S RATES UNTIL 20217

No, the Commission retains its ultimate jurisdiction over rates. Rates could change for
other reasons, but the Company is agreeing not to file a general rate case to change rates
in that time period. The Commission is not giving up any of its authority as a result of
the Settlement Agreement to change the Company’s general rates in a base rate case. In
addition, the Commission retains its full regulatory authority with respect to the
Company’s riders and surcharges. This provision of the Settlement Agreement is a
commitment by the Company not to file an application for the general adjustment of its
base rates that would be effective prior to the first cycle of the January 2021 billing cycle.
Customer bills will still change as a result of changes in existing riders.

F. Additional Settlement Terms

WHAT CHANGES WERE MADE TO DEPRECIATION RATES FOR BIG
SANDY UNIT 1 AND THE MITCHELL PLANT IN THE SETTLEMENT
AGREEMENT?

The Signatory Parties agreed to use the 20-year expected life of Big Sandy Unit 1 in
calculating the related depreciation expense. The Signatory Parties also agreed to adjust
its depreciation rates for Big Sandy Unit 1 and for the Mitchell Plant to remove terminal
net salvage costs. Terminal net salvage, which is discussed in more detail in the direct
and rebuttal testimony of Company Witness Cash, reflects the difference between salvage

and removal cost upon retirement of a unit. The changes to the depreciation rates as a
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result of the updated anticipated retirement date of Big Sandy Unit 1 and the removal of
terminal net salvage rates from the calculation of the Company’s depreciation expense
are found in EXHIBIT 5 to the Settlement Agreement.

WHAT OTHER FINANCIAL UPDATES THAT IMPACT RATES ARE
INCLUDED IN THE SETTLEMENT AGREEMENT?

Paragraph 8 of the Settlement Agreement discusses a number of updates. The 9.75%
ROE agreed to in this Settlement Agreement is also applicable to the calculation of the
Company’s Environmental Surcharge factor and the carrying charges for the Rockport
Deferral and Decommissioning Rider regulatory assets. Kentucky Power also agreed to a
capital structure that reflects one percent short term debt with a 1.25% annual interest rate
for the short term debt. The change to short term debt resulted in a decrease of
approximately $350,000 to the revenue requirement.  Likewise, the Settlement
Agreement reflects the calculations of the WACC and GRCF as shown on EXHIBIT 6 to
the Agreement.

WHAT DOES THE SETTLEMENT AGREEMENT PROVIDE FOR IN
CONNECTION WITH STORM DAMAGE EXPENSE AMORTIZATION?

The Signatory Parties agreed to amortize the remaining unamortized balance of its
existing deferred storm expense regulatory asset, authorized in Case No. 2012-00445,
over a period of five years beginning January 1, 2018. This is consistent with the
recommendation of KIUC and has the effect of extending the previous amortization
period and reducing the Company’s annual storm damage amortization expense. The
unamortized balance of the existing storm damage regulatory asset will total $6,087,000

on December 31, 2017 and will be amortized over five years at an annual amount of
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$1,217,400. In addition, the Settlement Agreement provides for the amortization of the
regulatory asset authorized in Case No. 2016-00180 over a period of 5 years beginning
January 1, 2018 consistent with the testimony of Company Witness Wohnhas. The
balance of the regulatory asset authorized in Case No. 2016-00180 totals $4,377,336 and
will be amortized over five years at an annual amount of $875,467. The combined
balance of the Kentucky Power’s deferred storm expense regulatory assets (the remaining
unamortized balance authorized in Case No. 2012-00445 and the amount authorized in
Case No. 2016-00180) will total $10,464,336 on December 31, 2017 and will be
amortized over five years at an annual amount of $2,092,867.

DID THE SETTLEMENT AGREEMENT PROPOSE ANY CHANGES TO THE
COMPANY’S INCENTIVE COMPENSATION PLAN?

Yes. The Settling Parties agreed to decrease the level of incentive compensation by
$3.15 million in the revenue requirement. While the Company still supports the full
recovery of its incentive compensation plan as an important part of attracting and
retaining top talent, for purposes of settlement at this time in this case, the Company
agreed to remove that amount from the revenue requirement.

HOW DOES THE SETTLEMENT IMPACT THE PROPOSED CHANGES TO
THE KENTUCKY ECONOMIC DEVELOPMENT SURCHARGE (KEDS)?

The Signatory Parties supported the increase in the funding for economic development
through an increase in the KEDS charge. The adjustment made to the Company’s
proposal was to change the responsibility for payment levels. Under the Settlement
Agreement (Paragraph 10), residential customers will pay a fixed monthly charge of

$0.10 instead of the proposed $0.25. This is a reduction from the current $0.15 monthly
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charge. To make up that difference, non-residential customers will pay an increased level
of per meter charges. The non-residential customers will pay a monthly charge of $1.00
per meter as opposed to the $0.25 proposed by the Company. This decreases the charge
to the residential class of customers while still allowing them to be involved in the
partnership of rebuilding the economy. This allocation will produce slightly more funds
to be used for the KEDS grants. Kentucky Power will continue to match dollar-for-dollar
the funds provided by customers at the modified levels provided for by the Settlement
Agreement.

WHAT PROVISION IS INCLUDED IN THE AGREEMENT RELATED TO THE
REQUEST ON BACKUP AND MAINTENANCE SERVICE OPTIONS BY THE
COMPANY?

The Settlement Agreement includes a provision (Paragraph 11) that sets up a path for
discussions between Marathon Petroleum LP and Kentucky Power. The settlement term
provides for a discussion between the two entities and if an agreement cannot be reached
within 120 days of Marathon providing a specific proposal, then the issue may be
presented to the Commission for a decision.

HOW DOES THE SETTLEMENT TREAT THE SCHOOL ENERGY MANAGER
PROGRAM?

The Signatory Parties agreed that Kentucky Power would seek to include funding up to
$200,000 for the School Energy Manager Program as part of its 2018 and 2019 DSM
Program offerings. The parties recognize that the Commission is not bound to approve
the School Energy Manager Program or its funding level, and that both will be addressed

in a separate proceeding. However, Kentucky Power supports the program and believes
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that it provides a tool by which the region’s schools — both public and private — can
reduce that portion of their budgets devoted to electric energy costs. As the result,
Kentucky Power committed to seek to fund that program up to $200,000 in 2018 and
2019 through the DSM factor. The Settlement Agreement also recognizes that the
Commission is currently studying the costs and benefits associated with the Company’s
DSM programs and their future offerings.

DOES THE SETTLEMENT EXTEND THE PILOT TARIFF K-12 SCHOOL?

Yes. The Settlement Agreement (Paragraph 13) removes the pilot designation on the
tariff and provides for the general service to all K-12 schools, both public and private, in
the Company’s territory. Under the offering, eligible schools may elect to take service
under rates designed to produce $500,000 less annually in the aggregate from the Tariff
K-12 eligible customers than would be produced if those same customers took service
under the Tariff L.G.S. proposed as part of this Settlement Agreement. Also, the
agreement provides that the total annual revenues produced by both Tariff L.G.S. and
Tariff K-12 under the new rates will equal the total revenues that would be produced if all
customers taking service under the two tariffs were taking service under the new Tariff
L.G.S.

WHAT DOES THE SETTLEMENT CHANGE RELATED TO THE BILL
FORMAT REQUEST IN THE COMPANY’S FILING?

The bill formatting changes proposed by the Company in Case No. 2017-00231 and
consolidated in this case will be approved to the extent they are not already approved
(Paragraph 14). Kentucky Power will also hold training sessions for representatives of

the municipal customers to address concerns their understanding of consolidated bills and
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other bill items. The Company has already visited with the City of Paintsville since KLC
filed testimony raising a concern with the city’s understanding of Company bills. The
Company customer service representative walked the Paintsville staff through an online
tool that provides customers access to data underlying the bill and how to better
understand what is provided. The Company appreciates the time the city personnel spent
with its customer service representative to ensure we could meet the customer’s
expectations. In addition, the Settling Parties agreed that any charges under Rider R.P.O.
will be identified as a separate line on the bills of customers taking advantage of Rider
R.P.O.

DID THE SIGNATORY PARTIES AGREE ON THE STRUCTURE
INTRODUCED BY THE COMPANY ON THE RENEWABLE POWER OPTION
RIDER?

Yes, with one modification (Paragraph 15). The Settlement Agreement allows customers
seeking to receive service under Option B to aggregate accounts to reach the 1,000 kW of
peak demand needed as long as there is a common ownership under a single parent
company. A revised Rider R.P.O incorporating the updated language is included as
ExHIBIT 8 to the Settlement Agreement.

WHAT OTHER CHANGES DID THE SETTLEMENT AGREEMENT MAKE TO
THE REQUEST FILED BY THE COMPANY IN ITS APPLICATION?

The Settlement Agreement reflects a change in the requested residential service charge.
The Company requested a residential service charge of $17.50 as explained in the direct
testimony of Company Witness Vaughan. The Signatory Parties agreed to decrease that

customer charge to a value of $14.00. The current charge was updated in the last
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Company base case and raised $3.00 to the current level of $11.00. In that previous case
the Commission cited the concept of gradualism in only raising the charge $3.00 to
$11.00. The $3.00 increase in this case is consistent with that precedent by raising the
charge only $3.00 and not the $6.50 requested by the Company.

WHAT DOES THE SETTLEMENT AGREEMENT DO TO ASSIST THE
ECONOMIC SITUATION FACING THE COAL INDUSTRY IN EASTERN
KENTUCKY?

The Settlement Agreement proposes to extend the Coal Plus program that currently is set
to expire at the end of 2017. Earlier this year the Commission approved an effort by
Kentucky Power to remove barriers to the opening and re-opening of coal operations.
The Commission approved Tariff C.S.-Coal, and the amendments to Tariff C.S. - L.LR.P.,
as well as Tariff E.D.R. approved in Case No. 2017-00099, through December 31, 2017.
The Settlement Agreement seeks to extend that framework for another year. There are
customers already taking advantage of the Coal Plus program and others have expressed
an interest. The rate allocation in this case is also a benefit for the large coal operations.
Many of the coal operations are served under Tariff 1.G.S. The allocation proposed by
the Settlement Agreement limits the impact to this rate class by removing the subsidy it
pays to support the residential class. This served to limit the impact on these companies
and encourage more operations to open or expand to new business in Eastern Kentucky.
WHAT DID THE SETTLEMENT AGREEMENT DO TO ADDRESS THE POLE
ATTACHMENT CONCERNS RAISED IN THE RECORD?

The Settlement Agreement includes a provision that establishes pole attachment rates for

users under Tariff C.A.T.V. The agreement provides that the pole attachment rate under
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Tariff C.A.T.V. shall be $10.82 for attachments on two-user poles and $6.71 for
attachments on three-user poles. In its application, the Company proposed rates of
$11.97 for attachments on two-user poles and $7.42 for attachments on three-user poles.
The modification to the unified rate included in the November 22, 2017 filing was made
following additional communication with KCTA. The Company does not anticipate that,
based on the test year number of attachments, the modified rates will change the
estimated revenue to be produced under Tariff C.A.T.V. as compared to the estimated
revenue that would have been produced using the unified rate filed on November 22,
2017. The settled-upon rates reflects a reasonable increase in pole costs in the twelve
years since the Company’s pole attachment rates were last updated.

IV. REASONABLENESS OF THE SETTLEMENT AGREEMENT
AND THE PROPOSED RATES

DOES THE SETTLEMENT AGREEMENT FAIRLY BALANCE THE
INTERESTS OF THE COMPANY AND ITS CUSTOMERS?

Yes. The Settlement Agreement represents a fair and proper balance between Kentucky
Power’s right to a fair return on its investment and the requirement that customers be
charged fair, just, and reasonable rates.

WHAT IS THE BASIS FOR THAT CONCLUSION?

Kentucky Power has faced multiple financial challenges since its last base rate case. The
Company sought to address these challenges over the longer-term through its economic
development efforts. Those efforts already have borne fruit as evidenced by the
economic development successes described by Company Witness Hall. The Company’s
economic development successes do not address, however, the Company’s need for

financial relief in the near term. The Settlement Agreement addresses this near term need
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while providing important benefits, such as the Rockport Deferral and the base case stay-
out provision, to all customers. Further, the increase of $31,780,734 in the Company’s
revenue requirement represents approximately 53% of the Kentucky Power’s request.
DOES THE SETTLEMENT AGREEMENT PROVIDE FOR FAIR, JUST, AND
REASONABLE RATES?

Yes. Rates and tariffs should be designed to reflect and capture the opportunity to earn
revenues that will produce a fair return on equity for the Company without posing an
unfair or unreasonable burden on the ratepayers. The terms of the Settlement Agreement
accomplish these objectives by balancing the need to provide for the existence of the
utility while addressing the affordability of the rate increase through deferrals. In
particular, the actions agreed to by the Company in this case related to the agreement to
stay out from filing a general rate case are actions only achievable through a settlement
agreement. The revenue allocations, tariffs and charges, while not those originally
proposed by the Company, reflect a fair and proper balancing of the interests of the
affected customer classes.

DO YOU HAVE A RECOMMENDATION FOR THE COMMISSION?

Yes. The Settlement Agreement should be approved by the Commission without
modification. In addition, the Commission should establish rates and charges in
conformity with the agreement.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
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KENTUCKY POWER COMPANY P.S.C.KY. NO. 11 ORIGINAL SHEET NO. 35-3
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TARIFF P.P.A, (Cont’d)
(Purchase Power Adjustment)

RATES. (Cont’d)
Where:
1. “PPA(DY)” is the actual annual retail PPA demand-related costs, plus any prior review period (over)/under recovery.
2. “PPA(E) is the actual annual retail PPA energy-related costs, plus any prior review period (over)/under recovery.
3. “BEclass™ is the historic annual retail jurisdictional billing kWh for each tariff class for the current year.
4. “BDcuss” is the historic annual retail jurisdictional billing kW for each applicable tariff class for the current year.

5. “CPenss” is the coincident peak demand for each tariff class estimated as follows:

Tariff Class BEciass CP/kWh Ratio CPclass

RS, R.S-LM-T.0D., RS.-T.0.D, and R.S.-T.0.D. 2, R.S.D. 0.0240909%

S.G.S.-T.0.D. 0.0196553% B
M.G.8.-T.0.D. 0.0196553% |
G.S. 0.0196553% |
L.G.S,P.8, L.G.S.-T.0.D 0.0170480%
L.G.S.-L.M.-T.0D, 0.0170480%
1.G.S. and C.S-LR.P. 0,0118222%
M.W. . 0.0135480% |
oL 0.0000000% \
S.L. 0.0000000% |

6. “BEratw” is the sum of the BEcuss for all tariff classes,
7. “CProtl” is the sum of the CPclas for all tariff classes.

8. The factors as computed above are calculated to allow the recovery of Uncollectible Accounts Expense of 0.34% and the KPSC Maintenance
Fee of 0.1996% and other similar revenue based taxes or assessments occasioned by the Purchase Power Adjustment revenues.

9. The annual PPA factors shall be filed with the Commission by August 15 of each year with the exception of the Rockport items includable in
Tariff PPA pursuant to the Commission approved Settlement agreement in Case No. 2017-00179, with rates to begin with the October billing
period, along with all necessary supporting data to justify the amount of the adjustments, which shall include data and information as may be
required by the Commission.

Copies of all documents required to be filed with the Commission shall be open and made available for public inspection at the office of the
Public Service Commission pursuant to the provisions of KRS 61.870 to 61.884.
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