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INTRODUCTION

On March 30, 2012, AEP-Ohio* filed with the Public Utilities Commission of Ohio
(“Commission”) its third version of an Electric Security Plan (“Modified ESP”) in these
cases. There are two main components to the Modified ESP.

The first main component of the Modified ESP seeks the Commission’s approval
of annual increases in prices for three years for the standard service offer (“SSO”). The
proposed increases occur through the base generation prices and through riders and
other mechanisms that, if approved, will make electric bills less predictable and less

stable. Because the first main component of the Modified ESP works to increase SSO

! The Applications commencing these cases were filed by the Ohio Power Company (“OP”) and the
Columbus Southern Power Company (“CSP”). Since the commencement of these cases the two
applicants have merged. For convenience, the merged companies will be referred to as AEP-Ohio unless
the context requires the identification of one of the former companies.
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prices that are already above-market, the earnings-protection vitality of AEP-Ohio’s first
main component depends on it being cemented to the second.

The second main component of the Modified ESP asks the Commission to permit
AEP-Ohio to deploy an economic blockade against Competitive Retail Electric Service
(“CRES”) providers serving any customers in AEP-Ohio’s distribution service territory.
The proposed economic blockade would occur through the imposition of a
discriminatory, non-comparable and significantly above-market charge (the wholesale
capacity charge) that AEP-Ohio seeks to uniquely levy on CRES providers serving
customers in AEP-Ohio’s distribution service territory. Through what amounts to a
shopping tax, the second main component insulates the above-market revenue AEP-
Ohio seeks through the first main component against the discipline of market forces.

The profit guarantees and constraints on customer choice offend fundamental
requirements of Ohio law and policy and result in a Modified ESP that is worse for
customers and competition than the one the Commission rejected in February 2012.
The sum causes the Modified ESP to be less favorable, in the aggregate, than the
expected results under Section 4928.142, Revised Code (the Market Rate Offer or
“MRO” option).

For the reasons discussed below, AEP-Ohio’s Modified ESP must be rejected.
The structure and the consequences of the Modified ESP are unreasonable and

unlawful.
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Il. THE MODIFIED ESP IS NOT MORE FAVORABLE THAN A MRO

In order to approve an ESP, the Commission is required to find that the ESP is
more favorable in the aggregate than a MRO (“ESP versus MRO test”).? The electric
distribution utility (“EDU”) has the burden of demonstrating that the ESP is more
favorable.* AEP-Ohio’s attempt to demonstrate that the Modified ESP satisfies the ESP
versus MRO test, however, is meritless. When the ESP versus MRO test is properly
applied, the Modified ESP fails the ESP versus MRO test by $1.5 billion.

A. The Modified ESP

The Modified ESP consists of two main components and several interrelated
parts. The first component addresses the terms of the ESP. This portion of the
Modified ESP fixes generation rates by adopting the current non-fuel generation rates
including the current Environmental Investment Carrying Charge Rider (“EICCR”).* It
continues the Fuel Adjustment Clause (“FAC”) with a modification to separately account
for alternative energy credits through a separate rider.> It contains a “placeholder” for a
Generation Resource Rider (“GRR”) that is designated in the Application for the Turning
Point Solar Facility (“Turning Point”).® Additionally, the Modified ESP contains a Retail

Stability Rider (“RSR”) that would guarantee a level of revenue sufficient to produce a

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

*1d.

* Application at 7 (Mar. 30, 2012) (“Application”).
®Id. at 7-8.

1d. at 8.
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total company rate of return of 10.5% based on 2011 average total company equity.’
The Modified ESP also includes a Pool Termination Provision (“PTP”) that would permit
AEP-Ohio to seek lost revenue resulting from the termination of the System
Interconnection Agreement (“Pool Agreement”).?

The second part addresses the prices that CRES providers will pay for capacity
to serve customers in the AEP-Ohio distribution service territory. As part of the total
package that AEP-Ohio is seeking to sustain its revenue goals and to prevent shopping,
it also proposes to provide “discounted” capacity. Superficially similar to the proposal
contained in the September 7, 2011 Stipulation® which the Commission ultimately
rejected, capacity available to CRES providers would be priced at $145.79/megawatt-
day (mw-day) (Tier 1) and $255/mw-day (Tier 2) (“Pricing Scheme”).!® Eligibility for Tier
1 capacity would be limited to certain percentages of customers based on a Detailed
Implementation Plan (“DIP”).*

Additionally, AEP-Ohio proposes several other changes in corporate structure
and the pricing of energy through the SSO in a separate filing that it claims are critical to

the approval of the Modified ESP.*? As part of its corporate separation plan, it seeks

"1d. at 10 and Co. Ex. 116 at 13-15.

® Co. Ex. 104 at 21.

? Stipulation and Recommendation (Sept. 7, 2011) (“Stipulation ESP”).

% Co. Ex. 116 at 6-9.

11d. at 6-7. Governmental aggregation program customers in those communities that approved such
programs on or before November 8, 2011 would be assigned the Tier 1 price if they elected to participate
in the first year. In all subsequent years of the ESP, they would be allocated Tier 1 status only if they
qualified under the proposed caps. Id. at 7. Mercantile customers would be precluded from participating

in Tier 1 capacity, under the Modified ESP. Id. at 8.

12 application at 5-6.

{C38000: } 4



approval to place its generation into a separate subsidiary with the expectation that the
Amos and Mitchell plants will be transferred to other out-of-state affiliates. AEP-Ohio
also proposes to conduct an energy-only auction for a 5% slice-of-the system six
months after the Commission issues final orders approving the Modified ESP and AEP-
Ohio’s related corporate separation plan.** Finally, AEP-Ohio proposes to conduct a
100% energy-only auction for the SSO load for the last five months of the Modified
ESP.'

B. AEP-Ohio Fails to Demonstrate that the Modified ESP Satisfies the
ESP versus MRO test

Through convoluted reasoning and without respect for the Commission’s
December 14, 2011 decision addressing (and rejecting) much of the same approach,™
AEP-Ohio claims that the Modified ESP is more favorable than a MRO by $961 million.
In support of this claim, AEP-Ohio asserts that the ESP is $256 million cheaper than the
MRO, claims that the “discounted capacity” is worth another $989 million, and then
offsets these “benefits” by the $284 million revenue increase represented by the RSR.°
Because each of the claims on which the alleged benefits are based is wrong, AEP-
Ohio’s conclusion that the Modified ESP is more favorable than the MRO is ludicrous.

The most egregious error in AEP-Ohio’s ESP versus MRO math is its

transformation of excessive and above-market capacity charges into a “discounted

'3 Application at 11.
“1d.

> Ms. Thomas testified that she did not consider the Commission’s December 14, 2011 Opinion and
Order reviewing the Stipulation ESP when she prepared her testimony. Tr. Vol. IV at 1265.

% Co. Ex. 114, LIJT 1 at 1.
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capacity” benefit. AEP-Ohio’s supposed “benefit” from discounted capacity assumes
that CRES providers serving customers in AEP-Ohio’s distribution service area would
pay $355/mw-day but for the Modified ESP.'” AEP-Ohio, however, has no authority to
charge $355/mw-day.'® In response to the same approach (manufacturing an ESP
benefit out of a proposed ESP disadvantage), the Commission previously concluded,
“AEP-Ohio cannot claim the discounted price to CRES providers as a benefit. AEP-
Ohio’s requested capacity price in its application was never certain, and therefore, it
cannot be considered as a benefit or a meaningful number for purposes of conducting
the ESP versus MRO test.”*®

Additionally, the Modified ESP brings the RSR into play to eliminate most if not
all of the so-called “discount” that AEP-Ohio attributes to its above-market capacity
prices. As explained by AEP-Ohio, for every $10/mw-day reduction in the Pricing
Scheme, there is a corresponding $33 million increase in the RSR revenues.?® “Thus,

the RSR is designed to act [as] a backstop to guarantee [OP] a target level of

" AEP-Ohio repeatedly has asserted that the difference between the price of capacity under the Pricing
Scheme and its “cost” of capacity is the proper measure of the “benefit.” See, e.g., Co. Ex. 116 at 6. This
reference to cost is an apparent attempt to avoid the effect of the Commission’s prior finding in the
December 14, 2011 Opinion and Order that rejected AEP-Ohio’s attempt to claim the same kind of benefit
based on AEP-Ohio’s proposed rate in In the Matter of the Commission Review of the Capacity Charges
of Ohio Power Company and Columbus Southern Power Company, Case No. 10-2929-EL-UNC
(“Capacity Case”). In either instance, the claimed benefit is the difference between $355/mw-day and a
two-tiered capacity pricing proposal. AEP-Ohio has admitted that it did not have and has not had
authorization from the Commission or the Federal Energy Regulatory Commission (“FERC”") to collect
AEP-Ohio’s claimed cost of capacity. Tr. Vol. IV at 1284-85. Moreover, following the presentation of the
Staff case in the Capacity Case and the testimony by FES in this case and the Capacity Case, there is
substantial evidence that AEP-Ohio’s “cost” of capacity, if at all relevant to the proper price, is grossly
overstated.

'8 |EU-Ohio Ex. 125 at 50-51; Tr. Vol. IV at 1284-85.

19 Opinion and Order at 30-31 (Dec. 14, 2011.) Staff confirmed that its position is that “discounted
capacity” is not a benefit of AEP-Ohio’s Modified ESP. Tr. Vol. XVI at 4592 & 4610-11.

2 Co. Ex. 116 at 14-15.
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generation revenue irrespective of what level of capacity pricing may ultimately be
approved.”

If the Commission follows its prior holding that AEP-Ohio cannot claim
“discounted” capacity as a benefit of the Modified ESP, it fails the ESP versus MRO test
by $28 million.?? Further, “the almost $1 billion swing in the results of the ESP versus
MRO price test highlights the significantly excessive above-market burden that the
Modified ESP would, if approved, impose on electric consumers and the high degree of
sensitivity that [OP’s] analysis has to adjustments that are needed to better reflect the
market prices essential to the ESP versus MRO comparison.”?®

When properly accounted for, AEP-Ohio’s Pricing Scheme is an additional cost
of the Modified ESP. Although the Commission has issued two entries permitting AEP-
Ohio to implement a temporary two-tiered capacity pricing scheme, the long-understood
and currently ordered price of capacity as of July 2, 2012 is the price resulting from PJM
Interconnection LLC’s (“PJM”) Reliability Pricing Model (“‘RPM”) pricing mechanism.?*
The Modified ESP, however, assumes that AEP-Ohio would be permitted to charge
$355/mw-day, well above the RPM prices in the three years of the ESP, in the absence

of approval of the Modified ESP.* The more appropriate assumption based on the

proper legal and factual analysis is that AEP-Ohio is requesting permission to

#! |[EU-Ohio Ex. 125 at 53.

* 1d. at 54. The “benefit” of the capacity “discount” is the largest of the so-called benefits; without
claiming some benefit from the “discounted” capacity price, the Modified ESP would fail the ESP versus
MRO test. Tr. Vol. IV at 1265.

%% |EU-Ohio Ex. 125 at 54.

2 Entry (Mar. 7, 2012); Entry (May 30, 2012).

% FES Ex. 104 at 14.
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significantly increase prices for capacity, a real additional cost to CRES providers and
their customers that results from the Modified ESP.?°

AEP-Ohio also fails to account for the RSR properly in its implementation of the
ESP versus MRO test. As shown on Exhibit LJT-1, Ms. Thomas did not include the
RSR in her implementation of the “price test” portion of her analysis. Instead, she
identified the $284.1 million cost separately and used the “discounted” capacity to hide
the effects of the RSR.?” When the RSR is included as a part of the Modified ESP price
and the alleged “benefit” of capacity charges is removed, Ms. Thomas admits that the
Modified ESP fails her “price test.”?®

Additional problems infect AEP-Ohio’s ESP versus MRO analysis. First, AEP-
Ohio’'s methodology relies exclusively on administratively determined market prices
rather than on the results of recent auctions. The recent auctions would have provided
a “sanity check” that AEP-Ohio ignored as it attempted to support an inflated market
price to cover the inflated Modified ESP price.”® The only ESP prices AEP-Ohio used to

“check” its results were those found in the Duke Energy Ohio ESP stipulation,® prices

% |d. at 15. As Mr. Banks explained, a Commission order approving above-market capacity prices may
trigger reopeners in CRES contracts. Tr. Vol. XVI at 4530.

" Co. Ex. 114, Ex. LJT-1.
28
Tr. Vol. IV at 1296.
%% |EU-Ohio Ex. 125 at 54-55 & 58-62; Tr. Vol. IV at 1321.
% |n the Matter of the Application of Duke Energy Ohio Inc. for Authority to Establish a Standard Service
Offer Pursuant to Section 4928.143, Revised Code, in the Form of an Electric Security Plan, Accounting

Modifications and Tariffs for Generation Service, Case No. 11-3549-EL-SSO at al., Stipulation and
Recommendation (Oct. 24, 2011) (“Duke Stipulation”).
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that Ms. Thomas acknowledged were developed before 2012.3' Subsequent auction
results for Duke resulted in substantial price reductions for customers.*?

Second, to inflate the MRO, AEP-Ohio used a capacity cost of $355/mw-day for
the MRO.** Because there is no basis for assuming that AEP-Ohio would be permitted
to charge or has ever charged its proposed cost-based capacity price, there is no basis
to assume that the competitive benchmark price used by AEP-Ohio to forecast the MRO
IS correct.

Third, AEP-Ohio’s version of the ESP versus MRO test excludes the cost of the
various riders. For example, AEP-Ohio failed to recognize two distribution riders, the
gridSMART Rider and the Enhanced Service Reliability Rider, that would increase the
cost of the Modified ESP. These riders, however, would not be lawful under an MRO
either for the competitive bid portion or the legacy ESP portion of the MRO’s blended
SSO price.** AEP-Ohio also excludes the Distribution Investment Rider (“DIR”), a rider

only available under an ESP, when it calculates the ESP price.*

% Tr. Vol. IV at 1323. Reliance on the Duke Stipulation also violates the terms of the Stipulation. See
below.

32 Tr. Vol. XVI at 4598.

% |EU-Ohio Ex. 125 at 55 & 62-64. Ms. Thomas's testimony also conflicts with the assumption presented
by Mr. Allen that capacity would be set based on the Pricing Scheme. Id. at 55.

3 d. at 67-68.

% 1d. at 55. Under the Modified ESP, the ESP price would increase by over $300 million over the life of
the Modified ESP if the full amount under the proposed DIR caps were recovered. Co. Ex. 116 at 11.
Although AEP-Ohio argues that it could recover these amounts through a distribution case, id. at 12, the
amounts recovered through the ESP are a cost of the ESP, would not be recovered through the MRO,
and cannot be ignored in the ESP versus MRO test. Based on the legal requirements of Section
4928.143(C), Revised Code, the Commission has incorrectly concluded that the DIR can be ignored for
purposes of conducting the ESP versus MRO test. Opinion and Order at 31 (Dec. 14, 2011).
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Fourth, AEP-Ohio’s ESP versus MRO test failed to include the known costs of
the GRR. Excluding the GRR from the Modified ESP, however, was inconsistent with
the Commission’s prior decision in the review of the Stipulation ESP that found that the
GRR had to be included to properly perform the ESP versus MRO test.*®* When the
Commission forced AEP-Ohio to identify the costs of the GRR, it then asserted that the
GRR would be also be a component of the MRO,*’ thereby attempting again to hide the
cost of the GRR as part of the Modified ESP.*

Fifth, in addition to failing to properly account for the GRR and other riders in its
version of the ESP versus MRO test, AEP-Ohio failed to account for the cost of delaying
the implementation of the Phase-In Recovery Rider (“PIRR”)*® or the potential cost of a
PTP.” A delay in implementing the PIRR would add an additional $40-$45 million to
the ESP side of the ESP versus MRO test.** AEP-Ohio also has indicated that it will
seek to recover additional “lost” revenue from the termination of the Pool Agreement if

its corporate separation amendment and generating asset transfer is not approved as

% Opinion and Order at 30 (Dec. 14, 2011).
% Co. Ex. 115 at 2.

% AEP-Ohio attempted to establish in cross-examination of a staff witness that a GRR might exist under
an MRO. If all the steps for approval of a GRR charge were satisfied, it would create a non-bypassable
charge for the life of the underlying asset that is the basis for the charge. Section 4928.143(B)(2)(c),
Revised Code. Approval of the charge in this or a future ESP raises the possibility of a non-bypassable
charge affecting a MRO replacing the existing ESP, see Tr. Vol. XVI at 4627-29, but that possibility does
not provide any basis for a finding that the GRR is a cost that should be included in the calculation of the
MRO in this case.

% Tr. Vol. IV at 1323. Staff also disagrees with AEP-Ohio’s treatment of the PIRR “benefit.” Tr. Vol. XVI
at 4591.

0 Tr. vol. IV at 1336.

L Tr. Vol. XVI at 4549.
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filed.*? Yet, it has not accounted for the additional revenue associated with the PTP in
its ESP versus MRO test or the potential future increases in capacity prices that may
result from its corporate separation proposal.** The failure to account for the PTP and
corporate separation costs further understates the amount by which the Modified ESP
fails the ESP versus MRO test.

Sixth, AEP-Ohio fails to account from the effect of the 5% slice-of-the-system
auction that is likely to increase the cost of the Modified ESP relative to the MRO.** As
Mr. Murray explained, the results of the 5% slice-of-the-system auction are likely to
increase the average fuel cost above the otherwise applicable fuel rates, but this
additional cost is not reflected in AEP-Ohio’s estimate of the Modified ESP.*°

Finally, AEP-Ohio also provides two alternative scenarios to address the last five
months of the ESP term, both of which are based on assumptions that render the
scenarios meaningless. In both scenarios, AEP-Ohio asserts that the MRO and the

Modified ESP produce the same SSO outcomes the last five months of the Modified

42 Co. Ex. 104 at 22.

3 AEP-Ohio’s failure to include the cost of the PTP in the ESP versus MRO test is particularly troubling
because the PTP, corporate separation, and generating asset transfers proposal have costs to
customers. If the Commission modifies the corporate separation proposal, AEP-Ohio states customers
would pay the PTP. If the Commission approves the corporate separation proposal and the Amos and
Mitchell transfer, customers will likely pay higher capacity prices; transferring the Amos and Mitchell units
to Appalachian Power Company (“APCo”) and Kentucky Power Company (“KPCo") would effectively
prevent the units from being bid into the base residual auction (“BRA"), likely raising capacity costs. As
witnesses Nelson, Ibrahim, and Murray testified, all other things being equal, if supply increases, the price
of capacity will decrease, and vice versa. See Tr. Vol. Il at 718-719; Tr. Vol. VIl at 2282-2283; Tr. Vol. Xl
at 3412.

** |EU-Ohio Ex. 125 at 57 & 72-78. By treating the modified ESP price as equivalent to the MRO price,
AEP-Ohio also ignored the Commission’s decision in In the Matter of the Application of Duke Energy
Ohio, Inc. for Approval of a Market Rate Offer to Conduct a Competitive Bidding Process for a Standard
Service Offer for Electric Generation Supply, Accounting Modifications, and Tariffs for Generation
Service, Case No. 10-2586-EL-SSO, Opinion and Order (Feb. 23, 2011).

5 |EU-Ohio Ex. 125 at 72-74.
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ESP’s term. It reaches this conclusion on the basis that all generation could be
obtained through a competitive bid.*® In the initial MRO for AEP-Ohio, however, it would
be subject to the five year blending period contained in Section 4928.142(D), Revised
Code, because it owned and operated its own generation in July 2008,*” and that
blending period assumes that part of the MRO is based on the legacy ESP with certain
limited adjustments.*® Additionally, during the January to May 2015 period, AEP-Ohio it
could charge $355/mw-day for its capacity. As with the competitive bid calculations
AEP-Ohio made, this capacity cost assumption is meaningless.*

C. A Proper Quantification of the Modified ESP Demonstrates that It
Fails the ESP versus MRO test

As demonstrated by IEU-Ohio and others, the Modified ESP fails the ESP versus
MRO test by a substantial margin when more reasonable assumptions are made
concerning capacity and energy pricing and the known costs of the Modified ESP are
included. In his application of the ESP versus MRO test, Mr. Murray divided the term
into two periods to account for the availability of relevant auction information to develop
the competitive benchmark price. He used FirstEnergy SSO auction results for the June
2012 to May 2014 delivery period and used Ms. Thomas’s estimated market prices and

then adjusted capacity prices for the proper RPM prices for the June 2014 to May 2015

6 Co. Ex. 114 at 19.
47
Tr. Vol. IV at 1320.

8 |JEU-Ohio Ex. 125 at 74-76. Mr. Fortney makes a similar error in his application of the ESP versus
MRO test. Tr. Vol. XVI at 4600.

9 |EU-Ohio Ex. 125 at 57.
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delivery period.”® Because the FirstEnergy Corp (“FirstEnergy”) competitive bid process
(“CBP”) did not require the provision of renewable energy credits, he added a credit that
increased the competitive benchmark price in the same amount as AEP-Ohio used in its
calculation.® Mr. Murray removed the distribution riders from the legacy ESP rates as
required by Section 4928.142(D), Revised Code,*® and assigned values to the RSR,
DIR, gridSMART Rider, and GRR in the ESP.>® For only the period of June 2012 to
December 2014 and based on the same shopping assumptions used by AEP-Ohio, Mr.
Murray estimated that the Modified ESP would fail the ESP versus MRO test by $330
million.>* Mr. Murray estimated the Modified ESP would fail the ESP versus MRO test
for the period of January 2015 to May 2015 by another $77 million,>® and this second
calculation does not reflect the additional higher costs of the 5% energy-only auction.*®
While the Modified ESP substantially fails the ESP versus MRO test when
viewed exclusively from its effects on shopping customers receiving service under the
SSO, the true and very serious detriments of the Modified ESP are even greater when
the effects on non-shopping customers and CRES providers are included. Under the

Modified ESP, non-shopping customers and CRES providers will see their costs

*1d. at 65-66.

*11d. at 66-67.

%21d. at 67.

*1d. at 67-69.

*1d. at 69-70 & Ex. KMM-20.

° |d. During his cross examination Mr. Murray corrected Exhibit KMM 20 to reflect the ESP being less
favorable than a MRO between January 2014 and May 2015 by $13.34/mwh, rather than $13.53 per

mwh.

% 1d. at 72-74.
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increased. Based on Mr. Allen’s shopping assumptions, shopping customers would be
responsible for $198 million under the RSR.>” CRES providers would be required to
pass on to retail customers or absorb an additional $770 million in higher capacity
prices under the Pricing Scheme.®® All customers, shopping and non-shopping, would
absorb an additional cost in the form of carrying charges associated with the delay of
the implementation of the PIRR, as proposed in the Modified ESP.>® Further, the
amount of carrying costs associated with the delay would be overstated by the failure to
properly account for accumulated deferred income taxes currently embedded in the

calculation.®

When all additional costs of the Modified ESP are recognized, it is less
favorable in the aggregate by over $1.5 billion for the period of June 2012 to May
2015.%

IEU-Ohio’s evidence showing that the Modified ESP fails the ESP versus MRO
test is confirmed by other parties that performed the ESP versus MRO test. Correcting
for numerous errors contained in AEP-Ohio’s analysis, FES concluded that the Modified

ESP failed the ESP versus MRO test by $400 million to $1.3 billion, with the range in

the amount driven by assumptions concerning the level of capacity charges.®® If the

*1d. at 71.
4.

9 |d. at 72 (total increased costs in the range of $186 million); Tr. Vol. XVI at 4549 (one year delay
amounts in increased carrying charges $40-$45 million).

 See discussion below regarding the effect of accumulated deferred income taxes (“ADIT”) on the
deferral balance.

1 |EU-Ohio Ex. 125 at 6.

%2 FES Ex. 104 at 36.
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cost of the Alternate Pricing Scheme® is used in place of the Pricing Scheme, the
Modified ESP fails by an additional $400 million.** The Staff analysis performed by Mr.
Fortney likewise concluded that the Modified ESP failed the ESP versus MRO test using
RPM prices, $146/mw-day, and $255/mw-day as the capacity charge.®® By Staff's
estimate, the Modified ESP fails by $465 million when RPM prices are used to estimate
the cost of the Modified ESP.?® Moreover, the Staff analysis reached this conclusion by
accounting for only the RSR,?” and the analysis understates the effect of using RPM
pricing on the RSR.%® As the Staff's witness made clear, the Modified ESP would fail by
a larger dollar amount if Mr. Fortney had made the additional adjustments that he
thought were legitimate but did not include in his application of the ESP ve