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9
1 Thursday Morning Session,
2 November 20, 2008.
3 .-
4 EXAMINER SEE: Let'sgo on the record.

5 Do we do abbreviated appearances this morning?

6 Starting with the companies.

7 MR. RESNIK: For the companies, Marvin

8 Resnik, Steve Nourse and Dan Conway.

9 MR. SMALZ: For APAC -- excuse me, for

10 Appalachian People's Action Coalition, Michael Smalz
11 and Joseph Maskovyak.

12 MR. O'BRIEN: For the Ohio Hospital

13 Association, Tom O'Brien and Rick Sites.

14 MR. MARGARD: On behalf of the commission
15 dtaff, Assistant Attorneys General Werner Margard,

16 John Jones, Thomas Lindgren.

17 MS. ELDER: Betsy Elder.

18 MS. GRADY: On behalf of the residentia

19 ratepayers of the companies Janine Migden-Ostrander,
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20 Ohio Consumers Counsel, Maureen R. Grady, Jacqueline
21 Lake Roberts, and Michael E. |dzkowski.

22 MR. RANDAZZO: On behalf of the

23 Industrial Energy Users, Joseph Clark, Lisa

24 McAlister, and Sam Randazzo.

25 MS. WUNG: On behalf of the commercial

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 group, Grace Wung.

2 MR. KURTZ: For Ohio Energy Group, Mike
3 Kurtz.

4 MR. BELL: For the Ohio Manufacturers

5 Association, Lang Bell.

6 MR. YURICK: On behalf of the Kroger

7 Company, John Bentine, Mark Y urick, and Matthew
8 White.

9 EXAMINER SEE: Who at the company is

10 going to be presenting Dr. Makhija?

11 MR. CONWAY: | am, your Honor.
12 EXAMINER SEE: Mr. Conway.
13 MR. CONWAY: Thank you, your Honor. At

14 thistime the company calls Dr. Anil Makhija.

15 (Witness sworn.)

16 EXAMINER SEE: Mr. Conway.

17 MR. CONWAY: Thank you, your Honor.
18 ---

19 ANIL MAKHIJA
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20 being first duly sworn, as prescribed by law, was
21 examined and testified as follows:

22 DIRECT EXAMINATION

23 By Mr. Conway:

24 Q. Mr. Makhija, could you state your full

25 name for the record.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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[ —

A. My nameisAnil Kumar Makhija

2 Q. And could you tell uswho your employer
3 isand what your position is.

4 A. | amemployed by Ohio State. | am the

5 chairman of the finance department there, and | am
6 also the associate dean for the Fisher College of

7 Business.

8 Q. And, Dr. Makhija, have you prepared

9 direct testimony that's been prefiled in this

10 proceeding?

11 A. Yes, | have.

12 MR. CONWAY: And at thistime, your
13 Honor, | would like to mark as Companies’ Exhibit

14 No. 5 Dr. Makhija's prefiled direct testimony.

15 EXAMINER SEE: The exhibit will be so
16 marked.
17 (EXHIBIT MARKED FOR IDENTIFICATION.)

18 Q. And, Dr. Makhija, do you have any

19 corrections to make to your prefiled direct testimony
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20 at thistime?

21 A. Yes, | do. On Exhibit I1l, whichison

22 page 45, there are two numbers that were carried from
23 the previous exhibit, Exhibit |1, but carried over

24 incorrectly. Soin Panel A where we have Columbus

25 Southern Power Company for 2006 and 2005, | will give

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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11

12

13

14

15

16

17

18

19

12

you the new numbers. They are .1891, so thisis

under 2006 for Columbus Southern Power, and for 2005
the number is.1293. These were the same numbers on
Exhibit Il and are also the numbers that are

correctly used throughout the analysis. It'sjust a

typo in carrying it over.

MS. ROBERTS: Mr. Conway, would you

repeat those for me, please. 1'm sorry.

THE WITNESS:. Let merepeatit. Soon
Exhibit 111 Panel A for Columbus Southern Power
Company --

Q. Dr. Makhija, which row areyou in at this
point?

A. Thisisthelast row for the numbers
givenin Panel A and under 2006, the number should
read .1891; and for 2005, it should read .1293. And
these are also the same numbers that are used
throughout the analysis, so it's simply atypo from

Exhibit |1 to I11.
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20 Q. And for the benefit of the other counsel

21 here, could you just describe which numbers were
22 incorrectly listed on that exhibit.

23 A. Yes. Soincorrectly it had said ".1757"

24 for Columbus Southern under 2006 and the incorrect

25 number in 2005 was ".1395."

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 MR. CONWAY: Ms. Roberts, were you able
2 tofollow that?
3 MS. ROBERTS: Y es, thank you very much.

4 Q. And, Dr. Makhija, what is the next

5 correction that you have?

6 A. At thispoint that would be all.

7 Q. Okay. Dr. Makhija, if | wereto ask you

8 thequestionsin your prefiled direct testimony today
9 asthey appear therein together with the corrections

10 that you just identified, would your answers be the

11 same?
12 A. Yes
13 MR. CONWAY: And at thistime, your

14 Honor, Dr. Makhijais available for

15 cross-examination.

16 | would move the prefiled direct

17 testimony, Company's Exhibit No. 5, into the record
18 subject to cross-examination.

19 EXAMINER SEE: Okay. Any volunteersto
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20 cross? Mr. Kurtz?

21 MR. KURTZ: Oh, yeah, that's fine. Thank
22 you, your Honor.

23 ---

24

25

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 CROSS-EXAMINATION
2 By Mr. Kurtz:
3 Q. Good morning, Doctor.
4 A. Good morning.
5 Q. Assume that the Commission were to adopt

6 your -- your testimony exactly aswritten. Where

7 would the Commission exercise its judgment in setting
8 thesignificantly excessive earnings test for any

9 particular year?

10 A. The Senate Bill 221 specifically provides

11 for such discretion in several mitigating factors.

12 For example, it offerstaking into account the

13 capital expenditures once some threshold has been set
14 asamitigating factor so thereis discretion

15 available to the Commission in applying the numbers

16 that have been presented here.

17 Q. Okay. Isthat the only place the

18 Commission would exercise discretion if they adopted

19 your testimony as written?
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20 A. WEéll, there are some other issues which

21 arenot directly dealt with in my testimony. For

22 example, the deal with whether these are adjustments
23 that were made to earnings that led to the excessive
24 earnings and those would also be separate issues

25 beyond what is presented here.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 Q. Those adjustments, those would bein the
2 determination of the utility's actual earned rate of
3 return?

4 A. Correct.

5 Q. Okay. Where would the Commission

6 exerciseitsjudgment or discretion if it adopted

7 your testimony exactly as written with respect to

8 setting the benchmark for significantly excessive
9 earnings?

10 A. Thereisalso theissue of the Commission

11 accepting the levels of confidence that | have placed

12 here.
13 Q. Andwhat are those levels of confidence?
14 A. | have recommended a 95 percent level of

15 confidence for the confidence interest values that |
16 have presented.

17 Q. That'sthetwo standard deviations?

18 A. That's correct.

19 Q. Soif the Commission adopted your
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20 testimony exactly aswritten, it could -- it could
21 useitsjudgment to take one standard deviation
22 instead?

23 A. | would argue against such an

24 application, but it's certainly a choice they would

25 havefor severa reasons 95 percent confidence level

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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11

12

13

14

15

16

17

18

19

16

IS perhaps the most frequently applied confidence
level in such situations. | can also walk you
through that. It actually presents afair amount of
what | would call false positives. And finally, when
you hear most of thetime on T.V. and other
situations when people talk about, you know, polls
and margins of error, et cetera, they are usually
talking 95 percent, so while there -- discretion
exists, | would imagine they would have to be
compelling reasons to move from such a standard.

Q. Now, wherein your testimony do you
recognize the Commission has discretion to not adopt
two standard deviations?

A. It'smy recommendation that they accept
the 95 percent, but you might recall that in my
testimony | also point out what would happen if the
standard were different from this, for example, if
they had taken a one standard deviation, what would

be the extend of false positive. As demonstrated,

file://IAJ/AEPVOI-1V-112008.txt (31 of 581) [11/21/2008 8:05:04 AM]



file///AJAEPV0l-1V-112008.txt

20 false positiveswould be very frequent. However, if
21 they took athree standard deviations test, it would
22 berare and so | have provided the argument leading
23 up to the 95 percent.

24 Q. Now, using two standard deviations as you

25 recommend for the year 2007, for example, you

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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11

12
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14

15

16

17

18

19

17

concluded that after tax, return on equities below
27.33 percent would not be excessive; is that
correct?

A. Given the nature of what happened to the
nonutility firmsin that year, that's what we find,
yes.

Q. Haveyou aso quantified the threshold at
one standard deviation?

A. It'snot provided in the testimony, but

It's something that could be easily calculated.

Q. Was 2007 arelatively robust year for
earnings of the utility and the nonutility companies
in your study?

A. If | go by the average rates of returns
that were earned by utilitiesin that year and in
particular look at the utility peer sample group that
| provided, yes, indeed 17.28 percent for the utility
group as provided in my Exhibit II. Andif | look at

the nonutility group, it was somewhat |lower, perhaps
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20 closer to 14 percent or perhaps 13.9, soit'sa

21 matter of judgment whether you consider those rates
22 to be particularly good years, but on the surface,

23 yes.

24 Q. Youunderstand that the first year

25 application of thistest in reality will be using

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481

file:///AJ/AEPVOI-1V-112008.txt (34 of 581) [11/21/2008 8:05:04 AM]



file///AJAEPV0l-1V-112008.txt

8

9

10

11

12

13

14

15

16

17

18

19

18

2009 data for the 2010 review period?

A. That's correct.

Q. Okay. If the economy continues to sink
further into recession, assume, and the earnings of
the comparable nonutility groups will -- were
negative, substantially negative, so that the results
of your analysis came up with areturn -- threshold
return that threatened the financial viability of
these utilities, should the Commission be able to use

Its judgment to raise the threshold?
A. Perhapswe have to think alittle harder

on that issue because if you think about the Senate
Bill, it asks us -- it requires usto look at the
nonutility sample. Subsequently if you follow the
spirit of the law, it would lead you unfortunately to
have alower average return for nonutilitiesin the
circumstances you describe.

But there is one other element which

didn't come up in your analysis and that isthe

file:///AJ/AEPVOI-1V-112008.txt (35 of 581) [11/21/2008 8:05:04 AM]



file///AJAEPV0l-1V-112008.txt

20 nonutility firms also tend to have wider variance so
21 it'san empirical issue whether the low mean would be
22 counter-weighed by a higher variance leading to

23 potentially thresholds that could still be

24 economically meaningful.

25 Q. Do you think the Commission should retain

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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19

1 discretion to make sure that this utility provides

2 essential servicesthat it would not have such alow

3 threshold that its financial viability would be

4 threatened?

5 A. Wdl, infact, | have afeeling you are

6 asking meto make alegal judgment because if |

7 should agree with you, | must also simultaneously say
8 that we should walk away from the spirit and letter

9 of Senate Bill 221 because that's what it says to

10 take utility and nonutility firms and subsequently

11 look at their returns as a comparison point. But you
12 are asking me should a commission walk away from that
13 sort of aconflicting situation.

14 Q. Does Senate Bill 221 indicate the

15 weighting between the utility and the nonutility

16 50/50, 70/30, 99-to-1, or any other weighting?

17 A. Whileit'ssilent on the weights, it does

18 provides us guidance asto how the sample would be

19 developed.
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20 Q. But it doesn't provide any guidance to

21 the Commission as to how the utilities and the

22 nonutilities would be weighted in the analysis; isn't
23 that true?

24 A. Widll, it's an automatic outcome of

25 matching the business and financial risks and so the
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20

1 sampleisdecided on those criteria. If you walk

2 away from that and attempt to come up with a

3 proportion of how many utilities and nonutilities

4 there might be, we may not find that we met the other
5 requirements of the law, that the businesses and

6 financial risks are unmatched.

7 Q. Doesthelaw specify aweighting between

8 the utilities and the nonutility companiesin the

9 comparable groups?

10 A. Itonly alowsfor that to emergeas a

11 result of business and financial risk matching.

12 Q. Haveyou quantified the dollar impact of
13 your conclusion that in 2007 the threshold would be
14 27.33 percent?

15 A. Please, could you explain that further as

16 to the dollar impact for whom?

17 Q. Let meask you, do you -- do you know

18 what the revenue requirement would be for every 1

19 percent increase in rate of return return on equity
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20 afforded to these items?

21 A. | didn't address that issue.

22 Q. Didyou look at the testimony of OEG

23 Witness Mr. Kollen where he qualified the revenue
24 requirement effect of every 1 percent ROE for Ohio

25 Power at $37 million and for Columbus Southern $19
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million?

A. | would haveto visit that and those
numbers at this point. | can accept whatever you've
read from his testimony.

Q. Areyou familiar that less than aweek --
three days ago the Virginia Commission approved a
settlement that AEP Virginia, the Appalachian Power
subsidiary, entered into with the Commission staff
and other intervenors where they agreed -- where AEP

agreed to areturn on equity of 10.2 percent?

MR. CONWAY: Objection. Y our honor, if |
might forward looking -- the forward-looking cost to
capital established in arate case in some other
jurisdiction is not relevant to the issue in this
case, which is what should be the methodology for
establishing a significantly excessive earnings test
which, of course, is aretrospective review of
earnings.

MR. KURTZ: | would say that the
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20 comparable rate of return on equity of a sister

21 affiliate company isthe most relevant comparable
22 group that we would have in this -- under this law
23 where we are looking at comparable earnings.

24 EXAMINER SEE: And | am going to allow

25 Dr. Makhijato answer the question to the extent that
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he can.

A. Thelaw isvery specific. It has
wordings that say to look at -- look back at the
annual period of earnings and subsequently walks away
from forward-looking allowed cost -- allowed rates of
returns or cost of capital. So using a benchmark
that deals with the allowed rate of return to infer
how other utilities and nonutilities may have
provided -- provided returns prospectively isnot a
comparable benchmark.

Q. Let mego back to my question. Were you
aware that AEP agreed -- Appalachian Power, sister
company of Ohio Power and Columbus & Southern, AEP
agreed to a 10.2 percent return on equity three days
ago -- well, it was approved three days ago by the
Virginia Commission? Were you aware of it? That's
my only question.

A. For the ssimple reason that these

forward-looking items are not relevant, | have not
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20 been paying attention to that.

21 Q. Okay. Well, would you accept that the

22 math of the difference between 27.33 percent, which
23 isthe 2007 benchmark you have derived, and 10.2
24 percent is 17.13 percent?

25 A. And at the sametime | might add to that
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23

1 difference that there is no guarantee that the firm

2 would actually earn that extrareturn.

3 Q. Would you agree with my math

4 17 percent -- 17.13 percent higher rate of return

5 giventhe 1 percent revenue requirement -- 1 percent

6 ROE equals $37 million for Ohio Power and 19 for

7 Columbus, that 17.13 percent difference between what
8 Virginiaapproved and what you recommend would cost
9 Ohio consumers $633 million for Ohio Power and

10 $325 million for Columbus & Southern per year?

11 MR. CONWAY': Objection.
12 EXAMINER SEE: Basis?
13 MR. CONWAY': First of al, heis

14 testifying himself. If he wantsto get up here and

15 get cross-examined, | would be happy to do it.

16 Secondly, heis asking the witness to

17 make a comparison that the witness said he was not --
18 the fundamentals the witness said he was not familiar

19 withinthefirst place.
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20 And, thirdly, he is speculating about

21 what the consequences to Ohio customers on a

22 benchmark in Ohio on aretrospective earningstest is
23 based on what happens in some other jurisdiction;

24 that'sirrelevant. And | don't -- the witnessis not

25 qualified to answer the question and neither is
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Mr. Kurtz.

MR. KURTZ: | asked if he agreed with my
mathematics. That's -- that's the question on the
table, but in abroader sense | think that this case
to the extent that the Commission is concerned with
the public interest and the economy of Ohio and how
Onhio rates compare to the affiliate rates of the
other AEP companies, these are absolutely the type of
issues the Commission should be addressing and aware
of in this record.

MR. CONWAY: Your Honor, if I might, he
asked him what impact the cost impact on Ohio
customers would be if he accepted all of his
assumptions and his calculations. He didn't ask him
to simply accept what the math was which, of course,
the record -- anyone can do the math so that's
irrelevant to begin with. But he did not ask the
guestion would you agree with my math. He asked him

whether this would lead to a cost impact on Ohio
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20 customers.

21 And, secondly, | don't like -- | object

22 to Mr. Bell standing up and intervening in this
23 argument on this objection. Itishis--itis

24 Mr. Kurtz's cross-examination; it's not Mr. Bell's.

25 And | think you ought to stay out of it.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481

file:///AJ/AEPVOI-1V-112008.txt (48 of 581) [11/21/2008 8:05:04 AM]



file///AJAEPV0l-1V-112008.txt

25
1 EXAMINER SEE: Okay. Read the question
2 back for me, please.
3 (Record read.)
4 MR. CONWAY': It'saso acompound
5 question.
6 MR. KURTZ: Wéll, your Honor --
7 EXAMINER SEE: Thank you. Wait aminute.
8 Mr. Kurtz, rephrase your question.
9 Thank you, gentlemen. Sit down.

10 MR. KURTZ: Okay.

11 Q. (By Mr. Kurtz) Would you agree with my

12 math under the numbers we just described in the prior
13 question?

14 A. There are so many assumptions within that
15 math that it leads me to imply itemsthat | certainly
16 don't agree with. For example, you've used numbers
17 out of someone else's testimony. Y et another issue
18 isthat | havenot at all dealt with the revenue

19 implications. That was not the purpose of this
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20 testimony. It wassimply to establish what the

21 significantly excessive earnings test would imply as
22 threshold items, so while the arithmetic might be all
23 right, it leaves an impression which is not exactly
24 quite defensible.

25 Q. Do you think the Commission should
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exercise its judgment when applying this test and
take into account issues like the impact on
ratepayers, the economy, the level of electric rates,
jobs, and factors such as those?

A. All | have doneisimplement Section
4928.143(F) of SB 221.

Q. | asked you, do you think the Commission
should exercise -- when applying the test, should
they exercise their judgment, for example, in using

one standard deviation instead of two if they -- if
the Commission believed that that would be more
appropriate for the economy of the state of Ohio?

A. Itisthe Commission'sright to choose

the confidence level, but it hasto be one that is
defensible, | presume, and while they could choose
one standard deviation, there would be a burden to
explain the large amount of false positives that
would occur.

Remember those false positives are
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20 harmful not just to rate -- not only to share

21 owners-- holders, but also to ratepayers because

22 they place the firm in a position where being perhaps
23 too efficient can lead you into expropriations.

24 Q. When you did your analysis, you didn't

25 consider the affiliate relationships between Ohio

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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Power, Columbus Southern, Indiana and Michigan,
Appalachian Power, and Kentucky Power as members of
the AEP Interconnection Agreement, did you?

A. | have used AEP as awhole as a parent
company without looking at the specific pieces that
you have mentioned.

Q. For example, did you take into account
the fact that Ohio Power isrequired to sall its
eXCcess capacity -- excess energy to its affiliates at
cost before selling that power off system?

A. | am wondering how that element would
affect the significant excessive test.

Q. Just asmall point. Y ou recommend
combining the earnings of Columbus Southern and Ohio
Power for purposes of thistest; isthat correct?

A. Not exactly. What | have doneis| have
applied the test specifically to Ohio Power and
specifically to Columbus Southern Power. However, |

have suggested that in looking at their rates of
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20 return it may be useful as additional benchmarks to
21 look at what the combined rate of return would have
22 been.

23 Q. Let mequote to you a portion of the

24 statute that you have cited on page 10 of your

25 testimony. It says. "In making its determination of
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significantly excessive earnings under thisdivision,
the Commission shall not consider directly or
indirectly the revenue expenses or earnings of any
affiliate or parent company." How do you square
combining the -- combining the earnings of these
affiliates given this statutory prohibition?
A. Okay. Sowhat you arereminding usis
that the statute is very explicit with regard to how
we should ignore the revenues, expenses, and earnings
of the parent or affiliates in applying the test.
And as you will see in my testimony, | have not
explicitly taken into account the revenue expenses or
earnings of this parent or the affiliates. What |
have done, however, is used the parent firm to impute
what might be the market's perception of the
riskiness of the AEP-Ohio companies, whichis| think
adistinctly different action.
Q. Let mego back to my first question. |

think thisismy last one. Arethere any other
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20 elements of judgment or discretion that you think the
21 Commission should exercise in applying the earnings
22 test other than the ones you've already mentioned?
23 A. Inthe narrow confines of 4928.143(F),

24 those are the mitigating factors as | mentioned

25 ealier.
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29

1 MR. KURTZ: Thank you, Doctor. Thank

2 you, your Honors. No more questions.

3 EXAMINER SEE: Mr. Bell.

4 MR. BELL: No questions.

) EXAMINER SEE: Mr. Yurick.
6 - - -

7 CROSS-EXAMINATION

8 By Mr. Yurick:

9 Q. Doctor, can you hear me okay?

10 A. Yes, thank you.

11 Q. Okay. On page 6 you talk about your

12 calculationsfor return on equity. Thisison page
13 6, lines 3 and 4 of your testimony.

14 A. Which lines are you referring to?

15 Q. 3and4. Andyou say: "Significant

16 Excessive Earnings test requires a book measure of
17 earnings, ROE, calculated as net income divided by
18 book equity." Do you seethat?

19 A. Yes.
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20 Q. Would you agree with me that net income
21 would include or have you included income from

22 off-system salesin your calculation?

23 A. Asyou know, in my testimony | have made
24 no adjustments to the income at this point. However,

25 | am aware that other witnesses from the company are
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discussing this particular issue of off-system sales.
While I might support their position, | have not
actually included that correction into my net income,
so | will leave it to them to defend that issue and
to see how the Commission would like those items to
be incorporated. Y ou might argue that, you know,
off-system sales --

Q. | think you answered my question so at
this point you are just kind of -- okay. | think you
answered my question. Y ou are not the correct
witness to ask this so that's fine.

MR. YURIK: And | don't have any further
guestions of thiswitness.

EXAMINER BOJKO: I'm sorry, are
off-system sales included in your net income number
because they were included in somebody else's net
Income number that you used?

THE WITNESS. That'sright. | have not

removed them.
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20 EXAMINER BOJKO: Thank you.

21 EXAMINER SEE: Ms. Wung.

22 MS. WUNG: Yes, actually, just one or two
23 questions.

24 ---

25
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CROSS-EXAMINATION
By Ms. Wung:

Q. Good morning, Dr. Makhija. My nameis
Grace Wung. | am with the commercia group. Just
actually one or two questions.

Do you believe that the significantly
excessive earnings test for AEP should be reasonable
comparable to the same test for other Ohio utilities?

A. We have good guidance from the Bill on
that issue. It asks usto match the business and
financial risks so subsequently it is quite possible
that utilities within the same state might differ in
the levels of their business and financial risks, so
following the spirit and letter of the Senate Bill
that's what one should do and it might, therefore,

end up with perhaps different comparable samples.
Q. So because of the varying or differing
financial or business risks associated with each of

the Ohio utilities they may -- may or may not be
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20 reasonable to compare one to the other?

21 A. Yes.

22 Q. Haveyou also examined the other Ohio
23 €lectric utilitiesin terms of Duke Energy or

24 FirstEnergy?

25 A. No, I've not done any analysis on those.
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1 Q. Anddidyou review any of their -- their

2 financial or business risks to determine whether or

3 not they would fall into a comparable sample?

4 A. | have not done that determination but

5 thereisno reason to presume that -- that all

6 utilitiesin Ohio areidentical.

7 Q. But you have not conducted that analysis?

8 A. Thatistrue.

9 Q. So comparing your comparable peer group
10 you didn't review whether or not Duke Energy Ohio,
11 FirstEnergy companiesin Ohio would be comparable?
12 A. | have not done that analysis, but | have

13 no reason to believe that they are necessarily

14 identical.

15 Q. Why isit you would have no reason to

16 believeif you haven't conducted an analysis?

17 A. Whilel would not be able to speak to the
18 great details of what follows, | am generally aware

19 of the differencesin, for example, beta risks of
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20 companies and so forth. And as you might know, they
21 arenot the same.

22 MS. WUNG: Thank you, Dr. Makhija. |

23 have no further questions.

24 EXAMINER SEE: Mr. Randazzo.

25 MR. RANDAZZO: Yes.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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2 CROSS-EXAMINATION

3 By Mr. Randazzo:

4 Q. Yes. Good morning.

5 A. Good morning.

6 Q. Didyou assist inany way in the

7 preparation of AEP's electric security plan, in the
8 preparation of that plan?

9 A. Only to the extent that | addressed the
10 issuein Section 4928.143(F).

11 Q. Haveyou -- did you review the plan as
12 part of your preparation for this case?

13 A. Only in passing, nothing that | would be
14 ableto, you know, address in specifics.

15 Q. Soasfar asyour methodology is

16 concerned, it stands alone and is not connected to
17 theplan that wasfiled by AEP; isthat correct?
18 A. The purpose of my activity herewasto

19 develop amethodology. Subsequently -- the specific
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20 numbers used as an illustration for that methodol ogy
21 arenot important ultimately. Subsequently the

22 contents of the ESP are not directly relevant yet.

23 Q. All right. And soyou didn't look at the

24 ESP that was filed by the AEP Ohio companies for

25 purposes of examining how it might alter the current
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risk financial and business risks that are described
in your testimony; isthat correct?
A. Yeah. And given that the law -- the SB
221 about significantly excessive is alook-back law,
| presume that determination would also occur not
looking forward but looking back in 2010.
Q. Right. And at least from an academic
perspective, it would be appropriate to take alook
at this methodology at the time that you were looking
back for purposes of making sure that the methodol ogy
still was valid, correct?
A. | agree.
MR. RANDAZZO: Thank you.
That'sal | have. I'msorry. A little
slow today. Injected with drugs. Sorry.
EXAMINER SEE: Ms. Roberts?
MS. ROBERTS: Thank you, your Honor. |
probably need a microphone. I'm losing my voice.

EXAMINER SEE: Yes.
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20 ---

21 CROSS-EXAMINATION
22 By Mr. Roberts:

23 Q. Good morning, Dr. Makhija.
24 A. Good morning.

25 Q. | just have acouple of preliminary
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matters. First, would you agree in finance thereis
a presumption of a positive relationship between risk
and return?

A. Yes.

Q. Andwould you agree that beta which you
have used is considered to be a measure of investment
risk?

A. Yes.

Q. Andwould you agree beta reflects both

business and financial risk?

A. Indeed that's what | have argued myself.

Q. On page 3 of your testimony you indicate
you have appeared as an expert witness before FASB.
What is FASB and what doesit do?

A. FASB isthe Financial Accounting
Standards Board, and the issue before FASB had been
how one -- how utilities should close/cancel plant,
and in that context | appeared before FASB in

Stamford to give my opinion.
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20 Q. Andon page 3, line 4, you indicate you
21 submitted areport to FERC?

22 A. Yes, | did.

23 Q. Wasthat on generic determination of rate
24 of return?

25 A. Yes.
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1 Q. Didyou testify in that proceeding?

2 A. No, only areport was submitted.

3 Q. Andon page 4 you indicate you testified

4 asan expert witness in Pennsylvania?

) A. Yes, | did.

6 Q. What did your -- what were the subject

7 matters of your testimony?

8 A. Thiswaslitigation that involved

9 majority share owner versus a minority share owner
10 and the question was what was the value of minority
11 shares, in which case one deals with issues dealing
12 with minority rights and also liquidity when you have
13 only two owners and one of them owns very little.
14 Q. When did this testimony occur? What

15 year?

16 A. Givemeamoment. Shall I get that exact
17 information for you later?

18 Q. Just generally.

19 A. It'smore than 10 years back.
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20 Q. Allright. That'sfair. Anddid this
21 caseinvolve determining arate of return?
22 A. No.

23 Q. Andit didn't involve determining
24 significantly excess earnings, correct?

25 A. That'sright.
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1 Q. Didyou testify in any other Pennsylvania

2 cases?

3 A. No.

4 Q. On page 4 you indicate that you have made

5 presentations or presented papers to a number of

6 organizations; isthat correct?

7 A. That's correct.

8 Q. What was the subject of your presentation

9 to American Electric Power?

10 A. It'sanumber of different topics that

11 have been covered in presentations that | have made
12 before American Electric Power. They are part of the
13 executive development program that is offered by the
14 Fisher College of Business, and it's a program that

15 hasbeen going on for several years. It includes

16 reviewing the financials of electric utilities,

17 paying particular attention to AEP, looking at their
18 capital structure, looking at the rates of returns

19 they have earned, and various related matters.
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20 Q. Isthat an executive MBA program?

21 A. | asodo teach in the executive MBA

22 program but thisis separate from that whichis
23 specifically customized to the issues of American
24 Electric Power.

25 Q. Didyou make any presentations to them on
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1 the calculation of rate of return, return on equity,
2 or significantly excess earnings?

3 A. Asyou know, Ohio is about the only state
4 that hasthat law so the chances of doing a

5 dggnificantly excessive test for anyone elseisa

6 near zero probability.

7 Q. | think my question was did you make a
8 presentation to American Electric Power on

9 dgignificant -- on the calculation of significantly
10 excess earnings?

11 A. No.

12 Q. On calculation of rate of return or cost
13 of equity?

14 A. Yes, those areitemsthat | have

15 presented in those including estimates of what |
16 think arethe cost of capital for AEP.

17 Q. Haveyou ever testified in a utility rate
18 proceeding or astate utility commission?

19 A. No, | have not.

file:///AJ/AEPV0l-1V-112008.txt (75 of 581) [11/21/2008 8:05:05 AM]



file///AJAEPV0l-1V-112008.txt

20 Q. Haveyou ever testified before the

21 Federal Energy Regulatory Commission?

22 A. Apart from submitting that report, | have
23 not.

24 Q. Onpage5 of your testimony, lines 8

25 through 11, you say that: "Since both OP and CSP are

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481

file:///AJ/AEPV0l-1V-112008.txt (76 of 581) [11/21/2008 8:05:05 AM]



file///AJAEPV0l-1V-112008.txt

39

1 wholly-owned subsidiaries of American Electric Power
2 and shareinitselectric and financia pools, the

3 methodology for the implementation of the

4 Significantly Excessive Earnings Test cannot be

5 isolated to the two operating companies but must

6 incorporate the business and financial risk of AEP";

7 isthat correct?

8 A. Yes

9 Q. Andyou asointerpret SB 221 asit

10 relatesto the description of this test to require

11 you to incorporate the business and financial risks

12 of AEPin calculating significantly excess earnings

13 for Ohio Power Company and Columbus Southern Power
14 Company; isthat correct?

15 A. Yes | doand, infact, I'mnot alonein

16 doing so as provided in my testimony particularly on

17 page 16 Standard & Poor's Todd Shipman in its Ratings
18 Direct in July of 2007 specifically points out that

19 when looking at the -- at Ohio Power or looking at
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20 Columbus Southern one ought to look at AEP, so | am
21 not aone, the market also -- the street also does

22 the same.

23 Q. Anddid they offer testimony before this

24 Commission on the calculation of significantly excess

25 earnings?
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MR. CONWAY: Object.

A. No, they have not to my knowledge.

Q. All right. When you form your portfolio
of publicly traded firms irrespective of each firm's
industry affiliation, you attempt to match the
business and financial risks of AEP and thus for OPC
and Columbus Southern; isthat fair?

A. Yes.

Q. How many utility subsidiaries does
American Electric Power have?

A. Could you please repesat that?

Q. How many utility subsidiaries does
American Electric have?

A. | don't want to guess that at this point.

Q. Do you know what states American Electric
Power operatesin?

A. Oh, yeah, | think they arein 11
different states.

Q. Do you know what those states are?
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20 A. Widl, | could try to remember them all,
21 but yeah, | know most of them.

22 Q. All right. How many nonutility

23 subsidiaries does American Electric Power have?
24 A. Widl, | don't know the specific numbers

25 of them, but we do know that American Electric Power
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1 draws 90 percent of its earnings to its revenues from
2 itselectric operations. So we have --

3 Q. Both regulated and unregulated or only

4 regulated?

5 A. | would haveto look at the details. |

6 am trying to understand how thisisleading to the

7 dgignificant test, however.

8 Q. [ think it will become apparent. Would

9 it make adifferencein your analysis and

10 determination of what comparable business financial
11 risk isto know whether 90 percent of the company you
12 selected as a proxy, American Electric Power,

13 receivesits revenues from regulated operations or
14 unregulated operations?

15 MR. CONWAY: Could | have the question

16 reread, your Honor.

17 EXAMINER SEE: Yes.
18 (Record read.)
19 MR. CONWAY: Just so| am clear, isthe

file:///AJ/AEPV0l-1V-112008.txt (81 of 581) [11/21/2008 8:05:05 AM]



file///AJAEPV0l-1V-112008.txt

20 question would it make a difference whether you

21 assume that 90 percent were from regulated operations
22 on the one hand and on the other hand that 90 percent
23 were from unregulated operations?

24 MS. ROBERTS: Yes.

25 EXAMINER SEE: Y ou can answer the

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481

file:///AJ/AEPV0l-1V-112008.txt (82 of 581) [11/21/2008 8:05:05 AM]



file///AJAEPV0l-1V-112008.txt

10

11

12

13

14

15

16

17

18

19

42

guestion.

A. Okay. There are many factorsthat you
could point out about a utility and they would all be
potentially interesting. But at the end of the day |
would be interested in summatively what did they
imply for the risk of the company. In my testimony |
provide summative risk measures.

Q. I'msorry to interrupt, the what risk
impact?

A. Summative.

Q. Summative?

A. Yeah, because what | am suggesting is
that you could, Mrs. Roberts, could come up with a
whole series of individual aspects which may all
speak to the riskiness of the firm and surely some
aspects might point one way and others in another
way, but at the end of the day | am employing arisk
measure which looks at the totality of the risk and

subsequently, yes, those factors are ultimately
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20 working their way into that summary measure.

21 Q. Widll, let mejust get down toit,

22 Dr. Makhija, have you done any risk analysis of AEP
23 subsidiariesto support your claim that Ohio Power
24 and Columbus Southern Power have the same risk

25 profile as AEP?
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A. | would certainly love to address that
issue. Asyou know, | have provided a summative risk
measure for American Power.

Q. I'msorry, Mr. Makhija, could you answer
my guestion yes or no first so | know whatever else
you said?

THE WITNESS:. Could you please repeat the
guestion?

EXAMINER SEE: Reread the question for
the witness.

(Record read.)

MR. CONWAY: And, your Honor, | would
object to the interjection by counsel. Sheis
guessing -- he hasn't even had a chance to answer it,
and sheis objecting to hisanswer. | think he was
addressing her question, and | would just ask that he
been allowed to complete his answer before she
follows up.

EXAMINER SEE: Okay.
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20 MS. ROBERTS: Your Honor, | am willing to
21 indulge the witness beyond ayes or no answer. |

22 would just like to know whether his answer isyes or
23 no before he extrapolates on it.

24 EXAMINER SEE: Isthere an objection or

25 just -- that's okay.
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1 MR. CONWAY: Thereisan objection.

2 EXAMINER SEE: Dr. Makhija, go ahead and
3 answer the question.

4 THE WITNESS: Could you repeat it one

5 moretime, please.

6 (Record read.)

7 A. | guesstheanswer isaqualified yes.

8 Should | proceed to explain the qualification? What
9 | havedoneisinlooking at AEP asawhole, | have
10 automatically taken the influence of the subsidiaries
11 into account. So subsequently when | talk about the
12 betafor AEP, itisasaresult of al the

13 subsidiaries participating in it.

14 Q. On page 6 of your testimony you propose a
15 test for, can we call the significantly excess

16 earningstest S-E-E? Isthat acceptable to you,

17 Dr. Makhija?

18 A. Sorry, which line are you referring on

19 page 6?
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20 Q. lamgoing -- | am going to ask you a

21 question about page 6 of your testimony.

22 A. Okay.

23 Q. And before | do would it be acceptable to
24 you to refer to the significantly excess earnings

25 test as SEE or S-E-E?
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A. Sure.

Q. On page 6 of your testimony you propose a
test for SEE using a utility peer group and a
comparable risk peer group. Why did you use a
utility peer group?

A. | started with utility peer group to, in
fact, point out that in some cases and in particular
this one what seems like an obvious which is to pick
up other utilitiesisn't necessarily the right thing
to do because in picking up the utility peer group, |
am able to show that at the end of the day even
though they are utilities, they don't have the same
risk characteristics as the subject utility.
Subsequently, it makes a greater case to develop the
comparable risk peer group.

Q. Continuing to pages 11 and 12 of your
testimony, specifically on page 11, lines 20 to 23,
and page 12, lines 1 to 2, you seem to indicate that

using your Compustat -- Compustat data that the
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20 earliest this Commission could determine an

21 application for significantly excess earnings would
22 bethe end of August of the year following the year
23 that calculation was made?

24 A. Purely as apractical matter, yes,

25 because even though firms have finished the year, by
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the timethey file all the dataand it showsupin
the standard databases, unfortunately it takes a
while.

Q. Butif you wereto use Vaue Line data
and FERC Form 1 data, that would be available months
earlier, would it not, Dr. Makhija?

A. You canimagine the problems that would
present since we are welcome to choose comparable
firms from all nonutility firms. You can imagine the

difficulty of trying to find for al 7,000 plus firms
updated data that is, you know, reliable at that
point. So as a practical matter, unless one wants to
go hand-collect forms, so much data, one might have
to wait until these databases are publicly available.

Q. Areyou saying that this Commission
should use only the Compustat database that you have
used?

A. No. | am perfectly happy with Value

Line. Infact, given that only afragment of the
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20 datawas available at the time when | used it, |

21 would welcome, you know, updated analyses as well,
22 but just that one should do the analysis when the

23 dataisindeed fully available, beit Value Line or

24 other reliable databases.

25 Q. Did | understand you to just say that it
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was acceptable to you to use Value Line in this
computation or some other source -- recognized source
of financial data?
A. Not at that point in time because at that
point in time | was able to get from Compustat what
had been updated for 2007. | did not have the same
assurance whether Value Line was aso completely
updated at that point.
Q. But asadata source, you don't take
Issue with Value Line, do you?
A. No, | have not.
Q. On page 16 beginning at line 22 of your
testimony, when you are discussing utility peer
group, you said that you excluded SIC Code 4913 firms
(Electric Utilities - West). Why did you do that?
A. Tothe extent that people that put
together SIC codes have even determined that the east
coast utilities and west coast utilities should be

combined into asingle four-digit SIC code 4911,
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20 that's an exertion that they are better fit as an

21 industry group, whereas, they kept 4391 separate, so
22 | am recognizing that difference.

23 Q. Didn't you say that you excluded Electric
24 Utilities - West because of differencesin weather

25 and operating characteristics?
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A. Yes, | did. Andthose might be part of
the reasons why people who develop SIC codes
considered them to be, in fact, adifferent
four-digit SIC code industrial.

Q. Doyou know if that iswhy people that
develop the SIC codes gave them a separate SIC code?

A. No. But | am offering some possible
explanations.

Q. But you don't know?

A. Correct.

Q. Anddid you do any analysis to support
your conclusion that the Electric Utilities - West
should be excluded?

A. Remember, the purpose of the utility peer
group, the purpose of that was to find reasonable
companies and show why risk differences might be
left. And for that purpose including these utilities
would have been including ones that were already

known to bein adifferent SIC code.
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20 Q. But you didn't do any studies or analysis

21 of whether it was appropriate to use one or more SIC
22 codes, did you, Dr. Makhija?

23 A. No, because | am not -- my purpose here

24 was not to develop computations of different SIC

25 codes but to accept what is publicly available.
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1 Q. But didn't you just testify that you

2 didn't know why they had different SIC codes?

3 A. | did offer some potential explanations.

4 Q. But you don't know.

5 A. Correct.

6 Q. And you have done no analyses of your own
7 to support that.

8 A. Correct.

9 Q. That distinction you make. Hasit been

10 your position regarding the calculation of return on
11 equity for electric utilities that -- that that

12 calculation should exclude certain utility SIC codes,
13 for example, SIC codes 4913 Electric Utility - West?
14 MR. CONWAY': Excuseme. Could | have

15 that question reread, please?

16 EXAMINER SEE: Yes,
17 (Record read.)
18 MR. CONWAY': Your Honor, | object. |

19 think it has been gone over a couple of times.
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20 Ms. Roberts -- | think the witness has explained that
21 her disagreement is really with the people who

22 develop the SIC codes, not with him. Heisjust

23 following what the SIC codes indicate, which ones are
24 separate, and heistrying to find a comparable group

25 of electric utilities based in part on common SIC
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codes and | think he has aready gone over it and she

has -- she has gone through it at least once, if not

twice.

MS. ROBERTS: Why don't | lay a

foundation, your Honor. Maybe that will be helpful.

EXAMINER SEE: Please.

Q. (By Ms. Raoberts) Y our calculation of SEE

involves determining comparabl e business and

financial risk: isthat correct?

A.

Q.

Yes.

And isthat also -- isthat -- are those

also criteriayou would use in calculating areturn

on equity for autility?

A.

Q.

Are you asking prospectively or --
Yes.

-- the actual earned returns?

No, prospectively.

If | were doing a determination of what

19 should be or what is the cost of capital allowed
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return going forward, | might, yeah.

Q. And -- and yet for the SEE test you make
adistinction between electric utilitiesby SIC
codes, what | am asking you is would you make that
same distinction by SIC codes if you were calculating

a projected return on equity for a utility?
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A. | think we are talking about two

different things here, if | may take just a moment of
your time. Remember, in -- there are two different
tests being offered here. Oneisthe utility peer

group test, and the second is the comparable risk

peer group. And in the developing of the utility

peer group | am following what is commonly done which
istotry to look at utilities that seem most
comparable which | do by picking up the SIC code, by
looking at size, looking that they are all, you know,
traded then on NY SE and so forth and, in fact, at the
end of that analysis | am suggesting this may not be

the best route because ultimately the groups don't

line up being comparable.

However, in the second test, because |

don't need anymore to simply having chosen the firms
to then test if they are comparable, | start by

making them comparable on the grounds of business and

financia risk and then develop the comparable risk
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20 peer group. So the questions in some sense, the
21 reas