COMMONWEALTH OF KENTUCKY

BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

ELECTRONIC APPLICATION OF LOUISVILLE )

GAS AND ELECTRIC COMPANY FOR ) CASE NO.

APPROVAL OF AN AMENDED ) 2020-00061

ENVIRONMENTAL COMPLIANCE PLAN AND )

A REVISED ENVIRONMENTAL SURCHARGE )

ORDER

On March 31, 2020, Louisville Gas and Electric Company (LG&E) filed an
application, pursuant to KRS 278.183 and 807 KAR 5:001 Section 14, requesting
approval of two new projects to LG&E’s Environmental Compliance Plan (2020 Plan) for
purposes of recovering the costs of these projects through LG&E’s Environmental Cost
Recovery (ECR) Surcharge. LG&E also requests approval of revisions to its ECR
Surcharge tariff and ECR Surcharge monthly filing forms to reflect the additional projects.
Lastly, LG&E requests approval to continue to use the return on equity (ROE) established
in Case No. 2018-00295" and confirmed for ECR Surcharge purposes in Case No. 2019-
00206.2

On April 15, 2020, the Commission issued an Order establishing a procedural

schedule for the processing of this matter. The procedural schedule provided for, among

other things, two rounds of discovery on LG&E’s application and accompanying pre-filed

' Case No. 2018-00295, Electronic Application of Louisville Gas and Electric Company for an
Adjustment of Its Electric and Gas Rates (Ky. PSC Apr. 30, 2019).

2 Case No. 2019-00206, Electronic Examination by the Public Service Commission of the
Environmental Surcharge Mechanism of Louisville Gas and Electric Company for the Two-Year Billing
Period Ending April 30, 2019 (Ky. PSC Oct. 22, 2019).



direct testimonies. There are no intervenors in this proceeding. LG&E responded to two
rounds of discovery from Commission Staff. LG&E filed supplemental testimony on
September 4, 2020. A formal hearing was held at the Commission’s offices on September
10, 2020. LG&E filed responses to post-hearing data requests on September 18, 2020.
The matter now stands submitted for a decision.

BACKGROUND

LG&E asserts that the proposed projects contained in LG&E’s 2020 Plan will
enable LG&E to comply with the United States Environmental Protection Agency’s (EPA)
2015 Effluent Limitations Guidelines Rule (2015 ELG Rule) as amended.®> LG&E notes
that the 2015 ELG Rule, which was finalized on September 30, 2015, established new
limits for certain pollutants in flue gas desulfurization (FGD) wastewater and included
regulations regarding the discharge of bottom ash transport water (BATW).# LG&E
constructed process water treatment systems at Mill Creek Generating Station (Mill
Creek) and Trimble County Generating Station (Trimble County) in order to comply with
the EPA’s Disposal of Coal Combustion Residuals from Electric Utilities final rule (CCR
Rule) in a manner consistent with the 2015 ELG Rule.®> On November 22, 2019, the EPA
published revisions to the 2015 ELG Rule for steam electric power generators that impose

stricter requirements on the allowable levels of some pollutants applicable to FGD

3 Application at 4. See also Direct Testimony of Gary H. Revlett (Revlett Testimony) at 3.

4 Revlett Testimony at 4-5.

5 Application at 4. These projects are part of LG&E’s 2016 Environmental Compliance Plan. Case
No. 2016-00027, Application of Louisville Gas and Electric Company for Certificates of Public Convenience

and Necessity and Approval of Its 2016 Compliance Plan for Recovery by Environmental Surcharge (Ky.
PSC Aug. 8, 2016).
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wastewater and BATW.® Because LG&E’s existing process water treatment systems at
Mill Creek and Trimble County cannot achieve the pollutant levels for nitrates, nitrites,
and selenium mandated by the 2015 ELG Rule as revised, LG&E is seeking approval of
additional ELG water treatment systems at both locations which will satisfy the 2015 ELG
Rule’s requirement that LG&E use the Best Available Technology Economically
Achievable to control pollutant levels.”

ENVIRONMENTAL REQUIREMENTS

LG&E explains that, among other things, the 2015 ELG Rule, as revised, (1) places
limits on arsenic, mercury, selenium, and nitrates/nitrites for FGD wastewater
discharges;? (2) establishes a maximum 30-day rolling average of 10 percent volumetric
daily discharge for BATW to maintain system balance due to maintenance events, storm
water, upsets exceeding system spares/redundancies, and chemistry/corrosion control
issues; and (3) requires that best management practices must be used to minimize
discharges for BATW.®

When LG&E filed its application, it made assumptions based on the current 2015
ELG Rule and proposed revisions, which included discharge limitations and compliance
deadlines of no later than December 31, 2023, for BATW discharges and December 31,
2024, for FGD wastewater discharges.’® On August 31, 2020, the EPA submitted the

pre-publication notice for the 2015 ELG Rule, which signifies that the EPA has submitted

6 Application at 4.

7 d.

8 /d.

% Revlett Testimony at 7.

10 Application at 5.
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the final rule for publication; the 2015 ELG Rule will be effective 60 days after publication
in the Federal Register."" The 2015 ELG Rule, as revised, requires compliance as soon
as possible on or after one year from the date the final rule is published in the Federal
Register, but no later than December 31, 2025, for both BATW and FGD wastewater
discharges.’> Noncompliant units must be retired by December 2028."3

By agreement between the EPA and the Commonwealth of Kentucky, the EPA’s
National Pollutant Discharge Elimination System permits are issued and enforced by
Kentucky’s Department for Environmental Protection, Division of Water, under the
Kentucky Pollutant Discharge Elimination System (KPDES). LG&E asserts that LG&E'’s
KPDES permits for Mill Creek and Trimble County already reflect the 2015 ELG Rule
requirements and will be revised when the proposed revisions to the 2015 ELG Rule
become final."* The KPDES permit modifications will be made at the discretion of the
Kentucky Division of Water."”®> LG&E notes that its 2020 Plan projects are necessary to
comply with selenium and nitrates/nitrites limits in the 2015 ELG Rule, such that they are

necessary whether or not the revisions become final.'®

" Supplemental Direct Testimony of Gary H. Revlett (Revlett Supplemental Testimony)(filed Sept.
4, 2020) at 1.

2 /d. at 3.

'3 Direct Testimony of Stuart A. Wilson (Wilson Testimony), Exhibit SAW-1 at 4.
4 Revlett Testimony at 5.

5 d.

'6 Revlett Testimony at 10.

-4- Case No. 2020-00061



LG&E'S 2020 ENVIRONMENTAL COMPLIANCE PLAN

The total capital cost of the two proposed projects in LG&E’s 2020 Plan is
estimated to be approximately $152.8 million."” Of the estimated total capital cost of
these proposed projects, LG&E is seeking to recover $146.2 million through its ECR
mechanism, which represents the amounts not included in the forecasted test period of
LG&E’s most recent base rate case.'® LG&E states that, while it does not believe that
the projects in its 2020 Plan require certificates of public convenience and necessity
(CPCN), it nevertheless requests that the Commission grant the projects CPCNs if
necessary.'”® LG&E’s 2020 Plan projects are anticipated to create operating and
maintenance (O&M) costs beginning in 2023, based on the assumed compliance
deadline.?® The O&M costs are expected to total $31.3 million through 2029, with annual
O&M ranging from $0.7 million in 2023 to $5.9 million in 2029.2' LG&E states that the
O&M costs associated with the 2020 Plan projects are not included in its existing base
rates or ECR mechanism.??

LG&E evaluated multiple compliance alternatives for Mill Creek and also evaluated

whether it would be more cost-effective to put in place the proposed projects at each

7 Application, Exhibit 1 at 1, and Direct Testimony of R. Scott Straight (Straight Testimony), Exhibit
RSS-4.

'8 Direct Testimony of Andrea M. Fackler (Fackler Testimony) at 6. Upon approval of the 2020
Plan, LG&E will reset future base rates to allow the total costs for these ECR projects to be recovered
through its ECR mechanism, thus ensuring no double recovery.

% Conroy Testimony at 7-8.

20 Application at 6 and Exhibit 1 at 2.

21 Application, Exhibit 1 at 2.

22 Fackler Testimony at 5.
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generating unit or to retire the unit and replace its capacity.?> Over the three fuel price
scenarios, the average present value revenue requirement (PVRR) of the least-cost ELG
compliance option was lower than the least-cost capacity replacement, thus, LG&E
asserts its 2020 Plan reflects a cost-effective means for complying with the applicable
regulations.?*
Project 31

The first project consists of an ELG water treatment system and a wastewater
diffuser at Mill Creek (collectively, Project 31).2° LG&E states that Project 31 is the least
cost option to comply with the 2015 ELG Rule, as amended, and the existing KPDES
permit requirements regarding nitrate/nitrite and selenium in FGD wastewater discharges
and the limits on BATW discharges.?® The estimated total capital cost to construct Project
31 is $113.9 million, of which $4.7 million is included in existing base rates.?” The O&M
costs are estimated to total $21.5 million for 2024 through 2029, with an annual O&M
expense ranging from $1.8 million in 2024 to $4.2 million in 2029.28

Using seven retirement alternatives and three fuel price scenarios, LG&E
evaluated whether ELG compliance or retiring and replacing Mill Creek’s capacity would

be more economical.?® The retirement alternatives evaluated included: (1) compliance at

2 Wilson Testimony at 5-7.

%Id. at 7.

% [d.

26 Straight Testimony at 22 and Wilson Testimony at 6-7.
27 Application, Exhibit 1 at 1, and Fackler Testimony at 6.
28 Application, Exhibit 1 at 2.

29 Wilson Testimony, Exhibit SAW-1 at 17.
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all units, with Mill Creek Unit 1 retiring at its depreciation retirement date in 2032; (2)
compliance at any three units, with Mill Creek Unit 1 retiring early in 2025; (3) compliance
at any three units, with Mill Creek Units 1 and 2 retiring early in 2025 and 2029,
respectively; (4) compliance at two units, with the early retirement of Mill Creek Units 1
and 2; and (5) three early retirement scenarios with all units retiring between 2025 and
2029 without compliance.®®* LG&E evaluated whether to design Project 31 to apply to all
four units at Mill Creek, any three units, or Units 2 and 4 due to uncertainty regarding the
future environmental compliance of Mill Creek Units 1 and 2, because they are not
equipped with selective catalytic reduction.3" LG&E stated that, because Mill Creek is
located in Jefferson County which is currently in a marginal non-attainment for ozone
levels, the ability to simultaneously operate Mill Creek Units 1 and 2 is effectively
eliminated for the months of April through October.3? LG&E explained that the capital
cost per kilowatt (kW) of capacity was lowest for facilities designed to process the
wastewater from all Mill Creek units, due to economies of scale.®* These retirement
alternatives were evaluated over LG&E’s estimates of low, mid, and high fuel price
scenarios. Replacement generation resources considered included simple-cycle
combustion turbines (SCCT), natural gas combined cycle (NGCC), solar, and wind.34

LG&E stated that, for all replacement resource types, the PVRR of compliance at any

30 Jd.at 18.

31 Jd. at 8.

32 Revlett Testimony at 12.

33 Wilson Testimony, Exhibit SAW-1 at 8.

% Id. at 14.
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three units and retirement of Mill Creek Unit 1 in 2025 was the least-cost alternative based
on the average PVRR of the fuel price scenarios.®® LG&E determined that Project 31 was
the least cost option by an average of $101 million.®® LG&E therefore selected
compliance at three Mill Creek units as the least-cost compliance alternative and
designed Project 31 to provide compliance for the three Mill Creek units.

The ELG water treatment system will add biological treatment to Mill Creek’s
existing chemical treatment system to achieve compliance with nitrate/nitrite and
selenium FGD discharge limits of the 2015 ELG Rule.?” The estimated capital cost to
construct the ELG water treatment system is $102.1 million.3® LG&E expects to award a
competitively bid contract by the end of 2020 and is expecting the ELG water treatment
system to be operational in June 2024.%°

The wastewater diffuser will reduce the concentration of Mill Creek’s discharges in
the Ohio River to comply with the existing KPDES permit limits in the event that variables
outside LG&E’s control impact the effectiveness of the water treatment systems and

approach the permitted discharge limits.*° The estimated capital cost to construct the

35 Id. at 21-22.

36 Id. at 3.

37 Application at 5 and Revlett Testimony at 11.
38 Application, Exhibit 1 at 1.

39 Straight Testimony at 24.

40 Id. at 19 and 24.
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wastewater diffuser is $11.9 million.*' LG&E expects the diffuser will be installed in 2021
if river conditions are conducive for construction, with completion in November 2021.42
Project 32

The second project is the construction of an ELG water treatment system at
Trimble County (Project 32).43 Because Trimble County is jointly owned with Kentucky
Utilities Company (KU), LG&E and KU will share the costs of the construction of the
proposed ELG water treatment system at Trimble County; the costs will be allocated 52
percent to LG&E and 48 percent to KU.** LG&E’s portion of the estimated capital cost
for Project 32 is approximately $38.8 million, of which LG&E seeks to recover $37.0
million through the ECR mechanism as part of its 2020 Plan Project 32.4° The O&M costs
are estimated to total $9.8 million for 2023 through 2029, with an annual O&M expense
ranging from $0.7 million in 2023 to $1.7 million in 2029.4¢

Using three fuel price scenarios, LG&E evaluated whether Project 32 or retiring
and replacing Trimble County’s capacity would be more economical.*’ These retirement
alternatives were evaluated over LG&E’s estimates of low, mid, and high fuel price

scenarios. Replacement generation resources considered included SCCT, NGCC, solar,

41 Application, Exhibit 1 at 1.
42 Straight Testimony at 25.
43 Application at 4.

4 Id. at 6.

®d. at7.

46 Application, Exhibit 1 at 2.

47 Wilson Testimony, Exhibit SAW-1 at 28.
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and wind.®® LG&E stated that, for all replacement resource types, the PVRR of
compliance was the least-cost alternative based on the average PVRR of the fuel price
scenarios.*® LG&E determined that Project 32 was the least cost option by an average
of $364 million.>° LG&E therefore selected compliance at both Trimble County units as
the least-cost compliance alternative and designed Project 32 to provide compliance for
both Trimble County units.

The ELG water treatment system will add biological treatment to Trimble County’s
existing chemical treatment system to achieve compliance with nitrate/nitrite and
selenium discharge limits of the 2015 ELG Rule." LG&E expects to award a
competitively bid contract by the end of 2020 and the ELG water treatment system to be
constructed and commissioned by June 2023.%?

DISCUSSION

Economic Analysis Assumptions

Upon request, LG&E updated its economic analysis to include a fuel price scenario
with natural gas prices 25 percent lower than the NYMEX forward market prices used as
the natural gas projection in the low fuel price scenario, to reflect the NGCC capacity cost

based upon the National Renewable Energy Laboratory’s (NREL) 2019 Annual

48 Id. at 14.

49 Id. at 32.

%0 /d. at 3.

51 Application at 6 and Revlett Testimony at 11.

52 Straight Testimony at 23.
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Technology Baseline of $887/kW (2019 ATB).>® The result of the updated assumptions
was that the early retirement of all Mill Creek units becomes more favorable with lower
natural gas prices and replacement capacity costs.>*

In response to the requested alternative assumptions, LG&E argued that the 2019
ATB of $887/kW for NGCC capacity is outdated because NREL recently published its
2020 Annual Technology Baseline (2020 ATB), which listed the overnight capital cost for
NGCC capacity at $1,023/kW, compared to the $1,044/kW used in LG&E’s original
analysis.®®> LG&E also argued that, while the lower natural gas forecasts favor
replacement, assuming that natural gas prices will be in the lower ranges risks LG&E’s
ability to economically respond to higher gas costs. LG&E argues that ELG compliance
expenditures do not preclude LG&E from pursuing natural gas generation in the future if
natural gas prices would make it economical but that switching to natural gas now would
prevent LG&E from hedging higher natural gas costs with coal generation in the future.%®
LG&E assets that its 2020 Plan will allow it to phase in economical replacement
generation in an orderly fashion, thereby reducing the risks associated with replacing a
large percentage of its base load generating capacity over an eight year period to remain

in compliance with the 2015 ELG Rule, as revised.%’

53 LG&E's response to Commission Staff's Post-Hearing Request for Information (Staff's Post-
Hearing Request) (filed Sept. 18. 2020), Item 2.

5 Id.
% Id.
%6 Jd.

57 Id.
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The Commission takes issue with LG&E’s presentation of the economic analysis
and the explanation of the underlying assumptions. LG&E did not attempt to quantify
several significant risks associated with the retirement and replacement alternatives that
appear to have played a significant role in the selection of the 2020 Plan projects as the
least cost, feasible alternative. LG&E instead noted these risks as qualitative, using them
to “veto” any cost-effective outcome from the company’s analysis that represented an
alternative to LG&E’s compliance plan. In the absence of any substantive discussion or
quantification of these “qualitative” risks, the Commission is unable to discern whether
reasonable alternatives represent a better path forward than LG&E’s intended course of
action. While LG&E’s 2020 Plan is an appropriate and necessary means of complying
with federal and state regulations applying to coal fired generation, it is based on the data,
information, and assumptions as evaluated and modeled by LG&E. Many of the
assumptions that LG&E developed attempt to forecast costs and scenarios outside of
LG&E’s control, i.e. fuel prices and carbon constraints; however, certain assumptions
such as unit retirement dates and replacement capacity type are ultimately within LG&E’s
control. The Commission expects LG&E to take all reasonable efforts to ensure the utility
does not unilaterally change the economics of these investments after the fact. Decisions
to retire generation units are effectively in the hands of utilities, while the rate implications
of such decisions nevertheless rest with the Commission. Furthermore, in the future, the
Commission intends to employ competent, qualified independent consultants to assist the

Commission in our review of LG&E's plan of compliance, as provided by KRS 278.183(4).
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CPCN

As discussed above, LG&E argued that the projects in its 2020 Plan do not require
CPCNs because they do not result in the wasteful duplication of utility plant, do not
compete with the facilities of other public utilities, and do not involve capital expenditures
that would materially affect LG&E'’s existing financial condition.®® LG&E stated that the
projects in its 2020 Plan do not individually exceed five percent of its net utility plant, and
therefore do not materially affect its financial position.® LG&E stated that it nevertheless
requests a CPCN and has provided sufficient information for the Commission to grant
CPCNs, to the extent the Commission determines CPCNs are necessary.®® The
Commission finds that, until further Order of the Commission, any capital expenditure that
exceeds $100 million will be considered material to LG&E’s financial position and will

require a CPCN.%" Based on this requirement, LG&E’s Project 31 requires a CPCN.

Return on Equity

KRS 278.183(2)(b) requires the Commission “[e]stablish a reasonable return on
compliance-related capital expenditures” during its review of environmental compliance
plans. As discussed, LG&E is requesting to apply the 9.725 percent ROE authorized in

its most recent rate case, Case No. 2018-00295 (2018 Rate Case).?? In support of the

%8 Conroy Testimony at 7.

% Id. at 7-8. The capital cost of the Mill Creek project and LG&E'’s portion of the Trimble County
project represents 2.6 and 0.9 percent of LG&E’s net utility plant, respectively.

€0 Jd. at 8-9.

61 LG&E should not merely categorize capital projects into interdependent subparts or isolated
yearly amounts to circumvent this requirement.

62 Case No. 2018-00295, Louisville Gas and Electric Company (Ky. PSC Apr. 30, 2019).
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9.725 percent, LG&E stated that it was comparable to recently approved ROEs as it is
consistent with the 9.73 percent average return for vertically integrated electric utilities in
2019 as reported in the January 31, 2020 S&P Global Market Intelligence Report.®?
Although the Commission determined a 9.725 percent ROE to be reasonable in the 2018
Rate Case, for the purpose of calculating LG&E’s ECR charges for its 2020 Plan, the
Commission is not bound by the previous approved ROE, particularly where there have
been subsequent material changes in the economy.®*

LEGAL STANDARDS

CPCN

The Commission’s standard of review regarding a CPCN is well settled. No utility
may construct or acquire any facility to be used in providing utility service to the public
until it has obtained a CPCN from this Commission.®® To obtain a CPCN, the utility must
demonstrate a need for such facilities and an absence of wasteful duplication.®®

“‘Need” requires:

[A] showing of a substantial inadequacy of existing service,
involving a consumer market sufficiently large to make it
economically feasible for the new system or facility to be
constructed or operated.

[Tlhe inadequacy must be due either to a substantial
deficiency of service facilities, beyond what could be supplied
by normal improvements in the ordinary course of business;
or to indifference, poor management or disregard of the rights
of consumers, persisting over such a period of time as to

83 Conroy Testimony at 10.
64 Case No. 2016-00027, Louisville Gas and Electric (Ky. PSC Aug. 8, 2016).
85 KRS 278.020(1).

86 Kentucky Utilities Co. v. Pub. Serv. Comm’n, 252 S.W.2d 885 (Ky. 1952).
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establish an inability or unwillingness to render adequate
service.®’

“Wasteful duplication” is defined as “an excess of capacity over need” and “an excessive
investment in relation to productivity or efficiency, and an unnecessary multiplicity of
physical properties.”® To demonstrate that a proposed facility does not result in wasteful
duplication, we have held that the applicant must demonstrate that a thorough review of
all reasonable alternatives has been performed.®® Selection of a proposal that ultimately
costs more than an alternative does not necessarily result in wasteful duplication.”® All
relevant factors must be balanced.”" The statutory touchstone for ratemaking in Kentucky
is the requirement that rates set by the Commission must be fair, just, and reasonable.’?

ECR Mechanism

KRS 278.183(1), commonly known as the Environmental Surcharge Statute,
provides, in pertinent part, as follows:

Notwithstanding any other provision of this chapter, effective
January 1, 1993, a utility shall be entitled to the current
recovery of its costs of complying with the Federal Clean Air
Act as amended and those federal, state, or local
environmental requirements which apply to coal combustion
wastes and by-products from facilities utilized for production

57 Id. at 890.

68 Id.

89 Case No. 2005-00142, Joint Application of Louisville Gas and Electric Company and Kentucky
Utilities Company for the Construction of Transmission Facilities in Jefferson, Bullitt, Meade, and Hardin
Counties, Kentucky (Ky. PSC Sept. 8, 2005).

70 See Kentucky Utilities Co. v. Pub. Serv. Comm’n, 390 S.W.2d 168, 175 (Ky. 1965). See also
Case No. 2005-00089, The Application of East Kentucky Power Cooperative, Inc. for a Certificate of Public
Convenience and Necessity to Construct of a 138 kV Electric Transmission Line in Rowan County,
Kentucky (Ky. PSC Aug. 19, 2005).

" Case No. 2005-00089, East Kentucky Power Cooperative, Inc. (Ky. PSC Aug. 19, 2005), final
Order at 6.

72 KRS 278.190(3).
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of energy from coal in accordance with the utility's compliance
plan as designated in subsection (2) of this section. These
costs shall include a reasonable return on construction and
other capital expenditures and reasonable operating
expenses for any plant, equipment, property, facility, or other
action to be used to comply with applicable environmental
requirements set forth in this section. Operating expenses
include all costs of operating and maintaining environmental
facilities, income taxes, property taxes, other applicable taxes
and depreciation expenses as these expenses relate to
compliance with the environmental requirements set forth in
this section.

The Environmental Surcharge Statute allows a utility to recover its qualifying
environmental costs through a ratemaking procedure which is an alternative to the filing
of a general rate case under KRS 278.190. The Environmental Surcharge Statute
specifies: (1) the categories of costs that can be recovered by surcharge; (2) the
procedures which must be followed by a utility to obtain approval of its environmental plan
and surcharge; (3) the procedures and evidentiary standard to be applied by the
Commission in reviewing applications for approval of an environmental plan and rate
charge; and (4) the mandatory filing requirements and periodic reviews of an approved
surcharge. The Commission must consider the plan and the proposed rate surcharge,
and approve them if it finds the plan and rate surcharge to be reasonable and cost
effective.

FINDINGS

Having reviewed the record and being otherwise sufficiently advised, the
Commission finds that LG&E has sufficiently established a need for Project 31 as
proposed in its 2020 Plan in order to address compliance with the 2015 ELG Rule, as

revised. The Commission also finds that Project 31 is the lowest reasonable cost

alternative to address compliance with the relevant environmental statute and regulations,
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based on the assumptions and analyses provided by LG&E. The Commission notes that
LG&E’s economic analyses of the individual projects in its 2020 Plan contain reasonable
assumptions, alternatives, and methodology. We further note that LG&E’s economic
analyses showed that the proposed environmental project is the lowest reasonable cost
alternatives, given the qualitative risks identified by LG&E. The Commission finds that
Project 31 will not result in wasteful duplication of similar or alternative facilities or
construction. Lastly, the Commission finds that LG&E’s 2020 Plan to recover the costs
of the pollution control construction through its ECR Surcharge tariff is reasonable.

Therefore, the Commission concludes that the installation of ELG compliance
systems, are required under applicable environmental regulations in order to assure
meeting those regulations, and that the proposed environmental compliance construction
projects are the least-cost reasonable solution in meeting those requirements. The
Commission finds that LG&E has established sufficient evidence to demonstrate that a
CPCN for the construction of Project 31 should be approved as proposed. LG&E should
use all reasonable efforts to delay Project 31 until the fate of Mill Creek Unit 2 is more
certain. If LG&E determines that Mill Creek Unit 2 will be scheduled for retirement before
2025 at any point before Project 31 must begin to avoid noncompliance by the December
31, 2025 deadline, then it should request a CPCN for a revised Project 31.

Return on Equity

As stated in LG&E’s prior environmental compliance plan, Case No. 2016-00027,"3
the controlling statue, KRS 278.183(2)(b), provides that when a new environmental

compliance plan is filed, the Commission must “[e]stablish a reasonable return on

3 Case No. 2016-00027, Louisville Gas and Electric Company (Ky. PSC Aug. 8, 2016).
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compliance-related capital expenditures. . .”* In Case No. 2016-00027, the Commission
found that due to changing economic conditions, the ROE as approved in the prior rate
case was neither reasonable nor appropriate, found no basis for continued use of the
prior rate case approved ROE, and noted that the Commission may not always choose
to rely on ROEs established in previous proceedings.” The Commission finds that, as in
Case No. 2016-00027, due to material changes in the economy, including but not limited
to lowered interest rates, changes in the Federal Reserve policies, and additional
changes in the economy, the previously approved 9.725 percent ROE is an unnecessarily
high rate to compensate investors for the risk of investing in LG&E and its new ECR
projects on an ongoing basis.

The Commission notes that LG&E failed to provide any material support for the
establishment of a proposed ROE of 9.725 percent. LG&E’s testimony did not include an
analysis of current economic conditions, nor did it address any of the traditional ROE
methodologies, such as Discounted Cash Flow, Capital Asset Pricing Model, or Risk
Premium. Instead, LG&E simply relied on how the proposed ROE compared to other
2019 awarded ROEs. Although in the absence of better evidence the Commission has
considered other vertically integrated electric utilities’ awarded ROEs for purposes of
determining an appropriate ROE,”® the Commission believes an overall evaluation of
traditional ROE models and inputs comparable to LG&E is more acceptable in assisting

in the determination of a reasonable ROE.

74 Id., final Order at 16.

5 Id., final Order at 19.

6 Id., final Order at 20.
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Similar to its 2016 ECR matter, LG&E again provided inadequate evidence for the
Commission to determine an appropriate ROE based on the utility’s filing. Apart from
providing ROE summaries from rate cases in other states that were awarded more than
ten months ago, LG&E again did not provide evidence to support its proposed ROE, which
is merely a continuation of the ROE awarded in the company’s most-recent base rate
case. Based on data request responses and information gathered during the hearing, the
Commission finds that LG&E’s shareholder required return is directionally lower than
awarded more than a year ago.”” Further, a recent rate case filing, which contained
testimony by the same expert witness that LG&E retained to provide support for its
proposed ROE in its last base rate case, Case No. 2018-00295, also illustrates lower
capital costs.”® For example, the updated DCF model, which includes a comparable
proxy group,’® illustrates a decrease of 80 basis points from the average since 2018.8°
Additionally, the average unadjusted results of three other ROE methods are lower,

supporting the fact that directionally, ROE has decreased since 2018.8" In general, equity

" Testimony of Daniel K. Arbough at formal hearing 1:03-1:58 (Sept. 10, 2020 Hearing) and
LG&E’s response to Staff’s Second Request for Information (Staff’'s Second Request), ltem 1.

8 See Case No. 2020-00174, Electronic Application of Kentucky Power Company for (1) A General
Adjustment of Its Rates for Electric Service; (2) Approval of Tariffs and Riders; (30 Approval of Accounting
Practices to Establish Regulatory Assets and Liabilities; (4) Approval of a Certificate of Public Convenience
and Necessity; and (5) All other Required Approvals and Relief (filed June 29, 2020), Direct Testimony of
Adrien M. McKenzie, CFA (McKenzie Testimony for Kentucky Power).

9 Eighteen of the 23 utilities in the proxy group for Case No. 2020-00275 are the same. See Case
No. 2020-00174, McKenzie Testimony for Kentucky Power, Exhibit AMM-4 at 1, and Case No. 2018-00295,
Direct Testimony of Adrien M. McKenzie (McKenzie Testimony for LG&E), Exhibit No. 5 at 1 for proxy group
listing.

80 See McKenzie Testimony for Kentucky Power, Exhibit AMM-2, page 1 of 1 for the DCF average
of 9.7% and McKenzie Testimony for LG&E, Exhibit No. 2 at 1, for the DCF average of 10.5%.

81 See McKenzie Testimony for Kentucky Power, Exhibit AMM-2, page 1 of 1 and Case No. 2018-
000295, McKenzie Testimony for LG&E, Exhibit No. 2 at 1, for a comparable update of ROE models.
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cost rates have decreased, a lower interest rate environment is still prevalent®?, and,
therefore, an ROE of 9.725 percent is excessive.

The cost of equity is affected by the risk of shareholders not adequately recovering
their investment, the risk associated with recovering the investment later than desired,
and the risk from the shareholder receiving less than comparable investments. To reduce
shareholder risk, utilities can recover specified expenditures, such as environmental
expenditures, with more certainty and without filing a general rate case through specific
riders. With a rider, since a return is guaranteed and the time line of recovery is known
and ordinarily not meaningfully delayed, the required return is less than the ROE
associated with a rate case as the risk involved is decreased and most lag associated
with recovery is eliminated. According to the S&P Global Report for Major Rate Case
Decisions — January — June 2020, after removing ROE premiums, limited rider ROEs are
43 basis points below the January—June 2020 vertically integrated ROE average of 9.67
percent.®3

The most recent Commission approved ROE for an investor-owned electric utility
was less than six months ago and was 9.250 percent.®* Consistent with the
Commission’s decision in that previous matter, it is evident that the economy and the

evidence overwhelmingly indicate the previously approved ROE of 9.725 percent is

82 U.S. Treasury 30-year bond yield decreased from 2.58% in 2019 to 1.62% in the first half of
2020. See LG&E’s response to Staff's Second Request, Item 1, Attachment 1.

83 LG&E’s response to Staff's Second Request, Item 1, Attachment 1. American Electric Power
and Virginia State Corporate Commission awards include such ROE premiums.

84 See Case No. 2019-00271, Electronic Application of Duke Energy Kentucky, Inc. for 1) an
Adjustment of the Electric Rates; 2) Approval of New Tariffs; 3) Approval of Accounting Practices to
Establish Regulatory Assets and Liabilities; and 4) All Other Required Approvals and Relief (Ky. PSC Apr.
27, 2020), final Order at 46.
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overstated. Further confirmation that the ROE of 9.725 percent is unwarranted is
supported by recent ROE awards and comparable ROE testimony filed in Kentucky
Power’s pending rate case, Case No. 2020-00174, which testimony was provided by the
same expert that is retained by LG&E. Also, as noted above, limited riders are relatively
less risky and thus, in the absence of ROE premiums, are lower than rate case awarded
ROEs. Based on the evidence in this matter, including the fact that underlying economic
data used in traditional ROE models asymmetrically indicates a massive reduction in
capital costs, the Commission finds LG&E’s required ROE for purposes of the 2020 Plan
and related monthly surcharge filings to be 9.200 percent. The Commission’s finding of
a reasonable ROE is a reflection of current economic conditions, investor expectations,
the fact that this award is only for the purpose of a limited rider, and our statutory duty
under KRS 278.183(2)(b). The Commission recommends that LG&E consider filing
expert ROE testimony in further environmental compliance plans in support of its
proposals.

IT IS THEREFORE ORDERED that:

1. LG&E’s 2020 Plan, consisting of Projects 31 and 32, is approved.

2. LG&E is granted a CPCN for Project 31.

3. The proposed revisions and additions to LG&E’s monthly ES forms are
approved.

4. LG&E shall use a return-on-equity rate of 9.200 percent for the 2020 Plan
in all monthly environmental surcharge filings following the date of this Order, unless

changed by subsequent Order of the Commission.
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5. Within ten days of the date of this Order, LG&E shall file with the
Commission revised tariff sheets setting out Rate Schedule ECR as proposed and
reflecting that it was approved pursuant to this Order.

6. LG&E shall promptly file with the Commission a notice and supporting
analysis in the event that a new or revised environmental requirement impacts any facility
in service or under construction.

7. LG&E shall submit status update reports on the construction and
implementation of the proposed projects contained in its 2020 Plan every three months
from the date of this Order, which shall include, among other things, detailed information
regarding the amount spent to date, the amount spent during the reporting period, the
projected budget for the next reporting period, the total projected costs each of the
projects contained in the 2020 Plan, construction activities that occurred during the
reporting period, and the construction activities for the next reporting period.

8. Any documents filed in the future pursuant to ordering paragraphs 6 and 7
herein shall reference this case number and shall be retained in the utility’s general
correspondence files.

9. The Executive Director is delegated authority to grant reasonable extension
of time for the filing of any documents required by ordering paragraph 7 of this Order upon
LG&E’s showing of good cause.

10. Any capital expenditure that exceeds $100 million will be considered
material to LG&E’s financial condition and will require a CPCN until further Order of the
Commission.

11. This case is closed and removed from the Commission’s docket.
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By the Commission

ENTERED
SEP 29 2020

KENTUCKY PUBLIC
SERVICE COMMISSION

ATTEST:

N

Acting Executive Director
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*Honorable Allyson K Sturgeon
Managing Senior Counsel - Regulatory &
LG&E and KU Energy LLC

220 West Main Street

Louisville, KENTUCKY 40202

*Andrea M. Fackler

Manager, Revenue Requirement
LG&E and KU Energy LLC

220 West Main Street

Louisville, KENTUCKY 40202

*Robert Conroy

Vice President, State Regulation and Rates
LG&E and KU Energy LLC

220 West Main Street

Louisville, KENTUCKY 40202

*Louisville Gas and Electric Company
220 W. Main Street

P. O. Box 32010

Louisville, KY 40232-2010

*Denotes Served by Email
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