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9
1 Wednesday Morning Session,
2 December 10, 2008.
3 - - -
4 EXAMINER BOJKO: Let's go on the record.
5 Good morning. Thisisa continuation of

6 08-917, 08-918-EL-SSO, being In the Matter of the AEP

7 Operating Companies Proposal for Electric Security

8 Plans.

9 My name's Kim Bojko. With meis Greta
10 See.

11 Welll take abbreviated appearances again

12 thismorning.

13 MR. RESNIK: For the companies, Marvin
14 Resnik, Stephen Nourse, and Dan Conway.

15 MR. MASKOVY AK: For the Appalachian
16 People's Action Coalition, Joe Maskovyak and Mike
17 Smaz.

18 MR. O'BRIEN: On behalf of the Ohio

19 Hospital Association, Rick Sites and Tom O'Brien.
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20 MR. MARGARD: Werner Margard, John Jones,
21 Tom Lindgren on behalf of the Commission staff.

22 MS. GRADY: On behalf of the residential

23 ratepayers of the companies, Janine L.

24 Migden-Ostrander, Consumers Counsel, Maureen R.

25 Grady and Jacqueline L. Roberts.
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MR. RANDAZZO: Joe Clark, LisaMcAlister,
and Sam Randazzo on behalf of the Industrial Energy
Users-Ohio.
MR. ROYER: If your Honors please, I'd
like to enter an additional appearance on behalf of
the Ohio Manufacturers Association, so please let the
record show of appearance of Barth Royer, Bell &
Royer Co., LPA.
MR. KURTZ: For the Ohio Energy Group,
Mike Kurtz and Dave Boehm.

MR. WHITE: For the Kroger Company, John
Bentine, Mark Y urick, and Matt White.

EXAMINER BOJKO: Thank you.

Aswe established at the conclusion of
last week of the case in chief, rebuttal testimony
was filed by three AEP witnesses on Monday the 8th,
and today we are putting those witnesses on the stand
and giving parties an opportunity to cross-examine

those withesses.
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20 Mr. Resnik, would you like to call -- oh,

21 Mr. Conway, would you liketo call your first

22 witness?

23 MR. CONWAY: Thank you, your Honor.
24 The companies call Dr. Anil K. Makhija.
25 EXAMINER BOJKO: Mr. Makhija, you

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 remember that you are still under oath?

2 THE WITNESS:. Yes, | do.

3 EXAMINER BOJKO: Thank you.

4 EXAMINER SEE: Mr. Conway.

5 MR. CONWAY: Thank you, your Honor.
6 - - -

7 DR. ANIL K. MAKHIJA

8 being previously sworn, as prescribed by law, was
9 examined and testified as follows:

10 DIRECT EXAMINATION

11 By Mr. Conway:

12 Q. Dr. Makhija, could you state your full

13 and correct name for the record, please?

14 A. My nameisAnil Kumar Makhija.

15 Q. Dr. Makhija, you previously presented
16 direct testimony in this proceeding; is that correct?
17 A. Yes, | did.

18 Q. Andyou have prepared and it has been

19 submitted on your behalf rebuttal testimony in this
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20 proceeding.

21 A. Yes, it has.

22 MR. CONWAY': Y our Honor, at thistime I'd
23 like to mark for identification purposes

24 Dr. Makhijasrebuttal testimony that was prefiled on

25 Monday, and | believe his original exhibit number was

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 5for the companies, and if it's acceptable, | would

2 mark the rebuttal testimony as Exhibit 5A.

3 EXAMINER SEE: The exhibit is so marked.
4 MR. CONWAY': Thank you.
5 (EXHIBIT MARKED FOR IDENTIFICATION.)

6 Q. Dr. Makhija, you prepared this testimony

7 for submission in this proceeding?

8 A. Yes, | did.

9 Q. And do you have any corrections or

10 additionsto the testimony that you would like to

11 make at this time?

12 A. Yes. Atthistimel would like to point

13 out on page 6, line 11, where it reads "Exhibit JRW-2
14 in Woolridge Direct," it'smissing aclosing

15 parentheses. So after the word "Direct” there should
16 beaclosing parentheses.

17 Q. Thank you, Dr. Makhija. Do you have any
18 other changes or corrections to make at this time?

19 A. No.
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20 Q. Dr. Makhija, if | wereto ask you the

21 questions contained in your prefiled rebuttal

22 testimony which has been marked as Companies Exhibit
23 5A, would your answers be the same as they appear in
24 that document?

25 A. Yes.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 Q. Andisthat testimony true and accurate

2 tothe best of your belief and knowledge?

3 A. | believe so.

4 MR. CONWAY: Your Honors, at thistimell
5 would move for the admission of Companies Exhibit
6 No. 5A, Dr. Makhija's rebuttal testimony, and

7 Dr. Makhijais available for cross-examination.

8 MS. ROBERTS: Your Honor, | would ask

9 that we move the exhibit of his -- the admission of

10 histestimony following cross-examination as it's

11 usually done.

12 MR. CONWAY': Excuse me, | didn't meanto
13 indicate that | was asking you to admit it at this

14 time. | just wanted to make sure | didn't forget to

15 movefor its admission later.

16 EXAMINER SEE: Okay.

17 Mr. White?

18 MR. WHITE: | have no questions, your
19 Honor.
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20 EXAMINER SEE: Mr. Kurtz?

21 MR. KURTZ: Thank you, your Honor.
22 ---

23 CROSS-EXAMINATION

24 By Mr. Kurtz:

25 Q. Good morning, Doctor.

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

Q. Themgority of your testimony, your
rebuttal testimony here, deals with critiquing the
other witnesses on how they chose the comparable
companies for their analysis; is that fair?

A. A fair amount of it does, but | also
provide justification in response for my own
methodol ogy.

Q. Okay. And the comparable companies are
used for 2007 just as an example; in actuality, the
Commission will use a future year, correct?

A. That'sright.

Q. Andthe comparable earningsisthe first
step in establishing the threshold for the
significantly excessive earnings test?

A. If you mean by that the establishing of
the ROEs for the comparable firms, that's correct.

Q. Now, I'd like to -- there were four

witnesses on thistopic, and I'd just like to
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20 understand what the return on equities were that the
21 various witnesses came up with in 2007. On page 6,
22 was Dr. Woolridge's return on equity for the

23 comparable groups 11.37 percent as shown on line 127?
24 A. Yes. That'sthe average ROESs that he got

25 for his 64 comparable firms.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 Q. Andfor Mr. King, the OEG witness, he was
2 at12.2 percent?

3 A. | recal that that's correct, yeah.

4 Q. Didyou recall what Mr. Gorman's

5 comparable return on equity was?

6 A. | believe since hedidn't form a

7 comparable group, what he did was he took a 2 percent
8 adder to the 10.5 and came up with 12.5.

9 Q. That was the ultimate recommendation, but
10 thefirst starting point, he was at 10.5?

11 A. Yes, he started with that.

12 Q. And based upon your examination of the
13 comparable groupsin 2007, what was your return on
14 equity starting point?

15 A. Yeah, for theillustrative group of 25

16 firms, it was 13.91, | believe.

17 Q. 13.9.

18 A. Yeah.

19 Q. Sowehaveyou at 13.9, Mr. Gorman at
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20 10.5, Mr. Woolridge at 11.37, and Mr. King at 12.2.
21 A. According to the different methodologies,
22 they have arrived at very different numbers, yes.

23 Q. Widll, | guess actually these numbers are
24 fairly closein the sense, wouldn't you agree, that

25 therangeisthelow of 10.5, the high of 13.9, 340

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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basis points or 3.4 percent difference between the
high end and the low end?

A. Wadl, it'samaterial differencel think,
but, nevertheless, that's what it is, yes.

Q. Okay. But thereal -- the bigger
controversy is, isn't it true, is how you get from
the starting point to the threshold for significantly
excessive. You end up at, | recall, 26, 27 percent?

A. 17.33, yes.

Q. 27 point --

A. 3.

Q. .3, okay. And the other witnesses add
150 or 200 basis points to their starting point; is
that right?

A. Yes.

Q. Okay. Sowould you agree that the bigger
controversy or the bigger question or the more
important issue is how you get from the starting

point, you've basically doubled the starting point
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20 from 13.9to 27.3, whereas all they've doneis

21 increment it up by 200 basis points or thereabouts?
22 A. Theissue actualy isthat the mean and

23 the standard deviation to which you are referring are
24 not truly separable items because of the differences

25 in methodology. When we try to compare only one

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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aspect of it, it turns out to be a bit of an apples
and oranges comparison.

Q. But mathematically when they add 200
basis pointsto 11 percent, 12 percent, 10 percent,
it's about a 20 percent adder or less, and you
basically have a hundred percent adder on your
recommendation going from 13.9 percent to
27.3 percent.

MR. CONWAY: Objection. That misstates
the record. Y our assertion about the 150, 200 basis
pointsis not an accurate recap of what the other
witnesses positions are. Y ou got Dr. Woolridge that
you're leaving out of it and you have Mr. Cahaan that
you're leaving out of it.

MR. KURTZ: | think | did. Dr. Woolridge
was, or Mr. Woolridge was 150 --

THE WITNESS:. Only in one of his
methodol ogies.

MR. CONWAY: Soit'sinaccurate.
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20 EXAMINER SEE: Just a minute, gentlemen.
21 MR. KURTZ: | don't understand the

22 objection. | thought the doctor agreed with the

23 foundation and the basic premise of the question.

24 MR. CONWAY: Your Honors, that isflatly

25 not accurate. Dr. Woolridge had two approaches that

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 heused, one of which included a 4-1/2 percent adder,
2 and then Mr. Cahaan had an adder which is not 200
3 basis points but isin the range of 200 to 400 basis

4 points. So the premise to the question is not

5 accurate, and | object to it.

6 EXAMINER SEE: And your objectionis

7 noted. If you feel that it's-- you can take it up

8 onredirect of Dr. Makhija.

9 MR. KURTZ: Thank you, your Honor.

10 Q. (By Mr. Kurtz) In any event, | just want

11 to sort of wrap up here. Looking at just these

12 numbers, wouldn't you agree that the bigger

13 difference in your recommendation versus the other
14 witnessesis how you get from the starting point up
15 tothe significantly excessive threshold, you used

16 thetwo standard deviations and they used a different
17 methodology and that's why we get -- your

18 recommendation sort of doubles the starting point and

19 theirs does not?
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20 A. Wiédll, the starting point, of course, isa
21 little more fundamentally different because their
22 methodologies are built to pick up largely utilities
23 and, therefore, it's hard wired in away to produce
24 |ower variances.

25 So, in fact, the difference in numbersis

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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not merely that of the numbers themselves, but amore
fundamental methodological difference, and whichis
why I'm finding the comparison of their standard
deviations with my standard deviations not an
equivalent conversation.

Q. Just mathematically speaking, if we took
your starting point of 13.9 and took the
recommendation of at |east some of the witnessesto
add 200 basis points, we would be at 15.9 percent,
just mathematically speaking.

A. Wdl, if you want to take that kind of
exercise, you might also want to bring us on an equal
footing, which would require that we have comparable
confidence levels, so right now if you're comparing
Incomparable confidence levels, you would also want
comparable definitions of ROE, whereasin my
definition I'm looking at the bottom line for the
shareholder net of all items. So consequently those

variances are not as comparabl e as they appear merely
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20 by looking at the numbers themselves.

21 Q. Mathematically you would agree, though,
22 that 13.9 percent plus 2 percent is 15.9 percent.

23 A. For that unique setting, which doesn't

24 carry over to the other way of developing the groups.

25 Q. Okay.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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20
1 MR. KURTZ: Thank you, your Honor. Those
2 areal my questions.
3 EXAMINER SEE: Mr. Royer.
4 MR. ROYER: No questions, your Honor.
) EXAMINER SEE: Mr. Randazzo?
6 MR. RANDAZZQO: Just acouple. But |

7 understand OCC may have a motion to strike, and
8 beforel do any questions, it may be better to get

9 that out of the way.

10 EXAMINER SEE: Ms. Roberts?

11 MS. ROBERTS: Yes, if | may. If | may
12 ask acouple foundational questions, your Honor, for
13 my motion.

14 ---

15 VOIR DIRE

16 By Ms. Roberts:

17 Q. Dr. Makhija, if you would turn to page 4
18 of your testimony, the question beginning online 9

19 and following over onto page 5, lines1 and 2, is
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20 there any information in this question that is

21 inconsistent with your direct testimony in this case?
22 A. I'msorry, what page number and what line
23 again, please?

24 Q. Paged.

25 A. Yes.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 Q. Thequestion beginning on line 9.

2 A. Yes

3 Q. Andthe answer carries over onto page 5,
4 thefirst two lines.

5 MR. CONWAY:: I'm sorry, | didn't catch --

6 thefirst two lines of page 5, isthat --

7 MS. ROBERTS: Yes.
8 EXAMINER BOJKO: What was your question?
9 MS. ROBERTS: My question was, isthere

10 any information in thisthat isinconsistent with

11 what hefiled in his direct testimony.

12 A. | stand by the answer of the material you
13 pointed out.

14 Q. Thank you. And if you turn to page 11,

15 the question beginning on line 8, the answer carries
16 over onto page 12 and 13 and 14, and 15 and ends at
17 line 3 on page 15. Do you see that?

18 A. Page 11 starting line 8 --

19 Q. Yes
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20 A. -- and going on to page 15.

21 Q. Lines.

22 A. Line3.

23 Q. Do you want to take a second to look at
24 that?

25 A. Yeah.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 MR. CONWAY:: If | might have a

2 clarification, the end of the section that you're

3 directing his attention to is page 15. | apologize,

4 but what line on page 157?

) MS. ROBERTS: 3.

6 A. | stand by what | have provided here.

7 Q. Andit'sconsistent with your direct

8 testimony.

9 A. | believe so.

10 Q. Allright. Andif you look at page 15,

11 line5, the section that starts "Book Common

12 Equity" --

13 A. Yes.

14 Q. --through line 16, the sentence ending

15 online 16, thisisalso information that was in your
16 direct testimony; isthat correct?

17 MR. CONWAY: Excuse me. Could I, again,
18 I'm sorry, Ms. Roberts, where does it start?

19 MS. ROBERTS: Page 15, line 5, through
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20 page 15, line 16, the sentence ending "equity divided

21 by total assets."

22 EXAMINER BOJKO: Now, what was your
23 question?
24 MS. ROBERTS: Thisisinformation that

25 wasincluded in hisdirect testimony.
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1 THE WITNESS:. Could you repeat the lines
2 inthelast set you just want me to look at?

3 Q. Linelé.

4 A. Okay.

5 Q. The sentence ending "equity divided by

6 total assets, period" from line 5 through the end of
7 that sentence.

8 A. Oh, | see. Let mejust look.

9 I'm okay with this.

10 Q. Andthisisinformation that wasin your
11 direct testimony.

12 A. | believeit's consistent with the

13 analysisthat was provided in the exhibits of my
14 direct testimony.

15 Q. Thank you.

16 And on page 16, Dr. Makhija, at the top
17 of the page you discuss "Asset Turnover" and that
18 discussion ends -- the sentence ending on line 8 at

19 "risk." Thiswas also addressed in your direct

file//IAJAEPVOI-XIV txt (45 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

20 testimony, wasit not?

21 A. Could you please repeat the page numbers?
22 Q. Page 16.

23 A. Yes.

24 Q. Linel, through line 8, the sentence on

25 line 8, ending on line 8 with the word "risk,
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1 period."
2 MR. CONWAY': Y ou're asking him whether
3 theselines are consistent with his direct testimony

4 or aredifferent fromit; isthat right?

5 MS. ROBERTS: Consistent, yes.

6 MR. CONWAY : Including thelast phrasein
7 there.

8 MS. ROBERTS: Ending on line 8 with the

9 word "risk, period."

10 MR. CONWAY: Okay.

11 A. | believe so.

12 Q. Andonline 17 -- excuse me, on page 17,

13 line 21, you discuss the earned rate on common equity
14 and that discussion carries over to page 18, line 10.

15 Canyoulook at that? Page 17, line 21, through page
16 18, line 10.

17 A. I'mfinewith that, too.

18 Q. And that was information that's

19 consistent with your direct testimony; is that
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20 correct?
21 A. Yes
22 MS. ROBERTS: Y our Honor, the testimony

23 that I'vejust indicated and discussed with
24 Dr. Makhijais actually not rebuttal testimony but

25 additional direct testimony. It is not offered to
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1 contest the evidence presented by opposing parties,

2 itisarestatement of hisdirect testimony. Heis

3 repeating or expanding upon his positionsin his

4 direct testimony, and under the case of In the Matter

5 of Ameritech-Ohio Economic Costs for Interconnection,
6 PUCO case number 96-922, the Commission has routinely
7 limited rebuttal testimony to testimony that a party

8 could not have presented in the direct part of their

9 case

10 And theitems that I've identified in

11 Dr. Makhijastestimony fail that test and on that

12 basis would move to strike those portions of his

13 testimony.

14 EXAMINER SEE: Mr. Conway, did you wish
15 to respond?

16 MR. CONWAY: Thank you, your Honor. Let
17 meseeif | canjust go through these and touch on

18 theindividual sectionsthat counsel identified for

19 thewitness.
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| think the first onewas, as| recall,
page 4 where the question starts out by asking
Dr. Makhija, "What are the issues surrounding the
Identification of the comparable group?' And the
Issues he's identifying are the issues that are

raised by al the testimony that's been submitted on
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thisissue, on thistopic, and he's ssimply setting up
his explanation of what his responses are to the
differences or the unique characteristics of the
competing proposals for how one would go about
constructing a comparable group. And so that isthe
purpose of the answer to the question that starts on
page 4 at line 9 and continues on to page 5 at line
2.

And | would just point out that at the
end of that sentence he explains that he will review
the relevant merits and application of these measures
after he summarizes the methodol ogies that have been
proposed for the formation of the comparable group.
So dl of it isintroductory to the issues that have
emerged as aresult of several witnesses that have
testified on thistopic.

The next section that was identified,
which | must confess that | am not sure which page it

started on.
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20 MS. ROBERTS:. Page 11.
21 MR. CONWAY': Page 11.
22 Again, if the section was the question

23 starting at line 8 and continuing on to page 15, he
24 is-- for purposes of setting up his response to the

25 competing proposals, he does summarize his testimony,
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but he also specifically addresses starting on page

12 the merits of using an unlevered beta for

measuring a comprehensive weight business risk which
has gotten criticism from Mr. Cahaan in his direct
testimony.

So | think that's responsive to explain

what the basisis that he has for believing that
unlevered beta risk, notwithstanding criticisms that
have been raised about it, isa useful and a
comprehensive tool for measuring businessrisk. And
that is the purpose of the testimony through the top
of page 15, line 3.

With regard to the book common equity
discussion that begins on page 15, line 5 and
continues on to the bottom of that page, he explains
where there is a debate among the witnesses which is
important to clarifying where there is debate, that's
the first part of that answer.

In the second part of the answer he
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25

explains what the differences are in the witnesses
that have, particularly Mr. Woolridge's testimony,
what the difference is between the two, and he
indicates what the problem is that he indicates
results from the difference. So in order to tell

what the differenceis, you've got to reiterate what

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

file//IAJAEPVOI-XIV txt (54 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

28

the starting point is.
With regard to the asset turnover
discussion at the top of page 16, lines 1 through 9,
at least two of the witnesses relied heavily on asset
turnover as a measure of businessrisk. He's
pointing out here that he's not opposed to using that
as an additional measure to his unlevered beta
approach to comprehensively measuring business risk.
So | think that, in particular, I'd just
note that the introduction of that response by him
where he's actually saying that he's not opposed to
the use of this additional factor, he points out that
the additional use of capital intensity, that is the
asset turnover ratio which he did not usein his
original work, would produce an overreliance on the
single measure of business risk that he has proposed.
So it's clearly explaining what the basis
Isfor hisresponse to the different proposals that

have been made, and the fact that he's indicating
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20 he's not opposed to it doesn't make it any lessa

21 matter for rebuttal.

22

23

24

25

Is there anything after that, Counsel ?
MS. ROBERTS: After page --
MR. CONWAY': Page 16.

EXAMINER SEE: Page 17.

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

file//IAJAEPVOI-XIV.xt (56 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

29

MS. ROBERTS: No, after page 18.

EXAMINER SEE: Page 17, line 21, to page
18, line 10.

MS. ROBERTS: Yes, your Honor.

MR. CONWAY': There was aso adifference
among the witnesses with regard to the inclusion or
exclusion of one-time items or extraordinary items,
and Dr. Makhijais pointing this out and he's also
indicating what his view isin the difference that

has emerged from that discussion. So that'salso a
proper subject for rebuttal testimony.

And | think that the first criticism that
we heard was that some of thisis reiterative of his

direct testimony. I'd just point out for you in

order for the testimony to make sense about what it
Is he's responding to, you've got to have some point
of origination for the discussion. Y ou've got to
have some anchor for it, and that's what the purpose

of itis.
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20 Finaly, | would just note that Mr. Kurtz

21 hasaready started his cross-examination, has

22 completed his cross-examination of the witness, and
23 the proper time to have raised a motion would have
24 been at the outset rather than after we already

25 started our cross-examination.
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1 So | would request that the motion be

2 denied and allow the cross-examination to continue.
3 MS. ROBERTS: May | respond?

4 EXAMINER SEE: Ms. Roberts, | have a

5 question for you. You referred to case No. 96-922.

6 MS. ROBERTS: I'm sorry? 96-922, yes.

7 EXAMINER SEE: Okay. What portion of

8 that case are you referring to?

9 MS. ROBERTS: Referring to the language

10 addressing the -- when the Commission limits rebuttal

11 testimony.

12 EXAMINER SEE: Do you have the page?
13 MS. ROBERTS: Pageb5.

14 MR. CONWAY:: It'spage 12, line 20 it's

15 discussed. Isthat what you're referring to?

16 EXAMINER SEE: I'm sorry, Ms. Roberts,
17 you said page 5?

18 MS. ROBERTS: Yes, theentry at 5.

19 EXAMINER SEE: Theentry. What date?
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20 MS. ROBERTS: January 29th, 2001. |

21 may have acopy of it.

22 EXAMINER SEE: Okay.

23 MR. CONWAY: Excuse me, your Honor. Now
24 1I'm not on the same page as the rest of you. Which

25 reference were you asking about?

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 EXAMINER SEE: I'm talking about in

2 Ms. Roberts request to strike, such motion she

3 referred to Commission case number 96-922-TP-UNC, and
4 | asked her what entry or order she was referring to.

5 | think shejust said January 29th, 2001.

6 MS. ROBERTS: That'sright, your Honor.

7 EXAMINER BOJKO: Itisquitea

8 coincidence that the doctor aso refers to that same

9 case. That'sthe confusion.

10 MR. CONWAY: May | -- excuse me.
11 EXAMINER SEE: Go ahead, Mr. Conway.
12 MR. CONWAY: Thank you. My understanding

13 wasthat she objected to Dr. Makhija's reference to

14 the Ameritech TELRIC case. No?

15 EXAMINER BOJKO: No.
16 MR. CONWAY: I'm sorry.
17 MS. ROBERTS: It'sacolossal

18 coincidence.

19 EXAMINER SEE: And you said you have a
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20 copy of that entry?
21 MS. ROBERTS: | do not have it with me

22 but I'd be happy to provideit.

23 EXAMINER SEE: No need.
24 Let's take five minutes.
25 (Recess taken.)

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

file//IAJAEPVOI-XIV xt (62 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

8

9

10

11

12

13

14

15

16

17

18

19

32

EXAMINER SEE: Let'sgo back on the
record.
In considering OCC's motionsto strike
Dr. Makhija's testimony and reviewing case
No. 96-922, entry dated January 29th, 2001, we find
that the items -- the portions of Dr. Makhija's
testimony which they have requested be stricken, the
request should be denied.
While it may repeat pieces of
Dr. Makhijas direct testimony, it lays out a
foundation and then goes on to make comparisons with
the arguments made by other parties, and for that
reason the motion to strike is denied.
Mr. Randazzo.

MR. RANDAZZQO: Thank you.

CROSS-EXAMINATION
By Mr. Randazzo:

Q. Without further ado, good morning,
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20 Doctor.

21 A. Good morning.

22 Q. | just have afew questions for you, and

23 | want to make sure | understand your position. Can
24 you tell me how you define earnings?

25 A. Inmy direct testimony | had defined
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earnings as the bottom line of what shareholders
experience, consequently it was net income in which
preferred had been removed and, however, one-time
nonrecurring items were taken into account. This
would be consistent with what the shareholders --
common shareholders ultimately experience and is
consistent with what you hear al the time when
people say what are the earnings per share.

Q. Okay. Andsoif | wereto pursuethat a
little bit further, the dollar math that you've just
described is the product of revenues less,
effectively, the cost of goods sold including the
Interest expense associated with debt and preferred
dividends, right?

A. That's correct.

Q. Sowe essentially have adollar amount
that's available for common sharehol ders adjusted to
remove extraordinary items, as you mentioned, that is

the residual after excluding the cost associated with
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20 providing the service, right?

21 A. Yes.

22 Q. Okay. Now, do you get the sense from
23 your review of the legidlation that the goal of the
24 |egidation isto produce arevenue stream that

25 providesthe utility with excessive earnings?

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

A. My understanding is that the purpose of

2 thislegidation, and I'm not alawyer --

3 Q. Sure

4 A. --isto prevent excessive earnings.

5 Q. Right. And the best way of doing that

6 would not be through a retrospective test, it would
7 be by looking at the relationship between revenues
8 and costs on the front end, right?

9 A. Unfortunately, on that part | don't agree
10 becausethewording, as| seeit, isexplicitly

11 retrospective. It talks about earned returns. It

12 lookson an annual basis looking back, so thisis, |
13 believe, remarkably different from the typical rate
14 hearing cost-of-capital prospective analysis.

15 Q. Widll, | understand that perspective

16 relative to the application of the excessive earnings
17 test, but if we were trying to avoid fighting over
18 how to measure excessive earnings and what list of

19 comparables should be used, we should on the front
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20 end of the analysistry to provide the utility with a

21 revenue stream that would not give the utility too

22 much or too little in the way of earnings, right?

23 MR. CONWAY: Objection. Thiswitnessis
24 not being presented to opine about what methods might

25 be used to avoid the application of the significantly
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excessive earnings test. Histestimony is directed
towards providing an approach for actually applying
thetest. So | object to it's outside the scope of
his rebuttal testimony. It's outside the scope of
even his direct testimony, which is, of course, not
fair game here in this proceeding.
So on those two objections | would ask
that the question be not allowed.
EXAMINER SEE: Mr. Randazzo, do you want
to respond?
MR. RANDAZZQO: Yes, your Honor. On page
19 of the witness's testimony he responds to
Mr. Cahaan's observations about statistical methods
failing to recognize the rate stabilizing and
earnings stabilizing impact that comes from an ESP
case. So | think this broader context is completely
appropriate and is actually a subject that is
Initiated by the witness's testimony.

MR. CONWAY: That's absolutely a
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20 mischaracterization of what the witnessis testifying

21 toon19. He'snot talking about --

22 EXAMINER SEE: Thank you, Mr. Conway.
23 I'm going to -- your objection is
24 overruled.

25 Q. (By Mr. Randazzo) Do you recall the

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

file//IAJAEPVOI-XIV.xt (70 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

36

guestion, Doctor?
A. Pleaserepedt it.

MR. RANDAZZQO: Could | have the question

read back, please?

(Record read.)

A. Inmy testimony what | have doneis
applied the wording of the significantly excessive
earnings test asit stands, which isto look at
earnings that have actually been experienced. What
you are suggesting is anew test, and I'm not certain
whether the narrow confines of 4928.143(F) actually
permits me to do that.

While | may have some personal opinions
about the alternative desirable ways of controlling
excessive earnings, the prospective methodol ogy that
you have just suggested appears not consistent with
the one presented in the existing legidation.

Q. Okay. Thanksfor that answer.

What happens if the Commission finds that
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20 there are excessive earnings, significantly excessive
21 earnings? What is the consequence of that?

22 A. Wedll, that issue, as you know, has not

23 been attempted in my direct testimony or in my

24 rebuttal; however, you might note that thereis

25 wording in 4928.143(F) about it. It's ssmply beyond
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1 the scope of the analysis, which isto develop a

2 methodology to determine excessive and not its

3 consequences.

4 Q. Okay. Very good. Then for purposes of

5 your testimony you haven't looked at the broader

6 context of what the legidation or the policy

7 objectives of the General Assembly might be relative
8 to electric security plans; you have just focused,

9 rather, mechanically on how the excess --

10 significantly excess earnings test might be computed.
11 MR. CONWAY: Objection.

12 Q. Correct?

13 EXAMINER SEE: Mr. Conway.

14 MR. CONWAY': It's not mechanic -- a

15 mechanical approach; itisahoalistic, and | would

16 characterizeitasa--

17 MR. RANDAZZQO: Withdraw the "mechanical."
18 I'msorry, I'm trying to get through thisin some

19 reasonabletime.

file//IAJAEPVOI-XIV txt (73 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

20 EXAMINER SEE: Thank you.

21 A. | haveindeed focused on the

22 methodological aspect of the determination of
23 significantly excessive earnings.

24 Q. Okay. Andif there are other thingsin

25 thelegidation that the Commission needs to take
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into account for purposes of developing a plan, an
overall plan, an electric security plan, you have not
taken those things into account for purposes of your
recommendations on how the significantly excess
earnings test should be computed, correct?

A. | have narrowly focused on the
development of an illustrative methodology for the
determination of significantly excessive earnings.

Q. Thank you for that.

On page 6 at the top of the page, line 1,
where you were in the course of criticizing some of
the approaches taken by some of the other witnesses
In the case, you say that on the -- carrying over
from page 5 to the top of page 6 you make reference
to asample that is made up overwhelmingly of
regulated firms. What do you mean by "regul ated
firms' there?

A. Asyou might note from Mr. Woolridge's

exhibits, in this reference the regulated firms go to
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20 gas, water, et cetera.

21 Q. Do you regard Columbus & Southern and

22 Ohio Power to be regulated firms?

23 A. Whichis perhaps the reason why we have
24 this discussion, because they are under the purview

25 of the Public Utility Commission.
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1 Q. Right. Thefact that we're here sort of

2 suggests that they're regulated firms, right?

3 A. Yes.

4 Q. On page 7 you make reference to

5 FirstEnergy's electric distribution utilities. Are

6 you there referring to the Ohio electric distribution
7 utilities of FirstEnergy?

8 A. Yeah. | might very quickly add the

9 purpose of thisexampleis simply to illustrate that
10 there can be risk differences across utilities,

11 whereas the methodology that we are referring to in
12 this particular section by Mr. Woolridge takes no
13 specific aspects of the subject utility into account
14 in developing a comparable group.

15 Whether or not we agree on the specifics

16 of FirstEnergy is actually not material to me,

17 rather, that if such differences could exist, would
18 it not be important that our methodology honein and

19 capture the business and financial risks of the
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20 subject utility? The methodology being presented by
21 Mr. Woolridge simply ignores the risk characteristics
22 of the subject utility.

23 MR. RANDAZZO: | would moveto strike
24 everything after "yes."

25 EXAMINER SEE: Read back the question and
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1 the answer, please.
2 (Record read.)
3 EXAMINER SEE: Mr. Conway.
4 MR. CONWAY: Thank you, your Honor. |

5 think the witness provided ayes with an explanation
6 and gives context to the answer so | think it's

7 appropriate.

8 EXAMINER SEE: I'm going to grant

9 Mr. Randazzo's motion to strike everything after

10 "yes"

11 Q. (By Mr. Randazzo) On page 19,

12 Dr. Makhija, of your rebuttal testimony beginning at
13 line 16 you indicate that: "I1f the methodology for
14 matching business and financial risk is effective,

15 the stabilization impact of the ESP will show up in
16 the EDU'sunlevered beta" My question to youis
17 when will it show up?

18 A. Asyou're aware, betas themselves are

19 periodically updated and since this -- since this
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20 SEET, S-E-E-T or significantly excessivetest, is
21 applied retrospectively, it will show up in the betas
22 during that year.

23 Q. Might it show up in the unlevered beta

24 after the term of the ESP?

25 A. | expect that the market shows a degree
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of efficiency incorporating risksin the pricing of
stock which, in turn, leads to adjustments of the
betas, so it will begin to show up as people
recognize the risks.

Q. Sowould that situation exist now? Would
it show up in the unlevered beta now?

A. Tothe extent that there is uncertainty
about thisisometrical test, the market is presumably
beginning to incorporate such risks.

Q. Okay.
MR. RANDAZZO: That'sall | have.
Thank you very much, Doctor.
THE WITNESS. Thank you.
EXAMINER SEE: Ms. Roberts?

MS. ROBERTS: Thank you.

CROSS-EXAMINATION
By Ms. Roberts:

Q. Dr. Makhija, in questioning by Mr. Kurtz
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20 you were discussing the mean and the standard

21 deviation and how they really weren't separable; is
22 that afair characterization of --

23 A. Yes

24 Q. -- part of that discussion?

25 Wouldn't you agree, Dr. Makhija, that the
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higher the confidence level that you use in your
standard deviation, the greater the likelihood that
the companies will never earn significantly excess
earnings?

A. Yes. Itwill reduce the likelihood of
false positives.

Q. Doesthat mean it would reduce the
likelihood of the company earning significantly
excess earnings?

A. That'stautological. | think the moment
you tell me alevel of confidence, then that defines
what is the significantly excessive.

Q. All right. Andisthe use by other
witnesses in this case of an 85 percent confidence
level less likely to produce -- less likely to
produce significantly excess earnings than if a
higher confidence level is used as you have used?

A. No. Just the other way around. If you

choose alower confidence level, then the likelihood
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20 of producing false positives goes up, and that is,

21 more cases of significantly excessive will be arrived
22 d.

23 Q. Will be-- I'm sorry?

24 A. Wewould arrive -- there is a greater

25 likelihood of arriving at earnings that are deemed
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1 significantly excessiveif you lower the confidence
2 level.

3 Q. Andif you raise the confidence level,

4 there'slesslikelihood that you will identify

5 companies with significantly excess earnings.

6 A. That iscorrect.

7 Q. Andinyour application of the standard

8 deviation methodology, you've assumed a normal
9 distribution curve; isthat correct?

10 A. So have al the other withesses in this

11 case

12 Q. You have aswell, correct?

13 A. Yes.

14 MS. ROBERTS: | have no other questions.

15 EXAMINER SEE: Mr. Maskovyak?

16 MR. MASKOVY AK: Thank you, your Honor.

17 Just afew questions.
18 ---

19 CROSS-EXAMINATION
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20 By Mr. Maskovyak:

21 Q. Good morning, Dr. Makhija.

22 A. Good morning.

23 Q. I'dlikeyou to turn to page 8 of your
24 testimony. Areyou there?

25 A. Yes.
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Q. Beginning at line 4 what we refer to as
2 theKing procedure, and you talk about the SEE test
3 requiring the formation of one comparable group. Do

4 you seethat?

5 A. Yes
6 Q. | assumeyou're familiar with Senate Bill
7 221.

8 A. Yes, I'vereadit.

9 Q. And| assumethat it is from Senate Bill

10 221 that you use asthe basisfor stating that it is

11 required to have only one group of comparable firms.
12 A. That's my interpretation of the bill

13 because it makes a statement which | will repeat. It
14 talks about comparison with "publicly traded

15 companies, including utilities."

16 Q. Canyou tell usfrom where you're

17 reciting, Dr. Makhija?

18 A. Thisismy recall of the 4928.143(F)

19 section of SB 221.
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20 Q. Areyou reading from section (F) now?
21 A. Yes, | did.

22 Q. Okay. And so from section (F) can you
23 tell me where section (F) uses the term "requires'?
24 A. Sincel'm not alawyer, | will say that

25 thisismy interpretation of what | understand from
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2 Q. Okay. So areyou saying you cannot find

3 theterm "require"?

4 A. | donot.

5 Q. Do you see where it says anything about

6 where one must use one comparable group?

7 A. No, | donot. However, | seethe intent

8 to have a comparable group of companies.

9 Q. And from where do you divine that intent?

10 | thought | understood you to tell me that you were

11 not alawyer, correct?

12 A. I'mnot alawyer.

13 Q. Sowhere do you divine the intent?

14 A. Onthe advice of counsel.

15 Q. Okay. Doesit even mention any statement
16 regarding one comparable group?

17 A. No, it does not. However, except for

18 Mr. Gorman, everyone else has interpreted it in that

19 fashion.
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20 Q. | understand that. Thank you.

21 I'd like to turn to page 19 now,

22 beginning on line 8, the question and answer

23 regarding Mr. Cahaan's testimony. Do you see where |
24 am?

25 A. Yes.
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Q. Il'dlikeyou to slide down to the bottom
of that page beginning at line 21 where you state
that: "Moreover, given the asymmetrical nature of
the SEET, certain Ohio utilities may face additional
risks not present for comparable firms."

| take it by this statement that you are

suggesting that your test could be used by other
utilities?

A. My methodology isillustrative, and,
consequently, it will be applicable in fact to
AEP-Ohio companies anywhere in the future, so it'sa
transferable methodology.

Q. Sotransferable to other Ohio utilities
aswell?

A. | believe so.

Q. Have you spoken with any other Ohio
utilities regarding whether they are willing to adopt
your test?

MR. CONWAY: Excuse me, could | have the
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20 question reread, your Honor?

21

22

23

24

25

EXAMINER SEE: Okay.
(Record read.)

MR. CONWAY: Objection.
EXAMINER SEE: Grounds?

MR. CONWAY: There arethree utilities
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that have cases pending right now, and each of them
has an expert. Dr. Makhijaisworking for AEP.

Dr. Vilbert isworking for FirstEnergy, and Mr. Rose
isworking for Duke, and that's -- so | object to the
line of questioning because of the implication and to
the extent that there are other firms that

Dr. Makhija or any of the other witnesses might be
working for or consulting with, that's not relevant

to this case.

MR. MASKOVYAK: Your Honor, I'm not --

MR. CONWAY : It's objectionable.

MR. MASKOVYAK: Your Honor, I'm not
Interested in what the other utilities are doing with
their experts. I'm only interested in what
Dr. Makhija has done, if anything, with other
utilities regarding his general application of the
test.

MR. CONWAY: Areyou talking about other

utilities outside of Ohio?
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20 EXAMINER SEE: Thank you, Mr. Conway.
21 MR. CONWAY: There'sonly one -- excuse
22 me.

23 EXAMINER SEE: Thank you, Mr. Conway.
24 And I'm going to allow Dr. Makhijato

25 answer the question to the extent he can.
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Q. (By Mr. Maskovyak) Do you remember the

2 question, Dr. Makhija?

3 THE WITNESS: Could you please repeat it?
4 (Record read.)
5 MR. CONWAY: And, your Honor, | know

6 you've aready ruled, but thisline of questionsis

7 well past rebuttal testimony. Thisisalso -- if

8 these tacks were going to be taken, if they were ever
9 appropriate, would have been on direct, not on

10 rebuttal.

11 So | know you've ruled on the objection,

12 but | have a continuing objection on the scope of the

13 line of questions being outside his testimony.

14 EXAMINER SEE: Y our objection is noted.
15 Answer the question, Dr. Makhija.

16 THE WITNESS. Could you repeat it once
17 again.

18 EXAMINER SEE: Let'shaveit read back.
19 (Record read.)
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20 THE WITNESS. Isit permitted for meto
21 seek counsel?

22 EXAMINER SEE: Not at this point.

23 MR. CONWAY: And the question, as|
24 understand it, is whether he's had discussions with

25 another utility or --

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

file//IAJAEPVOI-XIV.txt (96 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

49

EXAMINER SEE: Well have it read back
again.

(Record read.)

THE WITNESS:. Asafinance expert, | am
approached by people across the state. But your line
of reasoning would lead me to implications at alevel
that I'm not prepared to goto. Yes, | am consulted,
not only on thisissue, on many issuesin this state.

Q. (By Mr. Maskovyak) So from that do | take
it that your answer is yes, you have spoken to other
Ohio utilities regarding whether they are willing to
adopt your test?

A. Yes.

Q. Arethey willing to adopt your test?

A. We have -- no such determination has been
made.

Q. Do you think that if the Commission
adopts your test here, it should then be applied to

all EDUs?

files//IAJAEPVOI-XIV.txt (97 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

20 A. | amfairly confident about the nature of

21 my methodology because it focuses on the individual
22 specifics of the subject utility, so it could be

23 transferable to others as well.

24 Q. Thank you. | understand your confidence

25 inthe methodology and | understand that it could be
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1 applied. I'm asking you if it should then be applied
2 if the Commission adopts your test here.

3 A. 1 would hope so. I'm hoping to convince

4 the Commission of the merits of this methodology.
5 Q. Should each utility be allowed to have

6 itsown formulafor a SEE test?

7 A. The same methodology, which is not the

8 same -- whichis not to say same formula.

9 Q. Okay. Soin order to do this properly,

10 there should only be one test for all EDUs in Ohio?
11 A. Onefairily designed test or rather one

12 designed methodology should work for them all.
13 Q. Would you go so far asto say that it

14 would not be fair to have more than one test?

15 A. Inorder for the Commission to make a

16 good decision, if it feelsthat it should see more

17 than one methodology, that certainly would be within
18 their rights.

19 Q. Do you have any idea how we can do that
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20 herein this proceeding, to make atest of general

21 applicability when at issue here are only the AEP

22 companies OP and CSP?

23 MR. CONWAY: Objection. Same basis, your
24 Honor. These are questions that could have been

25 raised when he presented his direct testimony. It's
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1 outside the scope of hisrebuttal. There was no
2 criticism about this nature of variation among tests

3 that was addressed in his rebuttal testimony.

4 EXAMINER SEE: Theobjectionis
5 overruled.
6 Answer the question to the extent you

7 can, Dr. Makhija.

8 THE WITNESS. Please repeat the question.

9 (Record read.)

10 A. Mr. Cahaan has, | believe, suggested some
11 kind of format for that; however, | have not given

12 enough thought to the kind of format that would bring
13 various parties to some common understanding on this.
14 Q. Soyou're not saying whether you agree or

15 disagree with Mr. Cahaan's format at this time.

16 A. That'sright.

17 Q. So, again, | need you to answer my

18 question that | originally posed. How can wethenin

19 this proceeding make atest that you say should be of
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20 genera applicability when this case applies only to
21 the AEP-Ohio companies CSP and OP?

22 MR. CONWAY': Your Honor, | object. It's
23 not only outside the scope of hisrebuttal, but it

24 addresses a subject that he's not capable of

25 answering. We have many issuesin this case that are
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going to be AEP-Ohio specific, and to ask him to
explain how this or that issue could be applied
comparably, identically in all the other ESP cases, |
think isinappropriate. And | think thisisjust
continuing to walk down a path that keeps spreading
out and it is, again, well past not only his scope of
his testimony, but the purpose that even hisinitial
testimony was supposed to address, which is not
supposed to bein front of us here.

EXAMINER SEE: Given that Dr. Makhija
just represented that he had not considered
Mr. Cahaan's proposal asto the application of the
test across other Ohio utilities, I'm going to on --
on that basis I'm going to grant your motion to --
your objection.

MR. MASKOVYAK: Your Honor, if | may, |
wasn't asking him about Mr. Cahaan's proposal. | was
asking him about the application of histest here

across other utilities, but not by using Mr. Cahaan's
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20 approach.

21 He has certainly opened the door by

22 virtue of his statement at the bottom of page 19.
23 Furthermore, if you look at the top of page 7, heis
24 apparently able to compare, as he doeswith a

25 specific example with FirstEnergy, when it suits
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their purposes for comparing the tests, but is not
suitable now in terms of a general application.

MR. CONWAY: The purpose of the --

EXAMINER SEE: Just asecond. Just a
second.

Read Mr. Maskovyak's last question posed

to the witness, please.

(Record read.)

MR. MASKOVYAK: Your Honor, as| believe
you -- I'm sorry. As| believe you just heard, |
removed Mr. Cahaan's approach entirely from my
guestion. It doesn't implicate Mr. Cahaan's approach
at all. I'm asking here and now in this case.

MR. CONWAY': Your Honor, if | might --

EXAMINER SEE: The objectionis
sustained.

MR. MASKOVYAK: | have no further
guestions, your Honor.

EXAMINER BOJKO: Doctor, I'd liketo
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20 know -- I'll wait.

21 EXAMINER SEE: Mr. Sites?

22 MR. SITES. No questions, your Honor.

23 EXAMINER SEE: Mr. Margard?

24 MR. MARGARD: No questions, your Honor.
25 Thank you.
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1 EXAMINER SEE: Mr. Conway?
2 -
3 REDIRECT EXAMINATION

4 By Mr. Conway:

5 Q. Dr. Makhija, | just have one or two

6 questions.

7 At one point | think you stated that one

8 of thewitnesses, | think it was in response to

9 Mr. Maskovyak's question about two groups or more
10 versus-- or two groups versus one group, what the
11 statutory test contemplatesin your view. And |

12 Dbelieve at one point you mentioned that one of the
13 intervenor witnesses had constructed two separate
14 groups, and | believe you referenced Mr. Gorman, but
15 | would ask you to review your recollection of

16 various witnesses and their proposals and ask you
17 whether or not you meant to say Mr. King.

18 A. You'reright, | misspoke. ItisMr. King

19 that develops two groups, and he stands in exception
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20 to everyone else, and when he does form the two
21 groups, he then triesto marry them, in fact, to get
22 one common implication. So that evenin hisintent
23 the ultimate purpose is to somehow find that one
24 common impact.

25 MR. CONWAY:: That'sall | have, your
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Honor.
EXAMINER SEE: Do you have questions,

Ms. Bojko?

EXAMINATION

By Examiner Bojko:

Q. Dr. Makhija, the question where | think
Mr. Maskovyak was going, and I'm not sure | heard the
answer that | thought he was asking the question, |
understand you said you haven't had time to think of
Mr. Cahaan's format for establishing some kind of
general methodology, but do you agree with the
concept that one methodology should be established
for the whole state when looking at this kind of test
that will be applied to al utilities in the future?

A. Wéll, obviously | feel that the
methodology I'm offering should be that -- has the
merit to be the desirable methodology, but | can

understand why the Commission may want to see more
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20 than one methodology as it assesses --

21 Q. I'm not asking whether they need to

22 consider more than yours. | understand that you

23 think yoursistheright one, but | want to know if

24 you think there should only be one ultimately. They

25 can consider thousands, but do you agree they should

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

files//IAJAEPVOI-XIV txt (110 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

56

only pick one and apply it on a statewide basis?
Let'sassumethat it isyours. | mean, do you think
yours or the one should be applied on a statewide
basis?

A. Sincel feel my methodology is actually
applicable to all the different firms, | can well
support the idea of that single methodol ogy.

Q. Okay. Say yourswasn't chosen. Would
you still support a single methodology used and

applied across the state for all utilitiesin Ohio?

A. If it hasthe merits of being an
appropriate methodology.

Q. Do you think it would be
counterproductive or do you think it would be
difficult to have separate methodol ogies applied to
different utilities?

A. It'savery good question because when |
think about the way the section 4928.143 is set up,

it would be difficult to recognize how meeting those
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same requirements could then lead you to such variant
methodol ogies across different firms. Because the --
you know, I'm thinking about the nature of the test,
and it requires you to match business risks, it

requires you to match financial risks both, so

presumably there is some good appropriate way to do
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1 that, and it does not say that the business risks and
2 financial risks are to be measured in different ways

3 for different companies.

4 EXAMINER BOJKO: Okay, thank you.

) EXAMINER PRICE: Thank, Dr. Makhija.
6 THE WITNESS:. Thank you.

7 EXAMINER SEE: Are there any objections

8 tothe admission of Dr. Makhija's rebuttal

9 testimony, Companies Exhibit 5A?

10 Hearing none, Companies Exhibit 5A is

11 admitted into the record.

12 (EXHIBIT ADMITTED INTO EVIDENCE.)
13 EXAMINER SEE: Would the companieslike
14 to call their next witness?

15 MR. NOURSE: Thank you, your Honor. The
16 companies call Philip Nelson.

17 EXAMINER SEE: Good morning, Mr. Nelson.
18 I'll remind you that you continue to be under oath.

19 THE WITNESS: Yes, | understand that.
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20 EXAMINER SEE: Okay.
21 Mr. Nourse.
22 MR. NOURSE: Y our Honor, we previously

23 marked, at least for the reporter, Exhibit 7A, the
24 prefiled rebuttal testimony of Philip J. Nelson.

25 EXAMINER SEE: Companies Exhibit 77?

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 MR. NOURSE: Companies Exhibit 7A.
2 EXAMINER SEE: Wehave A. 7B.
3 MR. NOURSE: WEell have to remark it.
4 Thank you.
) EXAMINER SEE: Mr. Nelson's rebuttal

6 testimony will be marked Companies Exhibit 7B.

7 MR. NOURSE: Thank you, your Honor.

8 (EXHIBIT MARKED FOR IDENTIFICATION.)
9 - - -

10 PHILIP J. NELSON

11 being previously sworn, as prescribed by law, was
12 examined and testified as follows:

13 DIRECT EXAMINATION

14 By Mr. Nourse:

15 Q. Mr. Nelson, do you have the exhibit

16 that'sjust been marked Companies Exhibit 7B in
17 front of you?

18 A. Yes, | do.

19 Q. Isthat your prefiled rebuttal testimony
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20 prepared by you or under your direction?

21 A. ltis

22 Q. Do you have any corrections, additions,
23 or changes you'd like to make this morning?

24 A. Yes, | have one correction. It's on page

25 4. It'sline 18, and it says, the phrase "2008 FAC
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costs where used" and it should be "were used."

Q. Do you have any additional corrections or
changes?

A. No, | do not.

Q. Withthat change, if | wereto ask you
the questions contained in your prefiled rebuttal
testimony this morning under oath, would your answers
be the same?

A. They would.

MR. NOURSE: Thank you, your Honor.

I'd like to move for admission of
Companies Exhibit 7B subject to cross-examination.

EXAMINER SEE: And | believe Ms. Grady
wants to go first.

MS. GRADY: Wséll, your Honor, | have a
motion to strike, but | could go first aswell. My
motion to strike, I've got three different motions,
your Honors. | can go through them one by one if

that's your preference --
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20 EXAMINER SEE: Yes.

21 MS. GRADY: -- and state the grounds and
22 move on after | state the grounds.

23 The first motion to strike begins on page
24 4 starting with line 20, question posed beginning

25 "Setting aside the criticisms." The motion to strike
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goes to the next page through -- carrying over to
page 5, lines 1 through 8.

The grounds for thisis that the scope of
rebuttal should be limited to evidence offered by the
opposing party in the testimony, cross-examination,
or redirect -- it's not the equivalent of introducing
evidence in a party's case-in-chief -- expanding upon
positions earlier taken in direct testimony that
could or should have been presented as part of AEP's

direct caseisinappropriate.

Earlier Ms. Roberts cited to the TELRIC
case. | again would cite to that where in that case
the attorney-examiner recognized that the Commission
has routinely limited rebuttal to testimony that a
company could not have presented as part of its
direct case.

This testimony that the motion to strike
addresses, addresses the purported reasonabl eness of

the companies baseline FAC calculation by presenting
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fuel costs on a historic basis for the period of 2001
through 2007. It is meant to confirm -- and that is

the company's words used on page 5, line 6 -- that

the company did not understate the FAC rate component
because as the data shows, that the FAC component

used in the current SSO is higher than the historic
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1 fuel cost rate.

2 Initially Mr. Nelson presented detailed

3 testimony on the FAC at page 8 through 15, Company
4 Exhibit 7. Thisinformation presented now today goes
5 to the reasonableness of the FAC baseline. It could

6 have been presented as part of the company's direct

7 case. It should not be -- it was not and it should

8 not be presented now as rebuttal.

9 Additionally, your Honor, no opposing

10 party has claimed that the use of the baseline

11 presented by the company is inappropriate because it
12 variesfrom historic fuel cost levels. No one has

13 said that.

14 EXAMINER SEE: I'm sorry, repeat that

15 last sentence, Ms. Grady.

16 MS. GRADY: No opposing party has claimed
17 that the use of the baseline presented by the company
18 isinappropriate because it varies from historical

19 fuel cost levels. That iswhat thistestimony is
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20 attempting to rebut. No one claimed that.

21 Staff and OCC chose different approaches

22 to setting the baseline using the most recent actual

23 fud costs with limited or no adjustment instead of

24 using the company's approach, which is a 1999 proxy

25 for fuel costs with numerous adjustments

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

files//IAJAEPVOI-XIV txt (122 of 543) [12/11/2008 8:30:44 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

62

Additionally, your Honor, as was the earlier ruling
today and is distinguishable, thisis not foundation
laying testimony, so on that basis OCC moves to
strike.

MR. NOURSE: Y our Honor, would you like
me to respond to each one, or are you going to wait
to the end?

EXAMINER SEE: If you want to respond to
that one now, you may.

MR. NOURSE: Thank you, your Honor.

Mr. Nelson's testimony inthe Q and A
that's referenced here on page 4 and 5, thisis
certainly responding, it's in the context of
addressing the criticisms and presenting additional
information. Y ou know, Mr. Nelson'sinitial
testimony presented the rate method of unbundling the
FAC rate and did not support use of looking at costs.

The other parties have sincefiled

testimony looking at costs. Thistestimony is--in
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this Q and A is saying even in that context asa
sanity check or a reasonableness check, the data
shows that the result of the company's method is
reasonable. So it's certainly within the scope of
rebuttal to respond to criticisms and present

additional information that reinforces the company's
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1 position.

2 With respect to the statement about the

3 useof theword "confirms' on line 6 of page 5,

4 again, the whole purpose of this exercise isto say

5 that -- isto reinforce the company's position that

6 theresult isreasonable, evenin light of this cost

7 datathat | don't believe would be contested

8 information.

9 I'm sorry, one more thing, your Honor.

10 In OCC Witness Smith's testimony on page 12, she
11 statesthat if fuel costs actually increase more from
12 '99to '08 than the total of these escalations, then

13 the companies calculated 2008 fuel rate will have
14 understated 2008 fuel costs. Again, that's the

15 statement reference on lines 6 and 7 of Mr. Nelson's
16 testimony on page 5.

17 EXAMINER BOJO: I'm sorry, what was the
18 reference to Miss Smith's?

19 MR. NOURSE: Page 12, lines 18 through
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20 20.

21 EXAMINER SEE: Y our next motion to
22 strike, Ms. Grady.

23 MS. GRADY: Thank you, your Honor.
24 Beginning on page 6 starting with line

25 10, with the sentence that states "By implying that
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these investments do not benefit customers,” running
through the end of that paragraph which ends on line
18 with "environmental investments."

Again, your Honor, the grounds is that
the scope of the rebuttal should be limited to
evidence that is offered by the opposing party,
that's offered in testimony, cross-examination, or
redirect, expanding upon positions taken in earlier
testimony that could or should have been presented as
part of AEP's direct case is inappropriate.

This testimony, your Honor, purports to
address OCC Witness Smith who advocates that the
Commission should disallow carrying charges on
environmental capital expenditures made between 2001
through 2008. While the earlier portion of this
guestion posed on page 5 does appropriately rebut
gpecific statementsin Ms. Smith's testimony, this
testimony does not rebut any specific testimony,

cross-examination, or redirect related to Ms. Smith.
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20 Nowhere, your Honor, does she state that these

21 investments do not benefit customers.

22 The company can only claim that Ms. Smith
23 impliesthis because there is no testimony, cross, or
24 redirect in which she states thisis areason for

25 disallowing the carrying charges. This could have
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been presented as part of AEP's direct case.

Y our Honor, | believethisredly isan
afterthought by the company to bolster its
case-in-chief by claiming that customers benefit by
such investment since the operating cost of the units
are below market power costs and the Ohio high-sulfur
coa can be purchased and used with these investments
going to pay for scrubbers.

It's interesting testimony but it could

have been presented in AEP's direct case and AEP
chose not to do so, it's inappropriate, your Honor.
MR. NOURSE: Y our Honor, if | might.
EXAMINER SEE: Yes.
MR. NOURSE: | think it's evident, but
Mr. Nelson in that paragraph on page 6 beginning on
line 8, the entire paragraph is responsive to the
guote at the top of the pagein lines 1 and 2 from
page 32 of Miss Smith's testimony that states:

"Moreover, stockholders will reap the benefits over
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20 thelives of theseinvestments." That was her
21 testimony as acriticism of including carrying
22 charges.

23 Suggesting that shareholders or

24 stockholders will reap all the benefits of these

25 investmentsis certainly not something we would have
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1 anticipated and addressed in our initial testimony

2 until Ms. Smith entered that testimony several months
3 later. Thisresponseisdirectly related to her

4 statement that the shareholders have all the benefits
5 of the investments, and that's precisely what the

6 response goes to, your Honor.

7 EXAMINER SEE: Y our third motion to

8 dtrike, Ms. Grady.

9 MS. GRADY: Thank you, your Honor.

10 Beginning on page 7, starting at line 7,

11 with the sentence"In all casesthat | have been

12 involved in," running through the end of line 15

13 which endswith "will maintain asimilar capital

14 structure during the ESP."

15 Y our Honor, grounds are that this

16 testimony just expands upon positions earlier taken
17 indirect that could or should have been presented as
18 part of AEP'sdirect case. It'sinappropriate. The

19 Commission has routinely limited rebuttal to
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20 testimony that should have -- could not have been
21 presented as part of the direct case. This could

22 have been presented in adirect case.

23 The testimony is directed to providing

24 additional support for using afull weighted cost of

25 capita asthe carrying cost for environmental
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investment, provides information that suggests that
the full weighted cost of capital has been used
historically by the Commission since SB 3. It aso
explains how the capital structure used excludes
short-term debt in the Gavin lease and talks about
GAAP accounting. All thistestimony could have been
presented as part of AEP's direct case and wasn't.
Y our Honor, additionally, the testimony
iscumulative. If you look at the last sentence of
the paragraph, that information is already in the
record. | would cite Mr. Nelson's testimony, page
16, line 16 is cumulative. It's not foundational.
And, your Honor, further | would state
that the testimony about providing authority for
using the weighted average cost of capital, | would
suggest, your Honor -- not even suggest. | would
state that if you look at the transcript where
Mr. Nelson was cross-examined, | asked specifically

Mr. Nelson, which | as well asked on deposition if
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20 there was any authority other than the fact that the

21 company wanted money to use the weighted average cost
22 of capital.

23 And hisresponse at that time, and | can

24 find the cite, | somehow have lost the cite, but |

25 canfind that, isno, there was no other authority.
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1 So thisis contradicting the statements

2 contained in the cross-examination that | earlier

3 conducted of thiswitness. It obscures the record,

4 it's confusing, it should not be allowed in.

5 MR. NOURSE: Could we get the reference
6 from the transcript?

7 MS. GRADY: Yes.

8 MR. NOURSE: It would have been VolumeV,
9 | believe, when you cross-examined.

10 MS. GRADY:: It'sVolumeV, page 70, and |
11 can read the sentence. | did find it now. VolumeV
12 | was cross-examining Mr. Nelson and the question
13 posed online7: "And you are seeking a carrying
14 charge, Mr. Nelson, that includes the cost of equity
15 under the principle that the company needs afull

16 return on itsinvestment and not under any particular
17 authority other than that the company needs to

18 recover its costs; isthat correct?"

19 "Answer: Yes, that's correct. 1'd say
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20 the company and the investor in the company needs

21 that return.”

22 The same question | asked him on
23 deposition.
24 MR. NOURSE: Y eah, your Honor, you know,

25 | don't think -- let me start at the end and go
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backwards. | don't think in adetailed question like
that with making multiple points, you know, that it's
fair to presume the witness understood she was asking
about legal authority. That wouldn't have been a
proper question to begin with. So | don't think
that's really the proper context of that answer or
that that certainly would be something that he didn't
recall at the time or that couldn't be brought out in
the rebuttal testimony.
With respect to the motion to strike
starting on line 7, there again, thisdiscussion is
directly responsive to the criticisms about the use
of the WACC that's proposed by the company in their
direct testimony. These particular criticisms could
not have been anticipated in filing testimony back in
July when the intervenor testimony wasn't filed until
three months later.
Mr. Nelson isjust stating he was

involved with those cases. He did have personal
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20 knowledge, and he's stating that that WACC, as

21 proposed, not anticipating these objections, was used
22 inthe prior casesthat he's referencing there.

23 Y ou know, asfar asthe -- and he gives

24 the additional reasons.

25 Asfar asthe ideathat the statement on
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line 13 through 15 is cumulative, again, it's -- even
if it was stated in the record previoudly, it's part
of acomplete answer. It'sreinforcing hisoriginal
position in response and in the context of addressing
criticisms of the other parties.
One moment.
And, your Honor, just to add, we're
looking at the transcript, again in Volume V, page
70, and the following Q and A right after the portion
Ms. Grady quoted asks again about what particular --
"any particular authority other than the company
needs to recover." Again, Mr. Nelson's response was:
"Well, particular authority? | would say that we're
recovering under Senate Bill 221."
S0, again, it just shows the quasi-legal
nature of that prior discussion, whereas here he's
stating his personal experience and knowledge based
on involvement in those cases.

MS. GRADY: Your Honor, if | might just
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20 addressthat final point.

21 EXAMINER SEE: Yes.

22 MS. GRADY: That'sadifferent question,
23 your Honor. That goes to what other expenses, not
24 the weighted average cost of capital. That'sisa

25 question specifically on what other expenses are you
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seeking to recover in your return.,

MR. NOURSE: But, your Honor, if | might
point out that also references PIN-10 in that
exchange, and that's the same exhibit Mr. Nelson is
referring to here again in that statement explaining
the WACC as used.

EXAMINER SEE: Mr. Randazzo.

MR. RANDAZZO: Your Honor, | don't wish
to complicate this further but I'm afraid --

EXAMINER SEE: Yesyou do.

MR. RANDAZZO: -- I'mgoingto. | guess
one of the things I've been struggling with iswhich
witness has responsibility for which subject area,
and we also have Mr. Baker touching on carrying costs
so we've got layers of rebuttal, it seems to me, and
| would appreciate some guidance from the company on
which witness actually has responsibility for this
subject.

MR. RESNIK: They both addressit. And |

files//IAJAEPVOI-XIV txt (141 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

20 don't think there's anything inconsistent in that.

21 MR. RANDAZZO: No; but there arerules
22 against cumulative testimony. And with that answer |
23 would join the motion to strike.

24 EXAMINER SEE: Okay.

25 Ms. Grady, did you have any other
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motions?

MS. GRADY: No, your Honor, that isit.

EXAMINER SEE: We're going to take five

minutes.

EXAMINER BOJKO: Actualy, we're going to

take ten minutes.

(Recess taken.)

EXAMINER SEE: Let'sgo back on the

record.

After considering OCC's three motions to
strike portions of Mr. Nelson's testimony and
reviewing the direct testimony of Miss Smith, the
Bench has decided to deny all three motions.

With that, Ms. Grady.

MS. GRADY: Thank you, your Honor.

CROSS-EXAMINATION
By Ms. Grady:

Q. Mr. Nelson, let's go to page 2 of your
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20 testimony, line 24. You indicatetherethat itis
21 "necessary to implement an active fuel mechanism
22 where none exists currently.” Do you see that?

23 A. Yes.

24 Q. How arethefuel costsrecovered

25 specifically by the company?
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1 A. Thereisno specific recovery for fuel

2 costs currently.

3 Q. Now, you are seeking to implement afuel

4 clause under SB 221; isthat correct?

5 A. That's correct.

6 Q. Andisthat pursuant to 4928.143(B)(2)?

7 A. Yes.

8 Q. Now, the language of that provision says

9 that the ESP plan may provide for, or include

10 automatic recovery of costs of fuel and costs of

11 energy and capacity; isthat correct?

12 A. That's correct.

13 Q. Let'sgoto page 3, lines 4 through 5.

14 Youindicate there that your methodology "resulted in
15 a?22.5 percent increase in the original unbundled FAC
16 ratefor OPCO and a 17.8 percent increase to CSP."
17 Do you seethat reference?

18 A. Yes | do.

19 Q. Arethose numbers -- do those numbers
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20 represent the percent increases of FAC rates from

21 2001 to 2008; isthat what that represents?

22 THE WITNESS. Could you repeat the
23 question?
24 (Record read.)

25 A. Yes, they would bethe level of
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1 escalation that | applied using the 3 and 7

2 methodology in the PAR and divided by the number
3 before those escalations.

4 Q. Now, Mr. Néelson, in your direct testimony
5 on page 10, line 3, you provide a different compound
6 rate, at least for CSP, did you not?

7 A. Yes. Online5I'veincluded the PAR

8 pieceof it. It would be more than just the

9 3 percent escalation for the three years, it also

10 includesthe PAR adjustment. Soif you add the PAR
11 adjustment to the 3 percent escalation, divide that

12 by your base, you get the 17.8 percent increase.

13 Q. Soisthe 17.8 percent the more

14 appropriate figure to use rather than the 9.3

15 indicated in your earlier testimony?

16 A. | think they're talking about two

17 different things, but I've used for consistent --

18 with what I've used, there's no inconsistency with

19 thistestimony and the direct testimony.
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20 Q. No, on page 3, lines 10 through 15, you
21 statethat: "2008 is shaping up to be one of the

22 most volatile yearsin the Companies fuel costs for
23 many decades." Do you seethat?

24 A. Yes, | do.

25 Q. Andyou say further there that using
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total fuel costs within such avolatile period would
be inappropriate. Mr. Nelson, what's your
expectation of the 2008 total fuel costs of the
companies compared to, let's say, the fuel costs of
20077

A. | would expect them to be higher than
2007. If you look at the monthly fuel rates, they've
varied considerably month to month. Fuel cost
changes monthly, so they've been up and down. Of
course, we're not complete with 2008 yet.

Q. When you say higher than 2007, are you
talking about significantly higher? Can you quantify
how much higher you expect the 2008 total fuel costs
to bein relation to the fuel cost of 20077?

A. No, | can't quantify it sitting here.

Q. Canyou tell me what your expectation of
the fuel costs of 2009 are compared to the fuel costs
of 200872

A. Yes. 2009 would be above the fuel costs
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20 of 2008, is my expectation.

21 Q. Andthat'sreflected in your filing, your
22 ESPfiling, correct?

23 A. Yes Andl think I've addressed that in
24 my direct testimony.

25 Q. Now, when you reference there that the
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companies fuel costs are volatile, by "total fuel
costs' are you talking about the costs to the
company?
THE WITNESS:. Could you repeat the

guestion, please?

Q. Let merephraseit.

A. Okay.

Q. Onpage 3, line 10, you say that, you use
the phrase "the Companies fuel costs." Areyou

referring there to the actual costs to the company of

fuel? Isthat what that reference is intended?

A. Yes.

Q. And by volatility of fuel costs are you
speaking of the volatility related to the spot market
price of coal?

A. Not specifically there. I'm thinking
more or speaking to our own costs that we're
experiencing in 2008.

Q. And what costs would those be,
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20 Mr. Nelson?

21 A. Those would primarily be costs driven by
22 contracts, coal contracts that we have, and, of

23 course, there'sissues around the coal contractsin
24 2008, as OCC Witness Medine has set out in her

25 testimony.
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1 Q. Now, the coal contracts are long-term

2 contracts, isthat correct, that you're speaking of ?

3 A. They'relong term, though | think over

4 time the definition of "long term" is not aslong

5 termasit used to be.

6 Q. Under those contracts the company has

7 locked in fuel pricesfor periods of time; isn't that
8 correct?

9 A. Yes. We have deliveriesto be made under
10 those contracts, and most of the deliveries for 2009
11 areaready committed.

12 Q. Andeven for 2008, you have locked in
13 pricesfor your coa contracts, your long-term coal
14 contracts.

15 A. Yes. Other than there are issues with

16 suppliersthat are addressed again in OCC Witness
17 Medin€'stestimony.

18 Q. The company purchased very little coa in

19 the spot market, right, for 20087 Let's talk about

files//IAJAEPVOI-XIV txt (153 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

20 2008.

21 A. |think "very little" isafair

22 characterization for 2008.

23 Q. Sowouldn't you agree with me,

24 Mr. Nelson, that many of the companies fuel costs

25 and thefuel costs that you're referencing on line 10
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1 arenot immediately determined by the market price of
2 coal but are set by various longer term contracts

3 wherethe priceislocked in?

4 THE WITNESS: Could you repeat that?

5 (Record read.)

6 A. Yes, they wouldn't be heavily influenced

7 Dby spot purchases.

8 Q. Now, Mr. Baker testifies, does he not,

9 that afall in the wholesale power prices from August
10 to October was not unusual ?

11 A. | can't speak to what he testified to.

12 Q. Areyou aware that hetestified at page

13 10, line 17, that afall in the wholesale power

14 pricesfrom August to October was not an unusual
15 occurrence?

16 A. Page 10 in what testimony?

17 Q. Line 17, Mr. Baker's rebuttal testimony,

18 | believe.

19 A. Yes, if hesaid that, hesaid it, I'll
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20 agree.

21 Q. And, infact, Mr. Nelson, Mr. Baker also
22 testifiesthat recent volatility is not unusual, does
23 henot? And I'm referencing again the testimony on
24 page 10.

25 MR. NOURSE: I'm sorry, did you say --
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could | have the question read back?

(Record read.)

MR. NOURSE: When you say "recent
volatility is not unusual," could you rephrase that
guestion?

MS. GRADY: Waéll, your Honor, yes, |
could. I'musing "recent" because that's what
Mr. Baker usesin his testimony.

Q. Areyou awarethat Mr. Baker testifies
that the volatility that's been experienced in the
period of August through October 2008 is not unusual
or not uncommon?

MR. NOURSE: I'm sorry, your Honor, could
| just have aclarification. You'rereferring to his
testimony about power prices and asking Mr. Nelson
about coal prices?

MS. GRADY: Yes.

MR. NOURSE: Thank you.

A. Wédll, power prices are influenced by a
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20 lot of different factors than coal prices would be.
21 For one, in PIM gas prices tend to set the market
22 price. We have very little gas on our system, so
23 power prices may be more volatile because | think
24 generally gas prices are more volatile than coal

25 prices.
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1 Q. Now, on page 4, lines 4 through 6 of your
2 testimony, you indicate that OCC's approach will

3 produce substantially different results which

4 indicates the deficiency of OCC's approach. Do you
5 seethat?

6 A. No. | wasn't quick enough getting back

7 to my testimony.

8 Q. I'msorry. I'mtalking too fast, |

9 guess. On page 4, lines 4 through 6.

10 A. Okay. Yes, | seethat sentence.

11 Q. Haveyou done an anaysis of what OCC's
12 approach actually produces?

13 A. No. I'm not able to because | think, you
14 know, in some instances | think the original

15 testimony, as| recall, said something about 2008,
16 and that 2008 look isn't done yet, of course. That's
17 one problem with that.

18 | think when Miss Smith was on the stand,

19 she may have thrown out a couple other ideas, periods
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20 ending maybe September or October. Don't know

21 whether she meant just nine months ended September,
22 12 months ended September, so that goes to my point
23 that if you start to pick costs rather than the

24 proper method of identifying the rate component, it's

25 very subjective. You might be able to pick, you
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1 know, different periods that might meet a particular
2 need, and so I'm not clear exactly what Miss Smith's
3 ultimate proposal was.

4 Q. Widll, if you pick costs for 2008, actual

5 costs, isthat still subjective?

6 THE WITNESS:. Can | have that question
7 read back?
8 (Record read.)

9 A. Weéll, | think the fact that you pick that

10 method is subjective. For example, staff has used
11 2007 escalated, so again, different parties may

12 gravitateto a particular cost period, so yes, |

13 would think that that is subjective.

14 Q. And the different parties would have

15 subjective approaches, including the company, isn't
16 that correct, in setting the baseline FAC?

17 A. Wiéll, the company would have itsown

18 point of view. Of course, | feel our point of view

19 isthe correct point of view, and since we've looked
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20 at therate aspect of it, which s, | think, more of

21 an auditable processto identify the current fuel

22 rate of the current SSO, total SSO.

23 Q. Would you agree with me that you would be
24 ableto audit actual 2008 data? Wouldn't that be

25 auditable aswell?
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A. Theactual costs are auditable --

Q. Yes

A. -- but the fact whether they're included
in the current rate is not auditable.

Q. And that would be under your approach
that the bottoms-up approach is preferable to
anything that -- any top-down, or top-down approach
as perhaps OCC and the staff's methodology could be
defined.

A. Yes, | fed that that's a superior
method.

Q. Now, when you conclude that OCC's
approach would produce substantially different
results, on what basis are you concluding that, then,
If you've not done an analysis of the 2008 data?

A. Widl, | do follow what monthly fuel costs
are. | haven't done a particular period because,
obvioudly, as | said, 2008 isn't done yet. There's

some other options. | haven't looked at al of the
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20 potential periodsin 2008 because someone could
21 argue, well, just use the last month as a proxy for
22 what'sin rates.

23 So there's various periods and so forth.
24 But | do know that any SEE cost whichisalarge

25 component of the total FAC, | do follow that, and
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1 I've seenthat that's gone up during this year.

2 Q. Now, isit your understanding that OCC's

3 arguing that a proxy for 2008 would be several months
4 in 20087?

5 A. Agan, I'm not quite sure what she had

6 recommended when she was on the stand.

7 Q. Isthetest of the reasonableness of

8 determining the FAC whether or not the results are

9 closeto the results produced under your method and
10 if they're close, then that approach is reasonable,

11 andif they're not close, then the approach is not

12 reasonable?

13 A. Not necessarily. Obviously, what | think

14 isl've done the correct approach. I've kind of

15 confirmed that -- the historic numbers against the

16 approach I've used, and | think it's for information
17 purposes and to assess that historic costs during

18 amost al this period, well, 2001 through 2007, have

19 in fact been below what | identified asthe FAC
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component of the current SSO.

It also does show that if you're using
costs, it doestend to vary year to year, so it is
important, and | guess that'swhere | get to
subjective, you could pick different periods and

choose to use different periods and you get a
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different result, rather than my method where if you
look at the bottoms-up approach, or | should say
bottom-up -- not bottoms-up --

Q. | wouldn't know what you were referring
to there.

A. --you get aconsistent answer.

Q. Now, on page 4, lines 13 through 14, you
indicate that "no such earnings test is permitted for
athree-year ESP plan." Do you see that reference?

A. Yes.

Q. Andisthat -- isthe basis of that
statement your analysis of SB 221, or isthat based
on advice of counsel?

A. | listened to my counsel, and | believe
they're represented correctly so | didn't form that
position independently.

Q. Okay. Thank you.

Now on line 17 through 19 on page 4 you

say that: "Using 2008 FAC costs. . . might result
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20 in unacceptablereturns.” Isthe basis of that

21 statement something independent from Mr. Baker's
22 testimony or isthat -- let me strike that.

23 Is that something independent from

24 Mr. Baker's testimony, or are you primarily relying

25 on Mr. Baker's testimony?
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A. I'mprimarily relying on Mr. Baker's
testimony.

Q. Andyou say that he addresses this
concern in hisrebuttal testimony; isthat right?

A. | believe he was going to.

Q. Now, going on to the testimony on page 5,
the 2001 through 2007 FAC costs, you indicate that
for CSP only one year, and that was 2006, exceeded
the FAC rate identified in the current SSO. Do you

see that?

A. Yes.

Q. Andwould you agree with me that if we
looked at the workpapers that back these figures up,
that the most striking and significant piece of the
FAC for CSP at that time was the NEC of 1.777?

A. | can't answer that. | don't have the
workpapersin front of me. | can't answer that
guestion without looking at the data.

Q. Let'stak about the FAC for 2009 for a
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20 moment. If we true up the FAC for 2009, we'll use
21 the actual fuel costs for 2009, correct? And that
22 might be quite different from -- let me strike that.
23 I'm going to try to make it alittle bit

24 moresimple. If we true up the FAC for 2009, we

25 would actually use the actual fuel cost of 2009,
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1 correct?

2 A. When you calculate an over/underrecovery
3 in 2009, you would compare the actual fuel rates
4 billed for 2009 versus the cost in 2009.

5 Q. Andwould you agree with me that the

6 actual fuel cost for 2009 might be quite different

7 than the projected fuel costs of 2009 that you have
8 presented in your testimony on PIN-2 and PIN-5?
9 A. Should | be going back to my direct

10 testimony now?

11 Q. Yes

12 A. | don't address 2009 in my rebuttal,

13 but --
14 Q. Yes.
15 MR. NOURSE: Y our Honor, if | could

16 interject, | was seeing if thiswas going to lead
17 back to hisrebuttal testimony. It seemsto bean
18 independent line of questioning at this point

19 unrelated to the rebuttal testimony.
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20 EXAMINER SEE: Let me have the question

21 read back, please.

22 (Record read.)

23 EXAMINER SEE: Did you want to respond,
24 Ms. Grady?

25 MS. GRADY: Yes, your Honor. There'sa
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1 couple more questions, your Honor, that's going to

2 theimportance of establishing a baseline, and there
3 isimportance to establishing a baseline, and then

4 importance going from the baseline into adjustments

5 tothe baseline, so that's where these questions are

6 headed.
7 EXAMINER SEE: Okay. The objection --
8 MR. NOURSE: I'm sorry, | just don't see

9 the connection to rebuttal. That's certainly an area
10 that could have been explored in his direct testimony

11 and cross-examination, your Honor.

12 EXAMINER SEE: And I'm going to alow the
13 question.

14 MS. GRADY: Thank you.

15 EXAMINER SEE: Do you need the question
16 read back?

17 THE WITNESS:. Yes, please.

18 (Record read.)

19 A. Of course, there'sthe word "quite"
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20 different. | absolutely think they'll be different

21 than our forecast. Theforecast is never totally

22 accurate, so, yes, there will be adifference between
23 the actual fuel costs and the projected fuel costs

24 for 20009.

25 Q. Andwould you agree that the FAC increase
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1 calculated that's based on the 2009 FAC costs -- let

2 me strike that.

3 Would you agree that the FAC increase

4 that's requested in the ESP is calculated based on

5 the 2009 FAC costs compared to the current 2008 FAC
6 ratethat you testified to?

7 THE WITNESS. Would you please read that

8 one back to me?

9 (Record read.)

10 A. Could you please rephrase that question?

11 | don't understand it.

12 Q. Would you agree with me, Mr. Nelson, that
13 the FAC increase that you are recommending in the ESP
14 iscalculated based on the 2009 FAC cost and on the
15 current 2008 FAC rate?

16 MR. NOURSE: Y our Honor, | would just

17 object to the extent | don't think the companies have
18 requested aFAC increase. They're requesting to

19 establish a FAC mechanism as part of the ESP.
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20 EXAMINER SEE: Rephrase your question,
21 Ms. Grady.

22 Q. Would you agree with me, Mr. Nelson, that
23 we need to have an accurate baseline on which to
24 implement aFAC?

25 A. Wédll, the baseline, if we're talking
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1 about what is the tracker component of the current

2 SSO needsto be established, | think more for the

3 non-FAC piece of the rate than the FAC piece of the
4 rate, the FAC piece of the rate will be established

5 by the estimate of 2009 FAC costs, and then, of

6 course, we'll have atrueup to actual costsincurred

7 in 20009.

8 Q. Now, according to the information that

9 you provide on page 5 of your testimony, the FAC rate
10 which includes the fuel cost increases little from

11 2007 to 2008 in the case of both CSP and OPCO,
12 correct?

13 MR. NOURSE: I'm sorry, your Honor, |

14 think she might have said FAC rate for 2007, and |
15 believethe chart referred to is talking about FAC
16 costs.

17 THE WITNESS. And | think you also

18 mentioned 2008, and | don't see 2008 on there.

19 Q. Widll, don't you have a FAC rate listed on
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20 line-- on an unnumbered line as 2.5627?

21 A. Yeah. Of course, that isthe FAC rate.

22 | thought you said FAC cost to -- maybe we should
23 repeat the question.

24 Q. Mr. Néelson, according to the information

25 that you provide on page 5 of your rebuttal
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testimony, and I'm looking at the 2001 through 2007
FAC costs which include fuel costs, thereis very
little increase from 2007 to 2008 in the case of CSP
and OPCO as shown by comparing the 2007 FAC cost to
the company FAC rate on the unnumbered line shown
below your charge.

A. Wéll, there's two different companies
represented there, of course.

Q. Correct.

A. | think one may be closer between the
'07 costs and the FAC rate I've identified as the
current component of the SSO, but | don't know what
you mean by "very little."

For instance, we look at the Ohio Power
Company, staff applied a 7 percent increase to the
2007 cost rate to arrive at their number which is
shown that produces 1.757 cents per kilowatt-hour, so
even a7 percent increase is below therate |'ve

identified for Ohio Power Company, which is 1.780.
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20 So it depends on your definition of "very

21 little" A 7 percent increasein fuel costs under

22 normal times might be considered not very little, but
23 in the circumstances we have today, it could be

24 characterized that way.

25 MS. GRADY: Your Honor, | moveto strike
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1 beginning with "the staff applied a 7 percent rate."

2 It wasnonresponsive. | specifically asked him with

3 respect to the company FAC rate compared to the FAC
4 costs, whether or not there wasllittleincrease. The

5 staff proposal was not part of my question.

6 MR. NOURSE: Your Honor, if | might

7 respond.

8 EXAMINER SEE: Yes.

9 MR. NOURSE: He's explained that they're

10 comparing acost to an unbundled rate, and in

11 comparing those | think it'sfair to explain the

12 difference between an apple and an orange in making
13 that comparison. So | think it was just acomplete

14 answer of his understanding.

15 EXAMINER SEE: Read the beginning of the

16 answer, please, Maria.

17 (Record read.)
18 EXAMINER SEE: The motion is sustained.
19 EXAMINER BOJO: Except | believe the
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20 sentence began with "for example," or "for instance."
21 MS. GRADY: Yes, that can remain, but the
22 other part of the sentence was where | was going.

23 Q. (By Ms. Grady) Mr. Nelson, let'sgo to

24 page 5 of your testimony, which iswhere we are.

25 There you begin addressing Witness Smith's testimony

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

file:s//IAJAEPVOI-XIV txt (182 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

92

1 on carrying charges on environmental investments. Do
2 you seethat?

3 A. Yes.

4 Q. You indicate that she cites two bases for

5 thedisallowances. Do you see that reference?

6 A. | do.

7 Q. Would that language that you've included
8 there, would that be lifted from page 29 of Smith's
9 testimony, if you know?

10 A. | believeitwas. | can't tell you

11 specificaly it was page 29, but | recall lifting it

12 from her testimony.

13 Q. Andisit your recollection that she

14 testified at 29 that to grant the company's increase
15 for these specific investments implies that -- and
16 she goes on to make the points that you referenced.
17 A. | don't have Miss Smith's testimony in

18 front of me.

19 Q. Would you accept, subject to check, that
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20 that's what her testimony reveals?

21 A. Yes.

22 Q. Now, on page 6, line 4, you referred to

23 Smith's criterianot being set out in SB 221. Do you
24 seethat?

25 A. Yes, | do.
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Q. Toyour knowledge are there any criteria

2 setoutin SB 221 for alowing carrying charges on

3 past investment from 2001 through 20087

4 A. Thereare provisionsin Senate Bill 221

5 that provide for carrying costs. There are also

6 provisionsin Senate Bill 221 that address

7 environmental. | think you characterized this as

8 past costs. The carrying cost itself isthe carrying

9 cost we're going to incur in 2009.

10 Q. Widll, let me be more specific then,

11 Mr. Nelson. Arethere any criteriaset out in SB 221
12 that allow carrying charges on a going-forward basis
13 for past investment that is investment prior to

14 SB 2217

15 A. No, | don't think there's anything

16 specificthat | recall.

17 Q. Now, you indicated that there were

18 provisionsthat provide for carrying costs. Can you

19 explain to me what provisions those are?
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20 A. Weéll, one wasthe phase-in plan | think

21 specifically mentioned carrying costs. That's the

22 onethat comesimmediately to mind without flipping
23 through the hill.

24 Q. Andisit your interpretation that when

25 the SB 221 refersto carrying costs associated with a
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1 phase-in plan, that those would be specifically meant
2 to cover environmenta -- or, carrying charges on

3 past environmental investment?

4 A. No. That'sjust an instance where

5 carrying charges appear in the bill.

6 Q. Now, you asoindicated | believein your

7 answer that there was another provision in 221 that

8 referred to environmental investment, and can you

9 explain what provision you're speaking of in SB 221
10 that pertainsto environmental investment?

11 A. The specific oneison page -- I'm sorry,

12 it'sunder section -- the MRO section of the bill.

13 Q. Canyou give me--

14 A. Itsaysit's--

15 EXAMINER SEE: If you have a page number.
16 Q. Or asection cite would be helpful,

17 Mr. Nelson. Thank you. |I'm not asfamiliar with the
18 hill.

19 A. | have apage number. It's page 30, and
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20 it'sitem 4 on that page.

21 Q. Okay. Sowearein section

22 4928.142(D)(4); isthat right?

23 A. Yes

24 Q. And the language says. "Costs prudently

25 incurred to comply with environmental laws and
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regulations, with consideration of the derating of
any facility associated with those costs." |Isthat
correct?

A. Yes, that'sthe way it reads.

Q. Andyou said thisisthe section
applicable to an MRO,; is that right?

A. |think that is aprovision under the
MRO. | believethisall started with my comment that
environmental is mentioned severa placesin the
bill, and | just was giving you an example where it
Is mentioned specifically. We did not, obviously,
file the ESP under this provision.

Q. Now, on page 6, lines 8 through 10, you
state that the shareholder will not reap any benefits
associated with environmental investment if they are
not paid for these past environmental investments.
Do you see that?

A. No, | don't seethat. | didn't say

anything about past environmental investments.
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20 Q. Widl, isn't the investment related to

21 past environmental expenses? Didn't you invest in
22 facilities from 2001 through 2008?

23 A. Yes. Butthisrelatesto rebutting

24 Miss Smith's assertion that: "M oreover, stockholders

25 will reap the benefits over the lives of these
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1 investments." And if no one pays for these

2 investments, | don't know how shareholders would reap
3 the benefits.

4 Q. You say shareholders will not reap any

5 benefits associated with that investment. And are

6 you talking about the investment from 2001 through

7 2008? Looking at page 6, line 8 through 10.

8 A. Yes. If theseinvestments are not

9 included in rates and no one pays for them, we

10 wouldn't reap any benefits, fairly straightforward

11 response to the criticism of Witness Smith.

12 Q. Andtheinvestmentsyou're referring to

13 arethose shown on PIN-9 of your direct testimony,

14 correct?

15 A. That's correct.

16 Q. Now, if the companies shut down a coal

17 unit rather than making environmental expenditures or
18 other investments, would the shareholders receive any

19 return on the value of the plant from Ohio
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20 ratepayers?

21 A. I'd need alittle background under what
22 regulatory scenario or what plan. It'skind of

23 open-ended.

24 Q. AndI'mnot surethat | follow you. What

25 areyou seeking?

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 A. | wasjust saying the questionisa

2 little broad for me to answer. If you could be more
3 gpecific, | might be able to answer.

4 Q. Do shareholdersreceive any return on the
5 value of plant once a unit is shut down?

6 A. | wouldn't think so.

7 Q. Under traditional ratemaking?

8 A. Yes, they could.

9 Q. Mr. Nelson, would you agree with me that
10 the hourly market prices in the MISO market are
11 usually higher than the marginal costs of the coal
12 units?

13 A. I'm not even familiar with the MI1SO

14 market. We don't operatein MISO.

15 Q. PIM. Let'ssubstitute PIM for that. I'm
16 sorry.

17 A. Okay.

18 Q. Areyou aware or would you agree with me

19 that the hourly market pricesin the PIM market are
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20 usually higher than the marginal costs of coal units?
21 A. You'dhavetolook at it unit by unit.

22 There are off-peak periods where the marginal costs
23 might be lower than some of our most expensive units
24 so | don't think you can make that broad a statement.

25 Q. Let'sassume for amoment that the hourly

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 market pricesin the PIM market are higher than the
2 marginal costs associated with your coal units. |If

3 the company sells power into the PIM market during
4 those hours when the prices are higher than the

5 marginal costs of the coal unit, won't the companies

6 make money on these sales?

7 THE WITNESS:. Could you repeat that,
8 please?
9 (Record read.)

10 A. | would think so, that if our costs are

11 below the marginal saleslevel, then we would have a
12 net gan.

13 Q. Andif these are off-system sales and --

14 under the company's proposal not to reflect

15 off-system salesin the FAC, won't the shareholders
16 benefit from these sales?

17 A. I'msorry, | can't answer that question.

18 Q. Why can't you answer that question?

19 A. | don't understand it. Could you repeat
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20 it?

21 Q. Under the company's proposal they are not
22 reflecting margins from off-system sales. They're

23 not offsetting any of the ESP costs with margins from
24 off-system sales; isn't that correct?

25 A. Yes. But that might be a question better
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1 directed to Witness Baker.

2 Q. And so under that situation, aren't the

3 shareholders benefiting from such off-system sales?
4 A. Shareholders do benefit from off-system

5 sdes.

6 Q. Sowouldn't that be a benefit that

7 they're reaping from the investment in the plant?

8 Going back to your testimony where you say

9 shareholderswill not reap any benefits, that's not
10 correct.

11 A. Wedl, | disagree because| say if a

12 company isnot paid for such investments. | think
13 you're putting out the prospect of some portion of
14 that being paid by salesin the off-system market. |
15 was making ageneral statement that if it's not paid
16 for, then they can't benefit, so | was focusing more
17 ontheretail side of it rather than the wholesale.

18 But if, in fact, we do sell it into the

19 off-system sales market then, yes, shareholders would
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20 benefit.
21 MS. GRADY: That'sall the questions |

22 have, your Honor. Thank you.

23 Thank you, Mr. Nelson.
24 EXAMINER SEE: Mr. Randazzo?
25 MR. RANDAZZO: Yes.
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CROSS-EXAMINATION
By Mr. Randazzo:

Q. Mr. Nelson, would you turn to page 6 of
your testimony. Inthe middle of that page you talk
about the "Environmental investments are necessary to
keep the companies |low-cost coal-fired generating
units running." Do you see that?

A. Yes.

Q. Andthenyou say: "The customerswill
benefit because the operating costs of these units
remain well below the cost of securing the power on
the market," right?

A. Yes.

Q. Widll, areyou saying there that the
customers will receive -- will pay pricesfor the
electric services provided that is based upon the
cost of these low-cost generating units?

A. With respect to the FAC, yes.
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20 Q. Withregard to the other portion of the

21 rate, the non-FAC, are you suggesting there that
22 customers are going to receive the benefit of these
23 low-cost generating units through their prices?

24 A. Inthe sensethat the ESP prices are

25 below the market price, yes.
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Q. Wadll, you say there that the customers
will benefit because the operating costs, not the
prices, of the units remain well below the cost of
securing the power on the market. Y ou're not talking
about prices there, are you?

A. I'mtalking, as| said before, I'm

specifically addressing the FAC, and | mention that
in the next line.

Q. Wadll, would it be appropriate if the
customers are going to pay for environmental -- let's
back up.

Environmental investments are investments
that are made to generating plants, right?

A. That'scorrect. Well, yeah,
environmental investments are broad, but | think in
this context we're talking about investments to the
generating facilities.

Q. Okay. Andyou say there that the

Investments are necessary to keep the companies
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20 low-cost coal-fired generating units running, right?
21 A. Yes.

22 Q. For how long? It's more than three

23 years, right?

24 A. If we-- well, hopefully, yes, but it

25 would depend on the unit and what the retrofit was,

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 what the investment was, so there'salot of

2 variablesthere. But if we're talking about FGDs, if

3 we're putting an FGD on a unit, we're expecting that
4 to operate for some period of time and not just three
S5 years.

6 Q. Right. And the proposal that isin the

7 companies ESP contemplates that a portion of the

8 generation supply that customers receive as part of

9 the standard service offer is actually going to be

10 purchased from the market, right?

11 A. We have aproposal to make some purchases
12 from the market as addressed in Company Witness
13 Baker'stestimony.

14 Q. Sofor at least that portion of the

15 generation supply, the customers will not be

16 receiving the benefits of the low-cost generating

17 unitsto which these environmental modifications are
18 made, right?

19 A. | believeit'sjust too broad a statement
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20 for meto give you a precise answer to.

21 Q. Soyou don't know under the company's ESP
22 proposal whether or not the customers will benefit

23 from the low-cost coal-fired generating units?

24 A. I'm pretty certain they'll benefit from

25 thelow-cost generating units because we do plan to
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1 have those serving the customer during this ESP

2 period and have those lower costs flow through the
3 FAC provision.

4 Q. But you're also proposing to purchase a

5 portion of the generation supply from the market,

6 right?

7 A. We're proposing some purchases from the
8 market in the plan, yes.

9 Q. And so for the portion that is purchased

10 from the market, customers would not be paying prices
11 based upon these low-cost coal-fired generating
12 units, right?

13 A. Wédll, they'd be paying the market price.
14 It would be blended in with the other, the low-cost
15 generation, yes.

16 Q. Sofor at least the portion that is

17 market priced, there's no correlation between the
18 low-cost coal-fired generating units to which these

19 environmental investments attach and the prices that
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20 customerswill be paying, right?

21 A. Weéll, these are purchases and not

22 sourced-down-the-road generation, so | can't
23 disagree.

24 Q. Okay. Will any of the generating units

25 to which these environmental investments are attached

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 be used to make off-system sales?

2 A. Yes.

3 Q. Will any of the unitsto which these

4 environmental investments attach be used to sell

5 capacity into the PIM market, if you know?

6 A. That would be a better question for

7 Mr. Baker. He's more familiar with PIM.

8 Q. Will any of these units provide an

9 opportunity for the companies to sell ancillary

10 servicesinto the PIM market, if you know?

11 A. Again, I'd defer to Mr. Baker.

12 Q. What isthe cost of the low-cost

13 coal-fired generating units?

14 A. Could you reread the question, please?
15 (Record read.)

16 Q. And let me be more specific. Onan

17 average per kilowatt-hour annualized basis, what is
18 the cost of running the generating unitsthat arein

19 thefleet of generating assets that are owned and
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20 operated by Columbus & Southern and Ohio Power?
21 A. | don't know specifically. Each

22 generating unit would have a separate set of costs,
23 and these environmental investments are on certain
24 generating units, so | can't give you a number.

25 Q. Okay. But for purposes of your testimony
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here, what you are suggesting at lines13 and 14 is
that it would be appropriate for customers to pay for
costs related to certain environmental investments to
the extent that they are receiving the benefits
associated with the low-cost coal-fired generating
units to which these environmental investments are
attached; is that correct?
A. Firstof dl, I'm responding to OCC
Witness Smith's suggestion that -- or implied
suggestion that the stockholder isreaping all the
benefits of the low-cost generation, and | stand by
the fact that the customer will benefit from
including this low-cost generation in the FAC cost.
Q. | understand that, but that had nothing
to do with my question.
THE WITNESS. Could you repeat the
guestion?
Q. Let merestateit again.

A. Okay.
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Q. Let'stryitagan. What you are
suggesting here in your testimony at lines 13 and 14
Isthat customers should be responsible for picking
up costs related to these environmental investments
because they will receive the benefits associated

with the low-cost generating assets to which these
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1 environmental investments attach, right?

2 A. They are receiving benefits from these

3 low-cost generating units.

4 Q. No; I'mtrying to get to your

5 justification for the point that you're making in the

6 testimony. Asl understand your testimony, you're

7 suggesting that it's appropriate for customers to pay

8 for these environmental investments because customers
9 will get the benefit of the low-cost generating --

10 low-cost coal-fired generating units to which the

11 environmental investments attach. Isthat the point
12 that you're making at lines 13 and 147

13 A. | say: "The customerswill benefit

14 because the operating costs of these units remain

15 weéll below the cost of securing power on the market."
16 If we were to charge market power, customers' rates
17 would go up. Since we're using these generating

18 unitsto supply at least amgjority of the power, the

19 customer does benefit by that fact.
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20 Q. All right. Close enough.

21 On pages 6 and 7 you discuss carrying

22 costissues. Have you been involved in applications
23 to issue securities that have been submitted to the
24 Commission on behalf of Ohio Power, Columbus &

25 Southern, or their affiliate?
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1 A. No, | haven't personally been involved in
2 those.
3 Q. Areyou aware that there are specific

4 types of financing arrangements that are peculiar to
5 investmentsin environmental compliance equipment?
6 A. Yes. I'mgeneraly familiar with that,

7 yes.

8 Q. And that these types of financing

9 arrangements would include particular types of debt
10 that may have certain tax advantages, correct?

11 A. Yes.

12 Q. Andwould it be your expectation that the
13 debt -- cost of debt associated with these particular
14 types of financing arrangements would be typically
15 lessthan the cost of common equity?

16 A. Lessthan the cost of common equity, yes.
17 Q. Just on avery mechanical basis so that |
18 can understand the significance of certain things,

19 the greater the common equity ratio isin the overall
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20 capitalization ratio, generally the higher the

21 carrying charge rate will be; isthat correct?

22 A. Generdly. | could seeinstances today

23 where that might be reversed sinceit's very hard to
24 issue debt today. Some debt issuance has been 13,

25 14 percent, for example. I've only used 10-1/2
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percent for equity, but typicaly | think that's a
fair statement.

MR. RANDAZZO: May | approach the
witness, your Honor?

EXAMINER SEE: Yes.

Q. Mr. Nélson, I'm going to hand you an
application that was filed by Ohio Valley Electric
Corporation on December the 5th of thisyear in
08-1286-EL-AIS. Will you accept, subject to check,
that that's an application?

MR. NOURSE: Y our Honor, could | view
that document as well?
EXAMINER SEE: Yes.

A. It appearsto be an application, yes.

Q. Yeah. Andyou said you weren't familiar
with applications to issue securities filed by the
companies or their affiliates, correct?

A. Not personally familiar with them, no.

MR. RANDAZZQO: Y our Honor, | would ask
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20 that administrative notice be taken of the

21 application filed in this proceeding. It's

22 08-1286-EL-AIS.

23 MR. NOURSE: Could | inquire asto what
24 the purpose of taking notice of it is?

25 MR. RANDAZZO: Yeah. It'san application
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that was filed on December the 5th to issue
$900 million in notes with the assistance of the Ohio
Air Quality Development Board.
EXAMINER SEE: I'm sorry, what was the
last part of that, Mr. Randazzo?
MR. RANDAZZO: With the assistance of the
Ohio Air Quality Development Authority.
MR. NOURSE: Y our Honor, | would just
note for the record, I'm not sure what this would be
used for. Although it's an AEP-affiliated company,
I'm not sure what it would be used for. | guess
we'll just reserve the right to cite any other
pertinent filings or ordersin response to whatever
it isthat IEU might use this document for.

MR. RANDAZZO: Y our Honor, | don't mind
being clear about my intended use if it's useful. |
was offering the request to take administrative
notice of thisin response to the witness's position

that it might be difficult to issue debt at the
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20 moment. We have an application to issue $900 million
21 worth of debt related to environmental compliance

22 strategies so that's the purpose of it, and |

23 certainly don't have any problem with counsel

24 referring to other applications or orders of this

25 Commission that may be related.
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1 EXAMINER SEE: Okay. And with that we'll

2 take administrative notice of case 08-1286-EL-AlS.

3 MR. RANDAZZQO: That'sdl | have. Thanks
4 very much.

5 Thanks, Mr. Nourse.

6 EXAMINER SEE: Mr. Royer.

7 MR. ROYER: No questions.

8 EXAMINER SEE: Mr. Kurtz.

9 MR. KURTZ: Thank you, your Honor.

10 ---

11 CROSS-EXAMINATION

12 By Mr. Kurtz:

13 Q. Good afternoon, Mr. Nelson. Would you
14 turnto page 5 of your rebuttal testimony, please?
15 A. Okay.

16 Q. Areyou there?

17 A. Yes.

18 Q. Okay. | just want to -- it's not

19 numbered, but you have company FAC rate in the middle
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20 of the page, let'sjust look at Columbus & Southern,
21 2.562 cents per kilowatt-hour.

22 A. Yes, | seethat number.

23 Q. That iswhat you're proposing to use as

24 your FAC base amount?

25 A. That'swhat I'midentifying asthe FAC
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component of the current SSO rate.
Q. Okay. And then under your --
mechanically under your proposal as we move into the
future, to the extent the actual FAC costs were above
or below the baseline, there would be a charge or a
credit on the FAC?
A. No. | don't think that's exactly our
proposal. | think what we're doing is starting with
the current SSO, and thiswas in Mr. Roush's
testimony. He does the mechanics of backing out from
the total SSO rate the FAC, current FAC, component of
that and devel ops a non-FAC component of the rate,
and then we have atariff to put on to charge the
2009 fuel coststhat we're proposing.
Of course, we're proposing a phase-in so
we're not proposing the full amount. In my
schedules, Mr. Roush has applied the 15 percent cap
and designed arate to recover the fuel costs

according to the phase-in plan.
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20 Q. Somechanically thisisnot -- thisis

21 standard fuel adjustment where we have a baseline
22 amount, we have -- then we track actual, to the

23 extent there's adifference, there'sacharge or a

24 credit?

25 A. Ithinkit'sstandard. What I'm pointing
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out isI'm not sure there'sany FAC. | think that

the tariff isthe full FAC charge. It's not that

there's some in base and there's an increment above
what's buried in base. It'sjust alittle bit of a
technicality. That's my understanding of Mr. Roush's
tariffs.

Q. Okay. Let meask you about the
environmental carrying cost 2001 through 2008. You
rebut OCC Witness Smith. Y ou understand that OEG
Witness Mr. Kollen also opposed the carrying charges?

A. | don't recal it specificaly, but I'll
accept that.

Q. Theincremental 2001 through 2008
environmental investments, there were alot of things
that happened in the period 2001 through 2008 in
addition to investing incrementally in environmental
capital plants, weren't there? For example --

A. Weédll, yeah, alot of things happened.

I'm not sure exactly what you mean, with respect to
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20 investment or --

21 Q. Didn' the existing generation investment
22 depreciate during this time period?

23 A. There would be some depreciation

24 associated with that. There would aso be additional

25 capital expenditures on generation facilities beyond
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1 theenvironmental.

2 Q. Okay. And even with the environmental

3 plant that was aready in service during 2001 to

4 2008, that depreciated aswell; did it not? For

5 example, the 1995 Gavin scrubber would have

6 depreciated during this period of time?

7 A. It could have depreciated. There could

8 have been upgrades and additional capital investments
9 to that particular scrubber, so | don't know. I'd

10 haveto follow the history of al the plant

11 additions.

12 Q. Inany event, you have not proposed

13 netting out the 2001 to 2008 incremental capital

14 increases with decreases in capital costs during the
15 same period.

16 A. | don't know that there would be any

17 decreasesin capital costsin the same period, for
18 one.

19 Q. Didyou look at that question?
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A. No, | did not.

Q. When you put capital on a power plant, a
scrubber for SO2 or an SCR for NOx, aren't there al'so
cost savings that the utility experiences? For
example, purchasing less SO2 or NOx allowances, being

able to burn a higher sulfur lower cost coa with
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respect to the FGD or the scrubber, aren't there cost
savings that would be experienced as well?

A. Yes. Therecould be cost savings and, in
fact, that's what my FAC would reflect. 1t would
show the cost savings associated, for example, with
allowances,; however, you would also have consumables
or chemicals to operate the environmental equipment.
Y ou also would have parasitic load associated with
certain environmental so we would have less kWh to

sel.

Q. Andif wewere going to do acomplete
analysisfor all of the pros and cons, revenues and
expenses, cost savings during 2001 through 2008,
those are the type of things we would look at rather
than just ssmply looking at the incremental cost
Increases?

A. Widl, I'm not sure why you would be
looking at an analysis of cost during 2001 through

2008. What I'm doing is applying the balance at the
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end of the period and calculating carrying charges
associated with 2009.

Q. Didl -- okay. Did | understand in
response to questions from OCC counsel that you could
Identify no specific provision of Senate Bill 221

authorizing a carrying cost on investments that were
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made before the law's enactment?
A. I'mnot sure exactly what | said there.
But to be more specific, | didn't see a specific
provision in the bill that said you get carrying
costs on environmental. | mentioned that, you know,
environmental appears quite afew timesin the bill
and we think it was the intention of the legislators
to allow recovery of that. The particular provision
that we're filing under, I'll give you areference,
It's section 4928.143(B)(2).
Q. Widl, | won't debate the statute with
you. Let me ask you about carrying costs real quick.
The weighted average carrying cost you're proposing,
you have not included the Internal Revenue Code
Section 199 tax deduction in your calculation of the
weighted average cost of capital; isthat correct?
A. That'scorrect. Thereasonisthat it's
not an adjustment to the tax rate. It's a deduction.

And typically when you do a gross-up calculation for
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20 terms of -- for doing revenue requirement, you

21 include the statutory tax rate; you don't include

22 deductions.

23 Q. Didn't the Commission rule against AEP on
24 thisvery issuein the RSP case?

25 A. Yes. Thisissuedid comeup inthe--
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one of the 4 percent cases, as| recall, and we did
lose that issue. We respectfully asked the
Commission to reconsider it.

One thing that | don't know that was
known at the time was FERC has ruled that this
deduction is not appropriate for the gross-up
calculation of formularates, for example, so that
lends support to the arguments we made. Thisisa
deduction, not a change in statutory tax rate.

S0 -- and | think, you know, there's
other issues. For example, we haven't been able to
take the full deduction. | think there was some
speculation by OEG's witness that they might expect
to be able to take the full deduction, but you offset
the deductibility of that with operating company
losses, and we did have some over -- | think Kentucky
wasn't able to take it one year. PSO wasn't ableto
take it another year. We expect Appalachian Power

not to be able to take the 199 deduction this year.
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What that meansis that offsets -- it's
offset against the deductions that the Ohio companies
can take. So the Ohio companies, if aparticular
other member of the group doesn't get to take the
full deduction, their amount of reduction -- or the

amount of the deduction they can take isreduced. So
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there'salot of facts that we believe that will
convince the Commission that it isn't appropriate to
use the 199 deduction in the gross-up calculation.
Q. When you gross up the equity returns
10-1/2 percent that you use in your weighted average
cost of capital, you assume that the utilities
essentially pay taxes on a stand-alone basis and you
assume the maximum federal corporate income tax rate
and a maximum state corporate income tax rate, do you
not?
A. | don'tthink I had to make that
assumption. I've never seen other -- before 199 came
up, revenue conversion and gross-up was always pretty
darn straightforward. | don't think we had many
arguments. It was aways the statutory tax rate.
Q. Right, but --
A. And | would say today that | would argue
that it's still straightforward, that is, the

statutory tax rate.
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20 Q. Youdid not use the actual tax rate --
21 first of al, Ohio Power doesn't file afederal

22 income tax return, doesit, asit's a consolidated
23 return for AEP?

24 A. It'saconsolidated return, as|

25 understand it.
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Q. Right, for AEP Corp. And the AEP
corporate federal income tax rate is not the maximum
rate, | take it, because you can't use these
deductions. Isthat what you're saying?

A. Could you repeat that question, please?

Q. AEP asacorporation does not actually
pay the maximum federal income tax rate because of
offsets, losses in other parts of your business,
which would be the reason why you couldn't take the
full section 199 deduction.

A. Each year there are various deductions
taken for tax purposes. Again, asfar asmy

experience in terms of revenue conversion and
gross-up factors, you use the statutory rate because
deductions tend to get consumed and they're not
available to reduce incremental revenue.
MR. KURTZ: Thank you, Mr. Nelson.
EXAMINER SEE: Mr. White?

MR. WHITE: No questions, your Honor.
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EXAMINER SEE: Mr. Petricoff?

MR. PETRICOFF:. No questions, your Honor.
EXAMINER SEE: Mr. O'Brien?

MR. O'BRIEN: No questions, your Honor.
EXAMINER SEE: Mr. Maskovyak.

MR. MASKOVYAK: Just one, your Honor.
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CROSS-EXAMINATION
By Mr. Maskovyak:
Q. Mr. Nelson, | want to turn to page 5 on
the chart that's on page 5, so to get my
understanding -- questions from Ms. Grady where you
were talking about the company FAC rate that doesn't
have aline number but just above line 8, and she was
asking you to compare that to the numbers above. |
believe you gave along explanation, which was
objected to, and your counsel defended you giving you
latitude to answer the question because you were --
by comparing rates to costs you were being asked to
compare apples to oranges. Isthat what we're doing
here by this chart, comparing apples to oranges?
A. Inthe sensethat I've used arate method
rather than a cost method that may be considered
applesto oranges, but in terms of definition of the

FAC, | think it would be apple to apple.
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20 Q. Canyou explain the last part of your

21 answer?

22 A. The components of the FAC are similar,

23 thatis, if I'midentifying a cost, I'm using the

24 same FAC components as when | unbundled the rate, and

25 dl the components are the same, the accounts.
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1 Q. I'msorry, you'retrailing off. | can't
2 hear you.
3 A. I'msorry. All the components are the

4 same, the accounts, et cetera, that are used in the

5 FAC definition.

6 MR. MASKOVYAK: | have no further

7 questions.

8 EXAMINER SEE: Mr. Margard?

9 MR. MARGARD: No guestions. Thank you,

10 your Honor.

11 EXAMINER SEE: Mr. Nourse, any redirect?
12 MR. NOURSE: Could I havejust one

13 moment, your Honor?

14 EXAMINER SEE: Sure.

15 MR. NOURSE: Y our Honor, we have no

16 redirect questions, thank you.

17 EXAMINER SEE: Okay.

18 EXAMINER BOJKO: Mr. Nelson, look on page

19 3of your testimony. On line 1 you say the company
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20 started with the FAC rate component in the 2001 SSO
21 rate. | want to be clear that that 2001 SSO rate was
22 based on -- my understanding of your direct testimony
23 isit wasbased on your 1999 EFC. Now | don't know
24 whether to use the word "rate" or "cost" after

25 today's discussion.
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1 THE WITNESS:. Hopefully, we'll clear that
2 upabit. Asl recall about the bill, when we had

3 the market development period, it specifically said
4 what rate you were supposed to use when you unbundle
5 rates starting in 2001, and it was the October 5th,

6 1999, EFCrate. In fact, we had another EFC

7 proceeding after that that was only in there for an

8 interim period, and then when 2001 came along, we
9 reverted to the October 5th, 1999, rate.

10 But here I'm talking about the start of

11 the market development period. That's why | used

12 2001, but it would be based on that.

13 EXAMINER BOJKO: Okay.

14 THE WITNESS. That EFC.

15 EXAMINER BOJKO: Thank you.

16 EXAMINER SEE: Thank you, Mr. Nelson.
17 It's now approximately 12:40.

18 MR. NOURSE: I'm sorry, your Honor, are

19 we «till on therecord?
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20 EXAMINER SEE: Yes.

21 MR. NOURSE: | did move earlier for

22 Exhibit 7B. | would renew my motion.

23 EXAMINER SEE: Are there any objections
24 to the admission of Exhibit 7B?

25 Hearing none, Companies Exhibit 7B is
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1 entered into the record.
2 (EXHIBIT ADMITTED INTO EVIDENCE.)
3 MR. KURTZ: Your Honor, may | also just

4 for the record move into evidence the direct

5 testimony of OEG Witness Charles King aswell as his
6 tria deposition transcript, which | understand has

7 not been filed with the docketing division, but |

8 will have the deposition filed.

9 EXAMINER SEE: Okay. We will accept OEG
10 Exhibit 4 into the record.

11 MR. CONWAY: Aswell asthe transcript?

12 EXAMINER SEE: Including the entire

13 deposition transcript taken on Friday, December

14 5th.
15 (EXHIBIT ADMITTED INTO EVIDENCE.)
16 EXAMINER SEE: On further consideration

17 we'lll make the deposition taken December 5th 4A.
18 (EXHIBIT MARKED FOR IDENTIFICATION.)

19 EXAMINER SEE: And then OEG Exhibit 4
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20 will be Mr. King's direct testimony.

21 MR. KURTZ: Thank you, your Honor.

22 EXAMINER SEE: It's now approximately
23 12:42. We'll reconvenetill 1:45 to alow for the
24  Commission meeting.

25 Do you want to make it 2? It will be 1:45
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1 or closeto that depending on how long the Commission

2 meeting runs.

3 MR. RESNIK: No sooner than.

4 EXAMINER SEE: Correct, no sooner than.
5 So we're adjourned.

6 (At 12:42 p.m. alunch recess was taken

7 until 1:45p.m.)

10
11
12
13
14
15
16
17
18

19
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1 Wednesday Afternoon Session,
2 December 10, 2008.
3 - - -
4 EXAMINER BOJKO: Mr. Resnik, would you
5 liketo call your next withess?
6 MR. RESNIK: Thank you, your Honor. We
7 call Mr. Baker.
8 EXAMINER BOJKO: Mr. Baker, if you'll
9 recdll, you are still under oath.
10 THE WITNESS. Okay.
11 EXAMINER BOJKO: Please be seated.
12 MR. RESNIK: Your Honor, first I'd ask

13 that we have marked, and | think the reporter already
14 has, but Mr. Baker's additional rebuttal testimony as

15 Companies Exhibit 2E.

16 EXAMINER BOJXKO: E?

17 MR. RESNIK: E.

18 EXAMINER BOJKO: It will be so marked.
19 MR. RESNIK: Thank you.
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20 (EXHIBIT MARKED FOR IDENTIFICATION.)
21 MR. RESNIK: And at page 17 of that

22 prefiled testimony there was a chart that Ms. Roberts

23 called to our attention did not show up very well in

24 black and white, and we sent out copies of it in

25 color, and what | would suggest, thisis the chart,
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1 and wewould like to mark that as 2F so that there
2 will be areadable copy of that in the record.
3 EXAMINER BOJKO: It will be so marked as

4 Companies Exhibit 2F.

) (EXHIBIT MARKED FOR IDENTIFICATION.)
6 MR. RESNIK: Thank you very much.

7 .-

8 J. CRAIG BAKER

9 being previously sworn, as prescribed by law, was
10 examined and testified as follows:

11 DIRECT EXAMINATION

12 By Mr. Resnik:

13 Q. Please state your name.

14 A. My nameisJ. Craig Baker.

15 Q. Mr. Baker, do you have before you a copy
16 of what has been marked as Companies Exhibit 2E?
17 A. Yes, | do.

18 Q. Could you identify that document, that

19 exhibit for us, please?
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20 A. That isadditional rebuttal testimony in
21 thiscase.

22 Q. And do you have before you a copy of
23 what's been marked as Companies Exhibit 2F?
24 A. Yes, | do.

25 Q. And could you identify that exhibit,
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1 please?

2 A. Yes. Thisisachart that showsthe

3 relative positioning of the three-year LIBOR with
4 three-year Treasury rate for the period of July of

5 '07 through July of '08.

6 Q. Andisthat the same chart that appears

7 on page 17 of your rebuttal testimony?

8 A. Yes,itis.

9 Q. Onlyit'sincolor and readable.

10 A. That's correct.

11 Q. Thank you. Going back to Companies

12 Exhibit 2E, your rebuttal testimony, do you have any
13 corrections that need to be made?

14 A. | do. I have afew that missed the

15 last-minute edit checking so what I'd liketo do is
16 runthrough them. Firstison page 2, linel7. I'd
17 liketo replace the word "legidlature" with "General
18 Assembly."

19 The next is on page 6, line 4, there'san
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20 extraword, and | would like to scratch the word "to"
21 between "the" and "selling" on line 4, page 6.

22 Page 7, line 8, fourth word in should be

23 "this" instead of "his."

24 MR. RANDAZZQO: Could | have that one

25 back, Mr. Baker, please?
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1 THE WITNESS: Certainly, Mr. Randazzo.
2 Page7,line8, fourth word in, whichis"his,"

3 should be "this."

4 MR. RANDAZZO: Okay. Thank you.

5 A. Page 20, line 12, the last two words

6 should be hyphenated, " cost-based."

7 And thelast oneison page 21, line 7,

8 there was amissing word between "70" and annualy,
9 and the missing word is"million."

10 Q. Mr. Baker, any other changes that need to
11 be made?

12 A. No, that'sit.

13 Q. Okay. Andif | wereto ask you the

14 questionsthat appear in what's been marked as

15 Companies Exhibit 2E, and let's incorporate into
16 that the color chart that's marked as Companies

17 Exhibit 2F, would your answers be the same as are
18 contained in your rebuttal testimony?

19 A. Yes, they would.
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20 MR. RESNIK: Thank you, your Honor. |
21 have no further questions for Mr. Baker, and he's

22 available for cross-examination.

23 EXAMINER BOJKO: Thank you.
24 Do we have any volunteers to begin?
25 MR. WHITE: Y our Honor, before we start
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cross, I'd like to make a motion to strike.

EXAMINER BOJKO: Okay. Please proceed,
Mr. White.

MR. WHITE: The question on page 2, "Are
these exampl es consistent with the legidative
discussion leading up to the passage of Senate Bill
221 and the language of the bill," 1'd like to strike
that question and answer. It's hearsay and without
substantiating -- without anything else

substantiating what the discussions were, it
shouldn't be on the record.

EXAMINER BOJKO: Do you have aresponse,
Mr. Resnik?

MR. RESNIK: Yes. Mr. Baker hasthe
specific qualification to testify about what was
going on at the legidlature given the fact that, as
he said, he was the lead representative for the
AEP-Ohio companiesin that entire process. And so he

IS, as many people have given their view of what the

file:s//IAJAEPVOI-XIV txt (255 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

20 legidlature means or doesn't mean -- legislation

21 means or doesn't mean, | think this gives color, if

22 you will, from Mr. Baker's perspective about whether
23 or not cost-of-service concepts are somehow

24 implicitly in the bill.

25 MR. WHITE: Your Honor, if | may. Giving

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

file://IAJAEPVOI-XIV txt (256 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

129

interpretation to what a statute means is different
than actually testifying to discussions that
occurred.

MR. RESNIK: Your Honor, it's not
hearsay. He heard this. Thiswas his personal
knowledge that he isreflecting here.

EXAMINER BOJKO: Okay. Do you have any
other ones?

MR. WHITE: No, that's the only motion to
strike | have.

EXAMINER BOJO: Arethere any other
motions to strike?

MR. RANDAZZO: | could probably come up
with something, your Honor.

EXAMINER BOJKO: Let's go off the record.

(Discussion off the record.)

EXAMINER BOJKO: Let'sgo back on the
record.

Given that thiswas Mr. Baker's personal
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21 given -- or, to be consistent with all of our other

22 discussionsthat we've had on Senate Bill 221

23 throughout this hearing process, we're going to deny
24 the motion to strike and we'll alow it and allow

25 partiesto question or cross-examine Mr. Baker on his
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1 experience during the SB 221 process.

2 Okay. Now do we have any volunteers?
3 MR. RANDAZZO: I'll go.
4 EXAMINER BOJKO: Okay. Thank you,

5 Mr. Randazzo.

7 CROSS-EXAMINATION

8 By Mr. Randazzo:

9 Q. Mr. Baker, let's pick up where the motion
10 to strike left off, and do you regard your experience
11 during the legidative process as something that
12 qualifiesyou as an expert on legidation?

13 A. | would not consider myself an expert, in

14 genera, on legidation; however, | learned alot and
15 experienced alot and probably know more about this
16 processthan, if | had my way, I'd know, want to

17 know.

18 Q. Fair statement.

19 Now, I'd like to ask you something that
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20 isinthe portion of your testimony that's on the

21 bottom of page 2 and carrying over to the top of page
22 3, and let me begin, you make reference thereto a

23 "Just and Reasonable Standard." And then you say the
24 standard was connected to the evaluation of costs

25 incurred by the companies in setting rates.
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1 Did the Commission during the legislative

2 process propose to establish ajust and reasonable

3 standard?

4 THE WITNESS:. I'm sorry, could | have the

5 question read back?

6 EXAMINER BOJKO: You may.
7 (Record read.)
8 A. | do not remember the Commission taking

9 that position.

10 Q. Wadll, you are aware, are you not,

11 Mr. Baker, that the just and reasonable standard is

12 onethat'sincluded in the Federal Power Act, right?

13 A. Yes.

14 Q. And presently under the Federal Power Act

15 AEPissdlling electricity in the wholesale market

16 based upon a market-based pricing mechanism, correct?
17 A. Yes, they are. But | would point you --

18 I'dlink -- in my view the testimony was intended to

19 link the two, cost of service and just and
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20 reasonable. Where | do agree with you the, FERC has
21 found market-based rates to be just and reasonable.

22 Q. Okay. But, at least academically,

23 there's no necessary connection between the just and
24 reasonable standard and a particular methodology for

25 establishing prices, isthere?
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A. There doesn't haveto be.

Q. Andinyour experience dealing with laws
that are associated with regulation of public
utilities, the use of the just and reasonable
standard does not imply a particular ratemaking
methodol ogy, doesit?

A. | dontthink it hasto, Mr. Randazzo,
but in states which have been traditional regulation
of generation at state level, those two, cost of

service and just and reasonable, have generally been
linked.

Q. Okay. Now, what is your understanding of
the objective behind the just and reasonable
standard? And let me ask the question more
specifically.

Isit your understanding of the standard
itself to be one which requires a balancing of
Interests between the utility and customers for

purposes of establishing rates?
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20 A. Yes, | would agree with that.

21 Q. All right. Isthe company's

22 responsibility to be the provider of last resort a
23 competitive or noncompetitive function?

24 A. | wasasked this question in my second

25 round of testimony, and | believe | saidthat itisa
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responsibility of the distribution company and |
didn't know how it could be passed off to a
competitive supplier.

Q. Okay. I'masking you if you are awarein
my next question. Are you aware of any requirements
in Senate Bill 3 as modified by Senate Bill 221 that
deals with how pricing for noncompetitive servicesis
to occur and, more specifically, what ratemaking
methodology is to be used by the Commission for
noncompetitive services?

A. | haven't reviewed that in preparation so
| wouldn't venture an answer at this point.

Q. If the General Assembly has specified a
ratemaking methodology for noncompetitive services,
that, of course, would control, correct? I'll
withdraw the question.

A. I'msorry?

Q. I'll withdraw the question.

Are ancillary services competitive or
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noncompetitive services?

A. | would believe that -- the way | would
answer that, Mr. Randazzo, is | think you're asking
me for definitions under the bill, and as | did with
POLR, what I'd like to say isthat | believe that if

a customer shops, they could get -- they could
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provide ancillary services from their supplier.

Q. Areyou aware of anything in Senate Bill
3 as modified by Senate Bill 221, and I'm asking if
you are aware, that deals with the question of
whether ancillary services are a competitive or
noncompetitive services?

A. Agan, | have not gone back and
researched that for purposes of this testimony.

Q. Aspart of this application, the electric
security plan application, have the companies asked
the Commission to declare ancillary servicesto be
competitive or asked the Commission to declare that
the provider of last resort function be declared --
be a competitive service?

A. | don't know.

Q. Now, on page 3 aswell there's a question
| want to ask you about words used in the question,
assuming that you had something to do with the

guestion as well asthe answer. Inthe question it
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20 refersto true regulation. Can you tell me what you
21 mean by "true regulation” there?

22 MR. RESNIK: Can | have the question read
23 back, please?

24 EXAMINER BOJKO: It says"true

25 reregulation.”
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MR. RANDAZZQO: Oh, true reregulation,
excuse me. That'swhat | meant to ask. Thank you.
I'm sorry, your Honor.

Thank you, Mr. Resnik.

A. What | mean by that in this context is
states which have had a plan for deregulation, passed
deregulation legislation and have gone back to
regulation of generation, as| believel lay out in
this answer which deals with the standard that you
virtually eliminate customer choice, that you set
rates on a cost of service and things of that ilk.
Q. Okay. Andyou say on the next page
that -- in the sentence that begins on line 1, that
"Ohio did none of these things," and from that
you're, | think, trying to make the point, are you
not, that we no longer have true reregulation in Ohio
or we don't have true reregulation in Ohio. Isthat
the point you're trying to make?

A. | would say that we do not have true
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20 reregulation as| defined it in this answer.

21 Q. Okay. Now, one of thethingsthat is
22 identified on page 3, line 21 in discussing the
23 Virginialegidation isyour indication that they
24 have virtually eliminated customer choice. Isit

25 your understanding of Senate Bill 221 that it
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1 provides an opportunity for the companies to suggest

2 limitations on shopping as part of an electricity

3 security plan? Isthat your understanding?

4 A. My recollection isthereisthat kind of

5 provision, but | don't think it's consistent -- if we

6 wereto do that, wouldn't be consistent with other

7 partsof thebill sol don't know how you rationalize

8 those two things.

9 Q. Okay. Now, on the bottom of page 4 and

10 top of page 5 you're there discussing your views on

11 circumstances that might cause the Commission to

12 modify an ESP and what would happen in the event the
13 Commissiondid, as| read it. When you were on the
14 stand previoudly, | discussed with you briefly a

15 document that was marked and admitted as |[EU Exhibit
16 No. 5. It'sthe presentation from the EEI

17 conference, the nicely colored document that | would
18 be happy to furnish you a copy.

19 A. | remember adiscussion about that
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20 document, yes.

21 Q. Okay. And --

22 MR. RANDAZZO: May | approach the
23 witness?
24 EXAMINER BOJKO: You may.

25 Q. Mr. Baker, I'd like to ask you to turn to
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1 page9 of that document. And am | correct that that
2 pageisapage that focuses on the earnings guidance
3 provided by AEP at the Edison Electric Institute

4 Conference?

) THE WITNESS:. Could | ask that that

6 question be reread because I'm not sure | understood
7 thelead-intothem. Soif | could haveit reread,

8 I'd know how to answer the full question.

9 Q. Thelead-in was we talked about this

10 before.

11 A. No, | think there was a sentence or two

12 before that.

13 (Record read.)

14 A. I'msorry, isthat thetotal -- okay.

15 Then | read more into what you were asking me.

16 Q. Ithink so.

17 A. Yes, thisisadocument that was provided
18 at thefall EEI conference that deals with our

19 guidance asfar as 2008 and 2009 earnings.
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20 Q. Okay. At the bottom of that page 5

21 there's astatement that says. "The 2009 guidance
22 provides arange for reasonable Ohio outcome." Do
23 you seethat?

24 A. Yes, | do.

25 Q. Asyou understand it, the outcome that is
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1 being referenced there would be the outcome of this
2 proceeding, right?

3 A. Yes. Wearetaking about thisfiling of

4 an ESP, but that is a broad term that deals with one

5 of the many issues that goes into the creating of the
6 guidance.

7 Q. Okay. What was the reasonable Ohio

8 outcome that was embedded in the earnings guidance?
9 A. | don't have that answer.

10 Q. Wadll, let me ask it thisway, if there

11 was areasonable Ohio outcome and it was identified
12 tothe Commission and it happened to be different
13 than the proposal asfiled by the companies, it would
14 Dbe okay with AEP if the Commission approved that
15 reasonable outcome, right?

16 A. That one | will need to have reread.

17 Q. Let mereaskit.

18 A. Thank you.

19 Q. Istheonly outcome that is reasonable to

files//IAJAEPVOI-XIV txt (275 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

20 AEP for purposes of an electric security plan the
21 outcome that's been proposed in the application?
22 A. The Commission under the legidlation, as
23 | understand it, has the right to modify our plan.
24 When and if they do, | would certainly hope they

25 would approveit, but if and when they modify it, we
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1 would haveto evaluate what the outcome was and

2 decide whether that was acceptable to the company.

3 Q. And based upon page 5 of IEU Exhibit No.

4 6, there's been some effort on the part of AEP to

5 identify areasonable Ohio outcome for purposes of

6 providing earnings guidance to the investment

7 community, right?

8 MR. RESNIK: Can we have that back? I'm

9 not sure you had the reference right.

10 EXAMINER BOJKO: | think Mr. Randazzo
11 said thischart wasin both documents. We've beenin
12 |EU Exhibit 5 on page 9.

13 MR. RANDAZZO: Yes, I'msorry. Andit's
14 the same chart on page 5 of IEU Exhibit No. 6. Sorry
15 for the confusion.

16 A. Mr. Randazzo, in developing guidance, as
17 | understand the way our financial group does this,
18 they look at potential series of outcomes across the

19 range of our total business and get ahigh and alow
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20 outcome. So | don't know the individual pieces that
21 gointo this, and there wasn't a single-point

22 estimate that said thisis reasonable or thisis not

23 reasonable. The company hasn't made that

24 determination.

25 Q. Okay. Fair enough.
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1 If we could turn to page 5, bottom of the

2 page where you focus on the Purchase Power Proposal.
3 A. Thisisin my testimony, not the exhibit?

4 Q. Yes, itis, I'msorry. Yeah, good

5 question.

6 Turning to page 5 of your rebuttal

7 testimony where you begin the discussion of the

8 Purchase Power Proposal, the title Purchase Power

9 Proposal isthe same as the dlice-of-system proposal ?
10 A. Yes itis.

11 Q. Now, if the Commission were to approve

12 thisaspect of the application, and regardless of the

13 percentage that is selected for the portion that is
14 sourced from the market, which source of supply, the
15 market purchases or existing generating assets owned
16 by the companies would flow first through the meter?
17 A. Theway | would describe that,
18 Mr. Randazzo, is that these purchases would be

19 dedicated to the Ohio Power and Columbus & Southern

files//IAJAEPVOI-XIV txt (279 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

20 companies and, therefore, would be part of the FAC
21 charge.

22 Q. Okay. What I'mreadlly asking hereis

23 let'sassumethat -- as | understand it, you're going
24 to be purchasing based upon a forecast of

25 requirements, correct?

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

files//IAJAEPVOI-XIV txt (280 of 543) [12/11/2008 8:30:45 AM]



file//IAJAEPVOI-XIV .txt

141

1 A. Correct.

2 Q. Okay. And let's assume that in 2009 you

3 forecast normal weather and sales associated with

4 normal weather and you purchase, for purposes of this
5 discussion, 5 percent of your total SSO requirements
6 from the marketplace based upon that forecast.

7 A. Allright.

8 Q. Areyou with me?

9 A. I'mwithyou.

10 Q. Asweather actually turns out, it

11 deviates from normal and that deviation resultsin
12 actual salesthat are lessthan the forecast. Does

13 the cost of the 10 percent purchase get reflected in
14 the FAC with the residual cost being determined by
15 the generating assets owned by the companies, or is
16 there some blend of those actual purchases with the
17 existing generation to determine how much flows
18 through the FAC?

19 A. We haven't developed the RFP for this,
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20 Mr. Randazzo, but let me try to answer your question
21 inhow I think it would be done.

22 We would be going out for the slice of

23 system based on -- to give people an idea of what

24 their expected supply requirement would be, but if

25 there were weather or loss of load, then that would
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1 reduce the amount of power we would purchase under
2 theb5 percent.

3 Q. Okay. Soyou would end up with the

4 percentage being dictated by the ratio between actual
5 saesand actual purchases, correct?

6 A. What I'm saying is that you would be

7 forecasting and telling the suppliers to supply

8 5 percent of the load and you would change it over

9 timeasconditions change. That'swhere | think we
10 would go, but as| say, we haven't finalized that.

11 Q. Widll, if you did anything other than

12 that, then the actual percentage of purchases at

13 market prices would be something higher or above the
14 10 percent number that | used in my hypothetical,

15 right?

16 A. Wdl, if wedid it based on a pure

17 forecast, it could be higher or lower.

18 Q. Right. But, asyou say, you haven't

19 developed exactly how that's going to work yet?
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20 A. No. But aswe've thought of slice of

21 system, theway | described it is generally the way
22 we'vedoneit.

23 Q. Okay. Now, on page 6 and also on page 7
24 you discuss the expectation that the companies had

25 relative to the Monongahela Power and Ormet
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transactions. Asageneral proposition do you think
that the expectations in these areas should manifest
themselves in the results produced by regulatory
actions?

THE WITNESS: I'm going to need that
guestion read back.

(Record read.)

A. I'mnot sure | understand the question,

but let me try to answer it asbest | can. Aswe

looked at it, our expectation was that we would be

going to market and we recognize that the Commission

only needed to deal with the period up till we went
to market.

It was our expectation that if we had
something other than market, we could come to this
Commission, aswe did -- aswe have donein this
case, and ask for treatment, and it would have been
our expectation that we would have gotten the same

kind of treatment we've asked for here.
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20 Q. Widll, let'stalk about -- you picked a

21 certain time frame here on expectations. When Senate
22 Bill 3 was enacted, was it the expectation that

23 market prices would be lower than cost-based

24 ratemaking pricesthat existed at the time?

25 A. | would say that probably different
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1 people had different opinions on that.

2 Q. Well, AEP--

3 A. I'msorry.

4 Q. Let'stalk about AEP. Didn't you --

5 didn't the companies request stranded cost recovery

6 aspart of the transition to --

7 A. Yeah. | may have misunderstood your

8 (question so let metry to clarify it.

9 Q. Sure

10 A. | thought what you were saying was an

11 expectation of what it would be in 2006 when we went
12 to market.

13 Q. Right.

14 A. And| believe that we did feel that our

15 forecast said there would be stranded costs for AEP.
16 | know there were people who said to the contrary and
17 said the pricesin the case of AEP companies, it

18 would have been -- the price would have been higher.

19 That led to the debate about whether or not AEP had
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20 stranded costs.

21 Q. Right. Andthe Commission awarded
22 stranded cost recovery for AEP, correct?

23 A. No, | don't believe they did.

24 Q. Okay. If the Commission did order

25 stranded cost recovery in the form of transition cost
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payments made by customers, would you agree that the
expectation at the time was that market prices would
be less than legacy prices?

MR. RESNIK: Areyou done?

MR. RANDAZZO: Yeah.

MR. RESNIK: I'm sorry. | would object.
The regulatory transition charges were not stranded
costs associated with changing value of the
generation plants relative to the market price that
was anticipated. So | think the question is assuming
that the regulatory transition charges were stranded
costs in the sense that the prior question was asking
about it.

EXAMINER BOJKO: | think Mr. Baker can
answer the question if he understands the question
and he is more than capable of clarifying his
response if he needs to.

THE WITNESS. Could | have the question

read back, please?
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20 (Record read.)

21 A. My recollection, it could be flawed,

22 Mr. Randazzo, was the Commission approved a

23 settlement, and the settlement was a -- with a number
24 of parties, and we waived our rights to the stranded

25 costin order to get regulatory assets.
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Q. Soyour understanding isthat the
provisions dealing with the recovery of regulatory
assets was something other than recovery that was
associated with transition costs or stranded costs?

A. It had nothing to do, in my mind, with
the difference between market and the cost of our
assets. It had to do with there were regulatory
assets that we had on the books for stuff that
happened prior to 1999 that we didn't want to write

off.
Q. All right. Let'sgo back to

expectations. Was it the expectation at the time of
Senate Bill 3 that market prices would be less than
the prices that had been previously produced by
traditional regulation?

THE WITNESS: Can | have that read back,
please?

(Record read.)

A. | believel answered that question. I'm
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20 not sure I'm catching the nuance, if thereis one,

21 but | believe there were some people who thought that
22 market prices -- and I'm talking purely in the case

23 of AEP-Ohio. Some thought the prices would be --
24 market prices would be higher and some thought it

25 would be lower.
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Q. Okay. If customers of AEP believed

2 that -- somehow, believed that market prices would be
3 lower, do you think it would be appropriate to

4 respect that expectation by producing a regulatory

5 outcome that satisfied that expectation?

6 A. | think regulatory outcomes are

7 determined by what the General Assembly tellsthe

8 Commission to do and they have to interpret it.

9 Q. All right. Let's move on to another

10 subject. On page 7 you talk here again about what

11 I'll call the slice-of-system proposal, and here

12 you're saying that the proposal "will help the

13 Companies encourage further economic development in
14 their serviceterritories." I'mreferring to page 7,

15 linel6and 17. Do you seethat?

16 A. Yes, | do.

17 Q. Asagenera proposition the

18 dlice-of-system proposal results in a standard

19 service offer pricethat is higher than it would

files//IAJAEPVOI-XIV txt (293 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

20 otherwise be without the slice-of-system component,
21 right?

22 A. | would say that's the expectation today,

23 not knowing where the cost of generation --

24 Q. Sure.

25 A. --will be over thiswhole period, |
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can't guarantee that, but for purposes of this
filing, yes, I'd agree with that.

Q. Okay. Sohow isit that the
slice-of-system proposal which produces somewhat
higher prices in the aggregate helps economic
development?

A. Agan, let'sclarify. You said would
result in higher prices.

Q. Right.

A. And| put acavesat inthe last answer --

Q. Widll, if | may, Mr. Baker. Mr. Nelson
who testified previously indicated that one of the
reasons why we ought to consider providing carrying
charges on environmental costsisthat it will
continue to make the lower-cost coal-fired generation
available to customers at a price that's
significantly below market.

But that aside, | understood your caveat

before, and I'm happy for you to make it again, but
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20 the context of my question was understanding the

21 caveat that you made previoudly.

22 A. Certainly. What | meant by that term was
23 that we would have started to lock in supplies and we
24 would have a good idea of what the cost would be.

25 Now, we wouldn't haveit all locked in because we
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talk about doing this in tranches over periods, and
there would -- | believe that the rate will still be
very economically attractive, and we will know we
would have suppliesin order to meet that rather than
having to go out in the market in realtime when it
happens and be debating as to whether it's
economically advantageous to pursue economic
development relative to the then cost of power in the
market.
Q. Widll, | thought on page 6 that you made
it clear finally that the slice-of-system proposal
has nothing to do with the companies need for
generation supply to serve Ormet or Monongahela Power
customers. That'son page 6, line 10 and 11. Right?
A. Those are what the words say, but what we
are saying is we are not putting the proposal forward
based on a need for power, it's about the issue
around Mon Power and Ormet and our expectations going

forward.
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20 Q. Widll, | understand the expectation part.
21 Wetaked about that. 1'm just trying to connect the
22 dots herein terms of how a proposal that in general
23 has the tendency to increase pricesrelative to an
24 ESP without the slice-of-system proposal would

25 encourage economic development.
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A. Because we would have more supply
available to us at known prices that we could then
help the State go after economic development with
pricesthat | believe will still be attractive
relative to the competition around us.

Q. Wadll, you would also know the cost of
your own generation, right, the company's generation?

A. Wewould have agood estimate.

Q. Would it -- strike that.

Now, turning to the off-system sales
discussion on page 8 and 9 of your testimony, are you
aware of how off-system sales were treated for
purposes of developing Columbus & Southern and, more
specifically, Ohio Power's rates and charges
historically under traditional regulation?

A. If we'retalking about the period of
let's just use an example the rate cases that were
donein the '90s which set the rates that are the

base of our current rates, those off-system sales
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20 were treated as credits to rate base.

21 Q. And so the -- trandating that, if we

22 can, Mr. Baker, would it be fair to say that in those
23 rate cases rather than making adjustmentsto rate
24 base to exclude a portion of the asset value that

25 might be associated with making off-system sales, the
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full amount of generating asset plant cost was used
for purposes of developing retail rates under
traditional regulation?

A. I'mnot surel can -- | won't buy the
proposition that starts out with "as opposed to doing
this, therefore, that." | will agree that they were
treated as a credit to rate base.

Q. |If those off-system sales costs were
treated as a credit to rate base, then isit your

understanding that the full amount of the generating
plants associated with providing off-system sales was
included in rate base?

MR. RESNIK: I'm sorry, can | have that
guestion read back, please?

EXAMINER BOJO: Yes.

(Record read.)

A. Thefull amount of the -- or the fixed

costs associated with the full capacity for those two

companies was included in rate base because those
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20 plantswere built to serve the internal load of those

21 two companies.

22 Q. Right. And historically, particularly in

23 the case of Ohio Power, it was quite common in those
24 traditional rate cases for stakeholders to make

25 claimsthat Ohio Power had excess capacity because of
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1 thelargereserve margin, wasit not?

2 A. | would not be surprised. | noticeit

3 appears -- has appeared that way in various states.

4 Q. Andwould you accept that, subject to

5 check, in the case of Ohio Power?

6 A. | would accept it, subject to check, that

7 some intervenors took that position.

8 Q. Andwould you accept, subject to check,

9 that the Commission rejected excess capacity

10 arguments because of the ability to make off-system
11 salesto reduce and -- thereby reduce the cost

12 ultimately that was borne by customers?

13 A. | will accept that, subject to check.

14 Q. Okay. And, based upon that history,

15 would you also accept then that the generation rates,
16 and particularly the non-FAC rates, include costs
17 associated with generating assets, some of which for
18 some portion of time have been used to support

19 off-system sales?
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20 A. To support off-system sales, we make

21 off-system sales with surplus energy that we have on
22 the system, and it comes about because it's not

23 needed at that time to serve the native load, even

24 though they were built to serve native load.

25 Q. And now the answer to my question.
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1 A. That was the answer to your question.

2 Q. Wadll, let meask it thisway. If those

3 plants were built to serve native load customers, why
4 isit that it's appropriate to take those assets to

5 market?

6 A. Becauseit's better than letting surplus

7 energy Sitidle.

8 Q. All right. Andif native load customers

9 are paying for those generating assets, do you think
10 it's appropriate they receive some portion of the

11 benefit that's derived from utilizing those assets

12 when they would otherwise be idle?

13 A. | don't think the customers are paying

14 for those generation assets. They're paying for

15 servicethat they received as rates were set,

16 Mr. Randazzo, back in the mid-'90s. We've had many
17 changes. We've gotten away from cost of service and
18 wejust continue to make off-system sales, and we

19 said what we think the right treatment is.
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20 Q. Okay. Mr. Baker, at page 20 -- and this
21 isthelast area of my questions. Page 20 you begin
22 adiscussion in your rebuttal testimony of sale or
23 transfer of certain generating assets. | thought

24 from your prior testimony that there was no current

25 planto transfer or sell any of these generating
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assets. Isthere acurrent plan to sell or transfer
any of these generating assets?
A. No.

Q. Sodo you think it's unreasonable to

withhold authority that may be required from this

Commission on the transfer or sale of generating
assets until such time as the companies actually have
aplan to sell or transfer the generating assets?

A. |think it's appropriate for that
authority to be given as part of our ESP, which is
part of our total plan.

Q. Widll, didn't you previously receive
authority from the Commission to transfer generating
assets?

MR. RESNIK: I'll object, your Honor.
It's been asked and answered from Mr. Baker's prior
stint on the stand.

MR. RANDAZZO: That'sfine.

Q. Mr. Baker, I'd like you to assume that
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20 AEP previously asked and received -- asked for and
21 received authority to transfer generating assets and
22 elected to not transfer generating assets. With that
23 history, why isit that it is so important for you to
24 receive authority to transfer these generating assets

25 at atime when you have no plan to transfer the
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generating assets?

A. Let'stak about the time, Mr. Randazzo.
The plants we're talking about were not part of that
previous request for EWG status that was put in front
of this Commission. These plants -- these plants are
ones that were bought after Senate Bill 3 passed in
anticipation of going to the market, and the
shareholders of the company took the risk on these
plants and, therefore, | think it's appropriate for

us to have the authority to, if we choosg, to
transfer or sell these assets at our discretion.
Q. Okay. That's as straightforward as
anybody could put it, Mr. Baker.
MR. RANDAZZO: Thank you very much.
That's all | have.
EXAMINER BOJKO: Mr. Petricoff?

MR. PETRICOFF:. Thank you, your Honor.

CROSS-EXAMINATION
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20 By Mr. Petricoff:

21 Q. Good afternoon, Mr. Baker.

22 A. Good afternoon, Mr. Petricoff.

23 Q. Thisisthethird and probably final time
24 that we'll engage in thisdialogue, at least

25 hopefully, in this case.

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

files//IAJAEPVOI-XIV txt (310 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

156

A. Well, I'll missit.
Q. Aswill 1.
If you would, turn to page 4 of your
testimony, and | want to refer you to the sentence
that startson line 6, and I'll read it to you, it
says. "Section 4928.143(B)(2), Revised Code, makes
it clear that a company may provide any provisionin
an ESP for approval by the Commission as long as the
ESP in the aggregate is more favorable to customers
when compared with the expected results from an MRO
option."
| want to explore that statement with
you. What if the ESP application had a provision in
it that violated a state statute but the ESP in the
aggregate was more favorabl e than the expected
outcome of the MRO, would the Commission haveto
accept the ESP or could it require the offending
provision to be amended?

A. | assume that the Commission cannot do
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20 something that breaks the law.

21 Q. What if the ESP had a provision that

22 violated a Commission rule but the ESP in the

23 aggregate was more favorable than the expected

24 outcome of an MRO, would the Commission have to

25 accept the ESP or could the Commission require the
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1 offending provision be amended?
2 A. | don't know the answer to that because,

3 unlike the law, | assume the Commission could change

4 therule.
5 Q. Soyou're uncertain on that one?
6 A. My answer is my answer.

7 Q. Wadl, my question isthat you're
8 uncertain whether the Commission would have the
9 authority to amend an ESP because it violated a

10 Commission rule?

11 THE WITNESS. Can the question be read
12 back?
13 (Record read.)

14 A. I'dsay | wasuncertain.

15 Q. Onelast question in this series. What

16 if the ESP had a provision that violated an

17 established regulatory principle but the ESP in the
18 aggregate was more favorable than the expected

19 outcome of the MRO, would the Commission have to
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20 accept the ESP or could it require the offending

21 provision to be amended?

22 A. | don't know what you mean by "regulatory
23 principle."

24 Q. Okay. Let'sassume that aregulatory

25 principle would be the outcome that the Commission
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1 hastaken when faced with similar issuesin similar
2 casesover along period of time.

3 MR. RESNIK: And, your Honor, I'm going
4 toobject. There by definition cannot have been

5 similar casesto an ESP under Senate Bill 221. |

6 think that's what's taken us all so long to get

7 through this. So when we talk about established

8 regulatory principles, those principles were

9 established in adifferent regulatory environment so
10 | would object to the question.

11 EXAMINER BOJKO: | guess| didn't think
12 Mr. Petricoff's question had to be necessarily in the
13 here and now.

14 | think you're just speaking generaly if

15 therewasaregulatory principlein place; isthat

16 right?
17 MR. PETRICOFF: That's correct.
18 Q. And maybe I'll give you an example of a

19 regulatory principle and then seeif that can assist
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20 you. For example, over the years the Commission has
21 decided that there -- that customers in like position

22 should be treated in like manner by the utility.

23 That's an example of an established utility

24 principle.

25 A. | think the Commission's going to
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redefine regulatory principle based on Senate Bill
221. | don't know how they're going to do that, but
thisisahbill that is unlike anything I've ever seen
before, and it's going to create tremendous
challenges so I'm not sure there is a historic
regulatory principle that won't have to be tested.

Q. Soit'syour opinion that past decisions

and past practices of the Commission will have to be
reexamined in toto when approaching this case?

A. | think that the Commission will have to
consider what Senate Bill 221 tells them to do when
they have questions come before them.

Q. Let'smoveon here. Online 8 you recite
that -- and thisis we're measuring now between the
ESP and the MRO -- that in the aggregate it is more
favorable, and | want you to focus on the word
"favorable."

In your opinion when the Commission

evaluates whether an ESP is more favorable in the

files//IAJAEPVOI-XIV txt (317 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

20 aggregate than the expected outcome of an MRO, isiit
21 strictly an economic or cost per KWh test?

22 A. No.

23 Q. Soit'spossible then, that the ESP could

24 belower per kWh but because it has an offending

25 provisioninit, the Commission could deem it to be
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1 lessfavorable than the MRO?

2 A. Offending? Offending iskind of an

3 interesting word. Do you mean something that is not
4 permitted under law, going back to your earlier

5 question?

6 Q. No. By "offending" | was thinking that

7 ithad a-- well, let metry it again, then.

8 Assuming that the ESP was lower by a

9 penny akilowatt-hour than the MRO but it had a

10 provisioninit which was not illegal but in the

11 consideration of the Commission pernicious or

12 offensive but not illegal, could the Commission,

13 based on that, decide that it was not favorable, the
14 ESP was not as favorable to the MRO, even though it
15 was cheaper?

16 A. The Commission has the authority to

17 regject our plan or to rgect an ESP. | think the

18 criteria should be looking at whether the ESP asit's

19 defined here in the aggregate is more favorable.
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20 They're going to have to make that determination, and
21 they are going to tell us whether they accept,

22 modify, or reject our plan and we will react to that

23 activity. | don't tend to tell the Commission what

24 they can and cannot do.

25 Q. Let'smove from reject and approach the
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1 sameissue and ask what about amend. Can the

2 Commission amend the ESP without rejecting it because
3 it considers an aspect of the ESP to be not as

4 favorable asthe MRO?

5 A. |think | just answered that | don't tell

6 the Commission what they can and cannot do. They
7 will do what they do, and we will have to determine

8 whether the plan is still acceptable to us.

9 Q. Fair enough.

10 Let's turn to page 13 of your testimony.

11 If youwould. I'dlikeyou to turnto line 18, and

12 here'sthe sentence | want to have a dialogue with

13 you about. Your testimony says. "No. First, | have
14 been advised by counsel that customers who return to
15 the Companies SSO upon the default of their

16 competitive supplier are statutorily entitled to

17 service at the SSO rate."

18 | want you to focus in on the word

19 "default." What did you mean there when you said
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20 "default"?

21 A. Widl, it wasthe advice of my counsel, so

22 | assumed that what we were talking about was for
23 whatever reason the competitive supplier failed to

24 continue to supply a customer under a contract.

25 Q. Okay. Andif acustomer -- well, let me
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ask you this, does a CRES, a competitive retail
electric supplier now if they are going to qualify to
do businessin AEP or on the AEP systems, do they
have to supply abond or provide other financia
security?
A. | would expect they would.
Q. And the company generally can rely upon
that security in the case that the CRES does not meet
its obligations to supply power?
A. Again, | would assume so, but I'm not
sure that it necessarily would cover whatever the
Impacts were.

Q. Widll, now I'mjust focusing in on the
word "default." Y ou would agree with methat in a
situation like that where the CRES didn't supply and
the company supplied and then, you know, confiscated
the bond or took other actions, that that would be a
default that would fit in the language that -- your

testimony here on lines 18 to 20.

files//IAJAEPVOI-XIV txt (323 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

20 A. | didn't getinto -- in thinking this

21 through, Mr. Petricoff, | wasn't thinking about what
22 the -- what bonds were out there or what the company
23 could do with those bonds. It was purely that if

24 there was adefault, as | understand it, that the

25 customers could come back at the SSO rate.
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Q. Let megiveyou another situation. Let's
say that there wasn't a default but the CRES supplier
stopped supplying because the contract came to an
end. It wasayear contract. We're now inthe
366th day, assuming this wasn't aleap year, and
the CRES stops supplying. In that situation does the
customer have aright to come back to the SSO rate?

A. | believethey do.

Q. Let'ssay that the customer now is--
actually, before we do that, your advice from counsel
seemed to be specific asto upon default. Your
understanding then, is that it's broader than on
default. It'sjust anytime the customer wants power
they can return to the SSO rate?

A. With the exception of the governmental
aggregation that | talk about later, itismy
understanding that if a customer comes back for
whatever reason, that they can come back at the SSO

rate.
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20 Q. Widll, let'stalk about the government

21 aggregation now. If you have a government

22 aggregation and the government aggregator has given
23 the notice under section 4928.20(J) that it does not
24 careto pay the POLRs or have its members pay the

25 POLRsand that they will return at market. In that
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1 caseif there's adefault, do the customers come back

2 at market rates rather than the SSO rate?

3 THE WITNESS: Could | have that read

4 back, please?

5 (Record read.)

6 A. Wehad alot of dialogue about thisin my

7 second round of testimony, and the Bench was asking a
8 number of questions about the standby and the POLR,
9 and | indicated that | wasn't sure how the Commission
10 would deal with POLR and standby, whether they were
11 oneand the same or not. And then we got into a

12 dialogue about what standby service was, and there

13 were current tariffs that had standby service. So at

14 that point | indicated | really didn't know exactly

15 how the Commission would treat the governmental

16 aggregation in relation to our request for POLR but

17 they would do what they did, and we would look at it.
18 | also in my direct testimony talked

19 about the potential that although, as you described
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20 it asl think what the law provides, that there may
21 beasdituation whereif, in fact, the market rates

22 were so high and that's the reason the governmental
23 aggregator got out of business -- went out of

24 business, there is a chance that we would not be

25 alowed to charge market-based rates. That's
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1 captured in my direct testimony.

2 Q. Widl, | want to seeif we can funnel down

3 tosomething. What isyour understanding today asto
4 the ability of agovernmental aggregation to waive

5 the POLR charges as you have -- you being AEP -- have
6 applied for them in this case and come back if the

7 customers come back at market?

8 A. Weindicated that we thought the POLR

9 charge was nonbypassable regardless of aggregation,
10 and it was brought to my attention that the POLR

11 might be a standby and, therefore, we might be

12 precluded from doing it, and | said in that case

13 that's what the Commission will tell us, but our

14 proposal was that POLR isthere regardless.

15 Q. Okay. Andyou've not received similar

16 advicefrom counsel asyou have online 18 and 19 as
17 to what happens with the governmental aggregation as
18 you discusson page 14 inlines1to 3.

19 A. Nothing more than what's in my direct
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20 testimony.

21 Q. Inthat casel'd liketo -- | want to ask

22 you aseries of questions about the fuel adjustment
23 clause now.

24 A. Canyou point meto asectionin my

25 testimony that we're talking about?
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Q. Yes, | can. Actualy, these questions
are going to center around your testimony on page 14,
lines 7 to 9, where you indicate that your
understanding that this current Commission cannot
bind some future commissions that would have to
decide whether the companies could flow through their
fuel adjustment clause, the market prices of serving
the loads returning to customers. | want to explore
that concept with you.
Let's start with an easy example. If the

fuel adjustment clause requested by AEP is approved
by the Commission in 2009 and in 2010 500 new
customers move into the AEP territory, could the
Commission in 2010 deny recovery by AEP of the fuel
and purchased power costs associated with that
incremental load of 500 new customers because the
fuel adjustment clause was authorized by a past
Commission?

THE WITNESS. Could | have the question
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20 read back, please?

21 (Record read.)

22 A. Theissuewe'retrying to address hereis
23 theideathat you just go out and buy at market to
24 servetheload, not whether or not you can use your

25 own generation or the purchase. The implication of
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what everyone was -- what | read other people's
testimony to say was you don't have arisk because
just go out and buy at market and you got it covered.

When we werein -- when | was sitting in
listening to Miss Medine testify, she took this
position and then followed it up with, but if your
own generation is cheaper, then you wouldn't go out
to the market and buy it, you would use your own
generation.

So we've got a bit of dichotomy between
where what people are saying on one hand and then
what they say a couple minutes later about economic
dispatch and how you do resources.

If you're asking do they have a prudency,
can they look at prudency, of course they'll look at
prudency as far as the purchase decision or the
dispatch decision. Yes, they'll look at this --

MR. PETRICOFF: Your Honor, | move to

strike. It's nonresponsive. The question asked
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20 about Commission authority.
21 MR. RESNIK: Y our Honor, could | have the

22 question and answer read back, please?

23 EXAMINER BOJKO: Yes.
24 (Record read.)
25 MR. RESNIK: 1 think --

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

files//IAJAEPVOI-XIV txt (334 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

168

1 EXAMINER BOJKO: Actualy, well, he

2 didn't answer it. | mean, the question wasn't

3 prudency that Mr. Petricoff was asking, so the answer
4 will be stricken.

5 And, Mr. Baker, maybe you could try to

6 answer the question. | was looking for some response
7 inthat long answer somewhere and | just couldn't

8 findit.

9 THE WITNESS:. Okay. | wastrying, but if
10 | didn'tdoit, I'll try again.

11 EXAMINER BOJKO: Doesthe Commission have
12 authority under his hypothetical to modify the

13 previous decision?

14 THE WITNESS. | don't believe that

15 they -- if the question was around if afuel

16 adjustment clauseis put in place, could they deny

17 passing through -- costs through afuel adjustment

18 clause, | think the answer isno. That, | think, is

19 set up asfar asthishill.
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20 What we're talking about hereisa

21 specific action the company takes. Thisisthe

22 action of going out and purchasing power to serve
23 returning customers and flow it through the FAC. |
24 think afuture Commission could decide that they

25 didn't like that activity if there were cheaper
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1 generation available in the fleet, and that's the

2 risk that | think we have.

3 Q. (By Mr. Petricoff) But it isyour

4 testimony and your belief that the Commission in 2010
5 could not go back and redo the fuel adjustment clause
6 interms of passing through fuel and power prices

7 that took place in 2009 if it was done in accordance

8 with afuel adjustment clause that was approved.

9 MR. RESNIK: Y our Honor, I'm going to

10 object because Mr. Petricoff is switching from the

11 narrow point that Mr. Baker just identified in his

12 answer that we're talking about a means of dealing

13 with the POLR issue and buying market power to do
14 that, which is being suggested by some parties, and
15 then we should pass it through the fuel clause which,
16 of course, isnot our proposal. And he's-- his

17 question istalking on amuch broader scale, well, if
18 the Commission approves afuel clause, can they deny

19 costs.
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20 EXAMINER BOJO: 1 think that was the
21 point of Mr. Petricoff's question. | wastrying to

22 figure out exactly what Mr. Baker said because his
23 response was twofold, and | think he was seeking that
24 clarification, so let'slet Mr. Baker clarify if he

25 can.
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THE WITNESS: Can | haveit read back,
please?
(Record read.)
A. | tried to answer that asto the first
part so I'll try to do it again and hopefully be a
little more clear. | think if the Commission
approved afuel adjustment clause as provided for in
this bill, that they could not say we couldn't have a
fuel adjustment clause going forward. Decisions on
how that fuel adjustment clauseis done | think could
be changed in the future.
Q. But | want to narrow in just one more
level, one more gradation level down, and that is on
lines 7 and 8 of your testimony you say that the
Commission cannot bind some future Commission, but
Isn't it true from your past answer that the
Commission in 2009 can, in fact, bind future
commissions as to what can go through the fuel

adjustment clause, at least retroactively, to any
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20 future action of the Commission?

21 I'll withdraw the question. I've got to

22 fixitup ahit.

23 L et's go back and look at this language

24 that saysthe Commission cannot bind some future

25 Commission. I'm asking you now that if this
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1 Commission issued afuel adjustment clause and said
2 for the period of time that's covered by this fuel

3 adjustment clause, all purchased power and fuel costs
4 will be passed through, wouldn't you agree that that
5 would, infact, bind future commissions until the

6 timethat those -- that the future commissions change
7 that order prospectively?

8 A. Okay. Let's--if youwould allow me,

9 I'dliketojust use what | was talking about in this

10 section, not to just have the broad generic, and |

11 hope that that answers your question. I'm really

12 tryingto --

13 Q. | want aspecific answer to my

14 theoretical question. Going to come down to the POLR
15 inaminute. That's my next question.

16 MR. RESNIK: Can | have the question read
17 back, please?

18 EXAMINER BOJKO: Yes.

19 (Record read.)
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20 MR. RESNIK: Well, your Honor, | guess
21 I'm going to object because I'm not sure where this
22 isgoing. | think that's exactly consistent with

23 Mr. Baker's testimony that this Commission cannot
24 bind afuture Commission, the future asit's

25 conditioned, until the Commission in some future
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point changes what this Commission is doing --
EXAMINER BOJKO: | think we're focusing
on semantics, and | think that maybe Mr. Baker gets
the difference from what he said previoudly.
Do you understand the question?
THE WITNESS:. Let metry. First of all,
| don't think the Commission would ever put out an
order that says all purchased power and al fuel
would be allowed to be flown through afuel clause.
So | have trouble with the question because of the
premise it sets on.
And then if you start to say, okay, we're
not going to flow through all purchases and all fuel
regardless of what the company does, | think you'd
have to get down to the specifics, which iswhat |
was trying to do with my answer.
EXAMINER BOJKO: | think, Mr. Baker, the
confusion is that you were saying that you believe

that if a mechanism to recover such fuel costs was
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20 approved by the Commission, that that would be
21 binding, but the exact costs that flow through that
22 mechanism may or may not be approved by future
23 Commissions, isthat --

24 THE WITNESS. That'swhat | was trying to

25 say.
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EXAMINER BOJKO: Isthat agood summary?
THE WITNESS. Thank you.

Q. (By Mr. Petricoff) Mr. Baker, if the
Commission could authorize afuel adjustment clause
that couldn't be amended, save for prospectively that
would cover new customers moving into the area, |
think 500 -- we'll stick with the analogy of 500 new
customers. Could the Commission likewise have the
authority to pass afuel adjustment clause that says

500 returning customers from CRES suppliers, any
eXCess costs -- or, the costs of serving those

customers would be flowed through the fuel adjustment
clause? Would they have the authority to do that?

A. | believethey have the authority to do

it. The question is not around flowing through the
cost of serving customers; it's flowing through the
cost of purchased power specifically at market for
those returning customers. That's a different

hypothesis.
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20 Q. Widl, let'sfunnel down to the final

21 question, then. If the Commission -- do you believe
22 that the Commission has the authority to approve a
23 fuel adjustment clause that said any customers

24 returning because of adefault from a CRES provider

25 will be provided standard service at the standard
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service rates and the cost of the purchased power
fuel for serving those customers will be flowed
through the fuel adjustment clause?

MR. RESNIK: And just to clarify, ishe
asking him to disregard the advice of counsel that he
received?

MR. PETRICOFF. That's a much more
complex question that isirrelevant.

MR. RESNIK: Wédll, I'd like to think not.

EXAMINER BOJO: That's overruled.

Let Mr. Baker answer that question if he
can because now we're trying to get even narrower
from where we were discussing a few minutes ago.

MR. PETRICOFF. Thisisthefinal
guestion in the series.

THE WITNESS. Can | have the question

reread?
EXAMINER BOJKO: Just so I'm clear,

Mr. Petricoff, thisisn't what's binding, you're
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20 saying do they have the authority.

21 MR. PETRICOFF. Do they havethe

22 authority todoit. I'm still focusing on this

23 question about that this -- what this Commission can
24 bind, you know, for afuture period of time.

25 (Record read.)
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1 A. | believe that the Commission could

2 authorize the company to go out and purchase power
3 for returning customers regardless of what their

4 portfolio was and flow that through the fuel clause,
5 | don't necessarily think that that -- or, | do think

6 that that could be changed by afuture Commission.
7 MR. PETRICOFF: Your Honor, | have no

8 further questions. Thank you.

9 Thank you, Mr. Baker.

10 EXAMINER BOJKO: Mr. Maskovyak?

11 MR. MASKOVY AK: Thank you, your Honor.
12 ---

13 CROSS-EXAMINATION

14 By Mr. Maskovyak:

15 Q. Good afternoon, Mr. Baker.

16 A. Good afternoon.

17 Q. | would like you to turn to page 3 and
18 look at lines 3 through 5, basically the last

19 sentence of that part of the testimony beginning with
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20 "Thereisno mention of the word prudently." Or

21 there's only one mention.

22 EXAMINER BOJO: I'm sorry, | cannot hear
23 aword that you're saying, Mr. Maskovyak.

24 MR. MASKOVYAK: I'm sorry, I'll speak up.

25 Q. You say thereisno mention of the cost
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1 of service and only one mention of the word

2

3

4

5

6

v

"prudently."” Do you see where | am?

A. Yes, | do.
EXAMINER BOJKO: Which page? I'm sorry.
MR. MASKOVYAK: Page3.

A. Yes | do. | seeit.

Q. So by virtue of the fact that you state

8 that the word "prudently” is only used once, does

9 thismean that any cost or expense for which the

10

11

12

13

14

15

16

17

18

19

companies seek reimbursement where it is not subject
to 143(B)(2)(a) meansit does not need to be prudent?
THE WITNESS. Could | have the question
read back, please?
(Record read.)

A. What | believeisthat the Commission as
part of what has been proposed by Senate Bill 3
should approve the plan, or reject the plan, or
modify the plan, and once you've done that, those are

the ratesthat are in place for -- going forward for
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20 supply to customers. | don't think it falls under a
21 prudency discussion at that point becauseit's

22 approva of the plan.

23 Q. So doesthat mean the companies would be
24 otherwise free to seek costs that may well prove to

25 beimprudent?
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[ —

A. It'spart -- again, | go back to the

2 plan, and we put something in front -- it's compared
3 tothe MRO. If the General Assembly had wanted

4 prudent to be the conditions of the plan, approving

5 theplan, | think they would have put that language
6 in.

7 Q. Canl takeit from your answer that your

8 answer isyes?

9 MR. RESNIK: Your Honor, I'll object. He
10 gave hisanswer.

11 MR. MASKOVYAK: I'm not sure though
12 whether it fallsasayes or no, your Honor.

13 Truthfully, | don't know.

14 EXAMINER BOJKO: Mr. Baker, can you
15 answer it any further?

16 THE WITNESS: No, | can't.

17 Q. (By Mr. Maskovyak) If acost was found to
18 beimprudent or thought to be imprudent that was not

19 part of 143(B)(2)(a), isit the company's position
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20 that this would not be a bar to recovery?

21 THE WITNESS: Could | have that read
22 back?
23 (Record read.)

24 A. | haven't thought through all of that

25 because I've thought -- I've tried to think of this
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1 inthe context of what we have put in front of the

2 Commission asfar asour plan is concerned, and the
3 section you pointed to is the section that forms the

4 general basis of our FAC whichis clearly that's

5 subject to the word "prudent.” It's there.

6 The others are requests. | think the

7 Commission hasto look -- it's not asking for

8 continued trueup of costs or anything. There are

9 dollarswe're asking for either in values that are

10 defined in the plan, values that are automatic

11 increases, purchased power. | think the Commission
12 needsto look at that as part of the plan, not

13 whether any single decision is prudent in their

14 judgment.

15 Q. Thank you.

16 Staying with page 3 with the question and
17 answer beginning on line 6 regarding the reasonably
18 priced godls, are you with me?

19 A. Yes.
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20 Q. Inyour answer would it be fair to say

21 that you essentially define "reasonably priced” to
22 mean that any amount that makes the ESP in the

23 aggregate less than the MRO meets the definition of
24 reasonably priced?

25 A. Yes, | think it would be.
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Q. Isthe question of how much profit the
company may make irrelevant to the question of
reasonably priced?

A. Yes. Of course, subject to the
significant excessive earnings test.

Q. Okay. Thank you. Let'sturnto page 4.
I'm going to look at the question and answer
beginning on line 17 where you talk about the
circumstances that would warrant the Commission

modifying an ESP. Do you see where | am?

A. Yes.

Q. Inyour answer you discuss three
possibilities, which you label as A, B, and C.

A. Yes.

Q. Isit my understanding that these are the
only ways you believe by which the Commission may
modify the ESP?

A. These were threethat | thought of when |

was writing the testimony. | didn't go any further
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20 than that.

21 Q. Soisit possible there could be more

22 ways or other ways than the three you enumerate?
23 A. | don't know.

24 Q. If the Commission did modify the ESPin

25 thewaysthat you suggest, would it still be
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1 considered a modification by the companies such that
2 you could decide to withdraw the application?

3 A. The question asks about modifying the

4 ESP. That to meis by definition, therefore,

5 modifying the ESP, which we then have the right to
6 determine whether we want to accept it.

7 Q. Okay. Thank you.

8 I'd like now to turn to the Purchase

9 Power Proposal section on page 5 with the question
10 and answer beginning on line 11. 1'd like you to

11 look at the part of your answer beginning on line 15
12 starting with the word: "Although the Companies
13 propose to administer its slice-of-system purchases
14 within the FAC mechanism the proposal was not made
15 under that section and the Commission is not limited
16 tothat sectionin approvingit." And | assume by

17 "that section" you're referring back to the previous
18 sentencein reference to 4928.143(B)(2)(a).

19 A. Yes.
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20 Q. | know you were not in the room when
21 Mr. Nelson was here testifying, but | believein
22 response to questions from OCC that Mr. Nelson
23 testified that the company was, in fact, seeking
24 recovery pursuant to 143(B)(2)(a).

25 MR. RESNIK: I'll object, your Honor. |
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think that Mr. Nelson's testimony just referred to
(B)(2), he did not use the letter (a).
EXAMINER BOJKO: Let's ask the witness if
he knows.
Can you respond to this question?
THE WITNESS: Certainly. Thatis, |
think that's defined by my answer on line 18 carrying
through line 22 that | consider it atwo-step
process, that the approval of AEP going forward and
purchasing the 5, 10, and 15 from the market is just
part of the overall plan. The flowing the results of
that purchase then through the fuel clause are
consistent with the 4928.143(B)(2)(a).
Q. All right. We may not need Mr. Nelson.
Do you have a copy of the company's application?
A. Yes, | do.
Q. Canl get you to turn to page 4 and look
at Roman numeral 11.A, the Fuel Adjustment Clause?

Perhaps you can clarify for me.
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20 A. Yes, | seeit.

21 Q. Thefirst sentence starts: "As permitted

22 by 4928.143(B)(2)(a), Ohio Revised Code, the

23 Companies propose implementing an adjustment

24 mechanism" and so forth. And if you continueonin

25 that section and dlide over to page 5, in the second
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1 bullet point it talks about the purchased power costs
2 that are part of this mechanism, as | understand it.

3 A. All |l candoispoint you back to my

4 testimony because it talks about two proposals. That
5 isthe areawhere we recover the cost. That's not

6 theapproval of whether we can make the 5, 10, and
7 15 percent purchase as part of the plan.

8 Q. Sothebullet point at the top of page 5

9 isnot connected to the beginning of that particular
10 part that saysthat thisis pursuant to 143(B)(2)(a).
11 A. Recovery of. It'stwo stepsin this

12 process. | don't know how | can be more clear about
13 that.

14 Q. All right. Can you then tell me what

15 section you are relying on?

16 A. I'mterrible with these numbersin this

17 legidation, but it's the whole ESP section.

18 Q. I'm not sure what you're referring to,

19 sorry. When you say "the whole ESP section” --
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20 A. That'sfine. I'll go through the

21 legidation.

22 EXAMINER BOJKO: Section 143, isthat
23 what you're talking about?

24 THE WITNESS. Let melook it up.

25 Q. Isthere astatutory section to which you

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

files//IAJAEPVOI-XIV txt (364 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

183

1 are specifically citing for the proposition that it's

2 not (B)(2)(a) but something else?

3 A. I'mlooking. 1t's4928.143(B)(2).

4 Q. But none of the underlying subsections

5 apply.

6 A. There are wordsthat say the plan may

7 provide for or include without limitation any of the
8 following.

9 Q. | understand. And your proposal, can it
10 befound in any of the following subsections?

11 A. Itwasredly intended to fall under the

12 "without limitation" provision.

13 Q. Istherecovery for which you are seeking
14 onthisfuel cost a cost that could be sought under
15 (B)(2)(@)?

16 MR. RESNIK: Your Honor, could | have the
17 question read back, please?

18 EXAMINER BOJKO: Yes.

19 (Record read.)
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20 MR. RESNIK: Wéll, | guess|'m going to
21 object because | think now we're switching from the
22 purchased power to fuel. Sort of leaves mein the
23 dust, but . ..

24 MR. MASKOVYAK: I'm happy to go with

25 purchased power.
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A. 1look at (a) to be the recovery

mechanism for the costs the company incurs in these
specific areas in supplying the SSO. If we wereto
say it's covered under that section, then everyone
who is saying you have to make these -- purchased
powers has to be aleast-cost plan could use that as
areason to deny the 5, 10, 15 purchase because they
may not believeit's the least-cost plan, and we've
taken the position that it is under the "without
limitation" that we're asking for the approval, and
we show that in the aggregate it's better than the
MRO.

Q. | understand that. My question still is,
though, could you seek recovery for those same costs
pursuant to (B)(2)(a)?

A. No, and accomplish what we were trying to
accomplish as part of this plan.

Q. Andwhat isit you aretrying to

accomplish?
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20 A. A planin placethat is better in the

21 aggregate than the MRO and provides what | believe to
22 be agood arrangement for customers and the company.
23 EXAMINER BOJKO: So could the purchases
24 be at any cost?

25 THE WITNESS: No. I'm asking the
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Commission to approve the authority to buy 5, 10, and
15 and put it in the portfolio. Then when we

actually execute on it, | would expect as part of the
fuel clause that there would be a prudency and there
would be a check, did, in fact, we go out and acquire
it in the best fashion and the lowest cost to make
those purchases, not in comparison to what the energy
supply of our own systemis.

EXAMINER BOJKO: So the prudency check
would still be on the cost that you purchased it at,
not maybe necessarily the execution of the purchases,
which iswhat your line 21 says.

THE WITNESS. Wédll, | think it'sthe
execution of, your Honor, not the cost, because if
we're allowed to do it and we go out and -- we're
given the authority to go out and make the 5, 10,

15 percent purchases, just because it comesin with a
specific number is going to be relevant to whether

we -- what the market set the price at. We haveto
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20 show that we, in fact, did agood job of acquiring it

21 inthe market and got it in the most efficient manner
22 from the market.

23 EXAMINER BOJKO: But the cost would be a
24 factor in that consideration of whether the total

25 execution was prudent or not.
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THE WITNESS: | think cost compared to
what an alternative cost could be for a purchase,
yes, so if we didn't do the execution right.

EXAMINER BOJKO: Thank you.

Q. (By Mr. Maskovyak) Following up on the
Bench's question, but whether, in fact, the purchase
itself is prudent is not arelevant question.

A. | believethat if it's accepted as part
of the plan, it is prudent to go ahead and make the

5, 10, 15 purchase.

Q. Let'sfactor out -- | know you said that
you could not have included the cost in (B)(2)(a) and
accomplish the purpose of your plan, which wasto
make the ESP better in the aggregate. Factoring out
the part about not accomplishing the purchase, just a
guestion of whether it's possible legally within the
confines of the statute, could the companies have
requested for recovery pursuant to (B)(2)(a)?

A. | don't know.

files//IAJAEPVOI-XIV xt (371 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

20 Q. Let'slook at other components of

21 (B)(2)(a). Let'sdrop down to thelast part of it

22 whereit talks about the cost of federally mandated

23 carbon or energy taxes. If the company were to seek
24 recovery for those, could you seek recovery and do so

25 without using (B)(2)(a)?
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1 A. I'msorry, I'm trying to find where you
2 areinthe--
3 Q. I'min the same place.

4 A. You'restll in (B)(2)(a). I'm sorry.

5 Q. Correct.

6 A. Okay.

7 Q. | just dropped down to the very last

8 clauseof (B)(2)(a) whereit talks about various

9 components that could be included as part of the
10 recovery pursuant to (B)(2)(a), and the last oneis
11 the cost of federally mandated carbon or energy
12 taxes.

13 My guestion was, could the company seek
14 recovery of those costs but do so without using
15 (B)(2)(a) asitsway to do so?

16 A. | guesswe could under the "without

17 limitation," but | don't know why we would.

18 Q. Wadl, wouldn't you, in fact, avoid any

19 prudency review if you decided to avoid using
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20 (B)(2)(a) and use the "without limitation™ exception

21 that you cite?

22 A. | think I've mentioned any number of

23 times now that I'm not avoiding the prudency review
24 by the -- | am subject to a prudency review on the 5,

25 10, 15, asfar as the execution of the purchase. I'm
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asking for approval of the part of the plan which
says the company is alowed to go out and buy 5, 10,
15 percent and add it to its portfolio.
| don't see aparalléel to the cost of

federally mandated carbon or energy taxes. That is
going to be something that the government imposes,
and we're going to ask for recovery very different
than a part of the pieces of the plan that we put in
to make up our ESP.

Q. | understand. I'm merely asking that if
you decided to seek recovery for those costs, could
you use the "without limitation" language to seek
recovery by not using (B)(2)(a)?

A. | don't know, and we wouldn't. | don't
think we plan on doing it that way.

Q. Okay. Thanks. Let'slook at page 5. |
want to turn your attention to page -- or, lines 18
through 22, and you talk about the purchases -- back

to your two-step process that you have already
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20 previously discussed.

21 A. Yes.

22 Q. Do | understand you to say that the ESP
23 contains the company's percentages, the 5, 10, and
24 15, and that is, if the ESP is more favorable than

25 the MRO, then the PUCO must allow the 5, 10, 15
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percentages?

A. I'msaying that they should approveit if
in the aggregate it is better than the MRO, the
Commission will look at our ESP and decide to
approve, modify, or reject.

Q. And sosinceyou're not using (B)(2)(a),
the Commission has no authority to examine prudency
regarding whether there should be a purchase or what
percentage that purchase should be.

A. | believethat they have the ability,
just as | described, to review our plan and make the
three potential decisions, and then it will be up to
the company to decide how they react to either a
modification or arejection.

Q. | understand. But I'm asking
specifically about this clause. Since you're not
using (B)(2)(a), am | to understand that because of
that it's the company's position that the Commission

has no authority to examine prudency regarding
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20 whether there should be a purchase or what percentage
21 that purchase should be?

22 A. You know, I've said it a couple of times

23 and I'll useit again, | don't tell the Commission

24 what they can and cannot do. I'm suggesting that

25 they -- the company's position is they should approve
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1 itif, infact, it's better in the aggregate than the

2 MRO.

3 Q. Thank you, Mr. Baker.

4 Can weturn to page 9?7 | waslooking at,

5 and | would have you look at lines 5 and 6 where you
6 state: "By contrast, it isno longer certain that

7 theregulatory compact exists in Ohio given the

8 passage of Senate Bill 221." Are you saying that the
9 compact is dead?

10 A. I'msaying that in the case of generation

11 the company has no assurances that when they make an
12 investment in generation-related items, that there

13 would be recovery over the life of the itemswhich |
14 consider to be part of the regulatory compact.

15 Q. If thereisno regulatory compact now,

16 canyou tell me what thereis?

17 A. There's Senate Bill 221.

18 Q. Andwhat doesthat mean interms of a

19 regulatory compact --
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20 A. | think --

21 Q. -- or replacement?

22 A. Sure. | think what it saysiswe'reno

23 longer certain, and we'll know what it iswhen we
24 start to get some Commission orders.

25 Q. Would you say that Senate Bill 221, then,
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really replaces or says that we no longer, or that
you, the companies, no longer have aduty to serve?
MR. RESNIK: Isthislimited to
generation?
MR. MASKOVYAK: Yes.
A. No. | think this says, just aswe've
laid out in the testimony, that we have an obligation
to supply customers generation at an SSO rate.
Q. Okay. Thank you.
I'd like to turn to page 10, and | want
to take alook at your chart at the bottom of the
page. | was noticing in reviewing the chart that the
time periods that you cite throughout are not
equivalent time periods. The months range
dramatically at times. Thefirst block isfive
months | believein '01. The second block is there
months. The third isten months. The fourth is nine
months. Thefifth isseven months. And the sixthis

three months. Can you explain to me why such a
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20 radically divergent range of months was decided to be
21 put in the chart?

22 A. Certainly. All weweretrying to deal

23 with was the statement that the OCC witness made,
24 which isthat the changing price over that two months

25 was an unusual event and, therefore, that's the
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reason why you ought to use market quotes, and we
2 just wanted to show that, in fact, it isnot an

3 unusual event for prices to move dramatically, simple
4 asthat.

5 Q. Wouldn't it be better to compare standard

6 time periods as opposed to having a wide range of

7 time periods?

8 A. No.

9 Q. Why not?

10 A. Becauseit'sintended for one purpose,

11 and the purpose isto show that thereis volatility
12 inpricesand that period was not unique.

13 Q. Canyou explain to me, for example, then,
14 inthefirst period it goes through July 2001 but the
15 second period yet startsin July 2001 and includes
16 the same period of time; that same exampleis

17 replicated in periodsfive and six. SoisJuly '01

18 included both in the change downward as well as

19 included in the change upward?

files//IAJAEPVOI-XIV txt (383 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

20 A. Yes

21 Q. How doesthat help us understand?

22 A. Itjust showsthat for one period, March
23 through Jduly, it went down 47 percent, and then
24 |ooking at what it went down to in July, it turned

25 around between July and September and went back up to
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1 33 percent. Those are significant changesin price,
2 asl seeit, and | think that is consistent with what

3 OCC'switness was saying about that, thereis

4 volatility in this market.

5 Q. | wouldliketo turn to page 13. On the

6 previous page, 12, you start talking about the POLR
7 risk and Mr. Cahaan's testimony, and then at the top
8 of page 13 inlines 1 through 4 you start talking

9 about the migration risk.

10 A. Yes.

11 Q. Sofor the company's POLR, the provider
12 of last resort, ismore -- is a charge that reflects

13 more than just what that term reflects, whichisa
14 provider of last resort.

15 MR. RESNIK: Can | have that question

16 read back, please?

17 (Record read.)

18 A. Inmy view the POLR -- the provider of

19 last resort isthe series of options that are
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20 provided to customers, the right to leave the
21 customer'stariff and go back -- the SSO tariff price
22 and go to the market when it's economically
23 attractive and then come back to the SSO rate when
24 that's economically attractive. That's my definition

25 of POLR.
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Q. Soitcovers-- asyou state in your
testimony, it covers the migration risk out.

A. Now we're getting complicated because
we're talking about migration risk and whose
definition of migration risk. | told you what my
definition of POLR was so if we could stay within
that definition, it might make life easier for me.

Q. Widll, I'm trying to understand since most
people define the POLR risk or the provider of last

resort risk the risk that you may have to serve
additional customers for which you're not prepared to
serve. You're saying it includes that plus much

more.

A. I'msaying it includes the rights of
customers -- my definition and what was intended as
part of our ESP, that is a charge associated with the
option that's provided to customers for both the
right to leave and the right to come back.

Q. Soit also coversthe competitive risk.
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20 A. Wedl, isn't that all acompetitive risk?

21 Q. Possibly. You're not providing anything,
22 though, to the customer who leaves.

23 A. The customer has the right to come back.
24 Q. | understand that.

25 Is the migration risk today any different
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than it has been since Senate Bill 3 was enacted?

A. Help me, please, here. Arewe talking
about the migration risk, my definition of the right
for a customer to leave?

Q. Yes

A. | would say that the migration risk --

I'm sorry, I'm not going to use that term. Y ou took
me down to almost using that.

Q. I'musing that term because you useitin

your testimony.
A. Butl useitin context of what we did,

and that's ebb and flow, that's not a customer who's
leaving because it's economically advantageous.

When | talk about people leaving because
it's economically advantageous, today | would say the
risk of customers leaving is probably alittle less
than it was at the time of Senate Bill 3, but | don't
know that that would be the case tomorrow.

Q. Okay. Thank you.
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20 Let'slook at page 14. Y ou talk about

21 the aggregator and the problems associated with
22 aggregation. Actualy, if | may, why don't | turn
23 you back to page 13 because you really start

24 addressing thisissue in the last sentence at the

25 bottom on line 23 beginning with "While governmental
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aggregations could notify," and it continues on
through line 5 on page 14. Am | to understand from
your testimony there that the companies believe that
aggregators are not likely to give notice of the risk
to customers?
MR. RESNIK: Can | have that read back.
EXAMINER BOJO: Yes.
(Record read.)
MR. RESNIK: | guess| would object, your
Honor. The notice the statute contemplates is notice
to the company, not notice to customers.
EXAMINER BOJKO: | think he might be
asking that very question.
THE WITNESS: Could we have it read back?
(Record read.)
A. | don't think they give notice -- | don't
know whether they'll give notice of therisk to
customers. |I'm not going to assume what a government

aggregator will do.
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20 Q. Butitisyour belief that if customers

21 understood the financial exposure, they would not go
22 with aggregators.

23 A. No, | don't think that's what this says.

24 If | were a customer and some aggregator came to me

25 andsaid, "You've got achoice of going with me,
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because it's economically advantageous, and paying a
POLR charge so if the market goes crazy and | have to
stop serving you, you can go back to the company at
an SSO rate," 1'd say don't give them the notice that
| want to avoid the POLR charge. | think most people
would think that was a cheap option.

Q. Soyou're suggesting that the aggregators
will deceive.

A. |think | said that | didn't know what
the aggregator -- I'm saying that if they do the
following things, thisis how | think customers would
react.

Q. You aso state that you're not sure that
customers would understand the risk or the financial
exposure, | think is the term you use.

THE WITNESS: Can | have that read back?
(Record read.)
MR. RESNIK: Isthat aquestion?

EXAMINER BOJKO: He was asking about his
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20 statement on 3 and 4.

21 | think you were just asking if that's
22 what he said; isthat right?

23 MR. MASKOVYAK: (Nods head.)
24 A. That's not what it says.

25 Q. Soyou believe they will understand the
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1 riskif properly presented.

2 A. If customers are provided the

3 information, yes, | believe they'd understand the

4 risk.

5 Q. All right. | want to stay with this page

6 and slide down to the next question that begins at

7 line 14 where we're talking about -- and then if you

8 look at that question and your answer beginning on

9 line 18 talking about: "The value of the customer's
10 right to switch under Senate Bill 221 comes from the
11 option customers are given." Does the option include
12 thevalueif there are no realistic options to pursue
13 inthe market?

14 A. Widl, | can't accept your premise that

15 there are no realistic options.

16 Q. How about if there are few realistic

17 options?

18 A. |think that if it becomes economically

19 advantageous, there will be options for customers.
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20 Q. | understand. Did | not hear you say a

21 little while ago that you believe, if anything,

22 there'slessof a market today than there wasin the
23 years since Senate Bill 3 was enacted?

24 A. No, | didn't say any such thing.

25 Q. Canyou tell mewhat you did say?
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1 A. What | said was -- you asked me whether

2 therisk was greater, and | said | thought the risk

3 wasdlightly less. It had no implications of whether

4 there's amarket or not a market.

5 Q. Andwhy would therisk be slightly less?

6 A. Because the delta between market price

7 and the SSO is different.

8 Q. Soyou believe that there are ample

9 providers available whom customers can switch to.
10 A. | believethere are current opportunities

11 for customersin the PIM arena, and then for

12 customers who can't access PIM, if it was

13 economically advantageous, | believe there would be
14 aggregators who would come in and attempt to serve
15 those customers.

16 Q. Would you care to opine about the

17 likelihood of those options?

18 A. It will al depend on the relative price

19 inthe market to the relative SSO price, and the
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20 closer they become, the more likely it isto happen,
21 and that'swhy we'relooking at it and dealing with
22 it before the fact rather than dealing with it when
23 it actualy happens.

24 Q. When you valued this option of the right

25 to switch, which | assume takes into account the fact
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1 that you have lost sales as part of that equation,

2 doesthe value of the option also include the fact

3 that the companies will have excess power to sdll

4 even if the market price of that power at that point

5 intimeislessthan the SSO?

6 A. Thisisthe valueto customers of being

7 ableto access the market as opposed to the SSO when
8 it'seconomically advantageous. It doesn't ook at

9 what happens to the freed-up generation for AEP, but
10 the freed-up generation would then be available to

11 sell inthe market at the same kind of rates the

12 customerswould be paying.

13 Q. Andsol takeit that the value of the

14 option also does not necessarily include whether AEP
15 choosesto buy any kind of insurance, for lack of a
16 better term, to hedge their risk of the customers

17 leaving.

18 A. We're setting this up based on the

19 Black-Scholes model determining what the value of the
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20 options are and the risks that the company has. The
21 company will decide over the period of the ESP

22 whether to execute on optionsin order to hedge its
23 risk or not. That's the company's decision.

24 Q. Dol understand that it's still true

25 today that the company has not made a decision about
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1 whether they will purchase any hedgesto thisrisk?

2 A. That's correct, we haven't made any

3 decision.

4 Q. Soitispossiblethat the companies will

5 assume the full risk.

6 A. That isadecision the company makes, and

7 if they do, that's their risk that they absorb.

8 Q. But thisisnot the same kind of risk

9 that you would be willing to offer the customer.

10 A. | don't think there are customers out

11 there who are willing to say to us we will not buy

12 SSO service, so | don't see how you'd do it.

13 EXAMINER BOJKO: I'm sorry, you said you
14 don't think there are customers?

15 THE WITNESS. No, | don't. | think that

16 we haven't had people leave, and | don't think people
17 aregoing to say just to avoid the POLR, I'll

18 guarantee you that | will not buy power from you for

19 thefull ESP period.
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20 Q. Canweturnto page 15? I'mlooking at

21 your testimony on lines 14 through 17 beginning with
22 theword "finally."

23 A. Yes

24 Q. | assume you're not conceding that the

25 risk of switching islow here.
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A. |just sayingit'snot -- | don't think

2 it'sagood ideatoignorerisk.

3 Q. So areyou saying that we must set the

4 POLR rateshighin order to guard against an unlikely
5 risk because, although it's unlikely, the risk may

6 dtill bevery great?

7 A. | make no representation the POLR risk is

8 being set high.

9 Q. Areyou saying that the POLR risks or

10 rates are set where they are according to the company
11 because they have to guard against this unlikely risk
12 even though it's unlikely because the risk may well
13 begreat?

14 A. Look, I'm not suggesting that therisk is

15 great or not. I'm talking about assertions that

16 othersare making.

17 Q. Aren't you saying beginning at line 16

18 that the lesson is that the losses can be great by

19 not hedging against unlikely risk? Isn't that your
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20 assertion?

21 A. I'msayingthat | don't think it's a good
22 idea, as others have suggested, to just not ook at
23 risk because right now they think the likelihood is
24 small.

25 Q. Soyou are saying that we must guard
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against risks, even if they're small, because the
ramifications could be great.
THE WITNESS:. Can | have that question
read back?
EXAMINER BOJKO: Yes.
(Record read.)
A. What I'm saying isthat | can't agree
with other peopl€e's positions, as | seeit, to ignore
therisks. We have chosen not to ignore the risks or
the value of the option by including the POLR as part
of our ESP proposal.
Q. If you choose not to buy POLR insurance,
would that be ignoring the risk?
A. That would be managing the risk.
Q. Why would it be managed?
A. Because the company has under that
proposed -- under our proposal the ability to decide
whether to hedge or not hedge, and that is a business

call for the company.
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20 Q. Andisthat because they will have the

21 revenues generated by POLR on which to make a
22 decision about whether they should just hold on to
23 those versus -- and assume the risk by holding on to
24 those versus taking that money and purchasing a

25 hedge?
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1 A. Therateswill be the rates, and they

2 will bewhat is approved under the -- an ESP that we
3 effectively decide to accept. That's the premise my
4 question is-- my answer is going to be working on.
5 And inthat case then we determine how to manage our
6 costs under the rates that we have.

7 Q. Il'dliketoturnto page 16. I'mlooking

8 at your answer that begins at line 3. If you'd like

9 to review the question that begins on the prior page
10 down at line 21, feel free to do so, starting with

11 "Certainintervenors." | want to concentrate on that
12 part of your answer that begins on line 6 that talks
13 about the put position.

14 A. Yes.

15 Q. Yousay you can't use the FAC because it
16 ignoresthe put position. What isthe value of that
17 part of the position?

18 MR. RESNIK: Your Honor, if | may, | just

19 note the testimony says the put "portion."
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20 MR. MASKOVYAK: I'm sorry, put portion.
21 THE WITNESS. Can | have the question
22 read back?

23 (Record read.)

24 A. I'mnot sure | understand the question.

25 Areyou looking for what the dollar value of the

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

file://IAJAEPVOI-XIV txt (408 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

205

1 total POLR --

2 Q. Or what percentage of the POLR risk is

3 assigned to the put portion.

4 A. It'sinthe neighborhood of 90 percent.

5 Q. 90 percent. Sol guessit would befair

6 to say from the company's position that therisk is

7 much greater of customers leaving than returning?
8 A. No. That'snot true.

9 Q. Okay. Then help me understand how the
10 90 percent rate -- what the 90 percent ratio

11 reflects.

12 A. It'stheresult of running a

13 Black-Scholes model comes out with those kind of
14 ratios. A simple way to think about it is that

15 the-- you only exercise the call, the second part,
16 if you've exercised the put. So you have to achieve
17 the put before you can achieve the call, and so you
18 have to have the price go down below the SSO and then

19 go up again above the SSO. And when you run that
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20 through the model, it puts the majority of the value
21 of therisk in the put.

22 Q. | think that answers my question. Thank
23 you.

24 All right. Let'sturnto page 19, and |

25 don't have a specific section, although I'm largely
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looking at the last part of that page, lines 13
through 19. If you'd like to review that first.

A. Okay, I'veread it.

Q. Would it befair to say that it's the
company's belief that the Black-Scholes approach was
the most accurate way to determine POLR?

A. It wasthe best way to -- yes, to
determine the value of the combination of options
that we have been talking about.

Q. And | think we agreed previously in your
direct testimony that you knew of no one, and no one
else did, of any utility using the Black-Scholes
model to apply a POLR; isthat correct?

A. When we talked about thisin my direct, |
said there wasn't another utility outside of Ohio
that had the same kind of POLR risk.

Q. And, consequently, no other utility is
using the Black-Scholes model?

A. Wdl, | don't know why you would do it if
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20 you don't have therisk.

21 Q. Haveyou found any literature, any

22 academics that discuss using the Black-Scholesto
23 caculate aPOLR charge?

24 MR. RESNIK: Y our Honor, I'm going to

25 object. Mr. Baker's rebuttal testimony touches on
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two distinct features of the Black-Scholes model.
Oneisthe use of the LIBOR rate, which he discusses
from page 16 through 18 at line 19, and then he picks
up the second question that had to do with a
reference, and actually | think it was
in Miss Medine's testimony, about having run the
model an indeterminate number of times.
Thisis not awhole rehashing of

Black-Scholes. We've limited it to two points that
came up, and | think that the cross-examination
should be limited in that sense.

EXAMINER BOJO: | hopeit's not awhole
rehashing. | hope you'rejust trying to lay atiny
bit of foundation.

MR. MASKOVYAK: I'm almost done with
this.

EXAMINER BOJKO: Thank you. Please
proceed.

MR. MASKOVYAK: Could we reread the
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20 question?
21 (Record read.)
22 A. | don't know how there would be any. If

23 | just finished stating that no one has the POLR
24 risk, the EDUs don't have the POLR risk anywhere else

25 and it just appeared in Senate Bill 221, the chance
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of somebody writing an article on that use is pretty
slim. | would expect that they'll probably write
some articles, assuming the Commission approvesit.
Q. Far enough. Thank you, Mr. Baker.
Can weturn to page 20, and yes, I'm
amost finished. I'm looking at the question and
answer that beginsat line 1 but | want to
concentrate where it begins at line 9 where you say:
"Therefore, | think it is appropriate to include a
provision in an ESP that provides an opportunity for
recovery during the ESP period of generation costs
that at this time are unforeseen and consequently
unguantifiable." So you're saying in there that we
don't know what these costs will be for generation.
A. I'msuggesting that is an alternative to
setting up some kind of atracker which is not part
of our proposal. We are asking for automatic
Increases that | believe are provided for in the

bill.
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20 Q. Andthisisbecause you can't know what
21 the amount of those costs are.

22 A. It'sbecause we're permitted to have

23 automatic increases.

24 Q. Widll, don't you justify it here by saying

25 that we can't know what those costs are?
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1 A. | don'tthink | need tojustify it. |

2 think we're allowed to put automatic increasesin,

3 and I'mjust explaining the thought process of there
4 arereasons to put automatic increasesin. It isnot
5 cost based.

6 Q. Sothe question of whether those costs

7 will even materialize is not relevant.

8 A. No.
9 Q. No, itisnot relevant?
10 A. It'snot relevant because the costs could

11 begreater. So whether they're lesser or greater,

12 thisisnot a cost-based rate, it is a proposal for

13 an automatic increase.

14 Q. Consequently, it would not necessarily be

15 appropriate to have any mechanism to provide for any
16 unforeseen decreasein costs.

17 A. Asl say, it'snot cost based. It'sa

18 singlevalue.

19 Q. Canyou explain the difference to me for

files//IAJAEPVOI-XIV txt (417 of 543) [12/11/2008 8:30:46 AM]



file//IAJAEPVOI-XIV .txt

20 giving cost recovery that's not known or unforeseen
21 and unguantifiable and essentially what | would call
22 ablank check?

23 A. I'm not asking for cost recovery. I'm

24 asking for an automatic increase that's provided for

25 in Senate Bill 221.
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MR. MASKOVYAK: Thank you. | have no

more questions, your Honor.

EXAMINER BOJKO: Let's go off the record.

(Recess taken.)

EXAMINER BOJKO: Let's go back on the

record.

Mr. Sites, do you have any
Cross-examination?

MR. SITES. | am pleased to report, your
Honor, | have no questions. Thank you.

EXAMINER BOJKO: | guesswe areto
Mr. White.

MR. WHITE: Yes, just afew questions,

your Honor.

CROSS-EXAMINATION
By Mr. White:
Q. Mr. Baker, I'm Matt White, and |

represent the Kroger Company.
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20 A. Yes, Mr. White.

21 Q. Just afew questions.

22 A. Certainly.

23 Q. Let merefer you to page 8 of your
24 testimony.

25 A. Yes.

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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Q. On page 8, the second question, you say:

2 "Witness Higgins and Kollen recommend the OSS margins
3 becredited to theretail FAC." And you also cite

4 4928.143(B)(2)(a), and you essentially say that OSS
5 margins are not referenced in this provision and,

6 therefore, they shouldn't be -- the credits shouldn't

7 beincluded in the plan; isthat correct?

8 A. | think you're shortening my answer

9 dggnificantly. 1 list quite afew reasons on pages 8
10 and 9, that'sjust one of the reasons| list.

11 Q. | understand that, but you're saying that

12 isone of thereasons you list, correct?

13 A. Yes.

14 Q. Okay. Do you have acopy of Senate Bill
15 221 with you?

16 A. Yes, | do.

17 Q. Okay. | think you referenced this

18 earlier in cross-examination, but can you read what

19 4928.143(B)(2) says?
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20 A. Areyou talking about the sentence that

21 says. "The plan may provide for, or include, without
22 limitation any of the following"?

23 Q. Yesh.

24 A. Okay.

25 Q. That'swhat I'm talking about.
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1 A. |think | just read it.
2 Q. Okay. That's good.
3 And again, you referenced this earlier,

4 theterm "without limitation," what does that mean

5 according to you?

6 A. That means, according to me, that the

7 company may propose as part of its ESP any of the

8 following, but we could put other thingsin the plan.

9 Q. Okay. Doesthat include crediting

10 off-system salesto customers, off-system sales

11 margins?

12 A. Areyou saying would we be precluded from
13 doing that?

14 Q. Yes.

15 A. Theanswer is no, we would not be

16 precluded. That would not be an appropriate thing to
17 do.

18 Q. I'mjust addressing how you had said in

19 your testimony that off-system sales weren't included
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20 in4928.143(B)(2)(a). That'sal. | wasn't asking

21 whether or not they were included.

22 Okay, I'd like to move to page 14 of your
23 testimony.
24 A. Yes

25 Q. Onpage 14 you state: "ltismy
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1 understanding that this current Commission can not

2 bind some future Commission which would have to

3 decide whether the Companies could flow through their
4 FAC the market price costs of serving the loads of

5 returning customers." Isthat correct?

6 A. | believethat'swhat that says, yes.

7 Q. Areyou aware whether the companies

8 proposed to defer generation charges that exceed

9 15 percent per year, whether or not the companies

10 have proposed that?

11 THE WITNESS. Could | have the question
12 read back?
13 (Record read.)

14 A. What the companies proposed was to defer
15 FAC costsif the -- in order to limit increases to

16 customersnot on G, but on total bill to

17 approximately 15 percent by customer class.

18 Q. Andisit your understanding that those

19 deferralswill be collected after the ESP period, the
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20 proposed three-year ESP period is over, by the

21 company?

22 A. AEP'sproposal would beto defer the FAC
23 charges, as| described, and to collect itina

24 number of years after the ESP is compl eted.

25 Q. Okay. You aso state that -- and this
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1 is, just so we're clear for the record, thisisin

2 regardsto the proposal that would charge -- would

3 alow AEP to recover costs after the ESP period is

4 over for customersthat are switching. Isthat your

5 understanding of that testimony?

6 A. No, itredlyisn't. What thisisis

7 dealing with a proposal that others have made that if

8 acustomer were to shop and then wanted to come back,
9 that the company could go out and purchase power.

10 That'swhat I'm talking about, that the Commission

11 could in the future decide not to use that asthe

12 mechanism to deal with customers who were returning.
13 Q. But whenyou're referencing, "It ismy

14 understanding the current Commission can not bind

15 some future Commission which would have to decide
16 whether the Companies could flow through their FAC
17 the market price costs of serving the loads of

18 returning customers,” that flow-through is meaning

19 the Commission can't bind -- or the Commission can't
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20 bind afuture commission from requiring that the

21 company recover the money that they pay for

22 purchasing power for customers that have shopped; is
23 that correct?

24 A. You're missing the point that I'm trying

25 tomake.
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Q. Okay.

A. You'rereading wordsin there that aren't
there. Theintent, and it may not be clear, but the
intent was to deal with the fact that people have
made the premise that we don't have a POLR risk
because we could go out and purchase power in order
to serve any customer that returns, regardless of
what our portfoliois. And that'swhat I'm
suggesting | don't think this Commission would bind a
future commission on, not about running it through
the fuel clause, but that decision. Then once they

change that, then you have impactsin the FAC.
Q. Okay. After that line we werereferring

to earlier you state: "This concernis particularly

acute since Mr." -- | don't know how to pronounce his
name.
A. Mr. Cahaan.

Q. --"Mr. Cahaan's suggestion would result

IN non-shopping customers subsidizing customers who
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20 did shop and then returned to the Companies' SSO."

21 Would you say the companies POLR proposal -- under
22 the companies POLR proposal, would nonshopping

23 customers be subsidizing shopping customers?

24 A. No.

25 Q. Okay. If that's not the case, then would
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1 you say that under the company's POLR proposal

2 that -- let me clarify before | ask this question. |

3 forgot to clarify. Firgt, thisline of questioning

4 1I'll betalking about is the put option, and the put

5 optionisto cover therisk of customersleaving. So

6 would you say that customers will only shop or

7 exercisethelr put option when the electric market,

8 the cost of eectricity, is below the ESP price, or

9 inthe money, asthey would say, in finance terms?

10 A. The assumption built into our modeling is
11 that the customers would exercise it when it was

12 economically advantageous. By that | mean that the
13 pricein the market was lower than the SSO price.

14 Q. Okay. Soyou're saying that the

15 proposal, the POLR risk proposal, would not

16 subsidize -- the company's POLR risk proposal would
17 not cause nonshopping customers to subsidize shopping
18 customers; isthat correct?

19 A. That's correct.
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20 Q. Okay. Also, along those lines, would you

21 say that the company's POLR risk proposal would cause
22 shopping customers to subsidize the company?

23 MR. RESNIK: Can | have the question read

24  back, please?

25 (Record read.)
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A. No.

Q. Okay. Now, I'm goingto get into a
hypothetical here, and if you don't follow me, then
I'll clarify. But if I'm awriter of a put option,
and | sell that put option to you and the holder of
that -- in the security underlying that put option
and the value of that security goes down and the
holder of that put option after the value of that
security goes down chooses not to exercise that put
option when it's in the money, quote/unquote, would
you say that's in the economic best interest of the
holder of the put option?

A. | need -- it would help meif we could
work in alittle bit more concrete terms, and let's
try to do it around -- let'sjust create a
hypothetical example. So let's assume that the
tariff priceis $50. | would assume --

Q. Widll, this hypothetical is not energy

prices. We're talking about stock prices which
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20 traditionally options are written under. We're
21 talking about a stock option.

22 A. But -- okay.

23 Q. Okay.

24 A. All right.

25 Q. Soif | writeaput option for $50 or a
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1 stock price at $50, the stock price goes down to $40,
2 the stock option would be in the money, meaning that
3 when the person who holds the option exercises the
4 option, they'll have aright to sell to the writer of

5 the option the price at $50, correct?

6 A. Correct.

7 Q. Soif the person who does not exercise

8 the put option when it's in the money --

9 A. Which person?

10 Q. The holder of the option.

11 A. $o the person who could put it to the --

12 the product to the writer at 50.

13 Q. Yesh.

14 A. Okay.

15 Q. Would that be in the economic best

16 interest of that person not to exercise that option

17 when the stock priceisat 40?

18 A. No; | would think it would be in their

19 economic interest to do that.
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20 Q. Similarly, when the market price goes
21 below the ESP price, it's in the economic best
22 interest of customers, correct --

23 A. Yes.

24 Q. --toswitch?

25 A. Yes.
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Q. Okay. Sowould you say that if the

2 holder -- and thisis back to the stock option

3 example, the holder of the put option does not

4 exercisethat option when it'sin the money, it'sa
5 windfall for the writer of the put option.

6 A. No.

7 Q. Why isthat?

8 A. There was atransaction that the parties

9 agreed to, and the fact that the other party decided
10 not to exerciseit, it'snot awindfall. He agreed
11 to sell the option.

12 Q. Okay.

13 A. Just part of the transaction.

14 Q. Yeah, but part of the assumption under
15 your option pricing model isthat al holders of
16 optionswill act in their economic best interests and
17 would at all times,

18 A. Okay.

19 Q. Would it not be in the holder of the put
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20 option's best interest to exercise the put option

21 whenit'sin the money?

22 A. Yes

23 Q. Okay. Sothen I'm not understanding the
24 why isit not awindfall if the actor has to act --

25 or hasto act in his economic best interest, the
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model price of the option in away that the actor is
acting in the economic -- will act in the economic --
in his economic best interest and then he doesn't act
in his economic interest, why isit not awindfall to
the company, or to the writer of the put option?
A. I'mjust having trouble understanding
what -- what you mean by the term "windfall." Would
they have -- would they, in fact, have had aresult
that was more attractive to them than they would have
If they exercised the option? Yes, | would agree
with that.
Q. Windfall meaning that that scenario was
not priced into the option price. The option price
was not -- did not take into account the fact that
the holder of the option would not -- the holder of
the option would not exercise the option when it'sin
his economic best interest to do so.
A. The price was set based on the fact that

the person had that option. That'swhy | won't call
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20 itawindfall. It wasthe transaction. Would the

21 person who had written the put be more economically
22 advantageous than he would if the party who had the
23 put exercised it? Yes.

24 Q. Okay. Let meexplainit to you slightly

25 differently, then. It's understandable that when
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1 someone writes a put option they're taking the risk

2 that the stock will go down and the option will bein

3 the money, therefore, they'll have to pay out. Part

4 of the benefit is that the stock goes up and they

5 don't have to pay out and they get to keep the cost

6 of the option that's paid to them.

7 So the benefit that they receiveis

8 included in the option-pricing model. However,

9 what's not included in the option-pricing model is
10 when the stock price goes down and the optionisin
11 the money, and the holder of the option doesn't
12 exercise the option, even though it'sin his economic
13 best interest to do so.

14 MR. RESNIK: Y our Honor, I'm going to
15 object. | don't think it was aquestion. It sounded

16 like testimony.

17 MR. WHITE: I'mtrying to clarify my
18 position.
19 EXAMINER BOJKO: Do you have aquestion?
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20 MR. WHITE: Yeah.

21 Q. Isthat true?

22 THE WITNESS. | didn't hear aquestionin
23 there, but we could try it again.

24 EXAMINER BOJO: | think the question

25 was, isthat true? Do you need to hear the "is that
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true" statement part?

THE WITNESS: | haveto.

EXAMINER BOJKO: Canyou review that,
please, Maria?

A. Let metry to answer it without trying to
shortcut this. | will agree with you that the option
modeling, as you describe it, doesn't value a person
who does not do what is economically advantageous.

Q. Okay. Sowhen the person doesn't do
what's economically advantageous, it's awindfall to
the writer of the option.

A. Okay. We're going to -- how many times
are we going to talk about whether it'sawindfall or
not? I've answered that question three or four
times, and | told you I'm not willing to term that a
windfall. If you want to ask me five more times, we
can do that.

Q. Okay.

EXAMINER BOJKO: But then you might get a
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20 nasty answer.

21 MR. WHITE: So | shouldn't ask that

22 question again, isthat what you're trying to say?
23 EXAMINER BOJKO: | don't think the

24 answer's going to change. How about we move on.

25 Q. Okay. One more question, or maybe a
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couple more questions. When the exercise -- this may
have been answered aready, but just to clarify

again, when the company created the Black-Scholes
model, or whatever, they were under the assumption
that customers will switch when it becomesin their
economic best interest, i.e., meaning that customers
will switch when the market price goes below the
strike price or the ESP price; is that correct?

MR. RESNIK: Y our Honor, a couple of
objections. Regrettably, the company didn't create
the Black-Scholes model, but beyond that, as |
indicated earlier in an objection, the testimony on
rebuttal that Mr. Baker has on the Black-Scholes
model isvery limited to two points, and, again, it
sounds to me that we're getting back into arehashing
of the Black-Scholes model.

EXAMINER BOJKO: Wédll, again, | think
that -- | hope that I'll give the same courtesy as |

have extended to everybody else today and allow
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20 Mr. White alittle bit of leeway to give some

21 foundation.

22 But | don't think you meant to imply that

23 the company or Mr. Baker here created the

24 Black-Scholes model because he obviously didn't win

25 the Nobe Peace Prize.
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MR. CONWAY:: It's not a peace prize.
MR. WHITE: | would withdraw that.
EXAMINER BOJKO: | think what you were
trying to say isthat when the company decided to
use the model, these are the assumptions that they
made.
MR. WHITE: Yeah.
EXAMINER BOJKO: Isthat what -- can you
answer it, or do you need him to rephrase the entire
guestion?
A. I'll try again. The use of the
Black-Scholes model, as| said, doesn't build in a
customer who does not take the economic option, but |
would say that that doesn't discount the use of the
model, number one, or necessarily say the number is
wrong because in doing it, as we've told you, we took
alot of conservative approaches on the other side
which kept the POLR down.

So there are balancings, for example, the
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20 fact that we used asingle ESP price rather than

21 increasing it for the price of the ESP for each of

22 thethree years, which would have driven it up

23 dsignificantly higher, or the change in market prices
24 that some people have suggested. So there are things

25 on both sides of the moddl, so | think it'savalid
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1 number.

2 Q. Okay. Also, inyour testimony you talk

3 about customers subsidizing customers that shop

4 versus customers that don't shop, but according to

5 your model how could there be customers that do shop
6 if all customersact in their economic best interest

7 and -- how could there be customers that do shop and
8 customersthat don't shop? If all customersactin

9 their economic best interest, if it'sin their

10 economic best interest to exercise their option,

11 i.e., switch when the market price goes down in the
12 ESP, wouldn't al customers shop, if they're acting

13 intheir economic best interest, or not shop?

14 A. | wasresponding to somebody else's

15 proposal that assumed only some people would shop. |
16 think that's where | was coming from, and therefore
17 saying you would have this unfair proposal. If

18 everybody shops and acts in their economic interests,

19 there would not be any subsidy.
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20 MR. WHITE: No further questions, your
21 Honor.

22 EXAMINER BOJKO: Thank you.

23 Mr. Kurtz?

24 MR. KURTZ: Thank you, your Honor.
25 ---
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1 CROSS-EXAMINATION

2 By Mr. Kurtz:

3 Q. Good evening, Mr. Baker.

4 A. Good evening, Mr. Kurtz.

5 Q. We'retalking about the beginning of your
6 testimony, the cost-of-service portion. | don't want
7 to be repetitive because there have been alot of

8 (questions on that already, but do | understand that
9 basically one of the things you're saying is that

10 anybody who thinks Senate Bill 221 reregul ated
11 generation isincorrect?

12 A. | believeit did not create a

13 cost-of-service type approach to ratemaking for
14 generation, iswhat I'm saying.

15 Q. Okay. Do you agreethat Senate Bill 221
16 didreregulate utility earnings?

17 A. Arewetaking, Mr. Kurtz, about

18 generation, or are we talking about wires, or what?

19 Q. Total earnings, generation, distribution,
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20 transmission, any earnings that hits the utility's
21 income statement or any revenue that hits the
22 utility'sincome statement.

23 A. Thereisdefinitely asignificantly

24 excessive earningstest, so the bill provides for

25 that.
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Q. Okay. And to determine Ohio Power or
CSP's earnings, we start with the income statement;
Isthat correct?

A. Yes.

Q. And the income statement will include, as
| just mentioned, does it not, all of the
generation-related revenues that the utilities
collect?

A. It wouldinclude -- it would include the
revenues and some of those would be generation
related.

Q. Andit would also include expenses on the
income statement that would then -- revenues minus
expenses equal s the net income?

A. Yes.

Q. Okay. And those expenses would include
generation-related expenses.

A. Yes.

Q. Suchasfue -- fud.
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20 A. Yes.

21 Q. Depreciation on existing generating
22 units?

23 A. All of those are things that are on the
24 income statement.

25 Q. Letmereadalist, and | think you'll
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agree: Variable O& M associated with generation,
fixed O& M associated with generation, property taxes
on the power plants, insurance on the power plants,
emission allowances. Are all those included on the
Income statement as expenses and, therefore, factored
into the earnings equation?
A. They can be.
Q. Isityour position that any -- that the
definition of reasonable under the statute is a set
of ESP rates that are more favorable in the aggregate
than what the MRO would have been?
A. Yes.
Q. Doesit make any difference what
constitutes the ESP set of rates aslong asit's more
favorable in the aggregate than an MRO? Can anything
bein the ESP aslong asit's better than the MRO?
A. You'retaking meto aplacethat I'm
not -- | don't know how to answer that question.

Anything? You know, in an ESP that's pretty broad.
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20 Q. Widll, canyou make up -- well, itis

21 broad. Itisbroad. Do the elements of the ESP have
22 to be legitimate expenses of the utility?

23 A. No.

24 Q. I'msorry?

25 A. No.
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1 Q. Sothat aslong as -- that was my

2 anything.

3 Y ou can include in the ESP elements that

4 are not legitimate expenses so long asthe ESP is

5 less-- ismore favorable than what the MRO would
6 have been; that's your definition of reasonable under

7 the statute?

8 THE WITNESS: Could | have that read
9 back?
10 (Record read.)

11 A. | believethe statute provides for

12 noncost-based inclusions, for example, the automatic
13 increases. And thetest iswhether or not it is more
14 favorable in the aggregate than an MRO.

15 Q. Okay. Change subjects. The5, 10,

16 15 percent purchases.

17 A. Yes.

18 Q. Thefirst year purchase for one of the

19 utilitiesis estimated to be how much? Isit a
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20 hundred million for CSP, 120 million for Ohio Power?
21 Just give me a number to work with.

22 A. The numbersthat are in my Exhibit JCB-2

23 inmy original testimony were 100 million for

24 Columbus & Southern, 120 million for Ohio Power.

25 Mr. Hess has modified those numbers, and | don't know
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1 whether your witness did as well, to reflect a

2 different set of market prices.

3 Q. And let'sjust use Ohio Power,

4 120 million year 1. Then your Exhibit 2 showsiit

5 doublesyear 2, 5 percent to 10 percent of

6 240 million, and ultimately a purchased power expense
7 of 360 millioninyear 3. | know that's a forecast

8 but that's what your exhibit shows.

9 A. Yes.

10 Q. Now, year 1, $120 million expense, assume
11 that's the correct expense, the utility incurs an

12 expense that then passes it through to consumers so
13 it buys something for $120 million and it collects
14 $120 million. There's no effect on earnings, just a
15 straight pass-through with no markup; is that right?
16 A. The question isaround deferrals and

17 whether those get treated as earnings. If you

18 assumed, and | don't believe you can do this, just

19 look at asingle element and say isit in one place,
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20 thenit'sintheother. It'sinrates, butif | go

21 with your hypothesisthat | have a hundred million
22 dollarsof cost and | get ahundred million dollars
23 of recovery, under that hypothesis there would be no
24 impact on earnings, assuming no deferrals.

25 Q. Okay. Since there's no impact on

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

file:s//IAJAEPVOI-XIV txt (460 of 543) [12/11/2008 8:30:47 AM]



file//IAJAEPVOI-XIV .txt

10

11

12

13

14

15

16

17

18

19

231

earnings, the hundred million dollar expenseis
matched by a hundred million dollarsin revenue. Why
does AEP want to impose this hundred million dollar
expense on consumers?

A. ltispart of our plan to reflect the

fact that we have taken megawatts out of our
portfolio in order to serve Ormet, and we would be
doing the same thing for Mon Power under the hill
that -- or, the ESP as we've got filed.

Q. Isthereal motivation that when you buy
a hundred million dollars worth of power, 5 percent
of the energy needs of Columbus & Southern in this
example, it frees up an equivaent amount of power of
self-generation to be sold off system?

A. No, | don't think that's a good
characterization. What | said was we had |ost
generation from our -- we would be losing generation
from our portfolio to serve these customers and we're

trying to replace it.
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20 Q. Strike the motivation part of the

21 question. Would the physical effect of buying that
22 amount of megawatt-hours be to displace other

23 generation that would be available for sale

24 off-system?

25 A. If you hold everything else equal, yes.
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Q. Now, the profits from off-system sales
are alocated among the AEP East operating companies
according to the interconnection agreement; is that
correct?
A. Yes.
Q. Okay. And basically each of the
operating companies, Ohio Power, Columbus & Southern,
Kentucky Power, Indiana and Michigan, and Appalachian
Power, get their member load ratio share of
off-system sales profits no matter whose power plant
generated the electricity for the sale.
THE WITNESS. Could | have the question
read back just to make sure | am clear on al the
words?
(Record read.)
A. |wouldjust -- I would call it
off-system sales margins, but they get their MLR
share regardless of who supplies the power, yes.

Q. So under this hypothesis where you're
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20 buying 5 percent, 10 percent, 15 percent of power and
21 then freeing up electricity for sale off system, the

22 AEP shareholders do not get all of that additional

23 margins from off-system sales; is that correct?

24 A. Again, you're going back to a premise

25 that, as| said, it's to replace power that we have
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1 to now provideto Ormet and Mon Power, and if

2 whatever comes out of any off-system sales, just asa
3 general proposition, we share that in some

4 jurisdictions with customers.

5 Q. Andin other jurisdiction it's a straight

6 flow-through to the ratepayers of that jurisdiction.

7 Isthat correct?

8 A. Insomecasesitisadirect

9 flow-through; in other cases there's sharing.

10 Q. Sotheconsumersin West Virginia,

11 because there is an automatic flow-through of profits
12 from off-system sales through their ENEC clause,
13 their version of the fuel adjustment, those

14 customers, if your 5 percent, 10 percent, 15 percent
15 proposal in Ohio is adopted, theincrease in

16 off-system sales margins will actually benefit West
17 Virginiaratepayersin the sense that they'll get

18 their share, their member load ratio share of the

19 additional off-system sales margins; isthat correct?
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20 A. 1 think you have to keep in mind that

21 without this they would be disadvantaged with where
22 they would have been had the company not had Ormet
23 and Mon Power. It takes them back to where they

24 would have been if Ormet and Mon Power hadn't been

25 done.
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1 Q. Istheanswer yes, that the West Virginia

2 consumers will benefit?

3 A. Their customerswill be put back in

4 the position they were if we hadn't entered into

5 those.

6 Q. Readly, any native load growth on any of

7 the operating companies systems reduces the amount
8 of power that can then be sold off-system just asa
9 matter of physical reality or mathematics; isn't that
10 right?

11 MR. RESNIK: Y our Honor, I'm going to
12 object. | tried to adhere to your prior rulings

13 about seeing if the foundation was being laid for
14 something that was relevant to Mr. Baker's rebuttal
15 testimony, and --

16 MR. KURTZ: I'll withdraw the question.
17 Q. Onelast. You opposed the proposal of
18 OEG and Kroger that off-system sales margins or

19 profits be used as a credit in the fuel adjustment
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20 clause?

21 A. Yes.

22 Q. How much profit from off-system sales did
23 Ohio Power earn in arepresentative year, 2007 for
24 example?

25 A. | don't have that number.
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Q. Didyouread Mr. Kollen's testimony where
he has quantified the off-system sales profitsin
2007 for Ohio Power Company at 146.7 million and for
Columbus & Southern 124.7 million?

A. | read Mr. Kollen'stestimony. | don't
remember those numbers, and | didn't verify those
numbers.

Q. Okay. There'snothing in your rebuttal
testimony or anybody's rebuttal testimony that takes

Issue with those amounts?
A. No. | don't think there's any need to
because we're not proposing to flow it back.
Q. | guessmy only -- thisisalarge dollar
item we're talking about, the margins from off-system
sales.
A. Relativetowhat?
Q. Reativeto the cost increases that AEP
IS proposing.

A. Itisasignificant number relative
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20 totherate increases that the company is proposing.

21 MR. KURTZ: Thank you, your Honor.
22 EXAMINER BOJKO: OCC?

23 MS. ROBERTS: Thank you.

24 ---

25
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CROSS-EXAMINATION
By Ms. Roberts:

Q. Mr. Baker, let's start on page 4 of your
testimony. Online 9 you indicate that thereisno
restriction on the company of including the items
you've listed, POLR and FAC, et cetera, in their ESP
plan; isthat correct? Page4, line 9.

A. Yes, that's what the sentence starts
with. "An ESPisin no way restricted from having

the provisions' and then lists the provisions.

Q. By the same token the Commission is not
restricted in deciding that the company shouldn't be
allowed to recover any of those items, isit?

THE WITNESS: Could | have that one read
back?
(Record read.)

A. The Commission hasthe ability to

approve, modify, or disapprove our plan, and so those

are what they can do. Itis-- what we have
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20 suggested isthat they should do that based on

21 whether or not the ESP in the aggregate is more
22 beneficial to customers than the MRO.

23 Q. Andonline 17 of that pagein response
24 to the question you have identified three items that

25 you believe warrant the Commission modifying the ESP;

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

files//IAJAEPVOI-XIV txt (472 of 543) [12/11/2008 8:30:47 AM]



file//IAJAEPVOI-XIV .txt

237
1 isthat correct?
2 MR. RESNIK: Y our Honor, I'll object.
3 EXAMINER BOJO: Grounds?
4 MR. RESNIK: It mischaracterizes the

5 testimony, particularly the use of the word

6 "warrant."

7 MS. ROBERTS: | just asked himif that's
8 what hedid.

9 EXAMINER BOJKO: Yeah, | think that's

10 what it says, doesn't it?

11 MS. GRADY: Unlessyou want to strike
12 that?
13 MR. RESNIK: No. No. Thank you.

14 Appreciate the offer, though.

15 EXAMINER BOJKO: Canyou answer the
16 question?

17 THE WITNESS: Could | have it read back?
18 (Record read.)

19 A. | don't disagree that the word "warrant"
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20 showsup inthe question. What | did in the answer,

21 though, wasto say waysthat | could see a Commission
22 modifying the ESP, and it lists three possible ways

23 or three possible reasons.

24 Q. AndI just want to ask this question, are

25 there any other circumstances that you can identify
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1 that you think would warrant the Commission modifying
2 the ESP?

3 A. | have not done an exhaustive research.

4 What | did was| came up with three when | was

5 writing the testimony.

6 Q. All right. If you turn to page 9 of your

7 testimony --

8 A. Certainly.

9 Q. -- online 13 you make a statement about

10 off-system salesthat if the General Assembly in Ohio
11 intended to require amore significant item like OSS
12 marginsto be credited against the fuel, they surely

13 had the opportunity to incorporate that mechanismin
14 SB 221. Do you seethat?

15 A. Yes, | seethat sentence.

16 Q. Infact, the General Assembly made no

17 indication of whether they thought it was or was not
18 appropriate to have a crediting of off-system sales

19 inan ESP, did they?
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20 A. | believethat we say in the beginning of

21 that paragraph that in the entirety of Senate Bill

22 221, OSS margins are not mentioned. But | would note
23 that it isn't a secret about what AEP doesin the

24 wholesale market, and to -- in the response that |

25 didto Mr. Kurtz, it'sasignificant number.
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In Virginiawhere they were going through
asimilar "what do we do after the current bill takes
place," they knew about it, they decided to put in a
sharing arrangement.

| think if the General Assembly had
wanted to do that, they would have.

Q. But the statute speaks for itself;
wouldn't you agree?
A. | stand by inthe entirety, it's not
mentioned.
Q. Thank you.

On page 10 of your testimony you had
testified on direct that when -- and correct meif |
mischaracterize this. 1'm sure you or Mr. Resnik
will do that -- that when the ESP application was
prepared, that the company used the most recent data
in an effort to get the most representative data; is
that correct?

THE WITNESS. I'm sorry, can | have that
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20 read back?

21 (Record read.)

22 A. No, | wouldn't characterizeit that way.
23 | don't believe that's what | said.

24 Q. Youdidn't use the most current fuel

25 pricesto provide the most representative fuel prices

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

files//IAJAEPVOI-XIV txt (478 of 543) [12/11/2008 8:30:47 AM]



file//IAJAEPVOI-XIV .txt

240

1 inthe ESPfiling?

2 A. We'retaking here about the competitive

3 benchmark?

4 Q. No, I'm laying some foundational

5 questions regarding your direct testimony to ask

6 about page 10.

7 A. Okay. Can we start over then?

8 Q. Sure

9 A. | thought -- you pointed me to page 9 so

10 | assumed we were talking about the competitive

11 benchmarks.

12 Q. | apologize, Mr. Baker.

13 A. Okay.

14 Q. Inyour direct testimony you testified,

15 didn't you, that in preparing the ESP application the
16 company attempted to use the most current prices, for
17 example fuel prices, or in the example of

18 Black-Scholes, the most current LIBOR interest rates,

19 inan effort to present the Commission with the most
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20 representative filing of what the rate would be

21 during the ESP period.

22 A. 1 think you'd have to point me to a spot

23 in my testimony or my -- or the transcript. | don't

24 remember using those words. | may have, but I'd like

25 toseeitinthe context of wherel said it.
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[ —

Q. All right. Here on page 10 you seem to

2 make an argument that | would summarize as that if we
3 update -- if we update, for example, energy prices,

4 as OCC has suggested, then you can never update them
5 enough because they would be out of date by the time
6 the Commission issued an order. Isthat afair

7 summary of your statement here on lines 5 through 9?
8 A. No. That'snot afair summary. What I'm

9 sayingisto pick aspecific instant or a specific

10 small period of time for the purposes of setting the

11 competitive benchmark, thisis all-around setting the
12 competitive benchmark, that's not avalid way to

13 approachit.

14 Y ou need to look over alonger period of

15 time as we did where we looked over effectively

16 amost a nine-month period, and if -- once you do

17 that, you get some stability to the pricing which

18 should be more reflective of the future pricing than

19 picking out a1 day period or one 5-day period or one
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20 15-day period, whatever choiceit is, for one small
21 spot. | just don't think that's a good approach.

22 Q. All right. Regarding the question on

23 this page beginning on line 10, the last sentence,
24 you say: "Do you agree with the assertion that the

25 recent price decline marks the beginning of atrend?"
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1 Mr. Baker, have you done any studies to determine
2 whether the recent declinein pricesisorisnot a

3 trend?

4 A. Havel doneastudy? Wedon't -- I've

5 said before | don't have aforecast -- | don't

6 forecast what the future priceis. | don't think any
7 of usknow it. Thisisaround the point that was

8 madethat it was an unusual event and that,

9 therefore, you should use it because it creates --

10 it'satrend. And I'm saying that thisisnot an

11 unusual event because it's happened before and you
12 shouldn't -- thisis support for the idea that you

13 don't pick asingle point in time.

14 Q. Areyou also saying that the declinein

15 pricesisnot atrend?

16 A. How long'satrend?

17 Q. That'syour word, atrend. You're saying
18 it'snot atrend.

19 A. |wouldsay | look at trendsand | say
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20 long periods of time. For example, in this case the
21 threeyears, that's what you're looking at, the

22 period of the ESP, and | would say that it does

23 not -- it marks the beginning of atrend but the

24 trend may be up.

25 Q. But you don't know.
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A. I'vesaid that | don't know.
Q. Yeah. All right.
On page 12 of your testimony in the

guestion on line 4 it says, "If the Companies
competitive benchmark were adjusted lower, as Staff
Witness Johnson and OCC Witness Medine have
proposed,” and then it goes on. Can you identify for
me where or when OCC Witness Medine proposed that the
benchmark be reduced?

A. Ms. Medine said that we were kind of fast
and loose, is my recollection, I'm kind of
paraphrasing, with our choices for the inputs to our
Black-Scholes model. And one of them I think she
talked about was the market price, and so | just took
the fact that another witness had said that the
market prices were lower today and said what would it
be if we used the prices as done by Miss Smith.

Q. Canyoutell meif you agreethat if the

ESP price is updated, whether the MRO price should
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20 aso be updated?

21 THE WITNESS:. I'm sorry, can | have that
22 read back?

23 EXAMINER SEE: Yes.

24 (Record read.)

25 A. | don't think we're proposing to update
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the ESP price.

Q. No, but if they were updated,
hypothetically speaking, if the ESP prices were
updated in the Black-Scholes model, do you also agree
that the MRO prices should be updated?

A. | need you to help meout here. Areyou
saying if we updated the ESP prices to have three
years of ESP prices as forecasted? |sthat what
we're talking about here?

Q. If they were updated by the Commission in
any way, would the MRO price also need to be updated
to establish the appropriate inputs to the model ?

MR. RESNIK: Can | havejust the last
part of that question, inputs what?
THE REPORTER: To the model.

Q. I'msorry. I'msorry. For the benchmark
it should be. Let me say that again.

If the ESP price were updated, benchmark

price were updated, would it also be appropriate to
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20 update the MRO price so that they would be presented
21 onasimilar basis?

22 MR. RESNIK: Y our Honor, I'm going to

23 object. The witness has indicated the company is not
24 proposing to update the ESP. There's nothing in his

25 testimony -- in hisrebuttal testimony that says that
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we want to change the ESP from what we had filed so |
think the question isirrelevant; if not irrelevant,
at least outside the scope of rebuttal.
MS. ROBERTS: | think he opened the door,
your Honor.
EXAMINER SEE: And I'm going to allow
Mr. Baker to answer the question to the extent that
he can.
THE WITNESS:. Okay. I'm going to need it
reread.
EXAMINER SEE: That'sfine.
(Record read.)
A. We arenot proposing, except in the case
of the POLR, that the competitive benchmark be used
inthe ESP. We have used it for comparative purposes
only to look at one versus -- ook at the ESP and the
fact that we have proposed a 5, 10, 15 percent
purchase and priced that to make them -- to create an

apples-to-apples situation.
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20 Q. But you used similar time periods over

21 which you expected these rates to be in effect; isn't
22 that correct?

23 A. Weused similar time frames to compare
24 the ESP/IMRO, yes.

25 Q. Yes. Andyou aso had the ratesin terms

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 of making an apples-to-apples comparison as

2 consistent as possible regarding their inputs and how
3 they were calculated?

4 A. We attempted to use the same numbersin

5 theanalysisthat | provided in JCB-2.

6 Q. And that's what you believe to be the

7 appropriate way to develop a comparison between the
8 two.

9 A. Yes.

10 Q. If you turn to page 16 of your

11 testimony --
12 MR. RESNIK: I'm sorry, which page?
13 MS. ROBERTS:. Sixteen.

14 Q. -- you begin to talk about the

15 Black-Scholes model. Inyour first answer you refer
16 totherisk-freeinterest rate. Would you agree that
17 theterm "risk-freeinterest rate" isaterm of art

18 inthefinancial service industry?

19 A. Yeah, | think that's probably fair.
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20 Q. Okay. Andyou address the intervenors
21 challengesto your calculation of Black-Scholesin

22 your rebuttal; isthat correct?

23 THE WITNESS. Could | have the question
24 read back?
25 (Record read.)
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A. |think theonly placel doit, and if
I'm wrong you can help me out, is the discussion of
the LIBOR rate.

Q. Andit'syour premisein offering the
Black-Scholes model to the Commission, isn't it, that
it accurately reflects the risks to the company of
the POLR obligation?

A. |think I've said it values the option
that's provided to customers.

Q. Isthere any basis upon which you have
assumed that the value to the risk of the company is
the same as the option value to the customers?

A. The POLR was calculated based on the
value to customers.

Q. Haveyou -- has the company included --
AEP-Ohio -- in its 2009 budgeting, has it accounted
for any shopping customersin 20097

MR. RESNIK: Your Honor, are we still on

the Black-Scholes, if | may inquire?
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20 MS. ROBERTS: Yes.

21 MR. RESNIK: Wéll, | would object again.
22 Thetestimony on rebuttal islimited to two discrete
23 points. The degree of shopping assumed or not

24 assumed is not one of those points addressed in

25 Mr. Baker'srebuttal testimony. | can't seeit
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[ —

becoming a foundation for anything that's relevant.
2 EXAMINER BOJKO: Wéll, welll

3 give Ms. Roberts the same courtesy.

4 | don't know if you're just asking for my

5 response, but let's see where it's gone.

6 THE WITNESS:. Could | have the question
7 read back?
8 (Record read.)

9 A. | believe what it would represent isthe

10 amount of shopping customers that we're experiencing
11 today.

12 Q. What isincluded in the 2009 budget would
13 bereflective of the shopping customers today; is

14 that what you mean by your answer?

15 A. That's what we would have put for

16 budgeting purposes. That doesn't mean that's what's
17 going to actually happen and that's not

18 necessarily -- well, I'll leave it at that's not

19 what's actually going to happen. It's a budget.
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20 Q. All right. On page 17 of your testimony,

21 online 4 your answer begins"U.S. Treasury rates and

22 the LIBOR, the two most commonly used proxies for the
23 risk-freeinterest rate." What authority do you use

24 to support that statement?

25 A. Discussionswith people who arein the
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1 industry who use U.S. Treasury rates and LIBOR.

2 Q. And who would that be?

3 A. I'vetaked to our finance people, I've

4 talked to our commercial operations people, all of

5 who use LIBOR as part of their day-to-day business.
6 Q. And in supporting the Black-Scholes model
7 inyour testimony, did you make the selection of what
8 interest rates were used in that calculation?

9 A. Peoplein commercial operationsand | got
10 together and talked about the various inputs, and one
11 of the things we were trying to do was get a proxy

12 for therisk-free rate, and the people who use the

13 model on aday-to-day basis chose LIBOR.

14 Q. And on page 18 of your testimony, the

15 answer beginning on line 5, you have alot of data
16 here over how the Treasury has compared to LIBOR over
17 thelast eight years. Where was this data sourced

18 from?

19 A. | believeit was Bloomberg.
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20 Q. And specifically on line 6 of that page
21 you talk about the spread between LIBOR and the
22 Treasury rates has ranged from a high of 107 basis
23 pointsto alow of 26 basis points; isthat correct?
24 A. Yes.

25 Q. Andthat looks like what is actually
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reflected on your Exhibit 2F, the chart of the LIBOR
versus the Treasury rates. |sthat correct?

A. That was the source of that, yes.

Q. Okay. The datathat you used to evaluate
that was -- what was the most recent source of the
data you used to make that determination? Let me say
that a different way. What was the most recent data
you used in making that determination?

A. Waédll, sinceit's historical data on this

chart, it would be the date that the data -- it would
be those pointsin time.

Q. Okay. But the most recent data point
would be 7/25/08; is that correct?

A. Yes, that's the most recent point.

Q. Do you know whether the spread between
LIBOR and the U.S. Treasuries has changed since July
of '08?

A. Yeah, | believe there was a short period

of time, and I'm not sure exactly how many months or
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20 weeks, but during -- there was a period after Lehman
21 fell that there become a spread because of the fact

22 that the LIBOR was frozen for a period of time while
23 therate was dropping. | understand that they have
24 now come back into the kind of tracking that we see

25 here.
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MS. ROBERTS: Y our Honor, may | approach
the witness?
EXAMINER BOJKO: You may.
Q. It wasyour testimony, wasn't it,
Mr. Baker, that the higher the interest rate used in
the POLR calculation, the lower the POLR charge,
resulting POLR charge?

A. Yes, that'swhat | said. And what |
said, was it had a-- on lines 10 through 12, that it
Isnot abig driver for the POLR charge.

Q. You used there an interest rate
differential of a hundred basis points, isn't that
correct, to make that determination?

A. Yes.

Q. All right. I've handed you a document
from the Financial Trade Industry dated September
16th, and | would direct your attention to -- and |
highlighted it on your copy but | didn't keep it on

mine -- the second full paragraph. Isthisyour
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20 recollection, that it was in September that the LIBOR
21 raterose precipitously?

22 A. Precipitously isa"beauty in the eyes of

23 the beholder" kind of word. So I -- what | would say
24 isthiswas the period that | understood that there

25 was aspread that developed that | indicated has come
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back to more normal historical values.

Q. Butif youlook at your chart, Mr. Baker,
for July, what isthe LIBOR rate shown there, for
July 25th, 20087 Lookslikeit's about 4 percent,
doesn't it?

A. lt'sdightly above 4, yeah.

Q. Andin September the LIBOR raterose, it
says, 3.3 percent to 6.44 percent. Would you
consider that asignificant increase in the LIBOR

rate?

A. Yes, that'sanincreasein the LIBOR
rate. Yes.

Q. And do you know whether the spread
between the LIBOR and the U.S. Treasuries has
remained through the current period of this week?

A. Intalking to people who deal with this,
they told me that the spreads have come back to more
normal values.

Q. Between 26 basis points and 107 basis
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20 points, isthat what you consider to be the normal
21 spread?

22 A. They felt that it was till -- that it

23 was back within the range, that it hadn't gotten out
24 of kilter like it did in the September time frame.

25 Q. I'mtrying to understand what you
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consider the normal range to be. Do you consider it
the range to be shown on your chart on page 17, which
Is arange between, you testify, 26 basis points to
107 basis points?

A. Itwasanormal range as defined by
people in our company who borrow money based on the
LIBOR.

Q. All right. Wéll, did the people in your
company consider your testimony, your answer on
line -- page 18, line 5, to be considered a spread in
the normal LIBOR range?

A. | didn't ask them.

Q. Soyou don't know whether the current
LIBOR spread is correlated in any way to your
testimony on page 18?

A. The purpose of thiswasto refute a
position that | heard during this hearing that
there -- that LIBOR is highly volatile and it wasin

reference to the Treasury. And the purpose of this
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20 chart was purely to show that they tracked pretty
21 closely, and so if you consider oneto be volatile,
22 then the other isto bevolatile. | believe that's

23 what the testimony says.

24 Q. | understand. But your testimony on page

25 18, the answer beginning at line 5, you discuss the
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1 spread between LIBOR and the Treasury rate over the
2 last eight years. And what I'm asking you is whether
3 you can establish that there's any correlation

4 between this spread and what the people you talked to
5 consider to be anormal spread.

6 A. | did not show them this spread and say,

7 "Doyouseeacorrelation?' Butif | look back at a

8 chart likethis, | would say -- and I'm looking at,

9 you know, aseven-year time frame. If I'min that

10 kind of businessand | look and | say, gee, look at

11 what the spreads were for the last period, | think

12 they would consider that in their decision, but |

13 didn't talk to them about it.

14 Q. Okay. Regarding the run of the

15 Black-Scholes model an indeterminate number of times,
16 Mr. Baker, in running the model you used the same
17 Black-Scholes model but what you changed were the
18 inputsin that indeterminate number of runs; is that

19 correct?
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20 A. Yeah. Boy, | surewish | hadn't used the

21 word "indeterminate," but we did run it more than

22 once, and what we did was we changed some of the
23 inputs. For example, we would not have changed the
24 term because it was three years from the start, it

25 wasthree years at the end.
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1 We would have changed it for the, for

2 example, for the ESP. Asthat developed and it

3 changed over time, we would rerun it. And we would
4 rerun it for changesin market price at various

5 times.

6 Q. Andinterest rates?

7 A. | don't remember whether we reran it

8 gpecifically for achangein interest rates, but |

9 would think --

10 Q. Do you know whether it was --

11 MR. RESNIK: Can he finish his answer,
12 please?

13 MS. ROBERTS: Oh, I'm sorry.

14 EXAMINER BOJO: Yes.

15 A. | would assume that the last time we ran

16 it we updated to have the most current interest
17 rates.
18 MS. ROBERTS:. Thank you, Mr. Baker. |

19 have no other questions.
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20 EXAMINER BOJKO: Let's go off the record.
21 (Discussion off the record.)
22 EXAMINER BOJKO: Let's go back on the

23 record. Mr. Bell.
24 MR. BELL: Thank you.

25
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CROSS-EXAMINATION
By Mr. Béell:

Q. Mr. Baker, do you remember the line of
examination of Mr. Randazzo relative to the inclusion
of all of the generating -- Ohio generating plant in
rate base in past rate proceedings?

A. | remember the discussion we had on the
inclusion of all the generating assets that were
owned by the company at that time.

Q. Isit not the company's position that the
Commission in evaluating the company's ESP in this
case should not consider the past recovery of capital
or the return on capital in evaluating the current
ESP? For instance, isit your position effectively
that if the company, in fact, had recovered its total
capital investments in generating assets, that that
would be immaterial in reviewing the appropriateness
of the company's ESP plan?

A. | don't think thisis acost-of-service
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20 bill, and the premise of the bill, as | understand
21 it, isyou take your current rates and you make
22 adjustments to that.

23 Q. | think your answer isyes, you're saying
24 then that the cost -- thisis not cost of service, it

25 could be entirely possible for AEP to have recovered
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its total capital investment in generating assets to
the point that it now has a zero capital investment
through past depreciation, et cetera, et cetera, and
earned a reasonabl e return on the investment that
existed in the past, that that istotally irrelevant
from the company's perspective in the Commission's
review of its current ESP, correct?
THE WITNESS:. Could | have the question
read back?
(Record read.)
A. To answer the question that she just read
back --
Q. Yes
A. --1don't think it's possible that the
company could have recovered al of its cost of
capital and afair rate of return.
To finish the answer, | do not believe
that that, sinceit isacost of service, that where

we are in recovery of investment is an appropriate
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20 determinant.

21 Q. Thank you. That'sfair. You have given
22 mewhat | want, Mr. Baker. We're working together.
23 A. Well try.

24 Q. Following up on aline of examination by

25 Mr. Petricoff, you've been involved in the regulatory
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1 arenafor several decades, have you not, Mr. Baker?
2 A. | have had some experience in the

3 regulatory arenafor several decades. I've only had
4 responsibility for regulatory over the last seven

S5 years.

6 Q. Doestheterm, quote, public interest

7 have any meaning to you?

8 A. Yes.

9 Q. Would you agree that within the context

10 of the regulatory arenathat, quote, public interest,
11 end quote, transcends the parochial economic interest
12 of either the company's shareholders or its

13 ratepayers?

14 A. | don't -- can you help me with where

15 that definition came from?

16 Q. | just madeit up.

17 A. Well then that's --

18 Q. It'saconcept.

19 A. Wiédll, then | probably won't agree with
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20 you.

21 Q. Areyou being facetious, Mr. Baker?

22 A. No, I'm not being facetious. 1'd like to

23 know where the quote came from, and if you can tell
24 methat -- isit in the Federal Power Act? Isitin

25 Senate Bill 2217 Isit in the predecessor, Senate
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Bill 3? | need to know where it came from.
Q. Do you then -- would you agree, Mr. --
A. Baker.

Q. -- Baker, that to the extent that Senate

Bill 221 does not define for the Commission the
parameters by which the Commission isto ascertain
whether the ESP is better than the MRO, that the
Commission may, in use of its enlightened judgment,
make that determination based upon its finding of
what isin the, quote, public interest, end quote?

A. | believe what the Commission needsto do
Ismake an evaluation of our ESP and compare it to
the MRO and determine whether to accept, modify, or
reject our plan.

Q. Didn't you in response to a question by
Mr. Petricoff, say, and | quote, "The Commission can
and will do what it needsto do"? And | think | got
that word for word.

A. You may have. I'm surprised | threw
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20 "needs' in, but if that was my statement, | may have
21 sadit.

22 Q. Andindetermining what is, quote, more
23 favorable, it is up to the Commission to consider --
24 to determine what factors it will consider, what time

25 frameit will consider those factors influencing, as
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1 well asthe circumstances under which those factors
2 evidence themselves?

3 MR. RESNIK: Y our Honor, I'm going to

4 object. We've had more foundations built this

5 afternoon than would be built at a mason's

6 convention. | think that it is beyond the scope of

7 therebuttal testimony. The other foundations didn't
8 seemto go anywhere. | don't think this one's going
9 toeither.

10 EXAMINER BOJKO: Wéll, | hate to deny
11 Mr. Bell the same courtesy that | have offered to all

12 the other masonry workers today.

13 MR. BELL: I'll wrap thisup very

14 shortly.

15 EXAMINER BOJKO: That'swhat | was going
16 to ask.

17 MR. BELL: Yes.

18 EXAMINER BOJKO: If there's any way we

19 could shortcut this, that would be great.
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20 Q. (By Mr. Béll) Picking up on the line of

21 Mr. Petricoff, do you believe the Commission should
22 approve aproposed ESP plan that has been

23 demonstrated not to bein the, quote, public

24 interest, even though such a plan in the aggregate is

25 found to be more beneficial than the MRO over the
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period of the plan?

A. | would say that since there are two
options customers will be served under, either an MRO
or an ESP, that if the ESP is more favorable than the
MRO, it'sin the public interest.

Q. Would you agree, Mr. Baker, that an
appropriate measure of the benefits of the ESP would
be the likely end result produced by the ESP over the
period of the ESP, that is, testing the benefits by
the results produced by the ESP?

A. | believe the Commission should be

looking at the qualitative and the quantitative
impacts of the MRO and the ESP in evaluating whether
to approveit.
Q. That'sfair. So that on page 5 where you
state: "The plan to make purchases' -- and thisis
In respect to Purchase Power Proposal, that element
of the plan you said "should be approved if the total

ESP, including the purchases, is in the aggregate
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20 more attractive than an MRO."

21 By the use of the term "attractive," you

22 do not there mean to imply a cosmetic attractiveness.
23 A. No, | didn't mean cosmetic.

24 Q. What you meant there, | trust then, is

25 that it has to be substantively demonstrated to be
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more attractive or more beneficial.
A. It hasto be abetter option for
customers than the MRO.
Q. Andinyour testimony going to the
Commission doing what it's going to do, what the
Commission is going to do, would you agree that the
Commission in so doing can effectively alter the
period of the company's proposed plan or any of its
facets?
A. The Commission will put out an order, and
If they modify the plan, they modify it, and then we
will review it and determine whether that
modification is acceptable.

Q. Does 221 in any way, shape, or form
limit, for instance, the Commission in reducing the
period of the plan, say, from three yearsto one
year, if the Commission were to find that given the
economics, the economy of the state of Ohio, it'sin

the public interest to abbreviate the period of the
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20 plan from three yearsto one?

21 A. | don't believe that the bill limits how
22 the Commission can modify.

23 Q. And that istrue with respect to the

24 various components of the plan aswell; isit not?

25 A. Yeah. | wasgoing to finishthe
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sentence.

Q. I'msorry, | thought you finished.

A. They can modify -- | read the bill to say
they can modify the plan. | don't see any limit as
to what they can change. The impact, though, is that
then becomes a modification to the plan and it then
goes back to the company to decide what action to
take.

Q. I'm not questioning the company's ability
to accept or rglect. I'm -- the question was solely
directed toward the ability of the Commission to
completely refigure, reconfigure, if you will, the
company's proposed ESP leaving the Commission's
reconfigured ESP then for either acceptance or
rgjection by the company.

A. | don't see anything that limits the
Commission in the modification other than -- | read
it that they're supposed to look at it consistent and

approve it consistent with if it's more favorable
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20 than the MRO.

21 Q. So that such amodification can have --

22 such amodification can be motivated and predicated
23 upon public interest factors as may be identified by
24 the Commission.

25 A. And| go back to my statement | made
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earlier, that | think if it's better than the MRO, it
would bein the public interest.

Q. The Commission's modification of the
company's proposed plan can be directed towards
making it even more beneficial than the benefits
bestowed in the company's proposed ESP, may it not?

MR. RESNIK: Y our Honor, I'm going to
object. | know we've had questioning of nonattorneys
on this, but the statute specifically says that the

Commission shall approve the plan that's more
favorable. It does not give the Commission latitude
to make it even more favorable.

MR. BELL: I'll withdraw the last
guestion. | think Mr. Baker sufficiently responded
for purposes of my inquiry, and | did hold to my
representation that my cross would be limited.

EXAMINER SEE: To 15 minutes?

MR. RINEBOLT: Of fame.

EXAMINER SEE: Mr. Rinebolt.
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20 MR. RINEBOLT: Thank you, your Honor.
21 ---
22 CROSS-EXAMINATION

23 By Mr. Rinebolt:

24 Q. Good evening, Mr. Baker.

25 A. Good evening, Mr. Rinebolt.
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Q. | know we've sat at the same witness
table in the past involving thisissue and we had
different viewsthen. I'm sure that that continues
to thisday, so | just want to clarify a couple of
your points.
In your mind is cost-based regulation
inherently the same as cost-of-service regulation?
A. | think -- | wasthinking of cost of
service in the broad sense, Mr. Rinebolt. When you
were looking at how you determine rates, you look at
al the costs of the company, determine arevenue
requirement. When |I'm using the term "cost based," |
was tending to use that in reference to certain items
of our ESP.
Q. Sothere are certain itemsthat are cost
based from your perspective.
A. Yeah. | would say the FAC is cost based.
Q. Based on your familiarity with the

statute, do you believe that an MRO, a market rate
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20 option standard service offer rate is a cost-based
21 rate?

22 A. Notinitsentirety.

23 Q. Widl, let me-- if | understand an MRO
24 correctly, abidding scheme is developed, the right

25 tosupply or that is -- the need for that supply is

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

files//IAJAEPVOI-XIV txt (530 of 543) [12/11/2008 8:30:47 AM]



file//IAJAEPVOI-XIV .txt

9

10

11

12

13

14

15

16

17

18

19

266

bid out in the market in some form or fashion, and
the lowest price wins. |sthat your understanding of
an MRO?

A. For whatever percentage acompany is
allowed to blend in that piece of it, yes.

Q. Okay. And the excess earnings test,
there's obviously arevenue analysisinvolved in
that, so that would also be a cost-based measure
that'sincluded in the statute. Isthat areasonable

assessment?
A. | don't consider an earnings test that's
a stand-alone to be a cost-based approach. It'sa
piece of the statute that deals with significantly
excessive earnings. | wouldn't characterize anything
more than that.

Q. Okay. At thetop of page 3 you say that
many parties have -- or, many parties for the
legidlative debate proposed a just and reasonable

standard for evaluating costs. Doesthe statute in
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20 section 4928 4till call for areasonable rate for

21 customers?

22 A. I'msorry, would you point me to --

23 Q. 4928.02(A).

24 MR. RINEBOLT: Withdrawn. It'sinthe

25 statute. No need to ask this.
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[ —

On page 4 at the very, very top you --

2 and it actually begins on page 3, but you basically
3 takethe position that since the Ohio legislation

4 doesn't look anything like the Virginialegidation,
5 that there's no cost basis -- there's no reason to

6 usecost in establishing rates. Isthat basically

7 your point, that Virginia-- Ohio's legislation isn't
8 Virginias?

9 A. No. My statement's about the cost of

10 serviceiswhat's covered in the two Q and As above

11 that.
12 Q. Okay.
13 A. Thiswasjust an example of another state

14 that had a choice to do market, some kind of -- |

15 qguessthey could have done a hybrid, | don't remember
16 there ever being any discussion, or going back to a

17 more traditional cost of service, and they chose to

18 go back to amore traditional cost of service.

19 Q. Onpage 15 at line 9 you indicate that:
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20 "The cost of the POLR obligation for the Companies
21 arisesfrom the fact that the Companies must manage
22 their portfolio." What kind of a portfolio are you

23 discussing, Mr. Baker, are you referring to?

24 A. The generation portfolio.

25 Q. Generation. So AEP as acompany hasthe
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1 ability to manage a generation portfolio, | takeit.

2 A. Yeah. Wedo it on aday-in/day-out

3 basis.
4 Q. Okay.
5 A. It doesn't mean there aren't risks

6 imposed by certain actions that may lead you to

7 manageit differently.

8 MR. RINEBOLT: Your Honor, that's all |
9 have.

10 Mr. Baker, thank you very much.

11 THE WITNESS: Y ou're welcome.

12 EXAMINER SEE: Thank you.

13 Mr. Jones or Mr. Margard?

14 MR. JONES: No questions, your Honor.
15 EXAMINER SEE: Any redirect for

16 Mr. Baker?

17 MR. RESNIK: No, we have no redirect,

18 your Honor.

19 EXAMINER SEE: Okay.
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20 MR. RESNIK: | wasn't sureif there were

21 questions from the Bench.

22 EXAMINER SEE: No, there are no questions
23 from the Bench.

24 MR. RESNIK: In that case, your Honor,

25 1'd move for the admission of Companies Exhibit 2E

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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1 and2F.
2 EXAMINER SEE: Are there any objections
3 tothe admission of 2E and 2F?
4 Hearing none, Companies Exhibits 2E and
5 2F are admitted into the record.
6 MR. RESNIK: Thank you.
7 (EXHIBITSADMITTED INTO EVIDENCE.)
8 EXAMINER SEE: And since we have already

9 determined the briefing schedule, it's December
10 30th for initia briefsand reply briefs are due
11 January 14th.

12 If there's nothing else to be addressed

13 inthiscase--

14 MR. RESNIK: There's one other thing.
15 MS. GRADY: Your Honor.

16 EXAMINER SEE: |I'm sorry?

17 MS. GRADY:: | thought it was the 31st.
18 EXAMINER SEE: 30th.

19 MS. GRADY: The 30th.
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23

EXAMINER SEE: It isthe 30th.
MS. GRADY: Thank you.
EXAMINER SEE: Yes, Mr. Resnik.

MR. RESNIK: | would just liketo

24 indicate our, and my guessis probably other

25 peopl€'s, appreciation for alot of patience that was
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shown from the Bench, both you and Hearing Examiner
Bojko. It's been atough several weeks. Sometimes
we may enjoy ourselves down here more than you're
enjoying yourself up there, but | just wanted to note
that for the record.

EXAMINER SEE: Thank you. We also
appreciate you allowing, all of you allowing usto
tag team because it allowed us to address other tasks
that we're faced with.

Thank you very much.

MR. BELL: | think the same can be said
for the reporter. She's put up with alot.

MR. MASKOVY AK: Hear, hear.

EXAMINER SEE: Thank you all. That's
al.

(The hearing concluded at 6:31 p.m.)
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