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Revised Direct Testimony of Daniel J. Duann, Ph.D. CRRA
In Opposition of the Stipulation and Recommendation
On Behalf of the Office of the Qhio Consumers' Counsel
PUCQ Case Nos. 11-346-EL-S80 et al.

PLEASE STATE YOUR NAME, ADDRESS AND POSITION.
My name is Daniel J. Duann. My business address 1s 10 West Broad Street, Suite
1804, Columbus, Ohio, 43215-3485. T am a Senior Regulatory Analyst with the

Office of the Qhio Consumers’ Counsel (“OCC™).

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND
PROFESSIONAL EXPERIENCE.

I received my Ph.D. degree in public policy analysis from the Wharton School,
University of Pennsylvania. I also have a M.S. degree in energy management and
policy from the University of Pennsylvania and a M.A. degree in economics from
the University of Kansas. I completed my undergraduate study in business
administration at the National Taiwan University, Taiwan, Republic of China. T
am a Certified Rate of Return Analyst conferred by the Society of Utility and

Regulatory Financial Analysts in April 2011.

I was a Utility Examiner II in the Forecasting Section of the Ohio Division of
Energy, Ohio Department of Development, from 1983 to 1985. From 1985 to
1986, I was an economist with the Center of Health Policy Research at the
American Medical Association in Chicago. In 1986, I joined the [llinois
Commerce Commission as a senior econornist in its Policy Analysis and Research
Diviston. I was employed as a senior institute economist at the National

Regulatory Research Institute (“DNRRI”) at The Ohio State University from 1987
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In Opposition of the Stipulation and Recommendation
On Behalf of the Office of the Ohio Consumers’ Counsel
PUCO Cuase Nos. 11-346-EL-S80 et al.

to 1995, My work at NRRIinvolved many areas of utility regulation and energy

policy. T was an independent business consultant from 1996 to 2007,

1 joined the OCC in January 2008 as a senior regulatory analyst. My
responsibilities are to assist OCC in participating in various regulatory
proceedings that include rate cases, alternative regulation, cost recovery filings,
and service reliability by Ohio utilities. In particular, I was part of the case team
that analyzed the first Electric Security Plan (“ESP”} filing by Columbus
Southern Power Company (“CSP") and Ohio Power Company (“OPC”)
(collectively, “AEP Ohio” or “Companies”™) in 2008." 1 also conducted analysis
and testified in AEP Ohio’s 2009 Fuel Adjustment Clause Audit proceeding (Case
Nos. 09-872-EL-FAC and 09-873-EL-FAC). I have submitted direct testimonies
in the AEP Ohio Remand proceeding and in this proceeding addressing the

Companies’ ESP plan filed on January 27, 201 1.2

HAVE YOU PREVIOUSLY SUBMITTED TESTIMONY BEFORE THE
PUBLIC UTILITIES COMMISSION OF OHIO OR OTHER AGENCIES?
Yes. [ have submitted expert testimony on behalf of OCC before the Public
Utilities Commission of Ohio (“PUCO” or “Commission”) in a number of cases

involving electric, gas, and water companies. Ihave also testified before the Ohio

' PUCO Case Nos. 08-917-EL-SSO et al.
2 PUCO Case Nos. | 1-346-EL-S50 et al.
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In Opposition of the Stipulation and Recommendation
On Behalf of the Office of the Ohio Consumers’ Counsel
PUCO Cuse Nos. 11-346-EL-S50 et al.

Division of Energy, the Hlinois Commerce Commission, and the Senate

Committee on Energy and Public Ultilities of the California Legislature.

WHAT DOCUMENTS HAVE YOU REVIEWED IN THE PREPARATION OF
YOUR TESTIMONY?

In addition to those documents that I identified in my earlier testimony filed on
July 25, 2011 in this proceeding, I have also reviewed certain documents related
to the Stipulation and Recommendation (“Stipulation”) filed in this proceeding on
September 7, 2011. Specifically, I reviewed the Stipulation and its attachments,
the supporting testimonies filed on September 13, 2011, the work papers related

to the supporting testimonies, and related discovery pertaining to the Stipulation.

WHAT ARE YOUR QUALIFICATIONS TO ADDRESS THE ISSUES
DISCUSSED IN YOUR TESTIMONY?

I am a trained economist with over twenty years of experience in studying and
analyzing the regulation of electric utilities in the United States. I am familiar
with the major issues related to the ESP filed by AEP Ohio in January 2011 and
the Stipulation filed in September 2011. Ihave participated and testified in
several cases involving AEP Ohio before the PUCO in the last three years and

some of the issues are closely related to the issues in this proceeding.3

} They include, but are not limited to, PUCO Case Nos, 11-155-EL-RDR, 11-1337-EL-RDR, 10-163-EL-
RDR, 11-1361-EL-RDR, 09-750-EL-ESS, 09-786-EL-UNC, and 10-1261-EL-UNC.
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Revised Direct Testimony of Daniel J. Duann, Ph.D. CRRA
In Opposition of the Stipulation and Recommendation
On Behalf of the Office of the Ohio Consumers’ Counsel
PUCO Case Nos. 11-346-EL-S50 er al.

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

The purpose of my testimony is to explain OCC’s opposition to the Stipulation.
On the advice of counsel, I understand that the Commission may approve a
stipulation only if the stipulation satisfies a three-prong test. First, the stipulation
must be the product of serious bargaining among capable, knowledgeable parties.
Second, the stipulation must benefit ratepayers and the public interest. Third, the

stipulation cannot violate any important regulatory principle or practice.

In my testimony, [ will address the second and third prongs of this test. I
conclude that the Stipulation does not benefit customers and the public interest
and thus does not pass the second prong of the stipulation test. I also find that the
Stipulation violates several important and long-standing regulatory principles and
practices and, consequently, the Stipulation fails to meet the third prong of the

test.

Additionally, I provide comments on a number of provisions of the Stipulation.
These provisions, in their current form, are ambiguous, unworkable, and not in the

best interests of AEP Ohio’s customers. They should be removed or modified.

PLEASE EXPLAIN WHY THE STIPULATION DOES NOT BENEFIT
CUSTOMERS AND THE PUBLIC INTEREST.
The Stipulation, in its current form, allows AEP Ohio to collect a substantial rate

increase from its customers, especially residential customers, over the term of the
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PUCGQ Case Nos. 11-346-EL-550 et al,

proposed ESP. The Stipulation forces the customers of AEP Ohio to forego a
variety of substantial rate and revenue reductions they may be entitled to in
several proceedings pending before the Commission. These proceedings include
the AEP Ohio Remand, the 2009 AEP Ohio FAC Audit, the 2010 AEP Ohio FAC
Audit (PUCO Case No. 10-1286-EL-FAC), and the recently-filed Phase-in

Recovery Rider case (PUCO Case No. 11-4921-EL-RDR).

If these proceedings result in PUCO-ordered rate and other adjustments, such rate
reductions or adjustments would need to be included in the baseline from which
the proposed ESP rates and revenues impacts are measured as well as for purpose
of the ESP-MRQ comparison. When viewed from this perspective, the
Stipulation will result in a very substantial rate increase to customers, especially
residential customers. Based on a revised 2012 baseline before-ESP rate that I
have developed, I estimate that the Stipulation will increase the revenue paid by
AEP Ohio’s customers by about $1.122 billion ($458 million by CSP and $677
million by OPC) over the three-year period of 2012, 2013, and 2014.* This
amount of increase in total revenue to be collected from the customers of AEP
Ohio exceeds the $339 million ($217 million by CSP and $129 million by OPC)
revenue increase imputed from the testimonies of AEP Ohio by $783 million.”
Over the same period of time, the yearly revenue collected by AEP Ohio, as a

result of the Stipulation, will increase from $3.571 billion in 2012 (before the

* See Attachment DID-L
¥ See Attachment DID-K.
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Stipulation) to $4.028 billion in 2014, a 12.79% increase in yearly revenue
collection.® Neither AEP Ohio nor other proponents of the Stipulation have

justified this significant increase.

Furthermore, a disproportionate share of the increase in revenues will be collected
from residential customers. Specifically, for CSP, 68% of the total revenue
increase over the three years is collected from residential customers.” For OPC,
52% of the total increase in revenue over the three years is collected from
residential customers.® And vet the estimated residential customers’ share of total
enecrgy usage over the next three years is far less (43% in the case of CSP and
28% OPC).” 1 have conducted a more detailed analysis of the increases of other
rate components, namely the Base Generation Rate, Total Generation Rate, and
Total Rate. These results also indicate that a similar unfair burden is being placed
upon the residential customers while other customer classes will have far less rate

increases and even rate decreases in certain instances.'’

% See Attachment DID-L.

7 Thid.

* Ihid.

? Ibid.

' gee Attachments DID-F, DID-G, and DJD-H. A summary is provided in Table 1.
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PLEASE EXPLAIN WHY THE STIPULATION VIOLATES IMPORTANT
REGULATORY PRINCIPLES OR PRACTICES.

First of all, I find that the ESP rates under the Stipulation are not more favorable
in the aggregate as compared to the expected results that would otherwise be
obtained through a market rate offer (“MRO”). The stipulated ESP thus fails to
meet the legal requirements for Commission approval of an ESP under Ohio
statutes, and violates the state regulatory policy espoused under R.C.
4928.143(C)(1). Specifically, using a revised baseline ESP rate that [ have
developed and accepting the assumption of the future market price of electricity
proposed by PUCO Staff and applying a methodology similar to the one used by
PUCO Staff,' 1find that AEP Ohio’s customers will liberally pay about $421
million ($114 million in 2012, $135 million in 2013, and $171 million in 2014)
more over three years under the ESP rates in the Stipulation than under a MRO

option. "

Second, 1 find that the Distribution Investment Rider (“DIR”) provisions in the
Stipulation may violate some important and long-standing regulatory principles
and practices. Specifically, I do not see the need of a DIR, especially in light of
the fact that AEP Ohio has a distribution rate case pending at the same time. |

find it troybling that the Stipulation includes an accelerated cost recovery

" See Pre-filed Testimony of Robert B. Foriney, September 13, 2011 at 3-6.
12 See Atrachment DID-J.
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On Behalf of the Office of the Ohio Consumers’ Counsel
PUCO Case Nos. 11-346-EL-S50 et al.

mechanism such as the DIR without a demonstration of any benetits or need for

this particular form of alternative regulation.

Third, I find that the return on common equity (“ROE”) of 10.50% contained in
the Stipulation is not based on any supporting record in this proceeding. There is
no evidence presented that the stipulated ROE is related to its business and
financial risk, nor that the return on equity (and consequently rate of return) on
distribution investment is just and reasonable. Actually, the PUCQO Staff has
recommended a much lower ROE for AEP Ohio bhased on its review in AEP
Ohio’s pending distribution rate case.”” The use of a stipulated ROE for
distribution-related investment without any supporting evidence violates the long-
standing practice in Ohio which requires the rates for distribution services to be

based on the cost of providing such a service.

Fourth, the DIR provisions in the Stipulation also have the potential of allowing
double recovery of the return on and return of the distribution investments that
AEP Ohijo is seeking to recover in its distribution rate case. AEP Ohio has filed a
distribution rate case seeking a return on and of distribution investments as of a
date certain, August 31, 2010. Yet the Stipulation also permits the Companies 1o
earn a refurn on and of this same investment as the capital additions recognized in

the DIR reflect gross plant in service incurred post 2000.

1 See Staff Report in PUCO Case No. 11-351-EL-AIR at 14-16 and Staff Report in PUCO Case No. 11-
352-EL-AIR at 14-16.
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Fifth, certain Phase-In Recovery Rider/Securitization provisions contained in the
Stipulation are ambiguous, unworkable and unreasonable. Specifically, the
prohibition against adjustment to the book balance (of the phase-in deferral
balance) at the end of 2011 is unreasonable and is not in the best interest of
customers.'* Based on my understanding of the various related proceedings
pending before the Commission, I believe there is a strong probability that AEP
Ohio has been actually over-collecting the costs of fuel and purchased power over
the three-year period of the first ESP. Yet the Stipulation requires customers to
forego this over-collection by prohibiting adjustment to the FAC phase-in deferral
balance. In addition, there is no definition of or reference to what constitutes
“suitable and appropriate legislation” to address the matter of securitization in the
Stipulation.15 The agreement to support, in advance, any subsequent approvals
needed or tariffs required by AEP Ohio from the Commission to securitize the
PIRR regulatory assets is unusual, given a complete lack of specificity of the
approvals or tariffs required by AEP Ohio. !¢ Finally, the provision in the

Stipulation requiring AEP Ohio to use a mechanism to make an adjustment (up or

¥ §pecifically, in the Stipulation paragraph TV, 6, A, at page 26, it is stated “The collection period for the
PIRR will commence on an AEP (combined CSP and OPCo) basis for non-residential customers beginning
January 1, 2012 and will include a debt carrying charge of 5.34% and calculated with no adjustment to the
book balance as of year end 2011 (the “modified PIRR™)}, subject to the terms of this paragraph.”

" See Stipulation paragraph IV, 6 at 25-26, which states “The Signatory Parties agree to work in good faith
to pass suitable and appropriate legislation to address the matter as expeditiously as reasonably possible and
to support any subsequent approvals needed or tariffs required by AEP Chio from the Commission to
securitize the PIRR regulatory assets.”

*5 Ihid.
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On Behalf of the Office of the Ohio Consumers' Counsel
PUCO Case Nos. 11-346-EL-550 er al.

down) equal to the amount adjusted by the Commission or the Supreme Court of
Ohio may be unworkable as there are usually some significant limitations in most
securitization legislations on modifying the value of the regulatory asset

underlying the securitization bonds.

PLEASE EXPLAIN WHY THE “2012 RATES BEFORE PROPOSED ESP”
USED BY AEP OHIO IN ITS TESTIMONIES IS NOT A VALID BASELINE
TO EVALUATE THE RATE AND REVENUE IMPACT OF THE
STIPULATION.

The term “2012 Rates before Proposed ESP” is defined and used by AEP Ohio as
a baseline rate in calculating the percentage of rate increase in 2012, 2013, and
2014 under the Stipulation.'’ It is my understanding, based on a review of the
testimonies and work papers filed by AEP Ohio, that this “2012 Rates before
Proposed ESP” is derived from the current 2011 Base Generation Rates with
additional elements. These elements are the estimated full fuel cost in 2012, the
full 2011 Environmental Investment Carrying Charge Rider (“EICCR”), the 2011
transmission and distribution costs, the 2011 Provider of Last Resort (“POLR™)
charge, and the estimated Phase-In Recovery Rider (“PIRR”) to be started in
2012. It is also my understanding that this “2012 Rates before Proposed ESP” is
supposed to reflect the 2012 ESP rates the customers of AEP Ohio will face in the

absence of an ESP as specified through the Stipulation. It has fully reflected the

17 See Roush Testimony filed on September 13, 2011, Exhibit DMR-1.

10
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In Oppasition of the Stipulation and Recommendation
On Behalf of the Office of the Ohio Consumers’ Counsel
PUCO Case Nos. 11-346-EL-850 et al.

effects of fuel costs (without any cap) and those provisions approved in the first

ESP.

As explained below, this “2012 Rates before Proposed ESP” as calculated by
AEP Ohio witness Roush overstates the estimated 2012 electricity rates that the
customers of AEP Ohio are likely to face before the implementation of the
stipnlated ESP. The “2012 Rates before Proposed ESP” is not a reasonable and
valid baseline in calculating the increase in rates and revenues associated with the
Stipulation for the following reasons:
I. This “2012 Rates before Proposed ESP” does not include any

prospective reduction in the Base Generation Rate (of the

embedded environmental carrying charges) that may occur as a

result of the Remand proceeding;
2. It does not include the complete removal of the POLR charges

from the existing 2011 rates that may occur as a result of the

Remand proceeding;
3. 1t also fails to account for the cumulative “flow-through effect” on

fuel cost deferral balance as a resull of the reduction in Base

Generation Rate and POLR charge over the 2009 to 2011 period

that may occur as a result of the Remand proceeding.

In using the “2012 Rates before Proposed ESP” as the baseline in evaluating the

rate and revenue impacts of the Stipulation, AEP Ohio is assuming there will be

11
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no reduction in rates and in the fuel cost deferral balance for its customers from
the AEP Ohio Remand proceeding. In agreeing to the Stipulation, the signatory
parties are essentially agreeing in advance to forego any relief or recovery of past
and current overpayments they may be entitled to from the Remand proceeding
and the AEP FAC audit proceedings. This is an unreasonable concession to seek
from customers and is a concession that could turn out to be worth hundreds of
millions of dollars. Iestimate that AEP Ohio, by using the “2012 Rates before
Proposed ESP”, understates the total revenue increase contained in the Stipulation
by about $783 million (the difference between the $1.122 billion revenue increase
1 estimate and the $0.339 billion estimated by AEP Ohio) over the three-year

period of 2012 to 2014."®

PLEASE EXPIAIN YOUR THREE ADJUSTMENTS TO THE “2012 RATES
BEFORE PROPOSED ESP"DEFINED AND USED BY AEF OHIO.

In order to provide a reasonable baseline to evaluate the rate and revenue
increases of the Stipulation, I make three adjustments to the *“2012 Rates before
Proposed ESP” defined and used by AEP Ohio. These adjustments are reasonable
and consistent with the position advocated by OCC in the Remand proceeding,
following from the Ohio Supreme Court’s reversal of portions of the

Commission’s Order in AEP Ohio’s first ESP case,

'® See Attachments DJD-I and DID-K.

12
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First, I remove the carrying charges on 2001 to 2008 environmental investments
from the Base Generation Rate component of the 2011 ESP rates. Second, |
completely remove the POLR charges currently being collected in a separate rider
of the 2011 ESP rates. Third, I adjust the estimated FAC deferral balance at the
end of 2011 to be “zero”. As there is no FAC deferral balance to be amortized,

the PIRR rate that is scheduled to be collected starting in 2012 is set at “zero.”

PLEASE EXPLAIN WHY THE ENVIRONMENTAL CARRYING CHARGES
EMBEDDED IN THE 2011 BASE GENERATION RATE SHOULD BE
REMOVED COMPLETELY.

Under AEP Ohio’s first ESP, the annual carrying charges on environmental
investments are collected through two different rates. The annual incremental
carrying charges associated with the environmental investments made during the
2001 through 2008 period are collected through the Base Generation Rate. The
annual carrying charges on the environmental investments made after Janvary 1,
2009, on the other hand, are being collected through an EICCR that is updated

annually.

I have been advised by counsel that there is no specific provision within R.C.
4928.143(B)(2) that would allow the annual carrying charges on pre-January 1,

2009 environmental investments to be included in an electric utility’s ESP. Itis
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OCC’s position, confirmed by the Ohio Supreme Court”, that the statute permits
an ESP to include only items listed in the statute, not untisted items. I would note
that subsection (B)(2)(b) of the statute makes it clear that the General Assembly
did not permit capital asset investments that predate the January 1, 2009 Standard
Service Offering to be included as part of the ESP. To suggest that the General
Assembly would not allow capital investment predating the Januvary 1, 2009 §SO
and yet allow carrying charges on that disallowed investment seems illogical. 1
have reviewed the compliance tarifts and work papers filed by AEP Ohio in the
first ESP, and can confirm that these particular environmental carrying charges

have been coilected through the base generation rates since April 2009.%

Q12. PLEASE EXPLAIN YOUR CALCULATION OF THE ENVIRONMENTAL
CARRYING CHARGES EMBEDDED IN THE 2011 BASE GENERATION
RATE,

Al2. Based on the compliance tariffs and workpapers filed by AEP Ohio in the first
ESP on July 28, 2009, I identified the carrying charges on 2001 to 2008
environmental investments allocated to different customer classes of AEP Ohio,
and the 2009 energy usage (kWh) used in setting the compliance tariff. The
embedded environmental carrying charge rates per KWh for different customer

classes can be calculated accordingly. Attachment DID-A shows the details of

' See Remand Decision at 12, Paragraph 31.

* Based on the Compliance work papers filed by the Companies on July 28, 2009 in PUCO Case Nos, 08-
917-EL-S80 and 08-918-EL-8S0.

14
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my calculation and the resulting environmental carrying charges embedded in the

2011 base generation rate.

As for the aggregate revenue collected from AEP Ohio’s customers associated
with this particular environmental carrying charge, T have estimated the amount of
incremental carrying charges associated with the 2001 through 2008
environmental investments to be about $110 million ($26 million collected from
CSP’s customers and $84 million from OPC’s customers) per year from 2009 to
2011 depending on the actual energy used by different classes of customers over
the first ESP period. If the Commission decides in the Remand proceeding that
the carrying charges on the 2001 through 2008 environmental investments should
be removed, then the customers of AEP Ohio should be due a refund of about
$330 million in base generation rates that the customers were charged during the
three-year term of the first ESP.*' I estimate that $266 million has been collected
($63 million from CSP’s customers and $203 million from OPC’s customers)
from April 2009 through May 2011. For the last seven months of 2011, 1 estimate
that $64 million in environmental carrying charges is either being collected
sitbject to refund or is still to be collected by AEP Ohio (315 million from CSP’s

customers and $49 million from OPC’s customers).” See Attachment DJD-B.

*! The $330 miltion saving is an estimate assuming the total electricity usage and usage by individual
classes of customers remain the same from 2008 to 2011, The actual revenues collected and to be collected
may be higher or lower than the estimated figures.

% These revenue figures are derived based on the assumption that the annual revenue is collected equally
each month of the year.

15
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PLEASE EXPLAIN WHY THE POLR CHARGES EMBEDDED IN THE 2011
ESP RATE SHOULD BE REMOVED COMPLETELY.

It is my understanding that the Ohio Supreme Court reversed the provisions of the
ESP order authorizing the POLR charge.” The Court stated: “In short, the
manifest weight of the evidence contradicts the commission’s conclusion that the
POLR charge is based on cost.”* The Court also indicated that there is no
evidence supporting the Commission’s characterization of this charge as based on
cost.” The Court did allow the Commission to revisit the POLR issue. The Court
stated that it expressed no opinion on whether a formula-based POLR charge is
per se unreasonable or unlawful, and advised that the Commission may consider

on remand whether a non-cost-based POLR charge is reasonable and lawful.*

Nevertheless, in the Remand proceeding, 1 could not find any additional and
credible evidence regarding AEP Ohio’s actual costs of providing POLR service.
On this basis, I conclude that the existing POLR charge was not justified and
should be removed from the existing ESP rate completely. Consequently, any
POLR charges embedded in the 2011 ESP rates should be removed, and AEP
Ohio’s customers are entitled to a return of the full amount of POLR revenues

collected since April 2009 plus interest.

* See Remand Decision at 11, Paragraph 29.

* 1bid.
* Tbid.

* See Remand Decision at 11, Paragraph 30,
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I have reviewed the POLR-related tariffs of CSP and OPC currently in effect and
those in effect from April 2009 to May 2011. They are included in the Provider
of Last Resort Charge Rider, Sheet No. 69-1 for CSP, and Sheet No. 69-1 for
OPC filed by the Companies on May 27, 2011, and the same tariff sheets filed by

the Companies on March 30, 2009,

I estimate that the POLR revenue collected by AEP Ohio to be about $152 million
($97.4 million by CSP and $54.8 million by OPC) per year from 2009 through
2011 depending on the actnal energy usage of AEP Ohio’s customers in these
years.” The estimated entire POLR revenue collected in AEP Ohio’s first ESP is
about $457 million. So far during the ESP period from April 2009 through May
2011, it is estimated that AEP Ohio has collected about $368 million in POLR
charges ($235.3 million through CSP and $132.4 million through OPC).
Additionally, about $89 million ($56.8 million through CSP and $32 million
through OPC) in POLR will be collected in the last seven months of 2011.
Currently a portion of the POLR revenues is being collected, subject to refund.

See Attachment DJD-C.

*7 Based on the Compliance work papers filed by the Companies on July 28, 2009 in PUCO Case Nos. 08-
917-EL-S50 and (8-918-EL-SSO.
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PLEASE EXPLAIN YOUR ADJUSTMENT TO THE FAC DEFERRAL
BALANCE THAT IS TO BE AMORTIZED AND COLLECTED THROUGH
THE “PHASE-IN RECOVERY RIDER” OVER A SEVEN-YEAR PERIOD.
The third adjustment to the *2012 Rates before Proposed ESP” is to re-set the
FAC deferral balance (the underlying regulatory asset to the PIRR) at the end of
2011 o reflect the true amount of fuel and purchased power costs being deferred
in the first ESP period. 1 conclude that it is likely there would be no FAC cost
being deferred in the first ESP if the flow-through effects of the Remand
proceeding and the adjustments proposed or to be proposed in the 2009 and 2010

AEP FAC Audit proceedings are fully reflected in rates.

As there is no FAC deferral balance to be amortized, the PIRR scheduled to start
in 2012 is also set at “zero.” This adjustment in FAC deferral balance reflects the
fact that the estimated amount ($634 million) of non-FAC revenues
(environmental carrying charges and POLR charges) over-collected by AEP Ohio
during the period of April 2009 to May 2011 already exceeds the current estimate
($628 million) of the FAC deferral balance at the end of 2011.%® The estimated
over-collection of $634 million does not include any additional reduction in
carrying charges associated with the monthly reduction in the FAC deferral
during the period of 2009 to 2011. Nor does it include any proposed adjustments

to actual FAC costs that could occur in the two pending FAC audit cases.

28 See the Application in PUCO Case No. 11-4921-EL-RDR,
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Under the FAC deferral mechanism approved by the Commission in AEP Ohio’s
first ESP case, the reduction of the FAC deferral is directly related to the removal
of environmental carrying charges and the POLR charge. The phase-in deferral
balance is comprised of the actual fuel expenses that have not been collected
throngh the FAC rates and the carrying costs associated with the shortfalls of fuel
expense collection.”” The FAC rates during the first ESP, in turn, are limited to
the amount of fuel expenses that would be collected from customers such that
total revenues would not exceed the Commission-ordered “caps” on annual
revenue for CSP and OPC. Under the FAC and rate caps set by the Commission
in AEP Ohio’s first ESP, the FAC rates for CSP and OPC are essentially “residual
values” between the capped rates and the sum of all non-FAC rates. If the sum of
all non-FAC rates (which include the base generation rate, the POLR charge, and
other riders) were reduced as a result of the remand proceeding, the allowed FAC
rates (that is amount of FAC expenses collected, as a residual value, from
customers) would increase. As the FAC rates increase, the amount of fuel
expenses being deferred, and the carrying costs associated with the fuel expense
deferral would decrease. Consequently, if the environmental carrying charges
embedded in the base generation rate and the POLR charge were removed, the

phase-in FAC deferral balance would be reduced accordingly.

* For a description of the method and calculation of the FAC deferral balance, see AEP Ohio’s Application
filed on September 30, 2009 in PUCO Case No. 09-872-EL-FAC.
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I have estimated that the total amount for the environmental carrying charges
embedded in the base generation rate and the POLR charge collected by AEP
Ohio during the time period of April 2009 to May 2011 to be about $634 million
($298 million was collected from CSP’s customers and $335 million from OPC’s

customers). See Attachment DID-D,

PLEASE EXPLAIN THE TERM “REMAND-REVISED 2012 RATES
BEFORE PROPOSED ESP” USED IN YOUR ANALYSIS OF THE RATE
AND REVENUE IMPACT OF THE STIPULATION.,

The “Remand-Revised 2012 Rates before Proposed ESP” is the baseline ESP rate
I used for the analysis regarding the rate and revenue impacts of the Stipulation.
It represents the estimated electricity rate the customers of AEP Ohio will likely
face in 2012 before the implementation of the ESP as proposed in the Stipulation.
In calculating this “Remand-Revised 2012 Rates before Proposed ESP”, I used
the same fuel cost (full amount without any cap), EICCR rate, transmission rate,
and distribution rate calculated and presented by AEP Ohio. Then I applied the
three adjustments: a lower Base Generation Rate, a POLR charge set at “zero”
and a PIRR rate set at “zero” I described earlier in my testimony. I believe this is
a reasonable and valid baseline rate. The “Remand-Revised 2012 Rates before
Proposed ESP” as well as the stipulated rates presented by AEP Ohio for different

classes of customers are presented in Attachment DJD-E.
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Q16. PLEASE SUMMARIZE YOUR FINDINGS REGARDING THE INCREASE

Alé6.

IN BASE GENERATION RATE, TOTAL GENERATION RATE, AND
TOTAL RATE, BY CUSTOMER CIASS, AS A RESULT OF THE
STIPULATION.,

By using the various rate components of the “Remand-Revised 2012 Rates before
Proposed ESP” as the baseline for comparison, I calculated the percentage
increases in rates for different classes of AEP Ohio’s customers as a result of the
Stipulation. A summary of the percentage increase in Base Generation Rate by
customer class 1s shown in Attachment DID-F. A summary of the percentage
increase in Total Generation Rate by customer class is shown in Attachment DJD-
G. A summary of the percentage increase in Total Rate is shown in Aftachment
DID-H. The percentage increases of these three rate components all indicate that
residential customers are expected to have much higher and disproportionate
percentages of rate increases than other major customer classes such as GS1, GS2,

GS3, and GS4/IRP. A summary of the percentage of increase is shown in Table 1.

Table 1: Percentage Increase in Rates by Customer Classes (2012 to 2014)

CSP OPC
Customer Base Total Total Base Total Taotal
Class Generation Generation Rate Generation Generation Rate
Rate Rate Rate G Rate
RS 8% 20% 17% | 47% 22% 20%
GS1 -30% -27% 2% -19% -8% 14%
(352 -34% -24% 5% 3% 0% 21%
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GS3 15% -1% 7% 19% 10% 10%
GS4/IRP 128% 20% 10% | 15% 9% 2%
All 45% QY 12% | 20% 11% 13%
Customers

Q17. PLEASE SUMMARIZE YOUR FINDINGS REGARDING THE

Al7.

PERCENTAGE SHARE OF THE INCREASE IN TOTAL REVENUE, BY
CUSTOMER CLASS, AS A RESULT OF THE STIPULATION.

[ have calculated the percentage share of the increase in total revenue to be
collected for different classes of customers under the Stipulation. See Attachment
DID-1. Once again, residential customers are asked to bear a very high
percentage of the increase in total revenue. For the three-year period of 2012,
2013, and 2014, CSP’s residential customers are expected to pay an additional
$311 million, 68% of the total revenue increase of $458 million. For the same
time period, OPC’s residential customers are expecting to pay $351 million, 52%
of the total revenue increase of $677 million. The percentage shares of the other
four major customer classes, GS1, GS2, GS3, and GS4/IRP are considerably
lower. In the case of CSP, GS3 customers have the second highest percentage
share of 16% of total revenue increase. In the case of OP, GS2 customers have
the second highest percentage share of 27%. A summary of the percentage share
of the increase in total revenue is shown in Table 2. Notably, the signatory parties
have not shown any credible rationale for the revenue distribution; nor can it be
claimed that the stipulated rate increases among different custorer classes are

supported by the cost to serve.
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Table 2: Percentage Share of Increase in Revenues by Customer Class

2012 2013 2014 2012-2014

' Customer Class | CSP | OPC | CSP | OPC | CSP | OPC | CSP | OPC

-

RS 62% | 48% | 70% | 54% | 69% | 53% | 68% | 52%
GS1 1% | 3% | 0% | 2% { 0% | 2% | 0% | 2%
GS2 T% 1 32% | 5% |27% | 4% | 24% | 5% | 27%
GS3 219% | 18% | 15% | 16% | 15% | 17% | 16% | 17%

GS4/IRP 8% | 5% | 8% | 3% | 11% | 3% : 9% | -1%

Q18. PLEASE EXPLAIN YOUR CALCULATION OF THE “BASELINE ESP
RATE” USED IN YOUR ANALYSIS REGARDING THE COMFPARISON OF
THE ESP OPTION (AS SPECIFIED IN THE STIPULATION) AND THE
MRO OPTION.

AlI8. As advised by counsel, one of the legal requirements for the approval of an ESP
(as specified in the Stipulation in this proceeding) is that the rates, terms, and

conditions under the Stipulation (as an ESP) are more favorable in the aggregate

10

11

12

13

14

15

as compared to the expected results that would otherwise be obtained through a
market rate offer. The statute also provides specific guidelines on making this
ESP-MRO comparison. PUCO Staff witness Robert B. Fortney has concluded

that during the three-year period of 2012 to 2015, the ESP (Stipulation) option is

slightly more favorable than the MRO option. \
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In making my own comparison, I generally follow Mr. Fortney’s methodology
and some of the data used such as the projected market price of electricity and the
transmission adjustment. However, 1 did not use the “Current Market
Comparable Total Generation” defined and calculated in his analysis as the
Baseline ESP Rate required in estimating the blended MRO price. 1 conclude that
the full impact of the Remand proceeding, that is, the removal of the
environmental carrying charge and the POLR charge and the flow-through effect
on FAC deferral balance, must be reflected in the baseline 2011 ESP rate. Even
though the Commission has not decided the Remand proceeding, I believe, as a
better protection of the customer and public interest, it is reasonable to apply a
stringent but reasonable assumption in making this ESP-MRO comparison. It
should also be noted that the “Remand-Revised 2012 Rate before Proposed ESP”
may also overestimate the 2011 Baseline ESP Rate as the effects of the pending
2009 and 2010 FAC Audit cases are not reflected in the baseline ESP rates 1
proposed and calculated in making the ESP-MRP comparison. In this regard, it is
possible that the actual cost advantage of the MRO option over the Stipulation

(ESP option) is even larger than my calculation here.

I used the “Remand-Revised 2012 Rate before Proposed ESP™ calculated earlier
in my testimony plus the “Transmission Adjustment” as the “Baseline ESP Rate”
in making the ESP-MRO comparison. The results are shown in Attachment DJD-

J.
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PLEASE DEFINE AND EXPLAIN YOUR CALCULATION OF THE “MRO
RATE” USED IN YOUR COMPARISON OF THE ESP OPTION AND THE
MRO OPTION.

The “MRO Rate”, according to the statute, is a blending of the most recent ESP
rate and the expected market price of electricity. In my analysis, the “Baseline
ESP Rate” is used as the most recent ESP price. The expected market price for
electricity is the same as those provided by PUCQ Staff witness Johnson in his
testimony, with the exception of the 2014 projected market prica’::.3 % The 2014
projected market price I used ($67.49 per MWH) is the average of the January
2013 through May 2014 market price ($61.38 per MWH) and the June 2014
through May 2015 price ($73.59 per MWH) estimated by Staff witness Johnson.
The blending ratios are 90% of the most recent ESP price plus 10% of expected
market price for the first year, 80% of the most recent ESP price plus 20% of
expected market price for the second year, and 70% of the most recent ESP price

plus 30% of expected market price for the third year.!

PLEASE SUMMARIZE YOUR FINDINGS REGARDING THE
COMPARISON OF THE STIPUILATED ESP OPTION AND THE MRO
OFTION.

A detailed comparison of the ESP-MRO options in 2012, 2013, 2014, and the

whole three-year period is shown in Attachment DJD-J. My calculations show

30

See Pre-filed Testimony of Daniel R. Johnson, August 4, 2011 at 32.

3 See R.C. 4928.142(D).
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that AEP Ohio’s customers will likely pay $351 million more in generation costs
under the Stipulation than under the MRO option. Therefore, I conclude that the
ESP option specified in the Stipulation is not more favorable in the aggregate than

the MRO option. The Stipulation, in its current form, must be rejected.

HAVE YOU REVIEWED OTHER TERMS AND CONDITIONS OF THE
STIPULATION AS PART OF THE ESP-MRO COMPARISON.

Yes. Iread the other terms and conditions specified in the Stipulation and
considered some of these terms and conditions. It is my understanding that the
required MRO-ESP comparison does include rates and other terms and
conditions, including, for example, any deferral and future recovery of deferral.*

Nevertheless, I conclude that the effects of these terms and conditions, if any, do

not change the overall results of the ESP-MRO comparison.

PLEASE COMMENT ON THE PHASE-IN RECOVERY RIDER (PIRR)
PROVISIONS OF THE STIPULATION.

AEP Ohio (Ohio Power Company) filed an application on September 1, 2011 for
approval of a mechanism to recover deferred fuel costs accumulated during the

first ESP (the “PIRR” proceeding).”® The process for collecting the phase-in FAC

2 Gee R.C. 4928.143(C)(1).

# Application for Approval of a Mechanism to Recover Deferred Fuel Costs (PUCO Case No. 11-4921-
EL-RDR).
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deferral balances at the end of 2011, if any, starting January 2012 through
December 2018 was provided in the order of the first ESP filing. However, the
amount of the deferral balance to be recovered through the PIRR is still to be
determined by the Commission. This PIRR proceeding is part of the Stipulation
at the present time, and there are several provisions in the Stipulation related to

the PIRR.

First of all, T conclude that there is no need for a PIRR as there is likely no
regulatory asset associated with FAC deferral at the end of 2011. As discussed
earlier in my testimony, the FAC deferral balance of AEP Ohio at the end of 2011
should be set at “zero” after the effects of the Remand proceeding and the FAC

Audit proceedings are fully accounted for.

Second, the Stipulation’s prohibition against adjustments (o the book balance at
the end of 2011 is unreasonable and is not in the best interest of customers. In
addition to the flow-through effects of removing the POLR charge and the
environmental carrying charge embedded in base generation rate on the FAC
deferral balance, three FAC audits that have been completed or will be completed
and will likely to result in further reduction of the FAC deferral balance at the end
of 2011. There is a strong probability that AEP Ohio has been actually over-
collecting the costs of fuel and purchased power over the three-year period of the

first ESP.
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The record for the 2009 FAC Audit has been completed and the case has been
briefed. The 2010 FAC Audit was completed and a procedural schedule has been
set.™ Itis expected to go to hearing in October 2011. In both proceedings, there
are disagreements regarding the amount of prudently-incurred FAC costs in 2009
and 2010 that shouid be allocated to AEP QOhio’s retail customers. The amounts
of possible adjustment in the FAC costs allocated to retail customers are
substantial. The PIRR proceeding should not be resolved through the Stipulation.
The pending PIRR proceeding should be decided separately from this proceeding
and should fully reflect the expected outcome of the three FAC audit cases. Any
PIRR rate, if authorized by the Commission before the compietion of the three

FAC audits, should be collected subject to refund.

PLEASE COMMENT ON THE SECURITIZATION PROVISIONS OF THE
STIPULATION.

If the Commission decides that a PIRR rate should still be approved, the
provisions in the Stipulation regarding securitization of the FAC regulatory asset
need to be modified or removed. First, I have been advised by counsel that
existing statutes, specifically O.A.C. 4928.143(B)(2)(f), already provide for a
securitization based on the phase-in deferral balance under the ESP. AEP Ohio
had the option to propose a securitization plan in the proposed ESP under existing

statutes and choose not to do so.

#* See PUCO Case No. 10-1286-EL-FAC.
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Second, the securitization provisions in the Stipulation are ambiguous and
unworkable. There is no definition of “suitable and appropriate legislation™ to
address the matter of securitization. The advance agreement to support any
subsequent approvals needed or tariffs required by AEP Ohio from the
Commission to securitize the PIRR regulatory assets is highly unusual given that
the Stipulation is not specific as to what the stipulating parties are agreeing to, nor

as to what AEP Ohio will propose.

Third, the provision in the Stipulation requiring AEP Ohio to use a mechanism to
make an adjustment (up or down) equal to the amount adjusted by the
Commission or the Supreme Court of Ohio is in all likelihood an empty promise.
Based on my understanding of possible new securitization legislation, there will
be strict limitations regarding any possible adjustments of an underlying
regulatory asset once the regulatory asset is being securitized. Obviously, in this
proceeding, I am not going to discuss specific provisions of any possible new
legislation on securitization. 1 am not proposing to put any restriction on possible
securitization legislation as it is not a subject of my testimony. But I do believe
that any regunlatory asset should not be securitized until the value of the regulatory
asset is finalized and all appeals of all proceedings underlying the regulatory asset
are exhausted. This is the best approach for AEP Ohio’s customers and AEP

Ohio. The Stipulation fails to adopt this reasonable approach.
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PLEASE COMMENT ON THE DISTRIBUTION INVESTMENT RIDER
(DIR) PROVISIONS OF THE STIPULATION.

The establishment of a DIR effective January 2012 based on post-2000
investment, as proposed in the Stipulation, is unnecessary and problematic given
that AEP Ohio already has filed a distribution rate case and the discovery and
review of the distribution rate case is well underway.*® There are three problems

related to the DIR provisions of the Stipulation.

First, the ROE of 10.50% contained in the Stipulation is not based on any
supporting record of this proceeding and there is no evidence presented that the
stipulated ROE is related to the business and financial risk facing AEP Ohio.
There has been no evidence presented that a ROE of 10.50% is a just and
reasonable return for equity investors on such investment. In fact, the PUCO
Staff has recommended a much lower ROE for AEP Ohio based on its review in a

pending AEP

* The Staff Reports of the AEP Ohio distribution case were issued on September 15, 2011,
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Ohio distribution rate case. The use of a stipulated ROE, unrelated to the business
and financial risk facing AEP Ohio and not shown to be just and reasonable
violates the long-standing practice and statutes in Ghio for setting the rates of

distribution services based on the cost of providing such a service.

The DIR provisions in the Stipulation also have the potential of allowing double
recovery by AEP Ohio of the return earned on and of the same capital investment,
specifically the distribution investment made after 2000 through August 31, 2010
(the Date Certain of the pending distribution case). The pending distribution rate
case, as a stand-alone traditional rate case, allows AEP Ohio the opportunity to
collect the return of and return on the incremental net plant in-service after 2000
through the date certain. The DIR provisions in the Stipulation provide another
opportunity for AEP Ohio to earn a return on and of the same distribution
investments subject to a prudency review each year. There is no guarantee that a
prudence review each year can prevent the double recovery of return earned on

distribution investments made in this particular period of time.

The DIR is mainly an accelerated cost recovery mechanism. I was advised by
counsel that current statutes, in particular R.C. 4928.143(B)(2)(h), allow an ESP
to include distribution investments, subject to certain limitations. Specifically, as
advised by counsel, the statutes require a showing of the need for such
investment. In this proceeding, AEP Ohio has not shown a compelling need for

distribution infrastructure or modernization investments. Moreover, the
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Commission has not examined the reliability of AEP Ohio’s distribution system
in this proceeding, which it must do before approving distribution infrastructure

investment under an ESP.

Additionally, as a matter of sound regulatory policy, an accelerated cost recovery
mechanism such as the DIR should be approved only if there is a clear showing of
the benefits of alowing such an accelerated recovery. AEP has failed to show the
need for such accelerated recovery. AEP Ohio always has the means to collect

return on and of distribution investment by filing a distribution rate case.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes. However, I reserve the right to supplement my testimony in the event that
AEP Ohio, PUCO Staff or other parties submit additional testimonies or
comments, or if new information or data in connection with this proceeding

becomes available,
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