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OHIO POWER COMPANY'S AND
COLUMBUS SOUTHERN POWER COMPANY'S
APPLICATION FOR REHEARING

On December 8, 2010, the Commlsswn issued an Entry initiating thls proeeedmg In its
Entry the Commission makes statements regardmg and seeks information from mterested partics
concerning the application filed on November 24, 2010, on behalf of Ohio Power Company
(OPCo) and Columbus Southern Power Company (CSP) (collectively referred to as "AEP Ohio”
or "the Companies") with the Federal Energy Regulatory Commission (FERC) in FERC Docket
No. ER11-2183-000.

The Companies' FERC application seeks approval from the FERC to make changes to the
wholesale charges that they assess for supplying capacity associated with retail loads served by
alternative load-serving entities (also referred to in Ohio as competitive retail electric service
(CRES) providers). Under the Fixed Resource Requirement (FRR) provisions in the PIM
Interconnection, L.L.C. (PJM) Reliability Assurance Agreement (RAA), the amounts that the
Companies currently recover from CRES providers in connection with their sales tor retail
customers that switch away from the Companies are set by PIM's Reliability Pricing Model
(RPM) capacity auction prices, Tﬁose prices are not based uplon, and would not permit the
Companies to fully recover, their capacity costs. Accordingly, consistent with express

provisions in the RAA and their rights established by the Federal Power Act (FPA), the
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Companies requested approval for an alternative mechanism that quld more accurately
calculate and recover their capacity costs.

Inits Decembet; 8 Entry, at Finding 4, the Commission first asserts that in In re Columbus
Southern Power Company, Case No. 08-917-EL-SSO, and {n re Qhio Power Company, Case No.
08-918-EL-850 (ESP Cases), it approved retail rates, "including recoverjr of capacity costs
through provider-of-last-resort (POLR) charges to certain retail shopping customers, based upon
the continuation of the current capacity charpes established by the three-year capacity auction
conducted by PJM, Inc., under the current fixed resource requirement (FRR) mechanism."

Next, also in Finding 4 of its December § Entry, the Commission concludes that, as a
result of the Companies' application to the FERC, "the Commission will now expressly adopt as
the state mechanism for the Companies the current capacity charges established by the three-year
capacity auction conducted by PJM, Inc. during the pendency of this review."

The Commission further finds, at Finding 5 of its December 8 Entry, that a review is
necessary in order to determine the impact of the proposed change to AEP Ohio's FERC-
regulated wholesale capacity charges. As a result, the Commission's Entry seeks comment
regarding "(1) what changes to the current state mechanism are appropriate to determine the
Companies' FRR capacity charges to Ohio competitive retail electric service (CRES) providers;
(2) the degree to which AEP-Ohio's capacity charges are currently being recovered through retail
rates approved by the Commission or other capacity charges; and (3} the ilﬁpact of AEP-Ohio's
capacity charges upon CRES providers and retail competition in Ohio."

Pursuant to §4903.10, Ohio Revf Code, and §4901-1-35(A), Ohio Admin, Code, the
Companies respectfully apply for rehearing of the Commission's December 8, 2010, Entry. The

Entry is unreasonable and unlawful in the following respects:




II.

MI1.

Iv.

The Commission’s Entry is unlawful and unreasonable in finding that the POLR
charges approved in Case Nos. 08-917-EL-8SO and 08-918-EL-SSO cover the
Companies’ costs of supplying capacity for retail loads served by CRES
providers; the Commission also erred in finding that the approved POLR charges
were based upon the continued use of RFM ‘auction prices to set capacity charges
for CRES providers,

A. The Provider of Last Resort Obligation under Ohio law

B. The approved POLR charge and the wholesale RAA capacity charge are related to
separate services that are based on distinct costs.

C. CSP’sand OPC’s POLR charges approved in the ESP Cases 51mply do not reflect
the Capa(:lty costs recovered under the FRR charges. :

D. The Commission’s decision in the Ormet Case and the Eramet Case also dzrectly
undercut the Entry’s present finding that the approved POLR charges already
reflect the capacity cost associated with shopping customers,

The Commission’s Entry establishing an interim wholesale capacity rate is
unreasonable and untawful because the Commission is a creature of statute and
lacks jurisdiction under both Federal and Ohio law to issue an order affecting
wholesale rates regulated by the Federal Energy Regulatory Commission.

The Entry was issued in a manner that denied AEP Ohio due process and violated
statutes within Title 49 of the Revised Code, including Sections 4903.09, 4905.26,
and 4909.16, Revised Code.

Finding 4 of the Entry and subpart 1 of Finding 5 must be reversed and vacated
because they are in direct conflict with, and preempted by, federal law.



A memorandum in support of this application for rehearing is attached.
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MEMORANDUM IN SUPPORT

In FERC Docket No. ER11-2183-000, CSP and OPCo have applied for authority to
revise the amounts that they charge for supplying capacity associated with retail loads served by
alternative load-serving entities (referred to in Ohio as competitive retail electric service (CRES)
providers).!  Under the Fixed Resource Requirement (FRR) provisions in the PIM
Interconnection, L.L.C. (PJM} Reliability Assurance Agreement (RAA), the amounts that CSP
and OPCo currently recover from the CRES providers in connection with CRES i:)rovidem’ sales
to retail customers that switched away from CSP/QOPCo are Qet by PIM's Reliability Priciﬁg
Model (RPM) capacity auction prices, Those prices will not permit the Companies to fully
recover their costs. Consequently, consistent with the express provisions of the RAA and rights
established by the Federal Power Act, the Companies submitted an alternative mechanism to
more accurately calculate and recover their costs of supplying capacity for retail loads served by
CRES providers.

Through their application to FERC, the Companies sought to revise the compensation
they receive for meeting their FRR capacity obligations in accordance with Section D.8 of
Schedule 8.1 of the RAA? That provision expressly provides that the Companies may, "at any
time, make a filing with FERC under Section 205 of the Federal Power Act proposing to change
the basis for compensation to a method based on [their] cost or such other basis shown to be just
and reasonable.” While it is true that Section D.8 also references the option of a "state

compensation mechanism” and suggests that a state mechanism may "prevail" in lieu of a

' American Electric Service Corporation initially filed on November 1, 2010, an application with FERC in FERC
Daocket No. ER11-1993, on behalf of the Companies. Pursuant to a Deficiency Letter issued on November 19, 2010,

the Companies' revised application was refiled with FERC in FERC Docket No. ER11-2183-000 on November 24,
20140.

? PJM Rate Schedule FERC No. 44 at 113, Section D.8 of Schedule 8.1 of the RAA ("Section D.8").



federally-approved alternative, that reference does not justify the Commission's action in this
instance and is inapplicable here for severalrreasons.

First, Congress has mandated that the FERC exercise plenary authority over the
regulation of wholesale electric transactions involving the sale of capacity as well as the sale of
energy. Thus, the state compensation mechanism referenced in Section D.8 cannot be invoked to
usurp the Companies' right under Section 205 of the FPA to petition FERC to change the basis
for compensating them for capacity charges to CRES providers. Nor can it be used to justify a
state proceeding that seeks to undermine and derail a pending FERC proceeding commenced
under the last proviso in Section D.8. Yet that apparently is what the Commission is doing here,
as evidenced by its comments in the pending FERC proceeding.’

Second, even if a state regulatory entity could exercise authority td establish the capacity
charges to be paid to the FRR Entity by CRES providers, this Commission has no authority to do
so under Ohio law.

 Third, even if were permissible for it do so as a matter of both federal and state law
(which it is not), this Commission has not adopted a state compensation mechanism within the
purview of Section D.8 because it has never issued an order that requires CRES providers to
compensate the Companies for their FRR capacity obligations. It certainly did not do s in the
ESP Cases when it approved provider-of-last resort ("POLR") charges to certain retail customers
and it did not do so in the Décember 8 Entry. The POLR charges relate to an entirely different
service and are based on an entirelyr different set of costs than fhe capacity charges provided for
in Sch. 8.1, Sec. D.8 of the RAA. During the entire period in which the current retail POLR

charges have been in effect, the Companies have been collecting the PUCO-approved POLR

* The Commission’s December 10, 2010 Comments in Docket No. ER11-2183-000 state that there is no need for the
FERC proceeding to advance because the Commission has provided a state compensation mechanism. Comments at
2 and n.1 {attached hereto as Attachment A).



charge from certain retail customers and the separate FERC-approved FRR capacity charge from
CRES Providers. Heretofore, no one — not the Commission, not the CRES Providers and not the
retail customers nor their advocates — has suggested that the POLR charge or any other PUCO-
approved retail charge compensates the Companies for their capacity obligations under the RAA
and is, in whole or in part, the state compensation mechanism referenced in Sch. 8.1, Sec. D.8. .
While the Entry in this proceeding purports to adopt an interim "state compensation mechanism,”

it does not do so effectively because it does not require switching customers or CRES providers

to pay any additional amounts to the Companies to compensate them for the FRR capacity —

obligations.

Fourth, even if the prior ESP Orders or the December 8, 2010 Entry could be read to have
established a state compensation mechanism for capacity charges to be paid by switching retail
customers or CRES providers, the Commission's action would be invalid because the
Commission failed to provide the Companies any semblance of due process by summarily
purporting to establish a rate to be paid by CRES providers without any record basis to do so or
any opportunity for the Companies to be heard on this issue.

Each of these reasons, which singly and collectively establish the grounds for rehearing,
is discussed more fully below. Any one of these reasons requires the Commission to vacate its
findings in paragraph 4 of the Entry.

The Commission erroneously asserts in Finding 4 of its Entry that in the ESP Cases, it
approved retail rates, "including recovery of capacity costs through provi&er-of—last-resort
(POLR) charges to certain retail shopping customers, based upon the continuation of the current
capacity charges established by the three-year capacity auction conducted by PJIM, Inc., under

the current fixed resource requirement (FRR) mechanism.” Also in Finding 4 of its December 8



Entry, the Commission unlawfully states that, as a result of the Companies' application to the
FERC, "the Commission will now expressly adopt as the state mechanism for the Companies the
current capacity charges established by the three-year capacity auction conducted by PJM, Inc.
during the pendency of this review."

Each of these reasons also requires the Commission to vacate its finding in subsection 1
of paragraph 5 of the Entry. In subsection 1 of Finding 5, the Commission seeks comment

regarding "what changes to the current state mechanism are appropriate ta determine the

Companies’ FRR capacity charges to Ohio-[CRES providers]." This finding- is erroneously

premised on the existence of a "current state mechanism,” although no such mechanism is in
place. It also would be unlawful as a matter of both federal and state law for the Commission to
now adopt any mechanism to determine the Companies' FRR capacity charges.

The Commission further finds, at Finding 5 of its December 8 Entry, that a review is
necessary in order to determine the impact of the proposed change to AEP Ohio's FERC-
regulated wholesale capacity charges. As a result, the Commission's Entry seeks comment
regarding ". . . (2) the degree to which AEP-VOhio's capacity charges are currently being
recovered through retail rates approved by the Commission or other capacity charges; and (3) the
impact of AEP-Ohio's capacity charges upon CRES providers and retail competition in Ohio."

While these subparts of Finding 5 of the Entry also appear to be designed to support
taking further action in this préceeding regarding the Companies’ wholesale capacity charges
that are i)eyond this Commission’s jurisdiction, AEP Ohio recognizes that the Commission has
broad authority to investigate matters involving Ohio utilities and that it may explore such -
matters even as an adjunct to its own participation in FERC proceedings such as FERC Docket

ER11-2183-000. Therefore, while the Companies disagree that there is any need for an



investigation or PUCO proceeding regarding this matter, AEP Ohio plans to participate in the
investigation component of this proceeding and its current application for rehearing is focused on
the interim rate that the Commission purported to establish in Finding 4 of the Entry and on
subpart 1 of Finding 5 that appears to be aimed at further modifying the wholesale capacity
charge. |
| I. The Commission’s Entry is unlawful and unreasonable in finding that the
POLR charges approved in Case Nos. 08-917-EL-SSO and 03-918-EL-SSO

cover the Companies’ costs of smpplying capacify for retail loads served by
CRES providers; the Commission also erred in finding that the approved

POLR charges were based upon the continned use of RPM auction pricesto - - -~ - -

set capacity charges for CRES providers.

The Commission's claim in its December 8 Entry that the POLR chargesi it approved for
the Companies in the ESP Cases were intended to recover their costs of supplying capacity for
retail loads served by CRES providets is without basis. That notion reflects a misunderstanding
of the basis for the retail POLR rates approved for CSP’s and OPC’s retail customers. The
POLR charges relate to an entirely different service and are based on an entirely different set of
costs than the capacity rates provided for under Section D.8 of Schedule 8.1 of the RAA. Asthe
record in the ESP Cases confirms, the POLR rates are not the “state compensatibn mechanism”
envisioned under the RAA and there is no overlap (and thus no double recovery) between the
Ohio retail POLR charges and the FRR compensation provided for under the RAA. Simply put,
the PUCQO’s approval of retail POLR charges do not compensate CSP and OPC for the wholesale
capacity that they are required to make available as FRR Entities under the RAA.

A. The Provider of Last Resbrt Obligation under Ohio law
Am. Sub. 8.B. No. 3, 1999 Ohio SB 3, effective October 5, 1999 (SB 3) which was subsequently
modified by S.B. 221, restructured regulation of electric utilities by introducing retail customer

choice for electric generation service and providing for future deregulation of generation service



in Ohio. Of importance to this proceeding, SB 3 granted retail customers the right to not shop
and avoid market-based rates by taking the standard service offer (“SSO™) of their electric
distribution utility (i.e., CSP and OPC). See Ohio Rev. Code Ann. § 4928.141 (2010). A unique
aspect of Ohio’s restructuring laws is that retail customers that do shop for alternative generation
service may return to the utility’s SSO if they subsequently decide to return or if their CRES
provider turns the customer back or defaults on its obligation to serve. Ohio Rev. Code Ann. §

4928.14 (2010),

A corollary to these customer rights is the electric distribution utility’s obligatien to-be - -

the provider of last resort, a requirement imposed on electric distribution utilities by multiple
statutory provisions." When coupled with the right to choose a retail generation supplier,
availability of the SSO means that a retail customer may freely leave the elecﬁ'ic distribution
utility when the market price is lower than the stabilized SSO rate and may just as easily return
when the market price rises above the SSO rate. Given the volatile nature of market prices for
electricity, there exists an opportunity for “churn” or migration of customers on and off SSO
service. Another POLR obligation provides that custamers of a defaulting competitive provider
may return to the electric distribution utility’s SSO until the customers choéséa an alternative
supplier.” Thus, Ohio electric distribution utilities must stand ready to provide full generation

services as necessary to fulfill their statutory POLR obligation.

*R.C. § 4928.141(A) imposes on an electric distribution utility the requirement to provide consumers within its
certified service territory “a standard service offer of all competitive retail electric services necessary to maintain
essential electric service to consumers, including a firm supply of electric generation service.” Ohio Rev. Code Ann.
§4928.141(A) (2010). CSP and OPC recover their capacity charges from retail customers through the PUCO-
approved SSO rates and, for shopping customers, through the wholesale FRR capacity charges to CRES Providers
approved by this Commission.

* Ohio Rev. Code Ann. § 4928.14 (2010).
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B. The approved POLR charge and the wholesale RAA capacity charge are related
to separate services that are based on distinct costs.

As the prior discussion confirms, CSP’s and OPC’s POLR obligations address the right‘
of retail customers to shop and subsequently return for generation service under the SSO rates.
This section demonstrates that, contrary to Finding 4 of the En@, the Companies’ POLR
charges were never intended to compensate CSP and OPC for meeting their wholesale FRR
capacity obligations to CRES Providers that serve shopping customers.

The PUCO-approved retail POLR charges reflect the value of the customers’ right, or
option, to switch sﬁpfliefé "but retain thé éafety net of tht;, éSO raté; li. e., -retaill custémefs ha%r.e. the -
right to come back to the Companies, if electricity prices move in a way that makes switching
back to CSP or OPC an economically attractive choice or if a CRES Provider turns back the
customer or defaults on its obligations. The value of that oétion existed at the beginning of the
2009-2011 rate term covered by the last PUCO proceeding, independent of the dctual outcomes
that eventually materialize in the future. In other words, CSP and OPC were obligated at the
outset of that term, based on then-current circumstances and uncertainties, to provide an SSO
rate for the full three-year term and undertake the attendant POLR risk. The simﬁle hypothetical
example in the diagram below illustrates the customers’ POLR optionality and CSP’s and OPC’s

attendant POLR risks:

MARKET PRICE

SSORATE

YEAR ‘ YEAR 2 YEARY
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Under this example, customers may stay on (or return to) the SSO rate in years 1 and 3,
while they would likely shop in the mgrket during year 2. CSP’s and OPC’s obligations to
support the SSO price ‘during the period covered by the PUCO rate orders was firmly established
on the first day that the rates became effective, even though neither company could predict with
certainty market prices (the dotted line) over the three subsequent years. The migration risk, for
which the PUCO authorized the POLR chafges, is illustt‘ated in year 2 when customers could

leave the SSO to pursue more favorable market prices. The retail POLR charge reflects the cost

of the customers’ POLR optionality, and the amounts collected through the POLR charges aoew - -

CSP and OPC to “hedge” against market changes and ride out fluctuations in SSO load. As
explained in the next section, the POLR charge does not reflect the cost of CSP's and OPC’s
installed capacity.

C. CSP’s and OPC’s POLR charges approved in the ESP Cases simply do not
reflect the capacity costs recovered under the FRR charges.

During the entire period in which the current retail POLR charges have been in effect,
CSP and OPC have charged CRES providers the FRR capacity charge as provided for under the
RAA. And during that entire time, neither the PUCO nor any CRES providers or shopping
customers have ever argued that the FRR charges were duplicative of the POLR; charges. Now
that CSP and OPC have sought to increase the FRR charges to recover their costs, commenters in
the FERC proceeding have seized upon snippets of AEP testimony taken out of context to argue
that FRR charges coupled with CSP’s and OPC’s POLR charges results in a double charge. This
is apparently the premise of the PUCO’s own comments before the FERC (Attachment A to this
application for rehearing). Of course, eliminating the FRR capacity charge would result in
CRES providers getting free use of CSP’s and OPC’s capacity resources, which would be highly

inequitable and inconsistent with express provisions of the RAA. When the PUCO’s decision to
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adopt the retail POLR charges and AEP’s supporting POLR testimony are examined in detail, it
becomes obvious that there was never any intention that the POLR charges would displace the
FRR capacity charges or serve as the “state compensation mechanism” under thé RAA. Indeed,
neither the RAA nor the FRR were raised in the PUCO proceeding in.conﬁection with the
deliberation of the appropriate POLR charges.

The cost of CSP’s and OPC’s POLR obligations result from trying to balance and

quantify two of the goals of electric restructuring in Ohio, not from the cost of AEP’s installed

capacity. The first goal is to preserve the customers’ right to take competitive generation service - -

from their electric distribution company or from CRES Providers. The second geal is to provide
customers rate stability and protection from the volatility of short-term market pr;ces through the
existence of a default standard service offer. In the propeedings before the PUCb, AFEP’s POLR
charge witness was J. Craig Baker, who described the potential conflict between these two goals

in his direct testimony as follows:

Despite the many changes to Ohio’s customer choice legislation enacted in
1999 (Am. Sub. S.B. No.3 - 8.B.3) that were made by 8.B. 221, the fundamental
premise of S.B. 3 remains. That is, all customers are free to switch to receive
generation service from Competitive Retail Electric Service (CRES) providers.
Further, customers can become part of a government aggregation group as another
form of switching.

Conversely, customers also are free to continue to rely on their incumbent
utility for generation service at a tariff rate. Even those customers who swiich
can choose to retumn to their incumbent utility. Further, if the CRES provider to
whom customers switched or the supplier to the government aggregation group
were to default in its service obligation, those customers can return to the
incumbent utility,

This flexibility leaves the Companies in the precarious position of being
exposed to losing generation service load when the market price is low but
needing to stand ready to begin serving that load again when the market price is
high, and in the case of a CRES or other supplier default, doing so at a moment's
notice. There is a definite and significant cost associated with providing this

flexibility. |

In addition to the challenges of providing capacity and enetgy on short notice,
the Companies would provide service to returning customers at the 550 rate
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(even though they are likely fo be returning because market prices exceed the
$S0).

ESP Cases, Cos. Ex. 2A at 25-26 (emphasis added) (attached hereto as Attachment B).
Further, Mr. Baker testified:

[Clustomers have the right to leave the utility and take service from an alternative
supplier as well as the right to return to AEP’s ESP pricing if future market price
fluctuations make it advantageous for them to do so. AEP is holding the other
side of that arrangement; AEP is obligated to stand ready to handle whatever load
fluctuations may result from such switching. The financial risk inherent in such
arrangements is a result of the asymmetrical relationship that exists between the
two parties - one party is holding the rights that will bring financial benefits to

- themselves and at the same time impose financial losses on the other party. - - - -~ -

Id. at 30. Mr. Baker went on to describe “the keys to understanding AEP’s cost of providing its
POLR obligation”:

Wholesale price volatility and the asymmetrical impacts of retail choice - .e., the
customer is the party who holds the ability to choose if and when they want to
take service from a competitive retail provider or under the utility’s ESP plan - are
the keys to understanding AEP’s cost of providing its POLR obligation. The
customers’ option to switch providers can be demanded opportunistically, at the
economic convenience of customers. In fact, Ohio’s desire to create structures
and incentives to encourage customer switching is one of the stated policy goals
of SB 221. When determining the cost of AEP’s POLR obligation, it is important
to realize that in financial terms, such one-sided rights that customers recejve
through retail choice are equivalent to a series of options on power. When it
becomes apparent that there are economic benefits from switching between a
competitive supplier and the ESP price, the rational customer will exercise his or
her flexibility to change providers. AEP, however, will bear the difference
between market and ESP prices as a loss. Thus, an option pricing model provides
an effective way to calculate the cost of AEP’s POLR obligation.

Id. at 30-31. Finally, during cross-examination, Mr. Baker provided a very succinct description
of the risks that the companies were attempting to quantify in determining the cost of the POLR
obligation:

In my view the [proposed POLR charge] is the series of options that are provided

to customers, the right to leave the customer’s tariff and go back -- the SSO tariff
price and go to the market when it’s economically attractive and then come back
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to the SSO rate when that’s economically attractive. That’s my definition of
POLR.

ESP Cases, Tt. Vol. XIV at 193:18-25 (attached hereto as Attachment C).

When read in context, it becomes readily apparent that the Entry’s conflation of the two
charges is arbitrary and capricious, The decision in the ESP Cases contains absolutely no
discussion of the CRES Providers’ FRR obligations or the RAA provisions under which CSP and
OPC serve as “FRR Entities” to enable the CRES Providers to meet those obligations. Rather,
after heanng the ewdence and conmdermg the proposal the PUCO acknowledged that AEP’s
proposed POLR charge would cover two distinct nsks “the cost of al]owmg a customer tow
remain with the Companies, or to switch to a [competitive] provider and then return to the
Companies’ SSQ after shopping” and noted that CSP and OPC “utilized the; Black-Scholes
Model to calculate their cost of fulfilling the POLR obligation, comparing customers’ rights to ‘a
series of options on power.”” ESP Cases (Mar. 18, 2009) at 38-39 (internal cit:ations omitted)
(included as Attachment C to FirstEnergy’s Protest). The PUCQO also recogiﬁzed its Staff’s
position that there are “two risks involved: one risk is the risk of customers returning to the SSO
and the other risk is that the customers feave and take service from a [competitive] provider
(migration risk).” Id. at 39. Regarding the migration risk (that customers couid migrate, Le.,
leave when market prices drop below the SSO rate during the period of the ESP), the PUCO
granted most of the requested POLR revenue requirement in order to compensate AEP Ohio for
that risk. Jd. at 40. Regarding the second risk (a customer shopping and then returning to the
SSO rate when the matket price goes back up), the PUCQO permitted shopping customers to
bypass the POLR charge only if they agree (at the time they begin shopping) to pay a market

price if they end up returning to SSO service later. fd.
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Finding 4 of the Entry does not cite even a single passage from the ESP Cases record
wherein the RAA or the FRR obligations were ever mentioned in the context of the POLR
- charges, let alone any record-basis that the POLR charges were approved for those purposes. The
silence speaks volumes. Of course, there is no record basis to conclude that the approved POLR
charges reflect the cost of capacity to support a CRES provider’'s generation service to a
shopping customer and, likewise, no basis to presume that the POLR charge mﬁehow overlaps
with the wholesale capacity charge or otherwise results in double recovery for AEP Ohio.
Indeed, if the Commission had believed that the POLR charge already resulted in recovery of -
such capacity charges for AEP Ohio, there would have been no reason to further adopt the RPM-
based wholesale capacity charge for AEP Ohio — as Finding 4 purports to do. Rather, Finding 4’s |
conclusion that the POLR charge already reflects such capacity costs and simultaneous decision
to adopt the RPM-based wholesale capacity charge fundamentally amounts to a non sequitur and
serves to further compound the Commission’s error., |

Similarly, the Commission in the ESP Cases ordered that the Companies’ approved
POLR charge could be avoided by shopping customers who promise 1o pay a market rate if they
return to the SSO. (ESP Cases, Opinion and Order at 40.) To the extent that the POLR charges
reflect capacity costs associated with shopping customers, this would mean that such customers
would receive free capacity during the entire period when they shop (which could be permanent).
This makes no sense and further reveals that a charge that is bypassable by a customer c@not
possibly be recovering capacity costs for serving that same customer. Thus, not 6nly would this
be unduly discriminatory and anti-competitive — to the unfair advantage of competing CRES

providers serving those shopping customers — but it would also mean that customers receive free
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capacity at the expense of AEP Ohio. On rehearing, the Commission should recognize that the
Entry misapprehends the POLR charge approved in the ESP Cases and reverse Finding 4.

D. The Commission’s decision in the Ormet Case and the Eramet Case also directly
undercut the Entry’s present finding that the approved POLR charges already
reflect the capacity cost associated with shopping customers.

Finally in this regard, the Entry’s presumption that the POLR charges reflect capacity

costs of serving shopping customers is flatly inconsistent with other decisions wherein the

Commission had occasion to interpret and clarify the POLR charges afier the decision in the ESP

Cases. More specifically,-in its-July 15, 2009 Opinion and Order in Case No. 09-119%-EE-AEC- - - -

(Ormet Case), the Commission addressed the POLR charges as follows:

The Commission finds that under the terms of the unique arrangement AEP-Ohio

will be the exclusive supplier to Ormet (Tr. [ at 37-38; Tr. IV at 484). Therefore,

there is no risk that Ormet will shop for competitive generation and then return to

AEP-Ohio's POLR service. If AEP-Ohio were to retain these charges, AEP-Ohio

would be compensated for a service it would not be providing. * * * During the

term of the unique arrangement, AEP-Ohio shall credit any POLR charges paid

by Ormet to its economic development rider in order to reduce the impact of the

unique arrangement on other ratepayers' bills.

Ormet Case, Opinion and Order at 13-14. This position was upheld by the Commission in its
September 15, 2009 Entry on Rehearing in the Ormet Case.

Similarly, in its Qctober 15, 2009 Opinion and Order in Case No. 09-516-EL-AEC
(Eramet Case), the Commission found that the customer agreed not to shop during the term of
the proposed reasonable arrangement. Eramet Case, Opinion and Order at 7 (“Based upon the
evidence in the record, the Commission finds that that Eramet knowingly decided that it would
not shop for electric service in exchange for securing a long-term power contract with CSP.”)

As with the Ormet Case, the Commission decided in the Eramet Case to eliminate the POLR

charge for the affected customer:
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If there is no risk of Eramet shopping and returning to standard offer setvice

during CSP’s ESP, CSP will incur no costs for providing POLR service that can

be recovered under Section 4905.31, Revised Code. Accordingly, the

Commission finds that CSP should credit any POLR charges paid by Eramet to its

economic development rider in order to reduce the amount of delta revenues

recovered from other ratepayers.

Eramet Case, Opinion and Order at 8-9. This decision was upheld on the Commission’s March
24, 2010 Eniry on Rehearing in the Eramet Case.

Thus, both the decision in the Ormer Case and the decision in the Eramet Case clearly
and unequivocally hold that the Compames POLR charges are based strlcﬂy on the rmgratmn
tisk associated with shoppmg and that risk is nonex1stent (and the attendant cost belng recovered
through the POLR charges is not incurred) where a customer agrees not to shop.’ There is no
discussion of the POLR charges reflecting capacity costs of any kind. Indeed, the direct and
explicit impact of the Commission’s decisions in the Ormet Case and the Eramet Case is that the
involved customers avoid the POLR charges even though AEP Ohio was deemed to be the
exclusive supplier for those customers and would clearly incur capacity costs in serving them.
Hence, those decisions confirm that the POLR charges do not reflect capacity costs.

II. The Commission’s Entry establishing an interim wholesale capacity rate is
unreasonable and unlawful because the Commission is a ereature of statute

and lacks jurisdiction under both Federal and Ohio law to issue an order

affecting wholesale rates regulated by the Federal Energy Regulatory

Commission.

The Commission's attempt in Finding 4 to "expressly adopt as its state compensation
mechanism the AEP Ohio Companies' charges established by the reliability pricing model's

three-vear capacity auction conducted by PIM" is not sustainable. It appears that the

Commission has determined that, in light of the rates proposed by the Companies' FERC filing, it

¢ AEP Qhio’s reference to these decisions in no way endorses them. AEP Chio has challenged the decisions before
the Sepreme Court of Ohio in Case Nos. 2009-2060, 2010-722 and 2010-723, But the decisions do represent the
Commission’s views on the approved POLR charges and that is the context of AEP Ohio referencing them here.
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was necessary for the Commission to step in and establish its own mechanism for the Companies
to recover FRR capacity costs from CRES providers. In particular, the Connnission’s Entry
purports to establish, on an interim basis, the prices that the Companies may charge for providing
capacity to support CRES providers® sales to retail customers. But the provision of generation
capacity to CRES providers is a wholesale transaction that falls within the exclusive ratemaking
jurisdiction of the FERC.” The FERC recently reiterated that its “authority under the FPA

includes the exclusive jurisdiction te regulate the rates, terms and conditions of sales for resale of

electric energy in interstate commerce,” and that efforts by a state-commission to- set the rate-for-- - - - -

the wholesale sale of clectric energy are preempted by FERC’s exclusive jurisdiction.®
Recognition of FERC’s exclusive jurisdiction ovér the FRR capacity compensation received
from “alternative retail LSEs” (i.e., the CRES providers) is memorialized in Section D.§, which
expressly reserves the right of each “FRR Entity” (i.e., CSP and OPCo) to make filings under
FPA Section 203, and the right of each retail LSE (ie., a CRES Pro;lider) to “ai any time
exercise its rights under Section 206 of the FPA.”

Alternatively, even assuming the Commission is not precluded by federal law from
regulating wholesale transactions involving capacity (although it clearly is), the Commnission
cannot adopt as the state compensation mechanism for the Companies the current capacity
charges the Companies charge CRES Providers under the PJM Tariff. That action is entirely at

odds with Sec. D.8. That section sets out three possible alternatives for the recovery of FRR

7 See FPA Section 201(b), 16 U.S.C. § 824(b) (2006); e.g., Mississippi Power & Light Co. v. Mississippi ex rel.
Moore, 487 U.S. 354, 374, (1988} (“Congress has drawn a bright line between state and federal authority in the
setting of wholesale rates™); FPC v. Southern Cal. Edison Co., 376 U.S. 205, 215-16 (1964) (*Congress meant to
draw a bright line easily ascertained, between state and federal jurisdiction, making unnecessary such case-by-case
analysis. This was done in the Power Act by making FPC jurisdiction plenary and extending it to all wholesale sales
in interstate commerce...”); LS. v. Public Utilities Comm;n of California, 345 U.5. 295, 308 {1953) (“Cangress
interpreted [Attleboro] as prohibiting state control of wholesale rates in interstate commerce for resale, and so armed
the Federal Power Commission with precisely that power™).

* Public Utilities Comm n of California, 132 FERC Y 61,047 at P 64 (2010).
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capacity charges: 1) a state compensation mechanism; 2) the establishment of capacity charges
through the capacity auction in accordance with Attachment DD to the PIM Tariff as the default
option in the event there is no state compensation mechanism; or 3) a cost-based method or other
"just and reasonable” method specific to the FRR Entity based upon a filing made "at any time"
and approved by the FERC. Section D.8 does not allow the Commission to adopt the federal
default option as a temporary or permanent state compensation mechanism; these are mutually

exclusively options, as evidenced by the fact that the default option becomes available only if

- there is no state compensation mechanism. - - And, it-clearly does not allow the Commission-to- - -

preempt the FRR Entities' right under Section 205 of the Federal Power Act to propose a change
in the basis for compensating it for its capacity obligations by locking in the current capacity
charges established in accordance with Attachment DD to the PIM Tariff to the exclusion of any

alternative basis the FRR Entity might otherwise be permitted to propose.

Moreover, the Commission is a creature of statute and has no statutory authority beyond that

conferred by the General Assembly. See Discount Cellular, Inc. v. Pub. Util. Comm., 112 Ohio St.3d

360, 373, 2007-Ohio-53, 859 N.E.2d 957 (2007) (citing Reading v. Pub. Util. Comm., 109 Ohio St.3d

193, 2006-Ohio-2181, 846 N.E.2d 840, § 13 (2006)). Ohio law does not confer upon the Commission

— even assuming that doing so would be permitted under Federal law (which it is not) — the authority

to regulate wholesale transactions. No provision of Title 49, Ohio Rev. Code, authorizes the

Commission to establish wholesale prices for the Companies provision of capacity that CRES

providers require in order to serve their retail electric generation service customers. Even though the

Commission suggests that it is acting out of concern for “retail competition in Ohio™ (December 8

Entry, at Finding 5), “[a] concemn for the future of the competitive market does not empower the
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commission to create remedies beyond the parameters of the law.” Industrial Energy Users v. Pub.
Util. Comm., 117 Ohio St.3d 486, 491, 2008-Ohio-990, 885 N.E.2d 195 (2008) (citation omiited).
When the General Assembly wants to empower the Comﬁission to perform acts delegated to it
under federal law, it must confer statutory jurisdiction to do so — as it has done in order to implement
the 1996 Telecommunications Act through enactment of Section 4927.04, Revised Code. The
General Assembly has not chosen to do so in this instance. Thus, even if FERC had delegated
authority to establish wholesale capacity charges (which it has not), the Commission lacks subject
matter jurisdiction under Ohio law to do so. Accordingly, Finding 4 of the Entry should be reversed

and vacated on rehearing.

IlI. The Entry was issued in a manner that denied AEP Ohio due process and

violated statutes within Title 49 of the Revised Code, including Sections

4903.09, 4905.26, and 4909.16, Revised Code.

There is another, and more fundamental, flaw in the Commission’s determination in
Finding 4 of its Entry to adopt the current RPM auction prices as the state compensation
mechanism for the Companies during the pendency of its review in this proceeding. Even
assuming the Commission has subject matter jurisdiction to establish a Wht;lesale capacity
charge (which it does not), multiple provisions within Title 49 of the Revised Code require that
the Commission provide a public utility due process prior to unilaterally estabﬁshing or changing
a rate. Consequently, Finding 4 of the En@ violates Ohio law and should be reversed and |
vacated on rehearing.

The Commission “may temporarily alter [or] amend™ an existing rate without a heating

only “[w]hen the . . . commission deems it necessary to prevent injury to the business or interests

of the public or of any public utility of this state in case of any emergency[.]” 84909.16, Ohio

21



Rev. Code. The Companies’ filing of a FERC application seeking to modify the basis on which
it recovers its capacity costs, however, would not credibly qualify as an “eﬁergency” for which
unilateral, immediate action by the Commission would be necessary “to prevent injury to the
business or interests of the public[.]” Jd. Regardless, the Commission’s December 8 Entry gives
no indication that the Commission was acting pursuant to §4909.16.

Absent an emergency situation, the Ohio Revised Code requires the Commission to

provide notice and a public hearing before setting a utility rate, even if the ratemaking is only

temporary: See, e.g., Lucas Cty. Commrs. v. Pub. Util: Comm., 80 Ohio St. 3d-344; 347, 686 - -

N.E.2d 501 (1997) (holding that, “[p]ursuant to R.C. 4905.26 and 4909.15(D), the commission
may conduct an investigation and hearing, and fix new rates 1o be substituted for u_existing rates, if
it determines that the rates charged by a utility are unjust or unreasonable.”). In Ohio Bell
Telephone Co. v. Public Utilities Commission of Ohio, 64 Ohio St. 3d 145, 593 N.E.2d 286
(1992), the Court considered a Commission order prohibiting local exchange telephone
companies (“LLECs”) from billing customer-owned, coin-operated telephone (*COCOT™)
providers for directory assistance calls placed by COCOT phone users. When the Commission
issued that order, it explained that the prohibition was simply “‘an interim policy position’”
while the Commission investigated complaints that ratepayers were unfairly subsidizing the
LECs’ directory assistance setvice. Id. at 146. The Supreme Court of Ohio reversed and vacated
the Commission’s order. The Court held that “[f]egardless of how the action is characterized by
the commission, it is still a rate change subject to the procedural requirements of R.C. 4905.26.”
Id at 148. Accordingly, the Commission was required to provide notice and a public hearing
under §4905.26, Ohic Rev. Code, which states in relevant part:

upon the initiative or complaint of the public utilities commission, that any rate,
fare, charge, toll, rental, schedule, classification, or service, . . . is in any respect
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unjust, unreasonable, unjustly discriminatory, unjustly preferential, or in violation
of law, . . . if it appears that reasonable grounds for complaint are stated, the
commission shall fix a time for hearing and shall notify complainants and the
public utility thereof. . . . The parties to the complaint shall be entitled to be
heard, represented by counscl, and to have process to enforce the attendance of
witnesses.

Id. The Court explained that the statute required “a formal evidentiary hearing,” rather than the
“notice and comment format” that the Commission had attempted instead to use. Id For the
same reasons, the Comumission may _ugot impose a wholesale capacity charge on the Companies
without notice and a full ev1dent1ary hearmg The Commission’s action in this proceeding
- purpotts to effect a rate change it imposes a FRR capacny cost-recovery mechamsm dliferent”
from the mechanism t]:iat the Companies have sought FERC’s approval to apply. Per the
“Supreme Court’s finding in Qhio Bell Telephone, “before the commission may order a change in
iltility rates on policy grounds, the procedural requirements of R.C. 4905.26 fbr notice and a
public hearing must first be satisfied.” Jd The Commission here has not satisfied those statutory
requirements. Regardless, the Commission provided no notice to the Companies of its intention
_to_establish the féties that Finding 4 of its Entry purports to set. There is no rate-setting process
'::ontained in Ohio law that permits the Commission to establish rates for a publii: utility without
Aﬁrs‘t notifying the public utility of its intention to set rates. As a result, the Commission also
failed ig,pmvide the Companies with any opportunity to be heard regarding tiie justness and
-reasqnabiieness of the rates that the Commission established. The rates. are niit just and
: réil_'sonab]e because they chronically under-recover the Companies’ costs.
In addition, Section 4903.09, Ohio Rev. Code, requires that, in all contested cases, the
Commission must make a complete record of its proceedings, including a ti‘anscript of ali

testimony and exhibits, and the Commission must file, with the record of the case, findings of

fact and written opinions setting forth the reasons prompting its decisions, based upon those
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findings of fact. In this case, the results of which the Companies vigorously contest, the
Commission created no record basis for the establishment of the rates that it set. Perhaps not
surprisingly, as a result, i’;s Entry provides virtually no explanation of the basis for and manner in
which the Commission arrived at its decision to establish the rates that it set. Where the
Commission’s order fails to state specific findings of fact, supported by the record, and fails to
state the reasons upon which the conclusions in the Commission®s order were based, the order
fails to comply with the requirements of §4903.09, Ohio Rev. Code, and is, therefore, unlawful.
Motor Service Co. v. Pub. Util. Comm., 39 OQhio S$t.2d 5, 313 N. E.2d 803 (1974): See also -
Allnet Comms. Serv. v. Pub. Util. Comm., 70 Ohio St. 3d 202, 209, 638 N.E.2d 516 (1994)
(holding that the Commission must at least “suppi[y] some factual basis and r;easoning based
thereon in reaching its conclusion.”). For all of these reasons, Finding 4 of the Commission’s
December 8 Entry failed to provide AEP Ohio with the important due process protections
provided by Title 49 of the Ohio Revised Code and must be reversed.
IV. Fiunding 4 of the Entry and subpart 1 of Finding 5 must be reversed and

vacated because they are in direct conflict with, and preempted by, federal

law.

The Comumission lacked jurisdiction to issue Finding 4 and subpart 1 of Finding 5 of the
Entry because they are in direct conflict with, and preempted by, federal law. The Commission
acknowledges that this proceeding was initiated in direct response to the Companies’ filing of an
application with FERC, under Schedule 8.1, Secﬁon D.8 of the RAA to éhange the basis for
compensating the Companies for their capacity obligations to a cost-based method. Entry at {3,
citing FERC Daocket No. ER11-1995. By this proceeding the Commission is seeking to delay or

derail the FERC's own review and adjudication of the Companies' application to propose a
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change in the method for determining capacity charges.” As a result, the Commission's action
this proceeding — is an apparent attempt by the Commission to assert state juﬁédiction in direct
violation of federal law.

The central and common issue in this proceeding and in the pending FERC proceeding is
the interpretation of Schedule 8.1, Sec. D.8 of the RAA. The RAAisa FERC-approved tariff
and its interpretation and application falls within the exclusive jurisdiction of the FERC. AEP
Texas North Co. v. Texas Indus. Energy Consumers, 473 F.3d 581, 585 (5th Cir. 2006) ("FERC,
not the state, is the appropriate arbiter of any disputes involving a tariff's interpretation.”). - Thus; -
it is up to the FERC, not this Commission, to decide whether Ohio properly or effectively
adopted a "state compensation mechanism” within the purview of Section D.8 in the Companies'
ESP Cases. Similarly, it is up to FERC to decide if a state compensation mechanism can be
properly or effectively initiated only after the FRR Entity has begun to collect c:apacity charges
as determined in accordance with the PJM Tarill and in an effort to eliminate the FR.'[{ Entity's
right to propose a change in method as expressly reserved in Schedule 8.1, Sec. D.8. Each of
these issues falls within the exclusive jurisdiction of the FERC under the FPA. The Commission
has already intervened in the pending FERC proceeding; it has and can continue to advance
arguments that it has adopted, or yet may adopt, a state compensation mechanism in that
proceeding.

That the Commission in this case is mﬂawfully intruding into an area reserved
exclusively to the FERC is abundantly clear from settled precedent. The provision of service to
CRES Providers is a wholesale transaction and as such it falls exclusively within the FERC's
exclusive jurisdiction under FPA Section 201, 16 U.S.C. § 824(b), over "the sale of electric

energy at wholesale in interstate commerce." See generally, Mississippi Power & Light Co. v.

¥ See note 3, suprd.
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Mississippi ex rel. Moore, 487 U.S. 354, 374 (1988) (recognizing the "bright line between state
and federal authority in the . . . regulation of agreements that affect wholesale rates" and holding
that states "may not consistent with the Supremacy Clause conduct any proceedings that
challenge the reasonableness of FERC's [decisions]" (emphasis added)). FERC's ‘exclusive
jurisdiction unquestionably extends to the wholesale sale of capacity as well as the sale of
energy. See e.g. Conn. Dept. of Pub. Util. Control v. FERC, 569 F.3d 477, 484 (D.C. Cir. 2009)
("[T]here is nothing special about capacity decisions that places them beyond the Commission's
jurisdiction,") -

The proceeding now pending before the FERC as Docket No. ER11-2183 is in effect a
proceeding to amend the RAA by allowing the Companies to collect capacity charges on a cost-
basis under Sch. 8.1, Sec. D.§ of the RAA. The FERC has the exclusive jﬁrisdiction over that
proposal to amend the tariff. To the exfent that there is a question as to whether Chio presently
has a compensation mechanism in place in retail rates to compensate the Companies for their
FRR capacity obligations that question may and should be resolved by the FERC. Consistent
with the Supremacy Clause, this Commission may not usurp the FERC role in this regard. It
may not do so by declaring ipso facto that a state mechanism was previously established. Nor
can it do so by appropriating the current capacity charges determined under federal law and the
federally-approved tariff as the state compensation mechanism,

Similarly, now that there is a proceeding peﬁding before the FERC which specifically
invokes the Companies' right under Section 205 of the FPA as reserved in a FERC-approved
tariff, it is improper and unlawful for the Commission to initiate a proceeding to challenge the
the Companies’ capacity charges to CRES Providers. Under Section 205 of the FPA, 16 US.C.

§ 824d, FERC has the duty to ensure that all rates and charges for the transmission or sale of
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electric energy or capacity subject to its jurisdiction are "just and reasonable.” This federal
statute imposes a duty on the Commission and a concomitant right on the Companies. Adantic
City Elec. Co. v. FERC, 295 F.3d 1, 10 (D.C. Cir, 2002). This right was memorialized in the
RAA itself, but even if it had not been, the Companies' right to receive just and reasonable
capacity charges could not have been underminéd by the RAA. Id. (holding that a provision in
an ISO operating agreement that required owners of transmission assets to give up their right Vto
file changes in tariff rates, terms and conditions was unlawful as in conflict with Section 205 of
the FPA). While Sch. 8.1, Sec. D.8 of the RAA: recites that a state compensaﬁon mechanism - -
may be established and may "prevail,” it does not provide or suggest that the existence of a state
mechanism, let alone the prospect of a someday-to-be state mechanism, abrogates FERC's
plenary authority to review and determine whether charges within its jurisdiction are just and -
reasonable or waives the Companies' statutory right to petition the FERC to authorize changes in
the methods by which the Companies are compensated for service subject to the FERC's

jurisdiction.

Thus, separate and apart from the issues of whether this Commission might have
established in the past a propér and enforceable state compensation mechanism consistent with
Sec. D.8, federal law and its limited state authority, or whether it might yet do so at some time in
the future -~ issues which must be decided in the negative for the reasons already discussed — at
the present time with a proceeding pending before the FERC to review the Companies’ proposed
changes for recovering capacity costs associated with retail loads associated with CRES
providers, it is beyond cavil that the Commission's Entry, which was expressly intended to stop
the pending FERC proceeding, is preempted by federal law. Consistent with the Supremacy |

Clause,

27




Congress has drawn a bright line between state and federal authority in the

setting of wholesale rates and in the regulation of agreements that affect

wholesale rates. States may not regulate in areas where FERC has properly

exercised its jurisdiction to determine just and reasonable wholesale rates or to

ensure that agreements affecting wholesale rates are reasonable.
Mississippi Power & Light, 487 U.S. at 374, Schedule 8.1., Sec. D.§ of the RAA is a provision
within a FERC-approved tariff. Its interpretation and application is a matter within the exclusive
jurisdiction of the FERC. By opening this proceeding, and creating a parallel state review of the
reasonableness of the Companies' capacity charges, the Commission acted in flagrant disregard

and disrespect of the supremacy of federal law.
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CONCLUSION
For the foregoing reasons, the Commission should grant rehearing to reverse and vacate
the interim rate established in Finding 4 of the Entry and to narrowly tailor its review of the
Companies' current capacity charges as proposed in Finding 5 to be consistent with its limited
authority under both federal and state law.
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ATTACHMENT A

COlV.[MENTS SUBMITTED BY THE

PUBLIC UTILITIES COMMISSION OF

OHIO (December 10, 2010), FERC
DOCKET No ER11-2183-000




UNITED STATES OF AMERICA
| | BEFORE THE
FEDERAL ENERGY REGULATORY COMMISSION

American Electric Power Service Corporation )} Docket No. ER11-2183- 000, :

PIM Interconnection, L. LC . . ) .
- " COMMENTS - W
SEBM.ITTED ON BEHALF OF

o TI-IE PUBLIC UTILITIES COMMISSION OF omo X

INTRODUCTION AND BACKGROUND

. On November 24 2010, Amencan Elecme Power Serv1ce Corporat;on
- i;(“AEPSC”) ori behalf of Columbus Southern Power Company (“csrc y andﬁ o

_ )0]110 Power Company (“OPCo”) (oollectwely, the AEP Ohlo Compames) ﬁled.i :

proposed formula rate templates under which each of the AEP O]:uo Compames

_ ‘Would calculate its respectwe capaclty costs under Sectlon b. 8 of Schedule 8. I of |
 the Rehabmty Assurance Agrcement (RAA) Tb.e Oh.xo—only fi]mg reﬂects thai:?

'the rev1sed capac1ty charges wﬂl be bﬂled to competltlve retml electnc service ;

- (“CRES”) providers' operatmg n the State of Ohm

011 November 26, 2010 the Federal Energy Regulatory Comm1sswn

(FERC) 1ssued its Combmed Notice of Fllmgs #1 mwtmg comments eoncermng :



Docket No, ER11-2183-000
Ohio Commission Comments .
Page2 of 5

AEPSC’s application by December 10, 2010. The Public Utilities Commission of
Ohio (Ohio Commission) hereby submits its comments responding to AEPSC’s
application and FERC’s invitation for public ‘input in the ‘above-captioned pro-

ceeding. -

| - DISCUSSION | |

On December 8, 2010, the Ohio Commission issued an enn'y (attacj:wd) in

' Case No._ 10—2929-EL-LH~IC‘ inviti_n_g cdmmeﬂts from interested p‘e:rsbns céqcem—
ing ﬂne AEP Ohio Compénics’ .caﬁacity chargcs td Ohi&;’s CRES providers. The _
_ Ohlo Cormmssmn g cntry notes that currently the PUCO approved rates for the

_ AFP Oth Compames mclude recovery of capac;ty costs thmugh prowder—nf-last-
resort charges to certain retaﬂ shopplng customers Thme ratés are based on the |
contmuatlon of the current FRR mechamsm and the contmued use of PJM’s relia~
bility pricing model’s ﬂnec-year auction results. The AEP Ohlo Companies’ ﬁhng |

for formula rates could impact this current mechanism. Consequently, the Ohlo

f PUCO Case No. 08-917-EL-$S0, In the Matter of the Application of the
Columbus Southern Power Company for Approval of its Electric Security Plan;
an Amendment to its Corporate Separation Plan; and the Sale or Transfer of
Certdin Getierating Assets; and PUCO Case No. 08-918-EL-8S0, In the Matter of
the Application of Ohio Power Company - for Approval of its Electric' Security
Plan; and an Amendment to its Corporate Separation Plan. See also, In the Matter
of the Columbus Southern Power Company and the Ohio PUWer Company, Case
No. 05-1194-EL-UNC.



Docket No. ER11-2183-060
Ohm Commission Comments
: Page Jof5

Cemﬁission’s investigation invites comments from interested persons conceremg
the following iseuee: (1) what chanées to the current Ohio (_Zommission mecha-
nism are apprepriate to determiﬁe the AEP Ohio Companies® Fixed Resource
Reqlﬁrement (FRR) capacity cﬁarges to the State of Ohio’s lCRES ‘providers; (2} -
ﬂle' degree to which the ‘AEP Ohio Companies’ capacity charges are currently
bemg recovered tllrough retail ra.tes approved by the Ohlo Comn:ussmn or other
N capacrfy charges and (3) the 1mpact the AEP Ohm Companles capacfcy charges |
| will have on CRES prov:ders and retaﬂ eompetltmn in the State ef Ohio.

- Although the state compensatlon mechamsm has n:nphmtly been in plaee since the |
mcepuon of AEP- Ohm s current Standard Seerce Oﬂ‘er the Ohm Comﬂussmn ﬂ
expressly adopted as 1ts state compensatxon mechamsm the AEP Ohlo Compames :: .
.charges estabhshed by the rehablllty pncmg model’s three-year capac1ty auctlon
eonducted by PIM. Currently, the 2010/2011 clearmg pnce is equal fo $174;39 " -

perMW day

- Supran.l.

3. ... The 2010/2011 rate equals $208.20 per MW-day meludmg adders for

‘ - fransmission. losses" (3.4126%), the scalmg factor (1.06633), and.the pool

. requirement (1.0833), The 2010/2011 rate is effective: through May 31, 2011. The

- 2011/2012 rate, which becomes effective on June I 2011 is equalto $110 00 per
MW.day (without the adders) ‘



Pocket No. ER11-2183-000
Ohio Commission Comments
Page 4 of 5

Consisten¥ with Section D.8 of Schedule 8.1 of the RAA, which dictaies
that state imposed compensation. mechanisms prevail in those instances where the
state jurisdiction requires ’thé ioad servmg entity (LSE) (or switching customers) to
compensate fhe I*‘IUE{.entity,4 the Ohio lCommission maintains that there is no cur-
rent need for FERC to advz_ngée its. proceeding regarding this matter because the
Ohio Commission has a rate fér. '@acity charges to CRES providers. Conse-
quently, the Ohl() Comr_mssmn respectfully requests that FERC. dismiss the apph-
cation and close tlus mvestlgatlon or, 1n the alternative, suspend its fina.l decision
in this proceedmg until the Ohlo Con:umsswn has concluded its state proceeding.
If FERC elects to hold the case in abeyasice, the Ohio Commission will inform

FERC, in the above-captioned pfoceeding, as to the outcome of its investigation.

o . Schedule 8.1 reads as follows: "In a state regulatory jurisdiction: that has
implemented retail choice, the FRR Entity must include in its FRR Capacity Plan
all load, including - expected ‘load growth,  in the FRR Service Area,-
notwithstanding the loss of any such load to or among alternative retail LSEs. In
the case of load reflected in the FRR Capacity Plan that switches to an alternative
retail LSE, where the state regulatory jurisdiction réquires switching customers or
the LSE to compensate the FRR Entity for its FRR capacity obligations, such state
compensation mechanism will prevail. In the absénce of a state compensation
mechanism, the applicable alternative retail LSE shall compensate the FRR Entity
at the capactty price in the Unconstrained portions of the PJM Region, as
determined in accordance with Attachment DD to the PIM Tariff, provided that
the FRR Entity may, at any time, make a filing with FERC under Sections 205 of -
the Federal Power Act proposing to change the basis for compensation to a -
method based on the FRR Entity’s cost or such other basis shown to be just and
reasonable, and a retail LSE may at any time exercise its rights under Section 206

of the FPA.
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CON'CLUSION

The Oh1o Commmsmn thanks FERC for the opportmnty to prov1de its

| Commente in this proceeding.

Respectﬁllly subrn n:ted

/4/ 74@%4%’ ‘%’o%mee

Thowas W. McNamee
Public Utilities Section

180 East Broad Street -

Columbus, OH 43215-3793
614.466.4396 (telephone) -
614.644.8764 (fax) .

thomas. mcnamee@nue,state oh us

On hehalt‘ of -
The Public Ut:htles Comm:sszon of Ohao

CERTIFICATE OF SERVICE

B *f I hereby cert1fy that the foregomg have been served m accordance Wlth 18

' C FR, See 385. 2010 upon each person des1gnated on the ofﬁe:al service hst

complled by the Secretary iti thlS proeeedlng

/d/ 7éam?ﬂ W&%wee
_Thomgs W. McNamee

‘Dated at Coluﬁbﬁs,‘:{)hio thls Deeeﬁibei'.lo,‘gql_o. E



ATTACHMENT

. BEFORE
THE PUBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Commission Review of ) . -
the Capacity Charges of Ohio Powér )} CaseNo.10-229-EL-UNC
Company and Columbus Southern Power ) .

Company., : )

TTmComsmunﬁnds o

(1) Ohio Puwer Company a.mi Columbus Southem Power
- Company (AEP-Gmo or. the Compames) are "electric -
light companies as defined in Section 4905.03(A)(3),
Revised Code, and public utilities as defined in Section-
4905.02, Revised Code, As such, the Companies are
“subject to: the . pnisdlcuon of the Commission’ in
actordance with Sections 4905 04 and 4905.05, Revnsed :
Code."‘.. :
@ Sechons 4905.04, 905,05, and 490506 Revised code, |
. grant the Cormission authonty to_supervice and
regu]ateallpubhc utillhes mﬂunlts }unsd:chon. S

(3 On Ncwanberl 2010 AFP Hleétric Puwer Service
Corporahon, ‘on behalf of AEP-Ohio, - filed ' an .
application with the Federal "Eneigy Regn]atnry'
Comuiigsion (FERC) in FERC Dacket No, ER11-1995,
At the direction of FERC, AEP refiled its application in
FERC Docket No. ER11-2183 on.November 24, 2010.

The. apphcahon proposes’ 0 dange ‘the basis for
compensation for capacly costs to 2 cost—baaedﬂ_ _
mechanism  arid includes pmposed formula ' rate
templates under which the Companies wotild calonlats
their respective capacity costs uhder Section D8 of
Schedule 8.1 of the Reliability Assurance Agreen‘nent.

@ :.Prior to the fﬂmS of this aPPhcahon, the Commission .
approved retail rates for the Companies, incuding
tecovery of capacity costs through provider-ofJast-
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10-2929-FL-UNC ' ' 2.

resort charges to certain retail shopping customers,
based upon the continuation of the current capacity
charges established by the three-year capacity anction
conduicted by P/M, Inc, under the current fixed
resource requirement (FRR) mechonism.  In re
Colsimbus Southern Power Compary, Case No. 08-917-EL-
850; In re Ohio Power Compnrty; Case No, 08-917-EL-
880, See also, In r2 Columbus Sautkem Poger Compmry
and Ohio Power Comparty, Cese Nos. 05-1194-BL-UNC
etal. However, in light of the change proposed by the
Companies, the Commission will now expressly adopt
as the state compensation mechanism “for the
Companies the current capacity charges established by
the three-year capacity auction cnnducted by P]M, Inc .

durmgﬂmpmdmcyofﬂusmvmv

3) . Further, the- Conmssmn ﬁnds that 8 rewew is

" necessary in order ‘to determine the impact of the -
. proposed change to AEP-Ohio’s capacity charges.” Aé
an initial step, the Comumission seeks public comment
regarding the following issues: (1) what changes to the -
current state mechanism are appmprxahe {o determine -
the  Companies’ FRR capacity ~charges” to ‘Ohio
comipetitive retail electric serwce (CRB} providers, {2)
‘the degres to which AEP-Ohio’s capacity charges are
currently ' being. recovered ' through . retail  rates

\approvedbytheConunmmnoroﬂlercapamly _
charges; and(3)theimpacthAEP-01unscapadty,‘
charges upon CRESPIowders and rehail compehhonin
Chio. , = "7, : : .

(6 Al mteres’teci stakeho!ders are’ mvited 1o sbmit
. nmttenconmlmtsm&uapmceedingm&unwdaysvf
- the issmance of this entry and to submit reply
, comentsvviﬂmésdaysofﬂne:ssuanceofﬂnsentry

It:s,therefore, S

DRDERED That written comments be ﬁled w:ﬂun 30 days after the
issuance of this order and matmplycuzmnentsbefﬂadmﬂlmﬁdaysofthe
issuarmofﬂiwemn-y Itxs,ﬁxrther S .
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ORDERED, That & copy of this entty be served on ABP-Ohio and afl parties
of record in the Companies” most recent standard service offer proceedings, Case
Naos. 08-917-EL-550 and 08-918-EL-550.

Patsl A. Centolella

/%7 =AW

Steven D. Lesser Cheryl L. Roberto

GAPfsc

Entered in the Journal
e 0.8 2008

Reneé J. Jenkins




ATTACHMENT B

TESTIMONY OF J. CRAIG BAKER ~
(July 31, 2008), Case Nos. 08-917-EL-SSO
and 08-918-EL-SSO




?\if. | EXHIEITNO.

BEFORE
THE PUBLIC UTILITIES COMMISSION OF QHIO

In the Mastter of the Application of ) '

. Columbus Southern Power Company for ) : “ ‘5
Approval of its Electric Security Plan; an. ) Case No. 08- 917-EL-UNG, (= @ 3
Amendment to its Corporate Separation ) S o %
Plan; and the Sale or Transfer of Certain ) - & 2
Gencrating Assets T ) : O R %

) ® Z
and )
)
In the Matter of the Application of )
Ohio Power Company for Approval of ) ,
its Electric Security Plan; and an ) Case No. (8- 918-EL-tANC
Amendment to its Corporite Separation ) I[6
Plan }
DIRECT TESTIMONY
OF
J. CRAIG BAKER
ON BEHALF CF
COLUMBUS SOUTHERN POWER COMPANY
AND
OHIO POWER COMPANY

Filed: July 31, 2008
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BEFORE
THE PUBLIC UTILITIES COMMISSION OF OHIO
DIRECT TESTIMONY OF
I. CRAIG BAKER
ON BEHALF OF -
COLUMBUS SOUTHERN POWER COMPANY
AND
OHIO POWER COMPANY
PUCO CASE NO. - 08-917-EL-UNC
PUCO CASE NO. - 08-318-EL-UNC

PERSONAL DATA

Q.  WHATIS YOUR NAME AND BUSINESS ADDRESS?

'A. My name i3 J. Cralg Baker and my business address is 1 Riverside Plaza,
Columbus, Ohio 43215. |

Q. BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

A. . I am employed by American Electric Power Service Corporation (AEPSC)
AEPSC is a subsidiary of American Electric Power Company, Inc. (AEP). My
title is Senior Vice President ~ Regulatory Services. |

Q. WHAT ARE YOUR RESPONSIBILITIES AS SENIOR VICE PRESIDENT
- REGULATORY SERVICES?

I am responsible for AEP’s utilities’ interactions with the regulatory bodies in the

eleven states in which they provides retail electric service as well as with the
Federal Energy Regulatory Comumission. This responsibility involves day-to-day

inferaction as well a3 periodic rate filings to ensure recovery of their cost of

- service. In addition, I am responsible for developing and advocating public policy

positions on emerging or chaﬁging issves affecting AEP's wtilities. Columbus
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Southern Power Company (CSP) and Obic Power Company i[opcoy
(collectively, the Companies or AEP Ohio) are subsidiaries of AEP.

WHAT IS YOUR EDUCATIONAL AND PROFESSIONAL
BACKGROUND?

I received a Bachelor's Degree in Business Administration from Walsh Cpl]ege in
1970 and a Masters Degree in Business Administration in Finance from Akron
University in 1980. I joined the AEP System in 1968 end thwough 1979 held
various positions in the Computer Applications Division, § tl'ansfen‘ed to the -
System Operation Division in 1979 and beld positions of Administrative Asmstmt
and Assistant Manager. In 1985, I took the position of Staff Analyst in the
Controllers Department and, in 1987, | became Manager-Power Marketing in the
System Power Markets Department. In 1991, 1 became Direstor, Intesconnection
Agreements and Marketing. I becarne Vice President-Power Marketing for
AEPSC and Senior Vice President of Energy Marketing for AEP Energy Services,
Inc. in November 1996 and August 1997, respectively. On July 1, 19981 bme
Vice President of Transmission Policy for AEPSC. In January 2001, Il became
Senior Vice President - Regulatory Services.

In my positions of Manager of Power Markets, Vice President — Power
Marketing and Senior Vice President of Energy Marketing I was mvolved day-to-
day in analyzing market prices and developing sales offerings based on those
market prices. As the semior person responsible for those activities during much
of that period I was responsible for the results of the Company in this area. Since

I left the day-to-day wholesale mearket activities 1 have been AEP's lead person
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involved in the development of ISO/RTO's and their associated markets (energy,
capacity, ancillary services, efe.). With AEP’s éxperimoe in three RTOs I am

We]l-versed in the workings of their markets.

PURFOSE OF TESTIMONY

Co
OFFER (MRO)

WHAT IS THE PURPOSE OF YOUR TESTIMONY?

| My testimony addrésses a variety of policy and other issues which relate o the

Standard Service Offer (SSO) being proposed as part of the Companies® Electric

Security Plan (ESP). It is important to note, however, that the Companies® ESP
addresses considerably more than the SSO. Am. Sub. 5.B. No. 221 (8.B. 221)
places great emﬁhasis on changing the way we as s society think about the
sources and uses of electricity. These changes will of necessity require changes in
the ways the Compenies operate and plan for the future. AEP Ohio’s President,
Joseph Hamrock, addresses the Companies® response to these aspects of S.B. 221
in his testimony. lalsoaddmsavarieiyofoiherissuesthatrelatetothe

Companies’ ESP.

9) T RESULTS FROM MARKET RATE

Q.

ARE YOU FAMILIAR WITH THE CONTENT OF THE COMPANIES'
ESP APPLICATIONS AND THE TESTIMONY OF MR. HAMROCK AND
THE COMPANIES' OTHER WITNESSES?

Yes, I am.
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CONSIDER]NG EACH COMPANY’S ESP, HOW DO THEY COMPARE
TO THE EXPECTED RESULTS THAT WOULD OTHERWISE APPLY
UNDER AN MARKET-RATE OFFER (MRO)? |
The concise answer is that each ESP is more favorable in the aggregate for
customers when compared to the expected resuits under an MRO. Moreover, the
Companies’ ESPs, which address a broad range of issues, will have the seﬂ'ect_af '
stabilizing and pro.viding certainty regarding retail electric service. The more |
expansive answer begins with a compasison of the SSO under the ESP compared
fo the SSO resulting from an MRO. In that regard, the SSO tnder the ESP is
more attractive for customers than the SSO resulting from a market-rate offer.
The favorable comparison, however, does not end there. As Mr. Hamrock's
testimony explains, the Companies® ESPs contemplate various programs that not
only will complement the state’s economic development efforts’ generally, but
will support the General Assembly’s desire, as evidenced by several provisions of
S.B. 221 to make Ohio a center for education, research and innovation in the ms
of energy efficiency, energy management and advanced encrgy resources.
FOCUSING ON THE ESP YERSUS MRO SS0, HOW DO YOU PROPOSE
TO MAKE THAT COMPARISON?

Since the Companies’ ESP is for the three-year period 2009 ~ 2011, it is
reasonable to begin the comparison with a projection of an MRO-basad 880
during that same time. The first step in determining the MRO-based SSO is to
detenmine the extent of market price that would be blended with the pnor year's

SS0. As passed by the General Assembly, S.B. 221 contemplates ten percent of
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ma:ketpﬁceinyearone@@)mdmlmtbanwmtypercentinymm
(2010) and 1o less than thirty percent in year three (2011),

HAS THE GENERAL ASSEMBLY ACTED TO MODIFY THE MARKET
PRICE PERCENTAGE BLENDS FROM THOSE ENACTED IN 5.B. 2217
Yes. In Amended Substite House Bill No. 562 (ILB. 562) the Geperal
Assembly modified the percentages. Ihave been advised Iiy counsel that the ten
percent in 2009 did not change. For 2010, however, the market price percentage
blend will be amended to be no mare than tweaty peroent. For 2011, the macket
pﬂccpeicmtagebiendwﬁlbeam&ndadtobbthiﬂypucent.

FOR PURPOSES OF THE COMPARISON OF THE ESp VERSUS'MRO,
DO THE COMPANIES HAVE AN OFPINION CONCERNING WHICH
PERCENTAGES OF MARKET PRICE SHOULD BE ASSUMED FOR |
THE ESP/MRO COMPARISON?
Yes. The Companies’ counsel has advised me that the proper comparison to
make is to the market pricc peroentage blends in effect at the time our ESP
applications were filed. Consistent with that understanding, the Companies have
assumed a MRO phase-in of 10 percent, 20 peroent and 30 percent, which is
permissible under either 8.8, 221 or H.B. 562.

AT YOUR DIRECTION WAS THE EXPECTED COMPETITIVE
MARKET PRICE OF FULL-REQUIREMENTS SERVICE FOR THE
TERM 2009-2011 CALCULATED? |

Yes. - The caleulated price for full requircments service (or Competitive

Benchmark) for the 2009-2011 term was $85.32 for OPCO and $88.15 for CSP.
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The Competitive Beachmark prices were calculated as part of the Companies'
obligation under §. B. 221 in order to provide the Commission with one of the
components needed to evaluate the proposed ESP. These prices veflect o
comprehensive, balanced calculation of the market cast of full requirements
service for the 2009-2011 time period.

ARE THERE EXAMPLES WHERE COMPETITIVELY PRICED FULL
REQUIREMENTS SERVICE HAS BEEN PROCURED FOR RETAIL
CUSTOMERS? .

Yes. There have beem a number of auctions in multiple states for full
requirements service that was competitively bid in support of deregulation to
fulfifl customer load requirements. |
WHAT RANGF; OF ‘PRICES HAVE OTHER SIMILAR AUC'TIONS
PRODUCED FOR FULL REQUIREMENTS SERVICE? |
Themgequﬁmnbsmedinothﬂamﬁonsmnpicﬂlybmeiﬂlmﬁmﬂar
or higher than the Compenies’ Competitive Benchmark. For example, in New
Jersey, results from competitive auctions for full requirements service over the_
Jast three years have ranged between $99/MWh and $120/MWh. This is a stmilar
range to that observed for anction results for full requirements sesvice in
Delaware during the same time frame. As explained later in my testimony,
energy and capacity comprise the majority of the total competitive price. New
Jersey and Delaware would likely see higher prices due fo both states having

more transmission constraints than the AEP 'Systcm.
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WHY WERE THE CALENDAR YEARS 20092011 SELECTED AS THE
AFFROPRIATE TIME FRAME TO PRICE FOR THIS PROCEEDING?
Calendar years 2009-2011 match the proposed time frame of the ESP and thus
provide an ‘apples to apples’ comparison between the ES? and the Competitive
Benchmark.

HOW WERE THE PRICING COMPONENTS INCLUDED IN THE

CALCULATION OF THE COMPETITIVE BENCHMARK

DETERMINED?

S.B. 221 does not identify a comprehensive list of items that would be included
by a supplier in providing retail electric service but it does provide some general
guidance. Section 4928.20(J), Ohio Rev. Code, discusses the scenario in which
custmnmmalmpmofagwmmmgregaﬁonandehdmttomeive
standby service, must payﬂnemarketpnce for cumpehhveretnﬂelectmsmne

uponreunmngtotheCompanm generation service. The provision states that

‘such market price shall include, but not be limited to®

. Capacity
e  Enempy Chﬁges
~®  AlRTO charges, including but not limited to
Transmission
Ancillary services
Congestion,

Settlernent and Administrative Charges
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. All other costs incurred by the utility that are associated with the
procuretnent, provision and administration of that power supply.
WERE ANY OTHER SOURCES CONSIDERED IN DETERMINING
WHAT PRICING COMPONENTS SHOULD BE 'mc:LUDED?
Yes. Processes in place in states with deregulated electricity markets were
considered fo understand the pricing components they vsed to set competitive
generation rates in their respective anctions. Ingenml, what | have been
referring to as full requirements service used to develop the Companies’
Competitive Benchmark, is' very similar from state to state. The way in which
vmiouspﬁcmgdemmtsmgmmdandthcspeciﬁclabelsapp!iedmthmm,
a3 one would expect, but the essence of what components are necessary 1o provide
competitive generation service are largely similar acvoss the various deregulated
siates.

For example, since the initiation of compcﬁtilve procurement of market~
priced supply in 2004, Maryland’s utilities have relied on full-requirements
contracts with wholesale suppliers to serve residential standard service load.
These full-requirements contracts zequn'e sellers to supply:

. Energy o |
*  Capadly
»  Ancillary services

. Losses
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. "Any other electrical services (other than transmission and distribution
services) necessary to deliver power to the customer’s meter to serve that
customﬂ’ﬁ requirements at all times

The Delaware Public Sﬁ'ﬁoe Commission has develaped a pricing framework in

order to evalnate the competitive procurcment bids submited by individual

auction participants. The following cost items are included in that pricing
framework:
PIM Western Huk On-Peak and Off-Peak Prices -

Electric Distribution Company (EDC) Spexific Unhedged Congestion
Adder :

EDC-Specific Marginal Loss Adder

EDC Rate Class-Specific Load Shape Adder

Capacity Price

Loss Adder

Ancillary Service Adder

Renewable Portfolio Standard

Transaction Cost and Risk Adder
WHY DID THE COMPANIES CHOOSE THE STATES OF DELAWARE
AND MARYLAND TO USE THE CALCULATION OF FULL
REQUIREMENTS PRICING COMPONENTS?

Both Delaware and Maryland were among the first states to fully implement

. electric deregulation and have several years of anction results and methodology to

examine. The experiences of Delaware and Maryland provide a reasonsble and

representative view of deregulated markets.
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Q. WI-fAT PRICING COMPONENTS DID YOU INCLUDE IN. YOUR

CALCULATIONS OF 2009-11 PRICES?

Based on the componmﬁmferredto.in S.B. 221 and on what other competitive.

auctions have identified, the following components have been inctuded:

ATC Simple Swap (adjusted for basis) — This component is simply the
price of the indusiry stendard energy product traded through the broker
market and on the electonic exchanges, swch as the Intescontinental

- Exchange!, The ‘basis adjustment’ is the historical price relationship -

between differsnt physical delivery points. For exarnple, while the AEP-
Dayton Hub is the liquid tading location where market quotes are -
available, AEP Ohio loads are seitled by PIM at the AEP Zone. Since
forward market quotes are not available for the AEP Zone, a pricing
differential between the two points must be added to the AEP-Daywni Hub
markctpﬁcestoduiveﬂxemarketpﬁceformgyﬂthﬁﬁ]??lm
lncation.

A Load following/shaping adjustment — This component adjusts the
standard energy price {the ATC Simple Swap) to account for the fact that
theOompameswstomasda not use a constant volume of energy across
all hours of each day. This component adjusts the price of the ATC
Simple Swap to price the specific loed shape of the Compenies’
customers. In addition, this component includes the pricing implications

I Intercontinental Exchange (ICE} is o leading elecionic mokeiplace for energy rading
and price discovery. ICE aliows market parficipants direct aceess 1o energy futures and
Over-the-Counter commaodity products for ol and refined producis, natural gas, power

ond emissions.

10
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that arise from the inevitable uncertainty of exactly what the level of
customer demand will be on any given day or hour over the 2009-2011 .
time frame. The calculations are based on CSP’s and OPCO’s historical
load shape by hour, publicly available historical PJIM market prices and
volatility to model the cost of the load’s shape and variability,

PIM Ancillary Services — This component prices the cost of a.nmllm:y

services required by the PM RTO to scrve load in the PIM footprint. -

- -Losses — This component: represents-the costs of disiribution losses that - -

musthemppliedinthofomofaddiﬁnmlenergyino:dertnfﬁlﬁllﬁ
foad demand at the customer’s meter. |

PIM Capacity Obligations ~ This component roflects the cast of PIM’s
required capacity obligations for losd serving entitics and was derived
from the PIM Reliability Pricing Model (PIM Cepacity Auction) resulss
for the relevant time period.

Transaction Risk — This component reflects a variety of risks that will vary
based on the unigue profile and business objectives of each individuat
bidder. Examples nfsuchsnppﬁcrﬁsksinc!udt;.commoditypﬁceﬁsk,
migration risk and credit risks.

A retril administration charge — This component is included to capture the
various costs that a supplier would need to add to their foll-requirements
offer in order %0 cover the costs of participating in an anction and fulfiliing
the contractual obligations. Marketing, personnel, overhead, texes and
profits are all examples ofcostcumﬁmentsﬂlalneedtnbeimlmdto 4

11
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arrive at a full reqmrements service market price. For example, the state

of Connecticut fncludes & range of $5/MWh to $10/MWh for this charge.
WERE THE PRICING ELEMENTS USED IN DETERMINING THE
COMPANIES' COMPETITIVE BENCHMARK SIMILAR TO THE
METHODOLOGY EMPLOYED TO ESTABLISH THE ESTIMATED

MARKYET PRICE FOR ORMET?

Yes. The pricing elements used in determining the Companies” Competitive

Benchmark are similar to the pricing elements-and methodology approved by the - - -

Commission in estimating the market price for Ommet.  The Competitive
Benchmark methodology is more complex, by necessity, then was utilized to
price Ormel’s unique situation, For example, although certain ms, -
including PIJM ancillary services, were not specifically identified in the
Companies’ Ormet filing, the costs associated with these elements were handled
through othér mechanisms. |

WHAT PRICING ELEMENTS HAVE THE LARGEST RELATIVE
IMPACT ON THE PRI'CE. OF THE COMPETITIVE BENCHMARK?
When reviewing all of the elements that go into pricing the Competitive
Benchmark, it iz easy ta lose sight of the relative imporiance of the individual
pieces. The tables below provide the specific costs included in the Competitive

Benchmark for both CSP and OPCO and their respective impacts on the total, cost.

12




CSP Estimated Full Requirements Service Price for

Calendar Year 2009-2011 Term

CSP CSP
Cost Components Residential | Commercial | Industrial
ATC Simple Swap $57.64 $57.84 $57.84
Basis $0.51 . $0.51 $0.51
Load Shape and
Following $9.59 $5.33 2
Retail Adminiciration $5.00 $5.00 $5.00
Ancillary Setvices 3119 $1.18 $1.19
Losses $4.01 $2.53 $0.91
PJM Capacity
Requirements $15.78 $11.80 $7.88
ARR Cradit (32.73) (52.05) {$1.40)
Transaction Risk Adder $5.47 483 $4.45
] Class Total L - $96.68 $87.08 $78.87
C38P Total $88.16

oP oP OoP

Cast Components Residenfial | Commercial | Industrial
ATC Simpie Swap $57.64 $57 84 $57.54
Basis $0.81 $0.51 $0.51
Load Shape and Folowing $7.66 §6.08 $2.58
Retail Administration $5.00 $5.00 5600
Ancilary Services $1.19 $1.19 $1.19
L.osses : $1.28 $4.48 5248
PJM Capacity
Requirements 81347 $12.51 $8.15
ARR Credit ($2.42) ($2.16) ($1.41)
Transaction Risk Adder $5.07 $5.13 $4.58
Clazss Total $88.80 $80.54 $80.83

OP Toftat $85.32

As can be observed from the tables, the mosi significant contributors o the
overall cost of full requiremems; sendcemthedirectenél'gycost,thécapacity
obligation implemented by PJM, and the load shaping and following premiom
necessary to convert the standard quoted energy product to the specific load
profiles of CSP and OPCO. Looking at the tables in more detail, the ATC Simple

13
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Swap (the direc?: enetgy component) accounts for approximately 66% of the total
price for CSP and approximately 68% of the total price for OPCO. The costof
the ATC Simple Swap, which can be readily observed, is the single largest
determinant by a facﬁr of four in the Competitive Benchmarks. The second

largest factor is the PJM capacity component, which accounted for approximately
14% and 12%, for CSP and OPOQ respectively, of the total pncs Thus, roughly
80% of the total competitive benchmarks reflect the basic companf:nts of servmg
load, that being energy and capacity. | |
PLEASE DESCRIBE HOW THE COMPETITIVE BENCHMARKS WERE
CALCULATED.

The prices were caleulated based on observable market inputs and coramotly
accepted pricing methodologies. For example, the market price of the ATC
Simple Swep was obtained from a 3% party, publicly avaflable market source.
The PIM Capacity Obligations were caleulated using the published results of PIM
capacity auctions. The volatility numbers necessary to model cerlain risk
compopents were caleulgted directly from PIM historical pricing data and-
publicly available market quotes. All phases of calculating the Competitive
Benchmarks rehed on verifiable, public data; a compreheansive and infuitive zct of
pricing components; and & reliance on rigorous and commonly accepied
computational methodologies. In areas that inclided qualitative decisions, such
as the ‘Retail Administration Charge’, the expeiences in other deregulated siztes
was considered to reflect a balanced and reasonable approach in detenmining an

appropriate charge.
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SINCE THE ATC SIMPLE SWAP HAS THE LARGEST NET IMPACT

ON THE FULL REQUIREMENTS FRICES, HOW WERE THE MARKET

PRICES USED IN YOUR CALCULATIONS SELECTED?

The ATC Simple Swap price is simply the stand‘ard quoted product that is actively
traded on the electronic platforms such as ICE and through the broker market —
but the price of that energy changes on a daily basis. Since the value of a full

requirements service prics is constently changing, based on the daily moves in

.- pawer prices, the challenge faced is selecting the appropriate time period to usein -

selecting energy pricing inputs. Changing the day or days used to gather the ATC
Simple Swap pticing inputs will impact the ultimate price. This challenge was

‘addvessed by creafing selection criteria that would provide the most accurate

representution of the gencral market prices that have existed over the recent past.
Instead of simply using the market prices from one day to gaﬂlcrtheinpmsfmﬂae
ATC Simple Swap value, we chose a series of days. In addmon,mswad of
selecting just one time frame from which to gather energy pﬁce inputs, we
concluded that staggering the time frames across the first 7 months of 2008 would
provide the most accurate representation of recent market coudlum For these
reasons, an average of the market prices f'inmtheﬁrstweekofcachoftlwﬁrst
three quarters of 2008 was used to calenlate the ATC Swap price used in
calculating the Competitive Benchmark.
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ARE THERE OTHER FACTORS TO CONSIDER IN MAKING THE ESP
VERSUS MRO COMPARISON?

Yes, there are. The non-market portion of an MRO-based SSO can be adjusted
for known and measurable changes in cost of fuel; purchased power cosﬁs, costs
of complying with the supply and demand pottfolio requirements, incloding
renewable energy resource end epergy efficiency requirements; and costs of
environmental compliance requiréments, inclnding deratings of facilities
associated with environmental compliznce.. For purposes of making the ESP.
versus MRO comparison, these costs will be recovered as part of the Companies’ |
ESP-based 88O or as part of an MRO. While only a percentage of ﬂ:m costs
will be reflected in an MRO-hased SSO, since a decreasing percentage of the non-
market portion of an MRO-based 5SSO will be reflected in that 880, the S8O will
reflect market price as the remaining component of the SSO.

Further, in an MRO context the FAC applicable fo the non-market SSO
component would not be phased-in since such a phase-in would be incomipatible
with 2 market pricing regime. In addition to the FAC impacts, the carrying costs
sssoviated with environmenta investments which are pactof the ESP's 550, also -
would be included as part of the N!Rd’s 880, |
WHAT ARE THE RESULTS OF THE COMPANIES’ ESP VERSUS MRO
COMPARISON?

As shown on EXHIBIT JCB-2, the Companies’ ESP is more favorable when
compared to the MRO. The analysis reflected on the exhibit is conservative. For
instance, the ESP evaluation includes the benefits arising from the gridSMART
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and enhanced reliability programs, and the evalustion charges the related costs

‘against the BSP. Therefore, the evaluation shows the ESP vatue beirig even closer

{0 the MRO than is likely. ,

WOULD THE RESULT OF THE COMPARISON BE THE SAME IF THE
MARKET PRICE PERCENTAGE BLEND REFLECTED THE
AMENDMENT CONTAINED IN H.B. 562 TO THOSE PERCENTAGES?

Yes. While the spread between the ESP and MRO would be reduced, the ESP

. still would be more favorable. -

ARE THERE OTHER ASPECTS OF THE COMPANIES' ESP THAT
SHOULD BE. CONSIDERED IN COMPARING THE ESP TO AN MRO?
Yes. Besides the comparison shown in my exhibit of the resulting 880, there are
other features of the ESP that support it being more favorable in the aggregate. |
For instamce, the ESP altenative provides for single issue rate making for
distribution service. This feature enables the Companies to proceed now with
their gridSMART and enhancad distribution reliability initiatives, The MRO
alternative does not appear to contemplate single issue distribution service rate
Another feature that is part of the Companies® ESP package that would not
pecessarily be included in an MRO is the sharcholder funded commitment
focused on economic developinent and low-income customer assistance.
Moreovet, there are other features in the ESP with mie-related impacts
that still would be included in an MRO and therefore have the same impact on

both sides of the comparison. Those features relate to the statutory mandates
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concerning allemative energy resources, emergy efficiency and peek demand
reduction, the provider of last result obligation, and the non-mandaied, but

obviously appropriate, economic development/job retention efforts.

PHASE-IN OF FAC EXPENSES

Q.

ARE THE COMPANIES PROPOSING TO PHASE-IN THE EXPENSES
THAT WOULD OTHERWISE FLOW THROUGH THE FAC DESCRIBED
BY COMPANIES’ WITNESS MR. NELSON?

Yes they are. The operation of the FAC proposed by Ms. Nelson accommodates a
phase-in and Mr. Assante describes the accounting associated with the phase-in,
including the accounting requirements for the Companies to be able to provide 2
phase-in plan.

WHY ARE THE COMPANIES PROPOSING THE FAC. ALONG WITH
THIS PHASE-IN?

The FAC is an eppropriate way t reflect chaages in the costs of the various
components of the FAC. - In addition to being consistent with provisions within
5.B. 221 that authorize recovery of such costs through a fuel clavse, the proposed
FAC advanct# the policy outlined in Section 4928.02{6), Ohip Rev. Code, to
recognize the continuing emergence of competitive slectricity markets through
the development and implementation of flexible regulatory treatment, and it elso
advances the palicy outlined in Sestion 4928,02(), Ohio Rev. Code, fo provide

coherent, transparent means of giving appropriate incentives to technologies that

can adapt successfully to potential environmentsl mandates. The basic reason for
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the phase-in relates to the history of the fuel and fuel-related cost components

included in the FAC and the cost levels of those components in the Companies”

current rates. The fuel clauses that were included in the Companies® unbundled -

rates in their Electric Transition Plan proceeding were the EFC rates in effect on
October 5, 1999. The unbundled generation retes, inclading the October 5, 1999
EFC were frozen for five years, throngh the end of 2005.

In the Companies’ RSP case, each of the Company’s generation rates were

' increased in 2006, 2007 and 2008 by fixed percentages — three percent for CSP

and seven percent for OPCO. Those percentage increases weve intended to move
the Companies’ gcnﬁ'_ation rates closer to market-bascd rates and to suppori the
Companies’ ability to finance projected capital investments associated with
environmental compliance facilities. Those increases were not cost-of-service
based and were not characterized as being applicable to any particular cost
component such as the October 5, 1999 EFC rate.

In the context of implementing the FAC it is necessary to establish a

baselinbtha:trepresemsthelmlofFACcoststhatmreﬂectedincmmtmtes.

The difference between that baseline and the projected 2009 FAC costs would be
the basis for the initial FAC costs to be recovered in 2009.

Tt would not be unreasonable for the Companies to take the position that
the percentage rate increase in the RSP case did not increase the Companies’
recovery of the cost componsnts that will be included in the FAC. However, in
an effort 1o reflect & more moderate approach the Companies are proposing to
establish a baseline which assumes that the annual RSP fixed increase percentapes
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acted to increase the recovery of the components that will be in the FAC. That is,

to treat it as if the FAC components were increased by three percent for CSP and

seven percent for OPCO,

Even that more moderate approach, howevez, still leaves a substantial
difference between the bascline and the projected 2009 FAC costs. En order to
further moderate the impacts of implementation of the FAC the Coropenies bave
proposed a phase-in. The goal of the FAC phase-in is to hold annual total rate
increases to approximetely fificen percent for each mate schedule in me .
Companies’ tariffs.
HOW WAS THE DECISION MADE TO TARGET THE INCREASE TO
APPROXIMATELY FIFTEEN PERCENT?
The fifteen percent target is judgmental. It must be recognized that the factors
primarily driving the increeses are related to rapidly increasing fuel expenses and
environmental compliance investments that the Companies have made. In
addition, the Compan.i-ﬁ believe the time is right to proceed with advanced
distribution refiability programs and gridSMART. Finally, there are obvious rate
impacts associated with several of the mandates found in 5.5, 221.

The long and short of it is that addressing these myriad factors results in

rate increases. The Companies’ phase-in proposal seeks 1o levelize the impact on

customers in a manner that makes the most stnse, I should note, as Mr, Hamrock
does in his testimony, that the target of approximately fifteen percent will not
include impacts from the Tramsmission Cost Recovery Rider or from new

government mandates,
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HOW DOES THE RATE IMPACT TARGET OF APPROXIMATELY FIFTEEN
PERCENT COMPARE TO ELECTRIC UTILITY RATE INCREASES BEING
AUTHORIZED IN OTHER STATES?

Looking &t the other companies on the AEP system with recent rate activity the
range of tequested rate increase ranged from 20%-34%.

DO YOU HAVE AN ESTIMATE OF THE FAC PHASE-IN PERCENTAGES
THAT MIGHT OCCUR, GIVEN THE COMPANIES’ RATE IMPACT

.. TARGET OF APPROXIMATELY FIFTEEN PERCENT? .

Yes. Under the proposed phase-in, the increase from the beseline to projected

2009 FAC casts would approximate the following schodule:

CSP OPCO
First Bill Cycle 2009 | 57% 18%
First Bill Cycle 2010 | 100% 62%
First Bill Cycle 2011 | 100% 100%

IN THE PROJECTED 2009 FAC COSTS USED BY MR. NELSON, DID
YOU DIRECT HIM TO REFLECT AN INCREMENT OF PURCHASED
POWER ON A SLICE OF SYSTEM BASIS FOR EACH COMPANY
EQUIVALENT TO FIVE PERCENT OF THAT COMPANY'S LOAD?

Yes, I did

WHY WOULD THE COMPANIES PURCHASE THIS POWER?

As part of the ESP, the Companies propose to purchase power on a slice-of-
systemhasisinincreasinginmmntsduﬁngeachyearoftheESP. The
increments areﬁvepmenchﬁO?,tenpetmfianDmdﬁﬂempmin
2011. These amounts represent half the market rate impact on customers’ rates
that likely would result from implementing the MRO alternats. Therefore, these
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Pmﬁmscanbeseenasalﬁnﬁedfeatmefw&econﬁnuhguansiﬁnnmnmket
rates, withaut starting the clock that would result in full market zates by no later -
thap ten years after an MRO is initiated. The purchases also are consistent with ‘
state policy 1o recognize the continuing emergence of competitive electricity -
markets through the development and implementation of flexible regulatary
treatment.

Seen from a different perspective, these purchases will reflect the

- Companies’ agreement to accept the Ormet and Monongahela Power Company -

loads into their service temitories, The Companies believe that during the time
that they will not be on the MRO track they should be able to rely to some extent
on the marlet as a source to serve the equivalent of those ncwloadsandcmaléo |
be used as a source of supply for future economic development in the Companies'

service territories. Reflecting those purchases in the FAC is consistent with the

cost recovery mechanisms approved by the Commission for both the Mon Power
and Ormet situations.

HAVE YOU READ THE | TESTIMONY OF MR. ASSANTE
CONCERNING ACCOUNTING ASSOCIATED WITH THE FPHASE-IN,
INCLUDING THE INCLUSION OF CARRYING COSTS ON THE

- DEFERRED INCREMENTAL FAC COSTS?

Yes, I have.
IS THERE AN ALTERNATIVE APPROACH TO THE TRADITIONAL
PHASE-IN MR. ASSANTE DISCUSSES IN HIS TESTIMONY?
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8.B. 221 refers to securitizing any phase-in, inclusive of carrying charges. It is
my belief that securitization of the phase-in/cartying charges could reduce the

customers’ financing costs associated with a phase-in. Tt is my understanding that

lmfbrtunatzly, S.B. 221°s passing reference to securitization is not adequate to

actually implement securitization in the most economic way, i.e., for the debt to

| teceive a AAA credit rating from the rating agencies. Securitization witha AAA

credit rating, which has been used by other utilities, would enable the securitized

interest as well as the principal. Without securitizafion, in order to cover
financing costs , customers would have to reimburse the Companies at the
Companies® weighted average cost of capital rate which is a higher rate than a
AAA secured interest rate on the phese-in bonds.

WHY DO YOU SAY THE REFERENCE IN SB. 221 TO
SECURITIZATION IS INADEQUATE?

It is my undersianding that, in order to securitize the deferred unrecovered FAC

costs that result from the phase-in, existing law would need to be amended to

include sufficient language to provide legal assurance that the debt will be secured
and, as such, qualify for 8 AAA credi rating, AAA rated debt is awarded the
lowest interest rate available in the market. Presently 8.B. 221 does not inohl;ie
sufficient Janguage to sn.q)portaAAActeditraﬁpg from the credit rating agencies
for the securitized debt. The Companies intend to pursue the legislative changes
needed o achieve secwritization. 1If the present law is amended to make

securitization feasible, the Companies will, with the Commission’s approval,

23
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securifize the remaining balance of the deferred unrecovered phase-in FAC costs,
including to-date carrying charges and cease recovery of a weighted average

capital cost based carrying cost,

CARRYING COSTS ON ENVIRONMENTAL INVESTMENT

Q.

ARE YOU AWARE THAT MR. NELSON TESTIFIES REGARDING THE

RECOVERY OF CARRYING COSTS ASSOCIATED WITH

- ENVIRONMENTAL - INVESTMENTS ‘MADE DURING THE 20012008 - -

PERIOD AND TO BE MADE DURING THE 2009-2011 ESP PERIOD?
YesIam. _
WHY ARE THE COMPANIES REQUESTING RECOVERY 61@ THESE
COSTS? |
The environmental investments previously made and still to be made are critical
to the Companies’ ahility to keep their flest of generating facilities in opecation.
Altemative energy resources, including renewable energy resources, and energy
efficiency and peak demsnd reduction programs have an important place in the
Companies” resource portfolio. However, those resources and programs will not
replace the need for the existing base Joad gencration—st least not i the
foreseeable future. Therefore, the environmental investments have been, and will
continue to be critical to the Companies’ ability to provide service to their
customers and to support the encrgy requirements of Ohio’s economy,

In addition fo being consistent with provisions within S.B. 221 that

authorize such recovery through automatie increases, this proposal heli:s advance
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z of electricity supplies and suppliers while also advancing the policy outlined in
3 Section 4928.02(A), Ohio Rev. Code, o maintain reasonably priced retail electric
4 service.
5 Q. HAVE THE COMPANIES REQUESTED RECOVERY OF CARRYING
6 COSTS ON THE ENTIRETY OF THE(R ENVIRONMENTAL
7 INVESTMENTS MADE FRDﬁ 2001-2008?
8 A - Ne. As explained by Mr. Nelson, the Companies fre not proposing 10 recover -
§ carrying costs associated with a large portion of their 2001-2008 environmental
10 investment, What is being requested is only what is not presently reflected in the
11 Companies’ existing SSO rates. This position represents another advantage of the
12 Companies” ESP in comparison with an MRO.
13
14 PROVIDER OF LAST RESORT CHARGE
15 Qf WHAT IS THE SCOPE OF THE COMPANIES’ OBLIGATION AS THE
16 PRdVIDER OF LAST RESORT?
17 _A. Despite the many changes to Ohio’s customer choice legislation enacted in 1999
18 {Am. Sub. S.B, No. 3 — S.B.3) that were made by S.B. 221, the fundamental -
19 premise of S.B. 3 remains. That is, all cystomers are free to swilch to recsive
20 generation service from Competitive Ret&lail Electric Service (CRES) providers,
21 Fmﬂier,customemcanﬁecomepanofagov&mmentaggegaﬁongwupasamthu
22 form of switching. |

the policy outlined in Section 4928.02(C) , Obio Rev. Cods, o promote diversity

25




10
11
12
13
14
15
16
17
18
19
20

21

23

Conversely, customers also are free to continue to rely on thejr incumbent
utility for generation service ata tariffrate. Even those cugtomers who switch can
choose to Tetumn to their incumbent utility. Further, if the CRES provider to -
whom customers switched or the supplier to the government agpregation group
were to default in its service obligation, those customers can returs to the
incumbent utility.

This flexibility leaves the Companies in the precarious positin of being

- exposed to-losing generalion -service-load when the market. price is low but .. - . -

needing to stand ready to begin serving that load again when the market price is
high, and in the case of a CRES or other supplier defanlt, doing so at a moment’s
notice, There is a definite and significant cost associated with providing this
flexibility. In addition to the challenges of providing capacity and energy on short
notice, the Companies would provide service to returning customers at the S50
rate (even though they are likely to be retumning because market prices exceed the
SS0).

In addition to being consistent with provisions within S.B. 221 that
authorize such charges, this proposal advances the policy outlined in Section-
4928.02(A), Ohio Rev. Cods, to promote diversity of electricity mpphes while
also advancing the policy to mairtain reasonably priced retail eloctric service.
ARE THERE PROTECTIONS IN PLACE FOR THE COMPANIES TO
LIMIT THEIR EXPOSURE TO THESE COSTS?

There are some limited protections in the comtext of shopping rules discussed in

the testimony of the Companies® witness Mr. Roush these are consistent with $.B.
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221 which continue o support customers having a true market option. There are
other protections, however, that would appear to shield the Companies from some
costs associated with providing the flexibility but in practice might not.

DO YOU HAVE AN EXAMPLE OF SUCH A PROTECTION?

Yes, I have been advised by counsel that a government aggregation may elect ot
10 receive standby service from the incumbest utility operating under an ESP. If
the utility is notified of that election, it is prohibited from charging customers of

the government aggregation-for standby service. However, customers of that - = -w -

government aggregation who refurn to the ufility for generation service will be
required to pay the market price of power incurred by the utility to serve the
customers (plus any amount attributable to compliance with the alternative energy
resource mandates in 8.B. 221). This protection, however, is not unllmlted since
the Commission has the authority to relieve customers of this market price
exposure after two years.

WHY DO YOU BELIEVE THIS FROTECTION FOR THE COMPANIES
MIGHT NOT BE EFFECTIVE?

The most likely time for a supplier to'a governmental aggregation to default is
when market prices are st their highest levels. While charging fhose market
prices, which in today’s market condition would be in a range of $85-90/MWh, or

higher, is theoretically consistent with customer choice, 1 simply do not belicve

-that the Commission and/or the General Assembly and Governor will sit back and -

fail to intervene while residential customers are forced into paying those rates.
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DO YOU HAVE AN EXAMPLE OF GOVERNMENT ACTION WHICH
LEADS YOU TO THIS BELIEF?

Yes, 8.B. 221 itself is a government action to protect customers from having to
pay market prices for power beginning in 2009. The market price over 2 full year
at on-peak and off-peak hours would be considerably lower than what the market
price could be at the time of a supplier’s default. The enactment of SB. 221
convinces me that utilitie likely would not be permitied to charge mmimtrm to
those customers who agreed to forego standby service, -

DO YOU BELIEVE THAT CUSTOMERS WHO PAID NO STANDEY, OR
POLR CHARGE STILL WOULD BE ENTITLED TO POLR SERVICE.
Yes, while I certainly cannot predict the ultimate resolution of such a sitation I
am quite confident that those customers will not be required to pay peak spot
mazket prices, To me this is no different than many non-residential customers
who urged the passage of S.B 221 so they couid pay rates regulated by the
Commission,

DO YOU HAVE ANOTHER EXAMPLE OF HOW IT APPEARED THAT

A UTILITY NO LONGER NEEDED TO PLAN TO SERVE POWERTOA

CUSTOMER BUT ONCE AGAIN WOUND UP WITH THAT SERVICE
OBLIGATION?

Yes and this example is striking. Ormet used to be a customer of OPCO. When
its service contract expired prior to the availability of customer choics, OPCO
agreed to a modification of iis service territory so that the Ormet facilities wound

up in the service territory ‘of another electric supplier. This egreement
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accommodated Ormet’s desire to purchase power in the market and OPCO no
longer had to plan on serving Ormet’s load Whlchhad been in the range of 500
MW. |
Sev;ral years later when market prices no longer wers attractive to Ormet
it filed a complaint with the Commission seeking to return to the comfort of
OPCO’s service territory. Recognizing the State’s inferest in enabling Ormet’s

continued existence in an economically weak portion of Ohio, OPCO, along with.

- CSP and several of their industrial customers agreed 1o Ornzet’s retum to service-

from OPCO and CSP, at a level of over 500 MW.

DO YOU THINK THIS WAS AN IMPROPER OUTCOME?

Just focusing on the interests of CSP and OPCO and its sharéholders,thr. outcome
was far from ideal. Looking at this situation from a broader Ohio economy
perspective I suppose it could be considered reasonable, My pomt, however, is
that when viewed through the lens of the najure and extent of the Companies” -
POLR. obligation, here we have load exceeding 500 MW that did not simply
switch to another generation provider, it ectually was removed from OPCO’s
certificd service territory. Nonetheless, when push came to shove the customer
and its massive load switched back to AEP Ohio. This is the ultimate nature and
scope of AEP Ohio’s significent POLR obligation. - The t;bligaﬁon exists even
when statutes and contracts tell you otherwise.

WITH THIS BACKGROUND IN MIND, HOW DID THE COMPANIES

DEYELOF THE POLR CHARGE THEY HAVE INCLUBDED?
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As [ discussed previously, customers have the right to leave the utility and take
service from an alternative supplier as well as the right to return to AEP*s ESP
pricing if future maricet price fluctuations make it advantageous for them to do so. -
AEPis holdinglthe other side of that arrangement; AEi’ is obligated to stand tBady
to handle whatever load fluctuations may result from such switching. The
financial risk inberent in such arrangemenis is a result of the asymmetrical
rclationship that exists between the two parties — one party is hold'ing the rights

that will bring financial benefits to themselves and at the same time impose ... . .. ...

financial losses on the other party,

WRY IS AN OPTION MODEL THE APPROPRIATE WAY TO VALUE A
UTILITIES POLR OBLIGATION?

The costs of AEP’s POLR obligation can be best undersiood in light of potentially
having to buy high and sell low. Wholesale price volatility and the asymetrical
impacts of retail choice —i.e., the customer is the party who holds the ebility to
chooseifand when they want 1o take service from a competitive retail provider or
under the wtility’s ESP plan - are the keys to understanding AEP’s cost of
providing its POLR cbligation. The customers” option to switch pmﬂdets can be
demanded opportunistically, at the economic convenience of customers. 'In fact,
Ohio’s desire to create structures and incentives to encourage customer switching
is one of the stated policy goals of SB 221. When determining the cost of AEP*s
POLR obligation, it is important to realize that i Samcial tesmns, such one-sided
rights that customers recejve through retail choice are equivilent to a seties of

options on power. When it becomes apparent that there are economic benefits
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from switching between a competitive supplicr and the ESP price, the rational
customer will exercise his or her flexibility to change providers. AEP, hawever,
will bear the difference between market and ESP prices as a loss. Thus, an option
pricing model provides an effective way o caloulate fae cost of AEP's POLR
obligation. |

WHAT METHOD WAS USED TO PRICE THE OFPFTION RISK

INVOLVED IN ITS FPOLR OBLIGATION?

- AEP wused the-Black-Scheles option pricing-model to calculate the value of its

POLR obligation. The Black-Scholes option pricing model is the widely used
option model, Amongrits many applications, it is used extensively to provide
basic benchmark pricing for equity and commodity options.
WHAT ARE THE REQUIRED QUANTITATIVE INPUTS IN THE
BLACK-SCHOLES MODEL? - |
The inputs necessary to calculate the price of an option using the Black-Scholes
model are (1) the market price of the of the underlying asset, (2) the strike price,
which is the price level at which the option holder has the right to buy or sell the
asset, (3) the time frame that the option covers, (4) the risk ﬁwae interest rate and
(5) the volatility of the underlying asset.

The inputs used in calculating the cost of the Companies’ POLR

obligation and how they correspond to the defined elements of the Black-Scholes

- model are listed i the table below.
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Black-Schotes | (1) Market | (2) _ Strike | (3)___ Time | (4} Dnterest [ (5) Volatility
Inputs Price Erice Foge Rate \
AEY _ Inputs | The The propesed | Calendar The interest | The volatility
into Black- | competitive | ESP price as | Years 2009- | rate of the 3 | of the futures
Scholes benchmark | contained in] 2011 (the { year Treasury | contract for
prices our filing same ferm as | note the term
discussed in our proposed ©12009-2011
relation o ESP and the
the MRO same tcrm
used to
calculate our
competitive
benchmarks

WHERE DOES THE RISK OF THE POLR OBLIGATION COME FROM

SINCE THE PROPOSED ESP RATE IS LOWER THAN THE
FORECASTED FULL REQUIREMENTS PRICE? |

The ESP price andthefullremifancntsmarketpdcea&orﬂytwoofﬂlevaﬁables
that need to be taken into considerstion, The time frame of the option — in this

case the 2009-2011 time period set cut in our filing— as well as the interest rate

also have an impact on the cost of the POLR obligation. Even more importantly,

the volatility of electricity prices plays an important role. Simply because our
proposed ESP rate is currently under the market price of competitive retail electric
service does not mean that there will not be perinds over the next three years
where those pricing lines could cross. Electricity is an extremely volatile
commodity traded, This vnl@ility no doubt is respmlsibie for customers urging

the passage of 8.B, 3 so they could gat access to market prices and then urging the

passage of 8.B. 221 so that they would be protected from market prices. The

option calcnlation takes into account the extremes volatility of electricity prices

when calculating the cost of the POLR obligation. It is mlso importent to
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remember that the Black-Scholes model also uses AEP’s proposed ESP price and
the estimation of competitive retail electric service prices as direct inputs, As a
dircct result of the difference betwesn the Companics’ proposed ESP rates and the |
much higher competitive retail electric service pricts, the cost of fuifilling the
Companies’ POLR cbligation is significantly lower than if the difference were not '
as large. |

IN THE PREVIOUS EIGHT YEARS, VIRTUALLY NO CUSTOMER

SWITCHING - HAS OCCURRED IN THE COMPANIES® SERVICE - -

TERRITORY. WHY DO THE COMPANIES BELIEVE A POLR
CHARGE IS JUSTIFIED UNDER THE PROPMOSED ESP? .

8.B. 221 makes clear that the promotion of retail competition, including large
scale govemnmental aggregation, is one of the policy goals of the state. Morcover,
given the volatility of electricity prices, market rates could fall below the SSO
during the term of the ESP. The freedom for customers to switch suppliers while
leaving the Compﬁes obligated to provide POLR service imposes a quentifiable
finsmeial risk on the Companies. The POLR charge the Corapanies are requesting

in this fling is a fair and reasonable approach to uddressinﬁthainheremﬁsk
associated with acting as the Provider of Last Resort.

HOW HAS THE POLR OBLIGATION BEEN ADDRESSED IN OTHER
DEREGULATED STATES?
The way in which POLR. obligations are dealt with veries from state to state.- .
Many states require customers returning to utility service to go on some type of

market price — transferring the risk of switching from the utility to the customer,
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If such an approach were used in Ohio, many have stated that the Staie’s goal of
relative price stability for customers would pot be achieved.

HOW DOES THIS APPROACH TO HANDLING THE COMPANIES’
POLR OBLIGATION AND ITS PROPOSED RETAIL SWITCHING
RULES ADDRESS THE CONCERNS OF ALL STAKEHOLDERS? :

The Companies are proposing to leave in place the switching rules currently in
effect. We believe the inclusion of the POLR. charge in conjunction with the rules
that allow for broad ewitching among all customers provides a fair and balanced -
approach. While Ohio continyes to develop and cncourage retail oompetuon as
outlined in 8.B. 221, we believe this iz the best way to provide customers the
freodom to explore competitive altematives while still providing & reasonsble
method of dealing with the obligation that imposes on the Companies.

WHY SHOULD THE POLR CHARGE BE NON-BYPASSABLE?

All customers, even those who have switched gencration suppliers, have the right
to rely on the Companies for generation service. As a related matter, the fact that
CRES providers do not assume the POLR obligation elso helps to keep generation
rates offered by CRES provxders lower. Therefore, the charge must be non-
bypassable.

BASED ON THIS ANALYSIS WHAT IS EACH COMPANY'S POLR
REQUIREMENT? .

The POLR revenue requircments are $108.2 million for CSP and $60.9 million
for OPCO per year. Compenies’ witness Mr. Roush uses these revemus

requirements to develop the Companies® proposed POLR raies.
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TEST FOR SIGNIFICANTLY EXCESSIVE RETURN ON COMMON EQUITY
2 Q. WHY ARE THE COMPANIES ADDRESSING IN THIS FILING

@

VARIOUS ISSUES CONCERNING THE DETERMINATION THE
COMMISSION WILL NEEP TO MAKE CONCERNING THE
COMPANIES RETURN ON EQUITY FOLLOWING THE END OF EACH
ANNUAL PERIOD OF THE ESP? |

I have been advised by counsel that the Commission must oons;ider, following the
end of each ananal period of the ESP, if adjustments made in the ESP resulted in

ﬂtcrenmnoncommnneq:ﬁtybdngsiglﬁﬁmlyinexcﬁsoftheremmun

common equity eamed during the same period by publicly traded companies,

including utilities, that face comparable business and financial rigks, with
adjustments for capital structure as may be appropriate, The Commission must
also consider the capital requirements of future commitied investments in Ohio.
The Company will bave the burden of provmg that zignificanily m:neésive
eartlings did not oceur. |

As 1 review the statutory language, I see two significant tmnertaimieé in
the statutory provision. In light of the fact that the burden of proof concerning
this analysis rests with the Companies, it is imporiant to have the Commission
address these uncertainties.
WHAT ARE THE TWOQ UNCERTAINTIES TO WHICH YOU REFER?
One uncertainty is centered on the notion of publicly traded companies that face -
comparable business and financizl risks. The other uncertainty is centered on the

meaning of “significantly excessive™ This latter point really is a- two-part
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uncertainty: how will “excessive” be defined and how will “significantly
excegsive” be defined?
BESIDES MEETING THE BURDEN OF PROOF ARE THERE OTHER
REASONS THAT THE COMMISSION SHOULD PROVIDE SOME’
CLARITY mNCERchngUNCERTMS? -
Yes there are. The refund potential inherent in the earnings test creates financial
uncertainty which in furn res:dtsinﬁnancingcqshsthatwwldhehigherthan
otherwise. The uncertainties I have identified add fusther risk to the overall
financial uncertainty risk. Therefore, the immerests of the Companies and their
customers are best served by the Commission providing clarity on these matters.
HOW HAVE THE COMPANIES APPROACHED THESE ISSUES IN
THIS PROCEEDING? |
The Companies are presenting the testimony of Companies® witness Dr. Makhija.
His testimony proposed the determination of comparable publicly traded
companies and the application of the term “significantly excessive.” .
Ihavereviewedthn.approanhproposedand supported in Dr. Makhija's
tesﬁmonyand,whjlelmognizethattbeCpmmissionneedstomminm degree
of judgment in how those concepts are applied, I balieve.his methodology should
be endorsed by the Commission as the sterting point for its eamings analysis.
IN YOUR OWN ANALYSIS OF THE SIGRIFICANTLY EXCESSIVE
EARNINGS TEST REQUIREMENT, WHAT CONCLUSIONS HAVE YOU
REACHED CONCERNING THE BUSINESS RISK FACING THE
COMPANIES?
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As 1 think about the business risk facing the Companies under S.B. 221 I
categorize those risks in five categories. These arc migration risk, asset rigk,
financial rigk, transition to market risk and litigation risk. Attached o my
testimony as EXHIBIT JCB-! is a list of risks that I see as falling within cach of
these categories. Based on my forty years of experience in the utility industry and
my general ﬁ;miliarity with many other industries, I am unaware of other
industries that can be said to have comparable business and finaaciel risks as the

. Companies do.

ARE THERE OTHER ASPECTS OF THE SIGNIFICANTLY EXCESSIVE
EARNINGS TEST THAT YOU BELIEVE THE COMMISSION SHOULD
CLARIFY PRESENTLY AS QPPOSED TG WAITING UNTIL. IT
ACTUALLY APPLIES THE TEST?
Yes. Ithink it will be necessary to adjust the Companies® returns on equity for
two factors. The first factor is mentioned in the testimony of Companies” witness
Mr. Assanie. As he points oct, the phase-in deferrals would result in earnings as
if there had been ml} phase-in, |

While the return on equity may be the same ynder 2 phase-in or no phage-
in scenario, the reality of the sitvation s that customers will not have paid rates
that reflect the amounts of the deferrals. Therefore, it would be inappropriate to
base a finding of a significantly excessive return on equity or revenues that the
Companies had not received and worse-yet, 1o order the Companies to return
these “revenues’ to customers even though the cugtomers had not even made

thoss payments. My further concern with ordering a refund of recoveries which
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had net actually been paid is the concern rmised by Mr. Assante regarding the
inability 1o offer a phase-in becanse the deferral requirement of probability of
recovery will be severely jeopandized So that we and our auditars can determine
whether a phase-in is achievable, the Commission needs to address this.issue.
Similarly, although not related to the proposed phase-in, the Cornmission
needs to address the treatment of the off-system sales on the Companies’ retum
on equity.
WHAT IS MEANT BY OFF-SYSTEM SALES?
Off-system sales are opportunity wholesale sales by the AEP system. The sales
are made pursuant to rates approved by the Federal Energy Regulatory
Commisgion under its exclusive jurisdiction. The margins from these sales are
allocated to the AEP operating Companies, inchuding CSP and OPCO, The AEP
system does not plan its generating facilities based on anticipated ofﬁ-wﬂm
sales. Instead, generating facilities are planned to meet cument and anticipated
firm loads. To the extent capacity is available and a demand for that capacity
exists on the wholesale market, the opportunity is pursued and hopefully an
opportunity sale, or off-system sale, is made;
WHAT IS YOUR RECOMNDATION REGARDING THE
TREATMENT OF OFF-SYSTEM SALES IN THE CONTEXT OF THE
EARNINGS TEST?
With this background, I have becn advised by counsel that it wmldbeunlawfl:l!
forthe&mmssmntoonduareﬁmdbasedonuamn@mﬂuemed,mpaﬂ,hy
recoveries received through FERC-jurisdictional rates. Even without this legal
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issue, I believe it would be inappropriate to order a refimd based on a return on
equity which results, in part, from these off-system sales. The entire focus of 8.B.
221 is on retail sales. Indeed, to the extent that earnings resuit fiom sources othet

than adjustments in the ESP, I believe that it would be inappropriate to consider

such earnings as excessive. The return on equity test must be reviewed in this

context, and the Commission should make clear in this ESP order that it will

exclude the impact of off-system sales from any application of the test.
ARE, THERFE, OTHER ADJUSTMENTS THAT MIGHT NEED TO BE ..

MADE BY THE COMMISSION AS P:ART OF THE EARNINGS TEST?

Yes, at least one other adjustment might need to be made in the context of

OPCO’s eventusl resolution of the MG lease issue, Depending on how that

matter is resolved there may need to be an adjustment. OPCO would, as part of
any TMG Iease filing, address the treatment of any such adjustment.

DO YOU HAVE ANY OTHER MATTERS RELATED TO THE

EARNINGS TEST THAT THE COMMISSION SHOULD RESOLVE AT

THIS TIME?

Yes. I recommend that the earnings test be performed on the two Companies on a
combined besis. These two Companics erc operated as a single entity, with a
single management structure. Their participation in economic development
effortz is based on a combined basis instead of as two companies competing

against one another. Reviewing emmngs on & separate company basis puts form

" over substance and would result in & penalizing one company ot not penalizing
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the other company for decisions made based on the overall perspective of AEP
Ohio. |

MODIFICATION OF CORPORATE SEPARATION PLAN AND AUTHORITY
TO SK1L.L OR TRANSFER CERTAIN GENERATING ASSETS

WHAT IS THE STATUS OF THE COMPANIES’ CORFORATE
SEPARATION PLAN? |

In their electric transition plan proceedings each' Company was a:.zthonzedto
legally separate its distribution, transmission and generation functions. In their
RSP proceeding, however, the Commission modified the previously appmved
corporate separation plans. n particular, the Commission suthorized the
Companies to operate on a functional separation basis. (RSP Opinion and Order,
p. 35). |

WHAT ARE THE COMPANIES PROPOSING IN THIS PROCEEDING
REGARDING CORPORATE SEPARATION?

The Companies are proposing that the Commission authorize the Oompéniea to
remain fumctionally separated and euthorize & plan to refain the distribution and,
for now, the tansmiséion assets and to eventually move their generating assets to
a to-be-formed affiliate company. The Commission’s suthorization of such &
tequestwnuldbcﬂmﬁrstofsemalstepsthmmlﬂdneedtnbetakmbefme
actual transfer could be completed. Of course, one important step in ﬂunptocees
would be to obtain Commission anthority to actually sell or transfer the

generating assets.
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WHY DG THE COMPANIES REQUEST THIS AUTHORITY?

I have been advised by counsel that functional separation can only be permitted
for an interim period. Counsel also has advised me that the underlying

requirement remains for corporate separation of the provision of competitive retail |
c!cétrlc service fiom the provision of nencompetitive retail electrie service.

While the length of the “inteim period” for which fimctional seperation is

permitted is mot defined, it is not comtemplated as a permanent solition.

Therefore, ultimately, and ir my opinion probahly sooner rather than later, legel .
scparation must be achieved. We believe the three-year ESP accommodates a
rezsanable extension period of fimctional separation. However, eventuaﬂy legal

scparation will be required and all parties should understand how the Companies

would implement their corporate separation |

WHEN THE COMPANIES EVENTUALLY ARE AUTHORIZED TO

LEGALLY SEPARATE THEIR DISTRIBUTION, TRANSMISSION AND

GENERATION ASSETS WOULD THEY BE ABLE TO AVOID THE

STATUTORY PHASE-IN REQUIREMENT IN THE CONTEXT OF A

- FUTURE MRO?
" No. As of the effective date of S.B. 221 both Compenies directly own operating

electrio generating facilities that had been used and useful in Otio. Counsel bas
advised me that therefore, §4928.142 (D) Ohio Rev. Code, w:ll require that when
in the future, the Companies seck authority to establish the Standard Service Offer
under an MRO only a portion of the $S0 for the first five years of the MRO can

be competitively bid. Therefore, as I understand it, when the Companies apply
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for an MRO to determine their 80, even if the Companies’ modification to their

corporate separation plan had been previously granted their rates would not be

based on one hundred percent market at that time.

DOES CSP OWN ANY GENERATING ASSETS WHICH HAVE NOT
BEEN DECLARED USED AND USEFUL IN OHIO?

Yes, it owns two such facilities. On September 28, 2005, CSP purchased the

Waterford Eﬁergy Center located in southeastern Ohio. The Waterford genersting

. facility is a natural gas combined cycle power plant.. It has a nominal generating . .

capacity of 821 MW. On April 25, 2007, CSP completed the purchase of the
Darby Electric Generating Station. The Darby'plant, located near Mount Sterfing,
Ohia, is a natural gﬁs simple cycle generating facility with a nominal Seﬁefﬁﬁﬁg
capacity of 480 MW and a summer cagmity of approximately 450 MW,
IRRESPECTIVE OF CSP'S CORPORATE SEPARATION PLAN YOU
HAVE DISCUSSED, WHAT IS CSP’S REQUEST CONCERNING THESE
TWQG FACILITIES? |
CSP requests authority 1o sell or transfer these two plants, However, CSP has no
present plan to exercise that aﬁwority. Neither of these units have ever besn in
CSP’s rate base and customers’ generation raies have not reflected CSP’s |
investment in the plants or the expenses of operating andmmnta:mng the plantz.
The amend.ment 1o §4928.17 (E), Ohio Rev. Codg, conceming the sale or
transfer of generating assets could not have been mote of u reversal of state law, -
Up to July 30, 2008, a utility could divest generating assets without Commaission

approval. As of July 31, 2008, prior Commission approval of such a: sale or
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trausfer is required. Many argued during the legislative debates aver 8.B. 221
that this Ieprésems an approprigte change in public policy with respect to
generating assets that had been the basis for rates that customers have been

- paying, i.e., used and useful for rate base purposes. While I do not agree with

thﬁewgumenwﬂ:mmeargmmIcmeemaderegardingtheDwmd
Waterford facilities. Therefore, I believe it is appropriate for the Commission to
grant CSP, as part of the ESP, the authority 1o sell or transfer those generating -
asseis, .. |

IF PRIOR TO JULY 3i, 2008, CSP COULD HAVE SOLD THOSE
PLANTS WITHOUT HAVING TO OBTAIN COMMISSION AUTHORITY.
WHY DID IT NOT DO S0? |

There are two parts to the answer to that quesiion — a praciical part and a
philosophical part As a practical matter transactions of this natire do not happen
over night. It is not clear to me that the iransaction conld be completed in time.
More important, however, is the philosophical part. The implementation of S.B.
221 should cccur in a fiir and responsible manner, Since rushing to sell these
plemts might be perceived by some as trying to aveid the General Assembiy's
intent in this regard, we chose to bring this issue before the Commission,

DO CSP AND/OR OPCO HAVE GENERATION ENTITLEMENTS
RESULTING FROM ARRANGEMENTS OTHER THAN THE WHOLE
OR PARTIAL OWNERSHIF OF GENERATING ASSETS?

Yes they do. On May 16, 2007 AEP Generating Company, an effiliate of CSP
putchased the Lawrenceburg Ceneration Station located in Lawrenceburg,
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Indiana. The Lawrenceburg plant is a combined-cycle natural gas power plant -
withageneratingcapacitﬁrnfl,ﬂﬁ'ﬁ MW, CSP has a contract for the output of the
Lawrenceburg plant.

In addition, CSP and QFCO each have a contractual entittement to a
portion of the output from the generating facilities of the Ohic Valley Electrie
Carporation (OVEC). Those facilities are the Kyger Creek plamt owned by
OVEC and Clifty Creek plants pwned by OVEC’s subsidiary, Indiane-Kentucky

Electric Corporation. These entitlements have not been reflected in rate base for = .

either Company.
PLEASE DESCRIBE CSP’S AND OPCO’S RELATIONSHIF -WITH
OVEC,
OVEC was formed in 1952 by several regional utilities to provide power io a
uranium enrichment plant near Portsmouth, Ohio. AEP is one of the owners and
CSP, which was not part of the AEP system in 1952, is another of the owness.
OVEC and the Atom:cEnmgy Commission (AEC) executed a poveer ag:wnent
which ultimately was terminated on April 30, 2003. |

The OVEC “Sponsoring Companies™, which include CSP, a part owner of
OVEC, and OPCO, through AFP’s part ownership of OVEC, signed an Inter-
Company Power Agreement (ICPA) which provides for excess ensrgy sales to the
Sponsoring Compsnies of power not utilized by the AEC (subsequently the
Department of Energy, DOE). Only after the 2003 telmmatlon of the OVEC-
AEC/DOE egreement, OVEC’s entire generating capacity has been availsble to

the Sponsoring Companies. The term of the ICPA has been extended to March
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13, 2026. The combined capacity of the Kyger Creek and Clifty Creek plant is
2,390 MW. C8P’s and OPCo’s shares as Sponsoring Companies are 4.44 percent
and 15.49 percent, respectively.

DO CSP AND OPCO BELIEVE THAT THEY NEED COMMISSION
AUTHORIZATION TO SELL OR TRANSFER THE OVEC AND CSP
LAWRENCEBURG, ENTITLEMENTS?

I have been advised by comnsel that since these entitlements are contractual in

..mature and do not arise from generating assets that either Company wholly.or.. . ..

partly owns, Commission approval for such transactions is net required.
WHY ARE YQU TESTIFYING ABOUT THE LAWRENCEBURG AND
OVEC TRANSACTIONS?

The focus of 8.B. 221 on generation-related transactions indicates an interest in

. the sale or transfer of generating assets wholly or partly owned by an electric

distribution utility. Though Commission approval of the intended transactions 1
have just described is not required, and [ am not aware ofanyreqtﬁrmgntsto
inform the Commission of these transactions, I believe it would be inappropriats
4o discuss matters that are jurisdictional, ie. the Darby and Waterford plants, and
not give a complete picture regarding plants that have not previously been deemed
used and useful by the Comenission.

AMORTIZATION OF MISCELLANEOUS D D G 8

ARE THE COMPANIES PROPOSING TO BEGIN THE AMORTIZATION
OF MISCELLANEOUS DEFERRED COSTS
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Q.

A

Yes. The proposal is to begin that amortization in 2011 and complcic the
amortization approximately eight years later.

WHAT IS THE RATIONALE FOR THE TIME PERIODS?

As Mr, Assanic noies in his testimony, a significant portion of these deferrals
have been on the Companies’ books since the Market Development Period. With
the passage of S.B. 221, and the filing of an ESP which makes adjustments to
distribution rates, it is appropriais to address at this time the amortization of these
deferrals.. The Companies believe that with other ESP rate increases it would be -
in the interest of customers to put off the commencement of the amortization.. To
further moderste the rate impact on customers, the Compenies propose to
amortize the deferrals over approximately eight years, starting in 2011, Mr.
Roush testifies in support of a rider that will recover thess deferrals along with

carrying charges on the unrecovered balance of the deferrals.

ECONOMIC GROWTH ADJUSTMENTS TO BASELINES FOR ENERCY
EFFICIENCY AND PEAK D REDUCTIONS -

WHY ARE THE. COMPANIES ADDRESSING IN THiS FILING THE
BASELINES FOR THE ENERGY EFFICIENCY AND PEAK DEMAND
REDUCTIONS MANDATED BY $.8.2212

Since the Companies® obligations regerding energy efficiency and peak demand
reduction begin in 2009 it is important for us to know how the baselines will be
determined. While the precise level of the baselines cannot be determined umtil

the Companies’ total kilowatt hours sold in 2008 are known, we can establish for
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2009 and thereafter the “rules of the road” for making adjustrments to the

preceding three year's average kilowatt hours sold.

WHAT ADJUSTMENTS TO THE BASELINES ARE THE COMPANIES

PROPOSING?
I have been advised by counsal that the Commission has the authority to reduce
thess baselines to adjust for new economic growth in the utility’s certified

territory. The term “sconomic growth™ if broadly interpreted could include all

- new Joad added during the three-year baseline period. .

WHAT ECONOMIC GROWTH ADJUSTMENTS ARE THE COMPANIES
PROPOSING FOR THE BASELINE, YEARS 2006-20082
There are four categories of wt;.rnomic growth that the Companies are proposing.

The first category relates to the Commission’s January 26, 2005 Opinion and

Order in the Companies RSP procesding. One of the results of that order was that ~

the Commission concluded that “$14 million should be allotted by [the

Companies] for the benefit of [their] low-income customers, as well as for

economic development during the RSP period.” (p 34). As directed by the.

Commission, the Companies worked with the Commission’s Staff to develop the
use of that money. The Staﬁinmm,\;msdimctedtowoﬂ{ with the Department
of Development in relation fo the vse of the money. Ttis the Co:r.n-bmlies" position
that to the extent the $14 million was used for economic development purposes
which resulted in increased Joad, that load should be removed from the average
three-year baselines. |
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WHAT IS -THE SECOND CATEGORY OF ECONOMIC GROWTH-
RELATED LOAD THAT SHOULDP BE REMOVED FROM THE
CALCULATION OF THE BASELINES?

The second category relates o the Joad acquired by CSP when it absorbed the |
service territory formerly served by Monongahela Power Company (Mon Power).
The record in that proceeding (Case No. 05-765-EL-UNC) reflecis the

Commission’s concerns for Mon Power’s customers if they were not served mndet

an RSP. ‘The Commission stated that “Mon -Power’s retail customers may be. -

facing potentiel rete shock and rate instability... The Commission Iemams
resolute that the RSP option isrthe best option for Ohio’s eleciric customers....”
(Fune 14, 2005 Entry, p.1).

The Staff also testified that CSP’s assumption of the responsibility of
providing a Standard Service Offer to the former Mon Power customers.... is “pot
normal load growth within the CSP service ter_l‘itmy ... and was “in responsc fo a
request by the Commission as a matter of public policy...."

The Staff’s witness Mr. Cahaan also testified:

There are important economic development issucs.
Certainly, a major reason for promoting a rate stabilization
plan in the former Mon Power service tertitory was related
to concerns of economic dislocation. & is also clear that
neighboting locations in Ohio have strong economic ties-
and are strongly linked. In general prosperity in one area
spillz over into other areas, boosting their economic health.
Conversely, dislocation and economic decline in an area
spill over to neighboring areas. The benefits of providing
rate stabilization plan to the southeastern corner of the Stste
will provide benefits to the rest of the CSP service temtory
as well. (/4. at 4)
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In its post-heating brief the Staff argued that if CSP did not absorb Mon Power’s
service territory, prices would leap to a level that “almost cestainly will drive out
major employers from a region which already hes very few. This is a crushing
blowto & fegion which has weathered many, too many, in recent years.,” (Brief,
pp1.2). ,
Finally, in its November ¢, 2005 Opinion and Order in that proceeding the

Commission held that with the service territory transfer “economic benefits wili

.. insure to all citizens and businesses in both regions by helping fo sustain

economic development in southeastern Ohio.” (Opinion and Order, p.11)
Given this tecond if is clear that CSP's acquisition of the former Mon
Power service territory served the interest of economic development in Ohio and
resulted in new economic growth in CSP’s certified service territory.
WHAT 1S THE THIRD CATEGORY OF ECONOMIC Gh.OWTH—-
RELATED LOAD THAT SHOULD BE REMOVED FROM THE
CALCULATION OF THE BASELINE? .
The third category relates to the Ormet load being served by CSP and OPCO. As
discussed elsewh&e, as a result of a complaint filled by Ormet agams‘t it’s men- _
current electric supplicr and OPCO (Case No. 05-1057-EL-CSS), as of Jamuary 1,
2007 Ormet became & customer of a new CSPAOPCO combined service territory.
In the Commission’s November 8, 2006 Supplementsl Opinion and Order
the Commission reviewed the extensive economic benefits resulting from the
transfer of service responsibility to CSP and QPCO. These benefity included the

employment of about 1,000 people with annual wages of $40,000,000 and

49



10
B
12
13
14
15
16
17
18
19
20
21

22

healtheare benefits nostiﬁg over $10,000,000 per year. Further, Ommet pays about
$1,000,000 annually in taxes to Monroe C@W, Ohio and ity school district.
“These extensive economic benefits can only be obtsined through the
resumption of operations at [Ormet’s] Hanmibal Facilities, and the Stipulation will
facilitate the resumption of those operations.” (p.7).
Based on the record in that case it is clear that CSP’s and OPCO’s service

to Ormet resulted in economic growth in their certified territory.

- IS THERE ANY ADDITIONAL GROWTH-RELATED LOAD THE

COMPANIES ARE SERVING THROUGH THEIR JOINT SERVICE
TERRITORY?
Yes. In its November 7, 2007, Finding and Order in Case No. 07-860-EL-AEC
the Commission approved a service coniract between the Companies and
Hannibal Real Estate LLC, (Hannibal). Haunibal is a stecl plate storage and
distribution compaﬂy which, prior to obtaining Ormet’s former rolling mill
fucility, which had been idle since 2005, had been located in Whits Plains, New
York. Hannibal estimated its reopening the rolling mill facility will result in 20~
30 jobs with very competitive wages. | _ |
This special contract has brought additional economic growth benefits to
Monroe County and the load of Hamribal should be removed from the three-year
bascline calculation. |
LOOKING BEYOND THE BASELINE FOR 2009, DO THE COMPANIES
ANTICIPATE ANY OTHER ECONOMIC GROWTH-RELATED LOAD

ADJUSTMENTS TO THE APPLICABLE BASELINES?
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Yes. Besides the continuation of adjustments for the loads I have discussed, the

Companies are mindful of the likelihood of future load growth dus to economic

. growth tied to the economic development efforts of the Companies, and state and

local agencies with responsibility for sconomic development. Thess economic
development efforts are important to the state as a whole and to the commumities
we serve. Failing to adjust the baselines for such load will result in a disincentive

1o promote economic growth. This is because the larger the baselines the greater

_the amount of energy efficiency and peak demand reduction which must be.. . .. .. .

achieved in order to avoid the imposition of pon- compliance forfertures.

Therefore, we ask the Commission fo declare that Joed resulting from the

* Companies’ and/or state and kocal agencies with responsibility for economic

development will be excluded from the baseline calculations.

IBLE Y PLANT CLOSURE

WHY ARE THE COMPANIES ADDRESSING IN THIS FILING THE

ACCOUNTING FOR POSSIBLE EARLY PLANT CLOSURE?

. Some of the Companies’ units coukl experience failures or safety issues that

would require significant investment to keep them operating. As long as it is
economical and safe to do so, the Companies intend to keep their units ranning as

long as possible. However, considering the number of units the Companies® own

- it is possible that one or more of their units may experience a failure or safety

issue requiring a significant investment that would not be cost effective to make.

It is possible, therefore, that the date at which one of these units is no longer able
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ta cost-effectively operate could be a date earfier than assumed for depreciation

accrual purposes. Mr. Assante discusses in his testimony how the Companies

propose to account for and recover the cost for such an event.

INTEGRATED _ GASIFICATION COMBINED _CYCLE GENERATING
FACILITY S

Q.

PLEASE DESCRIBE THE BACKGROUND OF THE COWANIES’

EFFORTS TO CONSTRUCT AN INTEGRATED GASIFICATION

COMBINED CYCLE (GCC) GENERATING FACILITY IN MEIGS

COUNTY, OH10.
In its January 26, 2005, Opinion Order in Case’No. 04-169-EL-UNC, the
Companies” Rate Stabilization Plan (RSP) proceeding, the Commission urged the
Companies:
“tc move forward with a plan to construct an
{IGCC] facility in Ghio.” [The Companies] should
engage the Ohio Power Siting Board in pursuit of
such a plant We are encouraged by emerging
information that suggests that the IGCC technology
will be economically aftractive. It is worth noting
that the Commission is exploring regulatory -
mechanisms by which utilities, given their POLR
responsibilities, might recover the costs of these
new facilities.” (pp. 37-38).

The Commission explained its interest in IGCC technology in the context
of the Companies® stanrory POLR responsibilities, the Commission’s
responsibility to enhance the business chimate in Chio, Ohio’s express statutory
policy that consumers are entitled to a fiture secure in the knowledge that

electricity will be available at competitive prices, and the Commission’s opinion
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that electric generators of the future should be both environmentally friendly and

capable of taking advantage of Chio’s vast fuel resources.

DID THE COMPANIES SHARE THE COMMISSION’S INTEREST IN
IGCC TECHNOLOGY?

Absolytely, and we continue to be interested in building and operating an IGCC
facility in Meigs County, Ohio.

HOW DID THE COMPANIES PROCEED IN RESPONSE TO THAT

.. PORTION OF THE RSP CRDER? .

On March 18, 2005 the Compaies filed an application for authority to recover
costs associated with the construction and operation of an IGCC facility, That
application was docketed as Case No. 05-376-EL-UNC. In that application the
Companies requested authority to implement a three-phase mechenism for
recovering their IGCC costs. As the Companies’ I:hen - President testified at that
time, however, the Companies would siot continue on the IGCC construction path
if cost recovery were subject to uncertainty. In addition, the Companies obtained
a certificats from the Ohio Power Siting Board to construct the proposed IGCC |
plant, (OPSB Case No. 06-30-EL-BGN).

HOW DID THE COMMISSION RULE IN THE JGCC CASE?

In its April 10, 2006 Opinion and Order the Commission approved Phasc I
recovery of approximately 324 million of pre-construction cc.asts. In the
Commission’s June 28, 2006 Entry on Rehearing, the Commission, based on its

belief' “that there may be elements of the design and engineering that may be

transferable to other projects” (p. 16), ordered that if the Companies have not
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“commenced a continuous course of construction of
the proposed facility within five years of the date of
issusnce of this entry on rehearing, all Phase I
charges collecled for expenditures associated with
items that may be wiilized at other sites, must be
refunded to Ohio ratepayers with interest.” (p.17).

WERE THE COMMISSION’S IGCC ORDERS APPEALED?
Yes, they were.,
WHAT WAS THE OUTCOME OF THE APPEAL?

I will not attempt to explain the Ohio Supreme Court’s rationale. I note, however,

“t‘riatt-heComtmversadinpmtaﬁdafﬁrmedm ”i'npéxtﬂ:éCr:mmiséidﬁ"s"mjdefs'an& |

remanded the procesding back to the Commission. The Court’s opimion, of
course, was based onﬂw!awasitexistedpﬁortuﬂleenacmientofs.]ini. _
DOES THE ENACTMENT OF S.B. 221 PROVIDE LEGAL AUTHORITY
FOR THE COMMISSION TO APPROVE THE COMPANIES’ THREE-
PHASE COST RECOVERY PROPOSAL FOR IGCC COST RECOVERY?
That is a question the Commission, and then perhaps the Ohio Supreme Court
would need to answer. 1 can say, however, that from the Companies” perspective
there are several provisions in $.B. 221 which appear o create barriers to the
construction of the IGCC facility in Meigs County.

CAN YOU IDENTIFY ANY EXAMPLES OF THOSE PROVISIONS?

Yes. While S.B. 221 does address construction work in progress (CWIP) and
surcharges for the life of en electric genmﬁng facility owned by the electric
distribution utility, those are mentioned only in ﬁe context of an ESP, ﬁm IGCC
facility will be a long-lived asset. The structure of S.B.221 may require the

electric distribution utility to remsin i an ESP for decades to assure an
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apportunity for IGCC cost raobvery. Foregoing the MRO altemative on such a
long-term basis is a very steep price to pay for what we believe is a sensible
component of meeting our POLR obligation and meeting what appear to be ever-
increasing environmental restrictions.

Another example of & barrier is the CWIP provision itself, Ohio’s CWIP
provision has several restrictions that tend to minimize the beaefits of CWIP.
8.B. 221 does not appear to overcome these restrictions. These include the

-seventy-five percent complele requirement, the Hmit on CWIP as a percentage of

total rate base and the effect of so-called “miror CWIP.” The limit on CWIP as a
petcentage of total rate base causes particular uncertainties since the concept of a
generation rate base has no applicability under S.B. 221.

DO THE COMPANIES INTEND TO ABANDON THEIR INTEREST IN
CONSTRUCTING AND OPERATING AN IGCC FACILITY IN MEIGS
COUNTY?

Definitely not. The Compeanies, our customers, Ohio’s coal industry and the State
of Ohio cannot afford to give up on this project. The examples I just mentioned
are not unique to IGCC technolagy. They are real barriers o the construction of
any base load generation in Ohio. We are encouraged that while the General
Assernbly addressed renewables and energy cfficiency in 8.B.221, it also
recognized the need for advanced energy resources, inciuding cleen coal
technology, such as IGCC, with design capability to comtrol or prevent the
emission of carbon dioxide. It is our hope-that we can work with the Governor's

administration, the General Assemnbly and any other party that has a genwine
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interest in securing Ohio’s energy future in a responsible and realistic menner to -

enact legislation that will make an 1GCC facility in Meigs County, Ohio a reality.
I must note, however, that since we originally proposed our IGCC construction
plans, CSP has scquired additional penerating capacity. This additional th?

will irpact the timing for an IGCC plant addition.

JMG/OPCO GAVIN SCRUBBER LEASE ACCOUNTING

Q.. .

PLEASE, DESCRIBE - THE BACKGROUND CONCERNING OPCO’S -

LEASE WITH JMG FUNDING, LP (JMG) PERTAINING TO SCOLID
WASTE DISPOSAL FACILITIES (SCRUBBERS) AT THE GAVIN
PLANT.,

In Case No. 93-793-EL-AIS, the Commission suthorized OPCO to enter into a
lease with a third party, MG Funding. The lease provides for the purchase of the
Gavin scrubbers at the end of its initial fifteen-year lease term at the higher of the
scrubbers’ net book value or its market valne to be based on a mumelly agreeable
appraisal. The lease also has an option {o renew the term for an additional
nineteen years from 2010 to 2029. |
PLEASE DESCRIBE TRE NATURE OF THE APPLICATION FILED BY
OPCO IN CASE NO. 03-498-EL-AIS.

In that application OPCO sought authority to assume obligations of JMG under
loan agreements, to refinance certain obligations related to those loan agreements,
to enter into loan agreements in connection with the refinancing, to enter into

guarantees and to enter into interest rate management agreements.
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HAS THE COMMISSION COMPLETED ITS CONSIDERATION OF THE
APPLICATION?

Yes it has. In its June 4, 2008 Finding and Order in that docket the Commission
approved the application, subject o two conditions.

WHAT ARE THOSE, CONDITIONS?

First, OPCO was ordered to scck Commission approval prior to exercising the

option to purchase the leased facilities and/or terminate the lease in 2010 or renew

- -the lease. -Second, Ohio Power Company was ordered to provide details of howeit - - - ... =

intends to incorporate the lease in its ESP.

HAS OPCO DETERMINED WHETHER IT WOULD RENEW THE
LEASE FOR THE NINETEEN-YEAR  PERIOD OR BUY THE
SCRUBBERS AT THE HIGHER OF THEIR EREMAINING NET BOOK
VALUE OR MARKET? |

No, it has not since it does not lnow the scrubbers” market value at this fime. An
analysis to determine the least cost option cannot be completed without an
appmisalbeingpﬁfﬂmedﬁnddiscussiomwﬁhthe]esmrwmplmdmagwm
the scrubbers’ market value. Since the initial fifteen-year lease term does not end |
until 2010, OPCO has not yet completed the necessary discussions with the lessor
to engage an appraiser and agree on a market vaive after receiving the appraisers
report.  Until the market value of the scrubbers at the termination date can be
determined and agreed to it is not possible to determine which option is the least

cost option. Therefore, OPCO reserves the right to scek an appropriate
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modification to its ESP rates, in 2010 or whenever the determination is made, to

Tecover any increased costs, as appropriate.
DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes, it does.
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EXHIBIT JCB-1

Migration Risk

Customers have come and go rights (rules to be determined) - Company
retains provider of last resort status at tariff rates

Distributed generation is encouraged

Governmental aggregation is promoted ~ including by-passability of charges
Governmental agencies to pursue energy price risk management
Competition from other EDUs that own generation

Asset Risk

-

[

Financial Risk

No future stranded cost recovery for historical “g” assets
Performance standards and targets for service quality to customers
Requirement to have T&D available for customer generation and distributed
generation . '
Risk that Commission requires separation from RTO participation
(infrastructure mvestment associated with membership) '
Mandated compliance for advanced energy portfolio forces utilities to

" pursue/investment in technologies that may not perform as expected in
introducing technical risk
By-passability of advanced energy costs through shopping

-~

A symmetrical earnings test ~ set rates and claw back on one side — 5o true up
on the other -

Prudency review of generation-related costs

Penalties for under compliance with advanced energy/DSM/EE (potentially in
excess of $200 million/year)

Commission can require phase-in of rates to ensure rate and price stability
Lack of definition around earnings test-present amd fisture

Transition to Market Risk

Caommission can stall the Market Rate Option (MRO) at 10% phase in after
the first year — no ability to return to ESP

Approved ESP can luter be rejected before end of term if MRO provided
better economics for customers

Litigation Risk

Political uncertainty of irnplementation of new law presently and in the future
as new deal structures and technologies emerge — or changing it in the futore
It may well be years befote all of the provisions of the bill are resolved
through court activity



EXHIBIT JCB-2
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Page 125 Page 127 &
1 and we would like to mark that as 2F so that there 1 THE WITNESS: Certainty, Mr. Randazzo.
2 will be a readable copy of that in the record, 2 Page7, line 8, fourth word in, which is "his,"
3 EXAMINER BOJKO: It will be so marked as 3 should be "this."
4 Companies' Exhibit 2F, 4 MR. RANDAZZ0: Okay. Thank you.
5 {EXHIBIT MARKED FOR IDENTIFICATION.) 5 A. Page 20, line 12, the last two words
G MR. RESNIK: Thank you very much. 6  should be hyphenated, "cost-based.”
7 - 7 And the last one is on page 21, line 7,
8 J. CRAIG BAKER 8  there was a missing word between "70" and annually,
9  being previously sworn, as prescribed by law, was 9  and the missing word is "million.”
10 examined and testified as follows: 10 Q. Mr. Baker, any other changes that need to
11 DIRECT EXAMINATION 11 be made?
12 By Mr. Resnik: i A. No, that's it.
13 Q. Please state your name. 3 Q. Okay. And if I were to.ask you the
14 A. My name is J. Craig Baker. 14 questions that appear in what's been marked as
15 Q. Mr. Baker, do you have before you a c-opy 15  Companies' Exhibit 2E, and let's incorporate into
16  of what has been marked as Companies' Exhibit 2E? L6 that the color chart that's marked as Companies’
17 A, Yes, Ido. 17  Exhibit 2F, would your answers be the same as are
1B Q. Could you identify that document, that 18  comtained in your rebutial] testimony?
19 exhibit for us, please? ] A. Yes, they would.
20 A. That is additional rebuttal testimony in D0 MR. RESNIK: Thank you, your Honor. ¥
21 this case. 1  have no further questions for Mr. Baker, and he's
22 Q. And do you have before you a copy of P2 available for cross-examination. _
23 what's been marked as Companies’ Exhibit ZF? 23 EXAMINER BOJKO: Thank you.
P 4 A. Yes, Ido. P 4 Do we have any volunteers to begin?
> 5 Q. And could you identify that exhibit, ) 5 MR. WHITE: Your Honor, bafore we start :
Page 126 Page 128§
1 plense? 1  cross, I'd like to make a motion to strike,
2 A. Yes. This is a chart that shows the 2 EXAMINER BOTKO: Okay. Please proceed,
3 relative positioning of the three-year LIBOR with 3 Mr White.
4  three-year Treasury rate for the period of July of 4 MR. WHITE: The question on page 2, "Are
5 '07 through July of '08. 5 these examples consistent with the legislative
& Q. And is that the same chart that appears € discussion leading up to the passage of Senate Bill
7 on page 17 of your rebuttal testimony? 7 221 and the language of the bill," I'd like to strike
8 A. Yes,itis. 8  that question and answer, It's hearsay and without
9 Q. Only it's in color and readable. 9  substantiating -- without anything else
10 A. That's correct. 10 substantiating what the discussions were, it
11 Q. Thank you. Going back to Companies’ 11  shouldn't be on the record.
12 Exhibit 2E, your rebuttal testimony, do you have any {12 EXAMINER BOJKO: Do you have a response,
L3 corrections that need to be made? 13 Mr. Resnik?
4 A. Ido. Thave a few that missed the 14 MR. RESNIK: Yes. Mr. Baker has the
15  last-minute edit checking so what I'd like to do is 15  specific qualification to testify about what was
L& runthrough them. First is on page 2, line 17. T'd 16 going on at the legislature given the fact that, as
L7 like to replace the word "legislature” with "General 17  he said, he was the lead representative for the
L8  Assembly.” 18  AEP-Ohio companies in that entire process. And so he
L 9 The next is on page 6, line 4, there's an 19 is, as many people have given their view of what the
DO extra word, and I would like to scratch the word "o" RO legislature means or doesn't mean -- legislation
D1 between "the" and "selling” on line 4, page 6. 1 means or doesn't mean, I think this gives color, if
2 2 Page 7, line 8, fourth word in should be P2 you will, from Mr. Baker's perspective about whether
3 "this" instead of "his." P3  ornot cost-of-service concepts are somehow
D 4 MR. RANDAZZO: Could I have that one P4 implicitly in the bill.
25 ba.ck, Mr Baker lease‘? 25 MR. WHI'IE YourHonor il may. vamg ]
32 (Pages 125 to 128}
Armstrong & Okey, Inc. Columbus, OChic 614-224-9481
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Page 129 ‘Page 1314
1 interpretation to what a statute means is different 1 Did the Commission during the legislative
2  than actually testifying to discussions that 2 process propose to establish a just and reasonable
3 occurrad. 3 standard?
4 MR. RESNIK: Your Honor, it's not 4  THE WITNESS: I'm sorry, could | have the
5 hearsay. He heard this. This was his personal 5  question read back? '
6  Iknowledge that he is reflecting here. 6 EXAMINER BOJKO: You may.
7 EXAMINER BOJKO: Okay. Do you have any 7 {Record read.}
8  other ones? 8 A. I do not remember the Commission taking,
9 MR. WHITE: No, that's the only motion to 9  that position.
10  strike T have. 10 Q. Well, you are aware, are you not,
11 EXAMINER BOJKO: Are there any other 11  Mr. Baker, that the just and reasonable standard is
12  motions to strike? 12  one that's included in the Federal Power Act, right?
13 MR. RANDAZZ0: I could probably comeup Q3 A. Yes.
14  with something, your Honor. 14 Q. And presently under the Federal Power Act
15 EXAMINER BOJIKO: Let's go off the record. 15  AEP is selling electricity in the wholesale market
16 {Discussion off the record.) 16 based upon a market-based pricing mechanism, correct?
17 EXAMINER BOJKO: Let's go back on the 17 A. Yes, they are. ButI would point you --
18  record. 18  T'd link -~ in my view the testimony was intended to i
19 Given that this was Mr. Baker's personal 19 link the two, cost of service and just and
20 experience and his participation in the matter and 20  reasonable. Where I do agree with you the, FERChas |
21 - given - or, to be consistent with all of our other 21 found market-based rates fo be just and reasonable. _
22 discussions that we've had on Senate Bill 221 D2 Q. Okay. But, at least academically, _
23 throughout this hearing process, we're going to deny 23 there's no necessary connection between the just and
24 the motion to strike and we'll allow it and aliow D4 reasonable standard and a particular methodology for
5  parties to question or cross-examine Mr. Baker on his 5 establishing prices, is there?
Page 130 Page 1232
1 experience during the SB 221 process. 1 A. There doesn't have to be. ‘
2 Okay. Now do we have any volunteers? 2 Q. And in your experience dealing with laws
3 MR. RANDAZZO: Il go. ‘ 3 that are associated with regulation of public
4 EXAMINER BOJKO: Okay. Thank vou, 4 utilities, the use of the just and reasonable
5 Mr. Randazzo, 5 standard does not imply a particular ratemaking
& --- _ 6 methodology, doesit? '
7 CROSS-EXAMINATION - 7 A. 1don't think it has to, Mr. Randazzo,
8 By Mr. Randazzo: 8  but in states which have been traditional regulation
g Q. Mr. Baker, let's pick up where the motion 9  of generation at state level, those two, cost of
10 to strike left off, and do you regard your experience L0  service and just and reasonable, have generally been
11 during the legislative process as something that 11 linked.
12 qualifies you as an expert on legislation? 12 Q. Okay. Now, what is your understanding of
L3 A. 1would not consider myself an expert, in 13 the objective behind the just and reasonable
14  general, on legislation; however, I learned a lot and 14  standard? And let me ask the question more
15  experienced a lot and probably know more about this 15  specifically.
16 process than, if I had my way, I'd know, want to 16 Is it your understanding of the standard
17 know. 17 itself to be one which requires a balancing of
1k Q. Fair statement. 18  interests between the utility and customers for
19 Now, I'd like to ask you something that L9  purposes of establishing rates?
PO  is in the portion of your testimony that's on the P 0 A. Yes, I would agree with that.
21 bottom of page 2 and carrying over to the fop of page P12 Q. Allright. Is the company’s
22 3, and let me begin, you make reference there to a P2 responsibility to be the provider of last resort a
23 "Just and Reasonable Standard " And thenyousaythe P3  competitive or noncompetitive function?
24  standard was connected to the evaluation of costs P 4 A. I'was asked this question in my second
PS5 __incurred by the companies in sefting rates. 25 __round of testimony, and I belleve Isaidthatitisa
33 (Pages 129 to 132)
Armstrong & Okey, Inc. Columbus, Ohio 614-224-9481

8ca796839-61a%-4c2¢-bd08-1be376b51bad 7



ALEP ~ V. XIV

Armstrong & Okey, Inc.

Page 133 Page 135
1 responsibility of the distribution company and I 1 MR. RANDAZZ(: Oh, true reregulation,
2 didn't know how it could be passed off to a 2 excuseme. That's what I meant to ask. Thank you.
3 competitive supplier. 3 I'msorry, your Honor. .
14 Q. Okay. I'm asking you if you are aware in 4 Thank you, Mr. Resnik.
5  my next question. Are you aware of any requirements | 5 A. What I mean by that in this context is
& in Senate Bill 3 as modified by Senate Bill 221 that &  states which have had a plan for deregulation, passed
7 deals with how pricing for noncompetitive services is 7  deregulation legislation and have gone back to
&  to oceur and, more specifically, what ratemaking 8  regulation of generation, as I believe I lay out in
9 methodology is to be used by the Commission for 9 this answer which deals with the standard that you
10  noncompetitive services? 10 virtually eliminate customer choice, that you set
1 1 A. Thaven't reviewed that in preparation so L1 rates on a cost of service and things of that ilk.
L2 I wouldn't venture an answer at this point. | 2 Q. Okay. And you say on the next page
L3 Q. If the General Assembly has specified a L3 that — in the sentence that begins on line 1, that
14 ratemaking methodology for noncoimpetitive services, [4  "Ohio did none of these things,” and from that
15  that, of course, would control, correct? Tl 15  you're, I think, trying to make the point, are you
16 withdraw the question. L& not, that we no longer have true reregulation in Ohio
17 A. I'msorry? L7  or we don't have true reregulation in Ohio. Is that
L8 Q. T withdraw the question. 18 the point you're frying to make?
L9 Are ancillary services competitive or ) 9 A. Twould say that we do not bave trie
20 noncompetitive services? 0 reregulation as I defined it in this answer.
P 1 A. Twould believe that -- the way I would 21 Q. Okay. Now, one of the things that is
22 answer that, Mr. Randazzo, is I think you're asking 22 identified on page 3, line 21 in discussing the
P3  me for definitions under the bill, and as I did with D3 Virginia legislation is your indication that they
24  POLR, what I'd like to say is that I believe that if P4 have virtually eliminated customer choice. Is it
25 acustomer shops, they could get — they could 25 your understanding of Senate Bill 221 that it P
Page 134 Page 136
1 provide ancillary services from their supplier. 1 provides an opportunity for the companies to suggest
2 Q. Are you aware of anything in Senate Bill 2 limitations on shopping as part of an electricity
3 3 as modified by Senate Bill 221, and I'm asking if 3 security plan? Is that your understanding?
4  you are aware, that deals with the question of 4 A. My recoliection is there is that kind of
5  whether ancillary services are a competitive or 5  provision, but I don't think it's consistent —~ if we
& noncompetitive services? &  were fo do that, wouldn't be consistent with other
7 A. Again, I have not gone back and 7  parts of the bill so I don't know how you rationalize
8  researched that for purposes of this testimony. 8  those two things.
8 Q. As part of this application, the electric 9 Q. Okay. Now, on the bottom of page 4 and
L0 security plan application, have the companies asked [0 top of page 5 you're there discussing your views on
L1 the Commission to declare ancillary services to be i1 circumstances that might cause the Commission to
L2 competitive or asked the Commission to declare that [ 2  modify an ESP and what would happen in the event the
13 the provider of last resort function be declared -- 13 Commission did, as I read it. When you were on the
1 4  be a competitive service? 4 stand previously, I discussed with you briefly a
| 5 A. Idon't know. 15  document that was marked and admitted as IEU Exhibit
L6 Q. Now, on page 3 as well there's a question 16  No. 5. It's the presentation from the EEI
L7  1want to ask you about words used in the question, . [L17  conference, the nicely colored document that I would
L8  assuming that you had something to do with the 18 be happy to furnish you a copy.
19 question as well as the answer. In the question it 19 A. Iremember a discussion about that
0 refers fo true regulation. Can you tell me what you PO document, yes.
21 mean by "true regulation” there? 21 Q. Okay. And --
D 2 MR RESNIK: Canlhave the questionread P2 MR. RANDAZZO: May I approach the
23 back, please? - D3 witness?
2 4 EXAMINER BOJKO: It says "true 4 EXAMINER BOJKO: You may.-
25  reregulation." D 5 Q Baker, I'd like to ask you to turn to
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1 page 9 of that document. And am I correct that that 1 would have to evaluate what the outcome was and
2 page is a page that focuses on the earnings guidance 2 decide whether that was acceptable to the company. |
3 provided by AEP at the Edison Electric Institute 3 Q. And based upon page 5 of [EU Exhibit No,
4  Conference? 4 6, there's been some effort on the part of AEP to -
5 THE WITNESS: Could 1 ask that that 5  identify a reasonable Ohio outcome for purposes of
6  question be reread because I'm not sure I understood | 6 providing earnings guidance to the investment
7  the lead-in to them. So if I could have it reread, 7 community, right? ,
&  I'd know how jo answer the full question. 8 MR, RESNIK: Can we have that back? I'm
9 Q. The Jead-in was we talked about this 9  not sure you had the reference right.
L0 before. 10 EXAMINER BOJKO: I think Mr. Randazzo
11 A. No, I think there was a sentence ot two L1 said this chart was in both documents. We've been in
fl2  before that. L2 TEU Exhibit 5 on page 9.
L3 (Record read.) 13 MR. RANDAZZO: Yes, I'm sorry And it's
14 A. I'm sorry, is that the total — okay. 14 the same chart on page 5 of [EU Exhibit No. 6. Sorry
L5 Then Iread more into what you were askmg me. L5 for the confusion. :
L6 Q. Ithink so. L6 A. Mr. Randazzo, in developing guidance, as
17 A. Yes, this is a document that was provided 17  1understand the way our financial group does this,
18 at the fall EEI conference that deals with our 8 they look at potential series of outcomes across the
L9 guidance as far as 2008 and 2009 carnings. 9  range of our total business and get a high and a low
D0 Q. Okay. At the bottom of that page 5 0  outcome. So ] don't know the individual pieces that
21 there's a statement that says: "The 2009 guidance 21 go into this, and there wasn't a single-point
22 provides a range for reasonable Ohio cutcome.” Do  E2  estimate that said this is reasonable or this is not
23 you se¢ that? P3  reasonable. The company hasn't made that
b 4 A. Yes, Ido. P4 determination.
25 Q. As yon understand it, the outcome that is D5 Q. Okay. Fair enough.
' Page 138 Page 140
1  being referenced there would be the cutcome of this 1 If we could turn ta page 5, bottom of the
2  proceeding, right? 2 page where you focus on the Purchase Power Proposal.
3 A. Yes. We are talking about this filing of 3 A. This is in my testimony, not the exhibit?
4 an ESP, but that is a broad term that deals with one 4 Q. Yes,itis, I'm sorry. Yeah, good
5  of the many issues that goes into the creating of the 5  question.
& guidance. 6 Turning to page S of your rebuttal
7 Q. Okay. What was the reasonable Ohio 7 testimony where you begin the discussion of the
8  outcome that was embedded in the earnings guidance? | 8  Purchase Power Proposal, the title Purchase Power
9 A. 1don't have that answer. 3  Proposal is the same as the slice-of-system proposal?
10 Q. Well, let me ask it this way, if there 10 A. Yes,itis,
11  was areasonable Chio outcome and it was identified 1 Q. Now, if the Commission were to approve
12 to the Commission and it happened to be different 12 this aspect of the application, and regardless of the
13 than the proposal as filed by the companies, it would [L3  percentage that is selected for the portion that is
14  be okay with AEP if the Commission approved that 14 sourced from the market, which source of supply, the
15  reasonable outcome, right? 15 market purchases or existing generating assets owned
16 A. That one I will need to have reread. 16 by the companies would flow first through the meter?
17 Q. Letmereaskit. 17 A. The way [ would describe that,
1.8 A. Thank you 18  Mr. Randazzo, is that these purchases would be
19 Q. Is the only outcome that is reasonable to 19 dedicated to the Ohio Power and Columbus & Southern
20 AEP for purposes of an electric security plan the 20  companies and, therefore, would be part of the FAC
1 outcome that's been proposed in the application? 21 charge.
P2 A. The Cormission under the legislation, as P2 Q. Okay. What I'm really asking here is
P3 ] understand it, has the right to modify our plan. 23 Jet's assume that — as [ understand it, you're going
4 When and if they do, I would certainly hope they 24 to be purchasing based upon a forecast of
would approve lt, but 1f and when they modtﬁf 1t, we reqmremems, comact’?
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1 A. Correct. | 1 transactions. As a general proposition do you think
2 Q. Okay. And lef's assume that in 2009 you 2 that the expectations in these areas should manifest
3 forecast normal weather and sales associated with 3 themselves in the results produced by regulatory
4 normal weather and you purchase, for purposes of this | 4 actions?
5  discussion, 5 percent of your total SSO requirements 5 THE WITNESS: I'm going to need that
&  from the marketplace based upon that forecast. 6  question read back.
7 A. Allright. 7 (Record read.)
8 Q, Are you with me? 8 A. I'mnot sure T understand the question,
9 A, T'mwith youw 5  but let me try to answer it as best I can. As we
10 Q. As weather actually turns out, it 10 looked at it, our expectation was that we would be
11 deviates from normal and that deviation results in 11 going to market and we recognize that the Commission
12 actual sales that are Jess than the forecast. Does 12 only needed to deal with the period up till we went
L3 the cost of the 10 percent purchase get reflected in 13 tomarket
14 the FAC with the residual cost being determined by |14 It was our expectation that if we had
L5  the generating assets owned by the companies, oris |15  something other than market, we could come to this
16 there some blend of those actual purchases with the 16  Commission, as we did — as we have done in this
L7 existing generation to determine how much flows L7 case, and ask for treatment, and it would have been
L8  through the FAC? 18 our expectation that we would have gotien the same
L 9 - A. We haven't developed the RFP for this, 19 kind of treatment we've asked for here.
PO Mr. Randazzo, but let me try to answer your question RO Q. Well, let's talk about -- you picked a
Pl in how I think it would be done. D1 certain time frame here on expectations. When Senate
D2 We would be going out for the slice of P2 Bill 3 was enacted, was it the expectation that
D3 system based on - to give people an idea of what >3 market prices would be lower than cost-based
P4 thejr expected supply requirement would be, but if P4 ratemaking prices that existed at the time?
PS5 there were weather or loss of load, then that would 25 A. 1would say that probably different |
Page 142 Page 144 i
1  reduce the amount of power we would purchase under | 1 people had different opinions on that.
2 the 5 percent. ' 2 Q. Well, AEP —
3 Q. Okay. Soyou would end up with the 3 A. T'msomry. '
4 percentage being dictated by the ratio between actual 4 Q. Let's talk about AEP. Didn't you -
5  sales and actual purchases, correct? 5 didn't the companies request stranded cost recovery
& A. What I'm saying is that you would be 6 as part of the transition to --
7  forecasting and telling the suppliers to supply 7 A. Yeah I'may have misunderstood your
8 5 percent of the load and you would change it over 8  question so Jet me try to clarify it. -
9 time as conditions change. That's where I think we g Q. Sure.
10 would go, but as I say, we haven't finalized that. - 1 0 - A, ['thought what you were saying was an
1 Q. Well, if you did anything other than 11  expectation of what it would be in 2006 when we went
t 2 that, then the actual percentage of purchases at 12 tomarket
L3 market prices would be something higher or above the [L3 Q. Right.
L4 10 percent number that I used in my hypothetical, 14 A. AndI believe that we did feel that our
L5  right? 15  forecast said there would be stranded costs for AEP.
16 A. Well, if we did it based on a pure 1.6 T know there were people who said to the confrary and
L7  forecast, it could be higher or lower. 17 said the prices in the case of AEP companies, it
18 Q. Right. But, as you say, you haven't 18  would have been — the price would have been higher.
L9  developed exactly how that's going to work yet? 19  That led to the debate about whether or not AEP had
L0 A. No. Butas we've thought of slice of PO stranded costs.
21 system, the way I described it is generally the way P 1 Q. Right. And the Commission awarded
P2 we've done it. £2  stranded cost recovery for AEP, correct?
23 Q. Okay. Now, on page 6 and also on page 7 £3 A. No, I don't believe they did.
P4 you discuss the expectation that the companies had E 4 Q. Okay. Ifthe Cmnnussmn did order
25  relative to the Monongahela P d Orme
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1 payments made by customers, would you agree thatthe | 1 Q. Okay. If customers of AEP believed 5
2 expectation at the time was that market prices would 2 that — somehow, believed that market prices would be
3 beless than legacy prices? 3 lower, do you think it would be appropriate to
4 MR. RESNIK: Are you done? 4  respect that expectation by producing a regulatory .
5 MR. RANDAZZ(): Yeah. 5 outcome that satisfied that expectation?
) MR. RESNIK: I'm somry. Iwould object. 6 A. Ithink regulatory outcomes are
7  The regulatory transition charges were not stranded 7 determined by what the General Assembly tells the -
8  costs associated with changing value of the 8  Commission to do and they have to interpret it.
9  generation plants relative to the market price that 9 Q. Allright. Let's move on to another
0 was anticipated. So I think the question is assuming 10  subject. On page 7 you talk here again about what
t 1 that the regulatory transition charges were stranded 11 T call the slice-of-system proposal, and here
12 costs in the sense that the prior question was asking 12 you're saying that the proposal "will help the
13 aboutit 13  Companies encourage further economic development in
14 EXAMINER BOJKO: 1 think Mr. Baker can 14  their service territories." I'm referring to page 7,
L5  answer the question if he understands the question 15  line 16 and 17. Do you see that? '
16 and he is more than capable of clarifying his 16 A. Yes,Ido.
17  response if he needs to. 17 Q. As a general proposition the
18 THE WITNESS: Could I have the question 1.8 slice-of-system proposal results in a standard
19 read back, please? " 09  service offer price that is higher than it wouid
PO (Record read.) 20  otherwise be without the slice-of~system component,
21 A. My recollection, it could be flawed, 1 right?
22 Mr. Randazzo, was the Commission approved a 02 A. [ would say that's the expectation today,
23 settlement, and the settlement was a -- witha number 23 not knowing where the cost of generation --
P4 of parties, and we waived our rights to the stranded > 4 Q. Swure.
25 cost in order to get regulatory assets. L5 A. ~—will be over this whole period, 1
Page 146 Page 148
1 Q. So your understanding is that the 1  can't guarantee that, but for purposes of this
2 provisions dealing with the recovery of regulatory 2 filing, yes, I'd agree with that.
3 assets was something other than recovery that was 3 Q. Okay. Sohow is it that the
4  associated with transition costs or stranded costs? 4 shce—of—system proposal which produces somewhat
5 A, Tt had nothing to do, in my mind, with 5  higher prices in the aggregate helps economic
& the difference between market and the cost of our 6 development? '
7 assets. It had to do with there were regulatory 7 A. Again, let's clarify. You said would
8  assets that we had on the books for stuff that 8  result in higher prices.
9  happened prior to 1999 that we didn't want to write 9 Q. Right.
10 off. L0 A. And I put a caveat in the last answer —
1] Q. Allright, Let's go back to L1 Q. Well, if I may, Mr. Baker. Mr. Nelson
L2 expectations. Was it the expectation at the time of 12 who testified previously indicated that one of the
L3 Senate Bill 3 that market prices would be less than 13 reasons why we ought to consider providing carrying
14  the prices that had been previously produced by L4 charges on envirommental costs is that it will
L5  traditional regulation? L5  continue to make the lower-cost coal-fired generation
L6 THE WITNESS: Can I have that read back, 16 available to customers at a price that's
L7  please? L7 significantly below market.
LB (Record read.) 8 But that aside, I understood your caveat
) & A. Ibelieve I answered that question. I'm L9 - before, and I'm happy for you to make it again, but
D0 not sure I'm catching the nuance, if there is one, PO the context of my question was understanding the
21 butl believe there were some people who thought that E1  caveat that you made previously.
2 market prices — and I'm talking purely in the case P2 A. Certainly, What I meant by that term was
23 of AEP-Ohio. Some thought the prices would be - ?3  that we would have started to lock in supplies and we
P4 market prices would be higher and some thought it 24  would have a good idea of what the cost would be.
2S5  would be lower. 25 Now we wou]dn't have it all locked in because we
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1 talk about doing this in tranches over periods, and 1 full amount of generatmg asset plant cost was used
Z  there would — I believe that the rate will still be 2 for purposes of developing reta:l tatas under
3 very economically aftractive, and we will know we 3 traditional regulation?
4 would have supplies in order to meet that rather than 4 A. T'm not sure I can -- I won't buy the
£ having to go out in the market in realtime when it 5  proposition that starts out with “as opposed to doing
€ happens and be debating as to whether it's 6  this, therefore, that,” I will agree that they were
7 economically advantageous 10 pursue economic 7  treated as a credit to rate base.
8  development relative to the then cost of power in the 8 Q. If those off-system sales costs were
% market. 9 treated as a credit to rate base, then is it your
10 Q. Well, I thought on page 6 that you made 10 understanding that the full amount of the generafing
11 it clear finally that the slice-of-system proposal 11 plants associated with providing off-system sales was
12  has nothing to do with the companies' need for 12 included in rate base?
13 generation supply to serve Ormet or Monongahela Power  [L3 MR. RESNIK: I'm sorry, can [ have that
14 customers. Thaf's on page 6, line 10 and 11. Right? 14  question read back, please?
15 A. Those are what the words say, but what we 15 EXAMINER BOTKQO: Yes.
16  aresaying is we are not putting the proposal forward 16 (Record read.)
L7  based on apeed for power, it's about the issue 17 A, The full amownt of the — or the fixed
18  around Mon Power and Ormet and our expectations going L8  costs associated with the full capaeity for those two
15 forward. LS  companies was included in rate base because those
20 Q. Well, I understand the expectation part. 20 plants were built to serve the mternal load of those b
21 We talked about that. I'm just trying to connect the D1 two companies.
P2 dots here in terms of how a proposal that in general D 2 Q. Right. And historically, partlcuiarly in :
3 has the tendency to increase prices relative to an 23 the case of Ohio Power, it was quite common in those ;
24 ESP without the slice-of-system proposal would 24 ftraditional rate cases for stakeholders to make
25 encourage economic development. 25 claims that Ohio Power had excess capacity because of |
Page 150 Page 152 |
1 A. Because we would have more supply 1  the large reserve margin, was it not?
2 available to us at known prices that we could then 2 A. I'would not be surprised. Inotice it
3 help the State go after economic development with 3 appears - has appeared that way in various states.
4 prices that [ believe will still be attractive 4 Q. And would you accept that, subject to
5 relative to the competition around us, 5  check, in the case of Ohio Power?
6 Q. Well, you would also know the cost of 6 A. I'would accept it, subject to check, that
7 your own generation, right, the company’s generation? 7  some intervenors took that position.
8 A. We would have a good estimate. 8 Q. And would you accept, subject to check,
9 Q. Would it -- strike that. 9  that the Comumission rejected excess capacity
10 Now, turning to the off-system sales L0 arguments because of the ability to make off-system
11 discussion on page 8 and 9 of your testimony, are you 11  sales to reduce and -- thereby reduce the cost
12 aware of how off-system sales were treated for 12 ultimately that was borne by customers?
L2  purposes of developing Columbus & Southern and, more L3 A. 1 will accept that, subject to check.
h4  specifically, Ohio Power's rates and charges ) 4 Q. Okay. And, based upon that history,
15  historically under traditional regulation? 15  would you also accept then that the generation rates,
16 A. If we're talking about the period of L6  and particularly the non-FAC rates, include costs
17  let's just use an example the rate cases that were L7  associated with generating assets, some of which for
18  done in the '90s which set the rates that are the L8  some portion of time have been used to support
13  base of our current rates, those off-system sales L3  off-system sales?
20 were treated as credits to rate base. 2 () A. To support off-system sales, we make
21 Q. And so the ~ translating that, if we ] off-system sales with surplus energy that we have on
22 can, Mr. Baker, would it be fair to say that in those P2 the system, and it comes about becavse it's not
23 rate cases rather than making adjustments to rate needed at that time to serve the native load, even
24 base to exclude a portion of the asset value that though they were built to serve native load,
£ 5 rmght be assocnated Wlth ma]ang off-sys answer (0 (ny g uestlon
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1 A. That was the answer to your question. 1  generating assets?
2 Q. Well, let me ask it this way. Ifthose 2  A. Let's talk about the time, Mr. Randazzo.
'3 plants were built to serve native load customers, why 3 The planis we're talking about were not part of that
4 isitthatits appropnate to take those assets to 4  previous request for EWG status that was put in front
5 market? 5  of this Commission. These plants - these plants are
6 A. Because it's better than letting surplus 6 ones that were bought after Senate Bill 3 passed in
7 energy sitidle. 7  anticipation of going to the market, and the
8 Q. Allright. And if native load customers 8  shareholders of the company took the risk on these
9  are paying for those generating assets, do you think 9 plants and, therefore, 1 think it's appropriate for
L0 it's appropriate they receive some portion of the 10 us to have the authority to, if we choose, 1o
11 benefit that's derived from utilizing those assets 11 transfer or sell these assets at our discretion.
12 when they would otherwise be idle? L2 Q. Okay. That's as straightforward as
L3 A. Idon't think the customers are paying L3 anybody could put it, Mr. Baker.
L4  for those generation asseis. They're paying for |4 MR. RANDAZZO: Thank you very much.
L5  service that they received as rates were set, L5  That's all I have.
L6  Mr. Randazzo, back in the mid-'90s. We've had many 16 EXAMINER BOJKO: Mr. Petricoff?
17 changes. We've gotten away from cost of serviceand 117 MR. PETRICQOFF: Thank you, your Honor.
18 we just continue to make off-system sales, and we | 8 ---
LS said what we think the right treatment is. 19 CROSS-EXAMINATION
P 0 Q. Okay. Mr. Baker, at page 20 -- and this 20 By Mr. Petricoff:
Pl is the last area of my questions. Page 20 you begin 21 Q. Good afternoon, Mr. Baker.
P2 adiscussion in your rebuttal testimony of sale or P2 A. Good afternoon, Mr. Petricoff.
P3  transfer of certain generating assets. I thought P 3 Q. This is the third and probably final time
24 from your prior testimony that there was no current 04 that we'll engage in this dialogue, at Jeast
PS5 plan to transfer or sell any of these generating 25 hopefully, in this case. 7
‘ : Page 154 Page 156 [
1  assets. Isthere a current plan to sell or transfer 1 A. Well, Il miss it
2 any of these generating assets? 2 Q. Aswilll
3 A.. No. _ 3 If you would, turn to page 4 of your
4 Q. 8o do you think it's unreasonable to 4  testimony, and | want to refer you to the sentence
5  withhold authority that may be required from this 5  that starts on line 6, and I'll read it to you, it
& Commission on the transfer or sale of generating 6 says: "Section 4928.143(B)(2), Revised Code, makes
7  assets until such time as the companies actually have 7 itclear that a company may provide any provision in
8  aplan to sell or transfer the generating assets? 8  an ESP for approval by the Commission as long as the
8 A. 1think it's appropriate for that 9  ESP in the aggregate is more favorable to customers
10 authority to be given as part of our ESP, whmh is 10 when compared with the expected results from an MRO
L1  part of our total plan. 11 option."
i 2 Q. Well, didn't you previously receive 2 I want to explore that statement with
13 authority from the Commission to transfer generating 13 you. What if the ESP application had a provision in
14 assets? 14 it that violated a state stafute but the ESP in the
L5 MR. RESNIK: Tl object, your Honor. 15  aggregate was more favorable than the expected
L6  It's been asked and answered from Mr. Baker's prior 16  outcome of the MRO, would the Commission have to
L7 stint on the stand. 17  accept the ESP or could it require the offending
i 8 MR. RANDAZZO: That's fine. 18  provision to be amended?
) 9 Q. Mr. Baker, I'd like you to assume that 19 A. 1assume that the Commission cannot do
PO~ AEP previously asked and received - asked for and 20 something that breaks the law.
1 received authority to transfer generating assets and 21 Q. What if the ESP had a provision that
22 elected to not transfer generating assets. With that 22 violated a Commission rule but the ESP in the
3 history, why is it that it is so important for you to P3  aggregate was more favorable than the expected .
24 receive authority to transfer these penerating assets P4 outcome of an MRO, would the Commission have to
- ata time when youl have 10 p lan to transfer the aocept the ESP or could the Commission requ;re the
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1  offending provision be amended? 1  redefine regulatory principle based on Senate Bill
2 A. I don't know the answer to that because, 2 221, Idon't know how they're going to do that, but
3 unlike the law, I assume the Commission could change | 3 this is a bill that is unlike anything I've ever seen
4 therule. 4  before, and it's going to create tremendous
5 Q. So you're uncertain on that one? 5  challenges so I'm not sure there is a historic
6 A. My answer is my answer. & regulatory principle that won't have to be tested.
7 Q. Well, my guestion is that you're 7 Q. Soit's your opinion that past decisions
8  uncertain whether the Commission would have the 8  and past practices of the Commission will have to be
9 authority to amend an ESP because it violated a 9  reexamined in toto when approaching this case?
10  Commission rule? L0 A. Ithink that the Commission will have to
11 THE WITNESS: Can the question be read L1 consider what Senate Bill 221 ¢elis them to do when
12 hack? L2  they have questions come before them.
13 (Record read.) 13 Q. Let's move on here. On line 8 you recite
L4 A. ['d say I was uncertain. 14 that — and this is we're measuring now between the
15 Q. One last question in this series. What L5  ESP and the MRO — that in the aggregate it is more
16  ifthe ESP had a provision that violated an L & favorable, and I want you to focus on the word
17 established regulatory principle but the ESP in the L7 “favorable."
8 aggregate was more favorable than the expected | 8 In your opinion when the Commission
19  outcome of the MRO, would the Commission haveto L9  evalvates whether an ESP is more favorable in the
20 accept the ESP or could it require the offending PO apgregate than the expected outcome of an MRO, is it
21 provision to be amended? Pl strictly an economic or cost per kWh test?
P 2 A. Idon't know what you mean by "regulatory 2 A. No.
23 principle." D 3 Q. Soit's possible then, that the ESP could
D 4 Q. Okay. Let's assume that a regulatory 24 be lower per kWh but because it has an offending
25 principle would be the outcome that the Commission ~ £5  provision in it, the Commission could deem it to be
Page 158 Page 160
1  has taken when faced with similar issues in similar 1 less favorable than the MRO?
2 cases over a long period of time. 2 A. Offending? Offending is kind of an
3 MR. RESNIK: And, your Honor, I'm going 3  interesting word, Do you mean something that is not
4  to object. There by definition carmot have been 4  permitted under law, going hack to your eatlier
5  similar cases to an ESP under Senate Bill 221, 1 5 question?
6  think that's what's taken us all so long to get 6 Q. No. By "offending” I was thinking that
7 through this. So when we talk about established 7  ithad a - well, let me try it again, then.
8  regulatory principles, those principles were 8 Assuming that the ESP was lowerbya
9  established in a different regulatory environment so 9  penny a kilowatt-hour than the MRO but it had a
10 I'would object to the question. L0  provision in it which was not illegal but in the
L1 EXAMINER BOJKO: 1 guess Ididn't think 11  consideration of the Commission pernicious or
L2 M. Petricoff's question had to be necessarily in the 12  offensive but not illegal, could the Commission,
L3  here and now. L3  based on that, decide that it was not favorable, the
L4 I think you're just speaking generally if ESP was not as favorable to the MRO, even thougb it
L5  there was a regulatory principle in place; is that was cheaper?
L& right? A. The Commission has the authority to
L 7 MR. PETRICOFF: That's correct. reject our plan or to reject an ESP. 1 think the
| 8 Q. And maybe I'll give you an example of a criteria should be looking at whether the ESP as it's
19  regulatory principle and then see if that can assist defined here in the aggrepate is more favorable.
>0 you. For example, over the years the Commission has They're going to have to make that determination, and
21 decided that there — that customers in like position they are going to tell us whether they accept,
22 should be treated in like manner by the utility. modify, or reject our plan and we will react to that
23 That's an example of an established utility activity, Idon't tend to tell the Commission what
24 principle, they can and cannot do. _
A I thmk the Comnnssmn ] gomg to ‘ ject and ap roach the
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1 same issue and ask what about amend. Can the 1 Q. Let me give vou another situation. Let's
2 Commission amend the ESP without rejecting it because 2 say that there wasn't 2 default but the CRES supplier
3 it considers an aspect of the ESP 1o be not as 3  stopped supplying because the contract came to an
4 favorable as the MRO? 4 end. Itwasa year contract. We're now in the
5 A. Tthink I just answered that I don't tell 5  366th day, assuming this wasn't a leap year, and
6  the Commission what they can and cannot do. They & the CRES stops supplying. In that situation does the
7 will do what they do, and we will have to determine 7 customer have a right to come back to the SSO rate? .
8  whether the plan is siill acceptable to us. 8 A. 1believe they do. '
9 Q. Fair enough. 9 Q. Let's say that the customer now is —
1.0 Let's turn to page 13 of your testimony. L0  actually, before we do that, your advice from counsel
L1 If youwould, I'd like you to turn to line 18, and L1  seemed to be specific as to upon default. Your
12 here's the sentence I want to have a dialogue with 12 understanding then, is that it's broader than on
13  youabout. Your testimony says: "No. First, I have 13 default. It's just anytime the customer wants power
14  been advised by counsel that customers who retum to L4 they can return to the SSO rate?
1S the Companies' SSO upon the default of their L5 A. With the exception of the governmental
16  competitive supplier are statutorily entitled to L& aggregation that I talk about later, it is my
17  service at the SSO rate.” L7  understanding that if a customer comes back for
18 I warnt you to focus in on the word 18  whatever reason, that they can come back at the SSO
19  "default." What did you mean there when you said 19 rate.
P00 "default"? _ D0 Q. Well, let's talk about the government
P 1 A, Well, it was the advice of my counsel, so b1 apgregation now. If vou have a government .
P2 | assumed that what we were talking about was for P2 agpregation and the government aggregator has given
23 whatever reason the competitive supplier failed to 3 the notice under section 4928.20(7) that it does not
24  continue to supply a customer under a contract. 24 care to pay the POLRs or have its members pay the
D5 Q. Okay. And if a customer — well, let me 25 POLRs and that they will return at market. In that ;
Page 162 Page 154
1 ask you this, does a CRES, a competitive retail 1 caseif there's a default, do the custoiners come back :
2 electric supplier now if they are poing to qualify to 2  at market rates rather than the SSO rate?
3 do business in AEP or on the AEP systems, do they 3 THE WITNESS: Could I have that read
4  have to supply a bond or provide other financial 4 back, please?
5  security? 5 {Record read.)
6 A. Twould expect they would. 6 A. We had alot of dialogue about this in my
7 Q. And the company generally can rely upon 7  second round of testimony, and the Bench was asking a
8 that security in the case that the CRES does not meet 8  number of questions about the standby and the POLR,
9 its obligations to supply power? | 9  and T indicated that [ wasn't sure how the Commission
] A. Again, I would assume so, but I'm not 10  would deal with POLR and standby, whether they were
11 sure that it necessarily would cover whatever the 11  one and the same or not. And then we gotinto a
L2  impacts were. ' 12  dialogue about what standby service was, and there
L3 Q. Well, now I'm just focusing in on the 13 were current tariffs that had standby service. So at
L4 word "default.” You would agree with me thatina 14  that point I indicated I really didn't know exactly
L5 situation like that where the CRES didn't supply and 15  how the Commission would treat the governmental
L&  the company supplied and then, you know, confiscated [16  aggregation in relation to our request for POLR. but
17  the bond or took other actions, that that would be a 17  they would do what they did, and we would look at it.
18  default that would fit in the language that — your 13 I also in my direct testimony talked
19  testimony here on lines 18 to 20. 19  about the potential that although, as you described .
D0 A, 1didn't get into ~ in thinking this 20 it as I think what the law provides, that there may
21 throuph, Mr. Petricoff, 1 wasn't thinking about what 21 be asituation where if, in fact, the market rates
22 -the ~ what bonds were out there or what the company 22 were so high and that's the reason the governmental
23 could do with those bonds. It was purely that.if 23 aggregator got out of business — went out of
there was a default, as I understand it, that the business, there is a chance that we would not be :
customers could come back at the SSO rate. a.Howed fo charge market-based rates Thafs
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1 captured in my direct testimony. 1 what everyone was — what I read other people's
2 Q. Well, I want to see if we can funnel down 2 testimony to say was you don't have a risk becanse
3 tosomething. What is vour understanding today as to 3 just go out and buy at market and you got it covered.
4 the ability of a governmental aggregation to waive 4 When we were in -- when I was sitting in
5  the POLR charges as you have -- vou being AEP - have 5 listening to Miss Medine testify, she took this
¢  applied for them in this case and come back if the 6  position and then followed it up with, but if your
7 customers come back at market? 7  own generatjon is cheaper, then you wouldn't go out
C] A. We indicated that we thought the POLR 8  tothe market and buy it, you would use your own
g  charge was nonbypassable regardless of aggregation, 9  peneration.
10 and it was brought to my attention that the POLR L0 So we've got a bit of dichotomy between
11 might be a standby and, therefore, we might be 11 where what people are saying on one hand and then
12 precluded from doing i, and I said in that case 12  what they say a couple minutes later about economic
13 that's what the Commission will tell us, but our 13 dispatch and how you do resources. -
14 proposal was that POLR is there regardless. | 4 If you're asking do they have a prudency,
15 Q. Okay. And you've not received similar L5  can they look at prudency, of course they'll look at
16 advice from counsel as you have on fine 18 and 19 as 16  prudency as far as the purchase decision or the
17  to what happens with the govemmental aggregation as L7  dispatch decision. Yes, they'll look at this -
18  you discuss on page 14 in lines 1 o 3. L 8 MR. PETRICOFF: Your Honor, I move to
L9 A. Nothing more than whaf's in my direct 19 strike. It's nonresponsive. The question asked
20 testimony, 0 gbout Commission authority.
D1 Q. Inthat case I'd like to -- T want to ask 3l MR. RESNIK: Your Honor, could I have the
P2 you a series of questions about the fuel adjustment P2 question and answer read back, please?
23 clause now. > 3 EXAMINER BOJKO: Yes.
24 A. Can you point me to a section in my D 4 (Record read.)
25 testimony that we're talking about? DS MR. RESNIK: I think --
Page 166 Page 168 i
1 Q. Yes, Ican. Actually, these questions 1 EXAMINER BOJKO: Actually, well, he
2 are going to center around your testimory on page 14, 2 didn't answer it. I mean, the question wasn't
3 lines 7to 9, where you indicate that your 3 prudency that Mr. Petricoff was asking, so the answer
4  understanding that this current Commission cannot 4 will be stricken.
5 bind some future commissions that would have to 5 And, Mr. Baker, maybe you could tryto
6  decide whether the companies could flow throughtheir | 6  answer the question. I was Jooking for some response
7 fuel adjustment clause, the market prices of serving 7 in that long answer somewhere and ] just couldn't
8  the loads returning to customers. ] want to explore 8 findit.
& that concept with you. g THE WITNESS: Okay. Iwas trying, but if
10 Let's start with an easy examp]e If the N0 Ididn'tde it, ['l try again,
11 fuel adjustment clause requested by AEP is approved L1 EXAMINER BOJKO: Does the Commission have
12 by the Commission in 2009 and in 2010 500 new 12 authority under his hypothetical to modify the
13  customers move into the AEP territory, could the 13 previous decision?
4 Commission in 2010 deny recovery by AEP of the fuel 114 THE WITNESS: I don't believe that
E 5  and purchased power costs associated with that 15  they -- if the question was around if a fuel
6 incremental load of 300 new customers because the 16  adjustment clause is put in place, could they deny
17  fuel adjustment clause was authorized by a past 17 passing through — costs through a fuel adjustment
18  Commission? 18 clause, I think the answer is no. That, 1 think, is
1 9 THE WITNESS: Could I have the question 19 setup as far as this bill
20 read back, please? P 0 What we're talking about here is a
P 1 {Record read.) 21  specific action the company takes. This is the
D2 A, The issue we're trying to address here is 22 action of going out and purchasing power to serve
23 the idea that you just go out and buy af market to returning customers and flow it through the FAC. 1
serve the load, not whether or not Yyou carl use your thmk a future Commission could decide that they
own generanon or the purc
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1 generation available in the fleet, and that's the 1 Commission issued a fuel adjustment clause and said
2 risk that I think we have. 2 for the period of time that's covered by this fuel
3 Q. (By Mr. Petricoff) But it is your 3 adjustment clanse, all purchased power and fiel costs
4 testimony and your belief that the Commissionin2010 | 4  will be passed through, wouldn't you agree that that
5 could not go back and redo the fuel adjustment clause 5  would, in fact, bind fitture commissions until the -
€  interms of passing through fuel and power prices 6  time that those - that the firture commissions changc
7 that took place in 2009 if it was dane in accordance 7  that order prospectively?
8  with a fuel adjustment clause that was approved. g A. Okay. Let's — if you would atlow me,
8 MR. RESNIK: Your Honor, I'm going to 9  Id like to just use what [ was talking about in this
10 object because Mr. Petricoff is switching from the 10 section, not to just have the broad generic, and I
L1 narrow point that Mr. Baker just identified in his 11 hope that that answers your questmn. I'm really
12  answer that we're talking about a means of dealing Rz tryingto--
[L3  with the POLR issue and buying market power to do 13 Q. Iwant a specific answer to my
14 that, which is being suggested by some parties, and 14 theoretical question. Going to come down to the POLR
15  then we should pass it through the fuel clause which, 15 inaminute. That's my next question.
L6 of course, is not our proposal. And he's — his 1 6 MR. RESNIK: Can I have the guestion read
17 question is talking on a much broader scale, well, if 17 back, please?
18  the Commission approves a fuel clause, can they deny {18 EXAMINER BOJKO: Yes.
19  costs, - 13 (Record read.)
P20 EXAMINER BOJKO: I think that was the D0 MR. RESNIK: Well, your Honor, 1 guess
21 point of Mr. Petricoff's question. I was trying to 21 I'm going to object because ['m not sure where this
P2 fipure out exactly what Mr. Baker said becanse his 22 is going. Ithink that's exactly consistent with
3 response was twofold, and I think he was seeking that 3 Mr. Baker's testimony that this Commission cannot
24 clarification, so let's let Mr. Baker clarify if he P4 bind a future Comtnission, the future as it's
5  can P5  conditioned, until the Commission in some future ;
Page 170 Page 172
1 THE WITNESS: CanT have it read back, 1 point changes what this Commission is doing —-
2 please? 2 EXAMINER BOJKO: I think we're focusing
3 (Record read.) 3 onsemantics, and I think that maybe Mr. Baker gets
4 A. tried to answer that as to the first 4 the difference from what he said previously.
5  partsoI'll try to do it again and hopefully be a 5 Do you understand the question?
&  little more clear. I think if the Commission 6 THE WITNESS: Let me try. First of all,
7 approved a fuel adjustment clause as provided for in 7 1 don't think the Commission would ever put out an
8  this bill, that they could not say we couldn't have a 8  order that says all purchased power and all fuel
9 - fuel adjustment clause going forward, Decisions on 9  would be allowed fo be flown through a fuel clause,
0 how that fuel adjustment clause is done I think could 10  SoIhave trouble with the question because of the
1  be changed in the fiture, 11  premise it sets on,
2 Q. But I want to narrow in just one more L2 And then if you start to say, okay, we're
13 level, one more gradation level down, and that is on 13 not going to flow through all purchases and all firel
lines 7 and 8 of your testimony you say that the 14  regardless of what the company does, I think you'd
Commission cannot bind some future Commission, but 15  have to get down to the specifics, which is what I
16 ism'tit true from your past answer that the 16  was trying to do with my answer. i
17 Commission in 2009 can, in fact, bind future | 7 EXAMINER BOJKO: 1 think, Mr. Baker, the |
commissions as to what can go through the fuel 18  confusion is that you were saying that you believe
18 adjustment clause, at least retroactively, to any 19 that if a mechanism to recover such fuel costs was
future action of the Commission? D0 approved by the Commission, that that would be
I'll withdraw the question. I've gotto 1 binding, but the exact costs that flow through that
22 fixitup a bit. 2 mechanism may or may not be approved by future
Let's go back and look at this language 23 Commissions, is that —
that says- thc Commission cannot bind some future P 4 THE WITNESS: That's what I was trying to
Connm I‘m askmg you now that lfthls P 5 say.
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1 EXAMINER BOJKQ: Is that a good summary? | 1 A. 1believe that the Commission could
2 THE WITNESS: Thank you. 2 authorize the company to go out and purchase power
3 Q. (By Mr. Petricoff) Mr. Baker, if the 3 for returning customers regardless of what their
4  Commission could authorize a fuel adjustment clause 4  portfolio was and flow that through the fuel clause,
5 that couldn't be amended, save for prospectively that 5 Idon't necessarily think that that — or, I do think
6  would cover new customers moving into the area, I 6  that that could be changed by a fiture Commission.
7 think 500 -- we'll stick with the analogy of 500 new 7 MR. PETRICOFF: Your Honor, T have no
8  customers. Could the Commission likewise have the 8  further questions. Thank you -
8  authority to pass a fuel adjustment clause that says 9 Thank vou, Mr. Baker.
L0 500 returning customers from CRES suppliers, any 10 EXAMINER BOJKO: Mr. Maskovyak? -
L1  excess costs - or, the costs of serving those 11 MR. MASKOVYAK: Thank you, your Honor.
12 customers would be flowed through the fuel adjustment |12 --- '
13 clause? Would they have the authority to do that? 13 CROSS-EXAMINATION
1 A. Ibelieve they have the avthority to do 14 By Mr. Maskovyak:
15 it. The question js not around flowing through the 15 Q. Good afternoon, Mr. Baker.
16, cost of serving customers; it's flowing through the 16 A. Good afternoon.
17 cost of purchased power specifically at market for 17 Q. I'would like you ta turn to page 3 and
18  those returning customers. That's a different 18 look at lines 3 through 5, basically the last
19  hypothesis. L19 sentence of that part of the testimony beginning with
oy Q. Well, let's funnel down to the final PO "There is no mention of the word prudently.” Ot
21 question, then. If the Commission — da you believe 1 there's only one mention,
22 that the Commission has the authority to approve a P2 EXAMINER BOJKO: I'm sory, I cannot hear
23 fuel adjustment clause that said any customers 3 aword that you're saying, Mr. Maskovyak.
24 returning because of a default from a CRES provider D 4 MR. MASKOVYAK: I'm sorry, I'll speak up.
25 will be provided standard service at the standard 25 Q. You say there is no mention of the cost :
Page 174 Page 176
1  service rates and the cost of the purchased power 1  of service and only one mention of the word
2 fuel for serving those customers will be flowed 2 "prudently." Do you see where [ am?
3 through the fuel adjustment clause? 3 A. Yes, Ido.
4 MR. RESNIK: And just to clarify, is he 4 EXAMINER BOJKQ: Which page? I'm sorry.
5 asking him to disregard the advice of counsel that he 5 MR. MASKOVYAK: Page 3.
& received? 6 A. Yes, Ido. Iseeit
7 MR. PETRICOFF: That's a much more 7 Q. So by virtue of the fact that you state
8  complex question that is irrelevant. 8  that the word "prudently" is only used once, does
9 MR, RESNIK: Well, I'd like to think not. 9  this mean that any cost or expense for which the
1O EXAMINER BOJIKO: That's overruled. 10  companies seek reimbursement where it is not subject
11 Let Mr. Baker answer that question if he 11 to 143(BX2)a) means it does not need to be prudent?
L2 can because now we're trying to get even narrower 12 THE WITNESS: Could I have the question
L3 from where we were discussing a few minutes ago. 13 read back, please?
1 4 MR. PETRICOFF: This is the final 14 (Record read.)
15 question in the series, 15 A, What believe is that the Commission as
L6 THE WITNESS: CanIhave the quesnon 16  part of what has been proposed by Senate Bill 3
17  reread? 17  should approve the plan, or reject the plan, or
18 EXAMINER BOJKO: Just so I'm clear, 18  modify the plan, and once you've done that, those are
L9 Mr. Petricoff, this isn't what's binding, you're 19 the rates that are in place for -- going forward for
PO saying do they have the authority. 20 supply to customers. I don't think it fails under a
D1 MR. PETRICOFF: Do they have the ?1  prudency discussion at that point because it's
P2 authority to do it. I'm still focusing on this 22 approval of the plan.
?3  question about that this -- what this Commissioncan £3 Q. So does that mean the companies would be
P4 bind, you know, for a future period of time. 4 atherwise free o seek costs that may well prove to ‘
> 5 (Record read. 25  be imprudent? _
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1 A, It's part -- again, I go back to the 1 Q. Is the question of how much profitthe
2 plan, and we put something in front - it's compared 2 company may make irrelevant to the question of
3 tothe MRO. If the General Assembly had wanted 3 reasonably priced?
4  prudent to be the conditions of the plan, approving 4 A, Yes. Of course, subject to the
5  the plan, I think they would have put that ianguage 5 significant excessive camings test. '
& in. 6 Q. Okay. Thank you. Let'shn'ntopage4
7 Q. CanItake it from your answer that your 7 I'm going to look at the question and answer
B  answer is yes? 8  beginning on line 17 where you talk about the
9 MR. RESNIK: Your Honor, I'll object. He 9 circumstances that would warrant the Commission
LO  gave his answer. 10  modifying an ESP. Do you see where ] am?
L1 - MR. MASKOVYAK: I'm not sure though 11 A. Yes.
L2 whether it falls as a yes or no, your Honor. L2 Q. In vour answer you discuss three
L3 Truthfully, I don't know. 13 possibilities, which you label as A, B, and C.
| 4 EXAMINER BOJKO: Mr. Baker, can you | 4 A. Yes.
15  answer it any further? L 5 Q. Is it my understanding that these are the
i THE WITNESS: No, I can't. L6 only ways you believe by which the Commission may
17 Q. (By Mr. Maskovyak) If a cost was found 10 87  modify the ESP?
18  be imprudent or thought to be imprudent that wasnot L8 A. These were three that I thought of when I
19 part of 143(B)(2)(a), is it the company's position L9 was writing the testimony. I didn't go any further
20 that this would not be a bar to recovery? PO than that. :
P 1 THE WITNESS: Could I have that read 21 Q. Sois it possible there could be more
22 back? 22 ways or other ways than the three you enumerate?
P 3 (Record read.) 2 3 A. Idon'tknow.
P 4 A. Thaven't thought through all of that 24 Q. If the Commission did modify the ESP in
5 because I've thought -- T've tried to think of this P5  the ways that you suggest, would it still be _
Page 178 Page 180
1 in the context of what we have put in front of the 1 considered a modification by the companies such that
2 Commission as far as our plan is concerned, and the 2 youcould decide to withdraw the application?
3 section you pointed to is the section that forms the 3 A. The question asks about modifying the
4 general basis of our FAC which is clearly that's 4  ESP. That to me is by definition, therefore,
5  subject to the word "prudent." It's there. 5  modifying the ESP, which we then have the right to
6 The others are requests. I think the 6 determine whether we want to accept it.
7 Commission has to look -~ it's not asking for 7 Q. Okay. Thank you.
8  continued trueup of costs or anything, There are B I'd like now to turn to the Purchase
9  dollars we're asking for either in values that are 9  Power Proposal section on page 5 with the question
10 defined in the plan, values that are automatic B0  and answer beginming on line 11. I'd like you to
L1 increases, purchased power. Ithink the Commission [1  look at the part of your answer beginning on line 15
L2  necdsto look at that as part of the plan, not 12  starting with the word: "Although the Companies
L3 whether any single decision is prudent in their 13  propose to administer its slice-of-system purchases
14 judgment. 14 within the FAC mechanism the proposal was not made
i Q. Thank you, 15  under that section and the Commission is not limited
L & Staying with page 3 with the question and 16 to that section in approving it." And I assume by
L7  answer beginning on line 6 regarding the reasonably [L7  “that section” you're referring back to the previous
18  priced goals, are you with me? B sentence in reference to 4928.143(B)(2)(a).
L 9 A. Yes. 9 A, Yes.
P 0 Q. In your answer would it be fair to say o] Q. Iknow vou were not in the room when
21 that you essentially define "reasonably priced” to 21 Mr. Nelson was here testifying, but I believe in
P2 mean that any amount that makes the ESP in the P2 response to questions from OCC that Mr. Nelson
D3 aggrepate less than the MRO meets the definition of P3  testified that the company was, in fact, secking
P4 reasonably priced? recovery pursuant to 143(B}X2)a).
2 5 A, Yes, I think it would be. MR. RESI\JIK. I'l[ objecr, your Honor I
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1 think that Mr. Nelson's testimony just referred to 1 are specifically citing for the proposmon that it's
2 (BX2), he did not use the letter (a). 2 not (BX2Xa} but something else?
3 EXAMINER BOJKO: Let's ask the witness if | 2 A. T'm looking. It's 4928.143(B)2). ‘
4 heknows, 4 Q. But none of the underlying subsections
5 Can you respond to this question? 5 apply.
6 THE WITNESS: Certainly. That is, I 6 A There are words that say the plan may
7 think that's defined by my answer on line 18 carrying 7 provide for or include without limitation any of the ~ §
8  through line 22 that I consider it a two-step 8 following.
9  process, that the approval of AEP going forward and 9 Q. Tunderstand. And your proposal, can it §
10 purchasing the 5, 10, and 15 from the market is just L0 be found in any of the following subsections?
11 part of the overall plan. The flowing the results of 11 A. It was really intended tc fall under the
12 that purchase then through the fuel clause are 12 "without limitation" provision.
13 consistent with the 4928.143(B)(2)(a). 13 Q. Is the recovery for which you are secking
L 4 Q. Allright. We may not need Mr. Nelson. 14  onthis fuel cost a cost that could be sought under
15 Do you have a copy of the company's appllcauon’? L5 (B)2)a)? .
16 A, Yes, 1do. L& MER. RESNIK: Your Honor, could I have the
L7 Q. CanlI get you to tumn to page 4 and look L7  question read back, please?
i8  at Roman numeral ILA, the Fuel Adjustment Clause? |8 EXAMINER BOJKO: Yes.
LS  Perhaps you can clarify for me. | 9 (Record read.)
20 A. Yes, Iseeit. P MR. RESNIK: Well, I guess I'm going to
21 Q. The first sentence starts: "As permitted 1 object because I think now we're switching from the
22 by 4928.143(B)(2)(a), Ohio Revised Code, the P2 purchased power to fuel. Sort of leaves me in the
23 Companies propose implementing an adjustment 23 dust, but. ..
>4 mechanism" and so forth. And if youcontinueonin  £4 MR. MASKOVYAK: I'm happy to go with
25 that section and slide over to page 5, in the second 5 purchased power.
Page 182 Page 184§
1 bullet point it talks about the purchased power costs 1 A. 1look at (a) to be the recovery ‘
2 that are part of this mechanism, as I understand it. 2 mechanism for the costs the company incurs in these
3 A, AllTcan do is point you back to my 3 specific areas in supplying the S80. If we were to
4 testimony because it talks about two proposals. That | 4  say it's covered under that section, then everyone
5  is the area where we recover the cost. That's not 5  who is saying you have to make these - purchased
6 the approval of whether we can make the 5, 10, and 6 powers has to be a least-cost plan could use that as
7 15 percent purchase as part of the plan. 7 areasonto deny the 5, 10, 15 purchase becanse they
8 Q. So the bullet point at the top of page 5 8  may nof believe it's the least-cost plan, and we've
9 isnot connected to the beginning of that particular 9  taken the position that it is under the "without
L0 part that says that this is pursuant to 143(B)(2Xa). 10 limitation" that we're asking for the approval, and
1 A. Recoveryof. It's two steps in this 11  we show that in the aggregate it's better than the
12 process. Idon't know how I can be more clear about {12 MRO.
L3 that. 13 Q. Iunderstand that. My question stil] is,
L 4 Q. Allright. Can you then tell me what 14  though, could you seek recovery for those same costs
L5  section you are relying on? 15  pursuant to (B)X2)a)?
16 A. Pm terrible with these numbers in this 16 A. No, and accomplish what we were trying to
L7 legislation, but it's the whole ESP section. 17  accomplish as part of this plan. -
18 Q. I'm not sure what you're referring to, 1 6 Q. And what is it you are trying to
19  sorry. When you say "the whole ESP section” -- 19  accomplish?
PO A. That's fine. I'll go through the 20 A, A plan in place that is better in the
21 legislation. 21 aggregate than the MRO and provides what [ believe to
p 2 EXAMINER BOJKO: Section 143, is that P2 be agood arrangement for customers and the company.
23 what you're talking about? 23 EXAMINER BOJKO: So could the purchases
2 4 THE WITNESS: Let me look it up. 24 be at any cost?
P 5 Q. Is there a statutory sectlon 1o wh:ch you P 5 THE WITNESS No I'm askmg the
46 (Pages 181 to 184)
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1 Commission to approve the authority to buy 5, 10, and 1 - A. T'm sorry, I'm trying to find where you
2 15 and put it in the portfolio. Then when we 2  areinthe-—-
3 actually execute on it, I would expect as part of the 3 Q. I'min the same place.
4 fuel clause that there would be a prudency and there 4 A, You'restill in (B)(Z)(a) I'm son'y
5  would be a check, did, in fact, we go out and acquire 5 Q. Correct.
6 it in the best fashion and the lowest cost to make 6 A. Okay.
7  those purchases, not in comparison to what the energy 7 Q. 1justdropped down to the very last .
&  supply of our own system is. 8  clause of (B)}(2Xa) where 1t talks about various
9 EXAMINER BOJKO: So the prudency check 9  components that could be included as part of the
10 would still be on the cost that you purchased it at, 10 recovery pursuant to (B)}2)(a), and the last one is
L1 not maybe necessarily the execution of the purchases, 111  the cost of federally mandated carbon or energy
12 which is what your line 21 says. L2  taxes. o ' _
L 3 THE WITNESS: Well, I think it's the L3 My question was, could the company seek
.4  execution of, your Honor, not the cost, because if L4 recovery of those costs but do so without using
15  we're allowed to do it and we go out and - we're LS  (BX2)(2) as its way to do.so?
6  piven the authority to go cut and make the 5, 10, L 6 A. 1guess we could under the "without
7 15 percent purchases, just bacause it comes in with a 17  limitation," but I don't know why we would.
18 specific number is going to be relevant to whether 18 Q. Well, wouldn't you, in fact, avoid any
L9  we -- what the market set the price at. We have to 19 prudency review if you decided to avoid using
20 show that we, in fact, did a good job of acquiring it 20 (B)2)a) and use the "without limitation" exception
Pl inthe market and got it in the most efficient manner P1  that you cite?
22 from the market. D 2 A. 1think I've mentioned any number of
D 3 EXAMINER BOJKO: Butthecost wouldbea £3  times now that I'm not avoiding the prudency review
P4 factor in that consideration of whether the total 04 by the — I am subject to a prudency review on the 5,
PS  execution was prudent or not. D5 10, 15, as far as the execution of the purchase. 'm = §
Page 186 Page 188
1 THE WITNESS: 1 think cost compared to 1  asking for approval of the part of the plan which
2 what an alternative cost could be for a purchase, 2 says the company is allowed to go out and buy 5, 10,
3 yes, so if we didn't do the execution right. 3 15 percent and add it to its portfolio.
4 EXAMINER BOJKO: Thank you. 4 I don't see a parallel to the cost of
5 Q. (By Mr. Maskovyak) Following up on the 5 federally mandated carbon or energy taxes. That is
©  Bench's question, but whether, in fact, the purchase 6  poing to be something that the government imposes,
7  itself is prudent is not a relevant question. 7  and we're going to ask for recovery very different
8 - A. Tbelieve that if it's accepted as part 8  than a part of the pieces of the plan that we putin
2  of'the plan, it is prudent to go ahead and make the $  tomake up our ESP.
L0 5,10, 15 purchase. 10 Q. Tunderstand. I'm merely asking that if
11 Q. Let's factor out - I know you said that 11  vou decided to seek recovery for those costs, could
12 you could not have included the cost in (B)(2Xa)and [L2  you use the "without limitation" language to seek
L3  accomplish the purpose of your plan, which was to 13 recovery by not using (BY(2)(a)?
14 make the ESP better in the aggregate. Factoringout 14 A. Idon't know, and we wouldn't. 1don't
L5  the part about not accomplishing the purchase, justa L5  think we plan on doing it that way.
L6 question of whether it's possible legally within the L6 Q. Okay. Thanks. Let's look at page 5. I
L7  confines of the statute, could the companies have L7  want to turn your attention to page -- or, lines 18
18  requested for recovery pursuant to (B)(2)(a)? 18 through 22, and you talk about the purchases -- back
L 9 A. Idon't know, 19 to your two-step process that vou have already
P 0 Q. Let's look at other components of L0 previously discussed.
¢l (BY2)a). Let's drop down to the last part of it Pl A. Yes.
22 where it talks about the cost of federally mandated D 2 Q. Do Inderstand you to say that the ESP
D3 carbon or energy taxes. Ifthe company weretoseek  P3  contains the company's percentages, the 5, 10, and
P4 recovery for those, could you seek recovery and doso P4 15, and that is, if the ESP is more favorable than
without using (BX2)(a)? ﬂae MRO then the PUCO must allaw the 5 10 15 -
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1  percentages? 1 really replaces or says that we no longet, or that
2 A. I'm saying that they should approve it if 2 you, the companies, no longer have a duty to serve? -
3 inthe aggregate it is better than the MRO, the 3 MR. RESNIK: Isﬂushmltedto '
4 Commission will Iook at our ESP and decide to 4  generation?
5  approve, modify, or reject. 5 MR, MASKOVYAK: Yes.
6 Q. And so since you're not using (B)(2)(a), 6 A. No. Ithink this says, just as we've
7 the Commission has no authority to examine prudency | 7 laid out in the testimony, that we have an obligation
8  regarding whether there should be a purchase or what 8  to supply customers generation at an SSO rate,
9  percentage that purchase should be. 8 Q. Okay. Thank you.
10 A. [ believe that they have the ability, 10 I'd like to turn to page 10, and I want
11 just as I described, to review our plan and make the 11 totake a look at your chart at the bottom of the
12 three potential decisions, and then it will be up to 12 page. I was noticing in reviewing the chart that the
13 the company to decide how they react to cither a 13 time periods that you cite throughout are not
14  modification or a rejection. L4  equivalent time periods. The months range
15 Q. Tunderstand. But I'm asking 15  dramatically at times. The first block is five
16 specifically about this clause. Since you're not 16  monthsIbelieve in '01. The second block is there
.7 using (BX2)Xa), am I to understand that becatise of 17 months. The third is ten months. The fourth is nine
18  that it's the company's position that the Commission 18  months. The fifth is seven months. And the sixthis
19  has no authority to examine prudency regarding L2 thrée months. Can you explain to me why sech a
20  whether there should be a purchase or what percentage B0 radically divergent range of months was decided to be
21  that purchase should be? 1 put in the chart?
P2 A, You know, ['ve said it a couple of times 22 A. Cenainly. All we were trying to deal O
P3  and I'l use it again, T don't tell the Commission D3 with was the statement that the QCC witness made,
24  what they can and cannot do. I'm suggesting that 24 which is that the changing price over that two months
£5  they — the company's position is they should approve 25  was an unusual event and, therefore, that's the :
Page 190 Page 192
1 itif, in fact, it's better in the aggregate than the 1 reason why vou ought to use market quotes, and we
2 MRO. 2 just wanted to show that, in fact, it is not an
3 Q. Thank you, Mr. Baker. 3 unusual event for prices to move dramatically, simple
4 Can we turn to page 9?7 I was looking at, 4 asthat ‘
5 and I would have you look at lines 5 and 6 where you 5 Q. Wouldn't it be better to compare standard ;
6 state: "By contrast, it is no longer certain that 6 time periods as opposed fo having a wide range of :
7 the regulatory compact exists in Ohio given the T time periods?
8  passage of Senate Bill 221." Areyou saying that the 8 A. No.
9 compact is dead? : 9 Q. Why not?
10 A, Tm saying that in the case of generation L0 A. Because it's intended for one purpose,
11 the company has no assurances that when they makean {1  and the purpose is to show that there is volatility
12 investment in generation-related items, that there 12 in prices and that period was not unique.
L3 would be recovery over the life of the items which I 13 Q. Can you explain to me, for example, then,
14 consider to be part of the regulatory compact. 14 in the first period it goes through July 2001 but the
15 Q. If there is no regulatory compact now, 15 second period yet starts in July 2001 and includes
16 can you tell me what there is? 16 the same period of time; that same example is
17 A, There's Senate Bill 221. 17 replicated in periods five and six. So is July '01
8 Q. And what does that mean in terms of a 12 included both in the change downward as well as
19  regulatory compact — 19 inchuded in the change upward?
b0 A. 1think ~ P 0 A. Yes.
P1 Q. --or replacement? p1 Q. How does that help us understand? i
B2 A. Sure. Ithink what it says is we're no 22 A. [Itjust shows that for one petiod, March
23 longer certain, and we'll know what it is when we 23 through July, it went down 47 percent, and then
P4 start to get some Commission orders. 24 looking at what it went down to in July, it turned
P 5 Q Woufd you say that Senate BIH 221 then, 2 5 amund between July and September ant'l went back up to
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33 percent. Those are significant changes in price,
as I see it, and I think that is consistent with what
OCC's witness was saying about that, there is
volatility in this market,

Q. I'would like to furn to page 13. On the
previous page, 12, you start talking about the POLR
risk and Mr. Cahaan's testimony, and then at the top
of page 13-in lines 1 through 4 you start talking
about the migration risk.

A. Yes. ,

Q. So for the company’'s POLR, the provider
of last resort, is more — is a charge that reflects
more than just what that term reflects, whichis a
provider of last resort.

MR. RESNIK: Can! have that question
read back, please?
(Record read.)

A. Inmy view the POLR -- the provnder of
last resort is the series of options that are
provided to customers, the right to leave the
customer's tariff and go back -- the SSO tariff price
and go to the market when it's economically
attractive and then come back to the SSO rate when
that's economically attractive. That's my definition
of POLR.

o=
O W0 0 =& W
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Page 195 &

than it has been since Senate Bill 3 was enacted? -

A. Help me, please, here. Are wetalking
about the migration risk, my deﬁmtmn of the nght
for & customer to leave?

Q. Yes.

A. Iwouid say that the migration tigk -
I'm sorry, I'm not going io use that term. You took
me down to almost using that.

Q. I'm using that term because you use it in
your testimony.

A. DBut]use it in context of what we djd,
ard that's ebb and flow, that's not a customer who's
leaving because it's economically advantageous.

When I talk about people leaving because

it's economicaily advantageous, today I would say the
risk of customers leaving is probably a little less
than it was at the time of Senate Bill 3, but I don't
know that that would be the case tomorrow

Q. Okay. Thank you.

Let's look at page 14, You talk about

the aggregator and the probjems associated with
agpregation. Actually, if I may, why don't I turn
you back to page 13 because you really start
addressing this issue in the last sentence at the -
bottom on line 23 beginning with "While governmental

b3

Page 194

Q. So it covers -- as you 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. I told you what my
definition of POLR was so if we could stay within
that definition, it might make life easier for me.

Q. Well, 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'm saying 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 aiso covets the competitive risk.

A. Well, isn't that all 2 competitive risk?

Q. Possibly. You're not providing anything,
though, to the customer wha leaves.

A. The customer has the right to come back.

Q. Iunderstand that.

Is the nugranon nsk toda any dLﬂ'erent

Armstrong & Ckey, Inc.
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Page 196§

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

aggrepators are not likely to give notice of the risk
10 customers?

MR. RESNIK: Can 1 have that read back.

EXAMINER BOJKO: Yes.

(Record read.)

MR. RESNIK.: I guess I would object, your
Honor. The notice the statute contemplates is notice
to the company, not notice to customers.

EXAMINER BOJKO: Tthink he might be
asking that very question.

THE WITNESS: Could we have it read back?

(Record read.)

A. 1don't think they give notice - I don't
know whether they'll give notice of the risk to
customers. I'm not going to assume what a government
aggregator will do.

Q. But it is your belief that if customers
understood the financial exposure, they would not go
with aggregators.

A. No, 1 don't think that's what this says.

If I were a customer and some aggregator came to me
and sald, "You Ve got ac chon:e of gomg thh we,

49 {Pages 193 to 196)
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1 because it's economically advantageous, and paying a 1 A. What1said was - you asked me whether
2 POLR charge so if the market goes crazy and I have to 2 the risk was greater, and I said I thought the risk
3 stop serving you, you can go back to the company at 3 wasslightly less. It had no implications of whether
4 an SSQOvrate,” I'd say don't give them the notice that 4 there's a market or not a market.
5  I'want to avoid the POLR charge. I think most people 5 Q. And why would the risk be slightly less?
&  would think that was a cheap option, 6 A. Because the delta between market price
7 Q. So you're suggesting that the aggregators 7  and the SSO is different.
B will deceive. 8 Q. So you believe that there are ample
$ A. Tthink I said that I didn't know what 9  providers available whom customers can switch to.
E 0  the aggregator -- I'm saying that if they do the L0 A. 1believe there are current oppottunities
1  following things, this is how I think customers would i1 for customers in the PTM arena, and then for
12 react, - 12  customers who can't access PIM, if it was
13 Q. You also state that you're not sure that 13 economically advantageous, I believe there would be £
14  customers wonld understand the risk or the financial 14 aggregators who would come in and aitempt to serve - §
15  exposure, I think is the term you use. 15 - those customers.
16 THE WITNESS: Can have that read back? 16 Q. Would you care to opine about the
17 (Record read.) 17  likelihood of those options?
1§ MR. RESNIK: s that a question? 18 A. It willall depend on the relative price
19 EXAMINER BOJKO: He was asking abouthis [L9  in the market to the relative SSO price, and the
() staterment on 3 and 4. 20 closer they become, the more likely it is to happen,
D1 I think you were just asking if that's 21 and that's why we're looking at it and dealing with
P2 what he said; is that right? P2 it before the fact rather than dealing with it when
23 MR. MASKOVYAK: (Nods head.) 23 jtactually happens.
L 4 A, That's not what it says. D 4 Q. When you valued this option of the right
23 Q. So you believe they will understand the 25  to switch, which I assume takes into account the fact ,
Page 198 Page 200
1 risk if properly presented. 1 that you have lost sales as part of that equation,
2 A, If customers are provided the 2 does the value of the option also include the fact
3 information, yes, I believe they'd understand the 3 that the companies will have excess power to sell
4 sk 4 egven if the market price of that power at that point
5 Q. Allright. Iwant to stay with this page 5  intimeisless than the 5807
&  and slide down to the next question that begins at 2 A. This is the value to customers of being
7 line 14 where we're talking about - and then if you 7 able to access the market as opposed to the SS0 when
8  look at that question and your answer beginning on 8 it's economically advantageous. It doesn't look at
9 line 18 talking about: "The value of the customer’s 9  what happens to the freed-up generation for AEP, but
L0 right to switch under Senate Bill 221 comes fromthe L0  the freed-up generation would then be available to
L1 option customers are given." Does the optioninclude {1  sell in the market at the same kind of rates the
L2 the value if there are no realistic optxons to pursue 12 customers would be paying,
13  inthe market? 13 Q. And so [ take it that the value of the
L4 A. Well, I can't accept your premise that 14 option also does not necessarily include whether AEP
L5 there are no realistic options. 15  chooses to buy any kind of insurance, for lack of a
L6 Q. How about if there are few realistic 16  better term, to hedge their risk of the customers
L7 options? 17 leaving
iR A. Tthink that if it becomes economically 18 A, We're setting this up based onthe
L9  advantageous, there will be options for customers. 19  Black-Scholes model determining what the value of the
20 Q. Tunderstand. Did I not hear yousay a 20 options are and the risks that the company has. The
21 little while ago that you believe, if anything, P1  company will decide pver the period of the ESP
P2 there's léss of a market today than there was in the 22 whether to execute on options in order to hedge its
23 years since Senate Bill 3 was enacted? 23 risk ornot. That's the company's decision.
P 4 A. No, I didn't say any such thing. P4 Q. Do I understand that it's still true B
P 5 Q Can you tell me what you d1d say‘? 25 today that the compary ha.s not made a dec:ls:on about
50 (Pages 197 to 200)
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1 whether they will purchase any hedges to this risk? 1 against risks, even if they're small, because the
2 - A. That's correct, we haven't made any 2 ramifications could be great. :
3 decision. 3 THE WITNESS: -Can I have that question
4 Q. Soitis possible that the companies will 4 read back? ,
5  assume the full risk. 5 EXAMINER BOJKO: Yes.
& A. That is a decision the company makes, and & (Record read. )
7 ifthey do, that's their risk that they absorb, 7 A. What I'm saying is that Icant agree
8 Q. But this is not the same kind of risk 8  with other people's positions, as I see it, 10 ignore
S  that you would be willing to offer the customer. 9  therisks. We have chosen not to ignore the risks or
L0 A. Tdon't think there are customers out 10 the value of the option by including the POLR as part
L1 there wha are willing to say to us we will not buy L1  of our ESP proposal.
L2 SSO0 service, so I don't see how you'd do it. 12 Q. [fyou choose not to buy POLR insurance,
13 EXAMINER BOJKO: I'msorry, yousaidyou [L3  would that be ignoring the risk?
L4 don't think there are customers? L4 A. That would be managing the risk.
L5 THE WITNESS: No, I don't. Ithink that L5 Q. Why would it be managed?
L&  we haven't had people leave, and I don't think people  JL6 A. Because the company has under that
L7 are going to say just to avoid the POLR, Tl L7  proposed — under our proposal the ability to decide
L8 puarantee you that [ will not buy power fromyoufor (L8  whether to hedge or not hedge, and that is a business
L5 the full ESP period. L9 call for the company.
D () Q. Can we turn to page 157 I'm looking at P 0 Q. And is that because they will have the
P1 . your testimony on lines 14 through 17 beginning with P1  revenues generated by POLR on which to make a
P2 the word "finally." P2 decision about whether they should just hold on to
23 A, Yes, \ 22 those versus — and assume the risk by holding on to
24 Q. Tassume you're not conceding that the 24 those versus taking that money and purchasing a
25 risk of switching is low here. 5  hedge?
Page 202 Page 204 [
1 A. I justsaying it's not - I don't think 1 A. The rates will be the rates, and they
2 ilsapoodideatoi gnore risk. 2 will be what is approved under the — an ESP that we
3 Q. So are you saying that we must set the 3 effectively decide to accept. That's the premise my
4 POLR rates high in order to guard against an unlikely 4  question is - my answer is going to be working on.
5  risk because, although it's unlikely, the risk may S  And in that case then we determine how to manage our
&  still be very great? 6  costs under the rates that we have,
7 A. Imake no representation the POLR risk is 7 Q. Tdlike to tumn to page 16. I'm looking
8  being set high. 8  atyour answer that begins at line 3. If you'd like
3 Q. Are you saying that the POLR risks or 9 to review the question that begins on the prior page
10 rates are set where they are according to the company L0 down at line 21, feel free to do so, starting with
11 because they have to guard against this unlikely risk 11  "Certain intervenors." I want to concentrate on that
L2 even though it's unlikely because the risk may well 12 part of your answer that begins on line 6 that talks
L3 be great? 13 about the put position.
L4 A. Lock, I'm not suggesting that the risk is 14 A. Yes.
LS  greator not. I'm talking about assertions that L5 Q. You say you can't use the FAC because it
L&  others are making. [ 6 ignores the put position. What is the value of that
L7 Q. Aren't you saying beginning at line 16 17  part of the position?
L&  that the lesson is that the losses can be greatby 18 MR. RESNIK: Your Honor, if I may, I just
L2 not hedging against unlikely risk? Isn't that your 19 note the testimony says the put "portion."
PO assertion? PO MR. MASKOVYAK: I'm sorry, put portion.
b1 A. T'm saying that I don't think it's a good D1 THE WITNESS: Can I have the question
22 idea, as others have suggested, to just not Jook at P2 read back?
23 risk because right now they think the likelihood is 23 (Record read.)
24 small. [ 4 A. I'mnot sure I understand the question.
Q. So you are saying that we must guard Are you lookmg for what the dolla: value of ths
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Page 203
total POLR -- .
Q. Or what percentage of the POLR risk is
assigned to the put portion.

A. It's in the neighborhood of 90 percent.

Q. 90 percent. So I guess it would be fair
to say from the company's position that the risk is
much greater of customers leaving than refurning?

A. No. That's not true.

Q. Okay. Then help me understand how the
50 percent rate -- what the 90 percent ratio
reflects.

A, I's the result of nmning a
Black-Scholes model comes out with those kind of
ratios. A simple way to think about it is that
the -- you only exercise the call, the second part,
if you've exercised the put. So you have to achieve
the put before you can achieve the call, and 80 you
have to have the price go down below the SSOC and then
go up again above the SS0O. And when you run that
through the model, it puts the majority of the value
of the risk in the put,

Q. Ithink that answers my question. Thank
you.

Allright. Let's turn to page 19, and I

dont't have a specific section, although I'm largely
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Page 207§

two distinct features of the Black-Scholes model.
One is the 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 I think it was

in Miss Medine's testimony, about having run the -
model an indeterminate number of times.

This is not a whole rehashing of
Black-Scholes. We've limited it to two points that
came up, and | think that the cross-exammahon
should be limited in that sense.

EXAMINER BOJKO: Ihope it's not a whole
rehashing. Ihope yot're JlISt trying to lay a tiny
bit of foundation.

MR. MASKOVYAK: I'm almost done with
this, '

EXAMINER BOJKO: Thank you. Please
proceed.

MR. MASKOVYAK: Could we reread the
question?

(Record read.}

A, 1don't know how there would be any. If
1 just finished stating that no one has the POLR
risk, the EDUs don't have the POLR risk anywhere else
and it just appeared in Senate Bill 221, the chance
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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've read it.

Q. Would it be fair to say that it's the
compary's belief that the Black-Scholes approach was
the most accurate way to determine POLR?

A. Tt was the best way to —- yes, t0
determine the value of the combination of options
that we have been talking about.

Q. AndI 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,; is that correct?

A. When we talked about this in 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. Well, I don't know why vou would do it if
you don't have the risk. .

Q. Have you found any literature, any
academics that discuss using the Black-Scholes to
calculate a POLR charge?

MR. RESNIK: Your Honor, I'm going to
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of somebody writing an article on that use is pretty
shim. Twould expect that they'll probably write
some articles, assuming the Commission approves it.

Q. Fair enough. Thank you, Mr. Baker.

Can we turn to page 20, and yes, I'm

almost finished, I'm looking at the question and
answer that begins at line 1 but I want to
concentrate where it begins at line 9 where you say:
"Therefore, I 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
unquantifiable." So you're saying in there that we
don't know what these costs will be for generation.

A. T'm suggesting that is an alternative to
setting up some kind of a tracker which is not part
of our proposal. We are asking for automatic
increases that I believe are provided for in the
bill.

Q. And this is because you can't know what
the amount of those costs are.

A. It's because we're permitted to have
automatic increases.
Q. Well, don't vou justify it here by saying
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1 A. Tdon't think I need to justify it. I 1 Q. On page 8, the second question, you say:
2 think we're allowed to put automatic increases in, 2 "Wimess Higgins and Kollen recommend the O3S margins
'3 and I'm just explaining the thought process of there 3 becredited to the retail FAC." And you also cite
4 are reasons to put autornatic increases in. It is not 4 4928.143(B)2)(a), and you essentially say that OSS
5 cost based. 5  margins are not referenced in this provision and,
6 Q. So the question of whether those costs 6  therefore, they shouldn't be — the credits shouldn't
7 will even materialize is not relevant, 7  beincluded in the plan; is that correct?
B A No. B A. 1think you're shortening my answer
] Q. No, it is not relevant? 9  significantly. Ilist quite a few reasons on pages 8
iy A. It's not relevant because the costs could 10 and 9, that's just one of the reasons I list.
1 be greater. So whether they'te lesser or greater, 11 Q. Tunderstand that, but you're saying that
12 this is not a cost-based rate, it is a proposal for 12 is one of the reasons you list, correct?
L3 anautomatic increase. 13 A. Yes.
I Q. Consequently, it would not necessarily be 14 Q. Okay. Do you have a copy of Senate Bill
15  appropriate to have any mechanism to provide forany {15 221 with you?
16 unforeseen decrease in costs. 16 A, Yes, Ido. ,
L7 A, Aslsay, it's not cost based. It'sa 17 Q. Okay. Ithink you referenced this
18 single value. 18 earlier in cross-examinafion, but can you read what
L9 Q. Can you explain the difference to me for 19 4928.143(B)(2) says? :
20 giving cost recovery that's not known or unforeseen 0 A. Are you talking about the sentence that
21 and unquantifiable and essentially whatIwould call Rl  says: "The plan may provide for, or include, without
P2 ablank check? 22 limitation any of the following"?
D3 A. T'mnot asking for cost recovery. I'm 23 Q. Yeah
P4 asking for an automatic increase that's provided for 24 A. Okay.
25 in Senate Bill 221. 25 Q. That's what I'm taiking about. - _
Page 210 Page 212
1 MR. MASKOVYAK: Thank you. I have no 1 A. Ithink I just read it.
2 more questions, your Honor. 2 Q. Okay. That's good.
3 EXAMINER BOJKO: Let's go off the record. 3 And again, you referenced this earlier,
4 (Recess taken.) 4  the term "without limitation," what does that mean -
5 - EXAMINER BOTKO: Let's go back on the 5 according to you?
& record. 6 A. That means, according to me, that the
7 Mr. Sites, do you have any 7 company may propose as part of 1is ESP any of the
8  cross-examination? 8 following, but we could put other things in the plan.
9 ‘ MR. SITES: I am pleased to report, your 9 Q. Okay. Does that include crediting
L0 Honor, I have no questions. Thank you. L0  off-system sales to customers, off-system sales
L1 EXAMINER BOJKO: 1 guess we are to L1 margins?
L2 Mr. White. i A. Are you saying would we be precluded from
b 3 MR. WHITE: Yes, just a few questions, 13 doing that?
L4 your Honor. | 4 Q. Yes.
L5 --- L5 A. The answer is no, we would not be
L6 CROSS-EXAMINATION .6  precluded. That would not be an appropriate thing to
L7 By Mr. White: 17 do.
L8 Q. Mr. Baker, I'm Matt White, and I ] Q. T'm just addressing how you had said in
L9  represent the Kroger Company. L9 your testimony that off-system sales weren't inciuded
PO A. Yes, Mr. White. PO in4928.143(B)(2X=2). That's all. I wasn't asking
P 1 Q. Just a few questions. P1  whether or not they were included.
2 A, Certainly. Ez Ckay, I'd like to move to page 14 of your
b3 Q. Let me refer you to page 8 of your D3 testimony.
P4 testimony. 04 A. Yes.
. A, Yes, E5
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1 understanding that this current Commission can not 1 Q. Okay.
2 bind some future Commission which would have to 2 A, You're reading words in there that aren't
3 decide whether the Companies could flow through their | 3 there. The intent, and it may not be clear, but the
4 FAC the market price costs of serving the loads of 4 intent was to deal with the fact that people have
5  returning customers.” Is that comrect? 5 made the premise that we don't have &8 POLR risk
& A. 1believe that's what that says, yes. &  because we could go out and purchase power in order
7 Q. Are you aware whether the compantes 7 ip serve any customer that returns, regardless of
8  proposed o defer generation charges that exceed -1 8 what our portfolic is. And that's what I'm
9 15 percent per year, whether or not the companies 9  suggesting I don't think this Comumission would bind a
10 have proposed that? L0 future commission on, not about yunning it through
11 THE WITNESS: Could I have the question 11 the fuel clause, but that decision.’ Then once they
12 read back? 12 change that, then you have impacts in the FAC.,
13 (Record read.) 13 Q. Okay. Afier that line we were referring
14 A. Whar the companies proposed was to defer 14 1o earlier you state: "This concern is particularly
15  FAC costs if the -- in order 1o limit increases to 15 acute since Mr." - I don't know how to pronounce his
16 customers not on G, but on total bill to 16 name. '
17  approximately 15 percent by customer class.” 17 A. Mr. Cahaan. :
18 Q. And is it your understanding that those 18 Q. - "Mr. Cahaan's suggestion would result
19 deferrals will be collected after the ESP period, the 19  innon-shopping customers subsidizing customers who
P0  proposed three-year ESP period is over, by the 20 did shop and then returned to the:Companies’ S80." |
Pl company? P1  Would you say the companies' POLR proposal — under |
22 A. AEP's proposal would be to defer the FAC P2 the companies' POLR proposal, would nonshopping
23 charges, as [ described, and to collect it in a ?3  customers be subsidizing shopping customers?
24 number of years after the ESP is completed. 4 A. No.
> 5 Q. Okay. You also state that - and this 2 5 Q. Okay. If that's not the case, then would ‘_
Pags 214 Page 216§
1  is, just so we're clear for the record, this is in 1  you say that under the company's POLR proposal
2 regards to the proposal that would charge -- would 2 that -- let me clarify before I ask this question. ‘I
3 allow AEP to recover costs after the ESP period is 3 forgotto clarify. First, this line of questioning
4 over for customers that are switching. Is that your 4 T be talking about is the put option, and the put
5  understanding of that testimony? 5  option is to cover the risk of customers leaving, So
8 A. No, it really isn't. What this is is 6  would you say that customers will only shop or
7 dealing with a proposal that others have made that if 7  -exercise their put option when the electric market, .
8  acustomer were to shop and then wanted to come back, | 8  the cost of electricity, is below the ESP price, or
9  that the company could go out and purchase power. 9 inthe money, as they would say, in finance terms?
10  That's what I'm talking about, that the Commission 10 A. The assumption built irto our modefing is
L1  could in the future decide not to use that as the 11 that the customers would exercise it when it was
12 mechanism to deal with customers who were refurning, [12  economically advantageous. By that [ mean that the
13 Q. But when you're referencing, "It is my 13 price in the market was lower than the SSO price.
14  understanding the current Commission can not bind 14 Q. Okay. So you're saying that the
15  some future Commission which would have to decide 15  proposal, the POLR risk proposal, would not
L6  whether the Companies could flow through their FAC  [L6  subsidize — the company's POLR risk proposal would
L7 the market price costs of serving the loads of 17  not cause nonshopping customers to subsidize shopping
18  retuming customers,” that flow-through is meaning 18  customers; is that correct?
19 the Commission can't bind -- or the Commission can't L9 A. That's correct.
20 bind a future commission from requiring that the PO Q. Okay. Also, along those lines, would you
£l company recover the money that they pay for 21 say that the company's POLR risk proposal would cause
£2  purchasing power for customers that have shopped; is 22 shopping customers to subsidize the company?
3 that correct? D3 MR. RESNIK: Can 1 have the question read ‘_
2 4 A. You're missing the point that I'm trying 24 back, please?
{Record read.) :
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1 A. No. 1 - Q. Okay. So would you say that if the
2 Q. Okay. Now, I'm going to get into a 2 holder — and this is back to the stock option
3 hypothetical here, and if you don't follow me, then 3 example, the holder of the put option does not
4 TTeclarify. But if Tm a writer of a put option, 4 exercise that option when it's in the money, itsa
5  and I sell that put option to you and the holder of 5  windfall for the writer of the put option.
&  that — in the security underlying that put option 6 A. No.
7  and the value of that security goes down and the 7 Q. Why is that?
'8 holder of that put option after the value of that B8 . A. There was a transaction that the parties
9  security goes down chooses not to exercise that put 9  agreed to, and the fact that the other party decided
10 option when it's in the money, quote/imquote, would O not to exercise it, it's not a windfall. He agreed
L1 you say that's in the economic best interest of the 11 to sell the option.
LZ  holder of the put option? 12 Q. Okay.
) 3 A. 1need — it would help me if we could 13 A. Just part of the transaction.
14  work in a little bit more concrete terms, and let's L4 Q. Yeah, but part of the assumption under
L5 try to do it around ~ let's just create a L5 your option pricing model is that all holders of
L6  hypothetical example. So let's assume that the L&  options will act i their economic best interests and
17 tanff price is $50, I'would assume — 17 would at all times.
13 Q. Well, this hypothetical is not energy 1 8 A. Okay.
L9 prices. We're talking about stock prices which 1 9 Q. Would it not be in the holder of the put
20 traditionally options are written under. We're PO option's best interest to exercise the put option
1 talking about 2 stock option. 21 when it's in the money?
P2 A, But -- okay. D2 A Yes.
P 3 Q. Okay. D 3 Q. Okay. So then I'm not vnderstanding the
P 4 A, Allright. 24 why is it not a windfall if the actor has to act --
P 5 Q. SoifIwrite a put option for $50 or a 25 orhas to act in his economic best interest, the
Page 218 Page 220 [;
1  stock price at $50, the stock price goes down to $40, 1  model price of the option in a way that the actor is
2 the stock option would be in the money, meaningthat | 2  acting in the economic ~ will act in the economic -
3 when the person who holds the option exercises the 3  in his economic best interest and then he doesn't act
4  option, they'll have a right to sell to the writer of 4  in his economic interest, why is it not a windfall to
5 the option the price at $50, correct? 5  the compeny, or to the writer of the put option?
6 A. Correct. 6 A. T'm just having trouble understanding
7 Q. Soifthe person who does not exercise 7 what — what you mean by the term "windfall.” Would
8  the put option when it's in the money - 8  they have — would they, in fact, have had a result
9 A. Which person? 9 that was more attractive to them than they would have
Lo Q. The holder of the option. 10 if they exercised the option? Yes, ] would agree
Ll A. Sothe person who could put it to the - 11  withthat.
12 the product to the writer at 50. 12 Q. Windfall meaning that that scenario was
13 Q. Yeah 13 not priced into the option price. The option price
| 4 A. Okay. 14  was not — did not take into account the fact that
L5 Q. Would that be in the economic best 15  the holder of the option would not — the holder of
L6 interest of that person not to exercise that option 16 the option would not exetcise the option when it's in
L7 when the stock price is at 40? 17  his economic best interest to do so.
1 8 A. No; I'would think it would be in their il A. The price was set based on the fact that
19  economic interast to do that. 19 the person had that option. That's why I won't call
20 Q. Similarly, when the market price goes PO  itawindfall. It was the transaction. Would the
1 below the ESP price, it's in the economic best 21 person who had written the put be more economically
P2 interest of customers, correct — P2 advantageous than he would if the party who had the
3 A. Yes. 23 putexercised it? Yes.
P 4 Q. —toswitch? Q. Okay. Let me explain it to you slightly
'tfm'ently, then, it‘s understandable that when
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1 someone writes a put option they're taking the risk 1  couple more questions. When the exercise — this may
2 that the stock will go down and the option will be in 2 have been answered already, but just to clarify
3 the money, therefore, they'll have to pay out. Part 3 again, when the company created the Black-Scholes
4 of the benefit is that the stock goes up and they 4  model, or whatever, they were under the assumption
5  don't have to pay out and they get to keep the cost 5 that customers will switch when it becomes in their
& - of the option that's paid to them. 6  economic best interest, i.e., meaning that customers
7 So the benefit that they receive is 7 will switch when the market price goes below the
8  included in the option-pricing model. However, 8  strike price or the ESP price; is that correct?
9  what's not included in the option-pricing model is 9 MR. RESNIK: Your Honor, a couple of
10 when the stock price goes down and the option is in 10  objections. Regrettably, the company didn't create
11 the money, and the holder of the option doesn't 11 the Black-Scholes model, but beyond that, as I
12 exercise the option, even though it's in his economic 12 indicated earlier in an objection, the testimony on
13 best interest to do so. 13 rebuttal that Mr. Baker has on the Black-Scholes
14 MR. RESNIK: Your Honor, 'm going to 14 model is very limited to two points, and, again, it
15 object. I don" think it was a question. It sounded 15  sounds to me that we're getting back into & rehashmg
16 like testimony, 16 of the Black-Scholes model.
17 MR. WHITE: I'm trying to clarify my | 7 EXAMINER BOTKO: Well, again, I think
18 position. 18  that — I hope that Il give the same courtesy as1 -
19 EXAMINER BOJKO: Do youhaveadquestion? %  have extended to everybody else today and allow
P 0 MR. WHITE: Yeah. 20 Mr. White a little bit of leeway to give some
21 Q. Isthat true? b1 foundation.
P2 THE WITNESS: I didn't hear a question in D 2 But I don't think you meant to imply that
23 there, but we could try it again. p3  the company or Mr. Baker here created the
24 EXAMINER BOJKO: 1 think the question P4 Black-Scholes mode! because he obviously didn't win
25 was, is that true? Do you need to hear the "is that 25 the Nobel Peace Prize. )
Page 222 Page 224 |}
1 true" statement part? 1 MR. CONWAY: It's not a peace prize.
2 THE WITNESS: Ihave to. 2 MR. WHITE: I would withdraw that.
3 EXAMINER BOJKO: Can you review that, 3 EXAMINER BOJKQ: I think what you were
4 please, Maria? 4  {rying to say is that when the company decided to
5 A. Let me try to answer it without trying to 5  use the model, these are the assumptions that they
&  shortcut this. I will agree with you that the option 6 made.
7 miodeling, as you describe it, doesn't value a person 7 MR. WHITE: Yeah. 7
8  who does not do what is economically advantageous. 8 EXAMINER BOJKO: Is that what — can you
9 Q. Okay. So when the person doesn't do 9  answer it, or do you need him to rephrase the entn‘e
10  what's economically advantageous, it's a windfall to 10 question?
11  the writer of the option. 11 A. Tl try again. The use ofthe
2 A, Okay. We're going to — how many times 12  Black-Scholes model, as I said, doesn't build in a
E 3 are we going to talk about whether it's a windfall or 13 customer who does not take the economic option, but [
4 not? I've answered that question three or four 14  would say that that doesn't discount the use of the
15 times, and I told you I'm not willing to term that a 15 model, number one, or necessarily say the number is
16  windfall. If you want to ask me five more times, we 16  wrong because in doing it, as we've told you, we took
17  cando that. ' 17  alot of conservative approaches on the other side
i Q. Okay. 18  which kept the POLR down,
19 EXAMINER BOJKO: But then youmight geta ]9 So there are balancings, for example, the
0 nasty answer. PO fact that we used a single ESP price rather than
D1 MR. WHITE: So I shouldn't ask that P1  increasing it for the price of the ESP for each of
P2 question again, is that what you're trying to say? 22 the three years, which would have driven it up
£ EXAMINER BOJKQO: Idon't think the 23 significantly higher, or the changs in market prices
4 answer's poing to change. How about we move on, P4 that some people have suggested. So there are things
Q Okay Dne more questmn, or maybe a on both sides of the model, so 1 think it's a valid
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1 number. 1 Q. Okay. Andto determine Ohio Power or
| 2 Q. Okay. Also, inyour testimony you talk 2  CSP's earnings, we start with the income statement;
3 about customers subsidizing customers that shop 3 isthat correct?
4 versus customers that don't shop, but according to 4 A. Yes.
5  your model how could there be customers that doshop | 5 Q. And the income statement will include, as
& ° if all customers act in theit economic best interest 6 Ijusi mentioned, does it not, all of the
7 and — how could there be customers that do shop and 7  generation-related revenues that the utilities
B customers that don't shop? If all customers act in 8 collect?
9  their economic best interest, if it's in their g A. It wonld include -- it would include the
L0 economic best interest to exercise their option, L0 revenues and some of those would be generation
11 ie., switch when the market price goes down in the 11 related.
2 ESP, wouldn't all customers shop, if they're acting 12 Q. And it would also include expenses on the
3 intheir economic best interest, or not shop? 13 income statement that would then - revenues minus
1 A. ['was responding to somebody else's L4 expenses equals the net income?
S proposal that assumed only some people would shop. I L5 A. Yes.
16  think that's where I was coming from, and therefore L6 Q. Okay. And those expenses would include
17  saying you would have this unfair proposal. If L7  generation-related expenses.
L8 everybody shops and acts in their economic interests, 18 A, Yes
19 there would not be any subsidy. 19 Q. Such as fuel - fuel.
P 0 MR. WHITE: No further questions, your L0 A, Yes.
21 Honor. 21 Q. Depreciation on existing generating
P2 EXAMINER BOIXKO: Thank you. P2 units?
23 Mr. Kuriz? P 3 A. All of those are things that are on the
P 4 MR. KURTZ: Thank you, your Honor. P4 income statement.
P 5 - D 5 Q. Iﬁtmereadahst,andlthutyou‘ll
Page 226 FPage 22
1 CROSS-EXAMINATION 1 agree: Variable O&M associated with peneration,
2 By Mr. Kurtz: 2 fixed O&M associated with generation, property taxes
-3 Q. Good evening, Mr. Baker. 3 on the power plants, insurance on the power plants,
4 A. Good evening, Mr. Kurtz. - 4  emission allowances. Are all those included on the
5 Q. We're talking about the beginning of your 5  income statement as expenses and, therefore, factored
€  testimony, the cost-of-service portion. I don't want 6 into the earnings equation? |
7 to be repetitive because there have been a lot of 7 A. They can be.
8 questions on that already, but do I understand that g Q. Isit your position that any -- that the
9  basically one of the things you're saying is that 9  definition of reasonable under the statute is a set
L0 anybody who thinks Senate Bill 221 reregulated 10 of ESP rates that are more favorable in the aggregate
L1  generation is incorrect? 11 than what the MRO would have been?
L2 A. Ibelieve it did not create a 12 A. Yes.
L3 cost-of-service type approach to ratemaking for 13 Q. Does it make any difference what
14 generation, is what I'm saying. 14  constitutes the ESP set of rates as long as it's more
L5 ). Okay. Do you agree that Senate Bill 221 15  favorable in the aggregate than an MRO? Can anything
16 did reregulate utility earnings? 16  be inthe ESP as Iong as it's better than the MRO?
L7 A. Arewe talking, Mr. Kurtz, about F A, You're taling me to a place that I'm
L8  generation, or are we talking about wires, or what? 8  not - Idon't know how to answer that question.
L 9 Q. Total eanings, generation, distribution, 19  Anything? Youknow, in an ESP that's pretty broad.
PO transmission, any earnings that hits the utility's P () Q. Well, can you make up -- well, it is
1 income statement or any revenue that hits the P broad. It isbroad. Do the elements of the ESP have
P2 utility's income statement, 22 1o be legitimate expenses of the utility?
P 3 A. There is definitely a significantty 23 A. No.
4 excessive earnings test, so the bill provides for P4

Columbus,

(Pages 225 to 228)

©14-224-9481
£ca79639-61a8-dc2c-bd08-1ba376b5bad -

Ohio



AEP - V., XIV

Armstrong & Ckey, Inc.

Columbus,

Page 229 Page 231§
1 Q. So that as long as — that was my 1  eamings, the hundred miflion dollar expense is 7
2 anything. 2 matched by a hundred million dollars in revenue. Why
3 You can inchude in the ESP elements that 3 does AEP want to impose this hundred million dollar
4 are not legitimate expenses so long as the ESP is 4  expense on consumers?
5  less -- is more favorable than what the MRO would 5 A. Ttis part of our plan to reflect the
6 have been; that's your definition of reasonable under 6 fact that we have taken megawatts out of our
7 the statute? 7 portfolio in order to serve Ormet, and we would be
8 THE WITNESS: Could I have that read 8  doing the same thing for Mon Power under the bill
9  back? 9 that - or, the ESP as we've got filed.
10 (Record read.) 10 Q. Is the real motivation that when you buy
El A. Ibelieve the statute provides for 11 ahundred million dollars worth of power, 5 pescent
2 noncost-based inclusions, for example, the automatic 12 of the energy neads of Columbus & Southern in this
13 increases. And the test is whether or not it is more 13 example, it fiees up an equivalent amount of power of
14 favorable in the aggregate than an MRO. 14 self-generation to be sold off system?
18] Q. Okay. Change subjects. The 5, 10, 15 A. No, I don't think that's a good
16 15 percent purchases. 6  characterization. What I said was we had lost
17 A, Yes. E‘i generation from our — we would be losing generation
18 Q. The first year purchase for one of the 8  from our portfolio to serve these customers and we're
19  utilities is estimated to be how much? Isita 19  trying to replace it.
20 hundred million for CSP, 120 million for Ohio Power? RO Q. Strike the motivation part of the
21  Just give me a number to work with, Pl question. Would the physical effect of buying that
L2 A. The numbers that are in my Exhibit JCB-2 22 amount of megawatt-hours be to displace other
23 inmy original testimony were 100 million for 23 generation that would be available for sale
P4 Columbus & Southern, 120 million for Ohio Power. P4 off-system?
5 Mr. Hess has modified those numbers, and I don't know 5 A. If you hold everything else equal, yes.
Page 230 Page 232
1 whether your witness did as well, to reflect a 1 Q. Now, the profits from off-system sales
2 different set of market prices. 2 are allocated among the AEP East operating companies
3 Q. And let's just use Ohio Power, 3 according to the interconnection agreement; is that
4 120 million year 1. Then your Exhibit 2 shows it 4 correct?
5  doubles year 2, 5 percent to 10 percent of 5 A, Yes,
& 240 million, and ultimately a purchased power expense | € Q. Okay. And basically each of the
7 of 360 million in year 3. Iknow that's a forecast 7  operating companics, Ohio Power, Columbus & Southern,
8  but that's what your exhibit shows. 8  Kentucky Power, Indiana and Michigan, and Appalachian
9 A, Yes. 9 Power, get their member load ratio share of
10 Q. Now, year 1, $120 million expense, assume 10  off-system sales profits no matter whose power plant
11 that's the correct expense, the utility incurs an 11  generated the electricity for the sale.
12 expense that then passes it through to consumers so 12 THE WITNESS: Could T have the question
13 it buys something for $120 million and it collects 13 read back just to make sure | am clear on all the
14  $120 million. There's no effect on earnings, just a 14 words? ‘
15  straight pass-through with no markup; is that right? 15 (Record read.}
16 A. The question is around deferrals and 16 A. T'would just - T would call it
17  whether those get treated as earnings. If you 17 off-system sales margins, but they get their MLR
18  assumed, and I don't believe you can do this, just 18 share regardless of who supplies the power, ves.
19 look at a single element and say is it in one place, 19 Q. So under this hypothesis where you're
PO thenit's in the other. It's in rates, but if I go 20 buying 5 percent, 10 percent, 15 percent of power and
Pl with vour hypothesis that T have 2 hundred million 21 then freeing up electricity for sale off system, the
22 dollars of cost and I get a hundred million dollars 22 AFP shareholders do not get all of that additional
23 of recovery, under that hypothesis there would be no 23 margins from off-system sales; is that correct?
24 impact on earnings, assuming no deferrals. 24 A. Again, you're going back to a premise
Q Okay Smce There S 70 lmpact on that, as 1 sald, 1t's to replane. power that we have .
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1 tonow provide to Ormet and Mon Power, and if 1 Q. Did you read Mr. Kollen's testimony where. ;
2 whatever comes out of any off-system sales, just as a 2 he has quantified the off-system sales profits in
3 general proposition, we share that in some 3 2007 for Ohio Power Company at 146.7 million and for
4 jurisdictions with customers. { 4 Columbus & Southern 124.7 million?
5 Q. And in other jurisdiction it's a straight 5 A. 1read Mr. Kollen's testimony. Idon't
& flow-through to the ratepayers of that jurisdiction. 6  remember those numbers, and I didn't verify those
7 Isthat correct? 7  numbers. ,
B A. Insome cases it is a direct 8 Q. Okay. There's nothing in your rebuttal
9  flow-through; in other cases there's sharing, 9  testimony or anybody's rebuttal testimony that takes
10 Q. So the consumers in West Virginia, 10  issue with those amounts? _
11 because there is an automatic flow-through of profits 11 A. No. 1don't think there's any need to
12 from off-system sales through their ENEC clause, 12  because we're not proposing to flow it back.
13 their version of the fuel adjustment, those 13 Q. I guess my only - this is a large dollar
14 customers, if your 5 percent, 10 percent, 15 percent 4 jtem we're talking about, the margins from off-system
L5  proposal in Ohio is adopted, the increase in 15 sales.
16 off-sysiem sales margins will actually benefit West 16 A. Relative to what? _
L7  Virginia ratepayers in the sense that they'll get i 7 Q. Relative fo the cost increases that AEP
18 their share, their member load ratio share of the 8 is proposing,
19  additional off-system sales margins; is that correct? 19 A. Ttis a significant number relative
0 A, [Ithink you have to keep in mind that D) to the rate increases that the company is proposing.
1 without this they would be disadvantaged with where 21 MR. KURTZ: Thank you, your Honor,
22 they would have been had the company not had Ormet P2 EXAMINER BOJKO: OCC? .
3 and Mon Power. It takes them back to where they D 3 MS. ROBERTS: Thank you.
P2 would have been if Ormet and Mon Power hadn't been 24 ---
P5  done. 25
Page 234 Page 236§
1 Q. Is the answer yes, that the West Virginia 1 CROSS-EXAMINATION
2 consumers will benefit? 2 By Ms. Roberts:
3 A. Their customers will be put back in 3 Q. Mr. Baker, let's start on page 4 of your
4 the position they were if we hadn't entered into 4 testimony. On line 9 you indicate that there is no
5  those, 5 restriction on the company of including the items
6 Q. Really, any native load growth on any of & vyou've listed, POLR and FAC, et cetera, in their ESP
7  the operating companies’ systems reduces the amount 7 plan; is that correct? Page 4, line 9.
8  of power that can then be sold off-system just as a 8 A. Yes, that's what the sentence starts
9  matter of physical reality or mathematics; isn't that 9  with. "An ESP is in no way restricted from having
L0 right? 10  the provisions” and then lists the provisions,
11 MR. RESNIK: Your Hanor, I'm going to 11 Q. By the same token the Commission is not
L2  object, | tried to adhere to your prior rulings 12  restricted in deciding that the company shouldn't be
L3 about seeing if the foundation was being laid for 13 allowed to recover any of those items, s it?
L4  something that was relevant to Mr. Baker's rebuttal 14 THE WITNESS: Could I have that one read
15 testimony, and - 15 back?
L 6 MR. KURTZ: Il withdraw the question, L6 (Record read.)
L7 Q. One last. You opposed the proposal of 17 A, The Commission has the ability to
L8 OEG and Kroger that off-system sales margins or 18  approve, modify, or disapprove our plan, and so those
L9 profits be used as a credit in the fuel adjustment 19  are what they can do. It is — what we have
PO clause? PO suggested is that they should do that based on
21 A, Yes. 21 whether or not the ESP in the aggregate is more
22 Q. How much profit from off-system sales did P2 beneficial to customers than the MRO.
3 Ohio Power earn in a representative year, 2007 for D3 Q. And on line 17 of that page in response
P4 example? P4 to the question you have identified three items that
P S A. I don't have that number. 25  you believe warrant the Commission modifying the ESP;
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1 isthat correct? 1 In Virginia where they were going through
2 MR. RESNIK: Your Honor, I'll object. 2 asimilar “what do we do after the current bill takes
3 EXAMINER BOJKO: Grounds? 3 place,” they knew about it, they decided to putina
4 MR. RESNIK: It mischaracterizes the 4  sharing arrangement.
5  testimony, particularly the use of the word 5 [ think if the General Assembly had
&  “warrant." 6  wanted to do that, they would have.
7 MS. ROBERTS: 1 just asked him if that's 7 Q. But the statute speaks for itself;
8  what he did. 8  wouldn't you agree?
g EXAMINER BOIKO: Yeah, 1 think that's 8 A. 1stand by in the entirety, it's not
L0 what it says, doesn't it? 10  mentioned.
11 MS. GRADY: Unless you want to strike 11 Q. Thark you.
12 that? L2 On page 10 of your testimony you had
13 MR RESNIK: No. No. Thank you. L3 testified on direct that when — and comrect me if T
14 Appreciate the offer, though. 14 mischaracterize this. I'm sure you or Mr. Resnik
15 EXAMINER BOJKO: Can you answer the 15 will do that — that when the ESP application was
16  question? 16  prepared, that the company used the most recent data
17 THE WITNESS: Could I have it read back? L7 in an effort to get the most representative data; is
L8 {(Record read.) L& that correct?
19 A. Tdon't disagree that the word "warrant" L9 THE WITNESS: I'm sorry, can I have that
PO shows up in the question. What I did in the answer, 0 read back?
21 though, was to say ways that I could see a Commission £1 (Record read.)
22 modifying the ESP, and it lists three possible ways D 2 A. No, I wouldn't characterize it that way.
23 or three possibie reasons. 23 Idon' believe that's what 1 said.
P4 Q. And I just want to ask this question, are P 4 Q. You didn't use the most current fuel
25 there any other circumstances that you can identify PS5 prices to provide the most representative firel prices
Page 238 Page 240 [
1  that you think would warrant the Commission modifying | 1  in the ESP filing?
2 the ESP? 2 A. We're talking here about the competitive
3 A. Thave not done an exhaustive research 3 benchmark?
4 What I did was I came up with three when I was 4 Q. No, I'm laying some foundational
5 writing the testimony. 5  questions regarding your direct testimony to ask-
& Q. Allright If you turn to page 9 of your 6 about page 10.
7 festimomny - 7 A. Okay. Can we start over then?
] A. Certainly. 8 Q. Sure.
9 Q. --online 13 you make a statement about 8 A. 1thought -- you pointed me t0 page 9 so
10  off-system sales that if the General Assembly in Ohio 10 Tassumed we were talking about the competitive
11  intended to require a more significant item like OSS 11 benchmarks.
12  margins to be credited against the fuel, they surely L 2 Q. Iapologize, Mr. Baker
13  had the opportunity to incorporate that mechanism in L3 A. Okay.
14  SB221. Do you see that? 4 Q. Inyour direct testimony you testified,
15 A. Yes, I sec that sentence: L5  didn't you, that in preparing the ESP application the
16 Q. In fact, the General Assembly made no L& company attempted to use the most current prices, for
17  indication of whether they thought it was or was not 17 example fuel prices, or in the example of
18  appropriate 1o have a crediting of off-system sales (8  Black-Scholes, the most current LIBOR interest rates,
1% inan ESP, did they? 19 in an effort to present the Commission with the most
P A. Ibelieve that we say in the beginning of 10 representative filing of what the rate would be
] that paragraph that in the entirety of Senate Bill 21 during the ESP period.
P2 221, OSS margins are not mentioned. Butl wouldnote P2 A. Ithink you'd have fo point me to a spot
23 that it isn't a secret about what AEP does in the 3 inmy testimony or my — or the transcript. Idon't
P4 wholesale market, and to - in the response that I P4 remember using those words. 1 may have, but I'd like
dnd to Mr Kurcz, It s a 51gmﬁcant number to see 1t in the context of where I sald 1L
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Page 241 Page 243§
1 Q. All right. Here on page 10 you seem to’ 1 A. T've said that I don't know.
i 2 make an argument that T would summarize as that ifwe  { 2 Q. Yesh. Allright
3 update -- if we update, for example, energy prices, 3 On page 12 of your testimony in the
4  as OCC has suggested, then you can never update them | 4  question on line 4 it says, "If the Companies'
S enough because they would be out of date by the time 5  competitive benchmark were adjusted lower, as Staff
6 the Commission issued an order. Is that a fair &  Witness Johnson and OCC Witness Medine have
7 summary of your statement here on lines 5 through 97 7  proposed,” and then it goes on. Can vou identify for
B8 A. No. That's not a fair summary. What I'm 8  me where or when OCC Witness Medine proposed that the
9  saying is to pick a specific instant or a specific 9  benchmark be reduced?
10 small period of time for the purposes of setting the 10 A. Ms. Medine said that we were kind of fast
11 competitive benchmark, this is ali-around setting the 11 and loose, is my recollection, I'm kind of
EZ competitive benchmiark, that's not a valid way to 12 paraphrasing, with our choices for the inputs to our
3  approachit. 13 Black-Scholes model. And one of them I think she
1 4 You need to look over a longer period of 14 talked about was the market price, and so I just took
15  time as we did where we Jooked over effectively 15 the fact that another wifness had said that the
16  almost a nine-month period, and if — once you do 16 market prices were lower today and said what would it
17  that, you get some stability to the pricing which 17 beif we used the prices as done by Miss Smith.
18 should be more reflective of the future pricing than 18 Q. Can you tell me if you agree that if the
1.9 picking outa I day period or one 5-day period or one 19  ESP price is updated, whether the MRO price should
20 15-day period, whatever choice it is, for one small R0 also be updated?
"Bl spot Ijustdon'tthink that's a good approach. P 1 THE WITNESS: I'm somry, can I have that
22 Q. Allright. Regarding the question on 22 read back?
03 this page beginning on line 10, the last sentence, 23 EXAMINER SEE: Yes.
¢4 yousay: "Do you agree with the assertion that the 24 (Record read.)
5 recent price decline marks the beginning of a trend?" P 5 A. T don't think we're proposing to update :
Page 242 Page 244§
1. Mr. Baker, have you done any studies to determine 1  the ESP price.
2  whether the recent decline in prices is or is not a 2 Q. No, but if they were updated,
3 trend? 3 hypothetically speaking, if the ESP prices were
4 A. Have I done a study? We don't -- T've 4  updated in the Black-Scholes model, do you also agree
5  said before I don't have a forecast — I don't 5  that the MRO prices should be updated?
6  forecast what the firture price is. I don't think any 6 A. Tneed you to help me out here. Are you
7 ofus know it. This is around the point that was 7  saying if we updated the ESP prices to have three
8  made that it was an unusual event and that, 8 years of ESP prices as forecasted? Is that what
9 . therefore, you should use it because it creates -- 9  we're talking about bere?
LG it's atrend. And I'm saying that this is not an 10 Q. If they were updated by the Commission in
11 unusuyal event because it's happened beforeandyou 1 any way, would the MRO price also need to be updated
L2 shouldn't -- this is support for the idea that you 12  to establish the appropriate inputs to the model?
L3 don't pick a single point in time. 13 MR, RESNIK: Can I have just the last
14 Q. Are you also saying that the decline in 14 part of that question, inputs what?
15 prices is not a trend? 15 THE REPORTER: To the model.
L 6 A. How long's a trend? 1 6 Q. I'msomy. I'm sorry. For the benchmark
.7 Q. That's your word, a trend. You're saying 17 it should be. Let me say that again.
18 it's not a trend. 18 If the ESP price were updated, benchmark
L9 A. Iwould say I look at trends and I say 19 price were updated, would it also be appropriate to
20 long periods of time. For example, in this case the 20  update the MRO price so that they would be prwcntcd
1 three years, that's what you're looking at, the 21 onasimilar basis?
P2 period of the ESP, and I would say that it does P2 MR. RESNIK.: Your Honor, I'm going to
3 not— it marks the beginning of a trend but the 23 object. The witness has indicated the company is not
24 trend may be up. P4 proposing to update the ESP. There's nothing in his
D 5 Q But - you don‘t know 25  testimony -- in his rebuttal testimony that says that
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A. Ithink the only place I do it, and if ;

[A*)
1 tn

~(Record read.)

Armstrong & Okey, Inc.

1  we want to change the ESP from what we had filed so 1 1

2 think the question is irrelevant; if not irrelevant, 2  T'm wrong vou can help me out, is the discussion of

3 atleast outside the scope of rebuttal. 32 the LIBOR rate.

4 MS. ROBERTS: I think he opened the door, 4 Q. And it's your premise in offering the

5  your Honor. 5  Black-Scholes model to the Commission, isn't it, that

6 EXAMINER SEE: And I'm going to allow 6 it accurately reflects the risks to the company of

7 Mr. Baker to answer the question to the extent that 7  the POLR obligation?

8 hecan. 8 A. 1think T've said it values t]:e option

9 THE WITNESS: Okay. I'm going to need it 9  that's provided to customers.

10 reread. L0 Q. Isthere any basis upon which you have

11 EXAMINER SEE: That's fine. 11  assumed that the value to the risk of the company is

il {Record read.) L2  the same as the option value to the customers?

13 A. We are not proposing, except in the case l 3 A. The POLR was calculated based on the

14 ofthe POLR, that the competitive benchmark beused 14 value to customers.

15 inthe ESP. We have used it for comparative purposes .5 Q. Have you -~ has the company included —

16  only to look at one versus -- look at the ESP and the L6 AEP-Ohio — in its 2009 budgeting, has it accounted

)7 fact that we have proposed a 5, 10, 15 percent )7 for any shopping customers in 20097

I8  purchase and priced that to make them -- to create an 18 MR. RESNIK: Your Honor, are we still on

19 apples-to-apples situation. 19  the Black-Scholes, if I may inquire?

> C Q. But you used similar time periods over P 0 MS. ROBERTS:; Yes.

21 which you expected these rates to be in effect; isn't 2 1 MR. RESNIK: Well, I would object again.

22 that cotrect? P2 The testimony on rebuttal is limited to two discrete

23 A. We used similar time frames to compare 23  points. The degree of shopping assumed or not

P4 the ESP/MRO, yes. P4  assumed is not one of those points addressed in

25 Q. Yes. And you also had the rates in terms 25 Mr. Baker's rebuttal testimony, I can't see it
Page 246 Page 248 §

1 of making an apples-to-apples comparison as 1  becoming a foundation for anything that's relevant.

2 consistent as possible regarding their inputs and how 2 EXAMINER BOJKO: Well, we'l

3 they were calculated? 3 give Ms, Roberts the same courtesy.

4 A. We attempted to use the same numbers in 4 I don't know if you're just asking for my

5  the analysis that 1 provided in JCB-2. 5  rtesponse, but let's see where it's gone.

6 Q. And that's what you believe to be the 6 THE WITNESS: Could I have the question

7 appropriate way to develop a comparison betweenthe | 7 read back?

g8 two, 8 (Record read.)

9 A. Yes. 9 A, Tbelieve what it would representis the
e Q. Ifyou turn to page 16 of your 10  amount of shopping customers that we're experiencing
11 testimony — 11 today.
| 2 MR. RESNIK: I'm sorry, which page? 12 Q. What is included in the 2009 budget would
L3 MS. ROBERTS: Sixteen. 13 be reflective of the shopping customers today; is
| 4 Q. --you begin to talk about the 4 that what you mean by your answer?
| 5 Black-Scholes model. In your first answer you refer L5 A. That's what we would have put for
L&  to the risk-free interest rate. Would you agree that 1.6 budgeting purposes. That doesn't mean that's what's
L7 the term "risk-free interest rate” is a term of ant 17  going to actnally happen and that's not
L8  in the financial service industry? 18 necessarily —~ well, I'll leave it at that's not
i A. Yeah, I think that's probably fair. 19  what's actually going to happen. Ifs a budget.

o) Q. Okay. And you address the intervenors' 20 Q. Allright. On page 17 of your festimony,

1 challenges to your calculation of Black-Scholes in 21 online 4 your answer begins "U.S, Treasury rates and
P2 your rebuttal; is that correct? P2 the LIBOR, the two most commeonly used proxies for the
3 THE WITNESS: Could I have the question >3 risk-free interest rate.” What autherity do you use

24 read back? 24 to support that statement?

Columbus,
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Page 249 Page 251k
1 industry who use U.S. Treasury rates and LIBOR. 1 MS. ROBERTS: Your Honor, may [ approaoh
2 Q. And who would that be? 2 the witness?
3 A. Tvetalked to our finance people, I've 3 EXAMINER BOJKQ: Youmay.
4 falked to our commercial operations people, all of 4 Q. It was your testimony, wasn't it,
5 who use LIBOR as part of their day-to-day business. S  Mr. Baker, that the higher the interest rate used in
6 Q. And in suppotting the Black-Scholes model &  the POLR calculation, the lower the POLR charge,
7 inyour testimony, did you make the selection of what 7 resulting POLR charge?
8  interest rates were used in that calculation? 8 A. Yes, that's what I said. And whatI
9 A. People in commercial operations and § got &  said, was it had a — on lines 10 through 12, that it
10 together and tailked about the various inputs, and one 10 is not a big driver for the POLR charge.
11 of the things we were trying to do was get a proxy 11 Q. You used there an interest rale :
12 for the risk-free rate, and the people who use the 12 differential of a mmdred basis points, isn't that
13 model on a day-io-day basis chose LIBOR. 13  correct, to make that determination?
L4 Q. And on page 18 of your testimony, the ] 4 A, Yes.
15  answer beginning on line 5, you have a lot of data | L5 Q. Allright. Tve handed you a document
16 here over how the Treasury has compared to LIBOR over L&  from the Financial Trade Industry dated September
17  the last eight vears, Where was this data sourced 17  16th, and I would direct your attentionto — and I
L8 from? 18 highlighted it on your copy but I didn't keep it on
19 A, Ibelieve it was Bloomberg. L9 mine — the second full palagl‘aph. Is this your
20 Q. And specifically on line 6 of that page 20 recollection, that it was in September that the LIBOR
21 you talk about the spread between LIBOR and the P11 rate rose precipitously?
22 Treasury rates has ranged from a high of 107 hasis P 2 A. Precipitously is a "beanty in the eyes of
23 points to a low of 26 basis points; is that correct? 23 the beholder” kind of word. So I — what I would say
> 4 A. Yes. D4 js this was the period that I understood that there '
25 Q. And that looks like what is actually D5  was a spread that developed that I indicated has come |
Page 250 Page 252 F
1  reflected on your Exhibit 2F, the chart of the LIBOR. 1 back to more normal historical values.
2 versus the Treasury rates. Is that correct? 2 Q. But if you look at your chart, Mr. Baker,
3 A. That was the source of that, yes. 3 for July, what is the LIBOR rate shown there, for
4 Q. Okay. The data that you used to evaluate 4 July 25th, 20087 Looks like it's about 4 perccnt,
5  that was — what was the most recent source of the 5 doesn'tit?
6  data you used to make that determination? Let me say 6 A. Itsslightly above 4 veah,
7 that a different way. What was the most recent data 7 Q. And in Septeraber the LIBOR rate rose, it
8  you used in making that deterinination? 8  says, 3.3 percent to 6.44 percent. Would you
g A, Well, since it's historical data on this 9  consider that a significant increase in the LIBOR
10 chart, it would be the date that the data — it would L0 rate?
L1  be those points in time. 11 A, Yes, that's an increase in the LIBOR
12 Q. Okay. But the most recent data point L2 rate. Yes.
L3 would be 7/25/08; is that correct? 13 Q. And do you know whether the spread
i A. Yes, that's the most recent point. 14  between the LIBOR and the U.S. Treasuries has
] 5 Q. Do you know whether the spread between 15 remained through the current period of this week?
16 LIBOR and the U.S. Treasuries has changed since July L6 A. Intalking to people who deal with this,
L7 of 087 17 they told me that the spreads have come back to more
S A. Yeah, ] believe there was a short period 18  normal values,
L3 - oftime, and I'm not sure exactly how many months or L © Q. Between 26 basis points and 107 basis
PO weeks, but during — there was a period after Lehman - 20 points, is that what you consider to be the normal
E 1 fell that there become a spread because of the fact E 1  spread?
22 that the LIBOR was frozen for a period of time while 2 A. They felt that it was still — that it
23 the rate was dropping. I understand that they have b3 was back within the range, that it hadn't gotten out
24 now come back into the kind of tracking that we see P4 ofkilter like it did in the September time frame.
I'm tryi to understand hai you
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Page 253 S Page 255
1 consider the normal range to be. Do you consider it 1 We would have changed it for the, for -
2 the range 1o be shown on your chart on page 17, which 2 - example, for the ESP. As that developed and it
3 is arange between, you testify, 26 basis points to 3 changed over time, we would rerun it. And we would
4 107 basis points? 4 rerun it for changes in market price at various
5 A, Ttwas a normal range as defined by 5 times.
&  people in our company who borrow money based on the 6 Q. And interest rates?
7 LIBOR. 7 A, [ don't remember whether we reran it
8 Q. Allright. Well, did the people in your 8  gpecifically for a change in interest rates, butI
8  company consider your testimomny, your answer on 9  would think -- :
10 line -- page 18, line 5, to be considered a spread in L0 Q. Do you know whether it was —
11 the normal LIBOR range? [ 1 MR, RESNIK: Can he finish his answer,
1 2 A. Tdidn't ask them. 12 please?
13 Q. So you don't know whether the current L3 MS. ROBERTS: Oh, I'm sorry.
14 LIBOR spread is correlated in any way to your L4 EXAMINER BOJKO: Yes. ‘
15 testimory on page 187 | 5 A. Twould assume that the Jast time we ran
16 A. The purpose of this was to refute a L6 it we updated to have the most current interest
17  position that I heard during this hearing that L7  rates.
18  there - that LIBOR is highly volatile and it was in L8 MS. ROBERTS: ’Ihankyou, Mr. Baker. 1
19  reference to the Treasury. And the purpose of this 19 have no other questions.
20 chart was purely to show that they tracked pretty D0 EXAMINER BOJKO: Iet's go off the record.
21 closely, and so if you consider one to be volatile, 21 (Discussion off the record.)
22 then the other is to be volatile. [ believe that's D 2 EXAMINER BOJKCO: Let's go back on the
23 what the testimony says. b3 record. Mr. Bell.
b 4 Q. Iunderstand. But your testimony on page D 4 MR. BELL: Thank you.
05 18, the answer beginning at line 5, you discuss the 25 - ' :
Page 254 Page 256 §
1  spread between LIBOR and the Treasury rate over the 1 CROSS-EXAMINATION
2 lasteight years. And what I'm asking you is whether 2  ByMr. Bell:
3 you can establish that there's any correlation 3 Q. Mr. Baker, do you remember the line of
4 between this spread and what the people vou talked to 4  examination of Mr. Randazzo relative to the inclusion
5  consider to be a normal spread. 5 of all of the generating — Ohio generating plant in
) A. 1did not show them this spread and say, & rate base in past rate proceedings?
7 Do you see a correlation? Butif I look back at a 7 A. Iremember the discussion we had on the
8  chart like this, | would say — and I'm looking at, 8  inclusion of all the generating assets that were
%  you know, a seven-year time frame. If I'min that . 9  owned by the company at that time.
10 kind of business and I look and I say, gee, look at 10 Q. Is it not the company's posmon that the -
11 what the spreads were for the last period, 1 think 11 Commission in evaluating the company's ESP in this
12 they would consider that in their decision, but [ 12  case should not consider the past recovery of capital
13  didn't tatk to them about it. 13 orthe retumn on capital in evaluating the current
14 Q. Okay. Regarding the run of the 14  ESP? Forinstance, is it your position effectively
15  Black-Scholes model an indeterminate number of times, L5  that if the company, in fact, had recovered its total
16  Mr. Baker, in running the mode] you used the same } 6 capital investments in generating assets, that that
L7  Black-Scholes mode! but what you changed were the would be immaterial in reviewing the appropriateness
18 inputs in that indeterminate number of runs; is that of the company's ESP plan?
13 cofrect? A. Idon't think this is a cost-of-service
20 A. Yeah. Boy, I sure wish [ hadn't used the bill, and the premise of the bill, a5 I understand
21  word "indetermninate," but we did run it more than it, is you take your current rates and you make
22 once, and what we did was we changed some of the adjustments to that.
03 inputs. For example, we would not have changed the Q. [Ithink your answer is yes, you're saying
24 term because it was three years from the start, it then that the cost -~ this is not cost of service, it
L 5 three yea:s at the end for AEP to have recov
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Page 257 | Page 259§
1 its total capital investment in generating assets to 1  Bill 37 I need to know where it came from. -
2  the point that it now has a zero capital investment 2 Q. Do you then -- would you agree, Mr. — . .
3 through past depreciation, et cetera, et cetera, and 3 A. Baket.
4  earned a reasonable return on the investment that 4 Q. -- Baker, that to the extent that Senate
5  existed in the past, that that is totally irrelevant 5  Bill 221 does not define for the Commission the
6 from the company's perspective in the Commission's 6  parameters by which the Commission is to ascertain
7 review of its current ESP, correct? 7 whether the ESP is better than the MRO, that the
8 THE WITNESS: Could | have the question 8 Commission may, in use of its enlightened judgment,
9  read back? 9  make that determination based upon its finding of
| O (Record read.) L0 what is in the, quote, public interest, end quote? -
L1 A. To answer the question that she just read 11 A. Tbelieve what the Commission needs to do
‘L2 back ~ [ 2 is make an evaluation of our ESP and compare it to
1 3 Q. Yes. L3 the MRO and determine whether to accept, modify, or
| 4 A. -Idon'tthink it's possible that the 14  reject our plan.
15 company could have recovered all of its cost of L5 Q. Didn't you in response to a question by
L6 capital and a fair rate of return. 16 Mr. Petricoff, say, and I quote, "The Commission can
17 To finish the answer, I do not believe 17  and will do what it needs to do"? And ! think I got
1S that that, since it is a cost of service, that where 18  that word for word.
19 we are in recovery of investment is an appropriate L9 A. Youmay have. I'm surprised I threw
L0 determinant. 20 "needs” in, but if that was miy statement, I may have
24 Q. Thank you. That's fair. You have given 21 said it
22 me what | want, Mr. Baker. We're working togaether. P2 Q. And in determining what is, quote, more
? 3 A. We'll try. 23 favorable, it is up to the Comumission to consider -
p 4 Q. Following up on a line of examination by 24 to determine what factors it will consider, what time
PS5 M, Petricoff, you've been involved in the regulatory 25  frame it will consider those factors influencing, as :
Page 258 . Page 260§
1 arena for several decades, have you not, Mr. Baker? 1 well as the circumstances under which those factors '
i A. Thave had some experience in the 2 evidence themselves?
3 regulatory arena for several decades. T've only had 3 MR. RESNIK: Your Honor, I'm going to
4 responsibility for regulatory over the last seven 4  object. We've had more foundations built this
5  years. 5  afternoon than would be built at a mason's
6 Q. Does the term, quote, public interest & convention. I think that it is beyond the scope of
7  bave any meaning to you‘? 7  the rebuttal testimony. The other foundations didn't
8 A. Yes. 8 seemto goanywhere. Idon't think this one's going
S Q. Would you agree that within the context 9 to either.
10 of the regulatory arena that, quote, public interest, 10 EXAMINER BOJKO: Well, I hate to deny
L1 end quote, transcends the parochial economic interest 11  Mr. Bell the same courtesy that I have offered to all
.2 of either the company's shareholders or its 12 the other masonry workers today.
L3 ratepayers? 13 MR. BELL: I'll wrap this up very
14 A. Idon't-- can you help me with where 14 shortly.
L5  that definition came from? 15 EXAMINER BOJKO: That's what I was going
16 Q. Ijust made it up. 16  toask.
17 A. Well then that's -- 17 MR. BELL: Yes.
18 Q. It's a concept. 18 EXAMINER BOJKO: If there's any way we
g} A. Well, then I probably won't agree with 19 could shortcut this, that would be great,
PO you. PO Q. (By Mr. Bell) Picking up on the line of
21 Q. Are you being facetious, Mr. Baker? 21 Mr. Petricoff, do you believe the Commission should
P 2 A. No, I'm not being facetious. I'd like to 22 approve a proposed ESP plan that has been
3 know where the quote came from, and if you can tell 23 demonstrated not to be in the, quote, public
D4 me that -~ is it in the Federal Power Act? Jsitin interest, even though such a plan in the aggregate is
found 10 be more beneﬁmal than the MR() over t‘ne i
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1  period of the plan? 1  sentence.
2 A. T would say that since there are two 2 Q. TI'm sorry, I thought you finished.
3 options customers will be served under, eitheran MRO | 3 A. They can modify — I read the bill to say
4 or an ESP, that if the ESP is more favorable than the 4  they can modify the plan. I don't see any limit as
5  MRO, it's in the public interest. 5 towhat they can change. The impact, thongh, is that
6 Q. Would you agree, Mr. Baker, that an ‘| & then becomes a modification to the plan and it then
7  appropriate measure of the benefits of the ESP would 7 goes back to the company to decide what action to
8  be the likely end result produced by the ESP over the 8 take.
9  period of the ESP, that is, testing the benefits by 9 Q. I'mnot questioning the company’s ability
10 the results produced by the ESP? L0 to accept or reject. I'm — the question was solely
11 A. Tbelieve the Commission should be 11 directed toward the ability of the Commission to
12 looking at the qualitative and the quantitative 12 completely refigure, reconfigure, if you will, the
13 impacts of the MRO and the ESP in evaluating whether [3  company's proposed ESP leaving the Commission's
14 toapprove it 14 reconfigured ESP then for either acceptance or
15 Q. That's fair. So that on page 5 wherzs you L5  rejection by the company. '
16 state: "The plan to make purchases” - and this is (6 A. Idon't see anything that limits the
17  inrespect to Purchase Power Proposal, that element 17 Commission in the modification other than -- I read
18 of the plan vou said "should be approved if the total 18 it that they're supposed to look at it consistent and
1S ESP,including the purchases, is in the aggregate . 19  approve it consistent with if it's more favorable
D0 more attractive than an MRO. 20 than the MRO. :
21 By the use of the term attractlve," you Pl (J. So that such a modification can have .
22 do not there mean to imply a cosmetic attractiveness. P2 such a modification can be motivated and predicated
P3 A. No, I didn't mean cosmetic. 23 upon public interest factors as may be identified by
P4 Q. What you meant there, I trust then, is 24 the Commission.
25 that it has to be substantively demonstrated to be P 5 A. And] go back to my staternent I made
Page 262 Page 264 |
1 more attractive or more beneficial. 1  earlier, that | think if it's better than the MRO, it
2 A. It has to be a better option for 2 would be in the public interest.
3 customers than the MRO. 3 Q. The Commission's modification of the
4 Q. And in your testimony going to the 4  company's proposed plan can be directed towards
5 Commission doing what it's going to do, what the 5  making it even more beneficial than the benefits
& Commission is going to do, would you agree thatthe | 6  bestowed in the company's proposed ESP, may it not?
7 Commission in so doing can effectively alter the 7 MR. RESNIX: Your Honor, I'm going to
8  period of the company's proposed plan or any of its B8  object. I know we've had questioning of nonattorneys
9 facets? 9 on this, but the statute specifically says that the
ﬁo A. The Commission will put out an order,and [0  Commission shall approve the plan that's more
11 if they modify the plan, they modify it, and thenwe |1  favorable. It does not give the Commission !anmde
L2 will review it and determine whether that L2 to make it even more favorable.
L3 modification is acceptable. 13 MR. BELL: T withdraw the last :
| 4 Q. Does 221 in any way, shape, or form 14 gquestion. I think Mr. Baker sufficiently responded
15 |imit, for instance, the Commission in reducing the L5  for purposes of my inquiry, and I did hold to my
L6 period of the plan, say, from three years 0 one 16  representation that my cross would be limited.
17 year, if the Commission were to find that given the 17 EXAMINER SEE: To 15 minutes?
18  economics, the economy of the state of Ohio, it's in 18 MR. RINEBOLT: Of fame.
15  the public interest to abbreviate the period of the 19 EXAMINER SEE: Mr. Rinebolt.
20 plan from three years to one? P 0 MR. RINEBOLT: Thank you, your Honor.
01- - A Idon't believe that the bill limits how P ---
P2 the Commission can modify. p2 CROSS-EXAMINATION
D3 Q. And that is true with respect to the b3 By Mr. Rinebolt:
various components of the plan as well; is it not? Q. Good evening, Mr. Baker.
i ﬁmsh the A. Good i
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Page 265 Page 267
1 Q. Iknow we've sat at the same witness 1 On page 4 at the very, very top you —
2 table in the past involving this issue and we had 2 and it actually begins on page 3, but you basically
3 different views then. I'm sure that that continues 3 take the position that since the Ohio legislation
4  tothis day, so I just want fo clarify a couple of 4 . doesn't look anything like the Virginia legislation,
5  your points, 5  that there's no cost basis — there's no reason to
6 In your mind is cost-based regulation 6  use cost in establishing rates. Is that basically
7 inherently the same as cost-of-service regulation? 7  your point, that Virginia - Ohio's legislation isn't
8 A. Ithink ~ I was thinking of cost of 8  Virginia's?
9  service in the broad sense, Mr. Rinebolt. When you ] A. No. My statement's about the cost of
L0 were looking at how you determine rates, you ook at L0 service is what's covered in the two Q and As above
11 all the costs of the company, determine a revenue 11 that. '
L2 requirement. When I'm using the term "cost based,"I {2 Q. Okay.
L3 was tending to use that in reference to certain items 13 A. This was just an example of another
14 of our ESP. 14  that bad a choice to do market, some kind of - |
L5 Q. So there are certain items that are cost 15 guess they could have done a hybrid, I don't remember
L6 - based from your perspective. 16 there ever being any discussion, or going back to a
L7 A. Yeah I would say the FAC is cost based. 17  more fraditional cost of service, and they chose to
L 8 Q. . Based on vour familiarity with the 18  go back to a more traditional cost of service.
19 statute, do you believe that an MRO, a market rate 19 Q. Onpage 15 at line 9 you indicate that:
PO option standard service offer rate is a cost-based PO "The cost of the POLR obligation for the Companies
21 rate? 1 arises from the fact that the Companies must manage
2 A. Notin its entirety. 22 their portfolio.” What kind of a portfolio are you
D 3 - Q. Well, let me -- if [ understand an MRO 23 discussing, Mr. Baker, are you referring to?
24 correctly, a bidding scheme is developed, the right P4 A. The generation portfolio.
25 to supply or that is -- the need for that supply is P 5 Q. Generation. So AEP as a company has the
' Page 266 ' Page 268 [
1  bid out in the market in some form or fashion, and 1 ability to manage a generation portfolio, I take it. -
2  the lowest price wins. [s that your understanding of 2 A. Yeah. We do it on a day-in/day-out
3  an MRQO? 3 basis.
14 A. For whatever percentage a company is 4 Q. Okay.
5  allowed to blend in that piece of it, yes. 5 A, Tt doesn't mean there aren't risks
6 Q. Okay. And the excess earnings test, 6  imposed by certain actions that may lead you to
7  there's obvicusly a revenue analysis involved in 7 manage it differently.
8  that, so that would also be a cost-based measure 8 MR. RINEBOLT: Your Honor, that's all I
9  that's included in the statute. Is that a reasonable 8 have.
L0  assessment? 10 Mr. Baker, thank you very much.
11 A. Idon't consider an eamings test that's 11 THE WITNESS: Youre welcome.
L2  astand-alone to be a cost-based approach. Ii'sa 12 EXAMINER SEE: Thenk you.
13 piece of the statute that deals with significantly 13 Mr. Jones or Mr, Margard?
14  excessive earnings. I wouldn't characterize anything 114 MR. JONES: No questions, your Honor.
15  more than that. 15 EXAMINER SEE: Any redirect for
| 6 Q. Okay. Atthe top of page 3 you say that 16 Mr. Baker?
L7  many parties have — or, many parti¢s for the i MR. RESNIK: No, we have no redirect,
18 legislative debate proposed a just and reasonable 18  your Honor.
L9  standard for evaluating costs. Does the statute in Lo EXAMINER SEE: Okay.
PO section 4928 still call for a reasonable rate for 20 MR. RESNIK: I wasn't sure if there were
1 cusiomers? Pl questions fromn the Bench.
D2 A. I'm sorry, would you point me fo -- P2 EXAMINER SEE: No, therc are no questions
P 3 Q. 4928.02(A). >3 from the Bench.
MR. RINEBOLT: Wlthdram It's in the MR. RESNIK: In that case, your Honor,
statute. No need to ask thi I'd move for the adrmssmn of Compames Exh1h1t ZE
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1  and?2F. 1 CERTIFICATE :

2 EXAMINER SEE: Are there any objections 2 I do hereby certify that the foregoing is

3 to the admission of 2E and 2F? 3 atrueand carrect transcript of the proceedings

4 Hearing none, Companies' Exhibits 2E and 4 taken by me in this matter on V&fs?dn\ssday3 Decembcr 10,

5  2F are admiited into the record. 5 2008, and carefully compared with my original

6 MR. RESNIK: Thank you, 6 stenographic notes.

7 (EXHIBITS ADMITTED INTO EVIDENCE.) | , _

8 EXAMINER SEE: And since we have already | — :

5  determined the briefing schedule, it's December 9 gﬁ’:ﬁfggﬁfﬁ*ﬂﬁm
10 30th for initial briefs and reply briefs are due Public in znd for the State of
L1 January 1dth, 00 Ohio.

12 If there's nothing else to be addressed 11 (3314-MDJ)
13  inthis case -- 12 ' ——
i MR. RESNIK: There's one other thing. 13

15 MS. GRADY: Your Honor. 14

1 6 EXAMINER SEE: I'm sorry? L5

L7 MS. GRADY: Ithought it was the 31st. L6

L8 EXAMINER SEE: 30th. L7

) 9 MS. GRADY: The 30th. L8

00 EXAMINER SEE: It is the 30th. o

21 MS. GRADY: Thank you, b1

D2 EXAMINER SEE: Yes, Mr. Resnik o

23 MR. RESNIK: I would just like to b3

24 indicate our, and my guess is probably other > 4

PS5 people's, appreciation for a lot of patience that was b5,

Page 270

1  shown from the Bench, both you and Hearing Examiner

2 Bojke. It's been a tough several weeks. Sometimes

3 we may enjoy ourselves down here more than you're

4  enjoying yourself up there, but I just wanted to note

5 that for the record.

6 EXAMINER SEE: Thank you. We also

7 appreciate you allowing, all of you allowing us to

8  tagteam because it altowed us to address other tasks

9  that we're faced with.
iy Thank you very much.

11 MR. BELL: I think the same can be said
12 for the reporter. She's put up with a lot.

13 MR. MASKOVYAK: Hear, hear.

14 EXAMINER SEE: Thank you all. That's
15 all

iK3] (The hearing concluded at 6:31 p.m.)
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