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I. QUALIFICATIONS AND SUMMARY

Please state your name and business address.
My name is Lane Kollen. My business address is J. Kennedy and Associates, Inc.
("Kennedy and Associates™), 570 Colonial Park Drive, Suite 305, Roswell,

Georgia 30075.
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Please state your occupation and employer.
I am a utility rate and planning consultant holding the position of Vice President

and Principal with the firm of Kennedy and Associates.

Please describe your education and professional experience.
I earned a Bachelor of Business Administration in Accounting degree and a
Master of Business Administration degree from the University of Toledo. 1 also
earned a Master of Arts degree in theology from Luther Rice University. | am a
Certified Public Accountant (“CPA”), with a practice license, a Certified
Management Accountant (“CMA”), and a Chartered Global Management
Accountant (“CGMA”). | am a member of numerous professional organizations,
including the American Institute of Certified Public Accountants, the Institute of
Management Accounting, and the Society of Depreciation Professionals.

I have been an active participant in the utility industry for more than forty
years, initially as an employee of an electric and natural gas utility, then as a
consultant assisting utilities in their resource planning and financial analyses, and
thereafter as a consultant assisting government agencies and large users of
electricity and natural gas utility services. | have testified as an expert witness on
ratemaking, accounting, finance, tax issues, and planning issues in proceedings
before regulatory commissions and courts at the federal and state levels on
hundreds of occasions, including numerous proceedings before the Kentucky

Public Service Commission (“Commission”) involving Kentucky Utilities
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Company (“KU” or “Company”), Louisville Gas and Electric Company (“LG&E”
or “Company”), Kentucky Power Company (“KPCo”), Duke Energy Kentucky,
Inc. (“Duke Energy Kentucky”), East Kentucky Power Company (“EKPC”), Big
Rivers Electric Corporation (“BREC”), Atmos Energy Corporation (“Atmos”),
Columbia Gas of Kentucky, Inc. (“Columbia Gas”), Kentucky-American Water

Company (“KAW?™), and Water Service Corporation of Kentucky (“WSCK”).!

On whose behalf are you testifying?

I am testifying on behalf of the Office of the Attorney General of the
Commonwealth of Kentucky (“*AG”) and Kentucky Industrial Utility Customers,
Inc. (“KIUC”), which together represent residential and large industrial
manufacturers taking electric service on the KU and LG&E (collectively,
“Companies”) systems. The AG and KIUC have been active participants in all

significant KU and LG&E rate and certification proceedings for many years.

What is the purpose of your testimony?

The purpose of my testimony is to summarize the AG and KIUC adjustments to
the Companies’ requested increases in their base and environmental cost recovery
(“ECR”) surcharge revenues? and address specific issues that affect these

increases, including the timing and form of recovery of the net book value and

! My qualifications and regulatory appearances are further detailed in my Exhibit __ (LK-1).
2 In addition to the base rate increases requested in these proceedings, the Companies request that

the Commission increase the depreciation rates and return on equity reflected in the ECR.
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future decommissioning costs of the Companies’ retired coal-fired and gas-fired

generating units.

What is the most significant issue in these proceedings?

The single most significant issue in these proceedings is the recovery of the
remaining net book value of the Companies’ coal-fired generating units and the
decommissioning costs incurred after they are retired.

The Companies propose shorter remaining service lives for their coal-fired
generating units for depreciation purposes, and therefore, significant increases in
the depreciation rates and depreciation expense in these proceedings, although
they emphasize that the probable retirement dates developed for this purpose are
not commitments to actually retire the generating units on those earlier dates.

The Companies’ request increases in depreciation rates for the coal-fired
generating units that will increase KU’s jurisdictional depreciation expense by
$61.995 million and LG&E’s electric depreciation expense by $63.211 million.
The increases in depreciation expense are reflected primarily in the requested
increases to the Companies’ base revenues, but also will result in increases to
their ECR revenues.

The largest increases in proposed depreciation rates and expense are for
KU’s Brown 3 generating unit and LG&E’s Mill Creek 1 and Mill Creek 2
generating units. The proposed increase in the Brown 3 depreciation rates and

expense comprises $41.769 million of KU’s claimed base revenue requirement
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and another $1.786 million increase in the ECR revenue requirement.® The
proposed increases in the Mill Creek 1 and Mill Creek 2 depreciation rates and
expense comprise $44.837 million of LG&E’s claimed electric base revenue
requirement (there are no current ECR projects for these generating units).*

This pattern of dramatic increases in depreciation rates and depreciation
expense will be magnified and repeated in future rate proceedings if additional
carbon emission reductions are mandated, carbon emission taxes are imposed, or
other regulations and requirements are enacted or imposed and the probable or
actual retirement dates of the coal-fired generating units are accelerated even
more.

The Commission has the opportunity in these proceedings to address the
timing and form of recovery of the net book value of these coal-fired generating
units and future decommissioning costs, along with the cost and form of
financing, in a comprehensive manner that will minimize the effects on customers
while providing the Companies full recovery of their prudent and reasonable
costs.

| address these issues in my testimony and make recommendations that
provide a comprehensive ratemaking and financing framework for recovery of
these costs in these proceedings and future ratemaking proceedings as the
statutory and other requirements, as well as the economics, continue to evolve in

the future.

3 This amount is the increase in depreciation expense only and does not include gross-ups or the

return on rate base.

“1d.
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Please summarize your testimony.

I recommend that the Commission reduce KU’s requested base rate increase by at
least $122.235 million, to no more than $47.885 million compared to its requested
increase of $170.121 million. | recommend that the Commission reduce KU’s
ECR rate increase by at least $5.452 million, to reflect a rate decrease of $0.242
million compared to its requested increase of $5.210 million after the Company’s
proposed roll-in of certain ECR projects into the base revenue requirement.

I recommend that the Commission reduce LG&E’s requested electric base
rate increase by at least $101.039 million, to no more than $30.034 million
compared to its requested increase of $131.073 million. | recommend that the
Commission reduce LG&E’s ECR rate increase by at least $3.261 million, to no
more than $1.344 million compared to its requested increase of $4.605 million
after the Company’s proposed roll-in of certain ECR projects into the base
revenue requirement.

I recommend that the Commission reduce LG&E’s requested gas base rate
increase by at least $30.383 million, to a rate decrease of at least $0.395 million
compared to its requested increase of $29.988 million.

The following table lists each AG and KIUC adjustment and the effect on
each Company’s claimed base and ECR rate increases. The amounts for KU are

shown on a Kentucky jurisdiction basis and the amounts for LG&E are shown
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: 5
separately for electric and gas.
Kentucky Utilities Company and Louisville Gas & Electric Company
Summary of Revenue Requirement Adjustments-Jurisdictional Electric Operations
Recommended by AG-KIUC
Case Nos. 2020-00349 and 2020-00350
For the Test Year Ended June 30, 2022
(% Millions)
LG&E LG&E
KU Electric Gas
Amount Amount Amount

Base Rate Increase Requested by Companies 170.121 131.073 29.988
AG and KIUC Rate Base Issues

Utilize Rate Base Instead of Capitalization to Reflect Return On Component for Base Rates (3.420) (0.645) (0.848)

Modify CWC to Exclude Non-Cash Amounts (4.592) (3.267) (0.531)

Exclude Non-Cash Pension and OPEB Related Asset and Liability Amounts (7.021) (7.460) (2.254)

Exclude All Account 184 Pension Clearing Account Amounts (0.498) (0.563) (0.177)

Reduce Account 186 to Correct Company Error in Projected Balances (0.249) (0.085) -

Remove 95% of Corrected Account 186 Balance to Reflect as CWIP (1.128) (0.458) -

Reduce CWIP by the Amount of Vendor Financing in Accounts Payable (1.720) (0.865) (0.644)

Remowe the Remainder of CWIP from Rate Base (12.334) (5.160) (3.841)

Adjust Accumulated Depreciation and ADIT for Depreciation Expense Changes 1.414 1.509 -
AG and KIUC Operating Income Issues

Reduce Payroll and Related Expenses Due to Excessive Staffing Levels (5.120) (7.502) (3.119)

Normalize Generation Outage Exp Using 8 Year Actual, Adj for Retirements and Inflation (3.887) (1.578) -

Reduce Pension and OPEB Expenses to 2020 Lewels (1.453) (1.676) (0.577)

Remowe 401K Matching Costs for Employees Who Also Participate in Defined Benefit Plan (0.848) (0.661) (0.220)

Remowe Increases for Outside Senices in Account 923 (3.308) (3.268) (1.372)

Reduce Increases for Miscellaneous Expenses in Account 588 (0.667) (0.429) -

Reduce Increase for Maintenance of Mains in Account 868 - - (9.729)

Reduce Depreciation Expense to Reflect Present Depr. Rates for Brown 3 and Mill Creek 1 & 2 (41.976) (45.019) -
AG and KIUC Cost of Capital Issues

Reduce LTD Rate Related to June 30, 2021 Issuance (0.442) (0.590) (0.174)

Reduce Return on Equity from 10.0% to 9.00% (34.985) (23.323) (6.897)
Total AG-KIUC Adjustments to Companies Base Rate Increases (122.235) (101.039) (30.383)
Maximum Base Rate Increase After AG and KIUC Adjustments 47.885 30.034 (0.395)
Environmental Surcharge Increase Based on Requested Return on Equity 1.390 1.211
Environmental Surcharge Increase Based on Requested Depreciation Rate Changes 3.820 3.394

AG-KIUC Reduce LTD Rate Due to June 30, 2021 Issuance (0.046) (0.080)

AG-KIUC Reduce Return on Equity from 10.0% to 9.00% (3.673) (3.181)

AG-KIUC Reduce Depreciation Expense for Brown Unit 3 (1.734) -
Maximum ECR Increase After AG and KIUC Adjustments (0.242) 1.344
Maximum Net Rate Increases After AG and KIUC Adjustments 47.643 31.378 (0.395)

In the subsequent sections of my testimony, | address each of the issues

5> The calculations are detailed in my workpapers for each Company, which have been filed with
my testimony in the form of an Excel workbook in live format.
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reflected in the preceding table in greater detail. | also quantify the effects of AG
and KIUC witness Mr. Richard Baudino’s recommendation to reduce the cost of
long-term debt and authorize a return on equity of 9.0% for the base and ECR
revenue requirements.

I recommend numerous changes in the timing, form, and/or methodology
for cost recovery sought by the Companies in this and future rate proceedings, the
first four of which affect the base rate increases in these proceedings and the last
of which affects the computation of the off-system sales adjustment clause
(“OSSAC”) rider.

First, I recommend that the Commission adopt a new Retirement Rider
that will allow the Companies to recover the actual remaining net book value and
actual decommissioning costs of coal-fired and gas-fired generating units after
they are retired, net of the savings in non-fuel operation and maintenance
(“O&M”) expenses, other operating expenses, and the decline in the return on rate
base compared to the costs included in the base revenues until the costs are
removed when base rates are reset in a future base rate case proceedings.

The Retirement Rider is patterned, in part, after the Decommissioning
Rider adopted by the Commission for Kentucky Power Company to recover the
costs of the Big Sandy 2 and Big Sandy 1 coal-fired assets after they were retired
on a levelized (annuitized) basis. In addition, the Retirement Rider will facilitate
the Companies’ use of low-cost securitization financing to payoff these stranded
costs and reduce the costs to customers, as well as incentivize the Companies to

support securitization financing and enabling legislation.
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Second, | recommend that the Commission utilize rate base instead of
capitalization for the return on component of the base revenue requirement. The
return on rate base approach is more precise than capitalization and is consistent
with the Commission’s decisions to adopt the rate base approach for Duke Energy
Kentucky in its most recent electric and gas base rate cases, Kentucky Power
Company in its most recent base rate case, and its historic use for other investor-
owned utilities subject to the Commission’s ratemaking jurisdiction.

Third, 1 recommend that the Commission exclude construction work in
progress (“CWIP”) from rate base, or capitalization if the rate base approach is
not adopted, and instead direct the Companies to capitalize their construction
financing costs as additions to CWIP in the form of Allowance for Funds Used
During Construction (“AFUDC”) effective when rates are reset in these
proceedings. The AFUDC approach ensures that all construction costs, including
the financing costs, are included in the Companies’ rate base and recovered over
the service lives of the assets rather than recovered as a current cost during the
construction period. The AFUDC approach will ensure that the KU and LG&E
construction financing costs are treated the same among all large investor-owned
utilities subject to the Commission’s jurisdiction for ratemaking purposes,
including Kentucky Power Company, Duke Energy Kentucky (electric and gas),
Atmos, and Columbia Gas, and treated the same as KU in its FERC jurisdiction.

Fourth, I recommend that the Commission calculate the normalized
generation outage expense using an inflation-adjusted average of historic actual

expenses with no true-up mechanism. | recommend that it reject the Companies’
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proposal to calculate this expense using an average of historic and forecast outage
expense, subject to an open-ended true-up and deferral of future actual outage
expense compared to the amount included in the base revenue requirement. The
use of historic actual expenses and exclusion of forecast expenses ensures that the
normalized expense included in the base revenue requirement accurately reflects
actual outage expenses, adjusted to remove expense for generating units already
retired and for inflation, and that the Companies are properly incentivized to
control and minimize future outage expense.

Fifth, to the extent the Commission approves the Companies’ requested
Certificate of Public Convenience and Necessity (“CPCN”) for the AMI meters
and infrastructure and its proposed accounting and ratemaking for the costs of the
assets and the deployment, including the requested series of regulatory assets and
regulatory liabilities, then |1 recommend certain modifications to these requests
and proposals. The modifications are necessary to ensure that customers pay no
more than the Companies’ actual costs, net of the savings that they achieve,
including offsets to the recovery of costs through the base revenue requirement
they no longer will incur as the AMI meters and infrastructure are deployed, such
as meter reading expenses and depreciation expense on the existing meters and
infrastructure.

Sixth, I recommend that the Commission modify the sharing percentage
for off-system sales margins through the OSSAC from the present 75%
customers/25% Companies to 100% customers/0% Companies. This change in

the sharing percentages will ensure that customers are provided the same share of
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these margins as they pay for the capital related costs, fuel expense, and other
non-fuel expenses of the generating facilities included in the base and ECR rates

that are used to make these off-system sales.

Does the Companies’ use of a forecast test year ending June 30, 2022 impact
the Commission’s review of their requests?
Yes. Unlike a historic test year based on actual results, a forecast test year is not
anchored in actual results. All operating revenues, operating expenses, rate base,
capitalization, and cost of capital components are projected based on thousands of
assumptions, including programs and approaches that may or not reflect the actual
costs that will be incurred from July 1, 2021 through June 30, 2022. In fact,
utilities, in conjunction with a forecast test year, have every incentive to
understate their revenues and overstate their costs (expenses, capitalized costs
(CWIP and plant), and deferrals, among others) to maximize their base revenue
increases. The future actual base revenues are not trued-up to the forecast
revenues and the utilities are not obligated actually to incur the forecast costs once
the Commission sets their revenue requirements. In addition, the utilities have
every incentive to propose new programs that increase rate base/capitalization,
which is the basis for revenues and earnings growth, an important consideration
for their shareholders when growth in customer sales is nonexistent or even
negative and, therefore, does not contribute to increased revenues and earnings.
The Commission should carefully and critically review the Companies’

requests, particularly when they seek approval for new programs, or include
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expansions of existing programs, along with significant increases in costs, such as
increases in transmission and distribution capital expenditures, transmission and
distribution maintenance expenses, generation routine and major outage
maintenance expenses, and when they seek significant increases in other costs,

such as depreciation expense, among others.

Il. RECOVERY OF NET BOOK VALUE AND DECOMMISSIONING COSTS

OF RETIRED COAL-FIRED GENERATING UNITS

Accelerated Retirements of Coal-Fired Generating Units And Increases In

Depreciation Rates And Expense

Describe the Companies’ requests to increase depreciation rates and expense
for their coal-fired generating units.
The Companies propose to increase depreciation rates for all coal-fired generating
units across all related plant accounts. This is due primarily to the Companies’
proposed acceleration of the probable retirement dates, thereby shortening the
service lives for these units for depreciation purposes, although they have not
made final decisions on the actual retirement dates.®

The most significant increases in depreciation expense are for KU’s
Brown 3 and LG&E’s Mill Creek 1 and Mill Creek 2 generating units. KU
proposes to accelerate the probable retirement date for Brown 3 from 2035 to

2028. LG&E proposes to accelerate the probable retirement dates for Mill Creek

® The Companies’ proposed accelerated probable retirement dates developed for this purpose are

shown on Mr. Bellar’s Exhibit LEB-2, a study performed by the Companies to determine the economic
retirement dates of their coal-fired generating units.
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1 from 2032 to 2024, and Mill Creek 2 from 2034 to 2028. The Companies also
propose changes to the probable retirement dates of Ghent 4, Mill Creek 3, and
Mill Creek 4, and Trimble County 1, although the effects of these changes are less

significant in proceedings.

Should the Companies’ economic study to support earlier probable
retirement dates for depreciation study purposes be used to make actual
retirement decisions?

No. The economic study is based on assumptions about a future that is unknown
and uncertain and should not be relied on to make retirement decisions at this
time. As the probable retirement dates approach, the Companies should be
directed to perform detailed retirement studies sufficiently in advance of their
future Integrated Resource Plan (“IRP”) filings so that the Commission and other
parties can assess whether the retirements are necessary and economic, whether
new resources are necessary, and the extent of the new transmission assets and
costs that are necessary as a result of the retirements of existing generating units

and the addition of new resources and storage.

Is the timing of the request to increase depreciation rates unusual?

Yes. The Companies requested increases in depreciation rates on their coal-fired
generating units in Case Nos. 2018-00294 and 2018-00295, their last base rate
case proceedings. The Commission authorized the proposed depreciation rates in

the context of a settlement of the revenue requirement issues in those proceedings
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less than two years ago in its Orders dated April 30, 2019. Typically, a utility
undertakes a depreciation study and seeks to modify depreciation rates no more
frequently than every three to five years. That is because the service lives and
other assumptions (parameters) rarely change significantly within a shorter
period, especially for long-lived assets, such as generating units.

In these proceedings, the Companies claim that they “have experienced
significant changes in facts and circumstances surrounding their remaining coal-
fired generation fleet that must be addressed now in depreciation rates to avoid

the risk of stranded assets and inter-generational inequities.”’

Do you agree that there have been sufficiently material changes in facts and
circumstances since the Companies’ last rate cases that merit another round
of depreciation rate and depreciation expense increases for the Companies’
coal-fired generating units?

No, although the Companies’ claims and requests highlight the ratemaking and
recovery issues that the Commission will need to address, including the claim of
intergenerational inequities, in these and future base rate case proceedings. The

Retirement Rider and/or securitization that | propose address these concerns.

How do the proposed depreciation rates and expense compare to the present

depreciation rates and expense for these coal-fired generating units based on

" Direct Testimony of Paul Thompson at 20-21. Also addressed in the Direct Testimony of Lonnie

Bellar and Direct Testimony of John Spanos.
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the plant in service balances as of the June 30, 2020 date utilized by Mr.
Spanos in his depreciation studies?

A. The increases are significant, as shown in the following table. The most
significant are the increases in depreciation rates and expense for the Brown 3 and
Mill Creek 1 and Mill Creek 2 generating units.® These are the generating units
that the Companies most likely will retire in the next eight years; however, they
have significant remaining net book values and significant estimated
decommissioning costs that the Companies now seek to recover over fewer years

in the proposed depreciation rates and expense.

8 The depreciation rates for each generating unit are calculated on a group basis. The Companies
propose depreciation rates for the units at the plant account level. | compare the calculation of the present
and proposed depreciation rates and expense for each generating unit at the plant account level in my
Exhibit__ (LK-2).
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KU and LG&E Coal Units
Current and Requested Depreciation Rates and Related Expense
Sourced From 2020 Depreciation Study
Annual Annual
Current Requested Depreciation Depreciation
Probable Gross Average Average Expense Expense
Retirement Plant Depr Depr Current Requested
Year at 6/30/2020 Rate Rate Depr Rates Depr Rates

KU Coal Units
Brown Unit 3 - Including Scrubber 2028 990,387,979 4.96% 9.50% 49,162,482 94,086,343
Ghent Unit 1 - Including Scrubber 2034 613,007,498 4.31% 4.81% 26,430,531 29,460,675
Ghent Unit 2 - Including Scrubber 2034 445,660,451 3.80% 4.46% 16,918,556 19,855,651
Ghent Unit 3 - Including Scrubber 2037 720,912,562 3.32% 3.70% 23,943,256 26,699,569
Ghent Unit 4 - Including Scrubber 2037 1,378,870,113 4.06% 4.70% 55,990,865 64,821,099
Trimble County Unit 2 - Including Scrubber 2066 1,008,915,449 2.10% 2.26% 21,220,783 22,830,475
Total Coal-Fired Units 5,157,754,052 193,666,473 257,753,813
KU Retail Allocation 93.75% 93.75% 93.75%
Retail Allocation of All Coal-Fired Units 4,835,394,424 181,562,318 241,644,199
LG&E Coal Units
Mill Creek Unit 1 2024 266,798,256 5.34% 14.82% 14,248,550 39,533,506
Mill Creek Unit 2 - Including Scrubber 2028 396,439,846 5.95% 10.88% 23,599,187 43,117,326
Mill Creek Unit 3 - Including Scrubber 2039 561,903,238 4.41% 4.49% 24,801,204 25,203,245
Mill Creek Unit 4 - Including Scrubber 2039 1,131,833,870 3.58% 4.64% 40,547,284 52,520,553
Trimble County Unit 1 - Including Scrubber 2045 632,820,311 2.55% 3.10% 16,114,538 19,618,004
Trimble County Unit 2 - Including Scrubber 2066 359,018,035 2.36% 2.54% 8,479,570 9,120,301

127,790,332 189,112,935

What are the remaining net book values and estimated decommissioning

costs (net salvage) for each coal-fired generating unit at June 30, 2020, the

date of the Companies’ depreciation studies?

The remaining net book value and estimated decommissioning costs (net salvage)

for each coal-fired generating unit at June 30, 2020 are shown in the following

tables.®
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KU and LG&E Coal Units
NBV and Decommissioning Balances as of June 30, 2020
Sourced From 2020 Depreciation Study
Net Salvage Total
Added in 2020 to be
Probable Depr Study Recovered
Retirement NBV Escalated Until at
Year at 6/30/2020 Retirement Date 6/30/2020

KU Coal Units
Brown Unit 3 - Including Scrubber 2028 701,440,772 39,615,519 741,056,291
Ghent Unit 1 - Including Scrubber 2034 357,093,076 42,910,525 400,003,601
Ghent Unit 2 - Including Scrubber 2034 237,241,451 31,196,232 268,437,683
Ghent Unit 3 - Including Scrubber 2037 383,723,509 50,463,879 434,187,388
Ghent Unit 4 - Including Scrubber 2037 967,054,957 96,520,908 1,063,575,865
Trimble County Unit 2 - Including Scrubber 2066 793,163,886 131,159,008 924,322,894
Total Coal-Fired Units 3,439,717,651 391,866,071 3,831,583,722
KU Retail Allocation 93.75% 93.75% 93.75%
Retail Allocation of All Coal-Fired Units 3,224,735,298 367,374,442 3,592,109,740
LG&E Coal Units
Mill Creek Unit 1 2024 156,687,544 18,675,878 175,363,422
Mill Creek Unit 2 - Including Scrubber 2028 309,122,536 27,750,789 336,873,325
Mill Creek Unit 3 - Including Scrubber 2039 410,743,387 39,333,227 450,076,614
Mill Creek Unit 4 - Including Scrubber 2039 858,426,274 79,228,371 937,654,645
Trimble County Unit 1 - Including Scrubber 2045 374,834,477 69,610,234 444,444,711
Trimble County Unit 2 - Including Scrubber 2066 315,711,480 39,491,984 355,203,464
Total Coal Units 2,425,525,698 274,090,483 2,699,616,181

Is this pattern of ever-increasing depreciation rates and depreciation expense

likely to repeat itself in future base rate case proceedings?

Yes. There is a relentless political drive not only to reduce, but to eradicate,

carbon emissions and to replace coal-fired generation with renewable and other

resources, including storage, regardless of the cost to do so and the relative

economics. To the extent there are further accelerations in the potential or actual

retirements of coal-fired generating units, the resulting transitions to new

generation and storage resources and transmission requirements will impose
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additional costs on KU and LG&E and their customers. These costs will include
the acquisition or construction of new generation resources and storage, as well as
the construction of new transmission facilities necessary to provide voltage
support and ensure reliability as existing generating units are retired and

intermittent renewables resources and storage are added.

What are the estimated net book values and future decommissioning costs
for the Companies’ coal-fired generating units and natural gas-fired
generating units at the end of 2035?

I have estimated the net book value and future decommissioning cost for each of
the Companies’ coal-fired generating units and gas-fired generating units as
shown on the following tables at the end of 2035. | used the net negative salvage
percentages developed by Mr. Spanos to determine the future decommissioning
costs for each unit. Mr. Spanos developed these net negative salvage percentages
to use in the Companies’ depreciation studies by escalating the costs of
decommissioning to future dollars corresponding with the estimated retirement
dates for each unit.

I chose the end of 2035 for these estimated costs to correspond to the
earliest date cited in President Biden’s recent Executive Order directing various
federal agencies and task forces to develop a “comprehensive plan” that “shall
aim to use, as appropriate and consistent with applicable law, all available
procurement authorities to achieve or facilitate: (i) a carbon pollution-free

electricity sector no later than 2035,” and the stated objective of the Executive
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Order to “put the United States on a path to achieve net-zero emissions, economy-
wide, by no later than 2050.”%°

For KU, using the Company’s proposed new depreciation rates, | estimate
the sum of these costs will be $2,220 million at the end of 2035, consisting of the
net book value at $877 million and the future decommissioning cost at $367
million, or a total of $1,244 million, for the coal-fired generating units and the net
book value at $896 million and the future decommissioning cost at $80 million, or
a total of $976 million, for the gas-fired generating units.

For LG&E, using the Company’s proposed new depreciation rates, |
estimate the sum of these costs will be $1,653 million at the end of 2035,
consisting of the net book value at $674 million and the future decommissioning
cost at $274 million, or a total of $948 million, for the coal-fired generating units
and the net book value at $670 million and the future decommissioning cost at

$34 million, or a total of $704 million, for the gas-fired generating units.

2021.

10 “Executive Order On Tackling The Climate Crisis At Home And Abroad” dated January 27,



Lane Kollen
Page 20

Kentucky Utilities Company
NBV and Decommissioning Balances for Early Retirements as of December 31, 2035
Starting Data Sources From 2020 Depreciation Study

Depreciation Expense Based on Utilization of 2020 Depreciation Study Requested Depreciation Rates

Coal-Fired Units

Brown Unit 3 - Including Scrubber

Ghent Unit 1 - Including Scrubber

Ghent Unit 2 - Including Scrubber

Ghent Unit 3 - Including Scrubber

Ghent Unit 4 - Including Scrubber

Trimble County Unit 2 - Including Scrubber
Total Coal-Fired Units

KU Retail Allocation

Retail Allocation of All Coal-Fired Units

Gas-Fired Units

Cane Run CC 7

Trimble County CT 5
Trimble County CT 6
Trimble County CT 7
Trimble County CT 8
Trimble County CT 9
Trimble County CT 10
Brown CT 5

Brown CT 6

Brown CT 7

Brown CT 8

Brown CT 9

Brown CT 10

Brown CT 11

Paddy's Run Generator 13
Haefling Units 1,2, and 3
Pipelines to Gas Units
Total Gas-Fired Units and Pipelines

KU Retail Allocation

Retail Allocation of All Gas-Fired Units

Retail All Coal-Fired and Gas-Fired Units

Net Salvage Total
Added in 2020 to be
Probable Depr Study Recowvered
Retirement NBV Escalated Until at

Year at 12/31/2035 Retirement Date 12/31/2035
2028 (7,451,885) 39,615,519 32,163,634
2034 16,178,199 42,910,525 59,088,724
2034 16,856,955 31,196,232 48,053,186
2037 93,740,143 50,463,879 144,204,022
2037 168,560,818 96,520,908 265,081,726
2066 647,335,441 131,159,008 778,494,450
935,219,671 391,866,071 1,327,085,742
93.75% 93.75% 93.75%
876,768,441 367,374,442 1,244,142,883
2055 475,933,110 41,945,270 517,878,380
2042 36,705,094 3,707,760 40,412,854
2042 37,486,838 3,764,536 41,251,373
2044 31,791,230 3,011,084 34,802,314
2044 30,270,165 2,871,635 33,141,800
2044 30,809,290 2,911,493 33,720,783
2044 38,914,209 3,622,619 42,536,828
2041 20,793,519 1,558,398 22,351,917
2039 35,122,969 2,994,572 38,117,541
2039 30,007,067 2,396,836 32,403,903
2035 27,646,836 2,262,284 29,909,120
2034 28,609,643 2,867,081 31,476,724
2035 22,595,635 2,193,352 24,788,987
2036 37,260,977 3,220,601 40,481,578
2041 25,775,735 1,960,716 27,736,451
2025 383,995 527,808 911,803
Various 45,266,542 3,704,292 48,970,834
955,372,853 85,520,337 1,040,893,190
93.75% 93.75% 93.75%
895,662,050 80,175,316 975,837,366
1,772,430,491 447,549,758 2,219,980,249
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Louisville Gas and Electric Company
NBV and Decommissioning Balances for Early Retirements as of December 31, 2035
Starting Data Sources From 2020 Depreciation Study

Depreciation Expense Based on Utilization of 2020 Depreciation Study Requested Depreciation Rates

Net Salvage Total
Added in 2020 to be
Probable Depr Study Recovered
Retirement NBV Escalated Until at
Year at 12/31/2035 Retirement Date 12/31/2035

Coal Units

Mill Creek Unit 1 2024 9,127,013 18,675,878 27,802,891
Mill Creek Unit 2 - Including Scrubber 2028 (23,885,795) 27,750,789 3,864,994
Mill Creek Unit 3 - Including Scrubber 2039 88,243,175 39,333,227 127,576,402
Mill Creek Unit 4 - Including Scrubber 2039 194,549,637 79,228,371 273,778,008
Trimble County Unit 1 - Including Scrubber 2045 172,015,938 69,610,234 241,626,172
Trimble County Unit 2 - Including Scrubber 2066 234,316,169 39,491,984 273,808,152
Total Coal Units 674,366,136 274,090,483 948,456,619
Other Production - Gas

Cane Run CC 7 2055 234,756,840 13,283,970 248,040,809
Trimble County CT 5 2042 32,533,482 1,797,246 34,330,728
Trimble County CT 6 2042 31,710,616 1,736,793 33,447,409
Trimble County CT 7 2044 37,276,974 1,986,328 39,263,302
Trimble County CT 8 2044 35,691,602 1,892,159 37,583,761
Trimble County CT 9 2044 36,020,642 1,909,551 37,930,193
Trimble County CT 10 2044 44,966,697 2,364,152 47,330,849
Brown CT 5 2041 47,703,650 2,027,149 49,730,799
Brown CT 6 2039 40,330,579 1,996,075 42,326,654
Brown CT 7 2039 37,518,628 1,603,302 39,121,930
Paddy's Run Generator 13 2041 61,916,113 2,223,919 64,140,032
Pipelines to Gas Units Various 29,555,830 1,396,685 30,952,515
Total Other Production Gas Units and Pipelines 669,981,654 34,217,329 704,198,983
Total All Fossil Fuel Units 1,344,347,790 308,307,812 1,652,655,602

Do you agree that the remaining net book value and future decommissioning
costs should be recovered from customers over the proposed shorter
remaining service lives in order to avoid “intergenerational inequities,” as
argued by the Companies?

No. To the contrary, it is the Companies’ request to accelerate the recovery of the

net book value and future decommissioning costs that will result in
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intergenerational inequities as both a conceptual matter and a practical matter.
First, their requests are based on potentially shortened service lives even through
there is no plan and no certainty that the generating units will be retired earlier
than previously assumed or on the proposed new probable retirement dates.

Second, the decommissioning costs have not yet been incurred and will
not be incurred until after the generating units actually are retired.

Third, the proposed earlier probable retirement dates are the result of the
Companies’ study, which concludes that replacement resources will result in
savings over the service lives of the new resources. If the study assumptions,
analyses, and results are correct, then the earlier retirements essentially will buy
down the cost to customers of the new resources in the future compared to the
continued operation of the existing coal-fired generating units. In that context,
and at a very minimum, the accelerated portion of the cost should be borne by
customers after the actual retirements of the coal-fired generating units as a
simple matter of intergenerational equity.

Fourth, the Companies incur and presently recover the decommissioning
costs and remaining net book value of the retired units after those units are
retired. Historically, the Companies have done this by charging these costs to the
accumulated depreciation reserves of the still operating units, effectively
increasing the net book value of the still operating units and then increasing the
future depreciation expense on those units to recover the remaining costs of the
retired units. For example, the Companies recently incurred more than $100

million for the decommissioning of Green River, Pineville, Tyrone, Paddy’s Run,
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Cane Run, and Canal since 2017.!! The decommissioning costs and the
remaining net book value of these retired units were used to reduce the
accumulated depreciation reserves and increase the net book value of the Ghent,
Mill Creek, and Trimble County generating units.!> Although this approach
provides recovery of the decommissioning costs over the remaining lives of the
still operating generating units, it increases the net book value and the

depreciation rates and expense for those units.

Is there a penalty imposed on customers if the decommissioning costs are
recovered before they actually are incurred?

Yes. There is an unnecessary income tax penalty if the decommissioning costs are
recovered prematurely before they are incurred. More specifically,
decommissioning costs cannot be deducted for income tax purposes until they
actually are incurred. If the Companies’ revenues include decommissioning costs
before they are incurred, then there is no equivalent tax deduction, which creates a
negative deferred income tax expense and an asset ADIT. Asset ADIT amounts
are added to rate base and increase capitalization, so not only do customers
prematurely pay the decommissioning costs before they are incurred, the
Companies also must finance and charge customers a grossed-up rate of return on

the prepayment of the income taxes on the amounts recovered.

11 Responses to AG-KIUC 1-18 for KU and LG&E. | have attached copies of these responses as

my Exhibit__ (LK-3).

12 Responses to AG-KIUC 2-7(b) for KU and LG&E. | have attached copies of these responses as

my Exhibit___ (LK-4).
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Are there other issues that need to be addressed when generating units are
retired?

Yes. First, after the generating units are retired, there is a mismatch between the
costs included in the base revenues collected from customers and the costs that
actually are incurred.

After the generating units are retired, the Companies will realize
significant savings that will not be timely realized through reductions in the base
revenue requirement. They no longer will incur fuel expense or variable O&M
expense. The cessation of fuel expense will be captured in the FAC, but not the
savings from the cessation of variable O&M expense. They no longer will incur
or will incur significantly less fixed O&M expense. They no longer will incur
depreciation expense because they no longer will be able to record depreciation
expense on plant that no longer is in service under GAAP and the USOA.*3

Second, the Companies will write off any remaining tax basis as an
abandonment loss in their income tax calculations, which creates additional
liability ADIT and a reduction in financing costs, regardless of whether the return
on component of the revenue requirement is determined using rate base or
capitalization.

Third, the Companies no longer should incur property tax expense,

although under their present accounting, there effectively are no reductions in this

13 1f the Commission directs the Companies to transfer the remaining net book value to a

regulatory asset at retirement, it also could direct the Companies to continue recording amortization
expense equivalent to the former depreciation expense.
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expense.  That is Dbecause the remaining net book value and actual
decommissioning costs on the retired generating units are rolled into the net book
value of the still operating generating units. If, instead, these costs were deferred
to a regulatory asset for recovery, then the Companies would achieve savings in
property tax expense because the retired plant costs no longer would be included
in the assessed value and actual decommissioning costs would not be included in

the assessed value.

What is your recommendation?

I recommend that the Commission leave unchanged the depreciation rates that it
approved in the Companies’ last base rate case proceedings for Brown 3, Mill
Creek 1, and Mill Creek 2 and that it adopt a properly designed Retirement Rider
to ensure that the Companies recover their remaining net book value and

decommissioning costs, but at the least cost to customers.

What are the effects of your recommendation?

This will reduce KU’s requested base rate increase by $40.562 million and its
ECR rate increase by $1.734 million. It will reduce LG&E’s requested electric
base rate increase by $43.510 million. These effects include the reduction in
depreciation expense offset by the increase in the return on rate base due to the
net effects on accumulated depreciation and ADIT. These effects on the revenue
requirements are shown separately in the Rate Base Issues and Operating Income

Issues sections of the table in the Summary section of my testimony.
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Retirement Rider Provides Significant Benefits to The Companies And

Customers

Would a properly designed Retirement Rider allow the Commission to
address all of the issues raised by the Companies and the AG and KIUC in a
comprehensive and equitable manner?

Yes. A properly designed Retirement Rider would allow all issues to be
addressed in a comprehensive, equitable, and flexible manner regardless of when
the Companies’ coal-fired and gas-fired generating units actually are retired, the
remaining net book value at the retirement date, the estimated or actual
decommissioning costs that will be or are actually incurred, the savings that are
achieved, and the timing and form of financing, including securitization
financing.

In addition, a Retirement Rider would allow the Commission to
intentionally and transparently set the pattern and timing of recovery so that the
Companies recover their prudent and reasonable costs, no more and no less, and
over a reasonable time period.

Further, a Retirement Rider would allow the Commission to levelize or
annuitize the recovery of the remaining net book value and actual
decommissioning costs when incurred in the same manner that a home mortgage
loan is amortized and paid off. This reduces the revenue requirement in the

earlier years and mitigates any contemporaneous overlap with the increases in the
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revenue requirements due to new resource additions that are acquired to replace

the retired generating units.

Are there patterns for such a properly designed Retirement Rider?

Yes. The Kentucky Power Company Decommissioning Rider provides a starting
template for a properly designed Retirement Rider in these and future
proceedings. The KPCo Decommissioning Rider provides levelized or annuitized
recovery of the remaining net book value of the Big Sandy 1 generating unit coal-
related plant and the Big Sandy 2 generating unit over 25 years. The recovery is
increased annually to include actual decommissioning costs. The KPCo
Decommissioning Rider utilizes the utility’s weighted average cost of capital for
the return component of the levelized or annuitized revenue requirement. In
addition, the KPCo Decommissioning Rider reflects the liability ADIT reduction
to rate base in the calculation of the return component of the revenue requirement.
Finally, the KPCo Decommissioning Rider equitably recovers costs through
separate residential and non-residential charges. This is the same process and
methodology as used in the Companies’ ECRs.

The new Retirement Rider would consist of separate calculations for each
retired generating unit that would be summed to determine the revenue
requirement. This approach is similar to the Companies’ ECRs, which consist of
separate calculations for each approved environmental project that are summed to
determine the ECR revenue requirement. This approach is necessary in the

Retirement Rider because there will be different retirement dates, different



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Lane Kollen
Page 28

decommissioning costs and patterns, and savings calculations unique to each
generating unit.

The Retirement Rider also would calculate the non-fuel post-retirement
savings. These savings will be deferred, and then amortized on a levelized or
annuitized basis and used to reduce the levelized recovery of the remaining net
book value and actual decommissioning costs over the same amortization period.
The Companies’ ECRs provide a template for the methodology to calculate the
savings from the date generating units are retired until the Companies’ base rates
are reset and the costs of the retired generating units are excluded from the base
revenue requirement.

The Companies’ ECRs use a “base-current” methodology to calculate the
savings or incremental costs for unique environmental projects approved by the
Commission.  The Retirement Rider would use a similar base-current
methodology, but would calculate the savings or incremental costs for each
generating unit instead of an ECR project. The savings will be calculated as the
difference between the costs included in the base revenue requirement (the “base”
component) and the costs incurred in each subsequent post-retirement 12-month

period (the “current” period) for each retired generating unit.

Why should the Commission adopt a Retirement Rider in these proceedings
rather than waiting until the next base rate case proceedings?
The Companies’ plan to retire Mill Creek 1 in 2024 and Brown 3 and Mill Creek

2 in 2028. The Companies also plan to “avoid base rate cases for the foreseeable
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future.”'* As the Companies retire these generating units, they no longer will
incur depreciation expense or other non-fuel operating expenses. Yet, they will
continue to recover these costs in their base revenues, as well as excessive
amounts for the return on rate base in the test year in this proceeding even as rate
base and the return on revenue requirements decline due to additional
depreciation until the generating units are retired. The only practical way in
which the Commission can capture these savings is through a Retirement Rider
that is in place at the time the generating units are retired.

Consider further the Companies’ request in this proceeding to increase the
depreciation rates and expense for these three generating units in this proceeding.
If approved, and without any mechanism to capture the savings, such as the
Retirement Rider, the rate base and the return requirement for these generating
units will decline more rapidly than under the present depreciation rates and the
depreciation expenses that are included in the base revenues will continue at the
significantly increased levels even after the generating units are retired. This will
harm customers even more than leaving the depreciation rates on these three
generating units unchanged in these proceedings.

In addition, the Retirement Rider will allow the Commission to timely
commence the levelized recovery of the remaining net book value and actual
decommissioning costs contemporaneous with the retirements of the generating

units.

14 Direct Testimony of Kent Blake at 4.
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Finally, to the extent the Companies incur additional decommissioning
costs for generating units that already have been retired after the effective date
when base rates are reset in this proceeding, they would be able to commence
recovery of those costs through the Retirement Rider rather than charging them
against the depreciation reserves of the still operating generating units, as they

presently do.

Securitization of Remaining Net Book Value And Decommissioning Costs

Mitigates Customer Impacts of Accelerated Retirements And Provides
Companies Accelerated And Full Recovery of Remaining Costs

Describe securitization financing.

Securitization financing is a low-cost form of financing that allows the utility to
sell the right to recover the costs of certain assets, such as the costs of retired
generating units, to a special purpose entity (“SPE”) and use the proceeds from
the sales to payoff the existing equity and debt used to finance those assets and
thereby eliminate the related costs. The SPE issues highly rated and low-cost debt
to finance the assets acquired from the utility. The utility then collects the SPE’s
costs, typically on a levelized basis through a special dedicated tariff, as well as
its own administrative costs incurred pursuant to an agreement with the SPE, and
then remits the amounts collected to the SPE. The securitization financing
generally is non-recourse to the utility and generally is ignored by equity and debt
analysts and credit rating agencies when evaluating the utility’s securities and

issuing credit ratings.
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Securitization has become a widely used financing mechanism for
recovering the remaining net book and decommissioning costs of prematurely
retired coal plants. The literature on this is plentiful. 1 have attached two
representative reports: Moody’s, July 18, 2018, Utility Cost Recovery Through
Securitization Is Credit Positive; Fitch Ratings, November 30, 2017 U.S

Utility/Stranded Cost Bonds Rating Criteria.’®

Describe how securitization financing mitigates the costs to customers of
remaining net book value and decommissioning costs due to accelerated
retirements of coal-fired generating units.

It mitigates the costs to customers through lower cost financing, and to the extent
not already reflected in the ratemaking process, a levelized recovery of these
costs. This is accomplished through the sale of the utility’s remaining costs to the
SPE and the elimination of the utilities’ costs in exchange for a new owner and
the recovery of its substantially lower financing costs.

I have developed the following quantification of the nominal dollar
savings through securitization financing using the estimated costs for the coal-
fired generating units at the end of 2035, the requested grossed-up cost of capital
for KU in this proceeding, a 3.0% cost of securitization financing, a 15-year
recovery period, and levelized ratemaking recovery for both forms of financing.

The savings from 2036 through 2050 are shown on the following table.

151 have attached a copy of each report as my Exhibit__ (LK-31).
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12/31/2035 Remaining NBV and Decommissioning Costs
Levelized Annual Revenue Requirement vs Securitization Over 15 Years
Revenue Requirement Reduction Due to Securitization at 3.00%
Based on Recovery of $3.873 Billion
Lewelized
Lewelized Annual
Annual Revenue Revenue
Revenue Requirement Requirement
Requirement With Savings
9.02% Securitzation Due
Year of Grossed-Up at 3.0% to
Recowery WACC Debt Rate Securitization
2036 $411,773,409 $304,489,658 $107,283,751
2037 $411,773,409 $304,489,658 $107,283,751
2038 $411,773,409 $304,489,658 $107,283,751
2039 $411,773,409 $304,489,658 $107,283,751
2040 $411,773,409 $304,489,658 $107,283,751
2041 $411,773,409 $304,489,658 $107,283,751
2042 $411,773,409 $304,489,658 $107,283,751
2043 $411,773,409 $304,489,658 $107,283,751
2044 $411,773,409 $304,489,658 $107,283,751
2045 $411,773,409 $304,489,658 $107,283,751
2046 $411,773,409 $304,489,658 $107,283,751
2047 $411,773,409 $304,489,658 $107,283,751
2048 $411,773,409 $304,489,658 $107,283,751
2049 $411,773,409 $304,489,658 $107,283,751
2050 $411,773,409 $304,489,658 $107,283,751
Total $6,176,601,136 $4,567,344,876 $1,609,256,260

Does securitization financing harm the Companies?

No. To the contrary, securitization financing is beneficial to the Companies. It
will provide an immediate and total payoff to the Companies of all remaining net
book value and decommissioning costs. The Companies will receive cash from
the SPEs when they close on the sale of the rights to recover from customers. The

Companies then will use that cash to reduce their costs by reducing existing
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common equity and long-term debt financing or by acquiring new assets, such as
new generating resources, storage, and transmission. The Companies no longer
will incur the financing costs related to the retired assets or the amortization or
depreciation expense. The Companies will become mere collection agents for the
SPEs pursuant to a collection agreement. The SPEs will incur lower financing
costs on the assets acquired from the Companies and those savings will be

reflected in the rates charged to customers.

Will the Retirement Rider facilitate securitization financing?
Yes. Each tranche of SPE securitization financing will require the Companies to
implement a separate and dedicated charge that the Companies will collect and

then remit to the SPEs. The Retirement Rider can be used for that purpose.

Does securitization financing typically require state legislation?
Yes. This ensures the highest ratings and the lowest costs for securitization

financing.

Will securitization financing provide benefits to the Commonwealth, the

Companies, and customers?

161 have drafted a summary of the purpose and scope of securitization financing, a description of

how it works, the benefits, and the substance of such legislation and attached it as my Exhibit__ (LK-5).
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Yes. Securitization financing truly would be a win-win-win for all stakeholders.
It will reduce the impact to residential and small and large business customers and
it will allow the Companies immediate and full recovery of all remaining costs

and actual decommissioning costs incurred.

Would the AG and KIUC be willing to support a ratemaking incentive to the
Companies if they support securitization legislation at the legislature and for
ratemaking purposes?

Yes. The savings to customers are so significant that the AG and KIUC would be
willing to support a ratemaking incentive whereby the Companies would share
some percentage of the savings. The Companies no longer will incur any
financing or amortization/depreciation costs related to the retired generating units,
so this sharing truly will be an incentive and will be in addition to their authorized

returns reflected in base and ECR revenues.

I11. RATE BASE AND CAPITALIZATION ISSUES

Rate Base Is Superior to Capitalization to Calculate The Return On

Component of The Base Revenue Requirement

Describe the Companies’ request to use capitalization to calculate the return
on component of the base revenue requirement.

KU calculated the return on component of its claimed base revenue requirement
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using capitalization of $5,235.750 million (jurisdictional).!” KU calculated rate
base at $5,197.832 million, although it did not use the rate base amount except to
allocate capitalization to jurisdiction.

LG&E calculated the return on component of its claimed electric base
revenue requirement using capitalization of $3,467.272 million and its claimed
gas base revenue requirement using capitalization of $1,061.806 million. LG&E
calculated electric rate base at $3,460.078 million and gas rate base at $1,052.350
million, although it did not use the rate base amounts except to allocate

capitalization between electric and gas.

Has the Commission previously approved the use of rate base to calculate the
return on component of the base revenue requirement for other utilities?
Yes. The Commission now uses rate base to calculate the return on component of
the base revenue requirement for all large investor-owned utilities subject to its
ratemaking jurisdiction, except for KU and LG&E. Most recently, the
Commission approved the change to rate base from capitalization for Kentucky
Power Company, despite its opposition.'® In its Order, the Commission stated:
Based upon a review of the case record and being otherwise sufficiently
advised, the Commission finds that applying the capitalization method to
calculate Kentucky Power’s revenue requirement is not reasonable
because this method measures the capital allocations to Kentucky Power
from its parent company, in excess of that needed to finance Kentucky
Power’s direct investment rate base as determined herein. In the converse,

the rate base method measures the direct investment into Kentucky
Power’s system, and, under the facts presented here, is a more accurate

17 Section V Schedule 1 at line 18.
18 Order in Case No. 2020-00174 at 5.
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method of measuring the financial health of Kentucky Power and its

operations. For these reasons, the Commission finds that rate base

methodology should be used to determine revenue requirement for this

proceeding. (footnote omitted).*®

Prior to adopting this change for Kentucky Power Company, the
Commission approved the change to rate base at Duke Energy Kentucky’s request
for its gas and electric operations in Case Nos. 2018-00261 and 2019-00271,
respectively. In addition to now using rate base for KPCo and Duke Energy

Kentucky, the Commission historically has used rate base for Atmos, Columbia,

KAW, and other investor-owned utilities.

What reasons did Duke Energy Kentucky provide in support of its requests
to change to rate base from capitalization for its gas and electric operations?
In the Duke Energy Kentucky gas rate case, Duke Energy Kentucky witness Sara
E. Lawler, Director Rates & Regulatory Planning of Duke Energy Business
Services LLC, stated in Direct Testimony that the “Company believes that using
gas rate base to calculate the revenue requirement is the simplest and most
transparent method.”%

In the Duke Energy Kentucky electric rate case, two other Duke Energy
Kentucky witnesses provided testimony that the use of rate base was superior to
the use of capitalization. More specifically, Amy B. Spiller, the CEO of Duke

Energy Kentucky, stated in her direct testimony that “Historically, the Company's

9.
2 Direct Testimony of Sarah E. Lawler at 5 in Case No. 2018-00261.
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electric base rates have been determined with reference to a return on capitalization.
Although this methodology may have been appropriate in the past, another
methodology is more common today. Specifically, and as evident in other Duke
Energy Kentucky jurisdictions, a return-on-rate base approach provides a transparent
and effective way to establish base rates. The Commission recently approved the
return-on-rate base approach for the Company's natural gas base rates in Case No.
2018-00261.”% In addition, William Don Wathen, Jr., Director of Rates and
Regulatory Strategy for Ohio and Kentucky, stated in his direct testimony that the
“use of rate base is a more precise method for measuring the Company’s actual
investment in facilities and equipment to provide utility service” and that “the rate
base methodology is an easier and more conventional way to represent investment in
utility plant that is not only accepted by this Commission, but throughout the

country.”?2

Why is the use of rate base superior to capitalization to calculate the return
on component of the base revenue requirement?

The use of rate base is more precise and accurate than capitalization to calculate
the return on component of the base revenue requirement. It allows the
Commission to specifically review, assess, and quantify each of the costs that will

earn a return, including those costs that are subtracted from rate base, such as

2 Direct Testimony of Amy B. Spiller at 25-26 in Case No. 2019-00271.
22 Direct Testimony of William Don Wathen, Jr. at 11-12 in Case No. 2019-00271.
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accumulated deferred income taxes (“ADIT”) and negative cash working capital
(“CWC”), to the extent that CWC is calculated using the lead/lag approach.

The use of rate base also avoids the need to reconcile capitalization to rate
base as a reasonableness test when using capitalization for the return on
component of the revenue requirement. The rate base approach simply assumes
that capitalization is equal to rate base.?®* This assumption also is reflected in rider
filings that use the rate base approach, such as the Companies’ ECR filings. Yet,
in the Companies’ base rate case filings, the rate base and capitalization never are
equal, regardless of whether there was or is a historic test year or a forecast test
year.

In a forecast test year, the capitalization and rate base amounts are
different for several reasons: 1) equity and debt financings are seldom issued to
precisely match the timing of rate base investment, 2) capitalization reflects
financing for amounts that are not allowed or included in rate base because they
are not allowed a rate of return, they are subject to recovery through a rider that
has a true-up mechanism, the costs are volatile from month to month, or there is
vendor financing, among others reasons, 3) capitalization does not reflect
financing for amounts that the utility seeks to include in rate base, either because
the amount included in rate base is a non-cash amount that was not financed or
the financing costs are embedded into an expense amount, such as pension and

OPEB expense, 4) the forecasts of the rate base amounts and capitalization

23 Capitalization is used only to calculate the capital structure and the weighted cost of capital,

which, in turn, is applied to rate base.
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amounts use different methodologies, and 5) other reasons.

In addition, the change to rate base for the base revenue requirement will
ensure consistent treatment for all calculations of the Companies’ revenue
requirements, both the base revenue requirements and the rider revenue
requirements, and, in particular, the ECR, which already are calculated using rate

base, not capitalization.

Have the Companies provided reconciliations between capitalization and rate
base for the test year?

Yes. The Companies provided reconciliations in their Minimum Filing
Requirements (“MFR™)?* and provided additional detail for certain line items in

response to AG and KIUC discovery.

What do these reconciliations demonstrate?

They demonstrate that the use of rate base is a more precise and accurate
approach. The use of capitalization is less precise and less accurate because it is
essentially a “residual” approach based on total assets less total liabilities other
than capitalization, albeit with certain limited ratemaking adjustments. Of course,
not all assets and liabilities are cash costs nor are all assets and liabilities provided
a return (positive if an asset or negative if a liability) through the ratemaking

process. This is demonstrated on each Company’s reconciliation where there are

2 MFR Tab 13 - 807 KAR 5:001 Section 16(6)(f) Reconciliation of Capitalization and Rate Base.

I have attached a copy of the Companies’ reconciliations as my Exhibit___ (LK-6).
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many assets and many liabilities from the Company’s balance sheet accounts that

are not included in its calculation of rate base.

What is your recommendation?

I recommend that the Commission calculate the return on component of the base
revenue requirement using rate base rather than capitalization for the reasons cited
by the Commission in the Duke Energy Kentucky and Kentucky Power Company
Orders and cited by Duke Energy Kentucky’s witnesses in its most recent gas and
electric base rate case proceedings.

In addition, | recommend that the Commission make a series of
corrections to the Company’s calculation of rate base to establish the parameters
for this and future base rate proceedings. The Commission has not previously
closely reviewed the Company’s calculations of rate base because they were not
used directly to calculate the return on component of the base revenue

requirement.

What are the effects of your recommendations to use rate base in lieu of
capitalization, without the effects of any corrections or other changes to the
Companies’ calculations of rate base?

This will reduce KU’s requested base rate increase by $3.420 million and
LG&E’s requested base rate increases by $0.645 million (electric) and $0.848

million (gas).
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Corrections to Companies’ Calculations of Rate Base

What corrections to the Companies’ calculations of rate base are necessary?
There are at least five corrections that are necessary, which | summarize here, but
subsequently explain in more detail. First, cash working capital should be
corrected to exclude all non-cash expenses, and, in particular, should exclude all
amortization expense and depreciation expense. However, to the extent the
Commission allows non-cash expenses, then amortization expense should be
included in the CWC calculations only if the underlying regulatory assets are
included in rate base or the regulatory liabilities are subtracted from rate base.
This is necessary as a matter of consistency.

Further, to the extent the Commission allows non-cash expenses, then the
depreciation expense lead days should be modified from 0 days to 27.92 days to
reflect the fact that the Companies already earn a return on the current month’s
depreciation expense through the rate base calculation.

Second, all pension and OPEB related assets and liabilities should be
excluded. The Companies did not finance the four balance sheet amounts, except
to the extent already specifically reflected in the calculations of pension and
OPEB costs through the returns on the trust fund assets and the interest expense
on the obligations in accordance with GAAP requirements. A portion of the
pension and OPEB costs is included in expense and a portion is capitalized to
CWIP and plant in service. To that extent, the Companies’ actual financing costs

already are reflected in pension and OPEB expense or in rate base. There are no
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additional financing costs to recover. The Commission should exclude all
pension and OPEB related assets and liabilities from rate base consistent with its
recent decision to do so in Case No. 2020-00174.

Third, the amounts in account 184 Clearing Accounts should be set to $0
or simply excluded from the rate base calculation.

Fourth, the amounts in account 186 Miscellaneous Deferred Debits for the
Cane Run 7 and Brown 6 and 7 long term service agreements (“LTSA”) with
Siemens and GE International should be reduced to correct forecast errors
acknowledged by the Companies in response to discovery and to reflect the 95%
of these payments that will be capitalized to CWIP/plant as the vendors provide
the contractual services.

Fifth, if CWIP is included in rate base, then it should be offset by the
related accounts payables to reflect vendor financing. However, this is not an
issue if the Commission rejects the CWIP in rate base approach and adopts the

AFUDC approach, as the AG and KIUC recommend in this proceeding.

1. Overview of Cash Working Capital

Provide an overview of the Companies’ calculation of cash working capital.

The Companies’ calculation of cash working capital consists primarily of two
components. The first component (“Cash Working Capital (Lead/Lag”) is based
on a lead/lag approach that calculates the net investor supplied funds (positive) or

customer supplied funds (negative) based on the average daily revenues and
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expenses using lead days and lag days. The Companies included cash expenses
and non-cash expenses in the calculation of this component. KU included
$56.184 million in rate base for this first component, of which $50.915 million is
for non-cash amortization and depreciation expense, and LG&E included $30.576
million (electric), of which $36.424 million is for amortization and depreciation
expense, and $1.844 million (gas), of which $5.916 million is for amortization
and depreciation expense.?® The following tables summarize the Companies’

calculation of the first component.

% The LG&E electric and gas Cash Working Capital (Lead/Lag) amounts would be negative if the
non-cash amortization and depreciation expense are excluded.
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KENTUCKY UTILITIES COMPANY
CASE NO. 2020-00349
CASH WORKING CAPITAL COMPONENTS

FORECAST PERIOD FOR THE 12 MONTHS ENDED JUNE 30, 2022

SCHEDULE B-5.2

Expense Net Working Capital
LINE Forecast Period Average Revenue (Lead)/Lag (Lead)/Lag (Provided)/
NO. DESCRIPTION Jurisdictional Daily Amount Lag Days Days Days Required
O&M Expenses:
1 Fuel: Coal $ 266,450,281 $ 728,006 45.50 (27.28) 18.22 $ 13,263,060
2 Fuel: Gas $ 108,361,062 $ 296,068 45.50 (39.32) 6.18 $ 1,829,210
3 Fuel: Oil $ 1,512,728 $ 4,133 45.50 (17.32) 28.18 $ 116,465
4 Other Non-Fuel Commodities $ 17,758,111 $ 48,519 45.50 (27.76) 17.74 $ 860,654
5 Purchased Power $ 48,707,778 $ 133,081 45.50 (23.66) 21.83 $ 2,905,694
6 Payroll Expense $ 42,864,290 $ 117,116 45.50 (13.01) 32.49 $ 3,804,790
7 Pension Expense $ 641,078 $ 1,752 45.50 - 45.50 $ 79,694
8 OPEB Expense $ 705,783 $ 1,928 45.50 - 45.50 $ 87,738
9 Team Incentive Award Compensation $ 3,396,936 $ 9,281 45.50 (244.79) (199.29) $ (1,849,675)
10 401k Match Expense $ 1,671,318 $ 4,566 45.50 (22.56) 22.94 $ 104,755
11 Retirement Income Account Expense $ 1,264,279 $ 3,454 45.50 (283.50) (238.00) $ (822,132)
12 Uncollectible Expense $ 4,646,049 $ 12,694 45.50 (131.70) (86.20) $ (1,094,244)
13 Major Storm Damage Expense $ 2,838,970 $ 7,757 45.50 (41.74) 3.76 $ 29,140
14 Charges from Affiliates $ 197,885,842 $ 540,672 45.50 (25.39) 20.11 $ 10,873,062
15 Other O&M $ 174,348,103 $ 476,361 45.50 (48.05) (2.55) $ (1,214,461)
16 Total O&M Expenses $ 873,052,607 $ 28,973,748
$ -
17 Depreciation and Amortization Expense
18 Depreciation and Amortization $ 389,129,204 $ 1,063,195 45.50 - 45.50 $ 48,373,580
19 Regulatory Debits $ 14,409,914 $ 39,371 45.50 - 45.50 $ 1,791,331
20 Amortization of KY Regulatory Assets $ 901,323 $ 2,463 45.50 - 45.50 $ 112,046
21 Amortization of KY Regulatory Liabilities $ 5,129,794 $ 14,016 45.50 - 45.50 $ 637,697
22 Total Depreciation and Amortization Expense ~ $ 409,570,235 $ 50,914,653
23  Income Tax Expense:
24 Current: Federal $ 38,458,992 $ 105,079 45.50 (37.50) 8.00 $ 840,459
25 Current: State $ 3,955,095 $ 10,806 45.50 (37.50) 8.00 $ 86,432
26 Deferred: Federal and State (Including ITC) $  (20,256,929) $  (55,347) 45.50 - 45.50 $ (2,518,187
27 Total Income Tax Expense $ 22,157,158 $ (1,591,296)
1
28 Taxes Other Than Income
29 Property Tax Expense $ 36,502,877 $ 99,735 45.50 (157.57) (112.07)  $  (11,177,177)
30 Payroll Tax Expense $ 10,315,123 $ 28,183 45.50 (35.64) 9.86 $ 277,960
31 Other Taxes $ 3,334,056 $ 9,109 45.50 152.00 197.50 $ 1,799,142
32 Total Taxes Other Than Income $ 50,152,056 $ (9,100,075)
33 AFUDC $ (172,632) $ (471.67) 45.50 (45.50) - $ -
34 (Gain)/Loss on Disposition of Property $ - $ - 45.50 (45.50) - $ -
35 (Gain)/Loss on Disposition of Allowances $ - $ - 45.50 (45.50) - $ -
36 Charitable Donations $ - $ - 45.50 (45.50) - $ -
37 Interest on Customer Deposits $ - $ - - - - $ -
38  Other (Income)/Expense $ - $ - 45.50 (45.50) - $ -
39  Other Interest Expense/(Income) $ - $ - 45.50 (45.50) - $ -
40  Interest Expense $ 109,813,060 $ 300,036 45.50 (88.65) (43.15)  $  (12,947,040)
41 Income Available for Common Equity $ 179,410,572 $ 490,193 45.50 (45.50) - $ -
42 Total $ 1,643,983,057 $ 789,757 $ 56,249,989
43  Sales Taxes $ 35,721,289 $ 97,599 45.50 (39.80) 5.69 $ 555,780
44 School Taxes $ 40,622,084 $ 110,989 45.50 (34.95) 10.55 $ 1,170,844
45  Franchise Fees $ 30285530 $ 82,747 45.50 (67.16) (21.66) _$  (1,792,314)
46  Cash Working Capital (Lead/Lag) $ 56,184,299
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LOUISVILLE GAS AND ELECTRIC COMPANY
CASE NO. 2020-00350 - ELECTRIC OPERATIONS
CASH WORKING CAPITAL COMPONENTS
FORECAST PERIOD FOR THE 12 MONTHS ENDED JUNE 30, 2022
SCHEDULE B-5.2
Expense Net Working Capital
LINE Forecast Period Average Revenue (Lead)/Lag (Lead)/Lag (Provided)/
NO. DESCRIPTION Jurisdictional Daily Amount Lag Days Days Days Required
O&M Expenses:
1 Fuel: Coal $ 233,176,864 $ 637,095 44.27 (24.36) 19.91 $ 12,683,505
2 Fuel: Gas $ 45,753,991 $ 125,011 44.27 (38.99) 5.28 $ 659,849
3 Fuel: Oil $ - $ - 44.27 (8.40) 35.87 $ -
4 Other Non-Fuel Commodities $ 11,064,873 $ 30,232 44.27 (26.87) 17.40 $ 525,985
5 Purchased Power $ 44,518,297 $ 121,635 44.27 (28.37) 15.90 $ 1,933,931
6 Payroll Expense $ 32,757,466  $ 89,501 44.27 (12.00) 32.27 $ 2,888,178
7 Pension Expense $ 1,238,894 $ 3,385 44.27 - 44.27 $ 149,846
8 OPEB Expense $ 1,332,742 $ 3,641 44.27 - 44.27 $ 161,197
9 Team Incentive Award Compensation $ 2,874,497 $ 7,854 44.27 (245.22) (200.95) $ (1,578,238)
10 401k Match Expense $ 1,304,798 $ 3,565 44.27 (22.99) 21.28 $ 75,866
11 Retirement Income Account Expense $ 1,009,342 $ 2,758 44.27 (283.50) (239.23) $ (659,745)
12 Uncollectible Expense $ 2,225,668 $ 6,081 44.27 (174.20) (129.93)  $ (790,093)
13 Major Storm Damage Expense $ 4,475,409 $ 12,228 44.27 (35.32) 8.95 $ 109,422
14 Charges from Affiliates $ 111,653,046 $ 305,063 44.27 (25.40) 18.87 $ 5,757,035
15 Other O&M $ 140,128,109 $ 382,864 44.27 (49.19) (4.92) $ 1,885,278
16 Total O&M Expenses $ 633,513,998 $ 20,031,461
17  Depreciation and Amortization Expense
18 Depreciation and Amortization $ 294,804,037 $ 805,476 44.27 - 44.27 $ 35,657,058
19 Regulatory Debits $ 2,759,745 $ 7,540 44.27 - 44.27 $ 333,796
20 Amortization of Regulatory Assets $ 3,581,314 $ 9,785 44.27 - 44.27 $ 433,166
21 Amortization of Regulatory Liabilities $ - $ - 44.27 - 44.27 $ -
22 Total Depreciation and Amortization Expense $ 301,145,095 $ 36,424,020
23 Income Tax Expense:
24 Current: Federal $ 22,005,422 $ 60,124 44.27 (37.50) 6.77 $ 406,940
25 Current: State $ 1,122,301 $ 3,066 44.27 (37.50) 6.77 $ 20,754
26 Deferred: Federal and State (Including ITC) $ (29,707,765) $ (81,169) 44.27 - 44.27 $ (3,593,206)
27 Total Income Tax Expense $ (6,580,041) $ (3,165,511)
28 Taxes Other Than Income
29 Property Tax Expense $ 33,134,951 $ 90,533 44.27 (216.26) (171.99) $ (15,571,107)
30 Payroll Tax Expense $ 7,443,995 $ 20,339 44.27 (35.48) 8.79 $ 178,839
31 Other Taxes $ 2,370,192 $ 6,476 44.27 148.70 192.97 $ 1,249,665
32 Total Taxes Other Than Income $ 42,949,138 $  (14,142,603)
33 AFUDC $ - $ - 44.27 (44.27) - $ -
34 (Gain)/Loss on Disposition of Property $ - $ - 44.27 (44.27) - $ -
35 (Gain)/Loss on Disposition of Allowances $ - $ - 44.27 (44.27) - $ -
36 Charitable Donations $ - $ - 44.27 (44.27) - $ -
37 Interest on Customer Deposits $ - $ - - - - $ -
38 Other (Income)/Expense $ - $ - 44.27 (44.27) - $ -
39 Other Interest Expense/(Income) $ - $ - 44.27 (44.27) - $ -
40 Interest Expense $ 74,996,098  $ 204,907 44.27 (87.50) (43.23) $  (8,858,487)
41  Income Available for Common Equity $ 105,795,855 $ 289,060 44.27 (44.27) - $ -
42 Total $ 1,151,820,144 $ 493,967 $ 30,288,880
43  Sales Taxes $ 25,636,726 $ 70,046 44.27 (39.83) 4.44 $ 310,849
44 School Taxes $ 2,823,471 $ 7,714 44.27 (35.05) 9.21 $ 71,088
45  Franchise Fees $ 618,407 $ 1,690 44.27 (100.24) (55.97) $ 94,565
46  Cash Working Capital (Lead/Lag) $ 30,576,251
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LOUISVILLE GAS AND ELECTRIC COMPANY
CASE NO. 2020-00350 - GAS OPERATIONS
CASH WORKING CAPITAL COMPONENTS
FORECAST PERIOD FOR THE 12 MONTHS ENDED JUNE 30, 2022
SCHEDULE B-5.2
Expense Net Working Capital
LINE Forecast Period Average Revenue (Lead)/Lag (Lead)/Lag (Provided)/
NO. DESCRIPTION Jurisdictional Daily Amount Lag Days Days Days Required
O&M Expenses:
1 Purchased Gas $ 116,757,091 $ 319,008 44.26 (39.66) 4.60 $ 1,467,025
2 No-Notice Storage Injections and Withdrawals $ (1,962,369) $ (5,362) 44.26 - 44.26 $ (237,298)
3 Payroll Expense $ 19,198,555 $ 52,455 44.26 (12.00) 32.26 $ 1,692,184
4 Pension Expense $ 571,443 $ 1,561 44.26 - 44.26 $ 69,101
5 OPEB Expense $ 604,140 $ 1,651 44.26 - 44.26 $ 73,055
6 Team Incentive Award Compensation $ 1,764,870 $ 4,822 44.26 (245.22) (200.96) $ (969,047)
7 401k Match Expense $ 602,025 $ 1,645 44.26 (22.99) 21.27 $ 34,988
8 Retirement Income Account Expense $ 464,234 $ 1,268 44.26 (283.50) (239.24) $ (303,454)
9 Uncollectible Expense $ 666,954 $ 1,822 44.26 (256.34) (212.08) $  (386,475)
10 Major Storm Damage Expense $ - $ - 44.26 (35.32) 8.94 $ -
11 Charges from Affiliates $ 33,325,597 $ 91,054 44.26 (25.40) 18.86 $ 1,717,418
12 Other O&M $ 53,952,006 $ 147,410 44.26 (49.19) (4.93) $ 727,342)
13 Total O&M Expenses $ 225,944,546 $ 2,430,154
14  Depreciation and Amortization Expense
15 Depreciation and Amortization $ 48,871,895 $ 133,530 44.26 - 44.26 $ 5,909,805
16 Regulatory Debits $ - $ - 44.26 - 44.26 $ -
17 Amortization of Regulatory Assets $ 47,457 $ 130 44.26 - 44.26 $ 5,739
18 Amortization of Regulatory Liabilities $ - $ - 44.26 - 44.26 $ -
19 Total Depreciation and Amortization Expense $ 48,919,352 $ 5915544
20 Income Tax Expense:
21 Current: Federal $ 5,936,428 $ 16,220 44.26 (37.50) 6.76 $ 109,618
22 Current: State $ 485,421 $ 1,326 44.26 (37.50) 6.76 $ 8,963
23 Deferred: Federal and State (Including ITC) $ 2,289,486 $ 6,255 44.26 - 44.26 $ 276,855
24 Total Income Tax Expense $ 8,711,335 $ 395,437
25 Taxes Other Than Income
26  Property Tax Expense $ 11,351,139  $ 31,014 44.26 (216.26) (172.00) $ (5,334,551)
27 Payroll Tax Expense $ 2,950,414 $ 8,061 44.26 (35.48) 8.78 $ 70,802
28 Other Taxes $ 673,944 $ 1,841 44.26 148.70 192.96 $ 355,313
29 Total Taxes Other Than Income $ 14,975,497 $  (4,908,436)
30 AFUDC $ - $ - 44.26 (44.26) - $ -
31 (Gain)/Loss on Disposition of Property $ - $ - 44.26 (44.26) - $ -
32 (Gain)/Loss on Disposition of Allowances $ - $ - 44.26 (44.26) - $ -
33 Charitable Donations $ - $ - 44.26 (44.26) - $ -
34 Interest on Customer Deposits $ - $ - - - - $ -
35  Other (Income)/Expense $ - $ - 44.26 (44.26) - $ -
36 Other Interest Expense/(Income) $ - $ - 44.26 (44.26) - $ -
37 Interest Expense $ 17,591,677 $ 48,065 44.26 (87.50) (43.24) $ (2,078,397)
38 Income Available for Common Equity $ 40,685,970 $ 111,164 44.26 (44.26) - $ -
39 Total $ 356,828,378 $ 159,229 $ 1,754,302
40 Sales Taxes $ 6,013,553 $ 16,430 44.26 (39.83) 4.43 $ 72,751
41  School Taxes $ 662,296 $ 1,810 44.26 (35.05) 9.20 $ 16,657
42 Franchise Fees $ - $ - 44.26 (100.24) (55.98) $ -
43  Cash Working Capital (Lead/Lag) $ 1,843,709
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The second component (“Balance Sheet Items”) is based on a balance

sheet approach that calculates the net amount of certain asset accounts and certain

liability accounts.

The following tables summarize the Companies’ second

component.
KENTUCKY UTILITIES COMPANY
CASE NO. 2020-00349
CASH WORKING CAPITAL COMPONENTS
FORECAST PERIOD FOR THE 12 MONTHS ENDED JUNE 30, 2022
SCHEDULE B-5.2
LINE 13 MONTH JURIS. JURISDICTIONAL
NO. ACCT. NO. DESCRIPTION AVERAGE PERCENT AMOUNT
ADDITIONAL USES OF CASH WORKING CAPITAL:
1 128 PREPAID PENSION 42,744,320 94.097% 40,221,203
2 182 REGULATORY ASSET - FAS 158 PENSION 122,120,655 94.097% 114,912,102
3 183 PRELIMINARY SURVEY 2,091,582 93.632% 1,958,398
4 184 PENSION CLEARING 5,869,765 94.097% 5,523,284
5 186 MISC DEFERRED DEBITS 16,924,719 94.097% 15,925,685
6 188 RESRCH/DEV/DEMO EXP 59,077 94.097% 55,590
7 TOTAL USES OF CASH WORKING CAPITAL 189,810,117 178,596,261
LINE 13 MONTH JURIS. JURISDICTIONAL
NO. ACCT. NO. DESCRIPTION AVERAGE PERCENT AMOUNT
ADDITIONAL SOURCES OF CASH WORKING CAPITAL:
8 228.2 MISC LONG TERM LIABILITIES (3,316,596) 94.097% (3,120,823)
9 228.3 ACCUMULATED PROVISION FOR POST RETIREMENT BENEFITS (20,389,160) 94.097% (19,185,626)
10 242 MISC LIABILITY (18,460,843) 94.097% (17,371,135)
11 253 OTHER DEFERRED CREDITS (2,123,965) 93.632% (1,988,720)
12 254 REGULATORY LIABILITY - POSTRETIREMENT (34,246,475) 94.097% (32,224,970)
13 143/232 NET ACCRUED RETENTION/CWIP (30,424,107) 93.632% (28,486,824)
14 143/232 NET ACCRUED RWIP 2,636,467 93.632% 2,468,588
15 TOTAL SOURCES OF CASH WORKING CAPITAL (111,597,613) (104,846,685)
16  TOTAL USES / (SOURCES) OF CASH WORKING CAPITAL (LINE 7 + 15) 78,212,504 73,749,576
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LOUISVILLE GAS AND ELECTRIC COMPANY

CASE NO. 2020-00350 - ELECTRIC OPERATIONS
CASH WORKING CAPITAL COMPONENTS
FORECAST PERIOD FOR THE 12 MONTHS ENDED JUNE 30, 2022

SCHEDULE B-5.2|

LINE 13 MONTH JURIS. JURISDICTIONAL
NO. ACCT. NO. DESCRIPTION AVERAGE PERCENT AMOUNT
ADDITIONAL USES OF CASH WORKING CAPITAL:
1 128  PREPAID PENSION 42,037,496 100.000% 42,037,496
2 182  REGULATORY ASSET - FAS 158 PENSION 120,380,205 100.000% 120,380,205
3 183 PRELIMINARY SURVEY 1,161,338 100.000% 1,161,338
4 184  CLEARING ACCTS - PENSION 6,281,273 100.000% 6,281,273
5 186  MISC DEFERRED DEBITS 6,351,081 100.000% 6,351,081
6 188  RESRCH/DEV/DEMO EXP 34,726 100.000% 34,726
7 TOTAL USES OF CASH WORKING CAPITAL 176,246,118 176,246,118
LINE 13 MONTH JURIS. JURISDICTIONAL
NO. _ACCT. NO. DESCRIPTION AVERAGE PERCENT AMOUNT
ADDITIONAL SOURCES OF CASH WORKING CAPITAL:
8 228.2  MISC LONG TERM LIABILITIES (2,245,089) 100.000% (2,245,089)
9 228.3  ACCUMULATED PROVISION FOR POST RETIREMENT BENEFITS (51,598,159) 100.000% (51,598,159)
10 242 MISC LIABILITY (13,610,016) 100.000% (13,610,016)
11 253  OTHER DEFERRED CREDITS (391,806) 100.000% (391,806)
12 143/232  NET ACCRUED RETENTION/CWIP (17,937,921) 80.000% (14,350,337)
13 143/232  NET ACCRUED RWIP (718,398) 80.000% (574,719)
14 TOTAL SOURCES OF CASH WORKING CAPITAL (86,501,390) (82,770,126)
15 TOTAL USES / (SOURCES) OF CASH WORKING CAPITAL (LINE 7 + 14) 89,744,728 93,475,992
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LOUISVILLE GAS AND ELECTRIC COMPANY

CASE NO. 2020-00350 - GAS OPERATIONS

CASH WORKING CAPITAL COMPONENTS

FORECAST PERIOD FOR THE 12 MONTHS ENDED JUNE 30, 2022
SCHEDULE B-5.2)
LINE 13 MONTH JURIS. JURISDICTIONAL
NO.  ACCT. NO. DESCRIPTION AVERAGE PERCENT AMOUNT
ADDITIONAL USES OF CASH WORKING CAPITAL:

1 128 PREPAID PENSION 4,618,516 100.000% 4,618,516

2 182  REGULATORY ASSET - FAS 158 PENSION 41,893,813 100.000% 41,893,813

3 183 PRELIMINARY SURVEY 725,510 100.000% 725,511

4 184  CLEARING ACCTS - PENSION 1,972,184 100.000% 1,972,184

5 186 MISC DEFERRED DEBITS 66,800 100.000% 66,800

6 188 RESRCH/DEV/DEMO EXP - 100.000%

7 TOTAL USES OF CASH WORKING CAPITAL 49,276,824 49,276,824
LINE 13 MONTH JURIS. JURISDICTIONAL
NO. _ACCT. NO. DESCRIPTION AVERAGE PERCENT AMOUNT

ADDITIONAL SOURCES OF CASH WORKING CAPITAL:

8 2282 MISC LONG TERM LIABILITIES (593,851) 100.000% (593,851)

9 2283  ACCUMULATED PROVISION FOR POST RETIREMENT BENEFITS (13,025,665) 100.000% (13,025,665)

10 242 MISC LIABILITY (3,860,792) 100.000% (3,860,792)

11 253 OTHER DEFERRED CREDITS (411,081) 100.000% (411,081)

12 143/232 NET ACCRUED RETENTION/CWIP (17,937,921) 20.000% (3,587,584)

13 143/232  NET ACCRUED RWIP (718,398) 20.000% (143,680)

14 TOTAL SOURCES OF CASH WORKING CAPITAL (36,547,707) (21,622,652)

15 TOTAL USES / (SOURCES) OF CASH WORKING CAPITAL (LINE 7 + 14) 12,729,117 27,654,173

2. Amortization Expense and Depreciation Expense

Should the Commission include amortization expense in the calculation of
the first component of cash working capital if the underlying regulatory
assets and liabilities are not included in rate base?

No. Fundamentally, if the regulatory assets and liabilities are not included in rate

base, then the amortization expense is not entitled to a return either based on the
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lag in the receipt of revenues compared to the Companies’ assumed lag of 0 days
for the amortization expense in the lead/lag calculation. This is particularly true if
the regulatory asset has not been financed, but rather, is simply a placeholder for
the Companies’ right to recover future costs, such as the so-called SFAS 109
regulatory assets.

In addition, there inherently is no cash working capital requirement for the
non-cash amortization expense. The correct lag days for the amortization expense
are infinity days, not the Companies’ assumed O days. The lag days for
amortization expense cannot be 0 days because the expenses never are paid in
cash.?® The Companies’ use of 0 days incorrectly assumes that the amortization
expense actually is paid in cash on the first second of the month in which it is
recorded. Of course, the Companies never disburse cash for the expenses, let
alone instantaneously. And, of course, amortization expense is not recorded in
the accounting process for the month until the end of the month. It is not recorded

on the first day of the month.

Is it also true that the lag days for depreciation expense cannot be 0 days for
the same reasons that the lag days for amortization expense cannot be 0
days?

Yes. Similar to the amortization expense, the depreciation expense never is paid

in cash; thus, the lag days are infinity days, not 0 days.

2 The Companies’ proposed 0 lag days assumes that the amortization expense is incurred in cash

the moment it is recorded, which, of course, cannot be correct because it is never paid, let alone
instantaneously.
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Even if the Commission concludes that the non-cash amortization expense
and depreciation expense should be included in the first component of the
cash working capital, is there another concern with the use of 0 lag days for
the depreciation expense?

Yes. The Company already includes the current month’s depreciation expense in
rate base through the use of the 13-month average of net plant (gross plant less
accumulated depreciation) for the test year. This results in an overlap and double
recovery of the return on the depreciation expense between the net plant included
in rate base and the depreciation expense included in the cash working capital
lead/lag calculations included in rate base. This is simply a mathematical error
that needs to be corrected to exclude the overlap and the excessive rate base and
return on that amount included in the revenue requirement.

The 13-month average for each component of rate base,?’ including
accumulated depreciation, consists of twelve months of beginning balances, for
the months of July 2021 through June 2022, and one month of ending balances,
specifically for June 2022 only. As a result of the 13-month average
methodology, the Companies are allowed a full month return on the current
month depreciation expense because it is not added to accumulated depreciation

and used to reduce rate base until the end of the current month, with the sole

27 Except for the first component of the cash working capital.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Lane Kollen
Page 52

exception of the last month in the test year, which essentially negates this
differential for that month only.

The use of 0 lag days for depreciation expense in the lead/lag calculation
of the first component of cash working capital assumes that it is paid in cash at the
beginning of each month when incurred, so that it is allowed a return for the
entirety of the current month in that calculation plus the additional days between
the revenue lag days and the 0 days depreciation expense lag days assumed in the
Companies’ calculations. Consequently, for 11 months of the test year, the
Companies include the depreciation expense in rate base twice, once through the
use of the beginning balances of accumulated depreciation for each of those

months and then a second time through the cash working capital calculations.

What is the remedy for this double counting of depreciation expense in rate
base?
The remedy is to correct the number of depreciation expense lag days to reflect
the 11 months, or 335 days in the test year, of double counting, and 30 days in
which it was not double counted (June 2022).

The Companies double counted the return on depreciation expense for
27.92 days on average during the test year. There are 30.42 days each month on
average in a calendar year. It was not double counted for 2.50 days each month

on average in the test year (30 days divided by 12 months).

What are your recommendations?
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I recommend that the Commission exclude amortization expense from the first
component of the cash working capital on the bases that 1) this is a non-cash
expense and that the expense lag days are infinity days, not 0 days, and 2) the
Companies are not entitled to a return on the amortization expense if the
underlying regulatory assets and liabilities are not included in rate base.

I recommend that the Commission exclude depreciation expense from the
first component of the cash working capital on the basis that this is a non-cash
expense and that the expense lag days are infinity days, not 0 days.

If, however, the Commission allows depreciation expense in the
calculation of the first component of cash working capital, then | recommend that
it correct the depreciation expense lag days to 27.92 days to correct the double
counting of the depreciation expense included in rate base both through the net

plant and cash working capital amounts.

What are the effects of your recommendations?
The effects of my primary recommendation to exclude amortization and
depreciation from the calculation of cash working capital are a reduction in the
KU revenue requirement of $4.592 million and a reduction in the LG&E revenue
requirements of $3.267 million (electric) and $0.531 million (gas). | have
reflected the effects of this recommendation on the table in the Summary section
of my testimony.

The effects of my alternative adjustment to correct the depreciation

expense lag days to 27.92 days are a reduction in the KU revenue requirement of
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$2.677 million and a reduction in the LG&E revenue requirement of $2.017

million (electric) and $0.334 million (gas).

3. Non-Cash Pension and OPEB Related Assets and Liabilities

Describe the pension and OPEB related assets and liabilities included in the
Companies’ second component of cash working capital.

The Companies included two pension related assets and two OPEB related
liabilities in the second component of cash working capital as shown on the table
in the preceding section summarizing the second component of the Companies’
requested cash working capital.

The pension related assets include account 128 Prepaid Pension and
account 182 Regulatory Asset — FAS 158 Pension. KU included $40.221 million
in account 128 and $114.912 million in account 182. LG&E included $42.037
million electric and $4.619 million gas in account 128 and $120.380 million
electric and $41.894 million gas in account 182.

The OPEB related liabilities include account 228.3 Accumulated Provision
for Post Retirement Benefits and account 254 Regulatory Liability -
Postretirement. KU included $19.186 million in account 228.3 and $32.225
million in account 254. LG&E included $51.598 million electric and $13.026

million gas in account 228.3 and $0 electric and $0 gas in account 254,

Describe the amounts included in account 128 Prepaid Pension.
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These amounts represent the net excess of the pension trust fund assets at fair
value over the pension benefit obligation.?® In the case of KU and LG&E, the
pension trust funds are overfunded compared to the present value of the pension

liabilities.

How does the pension trust fund become overfunded?

The pension trust fund is funded and becomes overfunded through the cumulative
realized gains in trust fund assets, earnings on trust fund investments, and
contributions made by the Companies. The pension obligation component of the
calculation also affects the net funded status. The pension obligation is reduced
each year by payments to participants and increased or reduced depending on
actuarial assumptions regarding future payments to participants and the discount

rate used to calculate the net present value of the future obligation.

Are the amounts included by the Companies in account 128 Prepaid Pension
the same as the amounts included by KPCo in account 165 Prepayments and
addressed in Case No. 2020-00174?

No. They are very different amounts and should not be considered equivalent.
The amounts included by the Companies in account 128 are required by GAAP
and the USOA and represent the fair value of the pension trust fund assets in

excess of the pension benefit obligation. KPCo also recorded an amount in

28 Response to AG-KIUC 1-54(b). | have attached a copy of all parts of the response from KU

(narrative and selected pages only) as my Exhibit__ (LK-7). | have not attached a copy of the response
from LG&E in the interest of limiting the pages in the exhibit.
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account 128 pursuant to GAAP and the USOA, although it did not seek to include
it in rate base or to calculate a return on this amount to increase pension expense.
KU and LG&E did not and do not record amounts in account 165.

In contrast to the amounts included by the Companies in account 128, the
pension and OPEB positive amounts included by KPCo in account 165
subaccounts were not required by GAAP or the USOA and were offset by equal
and offsetting negative amounts in other account 165 subaccounts, which KPCo

simply ignored in its rate base calculation.

Is it reasonable to include the pension trust fund assets in excess of the
pension obligation in rate base?

No. First, there is no evidence that the excess trust fund assets were solely, or in
any respect, the result of excessive contributions by the Companies. The excess
trust fund assets could be the result of realized gains in the trust fund assets,
earnings on the trust fund assets, and changes in the pension obligation. In fact,
these other factors may very well have reduced the minimum contributions
required by the Companies under the ERISA minimum funding requirements.
Second, to the extent that the excess trust fund assets were the result of realized
gains and earnings, then the Companies’ ratepayers are entitled to the reductions
in pension costs resulting from those sources; the Companies are not somehow
entitled to those gains and earnings. Third, the trust fund assets earn a return

within the formula used to calculate pension costs in the test year. The
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Companies assumed a 7.0% rate of return for this purpose in their calculations of
pension cost and expense.?®

To the extent the Commission determines that the Companies are entitled
to a return on the excess trust fund assets, then it should be limited to the savings
reflected in the calculation of the pension costs in the test year, not assumed to
earn a higher grossed-up return on rate base, and then should be further limited to

the expense component of the savings reflected in the pension cost.

Describe the amounts included in account 182 Regulatory Asset — FAS 158
Pension.
These amounts represent the accumulated unamortized prior service costs and net

actuarial losses of the plan.

Is it reasonable to include the accumulated unamortized prior service costs of
the pension plan in rate base?

No. The accumulated unamortized prior service costs represent the pension
obligation amounts that have not yet been amortized to pension cost. This amount
is best viewed as a subset of the pension obligation that has not yet been
amortized to pension cost. The interest on the entirety of the pension obligation is
included in the calculation of pension cost. The amortization of the prior service

costs also is included in the calculation of pension cost. However, there is no

29 Response to AG-KIUC 1-54. Refer to Exhibit___ (LK-7).
%0 Response to AG-KIUC 1-54(d). Refer to Exhibit__ (LK-7).



10

11

12

13

14

15

16

17

18

19

20

Lane Kollen
Page 58

return on prior service costs included in the calculation of pension costs. That is
because this asset does not reduce the pension obligation or the interest on the

entirety of the pension obligation included in the calculation of the pension cost.

Do the Companies agree that the unamortized prior service cost is a subset
or component of the pension obligation and that the interest on this
obligation already is included in the calculation of pension cost?

Yes. The Companies acknowledge that “unamortized prior service cost is a
component of the entire pension liability” and that “the calculation of the pension
cost does include interest on the unamortized prior service cost” (emphasis
added).3! In other words, the Companies acknowledge that including this
component of account 182 Regulatory Asset — FAS 158 Pension in rate base

double counts the return in the revenue requirement.

Is it reasonable to include the net actuarial losses of the pension plan in rate
base?

No. There is no return on net actuarial losses of the plan included in the
calculation of pension cost. The only return included in the calculation of pension

cost is the return on the fair value of trust fund assets.

8).

31 Responses to AG-KIUC 2-14. | have attached copies of these responses as my Exhibit__ (LK-
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Do the Companies also acknowledge this fact?

Yes. Thus, it is unnecessary and inappropriate to include this component of
account 182 Regulatory Asset — FAS 158 Pension in rate base because no
financing cost is incurred and no return is included in the calculation of pension

cost.

Describe the amounts included in account 228.3 Accumulated Provision for
Post Retirement Benefits.

These amounts represent the net excess of the OPEB obligation over the OPEB
trust fund assets at fair value.®? In the case of KU and LG&E, the OPEB trust

funds are underfunded compared to the present value of the OPEB liabilities.

Is it reasonable to subtract the OPEB underfunding from rate base?

No. In fact, this highlights the absurdity of the Companies’ position with respect
to including the pension overfunding in rate base. In the case of the OPEB
underfunding, the interest on the entire OPEB obligation is included in the
calculation of the OPEB cost. The Companies’ include interest at an actuarial
interest rate of 3.32% in the calculation of the OPEB cost, but then subtract the
underfunding from rate base so that customers are provided a grossed-up rate of
return of 8.97%. The only thing reasonable about this is that it partially mitigates

the Companies’ proposal to include the pension overfunding in rate base. In fact,

32 Response to AG-KIUC 1-54(g). Refer to Exhibit__ (LK-7).
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neither proposal is reasonable, although the Companies at least were consistent.
Nevertheless, if the Commission includes the amounts in account 128 Prepaid
Pension in rate base, then it also should subtract the amounts in account 228.3
Accumulated Provision for Post Retirement Benefits from rate base, again, as a

matter of consistency.

Describe the amounts included in account 254 Regulatory Liability —
Postretirement.

These amounts represent the accumulated unamortized prior service costs and net
actuarial gains of the OPEB plan.®® These amounts are similar in concept to the
accumulated unamortized prior service costs and net actuarial losses of the

pension plan that | previously described.

Is it reasonable to subtract the accumulated unamortized prior service costs
and net actuarial gains of the OPEB plan from rate base?

No. It is not reasonable to subtract the unamortized prior service costs and net
actuarial gains of the OPEB plan from rate base for the same reasons that it is not

reasonable to add the asset amounts related to the pension plan to rate base.

What is your recommendation?

33 KU’s response to AG-KIUC 1-54(i). Refer to Exhibit___ (LK-7).
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I recommend that the Commission reject the Companies’ proposals to include the
amounts in accounts 128 Prepaid Pension and 182 Regulatory Asset — FAS 158
Pension in rate base and subtract the amounts in accounts 228.3 Accumulated
Provision for Post Retirement Benefits and 254 Regulatory Liability —

Postretirement from rate base for the reasons that I previously described.

What are the effects of your recommendations?
The effects of the removals, net of ADIT, are a reduction in the KU revenue
requirement of $7.021 million and a reduction in the LG&E revenue requirement

of $7.460 million (electric) and $2.254 million (gas).

Is your recommendation to exclude all pension and OPEB assets and
liabilities consistent with the Commission’s decision in KPCo Case No. 2020-
001747
Yes, at least with respect to the result. However, KPCo sought to include a
“prepayment” in account 165 in rate base without the offsetting negative amount
also recorded in account 165. As I noted in my testimony in Case No. 2020-
00174, the KPCo accounting is unique to the AEP operating utilities and is not
required by GAAP or the USOA.

The KU and LG&E rate base calculations do not include any amounts
from account 165 because there are no such costs on their accounting books. The
KU and LG&E requests are different than KPCo’s request because they explicitly

reflect the net funding status and regulatory assets for certain pension costs and
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regulatory liabilities (KU only) for certain OPEB costs. The KPCo request did

not include the net funding status or any regulatory assets or liabilities.

Is your recommendation consistent with the Duke Energy Kentucky requests
in Case Nos. 2018-00261 and 2019-002717?

Yes. Duke Energy Kentucky did not include any pension or OPEB assets or
liabilities in rate base even though it proposed the use of rate base in lieu of

capitalization in those proceedings.

4. Clearing Accounts

Describe the amounts in account 184 Clearing Accounts.
KU included $5.523 million and LG&E included $6.281 million (electric) and
$1.972 million (gas) in the second component of cash working capital included in

rate base.

What are clearing accounts?

Clearing accounts are used to accumulate costs for certain activities, such as
vehicle costs, which then are charged out to expense or capital based on various
allocation or usage factors, such as square footage for building costs or daily
usage for vehicle costs. The objective with clearing accounts is to charge out
each month an amount equivalent to the costs incurred and recorded in the

clearing account so that the balance is $0 on average over time, recognizing that



©O© 00 N O 01

10

11

12

13

14

15

16

17

18

19

20

21

Lane Kollen
Page 63

in any single month the amounts incurred and the amounts charged out may not
precisely match.
The FERC Uniform System of Accounts (“USOA”) defines account 184
Clearing Accounts as follows.
This [account] shall include undistributed balances in clearing accounts at
the date of the balance sheet. Balances in clearing account shall be
substantially cleared not later than the end of the calendar year unless
items held therein relate to a future period.
What is the basis for the Companies’ forecast of the account 184 amounts in
the test year?

The Companies simply used the actual amounts as of August 31, 2020 and held

the amounts constant through the end of the test year.®*

Is that a reasonable basis for the forecast of the account 184 amounts in the
test year?

No. Clearing accounts should be assumed to be $0 in the test year, consistent
with the manner in which such accounts are used and consistent with the

expectation that the accounts will be cleared to $0 on average over time.

What is your recommendation?

34 Schedule B-5.2 for each Company at pages 2 and 5 in electronic format showing the sum of the

monthly balances for account 184 during the base year and test year. The electronic versions of the
schedules were provided in response to Staff 1-56 for each Company.
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I recommend that the Commission either set the clearing accounts to $0 or simply
exclude them from rate base. The clearing accounts should be $0 over time,
especially in a forecast test year. There is no justification for non-$0 amounts in

the test year.

What are the effects of your recommendation?
The effects are a reduction in the KU revenue requirement of $0.498 million and a
reduction in the LG&E revenue requirement of $0.563 million (electric) and

$0.177 million (gas).

5. Corrections to Account 186 for Long Term Service Agreements

Describe the amounts in accounts 186074 (Cane Run 7 LTPC Asset) and
186075 (Brown 6 and 7 LTSA Asset) that the Companies included in their
rate base calculations.

The amounts in account 186074 include actual or forecast payments that will be
made prior to the year or during the test year to Siemens for major and routine
maintenance at Cane Run 7 before the work actually is performed. The contract
with Siemens specifies a schedule of payments, consisting of fixed payments and
variable payments. These payments are deferred in account 186074. When
Siemens actually performs work on Cane Run 7, then the deferred amounts are
reduced by the cost of this work. Then the amounts are transferred and recorded

either in CWIP or as a major maintenance outage expense and deferred in account
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182.3 as a regulatory asset. The Companies capitalize 95% of the costs of the
Siemens work to CWIP and 5% to the regulatory asset based on an engineering
study. The deferral of the expense amounts in the test year assumes that the
Commission will affirm this ratemaking approach for major generation outage
expense adopted due to a settlement in Case Nos. 2018-00294 and 2018-0295,
although the AG and KIUC oppose such deferrals after base rates are reset in
these proceedings, as | address in a subsequent section of my testimony.®

The amounts in account 186075 are similar, but they are for payments to
GE International for major and routine maintenance at Brown 6 and 7 before the
work is actually performed. The contract with GE International specifies a
schedule of payments, consisting of fixed payments and variable payments.
These payments are deferred in account 186075. The accounting for account

186075 is the same as | described for account 186074.3¢

Did the Companies identify errors in their forecasts of the amounts in
account 186074 in response to AG and KIUC discovery?
Yes. The Companies corrected their forecasts downward in response to AG and

KIUC discovery.

35 KU response to AG-KIUC 2-28 (a) through (f). LG&E response to AG-KIUC 2-22 (a) through

(. 1 have attached a copy of the narrative portion and select attachment pages of KU’s response to AG-
KIUC 2-28 and LG&E’s response to AG-KIUC 2-22 as my Exhibit__ (LK-9).
36 KU response to AG-KIUC 2-28 (g) through (I). Refer to Exhibit__ (LK-9).
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Have you reflected these corrections on the table in the Summary section of
your testimony?
Yes. The effects are reductions in the KU revenue requirement of $0.249 million

and in the LG&E electric revenue requirement of $0.085 million.

Do you have additional concerns with including the corrected amounts in
rate base?

Yes. The Companies have determined that 95% of the corrected amounts will be
transferred to CWIP when Siemens or GE International completes the work
during major outages. In essence, 95% of the amounts the Companies record in
account 186074 and 186075 are or should be treated as CWIP, not miscellaneous
deferred debits for ratemaking purposes. If the costs were treated as CWIP, then
they would be allowed to earn an AFUDC rate of return, not a current rate of
return, consistent with the AG and KIUC recommendation to exclude CWIP from

rate base and instead use the AFUDC approach.

What is your recommendation?

I recommend that the Commission remove 95% of the corrected forecast amounts
in accounts 186074 and 186075 from rate base and direct the Companies to record
such costs in CWIP and apply AFUDC in the same manner that other CWIP

carries AFUDC.

What are the effects of your recommendation?
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The effects are reductions in the KU revenue requirement of $1.128 million and in

the LG&E electric revenue requirement of $0.458 million.

6. Offset to CWIP for Vendor Financing (Accounts Payable)

Did the Companies offset the CWIP included in rate base for the related
accounts payable to reflect the vendor financing?

No. As the Companies acquire and incur the costs for construction materials and
supplies, contractor services, and other costs, they record costs to the CWIP asset
and the offsetting liabilities to the vendors in accounts payable. The Companies
actually maintain separate CWIP payables accounts in their accounting systems to
track this zero-cost vendor financing. When the payable actually is paid, then it is
eliminated. This cycle constantly repeats itself.

The Companies included the CWIP assets in rate base, but failed to offset
those assets with the amounts that its vendors financed, which they record in
accounts payable. The Companies’ investors did not finance the entirety of these
assets. The Companies’ vendors financed a portion of these assets. The vendor
financing is a separate source of financing that is cost-free. However, the
Companies’ approach simply, and incorrectly, assumes that its investors financed

the portion of the CWIP assets that actually were financed by their vendors.

Have you quantified the accounts payable amounts related to CWIP that

should be subtracted from rate base?
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A Yes. The KU accounts payable (vendor financing) offset to CWIP is $19.070

million.3” The LG&E accounts payable offset to CWIP is $9.645 million electric

and $7.178 million gas.®

What are the effects of your recommendation?
The effects are reductions in the KU revenue requirement of $1.720 million and in
the LG&E revenue requirements of $0.865 million electric and $0.644 million

gas.

C. Rate Base/Capitalization Should Be Reduced To Remove Construction Work

In Progress; Construction Financing Costs Should Be Capitalized To CWIP
In The Form Of AFUDC

Q. Describe the Companies’ requests for current recovery of construction
financing costs.

A. The Companies seek current recovery of construction financing costs instead of
capitalizing these costs in CWIP and then recovering the costs over the service
lives of the assets. This CWIP approach provides the Companies recovery of the
construction financing costs before the project is completed and placed in service.

The Commission historically has allowed the Companies to include these

37 KU response to AG-KIUC 2-10. | have attached a copy of the response from KU as my
Exhibit _ (LK-10). Amounts from this response were compared to total CWIP balances in the trial
balance to determine the percentage reduction for the CWIP included by KU in rate base.

38 LG&E response to AG-KIUC 2-10. | have attached a copy of the response from LG&E as my
Exhibit  (LK-11). Amounts from this response were compared to total CWIP balances in the trial
balance to determine the percentage reduction for the CWIP included by LG&E in rate base.
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construction financing costs in the revenue requirement without removing the
CWIP from capitalization or including AFUDC as an increase to operating

income.

Describe the AFUDC approach for capitalizing financing costs incurred
during construction.

Under the AFUDC approach, the financing costs incurred during construction are
capitalized and added to the cost of the plant. The financing costs are computed at
the Company’s embedded weighted cost of capital in accordance with the
requirements of the Federal Energy Regulatory Commission (“FERC”)
methodology, unless the methodology is modified for retail ratemaking purposes.
The FERC methodology requires that the Company’s short-term debt first be
assigned to the financing costs for construction and then requires the use of the
weighted average cost of long-term debt, preferred equity, and common equity for

the residual amount of financing costs.

Will the Companies fully recover their construction financing costs under the
AFUDC approach?

Yes. The AFUDC approach provides the Companies dollar for dollar recovery of
their actual construction financing costs, no more and no less. In fact, the
Companies recognize the legitimacy and usefulness of the AFUDC approach as
one element of their proposed ratemaking for the AMI costs. If the Commission

approves the Companies’ requests for CPCNs and their use of the AFUDC
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approach, then it makes sense to broaden the use of the AFUDC approach to all
construction costs rather than maintain a hybrid form of ratemaking and

accounting.

Is the AFUDC approach consistent with generally accepted accounting
principles?

Yes. GAAP generally requires that construction financing costs be capitalized
into the cost of an asset because such costs are no different in concept than the
cost of labor and materials used to construct an asset and because the cost has
future economic value. Statement of Financial Accounting Standards No. 34,

Capitalization of Interest Cost, states the following:

39. The Board concluded that interest cost is a part of the cost of
acquiring an asset if a period of time is required in which to carry out the
activities necessary to get it ready for its intended use. In reaching this
conclusion, the Board considered that the point in time at which an asset is
ready for its intended use is critical in determining its acquisition cost.
Assets are expected to provide future economic benefits, and the notion of
expected future economic benefits implies fitness for a particular purpose.
Although assets may be capable of being applied to a variety of possible
uses, the use intended by the enterprise in deciding to acquire an asset has
an important bearing on the nature and value of the economic benefits that
it will yield.

40.  Some assets are ready for their intended use when purchased.
Others are constructed or otherwise developed for a particular use by a
series of activities whereby diverse resources are combined to form a new
asset or a less valuable resource is transformed into a more valuable
resource. Activities take time for their accomplishment. During the
period of time required, the expenditures for the materials, labor, and other
resources used in creating the asset must be financed. Financing has a
cost. The cost may take the form of explicit interest on borrowed funds, or
it may take the form of a return foregone on an alternative use of funds,
but regardless of the form it takes, a financing cost is necessarily incurred.
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On the premise that the historical cost of acquiring an asset should
include all costs necessarily incurred to bring it to the condition and
location necessary for its intended use, the Board concluded that, in
principle, the cost incurred in financing expenditures for an asset during a
required construction or development period is itself a part of the asset’s
historical acquisition cost. (emphasis added).
How does the CWIP approach differ from the GAAP requirement to
capitalize carrying costs in the plant costs and then depreciate the plant costs
over the useful service life of the asset?
The CWIP approach provides accelerated recovery to the utility of the
construction financing cost subset of total construction costs during the
construction period rather than over the service lives of the assets. The CWIP
approach is unique to regulated utilities and is available to utilities only if they are
allowed to prematurely recover construction financing costs during the
construction period. On long lead time construction projects, the CWIP approach
may allow a utility to recover 30% or 40% of the total construction costs during
the construction period.

The AFUDC approach is consistent with the GAAP requirement to
capitalize construction financing costs and then depreciate the costs over the
asset’s service life. In that manner, the recovery occurs over the service life. The
revenue requirement is set to recover the depreciation expense plus a return on the
declining capitalization/rate base as the asset is depreciated for book accounting
and tax purposes. On long lead time construction projects, the AFUDC approach

allocates the total cost over the service life of the assets to the customers who are

served by the asset.
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Is there a penalty to customers under the CWIP approach?

Yes. Under the CWIP approach, the utility recovers and customers pay the
construction financing costs on the related capitalization plus the income tax
expense on the equity component of the return. This income tax expense then is
remitted to the federal and state governments. In other words, this is an
unnecessary expense during the construction period imposed on customers that
provides no benefit to the utility or to its customers. In fact, it causes an
economic harm over the life of the assets on a net present value basis, all else

equal.

Describe how the Commission excludes CWIP from rate base or
capitalization for other utilities.

The Commission excludes CWIP from rate base for KPCo, Duke Energy
Kentucky (electric and gas), and Columbia Gas. The FERC also excludes CWIP
from rate base for KU. These utilities and KU in its wholesale jurisdiction
capitalize their construction financing costs as AFUDC in the same manner that
all other construction costs are capitalized and added to CWIP during the
construction period. They do not recover their construction financing costs during
construction.  Instead, the construction financing costs are recovered after
construction is completed and the CWIP is closed to plant-in-service. Thereafter,
the utilities earn a return on the related rate base and recover the cost through

depreciation expense over the service lives of the assets.
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How does the Commission exclude CWIP in Kentucky Power Company rate
cases?

It includes AFUDC in operating income, which effectively eliminates the return
on the CWIP included in rate base. This is referred to as the “AFUDC offset
methodology.®® Methodologically, it calculates AFUDC using the authorized rate
of return, net of the income tax expense savings from the interest expense
deduction, and includes the net of tax AFUDC in operating income. When the
operating income deficiency or surplus is grossed up to the revenue requirement,
the effect of the “AFUDC offset” is a reduction in the revenue requirement

equivalent to the grossed-up return times the CWIP balance.

How does the Commission exclude CWIP in the Duke Energy Kentucky rate

cases?

In its most recent gas and electric base rate cases, Duke Energy Kentucky made

proforma adjustments to remove CWIP from its forecast capitalization amounts.*°
In its most recent gas base rate case, Duke Energy Kentucky proposed a

change from capitalization to rate base and simply excluded CWIP from its

39 Direct Testimony of Ranie K. Wohnhas at 22-23 in Case No. 2014-00396. | have attached the

relevant pages from the Kentucky Power filing as my Exhibit__ (LK-12).

40| have attached the relevant pages from the Duke Energy Kentucky filings in Case Nos. 2017-

00321 and 2018-00261 as my Exhibit___ (LK-13).
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calculation of rate base.** In response to Staff discovery regarding the exclusion

of CWIP from rate base, Duke Energy Kentucky responded:
Similar to its most recently approved electric rate case, Case No. 2017-
00321, Duke Energy Kentucky is not requesting to include recovery of
CWIP in base rates because of past Commission precedent that effectively
eliminates recovery of a return on CWIP. When CWIP is included in rate
base, the Commission has, in past cases, included an AFUDC offset to
operating income, which was calculated by multiplying the CWIP balance
times the full weighted average cost of capital. The inclusion of the
AFUDC offset effectively eliminates any revenue requirement in the test
year related to CWIP.#2

How does the Commission exclude CWIP in the Columbia Gas rate cases?

In its most recent base rate case, Columbia Gas simply excluded CWIP from its

calculation of rate base.*

What is your recommendation?

I recommend that the Commission exclude CWIP from rate base (if the AG and
KIUC recommendation to use rate base is adopted) or capitalization (if the AG
and KIUC recommendation to use rate base is not adopted) and direct the
Companies to accrue AFUDC starting with the date when base rates are reset in

this proceeding.

41 Direct Testimony of Cynthia S. Lee at 6 in Case No. 2018-00261. | have attached the relevant
pages from the Duke Energy Kentucky filing as my Exhibit__ (LK-14).

42 Response to Staff 2-6 in Case No. 2018-00261. | have attached a copy of this response as my
Exhibit___ (LK-15).

43 Schedule B-4 and the Direct Testimony of Columbia Gas witness Mr. S. Mark Katco at 7-8 in
Case No. 2016-00162. | have attached the relevant pages from the Columbia Gas filing as my
Exhibit__ (LK-16).
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The AFUDC approach is beneficial to the Companies and their customers.
It benefits the Companies because it allows them to capitalize and recover the
entirety of their construction financing costs, no more and no less. It benefits
customers because it avoids the premature recovery of these costs during the
construction period before the assets provide service, minimizes base rate
increases, and allows customers to pay for these costs over the service lives of the
assets when they are used and useful.

The AFUDC approach also avoids the premature recovery of income tax
expense from customers under the CWIP approach through the grossed-up rate of
return. This unnecessary income tax expense is recovered from customers and
then simply remitted to the federal and state governments during the construction

period. It benefits neither the Companies nor their customers.

What methodology should the Commission use to exclude CWIP from
capitalization?

I recommend that the Commission use the Duke Energy Kentucky/Columbia Gas
methodology for KU and LG&E whereby CWIP is simply excluded from rate
base, although the Kentucky Power methodology should yield the same result.
The Duke/Columbia Gas methodology simply avoids the AFUDC offset
calculation that is necessary if the Kentucky Power AFUDC offset methodology

is used.

What are the effects of your recommendation?
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The effects are a reduction in the KU revenue requirement of $12.334 million and
a reduction in the LG&E revenue requirement of $5.160 million (electric) and
$3.841 million (gas) if the Commission does reduce the CWIP in rate base by the
related accounts payable vendor financing that | addressed in the prior section.
The effects are a reduction in the KU revenue requirement of $14.055
million and a reduction in the LG&E revenue requirement of $6.025 million
(electric) and $4.484 million (gas) if the Commission does not reduce the CWIP
in rate base by the related accounts payable vendor financing that | addressed in

the prior section.

IV. OPERATING INCOME ISSUES

Overview of Proposed Increases In Non-Fuel And Non-Gas O&M Expense

Describe the Companies’ proposals to increase non-fuel and non-gas O&M
expense in the test year compared to the base year and prior calendar years.
KU included an increase of $44.095 million, or 11.1%, in the test year compared
to the base year. This compares to annual increases of $7.303 million, or 2.0%,
on average since 2015.44

LG&E included increases of $26.367 million (electric), or 9.5%, and

$15.349 million (gas), or 16.2%, in the test year compared to the base year. These

44 Responses to AG-KIUC 1-23 for KU and 1-22 for LG&E. These responses provide O&M

expense by FERC expense account. | have attached a copy of these responses as my Exhibit___ (LK-17). |
excluded the fuel expenses, purchased power expenses, purchased gas expenses, and customer assistance
expenses from these amounts.
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compare to annual increases of $0.219 million, or 0.2% (electric) and $4.784

million, or 6.2% (gas), on average since 2015.%

What are the primary drivers for these significant overall O&M expense
increases in the test year compared to the base year and prior calendar
years?

The primary drivers for these increases are the assumptions used to forecast
increases in staffing and payroll and related expenses, including pension and
OPEB expenses; generation outage expense; amortization of deferrals of
generating outage expense over eight years; outside services; property insurance;
injuries and damages; miscellaneous expenses (distribution); load dispatching
(transmission); miscellaneous expenses (transmission); meter reading and meter
expenses; and customer records and collections expenses. The following table

summarizes the increases in each of these categories and/or accounts.

®1d.
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Kentucky Utilities Company and Louisville Gas & Electric Company
O&M Expense Increases Test Year Over Base Year
Case Nos. 2020-00349 and 2020-00350
For the Test Year Ended June 30, 2022
$
KU Jurisd LG&E Electric LG&E Gas
Test Year Test Year Test Year
FERC Over Over Ower
Accounts Base Year Base Year Base Year

Total Projected O&M Increase Year over Year 44,095,410 26,366,718 15,348,936
% Increase Year over Year 11.1% 9.5% 16.2%
Specific O&M Increases by Account:
Payroll and Payroll Related Costs (Incl Benefits) Various 17,604,910 9,967,720 3,279,900
Generator Outage Deferral Amortization Various 4,676,744 2,034,996
Increased Generator Outage Expense Average Various 9,664,448 3,823,901
Load Dispatching (Trans) 561 1,199,822 768,154
Miscellaneous Trans Expenses (Trans) 566 1,190,488 1,111,823
Meter Expenses (Distr) 586 575,993 2,147,248
Miscellaneous Expenses (Distr) 588 1,489,976 1,123,625
Maintenance of Resenoirs and Wells 832 723,516
Maintenance of Mains (Trans) 863 7,032,680
Other Expenses (Distr) 880 1,251,768
Maintenance of Mains (Distr) 887 2,755,048
Meter Reading Expenses 902 646,220 196,627
Customer Records and Collection Expenses 903 918,426
Outside Senices for IT and Other 923 3,291,376 3,254,477 1,366,943
Property Insurance 924 1,752,204 1,329,271 120,244
Injuries and Damages 925 1,277,075 802,280 300,535
Total Specific Large Increases 44,287,683 26,560,122 16,830,634

Have you reviewed the proposed increases in certain of these categories or

accounts to determine if the forecasts are reasonable and justified?

Yes. | address certain of these increases and provide recommendations related to

staffing and payroll and related expenses; pension and OPEB expenses;

generation outage expenses; outside services expenses; and several other expenses

in subsequent sections of my testimony.

Proposed Staffing Levels And Increases In Payroll Related Expenses Are

Excessive And Unjustified
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Q. Describe the Companies’ proposed increases in staffing levels and payroll
expense, including benefits expense and the related payroll taxes.*8

A. KU proposes an increase of 52 full-time equivalent employees (“FTES”) by the

end of the test year compared to the end of calendar year 2020.#" The increase in
FTEs, along with an increase in the percentage of total payroll costs allocated to
expense, as well as other increases in salaries and wages due to cost of living and
merit increases results in an increase in total payroll expenses of $17.605 million
in the test year compared to the base year.

LG&E proposes an increase of 117 in FTEs by the end of the test year
compared to the end of calendar year 2020. “ The increase in FTEs, along with
other an increase in the percentage of total payroll costs allocated to expense, and
other increases in salaries and wages due to cost of living and merit increase
results in an increase in total payroll costs of $9.968 million (electric) and $3.280

million (gas) in the test year compared to the base year.

Q. In their filings, the Companies claim that the reason for the increases in the

FTEs the related increases in payroll expense is that the base period costs

4 | separately address the pension and OPEB expense issues in a subsequent section of my
testimony although this section does include the pension and OPEB expense related to the increases in
staffing.

47 Responses to AG-KIUC 1-41 provide the FTEs by department at the end of the test year, base
year, and calendar years 2015 through 2020. Responses to AG-KIUC 1-42 for KU and AG-KIUC 2-25 for
LG&E provide the FTE staffing levels and related payroll (direct and burdens) at the end of the test year,
base year, and calendar years 2015 through 2020. | have attached a copy of these responses as my
Exhibit _ (LK-18). This amount includes an increase of KU employees of 13 and an allocation increase of
LGS employees of 39.

48 1d. This amount includes an increase of LG&E employees of 82 and an allocation increase of
LGS employees of 35.
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were low “due to vacancies as a result of hiring delays due to Covid.”*® What
assumptions are reflected in the test year?

The Companies provided internal reports that their actual FTEs and supplemental
contractors were less than budgeted levels in 2020.>° Each Company asserts that
it “intends to fill all open positions between January 1, 2021 through June 30,

2022, and will utilize overtime and supplemental contractors as needed.”>!

Is that assumption reasonable?
No. The Companies rather obviously were able to operate with the lower levels of
FTEs and supplemental contractors in 2020 and have not justified the increases

that they propose in the test year.

What is your recommendation?
I recommend that the Commission assume the same number of FTES in the test
year as there were at the end of 2020 and reduce the payroll expense in the test

year proportionately.

What is the effect of your recommendation?
The effect is a reduction in KU payroll and related expenses of $5.095 million and

reductions in LG&E expenses of $7.472 million (electric) and $3.106 million

19).

4 Schedule D-1.
0 Responses to AG-KIUC 1-43. | have attached copies of these responses as my Exhibit__ (LK-

d.
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(gas). These amounts include payroll and related expenses charged to KU and
LG&E from LG&E and KU Services Company (“LKS”). These amounts are

before gross-ups for bad debt expense and Commission fees.

Is there another issue that will or should affect the staffing and payroll and
related expenses in the test year?

Yes. KU assumes that 68.71% of its payroll costs will be expensed in the test
year compared to 66.05% in the base year. LG&E assumes that 70.83% of its
payroll costs will be expensed in the test year compared to 68.86% in the base
year.

The Companies claim that the increases in the percentages expensed are
due to lower forecast construction activity in the test year compared to the base
period and calendar year 2020.%> However, the assumption with respect to lower
construction activity in the test year should result in fewer FTES, not more, and
lower payroll cost and related payroll expenses even if more of the payroll cost is

expensed rather than capitalized to plant or charged to other cost categories.

Do you have a separate recommendation to address this issue?
No. However, the Commission should consider this reality in conjunction with its
determination of whether the proposed increases in the FTEs and payroll costs are

reasonable and justified.

20).

52 Responses to AG-KIUC 1-45. | have attached a copy of these responses as my Exhibit__ (LK-
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Generation Outage Expense Should Be Calculated Using An Average Of

Inflation-Adjusted Historic Actual Expenses, Not An Average including
Multiple Years Of Forecast Expenses, And Should Not Be Subject To True-

Up

Describe the Companies’ proposal to normalize generation outage expense.
KU proposes normalized outage expense of $26.304 million total Company.
LG&E proposes normalized outage expense of $17.115 million.

The Companies calculated normalized generation outage expense based on
an average of actual outage expense for 2017, 2018, 2019, January through
August 2020, and forecast expense for September 2020 through December 2024.

The Companies also propose to true-up and defer actual generation outage
expenses that exceed or are less than the amount allowed in the base revenue
requirement as either a regulatory asset or liability. In conjunction with the true-
up and deferral mechanism, the Companies propose to amortize any regulatory

asset or liability balance over eight years on a rolling basis.

How do the Companies’ requests compare to their historic actual outage
expense and the forecast outage expense in future years?

The following table compares the annual actual and forecast outage expenses
(total Company) for the calendar years 2013 through 2020, forecast years 2021
through 2024, the test year without normalization, and the test year normalized.

The Companies included the normalized outage expense in their proposed rate
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Case Nos. 2020-00349 and 2020-00350
For the Test Year Ended June 30, 2022

Kentucky Utilities Company and Louisville Gas & Electric Company
Generation Outage Expense Excluding Expense for Retired Units

$
KU
Total
Year Actual or Projected Company LG&E

2013 Actual 5,885,981 12,851,154
2014 Actual 19,802,970 10,418,983
2015 Actual 19,767,828 9,427,739
2016 Actual 14,331,933 12,895,303
2017 Actual 13,453,747 15,527,861
2018 Actual 24,535,608 18,501,313
2019 Actual 31,479,823 22,833,527
2020 Actual & Projected 33,344,547 11,798,578
2021 Projected 28,304,369 21,003,010
2022 Projected 25,714,065 15,512,403
2023 Projected 18,994,701 16,177,983
2024 Projected 34,602,886 15,561,983
Test Year Without Normalization 27,009,217 18,257,707
Test Year Normalized 26,303,718 17,114,582

Is it reasonable to normalize generation outage expense?

Page 83

Yes. There are significant variations from year to year depending on the timing

53 It should be noted that the historic actual outage expenses exclude the outage expense for
generating units that since have been retired and no longer will incur outage expenses. These units include
KU’s Haefling 3, Green River 3 and 4, Brown 1 and 2, and LG&E’s Cane Run 4, 5, and 6.



10

11

12

13

14

15

16

17

18

19

20

21

22

23

Lane Kollen
Page 84

of the outages and the scope of the maintenance and construction that is
performed during the outages in each calendar year or other twelve-month period,

such as the base period or the test year.

Is the Company’s proposal to normalize the outage expense using three years
and eight months of actual expenses and four years and four months of
forecast expenses reasonable?

No. The future is inherently unknown and uncertain. The timing and scope of
future planned outages involves many assumptions, many or most of which
change over time as a practical matter.

A single forecast test year presents significant challenges for the
Commission and other parties in their reviews due to the fundamental uncertainty
of the future and due to the inherent incentive for a utility to understate its
forecast revenues and overstate its forecast costs (rate base/capitalization and
expenses). Adding forecast years beyond the test year magnifies these problems

and completely violates any rational concept of a single integrated test year.

Is it reasonable to include the outage expense in the historic years for
generating units that already are retired?
No. The Companies agree and removed these expenses from their calculations of

normalized outage expense.

Is there a better methodology to calculate the normalized outage expense
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than that proposed by the Companies?

Yes. A better approach is to calculate and use an average of historic actual outage
expense, adjusted to remove outage expenses for generating that already are
retired and escalated for inflation. Such an approach provides a better estimate of
future outage expense because it is tethered to the actual expenses incurred over
the most recent major outage and overhaul cycle. The escalation to future dollars
addresses the inflation from the historic period to the test year. Historically, the
Commission has used a similar methodology to calculate normalized generation

outage expense and storm expense.

Does the Companies’ proposed true-up mechanism provide the right
behavioral incentives?

No. It provides an uneconomic behavioral incentive and encourages excessive
expenses. It allows the Companies to incur additional outage expenses without
constraint because they simply are able to defer the incremental expenses and then
recover the deferred amounts in future rate cases, as is the case in these
proceedings. In fact, under their proposed methodology, KU forecasts a deferral
of $40.187 million (total Company) and LG&E forecasts a deferral of $17.487

million (electric) as of June 30, 2021.%

Is there a better ratemaking approach to incentivize the Companies to

4 Attachment 2 to KU and LG&E responses to AG-KIUC 1-37 page 2 of 2. | have attached a

copy of these responses as my Exhibit___ (LK-21).
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minimize outage expense through prioritization of maintenance activities and
adoption of best practices and efficiencies?

Yes. The Commission should deny the Companies’ request for a true-up of their
outage expenses and authorization for the related deferrals. Without guaranteed
recovery of excessive outage expenses, the Companies will be incentivized to
minimize the outage expense to the extent reasonable and practicable. This is an
appropriate regulatory objective, customer safeguard, and behavioral incentive to

encourage best practices and efficiencies.

What are your recommendations?

I recommend that the Commission normalize the generation outage expense in the
test year by using an average of the Companies’ most recent historic actual eight
years of outage expenses, adjusted to exclude the outage expense for generating
units already retired and escalated for inflation to the test year. In this manner,
the Companies will recover less than their unusually high forecast outage expense
in the test year, but more than their actual costs in the years after the test year
when they forecast fewer outages. The idea is to normalize based on actual
expenses, not to maximize based on continuing unusually high forecast outage

expense beyond the test year.

What are the effects of your recommendation?
The effects are a reduction in the KU revenue requirement of $3.887 million and

in the LG&E revenue requirement of $1.578 million. | used a 2.0% annual
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inflation rate for this purpose.

Pension and OPEB Expenses Are Overstated

1. Actuarial Costs Are Overstated for The Test Year

Describe the Companies’ proposal to increase pension and OPEB expense in
the test year compared to the 2020 calendar year and the base year.
KU included $7.360 million in pension expense in the test year. This compares to
$6.499 million incurred in 2020 and $6.291 million estimated for the base year.

KU included $0.734 million in OPEB expense in the test year. This
compares to $0.049 million incurred in 2020 and negative $0.173 million
estimated for the base year. *°

LG&E included $5.972 million (electric) and $1.790 million (gas) in
pension expense in the test year. This compares to $4.551 million (electric) and
$1.364 million (gas) incurred in 2020 and $4.249 million (electric) and $1.274
million (gas) estimated for the base year.>®

LG&E included $1.202 million (electric) and $0.721 million (gas) in
OPEB expense in the test year. This compares to $0.954 million (electric) and

$0.573 million (gas) incurred in 2020 and $1.036 million (electric) and $0.622

55 KU responses to AG-KIUC 1-50 for pension expense and 1-51 for OPEB expense in the base

year and test year and responses to AG-KIUC 2-4 for pension expense and OPEB expense in 2020. | have
attached a copy of the narrative portion and applicable pages from these responses as my Exhibit__ (LK-

% 1d.
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million (gas) estimated for the base year. %’

Is the Companies’ proposal to increase pension and OPEB expense justified?
No. The Companies’ calculations are estimates only and are not sufficiently
justified or reliable for ratemaking purposes. The estimates for 2021 and 2022
that the Companies used for the test year were developed by Willis Towers
Watson, the Companies’ actuarial firm, and were received by the Companies on
June 4, 2020, apparently in anticipation of these rate proceedings.®® Typically,
the Companies do not receive the actuarial cost calculations from the actuary for
the current calendar year until later in the current year, and, as such, the estimates
from June 4, 2020 have not been updated to reflect the actual values of trust fund
assets, obligations, or any assumptions that may have changes since June of last
year.>®

The Company’s calculations demonstrably overstate the pension and
OPEB expense in the test year due to the use of outdated trust fund balances that
do not reflect the huge increases in the stock market indices since the end of 2019.
More specifically, the Companies’ actuarial firm assumed that “the fair value of
the [trust] fund assets” would grow only 0.7% in 2020, a mere fraction of the

actual increases in the Dow Jones Industrial Average and in other market indices

5 LG&E responses to AG-KIUC 1-50 for pension expense and 1-51 for OPEB expense in the base
year and test year and responses to AG-KIUC 2-4 for pension expense and OPEB expense in 2020. | have
attached a copy of the narrative portion and applicable pages from these responses as my Exhibit__ (LK-
23).

: 8 1d.

%9 Responses to AG-KIUC 2-17. | have attached a copy of these responses as my Exhibit __ (LK-

24).
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in 2020, and significantly less than the assumption that the growth would be 7.0%
in 2021 and years thereafter.®® The pension and OPEB cost calculations include a
return on the trust fund assets, which results in a credit to the pension and OPEB
cost, so the lower the assumed fair value at December 31, 2020 used for the 2021
pension and OPEB cost estimates and the assumed fair value at December 31,
2021 used for the 2022 pension and OPEB cost estimates, the greater the pension

and OPEB cost, all else equal.

Do the Companies have direct management control over the actual pension
and OPEB costs?

Generally, no. The Companies cannot directly control the market performance of
the trust fund investments or the mortality experience that affects the pension and
OPEB obligations. The Companies control only the assumptions used for the
return on the trust fund assets and the discount rates and other assumptions used
for the obligations and the amounts of any voluntary contributions (funding) to

the trust funds in excess of ERISA minimum funding requirements.

Why is the ability of the Companies to directly control their actual pension
and OPEB costs an issue for ratemaking purposes?
It is an issue because the actual pension and OPEB costs are volatile from year to

year and cannot be accurately predicted for the year ahead, let alone for the

801d.
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“foreseeable future,” the length of time that the Companies plan to avoid base rate
case filings. Nevertheless, the Companies attempted to forecast the costs for the
test year, but biased the result upward by failing to update the trust fund assets to

year end 2020.

Is there an equitable approach to pension and OPEB costs that ensures the
costs are recovered, but only the amounts that are incurred?

Yes. The Commission could set the pension expense included in the base revenue
requirement and then direct the Companies to record a regulatory asset or liability
for the difference if the actual expense is more (regulatory asset) or less
(regulatory liability). The Wisconsin Public Service Commission and the Public
Utility Commission of Texas, among others, use this approach to address the
volatility in these expenses.

Such a deferral would operate similar to a storm reserve whereby the
utility accrues (credits) the allowed expense to the reserve (in this case, the
pension and OPEB reserves), then charges (debits) the actual expense, based on
the cost determined by its actuary allocated to expense, against the reserve. The
net amount in the reserve is simply the balance of overrecovery (if a liability

balance) or underrecovery (if an asset balance).

Why is this a reasonable approach and the major generation outage deferral
mechanism an unreasonable approach?

There is a fundamental difference between pension and OPEB expense and
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generation outage expense. That difference is the level of direct management
control over the timing and amount of the expense. The Companies have no
management control over the timing and limited control over the level of the
pension and OPEB expense. However, they have significant control over the

timing and level of generation outage expense.

What are your recommendations?

I recommend that the Commission use the actual pension and OPEB expense for
calendar year 2020 to set the base revenue requirements in these proceedings and
direct the Companies to defer the differences in actual pension and OPEB
expenses compared to the pension and OPEB expense included in the revenues

requirements starting when base rates are reset in these proceedings.

What are the effects of your recommendation?
The effects are reductions in the KU rate increase of $1.453 million, LG&E

electric increase of $1.676 million, and LG&E gas increase of $0.577 million.

2. Reductions In Retirement Benefits Expense To Reflect Commission Precedent

Describe the disallowance of certain “retirement benefits expense” by the
Commission in Case Nos. 2016-00370, 2016-00371, 2018-00294 and 2018-
00295, the Companies’ two most recent base rate case proceedings.

In those Orders, the Commission disallowed retirement benefits expense for those
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employees who participated in both the defined benefit pension plan and received
matching contributions pursuant the 401(k) defined contribution plan. In its
Orders in the two most recent cases, the Commission stated “The Commission
finds that, for ratemaking purposes, it is not reasonable to include KU’s [LG&E’s]

contributions to both the Pre-2006 DB Plan and the Matching Plan.”%!

Have the Companies quantified the disallowance of retirement benefits
expense if the Commission applies the same methodology in these
proceedings?

Yes. The Companies quantified the disallowance in response to discovery,
although they did not reflect these disallowances in their claimed revenue
requirements. KU quantified a disallowance of $0.844 million in retirement
benefits expense and LG&E quantified a disallowance of $0.658 million in
electric expense and $0.219 million in gas expense.®> These amounts were
grossed up for bad debt expense and Commission fees to include on my summary

table of revenue requirement adjustments.

3. No Adjustments to Pension Expense Or OPEB Expense Are Necessary If The

Commission Excludes the Pension and OPEB Assets And Liabilities from Rate Base

Q.

Describe the Commission’s adjustment to increase pension expense in KPCo

Case No. 2020-00174.

81 Orders at 17.
52 Responses to AG-KIUC 1-35. | have attached a copy of the response as my Exhibit__ (LK-25).
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In the KPCo case, the Commission accepted an adjustment proposed by KPCo in
the Rebuttal Testimony of Heather Whitney (detailed on her Exhibit HMW-3) to
increase pension and OPEB expense for the claimed reduction in pension and
OPEB cost (not expense) due to the positive amounts recorded by KPCo in
account 165 subacccounts for pension and OPEB “contributions” in excess of
pension and OPEB costs recorded in prior years multiplied times the actuarial
return used to calculate the return on pension and OPEB trust fund assets in the

calculation of pension and OPEB costs.

Is a similar adjustment relevant or necessary in these proceedings?

No. First, unlike KPCo, the Companies have no similar entries recorded in
account 165 and seek to include no similar amounts in rate base. Second, the
Companies adamantly oppose such an adjustment. In response to AG-KIUC
discovery regarding the calculation of a similar adjustment, the Companies stated
“The Company does not agree with the use of this methodology in this
proceeding,”®® although their opposition to such an adjustment is based, in part,
on their proposal to include the two asset and two liability pension and OPEB
amounts in rate base. Third, there is no increase to the pension and OPEB
expense necessary to recover any savings from any alleged contributions in

excess of pension and OPEB costs.

26).

83 Responses to AG-KIUC 2-11. | have attached a copy of the responses as my Exhibit__ (LK-
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Have the Companies quantified adjustments to increase pension expense if
the Commission adopts similar adjustment in these proceedings?

Yes. However, the Companies’ calculations are fundamentally flawed. As I
noted previously, unlike KPCo, the Companies record no amounts in account 165
for claimed contributions in excess of pension costs. Thus, they have no amounts
in account 165 to make calculations comparable to that adopted for KPCo.
Instead, they used the amounts in account 128, which are the pension trust fund
assets in excess of the pension obligations. There are no amounts in account 128
for OPEB because the OPEB trust fund assets are less than the OPEB obligations.
As | noted previously, the amounts in account 128 are not the same as the
amounts recorded by KPCo in account 165.

Further, there is absolutely no evidence that the pension trust fund assets
in excess of the pension obligation were simply the result of contributions in
excess of pension costs when, in fact, the pension trust fund assets and pension
obligation also are affected by changes due to investment earnings and gains in
excess of actuarial assumptions and changes in the pension obligation, and
pension contributions actually may have been less than pension costs.

Further, the Companies failed to calculate a similar adjustment to reduce
pension expense for the savings from underfunding the OPEB obligation. In
other words, if the Commission calculates an adjustment to increase the
Companies’ pension expense to reflect the fact that the pension trust fund exceeds
the pension obligation, then it also should calculate an adjustment to reduce

OPEB expense to reflect the fact that the OPEB trust fund is less than the OPEB
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obligation.
Finally, like KPCo, the Companies’ calculation failed to recognize the fact
that such an adjustment, if adopted, should reflect only the allocation to expense,

not the entirety of the adjustment to increase pension cost.

What is your recommendation?

I recommend that the Commission not only exclude the two pension assets and
two OPEB liabilities from rate base, but that it also reject any adjustment to
increase pension expense. Nevertheless, if it adopts an adjustment to increase
pension expense, then it also should adopt an adjustment to reduce OPEB
expense. In addition, the adjustments should reflect only the expense component

and exclude the capital/plant component.

Increases In Certain Other O&M Expenses Are Excessive And Unjustified

Describe the Companies’ proposed increases in account 923 Outside Services
in the test year compared to the base year.

KU proposes an increase of $3.291 million, or 18.2%, and LG&E proposes
increases of $3.254 million (electric), or 23.6% and $1.367 million (gas), or
31.6%.% KU described the reason for the increase as follows:®®

Increase is primarily within the IT organization due to increases in
supplemental contractor expenses for IT Development data cleanup

84 Schedules D-1 (Excel workbook) provided in response to Staff 1-56.
% Id. LG&E’s descriptions of the variances in the test year compared to the base period for

electric and gas were nearly identical to KU’s description.
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initiatives, IT infrastructure for Enterprise Security Standards effective in

2021 and assessment costs for major capital projects.

The Companies were asked to provide more specific information on each
of the initiatives, the nature of the increases, and whether they were recurring in
response to AG and KIUC discovery. The Companies identified an IT
development data cleanup initiative related to its GIS system, IT assessment
projects, and hardware software maintenance contract expenses. The Companies

also cited increases in legal expenses for “unanticipated matters.”%

Does this information justify these significant increases in test year expenses
compared to the base period?
No. At best, the information provides an explanation of the costs included, but

does not provide justification for the increases.

What is your recommendation?

I recommend that the Commission reject these increases. The forecast process is
dynamic, yet generally biased toward increases, especially if the increases are
rewarded with revenue increases. After the rate increases are determined, there is
no obligation nor commitment actually to incur the forecast expenses. In
addition, it appears as if certain of the increases are very poorly defined or

developed and lack justification as to why the expenses must be incurred in the

27).

% Responses to AG-KIUC 2-16. | have attached a copy of these responses as my Exhibit__ (LK-
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test year when they could have been incurred in prior years, but were deferred for
various reasons, or why they were forecast at a certain level of activity and the

related expenses.

Q. Describe the Companies’ proposed increases in account 588 Miscellaneous
Expenses (Distribution) in the test year compared to the base year.

A KU proposes an increase of $1.900 million, or 21.3%, and LG&E proposes an
increase of $1.124 million (electric), or 17.9%.%" KU described the reason for the
increase as follows:%®

The increase is due to the new IT OT security initiative, increases
throughout the KU operations centers in health and safety and operational
training (base period low due to COVID), and an increase in IT
maintenance costs from IT capital projects.

LG&E describe the reasons for the increase as follows:

The increase is due to several factors - the new IT OT security initiative;
increases in Louisville Operations associated with training and other
expenses due to 11 new employees (along with lower than normal training
costs in 2020 due to COVID); higher than anticipated facility costs
associated with facility upkeep (i.e. gravel, snow, carpet cleaning),
increases in janitorial contracts and facility increases for maintaining
additional square footage (mainly Mondi space at Auburndale); and higher
IT maintenance costs from IT capital projects. These increases are
somewhat offset by substation cost decreases (which are offset in FERC
592).

The Companies were asked to provide additional information in response

to discovery to justify increases of this magnitude. The Companies described a

57 KU and LG&E Schedules D-1 (Excel workbooks) provided in response to Staff 1-56.
8 |d. LG&E’s descriptions of the variances in the test year compared to the base period for
electric and gas were nearly identical to KU’s description.
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new IT OT security program, increases in training expenses, and increases in IT

maintenance and contract expenses.®

Does this information justify these significant increases in test year expenses
compared to the base period?

It may for the new IT OT security program; however, it does not for the increases
in training expenses and IT maintenance and contract expenses. At best, for the
latter two categories of expenses, the information provides an explanation of the
costs included, but does not provide justification for the increases. As | noted
previously, the forecast process is dynamic and there is a bias toward increases in
expenses, not reductions. The Companies failed to note any offsetting reductions

in expenses compared to the base year.

What is your recommendation?

I recommend that the Commission reject the increases in training expenses and 1T
maintenance and contract expenses. They have not been justified. There is no
reason why such expenses and, for that matter, all expenses that are recorded to
account 588 cannot be managed in both the aggregate and specific detail so that

the increase in the test year compared to the base year is less aggressive.

What are the effects of your recommendation?

8 KU response to AG-KIUC 2-30(d). | have attached a copy of this response as my

Exhibit__ (LK-28).
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A. The effects are a reduction in KU’s account 588 expense of $0.667 million and
LG&E’s account 588 expense of $0.429 million after gross-up for bad debt and

Commission fees.

Q. Describe LG&E’s proposed increase in account 868 Maintenance of Mains in
the test year compared to the base year.

A. LG&E proposes an increase of $7.033 million, or 97.2%."° LG&E described the
reason for the increase as follows: !

Increase is primarily due to enhanced inline inspections and validation
digs planned for the forecasted period.

LG&E further explained the proposed increase in response to discovery as
follows:

The $7.023 million projected increase in FERC 863 in the test year is due
primarily to the following:

e $10.766 million is due to enhanced inline inspections (ILIs) and
validation digs. This cost was developed based on the cost of
inspecting each specific pipeline included in the test year period
(as noted in the table below). These inspections and digs are being
conducted within the transmission integrity management program
to address regulatory requirements of the Mega Rule Part 1 and
enhance pipeline safety. See below for a breakdown of these costs
between the base period and the test year [chart not reflected].

e Decrease of $4.103 million cost for the development of a dual-
diameter inspection tool that was included in the base year.

OKU and LG&E Schedules D-1 (Excel workbooks) provided in response to Staff 1-56.

" 1d. LG&E’s descriptions of the variances in the test year compared to the base period for
electric and gas were nearly identical to KU’s description.

2 LG&E response to AG-KIUC 2-26(h). | have attached a copy of this response as my
Exhibit__ (LK-29).
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e $0.246 million is due to an increase in pipeline integrity
management costs. This is primarily company labor to implement
actions associated with the Mega Rule part 1 and transmission
integrity management program.

What is your recommendation?
| recommend that the Commission direct LG&E to defer these one-time initial
inspection costs and amortize them over 10 years rather than expensing them as

incurred. Similar to plant costs the inspection costs have long-term asset value

and should be treated in that manner for ratemaking purposes.

What is the effect of your recommendation?

The effect is a reduction in LG&E’s account 863 expense of $10.766 million
offset by an increase in amortization of $1.077 million. The net amount grossed
up for bad debt expense and Commission fees is a reduction of the LG&E gas

revenue requirement of $9.729 million.

Refunds And Ongoing Savings From A Successful FERC Complaint To

Eliminate Merger Mitigation De-pancaking Transmission Rates Should Be
Deferred As A Requlatory Liability

Describe the Companies’ complaint before the FERC to eliminate merger
mitigation de-pancaking (“MMD?”) transmission rate subsidies.
On August 3, 2018, the Companies filed a Joint Application at the FERC seeking

to remove the MMD component of transmission Rate Schedule No. 402 (“RS
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402”).73 That mechanism provides subsidized transmission service to RS 402
customers and allows them to avoid Midwest Independent System Operator, Inc.
(“MISQO”) transmission charges when buying power sourced in MISO and
KU/LG&E transmission charges when selling power into MISO. The MMD
mechanism was initially adopted to address horizontal market power concerns
stemming from the Companies’ 1998 merger. However, the complaint asserts
that market conditions have fundamentally changed since 1998, rendering the

MMD mechanism no longer just and reasonable.

Are these MMD expenses included in the Companies’ revenue requirements?

Yes. These subsidies to the municipals and certain other customers are included

in transmission expenses in the retail revenue requirement in these proceedings

and also were included in prior proceedings. The Companies state the following

in their Application at the FERC:
Exacerbating the cost-causation problems associated with MMD is the fact
that the costs not borne by RS 402 Customers are shifted to LG&E/KU’s
other customers. A small portion of the MMD costs (reimbursing RS 402
Customers for MISO charges, plus lost LG&E/KU system charges) flow
through the companies’ Attachment O formula transmission rate.
Approximately 80 percent of the MMD costs are borne by LG&E/KU’s
retail customers through rates approved by their state regulators.

What is the MMD expense included in each Company’s revenue requirement

in these proceedings?

KU included $20.8 million and LG&E included $13.0 million in their revenue

3 Joint Application Under FPA Section 203 and Section 205 of Louisville Gas and Electric

Company and Kentucky Utilities Company, FERC Docket Nos. EC98-2-00 and ER18-2162-000.



10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32

Lane Kollen
Page 102

requirements. ’

What is the present status of the Companies’ complaint before the FERC?
The FERC granted the Companies’ request to eliminate de-pancaking subject to a
transition mechanism. The Companies have made various filings; however, the
FERC has not yet approved a transition mechanism and there are various appeals
still pending. The Companies provided the following description in response to
discovery in this proceeding.”

In July 2019 LG&E and KU proposed their transition mechanism to the
FERC, which was in response to FERC’s order in March 2019 granting the
Company’s request to eliminate de-pancaking subject to a transition
mechanism. In September 2019, the FERC rejected the proposed transition
mechanism and issued a separate order providing clarifications of certain
aspects of the March 2019 order. In October 2019, LG&E and KU filed
requests for rehearing and clarification on the two September orders. In
September 2020, FERC issued its orders in the rehearing process that
modified the discussion in, and set aside portions of, the September 2019
orders including adjusting factors impacting the proposed transition
mechanism.

In October 2020, both LG&E and KU and other parties filed separate motions
for rehearing and clarification regarding FERC’s September 2020 orders. In
November 2020, the FERC denied the parties’ rehearing requests. In
November 2020 and January 2021, LG&E and KU and other parties filed for
appeal of the September 2020 and November 2020 FERC orders with the
D.C. Circuit Court of Appeals, where certain additional prior petitions for
review relating to the proceedings are also pending. The D.C. Circuit appeal,
as consolidated, is currently being held in abeyance until January 29, 2021, by
which date the parties have been directed to file motions to govern further
proceedings. On January 15, 2021, LG&E and KU filed a new proposal for a
transition mechanism, seeking FERC’s acceptance of the filing as compliant
with FERC’s prior orders.

4 Refer to worksheet tab “IS” in the Schedule C and D electronic files provided in response to
Staff 1-56 for both Companies. Refer further to amounts listed by month for accounts 566.1 for KU and
566 for LG&E.

S Responses to AG-KIUC 1-59. The full narrative of those responses has been provided so | have
not attached copies of the responses as an exhibit.
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If the Companies ultimately are successful in getting the transition
mechanism approved and in the various appeals, what will be the outcome?
There will ongoing reductions in expense due to the elimination of the subsidies

to the transmission customers and there may be refunds as well.

What is your recommendation?

I recommend that the Commission direct the Companies to defer all refunds and
ongoing savings as regulatory liabilities for disposition in a future base rate or
special proceeding. The expenses are included in the revenue requirement in this
proceeding and have been included in base revenues in prior years. The
Companies should not be allowed to retain the savings in expense or any refunds

of amounts that customers have paid.

V. COST OF CAPITAL ISSUES

Have you quantified the effects of Mr. Baudino’s recommended reduction in
the long-term debt rate to reflect a lower coupon rate for the Companies’
forecast June 30, 2021 issuances?

Yes. The effects are a reduction in KU’s base rate revenue requirement of $0.442
million and a reduction in LG&E’s base rate revenue requirement of $0.590
million (electric) and $0.174 million (gas), using rate base, not capitalization, and

after all AG and KIUC recommended adjustments to rate base. The effects are a
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reduction in KU’s ECR revenue requirement of $0.046 million and a reduction in

LG&E’s ECR revenue requirement of $0.080 million (electric).

Have you quantified the effects of Mr. Baudino’s recommended return on
equity compared to the 10.0% return on equity requested by the Companies?
Yes. The effects are a reduction in KU’s revenue requirement of $34.985 million
and a reduction in LG&E’s revenue requirement of $23.323 million (electric) and
$6.897 million (gas), using rate base, not capitalization, and after all AG and
KIUC recommended adjustments to rate base. The effects are a reduction in
KU’s ECR revenue requirement of $3.673 million and a reduction in LG&E’s

ECR revenue requirement of $3.181 million (electric).

Have you quantified the effects of a 0.10% change in the return on common
equity for each Company?

Yes. For KU, each 0.1% return on equity equals $3.499 million in revenue
requirements. For LG&E, each 0.1% return on equity equals $2.332 million
(electric) and $0.690 million (gas) in revenue requirements. These quantifications
reflect the use of rate base, not capitalization, and all AG and KIUC

recommended adjustments to rate base.

VI. AMI RATEMAKING ISSUES

Briefly describe the Companies’ ratemaking proposal to recover the costs of
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their proposed AMI programs if, in fact, the Commission grants their
requested CPCNS.

The Companies request CPCNs for their proposed AMI programs. However, the
Companies have not included any of the costs of the AMI programs in their base
revenue requirements. If the Commission does not grant the requested CPCNSs,
then the Companies will not incur the costs and their ratemaking proposals are
irrelevant in these proceedings.

However, if they are granted the CPCNs, the Companies have very
specific accounting and ratemaking proposals for costs incurred and certain
savings achieved during the implementation period and the ratemaking recovery
of costs after the implementation period.®

With respect to the accounting and ratemaking during the implementation
period, the Companies propose to record certain construction costs, regulatory
assets, and regulatory liabilities, but propose no ratemaking recovery.”” More
specifically, the Companies propose to capitalize the investment costs to CWIP
and capitalize the financing costs during construction as AFUDC in lieu of CWIP
in rate base."®

In addition, the Companies propose to defer to regulatory assets certain
costs during the AMI implementation period consisting of: (1) operating expenses

associated with the project implementation, (2) the remaining net book value of

6 The Companies’ requested accounting during the implementation period is summarized and

quantified on Exhibit KWB-1 attached to Kent Blake’s Direct Testimony.

" Direct Testimony of Kent Blake at 9-18.
81d.
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electric meters replaced and retired as part of the AMI program, and (3) the
difference between AFUDC accrued at the Companies weighted average cost of
capital per Filing Requirement: Tab 63 — Sec 16(8) (j) Schedule J-1.1 and that
calculated using a strict interpretation of the methodology approved by the
Federal Energy Regulatory Commission (“FERC”).”

Further, the Companies propose to defer to a regulatory liability any
savings in “actual meter reading and field service expenses” compared to the
expenses included in the base revenue requirements in this proceeding.2°

Finally, the Companies propose to address ratemaking recovery “after the
project is implemented.”® Nevertheless, the Companies’ have calculated the
annual revenue requirements of the AMI, excluding the effects of the proposed
regulatory assets and regulatory liabilities revenue requirements, which assume
that ratemaking recoveries will begin in July 2026 and recover the AMI costs over

15 years.®

If the Commission grants the requested CPCNs, is the Companies’ proposed
AFUDC approach in lieu of the rate base approach for the AMI CWIP
reasonable?

Yes. Itis consistent with the AG and KIUC recommendation that | addressed in a

prior section of my testimony to use the AFUDC approach in lieu of the rate base

®d.

8 Direct Testimony of Kent Blake at 9-18.

81d., 9-10

82 Exhibit KWB-2 attached to Kent Blake’s Direct Testimony.
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approach for all CWIP, not just the AMI CWIP.

If the Commission grants the requested CPCNSs, then are the Companies’
other accounting and ratemaking requests reasonable?

Generally, yes, but with certain significant exceptions that must be addressed
preemptively in these proceedings to ensure that all savings are captured in the
regulatory liabilities. The most important exception is the fact that the revenue
requirements on the existing AMR meters will continue to decline during the
implementation period; however, these savings are not captured in the Company’s
proposed accounting and ratemaking.

The Companies’ base revenue requirements include the AMR investment
in rate base in the test year; however, the rate base will continue to decline as the
AMR meters are depreciated after the end of the test year and then abandoned
when they are retired. The Companies do not propose to capture this savings due
to the decline in the return on component of the AMR meters after the end of the
test year in the proposed regulatory liabilities. In other words, they plan to
“retain” these savings. It also should be noted that the ADIT will increase as the
AMR meters are retired because the remaining tax basis will be reflected as an
abandonment loss or deduction for income tax purposes, thus reducing the rate
base further. The failure to capture these savings is inequitable given the
Companies’ proposals to capture all incremental increases in costs in their

proposed regulatory assets.
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In addition, the Companies will discontinue depreciation on the existing
AMR meters when they are retired, thus, effectively “freezing” the net book value
at the retirement dates even though they continue to recover the depreciation
expense on the retired meters through their base revenues. The Companies do not
propose to capture this savings due to the decline in the depreciation expense
during the implementation period or the post-implementation period in the
proposed regulatory liabilities. In other words, they also plan to “retain” these
savings even though they neglected to mention this. The failure to capture these
savings is inequitable given the Companies’ proposals to capture all increments in
costs in their proposed regulatory assets, regardless of whether the exclusion of
these savings was intentional or an oversight.

Finally, although 1 agree that the Companies should be allowed to
reclassify the remaining net book value of the AMR meters to regulatory assets as
they are retired, this should be tied to the recording of regulatory liabilities for the
savings due to the decline in the revenue requirement to reflect the declining rate
base and the cessation of depreciation expense that the Companies will continue
to recover through their base revenues until base rates are reset in future base rate

case proceedings.

If the Commission grants the requested CPCNs and authorizes the
Companies’ proposed accounting, as modified by your recommendations, are

there any other safeguards that are necessary?
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Yes. The Commission should state that the costs incurred and the regulatory
assets and liabilities are subject to review in a future ratemaking proceeding. In
addition, the Commission should state that the estimated costs, both plant and
regulatory assets, and the regulatory liabilities reflected on Exhibit KWB-1
attached to Mr. Blake’s Direct Testimony, should be considered a cap and a
minimum, respectively, and direct the Companies to include the additional
savings that | previously described in the regulatory liabilities until base rates are

reset in a future base rate case proceeding.

VIl. OFF-SYSTEM SALES MARGIN SHARING

Describe the origin and operation of the Off-System Sales Adjustment
Clause.

Historically, OSS margins were used to reduce the base revenue requirement. In
July 2015, OSS margins were removed from the base revenue requirement, in
accordance with Commission Orders in Case Nos. 2014-00371 and 2014-00372,
adopting a term of the settlement agreements in those proceedings, and have been
shared 75% to customers and 25% to the Companies since then. The allocations
to customers are reflected in the OSSAC, which is offset against the Fuel

Adjustment Clause rates.

What are the OSS margins forecast for the test year?
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They are relatively small. KU forecasts $0.251 million and LG&E forecasts

$1.164 million.®3

Do the Companies need an incentive to engage in OSS and maximize OSS
margins?

No. Such sales and the maximization of the margins are simply another element
of the efficient operation of their systems and the minimization of fuel and
purchased power expenses, 100% of which is recoverable through the FCA, with
the limited exceptions for certain adjustments related to forced outages and
purchase power capacity costs, which are included in the base revenue

requirement.

Do you recommend a change to the Off-System Sales Adjustment Clause?

Yes. | recommend an increase in the allocation to customers to 100% from the
present 75%. Customers are allocated 100% of the fixed costs, variable non-fuel
expenses, and fuel expenses incurred to generate the energy that is sold off-
system to generate the OSS margins. It logically follows that customers should be
allocated 100% of the OSS margins. The present allocations to customers of 75%
were the result of settlements in prior base rate proceedings and are not justified
or reasonable when considered on a standalone basis outside the compromises

reflected in those settlements.

30).

83 Responses to AG-KIUC 1-49. | have attached a copy of these responses as my Exhibit__ (LK-
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In addition, as regulated utilities, the Companies have an obligation to
operate their systems efficiently and minimize fuel expense in exchange for
guaranteed recovery of all prudent and reasonable fuel expenses through the FCA
and base revenue requirements.

Further, there is no evidence that the present allocation to the Companies
has incentivized them to make off-system sales that it otherwise could not or
would not have made in the normal course of business.

Finally, in KPCo’s most recent rate case the Commission eliminated OSS

margin sharing and required that all OSS margins be allocated to ratepayers.

Does this complete your testimony?

Yes.
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RESUME OF LANE KOLLEN, VICE PRESIDENT

EDUCATION

University of Toledo, BBA
Accounting

University of Toledo, MBA

Luther Rice University, MA

PROFESSIONAL CERTIFICATIONS

Certified Public Accountant (CPA)

Certified Management Accountant (CMA)

PROFESSIONAL AFFILIATIONS

American Institute of Certified Public Accountants

Georgia Society of Certified Public Accountants

Institute of Management Accountants

Society of Depreciation Professionals

Mr. Kollen has more than forty years of utility industry experience in the financial, rate, tax, and planning
areas. He specializes in revenue requirements analyses, taxes, evaluation of rate and financial impacts of
traditional and nontraditional ratemaking, utility mergers/acquisition and diversification. Mr. Kollen has

expertise in proprietary and nonproprietary software systems used by utilities for budgeting, rate case
support and strategic and financial planning.
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RESUME OF LANE KOLLEN, VICE PRESIDENT
EXPERIENCE
1986 to
Present: J. Kennedy and Associates, Inc.: Vice President and Principal. Responsible for utility

stranded cost analysis, revenue requirements analysis, cash flow projections and solvency,
financial and cash effects of traditional and nontraditional ratemaking, and research,
speaking and writing on the effects of tax law changes. Testimony before Connecticut,
Florida, Georgia, Indiana, Louisiana, Kentucky, Maine, Maryland, Minnesota, New York,
North Carolina, Ohio, Pennsylvania, Tennessee, Texas, West Virginia and Wisconsin state
regulatory commissions and the Federal Energy Regulatory Commission.

1983 to

1986: Energy Management Associates: Lead Consultant.
Consulting in the areas of strategic and financial planning, traditional and nontraditional
ratemaking, rate case support and testimony, diversification and generation expansion
planning. Directed consulting and software development projects utilizing PROSCREEN
Il and ACUMEN proprietary software products. Utilized ACUMEN detailed corporate
simulation system, PROSCREEN |1 strategic planning system and other custom developed
software to support utility rate case filings including test year revenue requirements, rate
base, operating income and pro-forma adjustments. Also utilized these software products
for revenue simulation, budget preparation and cost-of-service analyses.

1976 to

1983: The Toledo Edison Company: Planning Supervisor.
Responsible for financial planning activities including generation expansion planning,
capital and expense budgeting, evaluation of tax law changes, rate case strategy and support
and computerized financial modeling using proprietary and nonproprietary software
products. Directed the modeling and evaluation of planning alternatives including:

Rate phase-ins.

Construction project cancellations and write-offs.
Construction project delays.

Capacity swaps.

Financing alternatives.

Competitive pricing for off-system sales.
Sale/leasebacks.
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RESUME OF LANE KOLLEN, VICE PRESIDENT

CLIENTS SERVED

Industrial Companies and Groups

Air Products and Chemicals, Inc.
Airco Industrial Gases
Alcan Aluminum
Armco Advanced Materials Co.
Armco Steel
Bethlehem Steel
CF&lI Steel, L.P.
Climax Molybdenum Company
Connecticut Industrial Energy Consumers
ELCON
Enron Gas Pipeline Company
Florida Industrial Power Users Group
Gallatin Steel
General Electric Company
GPU Industrial Intervenors
Indiana Industrial Group
Industrial Consumers for

Fair Utility Rates - Indiana
Industrial Energy Consumers - Ohio

Kentucky Industrial Utility Customers, Inc.

Kimberly-Clark Company

Lehigh Valley Power Committee
Maryland Industrial Group
Multiple Intervenors (New York)
National Southwire
North Carolina Industrial
Energy Consumers
Occidental Chemical Corporation
Ohio Energy Group
Ohio Industrial Energy Consumers
Ohio Manufacturers Association
Philadelphia Area Industrial Energy
Users Group
PSI Industrial Group
Smith Cogeneration
Taconite Intervenors (Minnesota)
West Penn Power Industrial Intervenors
West Virginia Energy Users Group
Westvaco Corporation

Regulatory Commissions and

Government Agencies

Cities in Texas-New Mexico Power Company’s Service Territory
Cities in AEP Texas Central Company’s Service Territory
Cities in AEP Texas North Company’s Service Territory
City of Austin

Georgia Public Service Commission Staff

Florida Office of Public Counsel

Indiana Office of Utility Consumer Counsel

Kentucky Office of Attorney General

Louisiana Public Service Commission

Louisiana Public Service Commission Staff

Maine Office of Public Advocate

New York City

New York State Energy Office

South Carolina Office of Regulatory Staff

Texas Office of Public Utility Counsel

Utah Office of Consumer Services
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RESUME OF LANE KOLLEN, VICE PRESIDENT

Utilities
Allegheny Power System Otter Tail Power Company
Atlantic City Electric Company Pacific Gas & Electric Company
Carolina Power & Light Company Public Service Electric & Gas
Cleveland Electric Illuminating Company Public Service of Oklahoma
Delmarva Power & Light Company Rochester Gas and Electric
Duguesne Light Company Savannah Electric & Power Company
General Public Utilities Seminole Electric Cooperative
Georgia Power Company Southern California Edison
Middle South Services Talquin Electric Cooperative
Nevada Power Company Tampa Electric
Niagara Mohawk Power Corporation Texas Utilities

Toledo Edison Company
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Date Case Jurisdict.  Party Utility Subject
10/86 U-17282 LA Louisiana Public Service Gulf States Utilities Cash revenue requirements financial solvency.
Interim Commission Staff
11/86 U-17282 LA Louisiana Public Service Gulf States Utilities Cash revenue requirements financial solvency.
Interim Rebuttal Commission Staff
12/86 9613 KY Attorney General Div. of Big Rivers Electric Revenue requirements accounting adjustments
Consumer Protection Corp. financial workout plan.
1187 U-17282 LA Louisiana Public Service Gulf States Utilities Cash revenue requirements, financial solvency.
Interim 19th Judicial ~ Commission Staff
District Ct.
3/87 General Order 236 WV West Virginia Energy Monongahela Power ~ Tax Reform Act of 1986.
Users' Group Co.
4/87 U-17282 LA Louisiana Public Service Gulf States Utilities Prudence of River Bend 1, economic analyses,
Prudence Commission Staff cancellation studies.
4187 M-100 NC North Carolina Industrial Duke Power Co. Tax Reform Act of 1986.
Sub 113 Energy Consumers
587 86-524-E-SC wv West Virginia Energy Monongahela Power  Revenue requirements, Tax Reform Act of 1986.
Users' Group Co.
5/87 U-17282 Case LA Louisiana Public Service Gulf States Utilities Revenue requirements, River Bend 1 phase-in plan,
In Chief Commission Staff financial solvency.
7187 U-17282 Case LA Louisiana Public Service Gulf States Utilities Revenue requirements, River Bend 1 phase-in plan,
In Chief Commission Staff financial solvency.
Surrebuttal
7187 U-17282 LA Louisiana Public Service Gulf States Utilities Prudence of River Bend 1, economic analyses,
Prudence Commission Staff cancellation studies.
Surrebuttal
7187 86-524 E-SC wv West Virginia Energy Monongahela Power  Revenue requirements, Tax Reform Act of 1986.
Rebuttal Users' Group Co.
8/87 9885 KY Attorney General Div. of Big Rivers Electric Financial workout plan.
Consumer Protection Corp.
8/87 E-015/GR-87-223  MN Taconite Intervenors Minnesota Power & Revenue requirements, O&M expense, Tax Reform
Light Co. Act of 1986.
10/87  870220-El FL Occidental Chemical Corp.  Florida Power Corp. Revenue requirements, O&M expense, Tax Reform
Act of 1986.
11/87  87-07-01 CT Connecticut Industrial Connecticut Light & Tax Reform Act of 1986.
Energy Consumers Power Co.
1/88 U-17282 LA Louisiana Public Service Gulf States Utilities Revenue requirements, River Bend 1 phase-in plan,
19th Judicial  Commission rate of return.
District Ct.
2/88 9934 KY Kentucky Industrial Utility Louisville Gas & Economics of Trimble County, completion.

Customers

Electric Co.

J. KENNEDY AND ASSOCIATES, INC.
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2/88 10064 KY Kentucky Industrial Utility Louisville Gas & Revenue requirements, O&M expense, capital
Customers Electric Co. structure, excess deferred income taxes.
5/88 10217 KY Alcan Aluminum National Big Rivers Electric Financial workout plan.
Southwire Corp.
5/88 M-87017-1C001 PA GPU Industrial Intervenors  Metropolitan Edison Nonutility generator deferred cost recovery.
Co.
5/88 M-87017-2C005 PA GPU Industrial Intervenors ~ Pennsylvania Electric ~ Nonutility generator deferred cost recovery.
Co.
6/88 U-17282 LA Louisiana Public Service Gulf States Utilities Prudence of River Bend 1 economic analyses,
19th Judicial  Commission cancellation studies, financial modeling.
District Ct.
7/88 M-87017-1C001 PA GPU Industrial Intervenors ~ Metropolitan Edison Nonutility generator deferred cost recovery, SFAS
Rebuttal Co. No. 92.
7/88 M-87017-2C005 PA GPU Industrial Intervenors ~ Pennsylvania Electric ~ Nonutility generator deferred cost recovery, SFAS
Rebuttal Co. No. 92.
9/88 88-05-25 CT Connecticut Industrial Connecticut Light & Excess deferred taxes, O&M expenses.
Energy Consumers Power Co.
9/88 10064 Rehearing KY Kentucky Industrial Utility Louisville Gas & Premature retirements, interest expense.
Customers Electric Co.
10/88  88-170-EL-AIR OH Ohio Industrial Energy Cleveland Electric Revenue requirements, phase-in, excess deferred
Consumers llluminating Co. taxes, O&M expenses, financial considerations,
working capital.
10/88  88-171-EL-AIR OH Ohio Industrial Energy Toledo Edison Co. Revenue requirements, phase-in, excess deferred
Consumers taxes, O&M expenses, financial considerations,
working capital.
10/88  8800-355-El FL Florida Industrial Power Florida Power & Light ~ Tax Reform Act of 1986, tax expenses, O&M
Users' Group Co. expenses, pension expense (SFAS No. 87).
10/88  3780-U GA Georgia Public Service Atlanta Gas Light Co.  Pension expense (SFAS No. 87).
Commission Staff
11/88 U-17282Remand LA Louisiana Public Service Gulf States Utilities Rate base exclusion plan (SFAS No. 71).
Commission Staff
12/88  U-17970 LA Louisiana Public Service AT&T Pension expense (SFAS No. 87).
Commission Staff Communications of
South Central States
12/88 U-17949 Rebuttal LA Louisiana Public Service South Central Bell Compensated absences (SFAS No. 43), pension
Commission Staff expense (SFAS No. 87), Part 32, income tax
normalization.
2/89 U-17282 LA Louisiana Public Service Gulf States Utilities Revenue requirements, phase-in of River Bend 1,
Phase Il Commission Staff recovery of canceled plant.

J. KENNEDY AND ASSOCIATES, INC.
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6/89 881602-EU FL Talquin Electric Talquin/City of Economic analyses, incremental cost-of-service,
890326-EU Cooperative Tallahassee average customer rates.
7/89 U-17970 LA Louisiana Public Service AT&T Pension expense (SFAS No. 87), compensated
Commission Staff Communications of absences (SFAS No. 43), Part 32.
South Central States
8/89 8555 ™ Occidental Chemical Corp.  Houston Lighting & Cancellation cost recovery, tax expense, revenue
Power Co. requirements.
8/89 3840-U GA Georgia Public Service Georgia Power Co. Promotional practices, advertising, economic
Commission Staff development.
9/89 U-17282 LA Louisiana Public Service Gulf States Utilities Revenue requirements, detailed investigation.
Phase Il Commission Staff
Detailed
10/89 8880 > Enron Gas Pipeline Texas-New Mexico Deferred accounting treatment, sale/leaseback.
Power Co.
10/89 8928 > Enron Gas Pipeline Texas-New Mexico Revenue requirements, imputed capital structure,
Power Co. cash working capital.
10/89 R-891364 PA Philadelphia Area Industrial  Philadelphia Electric Revenue requirements.
Energy Users Group Co.
11/89 R-891364 PA Philadelphia Area Industrial  Philadelphia Electric Revenue requirements, sale/leaseback.
12/89  Surrebuttal Energy Users Group Co.
(2 Filings)
1/90 U-17282 LA Louisiana Public Service Gulf States Utilities Revenue requirements, detailed investigation.
Phase Il Commission Staff
Detailed
Rebuttal
1/90 U-17282 LA Louisiana Public Service Gulf States Utilities Phase-in of River Bend 1, deregulated asset plan.
Phase Il Commission Staff
3/90 890319-El FL Florida Industrial Power Florida Power & Light ~ O&M expenses, Tax Reform Act of 1986.
Users Group Co.
4/90 890319-El FL Florida Industrial Power Florida Power & Light ~ O&M expenses, Tax Reform Act of 1986.
Rebuttal Users Group Co.
4/90 U-17282 LA Louisiana Public Service Gulf States Utilities Fuel clause, gain on sale of utility assets.
19t Judicial ~ Commission
District Ct.
9/90 90-158 KY Kentucky Industrial Utility Louisville Gas & Revenue requirements, post-test year additions,
Customers Electric Co. forecasted test year.
12/90 U-17282 LA Louisiana Public Service Gulf States Utilities Revenue requirements.
Phase IV Commission Staff
3/91 29327, et. al. NY Multiple Intervenors Niagara Mohawk Incentive regulation.
Power Corp.

J. KENNEDY AND ASSOCIATES, INC.
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591 9945 X Office of Public Utility El Paso Electric Co. Financial modeling, economic analyses, prudence of
Counsel of Texas Palo Verde 3.
9/91 P-910511 PA Allegheny Ludlum Corp., West Penn Power Recovery of CAAA costs, least cost financing.
P-910512 Armco Advanced Materials ~ Co.
Co., The West Penn Power
Industrial Users' Group
9/91 91-231-E-NC wv West Virginia Energy Users ~ Monongahela Power  Recovery of CAAA costs, least cost financing.
Group Co.
11/91 U-17282 LA Louisiana Public Service Gulf States Utilities Asset impairment, deregulated asset plan, revenue
Commission Staff requirements.
12/91 91-410-EL-AIR OH Air Products and Cincinnati Gas & Revenue requirements, phase-in plan.
Chemicals, Inc., Armco Electric Co.
Steel Co., General Electric
Co., Industrial Energy
Consumers
12/91 PUC Docket X Office of Public Utility Texas-New Mexico Financial integrity, strategic planning, declined
10200 Counsel of Texas Power Co. business affiliations.

5192 910890-El FL Occidental Chemical Corp.  Florida Power Corp. Revenue requirements, O&M expense, pension
expense, OPEB expense, fossil dismantling, nuclear
decommissioning.

8/92 R-00922314 PA GPU Industrial Intervenors  Metropolitan Edison Incentive regulation, performance rewards, purchased

Co. power risk, OPEB expense.
9/92 92-043 KY Kentucky Industrial Utility Generic Proceeding OPEB expense.
Consumers

9/92 920324-El FL Florida Industrial Power Tampa Electric Co. OPEB expense.
Users' Group

9/92 39348 IN Indiana Industrial Group Generic Proceeding OPEB expense.

9/92 910840-PU FL Florida Industrial Power Generic Proceeding OPEB expense.
Users' Group

9/92 39314 IN Industrial Consumers for Indiana Michigan OPEB expense.
Fair Utility Rates Power Co.

11/92 U-19904 LA Louisiana Public Service Gulf States Utilities Merger.
Commission Staff [Entergy Corp.

11/92 8469 MD Westvaco Corp., Eastalco Potomac Edison Co. OPEB expense.
Aluminum Co.

11/92 92-1715-AU-COI OH Ohio Manufacturers Generic Proceeding OPEB expense.
Association

12/92 R-00922378 PA Armco Advanced Materials ~ West Penn Power Incentive regulation, performance rewards, purchased

Co., The WPP Industrial Co.
Intervenors

power risk, OPEB expense.

J. KENNEDY AND ASSOCIATES, INC.
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12/92 U-19949 LA Louisiana Public Service South Central Bell Affiliate transactions, cost allocations, merger.
Commission Staff
12/92 R-00922479 PA Philadelphia Area Industrial  Philadelphia Electric OPEB expense.
Energy Users' Group Co.
1/93 8487 MD Maryland Industrial Group Baltimore Gas & OPEB expense, deferred fuel, CWIP in rate base.
Electric Co.,
Bethlehem Steel
Corp.
1/93 39498 IN PSI Industrial Group PSI Energy, Inc. Refunds due to over-collection of taxes on Marble Hill
cancellation.
3/93 92-11-11 CT Connecticut Industrial Connecticut Light & OPEB expense.
Energy Consumers Power Co
3/93 U-19904 LA Louisiana Public Service Gulf States Utilities Merger.
(Surrebuttal) Commission Staff [Entergy Corp.
3/93 93-01-EL-EFC OH Ohio Industrial Energy Ohio Power Co. Affiliate transactions, fuel.
Consumers
3/93 EC92-21000 FERC Louisiana Public Service Gulf States Utilities Merger.
ER92-806-000 Commission Staff [Entergy Corp.
4/93 92-1464-EL-AIR OH Air Products Armco Steel Cincinnati Gas & Revenue requirements, phase-in plan.
Industrial Energy Electric Co.
Co