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BEFORE THE PUBLIC UTILITY COMMISSION OF OHIO
PRE-FILED DIRECT TESTIMONY OF
PHILIP J. NELSON
ON BEHALF OF
OHIO POWER COMPANY
IN CASE NOS. 10-268-EL-FAC, 10-269-EL-FAC, 11-281-EL-FAC

INTRODUCTION

PLEASE STATE YOUR NAME AND BUSINESS ADDRESS.

My name is Philip J. Nelson. My business address is 1 Riverside Plaza, Columbus,
Ohio 43215.

PLEASE INDICATE BY WHOM YOU ARE EMPLOYED AND IN WHAT
CAPACITY.

I am employed as Managing Director of Regulatory Pricing and Analysis in the
Regulatory Services Department of American Electric Power Service Corporation
(“AEPSC™), a wholly owned subsidiary of American Electric Power Company, Inc.

(“AEP™).

BUSINESS EXPERIENCE

PLEASE BRIEFLY DESCRIBE YOUR EDUCATIONAL BACKGROUND
AND BUSINESS EXPERIENCE.

| graduated from West Liberty University in 1979 receiving a Bachelor of Science
Degree in Business Administration, majoring in accounting. In 1979, I was employed
by Wheeling Power Company, an affiliate of AEP, in the Managerial Department. At
Wheeling Power, | was responsible for rate filings with the Public Service

Commission of West Virginia (“PSC”), for resolving customer complaints made to
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the PSC, as well as for preparation of the Company’s operating budgets and capital
forecasts. In 1996, | transferred to the AEP-West Virginia State Office in Charleston,
West Virginia as a senior rate analyst. In 1997, | transferred to AEPSC as a senior
rate consultant in the Energy Pricing and Regulatory Services Department, with my
primary responsibility being the oversight of Ohio Power Company’s (“OPCo”) and
Columbus Southern Power’s (“CSP”) Electric Fuel Component (“EFC”) filings. In
1999, | transferred to the Financial Planning Section of the Corporate Planning and
Budgeting Department where | helped prepare AEP financial forecasts. | held
various positions in the Corporate Planning and Budgeting Department until my
transfer to Regulatory Services in February, 2010.

WHAT ARE YOUR RESPONSIBILITIES AS MANAGING DIRECTOR OF
REGULATORY PRICING AND ANALYSIS?

My department supports regulatory filings across the AEP system in the areas of cost of
service, rate design, cost recovery trackers and tariff administration. It also provides
expert witness testimony on AEP’s east and west power pools as well as technical
advice and support for power settlements and performs financial analysis of changes to
AEP’s generation fleet. In addition, my department provides support and filing of

generation and transmission formula rate contracts.

HAVE YOU EVER SUBMITTED TESTIMONY AS A WITNESS BEFORE A

REGULATORY COMMISSION?

Yes. | have testified before the Virginia State Corporation Commission and the

Public Service Commission of West Virginia on behalf of Appalachian Power
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Company (“APCo”), before the Public Service Commission of West Virginia on
behalf of Wheeling Power Company, before the Indiana Utility Regulatory
Commission on behalf of Indiana Michigan Power Company, before the Kentucky
Public Service Commission on behalf of Kentucky Power and before the Public

Utilities Commission of Ohio (“PUCQO”) on behalf of CSP and OPCo.

PURPOSE OF TESTIMONY

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?
The purpose of my testimony is to address certain Management and Financial Audit
Recommendations made in the 2010 and 2011 Report of the
Management/Performance and Financial Audits of the FAC of the Columbus
Southern Power Company and the Ohio Power Company (Audit Report) filed on May
26, 2011 and May 24, 2012 respectively, by Energy Ventures Analysis, Inc. (EVA or
Auditor).  Specifically, from the 2010 audit | address Management Audit
Recommendation 19, and Financial Audit Recommendations 19, 20, 21, and 22.
These audit recommendations are summarized on pages 1-6 through 1-10 of the May
26, 2011 audit report (“2010 Audit”). From the May 24, 2012 audit report (“2011
Audit”) | address Management Audit Recommendation 5 and Financial Audit
Recommendations 4, 5, 6, and 12. These audit recommendations are summarized on

pages 1-5 through 1-10 of the 2011 Audit Report.



The following table provides audit recommendations and the company witnesses

addressing each recommendation.

2010 Management Audit Recommendation

Number Company Witness
13-17 James Henry
18 Timothy Dooley
19 Philip Nelson
20 Timothy Dooley
2010 Financial Audit Recommendation .
Company Witness
Number
15-18 Timothy Dooley
19-22 Philip Nelson
2011 Management Audit Recommendation .
Company Witness
Number
1-4 James Henry
5 Philip Nelson
6 James Henry

2011 Financial Audit Recommendation

Number Company Witness
1-3 Timothy Dooley
4-6 Philip Nelson

! Timothy Dooley
69 James Henry
10-11 Timothy Dooley
12 Philip Nelson
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BACKGROUND OF THE ESP FAC

Q. PLEASE BRIEFLY DESCRIBE THE BACKGROUND OF THE FAC FOR

THE COMPANIES.

A CSP and OPCao filed as part of the Electric Security Plan (ESP) (Case Nos. 08-917-

EL-SSO and 08-918-EL-SSO) and SB 221 a request for a fuel clause or FAC to be
effective January 1, 2009. SB 221 was signed into law by the Governor of Ohio on
May 1, 2008. The Companies filed their application for an ESP and a FAC on July
31, 2008. From January 1, 2001 through the end of the RSP on December 31, 2008
the Companies did not have a fuel clause. Therefore, changes in fuel costs, including
fuel contract changes did not have any impact on the Companies’ retail rates during
that period. The reintroduced FAC has been subject to audit with the first audit report
for calendar year 2009 filed with the Commission on May 14, 2010." The second and
third audits of the reintroduced FAC for the calendar year 2010 and 2011 resulted in
the audit reports filed on May 26, 2011 and May 24, 2012 respectively, that are the

subject of this direct testimony.?

! public Utilities Commission of Ohio, In the Matter of Fuel Adjustment Clauses for Columbus Southern Power
Company And Ohio Power Company, Case Nos. 09-872-EL-FAC and 09-873-EL-FAC.

2 Public Utilities Commission of Ohio, In the Matter of Fuel Adjustment Clauses for Columbus Southern Power
Company And Ohio Power Company, Case Nos. 10-268-EL-FAC, 10-269-EL-FAC, 10-870-EL-FAC, 10-871-
EL-FAC, 10-1286-EL-FAC, and 10-1287-EL-FAC and Public Utilities Commission of Ohio, In the Matter of
Fuel Adjustment Clauses for Columbus Southern Power and Ohio Power Company, Case No. 11-281-EL-FAC.
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MANAGEMENT AUDIT RECOMMENDATIONS

PLEASE DESCRIBE MANAGEMENT AUDIT RECOMMENDATION 19
FROM THE 2010 AUDIT.

On page 1-6 of the Audit Report, Management Audit Recommendation 19 states:
“EVA recommends that the PUCO direct AEPSC to provide all requested documents
to the Auditor related to the wind purchases and not agree to provide CSP and OPCO
recovery of any wind contract costs until they have been reviewed.”

HAS THIS ISSUE BEEN RESOLVED?

Yes, the Company provided the Timber Road contract to the Staff (which was the
contract that was not provided at the time of the audit) in the course of the ESP 11
proceeding and this Commission has approved the cost recovery.

FINANCIAL AUDIT RECOMMENDATIONS

PLEASE DESCRIBE MANAGEMENT AUDIT RECOMMENDATION 5 AND
FINANCIAL AUDIT RECOMMENTDATION 12 FROM THE 2011 AUDIT.
The 2011 Audit Report on page 1-6 states as management audit recommendation 5
“EVA recommends that any proceeds received from the sale of CCPP assets be
applied to the FAC under-recovery.” Further on page 1-10 financial audit
recommendation 12 concurs with “Larkin recommends that should AEP Ohio sell the
CCPP, the proceeds from the sale should be credited against the December 31, 2011
under-recovered FAC balance.”

DOES THE COMPANY AGREE WITH THESE RECOMMENDATIONS?

No. First this issue should not be a subject for these audit periods since the sale

occurred in a subsequent audit period. However, it is my understanding that
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regulatory case law has established that customers are paying for a service and do not
have any claim on the assets owned by the utility. Furthermore this particular asset is
not an asset even used directly in utility service, that is, it is not or never was a rate
based utility asset. Also, the sale of the CCPP facility does not wrap up or extinguish
all the costs associated with the operation of the facility. The Company is not asking
for recovery for these on-going liabilities. However, in the event the Commission
determines that it is appropriate to consider a credit to customers of any gain on the
sale of CCPP, then these on-going liabilities need to be netted against the proceeds.
ON PAGE 1-10 IN THE 2010 AUDIT REPORT, THE AUDITOR MAKES
TWO RECOMMENDATIONS REGARDING THE RIVER
TRANSPORTATION DIVISION (RTD). WOULD YOU PLEASE PROVIDE
SOME BACKGROUND REGARDING THE SERVICE SUPPLIED BY RTD?
Yes. RTD is a division of Indiana Michigan Power Company (I&M), a subsidiary
company of AEP. Barge freight services are provided at cost by RTD to its affiliates
under the “Barge Transportation Agreement.” RTD’s costs are allocated to the
operating companies based on each company’s utilization of the barging service.
These costs are considered transportation costs and are included in the cost of coal
inventory. The contract is under FERC jurisdiction.

PLEASE ADDRESS FINANCIAL AUDIT RECOMMENDATION NUMBER
19 OF THE 2010 REPORT AND RECOMMENDATION 4 OF THE 2011
REPORT.

The recommendation states that: “AEP should be required to analyze the receipt of

revenue and the payment of cash expenses for RTD captive operations, similar to a
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lead-lag study, and to present such information to support its assumption that RTD
has a significant Cash Working Capital requirement. If adequate supporting
information is not provided to substantiate that RTD has a significant Cash Working
Capital requirement and the amount of that requirement using lead-lag study analysis
of cash receipts and cash payments, the RTD Working Capital component of the RTD
investment base should be removed from the cost charged by RTD to OPCo from
January 1, 2011 forward.”

DOES AEP OHIO AGREE WITH THIS RECOMMENDATION?

No. Primarily because it is outside the scope of this audit since using a lead-lag study
or other method in place of the cash working capital component described in the RTD
contract would be a violation of that contract. The contract describes the method to
be 1/8 of the aggregate operation, maintenance, rental and general expense of RTD
for each annual period. RTD is calculating its charges to OPCo and other AEP
operating companies in accordance with this language of the agreement and cannot
choose to use some other method without filing that change with FERC. Also, the
expense in hiring a consultant to perform a lead —lag could be significant and, in my
opinion, is not warranted.

HAS FERC PROVIDED ANY RECENT GUIDANCE ON THE 1/8 CASH
WORKING CAPITAL METHOD FOR USE IN FORMULA RATES?

Yes. In an opinion issued January 28, 2010 in Docket No. ER10-355-000 involving
the AEP operating companies’ transmission formula rates, the FERC confirmed, upon
challenge by certain intervenors, that it was their policy to use the 1/8 method for

determining the cash working capital method, i.e. the same method as used by RTD.
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WHAT WAS FINANCIAL AUDIT RECOMMENDATION NUMBER 20
FROM THE 2010 AUDIT?

Financial Audit Recommendation 20 addresses the Return on Equity (ROE) of RTD.
It specifically states: “AEP should address why an ROE that has been set in a FERC
order or by a state commission (such as Indiana) for a utility would be appropriate for
RTD, when RTD is functioning as a fully cost reimbursed operation with annual true-
ups and with not competition serving captive affiliated clients, and, consequently, the
level of risk to RTD and the related return required by investors would seem to be
lower than for other utility operations.”

HAS THIS ISSUE HAS BEEN RESOLVED?

Yes. This recommendation was made prior to the receipt of the Commission’s order
in the 2009 FAC case, in which a similar concern about the method for determining
RTD’s ROE was raised. The Commission in its order® stated that the Companies
adequately explained that they had a procedure for updating the cost of capital and the
ROE component that is commensurate with the risk of the RTD’s operation. As
explained in the Company’s testimony and relied upon by the Commission, the ROE
is adjusted on January 1 each year to the return allowed by FERC in a wholesale rate
proceeding involving 1&M. In the absence of a recent FERC order the ROE becomes
that established by the Indiana Utility Regulatory Commission in its most recent
order. Since RTD is a division of &M, not a separate legal entity, using I&M’s ROE
as determined by the FERC or Indiana is commensurate with the risk of the operation.

Since the Auditor did not repeat this recommendation in the 2011 audit, it appears the

® Opinion and Order dated January 23, 2012 in Case No. 09-0872-EL-FAC and 09-873-EL-FAC, In the Matter
of the Fuel Adjustment Clauses for Columbus Southern Power Company and Ohio Power Company, page 17.
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Auditor recognized that the issue has been addressed and that there was no need to
raise it once again in the 2011 Audit Report.

WHAT WAS FINANCIAL AUDIT RECOMMENDATION NUMBER 21
FROM THE 2010 AUDIT?

On page 1-10, the Auditor recommends: “AEP Ohio and the other parties to the case
should re-examine whether the Commission-authorized gross-of-tax WACC for debt
and common equity capital should be applied to what such investors are actually
financing of the fuel cost under-recovery balances, which would appear to be the
Deferred Fuel amounts recorded in Account 1823144 less the directly related credit-
balance ADIT-Other for Deferred Fuel recorded in Account 283.”

PLEASE DISCUSS FINANCIAL AUDIT RECOMMENDATION NUMBER 22
FROM 2010, WHICH IS ASSOCIATED WITH THE ABOVE
RECOMMENDATION.

Financial audit recommendation 22 states: “The Company should address the income
tax savings it was/is recording related to the under-recovered fuel balances, and how
those provide non-investor supplied capital that is financing a portion of the Deferred
Fuel balances that have been recorded in Account 1823144. The Company should
specifically address the related credit-balance ADIT that is recorded in Account 283,
ADIT-Other, for the tax savings-based financing that appears directly related to the

under-recovered FAC balances.”

10
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DID THE AUDITOR MAKE SIMILAR RECOMMENDATIONS IN THE 2011
AUDIT?

Yes, in Financial Audit Recommendations 5 and 6 on pages 1-9 and 1-10 of the 2011
Audit, the auditor makes the same recommendations.

HAVE THESE ISSUES BEEN RESOLVED BY THIS COMMISSION?

Yes, the Commission ruled on these issues in Case Nos. 08-917-EL-SSO and 08-918-
EL-SSO*, where on page 23 of the order, the Commission writes: “Regarding the
OCC’s, Sierra’s, and the Commercial Group’s recommendation that the tax
deductibility of the debt rate be reflected in the carrying charges on a net-of-tax basis,
we have recently explained that this recommendation accounts for the deductibility of
the debt rate, but does not account for the fact that the revenues collected are taxable.
If we were to adopt the net-of-tax recommendation, the Companies would not recover
the full carrying charges on the authorized deferrals.” Further, on page 24, the order
continues with: “Therefore, we find that the carrying charges on the FAC deferrals
should be calculated on a gross-of-tax rather than a net-of-tax basis in order to ensure
that the Companies recover their actual fuel expenses.” The Commission affirmed

this ruling in addressing a request for rehearing filed by several parties to the case.

* Opinion and Order from PUCO Case Nos. 08-917-EL-SSO and 08-918-EL-SSO, pages 20 through 24

11



IS THERE ANY REASON TO FURTHER ADDRESS THE WACC
APPLICATION TO DEFERRED FUEL BALANCES OR THE ASSOICIATED
ADIT?

No, there is no reason to further address this issue. AEP Ohio has calculated the
deferred fuel balances in compliance with the Commission final orders in the ESP
cases.

DOES THIS CONCLUDE YOUR PRE-FILED DIRECT TESTIMONY?

Yes it does.

12
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