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R INTRODUCTION

After the General Assembly’'s prolonged examination of efforts to enable
competition in the electric industry and almost unanimous action by the General
Assembly, Governor Ted Strickland signed into law Amended Substitute Senate Bill 221
("SB 221%) on May 1, 2008. SB 221 modified, among other things, Chapter 4928 of the
Revised Code. Section 4928.141, Revised Code, requires each electric distribution
utility (‘EDU”) to establish a standard service offer (“SSO”} in accordance with Sections
4928.142 or 4928.143, Revised Code.’

On Thursday, July 31, 2008, Ceolumbus Southern Power Company and Chio
Power Company (individually "CSP" and “OP”, respectively, and collectively

“Companies”) filed an Application for approval of SSOs under Section 4928.143,

' Section 4928.142, Revised Code, governs market rate offer (“MRO") plans while Section 4928143,
Revised Code, is controlling in the case of electric security plans (“ESP™).



Revised Code (hereinafter referred to as "ESP Application” or "Proposed ESPs"). The
Companies’ Proposed ESPs raise “... issues that are broader than simply focusing on
the SSO for competitive retail electric services.”? In addition to raising a variety of
issues beyond pricing of competitive retail electric service, the Companies' ESP
Application indicates that the Companies would discuss “... their long-term vision for the
future in some detail and address how the proposed ESP is designed to implement that
vision.” The Companies' ESP Application requests the Public Utilities Commission of
Ohio (“Commission” or “PUCQ") to:

1. approve their ESPs without modification including all of the
accounting authority to implement the ESPs as proposed,

2. provide such approval sufficiently in advance of the scheduled
termination of their Rate Stabilization Plans (“RSP”) approved by
the Commission in Case No. 04-169-EL-UNC,;

3. approve their application to modify their corporate separation plans;
and,

4, approve CSP’s application to provide CSP the authority to sell or
transfer certain of its recently acquired gas-fueled generating
assets.

The generation rate proposal contained in the Companies' ESP Application calls
for taking the current generation component in the SSO, breaking out costs associated
with an enhanced fuel adjustment clause (referred to as the “FAC") and then using the

FAC to track and recover the many FAC-eligible costs on a going-forward basis. From

2 ESP Application at 2

3 Jd. at 2-3. Mr. Hamrock testified that the Companies’ ESP Application is designed to implement the first
phase of a number of aspects of the Companies’ long-term vision for the future (beyond three years).
Howaver, the Companies did not include their long-term vision as part of their ESP Application or their
testimony. Tr. Vol. lll at 64.

* “The Companies’ Rate Stabilization Plans established the SSO that will be in effect on the effective date

of $.8.221. Consequently, they are ‘rate plans’ as that term is defined by §4928.01 (A)(33), Ohio Rev.
Code.” ESP Application at 4, footnote 2. ,

{C27017:4}



there, the Companies' proposal calls for adding carrying costs associated with
environmental-related capitalized investments made between 2001 and 2008 (and
amounting to a seven percent (7%) and eighteen percent (18%) increase for CSP and
OP, respectively) to the non-FAC generation rate component, and also adding annually
three percent {3%) and seven percent (7%) to the non-FAC components of CSP and
OP, respectively, for additional but unspecified carrying cosis and the effects of inflation
on the non-FAC component during 2009, 2010 and 2011 3

Because of the size of the proposed rate increases in the Companies’ $SQO, the
Companies propose a mechanism to limit the rate increases during 2009, 2010 and
2011 so that “... for each year of the ESP no customer rate schedule will experience an
increase in excess of approximately fifteen percent” (hereinafter referred to as the “15%
Limit".® The ESP Application proposes that the 15% Limit be enabled by deferring
incremental FAC expenses and then recovering, through a non-bypassable surcharge,
the deferred portion plus carrying charges over seven years outside the term of their
Proposed ESPs from 2012 to 2018.7 The Companies’ ESP Application characterizes
the combination of the 15% Limit, deferral and subsequent recovery through a non-
bypassabie surcharge as a phase-in “... specifically contemplated by §4928.144, Ohio

Rev. Code.”™

® ESP Application at 5-6.

® The Companies’ Proposed ESPs excluded cast increases recoverable through their Transmission Cost
Recovery Rider (“TCRR") and cost increases associated with any new “government mandaies” from the
measurement of the 15% Limit. /d. at .

" Id at6, 12-13.

®Jd. at13.

[C27017:4)



The Companies’ ESP Application also states that the Companies are requesting
Commission approval of a means to adjust their distribution rates t{o reflect costs

associated with the following eight components:

1. enhanced distribution service reliability;
2. implementation of Phase 1 of gridSMART [in] CSP’s service
territory,”

provider of last resort (“POLR") service obligation;
economic development/ob retention programs;

energy efficiency/peak demand requirements;

alternate feed service;

line extension charges; and,

Commission-authorized distribution regulatory assets.'

©NO s

The Companies’ ESP Application also includes a proposed annual distribution rate
increase of seven percent (7%) and six and one-half percent (6.5%) for CSP and OP,
respectively, that the Companies say, in very general terms, are warranted because of
the first two distribution-related items (enhanced distribution service reliability and
implementation of Phase 1 of gridSMART in CSP’s service territory). In addition, the
Companies’ ESP Appilication seeks authority to establish new riders or charges for the

remaining six distribution-related items.’!

 The Companies' enhanced distribution system and gridSMART®™ proposals are plans that were
underway well before SB 221 was enacted. They are discussed at page 5 of 68 of Exhibit JH-1 (the
Corporate Sustainability Report) attached to Mr. Hamrock's testimony {Companies Exhibit 3). According
to page 7 of 68 of Exhibit JH-1, the Corporate Sustainability Report for 2007 was designated as the 2008
report to convey the Companies’ desire to “look forward”,

° ESP Application at 6.
Y 1d. at 6-12.

{C27017.4}



The Companies’ Proposed ESPs also contain other provisions that, if approved
by the Commission, will: (1) permit the Companies to maintain functional separation;'*
(2) permit the Companies to sell or transfer certain interests in generating assets even
though there are no plans to do so;'® (3) establish the baseline for compliance with the
alternative energy resources requirements in SB 221;" (4) address whether the costs of
complying with the alternative energy resources requirements in SB 221 will exceed, by
three percent or more, the expected costs of otherwise producing or acquiring the
requisite electricity;'® (5) permit the Companies to recover the cost of renewable
resource requirements in SB 221 through the proposed enhanced FAC mechanism
(which is bypassable during the nominal three-year term of the proposed FAC but may
be included in the non-bypassable cost of the proposed phase-in which is proposed to
be recovered during the period from 2012 through 2018);'® (6) allow govemmental
aggregation programs to elect to allow their participating customers to avoid the
proposed POLR charge and, for the term of the ESP and upon retum, pay a market-
based price plus Section 4928.64, Revised Code, compliance costs;'? (7) make SB 221
compliance-related changes to the current net metering tariff;'® (8) provide the

Companies with a to-be-determined opportunity to submit filings during the nominal

2 14 at14.

¥ id. at 14-15.
" |d. at 15-16.
®id. at 16.
1

id. at17.

8 g,
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three-year term of the Proposed ESPs for the purpose of recovering costs incurred in
conjunction with compliance with a government mandate imposed after the July 31,
2008 filing of the ESP Application;'® and, (9) permit the Companies to defer any net
undepreciated plant investment and other costs associated with “early closure® of
generating plants with the Companies coming back to the Commission to determine the
appropriate treatment for such “... accelerated depreciation and other early closure
costs.”??

In view of the amount of time consumed during the discovery and litigation
phases of these proceedings, it is ironic that the ESP Application does not say anything
about a test for determining if and to what extent the Companies may experience
significantly excessive earnings during the proposed ESP term. The same goes for the
Companies’ proposed reliance on escalating percentages of purchased power at
market-based prices to meet a portion of their ESP/SSO generation supply needs
during 2009, 2010 and 2011. This “slice-of-system” aspect of the Companies’ Proposed
ESPs was described in the Companies’ prefiled testimony but not mentioned in the ESP
Application itself. In addition, the Companies’ ESP Application did not include a request
for authority to prohibit customer participation in demand response programs offered by
PJM Interconnect LLC ("PJM").

On December 10, 2008, the evidentiary phase of these proceedings concluded.
In accordance with the briefing schedule established by Attorney Examiners See and
Bojko, this Brief contains conclusions of fact and law as well as the arguments of the

Industrial Energy Users-Ohic (“IEU-Ohio") for the Commission’s consideration and use.

® 1d. at 18.

2 14 at 18-19.

{C27017:4}



IEU-Ohio has not addressed every aspect in the Companies’ Proposed ESPs. But this
is just a practical concession to time and resource demands and does not signify
support or opposition.

The discussion below separates the Companies' main proposals into two broad
categories: (1) Competitive Service Pricing; and, (2) Non-competitive Service Pricing.
This separation is necessary because Ohio law continues to require the Commission to
approach ratemaking for these two service categories differently. The Companies’
Proposed ESPs and their direct evidence do not respect these ratemaking differences
and this produces legal barriers to the Commission’s approval of the Proposed ESPs.

Ohio law and more specifically Sections 4928.03 and 4928.04, Revised Code,
make it clear that distribution and ancillary services are not competitive services
unless and until the Commission says so. Section 4928.15, Revised Code, makes it
clear that traditional regulation attaches to establish the revenue collection opportunity
for non-competitive services and that charges for nﬁn-competitive services must be
established by means of an application made pursuant to Section 4909.18, Revised
Code, and in accordance with Chapters 4905 and 4909, Revised Code.

While the “notwithstanding” introductory language in Section 4928.143, Revised
Code, may provide some license for the Commission to establish prices for some
distribution or non-competitive functions using alternative ratemaking methods, Section
4928.142, Revised Code, does not. Under Section 4928.142, Revised Code, prices for
non-competitive services must be established in accordance with Chapters 4905 and
4909, Revised Code. Thus, to properly compare the ESP and MRO results, the

Commission must either price the non-competitive service elements in a proposed

{C27017:4}



Section 4928.143, Revised Code, plan based on traditional cost-based regulation or
identify any deviation from cost-based regulation so that the deviation can be accounted
for in the Section 4928.143, Revised Code, aggregate effect test. One way or the other,
Ohio law requires that the results of cost-based regulation for non-compstitive services
must be demonstrated and respected quantitatively before the Commission can
discharge its duties under Section 4928.143, Revised Code.

The above discussion is not offered to support the view that SB 221 restored
traditional cosi-based regulation over competitive services to Ohio's reguiatory system.
It is designed to focus attention (at a relatively high level) on some of the fundamental
defects in the Companies’ Proposed ESPs. |EU-Ohio readily acknowledges that
SB 221 did not, for example, restore the Commission’s authority to reduce rates for
competitive services based on a finding that the current revenue produced by the rates
are in excess of the allowable costs of providing service, including a reasonable return
on investment.

But, just as clearly, SB 221 did not set up a regulatory structure that permits the
Commission to arbitrarily slice and dice methods of economic regulation, mix their
applications to competitive and non-competitive services, entertain, directly or indirectly,
something other than cost-based justification for pricing of non-competitive services or
invent a system of economic regulation that is incapable of examination or audit based
on quantitative methods.

Also, SB 221’s grant of authority to the Commission for the purpose of enabling
cost adjustment mechanisms does so for prudently incurred costs in both Sections

41928.142 and 4928.143, Revised Code. SB 221 did not give the Commission the

{C27017:4}



power to authorize, as the Companies have proposed.?! cost adjustment mechanisms
that are based on forecasted or budgeted costs.

As the above discussion suggests, it is |IEU-Ohio’s position that much of the
Companies’ ESP Application seeks relief that is outside the Commission's authority and
this is particularly so in the case of those proposals that are related to non-competitive

services.

Il COMPETITIVE SERVICE PRICING

Section 4928.03, Revised Code, declares that retail electric generation,
aggregation and power marketing services are competitive retail electric services. The
Companies’ ESP Application proposes significant increases in current prices for
competitive services.

A. The FAC Component

IEU-Ohio agrees with the Companies on the starting point for developing pricing
for retail electric generation service provided as part of an SSO. More specifically,
IEU-Ohio agrees that SB 221 requires the development of pricing of retail electric
generation service for ESP purposes to commence with the existing retail electric
generation service price as the foundation.

From this starting point, the Companies propose to modify the current retail
electric service generation price and introduce the FAC. To evaluate and potentially
impiement this proposal, it is necessary to unbundle the FAC and non-FAC portions of
the current retail electric generation price and determine what level of FAC costs are

actually embedded in the currently bundled retail electric service generation price.

2 Tr Vol. IX at 74; OCC Exhibit 11 at 19; Companies Exhibit 7 at 11-12.

{C27017.4}



Some things are easier said than done. And the doing in these cases is complicated by
a lack of detail on just what the Companies are specifically asking the Commission to
approve. As Ms. Smith testified, the Companies' proposed FAC does not include a
“fully fleshed out FAC tariff."??

Based on what the Companies do say about their FAC proposal, it is clear that
the scope of the Companies’ proposed FAC includes costs related to much more than
the costs of fuel consumed to produce electricity; the costs which were historically
subject to recovery through the Electric Fuel Component ("EFC") rate.®® As the
Commission knows, the EFC was sestablished by rule (Chapter 4901:1-11, Ohio
Administrative Code) for uniform application to all electric utilities.?* Under Rule 4901:1-
11-1(0), Ohio Administrative Code, “fuel costs” were defined as the “... actual
acquisition and delivery costs of fuel consumed, including the amortized costs of
nuclear fuel expended, to generate electricity, unless otherwise provided in this
chapter.” But, the opportunity to use the EFC to recover costs through an active
adjustment clause came with obligations and a defined process by which compliance
could he audited and evaluated by the Commission.

The EFC mechanism was also predicated on the Commission’s ability to regulate

the operation of the utility’s generating units. For example, Rule 4901:1-11-02(A), Ohio

22 Tr. Vol. VI at 78, OCC Exhibit 9 at 31.

% OCC Exhibit 11 at 20. These additional elements comprise 21% of CSP's and 11% of OP's estimated
FAC.

* In 1998, the Commission completed its periodic review of Chapter 4901:1-11, Ohio Administrative
Code, as required by Section 119.032(B), Revised Code, in Case No. 98-967-EL-ORD, concluding that
no amendments to the rule were necessary. For purposes of this Brief, IEU-Ohio’s citations to the EFC
rule are citations to the rule attached to the Commission's July 2, 1898 Entry in Case No.
98-967-EL-ORD, which was the version of the rule in place when the EFC was eliminated by Ohia's
electric restructuring legislation.

{C27017.4)
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Administrative Code, required an electric utility to “... procure fuel, purchase power, and
operate its generation, dispatch, transmission, and distribution systems at a minimum
overall cost, taking into consideration its voltage, frequency, reliability, safety,
environmental, and service quality requirements, as well as its existing contractual
obligations.” (emphasis added). And, Rule 4901:1-11-02(B), Chio Administrative Code,
required an electric utility to “... operate on an economic dispatch basis.”

The Companies’ FAC proposal is focused exclusively on obtaining authority to
automatically adjust rates to recover a broad range of costs. The Companies are not
proposing to take on the obligations that have been historically part of a fuel adjustment
clause, including the obligation to operate generation, transmission and distribution
systems for the benefit of their retail customers subject to the regulatory oversight of the
Commission. Therefore, the Companies’ proposed FAC is fundamentaily unbalanced.
For this reason alone, the Commission should not and cannot give the Companies
authority to implement the proposed FAC. But there are other problems with the
Companies’ proposed FAC.

As explained above, the Companies’ proposed FAC includes a broad range of
costs®® that were not previously recoverable under the Commission's EFC rule.?® For
example, the Companies’' proposed FAC would, if approved, provide the Companies
with the ability to recover demand and capacity-related costs that were not subject to

recovery through the Commission’s EFC rule.?’ The Companies’ proposed FAC causes

25 1r, Vol. IV at 249-252.
26 OCC Exhibit 11 at 20.
27 T, Vol. IV at 249-257; Tr. Vol. VI at 203-204; § 4901:1-11-04(D), Ohio Admin. Code; Ses In Re the

Electric Fuel Component of Ohic FPower Company and Columbus Southern Power, Case Nos.
98-101-EL-EFC and 88-102-EL-EFC (May 27, 1999).

{C27017:4}
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these capacity or demand-related costs to be allocated to and recovered from
customers on an energy or kilowatt-hour (“kWh”) basis.?® As Mr. Gorman explained, “...
the Company's proposal to recover non-variable [or fixed] costs through the FAC, is
inappropriate for several reasons.”® Recovery of fixed, capacity or demand-related
costs on a volumetric or kWh basis also conflicts with the long-standing precedent of the
Commission.*

The Companies’ proposed FAC plays a “catch all’ role which partly explains its
broad scope. For example, the proposed FAC is where the Companies propose to

¥ While the Commission

recover the costs associated with the “slice-of-system” costs.
Staff provided some support for the scope of the Companies’ proposed FAC, Mr. Strom
made it clear that the scope of the proposed FAC should only be approved if the costs

to be recovered through the FAC are not being recovered someplace else.®

2 Tr. Vol. IV at 257, Tr. Vol. V at 204.
* Commercial Group Exhibit 1 at 4.

% in the Matter of the Complaint and Appeal of Columbia Gas of Ohio, Inc., from Ordinance No. 1192-76,
of Columbus, Ohio, on July 18, 1976, to continue the Presently Established Schedules of Rates Being
charged by Columbia Gas of Ohio, Inc., for Gas Service in the City of Golumbus, Qhio, unli August 1,
1978, Case No. 76-T04-GA-CMR, Opinicn and Ordar at 7 (June 28, 1977); in the Malter of the
Application of Coiumbus Southern Power Company fo Adjust its Power Acquisition Rider Pursuant o its
Post-Market Dovelopment Period Rate Stabilization Plan, Case No. 07-333-EL-UNC (July 27, 20Q7); in
the Matter of the Application of Ohio Edison Company, The Clevefand Eleclric fluminating Company, and
The Toledo Edison Company for Approval of a Marke! Rate Offer, Case No 08-836-EL-SS0, Opinion and
Qrder at 22-24 (November 25, 2008, subject to application for rehearing); In the Malter of the Appiication
of Ohio Edison Company, The Cleveland Eleclric flluminaling Company, and The Toledo Ediscn
Company for Authority to Establish a Standard Service Offer Pursuant to Section 4928.143, Revised
Code in the Form of an Electric Securily Plan, Case No. 08-835-EL-SSOQ, Opinion and Order at 19-23
{December 18, 2008).

* The “slice-of-system” costs that the Companies estimate will be recovered through the FAC total
$1.320 billion. |EU-Ohio Exhibit 10 at 8; OEG Exhibit 3 at 8. Mr. Bowser (IEU-Ohio Exhibit 10) and
Mr. Kollen (OEG Exhibit 3) address spacific problems with the slice-of-system proposal. But, the
Commission need not address the more-specific problems with the slice-of-system proposal if it, as
IEU-Ohio recommends here, rejects the Companies’ proposed FAC.

32 Staff Exhibit 8 at 3.

{C27017:4}
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Unfortunately, the justification that the Companies have provided for their other ESP
components does not include a showing that current revenues are inadequate to
provide compensation for slice-of-system or any other costs. As Mr. Cahaan testified,
the Companies were obviously recovering their fuel costs (which he defines to include
purchased power) in 2007 or their earnings would have been insufficient.*®

The Companies’ proposed FAC is mysterious enough as the proposal relates to
the nominal three-year term of the Proposed ESPs. But, cross-examination of the
Companies’ witnesses revealed that the Companies are actually proposing that their
proposed FAC survive the nominal three-year ESP term.> The FAC mechanism that
the Companies propose survive beyond three years would include the items that the
Companies have proposed be recovered through the FAC.3® If the FAC survives
beyond the three-year ESP term, the Companies have not explained how the FAC will
be integrated with a subsequent SSO that includes pricing based on Section 4928.142,
Revised Code. Regardless of the implication of this mysterious facet of the Companies’
Proposed ESPs, the effect of the FAC's survival is not recognized in the results of the
aggregats benefit test as presented by Mr. Baker or Mr. Hess.*®

Based on the record evidence, the Companies’ FAC proposal suffers from the
following defects:

1. There is no fully fleshed out FAC tariff;

* Staff Exhibit 10 at 3.
* Tr. Vol. I1X at 143-146.
¥ 1d. at 144.

% The comparisons shown in Companies Exhibit 2B, JCB-2 and Staff Exhibit 1, JEH-1 are limited to the
period 2008 through 2011.

{C27017:4}
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2. The proposed FAC is not limited to the term of the ESPs and its effects
beyond the term of the ESPs are not identified;

3. The FAC proposal is fundamentally unbalanced because it would
enable automatic recovery of a broad range of costs without regard to
customer-focused performance obligations that, among other things,
would require the Companies to operate generation, transmission and
distribution systems for the benefit of their customers;

4. It is impossible to determine if the Companies will otherwise receive
adequate compensation under their current rates or the current rates
as modified by the proposed ESPs for costs they also propose to
inciude in the FAC; and

5. The cost distribution effects of the proposed FAC conilict with the
Commission’'s precedent regarding the allocation of demand and
capacity-related costs.

IEU-Ohio recommends that the Commission reject the Companies’ request for approval
of their FAC.

IEU-Chio is not necessarily opposed to the establishment of an active fuel cost
recovery mechanism provided that it is specifically focused on actual variable
acquisition and delivery costs of fuel consumed to generate electricity and that the
recovery of such costs is conditioned upon the Companies satisfying obligations like
those previously included in the Commission's EFC rule. In any event, ihe
Commission’s determination regarding the costs subject to recovery through an active
fuel cost recovery mechanism must be provided before it is possible to unbundle the
current SSO generation price component between the fuel and non-fuel components.
Until then and as Mr. Cahaan testified,”” the eamed returns on common equity indicate
that the Companies' current rates are providing sufficient revenue to cover their fuel

costs as well as all other costs.

37 Staff Exhibit 10 at 3.

{C27017:4}
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In addition to the conclugion regarding the adequacy of the Companies’ current
rates suggested by Mr. Cahaan's observation regarding the sufficiency of the
Companies’ earnings, there are other indications that the revenues available to the
Companies under current rates are sufficient to provide adequate compensation. For
example, the gross revenue margin (revenue less fuel and purchased power
expense)>® per MWH of the Ohio Companies® suggests that the customers of the Ohio
Companies are and have been carrying their weight (and perhaps more) when it comes
to fairly compensating the Companies. As shown at page 11 of IEU-Ohio Exhibit 2,4
the gross margin per MWH reported for the Ohio Companies for the third quarter of
2008 was $43.9 per MWH compared to $46.8 per MWH for the corresponding quarter in
2007. In both quarters, the next highest gross margin per MWH contribution to earnings
per share by any American Electric Power (“AEP") business unit came from Off System

Sales (at between $32 and $33 per MWH).

E Quarterly Performance Comparison

Amatican Elsctrie Power
Financial Results for 3rd Quarter 2008 Actual vs 3rd Cuartes 2007 Actudl
: 2067 Al 2008 Actat
Performance Driver 1§ miimne) EFS Performance Diver gimﬁms) EFS
. Gmlhw' S ey .

.1 EsstTegidsied inguied Utiies BET GWRQ tms A e 83 18,080 GWhg $27.8 AW = e

C 3 Chia Compasies - 13400 GWRE $408 A8V = 628 ©43,177 G @ S48 AW - 577
.3 wmwwm 17460 GANR D $20.9 AT = ke . 12070 GWh @ $28.2 MWK = 341

i 4 TexsWies oL TTH GWRE 568 A = - 152 rost own@ T3 AdWer = 153
;B OfF-Syatern Saes : 10,184 GWL G $324 iy = an BITY GWh D S350 MWK - =

£ B Trememession Reveie - MPmy 81 85

© T Chner Opensting Revenue — 126 . . 150
B Unifity Groge Mamgin~ - : ’ 2487 217

® Tr. Vol. IV at 285. The “East Integrated Utiiities” line includes Appalachian Power Company, Kentucky
Power Company, |&M [Indiana Michigan Power], Wheeling Power and Kingsport Power Company.
Tr. Vol. IV at 287.

* The term “Ohio Companies” refers to CSP and OP. Tr. Vol. IX at 112.

* |EU-Ohio Exhibit 2 is the 2008 earnings release presentation for the third quarter which was issued by
AEP on October 31, 2008, Tr. Vol. IV at 285.

{C27017:4}



B. The Non-FAC Component

As explained above, the Companies’ Proposed ESPs also include provisions to
escalate the current SSO generation price excluding costs that the Companies propose
be recovered through the FAC. The Companies’ ESP Application indicates that the first
adjustment to the non-FAC generation component is necessary to permit the
Companies to recover carrying costs associated with environmental-related capitalized
investments made between 2001 and 2008 [adjustments amounting to a seven percent
(7%) and eighteen percent (18%) increase for CSP and OP, respectively]. In addition,
the Companies propose to make further adjustments to the non-FAC generation rate
component that add annually three percent (3%) and seven percent (7%) to the non-
FAC components of CSP and OP, respectively. The Companies claim that these extra
adjustments are needed to permit them to collect more revenue to cover additional but
unspecified carrying costs and to offset the effects of inflation on the non-FAC
component during 2009, 2010 and 2011.*!

Before addressing the Companies’ position regarding these additional
adjustments to the non-FAC generation component, it is important to review just what
SB 221 did or did not do to prior law.

The Companies submit their non-FAC rate increase proposals without attempting
1o tie them to specific costs of providing service based on their view that cost of service

ratemaking is not part of Ohio’s current law.*? This affirmative defense is a bit odd since

4! ESP Application at 5-6.
% Companies Exhibit 2E at 2-5; Tr. Vol. VI at 97; Tr. Vol. V at 102-103,

1C27017:4)
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t** seem to fit best with a system of

the Companies’ current goals and mission statemen
traditional regulation that is based on compensation tied to costs including a reasonable
return for shareholders. But in any event, the Companies’ defense of their non-FAC
increases wrengly assumes the prior and existing law closed off an examination of costs
for purposes of establishing prices for competitive services.

As the Commission knows, the Companies’ prior RSP proposal called for
automatic annual escalations in the unbundied generation price over a period of three
vears. The evidence in the Companies’ RSP proceeding confirmed that the market had
not matured as expected when SB 3 was enacted (1999) but the record did not include
any estimate of market-based prices. In this context, some parties — including IEU-Chio
— argued that the Commission should use the reasonable rate policy statement in
Section 4928.02, Revised Code, and the just and reasonable requirement in Section
4909.18, Revised Code, to consider whether, after considering the underlying costs, the
amount and frequency of the ulility's proposed automatic price escalations would
excessively burden the Companies’ customers if included in the RSP pricing structure.
In response to these legal arguments, the Commission said:

Many of the parties object to this provision because they contend that AEP

is already earning too much. However, these parties seem to forget that,

with the expiration of the MDP, generation rates are subject to the market

(not the Commission’s traditional cost-of-service rate regulation) and that

the plan was an option that AEP voluntarily proposed. Section

4928.05(A)X1), Revised Code. We make this observation to point out that,

under the statutory scheme, company earnings levels would not come into

play for establishing generation rates — market tolerances wouid otherwise
dictate, just as AEP argued (AEP Reply Br. 26-27).%4

3 5ee Companies Exhibit 3, JH-1 at 68 of 68, for example.

* In the Matter of the Application of Columbus Southern Power Company and Ohio Powsr Company for
Appraval of a Post-Market Development Period Rate Stabilization Plan, Case No. 04-189-EL-UNC,
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Thus, the Commission rejected, initially, any consideration of costs for purposes
of evaluating the automatic generation increases proposed by the Companies to
simulate market-based prices. But, the Commission's discussion of this issue and
subject did not end with the Companies’ RSP case.

On October 24, 2007, the Commission issued an RSP-related order in a Duke
Energy-Ohio proceeding 'initiated as a result of the Ohio Supreme Court remanding the
case to the Commission to correct errors. In this order, the Commission described the
nature and scope of its market-based ratemaking authority differently and more broadly
than it did in the earlier AEP RSP case:

We are tasked, under Chapter 4928 of the Revised Code, with approving
generation charges that are market-based and consistent with the state
policy set forth in this chapter. Although, in some instances, costs or
changes in costs may serve as proxies for reasonable market valuations
or changes in such valuations, this is not the same as establishing prices
based on costs. Similarly, a market-based standard service offer price is
not the same as a deregulated price. Standard service offers remain
subject to Commission jurisdiction under Chapter 4928 of the
Revised Code. And, standard service offers must be consistent with
state policy under Section 4928.02, Revised Code....Thus, while a
standard service offar price need not reflect the sum of specific cost
components, the result must produce reasonably priced retail
electric service, avoid anticompetitive subsidies flowing from
noncompetitive to competitive services, be consistent with
protecting consumers from market deficiencies and market power,
and meet other statutory requirements.*®

The Commission’s interpretations of the law prior to SB 221 show that prior law

permitted the Commission to consider costs and changes in cost for the purpose of

Opinion and Order at 18 (January 26, 2005). Throughout this RSP proceeding, the Companies indicated
that the Commission had to endorse the Companies’ propasal or they would “flash cut” to market.

* in the Matter of the Consolidated Duke Energy Ohio, Inc. Rate Stabilization Plan Remand and Rider
Adjustment Cases, Case Nos. 03-93-EL-ATA et al., Order on Remand at 38-37 (October 24, 2007)
(emphasis added).
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establishing prices for competitive services and meeting the state policy. Both before
and after SB 221, the Commission’s ability to look at costs and changes in costs was
and is not tied to reestablishment of traditional rate-base-rate-of-return regulation. The
Commission’s ability to look at costs and changes in cost is a function of iis larger
responsibility based on the objectives of Chapter 4928, Revised Code. The
Commission's decisions since the enactment of SB 221 confirm that the state policy
objectives in Section 4928.02, Revised Code, must be used as a guide to implement
Section 4028.143, Revised Code.”® The Companies’ claim that the Commission cannot
consider costs and changes in costs is linked to their assertion that the Commission’s
consideration of costs requires the reestablishment of traditional regulation.” The
Companies use these linked claims to bridge to their conclusion that anything they
propose in an ESP meets the requirements of Section 4928.143, Revised Code, so long
as the ESP is “... more favorable in the aggregate than the expected results under an
MRO.” But the Companies’ bridge is a “bridge to nowhere” given the larger

obligations of the Commission to produce resulis that are driven by the state policy.*®

-

“® In the Matter of the Appfication of Ohio Edison Company, The Cleveland Electric iffuminating Company,
and The Toledo Edison Company for Authority to Establish a Standard Service Offer Pursuant to Section
4928.143, Revised Code in the Form of an Elsctric Security Plan, Case No. 08-935-EL-8S0, Opinion and
Order at 12 {December 19, 2008).

*" Companies Exhibit 2E at 2-5.
“ 1d. at 4.

* The Companies’ position regarding the meaning of SB 221 would have the Commission approve rate
increases for their Ohio customers so long as the end result is less than an alternative markst price
computation. As shown by comparing the average per kWh prices in IEU-Ohio Exhibit 7 at pages 22, 26,
30, 34 and 38, the Companies have some of the highest rates when compared to their affiliated cperating
companies providing service in nearby states. [n this context, the Companies’ proposal {o raise the prices
of their Chio customers requires the Commissicn to, among other things, examine the proposal to see
how it responds to the Section 4928.02, Revised Code, abjective of “[flacilitating the state's effectiveness
in the glabal economy®. See Elyria Foundry Co. v. Pub. Util. Comm., 114 Ohio St.3d 305, 2007-Chio-
4164, at 1 47-56.
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1. Carrying Costs Associated with Environmental-Related Capitalized
Investments Made Between 2001 and 2008

The record does not clearly indicate what provision in SB 221 the Companies are
relying on to seek and obtain authority to increase current SSQ generation prices
upwards fo include carrying costs on 2001-2008 environmental investments.
Mr. Nelson testified that the investments were “... necessary to keep the Companies'
low-cost coal-fired generating units running” and that “customers will benefit because
the operating costs of these units remain well below the cost of securing the power on
the market”™® Thus, it appears that the Companies are basing their proposal to
increase rates to include carrying costs on 2001-2008 environmental investments based
on the broad theory that customers will somehow benefit from the operation of these
low-cost assets. The Companies did not explain how this benefit will be preserved for
or conveyed to their customers. Thus, the Companies’ proposal fails to show how the
costs that their proposal will impose upon customers will be aligned with the benefits
identified by the Companies.

The importance of the costbenefit matching principle is made clear by the letter
of SB 221 in Section 4928.143(C)(1) [as it relates fo a surcharge under Section
4928.143(B)(2)(b) or (¢)] and Section 4928.142(D), Revised Code [as it relates to
adjustments to the most recent standard service offer used to establish an SSO based
on the market-rate offer methodology]. The Commission is required to disapprove an
application that includes a Section 4928.143(B)(2){(b), Revised Code, allowance for an
eligible environmental expenditure (one occurring after January 1, 2009) unless the

Commission ensures “... that the benefits derived for any purpose for which the

*¢ Companies Exhibit 7B at 8.
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surcharge is established are reserved and made available to those that bear the
surcharge.”™ Accordingly, the Companies' proposal to increase current rates for
carrying costs on 2001-2008 environmental investments cannot be approved.

Beyond the Companies’ failure to show how ithe benefits derived from the
carrying costs on 2001-2008 environmental investments will be aligned with the cost
responsibility they seek to impose on customers, this aspect of the Companies’
proposal suffers from numerous other problems.” For example, the calculation of the
carrying charge rate fails to reflect certain tax bensfits.>® Also, the 50/50 capital
structure used by the Companies to computé the carrying cost rate appears to ignore
the fact that specific types of debt instruments are used extensively to finance
environmental plant and equipment.®* Of course, the higher the common equity portion
of the capitalization ratio used to compute the carrying cost rate, the higher the carrying
cost rate and the larger the resulting rate increase for customers.®® Despite the
proposed use of a 50/50 capitalization ratio, AEP's actual capitalization ratic appears to
be closer to 60% debt and 40% equity.® Also, Mr. Cahaan agreed that it would be

appropriate to look at the cost rates for financing instruments peculiar to environmental

' Section 4928.143(C)(1), Revised Code.

% Mr. Kollen discussed the problems at pages 20 to 23 of OEG Exhibit 3. Mr. Higgins discussed the
problems at page 4 of Kroger Exhibit 1.

™ |EU-Ohio Exhibit 10 at 4-7. See aiso In the Matier of the Application of Ohio Edison Company, The
Clevaland Elactric llluminating Company, and The Toledo Edison Company for Authority to Establish a
Standard Service Qffer Pursuant to Section 4928.143, Revised Code in the Form of an Electric Security
Flan, Case No. 08-935-EL-550, Opinion and Order at 18 (December 19, 2008).

* |[EU-Ohic Exhibit 7 at 132-133; IEU-Ohio Exhibit 9.

& Tr. vol. XIV at 107.

5% |EU-Ohic Exhibit 7 at 125,
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plant and equipment for purposes of computing carrying costs on such plant and
equipment.”’

For the reasons expressed above, |IEU-Ohic recommends that the Commission
reject the Companies' proposal to increase existing SSO generation prices to include
carrying costs on 2001-2008 environmental investments.

2. Annual Three Percont (3%) and Seven Percent (7%) Increases in the
Non-FAC Generation Price for CSP and OP, Respectively

The Companies’ proposal to annually increase the non-FAC portion of
generation prices by three percent (3%) and seven percent (7%) for CSP and OP,
respectively, was mathematically illustrated but never justified by the Companies.®® The
Companies' ESP Application states that these annual price escalations are necessary
to recognize additional but unspecified carrying costs and the effects of inflation on the
non-FAC component during 2009, 2010 and 2011.3° Mr. Cahaan offered the Staff
response to the Companies’ proposal saying that the current financial crisis suggests
that we may be entering a deflationary period rather than a period of price increases.
He then substituted a lower (but still arbitrary) number for the annuat escalator proposed
by the Companies; Mr. Cahaah recommended that the Companies’ proposal be cut in
half ®°

Whatever the Companies may have anticipated when their ESP Application was
filed, they now understand that *[ijn nearly every aspect, Fall 2008 has no resemblance

of the conditions that surrounded AEP and the entire utility industry in Fall 2007.”

5 Tr. Vol. Xl at 236-237.
% OEG Exhibit 3 at 18.
* ESP Application at 5-6.

& Staff Exhibit 10 at 4.

(C27017:4)
22



Siowed Eccnomic Growth Volatile Commodity Prices

Commodtly Coal Cooupaaians

™3 [ ot i mmimcre i sy |

is in Capitat Markets Elsction Results

Woady's Baa Uttty Band budex

Praseentiol Elocion Rowlts. Comgryerevel Reprrmnteton

mmmu&ﬁgﬂw&gni‘n&m TR

duw T s 61

Despite indications in the Companies’ ESP Application and prefiled testimony
that expected increases in investments related to environmental compliance support
certain provisions in the Proposed ESP to escalate SSO prices, the historical and
projected environmental investments shown at page 7 of the most recent Form 10-K
filed with the Securities and Exchange Commission (“SEC”) by AEP indicate that CSP'’s
and OP’'s estimated annual investments in 2009 and 2010 are well below the actual
investments for 2007.%2 And, according to IEU-Ohio Exhibit 6 at page 4, AEP recently
reduced its projected total capital spending for 2009 by $750 million, thereby reducing
its need to access capital markets in 2009.%°° |EU-Ohio Exhibit 6 shows that AEP’s
environmental-related capital spending is estimated for 2008 at $877 million and was

initially estimated for 2009 at $668 million. IEU-Ohio Exhibit 6 (at page 4) also shaws

1 JEU-Ohio Exhibit 5 at 4.

®2 |[EU-Ohio Exhibit 3. According to the Form 10-K, the dallar amounts for investments exclude AFUDC or
capitalized interest.

® |IEU-Ohio Exhibit 6 at page 3 shows that AEP anticipates that capital spending in 2009 will clossly
match 2009 cash flow from operations.
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that AEP's revised 2009 estimate for environmental-related capital spending has
declined to $507 million. IEU-Ohio Exhibit & at page 6 also shows a downward trend in
both AEP-Dayton hub electric prices and NYMEX coal prices.

So, Mr. Cahaan was correct when he testified that expectations that may have
existed when the Companies filed their ESP Application have changed significantly.®*
But, expectations about where conditions in the general economy may or may not go in
the future are not a basis to increase the Companies’ revenue and prices under SB 221
regardless of whether SSO prices are established under Section 4828.143 or Section
4928.142, Revised Code. In fact, under Section 4928.142(D), Revised Code, any
adjustment to the current generation portion of the SSO prices is limited to known and
measurable changes arising from certain prudently incurred costs adjusted to reflect the
benefits and subject 10 such conditions as the Commission may impose te ensure that
the benefits are properly aligned with the associated cost responsibility.

For the reasons expressed above, the Companies’ proposal to annually increase

the non-FAC portion of generation prices by three percent (3%) and seven percent (7%)

for CSP and OP, respectively, must be rejected.

.  NON-COMPETITIVE SERVICES

In their ESP Application, the Companies request Commission approval of a
means to increase their distribution rates to reflect costs associated with the eight
components listed above,®® including: enhanced distribution service reliability; CSP's

implementation of Phase 1 of gridSMART;, POLR obligations; economic

8 Staff Exhibit 10 at 4.

¢ See page 4, infra.
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developmentfjob retention programs; energy efficiency/peak demand requirements;
altemate feed service, line extension charges; and, Commission-authorized distribution
regulatory assets.®®

As explained above, pricing of non-competitive services is govemed by the
process and procedures that apply to traditional ratemaking. To the extent that Section
4928.143, Revised Code, provides the Commission with the flexibilty to approve
distribution-related riders as part of an ESP, the Commission has concluded that such
riders should be based on prudently incurred costs, including a reasonable return on
investment for the utility.*” While it is tempting to devote great attention in this Brief to
things like the Companies’ proposed POLR charge and the theoretical issues raised by
the Companies’ reliance on the Black-Sholes model, it would be a waste of time since
the Black-Sholes mode! has nothing to do with predicting the prudently incurred cost
associated with the POLR function. Also, with regard to things like the alternate feed
service and line extension charges, it seems clear that these items would be better
addressed in the context of a complete distribution rate case where all distribution-
related costs and revenues can be taken into account %

Based on the Commission's precedent regarding distribution riders that can be
approved pursuant to Section 4928.143, Revised Code, IEU-Ohio recommends that the

Commission reject the Companies’ proposed riders because they are not limited to the

* ESP Application at 6.

% In the Matter of the Application of Ohio Edison Company, The Cleveland Electric Hiuminating Company,
and The Toledo Edison Company for Authonty to Establish a Standard Service Offer Pursuant to Section
4928 143, Ravisad Code in the Form of an Electric Security Plan, Case No. 08-935-EL-S50, Opinion and
Order at 41 (December 18, 2008).

® Staff Exhibit 1 at 4; IEU-Ohio Exhibit 10 at 11,
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recovery of prudently incurred costs. IEU-Ohio would also note that where adjustment
mechanisms are constrained to recover only prudently incurred costs (including a
reasonable rate of return), they cannot, by definition, be responsible for producing
significantly excessive earnings. Therefore, if the Commission applies its own
precedent to these proceedings, there is no need to pick, in these proceedings, a

method for determining how to measure significantly excessive earnings.®®

IV. CORPORATE SEPARATION AND SALE OR TRANSFER OF GENERATING
ASSETS

The Companies’ ESP Application asks the Commission to permit the Companies
to remain functionally separated but, upon termination of their functional separation, to
permit them to sell or transfer generating assets. In a related matter, the Companies
request immediate authority to sell or transfer certain generating assets even though
they have no immediate plans to transfer or sell such generating assets. The
Companies also advise the Commission that they have contractual entitlements to
output from generating facilities of the Ohio Valley Electric Corporation ("OVEC") and
that they intend to sell or transfer their OVEC entitiements.”

IEU-Chio supports the Companies’ request for such authority as may be needed
to remain functionally separated. For several reasons, IEU-Ohic opposes the

Companies’ request to sell or transfer interests in generating assets until such request

® In in the Matter of the Application of Ohio Edison Company, The Cleveland Efectric Muminating
Company, and The Toleda Edison Company for Authority to Establish & Standard Service Offer Pursuant
to Section 4928.143, Revised Code in the Form of an Electric Security Plan, Case No. 08-935-EL-SSQ,
Opinion and Order at 60-64 (December 19, 2008), the Commission recently addressed proposals to
select a methodology for determining significantly excessive earnings. There, the Commission agreed
with a Staff recommendation to convene a workshop for the purpose of examining the methodology for
the excessive earnings fest, noting that the test itself will not actually be applied until 2010,

® £SP Application at 14-15.

{C27017:4}
26



is accompanied by sufficient detail to allow the proposed sale or transfer to be
evaluated based on how the sale or transfer might serve to advance the state policy in
Section 4928.02, Revised Code.

IEU-Chio also notes that the Companies’ interest in OVEC is clearly more
significant than contractual entittements to the output of OVEC's generating units. As

explained by Mr. Bowser, CSP owns a portion of OVEC”' and OVEC itself is an affiliate

of the Companies. AEP owns a 43.5% interest in OVEC.”

IEU-Ohio notes that because the output of OVEC’s generating units is priced
based on a traditional cost of service model rather than market-based pricing (with
average expected costs of $40 MWH for 2008),”® it would appear prudent for the
Companies to call on their OVEC entitlement to meet their customers' needs prior to
resorting to market-based purchases. Indeed, given the cost-hased pricing for this
source of supply until at least March 13, 2026, the OVEC output available to the
Companies might be something that could be utilized in conjunction with a more specific

and attractive program to promote economic development and retention.

V. PHASE-IN
The Companies’ proposed phase-in is based on the fact that their various price

escalating proposals result in annual increases substantially above the 15% Limit that

™ |EU-Ohio Exhibit 10 at 13-14.
2 |EU-Ohio Exhibit 7 at 80.
# |EU-Ohio Exhibit 2 at 2.

™ 1EVU-Ohio Exhibit 8 at 8.
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the Companies used as a bill increase tolerance threshold.”® As discussed above, the
Companies’ proposed phase-in of the total amount of their total increases relies on
deferred cost accounting, the creation of regulatory assets and the use of a non-
bypassable charge to amortize the regulatory assets plus carrying costs during the
period 2012 to 2018.”® The Companies rely on Section 4928.144, Revised Code, as the
source of the Commission’s legal authority to approve their proposed phase-in.
IEU-Ohio supports the use of a phase-in mechanism to ensure rate or price
stability for customers (the explicit purpose of a phase-in pursuant to Section 4928.144,
Revised Code). As Mr. Hess tfestified, conditions in the general economy make it
appropriate to consider phasing-in increases even at the lower level of increases that
come with the Staff's recommendation.” However, Section 4928.144, Revised Code, is
available to the Commission to moderate the effect of rate increases irrespective of
whether the increases arise because of an MRO or the ESP. Also, the plain language
of Section 4928.144, Revised Code, indicates that the amortization or collection of any
deferrals created by the phase-in must occur through a non-bypassable surcharge on
the rate or charge established by the Commission by application of Section 4928.142,
Revised Code, or Section 4928.143, Revised Code. Section 4928.144, Revised Code,
does not authorize the Commission to establish a non-bypassable surcharge that
applies to some price or rate that may be established in the future after the current MRC

or ESP terminates. In other words, Section 4928.144, Revised Code, requires the

™ As previously explained, the measurement of the 15% Limit excludes consideration of increases or
decreases in costs subject to recovery through the Companies’ TCRR and costs associated with new
government mandates.

7® ESP Application at 12-13.

7 Tr. Vol, XIH at 89-90.
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regulatory asset created by the phase-in to be amortized during the term of the ESP or
MRO that makes the phase-in necessary and to ensure rate or price stability for
customers. Thus, the Companies’ proposal to establish a non-bypassable charge under
Section 4928.144, Revised Code, for collection during the period 2012 to 2018, is not
permitied by Section 4928.144, Revised Code.

If the Commission adopts |IEU-Ohio's recommendations, ne phase-in is needed
because IEU-Ohio’s recommendations favor retaining the current rates until such time
as the Companies can demonstrate that their current rates must be increased based on
the objectives in Section 4928.02, Revised Code.’® Should the Commission
nonetheless authorize the Companies to increase rates and charges, |IEU-Chio

supports the use of a phase-in to ensure rate or price stability for customers.

VI.  MISCELLANEOUS

A. The Companies’ Proposed Ban on PJM Demand Response
Participation by Customers

Through the testimony of Mr. Roush (and not in their ESP Application), the
Companies request that they be permitted to modify their general terms and conditions
of service so that they expressly prohibit participation in PJM's demand response

programs.’”® This portion of the Companies’ Proposed ESPs seems to be tied to a

" In In the Matter of the Application of Ohio Edison Company, The Cleveland Electric NMuminating
Company, and The Toledo Edison Company for Authorily to Establish a Standard Service Offer Pursuant
fo Section 4928.143, Revised Code in the Form of an Electric Securily Plan, Case No. 08-835-EL-SS0Q,
Opinion and Order at 13 {December 19, 2008), the Commission discussed the curment state of the
economy and numerous uncertainties in the future. The Commission concluded that the plan it approves
*... be one that initially requires revenue neutrality for the Companies, provides future revenue certainty of
the Companies, and affords rate predictability for the customers.”

" Companies Exhibit 1 at 6-8; IEU-Ohio Exhibit 1 at 11.
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philosophical position held by the Companies®® and the Companies' desire to limit
customers' participation to those programs that may be offered by the Companies.®
The Companies also appear to view a reduction in demand by a customer in
conjunction with a PJM program to be a sale of electricity for resale or something that
they believe is precluded by their current tariff. Companies Exhibit 1 at 7. But, evenifa
demand response could be viewed as a sale for resale, Section 4928.40(D), Revised
Code, clearly states that the Companies cannot impose an unreasonable restriction on
resale. |n any event, this portion of the Companies’ Proposed ESPs was sirongly
opposed by most of the other parties that participated in these proceedings.

The Companies are currently using the capabilities of their interruptible
customers to help the Companies satisfy the resource adequacy requirements
(generating capacity requirements) of PJM.?? Thus, the real question raised by the
Companies’ request for authority to modify their general terms and conditions of service
S0 that they expressly prohibit participation in PJM’'s demand response programs is
whether the Companies’ customers should be allowed to do directly what the
Companies are already doing indirectly. SB 221 decidedly answers this question in the
affirmative.

As Mr. Murray explained, SB 221 gives mercantile customers a choice about

whether to dedicate their customer-sited capabilities to the Companies for integration

# 1r. vol. [H at 68.

8 The Companies have not done any studies to compare their programs to programs available from PJM.
Tr. Vol. IX at 47. PJM's programs are very attractive to customers as compared to the Companies’
interruptible service offerings. Tr. Vol. IX at 43.

®Tr Vol. IX at 53, 117-118.
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into the Companies’ portfolio. Customers, not the Companies, have the right to select
how and when their demand response capabilities should be deployed.®

The Companies’ request for authority to modify their general terms and
conditions of service for the purpose of expressly prohibiting participation in PJM's
demand response programs must be denied. The Commission should use these
proceedings to confirm that customers, not the Companies, have the right to determine
how, when and where their customer-sited capabilities will be deployed.

B. Partial Service, Cogeneration, Energy Efficiency, Peak Demand
Reduction and Customer-Sited Programs

Mr. Murray recommended modifications to the Companies’ partial service and
cogeneration tariffs because of SB 221's emphasis on increasing the role of customer-
sited capabilities in meeting electricity price and reliability objectives. More specifically,
he recommended that demand charges be reduced and that the avoided cost of
purchase power rates be updated.® 1EU-Ohio urges the Commission to accept Mr.
Murray's recommendations regarding the partial service and cogeneration tariffs.

Mr. Murray also testified that the Companies’ ESP Application and supporting
testimony did not address how customer-sited capabilities will be used to meet their

portfolio obligations.*® He recommended that the Commission establish the ...

% |EU-Ohio Exhibit 1 at 12.
8 Jd. at 13-14.
% 1d. at 5.
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n

actionable details for customer-sited projects ..." in these proceedings.®® |EU-Ohio
urges the Commission to accept Mr. Murray’s recommendation.”

C. Interruptible Service Tariffs

The Companies propose that the participation limitation in OP's current
interruptible service tariff be modified to permit a greater amount of participation. The
Companies propose no change to CSP's limit on the availability of interruptible
service.® The Companies have taken a step in the right direction but they have not
gone far enough. Mr. Murray recommended that there be no limitation on the amount of
interruptible service available from the Companies and IEU-Ohic recommends that the
Commission adopt Mr. Murray’s proposal.®®

D. Benefit-in-the-Aggregate Test

The Companies’ support for their requested relief includes information that they
have assembled to show that their Proposed ESPs pass the benefit-in-the-aggregate

test which they must pass to obtain the Commission’s approval pursuant to Section

4928.143, Revised Code.*® The Commission Staff has used a very similar format to

8 Jd.

% Mr. Murray also provided a recommendation on how to treat interruptible customer (tariff and contract)
revenue for purposas of the Companies’ proposed rider to collect revenues foregone as a result of
customers who commil, through a reasonable arrangement, their customer-sited capabilities for
integration into the Companies’ partfolic. /d. at 10. He recommended that the revenue from such
customers be treated as a revenue credit against the total revenue that would otherwise be collected from
the Companies’ firm service customers. /d. at 10-11. This revenue credit approach would reduce the
need for a rider to recover “delta revenue” and convey {o firm service customers the benefits of customer-
sited capabilities that have been commitied for integraticn into the Companies’ portfolio. IEU-Ohio urges
the Commission to accept Mr. Murray's recommendation regarding this revenue credit approach.

8 Companies Exhibit 1 at 5.
% |EU-Ohio Exhibit 1 at 10.

% Companies Exhibit 2B, JCB-2.
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show the Staff's numbers.?' As discussed above, neither the Companies’ nor the Staff's
application of the benefit-in-the-aggregate test recognizes the significant projected cost
of the deferrals that the Companies’ proposal will, if approved, recover through a non-
bypassable charge during the period 2012 through 2018. Thus, both the Companies’
and the Staff's application of the benefit-in-the-aggregate test is incomplete.

Both Staffs and the Companies’ application of the benefit-in-the-aggregate test
assumes that the Commission will permit the maximum blending percentages allowed
under Section 4928.142, Revised Code. The Companies acknowledge that the version
of SB 221 they are relying on to support maximum blending was modified by the
General Assembly to make this outcome less realistic.*?

Both the Companies’ and Staff's application of the benefit-in-the-aggregate test
fail to make an adjustment to the estimated cost of the MRO option to show the
incremental effects the maximum blending percentages (10%, 20% and 30%) would
have on the FAC costs associated with the Companies’ Proposed ESPs.*

Beyond questions about which MRO pricé should be used to run the benefit-in-
the-aggregate test, the benefit-in-the-aggregate test used by the Companies and Staff
cannot be relied upon to compare the effects of the Companies’ Proposed ESPs to the

results expected under Section 4928.142, Revised Code.

¥ Staff Exhibit 1, JEH-1.
¥ Companies Exhibit 2A at 4-5, Staff Exhibit 1, JEH-1.
% Tr. Vol. Xl at 78-82: Tr. Vol. XIIt at 87-88.
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E. Last Minute Joint Application

‘Twas the night before brief filing and the Companies filed a Joint Application
(“Joint Appfication”) séeking accounting authority and approval of an interim
arrangement with Ormet Primary Aluminum Mill Products Corporation ("Ormet).* The
Jaint Application: (1) observes that the current arrangement with Ormet is scheduled to
end on December 31, 2008% (hardly a new fact); (2) asserts that the Companies’
Proposed ESPs contain a “slice-of-system” proposal that “... was based, in part, on
addressing the Companies’ acceptance in Case No 05-1057-EL-CSS of the Ormet load
obligation and, if adopted, could result in Ormet taking service under the standard
service offer for generation”; % (3) observes that unlike other electric distribution utilities,
the Commission is not likely to decide the Companies' ESP cases until the end of
Fsbruary, 2009:%" (4) asserts that the Companies and Ormet have ... been working in
good faith to try to negotiate a mutually agreeable solution that would directly address a
longer-term service agreement ...";*® (5) asserts that the Companies expect to file a
longer-term service agreement with the Commission prior to the expected time of the
Commission’s decision in their ESP cases;®® and, (6) assert that the proposed interim

arrangement and deferred accounting authority will permit the Companies to maintain

* In the Malter of the Joint Application of Columbus Southern Power Company and Ohio Power

Company and Ormet Primary Aluminum Mill Products Corporation for Approval of a Temporary
Amendment to Their Special Arrangement, PUCO Case Nos. 08-1339-EL-UNC, ef al, Application
{December 22, 2008) (hereinafter referred to “Joint Application”).

* 1d. at1.

% 1d. at 3.

7 14, at 2.

® 4. at 3.

% 1d. at 3.
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service to Ormet while awaiting the Commission's decision on the Proposed ESPs.'™®

The Joint Application states that the proposed interim arrangement would price
generation service to Ormet based on a blend of the Companies’ current SSO rates and
that the accounting authority will, if approved, permit the Companies to establish a
regulatory asset by deferring for future recovery the difference between the blended
SSO0 rate and 2008 market price (the Companies call this difference the “market deita”).
The Joint Application states that the regulatory asset will be established effective
January 1, 2009 and continue to grow until the interim arrangement is superseded by a
new special arrangement or the Commission’s approval of final tariffs effectuating the
Commission’s ESP order. The Joint Application also states that Companies propose to
amortize or recover the deferred "market deita” through the “catch all” FAC mechanism
“... detailed'® in the Companies pending ESP cases, beginning immediately following
the Commission's decision in the ESP cases.”'™

The Joint Application as well as the positions advanced by the Companies in
these proceedings suggest that the Companies believe that they are owed something
extra for taking on the Ormet service obligation. History suggests a different context.

The historical record shows that the rates that OP charged Ormet pursuant to a
“reasonable arrangement” were not providing OP with a reasonable return. Indeed, an

analysis conducted by the Commission’s Staff in OP's last rate case indicated that

“... there may actually be a net loss to the company associated with the R&0 contracts.”

1% 49, at 3.

101 s described above, there are a lot of things that can be said about the FAC mechanism proposed by

the Companies in these proceedings and “detailed” is not cn the list!

%2 Joint Application at 5.
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in the Matter of the Application of Ohio Power Company for Authonty to Amend its Fited
Tariffs to Increase the Rates and Charges for Electric Service and Related Matters,
Case No. 94-996-EL-AIR, Opinion and Order at 40 (February 28, 1995). In this context,
Ormet's departure from OP’s service area, a departure that occurred only after OF
consented, might have been reason for OP to celebrate.

In 1996, the Commission approved a joint application of OP and South Central
Power Company for a reallocation of service territory so that Ormet would be served by
South Central Power Company and any other supplier as necessary.”® The
reallocation was to take effect on December 31, 1999, two years after an agreement
between OP and Ormet entered into in 1966 was set to expire. In the interim period,
however, Ormet and OP received approval of an Interim Agreement from the
Commission whereby OP served Ormet from November 30, 1997 through
December 31, 1999.'%

In a complaint filing,'® Ormet subsequently sought to reverse the previously
requested and obtained service area assignment and obtain access to OP tariff rates

and charges (not its prior contract with OP). In the end, Ormet did not return to OP's

'3 See In the Matler of the Application of the Joint Pelition of Ohio Power Company and South Central

Power Company for Reallocation of Teritory, Case No. 96-1000-EL-PEB, Finding and Order
{November 14, 1996}.
1% See In the Maiter of the Application of Ohio Power Company for Approval of a Special Confract
Arrangement with Ormet Primary Aluminum Corporation, Case No. 86-988-EL-AEC, Finding and Order
{November 14, 1896).

1% On August 25, 2005, Ormet Primary Aluminum Corporation and Ormet Aluminum Mill Products
Corporation (herein referred to as “Ormet”) filed Petition to Transfer Rights to Fumish Electric Service
and/or Reallocate Certified Electric Service Territories; Complaint for Inadequate Service; and Complaint
for Unjust, Unreasonable and Discriminatory Proposed Rates against Ohio Power Company and South
Central Power Company in In the Matter of Ormet Primary Aluminum Corporation and Ormet Aluminum
Mill Products Corporation v. South Cenfral Power Company and Ohic Power Company, Case No.
05-1057-EL-CSS, Application {August 25, 2008).
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service area based on standard rates and charges. It returned at a contract price above
the standard tariff rates with other customers responsible, indirectly or directly, for
making up the difference between the “market price” as approved by the Commission
and the Ormet contract price.

Regardless of what the historical record shows, the Companies are collecting
prices that provide them with the largest gross hargin per MWH of all the business units
within the AEP system.'® The record in these proceedings shows that the broad scope
and structure of the FAC mechanism will negatively affect high load factor/energy-
intensive customers in the Companies’ service areas.'” Expanding the FAC
mechanism as the Companies now propose through the Joint Application and not as
part of their Proposed ESPs will, if approved, make it even harder for the energy-
intensive businesses located in the Companies’ service areas to survive in these
troubled times. The proposed use of the FAC to recover the “market delta is also
inconsistent with the Companies' Proposed ESPs.

In the Companies' Proposed ESPs, they seek authority to recover delta revenues
associated with PUCO-approved special arrangements through the proposed Economic
Development Cost Recovery Rider.'” More specifically, the Companies proposed to
track delta revenue amounts and make a quarterly filing to "establish rates which will be

a percentage of base distribution revenue to recover those amounts resulting from

'% |EU-Ohio Exhibit 2 at 2.
"7 See above discussion regarding the FAC mechanism.

1% ESP Application at 8; Companies Exhibit 1 at 12.
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Commission-approved special contracts."'® Thus, the Joint Application represents a
collateral attack on the Proposed ESPs’ treatment of dslta revenue.

During the discussions regarding SB 221, IEU-Ohio was a strong supporter of
proposals to maintain a robust opportunity for the Commission to approve reasonable
arrangements that serve economic development and retention objectives. 1EU-Chio
has no objection to the Companies’ belated attempt to do something that recognizes the
current Ormet arrangement expires tomorrow on December 31, 2008. But IEU-Ohio is
strongly opposed to the Companies’ collateral effort to prop up their Proposed ESPs
through the submission of the Joint Application and any effort by the Companies to
expand the scope of an already out-of-control FAC mechanism. As suggested above in
conjunction with IEU-Chio’s discussion of the Companies’ proposal regarding OVEC,
IEU-Ohio believes that the Federal Energy Regulatory Commission ("FERC")-approved,
cost-based pricing for this source of generation supply should be considered for use in
developing specific and long-term generation supply arrangements that are determined
to have merit by the Commission relative to Ohio's economic development and retention

objectives.

Vill. CONCLUSION

The Companies have not shown that the relief that they have requested in these
proceedings is warranted based on the objectives in Section 4928.02, Revised Code, or
based on the parameters of Section 4928.143, Revised Code. Accordingly, the

Commission cannot grant the relief requested by the Companies. Nonetheless, the

% Companies Exhibit 1 at 12.
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Companies’ successful implementation of their business strategy''® and access by their
customers to reliable service at reasonable rates depend, ultimately, on the
establishment of a reasonable ESP. Accordingly, IEU-Ohio also urges the Commission
to recommend that the Companies file a new ESP that is based on their rbusiness

strategy and meets the needs of their customers.

Respectfully submitted,

Lisa G. McAlister

Joseph M. Clark

McCNEES WALLACE & NURICK LLC
21 East State Street, 17™ Floor
Columbus, OH 43215
Telephone: (614) 469-8000
Telecopier: (614) 469-4653
sam@mwncmh.com
Imcalister@mwncmh.com
iclark@mwncmh.com

Attorneys for Industrial Energy Users-Ohio

"0 AEP business strategy states that it “... will seek to recover the cost of new utility investments in a
manner that results in reasonable rates for our customers while providing a fair return for our
shareholders through a stable stream of cash flows, enabling us to pay dependable, competitive
dividends” and that it “.._operate[s] ... generating asseis to maximize ... productivity and profitability after
meeting ... native load requirements.” |EU-Ohio Exhibit 7 at 7; see also Companies Exhibit 3, JH-1 at 10

of 66.
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