COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION
In the Matter of:

APPLICATION OF KENTUCKY POWER
COMPANY FOR: (1) A GENERAL
ADJUSTMENT OF ITS RATES FOR
ELECTRIC SERVICE; (2) AN ORDER
APPROVING ITS 2014 ENVIRONMENTAL
COMPLIANCE PLAN; (3) AN ORDER
APPROVING ITS TARIFFS AND ALL OTHER
REQUIRED APPROVALS AND RELIEF

CASE NO. 2014-00396

N N N N N N Nt Newe’

KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC.’S
RESPONSE TO COMMISSION STAFF’S
FIRST SET OF DATA REQUESTS

1. Refer to the Direct Testimony of Stephen J. Baron (“Baron Testimony”), page 5, lines
15-21.

a. Provide the basis for the increase in transmission cost recovery of more than $35
million over the first three years.

b. Explain in detail how the proposal results in a substitution of Federal Energy
Regulatory Commission ratemaking for Kentucky Public Service Commission ratemaking for
recovery of transmission costs.

RESPONSE:
a. Please see attachment to Response to Staff 1-1.

b. As explained in Mr. Baron’s testimony, currently the Kentucky PSC determines the
overall retail transmission expense recovery for KPC by combining 1) the Commission’s
determination of KPC test year transmission revenue requirements associated with retail
transmission rate base and O&M expenses, with 2) the FERC determined OATT TO revenues
and 3) the FERC determined NITS and other OATT load expenses. Under the KPC proposal,
only items 2 and 3 will be considered, which means that the FERC will determine 100% of retail
transmission revenue requirements.
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2. Refer to the Baron Testimony, page 18, lines 5-11. Explain how the “2.5 times cap” was
determined.

RESPONSE:

The use of a 2.5 times cap was based on Mr. Baron’s judgment and reflects his opinion of
a reasonable level of mitigation in this case.
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3. Refer to the Baron Testimony, page 21, lines 5-8, which state, “There is nothing in the
proposed tariff that would provide for such changes. Without providing for such changes,
Kentucky Power may not be able to use interruptible load as a PJM capacity resource.” Provide
the changes KIUC would propose to Kentucky Power Company’s (“Kentucky Power”) Tariff
C.S.—LR.P. to address its concern.

RESPONSE:

Mr. Baron’s proposal in this case is a recommendation to the Commission to initiate a
collaborative process that would permit the Company, Staff and interested parties to identify any
required changes to the tariff that would permit continuation of the C.S.-IRP tariff in the event of
FERC approved changes to the PJM tariff. Please note that the FERC has now rejected the
proposed changes filed by PJM to its demand response program in Docket No. ER15-852-000
(order issued March 31, 2015).
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4. Refer to the Baron Testimony, page 28, lines 5-16, wherein Mr. Baron expresses KIUC’s
concern regarding the Biomass Energy Rider (“B.E.R.”) tariff. Explain why the concerns were
not brought forth by KIUC in Case No. 2013-00144."

RESPONSE:

It is Mr. Baron’s understanding that the B.E.R. tariff was not filed with the original
application. The B.E.R. tariff was filed mid-way through the case. As a result, KIUC did not
address the tariff in Case No. 2013-00144. KIUC’s primary focus in that case was on the
substance of the filing. Finally, KIUC understood that any tariff could be modified in a rate case,
which is what we propose in this case.

! Case No. 2013-00144, Application of Kentucky Power Company for Approval of the Terms and
Conditions of the Renewable Energy Purchase Agreement for Biomass Energy Resources Between the Company and
Ecopower Generation-Hazard LLC; Authorization to Enter into the Agreement; Grant of Certain Declaratory
Relief; and Grant of All Other Required Approvals and Relief (Ky. PSC Oct. 10, 2013).
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5. Refer to the Baron Testimony, page 30, lines 7-20, which describe an alternative recovery
mechanism for the B.E.R. tariff.

a. Explain why KIUC did not propose to make the first step a calculation of the
capacity portion of the biomass facility cost using the most recent PJM base residual auction, and
then use the residual amount as the energy value.

b. Confirm that KIUC’s proposal would put an additional amount of the biomass
facility costs on residential customers than under the current B.E.R. tariff.

RESPONSE:

a. KIUC believes that energy from the biomass facility should be priced at avoided
energy cost, which is best represented by the PJM market energy price. If the capacity value of
the biomass facility were priced to customers at the PJM RPM capacity price, there would be a
significant amount of unrecovered cost that exceeds both avoided energy and avoided capacity
cost (at least on a current period basis). From an economic standpoint, Mr. Baron believes that
allocating the excess cost on a demand basis will have less of an impact on customer usage (i.e.,
price elasticity is smaller) than if the excess cost were allocated on an energy basis.

b. Confirmed.
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6. Refer to the Baron Testimony, Exhibits SJB-2, SJB-3, and SJB-6. Provide an electronic
copy in Excel spreadsheet format of each exhibit with the formulas intact and unprotected and
with all columns and rows accessible.

RESPONSE:

See attached workpapers of Mr. Baron.
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7. Refer to the Direct Testimony of Lane Kollen (“Kollen Testimony”), page 8, lines 5-7,
which state, “I recommend that the Commission adopt a sharing of 90% to customers and 10% to
the Company for the SSC rather than the 60%/40% proposed by the Company.” Assume the
Commission were to approve the approximate $14.3 million of off-system sales (“OSS”) in the
proposed System Sales Clause (Tariff S.S.C.) tariff and Kentucky Power had no OSS in 2016.
Given that scenario, describe the impact of the 90 percent/10 percent versus the 60 percent/40
percent sharing on Kentucky Power’s retail customers.

RESPONSE:

Mr. Kollen does not believe that $0 off-system sales margins is a likely scenario, but if
that were the case, then the calculation would result in a System Sales Clause charge of $12.9
million under the 90%/10% sharing versus a charge of $8.6 million under the 60%/40% sharing.
The $14.3 million offset to the revenue requirement reflected in base rates would not be affected.
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8. Refer to the Kollen Testimony, page 31, lines 17-18, regarding the denial of recovery for
Deferred CCS/Feed costs by Virginia and West Virginia Commissions. Provide copies of the
Orders wherein such costs were denied.

RESPONSE:

The Virginia Corporation Commission and West Virginia Commission denied recovery
of these costs in Case Nos. Case No. PUE-2009-00030 and 10-0699-E-42T, respectively. A
copy of each order is attached.
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9. Refer to the Kollen Testimony, pages 55-61, and Exhibit LK-18, and to the application of
Kentucky Power, Section III, Volume 4, the Direct Testimony of Jason M. Yoder (“Yoder
Testimony”), page 16.

a. With reference to the table provided on page 16 of the Yoder Testimony, clarify
the amount of projected costs that KIUC recommends be removed from the calculation of the
Big Sandy Retirement Rider (“BSRR”) revenue requirement.

b. Refer to the Kollen Testimony, pages 58 and 60. State whether KIUC
recommends any revision to Kentucky Power’s proposed BSSR tariff with regard to the recovery
of actual cost only, and to the determination of the BSRR over/under recovery.

RESPONSE:

a. Please refer to Mr. Kollen’s workpapers that provide the requested information.
Mr. Kollen started with the Company’s workpaper file entitled “KIUC 1 17
Attachment72_Retirement_Cost_Calculation” from Mr. Yoder’s workpapers provided in
response to KIUC 1-17 and then removed all “Future Costs” shown on that workpaper.

b. Yes. Mr. Kollen recommends that paragraph 1 under the heading RATE of the
proposed BSRR tariff be clarified to state that the tariff may only be used to recover costs that
actually have been incurred. In addition, the proposed tariff should be modified to include
deferral and true-up provisions. Finally, the proposed tariff should be modified to reflect the
Company’s proposal to reset the rate when base rates are reset in future base rate proceedings.
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10.  Refer to the Kollen Testimony, pages 62-64.

a. Confirm that KIUC recommends approval of the proposed Big Sandy 1 Operation
Rider (“BS10R”) tariff, along with the proposed rates as calculated in the application of
Kentucky Power, Section III, Exhibit AEV 4 of the Direct Testimony of Alex E. Vaughan. If
not, provide any revision KIUC recommends, specifically regarding the return of Big Sandy Unit
1 gas conversion capital when placed in service and to the determination of the BS10R
over/under recovery in the proposed BS1OR tariff.

b. Refer to the Kollen Testimony, page 63, lines 3-5. Explain why a cap is
reasonable if actual costs exceed the proposed cap.

RESPONSE:

a. Confirmed, except for the return of and on the Big Sandy 1 conversion costs
recorded in plant in service once the conversion is completed. KIUC recommends that such
costs be recovered through the traditional base ratemaking process.

b. The reason for the cap is so that the BSOR does not increase rates beyond what
they would have been if the Big Sandy 1 costs had not been removed from the base revenue
requirement. The BSOR should not provide an opportunity for enhanced recovery compared to
the traditional base ratemaking process.
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11. State whether KIUC has a position with regard to Kentucky Power’s proposed Kentucky
Economic Development Surcharge.

RESPONSE:

KIUC does not have a position on the proposed Economic Development Rider in this
proceeding.

11
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12.  Refer to the Direct Testimony of Ralph C. Smith, witness for the Attorney General of the
Commonwealth of Kentucky (“AG”), pages 59-64, regarding Kentucky Power’s proposed
BSRR. Identify and explain any differences in the determination of the revenue requirement for
the BSSR by the AG and the KIUC, and state with which items you are in agreement in the
determination of the revenue requirement.

RESPONSE:

The BSRR adjustments made by Mr. Kollen and Mr. Smith are similar in principle, but
were quantified differently. Mr. Kollen and Mr. Smith sought to calculate the effects on the
BSRR of the cost of capital adjustments that each recommended for the base revenue
requirement. Mr. Kollen utilized the model that was provided by the Company to calculate the
BSRR revenue requirement for each adjustment described in his testimony.  Mr. Smith
developed his own model to compute the BSSR revenue requirement and appears to have
calculated the effect of his recommendations in one calculation incorporating all of his
adjustments. The differences in the cost of capital adjustments are due to the different cost of
capital recommendations for the base revenue requirement. In addition to the grossed-up cost of
capital adjustments, both witnesses removed 100% of estimated future costs from the calculation
of the BSRR revenue requirement. Mr. Kollen included approximately $1.473 million in ARO
costs that were estimated as of June 30, 2015; however, Mr. Smith removed this cost. Mr.
Kollen removed the future costs from the specific years that were projected by the Company in
its model. Mr. Kollen is not certain whether Mr. Smith’s calculation removed the future costs on
the same basis.

12
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COMMONWEALTH OF VIRGINIA
STATE CORPORATION COMMISSION
AT RICHMOND, JULY 15, 2010

APPLICATION OF

APPALACHIAN POWER COMPANY CASE NO. PUE-2009-00030
™~

For a statutory review of the rates, terms

and conditions for the provision of generation,

distribution and transmission services pursuant _,
to § 56-585.1 A of the Code of Virginia =

FINAL ORDER -

e a s

On July 15, 2009, pursuant to § 56-585.1 A of the Code of Virginia ("Code") and the
State Corporation Commission's ("Commission") Rules Governing Utility Rate Applications and
Annual Informational Filings (20 VAC 5-201-10 et seq.) ("Rate Case Rules"), Appalachian
Power Company ("APCo" or "Company") filed an application with the Commission requesting a
statutory review of the Company's rates, terms and conditions for the provision of generation,
distribution and transmission services ("Application”).! On July 23, 2009, the Company
supplemented and completed its Application by filing a revised Schedule 36 and submitting all
of the information required by Schedules 18 and 28 of the Rate Case Rules.?

On July 23, 2009, APCo filed a Motion for Leave to File Supplemental Direct Testimony

and Schedules in order to calculate the Company's revenue requirement in this proceeding based

! On February 24, 2009, pursuant to § 56-585.1 of the Code, the Commission issued an Order Scheduling Rate
Proceedings in Case No. PUE-2009-00002 that, among other things, directed APCo to file the instant rate case on
July 1, 2009. Commonwealth of Virginia, At the relation of the State Corporation Commission, Ex Parte:
Establishing rate case filing schedule for Virginia's investor-owned electric utilities pursuant to § 56-585.1 A of the
Code of Virginia, Case No. PUE-2009-00002, Order Scheduling Rate Proceedings (Feb. 24, 2009). The
Commission subsequently issued an Order on June 22, 2009 in Case No. PUE-2009-00030, which extended APCo's
filing date to no later than July 15, 2009.

Z See July 22, 2009 Memorandum of Incompleteness (finding that the Company's Application was incomplete as
filed and requesting supplementation of Schedules 18, 28, and 36); July 24, 2009 Memorandum of Completeness
(finding that APCo completed its Application on July 23, 2009).
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on its actual end-of-test year capital structure and cost of capital as of December 31, 2008,
instead of the November 30, 2010 projected capital structure proposed in the Company's
Application.® On July 27, 2009, the Commission entered an Order Granting Motion, which
directed the Company to file its supplemental testimony and schedules on or before August 14,
2009. In accordance with the Commission's July 27, 2009 Order, APCo filed its supplemental
testimony and schedules on August 14, 2009.

The Application, as amended, requests an increase in base rates of approximately
$154 million.* The Application, as further supplemented, asserts that a rate increase of
approximately $167 million is warranted based on the Company's operations for the test year
ended December 31, 2008, as adjusted.5 The Company requests a return on rate base of 9.027%
and a return on common equity of 13.35%.% APCo states that the proposed 13.35% return on
common equity is based on a traditional cost of equity calculation of 12.50% plus a proposed
0.85% performance incentive for the Company's generating plant performance, customer service,

and operating efficiency as authorized by § 56-585.1 A of the Code.” The Company represents

that the proposed rate increase would raise the monthly bill of a typical residential customer

? The Company's Motion For Leave to File Supplemental Direct Testimony and Schedules was filed in response to
the Commission's Order on Commission Staff's Motion in Limine entered in Case No. PUE-2009-00019, which held
that § 56-585.1 A 10 of the Code requires that an actual end-of-test period capital structure and cost of capital be
used in statutory reviews under § 56-585.1 A of the Code. Application of Virginia Electric and Power Company,
For a 2009 statutory review of the rates, terms and conditions for the provision of generation, distribution and
transmission services pursuant to § 56-585.1 A of the Code of Virginia, Case No. PUE-2009-00019, Order on
Commission Staff's Motion /n Limine (July 14, 2009).

* Ex. 14 (Waldo supplemental direct) at 2.
* Ex. 27 (Allen additional direct) at 7.
€ Ex. 26 (Allen supplemental direct) at 2-3; Application at 3.

? Application at 3.
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using 1,000 kilowatt-hours of electricity from $91.49 per month to $107.14 per month, an
increase of $15.65, or 17.1%.}

APCo asserts that an increase in base rates is necessary because its current earnings are
inadequate to allow the Company to fully recover its costs and earn a fair rate of return on
common equity.” The Company states that several factors have contributed to its need for rate
relief, including: the loss of a large industrial customer in West Virginia in 2009, which causes
additional costs to be allocated to the Company's Virginia jurisdictional operations; increases in
APCo's capacity equalization charges from affiliated companies; and the rising costs incurred to
comply with state and federal environmental requirements.'O

The Company also proposes several changes to its existing tariffs in order to recover its
proposed base rate increase. APCo states that the discrete charges embedded in its rate schedules
have been revised to recover the Company's proposed rate increase and to move each customer
class closer towards cost of service. In addition, the Company proposes to implement a new rate
schedule and rider for its medium and large commercial and industrial customers. The new rate
schedule, which the Company designates as Schedule GS (General Service), would combine the
Company's current Schedules MGS (Medium General Service) and LGS (Large General Service)
into a single rate schedule. The Company states that it developed Schedule GS in order to
provide an additional option for the Commission to consider when deciding how best to address

customer migration between the Company's medium and large general service rate schedules.'!

® Ex. 7 (Supplemental Schedules Volume II) at Supplemental Schedule 43, page 1.
? Application at 2-3.
' Ex. 13 (Waldo direct) at 7-9.

' Application at 4; Ex. 78 (Bethel direct) at 12-18.
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The Company proposes to place Schedule GS into effect on the date of the Commission's final
order in this proceeding.

In addition, APCo proposes to implement a new Economic Development Rider designed
to encourage economic development in the Company's service territory. The Company asserts
that the Economic Development Rider would offer demand charge reductions to qualifying new
and existing large commercial and industrial customers who increase their load by one megawatt
or more by investing in new plant and other facilities that help sustain the economy and create
jobs."?

The Company also proposes certain changes to its terms and conditions of service and its
credit and collections program. The proposed changes include, among other things:

(i) suspending the Company's current credit and collections program that allows it to require
additional deposit amounts if a residential customer exhibits an extended pattern of delinquency
or if the deposit on hand is inadequate given the size of a customer's monthly bill; (ii) changing
deposits to an amount that is equal to two times the average monthly usage of a customer rather
than an amount equal to the customer's estimated bill for the two highest consecutive months of
usage; (iii) allowing payments for deposits to be extended up to six months in cases of hardship;
and (iv) allowing customers who participate in the Company's budget billing program to spread
their settlement payments over the next twelve months of the budget year rather than paying the
settlement over three months. "

APCo sought to place its proposed rates, terms and conditions of service, with the

exception of Schedule GS, into effect on an interim basis beginning December 12, 2009, at

12 Ex. 13 (Waldo direct) at 17.

Y1d at11-12.
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which time the Company's proposed transmission rider would also take effect. In this regard,
APCo noted that it filed a companion application on July 15, 2009, proposing that certain
transmission-related costs charged by PJM Interconnection LLC ("PJM"), be removed from the
Company's base rates and recovered through a separate rate adjustment clause, as authorized by
§ 56-585.1 A 4 of the Code." In order to avoid any duplication of transmission revenues or
omission of transmission costs in the Company's rates, the Company proposed that both its
requested base rate increase and its approved transmission rider be placed into effect
simultaneously on December 12, 2009.

On August 26, 2009, the Commission issued an Order for Notice and Hearing that,
among other things: (1) established a procedural schedule for this case; (2) directed APCo to
provide public notice of this matter; and (3) as directed by statute, permitted (but did not require)
APCo to place its proposed rates into effect on an interim basis, subject to refund, for service
rendered on and after December 12, 2009.

The following parties filed notices of intent to participate in this proceeding:
VML/VACO APCo Steering Committee ("VML/VACO"); Wal-Mart Stores East, LP & Sam's
East, Inc. ("Wal-Mart"); Steel Dynamics, Inc. ("Steel Dynamics"); The Kroger Company
("Kroger"); Old Dominion Committee for Fair Utility Rates ("Committee"); Office of the
Attorney General's Division of Consumer Counsel ("Consumer Counsel"); and Utility
Management Services, Inc.

The Company placed its proposed rates into effect on an interim basis, subject to refund,
for service rendered on and after December 12, 2009. On February 24, 2010, APCo filed a letter

and tariffs with the Commission explaining that for bills rendered on and after that date it was:

'* Application at 4. The Commission approved the Company's transmission rate adjustment clause, in Case No.
PUE-2009-00031, on October 6, 2009.

Ss8TeciaaT



(1) suspending further collection of its interim rates; and (2) collecting revenue at the level of
base rates prior to December 12, 2009 (with the exception of transmission expenses approved as
part of the Company's transmission rate adjustment clause in Case No. PUE-2009-00031). The
Company explained that it was taking this action pursuant to emergency legislation enacted
during the 2010 Session of the Virginia General Assembly.'® This same legislation further
directs the Commission to issue a final order in the instant case "not later than July 15, 2010, for
rates to become effective for bills rendered on and after August 1, 2010."'¢

The Commission held public hearings and received testimony from public witnesses in
Abingdon (November 18, 2009), Rocky Mount (November 19, 2009), and Richmond (March 16,
2010). The Commission convened the public evidentiary hearing on March 30 and 31, 2010 and
April 1 and 2,2010. In addition, the Commission admitted more than 140 exhibits into the
record and received more than 37,000 written and electronic comments in this case.

On or before May 18, 2010, the following participants filed post-hearing briefs: APCo;
VML/VACO; Wal-Mart; Steel Dynamics; Kroger; Committee; Consumer Counsel; and the
Commission's Staff ("Staff").

NOW THE COMMISSION, upon consideration of this matter, is of the opinion and finds
as follows.

Cost of Capital
Capital Structure
Section 56-585.1 A 10 of the Code requires the Commission to "utiliz[e] the actual

end-of-test period capital structure” in this proceeding. We reject APCo's suggestion that using

32010 Va. Acts of Assembly Chaps. | and 2, and Second Enactment Clause.

% 1d.
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this statutorily-required capital structure may prevent the Company from having an opportunity
to earn a reasonable return on its capital investment.'” As explained by Staff: (1) APCo's
"argument that some components of a weighted average cost of capital calculation have
increased [after the test year] fails to take into account any decreases in other components of that
calculation;" (2) "[flor example, the current cost of short-term debt is lower — indeed,
significantly lower — than the 3.906% end-of-test year cost rate, which is also required by law;"
(3) "[m]oreover, the costs and relative ratios that determine a weighted average cost of capital
are influenced by all issuances, including any future issuances that have not yet occurred;" and
(4) "[gliven these facts, the evidence simply does not show that compliance with the law'will not
allow [APCo] the opportunity to recover its cost of capital."'® We find that Staff's proposed use
of an actual per books capital structure complies with § 56-585.1 A 10 of the Code, is "consistent
with Commission precedent," and is reasonable for purposes of this proceeding. '

Cost of Debt

Section 56-585.1 A 10 of the Code also requires the Commission to "utiliz[e] the actual

end-of-test period . . . cost of capital” in this proceeding, which includes (i) long-term debt, and

17 See, e.g., Company's May 18, 2010 Post-hearing Brief at 11-13 (citing Tr. 502 (Avera); Tr. 542 (Gorman); Tr. 596
(Maddox); Tr. 783 (Avera); Ex. 60 (Maddox supplemental direct); Ex. 132 (Waldo rebuttal) at 4-5).

'® Staff's May 18, 2010 Post-hearing Brief at 55 (emphasis in original) (citing Ex. 96 (Bloomberg Key Rates)).

1% 1d. at 54 (citing Application of Appalachian Power Company, For an increase in electric rates, Case No.
PUE-2006-00065, 2007 S.C.C. Ann. Rept. 321, 326, Final Order (May 15, 2007)). See also Ex. 59 (Maddox direct)
at 3-7. The test period for this case ended on December 31, 2008. See, e.g., Application at 2. The Company's
actual end-of-test period capital structure is as follows:

Short-term debt 3.140%
Long-term debt 54.892%
Preferred stock 0.307%
Common equity 41.525%
Investment tax credits 0.136%
Total Capitalization 100%

See Ex, 59 (Maddox direct) at Schedule 1.
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(ii) short-term debt. Accordingly, we approve the actual end-of-test period cost of (i) long-term
debt (6.065%), and (ii) short-term debt (3.906%).%°

Cost of Equity

Section 56-585.1 A of the Code states that "the Commission shall determine fair rates of
return on common equity [and] may use any methodology to determine such return it finds
consistent with the public interest." We find that a market cost of equity within a range of 9.5%
to 10.5% results in a fair and reasonable return on common equity. This return is reasonably
supported by the testimony and resulting recommendations of Staff witness Maddox and
Committee witness Gorman.?! Moreover, we find that the methodologies employed by these
witnesses are consistent with the public interest and satisfy the standards as stated by
Mr. Maddox: "maintenance of financial integrity, the ability to attract capital on reasonable
terms, and earnings commensurate with returns on investments of comparable risk."?

In addition, we find that the Company's proposed cost of equity of 12.5% does not
represent the actual cost of equity in the marketplace and a reasonable return on common equity.
In addition to other valid criticisms, Company witness Avera's "cost of equity testimony was
never updated with any data beyond March 2009, which was the bottom of a severe drop in the
market[, and in] the thirteen months that passed between March 2009 and the conclusion of the

evidentiary hearing, the market increased approximately 50%."* Indeed, this deficiency in

? See, e.g., Ex. 59 (Maddox direct) at 7; Ex. 2 (Application Volume IV) at Schedule 3, page 3 of 7 and Schedule 4,
page 1 of 5,; Staff's May 18, 2010 Post-hearing Brief at 53.

%! See, e.g., Ex. 59 (Maddox direct); Ex. 58 (Gorman direct); Staff's May 18, 2010 Post-hearing Brief at 38-49;
Committee's May 18, 2010 Post-hearing Brief at 3-18.

2 Ex. 59 (Maddox direct) at 9.
2 Staff's May 18, 2010 Post-hearing Brief at 40 (citing Avera testimony; Ex. 51 (Yahoo! Finance S&P 500 Index

Chart); Ex. 52 (Yahoo! Finance Dow Jones Industrial Average chart); Bluefield Water Works & Improvement Co. v.
Public Serv. Comm'n, 262 U.S. 679, 693 (1922) (quotation omitted)).
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Company witness Avera's recommendation is underscored by more recent testimony that he
provided on behalf of other American Electric Power Company ("AEP") operating companies
before the Kentucky and Michigan Public Service Commissions — where his use of updated
information results in significantly lower cost of equity estimates.*

Finally, we find that "Staff witness Maddox's proxy group is reasonably constituted both

in size and composition" and "has risk comparable to [APCo]."

Moreover, Staff notes that:
(1) Company witness Avera previously presented a proxy group on behalf of AEP in a recent
Federal Energy Regulatory Commission ("FERC") proceeding, wherein he included "three of the
same companies that Dr. Avera now criticizes Mr. Maddox for including in his proxy group;"
and (ii) although Dr. Avera criticizes Mr. Maddox for including utilities with a Value Line safety
rating above AEP's, "Dr. Avera included in testimonies filed on behalf of other AEP operating
subsidiaries only a few months before Mr. Maddox's testimony four of the same companies with
Value Line safety ratings higher than those of AEP."%

Statutory Peer Group Floor

Section 56-585.1 A of the Code states as follows:

[T]he Commission shall determine fair rates of return on common

equity applicable to the generation and distribution services of the
utility . . . but such return shall not be set lower than the average of

* See, e.g., id at42-49. Compare Ex. 49 (Avera direct) with Ex. 93 (Avera Michigan DCF Model), Ex. 94 (Avera
Kentucky DCF Model), and Ex. 95 (Avera Michigan and Kentucky CAPM Maodel). Staff also notes that many of
"Dr. Avera's updated estimates . . . are several hundred basis points lower than his estimates in this case," and that
"Dr. Avera's more recent testimony [in other jurisdictions] uses a 7.7% forward-looking market risk premium, which
is 200 basis points lower than what he continues to support in Virginia." Staff's May 18, 2010 Post-hearing Brief

at 43, 47 (emphasis in original).

 Staff's May 18, 2010 Post-hearing Brief at 38 (typeface and case modified). For example: (1) Staff's proxy group
was reasonably "screened based on a number of criteria, including net plant, primary source of income, credit rating,
financial strength, and safety rating to ensure the group has risk comparable to [APCo];" and (2) "Staff's peer group
has a beta of .69, which is closer to AEP's beta of .70 than [APCo] witness Avera's proxy group with a beta of .73."
1d. at 38-39 (footnotes omitted).

% Id, at 39 (footnotes omitted).
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the returns on common equity reported to the Securities and
Exchange Commission for the three most recent annual periods for
which such data are available by not less than a majority, selected
by the Commission as specified in subdivision 2 b, of other
investor-owned electric utilities in the peer group of the utility, nor
shall the Commission set such return more than 300 basis points
higher than such average. The peer group of the utility shall be
determined in the manner prescribed in subdivision 2 b.

Next, in selecting the majority of the peer group utilities to calculate the statutory floor

for rate of return on common equity, § 56-585.1 A 2 b of the Code directs as follows:

In selecting such majority of peer group investor-owned electric

utilities, the Commission shall first remove from such group the

two utilities within such group that have the lowest reported

returns of the group, as well as the two utilities within such group

that have the highest reported returns of the group, and the

Commission shall then select a majority of the utilities remaining

in such peer group.
No party contested the composition of the peer group — which in this case is comprised of seven
utilities after removing the companies with the two highest, and the two lowest, reported returns
as required by the above statute.2” The participants, however, differ on which utilities should
comprise the "majority" to be selected by the Commission to determine the statutory floor.

In this regard, the statute clearly leaves this selection to the Commission's discretion. A
statutory floor comprised of any four of the seven-member peer group satisfies the statute.
Indeed, APCo acknowledged during the hearing that the statute gives the Commission this
discretion.?® We select a majority consisting of four peer group utilities that, on average, had a

return on average equity of 10.53%.%° Thus, we approve a fair rate of return on common equity

for APCo of 10.53%, which results in an overall rate of return on rate base of approximately

27 See, e.g., id at49 n.172.
28 See Tr. 1183-1185 (Waldo).

2 See, e.g., Ex. 60 (Maddox supplemental direct) at Schedule 15 — Updated. We find that, on the facts before us in
this case, it is reasonable to utilize returns on average equity for this purpose.
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7.85%. We find that the cost of equity and overall rate of return approved herein are fair and
reasonable, permit the attraction of capital on reasonable terms, fairly compensate investors for
the risks assumed, and enable the Company to maintain its financial integrity. This finding
reduces the Company's requested rate increase by approximately $28.0 million.3
Rate of Return Adder
Section 56-585.1 A of the Code states as follows:
The Commission may increase or decrease such combined rate of
return by up to 100 basis points based on the generating plant
performance, customer service, and operating efficiency of a
utility, as compared to nationally recognized standards determined
by the Commission to be appropriate for such purposes.
We reject APCo's request to increase its fair rate of return on equity by 0.85%. This statute does
not require the Commission to approve any increase to APCo's fair rate of return as determined
above. Based on the record in this case, we find that the Company's generating plant
performance, customer service, and operating efficiency do not warrant any adder above APCo's

fair rate of return at this time.>' This finding reduces the Company's requested rate increase by

approximately $13.0 million.*?

* In addition, any comparison by APCo to cost of equity, rate of return floor, rate of return adder, or any other issue
in the Commission's prior rate case for Dominion Virginia Power ("Dominion") (Case No. PUE-2009-00019) is
inapposite to the instant proceeding. See, e.g., Ex. 132 (Waldo rebuttal) at 5-6. The facts and circumstances of the
two cases are simply not comparable. For example, the settlement approved by the Commission in the Dominion
rate case encompassed a number of items not present in the instant proceeding, including: (1) refunds or credits of
fuel, base rate, and rate adjustment clause recoveries that totaled approximately $726 million; and (2) the Dominion
stipulation also provided for no change in base rates until December 2013, at the earliest. See, e.g., Staff's May 18,
2010 Post-hearing Brief at 37-38 (citing Tr. 1191-92 (Waldo); Application of Virginia Electric and Power Company,
For a 2009 statutory review of rates, terms and conditions for the provision of generation, distribution and
transmission services pursuant to § 56-585.1 A of the Code of Virginia, Case No. PUE-2009-00019 ef al., Order
Approving Stipulation and Addendum (Mar. 11, 2010)).

3 See, e.g., Staff's May 18, 2010 Post-hearing Brief at 56-72; Consumer Counsel's May 18, 2010 Post-hearing Brief
at 30-34; Committee's Post-hearing Brief at 18-23; VML/VACO's May 18, 2010 Post-hearing Brief at 12.

32 See Company's May 18, 2010 Post-hearing Brief, Attach. 2.
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Capacity Equalization Expense

The Company "is a member of the AEP-East Power Pool which is governed by an
interconnection agreement [('Interconnection Agreement')]."* Staff and Consumer Counsel
present extensive evidence and argument regarding the capacity equalization charges that APCo
is required by the Interconnection Agreement to pay to certain other AEP operating affiliates.
Under the Interconnection Agreement, "[a] generating capacity obligation is calculated for each
AEP-East company, and those companies that do not own enough capacity to satisfy their
calculated obligation must make payments to those with surplus capacity."** Further, "[s]ince
2007, [APCo] has been the most deficient company in the AEP-East pool by a substantial
margin."*® Staff also contends that "AEP has maintained [APCo] as a capacity-deficient
company notwithstanding the fact that AEP's capacity equalization charges to [APCo] have
tripled — from $138 million to $394 million - since 2006,"*¢ and that "AEP has also maintained
[APCo] as a capacity-deficient company as it has taken aggressive steps to move another
AEP-East operating company from a deficiency comparable to that of [APCo] to a surplus
position.":‘7
In fact, Consumer Counsel argues that "APCo's capacity deficit position is the most

troubling driver of the requested rate increase" — although the Interconnection Agreement "calls

for each AEP-East company to have sufficient capacity resources to serve its native load . . .

* Consumer Counsel's May 18, 2010 Post-hearing Brief at 2.

3 Staff's May 18, 2010 Post-hearing Briefat 21.

% 1d, (citing Ex. 100 (Carr direct) at 37).

3 Jd. (citing Ex. 33 (Company response to request OAG 6-126)).

¥ 1d. (citing Ex. 34 (Company response to request OAG 9-181); Ex. 124 (Company response to request
OAG 7-142); Ex. 140 (Company response to request OAG 9-175); Ex. 137-C; Ex. 138-C; Ex. 139-C).

12
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APCo's deficit has increased as new generation capacity has been repeatedly assigned by AEP to
other members of the pool."*® Some of the limited capacity additions proposed for APCo have
reflected some of AEP's highest cost generation, while lower cost generation has been assigned
to an affiliated company, Columbus Southern Power Company ("Columbus Southern™). For
example, Consumer Counsel asserts that AEP assigned new capacity to Columbus Southern
when AEP could foresee that such action would increase Columbus Southern's earned return on
investment and leave APCo to pay increasing capacity charges, which would put pressure on
APCo's earned returns and upward pressure on rates.”> While APCo now states that it has earned
low returns over the past several years, this should be viewed in connection with the fact that
Columbus Southern — another AEP-owned subsidiary — "is earning returns of up to 22%"
according to evidence presented in this case.*’

Indeed, it can be reasonably argued, as Consumer Counsel has done, that over the past
several years AEP has repeatedly taken actions in assigning capacity that have harmed APCo and
its customers while benefitting other AEP subsidiaries.! As noted above, the Company's
capacity deficit position "has increased as new generation capacity has been repeatedly assigned
by AEP to other members of the pool," and this "new capacity for other AEP-East companies

consists of relatively low cost gas-fired generating units which were acquired by AEP . . . at

costs below a new build."*> Based on a variety of factors, including this capacity deficit, "APCo

3 Consumer Counsel's May 18, 2010 Post-hearing Brief at 4 (citing Ex. 100 (Carr direct), App. B, at 1, 3; Ex. 109
(Nelson chart)).

3 See, eg., id at4-16.
® See, e.g., id. at 5-16 (citations omitted).
4! See, e. g, id. at 3-19 (citations omitted).

214 at4-5.
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is paying nearly $258 million . . . more annually to its sister companies for capacity equalization
than it did in 2006."*

APCo acknowledges that it did not necessarily act in its own best interests regarding the
assignment of capacity within the AEP-East Pool. That is, in this instance, APCo indicated that
it supported what was deemed best for the AEP system — not what was necessarily best for
APCo:

[T]his is a zero sum construct, so I'm viewing that in terms of the

total AEP system. I weigh in with the considerations of the

specific impact on APCo, but my vote is a reflection of what I

believe is best for the AEP System.*
Indeed, as summed up by Consumer Counsel, "[i]f the pooling arrangement is a zero sum
construct as APCo insists, then it becomes even clearer that by assigning so much capacity to
[Columbus Southern], AEP has intentionally benefitted other pool parties at APCo's expense."*
The Commission, however, is limited in its jurisdiction regarding APCo's capacity equalization
expense under the Interconnection Agreement, which is a wholesale power pooling agreement
that has been approved by FERC, and cannot "reallocate" capacity responsibility among the AEP
operating companies as dictated by the terms of the Interconnection Agreement.

A number of key factors affect APCo's overall capacity costs, and Staff and Consumer

Counsel are correct that decisions by APCo and AEP regarding capacity additions, and which

* Id. at 3. While this discussion focuses on APCo's capacity equalization payments, we recognize that the
Company's generation costs are not limited to such payments; that is, if APCo possessed more of its own generation,
it obviously would be incurring the costs associated therewith. We further note, however, that when AEP did
propose new capacity for APCo, its major project — a new coal-fired facility known as an Integrated Gasification
Combined Cycle plant — (i) was originally projected to cost far more than other coal-fired options, and (ii) was
further burdened with such significant and unquantifiable cost and technological uncertainties that the Commission
found it must be rejected. See, e.g., Application of Appalachian Power Company, For a rate adjustment clause
pursuant to § 56-585.1 A 6 of the Code of Virginia, Case No. PUE-2007-00068, 2008 S.C.C. Ann. Rept. 405,
406-408, Final Order (Apr. 14, 2008).

4 Tr. 326 (Waldo).

5 Consumer Counsel's May 18, 2010 Post-hearing Brief at 16. See also Tr. 626 (Norwood).
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affiliated operating companies undertake those additions, can and do have significant impacts on
APCo. We are concerned that the decision' making over recent years regarding capacity changes
has had a significant adverse effect on APCo and its ratepayers. Accordingly, we direct APCo
and AEP to submit a written report to Staff (beyond what has been presented in this record), on
or before January 4, 2011, on the reasons for their past actions regarding capacity, as well as the
steps that can be taken to ameliorate the negative effects of high capacity charges on APCo and
its customers.

In determining a reasonable level of capacity equalization expense to be included in
APCo's going-forward rates for purposes of this proceeding, the participants have litigated two
issues that must be considered for rate setting purposes in this case: (1) Member Load Ratio
("MLR"); and (2) Capacity Equalization Rate. We address both of these issues below. In sum,
based on our findings below, we approve a Virginia jurisdictional capacity equalization expense
of approximately $154.6 million.

Member Load Ratio

APCo's MLR is used to determine its generating capacity obligation to the AEP-East

1.46

Power Pool.”™ The Company proposes to utilize a forecasted average MLR for the rate year of

approximately 33.165%.*" Staff asserts that the MLR "is not reasonably predictable," and that

%6 The Company's "MLR is the relationship between its peak demand and the total non-coincident peak demand of
the AEP-East system, all measured over the preceding tweive months,” and "[eJach member's capacity obligation is
determined on a monthly basis by multiplying the total AEP-East capacity by its MLR." Staff's May 18, 2010
Post-hearing Brief at 23 (citations omitted). In addition, "Pool members that do not own enough generating capacity
to satisfy their obligations purchase capacity from the surplus members of the Pool,” and the "amount of
payments/receipts (capacity settlements) is based on the relative deficits/surpluses and the generation costs of the
surplus members.” Company's May 18, 2010 Post-hearing Brief at 29 (citing Ex. 100 (Carr direct) at 31).

47 See, e.g., Company's May 18, 2010 Post-hearing Brief at 33 (citations omitted); Staff's May 18, 2010 Post-hearing
Brief at 24; Consumer Counsel's May 18, 2010 Post-hearing Brief at 20 n.80.
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"rates should instead be based on the five-year average [MLR] of 31.98%."*® Consumer Counsel
similarly proposes a five-year average MLR.* Both Staff and Consumer Counsel note that the
Commission has previously used a five-year average MLR to calculate a reasonable rate year
level of capacity equalization expense for APCo.*°

We continue to find that it is reasonable to establish APCo's MLR based on a five-year
average. While we do not preclude consideration of other approaches in the future, as we
previously found in a prior APCo rate case, "[u]se of a five-year average MLR at this time
should moderate the volatility of the MLR in general and avoids setting rates solely on the basis
of an extremely high or low MLR."*! Such use of a five-year average reasonably addresses the
unpredictable nature of the MLRs throughout the AEP-East system.’? Over the past ten years,
APCo has seen MLRs ranging from approximately 28% to over 35%.%* Staff also notes that
"[d]uring the last ten years, the Company's MLR has experienced several rapid increases and

nS4

decreases alike."™® Moreover, it is understandable that MLRs could be significantly volatile. For

example, APCo's specific MLR is influenced not only by its load, but by load variations of the

“® Staff's May 18, 2010 Post-hearing Brief at 24.

“° Consumer Counsel's May 18, 2010 Post-hearing Brief at 20 (citing Ex. 64 (Norwood direct) at 19).

% Staff's May 18, 2010 Post-hearing Brief at 23 (citing Application of Appalachian Power Company, For an
expedited increase in base rates, Case No. PUE-1994-00063, 1996 S.C.C. Ann. Rept. 255, 256, Final Order
(May 24, 1996)); Consumer Counsel's May 18, 2010 Post-hearing Brief at 20.

*! Application of Appalachian Power Company, For an expedited increase in base rates, Case No.
PUE-1994-00063, 1996 S.C.C. Ann. Rept. 2585, 256, Final Order (May 24, 1996).

52 We also note that Indiana Michigan Power Company ("1&M") — an affiliate of APCo that also operates under the
Interconnection Agreement — recently agreed to use a five-year average MLR as approved by the Indiana Utilities
Regulatory Commission. See, e.g., Staff's May 18, 2010 Post-hearing Brief at 24 n.76 (citing Petition of Indiana
Michigan Power Company, an Indiana Corporation, For Authority to Increase its Rates and Charges, Cause

No. 43306, 2009 Ind. PUC LEXIS 107 at *172-73, 273 P.U.R.4th 310, Opinion (Mar. 4, 2009)).

% See, e.g., Ex. 64 (Norwood direct) at Ex. SN-3; Ex. 100 (Carr direct) at 41, Graph.

% Staff's May 18, 2010 Post-hearing Brief at 23-24.
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other AEP-East companies. That is, APCo's MLR is impacted by diverse factors stretching
across the entire AEP-East footprint, including economic cycles, weather patterns, usage
patterns, and customer migration.*®

Staff's proposed five-year average MLR utilizes actual data through October 2009.%¢
Subsequent to the filing of Staff's testimony, however, the record in this case was expanded by
the Company to include actual MLR data through February 2010, which results in a higher
five-year average MLR and a larger revenue requirement as compared to using October 2009
data. We find that it is reasonable, based on the record in this case, to use the most recent
five-year average in the record — i.e., through February 2010 — to establish the Company's MLR.
This finding results in an MLR for APCo of 32.44% and reduces the Company's requested rate
increase by approximately $15.0 million.”’

Capacity Equalization Rate

The Capacity Equalization Rate "is the price charged" for APCo's capacity deficiency,
and it consists of: (1) "the Capacity Investment Rate ('Investment Rate"), which is based on the
gross installed cost of the surplus members' generating units and a FERC-approved annual

carrying charge of 16.49%;" and (2) "the Fixed Operating Rate (‘Operating Rate"), which is based

on the operating costs and one-half of the maintenance costs of the surplus members' units."*®

3 See, e.g., Ex. 100 (Carr direct) at 31-41. We find that, based on the record in this case, the Company's proposed
MLR is not reasonably predictable.

%6 Staff's proposed five-year average also adjusts for the loss of Century Aluminum, a former 300 megawatt
customer in APCo's West Virginia jurisdiction. APCo did not oppose specific recognition of Century Aluminum in
this case. Moreover, both APCo and Staff supported accounting adjustments to recognize the loss of Century
Aluminum in the instant case. See, e.g., Staff's May 18, 2010 Post-hearing Brief at 81.

57 This MLR is determined by (1) using actual MLRs as shown by Consumer Counsel witness Norwood, which were
updated through February 2010 by Company witness Nelson (resulting in a five-year average of 33.04%), and

(2) adjusting for the loss of Century Aluminum (reducing the five-year average MLR by 0.6%). See, e.g., Ex. 64
(Norwood direct) at Ex. SN-3; Ex. 108 (Nelson rebuttal) at 16; Ex. 100 (Carr direct) at Appendix B, pages 5-6.

58 Staff's May 18, 2010 Post-hearing Brief at 22, 25 (emphasis in original) (citing Ex. 100 (Carr direct) at 32-33).
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First, we find that Staff's proposed Investment Rate is reasonable for this purpose:
(1) "[p]ursuant to the terms of the Interconnection Agreement, the Investment Rate to be used for
an entire calendar year is fixed at the affiliates' plant investments as of December 31 of the
previous year;" (2) "[t]hus, the Investment Rate for 2010 will be based on those investments as
of December 31, 2009;" and (3) "Staff calculated its Investment Rate based on investment data
as of that date, which was provided by the Company."*® Second, we do not find the Company's
proposed Operating Rate, which is based on forecasts, to be reliable for setting rates herein.
Rather, we find that Staff's proposed actual October 2009 Operating Rate, which is the most
recent actual Staff-audited Operating Rate and uses actual October 2009 data, is reasonable and
shall be used to calculate the Capacity Equalization Rate for purposes of this proceeding.®°
These findings result in a Capacity Equalization Rate of $12.73 per kW and reduce the
Company's requested rate increase by approximately $12.8 million.®'
Cook Accidental Qutage Insurance Proceeds

As explained by the Company, "[b]oth units of the Cook Nuclear Plant ("Cook") are
owned by I&M, another AEP-East Zone operating company," and "Cook Unit 1 experienced an
accident on September 20, 2008 and remained out of service until December 18, 2009."5?
Although Cook Unit 1 has resumed production, it "is not expected to return to full power until
the fall 0f 2011."%* 1&M "maintains accidental outage insurance on the Cook facility . . . in

addition to property insurance [and has] received $184.4 million in accidental outage policy

% Id. at 25-26 (citing Ex. 100 (Carr direct) at 40).

€ See, e.g, id. at 25.

81 Ex. 100 (Carr direct) at 42.

€2 Company's May 18,2010 Post-hearing Brief at 48 (citing Ex. 100 (Carr direct) at 22-23, 28).

© Staff's May 18, 2010 Post-hearing Brief at 32 (citing Ex. 100 (Carr direct) at 22-23).
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proceeds through December 2009 and an additional $72.1 million of property insurance proceeds
through September 2009."%4 Conversely, AEP has "continued to charge [APCo] 'full price' for
Cook's installed capacity cost and certain operating and maintenance expense through the
AEP-East pool capacity equalization mechanism."®®

Staff asserts that the Commission should reduce APCo's "proposed revenue requirement
[in this proceeding] by $14.7 million, which is half of [APCo's] Virginia jurisdictional MLR
share of the [Cook insurance] proceeds."®® We conclude that it is not appropriate at this time to
deem insurance proceeds received by 1&M to be allocable for rate setting purposes in Virginia,
which does not preclude consideration of such matters in future proceedings.
Mountaineer Carbon Capture and Sequestration Demonstration Project

As described by Consumer Counsel, the Company is undertaking the Mountaineer
Carbon Capture and Sequestration Demonstration Project at its "Mountaineer coal-fired plant in
West Virginia in an effort to test and prove whether carbon capture and sequestration [('CCS")] is
a viable commercial technology for coal-fired electric generation plants in the event carbon
emissions are regulated,” and this "is the first CCS project being undertaken at an in-service coal
plant."67 Specifically, this is a "validation project” intended to test CCS technology at a level
that is not commercial in scale.®® The Company asserts that "[c]ustomers of utilities in the U.S.

and abroad will benefit from the work we are doing at our Mountaineer plant," but that the "first

® Id. at 31-32 (citing Ex. 100 (Carr direct) at 25-26).

® 1d. at 32 (citing Ex. 100 (Carr direct) at 23-24).

% See id. at 31-33 (citing Ex. 100 (Carr direct) at 24-25, 27).

67 Consumer Counsel's May 18, 2010 Post-hearing Brief at 24-25 (citing Tr. 465 (LaFleur)).

S8 Ex. 123 (AEP Selected to Receive DOE Funds); Staff's May 18, 2010 Post-hearing Brief at 14.
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use of any technology comes at a higher cost than subsequent uses."®® The Company concludes
that "it is most prudent to gain knowledge now that will allow compliance with [greenhouse gas
('GHG")] controls, whether in the form of state or federal legislation or via regulatory action."”®
APCo seeks to include approximately $74 million in rate base, and requests both a return on rate
base and recovery of expenses, for this project.”!

It is reasonable for AEP to evaluate and explore options regarding potential federal
legislation or regulation regarding GHG emissions. We do not find, however, that it was
reasonable for APCo to incur the Mountaineer CCS project costs and then seek recovery from
Virginia ratepayers. For example: (i) although AEP asserts that this demonstration project will
benefit customers of all of AEP's operating companies and of all utilities in the United States,
APCo's ratepayers (and not shareholders) are being asked to pay for all of the costs incurred by
AEP for this project; and (ii) as stated by Consumer Counsel, "AEP is undertaking no other
[CCS] initiatives at any of its other subsidiaries' plants,” and "APCo and its customers are being
asked to shoulder the entire financial burden and risk associated with AEP's [CCS] research and

development."” Accordingly, we deny the Company's request for cost recovery of the

69 Id
™ Company's May 18, 2010 Post-hearing Brief at 65 (citing Ex. 121 (LaFleur rebuttal) at 7).

™! See, e.g., Consumer Counsel's May 18, 2010 Post-hearing Brief at 25 (citing Tr. 373); Staff's May 18, 2010
Post-hearing Brief at 14.

72 See, e.g., Consumer Counsel's May 18, 2010 Post-hearing Brief at 24-29; Staff's May 18, 2010 Post-hearing Brief
at 13-15. VML/VACO also asserts that the Commission should deny the costs associated herewith. VML/VACO's
May 18, 2010 Post-hearing Brief at 9. Furthermore: (1) this project significantly increases operation and
maintenance expenses at the Mountaineer plant; (2) this project decreases the efficiency of the Mountaineer facility,
which results in increased fuel costs; (3) the CCS technology decreases the Mountaineer plant's operating capacity,
which further increases APCo's capacity deficit position within the AEP-East pool and, thus, increases APCo's
capacity equalization charges; and (4) the potential benefits to Virginia ratepayers currently are speculative at best.
See, e.g., Consumer Counsel's May 18, 2010 Post-hearing Brief at 24-29; Staff's May 18, 2010 Post-hearing Brief
at 13-185.
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Mountaineer CCS demonstration project under the facts presented herein.” This finding reduces
the Company's requested rate increase by approximately $9.8 million.
December 2009 Storm Costs

The Company stated that it "incurred substantial costs from storms in December 2009
that totaled approximately $26.8 million in incremental distribution operations and maintenance

n74

costs."” We will allow the Company to "defer on its books this incremental distribution storm

restoration expense, until such time as a request for recovery is made and subsequently ruled

n7s

upon by the Commission."”” This finding does not constitute approval or rejection of all or part

of these costs.
PJM Ancillary Fees

We reject APCo's projection of PJM ancillary fees. These fees are based on variables
that have proven to be volatile in the past (such as the amount of hours that AEP's generating
plants run and market prices).”® We do not find that the Company's projection of future PJM
ancillary fees "reasonably can be predicted to occur during the rate year."”’ Rather, we find that
it is reasonable for the revenue requirement established herein to reflect actual PJM ancillary fees

as occurred during the twelve months ended October 31, 2009, and that such level of fees

™ In addition, although there was evidence that this CCS project could also increase APCo's fuel and capacity
equalization charges, we do not address in this case whether an approved level of such charges should be reduced to
remove the impact of the Mountaineer CCS project. See, e.g., Consumer Counsel's May 18, 2010 Post-hearing Brief
at 25; Ex. 100 (Carr direct) at 63-64.

™ Company's May 18, 2010 Post-hearing Brief at 67.

15 ,d

' See, e.g., Staff's May 18, 2010 Post-hearing Brief at 19-21 (citing Ex. 41 (Schedule of Actual v. Projected
December 2009 Results); Ex. 112 (Rate Year Forecast Compared to Available Actual to Date Total Company);
Ex. 100 (Carr direct) at 47; Ex. 108 (Nelson rebuttal) at 19).

" va. Code § 56-235.2 A.
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provides the Company with a reasonable opportunity to recover its costs. This finding reduces
the rate increase requested in the Company's Application by approximately $7.4 million.
Employee Incentive Plans

AEP has an Annual Incentive Plan ("AIP") and a Long-Term Incentive Plan (collectively,
"Incentive Plans"). As explained by Staff: (1) "[a]ward calculations for the Incentive Plans are
based in large part on AEP earnings and shareholder return;” (2) "[iJndeed, AEP earnings
performance ultimately determines the AIP payouts in any given year;" (3) "[t]he primary goals
of the Incentive Plans are to increase shareholder value;" (4) "[t]he benefits of incentivizing
[earnings per share] and stock price growth accrue primarily to AEP's shareholder(s];" and
(5) "because these incentives are driven by AEP earnings and stock prices, they may actually
provide incentives to take certain actions that are not necessarily in the best interests of [4PCo]
or its ratepayers."’® The Company seeks to collect 100% of the costs of the Incentive Plans from
ratepayers.

The Company has not shown that 100% of the Incentive Plan expenses serve to benefit
ratepayers. We will not, however, reject all of these costs; rather, as recommended by Staff, we
9

find that 50% of such expenses are just and reasonable for ratemaking purposes in this case.”

This finding reduces APCo's requested rate increase by approximately $4.2 million.

™ Staff's May 18, 2010 Post-hearing Brief at 26-27 (emphasis in original) (citations omitted). Indeed, Consumer
Counsel asserts that AEP has been incented to take actions that it knew would hurt APCo and would benefit AEP.
See, e.g., Consumer Counsel's May 18, 2010 Post-hearing Brief at 10-13 (Confidential) (citations omitted).

™ See, e.g., Staff's May 18, 2010 Post-hearing Brief at 26-27; Tr. 883 (Carr). In addition, we find that APCo failed
to make an appropriate adjustment to remove the portion of American Electric Power Service Corporation
("AEPSC") employees' incentive compensation expense that was attributable to AEP exceeding its earnings per
share targets. See, e.g., Ex. 100 (Carr direct) at 55. This additional adjustment is reflected in Staff's Other
Operating Expense Adjustments referenced below.
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Environmental Expenses

We reject APCo's projection of environmental expenses. As explained by Staff:

[The Company] incurs expense to operate its environmental

control equipment. These expenses include the handling and

disposal of gypsum and the consumption of urea, limestone, trona,

polymer, and lime hydrate. The