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DIRECT TESTIMONY OF JAMES BURNS RILEY
ON BEHALF OF ORMET PRIMARY ALUMINUM CORPORATION

May 4, 2012

Q.
PLEASE STATE YOUR NAME, TITLE, AND PLACE OF BUSINESS.

A.
My name is James Burns Riley.  I am the Chief Financial Officer of Ormet Corporation (“Ormet Corp.”), which is the parent corporation of Ormet Primary Aluminum Corporation (“Ormet”).  My business address is 43840 State Route 7, P.O. Box 176, Hannibal, OH 43931.

Q.
WHAT IS THE PURPOSE OF YOUR TESTIMONY?

A,
I am testifying to explain the impact that the proposed rate increase will have upon Ormet.

Q.
PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND PROFESSIONAL EXPERIENCE.
A.
I hold a BBA degree in Industrial Management from The University of Cincinnati.  I also hold an MBA from Miami University in Finance.  Prior to my current position I have held executive level financial positions for over 25 years.

Q.
HOW LONG HAVE YOU BEEN WITH ORMET CORP.?
A.
I have been in my current position with Ormet Corp. since July 1, 2007.

Q.
PLEASE DESCRIBE YOUR RESPONSIBILITIES AT ORMET AND TO WHOM YOU REPORT.

A.
My responsibilities include the oversight of all financial and IT functions and I report to Mr. Michael Tanchuk, President and CEO.

Q.
WHAT IS ORMET’S PRIMARY BUSINESS?

A.
Ormet owns and operates an aluminum smelter in Hannibal, Ohio and an alumina refinery in Burnside, Louisiana.

Q.
PLEASE DESCRIBE THE HANNIBAL FACILITY.

A.
The Hannibal Facility, encompassing 256 acres, is located on the Ohio River in Hannibal, Ohio.  It consists of six potlines, and as currently operated, it is the second largest aluminum smelter in the United States, with the capability of producing approximately 271,000 metric tons of molten aluminum annually.  The Hannibal Facility provides over 1050 high-paying jobs in the economically depressed region of southeastern Ohio.

Q.
HOW IS THE ECONOMIC VIABILITY OF AN ALUMINUM SMELTER DETERMINED?

A.
Economic viability to an aluminum smelter is essentially determined by the relationship between the retail market price of an aluminum smelter’s product, aluminum, and its costs, of which electricity is the largest component, consisting of more than 30 percent of production cost during 2011 when taking into consideration the credit received from the Unique Arrangement.  If Ormet had not received the credit from the Unique Arrangement, its electricity cost would have been 37 percent of the smelter cash operating cost.

Q.
WHAT ARE THE PRINCIPAL OPERATING COSTS OF ORMET’S ALUMINUM SMELTER IN HANNIBAL, OHIO?

A.
One of the largest principal costs for the production of aluminum products is electricity.  The Hannibal aluminum smelter currently utilizes up to 505 MW of electricity 24 hours per day, 365 days per year.  Electricity is a fundamental raw material in the aluminum industry.  The cost of electricity consumed in producing aluminum in the United States is approximately 25 percent of the cash cost of competitive North American smelters.  However, when electric rates are excessive, particularly when the retail price of aluminum is low, aluminum reduction facilities simply cannot operate.

Q.
HOW IS THE RETAIL PRICE OF ALUMINUM DETERMINED?

A.
Ormet has no ability to affect the selling price of its product.  The selling price of basic aluminum has two components.  The majority of the price is set by the global supply and demand, and is set by prices published on the London Metal Exchange (“LME”) representing approximately 93 percent of the total price.  The other approximately 7 percent of the price is determined by the Mid West Premium which represents a premium for aluminum sourced in our region.  Ormet’s ability to compete globally is therefore determined by its cash cost of production.

Q.
WHY IS IT IMPORTANT FOR ORMET TO HAVE STABLE ACCESS TO ELECTRICITY AT RATES AT WHICH IT CAN REMAIN COMPETITIVE?
A.
If Ormet is to keep its Hannibal Facilities in operation, it must be able to procure electricity at a price that will enable it to remain competitive.  Ormet’s power supply must be stable.  Ormet operates at about a 98.5 percent load factor around the clock.  Electricity is a vital raw material for the production of aluminum.  The six potlines Ormet operates at its Hannibal Facilities must be kept energized at all times to keep the metal in them molten.  If electricity to the potline is reduced sufficiently that the metal solidifies, it takes several months and millions of dollars to bring the potline back into operation.

Q.
DOES THIS MEAN IT IS IMPOSSIBLE FOR ORMET TO PARTICIPATE IN DEMAND RESPONSE PROGRAMS?

A.
Not necessarily.  Ormet has some ability to reduce the voltage to a potline for a limited period of time without causing the molten aluminum to solidify.  However, this capability is limited to approximately 30-45 minutes in duration and a frequency of 60-75 minutes per potline per day, depending on ambient temperature.  The plant must maintain an overall energy balance for each potline, so in order to participate in any demand response program, Ormet would need a program that accommodates these limitations. 
Q.
PLEASE DESCRIBE ORMET’S CURRENT FINANCIAL SITUATION.

A.
Ormet emerged from bankruptcy on April 1, 2005 and restarted its smelter operations in Hannibal, Ohio commencing in December 2006 with the first line and completing the start-up of the sixth line on November 28, 2007.  The cost of the restart and the working capital build forced Ormet to issue significant new equity and incur debt.  Ormet is highly leveraged and when the legacy costs for pensions and retiree health care are included, Ormet faces a formidable hurdle in times of lower prices for the aluminum sow sold (i.e. sold in ingot form) as electricity rates continue to climb. 


Ormet’s reported 2011 net income of $137.6 million includes two large one-time benefits of $126.9 million that will not be repeated in future years.  The largest was non-cash income from a net tax benefit of $102.5 million.  In addition, a gain of $24.4 million was realized from the sale of Ormet’s marine terminal and land in Louisiana.  Overall free cash flow (cash from operating activities less capital expenditures) consumed $47.4 million of cash in 2011.  


A significant portion of the $47.4 million cash expenditure in 2011 was the restart of the Burnside alumina facility at a cost of $36.8 million.  The restart of this facility was made possible primarily by the decrease in the cost of natural gas which is a significant cost component of the refining of bauxite into alumina.  This enabled Ormet to be able to supply alumina to the Hannibal Facilities more cheaply by refining it in Burnside than by purchasing it on the market.  Thus, even though the restart of the Burnside facility did require an up-front cash expenditure by Ormet Corp., the purpose of that expenditure was to reduce costs at the Hannibal Facility.


Ormet funded the $47.4 million free cash flow shortfall by borrowing $19.2 million net and selling the marine terminal and land mentioned above for $27.6 million.  Excluding the restart of the Burnside Facility and the sale of the marine terminal, Ormet still had a negative free cash flow despite the benefit that we received from the Unique Arrangement.

Q.
DOES ORMET EXPECT ITS CURRENT FINANCIAL SITUATION TO CONTINUE?
A.
Although we anticipate that the price of aluminum will increase over the long term, we are concerned that the increases in the cost of electricity that we are incurring this year will more than offset any improvement in the LME price of aluminum over the course of 2012.

Q.
DOES ORMET HAVE A UNIQUE ARRANGEMENT WITH AEP OHIO?

A.
Yes, Ormet entered into a Unique Arrangement that was approved by the Commission in 2009.

Q,
WHAT IS THE PURPOSE OF ORMET’S UNIQUE ARRANGEMENT?

A.
The purpose of the Unique Arrangement is to support the maintenance of over 1000 jobs in southeastern Ohio by helping Ormet bridge the turbulent economic situation over the last several years so that it can stay in business in Ohio for the long term.  Although the degree of support is capped and declines over time, it accomplishes this by reducing the cost of electricity to reduce the negative cash flow Ormet would otherwise realize when the LME price of aluminum falls.  Specifically, it establishes a discount for the price of electricity when the LME is below the price that would allow Ormet to pay the full GS-4 tariff and still produce the minimum cash flow necessary to sustain operations and pay its required legacy costs.  Since the discount is capped, it may not be adequate to eliminate all negative cash flows if the price reaches very low levels.

Q.
PLEASE DESCRIBE THE UNIQUE ARRANGEMENT.

A.
The Unique Arrangement has the net effect of indexing the price Ormet will pay for power to levels of the LME price for aluminum.  It establishes each year the LME price for aluminum at which Ormet can afford to pay the AEP Ohio GS-4 Tariff rate that would otherwise be applicable to Ormet (the Target Price) and fully fund its legacy cash obligations while keeping the Hannibal Facilities running and preserving jobs.  To the extent that the annual LME price falls below the Target Price, a discount in the form of a credit is provided.  Conversely, Ormet pays a premium if the annual LME price exceeds the Target Price.  The maximum discount that Ormet can receive in each year is capped, and the cap decreases over the term of the Unique Arrangement until it phases out entirely in the last year of the Unique Arrangement.

Q.
HOW DOES THE GS-4 TARIFF RATE AFFECT THE RATES ORMET PAYS UNDER THE UNIQUE ARRANGEMENT?

A.
The maximum discount that Ormet is eligible for under the Unique Arrangement each year is a fixed dollar amount, tied to the AEP Ohio tariff rate that would otherwise be applicable to Ormet, which is currently the GS-4 tariff.  The maximum discount decreases over time, decreasing from $60 million to $54 million for 2012 and then by another $10 million each year after that.  In other words, the minimum rate that Ormet can pay for electricity in 2012 is the sum of what Ormet would pay under the GS-4 tariff, minus $54 million.  In 2013, it will be the GS-4 tariff rate minus $44 million, and so on and so forth.

Q.
SO WHAT HAPPENS IF THE GS-4 TARIFF RATE INCREASES?

A.
In years like this year when Ormet will consume the full discount, the ultimate rate that Ormet will pay for power increases on a dollar-for-dollar basis with the GS-4 tariff rate.  If the GS-4 tariff rate that would be applicable to Ormet increases by $10 million, then the rates that Ormet will pay under the Unique Arrangement will also increase by $10 million.

Q
WILL THE UNIQUE ARRANGEMENT PROTECT ORMET FROM RATE INCREASES UNDER THE AEP OHIO PROPOSAL IN THIS PROCEEDING?

A.
No.  Although the Unique Arrangement has been a huge success to date and has accomplished exactly what was intended, enabling Ormet to restart all of its potlines and rehire approximately 160 employees in order to maintain a workforce of 1050, the increases in the cost of electricity that we have incurred and that are proposed in this proceeding may overwhelm the benefits that were created by the Unique Arrangement and undo all that has been accomplished.

Q.
WHY WON’T THE UNIQUE ARRANGEMENT BE SUFFICIENT TO PROTECT ORMET?

A.
Ormet is currently using the full discount allowed because of the depressed LME price for aluminum and the significant increases in the GS-4 tariff rate.  Because the maximum discount declines each year and the GS-4 rate is proposed to increase again we currently anticipate that we will need to use the full discount for 2012.  The cap on the discount is measured against the GS-4 tariff rate that would otherwise be applicable to Ormet, therefore, for each dollar that the GS-4 tariff rate is increased, Ormet must pay another dollar -- Ormet’s rates will increase on a dollar-for-dollar basis with the proposed rate increases.

Q.
HOW WILL THE PROPOSED RATE INCREASE IMPACT ORMET?
A.
If approved as proposed by AEP Ohio, it could cause Ormet to curtail all or part of its operations at the Hannibal Facilities.

Q.
WHY IS ORMET STILL CONSUMING THE FULL DISCOUNT AVAILABLE TO IT UNDER THE UNIQUE ARRANGEMENT?

A.
The tariff rate for electricity that would otherwise be applicable to Ormet has risen at a significantly faster pace than the LME price of aluminum has risen.  LME prices have remained volatile.  In the Spring of 2011, they increased to approximately $2750 per metric tonne in the 2nd quarter of 2011, but then fell sharply again over the summer and into the fall and are now at approximately $2050 per metric tonne.  The LME price for aluminum has not yet risen to the level that would allow Ormet to pay AEP Ohio’s full cost of electricity GS-4 tariff rate.


Meanwhile, since the LME-based rate went into effect in 2010
 the delivered GS-4 tariff rate applicable to Ormet has risen from $45.08/MWh to the current rate of $51.96/MWh, an increase of 15 percent.  The actual rate paid by Ormet has increased at an even faster rate due to the 2010 restart of the two potlines that had been idled and the phasing out of the discount.  Ormet’s actual costs of delivered electricity have increased from $25.14/MWh in 2010 to the current rate of $39.60/MWh -- an increase of 58 percent over three years.  In fact, the actual delivered rate that Ormet now anticipates paying for 2012 of $39.65/MWh is virtually identical to the delivered cost of the GS-4 tariff rate of $39.78/MWh otherwise applicable to Ormet in 2009 when the Unique Arrangement was implemented.


The phase-out of Ormet’s discount under the Unique Arrangement and the anticipated escalation for the delivered cost of electricity puts into significant jeopardy the long term viability of the Hannibal smelter and 1050 high-paying jobs.

Q.
HAS ORMET TAKEN ANY STEPS TO REDUCE ITS RELIANCE UPON THE DISCOUNT PROVIDED BY THE UNIQUE ARRANGEMENT?

A.
Yes.  Ormet has focused on improving the energy requirements of the potlines.  Over the last two years, there has been a significant reduction in demand.  Historically, the Hannibal facility typically required greater than 535 MW at full capacity.  Through process improvements and capital investment, the current demand level is approximately 500 MW.  This is a demand reduction of approximately 35 MW.  In addition, the plant has recently achieved historical, 50 plus year records for reduced voltage, increased metal production, increased pot cell life, and labor per metric tonne of production.
Q.
HAVE THE STEPS ORMET HAS TAKEN RESULTED IN ANY IMPROVEMENT IN ORMET’S ABILITY TO PAY FOR ELECTRICITY?

A.
Yes.  Ormet’s ability to pay for electricity has increased significantly while the contract has been in effect.  For example, in 2009, Ormet filed a Schedule for 2010 that set an LME Target Price of $3,036 based on a projected tariff rate of $44.62/MWh.  In 2010, both the Target Price and the projected tariff rate for calendar year 2011 increased -- Ormet submitted a Target Price of $3,392 based on a rate projection of $48.02/MWh.  However, in 2011, although the Schedule filed by Ormet for 2012 reflected another substantial rate increase with the projected tariff rate rising to $51.17, it filed a substantial decrease in the Target Price, decreasing it to only $2,846.
  These Schedule filings demonstrate that even while AEP Ohio’s rates were increasing from 2010 to 2012, Ormet’s Target Price decreased by 6 percent.  This makes it clear that Ormet is getting stronger over time, although unfortunately, AEP Ohio’s rates have increased so rapidly that Ormet is still in danger, even with the Unique Arrangement in place.  

Q:
PLEASE SUMMARIZE YOUR CONCLUSIONS.
A.
The cost of electricity has been rising rapidly while the LME has been depressed, reflecting difficulties in the global economy.  The bottom line is that Ormet cannot absorb the rate increases and may be forced to curtail all or part of its operations and eliminate jobs.  We are sympathetic to AEP’s need to protect its shareholders, but strongly object to costs being assigned to us for which we are neither the cause nor the beneficiary.  Our survival will depend on this Commission’s recognition of these facts and its ability to balance the needs of Ormet, other customers and AEP.

Q.
DOES THIS CONCLUDE YOUR TESTIMONY?
A.
Yes, it does.

� Under the Unique Arrangement, Ormet paid a fixed price for electricity for calendar year 2009.


� The actual delivered tariff rate to be applicable to Ormet for most of 2012 has yet to be determined, but the rate effective as of April 1, 2012 is $51.96.  
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