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Company of Oklahoma
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Assistant Attorneys General, representing Oftice of the Attorney
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Thomas P. Schroedter and Jennifer H. Castillo. Attorneys representing
Oklahoma Industrial Encrgy Consumers

Lee W. Paden, Attorney representing Quality of Service Coahtion

Rick D). Chamberlain, Attorney represenring Wal-Mart Stores East, [P
Sam’s [Fast, Inc.

Jim A, Roth, Marc Edwards, William L. Humes and Dominic D.
Williams. Attorneys representing Oklahoma Hospital Association;

Jim A, Roth. William 1.. Humes. Dominic ). Williams, and Thad Culley.
Attormneys. representing Alliance {or Solar Choice

Decborah R. Thompseon, Attorncy representing AARP

Matthew Dunne, General Attorncy, and James T. Forrest, Chiet,
representing Counsel for U.S. Department of Defense and all Other
Fedcral Exccutive Agencies

REPORT AND RECOMMENDATIONS OF THE ADMINISTRATIVE LAW JUDGE

The filing of this cause hy Public Service Company of Oklahoma {“PSO™) was made sceking to
modify the rates and charges for PS(’s Oklahoma jurisdiction customers as well as amend
PSO’s Electric Service Rules, Regulations and Conditions of Service.

SUMMARY OF REPORT AND RECOMMENDATION

The ALJ’s report and recommendations are set forth herein.
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1. Procedural History

On May 14. 2015. Public Scrvice Company of Oklahoma (“PSO” or "Company™) filed

its Notice of Intent. giving notice to the Oklahoma Corporation Commission (“Commission™) ot

PSOr's intent to file an Application secking to modify the rates and charges for PSQ’s Oklahoma
jurisdiction customers as well as amend PSO’s FElectric Service Rules, Regulations and
Conditions of Service. During the pendency of this Cause. this Cause was transferred to the
current Administrative Law Judge from the originally assigned Administrative T.aw Judge.

On May 19. 2015. the Attorney General (“AG™) ol the State of Oklahoma filed his Entry
of Appearance,

On May 20. 2015. PSO filed an Entry of Appearance tor Mr. Donald K. Shandy.

On lune 1, 2015, Oklahoma [ndustrial Energy Consumers ("OIECT) filed an Entry of

Appearance.
Omn June 23, 2015, Quality of Service Coalition filed an Entry of Appearance.
On June 24. 2015, PSO hiled an Entry of Appearance tor Mr. Kendall W. Parrish.

Also on Junc 24, 2015. the Commission’s Public Uitility Division ("PUD™) filed a
Motion for Assessment of Costs, along with a Notice of Hearing that set PUD’s Motion for
Assessment of Costs for hearing on July 2, 2015, On July 2. 2015. PUD’s Motion [or
Assessment of Costs was continued to July 9, 2013, On July 9. 2015, PUD’s Motion for
Assessment of Costs was heard and recommended.

On July 1. 2015, PSO filed its Application, along with its Application Package.

Also on July 1. 20135, PSO filed a Motion to stablish Procedural Schedule. along with a
Notice of Hearing that sct the Motion to Establish Procedural Schedule for hearing on July 9.
2015, On July 9. 2015, the Motion to FEstablish Proccdural Schedule was continued by
agreement of the partics to July 16, 2015. On July 16. 2015. the Motion to Establish Procedural
Schedule was continued by agreement of the parties to July 23. 2015, On July 23, 2015, the
Motion to Establish Procedural Schedule was heard and recommended with instructions.

Also on July 1, 2015, PSO filed the Dircet Testimonics of Howard L. Ground, Charles
D. Matthews, John O. Aaron, Steven F. Baker, Mark A, Becker. Andrew R. Carlin, Steven L,
Fate, Brian J. Irantz, Randall W. Hamlctt, Robert B, llevert. Jennifer [.. Jackson, Gary C.
Kuight, John J. Spanos, Rajagopalan Sundararajan, Thomas I. Meehan. Kevin J. Munson. K.
Shawn Robinson, C. Richard Ross. David P. Sartin. and Richard GG. Smead.

On July 15. 2015, PUD filed its Response Reparding Applicant’s Compliance with the
Minimum Filing Requirements.

On July 20, 2015, the AG filed a Motion for Assessment of Costs. along with a Notice
ol Hearing that set the AG’s Motion for Asscssment of Costs for hearing on July 30. 2015. On
July 21, 2015. the AG filed an Amended Notice of Hearing that set the AG's Motion for
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Assessment of Costs for hearing on July 23. 2015, On Tuly 23. 2015. all parties waived notice
and the AG™s Motion for Assessment of Costs was heard and recommended with instructions.

On July 23. 2015, the Commisston issued Order No. 643363, Order Granting Public
Unlity Division’s Motion for Assessment of Costs.

On Augast 11, 2015, PSO filed a Motion to Associate Counscl, along with a Notice of
Hearing that set PSO’s Motion to Assoctate Counsel for hearing on August 20, 2015, On August
20,2015, PSO’s Motion to Associate Counsel was heard and recommended with instructions.

On August 12, 2013, the Alliance for Solar Choice ("TASCT) filed an Entry of
Apprarance.

Also on August 12, 2015, the Commission issued Order No. 644100, Order Granting
Attorey General's Motion tor Assessment of Costs.

Also on August 12,2015, TASC [iled a Motion to Associate Counsel.

On August 13. 2015, Oklahoma Hospital Association ("OHA™) filed an Entry ol
Appearance.

Also on August 13, 2014, PSO filed the Addition 1o kxhibit MAB-1 of Mr. Mark A.
Beceker's Direct Testimony Filed July 1. 2015,

On August 18. 2015, the Comnussion 1ssued Order No. 644241, Order Estabhishing
Procedural Schedule. The order set the lHearing on the Merits for December 8. 2015,

On August 19, 2015, PSO filed a Motion to Determine Notice, along with a Notice of
Hearing that set the Motion to Determine Notice for hearing on August 27, 2015, On August 27,

2015 the Motion to Determine Notice was heard and recommended with instructions.

On August 20, 2015, TASC filed a Notice of Hearing that sct the Motion to Associate
Counsel for hearing on August 20, 2015.

Also on August 20, 20135, TASC filed a Notice of [lcaring that set the Motion w0
Associate Counsel for hearing on August 27. 2015, On August 27, 2015, Alliance for Solar
Choice’s Motion to Associate Counsel was heard and recommended.

On August 25, 2015, PSO filed the Affidavit of Mr, Huerta.

Also on August 25. 2015, TASC filed its Attachment: Centificate of Compliance.

On August 26. 2015, the AG filed an Entry of Appearance for Ms. Abby Dilisaver.

On Septcmber 10, 2015, the United States Department of Defense and all other Federal
Executive Agencies (“DOD/FEA™) filed an Entry of Appearance.
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Also on September 10. 2015, DOD/FEA filed a Motion to Associate Counsel. For
Temporary Admission. For Admission Upon Filing of Certificate of Compliance, and For

Waiver of Certain Requirements Pertaining to Out-Of-State Attorneys, along with Notice of

Hearing that set DOD/FEA’s Motion to Associate Counsel. For Temporary Admission. For
Admission Upon Filing of Certificate of Compliance. and For Waiver of Certain Requirements
Pertatning to Out-Of-State Attorneys for hearing on September 17. 2015, On September 17,
2015. DOD/FEA’s Motion (o Associate Counscl. For Temporary Admission, For Admission
Upon Filing of Certificate of Compliance. and For Waiver of Certain Requirements Pertaining to
Out-Of-State Attorneys was heard and recommended.

On September 14, 2015, AARP filed an Entry of Appearance.
On Sceptember 16, 2015, the AG filed an Entry of Appearance for Mr. Eric Davis.

On September 22, 2015, the Commission issued Order No. 645378, Order Determining
Notice.

On September 25. 2013, DOD/FEA filed a Certificate of Compliance.
On September 28. 2015, PSO filed its Errata to Schedule N,

On September 29. 2015, Quality of Service Coalition. Wal-Mart Stores East, LP and
Sam’s East. Inc.. PUD. the AG, OIEC. OHA. TASC and DOD/FLA filed their respective Major
Issues LLists,

Also on September 29, 2015, the Commussion issued Order No. 643563, Order Granting
Motion o Associate Counsel. and Order No. 645566, Order Granting Motion to Associaie
Counscl.

Also on September 29, 2015, PSO filed the Summarics of Direct Testimony of Mark A.
Becker, John Q. Aaron, Steven I'. Baker. Andrew R, Carlin. Charles ). Matthews. Richard G.
Smead, Randall W. Hamlett. Steven 1. Fate, Brian J. Frantz. John J. Spanos. Thomas }. Mcehan.
Jennifer L. Jackson, K. Shawn Robinson, Robert B. Hevert, (. Richard Ross. Kevin J. Munson.,
Howard 1. Ground. Rajagopalan Sundararajan, Gary C. Knight and David P. Sartin.

On October 8. 2013, the AG filed an Entry of Appearance for Ms. Dara M. Derryberry.
On October 12, 2015, Public Comment was filed.

On October 14, 2015, DOD/FEA filed the Testimony Summary of Lafayette K. Morgan,
Jr.. the Responsive Testimony of Lafayette K. Morgan, Jr., the Testimony Summary of Larry
Blank, the Responsive Testimony of Larry Blank, the Testimony Summary of Maureen L. Reno,
and the Responsive Testimony of Maureen L. Reno.

Also on October 14, 2015, Wal-Mart filed the Summary of the Responsive Revenue
Requirements Testimony and Exhibits of Steve W. Chriss and the Responsive Revenue
Requirement Testimony and Exhibits of Steve W. Chriss.
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Also on October 14. 2015, PUD filed its Accounting Exhibit. as well as the Responsive
Testimony of Robert C. Thompson. CPA. the Summary Testimony of Kathy Champion. the
Summary Testimony of Robert C. Thompson. CPA. the Responsive Testimony of Jason C.
Chaplin. the Responsive Testimony of Kathy Chanipion. the Responsive Testimony of Geoflrey
M. Rush. the Surnmary Testimony of Jason Chaplin, the Summary Testimony of Geoffrey M.
Rush. the Testimony Summary of David J. Garrett on Cost of Capital, the Testimony Summary
of David I. Garrett on Rate of Depreciation. the Summary Testimony of Hunter [logan. the
Responsive Testimony of Hunter Hogan. the Responsive Testimony of Kiran Patel. the Summary
Testimony of Kiran Patel. the Responsive Testimony of David J. Garrett on the Rate of
Depreciation, the Testimony Summary of Dr. Craig Roach. the Responsive Testimony of David
J. Garrett on Cost of Capital. and the Responsive Testimony of Craig Roach, Ph.D.

Also on October 14. 2015, the AG filed the Summary of Responsive Testimony of
Bruce W. Walter. the Summary of Responsive Testimony of E, Cary Cook. the Summary of
Responsive Testimony of J, Bertram Solomon, the Summary of Responsive Testimony ol Paul J.
Wielgus. the Summary of the Responsive Testimony of Edwin . Farrar. the Responsive
Testimony of I. Bertram Solomon. the Responsive Testimony and Exhibits of E. Cary Cook. the
Responsive Testimony and Lxhibits of Paud J. Wiclgus. the Responsive Testimony and Exhibits
of Bruce W. Walter and the Responsive Testimony of Edwin C. Farrar,

Also on October 14, 2015, OIEC and Wal-Mart filed the Testimony Summary of Jacob
Pous. OILC filed the Summary Testimony of David €. Parcell, the Testimony Summary ot Scott
Norwood. the Confidential Responsive Testimony of Scott Norwood. the Redacted Responsive
Testimony of Scott Norwood. the Responsive Testimony of Mark 5. Garrett and OIEC and Wal-
Mart filed the Direct Testimony of Jacab Pous.

Also on Qctober 14, 2015, OIEC and Wal-Mart Stores East 1O and Sam'’s East, Inc.
filed the Testimony Summary of Jacob Pous.

On October 15, 2015, PSO filed its Objection to Quality of Service Coalition’s Fourth
Sct of Data Requests ("Objection™). The Objection was set for hearing on October 22, 2015, On
October 22, 2015, PSO announced that it had filed its Withdrawal ol Objection. and the ALJ
recommended the withdrawal,

Also on October 15. 2015, OIEC filed the Summary Responsive Testimony of Mark E.
Garrett.

On QOctober 21, 2015, PSO filed its Withdrawal of Objection.

On QOctober 23, 2015, DOD/FEA filed the Responsive Testimony Summary of Larry
Blank on Rate Design/Cost of Service Issues and the Responsive Testimony of Larry Blank on
Rate Design/Cost of Service Issues.

Also on October 23, 2015, the AG filed the Rate Design Responsive Testimony of
Edwin C. Farrar, the Summary of Rate Design Responsive Testimony ot Edwin C. Farrar, the
Responsive Testimony of James W. Daniel and the Summary of the Responsive Testimony of
James W. Daniel.
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Also on October 23. 2015, OIEC filed the Summary Responsive Rate Design Testimony
of Mark L. Garrett. the Responsive Rate Design Testimony of Mark E. Garrett. the Contidential

Responsive Testimony of Scott Norwood. the Summary Responsive Rate Design Testimony of

Scott Norwood and the Redacted Responsive Testimony of Scott Norwood.

Also on October 23, 2015, PUD filed the Cost of Service/Rate Design Responsive
Testimony of Jeremy K. Schwartz and the Cost of Service/Rate Design Summary Responsive
Testimony of Jeremy K. Schwartz.

Also on October 23, 2015, OHA filed the Summary of Responsive Testimony of John
Athas and the Responsive Testimony of John Athas,

Also on October 23, 2015, Wal-Man filed the Responsive Rate Design and Cost of

Service Testimony and I:xhibits of Steve W. Chriss and the Summary of the Responsive Rate
Design and Cost of Service Testimony and Exhibits of Steve W. Chriss.

On October 27. 2015, Public Comment was filed.

Also on October 27. 2015, the Commission issued Order No. 646381, Order Granting
Motion te Associate Counsel, For Temporary Admission. For Admission Upon Filing of
Certificate of Compliance. And For Waiver of Cenain Requirements Pertaining to Out-of-State
Attorneys.

Also on Qctober 27, 2015, Quality of Service Coalition filed its Statement ol Position.

On October 30. 2015, AARP filed its Statement of Position, and The Alliance for Solar
Choice [led its Statement of Position.

On November 4, 2015, the Commission issued Order No. 646584, Order Granting
Withdrawal of Objection.

On November 10, 2015, Public Comment was filed.

Also on November 10. 2015, PSO filed the Rebuttal Testimonies of David P, Sartin.
Steven L. Fate, Mark A. Becker, Richard G. Smead. Randall W. Hamlett. John J. Spanos.
Thomas J. Meehan, Robert B. levert, Brian I. Frantz, Andrew R, Carlin, Gary C. Knight, Steven
F. Baker. C. Richard Ross. A. Naim Hakimi. John O. Aaran, and Jennifer L. Jackson.

Also on November 10, 2015, OIEC filed the Cenfidential Rebuttal Testimony of Seott
Norwood, the Rebuttal Testimony of Mark E. Garrett, and the Redacted Rebuttal Testimony of
Scott Norwood.

Also on November 10, 2015, the AG filed the Rebuttal Testimony of Edwin C. Farrar
and the Rebuttal Testimony and Exhibits of Bruce W. Walter.

On November 16. 2015, PSO filed its Prool of Direct Notice and its Proof of
Publication.

l
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Also on November 16, 2015, TASC filed the Notice of Withdrawal as Counsel.
withdrawing Mr. William L. Humes as counsel of record representing The Alliance for Solar
Choice.

On November 24,2015, OIEC filed the Rebuttal Testimony Summary of Scott Norwoeod
and the Rebutial Testimony Summary of Mark E. Garrett.

On November 25, 2015, PSO filed the Summary of Rebuttal Testimony of Jennifer 1..
Jackson. the Summary of the Rebuttal Testimony of Andrew R. Carlin. the Summary of the
Rebuttal Testimony of Steven F. Baker. the Summary of the Rebutial Testimony of Steven L.
Fate. the Summary of the Rebuttal Testimony of Thomas J. Mcehan, the Summary of the
Rebuttal Testimony of David P. Sartin. the Summary of the Rebuttal Testimony of C. Richard
Ross. the Summary of the Rehuottal Testimony of Richard (. Smcad. the Summary of the
Rebuital Testimony of Robert B. Hevert. the Summary of the Rebuttal Testimony of Randall W.
Hamleit, the Summary of the Rebuttal Testimony of John O. Aaron. the Summary of the
Rebuttal Testimony of John J. Spanos. the Summary of the Rebuttal Testimony of Mark A.
Becker. the Summary of the Rebuttal Testimony of Brian J. Frantz, the Summary of the Rebuttal
Testimoeny of Gary C. Knight, and the Summary ol the Rebuttal Testimony of A. Naim Hakimi.

On December 2, 2015, the AG filed the Summary of the Rebuttal Testimony of Bruce
W. Walter and the Summary of the Rebuttal Testimony ol Edwin C. Farrar.

On December 3. 2015, PSO filed its Exhibit List. Witness List. Issue Spreadsheet and
Surrebuttal Testimony Issucs, PUIY filed its Exhibit List and its Surrchutial Testimony [ssues.
OHA filed its Lxhibit and Witness List, Quality of Service Coalition liled its Exhibit List, Wal-
Mart filed its Witness and Lxhibit List. the AG fled its Exhibit and Witness List and 115
Surrebuttal Issues List. QIEC files its Surrcbuttal Issues List and its Exhibit and Witness List.
TASC filed its Texhibit List. PUD filed its Amended Fxhibit List. the DOD/FEA filed its Oral
Sur-rebuttal Testimony Issucs, its Exhtbit List and its Witness List, and AARP filed its Lxhibit
and Witness List,

Also on December 3, 2015, PSO filed the Testimony of Mr. Steven J. Wooldridge
Adopting the Testimony of Charles Matthews, and the Testimony of Mr. Perry M. Barton
Adopting the Testimonics of Mr. Gary C. Knight.

On December 9. 2015, Public Comments were filed.

1I. Summuary of Evidence

Summaries of Direct Testimony of PSO

David P. Sartin

David P. Sartin, Vice President, Regulatory and Finance for Public Service Company of
(Oklahoma (PSQO), an operating company subsidiary of American Flectric Power Company, Inc.
(AEP), testified on behalf of PSO.
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Mr. Sartin testified that the primary reason for this basc rate case is PSO’s request for
recovery of the costs associated with environmental compliance with the United States
Lnvironmental Protection Agency’s (EPA) Regional [aze Rule (RHR) and Mercury and Air
Toxics Standard {MA'TS) for Northeastern Units 3 and 4.

PSO’s compliance with the RHR and MATS cnvironmental requirements is beiug
completed according to an Oklahoma State Implementation Plan (Oklahoma SIP),' adopted by
the State of Oklahoma, and reviewed and approved by the EPA. Once approved by the I'PA and
subjected 10 public notice requirements. it is Mr. Sartin’s understanding the Oklahoma SIP
became enforceable as both Oklahoma and tederal law.

Substantially. all of the framework for the Oklahoma SIP was provided in the agreement
between the EPA. United States Departmem of Justice. Sceretary of the Environment of the State
of Oklahoma. Oklahoma Department of Environmental Quality. the Sierra Club. and PSO.
Pursuant to the Oklahoma SIP, the compliance deadiine for the RHR and MATS is April 16,
2016. PSO witness Ground describes the agreement in more detail.

PSO provides in this case the information and analysis it used in determining the
recasonableness of the Oklahoma SIP as a basis for the OCC to approve the timing and method of
recovery of the costs PSO is requesting be included in the rates charged to customers.

Mr. Sartin explained that PSO is requesting the OCC approve an annual increase in rates
of SE37 million. This request inciudes $61 million to recover the costs of environmental control
investments and associated cxpenscs directly related 10 PSO’s ECP consistent with the
Oklahoma SIP. In addition. the request includes a proposed $76 million base rate increase to
recover eost increases since PSO’s last base rate case that had a test vear ending July 31. 2013,

Mr. Sartin described how PSO proposes to recover the requested costs through base
rates and riders as sct forth below (dollars in mithions):

Cost Type Recovery Mechanism Amount
Environmental control

nvestments—iretun, Environmental Compliance

depreciation, and taxes Rider{(ECR) or Basc Rates 3 44
Environmental control Fuel Cost Adjustment Rider T
consumables {FCA} 4
Northeastern Units 3 and 4

change in depreciationrates Base Rates 13
Total Environmental? 61
Other base rate costs Base Rates 76
Total requested change in rates $137

' As explained in PSO witness Ground’s testimony, an original Oklahoma SIP was partially approved by the EPA,
and a revised Oklahoma SIP was adopted by the State of Oklahoma through the actions of the Sccretary of the
Environment of the State of Oklahoma and the Oklahoma Department of Environmental Quality.
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Mr. Sartin further explained that although cost recovery 1s not sought in this case. there
1s 835 mullion 1n annual incremental purchased capacity and enecrgy costs associated with the
Northeastern Unit 4 retirement that will be recovered through the FCA beginning January 2016.
and will be suhject to the OCC’s normal FCA process.

Mr. Sarun provided the total first full year impact (dollars in millions) on customers
rates as follows:

Cost Type Recovery Mechanism Amount
Total Requested Change in Rates | See Table Above $137
Purchased Capacitv and Energy | FCA 33
Total First Full Year Impact $172

He also discussed PSO [sic} proposal that $128 million of the increase be included in
customers” rates in the first billing cvcle of January 2016, and the $44 million rate increasc
applicable to the environmental control investments be implemented with the first hilling cvele
of March 2016. The later date for the environmental controls will ensure the Northeastern Unit 3
controls are in service prior to rates going into effect. The controls heing in service benefit
customers because they are required to keep Northeastern Unit 3 operational consistent with
environmental requirements discussed previously.

As to FCA changes in January 2016, Mr. Sartin ¢xplained that in addition to the annual
purchased powcr and consumable changes provided above. the FCA will be adjusied for the
actual amounts expected 1o be incurred during 2016 for these amounts. as well as other changes
to the FCA unrelated to the ECP like the costs of wind. natural gas. coal. over-and wnder-
recoverics. and other purchased power. This will include the impacts of the savings associated
with ncw wind purchasced power agreements discussed by PSO witness Fate.

Mr. Sartin explained why PSO’s costs to provide clectric service have increased [rom
the cost of service in PSO’s test year in the last base ratc case. The primary changes are as
{ollows (dollars in millions):

Category Cost

Depreciation $33
Operation and maintenance 28
Income taxes 8
Other taxes (87
Return and other 19
Revenues (6]
Total $76

Depreciation has increased both due to higher levels of depreciable plant as PSO has
made additional investment in efectric assets to serve customers. and the proposed increase in
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depreciation rates. The rates are proposed to increase largely in the arcas of production and
distribution because existing rates are not adequate to permit appropriale cost recovery.

Operation and maintenance expenses have increased largely from higher Southwest
Power Pool transmission service. and higher costs in the generation. transmission. and
distributton functions.

Income taxes have grown because of the tax cffect of the return on a growing rate base.
Property taxcs have declined duc to a reduced taxable base because of changed property tax law,
Return and other [s/¢] increased predominantly from the higher costs of financing the increased
investments in clectric utility assets.

Revenues have increased since the last test vear used to set rates. which reduces the
overall revenue requirement.  The increased revenues are mostly from higher numbers of
customers resulting in increased total kilowatt-hour salcs.

Hc also provided that the total annual cost of environmental compliance is $99 million.”
which includes the costs of the plan for Northeastern and Oklaunion coal units, natural gas units.
and replacement purchased power.

The updated environmental total annual costs of $99 million in this causc are $653
million. or 40% lower than the prior estimate of $164 million.’ The new costs are lower
primarily due to reduced replacement power costs from lower natural gas prices, and lower
environmental control invesiment costs.  The impact on annual customers’ bills for
environmental compliance is 8%,

He advised the Commission that included i the $99 million 1s $5 million per year
currently included in rates for comphance costs for the RiIR NOx environmental controls
installed on PSO’s generating units.”

Although PSO’s rates are expected to increase. PSO provides opportunities for
customers to help mitigate the increase through better management ot their electric usage such
that electric costs may be lowered. PSO provides energy efficiency/demand reduction programs
for residential and business customers that provide opportunities for custemers to reduce electric
bills by implementing cost savings activities ke installing new windows. doors, and HVAC
systems. Also. with the deployment of advanced metering infrastructure (AMI}, PSO customers
can take advantage of the addiional information and tariffs made possible through this
technology to change thetr electric usage patterns, and in particular to reducc usage during peak
hours of the day to reduce their costs, and reduce PSO’s costs to serve all customers,

Next, Mr. Sartin discussed that PSO’s quality of service continucs to improve as
measurcd by clectric service reliability, customer satisfaction, and low Commission complaints.

I PSO witness Hamlett, Exhibit RWH-1

* PSO wimness Hamlett, Exhibit RWH-1, Cause No. PUD 201200054

* Gee Cause No. PUD 201300217, and PSO witness Hamlett Exhibit RW1I-4. An additional $1.986 miilion of the
Northeastern Unit 2 envisonmental controls are imcluded in this current case.
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In addition. employees work safely in providing this service as cvidenced by PSO's employee
safety performance. which ranks in the top quartile of industry safety standards.

Importantly. even with the proposed rate increase. PS()’s rates continue to compare
favorably to other electric utilitics. According to information from the US. Energy Information
Administration (LTA), PSO’s total rates arc 2%. 6%. and 22% below state of Oklahoma.
regional, and national averages., respectively. after taking into account the proposed increase in
this case. It 1s also important to note that virtually all electric utilities™ rates - investor-owned.
municipais, and cooperatives - cither have heen or will be increased as a result [sic] EPA
compliance costs. Due to different compliance strategies and the timing of rale changes, not ail
of these increased costs would be reflected in LIA's data at this time. PSO’s reasonable rates.
coupled with its quality of customer service. indicate PSO’s customers continue to receive value
for the service provided by PSO.

Mr. Sartin discussed how PSO’s plan was explained in Cause No. PUD 2012000547,
which was an application by PSO [iled on April 26. 2012, for OCC authorization of a plan and
cost recovery ol actions of PSO to be in compliance with the EPA rules mentioned previously,
PSO’s plan included the construction of new cnvironmental controls on Northeastern Unit 3 to
be in service by April 2016, the retirement of the Northeastern Linit 4 coal unit in April 2016 and
Unit 3 in December 2026, and the addition of new purchased power contracts to meet capacity
and energy needs. In that Cause, PSO requested approval of its plan for capital expenditures for
equipment and facilities to comply with EPA rules. and approval of cost recovery for its power
purchase contract and the Independent Evaluator expense.

PSO further requested the OCC approve. for future depreciation studies and capital cost
recovery. that all of the Northeastern Units 3 and 4 investment (including all emission control
investment) be fully depreciated by 2026. And finallv. PSO requested that the OCC approve the
requested earnings on the purchased power contract.

Mr. Sartin discussed the four modifications to PS()'s request as compared to the prior
casc. I'irst. PSO no longer requests OCC authorization ol an environmental compliance plan as
the plan has now been finalized with the actions taken by the State of Oklahoma and the EPA.
Second, PSO no longer requests approval for recovery of its purchased power contracts as
conditions precedent in the contracts have been satisfied. and the costs will be included in the
FCA. Third. PSO no longer requests approval of the previously incurred Independent Evaluator
Expense [sie] as those were approved {or recovery as a part of PSO’s prior basc rate case, Cause
No. PLU'D 201300217, Fourth, PSO no longer sceks recovery of the requesied carnings on the
purchased power contract as this matter was addressed in Cause No. PUD 201200079.

Mr. Sartin further explained that. as a part of this base rate case. PSO was rcquesting
OCC approval for:

1) cost recovery of the environmental controls completed and in service at the end of the
test year;

* Since that filing. final compliance decisions have been made regarding Oklaunion Power Station as described in
PS(3 witness Fate’s direct testimony.
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2) cost recovery of the investment in Northeastern Unit 3 environmental control
equipment and facilities either through a rider or through base rates:

3) cost recovery of the Comanche Power Station environmental control equipment and
facilities either through a rider or through basc rates:

4) recovery through depreciation rates of the remaining undepreciated book value of
Northeastern Units 3 and 4 by 2026. the year Northeastern Unit 3 will retire:

5) an amendment to the FCA to include air quality control svstem consumables; and

6) recovery of the Independent Evaluator expenses to be incurred in this case over a
two-year period,

As to the environmental costs for Northeaster {sic] Unit 3 and Comanche. PSO proposed
they be recovered. under either alternative. and would include depreciation. return. and property
taxes. PSO proposed under cither alternative that the actual investment in environnental
controls at January 31. 2016. be included in rate base in this rate casc.

According to Mr. Sartin. PSO witness Hamlett describes the determination ol costs to be
rccovered under the FCR and under basc rates. PSO witness Aaron discussed the ECR taritf.
Under the ECR alternative, PSO has usced the same approach it has used under a varicty of
existing riders that have been approved by the OCC. which inciudes truc-ups to cnsure cost
recovery matches costs so that PSO customers are not paying more than actual costs,

For purposes of cost recovery under the base rate alternative in this case. Mr. Hamlett
deseribes a similar process.  Although similar. this approach differs somewhat from the ECR
alternative in that it would usc the actual investment costs of the Northeastern Unit 3 and
Comanche environmental controls at January 31, 2016, as well as estimates of the Comanche
costs to be incurred through its in service date in June 2016, Regulatory asset accounting would
be used to accumulate the additional costs ol the environmental controls not recovered in base
ratcs in this case. Recovery of the regulatory asset would be determined in a subsequent

proceeding.

PSO will cap the amount of environmental control investments used to determine cost

. . . . . . . . . &

recovery in this casc for either the LCR. or base rates. at a total investment of $221 million.

Amounts above this level would be included in PSO’s rate relief request in a subscquent base
rate casc.

Cost recovery under cither alternative would begint with the first billing cycle in March
2016, the first month subsequent to the month the environmental controls are placed into service
for Northeastern Unit 3. PSO wouid delay the effective date of new rates to the mounth following
the month the Northeastern Unit 3 environmental controis are actually placed in service.

Also, to the extent the environmental control investment costs are higher than those used
in determining the revenue deficiency in this case, no adjustment would be made to the rate relief
requested in this case, Any such additional costs would be proposed for recovery in a
subsequent hasc rate casc. To the extent the costs are lower, PSO would adjust its rate reiief
request downward.

% Envirenmental control costs: Northeastern Unit 3-—$178.6 million and Comanche -$42.6 million. See PSO
witness Hamlett Exhibit RWH-1.
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In the event the OCC determines that rider recovery 1s appropriate. PSO will file a
subsequent base rate casce. which will be after the final costs are incurred and known for the
Northeastern Unit 3 and Comanche environmental controls. This will provide the Commission
the opportunity 1o review the reasonableness of the costs incurred alter January 31. 2016. and
include them 1n rate base. The ECR would expire with the effective date of new base rates.

Mr. Sartin testified that PSO was not requesting approval of the environmental controls
cosls incurred after January 31, 2016. PSO will request the OCC 1o find as reasonable the costs
incurred after January 31. 2016, when they arc inciuded in rate base in the next base rate case.
Until then. there is no Commission approval.

Mr. Sartin testified that it was reasonable for the OCC to permit recovery of the
environmental controls in this case even when they do not go inte service unti! February 2016.
PSO believed it was appropriate in this case to go beyond the OCC’s traditional six-month post
test vear period in permitting cost recovery for a variety of reasons:

1) the Commission has stated it has the authority to go beyond six months:’

2y the compliance date for having new controls in cffect was sct by the Oklahoma
SIP:

3) PSO’s case has a traditional test ycar cost approach, with pro forma adjustments
to mnclude all of the effects of the ECP occurring beyond six months. including;

a. Northeastern Unit 4 operation and maintenance expense reduction beginning in
2016.

b. Northeastern Unit 4 coal pile reduction that begins in carly 2016,

¢. environmental control consumables that begin in February 2016,

d. incremental capacity and energy costs beginning i Aprit! and June 2016, and
¢. depreciation expense changes that bepin in January and February 2016:

4) it reduces regulatory lag for a portion of PSO’s environmental invesiments. but
certainly does not climinate all of PSO’s regulatory lag because of the continued
delay in getting new rates in effect to recover the other $300 million of plant
additions since the last base rate case, and another $200 million plus PSO will

invest the balance of 2015,

5y it fairly matches cost recovery with the in-service date of the environmental
controls;

" The Commission has expressed its authority to make post-test year adjustments greater than six months. See Order
No. 345168 issued in Cause No. PUT? 200600285 at pages 122-127.
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6} the over-and under-accounting proposed by PSO witness Hamlett ensures that
customers only pay for the actual costs of the environmental controls:

7y Northeastern Unit 4 retires in April 2016 in accordance with the Oklahoma S1P:

8y as discussed below. there is no revenue growth associated with the Northeastern 3
cnvironmental investiment:

9) PS50 has not previously requested construction work in progress in rate base for
the environmental controls. so PSO has been incurring the carrying costs of these
ivestments since construction began with no cash inflows from customers:

10)  the matching of the revenues to the costs PSO meurs improves cash flows, which
improves rating agency metrics in support of a continued good bond rating:

11y  PSO has reduced its common stock dividends to improve cash flows and
rebalance its capital structure; and

12)  the additional wind capacity PSO has added will begin production in 2016, and its
lower costs will help offset the proposed FCA increases.

Mr. Sartin pointed out that PSO’s f{inancial condition has declined while the
environmental controls arc under construction because it is (inancing the cash outflow for the
construction of environmental controls through the issvance of additional debt und cquity capital
with no cash intflows from customers until the new controls are completed and in service.

There will be no retail saies growth as a result of the completion of the environmental
controls. and there will be no increase in the level of off-system sales. both of which typically
benefit both customers and PSO when new generation plant has historically been built and
placed in scrvice due to increased customer load.

As discussed by Mr. Sartin. under a traditional base rate case. when a new large electric
utility investment gocs in scrvice there 1s a lug in the recovery of the costs incurred by PSO from
the time the investment goes in service and the time new revenues are received 1o recover those
costs. This mecans PSO would incur higher costs for a pertod for which it has no revenues. This
lag period is at least five months, and it occurs because of the conventional. although not
required. limitation for making post-test year adjustments to only 6 months, coupled with the
time it takes 1o file and go through the various rate case phases.

In this base rate case. the annual revenue short-fall for the environmental controis 1s $44
million. A delay in cost recovery beyond March 2016 will prohibit PSO from the opportunity to
earn a fair return on investment, despite the fact PSO has provided the funds to construct the
asset. While PSO is never guaranteed that it will earn the authorized return, it is reasonable for
the OCC to permit PSO the opportunity to eam its authorized return.

Additionally, Mr. Sartin explained there was no change in risk between the Company
and customers becausc the Commission is approving the plant in rate base n either the base rate
or the ECR recovery method. There is only a modest change in the timing of the process used by
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the OCC to determine the reasonableness of the costs to be charged customers, The OCC's
authority and oversight over PSO’s rates and serviee remains unchanged. The QCC continues to
review and approve PSQO’s rates charged to customers for all rate base amounts. including the
environmental controls. The only change to the process is that the QCC approves the rates 1o
recover the environmental costs as of January 31. 2016, Costs incurred after that date are subject
to a complete veview and approval in a subsequent casc.

Mr. Sartin also explained that, as result of the ECP. there is a loss of PSO earnings. This
occurs first, with the retirement of the Northeastern Unit 4 in 2016. PSO chose to replace the
needed capacity from this unit with a purchased power agreement from a third party via a
competitive bidding process with OCC oversight. PSO made this selection rather than investing
in a new power plant. Second. PSO’s compliance plan avoided $650 million in environmental
control investments compared to other options.  Since PSO selected options with lower
investments. 1t results in lower rate base, and lower camings.

Mr. Sartin discussed the history of PSO’s £ECP. and how Commission approval was
sought and explained fully in April 2012, in Causce No. PUD 201200034,

PSO filed Direct. Rebuttal and Surrebuttal Testimony,  Intervenors and Staff filed
Responsive, Rebuttal. and Surrebuttal Testimony. In addition. extensive discovery was
conducted by parties. In essence. the casc procceded n a similar fashion as a base rate case. but
did not proceed to a hearing since it was dismissed just prior to the scheduled hearing date. All
ol the parties™ positions were clearly delineated through this process that occurred mostly in
2012, closer to the time PSO’s management decision-making actually occurred.

Mr. Sartin provided a summary of the partics that filed testimony and their high-level
positions:

1) PUD and the Oklahoma Attorney General (OAG). through the [ndependent Evaluator
- PSO’s ECP was reasonable and shouid be approved: recommended conditions and a
revised cost recovery schedule.

2) Oklahoma Industrial Energy Consumers (OIEC) - Ihd not recommend approval of

the ECP; belicved that it was premature: did not support recovery of the costs of the
Northeastern coal units to be retired; concluded that fully retrofitting both of the
Northcastern coal units was a better option than the ECP.

The Sierra Club - The FECP was the most reasonable approach for complying with
environmental laws,

fad
—

4) Chesapeake Energy Corporation - Overall. the ECP was reasonable, and
rccommendcd approval.

The partics filing testimony in that cause determined that PSO’s plan was reasonable.
except for OIEC.

in Causc No. PUD 201200054, Dr. Craig R. Roach, President and Founder of Boston
Pacific Company, Inc., conducted a review as an independent evaluator. Dr. Roach filed
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Responsive Testimony on January 8. 2013: Rebutial Testimony on February 11, 2013: and
Surrebuttal [estmony on March 22, 2013, On page 1 of Dr. Roach’s Testimony he stated.
beginning on line 10:

Boston Pacific has been hired to provide consulting and independent
expert witness services to assist and represent Staff and the OAG in this
proceeding. The views expressed hercin are my own.,

Dr. Roach explicitly recognized {rom his independent review of PSQ’s analysis of
the afternatives available for PSO to comply with the RHR and MATS requirements that:

by the EPA Settlement was a reasonable compromisc (Responsive. page 6);
2) the costs of the LPA Settlement are reasonable (Responsive. page 8):

3)  the LPA Settlement has the lowest reasonable, nisk-adjusted cost (Responsive, page
12): and

4)  the selection of the Calpine PPA bid was the lowest reasonable cost option
(Responsive. page 54).

PSO did not agree with all of Dr. Roach’s testimony. Spect{ically. PSO did not agree
with Dr. Roach’s recommendations {Responsive, pages 15 and 16) that:

1) the decision for cost recovery of the hook value of Northeastern Unit 3 be delaved
until a hearing in 2020,

2y the decision that incremental cnergy costs from the capacity factor reductions
beginning in 2021 be delayed until 2020: and

3} the incremental energy costs from the retirement of Northeastern Unit 3 in 2026 not
be delermined until 2020,

According to Mr. Sariin, 1t appeared that one of the bases for Dr. Roach’s
recommendation to delay decisions until 2020 was that a hearing in 2020 would be “hopelully
after much of the litigation on the relevant cnvironmental regulations 1s resolved.” (Responsive,

page 13)

Mr. Sartin believed one of the significant legal proceedings he was referring to was
where Oklahoma Gas and Elcctric Company (OG&E), with the OAG, and OIEC, challenged the
EPA on the requircments of the RHR, which included appealing the Tenth Circuit Court of
Appeals decision to the United States Supreme Court. It was his understanding that OG&E’s
petition for a Writ of Certiorari was denied in March 2014. He believed that would be the
primary litigation that was in place whcn Dr. Roach made reference to litigation in his
Responsive Testimony, and appeared to be one of the bases for his recommendation to delay
decision-making for certain cost rccovery items. Since the litigation has been resolved, it
appearcd that even if one believed it provided a reasonable basis for delaying a decision with
respect to PSO"s ECP, the basis for waiting no longer exists according to Mr. Sartin.
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Dr. Roach. in Cause No. PUD 201200054. provided Rebuttal Testimony addressing the
issues raised by QIEC. the Sierra Club. and Chesapeake. Afier considering their views, he
confirmed his recommendation that the Commission approve cost recovery for the FPA
Settlement. with some conditions (page 2).

Mr. Sartin’s Rebuttal Testimony in the prior Cause indicated agreement with much of
Dr. Roach's testimony and conclusions, and in particular that he found PSO’s ECP was
reasonable and should he approved by the OCC. He did take exception to Dr. Roach’s
recommendation to review a parl of PSO’s ECP based on information only available several
vears after implementation because that is inconsistent with sound regulatory policy. Mr. Sartin
testifted that based on his understanding of OAC 165:33-1-2. OCC and VFederal Energy
Regulatory Comnussion decisions. and other authorities. PSO™s full ECP must be judged on the
information availahlc at the time PSO made the decision. and not on information available years
later.

After reviewing the other parties” testimony in PUD NO. 201200054, Mr. Sartin
concluded PSO’s L:CP and cost recovery proposal should he approved as requested because:

1}y most importantly, it provided somce reasonable certainty that PSO will have sufficient
electricity for its customers 1n 2016:

2) it was supported by the Oklahoma Department of Invironmental Quality and the
Oklahoma Secretary of Environment:

3) 1t was a low-cost, reasonable plan {among the plausible alternative plans available to
PSOY

43 1t was the plan with the lowest year | customer rate impacts and lowest customer
impacts during the next 12 years:

5) 1t allowed PSO to be in compliance with EPA ¢mission requivements, which under
anticipated deadlines, |sic| had the real possibility of jeopardizing PSQ’s ability to
adequately supply clectricity to its customers in 2016:

6} while other parties argued that their plans for PSO’s compliance were possible. they
were not hased on a comprehensive consideration of all of the factors which PSO
considered;

7} other parties have not shown that doing nothing at the time the decisions were made
was a reasonable, prudent plan - they had not shown that doing nothing would result
in adequate electricity supplies in 2016;

8) since PSO’s ECP was reasonable to meet its customers’ 2016 clectricity
requircments and to be in compliance with EPA’s 2016 emissions requircments,
based on the information avatlable at the time of PSQ’s decision to adopt the ECP,
no part of the ECP should be subject to subsequent or hindsight review; and
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9} since PSO’s ECP was reasonable, its costs should be recovered in a timely manner.

without imposing mmordinate impacts on PSQ’s current or future customers.

Since PSO management’s FCP decision. subsequent events have been favorable. and
they are as follows:

1

6)

7)

8)

It 1s Mr. Sartin’s understanding that the Oklahoma SIP. adopted by the State of

Oklahoma. and reviewed and approved by the FPA is now enforceable under
Oklahoma and federal laws.

As described earlier. the OG&E litigation associated with the RHR has been
completed. and there was no change ordered by the courts as 0 how EPA will
implement the requirements of the RHR.

As a part of 1ts plans to diversify its gencration portfolio. PSO has added another net
430 mega-watts to its wind generation through purchased power agreements. This
adds to PSO’s fuel diversity. results in $53 million in annual cost savings.® and was
discussed in prior lcs‘ximon)«’g as one means to address diversity,

The EPA continues to pursue ruies which would increase the costs of existing coal
generation.

PSO’s costs of compliance have decreased as the environmental controls for
Northeastern Unit 3 are much lower cost [si¢] than the estimates provided in Cause
No. PUI> 201200054, and replacement power costs are lower.

Natural gas prices appear to have been moderated by the successiul production of
adequate supplies from new drilling technologies used by oil and gas companies.

The pace of change in the clectric utility industry brought on by new technologies
may be accelerating, Such changes may have a profound impact on historical views
of fuel diversity predominantly focused on coal and natural gas. PSQO’s decision to
avoid $650 million in coal environmental control nvesiment to provide an expensive
coal diversity option, appears even more reasonable,

The development of new technologics continues 0 progress, and in particular those
related to distributed generation in the form of solar power. By not committing to the
historical coal and natural gas diversity only strategy, PSO is well positioned to take
advantage of new technologies as they develop over the next 10 vears.

Mr. Sarlin summarized his position regarding OCC approval as follows. PSO has
cxplained at fength the reasonablcness of its ECP in this Cause and in prior Cause No. PUD
201200054, The OCC is requested to approve the cost recovery as requested by PSO, as the
costs stem directly from the execution of the pian developed in response to the encouragement of
(Oklahoma’s Attorney General, which included the submission of the Oklahoma SIP by the State

¥ PSO witness Fate testimony, page 23
? PSO witness Fate direct testirnony, Cause No. PUD 201200054, page 22
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ot Oklahoma’s Governor through the Oklahoma Secretary of Fnergy. adopted by the Oklahoma
Department of Environmental Quality. which was reviewed and approved by the EPA.

In the next section of testimony, Mr. Sartin discussed PSO’s capital structure. which is
comprised of long-term debt and common stock equity. PSO is requesting a capital structure of
48% comumon stock cquity and 52% long-term debt for the purpose of cstablishing new rates in
this Causc.

The requested capital structure is consistent with PSO’s recent historical structure. and is
consistent with PSO’s expected capital structure i 2616 upon completion of s large
construction program. which i1s due in substantial part to the investment in environmental
controls. This level is also consistent with the 48.7% common stock equity and 51.3% long-term
debt in PSTO s last base rate case, Cause No. PUD 201300217, which no party opposed.

PSO’s test vear end common stock cquity of 44% and long-term debt of 56% is a
temporary situation caused in large part by the recent issuance of $250 million of new debt,
which temporarily skewed the structure to higher debt. This situation will be remedied during
20106 through the retention of additional retained camings by PSO forgoing the payment of
common stock dividends to AEP.

['he proposed capital structure is important because it supports the overall credit ratings
of PSO. Rating agencies use a number of factors in determining the credit rating of a utility.
PSO is rated A3 by Moody's Investor Service.

The next topic covered by Mr. Sartin was the South West Power Pool. and 1ts benefits to
customers.  As discussed in PSO witness Ross™ Dircet Testimony., SPP is a Federal Lnergy
Regulatory Commission {FIERC)-approved Regional Transmission Organization (RTO). PSO is
a member of SPP. SPP. in 1ts role as an RTO. provides transmisston scrvice to its members, The
primary scrvices SPP provides are rchability coordination, tarift administration, regional
scheduling, transmission expanston. market operations. compliance and training. and generation
dispatch. The services provided by SPP are required for PSO to provide electric service Lo its
retail customers. and the cost of the service is governed by the OATT.

Mr. Sartin testified that AEP's transmission companies benefit PSQO and retails [sic]
customers. AEP Oklahoma Transmission Company. Inc. (OK Transco) 1s currently the primary
AEP transmission company in SPP henefiting [si¢] PSO and customers by reducing the financial
burden on PSO of the substantial capital investment required by building new transmission
facilities and rebuilding existing transmission facilities. Since 2010, as described in witness
Sundararajan’s testimony, OK Transco has invested $346 million in transmission facilities and
plans to invest an additional $392 million over the next three years. These substantial
investments would have incrcased PSO’s financial burden, in particular during the time the
environmental controls are under construction.

The transmission investments by OK Transco improves reliability for PSO’s customers
and for the SPP region by replacing aging infrastructure equipment and facilities, connecting
new PSO customers to the transmission grid, adding capacity to PSO’s clectric system, and
reducing transmission congestion, which can facilitate lower delivered cost of power to
customers. OK Transco may also provide investments to interconnect new generation resources.
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[ransmission investments are also made to be in compliance with North American
Electric Reliability Corporation and SPP reliability standards. as discussed in the Dircet
Testimonics of PSO witnesses Matthews and Robinson. The requirements of these standards are
expected 0 increasc over time. causing additional transmission investment and the resulting
increased transmission cosis.

SPP’s Intcgrated Marketplace. in place since early 2014, may also increase transmission
mvestment because the regional transmission grid will be operated in a different fashion. These
market tunctions aliow the clectric svstem overall to he operated more cificiently, but this
change in operation may dentify additional transmission limitations that need to be remedied for
the market to achicve even more efficient resuls.

Mr. Sartin further testified that the financial burden referred to above is explained as
follows. Capttal investment in any clectric utility asset requires financing by clectric utilitics to
the extent they cannot be funded with internally generated funds. This financing is provided by

issutng debt to third parties and by common stock cquity provided by AEP. During times of

heavy capial investment. pressure s placed on the financial condition of uatilitics as cash is
nceded to construct new electric assets. During the time the assets are under construction, and
prior to the time such assets are included in PSO’s rate base and PSO is recciving cash revenues
from customers. PSO’s credit metrics deteriorate.  Credit metrics are used by the bond rating
ageneics {e.g.. Moody’s Investors Serviee) to hetp determine bond ratings.  Utility bond ratings
are impornant because they determine the interest cost of the debt. and in some cases determing
whether the utility has access to debt markets at all.

According to Mr, Sartin. PSSO benefits from the reductions in cash construction
expenditures which otherwise would weaken its financial condition. The financial burden of
PSO’s transmission capital expenditures 1s transferred to OK Transco. which is responsible for
the debt and equity to support its assets. lmproved PSO financial health bepefits PSO and
customers by helping cnsure PSO can issue debt to support its capital spending necds for
customers, and by helping to ensure a reasonable cost of debt through reasonable interest rates.
Since the cost of debt is a part of the cost customers pay for clectric service, reasonable debt
costs directly benefit customers.

The reduced capital spending at PSO has been particularly beneficial the past few years
because PSO is making substantial investments through mid-2016 in clectric assets [or
environmental controls on its generating plants. This is in addition to the customary capital
expenditures PSO continucs to make for its gencration, transmission. and distribution assets. all
of which are required to provide reliable electiric service to customers.

Mr. Sartin testified that over the period 2013 to 2015, PSO expected to spend an average
of $316 million per year on new electric asset investments, This is a 70% increasc over the prior
three years (2010 to 2012) where PSO spent $186 million per year. So during the recent three-
year period, OK Transco making capital investments, rather than PSO. was beneficial as it
reduced the amount of long-term debt to be issucd by PSO, reduced PSO common stock equity
requirements. and improved PSO’s credit metrics compared to what they would have otherwise
bcen. Even with the benefits provided by OK Transco, it was Mr. Sartin’s opinion that PSO still
needed 1o increase its common stock equity as a percent of total capital structure.
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The rating agencies review PSO’s financial situation. Moody’s Investors Service. a key
rating agency. recognizes PSO’s increased leverage (debt as a percent of total capitalization). and
sizable environmental capital expenditure program that is expected to put downward pressure on
financial metrics.  Moody's has also noted the imporance of timely cost recovery of the
cnvironmental expenditures to support the existing bond rating.

Moody’s - February 5. 2015, Credit Opimon

SUMMARY RATING RATIONALE

PSO’s raung reflects a vertically integrated etectric wiility company operating under a
long-term credit supportive jurisdiction. economic vibrant service territory, and
historically robust financial metrics.  All of which are balanced against increased
leverage and a sizable environmental capital expenditure program that is expected to
exert downward pressure on financial metrics.

Rating OQutlook

The stable rating outlook for PSO is based (on) the expeclation that the company will
maintain a constructive relationship with the OCC. suecessfully in [sic) attaining [sic]
rcasoniable and timely cost recoveries while executing its capital investments and
maintain key financial credit metrics that. despite some expected near-term weakness.
will continue to support the rating.

Howard L. Ground

Mr. Howard L. Ground. an independent contractor providing regulatory and
cnvironmental scrviees. testified on behalf of Public Service Company of Oklahoma (PSQ).

Mr. Ground’s current testimony reviewed his previous testimony filed in Cause No. PUD
201200054, The previous testimony was filed on behalf of PSO in order to authorize cost
recovery assoclated with PSO’s environmental compliance strategy to address certain air
emission rules being considered by the Environmental Protection Agency (EPA) at the time. EHis
currcnt testumony provides an update to the prior testimony to include subscquent developments.

Mr, Ground’s previous testimony in Cause No. PUD 201200054 described two EPA
rules. the Regional Haze Rule (RHR) and the Mercury and Air Toxics Standard (MATS). and

described the executed term sheet for a Settlement Agreement wiith the EPA, the State of

Oklahoma, and the Oklahoma Department of Environmental Quality (ODEQ) that was later
finalized and fully implemented. The Scttlement Agreement resolved PSO’s chalienge 1o the
EPA’s RHR Federal Implementation Plan (FIP) for Northeastern Station Units 3 and 4, and
allowed PSQ to cost-effectively meet compliance obligations under REHR and MATS and insure

sufficient resources to meet customer’s electricity needs.

Mr. Ground described why his testimony in Cause No. 201200054 is relevant to this
Cause and updated the Commission on relevant subsequent developments. He staied that the
case describes PSO’s contemporaneous evaluation of the information available at that time and
then updated the Commission on the final federal approval of the revised Okiahoma RHR State
Implementation Plan (SIP), which makes the terms of the Settlement Agreement final and
enforceable as a matter of state and federal law. Next. he provided information concerning the
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resolution of litigation related to Oklahoma’s RHR SIP in the federal counts of appeals: the
ongoing litigation over MATS at the UL.S. Supreme Court: and the extension approved by ODLEQ
to allow PSO 10 meet its obligations under MATS. Finally. he described recent developments
that could lead to additional cost increases to maintain and operate coal-fired generating units in
the future, including Clean Air Interstate Rule (CAIR). future RHIR planning requirements, the
effect of the current Coal Combustion Residuals (CCR) regulation requirements, the final Clean
Water Act 316(b). 316(b) rule implementation. greenhouse gas emission rules. and an update on
the Nauonal Ambrent Air Quality Standards (NAAQS).

Mr, Ground deseribed the coal combustion residual rule us being the preferred non-
hazardous option and the final 316{(b) rule as being inanaged through the National Pollution
Discharge Elimination System {(NPDES) permit renewal process. In regards to subsequent
developments related to Greenhouse Gas (GHG) Emisstons. he stated that the EPA proposed
new guidelines called the “Clean Power Plan™ (CPP) to reduce GHG emisstons from existing
power plants in June 2014, Mr. Ground testified that until final guidelines are issued and state
plans are approved. or a final {federal plan is promulgated. the ulimate costs associated with the
CPP arc unknown. lowever. American Llcctric Power (AL:P) filed extensive comments on the
CPP. challenging the legal and technical bases for EPA’s proposal.

Mr. Ground described that in addition to the ongoing implementation of the new one hour
NAAQS for Sulfur Dioxide (S0O2) and Nitrogen Dioxide (NO2). the EPA has also finalized new.
lower ambient air quality standard for Particulate Matter (PM) in 2013, and proposed a new.
lower range for the ozone NAAQS in 2014, Since both SO2 and NO2 are precursors for PM 2.5,
and NOx is an ozone precursor. the controls being installed at Northeastern 3 and the retircment
of Northeastern 4 will assist Oklahoma in achieving or maintaining the SO2, NO2, PM and
ozone NAAQS.

Overall. Mr. Ground testified that subscquent developments since his previous testimony
support PSO’s continued commitment (o the initial decision. PSO faced a compliance deadline
with a FIP and a new emission control requirement from EPA that placed specific requirements
for ncw controls on its 35-year old coal-fired units that would have far cxceeded their mitial
construction cost without any assurance of how many vears the units would continue to operate.
There were also a number of other EPA emission control requirements being proposed that
provided grcat uncertainty as to the ability to meet customer demands and maintain system
reliability.

According to Mr. Ground. the settlcment agreement allows PSO to operate half of its
coal-fired units to a very respectable 30-year life at a very reasonable cost. He further stated that
the settlement agreement minimizes the impact of any future EPA repulation and gives
customers certainty that PSO will be able to continue to provide safe and rcliablc encrgy in a cost
effective manner.

Steven 1. Fate
Mr. Steven L. Fate, Director Business Operations Support for the Public Service

Company of Oklahoma (“PSQ” or the “Company”), an operating company subsidiary of
American Electric Power Company, Inc., testified on behalf of the Company.
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Mr. bate’s testimony supported the Company’s request for approval to recover certain
costs associatcd with its plan 1o be in compliance with the federal Clean Air Act's Regional Haze
Rule ("RHR™} and the Mercury and Air Toxics Standard ("MATS™). According to My. Fate. the
compliance plan which affects Northeastern Units 2. 3. and 4: Oklaunion: Southwestern Unit 3
and Comanche: consists of a variety of compliance measures including: (1) new post-combustion
emission conirol cquipment and associated reagents. (2) modifying existing gencrating
cquipment. (3) fuel changes. (4) unit operating limits. (3) unit retirements. and (6) coniract
replacement power,

Mr. Fate described why PSO needed a comprehensive environmental compliance plan.
how the plan was selected. and the various beneficial characteristics of the plan as compared 1o
other alternatives. He testified that PSO nceded a compliance plan becausc all of the compliance
options were projected to have a significant impact on PSO’s clectrical generation and cost. The
plan allowed PSO to effectively implement the compiex multi-year effort while controlling costs
and tnsuring adequate resources were available to mect customer demand.

In evaluating the various compliance options. PSO considered a variety of overarching
factors. Since the cconomic evaluation of compliance alternatives did not indicate there was one
clearly lower cost alternative, these other important considerations help the Company make a
fully informed decision, PSQ consider [sic| additional factors such as the uncertainty around

additional environmental regulations and the impact 1o various stakeholders including the City of

Oologah, Rogers County, the City of Tulsa. employees. and sharcholders,  All these factors
considercd. PSO chose a plan that afforded the opportunity to make generating resourec
acquisition decistons on an incremental basis while keeping as many options open as possible
over a longer period of time.

Mr. Fate further testified that PSO continues to believe that fuel diversity is of value in
mitigating price volatility, but that locking in a particular fuel source for an extended period in
[vic] face of substantial uncertainty and at a substantial upfront cost of $6350 million was not the
best option. PSO’s compliance plan continues to provide the beneflit of solid-fuel gencration
well into the future at a lower initial investment cost. In addition to the highly-efficient naturai
gas gencration already sccured through a competitive bidding process, the additional time will
allow PSO to replace the retiring generation with additional energy etficicney, [sic] demand
responsc, and cost effective rencwable resources.  PSO has already begun taking steps to
diverstfy generation by securing an additional 600 mega-watts of low cost wind generation that
1s expected 1o save customers $53 million in 2016 and over $720 million over the life of the
contracts.

According to Mr. Fate, as part of the compliance plan, the Company decided 1o conduct a
Request for Proposals (“"RFP™) for Purchased Power Agreements ("PPA’s™) to fill the projected
252 mega-watt capacity reserve deficiency resulting from the retirement of Northeastern Unit 4
in 2016, PSO chose PPA’s as the replacement option because therc was insutficient time to
permit and construct a new natural gas-fired combined-cycle unit and the Company believed
there were more cconomical options available in the market. The RI'P process, overscen by the
Boston Pacific Company acting as an Independent Evaluator, resulted in the selection of a fifteen
(15) year PPA for 260 mega-watts of capacity from the Oneta generating facility located near
Tulsa.
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In Junc 2013, PSO submitted an update to its 2012 Integrated Resource Plan duc to
material changes in assumptions. the most significant of these being an increased load torecast.
In response to the forccasted need. PSO secured additional generation resources through an RFP
process that at the time was underway for the benefit of PSO’s sister operating company.
Southwestern Electric Power Company ("SWEPCO™).  Through SWEPCO's REFP, conducted
consistent with the Louisiana Public Scryvice Commission’s competitive bidding rule, PSO
securing [sic] two additional low cost contractual capacity and energy resources from the Green
Country Facility in Jenks. Oklahoma for 124 mega-watts [or five years and a three vear. 40
mcega-watt conlract with Tenaska, sourced from the Eastman Cogeneration Facility in Longview.
Texas.

Mr. Fate testified why it is reasenable to recover the cost of reagents used in
environmental control systems in the Fuel Cost Adjustment rider ("FCA™) and supported the
Company’s request 1o recover reagent costs recorded in FERC accounts 502 and 549 through the
FCA. Reagents are used in the generation of electrical cnergy and their consumption rates arce
variable and highly correlated to the amount of fuel consumed and clectrical generation
produced. Mr. Fate provided an estimate of $4.76 million for the cost of recagent between March
2016 and February 2017, the first twelve month |sic] of full operation of environmental controls
on both Northeastern Unit 3 and Oklaunion.

Kevin J. Mupson

Mr. Kevin I. Munson, who s employed by American Ulectric Power Service Corporation
{AEPSC). as Project Director - Western Fleet Environmental Program, testificd on behalf of
PSO. Mr. Munson testified that he is responsible for the project management of the flue gas
desulphurization (FGD) and nitrogen oxide (NOX) reduction projects for PSO and AEP’s
western alfiliates.

Mr. Munson stated that he testified in Cause No. PUD 201200054 and provided an
overview of the Northeastern Power Station and cxplained the estimated project cost for
installing the environmental controls on Northeastern Unit 3 in support of PSO’s environmental
compliance strategy to comply with the Regional 1aze Rule (RHR) and the Mercury and Arr
Toxics Standards (MA'TS}). Mr. Munson stated that he also described in Cause No. 201200034,
PSO’s technical and direct capital cost comparison of viable emission reduetion technologics that
resulted in the election to retrofit Northeastern Unit 3 with dry sorbent injection (DS]). activated
carbon injection (ACH. and a fabric filter (FI°) baghouse. Mr. Munson attached his testimony n
Cause No. PUD 201200208 [sic] as Appendix A to his testimony in this proceeding. Mr.
Munson stated that his testimony in Cause No. PUD 201500208 updates and detatls the progress
and costs to date of the project described in Cause No. 201200054,

Mr. Munson provided a list of the primary equipment that will be installed as part of the
environmental controls at Northeastern Unit 3 as follows:

»  Pulse-Jet FF with byproduct material handling
» DSI Sorbent Reagent Silo with blowers and injection piping system

s Activated Carbon Storage Silo with blowers and injection piping system
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*  Booster Fan to account tor additional resistance from the FF

Mr. Munson explained that the environmental controls project at Northeastern Unit 3 is
currently in Phase 111, which began in the first quarter of 2014. Phase 1 is the last in the three-
phased approach to the project and involves [ull-scale construction. startup. and commissioning
activitics.

Mr. Munsen stated that the current projected in-service date for the environmental
controls is February 15, 2016.

Mr. Munson described that the current estimated direct capital cost of Northeastern
environmental controls project is approximately $164.3 million excluding AFUDC and
Company allocated overhcads. The current project estimate 1s a decrease from the $175 million
estimate provided n testtimony in Cause No. PUD 201200054, Mr, Munson stated that the cost
estimate includes the installation of the DSIL ACK and FF systems. and other associated upgrades
to existing station equipment. including unit control inferconnections. an induced draft booster
fan (ID tan or booster fan). equipment relocations. and other material handling equipment costs.
as well as, costs for support of the project from AEPSC.

Mr. Munson testified that a timely compliance strategy decision by PSO provided a clear
path for the project team to clhiciently and effectively manage and control project costs.

Mr. Munson stated that the project total cost will be monitored and managed by
asscinbling costing information {rom the procurement and accounting process to provide
Estimate at Completion (EAC) projections on a monthly basis. The EAC projection as of April
2013 is approximately $162.5 million and represents a slight decrease from the current Phase 111
Improvement requisition amount of $164.5 million.

Mr. Munson further explained that the final cost for the environmental controls is
projected to be $190.6 million based on the $162.5 million project direct-cost AT projection
noted above and assumptions made for the interest i AFUDC calculation and Company
overhead allocations.

Finally, Mr. Munson described other c¢nvironmental compliance projects o meet the
requitements of the Oklahoma Regional Haze Rule State [mplementation Plan. Mr. Munson
testified that PSO has installed low NOx burners {I.NB) and overfire air (OFA) at Northeastern
Unit 2 and Southwestern Unit 3. Mr. Munson stated that the ENB/OFA projects at both
Southwestern Unit 3 and at Northeastern Unit 2 were completed and placed in service on June
25, 2013, and January 24, 201t4. respectively. Mr. Munson further stated that low NOx
combustor modifications were being conducted at Comanche Units 1G1 and 1G2.

Mark A. Becker

Mark A. Becker, employed by the American Electric Power Scrvice Corporation
(ALPSC) as a Resource Planning Manager, testified on behalf of Public Service Company of
Oklahoma (PSO or Company).
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Mr. Becker received a Bachelor of Science degree in Llectrical Engineering from the
University of Arkansas in 1983 and has over 30 years of experience working for investor-owned
and municipal electric utilitics and encrgy trading companies. The majority of Mr. Becker's
experience, approximately 25 years. has been related 10 performing a utility’s resource planning
and operational analysis functions using the proprietary long-term resource optimization
software models known as Strategist®. and more recently PLEXOS®,

The purpose of Mr. Becker's testimony was to adopt and resubmit in its entirety the
ortginal Direct Testimony of Scott €. Weaver from Cause No. PUD 201200054, which
supported the long-term cconomic analysis PSO relied upon to determine its Environmental
Compliance Plan ("ECP™). Mr. Becker’s testimony also provided updated evaluations which
supported PSO’s determination that implementation of the ECP was reasonable, cven after
considering events that oceurred since that ortginal filing.  The most notable event was the

EPA™s June 2014 proposed rule on carbon dioxide (CO2) emissions based on Section 111(d) of

the Clcan Air Act. also known as the Clean Power Plan (CPP).

As an exhibit, Mr. Becker provided the origmal Direct Testimony of Scott C, Weaver
from Cause No. PUD 201200054 that he adopted during the rebuttal phase of that cause. That
testimony was based on an analysis that was performed predominantly n late 2011 and was used
o evaluate the Company’s then ongoing settlement discussions with the IPA. Oklahoma
Department of Environmental Quality (ODEQ), and others. That analysis showed there were
relatively small differences in the estimated long-term study period costs of each of the
alternatives PSO could use to meet its cnvironmental requirements.  The compliance options
cvaluated for PSO’s two coal-fircd gencrating units at its Northeastern Power station were: (1)
retrofit both units with certain environmental controls, (2} replace both units with new natural
gas plants or power purchases. ot (3) a combination of environmental controls at one unit and
retirement and replacement of the second unil.  According to Mr. Becker. as a result of the
cconomic analysis and other factors outhined in PSO witness Fate's Direct Testimony, PSO
chose the third altcrnative as the preferred method for meeting its emission compliance
requirements.

A follow-up analysis was performed in August 2012 due to increases in environmental
retrofit capital cost, While continuing to reflect relatively small economic difterences among the
available alternatives, the analysis indicated that PSO’s chosen path compared as well, or even
more favorably. to the other options.

In 2013, the reasonableness of the FCP was once again realfirmed in light of changed
assumptions for load growth and supply resources.

Then. in June 2014, the EPA announced its proposed CPP that would seck to reduce the
intensity of individual states” CO2 emissions from existing fossil fuel generation resources. In
response, the Company performed an analysis of the relative economics of the ECP versus other
potential replacement options. Although the CPP rule is not in its final fonm, and the actual costs
of compliance are not currently knowable, the updated analysis cvaluated the impacts of a
scenario with even higher costs of CO2 emissions, and a zero emission cost scenario. The results
of this economic analysis once again reaffirmed PSO’s compliance plan.
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Mr. Becker’s testimony concluded that PSO’s ECP continues to be reasonable since none
of the critical assumptions. and economic evaluation results. have changed significantly since the
original analysis in 201 1.

Richard G. Smead

Richard (5. Smead of the firm RBN Energy 1.LC 1estified on behalf of PSO. Mr. Smead
addressed the ability of the natural gas market to supply ample natural gas at reasonable prices
for the foresceable future. specifically to PSO and to PSO’s power supplier under a proposed
purchased-power agreement. According to Mr. Smiead. his testimony was provided in order to
validate PSOYs supply assessment in deciding to phase out the Northeastern 3 and 4 coal-fired
units and replace certain of the generation with gas-fired power in terms of the overall state and
future of the U.S. and Oklahoma natural gas market. Mr. Smead presented and confirmed his
Responsive Testimony for another party in the so-called “34 Case.” originally addressing such
matters. in which he also supported PSOs decision. Mr. Smead updated his 54 Case testimony
and cxhibits to account for the passage of time since it was filed. and to confirm its continuing
validity. Mr. Smead provided a much broader overview of the current state of the U.S. natural
cas industry than was included in his earlier testimony. including forecasts by the 1S, Energy
Information Adniinistration (EIA) and by his own firm. To fully update the record on these
issues, Mr. Smead addressed countervailing factors such as rig-count reductions caused by low
oil and gas prices and public concerns ahout hydraulic fracturing.  According to Mr. Smcad.
those factors did not undermine supply forecasts.

Mr, Smead concluded that, as 15 explained in detail in his prior 54 Case testimony
included as Exhibit RGS-2. and as updated. confirmed and expanded here. PSO has made an
extremcly well-founded commitment to nawral gas as a major part of its environmental selution.
Mr. Smead testified that the supply is there. prices can be expected to be low and stahle, and this
situation should stay in place lor many decades. To reach that conclusion, Mr, Smead notes that
EIA’s more recent [orccast scenarios of natural gas prices have fallen well below the torecasts
made by the same agency at the time of his 54 Case testimony. and that i all cases, the most
likely natural gas price scenarios are below the price levels assumed by PSO in making its fuel
choice. Simtlarly. the expected price of the coal to be replaced by natural gas is higher at the
ame of the replacement than the prices assumed by PSO. Mr. Smead concluded that the
cconomics of the replacement can be expected to be significantly more favorable than assumed
by PSO.

Mr. Smead then tests the reasonableness of ETA s current forecast of natural gas prices by
obscrving the progression of thosc forecasts during the five or six years since EIA hag
inereasingly taken into account the abundance of natural gas occasioned by the shale revolution.
He showed that the projections of price have steadily declined by approximately $5.00 per
MMBtu.

In examining the specific situation in Oklahoma, Mr. Smead showed that in-state
production has been steadily increasing its surplus over in-state consumption, adding 56 percent
to the exportable surplus since 2007, when the shale revolution became apparent in Oklahoma.
Continuing the Oklahoma-specific analysis, Mr. Smead demonstrated the large and flexible
pipeline connectivity both within the state and with other massive supplies from other parts of
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the country. with Oklahoma essentially being at the confluence of major pipeline industry
expansion from rapidly growing supply regions. at the same tume that it is a major
producer/exporter of natural gas itself. The conclusion Mr. Smead reached here was that access
to natural gas supplies is virtually unlimited for consumers in Oklahoma.

Last. Mr. Smcad addressed two factors that some argue would threaten continuation of

this abundance. declining drilling rig activity and opposition to development using hvdraulic
fractuning.  According to Mr. Smead. technology and productivity have more than overcome
drifling-rig decline n responsc to low vil and gas prices -~ an 86-percent decling in gas-directed
drilling ng count since 2007 has been accompanied by a 46-percent imcrease in national
production of natural gas. thanks to large increases in the amount of new natural gas added by
cach rig. Further. according to Mr. Smead. despite opposition to hydraulic fracturing by certam
parties. their reactions to the examination ot the subject by the LS. Environmental Protection
Ageney (EPA) indicate that the worst-case outcome for the natural gas industry would possibly
be some additional costs that would be unlikely fo increase prices. rather than any significant
constraint in supply.

Combining all of these threads. Mr. Smead concluded that PSO has made an extremely
well-founded commitment to natural gas as a major part of its environmental solution.  Mr.
Smcad testified that the supply is there, prices can be expected to be low and stable, and that
sttuation should stay in place for many decades.

Randall W. Hamlett

Mr. Randall W. Ilamlett. Director of Regulatory Accounting Services for American
Llectric Power Service Corporation (ALLPSC). a subsidiary of American Electric Power
Company, Inc. {(ALP). testitied on behalf of Public Service Company of Oklahoma (PSO).

Mr. Hamlett’s testimony presented PSO’s overall rate base and cost of service. including
certain known and measurable ratemaking adjustments to the test year amounts and the resulting
revenue deficiency. PSO7s filing is hascd on the financial results for the test year ending January
31.2015. He presented and supported various application package schedules along with certain
supplemental package schedules. Ilis EXHIBIT RWH-2 provided a listing of the adjustments
and the company witness that sponsors cach adjustment,

Mr. Hamlctt requested that the OCC approve PSO’s request to defer and recover storm
maintenance expenses in the same manner as approved in Cause No. PUD 200800144 which was
not altered in Cause Nos. PUD 201000050 and 201300217. He also included amortization of
storm recovery expense as approved in Cause No. PUD 201360217,

Mr. Hamlett requests that thc Commission continuc its current practice regarding
recovery of rate case expenses.

Mr. Hamlett describes how SPP open aceess transmission tariff expenses are recovered
and notes PSO docs not propose any change in how these costs are heing recovered. Mr.
Hamlctt then describes the proposed over/under deferral accounting for costs being recovered
through the SPPTC tariff.
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In addition. Mr. Hamlett supports the incremental annual revenue requirements
associated with PSO’s Oklahoma Environmental Compliance Plan and Environmental
Compliance Rider. The proposed rider will be applicable to asscts that wili be placed into
service in 2016, Mr. Hamlett testifies that the overall revenue requirement related to the
cnvironmental compliance plan is $101 million. This reflects an update or increase of $2 million
to Mr. Hamlett's original filed testimony to account for $13.4 million of low NOx burners placed
into service in 2012 for Northeastern 3 & 4 that was not included in his original EXHIBIT
RWH-4. This update does not change PSO’s total cost of service. Mr. Hamlett's EXHIBIT
RWH-4 provides amounts for iiems that are: 1} in current base rates: 2) proposed to be n the
environmenial compliance rider or base rates; 3) in proposed base rates: and 4) in the fuel factor.

According o Mr. Hamlett. the application package (AP) Schedule B-01 showed a
revenue deficiency of $83.828,042 on a total company pro-forma basis. The following table
summarizes the results presented in PSO’s AP,

Description Schedule Reterence Total Cempanv
Pro-romma

Rate Base B-02 §2.067 248140
Rare of Retumn F-01 0%,
Operating Income S137,110.839
Reguirement

Pro-Fonmna Operating [ncome B2 S5103>926,716
Operating Income Deficiency 531,184,130
Revenue Conversion Factor 1 639100

Revenue Deficiency S§3. 828 647

Mr. Hamlett testified the Company’s Oklahoma jurisdictional pro-forma rate base at July
31, 2013, was $2.062,158.913 (AP Schedule B-02. Lic [sic] 21, col. 7). The Oklahoma
jurisdictional pro-forma operating income was $105.214.378 (AP Schedule B-02. line 22, col. 7).
The resulting Oklahoma jurisdictional return camed on rate base for the adjusted test year ending
July 31, 2013, was 3.10% (AP Schedule B-02, line 23. col. 7).

John J. Spanas

John J. Spunos with the tirm of Gannctt Fleming Valuation and Rate Consultants. LLC,
testified on behalf of Public Service Company of Oklahoma (PSO or Company).

Mr. Spanos sponsored the depreciation study performed [or PSO. The Depreciation
Study sets forth the calculated annual depreciation accrual rates by account as of December 31,
2014. The proposed rates appropriately reflect the rates at which PSO’s assets should be
depreciated over their uselul lives and are based on the most commonly used methods and
procedures {or determining depreciation rates.

According to Mr. Spanos, the table below sets forth a comparison of the current
depreciation rates and resultant expense to the proposed depreciation rates and expense by
function as of December 31, 2014.
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Cunent Proposed
Protorma
Function Rares Expense Fates Expense
Steam 1.38 19,717,787 340 42,410,973
Other ANIE! 3.13>.160 328 3072213
Transmission 19 13 213 731 2 21 450,520
Distmburion 240 30040 428 317 66098128
General 324 3076641 280 4,302 348
Unrecovered Reserve
Amotrtization - D - 471,408
Total 03,233767 139 £93 390
‘The major components that caused rates 10 change by function are as fotlows:
s  Steam Production Plant: the utilizanon of interim survivor curves as compared to

interim rates of retirement and an increase in negative net salvage.

e Other Production Plant: the utihzation of interim survivor curves as compared to
interim rates of retirement and an increase in negative net salvage.

. Transmission Plant: the more negative net salvage percents for some accounts.
e  Distribution Plant: the more negative net salvage percents for many accounts.

e  General Plant:  the application of amortization rates to the morc appropriate
vintages for some accounts.

Mr. Spanos further testified that the rates currently in affect [sic] were tnadequate duc to
the results of the last proceeding. In the last proceeding, the statistical net salvage analyses
resulted in much more negative percentages than the agreed-upon percentages. Thus, the costs
mcurred were higher than theovetically recovered in the depreciation accruals for net salvage.
This created a larger variance of the theoretical reserve to actual book reserve to be recovered
hased on the proposed depreciation rates. These inadequate accrual rates have been in place
since January 2009.

In his testumony, Mr. Spanos also addresses the need to include a dismantlement
component for generating facilities.

Mr. Spanos testified he performed his depreciation study by using the straight line
remaining life mcthod of depreciation, with the average service life procedure. The annual
depreciation was based on a method of depreciation accounting that secks to distribute the
unrecovered cost of fixed capital assets over the estimated remaining useful life of each unit, or
group of assets. in a systematic and reasonable manner.

For General Plant Accounts 391, 301.11, 362, 393, 394, 395, 396, 397, 398 and 399.3, he
used the straight line remaining life method of amortization. The account numbers identifted
throughout his testimony represent those in effect as of December 31, 20i4. The annual
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amortization was based on amortization accounting that distributes the unrecovered cost of fixed
capital assets over the remaining amortization period selected for cach account and vintage.

To determine the recommended annual depreciation accrual rates. he did this in two
phases. In the first phase. he estimated the service life and net salvage characteristics for cach
depreciable group. that is. cach plant account or subaccount identificd as having similar
characteristics.  In the second phase. he calculated the composite remaining lives and annual
depreciation accrual rates based on thie service lile and net salvage estimates determined in the
first phase.

Mr. Spanos further testified that he made a field review of PSO’s property during August
2013 to observe representative portions of plant.  According to Mr. Spanos. ticld reviews are
conducted to become fumiliar with Company operations and 10 obtain an understanding of the
function of the plant and information with respect to the reasons for past retirements and the
expected future causes of retirements.  This knowledge. as well as information from other
discussions with management. was incorporated in the interpretation and extrapolation of the
statistical analyses.

Mr, Spanos testified that the depreciation study reflected the recovery of Northeast Units
3 and 4 utilizing the retirement date of 2026. According to Mr. Spanos. based on the most recent
Company plans. it is now probablc that Northeast Unit 4 will be retired in 2016 and Northeast
Unit 3 will he retired in 2026, These short remaining lives would cause a large increase in
annual depreciation expense. Therefore. the rates in the Depreeiation Study reflect recovery of
plant in scrvice until Aprii 2016 when Unit 4 is retired and then revised rates after April 2016 (or
the remaining plant in service {or Northeast Unit 3.

Thomas J, Mechan

‘Thomas J. Meehan, Sentor Viee President, and Project Director with Sargent & [undy.
L.LC (S&1)), testified on behalf of Public Service Cempany of Oklahoma (PSO). Mr. Meehan’s
testimony addressed the results of the site-specific studics conducted by S&L to estimate the
costs of dismantling PSO's clectric power generating {acilitics. The studies are included in
EXTIBIT TIM-3 and detail the estimates to dismantle the {ollowing PSO generating facilities:

. Southwestern Station Units 1-3
. Northeastern Powcr Station units 1-4
. Oklaunton Unit |

. Welceetka Units 4-6

. Riverside Plant Units 1-4
. Comanche Plant Unit |

. Tulsa Plant Units 2-4

According to Mr. Mcehan, S&L had prepared over 288 demolition cost estimate studies
on 83 power plants in recent years and that [sic] demolition cost estimates have been common
throughout the firm’s 124 year history scrving the clectric power industry. The firm's work
includes carly power plant sitc devclopment. power plant permitting, conceptual power plant
enginecring and design, detailed power plant engineering and design, and construction
management and commissioning of power plants, Activities include both new power plant work
as well [sic] the maintenance or upgrading of power plant configurations for a variety of plant
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changes. Mr. Meehan testified that S&L is on major industry code committees and assists in
devcloping and establishing technical engincering code requirements to ensure public safety.

Mr. Meehan further testificd that S&I. was one of the most experienced power plant
architectural engineering firms in the world; and has worked on nuclear power plants. fossil
fueled power plants (c.g.. coal fired, oil fired. natural gas fired. etc.). and renewable energy
tactlities. Every new generation power plant design project and cvery power plant retrofit
project that has been performed by S&L throughout its 124-year history has involved some type
of site grading and/or demolition. This fact is true whether the assignment was related to the full
decommissioning and demolition of a facility or a partial demolition to accommodate the
development of new facilities and/or the retrofit of existing facilitics, A summary list of recent
demolition estimates prepared by S&L 1s provided in EXIIBIT TIM-2.

Mr. Mechan testified there are a number of reasons why it was necessary to dismantie a
generating station at the end of its uselul lite. [n order to reuse land. structures and facilities
would need to be removed. Since the number of generating station sites in the nation is limited,
1t is likely that after the retirement of the units, future generating stations would he located at
these sites to take advantage of exiting substations. transmission lines, gas lines. rail lines, etc.
Reuse of these locations would require removal of any previous structurcs.  Also. there is a
salety concern, and therefore a potential public risk, if sccurity i1s not maintained at the facilities.
[f abandoned structures are not dismantled, the structurcs will deteriorate if not maintained.
Some of the structures. stacks for example, could collapse causing damage and public safety
risks. In some cases. removal and disposat of ashestos or other potentially hazardous materials
may also be required.

Mr. Mechan deseribed how S&L performed its studies of the cost of dismantling PSO’s
clectric generating facilities. S&IL provided an update to existing PSO clectric generating facility
demolition cost estimates that were prepared in 2013 hy S&I.. The purpose of the update was to
capture any changes that may have occurred at the PSO facilities between 2013 1o 2015 that
would affect the demolition costs.  As with past studies, the method of updating these cost
estimate studies started with participating in kickoff mectings in March 2015 and April 2015 at
cach plant with represcentatives of PSO to determine the scope of work and assumptions and also
gather updated information to he used in the studies. The unique characteristics of cach site were
captured by reviewing general arrangement drawings and aerial photographs of cach site and
walking down the facility with plant representatives. These docurnents showed the location of
major facilitics on site and the arrangement inside the power hiocks. such as the hoiler building,
the turbine hwilding, cte.

This data was reviewed in morc detail to finalize the scope of the cost estimates and the
assumptions that werc uscd to develop the cost cstimates. For example, in many instances, S&I.
assumed that there was sufficient room on site to dispose of all the non-hazardous debris. S&L
assumed that it would not be necessary to remove the tens of thousands of feet of undcrground
piping and wiring from the sites (i.c. this is not a “hrick by brick™ cost estimate, which assumes
every single component is demolished in an inefficient manner). Assumptions such as these
minimize the dismantling cost estimate and resuit in a very reasonable cost estimate for
dismantling the facility. The use of these assumptions was consistent with the 2013 study.
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Mr. Meehan testified that the updated 2015 demolition cost estimates capture current
labor. material. and scrap pricing adjustments. Changes in labor rates and market value of scrap
were the primary reasons for the differences in estimated demolition costs. In addition. there
were changes in some of the estimates that captured changes that occurred at the facilities after
the 2013 demeotition cost estimates were prepared.  For example. at the Oklaunion Plant. the
2013 cost cstimate accounts for a new 650 acre-feet evaporation pond that will be constructed in
the near future. The Southwestern Plant 2013 cost estimate accounts for the removal of fuel oil
storage tanks {included in the 2013 estimate) that were recently demolished. The demolition cost
estimate reports identify all of the revisions that were included.

Mr. Meehan testified that the cost estimates used demolition technigues and labor crew
mixcs that are comparable to those used by major demolition conractors who have successfully
hid and exceuted demolition work, Given this, it is not necessary for S&L to have actually bid
and executed the work in order to produce demolition cost estimatcs.

Robert B, Hevent

Company Witness Robert B. Hevert's Direct Testimony presents evidence and provides a
determination as to PSO’s current required Return on Equity (ROE). and asscsses the
reasonableness of the Company’s capital structure and cost of debt.

An ROL that is adequate to attract capital at reasonable terms enables the utility o
provide safe, reliable service while maintaining its tinanctal integrity. Mr. Hevert testified that
because all financial models are subject to various assumptions and constraints, equity analysts
and Iavestors tend to use multiple methods to develop their return requirements. By their very
nature. those models produce o range of results from which the ROF is estimated. That estimate
must be based on a comprehensive review of relevant data and information, and docs not
necessarily lend itself to a strict mathematical solution. Consequently. the key consideration in
determining the ROF is to ensure that the overall analysis reasonably reflects investors® view ol
the (inancial markets in general. and the subject company {in the context of the proxy
companics} in particular.

Mr. Hevert relied on four widely-accepted approaches to develop his ROE determination:
{1) the Constant Growth Discounted Cash Fiow (DCF) model: {2) the Muiti-Stage DCF model;
(3) the Capital Asset Pricing Model (CAPMY: and (4) the Bond Yield Plus Risk Premium
approach. However, over the course of the study period, the proxy companies have traded at P/F.
ratios well in excess of their historical average, and m excess of the market. Because that
condition is unlikely to persist, it violates a principal assumption of the Constant Growth DCF
model, 1.e., that the P/ ratio will not change, ever. As a practical matter, the Constant Growth
DCT results are well below a highly observable and relevant benchmark: the returns authorized
for vertically integrated electric utilities. A more balanced approach therefore is to consider
multiple methods, including both forms of the DCF model, the CAPM approach. and the Bond
Yicld Plus Risk Premium model. Reviewing those results, Mr. Hevert recommended that an
ROE in the range of 10.25 percent to 10.75 percent represented the range of equity investors’
required ROE for investment in integrated electrie utilities in today’s capital markets.

Within that range, Mr. levert conrcluded that ROE of 10.50 percent reasonubly represents
the return required to invest in @ company with a risk profile comparable to PSO. Mr. Hevert's
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recommendation considered the proxy group analytical results as well as additional factors
including: (1) the composition of PSO’s generation portfolio and the risks associated with
environmental regulations: (2) PSO’s high level of planned capital expenditures; {3) flotation
costs: and (4) the effect of certain rate mechanisms on the Company’s relative risk profile.

As to the Company’s requested capital structure. which includes 48.00 percent common
cquity and 32.00 percent long-term debt. Mr. Hevert notes that the proposed equity ratio is at the
low end of the range of ratios in place at comparable operating utility companics and therefore
represented a relatively high level of financial risk.

Lastly, Mr. Hevert finds the Company’s proposed 4.92 pereent cost of debt is reasonable
based on a review of the prevailing yield on Bloomberg Fair Value Curves for A-rated and BBB-
rated utility debt concurrent with the date of issuance of the Company’s debt instruments.

Brian J. Franw

Mr. Brian J. Frantz. Manager, Regulatcd Accounting. of American Elcctric Power
Service Corporation {AEPSC). a wholiy-owned subsidiary of American blectric Power. Inc.,
(ALP). testified on behalf of Public Service Company of Oklahoma (PSO).

Mr. Frantz is responsible for maintain the accounting books and records, and regulatory
reporting tor AEPSC.  He is also responsible for AEPSC’s monthly scrvice billings to its
affiliates.  His responsibilitics lor AEPSC also include compliance with the Federal Energy
Regulatory Commission’s (FERC) Uniform System of Accounts accounting and reporting
requirements.

Mr. Frantz” testimony provided an overview of the affiliate costs included in PSO’s test
year results: an explanation of how AEPSC 1s organized to provide services to PSO and other
affiliates: an overview of the management oversight and quahty assurance controls in place to
ensure that alfiliate billings properly reflect the cost of providing the service to cach affiliate: a
discussion of the external oversight of AEPSC accounting and billing processes: a discussion of
AEPSC’s use of benchmarking and market comparison data to ensure scrvices provided to PSO
and other atfiliate companies arc done so effectively and efficiently: a discussion of the AEPSC
billing process for the services provided by AEPSC to PSO and the other affiliates; and an
overview of the types of affiliate services provided to PSQO by affiliates other than AEPSC.

Mr. Frantz testificd that the PSO cost of service amount presented in this filing includes
$62,630,550 of affiliate costs. (W/P P-7). AFEPSC accounts for $60,658.835 of these costs.
which are sutnmarized on FXHIBIT BJF-1. with a more detailed view on EXHIBIT BJF-2. PSO
has included $1,971,724 billed from other affiliates in cost of service. These other affiliate costs
are detailed on W/P P-7.

According to Mr. Frantz, PSO’s total company opcrations and maintenance (O&M)

expense as shown on Schedule H of the filing package is $284.0 million, and the $62.6 million of

affiliatc costs inciuded in that amount represents 22 pereent of the total O&M being requested in
this ease. The remaining 78 percent is incurred dircctly by PSO and not through an affihate.
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Mr. I'rantz” testimony described the organization and functions of AEPSC and described
in detail the broad array of services it provides to PSO. He discussed the management oversight

of the billings from ALPSC to alfiliates as well as the varety of external oversight and review of

AEPSC billing processes.  He provided a discussion of how benchmarking and market
comparison studies are used by AEPSC to casure that the services provided are donc in an
efficient and cffective manner. He also provided information regarding the accounting practices
followed by AEPSC to assign and allocate costs properly to PSO and other affiliates.

Mr. Frantz testificd that the costs incurred by ALPSC and bitled to PSO are necessary for
PSO’s operations. and benefit its customers by cnabling PSO to meet service obligations in an
efficient. cost-eflective manner.  The performance of many of these functions by AEPSC
increases efficiency by climinating the need for cach operating company to maintain stait and
resources to perform the services separately.  Thus. the rclationship that PSO cnjoys with
AEPSC 1s of substantial benefit to PSO and its customers.

Andrew R, Carlin

Mr. Andrew R, Carlin. Director of Compensation & Executive Bencefits for the American
Electric Power Service Corporation (AEPSC). a wholly owned subsidiary o American Fleetric
Power Company. Inc. (ALP). testified on behalf’ of Public Service Company of Oklahoma
{PSOY.

The purpose of Mr. Carlin’s testimony was to demonstrate that the compensation paid to
PSO employees, PSO’s allocated share of compensation paid 10 AEPSC employees. and the
amount PSO secks to include 1n its cost of service is reasonable and a necessary cost of doing
business. Witness Carlin also makes evident that the company’s total payroll costs are market-
competitive. vital for the attraction and retention of cmployecs with the skills and experience
nccessary to elticiently and effectivetly operate PS0’s business. and beneficial to customers.

According to Mr. Carlin. the Company’s compensation strategy for all position levels is
to provide employecs with a market competitive total ecash compensation (TCC) opportunity
which is a base salary (or base rate) along with a variable performance-based portion that is
identified as incentive compensation. Management positions can also have variable long-term
incentive compensation opportunity.  When long-term incentive compensation opportunity is
added to TCC. it is labeled total direct compensation (TDC). TCC and TDC oppottunity arc the
same for non-management employees, and are referred to collectively as “total compensation,”
when asscssing market pay competitiveness. The Company designs its compensation programs
to provide total employce compensation that, on average, is at the median of comparable pay
offered for similar positions by companies from which the Company needs to attract and retain
iis employees.

Mr. Carlin further testified that the Company primarily uscs compensation surveys to
compare its compensation rates and practices to those of other similar companies. Changes to
the Company’s compensation rates and praetices are generally made annually 1o maintain
competitive compensation for each position relative to these survey comparisons of market
competitive compcnsation.  The Company’s compensation department participates in or
purchases numerous third-party compensation surveys cach year that aid in ensuring that the
Company’s compensation levels are reasonable and market competitive. These surveys provide
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extensive compensalion mformation for statistically significant samples of incumbents in a wide
varictly of jobs.

Specifically. the compensation department matches Company positions 1o the jobs
included 1n these surveys and compares the compensation levels and practices for these positions
with those of sintilar companics for similar positions with similar responsibilitics. size and scope.
After accounting for any differences in position scope. the compensation department uses market
median total compensation. which includes the target value of all variable incentive
compensation. as the primary compensation benchmark for each position. Salary is also used as
a point of comparison for all positions and TCC is also included as a point of comparison for
positions for which the Company provides a long-term incentive compensation opportunity.
This process for assigning and reviewing salary ranges and incentive targets is consistent with
the compensation practices of the majority of electric utilities and other large ULS. companies.

Mr. Carlin testified that total compensation is chosen as the primary point of comparison
because it includes all statistically sigmficant types of compensation.  The survey data
demonstrates that annual incentive compensation is a significant and often substantial component
of market competitive compensation for nearly cvery position.  The survey information also
shows that long-term incentive compensation 1s a significant and often substantial component of
market competitive compensation {or high level exempt. professional. managerial and executive
positions. Thercfore, no asscssment of market competitive compensation would be complete or
valid without including the annual incentive compensation portion of all positions and including
long-term incentive compensation for high level exempt professional. managerial and exccutive
positions. The valuc of any incentive compensation offered by both the market and the
Company is researched and considered in assigning a job grade to cach position. Because of this
practice. the Comipany’s base pay levels arc typically lower than those of companies that provide
less or no incentive compensation opportunity.

Mr. Carlin did not believe it would be reasonable to reduce or eliminate a portion of
employec incentive compensation without providing an offsetting pay increase to maintain a
market compctitive employee compensation package.

According to Mr. Carlin, base salaries for salaried positions arc sct by Company
management within the salary range for the job gradc assigned to each position based on the
qualifications and experience of the employec relative to the requirements for the position. For
jobs with multiple incumbents. the basc salaries of other employees in the same position are also
a major tactor.

The Company also maintains a merit increase program for all salaried positions. The
amount budgeted annually for merit incrcases is cstablished by senior AEP management based
on salary planning surveys, the market competitiveness of the Company’s compensation and the
budget dollars available for salary incrcases. The merit program generally provides an annual
salary increase opportunity to salaricd employees based on their individual performance. For
20113 and 2014, the Company’s mcrit budgets were 3.0 percent, which was at or very near the
market median for all employee catcgories. However, the Company’s merit budgets averaged
less than the market competitive level for several previous years and the Company’s pay levels
did not keep pace with market competitive compensation during this period and has not
subscquently caught up. The overall 2015 base pay increase budget was 3.5% for both salaried
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and hourly craft employces. For salaried employees this was comprised of a 3.0 percent merit
budget and a 0.3% promotion and other adjustment budget. For hourly craft employees this was
comprised of a 3.0 general increase budget and 0.3% budgets for both market equity and
geographic wage equalization.

As part of the merit program, each employec’s individual performance is evaluated on at
least an annual basis. The amount of the “merit” increase awarded to cach emplovee, if any. is
bascd on a combination of factors, including their individual performance rating. their
performance relative to their peers, the position of their salary within the salary range for their
job. and the size of the merit budaet.

Mr. Carlin testihed that hase compensation levels for all tvpes of positions
(physical/craft. sularied. managerial and executives) arc below the market median on average.
although the Company's base compensation levels generally remain within the market
competitive range (typically /- 10 percent of the median for hourly/crafi employees and +/- 15
percent for other employees). The Company’s target annual incentive compensation has fallen
relative to market because these levels are calculated as a function of base compensation,
Partially as a result, the Company’s target TCC (base pay plus target annual incentive
compensation) is also helow market median on average for these types of positions.

Mr. Carlin stated that the design of the Company’'s compensation programs and.
specifically. its anneal and long-term incentive compensation programs. was reasonable and
appropriate. According to Mr. Carlin, these programs are necessary to ensure that the Company
is able to attract. retain. and motivate the employces needed to efficiently and effectively provide
clectric service to its customers. The compensation that the Company provides. including annual
and long-ierm incentive compensation. is a just. reasonable and prudent cost of deing business.
It 1s market competitive on a basc pay, target TCC, and target TDC basis. Annual and long-term
incentive compensation 1s earned based on performance and is shown to be market competitive.

The Company’s employee incentive compensation is not a “Bonus™ nor an additional
expense to PSO’s customers ahove the cost of providing market competitive compensation
through basc pay alone. Most importantly, the fact that the Company's total cmplovee
compensation is fair and reasonahle based on the market comparison studies provided has not
been questioned. Therefore. it 1s fair and reasonable to waclude in the Company’s cost of service,
the cost of this reasonable and customary market based employee compensation, including the
target level of annual and long-term cmployee incentive compensation as well as base pay.

Mr. Carlin stated that rather than paying market competitive compensation through
higher fixed base pay, the Company provides lower {ixed base pay, and an opportunity to carn up
to the market competitive level of compensation. oaly if performance goals are achieved. By
directly tying annual incentive compensation to a tightly controlled annual hudgeting process for
operation and maintenance and capital expenditures, these goals instill financial discipline in the
employec population and cneourage strong performance in other areas. This directly reduces
costs for customers and it helps create a eulture of high performance that provides many other
direct and indirect benefits to customers. Specific annual dollar targets are developed cach year
at levels that require PSO to find efficiencies and otherwise reduce costs to achieve its financial
targets. At the sume time, PSO must also achieve its ICP customer service goals (e.g. SAIDI for
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electric system reliability. and customer satisfaction as measured by I. ). Powers surveys). This
balancing effect of the various targets encourages all employees to improve productivity to
achicve customer satisfaction and other goals with limited financial resources and. thereby
improve the customer experience.

The State of Oklahoma’s Office of Management and Enterprise Services. Human Capital
Management. has adopted a similar incentive compensation system that uses ~“Performance-
based adjustments”™ which may be carned by employecs in addition to a base salary as shown in
Title 260: Chapter 25. The State clearly accepts that using incentive compensation to achieve
performance goals can help both customers and other stakcholders.  As the State of Oklahoma
has recognized with their own incentive and productivity programs. the Company has a
responsibility to attract and retain the suitably skilled workforce that it needs to efficiently and
effectively provide its services to customers.

To attract and rectain the highly skilled workforce neeessary to efficiently and cftectively
provide safe and quality electric service to customers requires market competitive compensation,
Without this. we cannot attract such employees in the first place and employec turnover (and
turnover related costsy would increase, particularly among the higher performing employees who
arc most capable of finding a better opporiunity. [n summary. using incentive compensation as
part of a market competitive conpensation package serves the interests of customers. as well as
other stakcholders. and it is reasonable and appropriate to include the target value of the
associated costs in the Company’s cost of service.

Gary C. Knicht

Mr. Gary . Knight. who 1s employed by Public Scrvice Company of Oklahoma (PSO).
as Vice President-Generating Assets, testified on behalf of PSO.

According to Mr. Knight, PSO owns and operates scven plants consisting of 19 units that
are located within the statc of Oklahoma. In addition. PSO opcrates and owns approximately
15.6% of. the Oklaunion Power Station, located in Vernon. Texas.

Excluding other capacity cntitiements that are used t0 mcet the minimum Southwest
Powcr Pool reserve margin requirement. PSO owns a net gencrating capacity of approximately
4431 MW. Based on fucl type, PSO’s gencrating units arc approximately 23% (or 1.039 MW)
coal-fired capacity, and 77% (or 3,392 MW} natural gas-fueled capacity. A table summarizing
the generating units was provided in EXHIBIT GCK-1.

Mr. Knight deseribed the relationship between the PSO genecration fleet and the AEPSC
organization. Mr. Knight stated that AEPSC provides PSO generation with executive leadership,
management dircction, and staff support, with both PSO and AEPSC focused on the safe,
reliable and low-cost operation of PSO’s gencration fleet (or the bencfit of its customers. This
relationship is enhanced through the sharing of best practices and lessons learned.

Mr. Knight described the specific AEPSC groups that provide generation-related services
to PSO, and the services they provided. According to Mr. Knight, five organizations rcporl
through the AEPSC Executive Vice President of Generation and are responsible for providing
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services and support to PSO.  These five groups are Fossil & Hvdro (FH) Generation.
Enginecring Services (ES). the Projects. Controls. and Construction group (PCC). Regulated
Commerctal Operations (RCO). and Business Services.

Mr. Knight described the five organizations as follows:

e The Fossil & Hydro Generation organization is involved direetly in the operation
and maintenance of the power plants in each of the ALP operating companies.
This group 1s comprised of the individual operating company Generating Asset
Vice Presidents and the Fossil & Hydro Generation Senior Vice President. The
operating company vice presidents operate as an interface between the operating
company and the Generation organization. This group is also responsible for flect
optimization. operational excellence. technical skills training and ficld services.

s Lngineering Services provides technical expertise for complex. highly involved
problems and facilitates the sharing of knowledge by acting as a data-clearing
house. ES is responsible for new unit design criteria and the design and
engincering of proposed changes to existing power plant equipment and systems.
This group also maintains design basis information tor the plants and establishes
and communicates technical recommendations and requirements to all of the
plants across the system. The ES organization is typically responsible for projects
costing morg than $750.000, but less than $5.000.000. Sharing intemal resources
avoids paying a premium for the services of third-party engineering firms. It also
allows for guidance in the sclection of vendors allowing PSO to locate vendors
with quality records of accomphlishment and reasonable market cost structures.

e Projects, Controls, and Construction is responsihic for the planning and execution
of larger capital projects at the power plants. PCC typically provides project
management and execution scrvices for large capital projects - those projects
creater than $5.000,000 in total cost. The PCC organization manages these
projects by tracking costs, procurement. enginecring. and construction activities to
cnsure successful execution of large capital additions.  This group is also
responsible for planning and estimating. as well as controlling and tracking costs,
for large outages and projccts.

o Regulated Commercial Operations is responsible for market operations and
support (¢.g. Southwest Power Pool). as well as the procurement and delivery of
suitable fuels and consumable products to the PSO generating plants. RCO also
manages the emissions credits of the generating fleet,

s Business Scrvices is tasked with providing financial analyses, business planning,
and contract administration at the corporate level within the Generation
organization. This group, in support of PSO. is also responsible for assisting in
the determination of projccted uscful piant lives.

Mr. Knight stated that PSO’s adjusted test year generation non-fuel O&M of $794
million was consistent with historic non-fuel O&M levels. Mr. Knight explained that annual
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generation non-fuel O&M is variable and can {luctuate depending on each year's activitics
required to properly maintain the plants for safe and reliable operation and that the adjusied test
year amount represents a reasonable level of ongoing O&M expense.

Mr. Knight explained that the test year gencration O&M was adjusted for known and
mcasurable tems. Mr. Knight stated that an adjustment of $2.49 million was made to the test
vear generation O&M to remove non-recurring expenses.  An adjustment of $1.95 million was
also made to reflect the net impact of PSO’s environmental ¢ompliance plan at Northeastern
Power Station.  Mr. Knight testified that the adjustmenmt for Northeastern reflects both the
removal of $3.80 million O&M expense assoctated with the retirement of Northeastern Unit 4
and the increase of $1.85 million in expense with the new equipment installed at Northeastern
Unit 3. These expenses were removed from the cost of service to accurately reflect the ongoing
level of generation O&M expense for PSO.,

Mr. Knight provided an overview of general projects that had been added to plant in
service. According to Mr. Kmght, PSO added approximately $59.2 million to generation plant in
service since Cause No. PUD 201300217, Of the total generation plaant in service addition of
$59.2 million, $33.6 million 1s associated with major capital projects that had a cost greater than
$500.000. The remaining $25.6 mitlion capital addition since the last rate case is associated with
a combination of individual production plant blanket (PPB) capital projects. assct retirement
ohligations {AROs) and other capttal additions,

Mr. Knight testified that to serve its customers. it is cssential that PSO’s fieet of coal and
gas-fired units remain safe. environmentally compliant. reliable. and cconomical. Providing the
proper levels of O&M expenditures. coupled with prudent capital investments. is nccessary to
maintain the PSO gencration fleet so it may continue providing low-cost gencration for PS(Y's
customers. The purpose of the capital projects that PSO implemented was to comply with safety,
health. or environmental requirements as well as to maintain or improve the reliability and
efficicncy of the PSO generating flcet.

Steven . Baker

Mr. Steven F. Baker. Vice President of Distribution Operanions for the Public Service
Company of Oklahoma (PSO or Company), a subsidiary of American LElectric Power Company,
Inc. (ALP). testified on behalf of PSO.

Mr. Baker directs the activities of the ¢cmployees and contractors who design, construet.
operate, and maintain PSQO’s distribution system. His duties include extension ol service 1o new
customers, the safe and reliable delivery of serviee to our customers, and restoring service when
outages occur, is responsibilitics also include overseeing PSO’s distribution asset managemcnt
and major reliability programs, as well as the distribution system vegetation management
program.

Mr. Baker’s testimony addresses the distribution test year and ongoing level of operation
and maintenance (O&M) expenses, supports the distribution system investments made since
PSO’s last rate case. and supports PSO’s distribution removal costs. His testimony also
addresses the American Glectric Power Service Corporation (AEPSC) affiliate charges to PSO
distribution during tbe test year and PSO’s distribution reliability.
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According to Mr. Baker, PSO has invested approximately $128.9 million in its
distribution system beyond the investment included in the last base rate procecding. This
investment supports safety. customer growth. customer satistaction, reliability planning. and
cngineening standards. in addition to complying with Commission rules. The distribution capital
mvesiment projects are necessary and rcasonable to continue to provide sale. reliable. and
economic service to PSO customers,

PSO’s adjusted test year distribution O&M expense is approximately $49.5 mililion.
which includes 2013 severc storm amortization expense approved in Cause No. PUD
201300217, This adjusted test year expense is instrumental in supporting the Company's dav-to-
day distribution operations to ensurc the reliable and safe delivery of power to customers.

PSO strives to manage its costs while maintaining safety. reliability and value to its
customers. The PSO distribution system is managed by PSO employecs along with AEPSC
employees and contractors.

Charles D, Matthews

Mr. Charles D. Matthews, Managing Director Transmission West for American Electric
Power Service Corporation (AEPSC). a subsidiary of American Llectric Power Company. Inc.
(ALP). testified on behalf of Public Service Company of Oklahoma (PSO).

Mr. Matthew’s testimony described the AEP Transmission organization, described the
services provided to PSO by ALPSC. demonstrated the necessity and reasonableness of PSO’s
transmission capital additions. and supported PSO’s test vear level of Operation and
Maintenance (O&M) expense.

According to Mr, Matthews, PSO has invested approximately $96.5 million in its
transmission system beyond the investment included in the last base rate procceding. This
investment addressed increasing reliability compliance requirements. load growth for loads
served hy the PSO transmission system. and the continued evolution of the wholesale power
market in the Southwest Power Pool (SPP). The investments for all of these transmission capital
projects were necessary and reasonable, and 1n making these investments, it is PSO’s goal that 1ts
transmission system provide reliahle delivery of clectric energy which does not unreasonably
restrict generation output or encrgy translers.

PSO’s adjusted test year transmission O&M cxpenscs were approximately $63.08
million.

The PSO transmission system 15 managed by the AEP Transmission business unit (ARP
Transmission). which consists of PSO employees. AEPSC employees, and contractors.

. Richard Ross

Mr. C. Richard Ross, the Director RTO Policy SPP/ERCOT for American Electric Power
Service Corporation (AEPSC), testified on behalf of Puhlic Service Company of Oklahoma
(PSO).

|
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Mr. Ross™ testimony provides information describing the Southwest Power Pool (SPP)
organization and stakcholder process. the services procured on behalf of Public Service
Company of Oklahoma (PSO) under the SPP Open Access Transmission Service Tartf (Tariff).
and transmission cost allocation for transmission expansion planning. He explained each of
various services provided by SPP including reliability coordination. tariff administration.
regional scheduling. transmission expansion planning. market opcrations, compliance and
training.  Additionally. he outlined the member-driven collaborative nature of the SPP
organization that is guided by a large number of stakcholder-populated committecs. working
groups. and task forces maintaining and developing policies to be implemented by SPP. Mr.
Ross explained how both AEPSC and PSO have active participation in the SPP stakeholder
groups.

Mr. Ross testified that he believed PSO’s purchase of services from SPP provides
benefits to PSO and its customers.  According to Mr. Ross. this 1s possible due to a number of
factors. First. Mr. Ross explained how both AEPSC and PSSO have active participation m the
SPP stakeholder groups. which provide oversight to the SPP transmission planning activities so
that the transmission projects sclected for construction arc reasonable and beneiicial. Second.
procedures in place under the Project Cost Working Group (PCWG) provide ongoing oversight
over the actual cost of SPP transmission cxpansion projects. Finally. there is the additional
oversight available through proceedings at FERC and ongoing Regional Cost Allocation Review
activities and the OCC’s participation in the Regional State Committce. Mr. Ross testified that
in combination these activities arc an effective means for PSO to have the assurance that the cost
of transmission projccts built in SPP are reasonable and provide benefits to PSO’s customers.

Rajagopalan Sundararajan

Mr. Rajagopalan Sundararajan, Vice President. Transmission Asset Strategy and Policy
for American Electric Power Service Corporation (AEPSC) testified on behalf of Public Service
Company of Oklahoma (PSO). Mr. Sundararajan is also Vice President. Transource Energy.
LI.C (Transource) and its four subsidiary companies.

Mr. Sundararajan provided an overview of the ALP Transmission Business Structure.
According to Mr. Sundararajan, AEP Transmission Holding Company. LLC (AEPHoeldco) is a
wholly-owned subsidiary of AEP. AEP Transmission Company. LI.C (AEPTCo) is a wholly-
owned transmission subsidiary of ALPIioldco, AEPTCo serves as ¢ holding company for AEP™s
seven transmission-only companies that were created to assist AEP's operating companies in
developing transmission: AEP Oklahoma Transmission Company (OK Transco) and AEP
Southwestem Transmission Company, Inc., both located in the SPP RTO, and ALP Appalachian
Transmission Company. Inc, AEP Indiana Michigan Transmission Company. Inc., ALP
Kentucky Transmission Company. Inc.. AEP Ohio Transmission Company. Inc.. and AEP West
Virginia Transmission Company, Inc., all located in the PIM RTO.

Mr. Sundararajan testified that AEP Transcos were created to assist AEP’s operating
companies by providing an additional source of capital that can be used to meet their incrcasing
transmission capital investment needs. The electrical grid in the U.S. is facing several new
demands, including the development of energy markets, and RTO transmission scrvice needs
that provide for increased demands on the existing transmission infrastructure. [n addition, much
of the existing aging infrastructure needs to be replaced. Prior to the creation of the RTO’s,
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utilitics built generation. distribution and transmission to serve their own load-serving needs and
had interconnections with ncighboring utifities for emergeney needs and to scil excess energy to
others and to buy lower-cost cnergy to serve their own customers. That is no longer the case
since the issuance of FERC Order No. 888 (issued in 1996). Order No. 890 (issued in 2007) and
most recently Order No. 1000 (issued in 2011). which builds on the foundation of the two
previous orders.

With the advent of the RTOs, the clectrical grid 1s now planned differently than it was
historically planned to serve local load. 1t is now used to transmit encrgy within the RTOs {rom
generators far beyond the local utility o the RTO. as well as transmit energy from the RTO to
loads [ar bevond the local utility’s, [sic] which has increased stress and created new needs on the
electric grid.  Also. new federal environmental requiremems on coal-fired generation have
resulted in the shut-down of many such generating plants in the U.S.. which has increased
demands on the transmission system to maintain a stable and rehable electrical grid.

In response to these demands. AEP™s operating companies are facing increased capital
needs for their generation and transmission. 1n addition to their distribution needs to serve their
retatf loads. ALP created the Transcos to provide a financial “relief valve™ to construct the
increased transmission facilities on behall of its operating companics that were required in this
new environment. This enables the operating companies to maintain viahle financial ratings
while meeting their distribution, gencration and cxisting transmission needs.

According to Mr, Sundararajan. since OK Transco began operations in 2010, it has
invested approximately $346 million in transmission assets, which otherwise would have been
invested by PSO. Over the next three years. OK Transco plans to invest approximately $392
million in transmission projects in Oklahoma. Current OK Transco projects and their henefits, in
addition to planned future year OK Transco investment values. are described in PSO witaess
Robinson’s Direct Testimony.

Mr. Sundararajan further testified that as one of seven AED transmission-only companies.
the OK Transco was specifically formed to provide an alternate vehicle to construct, own, and
operate necessary transmission factlities in PSO’s service tertitory to preserve PS(O’s financial
strength and increase PSO’s financiai {lexibility.  PSO has gencration, distribution. and
transmission system needs that require significant capital investments and the OK Transco serves
as a relicf valve for PSO’s transmission capital nceds as discussed below,

Mr. Sundarargjan noted that many transmission-only companies have been developed by
utilities based on the opportunity for transcos to serve as a financial “relief valve™ as described
above. This trend has expanded due to incumbent utilities losing the right of first refusal
{ROFR) in constructing certain regional projects within their own service territories. He also
provided a complete list of approved SPP Qualified RFP participants for 2015.

Mr. Sundararajan provided an overview of FERC Order No. 1000 and that one of the
most significant provisions is the removal of the federal ROFR for incumbent utilities within
tariffs and agrecements for certain regional transmission projects. With the elimination of the
federal ROFR in RTO tariffs for incumbent utilitics to construct certain regional transmission
projects within their own service territories creates an opportunity for any qualified cntity to
build and own regional transmission facilitics. Mr. Sundararajan further testificd that FERC
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Order No. 1000 builds on the foundation of FERC Order No. 888 and Order No. 890 and
contains the following key clements:

a) Requires ¢ach public utility transmission provider to participate in a
regional transmission planning process:

b) Requires each public utility transmission provider to develop its
transmission planning processes to consider and include public policy
requirements;

<) Removes the feral right of (irst refusal within taritfs and agreements with

certain exeeptions:

d) Directs regions to  develop Interregional transmission plans  with
neighboring regions:

e) Directs regions to develop regional cost allocation methodologies for cost
allocation: and

£ Directs regions to develop interregional cost allocation methodologies for
new transmission facilitics located in two or more neighboring
transmission planning regions.

Mr. Sundararajan explained that the QK Transco would not respond to FERC Order No.
1000 competitive solicitations as the OK Transco was formed to invest in projects within the
PSO footprint that might have otherwise been owned by PSO. and a separate entity, Transource,
was formed as a joint venture to develop the regional projects to respond to FERC Order No.
1000 competitive processes in SPP, PIM. and MISO. Transource will compete for projects in
the SPP and if it 1s successful, Oklahoma customers will benetit as Transource will have been
awarded the project by SPP as a result of the competitive request for proposal process. PSO will
still mvest in its transmission system as wcell: however, those nceds are reduced by the OK
Transco. Reliability projects required within three years, projects required for transmission
service, and rebuilds SPP has determined as needing to be upgraded will be the responsibility of
the incumbent transmission owner, as wiil projects required for generation interconnections that
were not a part of FERC Order No. 1000 competition.

K. Shawn Robinson

Mr. K. Shawn Robinson is employed by American Electric Power Service Corporation
(AEPSC), one of several subsidiarics of American Electric Power Company, Inc, (AEP) as
Director — West Transmission Planning {or AEPSC.

According to Mr, Robinson, his testimony supported an overview of the need for and the
costs and benefits of the transmission capital projects constructed and owned by OK Transco to
support PSO’s request for recovery of costs under the Southwest Power Pool (SPP) Federal
finergy Regulatory Commission (FERC)-approved SPP Open Access Transmission Tanff (SPP
OATT or Tarnff). He also describe [sic] SPP’s transmission expansion planning (STEP)
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processes 1o assess transmission needs resulting in projects that are beneficial and necessary for
the SPP region. including PSO’s Oklahoma customers. Mr. Robinson’s testimony:

»  Discussed how the OK Transco projects facilitate a more robust and flexible
transmission system 1n Oklahoma that cnhances system reliability and provides
access 1o lower encrgy costs for Oklahoma customers:

+  Provided a 3-Year Forecast for OK Transco project investments;

» Described the major factors that drive the need for new transmission investment
constructed by the OK Transco including the federal. RTO and AEDP reliability

standards:

»  Discussed major OK Transco projects and the process used by AEP to determine
which ALP entity constructs and owns {ransmission assets; and

+  Provided the OK Transco transmission capital investments recovered under the SPP
OATT since PSO’s last Base Rate Casc.

John ©O. Aaron

John O. Aaron. Manager. Regulated Pricing and Analysis i the Regulatory Services

Department of American Llectric Power Service Corporation (AEPSC). testilied on behalf of

Public Service Company of Oklahoma (PSQO or Company).

According to Mr. Aaron. his testimony presents and supports PSO’s jurisdictional and
class cost-of-service studies and the development of the jurisdictional and class allocations and
rclated Application Package (AP) schedules as required by OAC 165:70-3-4 and the
Supplemental Package (SP) workpapers as required by OAC 163:70-5-200 While the
Company’s resources are predominantly used to provide scrvice to Oklahoma rctail customers
(In cxcess of 99% of PSO’s rale hasc 1s assigned to the Oklahoma retail jurisdiction as shown in
Schedule K)., OAC 165:70-5-4 requires the jurisdictional separation of the Company’s ratc base.
revenues, expenses. and other applicahle items.  His testimony also supports the pro forma
adjustments made to the test year customer. revenue, and sales volume data as well ay the tariff
to recover PSO’s environmental compliance costs through an Environmental Compliance Rider
(.CR).

Mr. Aaron testitied that a cost-of-service study allocates or assigns cost responsihifity.
PSO provides electric service at retall in Oklahoma subject to the jurisdiction of the OCC and to
wholesale customers subject to the jurisdiction of the Federal Energy Regulatory Commission
(FERC). Sincc PSO incurs costs to provide scrvice to customers in two jurisdictions, a
jurisdictional cost-of-service study is necessary to allocate or assign thesc costs, as measured by
the total Company revenue requirement, to the appropriate jurisdiction to determine the cost-of-
service for that specific jurisdiction. This is achieved in the jurisdictional cost-of-service study.

Once the jurisdictional costs are determined, a class (e.g., residential, commercial,
industrial, municipal and outdoor lighting) eost-of-service allocates or assigns the jurisdictional
cost-of-service to the different classes based on the customers’ use of PSQ’s electric system.
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The result 1s a fully allocated embedded cost-of-service study that cstablishes the cost
responsibility for cach jurisdiction. An embedded class cost-of-service study assigns the retail
jurisdictionally-allocated total Company costs to the individual retail customer classes to
cvaluate the cost PSO incurs in providing electric service to cach individual retail customer class,

Mr. Aaron testified that PSO’s SPP Transmission Cost (SPPTC) tarift provides for the
recovery of SPP Base Plan costs (Schedule 11 of the SPP OATT) associated with projects
constructed by non-PSO transmission owners within SPP, excluding costs of projeets constructed
by Okfahoma Transmission Company. [ne. (OK Transco) and changes the hilling to the
industrial major rate classes to a demand basis rather than a KWh basis. e described the
categones of (nformation that supperted the reasonableness of the SPP expenses recovered
through the SPPTC tarift and stated that PSO is not requesting to change its SPPTC taritf in this
basc rate proceeding.

Mr. Aaron testified that the ECR tariff. attached as Exhibit JOA-8. provides for the
recovery of eligible environmental costs using the same methodology as if the costs had heen
included in PSO’s base rate revenue requirement.  Eligible costs in this filing are capital
cxpenditures associated with the addition of environmental controls installed at Northeastern
Unit 3 and Comanche Power Station Power Planis as discussed by PSO Witness David Sartin.

The ECR factors arc calculated by allocating PSO's total company cnvironmental
compliance revenue requirement to the Oklahoma retail junisdiction and major rate classes using
the production allocation factors developed in this filing. The class revenue requirement was
then divided hy the billing determinants for cach major class to determine the ECR factor. The
factors will apply to kWh usage for the residential and commercial major rate classes and will
apply to maximum billing demands (kW) for the industrial major classes. PSO plans 1o make the
rate effcctive [or all retall customers with the first billing cyele of March 2016,  The
Northeastern Unit 3 environmental factlitics are expected to be placed in service in February
2016. The LCR factors will remain in eftect until the facilities are included in PSO’s retail base
rates.

In Summary. Mr. Aaron testified that the jurisdictional and class cost-of-service studics
identify the embedded cost-of=scrvice for both the Oklahoma retail and FERC jurisdictions.
These embedded cost-of-service studies are based upon sound cost allocation princtples, reflect
all of the test year adjustments. and establish the cost responsibility for the provision of clectric
service to cach jurisdiction and class.

PSO’s Environmental Compliance Rider (LECR} provides for the recovery of eligihle
environmental costs using the same methodology as it the costs had been included in PSO’s base
rate revenuc requirement.

Jenniter L. Jackson

Jennifer L. Jackson. Regulatory Consultant in Regulated Pricing and Analysis, part of the
American Electric Power Service Corporation (AEPSC) Regulatory Services Department.
testified on behalf of Puhlic Service Company of QOklahoma (PSO or Company). Ms. Jackson's
testimony cxplains the distribution of the proposed revenue change to all retail customer classes
and presents the updated pricing for the retail rate classes based on the proposed revenue
requirement for each ¢lass. Ms. Jackson sponsored the following schedules and workpapers
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from Section M — Proof of Revenue/Rate Design and Section N - Proposed Rate Schedules of the
application package:

Schedule ' WP Description T
Schedule M-1 Olklahoma Jurisdictional Pro Forma Revenue Summars
WP Fuel or Purchase Energy Facror
WP M2 Proposed Changes in Miscellaneous Charges ]
WP MG Present and Proposed Rate Classes
WP M4 Proof of Revenue Statement
WPM-11 Proof or Revenue Statement Present Rates
WP M-S Bill Comparisons
| Section ™ Proposed Rate Schedules
Ms, Jackson sponsored EXHIBIT JLi-1. the proposed revenue distribution and explains

that EXHIBIT JLJ-1 was the distribution of the proposed revenue change to the retail classes.
The revenue distribution details the present adjusted revenues by class along with the equalized
inerease for all classes, the final target revenue change by ¢lass. and the base and total bill impact
1o the customer classes. According to Ms. Jackson’s testimony, PSO is requesting a change in
retail base rates of $88.9 million. PSO is also requesting to recover $44.2 million in certain
envirenmental compliance costs. either through a rider mechanism or through hase rates. PSO’s
total request. including the environment compliance costs. is $133.1 million.

In addition to the rate change proposal described above. PSO has identified $39.2 million
of annual Fucl Adjustment Clause items including the cost of replacement power of $35.2
million and consumables of $4 million, relating to its environmental compliance plan. These
fuel-related items have been incorporated into EXTIBIT JLI-1 in order to show the total impact
of all propesed changes related to this filing and a [uture fuel factor filing.

Ms. Jackson’s testimony summarizes the current rate structures of PSO. The current rate
structures serve customers of all usage types including residential. small commercial. large
commercial and small industrial, large industrial. munictpal. and lighting, The PSO rate design
is based on rate schedules that are differentiated by usage type. cnergy usage level, demand level,
load factor. and service voltage levels. Customers are grouped together by similar usage patterns
and the costs to serve each class of customer are recovered through a mix of base service charges
that recover a portion of the fixed costs of s¢rving customers that gencrally do not vary with the
demand or encrgy usc of the customer, scasonal cnergy charges that vary with the monthly kWh
usage of the customers. ratcheted demand charges based on a customer’s maximum load required
for service. and minimum bill components. Each of the components recovers costs associated
with the generation, transmission. distribution, and customer scrvice functions, and cach ratc
schedule is designed to recover the costs of serving each customer class based on the type of
customer and the mix of requircments needed to serve each class of customers.

Ms. Jackson testified that PSO was proposing to continue the basic principles of its rate
design reccntly approved by this Commission and is not proposing any structural changes to its
rate schedules.

Ms. Jackson testified that PSO was proposing to distribute the total system average
revenue requirement change needed to achieve a system averape return of 7.60 percent; a
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16.23% change in base rates. equally to all customer classes. At an cqualized return {also called
unity). the revenue requircment and the proposed rates for each customer class are designed to
rccover the class responsibility tor the cost to serve cach respective class. According 1o Ms.
lackson. PSO 1s not proposing an equalized return for ali classes. While unity for all classes is
the ideal. customer impact concerns for the residential and lighting classes have consistently
prevented the full implementation of rates based on an equalized return. As can be seen in the
EXHIBIT JLJ-1 revenue distribution. which reflects the equalized cost-of-service study, the
residential and certain hghting classes would be required to receive large increascs in base rates
under a unity revenue distribution,

Included in Ms. Jackson’s testimony is Table T which indicates the percentage change in
base raics nceded to bring each class to an cqualized return. the percentage change in base rates
proposed by PSO. and the proposed total bill change when current fuel. current rider revenues.
the proposed environmental costs and the cstimated future change n fuel are included with the
base rate change for cach major rate class based on the proposced revenue distribution.

Table 1
Equalizad 2ropozad
Class Dase Rase | Base Rate Toal By
Percentage | Percentaze | Parceniage
Chanesz Chane= Change
Residentia, 22.13%, 16.27%: 14.82¢5
Commaroial & Smrall Indusinial 7228, 16225 1335
Targe Powsr & Lighy SL3 13.67%; 16.22%, 11.36%
Largs 2ower & Light S22 i+ 735 16 23% 11 338,
Largs Powrer & Light SL1 17.608%, 16.25%, 14.66%
Lighting 2315 16.23%, 13.81%
Tora. Reatal, 16,235 16.23%, [3.36%

Ms. Jackson's testimony brictly describes the PSO retail rate schedules for the major
classes.

e lLimited Usage Residential Service (LURS) and Residential Service (RS) for service
to residential customers:

o Limited Usage General Service (LUGS}) and General Service (GS) for small
commercial loads:

o Power & Light Service (PL) and Primary Non Demand (PND) {or larger commercial
and small industrial loads;

« Large Power & Light (LPL) for service to primary. primary substation, and
transmission voltage large industrial and commercial customers billed on demand;

»  Municipal Pumping (MP) closcd service to municipal pumping loads;

« Lighting Service (Private, Security, Area, Municipal, and Parkway Lighting); and
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o Time-of-Day (TOD) rate schedules that are currently in effect for RS. 1.UGS, and GS
customers.

Ms. Jackson testified that the proposed revenue distribution shown on EXHIBIT J1LJ-1
guided the percentage change to cach class, The proposed increasc to the classes is applied to
basc rates. Base rate charges include base service charges. energy charges, demand charges
(including kVAR charges). and any minimum bill charges. A percentage change is applied to
demand charges. basc service charges and minimum bill charges. depending on each class’s rate
schedule.

Ms. Jackson testified that when the fuel component is included. the total bill change is
lessened based upon the amount ol total fucl revenue associated with each class. The total bill
change s also impacted by the [act that PSO has additional service riders and is asking for
recovery of cnvironmental costs and is ¢stimating a change in future fucl.

EXHIBIT JLJ-1 showed the basc percentage change and the corresponding total bill
change (base plus the current fuel, current riders. the proposcd environmental costs. and the
estimated changes in future fuel) to each class. The present and proposed base rate changes and
resulting percentage changes for cach rate class can be found in Section W/P M-4.1. Ms,
Jackson’s testimony described the proposed base rate changes associated with all of the rate
classes.

Ms. Jackson's testimony recommended approval of the rates as {iled becausce the
proposcd rates are based on the cost-of-service study results and the proposed revenue
distribution and the base rate changes achieve the revenue required from cach class according to
the proposed revenue distribution, EXHIBIT JI.J-1. The Rate Design W/P M-4.1 details the
present and proposed rates for each rale component of cach rate schedule along with the resulting
proof of revenue, W/P M-5 showed the current and proposed typical bills for the residential and
commercial rate classes including all changes requested by PSO.  Section N provided the
proposed rate schedules with all of the changes proposed in PSO's filing. including the changes
to the rate schedules.

Summaries of Responsive Testimony of United States Department of Defense and All Other
Federal Executive Apencies

Laftayette K. Morgan. Jr.

On October 14, 2015, Lafayette Morgan. Jr. filed Responsive Testimony on behalf of the
United States Department of Defense and all other Federal Executive Agencies ("DoD/FEA™) to
review the General Rate Filing submitted by Public Service Company of Oklahoma (“PSO” or
“Company™) and to determine the level of revenues that PSO should be authorized in this
procceding. Mr. Morgan addresses several revenue requirement issues. In total. Mr. Morgan
determined that the Company has a revenue deficiency of $23.116,970 for test year ended
January 31, 2015. This represents a decrease of $60,711.672 compared to PSO’s requested
increase of $83,828,642. This is the amount by which revenues exceed those required to
generate an overall rate of return of 6.86 percent after accounting for the DoD/FEA adjustments
to PSO’s claimed rate base and operating income. The return of 6.86 percent rcpresents
DoD/FEA witness Maureen Reno’s finding regarding the Company’s overall rate of return on
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behalf of the DolXFEA. Mr. Morgan documents and explains cach of his proposed adjustments
to rate base and operating income leading to his recommended test vear revenue increase.

Post-test Year Adjustments

Mr. Morgan uses PSO’s proposed test year ended January 31. 2015, as the basis lor
determining PSO’s rate year revenuce requirements.  Mr. Morgan notes that the Corpoeration
Commission of Oklahoma ("Commission™) typically has allowed an update to the test year
capture actual activity through six months after the ¢nd of the test year. However. the Company
has proposed to recover several post-lest year investments that exceed the six-month period in
cither basc rates or through the Environmental Cost Rider ("ECR™). Those investments are as
follows:

. The Northeastern Unit 3 ("NL 37} environmental net investments of $178 million.

2. The Comanche Generating Station ("Comanche™) cnvironmental  control
equipment and facilities of $43.9 million.
3. Depreciation expense on N2 3 and Comanche environmental investment of $18.8

million.

Mr. Morgan is recommending that the post-test yvear adjustments sought hy the Company
not be included in base rates. Mr. Morgan recommends post-test vear adjustments should not be
permitted because they require ratepayers o begin to pay for the costs and return on investinents
that the utility has not yet incurred.

Rate Basce Update Adjustment

PSO has rellected plant in service, accumulated depreciation. accumulated deferred
income taxes ("ADIT™). working capital. and other deferred dehits and credits based upon the
test year ended January 31. 2015, Mr. Morgan recommends an adjustment to various
components of the rate base through the six months ended July 31, 2015, On Schedule LKM-6.
Mr. Morgan presents his adjustment, which reduces rate hase by $74.489.310.

Operating Revenues Adjustiment

PSO has adjusted sales to derive hase revenues by removing the non-basec revenue
components and adjusting the basc rate revenues to rcflect customer growth and weather
normalization. Mr. Morgan is recommending an adjustment to operating revenue to annualize
revenues based upon the average revenue per customer and the number of cusiomers as of July
31, 2015, On Schedule LKM-7, Mr. Morgan presents his adjustment to Operating Revenue
resulting in an incrcase in test year revenue of $2.339.704,

Labor Expense

PSO developed its test year basc labor claim by annualizing its test ycar end base payroll.
On Schedule LKM-8, Mr. Morgan presents an adjustmcnt to Labor Expense based on PSO’s
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annualized payroll as of July 2015, This adjustment reduces payrol expense by S171.890 and
payroll taxes by $13.150.

PSO’s claim for employee group insurance cxpense was determined by adjusting the test
year level of expense by annualizing only the month of January 2015, Mr. Morgan disagrees
with this approach becauvse there 1s a wide varation in the test vear monthly employee benefits
costs. Mr. Morgan calculated the cost per participant of $1.073 and apphed that amount to the
number of participants as of July 2015 to derive the annualized emplovee group insurance
expense. This calculation results in a reduction in the expense by $864.237 on Schedule LKM-9,

Ad Valorem laxes

According to Mr. Morgan. ad valorem taxes are calculated based upon applving the tax
rate 1o the nct investment 1n plant. As a result of the adjustment that he made to update rate base.
the net plant investment has changed. Therefore, Mr. Morgan made an adjustment to reduce the
level of ad valorem taxes by $1.158,398 on Schedule EKM-10.

Interest Synchronization

Mr. Morgan’s interest synchronization adjustment decreases the interest deduction by
$231.166 1o reflect Ms. Reno’s capital structure and ihe Dol)/FEA rate base adjustiments. This
resulted 1 an inerease in the combined income taxes by $89.413.

Larry Blank

On October 14. 2015, Dr. Larry Blank filed Responsive Testimony on behali of the
United States Department of Defense and all other Federal Lxecutive Agencies ("DOD/FEA™)
addressing the proposed ratemaking trcatment for Nottheastern Station Uinit 3 ("NE 37) and
Northeastern Station Untt 4 ("NE 47) in the dircet case of Public Scervice Company of Oklahoma
{"PSO™) for Cause No. PUD 201500208. Dr. Blank testifies on the following issues:

» The depreciation life for NE 3 and NE 4 should not change. and should continue
with the depreciation schedule in place at the time PSO entered to its settlement
tor the environmental comphance.

» The risk associated with the operation and cost recovery of NE 4 will be greatly
reduced once it is retired. therefore PSO’s proposed ratemaking treatment for NE
4 will result in over-recovery of return and undue enrichment of the Company.
To avoid this over-recovery, Dr. Blank recommends that PSO create a Regulatory
Asset Rider for NE 4 to collect a [ixed, levelized annual amount of $6.331,684
over the next 24 years, and provides the specific parameters under which this
amount is calculated.

+ Based on the issues described above, Dr. Blank's testimony recommends four
separate adjustments to the PSO proposed rate base and revenue requirement for
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base rates. Specifically, Dr. Blank recommends the [ollowing adjustments for the
base rate revenue requirement calculations proposed by PSO:

Removal of $181.737.467 from gross plant in service associated with NE
4

Removal of $102.791.645 from accumulated depreciation  reserve
assoclated with NI, 4

Removal of $2.627.449 from annual depreciation expense (at current
depreciation rates) assoclated with NE 4; and

Removal of $12.811.352 to reverse the depreciation expense adjustment
on NE 3 and NE 4 proposed by PSO.

Depreciation Schedules for Northeastern Units 3 and 4

As part of a settlement agreement with the U.S. Environmental Protection Agency
("LPA™) and others. PSO has proposed to install the necessary environmental control equipment
at NI: 3 and continue operating that unit until retirement in 2026. PSSO proposes to retire NI 4
early in 2016, PSO’s Lnvironmental Comphance Plan ("1ECP7). which includes the carly
retirement of NE 3 and NI 4. should be viewed as a plan that will benefit customers. the State
of Oklahoma, and the United States for many years beyond 2026, The expcected life of NIL 3
and NL 4 at the time of the environmental settlement extended until 2040, and it is expected that
the environmental benetits from the carly retirement of these coal-fired units anticipated by the
parties to that agreement also extend to 2040. and bevond. Dr. Blank testifies that the
environmental benefits associated with the decisions regarding NE 3 and NE 4 should he
recognized in deciding what is just and rcasonable for cost recovery and ratemaking. When
determining appropriate depreciation rates, it 1s important to consider the matching cost
recovery with beneficiaries through time. Therefore. Dr. Blank testifies that the Oklahoma
Corporation Commission ("OCC™) should require the continued use of the currently approved
depreciation rates for NI 3 and NE 4 because the decision to allow for these plant investments
and retirements was based on cost-effectiveness evaluations that relied on current depreciation
schedules. The reversal of PSO’s proposed adjustment to depreciation rates of both NE 3 and
NL 4 is consistent with Dr. Blank’s finding that the depreciation schedules should remain as
they are currently.  The reversal of the PSO proposed change to depreciation results in a
reduction in revenuc requirements of $12.811.352.

Remove Northeastern Unit 4 from Rate Base and Creation of a Repulatory Asset

PSO proposes to change the depreciation lifc on NE 4 and keep the net plant in rate base
after the unit is no longer providing electricity service. Dr. Blank testifies that PSO's proposal
to continue traditional ratemaking for NE 4 after it no longer provides electric service is
mappropriate and will result in excecss return for two reasons. First, it will allow PSO to
continue garning a returmn on the current net plant in service without accounting for the accrual
of accumulated depreciation. Second, once NE 4 is retired, the risk associated with that plant
and its cost recovery is no longer comparable to the risk of capital investments associated with
remaining plant still in service with tbe Company. Subsequently, Dr. Blank finds that the
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planned closure ol NE 4 warrants a Regulatory Asset Rider due to the reduced risk associated
with cost recovery for that generation unit and PSO’s proposed ratemaking treatment
subsequently results in an over-recovery of return. Dr, Blank calculates that PSO will realize up
10 $37.6 million in unduc return over the next ten years if the Company’s proposal is accepted.
Dr. Blank proposes that NE 4 should be removed from base rates and recovered through a
special rider cost recovery mechanism at an annual levelized amount equal 10 $6.331.684. The
net impact of the rate base adjustments and depreciation expense adjustment to remove NE 4
and the alternative creation of an NE 4 Regulatory Asset Rider is an approximate $9.7 miilion
reduction in revenue requirement relative to PSQOs filed application,

Adjustment to the Company’s Proposed Revenue Requirement

The combmed result of Dr. Blank’s testimony recommendations would be an
approximate $22.5 million reduction in revenue requirement relative to that proposed by PSO.

Maureen L. Reno

Ms. Maureen 1. Reno filed Responsive Testimony on behalf of the United States
Department of Delense and all other Federal Exceutive Agencies ("DoD/FEA”) on October 14,
2015, in Cause No. PUD 201500208, Ms. Reno. who 1s employed as an independent consultant.
has 15 years of regulated utility and energy sector experience. She has earned undergraduate and
graduate degrees in economics. The purpose of her testimany is to recommend. for ratemaking
purposes in this casc. an overall rate ol return. a capital structure. and a fair rate of return on
equity ("ROL™) for Public Service Company of Oklahoma ("PSO™ or "Company™) under Cause
No. PUD 201300208. In her development ol her recommendations. Ms. Reno testifies, among
other things. on the tollowing issucs:

« Assessment of the Company’s proposed Capital Structure and Overall Rate of
Return. with recommendations on the allowed rate of return on rate base.

« The current cconomic and financial conditions that aftect investors™ opportunity
cost of capital, both in general and {or utility companies.

« Development of an alternative proxy group different than that presented by the
Company’s cost of capital witness, Mr, Rohert B. Hevert. to calculate an estimate
of the Company’s cost of equity.

« Analysis of cost of equily based on variations of the Discounted Cash Flow
("DCF™) method, rcasonable growth rates. and the Capital Assct Pricing Model
("CAPM™).

«  Mr. Hevert’s estimation of a flotation cost adjustment and demonstration of why

that adjustment is not appropriate in this case.

+ A review of the Company’s proposal to include environmental compliance costs
into base rates or to recover such costs through an Environmental Compliance
Rider (“ECR™).
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Capital Structure and Qverall Rate of Return

Ms. Reno accepts PSO’s proposed cost of long-term debt of 4.92 pereent. but she
disagrees with the Company’s proposed capital structure of 48 percent equity and 32 percent
fong-term debt and cost of common cquity of 10.5 percent. Ms. Reno suggests this
recommendation cost of equity 1s overstated due to Mr. Hevert's use of inputs with an upward
bias. particularly his reliance on high camings growth rates and improper use of Commission-
authorized returns when calculating his equity risk premium. She also disagrees with PSOYs
proposed hypothctical capital structure because it is not based on test-year and pro forma capital
amounts. Requesting that the Commission allow a hypothetical capital structure based on the
premise that the Company may temporarily, and at some future time. withhold dividends to
parcnt company ALP is not a reasonable basis for setting the ratemaking capttal structure in this
case. Her cost of capital recommendations can be summarized as follows:

Capital Item Percent Pre-Tax Cost Retura
Long-term Debt 3I.35% 1.52¢% 2.33%,
Commen Fquity ) 930%, 1135,
Total Cost of Capital 100.00% 6.86%

Ms. Reno recommends an overall allowed rate of return of 6.86 percent. based on an
ROE of 9.3 percent, an ecmbedded cost of long-term debt of 4.92 percent. and a capital structure
comprised of approximately 56 percent long-term debt and 44 percent equity.

ROE Analvsis

In determining her recommended return. Ms. Reno studies the current. near-term. and
forccasted financial markets. She also examines national and regional economic trends to assess
investors’ opportunity cost of investing in a share of utility. also known as the cost of equity
capital.  Despite a growing national cconomy. fear of slow economic growth overseas and
defation in energy markets have caused the Federal Reserve to delay increasing short-term
interest rates. This delayed action and low long-term inflation expectations have driven down
long-term bond rates and expectcd market returns on cquity investment.

Ms. Reno's cost of cquity analysis employs Mr. Hevert's proxy group. minus Black Hills
Corporation, Southern Company. and TECO Energy. Inc. She uses variants of the Single-Stage
and [hree-Stage DCF models and th¢ CAPM to form the basis of her recommendation of
9.3 percent ROE for PSO. which is the midpoint of her range 0f9.0 percent to 9.6 percent.

The first cost of equity model Ms. Reno cmploys is the DCF which has two
components—the dividend yield and the expected growth rate. She calculates the dividend yield
for each company in her sample by dividing the current annualized dividend rate by the average
stock pricc for both 90 days and 180 days ending September 25, 2015. She then adds the
dividend yield to each company’s growth rate. In addition to employing expccted earnings
growth [or the growth rate, as the Company’s witness does, she uses expected dividend growth,
expected book value growth, and sustainable growth rates because investors consider other
information 1o assess risk in addition to earnings growth. Her rangc of Single-Stage DCF results
are 8.15 percent to 9.17 percent.
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Ms. Reno’s Three-Stage DCEF model 1s an enhancement of the Single-Stage DCF model.
which allows dividends. carnings. and book value to grow at different rates over time to a rate of
4.5 percent. which is based on expected growth in nominal pross domestic product.  She also
employs a final stage growth rate ot 3.5 percent as a sensitivity. The range of Three-Stage DCF
results are 8.25 percent to 9.35 percent.

Ms. Reno disagrees with Mr. Hevert's assertion that ROL estimates resulting from DCF-
based methods are unreliable due to the nature of the industry’s price/carnings (“P/E”) ratios.
Mr. Hevert believes that since DCF-based methods rely on stock prices and because P/E ratios
have been above histoncal levels, DCF-based results are unreliable.  Recent market evidence
shows. however. that utility stock prices are ¢xperiencing a correction. Ms, Reno shows that
utility asset valuations fluctuate over time but remain in a consistent range. Mr. Hevert merely
disagrees with the results of the DCFE due to the historically low cost of capital. The DCF has
been widely used by regulatory agencies to identify reasonable ROEs tor decades. regardless of
whether the cost of capital is low or high.

Ms. Reno’s third cost of equity model is the CAPM. which includes three components—
the risk-free rate. beta. and the nisk premium. For the risk-free rate. Ms. Reno uses a onc-month
average of the vields on 30-year U.S. Treasury bonds for the period ending September 25, 2015.
She multiplies Value Line hetas for cach proxy group company by her equity risk premium. To
estimate the risk premium. she measures the return differentials hetween common stocks and
30-year Treasury bonds. IHer CAPM result is 9.61 percent and is the maximum of her
recommended ROF range of 9.6 percent.

Flotation Cost Adjustment

Ms. Reno disagrees with Mr. Hevert's adjustment for tlotation costs because the past
flotation costs incurred by AEP. the parent company, should not he horne entirely by PSO
ratepayers. In addition, she testifies that there is no need to include such flotation costs in hase
rales being sct in this case because there is no indication of a puhlic issuance of common stock
by AEDP {and therefore the incurrence of {lotation expense) [or the toreseeable {uture.

Environmental Compliance Cost Risk and the ECR

Ms. Reno's testimony addresses PSO’s efforts to mitigate environmental cost recovery
nisk through its proposed ECR. Since PSO is requesting an alternative cost recovery nicthod to
recover prudently incurred costs [rom customers so that the benefits of new environmental
controls going into service match the rccovery of revenues from customers, PSO reduces
regulatory lag for these costs, thereby reducing PSO’s risk going forward. Since Ms. Reno’s
analysis incorporates risk associated with not having such a rider, then upon the Commission
granting approval for the rider, she recommends the Commission consider an ROL lower than
her recomnmendation of 9.3 percent but greater than the lower pertion of her range of 9.0 percent.

Conclusion
Ms, Reno recommends that the Commission authorize an overall rate of return of 6.86

percent, using the test-year and pro forma adjusted capital structure that incorporates a cost on
long-term debt of 4.92 percent and an allowed ROE of 9.3 percent. Her recommendation lies
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within the range of 9.0 percent and 9.6 percent, and represents a conservative estimate of a fair
and reaseonable ROE for PSO. Ms. Reno's results are derived using a proxy group of electric

utilities with similar overall risks as the Company. and best represents the opportunity cost of

capital that an investor expects under today's financial and economic circumstances. Her
recommendation ts also in line with recent Commission-approved returns in other jurisdictions.

Summaries of Responsive Testimony of Wal-Mart Stores East. LP, and Sam’s Last. Inc.

Steve W Chriss

Steve W, Chriss filed Responsive Rate Design and Cost of Scrvice Testimony on behalf

of Wal-Mart Stores East. LP. and Sam’s East. Inc.. (collectively “Walmart™. Mr. Chriss is
Senior Manager. Energy Regulatory Analysis. with Wal-Mart Stores. Inc.

Walmart operates 133 retail units and employs 33,561 associates in Oklahoma. 1n the
fiscal vear ending 2015, Walmart purchased $677.7 million worth of goods and services from
Oklahoma-based suppliers, supporting 18.438 supplier jobs.  Walmart has 47 stores and
additional related facilities that take clectric service from Public Serviee Company of Oklahoma
{*PSO” or “the Company ™) primarily on the Large Power and Light Primary Service schedule.

Mr. Chriss™ recommendations are as [ollows:

1) At the Company’s proposed revenue requirement. the Commission should
allocate revenue using the following steps:

a. For classes that. per the Company’s cost of service study results.
are paying rates below cost and should receive an above-average
increase. increase the class base rate revenue by 1.1 times the
system average increase of 16.25 percent:

b. Il step | results in a revenue requirement increase higher than
required for a class to pay cost-based rates, cap the increase to that
class at the cost-based level: and

c. Allocate the remaining revenue requirement to the remaining
classes per cach class’ contribution to present basc rate revenucs.

2) If the Commission determines that the appropriate level of revenue
requirement is lower than the level proposed by the Company. the
Commission should use the allocation methodology I propose above but
increasc the multiplier as appropriate to ensure that the rates for each class
can be moved as close as possible to cost of service.

3 [f the Commission approves an Environmental Compliance Rider,
Walmart does nol oppose the Company’s proposed rate design for the
rider.
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Summarics of Responsive Testimony ot Oklahoma Industrial Enerev Consumers. Wal-Mart
Stores Last, 1.P, and Sam’s East. Inc.

Jacob Pous

My name 15 Jacob Pous and my business address 15 1912 W Anderson Lane. Suite 202,
Austin, Texas 78757,

[ 'am a principal in the {irm of Diversified Utility Consultants. Inc. ("DUCIT). A copy of

my qualifications appears as Appendix A.

DUCT1s a consulting firm located in Austin, Texas with an international client base. The
personnel ot DUCE provide engineering. accounting. economic. and financial services to its
chients.  DUCT provides utility consulting services to municipal governments with utitity
systems. to end-users of utility services. and to regulatory bodies such as state public service
commissions.  DUCT provides complete ratc casc analyses. expert testimony. negotiation
services. and Iitigation support to clients in electric. gas. telephone. water. sewer, and cable
utility matters.

Appendix A also includes a list of proceedings m which 1 have previously presented
testimony. In addition, I have been involved in nunicrous utility rate proceedings that resulted
in scttlements bhefore testimoeny was filed. In total. [ have participated in well over 400 utility
rate proceedings in the United States and Canada. Also worthy ot note is that [ have testified on
behalf of the staft of six different state regulatory commissions and one Canadian regulator, and
been asked 10 speak to the National Association of Regulatory Utility Commissioners
("NARUCT) on several occasions regarding the topic of depreciation.,

I am a registered prolessional engineer. I am registered to practice as a Professional
Engineer in the State of Texas. as well as other states.

My recommendations arc made on behalf of Oklahoma Industrial Energy Consumers
("OILEC™). and Wal-Mart Stores Last, LP, and Sam’s Last. In¢. {collectively “Wal-Mart™).

The purpose of my testimony is to address Public Service Company of Oklahoma’s
{"PSO” or the "Company ™) depreciation request as tiled before the Corporation Commission of
the State ot Oklahoma {"Commission™) in Cause No. PUD 201300208,

The Company retained Mr. Spanos of Gannett Fleming to develop a depreciation study
based on plant as of December 31, 2014 (“2014 Study™). The 2014 Study reflects an annual
depreciation accrual of $139.877.572 or a $46,661,823 increase based on plant as of December
3t, 2014. Whether bascd on statements made by Mr. Spanos in other proceedings or realistic
expectations of changes between studies, a 50% 1ncrcase in depreciation expense due to a
change in rates, not plant, should be considered cxtreme. Moreover. requested changes of this
magnitude must bc well explained, justified and supperted. Based on my review of the
requested increase. the request lacks adequate explanation, and most certainly is not justified or
supported.

The Commission should order the Company to provide a complete, detailed and fully
documented depreciation study in support of its various life and net salvage parameters, by
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account. 1n 1ts next case. [t must be emphasized that the underlying concept behind the
recommendation for a complete, detailed and fully documented depreciation study is not tied to
the quantity of information provided. but the quality of the information. 1t is recognized that the
Company provided hundreds of pages of depreciation related material in this case, unfortunately
the critical items of information, assumptions. and supporting documents that dentify how and
why specific parameters were proposed were not provided.

[ have performed an independent analysis of the 2014 Study for all functions other than
the distribution function. Based on my analyses. [ have identified numerous problems with the
Company’s depreciation request that require adjustment.  The overall impact of my
recommendations are set forth on Exhibit (JP-1). The test vear impact of my recommendations
will be reflected in the revenve requirement testimony submitted by OIEC witness Mr. Garrett.
A brief synopsis of cach major area of adjustment I recommend follows.

. Northeastern Units 3 & 4 Life Span — The Company proposes a 2026 capital recovery
datc for the investment tn Northeastern Units 3 & 4. The proposed 2026 date docs not
correspond to the retirement date sct for Unit 4. as well it should not. Given the underlying
basis for the change in expected tife spans for the units. the more appropriate capital recovery
date should be 2040. Recognition of a 2040 capital recovery date for Units 3 and 4, along with
corresponding retirement date related impacts on interin retirements and net salvage, result in
an approximate $10 million reduction in annual depreciation expense based on plant as of
December 31, 2014,

. Production Plant Net Salvage — The Company proposes various negative nct salvage
valucs for 1ts stcam and other production generating facilities. These values are based in part on
studics presented by Mr. Mechan of Sargent & Lundy. LLC ("S&L7). The S&L studies are
updates of prior estimates {or future demolition of the Company’s generating units dating back
to 2008. The results of the S&L studies were then inllated by Mr. Spanos for as many as 44
years into the future without discounting such values back to the present. and the estimated
impact of interim net salvage was applicd. Based on the elimination of contingencies and the
escalation of cstimated costs in to the future without discounting cost back to a net percent
value. and a reduction in the level of estimated interim net salvage. depreciation ¢xpense is
reduced by approximately $6 miilion hased on plant as of December 31, 2014,

. Interim_Rctirements — The Company proposes a new method of calculating interim
retirements for 1ts plant. The Company’s new method resulis in a significant increase in
cstimated interim retirements compared to the method and results that it proposed and the
Commission approved in prior depreciation studies and rate cases.  Since higher levels of
estimated interim retirements results in a shorter rematning life, and thus higher depreciation
expense, the Company’s new methodology artificially increascs depreciation expense.  There
are several problems associated with the Company’s proposed new method. Relying on the
Company's long established interim retirement methodology. as well as interim retirement
ratios previously adopted by the Commission for the Company. results in an approximate
$£100,00 reduction in annual depreciation expense for plant as of December 31, 2014.

. Production Plant Interim Net Salvage — The Company proposes excessive negative net
salvage levels for the higher level of interim retirements that it projects. Adjusting only the

Company’s proposed steam plant interim net salvage level to a more appropriate level results in
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a reduction in annual depreciation expense of $1.275.753 based on plant as of December 31.
2012.

. Mass Property Life Analysis The Company relies on an actuarial analysis approach
for estimating average service life (TASL”) and corresponding mortality dispersion pattern for
mass property accounts. The Company’s intcrpretation of the actuarial results are inappropriate
and lead to artificially short ASLs for numerous accounts. Relying on more appropriate
interpretation ol actuarial results., and tnformation relating to life related improvements in
operation and maintenance of the system results in a $2.1 mitlion reduction in annual
depreciation expense based on plant as of December 31. 2014,

. Mass Property Net Salvage - The Company's proposals for several mass property
accounts result in excessive levels of negative net salvage. The Company’s proposals [séc] fails
to take into account specilic impacts reflected in historical data that are not indicative of future
net salvage expectations.  Corrections of this and other problems resuits in a $3 million
reduction to annual depreciation expense based on plant as of December 31, 2014,

. Combined Impact The combined impact of the various adjustments noted above are
not simply the summation of each individual standalone adjustment. Certain adjustments are
interactive. The combined impact of the various above noted issues results in a $22.361.139
reduction in annual depreciation ¢xpense based on plant as of December 31, 2014, as sct forth
on Exhibit (JP-1).

Sumnmaries of Responsive Testimony of Oklahoma Indusirial Enerey Consumers

Mark L. Garrett

1. Impact of QIEC’s Adjustments. In my responsive testimony. [ address various revenue
requirement issues identified in PSO’s rate case application and provide recommendations for
the resolution of these issues. [ also sponsor Lxhibit MG-2. setting torth the overall impact of
OIEC™s recommendations.  In total, OIEC™s recommendations result in a rate increase of
$9.56M. as shown below:

Rare Increase Proposed by PSO S §3. 828642
OIEC Adjustments S (74,268 338}
Rate Increase after OIEC Adjustments S _9.560.304

PSOs filed rate casc proposes a 16.25% increase in non-fuel rates.  In addition. PSO
proposes a $44M increase in non-luel rates, and an additional $39M increasc in [uel costs for its
Environmental Compliance Plan ("ECP™). The rate increases propused by PSO would have a
devastating impact on ratcpayers, and the Commission should look for ways to mitigate the
impact of the proposed rate increases.

2. PSO’s ECP Recovery Request. The Company seeks to include $212 M tn rates [or
plant associated with the ECP that will be placed in service in Apri! 2016. either by extension of
the rate base period to April 2016, or by implementing a rider to recover these costs. | have not
included the ECP costs in rate base because the assets were not in service hy July 31, 2015, 1
know of no example where this Commission has allowed a utility to go beyond the statutorily
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presceribed 6-month cut-oft to include assets in rate base [sic] such as these. 1 will address
PSO s alternative proposal for rider treatment of the ECP costs in my Rate Design testimony
filed October 23, 2015,

3 Rate Basc and Accumulated Depreciation Adjustments. [ proposce adjustments to
update Plant 1in Service and Accumulated Depreciation to PSO’s actual levels through July 31.
2015 the six-month cut off penied. The adjustments to PSO’s actual investment levels at July
31. 2015, arc set forth in Exhibit MG-2.1 of my Testinony.

4, Accumulated Deferred Income Taxes (ADIT}. The ADIT balances are adjusted to the
July 31, 2015, levels to give effect to the known and measurable increase i the deferred tax
balances that occurred within six moenths of test year end. When additions to the investment
levels in Plant in Service are recognized through the 6-month peried following test year end.
offsetting decreases for Accumulated Deferred Income Tax must also be recognized. OIEC s
net adjustment to ADIT is $29.376.789. and is set forth in Fxhibit MG-2.2 of my Testimony.,

s, Other Rate Base Adjustments. [ have updated PSO’s Prepavments and Customer
Deposits 1o reflect actual levels as of July 31, 2013, consistent with the 6-month rule in
Oklahoma. The Company proposed using 13-month averages at test year end in pro forma rate
hase for these accounts. The use of 13-month averages would only be appropriate if these
accounts refllected balances that are fluctuating month to month. These accounts, however. do
not fluctuate but instead move steadily in one direction, When an account trends steadily in one
direction it is more appropriatc to adjust to the actual balances as of the cut-off date.  the
calculations supporting these adjustments arce set forth in more detail at Exhibit MG-2.3 of my
Testimony.

6. Prepaid Pension_Asset. ! propose reducing PSO’s rate base by the balance in the
prepaid pension account and increasing its operating cxpense by an amount equivalent to the
“expected return” on the prepaid pension assct balance. This is the amount by which ratepayers
benefit from these excess contributions.  AEP’s expected return on pension coniributions is
6.0%. the amount by which the excess contributions reduee Net Periodic Pension Costs, and the
amount included in rates. In cffeet. the net benefit to ratepayers {rom excess contributions is
limited to 6.0%. The excess contributions are discretionary and PSO should not be allowed to
carn a prolit on the excess contributions it makes to the fund. Therefore, I am proposing that
ratepavers pay a return on these costs that 1s no greater than the benefit they receive.

This treatment has been accepted by the Commussion in the past including: Cause No.
PUD 1991001190 [sic]; Cause No. PUD 200500151; Cause No. PUD 200600285: and Cause
No. PUD 200800144. In PSO’s last litigated rate case, the Company appealed the
Commission’s treatment of prepaid pension costs to the Oklahoma Supreme Court. 'The court
upheld the Commission’s treatment of these costs.

Three adjustments are needed: (1) to remove the prepaid pension balance from rate base;
(2) to add back the accumutated deferred income taxes (ADIT) balance assoctated with prepaid
pension eosts; and (3) to increase O&M expense [sic] by an amount equal to the cxpected return
on the prepaid balance. The adjustiments are shown in the table below:
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. . . B ’ ﬂ_‘
OI]:.'.(. Prepaid Penston Adj. ROR! Rev. Req.
Adjustment:

PSO Prepaid Pension Balance in ($93.915.097) | 10.821% | 1$10.163 181,
Fate Base
ADFIT associated with Prepaid $ 32871404 | 108319, | § 3437113
Pension _ _ _
Provide Cost-of-Monev Retum S 61.016,593 & 0%, 5 3662514

. U
Tomi’Impact on Revenue 7 S (2,943,254
Requirement ) L ’ o

The first two adjustments above are rate base adjustments and their impact on the
revenue requirement is limited to the Company’s overall rate of return on rate base grossed up
for tax. The total revenue requirement impact of the adjustments is $2.943.254. as fsic] forth in
Exhibit MG-2.4 of my Testimony.

7. Capitalized Incentive Compensation in Rate Base. Lach vear, PSO capitalizes a
portion of its incentive plan payments. and includes them in rate basc where they carn a retumn.
The Commission has consistently excluded a portion of PSO’s incentive compensation plan 1o

the extent the plan s financially-based. In the past. the Commission has exciuded 50% ol

PSO’s short-term and 100% of the Company’s long-term incentives from opcrating cxpense.
The same portion ol PSQ’s incentive payments excluded [ront operating expense for ratemaking
purposes must also be excluded from rate base. [f not. the Company will carn a return on. and
cventually recover from ratepayers, compensation associated with incentive plans  the

Commission has disallowed. At test year cnd. PSO’s rafe base included $49.426.231 of

capitalized incentive compensation, which includes $46.642.551 of short term incemtive
compensation and $2.783,700 of long term incentive compensation. I propose that 30% of the
capitalized short term incentive payments and 100% of the capitalized long term incentive
payments be excluded from rate base. This treatment ts consistent with the Commission's prior
treatment of PSO’s incentive expense in its prior litigated cases, PUD 200600285 and PUID
200800144, It results in an adjustment of $26.104.976. and is set forth in Exhibit MG-2.5 of my
Testimony.

8. Annual Incentive Compensation Expense. [ propose an adjustment to reduce the
requested level of annual incentive expense for the portion of the incentive plans related to
financial performance measures. From my review of the plans. it appears that more than 75%
of the performance mcasures ol the annual plans are tied to the Company’s financial
performance. As a resuit, [ have reduced the Company’s requested level of annual incentive
compensation of $8,739,895 by 75%, or $6.554.921.

This adjustment is consistent with the Commission’s prior treatment of the issue. In
PSOs last two litigated rate cases, the Commission reduced PSO’s requested annual incentive
compensation by 50% based upon the extent to which the plans were tied to financial
performance, PSQO’s 2014 Annual Compensation Plans are heavily dependent on financial
performance measures, primarily as a result of the earnings Modifier, which is weighted 75%.
The Company admits the funding of the incentive compensation is contingent on meefting
PSO/AEP’s earnings targets.

OFFICIAL COPY

Apr 27 2018



Cense Noso PLD 201500208 Page 62 of 164
Report and Recommoendations of the Admmisirative Law Judge

[n other words, cven though the Company’'s performance measures include some non-
financial tactors. the actual funding trigger for incentive compensation is Modifier, which is
primarily tied to the financial performance of the Company. For example, regardless of how
well the Company may perlorm tn a nonfinancial performance measure such as safety, if the
Company’s earnings per share is below the stated threshold. the Modifier would be 0%. and
thus. no portion of the incentive compensation would be paid.  Under this incentive
compensation plan. the Company’s earnings level 1s the most significant {actor in determining
whether the incentive compensation |sic| (see Responsive Testimony of Mark E. Garrett. p. 16,

1. 16.)

Many Jurisdictions exclude some or all of the cost of incentive plans which are tied to
financial performance measures [sic] are excluded for ratemaking purposes. When the costs
associated with these plans are excluded. the rationale is generally based on one or more of the
following reasons:

1) Pavment is uncertatn:

2) Many ol the factors that significantly impact carnings are outside
the control of most company cmployees and have hmited value to
customers;

3) Earnings-based incentive plans can discourage conservation:

4) The utility and its stockholders assume none of the financial risks
associated with incentive payments;

5) Incentive payments based on financial performance incasures
should be made out of increased carnings:

6) Incentive payments embedded in rates shelter the utility against the

risk of earnings crosion through attrition.

Even though regulators routinely exclude financial-based inecentive compensation
payments based on one or more of the reasons outlined above. this does not mean that
companies cannot offer financial-based incentives. However, when a [inancial-based mcentive
package is properly constructed, there will be ample incrcased earnings to fund these payments.
Ratepavers do not need to subsidize incentive compensation plans designed to enhance financial
performance.

Garrett Group, LLLC conducted an Incentive Compensation Survey of the 24 Western
States in 2007. and updated it in 2015, The survey shows that the vast majority of the states
surveved follow the financial-performance rule. in which incentive payments associated with
financial performance are excluded from rates. None of the jurisdictions surveyed allow tull
recovery of incentive compensation through rates as a general rule.

Lven though regulators generally disallow incentive compensation tied to financial
performance for ratemaking purposes, utilities continue to include financial performance as a
key componcnt of their plans-—apparently because doing so achieves the objective of increasing
corporate carnings. Since the utility retains the increased carnings these plans help achieve, the
incentive payments should be made from the increased earnings.

Under the Company’s Plan, annual payment is uncertain. The Modifier allows ALEP to
significantly reduce incentive payments, or make no incentive payments at all, if the threshold
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EPS goals are not met.  In these situations, amounts collected through rates for incentive
programs would be retained by the shareholders. In fact. in prior vears. PSO has reduced
incentive compensation levels based upon financial performance measures. For instance. in
2009. the Company reduced its targeted payouts by 76.9% due to financial performance
shortfalls during the year. Atthough the Commission had included more than $4 million in rates
for incentives in the Company’s 2008 rale case. the Company chose not 10 vuse that money to
pay incentives, but instead retained some of those funds for its sharcholders o help bolster the
Company’s lower earnings that year.

‘The truth 18 that for ratemaking purposes. all of the cost of the AEP/PSO incentive plans
could be excluded based on the fact that these plans are overwhelmingly weighted toward
company rather than customer objectives.  In particular, because the carnings Modifier
effectively makes incentive payments elective and dependent upon whether sharcholder
objectives were met each year, a significant portion should be disallowed. If. from a polics
perspective, the Commission wants to allow a portion of the plan costs that purports to be
representative of customer service and reliability goals. 1 believe no more than 25% inclusion in
rates for these plans would be appropriate.

[n my view, ALP/PSO will not be financially harmed 1f incentive compensation
payments are excluded. Its incentive compensation payments are discretionary payments.
limited by based on [sic] the Company’s carnings. This ensures that the incentive payments are
not made at the expense of reaching the Company’s EPS goals. [n those vears when the EPS
targets are achieved. the additional funds needed to make the incentive payments to employcees
will have been made avatlable through the increased earnings that resulted from reaching these
EPS goals.

The Company argues that incentives are part of an overall compensation package
designed to attract and retain qualified personnel, and that the Company runs the risk of not
being able to compete for key personnel if it did not ofler a comparable plan. The problem with
the Company’s argument is that when utilitics such as PSO compete with other utilitics for
qualificd personnel, the incentive compensation plans of these other utilitics are being reduced
for ratemaking purposes. Thus. the Company is not put at a competitive disadvantage when its
incentive compensation costs arc similarly reduced.

PSO’s annual Incentive Plan Payments in pro forma expense 1s $8.739.895. 1 propose a
75% disallowance. for an adjustment of $6,554 921. [n addition. | propose an adjustment to
remove labor attendant costs associated with the 75% disallowance of short term incentives in
the amount of $362,214, as is set forth in Exhibit MG-2.5 of my Testimony.

9. Long-term Executive Stock Incentive Expense. Scnior Managers and Exccutives of
the Company receive additional incentive compensation through ALP’s Long-Term Incentive
Plan. Ts plan provides grants and awards in the form of performance units and restricted
stock units (RSUs). both of which arc generally similar in value to shares of AEP common
stock. The performance units are granted based on two equally weighted performance
measures: three-year total shareholder rcturns and three-yecar cumulative EPS relative to a
Board-approved target. As such. the Long-Term Incentive Plan is designed to align the interest
of AEP’s management with the interest of sharcholders and to promote the financial success and
growth of AEP. The Company is proposing to recover $3,554,117 for its long-term incentive
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plan. which is the amount in pro forma operating expense after PSO’s adjustment to increase
test year expense 1o targeted levels for long-term incentives.

Incentive compensation payments to officers, executives. and key employees of a utility
are generally excluded for ratemaking purposes. Since officers of any corporation have a duty
of loyalty to the corporation itsclf and not to the customers of the company. these individuals
typically put the interests ot the company first. Undoubtedly. the interests of the company and
the interests of the customer are not always the same. and at times. can be quite divergent. This
natural divergence of interests creates a situation in which not every cost associated with
cxccutive compensation is presumed 1o be a necessary cost of providing utility service.

Many regulators arc inclined to exclude executive bonuses. incentive compensation and
supplemental benetits from uvtility rates. understanding that these costs would be better borne by
the utility sharcholders. Some utilities treat long-term executive mceentive compensation costs
as a bclow-the-line ttem even without a Comnmission order directing them to do so.  Further.
long-term executive incentive plans are specifically designed to tie executive compensation to
the [inancial performance of the company. This intentional alignment of employee and
sharcholder interests means the costs of these plans should be borne solely by the sharcholders.
It would be inappropriate to require ratepayers to bear the costs of incentive plans designed to
cncourage employees 1o put the interest of the shareholders first.

The Garrett Group’s Incentive Survey shows that most states follow the general rule that
incentive pay associated with financial performance 1s not allowed in rates. This means that
Jong-term. stock-based incentives are not allowed 1n most states.

In Oklahoma. long-term incentives tied to corporate carnings are excluded. In PSQO’s
last two litigated rate cases, 100% of the costs of the long-term incentive plans were excluded.
Accordingly. I recommend that the cost of ALP's Long-Term Incentive Plan be excluded from
rates. an adjustment to pro forma operating expensc in the amount of $3.782.540. Calculations
supporting this adjustment are sct forth at Exhibit MG-2.5 of my Testimony.

10. Supplemental Exccutive Retirement Plan (*SERP”). The Company provides
supplemental retirement benelits to officers. and division presidents of the Company.
Supplemental retirement plans for highly compensated individuals are provided hecause
benefits under the gencral pension plans arc subject 1o certain limitations under the Internal
Revenue Code. In gencral, the limitations imposed hy the Code allow for the computation of
benefits on annual compensation ievels of up to $260.000 for 2014 and $265,000 for 2015,
Retirement benelits on compensation levels in excess of these amounts are paid through
suppiemcntal plans. These plans for highly compensated employces are designed to provide
benefits in addition to the benefits provided under the general pension plans of the company.
The amount of SERP costs included in PSO’s filed cost-of-service included in PSO’s filed cost-
of-service was $600.209 [sic], which is comprised of $156.433 for PSO and $443.776 for
AEPSC,

[ recommend a sharing of costs as follows: ratcpayers pay for all of the executive
benefits included in the Company’s regular pension plans. and shareholders pay for the
additional executive benefits included in the supplemental plan. For ratemaking purposes,
shareholders should bear the additional costs associated with supplemental benefits to highly
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compensaled executives. since these costs arc not necessary for the provision of utility service,
but are instcad discretionary costs of the sharcholders designed to attract. retain and reward
highly compensated employees. In my experience. SERP expenses arc consistently disallowed.
I discuss recent decisions disallowing SERP costs in Nevada. Arkansas. and Texas. Although
the Garrett Group has not conducted a comprehensive study of SERP trcatment in other states.
but [sic] I do know that SERP 15 disallowed n the states of Oregon. klaho, and Arizona as well.
The Oklahoma Commission disallowed 100% of AEP/PSO™s SERP expense in PSO’s 2006 rate
case. Cause No. PUD 200600285 and in PSO’s 2008 rate case, Cause No. PUD 200800144,
Accordingly. 1 recommend an adjustment to reduce pro forma cxpense by SERP expenses in the
amount of $600.209. sct forth in Exhibit MG-2.6 of my Testimony.

11. Rate Case Expensc. The Company sceks 1o recover $1.018.000 of estimated rate case
costs in this case amortized over a two year period. at $309.000 per year. This represents a 38%
increase over PSO’s $740.000 estimated costs requested in the 2013 rate case. PSO’s estimated
outside legal fees for this case more than doubled compared to the {ast rate case. increasing from
S200.000 to $300.000. As shown in Extubit MG-2.7. PSO’s actual costs for its 2013 rate case
were far less than the estimated costs for which the Company sought recovery.

PSO™ [sic| cost estunates are significantly overstated. In my opinion, rate case expense
[sic] should be closely monitored, and ratepayers should not be burdened with inflated legal
fecs and expert witness fees. | recommend that the Company’s annual recovery of rate case
expense be reduced from $1.018.000 to $367.500. This 1s a more reasonable expense level
based on current market rates. and is also closcr to the actual expenses incurred in the
Company’s 2013 rate case. | also recommend that rate case costs be recovered over a 3-year
rather than a 2-ycar period.  The longer recovery period protects against the risk of over-
recovery by the utility if the Company docs not file its next ratc case in two years. The
adjustment reduces pro forma Rate Case Expense by $319.833 and is set forth in Exhibit MG-
2.7 of my Testimony.

12. Depreciation _Expense. PSO proposes to incrcase Its revenue rcquirement by
$42.611.538 to refleet the Company’s new proposed higher depreciation rates.  OIECs
recommendations regarding depreciation rates are set forth in the Responsive Testimony ol Mr.
Jacob Pous. Mr, Pous’ recommended depreciation rates, when applied to July 31. 2015, plant
balances. result in a reduction of $22,482.509 to PSO’s proposed increase as shown at Exhibit
MG-2.10 of mv Testimony. It is important to note that Mr. Pous did not address Distribution
Plant depreciation rates. The Commission should look to Staff"s depreciation testimony for
adjustments to distribution rates.

13.  Rccovery of the Northeastern Unit 4 Plant Costs. PSO is proposing to retire the
460MW Northcastern Unit 4 coal plant in the middle of its useful lifc, but plans to continue to
include both a “return on” and a “return of”" the plant costs in rates. In fact. the Company cven
plans to accelerate the “rccovery of” the plant costs over a 10-year period rather than the 25-
vear period now in placc. Thus. there are actually three cost recovery issues assoctated with this
plant closure:

1. PSO’s plan to continue to include the un-depreciated balance of this plant in rate
base, enabling the Company to continue to earn a {ull profit “return on” the
abandoned plant for its sharcholders:
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2. PSO’s plan to continue to depreciate the balance of this plant into rates so that
shareholders will recetve a full “return of " the abandoned plant costs; and

-

3. PSO’s plan to shorten the depreciation recovery term to a 10-year period.

PSO’s plan would place significant costs on ratepayers. The net un-depreciated plant
balance for Northeastern Units 4 at July 31, 2013, was §79.2 million. The annual rate base
“return on” this amount would be approximately $7.4 million, A 10-vear accelerated

depreciation of the Uit 3 and Unit 4 asscts results in additional annual depreciation expense of
p

about $13 million. This means ratepayers will unnecessarily pay higher rates of $20.4 million
per year associated with the Northeastern plant closure.

PSQO should not be allowed to include the costs of the retired Northeastern Unit 4 in
rates. Oklahoma law 15 very clear on this point: only assets “uscd and uscful”™ for providing
utility service may be included in rate base. As explained by the Oklahoma Supreme Court in
Southwestern Public Service Co.. 1981 OK 136.% 14, 637 P.2d at 98:

A test year 15 a mirror view of the past suspended within a limited but
definite time frame through which we prophesy its duplication in the
future. To alter the image is to risk the distortion lor the future. Only the
cost of those capital assets which are 1n actual use during the test year. or
whosc use is so Imminent and certain that they may be said. at least by
analogy. to have the quality of working capital may be added to the rate
base cstahlished hy the test year in any event: and then only if appropriate
counter-balancing safe guards arc applied. (Emphasis added).

The used and useful standard as applied i Oklahoma precludes the wreatment PSO
requests. Atter Northeastern Unit 4 is closed. the plant will no longer be providing service to
customers. and thus will no longer be used and useful. and therefore cannot be included in rates
under a used and useful determination.

In Oklahoma, a utility is allowed to carn a reasonable return on utility assets at the time
the assets are being used for the public. Although Unit 4 is in service during the test year, it will
be taken out of service in April 2016 to coincide with the in-service dates of the $221 million of
new plant investments at Northcastern 3 and other gas plants to meet PSO™s proposed ECP.

PSQO is seeking recovery of its ECP investment either through extending the rate base in
this case out to April 2016 or through rider treatment starting in April 2016. Under ¢ither
approach, the stranded Northeastern Unit 4 costs should be deducted from the rate base that
includes these new ECP assets that replace Unit 4 under any scenario, whether (1) the rate base
in this case 1s extended to April 2016, (2) a rider is estahlished 1n April 2016, or (3) the asscts
arc included in the rate base of a subsequent rate case the Company files after the assets go into
service, in the event both of the scenarios (1) and (2) proposed by PSO are rejected by the
Commission.

The point is, when the new ECP assets go into service, Unit 4 will be taken out of
service. At that point, Unit 4 should be taken out of rate base and a return on the remaining
balance should no longer be included in rates. More precisely, when the new ECP assets are
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included in rates. Unit 4 should be taken out of rates. or at least the return on the investment in
Unit 4 stould be taken out of rates.

In a recent example. specifically on point. in AEP’s home state of Ohio earlier this year.
the Otio Commission denied AEP-Ohio Power’s request for recovery of costs associated with
the retirement of its Sporn 5 unit. Sporn 5 was a 430MW coal plant that was built and placc
[sic] in service around 1960. AFEP sought to close the coal unit as part of an agreement between

AEP and the Department of Justice. and asked that the Ohio Commission approve recovery of

the remaining costs of the plant. with return. over an accelerated recovery period, similar to the
trcatment PSO seeks here. The Ohio Commission denied any recovery of the remaining costs
of the closed unit. finding that the plant did not meet the “used and useful™ requirements in
Ohto.

Another example 15 a contemporaneous Regional Haze case in New Mexico. Public
Service Company of New Mexico ("PNM™) has agreed to write-oft 50% of the stranded costs
associated with two coal units retired as part of its environmental compliance plan tor Regional
Harze. PNM is a vertically integrated public utility subject to the jurisdiction of the New

Mexico Commission. One of PNM's coal facilities. the San Juan Gencerating Station. consists of

four coal-fired units with 1.683 net megawatts of clectric generation capacity. PNM's Revised
SIP sought approval to (a) abandon two coal plants at San Juan Units 2 and 5 and (b) issue

Certificates of Public Convenience and Necessity for replacement power resources. As part of

the settlement in that case. PNM has agreed to write-off 50% of the stranded book value of the
plant asscts. plus about $20M in other associated costs.

[n this case. [ do not view PSO’s Unit 4 rcticement as creating “stranded costs.”™ Costs
are not “stranded™ when a utility voluntarily chooses to retire an asset in the middic of its usctul
life. as AEP/PSO has done here. | know of no order. case law or statute where costs have been
defined as stranded costs when they result from a utility’s voluntary action. To the contrary.
costs have been defined as stranded when they were caused by laws or orders that mandate a
major change. Here. there (s no mandate that the utility close the Northeastern plant. Neither
the SIP nor the FIP require such action. In fact. the FIP provides that the Northeastern units be
retrofitted and continue operating.

In some cases, a plant may become uneconomic. such that it costs ralepavers more to
keep the assets in service than to replace them. In such cases. the costs of stranded assets might
be sharcd with ratepayers. lere. that 1s certainly not the case, According to Mr. Norwood. the
Company’s own analysis shows that the nominal cost of the Retrofit Both Units option (Keeping
the assets in service) 1s approximately $2 billiors ower than the cost of the EPA Settlement plan
(taking the asscts out of service). [ know of no ratemaking theory that would require ratepayers
to share the costs of retired assets, when such retirement results in higher, not lower. rates.

According to the Company’s own analysis and to Mr. Norwood’s testimony, the [sic]
PSO’s settlement plan with the EPA is not the least-cost option for ratepayers. Instead, it
appears to be a business decision of the Company that inures to the overall benefit of AEP. As
such. AEP, not the Oklahoma ratepayers, should bear the additional costs of closing coal units
in the prime of their useful life.
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PSQ states 1t does not track the book balances of Unit 3 and Unit 4 separately. but
estimates the net book value of Unit 3 at fune 3G. 2015, to be $137.274.384 and the net book
valuc of tnit 4 to be $79.164.779.

I recommend that the return on Unit 4 be suspended when the assets are no longer used
and useful for providing service. The return on the Unit 4 balance should end when the teturn
on the new ECP assets begins. [sic] whether the return on the new ECP assets begins through
(1) extending the rate base in this case out to April 2016. ¢2) implementing a rider to begin in
April 2016. or (3) filing a subsequent rate case after the assets go into service. Under each
scenario, the rate base used to calculate the revenue requirement for the new ECP assets should
be reduced by the remaining balance of the Unit 4 asscts.

This treatment would eliminate the return on the assets no longer used and uscful for
utility service but would allow the continued return of those asscts through depreciation
rccoveries. The umpact of this adjustment is $7.429.335. as shown at Exhihit MG 2.8 of my
Testimony.

14. Recommendations of Other OIEC Witnesses. The mpact of the recommendations of
the other OIEC witnesses s set forth in the table below, and also in Exhibit MG-2 of my
Testimony.

OTHER OIEC WITNESS RECOMMENDATION MPACTS

1 | Dave Parcell — Cost of Capital Impact 27,530,523

Y | Yack Pous — Depreciation Expense Impact §(22.482.509

3| Scott Nonwood — Northeastern Unit 4 O& M Impact 5(6.200.000)
15. Conclusion. My recommendations do not address every potential issue aftecting PSO’s

revenue requirement. | addressed many of what [ considered to be the material issues in this
case. The fact that I did not express an opinion on a paricular issue is not to be interpreted as
agreement with the Company's position on my part. [ reserve the right to update and amend my
revenue requirement recominendations based on the responsive testimony filed by other pariies
and the rebuttal testimony filed by PSO. My recommendations in the rate design phase may also
affect my overall revenue requirement recommendations. [ will file final OIEC revenue
requirement exhibits with my surrebuttal issues filing.

David C. Parcell

My name is David C. Parcell. [ am President and Senior Economist of Technical
Associates, Inc. My business address is Suite 580, 9030 Stony Point Parkway, Richmond,
Virginia 23235.
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[ hold B.A. (1969) and M.A. (1970) degrees in economics [rom Virginia Polytechnic
Institute and  State University (Virginia Tech) and o M.B.A. (1983) from Virginia
Commonwealth University, | have been a consulting cconomist with Technical Associates
since 1970, In connection with this. I have previously filed cost of capital testimony in over
525 public utility ratemaking proceedings betore some 30 regulatory agencies in the United
States and Canada.  Much of this testimony has been on behalf of commission staffs.
Attachment ] provides a more complete description of my education and rclevant work
experience.

I have been retained by the Oklahoma Industrial Encrgy Consumers (TOIECT) to
evaluate the cost of capial aspects of the current filing of Public Service Company of
Oklahoma ("PSO7). T have performed independent studies and am making recommendations
on the current cost of capital for PSO. In addition. since PSO iy a subsidiary of American
Fleetric Power Company. Inc. ("AEDP” or “Parent™). | have also evaluated AEP in my analyses.

My overall cost of capital recommendations for PSO are shown on Schedule 1 and can
be summarized as follows:

Percent Cost Retum
Long-Term Debt S5 36% 1920, 2730
Common Equiry 14 440, 9 123% 1 06%
Total 10000% 6 79%

This proceeding 1s concerned with PSO°s regulated electric utibty  operations in
Oklahoma. My analyses are concerned with the Company’s total cost of capital. The first step
in performing these analyses is the development of the appropnate capital structure. 1 have not
used the hvpothetical capital structure of PSO. as proposed in the Company’s filing. in my
analyses. Instead. [ have used the pro-forma test period capital structure of PSQ.

‘The second step in a cost of capital calculation is a determination of the embedded cost
rate of long-term debt. [ have used the pro-forma test period cost rate for long-term debt (4.92
percent) of PSO.

The third step in the cost of capital calculation is the estimation of the cost of common
equity ("ROLE™). T have employed three recognized methodologies to estimate the ROE for
PSO. Each of these methodologies is applied to a group of proxy utilities similar to PSO/ALP
and the group of clectrie utilitics used by PSO witness Robert B. llevert.  These three
methodologies and my findings are:

Methodologv Mid-Point
Discounted Cash Flaow {DCFE}) £.730%
Capital Asset Pricing Model (CAPM) 6 73%
Comparable Eamings {CE) 9.50%

My recommendation for PSO focuses on the results of the DCF and CL: analyses. 1 have
focused on the 8.75 percent to 9.50 percent results for the DCF and CE analyses.

OFFICIAL COPY

Apr 27 2018



Canse Vo PLD 2300208 Page ~0 of 164
Report and Recommendarions of the ddministrarive Law Judge

Combining these three steps into weighted cost of capital results in an overall rate of

return of 6.79 percent {which incorporates a ROE of 9.125 percent).
seott Norwood

My namc 15 Scott Norwood. My business address is P.O. Box 30197, Austin, Texas
78735,

I am a consultant specializing in the arcas of energy planning. procurement and
regulation, and President of Norwood Fnergy Consulting, 1.1.C.

I am an electrical engineer with over 30 years of experience in the electric utility
industry. After graduating (rom the University of Texas in 1980, I began my carcer as a power
plant engincer for the City of Austin’s Electric Utlity Department.  [n January 1984, 1 joined
the staft of the Public Utility Commission of Texas {"PUCT or “Commission™) where | served
as Managcer of Power ’lant Lngineering and was responstbic for addressing resource planning.
fuel and purchased power cost issues which came before the Commission. In 1986, 1 joined
GDS Associates. a Marietta, Georgia based consulting cngineering firm. [ was clected a
Principal of GDS 1 1990, and dirccted the firm’s Deregulation Services Department until
January 2004, when [ lelt o form Norwood Energy Consulting, LLC. The focus of my current
consulting practice is electric utihity regulatory consulting. My resume is attached as Exhibit
SN-1.

Fam testifying on behalf of Oklahoma Industnial Energy Consumers (TOIEC™),

I have testified in numerous past base rate and fuel proceedings betore the Oklahoma
Corporation Commussion ("OCC” or “Commission™). including a number of past cascs
involving Public Service Company of Oklahoma ¢PSO™Y.' 1 filed testimony addressing PSO’s
request for approval of a proposed environmental compliance plan in OCC Cause No. PUD
201200054, 1 have alse participated on behall of OIEC in past Commission proceedings
involving environmentad compliance issues. including OCC Cause No. PUD 201100077, and in
public hearings involving the 2012, 2013 update. and 2015 Integrated Resource Plans (“IRP™)
filed by PSO and Oklahoma Gas and Tlectric Company ("OG&E™). Through my participation
in these past projects. [ have become very familiar with the planning and operations of power
supply resources on PSO’s system. | am also familiar with the environmental compliance
activitics of AEP’s operating companies in Arkansas, Texas and Virginia as a result of my
review of regulatory filings 1n those jurisdictions. In addition, I have submitted testimony on
utility regulatory matiers in past proceedings before the Iederal Energy Regulatory Commission
("FERC™), and before state regulatory commissions in Arkansas. Georgla, lowa, lllinois,
Louisiana, Michigan. Missouri. New Jersey, Texas, Virgima, Washington, and Wisconsin. My
Lxhibit SN-1 provides a list of my past testimony in Oklahoma and other jurisdictions over the
last ten ycars.

The purpose of my testimony is to present my findings and recommendations regarding
PSO’s request for cost recovery for the Company’s environmental compliance plan (“ECP”)
under its settlement agreement with the United States Environmental Protection Agency

'* For example, see testimony of Scott Norwood on behalf of OIEC in OCC Cause Nos. PUD 2002 006754, PUD
2006 00030, PUD 2006 00285, PUD 2007 00365, PUD 2008 00144, PUD 2009 00158, PUD 2010 00050, PUD
201000092, PUD 2010 00372, PUD 2041 00106, PUD 2011 {129, PUT} 2012 00054 and PUID 2013 00188,
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("EPA™). the State of Oklahema and the Sierra Club (hercinafter referred to as the "EPA
Settlement™ or “Scttlement™), which was exccuted by the partics in October of 2012, My
testimony also addresses PSO’s proposed adjustment to production Q&M expenses to retlect
the scheduled retirement of Northeastern Unit 4 i April 2016.

OIEC is an association which represents the interests ot cenain industrial and other large
energy consumers. OIEC's members are among the largest users of clectricity on PSO's system.
and therefore are very sensitive to any electric rate tncreases proposed by PSO.  Industrics
served by PSO often operate in highly competitive business environments and therefore are
interested in ensuring that the Commuission deternune |sic| rates for PSO that are reasonable and
that reflect the lowest reasonable cost resources necessary to deliver reliabie cleciric service.

My primary findings and recommendations arc as follows:

PSO Request for Recovery of EPA Settlement Costs

e [t 15 my understanding that PSO's recovery of costs of the FPA Scitlement is subject
to a determination that the costs are reasonably incurred and that the Setilement adheres to the
lowest reasonable cost standard.  According to PSO’s own analvses immediately before
cntering into the EPA Settlement. the Scttlement is [orecasted to be much more costly and risky
than the alternative of retrofitting and continuing to operate both Northeastern Coal units
{hercinaiter referred to as the "Coal Retrofit” option) over a wide range of scenarios evaluated
by PSO. As summarized in Table 1. under PSO's Auguast 2012 base case analysis. the nominal
cost of the EPA Settlement 15 approximately S1.9 billion higher ($278 miilion higher on a
present value basis) than the Coal Refrofit alternative.

Table 1

PSO’s August 2012 Emvronmental Comipliance Analvsis
Coal Pebrofit Cost(Savings) vs EPA Settlement

(SAhhOlhons)
2011-2044Q 2011-2040
Cumn NPV Nommat Cost
Latz-2011 Analvsis
Baze Fuel 22 Yy Coal (S48 (52,0270
Avg All I Scenarios {5272 (31,13
Auvugust 2012 Update
Baze Fuel 2> Yr Coal (5278 {S1.560)
Avg All 7 Scenanos (597 (S99
High Fuel Prices (5601) (53,2800

Source: are PSO wiatness Weavter's Substihsted Extubits SCW-7 and 5CW-§,
PSQO's wimess Fate's Exhibit SLF -2, and PSO's responze to AG 1-4 from
QCC Canse ™No. PUD 201200G54.

@ PSO’s economic analysis of the EPA Settlement was unreasonably biased in favor of
the Settlement, making the Company's decision to enter into the Scttlement cven more
unreascnable. The major biases favoring the Settlement were: 1) including more than $3.7
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billion in highly speculative carbon taxes: 2) assuming in the base casc that the Northeastern
units were capable ol operating only 50 years. despite evidence that a 60 vear operating lite was
more likely: and 3) assuming that the 470 MW ot capacity lost due 1o the mandated retirement

of Northeastern Unit 4 in 2016 would not have to be replaced until 2024, 1f PSO’s analysis of

the EPA Settlement had been properly adjusted to exclude such unreasonable biases. the
advantage ol the Coal Retrofit alternative over the EPA Settlement would have been much
higher than suggested by the results in Table 1.

¢ PS07s decision to enter into the proposed EPA Setilement. which was executed in
October of 2012, was also premature because. at that time. £PA’s MATS rule and RH Federal
Implementation Plan ("FIP™) for Oklahoma remained under legal appeal. and the EPA’s carbon
ermisstons regulations had not even been proposed.

¢ SO has not re-evaluated the EPA Settlement in light of EPA’s final Clean Power
Plan (“"CPP™) regulations governing carbon emissions from existing generating facilities. These
regulations indicate that the level of carbon compliance costs assumed by PSO in ity economic
analyses of the PA Settlement was greatly overstated.  This means that the Company’s
forccasts of the cost advantage of the Coal Retrofit compliance option presented in Table 1
above were significantly understated and that the level of coal plant retirements agreed o by
PSO under the EPA Settlement were [sic] not necessary for complance with the established
carbon emissions standards.

e The [PA Settlement will virtually climinate fuel diversity on PSO’s system by
mandating the permanent carly retirement of Northeastern coal units 3 and 4, which represent
over 90% of the Company’s existing coal-lired generating capacity.  As a result of these

retirements. coal-tired peneration will decline from the current level of approximately 35% of

PSO’s total energy supply to approximately 3% ot total energy supply. This loss of fucl
diversity s expected to result in signiticantly higher and more volatile fuel prices for PSO’s
customers in the future,

¢ PSO has not evaluated the long-term customer rate impacts of the EPA Sctilement.
Based on the cost information provided by PSO. the Settlement is expected (o
disproportionately impact high load-(actor customers. since virtually all of the forecasted cost
increasc resulting from the Settlement occurs in fuel costs.

Based on the above findings and other findings discussed in my testimony, [ have
concluded that PSQO’s decision to enter into the I'PA Settlement in October 2012 was
unrcasonable and is likely to disproportionately impact high load factor customers.
Accordingly. [ recommend that the Commission:

¢ Disallow replacement capacity costs arising [rom purchased power contracts entercd
into by PSO with Calpine, Exelon and Tenaska to replace capacity that wil! be lost as a result of’
the required retirement of the Northeastern Unit 4 in 2016 under the EPA Settlement; and

e Authorize cost allocation methods to ensure that high load factor customers are not
required to pay a disproportionate share ol the increased fuel costs arising from the mandated
early retirement of PSO’s coal units under the EPA Scttlement. OIEC will present proposals
designed to ensurc a morc equitable allocation of cost increases resulting from the EPA
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Settlement in 1ts testimony addressing cost allocation and rate design issues. to be filed later in
this case

Northeastern Unit 4 Non-Fuel O&M

e PSO proposes to adjust test year non-fuel O&M expenses by approximately $2.1
million to account for savings resulting from the planned retirement of Northeastern Unit 4 in
April of 2016. This adjustment represents less than 10% ol the total non-fuel O&M costs
incwrred for Northeastern Units 3 and 4 last year.  The Company’s workpapers do not
demonstrate why such a small adjustment 1n O&M spending reasonably represents the cost
savings from retirement of Northeastern Uinit 3. Based on my review of the nature and level of
past costs incurred for operations and maintenance ol Northeastern Unit 3 and 4. [ recommend
that PSO’s test year non-fucl Q&M cexpenses instead be reduced by $6.2 mullion. which
represents just under 24% of the total combined non-fuel O&M costs reported for the
Northeastern coal units last year and 17% lower than the retirement O&M savings estimated by
PSSO in OCC Cause No. PUD 201200054,

Swmnmaries of Responsive Testimony of Public Utility Division

Dr. Craig R. Roach. PIL.D

The purpose of my Responsive Testimony is to review PSO’s request for recovery of the
costs mceurred to implement tts Lnvironmental Compliance Plan ("ECP™).

The major actions relate 1o compliance with the Regronal Haze Rule ("RHR™) and the
Mercury and Air Toxics Standard ("MATS™) at PSO’s two large coal-lired Northeastern units.
PSO’s implementation of the EPA Scttlement with respect to these two Northeastern units
called lor (a) emissions consistent with the use of low sulfur coal starting in 2014: (b) the
retirement of one of the coal units by 2016: (¢) the partial replacement of the power capacity ol
the retired unit with the purchase of capacity from a natural gas-fired combined cyele plant by
2016: (d) the retrofit of the other coal plant with Dry-Sorbent [njection ("DSI7). Activated
Carbon Injection ("ACTY). and IFabric Filter Baghouse ("I'F7) [sie] by 2016: {¢) limited capacity
factors for thu}:topcrating coal unit from 2021 to 2026; and {f) the retirement of the second coal
unit by 2026.

There are other actions aimed primarily at control ol nitrogen oxide ("NOX7} emissions.
These include Dry Low NOx burners at the Comanche plant. Included as well are NOx controls
at Northeastern Units 2. 3, and 4 and at Southwestern Unit 3; PSO terms the NOx controls for
these units as Separated Over-Fire Air or "SOFA.”

The standard lor judging PSO’s request for cost recovery is the prudence of its choice of
ECP. The core of a prudence review 1s a comparison of alterative approaches to comphance.

[ recommend that the Commisston approve cost recovery through the base rate appreach
for PSO’s environmental compliance plan. but with imporiant conditions. Note that approval of
cost recovery 1s warranted because PSO demonstrated the prudence of its choice of the EPA
Scttlement through its extensive cvaluation of alternatives in Cause 54.

"' Roach Responsive Testimony in Cause No. PUD 201200054, page 27 lines 1 to 14.
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This recommendation includes rejection of the test-yvear waiver. Costs incurred more
than six months past the end of the test year cost recovery would be accumnulated in a regulatory
assct tor which PSO may seek recovery ina future rate case.

[ have six conditions tor my recommendation to approve cost recovery.

I recommend that the hard cap be set at $210 mitlion. which is the cost estimate PSO used [or

the investment in evaluating the ECP against other alternatives in Cause 34, Specifically. under
the hard cap. PSO may not seck recovery of more than $210 million adjusted appropriately for
allowance for tunds used during construction (TAFUDDC™) and overhead. regardless of the
timing of cost rccovery.

Second. PSO should not be allowed 1o recover any costs for its Comanche Dry Low
NOx burners until the investments are in scrvice. This condition also includes rejection ot the
test-year walver.

Third. the Commission should deny cost recovery for the accelerated depreciation that
PSO secks to recover for Northeastern Units 3 and 4 over the 2016 to 2026 period. To mitigate
rate increases. depreciation for the undepreciated. ~original™ costs of these (wo units should
continue on 11s current pace to 2044

Fourth, PSO should be required to seck approval in this proceeding through rebuttal
testimony for PSO’s SOFA investmients on Northeastern Linits 5 and 4. Southwestern Unit 3.
and the majority of its investment in Northeastern Uinit 2. While PSO claims to have received
approval for these expenditures. and PSO has already included these investments in rate base. |
have not seen evidence that the Commission has granted explicit approval for these investments.
[ have no rcason at this timc to argue against cost recovery for these investments, but the

Commission must be given the opportunity {or an explicit approval.

I'ifth. PSO should be requured to seek approval in this proceeding through rebuttal
testimony for all three power purchase agreements related to replacing the power from the
retired Northeastern Unit 4. [ have previously supported and support here cost recovery for the
Calpine power purchasc agreement ("PPA™). I have no reason at this time to argue against cost
recovery for the other two PPAs. but the Commission must be given the opportunity for an
explicit approval of all three PPAs.

Sixth, the Commission should not rule on the prudence of the planned retirement of the
retrofitted Northeastern 3 unit in 2026 until 2 Commission hearing 1s held i or about 2020, The
same would go for a ruling on the capacity (actor limitations for that unit. This condition is
given added support by the fact that PSO itsell is unsure what it will do with Northeastern 3 in
2026 — as evidenced by its extensive analysis in this proceeding of converting the unit to natural
oas at that time and by its recent analysis of repowering the unit in PSO’s Integrated Resource
Plan ("IRP™) update.

David J. Garrett — Cost of Capital

David Garret [sic] for the Public Utility Division (“"PUD") of the Oklahoma Corporation
Commission (“OCC™ or “the Commission”) filed Responsive Testimony on October 14, 2015,
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it Cause No. PUD 201300208, The purpose of Mr. Garrett’s testimony is to review five items
in the July 1. 2015, Application of the Public Service Company ol Oklahoma ("PSO™ or ~The
Company ™) in Cause No. PUD 201500208. The items he evaluated were:

e the Company’s eamed return on equity ("ROE™)

o the Company’s capital structure

e the Company's embedded cost of {ong term debt

o the Company’s requested rate of return ("ROR™)

o the Company's Long Term --Short Term Incentives

PSO’s cost of capital 1s comprised of two components: debt and equity. While the cost

of debt is determined by [ixed. contractual intcrest payments. the cost of equity must be
estimated through financial models. Mr. Garrett employed three widely-used {inancial models

on a group of similar “proxy™ companics to arrive at a fair. reasonable and accurate cstimate of

the Company’s cost of equity in this case, including: 1) the Discounted Cash Flow Modecl; 2)
the Capital Asset Pricing Model: and 3) the Comparable Earnings Model. Finally. Mr. Garrett
conducted an objective analysis to determine the Company’s optimal capital structure.

The Discounted Cash Flow ("DCE™} Model 1s based on a fundamental {inancial model
called the “dividend discount mnodel,” which maintains that the value of a security is equal to
the present value of the future cash flows it generates. The general DCT Model may be
modified to reflect the assumption that investors receive successive quarterly dividends and
reinvest them throughout the year at the discount ratc. This variation is called the Quarterly
Approximation DCE model, which is what Mr. Garrett used in his analysis.  All else held
constant. the Quarterly Approximation DCF Mode! results in the highest cost of equity ¢stimate
lor the utility in comiparison to other DCEF models. The average DCFE result of the proxy
companics using the Quarterly Approximation DCF model is 7.96 pereent.

The Capital Asset Pricing Model ("CAPM™) is a market-based model founded on the
principle that investors demand higher returns for incurring additional risk,  There are
cssentially three terms within the CAPM equation that are required to calculate the required
return (K): 1) the risk-free rate (RF); 2) the beta coctficient (§); and 3) the market risk premium
(RM — RF), which 1s the required return on the overall market less the risk-free rate. Mr.
Garrett calculated the betas for each proxy company using linear regression. The equity risk
premium ("LERP") is the required return on the market portfolio less the risk-free rate. The ERP
is onc of the most [sic] factors in estimating cost of capital. There are three weli-known.
reasonable, and widely-rccognized ways to estimate the ERP: 1) calculating a historical
average; 2) taking a survey of experts; and 3) calculating the implied equity risk premium. Mr.
Garrett incorporated cach one of these methods in determining the ERP used in his CAPM
analysis. The average CAPM result (or the proxy group was 6.34 pereent.

The Comparable armings Model ("CEM™) involves simply averaging the earned returns
on cquity of other utility companies. In utility rate cases, analysts often perform the CEM on
the same proxy group of regulated utilities used in the CAPM and DCT analyses. Technically,
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however. this analvsis should be on a group of unregulated. competitive firms with similar risk
profiles. but such a group of competitive firms does not exist because utilitics have such little
risk. However. in conducting his CEM analysis. Mr. Garrett averaged the annual carned returns
on equity for each of the proxy companies from 2005 2014, The composite average and final
result of the CEM is 9.17 pereent. '

Capital structure refers to the way a firm finances its overall operations through external
debt and equity capital. Firms can reduce their weighted average cost of capital C"WACC™) by
recapitalizing and ncreasing their debt financing.  Because interest expense is deductible.
increasing debt also adds value to the firm by reducing the fir’s tax obligation.  Uising
technical analysis rather than simpiy looking at the capital structures ol the proxy group. Mr.
Garrett estimated the optimal capital structure for PSO. which consists of about 65 percent debt
and 35 percent equity.  Nonetheless. PLD is recommending a debt ratio of only 56 percent
which was the debt ratio present during the test vear. Imputing the optimal capital structure in
this case would result in an abrupt adjustment. rather than a gradual one. Additionally, Mr.
Garrett recommended PSO’s proposed cost of debt of 4.92 pereent.

Mr. Hevert uses two forms of the DCEF Model in his analysis. including the Constant
Girowth DCT Model and the Multi-Stage DCT Model. Mr. Garrett believes the results of Mr.
Hevert's Constant Growth DCFEF Model are unrcasonably high due to his high srowth rate
estimates. Mr. Hevert’s growth estimates in prior cases have been subject to extreme volatility.
In addition to ecmploying a constant growth DCF Model. Mr. THevert also emploved a Multi-
Stage DCI Model. Multi-Stape DCEF Models are gencrally used for firms with high growth
opportunities. Regardless. Mr. Garrett argues the results of Mr. Hevert's Multi-Stage DCF
Maodel are unreasonably high.

Mr. Garrett argues that Mr. Hevert's estimate of 10.3 percent for the equity risk
premium (“ERP™) is inappropriate. While Mr. Garrett conducted a thorough. robust analysis of
the ERP using three reasonable. widely-accepted methods. Mr. Hevert used none of these
methods. Mr. Garrett recommends that the Comnmussion disregard Mr. Hevert's CAPM results
due to his inappropriately high estimate for the ERP. Also. Mr. Garrett argues that Mr. Hevert's
Bond Yield Plus Risk Premium Analysis 1s inappropriate tor several reasons. Thus. Mr. Garrett
rccommends the Commussion disregard Mr. Ilevert's Bond Yield Plus Risk Premiuni analysis.

[n addition to having low levels of market risk. PSO also has low levels of tirm-specific
business risk. Investors do not expect a return for assuming firm-specific risk because such risk
can be climinated through diversification.  Only market risk is rewarded by the market.
Theretore. Mr. Garretl does not support any discussion of the Company’s firm-specific business
risks in the cause because it should have no mcaningful effect on the cost of cquity estimate
even if it [sic] relevant to other issues in the rate case.

Mr. Garrett recommended the Commission not allow flotation costs as argued by Mr.
Hevert. Flotation costs generally refer to the underwriter’s compensation for the services it
provides in connection with the securities offering. Mr. Hevert argues the Company should
receive a flotation cost adjustment through the DCF Model. Mr. Garrett believes the
Commission should not allow recovery of flotation costs in this case for the following three

2 Exhibit DG-C-17.
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reasons: 1) flotation costs are not actual “out-of-pocket™ costs: 2) the market already accounts
for flotatton costs: and 3) 1t is tnappropriate to add any additional basis points to a cost of equity
proposal that is already far above the true required return.

PSO’s pro forma expense levels include $8.739.893 of annual. or short-term. incentive
compensation and $3.782.340 of long-term incentive compensation. The Commission should
disallow 50 percent of short-term incentive compensation and 100 percent of long term
incentive compensation as it has done in the past.

Mr. Garrett requested the Commission adopt the following recommendations: 1) a cost
of equity of 9.23 percent. which is the highest point in a range of reasonableness of 8.75 to 9.25
pereent: 2) a cost of debt of 4.92 percent. as proposed by the Company: 3) a capital structure
consisting ot 56 percent debt and 44 percent equity: 4) an overall weighted average cost of
capital of 0.83 percent. which is the highest point in a range of reasonableness of 6.61 to 6.83
percent: and 5) an adjustment of $8,152.488 to reduce pro forma incentive compensation
expense.  These recommendations are fair, just, and rcasonable to both ratepavers and the
Company.

David I. Garrett — Rate of Deprectation

David Garrett of the Publie Utility Division ("PUD™) of the Oklahoma Corporation
Commission ("OCC™ or “the Commission™) filed Responsive Testimony on October 14, 2015,
in Cause No. PUD 201300208, The purpose of Mr. Garret’s [sfc] testimony 1s to review the rate
of depreciation in the July 1. 2015, Appiication of the Public Service Company of Oklahoma
("PSO” or “The Company ™) in Cause No, PUD 201500208.

“Depreciation systems’ are designed to analyze grouped property in a systematic and
rational manner. A depreciation system may be defined by four primary parameters: 1) a
mcthod of allocation: 2) a procedure for applying the method of allocation: 3} a technique of
applving the depreciation rate: and 4) a model for analyzing the characteristics of vintage
property groups. In this case. Mr. Garrett used the straight-line method, the average life
procedure. the remaining life technique. and the broad group model.

The most common actuarial method used by depreciation analysts 1s called the
“retitement rate method.” In the retirement rate method. original property data. including
additions. retirements, transfers, and other transactions, are organized by vintage and transaction
year. The retirement ratc method is ultimately used to develop an “observed life table™, which
shows the percent of property surviving at cach age interval. This pattern of property retirement
is described as a “survivor curve,” The most widely used survivor curves for this curve fitting
process are commonly known as the “lowa curves.” To calculate the average remaining life for
cach account, Mr, Garrett obtained the Company’s aged property data by installation and
transaction year, including additions, retirements, gross salvage and removal cost data. Mr.
Garrett used this data to develop an observed life table for cach account and then fitted the
observed retirement pattern with a smooth, complete [owa curve using hoth mathematical and
visual curve fitting techniques. Mr. Garrett obtained the average remaining lives for each
account basced on the Towa curves he selected. The specific process for conducting service lite
and salvage analysis in order to develop depreciation rates depends on whether the group of
property being analyzed is “life span” properly or “mass” propcrty.
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Lifc span property groups often contain a smail number of large units. such as a
generating unit. Life span property is retired concurrently.  in determining the overall
depreciation rate ot life span property, it is important (o estimate the amount of interim and
terminal retirements.  Mr. Garrett determined the interim amounts retired for cach life span
account by cstimating the pereent of original cost that will be retired during the life span of cach
unit. Mr. Garrett deterntined the percent of property surviving based on the interim Iowa curves
he selected tor each account. Once Mr. Garrett estimated the interim retired amounts for cach
life span account, he subtracted this amount from the ol amount of projected retirements in
order to caleutate the estimated amount of terminal returements. 1o estunate net salvage for
cach life span unit. Mr, Garrett calculated the weighted net salvage pereents from both terminal
and interim retirements.  Through statistical analysis of historical interim net salvage. Mr.
Garrett determined that the Company’s proposed mterim net salvage percentages were
reasonable. To caleulate the terminal net salvage percentages. Mr. Garrett divided the estimated
demolition cost for cach unit {less the contingency {actor) by the estimated amount of terminal
retirements.

Mass property includes depreciable property that is notl a part of hfe span property.
Mass property accounts usually contain a large number of small units that will not be retired
concurrently. The two key factors that Mr. Garrett had to estimate were remaining life and nct
salvage. To estimate remaining lile. Mr. Garrett performed actuarial analysis on the Company’s
aged plant data to obtain observed survivor curves. lTo estimate net salvage for cach mass
account, Mr. Garrett considercd historical net salvage percentages. Mr. Garrett concluded that
the Company’s proposed net salvage percentages for each mass property account were
reasonable.

Caleulated Accumulated Depreciation ("CAD™) is the calculated balance that would be
in the accumulated depreciation account at a point in time using current depreciation
parameters. such as average service life and net salvage. There 1s almost always an imbalance
between the actual accumulated depreciation amount and the CAD.  If the remaining life
application technique is uscd. as Mr. Garrett did in this case. any imbalance hetween the actual
accumulated depreciation amount and the CAD 1s "automatically™ amortized over the remaiing
life of the account and no additionat adjustmient 1s required.

The differcnces in PSO’s and PUIY's proposed rates arise primarily from several key
issucs: 1) Premature Retirement of Northeast Units 3 and 4: 2) Service Lifc Estimates for Mass
Accounts: and 3) Terminal Net Salvage Estimates for Life Span Accounts,

In the interest of fairness to ratcpavers, the probable retirement date for Northeast Units
3 & 4 should rcmain at 2040 for analytical purposes. PSO is planning on retiring Northeast
Units 3 and 4 in 2026 and 2016, respectively, and the Depreciation Study reflects the recovery
of Northeast Units 3 and 4 utilizing the rctirement date of 2026, Howcever, the original prohable
retirement date for Northeast Units 3 and 4 is 2040. which represents the units’ actual,
economic useflul life. Thus, PSO is prematurely retiring these units about 14 ycars before the
end of their useful lives, which increases the rate impact to customers by about $12 millien. In
the interest of fairness to ratepayers, the Company should not be allowed to accelerate the
recovery of its capital investments in Northeast Units 3 & 4.
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The net etfect of PUDs adjustment to mass property accounts is a decrease of about $11
million to the annual accrual. Mr. Garrett relied on both mathematical and visual curve fitting
mn order to determine the best fitting Towa curve for cach account. Many of the lowa curves Mr,
Guarrett selected were the mathematically best fitting curve. For some accounts. however. the
mathematically best fitting curve resulted in average lives that appeared unreasonably long. For
those accounts, Mr. Garrett chose the mathematically highest ranked Towa curve and average
lite that appeared reasonable,

Mr. Garrett made adjustments to PSOs proposcd terminal net salvage pereentages. Mr.
Garrett calculated the terminal net salvage percentages by dividing demolition cost |sic] for
cach location by the amount of terminal retirements for cach location. The difference [sic] in
PSO’s and PUD’s terminal net salvage rates arise primarily (rom two factors related to the
estimated decommissioning costs: 1) removal of the escalation factor: and 2 removal of the
contingency tactor. PSO applied a 2.5 percent escalation factor to the estimated demolition
costs. which adds about §77 million to the total costs. The Commission should not consider
escalated demeoelition costs m this case for the following reasons: 1) the escalated costs do not
appcar 10 be calculated properly: 2) the Company did not offer any testimony in support of the
escalation factor: 3) an escalation factor that does not consider any improvements in technology
or cconomic efficiencies likely overstates future costs: 4) it is inappropriate to apply an
cscalation factor to demolition costs that are likely overestimated: 3) asking ratepavers to pay
for tuture costs that may not occur falls outside ol the "known and measurable™ standard: and 6)
the Commission has not approved escalated demolition costs in previous cases. In its
demolition cost study, S&I. applied a 15 percent contingency factor to its cost estimates. and a
negative 13 percent contingency factor to its scrap metal value estimates.  The Company
provides little justification for this contingency factor other than the plants might experience
uncertainties and unplanned occurrences. This reasoning fails to consider the fact that certain
occurrences could reduce estimated costs.  Furthermore. 1t 1s very likely that S&I. has
overestimated the demolition cost. It would be especially inappropriate to consider an arbitrary
and unsupported contingency factor that increases costs that are already overestimated.

Mr. Garrett recommends an adjustment of $25.435.929 to reduce the Company’s
proposed depreciation expense. PUD™s adjustment is fair and reasonahle to the Company and to
ratepayers.

Kiran Patcl

Kiran Patel is employed by the Public Utility Division ("PUD”) of the Oklahoma
Corporation Commission ("OCC™ or “Commission”). Ms. Patel filed Responsive Testimony on
October 14, 2015. The purpose of her testimony was to provide detail of the arcas that were
reviewed by PUD and to discuss the review process. In addition, her testimony is to support her
arcas of review relative to the PSO application for an order adjusting its rates. changes [sic]. and
terms and conditions of service in the State of Oklahoma.

PUD analysts who have filed testimony on the [sic] behalf of PUID and the areas covered
are as follows:
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» Robert Thompson will cover the PUD accounting exhibit and overall accounting
adjustments

e David Garrett will cover the Depreciation and Cost of Capital

e Jeremy Schwartz will cover Rate Design and Cost of Service

e Kathy Champion will cover General Discussion on Riders

e Jason Chaplin will cover SPP Transmission Cost and related matters

e (ootlrey Rush will cover Payrell Expenses and Director’s Salary and Expenses
¢ [lunter Hopan will cover Rate Basce and related expenses

e (raig Roach will cover PSO’s Environmental Compliance Plan

e Kiran Patel will cover Rate Base and related expenses

PUD reviewed all information and testimony provided by the Company as a part [séc]
the Application in this cause. PUD further reviewed Commission orders. testimony related 1o
areas in prior causes, and work papers relating to PSO. PUD communicated with the Company
through email. phone calls, in-person reviews. electronic information/data requests and
reviewed responsces to these requests.

In response to the application filed by PSQO, for the assigned arcas. Ms. Patel reviewed
the following areas: Annual Report. Regulatory Financial Report. SEC 1 OK Report. Taxes
other than Income. Bad Debt Lixpenses. Overhead and Maintenance. FERC Account 500s.
O&M  Generation  Non-lucl.  Fuels  and/or  Purchased  Power,  Informational

fInstructional/Miscellancous/Sales expense and Rate Case Expense.

After conducting a thorough review of PSO’s Application package and conducting an
on-site visit. Ms. Patel proposes adjustments as shown below:

For Current Rate Case expense, PSO estimated current rate case expense in a WP H-13
at $509.000. PSO proposed an amortization over 24 months: PUD agreed with PSO |sic}
recommendation for amortized {sic] over two years. Based on prior rate case orders prescribing
amortization of rate case expenses over a 24-month period [sic].

For Prior Rate Case Expenses, PSO recominends an annualized adjustment (WP H-13),
in the amount of $555,601. PSQ proposed an amortization over 24 months; PUD agrecd with
PSO [sic] recommendation for amortized [sic] over two years.

For AEPSC adjustments billed to Rate Case Expense, PUD proposed adjustment H-8
to decrease AEPSC overhead incentive expenses in the amount of ($131.493) that added in rate
Case exXpenses,
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For the Rate case expenses, PUD proposed an adjustment 11-8. (decrease) in the amount
of $131.495 ALPSC Billing included. PUD adjusted Incentive Compensation, Restricted Stock
Incentives, and Stock-based Compensation that totaled of $131.493 in WP H-13.1 linc [sic] 14.
15 andl6. PSO’s adjusted rate case expense m the test vear amount of $1.602.588 in the rate
base and PUD proposed an annualized amount ot $1.471.093 in the rate base {sic/.

For the Expert Witness Rate Case expense; PUD proposed adjustment No. H-11, to
increase $300.000 for the expert witness rate case expense. PUD then recommends that this
portion of the rate case expense amount be amortized over a two year period and true it [sic] up
all cost [sic] when incurred.

For the Taxes other than Income Taxes, PSO’s adjustment was a decrcase in [sic]
Federal Insurance Contribution Act tax of $83.433 and a decrease of $190.749 for Franchise
and Excise Tax. Payroll tax 15 covered by PUD witness Geotfrey Rush, PUD has reviewed the
Company’s preparcd binder and all supporting documents. The franchise tax 1s a minimum of
$10.0¢ and a maximum of $20,000. PUD does not propose any adjustment.

For the Bad Debt expenses, PSO’s bad debt s factored. meaning PSO sells a portion of
bad debt to a thurd party at a discount. PSSO sull performs collection services for the accounts
recervable amount and also maintains a reserve for the uncollectable amounts. PSO proposed a
($221.598) decrease for the factoring. PUID witness Robert Thompson will address this in his
testimony. PUD agrees with the Bad Debt expense and does not make any adjustments to the
Bad Debt Expensc account.

For Fuel _and Purchase Power revenues, PSO proposed an adjustment to remove
$791.339.138 of fuel-related revenuce collected under the OCC-approved Fuel Adjustment
Clause ("FAC™) [rom the rate base revenue requirement.  There are four {4) adjustments,
mncluding for |sic] WP 11-2-22 Purchased Power revenue adjustment ($37.354.310). WP 1-2-23
revenue adjustment ($750.301.127) and WP 1-2-25 Miscellancous revenue  adjustment
($3.683.701). All tucl-related revenug has been moved into the FAC.

PSO also proposed four adjustments o remove S695.152.152 of tuel expenses recovered
under the FAC from the rate base.  These adjustments are shown on WP []-2-22
($264.126.597), WP H-2-22 ($431.017.336) and WP [1-2-26 AEPSC Billings ($8.219). PUD
agrees with the fuel-related revenue and expenses adjustment. It 1s consistent with Final Order
No. 639314 1n Cause No. PUD 201300217, which removed [uel related revenues and expenses
from base rates. PUD has no objection to PSQ's fuel-related revenue and expenses adjustments.

For O&M Generation Non-Fuel, PUD reviewed the testimony of PSO witness Mr.
Gary Knight. had an on-sitc mceting with him in PSO’s Oklahoma City office. and also
reviewed WP H-2-42 to reconcile $79.406,082 with the general ledger. PUD has not proposed
any adjustments to O&M Generation Non-Fuel. PUD agreed with the Company’s approach and
adjustments.

For _Informational/Instructional/Miscellaneous-Sales Expense, PUD  proposcs
Adjustment No. H-10 [sic] amount of $183.241 concerning cxpenses for Edison Eleciric
Institute (“EEI), lobbying expense, Chamber of Commerce. Hugo Lions Club, etc.. that do not
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appear to benefit ratepayers exclusively and. therefore. should not be recovered from ratepavers.
PUD recommends that this kind of expense be shared between ratepaycers and stockholders.

Hunter Hogan

Mr. ITunter Hogan is employed by the Public utility Division ("PUD™) of the Oklahoma
Corporation Commussion ("OCC™) and filed Responsive Testimony on October 14, 2615 in
Cause No. PUD 201500208. The purpose of Mr. Hogan's testimony is to present PUD's
recommendation for his assigned arcas in response to the application liled by the Public Service
Company of Oklahoma.

Mr. Hogan recommended four adjustments to the areas of prepayments. customer
deposits. off system trading deposits, and matenals. [sic| supplics balance. For the remaining
eighteen areas that Mr. Hogan reviewed. he is not recommending any adjustments. These areas
include: adjustments to rate base, fuel inventorics, advances for construction balances. policy on
refunding customer deposits. analysis of customer deposits. tax collections payable and deferred
credits  balances. miscellaneous deferred debits balances. operating reserves and accrued
liabititics. consolidated companies and subsidiaries balance sheet, inconie statements for the test
year and first preceding vear. cost allocation basis.  atfiliate/subsidiary  general  data.
affiliate/subsidiary contracts. assets sold/transferred to affiliates/subsidiaries. services/products
from affiliates/subsidiaries. scrvices/products to aftiliates/subsidiaries.

For the first adjustment, Mr. Hogan recommended PUD adjustment No. B-§. to deerease
the prepayment balance by ($1.709.670}. PSO used a 13-month average for prepayment
amount, after revicwing data request responses and 6 month post test year numbers. Mr. Hogan
testitied that using the 13-month post test year average balance represents an up to date account
balance. For the second adjustment. Mr. Hogan recommended PUD adjustment No. 83-1 to
decrease the customer deposits account by ($1.609.152). Mr. Hogan stated that utilizing the 13-
month post test-year average in comparison to PSO’s year-end balance allows for up to date
account balances of customer deposits. For the third adjustment, Mr. Hogan recommended
PUD adjustment No. B-5 to incrcase the off system trading deposits balance by $876.539. PSO
uscd a 13-month average for off system trading deposits amount. after reviewing data requests
and post test-year numbers. Mr. Hogan testified that using the 13-month post test-year average
balance represents an up to date account balance [sic]. For the fourth adjustment. Mr. Hogan
recommended PUD adjustment No. B-2 to decrease the materials. supplies account by
(S182.869). Mr. Hogan believes that utilizing the 13-month post test-ycar average in
comparison to PSO’s year-end allows for an up to date account balance of matenals. [sic]
supplics.

Mr. Hogan did not propose any adjustments to the remaining arcas. The remaiping arcas

were not adjusted by PSO and do not have an impact on the ratc base. Mr. Hogan reviewed
these areas and did not find any areas of concern nor any adjustments that were required.

Geoffrev M. Rush

Geofirey M. Rush is employed hy the Public Utility Division ("PUD”) of the Oklahoma
Corporation Commission (*OCC”) and filed Responsive Testimony on October 14, 2015, in
Cause No. PUD 201500208. The purpose of Mr. Rush’s testimony is to present PUD’s
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recommendation for his assigned areas in response to the application filed by the Public Scrvice
Company ol Oklahoma.

Mr. Rush reviewed all information and testimony provided by the Company in this
Cause related to his assigned areas of review. In addition. PUD reviewed previously filed
testimony i related areas for prior causes. and work papers relating to PSO.  Mr. Rush
communicated with the Company through cmail. phone calls. in-person reviews, electronic
information/data requests and reviewed responses to these requests and those of other parties to
this cause.

Mr. Rush recommended an adjustment which will decrease Pavroll Expenses in the
ammount of {$1.500.134.36). This adjustment recognizes six months post test year data. which
captures recent information.  In the arca of Payroll Taxcs. Mr. Rush rccommended an
adjustment in the amount of ($104.334 .34}, based on PSO’s effective rate of 6.935 percent. The
amounts ot these adjustments represent a reduction of 51.604.468.74. PUD believes that the
adjustments made are fair. just. reasonable and in the public interest.

For the remaining areas that were reviewed. there are no adjustments being
rccommended.  These arcas include: Payroll Description. General Salary Adjustments. Part-
Time Employees. Payroll Distributions. Work Force Level Changes, Wage & Salary Surveys.
Accrued Compensated Absences, Directors’ Fees and Excecutive Salaries. Directors/Ixecutive
Expense Vouchers and Exccutive Salary Surveys.

Tason Chaplin

Jason Chaplin is employed by the Public Uunlity Division ("PUDT) of the Oklahoma
Corporation Commission ("OCC™ or "Commission™). Mr. Chaplin filed Responsive Testimony
on Qctober 14, 2015, The purpose of his testimony was to give an explanation of the review
and rccommendations of PUD pertaining to PSQ’s request to adjust the recovery of certain SPP
transmission costs through their SPP Fransmission Cost ("SPPTCT) Tracker and basc rates.

PUD reviewed all information and testimony provided by the Company in this Cause
rclated to PSO’s request to adjust recovery of SPP transmission costs through their SPPTC and
base rates.  PUD further reviewed Commission orders. testimony to related areas in prior
causes. and work papers relating to PSO. PUD communicated with the Company through
email. phone calls. and reviewed responsces to data requests.

PSO requests that they be allowed to implement accounting similar to that approved for
storm recovery for the costs being recovered in base rates for certain SPP costs.  PSO requests
to deter. as a regulatory asset or liability, the difference in actual expenses and the amount
included in PSO’s basc rates. For SPP transmission expenses, PSO would defer the difference
between actual cxpenscs and $46,133.269 related to SPP Schedules 1A, 9. 11 and 12 that are
not included in the SPPTC tracker.

PSO is proposing five adjustments to its operating income related to PSQO’s base rate
SPP expenses. The table below summarizes the five adjustments:
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Schedule H-03

Adjustment Amount SP WP Reference

Annualize Oklahioma TransCo. Praivie
Wind and Tramsource Missouni Base

Plan Funding Costs Not Recovered 1182801 SPWP H-02-2%
Through PSO’s SPPTC Tracker

Annualize Oklzhoma TransCo DBase

Plan Funding Costs Per 2015 SPP S1.e33610 SPWP H-02-29

Formula Rate Filing

Annualize SPP Network Integrauon . _ o
Transmission Service Costs 52,145,004 SPWP H-02-31
Annualize SPP Administrative Fee S68>.960 SPWPH-02-3
Annualize SPP FERC Assessment Fee 537901 SPWPH-02-3]

PUD recommends that use of riders should be limited in number and scope and that a
standard set of criteria be used to evaluate the approval and continuation of riders.  For this
case. PUD used the following criteria to review cach of the riders in use or proposed by PSO
and recommends the use of these criteria in evaluating future rider requests:

e Are costs substantial and recurring — relative to overall costs??
s Are costs volatile and unpredictable?
»  Are the costs outside utilities control?

PUD further recommends that {anguage be added to the tariff to require a broader review
before approval and implementation of new factors. i any annual adjustment excceds 50
percent.  This broader review provides another mechanism for PUD to ensure customer
protection while also inceativizing PSO to pursue cost control within the SPP organizational
structure continually.

PUD recommends the Commuission approve the following:

Not allow PSO to defer. as a regulatory asset or liability. the difference between actual
expenses and the amount included in PSO’s basce rates

Approve PSO’s five (5) adjustments to operating income related to PSO’s base rate SPP
exXpenses

Approve modification to SPPTC tarifl to limit annual adjustmenis

PUD belicves these recommendations balance the interests of parties. are fair, just and
reasonahle, and in the public interest.

Kathy Champion

Kathy Champion is employed by the Public Utility Division (“PUD”) of the Oklahoma
Corporation Commission (“OCC™ or “Commission™. Ms. Champion filed Responsive
Testimony on October 14, 2015. The purpose of her testimony was to provide a review of the
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proposcd adjustments to revenues. the request for an additional rider in this Causc. and the
overall use ol niders by the Company.

PUD reviewed all information and testimony provided by the Company in this Cause
related to revenue recovery through riders.  PUD further reviewed Commission orders.
testimony to related areas in prior causes. and work papers relating to PSO. PUD
communicated with the Company through email. phone cails. and reviewed responses to data
TeQUESLS.

PUD reviewed the proposed adjustments to base revenue. other revenucs and fuct
revenues. Except for the PUD’s recommiendation to reverse the adjustments made to revenues
{and costs) related to the System Reliability Rider. PUD has no changes to the Company’s
proposed revenue adjustments.

Regarding niders. PSO currently has eight riders in place and has requested another, the
Environmental Coest Recovery Rider. to recover the costs of compliance. PUD recommends
that the overall use of riders be reviewed and evaluation criteria be established for usc in
determining the need {or additional riders. PUD recomimends that riders be allowed onty if they
are used for cost that [xic] are: outside of the utilities control: substantial: and unpredictable or
volatile, PUD reviewed the oxisting riders using that recommended cniteria and found most
would not meet the test.

Upen review ol the riders. PUD recommends: the Lavironmental Cost Recovery (ECR)
not be approved and recovery of those costs remain in basce raies: closure of the System
Iardening Rider {SRR): add language to the Southwest Power Pool Cost Tracker (SPPTC) that
would require broader review 1t anmual increase exceeds 30 percent: add language to the
Advanced Metering Infrastructure {AMI) to provide [sic] date certain for [sic] closing rider: add
language to the Demand Side Management Cost Recovery Rider (DSMCRR) that would limit
the accumulation of lost revenue recovery.

PUD believes these recommendations balance the interests of parties. are fair, just and
reasonable. and in the public interest.

Robert C. Thompson

Robert C. Thompson is employed by the Public Utility Division ("PUD™) of the
Oktahoma Corporation Commission (“OCC™ or “Commission™). Mr. Thompson f{iled
Responsive Testimony on October 14, 2015, The purpose of his testimony was to provide a
review of the proposed adjustments in this Cause and the Accounting Exhibit for PSO Cause

No. 2001300208 [sic].

Mr. Thompson reviewed all information and testimony provided by the Company in this
Cause related to his assigned areas of review. [n addition, PUD reviewed previously filed
testimony in related areas for prior causcs, and work papers relating to PSO. Mr. Thompson
communicated with the Company through email. phone calls, in-person reviews, reviewed
electronic information/data requests and reviewed responses to these requests and those of other
parties to this cause.
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Mr. Thompson’s testimony focuses on the following arcas:

Plant in Service: PUID proposcs adjustments to update plant in service to the 6-month
post test vear balance at July 31, PUD s adjustments B-3 increase plant in service included in
rate base by $9.557.979.

Environmental Controls: PUD is proposing to include $135.075.111 in environmental
control investment incurred at 6 months post test vear in rate base.

Accumulated Depreciation: PUD proposes an adjustment to update accumulated
depreciation to the 6-month post test year balance at July 31, 2015, PUD's adjustment B-4
increases accumnulated depreciation by $39.145.204. which is a decrease to rawe base.

Non-AMI (Automated Meter Infrastructure) Meters in Rate Base: PUD proposes
adjustments to update regulatory assets to include Non-AMI Meters to the 6-month post test
year balance at July 31. PUIY's adjustments [sic] B-9 inerease plant in service included in rate
basc by 518.262.961.

Cash Working Capital: PUD proposes an adjustment to the cash working capital
(CWC) which includes all of PUD’s proposed changes to those accounts included within the
cash working capital caleulation. PUD agrees with the cash working capital methodology
which excludes non-cash items such as deprectation. investment tax credit and common equity.
PLD’s adjustment will decrease cash working capital included in rate base by $186.040,

Accumulated Deferred Income Tax: PUID proposcs an adjustment to update
accumulated deferred income tax to the 6-month post test vear balance at July 31, 2015, PUDs
adjustment  will decrease accumulated deferred income tax included mn rate base by
($39.145.204).

Prepaid Pension Asset: PUD supports the inclusion ol $96.864.056 1n prepaid pension
asscts in rate base as proposed by PSO.

Amortization Expense: PUD proposes to adjust the amortization expense 1o include
amortization on Non-AMI meters by $1.749.592.

Factoring Expense: PUD proposcs to adjust the factoring cxpense by ($224.029) to
reflect PUD s revenue requirement.

Ad Valorem Tax Expense: PUD proposed to adjust ad valorem tax expense by
($2.133.195}.

Interest Synchronization: PUD is proposing an adjustment to the intcrest expense
within the income tax calculation to reflect changes to the rate of return and rate base. Interest
synchronization is a method that provides an intcrest expense deduction for regulatory income
tax purposes equal to the ratepayer’s coniribution to PSO for interest expense coverage. PUD's
adjustment for interest synchronization will decrease the net income before income tax by
$2,402,266.
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Current Tax Expense: PUD is proposing an adjustment to current mcome taxes (o
retlect PUD s adjustments to the operating income statement. including the revenue deficiency,
resdting tna net decrease to PSO’s operating income of $7.513.020.

Larry Blank - Rate Design/Cost of Scevice Issucs

On October 23, 2015, Dr. Larry Blank filed Responsive Testimony on behalf of the
United States Department of Defense and all other Federal Executive Agencies ("DolXFLEA™) 10
address the cost of service study and rate design proposals 1n the direct case of the Public Service
Company of Oklahoma ("PSO” or "Company™} for Cause No. PUD 201500208, Dr. Blank
testities on the following issues, among others:

-Review of base rate cost of service methodology and rate design filed by PSO:

+Assessment of the proposcd Lnvironmental Compliance Rider ("ECR™ to
including |sic| several revisions to the proposed ECR tariff language: and

-Recommendation of a propoesed tariff rate schedule tor Northeastern Unit 4
Recovery Rider ("NE 4 Rider™y.

PSO’s filed cost of service study i1s considered by Dr. Blank to use widely accepted
methods and 1Ir. Blank recommends adoption of these methods and the results. However, after
reviewing the proposed base rate increase methodology and rate design. as filed by PSO. Dr.
Blank testities that PSO’s proposal for allocating costs deviates from its cost of service study
results.  PSO’s base rate incrcase methodology docs balance the interest of the two largest
customer classes; t.e.. Service Level 1 ("SL17Y and Service Level 2 ("SL27). SL2 customers will
receive an increase somewhat above the cost of service result and SL1 customers will recelve an
incrcasc somewhat below the cost of service. Dr. Blank's review of PSO’s cost allocation found
that the Residential class would receive the largest benetit [rom the Company’s proposed rale
design.  To create a more reasonable cost assignment. Dr. Blank suggests the Commission
consider moving a portion of the revenuc requirement away from the Commercial and Small
Industrial classes to the Residential class.

Environmental Compliance Rider Rate Desien

Dr. Blank continues to support the DolD/FEA rccommendation that the post-test year
adjustments sought by PSO not be included in base rates and rather should be considered in the
base rates revenue requirement in the next general rate case rather than through an ECR;
however. if the Commission believes the ECR is preferred, then Dr. Blank has provided scveral
recommended modifications to add neccssary details and prevent over-recovery. Dr. Blank
identifies the following issues in the ECR rate schedule proposed by PSO:

a. Lacks important details on the definition and calculation of “Environmental
Costs™;

b. Fails to specify the rate of return;
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« Tails to include accumulated depreciation in the calculation:

4. Overstates and fails to speeify depreciation rates and expense:

. Needs to more clearly specify the allocation methodology: and

¢t Tails to specify an annual filing for the recalculation ot the ECR.

Based on the issues described above, Dr. Blank's testimony. including his Exhibit 1.B2-1.
recommends several adjustments to the ECR tarifl’ language proposed by PSO. The major
adjustments are summarized as follows:

a. The components of PSO’s “Lnvironmental Costs™ cquation should include the
welghted average cost of capital from the most recent rate case.

h.  Dr. Blank also recommends the Environmental Control Plant included in the rider
should be limited to plant in service. not construction work in progress. Dr. Blank
delines the cnvironmental control plant as the plant in scrvice at Northeastern
Unit 3 ("NE 37) and Comanche Power Station {"Comanche™)

«.  The accumulated depreciation used in the caleulation should be based on the
ellective period for the rider. and not based on historic balances.

4. The depreciation expense should be based on current depreciation rates for NE 3
and Comanche.

¢. Provides an annual recalculation filing process.

. Dr. Blank also provides an aiternative recommendation that presents a
compromisc 1o the two extremes for environmental cost recovery as suggested by
PSO. Dr. Blank’s compromise recommendation 1s the creation of a regulatory
asset for the cnvironmental control cquipment plant in service at NI 3 and
Comanche. Disposition of the regulatory assel should occur in the next general
ratc casc. which should be encouraged soon.

Northeastern Unit 4 Recovery Rider Design

Dr. Blank provides a tariff ratc schedule in his Exhibit LB2-2. the NE 4 Rider. [or
annualized recovery of costs related to NE 4 in an amount of $6.331.684. This amount should be
allocated based on the class production allocation ratios for each major rate c¢lass within the
Oklahoma retail jurisdiction as determined in the cost of scrvice study of the last gencral rate
casc.

Summaries of Responsive Testimony of Oklahoma Attorney General

Ldwin C. Farrar

Mr. Edwin C. Farrar filed his Rate Design Testimony Summary on October 23, 2015,
The purpose of his testimony was to discuss his approval of Public Service Company of
Oklahoma’s (PSQO’s) decision to allocate any ratc increase resulting from the PSO rate case
gqually among customer classes, thus mitigating potential rate shock to the residential class.
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Mr. Farrar stated that PSO is recommending that its requested rate increase be distributed
equally to the customer classes. It PSO’s Class Cost of Service Study were the only basis for the
distribution of the rate increase. then the residential increase would be significantly higher.

Mr. [aitar stated that in gencral. the Commission should consider the burden cach
customer class places on the utility system. A Class Cost of Service Study accomplishes this by
classifving costs and then allocated |sic] them to each customer class based on the study's
paramcters.

Mr. Farrar stated that with the sigmificant increase requested in this Cause. he was
concerned that a move to a full cost of service base rate [or residential customers would result in
rate shock. and accordingly. would not be practical at this time. Mr. Farrar stated that PSO made
a reasonable proposal to minimize rate shock to residential customers considering the magnitude
of the increase requested in this Causc.

Mr. Farrar reserved the right to review issued |sic] raised by other partics in this Cause
and to address thosc issues at a later time.

James W, Daniel

James W Daniel, Vice President of the firm GDS Associates. Inc. {"GDS™) and Manager
of GDS™ office in Austin, Texas, testified on behalf of the Oklahoma Office ol the Attorney
General.  Mr. Daniel’s Responsive Testimony addressed PS(O's proposal to implement an
Environmental Compliance Rider ("ECR™) to recover cerlain environmental compliance costs.
His testimony discusses both policy reasons and Public Service Company of Oklahoma (“"PSO™
or "Company™) specific reasons that the Oklahoma Corporation Commission ("OCC™ or
“Commission”) should not approve PSO’s proposed LCR,

The Company is proposing to recover the capital cosis related to cnvironmental
compliance facilities cither in base rates or through the proposed ECR. The environmental
compliance facilities are related to Northeastern Unit 3 and the Comanche Power Station, and are
supposed to go into effect in January 2016 and June 2016, respectively. Since these facilities
would go in scrvice more than six months after the end ol the test vear. the costs do not qualify
for base rate recovery in this case.

Mr. Danicl raises numerous policy or general 1ssues as to why the {uture environmental
compliance costs should not be recovered through an automatic rate adjustment clausc or rider.
These general 1ssues include:

(H the costs are mostly fixed and stable making them inappropriate for rider
treatment and so. if recoverable at all, they should be sought in base rates
in a future rate casc,

(2) the proposed ECR results in piecemeal ratemaking.

(3) the proposed rider will result in a disincentive for PSO to control costs.

(4) the proposed rider will shilt risks trom stockholders to ratepayers. and

(5} PSO already recovers a substantial portion of its revenue requirements

through riders.
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Mr. Daniel also raises PSO-specilic problems with the proposed ECR. The specilic
problems with PSO’s proposed ECR include:

(H the rider would reduce risks to PSO’s stockholders without any offsetting
adjustment to PSO’s proposed return on equity, and

{2) the rider would recover environment compliance capital costs (or the
Comanche Power Station while those facilities are still under construction.

In addition. should the Commission approve an ECR. the proposed provisions in PSO’s
ECR Tariff should be modified for the following issues:

(0 the detinition of “Environmental Costs™ should include a cap on the
investment in the facilities.

2) the true-up provisions should be determined on a customer class specific
basis,

(3) the proposed term of the £CR should not be open-ended.

() the Class Production Allocator should be updated periodically rather than
remain constant. and

{(5) there should be a review and approval process for atfected parties and the
Commission to review future proposed ECR flactor filings.

PSO’s proposed ECR is [raught with issues and problems and should not be approved by
the Commission.

Summary Responsive Rate Design Testimony of Mark E. Garrett

1. As part of its Environmental Compliance Plan ("ECP™), PSO is proposing 0
recover costs of $44.2 million annual revenue requirement related to environmental compliance
tacilities that will not be placed in service until 2016. PSO seeks Commission approval of
these costs either: (1) by including the costs in base rates, or (2) implementing a new rider, the
Environmental Compliance Rider ("ECR™) for the recovery of these costs. Both proposals are
inappropriate and should be rejected by the Commission.

2. PSO’s proposed rate base treatment of the $44.2 million of ECP costs should be
rejected because tbe assets associated with these costs will be placed in service in 2016, well
beyond the statutory cut-of( for rate base additions, which ended July 31, 2015,

3. PSO’s proposed rider recovery of the $44.2 million of ECP costs should be
rejected because these costs do not qualify for rider treatment. PSO has not sougbt pre-
approval of ECP costs pursuant to 17 O.S. 286, and PSO’s ECP capital asset additions are not
the types of costs that are appropnate for rider recovery.

4. PSO has not demonstrated that extraordinary measures are needed, or
appropriate, for the recovery of its ECP costs. The ECP costs are not volatile or widely
fluctuating costs, nor are they sufficiently significant to impugn the financial integrity of the
Company. PSO should seek recovery of these costs througb a general rate case proceeding
once the facilities are placed in service.
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5. t my recommendation 1s rejected. and PSO’s ECR is approved in this docket. [
recommend scveral important changes to the rider. {1} The recovery amount should be reduced
by $6.2 million for the O&M adjustment proposed in the Responsive Testimony of OIEC
witness Scott Norwoed. (2) The recovery amount should be reduced by $7.4 million to remove
the return on the stranded Northeastern Unit 4 assets. as discussed in my Responsive Revenue
Requirement Testimony. and as set forth in Exhibit MG-2 in that testimony. (3) The rider should
not include CWIP recovery for assets not yet placed in service. Oklahoma has consistently not
allowed CWIP recovery in rates and 1t should not now violate its long-standing correct treatment
of this issue. (4) The Commission should require PSO to file a rate case within twenty four (24)
months alter the implementation date of the rider. This is the statutorily prescribed time period
for rate case review of riders approved under Oklahoma’s pre-approval statute, Title 17 § 286. Tt
would be & reasonable requirement to impose if the ECP nder 1s approved in this case.

6. PSOs class cost of service study should use a 4CP method for transmission cost
allocation 1o retail customer classes rather than the 12CP method proposed by PSO. In addition,
due to the significantly lower revenue requirement recommendations proposed by OIEC, PLUID.
and the Attorney General in their respective Responsive Testimony addressing Revenue
Requirement issues. 1 recommend taking all customer classes to actual cost of service,

Summary Responsive Rate Design Testimony of Scott Norwood

My name is Scott Norwood. My business address is P.O. Box 30197, Austin, Texas
78755. I am an energy consultant and President of Norwood Energy Consulting, L.L.C. 1 am
testifying on behalf of Oklahoma [ndustrial Energy Consumers (“OIECT). OILC's members arc
among the largest users ol clectricity on Public Service Company of Oklahoma's (“PSO™ or
“Company’) system. and therefore arc very sensitive (o any electric rate increases proposed by
PSO. [ also filed Responsive Testimony on hehalf of OIEC addressing PSO’s cost recovery
proposals for environmental compliance and production O&M in this Cause on October 14,
2015.

I am an electrical engincer with nearly 30 years of expericnce in the electric utifity
industry in the areas of power plant operations. electric resource planning and procurement. and
regulatory consulting. [ have represented OIEC in regulatory proceedings before the Oklahoma
Corporation Commission {"OCC" or “Commission”) for ncarly 15 vears. My resume and a
listing of my past testimony [sic] arc attached as Exhibit SN-1 to my earlier Responsive
Testimony filed in the revenue requirement phase of this cause.

The purpose of my testimony 18 to present my findings and recommendations regarding
the allocation of certain replacement energy costs arising from PSO’s request [or cost recovery
for the Company's proposed environmental compliance plan (“ECP”) under its settlement
agreement with the United States Environmental Protection Agency ("EPAT). the State of
Oklzhoma and the Sierra Club (hercinafter relerred to as the “LEPA Settlement” or "Settlement™),
which was ¢xecuted by the parties in October of 2012, My testimony also addresses PSO’s
proposed retention of 25% of the net revenues associated with the purchase and sale ol certain
services within the Southwest Power Pool’s Integrated Market (“"SPP IM”). My findings and
recommendations regarding these two issues are explained further below.
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Allocation of EPA Scttlement Replacement Capacity and Enerov Costs

PSO 1s proposing that it be allowed o recover replacement cnergy costs resulting from
the early retirement of the Company’s Northeastern coal units under the EPA Settlement through
the Fuel Cost Adjustment ("FCA™) Rider. inder this proposed ratemaking treatment. such
replacement energy costs would be disproporticnately allocated to high load tactor customers,
who already are bearing a disproportionate share of the increased cost [sic] and risk [sic] arising
from the loss of fuel diversity under the Settlement. T'o address these concerns regarding the
incquitable allocation of replacement energy costs arising from the I'IPA Settlement. |
recommend that all energy costs purchased under the Calpine. Green County and Eastman
Cogeneration purchased power agreements be allocated on a production demand basis. and
recovered through PSO’s FCA Rider.  Prospectively. all energy costs of future gencrating
resources acquired by PSO to replace the retired Northeastern coal units should also be allocated
on a preduction demand basis to cnsure more equitable sharing of costs of the EPA Settlement
AMong Customers.

SPP Integrated Market Net Revenues

P507s existing FCA Rider allows the Company to retain 23% of the margins carned from
off-system sales of electricity; however., it does not explicitly address the treatment of the net
revenues associated with PSO’s sale and purchases of certain services. such as spinning reserves.
supplemental reserves. congestion and other services. in the SPP IM. These SPP IM net
revenues arc not necessarily net profits from sale of clectricity. but rather represent the net
difference between amounts PSO carned from the sale of such services and the amount the
Company paid for such services in cach month. last vear. the net revenues carned from such
transactions averaged approximately $600.000 per month, and the Company bas included such
amounts as off-system sales and retained 23% of the Oklahoma retail share of such margins,
while crediting the remainder of the margins against retail fuel expenses. PSO has elected to
participate 1n the SPP IM. SPP has assumed control of the market operational dectsions that lead
to the purchasc and sale of the services at issuc, and SPP and PSO are compensated for costs
agsociated with administration of the SPP M. There is no apparent basis tor sharing net
revenues from such transactions with the Company as 1f they were profits that otherwise would
not be carned. For these reasons, 1 recommend that the FCA Rider be moditied to exclude from
olt-system sales margin sharing any nct revenues derived from PSO’s purchase and sale of SPP
IM services.

Cost of Service/Rate Design Summary Responsive Testimony of Jeremy K. Schwartz

Jeremy Schwartz is employed by the Public Utility Diviston ("PUD™} of the Oklahoma
Corporation Commission ("Commission™) as a Public Utility Regulatory Analyst. Mr. Schwartz
testificd to the areas of cost of service (*COS™) and rate design in Cause No. PUD 201500208,

Mr. Schwartz reviewed all information and testimony provided by the Company in this
Cause related to COS, rate design, and wceathcr normalization.  Mr. Schwartz further reviewed
Commission orders. testimony related to areas in prior causes, and work papers relating to PSO.
Mr. Schwartz communicated with the Company through email, phone calls, in-person reviews,
electronic information/data requests and reviewed responses to these requests.
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Mr. Schwartz stated that based on the results of PUD s inputs to PSO’s COSS [sic]. retall
customers would be allocated an increase of $38.132.537"7 e¢xcluding miscellancous revenue.
while the federal jurisdiction would be allocated a total of $1.235.810.

Regarding rate design. Mr. Schwartz stated that he belicves there is a necessary
increase in revenpue requirement for the Company to continue maintaining safe and reliabie
service to consumers. The total increase is allocated to certain classes hased on the results of a
COSS. These results show the costs that each class of customers places on the sysiem. Mr.
Schwartz stated that he has designed rates based on the necessary revenue allocations discussed
previously in his testimony.

Overall, Mr. Schwartz recommended the Commission approve the following;

e The Company is to conduct a Minimum System study to idenufy and allocate
customer-related costs lor distribution assets before proposing a change to any
class base service charge in future causes before this Commission;

e The revenue distribution and rate design desceribed in this testimony; and.

¢ A separate line item on consumer's bills to show the breakdown of costs that can
be atiributed to managerial decisions of the Company and those that are due 10
outsidc action.

Mr. Schwartz believes these proposals are fair. just. and reasonable to both the Company
and its ratcpayers.

Summary of Responsive Testimony of John Athas

On behall of the Oklahoma Hospital Association ("OHA™). Mr. John G. Athas submuitted
Responsive Testimony commenting on the rate design and revenue allocation approach proposed
by the testimony of Jennifer L. Jackson [or Public Service ot Oklahoma ("PSO™). Mr. Athas is a
Drincipal Consultant and Treasurer of La Capra Associates. Inc.. with 30 years ol experience in
areas including rates and pricing. strategic planning. integrated rcsource planning, gencration
planning. cconomic and finaneial analysis, marketing. wholesale power market analysis and
forecasting. and electric power retail marketing.

The OHA represents the interests and views of more than 135 member hospitals and
health systems across the state of Oklahoma. Inputs into the costs of providing healtheare
services. including electricity, are matters of concern to the OHA since costs have a direct effect
on the QOHA’s primary objective of promoting the health and welfare of all Oklahomans by
leading and assisting its member organizations in providing high quality. safe, and valued health
care scrvices. Scveral of the OHA members receive scrvice from PSSO, particularly in the GS.
PL. SL3 and SL2 rate classes.

In order to meet the Company's desired revenue request. Ms. Jackson has proposed to
increase each rate elass by the same percentage, and has proposed no ehanges in rate design in
this case. Mr. Athas urges the Commission to reject this proposal since PSO has performed an

' The diflerence between this fisure and PUN s Accounting Fxhibit base rate revenue increase 15 due to a (54,311,027} change in other revenues
and PUD's propusal to include the Sysiem Reliability Rider in base rates
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allocated cost of scrvice study that demonstrates that some classes are paying more than costs.
and some less than costs. In some cases by substantial margins. PSO is proposing to simply
lcrease existing rate components cqually, without consideration of its underlying costs. At an
cqualized return, however, the proposed revenue requirement and the proposed rates for each
customer class would be designed to recover the cost to serve cach respective class.

The Company has not provided any reasonable or objective rationale for its approach to
the proposed increase and instead supports its approach by subjectively determining that the
increases to certain classes would be “too much™, but the increascs to others are acceptable, and
that this approach has been [ellowed in the past. When some classes pay more than their
allocated sharc of costs. they arc substdizing other rate classes. While Ms. Jackson
acknowledges that equalized rates of return across all classes would be ideal. PSO’s approach to
revenue allocation will result in continuing to undercharge certain rate classes and overcharge
others. The Company has not attenipted to move class revenues closer to class costs in this rate
case. and it does not propose any plan for movement toward equal rates of return 1 the future.
The divergence in the class rates of return would appear to be accepted by the Company as a
permanent [eature of its rate design approach.

Mr. Athas recommends that PSO’s approach. equal percentage increases to cach class
and ratc schedule, be rejected.  Instead. increases to each class should vary based on the
information provided by the allocated cost of service study. with some progress made towards
achicving equalized rates of return. If the Company’s allowed revenue increase 1s much smaller
than the request, it should be possible to move rate classes to cqual rates of return without
excessive rate increases. Even if the overall increase 1s quite low. Mr. Athas believes that the
increase to some specific rate schedules within rate classes may need to be moderated.  This
result can be accomplished relatively casily by limiting the decreascs suggested by the cost of
service study and not decreasing any ratc schedules or by collecting the missing revenue {rom
other rate schedules within the same rate class. In general. rate schedules which show current
rates of return significantly below the average should receive higher than average increases. as
long as those increases are not a large multiple of the average increase. Classes with average or
higher than average rates of return should receive no or low inercasces.

Summary of the Responsive Revenue Requirements Testimony and Exhibits of Steve W. Chriss

Steve W. Chriss filed Responsive Revenue Requirements ‘Testimony on behalf of Wal-
Mart Stores East. I.P. and Sam’s East. Inc.. (collectively “Walmart™). Mr. Chriss is Senior
Manager. Energy Regulatory Analysis, with Wal-Mart Stores. Inc.

Walmart operates 133 retail units and employs 33.561 associates in Oklahoma. In the
fiscal year ending 2015, Walmart purchased $677.7 million worth of goods and services from
Oklahoma-based suppliers, supporting 18,438 supplier jobs. Walmart has 47 stores and
additional related facilitics that take electric service from Public Service Company of Oklahoma
(“PSO™ or “the Company™) primarily on the Large Power and Light Primary Service schedule
("LPL SL.37).

Mr. Chriss’ recommendations are as follows:

1) The Commission should thoroughly and carefully consider the customer
impact in examining the requested revenue requirement and return on equity
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("ROE™). in addition to all ether facets of this case. to ensure that any increase
in the Company’s rates is the minimum amount necessary to provide adeguate
and reliable service. while also providing an opportunity to earn a reasonable
return.

2) The Commuission should closely examine the Company’s proposed revente
requirement increasc and the associated proposed increase in ROE. cspecially
when viewed in light of (a) the customer mimpact of the resulting revenue
requircment icreases. (b) recent rate case ROEs approved in the region
surrounding Oklahoma. and (¢) recent rate case ROEs approved by
commissions nationwide,

Rebuttal Testimeony Summary of Scott Norwood

My name 15 Scott Norwood. My business address is P.O. Box 30197, Austin, Texas
78755, 1 am an cnergy consultant and Prestdent of Norwood Energy Consulting. [.1.C. T am
testifying on behalf of Oklahoma Industrial Encrgy Consumers ("OIEC™). OIEC's members are
among the largest users ol cleetricity on Public Service Company of Oklahoma's ("PSO™ or
“Company ™) system. and therciore are very sensitive to any electric rate increases proposed by
PSO. T also filed Responsive Testimony on behalt of OIEC addressing PSO’s cost recovery
proposals for cnvironmental compliance and production O&M 1n this Causc on October 14,
2015, 1 also fled testimony addressing certain rate design and cost alloeation issues in this
Cause on October 23. 2015,

[ am an electrical engineer with nearly 30 years of experience in the electrie utility
industry in the areas of power plant opcrations. clectric resouree planning and procurement. and
regulatory consulting. T have represented OIEC in regulatory proceedings before the Oklahoma
Corporation Commission ("OCC™ or “Commission”} for necarly 15 vears. My resume and a
listing of my past testimony are attached as I:xhibit SN-1 te my Responsive Testimony filed in
the revenue requirement phase of this cause.

The purpose of my Recbuttal Testimony is to respond to certain conclusions and
recommendations presented in the Responsive Testimony ol OCC Staft witness Dr. Craig Roach
regarding PSO’s environmental compliance plan ("ECP™) pursuant to the Company’s settlement

agreement with the United States Lnvironmental Protection Agency (CEPAT). the State of

Oklahoma and the Sierra Club (hereinalter referred to as the "EPA Scttlement” or ““Settlement™).

PRUDENCE OF EPA SETTLEMENT

Dr. Roach asserts in his Responsive Testimony that PSO demonstrated the prudence of
the EPA Settlement through its analysis in OCC Cause No. PUD 201200054, 1 disagree with Dr.
Roach on this issue. In fact. as discussed in my Responsive and Rebuttal Testimony, PSO’s own
analyses as presented in PUD 201200054 demonstrated that the cost of the EPA Settlement was
expected to be much higher than the Coal Retrofit alternative under virtually all scenarios
cvaluated by the Company.

I agree with Dr. Roach that utilities such as PSO should be held accountable to reevaluate
the prudence of major investments in light of material changes. As cxplained in my Rebuttal
Testimony, since May of 2013, when PSO last updated its analysis of the EPA Settlement, there
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have been at least two material changes that impact the forecasted costs and benelits of the
Settlement.  First. PSO entered into two new power purchase agreements ("PPAs”) to help
replace the 470 MW of capacity lost due to the earlyv retirement of Northeastern Unit 4. The
second material change that has occurred since PSO last updated its economic analysis of the
EPA Settlement 1s the enactment of the I'PA’s inal Clean Power Plan ("CPP™). which governs
the regulation of carbon emissions [rom existing power plants in the future. tUnfortunately. and
as noted by Dr. Roach on page 33 of his Responsive Testimony. the Company did not update its
analysis to assess the impacts of the final CPP or new PPAs on the Company’s choice of the
EPA Settlement over the Coal Retrofit alternative. My Rebuttal Testimony demonstrates that. if
PSO had updated its economic analyses to reflect the final CPP and new PPAsy that were signed
to replace capacity lost due to retirement of Northeastern 4. the Coal Retrotil alterative would
be a much lower cost option when compared 1o the EPA Settlement in every scenario evaluated
by PSO.,

In my Rebuttal Testimony I explain that I agree with Dr. Roach’s recommendation that
the Commuission not rule on the prudence of the planned retirement of Northeastern Unit 3 in
2026 until a hearing i1s held to examine the reasonableness of that decision in or about 2020,
This recommendation is reasonable and appropriate in light of the fact that PSO entered into the
EPA Settlement without consulting the Commussion and without including a regulatory out
provision in the event changes in regulations or other factors justified [sic} continued operations
of its Northcastern coal units.

CLEAN POWER PLAN/ENVIRONMENTAL RISK

I disagree with Dr. Roach’s testimony that the EPA Settlement has the jowest risk
adjusted cost due to the risk that pending. likely and potential future regulations could lead to the
carly shutdown of the Northeastern units. Dr. Roach has admitted that it is not possibie to
accurately predict the nature or compliance cost of future environmental regulations on PSO’s
coal plants at this time and that for this reason he has performed no quantitative analysis 1o
support his opinion that future regulations would likelyv lead 1o ecarly retirement of PSO’s coul
units, Moreover, as explained in my Rebuttal Testimony, other utility industry cxperts disagrec
with Dr. Roach’s opinion regarding the future risk of ecarly retirement of relatively new and
efticient large coal units such as PSO’s Northcastern units.  In fact. in the same general
timeframe that PSO was evaluating the Coal Retrofit alternative to the LPA Settlement. AP
witnesses presented testimony in regulatory cases in Arkansas and Virginia that coal plants
simtlar in size and vintage to the Northeastern coal units are hikely to be able to operate for 60
vears or more if equipped with scrubbers. and PSO’s affiliate Southwestern Electric Power
Company ("SWEPCO™) sought and obtained approval from regulators in Texas to construct the
new $2 billion Turk coal-fired generating unit.

In addition, earlier this year Oklahoma Gas & Electric Company ("OG&E™) filed an
Application with the Commission seeking approval of an ECP that would retrofit and continue
operations of thre¢ of the Company’s five existing coal-fired generating units, which are also
similar in size and vintage to PSO’s Northeastern coal units. Dr. Roach and I both recommended
that the Commission approve OG&FE’s ECP with certain conditions. In explaining his reasons
for supporting OG&E’s proposal, Dr. Roach noted that the Company’s compliance plan had
appropriately offered a diversificd portfolio of actions in the face of significant uncertainty that
exists with regard to future environmental regulations and natural gas prices.
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I also disagrec with Dr. Reach’s testimony that [sic] EPA’s tinal CPP has further
increased the risk that PSO’s Northeastern coal units would be forced into early retirement. 1t
appears that Dr. Roach focused on the CO2 rate-based goals of the final CPP. and did not
consider whether PSO could mecet the alternative mass-based goals of the CPP. which require a
23% reduction in tota! CO2 mass emissions by 2030, In fact. the cost of complance with the
tinal CPP’s carbon mass-based goals appcars to he far lower than [sic] cost implied by the
carbon tax proxy included in PSO’s economic analvsis of the Coal Retrofit alternauve, (iven
this. contrary to Dr. Roach’s testimony. the final CPP reflects a significantly lower cost of
compliance with carbon cmissions regulations than assumed by PSO’s cconomic analyses of the
Coal Retrofit compliance option. and therelore decreases the prospect that the Northeastern coal
units would be forced into early retirement. In fact. as explained in my Rebuttal Testimony. with
the reduction in the generation levels of PSO’s existing gas-fired units that has already occurred
since 2012, and the increase in wind cnergy purchases and energy etficiency savings currently
forecasted by PSO. the Company would achieve a 353% reduction in CO2 emissions from the
2012 base year emissions level for its Oklahoma system by 2030, if it implemented the Coal
Retrotit compliance plan.

These results indicate that PSO would more than meet the 23% carbon emissions

reduction target of the CPP under the Coal Retrofit alternative (1.c.. without retiring coal units)
without further mitigation costs. This means that there is no justitication for the $3.3 billion of
carbon taxes that PSO included in its analysis of the Coal Retrotit alternative as a proxy for the
cost of compliance with future carbon regulations.  As shown in Table R2 on page 6 of my
Rebuttal Testimony, this {n turn means that the cconomic advantage of the Coal Retrotit option
over the EPA Settiement 1s more than $1.5 billion greaier on a nominal basis, and $371 million
on a present value basis. than originally estimated by PSO. For these reasons. Dr. Roach’s
testimony that the CPP increases the risk of carly shutdown of the Northeastern coal units is
unlounded.

As noted in my Rebuttal Testimony, OG&E officials have recently indicated that it
appears that the final CPP will have a relatively modest impact on Oklahoma’s utilities and that
the Company expeets to be able to comply with the 23% mass emissions goal of the final CPP
while maintaining 3 of its {ive coal-fired plants in service. 1t appears that Oklahoma’s abundant
supply of relatively low-cost wind encrgy is a major reason why the final CPI” is expected io
have a relatively modest cost impact on Oklahoma’s utilities.

MATERIALITY OF COAL RETROFIT ECONOMIC ADVANTAGE

I disagree with Dr. Reach’s testimony that the estimated costs of the EPA Scttlement and
Coal Retrofit compliance alternative were very close. As explained in my Rebuttal Testimony.
in reaching this conctusion it appears that Dr, Roach has relied upon PSO’s caleulations of the
EPA Settlement and Coal Retrofit compliance plan costs, which understatc the cconomic
advantage of the Coal Retrofit option by approximately $1.6 billion on a nominal basis, and by
approximately $400 million on a present valuc basis, by failing to include costs of two new
replacement PPAs and by including carbon compliance costs which are no longer valid under the
final CPP. Moreover, PSO’s calculations improperly understate the percentage cost advantage of
the Coal Retrofit alternative over the EPA Settlement by including fixed costs of resources that
do not change from case to case in the “total system cost” that was used as the denominator in
calculating the “percentage cost difference™ between the two cases. Once these problems are
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corrected, and adjustments are made to reflect the costs of replacement PPAs which were not
included in PSO’s analysis. and to correct PSO’s invalid carbon compliance cost [orecast. the
advantage of the Coal Retrofit option over the EPA Settlement would be approximately 14%.
This is clearly a significant differcnce that reflects a distinet economic advantage for the Coal
Retrofit option over the EPA Settlement. [t does not appear that Dr. Roach considered these
problems underlying PSO’s percentage difference calculations in reaching his conclusion that the
cconomic advantage of the Coal Retrofit option over the Settlement was insignificant.

ACCOUNTABILITY FOR COST AND PERFORMANCE ESTIMATES

[ agrce with Dr. Roach’s testimony that utilitics such as PSO should be held accountable
for cost and performance estimates that are used to prove prudence of major investments.  As
noted by Dr. Roach. this policy has been implemented by regulators in other jurisdictions. and it
1s particularly appropriate in this case since PSO’s own hase case analysis indicates that the cost
of implementing the sclected EPA Settlement is approximately $1.9 billion higher than the Coal
Retrofit compliance option. In addition to the cost and performance factors identified by Dr.
Roach. PSO should also be held accountable for its forecasts of carbon taxes and replacement
power costs tor Northecastern Unit 4. As discussed carlier in my testimony. PSO’s failure 1o
properly adjust its analysis to reflect the cost of new PPAs and the fact that carbon taxes are no
longer valid served to understate the cost advantage of the Coal Retrofit alternative over the EPA
Scttlement by approximately $31 million on a present value hasis. As explained 1n my Rebuttal
Testimony. if the Commission does not adopt OIEC s primary recommendation to disallow all
capacity costs of ithe Calpine, Green County [sic] and Eastman Cogeneration PPAs to account for
the imprudence of the EPA Scttlement, T alternatively recommend that the capacity costs of the
Green Country and Fastman Cogeneration PPAs be disallowed. since PSO entered into to [sic]
these transactions in order to replace capacity lost due to the retirement of Northeastern Unit 4
and never c¢onsidered the costs of such PPAs 1o its economic analyses of the EPA Settlement and

Coal Retrofit altcrnative. The capacity costs of thesc PPAs represent only a small percentage of

the extra costs that would otherwise be charged to PSO’s customers as a result of the Company s
use of unrcasonable assumptions to support sclection of the EPA Settlement over the Coal
Retrofit alternative.

OTHER COST RECOVERY ISSUES

[ agree with certain aspects of Dr. Roach’s recommendation that approved costs of PSO's
cnvironmental compliance plan should be recovered through base rates. subject to the conditions
outlined in OIEC witness Garrett’s Responsive Testimony. and not through the Company’s
proposcd ECR Rider or FCA Rider. In particular, I object to the Company’s proposal 1o recover
certain cnvironmental consumables costs through the FCA Rider due to the [act that non-fuel
costs generally should not be recovered through the FCA Rider. However, 1f the Commission
determines that it is appropriate for PSO to recover such costs through the Company’s FCA
Rider, these costs should be allocated on a demand basis to ensure that Jarge energy users are not
required to pay a disproportionately large share of PSO’s environmental compliance costs.

Finally, I disagree with Dr. Roach’s recommendation that PSO should be allowed to seek
approval of certain environmental compliance investments and costs of new PPAs through its
rebuttal case. The Company had full opportunity to support its request for cost recovery for
these items in its prefiled Direct Testimony, and should not be allowed to present supporting
evidence for the f{irst time through its Rebuttal Testimony.
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Rebuttal Testimony Summary of Mark B, Garrett

SUMMARY OF RECOMMENDATIONS

L. In addition to OIEC’s revenue requirement recommendations. the Commission
should also accept the following important revenue requirement adjustments
proposed by the Attorney General and Staff witnesses:

Al The Commission should accept the Attorney General's recommendation to
update revenues to the statutory 6-month post test vear cutoff date (o
recognize load growth on the system. When investment levels are updated
10 the 6-month cutoft period. revenues must be updated as well.  This
adjustment reduces PSO’s requested rate increase by §7,069,272.

B. The Commission should accept Staff”s recommendation to update payroll
expense to the statutory 6-month post 1est year cutoft date for known and
measurable changes.  This adjustment reduces PSO's requested rate
increase by 51,604,468,

C. The Commission should accept Stalf's recommended depreciation rates
for distribution assets. OIEC’s depreeiation expert only addressed the
depreciation rates for transmission, generation and general assets.  The
Commission should add Staft’s distribution depreciation rate impacts to
OIEC™s depreciation rate recommendations.  This adjustment reduces
PSO’s requested rate increase by 89,186,373,

2. The Commission should reject Staft's recommendation to include in rates
Construction Work in Progress ("CWIP™) associated with PSO’s Environmental
Compliance Plan ("ECP™) at July 31. 2015, the statutory 6-month cutoff date.
The Commission’s long-standing policy is that CWIP at the 6-month post test
year cutoff date should be excluded from rate basc because these facilities that are
not yet in service and. theretorc, not yet used and uselul. In the 20-ycar period
since the enactment of the 6-month post-test year in Oklahoma in Title 17 § 284,

the Oklahoma Commission has never. to my knowledge, ordered the inclusion of

CWIP in rates. [n my opinion, there is not suffictent evidence in this case to
warran{ a departurc from that long-standing and proper ratemaking policy now.
Instead. the Commission should require PSO to (file an application for ECP cost
recovery in a gencral rate case proceeding once the facilities have been placed in
service,

Summary of the Rebutial Testimony of Jennifer L. Jackson

Jennifer L. Jackson, Regulatory Consultant in Regulated Pricing and Analysis. part of the
American Electric Power Service Corporation {(AEPSC) Regulatory Services Department,
provided Rebuttal Testimony on behalf of Public Scrvice Company of Oklahoma (PSO or
Company). Ms. Jackson’s Rebuttal Testimony addressed recommendations made by various
partics in the area of revenue distrihution and rate design. She addressed the following rate
design recommendations made hy tbe following witnesses:
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o (Oklahoma Hospital Association (OHA) witness John G. Athas regarding his
recommendations and his analysis of PSO’s proposal:

e Oklahoma Industrial Energy Consumers (OIEC) witnesses Mark F. Garrett
and Scott Norwood regarding the industoial rate design: and

o Oklahoma Corporatton Commission (OCC or Commission) Public Utlity
Division (PUD) witness Jeremy K. Schwartz regarding the breakdown of
iformation on customer bills.

According to Ms. Jackson. PSQ has proposcd to distribute the retail base rate revenuc
requirement change needed to achicve a system average return of 7.60 percent: a 16.25% change
in hase rates. on an equal percentage basis to all customer classes. The parties filing Responsive
festimony in the Cost-of-Service/Rate Design (COS/RD) phase all make slightly different
recommendations regarding how to distribute the proposed revenue increase to the classes. The
following parties made revenue distribution recommendations in the COS/RD phase: The OCC
PUD. Attorney General (AG). Department of Defense and Other Federal Lxecutive Agencies
(DOD). OHA. OIEC, and Walmart.

Ms. Jackson testifies that the partics’ recommendations on revenue distribution fall into
two categories; those that favor some form of moderation in base rate increase and those that
belicve strict adherence to the cost-of-service study results are the most appropriate way to
distribute the proposed revenue change.  All parties with the exception of OI1:C make revenue
distribution recommendations that contain some form of moderation in the disiribution of the
revenue Increase, including PSO.  Ms, Jackson testifies that the revenue distribution
recommendations made by the partics are not necessarily wrong and that the majority of the
COS/RD testimonies recognize that while all classes should move toward paying the cost of
providing the class electrie service. that goal 1s sometimes in conflict with other rate design goals
including, stability of rates and customer impact.

Ms. Jackson further testities that PSO has the goal of moving classes toward paying the
cost of providing electric service. In this case, PSO alfocated the costs and designed the rates to
recover the environmental compliance costs included in the proposed Environmental Compliance
Rider {ECR) (or base rate proposal) and the fucl rider at parity and made some movement for
most classes towards an cquity return for the hase rate portion of the proposed increase by
increasing each class by the system average percentage change.

According to Ms. Jackson, PSO has proposed to allocate the environmental comnpliance
costs. including the associated fuel changes, based on the class demand or kWh allocators,
meaning, that 48% of the total increase request was assigned at parity among the classes, The
base rate increase. the other approximately 52% of the total inercase. was spread with regard to
modecration mn overall customer impact and positive movement i class relative rates of return.
(The proposed ECR rider $44.2 million plus the estimated consumahles and production cost of
£39.2 million are 48.4% of the total increase of $172.2 million as proposed by PSO as shown in
the filed direct testimony Exhibit JLI-1).

Ms. Jackson testifies that had PSO proposed that cach major rate class be assigned the
base rate increase at an equity return for the class, including the environmental rider and fuel
requests, the Residential and Lighting classes would have had a total bill impact greater than the
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system average base rate increase of 16.25%. That scenario. in this case. was deemed too large
an impact on those customer classes. Therefore, PSO determined that an equal spread of the
total system average basc rate increase was the appropriatec method of spreading the proposed
base rate increase 0 the customer classes.

Ms. Jackson further testifies that given the base rate increase request. and the fact that the
environmental compliance costs and associated [uel changes were assigned to the classes without
subsidy. PSO still recommends using the proposed base rate revenue distribution to moderate
residential and lighting class total bill impacts.

Ms. Jackson addresses OHA witness Athas’s [sic] statement that without the benefit of a
marginal cost study. he does not know the specitics about the additional cost of summer use and
indicates that a marginal cost study is the only way 1o evaluate the cost ol peak demand., Ms.
Jackson testifies that PSO uses a four coincident peak average and excess (4CP A&E) allocation
methodology for the jurisdictional and class allocation of demand-related production costs. Ms.
Jackson states that as discussed by PSO witness John Aaron. the 4CP A&k methodology
reasonably assigns costs on the basis of system usape reflecting both an average demand

component and an excess demand component.  The peak demands for the summer months of

June through September arc consistently the highest monthly peak demands incurred on the
system.  The summer coincident peak demands are then used in the development of the 4
cotncident peaks (4CP) component of the 4CP average and excess (4CP A&E) allocation factor.
The excess component of the 4C1 A&k, calculated as the 4CP peak demand less the average
demand. recognizes the additional cost responsibility that should be assipned to those customers
who place a peak demand on the system that is in cxcess of their average demand. The excess
praduction demand is used to indicate the additional cost of class peak demand need.

According to Ms. Jackson, the results of the cost-of-service study influence the proposed
revenue distribution.  The proposed revenue distribution 1s used to adjust the current scasonal
rales under each legacy rate structurc. PSO has not proposced to change the structure of its
current rate schedules.  The structure of the rate schedules is based on seasonality so the
framework for each rate schedule has aircady been deemed reasonable by the Commission. The
current rate structures have heen set to provide price signals to customers that indicate as usage
increases in the on-peak period (inclining kWh blocks) or as efficiency of usage goes down
(hours of use kWh structure) or as peak demand is required (time-of-day rates and peak demand
ratchets) the price for service is greater. PSO has proposed to retain the current rate structures
and incorporate the proposed incrcase in base rates in a way that minimizes wide variations in
customer impact due to the requested increase.

Ms. Jackson addresses OIEC witness Garrett's disagreement with PSO’s proposed use of
a 12 coincident peak (12CP) to allocate transmission costs to the retail classes. Mr. Garrett
believes that the 12CP penalizes industrial customers who have shifted load to the off-peak
period in response to the prieing in the industrial rate schedule.

Ms. Jackson testifies that the industrial rate design includes two demand-based biliing
charges. The second demand-billing unit is based on the monthly maximum demand oceurring
during each of the iwclve months. The maximum demand charge 1s non-seasonal and not
ratcheted. The peak demand charpe generally caplures the gencration demand component and a
portion of the transmission cost with the monthly maximum demand charge recovering the
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remaining transmission cost and any distribution costs associated with the industrial classes. Mr.
Garrett also fails to recognize that the on-peak time period for the ratcheted peak demand charge
included in the industrial rate schedule is between the hours of 2 p.m. to 9 pam. during the on-
peak scason {the months of June through Scptember for industrials). The time-of-day structure
of the indusirial rate schedule signals customers to shift outside of the on-peak period window
during the on-peak scason and not necessarily to shift from scason to scason.

Ms. Jacksons [sic] testifies that transmission costs for the retail classes range from
approximately 9% to 11% of the total bill and therefore, represent a smaller percentage of total

cost. In addition. the LPL billing unit for the Southwest Power Pool Transmission Cost Tariff

{SPPTC). which recovers costs associated with Southwest Power Pool trangmission base plan
projects. is based on the monthly maximum demand-billing unit. not the ratcheted peak demand.

According o Ms. Jackson, Mr. Garrett’s argument with regards 1o the rejection of the
12CP based on fauity price signaling to the industrial classes simply does not reflect the current
or proposed design of the industrial rates,

Ms. Jackson addresscs OIEC witness Norwood's statement that high load factor
customers arc disproportionately affected under PSO's fuel replacement proposal, Ms. Jackson
testifies that high load factor customers are not disproportionately affected. As can be seen by
the results of the revenue distribution, EXHIBIT J1LF-1. the Industrial class ot customers taking
service under the LPL 1-3 rate schedules, each have a lower than average total bill impact under
PSO’s base rate and lue! proposal.

Total Bill
Rate Class Impact
Residential Total 14 8§29,
Commercial Total 13.32%,
Total Lighting 13 §2%
LPL 3 Total 11.36%
LPL 2 Tatal 11.33%,
LPL 1Total 10.66%
Torat Industrial 11.28%
Total Retail 13 369

Ms. Jackson also responds to PUD witness Schwartz’s recommendation that parties
choose one of the threc options presented in his testimony for changing the information currently
detailed on customer bills.  Mr. Schwartz recommends showing, on a separate line on the
customer’s bill, how much of each customer’s bill 1s specifically related to federally-mandated
environmental compliance, in either a dollar form or in a percentage-of-bill format. Mr.
Schwartz indicates that bis recommendation would aid consumer knowledge to allow customers
to identify which costs are due to changes made at the managerial discretion of the Company and
those that are significantly caused by eutside sources.

Ms. Jackson testifies that while she agrees that providing customers with information
about the causes of rate changes is important, she does not agree that PUD’s recommendation to
make changes to PSO’s bills is a good method to accomplish this communicatien because therc
arc better methods 1o communicate the reasons for PSO’s change in rates, including those
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associated with compliance with new environmental standards.  This type of information is
already communicated through PSO’s current processes.  These include PSO issuing a press
release. which is picked up by various news sources and communicated to customers. Also. PSO
customer service representatives provide information to customers through direct face-to-face
mectings. through emails, and by making themselves available to answer questions in the various
communities.

In addition. information is provided on PSO’s web site PSOklahoma.com. and PSO’s
customer solutions center (s available to customers who may call with questions ahout the
mmpacts of the rate change. Lvery month’s current bill has a message that states that a detailed
copy of rate schedules will be furnished upon request.  Furthermore. specific rate schedule
information is communicated each year ag part of a bill insert process.

Ms. Jackson further testifies that the option to identify in dollar or pereentage form the
amount of cach customer’s monthly bill directly related to FPA action would only be partially
accomplished il the separate LCR rider was approved for environmental compliance costs.
Without a separate rider factor, the costs of environmental compliance would be bundled with all
other basc rate costs recovered through usage charges that are subject to seasonal rates. inclining
and declining KWh rates. load-factor based rates. and combination demand and cnergy rates. for
cxample,  VFurther. the proposed environmental costs are also reflected in the cost of
consumables. replacement power. fuel switches. carrying charges for NOx controls, etc. Another
option was to include. on the customer’s bill. a class average increase to a class’s bill due to cost
increases through EPA action. According to Ms. Jackson. this option would be the easiest to
accomplish but. ultimately, this percentage may be meaningless as other portions of the
customer’s bilt adjust over time. such as fuel and other riders with periodic rate updates.

In summary. Ms. Jackson testifies that PSO caretully plans the format of the customer
bill in order to give accurate, timely. and useful information about each customer’s usage and the
cosl to the customer. DBased on PSO7's past experience. adding another line item as PUD
recommends. although well intentioned., will simply cause customer confusion about the bill,
PSO’s existing customer communication methods are much more etftfective.

Summary of the Rebuttal Testimony of Andrew R. Carlin

Mr. Andrew R. Carlin, Director of Compensation & Executive Benefits [or American
Llectric Power Service Corporation (AEPSC), a subsidiary of Amerncan Electrie Power
Company. Inc. {AEP), testificd on behall of Public Service Company of Oklahoma (PSO or
Company) |si¢] offers this summary of his Rcbuttal Testimony which responded to
recommendations by other pariies 10 this case associated with PSO’s recovery of certain
emplovee payroll costs that make up employee total compensation.

I discussed and disputed the individual mischaracterizations madc by other parties
{Oklahoma Corporation Commission Public Utility Division (OCC PUD) Staffl witness David J.
Garrett (D. Garrett), Oklahoma Attomey General (AG) witness Edwin C, Farrar (Farrar). and
Oklahoma Industrial Energy Consumers (OIEC) witness Mark E. Garrett (M. Garrett)), each of
whom seeks to reduce PSO’s reasonable cost of service and rate base by eliminating the variable
portion of cmployvee compensation. Most importantly, 1 discussed the fact that no party in this
Cause disputes that the total compensation package provided by the Companies to its employees
is fair, market-competitive, rcasonable and customary. Further. no party has disputed the necd
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for the Companies to provide this market competitive compensation in order to attract and retain
a suntably skilled and experienced worklorce that efficiently and cffeetively provides quality
clectric service to customers.

Certain parites primarily crilicize the incentive compensation goals as bencfiting both
customers and shareholders - which is theiv basis for the cost disallowances. This Rebuttal
Testimony shows that the Companies’ variable incentive compensation portion of employee pay
is a cost of doing business. provides highly substantial benefits (o customers and very limited
benefits o sharcholders beyond those that have alrcady been captured and passed on to
customers in this and previous rate case proccedings.

Annual Incentive Compensation

Financially-based incentive compensation provides many benefils to customers in
addition to being a critical component of a market-competitive compensation package.

e [t promotcs the clficient use of financial resources and cost control. which
directly benefits customers by helping to keep rates low.

e It cncourages the Companies” management and other employees to pursue
investments that benefit sharcholders and customers alike. such as automated
meter reading technology. Without financiallv-based incentive compensation.
an cmployee's perseonal {inancial interests would be overwhelmingly tied to
operating performance and their longevity in their position. which would
discourage prudent risk taking. This would send a clear signal to employees
at all levels that they should avoid taking on any financial risk because doing
so could tead to the loss of their job and there would not be 4 commensurate
upside compensation opportunity.

o It improves the Companies’ financial performance without increasing
employce compensation cxpense.  This benefits customers continually in
future rate cases.

e [t is an cffective tool for communicating financial objectives to employees.
motivating their achicvement and aligning emplovec efforts. This, in turn.
helps create a high-performance culture focused on cost that improves
employee engagement and 1$ linked to higher performance in all areas.

e It creates a joint purposc that helps eliminate manager versus subordinate and
labor versus managentent mentalities that impede performance.

¢ [tisan cxpensc that varies based on the performance of the Companies, which
also reduces earnings volatility., reduces the Companies’ cost of capital and
reduccs the frequency and extent of changes in the size of the Comipanies’
work foree.

It attracts, retains and motivates high-performing employees because such employees are
more likely to be attracted to a company with a high-performing cuiture and those employees
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willing to extend the discretionary ctfort it takes to succeed in such as [sic| culture are more
likely to be retained.

The statement from M. Garrett (p. 25} that “the financial benefit should provide ample
funds from which to make the payment” grossly mischaracterizes the Companies’ annual
incentive compensation program by implying that its cost should be offset by incentive driven
carnings increases in order for it to be beneficial to custemers. This would be proper for annual
Incentive compensation plans used as “bonus’ payments. which are paid on (op of an alrcady
market competitive compensation program. This is entirely not the casc with the Company’s
plans. The Companics’™ employee incentive plans are not an additional cost. The incentive
compensation poertion of pay is included as part of the total cash compensation or sum of an
emplovee's compensation package as shown in multiple survey results (Exhibits ARC-D3 and
ARC-D4).

The Companies use incentive compensation. as part of a market competitive
compensation package, to cncourage the development ot a high performance culture that has
potentially long lasting benefits that develop over many years. I'inancial performance measurcs
in particular encourage cost control at all levels of the organization through the development of
this high performance culture, The substantial value that annual incentive compensation has
produced over the many vears that the Companies have utilized it. has been and will continue to
be captured in rates through this and previous rate casc proceedings.

The prevalence of incentive compensation 1s extremely high with US. industnal
companics, and not just within the electric utility industry.  Companies nationwide utilize
incentive compensation, which cffectively scrves to balance customer and sharcholder interests
regardless of whether this is a stated objective. In fact. some of PSO’s largest retail customers
have incentive compensation plans.  Additionally. the tncentive compensation that PSQ has
requested to be included in its cost of service is not additional compensation: rather. 1t is a
component and included as part of a market competitive compensation package. Neither the
level of the Companics™ compensation package nor the need to provide market competitive
compensation to employees is dispuied in this casc.

Witness ). Garrett entirely ignores the benefits that the {inancial components of the
Companies’ annual incentive compensation provide to customers. Among other benefits, these
measures ¢ffectively communieate to employees that it is imperative to maintain strong financial
discipline. This directly encourages cost control, which benefits customers.

The use of financialiy-based incentive compensation provides many benclits to customers
in addition to being a critical component ol an employee conmpensation package.

o It promotes the efficient use of financial resources and cost control, which
directly benelits customers by helping to keep rates low.

¢ It encourages the Companies’ management and other employees to pursue
investments that benefit sharcholders and customers altke, such as automated
meter rcading technology.
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e [t 1mproves the Companies’ financial performance without increasing
compensation  expense in comparison to  providing market-competitive
compensation through base pay alone. This benefits customers continually in
future rate cases.

* It 15 an effective tool for communicating objectives to emplovees, motivating
their achievement and aligning emplovee efforts towards the achievement of
these ohjectives.  This. in turn. helps create a high-performance corporate
culture focused on cost that improves employee engagement and is linked to
higher performancc in all arcas.

» It creates a joint purpose that helps eliminate manager versus subordinate and
labor versus management mentalities that impede performance.

« [t1s an expense that varics based on the performance of the Companies, which
also reduccs earnings volatility. reduces the Companies™ cost of capital and
reduces the frequency and extent of changes in the size of the Companices’
work torce.

o [t attracts, retains and motivates high-performing cmployees because such
cmployees are more likely to be attracted 0 a company with a high-
performing culture and those employees willing to extend the discretionary
effort it takes to succeed in such as {sic] culture are more likely to be retained.

While some of the factors that affect financially-based performance measures. such as
weather and economic conditions, are outside of the control of the Companies and its ecmployeces,
many other factors. such as operating efficiency and spending are not. The financially-based
measures 1n the Companies’ incentive compensation plans arc prudently designed and
communicated to focus attention on those items that are controllable so that the best possible
outcome can be achieved irrespective of uncontrollahle factors. This is certainly better for
customers rather than climinating mcentives for employees to control costs in favor of some
other form of guaranteed compensation.

Well-designed incentive compensation plans. such as PSO’s. that provide market
competitive employee compensation (not “bonus™ plans) do serve to balance customer.
sharcholder and employec welfare and has been realized as an appropriate and reasonable
Company cxpense.

Furthermore, Virginia S.C.C. Case No. PUL 2011-00037 on bchaif ol Appalachian
Power Company. provides precedent that certain incentive plans are reasonable. based on my
testimony which 15 similar to that provided herein. The final order in this case states {p. 18):

APCo has established that 100% of thesc Incentive Plan costs should be approved. The
Company has established that its total compensation costs - which include Incentive Plan costs -
are reasonablc for purposes of this proeceding. That is. the Company's total compensation
package, including [ncentive Plan compensation, ‘results in compensation that is not higher than
and is comparable to the market competitive level of compensation.” Indeed, as stated by APCo,
the ‘reasonablencss of the Company's total compensation to employees is uncontroverted in this
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record.” We approve APCo's [AEP™s Appalachian Power Company] Incentive Plan expenses as
normalized by the Company.

[n addition. we find that ratepayers should not bear Incentive Plan expenses that exeeed a
payout ratio of 100%. the bencfits of which accrue to shareholders. See. c.g.. I'x. 38 (Carr
direct) at 30-51.  We note. however, that APCo's normalized I[ncentive Plan expenscs
approximate such result and. thus, arc approved herein. (Footnotes omitted. )

Long Term [ncentive Compensation

Witness Farrar indicates that long-tern incentive compensation is not necessary for the
provision of utility services and may be detrimental to the interests of customers. [ argue that the
compensation opportunity and expense 1t represcnts ts entirely necessary when the long-term
compensation is provided as a component of (not a4 “bonus.” in addition o) a market-competitive
compensation package.

Witness Farrar also expresses the concern that long-term incentive compensation may

encourage cmployees to pursue higher camings and mayv be detrimental to the interest of

customers. but he docs not provide any c¢vidence to show if or how the Companies long-term
incentive plans are detrimental to customers. First. the Company 1s only secking inclusion of the
target value of long-term incentive compensation in its cost of service. so the cost of any ahove-
target long-term incentive compensation payments would be born [sic} entirely by shareholders.
not the customers. Witness 1D, Garrett provides the same rationales for ¢liminating long-term
incentive compensation as he provided for annual incentive compensation.

I disagree with these rationales for the same reasons I have previously provided. D

Garrett also indicates that “The rationale behind the Commission’s complete disallowance of

long-term incentive portion of employee pay is that the “performance measures that result in the
payment of long term incentive compensation are financial goals that benetit shareholders, rather
than ratepayers.” One of several substantial hencfits that long-term incentive compensation
provides to customers is minimizing employee turnover related expenses, such as hirimg and
fraining expenses. }'ve shown that the Companies’ long-term incentive compensation s a
critical component of a market-competitive total compensation package that enables the
Company 1o attract and retain the emplovees it needs to efficiently and cffectively provide its
clectric service to custorners. [t 1s not additional compensation on top of an already warket-
competitive compensation package. This point is undisputed. As such. the Company needs to
provide this amount of compensation opportunity on average in order to compensate its
cmployees market-competitively. irrespective of whether such compensation is provided in the
form of long-term incentive compensation, base pay or some other form of compensation. Long-
term incentive compensation provides a retention incentive that minimizes employee turnover
related cxpenses without additional charges to the customer. beyond the cost of providing
market-competitive compensation.

As shown in Exhibit ARC-DS of my Direct Testimony (TCC vs. Market for Executive
Positions, Compensation Survey Analysis-Executive Positions), the Companies’ target total
direct compensation (base salary, annual inccentive compensation and long-term incentive
compensation) is “3.4 percent above the target market on an aggregatc total target direct
compensation basis™ for the 23 top exccutive positions included in the analysis. The amount of
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fong-term incentive compensation included in this study is the target value. which is also the
level that the Company is requesting be included in its cost of service. To demonstrate the
importance of long-term incentive compensation as an essential component of providing market-
competitive total compensation package for management employees. eliminating the lonp-term
incentive portion would reduce employce pay to more than 43 percent below market-competitive
levels. This ilustrates that the long-term compensation opportunity that the Company provides
15 reasonable. customary and necessary to attract the employecs the Company needs to operate
its utility business efficiently and effectively.

OHC's witness M. Garrett proposes to remove 50 pereent of the Companies™ short-term
cmployee meentive compensation and 100 percent of the Companies™ long-term employee
incentive compensation [rom rate base because he argues that the treatment of capitalized
incentive compensation should be consistent with the treatment ol incentive compensation in the
Company’s cost of scrvice for rate making purposes. The impact of this proposal. it adopted.
would be to immediately eliminate the Company’s ability (o carn a fair return on PSO assets.
‘This would have a significant negative impact on the ability of PSO 1o earn a fair return on its
assets going forward.

Non-Qualificd Post Retirement Benefits

The Companies }sic] maintains non-qualified post-retirement benefits for its employces
to provide benefits outside of the limits imposed on ERISA-qualified plans. AEP™s non-qualified
defined benetit plans also provide contractual benelfits that were negotiated with respect to a few
cxecutives, nearly all of whom are now retired.  No new contractual bencfits have been
negotiated in many years.

In my expericnce. most companics that provide qualified defined benefit pension plans to
employees also provide non-qualified restoration plans that arc similar to ALP’s non-qualilied
pension plans. Such plans are a prevalent component of total tewards offered by large ULS,
utility and industrial companies and arc highly prevalent among companies with qualified
defined benefit pension plans. The large PSO customers with incentive compensation plans that
I previously mentioned utilize non-qualified defined benefit retirement plans.  Witness Farrar
states that this expense is unnecessary and expensive without offering any support for this
position.  Witness M. Garrett states that these costs are not necessary for the provision of utility
service, but are instead discretionary costs of the sharcholders designed to attract. retain and
reward highly compensated employees.  The Company needs employces with execeptional
cxperience. knowledge. capabilities and skills to efficiently and effectively provide electric
scrvice to customers in all types of domestic and international conditions. Therefore. tt is
rcasonable. prudent and in customers’ interests for the Company to attract and retain such
employees.

The Company, however, is not proposing that non-qualified defined benefit pension
expense simply be presumed to be recoverable in rates. Instead, | respectfully recommend that
the standard for including or excluding all compensation and benefit expense should be whether
such costs are part of a market competitive total rewards package and whether such costs are
otherwise reasonable and prudently incurred in the interests of customers. None of thesc
benchmark points have been contested in this case with respect to non-qualified defined benefit
pension expense.
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Conclusion

The benefits dertved from the Company’s Annual Incentive Compensation Plan and
Long-Term Incentive Plan creale additional value for customers in that they have no additional
cost 1o the customer above the ordinary cost of providing market competitive compensation to
cmployees. Maintaining these incentive compensation programs also helps ensure that prior year
cost savings arc retained and prevents performance back-shiding. which is beneficial to
customers.

The pay strategy of the Company’s employce compensation plans successfully achieves
the primary objective of providing reasonable. market-competitive compensation to cmployees.
As such. the expense associated with the Companics’ incentive plans is a necessary cost of
providing electric service to customers.  Therclore. [ respectfuily recommend that all such
expense {sic] be included in the Company’s cost of service as the Company proposed.

Sumimary of Rebuttal Testimony of Steven |, Baker

Mr. Steven . Baker. Vice President of Distribution Operations tor Public Service
Company of Oklahoma (PSO or Company} testified on behalf of PSO.

Mr. Baker testified that the purpose of his Rebuttal Testimony was to respond to Public
Utility Division (PUD) of the Oklahoma Corporation Commission (OCC or Commission) Staff
witness Kathy Champion’s recommendation to discontinue PSO’s System Reliability Rider
{SRR or Rider). and include the costs and revenues for this activity in rate base to be recovered
through basc rates. Mr. Baker explained that there is no rcasonable basis to discontinue a rider
that has provided quantifiable customer reliability benefits since the SRR has been in place, and
that the continuance of the SRR will help ensure these benetits continue.

Mr. Baker provided an overview of the SRR that has been in place since 2005, und
discussed how the scopc of the Rider has evolved over the years to include not only vegetation
management, but to also allow for the recovery of undergrounding. system hardening, and grid
resiliency activities. Ile also explained that the Commission {ound the current SRR in the public
intcrest in Order No. 620006 issued January 7. 2014 (at page 2).

Mr. Baker testified that he docs not support Ms. Champion’s recommendation to
climinate the SRR and move the current Rider costs 1nto base rates.

According to Mr. Baker, Ms. Champion takes no issuc with the success that has resulted
from the SRR with the substantial improvements in customer reliability. He discussed that she
also failed to recognize the year-to-ycar variability of costs that occur. and gives no credit to the
flexibility the Rider provides PSO in funding a variety ol reliability programs. Rather, Ms.
Champion would follow three criteria that are unlikely to be appropriate in all circumstances,
without giving consideration to the broader benefits of the Rider.

Mr. Baker also testified to the flexibility provided by the SRR in terms of maintaining
distribution system reliability and its benefit to PSO customers. According to Mr. Baker, the
Company made tremendous gains in reliability improvements since the rider has been in place.
Over the 10-year period of the Rider, the System Average Interruption Frequency Index (SAIFI)
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and System Average Interruption Duration Index (SAIDI. excluding major cvents. improved by
63.9% and 43.4%. respectively. PS()'s vegetation management activities. along with its system
hardening and grid resiliency activities. have contributed to shortened outage durations and
reduced the impacts of severe weather events. The Rider also provides PSO the f{lexibility to
manage cxpenses within the Rider cap that provides benefits to customers as year-to-year
maintenance necds of the electrie system change.

Mr. Baker also does not agree with Ms. Champion’s assertion that riders do not provide
utilities with incentive to be efficient as it applies to PSO. including the SRR, According to Mr.
Baker. the Company bas taken measures to manage SRR process improvement efficiencies
throughout its vegetation management. system hardening and grid resilicney programs.  Such
clforts have resulted in reduced program costs along with the more efficient use of program
resources.

As stated carlier. Mr. Baker does not support Ms. Champion’s rccommendation to
recover SRR costs and revenues through base rates. According to Mr. Baker, as the Rider exists
today. PSO’s customers receive signiticant benefits from its reliability programs. while the
Commission and the PUD receive cost and planning information on a quarterly basis to ensure
that these costs arc both rcasonable and prudently incurred. Mr. Baker explained that the SRR
has worked well [or all partics since its inception. and there are no compelling reasons o
climnate it.

Mr. Baker also testified that the SRR is not just a “tree rider’. e stated that Ms.
Champion’s locus on vegetation managenment gives no consideration to other reliability efforts
such as system hardening and grid restliency. Mr. Baker explained that Ms. Champion also docs
not account for the system hardening cap in her recommendation: an important component of the
SRR. The Rider allows for the recovery of $7.7 mitlion of depreciation. taxes. and carrying costs
associated with system hardening and grid resiliency capital costs that would be lost with the
¢limination of the Rider. The climination of recovery of these costs will make it more
challenging for PSO to provide the capital required for system hardening and grid resiliency
projccts,

Mr. Baker concluded by testifving that given the suceess of the Rider program over the
years. the Company supports continuing the existing Rider in its current form. The Rider will
continue to protect customers due to the variability of program costs cach year. urthermore, it
is consistent with the Final Order in Cause No. PUD 201300202 that supported PSO’s need for
flexibility. Mr. Baker testified that PSO has proven that it can elfectively manage its vegctation
management., syslem hardening and gnd resilicncy program costs. satisfy QCC requircments,
and produce significant reliability benefits for our customers through the Rider. The current
quarterly Rider review process has also provided considerable oversight and transparency of
cxpenditures. planned work, and bencfits.

Summary of the Rebuttat Testimony of Steven L. Fate

Mr. TFate’s Rebuttal Testimony responded to certain analyses and positions taken by Mr.
Scott Norwood on behalf of Oklahoma Industrial Energy Consumers (QIEC), and Messrs. Edwin
C. Farrar, and Paul J. Wielgus on behalf of the Oklahoma Attomey General (AG). He cxplained
why their analyscs of PSO’s Environmental Compliance Plan (ECP) are incomplete as compared
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to Public Service Company of Oklahoma's (PSO or Company). how their incomplete analyses
lead to the wrong conclusions, and why PSO’ |sic] analysis and ECP is prudent and results in
costs to customers that arc fair, just. and recasonable,

Responding to the OIEC. through its witness Mr. Norwood. whose Responsive
Testimony focused hcavily on the risk of reduced coal in PSO’s energy supply mix without
considering mitigating factors and the multitude of other risks PSO considered. Mr. Fate testified
that when considering all risks and mitigating factors. the ECP is a reasonable. balanced
approach to environmental compliance.

Mr. Norwood characterized PSO’s ECP as “much more costly and risky™ than retrofitting
and continuing to operate both Nortbeastern coal umits. Mr. Fate explained that contrary to Mr.
Norwoeod's assessment, the ECP virtually eliminates the risk of future environmental regulations
affecting coal units at a reasonable cost.

Mr. Fate testified that contrary to Mr. Norwood's position that carbon costs are highly
speculative. mcluding & cost of carbon in the analysis. is reasonable and a common practice in
the energy industry. Lvaluating the impact of future environmental regulations is reasonable and
less speculative than excluding them from a long-range 30-year forceast.

Mr. Norwood criticized PSO [or not evaluating the impact of the Clean Power Plan rule
(CPP) on its cconomic evaluation of the ECP. However, Mr. Fate’s Rebuttal Testimony points
out that Mr. Norwood recently testified that it will be years before there will be any cenlainty as
to how the rule impacts coal units since it depends on the vet to be determined comphance plans
for the state of Oklahoma and the region.

Mr. Fate testified that direct comparisons drawn by Mr. Norwood between PSO’s

decision on Northeastern Units 3 & 4 and SWEPCQO's Flint Creek Plant are not valid because of

matcrial differences in the fact situations between the plants. Flint Creek 1s uniquely situated and
the analysis substantially different, Thus. the decisions regarding Flint Creck and Northeastern
Units 53 & 4 are not directly comparable. and are both reasonable,

Mr. Fatc described how Mr. Norwood overstated the percent difference in revenuc
requitement between compliance options, and that a more accurate picture of customers™ rate
impacts can be determined using the percent difference between total revenue requirements.
When compared to total revenue requirement, the percent difference between scenarios is no
morc than 2.2 percent.

Mr. [ate further testified that Mr. Norwood incorrectly claimed PSO’s analysis was
deficient becausc the rate impact analysis was performed only on the first year. Contrary to Mr.
Norwood's assertion, PSO considered a varicty of rate impacts. including not only the year-one
rate impact, but also the impact over the full 30-year planning period.

Mr. Norwood wrongly concluded PSO understated the [ICP cost because it did not
replace Northeastern Unit 4 generating capacity when retired in 2016. Mr. Fate testified that
OIEC’s position that PSO should have assumed nearly a full capacity replacement of Unit 4 is
unreasonahle, as it would have required PSO (o predict a highly speculative future event. The
unforeseeable load additions cxpericnced subsequent to the decision to enter into the settlement
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agreement 1s a scparate issue. and should not be factored into the cost or determination of

prudence.

Mr. Norwood alleged that PSQ™s analysis was flawed because some of the scenarios
assumed a 30-year service life for the coal-fired units in spite of evidence that a 60-year service
life 15 possible.  Mr. Fate testified that in fact. PSQ’s analysis 18 very reasonable and
comprehensive because it evaluated both 50- and 60-year service lives. allowing for a better
assess |sfc] the risk of economic obsolescence of the coal-fired units in light of ongoing
cnvironmental compliance risks and make a more informed decision.

Mr. Norwood draws comparisons between Oklahoma Gas & Llectric’s (OG&E) and
PS(’s compliance plans to justify why he supports OG&E’s plan and does not support PSO’s
plan. Howcver. Mr. Fatce points out in his Rebuttal Testimony that Mr, Norwood's comparison
ol the plans” attributes argues form over substance, and should be ignored.

Mr. Fate testified that contrary to Mr, Norwood [sic] allegation that PSO’s decision to
cnter mto the LPA Settlement was premature because of ongoing litigation of the Regional Haze

Federal Implementation Plan (FIP) and Mercury and Air Toxies Standard (MATS). the timing of

the Settlement Agrecment provided a variety of benefits that ensured PSO could continue to
fulfill its obligation to provide reliable electrical service at a reasonable cost.

The AG, through Witness Wielgus, recommended a disallowance of power purchased
costs based on the omission in PSO’s economic analysis of an assumed 82 million terminal value
for a new natural gas-hred combined-cyele plant (NGCC). Mr. Fate testified that a S2 million
terminal value of an NGCC is not materal in the determination of prudence. and that a new
NGCC plant was not a viable alternative, since there was insulficient time to construct a new
unit.

Mr. Wielgus opined that PSO did not consider the risk assoctated with Power Purchase
Agreements (PPA’s), and he believes there is no guarantee the capactty will be avatlable. Mr.
Fate testified that all contractual agrcements have some busmess nisk. However, the PPA’s
include performance and availability guarantees along with liquidated damage provisions
consistent with industry practices and provide substantial protection for customers.

Mr, Tate testified that AG Witness Farrar’s unsubstantiated claim that PSO’s analysis
was not comprehensive was contrary 10 the AG’s expert who examined PSO’s ECP in Cause No.
PUD 201200034, and found that PSQO’s analysis was comprehensive. Mr. Fate further testified
that PSO’s analysis included multiple scenarios and sensitivities. and tberefore was complete and
comprehensive evaluating five different compliance options and five diflerent scenarios.

Mr. Fate summarized his Rebuttal Testimony by stating that the unfounded arguiments
made in the responsive testimonies of the AG and OIEC witnesses did not change the fact that
PSO conducted a broad and thorough analysis of the compliance options and impacts on
stakeholders, and chosc a reasonable cost option that will provide customers bencfits long into
the futurc by avoiding environmental risk and cost.

Summary of the Rebuttal Testimony of Thomas J. Mechan

Mr. Thomas J. Mechan, who is employed by Sargent and Lundy, LLC (S&L), as
Member, Senior Vice President, and Project Director, filed Rebuttal Testimony on behalf of
PSO.

I
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Mr. Mechan addressed and responded to statements made in the Responsive Testimony
of Oklahoma Industrial Energy Consumers™ (OIEC). Wal-Mart Stores Fast [.P and Sam's East.
Inc. witness Jacob Pous in regards to the Public Service Company of Oklahoma (PSO or
Company) [sic| “Conceptual Demolition Cost Estimate™ studies prepared by S&I.. According to
Mr. Meehan, Mr. Pous, without preparing his own comprchensive study. questions the
methodologies and the assumptions cmployed in the studies prepared by S&I. experts. Mr.
Meehan stated that the criticisms of S&L's demolition cost studies are invalid and should be
rejected as 1s further explained in his testimony.

[t was Mr. Mechan’s initial observation that to his knowledge. Mr. Pous had not prepared
any independent studies of what costs would be expected to be incurred to dismantle and remove
PSO’s generating facilities upon their retirement.  Mr. Mechan stated that Mr. Pous simply
cribicizes certain aspects of the S&L studies. without otfering alternative engineering studies
covering the complete costs of demolition of each of PSO’s generating units based on
consideration of the specific attributes of cach facility.

The S&IL studies he sponsored in his Direet Testimony are actual studies of the costs that
are expected to be incurred to dismantle and remove each PSO generating plant after its
retirement.  The studies were conducted using the extensive power engineering and generation
facility experience of S&L. and represent a reasonable. appropriate. and reliable projection of the
costs of dismantling and removing PSO’s generating facilities upon their retirement.

Mr. Mechan testified that Mr. Pous™ characterization that the S&IL studies are “a worst
case scenario that results in an excessively high-side demolition cost estimate™ 1s incorrect. Mr.
Meehan explained that the purpose of cach study for each PSO gencrating plant was to arrive at
safc and economical methods and processes to remove equipment. o demolish existing
structures. and to remove other components such as concrete foundations and roadways.
associated with a gencrating plant. Mr. Meehan testified that the cost cstimates do not assume a
"brick-by-brick and reverse cngineering” approach to demolition and that in no case has S&L
ever assumed a “brick-by-brick or reverse enginecering demolition process™ for an entire power
plant in a demolition cost estimate study as quoted by Mr. Pous. Mr. Mechan stated that S&l.
collected plant-specitic information and used plant general arrangement drawings with [ield
reviews to estimate the scope of demolition necessary for cach plant. Mr. Meehan explained that
more detatled studies would be substantially morce costly. and could not be obtained without bids
specific to the work and that such detail would not measurably increase the accuracy of the
estimates given the length of time until many of these plants retire.

Mr. Mechan disagreed with Mr. Pous™ allegation that S&L failed to provide information
and support for many critical components of its cost cstimate. Mr. Mechan testilied that while
Mr. Pous consistently rcferenced data requests and information provided for past PSO base cascs
in his Responsive Testimony, he did not [ile requests for information in the current proceeding
regarding the items he has decided are critical for support for thce demolition cost studies.
Further, S&L provided assumptions and specific details in the body of the demolition cost
estimates in Exhibit TIM-3 at a level of dctail sufficient for review by experienced and
knowledgeable power plant engingers.

Mr. Meehan refuted Mr. Pous’ allegation that the demolition cost estimates present a
worst-case scenario for all demolition activities to be performed. Mr. Meehan explained that

OFFICIAL COPY

Apr 27 2018



Carese No PO 200300208 Puage 114 of 169
Roport and Recommendations of the Administrative Law Judpe

S&I. used rcasonable and proper enginecering and industry accepted practices to develop cost
estimates with no bias for the costs being either high or low. Mr. Mechan described examples
that clearly demonstrate that S&L's demolition cost estimates use cost-cifective techniques for
demolition of the subject facilities.

Mr. Meehan refuted Mr. Pous™ criticisim of S&I. not being in the business of actually
dismantling powcer plants.” Mr. Mechan explained that S&I. could be thought of being similar to
an architectural firm that designs and estimates the cost of a new building. but does not actually
periorm the construction.  Whether the work is performed by S&1. or subcontracted out. the
knowledge. information. and experience 1s applicable to the demolition cost estimates.

Mr. Mcehan addressed Mr. Pous™ statement that S&1.°s assumption that cquipment will
have no other value than scrap value is unreasonable. Mr. Mechan explained that hy the time the
plant reaches the end of its usetul life. the genceral condition of the plant has often degraded to a
point where equipment has very little re-sale value other than scrap and that the remaining
cquipment does not have warranty or performance guarantees that new equipment would have,
and is typically incfficient and obsolete relative to other equipment available in the market.

Mr. Mechan testified that Mr. Pous™ example that compared a Nevada Power Company
(NPC) demolition cost estinate prepared by Black & Veatch {B&V) (Docket 100-06003} to
S&1s estimates was invalid. Mr. Mcchan explained that the B&V demelition cost estimates in
Daocket 100-06003 (Docket 100-06003. page 50, line 2) refer dircctly back to the B&V
demohition cost estimates. which were generated for NPC in Docket 05-10004. In Mr. Pouy’
testimony contained in Docket 05-10004 {page 24 lines 20 -- 23 and footnotes), Mr. Pous states:
“Based on a review of the Sargent & Lundy demolition cost cstimates for Progress Encrgy, |
tound |B&V s cost estimates for NPC's units to be quite excessive.” Mr. Mechan stated that it
is inconceivable that Mr. Pous can say that the S&L demolition cost estimates are only a {raction
of the B&V demolition cost estimates in Docket 05-10004 and then infer that S&L°s demolition
cost estimates equate to B&V demelition cost estimates in this proceeding.

Mr. Meehan testified that it would he improper to exclude an allowance for contingency
from the demolition studies and that cost estimates for virtually all contract work includes some
kind of contingency. It is a common and cxpected standard industry practice to include a
positive contingency to account for unknowns and future changes not included in a cost estimate.
The omission ot a positive contingency in a cost estimate would be considered itrresponsihle and
unrcasonable.

Summary of the Rebuttal Testimony of David P. Sartin

David P. Sartin, Vice President, Regulatory and Finance for Public Scrvice Company of
Oklahoma (PSO or Company), testified on behalf of PSO.

According to Mr. Sartin, PSO was required to take action and to incur costs to comply
with the United States Environmental Protection Agency’s Regional Haze Rule and Mercury and
Air Toxics Standard.

PSC has demonstrated that its environmental compliance plan (ECP) is a low cost,
rcasonable plan, among the plausible alternative plans.
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Mr. Sartin further testified that compared to other environmental compliance alternatives.
the ECP has the lowest customer rate impact for the first year rates arce 1o be in effect. and is the
fowest cost plan for at least the next 12 years. In fact. had PSO selected the full environmental
retrofit of the Nottheastern coal plant alternative seeninglv advocated by others in this case.
PSO’s annual costs to comply would have been $73 million (85%) greater than the ECP, and this
base rate case request would have been $75 million higher. The only independent evaluator in
this case. emploved by the Oklahoma Corporation Commission (OCC or Commission) Public
Utility Division (PUD). found the ECP to be reasonable.

The ECP maintains PSO’s fuel diversity. according to Mr. Sartin, PSO continues to have
significant coal generation in its fuel mix for many years. The ECP provides the opportunity to
further diversiiy PSO’s energy supply mix by including cost effective renewable resources like
wind and solar. The ECP permits this diversity without PSO investing $750 million in additional
coal environmental controls that would be subject to the risk of future environmental regulations.
As discussed above, 1t would have cost PSO customers an addinonal $75 million per year in this
case 10 maintain fuel diversity using a historical view of diversity only considering coal and
natural gas.

The OCC should not permit an intervener. representing a single set of customers, to
supplant Company management’s discretion for environmental compliance. PPSQO is responsible
for ensuring electric service to all customers. and considering other important factors including
emplovees. communitics. and sharcholdcrs.

‘The Attorney General's opposition to the LCP s not supported by specific tacts or any
professional studies or analyses comunissioned to review the LECP.

Since PSO’s decision on the comphance plan. subsequent events have supported the
dectsion.

¢ The Oklahoma State Implementation Plan (SiP) is enforceable under
Oklahoma and federal laws.

o  OG&Ys litigation associated with the Regional Haze Rule is complete.

s PSSO has added another 430 mega-watts of wind generation,

o The LEPA has issued additional rules increasing the cost of coal generation.,
most notably the Clcan Power Plan.

e The cost of PSO’s ECP has declined due to fower costs of environmental
control investment and replacement power.

e Natural pas prices can be expected to be moderate and stable for the
foresecable future due to the abundance of natural gas supply driven by
shale development.

Mr. Sartin testified that PSO’s proposed recovery of its Northeastern 3 and Comanche
power plant environmental control costs either through a rider or base rates, beginning the first
month after the environmental controls on Northeastern 3 are placed in serviee in carly 2016,
with deferred accounting to capture for future recovery or repayment the differences between the
actual environmental costs and those collected in rates. Approval also s sought for recovery of
environmental control consumables through the fuel clause, Purchasced power expense would be
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recovered through fuel adjustment clause. The remaining costs of environmental controls on
other PSO generating units would occur through base rates. and there were no major concerns
from other parties regarding their cost recovery.

The ECP cost recovery sought by PSO is reasonable because it does not begin until the
new environmental controls are complete and in service, Recovery of the costs would oceur over
time periods that reflect the remaining lives of generation assets. which will not penalize future
customers.

With PSO’s proposed cost recovery of environmiental controls. there is no shifting of risk
between PSO and customers because the OCC retains its authority to review the investments for
prudence prior to including them 1n rate base.

Mr. Sartin also testificd that contrary to views of some parties regarding post test vear
adjustments and riders to recover the ECP. the Commission has the authority to approve PSO’s
requested cost recovery.  There are no valid reasons to delay approval of cost recovery 1o yel
another base rate casc.

PSO’s proposed capital structure is reasonable because it is consistent with comparable
utilities” structures, and consistent witlt positions taken by the PUD and the OCC in prior PSQO

and other OCC jurisdictional utility cases. PSO took the opportunity o issue $250 million of

debt at attractive interest rates early in 2015 by recognizing the favorable intercst rate
cnvironment that existed at that time, and by recognizing and avoiding market risks associated
with waiting until later in the year. While PSO could have waited until later in the vear and
avouded the impacts the new debt would temporarily have on its capital structure for rate casc
purposes. PSO did the right thing for customers and issued debt when it belicved the market
would provide low Intcrest rates.

PSO’s requested 10.5% return on equity 1s reasonable, according to Mr. Sartin because it
is based on a varicty of factors, including conditions in capital markets and certain risks faced by
PSO. Other parties” recommended returns are [ower than those recently awarded by other utility
commissions. and sonie rely too heavily on a single model. Adjustments to return on equity to
reflect the effect of riders are not appropriate since the risk of riders is included m the
determination of returns.

Since there is no problem with the OCC’s current practice of considering and approving
riders, there is no reason to adopt prescriptive standards for the approval of riders.

PSO’s proposcd rate increase has been reduced by $3 million compared to Direct
Testimony, largely due to updating rate base to actual amounts six-months post test year. PSO
has addressed all of the other parties’ proposed adjustments to its recovery ol costs in Rebuttal
Testimony, and continues to believe the request for rate relief is reasonable and should be
approved by the Commission.

PSO’s rates will increase duc to the costs to comply with the environmental rcgulations,
and this situation is not unique to PSO as utilities across the country either have or will face
increasing costs to comply with new regulations. Under PSQ’s full rate request in this case,
including the ECP, PSQO’s total average clectric costs will remain competitive even after prices
increase from this application, as they are expected to be 2% below the state of Oklahoma
average, 6% below the rcgional average, and 22% below the national average.
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Summary of the Rebuttal Testimtony of C. Richard Ross

Mr. Ross filed Rebuttal Testimony to address certain inappropriate conclusions reached
by Oklahoma Corporation Commission Public Utility Division (PUD) witnesses Mr. Chaplin and
Ms. Champion regarding Public Service Company of Oklahoma’s (PSO) ability to accurately
predict and control Southwest Power Pool (SPP) transmission expenses.

Mr. Ross testified that despite the elaims by Mr. Chaplin that the SPP charges are not
totally unpredictable. and by Ms. Champion that the SPP Transmission Cost Rider does not meet
the controllable cost criterion and the unpredictability criterion proposed by the PUD. the recent
history of the SPP charges. and the large number of variables impacting them clearly make them
extremely ditficult to predict with any reasonable accuracy. SPP’s cost monitoring process
iself, allowing for a +/~20% variance. recognizes there are a wide variety of issues that can
impact the final cost of a particular transmission project and make them. to some significant
degree, unpredictable. More importantly, a project’s in-service-date is a ¢ritical factor impacting
when the construction costs are actually incorporated into the transmission owner’s rates and
SPP’s transmission rates. A SPP member might predict the cost of a project perfectly, but miss
the expected in-service-date so that the project’s cost is not meluded in the transmission owner’s
rates update for the expected year. Such a situation could lead to an error in PSO’s predicted

transmission expense atteibutable to a project for the year of as much as +/-100%. Such levels of

uncertainty are clearly unpredictable and cannot be controlled by participation in the SPP
process.

Mr. Chaplin’s also asserts that by not allowing PSO to deter that difference [in actual
SPP expenses and the amount included in PSO’s base rates]. this incentivizes PSO to continually
pursue cost control within the SPP organizational structurc.  Mr. Ross testitied AEP’s
participation did not control costs. According to Mr. Ross. AEP makes every effort to ensure
that PSO customers de not bear unreasonable SPP-related costs. Suggesting that these efforts
would be bolstered by PSO’s continued inability to defer these expenses. or conversely, to
suggest that PSO would somehow reduce this participation and advocacy within SPP due to the
approval of defcrral accounting. is inconsistent with the Company's historical actions and future
intentions.

Summary of the Prepared Rebuttal Testimony of Richard G. Smead

Richard G. Smead of the tirm RBN. Energy LLLC submitted Rebuttal Testimony on
behalf of PSO. Mr. Smead addressed those portions of the Responsive Testimony of Scott A.
Norwood and Dr. Craig Roach (Mr. Norwood who testified on behalf of the Oklahoma industrial
Fnergy Consumers and Dr. Roach on behalf of the Staff of the Oklahoma Corporation
Commission), to the extent such testimony was relevant to the natural gas supply and pricing
tssues addressed by Mr. Smead in his Direct Testimony. Specifically, Mr. Smead rebutted M.
Norwood's various allegations that PSO’s commitment to natural gas fired generation as the
Northeastern coal units are ramped down and retired in compliance with PSO’s EPA settlement
would create higher energy costs than cstimated by PSO, and would involve signilicant price risk
{or consumers. Mr. Smead further reviewed Dr. Roach’s analysis which. while it endorsed
PSO’s approach, expressed concern over upward pressure on natural gas prices.

OFFICIAL COPY

Apr 27 2018



Certeye New, PLIY 200 3062008 Puage HE of 1Y
Repori and Recommendutions of the Adminisirarive Law Jndge v

With respect 1o Mr. Norwood's Responsive Testimony, Mr. Smead concluded that the
price forecast comparisons employed by Mr. Norwood were stale and inaccurate, having already
been superseded by lower price estimates at the time of Mr. Norwood's testimony in Cause No.
PUD 201100054 (the 54 Case™). from which Mr. Norwood apparently drew all of his work on
the subject without any updates. Mr. Smead determined that Mr. Norwood’s review of PSOQ's
range of natural gas price (orecasts that underlie PSO’s economic analysis of the EPA settlement
is deeply flawed and shouid be disregarded. 1f anything. Mr. Smead concluded. the Energy
Information Administration (EIA) annual energy outlook for 2012 (AEO2012) used by Mr.
Norwood was superseded by AEO2013 well before the submission of testimony in the 34 Case.
Based on Mr. Norwood's approach to evaluating the sensitivity of the economic impact of the
EPA settlement to variations in natural pas cost from PSO’s cstimate. Mr, Smead determined that
the use of the correct year's LIA estimate would have shown incremental savings from the use of
natural gas of over $300 million on both a nominal and a net present value basis, through Mr.
Norwood's planning horizon of 2040. Mr. Smead also showed that if EIA"s “high-resource™
cases from the 2012, 2013 (availahie during the 54 Case). and most recent 2015 annual energy
outlook. which arc remarkably consistent with cach other and increasingly likely hascd on the
behavior of actual production and pricing. could yield costs as much as nearty $3 billion below
PSO’s estimate. with a net present value of $1 billion worth of savings.

In reviewing Dr. Roach’s testimony, Mr. Smead acknowledged and strongly agreed with
Dr. Roach’s conclusion that PSO’s natural gas price estimates were a reasonable basis for the
evaluation of the EPA settlement, Mr. Smead turther agreed with Dr. Roach that it was
legitimate to recopnize and cvaluate concerns over price volatility or that the regulation of
natural gas drilling operations to address issues around development impact or methanc
emissions could cause chronic increascs in prices, but Mr. Smead explained why he disagreed
with Dr. Roach as to the potential significance of those factors. Mr. Smead’s explanation was
based. in concert with his Direct Testimony. on the fundamentals of the shale revolution, on the
work ol an 1mportant multi-scctor task force on price stability whose 2011 report indicated
multiple reasons volatility was a thing of the past. and on the massive. ongoing increases in
drilling productivity in the natural pas industry, which offset any mmpact from increased costs.
Mr. Smead further explained that a likely pattern in the future, similar to the experience of 2012-
2013. is some downward velatility, wherein prices drop because of mild weather, with recovery
to the expected prices. hut then with constraints on further upward movement because of the
industry’s ability to respond with additional supply.

Summary of the Rebuttal Testimony of Robert B. Hevert

Company Witness Robert B. Hevert’s Rebuttal Testimony addresses the Responsive
Testimonies of Mr. David J. Garrett on behalf of the Public Utility Division (PUD) of the
Oklahoma Corporation Commission (Staft); Mr. ). Bertram Sclomon on behalf of the Oklahoma
Attorney General (OAG); Ms. Maurcen L. Reno and Dr. Larry Blank on behalf of The United
States Department of Defensc and All Other Tederal Exceutive Agencies (DOD); Mr. David C.
Parcell on behalt of Okiahoma Industrial Energy Consumers (OIEC); and Mr. Steve W. Chriss
on behalf of Wal-Mart Stores Last, LP, and Sam’s Fast, Inc. (Wal-Mart) (the Opposing ROE
Witnesses) as thewr testimony rclates the Company’s Return on Equity (ROE) and capital
structure.  Mr, Hevert’s Rebuttal Testimony includes a sct of updated analyses supporting his
Cost of Equity recommendation; those analyses demonstrate that his rccommended range of
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10.25 percent to 10.75 percent. and his specific recommendation of 10.50 percent. remain
reasonable and appropriate.

Mr. Hevert's Rebuttal Testimony explains that none of the arguments provided by the
Opposing ROL Witnesses have caused him to change his recommendations regarding the
Company’s ROE and capital structure.  The fact that the Opposing ROE Witnesses”
rccommendations are similar in measure does not mcan that their analytical approaches are
appropriatc. or that their recommendations are reasonable. Regardless of the analytical approach

taken. the Opposing ROL Witnesses™ recommendations fall {ar below obscrvahle measures of

reasonableness. such as the returns avaiiable to other utility companics. Mr. Hevert notes that
the highest of the Opposing ROE Witnesses™ recommendations. 9.30 percent, falls below 97.00
percent of the returns authorized for vertically integrated electric utilities from January 2012
through October 2015.

Although there are specific reasons why their individual recommendations are unduly
low. there also are factors that commonly reduce the Opposing ROE Witnesses™ analyvtical
results.  For example. certain of the Opposing ROE Witnesses base their analyses on proxy
companies that ar¢ fundamentally incomparable to PSO. or that conflict with their own screening
criteria. As a result. the fundamental bases of their analyses. conclusions. and recommendations
arc questionable.  More commonly, in applying their Discounted Cash Flow models. the
Opposing RO Witnesses rely on growth rates that are tnappropriately low. or that are
constrained by what they may consider to be “sustainable™ or “fundamental”™ levels of long-term
growth., Similarly. the Opposing ROL Witnesses™ Capital Asset Pricing Modcel analyses rely on
inputs that are incompatible with long-term cxperience. or cannot be supported by expected
market and cconomic conditions. Mr. Hevert's Rebutial Testimony also explaing that aithough
the Opposing ROE Witnesses may point to the level of interest rates to support their ROE
recommendations. they do not recognize that the two do not change on a onc-to-one basis.
Consequently. their recommendations are low in the context of prevailing interest rates: they are
lower still considering expected increasing interest rates going forward.

As to the Company’s requested capital structure. which includes 48.00 percent common
equity and 52.00 percent long-term debt, Mr. Hevert explains that while reasonable. it does
contain more debt leverage than similarly situated clectric utilities. Certain of the Opposing
ROE Witnesscs recommend capital structures with even higher levels of debt. arguing that a debt
ratio as high as 65.00 percent is “optimal.” Mr. Hevert demonstrates that the analyses underlying
those conclusions are decply {lawed, and that reducing the cquity ratio below the Company’s
recommendation would have the counter-productive effect of increasing its risk and. therefore,
1ts overall Cost of Capital.

Lastly, Mr. Hevert's Rebuttal Testimony explains that moving the undepreciated balance
of Northeastern Station Unit 4 to a regulatory asset does not so mitigate risk that the return on
that balance should be reduced to the cost of decbt.  Investors do not view such assets as
distinguishable from the remainder of the balance sheet, nor do they sec regulatory assets as
removing regulatory risk. Consequently, it is the overall ratc of return, not the cost of debt, that
should be applied to the undepreeiated balance.

Summary of the Rebuttal Testimony of Randall W. Hamlett

Mr. Randall W. Hamlett, Director of Regulatory Accounting Services for American
Electric Power Service Corporation {AEPSC), a subsidiary of American Electric Power
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Company. Inc. (AEP). testified on behall of Public Service Company of’ Qklahoma (PSO or
Company).

Mr. Hamlctt's Rebuttal Testimony responded to recommendations by other parties to this
case assoclated with PSO’s recovery of the Northeastern coal plant costs, PSQ’s environmental
cost recovery plan and PSO’s base rate revenue requirement.

According to Mr. Hamlett. PSO filed a traditional hase rate case on all issues except one.
PSO’s environmental compliance cost recovery plan. PSO’s environmental compliance cost
reccovery plan provides cost recovery that matches the date new cnvironmental controls are
placed in service and providing service to customers tor Northeastern Unit 3 and provides for
deferred accounting so customers pay PSO’s actual costs for the environmental controls for both
Northeastern tnit 3 and Comanche. This complies with the Commission’s [inding in Causc No.
PUD 200800144, Order No. 564437 that states the concept behind known and measurable is to
have raies based upon the levels of expenses, revenues and rate base that will most likely be
reflective of the expenses and revenue during the time rates are in effect. Had PSO chosen to
retrofit both coal units. PS(s rate increase would be higher by almost $75 million in this casc.

Mr. Hamlett testified that PSO's request for recovery of Northeastern Unit |sic] 3 and 4

existing plant costs is reasonable and will not result in the creation of regulatory asscts il

approved by the Comnission. Certain other parties make recommendations that do not comply
with the standard accounting retirement cntries under the Federal Lnergy Regulatory
Commission (FERC) Uniform System ol Accounts (USOA). Some of their recommendations
would result in regulatory asset accounting (c.g. recovery through 2040 versus 2026) which PSO
can implement but 1s not as reasonable as PSQO's proposal. PSO’s proposal does not result in an
over-recovery of Northeastern Unit 4 costs. Contrary to certain partics™ positions, under standard
FERC USOA accounting for retirements, the cost of Northeastern Unit 3 and 4 assets remain on
PSO’s books as net plant in service and should continue to be included in rate hase with the full
rate of return granted by the OCC in this case.

Mr. Hamlett provided six-month updates for various rate base items. PSO’s pension
prepavinent has resulted it pension expense savings and should be included in rate base as
recomtmended by PSO and PUD Staff. This prepayment does not reflect what could be
considered discretionary contributions, other than $4 .4 million made in 2014, The Commission
did not accept Mr. Mark Garrett’s recommendation o disallow capitalized incentives in Cause
No. PUD 200800144 and should reject his recommendation again in this proceeding. PUD
witness Thompson is the only witness that approprialcly included the Non-AMI meter regulatory
asset in rate base and amortization expensc in compliance with the Commission’s order in Cause
No. PUD 201300217.

According to Mr. Hamlett, payroll updated to the annualized amount as of July 31, 2015,
15 reasonable and should be included in cost of service. The recommendation of PUD for ad
valorem taxes results in a value that is mainly based upon January 1, 2014, plant valucs that are
outdated since rates will be implemented in 2016 and will result in the Company under
recovering this expense. Mr. Hamlett provided updated ad valorem tax expense synchronized to
the July 31, 2015, updated investment levels which is similar to the recommendations of the AG
and DOD and is much more reasonable to include in developing rates to be implemented in
2016.
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Mr. Hamlett testified that depreciation expense will need to be annualized using the final
depreciation rates approved by the Commission. Rate case expense should be amortized over

two vears consistent with the two orders issued in this case and should include the amount of

fees related to the PUD and AG expert witnesses in compliance with those same two orders.
Consumables should be included in fuel as recommended by the PUD. Finaly. Mr. Hamlett has
proposed that over/under accounting for Southwest Power Pool (SPP) expenses that are not
rccovered through the rider should be adopted.  In Cause No. PUD 200800144, PUD
recommended over/under accounting of storm costs because storms are unpredictable and
outside the control of PSO and this accounting 1s reasonable and fair to the utility and
consumers. The SPP costs are alse both unpredictable and outside of PSO’s control as detailed
in the Rebutial Testimony of Mr. Ross. As such. Mr. [Tamlett’s proposal should be adopted by
the Commuission as it 1s reasonabic and fair to the uulity and consumers.

Mr. Hamlett recalculated PSO’s basc rate revenue requirement (EXHIBIT RWiI-7R)
which shows a net revenue deficiency of $80.7 million before rate design issues.

Summary ot the Rebuttal Testimony of John O. Agron

John . Aaron. Manager. Regulated Pricing and Analysis in the Regulatory Serviees
Depariment of American Electric Power Service Corporation (AEPSC). provided Rebuttal
Testimony on behalf of Public Service Company of Oklahoma (PSO or Company). Mr. Aaron’s
Rebuttal Testimony addressed recommendations made by various partics in the area of PSO’s
cost-of-service study and PSO’s proposed bEnvironmental Compliance Rider (ECR). Hc
responded to recommendations by the following witnesses:

e  Oklahoma Corporation Commission (OCC) Public Utility Division {PUD)
witness Jeremy Schwartz regarding an updated Minimum System study;

o United States Department of Detense and all Other Federal Executive
Agencies (DoD/TEA)Y witaess Dr. Larry Blank regarding modifications to
PSO’s Environmental Compliance Rider:

s  Oklahoma Attorney General {(AG) witness James Dantels regarding the
ECR tanff and its calculations:

¢ Oklahoma Industrial Encrgy Consumers (OIEC) witness Mark CGarrett
rcgarding PSO’s transmission cost allocations;

¢ Oklahoma Industrial Enerpy Consumers (OIEC) witness Scott Norwood
regarding purchascd power energy cost allocations;

e United States Department of Defense and all Other Federal Exccutive
Agencies (DoD/FEA) witness Lafayette Morgan regarding revenue
normalization and customer growth; and,

o Oklahoma Attorney General (AG) witness [Ed Farrar regarding revenue
normalization and customer growth.
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In response to Mr. Schwaitz's recommendation. Mr. Aaron testified that a Minimum
System stady attempts to classify distribution system plant investments between a customer
component and 4 demand component since distribution plant is placed in service to provide
service to a customer and to meet a customer’s demand.  As discussed in the National
Association of Regulatory Utility Commissioners (NARUC) Electric Utlity Cost Allocation
Manual (pages 90-92). onc method of determining this customer and demand classification is a
“minimum-size-of-facilities method™ or Mimmum System study. This mcthod determines the
minimum size for investments recorded in FERC Accounts 364 to 369 and classifics this amount
as the customer component. The remaining difference between the total investment recorded in
these accounts and the customer component is classified as the demand component.

Mimmum sysiecm studies can produce widely varying results depending on  the
assumptions used and may not result in a more accurate classification of costs. The NARUC
manual notes (page 95) the following:

s The results of the minimum-size method can he influecnced by several tactors.
The analyst must determine the minimuwn size for cach picce of equipment:
“Should the minimum size be based upon the minimum size cquipment cwrently
installed. historically installed. or the minimum size necessary 1o meet safety
requirements?” ‘The manner in which the minimum size equipment is sclected
will directly affect the percentage of costs that are classified as demand and
customer costs,

s (Cost analysts disagree on how much of the demand costs should be allocated to
customers when the minimum-size distribution method is used to classify
distribution plant. When using this distribution method, the analyst must be
awdre that the minimum-size distribution equipment has a certain load-carrying
capability. which can be viewed as a demand-related cost.

When allocating distribution costs determined by the minimum-size method. some costs
[sic) analysts will argue that some customer classes can receive a disproportionate share of
demand costs.  Their rationai¢ is that customers are allocated a share of distribution costs
classiticd as demand-related. Then those customers receive a sccond laver of demand costs that
have been mislabeled customer costs because the minimum-size method was used to classify
those costs.

PSQO classified the distribution asscts recorded in the following FERC Accounts 364 -
368 as demand related consistent with the Final Order in Cause No. PUD 200800144, whercin
the Commisston found PSO's demand-only classification reasonable. In that cause. PSO’s filed
testimony stated that PSO’s distribution system is sized to meet the maximum instantaneous
loads placed on it -- which is directly related 10 demands and not how customers are connected.
The distribution system includes poles, wires, and conduit sized to meet the maximium local
demand imposed on the system. The costs of those facilities does not vary directly with the
number of customers. unlike certain distribution costs such as service drops (Account 369) and
mcters (Account 370), which arc allocated on the basis of customners.
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Although PSO behieves that the demand classification 1s appropriate for the specified
FERC Accounts 364 to 368, 1t reccognizes it s equally important to provide the PUD with
information it believes necessary to adequately assess PSO’s base service charges. An updated
Minimum System study will not change the fact that the distribution costs at issue are fixed.
Rather than require any future change in PSO’s basc service charge to be based solely on the
results of the Minimum System study. PSO will provide dctailed ¢xplanations and company
specific methads supporting any change in its base service charges.

Regarding the ECR issues tdentified by Dr. Blank and Mr. Daniel. Mr. Aaron provided
changes to the ECR language (EXIHBIT JOA-1R) and factors (EXHIBIT JOA-2R) to address
these issues. Additionally. Mr. Aaron provided an additional ECR tari{t (EXHIBIT JOA-3R) in
response to Dr, Blank's alternative rate recovery for Northcastern Unit 4,

Mr. Aaron addressed OTEC witness Garrett’s recommendation to use a four coiacident
peak (4CP) allocation for transmission costs to retail customers rather than PSOs proposed
twelve comncident peak (12CP) allocation.

Mr. Aaron testificd that the 12CP transmission allocation appropriately allocates
transnission costs to the class responsible for that cost utilizing the same methodology by which
PSO is billed for transniission costs in the SPP and thus retlects “how retail customers actually
use the transmission system.” The SPP bills PSSO for transmission scrvices on a 12CP basis as
mandated by the SPP OATT. PSO’s requested 12CP transmission ailocation is consistent with
cost recovery and rate principles whereby rates are designed to recover the costs incurred to
serve cach respective class. Mr. Aaron notes that Dr. Blank recommends adoption of PSO’s
allocation methods and results. Dr. Blank stated that the production. transmission. distribution
and customer allocations are “all logically applicd. cost-based allocation approaches...commonly
used in other jurisdictions.”™

Mr. Aaron addressed OIEC witness Norwood's recommendation to apply a demand
allocator to all purchased power ecnergy costs resuiting from the retirement of PSO's
Northeastern coal units.

Mr. Aaron testified that it is a well-cstablished cost causation principle that capaciy
(demand) charges representing the cost of generation plant assets are allocated on a production
demand allocator and energy charges are allocated on a production cnergy ailocator.  The
purchased power costs incurred by PSO to replace the output of the retired Northeastern coal
units will include a capacity (demand) component and an encrgy component (including fuel).
Mr. Aaron noted that Mr. Garrett on hehalf of O1LC supported this principle when testifying in
Cause No. PUD 200900031, an application by PSO to recover costs incurred from two wind
power contracts through the fuel adjustment clause. In his Responsive Testimony in that cause,
Mr. Garrett testified that the cost of coal plants and gas plants used to produce power are
allocated on a demand basis and the cost of fuel is allocated on an energy basis.

Mr. Norwood supported his claim be [sic] referencing PSO’s {uel cost adjustment nder
for the recovery of certain costs of wind energy purchased contracts and gas transportation costs.
The purchase power contracts described in this proceeding arc conventional purchase
arrangements with distinct demand (eapacity) and encrgy (including fuel) components and are
not similar to PSO’s wind energy purchase contracts. Unlike PSQO’s wind energy purchase
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contracts. demand and energy costs are assoclated with the purchase contracts described in this
proceeding. Regarding the gas transportation costs, Mr. Norwood attempts to draw similarities
between the conventional purchasc arrangements described 1n this proceeding with cost
recoveries that are not the same. The gas transportation costs allocated on a demand basis for
recovery through PSO’s fuel adjustment clause reflects the treatment as if PSO owned the gas
transportation system. The cost of gas. excludimg the transportation component, continued to be
allocated on an cnergy basis.

PSO has allocated the costs of these conventional type purchase arrangements tollowing
traditional cost allocation methodologies — demand {capacity) costs allocated on demand and
energy costs allocated on energy. These conventional purchase contracts are not similar to the
wind cnergy contract or the gas transportation agrecment cost recoveries described by Mr,
Norwood.

Mr. Aaron addressed DoD/FEA witness Morgan’s and AG witness Farrar's adjustment to
increasc revenucs to reflect updated customer counts as of July 31. 20135, the six month post-test
year period.

Mr. Aaron testificd that PSO's test-vear adjusted annualized base rate revenues are the
result of a comprehensive analvsis reflecting the test-vear ending level of customers, weather
adjustments. rate changes. and other specific customer billing adjustments.  The adjustments
recommended by Mr. Morgan and Mt. Tarrar reflect only the growth in customers that occurred
in the six month post-test year period to derive their change in revenues. Cause No. PUD
200800144, Order No. 564437, states (pages 3-4) that “adjustments to expenses and revenues.
which fluctuate based upon the number of customers. the weather. the time of year. etc. shouid
be closely reviewed to make certain the normalization methodology capturcs the best possible
cstimate of future expenses and revenucs.  The Commission (inds that simply “updating”
expenses and revenues to the six-month post-test year period. without an analysts regarding the
reasons for the change since test year-end. has the potential for creating a new test ycar that has
incomplete and/or mismatched information within it.” A proper adjustment to annualize the
revenues that occurred in the six month post-test year period would aiso consider weather
adjustments. rate changes. and other specific customer billing adjustments. Mr. Morgan and Mr.
IFarrar only reviewed one component, the number of customers.

Summary of Rebuttal Testimony of John J. Spanos

John J. Spanos with the firm of Gannett Fleming Valuation and Rate Consultants, LLC
testified on behalf of Public Service Company of Oklahoma (PSO or Company).

Mr. Spanos sponsored the depreciation study performed for Public Service Company of
Oklahoma. The Depreciation Study sets forth the calculated annual depreciation accrual rates by
account as of December 31. 2014, The proposed rates appropriately reflect the rates at which
PSO’s assets should be depreciated over their useful lives and arc based on the most commonly
uscd methods and procedures for determining depreciation rates.

In Rebuttal Testimony Mr. Spanos stated he was responding to the direct testtmonies
filed by Public Utility Division (PUD) witnesses David Garrett and Craig Roach; Oklahoma
Industrial Energy Consumers (OIEC), Wal-Man Stores, I.P and Sam’s East, Inc. OIEC witnesses
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Jacob Pous and Mark Garrett; Attorney General witness F. Cary Cook; and United States
Department of Defense (DOD) witness Larry Black [sic] on depreciation related issucs.

The first part of Mr. Spanos” testimony presents a general discussion of the depreciation
study process. e discusses both the objective of depreciation in allocating the full costs of the
Company’s assets (original cost less net salvage) over their service lives, and the process and
judgments involved in estimating service lives and net salvage. Mr. Spanos explains in detail.
the depreciation study and the evidence supporting it are consistent with depreciation studies
conducted across the country and the study 1s consistent with accepted practices i the industry.

Each witness’s proposal regarding Northeast Units 3 and 4 do not meet the objectives of
depreciation of allocating costs over the service lives of the plant. and instead defer costs to
future customers who will not receive any service from the plant. OIEC and PUD's proposals
tor mass property service lives do not correetly interpret the historical data and do not utilize the
proper judgment in estimating service lives. and as a result forecast service lives for the
Company’s asscts that arc far too long for the types of property studied. Mr. Pous™ net salvage
analyvses similarly results in nct salvape estimates that will recover far less than the full cost of
the Company’s assets for many accounts.

After the general section, Mr. Spanos addresses in more detail the specitic adjustments
and criticisms to the depreciation study that cach witness proposes. These include:

» Northeast Units 3 and 4. The Company plans to retire Northeast Unit 4 in 2016
and Unit 3 in 2026. The current depreciation rates are based on an estimated
retirement date for these units of 2040, which was originally proposed hy OIEC
and the AG in Cause No. 200600285, Despite the fact that the Company will
retire these units carlier than 2040. PUIL OIEC. the AG and DOD proposc to
depreciate the costs of these units through 2040. That is. they propose to
depreciate the costs of these units over a period of time longer than their actual
scrvice lives. Their proposals, therefore, do not meet the objective of depreciation
of ailocating the costs of assets over their service hife, and instead will produce
intergenerational inequity by causing future customers to pay the costs of plants
from which they will not be receiving service.

e Tcrminal net salvage for production plant accounts. In this section. Mr. Spanos
explained that net salvage estimates must be stated at the cost at which they will
be incurred. and that it is therefore appropriate to escalate these costs to the year
of the expected retirement of each facility. The approach in the depreciation
study of cscalating these costs is consistent with depreciation principles accepted
and supported by the vast majority of jurisdictions and in authoritative
depreciation texts. This approach is also consistent with depreciation principles
Mr. Pous supports in his testimony and is consistent with net salvage estimates he
has made for other plant accounts. Mr. Spanos also addresses Mr. Pous™ claims
regarding the value of the sites for the Company’s piants. Mr. Spanos did not
address the decommissioning study in detail, as that was addressed in Mr.
Meehan’s Rebuttal Testimony.
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e Interim survivor curves for production plant accounts. The methodology for
interim retirements that Mr. Spanos used in the depreciation study is widely
accepted in the industry. 1s appropriate for this proceeding and is not a new
mcthod as characterized by Mr. Pous. It is in fact a method that is more precise
than the approximation that Mr, Pous™ [sic] has proposed. Mr. Pous™ method. in
contrast. produces unusual and unrealistic resuits and 1s not reflective of the
service life expectations of the assets in the production plant accounts. Further.
Mr. Pous has not even updated the interim vetirement rates to be consistent with
the Company’s actual cxperience. PUD has used the same method for interim
retirements as Mr, Spanos. but has selected interim survivor curves for some
accounts that are not as reflective of the property studied.

» Mass property life analysis. Both PUIY and OIEC have recommended different
service life estimates for certain mass properly accounts. PUD has estimated the
changes to the largest number of accounts. and smee PUD's estimates arc
inappropriately based solely on mathematical curve matchimg, Mr. Gareett's
cstimates are unreasonable and unrealistic for the property studied. OIEC has
only recommended adjustnients to the service life esttmates Mr. Spanos made for
four accounts. As Mr. Spanos cxplained. Mr. Pous’ estimates arc not as
rcasonable forecasts of future scrvice hie characteristics as my estimates.

e Mass property and interim net salvage. PUD has not recommended any changes
to the Company’s estimates. Mr. Pous has recommended adjustments to the net
salvage estimates tor four transmission plant accounts. onc general plant account.
and for the interim net salvage estimates for steam production and other
production accounts. As Mr. Spanos explained. in making his estimates. Mr.
Pous chooses to ignore the Company’s actual experience and propose [sic)
estimates that deviate significantly rom the historical data. Strangely. Mr. Pous
is also critical of Mr. Spanos” study for doing the type of analyses he had argued
was necessary in the Company's previous study. Mr. Pous’ recommendations are
for net salvage estimates that are far helow the Company’s actual experience, and
as a result. his analysis produces estimates that are far less negative than
appropriatg.

Summary of the Rebuttal Testimony of Mark A. Becker

Mr. Becker's Rehattal Testimony responds to certain errors and arguments made by
Oklahoma Industrial Energy Consumers (OIEC) witness Scott Norwood.  In particular, Mr.
Becker rebuts Mr. Norwood's misleading representation of the results associated with the
Company’s Strategist® based economic analysis of Public Service Company of Oklahoma's
(PSO or Company) environmental compliance plan alternatives and his belief that PSO’s
economic analysis was flawed.  In rebutting Mr. Norwood’s arguments, Mr. Becker also
responds to similar arguments made by Mr. Edwin Farrar, who is a witness for the Office of the
Attorney General of Oklahoma.

Mr. Norwood offers discussion and tables summarizing his analysis of the relative long-
tenn ceconomics associated with the Company’s Strategist modeling. Mr. Becker has two
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primary issues with Mr. Norwood’s representations of the modeled results, Frrst, Mr. Norwood
provides dollar amounts in both net present value. and in nominal value. Any valid cost
comparison between cnvironmental compliance alternatives cannot be properly presented or
cvaluated by simply adding the nomtinal dollar differences between those long-term plans over
the 2011 through 2040 period. Rather, the long-accepted and correct approach is one that
reflects those relative economics in discounted or present-valued dollars. All of Mr. Norwood's
nominal dollar representations should be ignored because standard business decision-making is
based on present value amounts. Second. Mr. Norwood errs by suggesting that performing a
stmple-averaging of the results across various commodity price scenarios and assumptions for
Northeastern retrofit expected lifc and recovery periods provides information that could be used
in the determination of the reasonablencss of PSO’s environmental compliance plan. The use of
a simple averaging technique is flawed. Mr. Becker and the Company believes [sic] the most
relevant information is contained in the “Base™ forccast scenarios. rather than the alternative
scenarios. because the Base {orecast contains those assumptions the Company belicves are more
likely to oceur. It 1s Mr. Becker and the Company’s beliet that a higher probability exists that
the ultimate fife ol a Coal Retrofit solution would be 135 years as opposed to 25 vears, which is
why it is considered as a basc assumption. The T.ow Band (L.ow Fuel) and High Band (High
Fuel} commodity pricing are less likely to occur than the Base commodity-pricing scenario.
Simply averaging the results of those less probable commodity price scenartos with the Base
commodity pricc scenario suggests that they should have equal weighting, but they so [sie] not.
and these comparisons should be dismisscd.

In addition, Mr. Norwood simply removes the cost of CO2 emissions from the analysis
results without considering the correlative impact on other commodity prices (gas. coal. SPP
Market encrgy) that CO2 pricing causes. In other words. one cannot simply remove CO2 pricing
impacts without reflecting the direct and indirect impacts such a change would have on other
commodity prices.

Mr. Norwood also contends that PSO used an extremely low peak demand forecast in its
[PA Sctement analysis which would mitigate the necd for replacement capacity.  Mr.
Norwood's contention is based on incorrectly comparing peak demand forecasts that have not
been adjusted for eficets that weather has on PSO’s actual peak demand cach year.

Summary of the Rebuttal Testihony of Brian [, Frantz

Mr. Brian J. Frantz. Manager, Regulated Accounting, of American Elcctric Power
Service Corporation (AEPSC), a wholly-owned subsidiary of American Llectric Power. Inc.
(AEP). testified on behalf of Public Service Company of Oklahoma (PSQ).

Mr. Frantz is responsible for maintaining the accounting books and records, and
regulatory reporting for AEPSC. He is also responsible for ALPSC’s monthly service billings to
its affiliates. His responsibilities for AEPSC also include compliance with the Federal Energy
Regulatory Commission’s Uniform System of Accounts accounting and reporting requirements.

Mr. Frantz' Rebuttal Testimony rcbuts the adjustments to AEPSC test year affiliate
charges to PSO presented in the Responsive Testimony of Oklahoma Attorney General (AG)
witness Paul 1. Wielgus. Mr. Frantz also rebuts the calculation of the disallowance of
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Supplemental Executive Retirement Plan (SERP) expense presented in the Responsive
Testimony of Oklahoma Industrial Energy Consumers (OIEC) witness Mark E. Garrett.

According to Mr. Trantz, AG witness Wielgus recommends the removal of

approximatcly $2.9 million of the AEPSC costs charged to PSO. which is the increase in total
costs billed from AEPSC 10 PSO in this Cause when compared to Cause No. PUD 201300217,
OIEC witness Garrett recommends a reduction of $600.209 related to SERP expense included in
PSO7s filing.

Mr, Frantz testified that PSO provided. in his Direct Testimony. an explanation for the
increase n AEPSC costs billed to PSO m this Cause when compared to Cause No. PUD
201300217, According to Mr. Frantz. Mr. Wielgus completely ignores all of the evidence
provided by P50 in support of these costs. Mr. Wielgus ignores the actval facts surrounding
PSO’s incurrence of alfiliate charges.  Mr. Wiclgus ignores the Oklahoma Corporation
Commission {OCC) rules which exempt corporate and shared costs from the Commission’s rules
requiring asvmmetrical pricing for aftiliate transactions to the extent such costs are: (1) included
n a gencral rate case and provided as part of the general filing package required under Chapter
70 of the OCC rules or, (2) are provided in response to a specific OCC request. PSO has met
these requirements. [t is also notable that the Commission has. by historically approving PSO
shared services charges without adjustment and enacting a rule exempting shared services
charges from the asymmectrical pricing rulcs. shown its recognition of the benefits and
protections inherent in the system by which AEPSC provides shared services and biils PSO. Tor
example. in Final Order No. 564437, Cause No. PUD 200800144, the Commission found that
“PSO provided support for the affiliate costs paid by PSO and that no adjustment to these
CXPCNSES 15 Necessary.

According to Mr. Frantz, OIEC witness Garrett’s calculation of SERP expense included
in PSO’s filing was flawed because he started with the meorrect amount of AEPSC SERP costs
requested by PSO. and he excluded the PSO Payroll Cost-of Service (COS) ratio to aliocate the
adjustment between COS and non-COS account.  Please see LXHIBIU BJF-1R for the correct
calculation,

Summary of the Rebuttal Testimony of Gary C. Knight

Mr. Gary C. Knight, who is employed by the Public Scrvice Company of Oklahoma
(PSO or Company). as Vicc President-Generating Assets filed Rebuttal Testimony on behalf of
PSO.

Mr. Knight addressed and responded to assertions made in the dircet testimomes of
Attorney Genera! (AG) witness Bruce Walter and Oklahoma Industrial Energy Consumers’
witness Scott Norwood.  According to Mr. Knight, witnesscs Walter and Noerwood
recommended various changes to the level of non-fuel generation operation and maintchance
(O&M) cxpense the Company requested in this proceeding. Additionally, Mr. Knight responded
to Mr. Walter’s assertion that PSO has provided little support for any of its capital projects.
specifically with the installation of the south cooling tower at Tulsa Unit 4 that was placed into
service in 2014,

OFFICIAL COPY

Apr 27 2018



Crase N PUD 2001500208 Page 129 of 16Y
Report and Recommendutions of the Administrative Law Judye

According to Mr. Knight. Mr. Walter stated in his Responsive Testimony that he has not
received data necessary to support PSO’s O&M expenditures and capital projects such as the
south cooling tower replacement at Tulsa Unit 4. Mr. Knight responded by stating that Mr.
Walter failed to note that the discovery responses addressing thesc issues (AG sets 7 and 8) werce
due to be served to the AG {and all other parties) on October 14. 2013, and October 15. 2015.
respectively. mn timely accordance with the procedural schedule.  Mr. Walter's Responsive
Testimony had to be filed on October 14, 2015, Mr. Knighr stated that Witness Walter's claim
ol madequate data appcars to be nothing more than a matier of timing.

My [sic] Kmight testitied that AG witness Walter and OIEC witness Norwood proposed
reductions to PSO’s test vear O&M expenses based on the use of simplistic averages and
arbitrary percentage  reductions and by summarily  dismissing PSO’S  well-considered
adjustments.

Mr. Knight testified that he requested Northeastern Station’s plant manager and team to
conduct a comprehensive teview of the appropriate level of ongoing O&M expenses considering
the retirement of Northeastern 4 in 2016. including the effects on existing common cquipment.
Mr. Knight explained that the team also conducted a review of the impacts of the additional
O&M expenses that would occur because of the new environmental controls to be placed in
service on Northeastern 53 1n 2016. Mr. Knight stated that the team performed a comprehensive
review of the Northeastern 3 and 4 expenses. including an evalvation of each position that was
affected by the changes, which resulted in a net reduction of 22 cmployees. The team also
reviewed maintenance cxpenses, and recommended removal of maintenance costs specitically
attributable to Unit 4. In addition, they assessed the impacts of O&M expenses on the common
plant and concluded there would be no material change in those costs. The team also provided a
forecast ot O&M required for the new environmental control cquipnrent.

Mr. Knight disagreed with Mr. Walter's assertion that the gencration non-fuel Q&M
adjusted test vear should be decreased by $743.000. Mr, Knight testificd that Mr. Walter
provided no specific reason or analysis to support his adjustment and that he relicd only on his
averaging approach, Mr. Knight explained that the adjusted test year methodology is reasonable
and the results represent a reasonable level of ongoing O&M expense based on the review of the
actual test ycar expenses by Northeastern 3 and 4 staff. and the post-test year adjustments
described in his Direct Testimony.

Mr. Knight stated that he fully r¢jected Mr. Walter's argument of eliminating incremental
expenscs or “offscts” that PSO determined were nccessary m the adjusted generation non-{uel
O&M test year to account for the new environmental controls at Northeastern Unit 3 that would
result in an increase to the Northeastern Unit 4 retirement savings of $1,875.000. Mr. Knight
explained that Mr. Walter failed to consider the O&M savings would be partially offset to
supporl the dry sorbent injection system (DSI), the [abric filter baghouse (FF), and the activated
carbon injection (ACI) system on Nortbeastern Unit 3. Mr. Knight stated that PSO provided
additional support for the offscts in AG’s seventh set, question 20, due and submitted on October
14, 2015. the day Mr. Walter’s Responsive Testimony was to be filed.

Mr. Knight responded to OIEC witness Norwood’s proposed reduction to PSO’s
peneration O&M expense of $6.2 million by assuming that the retirement of Northeastern 4
should generate more savings. Mr, Knight explained that Mr. Norwood gathered Northeastern 3
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and 4 O&M expenses from 2012 to 2014 from PSO’s FERC orm No. 1 reports. which provides
data on a plant level and does not provide O&M scparately for cach of the units or the common
plant.  Mr. Knight stated that OIEC witness Norwood estimated an allocation that the
Northeastern 4 cxpenses rcpresent |sic| of total plant O&M. but provided no evidence for the
basis for his allocation. Using his unsupported estimated allocations for Northeastern 4. he
calculated his reduction based only on 2014 O&M expenses. which provide no relevant data on
which to basc Northeastern 4 O&M expense reductions,  Conversely, PSO conducted a
methodical review to identify specific items auributable to Northeastern 4. while considering the
addition of the new environmental controls at Northeastern 3.

Mr. Knight disagreed with Mr. Walter's proposal 10 remove $3.448.000 of PSO's
generation plant-in service from rate base associated with the Tuisa Unit 4 south cooling tower
that went 1nto service in 2014, Mr. Knight stated that Mr. Walter contradicted his own testimony
by stating. "PSO provided numerous documents in support of its capital projeets. among them
scveral attachments to its response to AG 1-19.7 In regards to has allegation that PSO had lailed
to provide support for their capital projects. In addition. PSO comprehensively answered the
AQGs requests with the appropriate information requested through AG’s 7th and 8th requests for
information. The attachments provided in AG 1-19. in addition to PSO’s responses to data
requests. provide the information that witness Walter has requested.

Mr. Knight described the approval process to review and approve the Tulsa Unit 4 South
Cooling Tower projcct.

Mr. Knight testified that Tulsa Unit 4 is a nominal 165 MW natural gas steam cycle unit
located in Tuisa. Oklahoma that generally provides peaking capacity to the PSO system.

Mr. Knight stated that Tulsa Unit 4 provides voltage and reactive enerpy support and
“black start” capability to the Tulsa Metro Arca. Mr. Knight explained that a “black start”™ unit
can start up under its own power when no electricity is available from the grid 1o do so. If a
“black start” unit were not online should the gnd ever collapsc. 1t could be 24 hours or longer for
a unit designed 1o provide “black start™ scrvices to come online and begin the process of
reenergizing the grid.

Mr. Knight explained that the south cooling tower was an original 35-year old treated
Douglas Fir structure with galvanized bolt connections, and was among the oldest original tower
structure on the ALP systcm prior to its replacement.  Mr. Knight stated that in February and
May of 2009, a series of four cooling tower companies performed a walk-down of this tower and
cach of the companies agreed the tower was at risk of failure and needed to be replaced. OFf
particular concern was a catastrophic failure that might have been precipitated by (ailure of a
single structural member that would likely occur with no advance warning.

Mr. Knight gave examples of much younger treated wood. cross-flow cooling towers,
comparable to the cooling tower replaced at Tulsa Unit 4, that have experienced partial or
complete collapses across the ALP system.

Mr. Knight testified that if the tower had collapsed. PSO would have had to operatc the
unit with maximum load limited to approximately 50% of the unit’s nominal rating. To meet the
SPP Capacity Rescrve Criteria, PSO would have to enter into a more expensive power purchase
agreement.
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Summary of the Rebuttal Testimony of A. Naim Hakimni

A. Naim lHakimi. the Director. Power Cost Recovery. for American Electric Power
Service Corporation {ALEPSC). a subsidiary of American Electric Power Company, Inc. (AEP),
testified on behalt of Public Service Company of Oklahoma (PSO or Company).

Mr. Hakim('s Rebuttal Testimony responds to Oklahoma [odustrial Encrgy Consumcrs
(OIEC) witness Scott Norwood’s recommendation to remove certain Southwest Power Pool
(SPP) lntegrated Marketplace (IM) rclated Otf-System Sales (OSS) margins from the
longstanding Commission approved OSS margin sharing arrangement for PSO.

Mr. Hakimi testified that Contrary to the assertions made by Mr. Norwood. SO has
correctly incorporated the appropriate SPP IM activities into the calculation of its OSS margins.
and Mr. Norwood's selection of centain SPP IM activity accounts to be removed from the O8S
margin calculation demonstrates a fundamental misunderstanding of the SPP IM. Mr. Norwood
not only secks to remove the net revenues from ancillary services, but he also proposes to
renove certain SPP IM accounts that are directly related to the purchase and sale of off-system
encergy.  Mr. [lakimn testified that removing these accounts would leave a distoried and
inaccurate calculation of OSS margins.

Mr. Hakimi stated that encrgy and ancillary services are both competitively procured in
the SPP IM and both are required for the reliable functioning of the SPP power market. Contrary
to Mr. Norwood’s claims. removal of the Ancillary Services Net Revenue accounts from the
calculation of OSS margins would create a mismatch in incentives that could impact the efforts
of AEPSC. on behalt of PSO. to optimize PSO’s generation. AEPSC. on behall of PSO.
optimizes the value of PSO’s gencration. in part. by participating in both the SPP IM cnergy
markets and the operating reserve markets.  The optimization strategy also extends beyond
PSO’s participation in the SPP IM day-ahead and rcal-time markets. When preparing bids.
coordinating unit status, and determining which units. and under what parameters. to offer to the
market. ALPSC bases its economic decisions in light of the total revenuce expected - both energy
and ancillary scrvices. Under Mr. Norwood's proposal. the Company would actually be
penalized for this optimization.  The Company would be responsible for 25% of the cnergy
margin loss and would receive none of the revenue associated with the ancillary service sale.

Mr. Hakimi stated that sale of ancillary services is an intepral part of the Company’s
optimization strategy in the market. It is clear that when the Commission created an incentive
for realization of OSS margins, it intended to encourage the Company to aggressively pursuc
those sales that arc not part of scrving native load. The adoption of Mr. Norwood's
recommendation would be contrary to the Commission’s past orders that provide clear incentives
for the Company to pursue the sale of electricity not needed to serve native load customers.

Mr. Hakimi testified that the removal of the accounts recommended by Mr. Norwood
from OSS margin sharing fails to recognize their interrelated naturc with other OSS margin
accounts. This artificial separation could provide outcomes where the Company shares in the
losses for the energy part of the OSS transaction. but does not rcceive a share of the positive
revenue from other parts of the transaction recorded in the accounts Mr. Norwood recommends
for exclusion from OSS margin sharing. Mr. Hakimi further stated that Mr. Norwood’s proposal
to remove the net operating rcserve and certain other energy sales related revenues from the
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calculation of OSS margimns resuits in a distorted calculation of OSS margins and should
therefore be rejected.

Summary of Rebuttal Testimony of Bruce W, Walter

On November 10. 2015, Bruce W. Walter, Principal. GDS Associates. Inc., fited Rebuttal
Testimony on behalf of the Oklahoma Attorney General ("AG™). The purpose of Mr. Walter’s
testimony was Lo rebut several asscrtions madce by Dr. Craig Roach. witness for the Public Utility
Division ("PUD™) of the Oklahoma Corporation Commission {("Commission” ). regarding the
reasonableness of Public Service Company of Oklahoma’s ("PSO’s™) deciston to settle with the
LPA on PSO’s Environmental Compliance Plan ("ECP™).

Mr. Walter stated that he did not agree with Dr. Roach’s conclusion that the EPA
Settlement had the lowest possible risk-adjusted costs among the alternative plans. because two
options were estimated to have lower costs in total than the FPA Settlement option. Specifically.
the option that involved PSO retrofitting its Northcastern 3 and 4 coal units and allowing them to
operate until 2040 had the lowest cumulative present worth ("CPW?T) ot costs across the Low,
Base, and High Commodity Price Scenarios. As Dr. Roach stated: “[u]sing PSO’s own forecasts
of cost. the EPA Settlement 1s not the lowest reasonable cost option if the forecasts are assumed
to be equally probable.” Mr. Walter stated that based upon statements made by other PSO
witnesses in Cause No. PUD 201200054 (Cause 347) Dr. Roach over-stated the risks
associated with the admittedly lower cost options. It 1s Mr. Walter's position that Dr. Roach
failed to quantify cither the likelihood or the impacts of any of the environmental regulations he
(Dr. Roach) contends might cause early shutdown of the Northecastern units.

Specifically. Dr. Roach: (1) failed to present any evidence that the carbon dioxide pricing
sensitivities proposed by PSO did not adequately address the economic risk imposed by potential
regulation of carbon dioxide emisstons. (2) failed to recognize that the proposed conversion of
both Northeastern Unis to Alstom Dry (NID) technology for SO2 removal would actually
reduce the cxposure of those units to impacts of future regulatuon of SO2 cmissions in
comparison with the technology insialled on Northeastern Unit 3 under the EPA plan, (3) faifed
to show that there was any immminent risk ol more stringent regulation of NOx or particulate
cmissions in Oklahoma. (4) listed water regulations as a risk when the exposure of Northeastern
Units 3 and 4 to anticipated regulations is minimal due to the units™ use of cooling towers to cool
condenser circulating water. and (35) listed ash disposal and effluent guidclines as an additional
risk when these factors had already been accounted for in PSO’s studies.

In addition. Mr. Walter demonstrated how Dr. Reach failed to recognize numerous
examples of bigs in PSO’s analysis in the inputs to PSO’s comparative study of alternative
options. These issues included applying a cost of only $6 million for SOFA investments against
the EPA Settlement option, but $13 million against the cost of Option #1 — the retrofit of both
Northeastern units - costs which had already been incurred when PSO presented its testimony in
Cause 34. and simply doubling many single unit costs when applying them to two-unit scenarios,
ignoring economies of scales and items that would not cost double {new rail lincs. ete.).

Mr. Walter concluded that Dr. Roach failed to demonstrate there s any quantifiable
reason to assume that the 25 year cases run by PSO are any more probable than its 15 year cases.
His assignment of additional environmental risk to the Northeastern MATS/RHR compliance
scenarios, which assumed a 25 year remaining life (until 2041), was purely speculative,
unquantificd, and unsupported factually. Tn addition, PSO’s studies show evidence of bias in the
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assignment of costs and do not appear o adequately reflect the cost of replacing capacity lost
through the retirement of Northeastern Unit 4 in 2016,

Summary of Rebuttal ‘testimony ol Edwin C. Farrar

Mr. Edwin €. Farrar pre-filed Rebuttal Testimony on behalf of the Attorney General of

the State ot Oklahoma. Issues addressed by Mr. Tarrar included: rate design, cost allocation of
purchased power agreements. and margins for power sales into the SPP market.

Mr. Farrar first discussed rate design proposals recommended in the Responsive
Testimony ol the Public Utility Division Staft ("Staff ). Oklahoma Industrial Encrgy Consumers
("OIECT). and the Oklahoma Hospital Association ("OHA™). These parties all recommended
allocating any Increase in rates in a manner that would move all customer classes close to full
cost of service. which would result in a higher increase for residential customers. Mr. Farrar
stated that he was concerned with the significant increase requested in this rate case. and stated
that a significant move toward tull cost of service for residential customers would result in rate
shock. He noted that many residential customers have limited [inancial flexibility. Accordingty.
Mr. lFarrar recommended that any rate (ncrease be allocated by an equal percentage increase to
all custorner classes to help mitigate rate shock to the residential class.

Mr. Farrar also rebutted the Responsive Testimony of Mr. Scott Norwood. filed on behalf
of OIEC. Specitically. Mre. Norwood recommended that {uel costs related to the replacement
purchased power resulting from the EPA settlement be allocated to customer classes on the basts
of the production demand allocation factor. Mr. Farrar stated that it a production demand
allocation tactor is used to distribute the costs to customers. then the residential customers will
again be most heavily impacted. Mr. Farrar testified that the purchased power costs are based on
encrgy requirements and so an energy allocator should be used.

Finaliy. Mr. Farrar supported Mr. Norwood's recommendation in Responsive Testimony
that the margins for sales into the SPP market should no longer be shared with the Company.
That is becausc ratepayers bear all of the prudently incurred fuel and purchased power costs and
because ratcpayers also cover the cost of PSO’s production investment in base rates. so
customers should be allocated all of the margins from sales into the SPP market. Otherwise.
PSO would realize a mark-up on its cost ot fuel and purchased power. Mr. Farrar recommended
that the Commission adopt Mr. Norwood's recommendation as to this issuc.

Testimony of Mr. Steven J. Wooldridee Adopting the Testunony of Charles Matthews

Q. WOULD YOU PLEASE STATE YOUR NAME. POSITION AND BUSINESS
ADDRESS?

A. My name is Steven J. Wooldridge. My business address is 428 Travis St.
Shreveport, LA 71101, 1 am employed by American Electric Power Service Corporation
(ALEPSC) as a Principle Transmission Field Services (TFS) Specialist for the Transmission
Operations West section.

Q. WOULD YOU PLEASLE DESCRIBE YOUR LEDUCATIONAL AND
PROFESSIONAL BACKGROUND?
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A. [ carned a Bachclor of Science degree in Electrical Engincering from Virginia
Polviechnic Institute and State University in 2007 as well as a Master of Business Administration

from Ohio Untversity in 2015, 1 also obtained my Professional Lngineer (PE) license from the
State of Ohio in 2011 and am an active Pl

I have worked for ALEP for over nine years. [ have previously worked in various
capacitics n the Transmission organization as a Substation Engineer. Technical Support
Engincer. and Station Supervisor.

Q. WHAT ARLE YOUR RESPONSIBILITIES AS PRINCIPLE: TFS SPECIALIST?

A. My current responsibilities include technically supporting western AEP operating
companics. ALP Texas Central Company (1CC). AEP Texas North Company (INC). Public
Service Company of Oklahoma (PSQO) and Southwestern Electric Power Company (SWEPCQ)
1o assist with transmission operations. planning and budgeting. [ assist the Transmission Ficld
employees with technieal support for Construction and O&M projects.

Q. DID YOU FILE TESTIMONY IN THIS CASL?

A NO

Q. WHY ARE YOU ADOPTING MR. MATTHEW'S DIRECT TESTIMONY
SUBMITTED IN THIS CASE?

A. He is unavailable to Testify due to personal obligations.
Q. WIHY ARE YOU QUALIFIED TO ADOPT THESE TESTIMONIES?

Al [ have been involved in the development of the testimony and am familiar with
the contents of the testimony.

Q. HAVE YOU PREVIOUSLY FILED TESTIMONY OR APPEARED BEIFORL
CITHER THIS OR ANOTHER REGULATORY COMMISSION?

AL No.

Testimony of Mr. Perry M. Barton Adopting the Testimonies of Mr. Gary €. Knight

Q. WOULD YOU PLEASE STATLE YOUR NAME, POSITION AND BUSINESS
ADDRESS?

A My name is Perry M. ("Mark™) Barton. My husiness address 1s 7300 East
Highway 88, Oologah, OK 74053. [ am employed by the Public Service Company of Oklahoma
(PSO or Company), as Plant Manager of the Northeastern Power Stations. PSO is a suhsidiary
operating company of the American Electric Power Company, Inc. {AEP).

Q. WOULD YOU PLEASE DESCRIBE YOUR EDUCATIONAL AND
PROFLSSIONAL BACKGROUND?
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A, [ reccived a degree in Mechanical Tngineering (rom Texas A&M University in
1982, 1 completed the Management Development Program offered by the Texas A&M School
of Business Administration in 1987, [ received a Masters in Business Administration from
Angelo State University in 1997, | began work for West Texas Utilities as a Results ngineer in
1982: [ became a plant manager 1in 1988, and have held this position in various locations since
that tinme.

Q. WHAT ARE YOUR RESPONSIBILITIES AS PLANT MANAGER OIF THI:
NORTHEASTERN POWER STATIONS?

A. I am responsible tor the safe. reliable. efticient and environmentally-compliant
performance of PSO’s generating assets located in Oologah, OK. More specitically. | oversee
and direct the operations and maintenance (O&M) and capital budger cxpenditures with
responstbility for allocation of budget resources to ensure the financial optimization of those
generating assets. working with PSO Executive Leadership and the American Electric Power
Service Corporation (AEPSC).

Q. DID YOU FILE TESTIMONY IN THIS CASE?
A No. [ am adopting the testimony of Mr. Gary C. Knight.

Q. WHY ARE YOU ADOPTING MR, KNIGHT'S TESTIMONIES SUBMITTLED
IN THIS CASE?

Al Mr. Knight’s schedule and availability to testify have been adversely atfected by
recent external issucs.

Q. WHY ARE YOU QUALIFIED TO ADOPT TESTIMONIES?

Al As a member of the PSO Generation Management Team. I work closely with Mr.
Knight and other Plant Managers to appropriately allocate budgets and other resources among
the various plant locations, in order to optimize the value of the PSO Generating assets.

Interactions with Mr. Knight and other mcembers of this team include weekly and monthly
leleconferences. and at least quarterly face-to-face meetings.

Q. HAVE YOU PREVIOUSLY FILED TESTIMONY OR APPEARED BEFORE
FITHER THIS OR ANOTHER REGULATORY COMMISSION?

A. Yes. in Cause No. PUD 2013001 28.

I Statcments of Position

Quality of Service Coalition

1. INTRODUCTION

Quality of Service Coalition (QOSC) was established in 2003 by a group of
individuals, individual business owners, tradc associations. and municipal and county

J
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government who were experiencing reduction or lack of services provided by Public
Service Company of Oklahoma and other regulated utilities providing electricity and
natural gas to Oklahoma customers. The initial focus related to delays in addressing
issues raised by customers of Public Service Company of Oklahoma {PSQ) for service
problems ranging from installation of service. restoration of service. service interruptions
and damages resulting from thosc ncidents, to lack of attention to issues like street
lighting repair. tree trimming issues. and relocation of facilities, just to name a few.

QOSC used a two prong approach to approach these problems. In the case of
PSO. we established a dialogue with PSO to discuss a myriad of issues that our group
was expericncing and requesting their attention. At the same time. we became involved
in the regulatory process by intervening in cases at the Oklahoma Corporation
Commission where PSO and other regulated utilitics were seeking repulatory retief,
Having a scat at the rcgulatory table. gave us an additional forum to discuss our issues
and seek redress of those issues through the rate and regulatory process.

Significant progress has been made since our organization has been involved.
Our membership has. for example. experienced a much improved attention and action to
keep street lighting in service which bencfits our municipal and county members. A
process to meet with governmental entities on various issues was created and continues to
provide a method to dialogue on strcet widening and other infrastructure changes.
Realtors and Home Builders Assoctations had problems establishing clectric service
which was addressed and is no longer a major problem area. By working with our
members. PSO has continued 1o demonstrate its concern to address customer issues
whieh benefits both the PSO and its customers.

QOSC continues to be concerned with keeping utility rates in Oklahoma at
reasonable levels while working with our utilities to provide a strong corporate prescnee
in our communitics and our state. Like PSO. QOSC members are individuals, small
business owners, realtors, builders. impacted by changes in the economy and those
changes can have major ramifications on doing business in our state. For example, the
economic debacle. which occurred in 2008 and has carrted forward through 2015, has
had a major impact on PSO and our members.  The real ¢state market place and the
construction of new homes and businesses in Oklahoma continue to rebound slowly.
Only now are we heginning to see slight improvement, but this industry still suffers from
this problem.

Oklahoma is now facing a similar situation with the decline in pricing of its main
industry. the oil and natural gas industry. Not only are prices for those commodities at
record lows, but because this vital industrial segment is a large producer of jobs for
Okighoma citizens, reductions in force and spending cut backs are occurring and will
continue until this industry begins to recover. Thus, rates and charges are a prime
motivation for QOSC’s involve [sic] in this ¢ase.

1. SIGNIFICANT ISSUES

QOSC recognizes the need for periodic rate cascs to allow a regulated utility to
have rates that are fair, just and reasonable. As an organization made up of business
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oriented members. we also experience the need to adjust prices to meet the prowing
needs of our organizations. The issues presented by PSO in this case present a variety of
subject matter issucs and methods to recover their associated costs.  QOSC. in it
September 29, 2015, submission of Major [ssues of concern identified those issues we
think are critical in this case. That list has alrcady been the subject of numerous data
requests from QOSC and other partics. and will we [sic] vetted as this case proceeds.
The following paragraphs relate to significant issues QOSC thinks impact the revenue
issues in this case,

For example, PSO proposes an increase in base rates of slightly more than $133
million.  In addition. PSO has identified more than $39 million of annual I'uel
Adjustment Clausc items for a total impact of approximately $172 million. According to
PSO testimony. a 10.5% return on equity and an overall rate of return of 7.6% are
proposed. while both return percentages were questioned by witnesses for PUD Staft.
OIEC. DOD., AG. and WalMart/Sam's |sicjexpert witnesses  suggested  lower
percentages. Those experts suggest return on equity percentages that ranged from 8.73%
to 9.83%. Responsive Testimony experts recommended rate of return percentages that
ranged [rom 6.76% to 7.29%. again below the PSSO recommendation. QOSC
recommends the Commission review this testimony carefully 1o determine the
appropriatc ROE and ROR percentages for this case.

Issucs related to the Environmental Compliance Plan {1:CP), its implementation
(timing). and the costs associated with compliance pursuant to the terms of the Settlement
Agreement raise numecrous issues for review. Costs proposed f{or recovery include capital
costs for acquisition and installation of plant and cquipment. PSO also is recommending
the use of accelerated depreciation for Northeastern Station Units 3 and 4. Responsive
testimony raises 1ssues related to the appropriatencss of chunges m current depreciation
rates beeanse Northeastern Unit 3 is currently scheduled to operate through 2026, and
Northeastern Unit 4 may be considered as a component of a future repowering project to
be constructed. in service. and used and useful for Oklahoma retail customers in the
2021-2022 period.

The treatment the Commission gives to just the issues identified above can have
an [sic] major impact on the revenue deliciency suggested by PSQO. and thus. the overall
rates and charges PSO customers will pay in the future. These issues coupled with Plant
in Service (Test Year and Title 17 O.8. Section 284) requests. adjustments to Operations
and Maintenance requests. and federal and state tax caleulations ean significantly impact
the potential increases in rates suggested by PSO.

II. CONCLUSION

Coalition [sic] will not present a witness during the hearings {sic} on the merits.
but Coalition [sic] rescrves the right to cross-examine witnesses in this matter and to fully
participate in all aspects of this proceeding. Coalition also reserves the right to amend
this Statement of Position, offcr witnesses based on information gathered through future
testimony, discovery or a significant change in conditions related to this case should
circumstances change or information not previously known becomes availabte in the
course of conduct of this proceeding.
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AARP

COMES NOW AARP. by and through its undersigned counsel, and hereby provides its
Statement of Position describing the positions that AARP recommends the Oklahoma
Corporaton Commission (Commission} address in this proceeding. AARP is a nonprofit.
nonpartisan membership organization that helps people 30+ have independence. choice and
control in ways that are beneficial and affordable to them and society as a whole. AARP has
400.000 members residing in Oklahoma representing ali segments of the socio-cconomic scale.
Moreover. a substantial percentage of AARP™s members live on fixed or limited incomes and
depend on reliable electric service tor adequate heat. cooting and lighting.

Few government agencies affect consumers” lives as thoroughly as the commissions that
regulate unlity services. Their decisions aftect the cost. quality. and avatlability of clectricity.
natural gas. telecommunications, and water. Consumers expect and deserve reliable, safe. and
atfordable utility service. It is essential to health. safety and economic welfare. Affordable and
reliabie electric service is require [sic] for cconomic security. health. and personal weltare.
Older adults are particularly burdened by price increases on cnergy, as many of them live on
fixed incomes and lack the flexibility to pay stgnificantly higher monthly expenses. and average
utility expenditures for households headed by people age 65 and older have heen rising faster
than inflation.

AARP participates in general rate cases on hehaltf of its members because such cases
ofter an opportunity for regunlators to conduct a full and complete review of a utilities |sic
expenses and revenues and address important policy issues that impact customers.  Vertically-
integrated wutilities in Oklahoma operate as state-sanctioned monopolies where regulation and
oversight by the Commission stands in as a proxy for competition and as a restraint on price and
terms of service for the protection of consumers. In additional to traditional issues that impact
rates like sctting return on equity. capital structure. [sic] depreciation rates. among other items.
the Commission is also heing asked to address treatment of costs in non-traditional manners and
approve recovery of costs from customers even before the uulity incurs such costs.  AARP
respectfully requests the Commission evaluate the evidence submitted in this matter and make
determinations consistent with the following recommendations.

1. Award Return on Equity of 8.75%

PSO is requesting the Commission approve a 10.50% rcturn on its equity in this casc.
This amount results in an excessive return on PSO’s parent’s equity participation in PSQ’s utility
service. This excess return flows 10 PSO’s only cquity investor, AEP. at the expense of PSO's
customers and the Oklahoma economy hy paying more than what is required for reasonable
clectric service.

Respondents in this case calculate various ranges of potential percentages {or ROE. For
example. the AG rccommends an ROE of 8.75%. the OIEC reecommends ROE at 9.125%, and
PUD Staff calculates the ROE to be less than 8% but recommends an ROE of 9.25%. Note that
none of these calculations get anywhere close to 10.00%, nevertheless the 10.50% PSO’s
requesting. PSO’s requested ROE is excessive and, if adopted, will result 1n unreasonable rates
to its customers.

OFFICIAL COPY

Apr 27 2018



Cense No, PUD 201300208 Puge 139 of 169
Repart and Recommenduations of the Administrative Law Judge

AARP notes that PSQO is not entitled 10 payments from customers based on inflated ROE
[sic] would fall outside the establishment of fair, just and reasonable rates. ROIL should be
established in each rate case based on the then-existing required returns on cquity for similarly
situated entitics. PUD Staff calculated PSO’s ROF to be less than 8.00%.' thercfore adopting
the AG’s proposed ROFE of 8.75% would be a more than adequate ROL to compensate AEP's
sharcholders. Therefore. AARP advocates the Commission determinge that a ROE of 8.75% is
tair. just and rcasonable in setting rates for PSQ in this case.

2. Use PSO’s Actual Capital Structure of 536% Debt and 44% Equity

PSO 1s asking this Commission to apply to it a capital structure that does not exist. in
order to receive additional revenues {rom customers to which it is not entitled. PSO’s actual
capital structure 1s made up of 56% low cost debt and 44% equity capital. However, PSO wants
the Commission to pay it based on using less low cost debt (32%} and more high cost cquity
(48%).

As described by PUID) Stafl witness Garrett. competitive companies seek to finance as
much of their operations as posstble with low cost debt. whereas utilities do not have these same
types of incentives to reduce their weighted average cost of capital.”™ Because utilities do not
have these ncentives naturally. sometimes regulatory bodies have to impose a hypothetical
capital structure that is more reasonable by reducing the amount of equity utilized in setting
rates.

However, PSO is turning the normal concern of a utility using too much equity on its
head by asking the Commission to impose a hypothetical capital structure to artificially increase
the amount of more expensive equity capital than it otherwise used to actually [inance its
operations. This creates an improper increase in the cost of clectric service that customers would

be required to pay. Because of this, AARP advocates the use of PSO’s actual capital structure of

56% debt and 44% equity and reject the use of a more expensive hyvpothetical capital structure.

3. Reject $25.4 Million of PSO’s Reqguested Increase in Depreciation Expense

PSO identified that approximately $35,000,000 of its requested annual rate increase is
duc to higher levels of depreciable plant. along with a proposed inerease in depreciation rates. ™
It appears based on the evaluation conducted by OILC depreciation expert Mr. Pous, PSO is
essentially asking for a 50% increase in depreciation expense that is directly related to an
increase in depreciation rates and that very little of the increase can be attributable to increases in
depreciable plant.”

In order to address this aggressive request [sic] PSO. PUD Staft has proposed an
adjustment to correct this by decreasing depreciation cxpense by $25.4 million.”™ AARP agrees

¥ Staff calculated PSO’s actual ROE to be beiow 8.00%, but then recommended a 9.25% ROE, stating that it was
“recommending an awarded return on equity that is well above the true required return on equity.” PUD Stalf
witness Garrett Cost of Capital Resp. Test., Oct. 14, 2015, pp. 60 & 104,

¥ PLID Staff witness Garrett Cost of Capital Resp. Test., Oct. 14, 2015, p. 60-70.

* PSO witniess Sartin Dir. Test., July 1, 2013, p. 8.

" OIEC and Wal-Mart witness Pous Dir. Test., Oct. 14,2015, p.3 1.1-7.

" PUD Staff Garrett Depreciation Resp. Test., Oct. 14, 2015, p.25 IL[-11,
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that PSO’s request for a 50% increasce in depreciation rates is not appropriate and supports PUD
StatTs adjustment to remove $25.400.000 of PSO’s requested deprectation expense.

4. Remove from Rates Incentive Compensation Costs Ticed to AEP’s Stock Price
Performance and Supplemental Executive Retirement Plan Costs

There are several types of additional compensation costs meluded in PSO’s application
that are contrary to Commission policy on these matters. PSO 1s requesting o include in rates
$13.122.644 annually for these incentives. In the past. the Commission has only allowed
recovery of 30% of short-term incentives and nonc of the costs of long-term incentives or
Supplemental Exccutive Retirement Plans in rates paid by customers.

With regard to short-term incentive plans. the Commission has not allowed in rates the
portions of incentive plans that are tied w a utility’s stock performance. as thosc incentives
promote behaviors that benefit sharcholders and should payv for themselves with the benetits of
increased financial performance it creates tfor sharcholders. The Commission has allowed
recovery {rom ratepayers the portions of incentives that are tied to performance activitics that
provide direct benefits to customers.

However, since the Commission last reviewed PSQ's short-term incentive plan, two
major changes have occurred: (1) AEP has moditied the plan so that 75%. not 50%. of the
incentive is ticd to AEP’s financial performance™ and (2) AEDP has failed to pay incentives and
retained the money for shareholders”® Because shori-term incentives are now driven more
heavily by financial performance, rather than equally driven by financial performance and
customer-beneficial activities, and whether to pay out any incentives is driven entirely by
financial performance. the Commission should disallow 100% of all short-term incentive costs
from rates. This reduces PSO’s expenses by $8.739.895.

The Commuission has long rejected executive long-term incentive compensation because
it 15 solely tied to the financial performance of the company. The Commission has also
continuously rejected the recovery trom ratepayers of supplemental exccutive pension plans that
provide highly paid executives with pension benetfits above and beyond the pension benefits
normally provided by the Company. Therclore. AARP supports the continued exclusion from
rates the executive long-term incentive and supplemental executive pension plan costs. This
action reduces PSO’s expenses by $4,382.749.

5. Use of Riders to Collect Costs from Customers — Terminate SRR Rider and Add
Termination Date of December 31, 2016, to AMI Rider

AARP belicves that surcharges and ciders have grown hevond the point of reasonablencss
in Okiahoma and necd to be reined in order to establish greater balance to the ratemaking process
and to rcstore appropriate cost incentives for PSO. The costs to provide utilily service should not
be collected through pieccmeal surcharges in the form of riders, but rather through base rate
cases where all expenses and revenues can be identified and evaluated prior to allowing cost

¥ “The 2014 annual incentive plan was primarily funded based on AEP’s eamings per sharc (EPS) (75 percent
weight).” PSO witness Carlin, Die. Test, July 1, 2015, p. 17.
* See OIEC witness Garrett Resp. Test, Oct. 14, 2015, p. 21 fn 15 & p. 30.
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recovery.  As seen mn the proliferation of surcharges that PSO’s [vic] utilizes—apparently now

numbering at least 20-it collected over $233.000.000 in non-tucl costs tn 2014 instead of

through the base rates.®” Therefore. PSO is [sic] collected a staggering 43% of its operating

revenues through surcharges. and if you include tucl recoverv. PSO collects more than 70% of

its revenues outside of the rate setting process.™

Surcharges also result in additional undesirable consequences such as removing utility
incentives Lo control costs and mmproperly shifting utility business risks away trom sharcholders
(who arc the ones in a position to identily and address such risks) and onto customers. As such.
surcharges and riders cltimately cause the bilis that consumers must pay to be higher than
necessary.  Thus. surcharges should enly be approved by regulators in rare circumstances to
address substantial. volatile and uncontrollable costs that. if not addressed outside of a hase rate
case. could harm a uility’s financial health.

PLD Staff recommends the Comnussion adopt the following criteria for evaluating rider
requests: Are the costs volatile and unpredictable?  Arc the costs outside the utilities [sic}
control? And are the costs substantial and reoccurring? AARP agrees that applving consistent
criteria are important to consistent and balanced policy application. however. just because a cost
may bc substantial and reoccurring 15 no reason for approving rider recovery. Substantial cost
categories are regularly included in base rates. The cvaluation of “substantial and recurring
costs” 15 modified by a review of whether such costs could financially harm the utility il not
dealt with immediately outside of rate case. Bcelow is the list of criteria that AARP advocates
regulatory bodics follow when evaluating recovery requests from a wility:

Largcly outside the control of the utility,

Unpredictable and volatile. AND

Substantial and reoccurring, and which would have the potential to adversely impact
the utility’s financial health if cost recovery 1s not addressed outside of a4 traditionaj
rafe case.

wd {) —

When such circumstances exist and a surcharge is instituted, the Commission should
include minimum customer safeguards such as: limiting the use of the number and size of riders
for any onc utility: recovering only clearly defined costs (with cost overruns borne by
shareholders) for a specific amount of time and conduct a full audit and review: rate of return
should be adjusted downward for the revenue stream provided by a rider: and any efficiencies or
cost savings that a rider provides should he included to reduce nider charges.

Because of the extensive numbcer of riders (over 20) and the significant sums of revenue
PSQO is collecting from customers {some 70% of revenues). AARP requests the Commission
evaluate cach rider based on the criteria above and determine whether there ts a nced for each
specific rider and terminate riders as may be appropriate.

PUD Staff makes the recommendation to begin to parc down PSO’s riders in this case,
For the System Reliability Rider (SRR Rider), Staff recommends folding all of the costs

1 See PSO response 1o discovery request AG 3-1(a} and (b).
1 See PSO response to discovery request AG 3-1(a) and (b).
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currently collected through the rider into base rates and then terminating the rider.”  Staff also
identified that the Advanced Metering Infrastructure (AMI) rider should be modified to include a
sunset date, but does not appear to make a specific recommendation as to what that date should
he

As to the SRR Rider. AARP supports staff’s recommendation to terminate this rider.
However. in Cause No. PUD 2013-217, AARP raised concerns about PSO’s recovery of more
than $23.000.000 through this rider (which recovered over $21.060.000 in 2014). In addition.
AARP also 1dentified that there is more than $5.000.000 for similar O&M costs already heing
collected tn basc rates. AARP recommends the Commission terminate the SRR Rider without
moving costs into rate base and require PSO to make a showing that the costs that were collected
previously through the rider are prudent, necessary and reasonable before including such costs in
rates.

With regard to the AMI rider and its future termination. Staft identified in PSO’s last rate
case (Cause No. PUD 2013-217) that all of PSO’s service territories are to have advanced meters
installed by the end of the 3rd quarter of 2016, with any remaining meters to be installed in the
4th quarter of 2016.® Therefore. AARP recommends the AMI rider include an automatic
termination date of December 31, 2016, which coincides with the date that PSO represents that
its AMI installation would he completed.

6. Cost Allocation Should Recover Any Rate Increase in Equal Percentage Across
Customer Classes

Cost allocation and rate design are an art not a science. Morcover, the preparation of a
cost of service study is made through hundreds. perhaps thousands. of subjective decisions as to
how to allocate plant to determine an estimale of a cost to service each of a utility’s various
customer classes. PSO does not request any changes in its rate design. and proposes that all
classes recelve an cqual percentage rate increase. While AARP disagrees with PSO’s requested
rale increase. it does agree that there should be no changes to PSO’s rate design and supports
atlocation of any increase on an equal percentage basis across customer classes.

Affordable cicetric rates for the individual citizens of Oklahoma are of paramount
importance when determining cost allocation. Individual ratepayers. not businesses, may have
their hcalth and quality of life impacted by utility rates. Older adults are particularly burdencd
hy price increascs on cnergy, as many of them hve on fixed incomes and lack the {lexibility to
pay significantly higher monthly cxpenses and average utility expenditures for households
headed by people age 65 and older have been rising faster than inflation.

PSO’s residential class has been hit hard with numerous recent increascs in costs: they
bear a significant amount of the costs of the demand side management rider; PSO’s AMI
program is a predominantly a [sic] residential program in which the residential class agatn bears
a majority of the costs. These actions have resuited in large recent additional rate burdens on the
residential class that would only be exacerbated if the residential class is required to shoulder a

¥ PUD Staff witness Champion Resp. Test.. Oct. 23, 2015, pp. 11-12.
“' PUD Staff witness Champion Resp. Test., Oct. 23, 2015, p. 15
*% See Resp. Test. of Hinex-Ford, Cause No. PUD 2013-217, April 23. 2015, p.1 1.
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significantly larger ratc increase than other classes. AARP recommends the Commission reject

any cost allocation that assigns an excessive rate increase on PSQ)s residential customers
compared to other customer classes.

7. Reject Expansion of the Fuel Adjustment Clause to Recover Non-Fuel Costs

PSO estimates that in the future it may incur approxtmately $4,000.000 per year in
certain air quality control system consumable costs that it would like 10 recover not through
rates. but rather through a modification to its fuel recovery mechanism. These expenses are not
for fuel. They ar¢ consumable materials that are to be ncurred in the future and are based on
estimates that could well exceed current estimates.

PSO failed to identity any evidence that would support the need for recovery through the
FAC as opposed to recovery through rates. PSO may claim that these costs vary with the
production of electricity. however. many utility costs vary with the amount of clectricity it
produces. hut this does [sic] mean they are fucl costs to be recovered via the fuei adjustment
clause. Therefore, AARP recommends the Commission reject PSO’s request to modify its lucl
adjustment clause to recover non-fuel consumable malterial costs, and determine that recovery
shall occur only through base rates.

8. Reject ECR Rider Requested by PSO for Recovery of Environmental
Compliance Costs and Allow Recovery in Base Rates

PSO is requesting to establish a new rider to recover environmental comphance costs

outside of its base rates. AARP docs not support the use of surcharges for cost recovery of

known and measurable expenses. PSO should be required to recover such costs through an
cvaluation of its entire revenue necd as conducted in a rate case. In this case, the Commission
should evaluaic the costs incurred in the test year, and Oklahoma’s expanded use ol looking at
costs and revenues up to six months bevond the test yvear. to compensate the Company for its
actual ¢xpenditures. Should future year costs for environmental compliance outstrip growth in
revenues, the Company should file a subsequent rate case to evaluate the Company’s need.
Therefore. AARP recommends the Commission reject the use of a rider to recover environmental
compliance costs and allow recovery ol costs actually mcurred by the uiility in the test year
through the setting ot base rates.

9. PSO Should Remove Distribution Costs Embedded in its Fixed Monthly
Customer Charge

AARP believes that PSO’s customers should not be subject to its move toward decoupled
rates through incremental moves to a Straight Fixed Variable rate design. This has been
accomplished by collecting certain distribution costs through its fixed minimum monthly bill
charge of $20.00 per month for residential customers.?® This decision to move from variable eost
recovery through kilowatt hour costs into a fixed component in a customer’s monthiy bill charge
is not in the public interest and should be reversed.

*® Sec rate schedules reflected in Section N of PSO’s Application Package filed herein on July 1, 2015.
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In general. lower income and elderly customers have lower usage than the average
residential customer due to smaller dwellings. and. with respect to elderly. their smaller
houschold size.  As a result. an increase m the fived monthly customer charge has a more
adversc 1mpact on customers who can least afford to pay these charges.

It docs not appear that any other AEP jurisdictions have implemented such ratc design
modifications because AEP’s other jurisdictions have monthly service charges ranging from
$7.30 10 $9.25 per month. much fower than the charge of $20.00 per month Oklahoma ratepayers
are subjected to. It may even be fair to say that Oklahomans on PSOs system pay one of the
highest monthly charges in the country. AARP requests the Commission direct PSQ to remove
all distribution-related charges from its fixed monthly charge. and move all such costs back into
the variable kilowatt hour charge.

SUMMARY OF AARP POSITIONS AND RECOMMENDATIONS

1. Award Return on BEquity of 8.75%

AARP advocates the Commission determine that a RO of 8.75% is fair, just and
rcasonabie in setting rates for PSO in this case.

2. Use PSO’s Actual Capital Structure of 56% Debt and 44% Equity

AARP advocates the use of PSO’s actual capital structure ol 56% debt and 44% cquity
and reject the use ot a more expensive hypothetical capital structure.

3. Reject $23.4 Million of PSO’s Reguested Inerease in Depreciation Expensce

AARP agrees that PSO’s request for a 50% increase in depreciation rates is not
appropriatc and supports PUD Staft”s adjustment to remove $25.400.000 of PSO's requested
depreciation expense.

4. Remove lrom Rates Incentive Compensation Costs lied to AEPs Stock Price Perlormance
and Supplemental Executive Retirement Plan Costs

Because short-term incentives are now driven more heavily by f{inancial per{formance.
rather than equally driven by financial performance and customer-beneficial activities. and
whether to pay out any incentives is driven entirely by financial performance. the Commission
should disallow 100% of all short-term (ncentive costs from rates. This reduces PS()'s expenses
by $8.739.895. AARP supports the continued cxclusion from rates the exccutive long-term
incentive and supplemental executive pension plan costs. This action reduces PSO’s expenses
by $4.382,749.

5. Use of Riders to Collect Costs from Customers — Terminate SRR Rider and Add Termination
Date of December 31, 2016, to AMI Rider

Because of the extensive number of riders (over 20) and the significant sums of revenue
PSO is collecting from customers (some 70% of revenues), AARP requests the Commission
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evaiuate cach rider to determine whether there is a need for each specific rider and terminate
riders as may be appropriate, by evaluating if the costs collected are:

(1) outside the control of the utility,

{2) unpredictable and volatiic, and

(3) substantial and reoccurring. and which would have the potential to adversely impact
the uulity’s Ninancial heaith if cost recovery is not addressed outside of a traditional rate casc.

AARP recommends the Commuission terminate the SRR Rider without moving costs into
rate base and require PSO to make a showing that the costs that were collected previously
through the rider are prudent, necessary and reasonable before including such costs in rates.
AARP recommends the AMI rider include an automatic termination date of December 31, 2016,
which coincides with the date that PSO represents that its AM! installation would be completed.

6. Cost Allocation Should Recover Anv Rate Increase in Equal Percentage Across Customer
Classes

AARP recommends the Commission reject any cost allocation that assigns an excessive
rate increase on PSO’s residential customers compared to other customer classes,

7. Reject Expansion of the Fuel Adjustment Clause to Recover Non-Fuel Costs

AARP recommends the Commission rejeet PSO s request to modify its fuel adjustment
clause to recover non-fuel consumable material costs and determine that recovery shall occur
only through base rates.

8. Reject ECR Rider Requestied by PSO for Recovery of Environmental Compliance Costs and
Allow Recovery in Bagse Rates

AARP recommends the Commission reject the use of a rider to recover environmental
compliance costs and allow recovery of costs actually incurred by the utility in the test year
through the setting of base rates.

9. PSO Should Remove Distribution Costs Embedded in its Fixed Monthly Customer Charge

AARP requests the Commission direct PSO to remove all distribution-rclated charges
from its fixed monthly charge and move all such costs back into the variable kilowatt hour
charge.

AARP’s failure to address any of the 1ssues presented by the parties in this case should
not be takcn as objection or support for any specilic positions. AARP reserves the right to
amend. modify or supplement its position m the docket. to cross examine witnesses on all issues,
and to address any and all issucs raised at the hearing on the merits necessary to protect its
interests in this matter.

The Alliance {or Solar Choice

COMES NOW, the Alliance for Solar Choice (“TASC™), by and through its undersigned
counsel, and hereby files the following Statemcent of Position in the above-styled Cause, in

]
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response to the Application of the Public Service Company of Oklahoma ("PSO™) to initiatc a
proceeding to review s rates. charges. regulations and conditions of service and for the
cstablishment of fair and reasonable rates and charges. including for certain environmental
compliance  upgrades. upon completion of the Oklahoma Corporation Commission
(Commission ™).

TASC does not plan to present a witness during the hearing on the merits beginning
December 8, 2015, but reserves the right to cross-examine the witnesses presented during the
hearing and to fully participate in ali aspects of this proceeding. TASC reserves the right to
amend this Statement of Position or offer witnesses based on information gathered through
future testimony. discovery or a significant change in condition related to this Cause should such
circiunslances change or otherwise present new information not previously known becomes
avaitlable 1n the course of the proceeding.  Any issues not addressed and any comnients not
expressed below should not be construed as agreement with PSO’s position. method or
procedures relating to its Application.

As an imtial matter. TASC is pleased to sec PSO's recognition ot the value of solar
¢nergy., as cvidenced by its inclusion of utility-scale solar 1n its 2015 Integrated Resource Plan
and its commitment to conduct a Request lor Proposals ("REFP™) 10 explore adding additional
cost cffective utility-scale solar resources in the future. Additionally. TASC believes that PSO’s
plan to mclude utility-scale solar i1s a good initial step that will deliver significant bencfits to
consumers, businesses and socicty by, among other things. providing water savings, fucl price
hedging. cnergy sccurity, energy resilience, reduction in both installed and ongoing operations
and maintenance costs, less lead time than other forms ot generation. greenhouse gas reductions
and critcria air pollutant reductions. Further, TASC notes SO’ recognition of the importance
of actively supporting Oklahomans in their decision to employ Distributed Gencration ("DG™)
and the benefits DG can bring to Oklahoma today and intw the future.

Notwithstanding the former, TASC believes PSO’s utility-scale planned additions to be
modcst given the intringic benefits of solar gencration and the large opportunity that Oklahoma’s
solar resources can provide, TASC helieves it should also be noted that DG solar can provide
additional benefits for DG adopters and non-adopters alike, as highlighted by numerous recent
studies.” These benefits included avoided cnergy costs, environmental compliance costs. future
capacity investments. transmission and distribution line loses [sic]. and enhanced geographic
resource diversity. cnergy security and resilience. Unfortunately. PSO fails to recognize the
enormous potential of roof-top solar and other attractive forms of DG avaitable to Oklahomans.
Lven PSO’s modest DG projections are made more questionable when one considers they have
not projeeted ihe potential negative impact and future risk to customers of the Utility pursuing
and possibly achieving an unfatr DG Tariff. Such a tariff might serve as a tax-like disincentive

7 See Intersate Renewable Energy Council, Inc. A Regulator’s Guidebook: Calculating the Benefits and Costs of
Distributed Solar Generation. Avaiiabie ar:

htip:/www occeweb.com/pw/DistributedGeneration/Benefits2620and%20Costs% 2002205 0lar%20DG pdf

See Stanton, A, et al. Net Metering in Mississippi: Costs, Benefits, and Policy Considerations. Prepared for the
Public Service Commission of Mississippi. Available at: hitp://www svnapse-

energy com/sites/default/files/Net%20Metering®620in%20Mississippi.pdf

See National Renewable Energy Laboratory. Distributed Solar PV for Electricity System Resiliency. Available at:
http/rwww nrel.govidocs/fy 1 5ost1/6263 | . pdf
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and ultimately impede Oklahomans ability to afford DG additions to their family homes or
businesses.

Further. PSO’s Rate Case at issue here could have explored the subject of a DG tarifT
within this Causc. where a current cost of service and other financial data is widely available to
more properly vet the requirements of weighing the costs and benefits in a fair and cquitable
manner for DG integration to PSO’s svstem. This missed opportunity is not only a poor use of
judicial economy. but a standalone tarift application. filed outside of a rate case. raises legitimate
concerns. including but not limited to. whether a rate considered in isolation can be truly revenuc
neutral. Should PSO decide to abandon the inore reasonable approach of including a DG tantt
within this Cause. TASC takes this opportunity to strongly urge PSO to utilize the Commission’s
DG Tantt Checklist. which resulted from the Commission’s seven (7) month analysis and series
of public meetings concluding on March 31, 2015, whercin the Commission thoroughly cxplored
Distributed Generation issucs. costs. benefits and technological opportunities. [or Oklahoma.
The DG Tariff Checklist provides the foundation for fair and equitable consideration and
treatment of DG resources. As a participant in the process that lead to the DG Tariff Checklist.
PSO undoubtedly recognizes the benefits of the development and inclusion of a mechanism
within the Commission™s examination process which clearly defines the benefits and cost of DG
resources. Done incorrectly. a DG Tariff could evaporate PSO™s modest commitments to use of
solar. and limit the potential of the solar industry, DG and the numerous benefits they can
provide to Oklahomans.

Iv. Findings of Fact and Conclusions of Law

Jurisdiction

The ALY recommends that the Comumission find that Applicant is Public Service
Company of Oklahoma. a corporation incorporated within the State ol Oklahoma. authorized to
do business in the State of Oklahoma. TFurther. that Applicant i1s a public utility with plant.
property. and other assets dedicated to the gencration, production. transmission, distribution. and
sale of electric power and cnergy at wholesale and retail levels withmn the State of Oklahoma.
The ALJ recommends that the Commission find that it has jurisdiction over this Cause by virtue
of the provisions of the Constitution of the State of Oklahoma. specifically Article IX, Sections
18 and following. 17 O.S8. 2001, §§ 151 ef seq.. and the Rules and Regulations of this
Commnission. including the Commission’s Minimum Standard Filing requirements as set forth in
OAC 165:70. The ALJ recommends that the Commission find that proper notice of these
proceedings was given as rcquired by law and the orders of this Commission.

Test Year

The ALJ recommends that the Commission adopt PUD’s recommendation to adjust Plant
in Service and related accounts from the January 31, 2015 test year balances to the July 31, 2013,
six-month post-test year balances. PUD witness Rohert Thompson proposed these adjustments
and cited 17 O.S. § 284, which states, “In its revicw and examination of an application by a
utility to change its rates and charges pursuant to Sections 137, 152 or 158.27 of Title 17 of the
Oklahoma Statutes, and ir any order resulting therefrom, the Corporation Commission shall give
effect to known and measurable changes oceurring or rcasonably certain to occur within six (6)
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months of the end of the test period upon which the rate review is based.”™ (Pre-filed Testimony
of Robert Thompson. October 14, 2015, page 8. lines 13- 21)

Mr. Thompson testified that PSO provided updated Schedules C (Plant in Service) and D
{Accumulated Depreciation as of January 31, 2015, in response to the Attorney General's Iirst
Set of Data Requests to PSO. and also information about electric plant additton projects costing
more than $1 milhon. In addition. PUD requested information regarding large invoices. most of
which were {or capital asscts. Direct Testimony filed on behall of PSO consistently indicated the
need for investments in plant mostiy for environmental and salety issues [or production plant.
and rcliability issues for transmission and distribution plant. Mr. Thompson recommended that
the test vear balances for Plant and related accounts be updated to the 6-month post-test vear
balances. (Pre-filed Testimony of Robert Thompson, October 14, 2013, page 8, line 24 - page 9.
line 10) The ALJ recommends the Regulatory Asset proposal of the PUD including any
exceptions noted hercin. The ALJ recommends the Regulatory [Liabilities proposal of the AG be
adopted with the upward adjustment that was also adopted by PSO and proposed by the AG.

Environmental Compliance Plan

The ALT recommends that the Commission find that PSO’s ECP is prudent. and that
thercfore. cost recovery is warranted. The ALJ recommends that the Commission find that cost
recovery should be approved through the base rate approach tor PSO’s ECP. but only with the
following important conditions:

First. the ALJ recommends that the Commission find that PSO should be held 1o a hard
cap for its DSIVACIFF investment at Northeastern 3. The hard cap should be set at $210
million, which is the cost estimate PSO used for the investment 1 evaluating the ECP against
other alternatives in Cause 54, Specifically. under the hard cap. PSO may not seek recovery of
more than £210 miliion adjusted appropriately for allowance for (unds used during construction
("AI'UDC™) and overhead. regardless of the timing of cost recovery.

Sccond. the ALJ recommends that the Commission find that PSO should not be allowed
to recover any costs for its Comanche Dry Low NOx burncrs untii the investments are in
service. This condition also includes rejection of the test-year waiver.

Third. the ALI recommends that the Commission find that PSO should be denied cost
recovery for the aceclerated depreciation that PSO secks to recover for Northeastern Units 3 and
4 over the 2016 to 2026 period. To mitigate rate increases, depreciation for the undepreciated,
“original” costs of these two units should continue on its current pace to 2040,

Fourth, the ALJI recommends that the Commission find that PSO should he required to
seck approval in this proceeding through rebuttal testimony for PSQ’s SOFA investments on
Northeastern Units 3 and 4. Southwestern Unit 3, and the majority of its investment in
Northeastern Unit 2. While PSO claims to have received approval for these expenditures, and
PSO has already included these investments in rate basc, PUI) has not seen evidence that the
Commission has granted explicit approval for these investments. PUD has no rcason at this
time to argue against cost recovery for these investments, but the Commission must be given the
opportunity for an explicit approval.
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Fifth. the AlLJ rccommends that the Commission find that PSO should be required to
scek approval for all three power purchase agreements related to replacing the power from the
retired Northeastern Unit 4. PUD has previously supported and supports here cost recovery for
the Calpine power purchase agreement ("PPA™). PUD has no reason at this time 1o arguc
against cost recovery for the other two PPAs. but the Commission must be given the
opportunity for an explicit approval of all three PPAs.

Sixth. the ALJ recommends that the Commission find that the Commission shouid not
rule on the prudence of the planned retirement of the retrofitted Northeastern 3 unit in 2026 until
a Commisston hearing is held in or about 2020. The same would go for a ruling on the capacity
factor limitations for that unit. This condition is given added support by the tact that PSO itself
is unsure what it will do with Northeastern 3 in 2026 — as evidenced by its extensive analysis in
this procceding of converting the unit to nawural gas at that time and by its recent analvsis of
repowering the unit in PSO7s Integrated Resource Plan ("IRP™) update.

Construction Work in Progress (CWIP)

Since the Commission has adopted the Utility Plant in service balance as of July 31 2015,
the ALJ finds that no CWIP should be included in the rate base of PSQ. No adjustment is
necessary to reflect this decision, since the booked utility plant in scrvice as of July 31. 2015,
captures all CWIP requested {or those plants that were actually placed in service as of July 31.
2015,

The ALIJ finds that it 1s not appropriate or necessary to extend CWIP for any portion of
the LICP costs. As PSO witness Thompson acknowledged. his recommendation to allow PSO
CWIP treatment for a portion of its eavironmental costs 1s a departure {rom the Commission’s
decisions (n recent years. (See 12/21/15 Tr.. pp. 191-192). Under 17 Okla. Stat. § 284. including
in rate base actual plant in service balances as of July 31, 2015, which 1s six months after the end
of the test year. is proper. However, the Commission has consistently held that projects still in
CWIP accounts at the date of the six-month cut-off have been excluded. For example. in ONG's
2005 rate case, Cause No. PUD 200400610, the first major rate case heard by the Commission
after passage of the 6-month rule in Title 17 § 284, the ALJ adopted. and the Commission
approved. the approach of including updated plant in service as of the 6-month cut-oft date. and
excluding amounts in the CWIP accounts.  Also, in OG&E's 2005 rate case. PUD 200500131,
the Commission again approved this approach, updating the Plant and Accutnulated Depreciation
balances 1o s1x months after test year end and appropriately exciuding CWI on the hooks at that
time. Also. in PSO’s last two littgated rate cases. Cause No. PUD 2006002835 and Cause No,
PUD 200800144, the Commission followed this approach. In shorm, this treatment has becn
consistently adopted hecause it has the effect of ineluding in rate base all projects actually
complete and in service within the 6-month post test year period.

PSO’s cvidence was that of the $61 million in costs of environmental investments PSO
secks to recover, approximately $44 million of investments will not be 1o service at the end of
the 6-month, post-test year period. {See Sartin cross, 12/8/13) Under the evidence presented by
PSO, neither the Northeastern Unit 3 nor the Comanche plant has a completion date that was
tmminent on July 31, 2013, the conclusion of the 6-month cut-off. Both plants have estimated
completion dates in 2016, and it is clear from PSQO’s application that the Comanche plant will not
be placed in service until at least June 2016, which is 17 months beyond test-year end. (See
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Sartin cross, 12/8/13 Tr.. p. 105). The Commission finds that these estimated completion datcs
do not justily CWIP recovery. PSO witness Sartin admitted at the heariag in this cause that these
investments are not currently used and useful. /. Mr, Sartin did not know of any instances
where the Commission had authorized investments in rate base when the plant was not used and
useful and in service until after the 6-month. post-test vear end. (See Sartin cross. 12/8/15 Tr.. p.
148).

The ALJ does not adopt PSO’s proposals to recover the estimated $44.2M annual costs
associated with ECP asscts that will not be in service until later next vear hy either (1) extending
the rate base out tor an additional 17-month period beyond test year end or (2) recovering the
costs through the proposed Environmental Compliance Rider ("ECR™). The ALJ also does not
adopt Staft’s proposed middle-ground position ol including the CWIP halances at Fuly 31. 2013
for the ECP assets. The AL finds that there 1s not sufficient evidence 1 this casc (o warrant a
departure from the long-standing ratemaking policy. PSO may. if necessary and 1f it so chooses.
bring a general rate proceeding to recover the ECP costs once the facilities have heen placed in
service. 1f the utilny believes it is earning an insufficient return at that time.

Cost of Capital

The ALJ recommends that the Commission find and adopt the following cost of capital
items: 1) a cost of equity of 9.25 pcreent, which is the highest point in a range of
rcasonableness of 8.75 to 9.25 percent: 2) a cost of debt of 4.92 percent. as proposed hy PSQO: 3)
a capitai structure consisting of 56 percent debt and 44 percent cquity: 4) an overall weighted
average cost of capital of 6.83 percent. which is the highest point in a range of reasonahleness
of 6.61 10 6.83 percent; and 5) an adjustment of $8.152.488 to reduce pro forma incentive
compensation expense. The ALY recommends that the Commission find that these cost of
capital 1tems are fatr, just, and reasonable to both ratepayers and PSO.

The ALJ recommends the Commission find that an adjustment to the ROE to account
for tlotation costs 1s unnccessary hecause the risk associated with flotation costs is already
incorporated into the ROE. Flotation risk is accounted for swhen choosing a proxy group of
publicly traded parent companies that issue stock and ineur such costs. The Commission has
not previously authorized a flotation cost adjustment. as the Company confirmed in response to
NOD/TEA Discovery Request 3-6. (Se¢ Hearing Exhihit 20).

Rate of Depreciation

The ALY recommends that the Commission find an adjustment of $23,014,546 to reduce
PSO’s proposed depreciation expense. The ALJ recommends that the Commission find that this
adjustment is fair. just. and reasonable to both ratepayers and PSO.

Current Rate Case Expense

The ALJ reeommends that the Commission find that the assessment of costs for PUD and
AG witnesscs shall be based on Commission Order No. 643363 (Order Granting Public Utility
Divisien’s Motion for Assessment of Costs) and Commission Order No. 644100 (Order
Granting Attomey General’s Motion for Assessment of Costs), and that these costs shall be
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amortized over a two-year period and recovered from the ratepayers in the amount as ordered by
the Comnission.

Prior Rate Case Expenses

The ALJ recommends that the Commission tind an annvalized adjustment in the amount
of $555.601 and an amortization over 24 months is fair. just. and recasonable.

AEPSC Adjustments Billed to Rate Casc Expense

The ALJ recommends that the Commission find an adjustment to decrease AEPSC
overhead incentive expenses in the amount of (3131.493) that were added in rate case expenses
to be fair. just. and reasonable.

Taxes other than Income Taxes

The ALJ recommends that the Commission find an adjustment of a decrease in the
Federal Insurance Contribution Act tax of $83,433 and a decrease of $190.749 for Franchise and
Excise Tax are fair, just. and reasonable.

Bad Debt expenses

The ALY recommends that the Commission find PSOs proposed ($221.598) decrease for
the factoring 1s fair. just. and reasonable.

Fuel and Purchase Power Revenues

The AlJ recommends that the Commission find that PSO’s proposed adjustment to
remove $791.339.138 of fucl-relatcd revenue collected under the OCC-approved Fuel
Adjustment Clause ("FAC™) from the rate base revenue requirement is {air, just and rcasonabile,
The ALJ recommends that the Commission find that there are four (4) adjustments, including
WP 11-2-22 Purchased Power revenue adjusiment ($37.354.310), WP H-2-23 revenue adjustment
($750.301.127) and WP H-2-25 Miscellancous revenue adjustment ($3.683.701). The ALJ
recommends that the Commission find that all fuel-related revenue has been moved into the
FAC.

The ALJ also recommends that the Commission find that PSO’s proposed four
adjustments to remove $695,152.152 of fuel expenses recovered under the FAC from the rate
base are fair, just, and reasonable, and that they are consistent with Commission Order No.
639314 in Cause No. PUD 201300217, which removed fuel related revenues and expenses [rom
base rates,

O&M Gencration Non-Fuel

The ALJ recommends that the Commission find that PSO’s approach and adjustments
regarding the O&M Generation Non-Fuc) are fair, just, and reasonable.
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Informational/Instructional/Miscellancous-Sales Expense

The ALJ recommends that the Commission [ind that PUDs proposed Adjustment No. -
10 amount of $183.241 concerning expenses for Edison Llectric Institute ("EEI™), lobbying
expense. Chamber of Commerce. Hugo Lions Club. cte.. do not appear to benefit ratepayers
cxclusively and. therefore, should not be recovered from ratepayers. The ALJ recommends that
the Commussion find that these kinds of expenses should be shared between ratepayers and
stockholders. The ALT also recommends that the Commission find an adjustment of $110.427
(5114.263 - $4.836 BNSI Railway costs that were outside of the test year and not included in
PSO’s request).

Prepayments

The ALJ recommends that the Commission find that PUD's adjustment No., B-8 to
decrease the prepayment balance by {$1.709.670) iy fair. just, and reasonable.

Employce Group Insurance

The ALJ recommends the Commission adopt the adjustment to reduce emplovee
medical expenses by $864.257 as recommended by DOD/FEA witness Morgan, As indicaied in
the Rebuttal Testimony of PSO witness Hamlett, the Company does not contest this adjustment
proposed by Mr. Morgan. (See Hamlett Rebuttal Testimony. p. 53:5-9).

Customer Deposits

The ALT recommends that the Commission [ind that PUD's adjustment No. B-1 1o
decrease the customer deposils account by (51.609.152) is fair. just. and reasonable.

Off System Trading Deposits

The ALJ recommends that the Commission find that PUD’s adjustment No. B-5 (o
increase the off system trading deposits balance by $876.539 is fair, just. and reasonable.

Matcrials, Supplicszs

The ALJ recommends that the Commission [ind that PUD’s adjustment No. B-2 to
decreasc the materials, supplics account by $(182.869) is fair. just, and reasonable.

Payroll Expenses
The AlJ rccommends that the Commission find that PUD’s adjustment wbich will

decrcase Payroll Expenses in the amount of ($1,500.134.36) to be fair, just, and reasonable.
This adjustment recognizes six months post test vear data, which captures recent information.

¥ To the extent this adjustment should also apply to fucl inventories, it is so applied.
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Payroll Taxes

The ALJ recommends that the Comnussion find that PUD s adjustment in the amount
of (3104.334.34). based on PSO’s eftective rate of 6.935 percent is fair, just. and reasonable.
The amounts of these adjustments represent a reduction of $1.604.468.70.

SPP Transmission Costs

The ALY recommends that the Commission find that PSO shall not defer. as a regulatory
assct or liability, the difference between actual expenses and the amount mcluded in PS(Y's base
ratcs. The ALJ also reccommends that the Commission find that the following PUD adjustments
to operating income related to PSO’s base rate SPP cxpenses are fair, just. and reasonable: 1}
Annualize Oklahoma TransCo. Prairie Wind and Transource Missouri Base Plan Funding Costs
Not Recovered Through PSO’s SPPTC tracker, in the amount of $1.183.801: 2} Annualize
Oklahoma TransCo. Base Plan Funding Costs Per 2013 SPP Formula Rate Filing, in the amount
of $§1.633.610; 3) Annualize SPP Network Integration Transmission Service Costs, in the amount
of $2.149.004: 4) Annualize SPP Administrative Fee. in the amount of $685.960: and 3
annualize SPP FERC Assessment t'ec, in the amount of $37.901. The ALJ rccommends that the
Commission find the modification to the SPPTC tanff to limit annual adjustments should be
approved.

Riders

‘The ALJ rccommends that the Commission find PUDs recommendation to reverse the
adjustments madc to revenues (and costs) related to the System Reliability Rider is fair. just.
and reasonable.

The ALJ recommends that the Commission Iind the overall use of riders shall be
reviewed and that cvaluation criteria shall be established for use in determining the necd for
additional riders. Riders shall be allowed only if they are uscd for costs that arc outside of the
utility’s control. suhstantial, and unpredictable or volatile.  In the future, the ALJ further
recommends that a separate adjustment for the revenues and expenses collected pursuant to a
rider approved by the Commission be addressed individually m PSO’s Application Package.
Schedule H.

The ALJ recommends that the Commission adopt the following findings: 1) that the
Environmental Cost Recovery (ECR) shall not be approved and recovery of those costs shall
remain in basc ratcs; 2) that there shall be closure of the System Hardening Rider; 3) that
language shall be added to the Southwest Power Pool Cost Tracker (SPPTC) that would require
broader review if annual increase exceeds 50 percent; 4) that language shall be added to the
Advanced Metering Infrastructure {AMI} to provide a date certain for closing the rider; and 5)
that language shall be added to the Demand Side Management Cost Recovery Rider
{DSMCRR} that would limit the accumulation of lost revenue recovery. The ALJ recommends
that the above findings are fair, just, and reasonable.
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Plant in Service

the ALJ recommends that the Commission find that PUI's proposed adjustments to
update plant mn service to the 6-month post test year balance at July 31, 2015 arc fair. just. and
reasonable.  PUD’s adjustment B-3 increases plant in service included in rate base by
$9,557.979. unless exceptions apply herein,

Environmental Controls

The ALJ recommends that the Commission find that PUD’s proposal to include
$135.075.111 in environmental control invesiment incurred at 6 months post test year in raic
basc is fair. just. and reasonable.

Accumulated Depreciation

The ALJ recommends that the Commission find that PUD s proposal of an adjustiment to
update accumulated depreciation to the 6-month post test year balance at July 31, 2015 is fair.
just. and reasenable. PUDs adjustment B-4 increases accumulated depreciation by $39.143.204,
which is a decrease to rate base. unless exceptions apply herein.

Non-AMI (Automated Mecter Infrastructure) Meters in Rate Base

The ALl recommends that the Commission find that PUD’s proposed adjustment to
update regulatory assets to include Non-AMI Meters to the 6-month post test year balance at July
31,2015 15 fair. just, and reasonable. PUD’s adjustment B-9 increases plant in service included
in ratc basc by $18.262.961.

Cash Working Capital

The ALl reccommends that the Commission find that PUD’s proposed adjustments to the
cash working capital (CWC), which includes all of PUID’s proposed changes to thosc accounts
inciuded within the cash working capital calculation. are fair. just. and rcasonable. PUD agrees
with the cash working capital methodology which excludes non-cash items such as depreciation.
investment tax credit and common equity. PUD’s adjustment will deerease cash working capital
ineluded in rate basce by $186.040.

Accumulated Deferred Income Tax

The ALJ recommends that the Commission find that PUD’s proposed adjustment to
update accumulated deferred income tax to the 6-month post test year balance at July 31, 2015 is
fair, just, and reasonable. PUD’s adjustment will decrease accumulated deferred income tax
included in rate basc by ($39,145,204).

Prepaid Pension Assct
The ALJ recommends that the Commission find that the inclusion of $96,864,056 in

prepaid pension assels in rate base as proposed by PSO and agreed to by PUD is fair, just, and
reasonable.
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Amortization Expense

The ALJ recommends that the Commission tind that PUD’s proposal to adjust the
amortization expense to nclude amortization for Non-AMI meters in the amount of $1.749.592
is tair. just. and reasonable.

Factoring Expensc

The ALJ recommends that the Commission tind that PUD's proposal to adjust the
factoring expense by (8224.029) to reflect PUD’s revenue requirement is fair, just. and
reasonable.

Ad Valorem Tax Expense

The ALI recommends that the Commission lind that PUD’s proposal to adjust ad
valorem tax expense by ($2.133.195) 1s fair. just, and reasonable.

Interest Synchronization

The AL} recommends that the Commission {ind that PUDs proposed adjustment to the
interest expense within the income tax calculation to reflect changes to the rate of return and rate
base is fair, just, and reasonable. Interest synchronization is a method that provides an interest
cxpense deduction for regulatory income tax purposes cqual to the ratepayer’s contribution to
PSO for interest expense coverage. PUIY's adjustment for interest synchronization will decrease
the net income before income tax by $2.402.266.

Current Tax Expense

The ALJ recommends that the Commission find that PUD s proposal of an adjustment to
current income taxes to reflect PUD’s adjustments to the operating income statement, including
the revenue deficieney. resulting in a net decrease to PSO’s aperating income of $7.513.020. is
fair. just. and reasonable.

Cost of Service and Rate Design

The ALT recommends that the Commission find that based on the results of PUD’s inputs
to PSO’s COSS. retail customers would be allocated an increase of 558,132,53?29 excluding
misccllaneous revenue. while the federal jurisdiction would be allocated a total of $1,235.810.

Regarding rate design., the ALJ recommends that the Commission find that there is a
necessary increase in revenue requirement for the Company to continue maintaining safe and
reliable service to consumers. The total inerease is aliocated to certain classes based on the
results of @ COSS. These results show the costs that each ¢lass of customers places on the
system. PUD designed rates based on the neccssary revenue allocations. The ALIJ further
recommends that prior to the next rate case, PSO will conduct a marginal cost study in order to

¥ e difference between this figure and PUD's Accounting Fxhibit base rule revenue increase is due to a ($4.311.027) change in other revenues
and DY s proposal w include the System Reliability Rider in base rates.
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develop a rate design that provides more accurate price signals to customers in order 1o promote
more efficient use of clectric energy and utility resources.

The ALJ rccommends that the Commission find that PSO shall conduct a Minimum
System study to identify and allocate customer-related costs for distribution assets betore
proposing a change to any class base service charge in future causes before this Commission,
that the Commission shall adopt PUD’s revenue distribution and rate design described in Mr,
Schwart/’s testimony. and that PSO shall add a scparate line item on the consumer’s bill that
shows the breakdown of costs that can be attributed to managerial decisions of the Company and
those that are due to outside action.

Distribution Costs Embedded in PS()’s Fixed Monthly Charge

The ALJ reviewed the recommiendation to require PSO to revert to a rate structure that
recovers distribution. transmission and generation costs through variable kilowaut hour charges:
and to direct PSO to redistribute any of its distribution-related charges that it has embedded in its
fixed monthly fee and reallocaie such costs back into its variable kilowatt hour charge as
unnecessary to address. given that PSO’s equal pereentage rate increase methodology is not
adopted.

Transmission Allocation

Within 1ts cost of scrvice study. PSO used a 12 coincident peak (12CP) method to
allocate 1ts transmission costs. OIEC objected to this change from PSQO’s historic use of 4CP 10
allocate these costs. PSO argues the Southwest Power Pool charges PSO for transmission
scrvices based on a 12CP allocator and. thercfore. the use of a 12CP allocation s a reasonable
basis to aliocate such transmission costs to retail customers.

The AL finds that although PSO is a summer peaking syvstem, it is appropriatc to reflect
the cost to use the transmission system during all twelve months of the year. rather than just
during the summer months. The ALJ finds that the 12CP methodology seeks to ensure that
customers who benefit from the use of the system in off peak months bear appropriate cost
responsibility for the transmission system. The ALJ recommends the Commission accept PSO's
usc of the 12CP allocation ol its transmission costs in its cost ol service study.

AMI

While evaluating PSO’s various riders. Staff identified the Advanced Metering
Infrastructure (AMD rider as one that should be modified. PUD Staff recommends the AMI
Rider should be modified to include a sunset date at which time the rider would terminate. Staff
identified in PSO’s last rate case {Cause No. PUD 2013-217) that all of PSO’s service territories
are to have advanced meters installed by the end of the 3™ quarter of 2016, with any remaining
meters 1o be installed in the 4" quarter of 2016. AARP, in its Statement ot Position, identified
that in PSO’s last rate case that approved recovery of AMI costs through tbe AMI Rider, PSO
represented that its AMI installation would conclude by the end of 2016, and therefore, AARP
recommends the AMI Rider be amended to include a termination date ol December 31, 2016.

The ALJ recommends the Commission adopt the amendment put forward by PUD Staff
and strongly supported by AARP by requiring an amendment to PSO’s AMI Rider to include an
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automatic termination date of December 31. 2016. which coincides with the date that PSO
represented that its AMI installation would be completed. The AMI Rider is no longer necessary
to collect costs from customers after the meters have been installed. so including a sunset
provision within the terms of the tariff 1s appropriate and in the public interest.

Fucl Adjustment Clause Rider

In conjunction with its environmental compliance plan. PSO estimates that it may incur
future costs of approximately $4,000.000 per year for certain air quality control system
consumablce costs that it would like to recover not through rates. but rather through a
modification to its fucl recovery mechanism. These expenscs are not for fucl. but are for
materials consumed by certain air quality control svstems that PSO plans to install in the future.

As with the recent OG&L case. Cause No. PUD 2014-229. AARP objected to the
recovery of non-tuel costs within the fuel adjustinent clausc. and argued that such costs should
be recovered through rates. AARP pointed out that while PSO may claim that these costs vary
with the production of electricity, many utility costs may vary with the amount of c¢lectricity
produced. but this does translate into recovery via the fuel adjustment clause.

The ALT finds that PSO failed to identity any evidence that would support the need for
recovery of consumable costs through the FAC as opposed to recovery through rates. The ALl
finds that PSO may seck recovery of such costs as may be incurred in the test year in a future
rate case. The ALJ recommends the Commission not adopt PSO’s request o modify its fuel
adjustment clause to recover non-fucl consumable material costs and determine that recovery
shall occur only through base rates at such time PSO actually incurs such costs.

Aftiliate Costs

In us filing, PSO sought recovery of $62.630.559 of affiliate costs bitled to it during the
test year.  Of this amount, $60.658,835 was hilled by American Electric Power Service
Corporation (AEPSC) and $1.971,724 was billed by other atfiliates of PSO. (See PSO Witness
Brian Frantz Direct Testimony at p. 4.)

Mr. Frantz explained how AEPSC 1s organized. the mission of the service company and
how and why the services provided by AEPSC are nccessary and promote cfficicncy by
climinating the need for cach operating company to maintain staff and resources to perform the
services scparately. (See Frantz Direct at pp. 7-11.)

Mr. Frantz’s Direct Testimony gave a specific explanation for the reason for a $2.9
million (or approximately 5 percent) increase in affiliate costs billed to PSO from AEPSC
compared to PSO’s last base rate case (Cause No. PUD 201300217). Namely, the movement of
60 transmission technical employees from operating companies to AEPSC because the
employees were doing support work for many or all operating companies and should be scrvice
company employees. Additionally, he referenced a 3% average merit increase effective April
2015, (See Frantz Directat p. 5.)
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Mr. Frantz also described the levels of oversight and controls 1o ensure that costs billed to
PSO are accurate. including transaction validation to cnsure accuracy at point of entry.
mechanical reviews to test the mechanics of the billing system. and monthly variance reviews to
understand reasons for increases or decrcases for AEPSC costs.  He also discusscd the
management oversight. including budget and actual cost reviews. and monthly review and
approval of the AEPSC hill by PSOQ and other aftiliate companies. (See Frantz Direct at p. 12.)

His testimony provided a detailed description of the accounting and billing process. and
also provided explanations of how AEPSC used benchmarking and market comparison data to
ensure rcasonablencss of AEPSC charges. (See Frantz Direct at pp. 21-29 and at pp. 16-20.)

The exhibits to Mr. Frantz's Direct Testimony included breakdowns of ALEPSC charges
to PSO by functional organization, by work order and by activity: a detailed description of
affiliate services provided to PSO by AEPSC; a description of AEPSC billing controls: a sample
billing from ALPSC to PSO: and benchmarking study examples. (See Frantz Divect at Exhibits
BJF-1. BJF-2. BIF-4. BJF-5. BIF-6.)

Further. other PSO Witnesses supported the services provided by AEPSC. PSO Witness
Steve Baker cxplained in his Direct Testimony how AEPSC’s Customer and Distribution
Services (C&DS) organization provided specialized cenergy delivery support services and
expertise across the AEP System. (See Baker Direct at pp. 6-9.) PSO Witness Gary Knight
cxplained how ALEPSC provides PSO generation with exccutive lcadership. management
direction. and stalt support and he ¢mphasized both PSO and AEPSC’s focus on the safe,
rcliable and low-cost operation of PSQO’s generation fleet for the bencfit of its customers,
including through the sharing of best practices and lessons learned, (See Knight Direct at p. 3.)

Mr. Knight testificd:

AEDPSC provides expertise on the operation and maintenance of PSO’s fleet of
powcer plants, as well as outage planning, unit dispatch management, and
cngineering and environmental support.  ALEPSC is responsible for providing
these services for power plants across an 11-state arca, and this vast knowledge of
generation operation and maintenance s shared with PSO to help minimize the
overall cost of generation and optimizc plant reliability.

Because AEPSC provides support 10 a large number of power plants, it is possible
for PSO to have access to gencration-related information and knowledge that is
not readily available within the PSO organization. . . . {B]ecause AEPSC charges
are spread ovcr a number of operating companies, the cost to cach AEP company
is reduced. This means that it is not necessary for PSO to provide this level of
suppori for its own organization on a stand alone basis, which decreases the
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overall cost to PSO customers while maximizing the bencfit of the knowledge
accumulated from power plants across the country.

(See Kmight Dhrect at pp. 4-5.)

Mr. Knight also explained how the division of responsibility prevents any overlap or
duplication of services between PSO and AEPSC generation employees. (See Knight Direct at p.
Q)

PSO Wiiness Charles Matthews explained how reliable electric service requires an
adequate and well-maintained transmission system that mecets applicable state and tederal
standards and how each of the services provided by AEP Transmission s necessary 1o operate a
large transmission system like PSQYs. (See Matthews Direct at p. 9.)

Witness Paul J. Wielgus for the Office of the Attorney General does not acknowledge all
of the evidence PSO provides in support of the reasonableness of atfiliate costs and relies on the
Services Agreement between PSO and AEPSC asscrting that the transactions are not conducted
on an arm’s length basis and recommending the removal ot $2.9 million of AEPSC. which 1s the
increase since PSO’s last base rate case, Cause No. PUD 201300217, (See Wiclgus Responsive
Testimony at p.5 and p. 9.)

The ALJT credits all of the evidenee that PSO has provided in its pre-tiled and live
testimony. work papers and cxhibits supporting these costs. including Mr. Frantz's explanation
for the increase in costs since the last base rate case provided above. The ALI credits PSO
testimony that AEPSC bills it charpes at cost, to PSO and all AEP opcrating companies whether
regulated or unregulated and derives ne profit. while a third party contract would include some
profit component. (See Irantz Rebuttal at p. 3.) The ALJ credits Mr. I'rantz’s Direct Testimony
which details the internal controls. including properly designed and applied allocation factors,
ensuring the cost of shared services are properly charged and management and operating
company review of charges 1o understand their purposes and variances. The AlJ notes that
while Mr. Wielgus saw no value in operating company review of service company hillings, (See
12/15 Tr. at p. 24, 11. 7-14), he admitted he did not personally know what PSO’s review entatled.
(See 12/15 Tr, at p. 25, 1. 6-11), and the ALJ credits Mr. Frantz's testimony regarding the
meaningfulness of the review allowing management to review the amounts and purposes of the
charges. (See Frantz Direct at p. 12 and Rebuttal at p. 3.) With respect to Mr. Wielgus’s concern
that there is no review ol the amount of usage of affiliate company services. {(See Tr. 12/15 at p.
25,11, 12-14}), the ALJ credits Mr. Frantz’s testimony that:

PSO docs have a say in the amount of Scrvice Corporation charges that they're
receiving each year through the hudgeting process. They are involved in that
process., It's a collaborative effort between the operating companies and the
Service Corporation management. So they are involved in that process and they
also review the monthly Service Corps bills and can ask questions about the
reasonableness of those charges that they are getting. And. you know, if they
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send us questions. we'll resolve those issues. And mavbe, if there 1s even. vou
know. a correction that needs to be made. we would correct that in a subsequent
bill.

(See Frantz Tr. 12/15 at p. Iw-184, 11 3-15)

The ALJT also credits Mr. Frantz's testimony that involvement includes PSQO senior
management including its functional groups. such as transmission and generation. (See Tr. 12/15

atp. bw-187. 1. 3-11))

The ALI agrees with PSO that its system “tuliills the purposes of the affiliate rules by
preventing subsidization of affiliates and protecting ratepayers from unreasonable and unfair
charges.” (See Frantz Rebuttal at p. 4, 11 2-4.)

The ALJ finds. as the Commission historically has. such as in Order No. 564437 in Causc
No. 200800144 at p. 27, that “"PSO provided support for the affilhiate costs paid by PSO and that
no adjustment to these expenses is necessary.”

Capitalized Incentives

PSO disagrees with the adjustment proposed by OIEC witness Mark Garrett to reduce
rate base by $26.104,976 for capitalized incentives. (See Garrett Responsive. p. 15, lines 6-8.)
OIEC was the only party to make an adjustinent to reduce rate base by capitalized incentives,

Mr. Hamlett took issue with Mr. Garrett’s statement tound at page 15 of his Direct
Testimony beginning at line 3 that his adjustment was consistent “with the Commission’s prior
treatment of PSO’s incentive ¢xpense in its prior litigated cases. PUD 200600285 and PUD
2008001447 Mr. Hamlett pointed out that Order No. 564437 issued in Cause No. PUD
200800144 stated “the Commission makes no finding in this Cause that PSO’s incentive
compensation costs arc unreasonable and thercfore declines to adopt the adjustment proposed by
OIEC.” (See Hamlett Rebuttal, p. 39, lines 17-19.) Further, capitalized incentives were not
addresscd in Cause PUD 200600285, (See Hamlett Rebuttal. p. 18-19.) Mr. Hamlett further
pointed out that Mr. Garrett’s total value of $49.426 251 covered the time period of 2000-2014.
Capitalized incentive compensation from the vears 2000 through January 2014, which was the 6-
month post test year date used in the final order. Order No. 639314, issued in Cause No. PUD
201300217, PSO’s last base rale case, have been included in rate base. (See Hamlett Rebutial, p.
39, lines 20-23.)

No party contested that PSO’s total compensation costs, including incentive
compensation, were not reasonable or that the cost of assets werc unreasonable. Mr. Garrett
provides no support that PSO’s total compensation or cost of assets arc unreasonable. The ALJ
recommends that the Commission make the same finding in this Cause as in Cause No. PUD
200800144 that PSO’s incentive compensation costs are not unreasonable. and therefore,
declines to adopt the adjustment proposed by OIEC.
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Annual and Long-Term Incentive Compensation

The ALJ adopts Staff and AG™s recommendation that an adjustment be made to remove
the portion of the Annual Incentive Program costs related to (inancial performance measures. In
many jurisdictions. mcluding Oklahoma. the cost of incentive plans tied to financial performance
measures generally arc excluded for ratemaking purposes. for several reasons. (See Garrett
Responsive Testimeny, pp. 23-33). The evidence in this case established that the Company’s
incentive compensation is funded primarily based on the Company’s financial performance (75%
carnings per share). (See Garrett Responsive Testimony. p. 17).

The ALJ finds that AEP/PSO’s incentive compensation plans are formal. written plans
approved by senior management.  In total. there are four annual incentive plans under which
PSO and ALEPSC employees may be compensated.  These plans are described in the Direct
Testimony and cxhibits of PSO witness Andrew R. Carlin. In this application. PSO secks to
include $8.7 million in rates for annual incentive expensc. [sic] based upon the Company’s
targeted payout incentive expense. according to the Company. (Se¢ Garrett Responsive
Testimony. p. 135).

The Staft and AG witnesses proposed  disallowing  30% of annual incentive
compensation.  OlEC recommended that the Company’s proposed annual incentive costs be
reduced by 75%. which was the funding pereentage identified by Mr. Carlin as tied to financial
performance.

The Staff and AG witnesses argued that the Company’s and AEPSC’s annual incentive
compensation programs benefit ratepayers and sharcholders equally and they should cach share
50% of the costs, OILC concluded that the Company’s requested annual incentive costs are
overwhelmingly weighted towards the Company. and as a result. OIEC recomimended that 75%
of incentive compensation be removed from the cost of service. {(See Garrett Responsive
Testimony. p. 31).

The Staft, AG. and OIEC all recommended that the entirety of PSO’s test yvear long-term
incentive compensation in the amount of $3.782.540 be disallowed. The witnesses testifying f{or
such parties contended that all of the performance measures used in the long-term incentive
program are bascd on achieving financial goals that appear only to bencfit sharcholders, and
should not be paid by ratepayers.

PSO argued that the long-term incentive compensation for scnior employees and the
annual incentive payments should be recovered from ratcpayers because no testimony was
provided to indicate that the requested overall level of compensation is unrcasonabic. PSO
further argued that providing a substantial component of compensation as incentive-based is
normal in business today and considered to be good industry practice.

The ALJ finds that although there is no evidence to conclude PSO’s and AEPSC’s overall
salary levels are excessive, the recommendation of the AG and Staff 1o disallow 50% of PSO’s
and AEPSC’s annual incentive compensation should be adopted. Incentive compensation
benefits bath shareholders and ratepayers equally by encouraging the attainment of goals that
provide good customer service and increase earnings of shareholders.
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With regard to long-term incentive compensation. the ALLT finds that the recommendation
ot the Staffl AG. and OIEC to disallow 100% of long-term incentive compensation is reasonable,
and should be adopted by the Commission. The performance measures that result in the payment
of long-term incentive compensation are financial goals that benefit shareholders.

The result of the above disallowances reduces the recoverable expenses of PSO by
$83.782.540 for long-term incentive expense. which is 100% of the amount requested by PSO.
and $4.569.947 for short term incentive expense. which is 50% of the 48.739.895 requested by
PSO. (See Garrett Responsive Testimony. Ex. MG-2).

Supplemental Executive Retirement Plan (SERP}

The AG and OIEC recommend reductions to reflect the climination of SERP expense
from PSOs cost of service. SERP is AEP’s non-qualified defined benefit retirement plan that
provides benefits that cannot be provided under AEP’s qualified defined benefit plans.
According to PSO, SERP plans and other benelits are part of a market competitive benefits
program for the utibty industry and large employers in general.

The AL {inds that it has consistently disallowed PSO's SERP costs in the past. The
Commission disallowed 100% of PSO’s SERP expense in PSO's 2006 rate case, Cause No. PUD
200600283, and 1in PSO’s 2008 rate case. Cause No. PUD 200800144, the Commission again
disallowed 100% of the Company’s SERP expense.

The ALJ finds that SERP expenses are disallowed in other jurisdictions.  (See Garrett
Responsive Testimony. pp. 43-44). The Commission turther finds that for rate-making purposcs.
utility sharcholders should bear the additional costs associated with supplemental benefits to
compensated cxecutives.  Therefore. the ALJ finds that the SERP expenses in the amount of
$468.192, which is $136,433 of SERP costs at PSO and $311.759 of SERP costs at AEPSC. do
not provide a benefit to PSO ratepayers, and therefore. PSO should be denied recovery of these
costs in accordance with the recommendations of the AG and OIEC. (See Hearing Ex. 62).

IPP System Upgrade Credits

PSO made a reduction to rate base based upon the IPP Transmission Credits of $990,933,
which represent funds deposited with PSO by IPPs to off-set the transmission system upgrades
neeessary to interconnccet the 1PPs with PSO’s transmission system. Since these funds were
supplied by the IPPs, as required by FERC Order 2003. and not supplied by PSO mnvestors. they
arc a reduction to PSO’s rate base. No party opposed PSO’s adjustment. (See Hamlett Direct. p.
33, lnes 17-21)

Vegetation Management Expenscs

PUD made an adjustment to increase both expenscs and revenues for the vegetation
management expense moving from a rider to base rates. As discussed below under the SRR
Rider section, PSO opposes PUD's adjustment. Howcver, PSO stated that PUD’s adjustment
was accurate as to the total impact to customers, but did not provide a true reflection of how
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much base rates would change. When designing base rates, an addition of $21.7 million needs to
be made to the cost-of-service. The mmpact of making this adjustment lor designing rates is to
increase basc rates by $21.7 million while rider revenues will go down $21.7 million. resulting in
no impact on customers. (See Hamlett Rebuttal. p. 63, fines 10-20.)

Neortheastern 4 Non-Fuel O&M Costs

PSO seeks to reduce test year O&M expenses by approximately $2.1 million to account
tor the planned retirement of Northeastern Unit 4 and certain related offsetting adjustments. (See
Norwood Responsive Testimony. pp. 47-49 and Ex. SN-15 to such testimonyy).

The ALJ finds that over the last three years, non-fuel O&M expenses for Northeastern
Units 3 and 4 averaged approximately $26 million per vear. (See LIx. SN-16 to OIEC witness
Norwood’s Responsive Testimony). PSO’s proposed $2.1 million adjustment to O&M cxpenscs
resulting from the retirement of Northeastern Umt 4 is inconsistent with the estimated O&M
savings associated with the retirement of Northeastern Unit 4 in 2016 as testified to by PSO in
Cause No. PUD 201200054. Moreover. the ALJ finds that the workpapers provided by PSO
supporting its proposed O&M adjustment could provide more information to demonstrate the
reasonableness of the proposed adjustment.

The ALJ finds that O&M expenses should be reduced by $4.1 million for the planned
retirement of Northeastern Unit 4. as recommended by OIEC witness Norwood in his Surrchuttal
Testimony.

PSO proposes to increase 1ts revenue requirement by $42.611.538. to reficet the
Company’s new depreciation ratcs from PSO’s deprecation study.  The recommendation of
OILC s recommendations regarding depreciation rates are sct forth in the Responsive Testimony
ol Mr. Jacob Pous. who recommends a reduction in depreciation rates when applied to July 31.
2015, plant balances of $22.482.509.

While OIEC witness Pous did not address distribution plant depreciation rates, Staf(
witness David . Garrett recommended an adjustment of $6.7 million to reduce the Company’s
proposed depreciation expense as it relates to distribution plant and an additional $461.000 to
reduce the Company’s proposed depreciation expense as it relates to general plant.

The ALJ finds that the differcnees in PSO’s and Staff’s proposcd rates arise primarily
from the following Key issues: (1) premature retirement of Northeast Units 3 and 4 and related
acceleration of capital recovery: (2) service life estimates for mass accounts, (3) net salvage
cstimates for mass properly accounts, and (4) terminal net salvage estimates for life span
accounts, The ALJ finds that in balancing the public interest between shareholders and
customers. the capital recovery date for Northeast Units 3 and 4 should remain at 2040 for
analytical purposes. PSO is planning on retirtng Northeast Units 3 and 4 in 2026 and 2016
respectively, and the Depreciation Study reflects the recovery of Northeast Units 3 and 4
utilizing the retirement date of 2026. Howevecr, the existing probable retirement date adopted by
the Commission [or Northeast Units 3 and 4 was 2040, which represents the Units’ actual,
economic uscful life. PSO is prematurely retiring these Units before the end of their useful lives,
which accelerates capital recovery and increases the rate impact to customers by about §$12

million. In order to balancc the public interest in an equitable manner based on the current
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situation. the Company should not be allowed to accelerate the recovery of its capial
mvestments in Northeast Units 3 and 4.

The net cttect of Staft™s adjustment to mass property accounts is a decreasc ol about $14
million to the annual accrual. The net eftect of Staff s adjustment to mass property accounts is a
decrease ot about $10 million to the annual accrual. (See David J. Garrett Testimony Summary
filed October 14. 2015, p. 5 adjusted by updated results for two distribution accounts. Exhibit
DG-D14). The difference in PSO’s and Staft™s terminal net salvage rates arise primarily {rom
two factors related to the estimated decommissioning costs: (1) removal of the escalation factor.
and (2) removal of the contingency factor. PSO applied a 2.5% cscalation factor to the estimated
demolition costs. which adds about $77 million to the total capital recovery costs,

The ALJ adopts Staft witness Garrett’s recommendation that the Commission should
deny the proposcd escalation of demolition costs in this case because (1) the escalated costs do
not appear to be calculated 10 the same manner as other calculations: (2) the Company did not
offer any testimony in supportl of the escalation factor: {3) an escalation factor that does not
consider any improvements in technology or cconomic efficiencices likely overstates future costs;
(4) 1t 1s inappropriate to apply an cscalation tactor to demolition costs that are likely overstated:
(5) asking ratepavers to pay tor future costs that may not occur. are not known and mecasurable
changes within the meaning of 17 O.S. § 284 and (6} the Commission has not approved
escalated demolition costs in previous cases. In its demolition cost study. S&I1. applied a 15%
contingency factor to its cost estimates, and a negative 15% contingency factor to its scrap metal
value estimates. The Company provides little justification for this contingency lactor other than
the plants might experience uncertainties and unplanned occurrences.  This reasoning fails to
consider the fact that certain occurrences could reduce estimated costs. Also. it 1s likely that
S&I. has overestimated the demolition cost.

The Company retained Mr. Spanos of Gannett Fleming to develop a depreciation study
based on plant as of Decemher 31, 2014 (*2014 Study™). The 2014 Study reflects an annual
depreciation accrual of $139.877.572 or a $40,0601.823 increasc bascd on plant as of December
31. 2014, The ALIJ finds that a 50% increase in depreciation expense duce to a change in rates,
not plant, should be considered extreme. Moreover. requested changes of this magnitude must
he well explained. justified and supported. The ALJ finds that the requested increase lacks
adequate explanation. and is not justified or supported.

The ALJ finds that the Company should provide a complete, detailed and fully
documented depreciation study in support of its various life and net salvage parameters, hy
account. in its next rate case. The ALJ recognizes that the Company provided a large quantity of
depreciation related material in this case. The critical items of information. assumptions. and
supporting documents that identify how and why specific parameters were proposed should be
submitted in a greater manner next rate case.

The ALJ further finds as follows:
* Northeastern Units 3 & 4 Lifc Span ~ The Company proposes a 2026 capital recovery

datc for the investment in Northeastern Units 3 & 4. The prepoesed 2026 date does
not correspond to the retirement date set for Unit 4. as well it should not. Given the
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underlying basis tor the change n expected life spans for the units. the more
appropriate capital rccovery date should be 2040, Recognition of a 2040 capital
recovery date tor Units 3 and 4. along with corresponding retirement date related
1mpacts on interim retirements and net salvage. result in an approximate $10 million

reduction in annuai depreciation expense bascd on plant as of December 31, 2014.

Production Plant Net Salvage — The Company proposes various ncgative net salvage
values for its steam and other production generating facilitics. These values are based
in part on studies presented by Mr. Meehan of Sargent & Lundy, LLC ("S&L.7). The
S&1. studies are updates of prior estimates for future demolition of the Company’s
penerating units dating back to 2008. The results of the S&L studies were then
expanded by Mr. Spanos for as many as 44 years into the [uture without discounting
such valucs back to the present. and the estimated impact of interim net salvage was
applied. Bascd on the climination of contingencies and the escalation of estimated
costs in to the future without discounting cost back to a net percent value, and a
reduction in the level of estimated interim net salvage. depreciation expensc is
reduced by approximately S6 million based on plant as of December 31, 2014,

Interim Retirements ~ The Company proposes a new method of calculating interim
retirements for its plant. The Company’s new method results in a significant increase
in estimated interim retirements compared to the method and results that it proposed
and the Commission approved in prior depreciation studies and rate cases. Since
higher levels of estimated interim retirements results in a shorter remaining life. and
thus higher depreciation expense. the Company’s new methodology  artificially
increases depreciation cxpense.  There are several problems associated with the
Company’s proposed new method.  Relying on the Company’s long established
interim retirement methodology. as well as interim retirement ratios previously
adopted by the Commission for the Company. results in an approximate $100.000
{sic] reduction i annual depreciation expense for plant as of December 31, 2014,

Production Plant Interim Net Salvage — The Company proposes exeessive negative
net salvage levels for the higher level of interim retirements that it projects.
Adiusting only the Company’s proposed steam plant interim net salvage level to a
more appropriate level results i1 a reduction in annual depreciation expense of
$1.275.753 based on plant as of December 31. 2012,

Mass Propenty Life Analysis - The Company relies on an actuarial analysis approach
for estimating average service life ("ASL™) and corresponding mortality dispersion
pattern for mass property accounts. The Company’s interpretation of the actuanal
results arc inappropriate and lead to artificially short ASLs for numerous accounts.
Relyving on more appropriate interpretation of actuarial results and information
relating to life related improvements in operation and maintenance of the system. the
ALJ adopts the transmission plant life recommendations of OIEC witness My, Pous
and the distribution and general plant life recommendations of Staff witness Mr.
Garrett.
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e Mass Property Net Salvage - The Company’s proposals for several mass property
accounts result in excessive levels of negative net salvage. The Company’s proposals
fail to take into account specific impacts retlected in historical data that are not
indicative of future net salvage expectations. Relying on more appropriate
interpretations and analyses. the ALJ adopts the transmission and gencral plant net
salvage recommendations of OIEC witness Mr. Pous and the distribution plant net
salvage recommendations of Staft witness Mr. Garrett.

o Combined [inpact — The combined impact of the various adjustments noted above arc
not simply the summation of each individual standalone adjustment.  Certain
adjustments are¢ interactive. The combined impact of the various above noted issues
results in a $30.576.729 reduction in annual depreciation expensc based on plant as of
December 31. 2014, as set lorth on the applicable portions of Exhibit JP-1 and
Exhibit DG-D-1 through DG-D-4 and DG-G-14.

Recovery of Northeastern Unit 4 Plant Costs

PSO proposed 1o retire the 460 MW Northeastern Unit 4 coal plant in the middle of its
uscful lite. but plans to continue to include both a “return on™ and a “return of”" the plant costs in
rates. The Company plans to accelerate the “recovery of ™ the plant costs over a 10-year period
rather than the 25-year period now in place. There are three cost recovery issues associated with
this plant ¢losure:

l. PS(’s plan to continue to include the un-depreciated halance of this plant in rate
base. enahling the Company to continue to earn a full profit “return on” the
abandoned plant for its shareholders:

2. PSO’s plan to continue to depreciate the balance ol this plant into rates so that
shareholders will receive a full “return of ™ the abandoned plant costs; and
3. PSO’s plan to shorten the depreciation recovery term to a 10-year period.

The ALJ finds that the net un-depreciated plant balance for Northeastern Units 4 at July
31, 2015, was $79.2 mullion. {See Garrett Responsive Testimony. p. 48. PSO Response to OIEC
5-25}. The annual ratc basc “rcturn on™ this amount would be approximately $7.4 miilion. A
10-year accelerated depreciation of the Unit 3 and Unit 4 assels results in additional annual
depreciation expense of about $13 million.

-

The ALJ finds that while Unit 4 was actually in service during the test year and during
the six-month period after test year cnd, Unit 4 will be taken out of service in April 2016 to
coincide with the in-service dates of the $221 million of new plant investments at Northeastern 3
and other gas plants to meet PSO’s proposed ECP. PSO is seeking rccovery of its ECP
investment either through extending the rate base in this case out to April 2016 or through rider
treatment for these costs starting in April 2016. Under either approach, the stranded
Northeastern Unit 4 costs should be deducted Irom the ratc base that includes these new ECP
assets that replace Unit 4 under any scenario, whether (1} the rate base in this case is extended to
April 2016, (2) a rider s cstablished in April 2016, or (3) the assets are included in the rate base
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of a subsequent rate case the Company files after the assets go into service. in the event both of
the scenanos (1) and (2) proposed by PSO are rejected by the Commission. The point is. when
the new ECP asscts go into serviee, Unit 4 will be taken out of service and at that point Unit 4
should be taken out of rate base and a return on the remaining balance should no longer be
included in rates. More precisely, when the new ECP assets are included in rates. Unit 4 should
be taken out of rates, or at least the return on the investment in Unit 4 should be taken out of
rates.

The AlJ finds that PSO may not include in rate base the costs of the Northeastern No. 4
Unit. PSO 1s not entitled to a return of and return on such costs. Assets that are used and useful
for providing service to the public may be included in rate base. See Twurpen v. Okluhoma
Corporation Conmmission, 1988 OK 126. 769 P.2d 1309, 116 n. 7. Seurhwestern Public Service
Co. v State. 1981 OK 136, 637 P.2d 92, 97, After the Northeastern Unit No. 4 1s retired. it will
not be providing service to the public and will no longer be used or useful.

The ALT adopts the recommendation of O1EC witness Garrelt that the return on Unit 4 be
suspended when the assets are no longer uyed and useful tor providing service. The Commission
finds that the return on the Unit 4 balance should end when the return on the new ECP assets
begins. whether the return on the new ECP assets begins through (1) extending the rate base in
this case out to April 2016, (2) unplementing a rider to begin in April 2016 or (3) filing a
subsequent rate case afler the assets go into service. 1nder each of these scenarios. the rate base
used to calculate the revenue requirement for the new LECP assets should be reduced by the
remaining balance of the Unit 4 assets. This treatment would eliminate the refirn on the assets
no longer used and usetul for utility service but would allow the continued return of those assets
through depreciation recoveries.  The impact of this adjustment is $7.429.335, as shown at
Exhibit MG 2.8.

Revenue Normalization

Witness tor the DOD and AG both recommended adjustiments to increase PSO’s test year
adjusted base rate revenues to retlect updated customer accounts as of July 31, 2015, the 6-
month post-test year period. (See Farrar Responsive. p. 7. lines 3-20; See Morgan Responsive. p.
13, lines 9-23))

Mr. Morgan rccognized that his approach was not as precise as the approached used by
PSO. (See Morgan Responsive, p. 13, line 23.} Both the AG and DOD adjusted base rate
revenues to reflect updated customer accounts as of July 31, 2013,

PSO did not agrece with ihese adjustments because PSQO’s test-year adjusted and
annualized base rate revenues were the result of a comprehensive analysis reflecting the test-year
ending level of customers, weather adjustments, rate changes, and other speciflic customer billing
adjustments.  (See Aaron Rebuttal, p. 15. lines 2-4.) PSO cited Order No. 564437, issucd in
Cause No. PUD 200800144, where at pages 3 and 4, the Commission stated that “adjustments to
expenses and revenucs, which fluctuate based upon the number of customers, the weather, the
time of year, etc. should be closely reviewed to make certain that normalization methodology
capturcs the best possible estimate of future expenses and revenues. The Commission tinds that
simply “updating” expenses and revenues to the 6-month post-test year period, without an
analysis regarding the reasons for the change since test-vear end. has the potential for creating a
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new test vear that has incomplete and/or mismaiched information within it.” {Se¢ Aaron
Rebuttal. p. 13, lines 7-14.)

The ALJ recommends the Commission not adopt the adjustments by DOD and AG as a
proper adjustment to annualize the revenues that occurred in the 6-month post-test year period
would consider the weather adjustments. rate changes. and other specific customer billing
adjustments and not only one compounent. the number of customers, as was done by DOD and the
AG.

SPP 1M Revenues

OIEC witness Norwood recommended that PSO’s FCA Rider be modified to cxclude the
net revenues or costs for SPPIM services (which included regulation, spinning reserves and
supplemental reserves services) from the amount that would be included in off-system salcs
(OSS) margin sharing under the FCA Rider. (See Norwood 10/3/15 Responsive., p. 10, lines 8-
9.) No other party to the procceding made a rccommendation regarding changes to OSS
margins.

PSO witness Hakimi testified that any net revenues from the sale of ancillary services is
booked in FERC account 447, which is the same account used for booking net revenue from
cnergy sales. and (s therefore consistent with PSO’s FCA Rider. {See Hakimi Rebuttal. p. 8.
lines 4-6.} Mr. Hakimi further testified that Mr. Norwood's recommendation to remove accounts
4470326, 4470328, 4470330, and 4470332 are not ancillary service sales accounts.  The
revenues and charges in those accounts reflect other revenue {sic] or costs incurred in making
cnergy sales in the market. Mr. Norwood did not provide any rationale to explain why those
accounts should be excluded. (See [lakimi Rebuttal, p. 8. lines 12-17.) Without these accounts,
the margin from energy sales would be incomplete and not reflect the actual margins when all
the variable components of such sales are included. (See IHakimi Rebuttal. p. 8. lines 18-10.)

Mr. lakimi testificd that AEPSC. on behalt of PSO. optimizes the value of PSO’s
gencration by participating in both the SPP IM Pinergy markets and the operating reserve
markets. The optimization strategy extended beyond PSO’s participation in the SPP IM day-
ahcad and real-time markets. (See Hakimi Rebuttal, p. 5, lines 14-17.) Mr. Hakimi's testimony
described ways in which PSO provided additional value to its customers by using an extended
look-ahead to form its day-ahcad offers. For example, during a low demand period, such as
often oceurs over weekends. the variable cost of a unit may exceed the cost of the marginal unit
SPP’s security constrained economic dispatch model identifies in relation to the Day-Head
market over a longer period of time, this unit would not be selected to run and would instead be
shut down. However, as one extends the frame under which the unit’s economics in relation to
the market are evaluated, then the decision to run or shut down the unit over thc weckend
becomes much more complex. To properly evaluate the unit economics requires information
such as unit shut down and start-up cost, forecasted demand, not just for the next day, but for
many days in the future, forecast in clearing prices, potential performance issues for other units
within PSO’s portfolio, and estimates of bilateral and over-the-counter energy purchase and sale
opportunities over the same time frame. This process occurs outside the SPP IM responsibilities
of PSO. and relies on the combined expertise and coordination of many groups within the
AEPSC for its success. (See Hakimi Rebuttal, p. 6. lines 19 p. 7 line 9.)
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Mr. Hakimi's testimony demonstrated that the sale of anciliary services is an integral part
ol PSO’s optimization strategy in the market.

Mr. Hakimu further testified that. it Mr. Norwood's recommendation was adopted. it
would result in artificial separation. [sic} could provide cutcomes where the Company shares in
the losses tor the an |sic] energy account part of the OSS transaction. but would not reccive a
share of the positive revenue from other parts ol the transaction recorded in the accounts that Mr.
Norwood recommends for exclusion from OS8S margin sharing. (See Hakimi Rebuttal, p. 9. lines
5-11.)

The AL finds that OSS cnergy margins and operating reserve revenucs are closely

rclated and arc part of the same optimization process that looks at the combined revenues of

these services inthe SPP IM, The ALJ agrees with PSO that OtEC’s proposal to remove the net
ancillarv services and certain other energy sales related revenues from the caleulation of O8S
margins would result in a distorted caleulation of OSS margins. Therefore. the ALJ recommends
that the Commisston not adopt OIECs proposed changes to the calculation of (3SS margins in
PSO’s FAC.

Revenue Requirement

The above findings and recommendations cannot be given effect by revisions to the
Company’s initial case until each adjustment recommended above 1s included as an input to
PSO’s cost of service model. This is a necessary step in order to calculate an accurate revenue
requirement and then to proceed to the task of rate design. Accordingly. the AlJ recommends
that within five (3) business days after the date of the ALJ Report PSO should provide to the ALJ
and cach party a revised cost of service that incorporates cach of the adjustments and
recommendations set cut above,

Respectfully Submitied. this 31™ day of May, 2016.

Jacqueline T. Miller
Administrative Law Judge
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