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INTRODUCTION

“Capacity” is not itself electricity, but rather the ability to provide electricity upon de-
mand—in effect, the ability to keep the lights on even during periods of peak demand. AEP
Ohio' is obligated to provide, and through May 2015 is the exclusive supplier of, capacity ser-
vice sufficient to instantaneously satisfy the demands of all competitive providers in AEP Ohio’s
service tetritory. The State Compensation Mechanism (SCM) adopted by the Commission for
providing that wholesale capacity service does not violate federal law. Rather, the federal tariff
specifically provides that an SCM established by a state regulatory commission “prevails” over
the defz_ault pricing regime advocated by Appellants. Indeed, th§ SCM adopted by the Commis-
sion was presented for approval by FERC, the federal agency responsible for enforcing the Fed-
eral Power Act, and FERC affirmatively endorsed the SCM as being “consistent with” the feder-
al tariff.

The Commission properly exercised its broad authority under R.C. 4905.26 to investigate
and modify the wholesale capacity rate; it was not required to follow the detailed, prescriptive
process involved under the traditional ratemaking statute. The Commission’s factual finding was
that AEP Ohio’s cost of providing wholesale capacity service is $188.88/MW-day. Despite Ap-
pellants’ attack, the $188.88 rate is abundantly supported by record evidence. In fact, the rate is
far too low, as demonstrated in AEP Ohio’s cross appeal. Further, with respect to retail custom-
ers in AEP Ohio’s service territory, only a cost “deferral” was authorized below. The deferral is
only a preliminary step to cost recovery‘ that is well within the Commission’s broad authority and

discretion over utility accounting; no retail ratemaking determinations were made below that as-

! All of the acronyms and abbreviations used in this brief are contained in the Table of Acro-
nyms and Abbreviations. supra, at viii.



sured AEP Ohio of recovery of its costs. Thus, Appellants’ challenges to the details of how AEP
Ohio will recover this cost under the Commission’s order are premature and should be heard on-
ly in Case No. 2013-521 (where the Commission’s subsequent ratemaking decision in a separate
proceeding is being reviewed by this Court).

Appellants’ other challenges merely demonstrate that they would have decided this com-
plex and extensively litigated case differently if they were responsible for doing so—which they
are not. The SCM adopted by the Commission promotes Ohio energy policy and equally ad-
dresses the interests of retail customers, wholesale competitors and AEP Ohio, in accordance
with substantial Commission expertise and discretion this Court regularly acknowledges. Appel-
lants’ claims should be rejected. And the challenge of Appellee/Cross-Appellant AEP Ohio
should be sustained.

STATEMENT OF FACTS
A. Regulatory Background

AEP Ohio participates as a Load-Serving Entity (or “LSE”) in a 13-state capacity market
run by PJM. 134 FERC ¥ 61,039, at P4 (2011), Supp. at 806.> Under PIM’s Reliability Assur-
ance Agreement (or “RAA”), LL.SEs like AEP Ohio must have, or contract for, sufficient capacity
to provide reliable service to their end-use customers. /d. at PP2-4. LSEs can meet that obligation
by participating in an annual PJM capacity auction that uses PYM’s pricing model (called
“RPM™). 137 FERC ¥ 61,108, at P6 (2011). Or they can invoke “an alternative method for meet-

ing the RPM capacity obligation, the Fixed Resource Requirement (FRR).” 134 FERC 61,039,

‘PIMisa Regional Transmission Organization, or “RTO.” RTOs are federally regulated entities
responsible for overseeing the interstate delivery of electricity to support competitive bulk ener-
gy markets. 89 FERC 9 61,285, at 61,151-52 (1999). RTOs manage regional transmission grids,
offering non-discriminatory access to energy suppliers.

2



at P2, Supp. at 806. FRR Entities niust submit a plan to meet the capacity requirement with spe-
cific resources. /d.

Competitive Retail Electric Service providers (“CRES providers™) that sell electricity to
customers must also ensure the availability of sufficient capacity for them. In Ohio, CRES pro-
viders obtain capacity only from AEP Ohio. Section D.8 of Schedule 8.1 of PIM’s RAA ad-
dresses compensation for providing capacity:

In the absence of a state compensation mechanism, the applicable [CRES provid-

er] shall compensate the FRR Entity at the capacity price in the unconstrained

portions of the PJM Region, as determined in accordance with Attachment DD to

the PJM Tariff, provided that the FRR Entity may, at any time, make a filing with

FERC under Section 205 of the Federal Power Act proposing to change the basis

for compensation to a method based on the FRR Entity’s costs or such other basis

shown to be just and reasonable . . . [ .]
| 134 FERC ¢ 61,039, at PP2-3, quoting RAA Section D.8, Supp. at 806. Section D.8 thus éstab‘
lishes a hierarchy of compensation mechanisms. If there is a state compensation mechanism (an
“SCM”), it controls. If there is not, an FRR Entity like AEP Ohio is compensated at the price set
by PJM’s auction, unless it seeks a cost-based (or other just and reasonable) mechanism before
FERC. Id. at P4.

B. Proceedings Before FERC

When PJM introduced RPM capacity auctions in 2007, AEP Ohio received capacity
compensation from CRES providers based on RPM prices. 134 FERC ¥ 61,039, at P4, Supp. at
807. Since then, auction prices (i.e., the RPM clearing price) have fallen far below AEP Ohio’s
actual cost of supplying capacity. Id. AEP Ohio thus requested that FERC change the basis for
capacity compensation from the auction price to a cost-based price. /d,

The Commission then represented to FERC that it had “adopted the use of the RPM auc-
tion price as its state compensation mechanism” for pfoviding capacity to CRES providers. 134
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FERC 61,039, at P6, Supp. at 808. Because Schedule 8.1 of the RAA provides that a party may
seek a FERC-approved rate schedule “in the absence of” an SCM, id. at P10 (emphasis added),
FERC rejected AEP Ohio’s filing, citing “the existence of” an SCM. Id. at P13.

C. Proceedings Before The Commission

The Commission issued an order requesting comments on the effects of adopting the
RPM auction price as an SCM. See Entry (Dec. 8, 2010), IEU Appx. at 182-84. Afier extensive
briefing and testimony, the Commission issued the decision appealed here—the Capacity Or-
der—on July 2, 2012. See Capacity Order, IEU Appx. at 45-89.

1. The Commission’s Determination of Jurisdiction

The Commission first addressed whether it had jurisdiction to establish an SCM. Id. at 9,
IEU Appx. 53. Because “Sections 4905.04, 4905.05, and 4905.06, Revised Code, grant the
Commission authority to supervise and regulate [all] public utilities within its jurisdiction,” the
Commission concluded that it has the necessary statutory authority to do so. /d. at 12, [EU Appx.
at 56. The Commission rejected IEU’s contention that the capacity AEP Ohio provides CRES
providers is a competitive retail electric service exempt from the Commission’s authority under
R.C. 4905.04, 4905.05, and 4905.06. Id. at 13, IEU Appx. at 57. It determined that AEP Ohio’s
provision of that capacity “is not a retail electric service as defined by Ohio law.” Id.

Retail electric service is limited to service “ “involved in supplying or arranging for the
supply of electricity to ultimate consumers in this state, from the point of generation to the point
of consumption.”” (Emphasis added.) /d., quoting R.C. 4928.01(A)(27). The capacity at issue
here, by contrast, “is provided by AEP Ohio for CRES providers,” which are not energy consum-
ers but entities that provide electricity to consumers. (Emphasis added.) Jd. That transaction, the

Commission concluded, “is more appropriately characterized as an intrastate wholesale matter,”
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not retail electric service. Id. The Commission also ruled that exercising jurisdiction, for the pur-
pose of establishing an appropriate SCM, is consistent with the governing section of the RAA,
which, as a part of PJM’s tariffs, has been approved by FERC and accepted by AEP Ohio. /d
2. The Commission’s Cost-Based State Compensation Mechanism

The Commission then turned to whether the SCM for AEP Ohio should be based on costs
or on “another pricing mechanism such as RPM-based auction prices.” Capacity Order at 9, IEU
Appx. at 53. AEP Ohio urged that, because it self-supplies capacity from its own plants to meet
load obligations, its cost of providing capacity to CRES providers is “the actual embedded ca-
pacity cost of AEP Ohio’s generation.” (AEP Ohio Ex. 102 at 5, Supp. at 29.) It showed that an
auction-based rate, by contrast, would not allow it to recover costs. “[TThe current capacity pric-
ing mechanism undercompensates AEP Ohio for the capacity it provides to CRES providers.”
(AEP Ohio Ex. 101 at 8, Supp. at 8.) The auction-based rate would have led to a $240 million
decrease in AEP Ohio’s revenue in 2012 and 2013 alone. (Tr. 11l at 701:14-17, Sﬁpp. at 582.)

Auction prices, moreover, have fluctuated wildly with no relation to cost. Starting at
$174.29/MW-day for capacity provided in 2010/2011, the auction price cratered to less than 10
percent of that, or $16.46/MW-day for capacity provided in 2012/2013, before partially recover-
ing to $125.99/MW-day for 2014/2015. (AEP Ohio Ex. 102 at Ex. KDP-7, Supp. at 211.) The
tendency of prices to fluctuate dramatically, while remaining well below the cost of a new com-
bined-cycle unit, was contrary to the goal of capacity requirements—ensuring availability of re-
sources and development of new ones to meet peak demand. Such fluctuating and sub-cost com-
pensation provides “little or no incentive to invest iﬁ Ohio asset generation.” (AEP Ohio Ex. 101
at 9,12, 14, Supp. at 9, 12, 14; see also Tr. I at 43, Supp. at 577.) Unlike short-term RPM-based

pricing, cost-based compensation “represents a long-term view of affordable and reliable capaci-
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ty for Ohio customers,” (AEP Ohio Ex. 101 at 10, Supp. at 10), that “adequately compensates the
Company for its capacity obligations as an FRR Entity.” Capacity Order at 15, IEU Appx. at 59;
(AEP Ohio Ex. 101 at 14, Supp. at 14.)

The Commission agreed with AEP‘ Ohio that it is both necessary and appropriate to estab-
lish a cost-based SCM for capacity. Capacity Order at 22, IEU Appx. at 66. The rates at auction
for capacity, the Commission found, had decreased to “substantially below all estimates provided
by the parties regarding AEP Ohio’s cost of capacity.” /d. at 22-23, IEU Appx. at 66-67. RPM-
based capacity pricing thus would be “insufficient to yield reasonable compensation.” Id. at 23,
IEU Appx. at 67. The Commission nonetheless decided that maintaining auction-based prices for
CRES providers “will promote retail electric competition,” and found it necessary to take “ap-
propriate measures to facilitate this important objective.” Id. The Commission thus directed AEP
Ohio to collect the auction rate from CRES providers and “defer incurred capacity costs not re-
covered from CRES provider billings.” Jd. The Commission chose to address from whom the
deferred capacity costs would be recovered, and how, in the separate ESP I proceeding.

3. The $355.72/MW-Day Capacity Cost Estimate and Subsequent Reduction to
$188.88/MW-Day

With respect to the amount of compensation, AEP Ohio showed that the cost of providing
capacity was $355.72/MW-day. Capacity Order at 24-25, IEU Appx. at 68-69. AEP Ohio’s ex-
pert testified that AEP Ohio’s formula incorporated the average cost of providing capacity on a
dollar-per-MW-day basis. /d. at 24, IEU Appx. at 68. The formula was modeled after one FERC
had recently approved for wholesale capacity charges elsewhere. (AEP Ohio Ex. 102 at 9, Supp.

at 11.) That FERC-approved method is based on common cost allocation mechanisms providing



a “high degree of transparency” because the bulk of the information comes from an annual filing
with FERC. (/d.) And it is easily updated “using the next year’s accounting information.” (Jd,)

AEP Ohio also addressed Staff’s proposal for an “energy credit.” AEP Ohio explained
that, under its model, its costs were already allocated between capacity and other revenue-
generating activities; AEP Ohio thus was not recovering costs associated with other profitable
activities through capacity charges. AEP Ohio explained that, if an energy credit was imposed, it
should be the difference between market-based revenues from those other activities and AEP
Ohio’s energy cost. (AEP Ohio Ex. 102 at 14, Supp. at 16.) Thus, any energy credit should re-
flect “actual energy margins”—not the unrealistically high imputed profit advocated by Staff.
Capacity Order at 28, IEU Appx. at 72. AEP Ohio’s expert testified that a $17.56/MW-day enet-
gy offset “represents a fair and reasonable proxy for the energy revenue that could have been ob-
tained * * * by selling equivalent generation into the market rather than utilizing it to directly
serve load.” (AEP Ohio Ex. 102 at 15 & Ex. KDP-6, Supp. at 17, 209.) The Commission, how-
ever, adopted Staff’s approach, with minor adjustments to correct for mistakes in Staff’s analy-
sis, finding that Staff’s proposed offset for energy-related sales—totaling a significant portion of
costs—is necessary to ensure that AEP Ohio does not “over recover its capacity costs.” Capacity
Order at 33-34, JEU Appx. at 77-78.

4. Further Proceedings
a. Mandamus Proceedings Before This Court

In August 2012, IEU filed a complaint for writs of prohibition and mandamus, challeng-

ing the Commission’s jurisdiction. See Complaint, Case No. 2012-1494 (Aug. 31, 2012). On

April 16, 2013, this Court granted AEP Ohio’s and the Commission’s motions to dismiss.



b. Proceedings Before the Commission on Rehearing
On October 27, 2012, the Commission granted rehearing, in part. It explained that R.C.
4905.26 grants the Commission “considerable authority” to investigate and “review rates.” Re-
hearing Entry at 29, IEU Appx. at 118. The Commission found that it “properly initiated this
proceeding, consistent with that statute, to examine AEPVOhio’s existing capacity charge for its
FRR obligations and to establish an appropriate [SCM].” Jd. It thus granted rehearing to clarify
that the Capacity Order was issued in accordance with the Commission’s authority in R.C.
4905.26, along with its general supervisory powers pursuant to R.C. 4905.04, 4905.05, and
4905.06. Id. The Commission denied rehearing in all other respects.
¢. Additional Proceedings Before FERC
In March 2013, AEP Ohio filed with FERC a proposed appendix to the PJM RAA, speci-
fying the wholesale charges to be assessed under Schedule 8.1 of Section D.8 of the RAA. FERC
No. ER13-1164, Application, at 1 (Mar. 25, 2013), Supp.at 810. FERC accepted the proposed
Appendix (as amended), explaining that the SCM approved by the Commission is “consistent
with the RAA.” FERC Order at § 26, Supp. at 842.

LAW AND ARGUMENT
AEP OHIO’S RESPONSE TO APPELLANTS’ PROPOSITIONS OF LAW

Proposition of Law No. I: The Commission’s ruling does not conflict with FERC tariffs.
{FES Prop. I; IEU Prop. 111}

FES challenges the Commission’s establishment of cost-based compensation as contrary
to the FERC-approved RAA tariff. (FES Br. at 19-26.) Similarly, [EU contends that “[t]he
Commission does not have jurisdiction to interpret and apply the RAA, a FERC-approved

agreement.” (IEU Br. 31.) Those arguments are not properly before this Court and, in any event,



lack merit. The federal tariff expressly allows for the establishment of an SCM, but nowhere lim-
its States to particular methodologies. And the tariff itself contemplates the use of RPM (auction)
or cost-based rates in the absence of an SCM.
A. FES’s and IEU’s tariff-based challenges are not properly before this court.

As explained in greater detail in AEP Ohio’s July 16, 2013 Amended Motion To Dismiss
(pp. 12-19), FES Prop. I and IEU Prop. III impermissibly challenge FERC’s May 23, 2013 Or-
der. See FERC Order at 4 26, 30, Supp. 841-42. After the Commission issued its orders, AEP
Ohio filed with FERC a proposed conforming appendix to the federal tariff (RAA) with FERC,
seeking confirmation that the SCM conforms with the RAA and federal law. FERC No. ER13-
1164, Application, at 1 (Mar. 25, 2013), Supp. at 810. FERC confirmed that the proposed Ap-
pendix, as amended, “accords with the RAA and the [SCM].” Id. If FES and IEU disagree, their
sole remedy was to seek rehearing before FERC and review in federal court. See 16 U.S.C.
§ 825/(b).

Although FES may contend that FERC’s ruling was limited to approving payment of
RPM rates by CRES providers—and excluded the recovery from other sources—the approved
Appendix refers to the SCM generally, not piece-parts thereof. It says that, “on July 2, 2012, [the
Commission] issued an order approving a state compensation mechanism for load of [CRES
providers] in [AEP Ohio’s] FRR Service Area for FRR capacity made available by [AEP Ohio]

under the RAA.” (Emphasis added.) FERC Order at 9 12, Supp. at 838." And FERC held that the

3 The record is clear that the “state compensation mechanism” FERC referenced included AEP

Ohio’s recovery of capacity costs through both RPM (auction) rates and from other sources. The

Commission’s July 2 order itself “adopt[ed] a cost-based state compensation mechanism for AEP

Ohio, with a capacity charge of $188.88/MW-day, in conjunction with the authorized deferral of

the Company’s incurred capacity costs.” Capacity Order at 36. AEP Ohio’s filings thus ex-

plained that the “state compensation mechanism” before FERC had two components, stating that
9



Capacity Order, which approved an SCM, is “consistent with the RAA.” Id. § 26, Supp. at 928.
FES and IEU now ask this Court to reach the opposite conclusion by 0vérturning one component
of the SCM as inconsistent with the RAA. But any disagreement with FERC’s contrary conclu-
sion had to be raised on rehearing with FERC and through federal judicial review; FERC’s reso-
lution cannot be collaterally attacked here.

FES’s and IEU’s arguments are also foreclosed by claim preclusion, which “prevents
subsequent actions, by the same parties or their privies, based upon any claim arising out of a
transaction that was the subject matter of a previous action.” State ex rel. Schachter v. Ohio Pub.
Emps. Ret. Bd., 121 Ohio St.3d 526, 2009-Ohio-1704, 905 N.E.2d 1210 4 27. Claim preclusion
applies not merely to issues actually raised in the prior proceeding, but also to any issue that
could have been raised. Id. And the doctrine applies to quasi-judicial administrative proceedings
as well as prior judicial proceedings. Jd. § 29. When AEP Ohio filed the proposed amendment to
the RAA with FERC, FES and IEU had every chance to tell federal regulators that the Commis-
sion’s order conflicts with tariffs, like the RAA, that are within FERC’s jurisdiction. They did

not. They thus may not raise those arguments now.

the “mechanism . . . is designed by the Ohio Commission to allow [AEP Ohio] to recover the
cost of making capacity available . . . through a combination of wholesale charges to CRES pro-
viders and retail charges to [AEP-Ohio’s] retail distribution customers.” AEP Ohio FERC filing
at 1-2 (emphasis added), Supp. at 896-97; see also id. at 7, Supp. at 902 (“The Ohio Commission
decided that [AEP Ohio] should recover its capacity costs for shopping load through a two-part
mechanism.”). AEP Ohio specifically urged FERC “to confirm” the Commission’s “adoption of
a state compensation mechanism with wholesale and retail components™).” Id. at 2, Supp. at 897.
And FERC understood that: In its orders, it declares that AEP Ohio and the Ohio Commission
had clarified they “[we]re requesting one limited ruling that the Ohio Commission’s decision to
adopt a ftwo-part state compensation mechanism is fully consistent with the RAA.” FERC Order
9 19 (emphasis added), Supp. at 840. '
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Finally, FES’s and IEU’s arguments are foreclosed by FERC’s supremacy on the mean-
ing of FERC tariffs. As explained in AEP Ohio’s July 16, 2013 Amended Motion To Dismiss (at
p- 19). “FERC, not the state, is the appropriate arbiter of any disputes involving a [federal] tar-
iff’s interpretation.” AEP Tex. N. Co. v. Tex. Indus. Energy Consumers, 473 F.3d 581, 585 (5th
Cir. 2000). If FES and IEU believe that AEP Ohio’s rate, as set by the Ohio Commission, vio-
lates a federal tariff, they must file a complaint with FERC under 16 U.S.C. § 825I(b). The prop-
er construction of the federal tariff is an issue for FERC.

B. FES misreads the federal tariff,

FES never bothered pressing its construction of the RAA with FERC, and for good rea-
son: It has no basis in the RAA’s text or purpose. According to FES, the RAA limits States
adopting an SCM to what FES calls an “avoided cost” model, which offers only the “minimum
level” of compensation “necessary to keep [capacity-generating] facilities operating”—-and thus
no compensation for investment in those facilities and no incentive to invest in new facilities.
(FES Br. 20.) But the RAA declares only that, “/iJn the absence of [an SCM], the applicable
[CRES provider] shall compensate the FRR Entity” at certain rates (cither the RPM auction rate
or, in the alternative, any just-and-reasonable cost-based rate approved by FERC). Nothing in the
RAA limits States to particular methodologies or rates. And nothing imposes the “avoided cost”
methodology FES posits as exclusive.

To the contrary, the RAA expressly contemplates various methodologies. Absent an
SCM, payment can be based on the RPM rate. 134 FERC ¥ 61,039, at 2-3, Supp. at 807-08. Or
an FRR Entity like AEP Ohio can “propos|e] to change the basis for compensation to a method
based on the FRR Entity’s costs.” (Emphasis added.) /d., quoting Section D.8. Or it can propose

any “such other basis shown to be just and reasonable.” (Emphasis added.) /d. FES cannot ex-
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plain how the RAA allows that variety of methodologies to FERC absent an SCM, but forbids
them to States that establish SCMs. In any event, if the only permissible cost-based methodology
were “avoided cost,” the RAA would not authorize FERC to adopt “a method based on the FRR
Entity’s costs”; it would require “a method based on the FRR Entity’s avoided costs.” The
RAA’s failure to include the word “avoided” speaks volumes.

FES argues that one of the drafters of the RAA (FES’s paid expert) testified that his
“view of it as [the RAA] was written” was that “we were talking just about avoidable costs.”
(FES Br. at 21-22.) But the RAA does not say that; its expert cannot speak to what other drafters
thought; and there is no evidence FERC understood that in approving the RAA. At 1o point,
moreover, were States put on notice of any intent to foreclose them from using traditional meth-
odologies like fully allocated costs. FES also overlooks contrary testimony that the RAA “was
drafted to ensure that FRR entities could request a cost-based method of recovering their cost
[of] capacity.” (AEP Ohio Ex. 101 at 5, Supp. at 5.) If the RAA’s drafters and FERC had intend-
ed to limit States by foreclosing a traditional compensation methodology in favor of FES’s
“avoided cost” methodology, the tariff would say so. At bottom, the RAA says only one thing
about SCMs: Where one exists, it controls. FES’s theory that the RAA silently stripped States of
their authority to determine appropriate compensation using standard methodologies is unsup-
ported. And FES’s theory that the RAA mandates departure from traditional methodologies in
favor of its proposal—avoided costs—is invented from whole cloth.
C. FES’s avoided cost mechanism defies basic ec‘onomics.

FES’s argument that the RAA requires use of its avoided-cost methodology fails on the
RAA’s text alone. Here, moreover, the Commission used a traditional (if not the traditional)

means of determining compensation—compensating a utility for the fully allocated cost of
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providing service. The Commission thus found it “reasonable” for the SCM to base AEP Ohio’s
compensation on its costs. Capacity Order at 22, IEU Appx. at 66. By contrast, “RPM-based ca-
pacity pricing would be insufficient to yield reasonable compensation for AEP Ohio’s provision
of capacity to CRES providers.” Id. at 23, IEU Appx. at 67. Recoverable costs must include the
recovery of fixed costs—the costs of building plants—that FES’s avoided-cost methodology ex-
cludes.

D. IEU’s argument regarding the Commission’s authority to interpret the RAA is in-
correct.

The Commission also correctly rejected IEU’s argument that the Commission lacks juris-
diction to interpret and %apply the RAA. The RAA states that it applies only in the absence of an
SCM. 134 FERC ¥ 61,039, at 2-3, Supp. 807-08. Here, the Capacity Order establishes an SCM.
Because the RAA expressly authorizes SCMs, it makes no sense to urge—as IEU does—that the
RAA constrains the ability of the Commission to establish a cost-based SCM. Nor does it make
any sense to argue that the Commission cannot interpret the RAA merely because it is a contract.
(IEU Br. 31-32.) IEU cites cases holding that the Commission cannot “adjudicate controversies
between parties as to contract rights,” or “determine legal rights and liabilities.” (/d at 31.) But
those cases do not involve contracts filed and approved as regulatory tariffs. IEU’s position
would preclude the Commission and this Court from reviewing every agreement by parties filed
with the Commission as a stipulation. That is obviously not the law; this Court routinely adjudi-
cates stipulations filed with the Commission. See, e.g., Constellation NewEnergy, Inc. v. Pub.
Util. Comm., 104 Ohio St.3d 530, 2004-Ohio-6767, 826 N.E.2d 885, 9 49. IEU’s arguments to

the contrary should be rejected.
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Proposition of Law Ne. II: The Commission has authority to establish an SCM directing
AEP Ohio to continue to charge CRES providers like FES a market-based, RPM price for
capacity based on the RPM auction. [FES Prop. 11]

FES raises five challenges to the Commission’s authority. None has merit. The price the
Commission established for AEP Ohio to charge CRES providers is the RPM price that FES it-
self advocated in the underlying proceeding. And any challenge to the Commission’s cost defer-
ral should be addressed in the Company’s ESP [] case, where rate recovery issues were decided:
FES’s attempts to challenge the deferrals in this case are premature. See Prop. V. A, pp 30-32,
infra. They are, in any event, unmeritorious. |

A. The capacity AEP Ohio supplies to CRES providers is not “competitive retail elec-
tric service” and does not produce “transition revenue.”

FES contends that the wholesale capacity service that AEP Ohio provides to competitive
suppliers is a “competitive retail generation service” under Ohio law, and that generation assets
are not subject to cost-of-service regulation. (FES Br. at 26-29.) The Commission properly con-
cluded that capacity service is not a “retail electric service” at all. Capacity Order at 13, IEU
Appx. at 57; see Prop. II1.C, infra. AEP Ohio’s capacity service, moreover, is plainly not com-
petitive: It is provided by only one entity in the market (AEP Ohio, given its FRR status) and
thus is the antithesis of a “competitive” service. Indeed, no party below even challenged the facts
underlying Commissioner Roberto’s conclusion in her concurring opinion that the wholesale ca-
pacity service at issue is noncompetitive. Capacity Case, July 2, 2012 Concurring aﬁd Dissenting
Opinion of Commissioner Cheryl L. Roberto, at 2, IEU Appx. at 87. |

While acknowledging that the transition to a fully competitive market “has not been an
easy‘one,” FES mischaracterizes the SCM as impermissibly giving AEP Ohio transition reve-

nues. (FES Br. at 27-28.) But establishing a wholesale capacity price does not involve the retail
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generation transition charges addressed by R.C. 4928.40—which were applicable only from
2001-2005 and which the Company agreed to forgo as part of the settlement of its electric transi-
tion plan proceeding (PUCO Case No. 99-1729-EL-ETP, et al.). This proceeding involves estab-
lishing a wholesale capacity price given AEP’s status as a wholesale FRR supplier. The issue of
whether AEP Ohio could recover stranded asset value from retail customers is distinct from es-
tablishing a wholesale capacity price that permits AEP Ohio’s competitors to use its capacity.
Besides, any assertion that AEP Ohio cannot recover its capacity costs through a wholesale rate
would conflict with the FERC-approved RAA and be preempted under the Federal Power Act.

The Commuission properly rejected the “improper transition cost” argument. It explained
- that “transition costs are retail costs that, among meeting other criteria, are directly assignable or
allocable to retail electric generation service provided to electric consumers in this state.” Re-
hearing Entry at 19, IEU Appx. at 108. AEP Ohio’s provision of capacity to CRES providers, by
contrast, “is not a retail electric service” because it “is not provided directly by AEP Ohio to re-
tail customers, but is rather a wholesale transaction between the Company and CRES providers.”
ld. at 19-20, IEU Appx. at 108-109. Thus, “[blecause AEP Ohio’s capacity costs are not directly
assignable or allocable to retail electric generation service,” the Commission correctly deter-
mined that they are “not transition costs by definition.” /d. at 20, IEU Appx. at 109.

This Court should also reject FES’s misguided claim. The Commission’s establishment
of an SCM requiring CRES providers to pay RPM prices is not an impermissible attempt to se-
cure transition revenues or abuse market power. Given that CRES providers such as FES will
pay AEP Ohio a market-based price for capacity pursuant to the Commission’s orders, it is an

approptiate step in promoting the competitive market contemplated by the General Assembly.
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B. Capacity is not a “retail concept.”

FES complains that AEP Ohio’s capacity service cannot be a “wholesale” service outside
the scope of R.C. 4928.01(A)(27) because, according to FES, “capacity is a retail concept in
Ohiov.” (FES Br. at 29-32.) But the Commission correctly determined that the capacity service at
issue here is not a retail electric service. It is “more appropriately characterized as an intrastate
wholesale matter between AEP Ohio and each CRES provider operating in the Company’s ser-
vice territory.” Capacity Order at 13, IEU Appx. at 57. As explained below (Prop. IIL.C.1, infra,
at 22-23), that conclusion is unassailable: AEP Ohio provides that service to CRES providers—
not to retail ratepayers.

FES next argues that R.C. 4928.02, 4928.12, 4928.17, and 4928.37-.40 “would be ren-
dered mere surplusage” by the Commission’s interpretation of the phrase “retail electric service”
in R.C. 4928.01(A)27). (FES Br. at 29.) FES does not explain why this is so. In any event, the
Commission’s orders are consistent with the policies enumerated in R.C. 4928.02 and do not
render any of them “mere surplusage.” FES cites three statutes in support of its contention that
“Ohio law makes sparse mention of capacity, but when it does it unites capacity with energy as
the retail product sold to consumers.” (FES Br. at 31, citing R.C. 4928.142(C),
4928.143(B)(2)(a), and 4928.20(J).) But all three of those statutes are found in the Chapter of the
Revised Code concerning competitive retail electric service, and the wholesale capacity service

sold to CRES providers is neither competitive nor retail.

I its Post-Hearing Briefs filed with the Commission, AEP Ohio discussed how a cost-based
capacity rate advances State policy objectives, including the policy to “[e]nsure the availability
to consumers of adequate, reliable, safe, efficient, nondiscriminatory, and reasonably priced re-
tail electric service.” R.C. 4928.02(A). (See AEP Ohio Initial Post-Hearing Br. at 16-22 (May 23,
2012), Supp. at 620-26; AEP Ohio Reply Post-Hearing Br. at 7-12 (May 30, 2012), Supp. at 311-
16.) FES takes issue with none of those showings.
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C. The Commission properly considered the Company’s return-on-equity projections
in support of its Orders.

As the Commission noted in its July 2 Order, the auction rate then in efféct was “substan-
tially below all estimates provided by the parties regarding [AEP Ohio’s] cost of capacity.” Ca-
pacity Order at 23, JEU Appx. at 67. If RPM-based capacity pricing were adopted, the Commis-
sion found, Ohio “may earn an unusually low return on equity of 7.6 percent in 2012 and 2.4
percent in 2013, with a loss of $240 million between 2012 and 2013.” /d. FES argues that, in cal-
culating AEP Ohio’s anticipated return on equity, thé Commission looked to “returns on equity
for its combined operations—distribution and generation.” (FES Br. at 32). That, FES com-
plains, “violates the separation mandate of Section 4928.17, Revised Code.” Id,

That complaint misses the mark. For the two years relevant to these projections (2012-
2013), the generating assets included in the equity projections were still owned by AEP Ohio and
had not yet been separated into assets of AEP Genco. And even after corporate separation, the
capacity and energy from the same generation plants used to serve the non-shopping customers
remained committed based on a FERC-approved contract between AEP Ohio and its generation
affiliate to continue support of the standard service offer through 2015. The U.S. Supreme Court
has held that public utility companies must be compensated for the costs incurred in providing
service. FERC v. Hope Natural Gas Co., 320 U.S. 591 (1944); Bluefield Water Works & Im-
provement Co. v. Pub. Serv. Comm’n. of W.Va., 262 U.S. 679 (1923). And the rate AEP Ohio
will pay for capacity service after corporate separation will be $188.88/MW-day. As such, it was

entirely proper for the Commission to rely on that evidence.
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D. FES’s focus on the benefits of RPM ignores that the Commission directed AEP Ohio
to continue to charge RPM prices. '

FES also argues that RPM prices are “the best indicators of the market price for capacity”
and “overwhelmingly supported by the record testimony.” (FES Br. at 33.) Given that the Com-
mission did direct AEP Ohio to charge CRES providers the RPM price for capacity, FES’s ar-
gument fails. And although FES contends that the “Order granting AEP Ohio additional revenue
above the RPM should be reversed” (id.), there are two fundamental flaws in that argument.
First, as a CRES provider paying only RPM prices for capacity under the Commission’s orders,
FES is not harmed and should not be permitted to complain about other charges paid not by FES
but By others because it does not have a personal stake in the outcome of the controversy. Senior
Citizens Coalition v. Pub. Util. Comm., 40 Ohio St.3d 329, 533 N.E.2d 353 (1988); Fed. Home
Loan Mortg. Corp. v. Schwartzwald, 134 Ohio $t.3d 13, 2012-Ohio-5017, 979 N.E.2d 1214, 99
21-23. Second, FES’s challenge of the deferral for costs above the RPM level should not be
heard here. Finally, the arguments lack merit as explained below (Prop. V, infra at 32-39).

E. AEP Ohio’s planned corporate separation does not render the Commission’s Orders
unreasonable or unlawful.

FES also complains that the Commission’s orders are improper in light of AEP Ohio’s
planned corporate separation by the end of 2013. (FES Br. at 34-35.) FES contends that, even if
the Commission had authority to establish an SCM for AEP Ohio, it has no authority to do so for
AEP Genco, because the generation assets on which the $188.88/MW-day price is Based will no
longer be owned by AEP Ohio. (/d.) Quoting its own wiiness, FES posits that AEP Genco’s re-
ceipt of “above-market, guaranteed capacity revenues would be a clear anti-competitive subsidy”

and ““form of price discrimination.”” (Id. at 35.) Those contentions lack merit.
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FES advanced the same arguments in contesting the ESP I7 decision and FES is advanc-
ing the same arguments on appeal from that case.” The arguments are meritless. Generation
revenues appropriately follow the generation assets from AEP Ohio to AEP Genco, particularly
since AEP Genco will operate those assets to support the SSO. The assets being transferred con-
tinue to be committed to utility service; that use requires financial compensation. The revenues
simply allow AEP Ohio to pay AEP Genco for capacity to meet its FRR commitment pursuant to
a FERC-approved power supply agreement. Without the revenues, AEP Genco needed such as-
surances in order to proceed with the transaction. FES’s misguided arguments regarding AEP
Ohio’s planned corporate separation should be rejected, as the Commission properly did in the
ESP 1] case.

Proposition of Law No. IHI: The Commission correctly rejected IEU’s challenges to the
Commission’s jurisdiction to establish an SCM and OCC’s overly restrictive interpretation
of jurisdiction under R.C. 4905.26. [IEU Prop. I and Prop. II; OCC Prop. ]]

IEU challenges the Commission’s jurisdiction, arguing that capacity service is a competi-
tive retail electric service that the Commission may only regulate under R.C. 4928.141 through
4928.144. (IEU Br. at 19-28.) According to IEU, the Commission may not rely on R.C. Chapters
4905 and 4909 to establish an SCM. (/d. at 29-31.) Relatedly, OCC claims the Commission
Jacked authority under R.C. 4905.26 because it allegedly failed to follow certain procedural re-
quirements. (OCC Br. at 13-19.) Those challenges all fail.

The Commission found “reasonable grounds” existed to initiate and pursue the investiga-

tion into AEP Ohio’s capacity charges, consistent with its authority under R.C. 4905.26:

° FES has included the argument in its May 28, 2013 Notice of Appeal in the ESP II case, S.Ct.
Case No. 2013-521, and in its ESP /I Merit Brief (at pp. 30-33).
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We believe that the Initial Entry provided sufficient indication of the Commis-
sion's finding of reasonable grounds for complaint that AEP-Ohio's capacity
charge may be unjust or unreasonable. We agree with AEP-Ohio that there is no
precedent requiring the Commission to use rote words tracking the exact language
of the statute in every complaint proceeding. In any event, to the extent necessary,
the Commission clarifies that there were reasonable grounds for complaint that
AEP-Ohio's proposed capacity charge may have been unjust or unreasonable.

Second Rehearing Entry at 9, FES Appx. at 144. The Commission is correct that its jurisdiction
does not turn on whether it recites a specific phrase at a particular stage lof the proceeding; rather,
it is based on whether the substantive nature of its actions are based on law and the record. As
this Court has found, the Commission has considerable authority under R.C. 4905.26 to initiate
proceedings to investigate the reasonablenes; of any rate or charge and impose new utility rates
or change existing rates of a public utility. Consumers’ Counsel v. Pub. Util. Comm., 110 Ohio
St.3d 394, 2006-Ohio-4706, 853 N.E.2d 1153, 9 29, 32. See, e.g., Alinet Communications
Sefvs._. Inc. v. Pub. Util. Comm., 32 Ohio St.3d 115, 117, 512 N.E.2d 350 (1987) (“R.C. 4905.26
is broad in scope as to what kinds of matters may be raised by complaint before the PUCO.) The
Commission properly asserted jurisdiction over this case based on R.C. 4905.26 and the Appel-
lant’s jurisdictioﬁal challenges should be rejected.
A. The Commission’s determination of its own jurisdiction is entitled to deference.
This Court has long deferred to the Commission’s determination of its own jurisdiction.
E.g., State ex rel. Cleveland Elec. llluminating Co. v. Pub. Util. Comm., 173 Ohio St. 450, 452,
183 N.E.2d 782 (1962). The U.S. Supreme Court recently confirmed that an agency’s interpreta-

tion of a statutory ambiguity concerning the scope of its regulatory authority is entitled to defer-
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ence. City of Arlington v. FCC, 133 S. Ct. 1863, 1871-1872 (2013). IEU’s jurisdictional chal-
lenges must be reviewed through this deferential lens.’
B. The factual premise of IEU’s jurisdictional challenges is inaccurate.

As a preliminary matter, IEU posits that the Commission “is prohibited from . . . applying
cost-based ratemaking principles” (IEU Merit Br. at 19) “to increase the capacity-related com-
pensation that AEP Ohio receives from CRES providers.” ({d. at 29.) But in the final decision the
Commission’s orders did not change the rate that CRES providers paid for capacity prior to
commencement of the investigation. Rather, the Commission directed AEP Ohio to continue to
charge CRES providers the RPM price. Capacity Order at 23, IEU Appx. at 67. The very prem- ‘
ise of IEU’s jurisdictional challenges, which is that the Commission improperly “increased” the
price for capacity that AEP Ohio provides to CRES providers, is incorrect. (IEU Merit Br. at 29).
In fact, the RPM rate is now lower than it was when the Capacity Case began. In light of the def-
erence due an agency’s jurisdictional determinations, this Court should hesitate to question the
Commission’s authority to act where the challenging party mischaracterizes the nature of the ac-
tion actually taken. |

C. Appellants mischaracterize the capacity service as a competitive retail—not whole-
sale—service, misinterpret R.C. Chapters 4905 and 4909, and misconstrue the
Commission’s authority under the RAA.

IEU’s arguments lack merit in any event.

® The deference granted to the Commission’s determination of its own jurisdiction, and the
shortcomings on the merits of IEU’s jurisdictional challenges, are further reflected in this Court’s
recent rejection of IEU’s invocation of the Court’s extraordinary writ powers to challenge the
Commission’s jurisdiction to proceed in the Capacity Case. State ex rel. Indus. Energy Users-
Ohio v. Pub. Util. Comm., 135 Ohio St.3d 367, 2013-Ohio-1472, 987 N.E.2d 645. If this Court
agreed with the merits of IEUs dubious jurisdictional challenges, it could have issued the writs.
Instead, this Court summarily granted the Commission’s and AEP Ohio’s motions to dismiss. Jd,
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1. The Commission did not exceed its jurisdiction or “bypass” the requirements
of R.C. 4928.141 through 4928.144 because those statutes apply to “retail
electric service,” not to the wholesale capacity service at issue.

IEU argues that the Commission’s ratemaking authority over the capacity service at issue
is limited to R.C. 4928.141 through 4928.144. (See IEU Br. at 20-22). But that rests on two

flawed assumptions: (1) that the capacity service at issue here is a retail—rather than whole-

sale—service; and (2) that it is a competitive retail electric service. As the Commission correctly
determined, the capacity service that AEP Ohio furnishes to CRES providers is not a retail elec-
tric service. Capacily Order at 13, 22, IEU Appx. at 57, 66. IEU’s claim to the contrary belies
reality. The Commission considered the definition of “retail electric service” in R.C.
4928.01(A)(27) and reached the obvious conclusion that wholesale capacity service does not fit.
1d. This Court routinely gives considerable weight to the Commission’s expertise where “highly
specialized issues” are involved and where agency expertise would assist in discerning the intent
of the General Assembly. Consumers' Counsel v. Pub. Util. Comm., 58 Ohio St.2d 108, 110, 388
N.E.2d 1370 (1979). It should do so again here.

A retail electric service is “any service involved in supplying or arranging for the supply
of electricity to ultimate consumers in this state, from the point of generation to the point of con-
sumption.” R.C. 4928.01(A)(27). The capacity service at issue here is one that AEP Ohio pro-
vides not to “ultimate consumers,” but rather to CRES providers who then bundle that capacity
with other wholesale components so as to sell complete retail electric generation service to their
ultimate customers. “[A]lthough the capacity service benefits shopping customers in due course,
[those retail customers] are initially one step removed from the transaction, which is more ap-~
propriately characterized as an intrastate wholesale matter between AEP Ohio and each CRES

provider operating in the Company’s service territory.” Capacity Order at 13, IEU Appx. at 57.
22



The service at issue here, moreover, is not a “competitive” service. The Commission
found it “unnecessary to determine whether capacity service is considered a competitive or non-
competitive service under Chapter 4928, Revised Code.” Id. Nevertheless, it is clear that whole-
sale capacity is not “competitive.” As an FRR entity, AEP Ohio is obligated to provide capacity
resources sufficient to support all shopping load in its service territory. (AEP Ohio Ex. 105 at 8,
Supp. at 257; Tr. 11l at 662:2-3, Supp. at 580.) CRES providers who purchase capacity from AEP
Ohio testified that they are “(;aptive” to AEP Ohio and would otherwise have had to purchase
and commit capacity to serve retail customers more than three years in advance of delivery,
when they had few or no committed retail customers. (Exelon Ex. 101 at 8, Supp at 438; FES Ex.
103 at 8, 16-17, Supp. at 459, 467-68.) As Commissioner Roberto’s concurring opinion in the
Capacity Case recognized, “[n]o other entity may provide the service during the term of the cur-
rent AEP Ohio Fixed Resource Requirement Capacity Plan [through May 2015].” “apacity
Case, July 2, 2012 Concurring and Dissenting Opinion of Commissioner Cheryl L. Roberto, at 2,
IEU Appx. at 87. 1t is thus clear that capacity service is not “competitive.” Because the service is
a wholesale service, and because it is not “competitive,” R.C. Chapter 4928 is inapplicable and
cannot limit the Commission’s jurisdiction over the SCM. There is thus no merit to IEU’s con-

| tention that the Commission “bypassfed]” the requirements of R.C. 4928.141 through 4928.44.
(See TEU Br. at 23))

2. R.C. Chapters 4905 and 4909 support the Commission’s exercise of jurisdic-
tion, and the Commission’s actions were consistent with R.C. 4905.26.

IEU also asserts that R.C. Chapters 4905 and 4909 apply only to retail rates. (IEU Br. at
22-30.) But the Commission correctly determined that R.C. 4905 and 4909 apply to wholesale

services such as capacity service. See Second Rehearing Entry at 9, FES Appx. at 144. No provi-
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sion of Chapters 4905 or 4909 of the Revised Code prohibits the Commission from initiating a
review of or fixing a wholesale rate. Rather, Chapter 4905 grants the Commission broad “power
+ and jurisdiction to supervise and regulate public utilities” within the State. See, e.g., R.C.
4905.04, 4905.05, 4905.06. And Chapter 4909 endows the Commission with broad authority to
fix, alter, or suspend rates. See, e.g., R.C. 4909.03, 4909.16. If the General Assembly intended
either Chapter 4905 or 4909 to be limited only to retail rates, then it would have said so. See
Taylor v. City of London, 88 Ohio St.3d 137, 143, 2000-Ohio-278, 723 N.E.2d 1089; AT&T
Communications of Ohio, Inc. v. Ameritech Ohio, PUCO Case No. 96-336-TP-CSS, Opinion and
Order, at 17, 1997 Ohio PUCALEXIS 712, #43-44 (Sept. 18, 1 997y, Although the Commission’s
authority to regulate wholesale electric service is subservient to federal law, the FERC-approved
RAA authorizes the use of state compensation mechanisms, and FERC céncluded that the SCM
here is “consistent with the RAA.” FERC Order at ¥ 26, Supp. at 841.

IEU’s and OCC’s arguments regarding the Commission’s authority under R.C. 4905.26
also fail. IEU asserts that the Commission’s authority to investigate rates that may be “unjust,
unreasonable, unjustly discriminatory, unjustly preferential, or in violation of law” does not pro-
vide it with power to establish an SCM. (IEU Br. at 23.) OCC argues that the Commission must
make an explicit finding regarding an existing rate’s unjustness or unreasonableness before pro-

ceeding under R.C. 4905.26. (OCC Br. 13-19.) This Court’s rulings that the Commission has

7 This Court has repeatedly emphasized the Commission’s authority to address wholesale charg-
es under R.C. Chapter 4905. See, e.g., AT&T Communications of Ohio, Inc. v. Pub. Util. Comm.,
88 Ohio St.3d 549, 2000-Ohio-423, 728 N.E.2d 371 (complaint regarding wholesale interstate
carrier access); Time Warner AxSv. Pub. Util. Comm., et al., 75 Ohio St.3d 229, 235-236, 661
N.E.2d 1097 (1996) (Commission has authority to regulate basic local exchange service under
R.C. Title 49, including wholesale network access to competing long-distance carriers); MCI
Telecommunications Corp. v. Pub. Util. Comm., 38 Ohio St.3d 266, 527 N.E.2d 777 (1988) (af-
firming Commission order setting transition plan for wholesale access charge).
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broad aﬁfhority to change rates pursuant to R.C. 4905.26 are flatly to the contrary. See Ohio
Consumers’ Counsel, 2006-Ohio-4706, at 4 29, citing Lucas Cty. Commws. v. Pub. Util. Comm:.,
80 Ohio St.3d 344, 347, 686 N.E.2d 501 (1997) (“Pursuant to R.C. 4905.26 * * *_the commis-
sion may conduct an investigation and hearing, and fix new rates to be substituted for existing
rates, if it determines that the rates charged by the utility are unjust and unreasonable™); Allnet
Communications Servs., Inc., 32 Ohio St.3d at 117.

IEU asserts that, under Lucas Cty. Commyrs. and Ohio Util. Co. v. Pub. Util. Comm. 58
Ohio 5t.2d 153, 389 N.E.2d 483 (1979), the Commission lacks authority to establish an SCM
based on R.C. 4905.26 (IEU Br. at 23-24.) But Lucas Cty. Commrs. recognized that the Com-
mission has broad ratemaking authority under R.C. 4905.26, holding only that the statute does
not authorize the Commission to “order refunds or service credits to customers based on expired
rate programs.” (Emphasis added.) Lucas Cty. Commrs., 80 Ohio St.3d at 347. Because the rates
for capacity at issue here have not expired, that narrow holding is not applicable. Moreover,
IEU’s argument that Ohio Util. Co. limits the Commission’s authority under R.C. 4905.26 can-
not be reconciled with the opinion’s statement that R.C. 4905.26 authorizes the Commission to
set new rates “[i]f after an investigation and hearing pursuant to [R.C. 4905.26], the commission
determines that existing rates are unjust or unreasonable.” Ohio Util. Co., 58 Ohio St.2d at 157.
IEU essentially asks this Court to find that the Commission has broad authority to conduct pro-
ceedings under R.C. 4905.26, but is nearly without authority to fashion relief under the same
statute. Such a narrow interpretation of R.C. 4905.26 would “strip| ] it of its usefulness,” Ohio
Ulil. Co., 58 Ohio St.2d at 157, and conflict with both the language of the statute and this Court’s

cases interpreting the Commission’s authority under that provision.
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OCC seeks to strip the complaint statute of its utility by imposing a requirement that the
Commission issue an order declaring that it finds reasonable grounds for complaint before it can
begin a proceeding under R.C. 4905.26. (OCC Br. at 13-19.) But the statute does not contain
any such requirement, and neither this Court nor the Commission has ever recognized one. Such
a holding would place form over substance and disregard the Commission’s broad oversight over
utility rates and the management of its docket. Moreover, when the Commission opened its in-

vestigation, it found that the existing capacity pricing mechanism risked an unjust and unreason-

able result for AEP Ohio (R. 459 at 18, OCC Appx 7.) Such a finding satisfies the Com-
mission’s requiremen‘g to ensure that nothing under its purview is, as the langqage inR.C.
4905.26 states, “in any respect” unjust or unreasonable.

Like the case law IEU cites, the case law OCC invokes is inapposite. Qhio Util. Co. re-
quires that there be “reasonable grounds™ to consider a matter under R.C. 4905.26, not that those
grounds must be put into an entry in a specific manner at a specific time. See Ohio Util. Co., 58
Ohio St.2d at 157. Western Reserve also does not require the Commission to make any explicit
prerequisite finding of reasonable grounds for complaint. See Western Reserve 1 ransit Authority
v. Pub. Util. Comm., 39 Ohio St.2d 16, 313 N.E.2d 811 (1974). In that case, the Court reversed
the Commission’s dismissal of a case before holding a hearing, but after the Commission issued
an entry finding that reasonable grounds for complaint “may exist.” /d. at 19. The Court then or-
dered the Commission not to make an explicit finding of reasonable grounds for complaint, but

10 hold a hearing—which the Commission has done here. Jd. Neither case that OCC cites sup-

ports its overly restrictive interpretation of R.C. 4905.26.

26



3. EU misconstrues the Commission’s authority under the RAA and, in any
event, failed to preserve the issue for appeal.

IEU contends that “the RAA does not provide the Commission any authority to invent a
cost-based ratemaking methodology” for “capacity-related compensation.” (IEU Br. at 28) IEU
failed to raise this argument in any application for rehearing; thus, the argument is not properly
before thé Court. (See Cameron Creek Apts. v. Columbia Gas of Ohio, Inc., Slip Op. No. 2013-
Ohio-3705, 9923-24 (failure to specify claim on rehearing “deprives this court of jurisdiction”
over the claim).) Besides, the RAA contemplates that pricing for an FRR entity’s capacity may
be determined through an SCM-—it expressly endorses state compensation mechanisms—which
supports the Commission’s establishment of such a mechanism. Capacity Order at 7, 1IEU Appx.
at 51. And, as discussed above, Ohio law provides the Commission authority to establish capaci-
ty charges, eliminating any need to look to the RAA for that authority.

At bottom, Appellants cannot avoid this Court’s long line of authority recognizing the
Commission’s broad regulatory authority over public utilities. There can be no doubt that the
General Assembly has spoken broadly about that jurisdiction. E.g., Corrigan v. lituminating Co.,
122 Ohio St.3d 265, 2009-Ohio-2524, 910 N.E.2d 1009, § 8 (“This ‘jurisdiction specifically con-
ferred by statute upon the Public Utilities Commission over public utilities of the state * * * is so
complete, comprehensive and adequate as to warrant the conclusion that it is likewise exclu-
stve.””), quoting State ex rel. Northern Ohio Tel. Co. v. Winter, 23 Ohio $t.2d 6, 260 N.E.2d 827
(1970). This Court has described the Commission’s wide-ranging authority over public utilities
as “broad and complete.” Kazmaier Supermarket, Inc. v. Toledo Edison Co., 61 Ohio St.3d 147,
150-151, 573 N.E.2d 655 (1991). As the Court explained:

R.C. Title 49 sets forth a detailed statutory framework for the regulation of utility
service and the fixation of rates charged by public utilities to their customers. As
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part of that scheme, the legislature created the Public Utilities Commission and
empowered it with broad authority to administer and enforce the provisions of Ti-
tie 49.
ld. at 150. Indeed, “there is perhaps no field of business subject to greater statutory and govern-
mental control than that of the public utility.” /4. In light of this, it would be exceptional for this

Court to conclude that the Commission lacks jurisdiction over the capacity rates at issue.

Proposition Of Law No.IV: The Commission correctly determined that a full base rate
case proceeding was not required here. [IEU Prop. IV; FES Prop. I11]

In its Prop. IV, IEU contends that the Commission’s Capacity orders are unreasonable
and unlawful because the Commission did not conduct a full-blown base rate case pursuant to
R.C. Chapter 4909, (IEU Br. at 32-35.) FES makes a similar claim in barts (1) and (2) of its
Prop. III. (FES Br. at 26-32.) Those arguments lack merit.ﬂ Again, the Commission established
RPM as the wholesale price that CRES providers would pay for capacity; the Cmﬁmission did
not set retail rates for the recovery of deferred costs.

The Court will review IEU Prop. IV and FES Prop. III (1) and (2) in vain for citation to
precedent from this or any other court suppoﬁing the theory that a full-blown traditional base
rate case proceeding was required here, where the Commission did not actually set base rates. As
this Court has recognized, the Commission is vested with broad discretion to manage its dockets
and to decide how it may best proceed to manage the orderly flow of its business. Toledo Coali-
tion for Safe Energy v. Pub. Util. Comm., 69 Ohio St.2d 559, 560, 433 N.E.2d 212 (1982). And
as the Commission correctly recognized, strict adherence to the procedural and substantive re-
quirements applicable to a base rate proceeding was not required here because the Commission’s
investigation was not a traditional base rate case. Rehearing Entry at 54., IEU Appx. at 143.

Here, the Commission (not a base rate applicant) initiated the proceeding in response to AEP
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Ohio’s FERC filing to review the capacity charge associated with AEP Ohio’s FRR obligations.
Moreover, as discussed above, R.C. 4905.26 authorized the Commission to do so. That statute
requires only that the Commission hold a hearing and provide notice. See R.C. 4905.26. The
Commission conducted its proceeding in full compliance with those requirements. It permitted
extensive discovery, written and oral testimony, cross-examination, voluminous hearing exhibits,
and additional argument through briefing. The massive record before this Court confirms that the
adjudicatory process was more than sufficient. |

Moreover, the proceeding below could properly be construed as a “first filing” of rates
for a service not previously addressed in a Commission~appr0ved tariff. R.C. 4909.18. Such a
“first filing” does not require any hearing, much less the extensive hearings that the Commission
condﬁcted, in which IEU fully and actively participated. Id.; see also Consumers’ Counsel, 2006-
Ohio-5789, at 918 (the notice, investigation, and hearing requirements of R.C. Chapter 4909 ap-
ply only to applications for a rate increase pursuant to R.C. 4909.18 and the Commission has
discretion to determine whether a rate increase is sought and a hearing necessary). Nor does such
a “first filing” require the application of a rate base, rate-of-return, cost methodology. Ohio Do-
mestic Violence Network v. Pub. Util. Comm., 70 Ohio St.3d 311, 323, 638 N.E.2d 1012 (1994).

Proposition of Law No. V: Appellants’ challenges to the Commission’s grant of an ac-
counting deferral for certain of AEP Ohio’s capacity-related costs are without merit. [OCC
Prop. II and Prop. I1L; IEU Prop. V]

The Court has long recognized the Commission’s substantial authority and discretion to
implement regulatory accounting deferrals:

R.C. 4905.13 grants the commission authority to establish a system of accounts
for public utilities and to prescribe the manner in which the accounts must be
kept. We have recognized the commission’s discretion under R.C. 4905.13 and
have held that we “generally will not interfere with the accounting practices set by
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the commission.” Consumers’ Counsel v. Pub. Util. Comm. (1987), 32 Ohio St.3d
263, 271. 513 N.E.2d 243. Moreover, we have stated that where, as here, “a stat-
ute does not prescribe a particular formula, the PUCO is vested with broad discre-
tion.” Payphone Assn. of Ohio v. Pub. Util. Comm., 109 Ohio St.3d 453, 2006-
Ohio-2988, 849 N.E.2d 4, at § 25, citing Columbus v. Pub. Util. Comm. (1984),
10 Ohio St.3d 23,24, 10 OBR 175,460 N.E.2d 1117.

Elyria Foundry Co. v. Pub. Util. Comm., 114 Ohio St.3d 305, 2007-Ohio-4164, 871 N.E.2d
1176, 9 18. For that reason alone, Appellants’ arguments fail.

Further, the Court has recognized that the Commission’s authority over utility accounting
pursuant to R.C. 4905.13 is distinct from its ratemaking authority. Id ; Consumers’ Counsel v.
Pub. Util. Comm., 6 Ohio St.3d 377, 378-79, 453 N.E.2d 673 (1983). This Court consistently

| refuses to interfere with accounting practices establishe.d by the Commission when the account-
ing procedure does not affect current rates and the ratemaking effect of the accounting order will
be reviewed later. See Elyria Foundry, 2007-Ohio-4164, at 4 18; Consumers’ Counsel v. Pub.
Util. Comm.. 63 Ohio St.3d 522, 524, 589 N.E.2d 1267 (1992); Consumers’ Counsel v. Pub. Util.
Comm., 32 Ohio St.3d 263, 271, 513 N.E.2d 243 (1987); Consumers’ Counsel v. Pub, Util.
Comm., 6 Ohio St.3d 377 (1983). None of Appellants” challenges to the accounting deferral
demonstrates harm arising from a violation of Ohio law. As demonstrated below, each challenge
1s premature and meritless.

A. Appellants’ challenges to the ratemaking decision involving the deferred capacity
costs are premature and should be heard in Case No. 2013-521. [OCC Prop. Il and
Prop. HI; IEU Prop. V]

OCC maintains that the accounting order results in harm to retail customers, relying on
this Court’s decision in Elyria Foundry. (OCC Br. at 24-26.) But there was no harm to ratepayers

from the accounting deferral authorization here. And the Commission’s decision did no more
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than approve the accounting deferrals; it did not conclusively determine the ratemaking issues
being challenged by OCC and IEU. The Commission’s Capacity Order was clear on this point:

Further, the Commission will authorize AEP Ohio to modify its accounting pro-
cedures, pursuant to Section 4905.13, Revised Code, to defer incurred capacity
costs not recovered from CRES provider billings during the ESP period to the ex-
tent that the total incurred capacity costs do not exceed the capacity pricing that
we approve below. Moreover, the Commission notes that we will establish an ap-
propriate recovery mechanism for such deferred costs and address any additional
financial considerations in the [ESP 1] proceeding.

Capacity Order at 24, IEU Appx. at 68.

The ratemaking issues challenged by OCC and IEU were not resolved in the decision be-
low. They were resolved instead in the ESP I decision that is subject to a separate appeal in
Case No. 2013-521. The Commission made that clear yet again when it responded to OCC’s ap-
plication for rehearing on the accounting deferral (OCC AFR at 16-25 (Aug.1, 2012), OCC
Appx. at 69-75.) Rejecting OCC’s efforts to inject those ratemaking matters into this case, the
Commission explained that its decision had not resolved them and they were, as a result, “prema-
turely raised.” Rehearing Entry at 5.1, IEU Appx. at 140, It explained that “[t}he Capacity Order
did not address the deferral recovery mechanism™ and reiterated that it would establish “an ap-
propriate recovery mechanism” and address “any other financial considerations” in the £ESP I7
case. Id. Because OCC advances premature ratemaking challenges, they should be deferred to
Case No. 2013-521 where this Court will review the separate ratemaking order.

OCC nonetheless argues that its challenge is not premature, invoking Elyria Foundry.
(OCC Br. at 25-26.) But this Court in Elyria Foundry found that the accounting deferral “was not
merely an accounting order” because it made certain determinations that were “conclusive for

ratemaking purposes” and “violated R.C. 4928.02(G).” Elyria Foundry, 2007-Ohio-4164, at ¥
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57. As shown above, however, the Commission here clearly stated that it was not deciding the
ratemaking issues as part of its decision authorizing the accounting deferrals. Capacity Order at
23, IEU Appx. at 67; Rehearing Entry at 38, IEU Appx. at 127. And the Commission explicitly
found that OCC’s ratemaking complaints were a premature attempt to anticipate the ESP 1/ deci-
sion. Rehearing Entry at 51, IEU Appx. 140.

Were the Court to conclude that the accounting deferral authorization somehow consti-
tutes a ratemaking determination that causes harm to Appellants, it should defer consideration of
the underlying legal issues to Case No. 2013-521. Because the decision below did not affect a
substantial right of appellants (bécause the ratemaking issues were resolved in the separate £SP
II proceeding), the Court can avoid piecemeal appeals by resolving the ratemaking disputes in
Case No. 2013-521. See Cincinnati v. Pub. Util. Comm., 63 Ohio St.3d 366, 368-69, 598.N.E.2d
775 (1992) (dismissing ratemaking claims raised on appeal from an accounting order because of
a separate rate case pending that afforded appellants an opportunity to challenge the final rate
determination); Senior Citizens Codlition, 40 Ohio St.3d 329.

B. The accounting deferral does not create an unlawful subsidy or require customers to
“pay twice” for capacity service, and Appellants’ other improper attempts to sec-
ond-guess the Commission’s rate design expertise should be rejected. [OCC Prop.
11, Prop. I11.A and Prop. II1.C; IEU Prop. V.2 and Prop. V.5]

Appellants® claims about pricing are both premature and without merit.

1. There is no unlawful double payment or overpayment for capacity. [OCC
Prop. I1; IEU Prop. V.5)

OCC claims that both shopping and non-shopping customers will be forced to pay twice
for capacity service as a result of the accounting deferral. (OCC Br. at 19-20.) IEU similarly ar-
gues that non-shopping customers overpay to the extent that the bundled SSO generation rate

incorporates a capacity charge higher than the cost-based rate adopted below for shopping cus-
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tomers. (IEU Br. at 41-42.) In addition to being premature ratemaking challenges that are be-
yond the scope of this appeal, those arguments are both incorrect.

First, the embedded capacity component of SSO generation service is distinct from the
unbundled capacity service provided to CRES providers to support shopping. The fact that two

different charges might apply to two different services—both of which broadly relate to capaci-

distinctions between wholesale capacity (supporting shopping customers) and retail SSO service

(to non-shopping customers), along with the full rationale supporting the retail charges, were fur-
ther explained in the ESP /I decision. But that decision should only be reviewed by this Court in

Case No. 2013-521.

Second, the Commission’s ability to implement nonbypassable charges in connection
with approving an electric distribution utility’s SSO generation rate plan (to be addressed in Case
No. 2013-521) will eliminate any basis for challenging the accounting deferral associated with
those charges. If the Commission can authorize recovery of the charges from all customers, then
the accounting deferral pending the development of that recovery method is lawful as well. Con-
sumers’ Counsel, 2006-Ohio-5789, at 438 (so long as the Commission has ratemaking authority
to reflect the underlying costs in utility rates, it also has authority to implement the preliminary
and “smaller step” of allowing an accounting deferral). For that reason too, the ratemaking mat-
ters should be addressed by this Court only in reviewing the ratemaking decision, not the ac-
counting deferral decision below.

Third, OCC ignores and defies the record in contending that non-shopping customers pay
something for nothing when they contribute toward recovery of the accounting deferral. Al cus-

tomers benefir from the opportunity to shop for generation service, not just those who actually
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shop. The Commission correctly found that the accounting deferral was necessary in order to
promote competition:

In short, the record reveals that RPM-based capacity pricing would be insufficient
to yield reasonable compensation for AEP Ohio’s provision of capacity * * *
However, the Commission also recognizes that RPM-based capacity pricing will
further the development of competition in the market * * * which is one of our
primary objectives in this proceeding. * * * For that reason, the Commission di-
rects AEP Ohio to charge CRES providers the adjusted final zonal PJM RPM rate
* * * ] Further. the Commission will authorize AEP Ohio to modify its account-
ing procedures, pursuant to Section 4905.13, Revised Code, to defer incurred ca-
pacity costs not recovered from CRES provider billings during the ESP period to
the extent that the total incurred capacity costs do not exceed the capacity pricing
that we approve below.

Capacity Order at 23, IEU Appx. at 57. Thus, the accounting deferral was adopted to benefit
non-shopping customers who stand to benefit from a more competitive market as well. Besides,
all customers will pay the non-bypassable charge (SSO customers and CRES customers) needed
to support the capacity service they benefit from. The Commission determined that under the
SCM, no one gets something for nothing and no one pays for something they do not receive; Ap-
pellants” challenge to that determination is not a matter of law but simply an attempt to improp-
erly second guess the Commission by invading its discretion and expertise. In any case, the ulti-
mate question of whether and Which ratepayers should be charged for the capacity deferral (and
on what basis) was addressed by the Commission in the ESP II decision—which this Court will
review in Case No. 2013-521.

2. There is no unlawful anti-competitive subsidy under R.C. 4928.02(H). [OCC
Prop. IIL.A; IEU Prop. V.2]

OCC Prop. IILA argues that the accounting deferral creates an unlawful subsidy of a

wholesale competitive service through retail customers. (OCC Br. at 20-24.) Similarly, IEU
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Prop. V.2 maintains that the accounting deferral creates an anti-competitive subsidy in violation
of R.C. 4928.02(H). (IEU Br. at 38-39.) These arguments mischaracterize the decision below.

As an initial matter, R.C. 4928.02(H) applies only to subsidies to a competitive retail
electric service. OCC’s argument thus could not have merit unless the capacity service being
priced here were both retail and competitive. See OCC Br. at 22. As AEP Ohio explained, how-
ever, the service priced below was neither retail nor competitive. There is simply no reasonable
way to characterize AEP Ohio’s exclusive obligation to provide capacity resources to support
both shopping and non-shopping load as competitive.

OCC also argues that, becaqse the capacity costs originated as part of a wholesale trans-
action and are ultimately recovered through retail rates, the decision violates R.C. 4928.02(LY’s
policy for protecting at-risk populations. (OCC Br. at 23-24.) OCC’s application of the phrase
“at-risk populations” is nonsensical; the statutory language could not possibly have been intend-
ed to refer to all customers. Nonetheless, the decision will benefit all customers by promoting
competition and ensuring that AEP Ohio will have sufficient compensation to provide capacity
service. The raison d etre for the Commission decision to charge CRES providers a lower capac-
ity rate (and, by extension, the accounting deferral to make AEP Ohio whole) was to promote
competition, not destroy it. See, e.g., Capacity Order at 23-24, 33, 35, IEU Appx. at 67-68, 77,
79; Rehearing Entry at 6, 40, 42, IEU Appx. at 95, 129, 131. This Court, moreover, recently
sanctioned an accounting deferral to recover wholesale transmission costs imposed under federal
law upon retail customers, even though the costs were incurred during a period when generation
rates were to remain frozen. Consumers’ Counsel, 2006-Ohio-5789, at 9 46. And this Court has
explained—in the very context of the Commission interpreting other R.C. Title 49 provisions

when implementing accounting authority—*“due deference should be given to statutory interpre-
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tations by an agency that has accumulated substantial expertise and to which the General Assem-
bly has delegated enforcement responsibility.” Id. at 9§ 41. That time-tested principle should be
followed here. |

Finally, the Court has long recognized that the Commission has flexibility to promote
. competition using reasonable distinctions and rate designs. Even before S.B. 221°s second wave
of electric restructuring, it was lawful under S.B. 3 to implement shopping credits that reduced
the utility’s charges to some customers in order to promote shopping. As this Court described the
shopping credits approved by the Commission under S.B. 3:

Shopping credits are a deduction against [the utility’s] own generation charges on
the bills of customers who switch to a competitive supplier for their generatién"
services. Customers may also avoid paying a portion of the rate-stabilization
charge if they commit to obtaining electric generation from another supplier. The
credits are designed to encourage customer shopping for energy generation sup-
plied by a competitive retail electric service.

Consumers’ Counsel v. Pub. Util. Comm., 109 Ohio St. 3d 328, 2006-Ohio-2110, 847 N.E.2d
1184, 4 21 (internal citations omitted). By shopping and taking advantage of offered credits, cus-
tomers partially avoided paying a non-bypassable “wires” charge that was paid by all non-
shopping customers. The Court rejected OCC’s theory that the credits discriminated against non-
shopping customers. /d. at § 25. It should again reject OCC’s similar theory regarding the defer-
ral here.

3. The Commission is not required to follow Appellant’s rate design sugges-
tions. OCC Prop. H11.C]

OCC’s “cost causation” challenge to the accounting deferrals also lacks merit. (OCC Br.
at 26-28.) The ratemaking principle of “cost causation,” whereby there is a goal of ultimately

establishing rates that collect costs from the customers that cause the cost to be incurred, is non-

36



binding. This Court has frequently acknowledged that decisions about how rates are designed—
including which customers pay and under what circumstances—are matters within the Commis-
sion’s discretion. Green Cove Resort Owners’ Ass’n. v. Pub. Util. Comm., 103 Ohio St.3d 125,
2004-Ohio-4774, 814 N.E.2d 829, 9 1 (recognizing the Commission’s “unique rate-design exper-
tise”); Citywide Coalition for Util. Reform v. Pub. Util. Comm., 67 Ohio St.3d 531, 533, 620
N.E.2d 832 (1993) (affording the Commission “considerable discretion” in matters of rate de-
sign); see also Consumers’ Counsel, 32 Ohio St.3d at 268 (ratemaking involves extensive hear-
ings, voluminous testimony, and technical questions which must be resolved on the basis of
complex and often disputed evidence; the Court’s function is not to weigh the evidence or
choose between debatable rate structures). Appellant’s disagreement with the Commission’s dis-
cretion provides no appropriate basis for reversal.

C. IEU’s miscellaneous challenges to the deferral also lack merit. [IEU Prop. V.1, Prop.
V.3 and Prop. V.4]

IEU sprinkles into its brief three more passing challenges to the accounting deferral.
First, IEU Prop. V.1 attacks the deferral using the misguided notion that any cost-based rate
above what it characterizes as “market” levels is unlawful as an untimely transition cost. (IEU
Br. at 35-38.) According to IEU, R.C. 4928.38 proscribed above-market recoveries and transi-
tion charges in 2005. (IEU Br. at 35-38.) But, as AEP Ohio has explained, generation transition
charges are not at issue here. See Prop. ILA., supra at 14-16. |

Second, IEU Prop. V.3 wrongly claims that the Commission’s approval of the accounting
deferral violates R.C. 4928.05(A). (IEU Br. at 39-40.) That statute, IEU contends, indirectly pre-
cludes the Commission’s from authorizing an accounting deferral regarding competitive retail

generation except under R.C. 4928.144, which can only be exercised in an SSO proceeding. (Jd.)
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That argument is circular and incorrect. The Commission did, in fact, rely on R.C. 4928.144 in
authorizing recovery of the deferral, and it did so as part of the ESP /I decision. More important-
ly, the Commission properly foﬁnd that the service being priced is a wholesale service, thus re-
jecting [EU’s argument that the restrictions of R.C. 4928.05(A) apply. Capacity Order at 13, IEU
Appx. at 57; Rehearing Entry at 39, IEU Appx. at 128.

Third, IEU Prop. V.4 contends that the Commission erred in directing AEP Ohio to re~
flect a carrying charge in its accounting deferral. (IEU Br. at 40-41.) That “onc-pager” challengé
is without merit. Of course, a carrying charge is an appropriate extension of the Commission’s
broad authority over utility accounting. R.C. 4905.13. A carrying charge reflects the real cost of
money that AEP Ohio realizes by incurring millions of dollars in costs to provide capacity ser-
vice now only to recover the costs years later, after the accounting deferral is amortized. All of
the costs included in the accounting order, including the carrying charges.,8 are subject to audit
and the rigors of ratemaking—just not as part of the accounting order. The Commission ex-
plained that including a carrying charge up front is routine and attendant to an accounting order:

As we have noted in other proceedings, once collection of the deferred costs be-
gins, the risk of non-collection is significantly reduced. At that point, it is more
appropriate to use the long-term cost of debt rate, which is consistent with sound
regulatory practice and Commission precedent.

Rehearing Entry at 43, IEU Appx. at 132. IEU’s challenge that there is no specific evidence sup-
porting the Commission’s boilerplate carrying-charge provision ignores the reality that deferred

recovery of costs incurred necessarily involves the time value of money.

8 AEP Ohio notes that the higher carrying charge objected to by IEU, known as the weighted av-
erage cost of capital, was never triggered and the lower cost of debt carrying charge is all that is
being booked. Rehearing Entry at 42. '
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D. If the Court somehow determines that the deferral violates Ohio law, it should re-
mand the case to the Commission with instructions te address recovery of the undis-
counted capacity cost through rates.

If the Court were to determine that the accounting deferral was unlawful—and it should
not—the appropriate remedy is not to reverse or vacate. It is to remand with instructions to ad-
dress cost recovery. Because the Commission found that AEP Ohio incurs costs equal to
$188.88/MW-day to provide capacity to serve shopping customer load, the only appropriate
remedy in the event the Commission has unlawfully deferred recovery is a remand with direc-
tions to address how AEP Ohio is to fully recover the $188.88/MW-day costs. The Commission
found that the pre-existing capacity price would cause AEP Ohio to earn an “unusually low re-
turn on equity” and be “insufficient to yielc‘l' reasonable compensation” Capacity Order at 23,
IEU Appx. at 67. Likewise, it was imperative that the AEP Genco be given assurances that its
generation assets would not be conscripted into such involuntary servitude, if it were to proceed
with corporate separation. In sum, absent such an affirmative directive from the Court, the con-
sequence of a reversal or vacatur could be that AEP Ohio would collect only an RPM rate that is
far below its cost of providing service—in violation of the U.S. Supreme Court decision in Hope
and Bluefield. See pp. 17-18, supra.

Proposition of Law No. VI: The Commission processed the underlying case appropriately;
IEU’s claims seeking to retroactively adjust rates are inappropriate and should be denied.
{IEU Prop. V1, Prop. VII, and Prop. VIII]

IEU raises a number of arguments that relate in some manner to the authority of the
Commission to set interim capacity rates and IEU’s preference for some type of refunding mech-
anism. (IEU Br. at 42-45.) The issues raised either relate to actions in the ESP II proceeding or
deal with rates that expired during the processing of this case. In short, these claims are not

properly before this Court and otherwise lack merit.
39



IEU argues that the Commission failed to restore the RPM price as required by R.C.
4928.143(C)(2)(b) when rejecting the ESP I/ stipulation. (/d. at 42-43.) IEU next asserts that the
temporary rate implemented before the final Capacity Order was not record-based. (/4. at 43-45.)
IEU also argues that the Commission lacks authority to set capacity pricing and, therefore, the
Commission should be forced to refund any price IEU characterizes as above-market. (/d. at 45-
46.) As AEP Ohio and the Commission previously exﬁlained, IEU’s arguments all relate to inter-
im rates that the Commission set for capacity service during the underlying proceeding. See Case
No. 2012-2098, et al., Mem. Supp. Jt. Mot. to Dismiss at 2-7, Supp. at 788.” Those rates are no
longer effective, are no longer being collected, and have been replaced by other rates. The inter-
im rates were never stayed pending appeal or oiherwise (nor was the required bond or other un-
dertaking executed). /d. at 5-6. And the prohibition against retroactive ratemaking precludes the
refunds that IEU seeks. /d.

Further, IEU seeks to improperly appeal a matter related to the SSO governed by the ESP
II'proceeding that is pending on review before this Court in Case No. 2013-521. (IEU Br. at 42-
43.) What the Commission decided to do or not do with the SSO is a matter for that proceeding.
Here, the Commission informed the parties in December 2010 that it was going to study the
SCM and began an investigation. The prior stipulation that merged the SSO case with the capaci-
ty pricing issues was rejected, and the Commission subsequently separated the dockets again and
moved forward. The processing of the SSO in the ZSP II proceeding did not limit the Commis-

sion’s authority in the investigation of capacity pricing.

? AEP Ohio incorporates the arguments set forth in the August 14, 2013 Joint Motion to Dismiss
as if set forth fully herein.
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1EU also attempts to call into question the Commission’s authority to manage its dockets.
IEU’s attempt to parse the Commission’s actions given this case’s procedural complexities is
‘nappropriate. (/d. at 43-45.) So too is its request for a refund. (Id. at 45-56.) Even if the rates at
issue were still being collected (which they are not), retroactive refunds are barred by the prohi-
bition against retroactive ratemaking: “The rule against retroactive rates * * * also prohibits its
refunds.” Inre Columbus S. Power Co., 128 Ohio St.3d 512, 2011-Ohio-1788, 947 N.E.2d 655, «
15). For these reasons and those advanced in the August 14, 2013 Joint Motion to Dismiss, this
Court should reject IEU Props VI, VII and VIII.

Proposition Of Law No. VII: The Commission afforded all parties due process. [IEU Prop.
IX]}

IEU’s final proposition sounds in due process. (IEU Br. at 46-48,) Ample process was
provided here. IEU just does not agree with the outcome. The Commission has broad authority to
ensure fair pricing for customers, provide flexibility to encourage the development of competi-
tive markets, protect customers from unreasonable sales practices, market deficiencies, and mar-
ket power, as well as to pursue other policies expressed in R.C. 4928.02.

The Commission’s extensive docket in this case, which has almost 600 entries, demon-
strates that the parties were afforded an extraordinary right to Be heard. The Commission initiat-
ed the case as an investigation in December of 2010. It took comments from the industry, includ-
ing IEU. The docket was consolidated with the SSO docket when a stipulation was filed. Sup-
porting and opposing testimony was filed on the Stipulation and an extensive hearing was held.
The Commission approved the Stipulation and later withdrew that approval on rehearing, as re-
quested by IEU. The Commission then held a hearing focused on the underlying capacity case

and provided another opportunity for testimony in support of all positions. Again, an order was
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issued with full rights for rehearing. The ability for the Commission to reconsider matters on re-
hearing and initiate investigations are integral steps in that process. IEU was afforded all the pro-
cess required by law, and the voluminous record in this case demonstrates that IEU did not lack

the opportunity to share its views.

AEP OHIO’S CROSS-APPEAL

Proposition of Law No. VIII: The PUCO may not reduce AEP Ohio’s cost-based capacity
rate using an energy credit that incorporates demonstrably inaccurate inputs.

As explained above, the Commission calculated the cost-based rate for capacity in two
steps. First, it determined the book costs of AEP Ohio’s generation assets. Second, it developed a
credit to offset against those costs based onrevenues AEP Ohio would realize by selling energy
“freed up” by its sale of capacity to CRES providers. The theory behind the credit is that, when
capacity provided by generation assets is sold to a CRES provider, the assets’ potential to gener-
ate energy for sale to third parties is “freed up.” The energy credit thus offsets the Company’s
capacity costs with the margins AEP Ohio realizes from energy-related sales produced by that
capacity. Capacity Order at 33-35, IEU Appx. at 77-79. AEP Ohio is not appealing the Commis-
sion’s first step. Rather, AEP Ohio is challenging the amount of the energy credit that the Com-
mission determined in the second step. The Commission methodology is riddled with fundamen-
tal errors. The resulting energy credit is grossly overstated, rendering the capacity rate severely
understated.

A. The energy credit is unreasonably and unlawfully overstated because it is based on a
static shopping assumption that is lower than actual shopping levels.

The Commission’s energy credit methodology relies in large part upon the level of shop-
ping for electricity during the time frame to which the energy credit relates. An increase in shop-

ping decreases the energy credit (and thus increases the Company’s cost-based capacity rate),
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while a decrease in shopping has the opposite effect. (Tr. X at 2190-91, Supp. at 595; Staff Ex.
105 at 19, Supp. at 560.) Despite this dependent relationship, the Commission’s energy credit
unreasonably incorporates a static shopping level of 26.1%, which reflects the level of shopping
on March 31, 2013. (Staff Ex. 105 at 19, Supp. at 560; AEP Ohio Ex. 142 at 21, Supp. at 323.)

In using that static assumption, the Commission disregarded uncontroverted evidence
both that (1) the level of shopping had already increased substantially by the time of the hearing
and before the Capacity Order; and (2) shopping is expected only to increase going forward, in-
cluding the period when AEP Ohio is charging the capacity rate that the Commission approved.
Indeed, in only one month, the level of shopping in AEP Ohio’s service territory rose more than
4% —from 26.1% as of March 31, 2012, t0 30.19% as of April 30, 2012. (AEP Ohio Ex. 142 at
21, Supp. at 323.) And the Commission explicitly recognized and affirmatively intended that its
Capacify Order will “stimulate competition among suppliers in AEP Ohio’s service territory.”
Order at 23. The Commission’s arbitrary adoption of a static 26.1% shopping assumption in its
energy credit calculation for the entire period through May 2015 cannot be reconciled with the
30.19 % level that had already been reached before the hearing concluded and the Commission’s
recognition that shopping will increase under the RPM pricing it established.

The impact of increased (versus static) shopping is substantial. At a shopping level of
only 50%, for example, the Company’s net capacity costs increases from the Commission’s
adopted price of $188.88/MW-day to $215.88/MW-day. (AEP Ohio Ex. 143 at 7, Supp. at 354.)
At a 75% shopping level, the net capacity cost increases to $245.13/MW-day. (Jd.) Even the 4%
increase in shopping that occurred between March 31 and April 30, 2012 would correspond to a
decreased energy credit of $4.50/MW-day and an increase in the net capacity cost in the same

amount—resulting in a net capacity cost of $193.30/MW-day. The Commission’s failure to ac-
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count for the increases in shopping that already have occurred and will occur is unreasonable,
unlawful, and financially harmful to AEP Ohio. As such, the Court should remand this case to
correct this failure by adjusting the energy credit based on an appropriate, non-static shopping
assumption.

B. The energy credit is unreasonably and unlawfully overstated because it is based on
fundamental technical errors and utilizes an opaque modeling methodology incapa-
ble of meaningful scrutiny.

Although this Court has traditionally deferred to the Commission in areas involving its
special expertise, such deference is not appropriate where the decision is unreasonable and un-
supported by the record. See, e.g., Tongren v. Pub. Util. Comm., 156 Ohio St.3d 87, 89, 1999-
Ohio-206, 706 N.E.2d 1255. This Court has thus previously deferred to the Commission’s selec-
tion of one of multiple defensible methodologies or formulas. Qhio Edison Co. v. Pub. Util.
Comm., 173 Ohio St. 478, 483-84, 184 N.E.2d 70 (1962). But such deference is not required
where the Court doubts the reliability or reasonableness of a methodology or model. See, e.g., In
re Application of Columbus Southern Power Co., 2011-Ohio-1788, at 4 25-26. That is precisely
the case here (even apart from the flawed shopping assumption discussed above). As explained
below, the adopted energy credit model utilizes a number of flawed inputs, each resulting in the
energy credit being overstated and the resulting capacity rate being unreasonably understated.
(See AEP Ohio AFR at 13-43, Appx. At 19, 49.)

As a threshold matter, the Commission’s energy credit methodology is unreasonable and
unlawful because it is based on a “black box™ model that cannot be meaningfully evaluated or
tested. All of the data used in the model was either off-the-shelf from the developer’s default da-
tabase or developed by others, so the witness sponsoring the model could not answer questions

about it. (Tr. IX at 1865, Supp. at 585.) Many of the model’s inputs remain unknown. (/d. at
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1844, 1872-74, Supp. at 584, 586-88 Tr. X at 2151, 2158-59, Supp. at 590.) That missing infor-
mation makes it impossible to assess critical inputs to the model or verify that it was used appro-
priately. (AEP Ohio. Ex. 144 at 13-16, Supp. at 383-86.) This Court has recently made clear that
the adoption of models or formulas must be accurately and verifiably supported by the record.
See Columbus Southern Power, 2011-Ohio-1788, at 4 25-26. Moreover, at least one utility com-
mission in another jurisdiction has rejected the very model that the Commission adopted in this
case for this very reason. See, e.g., In the Matter of Idaho Power Company, 2005 Ofe. PUC
LEXIS 349, *17 (July 28, 2005) (cdncluding that “the model fails to accurately forecast market
electricity prices under normalized conditions”). This Court should do so too.

Equally troubling is the fact that the model was not properly calibrated. (See AEP Ohio
Ex. 144 at 10-11, Supp. at 380-81; Tr. X at 2210-11, 2163-64, Supp. at 597-98, 593-94.) The
failure to properly calibrate the model was critical, causing the model to be unsuitable and inac-
curate. (AEP Ohio Ex. 144 at 11, Supp. at 380-81.) AEP Ohio showed that, had this “most basic
step” in any modeling analysis been undertaken, it would have revealed that the model’s final
run overstated gross energy margins by more than 20%. (Id. at 12-14, Supp. at 382-84.) Courts
have long recognized the critical necessity of properly calibrating any model used to support an
adjudicative determination. For example, the United States District Court for the Fastern District
of California noted that “it is undisputable that calibration is a “critical’ and ‘valuable’ step that
ensures that model simulation matches the field observation to a reasonable degree.” Abarca v.
Franklin County Water Dist., 761 F.Supp.2d 1007, 1060 (E.D. Cal. 2011)."° The model at issue

here was not properly calibrated before it was used to calculate the Commission’s energy credit.

' The Abarca court further noted that appellate courts “throughout the United Siates have em-
phasized calibrating/harmonizing model predictions with actual data to ensure reliability.”
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The Commission disregarded clear evidence that its adopted energy credit wrongly in-
corporates traditional off-system sales (“OSS”) margins and does not properly reflect the impact
~of the AEP System Interconnection Agreement (“Pool”) on OSS margins. AEP Ohio demon-
strated at hearing, in its post-hearing briefs, and in its application for rehearing that the energy
credit wrongly incorporates OSS margins associated with capacity not even used to support
shopping; improperly imputes a market-based margin for non-shopping customers; and does not
adjust OSS margins to take into account AEP Ohio’s 40% Member Load Ratio (“MLR”) under
the Pool Agreement. (See, e.g, AEP Ohio AFR at 38-42, Appx. at 44-48.) These errors confis-
cate revenues from AEP Ohio’s retail S50 sales and use them to subsidize CRES providers
through a lower wholesale rate for capacity. (AEP Ohio Ex. 143 at 6, 11, Supp. at 353, 358.)
Moreover, individually and in the aggregate, they inflate AEP Ohio’s retained energy margins
and, ultimately, the adopted energy credit, resulting in a capacity rate that is substantially under-
stated. Finally, they violate the Company’s FERC-approved Pool Agreement and the Federal

Power Act and conflict with Ohio’s energy policy and basic economic principles.

(Emphasis added.) Id. at n.55, citing Eleven Line, Inc. v. North Texas State Soccer Assn., Inc.,
213 F.3d 198, 206-08 (5th Cir. 2000) (antitrust context); Inland Empire Public Lands Council v.
Schultz, 992 ¥.2d 977, 982 (9th Cir. 1993) (agency conducted “extensive field investigations to
calibrate and verify its models™); Sterling v. Velsicol Chem. Corp., 855 F.2d 1188, 1199 (6th Cir.
1988) (“The plaintiffs carefully devised, calibrated, and tested their model, based upon physical
data generated by Velsicol’s own consultants, to determine the physical and chemical character-
istics beneath the landfill.”); Ohio v. United States Environmental Protection Agency, 784 F.2d
224, 226 (6th Cir. 1986) (EPA acted arbitrarily in using a model to set emission limits ‘without
adequately validating, monitoring, or testing its reliability or its trustworthiness in forecasting
pollution [...1"); Boucher v. U.S. Suzuki Motor Corp., 73 F.3d 18 (2nd Cir. 1996) (excluding ex-
pert testimony under Rule 702). “In each of these cases, the Court has recognized the impact of
calibration on the model integrity.” dbarca, 761 F. Supp. 2d at 1060 n.55.
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The Commission’s model also uses overstated forecasted market prices, rather than avail-
able forward energy prices that represent actual market transactions (and which the Commission
utilized in AEP Ohio’s ESP 1] case), overstating the energy credit by more than $50/MW-day.
(AEP Ohio AFR at 27-28, Appx. at 33-34.) It also uses understated fuel costs for AEP Ohio’s
coal generation units that bear no rational relationship to the Company’s actual historical fuel
costs, resulting in an energy credit overstatement of more than $70/MW-day. (Id. at 32-35, Supp.
at 38-41.) And it uses incorrect heat rates that do not reflect how AEP Ohio’s generation re-
sources actually operate, and which ignore the heat rate data for each resource that is readily
available in the Company’s FERC Form 1. (Id. at 35-38, Supp. at 41-44.) This leads to an energy
credit overstatement of $1.87/MW-day. (Id. at 36, Supp. at 42.)

The Commission did not address any of these flaws. In response to all of AEP Ohio’s
concerns, the Commission stated only: “[W]e do not believe that the Company has demonstrated
that the inputs actually used by EVA are unreasonable.” Capacity Order at 35, IEU Appx. at 79.
Given the record and the Commission’s total failure to substantively address the host of prob-
lems with the energy credit, the Court should not defer to the Commission’s methodology. In-
stead, the Court should remand the energy credit to the Commission with instructions to correct
it and to modify AEP Ohio’s capacity rate accordingly.

Proposition of Law No. IX: Precluding AEP Ohio from recovering the difference between
its cost of capacity and the auction rate would constitute a regulatory taking.

OCC argues that the Commission “is not authorized to permit a uﬁlity to defer for collec-
tion from retail electric customers the difference between the utility’s costs of capacity and the
wholesale discounted rate it charges marketers.” (OCC Br. 20.) Doing so, OCC asserts, would

“createf | an unlawful subsidy” from retail customers to CRES providers, who only pay the auc-

47



tion price for capacity. (/d. at 21.) That argument is incorrect. See Prop. V.B .2, supra, at 35-36.
But even if OCC were correct, precluding AEP Ohio from recovering the difference would vio-
late the U.S. Constitution’s Takings Clause. See U.S. Const. amend. V.

In Penn Central Transportation Co. v. New York City, 438 U.S. 104 (1978), the Supreme
Court established three factors to determine whether a government action constitutes a regulatory
taking: (1) the economic impact of the regulation; (2) the extent to which the regulation inter-
fered with investment-backed expectations; and (3) the character of the regulation. /d. at 123; see
also Goldberg Cos., Inc. v. Richmond Hts. City Council, 81 Ohio St.3d 207, 211, 690 N.E.2d 510
(1998) (applying Penn Central). If a decision by this Court were to allow the Commussion to im-
pose auction-based pricing with no deferral recovery mechanism, the State would need to pro-
vide AEP Ohio just compensation as a matter of federal constitutional law.

With respect to the economic impact of the regulation, AEP Ohio offered extensive wit-
ness testimony regarding the pernicious economic effect that a non-compensatory capacity price
has. (See, e.g., AEP Ohio Exs. 101-104, Supp. at 1-249.) The Commission agreed “that RPM-
based capacity pricing would be insufficient to yield reasonable compensation.” Capacity Order
at 23, IEU Appx. at 67. AEP Ohio likewise offered testimony regarding the certainty to investors
provided by a cost-based state compensation mechanism and the uncertainty associated with an
auction-based rate. (See AEP Ohio Ex. 101 at 9, Supp. at 9.) And no investor’s expectations
would be met if a utility commission has the authority to find that a rate is just and reasonable
but then preveﬁt the party generating capacity from recovering anything close to that rate. Final-
ly, the character of the government regulation would likewise compel an order of just compensa-
tion. Any order by the Commission that stripped AEP.Ohio of its ability to recover reasonable

compensation would go well beyond “some public program adjusting the benefits and burdens of
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economic life to promote the common good.” Penn Central, 438 U.S. at 124. It would harm the
public good by removing any incentive to develop new capacity. OCC’s request to cancel any
deferment should be rejected. If it is accepted, this Court should rule that “just compensation”

(the difference between AEP Ohio’s capacity costs and the auction-rate) is owed to AEP Ohio.
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CONCLUSION

For the foregoing reasons, the Court should reject Appellants’ challenges and grant the
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NOTICE OF CROSS-APPEAL OF -
OHIO POWER COMPANY

Cross-Appellant, Ohio Power Company { “OPCo™), hereby gives notice of its cross-
appeal, pursuant to R.C, 4903.13 and Supreme Court Rule of Practice 10.02(A)(3), to the
Suprefne Court of Ohio and Appellee, the Public Utilities Commission of Ohio (“Commission”
or “PUCO™), from an Opinion and Order entered on July 2, 2012 {Attachment A), an Entry on
Rehearing entered Octobet 17, 2012 (Attachment B}, an Entry on Rehearing entered December
12, 2012 (Attachment C), and an Entry on Rehearing entered January 30, 2013 (Attachment D} -
alli in PUCO Case No. 10—2929—EDUNC That case involved the Commission’s determination
of the rate that OPCo may charge its retail compeixtors, Competmve Retaﬂ Elecmc Service or
“CRES” providers, fgr generation capacity resources that OPCo supphes to them. This cross-
appeal is filed within sixfy days of the Commission’é December 12, 2012 Entry on Rebearing.

- OPCo is a party m PUCO Case No. 10—2929~EL~‘UNC} and ﬁmelyr filed an Application for

Rehearing of the Commission’s July 2, 2012 Opinion and Order in éééordance with R.C.
, 4903.}0. OPCO raised each of the assignments of error listed below in its July 20, 2012
Apphca’aon for Reheanng | | ‘

| Appeliant the Industnai hnergy Users Ohw (EW) 1mt1ated this appeal one week after
the Ianuary 30, 2()13 Entry on Rehaarmg (Attachment D), wiuch was the second appeal
instituted by IEU from the case beiow (the other appeai is Case No. 2012-2098). Consequently,
thereisa questwn as to whether the December 12,2012 Entry on Rehearmg (Attachment C) or
the January 30, 2013 Entry on Reheanng (Attachment D) ﬁnahzed the Commxssxon s decision

for purposes of appeal before this Court The Comm1ssmn ﬁled 2 motion to dlsrmss Case: No.



2012-2098 on January 18, 2013 and OPCo filed a motion to dismiss this appeal on February 21,

2013, both of which remain pending. In sum, there is uncertainty as to which decision of the

Commission was a final order for purposes of ap;ﬁeal and, by‘extensiom which appeal before this

Court is proper and should go forward. Consequently, Cross-Appellant/Appellee also filed a

separate notice of cross-appealin Case No. 2012-2098.

The Comx;mssxon s July 2, 2012 Opinion and Order, October 17, 2012 Entry on

Rehearing, December 12, 2012 Entry on Rehearing and January 30, 2013 Entry on Rehearing

(coltectively, the “Commission’s Orders™) are unlawful and unreasonable in the following

respects:

L

The Commission’s Orders unreasonably and unlawfully understate OPCo’s cost

of providing generation capacity resources to CRES providers because the energy
credit that the Commission applied to reduce OPCo’s cost-based capacxty rate is
unreasonably and unlawfully overstated.

a.

The energy credit that the Commission adopted is unreaschably and
unlawfully overstated because it is based on a static shopping assumption
that is lower than, and not reflective of, the amount of shopping taking
place at the time of the hearing, the amount of shopping taking place on
the date of the Commission’s Order, or the amount of shopping that is
currently occurring,

The energy credit that the Commission adopted is unreasonably and
unlawfully overstated, is based on a host of fundamental technical and
calculation errors, and is against the manifest weight of the evidence.

Inter alia, the methodology used to calculate the energy credit does not

withstand basic scrutiny and is largely a “black box;” it was not properly
calibrated; it did not utilize the correct forward energy prices; it utilized
inaccurate and understated fuel costs; it did not utilize the correct heat
rates to capture minimum and start time operating constramts and
associated cost impacts; it wrongly incorporates off-system sales margins;
it fails to properly reflect the operation and impact of the AEP System
Interconmection Agreement and it overstates OPCo’s relevant forecasted

future gross margins.

IO The Commission’s Orders are confiscatory, unjuét, and unreasonable, and fhéy result in
an unconstitutional taking of OPCo’s property without just compensation.. Fed. Power -



Comm. v. Hope Natural Gas Co., 320 U8, 591 (1944); Penn Central Transp. Co. v, New
York City, 438 U.S. 104,124 (1978). : . :

'WHEREFORE, Cross-Appellant Ohio Fo‘wer Company‘ ‘rvespectﬁﬁbly‘ submits that the
Commission’s July 2, 2012 ‘Opinianiand Order, October 17, '2012 Eniry on Rehearing, December
12, 2012 Entry on Rehearing and Janvary 30, 2013 Enﬁy on Rehearing are unlawful, uxzjuét, and
unreasonable and should be reversed in the respects outlined above. The case should be R
remanded to the Commission {o correct the errors complained of herein,

Respectiully submitfed,

Ttk

Steven T. Nourse (0046705)

{Counsel of Record) :
Matthew J. Satterwhite (0071972)
AMERICAN ELECTRIC POWER CORPORATION
1 Riverside Plaza, 29" Floor
Columbus, Ohio 43215
Telephone: 614-716-1608
Fax: 614-716-2950
stnourse(@aep.com
mijstatterwhite@aep.com

Daniel R. Conway (0023058)

PORTER WRIGHT MORRIS & ARTHUR LLP
41 South High Street :
Colurnbus, Ohio 43215

Telephone: 614-227-2270

Fax: 614-227-1000
deonway@porterwright.com

Counsel for Cross-Appellont
Chio Power Company



Amendment V fo the Constitution of the United States

No person shall be held to answer for a capital, or otherwise infamous crime, unless on a
presentment or indictment of a Grand Jury, except in cases arising in the Jand or naval forces, or
in the Militia, when in actual service in time of War or public d:mger nor shall any persod be
subject for the same offence to be twice put in jeopardy of life or limb; nor shall be compelled in
any criminal case to be a witness against himself, nor be deprived of life, liberty, or property,
without due process of law; nor shall private propesty be taken for public use, without just
compensation.



BEFORE
. THE PUBLIC UTILITIES COMMISSION OF OHIO

Tn the Matter of the Commission Review of )
the Capacity Charges of Ohio Power )
Company and Columbus Southern Power )
Company )

Case No, 10-2020-EL-UNC

APPLICATION FOR REHEARING OF OHIO POWER COMPANY

Pursuant to Section 4953.10, QOhio Revised Code (“R.C.7), and Rule 4901-1-35, Qhio
Administrative Code (“0.A.C.”), Ohio Power Company (“AEP Ohio” or the “Company™)
respectfully ﬁlés this Applica{ion for Rehearihg of the Ccmmiééion’s July 2, 2012 Opinion and
Order. The Comfﬁis,éion’s July 2, 2012 Opinion and Order is.m‘]reasonable and unlawfil in the
following respects: | |

L The Energy Credit That The Commission Adopted In The July 2 Opuon and Order Is
Unreasonable And Unlawful.

<A, The Commxssxon 5 adopnon ofa$1474 II'MW»day energy credit based upon
Staff’s static assumption of 26.1% shopping throughout the 2012-2015 period is
flawed. According to Staff’s own witness, the energy credit should be lower
based upon the established shopping level of 30% as of April 30, 2012. And the
energy credit shonld be even substantxaliy lower based upon the increased levels
of shopping that will occur with RPM pricing. :

B. There are a host of fundamental errors in EVA’s energy credit that the
Commission adopted in the July 2 Opinion and Order, causing the resultant -
energy creditto be patenﬂy umaasonable and agaznst the manifest weight of the
evidenice. -

1. EVA% zneﬁlédéiogy does not withstand basic scrutiny and is fargely a
“black box.”

2. EVA faﬂed to calibrate the model or otherwise account for the impact of
zonal rather then nodal prices.



43

EVA erred in forecasting LMP prices instead of using available forward
energy prices, especially given Staff’s posi‘xion in the Modified ESP
proceeding that lower forward energy prices should be used for the MRO
{est,

The record shows that EVA wsed inaccurate and understated fuel ¢osts.

EVA failed fo use correct heat rates to capture minimum and start time
operating constraints and associated cost mapacts.

EVA’s energy credit wrongly incorporates traditional OSS margins and
atherwzse fails to properly reflect the mpact of the Pool.

a. The adopted energy credxt erroneously reflects more than OSS
margins created by “freed up” energy associated with the capacity

being paid for by CRES providers.

b. The adopted energy credit imputed a fictional market-based
margin atiributable to 100% of the non-shopping load and
incorporated that into the energy credit to offser the charge for
shopping load, which not only creates an unreasonable and
unlawful subsidy, but also confiscates margin that AEP Ohiop is
authorized to retain through its S5O rates.

c. The adopted energy credit unlawfully fails to reflect operation of
the FERC-approved Pool i its inflated energy eredit.

EVA’s estimate of gross margins that AEP Ohio will eam in the June
2012 through May 2015 period are overstated by nearly 200%, as shown
by AEP witness Meehan’s altematxve caicuiatmn of forecast £IOSS

marging,

At a mminmm, the Cemmlssmn should cozxduct an evzdennary bearing on
rehearing to evaluate the accuracy of EVA’s energy credit compared to
actual results.

The Commission’s adoption of an energy credit that incorporates actual costs

from the 2010 test period and then imputes revenues that have no basis in actual

- costs creates a state eompensation mechanism that is unconstitutionally
confiscatory and that results in an :mconsnmtmnai takmg of property without just

compensation. ;

L

The Commission’s Order is confiscatory, unjust, and unreasonable under
the “end result” standard of Hope Natural Gas.



2. The Commission’s Order results in an unconstitutional partial taking of
AEP Ohio’s property mthout just compensation under the Penn Central
standard. , _

IL It Was Unreasonable And Unlawﬁli For The Comntission To Adopt A Cost-Based State
Compensation Mechanism And Then Order AEP Ohio To Only Charge CRES Providers
RPM Pricing Far Below The Cost-Based $188.88/MW-Day Rate That The Commission
Detenmined Was Just And Rcasonable

A If the state compensanon mechamsm Is cost-based and the Commission found
AEP Qhio’s cost of provxdmg capacity to be $188. 88’MW~day, then it is
unreasonable and unlawful for the Commission to requne AEP Ohio to charge
anything other thazz $} 88.88/MW-day.

B. it was uﬂreasomble and mﬂawﬁxl for the Commission to authorize AEP Ohio to
collect only RPM pricing and require deferral of expenses up to $188.88/MW-day
without sxmultaneously provzdmo for recovery of the shortfall.

C. 1t is unreasonable and unlawfui for the Comumission to require AEP Ohio to
supply capacity to CRES providers at a below-cost rate to promote atificial,
uneconomic, and subsidized competition,

D. 1t was unreasonable and unlawful, as well as wanecessary, for the Commission to
extend RPM pricing to customers that switched at a capacity price of $255/MW-
day.

E.  Jtwasunreasonable and unlawful for the Commission to rely critically on the
policies set forth in R.C. 4928.02 and 4928.06(A) to justify reducing CRES
providers” price of capacity after the Commission found that R.C. Chapter 4928
does not apply to AEP Ohio’s capacity charges to CRES providers.

. It Was Unreasonable And Unlawful For The Commission To Fail To Address The Merits
Of AEP Ohio’s January 7, 2011 Application For Rehearing, Which The Commission
Granted On February 2, 2011 For The Purpose Of Further Considering It, In The July 2
Opinion and Order.

A memorandum in support of this Application for Rehearing is attached.

Respectfully submitted,

sl Steven T, Nourse

Steven T. Nowse

Matthew J. Satterwhne

Yazen Alami

American Electric Power Service Corporation
1 Riverside Plaza, 29 Floor



Columbus, Chio 43215

Telephone: (614) 716-1606

Fax: (614) 716-2950

Email: stnourse(@aep.com
mjsatterwhite@aep.com
yalani@aep.com

Daniel R. Conway -

Christen M. Moore

Porter Wright Morris & Arthur LLP

41 8. High Street, Suites 2800-3200

Cohumbus, Ohio 43215

Telephone: (614) 227-2770

Fax: (614) 227-2100

Email: deonway@porterwright.com
- cioore@porterwright. com

On beﬁéif of Ohio Power Company
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MEMORANDUM IN SUPPORT

mﬁionvcnéﬁ
The Commniission’s Ju}y 2, 2017 Opimen and Order (“July 2 Opmmn and Order’ ) was
unreasonable and mﬁawful in pumerous rcspectq and should be 1eversed and mochﬁad on
rehearing. Althcubh the Commxssmn ccuectiy determmed that AEP Ohm 15 enhtled to receive
cost~based, not RPM-based compensam)n for the capamty that itis reqaired to supply to

competitive retazl elacﬁ 1€ service {“CRES 7} providers, the cost-based capacxty charge that the

Commission arrived at in its Juiy 2 Opinion and Order is senonsly and unreasonabiy understated.

That is because the Conmnssmu adopted an unreasonabie and unlawful enetgy cred;t sponsored
by Staff, thaf reduces the capacny char; ge by an umr easouable amount that cannot be supported

As an initial matter the C‘om;msszon vtterly faxied vmh respect to the energy credit, to
meanmgﬁz!ly set forth any reasons or fwts upcm which its adoption of the energy credit is based
n deroganon of its 1esp0ns1b1§mes under R.C. 490 3. 09 Instmd, the Cumm}ssmn merely
characterized the mynad flaws in the energy credxt, and AEP Ohio’s extensive cross
examination, téstimony, angd evidence correcti;ig those ﬁaws asz merely amaunting td “a
fandamental dszerence in methodoiogy” aﬂd went on o f’md that Staff’s approach was “proper”
and “produces an energy cmdxt that wﬂi ensore that AEP-Ohxc does not over Tecover ifs capacity
costs” }uly 2 Opnnon and Oldex at 36 | |

This treatment of the DUIOETOus ﬂaws and issues pz*esent in the Staﬁ’srenergy cxedlt was
insufficient as a matter of iaw and chd not addxess any of the fonowmg mgmﬁcant pmbiems wzth
the Staff’s appmach 8 The adopted ener gy credn‘ is mappmprmtely and unreasonab&y based

upott a static sheppmg assumption of £26.1% shoppmg throughnnt the 20 12-2015 petiod, despzte

11



the fact that shopping presently exceeds, and will continue to increasingly exceed, that
percentage in the futre. (2} The adopted energy credit is patently unreasonable because it is a
| “black box” incapable of meaningful evaluation, Vthe model used to calculate it was uncalibrated
and failed to acoount for the impact of zonal prices, it var easonabiy uses overstated forecasted
LMP prices mstead of avaﬁabie forward euergy prices, it incorporates maccmate and understated
fuel costs, it uses incorrect heat rafes, and it wrongly mmlporates txadmonai OSS moargings and
fails to properly reflect the impact of the AEP System Interconnection Agregment {“Pool™). {3)
The adopted energy credit creates a state compensation meéﬁanism tﬁat 1s unconstitutionally
conﬁscatoiy and that results in an uncomritutionai taking of property without just compensa’rion*
| Moreover, the Commzssmn $ demsmn to adopt a cost based state mechanism and then

nonetheless order the Companv to charge CRES provxdels RPM pricing was unreasonable and
mndawful. Fn‘st, if the state compensation mechanism is to be cost~based, as the Co;mmssxon
detenninéd then thé Cemmis#ion facks authority to order the Company to charge a'uomcost—
based r&te Second, the Commlssmn s decision is umeasonabie and unlawfui for or derme the
Company to defer the difference between the $188.88/MW- day ccsst-based rate and the RPM
without simultaneously providing a mechMSm for the Company to recover that shortfall.
Althouch this case and Case No 11-346~EDSSO address mterrelated 1554€s, the Commission
may not assign an issue that must be decxded n thls proceedmg to anothel proceeding w1th an
mdependenf case schedule and rehearing and appeai processes. Me}reovex the Comnnssmn $
decision unreasonab}y and un}awﬁﬂly enabies and promotes amﬁczal unecononuc and
subsxdlzed cmupennon at the Company § expense The dems}on also Imreasonably and
unnecessamly extends RPM pricing to customers who shopped based on capacxt} pnced at

$255/MW-day, depnvmg the Compan‘y ofi 1ts contracbbased expectatmns. Andthe

12



Comunission’s justification for its decision to order the Company to recover only RPM pricing ~
state policies set forth in R.C. 4928.02 and 4928,06(A) — was unreasonable and unlawful as well,
because the Commission expressly determined in its July 2 Opinion and Oxder that R.C. 4928 is
inapplicable to AEP Ohio’s capacity service.

Finally, the Comrnission’s J uly 2 Opinion and Order unreasonably and unlawfully failed
to address the merits of the Company’s January 7, 2011 application for rehearing, which the
Commission granted in February 2011 for further consideration but never addressed on its
merits. These significant errors, individually and in the aggregate, compel the Commission to
grant rehearing and correction. |

BACKGROUND

The factual and procedural history of this proceeding is lengthy and need not be repeated
in its entirety here, hov}ever,.the_foilowmg backgrbﬁnd is pertinent to the issues raised in the
Company’s app}icatién for rehearing. ‘Uﬁdar the Fixed Resomi:e Reqniremént (“FRR™)
provisions in the PYM Interconnection, L.L.C. (PIM) Reliability Assurance Agreement (RAA),
AEP Ohio is obligated to prov:de capacxty 1esources sufficient to support all shoppmg load i its
service territory through May 31; 2015. The initial default charge thgt AEP Ohio collected for
providing this essential service was based on PJM’é RPM capacity aﬁcﬁon priceé.‘ AEP Ohiq
realized in 2010 that RPM ﬁiicing éétabﬁshed for the 20i2~2{)15 period wéuié not peﬁnit the
(‘ompany to recover anvthmg close to the fuﬂ apnount of its costs of prowdmg capacxry to
support shoppmg | |

Accordingly, in November 2010, consistent with the provisions in the RAA and its rights
established by the Federal Power Act (FPA), AEP Chio proposed to inzpiement an exiStiixg

clause within the RAA to change the basis of compensation for use of its capacity by CRES
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providers to an AEP Ohio cost-based method.” This apphication was intended to remedy the
situation where CRES providers were receiving a subsidy from AEP Ohio for their use of the
Company’s capacity due to the use of RPM auction prices.

In response to AEP Obio’s November 2010 application to the FERC, the Commission
represented to FERC that as of December 8, 2010, it was “adopt{ing] a5 the state compensation
mechanism for the Companies the current capacity charges established by the three-year capacity
auction conducted by PIM,” which is the PIM RPM auction price. See Case No. 10-2929-EL-
UNC, Entry at 2 (Dec. 8, 2010). AFP Ohio applied for rehearing of the Commission’s
Deceniber 8, 2010 Entry on Janmary 7, 2011. In its application for rehearing, AEP Ohio argued,
inter alia, that:

s The Commission’s Entry establishing an ioterim wholesale
capacity rate was umreasonsble and unlawful because fthe
Conunission Is 4 creature of statute and lacks jurisdiction under -
both Federal and Ohio law to issue an order affecting wholesale
rates regulated by the Federal Energy Regulatory Commission.

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

¢ The Entry directly conflicts with, and is preempted by, federal taw -
and therefore should be reve,tsed and modified.

(See Jan. 7, 2011 App. for Reheaxmg ) On Febmmy 2, 2011, the Cozmmssmn granted AEP
Ohio’s apphcatmﬁ for rehearmg of the December 8, 2010 Entry, finding that “sufﬁment reason

has been set forth by AEP Ohxo to warrant further consideration of the maﬁers specified in the

' O November 2, 2010, AEP Ohio filed an application with the FERC in FERC Docket No,
ER11-1995-000. On Noveruber 24, 2010, at the direction of FERC, AEP Ohm wﬁled its
application in FERC Docket No. ER11-2183-000. '

? At the time of the Commission’s December 8, 2010 Entry, CRES providers were paying AEP
Ohio $220/MW-day as the then-cwrrent RPM price.

14



application for rehearing.” Case No.10-2929-EL-UNC, Entry on Rehearing at 2 (Feb. 2. 2011).
That rehearing request remains pending. ‘

Inan August 11, 2011 Entry, the Commission established an initial procedural schedule
for the heanng necessary to establish an ev:dentzary record on a state campensaﬁon mechanism.
A number of pames mtenened in this prcceedmg and many have taken the posztxon that the
Commission should reqmre AEP Oh;o to charge only the uncompensatory RPM-based price to
CRES providers for the capacxty it supphes them. The evxdennary heanng commenwed on April
17, 20£N and concluded on May 15 2012. The pames filed 1nitial post—hearmg brzefs on May
23,2012, and rep}y briefs on May 30, 7012 The Commission zssued its Opzmou and Order
deciding the merits of the case on Iuiy 2 2012. |

ARGUMENT

I The Energy Credit That The Commission Adopted In The July 2 Opxmou and
Order Is Unreasonable And Unlawful. - ‘

The Commission’s adoption of Staff"s proposed energy credit without meaningful
explanation or analysis violates R.C. 4903.09. Moreover, the adopted energy credit is seriously
flawed in several respects: It is inappropriately and unreasonably based upon a static shepping
assumption of 26.1% shopping throughout the 2012-20135 period, despite the fact that shopping
presently exceeds, and will continue to increasingly exceed, that percentage in the future; itis a
“black box” incapable of meaningful evaluation, the model used to calculate it was uncalibrated
and failed to account for the iinpact of zonal prices, it unreasonably uses overstated forecasted
LMP prices mstead of avaxiable femard energy prices, it mcoxporates maccurate and understated .
fuel costs, it uses incorr ect heat ates, and it wrongly incorporates tradmoua} OSS margins and
fails to properly reflect the impact of the Pooly and it creates a state compensation mechanism

that is unconstitutionally confiscatory and that results in an unconstitutional taking of property
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without just compensation. For all of these reasons, the energy credit that the Commission
adopted in the July 2, 2012 Opinion and Order is unreasonable and wnlawful and should be
corrected on rehearing.

A, The Commission’s adoption of a $147.41/MW-day energy credit based upon

Staff’s static assumption of 26.1% shopping throughout the 2012-2015 period

s flawed. According io Stafl’s own witness, the energy credit should be
lower based upon the established shopping level 0f 30% as of April 30, 2012,
And the energy ¢redit should be even substantially fower based upon the
increased levels of shopping that will occur with RPM pricing,

EVA’s method for caicxﬁatmg the energy credit offset to embedded costs rehies upon, as a
principal factor, the level of shoppmg that exists during the period that the energy credit is being
applied. 1n this case, that period is the term of the proposed ESP. EVA assumed a shoppmg
level of 26.1%, which was the level of shoppmg as of March 31, 2012 m establish its energy
credit offset (Staff Ex 105 at 19; AEP Ohio ExX. 142 at 21 .} Since then, the Ieve} of shopping
has increased substanuaﬁy Company witness Allen testified on rebuttal that, as of April 30,
2012, the level of shopped load had increased to 30.19%. (AEP Ohio Ex. 142 at 21.) Moreover,
the record and the Commuission’s findings show that the level of shopping will increase
significantly based on RPM pricing. Thus, the energy credit needs to be reduced accordingly if
EVA’s energy credit methodology is o be retained on rehearing.

There 1s no question that vnder EVA’s energy credit, if shopping goes up above 26%,
CRES providers would pay a lugher nef capacity charge. (Tr. X at 2190-91.) Ms. Medine’s
direct testimony was very explicit about this relationship vuder EVA’s energy credit model:

- Ay inerease in the switching assnmp’tion will tend to decrease the
energy credit while a decrease in the switching assumptwn wﬂl
tend to increase the energy credit. : :

(Staff Ex. 105 at 19.) Ms. Medine testified that EVA assumed 26% shopping throughout the

2012-2015 period, for purposes of calculating the energy credit. (Tr. X at 2189.) She confirmed
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that the 26% static shopping assumption was “the most conservative approach” that conld be
used and Ms. Medine has no knowledge or expertise about projected shopping levels. (Id, at
2194.) Use of a 26% shopping assumption going forward in the context of RPM pricing is
absurd and has no bésis in the record.

Indeed, the Commission itself explicitly recognizes and manifestly intends that the
adopted RPM pricing “will stimulate true competition among suppliers in AFP Ohio’s service
territory.” July 2 Opinion and Order at 23. The Commission also made a specific finding fhat
RPM pricing would yield “an unusually low return on equity of 7.6 percent in 2012 and 2.4
percent in 2013, with a loss of $240 million between 2012 and 2013.” I4) And AEP Ohio
witness Allen projected financial hanm based on shopping level assmnpﬁoﬁs of 65% for
residential, 80% for commercial and 90% for industrial customers (excluding a single large
customer) by the end of 2012. (AEP Ohio Ex. 104 at 4-5.) Mr. Allen’s workpapets, admitted
into the record as evidence, also support the projected shopping level under RPM pricing of
71.3%. (See also RESA Ex. 102 at 3 ((16,942 GWh + 17,490 Gwh}/(48,261 GWh)=71 3%).3

Thus, the Commission’s observations about the anticipated financial harm of RPM -
pricing is supported by testimony of record that incorporates elevated shopping levels based on -
RPM pricing. That is the same record evidence that supports the Commission’s ultimate finding -
that adopting RPM pricing “will stimulate true competition among suppliers in AEP Chio’s
service ferritory.” July 2 Opinion and Order at 23. As it stands now; there is an inconsistency
between the Commission’s recoguition that RPM pricing will cause shopping to increase (indeed
that was the premise for adopting RPM pricing) and the Commission’s adoption of EVA’s
energy credit methodology without an adjustment for higher shopping levels, which adjustment

EVA itself testified would need fo be done.
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As the testimony of AEP Ohio witness Nelson demonstrated, the impact of increased
levels of shopping (above the assumed 26.1% level) on the EVA-proposed energy credit and,
thus, on the net embedded cost capacity price is substantial. ‘With an increase in the shopping
level fiom 26% to 50%, the Staff’s energy credit declines by $27/MW-day (from $152 to
$125/MW-day); with an increase to a 75% shopping level, the energy-credit declines by
$56/MW-day (from $152 to $96/MW-day); and with an increase to a 160% shopping level, the
energy credit is reduced by $85/MW-day (from $152 to $67/MW-day). (AEP Ohio Ex, 143 at
7.) Even at the 30.19% level that had already been achieved by April 30 — well before the
impact of the Commussion’s July 2, 2012 decision to reduce capacity pricing to prévaiﬁng RPM
prices — the erroneous impact on the Staff’s energy credit of that level of increased shopi)ing,
from 26.1%, is significant.

- Specifically. there is a direct impact on the net capacity price of an increased shopping
level under EVA’s approach {7.¢., a decreased energy credit used to offset the demand charge is
an increase m the net capacity cost). Accordingly, at the 50% shopping level the nef capacity
cost increases from $188.88/MW-day to $215.88MW-day; at a 75% shopping level, the net
capacity cost imcreases to $245.13/MW-day; and at 100% shopping,; the net capacity cost, under
the Staff’s methodology, increases to $274. (AEP Ohio Ex. 143 at 7.) Even the approximately
4% increase in shopping that occurred from March 31 {26.1%) to April 30 (30.19%), would
correspond to a decreased enevgy credit, under the Staff”s meﬂxodoiogf, of approximately $4.50,
and an increase in the net capacity cost of the same amount (resulting in a net capacity cost of
$193.30), which is still a significant increase from the $188.88 figure that is based on clearly

erfoneous assumption of 26.1% shopping.: Indeed, using the data included in AEP Ohio witness
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Nelson’s table on page 7 of AEP Ohio Ex. 143, for every 1% inctease in shopping, Staff’s
energy credit decreases by $1.15/MW-day (($67/MW-day - $152/MW-day) / (100%-26%)).

The impact of the level of shopping on the energy credit the Comumission has adopted in
its July 2 Opinion and Ozder thus is a significant variable that should, at a minimum, account for
actual shopping levels as of date of the Commission’s decision. Moreover, the evidence of
record and the Commission’s own findiugs indicate that shopping levels will substantially
increase under the RPM pricing regime. The Conunission’s energy credit, however, fails to.
reflect these changes in shopping. This failure unreasonably decreases the amount of capacity
revenue that the Company will receive. On rehearing, the energy credif based on EVA’s
methodology should be decreased substantially in order to correctly reflect realistic shopping
levels during the term of the ESP.

B. There are a host .of fundﬁmental errors in EVA’s energy credit that the
Commission adopted in the July 2 Opinion and Order, causing the resulfant
energy credit to be patenﬁy unreasonable and against the manifest weight of
the evidence, v :

Inns Opzmmx and Ordexg the Commission dismisses AEP Ohio’s legitimate objections to
the energy credit calculated by Staff as merely a disagreenient over two competing
methodologies or approaches, saying:

Upbn review of all of the tesﬁmony; the Commission finds that it
is clear that the dispute between AEP-Ohio and Staff amounts toa
Jundamental difference in methodology in everything from the
calculation of gross energy margins to accounting for operation of
the pool agreement. AEP-Ohio claims that Staff’s mputs to the
AURORAxmp model result in an overstated enezgy credit, while
Staff argues that the Company’s energy credit is far too low. ‘
Essentially, AEP-Ohio and Staff have simply offer ed two qzm‘e
different appry oac'he.s in their artemnpt fo fore ecast nmri@’e{ prices for

energv '

Tuly 2 Opinion and Order at 36 (emphasis added).
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If 8taff’s methodology for calculating the energy credit was, in fact, a defensible
approach using defensible inputs, which just happened to result in a different numerical outcome
thau the Company’s equally defensible approach, then the Commission could properly select
either approach to determine an appropriate energy credit, much like courts must sometimes
choose between alternative and equally legitimate formulas to caleulating prevailing parties’
damages or attorneys” fees. Indeed, the Ohio Supreme Court has previously deferred to the
Comumission’s selection of one among multiple defensible methodologies or formulas. In Ohio
Edison Co. v. Pub. Util: Comm., 173 Olio St. 478, 184 N.E.2d 70 (1962), for example, at issue
was the proper formula to use for the allocation of property and expenses, and the Supreme
Court stated;

This question as to the proper method of allocation is a

controversial problem. *** No one formula is proper for all cases.
S S . : .

The statutes nowhere specify a formula for allocation. - Hence, as
long as the method chosen by the conmmission is not unreasonable,
this court should not disterb i, Thus, the question is not whether
the method proposed by Ohio Edison is the best method but
whether - the method of allocation used in this case by the
commission is reasonable,
Id. at 483-84 (emphasis added).
There may in fact be more than one way to calculate an energy credit, if the Commmission
insists on applying an energy credit here to reduce the Company’s cost of capacity.® There may

even be more than one reasonable approach to calculating an energy credit. But the problem

here is that the Commission did not simply make a permissible choice among reasonable

* Although the Company did not recommend, in the first instance, that there be an energy credit offset to
the cost-based capacity price, Company witness Pearce made a recommendation for how such an energy
credit could be devised, and the methodology for calculating the energy credit engendered perhaps the
most debate at the hearing. {AEP Ohio Ex. 102 at 13-20. See generally Tr. II at 253-534 {Company
witness Pearce); Tr. IX at 1813-2102 (Staff witnesses Harter and Smith); Tr. X at2123-2252 {Staff
witness Medine); Tr. XI at 2329-2539 (Company witness Allen), Tr. XII at 2612-2278 {Company
witnesses Nelson and Meehan).)

4

20



approaches, as it did in the Ohio Edison case quoted above.  Instead, it unreasonably chose to
adopt Staff’s invalid approach, which resulted in a grossly overstated energy credit (and, in turn,
a grossly nnderstated capacity cost). As we all know from very recent history, the Ohio Supreme
Cémt will not hesitate fo reverse the Conunission’s orders in cifcz@tances where the Court
doubts thebrleﬁabi}ity or reasonaé};énéés of éz rﬁéthodology or model that is applie& to derive a
given result. See Iﬂ re 4pplzmnon of Columbus Souzhem Powef Co 178 Ohlo St 3d 5 12, 701 i-
Ohio-1788, 947 NE 2d 655 % 25«76 (1ejeci1n0 the Black~Schcvles model as a fonnuia suppm’tmg
AEP s POIR charge) |
The Commission should gmnt the Company s apphcatxon for rehearing to address thf:
fundamental deﬁczenmes in Staff’s appmach to denvmg its enmgy credit in ordex to avoid facmg
another reversal and remand from the Supreme Count because these mﬁcxenczes are sxmply too
pervasive aﬂd iroubima for a zevxewmg court to ignore. See, e.g., T ongren v. Pub. Ufyl Comm
85 Ohio §t.3d 87, 89, 1999-Ohio-206 (““The Geneza} Assembly never intended this cmm to |
perform the same ﬁmctmns and duties as the P{zbhc {JnhtLes Commisszon but it did intend that
this court should detenmne Whethel the facts fomzd by the commission lawfully and reasonably
jastified the coﬂclusxons reached by the commission #** aud whether the evxdxnce presented fo
the commmission as found in the record supported fhe essential findings of fact so0 made by the
commission.” \ qz;otmg C‘ommercml Motor Fr ezghz‘ Inc v, szb Utl. (’omm 156 Ohio 8t 360
363-64, 102N, E 2d 842 {195 1). For the reasons that follow Staff’ ] methodoiogy for calcula’fmo
its epergy Clﬁdﬁ was ﬁmdamemaliy ﬂawed in mumple respects beyond the maccmate shoppmg
assumptaou aiready descnbed above For the faliowmg addxtmnai reasons in adopnng Staff’ s

flawed approach, the Conmission abdicated its statutory duty to make reasonable f’mdmgs and
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conclusions concerning the energy credit that are supported by the weight of the evidence. R.C.
4903.09.

L EVA’s methodology does not withstand basic scrutiny and is largely a
*black box *

In its mifial post hearmg brxef {at 43), AEP Ohm explamed t}xe strazghtfomard template
for an epergy L‘iEdlt that Dr Pearce prescnted in Exhxbxts KDP-1 thmugh KDP-4 of his Direct
”{est}mony (AEP Ohio Ex. 102.) Dr. Pearce’s calcnianon of the energy credif relies upon a fair
and reasonable proxy for the energy revenne tha‘r CSP and OPCo (and, thus, the merged entity)
could bave obtained by selling equivalent generation into the market. (7d. at 15.) The cost basis
for the energy under Dr. Pea:ce’s'approaéh is computed using the same formula rates described
for the capacity rate caiculaﬁon that he spousored, providing for a consistent and straightforward
solution fo deriving an energy credit. {(Jd. at 16.) As AEP Ohio explained iu its initial post-
hearing brief

One of the principal benefits of the energy credit approach that Dr.

Pearce recommends, if one is to be used, is that it relies upon the

same cost data that underlies the capacity cost rate. In addition,

because it is updated annually to vefléct the most current FERC

Form 1 data, the cost data will be very closely aligned with the

period during which the capacity rate and energy credit are applied

to establish the apphcable pnce for capaczty 7
(AEP Ohm Imtxai Br. at 4% (emphaszs adﬁed) Y leen that the Comzmssmn expzessly fennd tﬁat
Dz Pearce’s formula rate template is an “appropnate staﬂmg point f01 detennmatzon of its
capacztv costs, ” July 2 Opnnon and 01 der at 33, the Commxsszml s decxsmn to then part ways
from Dr. Pearce $ templafa*based approach to caiculanng t}:xe ener gy credzt becomes ali the
more puzzlmg

Rel}mg on the testunony and exznbxts presented at the heanng AEP Ohio went on in its

post-bearing brief to contrast Dr. Pearce’s straightforward approach with the flawed approach
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utilized by Staff. First, as the Company noted in its post-hearing brief (at 45), the cross-
examination of the Staf/EVA witness (Harter) who sponsored Staff’s energy credit revealed a
number of ervors in the implementation of, and the results produced by, Staff’s energy credit
methodology. These acknowledged ervors required Staff to quickly request p'ermissiorx from the
Conunission to present supplemental testimony from a brand-new StaffEVA witness (Medine)
to try fo correct those errors and bolster the methodology and energy credit that Mr. Harter had
developed. Staff resorted to filing an expedited motion for additional time in the procedural
schedule of the hearing to try to correct what Staff itself described as “significant, inadvertent
errors in estimating the energy credits plesented in Staff’s testimony submitted by Ryan T.
Harter.” (Staff’s May 1, 2012 Expedited Motion at 2) {emphasis added.) The schedule that the
Commission entered in granting Staff’s expedited request left the Company just three business -
days between the supplemental “clean up” testimony of Staff witness Medine and the due date
for the Company’s rebuttal testimony. (May 3, 2012 Entry at 3.} In the Company’s rebuttal
testimony, Mr. Allen described how the errors by Staff’s energy credit witnesses resulted in
mutltiple proposed energy credit figures being proposed at various times over the course of these
proceedings:

During the course of the hearing Staff witnesses presented three

different versions of their calculation of an energy credit to apply

in determining an appropriate capacity charge rate as well as three

different sets of work papers. The initial calculation was revised

twice fo address errors that were identified prior to and during the

hearmg
{AE? Otio Ex 14? at :>~4)

Notabiy, nits }uly 2 Oplmon and Ordez adopting Staff’s enetg} cr edlt the Connmssmn

fails to meunon the nfoubimg pr ocedura} issnes occaszoned by the “szgmﬁcant madveﬁeut

errors’ commxtted by the mtness Who originally sponsored Staff's enagy credit. "Ihese e1Tors
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and the rushed “correction” that followed certainly called into question the reliability of the
methodology that the Conumission ultimately adopted. But even putting aside the procedural
irregularities associated with Staff’s original and supplemental energy credit witnesses, AEP
Ohio demonstrated that Ms. Medine only partially, and superficially, corrected the errors in the
calcnlations that Mr. Harter initially sponsored. |

As a fhreshold matter, the Conunission should grant rehearing on the energy credit issue
because EVA’s modeling approach cannot be meaningfully evaluated or tested by others, due to
the “black box” natwe of EVA’s methodology. For example, while both Staff witnesses testified
that modeling is only as good as the inputs; and that bad data inputied info the model results in
maccurate results coming out of the miodel (Tr. IX at 1851; Tr. X at 2244), Mr. Harter testified
that all of the data used in the model was either off-the-shelf from the software developer’s
default database or developed by others at EVA besides Mr. Harter, so that he.c;)uld not answer
questions about 1. {Tr. IX at 1865.) He was therefm‘é unable to testify about the vintage of the
data used in the model (7d. at 1873-74); the coal forecast data (which was handled by a different
team at EVA) (7d. at 1844); or the reserve margin that was used in the model. (Zd. at 1872))
Harter and Medine could not even agree on whether heat rate inputs were or were not customized
as part of the Aurora modeling. (Ir. X at 2151, 21 58-59.)

AEP Ohiow 1‘{ness Meeban a Semm che Pres:ident at NERA w1th more ;han thirty years
of experience in the ﬁeldg mvzewed Harter and Medine’s testimony and modehng resulis and
concluded that “[tihe approach used by EVA is impossible to verify as it is ;ﬁroduced bya “b‘iack
box approach’ that cannot be examined for errors.” (AEP Ohm Ex 144 at 6.} Mr Meehan
provided compeﬁmg tesnmony n suppoﬁ of ihxs concluszon none of whmh is addzessed by the

C’omrmssmn i its Iul} 2 Opindon and Ordez Spemﬁcaﬂy, Mr. Meehan descubed some of the
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missing information that made 1t impossible to assess the critical mputs into the Aurora model
utilized by Staff to calculate the energy credit, saymg

Fu’st no data has beezz provz‘dea’ on the Aurora model inputs.
What units are in and are-ouf, what zones are they in, what is the
load by zone, Wwhat is the load shape by zone, what units are must
run, how is unit commitrment done in each zone, what transmission
limks are modeled, what are the heat rates for all modeled wnits,
what are the fuel costs, what are the emission characteristics and
many more data items are critical inputs and choices. These are all -
necessary inputs that EV.4A would have had to veview and decide on
and no information is provided in the EVA4 work papers regarding
thent. Second, the way in which Aurora takes market price data
and AFP unit data is neither described nor shown. Complete data
would be appropriate, buf not even an example for an howr or
month is provided. Third, a limited set of data is provided for AEP
Ohio units.  But it is missing important detail. Monthly gross
revenues and cost are not provided and variable O&M assumptions
are not provided. The work papers arve completely unsuitable to
assess the -analysis .and only useful in that even His limited set
shows errors that demonsirate that EVA has grossz’v overstated
SrOSS margins; for AEP Ohio units. :

(Id at 13-14) (emphasls added) Next Mx Meehan went on to tesnfy why these missing pieces .
resulted in an uuvenﬁabie “biack box” |

Q.. CAN THE MODEL AND DATA LSED BY EVA BE
REASOVABLY VERIFIED" :

A. ’*IO the model and - dam are essemm!ly a Black box
approach. EVA has not supplied a complete set of model inputs or
a description of its workings and there is no testimony offered as to
the logical structure of the model.  Models like Aurora are general
and provide the user with niany modeling options. My experience
and expectation as & witness who on munerous occasions has
testified to production cost model applications has been that I
would describe and be available for cross examination on how the
model worked and what options I had selected, would provide a
complete data set and be available for cross examination on the
data, provide a User’s Manual, and describe and be available for
cross examination on calibration efforts. While certain
information may require a confidentiality agreement, it would be
made available so that the model and data were not a black box.
EVA has only provided some of the data if has used for AEP Ohio
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units. It-has described but not provided the data from the firm’s
FUELCAST data set or any detail regarding the Awrors dats
customized by EVA. There is simply no way to examine the
reasonableness of the analysis or assumptions used to develop the
market prices other than to conduct a parallel analysis. There may
well be numercus errors or inappropriate uses of the model, but
that eannot be seen or tested with the information provided.

{Id at 15-16) (empﬁaéis ad;ied.) : ’

Mr. Meehan also festified that Staff wﬁness Mé&in’e’s suppieﬁzental “clarifications” to
Mr. Harter’s earlier, admitted%y eIroneous testimony proﬁded pfecibus ﬁtﬁe in the way of new
information, which did nothmg to open and tnpack Staff’s model ﬁom its’ mscmtab}e black box:

Ms. Medine notfes sevezal thmgs First, she states that EVA has
been fine tuning the model for 6 months. Second she states that
EVA has populated the model with every U.S.  eleciric power
generating unit. Third she states that EVA mmzperated its view of
plant additions aund retirements. . Fowrth she states that EVA
applied proper load characteristics for each energy market. Fifth
she states that EVA incorporated -its own delivered fuel price
forecast by plant and ifts own emission allowance forecasts,
Virtually no detail is supplied as 1o any of these items. *¥%¥ No
data for any non-AEP Ohio plant is provided, no description of
how the various somces are combined is included; and no
description of any quality control procedures is given. Despite this
attempt to add clarity, no useful ‘information to review or judge
what EVA’s individual view of coal price forecasts is available. It
is still a Black box. She concludes that, “Many of the individual
pieces of information are used for model wmput validation and/or
aggregated- to -levels that arecongruent with ‘the modeling
structure.” Yet she provides not a single example of validating one
piece of fuel cost data for any non-AEP Chio unit nor any
description of the “modeling structure.” She then testifies that she
uses “EVA’s quarterly natural gas price forecast derived fiom
analyzing gas well production data for each U.S. natural gas play
in combination with EVA’s assessment of future nataral gas
demand.” But no data are provided. - All we have is a single
proprietary natural gas forecast that can't be examined or tested,
Despite her a!!eged c-larzﬁcmrons the inputs vemain'a black box ‘

(Id. at 20-21 {emphasxs added) )
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Given these strongly-worded critiques of Staff’s “black box™ approach, one would expect
that Staff wonld have cross-examined Mr. Meehan on these issues at the hearing, in an attempt to
rehabilitate EVA’s approach and demonstrate that its modeling of an energy credit was indeed
supported hy: reliable and verifiable inputs. But when Staff cross-examined Mr. Meehan, it
largely avoiéed the topic. Staff asked about the circumstances of Meehan’s engagement, and
about AEP’s relationship with Meehan's employer, NERA. (Tr. X1l at 2754-56.) Staff asked if
Mr. Meehan could explain the difference between forward price curves and forecasts, and Mr, -
Meehan reiterated that forward-market prices are the best forecasts of future market prices
(another flaw in Stafl’s approach discussed separately, infra). (Id.-at 2736-58.) When asked by
Staff whether the pmprif,zta:\y nature of certain model inputs makes it “difficult to fully examine
and validate that information,” Mr. Meehan disaéx'eed, testifying that the propriefary natare of
certain model inputs (which are provided in workpapers) should not result m an unverifiable
process like the one undertaken by EVA. (Jd. at 2760.) Staff cross-examined Mr, Meehan about
some other issues, including emission allowances, heat rate curves, operating costs, and coal
prices, but Sfaff never directly challenged Mr. Meehan on the fundamental criticisms that he
lodged against Staff’s unverifiable, “black box” approach. (I4. at 2761-76.)

In iis post-hearing reply brief, Sfaff attempted to do so (at 17), asserting that “EVA’s
methodology is not a black box model,” but Staff justified this conclusory assertion with
irrelevant points that do not address Mr. Meehan’s fundamental criticisms. For exaniple, in -
support of its conclusion that EVA’s methodology was not a “black box,” Staff asserfed in its
reply brief (at 17) that “My. Harter and Ms. Mﬂdﬁ;e worked fog&her és a team in gathering the
inpui data” — an assertion tﬁat doeé nothing to ret;ﬁt Mz, Méehan’sb cﬁﬁqué that keﬁr inputs were

not shared with AEP Ohio or otherwise verifiable. In the same paragraph; Staff a‘sseﬁcd that Ms.
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Medine “is an expert fuel analyst” and that “EVA propeily calibrated the model” Again,
however, these assertions do not address Mr. Meehan’s point that critical inputs were not shared
and remain unverifiable.

‘The legitimate criticisms that AEP Olio witness Mechan lodged agatnst Staff’s “black
box” approach to calculating an energy credit were thus essentially unrebutted by Staff at hearing
and on brief] nor were these criticisms addressed by the Comunission in its July 2 Opinton and
Order. The Commission should grant the Company’s Application for Rehearing to address the
fundamental concerns that Mr. Meehan raised in his testimony regarding Staff’s “black box”
approach fo calculating a grossly overstated energy credit. ‘Because the Commission agreed that
the Company’s formula rate template was “an ai)propxiate starting point for determination of its
capacity costs,” July 2 Opinion and Qrder at 33, but then applied Staff’s grossly overstated
energy credit (iustead of the enérgy credit as calculated by Dr. Pearce) to reduce the capacity -
charge by such a significant amount, these fundamental criticisms of EVA’s approach should ot
have been swept under the rug, as they have been to date. EVA’s uitverifiable modeling
approach will not survive the scrutiny of a reviewing court, partiéularly given the Ohio Supreme
Court’s recent decision in Columbus Southern Power, where the Court seitt a cléar message that
models or formulas proposed by parties to Commission proceedings, if adopted by the
Comumission, must accurately and verifiably provide adequate record support for the
Commussion’s conclusions, 2011-Ohio-1788 at ¥ 25-26:

2. EVA failed to calibrate the model or otherwise account for the impact
of zonal rather than nodal prices.

Aimther critical failing feiatéd to the Staff/EVA Aurora mode! used fo suppoit the energy

credit relates to calibration. As Mr. Meehan explained in his testimony, calibration of any
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forecasting model is essential fo ensure accuracy - it is the “most basic step” in any modeling
analysis, and one that Staff’s witnesses ad:mttediy faﬂed to perfoxm here

The most basic step in any large scale pmdzchmn cosf mod'el
analysis is to calibrate the results of the model that will be used to
a known measure. That does not appear to have been done by
EVA. For example, one would compare the forecast of market
prices that the model and data set are producing on and off peak to
available forward market data at the AEP/Dayton hub *** ] If -
one could determine that the model and data were consistently
overstating prices by say 5%, the model results could be reduced
by that amount. *** Alternatively, one could do a backcast with
the model and see how well the model reproduces prices at the
AEP generation hub. This is called a benchumark and is extremely
time consuming, Mr. Harter has not discussed these and to my
understanding has testified that he has only made two runs of the
model for this case, which tends to confirm that e did not develop
a calibration or benchmark in the context of the analysis being
performed in this case. Ms. Medine also does not mention the
results of any such effort in her written testimony. *** Without
calibrating the results and knowing whether they accurately reflect
reality, it is inappropriate to use model results. The failure fo
perform and describe the results of any type of calibration exercise
rei forcas the un: s'uzmbn’ztv of the meﬂzodolagy used by E PA

(AEP Ohic Ex. 144 at 10- -11) (emphaszs added mtemai citations to 'the 1ecord mmtted ) As M
Meehan went on to explmn this failure to undeﬁake 3 meanmgﬁll cahbrauou eh.erclse Wwas more
than just a “process" zmstal\e He t%tzﬁed that had an appx opriate cahbxatwn exergise beeu
performed, be is conﬁdent that it would have revealed significant zmpacts on the gross margm
calculated in EVA 5 ﬁnai um, to whxch Ms. Medme testxﬁedw 1mpacts on the order of “well
over 20%.” (AEP Ohxo Ex. 144 at 12)

This means that even 1f EVA wete to have all AEP Ohio ymit

operating costs correct, it would be overstating matgins by at least -

20%. As I will discuss below EVA does not have all such costs

«correct, which leads to an even greater overstatement of energy

margins. The overriding point with respect to methodology is that

a calibration effort, if properly done and extended to consider

zonal and nodal price differences, could have possibly substinuted
in part for the inability to validate all inpur  assumptions.



However, no such evidence of any such effort has been provided
and no calibration factoz has been usea’

{({d at 12-13) (emphasis added.)

Mr. Meehanﬁoziﬁnned multiple times duﬁﬁg m;oss4examina..tion that the failure to
calibrate the model outputs againstvaét.uél bmarket reéuits was one of his most significant
criticisms of the Staff/EVA appmvach té caloulate an energy cre:dit. {h r XiIat2706,2716.) He
also confinmed on re-direct that if th¢ adnﬁnistrativefy ‘determineé energy cre&t was based ona
fornmla approach such as the one Dr. 'i’earce conductedo‘n behalf of the cbmpany ‘based on
actual embedded costs, the results “should aheady be cahbxated ? (Ia’ at 2777-78.) Iu other
words, s he testified, cahbmtxon is “mherent’ in the use of etthel fom ard prices or actual’
emnbedded costs. (ld at 27 18 } Yet agam Staff avoided the topic of aahbratwn i its cross-
examination of Mr. Meghan, did not redirect Ms. Medine on the topic, and the Qomxss;on
likewise avoided thé tépic in its Iaiyvz Opinion and Order. -

In its post-hearing reply brief, Staff asserted that “EVA properiy calibrated the model
through rumzing the model *hot” using updated forecésts and pricing info:maﬁou and a
sensmvﬁy test.” (Staff Br. at }7 cmng Tr X at 2209- 22} 1.) But this cxtatmn by Staff was
mlsleadmg because in the vely same pages ef the transcript cxted by Staff in its post—heanng
reply bnef, M. Medme canﬁnned that the model “was not remizbm!ed ” {Ir Xat2210-2211
(emphaszs added).) Moreover, in the same section of the iranscmpt czfed by Staff M 8. Medme
tried to rely on another engagemeni for the govemment {thch she testzfied she was “net
allowed” to discuss) as the source of other model mns that were used to “make some changes.”
{Id. at 2209-2210. ) Whe:n asked 1ater 1f “there were any results of the ﬁrst itivl model that was
presented to the Comrmssmn &% that caused you to want to go back and Cahbra'te or tweak any

of the data or run it again,” Ms, Medine answered simply “no.” (Jd. at 2163.) She deferred to
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Mr. Harter as the “best person to ask about that” (Jd. at 2164) The claim that EVA propetly '
calibrated the model is simply not credible and distorts the record established in this proceeding,
EVA did not present a single shred of evidence to show that the model had been calibrated at all
for the projection of LMPs in this case, let alone that the calibration was proper or sufficient.
The reality is that EVA’s one full-time modeler (Mr. Harter) simply did not have the time to
propetly calibrate the model (due to EVA’s late engagement by Staff for this case) and thus took
unaceeptable short-cuts. In sum, as the Company set forth in its post-hearing reply brief, the
ciaun that EVA sufficiently calibrated the model that was used to caloulate Staff’s energy credit
must be rejected for the following reasons:

»  Staff did not present any quantitative evidence comparing EVA’s model results to
either historical LMPs or forward prices.

e In attemptmg fo present EVA’s calibration efforts in the best posszble light, Staﬁ" as
described above, resorted to mischaracterizing Ms. Medine’s testimony regarding
whether (or nat} any true calibration took place.

¢+ TheIMP’s pmduced by EVA s AURORAmp model are 8% ahove current forward
prices at the AEP Dayton hub.

* An 8% overstatement in market prices will overstate gross margins by well over 20%,
all else equai thus reflecting an madequate cahbxauon

* Adequate calibration is impossible, as EVA only pr oduced zonal prices. Ms. Medine
testified that this was fine as there was 1o intra zonal congestion, but Mi. Meehan
provided data showing that, in fact, there was significant intra zonal congestion and
that the use of zonal prices is evidence of inadequate calibration.

(AEP Ohio Ex. 144 at 24-26.)
Courts have Jong recognized the critical necessity of properly calibrating any model that
is used to support an adjudicative determination. Only last year, for example, the United States

District Court for the Eastern District of California, in a case regarding alleged exposwe to

contaminants migrating from a manofacturing site, noted that “it is undisputable that calibration
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is a “critical’ and ‘valuable® step that ensures that model sinmlation matches the Feld observation
to a reasonable degree.” Abarcav. Franklin County Water Dist., 761 F.Supp.2d 1007, 1060
{(E.D. Cal. 2011). The dbarca court further noted that the importance of calibrating model
results to actual data “is not limited to the field of groundwater modeling” and that appellate
coirts “throughout the United States have emphasized calibrating/harmonizing model
predictions with actual data to ensure refiability.” Id. atn. 55 (emphasis added), citing Eleven
Line, Inc. v. North Texas State Soccer Assn., Inc., 213 F.3d 198, 206-8 (5th Cir. 2000) {antitrust
contexty; Inland Empire Public Lands Courncil v. Schultz, 992 F.2d 977, 982 {9th Cir. 1993)
{noting that agency conducted “extensive field mmvestigations to calibrate and x’z’eri@ its
models.”); Sterling v. Velsicol Chem. Corp., 855 F.2d 1188, 1199 {6th Cir. 1988) {(“The plaintiffs
carefully devised, calibrated, and tested their ruodel, based upon physical data generated by
Velsicoi;é OWRl consuitants. to determine the physical énd chemical characteﬁstics beneath the
landfilL.”"Y, Ohio v. United Sfatas Envn onmental Prorec{zon A genm 784 F.2d 224, 226 {6th Cir.
1986) reaff d, 798 F.2d 880, 881 (Gth Cir. 1986) (holdmg that the EPA acted arbitrarily in using
a model fo set epnission lmits *without adequately vahidating. monitoring, or testing its reiiability
or its trustworthiness in forecasting pollunon {...7); Boue her v. US. Su:ukz Mafor Cmp 73
F3d18 (2nd Cir. 1996} (e\.c]udmg expert testimony vader Rule 707} As the Abarca court
explamed “{z}n edch of these cases, rhe Court has zecogmzed the xmpact of cahbratmn on the
model integrity.” 4barca, 761 F.Supp.2d at 1060, n. 55.

For these reasons and those already presented to the Commission in the Company’s post-
hearing briefing (left vnaddressed in the July 2 Opinion and Order);,» it is evident that EVA failed
to properly calibrate the model that it used to caloulate Staff’s proffered energy credit. The

Comuuission’s approval of an energy credit that resulted from this uncalibrated model was
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unreasonable. Such an approach is unlikely to survive scrutiny from a reviewing coust,
especially because the disputed energy credit dwarfs the actual historical revenne data presented
in the record. Rehearing, therefore, should be granted, and the Staff’s erroneously calibrated -
model should be disregarded.
3. EVA erred in forecasting LMP prices mstead of using available
forward energy prices, especially given Staff's position in the
Modified ESP proceeding that lower forward energs prices should be
used for the ’VIRO test.
The use of overstated market pnces in the Staﬁ’EVA approach to calculatmg an energy
credit is yet another fiundamental ﬂaw thar Mr. Meehan and Mz. Allen addressed in their
- testimony. This ﬂaw is yet anothel topic that the Comxmsswn falied fo addxess in its Opinion
and Order (other than briefly reciting the Company’s posﬁwn on the matter, at p. 28), and it had
a signiﬁcant‘ and 1ﬁafefial effect mi fhe énex'gy credit proffered byA Staff and adopted by the
Commission. |
As Mr. Meehan tesnﬁed fcxwazd energy pnces are fhe maiket’s collective view of the
most hkely price autcomeMthey repx esent real money comm;tted to acfuol‘ ma;ket tramacﬁons
by actual buyers and sellezs (AEP Ohm Ex. 144 at 14 } The forward energy pnce : reﬁects the
consensus that fhe market has reached ” (Id) “The only view that 1epresents a przce that i is.
cury em‘ and can be transacted 15 at the market view or foxward pnce > (Jd) Another key
advantage of using forward pﬂces is that they are “pot sub}eci o the Wmm of potexmal EIT0IS Or
incousistencies in ﬂxousands ofi mput data 1tems or hmxtatwns in modei capabzhtxes {Id)
The forward pnce: can be obsewed and represents the consensus
view of many market participants. . Using a forward price.
eliminates the need to constriet 4 forecast from thousands of
unverifiable inputs and to calibrate for things which a model

cannot measure. These items are ail embedded in the foz'ward
market price. o :
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({d. at 14-15.) Despite these inherent advantages embodied in forward prices, Staff/EVA -
declined to use them to calculate the energy credit. Instead, Staff/EVA applied overstated
forecasted market prices. Mr. Allen explained the staggering consequences of using overstated
forecasted market prices instead of forward market prices:

- A comparison of the market prices used in Staff witnesses Harter
and Medine’s analysis to 'publically available forward prices for
the AEP Zone shows that their market prices are overstated by
over 834/MWh over the threewear forecast period. Overstated
market prices will have the impact of overstating the margins
produced by the generating resources of AEP Oliio and as a result,

will overstate the energy cred;t caicxﬁated by Staff.
oOEEE -

1 have estimated that the use of current forward market prices Jor

the AEP zone would have reduced Staff witness Harter’s energy

credit by $50.42/MW-day.
(AEP Ohio Ex. 142 at 89 (emphasis added).) Mr. Alien iné}uded this anaiysis m Exhibit WAA-
R4. (Id) - - | | |

As the Company expiained in post~heaxina brieﬁng there are glaﬁng inconsistenéies

between the method used by Staﬁ“ wztness Snnfh m ﬁeveiopmg the demand charge versus the
work done bv wmlesses Medme and Ham:er m deveiopmg the energy credxt (AEP Oluo Initial
Br. at 54~ 57 AEP Ohio Reply Br. at 19—20 2 Whele'ls Staff’s demand charge was developed
using 2010 actual cost data Staff’s energy credﬁ: was based on progected energy margmq ‘
calculated with overstated maxket pnce foxecasts (AEP Ohm Imtxal Br.at 54 55. ) Ms kiedﬁe

readxly caﬂceded this dxftexence in the foﬂowmg exchange

Q,‘ Mr Smaith used acmal data when he developed the demand
charge, did henot?

A. nght and we were doing — he is domg hxs cost based, and

we are trymg to oome up with an energy “credit so they are dxfferent
analyses '

Q. They dont use the satne meﬂmd even ihough you are
netting them against each other, correct?
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A Correct.

(Tr. X at 2171)

There are also glaring inconsistencies between the approach of Staff here in the capacity
case, versus ifs insistence on using forward market prices in the Modified ESP case for the MRO
test. Tn the Modified ESP case involving the same 2012-2015 time period that Staff used to
project an energy credif, Staff witness Johnson’s testimony uses the PJM forward market to
establish a lower energy price and a mt}re‘resmicﬁve MRO test. See Case No. 11-346-EL-SS0,
et al., Prefiled Testimony of Daniel R. Johnson (filed May 9, 2012.) Put another way, in early
May of this year, Staff gladly used forward market prices to make it more difficuit for the.
Company to pass the ESP!MRO test. Only days before, in contrast, Staff’s witness Medine
submitted her testimony in tiu's éase, déciirx“mg {o use forwézd market pﬁces in the energy credit
calculation that she and witness Harter sponsored for Staff. Staﬁ’ simply cangot ﬁave it both
ways, and ifs rejection of forward market prices here can égly bé seen as a résult-oiiented
selection of whatever methodology would reduce the capacity charge by the greatést possible
extent. decord, State v. Pub. Util. Commni., 344 S‘.W.3d 34?, 361 (Tex.2011) .(Sllp;éﬂie Court of
Texas ordering Public Utility Commis;sion oh refand in true-up pr‘ocee‘dingsl to ﬁpply “actual
sale” imethod to determine niarket Valﬁe,‘ ;‘afﬁe_r than other methods that could be uséd to
determine market value ;‘indiryécﬁy;b" noting that actual sale in a “bona fide third-party
fransaction on the open market” provides t}:;e “besﬁ measure” of marl;et vgluef)

AEP Chio witness Mee‘hén prdvicfe& the‘foﬁowmg apt sutmary of. why his market-data
based approach is snpe;ibf “toﬂ:e approégch- that EVA utilized here with its overstated market
price forecasts: - | -

To claim otherwise is the height of arrogance. If EVA had
forecasting skills that were reliably superior to the market, it wounld
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be irrational for the firm to provide client services as they do. The
rational thmg to do would be to take proprietary market pcsmons
and trade using their superior insight.

{AEP Chio Ex. 144 a1 26-27.)

When counsel for Staff attempted to cross-examine Mr. Meehan on his understandable
preference for the use of forward prices, Mr. Meehan confirmed the obvious superiority in his
approach, as reflected in the following exchange at hearing:

Q. Okay. Mr. Meeban, can you explain the difference
between a forward-price curve and a forecast?

A Yes.
Q. What is the differeuce‘?

A A Jorward price is something fimf 's observed i the markef
it's a buyer and a seller. I’s guoted. It’s traded, business
transacts at it. A forecast is sort of 2 person’s view of what the ~
of what market will be in the future. Usnally based on some type
of modeling exercise.

Q. Soyouwould agree then that a forward-price curve reflects
on what parties may be willing to transact today for a date and a
time in the future but may not necessarily reflect that — that market
przce in the futzre?

A I think both — I mean, neither a fmward pmce nor a forecast
1s going to reflect the price inthe future. The price in the future is
going to change from what vou would forecast or project with a
i forward-market price at this time. -  think a forward-market
price is the best forecast of the market price in the funure.

Q. So'is it your testimony that the only reliable number to use
in the analysis of the energy credit i in this case is the forwam’ ;mce
curve power? :

4. More or less, yes. I mean, I think if.a forw azd price exists
Jor a pn oduct or commodity, as I say in my testimony, I think it’s
- sort of arrogant fo say you have a forecast.that’s better than that.
I you do, you probably should be out trading, not— not testifying.
Now there is a lot of reasons for a model — model provides
more information if you're looking at fuel consumption, fuel
usage, or compmmg alternatives. But when a forward price is
available, I think it is generally superior to a view of the market
developed from a forecast.
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(Tr. XTI at 2756-57 (emphasis added).) In spite of the clear advantages to utilizing forward
prices, Staff witness Medine steadfastly maintained ber view that it is better in this case fo rely
on her subjective judgment than to rely on actual forward contract data reflecting negotiated
market prices. {Tr. X at 2168.) The Commission should examine this portion of Ms. Medine’s
cross-examination closely. Her responses to questions about why forward prices wete nof
applied are hardly convincing. They betray an inexplicable preference for forecasting a key
component of the epergy credit calculation that would be more accurately reflected by actual
forward prices.

Q. | Why not use actual foxwmd prices that are out there fm this

kind of a short term?

A. Because forward prices, vou know, are forward prices.

They're not forecasts and so there is a relationship between a

forecast and a forward price but a forward price is simply what you

or I would agree to do today to buy power or coal oy whatever two

years fom now.

And we believe it’s more accurate to use o fundamertal

Jforecast rather than a forward price curve of auy kind — anything

but sort of the prompt period and if you do the analysis of the

forward price cuves, you know that forward price curves ***

move on a dime. If the forward price today is $50, you know,

prompt year plus one will be 52, 54, and a month from now 1t will

go to 60, 62, 64. They go up and down with the wind, with the

weather, with everything. So we just don’t bel' ieve that the ¥**

Jorward price curve is the way to go. : :
({d. at 2166 (emphasis added).) If the Commission buys into this kind of unconvincing (at times, -
bordering on nonsensical) justification for relying on a price forecast instead of kaown forwaird
prices, then it is abdicating its duty to ensure that Staff’s proffered energy credit — which the
Commission adopted in its Opinion and Order -~ is reasonably supported by reliable evidence in
the record. Further, if the Coramission applied the same logic in administering the MRO test
under R.C. 4928.143(C), it would use higher prices based on such projections - which it has not

done. In sum, because there is 1o apparent, reasonable explanation for maintaining the absurd
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position that predicted (and overstated) market prices are superior than actual forward prices
when it comes to- calculating the energy credit (other than to support overstated enetgy tnarging
that would, in tun, result in Jowering the capacity charge), the Commission should grant
rehearing and adjust Staff’s energy credit accordingly, based on the application of reliable
forward prices.

4, The record shows that EVA used inaccurate and understated fuel
costs.

As the Commission noted in its July 2 Opinion and Order (at 28), the Com;;aﬁy also
objected to Staff’s energy-credit calculation on the basis that it understates fuel costs for coal
units. The Company detailed this obj‘ection at pages 5?;60 of ir’s‘miﬁ;al post-hearing brief,_
replete with citations to the recovzd,band again in its reply brief (at pa ge‘s 29—3(}.) Th;:
Commission, however, failed to specifically address ‘this cbjectiblibefere concluding {at 34) that
Staff’s recommended energy credit is “reasonable.” For the reasons that follow; the Commission
should grant rehearing to address the understated fuel costs (costs that Staff witness Medine
herself conceded on cross-,exaﬁﬁinaﬁon *;vere “certainly aggressive” (Tr. X at 2288-89)) that
Staff/EVA iucmpofated nto the ex&er‘g;;r cre&it caiculation. |

AEP Ohio witness Allen ﬁoted several troubling tmderstétements of fuél costs during his
review of Harter and Medine’s energy-credit calculations. For example, Mr. Allen reviewed
EVA’s fuel cost data for Gavin Units 1 & 2 (AEP Obio’s Iargeét generation resources) and noted
that the fuel cost data for these units understated actual 2011 fuel costs by over $5/MWh ($390
million, based upon the Staff witnesses” projected generation for these units). (AEP Ohio Ex. -
142 at 5.) Although Ms. Medine testified on cross-examination that “anomalous evenis” at the
Gavin plant contributed to this discrepancy, Mr. Allen disagreed, noting that the one-time

payment Ms. Mediue referred to was booked to fuel expense in 2008 and had no bearing on the
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2011 actual fuel costs that he reviewed for comparison purposes. (J4) Mr. Allen
conservatively® estimated that the use of more reasonable fuel costs would have
significantly reduced Staff’s energy credit by S70/MW-day. (/d. at WAA-R1.) Mr. Meehan
discovered the same findamental fuel cost error in his review of EVA’s analysis, saying:

EVA has understated  operating costs' for many AEP Ohio
generating units. One obvious example if the Gavin plant where
EVA uses approximately $14/MWH for fuel costs while the achial
fuel cost calonlated by data supplied by AEP for the June 2012 to
May 2015 period is expected to be approximately $24/MWH. As
EVA projects Gavin to generate over 60 TWH (terawatt-hours),
the impact on margin of this single fuel costs error, all else equal,
is an overstatement of margins by at least $600 million. This is
just from the fuel cost error for one plant. Lo

(AEP Ohio Ex. 144 at.16.,) Mr. Meehan also took issue with Staff/EVA’s attempts to defend,
instead of correct, this very substantial fuel cost error. He explained:

There may well be many other errors in the EVA Aurora database
~ but there is no reason to believe that these other errors offset the
unpact of the error in Gavin fuel cost. EVA, by defending and pot
correcting the very substantial Gavin fuel cost error, is asking s o
believe that its gross margins are correct because if it corrected all
errors in the model, the market price would change by the exact
same amount that it has understated Gavin fuel costs. This s
preposterous.  *** Hence, it is implansible, illogical and
unreasonable to believe that energy margin results are made more
accurate by iguoring the ervor in the assumptions regarding the cost
of AEP Ohio units, in particular Gavin’s fuel costs, than by fixing
it. The correct thing fo do is to fix known errors not ignore them.
**% Also note that the Gavin error is not the only fuel costs error.
It is just the fuel cost error with the most impact. : =

(1 at 19-20)

¥ Mr. Alleny’s appronch, using 2011 semal fuel costs as the point of reference for evaluating the amount by
which EVA’s fuel cost assumptions are understated for the ESP period, is very conservative because, in
fact. the fuel costs for coal units is escalating during the timé perjod in accordance with the temms of the
coal contracts that will provide most of the fuel for the plants. (Tr, XT at 2460-2461 )
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Again, in spite of these strong criticisms regarding the very significant fuzel cost efrors
underlying its energy credit caleulation, Staff devoted precious little briefing and argument to the
issue 1n its post-hearing briefs. In its initial brief, for example, on the subject of fud cost inputs
to the model, Staff asserted only that:

M. Allen also acknowledged from Staff Exhibit 108 (EIA Short-
Term Energy Outlook Released May 8.2012) that EIA forecasts
the average delivered coal price in 2012 will be 2.8% lower than
the 2011 average price and the average delivered coal price in
2013 will be 3.8% lower than 2012. This outlook supports Staff
witness Medine’s modeled forecast and analy51s thh respect to
coal prices. :

_ (Staff Initial Br. at 63.) But this assertion by Staff, and its reliance on Staff Exhibit 108, ig
simply wrong. As AEP Ohio explained succinetly in its post-hearing reply brief:

Staff also argnes (at 63) that Mr. Allen acknowledged from Staff
Exhibit 108 *** that ETA forecasts the average dehvered coal price
in 2012 will be 2.8% lower than the 2011 average price, and the
average delivered coal price in 2013 will be 3.8% lower than 2012,
Staff suggests that this outlook supports Ms. Medine’s modeled
forecast and analysis with respect fo coal prices. On the contrary,
the forecasted drop in coal prices are for spot purchases, and AEP
already has contracts in place for most of its coal needs. (Tr. XL at
2430-2431.) Staff Exhibit 108 does not in any Way lend credibility
to EVA's gxossly understated fuel costs. :

{AEP Ohip Reply Bl at 29 (emphas;s n ongmal) )
Tellingly, Staff did not rely on its E};hzblt 108 again in ns zeply brief. Instead Staff
defended the understatad mel cost puis by assemng that:

EVA did not change or manipulate any fuel cost data, which was
customized and reflected EVA’s latest input assumptions, when
operating and running its Aurora model for this engagement and
analysis. Therefore, EVA committed no bias with its model
results. *** Mr. Meehen further testified that he did not review
any coal contracts for Gavin becanse he relied on AEP Ohio for
cost data. AEP Ohio witness Allen acknowledged that the short
 term energy outlook pubhshed recently by the U.S. Df_pa; tment of
Ener gy states that the average delivered coal price is declining -
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from 2011 to 2012, and again in 2013.- Mr. Meehan agreed under

cross exantination that fuel costs are very imnportant to the analysis

of gross margins. He also agreed that if AEP Ohio is overstating

fuel costs then his or AEP Ohio’s gross margms wouid be

understated. » :
(Stafl Reply Br. at 18-19.) But these assertions by Staff in reply do not solve the significant
problems that AEP Ohio identified with respect to the fuel cost inputs to the Staff/EVA model,
The fact that EVA did not “manipulate” fuel cost data does not solve EVA’s failure to use the
correct data iputs in the first place, such as the cormect inputs for the Gavin plant. The fact that
Mr. Meehan did not review any coal contracts for Gavin is also immaterial - the Commission
may review them itself on rehearing if it has any reason to doubt what those confracts say. And
the fact that DOE’s ouﬂoci& for average coal price is declining is immaterial when it is
uncontroverted that AEP Olio already has coal contracts in place for most of its coal needs. {Tr.
X1at2430-31.) EVA’s cost assumptions bear no rational relationship to actual historical costs
and the Conunission failed to meaningfully address these flaws in its July 2 Opinion and Order.
For all of the foregoing reasous, and for the reasous previously set forth n AEP Ohio’s post-
' hearing briefs, the C‘onumssmn should grant reheanng to adjust Staff’s eper gy medit based on

EVA’s inaccurate and tmderstateci mel costs

5o EVA fai}ed to use correct heat rates to captme minimum and start
time operating constraints and assoctated cost impacts.

Still another significant flaw in Stafl’s energy credit that merits rehearing relates to
EVA’s failure to apply correct heat rate data. AEP Ohio discussed this flaw in detail at pages
60-64 of its initial post-hearing brief, including nm}tiple cifations to the record Again, while
acknowledging ﬁns objection by the Company (at page 28 of itsJ uly 2 Opmwn and Order), the

Commission made 20 specxﬁc ﬁﬁdmgs o1 conciusmns reiateé toit. I’.he Commission apparently
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dismnissed this concern as part and parcel of its nnsupported determination that Staff's
reconunended energy credit is “reasonable’ July 2 Opinion and Order af 34, 36.

The crux of the heat-rate problem meriting rehearing is that EVA assumed that each of
the Company’s generating units either operates at its full-load heat rate or is offline. (Staff Ex.
105 at 10-11.) Staff itself confirmed this fact in its initial post-hearing brief, saying “EVA chose
to use the EPIS default heat rate at which each generation unit could operate (also known as full
output heat rate).” (Staff Initial Br.at 50.) Thus, there is no dispute in the record about the heat
rate data that Staff’s consultants wtilized in their energy credit model. -

EVA chose this expedient route after an infernal debate about whether to customize heat
rafe data. (Tr. X at2151.) As Company witness Allen explained, even though actual heat rate
data for AEP’s units is “publicly and readily available” on pages 402 and 403 of the Company’s
FERC Form s, EVA chose the wrong approach after this internal debate and “significantly
understated the heat rates of the plants/units.” (AEP Ohio Ex. 142 at 7.) As he testified:

I have estimated that the use of correct actual hieat rates for the gas
fired generation resources would have reduced Staff’s energy
“credit by $1.87/MW-day.  This analysis is included in Exhibit
WAA-R3. The impact of these heat rafe errors on the coal wnits is
meluded in the fuel cost analysis I previously discussed so T have
not separately calculated the impact here. The undersiated heat
rates that Staff witnesses Harter and Medine used for the gas fired
generation resources of AEP Ohio results in overstated margins.
(AEP Ohio Ex. 142 at 8.) Company witness Mechan agreed with Mr. Allen that EVA modeled
the energy credit using flawed hieat rates, explaining;
‘The pomt is that the model developer’s clain that it is appropriate
to use full load heat rates and have units be ot Jull capacitv or off
is wrong and has been offered without any contest supporting the
specific application of the model. Large steam units simply canuot
run that way. Many of AEP’s large steam units are supercritical

units *** that have minimum up and down times of 72 hours. If
the unit is econontc over this cycle it will run and it will be
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~ profitable during the day, but to achieve these profits it will have to

run at minimunt load over the night period and sustain Iosses that

will offset its daytime profits.” The failure to model with correct

minimum up and down times, to model a heat rate ar minimum

load, and to.only reflect the full lnad heat rate and turn AEP s codl

units on and off with no regard for minimum: up and dewn times, is

a fatal flaw in modeling unit profits.
(AEP Ohio Ex. 144 at 22-23 {emphasis added).) Mr. Meehan went on to explain that while it
may have been “simpler” for EVA to model this way, it is “inadequate” and mrealistic for EVA
to assume that “the units can be turned off and on at the flip of a switch.” (/4 at 23.) Mr.
Meehan estimated that EVA’s failare to properly model operational constraints for the coal-fired
generating units resulted in an overstatement of gross margins by $256 million, all else equal.
(Id at 30.)

Staff witness Medine ultimately achxowle&ged that using optimal heat rates does not
capture the minfnum run operéﬁon or start times, and she also admitted that EVA had not done
the modeling for AEP Ohio using anything approaching an average heat rate. (Tr. X at 2246)
She farther acknowledged that the table on page 12 of her testimony shows that even the largest
plant, Gavin station, does not mn 20% of the time and, therefore, it cannot experience the
optimal heat rate Samlaﬂy, the Cardmai plant does not run about 20% of the time and the heat
rate she used foz Cardmal was 5% less than the average heat rate recently experzenced at the
plant {Id. at 2243«2246 2250) Ulmnately, she agreed that in EVA’s analysis, the costs are
understated and the projected mar; gms are ovezstated through the use of optimal heat rates,
because start costs and mininium run costs are not wﬂected (Jd. at 22 i5-7236 D

Given these undisputed facts in the record relatmg to EVA’S use of ﬂawed heat rate data

w the Aurora model, it is not surprising that Staff, in its post-hearing reply brief, glosses over the

issue, without any citations to the record whatso,éver,; saying, “EVA’s efficient heat rate
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application was correctly used and applied for this analysis. Simply because AEP Ohio finds the
results disadvantageous does not ﬁ;ak‘e EVA’s ﬁ&éﬂmd, analysis, and résults wrong.” (Staff
Reply Br. at 19-20.) ReSpecﬁiﬁIy, if the Commission is going to choose Staff’s energy credit
methodology instead of the Company’s, then it miist demand from Staff a far more meaningful
and robust response than this one to legitimate criticisms that the Company has developed on the
record through the supplemental testimony of multiple witnesses.” EVA’s “method, analysis,
and results” are indeed wrong for their failure to correctly model known and undisputed
operational consiraints, which resulted in an overstatement of gross margins by $256 million, all
else equal, (AEP Ohio Ex. 144 at 30.)

6. EVA’s energy credit wrongly incorporates traditional OSS margins
and otherwise fails to properly reflect the impact of the Pool.

As described above, the Cbmmission’s July 2 Opinion and Order, at 29, charactérizes
Staff's/EVA’s énergy credit’s incorporation of OSS margins not associated Wiﬂ; shopping.
imputation of a market-based rﬁargin for non—shopping customers, and failare ’mrpmpe‘rly feﬁect
the operation of the FERC«&pprove& Pool of which AEP Ohioisa member as well as AEP
Ohio’s reasoned xeﬁztatmn of those ﬁmdamem‘al eITOrS dmmg cmss~exan.maﬁon in rebuttal
testxmony, and in post—hearmg briefs, as “dxiferences n methodo}cgy.” Like the other EIT0TS
discussed above, however, EVA’s errors with respect to OSS margins and the Pool in calculating
the energy credit, and the Commission’s Imreasonable adoption of E EVA § ﬂawed methoda!ogy
with regard to those issues, do not amount to “dszeiences in methodology ” They represent clear

errors in the Staff’s methodology and they warrant cozrecﬁon on rehearing.

® Compare, United States v, Okzo Edison Co., 276 F.Supp.2d 829, 879 (5.D. Ohio '?(}03) (in rejecting the
defendants’ contention that a government expert had ignored projected and actial heat rate improvernents
in his emissions calculations, the district court noted that “Dr., Rosen examined monthly heat zate and
utilization factors for each of the Sammis units” before rendering his conclnsions).
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AL The adopred energy credit erroneonsly reflects more than O$S
margins created by “freed up” energy associated with the
capacity being paid for by CRES providers.

Under the approach that the Commission adopted in setting the energy credit established
in its July 2 Opinion and Ouder, itis assumed that AEP Ohio’s Member Load Ratio (“MLR™)
share (cutrently 40%) of all OSS margins are retained and available to offset costs of capacity
furnished to CRES provzdexs The appmach does not offset those capacity costs with only AEP
Ohio’s re{amed energy marging fmm “freed up” OSS saies 1arher m addition to those margins,
it also commmdeers retained. nxargms ﬁom unrelated ()SS saies (r e., traditional OSS margins).

As the Company ez\plamed inits post—heamng bmefs an enmgy credit operating to reduce
the price of capacxty that 1s supphed to C‘RES providers should not include an offset for OSS
margins not associated with the capaczty bemg paid for to support shappmg load. (AEP Obm
Initial Br. at 69-76; AEP Ohio Repiy Br. at 31~34.) Indeed, such an offset 15 mmasonable
because‘ non—shopping retail bus‘ta’mers do not feceiife suc]} an offsét | Moreover, thé Commission
determined that a cost—based mechamsm should be adopted therefore, mputmg a hyper—mﬁated
margin conflicts thh the Comunssmn 5 stated intention,

Ifthe Commission does find 1’( nec:essary to offset the energy credit based on' 0SS
roargins, it shonld eertanﬂy not appropmate the marc,ms retamed by AEP Ohio that are
mdependent of the capaczty supphed fo CRES provxders CRES prowders and their customers
should not h'we an OSS mar gin credzt when retaxl customers do noi Thus if the energy crecht
must acooxmt for OSS margins, oxﬁy those atmbutable to “fi ced up” energy assoczated thh the
capacity being sold to 2 C‘RES prowdez should be included, The enmgy credit should not also

confiscate AEP OChio’s tradxtmna OSS maxgms w}uch exxst mdependent of any sale of capaczty

to CRES prevzdevs The Connmssxon s J uly 2 Opmmn and O1der howevex dzsx egarded AEP
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Ohio’s ar; guments on this point and mneasonably adopted an enexg} credit which strips from: the
Company zts fraditional OSS revenues Wxthout meanmgﬁﬂly addressing these objections. This
exror should be corrected on rehearing and, to the extent any OSS margins are inclnded as an
offset in determining the energy eredit, only those margins actually attributable to “freed up”
energy should be used.

b. The adopted energy credit imputed a fictional market-based
margin altributable to 100% of the non-shopping load and
incorporated that into the energy credit 1o offset the charge for

- shopping load, which nof only creaies an unreasonable and
unlgwful subsidy, but alse confiscates margin that AEP Ohio is
authorized fo retain through its S50 rates.

The Commission’s adopuon of Stafﬁ’EVA § ervoneous energy credit meﬂmdology also
inappropriately attributes ﬁcﬁoml market-hased margin to 10(} 4 of nonshopping Ioad and

incorporates that attribunon nto the energy credit to offset the capanty charge for CRES

providers. Specifically, Staff assumed that 100% of the retail energy margins that it imputed are

available, and Staff used them to offset the cost of capacity furnished to CRES providers. As the
Cdmpany explained 51'1} p§s§-heaxing briefing, this was patenﬁy 1mreason;c_1hlé, and the
Commission’s July 2 Opinion and Order, thch adépts t}xis methodology, is itkewise
mu'easonai)ie : | | |

Asan mmal matter Staff did not explam why ay, let aione why all of its m1puted 1etaxi
880 margms should be co—opted for the beneﬁt of CRES pmvxders 'Ihe mlpmper nnputat:on of
10{}% non—shoppmg m.argms also mathamaﬁca}iy dziutes the unpact of the Pooi based on an
arbifrary and aapmcmus mciusxon Of non—slzoppmg niar: gm in the energy credit ca}cn}atmn
1e1a’ang to ﬁze pnce of capacfcv Jfor shopping Ioad AEP Ohm s ‘SSO pricing has been and is
bemg, estabhshed thmuzh sepm ate proceedmgs mvolvmg the dzstmct ESP regulaiory regime;

SSO pricing and SSO margms therefore have no piace m the energy credzt calculanons related to
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shopping load. (/. at 74.) Thus, the Commission’s decision adopting Staff’s improper
methodology unlawfully confiscated non-shopping SSO revenues by commingling them with
OS5 margins used to develop the wholesale capacity charge for CRES providers. In addition to
violating the FERC-approved Pool Agreement and the Federal Power Act, the Commission’s
adoption of a methodology that funds a capacity charge discount through the use of SSO
revenues also aniozmté to a,“ s:ubsidy ofa c-ompetitive service and, fhérefore, conflicts with Ghio’s
energy policy and basic economic principles. |

¢ The adopted energy credit unlawfully fuils to reflect operation of
the FERC-approved Pool in its inflated energy credit.

In addition to the perverse impact that the Commission-adopted methodology of imputing
100% of non-shopping SSO margins as an offset fo CRES providers' capacity costs has in
mproperly inflating the energy credit, the methodology also unlawfully disregards the correct
operation of the FERC-approved Pool. Company witness Nelson explained that imputing non-
shopping SSO energy margias as “Retail Margins” and then providing 100% of that margin o
CRES providers effectively increases the MLR from sn actual 40% (the level that AEP Ohio is
required to retain under the Pool) to about 92% (a level not permitted by the Pool). {AEP Ohio
Ex. 143 at 10.} This approach greatly overstates the amount of margin tbgt AEP Ohio ¢an retain
under the FERC-approved AEP Pool Agreement and provides a windfall to CRES providers,
particularly at the low level of shopping that Staff has assumed. (Zd. at 10-11; AEP Ohio Initial
By. at 73.) The Pool is under the FERC’s jurisdiction and infringement upon its operation is.
pr eempted by federal law. (See AEP tho Ex. 143 at2); M;ssfsszppz Pawei & Light, 487 U 8.
354 357, 108 S.Ct 7428 (1988) Amerzcan Efeeirrc’ Power Service Corp., 32 FERC ¥ 61,363
(1985). In substance, this flawed method confiscates tevenues from AEP Ohio’s retail 880 sales

and uses them fo subsidize CRES providers through a Jower wholesale rate that they pay to AEP
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Ohio for capacity. (AEP Ohio Ex. 143 at 6,11.) This fictionsl mnputation and retention of
energy margins further, and substantially, inflates AEP Ohio’s retained energy marging and,
ultimately, EVA's proposed energy credit. For this reason too, Staff’s flawed energy credit
methodology should be rejected on rehearing.
7. EVA’s estimate of gross margins that AEP Obio will earn in the June
2012 through May 2015 period are overstated by nearly 200%, as
shown by A:EP witness Mechan’s alternative calculation of foreeast
gross margins,

For the foregoing reasons, EVA’s flawed inputs and approach resulted in a grossly
overstated eﬁergy credit. Should the Comumission agree to rehear’this case, and should it
continue to adhere to the view that an energy credit offset is appropriate, then the Company
subrnits that AEP Ohic witness Meehan’s supplemental testimony provides a defensible and
accurate alternative calculation of gross margins. (AEP Ohio Ex. 144 at 23, et seq.) Pages 66-68
of AEP Ohio’s initial post-hearing brief summarize the documented, transparent, and verifiable
approach that Mr. Meehan took to assess the gross margins that AEP Ohio will earn from June
2012 through May 2015. The transparency of Mr. Meehan’s approach was confirmed under
cross examination, when counsel for JEU asked Mr. Meehan to explain each column of the
hourly calculations performed for each generating unit. (Tr. XTI at 2725-31.) If the Commission
compares Mr. Meehan's exhibit ETM-R2 against EVA’s estimate of gross margins {ESM-1), the
Commission will see that EVA’s estimate is nearly 200% higher than Mr. Meehan’s fnore
objective and accurate estimate of realizable margins.

8. At a minimum, the Commission should conduct an evidentiary
hearing on vehearing to evaluate the accuracy of EVA’s energy credit
compared to actual resalts,

Inlight of the foregoing fundamental errors in Staff's enerny credit, the Commission

should grant rehearing and hold an evidentiary hearing for the purpose of testing the validity of
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EVA’s energy credit methodology against actual data. R.C. 4903.10 empowers the Commission
on rehiearing to hold an evidentiary hearing and accept additional evidence into the record, A
hearing should be conducted in order for the Commission fo evaluate the extent to which EVA’s
methodology grossly overstates the Company’s energy margin. Newly available information
coufirms the inaccuracy of EVA's forecasted energy credit compared to actnal results, and the
Company should be granted the opportunity fo present that evidence at a hearing for the
Commission’s consideration on rehearing. In support of this request, the Company makes the
following proffer: AEF Ohiv’s actual energy margins for the month of June 2012 were
$11,249.211. EVA’S forecasted energy margins for the same month were $36,128,311 - more

than three times higher than the Company’s actual margins. For the month of June 2012 aloue,

EVA’s methodology results in an energy credit that is overstated by $91.52/MW-day.
Provisional data for July confirms a similar degree of error in EVA’s projections. The
Commission should grant rehearing and hold an evidentiary hearing fo accept additional factual
data to date regarding. and to address, this pross overstatement and inaceuracy.

C. The Commission’s adoption of an energy credit that Incorporates actual costs
from the 2010 test period and then impuftes revenues that have no hasxs in
actual costs creates a state compensation mechanism that is
unconstitutionally confiscatory and that results in an unconstitutional taking
of property without just compensation.

The Commission has acknowledged that “traditional constitutional law questions are
beyond [its] authority to determine.” In the Maiter of the Applicarion of Columbia Gas of Ohio,
Inc., for Approval of Tariffs to Recover, Through an Automatic Adjustment Clause, Costs
Associated with the Establishment of an Infrastructure Replacement Program and for Approval -

of Certain Accounting Treatment, Case No. 07-478-GA-UNC, Opinion and Order at 14 (April 9,

2008). Even so, out of an abundance of caution, the Company is further including in its
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Application for Rehearing such arguments as might be made to a reviewing court, in the event
that the Commission denies the Company’s Application for Rehearing. R.C. 4903.10 {“No party
shall in any court urge or rely on any ground for teversal, vacation, or modification nof so set
forth in the application.”). Notably, the Commission has considered the merits of constitutional
claims on rehearing before, as it did in the Columbia Gas matter cited above (rejecting an -
intervenor’s impainment-of-contracts claim). Of course, the Comumission should adjudicate cases
in such a way as to avoid constitutional infirmities. In any case, becanise AEP Ohio may need to
seek judicial review of the Commission’s Jaly 2 Opinion and Order for constitutional defects, in
the event that inadequate relief is obtained from the Commission on rehearing, the Company is
eusuring that it preserves here its claims that the Commission’s Opinion and Order violates the
Company’s constitutional rights in distinet respects.

First, the Opinion and Order violates the Company’s rights under the Due Process Clause
of the United States Constitation because it is confiscatory, unjust, and unreasonable under the
“end result” standard articulated by the United States Supreme Coutt in Fed. Power Comm, v,
Hope Natural Gas Co., 320U.8. 591 (1944) and its progeny. Second, the Opiziion and Ordey
resnlts in an wzconsututmnal regulatory taking of the Company’s praperty without Just
compemsanon under the “partial taking” standard set forth in Pensr Central Transp. Co. v. New
York City, 438 U.S. 104 (1978) and its progeny. Thesé constitutional theories supporting
modification of the Commission’s Order are set forth separately in greater detail below. If the
Copunission agrees to rehear tins case and modify its Order as the Company requests herein,

then these pressing constitutional issues tmay be avoided.
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1. The Commission’s Order is confiscatory, unjust, and unreasonable
under the “end result” standard of Hope Natural Gas. -

The Due Process Clause of the United States Constitution prevents states from making or

enforeing any law which would depﬁve 2 person of property withbut due préééss éf the law.
According to the United States Supreme Court, when regulatory price controls prevent a utility
from realizing a reasonable rate of retuen, those price controls are confiscatory and, therefore,
violate the Due Process Clause. Fed. Power Conm. v. Natural Gas Pipeline Co. 315 U.S. 575,
585 (1942) (“by long-standing usage in the field of rate regulation, the ‘lowest reasonable rate’ is
one which is not coufiscatory in the constitutional sense.”); Bluefield Water Works &
Inprovement Co. v. Pub. Serv, Conm. of West Virginia, 262 US. 679 (1923) (reversing an
administrative order prescribing utility rates because the rate caleulation undervalued the
plaintiff utility’s capital investments); Covingron & Lexington Turapike R.R. Co. v. Sandford,
1641.5. 578, 597 (1896) (holding that a prescribed rate is confiscatory if it “practically deprives
the owner of property without due process of law.”). See ¢lsa Fed. Power Comm. v. Hope
Natural Gas Co., 320 U.S, 591 (1944) (establishing an “end-result” standard for reviewing the
constitutionality of regulated utility rates). Further, as discussed separately below, the huly2
Opinion and Order results in an unconstitutional partial taking due to the financial impact on
AEP Ohio’s generation function (later to become the AEP Genco) that is providing the capacity
to support retail shopping.

I Hope Natural Gas, the U.S. Supreme Court held that a prescribed utility rate is too
low, and thus violates due process, unless the “end resﬁit” of the rate on a utility is “just and
reasonable.” 320 U.8. at 603. The Court provided further guidance on this point:

From the investor or company point of view it is important there be

enough revenue not only for operating expenses but also for the
capital costs of the business. These include service on the debt and
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-dividends on the stock. By that standard the refumn to the equity
owner should be commensurate with returns on investinents in
other enterprises having comesponding risks. That retum,
moreover, should be sufficient to assure confidence in the financial
integrity of the enterprise, so as to maintain its credit and to atfract
“capital. ‘ .
Id. See also Blugfield Warter Works, 262 'U.S. at 692-93 (“a public utility is entitled to such rates
and will permit it fo earn a retin . . . equal to that generally being made at the same time snd in
the same general patt of the country on investments in other business undertakings which are -
attended by corresponding risks and uncertainties.”). Couris have confirmed that the Hope
Nansral Gas standard means more than merely preventing a utility from going bankrupt. “Hope
Natural Gas talks not of an interest in avoiding bankruptcy, but an interest in maintaining access
to capital markets, the ability to pay dividends, and general financial integrity. While companies
about to go bankrupt would certainly see such interests threatened, companies less imminently
imperiled will sometimes be able to make that claim as well.” Jersey Cent, Power & Light Co. v.
Federal Energy Regulatery Comm., 810 F.2d 1168, 1180 (D.C. Cir. 1987) (noting that “where,
as here, the Commission has reached its determination by flatly refusing to consider a factor to

which it is undeniably required to give some weight, its decision cannot stand.”)

The Ohio Supreme Court is familiar with the Hope Namural Gas standard, having applied

the test in multiple appeals from Commission orders. In Dayton Power & Light Co. v. Pub. Util. -

Conun., 4 Ohio 8t.3d 91, 447 N.E.2d 733 (1983), the utility filed an appiicat_jen for a rate
ncrease. The Commission denied the utility’s requests to amortize its investinent iny a cancelled
power plant. In its appeal to the Ohio Supreme Court, the utility contended that the exclusion of
expenditures associated with the cancellation of the Killen Generation Station amounted o the
confiscation of property under the Fifth and Fourteenth amendments. The Supreme Cowrt noted

that the confiscation clause of the Fifth Amendment applies to the states through the Due Process
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Clause of the Fourteenth Amendment. Davton Power & Light, 4 Ohio St.3d at 100,12, The
Court ultimately concludeé ﬂiﬁt there wa,é “little evidentiary s&pport” for DP&L’S contention that
exclusion of the costs associated with the cancellation of Kiﬂenv Unit 1 guaranteed that DP&L,
would be unable to eam a “fair and reasonable i‘a‘fe of retﬁm,” rejecting the uﬁlizy’é invocation of
the confiscation clause. Jd. at 104-03. The Supreme Court concluded that “the constitutional
cases make it clear that a successfitl challenge must demonstrate that the rate order when
reviewed in its entirety falls outside the ‘broad zone of reasonableness,” and the ‘heavy burden’
of establishing unreasonableness must be borme by the challenger. Id. at 105 (internal citations
omitted.) Notably, in support of its conclusion, the Supreme Court examined the record and
found that the wtility “presented no witnesses relative to the subject and did not address the
matter on brief” Id. at 104-05 (emphasis added.) Thus, in the DP&L case, the utility attempted
io prevail on the constitutional claite without any evidentiary support in the record.

A decade later, in an appeal by the Ohio Edison Company, the Olic Supreme Court again
concluded that the Conunission’s order did not result in confiscation of the utility’s propesty in
violation of the Fifth and Fourteenth Amendments. Ohio Edison Co. v. Pub. Util. Comm., 63
Ghio 8t.3d 555, 589 N.E.2d 1292 (1992). Ohio Edison claimed that the “end result™ of the
Commission’s order was to sef rates so low as to prevent the company from maintaining its
financial integrity, based upon its witness’s testimony that the rate relief requested iu the
company’s application ($216 million) was necessary to maintain its debt rating and dividend
level. Applying the Hope Natural Gas line of precedent, the Supreme Court noted that “a
balancing of investor and consumer interests” is required to avoid confiscation. With respect to
that balance, the Cowrt noted that;

The Commission camnot confine its inquiries either to the
computation of costs of service or to comjectures about the
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prospective responses of the capital market; it is instead obliged at

each step of the regulatory process to assess the requirements of

the broad public interests emtrusted to -its protection *** []

Accordingly, the ‘end result’ of the Commission’s orders must be

measured as much by the success with which they protect those

interests as by the effectiveness wifh whzch they “mamiam s

credit and *** attract capital.”
Id. at 563, quoting Permion Basin Area Rate Cases, 390 U.S. 747, 791, 88 S.Ct. 1344, 20
L.Ed.2d 312 (1968). Ohio Edison premised its claim of confiscation upon four allegedly
erroneous determinations by the Commission: (1) the allécation of deferred costs: (2) the
exclusion of certain plant that was classified as CWIP when the company filed its application,
but was later transferred to plant in service; (3) the taking of judicial riotice of the posthearing
price at which the company’s stock was trading; and (4) revisions to its traditional discounted
cash flow model. 7d. at 564. The Supreme Court concluded that, because it upheld the
Commission’s actions with respect to each of these individual determinations, the utility failed
the first prong of the DP&L’ Hope Natural Gas standard and thus conld not prevail in ifs
constitutional claims. Jd. The Supreme Court decided that “the record shows that the
conunission appropriately followed the legislatively mandated ratemaking formula, through
which it balanced mvestor and consurner interests, and thereby set just and reasonable rates.” 74,
at 565.

The case at bar is easily distinguishable from the DP&L and Ohio Edison cases, where

the Supreme Court rejected the utilities” confiscation claims. Although the utility in the DP&L
case “presented no witnesses” relative to the confiscation issue, the record here is replete with

testimony outlining the umreasonable and confiscatory results of the Comumission’s decision to

adopt an energy credit that will assuredly result in a failure to compensate the Company for the
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embedded costs of capacity,® And although the utility in the DP&L case “did not address the
matter on brief,” the Company here addressed the confiscatory nature of the Comumnission’s
energy credit and the potential capacify cost outcomes at length on brief.” And although the
utility in the Ohio Edison case failed to prove the unreasonableness of the Commission’s
determinations, the Company here is asserting {(and will prove) fondamental errors far different
than those at issue in that case. As the arguments above related to the Commission’s energy
credit demonstrate, the Company has surely met its burden to prove the unreasonableness of the

Comumission’s detenmnination to adopt Staff’s flawed energy credit, and the confiscatory effect

¢ AEP Ohio witness Allen. for example, demonstrated that a decision which forced the Company to
provide RPM-priced capacity to CRES providers would cause AEP Ohio to suffer significant financial
barm. (Tr I at 677; AEP Ohio Ex. 104 at 3-5, Ex. WAA-1; AEP Obio Ex. 142 at 21-22, Ex. WAA-RE)
Indeed, Mr. Allen restified that financial harm to the Company is implicit in any requirement that it
provide the use of its assets at a rate below its costs. (Tr. [II at 697-98.) Even some infervenor witnesses
testified that rates shonld not be confiscatory, such as RESA witness Ringenbach, who agreed that
confiscation would occur if AEP Ohio incurred costs that are not being reimbursed. (Tr. TV at 802, See
also Tr. VI at 1271-72 {witness Kollen conceding that a 7% ROE is either confiscatory or bordering on
confiscatory).) The Comumission itself, in its July 2 Opinion Order, agreed that “it is necessary and
appropriate o establish a cost-based state compensation mechanism for AEP Ohio. *¥* The
Commission’s obligation under traditional rate regulation is to ensure that the jurisdictional wtilities
receive reasonable compensation for the services that they render. We conclude that the state
compensation mechanism should be based on the Company’s costs.” July 2 Opinion and Order at 22.
The Commission further agreed that “RPM-based capacity pricing would be insufficient to yield
reasonable compensation for AEP-Ohio’s provision of capacity to CRES providers in fulfillment of its
FRR capacity obligations,” (Jd at23) - B B

" (See, e, AEP Ohio Initial Br. at 4 {“Af a minimum, if the energy credit is to capture the OSS margins
attributed to “freed up’ energy associated with the capacity being used by a CRES provider, it should not
also confiscate AEP Ohic’s pre-existing traditional OSS margins that are unaffected by the sale of
capacity to CRES providers.™); id. at 5 (“One particularly egregious error was that EVA imputed a
fictional market-based margin attributable to 100% of the non-shopping load and incorporated that into
the energy credit to offset the charge for shopping load, which not only ¢reates an unreasonable and
ualawful subsidy but also confiscates margin that is authorized for AEP to retain under 880 raies,”): id.
at 21 {discussing the confiscatory result of ordering AEP Ohio to charge CRES providers on the RPM-
based price for capacity.): id. at 27-28 (discussing the financial harm that would result if RPM pricing is
retained in full or in part.). See also AEP Ohio Reply Br. at § (noting that RPM-based rates would
underrnine AEP Ohio’s ability to attract capital and ensure the availability to customers of adequate,
reliable, safe. efficient, nondisciiminatory, and reasonably priced retail electric service))
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that those detenninations had on the non-compensatory capacity charge established in the Order.
Accord, KN Energy, Inc. v. City of Broken Bow et al., 244 Neb. 113, 505 N.W.24 102 (1993)
(Nebraska Supreme Court holding that rafes set by municipalities were confiscatory and deprivéd
supplier of property without due process of taw when mumnicipalities adopted rates based on
erroneous assumptions of product revenue and transportation revenue, and the combined effect
of the erroneous assumptions was to “decrease the return on KNs equity to a level below that
which investors could ean from investments in other similar businesses™); Poromae Elec. Power
Co. v. Pub. Serv. Conn., 380 A.2d 126 (D.C. Cix. 1977) (holding that rate order was myust and
unreasonable since it deprived utility of opportumity to eam a fair rate of retarn, based on
improper disregard by Commission of televaut» data and other methodological enrors.) In
Poromac Electric, the D.C. Circuit concluded that “by arbitrarily disregarding actual, historical,
and uncontroverted data submitted as evidence by Pepco dﬂriﬁg the extended course of the
hearing, the Comumission all but guaranteed that the company quld not be .ablé fo apf)roach
earning the rate of remm it authorized.” Zd at 133. The P;ntomac Eiectrie éomi ordered the
Commiission, on remand, to calculate modified rates bés‘e& on updated data. 14 at 147-148, The
Commpany is confident that, unless rehearing is granted and the Commission addresses the serious
flaws in Staff's energy credit, the Supfeme Court {or aﬁoﬁmrfomm with aﬁpr’opziateb jurisdiction
over the Company’s constitutional claims) will agree that the Comumission has unlawfully
confiscated AEP Oiuo S propeﬂy in violation of the Fifth and Fouﬁeenth Amendments

2. The Commission’s Order results in an unconstitutional partial taking

of AEP Ohio’s property without jnst cnmpensatien under the Penn
Cen(ral standard, ’
The Fifth Amendment to the 1U.S. Constitution provides, in part, ‘*ndi shall private

property be taken for public use, withoutjust compensation.” The U.S{Supreme Court has held
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that the Fifth Amendment’s takings prohibition also applies to state governments thwough the
Fourteenth Amendment.. Chicage B. & Q. R. v. Chicago, 166 U.8. 226 (1897). Although the
Takings Clause is traditionally implicated in cases involving the actual appropriation of physical
property, the U.S. Supreme Court has recognized that government regulation is also a taking
when the regulation “goes too far” See Pennsylvania Coal v. Mahon, 260 U.S. 393, 415 {1922) -
(holding that a statute restricting the exercise of coal mining rights was a taking because it had
“nearly the same effect for constitutional purposes as appropriating or destroying” the property
right at issue). -

In order to succeed on a clatm under the Takings Clause, a party must establish first that )
it possesses a consﬁ%utionally protected property interest. Ruckelshaus v. Monsanto Co., 467
U8, 586, 1000-01 (1984). This is easily done here, because the United States Supreme Court
has previously concluded that a utility provider’s revenne constitutes a protected property
interest. See Duquesne Light Co. v. Rarasch, 488 U.S. 299, 308 (1989) (holding that futility
rates do not “afford sufficient compensation, then state has taken the use of utility property
without paying just compensation” in violation of the Takings Clause). Where a regulation
deprives property of less than 100 percent of its econonnically viable use, a court niust consider:
(1) the ecgnomic impact of the regulation on the claimant, (2) the extent to which the regulation
has mterfered with distinct investment-backed expectations, and (3) the character of the
governmental action. Penn Central Transp. Co. v. New York City, 438 U.S. 104, 124 (1978).

The Ohio Snpreme Court h_as discnssed the Penn Central test as it relates to claims of
partial 1‘é§&ia’£0ry takings. Z.g., Karches v. City ofCiz?ciﬁimt_@ 38 Ohio St.3d 12,526 NE.2d
1350 (l9i81$)(¢';ting Pennt Central in opinion holding that nnmicipal zoning ordinaric_e changing

zoning classification from industrial to riverfront constituted impermissible taking, as applied.)
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In State ex rel. R.I.G., Inc. v. State, 98 Ohio §1.3d 1, 2002-Ohio-6716, for example, a mining
compary (RTG) challenged the State of Ohio’s designation of 833 acres of property in which
RTG owned various interests as nnsuitable for mining (“USM™). The Supreme Court noted that
the Penn Central standard applies when regulation deprives a property owner of less than 100
percent of the property’s economically beneficial use. Id. at 9§ 35. The Court concluded that,
becanse mineral rights are recognized under Qhio law as separate and distinct property rights,
and because the state’s “unsuitable for mining” designation prevented RTG from mining 1.3
million tons of coal (and rendered mining outside of the USM-designated area economically
umpracticable), the designation resulted in a categorical taking, even beyond the partial taking 1
type of claim recognized in Penn Central. Id. at % 57.- Other courts have agreed that orders of
state public utility commissions affecting utilities can amount to impermissibie partial takings
under the Penn Central test. E.g., Pub. Serv. Co. of New Hampshire v. New Hampshive Pub.
Url. Commi, 122 N.H. 1062, 1071-73, 454 A.2d 435 (1982) (New Hampshire Supreme Court
citing Penn Central in support of its holding that PUC order placing conditions upon the utility’s
foture isspance of securities resulted in an unconsﬁmtioné} taking without just compensation.)”
The record here is replete with evidence sufficient to satisfy Penn Central’s three-factor
test, Multiple wilnesses have testified in this proceeding fo the severe economic effect that a

non-compensatory capacity price will have upon the Company.® The Commission itself found in

¥ (See, e.g., AEP Ohio Ex. 101 at 8 (Mr. Musczinski testifying that * {t}he impact on AEP Ohio’s shility to
be compensated for its costs has become significant due to the trend in RPM auction prices, as well as the
growth in shopping by AEP Ohio customers whose CRES providets take advantaoe of the capacity
supplied by AEP Ohio as opposed to supplying their own capacity.”); id. at 9 (notmg that aligning a state |
compensation mechanism with the PIM RPM price would undermine the C‘oxnpaﬁy s ability to provide
custoiners with reliable and adequate service.); id. at 16 {noting that AEP Chio “is not Teceiving adequate
compensation for performing its FRR. capacity obligations; and the gap between its costs and the
compensation for those costs is increasing at an alanmning rate. The faihure to recover just and adequate
compensation is threatening AEP Ohio’s financial stability ... [.J”) See also AEP Ohioc Ex. 104 at3 &
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its Opinion and Order that RPM rates were “substantially below all estimates provided by the
parties regarding AEP {)Iﬁo’s cost of capacity,” and went on to find that under RPM pricing AEP
Ohio “may earn an unusually low return on equity ... with a loss of $240 million between 2012
and 2013.” July 2 Opinion and Order at 23. And in the related £SP proceeding, the Company
demonstrated in the record and in its post-hearing briefs the very troubling consequences of the
Commission’s July 2 Opinion and Order, saying:

At this point, given that AEP Ohio would only be permitted to
charge RPM pricing to CRES providers under the 10-2929
decision, the impact (excluding consideration of the additional
accouuting deferral that may end up providing net cost recovery of
up to $188/MW-day) of RPM pricing without the RSR yields a
projected 1.1% ROE total company in 2013, with a loss to the
generation function. (AEP Ohio Ex. 151 at 11} Further, the
comparable projected ROE associated with the $188/MW.-day
rate adopted in the 10-2929 decision (absent an RSR) would be
only 5.9% for 2013. AEP Chio has already addressed additional
financial harm scenarios in its initial brief (at pages 43-46.) Even
more disturbing, as discussed in its initial brief, is that these
projections involved negative or barely pesitive returns on a
generation function basis, (AEP Ohio Ex. 151 at 11-13; Tr. XVII
at 4879.) ~

(AEP Ohio July 9, 2012 Reply Biief in Case No. 11-346-EL-SSQ at 29) (emphasis added;
internal footnotes omitted ) Although some intervenors took issue with these predictions of
financial harm in the ZSP case (with FES, for example, confending that AEP Ohio uses financial

harm as “code for receiving less revenue than AEP Chio would like to receivé”); AEP Ohio

Ex. WAA-1 (Mr. Allen prepared au estimate of AEP Ohio’s earnings for 2012 and 2013 wnder the -
scepario that AEP Ohic was only able to charge a rate for its capacity that was equal to the REM price,
concluding that earnings would be $344M in 2012 with a ROE of 7.6% and $109M in Z013 with s ROE
0f2.4%.) Seealso Tr. IV at 802 (RESA witness Ringenbach conceding that rates would be confiscatory
if AEP Ohio incurred costs that were not being reimbursed). See afso Tr. T at 677, 697 (Mr. Allen
testifying at hearing that a decision which forced the Company to provide RPM-priced capacity to CRES
providers would cause AEP Ohio to suffer significant financial harm, and that financial harm to the
Company is #plicit in any requirement that it provide the use of its assets at a rate below #s costs.) See
also id. at 701 (Mr. Allen testifying that if the Company is required to provide CRES providers with
capacity at RPM, the Company’s earnings would suffer a $240M decrease between 2012 and 2013).)
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noted that the only evidence FES offered in support of its claim was that the Company earned
reasonable returns when charging RPM prices in the past, when energy prices were high, RPM
capacily prices were many multiples higher, and shopping levals were low. (74 at 30, citing FES
Initial Br. at 113-116.)

There is also compelling evidence that the Conunission’s failure to institute a state
compensation mechanism that will compensate the Company for the true embedded costs of
capacity will interfere with AEP Ohio’s distinct investment-backed expectations.” Indeed, the
Commission can take notice of the fact that, in an immediate response to its Opinion and Order,
Standard & Poor’s Ratings Service issued the following statement the next day, on July 3, 2012
regarding the impact on AEP Ohie’s credit metrics:

[Tln the longer term we believe this change will likely erode credit
quality. We would consider deferrals of chianges in capacity prices
to be unsupportive of credit quality because cash flow would
decline, and could result in financial measures inconsistent with
the current rating. In addition, the business risk profile of the

company 15 pressured as it fransitions to an unregnlated model for
generation in Ohio. :

® See, e.g., AEP Ohio Ex. 101 at 14 (Mr. Munczinski testifying that cost-based compensation for capacity
would “provide the investment community with more certainty, eliminate some regulatory risk, and
ensure sustained imvestment withio the state of Ohie. Without the Comumission’s support of an
appropriate and reasonable cost compensation mechanism, it would be imprudent and irresponsible for
AEP Ohio to invest long-term capital in an unclear, unstable cost recovery environment.™) See also id, at
13 (Mr. Munczinski quoting the Commission for the proposition that “PIM’s niles do not récogaize the
need to recover reasonable investment costs nor the timely repayment of debt — bedrock principles
required for financing an industry as capital intensive as the electricity industry.”); 7d, (Mt Munczinski
again quoting the Commuission for the proposition that *Gererator owiiers cannot long survive on

recovery of the short run marginal cost of energy alone, but must consistently recover some of their long

T marginal costs as well.”) See also AEP Obio Ex. 142 at 21-22 (Mr. Allen noting that the Company’s
ROE would be # reasonable 12.2% in 2013 if the Commnssion allowed the Company to recover
$355.72/MW-day in capacity charges to CRES providers.) - ‘
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{Standard & Poor’s Research, July 3, 2012, available ar: www standardandpoors.com.)'® Tn the
ESP proceeding, AEP Ohio witness Dr. Avera predicted precisely this kind of negative reaction
from the financial comunity, saying:

So 1 think the Commission should properly be on notice that the

imvestment community is concerned, and that means that to put

money in this compapy investors need higher compensation. And

if their concerns become more pronounced, it could, in the

extreme, lead fo an inability to raise fimds to make the capital

investment that customers ueed 1 order to keep the Hghts on.
(ESPTr. XVILat 4725) Anothez ESP witness for the Company, Renee Hawkms testified in
detail about three major rating agencies’ reactions to the Conunission’s decision to revoke the
Stipulation that had previously resolved the capacity charge issue, including Standard & Poor’s
February 27, 2012 Bulletin cautioning that “credit quality could erode for some utilities if any
transition decisions ¥** disallow recovery of prudently incurred costs, ot lead to extended
periods of suppressed returns and weakened credit metrics.” (ESP AEP Ohio Ex. 102 at 11-12 &
Ex. RVH-5 (emphasis added).} Based on the record developed jointly in the related capacity and

ESP cases, 1t 1s beyond any serious dispute that the Commission’s Opinion and Order here,

unfess modified, surely interferes with AEP Ohio’s distinct investment-backed expectations.

% On July 13, 2012, OCC filed a motion to strike the Standard & Poot”s Research attachment to the
Company’s posr*heamm reply brief. On July 18, 2012, the Company responded fo GCC’s motion by
noting. inter alia, that the Commission previously denjed a motion to strike similar financial reports
appended to Company witness Hawkins’ pre-filed testinony. The Company further noted that the
Standard & Poor’s attachment was not bemg offered for the truth of the matters asserted {.e. the opinions
of the investors), but instead to reflect investor reactions on the instability in the regulatory environment
in Ohio and the iimpact of that on credit ratings. In any event, the Commission is not strictly bound by the
Rules of Evidence and has allowed the admission of heaxsay when appropriate. fn Re. Ohio Power
Company, Case No, 11:346-EL-880, ef al., Entry at 13 (Dec. 14, 201 1). Moreover, analysts’ reports

such as the Standard & Poor’s Research attachiment are adinissible under the “market feports” exception
to the hearsay rule. See Evid. R.-803(17); see also Marting Realty, Inc. 1. Marks, 5th Dist. No. 12296,
1986 WL 4647, *3 (Apr. 16, 1986} (“credit reports atre held to be highly reliable by the business world
and should be adniitted where such reliability is not challenged.”)
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As for the character of the Commission’s Order, the Commission has adopted & state
compensation mechanism that will not fairly compensate AEP Olio for the actual embedded
costs of capacity, even while agreeing that “the state compensation mechanism should be based
on the Company’s costs.” Jaly 2 Opinion and Order at 22. The Commission’s Opinion and
Order, if uncorrected on rehearing, will have a significant aﬁd potentially dévastaﬁﬂg econonic
impact oo AEP Ohio. 'Ihé Commission Hself haé recognized that AEP Ohio has committed
substantial investments to fuiﬁll its FRR obligations and meet its obligation to provide an SSO.
For these reasons, and based on the partial taking doctrine set forth in Penn Central and other
cases, the Commission’s Order mzcbnstimﬁonally takes the Company’s property without just
compensation, and the Conunission should grant the Company’s Aﬁpiicaﬁon for Reheaziﬁg to
address the Co:npaﬁjr’s legitimate concerns and to modify its Order as staté Viaw and the
Coustitution require.

H. It Was Unreasonable And Unlawful For The Commission To Adopt A Cest-Based
State Compensation Mechanism And Then Order AEP Ohio To Only Charge CRES
Providers RPM Pricing Far Below The Cost-Based $188.88/MW.-Day Rate That The
Commission Determined Was Just And Reasonable.

While the Company disagrees with the $188.88/MW-day state compensation mechanism
that the Comunission established in reliance upon StafffEVA’s flawed and unreasonable energy
credit for the reasons discussed above, the Commission corectly determined in its July 2
Opinion and Order that it is necessary and appropriate to establish a c'osbbased state
compensation mechénism for AEP»Ohio.” Iuiy 2 Opiﬂion and Order at 22. Speciﬁ¢aiiy, the
Conunission h‘eici; |

We conclude that the state compensation mechanism for AEP- |
Ohio should be based on the Company’s costs. Although Staff and.
intervenors contend that RPM-based capacity pricing is just and

reasonable, we note that the record indicates that the RPM-based
capacity pricing has decreased greatly since the December 8, 2010,

56

62



entry was issued, and that the adjusted RPM rate cuirently in effect
is substantially below all estimates provided by the parties
regarding AEP-Ohio’s cost of capacity. * * * In short, fhe record
reveals that RPM-based capacity pricing would be insufficient to
vield sufficient reasonable compensation for AEP-Oliio’s provision
of capacity to CRES providers in ﬁ;lﬁl]mem of its FRR capacity
obligations.

* % ¥

Therefore, with the intention of adopting a state compensation
mechanism  that achieves a reasonmable outcome for all
-stakeholders, the Conumission directs that the state compensation
mechanism shall be based on the costs incurred by the FRR Enmty
for its FRR capacity obligations * * * [}

1d. at 22-23 (emphasis added). Despite its recognition of a cost-based capacity price as the just
and reasonable state conwpensation mechanism, the Commission nonetheless determined that
“RPM-based capacity pricing will promote refail electric competition” and “direct[ed] AEP-Ohio
to charge CRES providers the final zonal PIM RPM rate in effect for the rest of the RTO region
for the current PIM delivery year * % % [T 1d. at23. |
To account for the difference between the price it determined to be just and reasonable
and the fra ction of that price it authorized the Company to recover from CRES providers, the
Commission stated:
[Tihe Commission will authorize AEP Ohio to modify its
accounting procedures, pursuant to Section 4905.13,. Revised
Code, to defer incurred capacity costs not recovered from CRES
provider billings during the RSP period to the extent that the total
meurred capacity costs do not exceed the [$188.88/MW-day]
-capacity pricing that we approve below.  Moreover, the
Conumission notes that we will establish an appropriate recovery
mechanism for such deferred costs and address any additional
financial considerations in [Case No.} 11-346 * * * [ ]
Id

The Cemmxssmn $ demsmn to adopt a cost~based state mechamsm aﬂd then nonetheless

order the Company to charge CRES pm\riﬁers RPM pricing was umeasonable and mﬁawfui for
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the following reasons: (1) the Commission lacks authority authority to determine t}xat a cost-
based rate is just and reasonable and ien order the Company to chatge a non-cost-based rate; (2)
the Commission’s decision uuf‘eésona’oiy‘ failed to provide for a inechanism to recover the
deferrals it created; (3) the decision enables and promotes artificial, uneconomic, and subsidized
competition at the Company’s expense; (4) it also unreasonably and unnecessarily extends RPM
pricing to CRES providers sewixig customers who already shopped based on capacity priced at
$235/ MW -day; and (5)‘ the Commission nnreasonably and unlas,?funy relied npdn provisions in
R.C. Chapter 4928 after expressly holding that that chapter is inapplicable to AEP Ohio’s
capacity service.

;&. If the state compensation mechanism is cost-based and the Commission :
found AEP Ohio’s cost of providing capacity to be $188.88/MW-day, then it
is unreasonable and unlawful for the Commission to require AEP Ohio to-
charge anything other than $188.88/MW-day.

The Commission’s decision to disregard its own detennination that a $‘188.88/MW»day
cost-based rate ié. the lawful rate that the Company should receivé from CRES providers fpr the
capacify it supplies them and iostead order the Company to supply CRES providers with capacity
for a fraction of its costs is patently unreascnable. As the Commission itself has noted, the
Conumission is “a creature éf statute” and “may exercise only the authority conferred upon it by
the General Assembly.” July 2 Opinion and Order at 12, citing T ongren . Pub. Ul Commy., 85
Ohio 8t.3d 87, 88 (1999). R.C. 4§05.22 vests the Conmission with fthe anthority to allow an
electric utility to collect only those charges that are .“just and reasonablg." It-does not authorize
the Commission to require a utility to collvect less that a just and reaébnable charge. Indeed,
nowhere in the Ohio Revised Code is the Commission granted such authority. Acco:ﬁi;zgly,
because thé Commissiqn iacks stétutory authority to require AEP Oi;io to charge less than the

cost-based rate that the Commission determined to be just and reasonable, the Commission

58

64



should grant rehearing and authorize the C‘ompaﬂy to charge CRES provxdexs a 1ate equivalent to
the Company’s fuil embedded cost of capacity. | |

B. It was unreasonable and unlawful for the Commission to authorize AEP

Ohio to collect enly RPM pricing and require deferral of expenses up fo
$188.88/MW-day without simultaneously providing for recovery of the
shortfall.

As discussed above, the Commission’s July 2 Opinion and Order limits A£P Ohio to the
coliection of only a fraction of its costs lcf cagacity and reqxﬁ:esﬂ defmal of the Compauy's
capacity costs above that price up to the Cormnission—detemﬁnéd $188.88/MW-day “cost of
capacify.” Notably absent from the O:piuicn and Order is a provision authorizing AEP Ohio to
fecaver the az:iozmts deferred. Rather, the Commission states that 1t will establish “an
appz‘opriate recovéiy mechanism™ (see July 2 Opihion and Order é‘i 23 (emphasis added)) in
another proceeding that, as s of the date of the Comumission’s decision in this proceeding, had
already completed hearing and initial post-hearing brieﬁng. The July 2 Opinion and Order does
not, however, authorize the Company to acﬁiaﬂy recovér those defezrais |

This treatment of the defelmis that the Commission itself created is mapproptiate and
unreasonable. This ﬁag:mented approach is mappropmte especially because the two cases
involve a host of nmelated issues and will be sub;ect o mdependent rehearmg and appeal
PIOCESSES. It was unreasonable fo bifurcate a single deczswn into two separate proceedmgs bemc
decided at different times. Without the existence of an ESP decision that authorizes recavery of
the caﬁacity cost defeh‘ais, the‘decis;ion in th;;s case to provide a &scotmt 13 unreasonable and
unlawfl. The Corsmission should granf rehearing to révérse ffs deéision creating the below-cost

discount and instead authorize the Company to collect its full cost of capacity from CRES

providers,
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C. It is unreasonable and unlawfal for the Commission to require AEP Obio to
supply capacity to CRES providers at a below-cost rate to promote artificial,
unecononic, and subsidized competition.

The Comumission appears 10 have based its decision to requue the Company to collect
only a fracnon of its costs of capacnty from CRES providers on the ‘oehef that ‘RPM—based
capacity pricing will further the development in th¢ competitive ma;}:et” and “promote retail
electric competition.” July 2 Opinion énd Order at 23. Unfoﬁunately, ther Company foresaw the
possibility of such a decision. (Sée AEP Ohio ﬁiﬁal Br. at 18-19, 29-31; AEP Ohio Reply Bf. at
12 (“In any case, if the Commission is to establish a cost-based rafe, it should not reduce the rate
simply to boost shopping statistics — especially given the financial harm to AEP Ohio associated

| with RPM pricing.™).) Nonetheless, the Conﬁnission am'easdaably and unlawfully ordéred that
AEP Ohio to collect oﬁly an RPM-based chargefor the capa.cvi’ty it supplies to CRES providers.

As the Company demonstrated through witness testimony snd post—hf;aﬁng briefing,
RPM~f>ased capacity pﬁéiﬁg does nothing more than proninte artificial, tmeconmm{c, and
subsidized “competition,” and does not foster durabie, Iegitimate competition. AEP Ohig
witness Graves explained that adopting an RPM»Eased charge {viﬂ induce an uneconomic bypass
opportunity for CRES providers at the expense of thé Company’s. custor@a‘ﬁ and the Conmpany
itself, and an RPM-based charge will not foster efﬁclent competmon {AEP Ohxo Initial Br. at
18; AEP Ohio Ex, 105at7)

It is a matter cf basic economics that CRES providérs will increasingiy enter the market
the lower theu pnce of capacity dwps there is htﬂe doubt that market entry would increase
even more rapuﬁy if the C‘ompany were oxéeted to charge nothmg foz its capaczty That increase
n competmon howeve1 is tmsustamable It will serve only to meate a market of free riders

that likely could not compete if capacity were priced af a reasonable amount and will not foster
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the developraent of a robust and efficient market for competitive retail electric service in Ohio.
{AEP Ohio Initial Br. at 18.) Such artificial and manufactured “competition” for “competition’s”
sake does not benefit customers in the long run and, m fact, is likely to harm customers
{shopping and nonshopping), AEP Ohio, and the state economy. (See AEP Ohio Initial Br. at
18-19,29-31.)

The Comumission’s July 2 Opinion and Order disregards the harras to customers, the

Company, and the State as a whole that are likely to occwr in favor of flooding the market with

unsustainable competitive retail electric service. That decision is unreasonable and vnlawful and

should be reversed and modified on rehearing,

. It was unreasonable an'd unlawiul, as well aS unnecessary, for the
Commission to extend RPM pricing to customers that already switched
based on a capacity price to CRES providers of $255/MW-day.

In the July 2 Opinion and Order, the Commission “directfed] AEP-Ohio to charge CRES
providers the adjusted final zonal PIM RPM rate in effect for the rest of the RTO region for the
current PIM delivery year.” July 2 Opinion and Order at 23. The Commission did so, as
discussed above, to “promote retail electric competition.” Id. In addition fo the other reasons .
discussed elsewhere in this application for rehearing, the Commission’s decision was
umeaéonabie in that it féiled; to acédzmt for thé fac-i thata signiﬁcanf ‘ﬁﬁmber of custorers
switched tcv). compétitiize iefail eleéﬁic sérﬁfiée when fha pﬁce of éépacity was $2551’MW ~-day.

As the éompany exjﬁained inits post—heéring briefs, AEP Ohio witness Allen

demonsirated, and RESA witiiess Ringenbach couﬁrﬁzed, that CRES providers have made offers

and custormers have switched when at a capacity charge of $255/MW-day. {AEP Ohio Initial Br.

at 17-18.) Thus, retail electric competition was being promoted and was occurring at that price.

Those contracts were never based on RPM pricing, and they were entered into well after this
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proceeding commenced; thus, there is no coneem that 2 customer of CRES provider entered into
such an agreement with the expectation the capacity charge would be based on RPM. For this
reason, it s unnecessary for the Commission to intervene by ordering that CRB& providers pay
AEP Ohio RPM rates with respect to those retail contracts that were entered into based on

" $255/MW-day pricing.

Through its July 2 Opinion and Order, the Commission has created a significant windfall
for CRES providers serving customers who entered into retail contracts based on $255/MW—day
capacity priciug ~ to the Company’s financial detriment — and there is no requirement or
guarantee that those retail customers will realize any financial benefit. Now, instead of receivitg
$255/MW-day for capacity supplied to the CRES provider serving a custoner under such an
agreement, the Company wﬂl receive a near-zero RPM-based price and a deferral, which will
total less than the amount to which it was previously entitled, and which has no recovery
mechanism. This result is unreasonable and wnlawful.. The Commission should correct this
shortcoming on rehearing and except from its decis’itm any coufracts entered into for which
capacity was priced at $255/MW-day.

E. 1t was unreasonable and unlawful for the Commission to vely cr itically on the
policies set forth in R.C. 4928.02 and 4928.06(A) te justify reducing CRES
providers® price of capacity after the Commission found that R.C. Chapter
4928 does not apply to AEP Ohio 5 capacxtv charges to CRES provxders

Addressing IEU Ohito’s contention that the Qonmussmn kmks statutory anthority to
approve a cost- based rate for capacity available to CRES pzovxders in the Company’s service
territory, the Cozmmssxon stated that it is not required to determine wheﬁzer the service is
competitive or non-competitive under R.C. Chapter 49‘28 because it is nét avetall service. July 2

Op.inién and Order at 13. Specifically, the Commission stated:
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IEU-Ohio contends that the Commission must determine whether
capacity service is a competitive or noncompetitive retail eleciric
service pursnant to Chapter 4928, Revised Code. - Section -
4928 05{A)(1), Revised Code, provides that competitive retail
electric service is, to a large extent, exemipt from supervision and
regulation by the Commission, including pursuant to the fo the
Conunission’s general supervisory authority contained in Sections
4905.04, 480505, and 4905.06, Revised Code.  Section
4928.05(A)2), Revised Code, provides that noncompetitive retail
electric service, on the other hand, generally remains subject fo
supervision and regulation by the Commssion.  Prior 1o
determining whether a retail electric service is competitive or
noncompefitive, however, we nst first confirm that it is indeed a
retail electric service. Section 4928.01(A)27), Revised Code,
defines a refail electric service as “any service involved in
supplying or amanging for the supply of electricity to ultimate
consumers in this state, from the point of generation to the point of
consumption.” -In this case, the electric service in guestion (f.e.,
capacity service} is provided by AEP-Ohio to CRES providers,
with CRES providers compensating the Company in return for its
FRR capacity obligations. ‘Such capacity service is not provided
directly by AEP-Ohio fo retail customers. Although the capacity
service benefits shopping customers in due course, they are
initially one step removed from the transaction, which is more
appropriately characterized as an intrastate wholesale matter
between AEP Ohio and each CRES provider operating in the
Company’s service territory. As AEP-Ohio notes, many of the
patties, including the Corapany, regard the capacity compensation
assessed by the Company fo CRES providers as a wholesale
matter. We agree that the provision of capacity for CRES
providers by AEP-Ohio, pursuant to the Company’s FRR capacity
obligations, is not a retail electrie service as defined by Ohio law.
Accordingly, we find it unnecessary to determine whether capacity
service is considered a competitive or noncompemwe service

urder C’]zaptet 4978 Revised Code

Id. (emphasis addad mtemal record cxtatmns ormtted) ‘The Colmmsmon ﬂms detenmned that
R.C. Chapter 4928 is mapphcable to AEP Ohxo $ capac;ty chiarges to CRES providers. See also
id at 22 (“AItIlOtlgh C‘hapter 4928 Revxsed Code piovzdes for maxket based pncmg for retaxl
electric generation seche z‘hose pz ovxsrons do not apply because as we noted eaxher capacﬂy is

a wholesale rather thap a tetaﬂ semu: ") (emphasxs added)
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The Commission went on, however, to order that »the Company supply capacity to CRES
providess at RPM«base& prices because RPM-based capaczty pncme because it would
“advanc{e] the state pohcy objectzves of Secnon 4923 02, Revzsed Code which the Commission
is required to effecmate pursua‘nt tolSectwn 4928.06(A), Revised Code.” Ia’. at23. That
rationale plainty éon‘fradicts ﬂ}é Ceﬁnﬁésﬁm’s own determination t}_sat R.C. Chapter 4928 does
not apply to AEP Ohio’s capacity charges. |

The Comnussmn 15 not authonzed to pxck and choose to apply only some provisions of
Chapter 4928 to the Company S capacity service. Euhez the service is a retail e}ectnc service,
and therefore subject to R.C. Chapter '4928, oritisnot. The Comrmssmn Went to great lengths to
explain why AEP Ohio’s capacity service is a whole‘saie and not a refail electuc service. It may
not make that determination and then 1er on mapphcable sratutory provxszons to justify its order
to reduce CRES providers’ cost of capacity to a fractional RPM-based rate. Accqrdmgly, the
Comimission’s decision to reduce CRES providers’ eost of what thé Commission has concluded
is whelesale capacity below the cost-based charge to which ‘the Company is e;ltiﬂed was
unreasonable, Witﬁout statutory basis, and nnlawful. It should be reVerséd otk rehearing and the
Company should be authorized to colieét a capacity chérge from CRES providers equivalent to
its embedded costs, | |
I It Was Uniéasonable Aﬁd Unlawful Forf'}.”he Comﬁﬁssidn To Fail To Address The

Merits Of AEP Ohio’s January 7, 2011 Application For Rehearing, Which The

Commission Granted On February 2, 2011 For The Purpose Of Further

Considel ing It, In The July 2 Opinion and Order.

The Commxssxon mmaied this pzoceedmg by entry on Decembez g, 20}0 in n response to

AEP Ohw 5 Novemher 20] 0 apphcauon to the Fedel al Energy Regulatory Coxmmssxon
(“FERC”) proposing fo change the basis for compensa&on for its capaczty costs under Section

1.8 of Schedule 8.1 of the Reliability Assurance Agreement (“RAA”) from an RPM-based rate
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to a cost-based rate. See December 8, 2010 Entry at 1. The Commission sought comments
from interested parties on a number of issues that the Conunission believed would assist i to
“defermine the impact of the proposed change to AEP-Ohio’s capacity charges.” Jd. at 2. The
Commission also adopted RPM-based price for capacity as the state compensation mechanism
during the pendency of its review. - Jd.

AEP Chio filed an application fér rehearing of the Commission’s December 8, 2010
Eantry (‘December 8 Entry™) on Jannary 7, 2()11, arguing that the entry was unreasonable and
unlawful in several respects. See January 7, 2011 “Appi. for Rehearing. The Company argued,
inter alin, that the C‘omxmssmn lacks ;urisdxcnon under both Federal and Ohio law to ISaHE an
order affecting wholesale rates regulated by the FERC and that portions of the Connmssxon 5
December 8 Entry conflict with and are preempted by federal law. Id. On February 2, 2011,
the Commission granted the Company’s application for rehearing for “further consideration of
the matters specified” therein. Febrv;ary 2,2011 Entry on Rehearing at 2.

The Conunission has not issued a decision o the merits regarding the arguments raised
1n the Company’s January 7, 2011 application for reﬁearing. The July 2 Opinion and Order,
while apparently intended to address all outstandmg issues in this proceeding, does not mention
the Jannary 7, 201 1 apphcatxon for rebearing and does not specifically address any of the
arguments raised therein. The Conunission thus has erred in failing to either grant or deny the
Janmary 7, 2011 application for rehearing. This error should be corrected on rehearing of the

July 2 Opinion and Order.
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“CONCLUSION

For the foregoing reasons, the Comsmission should grant rehearing and should reverse and

modidy its July 2 Opinion and Order.

Respectfully submitted,

/sl Steven T, Nourse

Steven T. Nourse

Matthew J. Satterwhite

Yazen Alami

American Electric Power Service Coporation

1 Riverside Plaza, 29® Floor

Columbus, Ohio 43215

Telephone: (614) 716-1606

Fax: (614} 716-2950

Email: stnowrse@aep.com
nysatterwhite@aep.com
yalami@aep.com

Damel R. Conway

Christen M. Moore

Porter Wright Morris & Arthur LLP

41 8. High Street, Suites 2800-3200

Columbus, Ohio 43215

Telephone: {614)227-2770

Fax: (614) 227-2100

Email: dconway@porterwright.com
cmoore@porterwright.com

On behalf of Ohijo Power Company
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