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A. Are you asking if commercial operations takes
both companies' best interests in mind?

Q. I suppose it's kind of a vague way of my
having phrased it. Yeah. For any reason, whether
it's different regulatory approvals or otherwise,
does commercial operat'ons bas'cally just make a
decision as to the plant, irrespective -- you know,
without having a distinction in mind between
Kentucky Power and Wheeling?

A. Yes. They're generally viewing the
generating assets -- in terms of market offers,
they're generally doing it as a single generating

unit. They're not taking individual ownership into

account.

Q. Okay. Thank you.

A. So they're trying to maximize -- sorry.

Q. Oh, no, no, no. That -- I didn't mean to cut
you off.

A. I was -- okay. They're trying to maximize

the value of the unit. They're not paying attention

to the ownership share.
Q. Understood. Thanks.

Okay. So pﬁtting aside the day-to-day
commitment decisions, are you aware of any seasonal

or perhaps annual, you know, kind of longer
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incremental conversations at AEP, or KPC for that
matter, where folks make a point of leoocking back at
whether self-scheduling resulted in losses, variable
operating losses for significant stretches of time
that may have been avoidable if the Company had
chosen not to self-schedule Mitchell?

A. I'm not aware of any specific studies, but
keep in mind -- I mean, you yourself listed earlier
all the different factors that go into any decision
to self-schedule: The determination of whether or
not you have adeguate fuel supply, or if you can
safely operate the unit, or any operational
considerations such as a test or for a -- you know,
a two-unit power plant like Mitchell whether you
need to keep a unit on during cold weather for heat.
Things like that.

Q. Sure. And I appreciate that. And my
guestion, which I think you answered, but just to be
clear, you know, sometimes, you know, looking back,
you may get a perspective that wasn't anticipated
with the day-to-day analyses. You might see that,
weeks over weeks or even months, self-scheduling
resulted in losses, and losses that might have been
avoidable had a plant not been self-scheduled.

ind I'm not asking you to admit to or concede
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that that has happened right here. I'm just
wondering if you're aware of conversations,
presentations, or certainly any documentary, whether
there's a memoc or, you know, internal studies that
address this as a bigger pattern, 1if it's come up.
A. I'm not aware of anything formal, but I know
that they're reviewing the results of the market and
trying to understand how that fits in with fuel
supply, fuel obligations, all those other factors to
make sure that whatever we're doing makes economic
and operational sense for the units.

O. Thank you.

I suppose a compeonent of that, and I'll just
ask to be clear. You know, vou may be aware of
increasing discussion, scome might say debate,
studies about coal units self-scheduling -- or
sometimes called self-committing, depending on the
RTO —-- in the trade presgss at different commissions.

Are you aware of any -- any documents or any
dialogue at AEP or KPC reacting to that discussion
in the industry?

A. I'm not aware of any documentation. I'm
aware of some of the things that vou've mentioned.
I know that the issues of dispatch have been brought

up in front of other vommissions. I believe RTOs
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have each addressed that to an extent.
0. That's helpful. Thanks.

In that same discovery response, couple
subparts down in 2-3D and D-IV, Roman IV, you said
that the workbooks that are generated on a daily
basis looking ahead six days, they provide a
snapshot in time that is used as a starting point
for the unit bids that are ultimately submitted to
PJM.

When you say "unit bids" -- I just want to
make sure I understand -- does that encompass the
decision whether to self-schedule the units?

A, These daily files initially come up with a --
say, a recommendation discussion point. These files
are generated at the beginning of the daily
commitment process. So you've got an analysts
looking at unit availability -- current unit
availability at that point in time, as well as the
current LMP forecast and attempting to come up with
some talking points to deal with -- to bring up to
the rest of the team.

But, yes, it's a snapshot in time. It's done
very early in the process, and there's additional
monitoring and analysis and ¢ommunication with the

generating plants that goes on up until the point
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where the units are cffered into the market.

0. I see. And so that starting point is then
subject to starting point that incorporates the LMP
projections and unit costs. That's a starting
point, and then other factors, such as fuel contract
constraints and the like, are folded in, and then

the ultimate decision 1s made?

A. Yes.

Q. Okay.

Al At a high level, that's the process.
Q. At a high level.

Do you have a sense of if or how often fuel
contract obligations were a dispositive reason that
Mitchell was self-scheduled 1n the test year or —-
or other recent history?

A Not -- nothing exact, no. I know that they
always take into account the level of fuel that's
available at the plant and the scheduled fuel
deliveries.

. Do you happen to know if self-scheduling has
ever been cited as a means of helping the units
achieve a particular target capacity factor?

A. I'm not aware of any of those sorts of
discussions.

Q. Uh-huh. Do you have an opinion on whether
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that would be appropriate, to use self-scheduling to
ensure that the plants hit a capacity factor?
A. I don't really have an opinion on that, no.
Q. All right. With respect to the test year in
this case, are you aware of any substantial
stretches of time, say weeks-long periods, week over
week, that Mitchell was self-scheduled and was
incurring a consistent operating loss on a variable
basis?
A, I'm not aware, but I didn't do the analysis
to support any sort of decisicon in that regard.
Q. Okay. Did you happen to review the
controversial data that Kentucky Power produced to
Sierra Club in its supplemental discovery response
on October 9th? There's a bunch of Excel files.
A. I'm aware of the files. I am not -- I don't
know how detailed your guestion is. I don't know
that I could answer anything specific on a specific
date or time.
Q. All right. TFair encugh. I'm almost done. I
might be done. Just give me one moment, please. I
have two more questions.

Do you happen to know -- well, I'll ask you,
and I don't want you to say the answer 1f you do

know, at least yet, but are you aware, roughly,
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the -- take -- from -- from the amount of time that
Mitchell actually does dispatch -- not when its
units are off; but whether it's actually dispatching
in the market -- are you aware of, roughly, the
proportion of time that was a result of
self-scheduling versus a market or economic
commitment mode?

A. I -- T want to refer you to the confidential

attachment we provided to Staff Question 5-6.

Q. 5-6. OQkay. I believe Mr. Vaughan sponsored
that.

Ckay. Do you have -—- are you aware of whether
that -- the tendency to or, I guess, the proportion

by which self-scheduling selected, 1s that on a
seasonal basis or, you know, higher incidence based
oh season or seasons? Or is it kind of independent
of seasonal market demand?

A. Seascnal market demand is cne of the factors
that plays into this, also as well as expectations
of outages for other units in PJM and whatever
outage schedules and maintenance outages are
necessary for the Mitchell units themselves.

Q. Do you know if there have been discussions or
have you been a part of any discussiocns at AEP or

KPC about transitioning Mitchell to seasonal
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operations?

A I'm not aware of any such discussions.
Q. Okay. The last thing I'll ask is do you have
an understanding of whether -- whether the unit

commitment decision-making with respect to Mitchell
has ever been explicitly offered for approval or
specifically challenged or otherwise specifically
passed on by this commission -- by this commission,
whether that decdision of self-scheduling versus
market commitment has —-- its prudence has been
passed on?

A. I'm not aware that the Commission has ever
addressed it specifically, but the fuel usage at
Mitchell is, obviously, up for review as part of the
Company's fuel filings.

Q. Okay. And so would ycocu -- and I'm not asking
for a legal conclusion but just your understanding
as somebody who supports this decision-making as a
technical matter. Is it your understanding that the
prudence of these decisions, ycu know, in tandem
with the gains or losses that the Company realizes
is at issue in the fuel reconciliation dockets?

A. It's my understanding that, yeah, the
off-system sales margin and the fuel expense are

things that are reviewed as part of the fuel
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dockets.

Does that answer your guestion?
Q. It does. It does. And would you agree that
it's also at issue in the general rate case?
A. I think only to the extent that you have any
cff-system sa%es margins 3ncluded in base rates.
But even still, anything that you have in base
rates, if it's trued up in a rider, woculd really be
addressed in that particular rider, in this case the
FAC.

MR, MILLER: Well, Mr. Stegall, thank vyou
very much for walking through this with me. T
appreciate your precision and your help.

That's all I have, Mr. Chairman. Thank you
very much.

CHAIRMAN SCHMITT: Thank you.

Mr. Frye, any questions?

MR. FRYE: ©No questions at this time,
Mr. Chairman.

CHAIRMAN SCHMITT: Vice Chairman Chandler,
guestions?

VICE CHATIRMAN CHANDLER: Yeah. Thank you.

Just a few, Chairman. I appreciate it.

McLENDON-KOGUT REPORTING SERVICE, LLC (502) 585-5634




10

11

12

13

14

15

le

17

18

19

20

21

22

23

24

25

800

EXAMINATION

By Vice Chairman Chandler:

Q. Is it Mr. Stegall or Mr. Stegall?
A. Mr. Stegall.
Q. Stegall. Good afternoon.

In terms of the interaction between the
Company's dispatch decisions and the off-system
sales calls, is it better to ask questions of you or
Mr. Vaughan?

A. I think it depends on the question. I mean,
I can -- I c¢an talk about how —-- the process at a
high level, but the dispatch is just offering the
units in. The determine of off-system sales 1is
something that occurs once we have market results
and understand our internal load.

Q. Yeah. &nd I think that's an important
distincticn, isn't it, 1s that there's the ultimate
decisions, and then the off-system sales is Jjust the
result of those decisions, correct?

A. Correct.

o. Okay. And you agree that cff-system sales,
pursuant to a commission-approved tariff, is shared
between customers and Kentucky Power, correct?

A. Correct.

0. And do you know on what percentage basis that
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i1s shared?

A. Off the top of my head, I don't recall. I
know that there is a sharing mechanism, though.

Q. Okay. And is 1t your understanding that the
Company's customers pay —-- pay for the units? For
instance, the Mitchell and the Big Sandy I unit?
A. I -- I think the Company's customers pay

their financial obligation towards these generating

agssets.
Q. Okavy. And the fuel -- and, you know, other
variable 0&M expenses —-— or the other variable

expenses are recovered through a number of different
places, right? Base rates plus the different riders

that are applicable to those units, right?

A. Correct.

Q. Like the FAC that you were talking about?

A, Yes.

Q. Okay. Is it your experience that the Company

makes the appropriate dispatch decisions because
they have a sharing mechanism in the cff-system
sales clause?

Let me withdraw that question. Let me ask the
question this way.

Do you think that a no-sharing of the

off-system sales clause between customers and the
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Company, no sharing with the Company, would change
the Company's dispatch procedures or choices?

A No, because I think commercial operations
does the best -- tries to make the best decision for
customers regardless.

Q. Okay. And I was just interested in maybe
following up on one of Mr. Miller's questions, and I
guess I can appreciate the perspective on it. 1In
regards to the Company's -- and 1if you can't speak
to this, please don't. Just push it off to Mr.
Kerns or somebody else. Feel free to.

But are you aware of the Company going back
and doing after-the-fact reviews of whether -- and
I'm really summarizing -- whether -- whether the
Company's actions on dispatch decisions have been
fruitful, or if there needs to be a change going
forward?

A. The evaluation is done whether it's on an
annual basis or even on a short-term basis. I've
seen -- I've heard discussions about evaluating on a
short-term basis. I'm not aware of a formal review
on something on a month-by-month or year-by-year,
but that doesn't mean that it's not done.

And the Company's own results and off-system

sales margins would dictate, at a high level,
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whether or not wetre successful overall.

Q. Well, it would to a degree, but those are -~
the off-system sdles margins -- well, let me ask
this.

Insofar as sales, right, the revenue received
is less than the cost, is it your understanding that
the Company shares in those losses?

A. Are you talking about at the end of the day,
when we file a FAC with an off-system sales margin,
are there individual hours where we came 1in
negative?

0. No, no. I'm asking the off-system sales
¢lause or the off-system sales margin is shared, a
percentage of it, with the Company, correct?

A. Correct.

Q. The profit is shared with the Company.

Insofar as there are losses, 1s the sharing
with the Company zero dollars or that percentage of

the losses?

A, I -- I don't have enough knowledge of the
mechanism to tell you for sure. I know across the
system, I've seen different -- across AEP, I've seen

different views, but generally the view i1s that the
Company -- 1if it's a loss overall, the Company will

absorb the loss. If it's a gain overall, then it's
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shared, or the customer gets all of it depending on
the jurisdiction.

Q. Well, let me make that sure I'm clear. You
say the Company would absorb the loss? But doesn't
the Company recover the costs through the FAC?

A. Well, any -- any costs for off-system sales,
so any fuel that's burned to generate off-system
sales in the FAC is recorded as a credit, subject to
check.

So we have a cost allocation process at the
end -- at the end of the month, and once we know all
of our transactions and what serves internal load
versus what serves off-system load. And there's a
cost recovery mechanism that assigns a -- an
offsetting revenue to sort of the contra expense to
the fuel for any fuel burned to serve off-system
customers.

Q. Okay. So let me ask this question: Insofar
as sales are made or generation is produced to make
sales in excess of native load need, right, is that
a function of a particular action the Company took,
or is that a function of being dispatched in the
market for an amount in excess of native load
demand?

A. I would say it's both. It's making your
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generatiocn available to the point where it can be
dispatched by the market, and then it's market
demand requesting that you produce more energy that
can be sold. And this energy that you're producing
happens to exceed what your internal load is.

0. So the off-system sales margin is, only for
that answer, incentivizing making the units
available for PJM's ecconomic dispatch?

A. The way that's characterized seems a bit
oversimplified.

I think making sure that a unit is available
and operating is -- that's the piece that you're
incenting. Obviously, the market does the dispatch
from, at the wvery least, your economic minimum up to
your econcomic maximum, but the units aren't —-- it
takes a lot of werk and supervision and maintenance
to make sure that the units are available to the
market.

Q. Would you agree that Kentucky Power has an

obligation to provide electricity and reasonable

,service to its customers?

A Yes.
Q. And wouldn't you agree that -- are you aware
of the capacity performance rules in PJM?

A. Broadly, vyes.
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Q. But you understand that -- that generators
have an obligation to produce when called upon and
be available when needed?
Al Yes.
c. Okay.
VICE CHAIRMAN CHANDLER: I appreciate it.
Thank you very much. Have a good evening.
CHAIRMAN SCHMITT: Dr. Mathews, guestions?
COMMISSIONER MATHEWS: I don't have any.
CHATRMAN SCHMITT: Ms. Glass, any redirect?
MS. GLASS: Just one quick one, Your Honor.
REDIRECT EXAMINATION
By Ms. Glass:
Q. Mr. Stegall, would Company Witness Vaughan be
the best witness to discuss the operation of the
Company's system sales clause?
A. Yes.
MS. GLASS: Thank you. That's all I have.
CHAIRMAN SCHMITT: Thank you. You may step
down. Thank you, Mr. Stegall.
I guess the next witness 1is, what, Ms. Cost?
MS. GLASS: Yes, Your Honor.
Your Honor, may I ask?
CHAIRMAN SCHMITT: Thank you.

MS. GLASS: I'm sorry. I think she needs to

McLENDON-KOGUT REPORTING SERVICE, LLC (502) 585-5634




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

807

be sworn first.

CHAIRMAN SCHMITT: No.

Ms. Cost, would you please raise your right
hand?

Do you solemnly swear or affirm under the
penalty of perjufy that the testimony you're about
to give will be the truth, the whole truth, and
nothing but the truth?

THE WITNESS: Yes, I do.

CHATRMAN SCHMITT: Ms. Glass, now you may

ask.

JACLYN COST, called by the Kentucky Power
Company, having been first duly sworn, testified as
follows:

MS. GLASS: Thank you.

DIRECT EXAMINATION
By Ms. Glass:
Q. Can you please state your name, business
address, and employer for the record.
A. Yes. Jaclyn Cost. American Electric Power
Service Corporation, and 1 Riverside Plaza,
Columbus, Ohic 43215.
0. And what's your position with AEPSC?

A. Regulatory consultant senior.
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Q. Did you cause to be filed into the record of
this case direct testimony and answers to data
requests?
A Yes.
Q. And do you have any changes to your direct
testimony or answers to data requests?
A. No, I do not.
Q. If I were to ask you those same guestions
today would your answers be the same?
A. Yes, they would.
MS. GLASS: Your Honor, the witness 1is
avalilable for cross-examination.
CHATIRMAN SCHMITT: Ms. Vinsel, guestions?
MS. VINSEL: Thank you, Chairman. Staff does
not have any gquestiocns for Ms. Cost.
CHAIRMAN SCHMITT: Mr. West, gquestiocns?
MR. WEST: ©No questions from AG. Thank you.
CHAIRMAN SCHMITT: Mr. Kurtz, gquestions?
MR. KURTZ: No guestions, Your Hcnor.
CHAIRMAN SCHMITT: Ms. Grundmann, questions?
MS. GRUNDMANN: ©No guestions, Your Honor.
CHATRMAN SCHMITT: Mr. Spenard.
MR. SPENARD: No guestions, Mr. Chairman.
CHAIRMAN SCHMITT: Mr. Fitzgerald?

MR. FITZGERALD: No guestions, Mr. Chairman.
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CHATRMAN S5CHMITT: Mr. Miller?

MR. MILL®ER: None from us. Thank you, Your
Honor.

CHAIRMAN SCHMITT: Mr. Frye?

MR. FRYE: Necthing from us as well, Your
Honcr.

CHAIRMAN SCHMITT: Vice Chairman Chandler?

VICE CHAIRMAN CHANDLER: I have no questions.
Thank you, Mr. Chairman.

CHAIRMAN SCHMITT: Dr. Mathews?

COMMISSIONER MATHEWS: I'm gecing to make it
unanimous. I have no guestions.

CHAIRMAN SCHMITT: Obviously, there can't be
redirect since there's been no cross—-examination,
Ms. Glass.

Thank you, Ms. Cost. You may step down.

THE WITNESS: Thank you.

CHAIRMAN SCHMITT: I was hoping we'd get one
mere witness. If we could get Mr. -- is it Messner?
And then take a break and begin with Mr. McKenzie.

MS. GLASS: Your Honcr, we'll just need tc
sanitize both of our areas quickly.

CHATIRMAN SCHMITT: Okay. Mr. Garcia, are yocu
ready?

MR. GARCIA: We are, Your Honor.
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CHAIRMAN SCHEMITT: Okay. Mr. Messner, would
you please raise your right hand?

Do you solemnly swear or affirm under penalty
of perjury that the testimony you're about to give
will be the truth, the whole truth, and nothing but
the truth?

THE WITNESS: I do.

CHATIRMAN SCHMITT: Thank you.

Mr. Garcla, you may ask.

* *

FRANZ MESSNER, called by the Kentucky Power
Company, having been first duly sworn, testified as
follows:

MR. GARCIA: Thank you, Your Honor. If I can
check that I am bkeing heard. Yes?

MS. VINSEL: Yes. Checking to make sure he's
being heard.

CHAIRMAN SCHMITT: ©Oh, yes, yes. You can be
heard. Loud andlclear.

MR. GARCIA: Thank you.

DIRECT EXAMINATION
By Mr. Garcia:
0. Mr. Messner, please talk into the microphone.
And if =-- at some point we may receive instruction

that you may need to speak more clearly, being that
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we're in a virtual environment. Is that okay?
A. Okay.
Q. Thank you. Would you please state your name,

business address, and for whom you work, and in what
capacity for the record, please?

A. Franz Messner. Managing director cof
corporate finance, American Electric Power Service
Corporation. 1 Riverside Plaza, Columbus, Ohioc
43215.

Q. Okay. And, Mr. Messner, did you cause in
this case direct testimony, rebuttal testimony, and
discovery responses to be filed on behalf of
Kentucky Power?

A. Yes, I did.

Q. Were those prepared by you or under your
supervision?

Al Yes, they were,.

Q. Do you have any corrections to those data
requests or rebuttal testimony or direct testimony?
A. Ne, I do not.

Q. If I were to ask you the same questions
today, would you substantially provide the same
ariswers?

A. Yes, I would.

MR. GARCIA: Your Honor, I would tender the
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witness at this point.
CHAIRMAN SCHMITT: Okay. Thank vyou.
Ms. Vinsel, guestions?
MS. VINSEL: Yes, Chairman, we do have some
questions.
CROSS-EXAMINATION

By Ms. Vinsel:

Q. Good afternoon, Mr. Messner. How are you
today?

A. Good afternoon. I'm well. Thank you.

0. Good. Good.

Let's jump in with unprotected excess ADIT.
Some of the questions that I asked Mr. Mattison he
deferred to you and, I believe, to Mr. Vaughan.

As you know, Kentucky Power is proposing to
accelerate the return of approximately 65 million in
unprotected excess ADIT. And that -- that is about
half of the existing balance as of April -- let me
be clear -- as of April 2020. Is that correct?

A. To my understanding, I think that's correct,
subject to check.
Q. Subject to check.
Mr. Messner, did you participate at all in
the -- I think it was a 2018 case involving the tax

cut and JOBS Act reduction in corporate income tax?
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A. No, I did not.

Q. Let me -- we've discussed several times that
in that case Kentucky Power had offered testimony
that it needed 18 years -- or minimum of 18 years to
return the unprotected excess ADIT because a shorter
period would adversely impact credit metrics.

I recognize you weren't part of that. I'm
telling you that, hopefully, that you will agree
that you have heard that somewhere.

A. Yes, I have.

Q. I'll also note that that period was
substantially longer than the Commission authorized
for any other utility.

So given that background, I think it's natural
to have some concerns about returning roughly half
of the balance over a one-year period. So can you
tell me, are there impacts on the credit -- on
Kentucky Power's credit metrics from returning the
unprotected excess ADIT, the 65 million, in a
one-year period?

And I recognize that was a long question. I
can shorten it if you like.

A. No, I think I understand. Anything that
delays or otherwise negatively impacts cash flows

has a negative impact on credit ratings.
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Q. So then let me jump to another question, and
I'll circle back to that one. Is there a level of
increased amortization of the excess ADIT that, if
reached, will downgrade Kentucky Power's credit
metrics?
A. I don't know that one could come up with a
definitive calculation. It is a case that Kentucky
Power's cash flows are what I would characterize as
out-of-bounds low for their current credit rating.
So they're already distressed.
Q. And I believe that there's testimony -- I'm
sorry, I can't recall who filed this testimony --
that Kentucky Power is planning to finance the
accelerated return of the ADIT.

Can you speak to that?
A. Yes. I'm not sure finance as in a proactive,
okay, we need to go issue $65 million of -- you
know, to offset this. It's my understanding that
what the proposal is 1s to delay the rate increase
for a year and offset that with an associated
decrease of ADF -- deferred income taxes in the
equal amount.

The impact that that will have is Kentucky
Power will need to -- will either have negatively

impacted cash flows, and depending on where their
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money pool balance, their short-term borrewing
position is, may need to issue additional debt to
term out some of the short-term debt.

Q. I may -- it may be Mr. West that had that
testimony or Mr., Vaughan. I will follow up with
them on that.

Let me ask, 1s there an ROE value that can
offset any potential downgrade from the -- from any
acceleration of the ADIT?

Let me ask this another way. Let me ask it a
little more artfully. 1It's ckay. You can laugh.

Now I'm trying to think of how I really want
to say this. At what point, what -- what -- 1is
there an RCE or a particular point where the excess
ADIT, the increased amortization, would not result
-- would balance out any credit metric adverse

credit impact?

A. Let me think about that guestion for a
seccend.
0. Sure. Sure. What I'm really asking is is

there an ROE value that can offset a downgrade?

A. ROE 1is the result of the Company's

operations. And, obviously, in this process we agree
with an authorized RCE. And it is the case that

Kentucky Power has not been earning their authorized
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ROE. in fact, I think it's close to half. And,
obviously, that has negative financial impacts.

There is no -- there's not necessarily a
tipping point in terms of if your ROE is this number
that results in an automatic downgrade. The credit
rating agencies consider all aspects, both
financial, quantitative measures, as well as
qualitative measures.

So I think the answer to the guestion is
there's not a specific ROE that leads to a
downgrade. Does that make sense?

Q. No, no. It dces. It does. Thank you.

There also was testimony that, although the
accelerated return of the excess ADIT -- although it
would be a negative impact, there would not
necessarily be an adverse impact from credit rating
agencies because this was being returned over only
one year. So, basically, a very limited time
period, and that would mute any potential adverse
impact.

Do I have that correct, or would you like to
add to that?

A. Yes, you do, generally. I equate it to kind
of ripping the Band-Aid off. While it will have a

negative impact on cash flows, obviously, credit
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rating agencies, generally -- I'm not sure
"sccommodate” is the right word, but they take into
consideration things that are short duration or
one-time events, as being proposed in this rate
case. Things that generally lead to being put on
negative outlook and/or a downgrade are those things
that last for longer than maybe a single one-time
event.

And a perfect example of that would be the
Rockport deferrals that were part of the last rate
proceedings. I believe the order was in January of
2018, and in March of that same year Moody's moved
to put Kentucky Power on negative cutlock. And,
basically, that means over the next 6 to 18 months
they're going to evaluate the Company's financial
performance and revisit sooner than perhaps they
otherwise would, and then actually Kentucky Power
was subsequently downgraded to Baa3, I believe, in
April of 2019.

Q. I think this was one of the questions

Mr. Mattison deferred to you. If -- if the same
amount, that approximately 65 million of excess ADIT
were -- it was accelerated over a two-year period
instead of a one-year period -- so, if you will,

split in half, same amount over two years —-- would
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there be an adverse impact from that as opposed to
returning the same amount in cne year?

A. There will be an adverse impact either way,
but, as I hopefully explained a moment ago, I think
that the impact would be potentially more severe
when the duration is extended other than the
singular cne-time event.

Q. And other than your professional experience

-- and believe me, I'm not downgrading that at all,
but other than that, of course, your professional
experience, is there any other support that you have
for your testimony in regard to the adverse impact
from returning the excess ADIT cver one year or even
two years if that were the case?

A. In the credit -- Moody's credit opinions -- I
don't recall the exact language, and I could find it
for you, but one of the things that they talk about
is a period -- you know, whether it be the ADIT or
some of the Rockport deferrals from the last case,
they talk about the reason for the downgrade -- I'm
paraphrasing here -- was due to anticipated longer
duration period of insufficient cash flows.

Q. Okay. &And that makes sense because, again,

as you said, accelerating the ADIT, that has an

impact on Kentucky Power's cash flow.
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A, Tt does, yes.
Q. And you don't have to show me the decument.
I think we might have it. There are some

confidential exhibkits that may have that, so we may
see that later.
A Thazt's correct, yes.
Q. Let me move to short-term debt. And I
believe, as you know, that during the test year the
short-term debt increased from 380 -- excuse me --
38 million, 38.65 million to over 122 million.

Do you want to check that and make sure that

that's corregct?

A. I think that's generally correct.
0. I'm doing some rounding with the numbers.
A. Yeah. T don't —— I didn't see 122, but I do

note in February it was 120 or rounded to 121.
Q. Then I misspoke. 1 meant to say 120.

Can you tell me why the short-term debt
balance increased about not guite 82 million during
the test vear?

A. Well, for a variety of reasons. The primary
one is the reason that we're here. Kentucky Power
has not been earning their authorized ROE. In
addition, they've been deferring some of theilr

earnings. So while they may have earnings, a fair
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amount of it 1is nqncash earnings. So the short-term
debt is being used to finance the operations of the
Company.

Q. So, basically, using that -- as you said,
using the short-term debt to operate the Company in
the place of expected revenues. Would that be
correct?

A. Right. Insufficient cash revenues require

use of the short-term borrowing program for working
capital purposes.

0. Alsc in your testimony you discuss the fact
that Kentucky Power had considered issuing private
placement debt. I believe —-- was that at the end of
2019 or fall 20197

A. Yes. We started, in the third quarter of
2019, the process to evaluate issuing a private
placement for those who are around. For the last
rate case we had a similar situation. We 1issued a
private placement in June of 2017, I believe.

But due to the fact that there was uncertainty
around Kentucky's economic cutleook, it would have
made issuing in the private placement market, and
those investors are typically insurance companies
and the like, it would have been a little bit of a

difficult sell in telling Kentucky Power's story.
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3¢ we kind of stood down and reassessed in
December and then again in January. And, obviously,
the rate case activity was going on. So what we did
instead was, in lieu of the private placement, we
issued a two-year term loan that closed, I believe,
March 6 in the amount of 125 million to bring down
Kentucky Power's short-term debt balance as it
approached their authorized limit of 180 milliion.
Q. When you talked about uncertainty in
Kentucky's economic activity, can you expand upon
that?
A, Yes. As a point of comparison, when we did
the private placement in 2017, we had investors come
in, and we had investor presentation for them. At
the time there was a lot of activity related to
Braidy Industries. I'm not sure if EnerBlu was in
the mix yet or not.

There was potential for the -- there was
discussions between then-President Satterwhite and
members of Congress about, you know, the potential
for bringing investment, bringing manufacturing intq
the Kentucky Power service territory. So that story
was positive.

Segue to 2019, the conditions are markedly

different. So we decided to stand down instead.

McLENDON-KOGUT REPORTTNG SERVICE, LLC (502) 585-5634




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

B22

Issued a two-year term loan to span the period of
the rate case and perhaps allow for some further
economic development in Kentucky.
Q. That's what I -- my next question, you just
partially answered, and that's what is it that led
Kentucky Power to make this decision to get that
two-year term loan to lower the short-term debt
about a month before the rate case?
i So, originally, we had intended on doing the
private placement in the fourth quarter last year.
I believe the balances -- we had forecast that the
palances would be about where they are in, yocu know,
October-November time frame. So we had locked at
originally doing this in the November-December time
frame.

And because of the, you know, the decision to
delay and the balance at the time, we switched
course and went to the term loan. We ended up

issuing the 125 million in March.

Q. Was it a question of timing? It was Jjust a
question of timing for -- for what, I guess I should
say-

A. So we had originally intended to term out,

you know, roughly 100 millicn or so in the fourth

quarter of last year to put longer-duraticn debt on

McLENDON-KOGUT REPORTING SERVICE, LLC (502) 585-5634




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

823

Kentucky Power that more closely matched the asset
lives, but because the conditions didn't warrant
that, or we —-- banks will tell us that there's a
deal to be done, but that means it might be at a
price that's unattractive.

So rather than issuing into that market in the
private placement world, we decided to do a two-year
term loan with two banks and knowing that, you know,
the rates were going to be cheaper, and it weculd
basically allow us to span the period of the rate
case and perhaps allow for more economic
development.

Does that answer your question?

Q. No, no, thank you.

Is there any general principle that prompts
Kentucky Power to roll short-term debt into
long-term debt?

A, Yeah. Generally, with Kentucky Power and our
other operating companies, we use short-term debt as
a means of support operations and working capital.
and then, when the debt amount either gets close to
their authorized limit or to -- not necessarily in
Kentucky Power's case but for some of the other SEC
registrant companies, when they get to something

that's called index eligible size, which is
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generally 300 million or more, we will term it ocut
at that point, again using -- the typical durations
are 10 and 30 years. But -- and, again, that's to
match the longer-lived assets.

Q. Thank vou.

I'm going to try very hard to ask this next
katch of gquestions without having to refer to a
document, but basically T want to talk to you about
senior unsecured notes.

In the application, one of the schedules has
long-term debt, and that includes ten senior
unsecured nctes, all with maturity dates between
June 2021 and September 2047. I can give yocu the
exact citation if you want it. TIt's in the
application Section 5, Exhibit 2. It's Work
Paper S53.

And if I went too fast, I can repeat 1t.

A. I have that right in front of me.
Q. Okay. So when a debt instrument matures,
dees

Kentucky Power typically refinance that debt
instrument?

A. Generally that's the case, yes.

Q. And if the refinancing was at a higher

interest rate, would there still be refinancing?
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A, If the market conditions indicated that --
yves. 1 mean, we do the issuances to maintain capital
structure, you know, investment grade capital
structure that is viewed favorably by the credit
rating agencies.

If it's the case that the market rates,
prevailing rates are higher, that would -- that
would be something that we would do.

Q. Okay. One of the senior unsecured notes
matures on June 18, 2021, and it has an interest
rate of 7.250 percent.

Do you anticipate that Kentucky Power will
refinance with June 2021 bonds if an interest rate

savings could be incurred with bonds?

A. Could you restate the last phrase of that
sentence -- question?
Q. Sure. Do you anticipate that Kentucky Power

will refinance that note with bonds 1f an interest
rate savings could be incurred?

A. T don't know that it's contingent on interest
rate savings, but, obviocusly, i1t's maturing, sc we

would need to do something to account for that

maturity.
It may be the case -- I know that might have
been a little vague. It may be the case, and 1I'm
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speculating slightly here, but, we may look toc do an
issuance depending on whether the Kentucky
short-term debt balance that would not only take out

-- you know, take down the short-term debt balance

but also facilitate the -- you know, offsetting the
maturity.
Q. Thank you. And I apologi:ze. I needed to —-

we're doing a text as a back channel with my
coworkers who cannot be here with me today. So I

needed to double-check something with a team member.

A. I understand.
Q. Normally, I would just turn and be able to
ask them.

While I'11l wait to see 1f I get a response,
just in general, would you agree that interest rates
have fallen since 2017 with one exception of a
slight uptick in, I think, September of 20187
A. Yes, I would say that's accurate.

MS. VINSEL: 0Okay. Staff has no further
gquestions.

CHATRMAN SCHMITT: Mr, West, any
cross—-examination for this witness?

MR. WEST: Yes. We have just a few

questions.
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CROSS-EXAMINATION

By Mr. West:

Q. Hello, Mr. Messner.
A, Hello.
Q. Just a few guestions about the short-term

debt issue that Nancy just explored with you a bit,
but during the test year the average monthly balance
of short-term debt outstanding was 80.621 million,
correct?

AL Yes.

Q. But for ratemaking purposes, the Company
proposes a capital structure with no short-term
debt. Is that also correct?

A. Yes.

Q. So if the Company sets short-term debt at

zero dollars assessed year, 1s that accurately
portraying the month-to-month operations of the
Company?

A. Well, a couple of things there. One, you
know, scme of the discussions that we just had about
we had actually initially intended to issue the
private placement earlier, which cbviously would
have impacted the average balance, but the capital
structure that we proposed in this rate case is

consistent with last rate case.
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It's based on a 3/31/20 test year, and I
believe the requirements mandate that we use the
per-books balance on that date. And, as a practical
matter, the delay in the private placement and
subsequent term loan that we issued actually
resulted in a rate —-- the term loan on 3/31 actually
has a lower rate than the short-term debt rate
that's included in the cost of capital.

MR. WEST: Okay. Thank you. That's the only
questions I had.

CHATRMAN SCHMITT: Mr. Kurtsz,
cross—-examination?

MR. KURTZ: Thank you.

CROSS-EXAMINATION
By Mr. EKurtz:
Q. S0rry. Good afterncon, Mr. Messner.

The unprotected excess ADIT, that's money that
Kentucky Power owes to consumers; is that correct?
A, Yes.

Q. And you're holding on to it and essentially
paying consumers the weighted average cost of
capital on the unamortized balance?

A, Could you restate that guestion, please?

Q. Isn't the weighted average cost of capital

carrying charge added to the balance that you owe
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customers”?
A, I am not familiar with that and would defer
-- I don't know if it's Company Witness Whitney or
West.
Q. Well, if it's money that the Company owes
consumers, and you're not providing any interest
carrying charge on it, then the longer it takes to
give it back, the worse off consumers wculd be,
correct?
A, Again, I'11l defer to Company Witness —-- now
that yvou're asking the question that way, 1t may be
Company Witness West or Company Witness Vaughan.
Q. Okay. This is an issue that AEP deals with
in all of its jurisdictions, the unprotected excess
ADIT; is that correct?
Al To the best of my knowledge, vyes.
Q. For the protected, the tax rules require that
the money be refunded over what's called ARAM,
correct?
A. I'm not familiar with that. And, again, I
would defer.
Q. For the unprotected, it's up to, essentially,
the discretion of the variocus commissions.

Do you know -- for example, the amortization

pericd in Kentucky, the settlement the Commission
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awarded was 18 years. Do you know the corresponding

terms for Virginia, West Virginia, Indiana, et

cetera?

A. No, I do not.

Q. What about for the transmission, the OATT?
For transmission same thing -- you have this money

that the transmission owner owes consumers, and you

give it back. Is there a uniform term that FERC has

mandated?
A, I'm not familiar with that.
Q. Okay. Xentucky Power is asking for a

13 percent base rate increase in this case, 70
million; is that right?

Al I'm not familiar with the percentage, but if

Q. But it is 70 millicn?
MR. GARCIA: Objection, Your Honor. The
witness has indicated that he doesn't know.
CHAIRMAN SCHMITT: I think that's correct. I
think he has indicated he's not familiar with that.
MR. KURTZ: QOkay. I thought he said he
didn't know the percentage.
THE WITNESS: No, I do not.
Q. Okay. You don't know the dollar amount

either?
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A. I'm sorry. Could you repeat that question?
Q. You don't know the dollar amount of the
requested base rate increase?

i Not offhand. I believe 1t is in the &5 to
70 million range, but --

Q. Yeah. Do you prepare —- are you on the
earnings calls with the investment analysts that
occur quarterly?

A. I listen to them as I'm able.

Q. We saw you testify that Kentucky Power has a
low earned rate of return currently, and it
consistently drags down the AEP average return.

Isn't that correct?

A. Yes, they are -- Kentucky Power 1is
underearning.

Q. And historically has underearned?

A. Yes, I believe that's the case.

Q. And we saw earlier that the solution to that

product underearning is to grow rate base to
increase rates to increase earnings.

Were you here for that?
A, T heard some of that discussion, but I think
earning -- earning a -- I guess the authorized
return i1s the reason that we have this rate

proceeding. Kentucky is not earning anywhere near
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that, so as part of that story or process 1s a
regulatory process, and I'm coming before the
Commission and establishing reascnable rates.

Q. Agreed. A big driver of the rate increase 1is
poor sales or loss of sales, correct?

A. I don't know specifically the main driver.
All I know is that Kentucky Power's carning nowhere
near their authorized ROE.

Q. If base rates go up by 13 percent additional,
that's going to cause sales to go down even further
because there is some elasticity of demand. People
will use less of a product when you charge more.

Doesn't that just exacerbate the problem?

MR. GARCIA: Objection, Your Honor. That's
coutside of the scope of the testimony of this
witness.

CHAIRMAN SCHMITT: I'm sorry. I didn't
understand the objection.

MR. GARCIA: Outside of the scope of the
testimony cof this witness.

CHATRMAN SCHMITT: Yeah, I understand. We
have wide-open cross—-examination in Kentucky under
cur rules. And it 1s, I think, relevant to the
entire proceeding.

MR. GARCIA: Thank you, Your Honor.
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Q. Doesn't that just make the problem worse?

A. Would you please restate the guestion?
There's a couple different things going on there.

Q. Kentucky Power has bad earnings, historically
has had bad earnings, historically drags down the
AEP average. It's entitled to a reasonable rate of
return, but when you grow rate base, grow earnings,
and you raise rates, you're going to drive down

sales even further and just make the problem

compound.

Don't you -- do you see that?

A. Not necessarily. I can't speak to consumers'
usage. What I can speak to and what I'm supporting

here is the cost of capital and the capital
structure and this process by which Kentucky will be
able to earn a fair and reasonable return.

Q. Have you ever heard the concept of, in
finance that, there's a natural owner of an asset?
A. Could you ask that guestion differently,
please? I'm not sure I understand what you're
getting at.

Q. Do you believe that AEP is the natural owner
of the eastern Kentucky service territory? Is it
best suited to serve its own interests and the

interests of consumers, or might there be a better,
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more natural owner of that (indiscernible)?

A. I don't have an opinion on that.
MR. KURTZ: No more guestions, Your Honor.
Thank you.

CHATRMAN SCHMITT: Ms. Grundmann, guestions?

MS. GRUNDMANN: No, Your Honor.

CHAIRMAN SCHMITT: Mr. Spenard?

MR. SPEWNARD: Yes, Mr. Chairman. We have a
few guestions.

CROSS-EXAMINATION

By Mr. Spenard:
0. As a preliminary matter, to the witness, can
you hear me?
A. Yes.
Q. Okay. And, if you have any difficulty
hearing me or understanding a question, just let me

know. QOkay?

A, I will. I will.
Q. Thank you.
Let's —-- let's go back to your testimony from

the stand today. If I understand correctly, one of
the things that you're testifying about are the
cash -- you're talking about c¢ash flow, and you're
talking about the earnings from the revenues that

are being sought and the cash flow implications.
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Is that a fair characterization?
A, It's accurate that there is a relationship
typically with revenues and cash flows, but,
obviously, in the case of deferrals, you know, the
cash would not be there.

Does that make sense?
0. A1l right. So, when we're talking about the
accumulated deferred income tax and the balance
that's currently carried on the books, the
accumulated deferred income tax balance is
generated, or it comes into existence, based upon a
timing difference between the tax liability to the
Internal Revenue Service and then the tax liability
that's -- that's for calculating rates.

Is it based on a timing difference?
A. I believe that's generally true. I would
defer perhaps to Company Witness Whitney on scme of
the more technical aspects.
Q. Sure. And I appreciate that. And if there's
something that another witness needs to discuss,
then that's perfectly fine, or if you think it's
fair to give a comprehensive answer, that's fine as
well. T Just want to try to get a very general
understanding.

What is your testimony today with regard to
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the cash flow -- the cash flow -- the consedquences
to the cash flow associated with Kentucky Power
returning the excess —-- a portion of the excess
deferred income taxes to the ratepayers over the
hext year?

A. My testimony is that delaying the
implementation of rates and thus the receipt of cash
will negatively impact Kentucky Power's cash flows
versus a scenarlio where rates go into effect

January 1st of 2021.

It's my understanding from listening to
Company Witness Mattison and perhaps others that,
you know, this delay and offset to ADIT is being
deoene as a way to, you know, to help customers and
perhaps get, you know, beyond the period, you know,
with this pandemic crisis.

Q. Okay. Sc when you're saying in terms of when
rates go into effect, that -- to your knowledge, 1if
you know, and if you don't, then we'll ask another
witness. For the rates that are the subject to this
application, what is the proposed -- as we sit here
today, what is the proposed effective rate for the
increase in rates subject to this application?

A. Would you define what you mean by "the rate"?

Q. Well, as part of the application -- if you
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know, as part of the application, did Kentucky Power
Company supply new tariffs, proposed tariffs
containing new rates?

MR. GARCIA: Your Honor, if I may, T think
the objection would be to the use of the term
"rates," which, in the context of regulated service,
has a different meaning than in the context of
finance in which Mr. Messner is testifying. That
may be the confusion.

MR, SPENARD: Mr. Chairman, if I may, that's
-—- if my guestion is confusing, then I'll add a
little more specificity to the guestion perhaps.
Again, if it's a better witness --

CHAIRMAN SCHMITT: Please do. If the witness
doesn't understand, the witness needs to say "I
don't understand.”™ Either "I don't understand the
gquestion™ or "I'm not the person who can
appropriately answer the gquestion.”

But go ahead. Rephrase your guestion, if ycu
would, Mr. Spernard.

MR. BSPENARD: Yes, Mr. Chairman.

Q. Kentucky Power genherates revenues by
reference to the rates that it has on file, and
they're approved by the Kentucky Public Service

Commission; is that ccrrect?
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Q. And the current
things, is seeking an
service that Kentucky

charge its customers;
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application, among other
increase in the rates for
Power will be authorized to

is that correct?

A. Yes. Thank you for the clarification.

Q. Okavy. You're quite welcome.

With regard to the effective date of the
increase in rates to generate additional revenue,
what is the effective date for the rate increase?

A. I'm not aware of that, what that exact date
ig. It's my understanding is that the proposal is to
delay by a year and offset an ADIT balance. The
specific date, I would have to defer to probably
Company Witness West or Company Witness Mattison.

MR. SPENARD: OQkay. Well, thank you. And at
this stage what we'll do is we will -- we'll address
the issue with Company Witness West, but I certainly
apprecliate your answers. Thank you.
CHAIRMAN SCHMITT: Anything further,

Mr. Spenard, of this witness?

MR. SPENARD: No, no further questions for
this witness, Mr. Chairman.

CHAIRMAN SCHMITT: Mr. Fitzgerald?

MR. FITZGERALD: Mr. Chairman, we have no
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questions.

CHATRMAN SCHMITT: Mr. Millexr?

Mr. Miller may have dropped off.

Mr. Frye?

MR. FRYE: I am here, Mr. Chairman, and no
questions.

CHATRMAN SCHMITT: Okay. Mr. Miller, are
you -- have you come back? If not, if --

MR. CHILDERS: Your Honor, this is Joe
Childers.

CHATRMAN SCHMITT: If you have guestions --
well, I'll ask Mr, Miller in a minute. T=s he there?

VICE CHAIRMAN CHANDLER: No. I think,
Chairman, that -- I just want te¢ say Joe, but
Mr. Childers noted that Sierra Club did not have any
gquestions. I think there he is now.

MR. CHILDERS: That's correct. No guestions.

CHAIRMAN SCHMITT: I'm sorry. I didn't know
you'd come in place of Mr. Miller.

Are you -- do you have questions of this
witness?

MR. CHILDERS: No gquestions, Your Honor.

CHATRMAN SCHMITT: Thank you.

Vice Chairman Chandler, gquesticns?

VICE CHAIRMAN CHANDLER: Thank you, Chairman.
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Sorry about that, Mr. Childers.
EXAMINATION

By Vice Chairman Chandler:

Q. Good afterncon. Can you hear me ckay?
A. Yes, I can.
Q. Great. ©So, as a preliminary gquestion, have

you seen the witness list in this case for the
witnesses on behalf of the Company?
A, I have —-—- I believe 1 have, yes.
Q. OCkay. And insofar as you've seen that
witness and, at least in a general matter, know who
is on that witness list, are you the person in this
case that most often would be discussing AEP and
Kentucky Power matters with banks?
A, Yes.
Q. Okay.
VICE CHAIRMAN CHANDLER: Chairman, can I ask
if we can go into a short confidential session?
CHATRMAN SCHMITT: Yes. Let's -- Candace,
can we go -- can you get us intec confidential
session?
MS. SACRF: We're in confidential, Chairman.
CHAITRMAN SCHMITT: Okay. We're now in
confidential sessicn.

(Confidential testimony of Mr. Messner heard
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from 3:30 p.m. through 3:50 p.m.}
MS. SACRE: Okay. We're back in normal
session, Chairman.

CHATRMAN SCHMITT: We're back now in public

session.

Q. All right. Mr. Messner, can you still hear
me?

A. Yes.

Q. Okay. Great. Would you agree that risk and

return are positively correlated? Would you like me
to ask it differently?

A, Yeah. If the question is is higher risk
correlated to higher return?

Q. Well, let me ask it this way. As one
increases, do investors, as a general matter, expect
the other to?

A. I believe I agree with you. They would --
their intent, I assume, would be to be compensated
commensurate with the risk.

Q. Right. And that's the basis for -- for
instance, Mr. McKenzie is going to talk to us either
later today or tomorrow on it, correct?

A. That's my understanding.

Q. On page 6 of your rebuttal testimony, line 21

and 22, you refer specifically to the ratios that
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the Company uses for cash flow.

A. IT'm there.

Q. So I'm aware of FFO to debt as a general -- T
couldn't explain it to you besides the bare bones of
it.

What other ratios may you be referring to
there other than FFO to debt, if you are referring
at all to FFO-to-debt ratioes?

A. So the Moody's ratings methcdoleogy has

40 percent of their methodology based on financial
metrics, and those include cash from operations plus
interest divided by interest; cash from operations
divided by debt, which is the most important of the
financial ratios; cash from operations plus
dividends divided by debt; and then debt to
capitalization, which is not necessarily directly,
obviously, a cash flow-related item.

And then the remaining 60 percent, 25 percent
of that is regulatory framework. That includes
legislative and judicial underpinnings of the
regulatory framework of 12.5 percent, and then
consistency and predictability of regulation is
ancther 12.5 percent. So those twoe together make up
the 25 percent regulatory framework measure.

The next 25 percent is ability to recover
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costs and earn returns. And that would include, in
equal portions, timeliness of recovery of cperating
and capital costs, and sufficiency of rates and
returns.

And then the remaining 10 percent is
diversification split equally between market
position and generation and fuel diversity.

Q. Okay. Great.

A. I've submitted, I believe, certain of the
Moody's credit opinions, and they have scores in
those opinions that -- for each of those measures.
Q. Great. And so, as I understand 1t, you
discussed a couple of these measures, but as I take
it away, you only discussed the ones I can think of
that were negative or that were going the wrong way.
Is that incorrect?

For instance -- let me ask it this way -- are
you aware that the company in this case is proposing
to recover 100 percent rather than the current
80 percent of LSE OATT expenses through the tariff
PFPA?

a. In listening to testimony this week, I've
heard that discussion, but I was not specifically
involved in that, no.

Q. No, no, I agree. But I didn't see your
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testimony on it at all. But what I'm asking is,
cutside of the 40 percent financial, you would agree
that that at least is a positive for some of those
other categories that Moody's, for instance, takes
into acccunt, correct?
A. I'm going to paraphrase your question. If
the proposal in this case, they were allowed to earn
recovery on hundred percent -- I apologize. T don't
know a lot about that issue -- specific issue. So
perhaps yocu can either rephrase the question, or
maybe somebody else would be better able to answer
it.
Q. Well, we're talking about the timely recovery
of costs, right?
A, Right.
Q. And it's a tracker that recovers costs. 5o
we know that it deals with the timely recovery of
costs. So we know that. And that's what ocne of
those statements you read was about, correct?
A. Correct.
Q. And instead of recovering B0 percent of the
cost through a tracker, they recover 100 percent of
the cost through a tracker.

S0 in terms of timely, great. But, second,

wouldn't you also agree that that's also the ability
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to recover expenses, one, and that would help in the
ability to earn an ROE, right?

A. I would agree that having this automatic
recovery is viewed favorably as opposed to being
required to go in for a base rate case in order to
recover those costs.

Q. Right. And even in additien to that, it

helps in the whole idea of a constructive regulatory
-- or a constructlive regulatory atmosphere
environment, correct?

A. To the extent that it's viewed as favorably
impacting Kentucky Power's financials, yes.

Q. Okay. So -- but I guess what I'm asking for
is would you agree, then, that insofar as what

credit ratings agencies look at with risk, that the

testimony was only focusing on the downside risks

presented in the Company's application, or the
status quo without the rate case, rather than any of
the positives that it's proposing or that had
ocourred?

A. I only —- in the testimony that -- my

rebuttal testimony that you've referenced, I'm only
focusing on the impact that decreased cash flows
would have on Kentucky Power's credit rating.

Q. Right.
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A. Not discussing other risk-associated items.

Q. Right. But what I'm asking is you're the
only person for Kentucky Power that discussed any of
these credit-related issues, right?

TLet me ask the question differently. Are you
aware of any other Xentucky Power witness that spoke
to any of those other considerations that Moody --
that Moody's has in making their credit ranking
decisions?

A. I've not read all the testimony. I don't
know. I do know that I reviewed testimony from a
2018 case, Company Witness Horeled, and 1 believe he
did, in fact, talk about credit ratings. I'm not
sure if anyone has in this case.

Q. Okay. ©One of the financial metrics you

mentioned was something something something divided

by debt. Was that free cash flow from operations?
Al Yes.
Q. Okay.
A. That's one thing that Moody's, I guess, has

the largest weighting from a financial perspective.
Q. Okay. How 1is Kentucky Power's FFO to debt?
A. As I mentioned earlier, I would characterize
it out-of-bounds low for their current credit

rating. I wish I had their most recent credit
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opinicn, but if I remember correctly, 1 believe 1t
decreased from the mid-teens down to -- I want to
say 10 percent, subject to check, at year—-end 2019.
And I believe that the range that Moody's loocks for
for Baa entities are -- is 13 percent to 22 percent.
Q. Do we have in this record what the -- what

the anticipated FFO-to-debt ratio is in 20217

A, Not to my knowledge no.
0. And if we requested that, would the Ccmpany
be able to provide it? If we asked -- if we asked,

based on the application, what is the Company's
anticipated FFO-to-debt ratio in the year 2021, the
calendar year, would the Company be able to estimate
that?

A. The calculation can be done, but I'm not sure
how reascnable the estimate would be, only because
there's so many other factors that would go into
cash from operations. You know, load assumption,
more or less all the assumptions that are part of
this case.

0. Right. But what you said was that -- you
talk about decreased cash flows having an impact on
Kentucky Power's credit rating, but other than
talking about it in general, how can the Commission

take that into account if we can't look at it in the
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particulars?

A. I think you can look at Kentucky Power's --
the latest Moody's opinion. And, subject to check,
T believe it was April of this year, and they
mention a couple of different items related to
detericration in the cash flows.

And there is a schedule in there that shows --
I'm not sure how far back it goes, but you can see
that particular metric. And, again, T wish I had it
in front of me, but I believe it's now -—- at year
2019, I think it was --

MR. GARCIA: Your Honor, if it would be
helpful, I actually have a copy handy I can providé
to the witness.

VICE CHAIRMAN CHANDLER: If you're golng to
provide it to the witness, could you identify where
in the record it is?

MR. GARCIA: Sure, Your Honor. And this is
attachment to AG1-39. And that includes the various
credit report updates, and each one of them has a
particular date. So I'1l let the witness identify
once they have them.

VICE CHAIRMAN CHANDLER: Thank vyou.

MR. GARCIA: May I approach the witness, Your

Honor?
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VICE CHAIRMAN CHANDLER: Don't forget to turn
your microphone back on, Mr. Messner.

MR. KURTZ: Vice Chairman, could I interject
something, please?

VICE CHAIRMAN CHANDLER: Up to the Chairman.

CHATIRMAN SCHMITT: I'm sorry? What was the
guestion?

MR. KURTZ: Chairman Schmitt, could I
interject at this point?

CHAIRMAN SCHMITT: Yes.

MR. KURTZ: On AG KIUC Hearing Exhibit 1,
page 74, it will demonstrate the FFO-to-debt ratio
of all the AEP operating companies, and it will
confirm that, just like earnings, Kentucky Power 1is
dragging down the AEP average quite considerably.
And perhaps that can be put on the screen. I think
it would
be --

CHAIRMAN SCHMITT: I was goling to suggest
maybe that would be better than the direction we're
goilng now.

MR. KURTZ: So that's Hearing Exhibit 1,
page 74. Nancy?

MS. VINSEL: I was going to say, I'm not

sure. I'm not sure exactly —-- there it is. There it
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is.

MR. GARCIA: Thank you, Your Honor.
Specifically, the April 2020 credit opinion for
Kentucky Power from Moody's is in AG 179, Attachment
6.

VICE CHAIRMAN CHANDLER: Ckay. Thank you.

Q. So, Mr. Messner, are you locking at the same

thing there we are, page 74 of KIUC Hearing

Exhibit 1 -- AG KIUC Hearing Exhibit 17?
A. Yes.
Q. Okay. 8o is this -- so you're saying that in

2019 that 8.7 percent is the FFO to debt for

Kentucky Power?

A. So there are a number of different views
that -- of this particular measure. AEP has a view
that adjusts for certain -- makes certain

adjustments.

Moody's has a view, and they have a standard
methodeleogy that they put out, the things that they
adjust for, and S&P also has their own methodology.
And then there's, of course, GAAFP, if-you just use
the GAAP numbers, but the numbers that I see here
are close to what the Moody's view suggests.

Q. Excuse me. Okay. So we've got an

FFO-to-debt ratio here in 2019, and I Jjust want to
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make sure

that -- your rebuttal testimony talks about the
deterioration of cash flows and the impact those
reduction to cash flows has on metrics and those
metrics have on credit ratings, right?

But what I'm asking, has the Company provided
the Commission, in consideration of its regquest
here, or of any other matter in any other, you know,
2019-2020 case, the impact of its proposals?

A. Not te my knowledge, no.
Q. So we know that any cash outlay, whether it

be $1 or 5100 million, has an impact on cash flow,

right?
A, Yes.
g. And it's -- it's a matter of degree, would

you agree, as to what impact it ultimately has, any
given proposal?

A, I think that's a reasonable statement.

Q. Okay. So, like, an amortization of

$100 million of excess ADIT over 100 years has an
impact on cash flow, but it's a greater impact 1if
it's amortized over 50 vears. Is that fair?

A A shorter amortization period has a larger
negative impact from a credit perspective.

Q. Has a greater impact. And that's intuitive,
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but what I'm asking is 18 years in 2018 35, as I
understand from the Company's proposal, was still a
concern, 10 years is a concern. But any shorter
time is going to have a greater impact on the
Company's cash flow. That was your testimony
earlier, correct?

A. It will have a larger negative impact on the
Company's financial position.

Q. aAnd you're saying, for $113 million balance,
that the Company c¢an pay $65 million amertization in
one year because it's only one year?

A. I'm not necessarily saying they can take it.
I believe my testimony was that a more singular,
one-time event may be viewed by Moody's more
favorably than 1f the duration is extended.

And, again, there I'1ll reference back to the
last case -- and they mentioned it in their credit
opinions -- the cash deferrals are pressuring their
credit metrics.

0. Okay. So that's perfectly fair, but you
understand the Company is proposing the $65 million
accelerated amortization to offset their rate
propesal, right?

A, Yes.

Q. So I'm asking c¢an the Company financially
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take that proposal? Can it weather that proposal
that they're making?

A, When you say "weather,” do you mean from a
credit rating perspective, I assume?

Q. From a financial health and/or a credit
rating perspective.

A. It's -- it's a financial burden for sure.
Q. Okay. So —-- so to Ms. Vinsel's question
earlier about a one-year amortization at
approximately $65 million, okay? Work with me here
on a hypothetical because I really want to
understand the way Moody's and S&P look at this,
okay, and you're our insight into that.

If Mr. Mattison gets up at the end of the
hearing and says, "We are going to half our revenue
requirement ask." Right? So let's just say it's
66 million, that we're proposing that it oniy be a
$33 million-a-year increase.

Do you follow me up to now? In the
hypothetical, do you understand up to that point?
A. If T understand you correctly, you're
suggesting in lieu of 65 million, you halve it to
33 million.

Q. Yeah. Okay. We're on the same page then.

And in lieu of a one-year, approximately,
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$66 million amortization of excess ADIT, Mr.
Mattison says noc, no, we're going to do two years at
33 million.

Right? Does that make sense? So it's the
same amount. What I'm asking for, it's still a
limited duration of two years instead of one year,
right?
What is your understanding of how that will be --
would be viewed?
A. Again, I apologize if I wasn't clear earlier.
The rating agencies, in my view, would be more
understanding of a single, one-time event as opposed
to something that puts continued pressure on
particularly a metric that is already below
investment grade.
Q. So a one-time event only counts as one year,
is what vou're saying, instead of a one-time event

that just so happens to occur over Lwo years?

A. It's the duration, I think, that would be
viewed unfavorably. I mean, as a practical matter,
Kentucky Power's metrics are quite poor now. I

think the rating agencies would recognize that this
is being done to offset some of the increase -- you
know, the impact on the customers.

It may not change their overall opinion, and

W
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they may -- you know, may put the Company on a
negative outlook or take further rating action.
But, again, in my opinion, the one-time event with
the one-year duration would have less of an lmpact
than two or more years.

Q. Well, what I want to finally get to is you
say less of an impact. What we were talking about
earlier about the impact, for instance, cash flow,
we agreed that it was a degree, right? It was a
matter of degree. Over 100 years, 50 years, 25
years, they all have a negative impact to cash flow.
It's to the degree at which.

So what I would ask now is what degree to
which will that be viewed negatively as a one-year
event -- a limited duration one-year event at the
same magnitude as a limited duration two-year event?
A I can't assign a specific degree, but, as I
mentioned earlier, after the last rate case Moody's
put Kentucky Power on negative outlook. And, again,
their protocol is to revisit that company in the
next 6 to 18 months, which they did, and the cash
flows were still low over that time.

So the longer the cash flows are not in range,
again, in my mind, the higher the probability that

they might take action as opposed to an instance
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where we do a one—-time in a single year.
0. Okay. And what's the cutlook for both S&P

and Moody's as it relates to Kentucky Power?

A. Kentucky Power, the outlook is stable.
Q. For both, correct?
A. Yes.

VICE CHAIRMAN CHANDLER: I appreciate 1it,
Mr. Messner. Thanks for bearing with us through the
transition there. Thank you.

CHATRMAN SCHMITT: Dr. Mathews, any
questions?

COMMISSIONER MATHEWS: I have a guestion
related to something else.

You probably are the right person since you
deal with the ratings agencies and the lenders.

EXAMINATION

By Commissioner Mathews:
Q. Is there an impact of Kentucky Power being so
heavily fossil fuel? Does that have an impact on
the ratings?
A. I believe —-- you're a little bit muffled, but
I believe —-
Q. Oh, I'm sorry.
A. -- the question was is the fact that Kentucky

Power has fossil fuels in their generation mix, does
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that impact their credit ratings or how they are
viewed by investors?

I can tell you that --
Q. Say both.
A, -- the investors definitely take that into
consideration, and there are certain investors who
will no longer lend to companies that have any kind
of carbon footprint.

From a credit rating perspective, I would need
toe go back and loock at the opinmion. T know it's
mentioned -- I believe it's mentioned in the credit

opinion, but without actually reading it --

0. That's fine.

A. —-- which I'm happy to do, I'm not sure. I
think the singular reliance does have -- well, I
can't speak to that yet without -- I would need to

look and read the copinion.
Q. Okay. And that's in our documents. I'1i1
just read that myself.
COMMISSICNER MATHEWS: That's all I have.
CHAIRMAN SCHMITT: Okay. Thank you.
Mr. Garcia, any redirect?

MR. GARCIA: Yes, Your Honor, just a few.

* *
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REDIRECT EXAMINATION
By Mr. Garcia:
Q. Mr. Messner, you were asked some questions
regarding the credit metrics of Kentucky Power and
the relationship with the authorized ROE?
A. Yes.
Q. and, if you would explain to me, sir, a
little bit the relationship between the credit
metrics, the authorized ROE and the actual ROE that
the Company earns from the point of view of credit
metrics and credit rating agencies.
A. So I guess the response to that would be the
actual earned ROE are the most important. As we
know, Kentucky Power has an authorized ROE that's
significantly higher than what their actual earned
ROE is. 8o, in that regard, earned ROE 1is most
important by far.
Q. Do I understand correctly that having an
authorized ROE is important, but earning it -- orx
the actual earned ROE is what affects most
significantly the cash flows and the credit metrics?
A. Yes, that's correct.
Q. And, in turn, that would have the greater
impact on the credit rating agency's evaluation of

the Company?
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A. Yes. Actual ROE -- actual earnings has the

most impact.

Q. Okay. And you were asked about the ability

of the Company to recover |[its transmission costs.
Do you recall that line of gquestions?

A Yes, 1 do.

Q. Okay. And on a very general level, it's your

understanding that the credit rating agencies would

view negatively if the ability of the Company to

recover those transmission costs in a tracker was

eliminated?

A. Yes. The ability to recover via tracker is

viewed more favorably than if the Company would have

to wait for a base rate proceeding. The current

recovery is viewed favorably, yes.

Q. Okay. And in your testimeony, if I recall
correctly -- and if not, if you could state it right
now —-- one of the things that the rating companies

right now in their evaluation most recently in April
of 2020, one of the things that they consider a

favorable factor supporting Kentucky Power 1is its

regulatory environment. Is that correct?
A, That 1s correcl, yes.
Q. And having the tracker for recovering

transmission costs would be part of that suppocrtive
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environment, correct?

A. Yes, it would.

Q. Let me ask you something. And you were also
asked some questions about the return of ADIT?

A, Yes.

Q. And do I understand correctly that the -- in

terms of credit metrics, starting on 2022 the

return -- when I say pace, it was authorized in the
2018 case -- by the Commission in 2018. It's going
to be the same as it was authorized in 2018. 1Is

that correct?

A, That's my understanding after the one-time
event proposed, that it will be consistent with what
was agreed to in the 2018 proceeding.

0. And deoes that relate to what you were
indicating --

MS. VINSEL: We can't hear.

CHAIRMAN SCHMITT: SCerry. Sorry. Stop. I
don't think --

MR. GARCIA: Thank you, Your Honor.

CEAIRMAN SCHMITT: Well, wait, Mr. Garcia. I
think people are having difficulty hearing your
gquestions and possibility the witness's answers, but
I think it's his guestions.

MS. VINSEL: No. Actually, his --
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Mr. Messner's last response, we could not hear.

CHAIRMAN SCHMITT: All right. The issue was
Mr. Messner's last response to your question, which
could not be heard. So I don't know 1f we can read
the guestion, or if you can remember -- 1if
Mr. Messner can remember the question and try to
reanswer.

THE WITNESS: Yeah, it's probably safest to
reask the question. I believe the answer —-- I know
the answer, but --

MR. GARCIA: I can ask the guestion again,
Your Honor, and I'll try to speak slower.

CHAIRMAN SCHMITT: All right. Thank you.

MR. GARCIA: Thank you, Your Honor.

Q. So, Mr. Messner, you were asked about the
return of the ADIT?

A. Yes.

Q. And is my understanding ceorrect that starting
on 2022, the pace at which the Company 18 going to
be returning to customers if the ADIT would be the
same as it was authorized in 2018 by the Commission?
A. Yes, that's my understanding.

Q. Okay. And is there a relationship between
that quality and your indication that it does make a

difference from the point of view of the credit
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metrics and the way that they are evaluated by
credit rating agencies of whether the duration of
the accelerated return that is proposed by the
Company in these circumstances that we have today,
ig there a relationship between those two, that
starting in 2022 it essentially goes back to what
was approved in 20187

A. So if I understand your question, I would --
I would assume there would be no difference —-- or no
difference in opinion of the credit rating agency
that they have now if the rate of return goes back
to being the same as it was, you know, as part of
the '18 proceeding.

Q. But if the duration of the accelerated
process was longer, you would expect that it's more
likely that there would be a reaction?

A, Yes, that would be viewed negatively, more
negatively than the one-time event.

0. Let me switch topics, 1if I may. You were

asked about the maturity of some debt by Kentucky

Power?
A. Yes.
Q. Okay. And, if you can explain to me,

Mr. Messner, is it normal for the Company to

refinance debt earlier than its expected maturity?
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i That's nect -- that's not typical, no.
Q. And why 1is that?
A. Well, debt, and particularly the debt that

was discussed in the rate case proceeding today, is
a make-whole requirement. So refinancing it early
would require effectively a make-whole is a payment
to investors of the interest that will be foregone,
and that payment is on top of the principal that
will be repaid.

Sc from the investors' perspective, they're,
guote, made whole in that they're getting the
interest that they would have otherwise earned, you
know, between now and the maturity, as well as the
return of the principal amount.

Q. Now, going back to the way that the Company
actually did it in this case this year, the new term
loan that the Company was able toc secure to
refinance its debt, the interest rate was actually
lower than the short-term debt that it repaid; is

that correct?

A. Yes.
Q. And that is a benefit te customers?
A. Yes. The impact is that it would -- resulted

in a lower cost of capital than had we left tLhe

short-term debt balance cutstanding.
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Q. Now, To be fair, is that circumstance usual,
or was that a situation that was rather unusual?

A. It was a rather unusual situation in that the
short-term debt rate was based on the l2-months
ending March 31st of 2020, the cost of short-term
debt over that pericd.

And it just so happened that, when we did
ultimately issue the term loan, closed March 6, I
believe -- I don't have the exact timing, but I
believe the fed took ——- made two rate cuts, the
second one taking the fed funds rate down to zero to
.25 percent.

The term loan 1s a floating rate note, and so
the impact on that was that the term loan is
actually -- a two-year term loan is actually a
cheaper cost rate than the short-term debt would
have had in the cost cf capital.

Q. Okay. And in, the cost of capital that's
calculated, vyou did reflect the benefit to
customers, correct?

A. Yes. The lower-cost term lecan is in the cost
of capital in lieu of the short-term debt that was
taken out.

Q. Okay. You were also asked about the relative

low interest rates that are right now in the

McLENDON-KOGUT REPORTING SERVICE, LLC (502) 585-5634




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

865

financial environment.
Do you recall that line of questioning?
A, Yes.
Q. I think that you mentioned that there have

been an uptick in 2018, but then interest rates

since then have gone lower, Is that correct?
4. Yes. I'm not sure the exact timing, but that
sounds about right. The answer would be the

interest rates envircament today are lower than they
were in 2017.
Q. And the reason for that, a significant
disturbance in the financial markets related to
COVID-19 and the corresponding reaction from the
Federal Reserve to reduce interest rates to respond
to these unprecedented conditions?
A. Yes.

MR. GARCIA: If I can have a moment, Youxr
Honor?

CHAIRMAN SCHMITT: Yes. Sure,

MR. GARCIA: Those are all the guestions that
T have on redirect, Yocur Honor.

CHATIRMAN SCHMITT: Thank you.

Mr. Messner, you may step down.

THE WITNESS: Thank vyecu.

CHATRMAN SCHMITT: I guess our next witness
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is Mr. McKenzile.

MR. GARCIA: Yes, Your Honor. And Mr.
McKenzie will be joining remotely, and I see him on
screen right now. If we can check his sound when we
bring him in. Thank you.

CHAIRMAN SCHMITT: Is this a witness that
you're responsible for, Mr. Garcia? You'll be doing
whatever redirect there may be?

MR. GARCIA: Yes, Your Honor. I have the
privilege of asking gquestions of Mr. McKenzie.

CHAIRMAN SCHMITT: Okay. Thank you.

All right, Mr. McKenzie. Will you please
raise your right handg?

Do you solemnly swear or affirm under penalty
of perjury that the testimony you're about to give
will be the truth, the whole truth, and nothing but
the truth?

THE WITNESS: Yes, I do.

*

ADRIEN McKENZIFE, called by the Kentucky Power
Company, having been first duly sworn, testified as
follows:

CHATRMAN SCHMITT: Mr. Garcia, you may ask.

MR. GARCIA: Thank you, Your Honor.

* *
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DIRECT EXAMINATION

By Mr. Garcila:
Q. Mr. McKenzie, would you please state your
name and business address for the record?
A, My name is Adrien McKenzie, and my business
address is 3907 Red River Street, Austin, Texas
78751.
Q. Aand, Mr. McKenzie, by whom are you employed
and in what capacity? What's your title?
A. I'm employed by the firm FINCAP, Inc., and
I'm a principal in that firm and its president.
0. Mr. McKenzie, in this case did ycu submit
testimony, direct testimony, rebuttal testimony, and
discovery responses on behalf of Kentucky Power?
A. Yes, 1 did.
Q0. Okay. And you are -- we're golng tc have a
couple corrections to the rebuttal testimony, and I
will go through those now.

CHAIRMAN SCHMITT: Okay.
Q. Mr. McKenzie, do you have any corrections to
your testimony? And I suppose that you're going to
direct me to page 327
A Well, actually, the first correction I have
to my rebuttal testimony is on page R12, line 2, and

the word "not" should actually read "now." So the
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sentence should read, "I certainly agree with

Mr. McKenzie that uncertainty and associated risk is
greater now than it was prior to March 2020."

Q. Thank you. When I said 32, I meant 12. You
have it in front of you. Thank you.

Mr. McKenzie, do you have another cprrection
to your testimony on page 3772
A. Yes, I do. At R37, the table labeled R-2 had
seme typographical errors, and in particular there
were some numbers that were inadvertently left off
that table, and I believe you've provided an errata
to that effect.

. Yes.

MR. GARCIA: Your Honhor, at this point, if I
could impose on Staff, the corrections are reflected
in the Company Hearing Exhibit 9.

MS. VINSEL: Z#ack, can you please display
Kentucky Power -- excuse me —-- (Company Hearing 97
I'm sorry, Company Exhibit 9.

MR. GARCIA: Thank you.

Q. And, Mr. McKenzie, you have your own copy of
this with vou, correct?

A. Yes.

Q. Okay. If you would please describe what was

the typographical error on page 37 and how this

McLENDON-KOGUT REPORTING SERVICE, LLC (502) 585-5634




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

869

revised Table R-2 corrects 1it?

A Certainly. If you compare the table on
Hearing Exhibit 9 with the original Table R-2 in my
filed testimony, you can see that the only
difference is that on three lines c¢f the original
table under "Projected Bond Units," you'll see that
the numbers were left off that table and were not
incorpecrated into the averaging.

S0 here in Exhibit 9 corrects that table by
including the results of my analyses using projected
bond yields for the CAPM, the empirical CAPM, and
the risk premium approach.

Q. Just to clarify, Mr. McKenzie, it's not that
the corrected values were different from your
calculations, but instead that the original version
of page R27 did not correctly reflect the
calculations that you had made?

A. Yes, that's correct. If you turn to page R40
of my rebuttal testimony, lines 13 through 18
discuss the results of applying the CAPM using the
projected bond yields.

If you look at page R41l, lines 1 through 3,
that reflects the results of the projected bond
vields under the ECAPM approach, and the risk

premium approach results using projected bond yields
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are shown on page R41, lines 11 through 18.

So the correction merely reflects those
numbers that were already discussed in my testimony.
Q. Thank you, Mr. McKenzie.

With that correction, the direct rebuttal
testimony -- I'm sorry -- the direct testimony, the
rebuttal testimony, and the discovery responses that
you submitted, those were prepared by you under your
supervision?

Al Yes, sir.
Q. And with the correction you just made, 1f I
waere to ask you the same guestions today, would you
provide substantially the same answers?
A. Yes, 1 would.

MR. GARCIA: Your Honor, I would submit for

the record what has been identified previously as

Company Hearing Exhibit 9 -- it's an errata to the
testimony of Mr. McKenzie -- for admission to the
record.

And with that, he's tendered for
cross—examination.

CHAIRMAN SCHMITT: Let it be added to tThe
record.

(Company Hearing Exhibit 9 admitted.)

MR. GARCIA: Thank vou, Your Honor.
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CHAIRMAN SCHMITT: Ms. Vinsel, any
cross—-examination?
MS. VINSEL: Yes, Chairman.
CROSS-EXAMINATION

By Ms. Vinsel:

Q. Good afternoon, Mr. McKenzie.
A, Good afternoon.
Q. If you have any problems hearing me, please

let me know.
A. Ckay. I can't see you, but I can hear you
very well.
0. I -—- yes, I can see that. There. There I
am.

Can you see me now-?
A. I certainly can.
Q. Okay. Mr. McKenzie, are you aware of any
rating agencies or any industry observer that has
singled out this commission for awarding abnormally
low or punitive ROEs?
A. No. That would definitely not be the case.
I think, generally, the Kentucky Commission is
viewed as being a supportive regulatory agency.

I will note that in the Moody's reports they
have voiced some concerns regarding apparent links

between economic conditions and service territories
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and a downward movement on ROEs, but I don't think
that rises to the level that you were discussing.
Q. Thank you. T had some -- some general
principles T would like to cover with you initially.
Would you agree that, in terms of investing,
there's a rule of thumb that the higher the risk,
the better the return?
Al Yes, that's correct. There's an expectation,
certainly on the part of investors, that
compensation should reflect risk. So, 1if they're
going to bear more risk, they need a higher expected
return to do that.
Q. Can you tell me what's generally considered
the least risky investment?
A. Well, generally, that would be a security
issued by the U.S. government. So, for example,
30-year Treasury bonds are typically viewed as clese
to risk-free as vou can get, and thocse serve as the
risk-free rate in applying the CAPM, for example.
Q. And what you mentioned, that the government
securities, the Treasury bills, Treasury bonds, are
generally considered to be less risky because the
risk of the government going bankrupt is rather low?
A. That's correct. I mean, they have taxing

ability, they have the ability through their --
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through issuing debt and through monetary policies
to basically meet their obligations.
Q. Would you agree that risk and return
typically follow an upward slope linear
relationship, again, in that the greater the risk,
the greater the expected return?
A. Well, I agree that there is a relatlonship.
T£'s not necessarily linear.
Q. Okay.
A. I think if you have an extreme change in
risk, you can héve a very marked change in the
return. So, for example, going from an
investment-grade bond rating of Baa3 down to a BB+
rating would imply a very significant upward move in
the ROE that wouldn't necessarily apply for staying
within the investment-grade scale.
Q. Ckay. Thank vyou.

Would you agree that utility bonds are a more
risky investment than a Treasury bond?
A. Yes, generally, that's true.
Q. And would you agree that, in general,
corporate stocks are typically considered to be at
the higher end of the risk and return relationship?
A. I'm sorry. You said corporate stocks? Do

you mean common stocks? Equities?

McLENDON-KOGUT REPORTING SERVICE, LLC (502} 585-5634




10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

874

Q. Yes, common stocks. Yes.

A. Yes, they would be considered to be riskier
than debt instruments.

0. And, finally, would you agree that, in
general, utilitf investment falls somewhere between
Treasury bonds and common stocks on that -- that
relationship between risk and return?

A. Well, if we're speaking of utility common
stocks, that is a common stock. The risks of a
utility common stock would exceed the risks of a
utility bond, and those would, in turn, exceed the
risks of a Treasury bond.

If you're speaking about the relationship
between returns from different classes of common
stocks, we would need to look at the industry, but
the risk of the utility industry generally is
considered to be lower than that of the market as a
whole.

Q. Thank you. I think your answer -- T wish I
had put it that artfully. Yes, the market as a
whole is what we were looking at.

MS. VINSEL: Zack, can I have you bring up
Mr. McKenzie's rebuttal testimony?

Q. While he's bringing that up, I would like to

go -- I have some guestions in regard to
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Exhibit AMM-21.

And, Mr. McKenzie, T know you're turning to

the page. Please let me know when you're there.
A. I'm there. Thank you.
0. Thank you. Is it correct that the companies

that are listed -—-

MS. VINSEL: And, Zack, could you resize it

sust a little bit -- I'm sorry -- to make it bigger.
I need it to be ‘clearer. Thank you.
Q. It's correct that these companies are public

companies who do not operate in a regulated
envirenment. Is that correct?
A, That's correct. Their prices are not
regqulated. Obviously, they have to comply with
various regulations depending upon the industry
they're in, but they are nect —-- they wouldn't be
considered regulated utilities.
Q. That distinction is taken. Thank you.

MS. VINSEL: Zack, can I have you scroll down
to the bottom? Okay. That's it.
0. IT'm locking at the average. I'm sorry. T
didn't capture which column is which, but each of
these three columns —- one is for Value Line, one is
for IBES, and the other is for Zacks.

Mr. McKenzie, as I understand, you eliminated
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the highs and lows as you were working on the
average and the midpeint; is that correct?

A, Yes.

Q. Tf the eliminated highs and lows are removed,
would you agree the average earnings growth for
Value Line would be 9.92, for IBES, 8.84, and for

Zacks, 8.867

A. Actually, I'm sorry. I didn't understand the
guestion.

Q. I think the question -- I think the questioen
actually is not removed. If they're included.

So if we were to include to not remove the
highs and lows -—-
A. Well, that would surprise me. I mean, I'm
looking at page 3 of Exhibit AMM-21, and just
looking down the column under Value Line there's
more numbers at the high end that were excluded than

at the low end, I believe, or at least they're

equal.

S0 it looks like there's actually more high
numbers excluded than low numbers. There's only
two —-- three low numbers excluded, five high numbers
excluded. So I'm —--
Q. Okay.
A. I'm not sure that it would have much of an
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impact on the average. I haven't done the math. So
I can't tell you, but that would surprise me.
Q. Okay. Thank you. I appreciate that.

MS. VINSEL: Zack, you can take down the

document. Thank you.
Q. This is one I'm just going to have you refer
to your testimony. We don't need to bring this up,

I don't think.

In your rebuttal testimony you note that the
average allowed ROE by state commissions -- let me
back up.

You have a table with the average allowed ROE

by state commissions for the past four years.

A, Yes,

C. And through -- okay. And according to that
table -- I'm sorry, I'm going to look at it just to
make sure —-- the average allowed is 9.69 percent,

correct?
A. That's correct.

MS. GRUNDMANN: This is Carrie Grundmann.
Would you just point out the table so T can guickly
find it in the testimony?

MS. VINSEL: Sure. Zack. Let me have you
bring up Mr. McKenzie's rebuttal testimony.

MS. GRUNDMANN: I'm happy to just have you
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refer to it as well. I have it in front of me in
hard copy.

MS. VINSEL: 1 think this is something that's
probably better. If I'm going to ask these
questions, we need to have them in front of us.

Zack, will you scroll -- you're going toc need
to go back. We're going to look for it's on
rebuttal page 5. I don't have the PDF handy.
Probably about 37 pages. Almost there. Two more
pages. There you go. If you'll resize it so it's a
little bigger.

Q. Sp this is the table I'm referring to, and
the average return —-- the average ROE by state
commissions 1s 9.692 percent.

Let me ask, the average return for your proxy

group 1is 9.79, correct?
A. That's correct. I will point out there is a
distinction between those numbers, and I think the
Commission should be aware of what that distinction
is.

The Table R-1 is a reporting of allcowed ROEs
by RRA. And the 9.79, which is shown lower down on
my testimony, that is the -- that is the allowed ROE
that Value Line reports as being in effect for the

utilities in the proxy group.
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So Value Line typically informs investors as
to what ROE is currently authorized for that
company.

And it might report a weighted average if the
Company operates over multiple jurisdictions.
So there is a distinction between the two sets

of data in that respect.

Q. Okay. And does that distinction impact the
fact that between 2017 and this -- I believe it's
September of 2020 -- that there's a downward trend

in the ROEs?

A. Yeah. I mean, first off, I'm noct -- a
downward trend, you could say that. I think we're
not through 2020 yet. We don't know what will be
coming down the pike. Those numbers move around.
Obviously, the 9.68, it went up to 9.73 in 2019, but
the primary difference is -- and I think you're
correct here, it's timing. So the 9.79 number is
the actual ROE that the utilities in the proxy group
are currently authorized to earn.

Now, those authorized RCEs may have been set
some time ago, but, nevertheless, that's the
opportunity cost. That's the earned return that the
companies in the proxy group have been authorized,

but there is timing differences there.
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Q. In your rebuttal factor you explain that ycu
used an adjustment factor to convert year-end
returns to average returns to address that
difference between the flow of earnings and a book
value or point estimate.

Can ycu explain how you determined these
adjustment factors? Or expand upon them?

A. Yeah. Basically, the adjustment factor --
and this refers to the expected earnings approach,
which 1s shown on Exhibit 20 of my rebuttal
testimony, and it's alsoc reported in my direct
testimony at AMM-9.

But, basically, the adjustment is required
because Value Line reports year-end returns on
equity. So, in other words, we're taking the amount
of equity at the end of the year and dividing that
by the earnings over the year.

So that's really a mismatch because the
earnings are a product of the investment over the
antire year. Sg that's the purpose cof averaging a
beginning-of-year equity and an end-of-year equity
in order to compute that.

Just as if -- if you had a bank account with a
thousand dollars in it at the beginning of the year

and $10,000 in it at the end of the year, you
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wouldn't compute your interest return by dividing
the interest earned over the year by the 10,000 at
the end of the year; you'd use an average balance.
So that's essentially what this adjustment
factor does. The adjustment factor, 1it's not
indicated in the footnotes; it's actually a formula
that's reported in regulatory finance, which is a
treatise on utility finance. It's the same factor
that FERC uses for the same purpose. It's been used
there since, I believe, 2000 to recognize that same
distinction.
Q. The market has recently seen an increase in
utility beta values; 1s that correct?
A. Yes, a very significant increase.
Q. And do you know if the betas for most
investments made an upward or dewnward adjustment?
A. I don't know tThe answer to that. You know,
the market equals one, so, presumably, 1f some went
up, some went down. But I haven't done an
industry-by-industry study to look at what changes

were for other industry groups with respect to

betas.

Q. and for the utility sector?

A. Well, the utility sector, they've decidedly
increased. I mean, the average beta for the proxy
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group in the last .case was about .66, and it's now
about .87. So that's about a 32 percent rise.

C. Do you believe this is a permanent
adjustment, or is it a reaction to the economic
situation resulting from the pandemic?

A, Well, it's certainly a reaction to —-- a
response to the pandemic, and its investors'
adjustments to the prices that they're willing to
pay for common stocks in the market that leads to
this observed change in beta.

Now, we can't see forward. T mean, the beta
that should be used in the CAPM is actually kind of
the -- the true beta is a projected value. And
there is no way to estimate that except by lccking
at historical information, which is the accepted
approach. It's how Value Line measures beta. Tt's
how Bloomberg measures beta. And the guestion is
how do those pricing relationships change over time?

In this cése, you know, none of us have the
ability to see intco the future tc see what
relationship utility stock prices will have tc the
broader market going forward, but, in my view, there
is no basis to ignore the actual behaviocr that took
place earlier this year which indicates a sharp

change in beta values and an upward revision in the
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risk perceptions of investors.

I think anytime we get into subjectively
trying to decidé what part of the five-year history
we're going te accept and what part we're going to
throw out, we get on really shaky ground, because it
just opens the door to subjective arguments about
what prices might be reasonable or indicative of
future relationships and what might not be.

T think beta has been an accepted risk measure
at the Commission. I know we'wve had discussions
here about beta when they were going down. So I
think that the appropriate course 1s to take betas
at their face value.

MS. VINSEL: Thank you. That answered all of
Staff's questions. We have nothing further.

CHATRMAN SCEMITT: Mr. West or Mr. Cook or
Attorney Ceneral?

Any questicns, Mr. West?

MR. WEST: Yes, Your Hcnor.

CROSS-EXAMINATIOCN

By Mr. West:

Q. Mr. McKenzie, how are you?
A. I'm well.- Thank you, sir.
Q. I want to start out with some guestions about

your analysis of the utility proxy group. When you
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initially calculated your DCF in this case, you
excluded six low-end estimates, correct?

A. That's correct, sir.

Q. Okay. BAnd did you also exclude any high-end
DCF results?

A. No, I did not.

Q. Tn fact, did you keep one in your analysis
that was actually 13.6 percent?

A. Yes. That's correct. I discussed that in my
testimony. In my most recent analysis, the number
is still 13.6. 1It's for Sempra under the Value Line
growth estimates.

Q. When was the last time a 13.6 return on

equity was approved by a commission in a rate case?

A. I den't know. I haven't done that research.
If you look at my risk premium analysis -- let's
see.

So if you look at page 3 of AMM-15, you'll see
that there were some numbers, you know, up in that
territory back in the early '80s.

T think the other thing to recognize too is
that, while I've excluded some numbers at the low
end of my DCF range, I've also retained quite a few
numbers that I don't think would be considered to be

reasonable that there's no regulatory commission
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that has approved either.

So, for example, on page 3 of AMM-15, you can
see a 6.4 percent ROE included in the BR plus 35V
growth calculation. So I haven't excluded that
number, but I'm not aware of any regulatory
commission approving an ROE of 6.4 percent either.
Q. Thank you.

And you mentioned that possibly back in the
"80s some ROEs were set at that level. Weren't
interest rates much different than they are now at
that time?

A. Yes. They were considerably higher.

Q. And based on your initial calculations
applying your DCF, you came up with a range of mean
and median returns between 8.6 and 10.2., and then
in your updated analysis that range went from 8.2 to
10.3; is that correct?

A, Yes.

Q. I want to move on for a moment and talk about
your analysis related to the competitive proxy
group.

Is it fair to say that utilities reap certain
econcmic benefits that make them attractive to
potential investors that your typical unregulated

competitive firm working in an open market would not
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have access to?

A. Well, I certainly think it's true that
there's trade-offs. I addressed this in my
testimony, that it's not the case that Coca-Cola,
for example, faces the same business conditions as
Kentucky Power,

That's certainly clear.

So there's pluses and minuses. I mean,
Coca-Cola can leave markets if —-- 1if demand is
declining, they can decline to serve customers, they
can reduce their product offerings, they can change
their pricing.

But, again, at the end of the day, as my
testimony discusses, it really comes back to risk.
And T think if you look at the risk measures, you'll
see clearly that the risks of that group are
comparable or, in some cases, less risky than the
utility group. And I think that's what matters at
the end of the day.

Q. Well, don't utilities have a big advantage in
that they have a fixed pool of customers that are

obligated to purchase from them in some respect?

A. Yes, that's true that utilities, by and
large, don't face competition. So they're the only
game in town. And i1f you want electricity delivered
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to your home, then you need to purchase service from
that one company.

But, again, that specific fact doesn't
necessarily indicate that the utility is higher or
lower risk than any particular firm in the
competitive sector.

As I indicated earlier in responding to Staff,
it's certainly clear that, if you look at the market
as a whole, utilities are viewed as less risky. But
in the case of the nonutility group that I've
identified in my testimony, I don't believe that's
true, and I presented evidence tc demonstrate that.
Q. Let's talk about some of that.

MR. WEST: Could Staff bring up AMM-21 in the
rebuttal testimony of Mr. McKenzie?

MS. VINSEL: Zack, I don't know if you caught
that. This is Mr. McKenzie's rebuttal testimony,
which is a document you had just brought up. And
it's Exhibit AMM-1.

Is that correct, Mr. West?

MR. WEST: AMM-21. And that's at page 170 of
the PDF that was filed.

Is there any way we can enlarge that just a
little?

Q. So, Mr. McKenzie, can you see the exhibit on
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the screen?

A. Yes.

Q. Okay. So this is -- this is the cost of
equity estimates for the competitive proxy groups,
i1g 1t not?

A. Yes.

Q. And this -- we were already talking about
this, so I thought T'd skip ahead to it, but can you
just explain why Kentucky Power should earn a
comparable return to, say, Lockheed Martin, Ccke,
Pepsi, Walmart, Apple, some ocf the companies listed
on this exhibit?

A. Yeah. Sure.

I mean, this goes back to the very fundamental
standards that underlie a return, which we discussed
from a financial standpoint earlier in the day. We
all agreed that as risk goes up, return goes up, and
for comparably risky investments, the returns should
be comparable.

So if -- you know, when a common equity
investor is trying to decide where to put their
money, they are not restricted to considering only
utility stocks. They can invest their money in
Lockheed Martin and Coca-Cola.

And if you look, for example, at Coca-Cola,
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you're looking at a company with an A-plus bond
rating, an Al rating from Moody's, the highest

safety rank that Value Line issues.

So there's -- 1it's a very strong firm with
dependable earnings. It's paid regular dividends
for many years. It's an established product. 5o

it's not just the case that because Coca-Cola 1is
selling soft drinks that it's inherently riskier
than Kentucky Power.

I think if you look at the legal standards
underlying a fair rate of return -- and I'm not a
lawyer -- but interpreting those, again, the Supreme
Court in Hope and Bluefield is saying that the
return has to be commensurate with oppcrtunities of
comparable risk.

Tt didn't say "other utilities" or "other
utilities with the same credit ratings."” It said
"other investment opportunities." And Mr. Baudino
recognizes this in his testimony as well.

Q. But to go back to your discussion with

Ms. Vinsel, in general you would say that investing
in a utility presents less risk than in other
industries, in competitive industries?

A. Well, if we're looking at it on an

industry-by-industry basis, you know, again, what I
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told her was I haven't done a comparison of various
industry groups to decide which industries might be
higher risk than utilities and which might be lower.

I think, as a general proposition, we're all
agreed that utilities are less risky than the market
as a whole, but when it comes to individual
companies, that's a different proposition.

Again, you know, if you lcok at Johnson &
Johnson, that's an established company that has a
ARA rating. It has a rating that's the same as the
U.S. government. So it's not a high-risk common
stock; it's a very conservative common stock.

And, from that standpoint, I think this
nonutility analysis is an important benchmark. And
that'™s all it is. I haven't used that as the basis
of my recommendation, but I do believe it deserves
consideration.

Q. Okay. One final question -- or maybe two --
on competitive proxy -- the competitive proxy group,
and then I'11 move on, but on page 14 of your
initial testimony, you saild that the average and
midpoint DCF estimates for the low-risk group of
firms in the competitive sector of the economy
ranged from 9.5 to 10.8 before consideration of

fiotation costs.
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Just to be clear ~- and I'm sure we all know
this -- but the 9.5 represents average and not the
low end that you analyzed, correct?

A, That's correct.

0. Okay. So it would be fair to say that some
investors in the competitive proxy group are
accepting returns below the 9.5 percent, correct?
A. Yes. The DCF results in that respect are
analogous to those for the utility proxy group. We
have a range of results, some high, some low. And
the effort in trying to identify this unobservable
quantity is to distill that range down tc a more
discrete quantity.

Q. Okay. I want to move on and ask a couple
gquestions about the impact that COVID had on your
analysis or it's had on the industry.

On page 36 of your initial testimony you said
that it would be unreasonable to disregard current
capital market conditions in establishing a fair
rate of return -- or return on equity. I'm sorry.

You say that (Reading) The challenges posed by
the COVID-19 crisis have the potential to
significantly impact the financial pressure of the
investor-owned utilities, increasing the overall

level of investor risk, and will have to be
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addressed by state regulators.

Am I guoting you correctly on that?

A, Yes.
Q. Ckay. When you initially calculated your
DCF, it was -- apparently you retrieved the data in

May of 2020. Does that seem about right?

A. Yes. That's correct.

Q. Okavy. Wouldn't it be fair to say that, given
the timing of COVID-19 and the response to it, the
DCF calculations that you arrived at may have
already accounted for the volatility and uncertainty

associated with COVID, given that we're talking six

months -- or six weeks cor a few months after COVID
emerged?
A. Well, I think the -- I think the stock prices

at May lst certainly reflected some aspects of the
COVID pandemic and the market's reaction. I think
you could argue about whether analysts had enough
time at that point to incorporate their expectations
about what that might mean going forward into their
growth rates.

But, you know, and I think part of the issue
back then when I did my -- when I criginally filed
my direct testimony, is just the high degree of

uncertainty and not knowing where the markels were
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going to head from that point.

So T think there was a greater degree of
uncertainty about market direction when I did my
analysis that are included in my direct testimony.
Q. That's fair. And on some level isn't
uncertainty equated with risk or a greater degree of
risk?

Al Yes. That's true.

MR. WEST: 1If we could pause for just a
moment, I think we have someone, a caller, who has
their phone on, Caller 15.

MS. VINSEL: If we could ask everyone on
phones to make sure that their phones are on mute.

MR. WEST: Okay. Thank you. I helieve
they've taken care of it.

Q. So I'm going to move on to another general
gquestioen. I believe Ms. Vinsel may have touched on
this with you, but I wanted to make sure I
understand your answer, and maybe my question is a
littie bit different, but it's regarding beta
values.

And vyou-all discussed the fact that, in the
utility industry, betas have increased recently.
And I believe you said that that would, by

implication, mean that betas in other industries
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have decreased, but my guestion is whether it's
possible that those betas could return to their
pre-COVID levels fairly quickly. Do you have any
ingight on that?

A. Well, I don't have any insight for you into
what will actually transpire. If I did, I'd love to
share it with you, and we could both go live on that
island somewhere, but, you know, the -- it's
certainly possible.

T mean, betas change over time. There's no
question about that. They respond in kind with
changes in stock prices. So they will presumably
change one way or another over time, but we don't
know how.

There's nothing to say that the market
couldn't go through another period of disruption
just as it did back in March going forward. I mean,
in response to some development that we don't know,
whether to do with COVID or some other financial,
political, or other crisis.

So the point is nect that betas will be forever
constant, but the point is is that the information
+hat we have now 1s the best we have now, and that,
in my view, ignoring it or tinkering with it or

suggesting that somehow because it moved in one
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particular direction or another it's now no longer
valid, I think that's dangerous.

Q. Well, 4if betas in the utility group increase
or decrease, one cr the other, in the future, in
your opinion is it more likely that they decrease or
increase from their current levels?

A. Yeah, I can't put a probability on that. It
all depends again on how utility stock prices move
going forward relative to the market. So I can
certainly grant that if they return to their old
pattern of behavior, by and large over time utility
betas could moderate, but as I Jjust indicated, it's
possible they could increase. I mean, we don't
know.

and that's why I think the best course is to
use the accepted published benchmark which has been
used in rate cases for many, many years, and that's
the Value Line betas.

Q. Okay. Thank you.

Moving on to -- I just have a ccuple guestions
about a previous Commission case that you may oOor may
not be aware of. Have you had an opportunity to
review the Commission's final review in the Duke
Energy Kentucky case in 2020-271 that was issued

earlier this year?
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A Yes.

Q. Ckay. You're aware that the Commission
awarded a 9.25 return to Duke in that case?

Al Yes, I'm aware of it. And I'm also aware of

a number of distinctions which I think warrants them
not doing that in this proceeding.

Q. Well, that's fine. I appreciate that. T
believe you spelled that out in your testimony --
rebuttal testimony that you gave. That was included

in your testimony, correct?

A. No, I didn't address the Duke order directly
in my testimony. I mean, my testimony presents the
reasoning behind why =-- supporting my

recommendatiens, but I think with respect to Duke,
there's clear differences, both --

Q. Well, maybe I'm mistaken, but I assumed
maybe -- maybe I'm thinking of someocne else, but did
you not address it in your rebuttal testimony? I
might have the wrong -- I apologize.

A. T'm not sure. If you have a specific
reference, I'm happy to lock for it.

Q. No. I'm sorry. I was just noting that we
had that to refer to if we needed to, but my real
question was are you aware about -- whether Duke

Kentucky has been downrated by S&P or Moody's
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because of that Commission order?

A. No. In fact, they have not been, but, again,
there's differences between Duke and Kentucky Power,
and I think the Commission should be mindful of
those when it establishes an ROE in this case.

Q. Noted. Thank you.

Are you also aware of the portion of tThat
order where the Commission said that in regards to
flotation costs the Commissiocn has historically
rejected and continues to reject the notion of
flotaticn costs te be included in ROE estimates?

Al Yes. |

Q. Okay. But you recommended inclusion of the
flotation costs, did you neot?

Al Yes, 1 do.

Q. Okay. Moving on. Just a couple guestiocns
regarding your conclusions, and then I'll wrap up.

But excluding flotation costs, your
recommended range was 9.3 to 10.4 for the ROE,
correct?

A. Yes,

Q. Your CAPM and your ECAPM results don't fall
within that range, do they? In fact, they're quite
higher, aren't they?

A, Yeah, as is the expected earnings. So all of
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those numberg fall outside the range. The only --
and so does the DCF. So what we're really trying Lo
do is take some disparate results and distill them
down to a reasonable range that reflects the cost of
equity. And that's what T've tried to do.

Q. Did you say "a reasonable range"?

A. Yes, I believe that 9.3 to 10.4 is a
reasonable range, excluding flotation costs.

Q. 80 if your results from yocur CAPM analysis

and your ECAPM analysis all exceeded the upper bound
of the range that you're saying is reasonable, would
that make them unreasonable?

A. No, I don't believe so. I mean, again, the
CAPM, ECAPM, and expected earnings approaches all
produce numbers that dre above the top of my range,
but the range 1% constructed based on those values
and considering the range of ocutcomes, including the
risk premium and DCF numbers.

So it's not a question of suggesting that
because the CAPM numbers fall outside the range I've
gistilled from those results that they're somehow
rendered unreascnable.

Q. Okay. Just a couple more guestions about the
CAPM and the ECAPM, and I want to go back to if you

recall the table that you looked at with Ms. Vinsel
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in her cross-examination previously where you showed
the average allowed ROEs in 2020. T believe it was
Table R-1 on R5 of your rebuttal testimony.

We don't have to pull it up or look back at

it. I mean, I think you recall that the average was

in the 9.69 -- it was 9.69, wasn't it?
A, That's correct.
Q. Okay. And, again, your ECAPM and your CAPM

analysis is much higher than the average allowed
ROEs sco far in 2020, ién't it?

A Yeah. And I think that, in large part,
reflects what we discussed earlier in terms of this
dramatic upward move in betas, which is probably not
reflected in most of the record evidence in cases
that were decided earlier this year.

0. Okay. Give me just one second.

On -- in your rebuttal testimony, don't you
state that allowed ROEs should be used to evaluate
whether recommended ROE 1s sufficient to meet
regulatory standards?

A. Yeah, it's one benchmark. It has
limitations.

I don't think the Commission should look blindly to
determinations based on RRA and make a finding with

respect to Kentucky Power using that.
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I think they need to take a broader approach
and consider the record evidence in this proceeding,
but it certainly is one benchmark.

Q. Understood. Thank you.

MR. WEST: I believe that's all the questions
I have.

CHAIRMAN SCHMITT: Mr. Kurtz,
cross-examination?

MR. KURTZ: Very briefly.

CROSS-EXAMINATION
By Mr. Kurtz:
Q. Good evening, Mr. McKenzie. Your recommended

return on equity is 10.3 percent, correct?

A. Yes.

Q. That's an after—-tax return on equity?

A. Yes.

Q. Okay. For ratemaking purposes, the utility

has to recover a pretax return to yield your
recommended after-tax return of 10.3 percent,
correct?

A. That's correct. They recover an income tax
allowance.

Q. What 18 the pretax rate of return on equity
that would result froem your recommendation?

A. I don't know the answer to that.

McLENDON-KOGUT REPORTING SERVICE, LLC (502) 585-5634




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

901

Q. If the gross revenue conversion factor was

1.34482, what would it be?

A. What did you say that was?

Q. 1.34482.

A. T think it's over 14 percent, if my math is
right.\

Q. So a 14 percent pretax return on egquity being

requested in this case-is what consumers would
actually pay, if your recommendation is adopted?
A. That's correct,.
Q. How did your recommendation take into account
that the Company's proposed 13 percent base rate
increase would hurt -- potentially hurt the economy
of eastern Kentucky, which is already one of the
weakest economies in the United States?
A. Well, I address this briefly in my rebuttal.
You know, it isn't my purview to advise the
Commission on social issues or those types of
factors. My -- the purpose of my testimony is to
present an independent appraisal of what the cost of
equity is demanded by investors in the market.

So that cost is not driven by the specific
situation faced by ratepayers within the service
territory. It's -- just like the cost of any other

input, it's determined in a market.
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So when Kentucky Power buys coal, they pay a
price for that coal. And the price of the coal
isn't based on how things are going in the service
territory; it's what the market price is.

Q. So does that mean you did not take into
account the fact -- the effect that your
recommendation would have on the businesses and
people of eastern Kentucky?

A. That's correct.

MR. KURTZ: Ne further questions.

CHAIRMAN SCHMITT: Ms. Grundmann,
cross-examinaticn?

MS. GRUNDMANN: I do, briefly.

And I apolegize, Your Honer. My cocounsel is
here with me, and he may or may not be as
cooperative as I might otherwise hope he would be
for purposes of this cross-exam. So I'll be brief.

Ms. Vinsel, do you think we could pull up AG
KIUC Hearing Exhibit 1 and go to page 28 of that
document?

CROSS-EXAMINATION
By Ms. Grundmann:
Q. Mr. McKenzie, while we're turning to that
exhibit, have you been observing the last couple of

days of this hearing?
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A Not all cof it. I've seen some.
Q. So this presentation has made its way into
the record a couple of times, and I Jjust wanted to
ask you your opinion on some information in one of
these slides.

Have you scen this exhibit brought up thus far
in the hearing?.
Al Yes.
Q. Okay. So you're at least vaguely familiar
with it. So I am locking at page 28 of the
document. And I want to link it to some cof your
testimony. Do you see there in the dark blue line
the information that says "2021 Forecasted Regulated
ROE is 9.0 percent"?
A. Yes, I see that.
Q. Do you agree with me that that is AEP's
estimate as to what its average likely ROE is
expected to be for its regulated business lines,
including Kentucky Power?
A. Yeah. I'm assumihg that's their forecast of
an actual earned ROFE, which 1is consistent with
what's reported in the table or in the little
balloons above.
Q. Well, I think that the balloons above, would

you agree with me, are actual numbers and -- so the
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light blue are actual numbers, and the navy blue is

a forecasted ecstimate.

A. That's right.

Q. Okay.

A. I would agree with that.

Q. And then if you look a little closer under

the blue balls, you'll see that under AEP Ohio,
APCO, Kentucky Power, SWEPCO, that all of those have
pending base rate cases, and I think that you were
involved in the APCO case in Virginia. 8o you're
familiar with those?

A. Yes.

Q. So it looks as though the Company 1is
forward-looking as to what it might expect its ROE

to be in 2021, partially accounting for the results

of some of these base rate cases. Doesn't that seem
fair?
A. Yeah, I would expect that they would need to

make some assumption about what allowed ROEs would
be in order to construct an estimate of earned ROE
for 2021.

Q. Okay. And so dces the notion that the
Company would want to earn a 9.0 ROE, is that
something that the Commission should take into

account in setting the return on equity for purposes
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of this proceeding?

A. Well, I'm going to push back on your
guestion.

I mean, you said the Company would want to earn an
ROE of 9. I mean, there's a lot of factors that go
into actual earned returns and -- in terms of, you
know, as we see in this service territory, for
example, the pattern of sales, the pattern of costs,
the pattern of investment and how much those are
being recovered through rates or not being recovered
through rates, as is the case in this particular
instance.

So I don't think the 9 percent represents a
goal of the Company or, alternatively, a weighted
average of the allowed ROEs that they necessarily
expect for their jurisdictions.

I think it might be an outcome of some
forecast model but considers a wide variety of
factors which I'm not privy to. I don't know how it
was arrived at.

Q. Understood. And you didn't take part in
putting together this presentation that was given a
couple of weeks ago to EEI, were you?

A. No, I did ncot.

Q. S0 I guess you don't have an opinion as to
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the Company's conclusions about its strong financial
position based upon a 2021 forecasted regulated ROE
of 9.0 percent for its regulated entities, do you?
A. No. Again, T can't really speak to what
exactly that number represents or how it was arrived
at.
Q. Understood.

Mr. McKenzie, can I have you take a look at

your rebuttal testimeny? I actually wanted to ask a

couple of questions about Exhibit -- I believe it's
AMM-13.

A. I'm there.

Q. The question that I have about this document

that I'm trying to understand is you have identified
the document as state-allowed ROEs. Is that fair?
A. Yes.

Q. And so when you say that, for example, Duke
Energy Corpcration has an allowed ROE of 10.10,
you've taken this document from Value Line; is that
right?

A, That's correct. This is what Value Line is
reporting to investors in their individual reports
for the various companies listed.

Q. Sc I guess I'm just trying to understand

because I couldn't understand the math so as to tell
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whether this document is useful or not because, for
example, Duke Energy was awarded a 9.5 percent ROE
in South Carolina recently and a 9.25 percent ROE in
Kentucky.

I'm just trying to understand what that --
where that 10.1 came from and how it's calculated
because it seems, just looking at Duke, it seemed a
little high to me, and I'm trfing to understand
whether it includes all of the Company's regulated
operations or just state-based vertically-integrated
utilities.

A, Well, there's -- there's —-- basically what
Value Line reports generally is -- how they break
that up is betweéen electric and gas utility
operations.

So they don't -- in certain instances they
break it up between jurisdictions and report
different numbers from different Jjurisdictions, in
which case I just developed a weighted average based
on that, but that's about the extent of the detail.

So as the gquarterly publications of Value Line
are released, they typically update those numbers to
reflect what proceedings might have taken place in
the interim.

Q. I guess I'm just trying to understand. Does
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this allowed ROE potentially include transmission or
FERC-approved rates, or 1is it solely
state-authorized ROEs? Because you phrased it as a
state-allowed ROE, and I'm -- just looking at Duke,
I saw that number at 10.1 and was, like, that seems
really high because I think that they've been
awarded a 9.9 in North Carolina, a 9.5 in South
Carolina, a 9.25 in Kertucky, and all of those are
lower than 10.1., so I'm trying to understand how
there's an allowed ROE of 10.1 under the
circumstances.

A. Right. Yeah, T mean, generally, as again --
Q. S0 I guess I'm asking do yocu know what the

inputs were that Value Line used to arrive at the

10.17?
A. Right. And I think the answer to that
question is clear, no, I don't. And the reason I

still think that the numbers are valid is because
that's what Value Line reports to investors.

So from an investers' standpoint, it doces form
the basis of an expectation with respect to allowed
ROEs, but they do not report any of the details or
underlying calculations supporting those figures.

Q. and so then I guess it's fair to say that

when we look at this average 9.79, that's for the
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totality of the operations of these companies.

A. Electric operaticns.

0. Does it include any nonregulated affiliates?
A. No, it does not. They're allowed returns, so
they are -- purportedly by Value Line, they are

based on the actual allowed returns that are
currently in effect for the regulated operations of
these companies, and specifically the electric
operations because some of them, obviously, have gas
operations too, and those are reported separately.
Q. And did you -- I just don't know the answer
off the top of my head, but was the underlying data
forming the basis for AMM-13, were those produced in
seme of your work papers?
A. Yes, they are in my work papers. I don't
know that my --
Q. Sorry. Go ahead.
A, Pardon me. I don't know that there's been a
request for my rebuttal work papers, so I'm not sure
that those have been produced, but the Value Line
sheets underlying the original direct testimony are
included in my work papers.

MS. GRUNDMANN: four Honor, would it be
possible tc make a posthearing data request for

these Value Line investment surveys dated July 24,
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August 14, and September 11, 20207
CHAIRMAN SCHMITT: It certainly will, and at

the close of the testimony we'll discuss time

periods. It would have toc be in writing in, like,
an interrogatory. No, you'll have an opportunity to
do that.

MS. GRUNDMANN: Thank you, Your Honor.
Q. Mr. McKenzie, I think that in response to
some questions from the Attorney General you were
asked a question of whether you were aware whether a
commission has ever issued a 13 percent RCE to the
extent it was included in some of the results Chat
you didn't exclude in the DCF.

Do you remember that line of questions?
A. Yes.
0. and do you -- so when you're forming your
estimates as to what an appropriate return on equity
would be, do you look -- does it matter to you that,
if awarded, your requested ROE would be essentially
the highest ROE awarded in the last 18 months across
the country to any utility?
A. Well, my recommendation certainly isn't
predicated on the findings of regulatory agencies in
prior proceedings. It's predicated on the analyses

that I've presented in my testimony, so there isn't
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a direct connecfion between regulatory findings in
other cases and my recommendation, no.
Q. Okay. Okay.
A. The only clarification I would add is that my
risk premium approach is predicated entirely on the
findings of regulatory agencies, but it's over a
long period of time, back to 1974, and then it's
also adjusted for changes in interest rates over
that study period. But, again, it does -- it is
based on regulatory findings directly.
Q. Understood.

Mr. McKenzie, could I ask you to turn to
page R2 of your rebuttal testimony focusing on
Figure R-17?
A. Okay. I'm there.
Q. and I just want to make sure that I'm
understanding this correctly, but you have created a
figure in response to some testimony from AG KIUC
Witness Baudino about where his ROE recommendation
falls as related to certain benchmarks.

Ts that a fair description as te what you're

trying to show in Figure R-17

Al Yes.
Q. And so then, as I look at Figure R-1, yocu had
four benchmarks -- allowed ROE, expected earnings,
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electric authorized 2019, and electric authorized
2020. Is that fgir?

A. Yes.

Q. And the large bars, the large thick bars -- I
apologize, my copy here is in black and white --
that is the range of results that your analysis

reveals for each of those four benchmarks?

A. That's correct.
Q. And then the dark line that runs horizontally
across that, that's Mr. Baudino's -- those are his

conclusions and his ROE results at 9.0, correct?
A. Yes, ghat's correct.
Q. And so they fall within the range for each of
these four metrics, do they not?
. Yes. They fall within the range, although
considerably below the indicated average.
Q. Understood.
MS. GRUNDMANN: I don't have any further
questions at this time. Thank you, Mr. McKenzie.
THE WITNESS: Thank vyou.
CHATIRMAN SCHMITT: Mr. Spenard, questions?
MR. SPENARD: Yes, Mr. Chairman, Jjust a few.
CROSS-EXAMINATION
By Mr. Spenard:

Q. Cood evening. Can you hear me, Mr. McKenzie?
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A. Yes, sir, I can. Thank you.
Q. Thank you.

MR. SPENARD: Could Staff please share on the
screen a cross—-examination exhibit? TIt's the
application Section 3, Volume II, McKenzie direct
testimony, page 7. Is that -- is that document
available?

MS. VINSEL: Yes, Mr. Spenard, it should be
availabkle.

MR. SPENARD: Thank you.

MS. VINSEL: I'm going to give them a little

help.

Zack, we're talking about document Number 9.
Q. This will be page number 221 of 333.

Good. Thank you.
A. Thank 'you.
Q. There is a gquestion that begins on line 9,
Question Number 13. "What part does regulation play

in ensuring that Kentucky Power has access to
capital under reasonable terms and on a sustainable
basgis?™

Do you see that question?
Al Yes, sir.
Q. Okay. And beginning on line 12, the answer,

the first sentence, "Regulatory signals are a major
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driver of investors' risk assessment for utilities."”
Do you see that?

A. Yes.

Q. With regard to the phrase "regulatory

signals,” what does the phrase "regulatory signals”

comprise?

A. Well, in my view, it would really come down

to the actions as well as prorouncements from

regulatory agencies with respect to rate cases, rate

proceedings, . and other proceedings involving the

utility.
0. And I apologize. I'm trying to -- I
appreciate that answer to get on the same page. For

example, is 1t vyour testimony that the Commission
order that will be produced from this application
falls within the set of regulatory signals?

A. Sure. I think that's true. I think that the
Commission's order in any proceeding will be
examined by investors and evaluated with respect to
how whatever actions the Commission took in that
particular proceeding would impact that utility, as
well as perhaps other utilities that operate in the
state.

Q. Okay. And with regard to the -- again, the

first sentence on line 12, "Regulatory signals are a
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major driver of investors' risk assessment for
utilities,™ in terms of the phrase "risk
assessment, " what does that phrase comprise?

A Well, it really comprises -- I guess there's
a couple of things. First is the security of the
capital that's invested in the utility. So
certainly debt investors are concerned with the
apbility to -- of the utility to meet the obligaticns
under the debt instrument itself and repay the
principal.

With respect to common shareholders, they're
interested in whether there's a reasonable
opportunity that they're going to earn a return
that's comparable to what they could earn on another
investment.

So I think those are the two major issues with
respect to what drives the risk, 1s the uncertainty
surrounding those -- those events.

Q. And that -- and, again, this is vyour
testimony. I'm just trying to make sure I'm on the
same page.

In terms of the -- when you say "risk assessment,"
that phrase, that ties into the investors' view as
to the uncertainty associated with a return? ©Or did

T miss -- did I miss that?
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A No, that's part of it. And, again, I mean,
regulatory signals are one driver. They're not the
sole driver, but they're certainly a consideration.
So there's timeliness of recovery, regulatory lag.
All of those considerations would be part of what
investors would be interested in when they look to
see what the regulatory climate is in any particular
jJurisdiction.

Q. So perhaps this can be wrapped up with one
more guestion.

With regard to the regulatory signals, for
regulatory signals for Kentucky Power Company, are
they more or less unique to Kentucky Power Company,
or does -- or is the regulatory signals assocciated
with Kentucky Power Company -- do they share those
with the rest of the AEP family?

A, Well, I think when we're trying to, at least
from my standpocint, look at an ROE for Kentucky
Power Company, we're focused primarily on what's
happening in Kentucky, not what's happening in OChio
or other jurisdictions. I think that's what we're
trying to do here, is to establish a fair ROE for
the Xentucky jufisdictional electric operations of
Kentucky Power.

So when I talk generally about regulatory
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drivers here, it's a general statement. If we're
talking about this particular case, it really comes
down to the actions of this commission.

MR. SPENARD: Okay. Thank you. That's all
the guestions that I have.

CHATIRMAN SCHMITT: Mr. Fitzgerald?

MR. FITZGERALD: Mr. Chairman, I do have a
few questions.

CROSS-EXAMINATTION

By Mr. Fitzgerald:
Q. Give me just a second. There we go.

Mr. McKenzie, can you hear me okay?
A. Yes, sir. Thank you.
Q. Wonderful. When Mr. Kurtz asked you whether
your analysis considered the dire economic
conditicns that have faced most of the 20 counties
comprising the KPC service area, you responded that
you didn't consider, quote, "social matters." Your
response sounded dismissive of those conditions, and
I wanted to follow up a little bit to give you a
chance to clarify that.

Is it your testimony that the conditions of
the ratepayers, the economic conditions, should not
be considered by the Commission when it's reviewing

the proposed rate increases and what ROE to approve?
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A. Well, I think, you know, clearly we're in
agreement that the Commission’'s job is to balance
the interests of consumers and investors. So 1
don't dispute that.

T phink there are various regulatory standards
that have been established that provide the
Commission with guidance as to how to accomplish
that, and there are regqulatory and judicial
standards governing what a fair rate of return is.

And I'm certainly not being dismissive of
economic hardships faced by customers in Kentucky
Power service territory. My only clarification was
really to note that, as an ROE expert, my job is to
present an independent assessment of what the
capital markets tell me, and that assessment doesn't
really involve assessing econcmic hardship on the
part of consumers and adjusting the ROE in any way
to account for that.

I think there's also some dangerous
implications that can result from those types of
adjustﬁents as well.

0. Okay. That was what I was trying to clarify.
You weren't suggesting that those considerations are
not appropriate for the Commission; it's just that

they weren't part of your particular analysis?
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A, They're not part of my analysis, and they
also -- again, I mean, purely from the standpoint of
& regulatory analyst look;ng at the cost of equity
and looking aé the financial integrity and health
and viability of the utility, I wculd suggest that
deviating markedly from the market cost of equity
presents & lot of challenges and pitfalls for --
ultimately, for consumers as well because if the
utility is unable to earn a fair ROE, that has
implications for reliability ultimately and the
quality of service ultimately.

And I think, obviously, there's fairness
issues to investors as well in terms of what a
return should be granted for them putting up their
capital.

So it's not -- it's not a swag where we get to
say, well, things are tough in the service
territory, and the cost of equity is sort of an
amorphous number. We know it's not a fixed number
that we can look at in the market, so we're just
going to chop an increment off because there's
hardship in the service territory. T don't think
that's good policy.

. Okay. Would you agree that whether rates are

fair, just, and reasonable, which, as you noted, is
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the standard that the Commission uses and one that
has been adjudicated in the courts in Kentucky,
necessarily includes consideration of whether those
rates are reasonable in light of the economic
conditions of the 28 counties that comprise tThe KPC
service area?

A. I think that's a legal question I'm not
qualified to weigh in on.

Q. Okay. You mentioned in response to questions
a minute ago that you lcoked to Kentucky to see what
was an appropriate range for the ROE. Is it —-- were
you aware —- because it sounded like you were
locking at a report that suggested a higher ROE than
Duke has actually been getting.

Were you aware that the most recently
litigated case involving Duke Power Kentucky was a
9.25 ROE?

A. Yes, I'm aware of that. And that's the order
that I was referring to in the earlier
cross-examination, and my only point on that was
that there are distinctions in the sense that Duke
is a higher-rated company, and the Commission
specifically cited Duke's ability to mitigate
regulatory lag when they gave that order.

And 1f we look at President Mattison's
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testimony with respect to earned ROEs for Kentucky
Power, it presents a very different picture. This
utility has not been able to mitigate regulatory
lag. It's earning returns which are dramatically
below what 1it's authorized.

Q. Right. TLast question. Do you think that
it's inappropriate in the balancing that you
acknowledge has to occur between the interests of a
utility that's been underearning and a region that
has been underemployed and is having a fairly dire
economic time meeting its bills, do you think it's
appropriate that the Commission consider something
on the lower end of the ROFE range rather than the
golden plate or the gold standard?

A Well, I mean, again, you're putting me in a
hard position because that's not really --

Q. Well, I tell you what --

A. The purpose of my testimony is to really give
the Commission the data i1t needs with respect to
what the market demands.

Q. Okay. Well, let me ask you that question,
then. If it's a hard question for you, I just -- I
wanted to distinguish your role is to produce one
set of numbers, and the Commission's is to balance

the interests of all the parties in order to
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determine what's fair, just, and reasonable.

You wouldn't disagree with that, would you?
A. No, I wouldn't disagree with that.

MR. FITZGERALD: Okay. I appreciate your
time and didn't mean to put you in a hard spot.

CHAIRMAN SCHMITT: Mr. Miller or Mr.
Childers, cross-—-examination?

MR. MILLER: Hi, Mr. Chairman. I'm back.
Sierra Club has no questions. Thanks a let.

CHAIRMAN SCHMITT: Mr., Frye?

MR. FRYE: No questions at this time,
Mr. Chairman.

CHAIRMAN SCHMITT: Vice Chairman Chandler?

EXAMINATION

By Vice Chairman Chandler:

Q. Good evening, Mr. McKenzie.
A. How do you do.
Q. Wore out. It's been a long day. Thank you

for asking.

Let me just clarify. What role do the Hope
and Bluefield cases that you cite on page 5 of your
testimony play in your determinaticn of an adequate
or proposed return on equity?

A. Well, I think it's important to go back to

realize that one thing the Hope and Bluefield cases
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don't do is they don't tell the Commission how to
come to an answer, so they specifically leave that
up to the regulators. They do not specify a
particular methodology that should be employed.
It's the end result that matters.

So with respect toc the end result, my view 1s
that there's a variety of methods that are accepted
in terms of analyzing the market cost of equity. I
thinhk this Commission noted in its order in the Duke
case that it was appropriate to present multiple
methodologies. That's what I've done.

But I think, again, coming back to this end
result standard, it's not a good end result if a
commission authorizes an RQE of, let's say,

9.7 percent, and the utility is earning something
less than 6 or consistently earning less than 9.7.
That's a problem that needs to be addressed, and T
think that goes to the heart of the Hope and
Bluefield standards.

Q. Let me ask, on that front, have you provided
the Commission, as it relates to the return on

equity, the final product, the end result?

A. Well, in my view, the purpose of my testimony
is to present the market cost of equity. I'm
recommending 10.3. The company is asking 10. And
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I'm supporting 10 as a reasonable end result.

Q. Right. But I just want to make sure I'm
clear that, as it relates to a return, you believe
that your proposal is -- is enough of an end result
that the Commisgsion can accept it without making any
other adjustments necessary to reflect the legal
standards required.

A. That's correct.

Q. Okay. ©So you --

VICE CHAIRMAN CEANDLER: Can we get --

Mr. Ripy, can we get the document -- and I believe
it would be page 219, if it was 221 earlier -- but
the document that -- Ms. Vinsel, was it Number 9,

Mr. McKenzie's direct testimony?
MS. VINSEL: Yes, that's correct, Vice Chair.
VICE CHAIRMAN CHANDLER: S0 it will be Number
9 at 219, Mr. Ripy. You mind to share that?
Q. And I believe this will be page 5 of your
direct testimony, Mr. McKenzie, if it's easier to --

if you've got a version in front of you you'd prefer

to look.
A, Thank you.
Q. T'11 ask you to look at the screen in a

minute, but I'd rather save your eyes until then.

Sc page 5¥ you cite both Hope and Bluefield.
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When we get there, just please confirm that.

A That's correct.

Q. Okay. And so your first one there is at

Bluefield, the Footnote 1, you started with a public

utility. There's something missing in the middle,

and then it ends with "public duties” at the end.
Dc ycu see that?

Al Yes.

Q. Okay. And have you read the Bluefield case,

Bluefield Water Works & Improvement Company V.

Public Service Commission?

A. Yes.

0. Okay. And so are you aware that there's —-

well, are you aware that there's important text

prior to "a public utility is entitled"?

A. Yes, certainly.

Q. Okay. And what -- do you know what is

missing in between there where the ellipsis is

between "risks and uncertainties" and then "that

return should be"?

A. No, not offhand.

Q. Okay. So would you be surprised Lo know that

it says, "But it has no constitutional right to

profits, such as a realized or anticipated and

highly profitable enterprises or speculative
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ventures™?

A. No. T've read that language before. That's
—— that sounds familiar.

Q. Okay. And so would you agree that that
language sounds like firms that are unregulated? Is
that a fair assesswment, that are not rate-regulated?
A. No, I wouldn't agree with you on that.

Q. So you would agree that those highly
speculative ventures would likely be rate-regulated.
A. No. What I'm saying is that T don't agree
that just because a firm is unregulated 1it's a
highly speculative venture.

Q. I apologize. That wasn't the question that I
asked. T believe -- I meant to ask it the other
way, which was, although it may be one, it's not
necesgsarily the other, but you would agree that if
it's highly speculative it is not a rate-regulated
entity, correct?

A. I see what you're saying. Yes, I would agree

with that. Well, actually, let me take that back.

0. Go ahead.
A, There can be instances where rate-regulated
firms can be considered highly speculative. So the

most recent example would be PG&E. They Jjust got

threough getting out of bankruptcy, and they were
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highly speculative for quite some time, and the

stockholders lost all their money.

Q. I appreciate it. Were they highly
profitable?
A, No. That was the problem. They couldn't

recover their costs and meet their liabilities with
respect to inverse condemnation associated with
wildfires.

Q. Right. Right. And with your gquote there

about Hope, it starts off, I believe, "The investor

or company point of view"; 1s that correct?

A. Yes.

Q. Okay. Would you be surprised to know that
the portion just above that -- or just before that

in the order says that "the ratemaking process under
the Act,"™ which is, I believe, the Natural Gas Act.
Is that your understanding as well?

A, Yes.

Q. Ckay. "The ratemaking process under the Act,
i.e., the fixing of just and reasonable rates,
involves a balancing of investor and the consumer
interests.” And theh would yocu agree that the gquote
you cited there goes on to discuss the investor
interests?

A. Yes.
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Q. OCkay. And so is it your testimocny that the
balancing act only occurs after an ROE 1s
determined, or would you agree that customers should
be considered in the determination of an ROE?

A. Well, I think -- I'm not trying to cop out
here, but I think it does call a little bit for a
legal opinion in terms of analyzing the exact
language of Hope and Bluefield in terms of what that
means.

But, to me, again, it comes back to that end
result and is the end result falir, and the end
result is, I think clearly, based on the language
included in my testimony and also the language that
you've supplied today, it does anticipate a
balancing. I don't disagree with that whatsocever,

I just wanted to clarify that my only point is
that I don't think it's an imbalance for the Cocmpany
to be offered an opportunity to earn in the market
cost of equity, whatever the Commission decides that
actually is.

Q. Well, and that's why I wanted to ask about
going back to the end result portion we talked about
earlier. So is it your understanding -- cr let me
ask this: 1Is it your testimeny that, as it relates

to return, what you've proposed is the end result in
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that matter, and are you proposing for the
Commission to make no adjustments in balancing the
consumer interests in making the determination of
the return on equity?

A. Yeah, T think how the Commission balances
interests, when 1t comes to the return on equity, is
to consider the record evidence in this proceeding

annd make a determination as to what the actual

market cost of equity is. It's not --
Q. Excuse me. Go ahead.
A, Well, I just wanted to clarify that, and

again, I think I mentioned this earlier, it's not a
gquestion of deciding that, well, as a Commission we
think the market cost of equity is 9.7, but we're
going to cut it down to 9 because the economy is
suffering. I think that's bad policy.
Q. Yeah, and what I wanted to be clear about --
what I'm asking here is there's -- one of the things
that was addressed in rebuttal testimony was cne of
the parties proposed an adjustment, the Company said
we've already made that adjustment, right? And the
concern was that it's unfair for the same adjustment
to be made twice.

What I'm effectively asking you is have you

balanced, in your determination of your ROE
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recommendation, the interests of investeors and
consumers insofar as it's included in your end
product, or are you providing only the perspective
of the investor and leaviﬁg the balancing of the
consumer to the Commission?

A. T think when it comes to Hope and Bluefield
and the requirements for a return, I think they're
not —-— there's not a distinction. 1 think the
Commission's job is to establish what it believes to
ve Lhe market cost of equity and allow the utility
an opportunity to recover that.

90 just -- again, getting back te any other
input that goes into providing service, if the cost
of wire is X, the Commission doesn't multiply that
by 90 percent and put that in the cost of service
based on a balancing of consumer interests and
investor interest. The cost is the cost.

And I think the same is true for the cost of
equity, that, clearly, based on the language we've
discussed, Kentucky Power 1s not entitled to earn an
ROE that exceeds its costs or that is equivalent to
a speculative enterprise or a highly profitable
enterprise. I think that's what we're kind of
talking about when we try to balance these issues.

Q. Yeah. And I can appreciate that -- that --
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that -- you know, understanding our role, I think I
somewhat do, but what I'm wanting to make sure of,
in consideration of your evidence, 1s have you
considered that, or should we assume that that
hasn't -- that consumer interest has not necessarily
been considered in the amounts that you've provided
us? That's what I want to be sure of in this
matter.
A. Well, again, my evidence presents my
independent estimate of the market cost of equity,
and I think that establishing the ROE based on the
market cost of equity does represent the appropriate
palancing. I think that's what the Commission 1is
supposed to be doing.
Q. Okay. And I do have Jjust one more question.
And I apologize.

One of the items that I believe is mentiloned
in your —-- the Bluefield quote maybe 1s -- can you

atill see that?

A I have my testimony here in front cf me.
0. I believe it's on line 7 —-

A. Uh-huh.

Q. -— where it talks about the part of the

country, same general part of the country.

A. Right.
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Q. And so in terms of the ecconomy, for instance,
in the 20 eastern Kentucky counties that Kentucky
Power serves, the broader eastern Kentucky area, the
Appalachian area, Kentucky as a state, did any part
of your analysis specifically look at that, or was
your analysis more —- more generalized than looking
at specifically the area in which Kentucky FPower
operates to determine if -- I think the guote says
that, you know, the rates, the return "being made at
the same time and in the same general part of the
country on investments in other business
undertakings which are attended by corresponding
risks and uncertainties.”
A. Yeah, I mean, it's difficult to translate
that language into monitoring capital markets,
because, obviously, Kentucky Power and AEP are
competing on a global basis for capital, and it's
generally accepted that a utility -- an investor in
AEP, or let's take Kentucky Power, has the
oppertunity to invest in any number of other
equivalent common stocks in the utility space.

So it's really pretty impractical to think
that we're going to go to eastern Kentucky and find
some kind of a comparable group on which to evaluate

a fair ROE. I think, in olden times, when the
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Supreme Court was looking at this, there was the
notion that we would lcok to nonregulated firms and
see --

Q. Mr. McKenzie, I don't mean te interrupt you.

T will ask the question again and give you an
opportunity, but I'm afraid we may have had an issue
with our connection to the system, and it may have
stopped recording. So I just want to make sure
that's not the case.

MS. VINSEL: Yes, it's --

CHAIRMAN SCHMITT: What happened?

MS. VINSEL: -- that failure that we
experienced yesterday where they can't see and hear.
It's that failure.

VICE CHAIRMAN CHANDLER: We can hear you now,
Ms. Vinsel.

CHAIRMAN SCHMITT: As far as we know, it's
still working. I don't know.

MS. VINSEL: It's working again, Chairman.

VICE CHAIRMAN CHANDLER: Ms. Vinsel, you can
hear us?

MS. VINSEL: Yes, we can hear you, Vice
Chair.

VICE CHAIRMAN CHANDLER: Ckay. Can we just

confirm that it's still recording and that it
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recorded throughout that period?
CHAIRMAN SCHMITT: Tt did.
Q. All right. I apologize, Mr. McKenzie.
A. Yeah, I think I was just wrapping up my
answer, but I was just suggesting that it's really
impractical to think that we could go to the
Company's service territory and loock for
investment -- businesses of comparable risk and
develop a market return based on that kind of a
notion, because capital markets are much brocader.
And I think back when the Supreme Court was
looking at this, there was an idea that they would
look to nonregulated businesses as the basis of the
earned returns that were used in evaluating the fair
ROE, but I think that's not really how that type of
analysis should be done.
Q. Okay. But I just want to make sure that I'm
clear. You did not, as part of your analysis, look
at the returns or earnings of companies that do
operate in Kentucky Power to determine whether the
ROE proposed for Kentucky Power was appropriate in
light of those circumstances?
A. In light of businesses that are operating
within the service territory of the utility?

Q. Right, the same general part of the country
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that Kentucky Power operates at. I just want to
confirm that that was not the case.
A I did not do that.

VICE CHAIRMAN CHANDLER: All right. I very
much appreciate it, Mr. McKenzie, sticking with us
for three days. Thank you very much.

CHAIRMAN SCHMITT: Dr. Mathews, questions?

COMMISSIONER MATHEWS: I have one;\ Well, I
have a question about timing. I know you said
carlier, Mr. Chairman, that you would like to break
by 6:007?

CHATRMAN SCHMITT: Yes, but let's see 1f we
can finish this witness and go on.

COMMTISSIONER MATHE%S: Well, my concern 1is
not so much myself, but the reams of notes that I
see
Mr. Garcia taking during everyone else's
guestioning.

CHATRMAN SCHMITT: Well, Mr. Garcila can ask
all the guestions that he wants. Personally, I
don't think it's necessary to have asked very many
gquestions during the cross, but whatever.

Co ahead. Let's finish it up unless -- the
only thing that would maﬁe me take a contrary

position, what -- I'd want to first talk to
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Ms. Grundmann and see how her law partner is doing,
because that -- that would be a primary concern.

How is your partner, Ms. Grundmann?

MS. GRUNDMANN: My cocounsel has adopted a
far more agreeable demeancr and is prepared to join
us for as long as we need.

CHAIRMAN SCHMITT: Okay. Well, 1f that
becomes a problem, you jdét let us know. Okay?

MS. GRUNDMANN: ©No, we're good. He had his
moment. Tt corresponded with almost exactly when T
was preparing to ask my cross, and then of course as
soon as I was done, he was perfectly fine with
gquieting up and taking a nap. So thank you.

CHAIRMAN SCHMITT: All right. Thank you.

Dr. Mathews, do you have a guestion or two or
three or whatever?

COMMISSIONER MATHEWS: I think maybe we can

T

do 1t in cne.

EXAMINATION
By Commissioner Mathews:
Q. When you're looking at the -- because is it
not important that we look at relative risk of
companies?
A. Yes, it is important that we lock at the

overall risk.
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Q. Still getting the proper (indiscernible) and
k"

so forth?

A. That's correct.

Q. So companies that have trackers such as the

fuel adjustment clause, companies that are granted

the opportunity to earn their environmental

surcharge mechanisms and so forth, those companies

would be lower in risk in your group, correct?

A. Yeah, other things equal. I address this in

my testimony, and I presented it in my direct

testimony. Exhibit AMM-3 compares the various

regulatory mechanisms th;£ are in place for the

proxy group companies.

So on that basis it's my determination that
Kentucky Power is not lower risk compared with the
proxy group orn the -- based on those considerations.

I think the, other factor to keep in mind that
was discussed earlier with Mr. Messnexr is that
investors really care about what actually
transpires. They don't sc much care about what the
-— they care about what the authorized ROE is, but
they also are very invested in whether the utility
is able to earn it.

And I think the evidence in Mr. Mattison's

testimony shows that despite the tracking mechanisms
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and regulatory mechanisms in place, Kentucky Power
has been unable tc do that for quite some time. I
think that's a significant risk for investors.

Q. And I was having that conversation from that
all other things being held equal.

COMMISSICNER MATHEﬁE: I'm done, Mr.

Chairman.

CHAIRMAN SCHMITT: I'm sorry. Have you
completed your --

COMMISSTONER MATHEWS: I'm finished.

CHAIRMAN SCHMITT: Mr. Garcia? I know you
probably have 20 pages of notes, but go right ahead.
You're welcome to spend all the time you want on
redirect.

MR. GARCIA: Your Honor, first of all, let me
emphasize I will ask the auestions at your pleasure.
If you would prefer that we go on, I am ready to
proceed now or we can —-

CHAIRMAN SCHMITT: Let's go ahead and finish.
If we finish now, we can start with Mr. Phillips in
the morning, and I suspect your last four witnesses
will probably take some time. So we might as well
go ahead and finish this witness now and start fresh
in the mcrning with someone else.

MR. GARCIA: I will do my efforts to do it

T
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quicker, Your Honor, but I need --

CHAIRMAN SCHMITT: You take whatever time
you -- no, Mr. Garcia, you take whatever time you
need. Don't worry about that. We want you to have
every opportunity to ask every gquestion that you'd
like to ask, and that's only fair.

MR. GARCIA: I'll try to be efficient. I
have been teased befcore about lawyer minutes, which
are, like, three times longer than everybody else's.

CHAIRMAN SCHMITT: E'm a lawyer. I know how
lawyers are.

MR. GARCIA: Thank you, Your Honor. DMay I
procead?

CHATRMAN SCHMITT: Yes, you may.

MR. GARCTA: Thank you.

REDIRECT EXAMINATION
By Mr. Garcia:
Q. Mr. McKenzie, if I can draw your attention to
AMM-21. You were asked questions about that.
A. Yes. N
Q. Actually, let me ask you at a general level.
The DCF model, is it vulnerable to market anomalies?
A. Yes. I mean, there's model risks associated

with any approach we use to estimate the cost of

equity. That's why I recommend using multiple
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approaches. I think that's one of the problems that
T have with Mr. Baudino's analysis because he relies
only on the DCF for his recommendation.

So I think it's impéftant to use more than one
model. And certainly there's -- there's the
potential that conditions in the market can cause a
method like the DCF to be -- to produce results that
are unrepresentative.

0. Great. And under your analysis, one of the
things that you did was the information in AMM-21
was it to -- I'm going to use the word temper it
with the use of other methodologies to arrive at
your conclusions about what is the required ROE from
investors for Kentucky Powér?

A Yes, that's correct. I mean, AMM-21 was the
DCF model for the nonutility group, which actually
didn't factor directly into my recommendations, but
as I indicated earlier, I think it's an important
benchmark that should be considered, but it's Jjust
one of a number of methods that I believe the
Commission should give weight to.

Q. If I can, then, turn your attention on the
same spirit of the guestion to AMM-14, which I think
follows the table, the exhibit that you were asked

about, AMM-13. So I'm asking you about AMM-14,
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A. AMM-147 Qkay.
0. Ckay. And am I correct, Mr. McKenzie, if vyou
could explain a little bit the relationship between
the information that you present in AMM-14 and the
midpoint -- the range of reasonableness in the
Baudino proxy group as illustrated in AMM-13,
please.
A. Okay. I'm having a 1little bit of a problem.
AMM-14 in my rebuttal testimony is the summary of ny
updated results. Is that where you wanted to point
me?
0. That's caorrect, with the use of the multiple
methodologies that ycu have?
a. Okay. I mean, I think in some ways it's
better summarized in Hearing Exhibit 9, which
basically condenses those numbers down using
averages which demonstrates that the indicated ROE
for the proxy group is on the order of 10.1, which
is actually higher than my recommended midpoint.
And so I think that is adequate support for my
recommendation. The range is certainly reflective
of the results. BAs I pointed out earlier, it's not
the case that the range reflects the extremes, but
it reflects a necessary harrowing of the resulits of

the individual analysis down to a reasonable range.
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Q. Okay. And I'm going to take a shortcut and
ask you a guestion that I %hink will consolidate
some of the pages that the Commissioner Mathews so
aptly observed.

Kentucky Power, within the range of utilities,
with its Baa3 Moody's rating would tend to be a
riskier investment. Like, for example, Duke
Utilities with -- Duke Kentucky with Baal or
Touisville Gas & Electric with A3 or similar peers
that are rated higher by credit rating agencies,
correct?
A. Yes, that's correct. And, as I think T
indicated earlier, as you get down to the very
bottom of the investment grade scale, that
consideration becomes even more important because
any further degradation of the Company’'s credit
metrics or credit rating would imply speculative
grade rating, which entails a very gignificant
increase in risk and cost of capital.
Q. Thank you. If I can draw your attention to
AMM-19, please.
A. Okay. I'm there.
Q. And this page reflects a portion of the
analysis for the risk premium methodology; 1is that

correct?

McLENDON-KOGUT REPORTING SERVICE, LLC (502) 585-5634




10
11
12
13
14
15
16
17
18
19
20
21
22
23
24

25

943

A, Yes.

Q. Okay. And that is, again, one of the
alternative methodologies that would provide a
richer picture than relying, for example, only omn
the DCF methodology?

A, Yes, sir.

Q. Okay. Can you explain to me why is it
necessary to have dates range that goes in this page
from 2019 to 19747 Would it be possible to have a
significantly shorter sample and still be able to
rely on this analysis, like, say, five years?

A. Well, in my view, that wouldn't be the proper
approach. I think when we loock at historical
studies, we really should consider all of the
available data. Just like I don't think it's
appropriate to suggest tha% we should subjectively
take out information when we construct beta values
based on an argument about whether it applies or
didn't apply. I think the more sound basis for this
analysis is to consider all of the available data,
which is what I've done here.

Q. Ckay.- and, Mr. McKenzie, you were asked
about beta and about the utility industry as it
compares to the oil market. Do you recall that line

of guesticning?
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A. Yes.

Q. And, if you could explain, sir, projected
beta, future beta, you know, the ones that would
make us lots of money 1f we ccould know them, are
they any or predictable than, say, for example,
interest rates, which cannot be predicted even if
they can be projected?

A. Yeah. It's analogous. It's analogcus to
many of the inputs that goeé into estimating the
cost of equity. The sameﬁ;~ the same is true about
the growth rate that's used in the DCF study, for
example. It's an unknown gquantity. It presumably
shouldn't reflect investors' expectations, but we
can't observe those. So we have to go out and
develop a proxy, and the Value Line beta is the most
widely relied upon for that purpose.

Q. Okay. You were asked about distinctions with
the Duke Kentucky order that recently authorized
9.2 percent ROE?

A. Yes.

Q. And I think you started to point out that
there were some important distinctions, and I want
to make sure that the record is clear what those
important distinctions are.

A. Well, the first one we discussed earlier is
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the credit rating. So Duke's Moody's rating is Baal
versus a Baa3 rating for Kentucky Power. Now, their
S&P rating is A minus, which is the same at Kentucky
Power, but I think it's i%portant tc point out that
S§P's rating methodology is generally based on the
entire corporate entity. So it focuses =-- it
focuses on AEP and all of the subsidiaries. It's
less company-specific.

So if you lecok, for example, in the S3&P
reports, they indicate a company-specific credit
profile for Kentucky Power of BBB. So, 1in other
words, they're saying that on a stand-alone basis
perhaps the risk of Kentucky Power would be
considerably lower, but tﬁey get support from AEP,
they’'re not paying dividends right now, and they're
able to access the capital markets through AEP, and
all of those things contribute to the A minus
rating.

Aside from the distinction of ratings, the
capital structure was different. Duke had about
48 peércent equity. That's higher than what the
Company 1is requesting in this case.

And then, as T mentioned earlier, the order
specifically noted that Ddke was in a position to be

able to mitigate regulatory lag. And as I think you
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know, the evidence that we've seen in President
Mattison's testimony in this case demonstrate that
isn't the case for Kentucky Power. They're well
behind the eight ball in terms of actually earning
the allowed ROE that the Commission has found to be
just and reasonable iIn the last case.

Q. You mentioned the equity layer of Kentucky
Power as a point of compééison. Is it your

understanding that the equity for Kentucky Power is

relatively lower at 42 percent?

A, Yes, it is, and this goes back to an earlier
question about -- that I had about pretax versus
after-tax returns as well. I mean, the fact that

Kentucky Power's equity layer is lower than the
companies in the proxy group. If you look at the
allowed equity layers for utilities where -- that
were authorized ROEs in 2020, for example, those are
averaging around 49 percent. Many of them are well
above 50.

So that's implying a greater tax burden as
well as a greater cost burden and is associated with
Kentucky Power's capital structure.

0. In other words, am I correct that authorizing
a higher ROE for Kentucky Power actually has a

lessened effect on customers because of that
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relatively low equity layer?

A. Yes, that's correct. And, in fact, there's a
chart in my direct testimony that illustrates that
impact, that compares Kentucky Power's weighted
average cost of equity with comparable statistics
for others in the industry that were recently
authorized at the time I prepared my direct
testimony, and Kentucky Power's is right in the low
end.

Q. Okay. You were asked some questions about
the relationship between the ability of Kentucky
Power to attract capital\;nd the economic
circumstances in its service territory.

From an investor point of view, Mr. McKenzie,
the economic condition of Kentucky Power, wculd that
be a -- a risk factor actually would make an
investment riskier and, therefore, would require a
higher return?

A. Yes, khat's true. I mean, that is one of the
features of the utility that credit rating agencies
and other investors would consider, common equity
investors would consider because it directly impacts
the utility's ability to earn a fair return and meet
its financial obligations.

So to the extent that the service territory is
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weak, that would imply greater risks to investors.
Q. And then let me then ask you one last
gquestion in connection with this. You were asked
about the Bluefield and Hope standards. And it's
your understanding, sir, that the interest of the
consumers and the utilities are misaligned under the
Hope and Bluefield standard? Or are they consistent
with each other?

A No, I think under the Hope and Bluefield
standards there's a balancing of those interests.
So they would not be misaligned if those standards
are applied.

Q. So lef me ask you, then, one final question
just to verify that. Would it be bad for Lhe
customers of Kentucky Power if the Company had an
ROE that wasn't sufficiené to attract capital and
assure financial integrity?

A. Yes. There's definite harms that can come to
consumers if the utility is unable to attract
capital.

Q. And, conversely, it's good for customers if
the Company actually has an ROE and is able to
achieve that ROE that is consistent with Bluefield
and Hope?

A. That's correct. And as Vice Chairman pointed
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out, that doesn't imply a return on a speculative
enterprise, but it implies a fair return that's
based on capital market evidence.

MR. GARCIA: Your Honor, if I can have a
second?

CHAIRMAN SCHMITT: Yes, you may.

MR. GARCIA: Your Honor, that's it.

CHAIRMAN SCHMITT: Okay. Thank you.

Well, we'll now go into recess until 9:00 in
the morning, at which time we'll come back. And I
guess is Mr. Phillips our next witness?

MR. GARCIA: That's my understanding, Your
Honor. |

CHAIRMAN SCHMITT: Okay. We'll now be in
recess until 9:00 a.m. in the morning. Thank
you-all.

(Hearing adjourned at 6:30 p.m.)

* *
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STATE OF KENTUCKY
COUNTY OF JEFFERSON

We, Laura J. Kogut and Jennifer R. Janes,
Notaries Public within and for the State at Large,
with commissions expiring 25 July 2023 and 1 May
2023 respectively, do hereby certify that the
foregoing hearing was taken before us at the time
and place and for the purpose in the caption stated;
that witnesses were first duly sworn to tell the
truth, the whole truth, and nothing but the truth;
that the hearing was reduced by us to shorthand
writing; that the foregoiﬁg is a full, true, and
correct transcript of the hearing to the best of our
ability; that the appearances were as stated in the
caption.

WITNESS our hand this 22nd day of November

aa J 7

Laura J. Kegut, RMR, CRR, CRC
Notary Public, State at Large

ot P

Jennifer R. Janes, PR, CRR, CRC
Notary Public, State at Large

2020,
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