
IN THE SUPREME COURT OF OHIO

LNDUSTRIAL ENERGY
i.TSERS - OHIO,

Appellant,

V.

THE PUBLIC UTILITIES
COMMISSION OF OHIO,

Appellee.

Consolidated Case No. 2012-2098
2013-0228

Appeals from the Public Utilities
Commission of Ohio

Public Utilities Commission of Ohio
Case No. 10-2929-EL-lJ lliC

FOURTH MERIT BRIEF OF APPELLEE/CROSS-APPELLANT
OHIO POWER COMPANY

Samuel C. Randazzo (0016386)
(Counsel of Record)

Frank P. Darr (0025469)
Joseph E. Oliker (0086088)
Matthew R. Pritchard (0088070)
McNEEs WA[.t,,acF & NURICK LLC
21 East State Street, 17t1' Floor
Colulnbus. Ohio 43215
Telephone: (614) 469-8000
Facsimile: (614) 469-4653
sa.nv^,znwncmh.com
fdarr(rv,mwncna.h. c oin
j o likerCe;mwiicmh. com
mpri tchard(a;mwncnih.corn

Courasel, f or Appellant;
Industrial Energy Csers - Ohio

si

Steven T. NotXrse(0046705)
(Counsel of Record)

Matthew J. Satterwllite (0071972)
AMERICAN ELECTRIC POWER CORPORATION
I Riverside F'laza, 29"' Floor
Columbus, Ohio 43215
Telephone: 614-716-1608
Fax: 614-716-2950
stnourse(^,)aep.corn
mj satterwhite((vaep. corn

;faznes B. Hadden (0059315)
Daniel R. Conway (002 3058)
L. 13radfiel.d Hughes (0070997)
PORTER WRIGHT MORRIS & AR"t'I-IL`R. LLP
41 South High Street
Columbus, tJliio 43215
Telephone: 614-227-2270
Fax: 614-227-1000
dconway c porterwright.corn

Cnunsel.for Appellee.%CrossAppellafzt
Ohio Pawer Company

;..

^.,,..:^ .,



Mark Hayden (81077)
(Counsel of Record)

FES SERVICE COMPANY
76 South Main Street
Akron, OH 44308
Telephone: (330) 761-7735
Fax: (330) 384-3875
haydenm^ FI;Scorp. cortm

James F. Lang (0059668)
N. Trevor Alexander (0080713)
CALFEE, HALTER & C3xIswol,U LLP
1405 East Sixth Street
Cleveland, nI-I 44114
'I'elephone: (216) 622-8200
Fax: (216) 241-0816
jlang c^;calfee,com
talexander@calfee.coxn

Counsel, for Al?pellctnt/C.'ross-Appellee
FirstEnergy Solutions Corp.

David A. Kutik (0006418)
Allison E. 1-laedt (0082243)
JONES DAY
901 Lakeside Avenue
Cleveland, 01-144114

`I'elephone: (216) 5 86-3 93 9
Fax: (216) 579-0212
dakutik ^t^jonesday.com
aehaedt^a; j onesday.corn

Counsel, fot° Appellcznl /C.'ross-Appellee
Fir,stEnergy,5'olutic3nsC;'orp.

Jeffrey A. Lamken (PHV -4120-21}13,
admitted prohczc vice)
Martin V. Totaro (PHV - 4122-2013, admitted
pro hac vice)
MOLOLAMKEN LLP
The Watergate, Suite 660
600 New Hampshire Ave., NW
Washington, D.C. 20037
Z'elephone: 202-556-2000
Fax: 202-556-2001
j lamken,̂z;rnololamken.conl
m.totaro(a^mololamken.com

Counsel for .flppellee/Cross-,Jppel7ant
Ohio Power Cornpuny

Michael DeWine (0009181)
Attorney General of Ohio
William L. Wright (0018010)
Section Chief, Public Utilities Sectiozi

John H. Jones (0051913)
(Counsel of Record)

Thomas W. McNamee (0017352)
Steven L. Beeler (0078076)
Assistant AttorneysGenera.l
Public Utilities Commission of Ohio
180 East Broad Street, 6th Floor
Coluinbus, Ohio 43215-3793
Telephone; 614-466-4397
Fax: 614-644-8767
william.wrightGpuc. state. oh.us
j nhn. j ones@puc.state.oh.us
thornas.mcilainee@pue.state.oh.us
steven. beeler@puc. state.oh.us

Counsel, for° Appellee
Puhlic Litilities Cornnzission o,f Ohio

ii



Bruce J. Weston (0016973)
Ohio Consumers' Counsel
Kyle L. Kei:n (0084199)
(Counsel of Record)

Assistant Consumers' Counsel
Melissa R. Yost (0070914)
Deputy Consumers' Counsel
Office of the Ohio Consumers' Counsel
10 West I3road Street, Suite 1800
Columbtis, OH 43215-3485
1`elephone: (614) 466-9585 (Kern)
Telephone: (614) 466-1291 (Yost)
Facsi:mile: (614) 466-9475
hern;c^occ. state. o h,us
yost(a;occ.state.oh.us

C:ounsel for Apj)ellant/C'resss-,4pj)ellee
Office of'thc Ohio Consumers' Counsel

iii.



TABLE OF CONTENTS

TABLE OF AUTHORITIES . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . ... .. . . . ... . . . . . . . . iv

INTRODUCTION . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .... i

LAW ANI) ARGUMENT ................................................ . ............ ............

Proposition of Law No. VIII: The PUCO may not reduce AEP Ohio's cost-based capacity
rate using an energyY credit that incorporates demonstrably inaccurate inputs................. 1

A. The Commission Adopted A Static Shopping Assumption That Is Against The
Manifest Weight Of The Evidence And Results In An Unreasonably
And Unlawfully Overstated Energy Credit ................................................... >....1

B. The Commmission Fails To Refute That Its Energy Credit Methodology Is
Based On A Model Whose Inputs Cannot Be Meaningfully Evaluated Or
Tested . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3

C. The Cominission's Adopted Model Was Not Properly CaIibrated ...............4

D. The Commission's Adopted Model Erroneously Incorporates Traditional OSS
Margins, Unreasonably Captures Margins from Non-Shopping Customers,
and Disregards the Ianpact of The AEP Pool on Such
lYLargins...... ... ........ ... ...... ... ...... .... ......................... ...................... .5

l. The adopted energy credit improperly reflects more than the
Increm_ental OSS margins created by "freed up" energy associated
with the capacity supplied to CRES
providers. ... ................................................................. .. . . . ...G

2. The energy credit unreasonably imputes a fictional market-based
margin for non-shopping customers and incorporates that credit to
offset the capacity charge for shopping load, creating an unreasonable
and unlawful subsidy and confiscating margin to which AEP Ohio is
entitled through its SSO rates ................................. .. .........7

3. The adopted energy credit unlawfully fails to reflect operation of the
FERC-approvedPool...................... .................................. .. ...$

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 ...................9

lv



A. IEU, FES, And OCC Conflate Analytically Distinet Legal Theories . .. ......... 10

B. IEU, FES, And OCC Fail To Rebut AEP Ohio's Application Of The Pensi
Central Three-Part Test .. ... . . . .. . . . . . .. . . . .. . ... . . . . . . . . . ... .. . .. . . .. ... . . . . . . .. ....11

CONCLUSION . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .. . . . . . . .... . .16

CERTIFICATE OF SERVICE

v



TABLE OF AUTHORITIES

CASES

Aharca v. Fraraklin County Watc'r Dist., 761 F.Supp.2d 1007, 1060 (E.D. Cal. 2011) ................5

Aiizerican Electric Potiver 8ervice Corp., 32 FERC ^ 61,363 (19$5) ............ ... ..............8

.Fed. Power Cotiim. v. Hoxre 1Vatural Gas Co., 320 U.S. 591, 602 (1944) ... ... ... ....... .............10

I.S'O New England. Inc. & Ne-w England Power Pool Participants Comm. Neiv England Power
Generators !tssn., 138 hERC ^ 610?7 at^ 138-39 (Jan. 19, 2012)... ........... ...... ...14

.Iersey Cent. Poi-veJ• & Light Co. v. Feclerctl Energy Regulatory Comm., 810 F.2d 1168
(D.C. Cir. 2004) ...... . .. ........ . <.......... ............... ......... ............. ..............................10

r1^tarket St. I?. G`o. v. R.R. Comm. of Califoynia, 324 U.S. 548, 567 (1945). .. ... ... ... .. ..........10, 14

MississippiI'ower & Light Co. v. 11!lississippiex rel. Moore, 487 U.S. 354, 357 (1988) .... .........8

Penn Cent. TranSp. Co. v. ,^euv York C'i.ty, 438 U.S. 104, 123-128, 98 S. Ct. 2646, 57 L. Ed. 2d
631 (1978) .. .... ...... . .. ......... ................................. ... ............... .. .. ............9-11, 13, 15

P. R. 7'el. Co. v. Telecomms. Regrulutory I3d. of F'. R., 665 I`.3 d 309 (1 st Cir. 2011) ....... ..... ......10

Puh. Serv. Co. ofJN%evv Hampshire v. 1Vew McmpshirePub. Util. Comm., 1221tir.H. 1062,
1071-73, 454 A.2d 435 (1982) ........................................ ....................................11

Wymsylo v. I3crr-tec, Iyic.; 132 Ohio St.3d 167, 2012-Uhio-2187, 970 Iv.E.2d 898, 1,1 55.. e.,........15

vi



INTRODUC'I'ION

I'h.e State Coinpensation Mechanisa:n (SCM) adopted by the Commission goes a long way

toward establishing a capacity rate that balances the needs and interests of a variety of

stakeholders, including consunlers, CRES providers, and AEP Ohio. But the SCM incorporates a

dramatically overstated energy credit that artificially suppresses the netcapacity charges. In

calculating that credit, the Commission used a static estimate of the shopping rate that was well

below empirical experience even before the Commission ruled. The Commission also improperly

incorporated revenue that is unrelated to the capacity sales to CRES providers at issue here; and

the Comnlission used a black-box model from another (undisclosed) context that was never

calibrated to AEP Ohio and the circuimtaneeshere. Public welfare and the Constitution alike

require that AEP Ohio receive just coznpensation for the capacity it provides to CRES providers.

lf the C;oui-t does not allow A_E,P Ohio to defer incurred capacity costs not recovered from CRES

providers, at the very least the Court must provide some mechanism for affording AEP Ohio the

"just compensation" - the difference between AEP Ohio's capacity costs and below-cost RPM

rate - that the U.S. Constitution requires.

LAW AND ARGUMENT

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.

A. The Conamission Adopted A Static Shopping Assumption That Is Against
The Manifest Weight Of The Evidence And Results In An Unreasonably
And Unlawfully Overstated Energy Credit.

As AEP Ohio explained in its Second Merit Brief, the Commission produced a

dratnatically inflated energy credit by incorporating a static, 26.1 % shopping assumption that

was agaiTist the manifesi weight of the evidence. (AEP Oliio Second Br. at 42-47.) In response,

the Coznmission points to its finding on rehearing that "the level of shopping wilI continually



fluctuate in botll directions." (PUCO Third Merit Br. at 12, citing First Rehearing Entry at 35,

I1;U Appx. at 124.) But that "finding" has no basis in - and disregards - the record evidence. The

record evidence showed that theCoznmission expected and, indeed, insured by its actions that

shopping would go only in one direction -- u ŵX ^ard.

No evidence was adduced at hearing that suggested shopping would decrease or would

remain at or near 26.1 % dLU-ing the term of AEP Ohio's ESP. "I'o the contrary, AEP Ohio

preserrted evidence that the shopping rate in its service territory had increased substantially

above the Commission's chosen 26.1% figure even before the hearing regarding A.f;I' C)hio's

capacity chcirge concluded - increasing at a rate of niore than 4% in one month. (See AEP Ohio

Ex. 142 at 21 (shopping in AEP Ohio's service territory increased from 26.1% as of March 31,

2012, to 30.19% as of Apri130, 2012).) Other evidence likewise demonstrated that shopping will

continue to increase - up to as high as 71.3°A due, in part, to the low prices for capacity that the

Commission oi-dered AEP Ohio to cbarge CRES providers. (.See RESA Ex. 102 at 3, Add. Supp,

at 2 ((16,942 GWh + 17,490 GWh)r'(48,261 GWh) = 71.3%0).) The Commission siniply

disregarded this evidence when it chose to adopt a 26.1% static shopping assuniption that was

already incorrect by the time the hearizig concluded.

The Conimission's contrary finding that shopping couldfluctuate not only above but also

below the 26.1% rate during the term of AEP Ohio's ESP has no rnerit. That Iinding contradicts

the Commission's stated intention that its decision in the CCapacity Case "stimulate competitioir

among suppliers in AEP Ohio's service territory" and thereby :increase sliopping. CcrpacityOrder

at 23, IEU Appx. at 67; see also First Rehearing Entry at 6,1'EU Appx. at 95 (noting that the

Coinmission "directed that AEP-Ohio's capacity charge to CRES providers should be the RPM-

ba.sedt:ate * * * on the basis that the RPM-based rate will prornote retail electric competition");
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id at 40, IEU Appx. at 129 ("[W]e believe that a capacity charge assessed to CRES providers on

the basis of RPM pricing will advance the development of true competition in AEP-Oliio's

service territory."). Indeed, the Commission concedes that its adopted shopping assunzption

"reflected the eurrent1evel of shopping in AEP-Ohio's service territory at the time of EVA's

analysis," but does not reflect the actual shopping taking place at the time of its decision or

account for its projected future increases. (See PUCO Third Br. at 12)

The impact is signiflcant. 'I'he Conlmission shou.ld account for actual shopping levels in

the record at the time of the Commission's decision. It should also account for the Commission's

own fmcling.s that shopping levels will substantially inerease -not decrease - under the RPM

pricing regime. 'Che fai.lure of the Commission's energy credit to reflect those changes in

shopping renders its ruling contrary to the manifest weight of the eVidence and. as a result,

unreasonable and unlawful. "I'he Court should remand this case with instructions to the

Cornmissi.on to correct this failure by adjusting the energy credit based on an appropriate, non-

static shopping assumption. At a minimum, the Court should instruct the Commi_ssion to adjust

the rate to actual shopping levels in the record at the time of the Commission's decision.

B. The Commission Fails To Refute That Its Energy Credit Methodology Is
Based On A Model Whose Inputs Cannot Be Meaningl"ully Evaluated Or
Tested.

The Commission argues that the model it adopted used "lmown r1I11P-Ohio specific inputs

that can be meaningfully evalu:ated." (PUCO Third Br. at13-14.) The witness who originally

sponsored the model, however, testified that all the data that was used in the model was either

embedded, off-the-shelf, already default data, or was provided by somebody else who was not

present to testify about it. (Tr. IX at 18657 Add. Supp.' at 5.) .He cotrld riot identify or describe,

amongother tllings, what data was used in the model's coal forecast (ici. at 1844, Add. S upp. at
- - - --------- -

"Add. Supp." rcfersto AEP Obio's Additional Supplcmental being filed contemporaneously with this brief.
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4), what reserve nlargin the model utilized (id at 1872, Add. Supp. at 6), or the vintage of the

data used in the modeling. (Id. at 1873-1 874, Add. Supp. at 7-8)

Ms: :VTedine, the second witness called to defend the model, and whom the Conrnlission

characterizes as "the better witness for the model inputs" (PUC^Third Br. at 14), also could not

answer even basic questions such as the reserve margin used in the model. (5'ee, e.g., Tr. X at

2208; Add. Supp. 10) Moreover, her hearing testimony directly contradicts the Commission's

contention that the model used AEP Ohio-specific inputs. (See, e.g., id. at 2257-2258, Add.

5upp. at 14-15 (stating that the model used 2011 coal purchase data from the U.S. Energy

Information Administration, not AEP Ohio-specific data).) One of the only things that is certain

about the Commission's method is that matly of its inputs were not based on known AI;I' Ohio-

specific inputs. Simply put, the Commission has not denionstrated that its adopted model is

supported by the record. For this reason, its adoption of the model was unreasonable and

unl awful.

C. The Commission's Adopted Model Was Not I'roperllv Calibrated.

The Commission's eontention that the Aurora model it adopted for calculating the energy

credit was properly calibrated (PUCO Third Br. at 15-16)is also devoid of any record support.

To the contrary, the record evidence before the ComnZission clearly demonstrates that the model

was not properly calibrated. (See AEP Ohio Ex. 144 at 10-1 l, Supp. at 380-381; Tr. X at221O-

2211, 2163-21 64, Supp. at 597-598, 593-594.) Indeed, one of the Commission Staffs witnesses

sponsorinc-, the model testified at hearing that the model was not caliha°ccted: for AEP Ohio. (Tr. X

at 2210-2211, Add. Supp. at 12-13) And, althotrgh she claimed (and the Coxnmission now

ar(yues) that the model was calibrated for some other project for the federal goveriuilent, she

refused to discuss what that project was, what was done to calibrate the model to that project, or

4



whether the outputs from that engagement were benchmarked to historical market perfornlance

or clearing prices. That denied AEP Ohio and the Commission any meaningful opportunity to

evaluate the z-nodel's accuracy for the purpose to itrhich it was put in this case. (See id at 22 09-

22 10, Add. Supp. at 11-1?) I'he failure to properly calibrate the model was a critical error,

caused the model to be unsuitable for its intended use, and resulted in outputs that were

inaceiu-ate. (AEP Ohio Second Br. at 45.) Moreover, had this "most basic step" in any modeling

analysis been zrndertalcen, it would have revealed that the model's final run overstated gross

energy nlargins by more than 20%. (Id.) "[C)alibration is a`critical' and `valuable'step that

ensures that model simulation matches the field observation to a reasonable degree." Abarca v.

Franklin County 111'atet° Dist., 761 F.Supp.2d 1007, 1060 (E.D. Cal. 2011).

As with the Company's other concerns about the energy credit model, AEP Ohio's

challeilges to the niodel's calibration fell on deaf ears. Those concerns were z-iot challenged by

any other party to the case, and the C'ommission did not address them. Rather, in response to all

of AEP Ohio's comments, the Commission stated oiily: "(W)e do not believe that the Company

has demonstrated that the inputs actually used by EVA are unreasonable." Capacif^ C'ase, Entry

on Rehearing at 35, Add. Supp. at 16. But that does not address the model's lack of calibration -

i.e., the undisputed fact that there was no effect to recalibrate it from its prior (undisclosed) use

on a. government project to itseurrent use of calculating an energy credit for AEP Ohio. Because

the energy credit is based on the results of that uncalibrated and unreliable model, this Coui-t

shorrld set aside the Commission's calculation of the energy credit and remand for further

proceedings.

D. The Commission's Adopted Model Erroneously Incorporates Traditional
OSS Margins, Unreasonably Captures Margins from Non-Shopping
Customers, and Disregards The Impact of the AEP Pool on Such Margins.

5



"I'he Conuiiission's adopted energy credit suffers from three further, fatal, defects. it

(1) erroneously incorporates OSS margins not associated with capacity used to support shopping

load; (2) improperly inlptites a nlarket-based margin for non-shopping customers; and (3) does

not adjust OSS margins to take into account AEP Ohio's 40% Menlber Load Ratio ("MLR")

under the FERC-approved Pool agreement between the companies in the AEP East Systern..

Those errors, both individually and in the aggregate, significantly overstate the energy credit and,

correspondingly, result in an understatement of the Company'scost-based capacity rate.

Presented with these errors, the Commission, characterized the issue as a mere "difference in

methodology," Cupacitv Cuse, Order at 36, and said nothing further. The Conimission takes a

similarly d'zsniissive approach in. its "l'hird Merit Brief. (See PUCO `Third Br. at 16-19.) But any

energy credit that incorporates these plain errors is by definition unreasonable and unlawful.

1. The adopted energy credit improperly reflects more than the
Incremental OSS margins created by "freed up" energy associated
with the capacity supplied to CRES providers.

The approach that the Commission adopted to set the energy credit incorrectly assumes

that AEP Ohio's MLR share (currently 40%) of all OSS margins is retained and available to

offset the costs of capacity that is furnished to CRES providers. In other words, the energy credit

does not just incorporate profits from wholesale energy sales made possible, z.E., "freed up," as a

result of capacity furn.ished to CRES providers (as is ordinarily appropriate). Instead, it also

commandeers profits from tvholesale energy sales made using other surplus generation capacity

(traditional OSS energy margins) unrelated to the capacity sold to CRES providers.

I'hat is inappropriate. Incorporating AEP Ohio's margins realized from wholesale OSS

energy sales that are completely separate and independent from its supply of capacity to CRES

providers confiscates those margins. If the energy credit must account for OSS tnargins, only

6



those attributable to "freed up" energy associated with the capacity being sold to a CRES

provider should be included. An analogy makes that clear: If Ford Motor Companv were

required to provide gasoline car engines to competitors, it might be appropriate to reduce the

compensation it received to accouiit for the fact that doing so allowed Ford to generate additional

revenue by sellizlg more scrap metal on the market and providing buyers with replacement parts.

But one wot>ld never reducetlie compensation to be paid because Ford also makes money by

selling scrap metal from and supplying replacement parts in connection with its separate diesel

truck division. That would in effect confiscate tulrelated profits. Yet that is in essence what the

Commission did to AEP Ohio here.

Because the Commission disregarded AEP Ohio's arguments on this point and adopted

an energy credit that unreasonably strips from the Company the margins froin its traditional OSS

revenues, its decision is arbitrary, unreasonable, and against the manifest weight of the evidence.

This Court should not sanction the Commission's confiscation of unrelated margins. `1'he case

should be remanded with instructions that, to the extent any OSS margins are included as an

offset in deterniining the energy credit, only those margins actually attributable to wholesale

energy sales "freed up" by capacity sold to CRES providers should be used.

2. The energy credit unreasonably imputes a fictional market-based
margin for non-shopping customers and incorporates that credit to
offset the capacity charge for shopping load, creating an unreasonable
and unlawful subsidy and confiscating margin to which AEP Ohio is
entitled through its SSO rates.

'I'here is no dispute that the Cominission's energy credit methodology assumed that 100%

of the retail energymargiYls it imputed is available and can be used to offset the cost of capacity

that AEP Ohio is required to furnish to CRES providers. This aspect of the energy credit

m.etllodologv is patently unreasonablefor multiple reasons. First, the energy credit should not

7



incli7de an offset for OSS margins related to non-shopping load, Such an offset confiscates a

portion of the SSO generation revenue collected from iion-shopping customers, under

Cornmission-approved SSO rates, and forces AEP Ohio to use those revenues to offset the costs

of capacity that CRES providers andretailciistomers are jointly responsible for paying.

Nloreover, when it proposed the energy credit, Commission Staff did not explain why any, let

alone all of the Company's imputed retail SSO margins should be co-opted for the benefzt of

CRI?S providers. Second, the Commission's adoption of a methodology that funds a capacity

charge discount through the use of SSO revenues also amounts to a subsidy of a competitive

service and, therefore, conflicts with Ohio's energy policy and basic economic principles.

3. The adopted eriergy credit unlawfully fails to reflect operation of the
FERC-approved Pool.

The Commission's methodology of imputing 100% of non-sliopping SSO margins as an

offset to CRRf ;S providers' capacity costs also unlawfully disre^;ards the correct operation of the

FERC-approved Pool, of which AEP Ohio is a member. AEP Ohio demonstrated at hearing that

imputing non-shopping SSO energy nlaxgins as "Retail Margins," and then providing 100% of

those margins to CRES providers, effectively increases the Member Load Ratio ("MLR") from

an actual 4U"/o (the level that AEP Ohio is allowed to retain under the Pool) to about 92% (a level

not permitted by the Pool). (AEP Ohio Ex. 143 at 10, Add. Supp,at 20) This greatly overstates

the anlount of margin that AEP Ohio retains under the FERC-approved AEP Pool Agreement

and provides a windfall at AEP Ohio's expense, particularly at the unreasonably low level of

shopping that the Commission's rnodel assumes. (Mat I0-11,Add. Supp. at 20-21.) The Pool is

under the FERC's jurisdiction and infringement upon its operation is preempted by federal law.

(See id. at 2, Add. Supp. at 18); Mississippi Poiver & Light Co. v. Ifissis.siI)I)i ex rel. J1:Iot1r•e, 487

U.S. 354, 357 (1988);14nierican Electric f'oti1^erSet°>>ice Corp., 32 FERC ^ 61,363 ) (1985).
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In substance, the Commission's flawed methodology confiscates revenues from AEP

Ohio's retail SSO sales and uses them to subsidize the lower wholesale rate paid to AEP Ohio

for capacity. (AEP Ohio Ex. 143 at 6,11, Add. Supp, At 19, 21.) This fictional imputation and

retention of energy margins substantially inflates AEP Ohio's retained energy margins and,

ultimately, the Coinmis;sion's adopted energy credit, resulting in a cost-based capacity rate that i.s

substantially understated. For this reason too, the Commission's adopted energy credit cannot

stand.

ln light of the record and the Comznission's failure to sttbstantively address thei^umerous

problems with its eisergy credit methodology and model, the Court should find that the

Commission's energy credit is unreasonable, unlawfiil, and against the manifest weight of the

evidence, and it should remand the energy credit to the Commission with instructions to correct

it and to zra.odify AEP Ohio's capacity rate accordingly.

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

The Supreme Court has confirmed that the Constitution places limits upon tl-ze

government's power to regulate in a way that amounts to a"taking" of property without just

compeiisati.oi1- even if the regulation deprives the owner of less than 100% of its interest. Penn

Cent. Transp. Co. v. New I'ork City, 438 U.S. 104, 123-128, 98 S. Ct. 2646, 57 L. Ed. 2d 631

(1978). Before the Commission and this Court, AEP Ohio invoked Penn Central's test and

showed, with record support, that: (1) the Commission's adoption of a non-compensatory price

for capacity would have a pernicious econoniic impact upon AEP Ohio: (2) no investor's

expectations would be met if a utility commission could fizld that a certain capacity rate is just

and reasonable, but then preclude the party generating the capacity fronl recovering anytliing

close to that rate; and (3) the character of such a regulation would compel an order of just

9



compensation. (&e AEP Ohio App. for Rehearing at 50-56 (July 20, 2013); see also AEP Ohio

Second Br. at 47-49.) IEU, FES, and OCC all cllallenge AEP Ohio's takings claim, but their

conteiitions lack merit.

A. IEU, FES, And C)CC Conflate Analytieally Distinct Legal Theories.

Disputing AEP Ohio's Penn Centi-al takings claim, IEU, FES, and OCC all relyupon the

U.S. Supreme Curt's decision in Fezl Power Coinni. v. 11ope .NcatuNal Gas Co., 320 U.S. 591,

602 (1944) and its progenv, such as rvlarket St. R. Co. v. R.1Z. Comm. of Califof°nia, 324 U.S. 548,

567 (1945). (See IEU Br. at 48 (describing Ilope Naturccl Gas as the "pinnacle case on this

issue"); see also id. at 49, citing A^larket St. R. Co.; FES Merit Br. at 36; OC;C Merit Br. at 19.)

But Hope iVUtural G'crs predated Penn Central by more than three decades. And it relates to an

analytically distinct legal theory also presented in AEP Ohio's Application for Rehearing - that

the Commission's Order is confiscatory, unjust, and unreasonable under the "end result"

standard. (,'^ee AEP Ohi_o App. for Rehearing at 45-50(Ju(y 20, 2013.) The Supreme Court has

noted that IfoPe NatatNal Gas was "reviewed pursuant to statute rather than under the Foui-teenth

Amei-idment" (Emphasis added.) Nlarket St: R. Cv., 324 U.S. at 566. And the en banc D.C.

Circuit has confirmed that Ilape Natur-al 6"as sets the "standard of judicial review when rates

ordered by an agency are challenged in court as failing to meet the statutory Yequire7nent that

they be `just and reasonable."' (Enlphasis added.) Jers°ey, Cent. PoWer & Liqht Co. v. Federal

Energ}) IZegulatory C'onnn., 810 F.2d 1168 (D.C. Cir. 2004).

AEP Ohio's Ninth Proposition of Law invokes Penn Cenlral's test to determine whether

a property deprivation is unsound because of constitutional requirements. Hope Vatural Gas, by

contrast, involved the statutory requirement of "just and reasonable" rates. Appellants have

muddled that distinction. But those two inquiries, while related, are "analytically distiiact
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claims." P.R. Tel. Co. v. 7t.^lecornrn,r: Regulatoly 13a/. of.P.R., 665 F.3d309 ( lst Cir. 2011). For

this Court to assess the merits of nEl' Ohio's constitutional takings claim, it should apply Penn

Central's three-part test and authority constiliing that test.

For example, the New Hampshire Supreme Court has cited Penn Central in support of its

holding that a. public utility commission order placing conditions upon the utility's future

issuance of securities resulted in an unconstitutional taking because it frustrated distinct

investment-lxacked expectations. 1'ub. Serv. Co. ofNew tlczrnpshil°e v. tlielaj Hanap,shire Pub. (1til.

Cornyn., 122 N.H, 1062, 1071-73, 454 A.2d 435 ( 1982). That case, like this one, stemmed from

an investigatory docket initiated by the state commission itself. Ir,l, at 1064. And that case, like

this one, resulted in an order mandating that the utility conduct certain future transactions under

specifie terms and conditions, which the utilit_y contended would amount to a partial taking. Id. at

1065, Quoting Justice 1-lolmes for the proposition that courts are "`in danger of forgetting that a

strong public desire to improve the public condition is not enough to warrant achieving the desire

by a shorter cut than the constitutional way of paying for the change,"' the New I=[ampshire

Supreme Court held that the commission could not deny the utility the financial means to

complete construction of a new generating unit "in,ithout adequafely conipenscrtingthe utility."

(Emphasis addecl.) Icl. at 1071. This Court should reach the same conclusion here. Penn Central

and the Talcings Clause preclude the Commission from denying AEP Ohio adequate

compensation for the capacity it generates, and must provide to CRES providers, even if the

Commission's Order stems from a "strong public desire to inlprove the public condition."

B. IEU, FES, And OCC Fai17'o Rebut AEP Ohio's Application Of The .Penn
Central Three-Part Test.

Addressing the first factor of the Penn Central test - the economic impact of the

regulation - AEP Ohio offered extensive witness testimony regarding the pernicious effect that a

11



non-compensatory capacity price would have. (AEP Secorld Merit Brief at 48). One witness, for

exarziple, testitied that "[t]heimpact on AEP Ohio's ability to be compensated forits costs has

become significant due to the treiM in auction prices, as well as the growth in shopping by AEP

Ohio customers whose CRESproviders takeadvantage of the capacity supplied by AEP as

opposed to supplying their own capacity." (AEP Ohio Ex. 101 at 7, Add. Supp, at 23)Aligning

the SCM with the PJM RPM price, he explained, would undernline the Company's ability to

provide ettstomr,rs with reliable and adequate service. AEY Ohio, he obsc:rvecl; "is not receiving

adequate compensation for performing its FRR capacity obligations, and the gap between its

costs and the coinpezlsation for those costs is increasing at an alarming rate," thereby

"threatening AEP Ohio's financial stability." (Ict. at 14, Add, Supp. at 24.) The Commission it.self

found that RPM rates were "substantially below all estimates provided by the parties regarding

AEP Ohio's cost of capacity" and found that under RPM priciiig AEP Ohio "may earn an

unusually low return on equity with a loss of $240 million between 2012 and 2013."

C'apcreity Order at 23; IEU Appx. at 67.

As fQrinterferencewith AEP Ohio's distinct investment-backed expectations, the second

element of the Peniz CentraZ test, AEP Ohio asked the Commission to take notice of the fact that

Standard & Poor's Ratings Service issi:ted a statement the followi.ng clc^y regarding the iinpact on

AEP Ohio's credit metrics:

[I]n the longer term we believe this change will likely erode credit
quality,'lUe would consider deferrals ofchan.ges in capacity prices
to be unsupportive of credit quality because cash flow would
decline, and could result in financial measures inconsistent with
the current r.atizig. lrt addition, the business risk profile of the
company is pressured as it transitions to an unregulated model for
generation in Ohio.

12



Standard & Poor's Research, July 3, 2012.2 It cannot seriously be contested that the

Commission's Order, if it precludes AEP Ohio from recovering the difference between its cost of

capacity and the RPM rate, will interfere with AEP Ohio's distinct investment-backed

expectations.

The third Penn Central factor - the character of the government regulation - would also

be met if the Commission is allowed to preclude AEP Ohio from recovering reasonable

compensation. Doing so would not "promote the common good," Penn Central, 438 U.S. at 124,

because it would remove any incentive to develop capacity. Neither AEl' Ohio nor anyone else

would buitd up new capacity if there is no possibility of recovering reasonable compensation.

Givea the strength of AEP Ohio's showing on these prongs of Penn Centrccl's test, it is

not surprising that IEU, FES, and nCC all fail to rebut the Company's application of the test in

their Third Merit Briefs. FES does not even cite Penn Central, much less dispute any of AEP

Ohio's related evidence at all. (FES Third Br. at 35-36.) FES merely argues, wrongly, that AEP

Ohio provides capacity "in a competitive market" and seeks "unprecedented guaranteed reventies

as if capacity is noncompetitive and subject to traditional rate regulation." (Id. at 35.) Given that

AEP Ohio is the sole and obligatory supplier of capacity, how FES can characterize the capacity

market as "competitive" is anyone's guess, and contradicts the Commission's express findings.

1EU similarly ignores Penn Central. Nor does it challenge any of the evidence cited by

AI;P Ohio in support of the Penn Central test. Instead, IEU relies on inapposite authority. (IEU

Tliird Br. at 48-49.) For example, IEU cites a 2012 FERC Order on Rehearing for the proposition

that "[FERC] has also recognized that since it has moved to a market-based compensation

approach for wholesale services, a traditional conf scation claim is no longer applicable." (Id. at

I
^Available at http:/,/`vunv.reuters.com/article/2012/07/0^')/idUSWNA036120120703; see also E:S'1'
II, Case No. 201.3-0521, Ex. A to A1,P Ohio Reply Post-Hearing Br. (July 9, 2009).
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49, citing IS'C)New England, Inc. & England Power Pool Participants Comna. Neti2, Englcrnd

Power Gener•ators Assn., 138 FERC T 61027 at^I 138-39 (Jan. 19, 2012).) But the Joint

Complainants in that case did not base their claim upon Penn Central; they invoked Hope

-'1TcrtuYCrl Gas and its line of authority. 138 I'1 RC: !; 61027 at ^ 138. 11ERC's conclusions in that

Ynatter,lnoreover, were expressly predicated upon the existence of a competitive market for

capacity:

As we emphasized, "the Con:zmission has no obligation in a
competitive lnarketplaceto guarantee [a resource] its fizll
traditional cost-of-seivice. Rather, in a competitive market; the
Commission is responsible only for assuriiig that [the resource] is
provided the oPportunity to recover its costs."

Id at ^i 140, quoting 113 FERC T 61,311 at 29 (underscoring added; italics in original). Btrt in

this case we have neither a competitive market nor the "opportiuaity to recover its costs" on

which FERC's opinion rests. As the Commission fotuld, a market with a single capacity supplier

(here, AEP Ohio) can hardly be deeined competitive - andtheevicieneeshowsAEP Ohio is not

and cannot recover its full costs. Finally,PERC's rejection of the confiscation claim in IEI_7's

cited Order was expressly based on FERC's finding that the resources in question were "not

corrapelled to provide service at a price that is unacceptable to them." (Emphasis added.) .Id.

Here, AEP Ohio must provide capacity to competitors. If AEP Ohio is precluded from

recovering the difference between its cost of capacity aiid the auction rate, it will be compelled to

provide service at an tmreasonably low price - precisely the condition abscnt in the FERC

proceeding FES invokes. T'hat supports the Company's regulatory takings claim.

OCC alone cites Penn Central and its three-part test (OCC Third Br. at 18.) But C)CC

fails to challenge any of the evidence and testimony the Company proffered in support of that

test. (Id at 16-20.) Instead, C)CC posits that because AEP Ohio "will be compensated for
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capacity from retail non-shopping customers and Marketers even if it does not collect the

capacity deferrals," that somehow precludes a Penn Central claim. (OCC Merit Br. at 18.) It

does not. But the Penn Cefatral test allows those (like AEP Ohio) who have not suffered

conaplete deprivations of all their property interests to pursue just compensation for partial

takings. Wj»nsvlov. Bartec, Inc., 132 Ohio St.3d 167, 2012-Ohio-2187, 970N.E.2d 898, "( 55.

And the fact that AEP receives proper compensation for ^ome of the capacity it supplies does not

permit the taking of capacity without just compensation elseNvh.ere. Consequently, OCC's request

to cancel the deferred recovery of AEP Ohio's capacity costs should herejected. If it is accepted,

then this Court should hold that "just compensation" (the difference between AEP Ohio's

capacity costs ancl the Rt'Iti%1 rate) is owed to AEP Ohio.
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CONCLUSION

For the foregoing reasoiis and those set forth in. AEP Ohio's Second Merit Brief, the

Court should grant the relief that AEP Ohio seeks in its cross-appeal.
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