BEFORE
THE PuBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Application of
Columbus Southern Power Company for
Approval of a Mechanism to Recover
Deferred Fuel Costs Ordered under
Ohio Revised Code 4928.144.

Case No. 11-4920-EL-RDR

e e i g g

In the Matter of the Application of

Ohio Power Company for Approval of a
Mechanism to Recover Deferred

Fuel Costs Ordered under

Ohio Revised Code 4928.144.

Case No. 11-4921-EL-RDR

N N N N’ S

APPLICATION FOR REHEARING AND MEMORANDUM IN SUPPORT OF
INDUSTRIAL ENERGY USERS-OHIO

Samuel C. Randazzo (Counsel of Record)
Frank P. Darr

Joseph E. Oliker

Matthew R. Pritchard

MCNEES WALLACE & NURICK LLC
21 East State Street, 17" Floor
Columbus, OH 43215
Telephone: (614) 469-8000
Telecopier: (614) 469-4653
sam@mwncmh.com
fdarr@mwncmh.com
joliker@mwncmh.com
mpritchard@mwncmh.com

August 31, 2012 Attorneys for Industrial Energy Users-Ohio

(C38516:6 }



TABLE OF CONTENTS

I INTRODUCTION. ... .o 3
i BACKGROUND ... 4
L ARGUNMENT ... ettt 9

1. The Commission’s Finding and Order is Unlawful and Unreasonable

Because the Commission Failed to Require AEP-Ohio to Calculate
Carrying Charges on Deferred Balances Adjusted for Accumulated
Deferred Income Taxes; the Commission’s Failure to Adjust the
Deferred Balances for ADIT Violated Generally Accepted Accounting
Principles, State Policy, Sound Regulatory Practices and Principles,

ANA PreCeUENT; ...t ee e et e e e s s s eneeeaeans 9

2. The Commission’s Finding and Order is Unlawful and Unreasonable

in that the Commission Authorizing AEP-Ohio to Increase Rates

was Arbitrary and Capricious, and an Abuse of Discretion in

Violation of DU@ ProcCess; ............oooooiieniii e, 15

3. The Commission’s Failure to Reduce the Deferral Balance, that
Customers will Pay, to Account for the Flow-through Effects of the

Remand of the ESP | Order was Unlawful and Unreasonable............. 17

v REQUESTFORRELIEF .............c.ooiiiii e 18

{C38516:6 }



BEFORE
THE PuBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Application of
Columbus Southern Power Company for
Approval of a Mechanism to Recover
Deferred Fuel Costs Ordered under
Ohio Revised Code 4928.144.

Case No. 11-4920-EL-RDR

N gt v “vmat” vu?

In the Matter of the Application of

Ohio Power Company for Approval of a
Mechanism to Recover Deferred

Fuel Costs Ordered under

Ohio Revised Code 4928.144.

Case No. 11-4921-EL-RDR

R o g

APPLICATION FOR REHEARING OF INDUSTRIAL ENERGY USERS-OHIO

Pursuant to Section 4903.10, Revised Code, and Rule 4901-1-35, Ohio
Administrative Code (“O.A.C."), Industrial Energy Users-Ohio (“IEU-Ohio”) respectfully
submits this Application for Rehearing of the Finding and Order issued by the Public
Utilities Commission of Ohio (“Commission”) on August 1, 2012 approving Ohio Power
Company’s (“OP”) (now merged with Columbus Southern Power Company or “CSP” as
‘AEP-Ohio”) Application for Approval of a Mechanism to Recover Deferred Fuel Costs
Ordered under Ohio Revised Code 4928.144 (“PIRR” or “Application”). The August 1,
2012 Finding and Order permitted OP to continue to calculate carrying charges on a
deferral balance without adjusting for accumulated deferred income téxes (“ADIT").
Although the failure to remove ADIT from the deferred balances prior to calculating
carrying charges was a contested issue, the Commission did not require a hearing.
Moreover, the Commission prohibited parties from submitting testimony regarding ADIT

in AEP-Ohio’s modified electric security plan (‘ESP”) application. Accordingly, the
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Commission’s August 1, 2012 Finding and Order is unlawful and unreasonable in the

following respects:

1.

{C38516:6 }

The Commission’s Finding and Order is Unlawful and Unreasonable
Because the Commission Failed to Require AEP-Ohio to Calculate
Carrying Charges on Deferred Balances Adjusted for Accumulated
Deferred Income Taxes; the Commission’s Failure to Adjust the
Deferred Balances for ADIT Violated Generally Accepted Accounting
Principles, State Policy, Sound Regulatory Practices and Principles,
and Precedent;

The Commission’s Finding and Order is Unlawful and Unreasonable
in that the Commission Authorizing AEP-Ohio to Increase Rates
was Arbitrary and Capricious, and an Abuse of Discretion in
Violation of Due Process;

The Commission’s Failure to Reduce the Deferral Balance, that
Customers will Pay, to Account for the Flow-through Effects of the
Remand of the ESP | Order was Unlawful and Unreasonable.

Respectfully submitted,

/sl Joseph E. Oliker

Samuel C. Randazzo (Counsel of Record)
Frank P. Darr
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Matthew R. Pritchard
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MEMORANDUM IN SUPPORT OF INDUSTRIAL ENERGY USERS-OHIO

I INTRODUCTION

On August 1, 2012, without holding a hearing, the Commission authorized AEP-
Ohio to increase rates and establish a rider, the Phase-In Recovery Rider (“PIRR”), to
begin amortization of amounts deferred during AEP-Ohio’s first ESP. Because the
Commission increased customer rates without holding a hearing, permitting the filing of
- testimony, or subjecting AEP-Ohio’s positions to cross-examination, the Commission’s
Order increasing customer rates was arbitrary and capricious and vidlated due process.
In addition to arbitrarily increasing customer rates, the Commission approved an
unlawful and unreasonable method of calculating carrying charges on the deferred
balances, because the deferred balances have not been adjusted for ADIT. By failing
to require AEP-Ohio to adjust the deferred balances prior to calculating carrying
charges, the Commission’s Order authorizes AEP-Ohio to accrue carrying chérges on

overstated balances in violation of generally accepted accounting principles and sound
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regulatory policies. Such a result is not just and reasonable. Finally, the Commission’s
Order is unlawful because it failed to direct AEP-Ohio to adjust the deferral balance to

account for the flow-through effects of the remand of AEP-Ohio’s first ESPs.

il. BACKGROUND

In AEP-Ohio’s first ESP case, the Commission authorized AEP-Ohio to increase
rates by a total dollar amount." A portion of that total increase was collected during the
term of the ESP and a portion was deferred for potential future recovery through a non-
bypassable rider after the term of the ESP, subject to necessary adjustments. The
portion subject to future collection depended on the level of revenue collected by AEP-
Ohio during the term of the ESP relative to the amount the Commission could lawfully
authorize AEP-Ohio to collect and the appropriateness of AEP-Ohio’s accounting
regarding the deferral.> The Commission held that it would determine the amount of the
deferral eligible for recovery at the conclusion of the ESP.?

As a result of the Supreme Court of Ohio decision holding that the Commission’s
determination with regard to the total increase in the first ESP case was illegally

excessive® and subsequent Commission decisions finding that AEP-Ohio overstated

' In the Matter of the Application of Columbus Southern Power Company for Approval of an Electric
Security Plan; an Amendment fo its Corporate Separation Plan; and the Sale or Transfer of Certain
Generating Assefs, Case Nos. 08-917-EL-SSO, et al, Opinion and Order at 22-23 (Mar. 18, 2009)
(hereinafter “ESP I').

% Section 4928.144, Revised Code, requires the Commission to order the creation of a regulatory asset
pursuant to general accepted accounting principles.

* ESP | at 22-23.

* See Inre Application of Columbus Southern Power, 128 Ohio St. 3d 512 (2011); see also ESP |, Order
on Remand (Oct. 3, 2011).
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fuel expense during 2009, it is now clear that the amount accumulated by AEP-Ohio in
the phase-in deferral balance is significantly excessive.

AEP-Ohio initiated this proceeding seeking authorization to commence
amortization of the deferred amounts on September 1, 2011. On September 7, 2011,
AEP-Ohio and others entered into a Stipulation and Recommendation (“Stipulation
ESP”) which purported to resolve several proceedings, including AEP-Ohio’s ESP and
the PIRR Case.’® On December 14, 2011, the Commiésion authorized AEP-Ohio to
increase electric rates as part of its decision in ESP [/ by adopting the Stipulation.” That
Stipulation permitted AEP-Ohio to commence amortization of the phase-in deferral
without a final determination regarding the amount eligible for recovery and without
following generally accepted accounting principles.® The Opinion and Order approved
the increase in rates to go into effect on a bills rendered basis effective January 1,
2012.° IEU-Ohio requested in its December 20, 2011 Motion'® that rates be collected
subject to reconciliation as the rates were still subject to final review!" and the

December 14, 2011 Opinion and Order must ultimately be rejected on rehearing. The

® In the Matter of the Fuel Adjustment Clauses for Columbus Southern Power Company and Ohio Power
Company, Case Nos. 09-872-EL-FAC, et al., Opinion and Order at 12 (Jan. 23, 2012).

® In the Matter of the Application of Columbus Southern Power Company and Ohjo Power Company for
Authority to Establish a Standard Service Offer Pursuant to Section 4928.143, Revised Code, in the Form
of an Electric Security Plan, Case Nos. 11-346-EL-SSO, et al., Stipulation and Recommendation (Sep. 7,
2011) (hereinafter “ESP IT").

TESPII, Opinion and Order at 57-59 (Dec. 14, 2011).

®d.

°Id. at 67.

1% Motion by Industrial Energy Users-Ohio for an Order Directing the Companies to Serve Tariffs and
Supporting Workpapers on the Parties and For an Order that New Rates and Charges be Billed and
Collected Subject to Reconciliation, and a Request for Expedited Ruling and Memorandum in Support
(Dec. 20, 2011).

" ESP 11, Opinion and Order at 67.
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Commission has not ruled on that Motion. But, subsequently, on February 23, 2012,
while the tariffs were still subject to final review, pursuant to Applications for Rehearing,
the Commission determined that the Stipulation ESP was not in the public interest.'?

As a result of rejecting the Stipulation ESP, the Commission set up a separate
proceeding to address AEP-Ohio’s proposal to commence amortization of the phase-in

deferral through rate increases.™

In response to AEP-Ohio’s proposal to commence
such amortization, the Commission requested comments.’ The comments filed by
parties including IEU-Ohio identified disputed issues of fact and contested other claims
made by AEP-Ohio, including the calculation of carrying charges pursuant to generally
accepted accounting principles on deferred balances adjusted for ADIT." In a ruling in
ESP Il regarding the relevance of testimony regarding the amount of the deferral
balance eligible for recovery and the application of generally accepted accounting
principles to the deferred balances, the Commission held that these contested issues
would be resolved in this separate proceeding, the PIRR Case, and struck IEU-Ohio’s
testimony on ADIT in ESP I/."°

As evident from comments, testimony of Staff witnesses,"”” IEU-Ohio witness

Bowser,'® fuel audit reports,'® the Commission’s® and Supreme Court of Ohio’s?! past

"2 Entry on Rehearing 11-12 (Feb. 23, 2012).

' PIRR Case, Entry at 3 (Mar. 14, 2012).

" 1d.

> This issue was argued by IEU-Ohio, the Office of the Ohio Consumers’ Counsel (*OCC”), Ohio
Manufacturers Association Energy Group, Ohio Energy Group, Ormet Primary Aluminum Corporation, the

Kroger Company, and Commission Staff.

' ESP I, Tr. Vol. IX at 2738-39 (Attachment A); ESP II, Tr. Vol. XIIl at 3635-36 (Striking portions of IEU-
Ohio Ex. 129) (Attachment B).

" ESP II, Staff Ex. 109 at 8 (stating, “The other critically important issues regarding PIRR mechanics
should move forward on their own merits in Case Nos. 11-4920-EL-RDR, 11-4921-EL-RDR. ltems of note
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precedent and practice by other regulatory authorities having jurisdiction over AEP,?
generally accepted accounting principles require the recognition of tax benefits available
to the utility in determining the amount of a deferral that the utility may apply carrying
charges to and recover from customers. One of those tax benefits is reflected in what is
known as ADIT. As the audit report of AEP-Ohio’s 2010 Fuel Adjustment Clause
(‘FAC”) identified, “[i]f the ADIT balance related to the Company’s FAC under-recovery
balances is not considered, or deducted somewhere else, such as in rate base,

ratepayers would be over-paying carrying costs by paying for carrying costs on the

filed in Staff Comments on April 2, 2012 include the following . . . [t]he ending fuel deferral balance at the
end of December 2011 should be reduced for Accumulated Deferred Income Taxes (ADIT) in the
calculation of carrying costs for Rider PIRR.”) (Attachment C).

'® See Attachment D.
' Particularly, the audit report stated:

We recommend that AEP Ohio and the other parties to the case re-examine whether the Commission-
authorized gross-of-tax WACC for debt and common equity capital should be applied to what such
investors are actually financing of the fuel cost under-recovery balances, which would appear to be the
Deferred Fuel amounts recorded in Account 182.3 less the directly related credit-balance ADIT for
Deferred Fuel recorded in Account 283.

Comments of the Chio Energy Group, Attachment page 18 (containing an excerpt from the audit of AEP-
Ohio’s 2010 FAC case).

0 ESP 11, Opinion and Order at 47.

2! Cincinnati v. Public Utilites Comm., 161 Ohio St. 395, 405-06 (1954); Ohio Bell Telephone Co. v.
Public Utilites Comm., 68 Ohio St. 2d 193, 194 (1981); Cleveland Electric llluminating Company v. Public
Utilities Comm., 12 Ohio St. 2d 320, 323 (1984) (Determining that the Commission’s order is consistent
with the principle that tax benefits must be flow-through to customers).

2 AEP-Ohio has testified in states that utilize traditional cost of service ratemaking that it would be
appropriate to calculate carrying charges on a deferred balance adjusted for ADIT. Comments of the
Ohio Energy Group, Attachment pages 10-13 (containing the testimony of AEP witness Mitchell in a West
Virginia proceeding, recommending that carrying charges be calculated on a deferral balance adjusted for
ADIT).
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portion of the Deferred Fuel balance that has been financed by tax savings, i.e., on the
portion not financed with investor-supplied capital.”*?

Even though the comments identified contested issues and the Commission had
previously held that these contested issues would be addressed in this proceeding, on
August 1, 2012, the Commission authorized AEP-Ohio to increase electric rates to
permit AEP-Ohio to commence amortization of an overstated phase-in deferral balance
without holding a hearing and without addressing the issues that must be addressed
under Section 4928.144, Revised Code and the contested issues framed by the
comments. This action has an immediate impact on customers because it increases
electric bills. While the Commission’s Order indicates that the Commission may adjust
the amount subject to amortization to correct for some of the overstatement of the
deferred amount, it has also stated that it will not adjust the deferred amounts to flow-
through the effects of the illegal increases in the ESP | case.®* The Commission also
refused to offset the deferred balances for the amounts charged pursuant to the now
rejected Stipulation ESP, although those tariffs were subject to final Commission review
at the time the Stipulation was ultimately rejected.

Further, no reconciliation is éapable of undoing the harm done to customers
during the period the amortization is permitted to proceed based on an overstated
deferred balance and the deviation from generally accepted accounting principles —

reconciliation does nothing for customers that will have already gone out of business by

the time such reconciliation occurs. For example, recent press reports indicate that

% Comments of the Ohio Energy Group, Attachment page 17 (containing an excerpt from the audit of
AEP-Ohio’s 2010 FAC Case).

? Finding and Order at 20.
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Ormet Primary Aluminum Corporation (“Ormet”) is preparing to idle its manufacturing
operations and reduce employment as a result of the Commission-authorized rise in
electric rates.?® The same press report contains statements from AEP-Ohio indicating
that one of the main causes of Ormet’s rate increase is the amortization of the phase-in
deferral.?®
The Commission’s decision to permit AEP-Ohio to commence amortization of the
overstated phase-in deferral balance and without adhering to generally accepted
accounting principles that, among other things, require an offset to the deferred balance
to recognize ADIT is arbitrary, capricious, unreasonable and unlawful. The
Commission’s action in this proceeding also denies customers their due process rights.
lil. ARGUMENT
1. The Commission’s Finding and Order is Unlawful and Unreasonable
Because the Commission Failed to Require AEP-Ohio to Calculate
Carrying Charges on Deferred Balances Adjusted for Accumulated
Deferred Income Taxes; the Commission’s Failure to Require AEP-
Ohio to Adjust the Deferred Balances for ADIT Violated Generally
Accepted Accounting Principles, State Policy, Sound Regulatory
Practices and Principles, and Precedent.
In this proceeding, the Commission is tasked with setting an appropriate rate for
the PIRR. Pursuant to Section 4928.144, Revised Code, the Commission must ensure

that the PIRR is just and reasonable, and the amounts deferred for collection through

the PIRR comply with generally accepted accounting principles. The Commission’s

% Ormet Idling Production Line at Hannibal Plant, Columbus Dispatch (Aug. 28, 2012), available at:
http://www.dispatch.com/content/stories/business/2012/08/28/ormet-idling-line-at-hannibal.html (last
viewed on Aug. 30, 2012).

% 1.
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jurisdiction and supervision over the phase-in is ongoing.>’ Moreover, in ensuring that
the PIRR is just and reasonable, the Commission must follow the policy and statutory
requirements set forth under Chapter 4928, Revised Code.?®

First, the phase-in authorized by the Commission fails to comply with generally
accepted accounting principles because AEP-Ohio has been authorized to accrue
carrying charges on deferred balances without an adjustment for ADIT. As Section
4928.144, Revised Code, states, the deferred balances are regulatory assets. CSP and
OP record regulatory assets (deferred expenses) and regulatory liabilities (future
revenue reductions or refunds) to reflect the economic effects of regulation by matching
expenses with their recovery through regulated revenues and income with its passage
to customers through the reduction of regulated revenues. This treatment is required
under generally accepted accounting principles, specifically under Financial Accounting
Standards Board (“FASB”) Accounting Standards Codification ASC 980 (former FASB
71). The regulatory asset is capitalized on the asset side of the balance sheet, just like
electric plant investment in traditional ratemaking.

Also in accordance with generally accepted accounting principles, there is a book
to tax timing difference that results from deferring expenses. That book to tax
accounting difference results in ADIT being recorded on the liability side of the balance
sheet. Likewise, in traditional cost of service ratemaking for electric plant investment

there may be book to timing differences created by differences in book and tax

*” Finding and Order at 17-18; see also In re Application of Columbus Southern Power Company et al to
Adjust their Economic Development Cost Recovery Rider,129 Ohio St.3d 568, 569-70 (2011)

% Section 4928.02, Revised Code, states that it is the policy of this state to ensure the availability of
reasonably priced electric service, and promote customer choice and competition. Section 4928.06(A),
Revised Code, requires the Commission to ensure that the policy goals enumerated in Section 4928.02,
Revised Code, are effectuated. Thus, the Commission must ensure that its actions and orders further the
state policy goals enumerated in Section 4928.02, Revised Code.
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depreciation, which result in ADIT. The Commission’s and Supreme Court of Ohio’s
practice has been that for capitalized assets where there is related ADIT, the ADIT must
be recognized in determining the amounts that are eligible to be recovered from
customers.?®

To illustrate the mechanics of ADIT and economic impact of the Commission’s
unlawful and unreasonable Order, if AEP-Ohio’s expenses were $200 but the rate cap
was $100, AEP-Ohio would book $100 for purposes of book accounting, and defer thé
remaining $100. Yet, AEP-Ohio would be able to deduct $200 for tax purposes.
Because AEP-Ohio can benefit from an immediate deduction without concurrently
recognizing the total amount of expense on its books, there is an ADIT benefit equal to
the $100 difference between the “book” and the “tax” expense, multiplied by the tax
rate. Assuming a 35 percent tax rate, AEP-Ohio would reduce its federal income tax
liability by $35. Because AEP-Ohio received $35 through the tax benefit, AEP-Ohio is
able to finance $100 of the deferral with only $65 of either debt, equity, or a combination
of both.

Carrying charges are intended to compensate the utility for the cost of financing.
Because ADIT provides cost free capital that AEP-Ohio need not finance through debt
or equity, in the example above; it would only be lawful to authorize AEP-Ohio to
calculate carrying charges on a deferral balance of $65 — the remainder was financed

by ADIT. To authorize AEP-Ohio to calculate carrying charges without an adjustment

2 Cincinnati v. Public Utilities Comm., 161 Ohio St. 395, 405-06 (1954); Ohio Bell Telephone Co. v.
Public Utilities Comm., 68 Ohio St. 2d 193, 194 (1981); Cleveland Electric llluminating Company v. Public
Utilities Comm., 12 Ohio St. 2d 320, 323 (1984) (Determining that the Commission’s order is consistent
with the principle that tax benefits must be flow-through to customers).
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for ADIT would allow AEP-Ohio to accrue carrying charges on an overstated balance
and require customers to overcompensate AEP-Ohio for capital that was not financed.

As stated above, AEP-Ohio must account for ADIT on its books to comply with
generally accepted accounting principles; thus, permitting AEP-Ohio to ignore the
impact of cost free capital in the form of ADIT in calculating carrying charges would
violate generally accepted accounting principles and overstate the balance upon which
carrying charges are accrued. This conclusion is evident by comments, withess
testimony, audit reports, and Commission and Supreme Court of Ohio®° precedent:
recognition of tax benefits available to the utility must be recognized in customer rates;
otherwise, the utility will be overcompensated. Indeed, as the Commission recognized
a week after the Finding and Order in this proceeding, the benefit of ADIT must be
reflected in rates, stating:

We agree with Staff and Kroger that the DIR mechanism be revised to

account for ADIT. The Commission finds that it is not appropriate to

establish the DIR rate mechanism in a manner which provides the

Company with the benefit of ratepayer supplied funds. Any benefit

resulting from ADIT should be reflected in the DIR revenue requirement.

Therefore, the Commission directs AEP-Ohio to adjust its DIR to reflect

the ADIT offset.”’

Second, the Commission’s_determination that if AEP-Ohio was required to adjust
the deferred balances for ADIT prior to calculating carrying charges AEP-Ohio would

not recover all of its expense is incorrect. Specifically, the Commission stated:

[Clarrying charges on the deferrals should be calculated without an
adjustment for ADIT in order to ensure that AEP-Ohio recovers its actual

% Cincinnati v. Public Utilities Comm., 161 Ohio St. 395, 405-06 (1954), Ohio Bell Telephone Co. v.
Public Utilities Comm., 68 Ohio St. 2d 193, 194 (1981); Cleveland Electric llluminating Company v. Public
Utilities Comm., 12 Ohio St. 2d 320, 323 (1984) (Determining that the Commission’s order is consistent
with the principle that tax benefits must be flow-through to customers).

1 ESP I, Opinion and Order at 47 (Aug. 8, 2012).
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fuel expenses, as required by Section 4928.144, Revised Code . . . .
Intervenors and Staff have not persuaded the Commission that our
approach in the ESP 1 Order was inconsistent with prior Commission
precedent or sound regulatory practice.*?
The Commission’s claim that an ADIT adjustment will somehow prevent AEP-Ohio from
collecting its actual expenses is incorrect. Calculating carrying charges on deferred
balances adjusted for ADIT does nothing to prevent AEP-Ohio from eventually
recovering each dollar that was expensed. Rather, an ADIT adjustment focuses on
ensuring that carrying charges are accrued only on dollars that were financed.
Otherwise, carrying charges would be accrued on overstated balances and AEP-Ohio
would be overcompensated.

The Commission’s Order confuses ADIT with the regulatory concept that the
equity portion of the carrying cost charge must be “grossed up” to ensure the utility
recovers all of its costs. Those concepts are further discussed below.

AEP-Ohio finances expenses through debt and equity. The cost of debt (debt
interest) is tax deductible. The cost of equity, however, is not tax deductible.
Accordingly, the equity component of the carrying cost charge must be “grossed up” in
order for AEP-Ohio to recover its cost of equity. Because the cost of equity capital
cannot be used to reduce the federal income tax liability, if the Commission does not
“gross up” the equity portion, AEP-Ohio would not be permitted to recover its equity
cost. For example, assuming a tax rate of 35 percent, the gross up factor for the equity
component of the carrying charge rate is 1/.65 or 1.53. These two concepts — the

treatment of the debt and equity portions of the carrying charge calculation — are

relevant only to the portion of the expense that was financed by such debt and equity.

% Finding and Order at 19.
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Because AEP-Ohio has cost free capital available in the form of ADIT, AEP-Ohio did not
incur financing costs on the entire deferred amounts.

As the name “carrying charges” implies, carrying charges may only be lawfully
applied to amounts that were “carried.” Despite the fact that AEP-Ohio did not finance
the entire deferred amounts, the Commission authorized AEP-Ohio to accrue carrying
charges on the total deferred amount. the consequence of the Commission’s
determination is to permit AEP-Ohio to accrue carrying charges on overstated balances
and require customers to pay excessive and unreasonable compensation to AEP-Ohio.
Such a result is not just and reasonable, nor does it comply with generally accepted
accounting principles, regulatory practices and principles, or precedent.

On rehearing, the Commission should direct AEP-Ohio to recalculate carrying
charges with an adjustment for ADIT. The Commission has retained ongoing
jurisdiction to modify the authority granted in ESP I. The Commission stated in the
Finding and Order that it previously, pursuant to Section 4928.144, Revised Code,
granted AEP-Ohio accounting authority “to establish a regulatory asset to record and
defer” expenses,® but that authority is subject to modification. Moreover, the
Commission contemplated setting the actual rate for the PIRR in this proceeding.
Particularly, tHe .Comm.issio'n stated that it: | |

[Dloes not agree with AEP-Ohio that the ESP 1 Order cannot be modified

in any way by the Commission. On the contrary, AEP-Ohio's ESP,

including the phase-in plan, is subject to the ongoing supervision and

jurisdiction of the Commission. . . . the order also contemplated that the

Company would file a separate application to establish a recovery

mechanism, which the Company in fact filed in these cases on September
1, 2011, and is presently the subject of our review.>*

% Finding and Order at 17.

* Finding and Order at 17-18.
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Because the Commission has ongoing jurisdiction over the phase-in, and the
accounting authority authorized by the Commission is subject to modification, the
Commission should direct AEP-Ohio to recalculate carrying charges beginning in 2009
on deferred balances adjusted for ADIT. At a minimum, the Commission should direct
AEP-Ohio to calculate carrying charges on deferred balances adjusted for ADIT during
the recovery period. But that outcome would be an egregious result to ratepayers,
because this issue has been before the Commission since the audit of AEP-Ohio’s 2010
FAC.*

2. The Commission’s Finding and Order is Unlawful and Unreasonable
in that the Commission Authorizing AEP-Ohio to Increase Rates
was Arbitrary and Capricious, and an Abuse of Discretion in
Violation of Due Process;

The Commission arbitrarily and capriciously authorized AEP-Ohio to increase
rates without affording Intervenors due process. IEU-Ohio has attempted to make its
case that the Commission should direct AEP-Ohio to calculate carrying charges only on
the deferred balances that AEP-Ohio financed, but the Commission has denied |IEU-
Ohio that opportunity. Particularly, the Commission has denied IEU-Ohio the
opportunity to develop the above arguments through testimony and cross-examination
of AEP—Ohio’s withesses. Without the ability to develop an appropriate record through

testimony and exhibits and subject AEP-Ohio’s positions to cross-examination, the

fundamental due process rights are denied.

% Because the Commission has ongoing jurisdiction over the phase-in, and the 2010 FAC Case has not
been resolved, if the Commission determines that it would be inappropriate to recalculate carrying
charges prior to the time this issue has been raised, the Commission could still issue an order in the 2010
FAC Case directing AEP-Ohio to calculate carrying charges on the deferred balances adjusted for ADIT
beginning in 2010.
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Due process in a Commission proceeding requires that a party is: (1) given
"ample notice;" (2) "permitted to present evidence through the calling of its own
witnesses;" (3) permitted to "cross-examin[e] the other parties’ witnesses;" (4) permitted
to “introduce exhibits;” (5) permitted to "argue its position through the filing of post
hearing briefs;" and, (6) permitted to "challenge the PUCO's findings through an
application for rehe'aring."36 Failure to develop an appropriate record as a basis for the
Commission’s decision is grounds for reversal.’’ Likewise, the Supreme Court of the
United States has held that parties have the right to a fair hearing,*® and that “[tJhe right

to such a hearing is one of ‘the rudiments of fair play.”>®

“[lIt has been distinctly
recognized that administrative orders, quasi judicial in character, are void if a hearing
was denied; if that [sic] granted was inadequate or manifestly unfair; if the finding was
contrary to the ‘indisputable character of the evidence.”*°

The Commission’s actions failed to meet this standard. Despite the fact that
every Intervenor's comments contested the manner in which carrying charges were
calculated, the Commission failed to hold a hearing. In failing to hold a hearing, the

Commission denied IEU-Ohio the opportunity to submit testimony, introduce exhibits,

and subject AEP-Ohio’s positions to cross-examination. Moreover, when IEU-Ohio

% Vlectren Energy Delivery of Ohio, Inc. v Pub Util. Comm., 113 Ohio St.3d 180, 192 (2007).

3 Tongren v. Pub. Util. Comm., 85 Ohio St. 3d 87, 92-93 (1999).

% West Ohio Gas, Co. v. Pub. Util. Comm. of Ohio, 294 U.S. 63, 70 (1935).

% Ohio Bell Telephone Co. v. Pub. Util. Comm., 301 U.S. 292, 304 (1937).

% Interstate Commerce Commission v. Louisville and Nashville Railroad Co., 227 U.S. 88, 91 (1913); see
also International Telepost v. Public Utilities Commission, 119 Ohio St. 632, 642 (1929) (holding “[t]he
suspension, modification, or vacation of an order previously made by the commission cannot be
capricious or arbitrary. An administrative body must exercise its powers reasonably and lawfully. Thus

administrative orders quasi judicial in character are void if a hearing was denied, or if granted on an
inadequate or unfair hearing, or if the finding was contrary to the indisputable character of the evidence.”)
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attempted to develop a record on the issue of ADIT in the ESP Il proceeding, the
Commission struck IEU-Ohio’s testimony,*’ claiming that IEU-Ohio would have the
opportunity to argue its position in the PIRR Case. But that opportunity was denied.
IEU-Ohio has been denied a meaningful opportunity in either this proceeding or the
PIRR Case to demonstrate that carrying charges should be calculated on a deferral
balance adjusted for ADIT: the combination of striking IEU-Ohio’s testimony pertaining
to ADIT, and denying IEU-Ohio the opportunity to present testimony in the PIRR Case

and subject AEP-Ohio’s position to cross-examination, violated due process.
3. The Commission’s Failure to Reduce the Deferral Balance, that
Customers will Pay, to Account for the Flow-through Effects of the

Remand of the ESP | Order was Unlawful and Unreasonable

The calculation of the deferred balance was a residual calculation, which was
impacted by the unlawful ESP | provider of last resort (“POLR”) and 2001-2008
environmental investment carrying cost charges. In setting a rate in the PIRR, the
Commission must recognize the flow-through effects of the remand of ESP I. The
Commission failed to take this necessary action in the remand of AEP-Ohio’s ESP. The
Commission also rejected this argument in the Finding and Order setting the rate for the
PIRR. The Commission’s failure to recognize the flow-through effects of the remand is
unlawful and unreasonable. [EU-Ohio has appealed the remand decision to the
Supreme Court of Ohio and IEU-Ohio will not repeat its arguments here.* On

rehearing, the Commission should recognize the flow-through effects of the remand and

adjust the deferred balances.

“ See Attachment D.

“2 Notice of Appeal of IEU-Ohio, Case No. 2012-0187 (Feb 1. 2012).
{C38516:6} 17



IV. REQUESTED RELIEF

On rehearing, the Commission must withdraw its approval of the Application, as
Intervenors have not been afforded due process. The Commission must set a
procedural schedule, permit Intervenors to file testimony, permit discovery upon that
testimony, and set the contested issues for hearing and briefing.

If IEU-Ohio had been given due process to make its case, IEU-Ohio would have
demonstrated that carrying charges must be calculated on a deferral balance adjusted
for ADIT. IEU-Ohio’s testimony in ESP II, which the Attorney Examiner struck, would
have demonstrated that carrying charges must be calculated in this manner. Moreover,
sound regulatory practices and principles ingrained in Ohio precedent contradict the
Commission’s determination and further support IEU-Ohio’s position.

The Commission recognized that it has ongoing jurisdiction to address the terms
of the phase-in, and recognized that the calculation of carrying charges has been
challenged, yet not resolved, since AEP-Ohio’s 2010 FAC case. On rehearing, the
Commission must direct AEP-Ohio to recalculate the carrying charges that AEP-Ohio
has accrued on the deferred balances since 2009 to ensure that AEP-Ohio does not
accrue carrying charges on cost free capital.

Respectfully submitted,

s/ Joseph E. Oliker

Samuel C. Randazzo (Counsel of Record)
Frank P. Darr

Joseph E. Oliker

Matthew R. Pritchard

MCNEES WALLACE & NURICK LLC

21 East State Street, 17" Floor
Columbus, OH 43215

Attorneys for Industrial Energy Users-Ohio
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CERTIFICATE OF SERVICE

| hereby certify that a copy of the foregoing Application for Rehearing and Memorandum

in Support of Industrial Energy Users-Ohio, was served upon the following parties of record this

31th day of August, 2012, via electronic transmission, hand-delivery or first class U.S. mail,

postage prepaid.

Matthew J. Satterwhite

Steven T. Nourse

American Electric Power Service
Corporation

1 Riverside Plaza, 29" Floor
Columbus, Oh 43215
mjsatterwhite@aep.com
stnourse@acp.com

ON BEHALF OF COLUMBUS SOUTHERN
POWER COMPANY AND OHIO POWER
COMPANY

Mark A. Whitt

Melissa L. Thompson

Whitt Sturtevant LLP

PNC Plaza, Suite 2020

155 East Broad Street
Columbus, OH 43215
whit@whitt-sturtevant.com
thompson@whitt-sturtevant.com

Vincent Parisi

Matthew White

Interstate Gas Supply, Inc.
6100 Emerald Parkway
Dublin, OH 43016
vparisi@igsenergy.com
mswhite@igsenergy.com

ON BEHALF OF INTERSTATE GAS SUPPLY,
INC.

/sl Joseph E. Oliker
Joseph E. Oliker

Colleen L. Mooney

Ohio Partners for Affordable Energy
231 West Lima Street

Findlay, OH 45840
cmooney2@columbus.rr.com

ON BEHALF OF OHIO PARTNERS FOR
AFFORDABLE ENERGY

Bruce Weston

Ohio Consumers’ Counsel

Terry L. Etter

Maureen R. Grady

Office of the Ohio Consumers’ Counsel
10 W. Broad Street, 18" Floor
Columbus, OH 43215-3485
etter@occ.state.oh.us
grady@occ.state.oh.us
small@occ.state.oh.us

ON BEHALF OF THE OFFICE OF THE OHIO
CONSUMERS’ COUNSEL

David F. Boehm

Michael L. Kurtz

Boehm, Kurtz & Lowry

36 East Seventh Street Suite 1510
Cincinnati, OH 45202
dboehm@BKLIlawfirm.com
mkurtz@BKLIawfirm.com

ON BEHALF OF THE OHIO ENERGY GROUP
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Dougias G. Bonner

Emma F. Hand

Keith C. Nusbaum

Clinton A. Vince

Daniel D. Barnowski

SNR Denton US LLP

1301 K Street NW - Suite 600, East Tower
Washington, DC 20005
doug.bonner@snrdenton.com
emma.hand@snrdenton.com
keith.nusbaum@snrdenton.com
clinton.vince@snrdenton.com
daniel.barnowski@snrdenton.con

ON BEHALF OF ORMET PRIMARY ALUMINUM
CORPORATION

Richard L. Sites

General Counsel & Senior Director of
Health Policy

Ohio Hospital Association

155 East Broad Street, 15" Floor
Columbus, OH 43215-3620
ricks@ohanet.org

Thomas J. O’Brien
BRICKER & ECKLER, LLP
100 South Third Street
Columbus, OH 43215-4291
tobrien@bricker.com

ON BEHALF OF OHIO HOSPITAL ASSOCIATION

Chad A. Endsley

Chief Legal Counsel

Ohio Farm Bureau Federation

280 North High Street, P.O. Box 182383
Columbus, OH 43218-2383
cendsley@ofbf.org

ON BEHALF OF THE OHIO FARM BUREAU
FEDERATION

Matthew W. Warnock
Bricker & Eckler LLP
100 South Third Street
Columbus, OH 43215
mwarnock@bricker.com

ON BEHALF OF THE OMA ENERGY GROUP
Dane Stinson
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Bailey Cavalieri LLC

10 West Broad Street — Suite 2100
Columbus, OH 43215
dane.stinson@baileycavalieri.com

ON BEHALF OF THE OHIO ASSOCIATION OF
SCHOOL BUSINESS OFFICIALS, THE OHIO
SCHOOL BOARDS ASSOCIATION, THE
BUCKEYE ASSOCIATION OF SCHOOL
ADMINISTRATORS AND THE OHIO SCHOOLS
COUNCIL

Brian P. Barger

Brady, Coyle & Schmidt, LTD
4052 Holland-Sylvania Rd.
Toledo, OH 43623
bpbarger@bcslawyers.com

ON BEHALF OF THE OHIO CONSTRUCTION
MATERIALS COALITION

Mark S. Yurick;

Zachary D. Kravitz

Taft, Stettinius & Hollister LLP
65 East State Street, Suite 1000
Columbus, OH 43215
myurick@taftlaw.com
zkravitz@taftlaw.com

ON BEHALF OF THE KROGER COMPANY

Randy J. Hart

Rob Remmington

David J. Michalski

200 Public Square, Suite 2800
Cleveland, OH 44114

ON BEHALF OF SUMMIT ETHANOL, LL.C AND
FOSTORIA ETHANOL, LLC

William Wright

Thomas McNamee

Werner Margard

Assistant Attorneys General
Public Utilities Section

180 East Broad Street
Columbus, OH 43215

ON BEHALF OF THE PuBLIC UTILITIES
COMMISSION OF OHIO



Greta See

Attorney Examiner

Public Utilities Commission of Ohio
180 East Broad Street, 12" Floor
Columbus, OH 43215
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ATTACHMENT A

Volume IX Ohio Power Company

2738

1 A. Direct testimony of Daniel J Duann.

2 Q. Mr. Duann, do you have any additions or

3 corrections or deletions to your testimony?

4 A. No.

5 Q. Was this testimony prepared by you or

6 under your direct supervision and control?

7 A, Yes.

8 Q. If T were to pose the same guestions that
9 are posed in OCC Exhibit No. 111, would your answers
10 | be the same?
11 A. Yes.
12 MS. GRADY: Your Honors, at this time I
13 move for the admission of OCC Exhibit No. 111,

14 subject to cross—examination.
15 EXAMINER TAUBER: Before we begin
16 cross—examination, there is an outgoing motion to
17 strike Mr. Duann's testimony. And we are going to
18 grant Ohio Power's motion to strike in part and deny
19 in part.
20 Before we get into that, I would just
21 like to explain overall, just so the record is clear,
22 in the Commission's opinion and order -- actually, in
23 the Commission entry from March 7, 2012, it was
24 established that all of the cases from the
25 stipulation procee@ing would be separated out and

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




Volume IX Ohio Power Company

2739

1 that includes the deferred fuel cases in Case Nos.

2 11-4920 and 11-4921. And this was also further

3 addressed in the April entry addressing Ohio Power
4 Company's application for rehearing.
5 So, therefore, we will permit issues

6 relating to the PIRR as proposed in this modified

7 application which deals with the delay of the
8 implementatioh of the PIRR.

9 Otherwise, any arguments will be
10 addressed accordingly in the docket for 11-4920 and
11 11-4921.
12 So, with that, we will strike question
13 18, beginning on page 22; question 19 on page 23 --
14 MS. GRADY: Your Honor, could you slow
15 down? I'm not quite there yet.
16 EXAMINER TAUBER: Okay. Question 18,

17 beginning on line 22 of page 22; question 19 which

18 carries over to page 24; question 20; and question
19 21.
20 MR. ALAMI: Your Honor, the company's

21 motion to strike also included questions 22, 23, and
22 24.

23 EXAMINER TAUBER: And we're denying that
24 part of the motion to strike.

25 MR. ALAMI: Okay.

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



ATTACHMENT B

Volume XIII Ohio Power Company

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

3635

MR. DARR: At this time I'd like to ask
to have marked as IEU Exhibit 129 the prefiled
testimony of Mr. Bowser.

EXAMINER SEE: The exhibit is so marked.

(EXHIBIT MARKED FOR IDENTIFICATION.)

Q. Do you have in front of you what's been
marked as IEU Exhibit 1297

A. Yes, I do.

Q Could you identify that for us, please?

A, Yes. It's my testimony filed on May 4th.

Q Do you have any additions or corrections?

A No, I don't.

Q. If asked today the questions that are
contained in that prefiled testimony marked as IEU
Exhibit 129, would your answers be the same?

A. Yes.

MR. DARR: With that, I submit the
witness for cross-examination.

EXAMINER SEE: There was a motion to
strike and a reply thereto. After considering that
request and response the following portions of
Mr. Bowser's testimony will be stricken: Page 11,
lines 16 —- the sentence beginning on line 16 through
line 19.

Question and answer 16 which starts on

ARMSTRONG & OKEY, INC., Columbus, Ohio (614) 224-9481
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Volume XIII Ohio Power Company

page 18, carries over to page 21.

Question and answer 17 which starts on

page 21 and carries through to page 25.

Question and answer 18 that starts on

page 25 and carries through to page 27.

Question and answer 19, starts on page 27

and carries over to page 28.

Then lines 9 through 13 to the start of

the sentence "What are your specific," that sentence

stays.

to lines 16

29, lines 4

page 30.

witness,

Honor.

Mr .

Then the motion to strike is granted as
through 20 on page 28.
Motion to strike is granted as to page

through 22 on page 29, through line-15 on

Do I need to repeat any of that?

(No response.)

EXAMINER SEE: Any cross for this
Howard?

MR. HOWARD: No. Thank you, your Honor.
EXAMINER SEE: Mr. Barnowski?

MR. BARNOWSKI: ©No. Thank you, your

EXAMINER SEE: Mr. Siwo?

MR. SIWO: No guestions, your Honor.

3636
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ATTACHMENT C

the implementation of the PIRR until June 2013. The other critically
important issues regarding PIRR mechanics should move forward on their
own merits in Case Nos. 11-4920-EL-RDR, 11-4921-EL-RDR. ltems of

note filed in Staff Comments on April 2, 2012 include the following:

L. Once Rider PIRR collection commences the carrying charges should be
calculated on the most recently approved Commission debt rate (5.34%)
and not the 11.26 % pre-tax weighted average costs of capital (WACC) as

currently proposed by the Company.

2. The ending fuel deferral balance at the end of December 2011 should be
reduced for Accumulated Deferred Income Taxes (ADIT) in the calcula-

tion of carrying costs for Rider PIRR.

3. The Company should be required to calculate the deferral balance “going

forward” on annual compounding not monthly compounding.

Doe this conclude your testimony?
Yes, it does. However, I reserve the right to submit supplemental testi-
mony as described herein, as new information subsequently becomes avail-

able or in response to positions taken by other parties,



ATTACHMENT D

BEFORE
THE PuBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Application of
Columbus Southern Power Company and
Ohio Power Company for Authority to
Establish a Standard Service Offer
Pursuant to §4928.143, Ohio Rev. Code,
in the Form of an Electric Security Plan.

Case No. 11-346-EL-SSO
Case No. 11-348-EL-SSO

S et Ve Sl Sl St

In the Matter of the Application of
Columbus Southern Power Company and
Ohio Power Company for Approval of
Certain Accounting Authority.

Case No. 11-349-EL-AAM
Case No. 11-350-EL-AAM

R g

DIRECT TESTIMONY OF JOSEPH G. BOWSER
ON BEHALF OF INDUSTRIAL ENERGY USERS-OHIO

Samuel C. Randazzo, Trial Attorney
Frank P. Darr

Joseph M. Oliker
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11

BEFORE
THE PuBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Application of
Columbus Southern Power Company and

Establish a Standard Service Offer

Case No. 11-348-EL-SSO

Pursuant to §4928.143, Ohio Rev. Code,

)
Ohio Power Company for Authority to ) Case No. 11-346-EL-SSO
)
)
)

in the Form of an Electric Security Plan.

In the Matter of the Application of )

Columbus Southern Power Company and ) Case No. 11-349-EL-AAM
)
)

Ohio Power Company for Approval of

Case No. 11-350-EL-AAM

Certain Accounting Authority.

DIRECT TESTIMONY OF JOSEPH G. BOWSER
ON BEHALF OF INDUSTRIAL ENERGY USERS-OHIO

Q1.

Al.

Q2.

Q3.

A3.

INTRODUCTION

Please state your name and business address.
My name is Joseph G. Bowser, 21 East State Street, 17" Floor, Columbus, Ohio

43215.

By whom are you employed and in what position?
| am a Technical Specialist for McNees Wallace & Nurick LLC (*McNees”),

providing testimony on behalf of the Industrial Energy Users-Ohio (IEU-Ohio”).

Please describe your edljcationai background.
In 1976, | graduated from Clarion State Coliege with a Bachelor of Science
degree in Accounting. In 1988, | graduated from Rensselaer Polytechnic Institute

with a Master of Science degree in Finance.
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Q4.

Ad.

Q5.

AS5.

Please describe your professional experience.

| have been employed by McNees for over six years where | focus on assisting
IEU-Ohio members address issues that affect the price and availability of utility
services. As part of my responsibilities, | provide IEU-Ohio members assistance
as they evaluate and act upon opportunities to secure \)alue for their demand
response and other capabilities in the base residual auction ("“BRA") and
incremental auctions conducted by PJM Interconnection LLC (“PJM") as part of
the Reliability Pricing Model (‘RPM”). Prior to joining McNees, | worked with the
Office of the Ohio Consumers’ Counsel (*OCC”) as Director of Analytical
Services. There | managed the analysis of financial, accounting, and ratemaking
issues associated with utility regulatory filings. | also spent ten years at
Northeast Utilities, where | held positions in the Regulatory Planning and
Accounting Departments of the company, provided litigation support in regulatory
hearings and assisted in the preparation of the financial/technical documents
filed with state and federal regulatory commissions. 1 began my career with the
Federal Energy Regulatory Commission (“FERC”), where | led and conducted
audits of gas and electric utilities in the Eastern and Midwestern regions of the

United States.

Have you previously submitted expert testimony before the Public Utilities

- Commission of Ohio {(“Commission”)?

Yes, since 1996, | have submitted testimony as an expert on numerous
regulatory accounting issues and how those issues should be resolved for
purposes of establishing rates and charges of public utilities. A listing of cases in

which | have submitted expert testimony is attached as Exhibit JGB-1.

{C37560: } 2
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Q6.

AG.

What is the purpose of your testimony in this proceeding?

The purpose of my testimony is to address the Phase-In Recovery Rider (‘Rider
PIRR"). As part of the March 30, 2012 proposed modified electric security plan
(“Modified ESP”), Ohio Power Company (referred to herein as “AEP-Ohio”), an
electric distribution utility or “EDU”, has requested approval of Rider PIRR

effective June 1, 2013.

| should note that although the separate operating companies, Columbus
Southern Power Company (*CSP”) and Ohio Power Company (“OP”) (collectively
referred to as "AEP-Ohio”) merged as of December 31, 2011, | will occasionally
refer to the separate OP and CSP operating companies for purposes of my
testimony and recommendations. Maintaining this historical separation between
CSP and OP for purposes of discussing the Rider PIRR is necessary, as |
explain in my testimony, because the proposed Rider PIRR would generally
create an improper mismatch between benefits and costs and more specifically
conflict with rights that | understand are available to governmental aggregation
programs in CSP’s EDU service area to avoid Rider PIRR. As proposed in the
Modified ESP, Rider PIRR would establish a charge payable by all AEP-Ohio
distribution customers to amortize the allowable portion of the ESP |' rate
increase that was phased-in through regulatory accounting and the
Commission’s use of the phase-in authority that | understand the Commission

received as part of Amended Substitute Senate Bill 221 (“SB 221”).

" In the Matter of the Application of Columbus Southern Power Company for Approval of its Electric
Security Plan; an Amendment to its Corporate Separation Plan; and the Sale or Transfer of Certain
Generating Assets, Case Nos. 08-817-EL-SSO, et al., Application (July 31, 2008) (hereinafter referred to
as “AEP ESP | Proceedings™).

{C37560: 3
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Q7.

AT.

Qs.

A8.

What did you review for purposes of preparing your testimony?

| reviewed the testimonies and related schedules and workpapers filed in these
proceedings addressing Rider PIRR, responses to discovery, and Commission
entries in these proceedings and related proceedings such as Case Nos.
11-4920-EL-RDR, et al., the ESP | proceedings, and the fuel adjustment clause

(*FAC™) proceedings involving AEP-Ohio.

My opinions and recommendations also reflect the knowledge | have

accumulated throughout my career.

Please summarize your recommendations.

My recommendations, which | support in my testimony below, are as follows:

(1) The Commission should require AEP-Ohio to undertake a competitive
solicitation to identify the best and lowest cost means of financing the
amortization of any phase-in deferral balance eligible for recovery from

consumers.

(2) A debt-based carrying charge rate should be applied to the Rider PIRR
unamortized balances during the amortization period as well as from

January 1, 2012 up until the amortization period commences.

(3) In calculating carrying charges, the debt-based carrying charge rate
should be appliedsilto deferred balances that have been reduced by
accumulated deferred income taxes (“ADIT"). Before approving
implementation of Rider PIRR, the Commission should assure that all

adjustments that should be made to the deferred balances have been

{C37560: } 4
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(6)

(7)

{C37560: }

reflected, such as the adjustments from the FAC cases, the over-coliection
of provider of fast resort (“POLR") revenue and the illegal revenue
collected as a result of the Commission's authorization to recover 12
months over nine months as discussed, and the ESP | remand. In
addition, as recommended in IEU-Ohio witness Hess' testimony,
excessive amounts that AEP-Chio has collected as a result of increases in

capacity charges should be used to reduce such deferred balances.

In my opinion, separate company Rider PIRR rates should be determined
as CSP customers should be responsible for the CSP deferrals and OP

customers should be responsible for the OP deferrals.

if merged Rider PIRR rates are approved by the Commission in these
proceedings, then Rider PIRR should not be applied to CSP customers in

governmental aggrégation programs.

With respect to my recommendations (4) and (5) above, another option
that | recommend the Commission consider is fo account for any
remaining deferral for CSP through a quarterly FAC filing so that this
relatively small deferral could be eliminated, avoiding the accumulation of
continued carrying charges over a multi-year period. |If this option is
utilized, there would be no deferral to be collected for CSP through Rider

PIRR.

Related to recommendation (3) above, the Commission should specify
that Rider PIRR, if approved, be collected subject to reconciliation until

such time as all outstanding Commission cases and appeals that may

5
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Q9.

A9,

impact the phase-in deferral balance and carrying costs included in such

balance are resolved.

(8) I also recommend that AEP-Ohio be required to make annual
informational filings regarding the collection balance of the Rider PIRR
with separate CSP and OP division detail to assure that all necessary
adjustments have been or will be reflected in the Rider PIRR calculations

and to allow tracking of the unamortized balances.
PHASE-IN RECOVERY RIDER (“RIDER PIRR”)

Before addressing AEP-Ohio’s proposed Rider PIRR in these proceedings,
did the Commission previously rule that Rider PIRR would be addressed in
a separate case?

Yes, in Case Nos. 11-4920-EL-RDR, et al. On September 1, 2011, AEP-Ohio
filed an application in that case to establish a different Rider PIRR to recover the
allowable portion of the deferred rate increase authorized in AEP-Ohio’s ESP |
proceedings that was properly deferred pursuant to the phase-in ordered by the
Commission in the ESP | proceedings. In light of the Commission’s rejection of
the AEP-Ohio ESP 11 Stipulation and Recommendation filed with the
Commission on September 7, 2011 (“ESP I Stipulation”) and which

recommended approval of a different Rider PIRR recovery, there was an entry

% In the Matter of the Application of Columbus Southern Power Company and Ohio Power Company for
Authority to Establish a Standard Service Offer Pursuant to §4928.143, Ohio Rev. Code, in the Form of
an Electric Security Plan, Case Nos. 11-346-EL-SSO, et al. (hereinafter referred to as “AEP ESP I
Proceedings”).

~ {C37560:} 6
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issued which resumed consideration of the Rider PIRR proposed in Case Nos.

11-4920-EL-RDR, et al.

The application in Case Nos. 11-4920-EL-RDR, et al. proposed a Rider PIRR
that allows carrying costs to continue at a level based on a weighted average
cost of capital (“WACC”) computation during the phase-in deferral amortization
period. The proposed WACC carrying cost rate in Case Nos. 11-4920-EL-RDR,
et al. is 11.15% thereby imposing on consumers a total estimated amortization
period carrying cost of $279.4 million based on the AEP-Ohio recorded deferral
balance of $628.1 million as of December 31, 2011. The Rider PIRR proposed in
Case Nos. 11-4920-EL-RDR, et al. would collect the deferred balance from OP
customers only since the remaining phase-in deferral balance proposed to be
amortized is tied to the ESP | rate increase that was deferred for OP. Comments
and reply comments have been filed by parties participating in Case Nos.
11-4920-EL-RDR, et al. and the Commission issued an Entry on Rehearing in
Case Nos. 11-4920-EL-RDR, et al. on April 11, 2012. The Entry on Rehearing in
Case Nos. 11-4920-EL-RDR, et al. states, among other things, that some of the
issues raised through the rehearing process in Case Nos. 11-4920-EL-RDR, et
al. will be addressed in the Deferred Fuel Cost Cases, ie. Case Nos.
11-4920-EL-RDR, et al. | have attached IEU-Ohio’'s comments and reply
comments in Case Nos. 11-4920-EL-RDR et al. to my testimony as well as the
comments filed by the Commission's Staff as Exhibit JGB-2, Exhibit JGB-3 and

Exhibit JGB-4, respectively.
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Q10. So, there is a proposed Rider PIRR before the Commission, in Case Nos.

A10.

11-4920-EL-RDR et al. and a proposed Rider PIRR in these proceedings and
the two proposals presently before the Commission are different. Is that
correct?

Yes, there are different Rider PIRR proposals before the Commission as things
presently stand. The Modified ESP proposal filed in these proceedings was filed
on March 30, 2012, while the application in Case Nos. 11-4920-EL-RDR et al.
was filed on September 1, 2011. The Rider PIRR proposal contained in the
Moadified ESP calls for a delay in commencement of Rider PIRR recovery until
June 2013 and comes with an AEP-Ohio suggestion that the procedural
schedule in Case Nos. 11-4920-EL-RDR, et al. be suspended. As of the date my
testimony was finalized for filing with the Commission, consideration of the Rider
PIRR proposed in Case Nos. 11-4920-EL-RDR ef al. continues and the
Commission has not altered such consideration in light of AEP-Ohio’s suggestion
(in these proceedings) that consideration of the Rider PIRR proposed in Case
Nos. 11-4920-EL-RDR et al. be suspended. To the extent the Commission takes
up the version of the Rider PIRR included in the Modified ESP, | believe, based
on advice of counsel, that the Modified ESP Rider PIRR must be considered a
cost of the Modified ESP due to the proposed excessive and unreasonable
carrying cost rate and the mismatch between costs and benefits that occurs
because the Modified ESP Rider PIRR is to be collected from all AEP-Ohio
distribution customers, including customers served by aggregation programs in
the distribution service area of CSP. | have calculated this additional burden to

be, at a minimum, approximately $186.4 million, which represents the difference
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between the present value of the future carrying charges through the
amortization of Rider PIRR at a WACC carrying charge rate and the present
value of the future carrying charges through the amortization of Rider PIRR at the
debt-based carrying charge rate recommended by Staff, applied to a deferral
balance net of ADIT. Mr. Murray, also testifying on behalf of IEU-Ohio, reflects
the extra burden imposed on consumers by the Modified ESP version of Rider

PIRR in his comparison of the ESP versus the market rate offer (‘MRO”) option.

Turning to the Modified ESP application filed on March 30, 2012, what has
AEP-Ohio proposed with respect to Rider PIRR?

In Companies witness Roush’s testimony, AEP-Ohio is proposing to implement
Rider PIRR for the combined distribution service areas of CSP and OP, effective
June 1, 2013, and terminating December 31, 2018 (67-month period). Mr. Roush
indicates that after approval of the Modified ESP and prior to June 2013,
AEP-Ohioc would submit a compliance filing computing the actual Rider PIRR
charges based on the latest known and projected regulatory asset balances.
Mr. Roush’s testimony implies that these charges would then go into effect with
little or no opportunity for parties to challenge the amounts or computations.
Mr. Roush’s Exhibit DMR-1 provides an estimate of Rider PIRR charges as of
May 31, 2013. Exhibit DMR-1 indicates that the carrying charge to be applied to
the deferred balance during the amortization period will be the WACC, estimated
to be 11.26%. Exhibit DMR-1 indicates that the estimated deferred balances as
of May 31, 2013 will be $7.8 million for the CSP Rate Zone and $612.9 million for
the OP Rate Zone, for a total estimated deferred balance of $620.7 million.

Using the AEP-Ohio WACC carrying charge rate of 11.26% would cause
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consumers to pay $218.2 million in carrying costs on top of the deferred balance

of $620.7 million, assuming this is the deferred balance subject to amortization.

As discussed below, it was originally predicted that only OP would have a
deferred balance by the time amortization of Rider PIRR commenced, but more
contemporary figures from the Companies indicate that CSP will also have a
balance, albeit a relatively small one compared to OP. As the Commission
knows, there are open cases before the Commission including FAC proceedings
involving OP and CSP and significantly excessive earnings test (“SEET")
proceedings as well as appeals taken to the Ohio Supreme Court, the outcome
of which may affect the amount of the phase-in deferred balance, including
carrying costs, eligible for recovery from consumers. Also, Mr. Hess, who is
testifying on behalf of IEU-Ohio, recdmmends that excessive amounts AEP-Chio
has collected as a result of increases in capacity charges be used to reduce such

deferred balances.

Companies witness Dias also testifies on Rider PIRR for the Companies, stating
that the Companies are also proposing to accrue a WACC carrying charge on the
deferred balance up until the time that the Rider RIRR becomes effective on
June 1, 2013. It is not clear from AEP-Ohio’s testimony whether AEP-Ohio is
proposing that Rider PIRR become effective on a bills-rendered or service-

rendered basis.

Companies witness Hawkins testifies that AEP-Ohio plans to securitize the Rider
PIRR balances once a final non-appealable order relating to the approval of the

recovery of the underlying assets (the deferred balance) has been issued. in
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prior testimony on this subject, | have previously explained that AEP-Ohio and its
affiliates have used securitization to reduce the carrying cost rate bhefore
securitization legislation was adopted in Ohio. For example, AEP-Ohio has
improved its cash flow by securitizing receivables at a very low interest rate
(about 0.31%).> AEP-Ohio does not explain why the securitization which it has
used previously is not available to improve AEP-Ohio’s cash flow and reduce the
carrying cost that may be paid by consumers. | believe it is imprudent for AEP-
Ohio, acting in its capacity as an EDU, to not explore and take advantage of
opportunities to improve its cash flow while reducing the carrying cost burden

that may land on consumers.

In addition to your views on AEP-Ohio’s responsibilities to take advantage
of opportunities to reduce the carrying cost associated with the deferred
phase-in balance eligible for recovery from consumers, is the Modified ESP
version of Rider PIRR otherwise reasonable?

No, in my opinion, certain'components of the calculation and application of Rider
PIRR are not reasonable. In addition, before the Commission should approve
Rider PIRR rates, there are several adjustments that need to be made to the
phase-in deferral balance before any version of Rider PIRR is permitted to go

into effect.

3 OP's 2010 Securities and Exchange Form 10-K at 126-27, available at: http://services.corporate-
ir.net/SEC/Document. Setvice?id=P3VybD1odHRwOIi8vaXluaW50Lndic3Rs Y XdidXNpbmVzcy5jb20vZG9jdwWiibnQvd

JEVMDAWMD AwNDKwNCOXxMSOwWwMDAWMzUvZGIjLZAWMDAWMDQSMDQXMTAWMDAZNSSWZGYmdHIWZTOyJmZ

UPTAWMDAWMDQSMDQXMTAWMDAZNSSWZGY=,
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Q13. What components of Rider PIRR do you believe are not reasonable?

A13.

There are a number of aspects of the Modified ESP version of Rider PIRR that |
believe are not reasonable. First, the carrying charge rate applicable during the
amortization period should be limited to no more than a debt-based carrying cost
rate. The WACC carrying cost rate proposed by AEP-Ohio is significantly
excessive and unreasonable. At present, seven-year BBB rated, newly issued
corporate bonds are being Essued at an interest rate of under 3.6%. Based on
these prevailing interest rates, a relatively low debt-based carrying charge shouid
be applied during the amortization period for any phase-in deferral eligible for
recovery from consumers. The absolute maximum carrying charge rate that
should be utilized would be a rate of 5.34%, as rfacommended in the comments
of the Commission Staff in Case Nos. 11-4920-EL-RDR, et al. In that case, Staff
recommended that once Rider PIRR collection commences, the carrying charges
should not exceed a rate of 5.34% (the most recently approved Commission debt
rate for the Companies). | would note that a carrying cost rate of 5.34% is still
excessive because this carrying cost rate imposes a price on consumers for
carrying the phase—in deferral balance eligible for recovery from consumers
during the amortization period that is significantly above a reasonable cost of
debt. The cost of debt capital, not the WACC, is the appropriate starting point for
setting a carrying cost rate because the phase-in deferral is effectively a loan that
AEP-Ohic made to consumers to phase-in any remaining portion of the lawful
rate increase associated with the ESPs approved by the Commission in Case
Nos. 08-917-EL-SSO and 08-918-EL-SSO. As fndicated above, the current

interest rate on seven-year BBB rated, newly issued corporate bonds are being
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issued at an interest rate of under 3.6%. AEP-Ohio currently has a BBB bond
rating from Standard and Poor’s. A debt interest rate of 3.6% or lower should be

readily available to AEP-Ohio.

As part of the process for setting the carrying cost raté during the amortization
period, 1 recommend that the Commission reqﬁfre AEP-Chio to undertake a
competitive solicitation to identify the best and lowest cost means of financing the
amortization of any phase-in deferral balance eligible for recovery from
consumers. This competitive solicitation process should be structured by the
Commission with the transparent assistance of an independent consultant with
appropriate expertise in this area. The results of the competitive solicitation
process should be reported to the Commission by the independent expert and
publically submitted to the Commission prior to AEP-Ohio filing to secure any
approval to begin amortization of the phase-in deferral balance. This competitive
solicitation process should be structured to provide the Commission with
information to strike the right balance between the interests of AEP-Ohio’s one
shareholder and consumers. Once these results are reported, interested parties
should have an opportunity to be heard on the question of the appropriate
carrying cost rate to be used during the amortization period. Using a competitive
solicitation process in the fashion that | recommend is consistent with Ohio’s
state policy that favors use of market-based approaches to advance the public
interest in reasonable prices and adequate service. | also believe the use of this
type of competitive solicitation process will help reduce the opportunity for an
EDU to seek and obtain unfair and excessive compensation for financing a

phase-in deferral.
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I also believe that AEP-Ohio's proposal to continue applying a WACC-based
carrying charge to the phase-in deferral balances up until the amortization is
proposed to start (June 1, 2013) is unreasonable. The nature of the
“‘investment,” i.e. the phase-in deferral to which carrying charges are applied, is
not similar to deferred capital investments, but rather the phase-in deferral
represents a deferred increase in rates. The phase—in mechanism essentially
allows consumers more time to pay their lawful electric bill so as to include the
allowable amount of the electric bill that would have been collected but for the
phase-in. Therefore a full WACC carrying charge is not appropriate and, if
approved, will excessively compensate AEP-Ohio relative to a reasonable

carrying cost.

If any incremental carrying cost is added during a delay in the commencement of
the amortization to the excessive WACC carrying charge that has already been
accumulated during the deferral period, that incremental carrying cost should not
exceed the carrying cost computed using a debt-based rate for reasons

explained above.

As with the carrying cost rate appvlied during the amortization period, |
recommend that any carrying cost rate appliéd to the phase-in deferral balance
starting on January 1, 2012 should be established by the Commission after my
recommended competitive solicitation process designed to identify the best and
lowest cost means of financing the deferral balance eligible for recovery from
consumers. Through this competitive solicitation process, the Commission can

consider actual financing cost options (rather than arbitrary or irrelevant carrying
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cost rates) and strike the proper balance between AEP-Ohio’s shareholder and
consumers. The phase-in deferral in this situation is related to default generation
supply service and my recommended competitive solicitation also is consistent
with the market-based approach to establishing prices for default generation
supply prices. Had the Commission not authorized the phase-in, the full amount
of the ESP | default generation supply price increase would have been avoidable
by shopping customers. When this delayed increase is transformed into a
phase-in recovery mechanism, it becomes, based on advice of counsel, non-
bypassable. Thus, imposing some market-based discipline on the carrying cost
associated with the phase-in is required to minimize the distortion caused by the

use of a phase-in mechanism.

AEP-Ohio is effectively the middleman in the phase-in financing process and it
should be held accountable to ensure that the carrying cost rate is as low as
reasonably possible. The use of a' competitive solicitation process for the
purposes | recommend will help to ensure that a phase-in does not work against
Ohio’s broader market-based approach to establishing prices for default

generation supply.

In my opinion, it is also not proper, nor consistent with good regulatory practices
and principles, to calculate carrying charges on deferred balances that have not
been reduced by any associated ADIT. AEP-Ohio’s Rider PIRR is unreasonable
because it fails to properlyy reduce the phase-in deferral balances to recognize
the ADIT benefit AEP-Ohio received during the deferral period. The phase-in

deferrai associated with Rider PIRR creates a timing difference between the tax
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deduction for fuel expense and the book accounting treatment. This difference is
reflected in the regulatory accounting that permits a phase-in deferral to be
recorded on AEP-Ohio’s financial books and records. The ADIT associated with
that timing difference reduces AEP-Ohio’s federal income tax liability before
AEP-Onhio recognizes the fuel expense and collects it from customers. The ADIT
associated with the timing difference must be used to reduce the deferred
balance to which any carrying cost rate is applied to property match costs and
benefits assbciated with the phase-in. In short, the ADIT represents tax savings
that have already been realized by the Companies. As a result of these tax
savings, AEP-Ohio or CSP and OP are not financing 100% of the deferral, but
only the phase-in deferral amount net of the ADIT effect. As indicated by the
comments filed by the Commission’s Staff attached to my testimony (Exhibit
JGB-4), the Staff took a similar position in Case Nos. 11-4920-EL-RDR, et al.
The Staffs comments ” recommended that the deferred balance as of
December 31, 2011 be reduced by the ADIT effect and | agree that it is

necessary to reduce the deferred balance by the ADIT offset.

Of note, in its West Virginia jurisdiction for Appalachian Power Company and
Wheeling Power Company, AEP submitted rebuttal testimony of Companies
witness Mitchell in Case No. 09-0177-E-G1.* In that proceeding, Mr. Mitchell
indicated that an ADIT offset for calculating carrying charges would be

appropriate to be applied to a phase-in plan deferral balance.

4 Appalachian Power Company and Wheeling Power Company, West Virginia Public Service
Commission, Case No. 09-0177-E-Gl, Rebuttal Testimony of Thomas Mitchell at 7 (June 5, 2009),
available at. http:/iwww.psc state wv.us/scripts/WebDocket/ViewDocument.cfim?CaseActivityl D=269707&Not Type="WebDocket'.
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1 AEP-Ohio is also proposing to implement Rider PIRR on a merged basis,

2 meaning that identical Rider PIRR charges would apply to both CSP and OP
3 customers, although AEP-Ohio estimates that there will be separate and different
4 phase-in deferral balances for CSP and OP when the amortization of the
5 deferrals begin. In my opinion, good regulatory policy and the principle of cost
6 causation dictate that CSP customers should be responsible for the CSP
7 deferrals and OP customers should be responsible for the OP deferrals. Since
8 the Rider PIRR proposed in the Modified ESP does not maintain this distinction,
9 it isk my opinion that the Modified ESP version of Rider PIRR is unreasonable.
10 The separation of the phase-in deferral balance between CSP and OP and any
11 charges that permit amortization of any such balance is also necessary, as |
12 understand the rights of governmental aggregation customers, to identify the
13 portion of any phase-in deferral amortization charge that can be avoided by
14 governmental aggregation customers to the extent that the amortization charge is
15 disproportionate to the phase-in deferral benefit received by the aggregation
16 customer.

17 Q14. What is your understanding of the right of governmental aggregation
18 customers to avoid a phase-in deferral amortization charge?

19 A14. It is my understanding that, based on the advice of counsel, Section 4928.20(}),

20 Revised Code, precludes the application of Rider PIRR to a governmental
21 aggregation program customer where the charge is not proportionate to the
22 benefits received by the customer.
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Please continue to disguss the version of Rider PIRR included in the
proposed Modified ESP.

AEP-Ohio is proposing that the amortization period for Rider PIRR commence
June 1, 2013 and terminate December 31, 2018, a period of 67 months. |
believe it would be unreasonable to set the duration of the amortization period
without having final information on the amount of the deferral balance that is
eligible for recovery from consumers and the results of my recommended
competitive solicitation process to establish a reasonable carrying cost during the
phase-in deferral amortization period. The Commission should defer rufing on
the length of the amortization period pending final determinaﬁons on_the amount
of the deferral balance subject to recovery from consumers and a reasonable
carrying cost rate during any amortization period. The length of the amortization
period should be established so as to reduce the total net present value of the
amortization, preserve the ability of governmeﬁtal aggregation customers to
exercise their phase-in avoidance right, and mitigate any effect that the non-
bypassable phase-in deferral mechanism may have on Ohio’s efforts to promote

customer choice.

You indicated earlier that there are adjustments that need to be made to the
deferral balance for Rider PIRR. What are those adjustments?

There are a number of adjustments that need to be made to the deferred
balances, which AEP-Ohio has not reflected in the version of Rider PIRR
included in the proposed Modified ESP, such as: (1) adjustments from the FAC
cases, (2) adjustments from the SEET cases, and (3) the ESP | remand impacts

such as illegal POLR charges.
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I will discuss each of these adjustments in some detail below because this
discussion may be helpful in illustrating why the Commission should reject the

version of Rider PIRR included in the proposed Modified ESP.

The first adjustment required is related to the 2009 SEET case for CSP; Case
No. 10-1261-EL-UNC. On January 11, 2011, the Commission issued its Opinion
and Order, in which it found that CSP had excessive earnings in 2009 and such
excess should first be applied to reduce the phase-in deferral fuel cost
component (Rider PIRR deferrals) and any remaining balance was to be applied
as credits to customers’ bills. It is my understanding that the amount to be
credited to the deferral was approximately $19 million. In the OP 2011 FERC
Form 1 footnotes at page 123.20, OP discusses the $43 million refund from the
2009 SEET proceeding, noting that the proceeds were first to be applied to the
phase-in deferral balance, with any remaining balance credited to customers.
The disclosure in the FERC Form 1 indicates that AEP-Ohio has already made a

reduction to the deferral related to the 2009 SEET for some reporting purposes.

The second adjustment is related to the 2009 FAC audit of OP and CSP in Case
Nos. 09-872-EL-FAC, et al. Following an audit of OP's and CSP’s FAC for
2009, the Commission issued an Opinion and Order on January 23, 2012,
directing OP and CSP to credit against the phase-in deferral balance the benefits

received from a settlement agreement with a coal supplier.

More specifically, the Commission directed OP to credit the deferred balance for
the portion of a 2008 lump sum payment not already credited to OP ratepayers,

as well as the value of the West Virginia coal reserve that OP booked below-the-
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line when the settlement agreement was executed. OP’s below-the-line
accounting treatment of the value it received for terminating the lower-priced coal
contract resulted in an overstatement of the FAC which imposed the higher cost
of replacement coal on consumers. The Commission further directed that an
auditor determine the value of the coal reserve and that OP credit the additional

value to the phase-in deferral balance.

It is my opinion that this credit must be applied to maximize the reduction in the
carrying cost that OP has booked as part of the phase-in deferral balance to fairly
and reasonably reflect the full effect of OP’s overstatement of costs subject to
recovery through the FAC. The Commission’s January 23, 2012 Opinion and
Order in Case Nos. 09-872-EL-FAC, et al. directed the immediate reduction of
the phase-in deferral balance, but it did not address the treatment of the
excessive carrying charges that have been accumulated in the phase-in deferral
balance as a result of the overstatement of the FAC charges. While sound
regulatory policy and applicable accounting principles dictate that the excessive
portion of the associated carrying charges must also be removed from the phase-
in deferral balance, IEU-Ohio requested that the Commission clarify this aspect
of the Opinion and Order in IEU-Ohio’'s Application for Rehearing filed on
February 22, 2012. OP also filed an Application for Rehearing on February 22,

2012. The Commission issued an Entry on Rehearing on April 11, 2012.

In the Entry on Rehearing, the Commission found that the phase-in deferral
balance should be immediately credited to reflect the 2008 lump sum payment

not already credited to OP ratepayers and the value of the coal reserve booked
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when the coal contract termination settlement agreement was executed. In
addition, the Commission found that the phase-in deferral balance should be
reduced to flow through to customers a carrying charge component. The phase-
in deferral balance that is the starting point for the version of Rider PIRR included
in the proposed Modified ESP does not reflect fully these adjustments which,
once properly made, should significantly reduce the amount of the phase-in

deferral eligible for recovery from customers through a non-bypassable charge.

What is the third adjustment, which you said is related to the ESP |
remand?

This adjustment is related to the Ohio Supreme Court remand of the
Commission’s final order in Case Nos. 09-817-EL-SSO and 09-818-EL-SSO
(otherwise referred to in my testimony as “ESP 1”). On March 18, 2009, the
Commission issued an Opinion and Order approving the ESPS for CSP and OP.
To mitigate somewhat the impact of the rate increases authorized by the
Commission in the ESP | ESPs, the Commission authorized OF and CSP to
defer a portion of the authorized increase that exceeded certain specified bill
increase limitations. The Commission authorized OFP and CSP to accrue
carrying charges on the phase-in deferral balance eligible for collection from
consumers following the end of the ESP | ESPs using a WACC rate
(approximately 11%) and to recover the allowable amount of phase-in deferrals
remaining at the end of the ESPs through a phase-in mechanism over the seven-
year period 2012-2018. The Commission’s final order in ESP | also allowed OP
and CSP to charge POLR riders. The Commission allowed OP and CSP to

recover 12 months of the authorized increase in revenue for all of 2009 over a
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nine-month period in 2009 that remained by the time the Commission issued its
final order in the ESP | proceedings. In addition, the ESP 1 rate increases,
including carrying charges on environmental-related investments made by OP

and CSP between 2001 and 2008, were approved.

Parties appealed certain aspects of the Commission’s March 18, 2009 Opinion
and Order as adjusted through the rehearing procesé to the Ohio Supreme
Court, and on April 19, 2011, the Ohio Supreme Court reversed the
Commission's approval of POLR riders, held that the Commission’s allowance of
12 months of the ESP | rate increases to be collected in the months remaining
after the Commission’s decision was illegal retroactive ratemaking amounting to
approximately $63 million dollars and held that the Commission had improperly
authorized CSP and OP to collect higher standard service offer (“SSQ”") rates as
a result of charges related to carrying charges on environmental-related
investments made by OP and CSP between 2001 and 2008 and POLR charges.
The Court did not require the Commission to reduce the ESP | rates by the

amounts that the Court heid were not properly authorized by the Commission.

On May 4, 2011 and as a result of the Ohio Supreme Court's holdings, the
Commission issued an entry that, among other things, directed OP and CSP to
file proposed tariffs to remove the unlawful POLR charges and the carrying costs
associated with environmental investments made in 2001-2008 from their tariffs
and rates. OP and CSP sought rehearing of this entry and the Commission

subsequently permitted OP and CSP to continue to collect the illegal charges
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pending the results of the remand portion of the ESP | cases and subject to

refund.

On October 3, 2011, the Commission issued an Order on Remand finding that
OP and CSP failed to pfove their POLR charges were lawful, but had
demonstrated that their carrying costs on pre-2009 environmental investments
were lawful. The Commission directed OP and CSP to refund (with interest at
the cost of long-term debt) the amount of POLR charges collected since the first
billing cycle in June 2011 by crediting amounts first to any phase-in deferral
balances on the books of either operating company (CSP and OP), and crediting
any remaining balance back to customers on a per-kWh basis beginning with the

first billing cycle of November 2011 through the end of the current ESPs.

The Commission further rejected arguments that it should prospectively reduce
phase-in deferral balances by the amounts OP and CSP coliected through POLR
rates up until the PUCO’s May 25 Entry (when the PUCO established that the
POLR charge rates were subject to refund). In effect, the Commission’s refusal
to reduce the phase-in deferral balances by the amount of the illegally collected
POLR charges or any other illegally collected charges results in an
overstatement of the phase-in deferral balance because, but for the illegal
charges, the phase-in deferral balance would have been significantly less than

the amount booked by OP .and CSP.

Because the POLR charges improperly inflated the accumulated amount of the
phase-in deferral balance, |IEU-Ohio recommended that the Commission

eliminate the portion of the ESP | increase associated with the illegal POLR
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charges effective on January 1, 2009 from the phase-in deferral balance so as to
remove the effect of the POLR charges on the residually-determined phase-in
deferral balance, which would have substantially reduced that balance. More
specifically, it was not sufficient to fully remove the POLR revenue from CSP’s
and OP’s future rates and charges because the ESP | ESPs included a phase-in
deferral computed based on the revenue collection including the POLR revenues
and, therefore, the deferrals should be adjusted downward for amounts illegally
collected for POLR charges back to January 2009. In addition, because the
elimination of POLR revenues would affect the amount eligible for future
collection as a result of the phase-in deferral, IEU-Ohio also recommended that
certain other flow-through effects for the Universal Service Fund (“USF") Rider
and the delta revenue related to reasonable arrangements must also be

recoghized.

IEU-Ohio also filed an Application for Rehearing arguing that the Commission
erred in determining that the pre-2009 environmental investment carrying costs
could be authorized under Section 4928.143(B)}2)(d), Revised Code, and that
the Commission also erred in determining that it was retroactive ratemaking to
prospectively reduce OP’s and CSP’s phase-in deferral balances. The PUCO

denied both Applications for Rehearing in their entire'ty.5

On February 1, 2012, IEU-Ohio appealed the Commission’s Order on Remand to
the Ohio Supreme Court. As of the writing of this testimony, that appeal is still

outstanding.

> AEPESP Proceedings, Entry on Rehearing (December 14, 2011).
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| am not attempting to rehash or revisit the Commission’s determinations to this
point. Rather, | am relaying this documented history to identify open matters
that, once resolved, will affect, and | believe significantly affect, the amount of
any phase-in deferral balance recoverable from OP or CSP customers as a result

of the ESP | ESPs.

To your knowledge, have any of the foregoing adjustments that you
recommend actually been made to the phase-in deferral balances for OP
and CSP?

I am not aware of the extent, if any, of the adjustments to the phase-in deferral
balance that have been directed by the Commission or that may yet be directed
upon the final outcomes of open issues. However, the footnotes to AEP-Ohio’s
financial statements in the 2011 FERC Form 1 are informative. At page 123.20
of the footnotes, AEP-Ohio indicates that it took a pre-tax write-off of
approximately $47 million for POLR revenue that was collected between June
2011 and October 2011, per the Commission’s October 3, 2011 Order in the
ESP | remand proceeding. This $47 million is not disaggregated to show the
amount associated with CSP’s POLR and OP’s POLR. However, as | explained
above, this $47 million tax-related adjustment for POLR revenue represents only
a portion of the POLR revenue that | believe should be credited to the phase-in

deferral balances of OP and CSP.

As | discussed earlier in my testimony, the AEP-Ohio 2011 FERC Form |
footnotes also discuss the $43 million refund from the 2009 SEET proceeding,

indicating that the proceeds were first to be applied to the deferral, with the
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remaining significantly excessive earnings credited to customers. Presumably,
this disclosure indicates that CSP and OP made the appropriate reduction to the
deferral related to the 2009 SEET. But, | recommend that this adjustment be
audited by an independent auditor retained by the Commission to ensure that the
adjustment has been made properly and in the full amount prior to authorizing

AEP-Ohio to commence collection of any version of a Rider PIRR.

At page 123.22 of OP's 2011 FERC Form 1, AEP-Ohio reports that with respect
to the 2009 FAC audit discussed above, AEP-Ohio has applied the remaining
$65 million in proceeds from the 2008 coal contract settlement against the
phase-in deferral balance, pending the Commission’s decision on OP’s February
2012 Appilication for Rehearing. This item is further supported by the response
to Interrogatory OCC-01-07 in Case No. 11-4920-EL-RDR, et al. This response
indicates a loss provision of $64.7 million has been recognized in computing the
phase-in deferral balance as of March 31, 2012. But, | recommend that this
adjustment be audited by an independent auditor retained by the Commission to
ensure that the adjustment has been made properly and in the full amount prior

to authorizing AEP-Ohio to commence collection of any version of a Rider PIRR.

In short, it appears that AEP-Ohio’s financial reporting may reflect some of the
required adjustments to the phase-in deferral balances of OP and CSP. It is
unclear how these adjustments have been flowed into the regulatory accounting
associated with the phase-in deferral balance that is reflected for ratemaking
purposes. It would be improper to assume that the financial reporting fully

identifies the regulatory accounting effects. For example, the accounting for
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financial purposes and regulatory purposes may be different because the return
on equity ("ROE”) component included in the WACC carrying cost rate is not
booked to the deferral for financial reporting purposes but is booked for
regulatory accounting purposes as pait of the phase-in deferral balance. For
these and other reasons, | have recommended that the regulatory and financial
accounting of CSP and OP as well as AEP-Ohio be audited by an independent
auditor retained by the Commission to ensure that the accounting is proper in all
respects for regulatory and ratemaking purposes prior to the Commission

authorizing AEP-Ohio to commence collection of any version of a Rider PIRR.

Are there potentially future adjustments that will be required to be made to
the deferral amounts as a result of cases that are currently open?

Yes. The 2010 and 2011 FAC audit cases for OP and CSP are still open. For
instance, in the 2010 FAC audit case and as of the-date | finalized my testimony,
the Commission has not issued an order regarding the audit of OP’s and CSP’s
2010 FAC or 2011 FAC. A decision in either FAC proceeding may impact the
level of the phase-in deferral balance and, thus, the amount eligible for collection
from consumers through any version of Rider PIRR. The independent auditor in
the 2010 FAC proceeding concluded that it appeared to be improper to permit
OP and CSP to accrue carrying charges on the portion of the phase-in deferral
balance that was financed by ADIT, because the Commission would be
permitting OP and CSP to accrue carrying charges on cost free capital. (As
indicated in my testimony, | also believe an adjustment to the phase-in deferral
balance is necessary to reflect the benefit that OP and CSP received from the

ADIT effect.) In AEP-Ohio’'s 2011 FERC Form 1 at page 123.22, AEP-Ohio
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disclosed that, pending a final decision from the Commission, AEP-Ohio is at risk

for a carrying charge disallowance related to the 2010 FAC audit.

[n addition, a decision has not been issued in the currently open 2010 SEET
proceeding for CSP and OP, and there will be a CSP and OP SEET review for
2011. The potential exposure on the 2010 SEET case is noted by AEP-Ohio at
page 123.20 of the 2011 FERC Form 1. There, AEP-Ohio discloses that it has
established a reserve based on management’s estimate of the probable amount

for a Commission-ordered SEET refund.
RECOMMENDATIONS

You have discussed the aspects of the Rider PIRR proposal that you do not
believe are reasonable, as well as adjustments that are required or may be
required in the future to the phase-in deferral balance that is eligible for
collection through ény version of Rider PIRR. What are your specific
recommendations on the version of Rider PIRR that is included in the

proposed Modified ESP?
My recommendations are summarized below.

(1)  The Commission should require AEP-Ohio to undertake a competitive
solicitation to identify the best and lowest cost means of financing the
amortization of any phase-in deferral balance eligible for recovery from

consumers.
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(4)

{C37560:}

A debt-based carrying charge rate should be applied to the Rider PIRR
unamortized balances during the amortization period as well as from

January 1, 2012 up until the amortization period commences.

In calculating carrying charges, the debt-based carrying charge rate
should be applied to deferred balances that have been reduced by ADIT.
Before approving implementation of Rider PIRR, the Commission should
assure that all adjustments that should be made to the deferred balances
have been reflected, such as the adjustments from the FAC cases, the
over-collection of POLR revenue and the illegal revenue collected as a
result of the Commission’s authorization to recover 12 months over nine
months as discussed, and the ESP | remand. In addition, as
recomrhended in IEU-Ohio witness Hess’ testimony, excessive amounts
that AEP-Ohio has collected as a result of increases in capacity charges

should be used to reduce such deferred balances.

In my opinion, separate company Rider PIRR rates should be determined
as CSP customers should be responsible for the CSP deferrals and OP

customers should be responsible for the OP deferrals.

If merged Rider PIRR rates are approved by the Commission in these
proceedings, then Rider PIRR should not be applied to CSP customers in

governmental aggregation programs.

With respect to my recommendations (4) and (5) above, another option

that | recommend the Commission consider is to account for any
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(8)

remaining deferral for CSP through a quarterly FAC filing so that this
relatively small deferral could be eliminated, avoiding the accumulation of
continued carrying charges over a multi-year period. If this option is
utilized, there would be no deferral to be collected for CSP through Rider

PIRR.

Related to recommendation (3) above, the Commission should specify
that Rider PIRR, if approved, be collected subject to reconciliation until
such time as all outstanding Commission cases and appeals that may
impact the phase-in deferral balance and carrying costs included in such

baiance are resolved.

| also recommend that AEP-Ohio be required to make annual
informational filings regarding the collection balance of the Rider PIRR
with separate CSP and OP division detail to assure that all necessary
adjustments have been or will be reflected in the Rider PIRR calculations

and to allow tracking of the unamortized balances.

Besides your specific recommendations on the version of Rider PIRR

inciuded in the proposed Modified ESP, are there any other perspectives

that you believe need to be considered by the Commission relative to the

issues associated with the amount and timing of any charges associated

with the amortization of any phase-in deferral balance eligible for collection

from consumers?

Yes, | believe that the recovery of any such phase-in deferral balance must also

be considered in the context of an equity and fairness and a “ust and
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reasonable” perspective. The larger picture in this proceeding includes
AEP-Ohio asking the Commission to approve various mechanisms that will
provide the EDU with cash-flow support associated with generation-related
functions. In at least one case (the Retail Stability Rider or “RSR” proposal), the
request for enhanced generation function-related cash flow takes the form of a
revenue and earnings protection guarantee funded by shopping and non-
shopping customers alike. The above-market capacity charges and the RSR are
addressed in more detail in the testimonies of IEU-Ohio witnesses Murray and

Hess.

AEP-Ohio is advancing these Modified ESP proposals based on a claim that
AEP-Ohio will experience financial problems associated with the generation
business segment in the form of low returns on equity if the Commission does
not approve these mechanisms to enhance earnings relative to what the
earnings‘would be without these items. AEP-Ohio suggests, in its pleadings in
these cases and elsewhere, that it wants, needs and is entitled to more time to
adapt its business model to reflect the form of electric restructuring that went into
effect in Ohio in 2001. But my review of the supporting testimony and other
documents submitted by AEP-Ohio in support of its Modified ESP fails to identify
any proactive discussion or consideration by AEP-Ohio of the abundant
opportunities that OP and CSP have had since January 1, 2001 to get their
financial house in order. These opportunities include numerous rate increases,
very healthy returns on common equity and significant cash flow from both legal
and illegal charges (such as the ESP | illegal POLR charges and the ESP |

retroactive rate increase).
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The bigger picture indicates that instead of preparing to be “fully on its own in the
competitive market" [the words in the statute regarding the purpose of transition
revenues (stranded cost recovery)],6 AEP-Ohio wants to increase SSO rates and
erect economic barriers to shopping so that it can do the things that other EDUs

have already done.

Exhibit JGB-5 provides the earned ROE for CSP and OP from 2001 through
2010 and the consolidated ROE for OP for 2011. For the years 2001-2010, the
un-weighted average ROEs of CSP and OP were 19.6% and 13.6%,
respectively. These historical ROEs, ignored in AEP-Ohio’'s portrayal of the
overall effect of Ohio’s electric restructuring, suggest that consumers and the
Commission have already made significant and perhaps excessive contributions

to OP’'s and CSP’s financial performance.

Exhibit JGB-5 also contains a summary of the dividend payments from each EDU
up to the parent company for each year for the period 2001-2011. Dividends are
paid out of retained earnings and therefore do not affect the computation of net
income. Over the period 2001-2011, OP and CSP, and for 2011 AEP-Ohio, paid
dividends up to the parent company (AEP) totaling $2.7 billion, including a $650
million dividend in 2011, representing approximately 140% of the Companies’

combined net income for 2011 ($465 million).

Generally speaking, rate relief related to allegations of financial harm is the type
of rate relief that is addressed by the Commission in response to applications for

emergency rate relief. The Commission has developed long-standing criteria to

® Section 4928.38, Revised Code.
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determine when and how much rate relief may be appropriate to avoid a financial
problem. These factors were identified by the Commission in its Opinion and

Order rejecting the emergency rate increase request of Akron Thermal, Limited

Partnership in Case Nos. 09-453-HT-AEM, ef a/.

The Akron Thermal emergency rate increase was rejected in part because of
problems related to the business model choice made by Akron Thermal. At

pages 6 and 7 of the Opinion and Order, the Commission described the

standards for reviewing applications for emergency rate relief as follows:

The Commission added that its determinations under each part of Section

4909.16, Revised Code, are discretionary. The Commission went on to state

First, the existence of an emergency is a condition precedent to any
grant of temporary rate relief. Second, the applicant's supporting
evidence will be reviewed with strict scrutiny, and that evidence
must clearly and convincingly demonstrate the presence of
extraordinary circumstances that constitute a genuine emergency
situation. Next, emergency relief will not be granted pursuant to
Section 4909.16, Revised Code, if the emergency request is filed
merely to circumvent, and as a substitute for, permanent rate relief
under Section 4909.18, Revised Code. Finally, the Commission will
grant temporary rate relief only at the minimum level necessary to
avert or relieve the emergency. !

that, as noted by the Supreme Court:

“the determination of whether an emergency exists, warranting a
temporary alteration of rates, and the length of time such
emergency rates shall remain in effect are within the judgment and
sound discretion of the Public Utilities Commission.” Therefore, in
considering this emergency rate application, we must first answer
the threshold question of whether an emergency exists that imperils
the public utility. As we noted, if the public utility fails to sustain its

" In the Matter of the Application of Akron Thermai, Limited Partnership for an Emergency Increase in its
Rates and Charges for Steam and Hot Water Service, Case Nos. 09-453-HT-AEM, et a/., Opinion and

Crder at 6 (September 2, 2009).
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burdaen of proof on this issue, the Commission's inquiry is at an
end.

| believe the factors that the Commission has applied to address applications for
emergency rate relief to address financial problems are relevant for purposes of
evaluating the bigger picture claims that AEP-Ohio is making to support its
proposed Modified ESP. More specifically, 1 do not believe that AEP-Chic has
shown that the generation business segment financial problems that it is relying
upon have been shown clearly and convincingly to present a financial problem
that is anything other than a problem created by the choices AEP-Ohio has or its
affiliates have made since the enactment of Amended Substitute Senate Bill 3
(*SB 37). it is my opinion that the financial support that AEP-Ohio is seeking for
the benefit of the generation segment of its business circumvents the required
division between competitive and non-competitive services and conflicts with the
customer choice objectives embedded in SB 3. In addition, AEP-Ohio has not
identified the minimum level of financial support that is necessary to address the
alleged financial problem or the extent to which the financial problem could have
been avoided or mitigated through actions other than actions to increase electric

rates.

In summary, | believe it would be unjust and unreasonable for the Commission to
approve proposals that raise rates, guarantee earnings and block customers
from gaining access to suppliers offering lower electric bills based on generalized

claims that AEP-Ohio’s generation business will run into financial problems if the

81d at7.
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Modified ESP proposed by AEP-Ohio is not approved as-filed with the

Commission.

Q22. Does this conclude your prepared direct testimony?
A22. Yes. However, | reserve the right to update this testimony for any outstanding
discovery responses or additional information that is submitted by other parties in

this case.
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