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BEFORE THE
PUBLIC UTILITY COMMISSION OF ORIO

INRE: INTHE MATTER OF THE APPLICATION
OF COLUMBUS S50UTHERN POWER
COMPANY FOR APPROVAL OF ITS
ELECTRIC SECURITY PLAN; AN
AMENDMENT TO ITS CORPORATE
SEPARATION PLAN; AND THE SALF,

OR TRANSFER OF CERTAIN
GENERATING ASSETS

IN THE MATTER OF THE APPLICATION
OF OHIO POWER COMPANY FOR
APPROVAL OF ITS ELECTRIC SECURITY
PLAN; AND AN AMENDMENT TO ITS
CORPORATE SEPARATION PLAN

Case No. 08-917-FL-8S0O

S g Vil Nt Nt g g e’

Case No. 08-918-E1-580

v )

BRIEF OF OHIO ENERGY GROUP
ON LONG TERM ESP

The mmlxbm of the Ohio Energy Group (“OEG”} who take setvice from Ohio Power or Columbus
Southern Power are; AK Stee] Corporation, Aleris International, Inc., ArcelorMittal USA, BP-Husky Refining,
Brush Wellman, E.I, DuPont de Nemmours & Company, Ford Motor Company, GE Avistion, Griffin Wheel, PPG
Industries Inc, The Procter & Gamible Co., Republic Englneered Products, Inc., Severstal Wheeling (formerly

Wheeling Pittshurgh Steel), and Warthington Industries.

These large industrial compenies employ fens of thousandy of people in Olido. These are high wage, high
benefit, family supporting jobs. The OEG member companies served by AEP consume approximately 2.7 billion
kWh per year. While the cost of electricity is not the only factor that will dstermine if these compunies can

continue to operate in Ohio, it is a major factor. OEG submits this brief on the logg term ESP.
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L INTRODUCTION AND STANDARD OF REVIEW

On Juty 31, 2008 Columbus Southem Power Company and Ohio Power Company (collectively “AEP” or
“Companies”) filed their Application requesting approval of their proposed Electric Securlty Plan (“ESP”)
pursuant to RC §4928.143. RC §4928.143 was enacted as a paxt of Senate Bill 221 and provides that an electric
distribution utility mdy file an ESP requesting the recovery of certain genetation costs, “provided rhat such costs
are prudently incurred.” (RC §4928.143(B)2Xa)). §B 221 also contains & provision that foliowing each anmual
petiod of the ESP the Commissiott will review the utilities’ earntings and refund any “excessive earmtings as
measured by whether the earned return an common equity af the electric distribution wtility is significendly in
excess of the return on conmon squity tha! was earned” by comparable utility and non-utility companies. (RC
§4928,143(F)). The significantly excessive earnings test is an extension of the traditioual comparable eamnings
standard articulated by the United States Supreme Court in Bliafield Water Works v. West Virginia, 262 U.S. 679
(1923) and FPC v. Hope Nutyral Gas Co., 320 U. S. 591 (1944). Under the Hope and Blyefield standard, the
Commigsion sets rates in ofder to provide the utility with a rate of return on its prudently invested capital that is
comparable with other business enterprises with corresponding risks. Likewise, SB 221 directs the Commission
to set ESP rates based on the prudently invested capital of the utility, subject to un antimal review to ensure that
the ESP did uot cause the utility’s earnings to be significantly in excess of the retwms carved by comparabie
utility and gon-wtility companies.

ESP filings are alse subject to the §4928.02 policy requiremesnts. Par these requirements, the
Commission must “[elasure the availability to consumers" of “reasonably priced retail electric seyvice,” and
“flacilitate the state’s effectiveness in the global economy” In case No. 08-935-EL-350 the Commission
determined thet the policy mandates cited above must be met in order for the Commission to approve any ESP
rate plan filed under Chapter 4928, On page 8 and 12 of its Decetnber 19, 2008 Order the Commission states:

‘A, Applicable Law

Chapter 4928 of the Revised Code provides an integrated system of regulation in which specific

provisions were designed to advance siate policies of ensuring access to adequate, reliabie, and
reasonably priced electric service in the context of significant economic and environmental
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challenges. In reviewing FirstEnergy's application, the Commission is cognizant of the
challenges facing Ghioans and the electric power industry and will be guided by the policies of the
stare as established by the General Assembly in Section 4928.62, Revised Code, as arinded by SB

221,
Ly

The Commissian believes that the stare policy codified by the General Assembly in Chapter 4928,
Revised Code, sets forth importamt objeciives which the Commission must kegp in mind when
considering all cases filed pursuant to that chapter of the code. Therefore, in determining
whether the ESP meets the requirements of Section 4928.143, Revised Code, the Commission
takay into consideration the policy provisions of Section 4928.02, Revised Code, and we use these
policies as a guide in our implementation of Section 4928,143, Revised Code. The Commission
has reviewed the ESP proposal presented by Firsifnergy, as well as the issues raised by the
varigus intervenors, and we believe that, with the modifications set forth kereln, we have
appropriately reached a conclusion advancing the public's interest. "

Finally, the Commission should interpret RC §4928.143 to give eﬂ'et_;t to all of its parts and consider, in
context, all of the words used giving effect to the overall statutory scheme. DA B.E. Inc. v. Taledo-Lycas County
Board of Heaith, 96 Ohio St.3d 250 (2002). See also, State v, Arnold, 61 Ohio St.3d 175, 178 (1991} (a statute
shall be construed, if’ practicable, as to give effect to every part of i). This mesns that to gain Commission
approval the Companies have the burden of proving that its ESP plan is 1) more favorable in the aggregate than
the forecasted results of an MRG (RC §4928.143(CX 1)}; 2) contains only costs that are “pridently incurred” (RC
§4928.143(BX2)(n)); and 3) conforms fo the policy requirements, including that it provides “reasonably priced
retail electric service,” and *[flacilitates the state's effectiveness in the global economy.” (RC §4928.02(A) and
@)

Becaxse Ohio Power and Columbus Southern maintain ownership of generating assets, we believe that
regulating AEP in an ESP is a straightforward process. The Commission simply needs to examine each
component of the proposed plan and approve or modify it as appropriate. The end result will be the ESP revenwe
requirement, which is then subject to clawsback in the retrospective eamings review cases. The Cammission
should not he fearfil of the threat that the Companies will abandon the safety and high guaranteed returns under
an ESF for the untested waters of aa MRG, 5.B. 221 purposefully made the MRO choice less attractive for
utilities that own generation than the ESP, and the severe restrictions placed upen the MRO option by the

Cormission’s November 24, 2008 FirstEnergy MRO Order malces that even mote 0.
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. ARGUMENT
AEP’s view of the ESP process is contrary to the legal framework established by the Commission in its
December 19, 2008 ESP Ordet in Case No. 08-935-EL-SS0. AFP believes that no component of its ESP needs
to be justified as prudent, reasonable or cost based. According to AEP, anything van be inojuded in the ESP
provided that it Is more favorable in the aggregate than the forecasied result of an MRO. This erroneous belief

guided AEP throughout its ESP and has rendered large portions of its ESFP unreasonable or unlawfui,

If approved, AEP’s ESP will cost Obio consumers $5.823 billion over the first three years, assuming that
the fuel adjustiment clause is increased at the maximum amounts cach year and that there ars o defermls of fuel
adjustrnent clause recoveries, The armual effect of the Company’s proposed ESP inc.reaaeza will be §$2.816 billion
in 2011. This represents an increase of 73% for CSP consumers and §3% for OPC consumers compared to

current rates. This represents 4 near doubling of the current rates of Ohio Power and Colurabus Southern. The
following table summarizes the cumulative effects of the AEP ESP rate incresses for ehch Company, assuiming

the fuel adjustment clause st the maximum smounts each year and that therc are tio deferrals of fuel adjustment

clause recoveries.
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AEP Companies' Prugased E3P {tsiw Incriwses
{# Minfon)

Gohumbue and Souther P
ARP Companies’ Proporsd T3P o e .
Pl Afusimant Chmsa (No Phass-in at Max Amounts)' 260 507 ™ 45 a0t 574 Bz 1,789
Purchraes ot Mavkst inofuced i Basis Gonerailon Rater? 00 @ 0 am 12 e W T
Envirnmenisl Camying Costs 2001-20087 28 2 8 75 M L1 84 a6
POLR? o4 1 e 282 21 E3l 2
Anausl 35/7% KonFAC incranes 1 Sasic Gansmion Ratss® " 9 a By a2 s 134 202
Enmrgy Exicmncy wnd Pesk Demand Reduction’ ‘ “ L ] H b » 4 ™
Other’ ' =51 81 58 ~22¢ 27 27 A3 g8
Apnus! 7%/B.5% Distribulh Increess® ! g0 77 1% 2 44 [ 122
Toml Extimaind Gast of AEP Companies’ ESP 454 1 407 B8 1487 M 3218
2000 Totsl Reveauts Betars ESP Rt Incruswe 1 om0 18 L Ame
Gumudstios ERP Patcantage Rt incrassss , 4% s % A% e ELM%

Notem: 7 Sodred: Roush Exhibit QMR- (AnNuR| ivmase wore scoumulziof for onsh Bubssquedt year)
3 gouten Baker Echibit JGB-2
* 3ource: Bakor Exhibll JCB-2 acjled fo temave POLR recaveris undar exatg rats using smounts wrom Roush Exhiit DMR-1

In 2007, CSP and OPC earned after-tax returns on common equity of 22.1% and 11.7%, respectively.'
Dusing the first nine moaths of 2008 the after-taX returns on cotwmon equity for the Companies were: CSP
23.48% and OPC 13.5%. Therefore, the eamnings of the Companies were extremely healthy last year, and are

growing even heslthier this year.

With such healthy, arguably excessive earnings, how can the Companies justify raising rates 73% and
88% over throe years? There is tio justification. AEP's ESP is prossly inflated and full of imprudent and
umreasonable costs which it attempts to justify on the singlo legal theory that: individual components of an ESP

need not be reasonable, prudent or cost-based so long as the ESP is more favorable in the aggregate than an MRO.

The Commission rejected this legal theory on December 19 in the FirstEpergy ESP case and should do so again

here®

! Direct Testinony of Lane Kollen, Ex. LX-2,
? Rebuttal Testimony of Stephen Barol st p. 2.
3 Case No. 08-935-EL-S80; Order of December 19, 2008, pp. 8-10.
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The major components of AEP’s BSP include;

1) A fus] adjustment cJeuse (FAC) which incorporates the automatic recovery of the costs of coal,
fuel oil, natural gas, putchased power from non-affilinted companies, purchased power pursuant
to the AEP Interconnection Agreement (Pool Bnergy), SO» and NOy emission aljowances, gains
and losses on the sale of emission allowances, ash handling, fuel procurement unloading and
bandling, ash sales praceeds, gypsum handling and disposal costs, depreciation and capacity costs
of long-ferm purchase power agreements, capacity equalization payments made under the AEP
Interconnection Agreemant (Pool Capacity), PIM Emergedcy Epergy purchases, Renewable
Energy Credits, and Emission Conirol Chemicals.” The total projected FAC rate increases over
three yesrs at the maximum are; CSP - $1,547 billion and OPC 51,753 biltion.”

2) Non-FAC base generation adjustment. This is made up of two components: 1) the recovery of
carrying costs on 2001-2008 environmental capital investments; and 2) an annual 7% and 3%
generation rate increase for OPC and CSP, respectively. The total pon-FAC base generation
increases over thiree years are: CSP~ $165 million and OPC - §514 million.*

3) Provider of Last Resort (POLR) charge. The POLR charge each year of the thres year ESP is
requested to be: CSF — 594 miltion and OPC - 521 million, for a total over three vears of $282
million for CSP and $63 miilion for OPC.’

4) A distribution rate increase each year of 7% for CSP and 6.5% for OPC over the three-year period
this amounts to: CSP~ $151 millioa and OPC - $133 miilion.”

5) An energy efficiency and damand reduction rider. Over the three-year period these total: CSP -
$82 million and OPC — $99 million.

) Other (expiring RTC charges, expiring line extension surcharge, universal service fund, advanced
energy fund, kWh tax, expinng special contracts) over the three years of, CSP - wegative 3220
million aud OPC ~ negative $66 million.

D An economic development rider. No cost recovery under this rider is currently being proposed.

8} After the three yoar ESP is over, recovery of previously authorized regulatory assets and other
deferrals. The FAC defermals plus carrying costs requested total: CSP ~ 5211,400,000 and OPC
— $800,800,000.” Additional deferrals apd amortizations total; CS¥ — $182,400,800 and OPC -

$121,600,000."

4 Exhibit PIN-1 gpd PIN-2.
* Exhibit DMR-1 and Exhibit LVA-1.
1 Exhibit JCB-2.

? Extibit DMR-1; Exhibit CB-2.

$ Exhibit JCB-2.

* Exhibit DMR-1.

0 wixhibit LVA-2 and MIM-1.
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The Commission shonld adjust the Companies® Application so all revenues are properly accounted for
and thet only prudently incurred and reasonable costs are approved as recoverable.

Ohio Power and CSP are both Members of the AEP Interconnection Agreement, The Interconpection
Agreement controls many aspects of the Companies’ operations and ap understanding of the Agreement is

ossential to addressing the issues reised here, Any sigte comunission that tries to regulate an AEP utility without

* understending the Intercomnection Agreement is flying blind.

T‘helntm‘connecﬁunAgreemeﬂtwas otiginally entered into on July 6, 1951, it is an agreement among the
AEP-East Operating Companies, under which the individual genegation resources of the particlpating companies
(“Methbers™) are dispatched on a single-systetn basis, and the costs and benefits of generation resources are
shared on a system-wide basis. The Members are Obio Power, CSP, Kentucky Power Company, indiana &

Michigan Power Company, and Appalachian Power Company (Virginia and West Virginia). The interconnection

Agreement is 2 FERC-approved rate schedule.”

The Interconnection Agreement provides for mecting total AEP system energy requirements on a ieast-
cost besls from among available resources. AEP Service Corporation, acting as agent for the Members,
digpatches energy on an ecomomic basis, assigning the highest incremental cost to off-gystem sales. Each
Member meets its requirement initiaily out of its own generation to the extent dispatched, and thereafter through
primary purchases from affiliates. The Imtercomnection Agreement prices such primary purchases at the
delivering Member's average cost of generation for the month.” |

Revenues from off-system sales are initiafly allocated to the Metber providing the generation dispatched
for each sale gp to the amount of its generation costs for the sale, Above ﬂ.‘la.t point, the Members share pet
tevenues (profits or margins) from such sales on the basis of their Member Load Ratio (“MLR”) the ratio of each
Membet*s Non-Coipcident Peak (“NCP™) load over the lutest twelve-motth period to the sum of NCP loads for

*! Direct Testimony of Lans Kollen p. 7.
% Direct Testimony of Lune Kollen pp. 7-8.
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all Members avet the satne period. Likewise, AFP Service Corporation makes cnergy purchases on a syétem
basis and apportions the cost by MLR to Members.”?

The Interconnection Agreement also contains o capacity equalization mechanism to laveliz? capacity
investment imbalances among the AEP-East Members as they rotate the construction of new generation. Each
patticipating Metiber bears its proportionate share of the system’s total capacity and reserves based on its MR,
The “deficit” Members make capacity payments to the “surpha™ Members based on the surplus Member's
weighted average embedded costs of investment in its non-hydroefectric genesating plant expressed on e per
kilowntt pet month basis plas associated fixed operating costs."

1. The Proposed Fuel Adjustment Clauses Should Be Modified To: a) Exclude The 5%, 18% And
15% Market Purchases; b) Include Profits From Off-System Sales; and c) Include Capacity
Equalization Revenues.

The Companies propose to include the costs of purchased power acquired at market prices for 5% of their
native loads in 2009, 10% in 2010 and 15% in 2011, Companies’ witness Mr. Baker describes this aspact of their
proposed ESPs as “a limited feature for the continuing transition (o market rares.” (Baker Direct at 22), The
Companies have ipcluded the estimated effects of thess purchases in their projected FAC rates for 2009.2011
using their projections of market prices.”

The Compeaies estimate that CSP will be able to purchase generation for $88.15 per mWh and OPC for
$85.32 per mWh in 2009, 2010 and 2011, although the actus] purchase prices will be reflecsed in the Companies”
FAC riders, not these estimated prices. The Companies estimate that these purchases will cost CSP $100 million
in 2009, $200 million in 2010 and $300 million in 2011, for a total of 5601 million over the initial term of the
ESP. The Companies estimate that these purchases will cost OPC $120 million in 2009, 3240 million in 2010,

% Direct Testimony of Lase Kollen p. 8.
* Direct Testimony of Lane Kolien p. 8.
" Direct Testimony of Lane Kollen pp. 8-5.
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and $360 millicn in 2011, far a total of $72% millien over the initial tern of the ESP."® The total projected cost
for both Companics is $1.322 billion. The 5%, 10% and 15% market purchases make up 77% of CSP’s total
FAC costs and 76% of Ohio Power’s total FAC costs.

The Companies do not need these purchases to serve their native loads, The Companies presented no
evidence that the 5%, 10% and 15% purchases are needed for reliability purposes, I 2007, OPC and CSP had
non-requirements sales for resale (to the other AEP Companies and to the AEP Systera pool for sale off-system)
of 29,874,000 mWh and 10,697,000 mWh, respectively. Iu 2009, the Companics project that OPC and CSP will
have non-requirements sales for resale of 27,027,000 mWh and 5,698,000 mWh, respectively, based on
Companies’ witness Mr. Nelson’s Exhibits PIN-6 and PIN-3. In 2009, these sales for resale represent 46% of
OPC"s available energy sources and 19% of CSP*s."

_ These off-system sales figures demonstrate that both Companies already have significant .a.maunts of
surphus energy. To put this in perspective consider that in 2009, OPC’s furecasted uff-systemn sales of 27,027,000

mWh are almozt equal fo its 2009 forecasted native Ioad sales of 28,151,000 mWh. For CSF, its 2009 forecasted
off-systom sles are more than 25% of its 2009 forecasted native load of 22,715,000 mWh,™

These 5%, 10% and 15% purchases at market prices are not cost-effective for ratepaysrs and should be
disallowed. Even if the Companies did not already have huge blocks of surplus power that is being sold off
gystem, the cost of these purchases is far greater than the Companies would have to pay to purchase from the AEP
Pool pursuant to the AEP Interconnection Agreement. As deseribed above, the Companies are legally entitled

under the Interconnection Agreement, 8 FERC-regnlnted rate, to power titat is available from their sister
companies at a significantly lowes cost. During 2007, CSP purchased 13,346,080 mWh from its Member
affiliates for $298,226,000, or $22.35/mWh. For the first six months of 2008, CSP purchased 14,102,821 mWh
from its Member affifiates for $308,595,000, or $21.88/mWh. For OPC, in 2007 it purchased 4,350,705 mWh
from its afffliates for $111,411,000, or $25.61/mWh. For CSP for the first six months of 2007 the purchases

'® Dirsct Testimony of Lane Kollen p. 9; Exhibit JCB-2.
-7 Djrect Testimony of Lane Kollen pp. 9-10.
" Direot Testimony of Lane Kollen p. 10.
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totaled 4,835,549 mWh for $131,563,000, or $27.21/mWh.” This informetion demonstrates that the costs of such
affiliate purchases were a mere fraction of the cost of the 5%, 10% and 15% purchases at matket prices that are

proposed by the Companies,”®

In essence, the Campanies propose to purchase large blocks of power at werket prices estimated at
$85.32/mWh to $88.15/mWh when they can purchase from the AEP Pool at prices of $21.88/mWh to
$27.21/mWh.

Why would AEP want its Ohio utilitles to buy 5%, 10% and 15% of their native load needs at market prices
that sre 400% higher than the price of power that is available through the AEP Pool? The 5%, 10% and 15%
purchases will not Increase the earmings of CSP or OPC because the increaged expense is sitiply matched by
increased FAC revenve. The maswer is this, Forcing the Ohio wtilities to buy 5%, 10% and 15% of their native Ioad
wieds ot matket frees up AEP's low cost utility-owned generation to make off-system sales. Profits from off-system
sales are allocated among the AEP Members pursuant to the FERC-approved Interconnection Agreement on the basis
of each AEP Company's Member Load Ratio. AEP shareliolders also resain pert of the profit from off-system sales.”
Cousequently, under the Companies’ 5%, 10% and 15% propasal, the additional costs of the purchasés at market will
be assigned directly 1o the Ohio retail ratepayers, while the benefits of lower cast generation will be exported to the
other ARP Members and ofher retail jurisdictions, such as West Virginis, Virginia, Kentucky, Indiana, and Michigan,
Unfortunately, under AEP's 5%, 10% and 15% scheme, Ohio copsumers and the Obio ecopomy will foat the bill.

The 5%, 10% and 15% market purchases are projectzd to cost $1.322 Billion. The 5%, 10% and [5%
market purchase proposal should be rejected.

¥ Pirect Testimony of Lave Kollen at p, 10-11.
™ Direct Testimony of Lune Kollen p. 10.
A Direct Testimony of Lane Kollen p. 13,
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n 2007, the profit from AEP’s off-gystetn sales received by OPC was $145.7 miflion and for CSP was

$124.1 million.” In exch of the jurisdictions that AEP operates profits from off-system sales are wsed by the state

cosnmissions to lower rates. For example, in West Virginia profits from off-systern sales are flowed through to

ratopayers automaticelly through their fuel adjustment clause. ¥ T Kentucky, profits from off-systam sales are

reflected in base rates and the fuel adjustment clause” While the FERC-approved Interconnection Agreement

requires that profits from off-aystem sales be treated a3 income to the utilitics, each state commission determines

its own retail matemaking treatment. AEP's proposal to insulate off-system sales profits from Ohio ratemaking

jurisdiction would be unreasonable and discriminatory. R would place Ohio at a further economic disadvantage

cotnpared to West Virginia, Virginia, Kentucky, Indiana and Michigan® In the third quarter of 2008, the gross
margin earned by the AEP utilities on retail sales in Indiana, Michigan, Kentucky, Virginia and West Virginia
was $28.6/mWh?® For the sate period, the gross margin eattied by CSP and OPC on its Chio retsil sales was

64% greater at $46.8/mWh.”’

The logic behind the ratemaking decision to use profits fiom off-system sales as a revenbe roquirement

off-set is simple, Because the costs of the power plants that are physically making the sales are in rates, all

revenue from the power plants should be a rate credit.

If the Comumission is seeking a way to keep AEP’s rates stable, then using profits from off-system sales as

an FAC off-set should be ordered as an ESP modification. Based upon 2007 results, this would fower rates hy

$146.7 wilgion for OPC and $124.1 million for CSF,

z Direst Testimeny of Lane Kollen p. 14.
I

4 .
I
¥ Dirent Testimony of Lane Kollon pp. 14-15,
% [EL Hearing Exhibit 2.
4 I
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The AEP Interconnection Agveement requires Members that are capacity “deficir’ 1o pay the other
Members that are capacity “swrplus™ 8 monthly capacity equalization charge, OPC is considered & “swrpius”
Member, so all “defici”” Members must pay OPC a charge to equalize their capacity costs. CSP is a “deflcis”
Mesmber, so it must pay all surplus Members a fee to equalize their capacity costs. The Companies’ filing does
not appropriately account for these relationships within the AEP systetti in the FAC.%

The Companies proposs that the AEP Pool capacity pﬁ}vments made by CSF be included in fts FAC.
However, the Companies do not propose to include any AEP poo] capacity receipts as an offset to the costs
recovered by OFC in its FAC® Consequently, the additional AEP pool capacity receipts will be retained by OPC
and will not be flowed through to the ratepayers who pey for the generstion that allows QOPC to receive the
receipts. ‘This agymmetry is yeasopable. If the capacily equalization payments made by CSF are charged to
ratepayess in the PAC, then the capacity equalization revenues received by OPC should be credited in the FAC.*
OPC each year receives approximately 249,000,000 - $331,800,000 in capacity equatization revennes.”

Again, if the Commission is looking for a way to keep rates stable, then utilizing AEP Pool capacity
receipts a5 an FAC ofi-set should be ordered as an BSP modification.

2. AEP Has Provided Neo Justification For The Proposat To Arbitrarily Increuse Non-FAC
Generation Rates Annvally By 3% For CSP And 7% For OPC.

The Companics’ propose to incrense thelr non-FAC basic genetation chatges by annua! percentapes

during the initial tenm of their ESPs. None of the Companies’ witnesses described this aspect of the Compaties®

 Direot Testimony of Lane Kolled pp. 16.

2 pyhibit PIN-5 line 38 shows the amount in account 555 purchused power included for AEF pool capacity of $0 and
inetudes 2 footnote that this applies only to CSP. In other words, it only is included in the Companies’ proposed FAC if the
amourt is positive, i.e. a payment, which is the case for CSP.

% Direct Testimeny of Lane Kollen p. 16.

¥ Gince January 2007 through June 2008 OBC received between $8.30 and $11.06 per k'W/month for its capacity surphus.
ollen Direct Testimony p. 26. OFC’s monthly capecity surplus averages approximately 2,500,000 kW. AEP response to

OEG interrogatory 2-1.
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ESPs other than to address the computation of these amounts.” However, the Companies® ESPs inchude increases
in the basic generation rate (non-FAC rate) of 3% auanally for CSP and 7% annually for OPC>

This results in total rate increases over the three year BSP oft CSP - $87 million and OPC — $252
mitlion

The Companies have not provided any cost basis in support of these 3% and 7% increases in the non-
FAC basic generation rates. SB 221 requires that rate increases pursuant to an ESP be based on “prudentdy”
incurred costs and result in reasonable rates. It does not allow for arbitrary rate increases, The Commission

should not approve these genération tafe increases.

3. AEP Has Provided No Justification For The Automafic Distribution Rate Incyease Of 7% For
CSP Aud 6.5% For QPC.

The Companies have proposed antomatic distribution rate increases of 7% for CSP and 6.5% for OPC.
The total rate increases under this proposal during the ﬁue vear ESP are: OPC - $150 miltion; CSP - $133
million.**

The Companies have mede no showing that thesa distribution rate increases are cost-based, reasonable or
prodent. They are simply manufacturcd numbers which, if spiproved, the Companies claim would still result in an
ESP that is more favorable in the aggregnte than an MRO. But this is not the sole standard. As the Commission
stated in the FirstEpergy ESP case. “[17he Commission does not believe that a distribution rider should be
approved, unless it is based on @ reasonable, forward-looking miodernization program and prudently incurred

cogts.” Case No, 08-935-EL-580 at p. 41.

12 3ipe Exhibit JCB-2 and Exhibit DMR~1
* Direct ‘Testimony of Lane Kollen p. 18,
* Exhibit JCB-2,
5 pxhibit JCB-2,
12
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4. The Companies’ Proposal For Egviroumental Carrying Costs Includes A Retrpactive Portion
(2001-2008) Which Is Nllegal Under 8.8, 221,

The Companies propose to include “environmental carrying charges” in their pemeration rate. The
proposed charges consist of a grossed-up rate of retum on environmental investment plus depreciation pius
property taxes and admisistrative and general expenses® The proposed charges include these carrying charges
on environmental investment incurred during 2001 throagh 2008 (retroactive portion) and annuai increases due to

environmental capital additions starting in 2009 (prospective portion).”’

The Companies’ propesed recovery of carrying cosis on environmental capital additions starting in 2009
(prospective portion) is reatonably in concept as long as the recovery is in accordance with the requirements of
Section 4928.143(BX2Xp), which allows utilities to recover the costs of “an environmental expenditure for any
electric gemerating facility of the electric distriburion utility. i cast is ncwrred or the expendit
occury on or affer Jatary 1, 2009.” (emphasis added)

The Companies® proposal to recover enviropmental cattying costs on envircumental capital additions
duting 2001 through 2008 obviously does not meet this statory requirsment, The stafute provides for
incremental recovery of prospective environmental costs on or after January 1, 2009, but does not provide for

retroactive recavery of envirommental costs imcurred priof to that date,

Additionally, the Companies’ existing RSP mates provide recovery of generation costs, including
enrvironmental, throngh December 31, 2008, The Companies propose that these rate levels be continved effective
January 1, 2009 in their basic generation rates. Most recently, the Commission granted RSP increnses in the rates
charged for peneration service in Case No. 07-63-EL-UNC to provide the Companies vecovery of their increased

environmental costs.”

38 gow Exhibits PIN-8, PIN-9 and PIN-10.

** Direct Testimony of Lae Kollez p. 20.
¥ Direct Testimony of Lane Kollen p. 20,
* Direct Testimony of Laue Kollen p. 21,
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The Companies® claim that existing rates do not provide full recovery of their environmental carying
costs also ignores their non-cnvironmentsl investment and the effects of accumulated depreciation since 2000. In
other wortds, tlm- Companies” limited analyses fail to demonstrate that there is any net underrecovery of
generation eosts iti the aggregate. To the contrary, the evidence indicates that the Companies are not nnder-
recovering based on 2007 eamings. In 2007, CSP actually earned 22.1% on common equity and OPC earned
11.7%.“" The refums on common equity eamed by the Companies for the first nine months of 2008 are 23.48% for
Cotumbus Southein and 13,5% for Ohio Power.* |

The effects of the Companies’ proposal ta recaver the retroactive pottion of environmental carrving costs
on their bagic gmeratum rales I8 {0 increase the CSP basic generation rate by $26 million and the OPC basic
generation rate by $84 million starting on January 1, 2009.% OEG recommends that the Commission reject the
Companies’ proposal, This proposal is inconsistent with the statute and faifs to properly consider all costs that

already are recovered through present rates.

5. AEP Must Froperly Account For The IRS Section 199 Deduction When Calenlating Its
Prospective Environmental Cost Recovery.

In addition to disallowing the recovery of the retrogotive portion of the environmental catrying charge, the
Cmnmi;sion should also properly account for the Section 1§9 dednction when calculating the prospective
environmental revenve requirement. This issue bas already been addressed and decided I Case No. 07-63-EL-
UNC. T that case, the Commission required that the Section 199 deduction be used to reduce the incotns tax
gross-up on the equity retam in the computation of the revenue requirement, specifically for environmental costs.
In its December 19, 2008 decision on the FirstEnergy ESP the Commission confirmed its position on the §199
deduction, Case No. 08-935-BL-850 Order at p. 19. Consistent with these prior decislons, the Commission
should direct the Companies to reflect the Section 199 deduction in the computation of the federal income tax

component of the carrying charge rate.

@ Direct Testimony of Lane Koilen p. 21,
4! Rebuttal Testimony of Stephen Baron p. 2.
* Exhibit DMR-1; Exhibit PN-8.
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6. The Companies Have Not Provided Any Justification For Their Propesal For Autherity To Sell
Or Trassfer Generating Assets And Purchased Power Contracts, .

CSP requests authority to sell or transfor the Waterford Energy Center (“Waterford™), u combined cycle
plant rated st 821 mW, and the Darby Electric Generating Station (“Darby™), a sitnple cycle plant rated at 480
mW in the winter and 450 mW in the summer, Nevertheless, CSP asserts that it has no plans to sell or transfer the

Waterford oc Darby plants at this thne *

The Compsanies arguie that they are not abligated to seck anthority from the Commission 1o sell ot transfer
various “generation entitlements,” but that they may do so without further notification to or authorization from the
Commission. Other terms for these “generarion entitlements™ would be “purchased power contracts™ or
“purchased power entitlements.” The costs incurred pursuant to these purchased power contracts or entitlements
are recognizod by the Compunies as purchased puwer expense recoverabls in their proposed FACs. The
Companies identify the following contracts or entitlements:

1. CSP’s contraet with AEP Generating Company for the output of the Lawrenceburg combined
cycle plant with a rating of 1,096 mW.

2, CSP and OPC's contractual eatitlements to a portion of the output of the OVEC generating
facilities, Kyger Creak and Clifty Creek, with CSP’s entitlement of 95.6 mW and OPC’s

entitlement of 370.2 mW.%

The only reason offered by CSP in support of its proposal that the Commission authorize the sale or
transfer of the Waterford and Darby plants is that these plants have not previously been ihcluded in rate base.
They were acquired in 2005 and 2007. This is not sufficient basis for the Commission to authorize the sale or

transfer of these two plants.

First, the Companies cannot “seil or transfer any generating asset it wholly or partly owns ol any time
without obtaining Commission gpproval” (R.C. 4928.17(E)). There are no conditions set forth in the stiute

limiting its application only to assets that were in rate base. Thus, the Commission should not make its decision

® Direct Testimony of Lane Kollen p. 24.
“ Dirgct Testimony of Craig Baker pp. 43-45.
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whether ar 10t to authorize a transfer based o this distinction, but rather on whether the sale or transfer is prodent
and whether the effect on the Companies® fuel and purchased power expense is prudeut.

Second, the sale or transfer of these assets does not need fo be addressed in this proceading and cortainly
not through an open-ended pre-authortzation as requested by the Companies, If at some futwre date, CSP has 3 -
specific proposal that the Commission can assess, then CSP can file an Application for the Commission to
consider the sale or transfer at that time, Until then, this issue is not ripe for adjudication.

Third, the Companies only may recover fusl and purchased power costs that are “prudently mcurred”
(4928.143(BX2Xe)) through their FAC riders. If the sale or transfer of these plants or purchase power coptracts
oauges the Companies’ costs recovered through their FAC riders to increase, then the increased costs would not be
prudent because they could have been avoided. The sale or transfer of these assets will cause a buge increase in
CSP’s capacity equalization paymenits pursuant to the AEP Interconnection Agroement. Since January 2007
through June 2008, CSP has paid between $8.55 and $11.45 per kW/month for its capacity deficit, If CSP seils or
transfers its geveration entiflements, it will increase its capacity deficit by 2,462.6 mW, which will increase its
capacity equalization payments by $252.7 miltion to $338.4 million annuslly.® Similarly, if OPC sells or
transfers ity generation entitlements, this will reduce OPFC’s capacity equalization receipts. Since January 2007
throngh Jums 2008, OPC has received between $8.30 and $11.06 per kW/month for its capacity surplus.*

Fourth, the Companies have the burden of proof regarding these issues. Yet, the Companies have done no
studies and have no analyses or other documents that “discuss the finamcial or operational effects of suck a sale or
transfer,” according to the Companies’ response to QEG-2-2."

OFEG recommends that the Commission reject the Compenies’ request. It is unsupported and will
imprudently ncrease the Companies’ fuel and purchased power expense. The Commission chould also address
the Companies’ ¢laim that they do not need to seek avthorization to sell or transfer their generation entitlements.
The Commission should make it clesr in this proceeding that if the Companieg sell or transfer these purchase

* Direct Testimony of Lane Kollen p, 26,
46 Dyirect Testimony of Lane Kollen p. 26.
“' Ditect Testimony of Lane Kollen, Exhibit___(LK-3).
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power contracts, that it will consider a3 imprudent all incremental coss of fuel and purchased power resulting
fiom such transactions and that these incremental costs will not be recoverable through the Compaies’ FAC
riders. '

7. The Proposed Provider Of Last Resott Charge Should Be Bypassable For Customers Who Elther

Agree To Forego Their Right To Shep During The Term Of The ESP Or Agree To Not Take
Service Under The ESP During Its Torm Since These Customters Preseut Na Risk To The

Companies,

Az described by Companies’ witmess Craig Beker, the POLR charge is designed to compensate the
Companies for the costs associsted with “standing 6™ to serve retuming shopping customers at the: ESP tates and the

' cost to the Companies from ESP customers opportunistically leaving 85O service for lower priced market rates

provided by Competitive Retail Electric Service (“CRES”) providers. Mr. Baker characterizes this economically
drivent oppottundstic hebavior a5 causing the Companies 0 “buy high and sell low.™ The basis for the proposed
POLR charge, which is non-hypassable, is that S50 cusiomers arc free to shop whenever the market price from
CRES suppliers is lower and return to 3SO service whenever the ESP rates are lower than market. This creates a cost

t the Companies that the POLR charge is designed to offset.”

The Companies have oalenlated 8 POLR charge that is designed o reflect the value of a finencial option that
would perimit the owner to putchase SSO service at the propozed AEP ESP rates. Using the Black-Scholes model, the
Companies have computed separate option prices far CSP and OPC, based on a series of inputs mciuding the
expected market price, the strike prica (representad by the proposed ESP rates) and the three vear time-frame covered
by the ESP.*

While this proposal may be reasonable in concept, OEG has not verified the proposed level of the charge
itself. Howevet, on aspect of the proposal is clearly inappropriate. A FOLR charge should not be imposed o all
customers, whether or not they want to “purchase” the option. In the event that a customer elects to waive their
option rights, such a customer should not be required to purchase the AEP “POLR Option.” During the three year

* Diirect Testimony of Craig Baker p. 30.
* Direct Testimony of Stephen Baron p. 10,
* Direct Testitoony of Stephen Beron pp. 10-11.
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term of the ESP, tiie Companies are proposing that each customer be required to purchase an option that will give
such a cugtomer the right (in economic terms) to either leave SSO sorvice for a Jower market price or return from te
market W & lower 350 price (the ESP taniff). Ir either case, the Conpanies are required to 1) absorb the loss if the
market becomes less expensive than the ESP price or 2) stand-by to serve potentisl return CRES customers in the
event that the market becoines more expensive. There iz a cost to providing customers this “opticn.” However, if
customers elect to waive their rights to shop during the three year ESP term, then there is no risk to the Compmies
from customer switching and no basis for the Companies to impose the POLR option charge. Simply put, if a
customer decides to not buy the “opticn,” then there should be no charge.”

The Companies’ POLR charge should be waived for ESP customers who either:

a) Agree to forego their right to shop during the three year term of the ESP
OK

b) Agree 1o not take service under the ESP and, in the avent of a retum to POLR service, agres to
waive their right to take service under the ESP and accept ioarket besed rates,

Under either of these two elections, the Companies would not incur any of the risks which are the basis for
the option based POLR charge. Customer’s electing this “wafver” should not be charge the POLR charge.™

8. The Companies’ Should Be Required To Allow Customters To Participate In PJM Demand
Response Programs Since These Programs Benefit The Sysitem And Customters Individually By
Reducing Demand At Critical Times.

PIM has had demand response programs in effect for a number of years. One of the early programs was the
Active Load Management (“ALM™) program, which is essentially a traditional interruptible load amrangement that
¢etail customers could partioipate in via their Load Serving Entities (LSEs). The ALM program has been revised o
sccommodate the market driven capacity obligation mechanism of the PJM Reliability Planning Model (“RFM™).
Demsnd resources can be directly bid into the RPM process (Demand Resource) or participate as Interruptible Load
for Reliability (“TLR™). ILR load is certificd that it can be interrupted and paid a price (intetruptible credit) tied to the

! Dicect Testimony of Stephet Baton pp. 11-12,
" Direct Testimony of Stephent Barop p. 12.
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zonal capacity charge. PYM 2lso offers other capacity relsted demand response programs associsted with the PIM
Synchronized Reserve Market and the PIM Regulation Market. Finally, PIM also offers economic detmand respanse
programs tied to locational margina cost (“LMP™).” These economic programs permit customers to participate in
the savings associated with the difference between LMP costs and their generafion rates. All of these programs are at
the wholesale level, which means that a retail customer must participate through » competitive supplier (such as a
curtailment service provider) or a Load Serving Entity such as AEP *

The Compagies propose to probibit S5O customer perticipation in PIM Demand Response programs vie a
third party competitive supplier or directly as 8 PIM member. The Companies’ position appears 1o be that S50
customers should not b permitted to participate in a wholesale PIM progrem, while purchasing provider of last resort
supply. 1f this prohibition iz adepted, the Companies should be required to offer PYM Demand Response programs to
customers on an optional bagis via an ESP tariff rider. The Compenies’ proposals for demand respanse programs
should include spacific participation by its retail oustomers in the PIM programs.

The Companies should offer, either directly, or through designated third party suppliers with whom the
Companies enter agreements, participation in the PIM demand response programs. To the extent thar there are real
benefits to the Companies and their retail customers from participation, there is no reason to simply foreclose the
opportunity to participate. While OEG recognizes that thete must be coordination between the Cotpapies and
custoter participation in PJM Demand Response programs under the ESP, this does not mean thet poiential sevings
to participating customers and perhaps, all of the Comparties' customars, sheuld be foregone.

The Companies current [ndustrial Interruptible rates through the IRP rate schedules would not be affected by
QFEG's recatpmendation. These rate schedules should continue to be offered, as proposed by the Companies. The
Cotnnission should expand the Demand Response programs through the uss of the PIM Demand Response options.

* Direct Testimony of Stephen Baron pp. 14-15.
* pirect Testimony of Stephen Baron pp. 14-15.
% Direct Testimony of Stephen Baton p. 15.
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9. The Companics’ Praposed Energy Efficiency Rider Is Reasonable And The Upderlying Allocation
Of Costs On A Direct Assignmest Basis Is Appropriete,

As described by Companies’ witness Roush and presented in his exhibits, this rider is designed to recover the
costs associated with enetgy efficiency progmims from customer clagses on the basis in which these costs are inicurred.
Effectively, the program costs are being assigned to rate classes on the besis of customer use of the programs. This is
areasonable approach to cost recovery and OEG supports the proposal,

10. The Commission Should Determine The Methodology For The Excessive Earnings Test In This
Proceeding,

We understand that ip iis December 19, 2008 Order in the First Energy ESP case that the Commission
determined that a wotkshop should be used to develop & recommendation for the significantly excessive camings
test, However, on December 22, 2008 FirstEnergy withdrew its ESP, To the extent that the Commission will rule

on this issue now we submit the following.

The Commission is required 1o review the ESP after ong year and determine if the adjustments resuitad in
“excessive earnings” s measured by whether “the earned returr an common equity of the electrie distribution
utility is significantly b1 excess of the return on commwon equity that was earmed during the same period by
publicly traded companies, including utilities, that face comparable business and financial risk, with such
adjusiments for c&p:‘tal structive as may be appropriate.” (RC §4928.143(F)) H the Commission finds thet the
ESP adjustments did result in signiﬁcan_tly excessive earnings, “it shall require the electric distribution wtility to

return to consumers the amoumt of the excess by prospective adjustments.” (1d.)

The “significantly excessive earnings® test is grounded in well established U.S. Supreme Court
constitutional law. The “sipnificantly excessive earnings" standard i3 very similar, but more generous to the

utilities, than "comparable earnings” standard which is raditionally required,
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In Blucfield Woter Works v. West Virginia, 262 U1.S. 679,692 (1923) the United States Supreme Court set
out the "camparable earnings" standard:

"A public wility is sntitied to such rotes as will permit it to ecrn a return on the valug of the
property which it employs for the comvenience of the public equal to that generally being made at
the same time and in the same general part of the country on investments in other business
undertakings which are attended by corresponding risks and uncertainties; but it hat no
canstitutional vight to profits such as are tealized or anticipated in highly profiiable enterprises
or speculative ventires, The return showld be reasonably sufficient fo wssure confidence in the
Snancial soundhess of the utility and should be adequate, under efficient and economical
management, fo mainiain and support its credit and enable it io raise the money necessary for the
proper discharge of its public duties. A rate of retarn may be reagonable at one time and become
too high or too low by changes affecting opportunities for investment, the money market and
business conditions generaliy.”
Building on the Blpefipld Case, the U.S. Supreme Court later confirmed the "comparable ewrnings” test as
the proper standard for setting utility rates; "the reuwn fo the equity owner should be commensurate with the
returns on investments in other enterprises having corresponding risks.” EP.C. v. Hope Nawral Gas, 320 U.5.

591,603 (1944).

The "significantly excessiva earnings” test is more generous to Ohio's electric utilities than the U.S.
Supreme Court "comparable earnings” standaxd. The "significantly excestive earnings” test allows utilities to
earti & profit that i net just comparable with similar companies, but even more, This means that Ohio's electric
utilities are allowed to be more profilable than comparable businesses in the pﬂv&a sector, but nof significantly

mofe profitable.

The Commission needs to address the methodology for this test in this proceeding, or at least sometime in
2009, It canmot wait until 2010. Undet Generally Acceptad Accounting Principles ("GAAP"), the‘nﬁlities are
required to recognize a regulatory liability for any refunds thst arise cach yzar and that will be refunded to
ratopayers prospectively in the following year.

First, the Commission must determine the methodology it will use to compute the rafe of refutn on

common equity threshold over which the Companies will be deemed to have significantly excessive eamnings.
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Secound, the Comuission must determine the methodology it will use to compute the utility’s actual

carned return on contman equity for each review year.
Third, if the Company's actual eamings are in excess of the threshold, then the difference, grossed-up for
taxes on & revenue requirement bagis, should be refunded to ratepayers in accordance with the requirements of the

statute.

| The testimony of OEG witness Charles King sets forth a method for determiniag the significantly
excessive eamings threshold™ Mr. King 1) identified a peer group of comparable wtilities and non-utility
businesses; 2) adjusted tie eamed retums of each group to match the risks faced by the two AEP compapies
operating in Ohio; 3) averaged the utility and nop-utility returns to derive a base line earned leve! of retum; and 4)
applied an 2dder that describes the margin over this base ling equity retwa that should be allowed before the

| earnings are considered significantly excessive. These steps are discussed in preater detail below.

First, Mr. King menuﬁed utilities and non-utilities that are comparable to the AEP companies. Value
Line’s Dafile contains the sames of all 4 1.8, publicly traded companijes that Value Line classifies as eleciric
utilities,” The average of the eamed returns on equity for these eleciric utilities in 2007 was 10.68 peroent.”

~ The group of non-utility cothpanies was compiled from a list of 5,688 companies found in the Value Line
Distafile. This list was narrowed down by eliminating electric, gas and water utilities, companies that have a ratio
of gross plant to revens that are not similar to the AEP companies, small companies which would have higher
return requirements than utilities, all companies with gross plant less than $1 billion, and any companies for
which Value Line bad not caloulaied a beta. The final Jist came to 219 companies,”

* See Direct Testimony of Charles King pp. 4-10.

¥ See Ditect Testimony of Charles King, Exhibit No.__ (CWK-1)

% Direct Testimony of Charles King, p. 5.

® Direct Testimony of Charles King Schedule 4 of Exhibit No. _ (CWEK-1).
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The average retorn on year-end 2007 equity of the non-utility companies was [4.14 percent” However,
these retwms on equity carmot be considered comparable to the two AEP Companies because these non-utility
companiez are far riskier. The second step in Mr. King’s methodology is fo adjust the earhed returns of each
group to metch the risks faced by the two AEP Companies.

For this purpose, Mr. King used the “beta™ measure g generaied by Value Line. Beta is a measure of the
co-variance of gach stock with that of the overall stock market. The overall stock market's beta is 1.00. To the
extent that beta is greater than 1.00, the stock displays greater volatility and higher risk than the market, Betas
less than 1.00 lndicate less volatility and lower risk. The beta reflects all forms of risk, so it is the one

comprohensive measure of rigk that is available for most traded stocks.®!

The average beta for the compambie non-utility companies is 1.06, reflecting the fact thlﬁ these
companies are, on average, more risky than the average for the market.” In copirast the average beta of the
electrie utility comperison group is 0.89, indicating a lower leve! of risk than the non-tility group.® The average
return for the 219 non-utility companies needs to be adjusted in order to reflect the much lower risk associated
with utility service. While there are many measures of the risk premium, there seems to be a consensus that
measured over very lobg petinds of time the risk premium has averaged about seven percent, Mr. King applied
the difference between the 1.08 beta of the non-utility group and the 0.89 beta of the wtility group, which is 0.19,
to the seven percetitage poitit cigk premitm to detive an adjustment of 132 basis points, or 1.32 percent. A
reduction of 1.32 percent to the average non-utility earned return of 14.14 percent yields a risk-sdmsted return of

12.82 percent !

‘The third step of Mr. King's methodology is to averape the utility and nop-utility returns in ocder to
derive a base line eamned level of retum. This step is necessary in order to account for the financial risk
differences mong the two AEP Companies. Columbus Southern has a ratio of equity to total capital of 473

* Dyirect Testimony of Charles King, Scheduls 2.
5! Drirect Testimony of Charles King p. 7.

£ Direct Testimony of Charles King, Schedule 4 of Extibit No.__{CWK-1),

% Dirsct Testimony of Charles King, Column E of Schedule 3 of Exhibit No._ (CWK-1)

# Direst Testimony of Charles King, pp. 7.
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perceist, and Ohic Power has a ratio of 47.7 percent. The utility comparisvn group hes a slightly less risky ratio of
49.2 percent, and the non-utility group’s ratic is even less risky at 51.7 percent.

Mr. King adjusted both the utility and non-utility equity returns to recognize these differences in financial
risk resulting from differant capital structures.* They are:

Columbus Sotthern 12.20%

8 Ohio Power ' 12.22%
The final step in Mr. King’s methodology is to apply an adder that describes the margin over this base
Jine equity retwrn that should be allowed before the earnings are considered significantly sxcessive. Here, it i
necessary for the Commission to exercise its own judgment because there is no objective, generally accepted
measure of & “significantly excessive return.” OEG recotnmends the use of the adders that the FERC awards to
encourage investment by utilities in major innovative transmission lines. FERC provides a 50 basis point adder
for participation in Regional Transmission Orgrtizations and another adder of up to 150 basis points as an
incerttive for investment. FERC appmrently believes that that thiz 200 basis point adder provides such a high
return that it is sufficient 1o encourage risky investments in transmission lines that must traverse difficult terrain
and encounter siting registance. Anything more than this bealthy 200 basis point adder would be significantly

excessive.”

I we add 200 basis points to the base line returus on year-end equity, the thresholds of significantly

excessive eamings are:™

s Columbys Southetth 14.20%
= (hio Fower 14.22%4

% Birect Testimony of Charles Kiag, p. 7.

% Dyirect Testimony of Charles King Schadule 6 of Exhibit No._ (CWK-1),

 OBG has oot adopted the statistical confidence levels that the utilitics’ witnesses have recommetided becanse the wsy of
sintistical confidence ranges would limit any finding of cxcessive sarnings to so few observations that the test would become
a cipher. A 95 perceat confidence interval would mean that only 2.5 percent of ali obsarvationy in the sample company
groups would be deemed to have excessive esrmings. A 90 porcent confidence interval would increase that proportion to five
percent. These intervals virtually ensure that o Ohio hility would ever be found to bave experienced significantly excessive

Bl qug * . s
Direct Tegtimony of Charles King, p. 9.
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These threshold numbers are merely itlustrative of the results that are derived from the methodology that
OEG recommends. The first application of the significantly excessive eamings iest will be in 2010 and based on
earned returns ip 2009, It is almost certain that 2009 eamings for AEP’s peer proup of comparable companies
will be negatively affected by the cumrent recession, which will lower the significantly excessive earnings
threshold. |

e culation fility’s E

The Commission should computs the actual eamed refurn on common equity for each aniwal period using
the per books actua] accounting earnings on common equity and the wtility’s year-end actual common equity
balance, with limited ratemaking adjusiments. The authorized ratemaking adjustments should be specified by the
Commission in this proceeding aud should be modified only prospectively upon oousideration of & request from

the vtility or other party to add or remove such adjustments.”’

The list can be as extensive or limited as the Commission believes is necessary to ensure that rates are
reasonable. At a minimum, the ratemaking adjustments should be copsistent with the requitements and
Hmitations on cost-based recoveries specified in §4928.143(B)2). For exumple, only prudent fuel and purchased
power expenses should be included. Also, at a minimum, the ratemaking adjustmercs that are reflected should be
consistent with other Comnission orders wherein there wete specific disallowances of or directions relating to

rate base, expense or rate of returt amounts of components.”

Contrary to the Companies’ argument, the Commission also should include all profits from off-gystem
sales in the computation of earpings, just s it should include all prudent purchased power expenses. The
Companies’ witness Mr. Baker proposed that the Commission reduce actual eamnings for the review year fo
exclude the profits from off-system sales.”! This is not reasonable. First, SB 221 contemplates no such ad hoe
exclusions to the utility’s earnings. Removal of these off-system sales profits would result in a distorted picture

# Direct Testimony of Lane Kolien p. 25.
” Direct Testimoay of Lane Kollen p. 25.
" Direct Testimony of Craig Baker p. 38-39.
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of the utilities” financial condition. Second, the Companies offer no proposal for the removal of all the costs
associatsd with making the off-system seles for purposes of the significantly excessive earnings test. Such off-
systemt sales are available to the Companies and the AEP system only because the costs of the underlying
generating assefs and purchased power contracts are recovered ﬁvm ratepayers. These costs include both fixed
and varible casts, These costs also include the common equity investment in the Companies’ genersting
facilities,”” Thus, the Companles’ proposal ix biased apainst Ohio ratepayers due o & fundsmental mismatch
betweon the off-system sales revenues they propose be removed from the test and the mited, if any, costs that

they propose be removed.

Mr, Baker argues that the off-system sales revennes are “FERC-jfurisdictional” and should be excluded
from retail rates on that basis.” This position is completely contrary to the requirements of the Interconnection
Agreement and the federal preemption resulting from this FERC-ragulated rate. While the Inferconsection
Agreement is & FERC-regulated rate, foderal preemption does not require that the rate be ignored, but rather
requires that the costs or revenues incurred pursuant to that rate be imposed on the states for reail ratemaking
purpases. Nantahala Power & Light Co. v, Thernburg, 476 U.S. 953 (1936); Mississippi Power & Light Qal v,
Mississippi ex, rel_Moore, 497 U.B, 354 (1988). All ABP Companies share in the AEP system offegystem sales
margips based on their member load ratic shares no matter which utility’s power plants actually geperated tnf
make the sales. The FERC~reguiated Interconmection Agreement rate requires that AEP allocate these margins to
each of the AEP Members. In 2007, thiz amounted to $146.7 million for OPC and $124.1 miltion for CSP.® In
all the AEP regulated jurisdictions, these off-system sales margins are flowed through by the AEP Members to
their retai! ratepayers. Mr. Baker's position would discriminate against Ohio by applying the FERC approved
Interconnection Agreemnent differently and worse for this siate compared to West Virginin, Virginia, Kentucky,

Indiana and Michigan.”

" Direct Testimoy of Lane Kotlen p, 3334,
" Direct Testimony of Craig Baker p. 38-39,
™ Direct Testimony of Lane Kollen p, 14,

™ Direct Testimany of Lane Kollen pp. 33-35.
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Mr. Baker proposes that the sigaificantly excessive camings test be performed “on the two Companies on
o combined basis.” (Baker Direct at 39). This proposal is prohibited by the express language of the statute. The
statute specifically refers to the eamnings of “the electric distribution utility,” in the singuiar, not the plural. The
statute states; “. . . the commntssion skall consider, following the end of each annudl period of the plan, if any such
adjustments resulted in excessive earmings as measured by whether the earned refurn on common equily of the
eleciric disiribution utility is significantly in excess of the return on common equity .. » In addition, the statute
prohibits including directly or indirectly the revenue, expenzes or earnings of any affiliate, such as sister utilities
in the aamé hiolding company. R.C. 4928.143(F) states: “In making its determination gf significantly excassive
earnings under this division, the commission shall not consider, direcily or indirectly, the revenue, expense, or
earnings of any affiliate or parent company.”

Companies’ witpess Dr, Makhua proposes that the Commission average the Companies® earnings over a
thres year period, presumebly coincdent with the initial tercn of the proposed ESP, (Makhus Direot at 1), This
proposal also is prohibited by the express language of the statute. The statute specifically requires an annval
spplication of the significanily excessive eamnings test. It does not allow averaging over a multi-year petiod. R.C.
4978.143(F) requires the application of the test “/ollowing the end of each armuad peviod of the plan.” The test is
designad as 4 ratepayer ptotection agaitist excessive ESP rate inoreases that are placed into effect and/or adjusted
each year. TheCommlssionisrequiradtoconsiderwhethérﬂleESPmteinmmin each year resulted in
significantly excessive eamings in that same year. Finally, the threshold for significantly excessive eamings must
be detertnined sach year because the underlying data uecessarily will change each year, including the group of
companies that will bs considered corparable and their earnings.™

The Commission should remove the effects of any refupds in one year based on the significantly
excessive earnings test for the prior year so that the refund is computed on a discrete annual basis aud does not

influence the actiual eamings for another year,”

™ Direct Testimony of Lane Koflen p. 41,
7 Divect Testimony of Lane Kollen pp. 32-33
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Finally, the Commission should require the utillties to exclude the effects of fines and penalties, one-time
writeoffs, ‘costs and acquisition premiums related to mergers and acquisitions, and effects of mark-to-market

accounting for detivative pains and losses.™

d. Refunds of Excessive Earnings

The statutory test suggests a limitation on the patential refunds by linking the excess earmings to the
“adjustments” pursuant to any ESP. Subject to a comrect understanding of the purpose of the test and the
definition and application of the term “adjuttments,” the statute appears to limit potentizl refunds to the amount of

the ESP increases recovered during the year subject to review, RC §4928.143(F) states:

"With regard to the provisions that are included in an electric security plom under this section,
the commission shall consicer, following the end of each annual period of the plam, if any such
adfusiments resulted in excessive earnings as measwred by whether the earned return on common
equity of the electric distribution utiltty is significantly in excess of the reprn on common equity
that was earned during the same period By publicly traded companies, mcluding utilities, that
Jace comparable business and financial risk, with such adjustments for capital structure as may

be appropriate.”
The total ESP rate increasss or adjustments in any review yeer should be computedt by multiplying the

ESP riders by the actual hilling determinants for the year. This yields the total ESP tevenues in the review year.
This annual dollar amount is the maxauum amount of the utility's refund obligation duriag any review year of the
ESP."

- Another interpretation would be to assume that the term “adjustments” refers both to ESP rate riders and
to the specific incremental costs that justified the riders. Under this interpretation, the ESP rate incteases and the
incrementa$ costs pecessarily net to zero. There would be no effect on eamnings and an ESP adjustment could
never result in significantly excessive eamings. The Commirsion should reject this interpretation as inconsistent
with the plain language of the statue and dismiss this interpretation wnder the long-held rule of statutory

construction that provides that courts must construe the applicable statute in order to avoid uargasonsble or absurd

™ Direct Testimony uf Lane Kollep p. 33.
” Direct Testimony of Lane Kollett p. 37.
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results, See, g, Siate gx rel, Leslie v Qhip House Fin. Agency, 105 Ohio St.3d 261 (2005); Stafe gx rel
Gavdosh v. Twinsburg, 93 Ohio St.3d 576 (2001).

If the wtilities’ pofentinl interpretation js adopted, thete never could be any significantly excessive
earnings. Their definition of the term “adjustmenss™ to mean both ESP rate increases and the costs used to justify
the increases would preclude sny net effect on earnings. If this potential interpretation is adopted, the earnings
test would be vitiated and there would be no meaningful ratepayer protection against excessive rate increases,
Obviously the Legislature would not have included the significantly exceasive earnings test in SB 221 if they

intsuded it to be meaningless md offer no protection to consumers.™

1f a refund i3 ordeved, a gross-up for income taxes is necessary because the earnings are stated on an after
tax hasis, not on a before tux revenue basis. Such a gross-np for income taxes is similar to the historic use by the
Commission of a gross revenue conversion factor to convert operating income deficiéncies or surpluseg into
revenue deficiencies or surpluses. The objective is to determine the amount of revenue over-collections in the
prior year that resulted in the significantly excessive earnings so that an equivalent amount can be refinded to
ratzpayers.”’

In 2007, Columbus Southem eamed 22;1% and Ohio Power eatned 11.7% on a per books basis,
assumiog 1o ratemaking adjustments. ® Thus far in 2008, the afber-tax retums on common equity eamed by the
Companies for the first nine months of 2008 are 23.48% for Columbus Southem and 13.3% for Ohio Power.”
Columbus would be over the significantly excessive eartings threshold for both 2007 and 2008 if the threshold is
computed in the manuer proposed by Mr. King and if the test had heen spplicable in these years. A 1% refurp on
coMmon equity is equivalent to approximately $19 million in increased revenues for Columbus Southern and $37
million for Ohio Power, Stated another way, if the Commission found that the utilities had excess earnings by 1%,
then these are the amounts of refunds that would be required.*

" ryivect Testimony of Lane Kollen pp. 38-39..
*! Direct Testimony of Lane Koilet p. 29,

%2 Direct Testimony of Lane Kollen, Exkibit__(LK-2).
© Rubuttal Testimony of Stepben Baron p. 2.

% Direct Testimony of Lane Kollen p. 42,
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nl, CONCLUSION

For the first nine months of 2008, the after-tax refurns on common equity eamed by CSP and OPC were
23.48% and 13.5%, respectively.® These extremely high earnings mean that the Companies are cumently
recovering all of their costs, plus a healthy profit, under existing rates. Their proposal to increase rates by $2.816
billion annually by 2011, assumiung the fwel adjustment clause incresses are at the maximum amwual
amounts and that there are vo deferrals (total of $5.823 billion over three years) has not been justified as

prudent or reasonsble, especially in this time of state-wide econoinic depression.

Respectfully submitted,
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