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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 territory. 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 default pricing regime advocated by Appellants. Indeed, the 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 Coinmission properly exercised its broad authority under R.C. 4905.26 to investigate

and modify the wllolesale 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-

i 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 Coinmission'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-vArhich 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 806.2 Under PJM's Reliability Assur-

ance Agreement (or "RAA"), LSEs like AEP Ohio must have, or contract for, sufficient capacity

to provide reliable service to their end-use customers. Id, at PP2-4. LSEs can meet that obligation

by participating in an annual PJM capacity auction that uses PJM'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 FER ¶ 61,039,

2 PJM is a 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 ¶ 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 must submit a plan to meet the capacity requirement with spe-

cific resources. Id.

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 PJM'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 cos'ts 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 estab-

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 RP1VI capacity auctions in 2007, AEP Ohio received capacity

cotnpensation 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. Id.

The Commission then represented to FERC that it had "adopted the use of the RPM auc-

tion price as its state compensation mechanism" for providing capacity to CRES providers. 134

3



FERC fi 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 P 10 (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. After 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. Id. at 12, IEU Appx.

at 56. The Commission rejected IEU's contention that the capacity AF,P 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." Icl.

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.) Id., quoting R.C. 4928.01(A)(27). The capacity at issue

here, by contrast, "is provided. by AEP Ohio for CRES providens," which are not energy consum-

ers but entities that provide electricity to consumers. (Emphasis added.) Id. 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. Id.

2. The Commission's Cost-Based State Compensation Mechanism

The Cornznission 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. "[T]he 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. III at 701:14-17, Supp. 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 in 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 Eiitity." Capacity Order at 15, IEU Appx. at 59;

(AEP Ohio Ex. 101 at 14, Supp. at 14.)

The Copnmission 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." Id. 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." Id. The Commission chose to address fiom whom the

deferred capacity costs would be recovered, and how, in the separate ESP II 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. Id. 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
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a`high degree of transparency" because the bulk of the information comes from an annual filing

with FERC. (Irz' ) And it is easily updated "using the next year's accounting information." (Id. )

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 ener-

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 Staffls 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, IEU 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.
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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 AEP Ohio's existing capacity charge for its

FRR obligations and to establish an appropriate [SCM]." .td. It thus granted rehearing to clarify

that the Capacaty Order was issued in accordance with the Cdni».nission'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.

c. 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 T 26, Supp. at 842.

LAW AND ARGUMENT

AEP OHIO'S RESPONSE TO APPELLANTS' PROPOSITIONS OF LAW

Proposition of Law No. L• The Commission's ruling does not conflict with FERC tariffs.
[FES Prop. I; IEU Prop. III]

FES challenges the Commission's establishment of cost-based compensation as contrary

to the FERC-approved RAA tariff. (FES Br. at 19-26.) Similarly, IEU 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 ¶ 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 confinnation 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.

§ 8251(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 ¶ 12, Supp. at 838.3 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 $188.88IMW-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
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Capacity Order, which approved an SCM, is "consistent with the RAA." Id. T, 26, Supp, at 928.

FES and IEU now ask this Court to reach the opposite conclusion by overturning 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 eamiot 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 re.1. Schachter v. Ohio I'zib.

Emps. Ret. Bd., 121 Ohio St.3d 526, 2009-Ohio-1704, 905 N.E.2d 1210 T 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. Id. J[ 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 CRExS`pro-
viders and retail charges to jAEP-Ohio :sJ 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

mechanisni.''). 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 "[wejre requesting one, limited ruling that the Ohio Commission's decision to
adopt a two-part state compensation mechanism is fully consistent with the RAA." FERC Order

19 (emphasis added), Supp. at 840.
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Finally, FES's and IEU's argunients 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-

if#'s interpretation." AEI' Tex. N. Co. v. Tex, Indus. Energy Consumers, 473 F.3d 581, 585 (5th

Cir. 2006). 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. § 8251(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 FER.C, and for good rea-

son: It has no basis in the RAA's text or puzpose. 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, "fi]n the absence of [an SCM], the applicable

[CRES provider] shall compensate the FRR Entity" at certain rates (either 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 FERCT 61,039, at 2-3, Supp. at 807-08. Or

an FRR Entity like AEP ®hio can "propos[e] to change the basis for compensation to a method

based on the FRR Entity's co.sts." (Emphasis added.) Id., quoting Section D.8. Or it can propose

any "such other basis shown to be just and reasonable." (Emphasis added.) Id. 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 niethod 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 witten" 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 no 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

[ofl 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 R.A^A 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 economics.

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 fiilly 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 cailnot 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 riglzts," or "determine legal rights and liabilities." (Id. 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 NewF,nergy; Inc. v. Pub.

Util. Cofnm., 104 Ohio St.3d 530, 2004-Ohio-6767, 820 N.E.2d 885, ¶ 49. IEU's arguments to

the contrary should be rejected.
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Proposition of Law No. II: The Commission has authority to establish an SCM directing
AEP Ohio to continue to charge CRES providers like FES a market-based, ItPM price for
capacity based on the RPM auction. [FES Prop. II]

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 RPMpice 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 II 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. III.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 and Dissenting

Opinion of Conunissioner 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 froin.

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 suppl'zer. 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 Commission 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."'

.Id: at 19-20, IEU Appx. at 108-109. Thus, "[b]ecause 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." Id. 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

appropriate 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

Ohio." (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

Nvholesale 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. III.C.1, infi°a,

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."4 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 cornpetitive retail electric service, and the wholesale capacity service

sold to CRES providers is neither competitive nor retail.

4 In its Post-Hearing Briefs filed with the Commission, AEP Ohio discussed how a cost-based

capacity rat-e 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 effect was "substan-

tially below all estimates provided by the parties regarding [AEP Ohio's] cost of capacity." Ca-

pacity Order at 23, IEU Appx. at 67. If RPM-based capacity pricing were adopted, the Commis-

sion found, Ohio "may earn an unusually low return oii equity of 7.6 percent in 2012 and 2.4

percent in 2013, with a loss of $240 million between 2012 and 2013." Id. FES argues that, in cal-

culating AEP Ohio's anticipated return on equity, the 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-

pYovement Co. v. Pub. Serv,. C'ornrn'n. of W. Va., 262 U.S. 679 (1923). And the rate AEP Ohio

will pay for capacity service after corporate separation will be $18&.88JMW-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.Nlortg. Corp. v. SchwaNtzwald, 134 Ohio St.3d 13, 2012-Ohio-5017, 979 N.E.2d 1214,TT

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 $18$.88/MVir-day price is based will no

longer be owned by AEP Ohio. (Id.) Quoting its own witness, 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 II decision and FES is advanc-

ing the same arguments on appeal from that case.s 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 SS{3. 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. Witllout 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 II case.

Proposition of Law No. III: 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. I]

lEU 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 IELT, the Commission may not rely on R.C. Chapters

4905 and 4909 to establish an SCM. (Id. at 29-31.) Relatedly, OCC claims the Commission

lacked 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:

5 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 II1VIerit 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 of 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 reasonableness of any rate or charge and impose new utility rates

or change existing rates of a public utility. Consumers' Counsel v. Ptib. Util. Comm., 110 Ohio

St.3d 394, 2006-Ohio-4706, 853 N.E.2d 1153, ;¶ 29, 32. See, e.g., Allnet Communications

Servs., Inc. v. Pub. Util. Conam., 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 jurisdictional 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 F_lec. Illuminating Co. v. Pub. Util. Comm., 173 Ohio St. 450, 452,

183 N.E.2d 782 (1962). The U.S. Supreme Court recently confirnled 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 qfAlington v. FCC, 133 S. Ct. 1863, 1871-1872 (2013). IEU's jurisdictional chal-

lenges must be reviewed through this deferential lens.6

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." (Id. at 29.) But in the final decision the

Conunission'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 loiver 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 ItAA.

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. 1'ub. Util. Comm., 135 Ohio St.3d 367, 2013-Ohio-1472, 987 N.E.2d 645. If this Court

agreed with the merits of IEU's dubious jurisdictional challenges, it could have issued the writs.

Instead, this Court summarily granted the Conunission's and AEP Ohio's motions to dismiss. Id.
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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 assutziptions: (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. Capacity Order at 13, 22, lEU Appx. at 57, 66.1EU'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.

Id. 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. Lltil. Cornm,, 5$ Ohio St,2d 108, 110, 388

N.E.2d 1370 (1979).1t should do so again here.

A retail electric service is "any service involved in supplying or arranging for the supply

of electricity to ii.ltimate 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]ithhough 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.
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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. III at 662:2-3, Supp. at 580.) CRES providers who purchase capacity from AEP

Ohio testified that they are "captive" 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 [tllrough May 2015]." Capacity

Case, July 2, 2012 Concurring and Dissenting Opinion of Commissioner Cheryl L. Roberto, at 2,

IEU Appx. at 87. It 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 "bypass[ed]" the requirements of R.C. 4928.141 through 4928.44.

(See IEU 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 Cornmission fronl 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

Taylorv. City ofLondon, 88 Ohio St.3d 137, 1.43, 2000-Ohio-278, 723 N.E.2d 1089; AT&T

Comn2unications of Ohio, Inc. v. Ameritech Ohio, PUCO Case No. 96-336-TP-CSS, Opinion and

Order, at 17, 1997 Ohio PUC LEXIS 712, *43-44 (Sept. 18, 1997).7 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 concluded 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

` 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 o•.f Ohio, Inc. v. Pub. Util. Corrzm.,
88 Ohio St.3d 549, 2000-0_hio-423, 728 N.E.2d 371 (complaint regarding wholesale interstate
carrier access); Time Warner AxxS` v. Pub. UtiZ. 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 authority to change rates pursuant to R.C. 4905.26 are flatly to the contrary. See Ohio

Consumers' Counsel, 2006-Ohio-4706, at T,,, 29, citing Lucas Cty. Commr•s. 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"); Alinet

Communications Servs., Inc., 32 Ohio St.3d at 117.

IELT asserts that, Ymder Lucas Cty. Commxs. and Ohio Util. Co. v. Pub. Util. Comm. 58

Ohio St.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 pJ°ograms." (Emphasis added.) Lucas Cty. Conamrs., 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 bereconciled with the opinion's statement that R.C. 4905.26 authorizes the Commission to

set new rates "[iJf after an investigation and hearing pursuant to [R.C. 4905.26], the comn,ission

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

Util. 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 iinposing a requirement that the

Commission issue an order declaring that it fi'nds 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 aiid disregard the Commission's broad oversight over

utility rates and the management of its docket. Moreover, when the Comtnission opened its in-

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

able result for AEP Ohio (R. 459 at 18. OCC :Nppx, at 107.) Such a finding satisfies the Com-

mission's requirement to ensure that nothing under its purview is, as the language in R.C.

4905.26 states, "in any respect" uiijust or unreasonable.

Like the case law IEU cites, the case law OCC invokes is inapposite. Ohio 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 Conuriission to make any explicit

prerequisite finding of reasonable grounds for complaint. &e 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." Id at 19. The Court then or-

dered the Commission not to make an explicit finding of reasonable grounds for coinplaint; but

to hold a hearing-which the Commission has done here. Id. Neither case that OCC cites sup-

ports its overly restrictive interpretation of R.C. 4905.26.
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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 the Court. (See Cameron CreekApts. v. Columbia Gas of Ohio, Inc., Slip Op. No. 2013-

Ohio-3705, ¶^(23-24 (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, IEIJ 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. Illuminating Co.,

122 Ohio St.3d 265, 2009-Ohio-2524, 910 N.E.2d 1009, T 8("Tliis `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-

sive."'),quoting Stat-eex rel. .Northern Ohio Tel. Co. v. Winter, 23 Ohio St.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 Conunission and
empowered it with broad authority to administer and enforce the provisions of Ti-
tle 49.

Id. at 150, Indeed, "there is perhaps no field of business subject to greater statutory and govern-

mental control than that of the public utility." Id. 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. 1111

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 parts (1) and (2) of its

Prop. III. (FES Br. at 26- 32.) Those arguments lack merit. Again, the Commission established

RPM as the wholesale price that CRES providers would pay for capacity; the Comsnission 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 supporting 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 foY Safe Energy v. Pub. Util. Comm., 69 Ohio St.2d 559, 560, 433 N.E.2d 212 (1982). And

as the Commissioii 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.l2.ehearing 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-approved tariff. R.C, 4909.18. Such a

"first filing" does not require any hearing, much less the extensive hearings that the Commission

conducted, in which IEU fully and actively participated. Id.; see also Consumers' Counsel, 2006-

Ohio-5789, at T18 (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. Cornm., 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. III, IEU Prop. VI

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, ¶ 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 aceounting practices established 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 ¶ 18; Consumers' Counsel v. Pub.

Util. Comm., 63 Ohio St.3d 522, 524, 589 N.E.2d 1267 (1992); Consumers' Counsel v. Pub. ZJa`il.

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

is 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. II and
Prop. III; 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 harnn 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 Comnlission'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 II] 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.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 51, 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 fl

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.

(4CC 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 II 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 (because the ratemaking issues were resolved in the separate ESP

7I proceeding), the Court can avoid piecemeal appeals by resolving the ratemaking disputes in

Case NTo. 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 Coalition, 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.
II, Prop. III.A and Prop. III.C; IEU Prop. V.2 and Prop. V.51

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

1. There is no unlawful double payment or overpayment for capacity. (OCC
Prop. II; IEU Prop. V.51

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-

ty---cannot be used to suggest that customers wrongly "pay twice" or overpay for capacity. The

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 II 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-57$9, at T38 (so long as the Commission has ratemaking authority

to reflect the underlying costs in utility rates, it also has authority to iinplement 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. All cus-

tomers benefit from the opportunity to shop for generation service, not just those who actually
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shop. The Cominission 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

k2irther, 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. 'fhus, 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 ES'P II decision-which this Courtwill

review in Case No. 2013-521.

2. There is no unlawful anti-competitive subsidy under R.C. 4928.02(H). [OCC
Prop. III>A; IEU Prop. V.21

OCC Prop. III.A 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, because 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(L)'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

cotnpetition, 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, atT 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 ¶ 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 lawfitl 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 Cornmission. 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 generatioii

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. ;nitb. Util. Comm., 109 Ohio St. 3d 328, 2006-Ohio-2110, 847 N.E,2d

1184, ¶ 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. Id. 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. III.Cj

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-
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binding, This Cotuft has frequently acknowledged that decisions about how rates are designed-

including which customers pay and under what circumstances-are matters within the Cornmis-

sion's discretion. Green Cove Resort Clwners' Ass'n. v. Pub. Util. Con2m., 103 Ohio St.3d 125,

2004-Ohio-4774, 814 N.E.2d 829, ¶ l(recogni.zing the Commission's "unique rate-design exper-

tise"); Citytiuide Coalition for Util. RefotAna v. Pub. Util. Comm., 67 Ohio St.3d 531, 533, 620

N.E.2d 832 (1993) (affording the Coni.nlission "considerable discretion" in matters of rate de-

sign); see also Consumer.s' 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.41

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. II.A., 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.I44, which can only be exercised in an SSO proceeding. (Id.)
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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, an.d it did so as part of the ESP II decision. More important-

ly, the Commission properly found that the service being priced is a wholesale service, thus re-

jecting IEU'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 "one-pager" challenge

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,$ 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 inctured necessarily involves the time value of money.

' AEP Ohio notes that the higher carrying charge objected to by IEU, luiown 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.

38



D. If the Court somehow determines that the deferral violates Ohio law, it should re-

mand the case to the Commission with instructions to address recovery of the undis-
counted capacity cost through rates.

If the Court were to determine that the accaunting 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 tho pre-existing capacity price would cause AEP Ohio to earn an "unusually low re-

turn on equity" and be "insufficient to yield 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

witli corporate separation. In sum, absent such an affirmative directive from the Court, the con-

sequence of a reversal or vacatzzr 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 IHope

and Bluefaeld. See pp. 17-18, supra.

Pronosition 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. VI, 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. (IEII Br; at 42-45.) The issues raised either relate to actions in the ESP IIproceeding 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.
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IEU argues that the Conun:ission failed to restore the RPM price as required by R.C.

4928.143(C)(2)(b) when rejecting the ESP II stipulation. (Id. at 42-43.) IEU next asserts that the

temporaYy rate implemented before the final Capacity Order was not record-based. (Id. 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. (Id. at 45-

46.) As AEP Ohio and the Commission previously explained, 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 788.9 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 otherwise (nor was the required bond or other un-

dertaking executed). Id. at 5-6. Azid the prohibition against retroactive ratemaking precludes the

refunds that IEU seeks. Id.

Further, IEtT seeks to improperly appeal a matter related to the SSO governed by the ESP

11 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 infonned 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 ESP II proceeding did not limit the Commis-

sion's authority in the investigation of capacity pricing.

9 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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IEU also attempts to call into question the Commission's authority to manage its dockets.

IEU's attempt to parse the Comnaission's actions given this case's procedural complexities is

inappropriate. (Id. 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." In re 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 con-ipeti-

tive markets, protect customers from tmreasonable 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 aild 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 ComnZission 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. AACP Ohio is not appealing the Commis-

sion's first step. Rather, AEP Ohio is challenging the arn.ount of the energy credit that the Com-

mission determined in the second step. I'he 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®/o-from 26,1% as of March 31, 2012, to 30.19% as of Apri130, 2012. (AEP Ohio Ex. 142 at

21, Supp. at 323.) And the Commission explicitly recognized and affirmatively intended that its

Capacity 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 Coanpany's net capacity costs increases from the Connnission's

adopted price of $188.88/MW-day to $215.88/MVV-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. (Id.) Even the 4%

increase in shopping that occurred bet^veen March 31 and Apri130, 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. C'omrn., 156 Ohio St.3d 87, 89, 1999-

Ohio-206, 706 N.E.2d 1255. This Court has thus previously deferred to the Coinmission's selec-

tion of one of multiple defensible methodologies or formulas. Ohio 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

f°e Application of Colunzbus Southern Power Co., 2011-011io-1788, at T 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

unlaw-ful 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. (Id. at
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1844, 1872-74, Supp. at 584, 586-88 Tr. X at 2151, 2158-59, Supp. at 590.) Tl-iat 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-nbio-1788, at ^( 25-26. Moreover, at least one utility com-

mission in another jurisdiction has rejected the very model that the Commnission adopted in this

case for this very reason. See, e.g., In the Matter of Idaho Power C'ontpany, 2005 Ore. PUC

LEXIS 349, * 17 (July 28, 2005) (concluding 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 Eastern District

of Califorrtia 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." AbaYca v.

Franklin County Water Dist., 761 F.Supp.2d 1007, 1060 (E.D. Cal. 2011). 10 The model at issue

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

10 The Abarca court further noted that appellate courts "throughout the United States 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

,ofthe AEP System Interconnection Agr.eemen"t ("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 3 8-42, Appx. at 44-48.) 'These errors confis-

cate revenues from AEP Ohio's retail SSO 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 F.2d 977, 982 (9th Cir. 1993) (agency conducted "extensive field investigations to
calibrate and verify its models"); Sterling v. Velsicol Chern. C'orp., 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 Boucher v. US. 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." Abarca, 761 F. Supp. 2d at 1060 n.55.
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The Conunissi:on'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 II case), overstating the energy credit by more than $50AW-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 $1.87/1VIW-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.

Criven 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 utility 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

"create[ ] an unlawful subsidy" from retail customers to CRES providers, who only pay the auc-
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tion price for capacity. (Id. 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. ameiid. 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 investnient-backed expectations; and (3) the character of the regulation. Id. at 123; see

also Goldberg Cos., Inc. v. RichmUnd 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 Commission to im-

pose auction-based pricing with no defer.ral 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 "tllat 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 prevent 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

relief that Cross-Appellant seeks.
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NOTICE OF CROSS-APPEAI, OF
C}M(7 ► PO'V4'ER COWAI.^Y

Cross=Appellant, Ohio Power Compaiiy ("C)PCa"), b.ereby gives notice. of its cross-

appeal, pursuant to R.C. 4903.13 and Supreme Court Rule of Practice 10.02(A)(3), to the

Supreme Court of Ohio and Appeliee, the Public Utilities Commission ot`•Ohio ("Coznnmissi;orz"

or "PUCt3"), from an Opinion and Order entered on July 2, 2012 (Attachment A), an Entry on

Rehearing en.tered October 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) -

all in PUCO Case No. 10-2929-EL-UNC. That case involved the Commission's determination

oftbe rate fihat OPCn may charge its retail competitors, Caanpetitive Retail Electric Service or

"C.RES" providers, for generation capacity resources that OPCo supplies to them. This cross-

appeal is filed within sixty days of the Cgmmissresn's December 12, 2012 Entry on Rehearing.

OPCo is a party in PUCO Case 1\3o, 10-2929-EL-1.NTC and timely filed an Application for

Rehearing of the +Cornuii.ssion's July 2, 2012 Opinion and Order in accordance with R.C.

4903.10. OPCo raised each c,fthe assig-nrnents of error listed below in its July 20, 201.2

Applicafzon`for Rehearin.g.

Appellant, the Industrial Energy Users - Ohio (IEI.I) initiated this appeal n.ne week after

the 3an,aza'ry 30, 2013 Entry on Rehearing (Attachment D), which was the second appeal

instituted by IEU from the case belovsr (the other appe.al isCase Nfl. 2012-2098). Consequently,

there is a question as to whether the December 12, 2012 Entry on Reh.eari.ug (Attschinent C) or

the January 30, 2013 Entry on Reheazing (.A:ttachtnent D) finalized the Commission's decision

for purposes of appeal before this Court.'ihe Cvmtnzssion f led a m.otion to dismiss Case No.
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2012-2098 on January I S, 2013 and OPCo filed a motion to dismiss this appeal on February 21,

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

Corr;n-iission was a final order for purposes of appeal and, by extension, which appeal bof+are this

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

separate notice of cross-appeal in Case No. 2012-2098.

The Commission's July 2, 2012 C3pinion and Qrd.er? October 1:7, 2012 Entry on

R.ehearing; Docember 12, 2012 Entry on Rehea.tti,ng and January 30; 2013 Entry on Rehearing

(collectively, the "Commission's Orders'^ are unlawful and turreasonable in flie foltowing

respects:

The Commission's Orders ^wwreasozably and unlawfully unde'rstate OPCo's cost
of providing generation capacity resources to CRES prt ►viders because the energy
credit that the Commission applied to reduce OPCo's cost-based capacity rate is
unreasonably and unlawfuity averstated.

a. The energy credit that tii'e Commission adopted is unreasonably and
unlavvfizl.ly 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 aftb.e Commission's Order, or the amount of sbQpping that is
currently mccurring.

b. The energy credit that the Conunission adopted is unreasonably and
unlawhl,ly overstated, is based on a host offiizsdarnertal technical and
calculation errors, and is against the manifest weight of the evidence.
Inaer alia, the method.csiogy used to calculate the energy credit does not
vvathstan.d basic scrutiny and is largely a"black box;";it was not properly
calibra.ted;- it did not utiiize the correct.forward energy prices; it a#.zlized
inaccurate and understated fuel eosis; it did not zFtiiize the ceYrrect heat
rates to capture minimum and start txme operating constraints arzcl °
associated cost impacts; it vrongly ixacorporates off-system sales margrns;
it fails to properly refleot the operation and irn.pact of the AEP System
Interconnection Agreeznent; and it overstates QPCc^'s. relevant fqrecasted
futuz^e gross margins.

II. The Carrurzission's Orders are confiscatory, unjust, and unreasonable, and they result in
an unconstitution.al. taking of OPCo's property witb.outjust compensation. F'ea? Power
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C`omm. v. Hope Natair-al Gas CQ., 320 11,S. 591 (1944);1'enn Centrall'ransp. Co. v< New
York Cr1y, 43$ U.S. 104,124 (1978).

'4a1.$REFDRE, Cross-Appellant Ohio Power Company respectfully submits that the

Commission's July 2, 2012 Opinion and Order, October 17, 2012 Entry on Rehearing, December

12,2012 Entry on IZehearing .a.nd.3a.naxaay 30, 2013 Entry cin Rehearing are unlawful, unjust, and

unreasonable and should be reversed in the respects outlined above. The case should be

remanded to the Commission to correct the errors complained of herein.

Respectfully submitted,

^:
teve^.''. Nourse (U 0467(t5}

(Coun.sel of Record)
Matthew 1. Satterwhite (0071972)
AMERICAN ELECTRIC POWER CORPORATION
I Riverside Plaza, 29" Floor
Columbus, ()ltio 43215
Telepbone: 614-716-1608
Fax: 614-716-2950
stnourse@aep.com
m,} statterwhite@aep,cosn

Daniel R. Conway (0423058)
PORTER W'RJGHT MORRIS & ARTHUR LLP
41 South ffigli Street
Calurn.bus, Dhin 43215
Telephone: 614-227-2270
Fax: 614-227-1000
dconway@porterwright.com

Counselfor Cross-Appellant
Ohio Power Company
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A,aaiendznent V to the Constitution of the United States

No person shall be held to atiswer for a capital, or otherwise infamous crime, unless on a
presentment or indictment of a Grand 3tiary, except in cases arisin^ in the land or naval forces, or
in the Militia, when in actual service in time of War or public danger; nor shall any persori be
subject for the same offence to be twict> put in jeopardy of life or l'amb; nor shall be cornpelled 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 property be taken for public use, without just
compensation.



BEFORE
T^ P['BLI+C LTMITIES Ct^ADM5ION OF OBfIO

In the Matter of the Commission Review of ^
the Capacity jCbarges of C?hio Power ) Case No. 10-2929-^L-UNC
Coznpa-ay and Colzunbus Sonthem Power ^
CnMPMY )

AP:PLIC:t4.TI()-N FC3R. RE:HEA.RLNG OF CIHIO POWER COMPANY

Pursuant to Secfion 4903.I0, Ohio Revised Code. {"R.C."), and Rti1e 430I-1-35, Ohio

Administrative Code,{"OA.C:'j1 Ohio Power Coan.pany (":AEP Ohio" or the "Company")

respoctfiilly files this Application for Rehearing of the Commission's July 2, 2012 Cpirai.on and

arder: The Commission's 3uiy2, 2012 C1piaiion ai3.d Order is ainreasonable and unIawfitl in the

following respects:

1. The Energy Credit That The, Commission Adopted In The Ady 2 f3piuion ancl Order Is
Unreasonable And t3nlawf zl.

A. TheConmission's adoption of a $147:411MW-day energy credit based upon
st7fFS static 1ss[1'IElptt(lI1 fJ.^26.1^% shopping throllgi2(1TIt the 2012-2015 pe1`lfd is

flawed. According to Staff's own, Nvxtness, the energy cred3t. should be lower
based. %►on the estabiis.b:ed shopping level of 301/o as ofAp.ril 30, 20I2. And the
euea.gy credit.should be even substantially lower based upon the increased levels
of shopping tlmt will occur with RPM prioiug.

B. There are a host of finciamental eixors in EVA's energy credit that the
Commission adopted in the July 2 Opinion and Oider, causing the resultant
energy credit to be patently an}reasonable andagainst the maiffest weight of the
e.vidence.

1. EVA's Inethodolo,gy does not wzthstaud'basze sonitiny and is largely a
"black box.°,

2. EVA failed to caiibiate the model or otliexwise account for the impact of
zonal rather than nodal prices.
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I EVA erred in forecasting L14V prices instead of using avaiiabio: forward
energy paices, especially giveo. Staff's position in the Modified ESP
proceeding that iower fQrward energy piices should be used for the MRO
test.

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

5. EVA failed to use correct heat rates to capttu°e minimum and start time
crperating constraints and associated cost impacts.

6. EVA's energy credit N,,,rrvngly imoxporates traditional OSS ruargins and
otherwise fails to properly reflect the impact oftlze Pool.

cr Ttre ado,pted etlewg.v credit erroneously reflects artore tilari t7SS
tllrrrgins created byy 'fi-eel aEp " eiterg3r assacitited witla the cnyercitt
heingpaiidfor by C'.t^ESpr•crviilers.

^J The adopted eJ'iergy credit imputed ajt'CdiofltYl marlbE1-btdSed

11101 giY? f#IZD'ifJtoCdNe to 100% of tl72 noy! :ShoppYP1g load Elttd

incorporated that into the 2it6'rkS Ci'2dit to offset fhG' .ChGtYgefOP'

s1aoppirtg load, avlaicli not only creates an unreasonable aiid
rnzdawfit7 sitbsoy, but also corz'tsccrtes margin thcttAEP 07rio is
t2uthwi: ed to retain tlMi71t,g'}1 its SSO 7'Flta.

c. 77te adopted Qnergv credit uaatrxvofulXv, fails to re, flecz operation of
the FERC-approved Pool in its ztfXatedenerDT credit.

7. EVA's estigxate ofgrrrss maiggins that AEP Ohio will eam in the Truie
2012 through May 2015 pez-zod are overstated by nearly ZQ(?%, as shown
by AEP witxiess Meehan's aItemative calculation of forecast. gross
anarg€ns:

8, At a mznunituo, the Commission should ooaduct aiz evidentiary learing on
rehearing to evaluate the accuracy of EVA's energy cretlit compaied to
actttal results,

C. The Commission's adopi-ion of an energy credit that :mcorporatesactu,al costs
from the 2010 test period and then impntes revenues that have no basis in actual
costs cz°eates a state compensation mechanism that is znconsfitutiona.Uy
confiscatory and that restilts in an unconstitutional taking of property wwithotit just
compensation.

I. The Comunissiozt's Orderis conftscator3r, unjust, and unreasonable under
the "end resuit" staxadard of Hope Nzzlural Gas.

2
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2. The Ccam'ssion's Order residts in an unconstitutional par°tial taking of
AEP Ohio's prczperty witttiout just compensation under the Penn Central
standard.

It. It Was Ur3reasonable And IJnlawfid For The Coa;zzu.ission To Adopt A Cost-Based State
Comtaex€sation Mecbanisni AndThezz Order -AEp Ohio To Only Charge CRES Providers
RPM Pliczng Far Below The Cost-Based $ I88.SSlMW-T.1ay Rate Ilat The Cumnlissipn
Determined Was Just And Reasona.ble.

A. If the state campensatiOn mechanism is cost-based and the Commission found
AEP OIrio's cost of providing capacity to be $188.881MM-day, then it is
unreasonable and unlawful for the Camztiissicu to reqtiire AEP Ohio to charge
anythiug other thm $188MfWF-day.

B. It ivas unreasonable and unlawfial for the Coinruuisssion to authorize AF-P Ohio to
collect only RPM pticing and require defeiTaI of expenses up to $188.8$fMW-day
withorat simultaneously providing for recovery qf the shdztfall.

C. It is iureasonabIe and uil:awii€zl for the Conmaission to require AEP Ohio to
supply capacit.y to CRES providers at a below-cost rate to promote agtaficial,
uneconomic, and subsidized rompetitxon>

D. It was unreasonable and tualawfiii, as well as unnecessary, for the Commissioix to
extend RPM pri.cine to customers that switched at a capacity price of S255NW-
day.

E. It was unreasonable 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 foiuid that R.C. Chapter 4928
does not apply to AEP Ohio's capacity charges to CRES providers.

111: It Was Unreasonable And UutawfulE For'Ihc Commissio3r To Fail To Address The Merits
O.f AEF Ohio's ianuaz°y 7, 2011 Application For Retteazing, Which The Commission
firmteci On Februaiy 2, 2011 For The ,P`mpose Of Fw#2ier Considering It, In The July 2
Opinion and Order.

A memorandua in sWpozl of tius Application for Rehearing is attached.

Respectfully submitted,

tlsl _Stev-en T. Nourse
Steven T. Now-se
Matt3zew J. Sattexwhite
Yazen Alami
American Electzi.c Power Service Corporation
T R.iversicie Piua, 29^b Floor
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GoIawzbus, Ohio 43215
TelepYzosae: (614) 716-1606
Fax: (614) 716-2950
Email: stnouxse@,aep.com

mjsa^#terwhateCaep.co€u
ya.lam.i@aep-com.

Daniel R. Conway
Christen M. lV1o o re
Pnrter Wiiglat Morris & Artht}r LLP
41 S. I3igh Street; Stu.tes 2800-3200
Coliuxtlius, Ohia 43215
Telephone: (614) 227^2770
Fax: (614) 227-2100
Email: dcauwsy,a'^.pol-tenvsiglit.cam

cmooxei^porteiwaiglit,com

On behalf of Ohio Po}ver Company
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AlEE114RANDUM L' SUPPORT

I?^TTRUIIUCTION

The Coztzriiission's July 2, 20I? Opinion and Order ("Jidy 2 Opinion and Order") was

tmseaso.nable and untaufiil in numerotis respects a-ad sl3ould be reversed and modified on

rehEaring. Although the Corrmission roixectiy determ.ined that AEP Ohio is entitled to receive

oost-based, not RPM-based, compensation for the capacity that it is required to supply to

competitive retail electric se2vice {"CPtES''} providers, the cost-based capacity charge that the

Commission arrived at in its Jrtly 2 Opinion and Oi-der is ser4ottsiy and unreasonably tiztderstated.

That is becatise the Coumaission adopted an unreasonable and unlawful energ5r omtit, sponsored

by Staff, that rediices the capacity charge by an imreasona_bie an,aotmt that cazmot be supported.

As an initial matter, the Commissiou utterly failed, with respect to the energy credit, to

m:eaiiingfulty set forth au^ reasons or facts upon which its adoption of the energy credit is based,

in derogation of its responsibiliti.es izndei R.C. 4903.09. Tnstead, the Coumiission inerely

characterized the myriad flaws in the energy credit, and AEP Ohio's extensive cross

exanunation, tcstimonyk and evidence correcting those flaws, as merely amounting to "a

fundamental difference in methodology" and went on to find that Staff s approach was "proper"

and "produces an energy credit tb.at wi.U ensure that AEP-Ohio does not over recover its capacity

costs." July 2 Opinion and Order at 36.

This #reatuzent of the muxrerous flaws and iss€tes present in the StafPs energy creclit v^ras

ansufficient as a matfer of law and did not address any of the followxxrg significant problems with

the Staff s approach: (1) The adopted energy credit is inappropriately and unreasonably based

upon a static shopping assumption of 26.1 °^"^ shopping tbrotYghozit the 2012-2015 period, despite

^
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the fact that shoppurg presently exceeds, and, wil.I contitatie to increasingly exceed, that

percentage in the future. (2) The adopted energy credit is patently unreasonable hecatase it is a

"black box" .incapahle ofm.eaningful evaluatiott, the model used to calculate it was uncalibrated

and failed to amount for the impact of zona1 przces, it unreasonably aises overstated foztcasted

LMP pri.ce.s instead of available fozward energy prices, it incorporates inaccm-ate aud understated

fuel costs, it uses incorrect heat. rates, and it wrongly incorporates traditional OSS margins and

fails to properly reflect the uupact of the AEP System Interconnection Agreement ("Pool"), (3)

The adopted energy credit creates a state compensation mechaarism that is unconstitutionally

confìscatozy a:ud that results in an lazzconstitutivrra.i taking of property without just compensation.

Moreover, the Cozmnaission's decision to adopt a cost-based state meciianisaaz and then

nonetheless order the Compaiay to charge CRES providers RPhi pticing was imreasonat}le and

Lwlaufal. First, iftlre- state compensation mechanism is to be cost-based, as the. Commission

cieterrtutred, then the Commission iacks autholity to order the C:onipany to charge a non-cost-

based rate. Second, ti}e Cainzii,ssiorz's decision is uu.reasoiaabie and unlawfW for ordering the

Company to defer the difference between the $188:88/MM'-day cost-based rate and the RPM

without simultaneously providing amechauism for the Company to recover that shortfall.

A.ithough this case and Case No. I 1-34G-EL-SSO address iuterrelated issties, the Comnuissirtn

may not assign an issue that must be decided in this proceeding to another proceeding with an

independent case schedule aiid reheazing and appeal processes. Moreover, the Commission's

decision unreasonably and gutlawfiuIly enables and promotes allificial, uneconomic, and

svbsidized competition at the Company's expense. The ciecisiozi also tmreasonably and

uzmecessaril:y extends RPM pricing to crrstomcrs -whca shopped based on capacity priced at

$255/MW-day, depriving the Company of its contract-based expecta.dons. And the

6
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C'crmmissioa.'s jtlsti.fication for its decision to order the Company to recover oul.y RPIV1 pricing -

state pohcies set foi-th in R.C. 4328A2 and 4928.06(A) -was unreasonable and uulawful as well,

because the Cotruzzission expressly detetm.i.ued in its Jttly 2 Opinion arzd Order that R.C, 4928 is

inapplicable to AEP Ohio's capacity sei vice.

Finally, the Commission's July 2Op%uiotg aztd Order unreasonably and unlawfully failed

to address the rnerits of the Company's r,at?.tiary 7, 201. I application for rehearing, which the

Conuraission granted in February 2011 fot-:ftzrtiter consider:ation but never addressed on its

merits. These significant errors, ind.ivxdttally ancl iu the aggregate, co3npel the C'dmrnission to

grant rehea}:in.g and correction.

BACKGROUND

The factual and procedural b.istory of this proceeding is lengthy and need not. be repeated

in its entirety here, however, the following background is pertinent to theissues raised in the

Company's application for relteazing. Under the Fixed R.eesotuce Requirement C"FRR")

provisions in the P:JM :Cnteacomiectioix, L.L.C, (P3M) Reliability Assurance Agreentent OAA),

AEP Ohio is obligated to provide capacity resources sufficient to support alI shopping load in its

service territory through May 313 2015. The initial default charge that AEP Ohio collected for

providing this essential service was based on T'1M's RPM capacity auction prices. AEP Ohio

realized in 2010 that RPN! pricing established for the 2012-2015 petiod would not permit the

Company to recover anything close to the full amount of its costs afproviding capacity to

support shopping.

Accordingly, in November 2010, consistetit with the provisions iii the RAA a.ud its rights

established by the Federal Power Act (FPA), AEP Ohio proposed to implement an e'sting

clause within the RAA to change the basis of compensation for use of its capacity by CRES

7
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providers to an AEP Ohio cost-based zuetl?.od.' This applics.tiQr$ was intended to remedy the

sitttataan where CRES providers were receiving a snbsidy frona AEP Ohio far their we af the

Company's caltacity due to the use of RPM auction prices;

In response to AEP Ohio's November 20 1€1 application to the FER.£`, the Comu-ussioi}

represented to FERC that as ofDeceznber 8, 2010, it was "adopt[ing] as the state compensatioax

nieclarusm for the Companies the current capacity charges established by the #kee-year capacity

auctioi). conducted by PJM," which is the PJM. RPM artction pxice 2 See Case No. 10-2929-EL-

T3NC, Entry at 2 (Dec. 8; 2010). AEP Ohio applied for reb.eming c,f the Contm.iss.icrn's

December S, '^t?1 t3 Entiy on 3auitary 7; 2U 1 I. In its application for rebeating,,AEi' Ohio argued,

inter alio, t.izat.

+The Commission's Ezitry establishing an interim wholesale
capacity rate was mffeasonable and iualawl'ut because the
Commission is a citattire of statute and lacks jurisdiction imder
botb. Federal and Ohio law to issite an order affe.cting vVl;olesalc
rites regulated by the Fedeiml Energy .Regulatos-y Cominiss3on.:

s The Eutry was issued in a immer that denued AEP Ohio due
process and violated statutes wit}iin Title 49 of the Revised Code,
incltidirzg 5ectioiis 4903.€19, 49Q5,26, and 4909:16, Revised Code.

¢'I"Jie Entiy directly couflict,s with, and is preempted by, federal law
and therefore should be reversed and modified.

(See Taii. 7, 2011.App. for Rehearing.) OnFebzuaa,y 2, 2a11, the Cointtissiongrmited AEP

Ohio's application for rehearing of the December 8, 2010 Entry, finding that "sufficient reason

has been set forth by AEP Ohio to warraut fittther consideration of the matters specified in the

'Or}:1rTovember z; 2010, AEP Ohio filed an application tvith the FERC in FMC Docket No.
ER11-199S-0i}0. On November 24,2010, at the direPtion of EE3.tC, AEP Ohio refiled its
application in FERC Dcrcket No, ER11-2183-000:

2 At the time of the Cornmission's Decenaber 8, 2010 Entry, CRES providers were paying AEP
Ohio $220/MW-day as the then-current Rl"Mprace.
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application for reh.earzng," Case No. 10-2929 EL-TJNC, En#,y on Rehearing ai. 2 (Feb, 2; 2011).

That rehearing request remains pending:

In an August 11, 2011 Euhy, the Carum.ission establaslted an initial procedural schedule

for the b.earing necessary to establish an evidentiary record on a state conipensationmechanisan.

A number of parties intezvened in this proceediug, and many ha.^ve tabex tlie position that the

Commission should reqitire AEP Ohio to chaige only the uzacompensatory:R:P:[vI -based price to

CRES providers for the capacity it supplies them. The evidentiary hearing commenced on A.piil

17, 20 12, and concluded on May 15, 2012. The pinties filed init.iai post-hearing briefs on I^fay

23, 2E}12, ar ►d reply briefs onl.'vlay 30, 2t?I2. The Commission issued its (flpiniou and Order

deciding the merits of the case on July 2, 2012.

AR,GU'1^I.E1"T

I. The Energy Credit That The Coanm.ission Adopted In The July 2 £1piOtion and
Order Is Unreasonable And Uralawful.

The Conzxnission's adoption of Staff's proposed energy credi#: withQtat meaniugU

explanation or analysis violates R.C, 4903.09. Moreover, the adopted energy credit is seriously

f#awed, in several rc,spects: It is inappropriately and unreasonably based upon a static shopping

asnuuptiorz of 26.Ip o shopping throughout the 2012-2015 period, despite the facttb.at shopping

presently exceeds, and will continue to increasingly exceed, that perccntage in the future; it is a

"black box" incapable of ineanin.gfW evaluation, the model used to calculate it was uncalibrated

and failed to account for theurzpact of zonsl prices, it unreasonably tises ovea.^stated forecasted

LMP prices instead of available fozvard energy piices, it incorporates inaccurate and understated

fuel costs, it uses incorrect heat rates, and it wrongly incorporates traditional OSS margins and

fails to properly reflect the impact of the Pool; and it creates a state compensation mechanism

that is utzconstitut€araIiy con^ ì,scatory aud that results in an uncoustitutional taldng of property
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without just compensation. For all of these reasons, the energy credit that the Commission

adopted in the Jid.y 2, 2012 Opinion and Order is tuza-easorkable and imlawfiiI and should be

corrected on rehearing.

A. The Commission's adoption of aS14'7.41lM'txl-clay energy credit based upon
Staff's static assumpflon of 26.1®r'o shopping throuigbout the 2012-2015 period
Is ftawed. According to Staff's own vgftness, the energy credit should be
lower based upon the established shopping Ievel ztf30% as ofAptil 30, 2012.
Andthe energy credit shortld be even substantially lower based upon the
bncreased levels of shopping that wflI occur with RPM priemg.

EVA's method for calciilatu-ig tlie energy credit offset to embedded costs relies upou, as a

principal factor, the level of shopping that exists during the period that the energy credit is being

applied. In this case, that period is the tenn of the proposed ESP. EVA a.ssunxed a shopping

level of 26.1%', which was the level of shopping as of March 31, 2012, to establish its energy

credit offset. (Staff Ex, 1.05 at 19; AEP Ohio Ex. 142 9 21.) Since ttien, the level of shopping

has increased srTbstantially. Company wztness Allen testified on reb$itta tbata as of April 30,

2012, the level of shopped load had increased to 3:) 0. 19%, (.A.FP Ohio Ex. 142 at 21.) Moreover,

the record aud the Conmaission's fmdings show that the level of shopping will increase

significantly based on R.1'NI prieiug. Thus, the energy credit needs to be reduced accordingly if

EVA's energy credit methodology is to be tetained on rehearing.

There is no qkiestioiz that under EWs euergy credit, if shopping goes up above 26%,

CRES providers would pay a higher net capacity charge. (Tr. X at ,2190-9I.) iti!ts. Medine's

direct testiinony was very explicit about this relationsWp ruxde:r EVA's energy credit model:

An increase in the switching assumption will tend to decrease the
energy credit while a decrease in the switching assumption wi11
tend to i,nerea.se the energy credit.

(Staff Ex. 105 at 19.) W Medine testified that EVA asswr3ed 26°Jo shoppiz}g tluriogh4ut the

2012T2015 periad, for puiposes of calculating the erzer•gycredit. (Tr. X at 2I89.) She con^'inned
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that the 26% static shapping a.ss^impticn was "the most c^orservative approacV, that cctild be

used and Ms. Medine has no knowledge or eapcitise about projected shopping levels. (Id. at

2194.) Use of a?6% shopping asswnpt.ion, going forward in klhe context of RPM px-iL%ug is

absurd and has no basis in the record.

Indeed, the Comz3ussran itself explicitly recopizes and manifestly iatcnds that the

adopted RPM pricing :`vvi11 stimulate tztte competition among supplieis ul AEP Ohio's servzce

tenitory." July 2: Opiuion and Order at 23. TIie:Comnissian also made a specific finding that

RPM pricing would yield "an tmusrraHy low return on equity of 7,6 percent ux 2012 and 2.4

percent in 20I3, with a loss of $240 miWou between 2012 and 2013:" Id.}.And AEP tliiio

witness A.llen projected fmancial haim basedon shopping level assiunptions of 65% for

residentiaL 80% for conmercial and 9U°Q for industiial customers (excltiding a single.large

customer) by the end of 2012. (AEP Ohio Ex. 104 at 4-5.) Mr. Allen's werkpapers, admitted

ixxt4 the record as evidence, also suptrort the projected shapping level cmder Rl'M pricing of

71.3%. (See esl,sa RESA Eh..102 at 3 ((I5,942 GV73s + 17,490 G*vvYi)/{48;261 ^'sW.'̂ }=-71.3°io})

Thus, the Commission's observations about the anticipated financial hat.m of RPM

priei.ng is sirppQrted by testiniony ofrecaxd that incoiporates elevated shopping levels ba.sed on

RPN! pricing. That is tb:e saine record evidence that supports the Cozntnission's uttimate fi:nding `

that adopting RPM pricing "will stimialate txve competition among suppliers in AEP ahio4s

sesvice territory." July 2 0pinicn and Order at 23. As it. stands now, theit is an inconsistency

between '.the Conmi:issio:n's recognition tlzat RPM pficin,g wilI cause shopping to increase (indeed

that wasthe pzennise for adopting RPM pricing) anEd the Conunissiun's aciQptiozz of EVA's

energy credit methodology yvtthout an adjustment for higher shopping levels, which adjustment

EVA itself testified would szeed to be dane.
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As the tesfxiuorzy ofA.EP Ohio Nvi:tness Nelson demonstrated, the impaci oginc.reased

levels of shopping (above the assumed 26.1 °lo level) on the EVA-proposed energy credit and,

thus, on the net embedded cost capacity price is substantial. NWith an increase in the shopping

level fiom 26% to 5^;, the Staff's energy credit deeLines by $27/Nff-day (from $152 to

$1251MW-day)> with an increase to a 75% shopping level, the euergy credit declines by

$S61.M"W-day (from $1;52 to $96/MW-day); and with an increase to a 100% shopping level, the

energy credit is reduced by $85/MW-day (from $152 to $67tMW-c3a.y), (AEP Ohio Ex. 143 at

7.) Even at the 30.19% level thatl3ad already been a.chievedby April 30 --°weli before the

impact vf, the Commission's July 2, 2012 decision to reduce capacity pricing to prevaili:rtg RPX1

prices - the erroneous impact on the Staff's energy credit of that level of increased shopping-

ftom 26.1q=o, is sipif'icaa.t.

Specifically, there is a. direct impact on the net capacity price of an increased shopping

level under EVA's apprbacb (r, e., a decreased energy credit used to offset the demand cbarge is

an increase in the net capacity cost). Accordingly, at the 500/a shopping level the net capacity

cost increases from $188.88WW-day to $215.88/MW-day; at a 75% shopping level, the net

capacity cost increases to $245.13WAT-day, and at 100% sh.opping, the net capacity cost, tiuder

the S-.ta,ff s methodology, increases to $274. (AEP Ohio Ex. 143 at 7.) F`ven the approximately

4% increase iu slioppin; that occurred .froni Maxch 31 {26.1:%) to April 30 (34.I9%o), would

correspoxid to a d.ecrvased energy credit, under the Staff's meta.odology, of approximately $4.50;

and an ian.cTease in the net capacity cost of the same amount (resuIting in a net capacity cost of

$I93.30), which is still a significalzt increase from the $188.88 £tgttre that is based ou clearly

erroneous assttrnption of 26.3:% shopping. Indeed, using, the data included in AEP Ohio witness
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Nelsor}.'s table on page 7 of AEP C)hicrEx.143; for every 1% increase in shopping, StaTs

erxer_U credit decreases by $1.I5/ivW-day {($671MV,-da;y - $ l S2/MW-dsy) /(1(tD°fo-26°fb}).

The impact of the level of shoppir;.g.an the ezaergy credit the Conunission has adopted in

its 3uty 2Opiniau and Order thirs is a significant variable that shotrld, at a n2 inimum, accouut for

actual shopping levels as of date of the Commission's decision. Moreover, the e,,ddence of

record and the C'om.mission's a-v" findings indicate that shopping levels will substantially

increase under the RPM pricing reginae. Tire Commission's energy credit, however, fails to

reflect these changes in s}rnppiuag. This faiitue ►znieasnnably decreases the an:iount of capacity

revenue that the Company wi.ll receive. On reb.earh►g, the erzefey credit based on EVA's

metb.odology shoxtld be decreased silbstantialiy in order to correctiy reflect realistic shopping

levels during the teYm of the ESP

B. There are a host of fuudamental errors in EVA's energy credit that the
Commission adopted In the July 2Opinifln and Urder, causing the a esnlta-ut
energy credit to be patently unreasonable and against the manifest weight of
the eiitdence.

In its Opiuion, and Ordec, the Commission dismisses AEP Ohio's legitimate objections to

the energy credit calculated by St.aff as irterely a disagreement over thvo couapetir3.g

methodologies or approaches, saying:

Upon review of all of the testim.ony, the Commission finds that it
is clearthat the ciispute.between AEP-Ohio and Staff cznroaznts to a

fuartlcrrdienttrl diff èrerzce in rrrethoclologv in everything fiem the
ealculstirin of gross energy margins to accou.nfing for operation of
the pool agreement. AEP-Obica claims that Staff's inputs to the
AUR.ORAxmp model restilt in an overstated energy credit, while
Staff argues that the Company's etae.rgy credit is far too low.
Essentially, AEP-Ohzo and Staff have sartrp^y offered hvo qarite

rent qpPrpaclres r'ra tlzeir afterrxtrt to forecast riartrket prices for
exter^t^. ;

July 2 Opinion and Order at 36 (etnpbasis added).
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If Staff's methodology for caloulating the en.ergycredit was, in fact, a t3efensible

approach using defeiisible inputs, which just happened to result in a different numerical outcome

than the Con3pany's equally defensible approach, then the Conuission cotild properly select

either approach to detetutine an appropriate energy credit, much like coiuts iazltst sometimes

choose between altetna#ive and eqtially legitimate formulas to calcxzlatuzg prevailing paifies'

dama.ges or attoineys' fees. Indeed, the Ohio Stipreme Court has previously deferred to the

Commissiora's selection of one among multiple de, feirsable methodologies or formulas. In Ohio

Edison Co. v. PztU. Lltit G`orunr.,1'73 Ohio St. 478;184 N.E.2t170 (1962), for example, at issiie

was the proper fonnula to use for the allocation of ptoperty and expcnses, and the Supreme

Court stated:

This rlctesticn as to the proper znetbod of allocation is a
couiroversia.l prOblem. *** No one fomaula is proM for all cases.

The stattites nowhere specify a formula for allocataon. Hence, as
lorag as the metlaod chosen by tlre commission is not trnrer.rsanable.,
this court slrould not dr'stitrb fit. Tizzrs, the questior: is not whether
tlre method proposed b}, C7lrr"o Edisorr is the best rnethod larPt
whether the iazetlaod of allocnt.ion i.tsed iti tliis case bv the
ComiPtt<SsYf3t2 is reasonable.

Id, at 483-84 (emphasis added).

There may in fact be tt3ore than one way to calculate an energy credit, if the Commission

insists on apptvzttg an +cnergy credit here to rechioe the Company's cost of ca.pacity 3 There may

e°ven be n»re than one reasonable approach to calculating an, energy credit: BZZt the problem

here is that the Commission did uot simply naake a permissible choice arnong reasonable

3.tllthough the Company did not aec.crmuienci, in the fust isasta10ce, that there be an euergy, credit offset to
the cost-based capat;ity priice, Ccsnipasay vviZn.ess Pearce made a recommendation for how stich an energy
credit could be devised, and the methodology for cal.ctYtating the energy credit engejiderecT perhaps the
most debate at the heariug. (AEP Ohio Ex. I02 at 13-20. ,yee generally T.T. Ii at 253-534 (Company
witness Fearce); Tr. IIK at 1813-2102. (Staff witnesses Hazter and Szni.th.); Tr. X at 2123-2252 (Staff
witness Medine)< Tr. M at 2329-253.9 (Company witness All.en); Tr. XIT at 2612-2278 (Company
witn:esses Nelson and MeeIan).)
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approaches, as it did in the C7hlo Ed'zsarr case qttofed above. Instead, it tztueasonably chose to

adopt Stars invalid approach, wh.icli reszilted in a grossly overstated energy credit (and, zu tt3ni,

a gaosslytmderstated eapaeity cost). As we all know froau very recent history, the Ohio Supreme

Cotn-t will not hesitate to reverse the Comnussion's orders in cir;ciuustances where the Court

doubts the reliability or reasorzablettess of a methodology or model that is applied to derive a

given restdt. See 1'it reApplicntion of C'©lum&us Southern Power Ca., 128 OWo St.3d 512, 2011-

Ub.iQ-1788, 947 N.E.2d 655, ; 25-226 (rejecting the Black-Scholes model as a foimida stapporting

AEP's POLR charge).

The Conunissiors should grant the Company's application for rehearing to addi-ess the

firndameiztal deficiencies in Staff s approach to deriving its energy credit in vrder to avoid facing

another reversal and re€naud, fram the Supreme Court, because these deficiencies are sbtaply too

pervasive and troubliu; for a reviewing court to ignore. See, e.g., 7'oltgreii v. Pub. Util. Cozmrr.,

85 Ohio St.3d 87, 89, I999-Qhio-206 C"The Gexiera.l Assenibly never intended this c4tut to

perform the same fimctions and duties as the Ftilalic Utilities Commission but it did intend that

this court shotiid deteamiiaie ivhefiher the:facts fguzid by the comniisszau IaNvfirlly and reasonably

jti,stified the cancltisions reached by the conxv.ssion a.ndwhether the evidence presented to

the camm.issian as found in the record supported the essential fuidings of fact so made by the

eomzn.issiom qtrattirrg Catiarrterciexd MatarFxeagirt, Inc, v. .Pub. Util.. Coiritsl., 156 Ohio St. 340,

363-64, IU2 r3.E.2d $42 (195I). For the reasons that foll®Nv, Staff s methodology for calcctlati.ng

its energy credit was fiua.datnezitally flawed in multiple respects beyond the inaccurate shopping

assitmpticin already described above. For the following additional reasons, in adopting Staff"s

flawed aFproacb, the Co;r.nmissiait abdicated its statutory dilty to make reasonable findings and

15

21



conclusions coaceinin.g the energy credit that are stipgorted by the -vveight of the evidence. RC.

49t13:09.

1. EVA's methodology does not withstand basic scrutiny and. Is largely a
"black box."

In its ]nttial post-hearing brief (at 43), AEP Ohio explained the straightforward template

for an energy credit that Dr. Pearce presented in ExlIxbits KD]?-1 through KDP-4 of hgs Direct

`Cestimony. (AEP t7liio Ex. 102.) Dr. Pearce's calculation of the energy credit relies tapon a fair

and reasonable prox-y for the energy reveniie that CSP and OPCo (and, thws, the merged entity)

could have obtained by selling equivaleiit generatioa into the market. (Id. at 15.) The cost basis

for the energy under Dr. Pearce's approach is computed tisut.g the same formula rates d:esczibed

for the capacity rate calculati.on that he spoitsored, providing for a consistent and straightfoxvard

scilution to deriving an energy credit. (M at 16.) As .A.EP Ohio explained in its initial post-

hes3.7ng brief-

thne of the principal benefits of the energy credit approach that Dr.
Pearce recommends, if one is to be used, is that it relies xoan tTte
sarne cost data that trnderlr'es tlze cqprxcio= cost rate. In addition,
becaLise it is updated anuualIy'to reflect the most current FERC
Form. I data, the co.st data will be very closely aligned with the
period during which the capacity rate and energy credit are applied
to establish the applicable price for capacity.

(AEP Ohio Initial Br. at 45 (emphasis added).) Given that the Commission expressly fotuad that

7Dr. Pearce's foimxala rate template is an "appropriate starting point for determiuation of its

capacity costs," July 2(3piniozz and Order at 33, the C4imn.ission°s decision to then part ways

froui T]r. Pearee's template-based approach to c^alcu.lating the eneigy credit becomes all the

more puzzling.

Relying on the testuzaoizy and exhibits presented at the hearilag, AEP Ohio weut on in its

post-hearing brief to contrast Dr. Pearce's st.raiglxtfoi-ward approach with the flawed approach
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utilized by Staff. First, as the Coiupany noted in its post-hearing brief (at 45), the cross-

examination of the StaPf/EVA witness (Harter) who sponsored Staff's energy credit revealed a

ncunher of ezxors in the impleuientation of, and the results produced by, Staff's energy credit

methodology. These rrck-naivledgecl errors required Staff to q;uckly request perra:tssion from the

Commission to present supplemental testimony from a brand-new StaffiEVA «itness (Medine)

to tay to correct those errors and bolster the methodology and energy credit that Nt. I-luter had

deveioped. Staff resorted to filing an expedited motion for additional time in the procedural

schedttle of the hearing to #iv to correct what Staff itself described as =significant, inczcXveriew

errors in estiraiatirxg the. energy credits piesented in Sla:ff's testimony sttbniitted by Ryan T.

Harter;" (Staff's May 1, 2012 Expedited Motion at 2) (emphasis added.) The schedtile that the

Commission entered in graating Staff's expedited request left the Company, just three btisiness

days between the supplemental "clean up" testimony of Staff witness Medine and the due date

for the Company's rebtittai testiinoxiy. (May 3, 2012 Entry at 3.) In the Compaizy's rebuttal

testimony, W. Allen described how the errois by Staff's energy credit miti3esses resulted ui

multiple proposed energy credit figures being proposed at vadous times over the caurse of these

proceedings:

During the course of the hearing Staff witnesses presented tlu-ee
different versions of their calculation of an energy ciedit to apply
in deteimining an apprvpi-iate capacity charge rate as well as <thxee
differeat sets of ivcarle papers. The initial ra1ecilatiozt was revised
twice to address egrors that were identified pzior to and tiazriug the
hearing.

(AEP flhio tx. 142 at 3-4.)

Notably, in its Jcity 2 f7piniozt and Order adopting Staff's energy credit, the Comnussion

fails to inention the trcrttbiizag procedural issues occasioned by the "significant, ina.dvetient.

errors" committed by the witness who originally sponsored Staffs energy credit. These ezTors
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and tlze rushed "crirrection" that follotved certainly ca1led into question the reliability of the

methodology that the Commission ultimately adopted. But even putting aside the procerhiral

irregularities associated with Staff s original and stipplementaf energy credit witnessesy .A.EP

Ohio demonstrated that Ms. Medine ouly tiartially, and superficially, corrected the cirors in the

calculations that 1v3r. Haiter initially sponsored:^

As a threshold matter, the Commission shotzld grant rehean'ng on the energy credit issue

becatise EVA's niodel%ng approach canszdt be meaningfidly evaluated or tested by others, due to

the "black box" nature of EVA's methodology. For exarnple, while both Staff witnesses te'stified

that modeling .is only as good as the uiputs; and that bad data inputted ilito the model resttlts in

inaccurate results conni:ug out of the model (Tr. IX at 1851; Tr. X at 2244),1VIr. Harter testified

that all of the data used in the model was either off-the-shelf h.-om the software developer's

default database or developed by others at EVA besides Mr. Harter, so that he cadd iiot answer

qttestians about it. (Tr, IX at 1865) He was therefore tmable to testify aboiit the vintage of the

data used in the model (id. at 1873-74); the caal forecast data (wbieh was handled by a diffet,ent

team at EVA) (idat 1844); or the reserve margin that was used in the zriodel. (Ii3 at 1872.)

Harter and Medine co-old not even agree on whether heat rate inputs were or were not custoniized

as part o£the Aurora modelin.g. (Tr. X at 2151, 2155-59.)

AEP Obio witness Ivleehaa7; a Sem'or "5J'ice 7President at NERA with mirrethan thirty years

of experience in the field, reviewed Harter and Medine's testimony and modeling restdts asid

concluded that "[fl1te approach used by EVA is iinpossible to verify as it is produced by a`black

box approach' that cannot be examined for errors °" (AEP Ohio F,x_ 144 at 6.) NIr. :Meehan

provided compelling testimony in suppoil of this crrnclusion, none ofwhieh is addressed by the

Commission in its July 2 Opinion and +Qrder. Specifically, .Mr. Meehan desc^.°ibed some of the
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niissing infom.€ati€►n that made it impossible to assess the critical znptats into the A.xuora model

€ztilized by Staff to calcuhte the energy credit,sayzn:g:

Firsi;, ato data has been provtded on the Arirorn nzorlel itrpzrts.:
►?Vha.t units are in and are out, what zones are they in, what is the
load by zone, what is the load shape by zone, what units are mtast
n€u, how is unit commiitmeot done in. each zon.e, what transmission
Ii€iks are modeled, what are the heat rates for all modeled uztits,
what are the fuel costs, what are the emission characteristics a.zxd
many more ttata: items are czitical tnpttts and ct€oices; Vrese are all
zx.ecessnt){ iizpzfts that EXt €voztld l:.ave had to reviewand decide on
and no itrf orrtzrrtion is pra-victed in the EVA €rotk papers regarding
1,hem. Second, the way in wbich Aurora takes mark-et price data
an.d AEP uuit data is neither desci-it':ed nor shown. Complete data
would be appropriate, biat not even an example far an ho€u or
month is provided. Th.ud, a l'uluted setof data is provicied for A^.P
01iio units. lBut°it is nxzssing impottaiit detail_ Monthly gross
revenucs aud cost arenot pro-vided and variable O&M ass€unution,s
ar enot providetl. 7lze wnr k papea: saz e eorripletelz ztnsgtatabd e to
assess the analysis eryid on1j, :zsPfiaX ixi tl7czteven tlris lsniited set
sdioavs ei-r-ors that denPons"te tlztat EVA has grosslv overstated
gross itrargii7s„forAEP Ulzia units.

(Id. at. 13-I4} (emphasis added.) Next,111r: Meehaa€ went on to testify why these missing pieces .

resulted in an €€uverifiahle "black box":

Q. CAN THE MODEL A,:.:^1D DATA USED B'i.' EVA. BE
REASONABLY VERBI.EI.)?

A. No} tlae rtlodel ritid data are es.serttically a black box
ap,proaclz. EVA lzas not supplied a ccritaplete set of zrrndel inptets or
a descrgption of its workings argd there is nvtestirttattz;v offered as to
the togical stmcture of the flroclel. 1vltadels :'tike Aurora are general
and provide the user with many modeling option.s> My experiencc
and expectation as a witness who on muzerbus occas€ores has
testified to proth€ctioit. cost model applications has been - taat I
lvozild describe and be available for cross examination on how the
model worked and what optiozxs Ihad selected, would provide a
complete data set and be available for cross examination on the
data, prczvide a: T.Tscr's ivlanoal, and describe and 1e available for
cross examinataon on caibratioii effolts. Wliile certziira
irifoniactlio» ntn:s reqztir°e a confide.zzt%ality ttgreettaetat, it'wotzldbe
rirczde available so that the ntod el ayrd data were not a bXack- ba.r.
EVA has only provided some of the data it has used for AEP Ohio
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units. It has described bcit not provided the data from the fmnys
FUELC.t1ST data set or any detail regarding the Atrora data
ctistomized by E'4TA. There is simplyno way to examine the
reason.ableuess of the analysis or asstimptions used to develop the
nwket prices other than tio condtict a parallel amlysis. :lliere muxys
-tvell be rrun2Qrozrs Pi-rors or iriap,prflprinte uses of the rfrodel, but
tl:at ctrtaizot -b.e seetr oi' tested with the iraforitiatiort provided.

(Id at 1 S-1 6) (emphasis added.)

Mr. Meehan also testified that. Staff witness Merline's supplemental "clarifications" to

Mr. Harter's earlier, achn.ittedly erf'oneous testimony provided precious little in the way of uelu

infotmatiQZt, wiuch did nothiug to open and i.uapack Sta.ff s rri.odet £zorn its iuscrutab3e blacl- box:

Ms. Medisie notes several tt?ings. First, she states that EVA has
been fme tunmg the model for 6 m:onths. Sectaty.d she states that
EVA has pcrpailated the model with evet-y U.S. electric poujer
generating miit. Third she states that EVA incorporated its view of
plant additions and retirements. Fourth she states that EVA
applied proper load characteristics for each energy market: Fifth
she states that EVA incoiporated its own deEvered fiael price
forecast by plant and its evvn emission allowance forecasts.
Yartual^i no detail fs supplied as to arty of tl:ese iter7t.s. *** No
data for anynen-.AEP Ohio ptaiit is provided, no description of
how the vmxous sources are combined is inalneied, and no
description of any quality control procedures is given. Despite this
riltetizpt to add claait7j, tno usefuX infvFiaiatiota to revietv ar,jurlge
svliat EVA's individual view of coal prIce foreeasts is available. it
is still a bl.crok box. She concludes that, "Nany of the individual
pieces of itt.fQrnnation are used for model inptxt validation and/or
aggregated to levels that sre congruent with the modeling
structure." Yet she provides not a single exaniple of -validating oize
piece of ftiel cost data for any non-AEP Ohio unit nor any
description of the "modeling stmcture." She then testifies.that.she
ti*ses "EVA's qnmtexly natural gas price forecast derived fiorn
analyzing;gas well production data for each U.S. nattual gas play
in combinatirrn with EVA's assessihent of fature riatui^a1' gas
demazid ": ;$tit rro data are pravided.All we have is a ssrTg,tQ
proprxetanr natural -gas forec-rtst that ccrra't be erditlined or tessed
1?espite 7zer alleged r.lari,^'r.cntrorrs the iiipats aeraurin a black b®x.

(Id. at 20-21 (emphasis added).)
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Gi-%Ten these strongly-worded critlqtles of Staff's "black box" approach, one would expect

that Staff wotild have cross-exaznined Mr. Meehan on these issues at the hearing, iu au attempt to

rehabilitate EVA's approach and demonstrate that its modeling of an energy credit was indeed

stipported by reliable and verifiable inputs. But when Staff cross-examined Ivft, Nleehan,it

1az:geIy 4vcided the topic. Staff asked about the circtuustances of Meehan's engagem.ent, and

about AEP's relatienship tvitli Meelian's ezzzpl9yer# NERA. (Tr. X'Ct at 2754-56.) Staff'aslted if

W. Meeh.au coiald explainth.e difference between farwaid price curves aud foreca.sts, and Nir.

Nfeehan reiterated #ha.t foiward-market prices are the best #'orecasts of fzatRZre market pttces

(another flaw in Staf#''s approach discussed separately, iafi-cz). (Id at 2756-58.) When asked by

Staff whether the pr©p.rieta3y nature of certain model inputs makes it "difficult to fiMy exaniine .

and validate that information," Mr. Meehan disagreec7, testifying that the pzaprietarynature of

certain model iuputs (which are provided in workpapers) sh.oLikd not restilt in a-a tknverifiabIe

process ).ike the one aanciertaken by EVA. (Id. at 2760.) Staff cross-examined Mr. Meehari aborYt

some other assijes, including emission allowaiices, h,eat rate curves, operating costs, and coal

prices, but Staff never clirectly challenged Mr. Meehan on the. fundanienta1 criticisms that h.e

lodged against Staff's tmverifiable, "black box" approach- (Id. at 2761-76.)

In its post heariug reply brief, Staff attempted to do so (at 17), assertin.g that "EVA's

methodology is not a black box model; 'but Staff jus#3fied this conclusory asser€ion with

irrelevant points that do not address 1W. Meeliau's ftmdamen.tal ciiticiszns: For example, in

support of its concltision that EVA's methodology was not a "black box," Staff asserted in its

reply brief (at I7) that "Mr. Haxter and Ms. Mediae worked together as a team in gathering the

input dai-a." - an assertion that does nothing to rebait. Mr. Meehan's critique that key inputs were

not shared with AEP Ohio or otherwise verifiable. In the same paragt°aph, Staff asseiled that Nls.
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Medine "is an expert fuel anaIyst" and that "EVA properly calibrated the motlel." Again,

however, these assertions do not address W. Meehan's point that ciitical izptrts were not shared

and remain uu.verffia#ale.

Tlle legitimate criticisms that AEP Ohio witness .Meehau lodged against Staff's "black

box" approach to calculating an energy credit were thus essentially umebutted by Staff at hearing

and on brief; nor were these cxzticisms addressed by the Cominission in its July 2Dpiniou and

Order. The Comnna.ssiou should gt:ant the Company's A.pplica.tion for Reb.eaiing to address the

fiindameutal conceius that Mr. Meehan raised in liis testimcny regarding Staff's "black box"

approach to calct-Aating a gr-ossly overstated energy credit, Because the Ca.uirnission agreed that

#he Company's fvrmula rate template was "an appropa-iate starting point for deteimiiuatiozx of its

capacity costs," July 2 Opinion and Order at 33, but, tlxeia applied Sfiaff's grdssi}= ovei-stated

energy credit ^'s^zstead of the energy credit as calculated by Dr. Pearce) to rezhtce the capacity

charge by such a significant amaaint, these fixudamen:tal criticisms t}fEVA's approach should not

have been swept under the mg, as they have been to date:, EVA.'s irnverifiable ^iodeli,ng

approach will not siuvive the sctutiny of a reviewing court, partj.cularly given the Ohio Supreme

Court's recent decfsion in Caltirrrbars Southern 1'oiver, where the Couct seilt a cl^air message that

models or formulas proposed by parties to +Ccimm3i.ssiozt proceedirzgs, if adopted by the

Commission, mtist acciirately and verii"ia.bly provide adeqtaate record support for the

Coznx,nissian's concliasions. 201i-Oiiicrl78g a.t T, 25-26:

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

Anatb:ez critical £ailing related to the Staff/EVA Aurora model used to suppoir the energy

credit relates to calibra.tiou. As 1VMr, Meehan explained in his testimony, calibration of any
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forecasting model is essential to ensiue accuracy - it is the "Most basic step" in any modeling

analysis, and one that Staff's tvttra.esses adsnittedly failed to pezfor.in here:

T12e riPost basic ste.p in any Icrrge scale prnductiorz cost xrtadel
anirlysis is to calibrate theresuits of the viodel that will be zi,sed to
a ktrawra onecrsezre. 1liat does rrot appear to lrave been done bj,
EVA. For example, one wQiild compare the forecast ofm:arket
prices that the model and data set are grodtacirag on and off peak to
a.vailable fanvard market data at tie .AEPlt7aytctza hub ***[] If
one could deteimine that the model and data were consistently
overstating prices by say 5%, the model results could be reduced
by that arxtotnt. *** Alteaxa.ativeiy, rnie could do a backc.sst with
the model and see how well the model reproduces pr°rees at the
AFT generation hub. This is called a benchmark and is extremely
time constm:iig. Mr. Hazter has not discussed these and to my
understau.ding has testified that he has only made two iuns of the
model for this case, which tends to c6f'irin that he did uotdevelop
a. oaliination or benchmar^. in the context of the analysis bein,
perforined in tWs case. hfs: Meda.ne also does uot mczztion the
results of any such effort i.n. her wri€teu testimony. *** withortt
calibrating the Y°esvlts and knowing whether they acctirate]y reflect
reality, it is inappropriate to use model results. Y'he ,^c̀^il7rre to
peaforitt and descrabe the s-e:szilts of atzy ttpe of calxbratiosr evercise
reiatforces tlie ainsaritability oftlie rtieflaadology used by EU

(AEP Ohio Ex.144 at 10-I1) (enrphasis added; inteinal citations to the record omitted.) As W

Meeb.an wait on to explain, this failure to undealake a meaningful calibration exercise was more

tb,an just a"process" rriistake. He testified that, ha.d an. appropriate calibratzon exercise been

performed; he is confident that it wotild have revealed sipificant i.mpacts on the gross margin

calculated in EVA's final run, to which Ms. Medine testified - im:pacts on the order of `VeU

over 20°<o." (AEP Ohin Ex. 144 at 12.)

This means that even if EVA were to have all AEP Ohio unit
operatiug costs correct, it would be oveastating xuau;gins by at least
20%. As I will discuss below EVA does not bave all sticb cilsts
correct, wh.ich leads to:an even greater oveistaterrient of energy
margins. Zlre avet rrrdittg poitrt gvit.lP raspect to methodology is .tltat
a crrlib}rttion effort, if properlv done ct,tld extended to crsnsider
zonal and trodal pt'ece cl%^`f'ererrce,sr, could have possibly substitzited
in ptart far the r'rlctbilitv to validate all input assurttpizons.
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Hoivever, no such eviderree of any such effort lrcrs heeli pr•ovidecl
atrd no calibrcrtion factor lans been xtsesl.

(Id. af:12-I.3) (erxaplxasxs added.)

W. Meehan conffimcd n.tuttiple times during cross-examination that the failure to

calit}z-ate the model outputs against actual market results was one of his most significant

ciiticisms of the Staft^lEVA, approach to calculate an energy credit. (Tr. XII at 27€36, 271G.) He

also confmxted on re-direct that if the aduiinistratively determined energy credit was based oal a

forinuia approach such as the one Dr. Pearce conducted on behalf of the company, based on

actual embedded costs, the results "should alieady be calfbgiteti." (Id. at 2777-78,) In other

words, as he testified, calabratiozz is "anherenf' in the use of either forward priccs or actEial,

embedded costs. (Id. at 2718.) Yet again, Staff avoided the topic ofcalibratiozi in its cross-

examination of Mr. Meehaxi, did not reduect Ms. Medine on the top%c; an.d the Commission

likewise avoided the topic in its July 2 Upznion`a,nd Order.

In its post-lxearing reply brief, Staff asserted that `°B'V.A. properly calibrated the model

through nmuing the model `hot' using updated forecasts and pricing information, and a

sensitivity test." (Staff Br. at 17, citing Tr. X at 2209-221]..) Bttt this cita.tioiz by Staff was

misleading, because in the veiy same pages of the transciipt cited by Staff in its post-hearing

reply briet Ms. Meeiine cQnfmed that the model "was,zat recalibrated." (T.r. X at 22I0-2211

(emphasis added).) Moreover, in the same section of the transcript cited by Staff^ Ms. Mediac

tried to rely ozi another engagement for the govem.ment {Which she testified she was "not

allowed" to discuss) as the source of other model runs that were tised to "ma;.e soine ckanges."

(Id. at 2209-2210.) When asked Iater if "tltere were any resczlt.s of the first tcm model that was

presented to the Cozrrmission that mised you to want to go back and calibrate or tweak any

of the data or ntn it agaijV" Ms. Medine answered sirnply "tio:'y (Id. at 2363.) She deferred to
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IvIr. Harter as the "best person to ask about fhat." (Y at 2I64) The claim that EVA properly

calibrated the model is simply not credible and distorts the record established in this praceedisng.

EVA did not present a single shred, of evidenee to show that the model had bees3 calibrated at all

for the projection of LMPs in this case, let aloIIe that the calibration -vvas proper or sufficient.

The reality is that EVA's one full-time modeler (It&o Harter) simply did not have the tizn.e. to

properly calibrate the model (dite to EVA's late engagement by Staff for this case) a.nd thiis took

unacceptable shori=outs. In swn^ as the Company set forth in its post-hearing reply brief, the

claim that EVA sufficiently caiibrated the model that was used to calcidate Staff's energy credit

must be rejected for the foilowing reasons:

$"haff did not present any quantitative evidence compariug EVA's model zesWts to
either h.istori.cal. LMPs or forward prices.

• In atteznpt.izzg to present EVA's calibration efforts in the best possible light, Staff, as
described above, resorted to mischaracteiizing Ms. NIedirze's testimoziy regarding
whether (or not) any true cailib.tativn took place.

• The LNfP's produced by EVA's AUR.ORAxmp model are 8% above current forward
prices at the AEP Daytou ht&;

• An 8% overstatement in market prices will oveivate gross margins by weU over 20%,
all else equai, thus re#Iccti.ng au inadequate calibration.

• Adequate calibration is impossible, as EVA only produced zonal prices. Ms. Medine
testified that this was fine as there was no inira zonal congestian, but Mr.lvleeb.aizz
provided data showuig that, in fact; there was sig.aifica,nt inira zonal congestion and
that the itse of zonal przces is evidence of imdequate calibratian.

(AEP Ohio Ex. 144 at 24-26.)

Courts have Ici.ng recogmized the critical necessity ofproperly cahbraisng any model that

is used to support an adjudicatzve detern3iunation_ Only last year, for example, the United States

Disbrict Court for the Eastena Dis#iict of^.'`alifoznia, in a case regarding alleged exposuz`e to

canta.niinants migrating from a manufachuing site, noted that "it is undisputable that calibration
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is a`ctifiical' and 'valuable' stepthat ensures that model sitmiIatioxt matches the field obsetvatiou

to a reasonable degree." Abarca vFranklin Crzrnly WaterDist., 761 RSupp.2d 11107, 1060

(FR Cal, 201I), The Afiar•ca couz°t fitz-ther noted tliat the izripoilance of caIibrating model

resWts to actual data "is not limited to the field of groundwater modeling" and thatap,pellate

emtnis "throiiglioiit the United States have empliasr-ecl c:aPkhratinglhartrronit-rrtg rrzad'el

predirtions ivith trctttal data to ensr.srQ relirzbilrl):" Id, at iL 55 (emphasis added), crtirrg Eleverl

gitic, Inc. v, A'ortlr. Te:evs State Sacee.rAsssa., Inc., 213 F.3d 1 98, 206-8 (Sti.t Cir. 2000) (antitrtt5t

eontext), Inlcrrtd Errrpire Ptrlilr'c Larrds C'ot.fncil v. SchuXtr, 992 F.2tt 977, 9$2 (9th Cir. 1993)

(noting that agency conducted "extensive field iilve.stigations to calibr-ate and verify its

models."); Sterlitrg v. Velsieoi G71etii. G`ntp., 855 F.2d 1188, 1199 (6th Cir. 1988) ("The plaz^ti.ffs

carefixliy devised, eal.ibrated, and tested their model, based uFozz physical data geuera.terl by

Velsicol's owr► +constil!tuits, to determine the physical and cheInzcai cbaracteaistics beneath the

landfill."); C)lzio v. ZI'tzitea' States Etrvir onntPntn1 P>•otection Ageng?, 784 F.2d 224, 226 (^tb. Cir.

1986), reaffd, 798 F.2d 880, 881(5tlz Cir. 1986) (holding that the EPA acted arbitrarily in using

a model to set einisszon lun.its `widiotit adequately validating, monitoring, or testing its reliability

or its trustwoith.iness in forecasting pollution Prrricher v. U.S. :Sii.>uki Motor Corp., 73

F.3d 18 (2nd Cu. 1996) (excluding expert testi.znQizy under Rule 702). As theAbar°ecreotu-t

explai.^ed, "jiju each of these cases, the Court has recognized the im.pact,af calibratioii on the

model integrity." .4bcrrccr, 761 F.Suppe2d at 1060, u, 55.

For these reasons and those already presertted to the Commission in the Coxnpauy's post-

heari=_ b3ief.^a (left imaddressed in the Jti1y 2 C3pin ion and Order), it is evident that EVA failed

to properly calibrate tb,e mc>del that it used to calctdate Sta#f's proffered energy credit. The

Conmizssion's approval of azt energy credit that resulted froan. th.is umcai.ibrated model was
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unreasonabIe. Such an approach is tinlikely to stu-vive scniti,ny from a reviewing court,

especially because the disptited energy credit dvarFs tb.e actual historical revenue data presented

in the record. Rehearing, therefore, should be granted,; and the Staffs erroneously calibrated

model should be disregarded.

3. EVA ezred in forecasting L.^I7P prices instead of using available
fvrward e•nergy prices, especlally given Staff's position in the
lVIodifieti ESP proceeding that lower forward energy prices should be
used for the MRO test.

The use of ovenoted market prices in the Stag`EVA approaeh to caletiIati.ug an errez gy

credit is yet another fimdamen.tat flaw that Mr. hieelan and Mr. A;lleu addressed in their

testixncny_ This flaw is yet anotIier topic that the C:vmmission fAed to address in its (3pinicii

and Order (other than briefly reciting the Campany's position on the matter, at p. 28), and it had

a significant and material effect on the energy credit proffered by Staff and adopted by the

Commission.

As Mr. Ivleelan tesfified, forward energy prices are the axaarket's collective vietv of the

most likely price atrtcome---they represent real money committed to actrfal market traasa.ctions

by actual buyers and sellers. (AEP Obio Ex: 144 at 14.) The forwaud energy pzice "refiects the

consensus that the market has reached." (Id) "The only view that aep3resents a pzice that is

cutTent and can be tramacted is at the market vieuf or farcvard pdce." (Id.) Another key

advantage of tising forward prices is that they are "uat sttbject to the whim ofpvtential eriars or

inconsistencies in thoiisands of inptit data items or liniitatiom in model capabiiities<" (Id.)

The forward piice can be observed and represents ttae consensus
view of many market partiezpants. Using a forvaard price
eliniinafies the need to constzlict aforecast fcora thbusands of
tmvexifiabIe iupiiis and to calibrate fdr things w.tiieh a *oclel
cait.uet measure. These items are all embedded in the fa€ward
market price.
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(M at 14-15.) Despite these inherent advantages embodied in forward pxices, StaffJE'VA

declined to use them to calculate the energy credit. Instead, Staff1EVA applied overstated

forecasted market pices. ^vfr. Allen explained the staggering consequences of ixstng overst.ated

forecasted market pzices instead of forward market prices:

A comparison of the market p^.^zces used in Staff .vitnesses Harter
and Mecfine's a.ualysis to Tublically available forward ptices for
the. AEP Zone shows that their nrarket prices are riversfi?red by
over $4IA113^'?z crver the three-year forecast period: Overstated
market prices will have the impact of overstating the margins
produced by the generating resburcesnf AF-P Ohio and, as a result,
*,ri3l ovezstate the energy credit calculated by Staff:

I l1aue estznrnterl that the ztse of f cYtirerzt forsvar'cl market prEces, for
the AEF : tsne would lrcrve reduced Staff witraess Harter•Ts ettergv
credit b,}- $3(].42/AfiW-Jrry.

(AEP Ohio Ex: 142 at 8-9 (emphasis added).) .Mr. AlIen included this analysis iu Exhibit iVArl-

R4. (ld.)

As the Company explained in post-hearing briefmg, there are glaring inconsistencies

between the method used by Staff Ritztess Smifh i-a developing the demand charge, versus the

work done by witnesses Medine anct i-laitez' in developing the energy cie.dit. (AEP Ohio Initial

Br. at 5457;AEP Ohio Reply Br. at 19-20.) Whereas Staff's demmd cl}arge ivas developed

tising 20I0 trcwrrl cost data, Staff's energy creditvvas based onpro,jected energy margins

calculated with overstated inarket price forecasts. (AEP Ohio E-d#ial Br. at 54-55,) Ms. Medine

readily conceded this difference in the follawing excbange:

Q hir. Smith used actual data when he developed the demand
charge, did lte<uot?

A. 1tzght, and we were doii^.g - he is doing ^;rs cost t}ased, and
ure are tzytQ come up witb an energy credxt so they are, different
analyses.

t^. They don't use t3re same method even thotggb you are
netting them against each other, correct?
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A. Correct:

('I'r. X at. 2171.)

There are also gIarirrg zrzconsistencies between the approach of Staff here in the capacity

case, versusits insistence on tising forward maiket prices in the Modified ESP t;ase for the MRO

test, In tb.e Mtidified ESP case involving the same 2£3I2 -20l Stime Petiod that Sta.ffused to

project an energy credit, staffwihiess Johnsou's testimouy uses the PJM fox-ward market to

establish a lower erl.eggy price and a more restictive MRO test. See Case Na. I I-345-EL-SSU,

et al., Prefiled 1`estirnouy of Daniel R. Johnson (filed May 9, 2012.) Put another ivay, in early

May of this year, Staff gladly used forward market prices to rnake it more difficxxlt for the•

Com.pany to pass the ESPJMRO test. Only days before, in contrast, Staff s witness Medine

sxibuitted her testimony in this case, decliuiing to use forward market prices in the energy credit

caiculatioji that she and witness Harter sponsored for Staff. Staff sfiuply cannot have it both

ways, and its rejection of forward market prices here can only be seen as a resultmorzerated

selection of-whatever riiethodoIogy wotrld reduce the capacity charge by the greatest possible

extent. Accord, State v. Pzib. Uii1 Corrinr., 344 S_W.3d. 349; 361(Tex.20I i) (Sttprenie Court of

Texas orderuxg Fx.tblic Utility Corrmissionon regitand in ttue-ttp proceedings to apply "actlial

sale" inethod to detezmine tnarket value, r.attzer thm other rnethods that could be used to

detmm3ine niazke# value "indirectly; ' noting that actiW sale irt a"bona fide third-party

transaction on the opeu snark:et" provx:des the "best m:eastire" of market value.)

AEP Ohio witness Meehan provided the followig apt summary of why his mark:et-data

based approach is superior to the approa;ch that EV.A. utilized here -vvith itsoverstated ruarket

pa7ce forecasts:

To claim otherwise is the height of azrei;gance. If EVA had
forecasting skills that were reliably superior to the market, it would
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be irratioual for the firm to provide cliesit services as they do. The
rational tbin.g to do wotad be to tak.e proprietary market positions
and trade using their superior insight.

(AEP Ohio Ex. 144 at 26-27)

When eotmsel for Staff attenipted to cross-examine Mr. Meehan on his, understandable

preference for the use of forward prices, Mr. Meehan confirmed the obuious siipe3iarity in his

approach, as retlected iu the following exchange at hearing:

Q. Okay. W. Meeban, can you explain the difference
between a foi-ward-^.^rice euzve and a fcrrecasV

A. Yes.

Q. What is the difference?

A. .A, fc+rwerrr^price is sarrtstlting lhtrt's observed iri tlte rtiarket,
ft's a baryer and a seXler. It's qzioted. It's trarled, busfrress
transacts at tt. A forecast is sort of a persotz'a viecv of what the --
of iuhat lnarket will be in the future. T7suafly based on some type
of modeling exercise.

Q. So yaU would agree theii tb.at aforward,grico c2rzve roflects
on what pag ties may be willing to trausact today for a date and a
tune in the futtzre b-ut may not necessarily reflect that -- that iriarIs.et
pzice in the fiature?

A, I think both - I mean, neither a foiward price nor a forecast
is going to refleet the pr.ice in the fnttue. The price in the fatue is
goizYg to cikw.ge froin ivb:at yota wcsuld forecast or project with a

forw:ard-market price at this tume. I think a fartivaACl-rnarket
price is the best, foYec.ast of the ittcn-ketpr•ice in the f r.ttn•e.

Q. So zs it yvitr tesirrrzrsir) that tite on11, relirthle rawnher t6 iise
in tlte rrnalysis of the energy credit ira this case is t1aefor ►varcl -prr.ce
eurvepowei-?

A. lllore or less, yes. I ttteayt I thitrk if n, f`oa°x^{aa*d paice ecists
for a pr•odtrct or commo&ty, as I say in nry tesRaniorry, I tliink f,t's
sart of ar-rogarrt to say yvti. lrave a forecast thcxt's betier than tlactt.
If 7:=ozt do, you proltcrRy sliortid be out tradisag, not - not tesiifying.

Now there i.s a lot of reasons for a mfldel - m.odel provides
more anfoinuation if yoar're looking at fuel consuw.gta©ia, Aiel
usage, or comparing altern:atives. Btit when a forward price is
available, I thi.ukk it is generalLy superior to a view of the nia.tkek
developed frozn a forecast.
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(Tr. XII at 2755-57 (emphasis added).) In spite of the clear advantages to utilizihg forcvard

prices, Staff witness Medine steadfastly znaintained her view that it is bet"ter in this case to rely

on lier stibjec#ive judgm€ent than to rely on actual forward contract data reflecting negotiated

market prices. (Tr. X at 216$.) Tfae Camrnission shoirld examine this portion of Ivls_ Medine's

cross-examination closely. Her responses to ttttestions about why forward pi°ices were not

applied, are hardly c+anvincing. They betray an inexphcable pxefe.rence forforeccrsting a key

component of &e energy credit calculation that would be more accurately reflected by actual

,fv,r-wrird prioes:

Q. Nw*'hy not use actiml forward prices that are out t^.iere for this
kind of a short term?
A. .,8ecciaise forrvard priee,s, voza kairnv, are , forward prices.
Zlie,y'r-e not , j'e^wcasts and so there is a relation.shi.p between a
forecast and a fonv7rd price but a fol-vvard price is simply what ytan:
or I would agree to do today to buy power or coal or whatever two
years fi•oan now.

flticf sve believe st's riaoi-e accurate to use a fiindametifcxf
forecast i-crtlier thrzii a foriprcrd pi'r'ce cier-ve of rxrt}7 ktiad - anything
but sort of the prompt pex°iod . and if you do the analysis of the
foiva.rd price curves, you know that forward price curves *'^#
move on a dime. If the forward piice today is $50; you know,
prompt yeu plus one will be 52, 54, and a month from now it wilt
go to 60, 62, 64. Iley go up and down with the wind, with the
weather, with evezydimg. So we , ji;st don't believe that the
forward prfce cw-ve is the wrry ro go.

(Id. at 2166 (empb.asis added).) If the Commission btzys into this kind of uncoavinting (at tin.es,

bordering on nonsensical) justification for relying o-a a price foreccrst instead of lmow•n forward

prices, then it is abdicating its duty to ensure that Staff's proffered energy credit - which the

Cor,n.rai.ssion adopted in its Opinion and Order - is reasonably supported by zeliable evidence in

the record. F-tu-ther, if the Commission apphed fikie same logic in administering the MRO test

imder R.C. 4928, g 43(C), it would use higher prices based on such projecetions - whach it has not

done. In suna, taecaitse there is ua apparent, reasonable explanation for maintaining the absurd
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position that predicted (and overstated) nzarket prices are superior than actual f'orivrrrdpr7ces

when it comes to calculating the energy credit (other than to support overstated energy margins

that would, in turn, result in lowering the capacity charge), the Comrrission st3.otdd grant

rehearing aitd adjust Staf`f's energy credit accordingly, based on the application ofreliable

forward prices.

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

As the Camlrissiou noted in its 72dy 2 Opi.uoaz and Order (at 28), the Company also

objected to Sta.ff's energy-creciit calculation on the basis that it understates fuel costs for coal

units. T1re CoMpany detailed this objection at pages 57-60 of its initial post-hea3ing bnef,

replete -with citations to the record, and again in its reply biieF (at pages 29-30) The

Commission, however, failed to specifically address this objection before concluding (at 34) that

Staff's reCoinn.xeuded energy credit is "reasonabie °' For the reasons that follow, the Comrni-ssion

shotild grant rehearing to address the understated fuel costs (costs that Staff wa:iuess Medine

herself conceded on cross-examination were "certainly aggressive" (Tr. X at 2288-89)) that

Staff/EVA incorporated into the energy credit calculataoa).

AEP Ohio witness Allen noted several trotiblizig understatements of fiiet costs duritig his

review of Harter and Medine's.energy-credit calculations. For example, ;N1r.. Allen reviewed

EVA's fuel cost data for Ga.-viii Units 1& 2(AEI' Ohio's largest generation resciurces) aiad noted

that the fuel cost data for these units understated actual 2011 fuel costs by over $5IMIA7h ($390

znillion, based upon the Staf#'uritiiesses' projected generation for these units). (AEP Ohio Ex

1422 at 5) Althougli Ms; Medine tesfified on eross-ex:amination: tbat"anomaious events" at the

Gavin plant contributed to this discrepancy, Mr. Allen disagreed, noting that the one-t.inze

payment IMs. IVledine refe,rred to was booked to fuel expense in 2008 and had iio beating ou the
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2011 actual fuel costs tizaf be reviewed for compmisozx puiposes. (Id.) T4xr. ABerr

conservativeW esdamated that the use of more reasonabte fu.e-t costs wouId have

si.guiricantiy reduced Staff's energy credit by $701M'4d4'-day. (Id. at WAA R1..) Mr. Meeha•ii

discovered the saine fimctazneutal fuel cost error iu his review of EVA's analysis,; saying:

EVA has understated operating . costs for many AEP Ohio
generating tuii.ts. One obvious example if the Gavin plant ivliere
EVA uses approx'urzately $14/MVVH for fuel costs iv1tile the actual
fuel cost calculated by data supplied by AEP for t};re3une 2012 to
May 2015 petYod is expected to be approxim.ately $24It+4WH. As
EVA projects Gavirz to generate over 60 TWH (tetaNvatt-houxs)Y
the impact on margin of this single fuel costs error, aII else equal,
is an averstatemeztt of niargins by at least $600 rniIlinn. This is
just from the fiiel costerror for one plant.

(AEP Ohio Ex. 144 at 16,) Iviz. hheehan also took- isstre with Staff<tEVA's atteiupts to defend,

instead of correct, this very substaiiti.al fiiel cost error. He explained:

There may well be many other errors tu the EN'A Aurora database
- bitt there is uo reason to believe that these other errors offset the
impact of the error in Gavin fiiel cost:. ENxA, by rlefenctingand not
correcting the very substantial Gaviii fue3 cost ezror; is asking us to
heIieve that its gross margins aae cozrecx because if itcorrected all
errors in the model, the market price woidd change by the exact
sarrae amount that it has understated Gavin ; fiiel co.sts. This is
preposte:ous. *** Hence, it is implagisible, iltogicel: and
iuireascrnable to believe that energy mar•gxn xestiits are made more
accuz-ate by igucrsiiug the en-or in the assumptions regar•ding the cost
of AEP Ohio units, in paiticular Gavin's firel costs, than bv fixing
it_ The correctthing to do is to fix-kaown ertors not iguoTe the.m..
*** Al.sc note that the Gavirt error is not the only fixei costs ei-rar.
It is just the fttel cost error with the r.nost impact.

(Id, at 19-20.)

g Mx. ATleif s apprciacb., itsing 2011 actlial fuel costs as the point of reference for ewalnatskp- the amotnyt by
which EVA's firel cost assiunptions are trnderstated for the ESP period, is very conservative because, in
fact, the firel costs for coal irnit s is escalating diig-ing the time period hi accordance with the tems of ihe
coal contracts that will. provide most of the fuel for the plants. (Tr. XI at 2450-2461:.)
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Agam, in s1)ite of these strong criticisms regarding the very signi#icaut fiael cost errors

underlying its energy credit calculation, Staff devoted precious little briefiug and argument to the

issue in its post-hearing briefs: In its iuitial brief, for example, on the subject of fuel cost inputs

to the model, Staff asserted only that:

W. Allen also ac.kaovvledgetl fiom: StaffExbibit 108 (EIA Short-
Tezxn Energy°.Qutlook R.eleased May 8, 2012) that EIA forecasts
the average delivered coal price in 2012 will be 2.8°l0 lower tlm
the 2011 average price and the average delivered coal priee i.zi
2013 will be 18°u lower than 2012. This outlook supports Staff
witness Medine's modeled fot•ecast and awlysis with respect to
coal prices.

(Staff Initial Br. at 63.) But this assertion by Staff, an.tl its reliance on StaffE;alaibit 108, is

simply wrong. As AEP Ohio explained succinctly in its post-hearing reply brzef

Staff also argues (at 63) that Mr. Allen acknowledged froau Staff
Exhibit 108 *i* that EIA forecasts the average delivered coal price
in 2012. will be 2;8% lower than the 2011 average priee, and the
average delivered coal pziee in 201'y Yvill be 3:8% lower than 2012.
Staff suggests that this outlook supports IvSs. Medine's inodeled
forecast and: analysis with respect to ooal prices- 011 the contrary,
the forecasted ch-op in coal pr7ces are for spot pwchases, and A3EP
already has contraets in place for most of its coal zteeds. (Tr. XI at
2430-2431.) Staff Exhibit 108 does not in any way lend credibility
to EVA's grossly uuciei-statert fuel costs.

(AEP flhia Reply Br. at 29.(emphasas in oziginal))

Telli.rigly, Staff did not rely on, its ExIu:bit 108 again in its reply brief 3[nstead, Staff

defended the uzcleLstated fitel c-os#, inputs by asserting that:

EVA did not r.liange or manipulate any fuel cost data, xuhich was
customized artd reflected EVA's latest input assiunptions, when
operating and ztzuziing its Aurora model for tltis engagement and
analysis. Therefore, EVA committed no bias with its model
results. *** ?vlr. MeelZasa fiu-tlxer testified that lie did not review
any coal contracts for Gavin because he relied on AEP Ohio for
costdata. AE^.0bio witness.Allen ackurrwledged that the short
tenn energy outloak published recerttly by the U.S. Departmeut of
Energy states that the average delivered coal price is declaning
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from 2011 to 2012, arxl again in 2013; Nir. Meehan agceed tmder
cross exa.mination that fuel costs are vezy important to the analysis
of gross margins. He also agreed that if AEP Ohio is overstating
fuel costs then his or AEP Ohio's gross inargi.ns would be
understated.

(Staff Reply Br, at 28-19) Btit these assertions by Staff in reply do not solve the si,gnfflcnt

problexus that AEP Ohio identified ivith z-espect to the fciel cost inpiits to the StafflEVA mt3del.

The fact that EVA did not "znanipuIate" fuel cost data does not solve EVA's failure to use the

correct data inputs in the first place, such as the ccrrect inputs for the Gavin platf.t. The factfhat

Mr. Meeban did not review any coal contracts for Gavin is also immaterrial- tlie Commission

may review them itself on rehearing if it has azxy reason to doubt what those contracts say. And

flie fact that DOE's otttlo<sk for average coal piice is declznirsg is immaterw when it is

tuacontroverted that AEP t?bio already has coal contracts in place for most of its coal needs. (Tr.

Xlat 243a-31.) EVA's cost assinra.ptions bea:r n:o rational relationship to actual historicalcosts

and the Commission failecl to meauizigt`uliy address these flaws in its July 2Opznuon. and Chder.

For all of #he foregoing reasons, and for the reasons previously set forth in AEP Clhro's post-

hearing briefs, the Commission should grant rehearing to adjust Staff'.s energy rredit based on

EVA's inaccunte and tunderstated fuel costs.

S. EVA fatiedl-to use, correct heat rates to capture imhianum and start
time operating constraints and associated cost impacts.

S..ta.It another significant flaw in Staff's energy credit that merits rehearing relates to

EVA's failure to apply correct heat z-ate data. AEP Ohio discussed tiis flaw in detail at pages

60-64 of its initial post-hearing brief, including multiple cztations to the record. Again, while

ackmowledging this ob}ection by the Company (at page 28 of its July 2 Opinion and Order), the

Con^mission made no specific #iudiugs or conctusions related to it: The Commission a.ppareiitly
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rIisanissed this ceneern as paz-t and parcel of its unsuppc^ited detera-iiaa.tiou that Staff's

reeanmended energy cred.it is "rreasanabte." July 2 Opinion and Order at 34, 36.

The erux oi't3te heat-xate problem meriting rehearing is that EVA assumed that each of

the Company's generating units either operates at its full-laad heat rate or is offline. (Staff Ex.

105 at.10- 11.) Staff itself confu.-rneti this fact in its initial post Iieazzng brief, sa^Zg "EV.A. chose

to use: the EPIS default heat rate at which each generation imit could operate (also known as fWI

output heat rate)." (Staff Initial Br. at 50.) 77azrs, there is raa dispute in the recordcrborri` the heat

rate data tltat aStaff',s corzsultants sriili :ed in ttieir energ credit itaodeL

EVA chose this expedient route after an iutezmal debate about vrliether to eaistomuze heat

rate data, (Z'r. X at 215 I .) As Company witness Allen expla'med, even thatigh actual heat rate

data for A.EP's izu.its is "publicly and xeadity available" on pages 402 aud 403 of the Company's

FERC Fortn is, EV^k chose the wrong approach after this interual debate and "significantly

understated the heat rates of the pIautslunits:" (AEP Ohio Ex. 142 at 7.) As he testified:

I have estimated that the use of coireet ac#ita1 heat rates for the gas
fsred generation resources would have redttced Staffs energy
credit by $1.871Iv1W-day. This analysis is iiic3uded in Exhiliit
WAA-R,.^. The impact of these heat rate effors on the coal units is
included in the fuel cost analysis I previogisly discussed so I have
not separately calculated the impact here. The tulderstated heat
rates that Staff witiiesses Harter and Med'me used for the gas fued
generation resow`ces of.AEP Ohio results in overstated mmgi.us.

(AEP Ohio Ex. 142 at $.) Conapany witness Meehan agreed wath W Alleu that E'VA. zii^deled

the energy credit using flawed heat rates, explaining:

The point is that the model deveTc►per's eltaiitr ttiat it is approizi-iate
to use full load treat rates and have xrnits be niftal1 capacity ol, off
is wrong and has been affererl tWtlz'Qut any context stappcirting tlie
specific appticatintr of the tiradel. Large steam iutits simply camot
itn that way: Many of AEP's large steam units are supercritiea4
units **11' that have minimiun up and down times of 72 b.ours, If
the unit is economic over this cycle it wiU ntn and it will be
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profitable during the day, biat to acWeve these profits it wifl have to
run at minimum load over the night peiiod and sustaixa losses ftt
tvilloffset its daytitta.e .profits. 77ze fazltere to rrzoclel with c.orfvet
dni3?iP3lutlt up astd down tirrres, to inadel a laerrt rate at mini»nant
lond, and to only rej7ect the fiild load heat taxe and tarrnA.EP's coal
units an ayact off ryi'tla no regard,f'or rnfnirraxiirr up and dmvrr Hrires, is
:afatnl flaav in rlaodclitfg tirtit prafits.

(AE-P Ohio Ex,144 at 22-23 (emphasis added).) Iuir. MeeIran '%rent on to expiai.u that Nvhile it

may have been "sinipler" for EVA to model this way, it is "inadequate" and uiarealistic for EVA

to asstuue that "the units can be tkuned off and on at the flip of a switch." (Id. at 23.) W

Meehau estimated that EVA's failure to properly model operational constraints for the coal-fired

generating units restilted in an overstatement ofgross margins by $256 million, allelse equal.

(ld, at 30.)

Staff witness Medine ultimately ackno-vvledged that using optimal heat rates does not

ca.pftire the minim3um rm operation or statl times, and she also adznitted that. EVA had not done

the anode.iiug for AEP Ohio using anyttaing approaching an average beat rate. (Tr. X at 2246.)

She further ack-nowledged that tlae table on page 12 oi'ber testitu,ouy shows that even the lazgest

plaut, Gavin station, does not n:m 20% of the time and, therefore, it cannot experrience the

optirnal heat rate. Similarly, the Cardinal plant does not nm about 20°.°o of the tiriie and the heat

rate she used for Cardinal was S° o less than the average beat rate recently experiencett at the

plant. (Id. at 2243-2246, 2250.) Lzltisnately, she agreed that in ENTA's analysis, die costs are

understated and the projected roar•guis are overstated tbZ-otagh the tise of optimal heat rates,

because stait costs and riiniz^itm run costs are not ^.^eflected. (Id. at 2255-2256.)

Given these nudisptited facts in the iteord relatmg to EVA's use of flawed heat rate data

in the Aiirora model, it is not surpnszug that Staff, in its post-hearing reply brief, glosses over the

issue, tvithout any citations to the rec-rrd wh.a.tsoever, saying, "EVA's efl"icieBt heat rate
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application was correctly used and applied for this analysis. Simply beeause. AEP Ohio fri.ds the

results disadvantageous does not malse EVA's metiaod, asgalysis, and rest:tlts wrong." (Staff

Reply Br. at 19-20.) Respectfitliy, if the Comruission is going to choose Sts.ff's energy credit

methodology irzstead of the Company's, then it must demand from Staff a far more nteattingfai

and robust response than this one to legitimate ciitic.iszns that the Company has developed on the

record throtigh the st{pp3ementat testixn.ouy of m.ttZtilSle witnesses.5 EVA's `^method, analysis,

and resutts" are rndeec1 -vvrcrrtg for their failure to correctly model kta.mvti and xmdisputed

operational constraints, which resulted iti an overstatement of gross margins by $256 rriillion, all

else eqtia1. (AEP Ohio Ex. 144 at 30.)

6. li;-VA"s etgerp.r credit wrongly incorporates traditional OSS margins
and othea-w'isa faals to properly reflect the impact of the Pool.

As descrt.'bed above, the Commission's July 2 Opinion and Order, at 1-9, cltaracterizes

Staff s/EVA's energy credit's incorporation of OSS margins not associated with shopping,

imptrta.#ion: of a nnarb:et-based margin for taoir-shoppiz3g custoniers, and failure to properly reflect

tb.e operation of the I'F-RC-approved Pool of which AEP Ohio is a member, as well as AEP

Oiiio's reasoned refutation of those funda.m.entai ezrors dining cF•oss-cxaniination, in rebuttal

testina.ony, ancl:ir3. post-hearing btiefs, as "differences in rnethodoiogy.:" Like the other eirors

cliscussed above, however, EVA's errors with respect to t)SS margins atid the Foo1 in calct.alatin.g

the energy credit, and the Commission's utrreastrnable adoption of EVA's flawed methodology

-vvith regard to those issties, do not amount to "differences in methodology." They represent clear

errmrs in tlae Staff's naethodology and they warfan,t cor.rection on T-eheaiing.

Cositpnre,ZTnited States v. Ohio Edzscrn Co., 276 F.Supp.2d 529, 879 (S.D. Ohio 2003) (in rejecting the
<tefenciants' ctinten.tiozt that agovemmen.t expeit had ignored projected and actual heat rateia.upravements
ia his etrussions calculatiotZs, the district crn.zrt noted that "Dr. Rosen exantined inont}zIy heat rate aurl
uttlliration factors for each of the Satsunis units" before rendering his coflcltisiczzas).
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a, 3'tre adopted cirerg,y credit errotr.enusly reflects inare thonf.7S,S
innt'•gins created by "Yieetl up" eraera associated witla tlie
capasitybeing,vaulfe^r hy C'a^ESproxiders: ;

Under theapproach that the Commission adopted in setting the energy credit established

in its Jiily 2 Opinion and Order, it is assllmed that AEP Ohio's N4ember Load Ratio C"MLR")

share (cmrently 40%) of :I OSS margins are retained and available to offset costs of capacity

Ru-rmisiied to CRES providers. The approach does uot offset those capacity costs with or.ly .A<EP

Ohio's retained energy margins from "freed. up" OSS sales; rather, in addition to those margins,

it also com.m:andeers retained iuargiuis from lwretated OSS sales (i.e., traditional OSS margins).

As the Company explained in its post-hearing briefs, an energy credit operating to reduce

the price of capacity that is sllpplied to C:RES providers should not include an offset for OSS

margins not associated with the capacity being pa.id for to slipport shopping load. (AEP Ohio

Initial Br. at 63-76; AEP Ohio Reply Br. at 31-34.) Iudeed, such an offset is unreasonable

because nvn-sb.oppiiig retail customers do iiot receive sl€ch an offset. Nioreover, the Commission

detezmiaed that a cost-based mechanism s1iould be adopted; therefore, iniputing a hyper-inflated

margin cozfficts with the Commission's stated izatention.

If the Co.lrsin ission does fmd it necessary to offset the energy credit based on OSS

margins, it should certainly not appropriate the margins retained by AEP Ohio tiiat are

independent of the capacity supplied to CRES providers. CRES providers and their custoiners

sbould not have an OSS margin credit whesa retail ciistorne.rs do not. Thus, if the energy credit

mllst accolwt for OSS margins, only those attributable to "freed up" energy associated with the

capacity being, sold to a Ci^S provider sltoilld be included. The e%ergy credit shvli.ld nat also

confiscate AEP Ohio's traditional OSS margins, which exist independent of any sale of capacity

to CRES providers. The Commission's July 2 Opinion and (3rder, however, disregarded AEP
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Ohio's arguments ou tbis povftt and unreasonably adopted an cszergy credit which strips fiOM the

Company its traditional OSS revenues without meaningfully adclressing these objectious. This

error should be corrected on reheaiing and., to the extent any OSS mar&s are included as an

offset in dcterrnin.ing the energy credit, only those inargins actually attributabie to "freed ug"

energy sho;ild be used.

prtted aftcffonal marizetbase,db The adopted energy credit ifn
trlorgin a8tribritable io 100% of tlle sron-slloppang 1our1 and
ataeorporated tJral Into Ylie energy credit to it^'^et the elrargefor
slio,pping lcrad, wlticla not only creates an rrnreasanable atrd
xanlmvfuisiibsidy,but also confiscates jsaargiit M at AEP alrio is
ajia'Iaorized to refuiir tliraugh its SSO rates,

The Commission's adoption of StafflEVA's ermueotis energy credit met̂.iioclalo,gy also

inappropriately at(iibutes fict3.onal marlket-based ma}& to 100°a of nonsltoppi.rlg load and

incoiporates that att.cibt.rtio;a into the energy credit to offset the capacity charge for CRES

providers, Specifically, Staff assuxned that 1 tl^°n of the retail energy margins that it smpiitecl are

available, and Staff tased them to offsd the cost of capacity ftucnzsh,edto CRES providezs. As the

ObMpany explained in post hem-ing briefmg, this was patently tmreasonable, and the

Cotmnission's JWy 2 C3piiaiou and Order, which adopts this methodology, is Iik-ewise

um-eas.onable.

As an initial matter, Staff did not explain wbyM, let alone why alt of its iniputed retail

SSO margins shotald be co-opted for the benefit caf0RES providers. The improper imputation of

INK non-shopping margins also matlaematzcally dilutes the impsct of the Pool, based on an

arbitre.^y and capricious inclusion of non-.^&capphag nraigin in the energy credit calctilat.ic,n

relafi.ing to the price of capacityfor shoppang load. AEP Oliirs's SSO pricing has been, and is

be.ing, established tiu-Qugh separate proceedings iiivolving the distinct ESl'regtxlatory regi.me

SSO pricing and SSO maf:gius therefore have no place iu the energy credit calculations related to
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shopping load. (ld. at 74.) 'Ibtis, the Coizusussion's decision adopting Staffs improper

methodology iujlawfitlly confiscated non-shopping SSO reveuues by commingling them with

OSS margins used to develop the wholesale capacity charge for CRES providers. 1"n 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 discoiuit through the use of SSO

revenues also amaamts to a sub.sidy of a competitive service and, therefore, conflicts uith Obio's

energy policy and basic economic principles.

c. The adaplerl eatergy credit r.nntuwfully faiZs to reflect operation of
tire F.E<RC-upproved Poul in iPs inflated eneW credif.

In addition to tfie peruel.-se impact that the Corums:sszoiz-a.dopted uaethodology of imputing

100% of non-shopping SSt?-margins as an offset to CR.ES pravideis' capacity costs has in

improperly inflating the energy credit, the methodology also unIawful1y disregards the correct

operation of the FERC-approved Pool. C:ompauy witaess Nelson explained that imptiting uon-

shopphig SSO energy zzaargzns as "Retail Margins" and Chetz providing 1(0^/o of that nTargin to

CRES providers effectively increases the MLR frain an actual 40°fo (the level that AEP Ohio is

required t4 retain under the Pool) to about 92°r'o (a level not perziitted by the Pool). (AEP Ohio

Ex, 143 at 10.) This approach greatly overstates the amount of tnargin that AEP Ohio can retain

under the FERC-appzoved .A.EP Pool Agreement and provides a windfall to CRES providers,

partzc-ularly at the low level of shopping that Staff has assumed. (Zd at 1 U-1 i; AEP Ohio Initial

Br. at 73.) The Pool is under the FERC's junsdiction and iufriugemei3.t upon its operation is

preempted by federal law. (See AEP Ohio Ex. 143 at 2);Mississippi Power &,Lighi, 487 U.S.

354, 357, 108 S.Ct. 2428 (1 9$$);Ararea°icmt .^'lectric Power Service Corp.; 32 FERC$ 61,363

(I985). In substance, this flawed methcfd confiscates reventies from AEP Ohio's retail SSO sales

and aises them to subsidize CRES providers tbrough a lower wlxolesale rate that they pay to AEP
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Ohio for capacity. (AEP Ohio Ex. 143 at 6,11.) Ms fictional imputation and retention of

en.ergy margins fmther, and substantially, inflates AEP Ohio's retained energy margins and,

ultiutately, EVA's proposed energy eredit. For this reason too, Staffs flawed energy credit

methodology should be rejected on retzearir(g.

7. EVA's estlmate of gross margins that AEP Ohio will, earn ln the June
2012 through May 2015 Perlact are overstated by nearly 200%, as
shoivn by AEP ivttness Meehan's alternative calculation of forecast
gross margins.

For the foregoing reasons, EVA's flawed inputs and approach resiitted in a grossly

overstated energy credit. Should the Comattissior2 agree to rehear this case, and shottld it

continue to aclliera to the view that an energy credit offset is appropriate, theu fhe Company

subtnits that AEP Ohio witness Meehan's supplemental testimony provides a defensible and

accurate a}ternative calcittatiQn 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, trazzsparent, and wezifiable

approach that Mr. Meehan took to assess the gross rn.axgirk,s that AEP Ohio will eam from June

2012 tlirotigh May 2015. The transparency of :Mr. Meehan's approach was cvnfirmed under

cross examination, whe€i cowzsei for IEU asked Iv.Fr.Meehan to ex-piain eacli coinm of the

hourly calcltla.tions geifonned for eaoh generat7ng tu^32t. (Tr. 3a at 2723-31) If the Commission

compares TVIa-. Meehan's exhibit ETlwl-3Et2 against EVA's estimate of gross margins (ESM-1), the

Connzaissic^n will see tt3.atEVA's estimate is nearly 200°ro higher tl>an M^°: Meehan's more

objective aud accurate estim.ate of realizable margins.

8. A.t a xninimum, the Commfssityn should conctuct an evidentiary
lzearing on rehearln.g to evaluate the accuraey of EVA's energy cte€ilt
compared to actual results.

ln i'rg-ht of the foregoing fuu.dantenW e.rrors lu. Staff s energy oredgt, the Conmnission

should grant rehearing and hold an evidentiary hearing for the pwpose of testing the validity of
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EVt3;'s energy credit methodology against achial data. R.C. 4903.10 empowers the Commission

on reltearin.g to hold an evidentiary hearing and accept additional evidence into the record. A

hear* should be conducted in order for the Commission to evalriate the extent to which EVA's

methodology giossly overstates the Company's energy margin. Newly available itafcnmation

confinns the uiaccuracy of EVA's forecasted energy credit compared to aottid rewhs, and the

Compan,y slao{rld be granted the oppa:rftui.ity to present that evidence at a lrearing for the

Commissiosz's consideration oii rehearirtg. Ia sa.Ypport of this request, the Coinpany makes the

following pioffer: AEP Ohio's actual energygnargins for the moutli of June 2012 w-ere

$I 1,249,21 I. EVA's foi-ecasted ener.gyinargzns for the same month were $36,128,311 -- more

than threetimes higher tllan the Company's aetcial uia.zgius. For the month of rtuze 2012 alone,

EVA's methodology results in an energy credit that is overstated by $91.52IIv1'GV-da.y.

Provisional data for July ecanfi.rn.ts a sanular degree of error in EVA's projeetions: The

Commission should arauf rehearing and hold an e-Mentiary heariug to accept additional fhctual

data to date regarding, and to address, this gross overstatement and iuaecuracy.

C. The Commission's adoption of an energV ereWt that fnrarporates actual costs
fiom the 2010 test peziod and then fmputes revenues that have no basis in
actual costs er.eates a stale compensatzon mechanism that is
un+ea.nstitutiorcally confiscatory and that results In an unconstitutional taking
of praperty without just e.ompensat#otz:

The Commission has acknowledged that Y`traditieual constitutional Ia-tv questions are

beyond [its] authority to deterntine." In tlre Mrmer of the Application of Coluntbirr Gas of Olr€o,

Inc.,, fnt•.d4pproval of 7'ttt-z,^`s 1a ^'iecover-, 77zrorrglr crrr Arrtorracrtic Ac6r.rstrfrent Clrrzrse, Costs

&soczcitecl vvztlr the E:stcrblzslrnterat of crrr Infr•czstrztcWre Replaceriaent PrQgratil andfor Appx-oval

of Certrrin .4ecourrting Treatrrrerzt, Case No. 07-478-GA-T3NC, Opinion and Order at 14 (A.pri:t 9,

2008). Even so, out of an abtindance of caution, the Company is fiirther including in its
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Application for Rehearing such argtunxents as might be made to a reviewing coiirt, in the even.t

that the Commission denies the Company's A.ppPacation for Rehearing. R.C. 4903.10 ("NO party

s1iall in any court urge or rely on any ground for revei-sai, vacation, or modification not so set

forth in the application."). Notably, the Comm2ssiosi bas ccrisid.erecl the merits of constitutional

claims on rehearing before, as it did in the Cralzunbiu Gas matter cited above (rejecting an

inter-vencar's impairment-of-con.traets elaini). Of course, the Conunission should adjudicate cases

in sucla a way as to avoid constitutional fiTu`niities. In any case, becaitse AEP Ohio may need to

seek judicial review of the Commassion's JWy 2 4*nio€i and Order for cons#itutional defects, in

the event that i:uadeqriate relief is obtained from the Commission on reheari.ng. the Company is

ensuring that it presei ves here its elairas that the Comniission's Opinion and Order violates the

Company's constit«tional rights i:n, distiuat respects.

First, the Opinion and Order violates the Compaiiy's rights under the Due Process Clause

o#the United States Constitutiou becattse it is confiscatory, unjust, and wueasonable under. the

"end re:sult" standard azliciilated by the Uzy.ifed States Supreme Court in Fed. Fm-ver Corlrarr. v.

Hope Natural Gas Cv., 320 U.S. 591 (1944) and its progeny. Second, the Opinion nd C}rder

restdts in an imeonstih.3tionat regulatory taking of the Company's property without just

couzpensat.ion, tmder the "frait%al taking" staziciard set forth Yn.. Penn Central Trrirrsp, Co. v. .N,,qv

York City, 438 U.S. 104 (1978) and its progeny. These constitutional theories supporting

morlificatiou of the Commission's flrder are set forth separately in greater detafl belmv. If the

C:onmiission agrees to rehear this case and modify its Order as the Company requests lzereaia,

then these pressing constitutional issues arxay be avoided.
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1. The ComWs$ion's Order is et►nfiscatory, unjust, and unreasonable
under thp "end result" standard of HvpeNatua°at Gas:

The Due Process Ciazzse of the United States Cnnstitu#ion prevents states frazn maldug or

enforczug any law which would depiive a persou ofpropetty wit.houtdile process vftIre Iaw.

According to the Uuited States Supreme Court, wlien regulatory price controls prevent a tttility

from realiziug a reasoiiable rate of retauu, those price controls are confisca.torry and, lherefore,

violate the Due Process Clause. Fed. Poiver Conriit. v. Natural Gas Pipelrrle Co. 3 15 U.S. 575;

585 (1942) C"by long-standing usage in the field of.t-ate regulation, the `Iawest reasonable rate' is

one which is not confiscatory in the constitutional sense."); .F3l2re.fiel.c1 Water Works &

181dp1°13Ye1?IP.t1t Co. v. Pub. Serv., C.'on:m. 4, f° West Pirgiraia, 262 U.& 679 (1923) (reversing an

administrative order prescribing utility rates becaiise the rate ca1ctiIation undervalued the

plaiutiff utility's capital investm:ents); CQvirigtora & Lm'rrgtoti Tirrrrpzlx IiA Co. v. Sandford,

164 U.S. 578, 597 (1896) (holding that a prescribed rate is confiscatory if it "practically deprives

the owner ofproperty without due process of law."). See also p'er.f. .Foiser Coirartr. v. Hope

Natarcal Gas aC'o:, 320 U.S. 591 (1944) (establishing an "end-result" standard for revzewang the

cmnstitlition.aiity of regttlated titilaty rates). Further, as disetissed sepaxately below, the Itily 2

Opinion and Order restilts iu an xugconstiitutienai partial taking due to the financial impact on

AEp Ohio's genei-ation Amctlotz Oster to become the AEP Geaca) that is providiziEg tlle capacity

to support retail shopping.

izi Hope Natzrral Gas, the U.S. Supreme CoW held that a prescn-bed ntility rate is too

low, and thus violates due prmess, iinless the "end result" of the rate oti a cxtitity is "just and

reasonable." 320 U.SU.S. atf>03. The C'ou.rt provided fucffier gx,aidanae on tzis point:

From the investor or c-ompany point of view it is ir:poi taut there'be
enough revenue not only for aperating expeiises bYit alsv for the
capital costs of the business. These include service on the debt and
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dividends on the stock. By that standaid the ret<u.u to the equity
owner shotitd be corttmeirsurate with retuims on investments in
other enterprises having conesFonclizig risks. That return,
moreover, s1iQiild be sufficient to assure confidence in the ^iuancial
bitegrity o£the enterprise, so as to maintain its credit and to attract
cagitai.

Za' See also Bhrefield Water° Works, 262 V,S. at 692-93 C"a publie utility is entitled to such rates

and will permit it to eain a retiirn . . . equal to that getieraliy being made at the same time and in

the same general Fatt of the couuiry oti investments iu other business uudeitakizags tvliich are

attended by coiTesportding risks and uncertaintics."). Cotuis bave confirmed that the Hope

IVrztrira1 Gas standard mea?is more than merely preventing a utility from going banlmVt. "Hope

11Fnrural Gas talks not of an interest in avoiding bankruptcy, but an interest in maintaining access

to capital.naarkats, the ability to pay dividends, and general fma.ncia.l iiztegiity. While companies

about to go bank.s upt would certainly see such interests tlireatened, c4mganies less imminently

imperiled will sometinyes be able tQ make that claim as well." ,Tef-se}l Cent. Power &:Laght Co. v

F'erlercxl Energu Regulatory Cotaa,rrr., 810 F.2t11168, 1180 (D.C. Cir. 1987) (notiYig t.hat tswhere,

as here, the Cornnission has reached its detexniaation by flatly refusing to consider a factor to

wlyictr it is undeniably reqitueti to give soine weight, its decision ra,iiiiot stand.")

'f'b.e Ohio Supreme Cotart is t`anailiar with the Hope Nrzrriral Gas staudard, having applied

the test in, multiple appeals from Conunission orders. Li Drrvton Power & Ligltt Co. v. Pub. L7til.

Cortarar., 4 fl1iio St.3d 91, 447 N..E.Zci 733 (1983), the utility filed an applicatiou for a rate

increase. The Commission denied the utility's requests to atutirtize its investment in a cancelled

poiverplant. In its appeal to the Ohio Supreme Court, the utilgty contended that the excliisiQn of

expeucii.tues associated with the cancellation oft}ze Kilien Gerteration Station ainounted to the

confiscatiou of prvpez#y uucl+er the Fifth and Fourteenth amendments. The S"Ltpxezr2c Colut noted

that the confiscation cIatsse of the Fifth Amendment applies to the states throu8li the Due Process
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Clause of the Fousleentlz Amendment. Dpvtnn Power & Lrglrt, 4 Ohio St:3d at 100, n.9. The

Court ulthately concluded that there was "little evideuti.azy sVport" for DP&L's contention that

exclusion of the costs associated with the ca.ncellatioa of Killen Unit lgi.mmteed that DP&L

would be unable tcs eam a"fair and ressonable rate of rettitLk,"rejecting the utihty's invocation of

the confiscation clause. Id. at 104-05. `,^e Supxeine Court concluded that "the consfitEitiQnal

cases ma3€e it clear that a successfui challenge uttist demonstrate that the rate order wb:e^n

reviewecl in its entirety falls otit.side the `broad zone ofreasoxzableness,' and the `b.eavy biirden'

of establishing unreasonableness must be borne by the cliallenger. Id. at 105 (internal citations

omitted.) Notably, in supfiort of its conclusion, the Supreme Coaut exanrined the record and

found that the ti#zli#y "presented no tidttremes relrrtivie to tlae subjeGt rrtzrl tlzd not address the

rrratter afi bsie, f;" Id, at 104-05 (emphasis addeci) 'Thias, in the DP&L case, the utility attempted

to prevail on. the constitutianal claim witliozit any evidentiary support in the record.

A decade later, 'm an appeal by the Ob:io Edisozi Company, the Ohio 5tigz•eme Cotirt again

concluded that the Comm.ission's order d'id not 'resu.lt in conf'iscaticsn oftlae utility's property an

violation of the Fifth and FourteentlzAmendments. Ohio E&son Co. v. Pasla. tlttL Corrarrr., 63

Ohio St3d 555, 589 N.E.2d 1292 (I992). Ohio Edison claimed that the "end result„ of the

Commission's order was to set rates so low as to prevent the company from maintaiziiszg its

frrzanciai i3ztegrity, based upon its wztu.ess's testimony that the rat.e, relief reqiaested in the

compapy's application ($216 millzon) was necessary to maintain its debt ratixig and dividencl

level. Applying the Hope Nntura 1 Gas litie of precedent, the Sttprem:e Court noted that "a

balancing of investor and consumer interests" is required to avoid confiscation. Wit1i respect to

that baia.ncey the Caurt, noted that:

The Commission cannot confine its incliriries either to the
co.tnputation of costs of service or to conjectures aboiYt the
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prospective responses of the capital marl:et; it is instead obliged at
each step of the reaulato.ty process to assess the recgurements of
the broad p{tblic ixzterests entrusted to its protecti.rsn *** [.]
Accordingly, the `end result' of the Carnnizssicin's orde}-s must be
measured as much by the sticcess with which they protect those
interests as by the effectiveness with which they "maintain *^`*
credit and'k** attract ca.patal."

Id. at 563, ga.ratirrg.l'erri}inta Bosrrr Area':lZate Casez, 390 U.S. 747, 791, 88 S.Ct. 1.344, 20

L,Ed.2ti 312 (1968). Ohio Edison preauised its claim of confiscation tipou fotir allegedly

erroneous deternniaatiesns by the Cemnussion: (1) the ali.ocation of deferred costs; (2) the

exclusion of certain plant that was classified as CWIP" when the crDznpany filed its application,

but was later transferred to plant in sezvice; (3) the taking af jo.c€icial notice of the postlieazxug

piice at which the company's stock was trading; and (4) revisions to its traditional discounted

cash flow model. Id at 564. The Supreme Cow`t con.clud.ed tiat; becaizse it upheld the

Commission's actions with a-espect to each of these individixa.t determinatious, the txt€lity failed

the first prong of th.e DP&-L.•'Ifa,ve Nniirr al Gas standard and thus could not prevail in its

consritlitioual claims. i'rl, The Supreme Caurt decided that "the record shows that the

conunission a.ppropi-iately followed the legislatively niandated ratemakzng formula, through

which it balanced investor and consumer interests, and thereby set just anti reasonable rates.'° ^'d.

at 565.

The case at bai is easily di.stinguisltabIe fioyn the DML arid (31rio Edisan cases, where

the Supreme Cow-# rejected the tttilitiesY confiscation claims. A.lthough the iitility zuthe DP&L

case "presented no wituessesy" relative tcr the con.fiscatiori issite, the record here is replete with

testzmon.y outlining the unreasonable and confiscatory results of the Commission's decision to

adopt an energy credit that will asszzedly result in a failtu-e to com'peusate the "CQmpany for the
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etiibedded costs of capacity.6 And although the utility in tixe DP&L case "did not address the

anatter on briet" the Company here addressed the confiscatory nature of the Cot}unission's

energy credit and the potential capacity cost outcomes at length on bricf,' And a3thflugh the

utility in the flliio Edison case failed to prove the imreasotzableuess of the Commission's

detemiitzatiou:s, t1a.e Company here is asserting (ard wi.li prove) fun.dam.ental errors far different

than those at issue in that case, As tb.e argumeiits above related to the Commission's energy

credit demonstrate, the Company has mely met its brurd.e€z to prove the unreasonableness of the

Commission's determination to adopt StWs flawed energy credit, and the confiscatory effect:

$ AEP t7hio witness Allea, :Fax example, dexnonstrated that a decision which f^rced the Coazpany to
provid.e RPIvI-pziced capacity to CRES isroviders would cause AEP OIuo to sitffez sigaificant fmaucial
harm. (Tr. tiI at 677; AEP C3b:io Bx_ 104 at 3-5, Ex. WAA-1; AEP Ohio Ex, 142 at 2I-22, Ex. WAA IZ8:)
Indeed, W. Allen testified that financial barn to tlie Company is implicit in aay requirement that it
iai-ovzde tbe tise of its assets at a rate below its costs: (Tx: III at 637-98Even some in.terue . nor witu.esses
testified that rates s3iotiisi not be confisca.tory, such as RESA witness kitcgenbacli, who agreed that
confiscation would occin' if P,L-P Ohio isictuTed costs that are not being reimbmud. (Tr: Pv at 802. &e
also Tr. AJ at 1271-72 (wxiness Kollen conceding that a 7°lo ROE is either confiscatoty or trord:ezing on
corxfiscatary).) 1fie Com.missiun itself; isi its Siay 2 Qginioai t]rder; ageed €hat "it is necessaiy aric3
appr-opria:te to estabii.sh a cost-based state compeusatian mechanism for AEP (?Mo. *** Tiie
Comzu.issi.on's obiigaiioti under traditional rate..regulation i.s to ezaseue tlts.t the jaulsdicxiors,al utilities
receive reasonable compensatzon. foi the services that they render. We conclude that the state
cozrtpetisatiott mechanism shatiid be based on the Com.pany's cos'ts." 341y 2+C}pitiion and Order at 22.
The cc+nunission ftttt^,ter agxeed tbat "IZPi4-based r,apac4 piicuig Wotdd be insufficieni to yield
reasonable compemaziou for AEis-Ohio's provisiou of capacity to CRES providez's in fulfillment of its..:
M capas;ity obligatioris." (M. at23.)

?(Se.e, eg.sA.EP (.?1Yio Tnf.tial Br. at4 ("At a im:izzimum, if the eiiergy creti.it is to captrire the OSS ziaaigins
att,rsbuted to `freeci up' energy associated with the capacity being used by a CR:FS provider, it should not
also couf'tscate AEF t3iiio's pre-existi3xg #raclitional OSS margins that are unaffected by the sale of
capacity to CRES priiviciers: '); id. at S (`"C)ne particzitarly egregiotis error was that EVA imputed a
fictional maxket-based t.nargin attributable to 1UD°fq of the non-shopping load and incorporated that into
the eiiergy credit to off s^i fihA charge for siioppipag load, which not onty creates an unreasonable aud
unlaw^Cd subsidy but also cofzt'iscates maigiii t#ia.t is authmrized far AEP to retaizt trnder SSO rates,")o fri?
at 21 (discussiuto, the confiscatoty result of ordering AEP Ohio to charge CRES providers on th.e R.t.'M
base€i price for capacity); icL at 27-28 (discussing the finaz^.cial baru.^ that t^rotald result if RPM pricing is
retained in f^s3l or inpart.): ^ee raiso AEP Ohio R:epiy Sr. at 8 (noting that RPM-based zates ►xotild
tnidermiae AEP Ohzo's abi3ity to attract capital and enatre the availatrilit,q to customers off adequate,
reliable, safe< efficient, nozzdiscri.zuizzatory, and reasonably priced retail elet'trfc s+ervi.ce).)
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t3lat those deterrninatiuus had on the non-com.pensatozy capacity charge established in the Order.

A ecorrl, KN Eiiergv, ,laac_ v. City qfBrokwi ,Bo^, et a1,, 244 Neb. l 13, 50 5 N:W.r',ti 102 (1993)

(Nebraska Supreme Couat holding that rates set by municipalities were c-oufi.scatory and deprived

supplaer of property withotit due process of law when munzcipalitzes adopted rates based on

ezroneous assurnptiQns of product revenue and transportation revenue, and the combined effect

of the eiToneotts assumptions was to "decrea.se the return on KN's equity to a level below that

which investors coiild eazt from investments in other similar businesses"); Potoirurc.E'Ire. Power

Co. v. .Pxib. S'erv. Coatrtti., 380 A.2d 126 (D.C. +C'ir: 1977) (holdizig that rate order was tuijtlst and

tinreasonabte since it deprived utility qf oppozltiDi.ty to earn a fazr rate of retuzx3, based on

improper dis.regard by Cozaimission of relevant data and otlier methodological errors.) In

Potoniac Elactrrc, the D.C. Circuit c.cmclucl,ed tb.at. "by arbitrari,ly disregarctin;g actua.l, historical,

and iwcontrovetteci data siYbmitted as evidence by Pepco during the extencied course o#'the

hearing, the Cozrun.ission all but.graranteed that the company would not be able to approach

earning the rate afxetui-n it auth.crrized." ld. at 133. The Pototitac Electric cotut ordered the

Connussiou, on remand, to calculate modified rafes based on updated data. Id at 147-^148. The

Company is confident tliat, unless reheaiing is grantod an^: the Commission addresses the seriotrs

flaws in Staff's eziezgy credit, the Supreme Court (or another fon.un with appropriate jruisdictzon

over the Company's cowtitutional claims) wi,ll agree that the Commission has unlalvfully

confiscated AEP UIiio's prapeifiy in violation of the Fifth aiad Fourteenth :Amendments.

2< The Comnilssion's (3rder results In an un:canstitntional partial taking
of AEP Ohio's property without just clorn.peasatian under 'the Penn
Central standaxd.

The Fifth Amendm.ent tt► the U. S, Constitution provides, in part, :'nat' shall private

property be taken f'oa-public use. w.ithou:t jmst compensation." The U.S. Supreme Cotut has held
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that the Fifth Amendment's takings prohibition also applies to state govemm.en:ts through the

Fourteeuth Amendmeo.t; Cizzcagv B. & Q. R. v. Claxcagc,166 U.S. 226 (I897). Although the

Takings CIat2se is traditionally izupiicatert iu cases involving the actual appropriation of physical

property, ttie U.S. Supreme Coui-t has recognized that governm:ent regrilrrtiosl is also a taldttg

`vhen tb,e-regulation "goes too far." See Penrrstilvartux Coal v, Mrrhort, 260 U.S. 393, 415 (1922)

(holding that a statute restricting the exercise ixf coa1 mining i'lghts was a taking because it had

`^neariy the saz3xe effect for constitiitianal pzn.poses as appropriating or destroyiug,^, tlie propeiiy

rip-l3.t at -issue).

In order to stiCceed on a claim under the Takings Claiise, a party inust establish first that

it possesses a constitutionafly protected property iiiterest. Ruclcels3raiis v. ^^vxxsrxnto Co., 467

U.S. 986,1000-01(1984). This is easily done here, because the United States StapTeme Couzt

has previously coarcliided that a utility provider's revenue constitutes a protected property

interest See:l3xaqrre.stre Liglat Co. v. Barasch, 488 U.S. 299, 308 (1989) Oivldiug that ifiititity

rates do not "afford sufficient ca;npeusation, then state has taken the use of ittilitypropeity

ivitlrout paying just cotupeosati=" in violation of the Takings Clause). Where a re,gi-dation

depiives property of less than 100 percent of its econoniicaUy viable use, a eain-t must consider:

(1) the ecosxomzc impact of the regulation on the claimant, (2) the extent to vv1ich the regttl,attion

has interfefecl. -vvith distinct iuvestrnent: backsd expectatious, and (3) the character of the

governmental actioil. Perrn Central Transp. Co. i^ Nev York C'itr, 438 U.S.104,124 (1978).

The t31iio Sttprerne Coiut has clisciassed the Penra C'errtr°al test as it relates to claims of

par.r:^ial regt.tiatory takfhgs< E.g., Kc^rclxer v. City of Crltcir7iaati, 38 Ohio St.3d 12, ^26^TEld

I350 (1988)1{cifii:g Perasx L`erxtral ia2 opinion holding that rituiicipal zoniug ordinance cil.augi-ag

zoning classif'icatxon from industrial to riverfiont constituted zaupermissible taici.ng, as applied.}
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In State ax rel. R.7:a, Irte: v. ►`trrte, 98 4hio St.3d 1, 2002-0}aio-6716, for example, a nlinin.g

company (R:TG) claUenged the State of Ohio's desigzta.tion of 833 acres of property in which

RTG owned various interests as atnsiutable for mining ("IISM"); The Suprme COtir€ noted that

the Penn Certtrcrl standard applies when regulation dept-ives a property owner of less than I0(}

percerit ofttt.e propelty's econoxriicaUy benefacia"1 tise. Id. at 135. The Court concluded that,

because nunerat rigbts are recognized ander Ohio law as sepat.-ate and distinct property rights,

and because the state's "unsuitable for mining" designation prevented RTG from n;itzwng 13

milliou tons of coal (and rendered mfiiirtg outside of the USM-designated area economically

impracticable), the designation resulted in a cate,goricaltaking, even beyoud the Paztial taliug

type of claim recognized inPeniz Cernh-a1. Id. at ^ 57. Othei, couits have agreed that o.i€iers of

state public utility couunissiotzs affecting utilities can amouxat to impe:rmissibie pai-€ra1 takings

tinder the Pe°tai Ceritrctl test. E.g., Pub. .Sena. Co. ofNew Hciiitpslrire v. Neiv Hanzpshire Pitb.

Utrl. CaFtn1i., 122 N.H. 1062,107I-73, 454 A.2d 435 (1982) (New Hampsliire Sttpreme CoiirC

citing Penn Csntral in support of its Iialdirlg that PUC order Placiug conr4itiQns upon the trtiiity's

fitture issuatice.of securities resYiIted in an, im-constitutionat taUzg rvitltottt jzi,st campematioti)

The record here is replete with evidence sufficient to satisfy Pmrz Cer:ti;al's tiueo"factor

test. 1vIuI€tpie wifnems have testifi.ed in this proceeding to the severe ecouotzii.c effect that a

noxr.-competzsatory capacity Piico will have upon the Company.g The Coznmissiozt itself found in

s(See, eg_, AEP Ohio Ex. 10I at 8{tvSr. Munczu.tski testifying that "fflhe impact on AEP Oiio's ability to
be compensated for its costs has become sipu"xcan€ due to the trend in RPM auctic>n prices, as well as tiae.
growth in shopping by AAEP tSlai.o ctigtoz'uezs whose C:RES provideis take advantage of tne capacify
supplied by AEP Ohio as opposed to suppkying their ourn capacity,"^: irI at 9 (noti.ng that aligning a state
compensation zn+echanism with the PJM RPM piice vvocttri tuidemiiiie rhe Caznpany's ability to provide
customers with re€iab1e and adequate service.); id. at 16 (noti^g that AEP Ohio "is not xecezvuzg adeti,uate
compeiasatiozs for petforming its FRR capacity obligations, auad the gaP bettiveei its costs and tile
compe.asatioii for those costs is increasing at an alaii^.^i,ug rate. The faihu'e to recovcr just and adequate
compensation is th.reateniug AEP Ohio's fuzaneial stabiHty ... [.J"^ See nlso AEP Otxia ER.104 at 3 &
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its Opinion and Order that RPM 1`ate,s were "st;bstantially below ai1 estimates provided by the

parties regarditag. AEP Ohio's costof capacity,", and went on to fmd that under RPM pt-icin.g AEP

Ohio "may earn a.n ttnnstaally 1ow retuin on equity ... with a loss of$24{t ltultion between 2012

and 2013" July 2(3pinion and Order at 23. And in the related ESP proceeding, the Com:patty

demonstrated in tlie record and ln its post-hearing briefs the very troubling consequences of the

Coaunissioit's July 2 Opinion and Order, saying:

At this point, given t1tat, AEP Ohio would only be lierznitted to
clt.ai'ge RPM pricing to CRES providers tmder the 10-2929
deczsion, the impact (excluding consideration of the additional
acconiiting deferral that iday end up providing net cost recovery of
up fa .$1$SliViW-.iay) of RPM pricing without the RSR yields a
projected 1.1% ROE total company in 2013, tivith a lom to the
generation func#ion. (AEP Ohio Ex. 151 -at 11.) Further, the
comparable projected ROE associated w.itbi the $188iMW-day
ratg ad+npted °au the 10-2929 decision (absent an RSR),%vould be
oAly 5,9% for 2013. AEP Ohio has already addressed additional
financial hamscenarios in its initial biie#' (at pages 43-46.) Even
more cl.i.sturhi-ag, as discussed in its initial brief, is that these
projections involved negati;re or barely positive returns nn a
generatlon function bash. (AEP Ohio Ex. 151 at 1:3-133; Tr. AVI.T
at 4879.)

(AEP Ohio July 9, 2012 Reply Brief in Case No. I 1-346 EL-SSO at 29) (emphasis added;

itxto3.^nal footaotes omitted.) A:ltliougla some intezven.ors took issue with these predictioias of

financial har.m in the ESP case (with FES, for example, contending that AEP Ohio uses fmancial

hatn as "code for receiving less revenue than AEP Ohio would like to recekve"), A.EP Ohio

Ex. WAA 1{^&. ts,.ll.ezz prepared ua: estimate of AEP Obio's earnings for 2012 and 2413 tuider the
scenario that AEP (3bi.o vas <rnly able to cizarge a rate fox its capacity that was equal to the RPM pricc;
concluctuag.th.at ea^ would be $a44ivl in 2012 witia a RC3E of 7=6% and $109M in 2013 with a ROE
of 2.4°!a.) Sw also Tr. IV at 802 (RES,A wztuess Ringeuba.cti concsdiug that rates wuttld be corifiscatoi3F
if AEP Ohio irr"3u'z'erl crssts that were not being reimburs$d); See abo Tr. lIi at 677, 697 {M:r. AIten
testifyiug at hearing that a decision which forced the Company to, provide RPM-priced capacity to CRES
providers would cause AEFObio to saffexsigaifzcaiit fuaucial hazn2, arzdttiat fluncial harmto tte
Company is implicit in any rec3Wremen# that it provide the use of itsassets at a rate below its cnsts.) See
tals.a id. at 701 Q&. Allen testifying that if the Company is required to grovide MS providers with
capacity at R,PM, the Company's eamiuags Nvatztd suffer a$240Iv1 decrease between 2012 and 2013}:)

53

59



noted that the only evidence FES offered in suppotl of its claim was that the Company eamed

reasonable returns when charging RPM prices in the prrst, when energy prices were higk RPM

capacity prices zvere many mat3tiples higher, and shopping levels were low. (Id. at 30, citing FES

Initial Br, at 113-116.)

There is also compelling evidence that the Cammissian's faiitue to institute a state
^

compensatian ytkecha^risni that will coi-npensate the Company for the t#.-ue embedded costs of

capacity will interfere with AEP Ohio's distinct investmtnt hacked expec#ations.g irrt.t3eecl, the

Caniniission can take notice ofthe fact that, in an immediate respozise to its Opinion aizd ('Order,

Standard & Poor's Ratings Service iss#:ced the following statement the next day, onTu1y 3, 2012

regardiug the impact on AEP Ohio's credit metrics:

[I]tt the longer term we believe this chaztge will likely erode credit
qczaTity. We woutd consider deferrals o€changes in capacity prices
to be tutsuppot-titrc of crectit quality because cash flow would
decline, and could result in fuiancial measures iuconsistent witb
the current rating. In addition, the business tisk profile of the
company is pressured as it transitions to an un.cegtilated model for
gerzeration in Ohio.

9'See, e.g., AEP Ohia Ex. 101 at 14 (-Mr. Mwaczittski testifying tha:t cost-based compensation for capacity
would "provide the investment cnmmumty with more cemintyY elimun;ate some regsilatoxgr risk, and
enstre: sustained investment within the state of t7b.iti. Without the CDmnlissiotz's supptijrt ofasz
apprcpriata and reasozzabIe cost co:rn.pensation lnechanism„ it would be iibpiudeaf and irlespoUsible for
AEP Obia toinvest latig>texm capit.al in an tuscieae, uszstabie cost recovery envirtynmeut ') See also id: at
13 (Mr. Munczizzski qaratiaag ilre G'o;nruhsivn for the prup^isition that 5,PJ2vI's rcxles do iiot recog^iize the
need to recover reasobabIe investment costs uor thi timely re}rayment of debt - bedxock ptiztciples
recntired foz• financing an industry as capital intensive as the electricity mciustry.' ); id, (M3`: Munczinski
agazu quoting the Cotnauissicra for the proposition that "tzetier'atox ovneascatuzot 16ug survive an''
reccsvery of the short tun marguzai cost of energy alone, but xsaii.st ctiiisistently recover some of their tona'
iim marginal costs as uyell,'^ See aTso AEP Ohio Ex. 142 at 21-22 (Mr. Allen noting tixat the Company's
ROE waFild be a xeasattabie 12.2$/a in 2013 if the Ccmuyzission: a.iiasved the C`ompany to rec^ver
$355.72ftvff-dap in capacity charges to CRES providers.}
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(Standard & Poor's Rese:arch, July 3, 2012, available at: www.stanclardartdpoors.com.)Ia In tlte

ESP proceeding, AEP Cphio wit-ness Dr. Avera predicted precisely this kind of negative reaction

fyQm the ^'iuanciai community, saying:

So I t3iink the Coxtimi.ssiaii shculd properly be on notice that the
investment community is conceinec3, artd that means that to put
moueyin this company investors ueed ltigher compensation. And
if their concerns become more pranouuced, it could, in fIic
extreme, lead to an inability to raise fim:si,s to make the capital
investment that ctlst4naets ueed in order to keep the Iights on.

(ESP fir. XVII at 4725.) Atiother ESP lvittiess for the Cornpauy, Renee Hawkins, testified in

detail about #}uee major iitiztg agencies' reactions to the Corntziission's decision to revoke the

Stipulation that b.ad previously resolved the capacity charge issxte, iizcIucling Standard & Poor's

I.;`ebniary 27, 2012 8nlletin cautioning that "credit quality cot€Id erode for some utilities if any

transition decisions ^** disallow xecoverv. vfpmderttiv inctimed costs, or lead to extended

periocis of siippressed returns and weakened credit metzics °" (ESP AEP Ohio Ex. 102 at 11-12 &

Ex. RVH-5 (etuphasis added)_) Based on the rtcord developed jointly in the related capacity and

,E^'.1' cases, it is beyond any seriotis dispute that the Comn iissiosz°s Opinion aad Order here,

unless modified, surely interferes l-vith AEP Ohio's distinct investment-backed expectations.

On July 13, 2012, t7CC fiied ame+tiou to strike the Standard & Po.or's Research attaclzus.ent to the
Compan.y's post>heasvig reply biief. On July 18,2012, the Coznpanyresponcled. to UCC's utcstiora by
notirtg, inter al#a, that the Cammission previously denied a motion to stxik:e siutilar I'umcial reports
appended to Company witness Hawkins' pre-filed testianony. The Company ftuther noted that the
Standard & Poor's attachment was not being offered fortiae #nath of the matters asserted (r:e, the,opuuons
of the investors), but instead to reflect investor reactions on the tnstability in the toplatary environment
in. Oli_io and the impact of that on credit ratings. Tzt any event, the CammisszoA is not strictly bound by the
R,;iles ofEvitlezice and has -,Wowecl the attniission af heai°say when a:ppxopziate. .In Re.. Olrir, Poi:e,•
Carnprtnv, Case ho: 11-345-EL-SSO, et at. Entiy at 13 (Dec.14, 2011). Iv.ioicaver, arakysts' reports
such as the Standard & Poor's Research aztaclunent are adnissible under the "afiaarket reports" exception
to the hearsayazde. See Evic1. R 803(17); see also MarlirrgtZec:Ity, :7na r. Marks, 5th Dist> Na: 12296,
I986 WL 4647. *3 (Apr. 16;1986) ("credit reports are heidto be liioly reliable bythe bttsirtess world
art.d should be admitted where simir retiabi2ity is not challenged.")
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As for the character of the Commission's Order, the Cow,mission has adopted a state

compensation mechanism that will not fairly contpensa.te AEP Ohio for the actiial embedded

costs of capacity, even whi:te agreeing that "the state coznpeiis:ation mechanism .s3iartld be based

asi the C'omFanv's eosts_" Jiily 2 Opinion and Order at 22. The Commission's Opinion and

Order, if uncorrected on reheai^or Nvill have a significant and potentially devastating economic

impact on AEP Ohio. The Comnussion itself has recognized that AEP tJhio has committed

substantial investments to fulfill xts FRR ot:hgations and meet its obligation to provide an SSO.

For these reasons, and based on the partial taking doctrine set forth in Penn Ceiztral and other

cases, the Conim.ission's Order imconstitiitionaUy takes the Company's propeYty without just

compensation, and the Comniissian should grant the Company's Application for Reheatiug to

address the C;oznparzy's legitimate concerns and to xiiodify its Order as state law and ttie

Constitution rertuiare.

11. It th'as Unreasonable And Unlawful For The Cotnmiss#oan To Adopt A Cost-Based
State Compensation Mechanism And Then Order AEP Ohio To Only Charge CRES
Providers RP.M Pricing Far Below The Cost-Based $188:8#li1IW-Daty Rate That The
Commission Determined Was Just And Reasonable.

VJWle the Company disagrees with tlae $ i 88.88/MW-day state compensation inechanism

that the Cctnnission established in reliance aipon Staff`EVA's flawed and unreasonable energy

credit for the reasons di.scti.ssed above, the Coanmissiou cosTectly. determined in its July 2

Opinion and Order that "it is necessaiy and appropriate to establish a cost-based state

compensation mechanism for AEF-C}hid" July 2 t3pinion azid C)rd.ez at 22. S,pecificaUy, the

Conxm,i.ssiozx'held:

We conclude that the state compeasatiou inechan$stn for AEP-
Ohio should be based on the Company's costs. Although Staff and
iritervenors contend that RPM-based capacity pricing isjust and
reasonable, we note that the record indicates that the RPM-based
capacity pricing,has decreased.great.ly since the Decemtle.r S, 2010;
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entiy was issued, and that the adjusted RPM rate cur-rentty in effect
is substantially below alI estimates provided by the parties
regarding AEP^-Ob:io's cost of capacity_ * *, * Tn short, th.:c record
reveals tlrnt RPM-based crxpacllv pr.icli7g would be irts^r,,,°icient to
yield stifficienr recrsoftcible cornpensaffon forAEP-Cilaio's pYovisioe7
of capaci4- to CRES providers in f'ial, fì11n:ent of i.ts FRR capacity
obligatilryfs.

Therefore, with the intention of adopting a state eompensa`on
mechanism tltat achieves a rerrsonable outcome for all
stakeholders, the Conunission directs that the s1ate compensation
inechanism, shall be based nti the costs incurred by the FRR Entity
for its FR.R. capacity obligations * * * [.)

Id. at 22-23 (emphasis added). Despite its recognition of a cost-based capacity price as the3nst

and reasonable state conipensation meclranism, the Commission nonetheless determiued that

"R.PM-baserl capacity pricing will promote retail electric campetit2onn and "direct[ed] AEP-Ohio

to ebarge CRES providers the i"iztal zonal PJM RPTA rate in effect for tize rest of the RTO region

for the current PJM delivery year * * *[.)" Ide at 23.

To accolata.t i`oz the differen.ce betu,een the price it deteinuned to be just and reasonable

and the fraction of that price it a.utltorized the Company to recover from CRES providers, the

Commission sta.t.ed:

[Tlhe Caminissicz:rr will authorize AEP Ohio to modify its
accomiting procedures, pctrsizant to Section 4905.13, Revised
Code, to defer incurred capacity costs not recovered from CRES
provider billings during the RSP period to the ex.tet#.t that the total
inemxerl capacity costs do not exceed the [$188.881MW-d.ay)
capacity pxiczng that we approve below: Moreover, `the
Commission notes that we ivilt establish an aiZpropriate recQveiy
mechanism for si^ch defeiTed costs and address any additional
fuxwxeial considerations in tCase No.] 1 1 -34G

IrI

The Commission's decision to adopt a cost-based state mechanism and then nonetheless

oit3er the Company to cbarge CRES providers RPM pricing was unreasonable and uzilawfu.t for
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the following t•easous: (1) the Commission lacks authority authotity to determine that a cost-

based rate isjust and reasonable and then order the Company to charge a uon-cost based rate; (2)

the Commission's decision uru'easctuably failed to provide for a mechanism to recover the

defen•aIs it created; (3) the decision enables and promotes axfiificial, uneconomic, and subsidized

competition at the Coinpany's expense; (4) it also unreasonably and unu.ccessarily exteuds RPM

pricing to CfiEES providers sei-viu.g ctastoruers who already shopped,basedou capacity priced at

$255r'IVW-day, and (5) the Commission unreasonably and unIaNvf'a^lly relzed ttpon provisions 'm

R.C. Chapter 4928 after expressly holding that #hat chapter is inapplicable to AEP Ollio's

capacity service.

A. If the state compensation dxechanism is cost-based and the Commission
found AEP Ohio's cost of providing capaeity to be $188.88/NIW-:day, then it
is unreasonable and uniawfui for the Commission to require AEP Ohio to
charge anything other than $188.888W'-day.

The ConnnissioA's decision to disregard its vwu determiuatiou that a$1S8_88/MW-day

cost-based rate is the lawful rate that the Cotnpauy shouid receive frou-i CRES providers for the

capacity it supplies them and instead order the Company to suppiy CRES providers with capacity

for afiaction of its costs is patently unreasonable. As t3.ie Comniission itself has noted, the

C'onuuissiran is "a creattire of stattate" and "may exercise only the autlority Gnnfertred upon it by

the Geu.eral Assembly:" July 2 Qisiruon and Urder at 12, citiiig Tongren v. Pub_ Util Corrrrn., 85

Ohio St3d 87, 88 (1999). R.C. 4905.22 vests the Cenmiissian with the a,titlxority to allow an

eteciiic utility to collect only those charges tha.t are "just and reasonablc." It does not authorize

the Comtiiissian to require a aitility to collect less that a jaist and reasonable charge. Iudeed,

nowhere in the Ohio Revised Code is the Commission granted such authority. Accordingly,

becatise the Comriai.ssion lacks statutory authority to reqttize AEP Ohio to charge less than the

cost-based rate that the Commission determin.ed to be just and rea:souable, the Camuxissiou.
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should grant reheari.ug and authorize the Compaazy to charge CRES providers a rate equivalent to

the Cbmpany's full etnbe3ded cost of capacity.

B. It tvas unreasonable and unlawful for.fiie Conxmission to authorize ,AEP
Ohio to collect only RPM, pricing and i•ertuh-e defet°i•al of expettses up to
SI88,881MW-d.ay without simxtltaneoush, -,providing for recovery of the
short^zalI.

As cliscttssetl abo-v=e, the Corutnission's July 2 opiuiou and Order limits AEP Ohio to the

collection of QnIy a fraction of its costs of capacity atad requires defearal of the Company's

capacity costs above that price up to the Comnission-deterttfisted $188.8$fMW-day "cost of

capacity." Notably absent fiom the [Jpi.nion and Order is a pro•visiou a.tithorizazzg .Ps.EP Ohio to

rec£tver the aTTl.otiTYtS (^efe.tTed. Rather, the Commission states f].at it VVit establ:ish°`a11

apprC2pZ'iate recoVe%'y 11teej8[lD1FSit7" (see Jttly2 Opittion and Order at 23 (emphasis added)) in

another proceeding that, as of the date of the Commission's decision in this proceeding, had

aiready completed hearing and initial post-hearing briefing. The July 2 Opitz.ion agtd Order does

n^t, b:mvever, authorize the Company to aetuaily recover those defetTais.

This treaitnetzt of the tiefeirais that the Conm-dssiou itself created is inappropiiate and

unreasonable. This fragmented approach is irtappxopriate, espeoiaRy because the two cases

involve a.bost of 3uu•elated issues and wrli be subject to independent reb.eariug and appeal

paocesses. It was unreasonable to bifurcate a single decision into ttvo separate proceedings being

decided at different tuxtes. Without the existence of an ESP decision that authorizes recovery of

the capacity cost defeiTals, the decision in this case to provide a discotmt is unreasonabie and

tuilawfut. The Commission should grant rehearing to reverse its decision creating the beloiv-cost

discount md instead a.uthorize the Company to collect its fitll cost of capacity from CRES

providers.
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C. It is unreasonable and unlawful for the Comuissivn to require AEP Ohio to
suppl,y capacity to CRE9 providers at a helmv-ccrst rate to promote arttficfa1,
uneconomic, and subsidized competitiQn.

The Commission appears to have based its decision to require the Compaazy to couect

only afrs.ctzon of its costs of capacity from CRES providers on the belieftliat "RPM-based

capaciiy pricing will fixrther the developz x̂nen:t in the competitive market" and "promote retail

electric competiriou." July 2 Opinion and Order at 23. Unfortiua.ateiy, the Company foresatv the

possibility of such a decisio-a. (See AE.1' Ohio Initial Br. at 18-19, 29-31; AEP Ohio Reply Br. at

12 C"In any case, if the Connuission is to establish a cost-based rate, it shoixld not reduce the rate

simply to boost shopping statistics - especially given the fman.cral harm to AEP Ohio associated

with RPM pricing.').j Nonetheless, the Comnission unreasonably and tmlawfu3.ly ordered that

AEP Qh%o to c-ollect only an RPM-based charge for the capacity it stipplies to CRES providers.

As the Coinpan.y demonstrated through witness tes-timony and post hew-ing briefiug,

RPM-based capacity pricing does uothi.ug more than promote artificial, auieconoYni.c, and

subsidized "competition," and does not foster durable, legitimate coii3petition. AEP Oh%o

witness Graves explained that adopting an RPM-based charge will inditce an iw.ecoiiomic bypass

opportxmi:ty for CRF-S providers at the expense of the Company's customers aud the Company

itself, and an RPM-based charge will not foster efficient competition. (AEP Ohio Initial Br. at

18;ABPC}hicrEx 105 at7.)

It is a matter of basic ecomormcs that CRES provi.ders will increasingly enter the inas.•ket

the loNver their price of capacity drops - there is little doubt that market ezrtry would increase

even inore rapidly if the Coirspany were ordered to charge noibin.g for its capacity. That imrease

in "competition," however, is tmsusTainable. It wifl serve only to create a market of free riders

that likely could not compete if capacity were priced at a reasonable amotmt and will zrot foster
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the development of a robust and efficient anarket for competitive retail electtio service in glli:o.

(AEP Ohio ^'nitiai Br. at 18.) Stxch art^icial and saxanufacturec3 "competition" for °`campetitiazs's"

sake does ztot benefit customers in the long ran arcd, in fact, is likely to harm customers

(shopping atzd nonshopping), AEP Ohiv, and the state economy. (See AEP Ohio Initial W. at

18-19, 29-3 1.)

The Co;rur*ission's Jialy 2Opiixi.on and Order disregards the .harzns to customers, the

Co:nipany, and the State as a whole that are likely to occiir in favor of flooding the m£crk:et with

unsustainable competitive retail electric service. That decision is uuteasonable amd imlawfu:t and

sbotiici be reversed and modified on rehearing.

D. It was uwvasonabie and unlawful, as well as unnecessary, for the
Cornmi%ssion to eg:tend RPM., pricing to customers that alrea.dy switched
based on a capa+eity price^ toCRES providers of $2551IVW-day,

In the July 2 C3p%ni.on :and Order, the Commission "diiect[ed] AEP-Ohio to cbazge CRES

providers the adjusted fma3 zonal PJM RPM rate in effect for the rest of the RTO region for the

calrrent P1M deliveiy year:" July 2 Opinion and Order at 23. TheCa.uanussiou did so, as

discussed above, to "promote retail electric competition." Id In addition to the other reasons

discussed elsewhere in this application for reheaz-iug, the Commissiou's decision was

unreasonable in that it failed to account for the fact that a significaut muabez of customets

switched to competitive retail electric smice wi.ien the price of capacity was $255INfW-ciay.

As the Company explained in its postheaiing biiefs, AEP Ohio witness Allen

demonstrated, and RESA witness Ringenbach confitm.ed, that CRES providers have made offers

and customers have switched when at a capacity charge of $255/MW-day. (AEp Ohio Initial Br,

at 17-18.) 'I'hris, retail electrze competition was beangpromoted 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 conmienced, thus, there is no conceru that acustoarter or £'R.ES provider entered into

siich an agreement with the expectation the capacity charge waxiId be based on RPM. For this

reason, it is umecessary for the Conunission to intezvene by ordering that CRES providers pay

AEP Ohio RPM rates with respect to those retail contt•acts that were entered into based on

$25 5/3.4'^`V-day pricing.

Tliroughzts July 2<3pi3riort and Order, the Coinmission has created a significant windfall

for CRES providers sening ctlstcmers who entered izzto retail contracts based on $255/MW-day

capacity pricing - to the Company's finariciai deh-irnent - and there is no requirenient or

guarantee that those retail c-ustomers kvili realize any financial benefit. ITow, instead ot'receivi.ng

$255./NSW-day for capacity sitpplied to the CRES provider serving a ctistomer under sttcii an

agreement, the Company tiviil receive a near-zero RPM-based p4iee aud a defeYral, whieh wiii

total less than the amotuat to which it was previously entitled, and which has no recovery

tnechanism„ This result is rmreasonablo and unl.awf-uI: The Commission should coiTect this

shortcrrmin- on rehearing and except from its decisitsn any coatracts entered into for which

capacity was pzioed at $255/MW-day.

E. It was uureasaztable and unIa'tvful for the Commission to t•oIy criticafiy on the
policies set forth in RX. 492$.02 and 4928.06(A) to Justify reciucing CRES
prnviders' price of capacity after the Co.mmissian f+aund that R.C. Cliapter
4928 does not appl;y to AEP Ohio's capacity charges to CRES providers.

Addr.essing IEU Ohio's contention that the Conmiission lacks stakirtory authority to

approve a cost-based rate for capacity available to CRES providers in the Ctampauy's service

tezritory5 the Co.tmnissioo stated that it is not required to d.etenrsne whether the smvice is

competitive or non-competitive iarsder R.C. Chapter 49298 because it is not a retafl service. Sitty 2

®pinion and Order at 13. Specifically, the Commission stated:
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3EU-t3hio contends that the Commission mtst detennine whether
capacity setvice is a competitave or noncompetitive retail electr'sc
sei•uice puimia.nt to Chapter 4928, Revised Cocie. .Si'ctioit
49:28-05(A)(1), Revised C-ode, provides that competitive retail
eleciric service is, to alarge exteut, exempt froni supervision and
regulation by the Commission, inrtuciiiag pairsraaut to the to the
Commission's generai .supervisory authority contained in Sections
4905.04, 4905.05, 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 to
supeivision and regtiiatiou by the Commi.ssion. Prior to
detezru:ining whether a retail eiectzic service is competitive or
noncoru.petitive, hQwevez:, we must first confuEn ttt.at. it is indeed a
retail electric service. Section 4928.01(.A.)(27), Revised Code,
defines a z•et.ail elecirie sennce as "any service invoived in
supplyiug or aiianging for the supply of electricity to ultimate
consumers an this state, from the point of generation to the point of
carrsumptiian." °In, this case, the electric service in question (i.e.,
capacity service) is provided hy AEP-t3}1io to CRES providers,
unth CRES providers compensati.ug the Company in ret€irn for its
FRR. capacity obli.gations. Stich capacity senice is not provided
directly by AEP-Ohio to retail cttstoiners. Attitougli the capacity
service benrefits shopping customer.s in due course, they a`e
initially oue step removed from the transaction, wlxich is rnore
appropriately c1iazacterize€t as an hitrastate wiaolesaie matter
between AEP Ohio and eacl3 CRES provider operatityg in the
Gompat3y's seivi4e territory. As f1EP-C3hi:o notes, many of the
parties, in:clud^:n.^ the CQmpany, regard the capacity compensation
assessed by the Compauy ,to CRES providers as a wholesale
matter. We agree that tlre provision of ccrptaci4J for CRES
providess b3- AEF'-C11ria, pirrsrtant to the Co;rrpcrrt3>'s .!^' .RXt c.qpcrczt^l
ohlrgations, is riot a retail eleeti ic service as d^fin€d by Ohgo laiv.
Accordtragl,y, wa fr'nd it unnec.essary to deternafrze wFiethes- capach)=
service is coP23'lde3'F,d a t.oJ11p-of7.five 43t' Ttf7i?C0773pelAtTirE set V24'e
under- Clzapger 49-78, Revised C`acDe.

Id (emphasis added, intenzal record citations omitfed). The Cosnuzission tlaus deteYxrimed that

R.C. Chapter 4928 is inapplicable to AEP Ohio's capacity charges to CRES providers. See also

id. at 22 C"Altlzotrgb Chapter 4928, Reviseti Code, provides for market-based pricizig for retail

electric generation sa-vice, tliose pr avasions do not appli; because, as we noted earlier, capacity is

a cvhoieWe rather than a retail service:) (eau.phasis added).
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^he CoroanzssiorL weat on, liowever; to order that the Company supply capacity to CRES

providers at RPNI-based prices because RPI\4-based capacity priciug because it wouid

"advanc[ei the state policy objectives of Sectioir 4928,02; Revised Code, which the Camruission

is required to effectuate pursuant to Sectiorz 4928:06(A); Revised Code" Id. at 23. That

rationale plainly cantra,dicts t3ze Commission7s own determin.atiorr that R.C. Chapter 4928 does

not a 1 to AEP Oliio's capacity cligrges.

The Cczinzu.issioz2 is not authorized to pick- and choose to appfiy only some provisions of

Chapter 4928 to the Company's capacity sezvice. Either the service is a retail eleettiic service,

and therefore sazbjeet to R.C. Chapter 4928, or it is ncit. The Comnrissirrn went to great lengt.hs, to

explain why AEP Ohio's capacity service is a wholesale and not a retail electric service. It may

not make that deterinination and then rely on inapplicable statut4ry provisions to iustify its order

to reduce CRES providers' cost of capacity to a fractional RPM-based rate. Accordingly, the

Couamission's decision to rediice CRES providers' cost of what the Coi3amissionlias conclcidetl

is wholesale capacity below the cost-based charge to which the Company is entitled was

unreasonable, zvxthout statutory basis, and tml.awffiil.. It slzc,arld be reversed on reheazittg and the

Company should be authorized to collect a capacity charge from CRES providers eqraivalet}t to

its eznbedded costs:

ili. ItWa.s Unreasonable And Unlaw^.l`".ui Fax The C:omnissitaa'T'o Fait To Adciress The
Merits (lf AEP Ohio's January 7, 2011 Application For Rebiearing,Which The
Cuzriunfssion Granted On February 2; 2011 For The: Purpose Of Furtitcer
+Considlering It, I-n The July 2 Opiation: and Order,

The Cojnuussron initiated this proceeding by entsy on Deeeuiber 8, 20191, inrespcrtisc to

AEP Ohio's November 2010 application to the Federal Energy Regalatory Commission

("FERC"^ propo-sing to change the basi.s for compensation for its capacity costs under Section

D.8 of Schedule 8.1 of the Reliability Asslirance Agreement ("RA.A") from an. RPM-based rate
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to a cost-based rate. See December 8, 20 10 Entiy at l.'The Conuct-i.ission sought comments

from interested parties on a uutuber of issttes that the Gonnnissian believed would assist it to

"determiiie the impact of the proposed chaxige to AEP-E?iiio's capacity cbarges." .Id. at 2. The

Ctsmniission also adopted RPM -based price for capacity as the state compensation mechanism

dciring the pendency of its review. Id.

AEP Ohio filed an application for reiie,aiing of the Commission's December 8, 2010

Entry Meceanber SEn.try") on January 7, 201I, argiaing that the entry was ttureasonable and

tufflawfiil in several respects. See 7anuaiy 7, 2011 Appl. for Rehearing. The Comparay argued,

Tnter alia, that the C:oninission lacks jurisdiction imder both Federal and Ohio law to isszie an

order affecting wholesale rates regulated by the pERC and that poi•tions of ilie Coann3Yssion's

Deceraber 8 Entry conftict with and axepreeuipted bv federal law. Id. ®n Febnaarv 2, 201 l,

the Corrunkssiou granted the Company's application for rehearing for "ftaa-ther consideration of

the matters specified" therein. Febrktary 2,2011 Entty on Rehearing at 2.

The Commission has not issued a decision on the €nerits regarding the argtun:ents raiseci

in the Company's Jauuary 7, 2011 application for rehearing. The J►i1y 2 Opinion and. Order,

while apparently intended to address all outstanding issues in t3us proceeding, does not mention

the J"antiazy 7s 2011 applicatien for rehearing and does not specifically address any of the

argwaeuts raised therein. The Coiranissian thus has erred in failing to eithea' grant or deny the

Jaiwary 7, 201:I application for rehearing. This ei ror slzuuld be corrected on rehearing of the

JtiIy 2 Opinion and Orcier.

65

-71



Cf)NCLLT"ION

For the foregoing reasons, the Comniission shou3.d grant rehearing and should reverse and

modify its 3ti1y 2Opi.uion and Order.

R.espectfifflyy subini:tted,

IIsI Steven T. Tourse
Steven T. Noiu.se
Matthew J. Sa.tierwhite
Yazen Alami
American Electric Power Sezviee Cozporation
I Riverside Plaza, 29"' Floor
Coli€nibius, #lhio 43215
Telephone: ({14} 71 G-16 U6
Favc. (614) 716-2950
Email: stnotirse t^3i aep.com

mjsatteicvhite@aep.com
ya3ami,aep.oom

Daniel R Conway
Christen M. Moore
Porter Wright Monis & Arthur LLP
41 S. High Street, Suites 2800-32{70
Cohuubus, Ohio 43215
Telephone: (614) 227-27743
Fax: (614) 227-2100
Email: dcon.way@3portezwnight_cozu

CIII.(boFe(I;^J(31lef"WTl.bht.CC1IT1

On behalf of tJWo Power Company
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