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GRANT COUNTY PUD 10.08.21

In anticipation of interest in solar delevopers seeking to interconnect to Grant County Public Utility
District’s (“Grant PUD”) transmission system, the utility has requested that GDS Associates, Inc. (“GDS”)
assist in development of a transmission point-to-point (“P2P”) rate that can be shared with potential
developers and charged if an interconnection goes forward. Although Grant PUD does not have a formal
Open Access Transmission Tariff (“OATT”), they do have network transmission customers and have an
established Transmission Cost of Service (“TCOS”) model for network service rates. Therefore, GDS was
able to leverage the most recently approved TCOS to develop an appropriate P2P rate.

The current TCOS was approved by the Grant PUD Commission in Fall 2020. The model uses methods
considered the standard in the industry for calculating the revenue requirements for wholesale
transmission service and ratemaking principles that been approved by the Federal Energy Regulatory
Commission (“FERC”). Even though Grant PUD is not regulated by the FERC, their objective in developing
the TCOS was to have a model that could receive FERC approval. The model is based on a 2018 test year.

The wholesale transmission service revenue requirement is composed of operations and maintenance
expenses, depreciation expense, a return on rate base, and a discount for revenue credits. The TCOS
utilizes Grant PUD financial data for the fiscal year ending 2018. As part of the development of the TCOS,
a significant amount of effort was put into reviewing the underlying accounting information that is
summarized in Grant PUD’s general ledger. Therefore, review of the model will show certain adjustments
to booked general ledger values in an attempt to more fairly assign costs and investment to the wholesale
transmission function.

OPERATIONS AND MAINTENANCE EXPENSES

Transmission operating and maintenance expenses are booked in FERC Accounts 560 through 574. For
the TCOS, all these costs were directly assigned to the transmission revenue requirements except for
Account 565, which is “Transmission of Electricity by Others”. In 2018, total transmission operations and
maintenance expenses were $6,679,185%, of which $581,439% was booked in Account 565 and removed
from the TCOS as these costs are not related to the provision of wholesale transmission service. Therefore,
operations and maintenance applicable to wholesale transmission was $6,097,746.

The TCOS also allocates a portion of administrative and general expenses to the transmission function. Of
$31,614,708 in total administrative and general expenses in 2018, $4,588,297 were allocated to the

1 TCOS, Exhibit IV, Line 30, Column (c)
2TCOS, Exhibit IV, Line 20, Column (c)
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transmission function. The administrative and general expenses in all accounts except Account 924,
Property Insurance, was allocated based on wages and salaries. Property Insurances was allocated based
on net plant in service3. The proposed allocation of these expenses are consistent with FERC’s ratemaking
guidelines.

As shown in Table 1, operating and maintenance expenses including allocated administrative and general
costs equaled $10,686,043 for wholesale transmission.

TABLE 1: TRANSMISSION OPERATING AND MAINTENANCE EXPENSES

Transmission
Item

Total Cost Allocation Allocator Cost
Transmission O&M Net of 565 $6,097,746 Direct Assign 100.0% $6,097,746
A&G Excluding Acct 924 $30,538,164 Wage & Salary 14.8% $4,520,798
Acct 924 — Property Insurance $1,076,544 Net Plant in Service 6.3% $67,499
Total $51,273,676 $10,686,043

2.2 DEPRECIATION EXPENSE

Depreciation expense includes $4,379,064 in directly assigned transmission plant depreciation plus an
allocation of general plant and intangible plant depreciation. General plant-related depreciation expense
is allocated to the transmission function based on wages and salaries. The transmission function was
allocated $3,056,055 of the total intangible plant balance of $198,567,970.* The current rate of
amortization of that asset is 4.46%, therefore 4.46% of the transmission share of intangible plant is
included in revenue requirements for depreciation expense. Table 2 below provides a summary of
depreciation expenses that are included in the TCOS.

TABLE 2: TRANSMISSION DEPRECIATION EXPENSE
Transmission

e Total Cost Allocation Allocator Cost
Transmission Plant $4,379,064 Direct Assign 100.0% $4,379,064
General Plant $5,311,836 Wage & Salary 14.8% $786,350
Intangible Plant $8,849,329  4.46% of Alloc Plant 1.5% $136,300
Distribution Plant $19,942,592 None 0.0% SO
Total $38,428,811 $5,301,714

3 Net plant in service is the booked cost of plant in service less accumulated depreciation.
4 See TCOS, Exhibit V, Lines 1-10 for further details on this allocation
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2.3 RETURN ON RATE BASE

A return on rate base is designed to include revenue recovery of the cost to capitalize investment in plant
and to generate working capital. The return is computed by multiplying transmission rate base by a rate
of return. Transmission rate base includes net plant in service plus working capital. Working capital
includes materials and supplies, prepayments, and cash working capital (cash necessary to cover a short
duration of operating expenses and account for the lag between incurrence of expenses versus recovery
through rates).

For the transmission system, net plant in service totaled $116,708,213 and working capital totaled
$4,009,072 for a total rate base of $120,717,285°.

The return is based on a weighted average cost of capital that includes both the cost of debt and cost of
equity associated with raising capital for Grant PUD. Although Grant PUD is a public utility with no
shareholders, including a return on equity portion in the cost of capital is appropriate, as the utility still
capitalizes investment in plant through a combination of debt and cash generated from margins, which is
reflected as equity on the utility’s balance sheet. For the most recently approved transmission cost of
service, Grant PUD’s Commission approved a weighted average cost of capital of 4.9%, consisting of a cost
of debt of 3.5% and a cost of equity of 7.0%.

TABLE 3: RATE OF RETURN

Capitalization Cost of Capital Weighted Average
Ratio Cost of Capital
Long Term Debt 60.0% 3.5% 2.1%
Proprietary Capital 40.0% 7.0% 2.8%
Weighted Average Cost of Capital 100.0% 4.9%

Applying the 4.9% rate of return to $120 million in rate base results in a return of $5,915,147.

2.4, DISCOUNT FOR REVENUE CREDITS

Grant PUD receives wheeling revenue from several other utilities and these revenues are credited to the
wholesale transmission revenue requirements. In 2018, revenue credits total $414,996 and included
revenues from Puget Sound Energy (5165,252), Vantage Energy (5142,608), Seattle City Light ($53,568),
and Tacoma Power ($53,568).

5 See TCOS, Exhibit VII for further details on development of the rate base.
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2.5 TOTAL REVENUE REQUIREMENT

Given each of the cost elements described above, the total wholesale transmission revenue requirements
based on 2018 data is $21,487,908.

TABLE 4: TRANSMISSION REVENUE REQUIREMENTS

Item Transmission Cost

O&M Expense $10,686,043
Depreciation $5,301,714
Return on Rate Base $5,915,147
Revenue Credits (5414,996)
Total Cost to Serve $21,487,908

prepared by GDS ASSOCIATES INC 5



GRANT COUNTY PUD 10.08.21

A network service charge, such as the transmission rate already charged by Grant PUD, is designed to
allow use of the transmission system to serve load. A P2P rate likewise makes use of the transmission
system but is intended for 3™ party sales or wheeling of power across the transmission system. In a P2P
rate, an exact point of receipt and point of delivery is identified. For example, if a developer wished to
build a solar power plant that would interconnect to the Grant PUD transmission system so that the power
generated by the system could be sold to a third party, then the P2P would be the appropriate rate
applied.

Grant PUD’s transmission facilities that provide for firm point-to-point and network transmission services
are the same. Therefore, regardless of the type of transmission service offered, there is no distinction in
the corresponding costs of the transmission facilities that are used to compute the transmission revenue
requirement. Consequently, the rate divisor that is used to compute the corresponding firm point-to-point
and network rates (e.g., $/kW-mo.) includes both network and firm point-to-point transmission loads.
This rate making approach has been approved and widely accepted by FERC.

The wholesale transmission revenue requirements computed in the TCOS, and approved by the Grant
PUD Commission, provides the basis for computing a P2P rate. In order to compute a P2P rate, the
transmission revenue requirements is divided by the average annual billing demand. During 2018, the
Grant PUD billing demands ranged from 659.9 MW to 874.7 MW. Grant PUD’s average system billing
demand in 2018 is 742.5 MW?®. Use of the 12-month average is consistent with methods approved by
FERC.

The P2P rate is then derived by dividing revenue requirements by the average monthly billing demands of

742.5 MW and expressed on monthly, daily, and hourly bases. The rates are also grossed up by 3.984% to
adjust for taxes’. The resultant P2P rate produced by the TCOS is $2.51 per kW-month.

TABLE 5: POINT-TO-POINT RATE

Total Revenue Requirement $21,487,908
Billing Demand Divisor 742.5 MW
Monthly Rate Before Tax $2.41 S/kW-month
Tax Adjustment 3.984%
Monthly P2P Rate $2.51 S/kW-month

6 Details on development of the billing units can be found in the TCOS, Exhibit XII.
7 The details supporting the computation of this tax rate can be found in the TCOS, Exhibit IX.
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The methods used by GDS to compute the TCOS and the recommended point-to-point rate have been
used by transmission service providers for several decades and are industry-standard approaches. The
methods are employed by regulated and unregulated utilities throughout the United States, including in
the western region and have been approved in many cases before FERC.

In the Appendix to this report, GDS has provided case information from three FERC orders that approved
the methodology for utilities to use in developing their P2P rates. These same methodologies have been
employed by Grant PUD and GDS do compute the P2P rates. The three FERC orders are for Entergy (1998),
American Electric Power (1999), and Consumer’s Energy (1999).
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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

OPINION NO. 430

Docket Nos. ER95-112-000
ER95-112-002
ER95-112-007
ER96-586-000
ER96-586-002
ER95-1001-001

Entergy Services, Inc.
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Entergy Services, Inc. and ) Docket Nos. EL95-17-000
Entergy Power, Inc. ) EL95-17-002
Entergy Power Marketing Corp. ) Docket No. ER95-1615-002
Entergy Services, Inc. ) Docket No. ERS86-2709-001

OPINION AND ORDER ON INITIAL DECISION
AND ON REHEARING AND APPROVING SETTLEMENT

Issued: dctober 30, 1998
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Entergy Servicesg, Inc. ) Docket Nos. ER95-112-000
) ER95-112-002
) ER95-112-007
) ~ T ER96-586-000
) ER96-586-002
) ER95-1001-001

Entergy Services, Inc. and ) Docket Nos. ELS5-17-000
Entergy Power, Inc. ) EL95-17-002
Entergy Power Marketing Corp. )} Docket No. ER95-1615-002
Entergy Services, Inc. ) Docket No. ER96-2705-001

OPINION NO. 430
APPEARANCES

Floyd L. Norton, IV, Bruce L. Richardson, Thomas J.
Conaghan, Michael G. Thompson, and Kimberly H. Despeaux on behalf
of Entergy Services, Inc.

fames D Pembroke and Thomas L. Rudebusch on behalf of Cajun
Electric Power Cooperative

... Zachary D. Wilson on behalf of The City of Benton, Conway
Corporation, The City of North Little Rock, The City of Prescott,
The Farmers Electric Cooperative Corporation, and West Memphis
Arkansas Utilities Commission

Frederick H, Ritts, A. Hewitt Rose, and
on behalf of Sam Rayburn G&T Electric Cooperative, and Northeast
Texas Electric Cooperative

] id, Bonnie S, Blair, and Lisa G. Dowden on

behalf of Mun

icipal Electric Association of Missgissippi and
Lafayette Utilities System

! and Q. Julia Weller on behalf of
Occidental Chemical Corporation

- - —waloh-J. Gillis -and Edward T, Angley on behalf of The Sam
Rayburn Municipal Power Agency

Robert Weinberg, Michael R, Postar, and James N. Compton on
behalf of South Mississippi Electric Power Association
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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Before Commissioners: James J. Hoecker, Chairman;
Vicky A. Bailey, Linda Breathitt,
and Curt Hébert, Jr.

Entergy Services, Inc. ) Docket Nos. ER95-112-000
) ER95-112-002
) U “ER95-112-007
) ER96-586-000
)
)

ER96-586-002
ER95-1001-001

Entergy Services, Inc. and ) Docket Nos. EL95-17-000
Entergy Power, Inc. } EL95-17-002
Entergy Power Marketing Corp. ) Docket No. ER95-1615-002
Entergy Services, Inc. ) Docket No. ER96-2709-001

OPINION NO. 430

OPINION AND ORDER ON INITIAL DECISION
AND ON REHEARING AND APPROVING SETTLEMENT

(Issued October 30, 1998)

In this opinion and order, the Commission addresses requests
for rehearing and for clarification filed by numerous parties
regarding two Commission orders in the above-referenced dockets.
1/ The Commission will also address the rehearing request of
Entergy Services, Inc. (Entergy)} filed in Docket No. ER96-2709-
001. In addition, this case is before the Commission on
exceptions to an Initial Decision issued on May 21, 1996. 2/ As
discussed below, we will reverse in part and affirm in part the
Initial Decision. Lastly, two partial settlements were filed on
September 1, 1995 and on January 18, 1996, respectively. Both
were certified as uncontested partial settlements by the
Presiding Judge. 3/ The issuance of this opinion and order
renders one of the settlements moot, and we will approve the
other partial settlement, as discussed below.

1/ Entergy Services, Inc., 70 FERC { 61,006 (1995), and Entergy
Services, Inc., 74 FERC { 61,137 (1996).

2/ Enterqgy Services, Inc., 75 FERC { 63,015 (1996).

3/ 73 FERC Y 63,005 (1995) and 74 FERC { 63,013 (199s6}.
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~I.... Backaround

A detailed history of these proceedings is provided in the
Initial Decision. 4/ 1In brief, these proceedings involve pre-
Order No. 888 open access transmission tariffs filed under
section 205 of the Federal Power Act 5/ by Entergy on behalf of

~certain of its publicutility affiliates. &/ The tariff filings
at issue are the outgrowth of a prior Entergy pre-Order No. 888
open access transmission tariff filing 1n Docket No. ER91- -569-000
and a court remand order in
Inc, v, FERC, 28 F.3d 173 (D.C. Cir. 1994) {(Cajun). 17/

A. January 6 Order

On October 31, 1994, Entergy, as agent for its affiliated
Operating Companies, filed transmigsgion tariffs in Docket No.
ER95-112-000 (First Revised Tariffs). The First Revised Tariffs
replaced and supplemented Entergy's initial tariff filing in
Docket No. ER91-569-000 by incorporating changes in response to
the Cajun remand order. These changes included the elimination
of the stranded cost recovery provigions of the earlier tariffs.

On January 6, 1995, we accepted Entergy's First Reviged
~—— - -Tariffe-for -filting,—8/suspended-them-subject to refund, and set

4/ 75 FERC at 65,044-49 (1996).
s/ 16 U.S.C. § 8244 (1994).

&6/ At the time the Initial Decision was issued, these public
utility affiliates were called: Arkansas Power & Light
Company, Gulf States Utilities Company, Louigiana Power &
Light Company, Mississippi Power & Light Company, and New
Orleans Public Service, Inc. (Operating Companies).

1/ On July 12, 1994, the court remanded the case to the
Commission for further proceedings. Cajun, 28 F.3d4 173.
The court held that the Commission had erred in approving
Entergy's transmission tariffs in Docket No. ER91-569-000
without first conducting a hearing on disputed issues of
material fact concerning the impact of the transmission
tariffs on Entergy's market power. Id, at 180. The court
also expressed coricern about the proposed recovery of
stranded investment costs from customers, a point-to-point
service limitation, and several other tariff provisions.
See id.

8/ Entergy's Network Integration Service Transmission Tariff
was made effective January 1, 1995. Entergy's Point-to-
Point Transmission Service Tarlff was made effective

- A

. 2
\L.OLLL.J. 1ueQ. . . )
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them for hearing to, inter alia, develop a factual record and to
make factual findings on whether the First Revised Tariffs were
consistent with the comparability standard established in
american Electric Power Service Corporation, 67 FERC { 61,168 at
61,102 (1994). 9/

The January 6 order noted that by eliminating the stranded
cost provision and the point-to-point gervice limitation, the

First Revised Tariffs addressed two of the primary concerns of
the Cajun remand order. 10/ The Commission stated that
intervenors may pursue other concerns raised in Cajun at hearing.
11/ We concluded that "the procedures adopted in this order, in
conjunction with our generic gtranded cost proceeding, will
provide the means for fully addressing the Cajum court's remand.”

12/
B. February 14 Order

In the wake of the Commigsion's issuance of its open access
transmission notice of proposed rulemaking, 13/ Enterqgy filed
revised network and point-to-point transmission tariffs in Docket
No. ER96-586-000 (Second Revised Tariffs). Entergy gtated that
the Second Revised Tariffs were intended to eliminate the
differences between the First Revised Tariffs and the proposed
open access transmission tariffs contained in the Open Access
NOPR. The Second Revised Tariffs did not contain new proposed
rates for transmission service, but rather adopted the rates
already under investigation in Docket No. ER95-112-000. Entergy
requested that the Second Revised Tariffs be made effective
December 13, 1995, the date of the filing, and the rates be made
gubject to the outcome of Docket No. ER95-112-000. A companion

8/ (...continued)
January 9, 1995.

9/ Entergy Services, Inc., 70 FERC | 61,006 (1995) (January'e
order) .

10/ 70 FERC at 61,008, 61,013.
11/ Id. at 61,013-014.
12/ I1Id. at 61,014.

13/ Promoting Wholesale Competition Through Open Access Non-
Discriminatory Transmission Services by Public Utilities;
Recovery of Stranded Costs Dby Public Utilities and
Transmitting Utilities, Notice of Proposed Rulemaking and
Supplemental Notice of Proposed Rulemaking, 60 Fed. Reg.

-~ 17 662 (1995), FERC Statutes and Regulations { 32,514
(1995) (Open Access NOPR).
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filing in Docket No. ER95-1615-000 by Entergy Power Marketing
- —--- {(Entergy Marketing) -sought authorization to-sell power at market-
baged rates.

On February 14, 1996, we accepted the Second Revised Tariffs
for filing, suspended them, subject to refund, and consolidated
Docket No. ER96-586-000 with ER95-112-000 for the purposes of
hearing and decision. 14/ 1In the February 14 order, we found
that the non-rate terms and conditions of the Second Revised
Tariffs were consistent with the Open Access NOPR tariffs and
served to mitigate Entergy's transmission market power. We also
approved Entergy Marketing's application for market-based rates.

Following the issuance of the February 14 order, a hearing
was held in the consolidated proceeding, principally addressing
certain issues involving the rates initially proposed in the
First Revised Tariffs, as modified by a later settlement. (Prior
to the hearing, the parties filed two partial settlements, which
limited the scope of the hearing.) The Initial Decision was
issued on May 21, 1996.

II. Requests for Rehearing
A. January 6 Order

The following parties filed for rehearing and/or
clarification of the January 6 order: the South Mississippi
Electric Power Association (SMEPA); Cajun Electric Power
Cooperative, Inc. (Cajun) 15/ ; the Electricity Consumers
Regource Council, et al. {(ELCON); the Arkangas Public Service
Commission (Arkansas Commission} and Louisiana Public Service
Commigsion (Louisiana Commission); Occidental Chemical
Corporation (OCC); Electric Clearinghouse, Inc. (ECI); and NorAm
Energy Services, Inc. (NorAm).

1. Reci {tv Provisi

SMEPA, ECI, and NorAm request rehearing regarding the First
Revised Tariffs' reciprocity provisions. SMEPA argues that
igsues concerning the reciprocity provisions should have been set

14/ Entergy Services, Inc., 74 FERC { 61,137 (1996) (February 14
order) .

15/ Cajun filed a motion on December 23, 1997, requesting that
it be dismissed from these proceedings, among others. This
motion was granted by letter order dated February 11, 1998.
Therefore, we have not considered and will not address
Cajun's briefs and pleadings herein.
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for hearing. 16/ ECI and NorAm argue that the January 6 order
should have rejected the proposed reciprocity provisions because
the provisions require entities such as electric marketers that
do not own transmission facilities to provide a transmission-
facility-owning proxy to provide reciprocal service.

We find that the parties' requests for rehearing as to the
reciprocity provisions contained in the First Revised Tariffs are
moot. While we accepted the reciprocity provisions at issue on
the grounds that we had previously accepted reciprocity
provigions in other agreementa, 17/ we do not disagree that we
later required different reciprocity provisions in Order No. 888.
18/ However, as we note above, after a short locked-in period,
the First Revised Tariffs were superseded by the Second Revised
Tariffs, which were modeled on the Open Access NOPR tariffs and
made subject to the outcome of the f£inal rule in the Open Access
NOPR proceeding. Moreover, at the time that the Second Revised
Tariffs were filed, the parties agreed that the only matters
remaining for hearing were rate, market power, and implementation

—-issues. 19/ Thus, once the Second Revised Tariffg became

-—--————effective, reciprocity provisions that conformed to the Open

16/ SMEPA also seeks clarification that the Commission's
rejection of the Entergy's "non-conforming" pricing proposal
also applied to any "non-conforming aspects" of Entergy's
conforming pricing proposal (namely, "and" pricing). We

- = ——-will so-clarify. We did not, -in accepting -any aspect of
Entergy's rates, accept "and" pricing, which is contrary to
our precedent. See Northeast Utilities Service Company,

56 FERC Y 61,269 (1991), order on reh'g, 58 FERC § 61,070,
reh'g denied, 59 FERC | 61,042 (1992}, i i

1 61,089 (1992), '
part, Northeast Utilities Service Company v. FERC, 993 F.2d
937 (1st Cir. 1993); Pennsylvania Electric Company, 58 FERC
1 61,278 at 62,871-75, reh'g denied, 60 FERC | 61,034
{(1992), aff'd, Pennsylvania Electric Company v. FERC,

11 F.34 207 (D.C. Cir. 1993)}.

; 59 FERC

17/ January 6 order, 70 FERC at 61,010 & n.9.

18/ Promoting Wholesale Competition Through Open Access Non-
discriminatory Transmission Services by Public Utilities and
Recovery of Stranded Costs by Public Utilities and
Transmitting Utilities, Order No. 888, FERC Stats. & Regs.
Y 31,036 (1996), order on reh'g, Order No. 888-A, FERC
Stats. & Regs. ¥ 31,048 (1997), order on reh'g, Order No.
888-B, 81 FERC Y| 61,248 (1997), order on reh'g, Order No.
888-C, 82 FERC { 61,046 (1998).

19/ See discussion of Settlement I, in Section IV.A, infra.
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Access NOPR tariffs were on file, and the parties were in
agreement that reciprocity was no longer at issue. Accordingly,
we will dismiss as moot SMEPA'S, ECI's, and NorAm's rehearing
requests on this issue.

2. Impact on Retail Competition

On rehearing, ELCON contends that the January 6 order did
not respond to arguments ELCON raised concerning the First
Revised Tariffs' impact on retail competition. These arguments
were: 1) the First Revised Tariffs'’ eligibility for service
provisions place an unlawful restriction on the right of
distribution-only systems to use the tariffs to serve former
Entergy retail customers, and 2) the First Revised Tariffs thwart
retail competition due to provisions that preclude the tariffs'

use for retail wheeling or retail assignment of capacity.

We will dismiss as moot ELCON's request for rehearing
regarding the impact on retail competition of certain non-rate
terms and conditions in the First Revised Tariff. As we
explained in conjunction with the reciprocity provisions of the
First Revised Tariffs, after a short locked-in period, these
tariffs were superseded by the Second Revised Tariffs, which were
modeled on the Open Access NOPR tariffs and made subject to the
outcome of the final rule in the Open Access NOPR proceeding.
The parties also agreed at that time that the only issues
remaining in contention were rate, implementation, and market
power issues. Thus, once the Second Revised Tariffs became
effective, ELCON's concerns regarding the impact of the First
Revised Tariffs on retail competition were moot.

3. Stranded Cogst Recovery

0CC seeks clarification to preclude Entergy from attempting
to recover stranded costs arising from gervice taken under the
First Revised Tariffs prior to the Commission's approval of an
appropriate stranded cost provision. Alternatively, OCC argues
that the issue of stranded cost recovery be addressed at hearing.
0CC also seeks rehearing as to our finding that it would be
premature to investigate whether an unknown stranded cost
recovery provision, 1if any, would fail to mitigate Entergy's
transmission market power or might otherwise be unjust and
unreasonable or anticompetitive.

The Arkansas Commission and the Louisiana Commission also
argue that this proceeding should be held in abeyance until the
Commission's rulemaking on stranded costs ig completed or,
alternatively, the issue of atranded cost recovery should be

I . e 3 1
addressed in this proceeding.

T~

As we understand its request for clarification, OCC seeks
assurance that if a party entered into a service agreement with
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Entergy under the Firast Revised Tariffs prior to our approval of
a stranded cost recovery provision, that party will not be
required to pay any stranded costs during the term of the service
agreement, even if we subsequently approve a revised tariff that
allows Entergy to recover such costs.

Ag discussed above, Entergy removed the stranded cost
recovery proposal from the First Revised Tariffs to comply with
the court's decision in Cajun. We will therefore clarify that
Entergy cannot, under the terms of the First Revised Tariffs,
impose a stranded cost surcharge on OCC or any other customer.
Because the issue is not presented to us herein, we decline to
address whether Entergy would be entitled to collect a stranded
cost surcharge from OCC or any other customer under the terms of
any later open accessg transmission tariff. In light of this
clarification, we will dismiss OCC's request for rehearing as
moot. In addition, in light of the fact that a final rule has
been issued on stranded cost recovery, we will dismiss as moot
the Arkansas Commission's and the Louisiana Commission's requests
for rehearing of our decision not to hold an evidentiary hearing
on stranded cost recovery.

B. February 14 Order

The following parties requested rehearing and/or
clarification of the February 14 order: the Municipal Energy
Agency of Mississippi and the Lafayette Utilities System
{(collectively, MERM/Lafayette); SMEPA; and the Cities of Benton,
North Little Rock, Osceola, and Prescott, Arkansas, the Conway
Corporation, the West Memphis Utilities Commission and the
Farmers Electric Cooperative Corporation (collectively, ACC).

In addition to its request for rehearing, MEAM/Lafayette
also filed an untimely motion to intervene in Docket No. ER96-
1615-000. Although MEAM/Lafayette is a party to Docket Nos.
ER96-586-000 and ER95-112-000, it is not a party to Docket No.
ER95-1615-000 and seeks rehearing of our February 14 order as it
applies to Docket No. ER95-1615-000. In support of its motion,
MEAM/Lafayette contends that our February 14 order directly
affects it in the dockets in which it is a party. For good cause
shown, we will grant MEAM/Lafayette's untimely motion to
intervene. 20/

Both Entergy and Entergy Marketing filed answers to requests
for rehearing of the February 14 order. ACC replied to Entergy's
answer. For good cause shown, we will accept the answers and the
reply. Given the complexity of this proceeding, we believe that
these additional filings assist the Commission by providing
useful information and clarifying certain issues.

20/ 18 C.F.R. § 385.214{(d) (1998).
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MEAM/Lafayette, SMEPA, and ACC raige identical arguments on

rehearing. They contend that our February 14 order improperly
precluded a hearing on Entergy's market power as required by the
court in Cajun. MEAM/Lafayette explains: :

The February 14 order appears to state with respect to
Docket .No. ER95-1615-000 (a market based sales rate
request for Entergy Power Marketing Corp., in which
[MEAM/Lafayette] and most of the other Intervenors in
the ER95-112-000 docket have not previously been
involved) that Entergy's decision to file open-access
_transmission tariffs consistent with the Commigsion's
pro forma open access tariffs (superseding Docket No.
ER95-112-000 tariffs as of December 13, 1995) serves to
mitigate its transmission market power. That £inding,
in turn, was based upon a study as to the generation
market power which has never been subject to the
hearing process, but which was represented by Entergy
in its filing in Docket No. ER95-1615-000 to be

_reliable because it was to be subject to the hearing

process . . . . (21/]

MEAM/Lafayette, SMEPA, and ACC note that, based on the February

N

14 order's statements with regard to Docket No. ER95-1615-000,
the Presiding Judge in Docket Nos. ER95-112-000 and ER96-586-000
concluded that the question of whether Entergy's Second Revised
Tariffs mitigated Entergy's market power had been resolved and
that there was no longer a need to litigate that issue. The
parties argue that the Commission must grant rehearing and order
a hearing addressing market power issues associated with
Entergy's Second Revised Tariffs.

In the alternative, SMEPA geeks clarification of the

February 14 order to permit the parties to Docket Nos. ERS5-112-
000 and ER98-586-000 to explore the full range of market power
concerns associated with Entergy's Second Revised Tariffs.
MEAM/Lafayette also seeks rehearing of the Commission's decision
to defer litigation of the non-rate terms and conditions

“ - timplementation iasues) in -Entergy's-Second Revised Tariffs until
after the Commission issued its final rule in the Open Access
NOPR. ACC also argues that Entergy's market power analyses are
inadequate to justify approval of Entergy Marketing's market-
based rate application because the market analyses which were
filed in Docket Nos. ER91-569-000, EC92-21-000, ER92-806-000,
ER95-112-000, and EL92-17-000 have never been subject to thorough

21/

MEAM/Lafayette Petition for Rehearing at 5 (footnote
omitted).
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scrutiny in those proceedings and because none of those
proceedings is final. 22/

We will deny the rehearing requests of MEAM/Lafayette,
SMEPA, and ACC. At the time the February 14 order wasa issued,
the parties were on notice that the Commission intended to
address on a generic basis such issues as comparability of
service and its role in mitigating transmission market power. In
the Open Access NOPR (issued April 7, 1995), we stated that the
proposed rule would require all electric utilities owning or

- —-contrelling transmission-facilities to offer non-discriminatory
open accegs transmission services under proposed pro forma
tariffs for network and point-to-point services as a remedy for
undue discrimination or anti-competitive effects. 23/ We
explained:

In the Open Access NOPR, the Commission is attempting
to mitigate the core of market power not only for
Entergy, but for all traditional public utilities:
control over transmission access. The Commission is
generically addressing all aspects of transmission
market power, including those specifically identified
by the Cajun court {(e.g., point-to-point service
limitation). Indeed, a fundamental purpose of the Open
Access NOPR is to ensure the meaningful access to
alternative suppliers that was identified by the Cajun
court. Of utmost importance in mitigating market power
- ---— ig the Commission's non-discrimination (comparability)
requirement, a requirement that had not been
articulated at the time of the Commission's order under
review in Cajun, and that is proposed to be codified in
the Open Access NOPR proceeding. [(24/]

We also stated that the Open Access NOPR would provide a record
for addreasing the court's concerns in Cajun regarding stranded
costs, as well as an opportunity for all participants in the

22/ We note that ACC also contends that Entergy Marketing's
February 29, 1996, filing in Docket No. ER95-1615-001 is
inadequate. 1In that filing, Entergy Marketing purported to
revise its sales tariffas to comply with our directives

-~~~ - - —regarding the sharing of market information. We find that

............... ~ACC's concerns regarding the February 29 compliance filin

are beyond the scope of this opinion and order.

23/ FERC Stats. & Regs. Y 32,514 at 33,078.

24/ Id. at 33,105.
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electric industry to present evidence and arguments concerning
the recovery of stranded investment cCOsts. 25/

In the wake of the Open Access NOPR, we issued three
guidance orders that explained how the final rule would apply to
pending cases, including the instant proceedings. 26/ 1In
Cuidance Order I, we explained that the terms and conditions
contained in the Open Access tariffs were the minimum necessary
to ensure transmission services that are not unduly
discriminatory and directed, intex alia, the Presiding Judge in
Docket Nos. ER95-112-000 to take into account the Commissgion's
views in the NOPR. 27/

In Guidance Order II, we stated that:

In sum, the Commission believes that the minimum non-
"price terms and conditions of non-discriminatory open-
access transmission can best be determined in the Open
Access NOPR proceeding, to the benefit of both
utilities and customers. While we expect that
individual cases may present circumstances requiring
" cage:by-cade litigation on rates and implementation
isgues, limiting the hearings to these utility-specific
jssues should permit more expedited resolution of such
jasues. This is in keeping with the Commission's
objective of ensuring non-discriminatory open-access
transmission services for all wholesale customers as
goon as possible, and saving the resources of
utilities, customers, and the Commission. (2871

Tn Guidance Order III, we again emphasized that the terms
and conditions of service applicable to pending or future open
access tariff filings that substantially conformed to the Open
Access NOPR tariffs (such as Entergy's Second Revised Tariffas)

25/ Id.

26/ Order Providing Guidance Concerning Pending and Future
Proceedings Involving Non-Discriminatory Open access
Transmission Services, 70 FERC { 61,358 (1995} (Guidance
Order I): American Electric Power Service Corporation,
et al., 71 FERC { 61,393 (1995) (Guidance Order II);
American Electric Power Service Corporation, gt al., 74 FERC
q{ 61,287 (1995) {(Guidance Order III).

27/ Guidance Order I, 70 FERC at 62,052.

28/ Guidance Order II, 71 FERC at 62,543.
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would be subject to the outcome of the final rule. 29/ Thus, our
February 14 order merely reaffirmed this fact and clarified that
the non-rate terms and conditions of Entergy's proposed
transmission services would be resolved on a generic basis in the
Open Access NOPR proceeding. 30/

Finally, we note the Cajun court has favorably noted our
decision to address stranded costs in a generlc proceeding. 1In
denying OCC's motion to enforce the mandate in Cajun, the court
gtated that:

Because Entergy Corporation has eliminated
the provision for recovery of stranded
investment costs from its tariffs, the
conditiong under which the court's mandate
originally issued have since changed. In any
; N

lod. ] : : .

court's mandate. ([31/]

For these reasons, we reject MEAM/Lafayette's, SMEPA's, and
ACC's claims that the February 14 order improperly precluded a
hearing on Entergy's market power as required by Cajun, and deny
rehearing on this issue.

C. December 17, 1997 Letter Ordex

On August 14, 1996, in Docket No. ER96-2709-000, Entergy, on
behalf of the Entergy Operatlng Companies, filed an application
for authorization to engage in wholesale bulk power sales at
market-based rates. 32/ As a part of its application, Entergy

29/ Guidance Order III, 74 FERC at 62,237.
30/ 74 FERC Y 61,137 at 61,486.

31/ Cajun Electric Power Cooperative, Inc. v. FERC, No. 92-1461,
slip op. at 1 (D.C. Cir. filed May 8, 1996) (emphasis
added); see also Louisiana Energy and Power Authority v.
FERC, 141 F.3d 364 (D.C. Cir. 1998) (affirming the
Commigsion's finding, without holding an evidentiary
hearing, that a public utility's transmission market power
had been adequately mitigated through its adoption of an
open access transmission tariff that conforms to Order No.
888's generic requirements).

32/ Pursuant to Order No. 888, on July 9, 1996, in Docket No.
OA96-158-000, Entergy filed its pro forma open access
tariffs which superseded its Second Revised Tariffs,

{continued...)
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filed revisions to its Rate Schedule SP, under which it made
market-based power sales. On December 17, 1997, a letter order
was issued by the Director, Divigion of Rate Applications, Office
of Electric Power Regqulation, accepting the revisions for filing
(December 17 order). The order stated that "inasmuch as
Entergy's market-based rates are being considered in Docket Nos.

.. --.ER91-569-000, -fet .al.]l, revenues collected under the tariff shall
be subject to refund and subject to the outcome of the
proceedings in Docket No. ER91-569-000, et al."

on rehearing, Entergy argues that the Commission erred in
making Rate Schedule SP subject to refund. It claims that the
rates could be subject to refund only in Docket No. ELS5-17-000,
33/ in which, Entergy maintains, the fifteen-month refund pericd
ended on June 14, 1996, prior to the effective date of its
proposed revisions in Docket No. ER96-2709-000.

As we explain herein, we find that there is no need to
conduct any further proceedings in Docket No. ELS5-17-000
(Section ITII.B.) and that all issues involving Energy's
transmission market power under the Second Revised Tariffs have
been resolved (Sections II.B. and III.B.). In addition,
Entergy's Order No. 888 open access compliance tariff became
effective on July 9, 1996, approximately one month before the
revisions to Rate Schedule SP were filed. Therefore, we will

~ grant rehearing, and clarify that there is no refund liability in
Docket No. ER96-2709-000.

III. Initial Decision
Briefs on and opposing exceptions to the Initial Decisgion

were filed by Entergy; Northeast Texas Electric Cooperative, Inc.
and Sam Rayburn G&T Electric Cooperative (collectively,

32/ (...continued)
effective July 9, 19896.

33/ Docket No. ELS5-17-000 is an investigation under section 206
of the Federal Power Act involving Entergy's market-based
power sales. It was established in response to the
Commission's concerns about its ability to order refunds of
Entergy's market-based power sales rates under gsection 205
in the event that the Commission were to conclude that
Entergy's transmission tariffs did not provide for
comparable service, and thus did not adequately mitigate
Entergy's transmission market power. January 6 order,

70 FERC at 61,013.
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Having reviewed the record, the Initial Decigion, and the
briefs, we find that the Initial Decision properly resolved all
outstanding issues not discussed herein. 35/ Accordingly, to the
extent an igsue is not discuased herein, we shall affirm and
adopt the Initial Decision as our own decision on that issue.

A. Daily and Hourly, Firm and Non-Firm Rate Design for
Point-to-Point Service

Entergy originally proposed to calculate the daily firm and
~--- - non-firm rate based-on-a five-day week and - the hourly firm and
non-firm rate based on a sixteen-hour day (4,160). 36/ During
the course of the proceeding, Entergy proposed to include an off-
peak hourly rate calculated by dividing the annual rate by the
total number of hours in a year (8,760). Entergy's original rate
design would remain applicable to the on-peak period.

1. Initial Decisi

The Initial Decision found that Entergy had not supported
its proposed on-peak/off-peak rate differential and ordered that
Entergy develop its hourly rate using the total number of hours
in a year (8,760) for all daily and hourly firm and non-firm
transmission service. 37/ The Initial Decision found that the
cases Entergy and Trial Staff used to support the on-peak/off-
peak proposal were settlements and therefore could not be used as

--- precedent. In addition, the Initial Decision concluded that

34/ As previously noted, Cajun has been dismissed from these
proceedings, and we have not addressed its briefs and
pleadings herein.

35/ As noted in the Initial Decision, 75 FERC at 65,048, the
Revigsed Joint Final Stipulation of Issues lists the isgues
to be decided at hearing. We address herein only two:
daily and hourly firm and non-firm rate design for point-to-
point service and market power. We summarily affirm the
Initial Decision's findings on the following issues:
calculation of the denominator for the transmission
component of non-firm point-to-point service; whether rates
for network integration service should be determined on a
single-system or subfunctionalized basis; and applicability
and calculation of a local facilities rate.

36/ 1In support, Entergy cites Appalachian Power Company, 39 FERC
1 61,296 (1986) (Appalachian or "AEP method").

37/ 75 FERC at 65,054.
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Entergy had failed to gubstantiate the nature of on-peak
transmission usage on the Entergy system. as/

2. Exceptions

On exceptions, Entergy and Trial Staff argue that Commission
precedent and the facts in this case support Entergy's on-
peak/off-peak proposal. They cite to a number of cases in which
the Commission accepted for filing, without hearing or
guspension, non-firm transmission rates calculated using the "AEP
method®”. 39/ Trial Staff contends that the Commission's action
in the these proceedings indicates a willingness on the
Commission's part to use on-peak/off-peak pricing as a way to
resolve the competing interests presented in evaluating short-
term transmission rates. 40/ In addition, Entergy argues that it
has shown through the unrefuted testimony of its witness that the
vast majority of point-to-point transmission usage occurred

:
during peak hours. 41/

SMEPA opposes the exceptions of Entergy and Trial Staff on
this issue. SMEPA argues that case law does not support the use
of the "AEP method" in this case and that its use by Entergy

- - would amount - to- impermissible -value-based pricing. SMEPA further
argues that the "AEP method" requires data support which Enterqgy
has not provided. 42/

3. Discusgion

. _We will reverse the Initial Decision's findings regarding
the proper rate design for daily and hourly firm and non-firm
transmission rates for point-to-point service. We will accept
Entergy's modified proposal to calculate its daily firm
transmission rate based on a five-day week and its hourly firm
transmission rate based on a sixteen-hour day. Consistent with
the requirements of the AEP method, we will require that the
total charge in any week for daily sexrvice cannot exceed the
stated weekly rate multiplied by the maximum daily capacity
reservation during such week. The total charge in any day for
hourly service cannot exceed the stated daily rate multiplied by
the maximum hourly capacity regervation during such day. 1In

3g/ Id. at 65,053.

39/ Entergy Brief on Exceptions at 5 and Trial Staff Brief on
Exceptions at 11 (and cases cited therein}.

40/ Trial Staff Brief on Exceptions at 7.
41/ Entergy Brief on Exceptions at 8.

42/ SMEPA Brief Opposing Exceptions at 48-81.
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addition, the total demand charge in any week pursuant to a

‘reservation of hourly or daily service cannot exceed the weekly

rate multiplied by the maximum hourly capacity reservation in any
hour during such week. 43/ Correspondingly, the daily and hourly
on-peak non-firm transmission ratesare ceiling rates capped at
the respective firm rates. In addition, we will accept Entergy's
of f-peak pricing proposal for daily and hourly firm and non-firm
cransmission rates based on 8,760 hours (365 days for daily
service) .

Both the case law cited by SMEPA and the findings of the
Initial Decision focus on the calculation of an hourly non-firm

transmigsion rate. However, these findings are not applicable to

the calculation of daily and hourly firm transmission rates.

Firm transmission service is priced to recover 100 percent of the
fixed costs associated with providing the service. As such,
Entergy's reliance on the "AEP method" is congistent with the
premise that firm transmission service should be priced based on
the peak periods of usage on the transmission system. In
addition, the price caps on the daily and hourly firm rate will
ensure that Entergy does not recover more than 100 percent of its
transmission-related fixed costs.

Furthermore, the use of daily and hourly firm rates as a
ceiling for the respective non-firm rates is reasonable and
consistent with Commission precedent. The Commission has refused
to require non-firm transmission ceiling rates be lower than the
firm transmission rates so long as the transmission provider's
open access tariff offers the ability to discount the non-firm
transmission rate from the stated firm ceiling rate. 44/

Entergy's off-peak non-firm rate also is reasonable and
consistent with Commission precedent. In IES Utilities, 45/ we
approved a time-differentiated non-firm rate design with on-peak
rates based on a divisor of 4,160 hours and off-peak rates based

43/ See pro forma tariff, Schedule 7 (Long-Term Firm and Short-
Term Firm Point-to-Point Transmission Service) and Schedule
8 (Non-Firm Point-to-Point Transmission Service); Order No.
888-A at 30,540-41.

OO o~ o E

44/ See Order 888 at 31,743-44; American Electric Power Sexvice
Corporation, 82 FERC § 61,090 (1998); Northeast Utilities
Service Company, 84 FERC § 61,158 (1998).

45/ 1ES Utilities, Inc. et al.,

Opinion No. 419, 81 FERC
{81,187 (1997, - ing reh '

mamrrde d vor ]l md £

in part and denying clarification in part, 82 FERC { 61,089
(1998), appeal pending, No. 98-1101 (D.C. Cir.) (IES
Utilities).
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on a divisor of 8,760 hours, 46/ which is similar to Entergy's
proposal in this case. 1In contrast, in Northern States, 47/ we
rejected the use of the 4,160 hour rate design for non-firm
transmission service because the Commission found that the
company had not demonstrated that non-firm transmission usage
would be limited to on-peak periods. 48/ Under Entergy's
proposal, the issue of when non-firm service will be provided is
no longer relevant because off-peak service will no longer be
charged an on-peak rate. The use of a separate on-peak/off-peak
rate design as proposed by Entergy obviates the need to provide
the demonstration required in Northern States.

B. Market Power
1. Initial Decision

Applying the standards then in effect, the Initial Decision
found that Entergy's Second Revised Tariffs provided for
comparable service and adequately mitigated Entergy's
transmission market power. Furthermore, the Initial Decision
determined that the transmission rates, as modified in the
Initial Decision, will ensure the provision of comparable

.. —. transmission service. The Initial Decigicon found that the
Commission's issuance of Order No. 888 removed any doubt as to
whether Entergy's open access transmission tariffs mitigate
transmigsion market power. 49/

2. Exceptions

On exceptions, MEAM/Lafayette, SMEPA, oCC, and ACC argue
that the Initial Decision improperly narrowed the scope of the
market power issue by striking testimony, thus preventing a full
examination of the impact of Entergy's tariffs on its
transmission market power. OCC requests that the Commission

. _.____yeverse the Initial Decision's findings and order a full
evidentiary hearing on the issue of whether Entergy's tariffs are

46/ IES Utilities, 81 FERC at 61,833-34.

47/ Northern States Power Company (Minnesota and Wisconsin),
Opinion No. 383, 64 FERC { 61,324 (1993), order denying
e . reh'a and granting clarification, 74 FERC { 61,106
(1996) (Northern States).

48/ Northern States, 74 FERC at 63,401-02.

49/ 75 FERC at 65,059.
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sufficient to mitigate its transmission market power in the
presence of a stranded cost recovery provision. 50/

SMEPA argues that the issue of Entergy's market power must
include an analysis of the rate impact associated with Entergy's
apparent suggestion that existing transmission agreements must Dbe
terminated prior to service being provided under open access
transmission tariffs. 51/ In addition, SMEPA asgerts that the
Network Operating Agreement (Noa) filed by Entergy as part of the

network integration service tariff will contribute to Entergy's
ability to exercise market power. 52/

ACC argues that the requirements of Order No. 888 do not
provide sufficient assurance that Entergy's market power will be
mitigated and that Order No. 888 does not sufficiently answer the
concerns raised by the court in Cajun. ACC contends that the
Tnitial Decision erred by striking testimony discussing two

~—- —examples of Entergy's market power. 53/ ACC argues that these
iasues should be addressed in order to gain a complete picture of
the market power implications of Entergy's proposed tariffs. 54/

Trial Staff and Entergy oppose these exceptions. They each
argue that the Initial Decision correctly narrowed the scope of
the proceeding. In addition, they assert that Order No. 888 and
the Commission's findings in Entergy Services, Inc., 74 FERC
4 61,137 at 61,487 (1996), fully support the conclusion that

~“Entergy has fully mitigated any transmission market power it may
have possessed.

50/ OCC Brief omn Exceptions at 14.

/ SMEPA Brief on Excepticns at 31.

52/ Aside from the market power igsue, SMEPA argues that the
Presiding Judge, by striking SMEPA'S testimony on the NOA,
precluded any consideration as to whether or not the NOA is
just and reasonable. Id. at 32.

53/ ACC argues that two factors demonstrate that Entergy is
abugsing its market power: (1) Entergy's refusal to honor a
1989 Memorandum of Understanding between an Entergy
Operating Company and ACC, and (2) the uncertainty over the
gtatus of existing ACC/Entergy agreements in the event that
ACC were to take service under Entergy's pro forma tariffs.

54/ ACC Brief on Exceptions at 8-20.
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3. Discussion

We affirm the Tnitial Décisionis findings that, for the
locked-in period during which they were in effect, 55/ Entergy's
Second Revised Tariffs met the Commissgion's then-existing
gtandards for comparability of service and mitigation of
transmission market power. We also affirm the Presiding Judge's
evidentiary rulings striking evidence related to transmission
market power issues.

In discussing the requests for rehearing of the February 14
order with regard to the issue of transmission market power
{Section II.B.)}, we toock note of the Commission's decision, as
explained in the Open Access NOPR and the related Guidance
Orders, to address on a generic basis the issues of comparability
of service and its role in mitigating transmission market power
“and to make all pending proceedings in which utilities had filed
proposed open access transmission tariffs, including Docket Nos.
ER95-112-000 and ER96-586-000, subject to the outcome of the
final rule in the Open Access NOPR. In Guidance Order III, the
Commission reiterated that the non-rate terms and conditions of
thoge tariffs would be addressed in the Open Access NOPR
proceeding. Thus, non-rate terms and conditions were not to be
litigated in case-specific proceedings. 56/

We therefore find that the Initial Decision appropriately
narrowed the scope of the transmission market power igsue. To
the degree that the exceptions of SMEPA, ACC, and OCC attack the
Commission's decision to address the issues of comparability of
service, mitigation of transmission market power, and stranded
cost recovery in a generic proceeding, these exceptions
constitute a collateral attack on the Commission's determinations
in Order No. 888 and are rejected. We further find that based on
the record in this proceeding, the Guidance Orders, and Order No.
888, there is no need for any further proceedings in Docket No.
ELS5-17-000, a determination which, as noted in the Initial
Decision, 57/ has been held in abeyance pending resolution of the
proceedings in Docket Nos. ER95-112-000 and ER96-586-000.

55/ As previously noted, the Second Revised Tariffs were
superseded by Entergy's Order No. 888 open access compliance
tariff as of July 9, 199%6.

56/ 74 FERC at 62,238. See also February 14 order, 74 FERC at
61,486 (all non-rate terms and conditions of Entergy's
Second Revised Tariffs wili be subject to the outcome of the
Open Access NOPR proceeding).

57/ 75 FERC at 65,045; gee n.33, supra.
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With regard to the NOA filed with the network service
tariff, while we affirm the Presiding Judge's rejection of
SMEDPA's testimony concerning the justness and reasonableness of
the NOA in this proceeding, we note that this is without
prejudice to SMEPA raising the issue at a later date in a
geparate proceeding. The Second Revised Tariffs filed in these
proceedings have been superseded by Entergy's open access
compliance tariffs filed in Docket No. OAS6-158-000. 1In the
order accepting Entergy's compliance tariffs, we noted that NOAs
would be subject to further review when filed for individual
gervice. 58/ Therefore, SMEPA may challenge the justness and
reasonableness of Entergy's NOA if and when SMEPA decides to
become a network customer of Entergy.

C. Credits for Customer-Owned Transmission Facilities

Entergy had proposed that a network customer receive a
credit for existing transmission facilities that are "integrated
with and support Entergy's transmission system" consistent with

------- the Open Access NOPR. Entergy proposed credits only for Cajun's
facilities, but not for MEAM/Lafayette and NTEC/SRG&T.

1. Initial Decisi

Noting that the Commission had issued its order in Florida
Municipal Power AJency v. Florida Power and Light Company, 74
FERC { 61,006 (1996), petition for review filed, No. 96-1076
(D.C. Cir. March 3, 1996) (FMPA) prior to the commencement of the
trial, the Presiding Judge provided the parties with an
opportunity to supplement the record to address the integration
test established in FMPA. The Initial Decision ruled that
Entergy's ¢riteria were consgistent with the integration test
established in FMPA. The Initial Decision relied upon extensive
evidence, including load flow analyses, to determine that the
Commission's criteria for such credits had not been met for
cugtomers other than Cajun. 5%/

2. Exceptions

MEAM/Lafayette and NTEC/SRG&T filed exceptions. They each
argue against the Commission's treatment of credits for customer-
owned transmission facilities in Order No. 888 as well as
Entergy's application of those principles in the instant case.
Both argue in favor of the "rate base" test recently rejected by

____the Commission. NTEC/SRG&T contends that the Initial Decision

58/ AEP Service Corporation, et al., 78 FERC Y 61,070 at 61,264
(1997), order on reh'g, Carolina Power & Light Co., ef al..
82 FERC Y 61,204 (1998).

59/ 75 FERC at 65,054-58.
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applies the Commission's policy too rigidly. MEAM/Lafayette
point out that the record in the case contains several examples
of Entergy relying on MEAM/Lafayette transmission facilities,
which, they argue, supports their claims of integration under
Commisgion precedent and their eligibility for credits for
customer-owned transmission facilities under of Entergy's network
service tariff.

On exceptions, Trial Staff argued that reaching the iasue of
credits was premature. However, on January 2, 1997, Entergy and
SRG&T filed a joint stipulation and joint motion to reopen and
supplement the record to show that SRG&T was a network customer
of Entergy as of January 1, 1997. Entergy and SRG&T contend that
the issue of a credit for customer-owned transmission facilities
is now ripe for decision in this proceeding. In response, Trial
Staff withdrew its objection to the Commission resolving SRG&T's
credit issue herein.

We will reopen the record to take notice that SRG&T is a
_ __ _____petwork customer of Entergy as of January 1, 1997. Nonetheless,
as we explain below, we affirm the Initial Decision's findings
regarding the issue of credits for customer-owned transmission
facilities.

3. Discussion

The Initial Decision properly applied the Commission's
policy on credits for customer-owned transemission facilities as
described in FMPA and Order Nos. 888 and 888-A. Based on load
flow studies and other evidence, 60/ the Presiding Judge
correctly determined that the existing MEAM/Lafayette and SRG&T

e facilities-failed to meet the Commission's criteria for
integrated facilities and therefore were not eligible for
credits.

Entergy performed a base case load flow study of its system
under normal situations and contingency conditions. Then,
Entergy examined how those same base and contingency case
conditiong would change if Entergy were not comnnected to the
customer systems in question. The results showed that Entergy's
other wholesale and retail customers would not be negatively
affected if the customer-owned transmission facilities were not
present. In other words, the evidence on which the Presiding
Judge relied shows that the customer-owned facilities of
MEAM/Lafayette or SRG&T do not provide any support to the Entergy
system, but rather, the 230 kV Lafayette facilities between the
Doc Bonin and Flanders substations interconnect and support

60/ See Exh. Nos. ESI-26 and ESI-28.
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another system (that of Central Louisiana Electric Company) . 81/
Thus, under the Commission's precedent, MEAM/Lafayette and SRG&T
are not eligible for credits under Entergy's network tariff.
Accordingly, we affirm the Initial Decision on this issue.

IV. Settlementsg

As previously noted, the Presiding Judge certified two
uncontested partial settlements to the Commission for our
approval. We will briefly describe these proposed settlements
and our findings relating thereto below.

A, Settlement I

__  On September 1, 1995, Entergy filed an offer of partial
gettlement (Settlement I). Settlement I does not address rate
issues, but rather resolves certain non-rate issues by
incorporating non-rate terms and conditions drawn, with two minor
distinctions, from the Open Access NOPR tariffs. 2/ Settlement
I also reserved certain igsues for hearing. (Some of these
issues were the subject of the Initial Decision.)

Entergy requested that proposed effective date for the
Settlement I tariffs coincide with the effective date of the
Second Revised Tariffs filed in Docket No. ER96-586-000 (December
13, 1995). That is, Entergy requested that the Settlement T
tariffs be made effective for a nominal period, to be immediately
superseded by the Second Revised Tariffs, effective December 13,
1995. According to Entergy, this was intended to protect the

— e e b

parties' interests in the litigated proceeding. 63/
B, Settlement II

On January 18, 1996, as completed on January 29, 1996,
Entergy filed a second offer of partial settlement. Settlement
II resolves various rate issues including revised rate formulas
for the Second Revised Tariffs and several implementation issues
concerning redispatch procedures. The settlement rates, which

- were made subject to refund and subject to the outcome of the
hearing, were proposed to become effective on the effective dates
for the First Revised Tariffs, namely, January 1, 1995, for the

61/ Exh. No. ESI-29.

62/ The exceptions are: (1) only one ancillary service is
offered (scheduling and dispatch service); and (2} network
integration service customers are allowed to make off-system

7777777777 sales (using as-available transmission service up to their
ratio share) at no charge.

63/ Docket No. ER96-586-000 Transmittal Letter at 6.
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network tariff and January 9, 1995, for the point-to-point
tariff.

cC. Comments

Numerous parties filed comments in support of the
gettlements. 64/ However, OCC filed comments opposing both
gettlementg. The basis of 0CC's objection was its opposition to
the Commission's ruling in the January 6 order that the stranded
cost recovery issue should be decided in the Commission's generic
stranded cost rulemaking proceeding rather than the case-
specific, instant proceeding. While SMEPA supports both
settlements, it objects to Entergy's implementation of the
parties' agreement in principle concerning revenue credits from

..direct assignment facilities.

D. Discussgion
1. QCC's Objections

We will approve the settlements notwithstanding OCC's
opposition. The Presiding Judge, in analyzing OCC's comments on
Settlement I, noted that:

consistent with the Commission's hearing order and the
NOPR, the [issue of thel] recovery of stranded
investment costs was beyond the scope of the hearing.
[65/1]

He ruled, therefore, that OCC, in objecting to Settlement T on
the ground that a hearing was required on that issue did not
present a genuine issue of material fact and therefore held that
Settlement I was a partial uncontested offer of settlement. 68/

We agree with the Presiding Judge that OCC's objections
concern the propriety of the January 6 order and thus should not
preclude approval of the settlements. We address and clarify
herein OCC's request for clarification or rehearing of the
January 6 order, and we will not address the same arguments in
the context of the settlements.

64/ Comments in support of the settlements were filed by Trial
staff, Entergy, SMEPA, ACC, Cajun, NTEC/SRG&T, MEAM,
American Forest Paper Association, ECI, and Louisiana
Electric Power Authority.

65/ 75 FERC at 65,047.

66/ 1d.
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2. Settlement I

Enfergy réequests that the Settlement I Tariffs be nominally
suspended and immediately superseded by Entergy's Second Revisged
Tariff filed in Docket No. ER96-586-000. Entergy's sole
procedural reason for requesting that the Settlement I Tariffs
atill be accepted for filing -- to protect the parties' interests
in the litigated proceeding -- is now unnecessary because the
hearing has concluded. Accordingly, we find that there is no
need for us to address Settlement I, and we will not accept for
filing the Settlement I tariffs.

3. Settlement II

.. ... With respect to Settlement II, our analysis indicates that
Settlement II reflects a reasonable resolution of a number of
implementation and ratemaking issues, including the revenue
credit issue raised by SMEPA. Accordingly, we will accept

_Settlement II ag filed.

All parties agree that Entergy's transmission system revenue
requirement should be reduced to reflect revenue credits
asgociated with direct assignment facilities. SMEPA objects to
Entergy's implementation of the agreement in principle.

SMEPA's objection to Entergy's revenue crediting proposal is
related to a stipulation to remove step-up transformers from the
settlement rates. To implement this stipulation, Entergy's
settlement rate formula, among other things, apportions
transmission expenses based on the ratio of transmission plant
(excluding generator step-up transformers) divided by total
transmission plant in service. In this manner, Entergy removes a
portion of transmission expenses (based on plant ratios) from the
derivation of the settlement tariff rates. Entergy proposes to
credit revenues from directly assigned facilities based on the
same plant ratios. SMEPA argues that Entergy's proposal
improperly excludes some of the revenues associated with direct
assignment facilities from the derivation of the settlement
rates. SMEPA proposes that all such revenues should be credited
in the sgettlement rate formula. In response, Entergy notes that
generator step-up transformers account for 1.7 percent of its
total transmission plant: therefore, according to Entergy,

SMEPA'g proposed adjustment will have a de minimis effect on the
proposed gettlement rates.

Entergy's revenue credit proposal is consistent with its
treatment of transmission expenses (i.e., operating and
maintenance, depreciation, administrative and general, and taxes)
in the rate formula. Furthermore, Entergy's proposal is
consistent with the allocation of all other transmission revenues
for short-term transmission service. SMEPA has not demonstrated

"~~~ —~-that the-gettling parties intended to make an exception in the
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gettlement rate formula for the treatment of direct assignment
revenues. Moreover, SMEPA's proposed adjustment creates a
mismatch by developing transmission rates with a larger revenue
credit vis-a-vis allocated transmission expenses. Therefore, we
reject SMEPA's adjustment. 67/

The Commission orders:

(A) SMEPA's, ECI's, NorAm's, OCC's, the Arkansas
Commission's, the Louisiana Commission's, and ELCON's requests
for rehearing and/or clarification of the January 6 order are
hereby dismissed as moot, as discussed in the body of this order.

(B) MEAM/Lafayette's untimely motion to intervene is hereby
granted, as discussed in the body of this order.

(C) Entergy's and Entergy Marketing's answers to requests
for rehearing and ACC's reply thereto are hereby accepted for

~filing, as discussed in the body of this order.

(D) MEAM/Lafayette's, SMEPA's, and ACC's requests for

" rehearing and clarification of the February 14 order are hereby

denied, as discussed in the body of this order.

(E) Entergy's request for rehearing of the December 17 order
is hereby granted, as discussed in the body of this order.

(F) The Initial Decision issued on May 21, 1996 in this
proceeding is hereby affirmed in part and reversed in part, as

. . ,
discussed in the body of this order.

(G) Settlement II, as certified by the Presiding Judge, is
hereby approved.

(H) Within 60 days of the date of issuance of this order,
Entergy shall make a compliance f£iling with the Commissiocn.

'However, if a request for rehearing is filed, Entergy shall make

its compliance filing within 30 days of the date the Commission
disposes of the request for rehearing.

(I) Within 30 days of the Commission's acceptance of
Entergy's submittal required in Ordering Paragraph (H) above,
Entergy shall make refunds with interest calculated pursuant to
18 C.F.R. § 35.19a (1997).

67/ Because we are summarily affirming the Initial Decision's
rolled-in, single-system approach for calculating the
network service rate, we need not address SMEPA's objection

. to-Entergy's proposed allocation of revenue credits under
the alternative bifurcated approach for calculating the
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(J) Entergy is hereby informed of the rate schedule
designations shown on Attachment A.

By the Commission.
({ SEAL)

David P. Boergérs,
Secretary.
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American Electric Power Service ) Docket No. ER93-540-006
Corporation )

QPINION NO. 440

OPINION AND ORDER AFFIRMING IN PART,
AND REVERSING IN PART, INITIAL DECISION

{Issued July 30, 1999)
I. INTRODUCTION

This proceeding is before the Commission on exceptions to an
Initial Decision issued in this proceeding on August 7, 1997
(Initial Decision). 1/ 1In this order, with certain enumerated
exceptions, we affirm the findings of the presiding
administrative law judge (judge).

IT. BACKGROUND

This proceeding began when American Electric Power Service
Corporation (AEPSC) 2/ filed a transmission service and ancillary
gervices tariff for Commission approval. The proposed tariff
offered firm point-to-point transmission service, for periods as
short as one month, to any "eligible utility" as defined therein.
The Commission accepted the proposed tariff for filing, suspended
its effectiveness and made it subject to refund, summarily
disposed of certain matters, and set for hearing the justness and

1/ Bmerican Electric Power Service Corporation, 80 FERC
Y 63,006 (1997}.

2/ AEPSC filed the application on behalf of Appalachian Power
Company, Columbus Southern Power Company, Indiana Michigan
Power Company, Kentucky Power Company, Kingsport Power
Company, Ohio Power Company and Wheeling Power Company
(collectively "AEP"), AEPSC is a service subsidiary of AEP.
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reasonableness of the proposed rates. 3/ Requests for rehearing
and clarification were filed by the AEP companies and others. 4/

In its rehearing order, the Commission announced a new
"comparability" standard pertaining to open access transmission
tariffs. Namely,

an open access tariff that is not unduly discriminatory
or anticompetitive should offer third parties access on
the same or comparable basis, and under the same or
comparable terms and conditions, as the transmission
provider's uses of its system. [67 FERC at 61,490.]

The Commission also ordered that an evidentiary hearing be held
on whether the proposed tariff was unduly discriminatory and/or
anticompetitive (i.e., regarding AEP's uses of its system, any
impediments or consequences of offerlng comparable service to
others, and the costs incurred by AEP in using its transmission
system). Id. at 61,490-91.

Before hearings were held, on March 29, 1995, we issued a
Notice of Proposed Rulemaking in our open access rulemaklng
proceeding ("Open Access NOPR") in which we proposed to requlre
all public utilities owning facilities for the transmission of
electric energy in interstate commerce to file open-access
transmission tariffs. 5/ Attached to the Open Access NOPR were
two pro-forma tariffs that set forth the non-price terms and
conditions of open access point-to-point and network transmission
gervice. We also issued a pair of orders providing guldance on
the disposition of this docket and other pending transmission

3/ BAmerican Electric Power Service Corporation, 64 FERC

{1 61,279 (1993), order on reh'g and claxification, 67 FERC
{ 61,168 (1994).

4/ Requests for rehearing or clarification were filed by AEP,
Industrial Energy Users-Ohio, American Municipal Power-Ohio
Inc. (AMP-Ohio)} jointly with Indiana Municipal Power Agency
(IMPA), Blue Ridge Power Agency (Blue Ridge), Wabash Valley
Power Association, Inc. (WVPA), West Virginia Power Division
of UtiliCorp United Inc. (West Virginia Power), and D.C.
Tie, Inc. (DC Tie).

5/ Promoting Wholesale Competition Through Open-Access Non-
Discriminatory Transmission Service by Public Utilities;
Recovery of Stranded Cost by Public Utilities and #
Transmitting Utilities, Notice of Proposed Rulemaking and
Supplemental Notice of Proposed Rulemaking, FERC Stats.

& Rega. | 32,514 (1995}.
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tariff proceedings. &/ In the Supplemental Guidance Order,
public utilities such as AEP, which then were litigating the
terms and conditions of comparability, were given the option of
revising their tariffs to be consistent with the pro forma
tariffs. Upon notice of the filing of such tariffs, the existing
proceedings in the pending rate cases were to be held in abeyance
awaiting a determination by the Commission of whether there were
any genuine issues of material fact warranting further hearing
procedures,

The parties in this proceeding held settlement discussions
that resulted in a partial settlement that the judge certified to
the Commission as a partially contested settlement. AEP'S
proposal to adopt the non-price terms and conditions of the pro
forma tariffs was certified as uncontested. 7/ On February 14,
1996, the Commission issued an order on the partially contested
settlement in which we approved AEP's proposal to adopt the non-
price terms and conditions of the pro forma tariff, with certain
minor modifications proposed by an intervenor and not disputed by
AEP. 8/ The Commission also approved the remainder of the
settlement (i.e., the pricing aspects) with respect to the
participants that did not oppose the settlement. With respect to
the remaining participants, the Commission remanded the contested
issues to the judge for further proceedings, as deemed necessary,
and for preparation of the Initial Decision. s/

6/ BAmerican Electric Power Service Corporation, et al., 70 FERC
f 61,358 (1995} ("Guidance Order"), order on reh'g and
clarification, 71 FERC ¥ 61,393 (1995) ("Supplemental
Guidance Order"). In the Supplemental Guidance Order, the
Commission provided for abbreviated f£iling requirements,
less case-by-case litigation, and an expedited approval
process for utilities such as AEP, that had voluntarily
filed non-discriminatory open access tranamission tariffs.

7/ The Open Access NOPR proposed "pro forma tariffs." Order
No. 888, issued on April 24, 1996, gee note 10 infra,
adopted a single pro forma tariff. The AEP partial
settlement references "pro forma tariffs" because it pre-
dates issuance of Order No. 888.

8/ American Electric Power Service Corporation, 74 FERC
{ 61,132 (1996).

9/ Id. The order identified the remaining participants as AMP-
Ohio, IMPA, Blue Ridge, the Cities of Cleveland and
Hamilton, Ohio (Cleveland and Hamilton), the Indiana Office
of Utility Consumer Counselor (IUCC), DC Tie, Electric
Clearinghouse, Inc. (Electric Clearinghouse), WVPA, and West
Virginia Power {(collectively, intervenors}.
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While these proceedings were pending, the Commission issued
Order No. 888. 10/ In response to Order No. 888, AEP submitted a
revised open access transmission tariff 11/ that superseded the
instant tariffs, but which used the same transmission and
ancillary service rates at issue in this proceeding.

In response to the Commission's directive in its order on
the partial settlement, the judge established additional
procedures leading to a "paper hearing" on the remaining issues.
The additional procedures included additional discovery, the
filing of additional testimony by trial staff, intervenors, and
AEP, the filing of a revised Joint Statement of Issues, and the
filing of briefs before the judge and the Commission.

ITII. DISCUSSION

A complete list of the litigated issues was presented in the
Joint Statement of Issues, and are listed in the Initial
Decision. 80 FERC at 65,045-46. 1In the discussion below, we
will focus on the contested issues and those where we reverse the
findings in the Initial Decision. 12/

We summarily affirm the Initial Decision on the following
issues: (1) credits for customer-owned facilities; 13/ (2) the
"long generator leads" and "generator outlet lines" used for AEP

10/ Promoting Wholesale Competition Through Open-Access Non-
Discriminatory Tranamission Service by Public Utilities;
Recovery of Stranded Cost by Public Utilities and
Transmitting Utilities, Order No. 888, FERC Stats. & Regs.
Y 31,036 (1996); order on reh'g, Order No. 888-A, FERC
Stats. & Regs. Y 31,048 (1997), order on reh'g, Order No.
888-B, 81 FERC Y 61,248 (1997), order on reh'g, Order No.
888-C, 82 FERC 9§ 61,046 (1998).

11/ On July 31, 1997, the Commission accepted the compliance
filing for filing, effective July 9, 1996, subject to
revigion to reflect the outcome of the instant proceeding.
Allegheny Power Systems, Inc., et al., 80 FERC § 61,143 at
61,557 (1997).

12/ Our listing of the issues (in the table of contents)
generally conforms with the issues identified by the judge
in the Initial Decision.

2

13/ No party filed exceptions to the judge's finding that this
igsue is beyond the scope of this proceeding. 80 FERC at
65,054,
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generation; 14/ (3) the depreciation and non-income tax
components of the carrying charge; 15/ (4) the revenue credit
flow through; 16/ (5) the Indianapolis Power and Light Sale; 17/
{(6) the system sales and buy-sell transactions; 18/ (7) the one
mill adder; 18/ (9) Reactive Supply and Voltage Control (VAr) -
Refunctionalization of transmission investment; 20/ (10) VAr -
Generator and Exciter Systems Costs; 21/ (11) VAr - Accessory
Electric Equipment Costs; 22/ (12) VAr - Other Power Production

14/ The judge stated that the issue of credits should be
addressed when a customer requests service. 80 FERC at
65,057. The judge also noted that the Commission determined
that the Rockport lines serve a transmission function and
should be functionalized to transmission. See id. citing
American Electric Power Service Corp., 37 FERC § 63,032
(1987), aff'd in pertinent part, 44 FERC Y 61,206 (1988)

15/ Thig issue is moot because we affirm the judge's use of a
net plant methodology.

16/ We deny an intervenor's request to note or take official
notice of the figures found in AEP's Account No. 456 as
reported in AEP's FERC Form No. 1 because they do not fall
within the test period.

17/ The Indlanapolis P&L sale began after, and was thus not
counted in, AEP's single system peak, therefore, thé judge
did not include this sale in the 1 CP demand divisor,
Instead, the judge adopted a revenue credit proposal.

18/ No party filed exceptions to the judge's finding adopting
AIW's proposal to use 8,760 hours to develop the hourly unit
rate. B0 FERC at 65,062.

19/ No party filed exceptions to the judge's finding rejecting
the one-mill adder. Id. at 65,070,

20/ The judge found that AEP does not have to refunctionalize
its transmission investment because Order No. 888
established. "Reactive Supply and Voltage Control from
Generation Sources" as one of the six ancillary services.

21/ The judge found that 24 percent of the investment in
turbogenerators represents generators and exciter system
costs.

22/ Examples of accessory electric equipment are: control
cables, power cables, switching equipment, and station
grounding. The judge approved AEP's figure of 10 percent
for accessory electric equipment, which are treated in 16

(continued...)
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Investment; 23/ (13) VAr - jointly-owned units; 24/ (14)
Operating Reserves (Spinning Reserves/Supplemental
Reserves/Requlation and Frequency Responge) - CCD Units; 25/ and
(15) Energy Imbalances - Charges for Over-Scheduled Power. 26/
We find that the Initial Decision properly decided these issues
and the arguments on exceptions have failed to persuade us that
the Initial Decision erred or that additional discussion is
necessary.

A, TRANSMISSION RATES

1. Levelized Gross Plant Method v. Non-Levelized Net
Plant Method

The issue here is the same as that previously addressed by
the Commission in Kentucky Utilities Company, Opinion No. 432,
85 FERC § 61,274 at 62,100-05 (1998) (KU), i.e., whether a
levelized or non-levelized rate design is appropriate for
developing the companies' rates for unbundled transmisgsion
gervice.

The non-levelized method generally will recover higher costs
in the early years of a facility's life and increasingly lower
costs in later years. By contrast, the levelized gross plant
method will recover costs in equal (or levelized) increments each
year of a facility's life.

22/ (...continued)
separate sub-accounts.

23/ No party filed exceptions to the judge's finding that 0.15
percent is an appropriate allocation factor for other power
production investment.

24/ The judge determined that jointly-owned units are
appropriately included in the costs used to determine the
VAr charge. The jointly-owned generating units here at
issue are owned by Columbus Southern Power Company (an AEP
affiliate), along with Cincinnati Gas & Electric Company and
Dayton Power & Light Company (collectively, the "CCD"
units). See 80 FERC at 65,080.

25/ The judge ruled that "CCD" units are appropriately included
in the costs used to determine the spinning reserve charge.
, N
26/ The judge determined that AEP should pay 90 percent of its
decremental costs for overscheduled energy outside the
bandwidth.
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AEP proposed a rate for its transmigsion service based on
the levelized gross plant approach described above. AEP argued
that it has used this approach consistently for decades. 27/ AEP
further asserted that it did not propose to switch the rate
design methodology for any customers other than a subset of

existing and potential transmission customers (i.e., requirements
customers} .

WVPA, IUCC, Blue Ridge, AMP-Ohio, and trial staff argued
against AEP's proposed levelized gross plant approach because:

(1) under AEP's transmission tariff, transmission customers
will not be charged rates that are comparable to AEP's own
use of its transmission system, and the rates therefore will
discriminate against transmission customers in violation of
the Commission's comparability standard;

(2) factors that supported the use of the levelized gross

plant approach in cases where it was adopted are absent
here; 28/ and

(3} given that AEP's system is composed of facilities with
varying levels of depreciation, and the levelized gross
plant method does not adjust for such depreciation, the

levelized gross plant approach would produce excessive
revenues for AEP,

Initial Decisi

The judge found that AEP's proposed levelized gross plant
methodology of calculating transmission rates results in a switch
from the non-levelized net plant methodology for its requirements
customers, as well as its retail customers. The judge found
that, as a result of this switch,

AEP's requirements customers (as well ag retail
customers who may switch to transmission service) will
be paying depreciation a second time leading to an
overrecovery of AEP's costs. [80 FERC at 65,052.]}

27/ AEP asserts that, historically, many of its interchange
gervice rates were developed based on the levelized gross
plant approach. See Ex. A-101.

28/ For example, in Southern California Edison Company, Opinion
No. 341, 50 FERC Y 61,138 at 61,412 (1990) (SoCal Edisen),
and Jersey Central Power & Light Company, et al., 38 FERC

1 61,275 at 61,927 (1987) (Jersey Central), the company
hlstorlcally had used the levelized approach.
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The judge also found that AEP did not demonstrate that its
proposal meets the Commission's comparability standard as set
forth in the Commission's Transmission Pricing Policy
Statement. 29/ In this regard, the judge explained that AEP uses
a non-levelized net plant approach for its native load customers
while proposing a levelized gross plant approach for non-native
load customers. He concluded that,

[blecause AEP's open access tariff does not offer third
parties access on the same or comparable basis [as
AEP's use of its system], AEP's levelized approach
violates the Commission's comparability standard.

[BO FERC at 65,053.]

Moreover, the judge found that Commission precedent does not
support AEP's proposal to use the levelized gross plant method
for transmission service. 1In particular, the judge noted that
AEP's citations to SoCal Edison and Jersey Central are inapposite
because the circumstances in those cases are distinguishable from
thoge present here, where AEP is proposing to switch depreciation
methods after nearly one-third of AEP's transmission system
already has been depreciated without making adjustments to
prevent overrecoveries. The judge found the non-levelized net
plant methodology appropriate to design rates for AEP's wholesale
transmission service.

Exceptions

AEP filed an exception to the judge's rejection of its
proposed levelized gross plant transmission rate design. AEP
claims that the judge erred in failing to recognize that: (1)
the Commission has previously found that the gross plant and net
plant methods recover identical costs over the lives of the
agsets, and the rate differences between the two methods is
gimply the result of a timing difference in cost recovery; (2)
AEP was not proposing a "change" in its rate design method; (3)
AEP's use of the levelized method will not result in an
overrecovery of its revenue requirement; and (4) comparability
does not require use of the net plant methodology.

Blue Rldge, AT, WVPA, and trial staff filed briefs opposing
AEP'g exception on thls igsue.

29/ Inqulry Concerning the Commission's Pricing Policy for
Transmission Services Provided by Public Utilities under the
Federal Power Act, FERC Stats. & Regs. { 31,005 at 31,141-44
(1994), order on reconsideration, 71 FERC { 61,195 (1895)

(Transmlss1on Pricing Policy Statement).
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We deny AEP's exception, and affirm the judge's rejection of
AEP's proposged switch to a levelized gross plant rate design.
While reasonable results can be produced using either levelized
or non-levelized rate methods, depending on the circumstances,
see, e.9., KU, 85 FERC at 62,103-05, here we find that, based on
the record before us and the circumstances presented in this
case, the use of a levelized gross plant rate design by AEP would
not produce a just and reasonable result. Specifically, we note
that AIW and trial staff witnesses testified that this switch
would result in an overrecovery of costs by allowing AEP to
recover anew depreciation expense that it has already recovered.
See, e£.g., Exs. AIW-11 at 24-31; AIW-17; S-71 through S-84, 30/
We are not convinced by AEP's opposing arguments on this issue
(e.g., AEP did not provide any studies demonstrating that there
would not be higher rates if the levelized method is adopted, and
AEP did not substantiate ite claims that it will be adding new

transmission plant in the future). See Exs. A-53 at 4 and A-100
at 7.

AEP relies on our order in SoCal Edigon in support of its
use of a levelized gross plant rate design because AEP has
historically provided under certain circumstances long-term
stand-alone transmission service under levelized rates, a
circumatance that AEP states persuaded the Commission to allow
requlrements customers to be switched to a levelized rate in

We reject AEP'S argument. As we explained in
CQnsnmers_Energx_ngpang 85 FERC § 61,100 at 61,366-67 (1998)
(Consumers Epergy), the approach we took in SQCal_EdlﬂQn is no
longer approprlate We believe that the concerns that led to our

decisions in Consumers Energy, and also in KU, 85 FERC at 62,104-
05, dictate that we no longer follow SoCal Edison.

As we found in KU, and restated in Allegheny Power Service
Corp., 85 FERC Y 61,275 at 62,117 (1998) (APS), where a utility
proposes to switch from a non-levelized net plant rate design
method, "{i]n supporting such a switch, a utility must prove that
its proposed method is reasonable in light of its past recovery
of capital costs using a different method." 85 FERC at 62,103-
05. Just as in KU and APS, AEP has not persuaded us here that
the switch in current bundled requirements service is appropriate
in the circumstances of this case because: (1) AEP's system is
composed of facilities with varying levels of depreciation and

30/ AIW and trial staff claimed that AEP's proposed switch in
methods would increase the transmission revenue requirement
by $44.5 and $61.2 million, respectively. See Joint
Statement of Issues at 3; and Exs. S-72 and S-74.
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(2} AEP's proposed levelized gross plant method does not account
for such variations. 31/

Based on the foregoing, we reject AEP's proposal to develop
its transmission tariff rate using a levelized gross plant
method, and we will require AEP to recalculate its tariff rates
based on a non-levelized net plant method.

As we stated in Consumers Energy, 85 FERC at 61,367, "[i]t
is not our intention to prohibit the use of the levelized
approach in every instance. As noted at the outset, the
Commission believes that a levelized methodology may produce just
and reasonable rates under different circumstances." Here, AEP
has not persuaded us that its proposed change in approach is
appropriate in the circumstances of this case.

2. Definition of Investment Base

AEP asserted that its transmission system is operated on a
fully-integrated basis and therefore it included in rate base all
of its facilities classified as transmigsion. A secondary issue
involves customer-owned facilities, and AEP did not give a credit
for any customer-owned facilifies.

AIW 32/ opposed this treatment, arguing that customer-owned
facilities with comparable functions to AEP's facilities should
be considered part of the grid, and that customers with such
comparable facilities should receive credits for their own
facilities that function in the same manner as AEP's facilities
to integrate loads and resources. AIW claimed that AEP's
propesal misdefines the transmission grid for purposes of
recognizing which facilities will be deemed part of the

31/ The judge's third reason (that AEP's proposed transmission
tariff does not offer third parties access to its
transmission system on a comparable basis to AEP's use of
its own system) is no longer applicable.

32/ Earlier in this proceeding, joint testimony was presented by
AMP-Ohio, IMPA, and WVPA. The judge referred to them
collectively as "AIW." 80 FERC at 65,048, The judge, in
the Initial Decision uses this same abbreviation to refer to
AMP-Ohio and IMPA. To clarify when WVPA is not being.
referred to, we will refer to AMP-Ohio and IMPA together as

"AI" and will use "AIW" when referring collectively to AMP-
Ohio, IMPA, and WVPA.
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transmigssion grid, and for purposes of establishing a rate for
the use of the transmission owners' facilities. AIW argued that
the Commission must define the grid in one of two ways, and that
under either definition AEP's approach here must be rejected.
First, AIW asserted that the Commission could define the grid
broadly to include all facilities that are actually used to
provide service under AEP's tariff. 33/ Alternatively, AIW
stated that the Commission could adopt a narrow definition of the
grid that encompasses only the backbone transmission facilities
that are necessary to carry any party's power from a delivery
point to a receipt point on bulk transmission facilities. AIW
contended that if this definition is adopted, some facilities
that AEP includes in its rate base should be removed.

AEP and trial staff argued that the costs of all
transmission facilities in both the network and point-to-point
tariff should be "rolled-in" in developing the tariff rates. 34/
AEP and trial staff contended that AIW is attempting to insert
its claims for a credit for customer-owned facilities into the
igssue of what is AEP's appropriate rate base for transmission.
AEP and trial staff asserted that the issue of what facilities
AEP should include in its rate base is different from the issue
of what customer facilities are entitled to a credit. Both AEP
and trial staff supported the rolled-in approach and argued that
the question of credits for customer-owned facilities should not
be addressed in this proceeding.

Initial Decisi

The judge found that AIW's comparability and other arguments
"should be appropriately advanced in a different proceeding."
80 FERC at 65,055. He also rejected arguments by AIW that
certain AEP facilities should be eliminated from transmission
rate base because they do not serve a network function. Based on
these findings, the judge concluded that AEP's rolled-in approach
should be adopted.

33/ AIW contended that this definition of the grid would better
serve the goal of creating workable competitive power supply
markets by eliminating discriminatory transmission pricing
and encouraging all transmission owners to participate in
regional transmission grids.

34/ Rolled-in transmission rates are based on the costs ofs the
entire transmission system and reflect the fact that, when
there is an integrated system, all of the facilities in the
system are deemed to contribute to each use of the system.
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AT argued on exceptions that, under Order Nos. 888 and 888-
A, the standard for inclusion of transmission facilities in rate
base is the same standard as for inclusion of customer-owned
facilities. AI Brief on Exceptions at 10. That is,

the Transmission Provider must demonstrate that its
transmission facilities are integrated into the plans
or operations of the Transmission Provider to serve its
power and transmission customers. [Id. at S.]

AI claims that the Initial Decision failed to comply with this
standard because it failed to explicitly identify what AEP
transmission facilities are providing transmission service to its
power and transmigsion customers and it failed to identify what
customer-owned facilities are eligible for credits.

AT further argues that the Commission should provide an
"advisory opinion" on the issue of credits for customer-owned
facilities. AI Brief on Exceptions at 23-36.

With regard to AI's first point, while AEP agrees that any
facilities that are not used and useful in providing transmission
gervice should be excluded from rate base, it maintains that all
of the facilities included in its rate base meet that test and

are thus properly includable. AEP Brief Opposing Exceptions at
7-8.

Regarding AI's second point, AEP argues that the judge

correctly found that this issue is not properly before the
Commisgion in this case. AEP contends that this is confirmed by
explicit language in Order No. 888, where the Commission stated
that "cost credits related to customer-owned facilities . . . are
more appropriately addressed on a case-by-case basis where
individual clalms for credits may be evaluated against a specific
set of facts." 1Id. at 5, giting Order No. 888, FERC Stats.
& Regs. 9 31, 036 at 31, 743, AEP and trial staff contend that the
Commission does not have before it any specific claim for credits
for customer-owned facilities and therefore cannot evaluate such
a request,

Trial staff also argues that the judge correctly found that
the issue of customer credits should be treated when a service
agreement is negotiated, and that this issue is beyond the scope
of this proceeding.

Dj .
&+
We affirm the judge's finding on this issue with regard to
Al's first point. 1In

Kentucky Power Company and Ohiq Power
Company, 64 FERC § 61,112 at 61,923 (1993) (Kentucky & Ohio), we
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gtated, "[ulnder our pricing policy, it is proper for AEP
companies to develop their rates on the basis of a rolled-in,
system average for all grid facilities they use for transmission,
not just the lines that are at delivery voltage." Accordingly,
we agree with AEP's rolled-in approach to rate bage and we reject
Al's contention that these facilities must be more explicitly
identified.

As to AI's second point, its arguments here are the same as
those raised to the judge by AIW regarding its eligibility for
credits for customer-owned facilities, and we do not find these
claims persuasive. As we stated in Order Nos. 888 and 888-A, and
in other recent orders, the question of credits for customer-
owned facilities is best resolved on a fact-specific, case-by-
case basis. 35/ As noted by AEP and trial staff, AI identified
customer-owned facilities in this proceeding, but did not offer
any support to justify a credit for such facilities. Thus, we
affirm the judge's findings to accept AEP's rate base without any
adjustment for customer credits.

b. Accumulated Deferred Income Taxes - Rockport
2 _Plant Sale/lLeaseback

Background information explaining this issue was presented
in the Initial Decision, where the judge stated that:

AEP's Rockport 2 plant was sold in 1989 for $1.7
billion and leased back for an initial term of 33
years. The gain from the sale of the plant was
deferred and is being amortized, with the related
taxes, over the term of the lease. AEP functionalized
Accumulated Deferred Income Taxes (ADIT) based on a
grogs plant allocator. AEP took all of its company-
wide ADIT and assigned a portion of them to the
transmission function based on a fraction with plant in
gervice related to transmission in the numerator and
total plant in service in the denominator. ADIT is
used to reduce the investment base for purposes of
setting a transmission rate. [80 FERC at 65,055,
footnote omitted.]

Pogiti ¢ the P .
AIW asserted that it is inequitable and contrary to

Commission precedent to include in transmission rate base those
costs related to the ADIT associated with the Rockport 2 plant

35/ BSee Order No. 888, FERC Stats. & Regs. Y 31,036 at 31,743;
Order No. 888-A, FERC Stats. & Regs. Y 31,049 at 30,271; and
Allegheny Power Systems, 80 FERC Y 61,143 at 61,539 (1997).
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sale/leaseback (Account No. 190), 36/ but not credit transmission
customers with any offsetting gains related to that same
sale/leaseback. 37/ Consequently, AIW proposed adjusting the
functionalization of ADIT to remove ADIT relating to the Rockport
2 plant sale/leaseback. AIW claimed that the Commission
prev1ously addressed the proper ratemaking treatment of the costs
and gains associated with the Rockport 2 plant sale/leaseback in
Blue Ridge, where the Commission held that "ratepayers . . . are
entitled to . . . the entire benefit of the sale/leaseback.”

57 FERC at 61,373.

AEP's witness stated that AIW's proposed adjustment is a
piecemeal approach and that, if ADIT was uniformly removed from
all transmission plant, this would increase transmission plant in
rate base by more than $33 million. AEP is quite willing to make
this adjustment.

Trial staff agreed with AEP that AIW's proposal should be
rejected because it is piecemeal. Trial staff claimed that AIW
chose one item (the Rockport 2 plant sale/leaseback) and directly
assigned that item to generation, and then used the plant ratio
fraction for everything else. Trial staff asserts that this
approach is selective and unfair. Trial staff supports AEP's
original calculation.

Initial Decisi

The judge found that, notwithstanding AIW's arguments to the
contrary, Blue Ridge is 1napposite here. 1In Blue_Rldge the
Commission held that ratepayers are entitled to the gain from the
Rockport sale/leaseback and that the shareholders are not. The
issue in that proceeding did not involve ADITs. Conversely, in
this proceeding, the issue is the allocation of ADITS among
groups of ratepayers. Thus, the judge found that Blue Ridge does
not support AIW's position. 80 FERC at 65,055.

Exceptions

AT filed exceptions to the Initial Decision where it raised
arguments similar to those raised by AIW before the judge.

36/ Account No. 190 is a rate base addition; thus, by reducing
the costs from this account that are included in rate base,
the transmission customers' rates will be lowered. See Exs.
AIW-1 at 16-17 and AIW-4.

37/ See AI Brief on Exceptions at 36-39, citing Blue Ridge Power
Agency, et al. v. Appalachian Power Company, 57 FERC
Y 61,100 at 61,373 (1991i) (Blue Ridge).



Document Accession #: 19990802-0579 Filed Date: 07/30/1999

Docket No. ER93-540-006 - 15 -

AEP and trial staff opposed Al's exception and asserted
similar arguments to those they had advanced before the judge.

Di .

We agree with the judge that AI's reliance on Blue Ridge is
misplaced here. 1In Blue Ridge, we addressed whether ratepayers
or shareholders should receive the gain on the Rockport 2
sale/leaseback, 57 FERC at 61,373, while here the issue concerns
the proper allocation of ADITs between different groups of
ratepayers (i.e., transmission vs. requirements customers). We
find that AI is proposing a piecemeal approach that improperly
focuses on a change to only one component of ADIT. AI has failed
to sponsor an alternative allocation method for ADITs. Thus, we
deny AI's exception and affirm the Initial Decision.

c. Geperator Step-Up (GSU) Transformers

A GSU transformer is an electrical device that transforms
power from a lower voltage to a higher voltage. The GSU
transformers in question in this proceeding are those which step-
up voltages at the generation level to higher voltages at the
transmission level.

Pogiti f the P .

AEP maintained that GSUs should be included in transmission
rates because they perform a transmission function. AEP also
argued that the inclusion of GSUs in transmission rate base is
supported by Commission precedent. 38/

AT, WVPA, Blue Ridge, and trial staff argued that part of
the function of GSUs is production-related and that AEP should
not charge its transmission-only customers production-related
costg. These participants also argued that Commission decisions
supporting inclusion of GSUs in transmission rate base pre-date
Order No. 888 where the Commission required utilities to offer
unbundled open access transmission service. Thus, these

participants argued that the cost of GSUs should be excluded from
AEP's transmigsion rates.

Initial Decisi

The judge approved AEP's proposal to continue recovering the
cogts of its GSUs through its transmission tariff rates. The
judge found (80 FERC at 65,056-57) that this proposal was
supported by Commission precedent that provides that the purpose
of these facilitles is to transform, or step-up, generation for

-

38/ AEP cited Niagara Mohawk Power Corp., 42 FERC 9§ 61,143 at
61,352 (1988).
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the purpose of transmitting power "in bulk with less loss and at
less cost . . . ." 39/ While acknowledging that the precedent he
relied on was from the "pre-unbundling" era, the judge
nevertheless found it to be on point because, as in the instant
cage, it involved transmisgion-only service. The judge further
found that trial staff and intervenors failed to counter AED's
agsertion that its classgification is in accord with the Uniform
System of Accounts. 80 FERC at 65,057.

Exceptions

AI, Blue Ridge, WVPA, and trial staff filed exceptions to
the Initial Decision raising arguments similar to those they
raised at hearing.

AEP opposed each of these exceptions.
D .

In the past, the Commission functionalized a utility's
entire cost of GSU transformers as transmission-related and
allowed the utility to recover these costs through its rolled-in
transmission rate. However, in KU we decided to reverse our
policy in light of the Commission's unbundling of transmission
and wholesale generation services in Order No, 888. As we stated
in KU, given our actions in Order No. 888,

we believe it is appropriate to reexamine our policy on
the functionalization and the recovery of costs
associated with GSUs to ensure that unbundled services
customers are paying only their appropriate share of
the cost of services which they use. [85 FERC at
62,111.]

Our reexamination of GSU costs in KU persuaded us that the
costs of a GSU transformer should be directly assigned to its
related generating unit, not rolled into transmission rates.
Thoge same findings are applicable here. We therefore reverse
the Initial Decision to reflect our revised policy on the
recovery of GSU costg, as more fully articulated in KU.

3. Return on Equity

After the paper hearing, the parties to this proceeding
filed a Stipulation and Agreement (Stipulation) resolving the

39/ The judge cited Minnesota Power & Light Company, Opinidh No.

12, 3 FPERC | 61,045 at 61,137 (1978}, among other cases, for
this proposition.
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overall rate of return. 40/ Ex. Jt-3. The parties agreed that
the overall rate of return to be used to calculate transmission
rates in this proceeding would be 9.33 percent. Id. The judge
did not rule on this issue; he neither accepted nor rejected the
Stipulation. We accept the stipulated rate of return for the
following reasons: (1) it does not exceed the upper bound of the
ranges of reasonableness advocated by AEP and trial staff; (2)
our analysis indicates that the stipulated rate of return is
gufficient to assure confidence in the financial integrity of the
company, to allow AEP to attract capital, and to provide
investors with an adequate return; and (3) no party filed
exceptions to it. Thus, we find that the stipulated overall rate
of return is just and reasonable. 41/

4. Revenue Credits v. Demand Divisor Increase

There are two basic "off-system" ratemaking treatments:
cost allocation and revenue credit. Cost allocation treats the
transaction as part of the system load, with a portion of the
gystem costs allocated to the off-system sale. Under this
method, the demand divisor is increased to include the off-system
transaction. Revenue crediting does not allocate costs to the
off-gystem sale. Rather, on-system customers receive a credit
for the revenues associated with the off-system sales. Thus, the
off-system sale is not included in the demand divisor.

Pogiti f the Parti

As noted by the judge, "[tlhis issue concerns whether AEP
should increase its non-firm rate divisor to reflect full
transmission system capability, which would make revenue
crediting for non-firm rates unnecesgsary." 80 FERC at 65,060.

AEP advocated reflecting the demand of multi-year point-to-
point transmission service in the demand divisor, while crediting
other transmission revenues against its cost-of-smervice.
Specifically, AEP proposes credits to the cost-of-service for
revenues from transmission of electricity by others,
interruptible service revenues and system sales revenues related
to the transmission function.

40/ The signatories of the stipulation are AEP, AMP-Ohio, IMPA,
Blue Ridge, WVPA, Indiana Office of Utility Consumer
Counselor, and trial staff.

41/ BSee Bluefield Water Works & Improvement Company v. Pulklic
Service Commission of West Virginia, 262 U.S. 679, 693

(1923} ; FPC v. Hope Natural Gas Company, 320 U.S. 591, 605
(1944) .



Document Accession #: 19990802-0579 Filed Date: 07/30/1999

Docket No. ER93-540-006 - 18 -

AIW opposed revenue crediting, and instead argued that, with
respect to non-firm rates, the appropriate cost divisor is
transmission system capability as measured by AEP's generating
capacity plus firm, long-term transactions. AIW asserted that
the use of revenue credits to offset the non-firm revenue
requirement is inappropriate because revenues from the use of
excess capacity of the transmission system are already accounted
for in the demand divisor.

Trial staff opposed both the AEP and AIW approaches, and
argued that AEP should include all firm transmission service
demand in the demand divisor, and credit only revenues from non-
firm transmission service against the cost of service, as this
would be consistent with Commission's precedent. Specifically,
trial staff contended that its approach is consistent with Order
No. 888 wherein the Commission stated that it would allow point-
to-point firm transmission rates to be based on adjusted monthly
gsystem peak loads, which it defined as:

the transmission provider's total monthly firm peak
load minus the monthly coincident peaks associated with
all firm point-to-point service customers plus the
monthly contract demand resmervations for all firm
point-to-point service. [42/]

Initial Decisi

The judge found that tridl staff's proposed method was
supported by the provigions of Order No. 888. He therefore
adopted trial staff's proposal stating that:

a transmission provider's obligation to plan for, and
its ability to use, a transmigsion customer's reserved
capacity is clearly defined by that customer's contract
reservation. For these reasons, it is appropriate to
consider a firm reservation as the equivalent of a load
for cost allocation and planning purposes. [43/]

Exceptions

AT filed exceptions to the judge's findings, arguing that
the judge failed to address its proposal that the denominator for
this service should be get at an amount equal to "AEP's
generating capacity plus firm contract demands." AI Brief on
Exceptions at 53. In essence, AI contends that: (1) the
Commigsion recognizes that most non-firm service is less valuable

42/ Order No. 888, FERC Stats. & Regs. 9§ 31,036 at 31,738..

43/ 80 FERC at 65,061, citing Order No. 888, FERC Stats. & Regs.
Y 31,036 at 31,738.
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and should be priced below the level of firm service; and (2)
this should be accomplished through the use of a larger divisor,
and therefore a lower rate.

AEP and trial staff oppose AI's exception. Trial staff
agrees with AI's first contention, but not the second. Trial
staff states that where the non-firm rate is a ceiling, or "up-
to" rate capped at the firm rate (as here), the Commission has
congigtently allowed this treatment. Trial staff contends that
the use of the game divisor for both non-firm and firm services
and capping the non-firm rate at the firm rate is consistent with
Commission precedent, the Commission's Pricing Policy Statement,
and Order No. 888. 44/

Di .

We reject AI's argument that the Initial Decision did not
squarely address its proposal. BAs noted by the judge, we
resolved this issue in Order No. 888, where we concluded that it
is appropriate for non-firm service to be priced using up-to
rates with the ceiling rate set at the firm service rate. 45/ 1In
addition, we agree with trial staff that AEP should include the
demand for all firm transmission service in the demand divisor,
and only credit revenues from non-firm transmission against the
cost of service. Thus, we conclude that Al's exceptions raise no
arguments not already considered and rejected by the judge, and
we affirm the findings of the judge on thisg issue.

5. Demand Divisor

This issue involves the development of the demand divisor
for firm transmission rates.

Background

Initially, AEP proposed a non-customer-specific firm point-
to-point transmission rate based on a 12 CP demand divisor. 46/

44/ Trial Staff Brief Opposing Exceptions at 58-60, citing,
e.g., Central Maine Power Company, 54 FERC | 61,206 at
61,612 {(1991); Transmission Pricing Policy, FERC Stats.

& Regs. ¥ 31,005 at 31,137 (1994); and Order No. 888, FERC
Stats. & Regs. Y 31,036 at 31,743-44.

45/ Order No. 888, FERC Stats. & Regs. Y 31,036 at 31,743-44.

46/ 64 FERC at 62,977. Demand allocation determines the charge
allocated to a class of customers. Under the 12-month
coincident peak method, commonly known as the 12 CP method,
demand is allocated by taking the hour of highest usage (the

{continued...}
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In our order setting AEP's filing for hearing, we summarily
rejected AEP's proposal, citing our precedent in

Services, 61 FERC Y 61,339 (1992) (Southern). We gave AEP the
option of developing a "customer-specific" rate by allocating
AEP's total transmission-related revenue requirement using a
customer-specific revenue requirement using those customers' 12
coincident peaks and billing determinants, or to develop a non-
customer-specific rate using a 1 CP demand divisor. AEP elected
to maintain its non-customer specific approach, but nonetheless
filed a request for rehearing, asking us to allow it to use a 12
CP demand divisor in conjunction with a non-customer-specific
revenue requirement. We denied rehearing on this issue and
directed AEP to use the annual system peak (1 CP} as the demand
divisor. 67 FERC at 61,487. AEP complied with the Commission
order and filed a 1 CP demand divisor. 47/ AEP did not file a
petition for review of the Commission's orders.

Pogit] £ the D .

Notwithstanding that the issue was rejected by summary
disposition and was not set for hearing, AEP attempted to
preserve and litigate this issue at hearing and continued to
advocate a 12 CP demand divisor throughout the proceeding. AEP
argued that in Order No. 888 the Commission changed its policy
with respect to the use of a 12-CP demand divisor when a tariff
allows full flexibility for point-to-point service. AEP
contended that its tariff (filed in connection with its offer of
settlement and Order No. 888) allows this full flexibility, and
the use of a 12 CP demand divisor is thus appropriate. AEP
Initial Brief at.26-27.

Initially, trial staff supported AEP's request to use a 12
CP allocator based largely on the reasons given by AEP. Trial
staff argued that Commission precedent supports the use of a 12
CP divisor when the average of the 12 monthly peaks to the single
peak is more than 84 percent of the single system peak. Trial
staff asserted that this average for AEP's system isg 89.9
percent. Trial Staff Initial Brief at 49.

46/ (...continued)
coincident peak) in twelve consecutive months, determining
the percentage of peak use by each customer class during
each of the twelve months, and averaging the resulting
percentages for each customer class. By contrast, the 1 CP
method allocates demand among customer charges based on the
annual coincident peak.

47/ BAEP proposed a 1 CP demand divisor of 17,753 MW, reflgcting
its 1992 internal peak minus its interruptible loads and
generator direct loads, plus 1,258 MW of firm contract
demand. Ex. A-22.
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AIW argued that the Commission's orders setting this
proceeding for hearing summarily dismissed the 12 CP divisor as
an issue in this proceeding. Thus, AIW asserted the adoption of
a 12 CP rate at this late date would be both unfair and legally
impermissible in this proceeding. Blue Ridge and WVPA also
argued that the 12 CP v. 1 CP issue is no longer within the scope
of this proceeding. '

In addition to opposing AEP's 12 CP proposal on procedural
grounds, intervenors also opposed the method AEP used to develop
its 1 CP divisor. AIW argued that AEP's 1 CP calculation should
be adjusted to include: (1} an additional 329 MW of demand
associated with long-term transmission contracts; (2} 890 MW of
generator direct loads served by AEP; 48/ and (3) the Buckeye
Power Cooperative (Buckeye) load as a long-term load. 49/

Blue Ridge and WVPA argued that the peak demand used as the
divisor should be 35,000 MW, which is the projection of AEP's
transmission system capability. Blue Ridge and WVPA base this
argument on a technical paper prepared by an AEP engineer stating
that the system was designed to serve an expected load of 35,000
MW. 50/ However, if this approach is rejected in favor of using
an annual system peak, then alternatively Blue Ridge advocated
using AEP's 1993-94 winter peak (25,194 MW). Blue Ridge

48/ AIW and trial staff argued that another 890 MW should be
added to AEP'® 1 CP demand divisor to reflect certain
generator direct served loads (two specific retail loads,
see AEP Brief Opposing Exceptions at 22), because the
transmission facilities serving the two specific retail
loads are routinely included in AEP's transmission planning
and load flow studies. Exs. S-72; AIW-20; and AIW-11 at 39-
43.

49/ AEP opposed including in the demand divisor firm
transmission service AEP provides to Buckeye. AEP
acknowledged that this is a resource/load integration type
transaction, but it then argued that this transmission
should not be included in the demand divisor because
resource/load integration type service is not offered under
its open access tariff. Ex. AEP-55. AIW argued that AEP's
position is no longer valid because AEP is now offering
network integration service. Therefore, AIW contended that
the Buckeye loads should be included in the demand divisor.
Ex. AIW-11 at 38-39. The Buckeye load is 937 MW, which AEP
included as load for purposes of a 12 CP divisor.

50/ By comparison, the judge found that the single system ,peak
during the test year was 18,598 MW (80 FERC at 65,064) and
AEP's highest system peak occurred in 1993-1994, when total
load reached 25,174 MW (80 FERC at 65,065).
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contended that this peak represents AEP's proven transmission
system capability, and is "a more credible proxy for transmission
system capability than use of a test year peak exceeded in prior
or subsequent years." Blue Ridge Initial Brief at 18.

Initial Decisi

The judge noted that the Commission had considered the issue
of 1 CP vs. 12 CP in both its hearing order and its order on
rehearing in this proceeding, and that the Commission had
rejected AEP's proposed use of the 12 CP method in both
instances. The judge also found that, while Order No. 888 now
allows utilities to use a 12 CP demand divisor in their point-to-
point tariffs, it did not mandate the use of this method. Thus,

the judge rejected AEP's proposed 12 CP methodology. 80 FERC at
65,066. 51/

The judge found the appropriate divisor to be 17,753 MW as
calculated by AEP using a 1 CP demand divisor. The judge
rejected Blue Ridge's contention that the peak should be based on
the 1993-94 wintexr peak because the proceeding is based on 1992
test year costs.

Exceptions

While supporting the Initial Decision's adoption of a 1 CP
approach, Blue Ridge filed exceptions arguing that the judge
erred by relying on AEP's test-year peak figures to obtain the
demand divisor and by failing to consider alternatives suggested
by Blue Ridge and other interveners. In particular, Blue Ridge
argues that the judge failed to conasider peak loads subsequent to
the test year (e.g., the 1993-94 winter peak) as a measure of
system capability. Blue Ridge argues that consideration of these
loads would yield a demand divisor of 25,194 MW, an amount that
Blue Ridge claims represents AEP's proven transmission
capability. 52/

ATl and WVPA filed exceptions to the Initial Decision
reiterating the arguments they made before the judge in support
of their proposed 1 CP divisor.

AEP also filed exceptions to the Initial Decision and argues
that the Commission is not legally precluded from using a 12 CP

51/ The judge did not dispute that AEP may propose a 12 CP
methodology in future proceedings, but agreed with AIW that
this would require a new section 205 filing.

-

52/ Blue Ridge Brief on Exceptions at 12-15. This figure is the
highest monthly peak demand AEP had reached as of the date
Blue Ridge filed its initial testimony.
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divisor, and that the evidence AEP has submitted here supports
the use of a 12 CP diwvisor.

Trial staff filed exceptions to the judge's method of
calculating the single peak, arguing that it is inconsistent with
both Order No. 888 and the methodology adopted by the judge in
the Initial Decision. 53/ Trial staff further argues that the
rationale underlying the 1 CP figure adopted by the judge is
inconsistent with the determinations reached by the judge
elgewhere in the Initial Decision. 54/ Trial Staff Brief on
Exceptions at 20-24. However, trial staff supported the judge's
determination that AEP should be precluded, for procedural
reasons, from use of the 12 CP divisor in this proceeding. Trial
Staff Brief Opposing Exceptions at 29-30.

AEP, AI, WVPA, Blue Ridge, and trial staff filed briefs
oppoging exceptions.

Di .

We find AEP's efforts to preserve and litigate this issue at
hearing unavailing. We therefore reject AEP's exception
advocating the use of a 12 CP divisor, and we affirm the judge's
adoption of a 1 CP divisor in this proceeding.

We summarily rejected AEP's 12 CP proposal in both our
initial hearing order (64 FERC at 62,976-77) and in our order on
rehearing (67 FERC at 61,487):. 55/ By summary disposition, we
made a final determination resolving this issue and removing the
issue from further consideration in this proceeding. Any timely
challenge to this final determination would have had to have been
made in a petition for review to the U.S. Court of Appeals,

B3/ Trial staff's calculation started with AEP's monthly firm
peak load, then subtracted the monthly coincident peaks
associated with all firm point-to-point customers and added
the monthly contract demand reservations for firm point-to-
point service. This results in a 1 CP demand divisor of
19,537 MW.

54/ For example, in his ruling on the treatment of revenue
credits, the judge ruled that the contract demands of all
firm customers should be included in the demand divisor,

80 FERC at 65,060-61, and in his ruling on the annual demand
divisor, he adopted AEP'sm figure for the 1 CP, which does
not include all long-term firm transactions, id. at 65,066,

N

55/ The hearing order also gave AEP guidance on what cost
support should be submitted in a new filing seeking the use
of a 12 CP demand divisor. 64 FERC at 62,977.
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seeking appeal of this determination. However, no such appeal
was filed.

Moreover, to allow AEP to pursue this issue now would be
unfair to Intervenors who, based on our prior orders, quite
properly understood that this issue was no longer within the
scope of this proceeding. 56/ Thus, regardless of any subsequent
changes in Commission policy, it would be unfair and prejudicial
to the other parties -- and a violation of their due process
rights -- for us to consider anew the merits of AEP's 12 CP
proposal at this late stage of the proceeding. 57/

While AEP correctly notes that in Order No. 888 we revised
the policy we earlier had enunciated in Southern (and which we
relied on in our earlier orders to dismiss AEP's 12 CP proposal),
AEP fails to consider two important factors that relate to this
change in policy. PFirst, as noted by the judge, 80 FERC at
65,066, in Order No. 888 we did not give transmission providers
an automatic and immediate right to develop their rates using a
12 CP divisor; rather, we stated that commencing with the ordered
improvements in the tariff services we would no longer summarily
reject filings on this basis but would instead allow transmission
providers seeking a 12 CP divisor to make a filing with the
Commission supporting such a proposal and to pursue this at
hearing. 58/ Following the Commission's issuance of Order No.
888, AEP had the option of filing a new section 205 rate case,
seeking Commission approval to use a 12 CP demand divisor in
conjunction with non-customer-specific rates. It chose not to do
go0.

AEP instead chose to continue to raise this issue in the
instant proceeding (based on our issuance of Order No. 888}, even
though Order No. 888 was issued nearly three years after the
Commission's hearing order removing the 12 CP issue from this
proceeding. However, as discussed above, due to the finality of
our decision on this issue in this proceeding, we reject this

56/ See AT Initial Brief at 56-57; AI Brief Opposing Exceptions
at 31-33; WVPA Brief Opposing Exceptions at 15-16; and Blue
Ridge Brief Opposing Exceptions at 12-14,

57/ This is true regardless of the judge's decision to receive
into evidence AEP testimony in support of a 12 CP proposal.
It is within the purview of the Commission, not of the
judge, to define the scope of a proceeding and the
Commigssion already had reached a determination on the 12 CP
issue when it set this case for hearing before a judge.

-+
58/ Order No. 888, FERC Stats. & Regs. Y 31,036 at 31,737-38.
See also Order No. 888-A, FERC Stats. & Regs. Y 31,048 at
30,263.
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effort. For these reasons, we reject AEP's proposal to allow it
to develop its point-to-point transmigsion rates using a 12 CP
divisor.

AEP advocated a 1 CP demand divisor of 17,753 MW, which was
adopted by the judge, but, as pointed out by AIW and trial staff,
this number is inconsistent with other determinations in the
Initial Decision. We reject 17,753 MW as 1 CP demand divisor.
Trial staff proposed a 1 CP demand divisor of 19,537 MW, which is
derived by adding the following: (1) 16,495 MW - adjusted
internal peak load; 59/ (2) 799 MW - for firm contract demand;

(3) 1,304 MW - for firm transmission for others; (4) 890 MW - for
two specific retail loads; &0/ and (5) 49 MW - for the
Indianapolis P&L sale. We adopt trial staff's proposed 1 CP
demand divisor with one modification. &1/ We affirmed the
judge's decision to treat the Indianapolis P&L sale as a revenue
credit; therefore, we modify trial staff's proposal by adopting
19,488 MW (19,537 MW minus 49 MW) as the 1 CP demand divisor.

6. Appalachian Pricing Method Issues

Appalachian pricing is a rate design method approved by the
Commission for short-term service expected to be taken only
during peak periods. The hourly charge is developed assuming
usage of 16 hours a day, five days a week, 52 weeks a year (i.e.,
4,160 hours per year) in contrast to the 8,760 total hours in a
year. 62/ Under this rate design, 100 percent of the annual cost
of service is equally distributed to each of the 52 weeks in a
year; 100 percent of the weekly cost is equally distributed to
five of the seven days in a week (Saturday and Sunday are off-
peak days and are excluded); and 100 percent of the daily
(weekday) cost is equally distributed to 16 of the 24 hours in a

59/ See Exhibit A-24,

60/ Trial staff claimed that the Buckeye load of 937 MW is
included in the 1,304 MW. Trial Staff Brief Opposing
Exceptions at 34.

61/ We start with AEP's proposed internal peak load of 16,495 MW
(item 1). We add to this trial staff's proposed adjustments
for long-term firm transmission service (items 2 and 3) and
890 MW (item 4) for two specific retail loads (as argued by
ATW and trial staff). We subtract 49 MW (item 5), based on
our findings on the Indianapolis P&L sale. #

62/ See Appalachian Power Company, 39 FERC 9§ 61,296 (1987)
(Appalachian) .
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day {(the other 8 hours are off-peak hours and are excluded). 63/
In addition, to prevent over-recovery, this rate is accompanied
by a proviso that no customer can be charged more than the
equivalent daily or weekly rate (e.g., charges for hourly usage
are capped at the equivalent daily rate). 39 FERC at 61,964-65.
The Appalachian rate design method was established on the theory
that a customer who uses the transmission system for 16 peak
hours in a day should pay the same contribution to the fixed
costs of the transmigsion system as a customer who has reserved
capacity on a daily basis. Id. at 61,965.

o ,

AEP proposed to use the Appalaghlan method for developing
its hourly and dally transmigsion rates for short-term

transmission service. Trial staff generally supported AEP,
arguing that it is appropriate for AEP to develop its on-peak
hourly and daily rates using the Appalachian method, but only if
it also offers off-peak service with hourly and daily rates

developed using seven days for daily service and 8,760 hours for
hourly service.

ATW and Blue Ridge contended that the Appalachian method
should be abandoned and a pricing method that encourages -
economically efficient transactions should be used instead. They
further contended that trial staff's approach is not sufficient
because the only reasonable method for time-differentiation is to
reduce the off-peak rates, not to raise the on-peak rate even
further above the cost of service (which they claim would be the
result of trial staff's proposal). AIW argued that AEP should
uge gystem capacity as the denominator to calculate the non-firm
rate because they contended that system capacity represents a
conservative measure of AEP's actual capability. In addition, an
AIW witness proposed a six day divisor for daily service.

Initial Decisi

The judge found trial staff's peak/off-peak proposal to be a

reasonable adjustment to the Appalachian method for this
proceeding. He stated:

Staff's proposal achieves the Commission goal of
recovering [costs] from those who take service at the
time of the peak 4,160 hours while off-peak rates are
based upon a distribution of annual costs over all
8,760 hours. [80 FERC at 65,069.]

+

63/ The use of a five day week, 16 hour day and 52 week year
results in 4,160 peak hours in a year.
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Thus, the judge reasoned, customers using short-term transmission
service during off-peak hours do not constrict the system during
the critical load period and should pay less than they would
under the Appalachian method. Therefore, the judge found that
trial staff's proposal would result in just and reasonable rates,
and he adopted it. Id.

Exceptions

AI and WVPA claim that the Initial Decision is intermnally
inconsistent because on the one hand it rejects using the
Appalachian method in developing hourly rates for short-term
transmission system sales and buy/sell transactions, while on the
other hand it approves the Appalachian method for non-firm
transmission rates. 64/ AI and WVPA argue that the Commission
should find that an 8,760 hour year should be used in determining
on-peak non-firm hourly rates for both revenue credits and unit

rates in the Open Access Tariff. 65/ AEP and trial staff oppose
Al's and WVPA's exceptions.

Di .

The theory behind Appalachian pricing is that a customer who
uses the transmission system for 16 peak hours in a day should
pay the same contribution to the fixed costs of the transmission
gystem as a customer who has reserved capacity on a daily basis.
39 FERC at 61,965. We have previously determined that

pricing is not wa¥ranted where it has not been shown
that 16 hours is a good proxy for total daily usage.

We disagree with AI's and WVPA's contention that the Initial
Decision is internally inconsistent because it uses the
Appalachian method for non-firm tranemisgion rates but not for
certain revenue credits. AI and WVPA are referring to bundled
non-firm, short-term system power sales transactions that AEP
engaged in during the 1992 test year. AEP reflected a credit of
$25.8 million for the transmission component of the non-firm
short-term system power sales to which AI refers. These
transactions occurred prior to open access. Therefore, AEP did
not separately calculate a transmission component for these
bundled power sales, but instead estimated a transmission revenue
credit, thereby reducing the cost of service by the estimated

64/ AI and WVPA.ask us to compare the judge's finding basing
credits for buy/sell and off-gystem sales on an 8,760 hour
test year (which we affirmed summarily, see note 18 supra)
to his ruling using a 4,160 hour year for determining the
on-peak non-firm transmission rate (80 FERC at 65,068-69).

65/ WVPA Brief on Exceptions at 22; Al Brief on Exceptions at
58-60.
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transmission credit. The Initial Decision approved the estimate
as reasonable, 80 FERC at 65,062, and we affirm this finding for
the reasons stated by the judge. Intervenors have not contended
that AEP's proposal would result in unjust and unreasonable rates
or in an overrecovery of costs. Instead, they argue it is
inconsistent with other findings made in the Initial Decision.

As mentioned above, we disagree. Therefore, there is no
impediment to accepting AEP's proposal and rejecting the
arguments of AT and WVPA.

Accordingly, we affirm the finding of the judge on this
isaue.

B. ANCILLARY SERVICES RATES

1. Levelized Gress Plant Method v. Non-Levelized Net
Plant Method

Posit] £ the Parti

AEP recommended using the levelized gross plant methodology
to determine rates for ancillary service. AEP explained that its
reasoning for using this methodology is the same as discussed for
base transmission rates. However, AEP believed that where -
services are available from third parties, rates should be
market-based rather than cost-based. AEP Initial Brief at 32.

ATW argued that ancillary services rates should be developed
using non-levelized net plant methodology.

Trial staff argued that three of the six ancillary services
-- Regulation and Frequency Response Service, Operating Reserve -
Spinning Reserve Service, and Operating Reserve - Supplemental
Reserve Service -- are not monopoly services because transmission
customers can provide these services and put a downward pressure
on the prices offered by AEP. Moreover, trial staff argued that
AEP's levelized gross plant rates are "up to" rates that AEP can
discount on a non-discriminatory basis. Based on this, trial
staff concluded that developing rates for these three ancillary
gervices on a levelized gross plant is not unreasonable.

Initial Decisi
The judge found that the non-levelized net plant methodology

for developing ancillary services rates is appropriate for the
same reasons as discussed with respect to transmission rates.

Exceptions

No party filed exceptions to the judge's decision.
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We reversge the judge's finding on our own initiative and
determine that AEP's proposal to price these ancillary services
using the levelized gross plant method is reasonable. We have
repeatedly approved the use of the levelized gross plant method
of pricing as a reasonable approach. Although in this
proceeding, as in KU, we have rejected company proposals to use a
levelized gross plant method to price transmission tariff rates,
this was because these cases involved company proposals to switch
pricing methods (from a non-levelized net plant pricing to a
levelized gross plant pricing) in mid-stream for what were
gimilar transmission services. It is this switching of methods,
and not the levelized gross plant method itself, that we find has
led to the development of rates that have not been shown to be
just and reasonable. Conversely, here there is no switching of
methods involved because these ancillary services are new
services that were not previocusly provided as sgeparate services.
This is a key distinction that makes the KU precedent on the
pricing of transmisgion rates inapposite here.

For these reasons, and because no party has shown that the
ancillary rates produced by AEP's levelized gross plant method
are otherwise unjust, unreasonable or unduly discriminatory, we
adopt AEP's pricing approach.

2. Scheduling, System Control and Dispatch Service

We agree with the judge that there are no remaining issues
involving this ancillary service. 80 PFERC at 65,071. Ex. Jt-1
at 21. The per unit rates will be affected by the cost divisor
ultimately found just and reasonable, which we find is the same
divisor we found proper for the base transmisgsion rate -- 19,488
MW. See section TIII.A.5 above.

3. Reactive Supply and Voltage Control (VAr)
a. Active and Reactive Allocation Factor
Positi £ the [ i

AEP explained that since generator/exciters and an allocated
portion of accessory electric equipment produce active and
reactive power, "it was necessary to arrive at an allocation
factor to segregate the reactive (VAr) production function from
the active power (Watt) production function." AEP Initial Brief
at 37. While both AEP and trial staff generally agreed on the
methodology to calculate allocation factor applicable to reactive

L4



Document Accession #: 19990802-0579 Filed Date: 07/30/1999

Docket No. ER93-540-006 - 30 -

production, €6/ they disagreed on the location at which the
reactive capability should be measured. Depending on the
measuring point location chosen, costs will be shifted between
customers taking transmission service and native load customers.
AEP asserted that the name-plate reactive capability at the
generator terminals should be used. &7/ Trial staff explained
that some of the reactive power produced by the generators
actually is consumed by AEP's plant auxiliary loads and by the
GSUs, before it reaches the transmission system. 68/
Accordingly, trial staff argued that the Commission should not
use the generator's nameplate reactive capability, but instead
should use the reactive capability at the GSU terminals available
to the transmission system. Ex. S-88. Thus, while AEP proposed
a reactive power allocation factor of 21 percent, trial staff
recommended only 11.47 percent.

AEP, however, maintained that the GSUs should remain a part
of the transmission system. Also, even if GSUs are
functionalized to production, AEP argued that despite the
reactive power losses associated with auxiliary loads and GSUs,
the generating plant must be capable of producing reactive power
in excess of that which ultimately reaches the transmission
system in order to have enough reactive power remaining to
provide adequate voltage support on the transmission system. AEP
Reply Brief at 43.

Initial Decisi

The judge found merit in AEP's argument that there must be
enough reactive power remaining at the transmission terminal to
provide the voltage control support on the system. Accordingly,
he determined that AEP's proposed 21 percent allocation factor
for reactive power measured at the generator terminals was just
and reasonable., £9/

66/ The parties agreed to use the formula MVAr’/MVA’ to
determine the allocation factor.

67/ AEP maintains that reactive capability should be measured at
generator terminals (the low-voltage side of the GSU), while
trial staff maintains that it should be measured at the GSU
terminals nearest to the transmission system (the high-
voltage side of the GSU).

68/ As noted earlier, trial staff argued that the GSUs should be
refunctionalized to production.

69/ 80 FERC at 65,079. The judge found that the GSUs perform
transmission functions. Id. He therefore did not reach
trial staff's contentions that relied on the facilities

{continued...)
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Trial staff filed exceptions arguing again that, during the
step up of power and energy from the generator terminal voltage
to transmission voltage, some of the reactive power produced by
the generators actually is consumed by AEP's plant auxiliary
loads and by the GSUs. 1In its exceptions, trial staff reiterates
its position that the critical issue here is whether GSUs perform
a transmission function or a generation function. Trial staff
argues that the judge erroneocusly determined that the GSUs should
be assigned to the transmission function, and that, consequently,
the reactive power losses in the GSUs belong to the transmission
function. However, trial staff contends that the judge's finding
was erroneous. Trial staff states that, in the event the
Commigsion reverses the judge on GSUs, it should adopt the trial

staff's reactive power allocation factor of 11.47 percent. Trial
Staff Brief on Exceptions at 32-33.

In its Brief Opposing Exceptions, AEP disagrees with trial
gstaff's contention that the functionalization of GSUs to
transmission or production is controlling on this issue because
the allocation factor is based on capability. AEP argques that,
irrespective of the location at which reactive power capability
is measured, the generating equipment must be capable of
producing reactive power in excess of that which ultimately
reaches the transmission system in order to have enough reactive
power remaining to provide adequate voltage support on the
transmission system. AEP Brief Opposing Exceptions at 37-38.

Di .

We adopt the judge's finding that 21 percent is the
appropriate allocation factor to segregate the costs of reactive
(VAr) production from those of active (Watt) production. We are
not persuaded by trial staff's assertion that the reactive
capability of the generators should be reduced by the VArs
consumed by GSUs and auxiliary loads before developing an
allocation factor. We agree with AEP (and the judge) that the
allocation factor should be based on the capability of the
generators to produce VArs and that this capability should be
measured at the generator terminals. We find merit in AEP's
agsertion that a generating plant must be capable of producing
reactive power in excess of that which ultimately reaches the
transmisgsion system in order to have enough reactive power
remaining to provide adequate voltage support on the transmission

69/ (...continued)
being deemed to perform generation functions.
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system. 70/ See AEP Reply Brief at 43. For these reasons, and
for the reasons stated by the judge in the Initial Decision, we
affirm the judge's ruling on this issue in the Initial Decision.

b. IInrelated O&M Expenses
o ¢ the Parti

AEP proposed to include all O&M expenses that are directly
and indirectly related to the production of reactive power in its
carrying charge rate 71/ of 22.1 percent. AEP claimed that its
methodology excludes O&M expenses unrelated to reactive power
production. Exs. A-28 at 1; and A-95. Trial staff agreed.

Trial Staff Reply Brief at 39.

AIW argued that AEP's method will lead to an overrecovery of
its O&M expenses because in developing its carrying charge, AEP
improperly included costs from O&M accounts that have no direct
relation to the production of reactive power. AIW also argued
that AEP's method allocates O&M expenses on a different basis
than it allocates plant costs related to VAr production. in
addition, AIW argued that AEP should remedy the problem by
performing an account-by-account analysis of which O&M costs are
actually related to the production of reactive power, and that
only those costs should be included in the development of the
fixed charge rate. Ex. AIW-11 at 58. AIW Initial Brief at 70-
71. :

AEP disagreed with AIW's argument that O&M expenses
indirectly related to production equipment should be excluded
from the development of the carrying charge rate because they do
not directly contribute to reactive power production. AEP
Initial Brief at 39-40. AEP further stated, "[t]lhere is no
production equipment [that] does not contribute to reactive power
production." Ex. A-53 at 43.

Initial Decisi

The judge ruled that AIW's method of allocating O&M expenses
related to reactive power production is superior to AEP's method
because AIW logically assigned 0O&M expenses to the VAr producing
equipment in the same proportion as its investment in such
equipment. The judge found that AEP had not justified why O&M

70/ However, we will require AEP to recalculate the transmission
loss factor to exclude real power losses that take place in
GSUs.

-
71/ Carrying charge is a component of revenue requirements that
provides for the return of and on capital invested in plant,
taxes, and insurance premiums.
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expenses related to VAr production should be allocated on a
different basis than the plant costs related to VAr production,
and he thus rejected AEP's proposal {(which would have produced
higher rates). The judge found AIW's approach to be reasonable
because it provided for a consistent treatment of the plant costs
and O&M expenses related to VAr production. The judge also found
that AEP's argument (that there is no production equipment that
does not contribute to reactive power production) is unavailing
because the issue here does not concern the total exclusion of
the O&M expenses from the VAr charge, but instead involves the
proper allocation of O&M expenses to the VAr charge. However,
the judge noted that in accordance with his ruling that the non-
levelized net plant method is appropriate for developing
ancillary services rates, the issue of allocation of O&M expenses
is moot because there will be no carrying charge under the non-
levelized method. 80 FERC at 65,081-82.

Exceptions
No party filed exceptions on this issue.
E L} L]

In accordance with our ruling approving AEP's use of a
levelized gross plant rate design for developing the ancillary
gervices rates, the proper allocation of reactive power O&M
expenses is no longer moot. We affirm the judge's f£inding that
AIW's method of allocating reactive power O&M expenses is

superior to AEP's method for the reasons stated in the Initial
Decision.

AEP proposed to allocate the minimum East Central
Reliability Council (ECAR) requirement of a 6 percent operating
reserve level as follows: 1.5 percent for Regulation and
Frequency Response Service; 1.5 percent for Spinning Reserve

Service; and 3 percent for Supplemental Reserve Service. AEP
Initial Brief at 40-41.

While no party took issue with AEP's allocation of 3 percent
for Supplemental Reserve Service, trial staff, AIW, and IUCC
disagreed with AEP's method of dividing the 3 percent ECAR
minimum Spinning Reserve in egual amounts between Regulation and
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Frequency Response and Spinning Reserve. 72/ Noting that there
are no industry guidelines available on this matter, and that AEP
failed to provide data to track moment-to-moment variations
{which would have enabled the parties to more accurately allocate
this 3 percent figure), trial staff developed its own 4-step
method based on AEP's hour-to-hour load deviations. In
developing its 4-step method, trial staff made four "simplifying
assumptions." 73/ Using that method, trial staff calculated 1
percent for Regulation and Frequency Response Service and 2
percent for Spinning Reserve Service. 74/ AEP opposed trial
staff's proposed allocation and methodology, contending that
gseveral of the underlying assumptions made by trial staff served
to understate the amount of capacity needed for regulation and
frequency response service to follow load.

Initial Decisi

The judge rejected AEP's criticism of trial staff's approach
as conclusory and found that AEP neither provided data to track
moment - to-moment variations nor any evidence to support its claim
that trial staff's estimate for regulation and frequency response
service was understated. The judge also noted that although AEP
stated in its Initial Brief that it would discuss this issue in
detail in its Reply Brief, AEP'® Reply Brief does not even
address operating reserves. AEP Initial Brief at 41. The judge
then held that until a standard is developed and endorsed by the
Commission, trial staff's formula is reliable to calculate the
level of Regulation and Frequency Response Service for AEP.

Thus, the judge allowed AEP to recover 1 percent of its
production costs for the provision of Regulation and Frequency
Response Service and 2 percent for the provision of Spinning
Reserve Service.

Exceptions

AEP filed exceptions to the judge's decision and argues that
trial staff's four "simplifying assumptions" are not
repregentative of actual AEP operating conditions. AEP asserts
that, in addition to a Spinning Reserve requirement of three

72/ The parties agreed that AEP carries a total of 6 percent of
capacity to provide for the following three ancillary
services: (1) Regulation and Frequency Responge Service,
(2) Spinning Reserve Service, and (3) Supplemental Reserve
Service.

73/ Trial staff's "simplifying assumptions" are described in
Trial Staff's Brief Opposing Exceptions at 40. ¥

74/ Trial Staff Initial Brief at 65. AI Initial Brief at 71.
IUCC Initial Brief at 30-31.
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percent, an additional three percent is required for Regulation
and Frequency Response Service merely to follow the load trend
(for a total of six percent). Nevertheless, AEP proposes only to
recover a Regulation and Frequency Response Reserve of 1.5
percent and a Spinning Reserve of 1.5 percent (for a total of
three percent). AEP Brief on Exceptions at 34.

Trial staff argues that a proper breakdown between
Regulation and Frequency Response Service and Spinning Reserve
Service is important because a customer has fewer options
available for obtaining Regulation and Frequency Response
Service. Trial staff points out that while both services can be
obtained from a source other than the transmission provider,
Regulation and Frequency Response Service can only be provided by
generators that are operated under Automatic Generation Control
or some NERC-approved method that enables the generator to
instantaneously follow load, thus creating technical limitations
on a purchaser's ability to obtain this service from a provider
other than the transmission provider. Trial staff argues that
such limitations do not exist for competitively obtaining
Spinning Reserve Service. Trial Staff Brief Opposing Exceptions
at 36-43,

Di .

We reverse the judge and, based on the evidence presented in
the record, approve AEP's proposal that the pricing of Regulation
and Frequency Response Service, Spinning Reserve Service and
Supplemental Reserve Service should be allocated based on 1.5
percent, 1.5 percent, and 3.0 percent of production costs,
respectively. As noted above, there were no industry guidelines
for the pricing of these ancillary services at the time this case
wasg litigated, and thus AEP attempted to allocate the ECAR
minimum requirement among these services. No participant has
demonstrated that AEP's proposal is unreasonable, and indeed, the
fact that the different approaches used by AEP and trial staff
each produces a combined rate of 3.0 percent for Regulation and
Frequency Response Service and Spinning Reserve Service
corroborates the reasonablenegss of AEP's overall end result,
based on the evidence presented in the record. AEP is only
required to show that its proposal is reasonable; not that its
proposal is the only reasonable result on this record, or that
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its proposal is superior to all other proposals. 75/ For these
reagons, we adopt AEP's proposal.

b. ot} Prod . Faciliti
Pogit] f the Parti

AEP did not seek to include GSUs in developing its ancillary
services rate because it included GSUs in developing its base
transmigsion rate. However, trial staff argued that GSUs are
used in providing generation-based ancillary services to
transmission customers, and therefore, the cost of GSUs should he
included in the rate for those ancillary services. 76/ Trial
Staff Initial Brief at 72-73. AIW opposed trial staff's proposal
to include GSUs in the charges for AEP's generation-based
ancillary services, arguing that these services are provided at
the generation bus and do not require the use of GSUs. AI
Initial Brief at 71-72. BEx. AIW-46 at 20.

Initial Decisi

The judge determined that, consistent with his finding that
GSUs perform a transmission function, GSU costs already are
allocated to transmission customers. He held, therefore, that
GSUs should not be included as a cost for any of the ancillary
services.

D ] (]

As discussed above, in section III.A.2.¢, our reexamination
of GSU costs in KU persuaded us that the costs of a GSU

75/ See City of Bethany v. FERC, 727 F.2d 1131, 1136 (D.C. Cir,
1984), cert. denied, 467 U.S. 917 (1984) (utility need
establish only that its proposed rate design is reasonable,
not that it is superior to all alternatives); MCI
Telecommunications Inc. v. FCC, 627 F.2d 322, 340 (D.C. Cir.
1980) (the standard of "just and reasonable" does not
require that the rates be perfect); New England Power
Company, Opinion No. 352-A, 54 FERC Y 61,055 at 61,198,
aff'd sub nom. Town of Norwood, Mass. v. FERC, 962 F. 2d 20
(D.C. Cir. 1992) (a proposed rate design need only be shown
to be just and reagonable, not superior to all
alternatives).

76/ The generation-based ancillary services referred to by trial
staff are: (1) Reactive Supply and Voltage Control; 2)
Regulation and Frequency Response Reserve Service; (3)
Operating Resgerve - Spinning Reserve Service; and (4)
Operating Reserve - Supplemental Reserve Service.
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transformer should be directly assigned to its related generating
unit, not rolled into transmission rates. In KU, we stated that:

GSUs also perform an important function in the
provigion of a new category of services we identified
in Order No. 888, ancillary services (e.g., Operating
Reserve, Regulation and Frequency Response Service,
Reactive Supply and Voltage Control). Ancillary
services supplied from generation resources cannot be
provided without reliance upon GSUs, regardless of
where power is coming from or going to.

In short, we find that GSUs are used in the provision
of both generation and ancillary services, and that the
costs of these facilities should be charged to the
customers using these facilities. [85 FERC at 62,112].

Therefore, we find that it is appropriate to include the
cost of GSUs in developing rates for all ancillary services that
are supplied from generation sources. Accordingly, we reverse
the judge's finding in the Initial Decision that GSUs should not
be included as a cost for any of the ancillary services, and we
instead adopt trial staff's proposal to include GSU costs in
ancillary services rates.

5. Energy Imbalances
Order No. 888-A defines Energy Imbalance Service as follows:

Energy Imbalance Service is provided when the
transmigsion provider makes up for any difference that
occurs over a gingle hour between the scheduled and the
actual delivery of energy to a load located within its
control area. For minor hourly differences between the
scheduled and delivered energy, the transmission
customer is allowed to make up the difference
adjusting its energy deliveries to eliminate the
imbalance. A minor difference is one for which the
actual energy delivery differs from the scheduled
energy by legs than 1.5 percent, except that any hourly
difference less than one megawatt-hour is also
considered minor. Thus, the Final Rule established an
hourly energy deviation band of +/- 1.5 percent (with a
minimum of 1 MW) for energy imbalance. [27/]

. . by

77/ FERC Stats. & Regs. { 31,048 at 30,229. In Order No. £88-3,
the Commission clarified the definition of Energy Imbalance

Service provided in Order No. 888, FERC Stats. & Regs.
Y 31,038 at 31,960-61.
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a. Deadband
Positi ¢ the P .

AEP offered a deviation band (also known as a "deadband") of
1.5 percent, consistent with the figure we required in Order No.
888. 78/ AIW argued that the deadband of 1.5 percent is too
small and discriminates against smaller systems. AI Initial
Brief at 42, AI Reply Brief at 62.

Trial staff argued that AEP complied with the Commission
requirements by establishing a deadband of +/- 1.5 percent.
Trial Staff Initial Brief at 73-74.

Initial Decisi

The judge rejected arguments made by AIW and ruled that AEP
properly included a deadband of +/- 1.5 percent, as required by
Order No. 888. 80 FERC at 65,085.

Exceptions

AIW filed exceptions, generally reiterating its arguments
made before the judge. 79/ 1In opposing AIW's exceptions on this
issue, trial staff argues that changing the size of the deadband
would amount to changing a term and condition of the Order No.
888 pro forma tariff, which is beyond the scope of this
proceeding. AEP and trial staff point out that Order No. 888-A,
while keeping the deadband at +/- 1.5 percent, modified the
minimum permissible energy imbalance deviation from 1 MW to 2 MW
to address the concerns raised by smaller systems such as AIW.

Di ;

We affirm the judge. In Order No. 888-A, we addressed the
issue of the size of the deviation band in detail. There, we
held that a bandwidth of 1.5 percent promotes good scheduling
practices by transmission customers and that the implementation

78/ When the energy imbalance ig within the prescribed
bandwidth, the energy may be returned in kind. When the
energy imbalance is outside the bandwidth, specific rates
are applicable as discussed below. s

79/ AI Brief on Exceptions at 71-72; WVPA Brief on Exceptions at
23-24,
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of scheduled transactions should not overly burden others. 80/
Also, as noted by AEP and trial staff, in Order No. 888-A we
modified the minimum permissible energy imbalance deviation from
1 MW to 2 MW. 81/ We therefore conclude, as did the judge, that
AEP's proposals on bandwidth comply with the requirements of
Order Nos. 888 and 888-A. Accordingly, we affirm the judge's

finding on this issue for the reasons set forth in the Initial
Decision.

b. Charges for Under-Scheduled Power
Pogiti f the Parti

AEP argued that a transmission customer should pay a charge
of 100 mills/kWh for under-scheduled energy outside the deadband.
82/ Trial staff supported this charge stating that such a charge
would act as a deterrent to transmission customers who fail to
provide enough energy to meet their actual load.

AIW argued that all under-scheduled energy should be
returned in kind. However, AIW asserted that a 100 mills/kWh
charge may be reasonable for under-scheduled energy which exceeds
the 7.5 percent (i.e., 1.5 percent for the deviation band plus 6
percent for operating reserve services) the customer purchases
from AEP or supplies itself.

Ipitial Decisi

The judge found AIW's position that all under-scheduled
power be returned in kind to be inconsistent with the Order No.
888 provision that requires a separately stated charge for such
under-scheduled power. The judge also found that AEP's 100
mills/kWh charge was reasonable because such a charge accounts
for the fact that the imbalances occur on an hourly basis. The
judge ruled that AIW's interpretation that customers that buy
operating reserves from AEP are entitled to a 7.5 percent
deadband is not correct, and that Order No. 888 provides for
several ways in which the customer may reduce or eliminate the
need for energy imbalance service, such as dynamic scheduling.

80/ See Order No. 888-A, FERC Stats. & Regs. | 31,048 at 30,232-
33.

81/ Id.

82/ 100 mills/kwWh was the rate utilities typically charged their
customers for emergency power service, and in Detroit Edison
Company, Opinion No. --, 88 FERC Y 61,--- (1999) (Detroit
Edison), we recently found that energy imbalance service is
similar to emergency power service.
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Exceptions

AT argues that a 100 mills/kWh charge might be reasonable if
the deadband is expanded to include operating reserves. However,
AI contends that since the judge did not expand the deadband to
include operating reserves, the charge should be no greater than
AEP's out-of-pocket costs, AI and WVPA argue that the charge for
energy outside the deadband is too high and not cost-justified.
ATl Brief on Exceptions at 72; and WVPA Brief on Exceptions at 14,
22-24.

Di ‘

As we explained above, "Energy Imbalance Service" is used to
supply energy for mismatches between scheduled deliveries and
actual loads that may occur over a single hour. We did not
intend it to be used as a substitute for operating reserves. See
Order No. 888-A, FERC Stats. & Regs. Y 31,048 at 30,230.
Furthermore, we find that a 100 mills/kWh charge for
underscheduled energy outside the deadband is reasonable because
such a charge will act as a deterrent to transmission customers
who fail to provide enough energy to meet their actual load. 1In
addition, in Detroit Edisop we recently found that energy
imbalance service is similar to emergency power service, and that
100 mills/kWh is the rate utilities typically have charged their
customers for emergency power service. Accordingly, we affirm
the judge's finding on this issue.

6. Losses

a. Reserve Margin
Positi £ the Parti

AEP proposed a 20 percent reserve margin in calculating
costs associated.with capacity required to make up for losses.
AEP explained that: (1) losses are similar to firm load; (2)
losses cannot be controlled and are not subject to curtailment;
and (3) transmission customers do not have to buy loss service
from AEP and instead are free to make alternative arrangements to
supply losses. AEP Initial Brief at 43; Ex. A-28.

AW disagreed with AEP's proposal and argued that a
transmission customer is required to provide spinning and
supplemental operating reserves for the full amount of its load
and losses under AEP's tariff Schedules 5 and 6. Therefore, AIW
asserted that an obligation to pay for a separate 20 percent
reserve margin is essentially a double charge.

-
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Initial Decisi

The judge ruled that although the transmission customers
have alternative ways of supplying losses, a 20 percent reserve
margin for losses on top of spinning and supplemental operating
regserves of 6 percent would amount to double counting of
reserves. Therefore, the judge determined that a 14 percent
reserve margin is appropriate in this case for calculating
capacity costs for losses.

Exceptions
No party filed exceptions to the judge's decision.
D ') 1

We reverse the judge's finding on our own initiative.
Notwithstanding the fact that there were no exceptions filed to
the judge's determination that a 14 percent reserve margin is
appropriate, we find no basis for AEP's contention that any
reserve margin ig cost-justified for loss service. First, AEP
has sponsored no studies or quantitative evidence showing that a
regserve margin of any amount is cost-justified for loas service,
and there is no Commission precedent supporting such a charge.
Second, in Order No. 888 we neither required customers to take
such a service from their transmission providers or for
transmigsion providers to provide such a service. There is no
basis for AEP to assess a charge under its open access tariff for
a gervice that is not even offered under that tariff. Finally,
we disagree with AEP's claim that losses are similar to firm
load. 1In fact, AEP's provision of loss services is discretionary
both for AEP and its customers. Thus, we find no justification
for AEP's imposition of a charge for reserves for loss service.

b. Transmission Loss Factor
POSLL] £ the i

AEP proposed a transmigsion loss factor of 3.6 percent. AIW
contended that AEP's loss factor is excessive arguing that: (1)
AEP did not provide any support that losses from theoretical load
flow and other studies represent actual system losses; and (2)
losses on AEP's local area network and distribution system
(facilities below 69 KV) sghould be excluded from this loss factor
calculation because many of AEP's transmission customers provide
losses on their own local area networks and distribution system.
To rebut AIW's claim that it was improper for AEP to roll-in the
local area networkse and distribution losses, AEP argued that its
charging of losses associated with all transmission facilities
used to provide service is in accordance with Commission policy
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favoring rolled-in pricing. 83/ Trial staff did not contest
A¥P's loss factor.

itial Decisi

The judge determined that AEP's loss factor of 3.6 percent
is reasonable. The judge rejected AIW's claim regarding local
area network and distribution use stating that AIW did not
present any evidence to prove its claim, nor did it offer any
evidence showing what percentage should be assigned to that
portion of the losses allegedly associated with the distribution
function. He held that AIW did not provide any arguments to
rebut AEP's reliance on Kentucky Power. Spec1f1ca11y, that case
affirmed a prior Commission order 84/ approv1ng an increase in
the AEP loss factor from 2.0 percent to 3.6 percent. The

Commission held in Appalachian II that:

AEP's proposal is entirely consistent with the
Commigsion's requirements for charging customers for

transmission losses. . . . Customers' service is

provided by and priced on the basis of the AEP

integrated transmission system . . . . [85/]
Exceptions

AI filed exceptions in which it generally reiterates the
same arguments made by AIW before the judge. AI Brief on
Exceptions at 72-73.

Di .

We affirm the judge's finding, adopting a loss factor of 3.6
percent, for the reasons set forth in the Initial Decision.
However, we note that the AEP study includes all facilities
including GSUs. Because we have ruled that GSUs should be
assigned to production, we will require AEP to recalculate the
transmission loss factor to exclude real power losses
attributable to GSU=s.

83/ AEP cited Kentucky & Ohig in support of its claim. AEP
Initial Brief at 43. 1In Kentucky & Ohig, the Commission
specifically approved the rolled-in method with respect to
losses on the AEP System. 64 FERC at 61,923.

84/ Appalachian Power Company, et al., 63 FERC Y 61,165 (1993)
(Appalachian II).

85/ Id. at 62,149.
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The Commissgsion orders:

{A) The Initial Decision issued in this proceeding on
August 7, 1997 is hereby affirmed in part and reversed in part,
as discussed in the body of this order.

(B) AEP is hereby directed to submit a compliance filing
within 60 days of the date of issuance of this order. However,
if a request for rehearing is filed, AEP shall make its
compliance filing within 30 days of the date the Commission
disposes of the request for rehearing.

(C} Within 30 days of acceptance of the compliance filing,
AEP shall make refunds, together with interest calculated
pursuant to 18 C.F.R. § 35.1%9a (1999). Within 15 days of the
date of payment of refunds, AEP shall file a report showing the
computation of refunds and interest paid. A copy of the refund
report shall also be sent to the affected state commissions.

By the Commission.

( SEAL)

David P. Boezgers,

Secretary.
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I. INTRODUCTION

This proceeding is before the Commission on exceptions to an
Initial Decision issued in this proceeding on August 7, 1997
(Initial Decision). 1/ 1In this order, with certain enumerated
exceptions, we affirm the findings of the presiding
administrative law judge (judge).

II. BACKGROUND

This proceeding began when American Electric Power Service
Corporation (AEPSC) 2/ filed a transmission service and ancillary
services tariff for Commission approval. The proposed tariff
offered firm point-to-point transmission service, for periods as
short as one month, to any "eligible utility" as defined therein.
The Commission accepted the proposed tariff for filing, suspended
its effectiveness and made it subject to refund, summarily
disposed of certain matters, and set for hearing the justness and

1/ American Electric Power Service Corporation, 80 FERC
* 63,006 (1997).

2/ AEPSC filed the application on behalf of Appalachian Power
Company, Columbus Southern Power Company, Indiana Michigan
Power Company, Kentucky Power Company, Kingsport Power
Company, Ohio Power Company and Wheeling Power Company
(collectively "AEP"). AEPSC is a service subsidiary of AEP.
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reasonableness of the proposed rates. 3/ Requests for rehearing
and clarification were filed by the AEP companies and others. 4/

In its rehearing order, the Commission announced a new
"comparability" standard pertaining to open access transmission
tariffs. Namely,

an open access tariff that is not unduly discriminatory
or anticompetitive should offer third parties access on
the same or comparable basis, and under the same or
comparable terms and conditions, as the transmission
provider's uses of its system. [67 FERC at 61,490.]

The Commission also ordered that an evidentiary hearing be held
on whether the proposed tariff was unduly discriminatory and/or
anticompetitive (i.e., regarding AEP's uses of its system, any
impediments or consequences of offering comparable service to
others, and the costs incurred by AEP in using its transmission
system). Id. at 61,490-91.

Before hearings were held, on March 29, 1995, we issued a
Notice of Proposed Rulemaking in our open access rulemaking
proceeding ("Open Access NOPR") in which we proposed to require
all public utilities owning facilities for the transmission of
electric energy in interstate commerce to file open-access
transmission tariffs. 5/ Attached to the Open Access NOPR were
two pro-forma tariffs that set forth the non-price terms and
conditions of open access point-to-point and network transmission
service. We also issued a pair of orders providing guidance on
the disposition of this docket and other pending transmission

3/ American Electric Power Service Corporation, 64 FERC
* 61,279 (1993), order on reh'g and clarification, 67 FERC
* 61,168 (1994).

4/ Requests for rehearing or clarification were filed by AEP,
Industrial Energy Users-Ohio, American Municipal Power-Ohio
Inc. (AMP-Ohio) jointly with Indiana Municipal Power Agency
(IMPA) , Blue Ridge Power Agency (Blue Ridge), Wabash Valley
Power Association, Inc. (WVPA), West Virginia Power Division
of UtiliCorp United Inc. (West Virginia Power), and D.C.
Tie, Inc. (DC Tie).

5/ Promoting Wholesale Competition Through Open-Access Non-
Discriminatory Transmission Service by Public Utilities;
Recovery of Stranded Cost by Public Utilities and
Transmitting Utilities, Notice of Proposed Rulemaking and
Supplemental Notice of Proposed Rulemaking, FERC Stats.

& Regs. °* 32,514 (1995).
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tariff proceedings. 6/ In the Supplemental Guidance Order,
public utilities such as AEP, which then were litigating the
terms and conditions of comparability, were given the option of
revising their tariffs to be consistent with the pro forma
tariffs. Upon notice of the filing of such tariffs, the existing
proceedings in the pending rate cases were to be held in abeyance
awaiting a determination by the Commission of whether there were
any genuine issues of material fact warranting further hearing
procedures.

The parties in this proceeding held settlement discussions
that resulted in a partial settlement that the judge certified to
the Commission as a partially contested settlement. AEP's
proposal to adopt the non-price terms and conditions of the pro
forma tariffs was certified as uncontested. 7/ On February 14,
1996, the Commission issued an order on the partially contested
settlement in which we approved AEP's proposal to adopt the non-
price terms and conditions of the pro forma tariff, with certain
minor modifications proposed by an intervenor and not disputed by
AEP. 8/ The Commission also approved the remainder of the
settlement (i.e., the pricing aspects) with respect to the
participants that did not oppose the settlement. With respect to
the remaining participants, the Commission remanded the contested
issues to the judge for further proceedings, as deemed necessary,
and for preparation of the Initial Decision. 9/

6/ American Electric Power Service Corporation, et al., 70 FERC
* 61,358 (1995) ("Guidance Order"), order on reh'g and
clarification, 71 FERC ¢ 61,393 (1995) ("Supplemental
Guidance Order"). In the Supplemental Guidance Order, the
Commission provided for abbreviated filing requirements,
less case-by-case litigation, and an expedited approval
process for utilities such as AEP, that had voluntarily
filed non-discriminatory open access transmission tariffs.

7/ The Open Access NOPR proposed "pro forma tariffs." Order
No. 888, issued on April 24, 1996, see note 10 infra,
adopted a single pro forma tariff. The AEP partial
settlement references "pro forma tariffs" because it pre-
dates issuance of Order No. 888.

8/ American Electric Power Service Corporation, 74 FERC
* 61,132 (1996).

9/ Id. The order identified the remaining participants as AMP-
Ohio, IMPA, Blue Ridge, the Cities of Cleveland and
Hamilton, Ohio (Cleveland and Hamilton), the Indiana Office
of Utility Consumer Counselor (IUCC), DC Tie, Electric
Clearinghouse, Inc. (Electric Clearinghouse), WVPA, and West
Virginia Power (collectively, intervenors).
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While these proceedings were pending, the Commission issued
Order No. 888. 10/ In response to Order No. 888, AEP submitted a
revised open access transmission tariff 11/ that superseded the
instant tariffs, but which used the same transmission and
ancillary service rates at issue in this proceeding.

In response to the Commission's directive in its order on
the partial settlement, the judge established additiomnal
procedures leading to a "paper hearing" on the remaining issues.
The additional procedures included additional discovery, the
filing of additional testimony by trial staff, intervenors, and
AEP, the filing of a revised Joint Statement of Issues, and the
filing of briefs before the judge and the Commission.

IIT. DISCUSSION

A complete list of the litigated issues was presented in the
Joint Statement of Issues, and are listed in the Initial
Decision. 80 FERC at 65,045-46. In the discussion below, we
will focus on the contested issues and those where we reverse the
findings in the Initial Decision. 12/

We summarily affirm the Initial Decision on the following
issues: (1) credits for customer-owned facilities; 13/ (2) the
"long generator leads" and "generator outlet lines" used for AEP

10/ Promoting Wholesale Competition Through Open-Access Non-
Discriminatory Transmission Service by Public Utilities;
Recovery of Stranded Cost by Public Utilities and
Transmitting Utilities, Order No. 888, FERC Stats. & Regs.
* 31,036 (1996); order on reh g, Order No. 888-A, FERC
Stats. & Regs. 31,048 (1997), order on reh g, Order No.
888-B, 81 FERC 61,248 (1997), order on reh g, Order No.
888-C, 82 FERC 61,046 (1998).

e o o ~

11/ On July 31, 1997, the Commission accepted the compliance
filing for filing, effective July 9, 1996, subject to
revision to reflect the outcome of the instant proceeding.
Allegheny Power Systems, Inc., et al., 80 FERC °* 61,143 at
61,557 (1997).

12/ Our listing of the issues (in the table of contents)
generally conforms with the issues identified by the judge
in the Initial Decision.

13/ No party filed exceptions to the judge's finding that this
issue is beyond the scope of this proceeding. 80 FERC at
65,054.
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generation; 14/ (3) the depreciation and non-income tax
components of the carrying charge; 15/ (4) the revenue credit
flow through; 16/ (5) the Indianapolis Power and Light Sale; 17/
(6) the system sales and buy-sell transactions; 18/ (7) the one
mill adder; 19/ (9) Reactive Supply and Voltage Control (VAr) -
Refunctionalization of transmission investment; 20/ (10) VAr -
Generator and Exciter Systems Costs; 21/ (11) VAr - Accessory
Electric Equipment Costs; 22/ (12) VAr - Other Power Production

14/ The judge stated that the issue of credits should be
addressed when a customer requests service. 80 FERC at
65,057. The judge also noted that the Commission determined
that the Rockport lines serve a transmission function and
should be functionalized to transmission. See id. citing
American Electric Power Service Corp., 37 FERC ¢ 63,032
(1987), aff'd in pertinent part, 44 FERC °* 61,206 (1988).

15/ This issue is moot because we affirm the judge's use of a
net plant methodology.

16/ We deny an intervenor's request to note or take official
notice of the figures found in AEP's Account No. 456 as
reported in AEP's FERC Form No. 1 because they do not fall
within the test period.

17/ The Indianapolis P&L sale began after, and was thus not
counted in, AEP's single system peak, therefore, the judge
did not include this sale in the 1 CP demand divisor.
Instead, the judge adopted a revenue credit proposal.

18/ No party filed exceptions to the judge's finding adopting
AIW's proposal to use 8,760 hours to develop the hourly unit
rate. 80 FERC at 65,062.

19/ No party filed exceptions to the judge's finding rejecting
the one-mill adder. Id. at 65,070.

20/ The judge found that AEP does not have to refunctionalize
its transmission investment because Order No. 888
established "Reactive Supply and Voltage Control from
Generation Sources" as one of the six ancillary services.

21/ The judge found that 24 percent of the investment in
turbogenerators represents generators and exciter system
costs.

22/ Examples of accessory electric equipment are: control
cables, power cables, switching equipment, and station
grounding. The judge approved AEP's figure of 10 percent
for accessory electric equipment, which are treated in 16

(continued...)
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Investment; 23/ (13) VAr - jointly-owned units; 24/ (14)
Operating Reserves (Spinning Reserves/Supplemental
Reserves/Regulation and Frequency Response) - CCD Units; 25/ and
(15) Energy Imbalances - Charges for Over-Scheduled Power. 26/
We find that the Initial Decision properly decided these issues
and the arguments on exceptions have failed to persuade us that
the Initial Decision erred or that additional discussion is
necessary.

A. TRANSMISSION RATES

1. Levelized Gross Plant Method v. Non-Levelized Net
Plant Method

The issue here is the same as that previously addressed by
the Commission in Kentucky Utilities Company, Opinion No. 432,
85 FERC ¢ 61,274 at 62,100-05 (1998) (KU), i.e., whether a
levelized or non-levelized rate design is appropriate for
developing the companies' rates for unbundled transmission
service.

The non-levelized method generally will recover higher costs
in the early years of a facility's life and increasingly lower
costs in later years. By contrast, the levelized gross plant
method will recover costs in equal (or levelized) increments each
year of a facility's life.

22/ (...continued)
separate sub-accounts.

23/ No party filed exceptions to the judge's finding that 0.15
percent is an appropriate allocation factor for other power
production investment.

24/ The judge determined that jointly-owned units are
appropriately included in the costs used to determine the
VAr charge. The jointly-owned generating units here at
issue are owned by Columbus Southern Power Company (an AEP
affiliate), along with Cincinnati Gas & Electric Company and
Dayton Power & Light Company (collectively, the "CCD"
units). See 80 FERC at 65,080.

25/ The judge ruled that "CCD" units are appropriately included
in the costs used to determine the spinning reserve charge.

26/ The judge determined that AEP should pay 90 percent of its
decremental costs for overscheduled energy outside the
bandwidth.
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Positions of the Parties

AEP proposed a rate for its transmission service based on
the levelized gross plant approach described above. AEP argued
that it has used this approach consistently for decades. 27/ AEP
further asserted that it did not propose to switch the rate
design methodology for any customers other than a subset of
existing and potential transmission customers (i.e., requirements
customers) .

WVPA, IUCC, Blue Ridge, AMP-Ohio, and trial staff argued
against AEP's proposed levelized gross plant approach because:

(1) under AEP's transmission tariff, transmission customers
will not be charged rates that are comparable to AEP's own
use of its transmission system, and the rates therefore will
discriminate against transmission customers in violation of
the Commission's comparability standard;

(2) factors that supported the use of the levelized gross
plant approach in cases where it was adopted are absent
here; 28/ and

(3) given that AEP's system is composed of facilities with
varying levels of depreciation, and the levelized gross
plant method does not adjust for such depreciation, the
levelized gross plant approach would produce excessive
revenues for AEP.

Initial Decision

The judge found that AEP's proposed levelized gross plant
methodology of calculating transmission rates results in a switch
from the non-levelized net plant methodology for its requirements
customers, as well as its retail customers. The judge found
that, as a result of this switch,

AEP's requirements customers (as well as retail
customers who may switch to transmission service) will
be paying depreciation a second time leading to an
overrecovery of AEP's costs. [80 FERC at 65,052.]

27/ AEP asserts that, historically, many of its interchange
service rates were developed based on the levelized gross
plant approach. See Ex. A-101.

28/ For example, in Southern California Edison Company, Opinion
No. 341, 50 FERC * 61,138 at 61,412 (1990) (SoCal Edison),
and Jersey Central Power & Light Company, et al., 38 FERC
* 61,275 at 61,927 (1987) (Jersey Central), the company
historically had used the levelized approach.
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The judge also found that AEP did not demonstrate that its
proposal meets the Commission's comparability standard as set
forth in the Commission's Transmission Pricing Policy
Statement. 29/ In this regard, the judge explained that AEP uses
a non-levelized net plant approach for its native load customers
while proposing a levelized gross plant approach for non-native
load customers. He concluded that,

[bl] ecause AEP's open access tariff does not offer third
parties access on the same or comparable basis [as
AEP's use of its system], AEP's levelized approach
violates the Commission's comparability standard.

[80 FERC at 65,053.]

Moreover, the judge found that Commission precedent does not
support AEP's proposal to use the levelized gross plant method
for transmission service. In particular, the judge noted that
AEP's citations to SoCal Edison and Jersey Central are inapposite
because the circumstances in those cases are distinguishable from
those present here, where AEP is proposing to switch depreciation
methods after nearly one-third of AEP's transmission system
already has been depreciated without making adjustments to
prevent overrecoveries. The judge found the non-levelized net
plant methodology appropriate to design rates for AEP's wholesale
transmission service.

Exceptions

AEP filed an exception to the judge's rejection of its
proposed levelized gross plant transmission rate design. AEP
claims that the judge erred in failing to recognize that: (1)
the Commission has previously found that the gross plant and net
plant methods recover identical costs over the lives of the
assets, and the rate differences between the two methods is
simply the result of a timing difference in cost recovery; (2)
AEP was not proposing a "change" in its rate design method; (3)
AEP's use of the levelized method will not result in an
overrecovery of its revenue requirement; and (4) comparability
does not require use of the net plant methodology.

Blue Ridge, AI, WVPA, and trial staff filed briefs opposing
AEP's exception on this issue.

29/ Inquiry Concerning the Commission's Pricing Policy for
Transmission Services Provided by Public Utilities under the
Federal Power Act, FERC Stats. & Regs. ¢ 31,005 at 31,141-44
(1994), order on reconsideration, 71 FERC ¢ 61,195 (1995)
(Transmission Pricing Policy Statement).
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Discussion

We deny AEP's exception, and affirm the judge's rejection of
AEP's proposed switch to a levelized gross plant rate design.
While reasonable results can be produced using either levelized
or non-levelized rate methods, depending on the circumstances,
see, e.g., KU, 85 FERC at 62,103-05, here we find that, based on
the record before us and the circumstances presented in this
case, the use of a levelized gross plant rate design by AEP would
not produce a just and reasonable result. Specifically, we note
that AIW and trial staff witnesses testified that this switch
would result in an overrecovery of costs by allowing AEP to
recover anew depreciation expense that it has already recovered.
See, e.g., Exs. AIW-11 at 24-31; AIW-17; S-71 through S-84. 30/
We are not convinced by AEP's opposing arguments on this issue
(e.g., AEP did not provide any studies demonstrating that there
would not be higher rates if the levelized method is adopted, and
AEP did not substantiate its claims that it will be adding new
transmission plant in the future). See Exs. A-53 at 4 and A-100
at 7.

AEP relies on our order in SoCal Edison in support of its
use of a levelized gross plant rate design because AEP has
historically provided under certain circumstances long-term
stand-alone transmission service under levelized rates, a
circumstance that AEP states persuaded the Commission to allow
requirements customers to be switched to a levelized rate in
SoCal Edison. We reject AEP's argument. As we explained in
Consumers Energy Company, 85 FERC ¢ 61,100 at 61,366-67 (1998)
(Consumers Energy), the approach we took in SoCal Edison is no
longer appropriate. We believe that the concerns that led to our
decisions in Consumers Energy, and also in KU, 85 FERC at 62,104-
05, dictate that we no longer follow SoCal Edison.

As we found in KU, and restated in Allegheny Power Service
Corp., 85 FERC °* 61,275 at 62,117 (1998) (APS), where a utility
proposes to switch from a non-levelized net plant rate design
method, "[iln supporting such a switch, a utility must prove that
its proposed method is reasonable in light of its past recovery
of capital costs using a different method." 85 FERC at 62,103-
05. Just as in KU and APS, AEP has not persuaded us here that
the switch in current bundled requirements service is appropriate
in the circumstances of this case because: (1) AEP's system is
composed of facilities with varying levels of depreciation and

30/ AIW and trial staff claimed that AEP's proposed switch in
methods would increase the transmission revenue requirement
by $44.5 and $61.2 million, respectively. See Joint
Statement of Issues at 3; and Exs. S-72 and S-74.
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(2) AEP's proposed levelized gross plant method does not account
for such variations. 31/

Based on the foregoing, we reject AEP's proposal to develop
its transmission tariff rate using a levelized gross plant
method, and we will require AEP to recalculate its tariff rates
based on a non-levelized net plant method.

As we stated in Consumers Energy, 85 FERC at 61,367, "I[ilt
is not our intention to prohibit the use of the levelized
approach in every instance. As noted at the outset, the
Commission believes that a levelized methodology may produce just
and reasonable rates under different circumstances." Here, AEP
has not persuaded us that its proposed change in approach is
appropriate in the circumstances of this case.

2. Definition of Investment Base

a. Transmission/Subtransmission "Distribution
Use Facilities"™ Exclusions

Positions of the Parties

AEP asserted that its transmission system is operated on a
fully-integrated basis and therefore it included in rate base all
of its facilities classified as transmission. A secondary issue
involves customer-owned facilities, and AEP did not give a credit
for any customer-owned facilities.

AIW 32/ opposed this treatment, arguing that customer-owned
facilities with comparable functions to AEP's facilities should
be considered part of the grid, and that customers with such
comparable facilities should receive credits for their own
facilities that function in the same manner as AEP's facilities
to integrate loads and resources. AIW claimed that AEP's
proposal misdefines the transmission grid for purposes of
recognizing which facilities will be deemed part of the

31/ The judge's third reason (that AEP's proposed transmission
tariff does not offer third parties access to its
transmission system on a comparable basis to AEP's use of
its own system) is no longer applicable.

32/ Earlier in this proceeding, joint testimony was presented by
AMP-Ohio, IMPA, and WVPA. The judge referred to them
collectively as "AIW." 80 FERC at 65,048. The judge, in
the Initial Decision uses this same abbreviation to refer to
AMP-Ohio and IMPA. To clarify when WVPA is not being
referred to, we will refer to AMP-Ohio and IMPA together as
"AI" and will use "AIW" when referring collectively to AMP-
Ohio, IMPA, and WVPA.
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transmission grid, and for purposes of establishing a rate for
the use of the transmission owners' facilities. AIW argued that
the Commission must define the grid in one of two ways, and that
under either definition AEP's approach here must be rejected.
First, AIW asserted that the Commission could define the grid
broadly to include all facilities that are actually used to
provide service under AEP's tariff. 33/ Alternatively, AIW
stated that the Commission could adopt a narrow definition of the
grid that encompasses only the backbone transmission facilities
that are necessary to carry any party's power from a delivery
point to a receipt point on bulk transmission facilities. AIW
contended that if this definition is adopted, some facilities
that AEP includes in its rate base should be removed.

AEP and trial staff argued that the costs of all
transmission facilities in both the network and point-to-point
tariff should be "rolled-in" in developing the tariff rates. 34/
AEP and trial staff contended that AIW is attempting to insert
its claims for a credit for customer-owned facilities into the
issue of what is AEP's appropriate rate base for transmission.
AEP and trial staff asserted that the issue of what facilities
AEP should include in its rate base is different from the issue
of what customer facilities are entitled to a credit. Both AEP
and trial staff supported the rolled-in approach and argued that
the question of credits for customer-owned facilities should not
be addressed in this proceeding.

Initial Decision

The judge found that AIW's comparability and other arguments
"should be appropriately advanced in a different proceeding."
80 FERC at 65,055. He also rejected arguments by AIW that
certain AEP facilities should be eliminated from transmission
rate base because they do not serve a network function. Based on
these findings, the judge concluded that AEP's rolled-in approach
should be adopted.

33/ AIW contended that this definition of the grid would better
serve the goal of creating workable competitive power supply
markets by eliminating discriminatory transmission pricing
and encouraging all transmission owners to participate in
regional transmission grids.

34/ Rolled-in transmission rates are based on the costs of the
entire transmission system and reflect the fact that, when
there is an integrated system, all of the facilities in the
system are deemed to contribute to each use of the system.
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Exceptions

AI argued on exceptions that, under Order Nos. 888 and 888-
A, the standard for inclusion of transmission facilities in rate
base is the same standard as for inclusion of customer-owned
facilities. AI Brief on Exceptions at 10. That is,

the Transmission Provider must demonstrate that its
transmission facilities are integrated into the plans
or operations of the Transmission Provider to serve its
power and transmission customers. [Id. at 9.]

AI claims that the Initial Decision failed to comply with this
standard because it failed to explicitly identify what AEP
transmission facilities are providing transmission service to its
power and transmission customers and it failed to identify what
customer-owned facilities are eligible for credits.

AI further argues that the Commission should provide an
"advisory opinion" on the issue of credits for customer-owned
facilities. AI Brief on Exceptions at 23-36.

With regard to AI's first point, while AEP agrees that any
facilities that are not used and useful in providing transmission
service should be excluded from rate base, it maintains that all
of the facilities included in its rate base meet that test and
are thus properly includable. AEP Brief Opposing Exceptions at
7-8.

Regarding AI's second point, AEP argues that the judge

correctly found that this issue is not properly before the
Commission in this case. AEP contends that this is confirmed by
explicit language in Order No. 888, where the Commission stated
that "cost credits related to customer-owned facilities . . . are
more appropriately addressed on a case-by-case basis where
individual claims for credits may be evaluated against a specific
set of facts." 1Id. at 5, citing Order No. 888, FERC Stats.
& Regs. * 31,036 at 31,743. AEP and trial staff contend that the
Commission does not have before it any specific claim for credits
for customer-owned facilities and therefore cannot evaluate such
a request.

Trial staff also argues that the judge correctly found that
the issue of customer credits should be treated when a service
agreement is negotiated, and that this issue is beyond the scope
of this proceeding.

Discussion
We affirm the judge's finding on this issue with regard to

AI's first point. In Kentucky Power Company and Ohio Power
Company, 64 FERC ¢ 61,112 at 61,923 (1993) (Kentucky & Ohio), we
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stated, "[ulnder our pricing policy, it is proper for AEP
companies to develop their rates on the basis of a rolled-in,
system average for all grid facilities they use for transmission,
not just the lines that are at delivery voltage." Accordingly,
we agree with AEP's rolled-in approach to rate base and we reject
AI's contention that these facilities must be more explicitly
identified.

As to AI's second point, its arguments here are the same as
those raised to the judge by AIW regarding its eligibility for
credits for customer-owned facilities, and we do not find these
claims persuasive. As we stated in Order Nos. 888 and 888-A, and
in other recent orders, the question of credits for customer-
owned facilities is best resolved on a fact-specific, case-by-
case basis. 35/ As noted by AEP and trial staff, AI identified
customer-owned facilities in this proceeding, but did not offer
any support to justify a credit for such facilities. Thus, we
affirm the judge's findings to accept AEP's rate base without any
adjustment for customer credits.

b. Accumulated Deferred Income Taxes - Rockport
2 Plant Sale/Leaseback

Background information explaining this issue was presented
in the Initial Decision, where the judge stated that:

AEP s Rockport 2 plant was sold in 1989 for $1.7
billion and leased back for an initial term of 33
years. The gain from the sale of the plant was
deferred and is being amortized, with the related
taxes, over the term of the lease. AEP functionalized
Accumulated Deferred Income Taxes (ADIT) based on a

gross plant allocator. AEP took all of its company-
wide ADIT and assigned a portion of them to the
transmission function based on a fraction with plant in
service related to transmission in the numerator and
total plant in service in the denominator. ADIT is
used to reduce the investment base for purposes of
setting a transmission rate. [80 FERC at 65,055,
footnote omitted.]

Positions of the Parties

AIW asserted that it is inequitable and contrary to
Commission precedent to include in transmission rate base those
costs related to the ADIT associated with the Rockport 2 plant

35/ See Order No. 888, FERC Stats. & Regs. °* 31,036 at 31,743;
Order No. 888-A, FERC Stats. & Regs. °* 31,049 at 30,271; and
Allegheny Power Systems, 80 FERC ¢ 61,143 at 61,539 (1997).
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sale/leaseback (Account No. 190), 36/ but not credit transmission
customers with any offsetting gains related to that same
sale/leaseback. 37/ Consequently, AIW proposed adjusting the
functionalization of ADIT to remove ADIT relating to the Rockport
2 plant sale/leaseback. AIW claimed that the Commission
previously addressed the proper ratemaking treatment of the costs
and gains associated with the Rockport 2 plant sale/leaseback in
Blue Ridge, where the Commission held that "ratepayers . . . are
entitled to . . . the entire benefit of the sale/leaseback."

57 FERC at 61,373.

AEP's witness stated that AIW's proposed adjustment is a
piecemeal approach and that, if ADIT was uniformly removed from
all transmission plant, this would increase transmission plant in
rate base by more than $33 million. AEP is quite willing to make
this adjustment.

Trial staff agreed with AEP that AIW's proposal should be
rejected because it is piecemeal. Trial staff claimed that AIW
chose one item (the Rockport 2 plant sale/leaseback) and directly
assigned that item to generation, and then used the plant ratio
fraction for everything else. Trial staff asserts that this
approach is selective and unfair. Trial staff supports AEP's
original calculation.

Initial Decision

The judge found that, notwithstanding AIW's arguments to the
contrary, Blue Ridge is inapposite here. In Blue Ridge, the
Commission held that ratepayers are entitled to the gain from the
Rockport sale/leaseback and that the shareholders are not. The
issue in that proceeding did not involve ADITs. Conversely, in
this proceeding, the issue is the allocation of ADITs among
groups of ratepayers. Thus, the judge found that Blue Ridge does
not support AIW's position. 80 FERC at 65,055.

Exceptions

AI filed exceptions to the Initial Decision where it raised
arguments similar to those raised by AIW before the judge.

36/ Account No. 190 is a rate base addition; thus, by reducing
the costs from this account that are included in rate base,
the transmission customers' rates will be lowered. See Exs.
AIW-1 at 16-17 and AIW-4.

37/ See AI Brief on Exceptions at 36-39, citing Blue Ridge Power
Agency, et al. v. Appalachian Power Company, 57 FERC
* 61,100 at 61,373 (1991) (Blue Ridge).
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AEP and trial staff opposed AI's exception and asserted
similar arguments to those they had advanced before the judge.

Discussion

We agree with the judge that AI's reliance on Blue Ridge is
misplaced here. In Blue Ridge, we addressed whether ratepayers
or shareholders should receive the gain on the Rockport 2
sale/leaseback, 57 FERC at 61,373, while here the issue concerns
the proper allocation of ADITs between different groups of
ratepayers (i.e., transmission vs. requirements customers). We
find that AI is proposing a piecemeal approach that improperly
focuses on a change to only one component of ADIT. AI has failed
to sponsor an alternative allocation method for ADITs. Thus, we
deny AI's exception and affirm the Initial Decision.

c. Generator Step-Up (GSU) Transformers

A GSU transformer is an electrical device that transforms
power from a lower voltage to a higher voltage. The GSU
transformers in question in this proceeding are those which step-
up voltages at the generation level to higher voltages at the
transmission level.

Positions of the Parties

AEP maintained that GSUs should be included in transmission
rates because they perform a transmission function. AEP also
argued that the inclusion of GSUs in transmission rate base is
supported by Commission precedent. 38/

AI, WVPA, Blue Ridge, and trial staff argued that part of
the function of GSUs is production-related and that AEP should
not charge its transmission-only customers production-related
costs. These participants also argued that Commission decisions
supporting inclusion of GSUs in transmission rate base pre-date
Order No. 888 where the Commission required utilities to offer
unbundled open access transmission service. Thus, these
participants argued that the cost of GSUs should be excluded from
AEP's transmission rates.

Initial Decision

The judge approved AEP's proposal to continue recovering the
costs of its GSUs through its transmission tariff rates. The
judge found (80 FERC at 65,056-57) that this proposal was
supported by Commission precedent that provides that the purpose
of these facilities is to transform, or step-up, generation for

38/ AEP cited Niagara Mohawk Power Corp., 42 FERC ¢ 61,143 at
61,352 (1988).
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the purpose of transmitting power "in bulk with less loss and at
less cost . . . ." 39/ While acknowledging that the precedent he
relied on was from the "pre-unbundling" era, the judge
nevertheless found it to be on point because, as in the instant
case, it involved transmission-only service. The judge further
found that trial staff and intervenors failed to counter AEP's
assertion that its classification is in accord with the Uniform
System of Accounts. 80 FERC at 65,057.

Exceptions

AI, Blue Ridge, WVPA, and trial staff filed exceptions to
the Initial Decision raising arguments similar to those they
raised at hearing.

AEP opposed each of these exceptions.
Discussion

In the past, the Commission functionalized a utility's
entire cost of GSU transformers as transmission-related and
allowed the utility to recover these costs through its rolled-in
transmission rate. However, in KU we decided to reverse our
policy in light of the Commission's unbundling of transmission
and wholesale generation services in Order No. 888. As we stated
in KU, given our actions in Order No. 888,

we believe it is appropriate to reexamine our policy on
the functionalization and the recovery of costs
associated with GSUs to ensure that unbundled services
customers are paying only their appropriate share of
the cost of services which they use. [85 FERC at
62,111.]

Our reexamination of GSU costs in KU persuaded us that the
costs of a GSU transformer should be directly assigned to its
related generating unit, not rolled into transmission rates.
Those same findings are applicable here. We therefore reverse
the Initial Decision to reflect our revised policy on the
recovery of GSU costs, as more fully articulated in KU.

3. Return on Equity

After the paper hearing, the parties to this proceeding
filed a Stipulation and Agreement (Stipulation) resolving the

39/ The judge cited Minnesota Power & Light Company, Opinion No.
12, 3 FERC °* 61,045 at 61,137 (1978), among other cases, for
this proposition.
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overall rate of return. 40/ Ex. Jt-3. The parties agreed that
the overall rate of return to be used to calculate transmission
rates in this proceeding would be 9.33 percent. Id. The judge
did not rule on this issue; he neither accepted nor rejected the
Stipulation. We accept the stipulated rate of return for the
following reasons: (1) it does not exceed the upper bound of the
ranges of reasonableness advocated by AEP and trial staff; (2)
our analysis indicates that the stipulated rate of return is
sufficient to assure confidence in the financial integrity of the
company, to allow AEP to attract capital, and to provide
investors with an adequate return; and (3) no party filed
exceptions to it. Thus, we find that the stipulated overall rate
of return is just and reasonable. 41/

4. Revenue Credits v. Demand Divisor Increase

There are two basic "off-system" ratemaking treatments:
cost allocation and revenue credit. Cost allocation treats the
transaction as part of the system load, with a portion of the
system costs allocated to the off-system sale. Under this
method, the demand divisor is increased to include the off-system
transaction. Revenue crediting does not allocate costs to the
off-system sale. Rather, on-system customers receive a credit
for the revenues associated with the off-system sales. Thus, the
off-system sale is not included in the demand divisor.

Positions of the Parties

As noted by the judge, "[tlhis issue concerns whether AEP
should increase its non-firm rate divisor to reflect full
transmission system capability, which would make revenue
crediting for non-firm rates unnecessary." 80 FERC at 65,060.

AEP advocated reflecting the demand of multi-year point-to-
point transmission service in the demand divisor, while crediting
other transmission revenues against its cost-of-service.
Specifically, AEP proposes credits to the cost-of-service for
revenues from transmission of electricity by others,
interruptible service revenues and system sales revenues related
to the transmission function.

40/ The signatories of the stipulation are AEP, AMP-Ohio, IMPA,
Blue Ridge, WVPA, Indiana Office of Utility Consumer
Counselor, and trial staff.

41/ See Bluefield Water Works & Improvement Company v. Public
Service Commission of West Virginia, 262 U.S. 679, 693
(1923); FPC v. Hope Natural Gas Company, 320 U.S. 591, 605
(1944).
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AIW opposed revenue crediting, and instead argued that, with
respect to non-firm rates, the appropriate cost divisor is
transmission system capability as measured by AEP's generating
capacity plus firm, long-term transactions. AIW asserted that
the use of revenue credits to offset the non-firm revenue
requirement is inappropriate because revenues from the use of
excess capacity of the transmission system are already accounted
for in the demand divisor.

Trial staff opposed both the AEP and AIW approaches, and
argued that AEP should include all firm transmission service
demand in the demand divisor, and credit only revenues from non-
firm transmission service against the cost of service, as this
would be consistent with Commission's precedent. Specifically,
trial staff contended that its approach is consistent with Order
No. 888 wherein the Commission stated that it would allow point-
to-point firm transmission rates to be based on adjusted monthly
system peak loads, which it defined as:

the transmission provider's total monthly firm peak
load minus the monthly coincident peaks associated with
all firm point-to-point service customers plus the
monthly contract demand reservations for all firm
point-to-point service. [42/]

Initial Decision

The judge found that trial staff's proposed method was
supported by the provisions of Order No. 888. He therefore
adopted trial staff's proposal stating that:

a transmission provider's obligation to plan for, and
its ability to use, a transmission customer's reserved
capacity is clearly defined by that customer's contract
reservation. For these reasons, it is appropriate to
consider a firm reservation as the equivalent of a load
for cost allocation and planning purposes. [43/]

Exceptions

AT filed exceptions to the judge's findings, arguing that
the judge failed to address its proposal that the denominator for
this service should be set at an amount equal to "AEP's
generating capacity plus firm contract demands." AI Brief on
Exceptions at 53. In essence, AI contends that: (1) the
Commission recognizes that most non-firm service is less valuable

42/ Order No. 888, FERC Stats. & Regs. °* 31,036 at 31,738.

43/ 80 FERC at 65,061, citing Order No. 888, FERC Stats. & Regs.
e 31,036 at 31,738.
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and should be priced below the level of firm service; and (2)
this should be accomplished through the use of a larger divisor,
and therefore a lower rate.

AEP and trial staff oppose AI's exception. Trial staff
agrees with AI's first contention, but not the second. Trial
staff states that where the non-firm rate is a ceiling, or "up-
to" rate capped at the firm rate (as here), the Commission has
consistently allowed this treatment. Trial staff contends that
the use of the same divisor for both non-firm and firm services
and capping the non-firm rate at the firm rate is consistent with
Commission precedent, the Commission's Pricing Policy Statement,
and Order No. 888. 44/

Discussion

We reject AI's argument that the Initial Decision did not
squarely address its proposal. As noted by the judge, we
resolved this issue in Order No. 888, where we concluded that it
is appropriate for non-firm service to be priced using up-to
rates with the ceiling rate set at the firm service rate. 45/ 1In
addition, we agree with trial staff that AEP should include the
demand for all firm transmission service in the demand divisor,
and only credit revenues from non-firm transmission against the
cost of service. Thus, we conclude that AI's exceptions raise no
arguments not already considered and rejected by the judge, and
we affirm the findings of the judge on this issue.

5. Demand Divisor

This issue involves the development of the demand divisor
for firm transmission rates.

Background

Initially, AEP proposed a non-customer-specific firm point-
to-point transmission rate based on a 12 CP demand divisor. 46/

44/ Trial Staff Brief Opposing Exceptions at 58-60, citing,
e.g., Central Maine Power Company, 54 FERC ¢ 61,206 at
61,612 (1991); Transmission Pricing Policy, FERC Stats.

& Regs. ¢ 31,005 at 31,137 (1994); and Order No. 888, FERC
Stats. & Regs. °* 31,036 at 31,743-44.

45/ Order No. 888, FERC Stats. & Regs. °* 31,036 at 31,743-44.

46/ 64 FERC at 62,977. Demand allocation determines the charge
allocated to a class of customers. Under the 12-month
coincident peak method, commonly known as the 12 CP method,
demand is allocated by taking the hour of highest usage (the

(continued...)



Document Accession #: 19990802-0579 Filed Date: 07/30/1999

Docket No. ER93-540-006 - 20 -

In our order setting AEP's filing for hearing, we summarily
rejected AEP's proposal, citing our precedent in Southern Company
Services, 61 FERC ¢ 61,339 (1992) (Southern). We gave AEP the
option of developing a "customer-specific" rate by allocating
AEP's total transmission-related revenue requirement using a
customer-specific revenue requirement using those customers' 12
coincident peaks and billing determinants, or to develop a non-
customer-specific rate using a 1 CP demand divisor. AEP elected
to maintain its non-customer specific approach, but nonetheless
filed a request for rehearing, asking us to allow it to use a 12
CP demand divisor in conjunction with a non-customer-specific
revenue requirement. We denied rehearing on this issue and
directed AEP to use the annual system peak (1 CP) as the demand
divisor. 67 FERC at 61,487. AEP complied with the Commission
order and filed a 1 CP demand divisor. 47/ AEP did not file a
petition for review of the Commission's orders.

Positions of the Parties

Notwithstanding that the issue was rejected by summary
disposition and was not set for hearing, AEP attempted to
preserve and litigate this issue at hearing and continued to
advocate a 12 CP demand divisor throughout the proceeding. AEP
argued that in Order No. 888 the Commission changed its policy
with respect to the use of a 12-CP demand divisor when a tariff
allows full flexibility for point-to-point service. AEP
contended that its tariff (filed in connection with its offer of
settlement and Order No. 888) allows this full flexibility, and
the use of a 12 CP demand divisor is thus appropriate. AEP
Initial Brief at 26-27.

Initially, trial staff supported AEP's request to use a 12
CP allocator based largely on the reasons given by AEP. Trial
staff argued that Commission precedent supports the use of a 12
CP divisor when the average of the 12 monthly peaks to the single
peak is more than 84 percent of the single system peak. Trial
staff asserted that this average for AEP's system is 89.9
percent. Trial Staff Initial Brief at 49.

46/ (...continued)
coincident peak) in twelve consecutive months, determining
the percentage of peak use by each customer class during
each of the twelve months, and averaging the resulting
percentages for each customer class. By contrast, the 1 CP
method allocates demand among customer charges based on the
annual coincident peak.

47/ AEP proposed a 1 CP demand divisor of 17,753 MW, reflecting
its 1992 internal peak minus its interruptible loads and
generator direct loads, plus 1,258 MW of firm contract
demand. Ex. A-22.
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AIW argued that the Commission's orders setting this
proceeding for hearing summarily dismissed the 12 CP divisor as
an issue in this proceeding. Thus, AIW asserted the adoption of
a 12 CP rate at this late date would be both unfair and legally
impermissible in this proceeding. Blue Ridge and WVPA also
argued that the 12 CP v. 1 CP issue is no longer within the scope
of this proceeding.

In addition to opposing AEP's 12 CP proposal on procedural
grounds, intervenors also opposed the method AEP used to develop
its 1 CP divisor. AIW argued that AEP's 1 CP calculation should
be adjusted to include: (1) an additional 329 MW of demand
associated with long-term transmission contracts; (2) 890 MW of
generator direct loads served by AEP; 48/ and (3) the Buckeye
Power Cooperative (Buckeye) load as a long-term load. 49/

Blue Ridge and WVPA argued that the peak demand used as the
divisor should be 35,000 MW, which is the projection of AEP's
transmission system capability. Blue Ridge and WVPA base this
argument on a technical paper prepared by an AEP engineer stating
that the system was designed to serve an expected load of 35,000
MW. 50/ However, if this approach is rejected in favor of using
an annual system peak, then alternatively Blue Ridge advocated
using AEP's 1993-94 winter peak (25,194 MW). Blue Ridge

48/ AIW and trial staff argued that another 890 MW should be
added to AEP's 1 CP demand divisor to reflect certain
generator direct served loads (two specific retail loads,
see AEP Brief Opposing Exceptions at 22), because the
transmission facilities serving the two specific retail
loads are routinely included in AEP's transmission planning
and load flow studies. Exs. S-72; AIW-20; and AIW-11 at 39-
43.

49/ AEP opposed including in the demand divisor firm
transmission service AEP provides to Buckeye. AEP
acknowledged that this is a resource/load integration type
transaction, but it then argued that this transmission
should not be included in the demand divisor because
resource/load integration type service is not offered under
its open access tariff. Ex. AEP-55. AIW argued that AEP's
position is no longer valid because AEP is now offering
network integration service. Therefore, AIW contended that
the Buckeye loads should be included in the demand divisor.
Ex. AIW-11 at 38-39. The Buckeye load is 937 MW, which AEP
included as load for purposes of a 12 CP divisor.

50/ By comparison, the judge found that the single system peak
during the test year was 18,598 MW (80 FERC at 65,064) and
AEP's highest system peak occurred in 1993-1994, when total
load reached 25,174 MW (80 FERC at 65,065).
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contended that this peak represents AEP's proven transmission
system capability, and is "a more credible proxy for transmission
system capability than use of a test year peak exceeded in prior
or subsequent years." Blue Ridge Initial Brief at 18.

Initial Decision

The judge noted that the Commission had considered the issue
of 1 CP vs. 12 CP in both its hearing order and its order on
rehearing in this proceeding, and that the Commission had
rejected AEP's proposed use of the 12 CP method in both
instances. The judge also found that, while Order No. 888 now
allows utilities to use a 12 CP demand divisor in their point-to-
point tariffs, it did not mandate the use of this method. Thus,
the judge rejected AEP's proposed 12 CP methodology. 80 FERC at
65,066. 51/

The judge found the appropriate divisor to be 17,753 MW as
calculated by AEP using a 1 CP demand divisor. The judge
rejected Blue Ridge's contention that the peak should be based on
the 1993-94 winter peak because the proceeding is based on 1992
test year costs.

Exceptions

While supporting the Initial Decision's adoption of a 1 CP
approach, Blue Ridge filed exceptions arguing that the judge
erred by relying on AEP's test-year peak figures to obtain the
demand divisor and by failing to consider alternatives suggested
by Blue Ridge and other interveners. In particular, Blue Ridge
argues that the judge failed to consider peak loads subsequent to
the test year (e.g., the 1993-94 winter peak) as a measure of
system capability. Blue Ridge argues that consideration of these
loads would yield a demand divisor of 25,194 MW, an amount that
Blue Ridge claims represents AEP's proven transmission
capability. 52/

AI and WVPA filed exceptions to the Initial Decision
reiterating the arguments they made before the judge in support
of their proposed 1 CP divisor.

AEP also filed exceptions to the Initial Decision and argues
that the Commission is not legally precluded from using a 12 CP

51/ The judge did not dispute that AEP may propose a 12 CP
methodology in future proceedings, but agreed with AIW that
this would require a new section 205 filing.

52/ Blue Ridge Brief on Exceptions at 12-15. This figure is the
highest monthly peak demand AEP had reached as of the date
Blue Ridge filed its initial testimony.
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divisor, and that the evidence AEP has submitted here supports
the use of a 12 CP divisor.

Trial staff filed exceptions to the judge's method of
calculating the single peak, arguing that it is inconsistent with
both Order No. 888 and the methodology adopted by the judge in
the Initial Decision. 53/ Trial staff further argues that the
rationale underlying the 1 CP figure adopted by the judge is
inconsistent with the determinations reached by the judge
elsewhere in the Initial Decision. 54/ Trial Staff Brief on
Exceptions at 20-24. However, trial staff supported the judge's
determination that AEP should be precluded, for procedural
reasons, from use of the 12 CP divisor in this proceeding. Trial
Staff Brief Opposing Exceptions at 29-30.

AEP, AI, WVPA, Blue Ridge, and trial staff filed briefs
opposing exceptions.

Discussion

We find AEP's efforts to preserve and litigate this issue at
hearing unavailing. We therefore reject AEP's exception
advocating the use of a 12 CP divisor, and we affirm the judge's
adoption of a 1 CP divisor in this proceeding.

We summarily rejected AEP's 12 CP proposal in both our
initial hearing order (64 FERC at 62,976-77) and in our order on
rehearing (67 FERC at 61,487). 55/ By summary disposition, we
made a final determination resolving this issue and removing the
issue from further consideration in this proceeding. Any timely
challenge to this final determination would have had to have been
made in a petition for review to the U.S. Court of Appeals,

53/ Trial staff's calculation started with AEP's monthly firm
peak load, then subtracted the monthly coincident peaks
associated with all firm point-to-point customers and added
the monthly contract demand reservations for firm point-to-
point service. This results in a 1 CP demand divisor of
19,537 MW.

54/ For example, in his ruling on the treatment of revenue
credits, the judge ruled that the contract demands of all
firm customers should be included in the demand divisor,

80 FERC at 65,060-61, and in his ruling on the annual demand
divisor, he adopted AEP's figure for the 1 CP, which does
not include all long-term firm transactions, id. at 65,066.

55/ The hearing order also gave AEP guidance on what cost
support should be submitted in a new filing seeking the use
of a 12 CP demand divisor. 64 FERC at 62,977.
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seeking appeal of this determination. However, no such appeal
was filed.

Moreover, to allow AEP to pursue this issue now would be
unfair to Intervenors who, based on our prior orders, quite
properly understood that this issue was no longer within the
scope of this proceeding. 56/ Thus, regardless of any subsequent
changes in Commission policy, it would be unfair and prejudicial
to the other parties -- and a violation of their due process
rights -- for us to consider anew the merits of AEP's 12 CP
proposal at this late stage of the proceeding. 57/

While AEP correctly notes that in Order No. 888 we revised
the policy we earlier had enunciated in Southern (and which we
relied on in our earlier orders to dismiss AEP's 12 CP proposal),
AEP fails to consider two important factors that relate to this
change in policy. First, as noted by the judge, 80 FERC at
65,066, in Order No. 888 we did not give transmission providers
an automatic and immediate right to develop their rates using a
12 CP divisor; rather, we stated that commencing with the ordered
improvements in the tariff services we would no longer summarily
reject filings on this basis but would instead allow transmission
providers seeking a 12 CP divisor to make a filing with the
Commission supporting such a proposal and to pursue this at
hearing. 58/ Following the Commission's issuance of Order No.
888, AEP had the option of filing a new section 205 rate case,
seeking Commission approval to use a 12 CP demand divisor in
conjunction with non-customer-specific rates. It chose not to do
so.

AEP instead chose to continue to raise this issue in the
instant proceeding (based on our issuance of Order No. 888), even
though Order No. 888 was issued nearly three years after the
Commission's hearing order removing the 12 CP issue from this
proceeding. However, as discussed above, due to the finality of
our decision on this issue in this proceeding, we reject this

56/ See AI Initial Brief at 56-57; AI Brief Opposing Exceptions
at 31-33; WVPA Brief Opposing Exceptions at 15-16; and Blue
Ridge Brief Opposing Exceptions at 12-14,

57/ This is true regardless of the judge's decision to receive
into evidence AEP testimony in support of a 12 CP proposal.
It is within the purview of the Commission, not of the
judge, to define the scope of a proceeding and the
Commission already had reached a determination on the 12 CP
issue when it set this case for hearing before a judge.

58/ Order No. 888, FERC Stats. & Regs. °* 31,036 at 31,737-38.
See also Order No. 888-A, FERC Stats. & Regs. °* 31,048 at
30,263.
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effort. For these reasons, we reject AEP's proposal to allow it
to develop its point-to-point transmission rates using a 12 CP
divisor.

AEP advocated a 1 CP demand divisor of 17,753 MW, which was
adopted by the judge, but, as pointed out by AIW and trial staff,
this number is inconsistent with other determinations in the
Initial Decision. We reject 17,753 MW as 1 CP demand divisor.
Trial staff proposed a 1 CP demand divisor of 19,537 MW, which is
derived by adding the following: (1) 16,495 MW - adjusted
internal peak load; 59/ (2) 799 MW - for firm contract demand;

(3) 1,304 MW - for firm transmission for others; (4) 890 MW - for
two specific retail loads; 60/ and (5) 49 MW - for the
Indianapolis P&L sale. We adopt trial staff's proposed 1 CP
demand divisor with one modification. 61/ We affirmed the
judge's decision to treat the Indianapolis P&L sale as a revenue
credit; therefore, we modify trial staff's proposal by adopting
19,488 MW (19,537 MW minus 49 MW) as the 1 CP demand divisor.

6. Appalachian Pricing Method Issues

Appalachian pricing is a rate design method approved by the
Commission for short-term service expected to be taken only
during peak periods. The hourly charge is developed assuming
usage of 16 hours a day, five days a week, 52 weeks a year (i.e.,
4,160 hours per year) in contrast to the 8,760 total hours in a
year. 62/ Under this rate design, 100 percent of the annual cost
of service is equally distributed to each of the 52 weeks in a
year; 100 percent of the weekly cost is equally distributed to
five of the seven days in a week (Saturday and Sunday are off-
peak days and are excluded); and 100 percent of the daily
(weekday) cost is equally distributed to 16 of the 24 hours in a

59/ See Exhibit A-24.

60/ Trial staff claimed that the Buckeye load of 937 MW is
included in the 1,304 MW. Trial Staff Brief Opposing
Exceptions at 34.

61/ We start with AEP's proposed internal peak load of 16,495 MW
(item 1) . We add to this trial staff's proposed adjustments
for long-term firm transmission service (items 2 and 3) and
890 MW (item 4) for two specific retail loads (as argued by
AIW and trial staff). We subtract 49 MW (item 5), based on
our findings on the Indianapolis P&L sale.

62/ See Appalachian Power Company, 39 FERC ¢ 61,296 (1987)
(Appalachian) .
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day (the other 8 hours are off-peak hours and are excluded). 63/
In addition, to prevent over-recovery, this rate is accompanied
by a proviso that no customer can be charged more than the
equivalent daily or weekly rate (e.g., charges for hourly usage
are capped at the equivalent daily rate). 39 FERC at 61,964-65.
The Appalachian rate design method was established on the theory
that a customer who uses the transmission system for 16 peak
hours in a day should pay the same contribution to the fixed
costs of the transmission system as a customer who has reserved
capacity on a daily basis. Id. at 61,965.

Positions of the Parties

AEP proposed to use the Appalachian method for developing
its hourly and daily transmission rates for short-term
transmission service. Trial staff generally supported AEP,
arguing that it is appropriate for AEP to develop its on-peak
hourly and daily rates using the Appalachian method, but only if
it also offers off-peak service with hourly and daily rates
developed using seven days for daily service and 8,760 hours for
hourly service.

AIW and Blue Ridge contended that the Appalachian method
should be abandoned and a pricing method that encourages
economically efficient transactions should be used instead. They
further contended that trial staff's approach is not sufficient
because the only reasonable method for time-differentiation is to
reduce the off-peak rates, not to raise the on-peak rate even
further above the cost of service (which they claim would be the
result of trial staff's proposal). AIW argued that AEP should
use system capacity as the denominator to calculate the non-firm
rate because they contended that system capacity represents a
conservative measure of AEP's actual capability. In addition, an
AIW witness proposed a six day divisor for daily service.

Initial Decision

The judge found trial staff's peak/off-peak proposal to be a
reasonable adjustment to the Appalachian method for this
proceeding. He stated:

Staff's proposal achieves the Commission goal of
recovering [costs] from those who take service at the
time of the peak 4,160 hours while off-peak rates are
based upon a distribution of annual costs over all
8,760 hours. [80 FERC at 65,069.]

63/ The use of a five day week, 16 hour day and 52 week year
results in 4,160 peak hours in a year.
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Thus, the judge reasoned, customers using short-term transmission
service during off-peak hours do not constrict the system during
the critical load period and should pay less than they would
under the Appalachian method. Therefore, the judge found that
trial staff's proposal would result in just and reasonable rates,
and he adopted it. Id.

Exceptions

AI and WVPA claim that the Initial Decision is internally
inconsistent because on the one hand it rejects using the
Appalachian method in developing hourly rates for short-term
transmission system sales and buy/sell transactions, while on the
other hand it approves the Appalachian method for non-firm
transmission rates. 64/ AI and WVPA argue that the Commission
should find that an 8,760 hour year should be used in determining
on-peak non-firm hourly rates for both revenue credits and unit
rates in the Open Access Tariff. 65/ AEP and trial staff oppose
AI's and WVPA's exceptions.

Discussion

The theory behind Appalachian pricing is that a customer who
uses the transmission system for 16 peak hours in a day should
pay the same contribution to the fixed costs of the transmission
system as a customer who has reserved capacity on a daily basis.
39 FERC at 61,965. We have previously determined that
Appalachian pricing is not warranted where it has not been shown
that 16 hours is a good proxy for total daily usage.

We disagree with AI's and WVPA's contention that the Initial
Decision is internally inconsistent because it uses the
Appalachian method for non-firm transmission rates but not for
certain revenue credits. AI and WVPA are referring to bundled
non-firm, short-term system power sales transactions that AEP
engaged in during the 1992 test year. AEP reflected a credit of
$25.8 million for the transmission component of the non-firm
short-term system power sales to which AI refers. These
transactions occurred prior to open access. Therefore, AEP did
not separately calculate a transmission component for these
bundled power sales, but instead estimated a transmission revenue
credit, thereby reducing the cost of service by the estimated

64/ AI and WVPA ask us to compare the judge's finding basing
credits for buy/sell and off-system sales on an 8,760 hour
test year (which we affirmed summarily, see note 18 supra)
to his ruling using a 4,160 hour year for determining the
on-peak non-firm transmission rate (80 FERC at 65,068-69).

65/ WVPA Brief on Exceptions at 22; AI Brief on Exceptions at
58-60.
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transmission credit. The Initial Decision approved the estimate
as reasonable, 80 FERC at 65,062, and we affirm this finding for
the reasons stated by the judge. Intervenors have not contended
that AEP's proposal would result in unjust and unreasonable rates
or in an overrecovery of costs. Instead, they argue it is
inconsistent with other findings made in the Initial Decision.

As mentioned above, we disagree. Therefore, there is no
impediment to accepting AEP's proposal and rejecting the
arguments of AI and WVPA.

Accordingly, we affirm the finding of the judge on this
issue.

B. ANCILLARY SERVICES RATES

1. Levelized Gross Plant Method v. Non-Levelized Net
Plant Method

Positions of the Parties

AEP recommended using the levelized gross plant methodology
to determine rates for ancillary service. AEP explained that its
reasoning for using this methodology is the same as discussed for
base transmission rates. However, AEP believed that where
services are available from third parties, rates should be
market-based rather than cost-based. AEP Initial Brief at 32.

AIW argued that ancillary services rates should be developed
using non-levelized net plant methodology.

Trial staff argued that three of the six ancillary services
-- Regulation and Frequency Response Service, Operating Reserve -
Spinning Reserve Service, and Operating Reserve - Supplemental
Reserve Service -- are not monopoly services because transmission
customers can provide these services and put a downward pressure
on the prices offered by AEP. Moreover, trial staff argued that
AEP's levelized gross plant rates are "up to" rates that AEP can
discount on a non-discriminatory basis. Based on this, trial
staff concluded that developing rates for these three ancillary
services on a levelized gross plant is not unreasonable.

Initial Decision

The judge found that the non-levelized net plant methodology
for developing ancillary services rates is appropriate for the
same reasons as discussed with respect to transmission rates.

Exceptions

No party filed exceptions to the judge's decision.
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We reverse the judge's finding on our own initiative and
determine that AEP's proposal to price these ancillary services
using the levelized gross plant method is reasonable. We have
repeatedly approved the use of the levelized gross plant method
of pricing as a reasonable approach. Although in this
proceeding, as in KU, we have rejected company proposals to use a
levelized gross plant method to price transmission tariff rates,
this was because these cases involved company proposals to switch
pricing methods (from a non-levelized net plant pricing to a
levelized gross plant pricing) in mid-stream for what were
similar transmission services. It is this switching of methods,
and not the levelized gross plant method itself, that we find has
led to the development of rates that have not been shown to be
just and reasonable. Conversely, here there is no switching of
methods involved because these ancillary services are new
services that were not previously provided as separate services.
This is a key distinction that makes the KU precedent on the
pricing of transmission rates inapposite here.

For these reasons, and because no party has shown that the
ancillary rates produced by AEP's levelized gross plant method
are otherwise unjust, unreasonable or unduly discriminatory, we
adopt AEP's pricing approach.

2. Scheduling, System Control and Dispatch Service

We agree with the judge that there are no remaining issues
involving this ancillary service. 80 FERC at 65,071. Ex. Jt-1
at 21. The per unit rates will be affected by the cost divisor
ultimately found just and reasonable, which we find is the same
divisor we found proper for the base transmission rate -- 19,488
MW. See section III.A.5 above.

3. Reactive Supply and Voltage Control (VAr)
a. Active and Reactive Allocation Factor
Positions of the Parties

AEP explained that since generator/exciters and an allocated
portion of accessory electric equipment produce active and
reactive power, "it was necessary to arrive at an allocation
factor to segregate the reactive (VAr) production function from
the active power (Watt) production function." AEP Initial Brief
at 37. While both AEP and trial staff generally agreed on the
methodology to calculate allocation factor applicable to reactive
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production, 66/ they disagreed on the location at which the
reactive capability should be measured. Depending on the
measuring point location chosen, costs will be shifted between
customers taking transmission service and native load customers.
AEP asserted that the name-plate reactive capability at the
generator terminals should be used. 67/ Trial staff explained
that some of the reactive power produced by the generators
actually is consumed by AEP's plant auxiliary loads and by the
@SUs, before it reaches the transmission system. 68/
Accordingly, trial staff argued that the Commission should not
use the generator's nameplate reactive capability, but instead
should use the reactive capability at the GSU terminals available
to the transmission system. Ex. S-88. Thus, while AEP proposed
a reactive power allocation factor of 21 percent, trial staff
recommended only 11.47 percent.

AEP, however, maintained that the GSUs should remain a part
of the transmission system. Also, even if GSUs are
functionalized to production, AEP argued that despite the
reactive power losses associated with auxiliary loads and GSUs,
the generating plant must be capable of producing reactive power
in excess of that which ultimately reaches the transmission
system in order to have enough reactive power remaining to
provide adequate voltage support on the transmission system. AEP
Reply Brief at 43.

Initial Decision

The judge found merit in AEP's argument that there must be
enough reactive power remaining at the transmission terminal to
provide the voltage control support on the system. Accordingly,
he determined that AEP's proposed 21 percent allocation factor
for reactive power measured at the generator terminals was just
and reasonable. 69/

2 2
66/ The parties agreed to use the formula MVAr /MVA to
determine the allocation factor.

67/ AEP maintains that reactive capability should be measured at
generator terminals (the low-voltage side of the GSU), while
trial staff maintains that it should be measured at the GSU
terminals nearest to the transmission system (the high-
voltage side of the GSU).

68/ As noted earlier, trial staff argued that the GSUs should be
refunctionalized to production.

69/ 80 FERC at 65,079. The judge found that the GSUs perform
transmission functions. Id. He therefore did not reach
trial staff's contentions that relied on the facilities

(continued...)
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Exceptions

Trial staff filed exceptions arguing again that, during the
step up of power and energy from the generator terminal voltage
to transmission voltage, some of the reactive power produced by
the generators actually is consumed by AEP's plant auxiliary
loads and by the GSUs. In its exceptions, trial staff reiterates
its position that the critical issue here is whether GSUs perform
a transmission function or a generation function. Trial staff
argues that the judge erroneously determined that the GSUs should
be assigned to the transmission function, and that, consequently,
the reactive power losses in the GSUs belong to the transmission
function. However, trial staff contends that the judge's finding
was erroneous. Trial staff states that, in the event the
Commission reverses the judge on GSUs, it should adopt the trial
staff's reactive power allocation factor of 11.47 percent. Trial
Staff Brief on Exceptions at 32-33.

In its Brief Opposing Exceptions, AEP disagrees with trial
staff's contention that the functionalization of GSUs to
transmission or production is controlling on this issue because
the allocation factor is based on capability. AEP argues that,
irrespective of the location at which reactive power capability
is measured, the generating equipment must be capable of
producing reactive power in excess of that which ultimately
reaches the transmission system in order to have enough reactive
power remaining to provide adequate voltage support on the
transmission system. AEP Brief Opposing Exceptions at 37-38.

Discussion

We adopt the judge's finding that 21 percent is the
appropriate allocation factor to segregate the costs of reactive
(VAr) production from those of active (Watt) production. We are
not persuaded by trial staff's assertion that the reactive
capability of the generators should be reduced by the VArs
consumed by GSUs and auxiliary loads before developing an
allocation factor. We agree with AEP (and the judge) that the
allocation factor should be based on the capability of the
generators to produce VArs and that this capability should be
measured at the generator terminals. We find merit in AEP's
assertion that a generating plant must be capable of producing
reactive power in excess of that which ultimately reaches the
transmission system in order to have enough reactive power
remaining to provide adequate voltage support on the transmission

69/ (...continued)
being deemed to perform generation functions.
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system. 70/ See AEP Reply Brief at 43. For these reasons, and
for the reasons stated by the judge in the Initial Decision, we
affirm the judge's ruling on this issue in the Initial Decision.

b. Unrelated O&M Expenses
Positions of the Parties

AEP proposed to include all O&M expenses that are directly
and indirectly related to the production of reactive power in its
carrying charge rate 71/ of 22.1 percent. AEP claimed that its
methodology excludes O&M expenses unrelated to reactive power
production. Exs. A-28 at 1; and A-95. Trial staff agreed.

Trial Staff Reply Brief at 39.

AIW argued that AEP's method will lead to an overrecovery of
its O&M expenses because in developing its carrying charge, AEP
improperly included costs from O&M accounts that have no direct
relation to the production of reactive power. AIW also argued
that AEP's method allocates O&M expenses on a different basis
than it allocates plant costs related to VAr production. In
addition, AIW argued that AEP should remedy the problem by
performing an account-by-account analysis of which O&M costs are
actually related to the production of reactive power, and that
only those costs should be included in the development of the
fixed charge rate. Ex. AIW-11] at 58. AIW Initial Brief at 70-
71.

AEP disagreed with AIW's argument that O&M expenses
indirectly related to production equipment should be excluded
from the development of the carrying charge rate because they do
not directly contribute to reactive power production. AEP

Initial Brief at 39-40. AEP further stated, "[tlhere is no
production equipment [that] does not contribute to reactive power
production." Ex. A-53 at 43.

Initial Decision

The judge ruled that AIW's method of allocating O&M expenses
related to reactive power production is superior to AEP's method
because AIW logically assigned O&M expenses to the VAr producing
equipment in the same proportion as its investment in such
equipment. The judge found that AEP had not justified why O&M

70/ However, we will require AEP to recalculate the transmission
loss factor to exclude real power losses that take place in
GSUs.

71/ Carrying charge is a component of revenue requirements that
provides for the return of and on capital invested in plant,
taxes, and insurance premiums.
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expenses related to VAr production should be allocated on a
different basis than the plant costs related to VAr production,
and he thus rejected AEP's proposal (which would have produced
higher rates). The judge found AIW's approach to be reasonable
because it provided for a consistent treatment of the plant costs
and O&M expenses related to VAr production. The judge also found
that AEP's argument (that there is no production equipment that
does not contribute to reactive power production) is unavailing
because the issue here does not concern the total exclusion of
the O&M expenses from the VAr charge, but instead involves the
proper allocation of O&M expenses to the VAr charge. However,
the judge noted that in accordance with his ruling that the non-
levelized net plant method is appropriate for developing
ancillary services rates, the issue of allocation of O&M expenses
is moot because there will be no carrying charge under the non-
levelized method. 80 FERC at 65,081-82.

Exceptions
No party filed exceptions on this issue.
Discussion

In accordance with our ruling approving AEP's use of a
levelized gross plant rate design for developing the ancillary
services rates, the proper allocation of reactive power O&M
expenses is no longer moot. We affirm the judge's finding that
AIW's method of allocating reactive power O&M expenses is
superior to AEP's method for the reasons stated in the Initial
Decision.

4. Operating Reserves (Spinning Reserves/Supplemental
Reserves/Regulation and Frequency Response)

a. Pricing for Regulation and Frequency Response
Service, Spinning Reserve Service and
Supplemental Reserve Service

Positions of the Parties

AEP proposed to allocate the minimum East Central
Reliability Council (ECAR) requirement of a 6 percent operating
reserve level as follows: 1.5 percent for Regulation and
Frequency Response Service; 1.5 percent for Spinning Reserve
Service; and 3 percent for Supplemental Reserve Service. AEP
Initial Brief at 40-41.

While no party took issue with AEP's allocation of 3 percent
for Supplemental Reserve Service, trial staff, AIW, and IUCC
disagreed with AEP's method of dividing the 3 percent ECAR
minimum Spinning Reserve in equal amounts between Regulation and
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Frequency Response and Spinning Reserve. 72/ Noting that there
are no industry guidelines available on this matter, and that AEP
failed to provide data to track moment-to-moment variations
(which would have enabled the parties to more accurately allocate
this 3 percent figure), trial staff developed its own 4-step
method based on AEP's hour-to-hour load deviations. 1In
developing its 4-step method, trial staff made four "simplifying
assumptions." 73/ Using that method, trial staff calculated 1
percent for Regulation and Frequency Response Service and 2
percent for Spinning Reserve Service. 74/ AEP opposed trial
staff's proposed allocation and methodology, contending that
several of the underlying assumptions made by trial staff served
to understate the amount of capacity needed for regulation and
frequency response service to follow load.

Initial Decision

The judge rejected AEP's criticism of trial staff's approach
as conclusory and found that AEP neither provided data to track
moment-to-moment variations nor any evidence to support its claim
that trial staff's estimate for regulation and frequency response
service was understated. The judge also noted that although AEP
stated in its Initial Brief that it would discuss this issue in
detail in its Reply Brief, AEP's Reply Brief does not even
address operating reserves. AEP Initial Brief at 41. The judge
then held that until a standard is developed and endorsed by the
Commission, trial staff's formula is reliable to calculate the
level of Regulation and Frequency Response Service for AEP.

Thus, the judge allowed AEP to recover 1 percent of its
production costs for the provision of Regulation and Frequency
Response Service and 2 percent for the provision of Spinning
Reserve Service.

Exceptions

AEP filed exceptions to the judge's decision and argues that
trial staff's four "simplifying assumptions" are not
representative of actual AEP operating conditions. AEP asserts
that, in addition to a Spinning Reserve requirement of three

72/ The parties agreed that AEP carries a total of 6 percent of
capacity to provide for the following three ancillary

services: (1) Regulation and Frequency Response Service,
(2) Spinning Reserve Service, and (3) Supplemental Reserve
Service.

73/ Trial staff's "simplifying assumptions" are described in
Trial Staff's Brief Opposing Exceptions at 40.

74/ Trial Staff Initial Brief at 65. AI Initial Brief at 71.
IUCC Initial Brief at 30-31.
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percent, an additional three percent is required for Regulation
and Frequency Response Service merely to follow the load trend
(for a total of six percent). Nevertheless, AEP proposes only to
recover a Regulation and Frequency Response Reserve of 1.5
percent and a Spinning Reserve of 1.5 percent (for a total of
three percent). AEP Brief on Exceptions at 34.

Trial staff argues that a proper breakdown between
Regulation and Frequency Response Service and Spinning Reserve
Service is important because a customer has fewer options
available for obtaining Regulation and Frequency Response
Service. Trial staff points out that while both services can be
obtained from a source other than the transmission provider,
Regulation and Frequency Response Service can only be provided by
generators that are operated under Automatic Generation Control
or some NERC-approved method that enables the generator to
instantaneously follow load, thus creating technical limitations
on a purchaser's ability to obtain this service from a provider
other than the transmission provider. Trial staff argues that
such limitations do not exist for competitively obtaining
Spinning Reserve Service. Trial Staff Brief Opposing Exceptions
at 36-43.

Discussion

We reverse the judge and, based on the evidence presented in
the record, approve AEP's proposal that the pricing of Regulation
and Frequency Response Service, Spinning Reserve Service and
Supplemental Reserve Service should be allocated based on 1.5
percent, 1.5 percent, and 3.0 percent of production costs,
respectively. As noted above, there were no industry guidelines
for the pricing of these ancillary services at the time this case
was litigated, and thus AEP attempted to allocate the ECAR
minimum requirement among these services. No participant has
demonstrated that AEP's proposal is unreasonable, and indeed, the
fact that the different approaches used by AEP and trial staff
each produces a combined rate of 3.0 percent for Regulation and
Frequency Response Service and Spinning Reserve Service
corroborates the reasonableness of AEP's overall end result,
based on the evidence presented in the record. AEP is only
required to show that its proposal is reasonable; not that its
proposal is the only reasonable result on this record, or that
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its proposal is superior to all other proposals. 75/ For these
reasons, we adopt AEP's proposal.

b. Other Production Facilities
Positions of the Parties

AEP did not seek to include GSUs in developing its ancillary
services rate because it included GSUs in developing its base
transmission rate. However, trial staff argued that GSUs are
used in providing generation-based ancillary services to
transmission customers, and therefore, the cost of GSUs should be
included in the rate for those ancillary services. 76/ Trial
Staff Initial Brief at 72-73. AIW opposed trial staff's proposal
to include GSUs in the charges for AEP's generation-based
ancillary services, arguing that these services are provided at
the generation bus and do not require the use of GSUs. AI
Initial Brief at 71-72. Ex. AIW-46 at 20.

Initial Decision

The judge determined that, consistent with his finding that
GSUs perform a transmission function, GSU costs already are
allocated to transmission customers. He held, therefore, that
GSUs should not be included as a cost for any of the ancillary
services.

Discussion

As discussed above, in section IITI.A.2.c, our reexamination
of GSU costs in KU persuaded us that the costs of a GSU

75/ See City of Bethany v. FERC, 727 F.2d 1131, 1136 (D.C. Cir.
1984), cert. denied, 467 U.S. 917 (1984) (utility need
establish only that its proposed rate design is reasonable,
not that it is superior to all alternatives); MCI
Telecommunications Inc. v. FCC, 627 F.2d 322, 340 (D.C. Cir.
1980) (the standard of "just and reasonable" does not
require that the rates be perfect); New England Power
Company, Opinion No. 352-A, 54 FERC ¢ 61,055 at 61,198,
aff'd sub nom. Town of Norwood, Mass. v. FERC, 962 F.2d 20
(D.C. Cir. 1992) (a proposed rate design need only be shown
to be just and reasonable, not superior to all
alternatives).

76/ The generation-based ancillary services referred to by trial
staff are: (1) Reactive Supply and Voltage Control; (2)
Regulation and Frequency Response Reserve Service; (3)
Operating Reserve - Spinning Reserve Service; and (4)
Operating Reserve - Supplemental Reserve Service.
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transformer should be directly assigned to its related generating
unit, not rolled into transmission rates. 1In KU, we stated that:

GSUs also perform an important function in the
provision of a new category of services we identified
in Order No. 888, ancillary services (e.g., Operating
Reserve, Regulation and Frequency Response Service,
Reactive Supply and Voltage Control). Ancillary
services supplied from generation resources cannot be
provided without reliance upon GSUs, regardless of
where power is coming from or going to.

In short, we find that GSUs are used in the provision
of both generation and ancillary services, and that the
costs of these facilities should be charged to the
customers using these facilities. [85 FERC at 62,112].

Therefore, we find that it is appropriate to include the
cost of GSUs in developing rates for all ancillary services that
are supplied from generation sources. Accordingly, we reverse
the judge's finding in the Initial Decision that GSUs should not
be included as a cost for any of the ancillary services, and we
instead adopt trial staff's proposal to include GSU costs in
ancillary services rates.

5. Energy Imbalances
Order No. 888-A defines Energy Imbalance Service as follows:

Energy Imbalance Service is provided when the
transmission provider makes up for any difference that
occurs over a single hour between the scheduled and the
actual delivery of energy to a load located within its
control area. For minor hourly differences between the
scheduled and delivered energy, the transmission
customer is allowed to make up the difference . . . by
adjusting its energy deliveries to eliminate the
imbalance. A minor difference is one for which the
actual energy delivery differs from the scheduled
energy by less than 1.5 percent, except that any hourly
difference less than one megawatt-hour is also
considered minor. Thus, the Final Rule established an
hourly energy deviation band of +/- 1.5 percent (with a
minimum of 1 MW) for energy imbalance. [77/]

77/ FERC Stats. & Regs. °* 31,048 at 30,229. In Order No. 888-A,
the Commission clarified the definition of Energy Imbalance
Service provided in Order No. 888, FERC Stats. & Regs.

* 31,038 at 31,960-61.
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a. Deadband
Positions of the Parties

AEP offered a deviation band (also known as a "deadband") of
1.5 percent, consistent with the figure we required in Order No.
888. 78/ AIW argued that the deadband of 1.5 percent is too
small and discriminates against smaller systems. AI Initial
Brief at 42, AI Reply Brief at 62.

Trial staff argued that AEP complied with the Commission
requirements by establishing a deadband of +/- 1.5 percent.
Trial Staff Initial Brief at 73-74.

Initial Decision

The judge rejected arguments made by AIW and ruled that AEP
properly included a deadband of +/- 1.5 percent, as required by
Order No. 888. 80 FERC at 65,085.

Exceptions

AIW filed exceptions, generally reiterating its arguments
made before the judge. 79/ In opposing AIW's exceptions on this
issue, trial staff argues that changing the size of the deadband
would amount to changing a term and condition of the Order No.
888 pro forma tariff, which is beyond the scope of this
proceeding. AEP and trial staff point out that Order No. 888-A,
while keeping the deadband at +/- 1.5 percent, modified the
minimum permissible energy imbalance deviation from 1 MW to 2 MW
to address the concerns raised by smaller systems such as AIW.

Discussion

We affirm the judge. In Order No. 888-A, we addressed the
issue of the size of the deviation band in detail. There, we
held that a bandwidth of 1.5 percent promotes good scheduling
practices by transmission customers and that the implementation

78/ When the energy imbalance is within the prescribed
bandwidth, the energy may be returned in kind. When the
energy imbalance is outside the bandwidth, specific rates
are applicable as discussed below.

79/ AI Brief on Exceptions at 71-72; WVPA Brief on Exceptions at
23-24.
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of scheduled transactions should not overly burden others. 80/
Also, as noted by AEP and trial staff, in Order No. 888-A we
modified the minimum permissible energy imbalance deviation from
1 MW to 2 MW. 81/ We therefore conclude, as did the judge, that
AEP's proposals on bandwidth comply with the requirements of
Order Nos. 888 and 888-A. Accordingly, we affirm the judge's
finding on this issue for the reasons set forth in the Initial
Decision.

b. Charges for Under-Scheduled Power
Positions of the Parties

AEP argued that a transmission customer should pay a charge
of 100 mills/kWh for under-scheduled energy outside the deadband.
82/ Trial staff supported this charge stating that such a charge
would act as a deterrent to transmission customers who fail to
provide enough energy to meet their actual load.

AIW argued that all under-scheduled energy should be
returned in kind. However, AIW asserted that a 100 mills/kWh
charge may be reasonable for under-scheduled energy which exceeds
the 7.5 percent (i.e., 1.5 percent for the deviation band plus 6
percent for operating reserve services) the customer purchases
from AEP or supplies itself.

Initial Decision

The judge found AIW's position that all under-scheduled
power be returned in kind to be inconsistent with the Order No.
888 provision that requires a separately stated charge for such
under-scheduled power. The judge also found that AEP's 100
mills/kWh charge was reasonable because such a charge accounts
for the fact that the imbalances occur on an hourly basis. The
judge ruled that AIW's interpretation that customers that buy
operating reserves from AEP are entitled to a 7.5 percent
deadband is not correct, and that Order No. 888 provides for
several ways in which the customer may reduce or eliminate the
need for energy imbalance service, such as dynamic scheduling.

80/ See Order No. 888-A, FERC Stats. & Regs. °* 31,048 at 30,232-
33.

81/ 1Id.

82/ 100 mills/kWh was the rate utilities typically charged their
customers for emergency power service, and in Detroit Edison
Company, Opinion No. --, 88 FERC °* 61,--- (1999) (Detroit
Edison), we recently found that energy imbalance service is
similar to emergency power service.
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Exceptions

AI argues that a 100 mills/kWh charge might be reasonable if
the deadband is expanded to include operating reserves. However,
AI contends that since the judge did not expand the deadband to
include operating reserves, the charge should be no greater than
AEP's out-of-pocket costs. AI and WVPA argue that the charge for
energy outside the deadband is too high and not cost-justified.
AI Brief on Exceptions at 72; and WVPA Brief on Exceptions at 14,
22-24.

Discussion

As we explained above, "Energy Imbalance Service" is used to
supply energy for mismatches between scheduled deliveries and
actual loads that may occur over a single hour. We did not
intend it to be used as a substitute for operating reserves. See
Order No. 888-A, FERC Stats. & Regs. °* 31,048 at 30,230.
Furthermore, we find that a 100 mills/kWh charge for
underscheduled energy outside the deadband is reasonable because
such a charge will act as a deterrent to transmission customers
who fail to provide enough energy to meet their actual load. 1In
addition, in Detroit Edison we recently found that energy
imbalance service is similar to emergency power service, and that
100 mills/kWh is the rate utilities typically have charged their
customers for emergency power service. Accordingly, we affirm
the judge's finding on this issue.

6. Losses
a. Reserve Margin
Positions of the Parties

AEP proposed a 20 percent reserve margin in calculating
costs associated with capacity required to make up for losses.
AEP explained that: (1) losses are similar to firm load; (2)
losses cannot be controlled and are not subject to curtailment;
and (3) transmission customers do not have to buy loss service
from AEP and instead are free to make alternative arrangements to
supply losses. AEP Initial Brief at 43; Ex. A-28.

AIW disagreed with AEP's proposal and argued that a
transmission customer is required to provide spinning and
supplemental operating reserves for the full amount of its load
and losses under AEP's tariff Schedules 5 and 6. Therefore, AIW
asserted that an obligation to pay for a separate 20 percent
reserve margin is essentially a double charge.
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Initial Decision

The judge ruled that although the transmission customers
have alternative ways of supplying losses, a 20 percent reserve
margin for losses on top of spinning and supplemental operating
reserves of 6 percent would amount to double counting of
reserves. Therefore, the judge determined that a 14 percent
reserve margin is appropriate in this case for calculating
capacity costs for losses.

Exceptions
No party filed exceptions to the judge's decision.
Discussion

We reverse the judge's finding on our own initiative.
Notwithstanding the fact that there were no exceptions filed to
the judge's determination that a 14 percent reserve margin is
appropriate, we find no basis for AEP's contention that any
reserve margin is cost-justified for loss service. First, AEP
has sponsored no studies or quantitative evidence showing that a
reserve margin of any amount is cost-justified for loss service,
and there is no Commission precedent supporting such a charge.
Second, in Order No. 888 we neither required customers to take
such a service from their transmission providers or for
transmission providers to provide such a service. There is no
basis for AEP to assess a charge under its open access tariff for
a service that is not even offered under that tariff. Finally,
we disagree with AEP's claim that losses are similar to firm
load. 1In fact, AEP's provision of loss services is discretionary
both for AEP and its customers. Thus, we find no justification
for AEP's imposition of a charge for reserves for loss service.

b. Transmission Loss Factor
Positions of the Parties

AEP proposed a transmission loss factor of 3.6 percent. AIW
contended that AEP's loss factor is excessive arguing that: (1)
AEP did not provide any support that losses from theoretical load
flow and other studies represent actual system losses; and (2)
losses on AEP's local area network and distribution system
(facilities below 69 KV) should be excluded from this loss factor
calculation because many of AEP's transmission customers provide
losses on their own local area networks and distribution system.
To rebut AIW's claim that it was improper for AEP to roll-in the
local area networks and distribution losses, AEP argued that its
charging of losses associated with all transmission facilities
used to provide service is in accordance with Commission policy
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favoring rolled-in pricing. 83/ Trial staff did not contest
AEP's loss factor.

Initial Decision

The judge determined that AEP's loss factor of 3.6 percent
is reasonable. The judge rejected AIW's claim regarding local
area network and distribution use stating that AIW did not
present any evidence to prove its claim, nor did it offer any
evidence showing what percentage should be assigned to that
portion of the losses allegedly associated with the distribution
function. He held that AIW did not provide any arguments to
rebut AEP's reliance on Kentucky Power. Specifically, that case
affirmed a prior Commission order 84/ approving an increase in
the AEP loss factor from 2.0 percent to 3.6 percent. The
Commission held in Appalachian II that:

AEP's proposal is entirely consistent with the
Commission's requirements for charging customers for

transmission losses. . . . Customers' service is

provided by and priced on the basis of the AEP

integrated transmission system . . . . [85/]
Exceptions

AT filed exceptions in which it generally reiterates the
same arguments made by AIW before the judge. AI Brief on
Exceptions at 72-73.

Discussion

We affirm the judge's finding, adopting a loss factor of 3.6
percent, for the reasons set forth in the Initial Decision.
However, we note that the AEP study includes all facilities
including GSUs. Because we have ruled that GSUs should be
assigned to production, we will require AEP to recalculate the
transmission loss factor to exclude real power losses
attributable to GSUs.

83/ AEP cited Kentucky & Ohio in support of its claim. AEP
Initial Brief at 43. In Kentucky & Ohio, the Commission
specifically approved the rolled-in method with respect to
losses on the AEP System. 64 FERC at 61,923.

84/ Appalachian Power Company, et al., 63 FERC ¢ 61,165 (1993)
(Appalachian IT).

85/ 1Id. at 62,149.
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The Commission orders:

(A) The Initial Decision issued in this proceeding on
August 7, 1997 is hereby affirmed in part and reversed in part,
as discussed in the body of this order.

(B) AEP is hereby directed to submit a compliance filing
within 60 days of the date of issuance of this order. However,
if a request for rehearing is filed, AEP shall make its
compliance filing within 30 days of the date the Commission
disposes of the request for rehearing.

(C) WwWithin 30 days of acceptance of the compliance filing,
AEP shall make refunds, together with interest calculated
pursuant to 18 C.F.R. ¢ 35.19a (1999). Within 15 days of the
date of payment of refunds, AEP shall file a report showing the
computation of refunds and interest paid. A copy of the refund
report shall also be sent to the affected state commissions.

By the Commission.

(SEAL)

David P. Boergers,
Secretary.
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INTRODUCTION

This proceeding is before the Commission on exceptions to an Initial Decision

issued in this proceeding on August 7, 1997 (Initial Decision). ' In this order, with
certain enumerated exceptions, we affirm the findings of the presiding administrative law
judge (judge).

1. BACKGROUND

This proceeding began when American Electric Power Service Corporation

(AEPSC)  filed a transmission service and ancillary services tariff for Commission
approval. The proposed tariff offered firm point-to-point transmission service, for periods
as short as one month, to any "eligible utility" as defined therein. The Commission
accepted the proposed tariff for filing, suspended its effectiveness and made it subject to
refund, summarily disposed of certain matters, and set for hearing the justness and

reasonableness of the proposed rates. 3 Requests for rehearing and clarification were

1 / American Electric Power Service Corporation, 80 FERC 9 63,006
(1997).

2 / AEPSC filed the application on behalf of Appalachian Power Company,
Columbus Southern Power Company, Indiana Michigan Power Company, Kentucky
Power Company, Kingsport Power Company, Ohio Power Company and Wheeling
Power Company (collectively "AEP"). AEPSC is a service subsidiary of AEP.

3 / American Electric Power Service Corporation, 64 FERC 161,279
(1993), order on reh'g and clarification, 67 FERC 961,168 (1994).
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filed by the AEP companies and others. *

In its rehearing order, the Commission announced a new "comparability" standard
pertaining to open access transmission tariffs. Namely,

an open access tariff that is not unduly discriminatory or anticompetitive
should offer third parties access on the same or comparable basis, and
under the same or comparable terms and conditions, as the transmission
provider's uses of its system. [67 FERC at 61,490.]

The Commission also ordered that an evidentiary hearing be held on whether the
proposed tariff was unduly discriminatory and/or anticompetitive (i.e., regarding AEP's
uses of its system, any impediments or consequences of offering comparable service to
others, and the costs incurred by AEP in using its transmission system). Id. at
61,490-91.

Before hearings were held, on March 29, 1995, we issued a Notice of Proposed
Rulemaking in our open access rulemaking proceeding ("Open Access NOPR") in which
we proposed to require all public utilities owning facilities for the transmission of electric

energy in interstate commerce to file open-access transmission tariffs. ® Attached to the
Open Access NOPR were two pro-forma tariffs that set forth the non-price terms and
conditions of open access point-to-point and network transmission service. We also
issued a pair of orders providing guidance on the disposition of this docket and other

pending transmission tariff proceedings. ® In the Supplemental Guidance Order, public
utilities such as AEP, which then were litigating the terms and conditions of
comparability, were given the option of revising their tariffs to be consistent with the pro
forma tariffs. Upon notice of the filing of such tariffs, the existing proceedings in the

4 / Requests for rehearing or clarification were filed by AEP, Industrial Energy
Users-Ohio, American Municipal Power-Ohio Inc. (AMP-Ohio) jointly with Indiana
Municipal Power Agency (IMPA), Blue Ridge Power Agency (Blue Ridge), Wabash
Valley Power Association, Inc. (WVPA), West Virginia Power Division of UtiliCorp United
Inc. (West Virginia Power), and D.C. Tie, Inc. (DC Tie).

5 / Promoting Wholesale Competition Through Open-Access Non-
Discriminatory Transmission Service by Public Utilities; Recovery of Stranded Cost by
Public Utilities and Transmitting Utilities, Notice of Proposed Rulemaking and
Supplemental Notice of Proposed Rulemaking, FERC Stats. & Regs. {32,514
(1995).

6 / American Electric Power Service Corporation, et al., 70 FERC 9] 61,358
(1995) ("Guidance Order"), order on reh'g and clarification, 71 FERC [ 61,393 (1995)
("Supplemental Guidance Order"). In the Supplemental Guidance Order, the
Commission provided for abbreviated filing requirements, less case-by-case litigation,
and an expedited approval process for utilities such as AEP, that had voluntarily filed
non-discriminatory open access transmission tariffs.
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pending rate cases were to be held in abeyance awaiting a determination by the
Commission of whether there were any genuine issues of material fact warranting
further hearing procedures.

The parties in this proceeding held settlement discussions that resulted in a
partial settlement that the judge certified to the Commission as a partially contested
settlement. AEP's proposal to adopt the non-price terms and conditions of the pro forma

tariffs was certified as uncontested. ” On February 14, 1996, the Commission issued an
order on the partially contested settlement in which we approved AEP's proposal to
adopt the non- price terms and conditions of the pro forma tariff, with certain minor

modifications proposed by an intervenor and not disputed by AEP. ® The Commission
also approved the remainder of the settlement (i.e., the pricing aspects) with respect to
the participants that did not oppose the settlement. With respect to the remaining
participants, the Commission remanded the contested issues to the judge for further

proceedings, as deemed necessary, and for preparation of the Initial Decision. o

While these proceedings were pending, the Commission issued Order No. 888. ™
ih tespsnser e @rdéndlnstas; taERssbbimittedhausaistite Gaencaraessnissismission tariff

ancillary service rates at issue in this proceeding.

In response to the Commission's directive in its order on the partial settlement,
the judge established additional procedures leading to a "paper hearing" on the

7 / The Open Access NOPR proposed "pro forma tariffs." Order No. 888,
issued on April 24, 1996, see note 10 infra, adopted a single pro forma tariff. The AEP
partial settlement references "pro forma tariffs" because it pre- dates issuance of Order
No. 888.

8 / American Electric Power Service Corporation, 74 FERC 161,132
(1996).

9 / Id. The order identified the remaining participants as AMP- Ohio, IMPA,
Blue Ridge, the Cities of Cleveland and Hamilton, Ohio (Cleveland and Hamilton), the
Indiana Office of Utility Consumer Counselor (IUCC), DC Tie, Electric Clearinghouse,
Inc. (Electric Clearinghouse), WVPA, and West Virginia Power (collectively, intervenors).
10 / Promoting Wholesale Competition Through Open-Access Non-
Discriminatory Transmission Service by Public Utilities; Recovery of Stranded Cost by
Public Utilities and Transmitting Utilities, Order No. 888, FERC Stats. & Regs. 1 31,036
(1996); order on reh’g, Order No. 888-A, FERC Stats. & Regs. 1 31,048 (1997), order
on reh’g, Order No. 888-B, 81 FERC 4 61,248 (1997), order on reh’g, Order No. 888-C,
82 FERC 11 61,046 (1998).

11 / On July 31, 1997, the Commission accepted the compliance filing for filing,
effective July 9, 1996, subject to revision to reflect the outcome of the instant
proceeding. Allegheny Power Systems, Inc., et al., 80 FERC {61,143 at 61,557 (1997).
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remaining issues. The additional procedures included additional discovery, the filing of
additional testimony by trial staff, intervenors, and AEP, the filing of a revised Joint
Statement of Issues, and the filing of briefs before the judge and the Commission.

1. DISCUSSION

A complete list of the litigated issues was presented in the Joint Statement of
Issues, and are listed in the Initial Decision. 80 FERC at 65,045-46. In the discussion
below, we will focus on the contested issues and those where we reverse the findings in

the Initial Decision. '

We summarily affirm the Initial Decision on the following issues: (1) credits for
customer-owned facilities; ' (2) the "long generator leads" and "generator outlet lines"
used for AEP generation; 1 (3) the depreciation and non-income tax components of the
carrying charge; 12 (4) the revenue credit flow through; 1 (5) the Indianapolis Power and

Light Sale; 7 (6) the system sales and buy-sell transactions; 18 (7) the one mill adder; 19
(9) Reactive Supply and Voltage Control (VAr) - Refunctionalization of transmission

investment; % (10) VAr - Generator and Exciter Systems Costs; 21 (11) VAr - Accessory

12 / Our listing of the issues (in the table of contents) generally conforms with
the issues identified by the judge in the Initial Decision.

13 / No party filed exceptions to the judge's finding that this issue is beyond the
scope of this proceeding. 80 FERC at 65,054.

14 / The judge stated that the issue of credits should be addressed when a
customer requests service. 80 FERC at 65,057. The judge also noted that the
Commission determined that the Rockport lines serve a transmission function and
should be functionalized to transmission. See id. citing American Electric Power Service
Corp., 37 FERC {63,032 (1987), aff'd in pertinent part, 44 FERC /61,206 (1988).

15 / This issue is moot because we affirm the judge's use of a net plant
methodology.
16 / We deny an intervenor's request to note or take official notice of the figures

found in AEP's Account No. 456 as reported in AEP's FERC Form No. 1 because they
do not fall within the test period.

17 / The Indianapolis P&L sale began after, and was thus not counted in,
AEP's single system peak, therefore, the judge did not include this sale in the 1 CP
demand divisor. Instead, the judge adopted a revenue credit proposal.

18 / No party filed exceptions to the judge's finding adopting AIW's proposal to
use 8,760 hours to develop the hourly unit rate. 80 FERC at 65,062.

19 / No party filed exceptions to the judge's finding rejecting the one-mill adder.
Id. at 65,070.
20 / The judge found that AEP does not have to refunctionalize its transmission

investment because Order No. 888 established "Reactive Supply and Voltage Control
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Electric Equipment Costs; %* (12) VAr - Other Power Production Investment; % (13) VAr -
jointly-owned units; 24 (14) Operating Reserves (Spinning Reserves/Supplemental
Reserves/Regulation and Frequency Response) - CCD Units; *° and (15) Energy

Imbalances - Charges for Over-Scheduled Power. ?° We find that the Initial Decision
properly decided these issues and the arguments on exceptions have failed to persuade
us that the Initial Decision erred or that additional discussion is necessary.

A. TRANSMISSION RATES

1. Levelized Gross Plant Method v. Non-Levelized Net Plant

Method

The issue here is the same as that previously addressed by the Commission in
Kentucky Utilities Company, Opinion No. 432, 85 FERC 4 61,274 at 62,100-05 (1998)
(KU), i.e., whether a levelized or non-levelized rate design is appropriate for developing
the companies' rates for unbundled transmission service.

The non-levelized method generally will recover higher costs in the early years of
a facility's life and increasingly lower costs in later years. By contrast, the levelized
gross plant method will recover costs in equal (or levelized) increments each year of a
facility's life.

from Generation Sources" as one of the six ancillary services.

21 / The judge found that 24 percent of the investment in turbogenerators
represents generators and exciter system costs.
22 / Examples of accessory electric equipment are: control cables, power

cables, switching equipment, and station grounding. The judge approved AEP's figure
of 10 percent for accessory electric equipment, which are treated in 16 separate
sub-accounts.

23 / No party filed exceptions to the judge's finding that 0.15 percent is an
appropriate allocation factor for other power production investment.

24 / The judge determined that jointly-owned units are appropriately included in
the costs used to determine the VAr charge. The jointly-owned generating units here at
issue are owned by Columbus Southern Power Company (an AEP affiliate), along with
Cincinnati Gas & Electric Company and Dayton Power & Light Company (collectively,
the "CCD" units). See 80 FERC at 65,080.

25 / The judge ruled that "CCD" units are appropriately included in the costs
used to determine the spinning reserve charge.

26 / The judge determined that AEP should pay 90 percent of its decremental
costs for overscheduled energy outside the bandwidth.
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Positions of the Parties

AEP proposed a rate for its transmission service based on the levelized gross
plant approach described above. AEP argued that it has used this approach

consistently for decades. " AEP further asserted that it did not propose to switch the
rate design methodology for any customers other than a subset of existing and potential
transmission customers (i.e., requirements customers).

WVPA, IUCC, Blue Ridge, AMP-Ohio, and trial staff argued against AEP's
proposed levelized gross plant approach because:

(1) under AEP's transmission tariff, transmission customers will not be charged
rates that are comparable to AEP's own use of its transmission system, and the
rates therefore will discriminate against transmission customers in violation of the
Commission's comparability standard;

(2) factors that supported the use of the levelized gross plant approach in cases where it
was adopted are absent here; 2% and
(3) given that AEP's system is composed of facilities with varying levels of
depreciation, and the levelized gross plant method does not adjust for such

depreciation, the levelized gross plant approach would produce excessive
revenues for AEP.

Initial Decision

The judge found that AEP's proposed levelized gross plant methodology of
calculating transmission rates results in a switch from the non-levelized net plant
methodology for its requirements customers, as well as its retail customers. The judge
found that, as a result of this switch,

AEP's requirements customers (as well as retail customers who may

switch to transmission service) will be paying depreciation a second time

leading to an overrecovery of AEP's costs. [80 FERC at 65,052.]

The judge also found that AEP did not demonstrate that its proposal meets the
Commission's comparability standard as set forth in the Commission's Transmission

27 / AEP asserts that, historically, many of its interchange service rates were
developed based on the levelized gross plant approach. See Ex. A-101.
28 / For example, in Southern California Edison Company, Opinion No. 341, 50

FERC 161,138 at 61,412 (1990) (SoCal Edison), and Jersey Central Power & Light
Company, et al., 38 FERC {61,275 at 61,927 (1987) (Jersey Central), the company
historically had used the levelized approach.
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Pricing Policy Statement. 2 In this regard, the judge explained that AEP uses a

non-levelized net plant approach for its native load customers while proposing a
levelized gross plant approach for non-native load customers. He concluded that,

[blecause AEP's open access tariff does not offer third parties access on
the same or comparable basis [as AEP's use of its system], AEP's
levelized approach violates the Commission's comparability standard.
[80 FERC at 65,053.]

Moreover, the judge found that Commission precedent does not support AEP's
proposal to use the levelized gross plant method for transmission service. In particular,
the judge noted that AEP's citations to SoCal Edison and Jersey Central are inapposite
because the circumstances in those cases are distinguishable from those present here,
where AEP is proposing to switch depreciation methods after nearly one-third of AEP's
transmission system already has been depreciated without making adjustments to
prevent overrecoveries. The judge found the non-levelized net plant methodology
appropriate to design rates for AEP's wholesale transmission service.

Exceptions

AEP filed an exception to the judge's rejection of its proposed levelized gross
plant transmission rate design. AEP claims that the judge erred in failing to recognize
that: (1) the Commission has previously found that the gross plant and net plant
methods recover identical costs over the lives of the assets, and the rate differences
between the two methods is simply the result of a timing difference in cost recovery; (2)
AEP was not proposing a "change" in its rate design method; (3) AEP's use of the
levelized method will not result in an overrecovery of its revenue requirement; and (4)
comparability does not require use of the net plant methodology.

Blue Ridge, Al, WVPA, and trial staff filed briefs opposing AEP's exception on this
issue.

Discussion

We deny AEP's exception, and affirm the judge's rejection of AEP's proposed
switch to a levelized gross plant rate design. While reasonable results can be produced
using either levelized or non-levelized rate methods, depending on the circumstances,
see, e.4., KU, 85 FERC at 62,103-05, here we find that, based on the record before us

29 / Inquiry Concerning the Commission's Pricing Policy for Transmission
Services Provided by Public Utilities under the Federal Power Act, FERC Stats. & Regs.
9 31,005 at 31,141-44 (1994), order on reconsideration, 71 FERC {61,195 (1995)
(Transmission Pricing Policy Statement).
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and the circumstances presented in this case, the use of a levelized gross plant rate
design by AEP would not produce a just and reasonable result. Specifically, we note
that AIW and trial staff witnesses testified that this switch would result in an
overrecovery of costs by allowing AEP to recover anew depreciation expense that it has

already recovered. See, e.g., Exs. AIW-11 at 24-31; AIW-17; S-71 through S-84. % We
are not convinced by AEP's opposing arguments on this issue (e.g., AEP did not provide
any studies demonstrating that there would not be higher rates if the levelized method is
adopted, and AEP did not substantiate its claims that it will be adding new transmission
plant in the future). See Exs. A-53 at4 and A-100 at 7.

AEP relies on our order in SoCal Edison in support of its use of a levelized gross
plant rate design because AEP has historically provided under certain circumstances
long-term stand-alone transmission service under levelized rates, a circumstance that
AEP states persuaded the Commission to allow requirements customers to be switched
to a levelized rate in SoCal Edison. We reject AEP's argument. As we explained in
Consumers Energy Company, 85 FERC 461,100 at 61,366-67 (1998) (Consumers
Energy), the approach we took in SoCal Edison is no longer appropriate. We believe
that the concerns that led to our decisions in Consumers Energy, and also in KU, 85
FERC at 62,104- 05, dictate that we no longer follow SoCal Edison.

As we found in KU, and restated in Allegheny Power Service Corp., 85 FERC q
61,275 at 62,117 (1998) (APS), where a utility proposes to switch from a non-levelized
net plant rate design method, "[ijn supporting such a switch, a utility must prove that its
proposed method is reasonable in light of its past recovery of capital costs using a
different method." 85 FERC at 62,103- 05. Just as in KU and APS, AEP has not
persuaded us here that the switch in current bundled requirements service is
appropriate in the circumstances of this case because: (1) AEP's system is composed
of facilities with varying levels of depreciation and (2) AEP's proposed levelized gross

plant method does not account for such variations. *’

Based on the foregoing, we reject AEP's proposal to develop its transmission
tariff rate using a levelized gross plant method, and we will require AEP to recalculate its
tariff rates based on a non-levelized net plant method.

As we stated in Consumers Energy, 85 FERC at 61,367, "[i]t is not our intention
to prohibit the use of the levelized approach in every instance. As noted at the outset,
the Commission believes that a levelized methodology may produce just and

30 / AIW and trial staff claimed that AEP's proposed switch in methods would
increase the transmission revenue requirement by $44.5 and $61.2 million, respectively.
See Joint Statement of Issues at 3; and Exs. S-72 and S-74.

31 / The judge's third reason (that AEP's proposed transmission tariff does not
offer third parties access to its transmission system on a comparable basis to AEP's use
of its own system) is no longer applicable.
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reasonable rates under different circumstances." Here, AEP has not persuaded us that
its proposed change in approach is appropriate in the circumstances of this case.

2. Definition of Investment Base

a. Transmission/Subtransmission "Distribution Use Facilities"

Exclusions

Positions of the Parties

AEP asserted that its transmission system is operated on a fully-integrated basis
and therefore it included in rate base all of its facilities classified as transmission. A
secondary issue involves customer-owned facilities, and AEP did not give a credit for
any customer-owned facilities.

AlW opposed this treatment, arguing that customer-owned facilities with
comparable functions to AEP's facilities should be considered part of the grid, and that
customers with such comparable facilities should receive credits for their own facilities
that function in the same manner as AEP's facilities to integrate loads and resources.
AIW claimed that AEP's proposal misdefines the transmission grid for purposes of
recognizing which facilities will be deemed part of the transmission grid, and for
purposes of establishing a rate for the use of the transmission owners' facilities. AIW
argued that the Commission must define the grid in one of two ways, and that under
either definition AEP's approach here must be rejected. First, AIW asserted that the
Commission could define the grid broadly to include all facilities that are actually used to

provide service under AEP's tariff. % Alternatively, AIW stated that the Commission
could adopt a narrow definition of the grid that encompasses only the backbone
transmission facilities that are necessary to carry any party's power from a delivery point
to a receipt point on bulk transmission facilities. AIW contended that if this definition is
adopted, some facilities that AEP includes in its rate base should be removed.

AEP and trial staff argued that the costs of all transmission facilities in both the

32 / Earlier in this proceeding, joint testimony was presented by AMP-Ohio,
IMPA, and WVPA. The judge referred to them collectively as "AIW." 80 FERC at
65,048. The judge, in the Initial Decision uses this same abbreviation to refer to
AMP-Ohio and IMPA. To clarify when WVPA is not being referred to, we will refer to
AMP-Ohio and IMPA together as "Al" and will use "AIW" when referring collectively to
AMP- Ohio, IMPA, and WVPA.

33 / AIW contended that this definition of the grid would better serve the goal of
creating workable competitive power supply markets by eliminating discriminatory
transmission pricing and encouraging all transmission owners to participate in regional
transmission grids.
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network and point-to-point tariff should be "rolled-in" in developing the tariff rates. 34

AEP and trial staff contended that AIW is attempting to insert its claims for a credit for
customer-owned facilities into the issue of what is AEP's appropriate rate base for
transmission. AEP and trial staff asserted that the issue of what facilities AEP should
include in its rate base is different from the issue of what customer facilities are entitled
to a credit. Both AEP and trial staff supported the rolled-in approach and argued that
the question of credits for customer-owned facilities should not be addressed in this
proceeding.

Initial Decision

The judge found that AIW's comparability and other arguments "should be
appropriately advanced in a different proceeding." 80 FERC at 65,055. He also
rejected arguments by AIW that certain AEP facilities should be eliminated from
transmission rate base because they do not serve a network function. Based on these
findings, the judge concluded that AEP's rolled-in approach should be adopted.

Exceptions

Al argued on exceptions that, under Order Nos. 888 and 888- A, the standard for
inclusion of transmission facilities in rate base is the same standard as for inclusion of
customer-owned facilities. Al Brief on Exceptions at 10. That is,

the Transmission Provider must demonstrate that its transmission facilities
are integrated into the plans or operations of the Transmission Provider to
serve its power and transmission customers. [Id. at 9.]

Al claims that the Initial Decision failed to comply with this standard because it failed to
explicitly identify what AEP transmission facilities are providing transmission service to
its power and transmission customers and it failed to identify what customer-owned
facilities are eligible for credits.

Al further argues that the Commission should provide an "advisory opinion" on
the issue of credits for customer-owned facilities. Al Brief on Exceptions at 23-36.

With regard to Al's first point, while AEP agrees that any facilities that are not
used and useful in providing transmission service should be excluded from rate base, it
maintains that all of the facilities included in its rate base meet that test and are thus

34 / Rolled-in transmission rates are based on the costs of the entire
transmission system and reflect the fact that, when there is an integrated system, all of
the facilities in the system are deemed to contribute to each use of the system.
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properly includable. AEP Brief Opposing Exceptions at 7-8.

Regarding Al's second point, AEP argues that the judge correctly found that this
issue is not properly before the Commission in this case. AEP contends that this is
confirmed by explicit language in Order No. 888, where the Commission stated that
"cost credits related to customer-owned facilities . . . are more appropriately addressed
on a case-by-case basis where individual claims for credits may be evaluated against a
specific set of facts." Id. at 5, citing Order No. 888, FERC Stats. & Regs. 1 31,036 at
31,743. AEP and trial staff contend that the Commission does not have before it any
specific claim for credits for customer-owned facilities and therefore cannot evaluate
such a request.

Trial staff also argues that the judge correctly found that the issue of customer
credits should be treated when a service agreement is negotiated, and that this issue is
beyond the scope of this proceeding.

Discussion

We affirm the judge's finding on this issue with regard to Al's first point. In
Kentucky Power Company and Ohio Power Company, 64 FERC 61,112 at 61,923
(1993) (Kentucky & Ohio), we stated, "[u]nder our pricing policy, it is proper for AEP
companies to develop their rates on the basis of a rolled-in, system average for all grid
facilities they use for transmission, not just the lines that are at delivery voltage."
Accordingly, we agree with AEP's rolled-in approach to rate base and we reject Al's
contention that these facilities must be more explicitly identified.

As to Al's second point, its arguments here are the same as those raised to the
judge by AIW regarding its eligibility for credits for customer-owned facilities, and we do
not find these claims persuasive. As we stated in Order Nos. 888 and 888-A, and in
other recent orders, the question of credits for customer- owned facilities is best

resolved on a fact-specific, case-by- case basis. *° As noted by AEP and trial staff, Al
identified customer-owned facilities in this proceeding, but did not offer any support to
justify a credit for such facilities. Thus, we affirm the judge's findings to accept AEP's
rate base without any adjustment for customer credits.

b. Accumulated Deferred Income Taxes - Rockport 2 Plant

Sale/Leaseback

Background information explaining this issue was presented in the Initial
Decision, where the judge stated that:

35 / See Order No. 888, FERC Stats. & Regs. [ 31,036 at 31,743; Order No.
888-A, FERC Stats. & Regs. [ 31,049 at 30,271; and Allegheny Power Systems, 80
FERC 961,143 at 61,539 (1997).
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AEP’s Rockport 2 plant was sold in 1989 for $1.7 billion and leased back
for an initial term of 33 years. The gain from the sale of the plant was
deferred and is being amortized, with the related taxes, over the term of
the lease. AEP functionalized Accumulated Deferred Income Taxes

(ADIT) based on a gross plant allocator. AEP took all of its company-
wide ADIT and assigned a portion of them to the transmission function
based on a fraction with plant in service related to transmission in the
numerator and total plant in service in the denominator. ADIT is used to
reduce the investment base for purposes of setting a transmission rate. [80
FERC at 65,055, footnote omitted.]

Positions of the Parties

AIW asserted that it is inequitable and contrary to Commission precedent to
include in transmission rate base those costs related to the ADIT associated with the

Rockport 2 plant sale/leaseback (Account No. 190), *® but not credit transmission

customers with any offsetting gains related to that same sale/leaseback. >’
Consequently, AIW proposed adjusting the functionalization of ADIT to remove ADIT
relating to the Rockport 2 plant sale/leaseback. AIW claimed that the Commission
previously addressed the proper ratemaking treatment of the costs and gains associated
with the Rockport 2 plant sale/leaseback in Blue Ridge, where the Commission held that
"ratepayers . . . are entitled to . . . the entire benefit of the sale/leaseback." 57 FERC
at 61,373.

AEP's witness stated that AIW's proposed adjustment is a piecemeal approach
and that, if ADIT was uniformly removed from all transmission plant, this would increase
transmission plant in rate base by more than $33 million. AEP is quite willing to make
this adjustment.

Trial staff agreed with AEP that AIW's proposal should be rejected because it is
piecemeal. Trial staff claimed that AIW chose one item (the Rockport 2 plant
sale/leaseback) and directly assigned that item to generation, and then used the plant
ratio fraction for everything else. Trial staff asserts that this approach is selective and
unfair. Trial staff supports AEP's original calculation.

36 / Account No. 190 is a rate base addition; thus, by reducing the costs from
this account that are included in rate base, the transmission customers' rates will be
lowered. See Exs. AIW-1 at 16-17 and AIW-4.

37 / See Al Brief on Exceptions at 36-39, citing Blue Ridge Power Agency, et
al. v. Appalachian Power Company, 57 FERC 61,100 at 61,373 (1991) (Blue_

Ridge).
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Initial Decision

The judge found that, notwithstanding AIW's arguments to the contrary, Blue_
Ridge is inapposite here. In Blue Ridge, the Commission held that ratepayers are
entitled to the gain from the Rockport sale/leaseback and that the shareholders are not.
The issue in that proceeding did not involve ADITs. Conversely, in this proceeding, the
issue is the allocation of ADITs among groups of ratepayers. Thus, the judge found that
Blue Ridge does not support AIW's position. 80 FERC at 65,055.

Exceptions

Al filed exceptions to the Initial Decision where it raised arguments similar to
those raised by AIW before the judge.

AEP and trial staff opposed Al's exception and asserted similar arguments to
those they had advanced before the judge.

Discussion

We agree with the judge that Al's reliance on Blue Ridge is misplaced here. In
Blue Ridge, we addressed whether ratepayers or shareholders should receive the gain
on the Rockport 2 sale/leaseback, 57 FERC at 61,373, while here the issue concerns
the proper allocation of ADITs between different groups of ratepayers (i.e., transmission
vs. requirements customers). We find that Al is proposing a piecemeal approach that
improperly focuses on a change to only one component of ADIT. Al has failed to
sponsor an alternative allocation method for ADITs. Thus, we deny Al's exception and
affirm the Initial Decision.

C. Generator Step-Up (GSU) Transformers

A GSU transformer is an electrical device that transforms power from a lower
voltage to a higher voltage. The GSU transformers in question in this proceeding are
those which step- up voltages at the generation level to higher voltages at the
transmission level.

Positions of the Parties

AEP maintained that GSUs should be included in transmission rates because
they perform a transmission function. AEP also argued that the inclusion of GSUs in

transmission rate base is supported by Commission precedent. 38

38 / AEP cited Niagara Mohawk Power Corp., 42 FERC 4 61,143 at 61,352
(1988).
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Al, WVPA, Blue Ridge, and trial staff argued that part of the function of GSUs is
production-related and that AEP should not charge its transmission-only customers
production-related costs. These participants also argued that Commission decisions
supporting inclusion of GSUs in transmission rate base pre-date Order No. 888 where
the Commission required utilities to offer unbundled open access transmission service.
Thus, these participants argued that the cost of GSUs should be excluded from AEP's
transmission rates.

Initial Decision

The judge approved AEP's proposal to continue recovering the costs of its GSUs
through its transmission tariff rates. The judge found (80 FERC at 65,056-57) that this
proposal was supported by Commission precedent that provides that the purpose of
these facilities is to transform, or step-up, generation for the purpose of transmitting

power "in bulk with less loss and at less cost . . . ." % While acknowledging that the

precedent he relied on was from the "pre-unbundling" era, the judge nevertheless found
it to be on point because, as in the instant case, it involved transmission-only service.
The judge further found that trial staff and intervenors failed to counter AEP's assertion
that its classification is in accord with the Uniform System of Accounts. 80 FERC at
65,057.

Exceptions

Al, Blue Ridge, WVPA, and trial staff filed exceptions to the Initial Decision raising
arguments similar to those they raised at hearing.

AEP opposed each of these exceptions.
Discussion

In the past, the Commission functionalized a utility's entire cost of GSU
transformers as transmission-related and allowed the utility to recover these costs
through its rolled-in transmission rate. However, in KU we decided to reverse our policy
in light of the Commission's unbundling of transmission and wholesale generation
services in Order No. 888. As we stated in KU, given our actions in Order No. 888,

we believe it is appropriate to reexamine our policy on the functionalization
and the recovery of costs associated with GSUs to ensure that unbundled
services customers are paying only their appropriate share of the cost of
services which they use. [85 FERC at62,111.]

39 / The judge cited Minnesota Power & Light Company, Opinion No. 12, 3
FERC 4] 61,045 at 61,137 (1978), among other cases, for this proposition.
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Our reexamination of GSU costs in KU persuaded us that the costs of a GSU
transformer should be directly assigned to its related generating unit, not rolled into
transmission rates. Those same findings are applicable here. We therefore reverse
the Initial Decision to reflect our revised policy on the recovery of GSU costs, as more
fully articulated in KU.

3. Return on Equity

After the paper hearing, the parties to this proceeding filed a Stipulation and

Agreement (Stipulation) resolving the overall rate of return. %0 Ex. Jt-3. The parties
agreed that the overall rate of return to be used to calculate transmission rates in this
proceeding would be 9.33 percent. Id. The judge did not rule on this issue; he neither
accepted nor rejected the Stipulation. We accept the stipulated rate of return for the
following reasons: (1) it does not exceed the upper bound of the ranges of
reasonableness advocated by AEP and trial staff; (2) our analysis indicates that the
stipulated rate of return is sufficient to assure confidence in the financial integrity of the
company, to allow AEP to attract capital, and to provide investors with an adequate
return; and (3) no party filed exceptions to it. Thus, we find that the stipulated overall

rate of return is just and reasonable. 1

4. Revenue Credits v. Demand Divisor Increase

There are two basic "off-system" ratemaking treatments: cost allocation and
revenue credit. Cost allocation treats the transaction as part of the system load, with a
portion of the system costs allocated to the off-system sale. Under this method, the
demand divisor is increased to include the off-system transaction. Revenue crediting
does not allocate costs to the off-system sale. Rather, on-system customers receive a
credit for the revenues associated with the off-system sales. Thus, the off-system sale
is not included in the demand divisor.

Positions of the Parties

As noted by the judge, "[t]his issue concerns whether AEP should increase its
non-firm rate divisor to reflect full transmission system capability, which would make
revenue crediting for non-firm rates unnecessary." 80 FERC at 65,060.

AEP advocated reflecting the demand of multi-year point-to- point transmission
service in the demand divisor, while crediting other transmission revenues against its

40 / The signatories of the stipulation are AEP, AMP-Ohio, IMPA, Blue Ridge,
WVPA, Indiana Office of Utility Consumer Counselor, and trial staff.

41 / See Bluefield Water Works & Improvement Company v. Public Service
Commission of West Virginia, 262 U.S. 679, 693 (1923); FPC v. Hope Natural Gas
Company, 320 U.S. 591, 605 (1944).
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cost-of-service. Specifically, AEP proposes credits to the cost-of-service for revenues
from transmission of electricity by others, interruptible service revenues and system
sales revenues related to the transmission function.

AIW opposed revenue crediting, and instead argued that, with respect to non-firm
rates, the appropriate cost divisor is transmission system capability as measured by
AEP's generating capacity plus firm, long-term transactions. AIW asserted that the use
of revenue credits to offset the non-firm revenue requirement is inappropriate because
revenues from the use of excess capacity of the transmission system are already
accounted for in the demand divisor.

Trial staff opposed both the AEP and AIW approaches, and argued that AEP
should include all firm transmission service demand in the demand divisor, and credit
only revenues from non- firm transmission service against the cost of service, as this
would be consistent with Commission's precedent. Specifically, trial staff contended that
its approach is consistent with Order No. 888 wherein the Commission stated that it
would allow point- to-point firm transmission rates to be based on adjusted monthly
system peak loads, which it defined as:

the transmission provider's total monthly firm peak load minus the monthly
coincident peaks associated with all firm point-to-point service customers
plus the monthly contract demand reservations for all firm point-to-point

service. [42]

Initial Decision

The judge found that trial staff's proposed method was supported by the
provisions of Order No. 888. He therefore adopted trial staff's proposal stating that:

a transmission provider's obligation to plan for, and its ability to use, a
transmission customer's reserved capacity is clearly defined by that
customer's contract reservation. For these reasons, it is appropriate to
consider a firm reservation as the equivalent of a load for cost allocation

and planning purposes. [43]

Exceptions

Al filed exceptions to the judge's findings, arguing that the judge failed to address
its proposal that the denominator for this service should be set at an amount equal to
"AEP's generating capacity plus firm contract demands." Al Brief on Exceptions at 53.

42 / Order No. 888, FERC Stats. & Regs. [ 31,036 at 31,738.
43 / 80 FERC at 65,061, citing Order No. 888, FERC Stats. & Regs. [ 31,036
at 31,738.
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In essence, Al contends that: (1) the Commission recognizes that most non-firm service
is less valuable and should be priced below the level of firm service; and (2) this should
be accomplished through the use of a larger divisor, and therefore a lower rate.

AEP and trial staff oppose Al's exception. Trial staff agrees with Al's first
contention, but not the second. Trial staff states that where the non-firm rate is a ceiling,
or "up- to" rate capped at the firm rate (as here), the Commission has consistently
allowed this treatment. Trial staff contends that the use of the same divisor for both
non-firm and firm services and capping the non-firm rate at the firm rate is consistent
with Commission precedent, the Commission's Pricing Policy Statement, and Order No.

888. *
Discussion

We reject Al's argument that the Initial Decision did not squarely address its
proposal. As noted by the judge, we resolved this issue in Order No. 888, where we
concluded that it is appropriate for non-firm service to be priced using up-to rates with

the ceiling rate set at the firm service rate. * In addition, we agree with trial staff that
AEP should include the demand for all firm transmission service in the demand divisor,
and only credit revenues from non-firm transmission against the cost of service. Thus,
we conclude that Al's exceptions raise no arguments not already considered and
rejected by the judge, and we affirm the findings of the judge on this issue.

5. Demand Divisor

This issue involves the development of the demand divisor for firm transmission
rates.

Background

Initially, AEP proposed a non-customer-specific firm point- to-point transmission

rate based on a 12 CP demand divisor. *® In our order setting AEP's filing for hearing,

44 / Trial Staff Brief Opposing Exceptions at 58-60, citing, e.g., Central Maine
Power Company, 54 FERC 1] 61,206 at 61,612 (1991); Transmission Pricing Policy,
FERC Stats. & Regs. 131,005 at 31,137 (1994); and Order No. 888, FERC Stats. &
Regs. [ 31,036 at 31,743-44.

45 / Order No. 888, FERC Stats. & Regs. [ 31,036 at 31,743-44.

46 / 64 FERC at 62,977. Demand allocation determines the charge allocated
to a class of customers. Under the 12-month coincident peak method, commonly known
as the 12 CP method, demand is allocated by taking the hour of highest usage (the
coincident peak) in twelve consecutive months, determining the percentage of peak use
by each customer class during each of the twelve months, and averaging the resulting
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we summarily rejected AEP's proposal, citing our precedent in Southern Company
Services, 61 FERC 1 61,339 (1992) (Southern). We gave AEP the option of developing
a "customer-specific" rate by allocating AEP's total transmission-related revenue
requirement using a customer-specific revenue requirement using those customers' 12
coincident peaks and billing determinants, or to develop a non- customer-specific rate
using a 1 CP demand divisor. AEP elected to maintain its non-customer specific
approach, but nonetheless filed a request for rehearing, asking us to allow it to use a 12
CP demand divisor in conjunction with a non-customer-specific revenue requirement.
We denied rehearing on this issue and directed AEP to use the annual system peak (1
CP) as the demand divisor. 67 FERC at 61,487. AEP complied with the Commission

order and filed a 1 CP demand divisor. ** AEP did not file a petition for review of the
Commission's orders.

Positions of the Parties

Notwithstanding that the issue was rejected by summary disposition and was not
set for hearing, AEP attempted to preserve and litigate this issue at hearing and
continued to advocate a 12 CP demand divisor throughout the proceeding. AEP argued
that in Order No. 888 the Commission changed its policy with respect to the use of a
12-CP demand divisor when a tariff allows full flexibility for point-to-point service. AEP
contended that its tariff (filed in connection with its offer of settlement and Order No.
888) allows this full flexibility, and the use of a 12 CP demand divisor is thus appropriate.
AEP Initial Brief at 26-27.

Initially, trial staff supported AEP's request to use a 12 CP allocator based largely
on the reasons given by AEP. Trial staff argued that Commission precedent supports
the use of a 12 CP divisor when the average of the 12 monthly peaks to the single peak
is more than 84 percent of the single system peak. Trial staff asserted that this average
for AEP's system is 89.9 percent. Trial Staff Initial Brief at 49.

AIW argued that the Commission's orders setting this proceeding for hearing
summarily dismissed the 12 CP divisor as an issue in this proceeding. Thus, AIW
asserted the adoption of a 12 CP rate at this late date would be both unfair and legally
impermissible in this proceeding. Blue Ridge and WVPA also argued that the 12 CP v. 1
CP issue is no longer within the scope of this proceeding.

In addition to opposing AEP's 12 CP proposal on procedural grounds, intervenors
also opposed the method AEP used to develop its 1 CP divisor. AIW argued that AEP's

percentages for each customer class. By contrast, the 1 CP method allocates
demand
among customer charges based on the annual coincident peak.
47 / AEP proposed a 1 CP demand divisor of 17,753 MW, reflecting its 1992
internal peak minus its interruptible loads and generator direct loads, plus 1,258 MW of
firm contract demand. Ex. A-22.
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1 CP calculation should be adjusted to include: (1) an additional 329 MW of demand
associated with long-term transmission contracts; (2) 890 MW of generator direct loads

served by AEP; * and (3) the Buckeye Power Cooperative (Buckeye) load as a

long-term load. 49

Blue Ridge and WVPA argued that the peak demand used as the divisor should
be 35,000 MW, which is the projection of AEP's transmission system capability. Blue
Ridge and WVPA base this argument on a technical paper prepared by an AEP
engineer stating that the system was designed to serve an expected load of 35,000 MW.
% However, if this approach is rejected in favor of using an annual system peak, then
alternatively Blue Ridge advocated using AEP's 1993-94 winter peak (25,194 MW).

Blue Ridge contended that this peak represents AEP's proven transmission system
capability, and is "a more credible proxy for transmission system capability than use of a
test year peak exceeded in prior or subsequent years." Blue Ridge Initial Brief at 18.

Initial Decision

The judge noted that the Commission had considered the issue of 1 CP vs. 12
CP in both its hearing order and its order on rehearing in this proceeding, and that the
Commission had rejected AEP's proposed use of the 12 CP method in both instances.
The judge also found that, while Order No. 888 now allows utilities to use a 12 CP
demand divisor in their point-to- point tariffs, it did not mandate the use of this method.

Thus, the judge rejected AEP's proposed 12 CP methodology. 80 FERC at 65,066. >

48 / AIW and trial staff argued that another 890 MW should be added to AEP's
1 CP demand divisor to reflect certain generator direct served loads (two specific retail
loads, see AEP Brief Opposing Exceptions at 22), because the transmission facilities
serving the two specific retail loads are routinely included in AEP's transmission
planning and load flow studies. Exs. S-72; AIW-20; and AIW-11 at 39- 43.

49 / AEP opposed including in the demand divisor firm transmission service
AEP provides to Buckeye. AEP acknowledged that this is a resource/load integration
type transaction, but it then argued that this transmission should not be included in the
demand divisor because resource/load integration type service is not offered under its
open access tariff. Ex. AEP-55. AIW argued that AEP's position is no longer valid
because AEP is now offering network integration service. Therefore, AIW contended
that the Buckeye loads should be included in the demand divisor. Ex. AIW-11 at 38-39.
The Buckeye load is 937 MW, which AEP included as load for purposes of a 12 CP
divisor.

50 / By comparison, the judge found that the single system peak during the test
year was 18,598 MW (80 FERC at 65,064) and AEP's highest system peak occurred in
1993-1994, when total load reached 25,174 MW (80 FERC at 65,065).

51 / The judge did not dispute that AEP may propose a 12 CP methodology in
future proceedings, but agreed with AIW that this would require a new section 205 filing.
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The judge found the appropriate divisor to be 17,753 MW as calculated by AEP
using a 1 CP demand divisor. The judge rejected Blue Ridge's contention that the peak
should be based on the 1993-94 winter peak because the proceeding is based on 1992
test year costs.

Exceptions

While supporting the Initial Decision's adoption of a 1 CP approach, Blue Ridge
filed exceptions arguing that the judge erred by relying on AEP's test-year peak figures
to obtain the demand divisor and by failing to consider alternatives suggested by Blue
Ridge and other interveners. In particular, Blue Ridge argues that the judge failed to
consider peak loads subsequent to the test year (e.g., the 1993-94 winter peak) as a
measure of system capability. Blue Ridge argues that consideration of these loads
would yield a demand divisor of 25,194 MW, an amount that Blue Ridge claims

represents AEP's proven transmission capability. 52

Al and WVPA filed exceptions to the Initial Decision reiterating the arguments
they made before the judge in support of their proposed 1 CP divisor.

AEP also filed exceptions to the Initial Decision and argues that the Commission
is not legally precluded from using a 12 CP divisor, and that the evidence AEP has
submitted here supports the use of a 12 CP divisor.

Trial staff filed exceptions to the judge's method of calculating the single peak,
arguing that it is inconsistent with both Order No. 888 and the methodology adopted by

the judge in the Initial Decision. *3 Trial staff further argues that the rationale underlying
the 1 CP figure adopted by the judge is inconsistent with the determinations reached by

the judge elsewhere in the Initial Decision. >***** Trial Staff Brief on Exceptions at 20-24.

52 / Blue Ridge Brief on Exceptions at 12-15. This figure is the highest
monthly peak demand AEP had reached as of the date Blue Ridge filed its initial
testimony.

53 / Trial staff's calculation started with AEP's monthly firm peak load, then
subtracted the monthly coincident peaks associated with all firm point-to-point
customers and added the monthly contract demand reservations for firm point-to- point
service. This results in a 1 CP demand divisor of 19,537 MW.

54 / For example, in his ruling on the treatment of revenue credits, the judge
ruled that the contract demands of all firm customers should be included in the demand
divisor, 80 FERC at 65,060-61, and in his ruling on the annual demand divisor, he
adopted AEP's figure for the 1 CP, which does not include all long-term firm
transactions, id. at 65,066.

54 / For example, in his ruling on the treatment of revenue credits, the judge
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However, trial staff supported the judge's determination that AEP should be precluded,
for procedural reasons, from use of the 12 CP divisor in this proceeding. Trial Staff Brief
Opposing Exceptions at 29-30.

AEP, Al, WVPA, Blue Ridge, and trial staff filed briefs opposing exceptions.
Discussion

We find AEP's efforts to preserve and litigate this issue at hearing unavailing. We
therefore reject AEP's exception advocating the use of a 12 CP divisor, and we affirm
the judge's adoption of a 1 CP divisor in this proceeding.

We summarily rejected AEP's 12 CP proposal in both our initial hearing order (64

FERC at 62,976-77) and in our order on rehearing (67 FERC at 61,487). % By
summary disposition, we made a final determination resolving this issue and removing
the issue from further consideration in this proceeding. Any timely challenge to this final
determination would have had to have been made in a petition for review to the U.S.
Court of Appeals, seeking appeal of this determination. However, no such appeal was
filed.

Moreover, to allow AEP to pursue this issue now would be unfair to Intervenors
who, based on our prior orders, quite properly understood that this issue was no longer

within the scope of this proceeding. ¢ Thus, regardless of any subsequent changes in
Commission policy, it would be unfair and prejudicial to the other parties -- and a
violation of their due process rights -- for us to consider anew the merits of AEP's 12 CP

proposal at this late stage of the proceeding. o

ruled that the contract demands of all firm customers should be included in the
demand
divisor, 80 FERC at 65,060-61, and in his ruling on the annual demand divisor, he
adopted AEP's figure for the 1 CP, which does not include all long-term firm
transactions, id. at 65,066.
54 / For example, in his ruling on the treatment of revenue credits, the judge
ruled that the contract demands of all firm customers should be included in the demand
divisor, 80 FERC at 65,060-61, and in his ruling on the annual demand divisor, he
adopted AEP's figure for the 1 CP, which does not include all long-term firm
transactions, id. at 65,066.
55 / The hearing order also gave AEP guidance on what cost support should
be submitted in a new filing seeking the use of a 12 CP demand divisor. 64 FERC at
62,977.
56 / See Al Initial Brief at 56-57; Al Brief Opposing Exceptions at 31-33; WVPA
Brief Opposing Exceptions at 15-16; and Blue Ridge Brief Opposing Exceptions at
12-14,
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While AEP correctly notes that in Order No. 888 we revised the policy we earlier
had enunciated in Southern (and which we relied on in our earlier orders to dismiss
AEP's 12 CP proposal), AEP fails to consider two important factors that relate to this
change in policy. First, as noted by the judge, 80 FERC at 65,066, in Order No. 888 we
did not give transmission providers an automatic and immediate right to develop their
rates using a 12 CP divisor; rather, we stated that commencing with the ordered
improvements in the tariff services we would no longer summarily reject filings on this
basis but would instead allow transmission providers seeking a 12 CP divisor to make a

filing with the Commission supporting such a proposal and to pursue this at hearing. %8
Following the Commission's issuance of Order No. 888, AEP had the option of filing a
new section 205 rate case, seeking Commission approval to use a 12 CP demand
divisor in conjunction with non-customer-specific rates. It chose not to do so.

AEP instead chose to continue to raise this issue in the instant proceeding
(based on our issuance of Order No. 888), even though Order No. 888 was issued
nearly three years after the Commission's hearing order removing the 12 CP issue from
this proceeding. However, as discussed above, due to the finality of our decision on this
issue in this proceeding, we reject this effort. For these reasons, we reject AEP's
proposal to allow it to develop its point-to-point transmission rates using a 12 CP divisor.

AEP advocated a 1 CP demand divisor of 17,753 MW, which was adopted by the
judge, but, as pointed out by AIW and trial staff, this number is inconsistent with other
determinations in the Initial Decision. We reject 17,753 MW as 1 CP demand divisor.
Trial staff proposed a 1 CP demand divisor of 19,537 MW, which is derived by adding

the following: (1) 16,495 MW - adjusted internal peak load; %9 (2) 799 MW - for firm
contract demand; (3) 1,304 MW - for firm transmission for others; (4) 890 MW - for two

specific retail loads; % and (5) 49 MW - for the Indianapolis P&L sale. We adopt trial

staff's proposed 1 CP demand divisor with one modification. ®1 We affirmed the judge's

57 / This is true regardless of the judge's decision to receive into evidence AEP
testimony in support of a 12 CP proposal. It is within the purview of the Commission, not
of the judge, to define the scope of a proceeding and the Commission already had
reached a determination on the 12 CP issue when it set this case for hearing before a
judge.

58 / Order No. 888, FERC Stats. & Regs. 1 31,036 at 31,737-38. See also
Order No. 888-A, FERC Stats. & Regs. ] 31,048 at 30,263.

59 / See Exhibit A-24.

60 / Trial staff claimed that the Buckeye load of 937 MW is included in the
1,304 MW. Trial Staff Brief Opposing Exceptions at 34.

61 / We start with AEP's proposed internal peak load of 16,495 MW (item 1).
We add to this trial staff's proposed adjustments for long-term firm transmission service
(items 2 and 3) and 890 MW (item 4) for two specific retail loads (as argued by AIW and



Document Accession #: 19990802-0579 Filed Date: 07/30/1999

Docket No. ER93-540-006 -28 -

decision to treat the Indianapolis P&L sale as a revenue credit; therefore, we modify trial
staff's proposal by adopting 19,488 MW (19,537 MW minus 49 MW) as the 1 CP
demand divisor.

6. Appalachian Pricing Method Issues

Appalachian pricing is a rate design method approved by the Commission for
short-term service expected to be taken only during peak periods. The hourly charge is
developed assuming usage of 16 hours a day, five days a week, 52 weeks a year (i.e.,

4,160 hours per year) in contrast to the 8,760 total hours in a year. %2 Under this rate
design, 100 percent of the annual cost of service is equally distributed to each of the 52
weeks in a year; 100 percent of the weekly cost is equally distributed to five of the seven
days in a week (Saturday and Sunday are off- peak days and are excluded); and 100
percent of the daily (weekday) cost is equally distributed to 16 of the 24 hours in a day

(the other 8 hours are off-peak hours and are excluded). % |n addition, to prevent
over-recovery, this rate is accompanied by a proviso that no customer can be charged
more than the equivalent daily or weekly rate (e.g., charges for hourly usage are capped
at the equivalent daily rate). 39 FERC at 61,964-65. The Appalachian rate design
method was established on the theory that a customer who uses the transmission
system for 16 peak hours in a day should pay the same contribution to the fixed costs of
the transmission system as a customer who has reserved capacity on a daily basis. Id.
at 61,965.

Positions of the Parties

AEP proposed to use the Appalachian method for developing its hourly and daily
transmission rates for short-term transmission service. Trial staff generally supported
AEP, arguing that it is appropriate for AEP to develop its on-peak hourly and daily rates
using the Appalachian method, but only if it also offers off-peak service with hourly and
daily rates developed using seven days for daily service and 8,760 hours for hourly
service.

AIW and Blue Ridge contended that the Appalachian method should be
abandoned and a pricing method that encourages economically efficient transactions
should be used instead. They further contended that trial staff's approach is not
sufficient because the only reasonable method for time-differentiation is to reduce the

trial staff). We subtract 49 MW (item 5), based on our findings on the
Indianapolis P&L
sale.
62 / See Appalachian Power Company, 39 FERC 4] 61,296 (1987)
(Appalachian).
63 / The use of a five day week, 16 hour day and 52 week year results in 4,160
peak hours in a year.
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off-peak rates, not to raise the on-peak rate even further above the cost of service
(which they claim would be the result of trial staff's proposal). AIW argued that AEP
should use system capacity as the denominator to calculate the non-firm rate because
they contended that system capacity represents a conservative measure of AEP's actual
capability. In addition, an AIW witness proposed a six day divisor for daily service.

Initial Decision

The judge found trial staff's peak/off-peak proposal to be a reasonable
adjustment to the Appalachian method for this proceeding. He stated:

Staff's proposal achieves the Commission goal of recovering [costs] from
those who take service at the time of the peak 4,160 hours while off-peak
rates are based upon a distribution of annual costs over all 8,760 hours.
[80 FERC at 65,069.]

Thus, the judge reasoned, customers using short-term transmission service during
off-peak hours do not constrict the system during the critical load period and should pay
less than they would under the Appalachian method. Therefore, the judge found that
trial staff's proposal would result in just and reasonable rates, and he adopted it. Id.

Exceptions

Al and WVPA claim that the Initial Decision is internally inconsistent because on
the one hand it rejects using the Appalachian method in developing hourly rates for
short-term transmission system sales and buy/sell transactions, while on the other hand

it approves the Appalachian method for non-firm transmission rates. % Al and WVPA
argue that the Commission should find that an 8,760 hour year should be used in
determining on-peak non-firm hourly rates for both revenue credits and unit rates in the

Open Access Tariff. % AEP and trial staff oppose Al's and WVPA's exceptions.
Discussion

The theory behind Appalachian pricing is that a customer who uses the
transmission system for 16 peak hours in a day should pay the same contribution to the
fixed costs of the transmission system as a customer who has reserved capacity on a
daily basis. 39 FERC at 61,965. We have previously determined that Appalachian
pricing is not warranted where it has not been shown that 16 hours is a good proxy for

64 / Al and WVPA ask us to compare the judge's finding basing credits for
buy/sell and off-system sales on an 8,760 hour test year (which we affirmed summarily,
see note 18 supra) to his ruling using a 4,160 hour year for determining the on-peak
non-firm transmission rate (80 FERC at 65,068-69).

65 / WVPA Brief on Exceptions at 22; Al Brief on Exceptions at 58-60.
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total daily usage.

We disagree with Al's and WVPA's contention that the Initial Decision is internally
inconsistent because it uses the Appalachian method for non-firm transmission rates but
not for certain revenue credits. Al and WVPA are referring to bundled non-firm,
short-term system power sales transactions that AEP engaged in during the 1992 test
year. AEP reflected a credit of $25.8 million for the transmission component of the
non-firm short-term system power sales to which Al refers. These transactions occurred
prior to open access. Therefore, AEP did not separately calculate a transmission
component for these bundled power sales, but instead estimated a transmission
revenue credit, thereby reducing the cost of service by the estimated transmission
credit. The Initial Decision approved the estimate as reasonable, 80 FERC at 65,062,
and we affirm this finding for the reasons stated by the judge. Intervenors have not
contended that AEP's proposal would result in unjust and unreasonable rates or in an
overrecovery of costs. Instead, they argue it is inconsistent with other findings made in
the Initial Decision. As mentioned above, we disagree. Therefore, there is no
impediment to accepting AEP's proposal and rejecting the arguments of Al and WVPA.

Accordingly, we affirm the finding of the judge on this issue.
B. ANCILLARY SERVICES RATES

1. Levelized Gross Plant Method v. Non-Levelized Net Plant

Method

Positions of the Parties

AEP recommended using the levelized gross plant methodology to determine
rates for ancillary service. AEP explained that its reasoning for using this methodology
is the same as discussed for base transmission rates. However, AEP believed that
where services are available from third parties, rates should be market-based rather
than cost-based. AEP Initial Brief at 32.

AIW argued that ancillary services rates should be developed using non-levelized
net plant methodology.

Trial staff argued that three of the six ancillary services -- Regulation and
Frequency Response Service, Operating Reserve - Spinning Reserve Service, and
Operating Reserve - Supplemental Reserve Service -- are not monopoly services
because transmission customers can provide these services and put a downward
pressure on the prices offered by AEP. Moreover, trial staff argued that AEP's levelized
gross plant rates are "up to" rates that AEP can discount on a non-discriminatory basis.
Based on this, trial staff concluded that developing rates for these three ancillary
services on a levelized gross plant is not unreasonable.
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Initial Decision

The judge found that the non-levelized net plant methodology for developing
ancillary services rates is appropriate for the same reasons as discussed with respect to
transmission rates.

Exceptions

No party filed exceptions to the judge's decision.

Discussion

We reverse the judge's finding on our own initiative and determine that AEP's
proposal to price these ancillary services using the levelized gross plant method is
reasonable. We have repeatedly approved the use of the levelized gross plant method
of pricing as a reasonable approach. Although in this proceeding, as in KU, we have
rejected company proposals to use a levelized gross plant method to price transmission
tariff rates, this was because these cases involved company proposals to switch pricing
methods (from a non-levelized net plant pricing to a levelized gross plant pricing) in
mid-stream for what were similar transmission services. It is this switching of methods,
and not the levelized gross plant method itself, that we find has led to the development
of rates that have not been shown to be just and reasonable. Conversely, here there is
no switching of methods involved because these ancillary services are new services that
were not previously provided as separate services. This is a key distinction that makes
the KU precedent on the pricing of transmission rates inapposite here.

For these reasons, and because no party has shown that the ancillary rates
produced by AEP's levelized gross plant method are otherwise unjust, unreasonable or
unduly discriminatory, we adopt AEP's pricing approach.

2. Scheduling, System Control and Dispatch Service

We agree with the judge that there are no remaining issues involving this
ancillary service. 80 FERC at 65,071. Ex. Jt-1 at 21. The per unit rates will be affected
by the cost divisor ultimately found just and reasonable, which we find is the same
divisor we found proper for the base transmission rate -- 19,488 MW. See section II.LA.5
above.

3. Reactive Supply and Voltage Control (VAr)

a. Active and Reactive Allocation Factor
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Positions of the Parties

AEP explained that since generator/exciters and an allocated portion of
accessory electric equipment produce active and reactive power, "it was necessary to
arrive at an allocation factor to segregate the reactive (VAr) production function from the
active power (Watt) production function." AEP Initial Brief at 37. While both AEP and
trial staff generally agreed on the methodology to calculate allocation factor applicable to

reactive production, 66 they disagreed on the location at which the reactive capability
should be measured. Depending on the measuring point location chosen, costs will be
shifted between customers taking transmission service and native load customers. AEP
asserted that the name-plate reactive capability at the generator terminals should be

used. ®’ Trial staff explained that some of the reactive power produced by the
generators actually is consumed by AEP's plant auxiliary loads and by the GSUs, before

it reaches the transmission system. 68 Accordingly, trial staff argued that the
Commission should not use the generator's nameplate reactive capability, but instead
should use the reactive capability at the GSU terminals available to the transmission
system. Ex. S-88. Thus, while AEP proposed a reactive power allocation factor of 21
percent, trial staff recommended only 11.47 percent.

AEP, however, maintained that the GSUs should remain a part of the
transmission system. Also, even if GSUs are functionalized to production, AEP argued
that despite the reactive power losses associated with auxiliary loads and GSUs, the
generating plant must be capable of producing reactive power in excess of that which
ultimately reaches the transmission system in order to have enough reactive power
remaining to provide adequate voltage support on the transmission system. AEP Reply
Brief at 43.

Initial Decision

The judge found merit in AEP's argument that there must be enough reactive
power remaining at the transmission terminal to provide the voltage control support on
the system. Accordingly, he determined that AEP's proposed 21 percent allocation

69
factor for reactive power measured at the generator terminals was just and reasonable.

66 / The parties agreed to use the formula MVAr2/MVA2 to determine the
allocation factor.

67 / AEP maintains that reactive capability should be measured at generator
terminals (the low-voltage side of the GSU), while trial staff maintains that it should be
measured at the GSU terminals nearest to the transmission system (the high- voltage
side of the GSU).

68 / As noted earlier, trial staff argued that the GSUs should be refunctionalized
to production.
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Exceptions

Trial staff filed exceptions arguing again that, during the step up of power and
energy from the generator terminal voltage to transmission voltage, some of the reactive
power produced by the generators actually is consumed by AEP's plant auxiliary loads
and by the GSUs. In its exceptions, trial staff reiterates its position that the critical issue
here is whether GSUs perform a transmission function or a generation function. Trial
staff argues that the judge erroneously determined that the GSUs should be assigned to
the transmission function, and that, consequently, the reactive power losses in the GSUs
belong to the transmission function. However, trial staff contends that the judge's finding
was erroneous. Trial staff states that, in the event the Commission reverses the judge
on GSUs, it should adopt the trial staff's reactive power allocation factor of 11.47
percent. Trial Staff Brief on Exceptions at 32-33.

In its Brief Opposing Exceptions, AEP disagrees with trial staff's contention that
the functionalization of GSUs to transmission or production is controlling on this issue
because the allocation factor is based on capability. AEP argues that, irrespective of the
location at which reactive power capability is measured, the generating equipment must
be capable of producing reactive power in excess of that which ultimately reaches the
transmission system in order to have enough reactive power remaining to provide
adequate voltage support on the transmission system. AEP Brief Opposing Exceptions
at 37-38.

Discussion

We adopt the judge's finding that 21 percent is the appropriate allocation factor to
segregate the costs of reactive (VAr) production from those of active (Watt) production.
We are not persuaded by trial staff's assertion that the reactive capability of the
generators should be reduced by the VArs consumed by GSUs and auxiliary loads
before developing an allocation factor. We agree with AEP (and the judge) that the
allocation factor should be based on the capability of the generators to produce VArs
and that this capability should be measured at the generator terminals. We find merit in
AEP's assertion that a generating plant must be capable of producing reactive power in
excess of that which ultimately reaches the transmission system in order to have
enough reactive power remaining to provide adequate voltage support on the

transmission system. © See AEP Reply Brief at 43. For these reasons, and for the
reasons stated by the judge in the Initial Decision, we affirm the judge's ruling on this
issue in the Initial Decision.

69 / 80 FERC at 65,079. The judge found that the GSUs perform transmission
functions. Id. He therefore did not reach trial staff's contentions that relied on the
facilities being deemed to perform generation functions.

70 / However, we will require AEP to recalculate the transmission loss factor to
exclude real power losses that take place in GSUs.
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b. Unrelated O&M Expenses

Positions of the Parties

AEP proposed to include all O&M expenses that are directly and indirectly related

to the production of reactive power in its carrying charge rate " of 22.1 percent. AEP
claimed that its methodology excludes O&M expenses unrelated to reactive power
production. Exs. A-28 at 1; and A-95. Trial staff agreed. Trial Staff Reply Brief at 39.

AIW argued that AEP's method will lead to an overrecovery of its O&M expenses
because in developing its carrying charge, AEP improperly included costs from O&M
accounts that have no direct relation to the production of reactive power. AIW also
argued that AEP's method allocates O&M expenses on a different basis than it allocates
plant costs related to VAr production. In addition, AIW argued that AEP should remedy
the problem by performing an account-by-account analysis of which O&M costs are
actually related to the production of reactive power, and that only those costs should be
included in the development of the fixed charge rate. Ex. AIW-11 at 58. AIW Initial Brief
at 70- 71.

AEP disagreed with AIW's argument that O&M expenses indirectly related to
production equipment should be excluded from the development of the carrying charge
rate because they do not directly contribute to reactive power production. AEP Initial
Brief at 39-40. AEP further stated, "[t]here is no production equipment [that] does not
contribute to reactive power production." Ex. A-53 at 43.

Initial Decision

The judge ruled that AIW's method of allocating O&M expenses related to
reactive power production is superior to AEP's method because AIW logically assigned
O&M expenses to the VAr producing equipment in the same proportion as its investment
in such equipment. The judge found that AEP had not justified why O&M expenses
related to VAr production should be allocated on a different basis than the plant costs
related to VAr production, and he thus rejected AEP's proposal (which would have
produced higher rates). The judge found AIW's approach to be reasonable because it
provided for a consistent treatment of the plant costs and O&M expenses related to VAr
production. The judge also found that AEP's argument (that there is no production
equipment that does not contribute to reactive power production) is unavailing because
the issue here does not concern the total exclusion of the O&M expenses from the VAr
charge, but instead involves the proper allocation of O&M expenses to the VAr charge.
However, the judge noted that in accordance with his ruling that the non- levelized net

71 / Carrying charge is a component of revenue requirements that provides for
the return of and on capital invested in plant, taxes, and insurance premiums.
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plant method is appropriate for developing ancillary services rates, the issue of
allocation of O&M expenses is moot because there will be no carrying charge under the
non- levelized method. 80 FERC at 65,081-82.

Exceptions

No party filed exceptions on this issue.
Discussion

In accordance with our ruling approving AEP's use of a levelized gross plant rate
design for developing the ancillary services rates, the proper allocation of reactive power
O&M expenses is no longer moot. We affirm the judge's finding that AIW's method of
allocating reactive power O&M expenses is superior to AEP's method for the reasons
stated in the Initial Decision.

4. Operating Reserves (Spinning Reserves/Supplemental
Reserves/Regulation and Freqguency Response)

a. Pricing for Requlation and Frequency Response Service,
Spinning Reserve Service and Supplemental Reserve Service

Positions of the Parties

AEP proposed to allocate the minimum East Central Reliability Council (ECAR)
requirement of a 6 percent operating reserve level as follows: 1.5 percent for
Regulation and Frequency Response Service; 1.5 percent for Spinning Reserve
Service; and 3 percent for Supplemental Reserve Service. AEP Initial Brief at 40-41.

While no party took issue with AEP's allocation of 3 percent for Supplemental
Reserve Service, trial staff, AIW, and IUCC disagreed with AEP's method of dividing the
3 percent ECAR minimum Spinning Reserve in equal amounts between Regulation and

Frequency Response and Spinning Reserve. 2 Noting that there are no industry
guidelines available on this matter, and that AEP failed to provide data to track
moment-to-moment variations (which would have enabled the parties to more accurately
allocate this 3 percent figure), trial staff developed its own 4-step method based on
AEP's hour-to-hour load deviations. In developing its 4-step method, trial staff made

w73

four "simplifying assumptions. Using that method, trial staff calculated 1 percent for

72 / The parties agreed that AEP carries a total of 6 percent of capacity to
provide for the following three ancillary services: (1) Regulation and Frequency
Response Service, (2) Spinning Reserve Service, and (3) Supplemental Reserve
Service.

73 / Trial staff's "simplifying assumptions" are described in Trial Staff's Brief
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Regulation and Frequency Response Service and 2 percent for Spinning Reserve

Service. * AEP opposed trial staff's proposed allocation and methodology, contending
that several of the underlying assumptions made by trial staff served to understate the
amount of capacity needed for regulation and frequency response service to follow load.

Initial Decision

The judge rejected AEP's criticism of trial staff's approach as conclusory and
found that AEP neither provided data to track moment-to-moment variations nor any
evidence to support its claim that trial staff's estimate for regulation and frequency
response service was understated. The judge also noted that although AEP stated in its
Initial Brief that it would discuss this issue in detail in its Reply Brief, AEP's Reply Brief
does not even address operating reserves. AEP Initial Brief at 41. The judge then held
that until a standard is developed and endorsed by the Commission, trial staff's formula
is reliable to calculate the level of Regulation and Frequency Response Service for AEP.
Thus, the judge allowed AEP to recover 1 percent of its production costs for the
provision of Regulation and Frequency Response Service and 2 percent for the
provision of Spinning Reserve Service.

Exceptions

AEP filed exceptions to the judge's decision and argues that trial staff's four
"simplifying assumptions" are not representative of actual AEP operating conditions.
AEP asserts that, in addition to a Spinning Reserve requirement of three percent, an
additional three percent is required for Regulation and Frequency Response Service
merely to follow the load trend (for a total of six percent). Nevertheless, AEP proposes
only to recover a Regulation and Frequency Response Reserve of 1.5 percent and a
Spinning Reserve of 1.5 percent (for a total of three percent). AEP Brief on Exceptions
at 34.

Trial staff argues that a proper breakdown between Regulation and Frequency
Response Service and Spinning Reserve Service is important because a customer has
fewer options available for obtaining Regulation and Frequency Response Service.
Trial staff points out that while both services can be obtained from a source other than
the transmission provider, Regulation and Frequency Response Service can only be
provided by generators that are operated under Automatic Generation Control or some
NERC-approved method that enables the generator to instantaneously follow load, thus
creating technical limitations on a purchaser's ability to obtain this service from a
provider other than the transmission provider. Trial staff argues that such limitations do
not exist for competitively obtaining Spinning Reserve Service. Trial Staff Brief

Opposing Exceptions at 40.
74 / Trial Staff Initial Brief at 65. Al Initial Brief at 71. IUCC Initial Brief at
30-31.
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Opposing Exceptions at 36-43.

Discussion

We reverse the judge and, based on the evidence presented in the record,
approve AEP's proposal that the pricing of Regulation and Frequency Response
Service, Spinning Reserve Service and Supplemental Reserve Service should be
allocated based on 1.5 percent, 1.5 percent, and 3.0 percent of production costs,
respectively. As noted above, there were no industry guidelines for the pricing of these
ancillary services at the time this case was litigated, and thus AEP attempted to allocate
the ECAR minimum requirement among these services. No participant has
demonstrated that AEP's proposal is unreasonable, and indeed, the fact that the
different approaches used by AEP and trial staff each produces a combined rate of 3.0
percent for Regulation and Frequency Response Service and Spinning Reserve Service
corroborates the reasonableness of AEP's overall end result, based on the evidence
presented in the record. AEP is only required to show that its proposal is reasonable;
not that its proposal is the only reasonable result on this record, or that its proposal is

superior to all other proposals. ® For these reasons, we adopt AEP's proposal.

b. Other Production Facilities

Positions of the Parties

AEP did not seek to include GSUs in developing its ancillary services rate
because it included GSUs in developing its base transmission rate. However, trial staff
argued that GSUs are used in providing generation-based ancillary services to
transmission customers, and therefore, the cost of GSUs should be included in the rate

for those ancillary services. ® Trial Staff Initial Brief at 72-73. AIW opposed trial staff's
proposal to include GSUs in the charges for AEP's generation-based ancillary services,
arguing that these services are provided at the generation bus and do not require the
use of GSUs. Al Initial Brief at 71-72. Ex. AIW-46 at 20.

75 / See City of Bethany v. FERC, 727 F2d 1131, 1136 (D.C. Cir. 1984), cert.
denied, 467 U.S. 917 (1984) (utility need establish only that its proposed rate design is
reasonable, not that it is superior to all alternatives); MCI Telecommunications Inc. v.
FCC, 627 F2d 322, 340 (D.C. Cir. 1980) (the standard of "just and reasonable" does not
require that the rates be perfect); New England Power Company, Opinion No. 352-A, 54
FERC 4] 61,055 at 61,198, aff'd sub nhom. Town of Norwood, Mass. v. FERC, 962 F.2d
20 (D.C. Cir. 1992) (a proposed rate design need only be shown to be just and
reasonable, not superior to all alternatives).

76 / The generation-based ancillary services referred to by trial staff are: (1)
Reactive Supply and Voltage Control; (2) Regulation and Frequency Response Reserve
Service; (3) Operating Reserve - Spinning Reserve Service; and (4) Operating Reserve
- Supplemental Reserve Service.
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Initial Decision

The judge determined that, consistent with his finding that GSUs perform a
transmission function, GSU costs already are allocated to transmission customers. He
held, therefore, that GSUs should not be included as a cost for any of the ancillary
services.

Discussion

As discussed above, in section Ill.A.2.c, our reexamination of GSU costs in KU
persuaded us that the costs of a GSU transformer should be directly assigned to its
related generating unit, not rolled into transmission rates. In KU, we stated that:

GSUs also perform an important function in the provision of a new
category of services we identified in Order No. 888, ancillary services (e.g.
, Operating Reserve, Regulation and Frequency Response Service,
Reactive Supply and Voltage Control). Ancillary services supplied from
generation resources cannot be provided without reliance upon GSUs,
regardless of where power is coming from or going to.

In short, we find that GSUs are used in the provision of both generation
and ancillary services, and that the costs of these facilities should be
charged to the customers using these facilities. [85 FERC at 62,112].

Therefore, we find that it is appropriate to include the cost of GSUs in developing
rates for all ancillary services that are supplied from generation sources. Accordingly,
we reverse the judge's finding in the Initial Decision that GSUs should not be included
as a cost for any of the ancillary services, and we instead adopt trial staff's proposal to
include GSU costs in ancillary services rates.

5. Energy Imbalances

Order No. 888-A defines Energy Imbalance Service as follows:

Energy Imbalance Service is provided when the transmission provider
makes up for any difference that occurs over a single hour between the
scheduled and the actual delivery of energy to a load located within its
control area. For minor hourly differences between the scheduled and
delivered energy, the transmission customer is allowed to make up the
difference . . . by adjusting its energy deliveries to eliminate the imbalance.
A minor difference is one for which the actual energy delivery differs from
the scheduled energy by less than 1.5 percent, except that any hourly
difference less than one megawatt-hour is also considered minor. Thus,



Document Accession #: 19990802-0579 Filed Date: 07/30/1999

Docket No. ER93-540-006 -39 -

the Final Rule established an hourly energy deviation band of +/- 1.5

percent (with a minimum of 1 MW) for energy imbalance. [

a. Deadband

Positions of the Parties

AEP offered a deviation band (also known as a "deadband") of 1.5 percent,

consistent with the figure we required in Order No. 888. B AW argued that the
deadband of 1.5 percent is too small and discriminates against smaller systems. Al
Initial Brief at 42, Al Reply Brief at 62.

Trial staff argued that AEP complied with the Commission requirements by
establishing a deadband of +/- 1.5 percent. Trial Staff Initial Brief at 73-74.

Initial Decision

The judge rejected arguments made by AIW and ruled that AEP properly
included a deadband of +/- 1.5 percent, as required by Order No. 888. 80 FERC at
65,085.

Exceptions

" In o5l gdAdNE s riaeptiperscoal thiziesadntids siefluangnés rireed e behgie ghb gusige .of

the deadband would amount to changing a term and condition of the Order No. 888 pro
forma tariff, which is beyond the scope of this proceeding. AEP and trial staff point out
that Order No. 888-A, while keeping the deadband at +/- 1.5 percent, modified the
minimum permissible energy imbalance deviation from 1 MW to 2 MW to address the
concerns raised by smaller systems such as AIW.

Discussion

77 / FERC Stats. & Regs. 1 31,048 at 30,229. In Order No. 888-A, the
Commission clarified the definition of Energy Imbalance Service provided in Order No.
888, FERC Stats. & Regs. 131,038 at 31,960-61.

78 / When the energy imbalance is within the prescribed bandwidth, the energy
may be returned in kind. When the energy imbalance is outside the bandwidth, specific
rates are applicable as discussed below.

79 / Al Brief on Exceptions at 71-72; WVPA Brief on Exceptions at 23-24.
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We affirm the judge. In Order No. 888-A, we addressed the issue of the size of
the deviation band in detail. There, we held that a bandwidth of 1.5 percent promotes
good scheduling practices by transmission customers and that the implementation of

scheduled transactions should not overly burden others. 8 Also, as noted by AEP and
trial staff, in Order No. 888-A we modified the minimum permissible energy imbalance

deviation from 1 MW to 2 MW. ®" We therefore conclude, as did the judge, that AEP's
proposals on bandwidth comply with the requirements of Order Nos. 888 and 888-A.
Accordingly, we affirm the judge's finding on this issue for the reasons set forth in the
Initial Decision.

b. Charges for Under-Scheduled Power

Positions of the Parties

AEP argued that a transmission customer should pay a charge of 100 mills/kWh

for under-scheduled energy outside the deadband. 8 Trial staff supported this charge
stating that such a charge would act as a deterrent to transmission customers who fail to
provide enough energy to meet their actual load.

AIW argued that all under-scheduled energy should be returned in kind.
However, AIW asserted that a 100 mills/lkWh charge may be reasonable for
under-scheduled energy which exceeds the 7.5 percent (i.e., 1.5 percent for the
deviation band plus 6 percent for operating reserve services) the customer purchases
from AEP or supplies itself.

Initial Decision

The judge found AIW's position that all under-scheduled power be returned in
kind to be inconsistent with the Order No. 888 provision that requires a separately stated
charge for such under-scheduled power. The judge also found that AEP's 100
mills/kWh charge was reasonable because such a charge accounts for the fact that the
imbalances occur on an hourly basis. The judge ruled that AIW's interpretation that
customers that buy operating reserves from AEP are entitled to a 7.5 percent deadband
is not correct, and that Order No. 888 provides for several ways in which the customer
may reduce or eliminate the need for energy imbalance service, such as dynamic
scheduling.

80 / See Order No. 888-A, FERC Stats. & Regs. [ 31,048 at 30,232- 33.

81 |/ Id.

82 / 100 mills/kWh was the rate utilities typically charged their customers for
emergency power service, and in Detroit Edison Company, Opinion No. --, 88 FERC
61,--- (1999) (Detroit Edison), we recently found that energy imbalance service is similar
to emergency power service.
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Exceptions

Al argues that a 100 mills’kWh charge might be reasonable if the deadband is
expanded to include operating reserves. However, Al contends that since the judge did
not expand the deadband to include operating reserves, the charge should be no
greater than AEP's out-of-pocket costs. Al and WVPA argue that the charge for energy
outside the deadband is too high and not cost-justified. Al Brief on Exceptions at 72; and
WVPA Brief on Exceptions at 14, 22-24.

Discussion

As we explained above, "Energy Imbalance Service" is used to supply energy for
mismatches between scheduled deliveries and actual loads that may occur over a single
hour. We did not intend it to be used as a substitute for operating reserves. See Order
No. 888-A, FERC Stats. & Regs. {131,048 at 30,230. Furthermore, we find that a 100
mills/kWh charge for underscheduled energy outside the deadband is reasonable
because such a charge will act as a deterrent to transmission customers who fail to
provide enough energy to meet their actual load. In addition, in Detroit Edison we
recently found that energy imbalance service is similar to emergency power service, and
that 100 mills/kWh is the rate utilities typically have charged their customers for
emergency power service. Accordingly, we affirm the judge's finding on this issue.

6. Losses

a. Reserve Margin

Positions of the Parties

AEP proposed a 20 percent reserve margin in calculating costs associated with
capacity required to make up for losses. AEP explained that: (1) losses are similar to
firm load; (2) losses cannot be controlled and are not subject to curtailment; and (3)
transmission customers do not have to buy loss service from AEP and instead are free
to make alternative arrangements to supply losses. AEP Initial Brief at 43; Ex. A-28.

AIW disagreed with AEP's proposal and argued that a transmission customer is
required to provide spinning and supplemental operating reserves for the full amount of
its load and losses under AEP's tariff Schedules 5 and 6. Therefore, AIW asserted that
an obligation to pay for a separate 20 percent reserve margin is essentially a double
charge.
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Initial Decision

The judge ruled that although the transmission customers have alternative ways
of supplying losses, a 20 percent reserve margin for losses on top of spinning and
supplemental operating reserves of 6 percent would amount to double counting of
reserves. Therefore, the judge determined that a 14 percent reserve margin is
appropriate in this case for calculating capacity costs for losses.

Exceptions

No party filed exceptions to the judge's decision.
Discussion

We reverse the judge's finding on our own initiative. Notwithstanding the fact that
there were no exceptions filed to the judge's determination that a 14 percent reserve
margin is appropriate, we find no basis for AEP's contention that any reserve margin is
cost-justified for loss service. First, AEP has sponsored no studies or quantitative
evidence showing that a reserve margin of any amount is cost-justified for loss service,
and there is no Commission precedent supporting such a charge. Second, in Order No.
888 we neither required customers to take such a service from their transmission
providers or for transmission providers to provide such a service. There is no basis for
AEP to assess a charge under its open access tariff for a service that is not even offered
under that tariff. Finally, we disagree with AEP's claim that losses are similar to firm
load. In fact, AEP's provision of loss services is discretionary both for AEP and its
customers. Thus, we find no justification for AEP's imposition of a charge for reserves
for loss service.

b. Transmission Loss Factor

Positions of the Parties

AEP proposed a transmission loss factor of 3.6 percent. AIW contended that
AEP's loss factor is excessive arguing that: (1) AEP did not provide any support that
losses from theoretical load flow and other studies represent actual system losses; and
(2) losses on AEP's local area network and distribution system (facilities below 69 KV)
should be excluded from this loss factor calculation because many of AEP's
transmission customers provide losses on their own local area networks and distribution
system. Torebut AIW's claim that it was improper for AEP to roll-in the local area
networks and distribution losses, AEP argued that its charging of losses associated with
all transmission facilities used to provide service is in accordance with Commission

policy favoring rolled-in pricing. 8 Trial staff did not contest AEP's loss factor.

83 / AEP cited Kentucky & Ohio in support of its claim. AEP Initial Brief at 43.
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Initial Decision

The judge determined that AEP's loss factor of 3.6 percent is reasonable. The
judge rejected AIW's claim regarding local area network and distribution use stating that
AIW did not present any evidence to prove its claim, nor did it offer any evidence
showing what percentage should be assigned to that portion of the losses allegedly
associated with the distribution function. He held that AIW did not provide any
arguments to rebut AEP's reliance on Kentucky Power. Specifically, that case affirmed

a prior Commission order 8484 approving an increase in the AEP loss factor from 2.0
percent to 3.6 percent. The Commission held in Appalachian Il that:

AEP's proposal is entirely consistent with the Commission's requirements
for charging customers for transmission losses. . . . Customers' service is
provided by and priced on the basis of the AEP integrated transmission

system . . .. [85]

Exceptions

Al filed exceptions in which it generally reiterates the same arguments made by
AIW before the judge. Al Brief on Exceptions at 72-73.

Discussion

We affirm the judge's finding, adopting a loss factor of 3.6 percent, for the
reasons set forth in the Initial Decision. However, we note that the AEP study includes
all facilities including GSUs. Because we have ruled that GSUs should be assigned to
production, we will require AEP to recalculate the transmission loss factor to exclude
real power losses attributable to GSUs.

The Commission orders:

(A)  The Initial Decision issued in this proceeding on August 7, 1997 is hereby

In Kentucky & Ohio, the Commission specifically approved the rolled-in method

with

respect to losses on the AEP System. 64 FERC at 61,923.

84 / Appalachian Power Company, et al., 63 FERC ] 61,165 (1993)
(Appalachian ll).

84 / Appalachian Power Company, et al., 63 FERC ] 61,165 (1993)
(Appalachian II).

85 / Id. at 62,149.
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affirmed in part and reversed in part, as discussed in the body of this order.

(B) AEP is hereby directed to submit a compliance filing within 60 days of the
date of issuance of this order. However, if a request for rehearing is filed, AEP shall
make its compliance filing within 30 days of the date the Commission disposes of the
request for rehearing.

(C)  Within 30 days of acceptance of the compliance filing, AEP shall make
refunds, together with interest calculated pursuant to 18 C.F.R. § 35.19a (1999). Within
15 days of the date of payment of refunds, AEP shall file a report showing the
computation of refunds and interest paid. A copy of the refund report shall also be sent
to the affected state commissions.

By the Commission.

(SEAL)

David P.Boergers,
Secretary.

Secretary
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PROCEDURAL BACKGROUND

This proceeding originally stems from the issuance by the Commission on April
24,1996, of Order No. 888, requiring all public utilities that own, control or operate
facilities used for transmitting electric energy in interstate commerce to, among other
things, have on file open access transmission tariffs that contain minimum terms and

conditions of non-discriminatory service. ' The compliance filings were to be made by
July 9, 1996. Utilities subject to this requirement were divided into Group 1 (utilities that
had tendered for filing open-access transmission tariffs before the date of issuance of
Order No. 888) and Group 2 (utilities that had not tendered pre-Order No. 888 tariffs).
Additionally, Order No. 888 provided for a blanket suspension for all Group 1 filings that
included new rate proposals, of which this is one, and directed that they go into effect,
subject to refund, on July 9, 1996. Pursuant to the Commission's order, Consumers
Energy Company ("Consumers Energy", "CECo" or "the Company") filed its
open-access tariff in Docket No. OA96-77-000 on July 9, 1996. On January 29, 1997,
the Commission accepted the non-rate terms and conditions of the Tariff without
ordering an evidentiary hearing. American Electric Power Service Corp., et al., 78
FERC 461,070 at 61,269 (1997). By Order issued July 31, 1997, the Commission set
Consumers Energy's and other Group 1 public utilities' rates for hearing. Allegheny
Power System, Inc., et al., 80 FERC {61,143 (1997).

On January 31, 1997, Consumers Energy, in Docket No. ER97- 1502-000, filed
an unexecuted transmission service agreement ("TSA") and a network operating
agreement ("NOA") for service to the Municipal Cooperative Coordinated Pool ("MCCP")
2 under Consumers Energy's open access transmission tariff. MCCP protested the
unexecuted TSA and the NOA and on April 1, 1997, the Commission accepted the

1 / See Promoting Wholesale Competition Through Open-Access Non-
Discriminatory Transmission Services by Public Utilities; Recovery of Stranded Costs by
Public Utilities and Transmitting Utilities, Order No. 888, 61 Fed. Reg. 21,540 (May 10,
1996), FERC Stats. and Regs., Regulations and Preambles 1991-1996 [ 31,036 (1996)
("Order No. 888"), Order on reh'g, Order No. 888-A, 62 Fed. Reg. 12,274 (March 14,
1997), FERC Stats. and Regs. [ 31,048 ("Order No. 888-A"), Order on reh'q, Order No.
888-B, 81 FERC 1 61,248 (1997), ("Order No. 888-B"); Order on reh'g, Order No.
888-C, 82 FERC 161,046 (1998)("Order No. 888-C").

2 / MCCP is comprised of the Michigan Public Power Agency ("MPPA") and
the Wolverine Power Supply Cooperative, Inc. ("Wolverine").
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agreements for filing, suspended and made them effective subject to refund, and
established hearing procedures. Consumers Power Co., 79 FERC {61,001 (1997). On
August 20, 1997, Chief Administrative Law Judge, Curtis L. Wagner, Jr., issued an order
consolidating Docket No. ER97-1502- 000 with Consumers Energy's on-going open
access proceeding in Docket No. OA96-77-000.

On December 30, 1997, Consumers Energy filed in Docket No. ER98-1247-000,
an unexecuted TSA for service to the MCCP from January 1, 1998, to December 31,
1998, to replace the expired comparable TSA filed in Docket No. ER97-1502-000. In all
material respects, this TSA had the same terms and conditions as the prior unexecuted
TSA in Docket No. ER97-1502-000 filed by Consumers Energy for service to MCCP
from January 1, 1997 to December 31, 1997. On February 27, 1998, the Commission
issued an order consolidating the filing in Docket No. ER98-1247-000 with, and making
it subject to the outcome of, the ongoing consolidated proceedings in Docket Nos.
OA96-77-000 and ER97- 1502-000. Consumers Energy Co., 82 FERC 1 61,206 (1998).

Active participants in this proceeding include Consumers Energy, the Michigan

Systems ("Michigan Systems" or "MS"), ® the Association of Businesses Advocating
Tariff Equity ("ABATE"), the Board of Public Works of the City of Holland, Michigan
("Holland"), The Michigan Public Service Commission ("MPSC"), Edison Sault Electric
Company ("Edison Sault"), and Commission Staff ("Staff"). On March 13, 1998, pretrial
briefs were filed by all active parties, with the exception of the MPSC, which filed a
statement in lieu of pretrial brief. A hearing was conducted commencing March 17,
1998 and concluding April 2, 1998. Subsequent to the hearing, initial and reply briefs
were filed on May 21, 1998 and June 19, 1998, respectively by all active parties except
the MPSC.

On June 29, 1998, Chief Administrative Law Judge Curtis L. Wagner, Jr.
designated the undersigned to substitute for Administrative Law Judge Debra Morriss,
who was no longer available to serve, and directed that | take further actions in these
premises.

This initial decision follows the sequence of the Chart of Issues developed in this
proceeding. The positions of the parties on each issue are set forth first, followed by a
ruling which contains an evaluation of the evidence and the decisional rationale. While
most noteworthy arguments and supporting references are discussed, the omission of
references to particular arguments or record citations does not mean that they have not
been considered. All arguments raised and evidence presented have been evaluated
with care.

ISSUE 1 A -- Consumers Energy's Facilities That Can Be Deemed Part of Rate
Base

3 / Michigan Systems consist of the MPPA, Michigan South Central Power
Agency, Wolverine, and Michigan Public Power Rate Payers Association ("MPPRPA").
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Michigan Systems challenge the inclusion by CECo in its rate base of facilities,
primarily 23 kV and 46 kV facilities and higher voltage radial lines, which they contend
have not been shown to provide service to transmission customers under CECo's Open
Access Transmission Tariff ("OATT") to any greater extent than comparable facilities
owned by transmission customers. MS [.B. at 5. Allocation of the costs of such facilities
to CECo's transmission customers who do not purchase power from CECo or otherwise
use such facilities subsidizes CECo's service to its own power customers at the
expense of transmission customers who do not require the facilities for service under
the OATT,MS contends. |d. at 5-6.

To prevail on the issue of inclusion of these low voltage facilities in rate base, MS
argues that CECo must: (1) show that the facilities at issue are integrated into CECo's
transmission plans or operations to serve the Company's power and transmission
customers; and (2) satisfy the Commission's comparability standard. MS maintains that
the Company has failed to satisfy either of these criteria. MS I.B. at 6-31.

The Company contends that it does not bear the burden of proof that each
individual segment of its transmission system should be included in its rate base. CECo
I.B. at 5. Its rate base claim here, CECo asserts, is predicated upon the historic rolled-in
approach employed to develop its 1992 Open Access tariff, which in turn was based
upon prior unbundled transmission tariffs going back to the 1980's. I1d. The Company
further points to the testimony of its witness, Erickson, who stated that all of
CECo-owned transmission facilities are integrated into the plans and operations of the
Company to serve its customers. Ex. MS-53; see also, Exs. CE-16 at 1; CE-29 at 4.

Staff argues that CECo has included in its rate base those facilities traditionally
rolled into transmission rates by public utilities. Staff R.B. at 3. Staff claims that it is
"unnecessary to unscramble the egg and review [CECo's] system on a facility-by-facility
basis to ensure comparable treatment of Michigan Systems." Id. Staff points to the
analysis of its withess Oxendine, who reviewed and identified the MS facilities that
performed functions similar to those facilities rolled into CECo's rates, and are deserving
of comparable treatment. Id.

According to MS, in order to recover the cost of its facilities through transmission
rates, the transmission provider must demonstrate that the facilities claimed for inclusion
in its rate base serve its power and transmission customers. MS I.B. at 6-9. CECo has
failed to demonstrate, MS contends, that any single facility, or the facilities as a whole,
provide transmission service, relying, instead, on the contention that the entire system
provides service under the tariff. Id. at 7. MS cites references in the transcript to
Company witness testimony where MS alleges CECo conceded that not all of its
facilities are needed to serve transmission customers (Tr. at 180-82) and that many
facilities play little or no role in serving transmission customers (Tr. at 372). Moreover,
MS argues, CECo has failed to demonstrate that its facilities are integrated, and,
accordingly entitled to "rolled in" rate base treatment. MS I.B. at 9.

Turning to its comparability argument, MS grounds its position here on the
following language in the Commission's Order No. 888:
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We caution all transmission providers that while our discussion here
addresses the requirements necessary for a customer's transmission
facilities to become eligible for a credit, the principles of comparability
compel us to apply the same standard to the transmission provider's
facilities for rate determination purposes.

Order No. 888 at 31,743, n.452.
Also, MS cites the following passage from the Commission's Order No. 888-A:

As we noted in EMPA 1, this fundamental cost allocation concept applies
to the transmission provider as well. Just as the customer cannot secure
credit for facilities not used by the transmission provider to provide service,
the transmission's provider cannot charge the customer for facilities not
used to provide transmission service.

Order 888-A at 30,271, n.277, citing Florida Municipal Power Agency v. Florida Power &
Light Company, 74 FERC 961,006 at 61,010, n.48 (1996)("EMPA 1I").

MS claims that CECo currently rolls into its transmission rate base facilities
whose purpose it is to deliver power from higher voltage bulk transmission facilities to its
retail customers. Ex. MS-16 at 13. Such facilities, MS argues, play no role or very little
role in serving transmission customers, but may be necessary for CECo to serve itself
as a network customer. MS 1.B. at 10. According to MS, transmission customers also
pay the costs of their own facilities that similarly serve to deliver power from higher
voltage bulk transmission facilities to retail customer service areas. |d. CECo, however,
does not share in the costs of such facilities, MS maintains. This asserted lack of
comparability is at the heart of MS' argument here. According to MS, CECo integrates
all of its load using the transmission grid, and seeks to allocate the costs of transmission
facilities serving loads among all customers, even if those facilities are not necessary to
serve transmission customers. Id. In such circumstances, MS contends, all
transmission facilities used to serve those loads, including customer-owned facilities,
must be considered part of the transmission grid. Only then will comparability be
maintained, MS asserts. Id. at 10-11.

Here, comparability requires either that CECo facilities that are not necessary to
serve transmission customers be deleted from the rate base, or that customer-owned
facilities supporting the grid receive appropriate credits, argues MS. However, MS
maintains, neither CECo nor Staff studied whether CECo facilities included in rate base
were required to serve transmission customers. MS contends that CECo and Staff
treated CECO's facilities as the embedded or native facilities, while treating
customer-owned plant as incremental, and putting individual customer facilities "through
the wringer." MS I.B. at 11. MS goes on to argue that the so-called Megawatt-Mile
("MW-Mile") analyses performed by Staff and CECo fail to treat customer facilities
comparably and provide no information about whether a line is important or necessary,
only whether a specific line participates in a power transfer. 1d. at 13. MS further



Document Accession #: 19990115-3044 Filed Date: 01/15/1999

argues that the CECo 46 kV system participated in certain modeled transactions to a
lesser extent than MS' own facilities. Ex. S- 30 at 7-10.

MS concludes that certain CECo facilities must be removed from rate base,
unless customer-owned facilities that perform comparable functions receive appropriate
credits. These facilities include generator step-up transformers and related substation
equipment; radial lines; and facilities predominantly serving a local area function, such
as subtransmission facilities which link CECo's bulk transmission system to its
distribution substations. Ex MS-16 at 47-48; see also Ex. MS-21 at Sheet No. 2. MS
contends that additional evidence of facilities appropriate for removal from CECo's rate
base is set forth in testimony that Company witness Erickson presented in an MPSC
proceeding to determine which facilities should be classified as transmission facilities for
purposes of delivery of electricity purchased by retail electric customers. Ex. ABATE-16.
There, Mr. Erickson testified that facilities that connect generators to the transmission
grid should be re-classified as generation- related, and 138 kV radial lines that supply
138/46 kV substations, 138 kV to 46 kV and 138 kV to 23 kV substations and all 46 kV
and 23 kV lines should be re-classified as distribution facilities. 1d. at 7-13.

Ruling on Consumers Energy's Facilities That Can Be Deemed Part of Rate
Base:

We deal here with MS' argument that the Company has not demonstrated that its
facilities can be included in the rate base. First, CECo and Staff are correct that the
Company is not required initially to demonstrate that all expenditures were prudent or
that each and every item of plant in its claimed rate base properly belongs there.
However, upon a showing of serious doubt about the prudence of particular
expenditures by other case participants, or, by analogy, doubts about the proper
inclusion of particular plant in rate base, the applicant has the burden of dispelling such
doubts and proving that the expenditures were prudent or that the plant is properly in
rate base. Minnesota Power & Light Co., 11 FERC [ 61,312 at 61,644-5 (1980).

Here, use of the historic, rolled-in rate base is an acceptable point of departure
for CECo. lIts testimony that all of its transmission facilities are integrated into its plans
and operations to serve its customers was not challenged by specific references to
transmission lines or substations that are not used to provide transmission service. The
record citations offered by MS to support its position fail to do so. At Tr. 180-82, the
CECo witness was responding to hypothetical wheeling transactions where CECo's 46
kV transmission line was described as not a significant factor, and, at Tr. 372, the
witness actually replied that all of the facilities are providing service to the Company's
customers in some form.

However, the Company has petitioned the Commission for a declaratory order in
Consumers Energy Co., Docket No. EL98-21-000 that would accept a determination of
the MPSC as to which of its facilities should be classified as transmission facilities for
purposes of delivery of electricity purchased by retail electric consumers. CECo has
described the MPSC determination as follows:
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(1) With the exception of approximately 180 miles of radial 138 kV lines
and associated facilities and retail meter facilities, all of CECo's facilities
that transmit electricity at voltages of 120 kV or above should be classified
as transmission facilities.

(2) All of CECo0's facilities that transmit electricity at nominal voltages of
less than 120 kV, approximately 180 miles of radial 138 kV lines and
associated facilities and all retail meter facilities, regardless of voltage,
should be classified as local distribution facilities.

(3) CECO's generator step-up transformers, lines and other facilities used
to connect CECo's generating plants with its transmission system should
be classified as generation facilities.

Staff [.B. at 7, citing CECo's letter dated January 22, 1998, in Docket No. EL-98-21-000.

Accordingly, that petition would give effect to some of the changes in rate base
sought here by MS. | take notice that the Commission granted CECOo's petition in a
Letter Order issued July 29, 1998, concluding that certain facilities identified in that
petition are State-jurisdictional local distribution facilities and others, also identified in the
pleadings, are Commission- jurisdictional transmission facilities. The Commission also
decided not to delay action on CECo's request pending the filing of revised rates, as had
been requested by MS in that docket. Instead, the Commission has stated that, after
the transmission- related costs have been identified, rates should be developed to
reflect those costs. Accordingly, the rate base initially claimed by CECo in the instant
dockets must now be adjusted to account for the subsequent development concerning a
re- classification of its plant in the MPSC proceeding, which the Commission has now
accepted.

Claims relating to comparability, and the issue surrounding fair and equitable
treatment of customer facilities in the new era of transmission policy ushered in by Order
No. 888, are more appropriately considered in Issue 1 B, next following.

ISSUE 1 B -- Credits for Customer-Owned Facilities

Continuing its argument that credits should be received for facilities owned by
network service customers on the grounds that such facilities are integrated into the
plans and operations of CECo to serve its power and transmission customers, MS
claims to have demonstrated that MCCP facilities qualify for credits under the provisions
of Section 30.9 of CECo's OATT. MS |.B. at 34. It seeks $9.8 million ($13.5 million if
Lansing becomes a network customer) annually in revenue credits from CECo for
Michigan Systems' solely-owned transmission facilities that are connected to CECo's
transmission system, contending that such facilities are integrated into the plans and
operations of Consumers Energy to serve the power and transmission customers of
CECo.
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Section 30.9 of the OATT * provides as follows:

The Network Customer that owns existing transmission facilities that are
integrated with the Transmission Provider's Transmission System may be
eligible to receive consideration either through a billing credit or some
other mechanism. In order to receive such consideration the Network
Customer must demonstrate that its transmission facilities are integrated
into the plans or operations of the Transmission Provider to serve its
power and transmission customers. For facilities constructed by the
Network Customer subsequent to the Service Commencement Date under
Part 11l of the Tariff, the Network Customer shall receive credit where such
facilities are jointly planned and installed in coordination with the
Transmission Provider. Calculation of the credit shall be addressed in
either the Network Customer's Service Agreement or any other agreement
between the Parties.

The Commission explained:

The intent of section 30.9 of the pro forma tariff is that, for a customer to
be eligible for a credit, its facilities must not only be integrated with the
transmission provider's system, but must also provide additional benefits
to the transmission grid in terms of capability and reliability, and be relied
upon for the coordinated operation of the grid. Indeed, in the Final Rule
we explicitly stated that the fact that the transmission customer's facilities
may be interconnected with a transmission provider's system does not
prove that the two systems comprise an integrated whole such that the
transmission provider is able to provide transmission service to itself or
other transmission customers over these facilities.

Order No. 888-A at 30,271.
Also pertinent, is the following statement from the Commission's Order No. 888:

The presumption of many commentators that a customer's subscription to
transmission service somehow transforms the provider's and customer's
systems into an expanded and integrated whole to the mutual benefit of
both is not a valid one. As we ruled in Florida Municipal Power Agency v.
Florida Power & Light Company, ("EMPA"), it must be demonstrated that a
transmission customer's transmission facilities are integrated with the
transmission system of the transmission provider. Specifically, we stated
that:

4 / This provision appears both in CECo's tariff and the Commission's pro
forma tariff appended to its Order 888-A.
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The integration of facilities into the plans or operations of a
transmitting utility is the proper test for cost recognition in
such cases. The mere fact that a section 211 requestor has
previously constructed facilities is not sufficient to establish a
right to credits.

The fact that a transmission customer's facilities may be interconnected
with a transmission provider's system does not prove that the two systems
comprise an integrated whole such that the transmission provider is able to
provide transmission service to itself or other transmission customers over
those facilities - a key requirement of integration.

Order No. 888 at 31,742-43. (Footnotes omitted; emphasis in original). °

Another Commission decision is also pertinent here. In EMPA 1l, the Commission
stated:

We decline to grant FMPA the requested credits; likewise we will deny its
conditional request for rehearing. We reject FMPA's argument that,
because it must pay a rate reflecting the cost of all of Florida Power's
transmission facilities, it is entitled to a credit reflecting the cost of all of
FMPA's transmission facilities. The final order did not direct a merging of
the parties' transmission systems or the operation of a joint transmission
network.

*kkkk

While the FMPA facilities may serve a transmission function on the FMPA
side of the interconnection point between FMPA and the Florida Power
system, they are not used by Florida Power to provide transmission
service to FMPA or any other party. Nor are they used to transmit Florida
Power's power to its non-FMPA customers.

*kkkk

The fact that the Ft. Pierce/Vero Beach line constitutes a parallel path
and is subject to occasional loop flow does not, in and of itself, compel a
conclusion that the line now operates as part of the Florida Power
integrated transmission network.

*kkkk

Also, while the Ft. Pierce/Vero Beach line may be redundant to certain
facilities comprising the Florida Power network, unneeded redundancy

5 / FMPA is found at 67 FERC {1 61,167 (1994).
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provided by FMPA cannot qualify for a credit any more than an
unnecessary Florida Power transmission facility could qualify for cost
recovery. In sum, because the Ft. Pierce/Vero Beach line is not used by
Florida Power to provide transmission service to itself or others in the
Florida Power control area, its existence has no effect on Florida Power's
cost of providing service to any Florida Power customer, including FMPA.

74 FERC at 61,009-10.

Additionally, Michigan Systems point to the footnote on comparability provided by
the Commission in Order No. 888 at 31,743, n.452, to wit:

We caution all transmission providers that while our discussion here
addresses the requirements necessary for a customer's transmission
facilities to become eligible for a credit, the principles of comparability
compel us to apply the same standard to the transmission provider's
facilities for rate determination purposes.

This precedent sets the stage for Michigan Systems' argument that certain MCCP
facilities are integrated into CECo's plans or operations to serve CECo's customers, in
the manner contemplated by the Commission in its various statements setting forth

guidance on what it takes to qualify for a customer facilities credit. ® MS further argues
that the MCCP transmission facilities provide measurable benefits.

To support its claim of integration, MS contends that the facilities at issue are
necessary to serve a CECo network customer, meaning MCCP, and that they integrate
the MCCP loads with other loads and resources connected to the CECo transmission
system. If credited, the facilities would continue to serve CECo's power and
transmission customers as they do already. MS |.B. at 35-36.

MS asserts that these facilities provide the following functions:

(1) They convey power and energy from MCCP member-owned
generation sources to load aggregation points on the transmission grid for
delivery to other points on the transmission grid;

(2) They convey power and energy from MCCP member-owned
generation sources to the transmission grid for delivery to points of
interconnection to other electric systems;

(3) They convey power and energy from other generation sources through
interconnection points to load aggregation points on the MCCP member

6 / The MCCP transmission facilities for which credit is claimed include the
"MCP Integrated System," which includes the facilities of Wolverine, Grand Haven,
Traverse City and Zeeland and the "Lansing Integrated System." Ex. MS-16 at 25-29.
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systems;

(4) They provide parallel paths in order for the integrated system (CECo
plus MCCP) to continue operating despite outages of transmission
facilities along other paths; and

(5) They produce and convey to the grid reactive power to control voltage
on the transmission grid.

MS |.B. at 38.

MS contends that the MCCP facilities that make up the MCP Integrated Systems
are functionally integrated in a manner comparable to CECo facilities which perform
much the same mission as the MCCP facilities described above. MS witness Reising
concluded that the transmission facilities owned by the MCCP member systems
integrate network loads, generating resources and interconnections with other parties.
He further contends that if Lansing was included as a network load under the MCCP
network service, its facilities would also qualify for a credit for the same reason. Both
the MCP and Lansing Integrated Systems are interconnected to CECo at multiple
locations (eleven for MCP and two for Lansing), MS maintains. As a result, MS argues,
power flows across these interconnections are bilateral. Power can and does flow
across the MCP and Lansing systems, into some interconnections with CECo and out of
other interconnections from CECo, claim Michigan Systems.

MS argues that the credit requirements set by the Commission have been
satisfied in that customer-owned facilities of MCCP provide service to CECo's
transmission customers, specifically MCCP, which is a CECo transmission customer.
Further, MCCP facilities support the transmission grid and are available to other
transmission customers under CECo's OATT, fulfilling the integration requirement that
the facilities seeking credit provide service to other transmission customers, MS
contends.

MS further claims that other indicia of integration are apparent, including: (1)
facilitating the delivery of power produced by generators or purchased from
interconnected systems to loads; Compare Ex. MS-16 at 35 and Tr. at 335-37 to Tr. at
188-89, 203-05; see also Ex. MS-23; (2) facilitating off-system sales; (3) permitting
reliance on other systems for reserves; and (4) permitting delivery of power from one
point on the grid to another point. MS |.B. at 41.

Michigan Systems claim to have proved the integrated nature of the MCP and
Lansing Integrated Systems through load studies performed using CECo's own power
flow model. Ex. MS-16 at 33.

Regarding MCP, three ties were analyzed including ties between Wolverine and CECo
in the Odin, Airport and Hersey areas. Two had flows normally from CECo to Wolverine.
Hersey normally delivered power from Hersey to CECo. Id. After a line outage near
each tie, the direction of the flow reversed on two of the ties and all three delivered
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power to CECo. These bi-directional flows evidence integration, according to MS
witness Reising. Id. at 33-34. MS similarly analyzed the Lansing Integrated System
using the CECo base case. Michigan Systems contend that the Lansing system picked
up flows as a result of the outage of CECo's facilities. MS |.B. at 42-3; see also Ex.
MS-25 at 2.

A study of the effect of a constraint along CECo's AEP interface also
demonstrates the integrated nature of the MCCP and CECo facilities, Michigan Systems
maintain. Positing the import into the CECo system of 735 MW over the two ties with
AEP, Mr. Reising demonstrated the effect of an outage at one of the ties. MS |.B. at 43;
see Ex. MS-26 at 2-3. The remaining tie would experience an increase in loadings from
44 .2 percent to 95.1 percent. By increasing generation at Lansing by 75 MW, the
loadings on the in-service tie drop from 95.1 percent to 93.3 percent. Greater increases
in generation produce more reductions in line loadings, Mr. Reising maintains. This
represents significant relief that could not be realized without the MCCP transmission
facilities, he contends. MS |.B. at 43.

Turning to its argument that the MCCP facilities provide measurable benefits in
terms of capability, reliability, and coordinated operation of the grid, MS first contends
that the criteria against which its claim of measurable benefits is to be judged should be
comparable to that employed to judge the benefits of the transmission provider's
facilities. Its facilities would be available for service under CECo's OATT. Ex. MS-16 at
45. MS maintains that this would eliminate undesirable rate pancaking, encourage
electrical coordination and reliability, and would lead to a more efficient grid. See Ex.
MS-1 at 47-48; Tr. at 1638-39, 767-768; Ex. MS-34 at 18; Tr. at 1675-76. Access to
generation owned or controlled by MCCP also benefits CECo's power customers to the
extent CECo needs power, MS argues. Further benefits take the form of reduced
transmission investment; an increase in the loads against which the costs of the system
can be allocated (See Ex. MS-16 at 36, Ex. MS-34 at 9, 16, 17-18); and coordinated grid
operation and reliability through re-dispatch opportunities and the availability of
alternate-sourced generation (See Exs. MS-16 at 35, 38-40; MS-34 at 6; MS-16 at 39).

MS further argues that comparability is itself a basis for the award of credits.
Claiming to have demonstrated that the facilities for which it seeks credit are
comparable to the ones that CECo claims are integrated into its plans and operations,
MS
sees a compelling basis for the assignment of credits for MCCP facilities. MS I.B. at
71-77. Yetanother basis for its claim of entitlement to credits here for MCCP facilities is
the Commission's adoption of load ratio share pricing for network service under the
OATT,citing to Order No. 888 at 31,736.

Under this theory, credits are not predicated merely upon interconnection, they are
based upon the use of transmission to integrate the customers' load and resources,
according to Michigan Systems. MS |.B. at 82-83.

Moreover, MS argues, the absence of credits, in the context of load share pricing,
injures MCCP. MS |.B. at 83-86. It contends that CECo's failure to recognize the
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Lansing transmission as eligible for credits while insisting that the Lansing load be
designated as network load under network integration service created the necessity for
MCCP to exclude the Lansing loads from the rest of the MCCP's integration activities or
incur unreasonably high transmission charges. See Ex. MS-24. This has forced MCCP
to resort to the purchase of short-term point-to-point transmission from CECo. Had
MCCP included Lansing under Network Integration Transmission Service, MCCP would
have incurred an annual cost of approximately $6,200,000. Ex. MS-1 at 38.

Michigan Systems have calculated credits, which it claims at Exs. MS-16 at 45-47
and MS-30. MS contends that no party has offered evidence disputing these
calculations and urges their adoption. MS 1.B. at 88.

Consumers Energy contends that the Commission rejected, in Order No. 888-A,
the broad interpretation of integration urged here by MS when it reconsidered the
original pro forma tariff language of Section 30.9. As noted above, the Commission
stated that, to be eligible for a credit, additional benefits to the
transmission grid in terms of capability, reliability and coordinated operation of the grid
would be required, in addition to integration with the transmission provider's system.

CECo's position is that only certain 345 kV transmission lines jointly-owned by
CECo with MCCP's members MPPA and Wolverine would qualify for a credit, because
no other MCCP facilities provide the additional capability or reliability benefits to
Consumers Energy's transmission grid or are relied upon by CECo in any way to
provide transmission service to itself or others.

CECo offers the rebuttal testimony of Mr. Erickson, an Executive Engineer in the
Company's Transmission Planning and Performance Division. He analyzed MS witness
Reising's testimony and, after conducting load flow studies, concluded that neither the
MCP nor Lansing Integrated Systems of MCCP are integrated into the plans and
operations of CECo to serve its power and transmission customers. Ex. CE-73 at 14,
17. Regarding the MCP Integrated System, he made the following claims to support his
position:

MCP has only one transmission line operated at voltages of 138 kV or
above which is not radial to 138/69 kV transformers -- the so-called "Airport Line," a
WPSC facility extending from CECo's Livingston Substation to CECo's Airport
Substation.

All ten 138 kV interconnection systems between CECo and the MCP
Integrated System were installed at the request of MCCP or its predecessors to receive
power from CECOo's system.

Construction of interconnections with the MCP Integrated System did not
eliminate the need for any new CECo transmission facilities.

CECo can supply its own load and the load of other CECo transmission
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customers without reliance on the MCP Integrated System.
Ex. CE-73 at 16.

Noting that the Airport Line is considered by Staff as potentially eligible for a
credit, Consumers Energy argues that: (1) this line was not jointly planned to provide
benefits to CECo; (2) the line was located and designed in way that was undesirable to
CECo; (3) the line does not improve CECOo's ability to supply load to Alpena during a line
outage contingency, but instead increased the load to be served under outage
conditions;
and (4) the line provides no benefit to CECo or other transmission customers from either
a cost or performance perspective. Ex. CE-73 at 19-23.

Further, Consumers Energy's witness Erickson contends that the backbone 69
kV portion of the MCP Integrated System does not have the capability to transmit
significant amounts of power. Id. at 22. Neither does the existence of the MCP system
prevent violation of any CECo planning criteria or eliminate the need for new
transmission facilities, the CECo witness contends. Id. at 22-24.

The Hersey 46 kV interconnection, requested by CECo, ceased to have any
value to CECo upon completion of CECo's 138 kV facilities in 1992, and the Company
has requested its retirement because it adds to its operating costs. Also, CECo
contends that the MCP Integrated System is not useful to CECo in providing
transmission across its system in power transfers such as from AEP to Ontario Hydro.
Ex. CE-73 at 30-31. Moreover, CECo argues, the Lansing 138 kV line paralleling
CECo's 138 kV Oneida to Delhi line is the equivalent of a redundant line, as
demonstrated by load flow studies performed by Mr. Erickson. Id. at 34-38; see also Ex.
S-30 at 19-21.

CECo claims that MCCP would actually assert a right to a payment from CECo if
subtracting MCCP's credit under Section 30.9 from its CECo bill for Network Service
resulted in a negative number. Thus, CECo contends that Michigan Systems' proposal
for extensive credits would result in a bizarre anomaly -- CECo paying millions of dollars
annually for the privilege of providing network service to the MCCP. CECo |.B. at 18; Tr.
at 1394-5, 1449.

Staff's position is that a small portion of MCCP facilities qualify for a credit, but
not the full amount requested by Michigan Systems. Staff I.B. at 5. Staff maintains that
the "snapshot" load flow analysis provided by Michigan Systems, where four of the
thirteen interconnection points between member systems of MS and Consumers Energy
were studied, does not demonstrate that the claimed facilities are integrated with
CECo's transmission facilities. Tr. at 1683. There is, according to Staff, no evidence
that Michigan Systems' facilities would benefit the entire integrated transmission system.
Nor do redundant facilities meet the Commission's revenue credit criteria, argues Staff.
Allowing credits for facilities that are not integrated and provide no system-wide benefit
would result in an improper cross-subsidization of those facilities by other transmission
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users, Staff claims. Tr.at 1694.

Staff has identified 60 miles of 138 kV lines and related transmission facilities
owned by WPSC (the Airport line) that may be used to serve the integrated network load
and, therefore, are eligible for a credit. See Exs. S-30; S-31. Additional MS facilities
may qualify for credit in the future, Staff contends, particularly if Lansing becomes a
network customer. Staff |.B. at 7.

Staff is also critical of MS' complaint regarding a lack of comparable treatment in
the analysis of CECo's facilities, which MS says have been accorded presumptive
validity whereas MS facilities were "put through the wringer." Staff says that Consumers
Energy includes in its rate base those facilities traditionally rolled into transmission rates
by public utilities. Toreview a transmission provider's facilities on a facility-by- facility
basis would be an incredibly complex and unworkable job, according to Staff. Tr. at
1695. Staff claims that there is no need to engage in any unscrambling of CECo's
facilities to ensure comparable treatment of Michigan Systems. Staff [.B. at 8. Finally,
Staff makes the same observation that CECo did, i.e.,
that MS claims far more in credits from CECo than it pays to the Company for
transmission service. This anomaly, Staff claims, would unjustifiably burden CECo's
other customers. Id.

Edison Sault urges denial of MS' request for credits, contending that Michigan
Systems have failed to produce any evidence that would clearly demonstrate that their
facilities are integrated with the planning and operation of CECo's transmission facilities.
ES I.B. at 13. MS fails to pass the Commission's integration test, Edison Sault argues,
contending that mere interconnection is not enough, that MS is required to prove the two
systems comprise an integrated whole. Id. This would entail, according to Edison
Sault, that the transmission provider be able to provide transmission service to itself or
other customers over those facilities. I1d. The MS member facilities are duplicative and
not needed by CECo to deliver power, Edison

Sault contends. Id. at 13-14. MS witness Reising's test for comparability -- that
comparable facilities are all customer owned facilities that function in the same manner
as CECo's rate based facilities -- is far too liberal, according to Edison Sault. Id. at 14.
Under such a construction, there would be no way to delineate facilities that truly
warrant credits. Such a conclusion would also burden Edison Sault, it contends,
because CECo does not need MCCP's facilities to deliver power to Edison Sault. 1d. at
15.

In reply, MS argues that CECo seeks to have its cake and eat it too, in that it
presses for inclusion in rate base on a rolled in basis of all of its own facilities classified
as transmission facilities under the Commission's Uniform System of Accounts, yet
would apply a wholly different standard to judge whether customer facilities are entitled
to a credit. MS R.B. at 3. MS points out that CECo defines its grid by recognizing the
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integrated nature of all facilities necessary to serve its customers. Under that definition,
MS contends, customer facilities should be entitled to the same treatment. Otherwise,
Michigan Systems claim, comparability will not be achieved. Id. at 5.

MS dismisses CECo's arguments that FMPA Il supports the Company's position.
MS points to the Commission's language at 74 FERC 961,010, n.48: "This fundamental
cost allocation concept applies to Florida Power as well as FMPA. Just as FMPA cannot
obtain credits for facilities not used by Florida Power to provide service, so Florida
Power cannot charge FMPA for facilities not used to provide transmission service."
This, MS argues, makes clear that comparability is the rule. MS goes on to argue that in
FMPA 11, the Commission sought balance among the definition of the grid, the inclusion
of network load to pay for network service, the allowance of credits for customer
transmission, and the inclusion of company transmission investment in rate base. MS
R.B. at 7. A similar approach here would, MS contends, result in credits for MS'
ownership portions of the 345 kV grid and for facilities that provide direct benefit to the
grid, such as those proposed to be included by Staff. Id.

Contending that there are alternate ways to achieve comparability, Michigan
Systems suggest that CECo's position fails in that it would apply its expanded rate base,
yet define the grid in a very different way to calculate credits for customer facilities.

MS is also critical of what it describes as the "CECo-lite" position advocated by
Staff, where some MS facilities would be entitled to credits, but where no load studies
were performed to validate that all of CECo's facilities contribute to the grid. MS. R.B. at
11-12. Further, MS contends that many of Staff's positions are off-the-mark or wrong.
MS maintains:

It does not seek $13,548,445 in credits because that number includes
Lansing becoming a network customer, which it is not.

Staff's statement that MS seeks credit for 1,600 miles of transmission lines
is incorrect because that figure includes the Wolverine facilities for which it does not
seek credit.

Staff's characterization of MS load flow study as a "snapshot" implies
inappropriately that the studies are not representative.

Staff's implication that MCCP claims credit for redundant facilities is not
based upon a study to determine whether it is MCCP's or CECo's facilities that are
redundant.

Staff's limitation of credits is based upon faulty assumptions.

Staff's allegation that MS has failed to provide the cost of facilities to
determine appropriate credits is wrong, citing to Exs. MS-34 at 15, and MS-35.
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There is no conceivable basis upon which to disallow credits for the
Lansing facilities, assuming Lansing becomes a network customer, because those
facilities provide a direct path through the transmission network.

MS R.B. at 15-17.
Responding to CECOo's points, MS maintains that:

In contending that the MCP Integrated System has only one transmission
line operated at voltages of 138 kV or above that is not radial to 138/69 kV transformers,
CECo leaves out an important 138 kV line owned by Wolverine that operates in parallel
to the CECo system and through which power can flow in either direction. MS I.B. at 56,
n.9.

For the purpose of determining whether facilities are integrated, it is
immaterial who requested interconnections.

In arguing that construction of the MCP Integrated System facilities did not
eliminate the need for any new CECo facilities, CECo ignores the benefits that are
derived by CECo's power and transmission customers as a result of facilities built by
MCCP members.

CECo has not proven that it can supply its own load and that of other
CECo transmission customers without reliance upon the MCP Integrated System.

CECo has carefully limited its claim that the Airport Line does not increase
its ability to serve load at Alpena during a line outage. The line is necessary to serve
load, and if CECo wanted better joint planning, it should have requested it.

Company witness Erickson's studies show that: the MCP Integrated
System facilities make a contribution to cross system transactions, redundancy is a
component of good transmission planning, and CECo failed to subject its own facilities
to similar tests.

MS R.B. at 17-21.

In reply to Edison Sault, MS argues that Edison Sault's system costs should not
increase under the enlightened transmission planning, operation and pricing system
being facilitated by the Commission in its recent orders; that to follow a different course
would be akin to "Balkanization" of systems leading to pancaking of rates, poor planning
and functional difficulties. Comparability requires the result it advocates, Michigan
Systems contend, even if Edison Sault has to pay higher costs. MS further points out
that under its proposals, customers of CECo, like Edison Sault, who themselves own
extensive transmission facilities, would be entitled to appropriate credits for their
investments. MS R.B. at 13.



Document Accession #: 19990115-3044 Filed Date: 01/15/1999

Ruling on Credits for Customer-Owned Facilities:

First, it is appropriate to recognize that the Company's transmission rate base
needs to be adjusted to comport with the Commission's ruling on its petition in Docket
No. EL98-21-000 for
a declaratory order, discussed in Issue 1 A above. That fact alone brings the present
issues surrounding Michigan Systems' claims for credits into more proper balance.

The Commission's embarkation upon a new transmission policy designed to
foster open access and equitable rate treatment of transmission facilities, expressed in
its Order Nos. 888, 888-A, 888-B and 888-C, will require some fresh thinking and will
necessitate some justified departures from the rules of the past. Notably, it may no
longer be sufficient for a company making a claim for rate base inclusion of its
transmission system to say, as CECo has here, with Staff's surprising support, that it has
appropriately included facilities traditionally rolled into transmission rates by public
utilities. Nor will it be availing to rely upon sweeping declarations that the facilities for
which rate base treatment is claimed are integrated into plans and operations to serve
customers, without demonstrating exactly how that integration occurs, particularly where
there is a challenge to the claimed rate base.

Here, the rate base will reflect changes as a result of Docket No. EL98-21-000,
and specific rulings on credits below that will result in just and reasonable rates, without
the necessity of "unscrambling the egg," as Staff was so loathe to do. However, in other
cases it may be necessary to do exactly that -- unscramble the egg -- and to have
stronger support for claims of integration in order to achieve the rate setting goals of the
statutes the Commission is charged with implementing.

Michigan Systems' claims for credits are based upon Section 30.9 of the OATT,
certain Commission policy statements interpreting that tariff language and relevant
Commission decisional precedent. The underlying intent of this supporting rationale is
that network customers owning transmission facilities that are integrated with the
transmission provider's transmission system should receive a credit. While this seems
clear, the Commission's definition of the word "integrated" is not as clear as perhaps it
should be. Working with what we have, the following elements, derived from the
sources cited above, would appear necessary to satisfy a claim for credit based on
integration:

the network customer must demonstrate that the facilities for which it
seeks credit are integrated into the plans and operations of the transmission provider to
serve its power and transmission customers.

a key requirement of integration is that the transmission provider is able to
provide transmission service to itself or other transmission customers over the network
customer's facilities.

actual use of a network customer's facilities by the transmission provider to



Document Accession #: 19990115-3044 Filed Date: 01/15/1999

provide service to the network customer or other parties.

to be eligible for a credit, the network customer must not only demonstrate
that its facilities are integrated into the plans and operations of the transmission provider
to serve its power and transmission customers, but must also show that its facilities
provide additional benefits to the transmission grid  in terms of capability, reliability
and are relied upon for coordinated operation of the grid.

The Commission has also provided guidance as to what will not satisfy the
integration standard:
interconnection of a network customer's facilities with those of the
transmission provider alone is not enough to prove integration.

the fact that the network customer's facilities serve a transmission function
on the customer's side of the interconnection point is not enough to prove integration.

the fact that a network customer's line constitutes a parallel path and is
subject to parallel loop flows does not compel a conclusion that the line operates as part
of an integrated network.

unnecessary redundancy provided by a network customer's facilities
cannot qualify for a credit.

Reviewing these elements against Michigan System's claims for credits, MS fails
to demonstrate clearly and convincingly that the facilities for which it seeks credit, with
the sole exception of the Airport Line, are integrated into CECo's transmission system in
the manner contemplated by the Commission. The record shows an effort by Michigan
Systems to convert transmission facilities, for the most part 69 kV or lower, that are
essentially interconnected with those of CECo, but perform functions almost exclusively
for the benefit of MS, into components of an integrated network, along with those of
CECo. That effort, however, does not succeed. MS shows interconnection,
redundancy, and some parallel paths and bi- lateral power flows, but does not
convincingly demonstrate how its facilities, with the exception of the Airport Line
discussed below, provide additional benefits to the grid in terms of capability and
reliability. Moreover, it does not show that its facilities are relied upon by CECo for
coordinated operation of the grid. CECo in fact denies a need for MCCP facilities to
supply its own load and the load of other CECo transmission customers. All ten 138 kV
interconnection systems between CECo and the MCP Integrated System were installed
at the request of MCCP or its predecessors to receive power from the CECo system and
those interconnections did not eliminate the need for new CECo facilities. Ex. CE-73 at
16. The studies of MS witness Reising show some bi-lateral power flows, which the
witness concluded evidenced integration; however, the study fails to show persuasively
that CECo relied upon those flows to serve its own load or the load of other transmission
customers. Id. at 20.

The testimony of Staff's witness Smith provides further support for the conclusion
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that the MCCP facilities are not, with the exception of the Airport Line, integrated into the
plans and operations of CECo to serve all of its power and transmission customers. Ex.
S-30. Mr. Smith performed so-called MW-Mile studies on seven cases. In each, he
analyzed flows to determine if the interconnection of MCCP facilities with those of CECo
demonstrated evidence of integration. In all but one, the Airport-Livingston line, he
concluded that the facility examined did not constitute a network facility and, therefore,
was ineligible for a credit. MS is critical of the MW-Mile analysis because it contends
that even a relatively large flow on the line will appear small when multiplied by the
length of the line measured where such lines are not very long. MS |.B. at 45-6.

However, the methodology employed by Mr. Smith was not shown to be inappropriate 7
and the persuasiveness of Mr. Smith's testimony was not seriously challenged. |
conclude that it may be relied upon in support of the CECo witness Erickson's similar
conclusions, reached primarily via a different route.

The Airport Line, a 61 mile, 138 kV Wolverine transmission line operating
between the Livingston substation to the Airport, has been identified by Staff witness
Smith as potentially qualifying for a credit because, viewed along with CECo facilities, it
forms a network facility. It is interconnected with CECo facilities at both ends and serves
a network function. Ex. S-30 at 23. CECo argues that even this small part of the
network customer facilities for which credit is claimed is ineligible because it was not
planned jointly and provides no benefit to CECo at Livingston or Alpena. Staff has
shown, however, that this 138 kV line is comparable to CECo facilities to which it is
interconnected, and performs functions similar to those rate-based CECo facilities. MS
is correct that it should receive credit for this line.

ISSUE 1 C -- Michigan Grid

Michigan Systems advocate the formation of a "Michigan Grid" that would include
the transmission facilities of CECo, the MCCP members' facilities, and those of the
Detroit Edison Company. A single transmission system that is coextensive with
reasonable sales markets would encourage competitive sales markets, and for the
same reason, would enhance electrical coordination and reliability, MS argues. MS I.B.
at 89. MS urges the Commission to set transmission rates in recognition of the
Michigan peninsular grid that exists and is used by CECo to its benefit.

This would be consistent with principles of comparability and open access, Michigan
Systems argue. The Commission has the requisite authority, MS contends, to set rates
in recognition of the fact that the economic transmission grid includes the facilities of
multiple systems. Permian Basin Area Rate Cases, 390 U.S. 397 (1968). The
Commission has authority to price on the basis of the entire grid to prevent
discrimination, so it can certainly price transmission by considering the cost impacts of

7 / The Commission has accepted this methodology for cost allocation
purposes in a pool-wide transmission arrangement Mid-Continent Area Power Pool, 69
FERC 161,347 at 62,307 (1994); and for pricing transmission service in a pool-wide
open access transmission service. Southwest Power Pool, Inc., 82 FERC {61,267 at
62,051-52 (1998).
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systems that participate in forming the grid, MS argues. Colorado Interstate Gas Co. v.
FPC., 324 U.S. 581 (1945). Michigan Systems maintain that such action would be
consistent with the broad pro-competitive purposes of the Federal Power Act.

Formation of a "Michigan Grid" would curb CECo's effective operation of a unitary
transmission system with Detroit Edison, to the exclusion of the smaller systems, MS
contends. CECo refuses to recognize entitlements to credits, and excludes smaller
systems' transmission in its definition of a grid for pricing purposes although it benefits
from municipal and cooperative investments, but treats Detroit Edison's investment
differently, MS argues. This is discrimination that cries out for remediation, according to
Michigan Systems. MS |.B. at 92. Using this case to develop a "Michigan Grid" will help
remediate this discrimination and fulfil the promise of Order No. 888, claims MS.

CECo contends that this MS proposal is outside the scope of the Commission's
Orders setting this proceeding for hearing. Moreover, CECo argues that due process
problems abound with the MS proposal, since interested third parties have had no
notice that such a proposal might be considered in this proceeding. CECo argues that
MS is attempting to transform a proceeding generated solely by a CECo tariff and
service agreement filings into a proceeding to consider whether involuntary membership
in an independent system operator arrangement should be mandated. Finally, CECo
notes that it, along with Detroit Edison, has filed an accepted joint tariff as directed by
Order No. 888 for power pools, which is available for parties desiring transmission
service in situations where both CECo and Detroit Edison lie in the contract path.

Staff believes that Michigan Systems' attempt to create a "Michigan Grid" is
inappropriate in this proceeding. This proceeding considers CECo's open access tariff
for its own system. The proceeding was not established by the Commission to consider
a proposal such as the one offered here by MS. Staff concludes that it is simply beyond
the scope of this proceeding.

Ruling on Michigan Grid:

While Michigan Systems offer some sound arguments in support of the
establishment of a "Michigan Grid" or other rational pooling of transmission systems,
CECo and Staff are correct that the issue is outside the scope of the matters the
Commission set for hearing in this proceeding. Moreover, the Company is also right that
consideration of such a proposal here would create serious due process concerns. MS
will have to wait for another opportunity to press its policy and discrimination issues. Its
proposal for the establishment of a "Michigan Grid" for pricing transmission services is
rejected.

ISSUE 1 D -- Voltage-Differentiated Rate Structure

ABATE offers evidence supporting the adoption of separate rates for service at or
above 120 kV (bulk transmission) and below 120 kV (subtransmission). Ex. ABATE-1 at
5-9. ABATE argues that voltage-differentiated rates will more accurately track costs and
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provide more appropriate price signals to users of the transmission system. There is a
logical point of separation between CECo's transmission and subtransmission systems
based upon voltage levels, ABATE contends. CECOo's transmission system includes
bulk facilities at 120 kV or above, and subtransmission facilities generally ranging from
23 kV and 69 kV, which are designed to deliver power to the Company's distribution
system from the bulk facilities. The subtransmission facilities are not used by all
transmission customers, ABATE maintains, and should, therefore, be separately priced.
If the revenue requirement was separated between bulk and subtransmission facilities,
the subtransmission rate would only be paid by that system's users, which comports
with the principle that costs of operating a system should be paid by those who use the
system.

ABATE proposes a split of the Company's proposed $110 million revenue
requirement where $43.6 million would be assigned to subtransmission and $59.8
million to bulk transmission, after removing $6.6 million for the cost of generator step-up
transformers. Exs. ABATE-1 at 7; ABATE-3.

ABATE also points out that the Company's position has evolved to one which
embraces voltage-differentiated rates in that it has proposed voltage-differentiated rates
in connection with Michigan's Retail Open Access Program. ABATE I.B. at 6.

Staff notes that ABATE's proposal is consistent with the MPSC's actions,
discussed above, which determined the jurisdictional split between distribution facilities
and transmission facilities. That state agency determined that 46 kV facilities should be
classified as distribution. Staff agrees with ABATE and recommends that facilities 120
kV and above be classified as bulk transmission facilities and those facilities at 46 kV
and below as subtransmission facilities. Staff I.B. at 10.

Michigan Systems believe that ABATE's proposal has merit, but offers the view
that an embedded cost, rolled-in rate may not be appropriate for charging customers
connected to CECo's system at lower voltages. MS asserts that it may be more
appropriate to develop the rates for customers connected at lower voltages on a direct
assignment basis. They suggest that a second phase of this proceeding be established
to determine whether low voltage rates should be developed on a rolled-in or direct
assignment basis.

CECo's position is that, until the Commission grants its concurrence in Docket
No. EL98-21-000 with the MPSC's Order in Case No. U-11283 approving a division
between CECo's transmission and local distribution facilities, a single, rolled-in rate is
appropriate. The Company contends that the rolling-in of transmission and
subtransmission facilities has been approved previously, citing AES Power, Inc., 74
FERC 161,220 (1996), and Utah Power & Light Co., 14 FERC /61,162 at 61,296
(1981), among others.

Ruling on Voltage-Differentiated Rate Structure:
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As noted above, the event that CECo was awaiting, Commission concurrence
with the MPSC's Order, has occurred. The Commission has granted its concurrence
with the MPSC's division between local distribution and transmission facilities, of which
notice has been taken. Accordingly, ABATE's proposal to set voltage differentiated rates
will be adopted. Further, Michigan System's point about the design of subtransmission
rates is moot as it regards this Commission, due to the agency's concurrence with the
jurisdictional split advocated by the MPSC in Docket No. EL98-21- 000.

ISSUE 1 E -- Generator Step-Up Transformers

Generator step-up transformers ("GSUs") are electrical devices that deliver power
from lower voltages at the generation level to higher voltages at the transmission level.
Ex. S-1 at 7. They are located at or near the generation facilities and are required
because the voltage output from the generator is too low for efficient power
transmission. |d. Consistent with Commission precedent prior to unbundling and recent
decisions of Presiding Judges, CECo has included GSUs in its transmission rate base,
and argues that it remains appropriate to do so, citing Minnesota Power & Light Co., 3
FERC 4] 61,045 (1978) and Niagara Mohawk Power Corp., 42 FERC 9 61,143 (1988).

Michigan Systems argue that GSUs are specifically related to the efficient and
economic production of power and should not be included in the transmission rate base.
MS contends that GSUs aid in the economic generation of power because, without
GSUs, the output voltage of the generator would be too low for delivery of power to
distant loads requiring that generating plants be located close to loads. Ex. MS-41 at 7;
Ex. S-1 at 7. GSUs do not support the transmission function for the benefit of CECo's
OATT and are not necessary for the operation of the transmission system, MS asserts.
Moreover, according to Michigan Systems, CECo itself has argued, at the state level,
that GSU-related costs more properly should be classified as production or generation
costs. Ex. ABATE-16 at 7. The MPSC accepted CECo's argument that GSU costs are
closely aligned with the generation function. In Re Consumers Power Co., Case No.
U-11283 (MPSC Order filed January 14, 1998) at 16. CECo's witness Gaarde, in the
instant proceeding, also admitted that many of CECo's GSUs should be reclassified as
generation on a functional or operational basis. Tr. at 43, 45-48; Ex. MS-7.

Michigan Systems further contend that the Commission's Order No. 888 supports
exclusion of GSU-related costs from the transmission rate base. Arguing that while the

cases cited by CECo approve inclusion of GSU-related costs in transmission rates 8

MS maintains that those decisions predate the Commission's current approach to
transmission pricing and its preference, stated in Order No. 888, for unbundled
transmission rates. Michigan Systems point out that the Commission itself signaled the

8 / Niagara Mohawk Power Corp., 42 FERC {61,143 at 61,323 (1988);
Minnesota Power & Light Co., 3 FERC 961,045 (1978).
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possible need for reexamination of the so-called "bright line" historical approach to
functionalization of costs between generation and transmission, and labeled GSUs as
"the most likely candidates for refunctionalization." AES Power, Inc., 74 FERC ] 61,220
at 61,744 (1996), Order on Reh'g, 76 FERC 9/ 61,165 (1996); Northern States Power
Co., 64 FERC 61,324 at 63,379 (1993), Order Denying Reh'g and Granting
Clarification, 74 FERC {161,106 (1996).

Michigan Systems additionally argue that, by including GSU costs in transmission
rates that are unrelated to a transmission customer's use of CECo's transmission
system, it forces many transmission customers to pay for GSU-related costs twice.
CECo's customers who desire to connect their own generating units to CECo's
transmission lines would be required to install the necessary GSUs at their own
expense, as well as to pay for the CECo GSUs in their transmission rates, MS contends.
Ex. M-41 at 5. Because this "subsidization" is a one way street -- CECo does not
contribute to the customers' GSU-related costs -- it runs afoul of the Commission's
comparability standards, Michigan Systems argue.

MS proposes the removal of $75,200,856 from CECo's transmission rate base,
which it contends is consistent with CECo's accounting-based calculation of its rate
base. If any amount of GSU-related costs is to be removed from its rate base, CECo
argues that the calculation should be done on a functional basis. CECo would exclude
$45,552,808, less depreciation, on this basis. Staff calculates an amount close to the
Company's proposal, $45,585,732.

Staff contends that CECo's position before the MPSC precludes it from arguing
that GSUs are properly reflected in transmission rates. Noting that Consumers Energy
advocated reclassification of GSUs to generation, and received a favorable state
decision on its request, Staff claims that CECo cannot now seek to recover its
GSU-related costs in its network and point- to-point transmission rates. Staff states that
it is disingenuous of CECo to claim on the state level that its GSUs serve a
production-function and at the same time argue before this Commission that such
facilities serve a transmission function. Staff I.B. at 13.

Staff further maintains that the unbundling requirements of Order No. 888
preclude the continued rolling of GSU-related costs into unbundled open access
transmission rates. Staff admits that the Commission is not there yet and that,
historically, GSU's have been rolled in with other transmission facilities for allocation
purposes. For its historical context, Staff cites, among other cases, Minnesota Power &
Light Co., 3 FERC 161,045 at 61,137 (1978); Otter Tail Power Co., 12 FERC {61,169
at 61,421 (1980); and New York State Electric & Gas Corp., 37 FERC 61,151 at
61,366 (1986). Staff claims that GSU cost allocations were not critically examined in an
era when bundled generation and transmission services or full requirements service
predominated. With the development of a competitive bulk power supply under open
access transmission, the potential for cross- subsidization caused by misclassification of
costs has obviously increased, Staff argues. Staff goes on to point out that the
Commission, in the Northern States case, observed that refunctionalization of
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GSU-related costs to production would require the corresponding development of a
separately stated reactive power charge. But now, Staff observes, the Commission
mandates the use of a similar charge for one of the six ancillary services required under
Order No. 888. Staff |.B. at 15. In the new competitive markets fostered by Order No.
888, the development of accurate and timely prices for the component parts of
previously bundled services is necessary, Staff argues, for customers to receive the
correct price signals so that they may select the best options available to them.

Staff further maintains that a transmission customer that pays for and imports
power having an efficient transmission level voltage into a given control area is
competitively disadvantaged if it must pay a base transmission rate that includes the
separate and redundant (to the customer) GSU-related costs, particularly considering
that the purpose of the GSUs is to increase the voltage of the control area operator's
own generation. The situation is aggravated, Staff contends, because the native
generation effectively receives a subsidy by having a portion of its GSU-related costs
borne by the competing imported power provider. This would violate one of the basic
tenets of Order No. 888, Staff claims, namely, that the transmission provider take
service on the same terms and conditions that it offers to others. 1d. at 17, citing Order
No. 888 at 31,743, n.452; Order No. 888-A at 30,271, n.277.

Notwithstanding the fact that the Commission has signaled the likely candidacy of
GSU-related costs for refunctionalization, and the importance of completing the
comparability and unbundling picture so that accurate price signals are set for all
aspects of an efficient competitive power market, Staff notes that Presiding Judges
have, up to date, declined its request to reconsider GSU treatment. See Florida Power
& Light Co., 73 FERC 4] 63,018 at 65,199 (1995) (pending on exceptions) (where the
Presiding Judge found that GSUs are tangential or ancillary to transmission service and
both decrease losses and improve the reliability of transmission service); Maine Public
Service Co., 74 FERC 163,011 at 65,018 (1996)(pending on exceptions at the time of
the briefs, but since decided) (where the Presiding Judge found that the GSUs could not
easily be allocated to specific portions of the system or to specific services in the
absence of specific engineering testimony); Kentucky Utilities Co., 75 FERC 9] 63,024 at
65,091 (1996)(pending on exceptions at the time of briefs, but now decided) (where the
Presiding Judge rejected Staff's position without prejudice to its making a detailed
showing in a future case of the propriety of classifying GSU costs to production);
Northern Indiana Public Service Co., 79 FERC 63,009 at 65,102- 103 (1997)(pending
on exceptions) (where the Presiding Judge relied upon earlier Commission precedent
and found that Order No. 888 did not change Commission policy); American Electric
Power Co., 80 FERC 63,006 at 65,056 (1997)(pending on exceptions) (where the
Presiding Judge acknowledged Staff and intervenor arguments but found that they had
not shown that unbundling converted a transmission function into a generation function);
and Niagara Mohawk Power Corp., 82 FERC {63,018 at 65,133-35 (1998)(pending on
exceptions) (where the Presiding Judge was sympathetic to Staff's position and would
have recommended it, had the slate been clean, but declined to do so because the
Commission had spoken on the subject and had the opportunity, with five initial
decisions pending, to change its position).
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ABATE agrees with Staff and Michigan Systems that GSUs should be classified
as generation-related facilities on grounds of cost causation and fairness. Only
transmission customers who purchase their power from CECo actually make use of the
Company's GSUs, ABATE argues. ABATE contends that CECo realizes a competitive
advantage over independent power producers by inclusion of GSU costs in transmission
rates, because the independent producers must pay for the cost of their own GSUs.
ABATE presses for a $6.6 million reduction in CECo's transmission revenue requirement
to reflect the assignment of GSU-related costs to generation instead of transmission.

Ruling on Generator Step-Up Transformers:

This case is different in at least one respect from the pending proceedings where
this issue has been raised. Here, there is evidence that the Company argued
successfully before the MPSC that GSUs should be classified as generation plant and
sought to have the State Commission's determinations adopted by this Commission as
well, in Docket No. EL98-21-000. By Letter Order issued July 29, 1998, the
Commission declined to adopt the MPSC's reclassification of facilities from transmission
to production because the scope of that proceeding was limited to the classification of

facilities between transmission and local distribution. ° Nevertheless, the Company's
admissions in the context of the Michigan proceeding and its request before this
Commission for a declaratory order adopting a reclassification of GSUs from
transmission to generation cannot be ignored in the setting of transmission rates in the
instant proceeding. There is, indeed, some disingenuity on the Company's part in
continuing to advocate assignment of its GSU-related costs to the transmission function
in this proceeding, while advancing contrary positions in the Michigan state proceeding
and in Docket No. EL98-21-000.

Of course, the Company's position regarding the proper classification of GSUs in
the state proceeding and the MPSC's determination, which has not been adopted by this
Commission, are not fully dispositive of the matter before us. Here, Staff and MS have
urged that the GSU classification issue be reexamined in light of Order No. 888's
requirements for comparability and mandatory unbundling of production, transmission
and ancillary services. What Staff, MS and ABATE argue is that the Commission's
Order No. 888 provides a valid opportunity for reexaming this issue because the
Commission, in that Order, changed the construct of its earlier decisions, which were
made when generation and transmission services were bundled and where the
classification issue regarding GSUs was not of critical significance. This argument is
convincing on this record and in the circumstances of this proceeding. Placing the issue
of proper classification of GSU-related costs in the current regime of unbundled
services designed to facilitate bulk power supply competition through open access
transmission service, it is quite clear that GSU-related costs must be removed from

9 / As noted, the Commission adopted the MPSC's findings that certain
facilities identified in the pleadings are State- jurisdictional local distribution facilities and
others, identified there, are Commission-jurisdictional transmission facilities.
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transmission rate base. Todo otherwise would impede in two ways the Order No. 888's
goal of allowing non-traditional generators to access the transmission grid on a
non-discriminatory basis: first, by charging transmission users rates that include costs
for services not required by the transmission customer, and, second, by subsidizing the
transmission owner's generation by inclusion of its GSU costs in transmission rates paid
by competitors.

The rate treatment advocated by CECo would violate one of the basic principles
of Order No. 888, i.e., that the transmission provider take services on the same terms
and conditions it offers to others. The violation occurs because, under the existing
scheme, the transmission provider's GSU transformer costs are recovered in its
transmission rates, which is a subsidy unavailable to competitive generators who must
pay their own GSU transformer costs.

While the case for the position advocated by MS, Staff and ABATE is strong
enough to prevail as argued on this record, it is important to note that the Commission's
recent decisions in Kentucky Utilities Co., 85 FERC 4 61,274 (November 25, 1998) and
Maine Public Service Co., 85 FERC 1 61,412 (December 22, 1998), removes all doubt
as to the proper outcome. In Kentucky Utilities Co., the Commission reexamined its
previous policy on the functionalization and recovery of costs associated with GSUs to
ensure that customers of unbundled services pay only their appropriate share of the
cost of services that they use. Noting that much had changed since it decided the line
of cases where the costs of GSUs were included in basic transmission rates, the
Commission, largely for the reasons offered here by Staff, MS, and ABATE, concluded
that the costs of a GSU transformer should be directly assigned to its related generating
unit. Because GSUs are used in the provision of both generation and ancillary services,
the Commission found that the costs of these facilities should be charged to customers
using those services, and not to customers of transmission service. The decision in
Maine Public Service Co. is in accord. Accordingly, | conclude that GSU transformer

costs should be removed from the transmission rate base. ™

The amount that should be deleted from transmission rate base is also contested.
CECo believes the reduction should be no more than $30,197,719, after deducting
depreciation reserves. Its withess Gaarde calculated this figure based upon an
operational or functional analysis of recent GSU data. Ex. CE-55 at 2-3. ABATE argues
for a revenue requirement deduction of $6.6 million for this purpose. Ex. ABATE-1 at
3-5,7. Staff's number is close to the Company's, namely $46,552,808, less $16,000,000
depreciation reserve, or $30,552,808. Ex. S-1 at 10. Michigan Systems would remove
$75,200,856, less $27,915,688 in depreciation reserves, or $47,285,168. MS bases its
proposal on an historical accounting basis, removing the entire original investment in
GSUs.

Because the Company's transmission rate base is based upon historical original

10 / CECo should be allowed to revise its ancillary service rates to include
appropriate GSU transformer costs in the derivation of those rates.
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costs, items should be removed from rate base using the same methodology. It would
be mixing apples and oranges to remove items from rate base using a functional or
operational analysis when the rate base itself was calculated on an historical accounting
basis. MS' position is more persuasive and is thus adopted.

ISSUE 1 F -- Dedicated Line and Substation Investment

Michigan Systems argue that CECo has included in its proposed transmission
rate base facilities that generally play no role in serving the transmission needs of
customers like MS. These include radial lines and substations dedicated to specific
customers. According to MS, these lines are not used to provide service under the
OATT. Ex. MS-41 at 8-9. MS therefore proposes to remove $21,851,694 worth of
original plant investment, less $6,704,399 in depreciation. Id. at 9; see also Ex. MS-45.

CECo refers to what it describes as the Commission's long- held preference for
rolled-in pricing in support of inclusion of radial lines in its transmission rate base, citing
Detroit Edison Co., 54 FPC 3012 at 3020 (1975); Public Service Co. of Indiana, 56 FPC
3003 at 3034-36 (1976); and AES Power, Inc., 74 FERC 4 61,220 at 61,744 (1996).
CECo contends that it is a basic truism that most transmission customers on an
integrated system do not generally use all of the features of each system that are
important to the reliability of the service. Niagara Mohawk Power Corp., 42 FERC
61,143 at 61,530 (1988). That certain customers might not use some parts of an
integrated system is not a valid reason to depart from rolled-in pricing, CECo argues.

Ruling on Dedicated Line and Substation Investment:

The dedicated lines and substation investment should not be included in the
transmission rate base for the same reasons that govern the ruling on
Voltage-Differentiated Rates. These facilities will be included in the subtransmission
category, per the Commission's adoption of the Company's proposal in Docket No.
EL98-21-000.

ISSUE 2 A -- Rate of Return
To begin, there is no disagreement among the parties on the following elements

of the rate of return calculation: the appropriate capital structure, cost of long-term debt
or the cost of preferred stock. The agreed-upon elements are:

Element Amount (000) Ratio Cost
Long Term Debt $2,034,171 49.09 % 7.29 %
Prefer'd Stock $ 354,726 8.56 % 7.80 %
Common Equity $1,755,074 42.35 % -
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[ TOTAL | $4,143,971 | 100.00 % | - |

However, CECo and Staff disagree upon what the authorized return on common equity
should be. The Company presented the testimony of Mr. Ernst, its Director of Rates, in support
of its requested authorized return on common equity of 12.25 percent. Exs. CE-25 at 41-61;
CE-59 at 22-28; CE-112.

CECo, a wholly owned subsidiary of CMS Energy Company, does not have publicly
traded common stock. Accordingly, Mr. Ernst first selected a group of proxy companies, which
he determined were comparable, as a group, to CECo's operations. Ex. CE-25 at 44. Mr. Ernst
used the Discounted Cash Flow ("DCF") methodology in developing his recommended return on
equity. He used the Capital Asset Pricing Model ("CAPM") as a check upon the reasonableness
of the results obtained via the DCF approach.

Mr. Ernst testified that two principal factors affect the risks perceived by investors:
business risk, which encompasses all of the risks of a firm as if it were financed entirely by
common equity, and financial risk, which is the risk added by issuance of debt and preferred
stock. Mr. Ernst testified that business risk was increasing for electric utilities in general, and for
CECo in particular. Ex. CE-59 at 27-28; Tr. at 708.

He found that a return of 12.25 percent would fairly and reasonably compensate investors for the
overall risk incurred by an investment in CECo, assure confidence in the financial integrity of the
Company, and allow the Company to maintain and support its credit and attract capital, thereby
satisfying the standards of Bluefield Water Works and Improvement Co. v. Public Service
Comm'n of West Virginia, 262 U.S. 679 (1923), that equity investors are entitled to earnings
commensurate with other investments of comparable risk, and Federal Power Comm'n v. Hope
Natural Gas Co., 320 U.S. 591 (1944), that a return should be set at an appropriate level such that
a utility can maintain and support its credit and attract capital.

Staff presented the testimony of its expert, Mr. Green, who, like CECo's witness Mr.
Ernst, used the DCF method that has been long approved by the Commission. Staff's witness,
however, employed a different proxy group than Mr. Ernst and different inputs into the DCF
formula to reach a recommended return on equity of 9.4 percent. Exs. S-38; S-25.

Michigan Systems argue that the return requested by CECo is too high because it reflects
risks of an electric company engaged in activities in addition to the provision of electric
transmission service. MS contends that it would be appropriate to set the Company's return as if
it were a stand-alone transmission company, given the Commission's encouragement of
unbundling and electric industry restructuring in its Order No. 888. It argues that the rate of
return for CECo's transmission service should reflect the lower risks associated with the
provision of monopoly transmission service. MS L.B. at 106,
citing Northwest Pipeline Corp., 79 FERC § 61,309 at 62,381 (1997). Further, MS critiques

11
CECo's DCF analysis, for much the same reasons advanced by Staff.

11 / Michigan Systems' arguments on DCF issues mainly agree with Staff's.
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The differences between the approaches of the Company and Staff's witnesses lie in three
areas: (1) the appropriate proxy or comparable group to use in determining the return on equity
for CECo; (2) the appropriate growth rates to be used in the DCF formula; and (3) the appropriate
dividend yields to use in the DCF formula.

1. Proxy Group

In selecting proxy companies, CECo's witness focused attention on electric companies
whose business was primarily electric operations. The criteria employed were historical
information on (1) bond ratings; (2) equity ratio; (3) net plant size; and (4) geographic location.
Ex. CE-25 at 45.

For bond ratings, which measure a utility's default risk, Mr. Ernst selected a range of
A1/A+ to Baa2/BBB. At the time of his testimony, CECo's bond rating was Baa3/BBB+. Ex.
CE-112 at 9. As for equity ratio, Mr. Ernst used Regulatory Research Associates' "Industry
Study, July 1, 1997, Electric Utility Quality Measures" (Ex. CE-90) to develop a range for this
selection criterion of between 36 percent and 46 percent, which is a plus or minus 5 percent
range around CECo's 41 percent equity ratio. For plant size, Mr. Ernst selected companies
with net plant between $1 billion and $8 billion. CECo has a net plant investment of $4.5 billion.
He also limited the geographic location to utilities in the Midwest and Mid-Atlantic areas to find
utilities operating under comparable meteorological conditions.

Mr. Ernst selected the following proxy group of five companies to perform his analysis:

Atlantic Energy, Inc.

Delmarva Power & Light Company
Illinova Corporation

Minnesota Power & Light Company, and
PP&L Resources, Inc.

Ex. CE-54 at 15.

Staff's witness was critical of the inclusion of companies (Atlantic Energy and Delmarva
Power & Light) with a merger in progress. Also, Staff condemns the Company for failing to
include in the proxy group CECo's parent, CMS Energy, since CECo accounts for most of CMS
Energy's revenues. Staff further argues that geographic considerations have not been justified as
a selection criteria.

Staff's witness Green used CMS Energy as a proxy for CECo and determined his proxy
group by looking at companies comparable to CMS Energy. The three companies selected by
Mr. Green were Illinova Corporation, Rochester Gas and Electric and Eastern Utilities

Accordingly, while these arguments have been considered, they are not
separately
discussed herein.
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Associates. His criteria for selection included similar bond ratings, similar safety ratings from
Value Line Investment Survey, similar operational risks and similar operational safety and cost
risks. Finally, he excluded companies with merger activity within the six months of data that he
employed. Exs. S-25 at 8-10; S-26 at Schedule 5; Tr. at 1792.

CECo contends that Staff's focus on companies that were comparable to CMS Energy is
misplaced in that it does not give proper emphasis to the electric business. The goal, according
to CECo, should be to select a group of companies comparable to the jurisdictional company
whose rates are being set by the Commission. Because the proxy group selected by Staff's
witness Green is heavily influenced by combination gas and electric companies, insufficient
emphasis is placed on electric operations, CECo maintains.

The Company also argues that Staff's proxy group is too small, consisting as it does of
only three companies. CECo also argues that Staff's witness, in testimony in another case,
Docket No. SC97-2-000 involving El Paso Electric Company, used a selection criterion that gave
greater weight to companies with a high percentage of revenues from electric operations than he
did in this case. Exs. CE-107; CE-108; CE-109. Mr. Green also inappropriately excluded
Entergy Corporation ("Entergy") from his proxy group, CECo argues, because its percentage of
electric revenues to total revenues is 90.05 percent, just outside his established bounds of 30 to
90 percent, while he includes Eastern Utilities Associates, whose ratio is 89.3 percent. Inclusion
of Entergy would raise the return recommendation, claims CECo.

CECo further contends that the Staff witness' proxy group is not comparable to CMS
Energy in terms of internal growth rate, retention rate and earned return on equity, so that the
group could not provide a meaningful indication of investor expectations of CMS Energy. Ex.
CE-60. Moreover, CECo maintains, two of Mr. Green's three companies are not comparable to
CECo and should have been excluded. Rochester Gas & Electric does not meet the equity ratio
criterion determined as appropriate for comparative purposes by CECo's Mr. Ernst, and Eastern
Utilities Associates fails to meet the CECo witness' net plant size and geographic criteria. Staff
also failed to use equity ratio as a selection criterion, which CECo contends results in inadequate
attention to financial risk as a selection factor.

CECo also sees as inapt the comparison of Rochester Gas and Electric with CMS Energy,
claiming that the latter has high expected growth, whereas the former is perceived by investors as
having low growth potential. Moreover, the Staff witness' exclusion of companies involved with
mergers was inappropriate, says CECo, because the markets can be expected to self-correct stock
prices for merger participants, returning to normal levels within 60 days of a merger
announcement. Tr.at 569-71. Finally, CECo argues that Staff should not have used CMS
Energy as a proxy for CECo because, even though 87 percent of CMS Energy's revenues derive
from CECo, the Company's electric operations account for only 56 percent of its revenues. It is
therefore inappropriate, the Company contends, to view CMS Energy as a proxy for CECo's
electric business.

Ruling on Proxy Group:

The Company has the better proxy group. Staff's use of CMS Energy as a proxy may
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seem intuitively right. However, if one is attempting to set a return for CECo's electric
operations, as we are here, inclusion of CMS Energy as a proxy carries the baggage of that
holding company's other operations, and, as argued by CECo, includes CECo's significant
non-electric business, as well. Staff is then left with a three company proxy group, including one
combination company, Rochester Gas & Electric, with significant non-electric revenues and with
an equity ratio unlike CECo's, and another, Eastern Utilities Associates, whose plant is about
one-fifth the size of CECo, and which operates in New England, where climate and

meteorological conditions are different from the Midwest where CECo operates. 2 Nor has
Staff offered convincing criticisms of the Company's proxy group proposal. Contrary to Staff's
argument otherwise, it has been shown that equity ratio is an important selection criterion. Ex.
CE-25 at 43. Moreover, inclusion of merger partners in CECo's proxy group is not fatal for the
reasons suggested by CECo. CECo R.B. at 39-40. For the above reasons, the proxy group
proposal of CECo will be used for further analysis.

2. Growth rates in the DCF formula

The Commission has expressed a preference for use of a two- stage model for
determining growth rates in gas pipeline cases. In the two-stage approach the Commission has
used in recent cases, growth rate projections for a five-year period were averaged with longer
term growth rate projections. Northwest Pipeline Corp., 79 FERC 9§ 61,309(1997); Williston
Basin Interstate Pipeline Co., 79 FERC § 61,311 (1997). Most recently (at the time of this
decision), the Commission has revised the equal weighting used in the averaging of short and
long term growth rates in those cases and now prefers to give two-thirds weight to the short term
growth rate and one-third weight to the longer term growth rate. Transcontinental Gas Pipe Line
Corp., 84 FERC 9 61,084, Docket Nos. RP95-197-032 and RP96-44-008 (Phase I) and Docket
Nos. RP95-197-031 and RP97-197-024, and RP96-44-

007, Order on Reh'g (July 29, 1998); Williams Natural Gas Co., 84 FERC 9 61,080, Docket No.
RP93-109-012, Order Granting Reh'g in Part (July 29, 1998). This revision in its two-stage
model was made to reflect the greater reliability of the short term projections, while continuing to
give some weight to long term growth projections, which the Commission continues to believe
warrant recognition. The Commission, however, has not established a preferred approach for
electric utility cases.

CECo's witness Ernst calculated growth rates for his proxy companies using a traditional
approach and a two-stage approach. In calculating the growth rates using a traditional approach,
Mr. Ernst reviewed investment analysts' calculations of growth rates, equally weighting the
growth projections of Value Line Investment Survey ("Value Line") and Institutional Brokers
Estimate System ("IBES") in order to normalize growth expectations. Ex. CE-25 at 52. The
resulting calculation of the average growth rate for the proxy companies is 4.36 percent. Ex.
CE-54 at 4.

12 / Staff's third proxy company, lllinova Corporation, is among the five in
CECo's proxy group.
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Mr. Ernst's two-stage growth rate averaged the results of his traditional analysis for the
short term growth rate and, for the long term rate, the simple average of the Wharton Economic
Forecasting Associates ("WEFA") forecast of the Gross Domestic Product ("GDP") for the years
2003-2015 under the low growth scenario. Ex. CE-25 at 53. This resulted in an average growth
rate for the proxy companies of 4.42 percent. However, the Company has accepted Staff witness
Green's updated average GDP growth rate of 4.97 percent projected by the Energy Information
Administration ("EIA"), DRI/McGraw Hill and WEFA for the period beginning 2002. Ex. S-40
at 22; CECo L.B. at 39-40. Averaging this long term rate with its short term rate resulted in a
two- stage growth rate of 4.67 percent. Inclusion of this updated, higher growth rate in its return
calculation increased the cost of equity above the number in the Company's return exhibit from
12.27 to 12.53 percent and the midpoint from 12.23 percent to 12.48 percent. CECo L.B. at 39.
This, the Company argues, provides further support for its 12.25 percent return request.

Staff's witness Green claimed to have followed the same methodology that the
Commission employed in Northwest, 79 FERC at 62,384 and Williston Basin, 79 FERC at
62,390. He combined a five-year growth rate published by IBES with a long term growth rate to
arrive at a single growth rate. However, instead of using the GDP forecast for the long term rate
as the Commission did in the cited cases, he used DRI data showing the electric industry's return
on capital. He believes this approach better reflects the expectations of investors for the future
growth in earnings for the electric industry. Ex. S-25 at 12-19. Mr. Green explained that the

long term GDP forecast of 5.06 percent  is inappropriate for electric companies, which,
according to Value Line, are expected to provide returns in the range of 2.66 to 3.81 percent over
the 1997-2001 time frame. Id. at 15. According to Mr. Green, there is no evidence that the
electric industry growth rate will increase 125 basis points between 2001 and 2002 and sustain
that level through 2020. Accordingly, he used the DRI long term forecast of return on capital for
the electric industry, adjusted for company-specific information on the estimated increase in the
number of shares, to obta