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ATTORNEYS AT JAW 
36 EAST SEVENTH STREET 

SUITE 1510 
CINCINNATI, OHIO 45202 
TELEPHONE (513) 421-2255 

TELECODIER (513) 421-2764 

PUBLIC SERVICE 
COMMISSlr3bJ 

April 2,2012 

Mr. Jeff Derouen, Executive Director 
Kentucky Public Service Comniission 
2 1 1 Sower Boulevard 
Frankfort, Kentucky 40602 

Re: Case No. 2Qll-QQ401 

Dear Mr. Derouen: 

Please find enclosed the original and twelve (12) copies each of tlie RESPONSES OF KENTUCKY 
INDLJSTRIAL, IJTILJTY CUSTOMERS, INC. to: I )  COMMISSION STAFF FIRST SET OF DATA 
RJ3QT.JESTS (PUBLIC VERSION); and 2) KENTIJCKY POWER COMPANY'S DATA E Q U E S T S  dated 
MARCH 23, 2012 for filing in tlie above-referenced matter. Due to the size of the attachments in response to 
Kentucky Power's Data Request Nos. 1 and 2, we only include one paper copy, and the original and twelve (12) 
CD's containing same. I also enclose a copy of the CONFIDENTIAL pages to be filed under seal. 

By copy of this letter, all parties listed on the Certificate of Service have been served. Please place this 
document of file. 

Very 'Truly Yours, 

MLKItcw 
Attachment 
cc . Cci-tificatc of Sci vice 

Michael L. Kurtz, &q? 
Kurt J. Boelmi, Esq. 
WCEGHM, KKJRTZ Sr L,OWRY 

G:\WORF;\KIIIC\hl' C.izes\ZOl 1-00401 (I'nvir Suicli.iige)\l;l"X I t i  docv 



CERTIFICATE OF SERVICE 

I hereby certify that a copy of the foregoing was served by inailing a tnie arid correct copy via electronic 
mail (when available) and Overnight Mail, to all parties on this 2"d day of April, 2012. 

Michael L,. Kurtz, Esq. / 
Kurt J. Boelim, Esq. l /  

Honorable Joe F Childers 
Attorney at Law 
201 West Short Street 
Suite 310 
Lexington, KENTUCKY 40507 

Shannon Fisk 
Senior Attorney 
Natural Resources Defeiise Council 
2 N. Riverside Plaza, Suite 2250 
Chicago, IL,L,INOIS 60660 

Jennifer B Hans 
Assistant Attorney General's Office 
1024 Capital Center Drive, Ste 200 
Frankfort, KENTUCKY 4060 1-8204 

Kristin Henry 
Staff Attorney 
Sierra Club 
85 Second Street 
San Francisco, CALIFORNIA 94 1 05 

Honorable Mark R Overstreet 
Attorney at Law 
Stites & Harbison 
42 1 West Main Street 
P. 0. Box 634 
Frankfort, KENTUCKY 40602-0634 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY 
POWER COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 

TO KENTUCKY POWER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

1. Please provide in their original form, with all calculations operable and formulas intact and 
unprotected, all electronic spreadsheets and other calculations used, developed in connection 
with the preparation of, referenced, or contained in Mr. Hill’s testimony, analyses, arid exhibits 
filed in this proceeding. 

RESPONSE: Please see the attached CD, which contains all of Mr. Hill’s workpapers. 

APR 0 3  2042 
PUBLIC SERVICE 

COMMISSION 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY 
POWER COMPANY FOR APPROVAL OF ITS 201 1 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQIJISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTUCKY INDUSTRIAL IJTILITY CUSTOMERS, INC. 

TO KENTUCKY POWER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

2. Please provide copies of all documents, articles, studies, or other publications referenced in Mr. 
Hill’s testimony. 

RESPONSE: Please see the attached CD, which contains all of Mr. Hill’s workpapers. 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY : 
POWER COMPANY FOR APPROVAL OF ITS 201 1 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL : Case No. 2011-00401 
OF ITS MENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

: 

RESPONSES OF 
WINTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 

TO KENTUCKY POWER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

3. Does Mr. Hill agree that bond rating agencies, such as Standard & Poor’s Corporation, consider 
the impact of regulation on a utility’s risks when evaluating credit ratings? If the answer is 
anything other than an unqualified, “yes”, please provide a complete explanation. 

RESPONSE: Yes, however we are not attempting to determine a bond rating for KPC in this 

proceeding, we are attempting to determine an allowed return on equity that is appropriate given the 

reduced risks afforded the companies by Kentucky’s environmental surcharge regulation. The 

environmental surcharge mechanism is a much lower-risk regulatory mechanism than is normal 

rate-base-rate-of-return regulation. That is because, as set out in Section 278.138 of the Kentucky 

Code the Company is able to recover all of its costs of complying with environmental requirements 

(capital costs, operating expenses, equipment, property, taxes, overheads, depreciation) “in the 

second month following the month in which costs are incurred.” Wiile those costs are, of course, 

subject to periodic review by the Commission for accuracy, that mechanism represents a very 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY 
POWER COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 
TO KENTUCKY POWER COMPANY’S DATA REQUESTS 

DATED MARCH 23,2012 

reliable and timely recovery of all costs of operation. Also those costs are not subject to re-setting 

through a “rate case” type of structure, the costs are what they are and the Company is entitled to 

recover them-including the allowed rate of return. With a normal rate proceeding, the utility’s 

overall costs are included in the rates they are allowed to charge. If sales or costs differ from 

expectations, the return earned by the Company and its investors can vary-and the point here is 

that the variance of the retui-n earned in a normal rate base proceeding, which does not allow on- 

going, very rapid recovery of actual costs, would be far greater than those earned in an 

environmental surcharge proceeding such as this. A higher return volatility indicates a higher 

required return and vice versa. 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTIJCKY 
POWER COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTJLITY CUSTOMERS, INC. 

TO KENTUCKY POWER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

4. Please refer to page 3, line 18 through page 4, line 9, of Mr. Hill’s testimony. Please provide a 
list of all cost recovery mechanisms applicable to each of the utilities in Mr. Hill’s proxy group, 
including all environmental cost recovery trackers. If Mr. Hill did not examine the extent to 
which his proxy utilities operate under similar adjustment mechanisms, please explain why not, 
including any support for his decision not to do so. 

RESPONSE: Mr. Hill has not coiiducted such a study because such data are not readily available, 

making any such study time-consuming, unnecessarily expensive and, therefore, outside the budget 

allotted for this proceeding. Rather, Mr. Hill is relying on his 30-year experience in utility regulation to 

conclude that a regulatory cost-recovery mechanism that allows a utility to recover environmental- 

related capital costs from ratepayers within two months of the expenditure of those costs is uncommon 

and indicates that the Companies’ environmental plant investments have lower investment risk than that 

afforded traditional utility plant investment. Therefore, those investments deserve a lower rate of return. 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY 
POWER COMPANY FOR APPROVAL OF ITS 201 1 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 
TO KENTUCKY POWER COMPANY’S DATA REQUESTS 

DATED MARCH 23,2012 

5. Please refer to page 4, lines 5-6, of Mr. Kollen’s testimony. Please provide all supporting 
calculations and spreadsheets -with all calculations operational and formulas intact and 
unprotected-that were utilized to determine or otherwise relied upon by Mr. Kollen to support his 
testimony that “the purchase option” would yield a rate increase impact in 2016 of between 
“9.9% to 11.9%.” 

RESPONSE 

Please see attached excel file entitled “Rate Increase Effects froin PJM Purchases Option.’’ Data sources 

are identified on the tables shown on page 14, line 1 and page 15, line 2 in Mr. Kollen’s Direct 

Testimony and on Exhibit (LK-3). 



Ex hi bit -( LK-24) 
Page 2 of 2 

Kentucky Power Company 
Rate Increase Effects from Utilizing 10-Year PJM Purchases Option 

First Year Savings - 2016 
($ Millions) 

PJM Savings PJM Savings 
Low Low 

All Savings Quantified for First Year - 2016 Range Range 

Estimated Savings by Utilizing Ten Year PJM Purchase Option - Total Co. 104 117 
Additional Savings Estimated by Kollen 36 36 
Total Estimated Savings 140 153 

KY Jurisdictional Factor 94.61 % 94.61 Yo 

Estimated Savings by Utilizing Ten Year PJM Purchase Option - KY Retail 133 144 

KY Jurisdiction 12-month Revenue 

Percentage Rate Increase Savings 

570 570 

23.30% 25.36% 

Percentage Increase - Total KY Retail Under Company's Proposal 35.23% 35.23% 

Percentage Rate Increase 

Note: Testimony Includes These Ten Year Savings Balances on Pages 13-1 5 

Estimated Savings by Utilizing Ten Year PJM Purchase Option -Total Co. 
Additional Savings Estimated by Kollen 
Total Estimated Savings 

11.93% 9.87% 

431 742 
43 43 

474 785 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY 
POWER COMPANY FOR APPROVAL OF ITS 201 1 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
JiJ3NTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 

TO KENTUCKY POWER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

6. Please refer to Mr. Kollen’s testimony at page 8, lines 3-9. Provide all supporting spreadsheets - 
with all calculations operational and fonnulae intact and unprotected-that were used to detennine 
the $9.326 inillion increase in revenue requirement referred to by Mr. Kollen his testimony. 

RESPONSE 

Please see attached excel file entitled “Exhibit-(LI<-24).” 



Exhi bit-( LK-24) 
Page 1 of 2 

Kentucky Power Company 
Current ECR Revenue Requirement Comparison 

Based on November 201 1 ECR Filing 
KlUC Adjustment to Reduce ROE to 9.2% 

Big Sandy ECR Rate Base - Total Company ES Form 3.1 0 
Kentucky Retail Jurisdictional Allocation Factor - ES Form 1 .OO 
Big Sandy ECR Rate Base - Kentucky Retail 

Annual Revenue Requirement Reduction from Reducing ROE to 9.2% 

Big Sandy - Rate of Return - ES Form 3.15 

Current Rate of Return 

Long Term Debt 
AIR Financing 
Common Equity 

Total Capital 

90,394,789 
83.3% 

75.298.859 

(677,690) 

Capital Component Weighted Grossed Up 
Ratio costs Avg Cost cost 

51.941 Yo 6.48% 3.37% 3.37% 
4.116% 1.22% 0.05% 0.05% 

43.943% 10.50% 4.61 yo 7.27% 

100.00% 8.03% 10.69% 

Combined Tax Rate = 36.555% 

Capital Component Weighted Grossed Up 
Rate of Return - Adjusted to Reflect ROE of 9.2% Ratio costs Avg Cost cost 

Long Term Debt 
AIR Financing 
Common Equity 

Total Capital 

51.941 % 6.48% 3.37% 3.37% 
0.05% 0.05% 

43.943% 9.20% 4.04% 6.37% 
4.1 16% 1.22% 

100.00% 7.46% 9.79% 



Exhibit -( LK-24) 
Page 2 of 2 

Kentucky Power Company 
Initial Revenue Requ i re men ts Com parison 

With As Filed ROE of 10.5% Compared to KlUC Adjusted ROE of 9.2% 
Based on Revised Revenue Requirement - Response to Staff 1-20 

As Revised Reduction 
As Revised Adjusted for In Initial 
Beginning of 9.2% ROE Revenue 

Year 1 Year 1 Requirement 

Eligible Plant - Placed In Service 
Less: Accumulated Depreciation 
Less: Deferred Tax Balance 
In-Service Rate Base 

Grossed Up Rate of Return 
Return on Revenue Requirement - Total Company 

Annual KY Jurisdiction Revenue Allocation Factor 

Return On Revenue Requirement - KY Jurisdiction 

Revenue Requirement - Operating Expenses - KY Jurisdiction 

Total KY Retail Revenue Requirement 

KY Jurisdiction 12-month Revenue 

Percentage Rate Increase 

955,512,492 955,512,492 

955,512,492 955,512,492 

10.69% 9.79% 
102,144,285 93,544,673 

78.91 % 78.91 % 

80,602,056 73,816,101 (6,785,954) 

89,750,145 89,750,145 

170,352,201 163,566,247 (6,785,954) 

569,593,245 569,593,245 569,593,245 

29.91 Yo 28.72% ,-I .I 9% 
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COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

I N  THE MATTER OF: THE APPLICATION OF KENTUCKY : 
POWER COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL : Case No. 2011-00401 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

: 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 
TO KENTUCKY POWER COMPANY’S DATA REQUESTS 

DATED MARCH 23,2012 

7. Please refer to Mr. Kollen’s testimony at page 9, lines 2-7. Provide all calculations in electronic 
spreadsheet format, with all calculations operable and formulas intact and unprotected, that 
support or were relied upon by Mr. Kollen in calculating the 35.23% “total percentage increase 
to retail custorners” to which Mr. Kollen testifies. 

RESPONSE 

Please see attached excel file entitled “E~hibit-(L,K-3).’~ 



Exhibit -(LK-3) 
Page 1 of 1 

Kentucky Power Company 
Kentucky Jurisdiction Total Retail Effect from Big Sandy 2 Retrofit Costs 

($ millions) 

Total Company First Year Revenue Requirement - Revised in Staff 1-20 

Add: Total Company Revenue Requirement Related to SO2 and NOX Consumption 

Total Company First Year Revenue Requirement - Corrected 

Revenue Requirement Associated with Off System Sales at 10.88% 
Percentage Retained by KPC through System Sales Clause in its FAC 

(Company Share 40% - Customer Share 60%) 

Maximum Amount Retained by KPC through System Sales Clause in its FAC 

Total Company Total Revenue Requirement Less Amount Retained by KPCQ 

KY Jurisdictional Revenue Allocation Factor 

KY Jursidiction Total Retail Revenue Requirement Effect of Big Sandy 2 Retrofit 

KY Jurisdiction Revenues from Exhibit LPM-13 

Retail Increase for BS2 Retrofit Projects 

206.556 

5.562 

212.118 

23.078 
40% 

(9.231) 

202.886 

98.91 % 

200.675 

569.593 

35.23% 

Sources: Revised Revenue Requirement Schedules in Response to Staff 1-20 
Response to KlUC 2-18 
Exhibit LPM-5 - 12 Month Avg OSS = 10.88% 
KPC Tariff Sheet 19-1 and 19-2 and 201 1 KPC FAC Filings 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY : 
POWER COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL : Case ?.a. 2011- 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

: 
40 1 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CIJSTOMERS, INC. 

TO KENTUCKY POWER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

8. Please refer to Mr. Kollen’s Exhibit LK-3. 

a. 

b. 

Please provide Exhibit LK-3 in electronic spreadsheet format, with all calculations 
operable and formulas intact and unprotected; 

Please provide a complete explanation, including all support, of the basis for Mr. 
Kollen’s allocation of all of the costs of the DHGD only to the retail and wholesale 
customers, with none being allocated to the non-associated or the associated utility sales. 

RESPONSE: 

a. 

b. 

Please see attached excel file entitled “Exhibit-(LK-3).” 

Please refer to Mr. Kollen’s Direct Testimony at page 8, line 11 through page 9 line 7. Mr. 

Kollen explains that the retail ratepayers ultimately are responsible for the entirety of the costs of 

the DHGD, except for a small portion that is retained by the Company through the SSC and 

another small portion that is allocated to all-requirements wholesale customers. In recognition of 

this fact, on Exhibit-(LK-3), Mr. Kollen starts with the total Company revenue requirement for 

the DHGD, then subtracts the portion retained by the Company through the SSC and then 

allocates the residual to the retail jurisdiction. 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KJXNTUCKY 
P O W R  COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTIJCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 

TO KENTUCKY POW,R COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

9. Please refer to page 3 1, lines 11-30 of Mr. Kollen’s testimony and Exhibit LK-15. Please 
provide Exhibit L,K- 15 in electronic spreadsheet format, with all calculations operable and 
formulas intact and unprotected. 

RESPONSE 

Please see attached excel file entitled “Exhibit-(LK-l5).” 



Exhibit-(LK-l5) 
Page 1 of 2 

Kentucky Power Company 
Revenue Requirement During Construction Period 

For Big Sandy 2 Retrofit 
Based on Using 100% CWlP in Rate Base 

As Filed 50% I 00% 
Rate of Short Short 
Return Term Debt Term Debt 

Construction Year 1 2,084,550 1,146,600 48,750 
Construction Year 2 9,888,250 5,439,000 231,250 
Construction Year 3 25,174,950 13,847,400 588,750 

Construction Year 4 and 511 2 31,735,938 17,456,250 742,188 
Construction Year 4 48,692,950 26,783,400 I ,I 38,750 

Total Revenue Requirement 11 7,576,638 64,672,650 2,749,688 

Avg 
Beg Year Direct End Year CWlP 

Construction Adds By Year CWlP Adds CWlP in RB 
($) ($) ($) 

Const YR 1 39,~00,000 39,000,000 19,500,000 
Const YR 2 39,000,000 107,000,0OO 146,000,OOO 92,500,000 
Const YR 3 146,00~,000 I 79,000,000 32~,ooo,ooo 235,500,000 
Const YR 4 325,000,000 261,000,000 586,000,000 455,500,000 
Const YR 4.5 586,000,000 253,000,000 839,000,000 71 2,500,000 

Total 839,000,000 



Exhibit-(LK-I 5) 
Page 2 of 2 

Kentucky Power Company 
Revenue Requirement During Construction Period 

For Big Sandy 2 Retrofit 
Based on Using 100% CWiP in Rate Base 

Capital Component Weighted Grossed Up 
Rate of Return - As Filed Traditional Financing Ratio costs Avg Cost cost 

Long Term Debt 
AIR Financing 
Common Equity 

Total Capital 

Combined Tax Rate = 36.5555% 

50% STD at 0.25% 

Short Term Debt 
Long Term Debt 
Common Equity 

Total Capital 

Combined Tax Rate = 36.5555% 

100% STD at 0.25% 

Short Term Debt 
Long Term Debt 
Common Equity 

Total Capital 

51.94% 6.48% 3.37% 3.37% 
4.12% 1.22% 0.05% 0.05% 

43.94% 10.50% 4.61 % 7.27% 

100.00% 8.03% 10.69% 

Capital Component Weighted Grossed Up 
Ratio costs Avg Cost cost 

50.00% 0.25% 0.13% 0.1 3% 
25.00% 6.48% 1.62% 1.62% 
25.00% 10.50% 2.63% 4.14% 

100.00% 4.37% 5.88% 

Capital component Weighted Grossed Up 
Ratio costs Avg Cost Cost 

100.00% 0.25% 0.25% 0.25% 
0.00% 0.00% 0.00% 0.00% 

0.00% 0.00% 0.00% 0.00% 

100.00% 0.25% 0.25% 

Combined Tax Rate = 36.5555% 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY : 
POWER COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL : Case No. 2011-00401 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

: 

RESPONSES OF 
JCIXNTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 

TO KENTUCKY POWER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

10. Please refer to the chart presented at the top of page 37 of Mr. Kollen’s testimony. Please 
provide: 

a. 

b. 

the chart presented at top of page 37 of Mr. Kollen’s testimony in electronic format; 

in electronic spreadsheet format, with all calculations operable and formulas intact arid 
unprotected, all calculations used to construct the chart presented at top of page 37 of Mr. 
Kollen’s testimony; 

the source of all data used in the calculations referred to in subpart (b) of this data 
request. 

c. 

RESPONSE 

a. Please see attached excel file entitled “KPCo Mirror CWIP Charts.” 

b. Refer to the response subpart (a) of this question. 

C. The data sources are identified in the attached file. 
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COMMONVirEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCW 
POVVER COMPANY FOR APPROVAL OF ITS 2011 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVE,NIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQUISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 

TO KENTUCKY POVVER COMPANY’S DATA REQUESTS 
DATED MARCH 23,2012 

11. Please refer to the chart presented at the top of page 40 of Mr. Kollen’s testimony. Please 
provide: 

a. 

b. 

the chart presented at top o f  page 40 of Mr. Kollen’s testimony in electronic fonnat; 

in electronic spreadsheet format, with all calculations operable and formulas intact and 
unprotected, all calculations used to construct the chart presented at top of page 40 of Mr. 
Kollen’s testimony. 

the source of all data used in the calculations referred to in subpart (b) of this data 
request. 

c. 

RESPONSE 

a. Please see attached excel file entitled “KPCo Mirror CWIP Charts.” 

b. Refer to the response subpart (a) of this question. 

c. The data sources are identified in the attached file. 



COMMONWEALTH OF KENTUCKY 
BEFORE THE PUBLIC SERVICE COMMISSION 

IN THE MATTER OF: THE APPLICATION OF KENTUCKY 
POWER COMPANY FOR APPROVAL OF ITS 201 1 
ENVIRONMENTAL COMPLIANCE PLAN, FOR APPROVAL 
OF ITS AMENDED ENVIRONMENTAL COST RECOVERY 
SURCHARGE TARIFF, AND FOR THE GRANT OF A 
CERTIFICATE OF PUBLIC CONVENIENCE AND 
NECESSITY FOR THE CONSTRUCTION AND 
ACQIJISITION OF RELATED FACILITIES 

Case No. 2011-00401 

RESPONSES OF 
KENTUCKY INDUSTRIAL UTILITY CUSTOMERS, INC. 
TO KENTIJCKY POWER COMPANY’S DATA REQIJESTS 

DATED MARCH 23,2012 

12. Please refer to Exhibit LK-24 of Mr. Kollen’s testimony. Please provide: 

a. Exhibit LK-24 of Mr. Kollen’s testimony in electronic spreadsheet format, with all 
calculations operable arid formulas intact and unprotected; 

the source of all data used in the spreadsheet and calculations referred to in subpart (a) of 
this data request. 

b. 

RESPONSE 

a. Please see attached excel file entitled “Exhibit (LK-24).” 

b. Refer to the response subpart (a) of this question. 

C .  The data sources are identified in the attached file. 



Exhibit-( LK-24) 
Page 1 of 2 

Kentucky Power Company 
Current ECR Revenue Requirement Comparison 

Based on November 2011 ECR Filing 
KIUC Adjustment to Reduce ROE to 9.2% 

Big Sandy ECR Rate Base - Total Company ES Form 3.1 0 
Kentucky Retail Jurisdictional Allocation Factor - ES Form 1 .OO 
Big Sandy ECR Rate Base - Kentucky Retail 

Annual Revenue Requirement Reduction from Reducing ROE to 9.2% 

Big Sandy - Rate of Return - ES Form 3.15 

Current Rate of Return 

Long Term Debt 
AIR Financing 
Common Equity 

Total Capital 

90,394,789 
83.3% 

75,298,859 

(677,690) 

Capital Component Weighted Grossed Up 
Ratio costs Avg Cost cost 

51.941 % 6.48% 3.37% 3.37% 
4.1 16% 1.22% 0.05% 0.05% 

43.943% 10.50% 4.61 % 7.27% 

100.00% 8.03% 10.69% 

Combined Tax Rate = 36.555% 

Capital Component Weighted Grossed Up 
Rate of Return - Adjusted to Reflect ROE of 9.2% Ratio costs Avg Cost cost 

Long Term Debt 
AIR Financing 
Common Equity 

Tatal Capital 

51.941 Yo 6.48% 3.37% 3.37% 
4.1 16% 1.22% 0.05% 0.05% 

43.943% 9.20% 4.04% 6.37% 

100.00% 7.46% 9.79% 
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Kentucky Power Company 
I n it i a I Reve n ue Re q u i rem en ts Com pa r is on 

With As Filed ROE of 10.5% Compared to KIUC Adjusted ROE of 9.2% 
Based on Revised Revenue Requirement - Response to Staff 1-20 

As Revised Reduction 
As Revised Adjusted for In Initial 
Beginning of 9.2% ROE Reven 11 e 

Year 1 Year 1 Requirement 

Eligible Plant - Placed In Service 
Less: Accumulated Depreciation 
Less: Deferred Tax Balance 
In-Service Rate Base 

Grossed Up Rate of Return 
Return on Revenue Requirement - Total Company 

Annual KY Jurisdiction Revenue Allocation Factor 

Return On Revenue Requirement - KY Jurisdiction 

Revenue Requirement - Operating Expenses - KY Jurisdiction 

Total KY Retail Revenue Requirement 

KY Jurisdiction 12-month Revenue 

Percentage Rate Increase 

955,512,492 955,512,492 

955,512,492 955,512,492 

10.69% 9.79% 
102,144,285 93,544,673 

78.91 % 78.91 % 

80,602,056 73,816,101 (6,785,954) 

89,750,145 89,750,145 

170,352,201 163,566,247 (6,785,954) 

569,593,245 

29.91 % 

569,593,245 

28.72% 

569,593,245 

-1.19% 
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EDUCATION AND EMPLOYMENT HISTORY 
STEPHEN G. HILL 

 
  EDUCATION                              
Auburn University - Auburn, Alabama - Bachelor of Science in Chemical Engineering 
(1971); Honors - member Tau Beta Pi national engineering honorary society, Dean's list, 
candidate for outstanding engineering graduate; Organizations - Engineering Council, 
American Institute of Chemical Engineers 
 
Tulane University - New Orleans, Louisiana - Masters in Business Administration 
(1973); concentration: Finance; awarded scholarship; Organizations - member MBA 
curriculum committee, Vice-President of student body, academic affairs 
 
Continuing Education - NARUC Regulatory Studies Program at Michigan State 
University 
 
 EMPLOYMENT 
West Virginia Air Pollution Control Commission (1975) 
Position: Engineer ; Responsibility: Overseeing the compliance of all chemical companies 
in the State with the pollution guidelines set forth in the Clean Air Act.  
 
West Virginia Public Service Commission-Consumer Advocate (1982) 
Position: Rate of Return Analyst ; Responsibility: All rate of return research and testimony 
promulgated by the Consumer Advocate; also,  testimony on engineering issues, when 
necessary. 
 
Hill Associates (1989) 
Position: Principal; Responsibility: Expert testimony regarding financial and economic 
issue in regulated industries. 
 
 PUBLICATIONS 
“The Market Risk Premium and the Proper Interpretation of Historical Data,” 
Proceedings of the Fourth NARUC Biennial Regulatory Information Conference, 
Volume I, pp. 245-255. 
“Use of the Discounted Cash Flow Has Not Been Invalidated,” Public Utilities 
Fortnightly, March 31, 1988, pp. 35-38. 
“Private Equity Buyouts of Public Utilities: Preparation for Regulators,” National 
Regulatory Research Institute, Paper 07-11, December 2007. 
 
 MEMBERSHIPS 
American Institute of Chemical Engineers; Society of Utility and Regulatory Financial 
Analysts (Certified Rate of Return Analyst, Member of the Board of Directors) 
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PRIOR EXPERIENCE 
 
Mr. Hill, is a Certified Rate of Return Analyst, doing business as Hill Associates. He has 
testified in more than 270 regulatory proceedings over the past twenty eight years on cost 
of capital, financial, economic, and corporate governance issues related to regulated 
industries. He has provided testimony in electric, gas, telephone, and water utility rate 
proceedings as well as in proceedings related to utility diversification, deregulation, and 
financial policy. In those cases, he has testified on behalf of consumer advocates, 
attorneys general and utility commissions. In addition, he has testified on cost of capital 
issues in auto, homeowners and workers’ compensation insurance rate proceedings. Mr. 
Hill has also been an advisor to the Arizona Corporation Commission on matters of 
utility finance in bankruptcy proceedings. 

 Mr. Hill has testified before the West Virginia Public Service Commission, the 
Connecticut Department of Public Utility Control, the Oklahoma State Corporation 
Commission, the Public Utilities Commission of the State of California, the Pennsylvania 
Public Utilities Commission, the Maryland Public Service Commission, the Public 
Utilities Commission of the State of Minnesota, the Ohio Public Utilities Commission, the 
Insurance Commissioner of the State of Texas, the North Carolina Insurance 
Commissioner, the Rhode Island Public Utilities Commission, the City Council of Austin, 
Texas, the Texas Railroad Commission, the Arizona Corporation Commission, the South 
Carolina Public Service Commission, the Public Utilities Commission of the State of 
Hawaii, the New Mexico Corporation Commission, the State of Washington Utilities and 
Transportation Commission, the Georgia Public Service Commission, the Public Service 
Commission of Utah, the Kentucky Public Utilities Commission, the Illinois Commerce 
Commission, the Kansas Corporation Commission, the Indiana Utility Regulatory 
Commission, the Virginia Corporation Commission, the Montana Public Service 
Commission, the Public Service Commission of the State of Maine, the Public Service 
Commission of Wisconsin, the Vermont Public Service Board, the Federal 
Communications Commission and the Federal Energy Regulatory Commission. 
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UTILITY GROWTH RATE FUNDAMENTALS 

 

Q. PLEASE PROVIDE AN EXAMPLE THAT DESCRIBES THE DETERMINANTS OF 

LONG-TERM SUSTAINABLE GROWTH. 

A. Assume that a hypothetical regulated firm had a first-period common equity or book 

value per share of $10, the investor-expected return on that equity was 10% and the stated 

company policy was to pay out 60% of earnings in dividends. The first period earnings 

per share are expected to be $1.00 ($10/share book equity x 10% equity return) and the 

expected dividend is $0.60. The amount of earnings not paid out to shareholders 

($0.40)—the retained earnings—raises the book value of the equity to $10.40 in the 

second period. The table below continues the hypothetical for a five-year period and 

illustrates the underlying determinants of growth. 

TABLE A. 

  
 YEAR 1 YEAR 2 YEAR 3 YEAR 4  YEAR 5 GROWTH 

BOOK VALUE $10.00  $10.40  $10.82  $11.25  $11.70  4.00% 
EQUITY RETURN 10% 10% 10% 10% 10% — 
EARNINGS/SH. $1.00  $1.040 $1.082 $1.125 $1.170 4.00% 
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 — 
DIVIDENDS/SH. $0.60  $0.624 $0.649 $0.675 $0.702 4.00% 

 

 We see that under steady-state conditions, the earnings, dividends, and book value all 

grow at the same rate. Moreover, the key to this growth is the amount of earnings 

retained or reinvested in the firm and the return on that new portion of equity. If we let 

“b” equal the retention ratio of the firm (1 – the payout ratio) and let “r” equal the firm’s 

expected return on equity, the DCF growth rate “g” (also referred to as the internal or 

sustainable growth rate) is equal to their product, or 

 

     g = br.    (i) 

  

 Professor Myron Gordon, who developed the Discounted Cash Flow technique and first 
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introduced it into the regulatory arena, has determined that Equation (i) embodies the 

underlying fundamentals of growth and, therefore, is a primary measure of growth to be 

used in the DCF model. Professor Gordon’s research also indicates that analysts’ growth 

rate projections are useful in estimating investors’ expected sustainable growth. 

  I should note here that the above hypothetical does not allow for the existence of 

external sources of equity financing, i.e., sales of common stock. Stock financing will 

cause investors to expect additional growth if the company is expected to issue new 

shares at a market price that exceeds book value. The excess of market over book would 

inure to the benefit of current shareholders, increasing their per-share equity value. 

Therefore, if the company is expected to continue to issue stock at a price that exceeds 

book value, the shareholders would continue to expect their book value to increase and 

would add that growth expectation to that stemming from earnings retention or internal 

growth. Conversely, if a company were expected to issue new equity at a price below 

book value, that would have a negative effect on shareholder’s current growth rate 

expectations. In such a situation, shareholders would perceive an overall growth rate less 

than that produced by internal sources (retained earnings). Finally, with little or no 

expected equity financing or a market-to-book ratio near unity, investors would expect 

the sustainable growth rate for the company to equal that derived from Equation (i), “g = 

br.” Dr. Gordon identifies the growth rate, 1 which includes both expected internal and 

external financing, as: 

 

     g = br + sv,     (ii) 

 where, 
   g = DCF expected growth rate, 
   r = return on equity, 
   b = retention ratio, 
   v = fraction of new common stock 
         sold that accrues to the current 
         shareholder, 
   s = funds raised from the sale of stock 

                                                 
1Gordon, M.J., The Cost of Capital to a Public Utility, MSU Public Utilities Studies, East Lansing, 
Michigan, 1974, pp., 30–33. 
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         as a fraction of existing equity.  

 

 Additionally, 

 

    v = 1 - BV/MP,     (iii) 

 where, 
   MP = market price, 
   BV = book value. 

 

  I have used Equation (iii) as the basis for my examination of the investor-

expected long-term growth rate (g) in this proceeding. 

 

Q. IN YOUR PREVIOUS EXAMPLE, EARNINGS AND DIVIDENDS GREW AT THE 

SAME RATE (br) AS DID BOOK VALUE. WOULD THE GROWTH RATE IN 

EARNINGS OR DIVIDENDS, THEREFORE, BE SUITABLE FOR DETERMINING 

THE DCF GROWTH RATE ?  

A. No, not necessarily. Rates of growth derived from earnings or dividends alone can be 

unreliable due to extraneous influences on those parameters, such as changes in the 

expected rate of return on common equity or changes in the payout ratio. That is why it is 

necessary to examine the underlying determinants of growth through the use of a 

sustainable growth rate analysis. 

  If we take the hypothetical example previously stated and assume that, in year 

three, the expected return on equity rises to 15%, the resultant growth rate for earnings 

and dividends far exceeds that which the company could sustain indefinitely. The 

potential error in using those growth rates to estimate “g” is illustrated in the following 

table. 
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TABLE B. 

  
 YEAR 1 YEAR 2 YEAR 3 YEAR 4  YEAR 5 GROWTH 

BOOK VALUE $10.00  $10.40  $10.82 $11.47  $12.157  5.00% 
EQUITY RETURN 10% 10% 15% 15% 15% 10.67% 
EARNINGS/SH. $1.00  $1.040 $1.623 $1.720 $1.824 16.20% 
PAYOUT RATIO 0.60 0.60 0.60 0.60 0.60 — 
DIVIDENDS/SH. $0.60  $0.624 $0.974 $1.032 $1.094 16.20% 

  

  What has happened is a shift in steady-state growth paths. For years one and two, 

the sustainable rate of growth (g=br) is 4.0%, just as in the previous hypothetical. Then, 

in the last three years, the sustainable growth rate increases to 6.0% (g = br = 0.4 x 15%). 

If the regulated firm was expected to continue to earn a 15% return on equity and retain 

40% of its earnings, then a growth rate of 6.0% would be a reasonable estimate of the 

long-term sustainable growth rate. However, the compound annual growth rate for 

dividends and earnings exceeds 16%, which is the result only of an increased equity 

return rather than the intrinsic ability of the firm to grow continuously at a 16% annual 

rate. Clearly, this type of estimate of future growth cannot be used with any reliability at 

all. In the case of the hypothetical, to utilize a 16% growth rate in a DCF model would be 

to expect the company’s return on common equity to increase by 50% every five years 

into the indefinite future. This would be a ridiculous forecast for any regulated firm and 

underscores the importance of utilizing the underlying fundamentals of growth in the 

DCF model.  

  It can also be demonstrated that a change in our hypothetical regulated firm’s 

payout ratio makes the past rate of growth in dividends an unreliable basis for predicting 

“g.” If we assume our regulated firm consistently earns its expected equity return (10%) 

but in the third year changes its payout ratio from 60% to 80% of earnings, the results are 

shown in the table below. 
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TABLE C. 

  
 YEAR 1 YEAR 2 YEAR 3 YEAR 4  YEAR 5 GROWTH 

BOOK VALUE $10.00  $10.40  $10.82  $11.036  $11.26  3.01% 
EQUITY RETURN 10% 10% 10% 10% 10% - 
EARNINGS/SH. $1.00  $1.040 $1.082 $1.104 $1.126 3.01% 
PAYOUT RATIO 0.60 0.60 0.80 0.80 0.80 7.46% 
DIVIDENDS/SH. $0.60  $0.624 $0.866 $0.833 $0.900 10.67% 

 

  What we see here is that, although the company has registered a high dividend 

growth rate (10.67%), it is, again, not at all representative of the growth that could be 

sustained indefinitely, as called for in the DCF model. In actuality, the sustainable growth 

rate has declined from 4.0% the first two years to only 2.0% (g = br = 0.2 x 10%) during 

the last three years due to the increased payout ratio. To utilize a 10% growth rate in a 

DCF analysis of this hypothetical regulated firm would 1) assume the payout ratio of the 

firm would continue to increase 33% every five years into the indefinite future, 2) lead to 

the highly implausible result that the firm intends to consistently pay out more in 

dividends than it earns, and 3) grossly overstate the cost of equity capital. 
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INDIVIDUAL SAMPLE COMPANY GROWTH RATE ANALYSES 
 

ELECTRIC UTILITIES 
 

FE – First Energy - FE’s sustainable growth rate has averaged 6.10% over the 
most recent five-year period (2006-2010). In the most recent year, the company’s 
sustainable growth was below that five-year average indicating a declining trend. 
Value Line (VL) expects FE’s sustainable growth to continue near that more 
recent growth rate level and reach approximately 3.9% by the 2014-2016 period.  
However, countering the lower growth indication, FE’s book value growth rate is 
expected to be 5.0% over the next five years, higher than the historical growth of 
1.0%, and above sustainable growth projections. FE’s earnings per share are 
projected to increase at a 0.5% (VL) rate, while Zacks and IBES publish growth 
rate expectations for this company of 1% and 1.85%, respectively. Over the past 
five years, FE’s earnings growth was 9.0% but its dividends increased at a 5% 
rate, according to Value Line.  Also, dividends are expected to grow at a 0.5% 
rate over the next three to five-year period, moderating long-term growth 
expectations.  Investors can reasonably expect long-term sustainable growth rate 
in the future to be lower than the past; a growth rate of 4.0% is reasonable for FE. 
 Regarding share growth, FE’s shares outstanding increased at a negative 
1.14% rate over the past five years. A large number of shares was issued in the 
acquisition of Allegheny Energy in 2011.  Following that increase in the number 
of shares outstanding (which would not be expected to be continuing in nature), 
FE’s shares are not expected to increase. An expectation of share growth of 0% 
for this company is reasonable. 
 
TE – TECO Energy - TE’s sustainable growth rate averaged 2.97% over the 
five-year historical period, with higher results in 2010.  Absent negative results in 
2008, the historical average growth was 3.79%. VL projects that the internal 
growth will, rebound through 2014-16, bringing sustainable growth to 5.6%.  
TE’s book value, which increased at a 5% rate during the most recent five years, 
is expected to maintain that 5% rate in the future.  That projected book value 
growth rate is slightly lower, but similar to growth indicated by the sustainable 
growth measure.  TE’s earnings per share are projected to increase at 10.5% (VL) 
to 4.9% (IBES), and 4.67% (Zack’s) rates. Value Line’s earnings growth 
expectation is predicated on the assumption of a 30% increase in TE’s ROE.  That 
growth rate would not be sustainable unless it is assumed that TE’s ROE will 
increase 30% every five years into the indefinite future—an unlikely scenario.  
TE’s dividends are expected to grow at a 4.5% rate, up considerably from 
negative 5% historically but below earnings growth expectations. Historically 
TE’s earnings grew at a 12.5% rate, according to Value Line.  The compound 
earnings growth over the past five years was only 2.13%, however. The projected 
sustainable growth indicate that investors can expect the growth from TE in the 
future to be higher than that which has existed in the past, and projected dividend 
growth confirms higher growth, but are below average earnings growth 
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projections. Investors can reasonably expect a sustainable growth rate of 5.25% 
for TE—well above historical averages. 
 Regarding share growth, TE’s shares outstanding showed a 0.64% rate of 
increase over the past five years. TE’s growth rate in shares outstanding is 
expected to show a 0.47% rate of increase through 2014-16. An expectation of 
share growth of 0.5% for this company is reasonable. 
 
ALE – ALLETE – ALE’s sustainable growth rate has averaged 3.38% over the 
most recent five-year period, with much lower growth in the most recent year. VL 
expects ALE’s sustainable growth to continue at a rate near historical averages 
and reach 3.8% by the 2014-16 period.  ALE’s book value growth rate is expected 
to be 3.5% over the next five years, lower than the 5% rate of growth experienced 
over the past five years.  ALE’s earnings per share are projected to increase at 6% 
according to Value Line, while IBES and Zack’s project somewhat lower growth 
(5% IBES and Zacks). Value Line also projects a 2% growth in dividends, below 
the sustainable growth indications.  Also Value Line shows historical earnings 
growth of 3.5% for this company. Investors can reasonably expect lower growth 
rate in the future, but not as high as the current earnings growth rate estimates— 
3.75% for ALE is reasonable. 
 Regarding share growth, ALE’s shares outstanding increased at 
approximately a 4% rate over the past five years, due to an equity issuance in 
2009. The number of shares is expected to grow at a 2.24% rate through 2014-16. 
An expectation of share growth of 3% for this company is reasonable. 

 
AEP- American Electric Power- AEP’s sustainable growth rate has averaged 
4.74% over the most recent five-year period. VL expects AEP’s sustainable 
growth to decrease slightly to a level of 4.62% by the 2014-2016 period; showing 
overall stability.  AEP’s book value growth rate is expected to increase at a 5% 
rate over the next five years, equal to the 5% book value growth over the past five 
years. Both sustainable growth and book value growth point to relative growth 
rate stability for this company. AEP’s earnings per share are projected to increase 
at 4.5% (VL), to 3.23% (IBES) and 4% (Zack’s)—all below the indicated 
projected internal growth rate, but in relatively close agreement. Also, AEP’s 
dividends are expected to grow at 4.0%.  The average projected earnings, 
dividends and book value for this company is 4.50%. Investors can reasonably 
expect a sustainable growth rate in the future of 4.25% for AEP. 
 Regarding share growth, AEP’s shares outstanding increased at a 4.93% 
rate over the past five years, due to an equity issuance in 2009.  Prior to 2009, the 
number of shares outstanding increased at a 1% rate. The number of shares 
outstanding in 2014-2016 is expected to show about a 0.79% increase from 2010 
levels. An expectation of share growth of 1.75% for this company is reasonable. 
 
 
CNL – Cleco Corp. - CNL’s sustainable growth rate averaged 4.10% for the 
five-year period, with the results in the most recent year above that average. VL 
expects sustainable growth to continue at a near-4% level through the 2014-16 



Appendix C 
Page 3 of 6 

 

 
 

 

period.  CNL’s book value growth is expected to increase at a 6.5% rate, well 
below the historical level of 11.0%, established during the building of a new 
generating plant, but above sustainable growth indications. CNL’s earnings per 
share are projected to show 6.0% growth over the next five years, according to 
Value Line (IBES projects 3% earnings growth & Zacks earnngs projections were 
not available for this company). Historically CNL’s earnings increased at a 7.5% 
rate, according to Value Line. CNL’s dividend growth, which has held to 0.5% 
over the past five years is expected to expand to 9.5% over the next three- to five-
year period as management expects to increase the payout ratio. The sustainable 
growth data indicate that future growth will be similar to prior growth rate 
averages, at lower overall levels than indicated by earnings growth projections, 
and would moderate future growth expectations somewhat. Investors can 
reasonably expect sustainable growth from CNL to be above past averages, a 
sustainable internal growth rate of 6.0% is reasonable for this company. 
 Regarding share growth, CNL’s shares outstanding grew at approximately 
a 1.26% rate over the past five years. The growth in the number of shares is 
expected by VL to be 0.06% through 2014-16. An expectation of share growth of 
0.5% for this company is reasonable. 
 
 
ETR – Entergy Corp. - ETR’s internal sustainable growth rate has averaged 
7.79% over the most recent five-year period (2006-2010). Sustainable growth is 
expected to decline to about 4.85% by the 2014-2016 period. However, ETR’s 
book value growth rate is expected to be 5.5% over the next five years—an 
increase from the 4% rate of growth experienced over the past five years—
pointing to higher growth expectations for the future. The projected and historical 
book value growth (5.5% and 4%) bracket the projected sustainable growth, 
4.85%, for this company. ETR’s earnings per share are projected to increase at a 
rate of from 0.5% (VL), 2% (Zack’s) to negative 3.5% (IBES).  ETR’s dividends 
are expected to grow at a 2.0% rate, down from an historical rate of 10.5%-- a 
substantial decline, moderating long-term growth expectations.  Over the past five 
years, ETR’s earnings grew at a 10% rate according to Value Line. Five-year 
historical compound earnings growth was lower, at 6.66%. Value Line’s average 
earnings, dividend and book value growth rate for this company is 2.67%.  These 
data indicate that investors can reasonably expect a sustainable growth rate in the 
future below past averages. Therefore, 4.75% is a reasonable long-term growth 
expectation for ETR. 
 Regarding share growth, ETR’s shares outstanding grew at a –3.09% rate 
over the past five years. The number of shares outstanding is projected by VL to 
decrease at a 0.77% rate through 2014-16. An expectation of share growth of 0% 
for this company is reasonable. 
 
WR – Westar Energy, Inc.- WR’s sustainable growth rate has averaged 2.51% 
over the most recent five-year period, with lower growth in recent years. 
However, Value Line expects WR’s sustainable growth to increase to 4% by the 
2014-2016 period.  However, WR’s book value growth rate is expected to be 
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2.5% over the next five years, down substantially from the 6% rate of growth 
experienced over the past five years, and below sustainable growth projections. 
Also, WR’s earnings per share are projected to increase at a rate of from 8.5% 
(Value Line), to 5.2% (IBES), to 6.09% (Zack’s). The 8.5% earnings growth 
projected by Value Line includes the assumption that ROE will increase 33%. 
Over the past five years, WR’s earnings growth was 1% according to Value Line. 
Compound 5-year historical earnings growth over the past five years for WR was 
negative 1.4%. Historically, dividends grew at a 7% rate, and Value Line expects 
that rate to decline to 3.0% over the next five years. The average earnings 
dividends and book value growth for WR, as published by Value Line is 4.67%.  
Investors can reasonably expect a higher sustainable growth over the long term — 
4.5% for WR is reasonable. 
 Regarding share growth, WR’s shares outstanding increased at about a 
6.4% rate over the past five years. The number of shares is expected to increase at 
a 2.68% rate through 2014-16. An expectation of share growth of 3.25% for this 
company is reasonable. 
 
AVA – Avista Corporation - AVA’s sustainable growth rate has averaged 3.3% 
over the most recent five-year period (2006-2010). However, VL expects AVA’s 
sustainable growth to decline below that historical growth rate level, and to reach 
2.7% by the 2014-2016 period. AVA’s book value growth rate is expected to be 
3.0% over the next five years, also below the 4% rate of growth experienced over 
the past five years—indicating lower growth for this company. AVA’s earnings 
per share are projected to increase at 4.5% (Value Line), 4.5% (IBES), and 4.67% 
(Zack’s) rate.  The company’s dividends are expected to show 9% growth over 
the next five years, increasing long-term growth expectations. Investors can 
reasonably expect a sustainable growth rate in the future of 4.5% for AVA. 
 Regarding share growth, AVA’s shares outstanding grew at a 2.13% rate 
over the past five years. The number of shares is projected by VL to show a 
1.32% rate of increase through the 2014-16 period. An expectation of share 
growth of 1.5% for this company is reasonable. 
 
HE – Hawaiian Electric - HE’s sustainable growth rate has averaged -0.7% over 
the most recent five year period (2006-2010). However, VL expects HE’s 
sustainable growth to increase from that historical growth rate level to reach 
approximately 3.7% by the 2014-2016 period.  HE’s book value growth rate is 
expected to be 3.5% over the next five years, up significantly from the 1% rate of 
growth experienced over the past five years. HE’s earnings per share are projected 
to increase at an 11.0% (Value Line) to 8.03% (Zack’s) to 13.1% (IBES) rate. 
Underlying those 3- to 5-year earnings growth projections is the assumption of the 
earned return increasing 60% from 6.7% in 2008-2010 to 10.5% in 2014-2016.  
That sort of increase in earned return is not sustainable for the indefinite future 
(i.e., it is unlikely that the earned ROE could continue to increase 60% every five 
years), and those earnings projections would not represent investors’ expectations 
of the long-term sustainable rate of growth required in the DCF. HE’s dividends 
are expected to show 1% growth over the next five years, moderating long-term 
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growth expectations. Over the past five years, HE’s earnings grew at a -6% rate, 
according to Value Line, while its dividends showed no increase, though the 
company maintained its dividend payment to investors. Investors can reasonably 
expect a sustainable growth rate in the future of 4.00% for HE. 
 Regarding share growth, HE’s shares outstanding grew at a 3.83% rate 
over the past five years due mainly to an equity issuance in 2008.  Prior to that, 
the shares outstanding grew at a 1.5% rate. The number of shares is projected by 
VL to show a 3.04% rate of increase through the 2014-16 period. An expectation 
of share growth of 3.0% for this company is reasonable. 
 
PCG – PGE Corporation – PCG’s sustainable growth rate has averaged 5.45% 
over the most recent five-year period, with 3.4% growth in the most recent year. 
VL expects PCG’s sustainable growth to reach 5.5% through the 2014-16 period, 
showing stable growth.  PCG’s book value growth rate is expected to be 5.0% 
over the next five years, down substantially from the 10.5% rate of growth 
experienced over the past five years indicating moderating growth in the future. 
Projected book value growth is, however, similar to sustainable internal growth 
projections. Also, PCG’s earnings per share are projected to increase at 5% 
according to Value Line (1.45% IBES and 4.27% Zacks). Value Line also 
projects a 3.0% growth in dividends, which are recovering from a dividend 
omission during the previous five years, but are below the sustainable growth 
indications. Investors can reasonably expect a stable sustainable growth rate in the 
future, but not as high as the current earnings growth rate estimates— 5.25% for 
PCG is reasonable. 
 Regarding share growth, PCG’s shares outstanding increased at 
approximately a 3.2% rate over the past five years. The number of shares is 
expected to grow at a 1.46% rate through 2014-16. An expectation of share 
growth of 2.0% for this company is reasonable. 
 
PNW — Pinnacle West - PNW’s sustainable growth rate has averaged 1.84% 
over the most recent five-year period with higher growth in the most recent year. 
VL expects PNW’s sustainable growth to rise above that historical average 
growth rate level to almost 3% by the 2014-2016 period. PNW’s book value 
growth rate is expected to be 2.5% over the next five years, greater than the 0.5% 
rate of book value growth experienced over the past five years.  PNW’s earnings 
per share are projected to increase at a 6% (VL) to 5.6% (IBES) to 5.33% 
(Zack’s) rate, with all projections above the indicated internal growth rate. PNW’s 
dividends are expected to grow at a 2.0% rate, supporting much more moderate 
long-term growth rate expectations. Over the past five years, PNW’s earnings 
growth was 0.5% while its dividends increased at a 3% rate. The average Value 
Line projected growth rate for this company is 3.50%. Investors can reasonably 
expect a sustainable growth rate in the future of 3.5% for PNW.  
 Regarding share growth, PNW’s shares outstanding increased at a 2.13% 
rate over the past five years. The number of shares outstanding in 2014-2016 is 
expected to show a 2.49% increase from 2010 levels. An expectation of share 
growth of 2.25% for this company is reasonable. 
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POR – Portland General- POR’s sustainable growth rate has averaged 3.05% 
over the most recent five-year period. Value Line expects POR’s sustainable 
growth to increase to 4.2% by the 2014-2016 period.  POR’s book value growth 
rate is expected to be 3.0% over the next five years, below sustainable growth 
projections, but above historical book value growth (2%). Also, POR’s earnings 
per share are projected to increase at a rate of from 7.5% (Value Line), to 5.9% 
(IBES), to 5.0% (Zack’s). Value Line reports historical earnings, and book value 
growth for this company of 7.5%, and 2%. The average Value Line projected 
earnings, dividend and book value growth is 4.5%.  Investors can reasonably 
expect a higher sustainable growth over the long term — 4.25% for POR is 
reasonable. 
 Regarding share growth, POR’s shares outstanding increased at about a 
4.8% rate over the past five years, due to an equity issuance in 2009.  Prior to that 
annual share growth was very low (0.04%). The number of shares is expected to 
increase at a 0.25% rate through 2014-16. An expectation of share growth of 
1.0% for this company is reasonable. 
 
UNS – UniSource Energy - UNS’s sustainable growth rate has averaged 4.05% 
over the most recent five-year period, including a negative year in 2008. Value 
Line expects UNS’s sustainable growth to increase to approximately 4.95% by the 
2014-2016 period. Also, UNS’s book value growth rate is expected to be 5% over 
the next five years, similar to the 4.5% rate of growth experienced over the past 
five years, and approximately equal to sustainable growth projections. UNS’s 
earnings per share are projected to increase at a rate of from 9.5% (Value Line), to 
3% (IBES) and 2.6% (Zack’s)—a wide range. Over the past five years, UNS’s 
earnings growth was 8.5% according to Value Line. Historically, dividends grew 
at a 13% rate, but Value Line expects that rate to decline to 9% over the next five 
years. Investors can reasonably expect a higher sustainable growth over the long 
term — 5.5% for UNS is reasonable. 
 Regarding share growth, UNS’s shares outstanding increased at a 0.95% 
rate over the past five years. The number of shares is expected to increase at a 
0.79% rate through 2014-16. An expectation of share growth of 0.75% for this 
company is reasonable.  
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Q. PL,EASE STATE YOUR NAME, OCCUPATION AND ADDRESS. 

A. My name is Stephen G. Hill. I ain self-employed as a financial consultant, and principal 

of Hill Associates, a consulting firrn specializing in financial and econoinic issues in 

regulated industries. My business address is P.O. Box 587, Hurricane, West Virginia, 

25 526 ( e-inail: hillassociates@gmail .coin). 

Q. BRIEFLY, WHAT IS YOUR EDUCATIONAL BACKGROUND? 

A. After graduating with a Bachelor of Science degree in Chemical Engineering froin 

Auburn University in Auburn, Alabama, I was awarded a scholarship to attend Tulane 

Graduate School of Business Adininistratioii at Tulane University in New Orleans, 

L,ouisiana. There I received a Master’s Degree in Business Administration. I have been 

awarded the professional designation “Certified Rate of Return Analyst” by the Society 

of Utility and Regulatory Financial Analysts. This designation is based upon education, 

experience, and the successful completion of a comprehensive examination. I have also 

been on the Board of Directors of that national organization for several years. A inore 

detailed account of my educational background and occupational experience appears in 

Q. HAVE YOTJ TESTIFIED BEFORE THIS OR OTHER REGULATORY 

A. Yes, I have testified previously before this Commission. In addition, over the past 30 

years I have testified on cost of capital, corporate finance and capital market issues in 

inore than 275 regulatory proceedings before the following regulatory bodies: West 

Virginia Public Service Commission, Pennsylvania Public Utilities Coinniission, the 

Oklahoma State Corporation Cornmission, Public Utilities Coininission of the State of 
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California, Texas Public Utilities Commission, Maryland Public Service Commission, 

Public ‘CJtilities Coininission of the State of Miimesota, Ohio Public Utilities 

Commission, Insurance Coiniriissioner of the State of Texas, North Carolina Insurance 

Commissioner, Rliode Island Public Utilities Coinmission, City Council of Austin, Texas, 

Texas Railroad Commission, Arizona Corporation Commission, South Carolina Public 

Service Commission, Public Utilities Coinmission of the State of Hawaii, New Mexico 

Corporatioii Cornmission, Virginia Corporatioii Coinmission, Massachusetts Department 

of Public Utilities, State of Washington Utilities and Transportation Commission, 

Georgia Public Service Commission, Public Service Coinmission of Utah, Illinois 

Commerce Coinmission, Kansas Corporation Commission, Indiana Utility Regulatory 

Coinmission, Washington Utilities and Transportation Commission, Montana Public 

Service Commission, Public Service Commission of the State of Maine, Public Service 

Coininission of Wisconsin, Vennont Public Service Board, Federal Coininunications 

Coinmission and Federal Energy Regulatory Commission. I have also testified before the 

West Virginia Air Pollution Control Coinmission regarding appropriate pollution-control 

technology and its financial impact on the company under review and have been an 

advisor to the Arizona Corporation Coininission on matters of utility finance. 

0. ON BEHAL,F OF WHOM ARE YOU TESTIFYING IN THIS PROCEEDING? 

A. I am appearing on behalf of the Kentucky Industrial Utility Customers, Inc. (KIUC). 

Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 

A. In these proceedings, Kentucky Power Company (Kentucky Power, JWCO), a subsidiary 

of American Electric Power Company (AEP), is requesting a surcharge to recover the 

costs of planned environmental construction. The environmental surcharge allowed 

pursuant to Section 278.183 of the Kentucky Code includes “a reasonable return on 

construction.” Utility construction is normally undertaken using inoriies provided 
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predoininantly through the issuance of short-term debt, which is ultimately replaced with 

a inix of long-term capital. This means of financing utility coiistructioii is the most 

economical (least expensive) to the utility and to its customers as well. Therefore a 

reasonable or nonnal cost associated with utility construction is that of short-tenn debt. 

The Companies have requested that the return aspect of the environmental 

surcharge be calculated using KPCO’s overall cost of capital. That overall cost of capital 

requested by the Coinpanies is based on an after-tax equity return of 10.50% and a capital 

structure consisting of 53.48% coininoii equity and 46.52% debt. i l *  According to the 

testiinony of the Company’s witness Lila Muiisey, the return on equity requested by the 

Coinpany is that determined in the settlement its inost recent rate case (Docket No. 2010- 

00020). 

My testiinony presents the results of studies I have performed related to the 

determination of the cost of capital for the integrated electric utility operations of KPCO. 

That analysis shows that, by relying on a 10.50% return on equity capital, the Company 

has significantly overstated the current cost of coininon equity for integrated electric 

utility operations siinilar in risk to ICPCO. 

Moreover, in their requested overall return, the Companies have ignored the fact 

that the return recovery method utilized in the environmental surcharge mechanism, 

which allows recovery of costs during construction only two inonths after those costs are 

incurred, represents a very low-risk alternative to the normal used-and-useful regulatory 

paradigm. In a normal utility plant construction process, the company is not allowed to 

recover the costs associated with construction until that plant is “used and useful,” in the 

same way an auto manufacturer is unable to recover the costs of building a new 

production facility until cars are rolling off the asseinbly line and the cars are sold. 

Testimony of Company witness Munsey, Exhibit L,PM-3, ROE based on that approved in Docket No. 
2010-00020, capital structure: 56.065% debt and 42.943% equity. 

On a pre-tax, ratemaking basis, the Company’s requested equity return is 16.55% (10.50% + (1-36.56% 
tax rate). A 36.56% tax rate is equivalent to the 1.5762 Gross Revenue Conversion factor used in Docket 
NO. 2010-00020. 
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The ability of KPCO to recover, through a Surcharge to customers, the total cost 

of environmental construction just two months following cost incurrence, including a 

return and prior to the completion of the construction project represents a lower 

operational risk than iiormal rate basehate of return utility operations. As a result, if the 

Coinmission elects to base its allowed return included in the environmental surcharge on 

the Company’s overall return, the return on equity included in that overall return 

calculation should be at the lower end of a reasonable range in order to account for the 

lower risk afforded by the environmental surcharge. 

Finally, it is especially important in these difficult economic times of high 

uiieinploynent that, if the Companies are afforded low-risk treatment in the manner in 

which they are allowed to recover mandated environmental costs, then that lower 

operational risk should also provide a benefit for the Company’s customers and be passed 

on by means of a lower allowed return in the surcharge. 

In summary, if the Commission elects to use an overall return to calculate the 

Company’s environmental surcharge, then KIUC recommends that the Coinmission 

recognize that the current cost of equity capital is below the 10.50% requested by the 

Companies and, further, that the allowed return be set at the lower end of a reasonable 

range to account for the low-risk nature of the manner in which environmental 

construction costs are recovered in Kentucky. 

Q. HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR TESTIMONY? 

A. Yes, Exhibit - (SGH-1) consists of 12 Schedules and provides the analytical support for 

the conclusions reached regarding the cost of coinrnon equity, capital structure and 

overall cost of capital for KPCO presented in the body of the testimony. This Exhibit was 

prepared by me and is correct to the best of my knowledge and belief. Also, I have 

provided four Appendices (“A” through “C”), which contain additional detail regarding 

certain aspects of my narrative testimony in this proceeding. 
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PLEASE SUMMARIZE YOUR TESTIMONY AND FINDINGS CONCERNING THE 

RATE OF RETURN THAT SHOULD BE UTILIZED IN SETTING RATES FOR 

KPCO’S ENVIRONMENTAL SURCHARGE IN THESE PROCEEDINGS. 

My testimony is organized into three sections. First, I review the current economic 

environment in which my equity return estimate is made and evaluate the current state of 

that environment in light of the financial crisis underway during the Company’s last rate 

proceedings. 

Second, I review the Company’s capital structure and the average capital structure 

existing in the electric utility industry in order to detennine an appropriate capital 

structure for rate-making purposes. 

Third, I evaluate the cost of equity capital for utility operations that are similar in 

risk to ICPCO using Discounted Cash Flow (DCF), Capital Asset Pricing Model (CAPM), 

Modified Earnings-Price Ratio (MEPR), and Market-to-Book Ratio (MTB) analyses. 

The current cost of equity capital for electric utility firms of similar risk to KPCO 

falls in a range of 9.00% to 9.75%. Moreover, because Kentucky law allows the 

Companies to recover investments in environmental plant during the construction phase 

with only a two-month lag, investment in environmental plant is low compared to normal 

utility plant investment. Therefore, the return afforded the Companies for their 

environmental surcharge should be in the lower end of that reasonable range, or 9.0%- 

9.3 75 yo. 

Applying the mid-point of that 9.0%-9.375% equity capital cost range (9.2%) to 

KPCO’s requested capital structure and embedded cost rates indicates overall capital 

costs of 7.41%. Those overall costs of capital afford the Companies the opportunity to 

achieve pre-tax interest coverage levels on their environmental plant investment of 2.87 

times for KPCO, respectively. (See Exhibit ___ (SGH-l), Schedule 12) In other words, 

allowed a 9.2% return on the equity portion of their investment in environmental plant, 
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the Companies have the opportunity to eani an amount of net income on that plant that is 

approximately 2.87 tiines greater than the interest costs incurred. This level of interest 

coverage exceeds ISPCO’s average interest coverage over the 2008-2020 period, 2.13 

times, according to data available in the Company’s 20 10 Annual Report published on 

AEP’s website. 3 The overall return I am recommending, then, is sufficient to maintain 

the Company financial integrity and meets the requirements of Hope and Bluefield. 

IS THERE INDEPENDENT EVIDENCE IN THE RECORD IN THIS PROCEEDING 

THAT CONFIRMS THE REASONABL,NESS OF YOUR EQUITY COST ESTIMATE 

FOR KPCO? 

Yes. At page 31 of its 2010 S.E.C. Form 10-K, KEPCO’s parent company, AEP, 

indicates that one-half of its pension find retirement portfolio (totaling approximately $4 

Billion) is comprised of investments in common equity. In addition, AEP informs its 

investors that over the long tenn it expects to earn a return on its equity investments of 

9.0%. This expected return on equity is for common stocks in general or the broad market 

for stocks, not for utility stocks, which have lower risk than the market. This information 

corifinns that investors’ equity return expectations (and the cost of equity capital to a 

finn) are modest. 

In addition, based on the Company’s long-term return expectations for their own 

equity investments, my estimate for the cost of equity capital for companies similar in 

risk to KPCO of 9.0% to 9.75% is conservative. It is conservative because electric 

utilities are less risky investments than U.S. equities as a whole (which is the basis for the 

Company’s return expectations). Therefore, if the Company’s long-tenn equity return 

expectation of 9.0% for U.S. stocks is representative of investor expectations, then a 

reasonable expected return for electric utilities would be below that level. The 

Company’s expected return on its own equity investments in the U.S. stock market falls 

http:Nwww.aep,coml’in~estor~~financial filingsandreports/edgar/kentuckypower.aspx 

Page 6 of SO 



Kentucky Power Company 
Case No. 20 1 1-0040 1 

Direct Testimony: S.G. Hill 

1 

2 

3 

4 

s Q. 

6 

7 

8 

9 A. 

10 

11 

12 

13 

14 

1s 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 

below my estimated range for the cost of equity capital for electric utilities, indicating 

that my equity cost estimate is, at the very least, reasonable, arid should be considered 

conservative. 

MR. HIL,L,, ISN’T IT REASONABL,E TO BELIEVE THAT PENSION FTJND 

RETTJRN EXPECTATIONS ARE MODERATE (L,OWER) IN ORDER TO AVOID 

OVERSTATEMENT OF THE FUTTJRE VAL,UE AND SUBSEQUENT UNDER- 

FUNDING OF THE FUND? 

Yes. Neither the Companies nor their investment managers would use equity return 

expectations that are too high for its pension fund assets because that would overstate the 

expected future value of that fund. If the expected returns are overstated, the current 

funding requirement would be understated and the firm would be left with unfunded 

pension liabilities that could add unnecessarily to its financial risk profile. 

However, it is also reasonable to believe that the Company would not 

significantly under-estimate the pension fund return estimates, either. TJnder-estimating 

the expected return would call for an unnecessarily high annual contribution every year to 

reach the future targeted amount of pension funds. Any unnecessarily large annual 

pension expense would reduce profitability-an undesirable outcome for any company. 

In addition, if ultimate returns turn out to be higher than predicted through under- 

estimating the portfolio return, the firm will, effectively, have funded its pension 

requirements with internally generated funds that could have been put to other uses such 

as production, distribution, or required environmental facilities. Also, the Company is 

relying on the advice of its portfolio investment mangers and that investment firm’s 

assessment of long-term equity return expectations for the U.S., who would have no 

interest in “shading” the return expectation in either direction. 

Therefore, because there are negatives associated with either over- or under- 

stating expected pension portfolio returns, it is reasonable to assume that KPCO 
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management (as well as AEP management) seeks to accurately estimate its expected 

investment returns and believes that, over the long-term, the coininon equity return 

expectations for its pension fund investments are in the 9.0% range, cited above. 

Q. WHY SHOULD THE COST OF CAPITAL SERVE AS A BASIS FOR THE PROPER 

ALLOWED RATE OF RETURN FOR A REGUL,ATED FIRM? 

A. The Supreme Court of the United States has established, as a guide to assessing an 

appropriate level of profitability for regulated operations, that investors in such finns are 

to be given an opportunity to earn returns that are sufficient to attract capital and are 

comparable to returns investors would expect in the unregulated sector for assuming the 

same degree of risk. The Bluefield and Hope cases provide the seminal decisions 

(Bluefield Water Works v. PSC), 262 US 679 [ 19231; FPC v. Hope Natural Gas 

Company, 320 US 591 [ 19441). These criteria were restated in the Permian Basin Area 

Rate Cases, 390 US 747 (1968). However, the Court also makes quite clear in Hope that 

regulation does not guarantee profitability and, in Permian Basin, that, while investor 

interests (profitability) are certainly pertinent to setting adequate rates, those interests do 

not exhaust the relevant considerations. 

As a starting point in the rate-setting process, then, the market-based cost of 

capital of a regulated firm represents the return investors could expect froin other 

investments, while assuming no more and no less risk. Because financial theory holds 

that investors will not provide capital for a particular investment unless that investment is 

expected to yield the opportunity cost of capital, the correspondence of the cost of capital 

with the Court’s guidelines for appropriate earnings is clear. 
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Q. THE COST OF EQUITY CAPITAL IS OFTEN ESTIMATED USING A COMPLEX 

ARRAY OF ECONOMIC MODELS AND AL,GEBRAIC FORMUL,AS. IS THERE A 

SIMPL,E WAY TO UNDERSTAND THE CONCEPT OF THE COST OF EQUITY 

A. Yes. In a regulated rateinaking context such as this, the cost of equity capital can be most 

easily understood as the percentage profit that should be allowed for the regulated firm. 

A finn’s profit is the amount of inoney that remains froin its revenues after a firm has 

paid all of its costs-operating costs (commodity supply costs, depreciation, equipment 

inaiiitenance costs, salaries, fees, retirement obligations, property taxes), as well as 

income taxes and interest costs. That dollar amount of profit, divided by the book value 

of the coniinon equity capital used to finance the finn’s regulated assets equals the 

percentage rate of return on equity. If, for example, the profit earned by a utility is 

$1 O/year and the firm has $100 of equity capital on its books, the film’s earned return on 

equity (ROE), or it’s profit, is 10%. 

The purpose of all of the economic models and formulas in cost of capital 

testimony is to estimate, using market data of similar-risk firrns, the inarket-based rate of 

return equity investors require for a particular risk-class of firms-in this case, electric 

utility operations. If the profit allowed in the rateinaking process, as a percent of the 

finn’s equity capital, is set equal to the cost of equity capital (the investors’ required 

inarket-based return), the utility, under efficient management, will be able to attract the 

capital necessary to maintain the firrn’s financial integrity, and the interests of investors 

and ratepayers will be balanced, as called for in the U.S. Supreme Court cases cited 

Simply put, the amount of profit the utility should be allowed the opportunity to 

earn, as a percentage of the total equity investment, should be equal to the cost of equity 

27 

Page 9 of 50 



Kentucky Power Company 
Case No. 20 1 1-0040 1 

Direct Testimony: S.G. Hill 

1 

2 

3 Q. 
4 

s A. 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 Q. 

18 

19 A. 

20 

21 

22 

23 

24 

25 

26 

27 

28 

11. ECONOMIC ENVIRONMENT 

WHY IS IT IMPORTANT TO REVIEW THE ECONOMIC ENVIRONMENT IN 

WHICH AN EQUITY COST ESTIMATE IS MADE? 

The cost of equity capital is an expectational, or ex ante, concept. In seeking to estimate 

the cost of equity capital of a finn, it is necessary to gauge investor expectations with 

regard to the relative risk and return of that finn, as well as that for the particular risk- 

class of investments in which that firm resides. Because this exercise is, necessarily, 

based on understanding and accurately assessing investor expectations, a review of the 

larger econoinic environment within which the investor makes his or her decision is most 

important. Investor expectations regarding the strength of the U.S. econoiny, the direction 

of interest rates and the level of inflation (factors that are determinative of capital costs) 

are key building blocks in the investment decision. The analyst and the regulatory body 

should review those factors in order to assess accurately investors’ required return-the 

cost of equity capital to the regulated finn. 

WHAT ARE THE INDICATIONS WITH REGARD TO THE COST OF CAPITAL, IN 

THE CURRENT ECONOMIC ENVIRONMENT? 

Although three years have passed since the events of late 2008 and early 2009, any 

review of the current economic environment and the current cost of capital must take into 

account what was the most significant disruption in the financial markets since the Great 

Depression in the 1930s. In the tumultuous economic environment that existed during 

the third and fourth quarters of 2008 and early 2009, the signals with regard to the cost of 

capital were difficult to discern. Stock prices fell dramatically, increasing dividend 

yields, which would indicate increasing capital costs if expected growth rates were 

constant. However, fundamental indicators of capital cost rates-long-term U.S. 

Treasury bond yields-declined, signaling that investors actually required and expected 

lower returns during that difficult economic time. 
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As shown in Chart I below, there have been wide fluctuations in short-term 

interest rate levels over the past ten years as the Federal Reserve Board (the Fed) raised 

and lowered the Federal Funds rate to slow down and encourage (respectively) economic 

growth. However, long-term interest rates have ranged froin 4.5% to 5.5% over inost of 

that time, with a slow downward trend. As a result of that 2008/2009 economic 

downturn, long-term Treasury bond yields dipped, for a time, below the lower end of that 

historical range as investors turned to bonds as a safe haven. As the economic downturn 

moderated and a modest recovery began to appear, long-term T-bond yields returned to 

their historical trend. 

More recently, with new concerns about the international banking industry, 

centered primarily with the smaller economies in the European Union, long-term 

Treasury rates have again taken a dip below historical trends. That drop in Treasury 

yields results, again, from investors turning to U.S. Treasuries as reliable and safe 

investments. According to the most recent Federal Reserve Statistical Release H. 15, the 

average 30-year T-Bond yield in November 201 1 was only 3.0%.4 

The interest rate data in Chart I on the next page also indicate that the Fed 

lowered short-term interest rates to near zero to attempt to lessen the impact of the 

recession and, continues to take a very accommodative stance regarding monetary policy, 

with short-term T-Bills yielding a near zero. (The average 3-month T-Bill rate in 

December 201 1 was only 0.01%.) As a result, fundamental long-term capital costs have 

not increased as a result the financial crisis in 2008/09 and, in fact, are currently 

somewhat below the long-term downward trend in capital costs begun prior to the 

financial crisis. 

4 http://www.federalreseive.gov/Releases/H 1 S/Current/, December 15,20 1 1. 
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Data from Federal Reserve Statistical Release H. 15 

Because the market for U.S. Treasury securities remained liquid throughout the 

2008/09 financial crisis and because the liquidity problems existing during that crisis 

eventually subsided, it is reasonable to believe that the yields on long-term Treasuries are 

representative of investors’ general long-term risk-free return expectations. Absent the 

recent downturn in T-Bond yields due to international banking concerns, the trend in 

long-term T-Bond yields, as shown in Chart I, above, indicates a current “nonnative” 

long-term risk-free yield expectation of approximately 4%. Therefore, this fundamental 

building block of capital costs (long-term T-bond yields) provides an indication that in 

the current economic environment, capital costs are lower than they were prior to the 

economic troubles of late 2008 and early 2009. 

However, it is also iinportarit to note that a review of corporate bond yield history 

indicates that, during the financial crisis of 2008/2009 declining yields was not the case 

with corporate bonds. Following the demise of L,ehman Brothers and the near-collapse of 
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the financial community in the U.S. and abroad due to enonnous debt obligations related 

to mortgage-back securities and credit default swaps-even with the coiriinitinent of 

government support of the successor financial institutions-there was a temporary lack of 

liquidity in the corporate sector of the bond market. The banlcs, investment brokerage 

finns, and other institutional investors were holding on to capital in order to shore up 

their own balance sheets rather than re-injecting those monies into the financial system 

through lending (buying corporate debt). As a result, even though the Fed was driving 

down short-term Treasury rates to provide additional liquidity for the economy in 

general, that liquidity was not passed through to the corporate bond market and, with a 

lack of capital supply, corporate bond yields increased in late 2008 arid early 2009. The 

relative movement of BBB-rated corporate bond yields and U.S. Treasury yields is shown 

in Chart 11, on the next page. 

13 
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Chart I1 

Financial Crisis: Bond Yield Changes 

Following the failure of Lehnan Brothers, as the h l l  extent o f  the debt/derivative 

risk overhang in the financial industry became known, BBB-rated corporate bond yields 

increased, even as long-tenn Treasury yields remained relatively steady at about 4.5%. 

According to the database of the Federal Reserve, BBB-rated corporate bond yields rose 

dramatically by 250 basis points as the risk o f  default, and the nervousness of investors 

increased and, as a result the spread between corporate bonds and U.S. Treasuries 

widened to about 4%-approximately double the more normal 2%. 

As liquidity began to be restored to the bond markets, initially through direct 

government intervention and subsequently through the return of modestly positive 
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economic growth, corporate bond yields have declined substantially from the highs 

established in the fall of 2008. More recently, investors’ coiicerns have eased, the stock 

market has rebounded (exceeding the 12,000 mark), and corporate bond yields have 

declined below pre-crisis levels. As a result, the yield spread differential between 

corporate bonds and long-tenn Treasury securities declined to a more normal level. 

Therefore, because both the absolute level of the risk-free rate and the yield spread 

between Treasury bonds and corporate bonds have declined since tlie financial crisis, any 

coiicern that the 2008/09 financial crisis implies continuing financial difficulty for 

utilities would be an incorrect assessment. 

Chart I1 also shows that bond yield spreads have increased somewhat since 

September of 201 1 due to the European bank default concerns (the BBB Corporate-to-20- 

year T-Bond yield spread in November 201 1 was approximately 2.5%; SO basis points 

higher than normal). However, that increase is due to the decline in T-Bond yields, riot an 

increase in corporate yields. In fact, BBB-rated corporate yields have also recently 

declined, just not as rapidly as long-tenn Treasuries. 

For example, for BBB-rated utilities, Value Line reports that 25/30-year bonds are 

yielding an average of 4.84% over the most recent six-week period. One year ago, BBB- 

rated utility bonds were providing average yields of 5.97%-inore than 100 basis points 

higher.5 Therefore, in tenns of relative capital costs, the broad economic environment 

currently is more benign thari it was prior to the financial crisis-capital costs are 

lower-and, thus, more favorable for capital intensive industries like utilities. 

On balance, then, tlie fixed-income data available in the financial marketplace 

indicate that while there were technical difficulties in the corporate bond market that 

drove up yields for a period of time, those difficulties have not proven to be a long-term 

phenomenon and the high corporate bond yields experienced in the latter part of 2008 and 

early 2009 do not represent investors’ long-tenn expectations. Those data also indicate 

The Value Line Investment Survey, Selection & Opinion; the most recent six weekly editions: November 
1 1 through December 16,201 1. 
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that investors’ required return for a risk-free investineiit remains low by historical 

standards. Finally, those data available in the marketplace indicate that the most recent 

unease regarding international banking has had only a modest effect on bond yield 

spreads, which is due to the safe-haven aspect of U.S. Treasuries and not higher yields for 

corporate bonds. Therefore, the bond yield data available in the market place indicates 

that the risk-free rate of return, a fundamental element of all capital costs has declined 

from pre-crisis levels, corporate bond yields have declined well below pre-crisis levels, 

and indicate a lower cost of capital in the current economic environment. 

Q. WHAT IS THE CURRENT EXPECTATION WITH REGARD TO THE ECONOMY 

AND INTEREST RATES? 

A. As Value Line notes in its most recent Quarterly Economic Review, the current 

expectation for the 1J.S. economy is that recovery from the recent economic recession is 

likely to continue to be slow, but the economy will eventually expand at a moderate pace 

with the aid of accommodative Federal Reserve credit policy. Moreover, the Fed is 

expected to keep interest rates low until the economic recovery becomes more robust. 

Economic Growth: As noted the nation’s economy 
pressed forward by 2.5% in the third quarter. Now, taken 
by itself, that was not a meinorable performance, as it was 
still a percent, or so, below the rate generally seen as 
needed to measurably reduce the 9.0% jobless rate. More 
important, it is likely that this moderately better economic 
pace is not sustainable. In fact, we expect growth during the 
final three months of this year to be and the first half of 
2012 to ease back to 2%, or less, as business investment, 
which was so potent in the recent period, figures to be more 
restrained, along with consumer spending and export 
demand. [Chart omitted] 

L,ooking our, our economic model assumes that Europe will 
suffer no worse than a mild recession and the China and 
much of Asia will stay on a modest growth trajectory. Over 
here, a hrther rise in industrial production [Chart omitted], 
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modest retail iinproveinent [Chart omitted], progressively 
better payroll numbers and a gradual decline in the 
unemployment rate [Chart omitted], and a belated 
turnarouiid in the troubled 1J.S. housing market, where 
pent-up demand is becoming a key variable [Chart omitted] 
are all probable next year. 

Inflation: Worries here are easing, although that is hard to 
tell those who shop for food, fill up their cars with gas, or 
heat or cool their homes. On the whole, inflation at the 
producer (or wholesale) and consumer levels are now 
showing moderating gains this year. Meanwhile, there 
could well be limited pressure froin oil and food in 2012, as 
GDP growth probably will be muted. Also, with listless 
business and consumer demand in 2012, there figures to be 
a pullback in coininodity process and limited wage growht. 
That should help to keep the so-called core rate of inflation, 
which excludes energy and food, under control. 

Interest Rates: Interest rates have trended mostly lower 
since August’s “Quarterly Economic Review,” with yields 
on the benchmark 1 0-year Treasury note easing from 
2.17% to 2.00%. Six months ago, such yields were up at 
3.18%. At the same time, the yield on the companion 30- 
year Treasury bond has fallen from 3.56% three months 
ago to 3.00% recently. Six months ago, the 30-year bond 
was yielding 4.30%. Concerns about Europe, China, and 
our own ability to sidestep a recession have led to this 
“flight to quality,” pushing down yields in the 
process.. ..L,ooking fiirther out, we sense interest rates will 
stay near their historic lows until well into 201 3. [Chart 
omitted] (The Value Line Investment Survey, Selection & 
Opinion, November 2.5, 201 1, pp. 1889-1890.) 

In that most recent Quarterly Ecorioinic Review cited above, Value Line projects 

long-term Treasury bond rates will average 3.9% through 201 2 and 4.1 % in 20 13. 

According to Value Line’s Selection nizd Opinion, 30-year Treasury bond yields have 

averaged 3.01% over the most recent six weeks.6 Therefore, the indicated expectation 

The Value Line Investment Survey, Selection & Opinion, “Selected Yields,” 11/11/11 through 12/16/11. 

Page 17 of SO 



Kentucky Power Company 
Case No. 20 1 1-0040 1 

Direct Testimony: S.G. Hill 

1 

2 

3 

4 

5 

6 

7 111. CAPITAL STRUCTURE 

8 

9 

with regard to long-term interest rates is that they expected move somewhat higher in the 

future, provided the economic recovery continues to advance at a moderate pace. Simply 

put, due to the moderate pace of the economy and relatively low core inflation, capital 

costs are low and are expected to remain low until the economy shows inore rapid 

growth, at which time interest rates and capital costs are expected to increase moderately. 

Q. WHAT CAPITAL STRTJCTTJRES IS THE COMPANY USING IN ITS FILING IN 

10 THIS CASE? 
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A. The Company is using its April 30, 201 0 capital structure, including financing froin 

accounts receivable and the embedded cost rates. That capital structure consisted of 

43.943% coininon equity, 4.1 16% accounts receivable and 51.941% long-term debt. The 

Company had no short-term debt outstanding. 

Q. IS THE CAPITAL STRUCTURE USED BY THE COMPANY SIMIL,AR TO THE 

MANNER IN WHICH IT HAS BEEN RECENTLY CAPITALIZED? 

A. Yes. The capital structure data froin the Company’s response to Data Request AG-3 1 is 

shown on Schedule 1 attached to this testimony. Those data also show that ICPCO’s 

coinmon equity ratio over the most recent five quarters approximately 45% of total 

capital. The capital structures shown on Schedule 1 do not include accounts receivable, 

making the average coininon equity ratio slightly higher than would obtain if that source 

of funding were considered. These data show that the Company’s requested capital 

structure is representative of the manner in which KPCO is currently capitalized. 

Q. HOW DOES ICPCO’S RECENT CAPITAL STRUCTURE COMPARE TO THAT 

TJTIL,IZED IN THE ELECTRIC UTILITY INDUSTRY TODAY? 
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A. KPCO is capitalized siinilarly to the electric utility industry on average. As shown on 

Schedule 2 attached to my testimony, the average coininon equity ratio of the electric 

utility industry is 46.3%, and the median is 45.6%. KPCO’s recent average capital 

structue is similar to that used, on average, in the electric utility industry. For that reason, 

KPCO has average financial risk for an electric utility. 

In my cost of equity capital analysis, which follows this discussion of capital 

structure, I select a sample group of 13 electric and coinbination electric and gas 

companies siinilar in risk to KPCO for my cost of equity analysis. According to the 

Febmray 20 12 edition of A US Utility Reports, those coinpanies have a current average 

coininon equity ratio of 45.6%-again similar to KPCO’s coininon equity ratio. 

Therefore, because my cost of equity estimate is based on companies that have a similar 

amount of coinmon equity and similar financial risk, the cost of corninon equity estimate 

obtained in this analysis is appropriate for KPCO. 

14 

15 

16 

17 UTILITY SUBSIDIARIES, CORRECT? 

18 A. Yes. 

19 

20 

Q. THE CAPITAL, STRUCTURES YOU SHOW ON YOUR SCHEDULE 2 ARE THOSE 

OF THE PUBLICLY TRADED UTILITY HOL,DING COMPANIES, NOT THE 

Q. WHY ARE THOSE CAPITAL STRUCTURES APPROPRIATE FOR COMPARISON 

21 WITH THE RATE-MAKING CAPITAL, STRUCTURE OF KPCO- A REGULATED 

22 UTILJTY SUBSIDIARY? 

23 

24 

25 

26 

27 

A. In this proceeding, the Commission will base the allowed return on equity for KPCO on 

the market-based cost of capital estimates of other similar-risk, publicly traded electric 

companies. The publicly traded companies are the parent holding companies, not the 

individual regulated subsidiaries, and those publicly-traded parent companies (not the 

utility subsidiaries) are key to the cost of equity estimate. For example, in order to own an 
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interest in a regulated utility, an investor must purchase shares of its parent coinpany, and 

it is the financial risk inherent in the capital structure of that parent coinpany to which the 

investor is exposed. Therefore, to assess the appropriate capital structure in a rateinaking 

proceeding (the capital structure that corresponds with the market-based cost of equity), 

we must turn to the capital structure of the publicly traded parent holding company, 

which is the capital structure of import to the investor that directly impacts the cost of 

8 

9 

10 

11 THIS PROCEEDING? 

12 

13 

14 

15 

16 

17 

18 

19 

20 Exhibit L,PM-3, page 1. 

21 

22 

23 A. Yes, it does. 

Q. WHICH CAPITAL STRUCTURE DO YOU RECOMMEND FOR DETERMINING 

THE RETURN PORTION OF THE ENVIRONMENTAL, SURCHARGE AT ISSUE IN 

A. It is my understanding that this Coininission has traditionally relied on the utility 

subsidiary’s booked capital structure in determining an overall return for rateinaking 

purposes. For that reason, if this Coininission elects to utilize an overall return (rather 

than the cost of short-term debt, which would inore closely mirror the Company’s actual 

capital costs during construction), because the Company’s requested capital structure is 

very similar to the inamier in which it has been recently capitalized, I recommend that 

KPCO’s requested capital structure be used to determine the Company’s overall return. 

That capital structure and embedded cost rates are shown on Company witness Munsey’s 

Q. DOES THIS CONCLTJDE YOUR DISCUSSION OF CAPITAL, STRUCTURE? 

24 
2s 
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IV. METHODS OF EQUITY COST EVALUATION 

A. SAMPL,E GROLJP SEL,ECTION 

Q. PLEASE EXPL,AIN WHY YOU ANAL,YZED THE MARKET DATA OF SEVERAL, 

COMPANIES TO ESTIMATE THE COST OF EQUITY. 

A. I have used the “similar sample group” approach to cost of capital analysis because it 

yields a inore accurate detenriination of the cost of equity capital than the analysis of the 

data of only one company. Any fonn of analysis where the result is an estimate, such as 

growth in the DCF model, is subject to ineasureinent error, i.e., error induced by the 

measurement of a particular parameter or by variations in the estimate of the technique 

chosen. When the technique is applied to only one observation (e.g., estimating the DCF 

growth rate for a single company) the estimate is referred to, statistically, as having ““zero 

degrees of freedom.” This means, simply, that there is no way of knowing if any 

observed change in the growth rate estimate is due to measurement error or to an actual 

change in the cost of capital. The degrees of freedoin can be increased and exposure to 

measurement error reduced by applying any given estimation technique to a sample of 

similar-risk companies rather than one single company. Therefore, by analyzing a group 

of finris with similar characteristics, the estimated value (the growth rate and the resultant 

cost of capital) is inore likely to equal the “true” value for that type of operation. 

Q. HOW WERE THE FIRMS SEL,ECTED FOR YOUR ANALYSIS? 

A. As a basis for analysis, I analyzed the market data of electric and combination electric 

and gas companies with generation assets that also had at least 70% of revenues from 

electric operations, did not have a pending merger, did not have a recent dividend cut, 

had stable book values, and bond ratings between “A-” and “BBB-.” The screening 

process for electric utilities is suniinarized on Schedule 3 attached to my testimony. All 

of the electric utilities followed by Value Line are shown, as well as the screening 
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parameters and the parameter values for each company. The electric utility companies 

selected for my analysis as similar in risk to IQCO are: FirstEriergy Corp. (FE), TECO 

Energy (TE), ALLETE (ALE), American Electric Power (AEP), Cleco Corp. (CNL), 

Entergy Corp. (ETR), Westar Energy (WR), Avista corporation (AVA), Hawaiian 

Electric Industries (HE), PGE Corporation (PCG), Pinnacle West Capital Coy.  (PNW), 

Portland General (POR), and TJniSource Energy ( U N 9 . 7  

B. DISCOUNTED CASH FLOW MODEL, 

Q. PLEASE DESCRIBE THE DISCOUNTED CASH FLOW (DCF) MODEL YOU USED 

11 

12 

13 

14 

1s 

16 

17 

18 

TO ARRIVE AT AN ESTIMATE OF THE COST RATE OF COMMON EQUITY 

CAPITAL FOR I<PCO IN THIS PROCEEDING. 

A. The DCF model relies on the equivalence of tlie market price of the stock (P) with the 

present value of the cash flows investors expect from the stock, and assumes that the 

discount rate equals the cost of capital. The total return to the investor, which equals the 

required return and the cost of equity capital according to this theory, is the sum of the 

dividend yield and the expected growth rate in the dividend. 

The theory is represented by the equation, 

19 

20 k = D/P + g, (1) 

21 

22 

23 

24 growth rate. 

25 

where “k” is tlie equity capitalization rate (cost of equity, required return), “D/P” is the 

dividend yield (dividend divided by the stock price), and “g” is the expected sustainable 

In the Schedules accompanying this testimony, the sample group companies are referred to by 
their stock ticker symbols, shown here in parentheses. 
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WHAT GROWTH RATE (g) DID YOIJ ADOPT IN DEVELOPING YOTJR DCF COST 

OF COMMON EQUITY FOR THE COMPANIES IN THIS PROCEEDING? 

The growth rate variable in the traditional DCF inodel is quantified, theoretically, as the 

dividend growth rate investors expect to continue into the indefinite future. The DCF 

inodel is actually derived by 1) considering the dividend a growing perpetuity (Le., a 

payment to the stockholder that grows at a constant rate indefinitely) and 2) calculating 

the present value (the current stock price) of that perpetuity. The inodel also assumes that 

the company whose equity cost is to be measured exists in a steady state environment, 

i.e., the payout ratio and the expected return are constant and the earnings, dividends, 

book value and stock price all grow at the same rate, forever. 

While that assumption seeins unrealistic because, in the short tenn, growth rates 

in those parameters (dividends, earnings and book value) can be quite different, over the 

long term it has proven to be true. For example, according to Value Line’s published 

year-by-year retrospective of the Dow Jones Industrials Index (DJI) froin 1920 through 

2005, the average earnings, dividend and book value growth rates for the companies in 

the DJI were 5.3%, 4.9% and 5.2%, respectively.8 For utility companies, over the long 

term, average growth rates in earnings, dividends and book value are even closer. 

Moody’s Public Utility Manzinl reports that, between 1947 and 1999, average growth in 

earnings, dividend and book value growth of Moody’s Electric Utilities was 3.34%, 

3.22% and 3.66%, respectively.9 Therefore, the fundamental DCF assumption that 

earnings, dividends and book value are expected to grow, over the long-term, at the same 

sustainable rate of growth is reasonable and is an accurate representation of how finns 

actually grow over time. 

However, even though the long-term fundamental assumptions of the DCF have 

proven to be sound, as with all mathematical models of real-world phenomena, the DCF 

www.valueline.com, Dow Jones Long Term Chart (PDF) 
Moody’s ceased publication of its Public Utility Manual in 2001. 
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theory does not precisely “track” reality in the shorter tenn. Payout ratios and expected 

equity retuiiis, as well as earnings and dividend growth rates, do change over the short 

teiin. Therefore, in order to properly apply the DCF model to any real-world situation and 

in this case, to find the long-term sustainable growth rate called for in the DCF theory, it 

is essential to understand the determinants of long-mn expected dividend growth. 

Q. CAN YOU PROVIDE AN EXAMPLE TO IL,L,USTRATE THE DETERMINANTS OF 

8 LONG-RTJN EXPECTED DIVIDEND GROWTH? 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

26 

27 OF COMPARABLE COMPANIES? 

A. Yes, in Appendix B, I provide an example of the determinants of a sustainable growth 

rate on which to base a reliable DCF estimate. In addition, in Appendix B, I show how 

reliance on earnings growth rates alone, absent an examination of the underlying 

determinants of long-run dividend growth, can produce inaccurate DCF results. 

Q. HOW HAVE YOU DEVEL,OPED AN ESTIMATE OF THE EXPECTED GROWTH 

RATE FOR THE DCF MODEL? 

A. While I have calculated both the historical and projected sustainable growth rate for a 

sample of utility firms with similar-risk operations, I have not relied solely on that type of 

growth rate analysis. To estimate an appropriate DCF growth rate, I have also utilized 

published data regarding both historical and projected growth rates in earnings, 

dividends, and book value for the sample group of utility companies. Through an 

examination of all of those data, which are available to and used by investors, I estimate 

investors’ long-term internal growth rate expectations. To that long-term growth rate 

estimate, I add any additional growth that is attributable to investors’ expectations 

regarding the ongoing sale of stock for each of the companies under review. 

Q. HOW HAVE YOU CALCULATED THE DCF GROWTH RATES FOR THE SAMPLE 
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AI SkkedebExhibit (SGH-I), Schedule 4 pages 1 through 5 ,  shows the retention ratios, 

equity returns, Sustainable growth rates, book values per share and number of shares 

outstanding for the comparable electric companies for the past five years. Also included I in the information presented in SkhxktbExliibit- (SGH-l), Schedule 44, are Value 

Line’s projected 201 1,2012 and 2014-2016 values for equity return, retention ratio, book 

value growth rates arid number of shares Outstanding. 

In evaluating these data, I first calculate the five-year average sustainable growth 

I retained within the firm (b). For example, SehedEbExhibit- (SGH-l), Schedule 4, page 

rate, which is the product of the earned return on equity (r) and the ratio of earnings 

2, shows that the five-year average sustainable growth rate for one of the sample 

companies (American Electric Power; AEP) is 4.74%. The simple five-year average 

sustainable growth value is used as a benchmark against which I nieasure the company’s 

most recent growth rate trends. Recent growth rate trends are more investor influencing 

1 than e s i m p l e  historical averages. Continuing to focus on AEP as an example of the 

determination of a DCF growth rate, we see that sustainable growth has been relatively 

consistent throughout the historical period indicating stable growth. By the 20 14-20 16 

period, Value Line projects AEP’s sustainable growth will approximate the recent five- 

year average at 4.62%. These forward-looking data indicate that investors expect AEP to 

grow at a rate similar to the growth rate that has existed, on average, over the past five 

At this point I should note that, while the five-year projections are given 

consideration in estimating a proper growth rate because they are available to and are 

used by investors, they are not given sole consideration. Without reviewing all the data 

available to investors, both projected and historic, sole reliance on projected information 

may be misleading. Value Line readily acknowledges to its subscribers the subjectivity 

1 necessarily presented in estimates of the future: 

“We have greater confidence in our year-ahead ranking 

Page 25 of 50 



Kentucky Power Company 
Case No. 20 1 1-0040 1 

Direct Testimony: S.G. Hill 

5 

6 

system, which is based on proven price and earnings 
momentum, than in 3- to 5-year projections.” (Value Line 
Investment Survey, Selection and Opinion, June 7, 199 1, 
p.854). 

Another factor to consider is that AEP’s book value growth is expected to 
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increase at a 5% level over the next five years. This infonnatioii tends to confinn the 

sustainable growth projections and shows growth rate stability for this company. Also, as 

I shown on %he&bExhibit- (SGH-1), Schedule 5 ,  page 2, which contains published 

growth rate iiifonnation for each company, AEP’s dividend growth rate, which was 

1 ~~ga&w+2% historically, is expected to increase to a 4% rate of growth. While this shows 

higher growth, the projected level is below sustainable growth projections. 

Earnings growth rate data available from Value L,ine indicate that investors can 

expect a similar growth rate in the future (4.5%), compared to the sustainable growth rate 

projections. IBES and Zacks (investor advisory services that poll institutional analysts 

for growth earnings rate projections) also project moderate earnings growth rate for 

AEP---3.23% and 4.0%, respectively-over the next five years. 

AEP’s projected sustainable growth is expected to approach 4.6%, and dividends 

are expected to increase at a 4% annual rate. Per share earnings growth is expected to 

range from 3.23% to 4.5%. A long-tenn growth rate of 4.25% is a reasonable expectation 

Q. IS THE INTERNAL (b x r) GROWTH RATE THE FINAL GROWTH RATE YOU 

USE IN YOUR DCF ANALYSIS? 

A. No. An investor’s sustainable growth rate analysis does not end upon the detennination 

of an internal growth rate from earnings retention. Investor expectations regarding growth 

from external sources (sales of stock) must also be considered and examined. For AEP, 

I page 2 of %he&bExhibit- (SGH-I), Schedule 4 shows that the number of outstanding 

shares increased at a 4.93% rate over the most recent five-year period, due primarily to an 
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companies included in my sample groups is set out in Appendix D. E k & - x k & w  

(SGH-l), Schedule 5 ,  page 1, attached to this testimony shows the internal, external and 

l o  This is Gordon’s formula for “v” the accretion rate related to new stock issues. B=book value, 
M=market value. (Gordon, M.J., The Cost of Capital to a Public Utility, MSU Public Utilities Studies, East 
L,ansing, Michigan, 1974, pp. 30-33). 
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growth rates for earnings, dividends and book value for each company under study. 

My average DCF growth rate estimate for all the electric utility companies 

included in my analysis is 5.00%. This figure is above Value L,ine’s projected average 

growtli rate in earnings, dividends, and book value for those same companies (4.8 1 %) 

and is also approximately equal to the five-year historical average earnings, dividend, and 

book value growtli rate reported by Value Line for those companies (5.06%). My growth 

rate estimate for the electric coinpanies under review is below Value Line’s earnings 

growth rate projections-6.15%-but above the average earnings projections of IBES 

and Zacks (4.09% and 4.39%, respectively). Also, my growth rate estimate is above the 

projected dividend growth rate of the sample companies, 4.04%. 

SOME ANAL,YSTS RELY SOLELY ON ANALYSTS, EARNINGS PROJECTIONS 

AS THE GROWTH RATE IN THE DCF; YOU HAVE NOT DONE SO. CAN YOU 

EXPLAIN WHY? 

In my view, earnings growth rate projections are widely available and used by investors 

and therefore they deserve consideration in an informed, accurate assessment of the 

investor expected growth rate to be included in a DCF model. I do not believe, however, 

that projected earnings growth rates should be used as the only source of a DCF growtli 

estimate. In other words, projected earnings growth rates are influential in, but not solely 

determinative of, investor expectations. 

First, it is important to realize that, as I discuss in Appendix Cy projected earnings 

growth rates inay over- or understate the growth that can be sustained over time by the 

coinpanies under review. This is important because long-term sustainable growth is 

required in an accurate DCF assessment of the cost of equity capital. The efficacy of 

projected earnings growth rates in any specific DCF analysis can only be determined 

through a study of the underlying fundamentals of growth-something that those who 

rely exclusively or1 analysts’ earnings growth rate projections fail to do. 
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Second, the studies that support the use of analysts’ earnings projections measure 

the ability of analysts’ estimates to predict stock prices versus siiriple historical averages 

of other parameters. In that sort of simplistic comparison, analysts’ projections perfonn 

better. However, I ain aware of no cost of capital analyst that relies exclusively on 

historical average growth rates, nor is it reasonable to believe that any astute investor 

would do so. Therefore, while studies do indicate that analysts’ earnings growth estimates 

are better indicators of stock prices than are siinple historical averages of other growth 

rate parameters, those studies do not provide any basis for exclusive reliance on earnings 

growth projections in a DCF analysis. 

Third, the sell-side institutional analysts that are polled by IBES and siinilar 

services offer relatively “rosy” expectations for the stock they follow-even when the 

analyst’s actual expectations for the stock are not so sanguine. Simply put, some analysts 

overstate growth expectations to make the stocks they want to sell look more attractive. 

Although claims are often made that the opinions of sell-side analysts are not affected by 

the profits made by the other parts of the business that actually trade those securities, the 

“Cinderella effect” (analysts’ overstating stock expectations) is not a new phenomenon, 

and is recognized in academia. As the authors of a widely-used finance textbook note 

regarding the use of projected earnings growth rates in a DCF analysis: 

Estimates of this kind are only as good as the long-tenn 
forecasts on which they are based. For example, several 
studies have observed that security analysts are subject to 
behavioral biases and their forecasts tend to be over- 
optimistic [footnote omitted]. If so, such DCF estimates of 
the cost of equity should be regarded as upper estimates of 
the true figure. [footnote omitted]. See, for example, A. 
Dugar and S .  Nathan, “The Effect of Investment Banking 
Relationships on Financial Analysts’ Earnings Investnierit 
Recominendations.’’ (Contemporar;y Accounting Research 
12 (1995), pp. 131-160.) (Brealey, Meyers, Allen, 
Principles of Corporate Finance, 8“’ Ed., McGraw-Hill 
Irwin, Boston, MA, (2006), p. 67) 
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As Chan and Lakoiiishok note in “The L,evel and Persistence of Growth Rates,” 

published in the Joiirnal ofFinnace (Vol. LVIII, No. 2, April 2003, p. 643), “[tlhere is no 

persistence in long-term earnings growth beyond chance, and there is low predictability 

even with a wide variety of predictor variables. Specifically, IBES growth forecasts are 

overly optimistic and add little predictive power.” This concern regarding investors’ use 

of analysts’ growth estimates is also underscored by an investor’s service sponsored by 

the Wall Street Journal: 

“You should be carefbl when looking at analyst 
recommendations for several reasons. First of all, many 
analysts suffer fi-om a conflict of interest between the firm 
that employs them and the company whose stock they 
track. Oftentimes, an analyst will be responsible for issuing 
reports on a company that is a current or potential client of 
their employer (usually an investment bank). Since they 
know that their employer would like to keep the client’s 
business, the analyst may be tempted to issue a rosier 
outlook for the stock than what it really deserves.” 
(Investorguide.com, “University,” Analysts and Earnings 
Estimates, www.investorguide.codigustockanalyst.htm1) 

Fourth, much of the academic work touted as support for reliance on earnings 

growth is based on data from the IBES database (now owned by Thomson); however, 

academic research recently published in the Journal of Finance indicates that there have 

been nonrandom, systematic errors in that database, which call into question the 

reliability of research (such as the research on the reliability of analysts’ earnings 

estimates) based on those data. The researchers document that the historical contents of 

the IBES data base have been “quite unstable over time’’ and state: 

Data are the bedrock of empirical research in finance. 
When there are questions about the accuracy or 
completeness of a data source, researchers routinely go to 
great lengths to investigate measurement error, selection 
bias, or reliability. But what if the very contents of a 
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historical database were to change, in error, over time? 
Such changes to the historical record would have important 
implications for empirical research. They could undermine 
the principle of replicability, which in the absence of 
controlled experiinents is the fouiidation of empirical 
research in finance. They could result in over- or 
underestiiriates of the magnitude of empirical effects, 
leading researchers down blind alleys. Also to the extent 
that financial-market participants use academic research for 
trading purposes, they could lead to resource allocation. . . . 
We document that the historical contents of the I/B/E/S 
recoinmendatioris database have been quite unstable over 
time. (Lungqvist, Malloy, Marston, “Rewriting History,” 
The Journal of Finance, Vol. 64, No. 4, August 2009, pp. 
1935-1960) 
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28 earnings growth-only DCF model. 

Fifth, widely-used investor services such as Value Line publish three- to fie-year 

dividend and book value growth rate projections for each company it follows. Investors 

have equal access to all three growth rates (earnings, dividends and book value) and, it 

would be reasonable to assume, utilize all three when making a determination of long- 

term sustainable growth. Also, the Efficient Market Hypothesis (a fundamental tenet of 

modern finance) holds that all published inaterial is considered by investors and is, 

therefore, included in stock prices, indicating that to properly evaluate the cost of capital, 

other growth rates besides earnings should be considered. Moreover, as noted previously, 

the DCF model assumes that earnings, dividends and book value all grow at the same 

rate. Therefore, the use of the average of those three projected growth rate parameters 

published in Value Line would provide a iriore balanced growth rate analysis than an 

29 

30 Q. DOES THIS CONCLUDE THE GROWTH RATE PORTION OF YOTJR DCF 

31 ANALYSIS? 

32 A. Yes, it does. 

33 
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Q. HOW HAVE YOU CAL,CUL,ATED THE DIVIDEND YIEL,DS? 

A. I have estimated the next quarterly dividend payment of each firm analyzed and 

annualized them for use in determining the dividend yield. If the quarterly dividend of 

any company was expected to be raised in the next quarter (Ist or 2nd quarter 2012), I 

increased the current quarterly dividend by (l+g). Because some of the sample 

companies had recently increased dividends or were not expected to increase dividends at 

all during 2012, for the utility companies in the sample groups, a dividend adjustment 

was necessary only for TECO, ALLETE, Westar, Avista and UniSource. 

The nest quarter annualized dividends were divided by a recent daily closing 

average stock price to obtain the DCF dividend yields. I use the most recent six-week 

period to determine an average stock price in a DCF cost of equity determination because 

I believe that period of time is long enough to avoid daily fluctuations and recent enough 

so that the stock price captured during the study period is representative of current 

investor expectations. 

,%&e&&eExhibit- (SGH- 1 ), Schedule 6 contains the market prices, annualized 

dividends and dividend yields of the utility companies under study. SkhekdeExhibit 

(SGH-I), Schedule 6 indicates that the average dividend yield for the sample group of 

electric companies is 4.55%. The year-ahead dividend yield projection published by 

Value Line for the electric utility sample group is 4.59% (Value Line, Summary & Index, 

February 3,2012). By that measure, my dividend yield calculation is representative of 

investor year-ahead expectations. 

Q. WHAT IS YOUR COST OF EQUITY CAPITAL ESTIMATE FOR THE EL,ECTRIC 

AI SkAxddeExhibit- (SGH-l), Schedule 7 shows that the average DCF cost of equity 

UTILITY COMPANIES, UTILIZING THE DCF MODEL? 

capital for the group of electric utilities is 9.55%. 
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Q. PLEASE DESCRIBE THE CAPITAL, ASSET PRICING MODEL, (CAPM) YOU TJSED 

TO ARRIVE AT AN ESTIMATE FOR THE COST RATE OF KPCO’S EQTJITY 

A. The CAPM states that the expected rate of return on a security is detenriined by a risk- 

free rate of return plus a risk premium, which is proportional to the non-diversifiable 

(Systematic) risk of a security. Systematic risk refers to the risk associated with 

movements in the macro-economy (the econoinic “system”) and, thus, cannot be 

eliminated through diversification by holding a portfolio of securities. The beta 

coefficieiit (p) is a statistical measure that attempts to quantify the non-diversifiable risk 

of the return on a particular security against the returns inherent in general stock market 

13 fluctuations. The formula is expressed as follows: 

14 

1.5 k = r f+ mm- If), 

16 

17 

18 

where “k” is the cost of equity capital of an individual security, “r;’ is the risk-free rate of 

return, “p” is the beta coefficient, “rm” is the average market return and “rm - r;’ is the 

19 

20 

21 

22 

23 usefulness. 

24 

25 

26 

27 

market risk premium. The CAPM is used in my analysis not as a primary cost of equity 

analysis, but as a check of the DCF cost of equity estimate. Although I believe the CAPM 

can be useful in testing the reasonableness of a cost of capital estimate, certain theoretical 

shortcoinings of this model (when applied in cost of capital analysis) reduce its 

Q. CAN YOU EXPLAIN WHY THE CAPM ANALYSIS SHOULD BE APPLIED TO 

COST OF CAPITAL, ESTIMATION WITH CAUTION? 

A. Yes. The reasons why the CAPM should be used in cost of capital analysis with caution 
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are set out below. It is important to understand that my caution with regard to the use of 

the CAPM in a cost of equity capital analysis does not indicate that the model is not a 

useful description of the capital markets or that it is not widely used, because it is. Rather, 

my caution recognizes that in the practical application of the CAPM to cost of capital 

analysis there are probleins that can cause the results of that type of analysis to be less 

reliable than other, more widely accepted models, such as the DCF. 

There has been much coininelit in the financial literature regarding the strength of 

the assumptions that underlie the CAPM and the inability to substantiate those 

assumptions through empirical analysis. Also, there are probleins with the key CAPM 

risk measure-beta-that indicate that the CAPM analysis is not a reliable primary 

indicator of equity capital costs. 

Cost of capital analysis is a decidedly forward-looking, or ex-ante, concept. Beta 

is not. The measurement of beta is derived with historical, or ex-post, information. 

Therefore, the beta of a particular company, because it is usually derived with five years 

of historical data in order to bolster statistical reliability, is slow to change to current (i.e., 

forward-looking) conditions, and some price abnormality that may have happened four 

years ago could substantially affect beta while currently being of little actual concern to 

investors. 

In addition, there are substantial differences of opinion with regard to the 

magnitude of the investor-expected market risk premium (the expected return difference 

between stocks and Treasury bonds). Those differences of opinion obtain from different 

historical averaging methods (Le., arithmetic versus geometric) as well as from the use of 

different time periods over which to measure the return differences between stocks and 

bonds. 

WHAT VAL,TJE HAVE YOU CHOSEN FOR A RISK-FREE RATE OF RETURN IN 

YOUR CAPM ANALYSIS? 
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A. As the CAPM is designed, the risk-free rate is that rate of return investors can realize 

with certainty. The nearest analog in tlie investment spectrum is the 13-week U. S. 

Treasury Bill. However, T-Bills can be heavily influenced by Federal Reserve policy, as 

they have been over the past three years. While longer-tenxi Treasury bonds have 

equivalent default risk to T-Bills, those longer-term government securities carry maturity 

risk that the T-Bills do not have. When investors tie up their money for longer periods of 

time, as they do when purchasing a long-tenn Treasury Bond, they must be compensated 

for future investment opportunities forgone as well as the potential for future changes in 

inflation. Investors are compensated for this increased investment risk by receiving a 

higher yield on T-Bonds. When T-Bills and T-Bonds exhibit a “nonnal” (historical 

average) spread of about 1.5% to 2%, the results of a CAPM analysis that matches a 

higher market risk premium with lower T-Bill yields or a lower market risk premium 

with higher T-Bond yields are very similar. 

As I noted in my previous discussion of the macro-economy, in an attempt to fend 

off a recession and inject liquidity into the financial system, the Fed has acted vigorously 

since the financial crisis to lower short-term interest rates. Over the most recent six-week 

period, T-Bills have produced an average yield of only 0.02%. During that time period 

Treasury Bonds have been priced to yield 3.00% (data from Value Line Selection & 

Opinion, six most recent weekly editions (12/30/11 through 2/3/12)). However, as I noted 

in Section 11, in my discussion of the current economic enviroiunent, the current yieId for 

T-Bonds is influenced by an increased demand for secure investments (a flight to 

quality), and, absent that exaggerated demand, the long-tenn trend of T-Bond pricing 

would indicate a current yield of approximately 4%. Therefore, for purposes of a 

forward-looking CAPM analysis in this proceeding I will use 4.00% as the long-tenn 

risk-free rate. 
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APPROPRIATE IN THE CAPM? 

A. In the current economic environment, with short-term Treasury Bills yielding a near zero 

return, the use of a long-term Treasury bond would provide a more accurate indication of 

the risk-free return investors require and produces a more accurate estimate of investors’ 

cost of equity. Therefore, in this testimony, I will present the CAPM cost of equity results 

using only long-term Treasury bond yields. With that measure of the risk-free rate, I use 

the corresponding measure of the market risk premium (Le., those based on the difference 

between stock returns and long-term Treasury bond returns). 

Q. WHAT MARKET RISK PREMIUM HAVE YOU USED IN YOUR CAPM 

A. The market risk premium is the difference between the return investors expect on stocks 

and the return they expect on a risk-free rate of return such as a U.S. Treasury bond. The 

“traditional” view, supported primarily by the earned return data over the past 80 years 

published by Morningstar (formerly Ibbotsoii Associates), is based on the historical 

difference between the returns on stocks and the retunis on bonds. That view assumes 

that the returns actually earned by investors over a long period of time are representative 

of the returns they expect to earn in the hture. 

For example, the current Morningstar data show that investors have earned a 

return of 11.8% on stocks and 5.8% on long-term Treasury bonds since 1926.11 

Therefore, based on those historical data, it is assumed that investors will require a risk 

premium in the future of 6.0% above the long-term risk-free rate to invest in stocks 

[11.8% - 5.8% = 6.0%]. With a current long-term T-Bond yield of approximately 4.00%, 

that assumption indicates an investor expectation of a 10.00% return for the stock market 

in general [4.00% + 6.0% = 10.00%]. However, current research indicates that there are 

Ibbotson SBBI 2010 Valuation Yearbook, p. 23. 
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lower historical risk premiuins than those reported by Morningstar, but also lower 

expected risk premiums,- 

l 2  Brealey, R., Meyers, S., Allen, F., Principles of Corpomte Finance, 8t’1 Edition, McGraw-Hill, Irwin, 
Boston MA, 2006. 
l 3  Dimson, E., Staunton, M., March, P., Triumph of the Optimists: 101 Years of Global Investment Returns, 
Princeton University Press, Princeton, NJ, 2002. 
l 4  Op cit, p. 154. 
l 5  Op cit, pp. 149, 222. 
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7 indicates that the average market risk premium between stocks and T-Bonds over the 

8 1926-2009 time period is 6.0% (based on an arithmetic average) and 4.4% (based on a 

9 geometric average). I have, in prior testimony, used these long-tenn historical average 

10 values as estimates of the market risk premium in the CAPM analysis. 
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market as a whole, an appropriate return on equity for utilities would, therefore, be lower, 

As I have noted above, recent research in the field of financial economics has 

shown that the market risk premium data published by Morningstar is likely to overstate 

investor-expected market risk premiums. Current finance textbooks (Brealey and Meyers) 

indicate that the long-tenn arithmetic average market risk premium ranges from 3.8% to 

6.8%. The midpoint of Brealey and Meyer’s long-term risk premium range is S.3%, 

which falls within the 4.4% to 6.0% range published by Morningstar. For purposes of 

determining the CAPM cost of equity in this proceeding I will use the mid-point of the 

long-tenn risk premium range set out in the most recent Brealey and Meyer’s text- 

S.3%--as well as the published Morningstar market risk premiums to develop a range of 

Q. WHAT VALUES HAVE YOU CHOSEN FOR THE BETA COEFFICIENTS IN THE 

23 CAPM ANALYSIS? 

24 

25 

26 

27 

A. Value Line reports beta coefficients for all the stocks it follows. Value Line’s beta is 

derived from a regression analysis between weekly percentage changes in the market 

price of a stock and weekly percentage changes in the New York Stock Exchange 

Coinposite Index over a period of five years. The average beta coefficient of the sample 
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AI- - Exhibit - (SGH-l), Schedule 8 shows that the average Value Line beta 

coefficient for the group of electric companies under study is 0.72. The upper end of the 

range of market risk premiums published by Ibbotsoii of 6.0% would, upon the adoption 

of a 0.72 beta, become a sample group premium of 4.31% (0.72 x 6.0%). That 

nonspecific risk premium added to the risk-free T-Bond rate of 4.00%, previously 

derived, yields a coininon equity cost rate estimate of 8.32%. Using the geometric long- 

tenn market risk premiums published by Morningstar (4.4%) and the mid-point of the 

Brealey and Meyer’s range (5.3%) the resulting CAPM equity cost estimates range from 

7.16% to 7.81%. This analysis, even at the high end (8.32%) indicates a cost of equity 

capital well below the standard DCF analysis. 

16 
17 
18 
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D. MODIFIED EARNINGS-PRICE RATIO ANALYSIS 

PLEASE DESCRIBE THE MODIFIED EARNINGS-PRICE RATIO (MEPR) 

ANALYSIS OF THE COST OF COMMON EQUITY CAPITAL,. 

The eamings-price ratio is the expected earnings per share divided by the current market 

price. In cost of capital analysis, tlie earnings-price ratio (which is one portion of this 

analysis) can be useful in a corroborative sense, since it can be a good indicator of the 

proper range of equity costs when the market price of a stock is near its book value. 

When the market price of a stock is above its book value, tlie earnings-price ratio 

tinderstates the cost of equity capital. SeheddeExhibit- (SGH-l), Schedule 9 contains 

mathematical proof for this concept. The opposite is also true, ie.,  the eamings-price 

ratio overstates the cost of equity capital when the market price of a stock is below book 

value. 

Under current market conditions, the utilities under study have an average market- 

to-book ratio of 1.42, and, therefore, the average earnings-price ratio alone will 

understate the cost of equity for the sample groups. However, I do not use the earnings- 

price ratio alone as an indicator of equity capital cost rates. Because of the relationship 

among the earnings-price ratio, the market-to-book ratio and the investor-expected return 

on equity described inatliematically in .Sde&k+Exhibit (SGH- 1 ), Schedule 9, I have 

modified the earnings-price ratio analysis by iiicluding expected returns on equity for the 

companies under study. It is that modified analysis that I will use to assist in estimating 

an appropriate range of equity capital costs in this proceeding. 

PLEASE EXPLAIN THE RELATIONSHIP AMONG THE EARNINGS-PRICE 

RATIO, THE EXPECTED RETURN ON EQUITY, AND THE MARKET-TO-BOOK 

RATIO. 

When the expected return on equity (ROE) approximates the cost of equity, the market 

price of the utility approximates its book value and the earnings-price ratio provides an 
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accurate estimate of the cost of equity. As the investor-expected return on equity for a 

utility begins to exceed the investor-required return (the cost of equity capital), the 

market price of the firm will tend to exceed its book value. As explained above, when the 

market price exceeds book value, the earnings-price ratio understates the cost of equity 

capital. Therefore, when the expected equity return exceeds the cost of equity capital, the 

earnings-price ratio will understate that cost rate. 

Also, in situations where the expected equity return is below what investors 

require for that type of investment, market prices fall below book value. Further, when 

market-to-book ratios are below 1 .O, the earnings-price ratio overstates the cost of equity 

capital. Thus, the expected rate of return on equity and the earnings-price ratio tend to 

move in a countervailing fashion around the cost of equity capital. 

When market-to-book ratios are above one, the expected equity return exceeds 

and the earnings-price ratio understates the cost of equity capital. When market-to-book 

ratios are below one, the expected equity return understates and the earnings-price ratio 

exceeds the cost of equity capital. Further, as market-to-book ratios approach unity, the 

expected return and the earnings-price ratio approach the cost of equity capital. 

Therefore, the average of the expected book return and the earnings-price ratio provides a 

reasonable estimate of the cost of equity capital. 

These relationships represent general rather than precisely quantifiable tendencies 

but are useful in corroborating other cost of capital methodologies. The Federal Energy 

Regulatory Commission, in its generic rate of return hearings, found this technique useful 

and indicated that under the circumstances of market-to-book ratios exceeding unity, the 

cost of equity is bounded above by the expected equity return and below by the earnings- 

price ratio (e.g., 50 Fed Reg, 1985, p. 21822; 51 FedReg, 1986, pp. 361,362; 37 FERC 7 
61,287). The midpoint of these two parameters, therefore, produces an estimate of the 

cost of equity capital which, when market-to-book ratios are different from unity, is far 

more accurate than the earnings-price ratio alone. 
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Q. IS THERE OTHER THEORETICAL, SUPPORT FOR THE USE OF AN EARNINGS- 

PRICE RATIO IN CONJUNCTION WITH AN EXPECTED RETURN ON EQUITY 

AS AN INDICATOR OF THE COST OF EQUITY CAPITAL? 

A. Elton and Gruber, Modern Portfolio Theory and Investment Analysis (New York 

University, Wiley & Sons, New York, 1995, pp. 401-404) provide support for reliance on 

my modified earnings-price ratio analysis. 

The Elton and Gruber posit the following formula, 

k = (1 -b)E/( 1 -cb)P, (3) 

where “k” is the cost of equity capital, “b” is the retention ratio, “E” is earnings, “P” is 

market price and “c” is the ratio of the expected return on equity to the cost of equity 

capital (ROEk). This formula shows that when ROE = k, “c” equals 1 .O and the cost of 

equity capital equals the eaniings-price ratio. Moreover, in that case, ROE is greater than 

“k” (as it is in today’s market), “c” is greater than 1 .O, and the earnings-price ratio will 

understate the cost of equity. Also, the more that ROE exceeds “k” the more the earnings 

price ratio will understate “k.” In other words, as I note in my Direct Testimony those 

two parameters, the earnings-price ratio and the expected return on equity (ROE) orbit 

around the cost of equity capital, with the cost of equity as the locus, and fluctuate so that 

their mid-point approximates the cost of equity capital. 

Assuming an industry average retention ratio of about 30% (Le., 70% of eamiiigs 

are paid out as dividends), the stochastic relationship between the expected return (ROE) 

and the earnings price ratio can be determined from Equation (3), above, as shown in 

Table I below. Most importantly, Equation (3) shows that the average of the EPR and 

ROE (which is my MEPR analysis) will approximate “k”, the cost of equity capital. 
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Table I. 

STJPPORT FOR THE MODIFIED EARNINGS PRICE RAITO ANALYSIS 

Cost of Retention Earnings M.E.P.R. 
Equity Ratio ROE ROE/k Price Ratio (ROE+EPR)/2 

[I1 P I  [3] [4]=[3]/[1] [5] [6]=([3]+[5])/2 
10.00% 35.00% 13.00% 1.3 8.38% 10.69% 
10.00% 35.00% 12.00’%0 1.2 8.92% 10.46% 
10.00% 35.00% 1 1 .OO% 1.1 9.46% 10.23% 
10.00% 35.00% 10.00% 1 .o 10.00% 10.00% 
10.00% 35.00% 9.00% 0.9 10.54% 9.77% 
10.00% 35.00% 8.00% 0.8 1 1.08% 9.54% 
10.00% 35.00% 7.00% 0.7 11.62% 9.3 1% 

[5] Froin Equation (3): E/P = k( 1-cb)/(l-b) 

As the data in Table I shows, the average of the expected return (ROE) and the earnings 

price ratio (EPR) produces an estimate of the cost of coinmon equity capital of sufficient 

accuracy to serve as a check of other analyses, which is how I use the model in my 

testimony. 

Q. WHAT ARE THE RESULTS OF YOUR EARNINGS-PRICE RATIO ANALYSIS OF 

THE COST OF EQUITY FOR THE SAMPLE GROUP? 

A/ $bhe&k-Exhibit- (SGH-l), Schedule 10 shows the Zacks projected 2012 per share 

earnings for each of the finns in the sample group. Recent average market prices (the 

same market prices used in my DCF analysis), and Value Line’s projected return on 

equity for 2012 and 2014-2016 for each of the companies are also shown. 

The average earnings-price ratio for the electric sample group, 7.23%, is below 

the cost of equity for those companies due to the fact that their average market-to-book 

ratio is currently above unity (average electric utility M/B = 1.42). The sample electric 

Company’s 2012 expected book (accounting) equity return averages 9.85%. For the 
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Q. 

A 

electric sample group, then, the inidpoint of the eaniings-price ratio and the ctirrent 

equity return is 8.54%. 

Ek&e&&+Exhibit- (SGH-l), Schedule 10, also shows that the average expected 

book equity return for the electric utilities over the next three- to five-year period 

increases slightly to 10.38%. The inidpoint of the longer-tenn projected return on book 

equity (10.38%) and the current earnings-price ratio (7.23%) is 8.81%. That longer-tenn 

analysis provides another fonvard-looking estimate of the equity capital cost rate of 

electric utility finns. The results of this MEPR analysis also indicate that the DCF equity 

cost estimate, previously derived, may be overstated. 

E. MARKET-TO-BOOK RATIO ANALYSIS 

PLEASE DESCRIBE YOUR MARKET-TO-BOOK (MTB) ANALYSIS OF THE COST 

OF COMMON EQUITY CAPITAL FOR THE SAMPL,E GROUPS. 

This technique of analysis is a derivative of the DCF model that attempts to adjust the 

capital cost derived with regard to inequalities that might exist in the market-to-book 

ratio. This method is derived algebraically from the DCF model and, therefore, cannot be 

considered a strictly independent check of that method. However, the MTB analysis is 

useful in a corroborative sense. The MTB seeks to determine the cost of equity using 

inarket-determined parameters in a format different from that employed in the DCF 

analysis. In the DCF analysis, the available data is “smoothed” to identify investors’ 

long-term sustainable expectations. The MTB analysis, while based on the DCF theory, 

relies instead on point-in-time data projected one year and five years into the future and, 

thus, offers a practical corroborative check on the traditional DCF. The MTB formula is 

derived as follows: 

Solving for “P” from Equation (l), the standard DCF model, we liave 
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1 P = D/(k-g). (4) 

2 

3 

4 

But the dividend (D) is equal to the earnings (E) times the earnings payout ratio, or one 

ininus the retention ratio (b), or 

5 

6 D = E( 1 -b). (5) 
7 

8 Substituting Equation ( 5 )  into Equation (4), we have 

9 

10 
E( 1 -b) 

P =  k-g 

11 

12 

13 

The earnings (E) are equal to the return on equity (r) times the book value of that equity 

(B). Making that substitution into Equation (4), we have 

14 

1.5 
rB( 1 -b) 

k-g * 

P =  ( 7 )  

16 

17 

18 

1 Dividing both sides of Equation (7) by the book value (B) and noting froin Equation (iii) 

in Appendix C that g = br+sv, 

19 

20 
P r(1-b) 
B - k-br-sv * 

- -  

21 

22 Finally, solving Equation (8) for the cost of equity capital (k) yields the MTB formula: 

23 

24 
r 1-b 

+br+sv. k =  P/R (9) 

25 

26 Equation (9) indicates that the cost of equity capital equals the expected return on equity 
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inultiplied by the payout ratio, divided by the market-to-book ratio plus growth. ++sk4de 

___ Exhibit - (SGH-l), Schedule 11 shows the results of applying Equation (9) to the defined 

parameters for the electric utility firms in the comparable sample. For the electric utility 

1 sample group, page 1 of- - Schedule 11 utilizes current year (2012) data for the 

MTB analysis while page 2 utilizes Value Line’s longer-term, 2014-2016 projections. 

The MTB cost of equity for the sample of electric utility firms, recognizing a 

current average market-to-book ratio of 1.42, is 9.32% using the current year projections 

and 9.33% using projected three- to five-year data. Those point-in-time estimates are 

slightly below my DCF equity cost estimate. 

F. SUMMARY 

Q. PLEASE SUMMARIZE THE RESUL,TS OF YOUR EQUITY CAPITAL COST 

ANALYSES FOR THE SAMPLE GROUP OF ELECTRIC UTILJTY COMPANIES 

SIMIL,AR IN RISK TO ICPCO. 

A. My analysis of the cost of cominon equity capital for the sample group of integrated 

electric utility companies is summarized in the table below. 

Table 11. 

Equity Cost Estimates 

Electric TJtility 
METHOD Companies 

DCF 9.55% 

CAPM 7.81%/8.32% 

MEPR 8.54%/8.8 1 % 

MTB 9.32%/9.3 5% 

22 
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For the electric utility sample group, the DCF results are 9.55%. In addition, the 

corroborating cost of equity analyses (MEPR, MTB, and CAPM), indicate that the 

traditional DCF result may be overstated. Averaging the lowest and highest results of all 

the corroborative analyses for the electric coinparlies produces an equity cost range of 

8.56% to 8.82%, with a midpoint of 8.69%, 86 basis points below the DCF result OF 

9.55%. Therefore, weighing all the evidence presented herein (including the 

consideration that the next interest rate move by the Federal Reserve will probably be 

upward), my best estimate of the cost of equity capital for a companies like KPCO, 

facing similar risks as this group of electric utilities, ranges from 9.00% to 9.75%, with a 

mid-point of 9.3 75%. 

However, the Company’s operating risk under the environmental surcharge is less 

than that under traditional regulation due, primarily, to the very short time between 

expenditure of capital and recovery from ratepayers. Therefore, a reasonable estimate of 

the current cost of equity capital for KPCO would be in the lower portion of a reasonable 

range of otherwise similar-risk companies, or in this instance 9.0% to 9.375%. The mid- 

point of the lower portion of a reasonable range would be 9.1875%, rounded to 9.20%. 

Therefore, if the Commission elects to use the overall cost of capital to determine the rate 

of return recovered on KPCO’s environmental plant investment, I recommend the use of 

an equity return that recognizes the lower risk of Kentucky’s environmental surcharge 

mechanism, 9.20%. 

IS AN EXPLICIT FLOTATION COST ALLOWANCE NECESSARY IN ORDER FOR 

THE COMPANY TO BE ABL,E TO RAISE EQUITY CAPITAL, IN THE FINANCIAL, 

MARKETS? 

No. An explicit adjustment to the allowed return on common equity for flotation costs is 

unwarranted. 
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First, it is often stated that stock flotation costs are like those associated with 

bonds and, because the costs of issuance are included in tlie embedded cost rate of debt, 

similar costs should be included in the cost of coininon equity. However, that concept is 

inapt because bonds have a fixed (contractual) cost atid coininon stock does not. 

Moreover, even if it were true, the current relationship between the electric utility sample 

group’s stock price and its book value would indicate the need for a flotation cost 

reduction to the market-based cost of equity, not an increase. 

For example, when a bond is issued at a price that exceeds its face (book) value, 

and that difference between market price and book value is greater thaii the costs incurred 

during the issuance, the embedded cost of that debt (the cost to the Company) is lower 

than the coupon rate of that debt. 

In tlie current economic envirorment for the electric utility common stocks 

studied to detenniiie tlie cost of equity in this proceeding, those stocks are selling at a 

market price 42% above book value. (See SehedwbExhibit- (SGH-l),-Schedule 5 ,  p. 1) 

The difference between the market price of electric utility stock and book value is larger 

than any issuance expense the companies might incur. If coinrnon equity flotation costs 

were considered to be like the flotation costs of bonds and if an explicit adjustment to the 

cost of coininon equity were, therefore necessary, then the adjustment should be 

downward, not upward. 

Second, flotation cost adjustmerits are often predicated on the prevention of the 

dilution of stockholder investment. However, the reduction of the book value of 

stockholder investment due to issuance expenses can occur only when the utility’s stock 

is selling at a market price at or below its book value. As noted, the companies under 

review are selling at a substantial premium to book value. Therefore, every time a new 

share of that stock is sold, existing shareholders realize an increase in the per share book 

value of their investment. No dilution occurs, even without any explicit flotation cost 

allowance. 
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Third, the vast majority of the issuance expenses incurred in any public stock 

offering are “underwriter’s fees” or “discounts.” Underwriter’s fees/discounts are not out- 

of-pocket expenses for the issuing company. On a per-share basis, they represent only the 

difference between the price the underwriter receives from the public and the price the 

utility receives from the underwriter for its stock. As a result, underwriter’s fees are not 

an expense incurred by the issuing utility and recovery of such “costs” should not be 

included in rates. 

In addition, the amount of the underwriter’s fees are prominently displayed on the 

front page of every stock offering prospectus and, as a result, the investors who 

participate in those offerings (e.g., brokerage finns) are quite aware that a portion of the 

price they pay does not go to the company but goes, instead, to the underwriters. By 

electing to buy the stock with that understanding, those investors have effectively 

accounted for those issuance costs in their risk-return framework by paying the offering 

price. Therefore, they do not need any additional adjustments to the allowed return of the 

regulated firm to “account” for those costs. 

Fourth, research has shown that a specific adjustment for issuance expenses is 

unnecessary. 16 There are other transaction costs which, when properly considered, 

eliminate the need for an explicit issuance expense adjustment to equity capital costs. The 

transaction cost that is improperly ignored by the advocates of issuance expense 

adjustments is brokerage fees. Issuance expenses occur with an initial issue of stock in a 

primary market offering. Brokerage fees occur in the much larger secondary market 

where pre-existing shares are traded daily. Brokerage fees tend to increase the price of 

the stock to the investor to levels above that reported in the Wall Street Jozirnal; i.e., the 

market price analysts use in a DCF analysis. Therefore, if brokerage fees were included 

in a DCF cost of capital estimate they would raise the effective market price, lower the 

dividend yield and lower the investors’ required return. Under a sylninetrical treatment, if 

16“A Note on Transaction Costs and the Cost of Common Equity for a Public Utility,” Habr, D., National 
Regulatory Reseai-ch Institute Quarterly Bulletin, January 1988, pp. 95-103. 
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transaction costs that, supposedly, raise the required return (issuance expenses) are 

included, then those costs that lower the required return (brokerage fees) should also be 

included. As shown by the research noted above, those transaction costs essentially offset 

each other and no specific equity capital cost adjustment is warranted. 

An explicit increase to the market-based cost of equity for flotation costs is 

7 

8 

9 

Q. WHAT OVERAL,L, COST OF CAPITAL FOR KPCO’S TJTILITY OPERATIONS 

RESUL,TS FROM THE APPLJCATION OF AN ALL,OWED EQUITY RETURN OF 

10 9.2%? 

1 1 

12 

13 

14 

1s 

16 

17 

18 Hope and BlaieJield. 

19 

20 

21 MR. HILL? 

22 A. Yes, it does. 

A. As shown on Schedule 1 1, allowing an equity return of 9.2%, would produce an overall 

cost of capital of 6.99% for Kentucky Utilities using the Company’s requested capital 

structure and embedded cost rates. In addition, Schedule 12 shows that a 9.2% return on 

equity allows the Companies the opportunity to earn a pre-tax return on coininon equity 

that is 2.87 greater than its interest costs. As previously noted, this level of interest 

coverage exceeds that realized by IWCO over the past three years and, therefore, 

provides the Company an opportunity to support its financial position, as required by 

Q. DOES THIS CONCLUDE YOUR ANAL,YSIS OF THE COST OF EQUITY CAPITAL,, 

23 

24 

25 A. Yes, it does. 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY, MR. HILL? 
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GLOSSARY OF TERMS 
When the following terms and abbreviations appear in the text of this report, they have the meanings 
indicated below. 

Term 

AEGCo 
AEP or Parent 
AEP Consolidated 
AEP Credit 

AEP East companies 
AEP Foundation 

AEP Power Pool 

AEP System or the System 

AEP West companies 
AEiPEP 

AEPES 
AEPSC 

AFUDC 
AOCl 
APCo 
APSC 
ASTJ 
CAA 
CL,ECO 
COZ 
Cook Plant 
CSPCo 
csw 

CSW Operating Agreement 

CTC 
CWIP 
DCC Fuel 

DETM 
DHLC 

E&R 
EIS 
ERCOT 
ERISA 
ESP 

Meaning 

AEP Generating Company, an AEP electric utility subsidiary. 
American Electric Power Company, Inc. 
AEP and its majority owned consolidated subsidiaries and consolidated affiliates. 
AEP Credit, Inc., a subsidiary of AEP which factors accounts receivable and accrued 

APCo, CSPCo, I&M, KPCo and OPCo. 
AEP charitable organization created in 2005 for charitable contributions in  the 

cominunities in which AEP’s subsidiaries operate. 
Members are APCo, CSPCo, I&M, KPCo and OPCo. The Pool shares the 

generation, cost of generation and resultant wholesale off-system sales of the 
member companies. 

American Electric Power System, an integrated electric utility system, owned and 
operated by AEP’s electric utility subsidiaries. 

PSO, S W P C o ,  TCC and TNC. 
AEP Energy Partners, lnc., a subsidiary of AEP dedicated to wholesale marketing 

and trading, asset management and commercial and industrial sales in the 
deregulated Texas market. 

utility revenues for affiliated electric utility companies. 

AEP Energy Services, Inc., a subsidiary of AEP Resources, Inc. 
American Electric Power Service Corporation, a service subsidiary providing 

Allowance for Funds TJsed During Construction. 
Accumulated Other Comprehensive Income. 
Appalachian Power Company, an AEiP electric utility subsidiary. 
Arkansas Public Service Commission. 
Accounting Standard IJpdate. 
Clean Air Act. 
Cleco Corporation, a nonaffiliated utility Company. 
Carbon Dioxide and other greenhouse gases. 
Donald C. Cook Nuclear Plant, a two-unit, 2,191 MW nuclear plant owned by I&M. 
Columbus Southern Power Company, an AEP electric utility subsidiary. 
Central and South West Corporation, a subsidiary of AEP (Effective January 2 1, 

2003, the legal name of Central and South West Corporation was changed to 
AEP Utilities, Inc.). 

Agreement, dated January 1, 1997, as amended, by and among PSO and SWEPCo 
governing generating capacity allocation, energy pricing, and revenues and 
costs of third party sales. AEPSC acts as the agent. 

inanageinent and professional services to AEP and its subsidiaries. 

Competition Transition Charge. 
Construction Work in Progress. 
DCC Fuel L,LC, DCC Fuel I1 LLC and DCC Fuel TI1 LL,C consolidated variable 

interest entities formed for the purpose of acquiring, owning and leasing 
nuclear fuel to I&M. 

Duke Energy Trading and Marketing L,.L.C., a risk management counterparty. 
Dolet Hills Lignite Company, LLC, a wholly-owned lignite nlining subsidiary of 

Environmental compliance and transmission and distribution system reliability. 
Energy Insurance Services, Inc., a nonaffiliated captive insurance company. 
Electric Reliability Council of Texas. 
Employee Retirement Income Security Act of 1974, as amended. 
Electric Security Plans, filed with the PUCO, pursuant to the Ohio Amendments. 

SWEPCo. 

1 



Term 

ETA 

ETT 

FAC 
FASB 
Federal EPA 
FERC 
FGD 
FTR 

GAAP 
IGCC 

Interconnection Agreement 

IRS 
IURC 
I&M 
JMG 
KGPCo 
KPCO 
KPSC 
kV 
KWH 
L,PSC 
MISO 
MLR 

MMBtu 
MPSC 
MTM 
MW 
NELL, 
NO, 
Nonutility Money Pool 
NSR 
OCC 
OPCO 
OPER 
OTC 
OVEC 
PJM 
PM 
PSO 
PIJCO 

Meaning 

Electric Transmission America, LLC an equity interest joint venture with 
MidAmerican Energy Holdings Company formed to own and operate 
electric transmission facilities in North America outside of ERCOT. 

Electric Transmission Texas, LLC, an equity interest joint venture between AEP 
TJtilities, Inc. arid MidAmerican Energy Holdings Company Texas Transco, 
L,L,C formed to own and operate electric transmission facilities in  ERCOT. 

Fuel Adjustment Clause. 
Financial Accowiting Standards Board. 
United States Environmental Protection Agency. 
Federal Energy Regulatory Commission. 
Flue Gas Desulfurization or Scrubbers. 
Financial Transmission Right, a financial instrument that entitles the holder to 

receive compensation for certain congestion-related transmission charges 
that arise when the power grid is congested resulting in differences in 
locational prices. 

Accounting Principles Generally Accepted in the United States of America. 
Integrated Gasification Combined Cycle, technology that ttirns coal into a cleaner- 

burning gas. 
Agreement, dated July 6, 1951, as amended, by and among APCo, CSPCo, I&M, 

KPCo and OPCo, defining the sharing of costs and benefits associated with 
their respective generating plants. 

Internal Revenue Service. 
Indiana Utility Regulatory Commission. 
Indiana Michigan Power Company, an AEP electric utility subsidiary. 
JMG Funding L,P. 
Kingsport Power Company, an AEP electric utility subsidiary. 
Kentucky Power Company, an AEP electric utility subsidiary. 
Kentucky Public Service Commission. 
Kilovolt. 
Kilowatthour. 
Louisiana Public Service Commission. 
Midwest Independent TI ansmission System Operator. 
Member load ratio, the method used to allocate AEP Power Pool transactions to its 

Million British Thermal Units. 
Michigan Public Service Commission. 
Mark-to-Market. 
Megawatt. 
Nuclear Electric Insurance Limited. 
Nitrogen oxide. 
AEP’s Nonutility Money Pool. 
New Source Review. 
Corporation Cornmission of the State of Oklahoma. 
Ohio Power Company, an AEP electric utility subsidiary. 
Other Postretirement Benefit Plans. 
Over the counter. 
Ohio Valley Electric Corporation, which is 43.47% owned by AEP. 
Pennsylvania - New Jersey - Maryland regional transmission organization. 
Particulate Matter. 
Public Service Company of Oklahoma, an AEP electric utility subsidiary. 
Public Utilities Commission of Ohio. 

members. 
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Term Meaning 

PTJCT 
Registrant Subsidiaries 

Risk Management Contracts 

Rockport Plant 

RTO 
Sabine 

SIA 
SNF 
SO? 
SPP 
Stall Unit 
SWEPCo 
TA 

TCC 
TEM 

TNC 
Transition Funding 

True-up Proceeding 

Turk Plant 
IJtility Money Pool 
VIE 
Virginia SCC 
WPCO 
WVPSC 

Public Utility Commission of Texas. 
AEP subsidiaries which are SEC registrants; APCo, CSPCo, I&M, OPCo, PSO and 

Trading and nontrading derivatives, including those derivatives designated as cash 

A generating plant, consisting of two 1,300 M W  coal-fired generating units near 

Regional Transmission Organization. 
Sabine Mining Company, a lignite mining company that is a consolidated variable 

interest entity. 
System Integration Agreement. 
Spent Nuclear Fuel. 
Sulfur Dioxide. 
Southwest Power Pool. 
J. Lamar Stall Unit at Arsenal Hill Plant. 
Southwestern Electric Power Coinpany, an AEP electric utility subsidiary. 
Transmission Agreement dated April 1, 1984 by and among APCo, CSPCo, I&M, 

KPCo and OPCo, which allocates costs and benefits in connection with the 
operation of transmission assets. 

SWEPCO. 

flow and fair value hedges. 

Rockport, Indiana, owned by AEGCo and I&.M. 

AEP Texas Central Company, an AEP electric utility subsidiary. 
SUEZ Energy Marketing NA, Tnc. (formerly known as Tractebel Energy Marketing, 

AEP Texas North Company, an AEP electric utility subsidiary. 
AEP Texas Central Transition Funding I LLC and AEP Texas Central Transition 

Funding I1 LLC, wholly-owned subsidiaries of TCC and consolidated 
variable interest entities formed for the purpose of issuing and servicing 
securitization bonds related to Texas restructuring law. 

A filing made under the Texas Restructuring L,egislation to finalize the amount of 
stranded costs and other true-up items and the recovery of such amounts. 

John W. Turk, Jr. Plant. 
AEP System's Utility Money Pool. 
Variable Interest Entity. 
Virginia State Corporation Commission. 
Wheeling Power Company, an AEP electric utility subsidiary. 
Public Service Commission of West Virginia. 

Inc.). 

... 
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FORWARD-LOOKING INFORMATION 

This report made by AEP and its Registrant Subsidiaries contains forward-looking statements within the meaning of 
Section 21E of the Securities Exchange Act of 1934. Many forward-looking statements appear in ‘‘Item 7 - 
Management’s Financial Discussion and Analysis,” but there are others throughont this document which may be 
identified by words such as “expect,” “anticipate,” “intend,” “plan,” “believe,” “will,” “should,” “could,” “would,” 
“project,” “continue” and similar expressions, and include statements reflecting future results or guidance and 
statements of outlook. These matters are subject to risks and uncertainties that could cause actual results to differ 
materially from those projected. Forward-looking statements in this document speak only as of the date of this 
docutnent. Except to the extent required by applicable law, we undertake no obligation to update or revise any 
forward-looking statement. Among the factors that could cause actual results to differ materially from those in the 
forward-looking statements are: 

0 

0 

0 

0 

e 

0 

0 

e 

0 

e 

e 

0 

0 

0 

0 

0 

0 

0 

0 

0 

e 

0 

The economic climate and growth in, or contraction within, our service territory and changes in market 
demand and demographic patterns. 
lnflationary or deflationary interest rate trends. 
Volatility in the financial markets, particularly developments affecting the availability of capital on 
reasonable terms and developments impairing our ability to finance new capital projects and refinance 
existing debt at attraclive rates. 
The availability and cost of funds to finance working capital and capital needs, particularly during periods 
when the time lag between incurring costs and recovery is long and the costs are material. 
Electric load, customer growth and the impact of retail competition, particularly i n  Ohio. 
Weather conditions, including storms, and our ability to recover significant storm restoration costs through 
applicable rate mechanisms. 
Available sources and costs of, and transportation for, fuels and the creditworthiness and performance of 
fuel suppliers arid transporters. 
Availability of necessary generating capacity and the performance of our generating plants. 
Our ability to resolve I&M’s Donald C. Cook Nuclear Plant lJnit 1 restoration and outage-related issues 
through warranty, insurance and the regulatory process. 
Our ability to recover regulatory assets and stranded costs in connection with deregulation. 
Our ability to recover increases in fuel and other energy costs through regulated or competitive electric 
rates. 
Our ability to build or acquire generating capacity, including the Turk Plant, and transmission line 
facilities (including our ability to obtain any necessary regulatory approvals and permits) when needed at 
acceptable prices and terms and to recover those costs (including the costs of projects that are cancelled) 
through applicable rate cases or competitive rates. 
New legislation, litigation and government regulation, including oversight of energy commodity trading 
and new or heightened requirements for reduced emissions of sulfur, nitrogen, mercury, carbon, soot or 
particulate matter and other substances or additional regulation of fly ash and similar combustion products 
that could impact the continued operation and cost recovery of our plants. 
Tiining and resolution of pending and future rate cases, negotiations and other regulatory decisions 
(including rate or other recovery of new investments in generation, distribution and transmission service 
and environmental compliance). 
Resolution of litigation. 
Our ability to constrain operation and maintenance costs. 
Our ability to develop and execute a strategy based on a view regarding prices of electricity, natural gas 
and other energy-related commodities. 
Changes in the creditworthiness of the counterparties with whom we have contractual arrangements, 
including participants in the energy trading market. 
Actions of rating agencies, including changes in the ratings of debt. 
Volatility and changes in markets for electricity, natural gas, coal, nuclear fuel and other energy-related 
commodities. 
Changes in  utility regulation, including the implementation of ESPs and related regulation in Ohio and the 
allocation of costs within regional transmission organizations, including PJM and SPP. 
Accounting pronouncements periodically issued by accounting standard-setting bodies. 



e The impact of volatility in the capital markets on the value of the investments held by our pension, other 
postretirement benefit plans, captive insurance entity and nuclear decommissioning trust and the impact 
on future funding requirements. 
Prices and dernand for power that we generate and sell at wholesale. 
Changes in technology, particularly with respect to new, developing or alternative sources of generation. 
Other risks and unforeseen events, including will's, the effects of terrorism (including increased security 
costs), embargoes, cyber security threats and other catastrophic events. 
Our ability to recover through rates or prices any remaining unrecovered investment in generating units 
that may be retired before the end of their previously projected useful lives. 

o 

e 

o 

AEP and its Registrant Subsidiaries expressly disclaim any obligation to update any forward-looking information. 
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AEP COMMON STOCK AND DIVIDEND INFORMATION 

The AEP coinmon stock quarterly high and low sales prices, quarter-end closing price and the cash dividends paid per share are 
shown in the following table: 

Quarter-End 
Quarter Ended High Low Closing Price Dividend 

December 3 1, 20 10 $ 37.94 $ 34.92 $ 35.98 $ 0.46 
September 30,2010 36.93 31.87 36.23 0.42 
June 30, 2010 35.00 28. I7 32.30 0.42 
March 3 1. 2010 36.86 32.68 34.18 0.4 1 

Dccernber 3 I ,  2009 
Septeniber 30,2009 
June 30,2009 
March 3 1. 2009 

36.51 $ 29.59 $ 34.79 $ 0.41 
32.36 28.07 30.99 0.4 1 
29.16 24.75 28.89 0.4 1 
34.34 24.00 25.26 0.4 1 

AEP common stock is traded principally on the New York Stock Exchange. At December 31, 2010, AEP had approximately 
91,000 registered shareholders. 

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN* 
Among American Electric Power Company, Inc., the S&P 500 Index 

and the S&P Electric Utilities Index 

152 $1 60 

$140 

$120 

$1 00 

$80 

77 
$60 
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$0 
12/05 12/06 12/07 12/08 12/09 1211 0 

.--E+-- American Electric Power Company, Inc. - -A- - S&P 500 " . -0.. ~ S&P Electric Utilities 

*$IO0 invested on 12/31/05 in stock or index, including reinvestmnt of dividends. 
Fiscal year ending December 31 I 

CnpyrightO 201 0 Sap, a division of The McGraw -Hill Chrpanies Inc. All rights reserved. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SIJBSIDIARY COMPANIES 
SELECTED CONSOLIDATED FINANCIAL DATA 

2010 2009 2008 2007 2006 
(dollars in nullions, except per share amounts) 

-.“__1 --- “,”.._____ ..̂ ____I- -- 
_I STATEMENTS OF INCOiWf DATA _- 
Total Revenues $ 14,427 $ 13,489 $ 14,440 $ 13,380 $ 12.622 

Operating Income $ 2,663 E 2.771 $ 2,787 S 2,319 $ 1,966 

Income Before LXscontinued Operations and Extraordinary Loss $ 1,218 $ 1,370 6 1.376 $ 1,153 $ 1.001 
12 24 10 Discontinued Operations, Net of Tax - - ” ~  . - . ” ~  ~ _ I  -.__ . . - . ~  

Income Before Extraordinary Loss 1,218 1,370 1.388 1,177 1,011 
Extraordinary Loss, Net of Tax 
Net Inconie 1.218 

( 5 )  
1,365 

--- 
1,388 

(79) 
1,098 1.01 I 

Less: Net Incoine Attributable to Noncontrolling Interests 4 5 5 6 6 

NET INCOME ATTRIBUTABLE TO AEP SHAREHOLDERS 1,214 1,360 1.383 1,092 1,005 

3 3 3 3 Less: Preferred Stock Dividend Requirements o l  Subsidiaries 

EARNINGS ATTRIBUTABLE TO AEP COMMON SHAREHOLDERS 9; 1.21 I 9; 1,357 $ 1,380 $ 1,089 $ 1,002 

3 - . . ~  

BALANCE SHEETS DATA -...- ”_ 

Total Property. Plan( and Equipnient $ 53,740 $ 51,684 $ 49,710 S 46.145 $ 42,021 
18.066 17,340- 16,723 16.275 15,240 Accumulated Depreciation and Amortization 

Total Property, Plant and Equipment - Net $ 35,674 $ 34,344 $ 32,987 $ 29,870 $ 26,781 

Total Assels $ 50,455 $ 48,348 $ 45,155 $ 40,319 X 37,877 

Total AEP Common Shareholdeis’ Equity $ 13,622 $ 13.140 $ 10,693 $ 10,079 $ 9,412 

Noncontrolling Interests $ - $  - $  17 $ 1s $ 18 

Cumulative Preferred Stock Not Subject to Mandatory Redemption $ 60 $ 61 $ 61 S 61 $ 61 

Long-term Debt (a) $ 16,811 $ 17,498 $ 15.983 $ 14,994 $ 13,698 

Obligations Under Capital Leases (a) $ 474(b)$  317 $ 325 S 371 $ 291 

-- 

AEP COMMON STOCK DATA ~,,,,, ~ . . . . . .  
Basic Earnings (Loss) per Share Attributable to AEP Common Shareholders: 

Income Before Discontinued Operations and Extraordinary Loss $ 2.53 $ 2 97 $ 3 40 $ 2.87 $ 2.52 
0.06 0.02 Discontinued Operations, Net of Tax -~ _ _ . . ~  0.03 -.____ __.- 

Income Before Extraordinary Loss 2 53 2 97 3.43 2.93 2.54 
Extraordinary Loss, Net of Tax (0.01) - (0.20) 

Total Basic Earnings per Share Attributable lo AEP Common Shareholders $ 2.53 X 2.96 $ 3.43 5 2.73 9; 2.54 

Weighted Average Number of Basic Shares Outstanding (in millions) 479 45 9 401 399 394 

Market Price Range: 
High 
Low 

$ 3794 $ 3651 9; 4911 $ 5121  B 4313 
$ 28 17 $ 2400 $ 2554 $ 4167 B 3227 

Year-end Market Price 9; 35.98 9; 34.79 $ 33.28 6 4656 $ 42.58 

Cash Dividends Paid per AEP Common Share $ 171 $ 1.64 $ 164 S 1.58 $ 1.50 

Dividend Payout Ratio 67.59% 55.41% 47.8% 51 9% 59.1% 

Book Value per AEP Common Share $ 28.32 $ 2749 $ 26.35 $ 25.17 $ 23 73 

(a) Includes portion due within one year. 
(b) Obligations Under Capital Leases increased primarily due to capitol leases under new inaster lease agreements for property that was previously leased 

under operating leuses. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
MANAGEMENT'S FINANCIAL DISCUSSION ANI) ANALYSIS 

EXECUTIVE OVEKVIEW 

Conipaiiy Overview 

American Electric Power Company, Inc. (AEP) is one of the largest investor-owned electric public utility holding 
companies in the TJnited States. Our electric utility operating companies provide generation, transmission and 
distribution services to more than five million retail customers in Arkansas, Indiana, Kentucky, Louisiana, 
Michigan, Ohio, Oldahoma, Tennessee, Texas, Virginia and West Virginia. 

We operate an extensive portfolio of assets including: 

Q Almost 39,000 megawatts of generating capacity, one of the largest complements of generation in the TJ.S., the 
rna,jority of which provides a significant cost advantage in most of our market areas. 

e Approximately 39,000 miles of transmission lines, including 2,116 miles of 765kV lines, the backbone of the 
electric interconnection grid in the Eastern U.S. 

e Approximately 220,000 miles of distribution lines that deliver electricity to 5.3 million customers. 
e Substantial commodity transportation assets (more than 9,000 railcars, approximately 3,300 barges, 62 

towboats, 29 harbor boats and a coal handling terminal with 18 million tons of annual capacity). 

Ecortonzic Conditioiis 

Retail rnargins increased during 201 0 due to successful rate proceedings in various ,jurisdictions and higher 
residential and commercial demand for electricity as a result of favorable weather throughout our service territories. 
Industrial sales increased 5% in 2010 in comparison to the recessionary lows of 2009. We forecast a 1 %  increase in 
commercial sales and 2% increases in both o~ i r  residential and industrial sales in 201 1 as a result of anticipated slow 
economic growth. Our forecasted industrial sales growth of 2% is due to the announcement of increased prodiiction 
by Ormet, a large aluminum manufacturer in Ohio, and announced expansions of several refineries in our Texas 
service territory. 

Regulatory Activity 

The table below summarizes our significant 201 0 regulatory activities: 

Annual 
Annual Rider Approved 

Approved Surcharge Return on 
Base Kate Kate Common Effective 

Jurisdiction Change Change Equity Date 
(in millions) 

Kentucky $ 63.7 $ 10.50% JUIY 20 10 

Michigan 35.7 3.3 (a) 10.35% December 20 10 

Oklahoma 30.3 (30.3) 10.15% February 201 I 

Texas 15.0 10.0 (b) 10.33% May 20 10 

Virginia 61 .5 10.53% August 20 10 

(a) The MPSC granted I&M recovery of $6.6 million of customer choice 
implementation costs over a two year period beginning April 201 1. 

(b) The PUCT granted SWEPCo a $10 million one-year surcharge rider to recover 
additional vegetation management costs which began in May 2010. 



In Ohio, several notices of appeal are outstanding at the Supreme Court of Ohio relating to significant issues in the 
determination of the approved 2009 - 201 1 ESP rates. In January 201 1, the PUCO issued an order that determined 
that OPCo’s 2009 earnings were not significantly excessive but determined relevant CSPCo 2009 earnings were 
significantly excessive. As a result, the PTJCO ordered CSPCo to refund $43 million of its earnings to customers, 
which was recorded on CSPCo’s December 2010 books. Also, in January 201 1, CSPCo and OPCo filed an 
application with the PUCO to approve a new ESP that includes a standard service offer pricing for generation 
effective with the first billing cycle of January 2012 through the last billing cycle of May 2014. Customer class 
rates individually vary, but on average, customers would experience net base generation increases of 1.4% in 2012 
and 2.7% for the period January 20 1 3 through May 201 4. 

In West Virginia, a settlement agreement was filed with the WVPSC in December 2010 to increase annual base 
rates by $60 inillion, effective March 201 I. The settlement agreement allows APCo to defer and amortize up to $18 
nlillion of previously expensed 2009 incremental storm expenses over a period of eight yeas. A decision from the 
WVPSC is expected in March 201 1. 

Cost Reduction Initiatives 

Due to the continued slow recovery in the U.S. economy and a corresponding negative impact on energy 
consumption, the AEP System implemented cost reduction initiatives in the second quarter of 2010 to reduce its 
workforce by 1 1.5% and reduce Other Operation and Maintenance spending. Achieving these goals involved 
identifying process improvements, streamlining organizational designs and developing other efficiencies that will 
deliver additional savings. In 2010, we recorded $293 inillion of pretax expense related to these cost reduction 
initiatives. Starting with the third quarter of 2010, we realized cost savings in Othg Operation and Maintenance 
expenses on our Consolidated Statements of Income and anticipate continued savings to help offset future 
inflationary impacts. 

Turk Plant 

SwlEPCo is currently constructing the Turk Plant, a new base load 600 MW coal generating unit in Arkansas, which 
is expected to be in service in 2012. SWEPCo owns 73% (440 M W )  of the Turk Plant and will operate the 
completed facility. SWEPCo’s share of construction costs is currently estiinated to cost $1.3 billion, excluding 
AFUDC, plus an additional $125 million for transmission, excluding AFUDC. The APSC, L,PSC and PTJCT 
approved SWEPCo’s original application to build the Turk Plant. Various proceedings are pending that challenge 
the Turk Plant’s construction, its approved wetlands and air permits and its transmission line certificate of 
environmental compatibility and public need. In 201 0, the motions for preliminary injunction were partially granted 
and upheld on appeal pending a hearing. According to the preliminary injunction, all uncompleted construction 
work associated with wetlands, streams or rivers at the Turk Plant must immediately stop. Mitigation measures 
required by the permit are authorized and may be completed. The preliminary injunction affects portions of the 
water intake and associated piping and portions of the transmission lines. A hearing on SWEPCo’s appeal is 
scheduled for March 20 1 1. 

In June 2010, the Arkansas Supreme Court denied motions for rehearing filed by the APSC and SWEPCo related to 
the reversal of the APSC’s earlier grant of a Certificate of Environmental Compatibility and Public Need (CECPN) 
for SWEPCo’s 88 MW Arkansas portion of the Turk Plant. As a result, in June 2010, SWEPCo filed notice with the 
APSC of its intent to proceed with construction of the Turk Plant but that SWEPCo no longer intends to pursue a 
CECPN to seek recovery of its Arkansas portion of Turk Plant costs in Arkansas retail rates. The APSC issued an 
order which reversed and set aside the previously granted CECPN. 

Management expects that SWEPCo will ultimately be able to complete construction of the Turk Plant and related 
transmission facilities and place those facilities in service. However, if SWEPCo is unable to complete the Turk 
Plant construction and place the Turk Plant in service or if SWEPCo cannot recover all of its investment in and 
expenses related to the Turk Plant, it would materially reduce future net income and cash flows and materially 
impact financial condition. See “Turk Plant” section of Note 4. 
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Settlement with Bank of America 

In February 201 1, we reached a settlement with BOA and paid $425 million in full settlement of all claims against 
us. We also received title to 55 BCF of cushion gas in the Baimel storage facility as part of the settlement. The 
effect of the settlement had no impact on our financial statements for the year ended December 3 1, 2010. We do not 
expect the effect of the settlement to have a material impact on our 201 1 consolidated net income. 

Ohio Customer Choice 

In our Ohio service territory, various competitive retail electric service (CRES) providers are targeting retail 
ciistomers by offering alternative generation service. As of December 3 1, 2010, approximately 5,000 Ohio retail 
customers (primarily CSPCo customers) have switched to alternative CRES providers. As a result, in comparison to 
2009, we lost approximately $16 million of generation related gross margin in 2010 and currently forecast 
incremeiital lost margins of approximately $54 nlillion for 201 1. We anticipate recovery of a portion of this lost 
margin through off-system sales and our newly created CRES provider. Our CRES provider will target retail 
customers in Ohio, both within and outside of our retail service territory. 

Terniinatioiz of AEP Power Pool 

Originally approved by the FERC in 19.51 and subsequently amended in 1951, 1962, 197.5 1979 (twice) and 1980, 
the Interconnection Agreement establishes the AEP Power Pool which permits the AEP East companies to pool their 
generation assets on a cost basis. In December 2010, each member gave notice to AEPSC and the other AEP Power 
Pool members of its decision to terminate the Interconnection Agreement effective January 1, 2014 or such other 
date approved by the FERC, subject to state regulatory input. It is unknown at this time whether the AEP Power 
Pool will be replaced by a new agreement among some or all of the members, whether individual companies will 
enter into bilateral or multi-party contracts with each other for power sales and purchases or asset transfers or if each 
company will choose to operate independently. The decision to terminate is subject to management’s ongoing 
evaluation. The AEP Power Pool members may revoke their notices of termination. If members of the current AEP 
Power Pool experience decreases in revenues or increases in costs as a result of the termination of the AEP Power 
Pool and are unable to recover the change in revenues and costs through rates, prices or additional sales, it could 
have an adverse impact 011 future net income and cash flows. 

Traizsniissioii Agreement 

The AEP East companies are parties to a Transmission Agreement defining how they share the costs associated with 
their relative ownership of transmission assets. This sharing was based upon each company’s ML,R until the FERC 
approved a new Transmission Agreement effective November 1, 20 10. The new Transmission Agreement will be 
phased-in for retail rates over periods of up to four years, adds KCPCo and WPCo as parties to the agreement and 
changes the allocation method. Our recovery mechanism for transmission costs is through our base rates. State 
regulatory phase-in of the new agreement may liinit our ability to fully recover our transmission costs. 

Cook Plant Uiiit 1 Fire mid Shutdowia 

In September 2008, I&M shut down Cook Plant IJnit 1 (IJnit 1) due to turbine vibrations, caused by blade failure, 
which resulted in a fire on the electric generator. Repair of the property damage and replaceinent of the turbine 
rotors and other equipment could cost up to approximately $395 million. Management believes that I&M should 
recover a significant portion of repair and replacement costs through the turbine vendor’s warranty, insurance and 
the regulatory process. I&M repaired Unit I and it resumed operations in December 2009 at slightly reduced power. 
The Unit 1 rotors were repaired and reinstalled due to the extensive lead time required to manufacture and install 
new turbine rotors. As a result, the replacement of the repaired turbine rotors and other equipment is scheduled for 
the Unit 1 planned outage in the fall of 201 1 .  If the ultirnate costs of the incident are not covered by warranty, 
insurance or through the related regulatory process or if any future regulatory proceedings are adverse, it could have 
an adverse impact on net income, cash flows and financial condition. See “Cook Plant Unit 1 Fire and Shutdown” 
section of Note 6. 
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Texas Restriictrcriizg Appeals 

Pursuant to PIJCT restructuring orders, TCC securitized net recoverable stranded generation costs of $2.5 billion 
and is recovering the principal and interest on the securitization bonds through the end of 2020. TCC also refunded 
other net true-up regulatory liabilities of $375 million during the period October 2006 through June 2005 via a CTC 
credit rate rider under PIJCT restructuring orders. TCC and intervenors appealed the PIJCT’s true-up related orders. 
After rulings from the Texas District Court and the Texas Court of Appeals, TCC, the PUCT and intervenors filed 
petitions for review with the Texas Supreme Court. Review is discretionary and the Texas Supreme Court has not 
yet determined if it will grant review. See “Texas Restructuring Appeals” section of Note 4. 

Mouittaineer Carbon Capture mid Storage 

Product Validation Facility (PVF} 

APCo and ALSTOM Power, Inc., an unrelated third party, jointly constructed a COz capture validation facility, 
which was placed into service in September 2009. APCo also constructed and owns the necessary facilities to store 
the CO,. In APCo’s July 2009 Virginia base rate filing and May 2010 West Virginia base rate filing, APCo 
requested recovery of and a return on its Virginia and West Virginia jurisdictional share of its project costs and 
recovery of the related asset retirement obligation regulatory asset amortization and accretion. In J U ~ Y  2010, the 
Virginia SCC issued a base rate order that denied recovery of the Virginia share of the PVF costs, which resulted in 
a pretax write-off of approximately $54 million in the second quarter of 2010. In December 2010, a settlement 
agreement was filed with the WVPSC to increase annual base rates by $60 million, effective March 201 1. A 
decision from the WVPSC is expected in March 201 1. As of December 3 1, 20 10, APCo has recorded a noncurrent 
regulatory asset of $60 million related to the PVF. If APCo cannot recover its remaining investments in and 
expenses related to the PVF, i t  would reduce future net income and cash flows and impact financial condition. See 
“Mountaineer Carbon Capture and Storage Project” section of Note 4. 

Carbon Ccipture and Sequestration Project with the Department of Energy (DOE) 

During 2010, AEPSC, on behalf of APCo, began the project definition stage for the potential construction of a new 
commercial scale carbon capture and sequestration (CCS) facility under consideration at the Mountaineer Plant. 
AEPSC, on behalf of APCo, applied for and was selected to receive funding from the DOE for the project. The 
DOE will fund 50% of allowable costs incurred for the CCS facility tip to a maximum of $334 million. A Front- 
End Engineering and Design (FEED) study, schediiled for completion during the third quarter of 201 1, will refine 
the total cost estimate for the CCS facility. Results from the FEED study will be evaluated by management before 
any decision is made to seek the necessary regulatory approvals to build the CCS facility. As of December 31, 
2010, APCo has incurred $14 million in total costs and has received $5 million of DOE funding resulting in a net $9 
million balance included in Construction Work In Progress on the Consolidated Balance Sheets. If APCo is unable 
to recover the costs of the CCS project, it would reduce future net income and cash flows. See “Moitntaineer 
Carbon Capture and Storage Project” section of Note 4. 

LITIGATION 

In the ordinary course of business, we are involved in employment, commercial, environmental and regulatory 
litigation. Since it is difficult to predict the outcome of these proceedings, we cannot state what the eventual 
resolution will be or the timing and amount of any loss, fine or penalty may be. We assess the probability of loss for 
each contingency and accrue a liability for cases that have a probable likelihood of loss if the loss can be estimated. 
For details on our regulatory proceedings and pending litigation see Note 4 - Rate Matters and Note 6 - 
Commitments, Guarantees and Contingencies. Adverse results in these proceedings have the potential to materially 
affect our net income. 

ENVIRONMENTAL, ISSUES 

We are implementing a substantial capital investment program and incurring additional operational costs to cornply 
with new environmental control requirements. We will need to make additional investments and operational 
changes in response to existing and anticipated requirements such as CAA requirements to reduce emissions of SO,, 
NO,, PM and hazardous air pollutants from fossil fuel-fired power plants and new proposals governing the 
beneficial use and disposal of coal combustion products. 
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We are engaged in litigation about environmental issues, have been notified of potential responsibility for the clean- 
up of contaminated sites and incur costs for disposal of SNF and future decommissioning of our nuclear units. We 
are also engaged in the development of possible future requirements to reduce COz eiilissions to address concerns 
about global climate change. 

Clean Air Act Reqrrireiiteiits 

The CAA establishes a comprehensive program to protect and improve the nation's air quality and control sources 
of air emissions. The states implement and administer many of these programs and could impose additional or more 
stringent requirements. Notable developments in CAA regulatory requirements affecting our operations are 
discussed briefly below. 

The Federal EPA issued the Clean Air Interstate Rule (CAIR) in 2005 requiring specific reductions in SO, and NO, 
emissions from power plants. In 2008, the D.C. Circuit Court of Appeals issued a decision remanding CAIR to the 
Federal EPA. CAIR remains in effect while a new rulemaking is conducted. Nearly all of the states in which our 
power plants are located are covered by CAR.  In JUIY 2010, the Federal EPA issued a proposed rule (Transport 
Rule) to replace CAIR that would impose new and more stringent requirements to control SOz and NO, emissions 
from fossil fuel-fired electric generating units in 3 1 states and the District of Columbia. Each state covered by the 
Transport Rule is assigned an allowance budget for SO, and/or NO,. Limited interstate trading is allowed on a sub- 
regional basis and intrastate trading is allowed among generating units. Certain of our western states (Texas, 
Arkansas and Oklahoma) would be sub,ject to only the seasonal NO, program, with new limits that are proposed to 
take effect in 2012. The remainder of the states in which we operate would be subject to seasonal and annual NO, 
programs and an annual SO, emissions reduction program that takes effect in two phases. The first phase becomes 
effective in 2012 and requires approximately one million tons per year more SO, emission reductions across the 
region than would have been required under CAIR. The second phase takes effect in 2014 and reduces SO2 
emissions by an additional 800,000 tons per year. The SOz and NO, programs rely on newly-created allowances 
rather than relying on the CAIR NO, allowances or the Title IV Acid Rain Program allowances used in the CAIR 
rule. The time frames for and stringency of the additional emission reductions, coupled with the lack of robust 
interstate trading and the elimination of historic allowance banks, pose significant concerns for the AEP System and 
our electric utility customers, as these features could accelerate unit retirements, increase capital requirements, 
constrain operations, decrease reliability and unfavorably impact financial condition if the increased costs are not 
recovered in rates or market prices. The Federal EPA requested comments on a scheme based exclusively on 
intrastate trading of allowances or a scheme that establishes unit-by-unit emission rates. Either of these options 
worild provide less flexibility and exacerbate the negative impact of the rule. The proposal indicates that the 
requirements are expected to be finalized in June 201 1 and be effective January I ,  2012. 

The Federal EPA issued a Clean Air Mercury Rule (CAMR) setting mercury standards for new coal-fired power 
plants and requiring all states to issue new state implementation plans (SIPS) including mercury requirements for 
existing coal-fired power plants. The CAMR was vacated and remanded to the Federal EPA by the D.C. Circuit 
Court of Appeals in 2008. 

Under the terms of a consent decree, the Federal EPA is required to issue final maximum achievable control 
technology (MACT) standards for coal and oil-fired power plants by November 201 I .  The Federal EPA has 
substantial discretion in determining how to structure the MACT standards. We will urge the Federal EPA to 
carefully consider all of the options available so that costly and inefficient control requirements are not imposed 
regardless of uni t  size, age or other operating characteristics. However, we have approximately 5,000 MW of older 
coal units, including 2,000 MW of older coal-fired capacity already subject to control requirements under the NSR 
consent decree, for which it may be economically inefficient to install scrubbers or other environmental controls. 
The timing and ultimate disposition of those units will be affected by: (a) the MACT standards and other 
environmental regulations, (b) the economics of maintaining the units, (c) demand for electricity, (d) availability and 
cost of replacement power and (e) regulatory decisions about cost recovery of the remaining investment in those 
units. 

The Federal EPA issued a Clean Air Visibility Rule (CAVR), detailing how the CAA's best available retrofit 
technology requirements will be applied to facilities built between 1962 and 1977 that emit more than 2.50 tons per 
year of certain pollutants in specific industrial categories, including power plants. CAVR will be implemented 
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through individual SIPs or, if SIPs are not adequate or are not developed on schedule, through federal 
implementation plans (FIPs). The Federal EPA has proposed disapproval of SIPs in a few states, and proposed 
more stringent control requirements for affected units in those states. If the Federal EPA takes such action in the 
states where our facilities are located, it could increase the costs of compliance, accelerate the installation of 
required controls, and/or force the premature retirement of existing units. 

In 2009, the Federal EPA issued a final mandatory reporting rule for COz and other greenhouse gases covering a 
broad range of facilities emitting in excess of 25,000 tons of COz emissions per year. The Federal EPA issued a 
final endangerment finding for greenhouse gas emissions from new motor vehicles in 2009 and final rules limiting 
COz emissions from new motor vehicles in May 2010. The Federal EPA determined that greenhouse gas emissions 
from stationary sources will be subject to regulation under the CAA beginning January 2011 and finalized its 
proposed scheme to streamline and phase -in regulation of stationary source COz emissions through the NSR 
prevention of significant deterioration and Title V operating permit programs through the issuance of final federal 
rules, SIP calls and FPs .  The Federal EPA is reconsidering whether to include COz einissions in a number of 
stationary source standards, including standards that apply to new and modified electric utility units and announced 
a settlement agreement to issue proposed new source performance standards for utility boilers. It is not possible at 
this time to estimate the costs of compliance with these new standards, but they may be material. 

The Federal EPA has also issued new, more stringent national ambient air quality standards (NAAQS) for SOz, NO, 
and lead, and is currently reviewing the NAAQS for ozone and PM. States are in the process of evaluating the 
attainment status and need for additional control measures in order to attain and maintain the new NAAQS and may 
develop additional requirements for our facilities as a result of those evaluations. We cannot currently predict the 
nature, stringency or timing of those requirements. 

Estimated Air Quality Enviroiiineittal Investments 

The CAIR, CAVR and the consent decree signed to settle the NSR litigation require us to make significant 
additional investments, some of which are estimable. Our estimates are sub,ject to significant uncertainties and will 
be affected by any changes in the outcome of several interrelated variables and assumptions, including: (a) the 
timing of implementation, (b) required levels of reductions, (c) methods for allocation of allowances and (d) our 
selected compliance alternatives and their costs. These obligations may also be affected or altered by the 
development of new regulations described above. In short, we cannot estimate our compliance costs with certainty 
and the actual costs to comply could differ significantly from the estimates discussed below. 

The CAR,  CAVR and coininitinents in the consent decree will require installation of additional controls on our 
power plants through 2020. We plan to install additional scrubbers on 6,770 MW for SOz control. From 201 1 to 
2020, we estimate total environmental investment to meet these requirements of $10.6 billion including investment 
in scrubbers and other SOz equipment of approximately $5.9 billion. These estimates are highly uncertain due to the 
variability associated with: (a) the states’ implementation of these regulatory programs, including the potential for 
SIPs or FIPS that impose standards more stringent than CAIR or CAVR, (b) additional rulemalung activities in 
response to the court decisions remanding the CAIR and CAMR, (c) the actual performance of the pollution control 
technologies installed on our units, (d) changes in costs for new pollution controls, (e) new generating technology 
developments and (Q other factors. Associated operational and maintenance expenses will also increase during 
those years. We cannot estimate these additional operational and maintenance costs due to the uncertainties 
described above, but they are expected to be significant. Estimated construction expenditures are sub,ject to periodic 
review and modification. 

We will seek recovery of expenditures for pollution control technologies, replacement or additional generation and 
associated operating costs from customers through our regulated rates. We should be able to recover these 
expenditures through market prices in deregulated ,jurisdictions. If not, those costs could adversely affect future net 
income, cash flows and possibly financial condition. 

Coal Combustion Residual Rule 

In June 2010, the Federal EPA published a proposed rule to regulate the disposal and beneficial re-use of coal 
combustion residuals, including fly ash and bottom ash generated at our coal-fired electric generating units. The 
rule contains two alternative proposals, one that would impose federal hazardous waste disposal and management 
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standards on these materials and one that would allow states to retain primary authority to regulate the beneficial re- 
use and disposal of these materials under state solid waste management standards, including minimum federal 
standards for disposal and management. Both proposals would impose stringent requirements for the construction 
of new coal ash landfills and would require existing unlined surface impoundments to upgrade to the new standards 
or stop receiving coal ash and initiate closure within five years of the issuance of a final rule. 

Currently, approximately 40% of the coal ash and other residual products from our generating facilities are re-used 
in the production of cement and wallboard, as structural fill or soil amendments, as abrasives or road treatment 
materials and for other beneficial uses. Certain of these uses would no longer be available and others are likely to 
significantly decline if coal ash and related materials are classified as hazardous wastes. In addition, we currently 
use surface impoundments and landfills to manage these materials at our generating facilities and will incur 
significant costs to upgrade or close and replace these existing facilities. We estimate that the potential compliance 
costs associated with the proposed solid waste management alternative could be as high as $3.9 billion for units 
across the AEP System. Regulation of these materials as hazardous wastes would significantly increase these costs. 
We will seek recovery of expenditures for pollutioii control technologies and associated costs from customers 
through our regulated rates (in regulated jurisdictions). We should be able to recover these expenditures through 
market prices in deregulated jurisdictions. If not, these costs could adversely affect future net income, cash flows 
arid possibly financial condition. 

Global Wamiiizg 

National public policy makers and regulators in the 11 states we serve have conflicting views on global warining. 
We are focused on taking, in the short term, actions that we see as prudent, such as improving energy efficiency, 
investing in developing cost-effective and less carbon-intensive technologies and evaluating O L I ~  assets across a 
range of plausible scenarios and outcomes. We are also active participants in a variety of public policy discussions 
at state and federal levels to assure that proposed new requirements are feasible and the economies of the states we 
serve are not placed at a competitive disadvantage. 

We believe that this is a global issue and that the LJnited States should assume a leadership role in developing a new 
international approach that will address growing emissions of CO-, and other greenhouse gases (generally referred to 
as CO-, in this discussion) from all nations, including developing countries. We support a reasonable approach to 
CO-, emission reductions that recognizes a reliable and affordable electric supply is vital to economic stability and 
that allows sufficient time for technology development. We proposed to national policy makers that national and 
international policy for reasonable CO-, controls should involve the following principles: 

Comprehensiveness 
Cost-effectiveness 
Realistic emission reduction objectives 
Reliable monitoring and verification mechanisms 
Incentives to develop and deploy CO-, reduction technologies 
Removal of regulatory or economic barriers to CO-, emission reductions 
Recognition for early actionshnvestments in CO-, reductionhitigation 
Inclusion of adjustment provisions if largest emitters in developing world do not take action 

For additional information on global warming, see Part I of the Annual Report under the headings entitled “Business 
- General - Environmental and Other Matters - Global Warming.” 

While comprehensive economy-wide regulation of C 0 2  emissions might be achieved through future legislation, 
Congress has yet to enact such legislation. The Federal EPA continues to take action to regulate COz emissions 
under the existing requirements of the CAA discussed above. 

Our fossil fuel-fired generating units are very large sources of COz einissions. If substantial CO-, emission 
reductions are required, there will be significant increases in capital expenditures and operating costs which would 
impact the ultimate retirement of older, less-efficient, coal-fired units. To the extent we install additional controls 
on our generating plants to limit C 0 2  emissions and receive regulatory approvals to increase our rates, cost recovery 
could have a positive effect on future earnings. Prudently incurred capital investments made by our subsidiaries in 
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rate-regulated jurisdictions to comply with legal requirements and benefit customers are generally included in rate 
base for recovery and earn a return on investment. We would expect these principles to apply to investments made 
to address new environmental requirements. However, requests for rate increases reflecting these costs can affect LIS 

adversely because our regulators could limit the amount or timing of increased costs that we would recover through 
higher rates. 111 addition, to the extent our costs are relatively higher than our competitors’ costs, such as operators 
of nuclear and natural gas based generation, it could reduce our off-system sales or cause us to lose customers in 
jurisdictions that permit customers to choose their supplier of generation service. 

Several states have adopted programs that directly regulate CO, emissions from power plants, but none of these 
programs are currently in effect in states where we have generating facilities. Certain of our states have passed 
legislation establishing renewable energy, alternative energy and/or energy efficiency requirements (including Ohio, 
Michigan, Texas and Virginia). We are taking steps to comply with these requirements. In order to meet these 
requirements and as a key part of o w  corporate sustainability effort, we pledged to increase our wind power by an 
additional 2,000 MW from 2007 levels by 2011. By the end of 2010, we secured, through power purchase 
agreements, an additional 1,111 MW of wind power. To the extent demand for renewable energy from wind power 
increases, it could have a positive effect on future earnings from our transmission activities. For example, a project 
in Texas would build new transmission lines to transport electricity from planned wind energy generation in west 
Texas to more densely populated areas in eastern Texas. 

We have taken measurable, voluntary actions to redrice and offset our CO, emissions. We participated in a number 
of voluntary prograins to monitor, mitigate and reduce COz emissions, but inany of these programs have been 
discontinued due to anticipated legislative or regulatory actions. Through the end of 2009, we reduced our 
emissions by a cumulative 94 million metric tons from adjusted baseline levels in 1998 through 2001 as a result of 
these voluntary actions. Our total C 0 2  emissions in 2009 were 136 million metric tons. We estimate that our 2010 
emissions were approximately 140 million metric tons. 

Certain groups have filed lawsuits alleging that emissions of COz are a “public nuisance” and seeking injunctive 
relief and/or damages from sinall groups of coal-fired electricity generators, petroleum refiners and marketers, coal 
companies and others. We have been named in pending lawsuits, which we are vigorously defending. It is not 
possible to predict the outcome of these lawsuits or their impact on oiir operations or financial condition. See 
“Carbon Dioxide Public Nuisance Claims” and “Alaskan Villages’ Claims” sections of Note 6. 

Future federal and state legislation or regulations that mandate limits on the emission of CO, would result in 
significant increases in capital expenditures and operating costs, which, in turn, could lead to increased liquidity 
needs and higher financing costs. Excessive costs to comply with future legislation or regulations might force our 
utility subsidiaries to close some coal-fired facilities and could lead to possible impairment of assets. As a result, 
mandatory limits could have a material adverse impact on our net income, cash flows and financial condition. 

Global warming creates the potential for physical and financial risk. The materiality of the risks depends on 
whether any physical changes occur quickly or over several decades and the extent and nature of those changes. 
Physical risks from climate change could include changes in weather conditions. Our customers’ energy needs 
currently vary with weather conditions, primarily temperature and humidity. For residential customers, heating and 
cooling today represent their largest energy use. To the extent weather patterns change significantly, customers’ 
energy use could increase or decrease depending on the duration and magnitude of any changes. Increased energy 
use due to weather changes conld require us to invest in more generating assets, transmission and other 
infrastructure to serve increased load, driving the overall cost of electricity higher. Decreased energy use due to 
weather changes could affect our financial condition through lower sales and decreased revenues. Extreme weather 
conditions in general require more system backup, adding to costs, and can contribute to increased system stresses, 
including service interruptions and increased storm restoration costs. We may not recover all costs related to 
mitigating these physical and financial risks. Weather conditions outside of our service territory could also have an 
impact on our revenues, either directly through changes in the patterns of our off-system power purchases and sales 
or indirectly through demographic changes as people adapt to changing weather. We buy and sell electricity 
depending upon system needs and market opportunities. Extreme weather conditions that create high energy 
demand could raise electricity prices, which could increase the cost of energy we provide to our customers and 
could provide opportunity for increased wholesale sales. 
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To the extent climate change impacts a region's economic health, it could also impact our revenues. Our financial 
performance is tied to the health of the regional economies we serve. The price of energy, as a factor in a region's 
cost of living as well as an important input into the cost of goods, has an impact on the economic health of our 
comniunities. The cost of additional regulatory requirements would normally be borne by consumers through 
higher prices for energy and purchased goods. 

RESULTS OF OPEIIATIONS 

SEGMENTS 

Our primary business is our electric utility operations. Within our TJtility Operations segment, we centrally dispatch 
generation assets and manage our overall utility operations on an integrated basis because of the substantial impact 
of cost-based rates and regulatory oversight. While our Utility Operations segment remains OLU primary business 
segment, other segments include O L I ~  AEP River Operations segment with significant barging activities and our 
Generation and Marketing segment, which includes our nonregulated generating, marketing and risk management 
activities primarily in the ERCOT market area and to a lesser extent Ohio in PJM and MISO. Intersegment sales 
arid transfers are generally based on underlying contractual arrangements and agreements. 

Our reportable segments and their related business activities are as follows: 

Utility Operations 
0 

o 

Generation of electricity for sale to TJS. retail and wholesale customers. 
Electricity transmission and distribution in the 1J.S. 

AEP River Operations 
o Commercial barging operatioils that annually transport approximately 39 inillion tons of coal and dry bulk 

commodities primarily on the Ohio, Ulinois and lower Mississippi Rivers. Approximately 46% of the 
barging is for transportation of agriculttiral products, 25% for coal, 11% for steel and 18% for other 
commodities. 

Generation and Marketing 
e Wind farms and marketing and risk management activities primarily in ERCOT and to a lesser extent 

Ohio in PJM and MISO. 

The table below presents our consolidated hicome (L,oss) Before Discontinued Operations and Extraordinary L,oss 
by segment for the years ended December 31, 2010,2009 and 2008. 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
-- 

Utility Operations $ 1,201 $ 1,329 $ 1,123 
AEP River Opcrations 37 47 5s 
Generation and Marketing 25 41 65 
All Other (a) (45) (47) .- 133 
Income Before Discontinued Operations and Extraordinary Loss $ 1,218 s- 1,370 $ 1,376 

(a) While not considered a business segment, All Other includes: 
e Parent's guarantee revenue received from affiliates, investment income, interest income and interest expense, and 

other nonallocated costs. 
e Tax and interest expense adjustments related to our UK opeiations which were sold in 2004 and 2002. 
e Forward natural gas contracts that were not sold with our natural gas pipeline and storage operations in 2004 and 

2005. These contracts are financial derivatives which settle and expire in 201 1.  
e The 2008 cash settlement of a purchase power and sale agreement with TEM rclated to thc Plaqueniinc 

Cogeneration Facility which was sold in 2006. The cash settlement of $255 million ($164 million, net of tax) is 
included in Net Income. 

e Revenue sharing related to the Plaquemine Cogeiieration Facility. 
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AEP CONSOLIDATED 

2010 Coinpared to 2009 

Income Before Discontinued Operations and Extraordinary L,oss in 2010 decreased $152 million compared to 2009 
primarily due to $185 Inillion of charges incurred (net of tax) related to cost reduction initiatives. In 2010, we 
conducted cost reduction initiatives to reduce both labor and non-labor expenses. 

Average basic shases outstanding increased to 479 million in 2010 from 459 million in 2009 primarily due to the 
April 2009 issuance of 69 million shares of AEP common stock. Actual shares outstanding were 481 million as of 
December 3 1,20 10. 

2009 Conipared to 2008 

Income Before Discontinued Operations and Extraordinary L,oss in 2009 decreased $6 million compared to 2008 
primarily due to income in 2008 from the cash settlement of a purchase power and sale agreement with TEM offset 
by an increase in income from our TJtility Operations segment. The increase in Utility Operations segment net 
income primarily relates to rate increases in our Indiana, Ohio, Oklahoma and Virginia service territories partially 
offset by lower industrial sales as well as lower off-system sales margins due to lower sales volumes and lower 
market prices. 

Average basic shares outstanding increased to 4.59 million in 2009 from 402 million in 2008 primarily due to the 
April 2009 issuance of 69 million shares of AEP common stock. Actual shares outstanding were 478 million as of 
December 3 1,2009. 

Our results of operations are discussed below by operating segment, 

IJTILITY OPERATIONS 

We believe that a discussion of the results from our Utility Operations segment on a gross margin basis is most 
appropriate in order to further understand the key drivers of the segment. Gross margin represents total revenues 
less the related direct cost of fuel, including consumption of chemicals and emissions allowances and purchased 
power. 

Total Revenues 
Fuel and Purchased Power 
Gross Margin 
Depreciation and Amortization 
Other Operating Expenses 
Operating Income 
Other Income, Net 
Interest Expense 
Income Tax Expense 
Income Before Discontinued Operations and Extraordinary Loss 

Years Ended December 31, 

(in millions) 
$ 13,791 $ 12,803 $ 13,566 
"I 4,996 4,420 5,622 

8,795 8,383 7,944 
1,598 1,561 1,450 
4,573 4,162 4,114 
2,624 2,660 2,380 

169 138 173 
942 916 915 

2009 200s -- 2010 

-- - I ~  -1_1_____ 

-"- ---- 

553 515 
$ 1,201 $ 1,329 $ 1,123 

-.- -- 6.50 
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K WH Sales/Degree Days 

Summary of KWH Energy Sales for Utility Operations 

Retail: 
Residential 
Commercial 
Industrial 
Miscellaneous 

Total Retail (a) 

Years Ended December 31, 
2009 2008 -- -- - 2010 

(in millions of KWH) 

6 1,944 58,232 58,892 
50,748 49,925 50,382 
57,3 3 3 54,428 64,508 

3,083 3,048 3,114 
173,108 165,633 176,896 

Wholesale 32,58 1 - 29,670 43,068 

Total KWHs 205,689 195,303 2 19,964 

(a) Includes energy delivered to customers served by AEP's Texas Wires Companies. 

Cooling degree days and heating degree days are metrics commonly used in the utility industry as a ineasure of the 
impact of weather on net income. In general, degree day changes in our eastern region have a larger effect on net 
income than changes in our western region due to the relative size of the two regions and the number of customers 
within each region. 

Summary of Heating and Cooling Degree Days for Utility Operations 

Years Ended December 31, 
2010 2009 2008 

(in degree days) 
Eastern Repion 
Actual - Heating (a) 
Normal - Heating (b) 

Actual - Cooling (c) 
Normal - Cooling (b) 

Western Region 
Actual - Heating (a) 
Normal - Heating (b) 

Actual - Cooling (d) 
Normal - Cooling (b) 

3,222 3,018 3,154 
2,983 3,040 3,018 

1,307 816 949 
1,002 1,011 986 

1,112 970 992 
980 984 1,010 

2,s 1s 2,439 2,252 
2,339 2,344 2,320 

(a) Eastern Region and Western Region heating degree days are calculated on a 55 degree temperature base. 
(b) Normal Heating/Cooling represents the thirty-year average of degree days. 
(c) Eastern Region cooling degree days are calculated on a 65 degree temperature base. 
(d) Western Region cooling degree days are calculated on a 65 degree temperature base for PSO/SWEPCo and 

a 70 degree temperatnre base for TCCRNC. 
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2010 Coinpared to 2009 

Reconciliation of Year Ended December 31,2009 to Year Ended December 31,2010 
Income from Utility Operations Before Discontinued Operations and Extraordinary Loss 

(in millions) 

Year Ended December 31,2009 $ 1,329 

Changes in Gross Margin: 
Retail Margins 
Off-system Sales 
Transmission Revenues 
Other Revenues 
Total Change in Gross Margin 

.- Total Expenses and Other: -" _______ 
Other Operation and Maintenance 
Depreciation and Amortization 
Taxes Other Than Income Taxes 
Interest and Investment Income 
Carrying Costs Income 
Allowance for Equity Funds Used During Construction 
Interest Expense 
Equity Earnings of Unconsolidated Subsidiaries 
Total Expenses and Other 

Income Tax Expense 

60 1 
53 
15 

(257) 
412' 

""...."-- 

Year Ended December 31,2010 $ 1,20 1 

The major components of the increase in Gross Margin, defined as revenues less the related direct cost of fuel, 
including consumption of chemicals and emissions allowances, and purchased power were as follows: 

0 Retail Margins increased $601 million primarily due to the following: 
0 Successful rate proceedings in our service territories which include: 

0 A $138 million increase in the recovery of E&R costs in Virginia, costs related to the Transmission 
Rate Adjustment Clause in Virginia and construction financing costs in West Virginia. 

o A $49 million increase in the recovery of advanced metering costs in Texas. 
0 A $43 inillion net rate increase for KPCo. 
0 A $42 million net rate increase for SWEPCo. 
e A $39 million net rate increase for I&M. 
o A $37 million net rate increase for PSO. 
0 A $14 million net rate increase in our otherjurisdictions. 
0 For the increases described above, $183 million of these increases relate to riderdtrackers which have 

0 A $229 million increase in weather-related usage primarily doe to a 60% increase in cooling degree days 
in our eastern service territory and 7% and 15% increases in heating degree days in our eastern and 
western service territories, respectively. 

0 A $78 million increase due to higher fuel and purchased power costs recorded in 2009 related to the 
Cook Plant Unit 1 (TJnit 1) shutdown. This increase was offset by a corresponding decrease in Other 
Revenues as discussed below. 

These increases were partially offset by: 
0 A $43 million decrease due to a refund provision for the 2009 Significantly Excessive Earnings Test 

(SEET). 
0 A $38 million decrease due to the termination of an I&M unit power agreement. 

corresponding increases in other expense items. 
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e Margins from Off-system Sales increased $53 million primarily due to increased prices and higher 
physical sales volumes in our eastern service territory, partially offset by lower trading and marketing 
margins. 
Transmission Revenues increased $15 million primarily due to increased revenues in the ERCOT, PJM 
and SPP regions. 
Other Revenues decreased $257 million primarily due to the Cook Plant accidental outage insurance 
proceeds of $185 million which ended when Unit 1 returned to service in December 2009. I&.M reduced 
customer bills by approximately $78 million in 2009 for the cost of replacement power resulting from the 
Unit 1 outage. This decrease in insurance proceeds was offset by a corresponding increase in Retail 
Margins as discussed above. Other Revenues also decreased due to lower gains on sales of emission 
allowances of $29 million, partially offset by sharing with customers in certain fuel clauses. This decrease 
in gains on sales of emission allowances was the result of lower market prices. 

e 

Total Expenses and Other and Income Tax Expense changed between years as follows: 

Other Operation and Maintenance expenses increased $35 1 million primarily due to the following: 
e 

0 

A $280 million increase due to expenses related to the cost reduction initiatives. In 2010, management 
conducted cost reduction initiatives to reduce both labor and non-labor expenses. 
A $1 14 million increase in demand side management, energy efficiency and vegetation management 
programs and other related expenses. All of these expenses are currently recovered dollar-for-dollar in 
rate recovery ridershackers in Gross Margin. 
A $54 million increase due to the write-off of APCo’s Virginia share of the Mountaineer Carbon 
Capture and Storage Product Validation Facility as denied for recovery by the Virginia SCC. 

An $89 million decrease in storm expenses. 

e 

These increases were partially offset by: 
o 

Depreciatiori and Amortization increased $37 million primarily due to new environmental improvements 
placed in service at APCo, CSPCo and OPCo and placing the Stall tJnit in service at SWEPCo partially 
offset by lower depreciation in Arkansas and Texas as a result of SWEPCo’s recent base rate orders. 
Taxes Other Than Income Taxes increased $60 million primarily due to the employer portion of payroll 
taxes incurred related to the cost reduction initiatives and higher franchise and property taxes. 
Carrying Costs Income increased $23 million primarily due to environmental construction in Virginia and 
a higher under-recovered fuel balance for OPCo. 
Interest Expense increased $26 million primarily due to an increase in long-term debt and a decrease in the 
debt component of AHJDC due to completed environmental improvements at APCo, CSPCo and OPCo. 
Income Tax Expense increased $97 million primarily due to the regulatory accounting treatment of state 
income taxes, other booWtax differences which are accounted for on a flow-through basis and the tax 
treatment associated with the future reimbursement of Medicare Part D prescription drug benefits, partially 
offset by a decrease in pretax book income. 
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2009 Coinpared to 2008 

Reconciliation of Year Ended December 31,2008 to Year Ended December 31,2009 
Income from Utility Operations Before Discontinued Operations and Extraordinary Loss 

(in millions) 

Year Ended December 31,2008 $ 1,123 

Changes in Gross Margin: 
Retail Margins 
Off-system Sales 
Transmission Revenues 
Other Revenues 
Total Change in Gross Margin 

- Total Expenses and Other: 
_^_I_ - 

Other Operation and Maintenance 
Depreciation and Amortization 
Taxes Other Than Income Taxes 
Interest and Investment Income 
Carrying Costs Income 
Allowance for Equity Funds Used During Construction 
Interest Expense 
Equity Earnings of Unconsolidated Subsidiaries 
Total Expenses and Other 

549 
(333) 

2.5 
198 
439 

I1 95) 

Income Tax Expense (38) 

Year Ended December 31,2009 $ 1,329 

The major components of the increase in Gross Margin, defined as revenues less the related direct cost of fuel, 
including consumption of chemicals and emissions allowances, and purchased power were as follows: 

o Retail Margins increased $549 million primarily due to the following: 
o Successful rate proceedings in our service territories which include: 

e A $1 87 million increase related to the PUCO’s approval of our Ohio ESPs. 
e A $170 million increase related to base rates and recovery of E&R costs in Virginia and construction 

financing costs in West Virginia. 
e A $75 million net rate increase for PSO. 
e A $42 million net rate increase for I&M. 
0 A $50 million net rate increase in our other jurisdictions. 

o A $201 million increase in fuel margins in Ohio primarily due to the deferral of fuel costs by CSPCo and 
OPCo in 2009. The PTJCO’s March 2009 approval of CSPCo’s and OPCo’s ESPs allows for the deferral 
of fuel and related costs related to the ESP period. 

o A $102 million increase due to the December 2008 provision for refund of off-system sales margins as 
ordered by the FERC related to the SlA. 

o A $68 million increase due to lower PJM and other costs as the result of lower generation sales. 
These increases were partially offset by: 

A $214 million decrease in margins from industrial sales due to reduced operating levels and suspended 
operations by certain large industrial customers in our service territories. 
A $78 million decrease in fuel margins due to higher fuel and purchased power costs related to the Cook 
Plant TJnit 1 shutdown. This decrease in fuel margins was offset by a corresponding increase in Other 
Revenues as discussed below. 
A $52 million decrease in weather-related usage primarily due to a 14% decrease in cooling degree days 
in our eastern service territory. 
A $29 million decrease related to favorable coal contract amendments in 2008. 
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c Margins from Off-system Sales decreased $333 million primarily due to lower physical sales volumes and 
lower margins in our eastern service territory reflecting lower market prices, partially offset by higher 
trading and marketing margins. 
Transmission Revenues increased $2.5 million primarily due to increased rates in the ERCOT and SPP 
regions. 
Other Revenues increased $198 million primarily due to the Cook Plant accidental outage insurance 
proceeds of $185 million which ended when Unit I returned to service in December 2009. I&M reduced 
customer bills by approximately $78 million in 2009 for the cost of replacement power resulting during the 
outage period. This decrease in insurance proceeds was offset by a corresponding increase in Retail 
Margins as discussed above. 

o 

e 

Total Expenses and Other and Income Tax Expense changed between years as follows: 

Other Operation and Maintenance expenses increased $46 million primarily due to the following: 
e The 2008 deferral of $74 million of previously expensed Oklahoma ice storm costs resulting from an 

OCC order approving recovery of January and December 2007 ice storm expenses. 
c A $64 million increase in administrative and general expenses primarily for employee benefits. 
e A $48 million increase in storm restoration expenses due to the December 2009 winter storm in 

Tennessee, Virginia arid West Virginia. 
e A $32 inillion increase in demand side management, energy efficiency and vegetation management 

programs. 
o A $29 million increase in recoverable transmission service expenses. 
e A $14 million increase due to the completion of reliability deferrals in Virginia in December 2008 and 

the decrease of environmental deferrals in Virginia in 2009. 
These increases were partially offset by: 
e A $67 million decrease in distribution and customer account expenses. 
e A $5 1 million decrease in transmission expenses related to cost recovery rider amortization in Ohio arid 

rate adjustment clause deferrals in Virginia. 
0 A $43 million decrease in other operating expenses including lower charitable contributions. 
o A $39 million decrease in RTO fees, forestry and other transmission expenses. 
o A $1.5 Inillion decrease in plant outages and other plant operating and maintenance expenses, including 

lower removal costs. 
Depreciation and Amortization increased $1 1 1 million primarily due to higher depreciable property 
balances as the result of environmental improvements placed in service at OPCo and various other property 
additions and higher depreciation rates for OPCo related to shortened depreciable lives for certain 
generating facilities. 
Interest and Investment Income decreased $38 inillion primarily due to lower interest income related to 
federal income tax refunds filed with the R S  and the recognition of other-than-temporary losses related to 
equity investments held by our protected cell of EIS in 2009. 
Carrying Costs Income decreased $36 million primarily due to the Completion of reliability deferrals in 
Virginia in December 2008 and the decrease of environmental deferrals in Virginia in 2009. 
Allowance for Equity Funds Used During Construction increased $37 million as a result of construction 
at SmPCo’s  Turk Plant and Stall TJnit and the reapplication of “Regnlated Operations” accounting 
guidance for the generation portion of SWEPCo’s Texas retail jnrisdiction effective the second quarter of 
2009. 
Interest Expense increased $1 million primarily due to a $52 million increase in interest expense related to 
increased long-term debt borrowings partially offset by interest expense of $47 million recorded in 2008 
related to the 2008 SLA adjustment for off-system sales margins in accordance with the F%RC’s 2008 order. 
Income Tax Expense increased $38 million primarily due to an increase in pretax book income offset by 
the regulatory accounting treatment of state income taxes and other hook/tax differences which are 
accounted for on a flow-through basis. 
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AEP RIVER OPERATIONS 

2010 Coinpared to 2009 

Income Before Discontinued Operations and Extraordinary L,oss from our AEP River Operations segment decreased 
from $47 million in 2009 to $37 million in 2010 primarily due to expenses related to cost reduction initiatives, 
increased interest expense on new equipment financing, a property casualty loss in 2010 and a gain on the sale of 
two older towboats in 2009. 

2009 Compared to 2008 

Income Before Discontinued Operations and Extraordinary Loss from our AEP River Operations segment decreased 
from $5.5 million in 2008 to $47 million in 2009 primarily due to lower revenues as a result of a weak import 
market. 

GENERATION AND MARKETING 

2010 Compared to 2009 

Income Before Discontinued Operations and Extraordinary Loss from our Generation and Marketing segment 
decreased from $41 million i n  2009 to $2.5 million in 2010 primarily due to reduced inception gains from ERCOT 
marketing activities, reduced plant performance due to lower power prices in ERCOT, partially offset by positive 
hedging activities on our generation assets and increased income from our wind farm operations. 

2009 Compared to 2008 

Income Before Discontinued Operations and Extraordinary Loss from our Generation and Marketing segment 
decreased from $65 million in 2008 to $41 million in 2009 primarily due to lower gross margins at the Oldaunion 
Generating Station as a result of lower power prices in ERCOT and decreased generation froin our wind farm 
operations. 

ALL OTHER 

2010 Compared to 2009 

Income Before Discontinued Operations and Extraordinary Loss from All Other increased froin a loss of $47 
million in 2009 to a loss of $45 million in 2010 primarily due to gains on the sale of our remaining shares of 
Intercontinental Exchange, Lnc. (ICE) and a decrease in various parent related expenses partially offset by a 
contribution to AEP’s charitable foundation and losses on the sales of assets. 

2009 Compared to 2008 

Income Before Discontinued Operations and Extraordinary Loss from All Other decreased from income of $1 33 
million in 2008 to a loss of $47 inillion in 2009. In 2008, we had after-tax income of $1 64 million from a litigation 
settlement of a purchase power and sale agreement with TEM. 

AEP SYSTEM INCOME TAXES 

2010 Compared to 2009 

Income Tax Expense increased $68 million in comparison to 2009 primarily due to the regulatory accounting 
treatment of state income taxes, other book/tax differences which are accounted for on a flow-through basis and the 
tax treatment associated with the future reimbursement of Medicare Part D retiree prescription drug benefits, offset 
in part by a decrease in pretax book income. 
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2009 Compared to 2008 

Income Tax Expense decreased $67 million in comparison to 2008 primarily due to a decrease in pretax book 
income and the regulatory accounting treatment of state income taxes and other booWtax differences which are 
accounted for on a flow-through basis. 

FINANCIAL CONDITION 

We measure our financial condition by the strength of our balance sheet and the liquidity provided by our cash 
flows. Target debt to equity ratios are usually maintained for each subsidiary and often credit arrangements contain 
ratios as covenants that must be met for borrowing to continue. 

LIQUIDITY AND CAPITAL RESOURCES 

Debt a id  Equity Capitalization 

December 31, 

(dollars in millions) 
2009 --- ""1- - 2010 

" --- -- 

Long-term Debt, including amounts due within one year $ 16,8 1 1 52.8 % $ 17,498 56.8 % 
Short-term Debt 1,346 4.2 126 0.4 
Total Debt 18,157 57.0 17,624 57.2 
Preferred Stock of Subsidiaries 60 0.2 61 0.2 
AEP Common Equity I_ 13,622 42.8 13,140 42.6 

-_.- 

1"_" 

Total Debt and Equity Capitalization $ 31,839 100.0 % $ 30,825 100.0 % 

Our ratio of debt-to-total capital decreased from 57.2% in 2009 to 57% in 2010 primarily due to an increase in 
common equity. 

Liquidity 

Liquidity, or access to cash, is an important Factor in determining our financial stability. We believe we have 
adequate liquidity under our existing credit facilities. At December 31, 2010, we had $3.4 billion in aggregate credit 
facility coinmitments to support our operations. Additional liquidity is available from cash from operations and a 
sale of receivables agreement. We are committed to maintaining adequate liquidity. We generally use short-term 
borrowings to fund working capital needs, property acquisitions and construction until long-term funding is 
arranged. Sources of long-term funding include issuance of long-term debt, sale-leaseback or leasing agreements or 
cormnon stock. 

Credit Facilities 

We manage o~ir  liquidity by maintaining adequate external financing commitments. At December 3 1, 2010, our 
available liquidity was approximately $2.5 billion as illustrated in the table below: 

Amount Maturity - 
(in millions) 

Commercial Paper Backup: 
Revolving Credit Facility $ 1,454 April 20 12 
Revolving Credit Facility 1,500 June 20 13 

Revolving Credit Facility 
1- 47 8 April 201 1 

Total 3,432 
294 

Total Liquidity Sources 3,726 
L,ess: AEP Commercial Paper Outstanding 650 

60 1 

Cash and Cash Equivalents ___I_-_- 

I-.-- 
Letters of Credit Issued 

Net Available Liquidity $ 2,475 
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We have credit facilities totaling $3.4 billion, of which two $1 .S billion credit facilities support our commercial 
paper program. In June 2010, we terminated one of the $1.5 billion credit facilities that was scheduled to mature in 
March 201 1 and replaced it with a new $1.5 billion credit facility which matures in 2013. These credit facilities also 
allow LIS to issue letters of credit in an amount up to $1.35 billion. In June 2010, we also reduced the credit facility 
that matures in April 201 1 from $627 million to $478 million. This facility is fully utilized for letters of credit 
providing liquidity support for Pollution Control Bonds. In March 201 1, we intend to replace the revolving credit 
facility of $478 million with bilateral letters of credit or refinance the bonds. We may redeem some portion of the 
Pollution Control Bonds supported by the facility. 

We use our commercial paper program to meet the short-term borrowing needs of the subsidiaries. The program is 
used to fund both a TJtility Money Pool, which funds the utility subsidiaries, and a Nonutility Money Pool, which 
funds the majority of the nonutility subsidiaries. In addition, the program also funds, as direct borrowers, the short- 
term debt requirements of other subsidiaries that are not participants in either money pool for regulatory or 
operational reasons. The maxiinum amount of coinrnercial paper outstanding during 2010 was $868 million. The 
weighted-average interest rate for our commercial paper during 20 10 was 0.43%. 

Securitized Accoioits Receivables 

In 201 0, we renewed our receivables securitization agreement. The agreement provides a commitment of $750 
million from bank conduits to purchase receivables. A commitment of $375 million expires in July 201 1 and the 
reinaining commitment of $375 million expires in July 2013. We intend to extend or replace the agreement expiring 
in July 201 I on or before its maturity. 

Deht Covenatits a i d  Borrowing Limitations 

Our revolving credit agreements contain certain covenants and require us to maintain O L I ~  percentage of debt to total 
capitalization at a level that does not exceed 67.5%. The method for calculating outstanding debt and capitalization 
is contractually defined in oiir revolving credit agreements. At December 3 1, 2010, this contractually-defined 
percentage was 53.3%. Nonperformance under these covenants could result in an event of default under these credit 
agreements. At December 31, 2010, we complied with all of the covenants contained in these credit agreements. In 
addition, the acceleration of our payment obligations, or the obligations of certain of our major subsidiaries, prior to 
maturity under any other agreement or instrument relating to debt outstanding in excess of $50 million, would cause 
an event of default under these credit agreements and in a majority of O L I ~  non-exchange traded commodity contracts 
which would permit the lenders and counterparties to declare the outstanding amounts payable. However, a default 
under our non-exchange traded commodity contracts does not cause an event of default under our revolving credit 
agreements. 

The revolving credit facilities do not permit the lenders to refuse a draw on any facility if a material adverse change 
occ11rs. 

Utility Money Pool borrowings and external borrowings may not exceed amounts authorized by regulatory orders. 
At December 31,2010, we had not exceeded those authorized limits. 

Divided Policy and Restrictions 

The Board of Directors declared a quarterly dividend of $0.46 per share in January 201 1. Future dividends may 
vary depending upon our profit levels, operating cash flow levels and capital requirements, as well as financial and 
other business conditions existing at the time. Our income derives from our common stock equity in the earnings of 
our utility subsidiaries. Various fiiiancing arrangements, charter provisions and regulatory requirements may 
impose certain restrictions on the ability of our utility subsidiaries to transfer funds to us in the form of dividends. 

We have the option to defer interest payments on the AEP Junior Subordinated Debentures for one or more periods 
of up to 10 consecutive years per period. During any period in which we defer interest payments, we may not 
declare or pay any dividends or distributions on, or redeem, repurchase or acquire, our common stock. 

We do not believe restrictions related to our various financing arrangements, charter provisions and regulatory 
requirements will have any significant impact on Parent’s ability to access cash to meet the payment of dividends on 
its common stock. 
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Credit Katiiigs 

We do not have any credit arrangements that would require inaterial changes in payment schedules or terminations 
as a result of a credit downgrade, but our access to the commercial paper market may depend on our credit ratings. 
In addition, downgrades in our credit ratings by one of the rating agencies could increase our borrowing costs. 
Counterparty concerns about the credit quality of AEP or its utility subsidiaries could subject us to additional 
collateral demands under adequate assurance clauses under our derivative and non-derivative energy contracts. 

CASH FL,OW 

Managing our cash flows is a major factor in maintaining our liquidity strength. 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
490 $ 411 $ 178 -. $ Cash and Cash Equivalents at Beginning of Period 

Net Cash Flows from Operating Activities 2,662 2,475 2,581 
Net Cash Flows Used for Investing Activities (2,523) (2,9 16) (4,027) 
Net Cash Flows from (Used for) Financing Activities (335) ”- 

- 

520 1,679 
Net Increase (Decrease) in Cash and Cash Equivalents - (1 96) 79 233 
Cash and Cash Equivalents at End of Period $ 294 $ 490 $ 41 1 

Cash from operations and short-term borrowings provides working capital and allows us to meet other short-term 
cash needs. 

Operating Activities 

Net iiicome 
Depreciation and Amortization 
Other 
Net Cash Flows from Operating Activities 

Years Ended December 31, 

(in millions) 
$ 1,218 $ 1,365 $ 1,388 

1,641 1,597 1,483 

2009 2008 - 2010 

( 197) (487) (290) 
$ 2,662 $ 2,475 $ 2,58 1 

Net Cash Flows from Operating Activities were $2.7 billion in 2010 consisting primarily of Net Income of $1.2 
billion and $1.6 billion of noncash Depreciation and Amortization. Other changes represent items that had a current 
period cash flow impact, such as changes in working capital, as well as items that represent future rights or 
obligations to receive or pay cash, such as regulatory assets and liabilities. Other includes a $656 inillioii increase in 
securitized receivables under the application of new accounting guidance for “Transfers and Servicing” related to 
our sale of receivables agreement. Significant changes in other items include an increase in under-recovered fuel 
primarily due to the defeiral of fuel under the FAC in Ohio and higher fuel costs in Oklahoma, accrued tax benefits 
and the favorable impact of a decrease in fuel inventory. Deferred income Taxes increased primarily due to a 
change in tax versus book temporary differences from operations. Accrued Taxes, Net increased primarily as a 
result of the receipt of a federal income tax refund of $419 million related to a net operating loss in 2009 that was 
carried back to 2007 and 2008. We also contributed $500 million to our qualified pension trust in 2010. 

Net Cash Flows from Operating Activities were $2.5 billion in 2009 consisting primarily of Net Income of $1.4 
billion and $1.6 billion of noncash Depreciation and Amortization. Other represents items that had a current period 
cash flow impact, such as changes in working capital, as well as items that represent future rights or obligations to 
receive or pay cash, such as regulatory assets and liabilities. Significant changes in other items include the negative 
impact on cash of an increase in coal inventory reflecting decreased customer demand for electricity, an increase in 
under-recovered fuel primarily in Ohio and West Virginia and an increase in accrued tax benefits resulting from a 
net income tax operating loss in 2009. Deferred income Taxes increased primarily due to the American Recovery 
and Reinvestment Act of 2009 extending bonus depreciation provisions, a one-time change in tax accounting 
method and an increase in tax versus book temporary differences from operations. 
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Net Cash Flows from Operating Activities were $2.6 billion in 2008 consisting primarily of Net Income of $1.4 
billion and $1 .5 billion of noncash Depreciation and Amortization. Other changes represent items that had a cnrrent 
period cash flow impact, such as changes in working capital, as well as items that represent future rights or 
obligations to receive or pay cash, such as regulatory assets and liabilities. Net Cash Flows from Operating 
Activities increased in 2008 due to the TEM settlernent. Under-recovered fuel costs and fuel, materials and supplies 
inventories increased working capital requirements due to the higher cost of coal and natural gas. Deferred Income 
Taxes increased primarily due to the enactment of the Economic Stiinulus Act which enhanced expensing 
provisions for certain assets placed in service in 2008 and provided for a 50% bonus depreciation provision for 
certain assets placed in service in 2008. 

Itivestiiig Activities 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
Construction Expenditures $ (2,345) $ (2,792) $ (3,800) 
Acquisitions of Nuclear Fuel (91) ( 169) (192) 

Proceeds from Sales of Assets 187 27 8 90 
35 

Net Cash Flows Used for Investing Activities $ (2,523) $ (2,916) $ (4,027) 

Net Cash Flows Used for Investing Activities were $2.5 billion in 2010 primarily due to Construction Expenditures 
for environmental, new generation, distribution and transmission investments. Proceeds from Sales of Assets in 
2010 include $139 million for sales of Texas transmission assets to ETT. 

Acquisitions of Assets (155) ( 1 04) ( 1 60) 

Other (11 9, ( 1 2 2  ”.”____ 

Net Cash Flows IJsed for lnvesting Activities were $2.9 billion in 2009 primarily due to Construction Expenditures 
for our new generation, environmental and distribution investments. Proceeds from Sales of Assets in 2009 includes 
$104 million relating to the sale of a portion of Turk Plant to joint owners as planned and $95 million for sales of 
Texas transmission assets to ETT. 

Net Cash Flows IJsed for Investing Activities were $4 billion in 2008 primarily due to Construction Expenditures 
for distribution, environmental and new generation investments. 

Firiniiciiig Activities 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
Issuance of Common Stock, Net 
Issuance/Retirement of Debt, Net 
Dividends Paid on Common Stock 

$ 93 $ 1,728 $ 159 
497 (360) 2,266 

(824) (7%) (666) 
Other (101) (90) (80) 
Net Cash Flows from (Used for) Financing Activities $ (335) $ 520 $ 1,679 

Net Cash Flows Used for Finalicing Activities were $335 million in 2010. Our net debt isstmiices were $497 
million. The net issuances included issuances of $952 million of notes and $326 million of pollution control bonds, 
a $531 million increase in commercial paper outstanding and retirements of $1.6 billion of notes, $148 million of 
securitization bonds and $222 million of pollution control bonds. Our short-term debt securitized by receivables 
increased $656 million under the application of new accounting guidance for “Transfers and Servicing” related to 
our sale of receivables agreement. We paid common stock dividends of $824 million. 

Net Cash Flows from Financing Activities were $520 million in 2009. Issuance of Common Stock, Net of $1.7 
billion is comprised of our issuance of 69 million shares of common stock with net proceeds of $1.64 billion and 
additional shares through our dividend reinvestment, employee savings and incentive programs. Our net debt 
retirements were $360 million. The net retirements included the repayment of $2 billion outstanding under our 
credit facilities and retirement of $816 million of long-term debt and isstlances of $1.9 billion of senior unsecured 
and debt notes and $43 1 million of pollution control bonds. We paid common stock dividends of $758 million. 
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Net Cash Flows from Financing Activities were $1.7 billion in 2008 primarily due to the borrowing under our credit 
facility to provide liquidity during the 2008 credit market. We paid common stock dividends of $666 million. 

The following financing activities occurred during 20 I Or 

AEP Common Stock: 

e 

Debt: 

e 

In 201 1: 

e 

e 

e 

e 

0 

During 2010, we issned 3 million shares of coinmon stock under our incentive compensation, employee 
savings and dividend reinvestment plans and received net proceeds of $93 million. 

During 201 0, we issued approximately $1.3 billion of long-term debt, including $6.50 million of senior 
notes at interest rates ranging from 3.4% to 6.296, $150 million of senior notes at a variable interest rate, 
$326 inillion of pollution control revenue bonds at interest rates ranging from 2.875% to 5.375%, $84 
million of notes at a 4% interest rate and $68 million of notes at a variable interest rate. The proceeds 
from these issuances were used to fund long-term debt maturities and our construction programs. 
During 2010, we entered into $1 billion of interest rate derivatives and settled $172 million of such 
transactions. The settlements resulted in net cash payments of $6 million. As of December 3 1, 2010, we 
had in place $907 million of notional interest rate derivatives designated as cash flow and fair value 
hedges. 

In January 201 1, TCC retired $92 million of its oirtstanding Secirritization Bonds. 
In January 201 1, PSO issued $250 million of 4.4% Senior Unsecured Notes due 202 I .  
In January 20 1 1, PSO gave notice to retire $200 million of 6% Senior Unsecured Notes due in 2032 on 
February 28, 201 I .  
In February 2011, APCo issued $6.5 million of 2% Polliition Control Bonds due 2041 with a 20 
mandatory put date. 
We expect to refinance approximately $1 billion of the $1.3 billion of long-term debt that will mature 
201 1. 

2 

n 

BUDGETED CONSTRUCTION EXPENDITURES 

We forecast approximately $2.5 billion and $2.6 billion of coiistruction expenditures excluding AFUDC and 
capitalized interest for 201 1 and 2012, respectively. For 2012 through 2014, we forecast annual construction 
expenditures to average between $2.6 billion and $3.1 billion. The projected increases are generally the result of 
required environmental investment to coinply with Federal EPA rules and additional transmission spending. 
Estimated construction expenditures are subject to periodic review and modification and may vary based on the 
ongoing effects of regulatory constraints, environmental regulations, business opportunities, market volatility, 
economic trends, weather, legal reviews and the ability to access capital. We expect to fund these construction 
expenditures through cash flows from operations and financing activities. Generally, the subsidiaries use cash or 
short-term borrowings under the money pool to fund these expenditures until long-term funding is arranged. The 
estimated expenditures include amounts for completion of the Turk and Dresden Plants. Both plants are scheduled 
for completion in 201 2. We resumed work on Dresden in the first quarter of 201 1. The 201 I estimated construction 
expenditures include generation, transmission and distribution related investments, as well as expenditures for 
compliance with environmental regulations as follows: 

Budgeted 
Construction 
Expenditures 
(in millions) 

Environmental $ 223 
Generation 813 
Transmission 594 
Distribution 776 

100 Other 
Total $ 2,506 

2s 
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OFF-BALANCE SHEET ARRANGEMENTS 

In prior periods, under a limited set of circumstances, we entered into off-balance sheet arrangements for various 
reasons including accelerating cash collections, reducing operational expenses and spreading risk of loss to third 
parties. Our current guidelines restrict the use of off-balance sheet financing entities or structures to traditional 
operating lease arrangements and transfers of customer accounts receivable that we enter in the normal course of 
business. The following identifies significant off-balance sheet arrangements: 

AEP Credit 

AEP Credit has a receivables securitization agreement with bank conduits. Under this agreement, AEP Credit 
securitizes an interest in a portion of the receivables it acquires from affiliated utilities with the bank conduits and 
receives cash. Effective January 1, 2010, we record the receivables and debt related to AEP Credit on our 
Consolidated Balance Sheet. 

At December 31, 2009, AEP Credit had $631 million of securitized receivables outstanding. See “ASTJ 2009-16 
‘Transfers and Servicing’ (ASU 2009-1 6)’’ section of Note 2. 

Rockport Plaitt Unit 2 

AEGCo and I&M entered into a sale arid leaseback transaction in 1989 with Wilrnington Trust Company (Owner 
Trustee), an unrelated unconsolidated trustee for Rockport Plant IJnit 2 (the Plant). The Owner Trustee was 
capitalized with equity from six owner participants with no relationship to AEP or any of its subsidiaries and debt 
from a syndicate of banks and certain institutional investors. The future minimum lease payments for each company 
are $887 rnillion as of December 31, 2010. 

The gain from the sale was deferred and is being amortized over the term of the lease, which expires in 2022. The 
Owner Trustee owns the Plant and leases it to AEGCo and I&M. Our subsidiaries account for the lease as an 
operating lease with the future payment obligations included in Note 13. The lease term is for 33 years with 
potential renewal options. At the end of the lease term, AEGCo and I&M have the option to renew the lease or the 
Owner Trustee can sell the Plant. We, as well as our subsidiaries, have no ownership interest in the Owner Trustee 
and do not guarantee its debt. 

Railcars 

In June 2003, we entered into an agreement with BTM Capital Corporation, as lessor, to lease 87.5 coal-transporting 
aluminum railcars. The initial lease term was five years with three consecutive five-year renewal periods for a 
maximum lease term of twenty years. We intend to maintain the lease for the full lease term of twenty years via the 
renewal options. The lease is accounted for as an operating lease. The future minimum lease obligation is $36 
million for the remaining railcars as of December 31,2010. Under a return-and-sale option, the lessor is guaranteed 
that the sale proceeds will equal at least a specified lessee obligation amount which declines with each five year 
renewal. At December 31, 2010, the maximum potential loss was approximately $25 million ($17 million, net of 
tax) assuming the fair value of the equipment is zero at the end of the current five-year lease term. However, we 
believe that the fair value WOUM produce a sufficient sales price to avoid any loss. We have other railcar lease 
arrangements that do not utilize this type of financing structure. 
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CONTRACTUAL OBLIGATION INFORMATION 

Our contractual cash obligations include amounts reported on the Consolidated Balance Sheets and other obligations 
disclosed in our footnotes. The following table summarizes our contractual cash obligatiolis at December 3 1, 2010: 

Payments Due by Period 

Contractual Cash Obligations 

Short-term Debt (a) 
Interest 011 Fixed Rate Portion of L,ong-term 

Fixed Rate Portion of L,ong-term Debt (c) 
Variable Rate Portion of L,ong-term Debt (d) 
Capital Lease Obligations (e) 
Noncancelable Operating Leases (e) 
Fuel Purchase Contracts (f) 
Energy and Capacity Purchase Contracts (g) 
Construction Contracts for Capital Assets (h) 
Total 

Debt (b) 

Less Than After 
Total 1 year 2-3 years 4-5 years 5 years - 

(in millions) 
$ 1,346 $ - $  - $  - $ 1,346 

909 
752 
557 
100 
306 

2,s 10 
69 

1,03 1 
--I - . ~ -  -- 

$ 7,880 $ 10[1.54 $ Si854 $ 28:322 $ 55,210 

1,709 
2,009 

1 so 
159 
547 

3,974 
199 

1.407 

1,467 7,778 1 1,863 
2,43 1 10,947 16,139 

707 
106 286 65 1 
467 1,349 2,669 

2,543 3,718 13,045 
204 1,101 1,573 

1.636 3.143 7.2 17 

Represents principal only excluding interest. 
Interest payments are estimated based on filial maturity dates of debt securities outstanding at December 3 1, 
20 10 and do not reflect anticipated future refinancing, early redemptions or debt issuances. 
See “Long-term Debt” section of Note 14. Represents principal only excluding interest. 
See “L,ong-term Debt” section of Note 14. Represents principal only excluding interest. Variable rate debt 
had interest rates that ranged between 0.29%-and 1.3 1% at December 3 1,2010. 
See Note 13. 
Represents contractual obligations to purchase coal, natural gas, uranium and other consumables as fuel for 
electric generation along with related transportation of the fuel. 
Represents contractual obligations for energy and capacity purchase contracts. 
Represents only capital assets for which we have signed contracts. Actual payments are dependent upon 
and may vary significantly based upon the decision to build, regulatory approval schedules, timing and 
escalation of project costs. 

$1 19 million liability related to uncertainty in Income Taxes is not included above because we cannot 
reasonably estimate the cash flows by period. 

OLIV pension funding requirements are not included in the above table. As of December 31, 2010, we expect to 
make contributions to our pension plans totaling $158 million in 20 1 1 . Estimated contributions of $1.58 million in 
2012 and $158 million in 2013 may vary significantly based on market returns, changes in actuarial assumptions 
and other factors. Based upon the benefit obligation and fair value of assets available to pay pension benefits, our 
pension plans were 80.3% funded as of December 3 1,20 10. 
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In addition to the amounts disclosed in the contractual cash obligations table above, we make additional 
commitments in the normal course of business. These commitments inclride standby letters of credit, guarantees for 
the payment of obligation performance bonds and other commitments. At December 3 1, 2010, our commitments 
outstanding under these agreements are summarized in the table below: 

Amount of Commitment Expiration Per Period 

Less Than After 
1 year 2-3 years 4-5 years 5 years Total 

(in millions) 
- -~ -- Other Commercial Commitments 

Standby L,etters of Credit (a) $ 601 $ - $  - $  - $  60 1 
Guarantees of the Performance of Outside Parties (b) 65 6.5 

1,457 18 20 41 1,536 Guarantees of Our Performance (c) 
Total Commercial Commjtments $ 2,058 $ 18 $ 20 $ 106 $ 2,202 

(a) 

- , - . ~ . _  ~ - . -  -”.-I - . - ~  

We cntcr into standby letters of crcdit (LOCs) with third parties. These LOCs cover items such as gas and electricity 
risk management contracts, construction contracts, iiisurance programs, security deposits, debt service reserves and 
variable rate Pollution Control Bonds. AEP, on behalf of our subsidiaries, and/or the subsidiaries issued all of these 
LOCs in the ordinary course of business. There is no collateral held in relation to any guarantees in  excess of our 
ownership pcrcentages. In the event any LOC is drawn, there is no recourse to third parties. The maximum future 
payments of these LOCs are $601 nlillion with maturities ranging froiii January 201 1 to November 201 1. See “L,etters 
of Credit” section of Note 6. 
See “Guarantees of Third-party Obligations” section of Note 6. 
We issued performance guarantees and indemnifications for energy trading and various sale agreerncnts. 

(b) 
(c) 

SIGNIFICANT TAX LEGISLATION 

The American Recovery and Reinvestment Tax Act of 2009 provided for several new grant programs, expanded tax 
credits and extended the SO% bonus depreciation provision enacted in the Economic Stiinulus Act of 2008. The 
Small Business Jobs Act, enacted in September 2010, included a one-year extension of the SO% bonus depreciation 
provision. The Tax Relief, Unemployment Insurance Reauthorization and the Job Creation Act of 2010 extended 
the life of research and development, employment and several energy tax credits originally scheduled to expire at 
the end of 2010. In addition, this act extended the time for claiming bonus depreciation and increased the deduction 
to 100% starting in September 2010 through 201 1 and decreasing the deduction to SO% for 2012. 

These enacted provisions will have no inaterial impact on net income or finaricial condition but will have a 
favorable impact on cash flows in 201 1 and are expected to result in material future cash flow benefits. 

TRANSMISSION INITIATIVES 

AEP Traiismissioiz Coinpniiy, LdLC (Utility Operations segment) 

In 2006, we formed AEP Transmission Company, LLC (AEP Transco). In 2009, AEP Transco formed seven 
wholly-owned transmission companies. Upon approval of FERC interim rates, the txansmission companies began 
recognizing revenues in July 2010 for their respective investments in PJM and SPP. The transmission companies 
have been established in Ohio, Oklahoma and Michigan. Applications for establishment of AEP Kentucky 
Transmission Company, Inc. and AEP West Virginia Transmission Company, Inc. have been filed with the KPSC 
and the WVPSC, respectively, and are pending approval. Other filings with commissions will be made in 201 1. 
These seven companies consist of: 

AEP East Transmission companies: 

0 

0 

0 

0 

AEP Appalachian Transmission Company, Inc. (covering Virginia) 
AEP Indiana Michigan Transmission Company, Inc. 
AEP Kentucky Transinission Company, Inc. 
AEP Ohio Transmission Company, Inc. 
AEP West Virginia Transmission Company, Inc. 

AEP West Transmission companies: 

0 

AEP Oklahoma Transmission Company, Inc. 
AEP Southwestern Transmission Company, Inc. (covering Arkansas and L,ouisiana) 
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AEPSC and other AEP subsidiaries provide services to the transmission companies through service agreements. 
Therefore, the transmission companies do not have any employees. 

AEP Transco owns all of the transmission companies’ equity. The transmission companies do not have outstanding 
debt arid have not received capital contributions. All of the transmission companies’ capital needs are provided by 
Parent and AEP Transco. For the transmission companies listed above, we forecast approxiinately $1 60 million of 
construction expenditures for 201 1. 

Joint Venture Iiiitiatives (Utility Operations seginent) 

We are currently participating in the following joint venture initiatives: 

Total AEP’s Equity 

Projected Project Costs Investment at 
Project Completion Owners at December 31, 

Estimated Method 

Name Location Date (Ownership %) Completion 2010 

ETT Texas 2017 MEHC Tcxas $ 3,100,000 (a) !$ 110,323 
(in thousands) 

(ERCOT) Transco, LL,C (50%) 
AEP (50%) 

PATH (b) West 20 I5 (c) Allegheny Encrgy (50%) 2,100,000 (d) 2562 I 
Virginia AEP (50%) 

Prairie Wind Kansas 2014 Westar Energy (50%) 225,000 
ETA (50%) (f) 

784 

Pioneer Indiana 2016 Duke Energy (50%) 1,000,000 

Approved 
Return on 
- Equity 

9.96 % 

14.3 % (e) 

12.8 % 

12.54 % 
AEP (50%) 

In addition to ETT’s current total estimated prqject costs of $3.1 billion, ETT plans to invcst i n  additional transmission 
projects in ERCOT over the next several years. Future prqjects will be evaluated on a case-by-case basis. 
In September 2007, AEP Transmission Holding Company, L,L,C and AET PATH Company, LLC, a subsidiary of 
Allegheny Energy, Inc., formed a joint venture by creating Potomac-Appalachian Transmission Highline, LLC (PATH) 
and its subsidiaries. The PATH subsidiaries will operate as transmission utilities owning certain electric transmission 
assets within PJM. 
PJM has directed the construction of the PATH Pro,ject and placement of the prqject into service by June 2015, at the 
latest. 
PATH consists of the “West Virginia Series,” which is owned equally by subsidiaries of Allegheny Energy Inc. and AEP, 
and the “Allegheny Series” which is wholly-owned by a subsidiary of Allegheny Energy Inc. The total prqject is 
estimated to cost approximately $2.1 billion. Our estimated share of the project cost is approximately $700 million. In 
February 201 1, the “Ohio Series” was dissolved, which was owned equally by subsidiaries of Allegheny Energy Inc. and 
AEP. 
An October 20 10 FERC order set the 14.3% return on equity for hearing. 
Electric Transmission America, LL,C (ETA) is a SOL50 ,joint venture with MidAmerican Energy Holdings Company 
(MEHC) America Transco, L,L,C ancl AEP Transmission Holding Company, L,LC. ETA will be utilized as a vehicle to 
invest in selectecl transmission projects located in North America, outside of ERCOT. AEP Transmission Holding 
Company, LLC owns 25% of Prairie Wind through its ownership interest in ETA. 

For our joint ventures listed above, we forecast approximately $1 13 inillion of equity contributions in 201 1 to 
support construction and other expenditures. 

MINE SAFETY INFORMATION 

The Federal Mine Safety and Health Act of 1977 (Mine Act) imposes stringent health and safety standards on 
various mining operations. The Mine Act and its related regulations affect numerous aspects of mining operations, 
including training of mine personnel, mining procedures, equipment used in mine emergency procedures, mine 
plans and other matters. S W P C o ,  throiigh its ownership of DHLC, CSPCo, through its ownership of Conesville 
Coal Preparation Company (CCPC), and OPCo, through its use of the Conner Run fly ash impoundment, are subject 
to the provisions of the Mine Act. 
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The Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act) requires companies that 
operate mines to include in their periodic reports filed with the SEC, certain mine safety information covered by the 
Mine Act. DHLC, CCPC and Conner RLUI received the following notices of violation and proposed assessments 
under the Mine Act for the quarter ended December 3 1, 20 10: 

DHLC CCPC Comer Run 
NLimber of Citations for Violations of Mandatory Health or 

Safety Standards under 104 '* I 
NLimber of Orders Issued under 104(b) :k 
Number of Citations and Orders for Unwarrantable Failure 

to Comply with Mandatory Health or Safety Standards under 
104(d) 'I' 

Nnmber of Flagrant Violations under 110(b)(2) 'I: 
Number of Imminent Danger Ortlers ISSLIC~  under 107(a) 
Total Dollar Value of Proposed Assessments $ 1,026 $ 
Number of Mining-related Fatalities 

:$ References to sections under the Mine Act 

- $  

DHLC currently has two legal actions pending before the Mine Safety and Health Administration (MSHA) 
challenging four violations issued by MSHA following an employee fatality in March 2009. 

CRITICAL ACCOUNTING POLICIES AND ESTIMATES, NEW ACCOUNTING PRONOUNCEMENTS 

CRITICAL, ACCOUNTING POLICIES AND ESTIMATES 

The preparation of financial statements in accordance with GAAP requires us to make estimates and assumptions 
that affect reported amounts and related disclosures, including amounts related to Iegal matters and contingencies. 
We consider an accounting estimate to be critical if: 

0 It requires assumptions to be made that were uncertain at the time the estimate was made; and 
Changes in the estimate or different estimates that could have been selected could have a inaterial effect on 
OUT consolidated net income or financial condition. 

We discuss the development and selection of critical accounting estimates as presented below with the Audit 
Committee of AEP's Board of Directors and the Audit Committee reviews the disclosure relating to them. 

We believe that the current assumptions and other considerations used to estimate amounts reflected in our 
consolidated financial statements are appropriate. However, actual results can differ significantly from those 
estimates. 

The sections that follow present information about our critical accounting estimates, as well as the effects of 
hypothetical changes in the material assumptions used to develop each estimate. 

Regiilatory Accoriiitiiig 

Nature oj Estimates Reqiiired 

Our consolidated financial statements reflect the actions of regulators that can result in the recognition of revenues 
and expenses in different time periods than enterprises that are not rate-regulated. 

We recognize regulatory assets (deferred expenses to be recovered in the future) and regrrlatory liabilities (deferred 
future revenue reductions or refunds) for the economic effects of regulation. Specifically, we match the timing of 
our expense recognition with the recovery of such expense in regulated revenues. Likewise, we match income with 
the regirlated revenues from our customers in the same accounting period. We also record liabilities for refunds, or 
probable refunds, to customers that have not been made. 
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Assumptions a id  Approach IJsed 

When incurred costs are probable of recovery through regulated rates, we record them as regulatory assets on the 
balance sheet. We review the probability of recovery at each balance sheet date and whenever new events occur. 
Examples of new events include changes in the regulatory environment, issuance of a regulatory commission order 
or passage of new legislation. The assumptions and judgments used by regulatory airthoiities continue to have an 
impact on the recovery of costs, rate of return earned on invested capital and timing and amouiit of assets to be 
recovered through regulated rates. If recovery of a regulatory asset is no longer probable, we write off that 
regulatory asset as a charge against earnings. A write-off of regulatory assets may also reduce future cash flows 
since there will be no recovery through regulated rates. 

Effect f Difereiit Assimiptioiis Used 

A change in the above assumptions may result in a material impact on our net income. Refer to Note 5 for further 
detail related to regulatory assets and liabilities. 

Revenue Recogiz ition - Uitbilled Revenues 

Nature of Estimates Reqirired 

We record revenues when energy is delivered to the customer. The determination of sales to individual customers is 
based on the reading of their meters, which we perform on a systematic basis throughout the month. At the end of 
each month, amounts of energy delivered to customers since the date of the last meter reading are estimated and the 
corresponding unbilled revenue accrual is recorded. This estimate is reversed in the following month and actual 
revenue is recorded based on meter readings. In accordance with the applicable state commission regulatory 
treatment in hkansas, L,ouisiana, Oklahoma and Texas, PSO and SWEPCo do not record the fuel portion of 
unbilled revenue. 

The changes in unbilled electric utility revenues included in Revenue on our Consolidated Statements of Income 
were $46 million, $55 inillion and $72 million for the years ended December 31, 2010,2009 and 2008, respectively. 
The increases in unbilled electric revenues are primarily due to rate increases and changes in weather. Accrued 
unbilled revenues for the Utility Operations segment were $549 million and $503 millioii as of December 31, 2010 
and 2009, respectively. 

Asswizptions mid Approach Used 

For each operating company, we compute the monthly estimate for unbilled revenues as net generation less the 
current month’s billed KWH plus the prior month’s unbilled KWH. However, due to meter reading issues, meter 
drift and other anomalies, a separate monthly calculation limits the unbilled estimate within a range of values. This 
limiter calculation is derived from an allocation of billed KWH to the current month and previous month, on a 
cycle-by-cycle basis, and by dividing the current month aggregated result by the billed KWH. The limits are 
statistically set at one standard deviation from this percentage to determine the upper and lower limits of the range. 
The unbilled estimate is compared to the limiter calculation and adjusted for variances exceeding the upper and 
lower limits. 

Effect $Different Assunzptions Used 

Significant fluctuations in energy demand for the unbilled period, weather, line losses or changes in the composition 
of customer classes could impact the accuracy of the unbilled revenue estimate. A 1% change in the limiter 
calculation when it is outside the range would increase or decrease unbilled revenues by I % of the accrued unbilled 
revenues. 
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Accoiiittirzg for Derivative Imtriimerzts 

Natirre of Estimates Required 

We consider fair value techniques, valuation adjustments related to credit and liquidity and judgments related to the 
probability of forecasted transactions occurring within the specified time period to be critical accounting estimates. 
These estimates are considered significant because they are highly susceptible to change from period to period and 
are dependent on inany sihjective factors. 

Assiiniptioiis and Approach Used 

We measure the fair values of derivative instruments and hedge instruments accounted for using MTM accounting 
based on exchange prices and broker quotes. If a quoted market price is not available, we estimate the fair value 
based on the best market information available including valuation models that estimate future energy prices based 
on existing market and broker quotes, supply and demand market data and other assumptions. Fair value estimates, 
based upon the best market information available, involve uncertainties and matters of signiticant judgment. These 
uncertainties include projections of macroeconomic trends and future commodity prices, including supply and 
demand levels and future price volatility. 

We reduce fair values by estimated valuation adjustments for items such as discounting, liquidity and credit quality. 
We calculate liquidity adjustments by utilizing bid/ask spreads to estimate the potential fair value impact of 
liquidating open positions over a reasonable period of time. We calculate credit adjustments on our risk 
management contracts using estimated default probabilities and recovery rates relative to our counterparties or 
counterparties with similar credit profiles and contractual netting agreements. 

With respect to hedge accounting, we assess hedge effectiveness and evaluate a forecasted transaction’s probability 
of occurrence within the specified time period as provided in the original hedge documentation. 

Effect i f  Diferent Assumptions llsed 

There is inherent risk in valuation modeling given the complexity and volatility of energy markets. Therefore, it  is 
possible that results in future periods may be materially different as contracts settle. 

The probability that hedged forecasted transactions will not occur by the end of the specified time period could 
change operating results by requiring amounts currently classified in Accumulated Other Comprehensive Income 
(L,oss) to be classified into operating income. 

For additional information regarding derivatives, hedging and fair value measurements, see Notes 10 and 1 1. See 
“Fair Value Measurements of Assets and Liabilities” section of Note 1 for fair value calculation policy. 

Long-Lived Assets 

Nature of Estimates Required 

In accordance with the requirements of “Property, Plant and Equipment” accounting guidance, we evaluate long- 
lived assets for impairment whenever events or changes in circumstances indicate that the carrying amount of any 
such assets may not be recoverable or the assets meet the held for sale criteria. We utilize a group composite 
method of depreciation to estimate the useful lives of long-lived assets as approved by our regulators. The 
evaluations of long-lived held and used assets may result from abandonments, significant decreases in the market 
price of an asset, a significant adverse change in the extent or manner in which an asset is being used or in its 
physical condition, a significant adverse change in legal factors or in the business climate that could affect the value 
of an asset, as well as other economic or operations analyses. If the carrying amount is not recoverable, we record 
an impairment to the extent that the fair value of the asset is less than its book value. For assets held for sale, an 
impairment is recognized if the expected net sales price is less than its book value. For regulated assets, an 
impairment charge could be offset by the establishment of a regulatory asset if rate recovery is probable. For 
nonregulated assets, any impairment charge is recorded against earnings. 
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Assuinptions and Approach IJsed 

The fair value of an asset is the amount at which that asset could be bought or sold in a current transaction between 
willing parties other than in a forced or liquidation sale. Quoted market prices in active markets are the best 
evidence of fair value and are used as the basis for the measurement, if available. In the absence of quoted prices 
for identical or similar assets in active markets, we estimate fair value using various internal and external valuation 
methods including cash flow projections or other market indicators of fair value such as bids received, comparable 
sales or independent appraisals. We perform depreciation studies to determine composite depreciation rates and 
related lives which are subject to periodic review by state regulatory commissions. The fair value of the asset could 
be different using different estimates and assumptions in these valuation techniques. 

EfSect if Lliffereiit Assiiinptiom Used 

In connection with the evaluation of long-lived assets in accordance with the requirements of “Property, Plant and 
Equipment” accounting guidance, the fair value of an asset can vary if different estimates and assumptions would 
have been used in our applied valuation techniques. The estimate for depreciation rates takes into account the 
history of interim capital replacements and the amount of salvage expected. In cases of impairment, we made our 
best estimate of fair value using valuation methods based on the most current information at that time. Fluctuations 
in realized sales proceeds versus the estimated fair value of the asset are generally due to a variety of factors 
including, but not limited to, differences in subsequent market conditions, the level of bidder interest, timing and 
terms of the transactions and our analysis of the benefits of the transaction. 

Peiisioii atad Other Postretirement Benefits 

We maintain a qualified, defined benefit pension plan (Qualified Plan), which covers substantially all nonunion and 
certain union employees, and unfunded, nonqualified supplemental plans (Nonqualified Plans) to provide benefits in 
excess of amounts permitted under the provisions of the tax law to be paid to participants in the Qualified Plan 
(collectively the Pension Plans). Additionally, we entered into individual employment contracts with certain current 
and retired executives that provide additional retirement benefits as a part of the Nonqualified Plans. We also 
sponsor other postretirement benefit plans to provide medical and life insurance benefits for retired employees 
(Postretirement Plans). The Pension Plans and Postretirement Plans are collectively the Plans. 

For a discussion of investment strategy, investment limitations, target asset allocations and the classification of 
investments within the fair value hierarchy, see “Investments Held in Trust for Future Liabilities” and “Fair Value 
Measurements of Assets and Liabilities” sections of Note 1. See Note 8 for information regarding costs and 
assumptions for employee retirement and postretirement benefits. 

The following table shows the net periodic cost of the Plans: 

Years Ended December 31, 

(in millions) 
200s -._I- 2010 I 2009 -..”..“--. Net Periodic Benefit ”- Cost -. -- 

Pension Plans $ 141 $ 96 $ 51 
Postretirement P h i s  111 141 80 

The net periodic benefit cost is calculated based upon a number of actuarial assumptions, including expected long- 
term rates of return on the Plans’ assets. In developing the expected long-term rate of return assumption for 201 1 ,  
we evaluated input from actuaries and investment consultants, including their reviews of asset class return 
expectations as well as long-term inflation assumptions. We also considered historical returns of the investment 
markets. We anticipate that the investment managers we employ for the Plans will invest the assets to generate 
future returns averaging 7.75% for the Qualified Plan and 7.5% for the Postretirement Plans. 
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The expected long-term rate of return on the Plans’ assets is based on onr targeted asset allocation and our expected 
investment returns for each investment category. Our assiimptions are summarized in the following table: 

Other Postretirement 
Pension Plans Benefit Plans 

Assumed1 A s s u m e r  
2011 Expected 2011 Expected 

Target Long-Term Target Long-Term 
Asset Rate of Asset Rate of 

Equity 
Rcal Estatc 
Fixed Income 
Other Investiiients 

Allocation ~ Return Allocation Return 
50 % 9.00 %I 66 %) 9.00 % 

5 %  7.60 % -% - %  
39 % 5.75 % 32 % 5.75 % 

5 %  10.50 % -% - %  
Cash and Cash Equivalents -_ 1 %  3.00 % 2 %  3.00 % 
Total 100 % 100 % 

We regularly review the actual asset allocation and periodically rebalance the investments to our targeted allocation. 
We believe that 7.75% for the Pension Plan and 7.5% for the Postretirement Plans are reasonable long-term rates of 
return on the Plans’ assets despite the recent market volatility. The Pension Plan’s assets had an actual gain of 
13.4% and 17.1 % for the years ended December 3 I ,  201 0 and 2009, respectively. The postretirement Plans’ assets 
had an actual gain of 11.3% and 23.7% for the years ended December 31, 2010 and 2009, respectively. We will 
coiitiiiue to evaluate the actuarial assumptions, including the expected rate of return, at least annually, and will 
adjust the assnmptioiis as necessary. 

We base ow deterrrlination of pension expense or income on a market-related valuation of assets, which reduces 
year-to-year volatility. This market-related valuation recognizes investment gains or losses over a five-year period 
from the year in which they occur. Investment gains or losses for this purpose we the difference between the 
expected return calculated using the market-related value of assets and the actual return based on the market-related 
value of assets. Since the market-related value of assets recognizes gains or losses over a five-year period, the 
future value of assets will be impacted as previously deferred gains or losses are recorded. As of December 31, 
2010, we had cumulative losses of approximately $285 million that remain to be recognized in the calculation of the 
market-related value of assets. These unrecognized net actuarial losses will result in increases in the future pension 
costs depending on several factors, including whether such losses at each measurement date exceed the corridor in 
accordance with “Compensation - Retirement Benefits” accounting guidance. 

The method used to determine the discount rate that we utilize for determining future obligations is a duration-based 
method in which a hypothetical portfolio of high quality corporate bonds similar to those included in the Moody’s 
Aa bond index is constructed with a duration matching the benefit plan liability. The composite yield on the 
hypothetical bond portfolio is used as the discount rate for the plan. The discount rate at December 3 1, 2010 under 
this method was 5.05% for the Qualified Plan, 4.95% for the Nonqualified Plans and 5.25% for the Postretirement 
Plans. Due to the effect of the unrecognized actuarial losses and based on an expected rate of return on the Pension 
Plans’ assets of 7.7S%, discount rates of S.OS% and 4.95% and various other assumptions, we estimate that the 
pension costs for the Pensioii Plans will approximate $144 million, $166 million and $194 million in 201 1 ,  2012 and 
2013, respectively. Based on an expected rate of return on the Postretirement Plans’ assets of 7.5%, a discount rate 
of 5.25% and various other assumptions, we estimate costs will approximate $82 million, $78 million and $74 
million in 201 1, 2012 and 2013, respectively. Future actual costs will depend on future investment performance, 
changes in future discount rates and various other factors related to the populations participating in the Plans. The 
actuarial assumptions used may differ materially from actual results. The effects of a 50 basis point change to 
selective actuarial assumptions are included in the “Effect if Different Assumptions Used” section below. 

The value of the Pension Plan’s assets increased to $3.9 billion at December 3 1,2010 from $3.4 billion at December 
31, 2009 primarily due to a $500 million contribution. During 2010, the Qualified Plan paid $465 million and the 
Nonqualified Plans paid $15 inillion in benefits to plan participants. The value of the Postretirement Plans’ assets 
increased to $1 .S billion at December 3 I ,  2010 from $1.3 billion at December 3 1, 2009 primarily due to investment 
gains and contributions. The Postretirement Plans paid $142 million in benefits to plan participants during 2010. 
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Ntrture of Estirnates Required 

We sponsor pension and other retirement and postretirement benefit plans in various forms covering all employees 
who meet eligibility requirements. We account for these benefits under “Coinpensation” and “Plan Accounting” 
accounting guidance. The measurement of our pension and postretirement benefit obligations, costs and liabilities is 
dependent on a variety of assumptions. 

Assunzptions and Approach IJsecl 

The critical assumptions used in developing the required estimates include the following key factors: 

* Discount rate 

* Cash balance crediting rate 
* 
* 

Rate of compensation increase 

Health care cost trend rate 
Expected return on plan assets 

Other assumptions, such as retirement, mortality and turnover, are evaluated periodically and updated to reflect 
actual experience I 

Effect if Diferent Assuinptions IJsed 

The actuarial assumptions used inay differ niaterially from actual results due to changing market and economic 
conditions, higher or lower withdrawal rates, longer or shorter life spans of participants or higher or lower lump sum 
versus annuity payout elections by plan participants. These differences may result in a significant impact to the 
amount of pension and postretirement benefit expense recorded. If a SO basis point change were to occur for the 
following assumptions, the approximate effect on the financial statements would be as follows: 

Other Postretirement 
Pension Plans Benefit Plans 

(in millions) 
+0.5 % -0.5 % +0.5 % -0.5 % 

-,-~ ,,__- -__“”__. -..I_ ””-- 

Effect on December 31,2010 Benefit Obligations 
Discount Rate $ (233) $ 256 $ (132) $ 147 
Compensation Increase Rate 
Cash Balance Crediting Rate 
Health Care Cost Trend Rate 

, . ” . . ~  Effect on 2010 _“ Periodic Cost”--,n 
Discount Rate 22 14 
Compensation Increase Rate 
Cash Balance Crediting Rate 
Health Care Cost Trend Rate 
Expected Return on Plan Assets 

N/A Not Applicable 

Nuclear Trust Funds 

Nuclear decommissioning and spent nuclear fuel trust funds represent funds that regulatory commissions allow LIS to 
collect through rates to fund future decommissioning and spent nuclear fuel disposal liabilities. By rules or orders, 
the IIJRC, the MPSC and the T;ERC established investment limitations and general risk management guidelines. 

We maintain trust funds for each regulatory ,jurisdiction. These funds are managed by external investment managers 
who must comply with the guidelines and rules of the applicable regulatory authorities. The trust assets are invested 
to optimize the net of tax earnings of the tmst giving consideration to liquidity, risk, diversification and other 
prudent investment objectives. We record securities held in these trust funds as Spent Nuclear Fuel and 
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Decommissioning Trusts on our Consolidated Balance Sheets. We record these securities at fair value. We utilize 
our trustee’s external pricing service in our estimate of the fair value of the underlying investments held in these 
trusts. Our investment managers review and validate the prices utilized by the trustee to determine fair value. We 
perform our own valuation testing to verify the fair values of the securities. We receive audit reports of our trustee’s 
operating controls and valuation processes. See “Investments Held in Trust for Fitture Liabilities” section of Note 1 
and “Fair Value Measurements of Trust Assets for Decommissioning and SNF Disposal” section of Note 1 1. 

W,W ACCOIJNTING PRONOUNCEMENTS 

New Accoriiitiizg Proizoiiiwerneiits Adopted Dimring 201 0 

We adopted ASU 2009-16 “Transfers and Servicing” effective January 1, 2010. The adoption of this standard 
resulted in AEP Credit’s transfers of receivables being accounted for as financings with the receivables and short- 
term debt recorded on our balance sheet. 

We adopted the prospective provisions of ASTJ 2009-17 “Consolidations” effective January 1, 2010. We no longer 
consolidate DHLC effective with the adoptioii of this standard. 

See Note 2 for further discussion of accounting pronouncements. 

Future Accouiitiiig Cliaiiges 

The FASB’s standard-setting process is ongoing and until new standards have been finalized and issued, we cannot 
determine the impact on the reporting of our operations and financial position that may result from any such future 
changes. The FASB is currently working on several projects including revenue recognition, contingencies, financial 
instruments, emission allowances, fair value measurements, leases, insurance, hedge accounting, consolidation 
policy and discontinued operations. We also expect to see more FASB prqjects as a result of its desire to converge 
International Accounting Standards with GAAP. The ultimate pronouncements resulting from these and future 
prqjects could have an impact on our future net income and financial position. 

OUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET AND CIWDIT RISK 

Market Risks 

Onr Utility Operations segment is exposed to certain market risks as a major power producer and transacts in 
wholesale electricity, coal and emission allowance trading and marketing contracts. These risks include commodity 
price risk, interest rate risk and credit risk. In addition, we are exposed to foreign ctirrency exchange risk because 
occasionally we procure various services and materials used in our energy business from foreign suppliers. These 
risks represent the risk of loss that may impact LIS due to changes in the underlying market prices or rates. 

Our Generation and Marketing segment, operating primarily within ERCOT and to a lesser extent Ohio in PJM and 
MISO, primarily transacts in wholesale energy marketing contracts. This segment is exposed to certain market risks 
as a marketer of wholesale electricity. These risks include commodity price risk, interest rate risk and credit risk. 
These risks represent the risk of loss that may impact us due to changes in the underlying inarket prices or rates. 

All Other includes natural gas operations which holds forward natural gas contracts that were not sold with the 
natnral gas pipeline and storage assets. These contracts are financial derivatives, which gradually settle and 
completely expire in 201 1. Our risk objective is to keep these positions generally risk neutral through maturity. 

We employ risk management contracts including physical forward purchase and sale contracts and financial forward 
purchase and sale contracts. We engage in risk management of electricity, coal, natural gas and emission 
allowances and to a lesser degree other commodities associated with our energy business. As a result, we are 
subject to price risk. The amount of risk taken is determined by the commercial operations group in accordance 
with the market risk policy approved by the Finance Committee of our Board of Directors. Our market risk 
oversight staff independently monitors our risk policies, procedures and risk levels and provides members of the 
Commercial Operations Risk Committee (CORC) various daily, weekly and/or monthly reports regarding 
compliance with policies, limits and procedures. The CORC consists of our President, Chief Financial Officer, 
Senior Vice President of Commercial Operations and Chief Risk Officer. When commercial activities exceed 
predetermined limits, we modify the positions to reduce the risk to be within the limits unless specifically approved 
by the CORC. 
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The following table surmnarizes the reasons for changes in total mark-to-market (MTM) value as compared to 
December 3 1, 2009: 

MTM Risk Management Contract Net Assets (Liabilities) 
Year Ended December 31,2010 

Total MTM Risk Management Contract Net Assets (Liabilities) 

(Gain) L,oss from Contracts Realized/Settled Duiing the Peiiod and 

Fair Value of New Contracts at Inception When Entered During the 

Net Option Premiums Received for Unexercised or Unexpired 

Changes in Fair Value Due to Valuation Methodology Changes on 

Changes in  Fair Value Due to Market Fluctuations Duiing the 

Changes in Fair Value Allocated to Regulated Juiisdictions (d) 
Total MTM Risk Management Contract Net Assets 

Commodity Cash Flow Hedge Contracts 
Interest Rate and Foreign Currency Cash Flow Hedge Contracts 
Fail, Value Hedge Contracts 
Collateral Deposits 
Total MTM Derivative Contract Net Assets at December 31,2010 

at December 31,2009 

Entered in a Prior Period 

Period (a) 

Option Contracts Entered During the Period 

Forward Contracts (b) 

Period (c) 

at December 31,2010 

Utility 
-” Operations 

6 
18 

,R 91 

Generation 
and 

Marke@-,- All Other 
(in millions) 

147 $ ( 3 )  

8 

3 

$ 140 !$ 2 

$ 278 

(92) 

25 

(4) 

9 
18 

233 
1 1  
21 

6 
101 

$ 372 

(a) Reflects fair value on primarily long-teim sti,uctured contracts which ate typically with customers that seek fixed pricing to limit their 
risk against fluctuating energy pi,ices. The contract prices me valued against market curves associated with the deliveiy location and 
delivery term. A significant portion of the total volumetric position has been economically hedged. 
Rellects changes in methodology in calculating the credit and discounting liability fair value adjustments. 
Market fluctuations are attiibritable to various factors such as supply/deniand, weather, etc. 
Relates to the net gains (losses) of those contracts that are not ieflected on the Consolidated Statements of Income. These net gains 
(losses) are recorded as  regulatory liabilitieshssets. 

(b) 
(c) 
((1) 

See Note 10 - Derivatives and Hedging and Note 11 - Fair Value Measurements for additional information related 
to our risk management contracts. The following tables and discussion provide information on our credit risk and 
inarket volatility risk. 
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Credit Risk 

We limit credit risk in our wholesale marketing and trading activities by assessing the creditworthiness of potential 
counterparties before entering into transactions with them and continuing to evaluate their creditworthiness on an 
ongoing basis. We use Moody's Investors Service, Standard & Poor's and current market-based qualitative and 
quantitative data as well as financial statements to assess the financial health of counterparties on an ongoing basis. 

We have risk management contracts with numerous counterparties. Since open risk management contracts are 
valued based on changes in market prices of the related commodities, our exposures change daily. As of December 
3 1, 2010, our credit exposure net of collateral to sub investment grade counterparties was approximately 5.3%, 
expressed in terms of net MTM assets, net receivables and the net open positions for contracts not subject to MTM 
(representing economic risk even though there may not be risk of accounting loss). As of December 31, 2010, the 
following table approximates our connterparty credit quality and exposure based on netting across commodities, 
instruments and legal entities where applicable: 

- Counterparty Credit Quality 

Iiivestment Grade 
Split Rating 
Noninvestment Grade 
No External Ratings: 

Internal Investment Grade 
Internal Noniiivestment Grade 

Total as of December 31,2010 

Total as of December 31,2009 

Exposure Number of Net Exposure 
Before Counterparties of 

Collateral Collateral -- Exposure Net Exposure >lo% 

$ 666 $ 19 $ 647 I $  189 
2 2 1 2 
4 3 1 2 1 

Credit Credit Net >lo% of Counterparties 

(in millions, except number of counterparties) 

215 21s 2 123 
32 

-"I 

59 11 48 1 
$ 946 $ 33" $ 913 7 $  347 

$ 846 $ 58 $ 788 12 $ 317 

Value at Risk (VaR) Associated with Risk Maitagemeitt Contracts 

We use a risk measurement model, which calculates VaR, to measure our commodity price risk in the risk 
management portfolio. The VaR is based on the variance-covariance method using historical prices to estimate 
volatilities and correlations and assiiines a 95% confidence level and a one-day holding period. Based on this VaR 
analysis, as of December 31, 2010, a near term typical change in commodity prices is not expected to have a 
material effect on our net income, cash flows or financial condition. 

The following table shows the end, high, average and low market risk as measured by VaR for the trading portfolio 
for the periods indicated: 

VaR Model 

Twelve Months Ended Twelve Months Ended 
December 31,2010 December 31,2009 

(in millions) (in millions) 
End High Average Low End I_ High Average Low 

$- $2 $1 $- $1 $2 $1 $- 

-" 

We back-test our VaR results against performance due to actual price movements. Based on the assumed 95% 
confidence interval, the performance due to actual price movements would be expected to exceed the VaR at least 
once every 20 trading days. 
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As our VaR calculation captures recent price movements, we also perform regular stress testing of the portfolio to 
understand our exposure to extreme price movements. We employ a historical-based method whereby the current 
portfolio is subjected to actual, observed price movements from the last four years in order to ascertain which 
historical price movements translated into the largest potential MTM loss. We then research the underlying 
positions, price movements and market events that created the most significant exposure and report the findings to 
the Risk Executive Committee or the CORC as appropriate. 

Interest Rate Risk 

We utilize an Earniiigs at Risk (EaR) model to measure interest rate inarlcet risk exposure. EaR statistically 
quantifies the extent to which our interest expense could vary over the next twelve months and gives a probabilistic 
estimate of different levels of interest expense. The resulting EaR is interpreted as the dollar amount by which 
actual interest expense for the next twelve months coulcl exceed expected interest expense with a one-in-twenty 
chance of occurrence. The primary drivers of EaR are from the existing floating rate debt (including short-term 
debt) as well as long-term debt issuances in the next twelve months. As calculated on debt outstanding as of 
December 31, 2010 and 2009, the estimated EaR on our debt portfolio for the following twelve months was $5 
million and $4 million, respectively. 
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOIJNTING FIRM 

To the Board of Directors and Shareholders of American Electric Power Company, Inc.: 

We have audited the accompanying consolidated balance sheets of American Electric Power Company, Inc. and 
subsidiary companies (the "Company") as of December 3 1, 2010 and 2009, and the related consolidated Statements 
of income, changes in equity and comprehensive income (loss), and cash flows for each of the three years in the 
period ended December 3 1, 2010. These financial statements are the responsibility of the Company's management. 
Our responsibility is to express an opinion on these financial Statements based on o~ i r  audits. 

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board 
(IJnited States). Those standards require that we plan and perform the audit to obtain reasonable assurance about 
whether the financial Statements are free of material misstatement. An audit includes examining, on a test basis, 
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the 
accounting principles used and significant estimates made by management, as well as evaluating the overall 
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion. 

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial position of 
American Electric Power Company, Inc. and subsidiary companies as of December 31, 2010 arid 2009, and the 
results of their operations and their cash flows for each of the three years in the period ended December 13 1, 2010, in 
conformity with accounting principles generally accepted in the IJnited States of America. 

As discussed in Note 2 to the consolidated financial statements, the Company adopted FASB Accounting Standards 
Update No. 2009- 16, Transfers a i d  Serviciiig (Topic 860): Accoiiiitiiig for Tiaiisfers qf Fiizaiicinl Assets, effective 
January 1, 2010. 

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board 
('IJnited States), the Company's internal control over financial reporting as of December 3 1, 2010, based on the 
criteria established in Iiiterizal Coiztrol-Iiitegmteed Frainework issued by the Committee of Sponsoring 
Organizations of the Treadway Coinmission and our report dated February 2.5, 201 1 expressed an unqualified 
opinion on the Company's internal control over financial reporting. 

Columbus, Ohio 
February 2.5,20 1 1 
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOIJNTING FIRM 

To the Board of Directors and Shareholders of American Electric Power Company, Inc.: 

We have audited the internal control over financial reporting of American Electric Power Company, Inc. and 
subsidiary companies (the "Company") as of December 3 1, 2010, based on criteria established in Internal Control 
- Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Cornmission. The 
Company's management is responsible for maintaining effective intenial control over financial reporting and for its 
assessment of the effectiveness of internal control over financial reporting, included in the accompanying 
Managenzent 's Report on Internal Control Over Financial Reporting. Our responsibility is to express an opinion on 
the Company's internal control over financial reporting based on our audit. 

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board 
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about 
whether effective internal control over financial reporting was maintained in all material respects. O L I ~  audit 
included obtaining an understanding of internal control over financial reporting, assessing the risk that a material 
weakness exists, testing and evaluating the design and operating effectiveness of internal control based on the 
assessed risk, and performing such other procedures as we considered necessary in the circumstances. We believe 
that our audit provides a reasonable basis for our opinion. 

A company's internal control over financial reporting is a process designed by, or under the supervision of, the 
company's principal executive and principal financial officers, or persons perfoiming similar functions, and effected 
by the company's board of directors, management, and other personnel to provide reasonable assurance regarding 
the reliability of financial reporting and the preparation of financial statements for external purposes in accordance 
with generally accepted accounting principles. A company's internal control over financial reporting includes those 
policies and procedures that ( I )  pertain to the maintenance of records that, in reasonable detail, accurately and fairly 
reflect the transactions and dispositions of the assets of the company; (2) provide reasonable assurance that 
transactions are recorded as necessary to permit preparation of financial statements in accordance with generally 
accepted accounting principles, and that receipts and expenditures of the company are being made only in 
accordance with authorizations of management and directors of the company; and (3) provide reasonable assurance 
regarding prevention or timely detection of unauthorized acqnisition, use, or disposition of the company's assets that 
could have a material effect on the financial statements. 

Because of the inherent limitations of internal control over financial reporting, including the possibility of collusion 
or improper management override of controls, material misstatements due to enor or fraud may not be prevented or 
detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal control over 
financial reporting to future periods are subject to the risk that the controls may become inadequate because of 
changes in conditions, or that the degree of compliance with the policies or procedures may deteriorate. 

In our opinion, the Company maintained, in all material respects, effective internal control over financial reporting 
as of December 31, 2010, based on the criteria established in Internal Control - Integrcitcd Framework issued by 
the Cormnittee of Sponsoring Organizations of the Treadway Commission. 

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board 
(United States), the consolidated financial statements as of and for the year ended December 31, 2010 of the 
Coiripany and our report dated February 25, 201 1 expressed an unqualified opinion on those financial statements 
and included an explanatory paragraph relating to the Company's adoption of a new accounting pronouncement. 

Columbus, Ohio 
February 25,20 1 I 
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MANAGEMENT’S REPORT ON INTERNAL CONTROL OVER FINANCIAL REPORTING 

The management of American Electric Power Company, Jiic. and subsidiary companies (AEP) is responsible for 
establishing and maintaining adequate internal control over financial reporting as such term is defined in Rule 1 ?a- 
15 (f) and 15d-l5(t] under the Securities Exchange Act of 1934, as amended. AEP’s internal control system was 
designed to provide reasonable assiiraiice regarding the reliability of financial reporting and the preparation of 
financial statements for external purposes in accordance with generally accepted accounting principles. 

Because of its inherent limitations, internal control over financial reporting may not prevent or detect misstatements. 
Also, projections of any evaluation of effectiveness to future periods are subject to the risk that controls may 
become inadequate because of changes in conditions, or that the degree of compliance with the policies or 
procedures may deteriorate. 

Management assessed the effectiveness of AEP’s internal control over financial reporting as of December 3 1, 2010. 
In making this assessment, inanagement used the criteria set forth by the Committee of Sponsoring Organizations of 
the Treaclway Cominission (COSO) in Internal Control - Integrated Framework. Based on management’s 
assessment, AEP’s internal control over financial reporting was effective as of December 3 1, 2010. 

AEP’s independent registered public accounting firin has issued an attestation report on AEP’s internal control over 
financial reporting. The Report of Independent Registered Public Accounting Firm appears on the previous page. 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
CONSOLIDATED STATEMENTS OF INCOME 

For the Years Ended December 31,2010,2009 and 2008 
(in millions, except per-share and share amounts) 

RAVENUES I--____ 

2010 2009 2008 ---- 
Utility Operations $ 13,687 $ 12,733 $ 13,326 

756 1,114 
TOTAL REVENUES 14.427 13,489 14,440 
Other Revenues 740 _” 

Fuel and Other Consumables Used for Electric Generation 4,029 3.478 4.474 
Purcliased Electricity for Resale 1,000 1,053 1,281 
Other Operation 3,132 2.620 2,856 
Maintenance 1,142 1,205 1,053 
Gain on Settlement of TEM Litigation (255) 
Deareciation and Amortization 1,641 1,597 I ,483 

EXPENSES 

Taxes Other Than Income Taxes 
TOTAL EXPENSES 

OPERATING INCOME 

Other Income (Expense): 
Interest and Investment Incoine 
Carrying Costs Income 
Allowance for Equity Funds Used During Construction 
Interest Expense 

INCOME BEFORE INCOME TAX EXPENSE AND EQUITY EARNINGS 

Income Tax Expense 
Equity Earnings of Unconsolidated Subsidiaries 

INCOME BEFORE DISCONTINUED OPERATIONS AND EXTRAORDINARY LOSS 

DISCONTINUED OPERATIONS, NET OP TAX 

INCOME BEFORE EXTRAORDINARY LOSS 

EXTRAORDINARY LOSS, NET OF TAX 

NET INCOME 

Less: Net Income Attributable to Noncontrolling Interests 

NET INCOME ATTRIBUTABLE TO AEP SHAREHOLDERS 

Less: Preferred Stock Dividend Requirements of Subsidiaries 

EARNINGS ATTRIBIJTABLE TO AEP COMMON SHAREHOLDERS 

WEIGHTED AVERAGE NUMBER OF BASIC AEP COMMON SHARES OUTSTANDING 

BASIC EARNINGS (LOSS),,EER SHARE ATTRIBUTABLE TO AEP COMMON SHAREHOLDERS 
Income Before Discontinued Operations and Extraordinary Loss 
Discontinued Operations. Net of Tax 
Income Before Extraordinary Loss 
Extraordinary Loss, Net of Tax 

TOTAL BASIC EARNINGS PER SHARE ATTRIBUTABLE TO AEP COMMON SHAREHOLDERS 

WEIGHTED AVERAGE NUMBER OF DILUTED AEP COILIMON SHARES OUTSTANDING 

820 765 76 1 
1 1.72k - 10.718 1 1,653 

2,663 2.77 1 2.787 

-_I-- 

38 11 57 
70 47 83 
77 82 45 

(999) (973) (957) 

1.849 1,938 2,0 I5 

64 3 575 642 
3 

1,218 1,370 1,376 

12 

1.21s 1,370 1,388 

7 --.._- 12 

- 

1,218 1,365 1.388 

4 5 5 

1.214 1,360 1,383 
-- 

3 3- 3 

$ 1,211 s 1,357 $ 1,380 

479,373,306 458,677,534 402,083,847 

$ 253 $ 297 9, 3 40 
0.03 

2 53 2 97 3 43 
(0.01) - 

$ 2.53 s 296 $ 3.43 

479.601.442 458.982,292 403,640,708 

-. 

DILUTED EARNINGS (LOSS) PER SHARE ATTRIBLJJABLE TO AEP COMMON SHAREHOLDERS 
Income Before Discontinued Operations and Extraordinary Loss $ 253 X 297 X 3.39 
Discontinued Operations, Net i f  Tax 0.03 
Incoine Before Extraordinary Loss 2.53 2.97 3.42 
Extraordinary Loss, Net of Tax (0.01) ..l..ll....-.ll- -.-- 

TOTAL DILIJTED EARNINGS PER SHARE ATTRIBUTABLE TO AEP COMMON 
SHAREHOLDERS $ 2.53 $ 2.96 $ 3.42 

CASH DIVIDENDS PAID PER SHARE $ 1.71 $ 1.64 $ I .64 

See Notes to  Cotirolirl~ited Firrcirlr icil Stoterirerits. 
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AMERICAN ELECTRIC POWER COPIF'ANY, INC. AND SUBSIDIARY COMPAMES 
CONSOLIDATED STATEMENTS OF CHANGES IN EQUITY AND COMPREHENSIVE INCOME (LOSS) 

For the Years Ended December 31,2010,2009 and 2008 
(in millions) 

AEP Common Shareholders 
Comnion Stock Accumulated 

Other 
Paid-in Retained Comprehensive Noncontrolling 

Shares Amount Capital Earnings Income (Loss) Interests Total 
~ 

TOTAL EQUITY - DECEMBER 31,2007 422 6 2,743 $ 4,352 $ 3,138 $ (154) $ 18' .$- 10,097 
Adoption of Guitlance for Split-Dollar Life Insurance 
Accounting, Net of Tax of $6 (10) (10) 

Adoption of Guiclance for Fair Value Accounting. 
Net of Tax of $0 (1) (1) 

Issuance of Common Stock 4 28 I3 1 159 
Reissuonce of Treasury Shares 40 40 
Common Stock Dividends (660) (6) (666) 
Prefei~ed Stock Dividend Requirements ot Subsidiaries (3) (3) 
Other Changes in Equity 4 4 
SUBTOTAL - EQUITY 9,620 

COMPREHENSIVE INCOME 
Other Comprehensive Income (Loss), Net of Taxes: 

Cash Flow Hedges, Net of Tax of $2 4 4 
Securities Available for Sale, Net of Tax of $9 (16) (16) 

Net of Tax of $7 12 12 
(298) (298) 

NET INCOME 1,383 5 1,388 
TOTAL COMPREHENSIVE INCOME 1,090 
TOTAL EQUITY - DECEMBER 31,2008 426 2.771 4,527 3.847 (452) 17 10,710 
Issuance of Common Stock 72 468 1,311 1,779 
Common Stock Dividends (753) ( 5 )  (758) 
Preferred Stock Dividend Requirements of Subsidiaries (3) (3) 
Purchase of JMG 3 1  (18) 19 

(50) Other Changes in  Equity (51) 1 
SUBTOTAL - EQUITY 11.697 

Amortization of Pension and OPEB Defened Costs, 

Pension and OPEB Funded Status, Net ol Tax of $161 

-_-.1-.- 

COMPREHENSIVE INCOME 
Other Coniprehensive Income, Net of Taxes: 

Cash Flow Hedges, Net ofTax of $4 7 7 
Securities Available for Sale, Net of Tax of $6 I 1  1 1  

Guiclance for Pensions, Net of Tax of 58 15 15 

NetofTaxof$13 23 23 
22 22 

NET INCOME 1,360 5 1,365 
TOTAL COMPREHENSIVE INCOME 1,443 
TOTAL EQUITY - DECEhlBER 31,2009 498 3,239 5.824 4,451 (374) 13,140 
Issuance of Common Stock 3 18 75 93 
Common Stock Dividends (820) (4) (824) 
Preferred Stock Dividend Requirements of Subsidiaries (3) (3) 
Other Changes in Equity 5 5 
SUBTOTAL - EQUITY 12,411 

Reapplication or Regulated Operations Accounting 

Amoitization of Pension and OPEB Deferred Costs. 

Pension and OPEB Funded Status, Net of Tax of $12 

COMPREHENSIVE INCOME 
Other Comprehensive Income (Loss), Net of Taxes: 

Cash Flow Hedges, Net of Tax of SI4 26 26 
Securities Available for Sale, Net of Tax of $4 (8) (8) 
Amortization of Pension and OPEB Deferred Costs, 

Net of Tax of $12 22 22 
Pension and OPEB Funded Status, Net of Tax of 525 (47) (47) 

1,218 NET INCOME 1,214 4 
TOTAL COMPREHENSIVE INCOME 1.21 1 
TOTAL EQUITY - DECEMBER 31,2010 501 $ 3,257 5 5,904 $ 3,842 .S (381) $ - $ 13,622 

See Notes tu  Con s-ulitinted Finciitcinl Stciteiitent r. 

--_I__- 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
CONSOLIDATED BALANCE SHEETS 

ASSETS 
December 31,2010 and 2009 

(in millions) 

1~ 
CURRENT ASSETS 

Cash anti Cash Equiv, '1 1 ents 
Other Temporary Investments 

Accounts Receivable: 
(December 31,2010 anioiinl includes $287 rclaied to Transition Funding and  EIS) 

Customers 
Accrued Unbilled Revenues 
Pledged Accounts Receivable - AEP Credit 
Miscellaneous 
Allowance for Uncollectible Accounts 

Total Accounts Receivable 
Fuel 
Materials and Supplies 
Risk Management Assets 
Accrued Tax Benefits 
Regulatory Asset for Under-Recovered Fuel Costs 
Margin Deposits 
Prepayments and Other Current Assets 
TOTAL CURRENT ASSETS 

PROPERTY, PLANT AND EQUIPMENT -., --_ -..- " _ - - ~  

Electiic: 
Generation 
Transmission 
Distribution 

Other Propel ty, Plant and Equipment (including nucleai fuel and coal mining) 
Construction Work in Progress 
Total Property, Plant and Equipment 
Accumulated Depreciation and Amortization 
TOTAL PROPERTY, PLANT AND EQUIPMENT - NET 

OTHER NONCURRENT ASSETS ----"-- 
Regulatory Assets 
Secuiitized Transition Assets 
Spent Nuclear Fuel and Decommissioning Trusts 
Goodwill 
Long-term Risk Management Assets 
Deferred Charges and Othei Noncurrent Assets 
TOTAL OTHER NONCURRENT ASSETS 

$ 294 $ 490 

416 363 

68.3 492 
195 SO3 
949 
137 92 
(41) (37) 

1,923 1,050 
837 1,075 
61 1 586 
2.32 260 
,389 547 
81 85 
88 89 

I45 211 
4,756 

"...,,n l.ll.llllll" ..-.l_..-ll --1-- 

.- 5,016 

24,352 23.045 
8,576 8,315 

14,208 13,549 
3,846 3,744 
2.758 3,03 I 

53.740 5 1.684 
18,066 17,340 
35,674 34,344 

4,943 4,595 
1,747- 1,896 
1.515 1,392 

76 76 
410 34.3 

1,079 946 
9,248 9,765 - . - . ~  

TOTAL ASSETS $ 50,455 $ 48.348 

See Notes ro Consolirlrirecl Fiiicinhl Stc~te~nerm 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
CONSOL,IDATED BAL,ANCE SHEETS 

LIABILITIES AND EQIJITY 
December 31,2010 and 2009 

(dollars in millions) 

CURRENT LIABILITIES 
Accounts Payable 
Short-term Debt: 

Securitized Debt foi, Receivables AEP Ciedit 
Other Short-tern1 Debt 

Total Short-term Debt 
L.ong-term Debt Due Within One Year 
Risk Management Liabilities 
Customer Deposits 
Accrued Taxes 
Accrued Interest 
Regu1ator.y Liability foi. Over-Recoveied Fuel Costs 
Deferred Gaiii and Accrued Litigation Costs 
Other Current Liabilities 
TOTAL CURRENT LIABILITIES 

NONCURRENT LIABILITIES .-l.”.”..””l 

Long-term Debt 

Long-teim Risk Management Liabilities 
Deferred Income Taxes 
Regulatory Liabilities and Deferred Investnient Tax Credits 
Asset Retirement Obligations 
Employee Benefits and Pension Obligations 
Deferred Credits and Other Noncurrent Ldabilities 
TOTAL NONCURRENT LIABILITIES 

(December 3 1, 20 10 amount includes $1,857 related to Transition Funding, DCC Fuel and Saltine) 

TOTAL IL4BILITIES 

Cumulative Preferred Stock Not Subject to Mandatory Redemption 

Rate Matters (Note 4) 
Commitments and Contingencies (Note 6) 

EQUITY ._ll__.....__.l...ll~--~-.- 
Common Stock - Par Value - $6.50 Per Share: 

2010 2009 
Shares Authoiized 600,000,000 600,000,000 
Shares Issued 501.114,881 498,333,265 

2010 and 2009, respectively) 
(20,307,725 shares and 20,278,858 shares were held in treasury at December 3 1, 

Paid-in Capital 
Retained Earnings 
Accuinulated Othei Comprehensive Income (Loss) 
TOTAL AEP COMMON SHAREHOLDERS’ EQUITY 

TOTAL EQUITY 

2010 

$ 1,061 

690 
656 

1,346 
1,309 

I29 
273 
702 
28 I 

17 
448 
952 

6.5 18 

---”-.-_11-~ 

.II-- 

IS,S02 
141 

7,359 
3,171 
1,394 
1,893 

795 
30,255 

- 1 _ ~ - -  

2009 

$ 1,158 

126 
126 

1,741 
I20 
256 
632 
287 
76 

- 

93 1 
5,327 

15,757 
128 

6,420 
2,909 
1,254 
2,189 
1,163 

29.820 

36,773 35,147 

60 61 

.3,257 3,239 
5,904 5.824 
4,842 4,45 1 
(381)  (374) 

13,622 13,140 

13,622 13,140 

TOTAL LIABILITIES AND EQUITY 

See Notes to Coilsolidcited Fiiiciricicil Stcitenients. 

$ 50,455 $ 48,348 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SIJBSIDIARY COMPANIES 
CONSOLIDATED STATEMENTS OF CASH FLOWS 
For the Years Ended December 31,2010,2009 and 2008 

(in millions) 

OPERATING ACTIVITIES ".."-."----- 
Net Income 
Adjustments to Reconcile Net Income to Net Cash Flowrs 

from Operating Activities: 
Depreciation and Anioi tization 
Deferred Income Taxes 
Provision for SIA Refund 
Discontinued Operations. Net of Tax 
Extraoidinary L.oss, Net of Tax 
Carrying Costs Income 
Allowance for Equity Funds Used During Constiuction 
Mark-to-Market of Risk Management Contracts 
Amortization of Nuclear Friel 
Pension Contributions to Qualified Plan Trust 
Property Taxes 
Fuel Over/Undei,-Recovery, Net 
Gains on Sales of Assets, Net 
Change in Other Noncurrent Assets 
Change in Other Noncurrent Liabilities 

Changes in Certain Components of Working Capital: 
Accounts Receivable, Net 
Fuel, Materials and Supplies 
Margin Deposits 
Accounts Payable 
Customer Deposits 
Accrued Taxes, Net 
Accrued Interest 
Other Current Assets 
Other Current Liabilities 

Net Cash Flows from Operating Activities 

2010 

$ 1.218 

1,641 
809 

(70) 
(77) 
30 

139 
C.500) 
(21) 

(253) 

(75) 
202 

(14) 

(866) 
22 1 

1 
(36) 

14 
179 

(8) 
72 
56 

2,662 

2009 

$ 1,365 

--." 

1,597 
1,244 

2008 

$ 1,388 

1,483 
498 
149 
(12) 

INVESTING ACTIVITIES 
Construction Expenditures (2,345) 
Change in Other Temporary Investments, Net 
Purchases of' Investment Securities 
Sales of Investment Securities 
Acquisitions of Nuclear Fuel 
Acquisitions of Assets 
Proceeds from Sales of Assets 
Other Investing Activities 
Net Cash Flows Used for Investing Activities 

FINANCING ACTIVITIES 
Issuance of Common Stock, Net 
Issuance of Long-term Debt 
Commercial Paper and Credit Facility Borrowings 
Change in Short-term Debt, Net 
Retirement of Long-term Debt 
Commercial Paper and Credit Facility Repayments 
Principal Payments for Capital Lease Obligations 
Dividends Paid on Coininon Stock 
Dividends Paid on Cumulative Preferred Stock 
Other Financing Activities 
Net Cash Flows from (Used for) Financing Activities 

Net Increase (Decrease) in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Period 
Cash and Cash Equivalents at End of Period 

See Notes to Corzsolidcitrd Firinricinl Stcrternents. 

9 3 
1,270 

565 
770 

( 1.993) 
(115) 
(95 ) 

(824) 
(3) 
(3) 

(335) 

(196) 
49n 

$ 294 

1,728 
2,306 

127 
1 I9 

(816) 
(2,096) 

(82) 
(7.58) 

(3) 
( 5 )  

520 

159 
2,774 
2,055 
(660) 

(1,824) 
(79) 
(97) 

(666) 
(3) 
20 

1,679 

79 
41 1 

$ 490 

23.3 
17X 

$ 41 1 
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AMERICAN ELECTRIC POWER COMPANY, INC. AND SIJBSIDIARY COMPANIES 
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS 

1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

ORGANIZATION 

The principal business conducted by seven of our electric utility operating coinpanies is the generation, transmission 
and distribution of electric power. TCC exited the generation business and along with KGPCo and WPCo, provides 
only transinission and distribution services. TNC engages in the transmission and distribution of electric power and 
is a part owner in the Oklaunion Plant operated by PSO. TNC leases their entire portion of the output of the plant 
through 2027 to a nonutility affiliate. AEGCo is a regulated electricity generation business whose function is to 
provide power to our regulated electric utility operating companies. These companies are subject to regulation by 
the FERC under the Federal Power Act and the Energy Policy Act of 200.5. These companies maintain accounts in 
accordance with the FERC and other regulatory guidelines. These companies are subject to further regulation with 
regard to rates and other matters by state regulatory coinmissions. 

We also engage in wholesale electricity, natural gas and other commodity marketing and risk management activities 
in the IJnited States. In addition, our operations include nonregulated wind farms and barging operations and we 
provide various energy-related services. 

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

Rates arid Service Regiilatioit 

Our public utility subsidiaries’ rates are regulated by the FERC and state regulatory commissions in our eleven state 
operating territories. The FERC also regulates our affiliated transactions, including AEPSC intercoinpany service 
billings which are generally at cost, under the 2005 Public Utility Holding Company Act and the Federal Power Act. 
The FERC also has ,jurisdiction over the issuances arid acquisitions of securities of our public utility subsidiaries, the 
acquisition or sale of certain utility assets and mergers with another electric utility or holding company. For non- 
power goods arid services, the FERC requires that a nonregulated affiliate can bill an affiliated public utility 
company no more than inarket while a public utility must bill the higher of cost or market to a nonregulated affiliate. 
The state regulatory coinmissions also regulate certain intercoinpany transactions under various orders and affiliate 
statutes. Both the FERC and state regulatory commissions are permitted to review and audit the relevant books and 
records of coinpanies within a public utility holding company system. 

The FERC regulates wholesale power markets and wholesale power transactions. Our wholesale power transactions 
are generally market-based. They are cost-based regulated when we negotiate and file a cost-based contract with the 
FERC or the FERC determines that we have “market power” in the region where the transaction occurs. We have 
entered into wholesale power supply contracts with various municipalities and cooperatives that are FERC- 
regulated, cost-based contracts. These contracts are generally formula rate mechanisms, which are trued up to actual 
costs annually. Our wholesale power transactions in the SPP region are cost-based due to PSO and SWEPCo 
having market power in the SPP region. 

The state regulatory coinmissions regulate all of the distribution operations and rates of our retail public utilities on 
a cost basis. They also regulate the retail generation/power supply operations and rates except in Ohio and the 
ERCOT region of Texas. The ESP rates in Ohio continue the process of aligning generation/power supply rates 
over time with market rates. In the ERCOT region of Texas, the generatiodsupply business is under customer 
choice and market pricing and is conducted by REPs. Through its nonregulated subsidiaries, AEP enters into short 
and long-term wholesale transactions to buy or sell capacity, energy and ancillary services in the ERCOT market. 
In addition, these nonregulated subsidiaries control certain wind and coal-fired generation assets, the power from 
which is marketed and sold in ERCOT. Effective November 2009, AEP had no active REPs in ERCOT. SWEPCo 
operates in the SPP area which includes a portion of Texas. In 2009, the Texas legislature amended its restructuring 
legislation for the generation portion of SWEPCo’ s Texas retail jurisdiction to delay indefinitely restructuring 
requirements. As a result, SWEPCo reapplied accounting guidance for “Regulated Operations” to its Texas 
generation operations. 
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The FERC also regulates our wholesale transmission operations and rates. The FERC claims ,jurisdiction over retail 
transmission rates when retail rates are unbundled in connection with restructuring. CSPCo’s and OPCo’s retail 
transmission rates in Ohio, APCo’s retail transmission rates in Virginia, I&M’s retail transmission rates in Michigan 
and TCC’s and TNC’s retail transmission rates in Texas are unbundled. CSPCo’s and OPCo’s retail transmission 
rates in Ohio and APCo’s retail transmission rates in Virginia are based on the FERC’s Open Access Transmission 
Tariff (OATT) rates that are cost-based. Although I&M’s retail transmission rates in Michigan and TCC’s and 
TNC’s retail transmission rates in Texas are unbundled, retail transmission rates are regulated, on a cost basis, by 
the state regulatory commissions. Bundled retail transmission rates are regulated, on a cost basis, by the state 
commissions. 

In addition, the FERC regulates the SIA, the Interconnection Agreement, the CSW Operating Agreement, the 
System Transmission Integration Agreement, the Transmission Agreement, the Transmission Coordination 
Agreement and the AEP System Interim Allowance Agreement, all of which allocate shared system costs and 
revenues to the utility subsidiaries that are parties to each agreement. 

Principles of Coizsolidatioiz 

Our consolidated financial statements include our wholly-owned and majority-owned subsidiaries and variable 
interest entities (VIES) of which we are the primary beneficiary. Intercompany items are eliminated in 
consolidation. We use the equity method of accounting for equity investments where we exercise significant 
influence but do not hold a controlling financial interest. Such investments are recorded as Deferred Charges and 
Other Noncurrent Assets on our Consolidated Balance Sheets; equity earnings are included in Equity Earnings of 
Unconsolidated Subsidiaries on our Consolidated Statements of Income. We have ownership interests in generating 
units that are jointly-owned with nonaffiliated companies. Our proportionate share of the operating costs associated 
with such facilities is included on our Consolidated Statements of Income and our proportionate share of the assets 
and liabilities are reflected on our Consolidated Balance Sheets. 

Variable Interest Entities 

The accounting guidance for “Variable Interest Entities” is a consolidation model that considers if a company has a 
controlling financial interest in a VIE. A controlling financial interest will have both (a) the power to direct the 
activities of a VIE that most significantly impact the VIE’S economic performance and (b) the obligation to absorb 
losses of the VIE that could potentially be significant to the VIE or the right to receive benefits from the VIE that 
could potentially be significant to the VIE. Entities are required to consolidate a VIE when it is determined that they 
have a controlling financial interest in a VIE and therefore, are the primary beneficiary of that VIE, as defined by 
the accounting guidance for “Variable Interest Entities.” In determining whether we are the primary beneficiary of a 
VIE, we consider factors such as equity at risk, the amount of the VIE’S variability we absorb, guarantees of 
indebtedness, voting rights including kick-out rights, power to direct the VIE and other factors. We believe that 
significant assumptions and judgments were applied consistently. Also, see the “ASTJ 2009-17 ‘Consolidations’ ” 
section of Note 2 for a discussion of the impact of new accounting guidance effective January 1,2010. 

We are the primary beneficiary of Sabine, DCC Fuel LLC, DCC Fuel 11 LLC, DCC Fuel III LLC, AEP Credit, 
Transition Funding and a protected cell of EIS. As of January 1, 2010, we are no longer the primary beneficiary of 
DHLC as defined by the new accounting guidance for “Variable Interest Entities.” In addition, we have not 
provided material financial or other support to Sabine, DCC Fuel LLC, DCC Fuel I1 LLC, DCC Fuel HI LLC, 
Transition Funding, our protected cell of EIS and AEP Credit that was not previously contractually required. We 
hold a significant variable interest in Potornac-Appalachian Transmission Highline, LL,C West Virginia Series 
(West Virginia Series) and DHLC. 

Sabine is a mining operator providing mining services to SWEPCo. SWEPCo has no equity investment in Sabine 
but is Sabine’s only customer. SWEPCo guarantees the debt obligations and lease obligations of Sabine. Under the 
terms of the note agreements, substantially all assets are pledged and all rights under the lignite mining agreement 
are assigned to SWEPCo. The creditors of Sabine have no recourse to any AEP entity other than SWEPCo. Under 
the provisions of the mining agreement, SWEPCo is required to pay, as a part of the cost of lignite delivered, an 
amount equal to mining costs plus a management fee. In addition, SWEPCo determines how much coal will be 
mined for each year. Based on these facts, management concluded that SWEPCo is the primary beneficiary and is 
required to consolidate Sabine. SWEPCo’s total billings from Sabine for the years ended December 31,2010, 2009 
and 2008 were $133 million, $99 million and $ I  10 million, respectively. See the tables below for the classification 
of Sabine‘s assets and liabilities on our Consolidated Balance Sheets. 
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Our subsidiaries participate in one protected cell of EIS for approximately ten lines of insurance. EIS has multiple 
protected cells. Neither AEP nor its subsidiaries have an equity investment in EIS. The AEP System is essentially 
this ElS cell’s only participant, but allows certain third parties access to this insurance. Our subsidiaries and any 
allowed third parties share in the insiirance coverage, premiums and risk of loss from claims. Based on our control 
and the structure of the protected cell and EIS, management concluded that we are the primary beneficiary of the 
protected cell and are required to consolidate its assets and liabilities. Our insurance premium payments to the 
protected cell for the years ended December 31, 2010, 2009 and 2008 were $3.5 million, $30 million and $28 
million, iespectively. See the tables below for the classification of the protected cell’s assets and liabilities on our 
Consolidated Balance Sheets. The amount reported as equity is the protected cell’s policy holders’ surplus. 

In September 2009, I&M entered into a nuclear fuel sale and leaseback transaction with DCC Fuel LLC. In April 
2010, I&M entered into a iiuclear fuel sale and leaseback transaction with DCC Fuel I1 LLC. In December 2010, 
I&M entered into a nuclear fuel sale and leaseback transaction with DCC Fuel 111 LLC. DCC Fuel L,L,C, DCC Fuel 
I1 L,L,C and DCC Fuel 111 LLC (collectively DCC Fuel) were formed for the purpose of acquiring, owning and 
leasing nuclear fuel to I&M. DCC Fuel purchased the nuclear fuel from I&M with funds received from the issuance 
of notes to financial institutions. Each entity is a single-lessee leasing arrangement with only one asset and is 
capitalized with all debt. DCC Fuel L,LC, DCC Fuel I1 L,LC and DCC Fuel 111 LL,C are separate legal entities from 
I&M, the assets of which are not available to satisfy the debts of I&M. Payments on the DCC Fuel LLC and DCC 
Fuel IT LLC leases are made semi-annually and began in April 2010 and October 2010, respectively. Payments on 
the DCC Fuel I11 LLC lease are made monthly and will begin in January 201 1. Payments on the leases for the year 
ended December 31, 2010 were $59 million. No payments were made to DCC Fuel in 2009. The leases were 
recorded as capital leases on I&M’s balance sheet as title to the nuclear fuel transfers to I&M at the end of the 48, 
54 and 54 month lease term, respectively, Based on our control of DCC Fuel, management concluded that I&M is 
the primary beneficiary and is required to consolidate DCC Fuel. The capital leases are eliminated upon 
consolidation. See the tables below for the classification of DCC Fuel’s assets and liabilities on our Consolidated 
Balance Sheets. 

AEP Credit is a wholly-owned subsidiary of AEP. AEP Credit purchases, without recourse, accounts receivable 
from certain utility subsidiaries of AEP to reduce working capital requirements. AJ3P Parent provides a minimum of 
5% equity and tip to 20% of AEP Credit’s short-term borrowing needs in excess of third party financings. Any third 
party financing of AEP Credit only has recourse to the receivables securitized for such financing. Based on our 
control of AEP Credit, management has concluded that we are the primary beneficiary and are required to 
consolidate its assets and liabilities. See the tables below for the classification of AEP Credit’s assets and liabilities 
on our Consolidated Balance Sheets. See the “ASU 2009-17 ‘Consolidation’ ” section of Note 2 for a discussion of 
the impact of new accounting guidance effective January 1, 2010. Also, see “Securitized Accounts Receivables - 
AEP Credit” section of Note 14. 

DHLC is a mining operator who sells 50% of the lignite produced to SWEPCo and 50% to CL,ECO. SWEPCo and 
CLECO share the executive board seats and its voting rights equally. Each entity guarantees a SO% share of 
DHLC’s debt. SWEPCo and CL,ECO equally approve DHL,C’s annual budget. The creditors of DHLC have no 
recourse to any AEP entity other than SWEPCo. As SWEPCo is the sole equity owner of DHLC, it receives 100% 
of the management fee. Based on the shared control of DHLC’s operations, management concluded as of Janiiary 1, 
201 0 that Sv(rEPCo is no longer the primary beneficiary and is no longer required to consolidate DHLC 
SWEPCo’s total billings from DHLC for the years ended December 31,2010, 2009 and 2008 were $56 million, $43 
million and $44 million, respectively. See the tables below for the classification of DHLC’s assets and liabilities on 
our Consolidated Balance Sheets at December 3 1 ,  2009 as well as our investment and maximum exposure as of 
December 31, 2010. As of January 1, 2010, DHLC is reported as an equity investment in Deferred Charges and 
Other Noncurrent Assets on our Consolidated Balance Sheets. Also, see the “ASU 2009-17 ‘Consolidations’ ” 
section of Note 2 for a discussion of the impact of new accounting guidance effective January 1,2010. 

Transition Funding was formed for the sole purpose of issuing and servicing securitization bonds related to Texas 
restructuring law. Management has concluded that TCC is the primary beneficiary of Transition Funding because 
TCC has the power to direct the most significant activities of the VIE and TCC’s equity interest could potentially be 
significant. Therefore, TCC is required to consolidate Transition Funding. The securitized bonds totaled $1.8 
billion at December 31, 2010 and are included in current and long-term debt on the Consolidated Balance Sheets. 
Transition Funding has securitized transition assets of $1.7 billion at December 31, 2010, which are presented 
separately on the face of the Consolidated Balance Sheets. The securitized transition assets represent the right to 
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impose and collect Texas true-up costs from customers receiving electric transmission or distribution service from 
TCC under recovery mechanisms approved by the PUCT. The securitization bonds are payable only from and 
secured by the securitized transition assets. The bondholders have no recourse to TCC or any other AEP entity. 
TCC acts as the servicer for Transition Funding's securitized transition assets and reinits all related amounts 
collected from customers to Transition Funding for interest and principal payments on the securitization bonds and 
related costs. 

The balances below represent the assets and liabilities of the V E s  that are consolidated. These balances include 
intercompany transactioiis that are eliminated iipon consolidation. 

AMERICAN ELECTRIC POWER COMPANY, INC. AND SIJBSIDIARY COMPANIES 
VARIABLE INTEREST ENTITIES 

December 31,2010 
(in millions) 

Transition SWEPCo I&M Protected Celt 
Sabine - DCC Fuel of EIS AEP Credit Funding 

..~""llllll"l~. 
ASSETS ~ - , . - l " . -  

Current Assets $ so $ 92 $ 131 $ 924 $ 214 
Net Property, Plant and Equipineiit 139 17.3 

34 112 I I O  1,746 Other Noncurrent Assets 
Total Assets $ 223 $ 317 $ 132 $ 934 $ 1,960 

-~ -- - 

LIABILITIES AND EQUITY 
Current Liabilities $ 33 $ 79 $ 33 $ 886 $ 22 1 
Noncur,ient Liabilities 190 298 85 1 1,725 

14 47 14 Equity 
Total Liabilities and Equity $ 223 $ 377 $ l z -  $ 934 x 1,960 

AMERICAN ELECTRIC POWER COMPANY, INC. AND SIJBSIDIARY COMPANIES 
VARIABLE INTEREST ENTITIES 

December 31,2009 
(in millions) 

-- -_____ 

Protected 
SWEPCo SWEPCo I&M Cell 

Sabine DHLC DCCFuel of EIS -- --- 
ASSETS 

Current Assets $ 51 $ 8 9 ;  41 $ 130 
Net Property, Plant arid Equipment 149 44 89 
Othei, Noncurrent Assets 35 11 57 2 
Total Assets $ 235 $ 63 $ 193 $ 132 

LIABILITIES AND EQUITY 
Cutlent Liabilities $ 36 $ 17 $ 39 $ 36 
Noncurrent Liabilities 199 38 154 74 

22 Equity 2 - ~ : ~  $ 8 .  _I_ 

Total Liabilities and Equity $ 63 $ 193 $ 132 

Our investment in DHLC was: 

Capital Contribution from SWEPCo 
Retained Earnings 
SWEPCo's Guarantee of Debt 

Total Investment in DHLC 

- December 31,2010 
As Reported on 
the Consolidated Maximum 
Balance Sheets Exposure 

(in millions) 
$ 6 $  6 

2 2 
48 -- 

$ 8 $  56 
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In September 2007, we and Allegheny Energy Inc. (AYE) formed a joint venture by creating Potomac-Appalachian 
Transmission Highline, LL,C (PATH). PATH is a series limited liability company and was created to construct a 
high-voltage transmission line project in the PJM region. PATH consists of the “Ohio Series,” the “West Virginia 
Series (PATH-WV),” both owiied eqtially by AYE and AEP, and the “Allegheny Series” which is 100% owned by 
AYE. Provisions exist within the PATH-WV agreement that make it a VIE. The “Ohio Series” does not include the 
same provisions that make PATH-WV a V E .  Neither the “Ohio Series” nor “Allegheny Series” are considered 
VIES. We are not required to consolidate PATH-WV as we are not the primary beneficiary, although we hold a 
significant variable interest in PATH-WV. Our equity investment in PATH-WV is included in Deferred Charges 
and Other Noncurrent Assets on our Consolidated Balance Sheets. We and AYE share the returns and losses 
equally in PATH-WV. Our subsidiaries and AYE’S subsidiaries provide services to the PATH companies through 
service agreements. At the current time, PATH-WV has no debt outstanding. However, when debt is issued, the 
debt to equity ratio in each series should be consistent with other regulated utilities. The entities recover costs 
through regulated rates. 

Given the structure of the entity, we may be required to provide future financial support to PATH-WV in the form 
of a capital call. This would be considered an increase to our investment in the entity. Our maximum exposure to 
loss is to the extent of our investment. The likelihood of such a loss is remote since the FERC approved PATW- 
WV’s request for regulatory recovery of cost and a return on the equity invested. 

Oirr investment in PATH-WV was: 

December 31, 
2010 2009 

As Reported on 
the Consolidated Maximum the Consolidated Maxiinum 
Balance Sheets Exposure Balance Sheets Exposure 

-~ 
As Reported on 

(in millions) 
Capital Contribution from AEP $ 18 $ 18 $ 13 $ 13 

3 - Retained Earnings 6 6 3 

Total Investment in PATH-WV $ 24 $ 24 $ 16 $ 16 

Accoiriitiiag for the Effects of Cost-Based Regulation 

As the owner of rate-regulated electric public utility companies, our consolidated financial statements reflect the 
actions of regulators that result in the recognition of certain revenues and expenses in different time periods than 
enterprises that are not rate-regulated. In accordance with accounting guidance for “Regulated Operations,” we 
record regulatory assets (deferred expenses) and regulatory liabilities (future revenue reductions or refunds) to 
reflect the economic effects of regulation by matching expenses with their recovery through regulated revenues and 
income with its passage to customers through the reduction of regulated revenues. Due to the passage of legislation 
requiring restructuring and a transition to customer choice and market-based rates, we discontinued the application 
of “Regulated Operations” accounting treatment for the generation portion of our business in Ohio for CSPCo and 
OPCo and in Texas for TNC. In 2009, the Texas legislature amended its restructuring legislation for the generation 
portion of SWEiPCo’s Texas retail jurisdiction to delay indefinitely restructuring requirements. As a result, 
SWEPCo reapplied accoiiiiting guidance for “Regulated Operations” to its Texas generation operations. 

Accounting guidance for “Discontinuation of Rate-Regulated Operations” requires the recognition of an impairment 
of stranded net regulatory assets and stranded plant costs if they are not recoverable in regulated rates. In addition, 
an enterprise is required to eliminate from its balance sheet the effects of any actions of regulators that had been 
recognized as regulatory assets and regulatory liabilities. Such impairments and adjustments are classified as an 
extraordinary item. Consistent with accounting guidance for “Discontinuation of Rate-Regulated Operations,’’ 
SWEPCo recorded an extraordinary reduction in earnings arid shareholder’s equity from the reapplication of 
“Regulated Operations” accounting guidance in 2009. 
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Use of Estimates 

The preparation of these financial statements in conformity with GAAP requires management to make estimates and 
assumptions that affect the amounts reported in the financial statements and accompanying notes. These estimates 
include, but are not limited to, inventory valuation, allowance for doubtful accounts, goodwill, intangible and long- 
lived asset impairment, unbilled electricity revenue, valuation of long-term energy contracts, the effects of 
regulation, long-lived asset recovery, storm costs, the effects of contingencies arid certain assumptions made in 
accounting for pension and postretirement benefits. The estimates and assumptions used are based upon 
management’s evaluation of the relevant facts and circumstances as of the date of the financial statements. Actual 
results could ultimately differ from those estimates. 

Cash and Cash Equivalents 

Cash and Cash Equivalents include temporary cash investments with original maturities of three months or less. 

Other Temporary bivestments 

Other Temporary Investments include marketable securities that we intend to hold for less than one year, 
investments by our protected cell of EIS and f~inds held by trustees primarily for the payment of debt. 

We classify our investments in marketable securities as available-for-sale or held-to-maturity in accordance with the 
provisions of “Investments .- Debt and Equity Securities” accounting guidance. We do riot have any investments 
classified as trading. 

Available-for-sale securities reflected in Other Temporary Investments are carried at fair value with the unrealized 
gain or loss, net of tax, reported in AOCI. Held-to-maturity securities reflected in Other Temporary Investments are 
carried at amortized cost. The cost of securities sold is based 011 the specific identification or weighted average cost 
method. 

In evaluating potential impairment of securities with unrealized losses, we considered, among other criteria, the 
current fair value compared to cost, the length of time the security’s fair value has been below cost, our intent and 
ability to retain the investment for a period of time sufficient to allow for any anticipated recovery in value and 
current economic conditions. See “Fair Value Measurements of Other Temporary Investments” in Note 1 I I 

Irzveiztory 

Fossil fuel inventories are generally carried at average cost. Materials and supplies inventories are cairied at 
average cost. 

Accounts Receivable 

Customer accounts receivable priinarily include receivables from wholesale and retail energy customers, receivables 
from energy contract counterparties related to our risk management activities and customer receivables primarily 
related to other revenue-generating activities. 

We recognize revenue from electric power sales when we deliver power to our customers. To the extent that 
deliveries have occurred but a bill has not been issued, we accrue and recognize, as Accrued UnbiIIed Revenues on 
our Consolidated Balance Sheets, an estimate of the revenues for energy delivered since the last billing. 

AEP Credit factors accounts receivable on a daily basis, excluding receivables from risk management activities, for 
CSPCo, I&M, KGPCo, KPCo, OPCo, PSO, SWEPCo and a portion of APCo. Since APCo does not have 
regulatory authority to sell accounts receivable in its West Virginia regulatory jurisdiction, only a portion of APCo’s 
accounts receivable are sold to AEP Credit. AEP Credit has a receivables securitization agreement with bank 
conduits. Under the securitization agreement, AEP Credit receives financing from the bank conduits for the interest 
jn  the billed and unbilled receivables AEP Credit acquires from affiliated utility subsidiaries. Prior to January 1 ,  
2010, this transaction constituted a sale of receivables in accordance with the accounting guidance for “Transfers 
and Servicing,” allowing the receivables to be removed from our Consolidated Balance Sheets (see “Securitized 
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Accounts Receivable - AEP Credit” section of Note 14). See “ASU 2009-16 ‘Transfers and Servicing’ ” section of 
Note 2 for a discussion of the impact of accounting guidance effective January 1, 2010 whereby such future 
transactions do not constitute a sale of receivables and are accounted for as financings. 

Allowance for Uncollectible Accounts 

Generally, AEP Credit records bad debt expense based upon a 12-month rolling average of bad debt write-offs in 
proportion to gross accounts receivable purchased from participating AEP subsidiaries. For receivables related to 
APCo’s West Virginia operations, the bad debt reserve is calculated based on a rolling two-year average write-off in  
proportion to gross accounts receivable. For customer accounts receivables related to our risk management 
activities, accounts receivables are reviewed for bad debt reserves at a specific counterparty level basis. For the 
wires business of TCC and TNC, bad debt reserves are calculated using the specific identification of receivable 
balances greater than 120 days delinquent. For miscellaneous accounts receivable, bad debt expense is recorded for 
all amounts outstanding 180 days or greater at loo%, unless specifically identified. Miscellaneous accounts 
receivable items open less than 180 days may be reserved using specific identification for bad debt reserves. 

Emission Allowaitces 

We record emission allowances at cost, incliiding the annual SOz and NO, emission allowance entjtlements received 
at no cost from the Federal EPA. We follow the inventory model for these allowances. We record allowances 
expected to be consumed within one year in Materials and Supplies and allowances with expected consumption 
beyond one year in Deferred Charges and Other Noncurrent Assets on ow Consolidated Balance Sheets. We record 
the consumption of allowances in the production of energy in Fuel and Other Consumables TJsed for Electric 
Generation on our Consolidated Statements of Income at an average cost. We record allowances held for 
speculation in Prepayments and Other Current Assets on our Consolidated Balance Sheets. We report the purchases 
and sales of allowances in the Operating Activities section of the Statements of Cash Flows. We record the net 
margin on sales of emission allowances in Utility Operations Revenue on our Consolidated Statements of Income 
because of its integral nature to the production process of energy and our revenue optimization strategy for our 
utility operations. The net margin on sales of emission allowances affects the determination of deferred fuel or 
deferred emission allowance costs and the amortization of regulatory assets for certain jurisdictions. 

Property, Plant arid Equipment and Equity Investnients 

Regulated 

Electric utility property, plant and equipment for our rate-regulated operations are stated at original purchase cost. 
Additions, major replacements and betterments are added to the plant accounts. Normal and routine retirements 
froin the plant accounts, net of salvage, are charged to accumulated depreciation under the group composite method 
of depreciation. The group composite method of depreciation assumes that on average, asset components are retired 
at the end of their useful lives and thus there is no gain or loss. The equipment in each primary electric plant 
account is identified as a separate group. IJnder the group composite method of depreciation, continuous interim 
routine replacements of items such as boiler tubes, pumps, motors, etc. result in the original cost, less salvage, being 
charged to accumulated depreciation. The depreciation rates that are established take into account the past history 
of interim capital replacements and the amount of salvage received. These rates and the related lives are sueject to 
periodic review. Removal costs are charged to regulatory liabilities. The costs of labor, materials and overhead 
incnrred to operate and maintain oiir plants are included in operating expenses. 

Long-lived assets are required to be tested for impairment when it is determined that the carrying value of the assets 
may no longer be recoverable or when the assets meet the held for sale criteria under the accounting guidance for 
“Impairment or Disposal of Long-Lived Assets.” Equity investments are required to be tested for impairment when 
i t  is determined there may be an other-than-temporary loss in value. 

The fair value of an asset or investment is the amount at which that asset or investment could be bought or sold in a 
current transaction between willing parties, as opposed to a forced or liquidation sale. Quoted market prices in 
active markets are the best evidence of fair value and are used as the basis for the measurement, if available. In the 
absence of quoted prices for identical or similar assets or investments in  active markets, fair value is estimated ttsing 
various internal and external valuation methods including cash flow analysis and appraisals. 
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Non reg I I  la tell 

Our nonregiilated operations generally follow the policies of our cost-based rate-regulated operations listed above 
but with the following exceptions. Property, plant and equipment of nonregulated operations and equity 
investments (included in Deferred Charges and Other Noncurrent Assets) are stated at fair value at acquisition (or as 
adjusted for any applicable impairments) plus the original cost of property acquired or constructed since the 
acquisition, less disposals. Normal and routine retirements from the plant accounts, net of salvage, are charged to 
accumulated depreciation for most nonregulated operations under the group composite method of depreciation. For 
nonregulated plant assets, a gain or loss would be recorded if the retirement is not considered an interim routine 
replacement. Removal costs are charged to expense. 

Allowance for  Fillids Used Diiririg Corzstsiiction (AFUDC) atid Interest Capitnlizntiori 

AFUDC represents the estimated cost of borrowed and equity funds used to finance construction projects that is 
capitalized and recovered through depreciation over the service life of regulated electric utility plant. For 
nonregulated operations, including generating assets in Ohio and certain generating assets in Texas, interest is 
capitalized during construction in accordance with the accounting guidance for “Capitalization of Interest”. We 
record the equity component of AFIJDC in Allowance for Equity Funds Used During Construction and the debt 
component of AFIJDC as a reduction to Interest Expense. 

Valmtion of Nonderivative Firiaricial Iristrumieiits 

The book values of Cash and Cash Equivalents, Accounts Receivable, Short-term Debt and Accounts Payable 
approximate fair value because of the short-term maturity of these instruments. The book value of the pre-April 
1983 spent nuclear fuel disposal liability approximates the best estimate of its fair value. 

Fair Value Measusenleiits of Assets and Liabilities 

The accounting guidance for “Fair Value Measurements and Disclosures” establishes a fair value hierarchy that 
prioritizes the inputs used to measure fair value. The hierarchy gives the highest priority to unadjusted quoted 
prices in active markets for identical assets or liabilities (Level 1 measurement) and the lowest priority to 
unobservable inputs (L,evel 3 measurement). Where observable inputs are available for substantially the full term of 
the asset or liability, the instrument is categorized in Level 2. When quoted market prices are not available, pricing 
may be completed using comparable securities, dealer values, operating data and general market conditions to 
determine fair value. Valuation models utilize various inputs such as commodity, interest rate and, to a lesser 
degree, volatility or credit that include quoted prices for similar assets or liabilities in active markets, quoted prices 
for identical or similar assets or liabilities in inactive markets, market corroborated inputs (i.e. inputs derived 
principally from, or correlated to, observable market data) and other observable inputs for the asset or liability. 

For our commercial activities, exchange traded derivatives, namely futures contracts, are generally fair valued based 
on unadjusted quoted prices in active markets and are classified as L,evel 1. Level 2 inputs primarily consist of OTC 
broker quotes in moderately active or less active markets, as well as exchange traded contracts where there is 
insufficient market liquidity to warrant inclusion in L,evel 1. We verify our price curves using these broker quotes 
and classify these fair values within L,evel 2 when substantially all of the fair value can be corroborated. We 
typically obtain multiple broker quotes, which are non-binding in nature, but are based on recent trades in the 
marketplace. When multiple broker quotes are obtained, we average the quoted bid and ask prices. In certain 
circumstances, we may discard a broker quote if it is a clear outlier. We use a historical correlation analysis 
between the broker quoted location and the illiquid locations and if the points are highly correlated we include these 
locations within Level 2 as well. Certain OTC and bilaterally executed derivative instruments are executed in less 
active markets with a lower availability of pricing information. L,ong-dated and illiquid complex or structured 
transactions and FTRs can introduce the need for internally developed modeling inputs based upon extrapolations 
and assumptions of observable market data to estimate fair value. When such inputs have a significant impact on 
the measurement of fair value, the instrument is categorized as Level 3. 

We utilize our trustee’s external pricing service in our estimate of the fair value of the underlying investments held 
in the benefit plan and nuclear trusts. Our investment managers review and validate the prices utilized by the trustee 
to determine fair value. We perform our own valuation testing to verify the fair values of the securities. We receive 
audit reports of our trustee’s operating controls and valuation processes. The trustee uses multiple pricing vendors 
for the assets held in the plans. 
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Assets in the benefits and nuclear trusts, Cash and Cash Equivalents and Other Temporary Investments are 
classified using the following methods. Equities are classified as Level 1 holdings if they are actively traded on 
exchanges. Items classified as L,evel I are investments in money market funds, fixed income and equity mutual 
f~inds and domestic equity securities. They are valued based on observable inputs primarily unadjusted quoted 
prices in active markets for identical assets. Fixed income securities do not trade on an exchange and do not have an 
official closing price. Pricing vendors calculate bond valuations using financial models and matrices. Fixed income 
securities are typically classified as Level 2 holdings because their valuation inputs are based on observable market 
data. Observable inputs used for valuing fixed income securities are benchmark yields, reported trades, 
brokeddealer quotes, issuer spreads, two-sided markets, benchmark securities, bids, offers, reference data and 
economic events. Other securities with model-derived valuation inputs that are observable are also classified as 
L,evel 2 investments. Investments with unobservable valuation inputs are classified as L,evel 3 investments. Benefit 
plan assets included in Level 3 are real estate and private equity investments that are valued using methods requiring 
judgment including appraisals. 

Items classified as Level 2 are primarily investments in individual fixed income securities. These fixed income 
securities are valued using models with input data as follows: 

Type of Input 

Benchmark Yields 
Broker Quotes 
Discount Margins 
Treasury Market Update 
Base Spread 
Corporate Actions 
Ratings Agency Updates 
Prepayment Schedule and 

Yield Adjustments 
History 

Type of Fixed Income Security 
United States State in, Local 
Government Corporate Debt Government - 

X 
X 
X 
X 
X 

X 
X 
X 

X 
X 
x 

X 
X 

X 

X 

X 
X 

Deferred Fuel Costs 

The cost of fuel and related emission allowances and emission control chemicals/consumables is charged to Fuel 
and Other Consumables Used for Electric Generation expense when the fuel is burned or the allowance or 
consumable is utilized. The cost of fuel also includes the cost of nuclear fuel burned which is computed primarily 
on the units-of-production method. In regulated jurisdictions with an active FAC, fuel cost over-recoveries (the 
excess of fuel revenues billed to customers over applicable fuel costs incurred) are generally deferred as current 
regulatory liabilities and under-recoveries (the excess of applicable fuel costs incurred over fuel revenues billed to 
customers) are generally deferred as current regulatory assets. These deferrals are amortized when refunded or 
when billed to customers in later months with the state regulatory cornmissions’ review and approval. The amount 
of an over-recovery or under-recovery can also be affected by actions of the state regulatory commissions. On a 
routine basis, state regulatory commissions review and/or audit our fuel procurement policies and practices, the fuel 
cost calculations and FAC deferrals. When a fuel cost disallowance becomes probable, we adjust our FAC deferrals 
and record provisions for estimated refunds to recognize these probable outcomes. Fuel cost over-recovery and 
under-recovery balances are classified as noncurrent when there is a phase-in plan or the FAC has been suspended. 

Changes in fuel costs, including purchased power in Kentucky for KPCo, in Indiana and Michigan for I&M, in 
Texas, Louisiana and Arkansas for SWEPCo, in Oklahoma for PSO and in Virginia and West Virginia (prior to 
2009) for APCo are reflected in rates in a timely manner through the FAC. Beginning in 2009, changes in fuel 
costs, including purchased power in Ohio for CSPCo and OPCo and in West Virginia for APCo are reflected in rates 
through FAC phase-in plans. All of the profits from off-system sales are given to customers through the FAC in 
West Virginia for APCo. A portion of profits from off-system sales are shared with customers through the FAC and 
other rate mechanisms in Oklahoma for PSO, Texas, L,ouisiana and Arkansas for SWEPCo, Kentucky for KPCo, 
Virginia for APCo and in Indiana and Michigan (all areas of Michigan beginning in December 2010) for I&,M. 
Where the FAC or off-system sales sharing mechanism is capped, frozen or non-existent (prior to 2009 for CSPCo 
and OPCo in Ohio and currently in Texas for AEP Energy Partners, Inc.), changes in fuel costs or sharing of off- 
system sales impacted earnings. 
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Reveitrie Recogizition 

Reg idatom Accoirnting 

OUI consolidated financial statements reflect the actions of regulators that can result in the recognition of revenues 
and expenses in different time periods than enterprises that are not rate-regulated. Regulatory assets (deferred 
expenses) and regulatory liabilities (defened revenue reductions or refunds) are recorded to reflect the economic 
effects of regulation in the same accounting period by matching expenses with their recovery through regulated 
revenues and by matching income with its passage to customers in cost-based regulated rates. 

When regulatory assets are probable of recovery through regulated rates, we record them as assets on our 
Consolidated Balance Sheets. We test for probability of recovery at each balance sheet date or whenever new 
events occur. Examples of new events include the issuance of a regulatory commission order or passage of new 
legislation. If it is determined that recovery of a regulatory asset is no longer probable, we write off that regulatory 
asset as a charge against income. 

Tsaclitionnl Electricity Sirpplv niid Delivery Activities 

Revenues are recognized from retail and wholesale electricity sales and electricity transmission and distribution 
delivery services. We recognize the revenues on our Consolidated Statements of Income upon delivery of the 
energy to the customer and include unbilled as well as billed amounts. In accordance with the applicable state 
commission regulatory treatment, PSO and SWEPCo do not record the fitel portion of unbilled revenue. 

Most of the power produced at the generation plants of the AEP East companies is sold to PJM, the RTO operating 
in the east service territory. We purchase power from PJM to supply our customers. Generally, these power sales 
and purchases are reported on a net basis as revenues on our Consolidated Statements of Income. However, 
purchases of power in excess of sales to PJM, on an hourly net basis, used to serve retail load are recorded gross as 
Purchased Electricity for Resale on our Consolidated Statements of Income. Other RTOs in which we operate do 
not function in the same manner as PJM. They function as balancing organizations and not as exchanges. 

Physical energy purchases arising from non-derivative contracts are accounted for on a gross basis in Purchased 
Electricity for Resale on our Consolidated Statements of Income. Energy purchases arising from non-trading 
derivative contracts are recorded based on the transaction’s economic substance. Purchases under non-trading 
derivatives used to serve accrual based obligations are recorded in Purchased Electricity for Resale on our 
Consolidated Statements of Income. All other non-trading derivative purchases are recorded net in revenues. 

In general, we record expenses when purchased electricity is received and when expenses are incurred, with the 
exception of certain power purchase contracts that are derivatives and accounted for using MTM accounting where 
generatiodsupply rates are not cost-based regulated. In jurisdictions where the generation/supply business is 
subject to cost-based regulation, the unrealized MTM amounts are deferred as regulatory assets (for losses) and 
regulatory liabilities (for gains). 

Energy Marketing niid Risk Mniiageinerzt Activities 

We engage in wholesale electricity, natural gas, coal and emission allowances marketing and risk management 
activities focused on wholesale markets where we own assets and on adjacent markets. Our activities include the 
purchase and sale of energy under forward contracts at fixed and variable prices and the buying and seIIing of 
financial energy contracts, which include exchange traded futures and options, as well as over-the-counter options 
and swaps. We engage in certain energy marketing and risk management transactions with RTOs. 

We recognize revenues and expenses from wholesale marketing and risk management transactions that are not 
derivatives upon delivery of the commodity. We use MTM accounting for wholesale marketing and risk 
management transactions that are derivatives unless the derivative is designated in a qualifying cash flow hedge 
relatioilship or a normal purchase or sale. We include the unrealized and realized gains and losses on wholesale 
marketing and risk management transactions that are accounted for using MTM in Revenues on our Consolidated 
Statements of Income on a net basis. In ,jurisdictions subject to cost-based regulation, we defer the unrealized MTM 
amounts and some realized gains and losses as regulatory assets (for losses) and regulatory liabilities (for gains). 
We include unrealized MTM gains and losses resulting from derivative contracts on our Consolidated Balance 
Sheets as Risk Management Assets or Liabilities as appropriate. 



Certain qualifying wholesale marketing and risk management derivative transactions are designated as hedges of 
variability in future cash flows as a result of forecasted transactions (cash flow hedge). We initially record the 
effective portion of the cash flow hedge’s gain or loss as a component of AOCI. When the forecasted transaction is 
realized and affects net income, we subsequently reclassify the gain or loss on the hedge from AOCI into revenues 
or expenses within the same financial statement line item as the forecasted transaction on our Consolidated 
Statements of Income. Excluding those jurisdictions subject to cost-based regulation, we recognize the ineffective 
portion of the gain or loss in revenues or expense immediately on our Consolidated Statements of Income, 
depending on the specific natiure of the associated hedged risk. In regulated jurisdictions, we defer the ineffective 
portion as regulatory assets (for losses) and regulatory liabilities (for gains) (see “Accounting for Cash Flow 
Hedging Strategies” section of Note 10). 

Bnrging Activities 

AEP River Operations’ revenue is recognized based on percentage of voyage completion. The proportion of freight 
transportation revenue to be recognized is determined by applying a percentage to the contractual charges for such 
services. The percentage is determined by dividing the number of miles from the loading point to the position of the 
barge as of the end of the accoiunting period by the total miles to the destination specified in the customer’s freight 
contract. The position of the barge at accounting period end is determined by our computerized barge tracking 
system. 

Levelizatiorz of Nuclear Refueling Outage Costs 

In order to match costs with nuclear refueling cycles, I&M defers incremental operation and maintenance costs 
associated with periodic refueling outages at its Cook Plant and amortizes the costs over the period beginning with 
the month following the start of each unit’s refueling outage and lasting until the end of the month in which the 
same unit’s next scheduled refueling outage begins. I&M adjusts the amortization amount as necessary to ensure 
full amortization of all deferred costs by the end of the refueling cycle. 

Maintenance 

We expense maintenance costs as incurred. If it becomes probabIe that we will recover specificalIy-incurred costs 
through future rates, we establish a regulatory asset to match the expensing of those inaintenance costs with their 
recovery in cost-based regulated revenues. We defer distribution tree trimming costs for PSO above the level 
included in base rates and amortize those deferrals commensurate with recovery through a rate rider in Oklahoma. 

Iiicome Taxes aiid Iizvestinent Tax Credits \ 

We use the liability method of accounting for income taxes. Under the liability method, we provide deferred 
income taxes for all temporary differences between the book and tax basis of assets and liabilities which will result 
in a future tax consequence. 

When the flow-through method of accounting for temporary differences is reflected in regulated revenues (that is, 
when deferred taxes are not included in the cost of service for determining regulated rates for electricity), we record 
deferred income taxes and establish related regulatory assets and liabilities to match the regulated revenues and tax 
expense. 

We account for investment tax credits under the flow-through method except where regulatory commissions reflect 
investment tax credits in the rate-making process on a deferral basis. We amortize deferred investment tax credits 
over the life of the plant investment. 

We account for uncertain tax positions in accordance with the accounting guidance for “Income Taxes.” We 
classify interest expense or income related to uncertain tax positions as interest expense or income as appropriate 
and classify penalties as Other Operation. 

Excise Taxes 

We act as an agent for some state and local governments and collect from customers certain excise taxes levied by 
those state or local governments on our customers. We do not recognize these taxes as revenue or expense. 
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Government Grants 

In 2010, APCo received final approval for a federal stimulus grant for a commercial scale Carbon Capture and 
Sequestration facility under consideration at the Mountaineer Plant. Also in 20 IO, CSPCo received final approval 
for a federal stimulus grant for the gridSMART@ demonstration program. For each prqject, APCo and CSPCo are 
reimbursed by the Department of Energy for allowable costs incurred during the billing period. These 
reimbursements result in the reduction of Other Operation and Maintenance expenses on our Consolidated 
Statements of Income or a reduction in Construction Work in Progress on our Consolidated Balance Sheets. 

Debt and Preferred Stock 

We defer gains and losses from the reacquisition of debt used to finance regulated electric utility plants and amortize 
the deferral over the remaining term of the reacquired debt in accordance with their rate-making treatment unless the 
debt is refinanced. If we refinance the reacquired debt associated with the regulated business, the reacquisition costs 
attributable to the portions of the business subject to cost-based regulatory accounting are generally deferred and 
amortized over the term of the replacement debt consistent with its recovery in rates. Some jurisdictions require that 
these costs be expensed upon reacquisition. We report gains and losses on the reacquisition of debt for operations 
not subject to cost-based rate regulation in Interest Expense on our Consolidated Statements of Income. 

We defer debt discount or premium and debt issuance expenses and amortize generally utilizing the straight-line 
method over the term of the related debt. The straight-line method approximates the effective interest method and is 
consistent with the treatment in rates for regulated operations. We include the amortization expense in Interest 
Expense on ow Consolidated Statements of Income. 

Where reflected in rates, we include redemption premiums paid to reacquire preferred stock of utility subsidiaries in 
paid-in capital and amortize the premiums to retaiiied earnings commensurate with recovery in rates. We credit the 
excess of par value over costs of preferred stock reacquired to paid-in capital and reclassify the excess to retained 
earnings upon the redemption of the entire preferred stock series. 

Goodwill arid Intangible Assets 

When we acquire businesses, we record the fair value of all assets and liabilities, including intangible assets. To the 
extent that consideration exceeds the fair value of identified assets, we record goodwill. We do not amortize 
goodwill and intangible assets with indefinite lives. We test acquired goodwill and other intangible assets with 
indefinite lives for impairment at least annually at their estimated fair value. We test goodwill at the reporting unit 
level and other intangibles at the asset level. Fair value is the amount at which an asset or liability could be bought 
or sold in a current transaction between willing parties, that is, other than in a forced or liquidation sale. Quoted 
market prices in active markets are the best evidence of fair value arid are used as the basis for the measurement, if 
available. In the absence of quoted prices for identical or similar assets in active markets, we estimate fair value 
using various internal and external valuation methods. We amortize intangible assets with finite lives over their 
respective estimated lives, currently 10 years, to their estimated residual values. We also review the lives of the 
amortizable intangibles with finite lives on an annual basis. 

Investnierits Held in Trust for Future Liabilities 

We have several trust funds with significant investments intended to provide for future payments of pension and 
OPEB benefits, nuclear decommissioning and spent nuclear fuel disposal. All of our trust funds’ investments are 
diversified and managed in compliance with all laws and regulations. Our investment strategy for trust funds is to 
use a diversified portfolio of investments to achieve an acceptable rate of return while managing the interest rate 
sensitivity of the assets relative to the associated liabilities. To minimize investment risk, the trust funds are broadly 
diversified among classes of assets, investment strategies and investment managers. We regularly review the actual 
asset allocation and periodically rebalance the investments to targeted allocation when appropriate. Investment 
policies and guidelines allow investment managers in approved strategies to use financial derivatives to obtain or 
manage market exposures and to hedge assets and liabilities. The investments are reported at fair value under the 
“Fair Value Measurements and Disclosures” accounting guidance. 
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Heiiej2 Plniis 

All benefit plan assets are invested in accordance with each plan’s investment policy. The investment policy 
outlines the investment ob,jectives, strategies and target asset allocations by plan. 

The investment philosophies for O L I ~  benefit plans support the allocation of assets to minimize risks and optimizing 
net returns. Strategies used include: 

0 

0 

Maintaining a long-term investment horizon. 
Diversifying assets to help control volatility of returns at acceptable levels. 
Managing fees, transaction costs and tax liabilities to maximize investment earnings. 
TJsing active management of investments where appropriate riskheturn opportunities exist. 
Keeping portfolio structure style-nentral to limit volatility compared to applicable benchmarks. 
Using alternative asset classes such as real estate and private equity to maximize return and provide additional 
portfolio diversification. 

0 

0 

0 

The target asset allocation and allocation ranges are as follows: 

- Pension Plan Assets Minimum Target Maximum 
Domestic Equity 30.0 % 35.0 % 40.0 % 

Fixed Income 35.0 % 39.0 % 45.0 % 
Real Estate 4.0 % 5.0 % 6.0 % 
Other Investments 1.0 % 5.0 % 7.0 % 
Cash 0.5 % 1.0 % 3.0 % 

International and Global Equity 10.0 % 15.0 % 20.0 % 

OPEB Plans Assets Minimum Target Maximum 
Equity 61.0 % 66.0 % 71.0 %- . -  
Fixed Income 
Cash 

29.0 % 32.0 % 37.0 % 
1.0 % 2.0 % 4.0 % 

The investment policy for each benefit plan contains various investment limitations. The investment policies 
establish concentration limits for secarities. Investment policies prohibit the benefit trust funds from purchasing 
securities issued by AEP (with the exception of proportionate and immaterial holdings of AEP securities in passive 
index strategies). However, our investment policies do not preclude the benefit trust funds from receiving 
contributions in the form of AEP securities, provided that the AEP securities acquired by each plan may not exceed 
the .limitations imposed by law. Each investment manager’s portfolio is compared to a diversified benchmark index. 

For equity investments, the limits are as follows: 

0 

0 

0 

0 

0 

No security in excess of 5% of all equities. 
Cash equivalents must be less than 10% of an investment manager’s equity portfolio. 
Individual stock must be less than 10% of each manager’s equity portfolio. 
No investment in excess of 5% of an outstanding class of any company. 
No securities may be bought or sold on margin or other use of leverage. 

For fixed income investments, the concentration limits must not exceed: 

0 3% in one issuer 
@ 

0 5% private placements 
0 5% convertible securities 

0 

20% in non-US dollar denominated 

60% for bonds rated AA+ or lower 
SO% for bonds rated A+ or lower 
10% for bonds rated BBB- or lower 
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For obligations of non-government issuers the following limitations apply: 

0 AAA rated debt: a single issuer should account for no more than 5 %  of the portfolio. 
AA+, AA, AA- rated debt: a single issuer should account for no more than 3% of the portfolio. 
Debt rated A+ or lower: a single issuer should account for no more than 2% of the portfolio. 
No more than 10% of the portfolio may be invested in high yield and emerging market debt combined at 
any time. 

* 
* 

A portion of the pension assets is invested in real estate funds to provide diversification, add return and hedge against 
inflation. Real estate properties are illiquid, difficult to value and not actively traded. The pension plan uses external 
real estate investment managers to invest in commingled funds that hold real estate properties. To mitigate investment 
risk in the real estate portfolio, commingled real estate funds are used to ensure that holdings q e  diversified by region, 
property type and risk classification. Real estate holdings include core, value-added, and development risk 
classifications and some investments in Real Estate Investment Trusts (REITs), which are publicly traded real estate 
securities classified as Level 1 I 

A portion of the pension assets is invested in private equity. Private equity investments add return and provide 
diversification and typically require a long-term time horizon to evaluate investment performance. Private equity is 
classified as an alternative investment because it is illiquid, difficult to value and not actively traded. The pension plan 
uses limited partnerships and commingled funds to invest across the private equity investment spectrum. Our private 
equity holdings are with six general partners who help monitor the investments and provide investment selection 
expertise. The holdings are currently comprised of venture capital, buyout and hybrid debt and equity investment 
instruments. Commingled private equity fiinds are used to enhance the holdings’ diversity. 

We participate in a securities lending program with BNY Mellon to provide incremental income on idle assets and 
to provide income to offset custody fees and other administrative expenses. We lend securities to borrowers 
approved by BNY Mellon in exchange for cash collateral. All loans are collateralized by at least 102% of the 
loaned asset’s market value and the cash collateral is invested. The difference between the rebate owed to the 
borrower and the cash collateral rate of return determines the earnings on the loaned security. The securities lending 
progam’s objective is providing modest incremental income with a limited increase in risk. 

We hold trust owned life insurance (TOLJ) underwritten by The Prudential Insurance Company in the OPEB plan 
trusts. The strategy for holding life insurance contracts in the taxable Voluntary Employees’ Beneficiary 
Association (VEBA) trust is to minimize taxes paid on the asset growth in the trust. Earnings on plan assets are tax- 
deferred within the TOLT contract and can be tax-free if held until claims are paid. Life insurance proceeds remain 
in the trust and are used to fund future retiree medical benefit liabilities. With consideration to other investments 
held in the trust, the cash value of the TOLI contracts is invested in two diversified funds. A portion is invested in a 
coinmingled fund with underlying investments in stocks that are actively traded on major international equity 
exchanges. The other portion of the TOL,I cash value is invested in a diversified, commingled fixed income fund 
with underlying investments in  government bonds, coiporate bonds and asset-backed securities. 

Cash and cash equivalents are held in each trust to provide liquidity and meet short-term cash needs. Cash 
equivalent funds are used to provide diversification and preserve principal. The underlying holdings in the cash 
funds are investment grade money market instruments including commercial paper, certificates of deposit, treasury 
bills and other types of investment grade short-term debt securities. The cash funds are valued each business day and 
provide daily liquidity. 

Nuclear decoinmissioning and spent nuclear fuel trust funds represent funds that regulatory commissions allow us to 
collect through rates to fund future decommissioning and spent nuclear fuel disposal liabilities. By rules or orders, 
the TCJRC, the MPSC and the FERC established investment limitations and general risk management guidelines. In 
general, limitations include: 

e 

0 

Acceptable investments (rated investment grade or above when purchased). 
Maximum percentage invested in a specific type of investment. 
Prohibition of investment in obligations of AEP or its affiliates. 
Withdrawals permitted only for payment of decommissioning costs and trust expenses. 
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We maintain trust records for each regulatory jurisdiction. The trust assets may not be used for another ,jurisdiction’s 
liabilities. Regulatory approval is required to withdraw decommissioning funds. These funds are managed by 
external iiivestment managers who must comply with the guidelines and rules of the applicable regulatory 
authorities. The trust assets are invested to optimize the net of tax earnings of the trust giving consideration to 
liquidity, risk, diversification and other prudent investment objectives. 

We record securities held in these trust funds as Spent Nuclear Fuel and Decommissioning Trusts on our 
Consolidated Balance Sheets. We record these securities at fair value. We classify securities in the trust funds as 
available-for-sale due to their long-term purpose. Other-than-temporary impairments for investments in  both debt 
and equity securities are considered realized losses as a result of securities being managed by an external investment 
management firm. The external investment management firm makes specific investment decisions regarding the 
equity and debt investments held in these trusts and generally intends to sell debt securities in an unrealized loss 
position as part of a tax optimization strategy. Impairments reduce the cost basis of the securities which will affect 
any future unrealized gain or realized gain or loss due to the adjusted cost of investment. We record unrealized 
gains and other-than-temporary impairments from securities in these trust funds as adjustments to the regulatory 
liability account for the nuclear decommissioning trust funds and to regulatory assets or liabilities for the spent 
nuclear fuel disposal trust funds in accordance with their treatment in rates. Consequently, changes in fair valite of 
trust assets do not affect earnings or AOCI. See the “Nuclear Contingencies” section of Note 6 for additional 
discussion of nuclear matters. See “Fair Value Measi~reinents of Trust Assets for Decommissioning and SNF 
Disposal” section of Note 11  for disclosure of the fair value of assets within the trusts. 

Conipreheitsive Iiicoiize (LDSS)  

Comprehensive income (loss) is defined as the change in equity (net assets) of a business enterprise during a period 
from transactions and other events and circumstances from nonowner sources. It includes all changes in equity 
during a period except those resulting from investments by owners and distributions to owners. Comprehensive 
income (loss) has two components: net income (loss) and other comprehensive income (loss). 

Coinpoiients of Accum ulated Other Coinprelieiisive Iiiconte (Loss) (AOCI) 

AOCI is included on our Consolidated Balance Sheets in our equity section. Our components of AOCI as of 
December 31, 2010 and 2009 are shown in the following table: 

December 31, 

(in millions) 
Components 2010 2009 

Securities Available for Sale, Net of Tax $ 4 s  12 
Cash Flow Hedges, Net of Tax 11 (15) 
Amortization of Pension and OPEB Deferred Costs, Net of Tax 57 35 
Pension and OPEB Funded Status, Net of Tax (453) (406) 
Total $ (381) $ (374) 

Stock-Based Coinpeizsatioii Plaits 

At December 3 1, 2010, we had stock options, performance units, restricted shares and restricted stock units 
outstanding under The Amended and Restated American Electric Power System Long-Term Incentive Plan (LTIF’). 
This plan was last approved by shareholders in April 2010. 

We maintain a variety of tax qualified and nonqualified deferred compensation plans for employees and non- 
employee directors that include, among other options, an investment in or an investment return equivalent to that of 
AEP common stock. This includes career share accounts maintained under the American Electric Power System 
Stock Ownership Requirement Plan, which facilitates executives in meeting minimum stock ownership 
requirements assigned to them by the HR Committee of the Board of Directors. Career shares are derived from 
vested performance units granted to employees under the L,TIF’. Career shares are equal in value to shares of AEP 
co1ninon stock and do not become payable to executives until after their service ends. Dividends paid on career 
shares are reinvested as additional career shares. 
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We compensate our non-employee directors, in part, with stock units under the American Electric Power Company, 
Tnc. Stock TJnit Accumulation Plan for Non-Employee Directors. These stock units become payable in cash to 
directors after their service ends. 

In January 2006, we adopted accounting guidance for “Compensation - Stock Compensation” which requires the 
measurement and recognition of compensation expense for all share-based payment awards made to employees and 
directors, including stock options, based on estimated fair values. 

We recognize compensation expense for all share-based awards with service only vesting conditions granted on or 
after January 2006 using the straight-line single-option method. Stock-based compensation expense recognized on 
our Consolidated Statements of Income for the years ended December 31, 2010, 2009 and 2008 is based on awards 
ultimately expected to vest. Therefore, stock-based compensation expense has been reduced to reflect estimated 
forfeitures. Accounting guidance for “Compeiisation - Stock Compensation” requires forfeitures to be estimated at 
the time of grant and revised, if necessary, in subsequent periods if actual forfeitures differ from those estimates. 

For the years ended December 31, 2010, 2009 and 2008, compensation expense is included in Net Income for the 
performance units, career shares, restricted shares, restricted stock units and the non-employee director’s stock units. 
See Note 15 for additional discussion. 

Earnings Per Share (EPS) 

Shown below are income statement amounts attributable to AEP common shareholders: 

Years Ended December 31, 

(in millions) 
Amounts Attributable to AEP Common Shareholders 2010 2009 2008 

Iiicoine Before Discontinued Operations and Extiaordinary Loss $ 1.211 $ 1,362 $ 1,368 
12 

Extraordinary Loss, Net of Tax 
Net Income $ 1,2Ti-  $ 1,357 $ 1,380- 

Discontinued Operations, Net of Tax 
(5) -- __- - 

Basic earnings per common share is calculated by dividing net earnings available to common shareholders by the 
weighted average number of co~nrrion shares outstanding during the period. Diluted earnings per common share is 
calculated by ad.justing the weighted average outstanding common shares, assuming conversion of all potentially 
dilutive stock options and awards. 

The following table presents our basic and diluted EPS calculations included on our Consolidated Statements of 
Income: 

Years Ended December 31, 

(in millions, except per share data) 
2009 - 200s -.. 2010 

$/share $/share $/share 
Earnings Attributable to AEP Common 
Shareholders $ 1,211 $ 1,357 $ 1,380 

Weighted Average Number of Basic Shares 

Wcighted Average Dilutivc Effect of 
Outstanding 

Perforrnance Share Units 
Stock Options 
Restricted Stock Units 
Rcstrictcd Shares 

Weighted Average Number of Diluted Shares 
Outstanding 

479.4 $ 2.53 458.7 $ 2.96 402.1 $ 3.43 

0. I 0.3 1.2 0.01 
0.1 

0.1 0.1 
0.1 

479.6 $ 2.53 459.0 $ 2.96 403.6 $ 3.42 
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The assumed conversion of stock options does not affect net earnings for purposes of calculating diluted earnings 
per share. 

Options to purchase 136,250, 452,216 and 470,016 shares of common stock were oiitstanding at December 31, 
2010, 2009 and 2008, respectively, but were not included in the computation of diluted earnings per share 
attributable to AEP common shareholders. Since the options’ exercise prices were greater than the average market 
price of the common shares, the effect would have been antidilutive. 

CSPCo arid OPCo Revised Depreciation Rates 

Effective January 1, 2009, we revised book depreciation rates for CSPCo and OPCo generating plants consistent 
with a completed depreciation study. OPCo’ s overall higher depreciation rates primarily related to shortened 
depreciable lives for certain OPCo generating facilities. In comparing 2009 and 2008, the change in depreciation 
rates resulted in a net increase (decrease) in depreciation expense of: 

Depreciation 
Expense Variance 

Years Ended 

CSPCo 
OPCo 

December 31, 

(in millions) 
200912008 - 

$ (18) 
71 

The net change in depreciation rates resulted in a decrease to our net-of-tax, basic earnings per share of $0.08 for the 
year ended December 3 1,2009. 

Supplenieiitary Iiiforinatioia 

Years Ended December 31, 

(in millions) 
Related Party Transactions 2010 2009 2008 

-I 

AEP Consolidated Revenues - Utility Operations: 

AEP Consolidated Revenues - Other Revenues: 
Ohio Valley Electric Corporation (43.47% owned) $ (20)(a) $ - $  (54) (b) 

Ohio Valley Electric Corporation - Barging and Other 
Transportation Services (43.47% Owned) 29 31 32 

AEP Consolidated Expenses - Purchased Electricity 
for Resale: 

Ohio Valley Electric Corporation (43.47% Owned) 302 (c) 286 263 

(a) 

(b) 

(c) 

The AEP Power Pool purchased power from OVEC to serve off-system sales in an agreement that 
began in January 2010 and ended in June 2010. 
The AEP Power Pool purchased power from OVEC as part of risk management activities in an 
agreement that ended in December 2008. 
The AEP Power Pool purchased power from OVEC to serve retail sales in an agreement that began in 
January 2010 and ended in June 2010. The total amount reported in 2010 includes $10 million related 
to this agreement. 
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Years Ended December 31, 

(in millions) 
Cash Flow Informatioil 2010 2009 2008 

Cash Paid (Received) for: 
Inkiest, Net of Capitalized Amounts $ 958 $ 924 $ 853 
Income Taxes (268) (98) 23 3 

Acquisitions Under Capital Leases 225 86 62 
Noncash Investing and Financing Activities. 

Assumption of Liabilities Related to Acquisitions 8 
10 Governinent Grants Included i n  Accounts Receivable at December 3 1 .  

Constriiction Expenditures included in Accounts Payable at Dcceniber 3 1, 267 348 460 
Acquisition of Nuclear Fuel Included in Accounts Payable at December 3 1, 38 
Noncash Donation Expense Related to Issaance of Treasury Shares to 

AEP Foundation 40 

Traiisntissioi~ Iiivestiiierits 

We participate in certain joint ventures which involve the development, construction, ownership and operation of 
transmission facilities. These investments are recorded using the equity method and reported as Deferred Charges 
and Other Noncurrent Assets on our Consolidated Balance Sheets. 

Adjustrneiits to Securitized Accouiits Receivable Disclosure 

In the “Securitized Accounts Receivable - AEP Credit” section of Note 14, we expanded our disclosure to reflect 
certain prior period amounts related to our securitization agreement that were not previously disclosed. These 
omissions were not material to our financial statements and had no impact on our previously reported net income, 
changes in shareholders’ equity, financial position or cash flows. 

2. NEW ACCOUNTING PRONOUNCEMENTS AND EXTRAORDINARY ITEM 

NEW ACCOUNTING PRONOUNCEMENTS 

Upon issuance of final pronouncements, we review the new accounting literature to determine its relevance, if any, 
to our business. The following represents a summary of final pronouncements that impact our financial statements. 

Pronouncements Adopted During 2010 

The following standards were effective during 2010. 
statements. The following paragraphs discuss their impact. 

Consequently, their impact is reflected in the financial 

ASU 2009-16 “Transfers and Servicing” (ASU 2009-16) 

In 2009, the FASB issued ASU 2009-16 clarifying when a transfer of a financial asset should be recorded as a sale. 
The standard defines participating interest to establish specific conditions for a sale of a portion of a financial asset. 
This standard must be applied to all transfers after the effective date. 

We adopted ASU 2009-16 effective January 1 ,  2010. AEP Credit securitizes an interest in receivables it acquires 
from certain of its affiliates to bank conduits and receives cash. As of December 31, 2009, AEP Credit owed $656 
million to bank conduits related to receivable sales outstanding. Upon adoption of ASU 2009-16, future 
transactions do not constitute a sale of receivables and are accounted for as financings. Effective January 2010, we 
record the receivables and related debt on our Consolidated Balance Sheet. 
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ASU 2009-1 7 “Consolidatiorzs” (ASU 2009-1 7) 

In 2009, the FASB issued ASU 2009-17 amending the analysis an entity must perform to determine if it has a 
controlling financial interest in a V E .  In addition to presentation and disclosure guidance, ASlJ 2009-1 7 provides 
that the primary beneficiary of a VIE must have both: 

The power to direct the activities of the VIE that most significantly impact the VIE’S economic 
perforinance. 
The obligation to absorb the losses of the entity that could potentially be significant to the V E  or the right 
to receive benefits from the entity that could potentially be significant to the VIE. 

We adopted the prospective provisions of ASU 2009-17 effective January 1 ,  2010 and deconsolidated DHLC. 
DHLC was deconsolidated due to the shared control between SWEPCo and CLECO. After January 1, 2010, we 
report DHLC using the equity method of accounting. 

This standard increased our disclosure requirements for AEP Credit and Transition Funding, wholly-owned 
consolidated subsidiaries. See “Variable Interest Entities” section of Note 1 for further discussion. 

EXTRAORDINARY ITEM 

S WEPCo Texas Restructiiriitg 

In August 2006, the PTJCT adopted a rule extending the delay in implementation of customer choice in SWEPCo’s 
SPP area of Texas until no sooner than January 1, 20 1 1 In May 2009, the governor of Texas signed a bill related to 
SmPCo’s  SPP area of Texas that requires continued cost of service regulation until certain stages have been 
completed and approved by the PUCT such that fair competition is available to all Texas retail customer classes. 
Based upon the signing of the bill, SwEPCo re-applied “Regulated Operations” accounting guidance for the 
generation portion of SwEPCo’s Texas retail jurisdiction effective second quarter of 2009. Management believes 
that a return to competition in the SPP area of Texas will not occur. The reapplication of “Regulated Operations” 
accounting guidance resulted in an $8 million ($5 million, net of tax) extraordinary loss. 

3. GOODWILL AND OTHER INTANGIBLE ASSETS 

Goodwill 

The changes in our carrying amount of goodwill for the years ended December 3 1, 2010 and 2009 by operating 
segment are a s  follows: 

Balance at December 31,2008 
Impairment L,osses 
Balance at December 31,2009 
Impairment L,osses 

Utility 
Operations 

$ 37 
- 

37 

Balance at December 31,2010 $ 37 

AEP River AEP 
Operations Consolidated 
(in millions) 

$ 39 $ 76 
,- - 

39 76 

$ 39 $ 76 

In the fourth quarters of 2010 and 2009, we performed our annual impairment tests. The fair values of the 
operations with goodwill were estimated using cash flow projections and other market value indicators. There were 
no goodwill impairment losses. We do not have any accumulated impairment on existing goodwill. 
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Other Intangible Assets 

Acquired intangible assets subject to amortization were $1.2 million and $10.3 million at December 3 1, 2010 and 
2009, respectively, net of accumulated amortization and are included in Deferred Charges and Other Noncurrent 
Assets on our Consolidated Balance Sheets. The amortization life, gross carrying amount and accumulated 
amortization by major asset class are as follows: 

December 31, 
2010 2009 

Gross Gross 
Amortization Carrying Accumulated Carrying Accumulated 

Life Amount Amortization Amount Amortization 

Easements 10 $ 2.2 $ 2.2 $ 2.2 $ I .9 
Purchased Technology 10 10.9 9.7 10.9 8.6 

29.4 21.7 Advanced Royalties 1s 
Total $ 13.1 $ 11.9 $ 42.5 $ 32.2 

(in years) (in millions) 

--- ~ ” ”  -I -.-- 

Amortization of intangible assets was $I million, $3 million and $3 million for 2010, 2009 and 2008, respectively. 
Our estimated total amortization is $1 million for 20 1 1 and $1.38 thousand for 20 12. 

The Advanced Royalties asset class relates to the lignite mine of DHLC, a wholly-owned subsidiary of SWEPCo. 
As of January 1, 2010, SWEPCo no longer consolidates DHLC, but rather it is reported as an equity investment, 
resulting in the elimination of a review of this asset by SWEPCo. Also, see “ASIJ 2009-17 ‘Consolidations”’ 
section of Note 2 for discussion of impact of new accounting guidance efFective January 1,2010. 

Other than goodwill, we have no intangible assets that are not subject to amortization 

4. RATE MATTERS 

Our sitbsidiaries are involved in rate and regulatory proceedings at the FERC and their state coinmissions. Rate 
matters can have a inaterial impact on net income, cash flows and possibly financial condition. Our recent 
significant rate orders and pending rate filings are addressed in this note. 

CSPCo and OPCo Rate Matters 

Ohio Electric Security Plan Filings 

2009 - 201 I ESPS 

The PUCO issued an order in March 2009 that modified and approved CSPCo’s and OPCo’s ESPs which 
established rates at the start of the April 2009 billing cycle. The ESPs are in effect through 201 1. The order also 
limited annual rate increases for CSPCo to 7% in 2009, 6% in 2010 and 6% in 201 1 and for OPCo to 8% in 2009, 
7% in 2010 and 8% in 201 1. Some rate coinponents and increases are exempt from these limitations. CSPCo and 
OPCo collected the 2009 annualized revenue increase over the last nine months of 2009. 

The order provided a FAC for the three-year period of the ESP. The FAC was phased in to avoid having the 
resultant rate increases exceed the ordered annual caps described above. The FAC is subject to quarterly true-ups, 
annual accounting audits and pritdency reviews. See the “2009 Fuel Adjustment Clause Audit” section below. The 
order allowed CSPCo and OPCo to defer any unrecovered FAC costs resulting from the annual caps and accrued 
associated carrying charges at CSPCo’s and OPCo’s weighted average cost of capital. Any deferred FAC regulatory 
asset balance at the end of the three-year ESP period will be recovered through a non-bypassable surcharge over the 
period 2012 through 2018. That recovery will include deferrals associated with the Ormet interim arrangement and 
is sitb,ject to the PUCO’s ultimate decision regarding the Ormet interim arrangement deferrals plus related carrying 
charges. See the “Ormet Interim Arrangement” section below. The FAC deferral as of December 31, 2010 was 
$476 million for OPCo excluding $30 million of unrecognized equity carrying costs. 
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Discussed below are the significant outstanding uncertainties related to the ESP order: 

The Ohio Consumers’ Counsel filed a notice of appeal with the Supreme Court of Ohio raising several issues 
including alleged retroactive ratemaking, recovery of carrying charges on certain environmental investments, 
Provider of Last Resort (POL,R) charges and the decision not to offset rates by off-system sales margins. A 
decision froin the Supreme Court of Ohio is pending. 

In November 2009, the Industrial Energy Users-Ohio filed a notice of appeal with the Supreme Court of Ohio 
challenging components of the ESP order including the POL,R charge, the distribution riders for gridSMART@ 
and enhanced reliability, the PUCO’s conclusion and supporting evaluation that the modified ESPs are more 
favorable than the expected results of a market rate offer, the unbundling of the fuel and non-f~iel generation rate 
components, the scope and design of the fuel adjustment clause and the approval of the plan after the 1S0-day 
statutory deadline. A decision froin the Suprenie Court of Ohio is pending. 

In April 2010, the Industrial Energy Users-Ohio filed an additional notice of appeal with the Supreme Court of 
Ohio challenging alleged retroactive ratemaking, CSPCo’s and OPCo’s abilities to collect through the FAC 
amounts deferred under the Ormet interim arrangement and the approval of the plan after the 150-day statutory 
deadline. A decision from the Supreme Court of Ohio is pending. 

Ohio law requires that the PUCO determine, following the end of each year of the ESP, if rate adjustments 
included in the ESP resulted in significantly excessive earnings under the Significantly Excessive Earnings Test 
(SEET). If the rate adjustments, in the aggregate, result in significantly excessive earnings, the excess amount 
could be returned to customers. In September 2010, CSPCo and OPCo filed their 2009 SEET filings with the 
PUCO. CSPCo’s and OPCO’S returns on coinmon equity were 20.84% and 10.81%, respectively, including off- 
system sales margins. In January 20 I 1, the PIJCO issued an order that determined a return on common equity 
for 2009 in excess of 17.6% would be significantly excessive. The PUCO determined that OPCo’s 2009 
earnings were not significantly excessive but determined relevant CSPCo earnings, excluding off-system saIes 
margins, to be 19.73%, which exceeded the PUCO determined threshold by 2.13%. As a result, the PIJCO 
ordered CSPCo to refund $43 million ($28 million net of tax) of its earnings to cnstomers, which was recorded 
as a revenue provision on CSPCo’s December 20 10 books. The PIJCO ordered that the significantly excessive 
earnings be applied first to CSPCo’s FAC deferral, including unrecognized equity carrying costs, as of the date 
of the order, with any remaining balance to be credited to CSPCo’s customers on a per kilowatt basis which 
began with the first billing cycle in February 201 1 through December 201 1. Several parties, including CSPCo 
and OPCo, have filed requests for rehearing with the PUCO, which remain pending. CSPCo and OPCo are 
required to file their 2010 SEET filing with the PUCO in 201 1. Based upon the approach in the PUCO 2009 
order, management does not currently believe that there are significantly excessive earnings in 201 0. 

Management is unable to predict the outcome of the various ongoing ESP proceedings and litigation discussed 
above. If these proceedings, including future SEET filings, result in adverse rulings, i t  could reduce future net 
income and cash flows and impact financial condition. 

Proposed Janua~:v 2012 - May 2014 ESP 

In January 2011, CSPCo and OPCo filed an application with the PIJCO to approve a new ESP that includes a 
standard service offer (SSO) pricing on a combined company basis for generation effective with the first billing 
cycle of January 2012 through the last billing cycle of May 2014. The ESP also includes alternative energy resource 
requirements and addresses provisions regarding distribution service, energy efficiency requirements, economic 
development, job retention in Ohio and other matters. The SSO presents redesigned generation rates by customer 
class. Customer class rates individually vary, but on average, customers will experience net base generation 
increases of 1.4% in 2012 and 2.7% for the period January 2013 through May 2014. 

Proposed CSPCo arid OPCo Merger 

In October 2010, CSPCo and OPCo filed an application with the PUCO to merge CSPCo into OPCo. Approval of 
the merger will not affect CSPCo‘s and OPCo’s rates until such time as the PUCO approves new rates, terms and 
conditions for the merged company. In January 2011, CSPCo and OPCo filed an application with the FERC 
requesting approval for an internal corporate reorganization under which CSPCo will merge into OPCo. CSPCo 
and OPCo requested the reorganization transaction be effective in October 201 1. Decisions are pending from the 
PUCO and the FERC. 
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Requested Sporn Unit 5 Shutdowii and Proposed Distribution Rider 

In October 2010, OPCo filed an application with the PUCO for the approval of a December 2010 closure of Sporn 
Unit 5 and the simultaneous establishment of a new non-bypassable distribution rider, outside the rate caps 
established in the 2009 - 201 1 ESP proceeding. The proposed rider would recover the net book value of the unit as 
well as related materials and supplies as of December 2010, which is estimated to be $59 million, as well as future 
closure costs incurred after December 2010. OPCo also requested authority to record the future closure costs as a 
regulatory asset or regulatory liability with a weighted average cost of capital carrying charge to be included in the 
proposed non-bypassable distribution rider after they are incurred. Also in October 2010, OPCo filed a retirement 
notification with PJM pending PTJCO approval of OPCo’s application to close Sporn TJnit 5 ,  which was granted by 
PJM. Pending PTJCO approval, Sporn IJnit 5 continues to operate. Management is unable to predict the outcome of 
this proceeding. 

2009 Fuel Adjustineitt Clause Aiidit 

As required under the ESP orders, the PT-JCO selected an outside consultant to conduct the audit of the FAC for the 
period of January 2009 through December 2009. In May 20 10, the outside consultant provided their confidential 
audit report to the PTJCO. The audit report included a recommendation that the PTJCO should review whether any 
proceeds from a 2008 coal contract settlement agreement which totaled $72 million should reduce OPCo’s FAC 
under-recovery balance. Of the total proceeds, approximately $58 million was recognized as a reduction to fuel 
expense prior to 2009 and $14 million reduced fuel expense in 2009 and 2010. Hearings were held in August 2010. 
If the PUCO orders any portion of the $58 million previously recognized or potential other future adjustments be 
used to reduce the current year FAC deferral, it would reduce future net income and cash flows and impact fiiiancial 
condition. 

Ormet Iiiteiint Arrangenient 

CSPCo, OPCo and Ormet, a large aluminuni company, filed an application with the PUCO for approval of an 
interim arrangement governing the provision of generation service to Ormet. This interim arrangement was 
approved by the PUCO and was effective from January 2009 through September 2009. In March 2009, the PUCO 
approved a FAC in the ESP filings. The approval of the FAC, together with the PUCO approval of the interim 
arrangement, provided the basis to record regulatory assets for the difference between the approved market price and 
the rate paid by Ormet. The Industrial Energy Users-Ohio, CSPCo and OPCo filed Notices of Appeal regarding 
aspects of this decision with the Supreme Court of Ohio. A hearing at the Supreme Court of Ohio was heid in 
February 201 1. Through September 2009, the last month of the interim arrangement, CSPCo and OPCo had $30 
million and $34 million, respectively, of deferred FAC related to the interim arrangement including recognized 
carrying charges. These amounts exclude $1 million and $1 million, respectively, of unrecognized equity carrying 
costs. In November 2009, CSPCo and OPCo requested that the PUCO approve recovery of the deferrals under the 
interim agreement plus a weighted average cost of capital carrying charge. The interim arrangement deferrals are 
included in CSPCo’ s and OPCo’s FAC phase-in deferral balances. See “Ohio Electric Security Plan Filings” 
section above. In the ESP proceeding, intervenors requested that CSPCo and OPCo be required to refund the 
Ormet-related regulatory assets and requested that the PUCO prevent CSPCo and OPCo fiom collecting the Ormet- 
related revenues in the future. The PUCO did not take any action on this request in the ESP proceeding. The 
intervenors raised the issue again in response to CSPCo’s and OPCo’s November 2009 filing to approve recovery of 
the deferrals under the interim agreement. If CSPCo and OPCo are not ultimately permitted to fully recover their 
requested deferrals under the interim arrangement, it would reduce future net income and cash flows and impact 
financial condition. 

Economic Developineiit Rider 

In April 2010, the Industrial Energy Users-Ohio filed a notice of appeal of the 2009 PUCO-approved Economic 
Development Rider (EDR) with the Supreme Court of Ohio. The EDR collects from ratepayers the difference 
between the standard tariff and lower contract billings to qualifying industrial customers, subject to PUCO approval. 
The Industrial Energy Users-Ohio raised several issues including claims that (a) the PUCO lost jurisdiction over 
CSPCo’s and OPCo’s ESP proceedings and related proceedings when the PUCO failed to issue ESP orders within 
the lS0-day statutory deadline, (b) the EDR should not be exempt from the ESP annual rate limitations and (c) 
CSPCo and OPCo should not be allowed to apply a weighted average long-term debt carrying cost on deferred EDR 
regulatory assets. 
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In June 2010, Industrial Energy Users-Ohio filed a notice of appeal of the 2010 PIJCO-approved EDR with the 
Supreme Court of Ohio. The Industrial Energy Users-Ohio raised the same issues as noted in the 2009 EDR appeal 
P ~ U S  a claim that CSPCo and OPCo should not be able to take the benefits of the higher ESP rates while 
simultaneously challenging the ESP orders. 

As of December 31, 2010, CSPCo and OPCo have incurred $38 million and $30 million, respectively, in EDR costs 
including carrying costs. Of these costs, CSPCo and OPCo have collected $35 million and $26 million, 
respectively, through the EDR, which CSPCo and OPCo began collecting in January 2010. The remaining $3 
millioii and $4 million for CSPCo and OPCo, respectively, are recorded as EDR regulatory assets. If CSPCo and 
OPCo are not ultimately permitted to recover their deferrals or are required to refund revenue collected, it would 
reduce future net income and cash flows and impact financial condition. 

Eit viroitnieiital Investment Currying Cost Rider 

In February 2010, CSPCo and OPCo filed an application with the PUCO to establish an Environmental Investment 
Carrying Cost Rider to recover carrying costs for 2009 through 201 1 related to environmental investments made in 
2009. The carrying costs include both a return of and on the environmental investments as well as related 
administrative and general expenses and taxes. In August 2010, the PT.JCO issued an order approving a rider of 
approximately $26 million and $34 million for CSPCo and OPCo, respectively, effective September 2010. The 
implementation of the rider will likely not impact cash flows since this rider is subject to the rate increase caps 
authorized by the PUCO in the ESP proceedings, but will increase the ESP phase-in plan deferrals associated with 
the FAC. 

Ohio IGCC Plant 

In March 2005, CSPCo and OPCo filed a joint application with the PUCO seeking authority to recover costs of 
building and operating an lGCC power plant. Through December 31, 2010, CSPCo and OPCo have each collected 
$12 million in pre-construction costs authorized in a June 2006 PUCO order and each incurred $1 1 million in pre- 
construction costs. As a result, CSPCo and OPCo each established a net regulatory liability of approximately $1 
million. The order also provided that if CSPCo and OPCo have not commenced a continuous course of construction 
of the proposed IGCC plant before June 201 1, all pre-construction costs that may be utilized in projects at other sites 
must be refunded to Ohio ratepayers with interest. Intervenors have filed motions with the PUCO requesting all 
pre-construction costs be refunded to Ohio ratepayers with interest. 

CSPCo and OPCo will not start construction of an IGCC plant until existing statutory barriers are addressed and 
sufficient assurance of regulatory cost recovery exists. Management cannot predict the outcome of any cost 
recovery litigation concerning the Ohio IGCC plant or what effect, if any, such litigation would have on future net 
income and cash flows. However, if CSPCo and OPCo were required to refund all or some of the pre-construction 
costs collected and the costs incurred were not recoverable in another jurisdiction, i t  would reduce future net income 
and cash flows and impact financial condition. 

SWEPCo Rate Matters 

Turk Plaiit 

S m P C o  is currently constructing the Turk Plant, a new base load 600 MW pulverized coal ultra-supercritical 
generating unit in Arkansas, which is expected to be in service in 2012. SWEPCo owns 73% (440 MW) of the Turk 
Plant and will operate the completed facility. The Turk Plant is currently estimated to cost $1.7 billion, excluding 
AFWDC, plus an additional $125 million for transmission, excluding AFWDC. SWEPCo’s share is currently 
estimated to cost $1.3 billion, excluding AFTJDC, plus the additional $125 million for transmission, excluding 
AFUDC. As of December 31, 2010, excluding costs attributable to its joint owners, SWEPCo has capitalized 
approximately $1 billion of expenditures (including AFUDC and capitalized interest of $137 million and related 
transmission costs of $66 million). As of December 31, 2010, the joint owners and SWEPCo have contractual 
construction commitments of approximately $32 I million (including related transmission costs of $3 million). 
SWEPCo’s share of the contractual construction commitments is $235 million. If the plant is cancelled, the joint 
owners and SWEPCo would incur contractual construction cancellation fees, based on construction status as of 
December 3 1, 2010, of approximately $121 million (including related transmission cancellation fees of $ I  million). 
SWl3PCo’s share of the contractual construction cancellation fees would be approxiinately $89 million. 
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Discussed below are the significant outstanding uncertainties related to the Turk Plant: 

The APSC granted approval for SWEPCo to build the Turk Plant by issuing a Certificate of Environmental 
Compatibility and Public Need (CECPN) for the 88 MW SWEPCo Arkansas jurisdictional share of the T~irk 
Plant. Following an appeal by certain intervenors, the Arkansas Supreme Coiirt issaed a decision that reversed 
the APSC’s grant of the CECPN. The Arkansas Supreme Court ultimately concluded that the APSC eired in 
determining the need for additional power supply resources in a proceeding separate from the proceeding in 
which the APSC granted the CECPN. However, the Arkansas Supreme Court approved the APSC’s procedure 
of granting CECPNs for transmission facilities in dockets separate from the Turk Plant CECPN proceeding. 
SwEPCo filed a notice with the APSC of its intent to proceed with construction of the Turk Plant but that 
SWEPCo no longer intends to pursue a CECPN to seek recovery of the originally approved 88 MW portion of 
Turk Plant costs in Arkansas retail rates. In June 2010, the APSC issued an order which reversed and set aside 
the previously granted CECPN. 

The PUCT issued an order approving a Certificate of Convenience and Necessity (CCN) for the Turk Plant with 
the following conditions: (a) a cap on the recovery of ,jurisdictional capital costs for the Turk Plant based on the 
previously estimated $ 1  522 billion projected construction cost, excluding AFUDC and related transmission 
costs, (b) a cap on recovery of annual C07 emission costs at $28 per ton through the year 2030 and (c) a 
requirement to hold Texas ratepayers financially harmless from any adverse impact related to the Turk Plant not 
being fully subscribed to by other utilities or wholesale customers. SWEPCo appealed the PUCT’s order 
contending the two cost cap restrictions are unlawful. The Texas Industrial Energy Consumers filed an appeal 
Contending that the PUCT’s grant of a conditional CCN for the Turk Plant was unnecessary to serve retail 
customers. In February 2010, the Texas District Court affirmed the PTJCT’s order in all respects. In March 
2010, SWEPCo and the Texas Industrial Energy Consumers appealed this decision to the Texas Court of 
Appeals. 

The L,PSC approved SWEPCo’s application to construct the Turk Plant. The Sierra Club filed a complaint with 
the LPSC to begin an investigation into the construction of the Turk Plant. In November 2010, the LPSC 
dismissed the complaint. 

In November 2008, SWEPCo received its required air permit approval from the Arkansas Depaitinent of 
Environmental Quality and commenced construction at the site. The Arkansas Pollution Control and Ecology 
Commission (APCEC) upheld the air permit. The parties who unsuccessfully appealed the air permit to the 
APCEC filed a notice of appeal with the Circuit Court of Hempstead County, Arkansas. In December 2010, the 
Circuit Court affirmed the APCEC. In January 201 1, the same parties asked the Arkansas Court of Appeals to 
overturn the Circuit Court’s December 2010 decision. A decision from the Arkansas Coiirt of Appeals is 
pending. 

A wetlands permit was issued by the U S .  Army Corps of Engineers in December 2009. In 2010, the Sierra 
Club, the Audubon Society and others filed a complaint in the Federal District Court for the Western District of 
Arkansas against the U.S. Army Corps of Engineers challenging the process used and the terms of the permit 
issued to SWEPCo authorizing certain wetland and stream impacts, and sought a preliminary in,junction to halt 
construction and for a temporary restraining order. In July 2010, the Hempstead County Hunting Club also filed 
a complaint with the Federal District Court for the Western District of Arkansas against SWEPCo, the U.S. 
Army Corps of Engineers, the U.S. Department of the Interior and the U.S. Fish and Wildlife Service seeking a 
temporary restraining order and preliininary injunction to stop construction of the Turk Plant asserting claims of 
violations of federal and state laws. The plaintiffs’ federal law claims challenge the process used and terms of 
the permit issued to SWEPCo authorizing certain wetland and stream impacts. The plaintiffs’ state law claims 
challenge SWEPCo’s ability to construct the Turk Plant without obtaining a certificate from the APSC. In 2010, 
the motions for preliininary injunction were partially granted and upheld on appeal pending a hearing. 
According to the preliminary injunction, all uncompleted construction work associated with wetlands, streams 
or rivers at the Turk Plant must immediately stop. Mitigation measures required by the permit are authorized 
and may be completed. The preliminary in.junction affects portions of the water intake and associated piping 
and portions of the transmission lines. A hearing on SWEPCo’s appeal is scheduled for March 201 1. In 
October 2010, the Federal District Court certified issues relating to the state law claims to the Arkansas 
Supreme Court, including whether those claims are within the primary jurisdiction of the APSC. The Arkansas 
Supreme Court accepted the request. 
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In January 2009, SWEPCo was granted CECPNs by the APSC to build three transmission lines and facilities 
authorized by the SPP and needed to transmit power from the Turk Plant. Intervenors appealed the CECPN 
decisions in April 2009 to the Arkansas Court of Appeals. In July 2010, the Hempstead County Hunting Club 
and other appellants filed with the Arkansas Court of Appeals emergency motions to stay the transinission 
CECPNs to prohibit SWEPCo from taking ownership of private property and undertaking construction of the 
transmission lines. The Arkansas Court of Appeals issued a decision in July 2010 remanding all transmission 
line CECPN appeals to the APSC. As a result, a stay was not ordered and construction continues on the 
affected transmission lines. In January 201 1 ,  the appellants filed requests to withdraw their appeals at the Court 
of Appeals and the APSC postponed a scheduled hearing pending a ruling on those requests. In February 201 1,  
the Court of Appeals dismissed the appeals, and the APSC subsequently closed the remand docket, finding the 
CECPN decisions final and non-appealable. As previously discussed, the preliminary injunction issued by the 
Federal District Court related to the wetlands permit also impacts the uncompleted construction on portions of 
the transmission lines. 

Management expects that SWEPCo will ultimately be able to complete construction of the Turk Plant and related 
transmission facilities and place those facilities in service. However, if SWEPCo is unable to complete the Turk 
Plant construction, including the related transmission facilities, and place the Turk Plant in service or if SWEPCo 
cannot recover all of its investment in and expenses related to the Turk Plant, it would materially reduce future net 
income and cash flows and materially impact financial condition. 

Stall Unit 

SWEPCo constructed the Stall IJnit, an intermediate load 500 MW natural gas-fired combustion turbine combined 
cycle generating unit, at its existing Arsenal Hill Plant located in Shreveport, Louisiana. The LPSC and the APSC 
issued orders capping SWEPCo’s Stall Urlit construction costs at $445 million including AFUDC and excluding 
related transmission costs. The Stall Unit was placed in service in June 2010. As of December 31, 2010, the Stall 
Unit cost applicable to the cap was $426 million, including $49 million of AFIJDC. Management does not expect 
the final costs of the Stall IJnit to exceed the ordered cap. In July 2010, the Stall Unit was placed into Arkansas 
rates. S W P C o  received CWIP treatment for a portion of the Stall Unit in the 2009 Texas Base Rate Filing. See 
“2009 Texas Base Rate Filing” section below. The Stall Unit will be phased into Louisiana rates between October 
2010 and October 201 1 .  

2009 Texas Base Rate Filing 

In August 2009, SWEPCo filed a rate case with the PUCT to increase its base rates by approximately $75 inillion 
annually including a return on coinmon equity of 11 5%. The filing included requests for financing cost riders of 
$32 million related to construction of the Stall IJnit and Turk Plant, a vegetation management rider of $16 inillion 
and other requested increases of $27 million. In April 2010, a settlement agreement was approved by the PIJCT to 
increase SWEPCo’s base rates by approximately $15 million annually, effective May 2010, including a return on 
common equity of 10.33%, which consists of $5 million related to construction of the Stall IJnit and $10 million in 
other increases. In addition, the settlement agreement decreased annual depreciation expense by $17 million and 
allowed S W P C o  a $10 million one-year surcharge rider to recover additional vegetation management costs that 
S W P C o  must spend within two years. 

Texas Fuel Reconciliation 

In May 20 10, various intervenors, including the PTJCT staff, filed testimony recommending disallowances ranging 
from $3 million to $30 million in SWEPCo’s $755 million fuel and purchased power costs reconciliation for the 
period January 2006 through March 2009. In July 2010, Cities Advocating Reasonable Deregulation filed 
testimony regarding the 2007 transfer of ERCOT trading contracts to AEPEP. The testimony included unquantified 
refund recommendations relating to re-pricing of contract transactions. 

In September 2010, the Administrative LAW Judges issued a Proposal for Decision (PFD) that recommended a 
disallowance of a significant portion of the charges under a ten-year gas transportation agreement that began in 2009 
for the Mattison Plant located in northwest Arkansas. In January 201 1 ,  the PUCT issued an order which overturned 
a portion of the PFD that recommended a finding of imprudence on the Mattison gas contract. The impact of this 
order had an immaterial impact on SWEPCo’s financial statements. 
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TCC and TNC Rate Matters 

TEXAS RESTRUCTURING 

Texas Restruchiriiig Appeals 

Pursuant to PUCT restructuring orders, TCC securitized net recoverable stranded generation costs of $2.5 billion 
and is recovering the principal and interest on the securitization bonds through the end of 2020. TCC also refunded 
other net true-up regulatory liabilities of $37.5 million during the period October 2006 through June 2008 via a CTC 
credit rate rider under PTJCT restructuring orders. TCC and intervenors appealed the PUCT’s true-up related orders. 
After rulings from the Texas District Court and the Texas Court of Appeals, TCC, the PUCT and intervenors filed 
petitions for review with the Texas Supreme Court. Review is discretionary and the Texas Supreme Court has not 
yet determined if it will grant review. The Texas Supreme Court requested a fill1 briefing which has concluded. 
The following represent issues where either the Texas District Court or the Texas Couit of Appeals recoinmended 
the PUCT decision be modified: 

+I The Texas District Court ,judge determined that the PUCT erred by applying an invalid rule to determine the 
carrying cost rate for the true-up of stranded costs. The Texas Court of Appeals reversed the District 
Court’s unfavorable decision. An October 2010 decision of the Texas Supreme Court addressing the same 
issue for another utility upholds the Court of Appeals determination. 

Q The Texas District Court judge determined that the PUCT improperly reduced TCC’s net stranded plant 
costs for commercial unreasonableness. This favorable decision was affirmed by the Texas Court of 
Appeals. 

Q The Texas Court of Appeals determined that the PTJCT erred by not reducing stranded costs by the “excess 
earnings” that had already been refunded to affiliated Retail Electric Providers (REPS). This decision could 
be unfavorable unless the PUCT allows TCC to recover the refunds previously made to the REPs. See the 
“TCC Excess Earnings” section below. 

Management cannot predict the outcome of the pending court proceedings and the PUCT remand decisions. If TCC 
ultimately succeeds in its appeals, it could have a favorable effect on future net income, cash flows and possibly 
financial condition. If intervenors succeed in their appeals, it could reduce future net income and cash flows and 
possibly impact financial condition. 

TCC Deferred Iiavestmeiit Tax Credits and Excess Deferred Federal Iizcoine Tnxes 

In 2006, the PUCT reduced recovery of the amount securitized by $103 million of tax benefits and associated 
carrying costs related to TCC’s generation assets. In 2006. TCC obtained a private letter ruling from the IRS which 
confirmed that such reduction was an IRS normalization violation. In order to avoid a normalization violation, the 
P‘IJCT agreed to allow TCC to defer refiinding the tax benefits of $103 million phis interest through the CTC refund 
period pending resolution of the normalization issue. In 2008, the IRS issued final regulations, which siipported the 
IRS’ private letter ruling which would make the refunding of or the reduction of the amount securitized by such tax 
benefits a normalization violation. After the IRS issued its final regulations, at the request of the PTJCT, the Texas 
Court of Appeals remanded the tax normalization issue to the PlJCT for the consideration of additional evidence 
including the IRS regulations. TCC is not accruing interest on the $103 million because it is not probable that the 
PUCT will order TCC to violate the normalization provision of the Internal Revenue Code. If interest were accrued. 
management estimates interest expense would have beeii approximately $22 million higher for the period July 2008 
through December 20 10. 

Management believes that the PUCT will ultimately allow TCC to retain the deferred amounts, which would have a 
favorable effect on future net income and cash flows. Although unexpected, if the PUCT fails to issue a favorable 
order and orders TCC to return the tax benefits to customers, the resulting normalization violation could result in 
TCC’s repayment to the IRS of Accumulated Deferred Investment Tax Credits (ADITC) on all property, including 
transmission and distribution property. This amount approximates $101 million as of December 31, 2010. It could 
also lead to a loss of TCC’s right to claim accelerated tax depreciation in future tax returns. If TCC is required to 
repay its ADITC to the IRS and is also required to refund ADITC plus unaccrued interest to customers, it would 
reduce future net income and cash flows and impact financial condition. 
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TCC Excess Earnings 

In ZOOS, a Texas appellate court issued a decision finding that a PUCT order requiring TCC to refund to the Retail 
Electric Providers (REPs) excess earnings prior to and outside of the true-up process was nnlawful under the Texas 
Restructuring Legislation. From 2002 to 2005, TCC refunded $55 million of excess earnings, including interest, 
under the overturned PUCT order. On remand, the PUCT must determine how to implement the Court of Appeals 
decision given that the iinauthorized refunds were made to the REPs in lieu of reducing stranded costs in the true-up 
proceeding. 

Certain parties have taken positions that, if adopted, could result in TCC being required to refund excess earnings 
and interest through the true-up process without receiving a refund from the REPs. If this were to occur, it would 
reduce future net income and cash flows and impact financial condition. Management cannot predict the outcome 
of the excess earnings remand. 

OTHER TEXAS RATE MATTERS 

Texas Base Rate Appeal 

TCC filed a base rate case in 2006 seeking to increase base rates. The PUCT issued an order in 2007 which 
increased TCC’s base rates by $20 million, eliminated a merger credit rider of $20 million and reduced depreciation 
rates by $7 million. The PTJCT decision was appealed by TCC and various intervenors. On appeal, the Texas 
District Court affirmed the PUCT in most respects and the Texas Court of Appeals affirmed the Texas District 
Court’s decision. The order became final with an August 2010 Texas Court of Appeals mandate. 

ETT 2007 Formation Appeal 

ETT is a ,joint venture between AEP Utilities, Inc. and MidAmerican Energy Holdings Company Texas Transco, 
LLC. TCC and TNC have sold transmission assets both in service and under construction to ETT. The PUCT 
approved ETT’s initial rates, a request for a transfer of in-service assets and CWlP and a certificate of convenience 
and necessity (CCN) to operate as a stand alone transmission utility in ERCOT. ETT was allowed a 9.96% return 
on common equity. Intervenors appealed the PUCT’s decision but the Texas Court of Appeals affirmed the PUCT’s 
decision in all material respects. The deadline to appeal this decision to the Texas Supreme Court has expired. 

In a separate development, the Texas governor signed a new law that clarifies the PUCT’s authority to grant CCNs 
to transmission only utilities such as ETT. ETT filed an application with the PUCT for a CCN under the new law. 
In March 2010, the PUCT approved the application for a CCN under the new law. 

APCo and WPCo Rate Matters 

2009 Virginia Base Rate Case 

In July 2009, APCo filed a generation and distribution base rate increase with the Virginia SCC of $154 million 
annually based on a 13.35% return on common equity. Interim rates, subject to refund, became effective in 
December 2009 but were discontinued in February 2010 when newly enacted Virginia legislation suspended the 
collection of interim rates. In July 2010, the Virginia SCC issued an order approving a $62 million increase based 
on a 10.53% return on common equity. The order denied recovery of the Virginia share of the Mountaineer Carbon 
Capture and Storage Product Validation Facility, which resulted in a pretax write-off of $54 million in Other 
Operation. See “Mottntaineer Carbon Capture and Storage Pro.ject” section below. In addition, the order allowed 
the deferral of approxiinately $25 million of incremental storm expense incurred in 2009. Approximately $3 
million, including interest, was refunded to customers in September 20 10 related to the collection of interim rates. 

2010 West Virginia Base Rate Case 

In May 2010, APCo and WPCo filed a request with the WVPSC to increase annual base rates by $1.56 million based 
on an 1 1.75% return on common equity to be effective March 201 1. The filing also included a request for recovery 
of and a return on the West Virginia jurisdictional share of the Mountaineer Carbon Capture and Storage Product 
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Validation Facility. In December 2010, a settlement agreement was filed with the WVPSC to increase annual base 
rates by $60 million, effective March 201 1. The settlement agreement allows APCo to defer and amortize up to $18 
inillion of previously expensed 2009 incremental storm expenses over a period of eight years. A decision from the 
WVPSC is expected in March 201 1 I 

Mountaineer Carbon Capture aiid Storage Project 

Product Validatiori Facility (PVF) 

APCo and ALSTOM Power, Inc., an unrelated third party, jointly constructed a CO-, capture validation facility, 
which was placed into service in September 2009. APCo also constructed and owns the necessary facilities to store 
the COz. In October 2009, APCo started injecting COz into the underground storage facilities. The injection of COz 
required the recording of an asset retirement obligation and an offsetting iegulatory asset. As of December 71, 
201 0, APCo has recorded a noncurrent regulatory asset of $60 million related to the PVF. 

In APCo’s July 2009 Virginia base rate filing, APCo requested recovery of and a return on its Virginia jurisdictional 
share of its project costs and recovery of the related asset retirement obligation regulatory asset amortization and 
accretion. In JUIY 2010, the Virginia SCC issued a base rate order that denied recovery of the Virginia share of the 
PVF costs. See “2009 Virginia Base Rate Case” section above. 

In APCo’s and WPCo’s May 2010 West Virginia base rate filing, APCo and WPCo requested recovery of and a 
return on their West Virginia .jurisdictional share of the project costs and recovery of the related asset retirement 
obligation iegulatory asset amortization and accretion. In December 201 0, a settlement agreement was filed with 
the WVPSC to increase annual base rates by $60 million, effective March 201 1. A decision from the WVPSC is 
expected in March 201 1. If APCo cannot recover its remaining investment in and expenses ielated to the PVF, it 
would reduce future net income and cash flows and impact financial condition. 

Carlioii Capture and Sequestrcition Project with the Department of E i w  gy  (DOE) 

During 2010, AEPSC, on behalf of APCo, began the project definition stage for the potential construction of a new 
commercial scale carbon capture and sequestration (CCS) facility under consideration at the Mountaineer Plant. 
AEPSC, on behalf of APCo, applied for and was selected to receive funding from the DOE for the project. The 
DOE will fund 50% of allowable costs incurred for the CCS facility up to a maximum of $334 million. A Front- 
End Engineering and Design (FEED) study, scheduled for completion during the third quarter of 201 1, will refine 
the total cost estimate for the CCS facility. Results from the FEED study will be evaluated by management before 
any decision is made to seek the necessary regulatory approvals to build the CCS facility. As of December 31, 
2010, APCo has incurred $14 Inillion in total costs and has received $5 million of DOE funding resulting in a net $9 
million balance included in Construction Work In Progress on the Consolidated Balance Sheets. If APCo is unable 
to recover the costs of the CCS project, it would reduce future net income and cash flows. 

APCo’s Filings for mi IGCC Plant 

In 2008, the Virginia SCC issued an order denying APCo’s request for a surcharge rate mechanism to provide for 
the timely recovery of pre-constriiction costs and the ongoing financing costs of the project during the construction 
period, as well as the capital costs, operating costs and a return on common equity once the facility is placed into 
commercial operation. The order was based upon the Virginia SCC’s finding that the estimated cost of the plant was 
tincertain and may escalate. The Virginia SCC also expressed concerns that the estimated costs did not include a 
retrofitting of carbon capture and sequestration facilities. During 2009, based on the order received in Virginia, the 
WVPSC removed the lGCC case as an active case from its docket and indicated that the conditional CPCN granted 
in 2008 must be reconsidered if and when APCo proceeds with the IGCC plant. 

Through December 3 1, 2010, APCo deferred for future recovery pre-construction IGCC costs of approximately $9 
million applicable to its West Virginia jurisdiction, approximately $2 inillion applicable to its F‘ERC jurisdiction and 
approximately $9 million applicable to its Virginia jurisdiction. 

APCo will not start construction of the IGCC plant until sufficient assurance of full cost recovery exists in Virginia 
and West Virginia. If the plant is cancelled, APCo plans to seek recovery of its prudently incurred deferred pre- 
construction costs which, if not recoverable, would reduce futiire net income and cash flows and impact financial 
condition. 
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APCo ’s atid WPCo ’s Expanded Net Energy Charge (ENEC) Filing 

In September 2009, the WVPSC issued an order approving APCo’s and WPCo’s March 2009 ENEC request. The 
approved order provided for recovery of an under-recovered balance plus a projected increase in ENEC costs over a 
four-year phase-in period with an overall increase of $355 inillion and a first-year increase of $1 24 million, effective 
October 2009. The WVPSC also approved a fixed annual carrying cost rate of 4%, effective October 2009, to be 
applied to the incremental deferred regulatory asset balance that will result from the phase-in plan and lowered 
annual coal cost projections by $27 million. 

In June 2010, the WVPSC approved a settlement agreement for $96 million, including $10 million of construction 
surcharges related to APCo’ s and WPCo’s second year ENEC increase. The settlement agreement provided for 
recovery of the aniounts related to the renegotiated coal contracts and allows APCo to accrue weighted average cost 
of capital carrying charge on the excess under-recovery balance due to the ENEC phase-in as adjusted for the 
impacts of Accumulated Deferred lncome Taxes. As of December 3 1,2010, APCo’s ENEC under-recovery balance 
was $361 million, excluding $3 million of unrecognized equity carrying costs, which is included in noncurrent 
regulatory assets. The new rates became effective in July 2010. 

PSO Rate Matters 

PSO Fuel arid Purchased Power 

2006 cine1 Prior File1 nncl Piitrhased Potvet 

The OCC filed a complaint with the FERC related to the allocation of off-system sales margins (OSS) among the 
AEP operating companies in accordance with a FERC-approved allocation agreement. The FERC issued an adverse 
ruling in 2008. As a result, PSO recorded a regitlatory liability in 2008 to return reallocated OSS to customers. 
Starting in March 2009, PSO refunded the additional reallocated OSS to its ciistomers through February 20 10. 

A reallocation of purchased power costs among AEP West companies for periods prior to 2002 resulted in an under- 
recovery of $42 million of PSO fuel costs. PSO recovered the $42 million by offsetting it against an existing fuel 
over-recovery during the period June 2007 through May 2008. The Oklahoma Industrial Energy Consumers (OIEC) 
contended that PSO should not have collected the $42 million without specific OCC approval. In December 2010, 
the OCC issued orders which approved PSO’s 2006 and prior fuel and purchased power costs without any 
adjustments. 

2008 Fuel crnd Purchnsed Power 

In July 2009, the OCC initiated a proceeding to review PSO’s fuel and purchased power adjustment clause for the 
calendar year 2008 and also initiated a priidence review of the related costs. In March 2010, the Oklahoma Attorney 
General and the OIEC recoininended the fuel clause adjustment rider be amended so that the shareholder’s portion 
of off-system sales margins decrease from 25% to 10%. The OIEC also recommended that the OCC conduct a 
comprehensive review of all affiliate transactions during 2007 and 2008. In July 201 0, additional testimony 
regarding the 2007 transfer of ERCOT trading contracts to AEPEP was filed. The testimony included unquantified 
refund recommendations relating to re-pricing of contract transactions. Hearings are currently scheduled for March 
201 1. If the OCC were to issue an unfavorable decision, it could reduce future net income and cash flows and 
impact financial condition. 

2008 Oklahonta Base Rate Appeal 

In January 2009, the OCC issued a final order approving an $81 million increase in PSO’s non-fuel base revenues 
based on a 10.5%- return on common equity. The new rates reflecting the final order were implemented with the 
first billing cycle of February 2009. PSO and intervenors appealed various issues but the Court of Civil Appeals 
affirmed the OCC’s decision. No parties sought rehearing or appeal and, as a result, this case has concluded. 
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2010 Oklalzonta Base Rate Case 

In JUIY 2010, PSO filed a request with the OCC to increase annual base rates by $82 million, including $30 million 
that is currently being recovered through a rider. The requested net annual increase to ratepayers would be $52 
million. The requested increase included a $24 million increase in depreciation and an 11 5% return on common 
equity. Ji January 201 1, the OCC approved a settlement agreement which did not change annual revenue or 
depreciation rates, but transferred $30 million into base rates that was previously being recovered through a capital 
investment rider. The order provided a 10.15% return on common equity and new rates were effective in February 
201 1. 

I&M Rate Matters 

Indiana Fuel Clause Filing (Cook Plant Unit I Fire and Skiitdown) 

I&M filed applications with the IURC to increase its fuel adjustment charge by approximately $53 million for the 
period of April 2009 through September 2009. The filings sought increases for previously under-recovered fuel 
clause expenses. 

As fully discussed in the “Cook Plant Unit 1 Fire and Shutdown” section of Note 6, Cook Plant Unit I (Unit 1 j was 
shut down in September 2008 due to significant turbine damage and a small fire on the electric generator. Unit 1 
was placed back into service in December 2009 at slightly reduced power. The unit outage resulted in increased 
replacement power fuel costs. The filing only requested the cost of replacement power through mid-December 
2008, the date when I&M began receiving accidental outage insurance proceeds. I&M committed to absorb the 
remaining costs of replacement power through the date the unit returned to service, which occurred in December 
2009. 

I&M reached an agreement with intervenors, which was approved by the IIJRC in March 2009, to collect its 
existing prior period under-recovery regulatory asset deferral balance over twelve months instead of over six months 
as initially proposed. Under the agreement, the fuel factors were placed into effect, sub,ject to refund, and a 
subdocket was established to consider issues relating to the Unit 1 shutdown including the treatment of the 
accidental outage insurance proceeds. I&M maintains a separate accidental outage policy with NEIL. In 2009, 
I&M recorded $1 85 million in revenue under the policy and reduced the cost of replacement power in customers’ 
bills by $78 million. 

In October 20 10, the IndiandMichigan Industrial Group and the Indiana Office of IJtility Consumer Counselor filed 
testimony which recommended I&M pay to customers a portion of the accidental outage insurance proceeds up to 
the extent not previously paid to customers through the fuel adjustment clause or needed to cover costs not covered 
by I&M’s property damage insurance policy. In January 2011, a settlement agreement was filed with the IURC. 
The settlemerit stated (a) that I&M will credit an additional $14 million to customers through the fuel adjustment 
clause, (b) that the parties to the settlement will not oppose the need to replace the existing low-pressure turbine at 
Cook Unit 1, and (cj that the parties to the settlement agree that the cost of the replacement should not be offset by 
the accidental outage insurance proceeds received by I&M. In February 201 1, the IURC approved the settlement 
agreement as filed. 

Michigan 2009 Power Supply Cost Recovery (PSCR) Recoitciliatioit (Cook Plant Unit I Fire and Shutdown) 

In March 2010, I&M filed its 2009 PSCR reconciliation with the MPSC. The filing included an adjustment to 
exclude from the PSCR the incremental fuel cost of replacement power due to the Unit I outage from mid- 
December 2008 through December 2009, the period during which I&M received and recognized the accidental 
outage insurance proceeds. Management believes that I&M is entitled to retain the accidental outage insurance 
proceeds since it made customers whole regarding the replacement power costs. In October 2010, a settlement 
agreement was filed with the MPSC which included deferring the IJnit 1 outage issue to the 2010 PSCR 
reconciliation, which will be filed in March 201 1. If any fuel clause revenues or accidental outage insurance 
proceeds have to be paid to customers, it would reduce future net income and cash flows and impact financial 
condition. See the “Cook Plant Unit I Fire and Shutdown” section of Note 6. 
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Michigait Base Rate Filing 

In January 2010, I&M filed with the MPSC a request for a $67 million increase in annual base rates based on an 
11.75% return on common equity. Starting with the August 2010 billing cycle, I&M, with MPSC authorization, 
implemented a $44 million interim rate increase. The interim increase excluded new trackers and regulatory assets 
for which I&M was not ctirrently incurring expenses. October 2010, a Settlement agreement was approved by the 
MPSC to increase annual base rates by $36 million based on a 10.35% return on common equity, effective 
December 20 10, plus separate recovery of approximately $7 million of customer choice implementation costs over a 
two year period beginning April 201 1. In addition, the approved revenue requirement includes the amortization of 
$6 million in previously expensed restructuring costs over five years, which I&M deferred in October 2010 and 
began amortizing in December 2010. Also, the approved settlement agreement provided for sharing of off-system 
sales margins between customers (75%) and I&M (25%) with customers receiving a credit in future Power Supply 
Cost Recovery proceedings for their jurisdictional share of any of€-system sales margins. Through December 2010, 
I&M recorded a provision for refund of $3 million, including interest, related to interim rates that were in effect 
through November 2010. In January 201 1, I&M filed an application with the MPSC requesting the MPSC find that 
$3 million, including interest, is the total amount to be refunded to customers. I&M is proposing to refund this 
amount to customers during April 201 1. A decision from the MPSC is pending. 

Kentucky Rate Matters 

Kentucky Base Rate Filirtg 

In December 2009, KPCo filed a base rate case with the KPSC to increase base revenues by $124 million annually 
based on an 11.75% return on common equity. The base rate case also requested recovery of deferred storm 
restoration expenses over a three-year period. In June 2010, the KPSC approved a settlement agreement to increase 
base revenues by $64 million annually based on a 10.5% return on conmon equity. The settlement agreement 
included recovery of $23 million of deferred storm restoration expenses over five years. New rates became 
effective with the first billing cycle of July 2010. 

FERC Rate Matters 

S e a m  Elinzination Cost Allocation (SECA) Reveiiue Subject to R e f i d  

In 2004, AEP eliminated transaction-based through-and-out transmission service (T&O) charges in accordance with 
FERC orders and collected, at the FERC’s direction, load-based charges, referred to as RTO SECA, to partially 
mitigate the loss of T&O revenues on a temporary basis through March 2006. Intervenors ob,jected to the temporary 
SECA rates. The FERC set SECA rate issues for hearing and ordered that the SECA rate revenues be collected, 
sub.ject to refund. The AEP East companies recognized gross SECA revenues of $220 million from 2004 through 
2006 when the SECA rates terminated. 

In 2006, a FERC Administrative Law Judge (AL,J) issued an initial decision finding that the SECA rates charged 
were unfair, unjust and discriminatory and that new Compliance filings and refunds should be made. The ALJ also 
found that any unpaid SECA rates must be paid in the recommended reduced amount. 

AEP filed briefs jointly with other affected companies asking the FERC to reverse the decision. In May 2010, the 
FERC issued an order that generally supports AEP’s position and required a compliance filing to be filed with the 
FERC by August 2010. In June 2010, AEP and other affected companies filed a joint request for rehearing with the 
FERC. 

In August 2010, the affected companies, including the AEP East companies, filed a compliance filing with the 
FERC. If the compliance filing is accepted, the AEP East companies would have to pay refunds of approximately 
$20 million including estimated interest of $5 million. The AEP East companies could also potentially receive 
payments up to approximately $10 million including estimated interest of $3 million. A decision is pending from 
the FERC. 
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The FERC has approved settlements applicable to $112 million of SECA revenue. The AEP East companies 
provided reserves for net refunds for SECA settlements applicable to the remaining $108 million of SECA revenues 
collected. Based on the AEP East companies’ analysis of the May 2010 order and the compliance filing, 
inanagement believes that the reserve is adequate to pay the refunds, including interest, that will be required should 
the May 2010 order or the compliance filing be inade final. Management cannot predict the ultimate outcome of 
this proceeding at the FERC which could impact frtture net income and cash flows. 

Mod$catioii of the Traiisiiiissioii Agreeineiit (TA) 

The AEP East companies are parties to the TA that provides for a sharing of the cost of transmission lines operated 
at 138-kV and above and transmission stations containing extra-high voltage facilities. In June 2009, AEPSC, on 
behalf of the parties to the TA, filed with the FERC a request to modify the TA. Under the proposed amendments, 
KGPCo and WPCo will be added as parties to the TA. In addition, the amendments would provide for the 
allocation of PJM transmission costs generally on the basis of the TA parties’ 12-month coincident peak and 
reimburse transmission revenues based on individual cost of service instead of the MLR method used in the present 
TA. In October 2010, the FERC approved a settlement agreement for the new TA effective November 1,2010. The 
impacts of the settlement agreement will be phased-in for retail rate making purposes in certain ,jurisdictions over 
periods of up to four years. 

PJM/MISO Market Flow Calculation Settlenzeiit Adjiistnzeiits 

During 2009, an analysis conducted by MIS0 and PJM discovered several instances of unaccounted for power 
flows on numerous coordinated flowgates. These flows affected the settlement data for congestion revenues and 
expenses and dated back to the start of the MIS0 market in 2005. In January 2011, PJM and MIS0 reached a 
settlement agreement where the parties agreed to net various issues to zero. This settlement was filed with the 
FERC in January 201 1. PJM and MlSO are currently awaiting final approval from the FERC. 
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5. EFFECTS OF REGULATION 

Regulatory assets are comprised of the following items: 

December 31, Remaining 
2010 2009 Recovery Period 

Current Regulatory Assets (in millions) 
Under-recovered Fuel Costs - eams a return $ 73 $ 85 
Under-recovered Fuel Costs - does not earn a return 
Total Current Regulatory Assets $ 81 $ 85 

8 -____ -- 

Noncurrent Regulatory Assets - 
Regulatory assets not yet being recovered pencling future 

proceedings to determine the recovery method and timing: 

Regulatory Assets Cuirentlv Eamine a Return 
Customer Choice Deferrals - CSPCo, OPCo !$ 59 $ 57 
Storm Related Costs - CSPCo, OPCo, TCC 55 49 
Line Extension Canying Costs - CSPCo, OPCo 55 43 
Acquisition of Monongahela Power - CSPCo S 10 
Other Regulatory Assets Not Yet Being Recovered 7 1 

Mountaineer Carbon Captiwe and Storage Pioduct Validation Facility - APCo 
Reeulatory Assets Currently Not Eamiiig a Relurn 

60 111 
Environniental Rate Adjustment Clause APCo 
Stomi Related Costs - APCo, KGPCo, PSO, SWEPCo 
Deferred Wind Powei, Costs - APCo 
Special Rate Mechanism for Century Alunununi - APCo 
Acquisition of Monongahela Power - CSPCo 
Transmission Rate Adjustment Clause ~ APCo 
Storm Related Costs - KPCo 
Other Regulatory Assets Not Yet Being Recovered 

Total Regulatory Assets Not Yet Being Recovered 

Regulatory assets being recovered: 

Reeulatoiy Assets Currently Earning a Retum 
Fuel Adjustment Clause ~ OPCo 
Expanded Net Energy Charge - APCo 
Unamortized Loss on Reacqniied Debt 
Stomi Related Costs - PSO 
RTO Fonnation/Integration Costs 
Red Rock Generating Facility - PSO 
Economic Development Rider - CSPCo, OPCo 
Other Regulatory Assets Being Recoveled 

Regulatory Assets Currently Not Earnine a Return 
Pension and OPEB Funded Status 
Income Taxes, Net 
Cook Nuclear Plant Refueling Outage Levelization - I&M 
Postemployment Benefits 
Stoiin Related Costs - KPCo 
Transmission Rate Adjustment Clause - APCo 
Asset Retirement Obligation - APCo, I&M 
Restructuiing Transition Costs - TCC 
Off-system Sales Margin Sharing - I&M 
Vegetation Management - PSO 
Virginia Environmental and Reliability Costs Recovery - APCo 
Expanded Net Energy Charge - APCo 
Other Regulatory Assets Being Recovered 

Total Regulatory Assets Being Recovered 

Total Noncurrent Regulatory Assets 

56 25 
4s 
29 5 
13 I2 
4 
- (a) 26 
- (b) 24 

18 4 
395 381 

- 

476 34 1 
361 (c) 
93 99 
38 53 
21 23 
10 1 1  

1 12 
21 23 

2,161 2.139 
1,097 966 

54 22 
51 52 
21 (b) 
19 (a) 
15 16 
14 25 
13 18 
13 16 
4 76 
- (c) 282 

65 40 
4,548 4,214 

$ 4,943 $ 4,595 

1 year 
1 year 

2 to 8 years 
3 years 
33 years 
3 years 
9 years 

46 years 
1 year 

various 

1.3 years 
37 years 
3 years 
4 years 
5 years 
2 years 
I O  years 
5 years 
1 year 
1 year 

3 years 

various 
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(a) Recoveiy of regulatory asset through the transmission late adjustment clause 
(b) Recovery of regulatoiy asset was gianted duiing 2010 
( c )  The majority of the balance iesults fioni the ENEC phase-in plan and eains a weighted average cost of capital cariying charge 

Regulatory liabilities are comprised of the following items: 

December 31, Remaining 
2010 2009 Refund Period -,_- _ " . " ~  .... ."."."--"- 

Current Regulatory Liability (in millions) 
Over-recovered Fuel Costs - pays a return $ 16 $ 6.5 
Over-recovered Fuel Costs - does not pay a return 
Total Current Regulatory Liability 

Noncurrent Regulatory Liabilities and 
Deferred Investment Tax Credits -. 

Regulatory liabilities not yet being paid: 

Regulatory Liabilities Currently PavinS a Return 
Refundable Construction Financing Costs - SWEPCo 
Other Regulatory Liabilities Not Yet Being Paid 

Regulatory Liabilities Curiently Not Paving a Return 
Over-Recovery of gridSMARTO Costs - CSPCo, PSO 
Other Regulatory Ldabilities Not Yet Being Paid 

Total Regulatory Liabilities Not Yet Being Paid 

Regulatory liabilities being paid: 

Regulatory Liabilities Currently Paving a Return 
Asset Removal Costs 
Advanced Metering Infrastructure Surcharge - TCC, TNC 
Deferred Investment Tax Credits 
Excess Earnings - SWEPCo, TNC 
Transmission Cost Recovery Rider - CSPCo, OPCo 
Other Regulatory Liabilities Being Paid 

Regulatorv Liabilities Currently Not Paying a Return 
Excess Asset Retirement Obligations for Nuclear Decommissioning 

Deferred Investment Tax Credits 
Unrealized Gain on Forward Conirnitinents 
Spent Nuclear Fuel L,iability - I&M 
Over-recovery of Transition Charges - TCC 
Deferred State Inconie Tax Coal Credits - APCo 
Over-recovery of PJM Expenses - I&M 
Energy Efficiency/Peak Demand Reduction 
Other Regulatory L,iabilities Being Paid 

Liability - I&M 

Total Regulatory Liabilities Being Paid 

1 I 1  
$ 17 $ 76 

$ 20 $ 
3 

2,222 2,048 
61 30 
3 2 41 
13 11 
2 2.5 
2 2 

3.54 28 1 
242 239 
60 74 
42 41 
38 38 
29 28 
12 18 
10 2 

9 
3,130 2,887 

__- 11 

-- 
Total Noncurrent Regulatory Liabilities and Deferred Investment Tax 

Credits $ 3,171 $ 2,909 

1 year 
1 year 

(a) 
10 ycars 

up to 12 years 
43 years 

1 year 
various 

(b) 
up to 76 years 

5 years 
(b) 

9 years 
9 years 
1 year 

2 years 
various 

(a) Relieved as removal costs arc incnrrcd. 
(b) Relieved when plant is decommissioned. 

82 



6. COMMITMENTS, GUARANTEES AND CONTINGENCIES 

We are subject to certain claims and legal actions arising in our ordinary course of business. In addition, our 
business activities are subject to extensive goveinmental regulation related to public health and the environment. 
The ultimate outcome of such pending or potential litigation against us cannot be predicted. For current proceedings 
not specifically discussed below, management does not anticipate that the liabilities, if any, arising from such 
proceedings would have a material adverse effect on our financial statements. 

COMMITMENTS 

Construction arid Conzmitnieiits 

The AEP System has substantial construction cominitments to support its operations and environmental 
investments. In managing the overall construction program and in the normal course of business, we contractually 
commit to third-party construction vendors for certain material purchases and other construction services. We 
forecast approximately $2.5 billion and $2.6 billion of construction expenditures excluding AFUDC and capitalized 
interest for 20 1 1 and 20 12, respectively. The subsidiaries purchase fuel, materials, supplies, services and property, 
plant and equipment under contract as part of their normal course of business. Certain supply contracts contain 
penalty provisions for early termination. 

The following table summarizes our actual contractual commitments at December 3 1,20 10: 

Less Than 1 After 
year 2 3 ears 4-5 years 5 years ,,,, Total .. ” . . . ” ~ ” . ” .  -- -2- ~- Contractual Commitments 

(in millions) 
--.“- 

Fuel Purchase Contracts (a) $ 2.810 $ 3,974 $ 2,543 $ 3,718 $ 13,045 
Energy and Capacity Purchase Contracts (b) 69 199 204 1,101 1,573 
Total $ 2,879 $ 4,173 $ 2,747 $ 4,819 $ 14,618 

-- 

(a) 

(b) 

Represents contractual commitments to purchase coal, natmal gas, uranium and other consumablcs as file1 for electric 
generation along with related transportation of the fuel. 
Represents contractual commitments for energy and capacity purchase contracts. 

GUARANTEES 

We record liabilities for guarantees in accordance with the accounting guidance for “Guarantees.” There is no 
collateral held in relation to any guarantees in excess of our ownership percentages. In the event any guarantee is 
drawn, there is no recourse to third parties unless specified below. 

Letters of Credit 

We enter into standby letters of credit with third parties. As Parent, we issue all of these letters of credit in our 
ordinary course of business on behalf of our subsidiaries. These letters of credit cover items such as gas and 
electricity risk management contracts, construction contracts, insurance programs, security deposits and debt service 
reserves. 

We have two $1.5 billion credit facilities, of which $750 million may be issued under one credit facility as letters of 
credit. In June 2010, we terminated one of the $1 .5 billion facilities that was scheduled to mature in March 201 1 
and replaced it with a new $1.5 billion credit facility which matures in 2013 and allows for the issuance of up to 
$600 million as letters of credit. As of December 31, 2010, the maximum future payments for letters of credit 
issued under the two $1.5 billion credit facilities were $124 million with maturities ranging from January 201 1 to 
November 20 I 1. 

In June 2010, we reduced a $627 million credit agreement to $478 million. As of December 31. 2010, $477 million 
of letters of credit with maturities ranging from March 201 1 to April 201 1 were issued by subsidiaries under this 
credit agreement to support variable rate Pollution Control Bonds. 
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Guarantees of Third-party Obligations 

S WEPCo 

As part of the process to receive a renewal of a Texas Railroad Commission permit for lignite mining, SWEPCo 
provides guarantees of mine reclamation of approxiinately $65 million. Since SWEPCo uses self-bonding, the 
guarantee provides for SWEPCo to commit to use its resources to complete the reclamation in the event the work is 
not completed by Sabine Mining Company (Sabine), a consolidated variable interest entity. This guarantee ends 
upon depletion of reserves and completion of final reclamation. Based on the latest study, we estimate the reserves 
will be depleted in 2036 with final reclamation completed by 2046 at an estimated cost of approximately $58 
million. As of December 3 1, 2010, SWEPCo has collected approximately $49 million through a rider for final inine 
closure and reclamation costs, of which $2 million is recorded in Other Current Liabilities, $25 million is recorded 
in Deferred Credits and Other Noncurrent Liabilities and $22 nlillion is recorded in Asset Retirement Obligations on 
our Consolidated Balance Sheets. 

Sabine charges SWEPCo, its only customer, all of its costs. SWEPCo passes these costs to customers through its 
fuel clause. 

Indeninif cations and Other Griararitees 

Colltmcts 

We enter into several types of contracts which require indemnifications. Typically these contracts include, but are 
not limited to, sale agreements, lease agreements, purchase agreements and financing agreements“ Generally, these 
agreements may include, but are not limited to, indemnifications around certain tax, contractual and environmental 
matters. With respect to sale agreements, our exposure generally does not exceed the sale price. The status of 
certain sale agreements is discussed in the ‘‘Dispositions’’ section of Note 7. These sale agreements iiiclude 
indemnifications with a maxiinum exposure related to the collective purchase price. This maximum exposure of 
approximately $1 billion relates to the Bank of America (BOA) litigation indemnity pertaining to the sale of 
Houston Pipeline Company in 2005 (see “Enron Bankruptcy” section of this note), of which $448 million is 
recorded in Current Liabilities - Deferred Gain and Accrued Litigation Costs on the Consolidated Balance Sheet as 
of December 31, 2010. In February 201 1, all matters related to the BOA litigation were resolved and we paid BOA 
$425 million. There are no material amounts recorded for any indemnifications other than the deferred gain (plus 
interest and attorneys’ fees) related to the BOA litigation which settled in February 201 1 .  

Lease Obligations 

We lease certain equipment under inaster lease agreements. See “Master Lease Agreements” and “Railcar L.ease” 
sections of Note 13 for disclosure of lease residual value guarantees. 

ENVIRONMENTAL CONTINGENCIES 

Federal EPA Complaint and Notice of Violation 

The Federal EPA, certain special interest groups and a number of states alleged that APCo, CSPCo, I&M and OPCo 
modified certain units at their coal-fired generating plants in violation of the NSR requirements of the CAA. Cases 
with similar allegations against CSPCo, Dayton Power and Light Company and Duke Energy Ohio, Inc. were also 
filed related to their jointly-owned units, The cases were settled with the exception of a case involving a jointly- 
owned Beckjord unit which had a liability trial. Following two liability trials, the jury found no liability at the 
jointly-owned Beckjord unit. The defendants and the plaintiffs appealed to the Seventh Circuit Court of Appeals. 
In October 2010, the Seventh Circuit dismissed all remaining claims in these cases. Beckjord is operated by Duke 
Energy Ohio, Inc. 
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SWEPCo Citizeii Suit mid Notice of Violation 

In 2005, two special interest groups, Sierra Club and Public Citizen, filed a complaint alleging violations of the 
CAA at SwEPCo’s Welsh Plant. In 2008, a consent decree resolved all claims in the case and in the pending appeal 
of an altered permit for the Welsh Plant. The consent decree required SWEPCo to install continuous particulate 
emission monitors at the Welsh Plant, secure 65 MW of renewable energy capacity, fund $2 million in emission 
reduction, energy efficiency or environmental mitigation projects and pay a portion of plaintiffs’ attorneys’ fees and 
costs. 

The Federal EPA issued a Notice of Violation (NOV) based on alleged violations of a percent sulfur in fuel 
limitation and the heat input values listed in a previous state permit similar to the claims made in the citizen suit. 
The NOV also alleges that a perinit alteration issued by the Texas Coinmission on Environmental Quality in 2007 
was improper. In March 2008, SWEPCo met with the Federal EPA to discuss the alleged violations. The Federal 
EPA did not object to the settlement of the citizen suit and has taken no further action. We are unable to predict the 
timing of any future action by the Federal EPA. We are unable to determine a range of potential losses that are 
reasonably possible of occurring. 

Carbon Dioxide Public Nuisaitce Claims 

In 2004, eight states and the City of New York filed an action in Federal District Court for the Southern District of 
New York against AEP, AEPSC, Cinergy Corp, Xcel Energy, Southern Company and Tennessee Valley Authority. 
The Natural Resources Defense Council, on behalf of three special interest groups, filed a similar complaint against 
the same defendants. The actions allege that COz emissions from the defendants’ power plants constitute a public 
nuisance under federal common law due to impacts of global warming and sought injunctive relief in the form of 
specific emission reduction commitments from the defendants. The trial court dismissed the lawsuits. 

In September 2009, the Second Circuit Court of Appeals issued a ruling on appeal remanding the cases to the 
Federal District Court for the Southern District of New York. The Second Circuit held that the issues of climate 
change and global warming do not raise political questions and that Congress’ refusal to regulate C02 emissions 
does not mean that plaintiffs must wait for an initial policy determination by Congress or the President’s 
administration to secure the relief sought in their complaints. The court stated that Congress could enact 
comprehensive legislation to regulate C02  emissions or that the Federal EPA could regulate C 0 2  emissions under 
existing CAA authorities and that either of these actions could override any decision made by the district coi~rt 
under federal common law. The Second Circuit did not rule on whether the plaintiffs could proceed with their state 
coinrnon law nuisance claims. In December 2010, the defendants’ petition for review by the U.S. Supreme Court 
was granted. Briefing is underway and the case will be heard in April 2011. We believe the actions are without 
merit and intend to continue to defend against the claims. 

In October 2009, the Fifth Circuit Court of Appeals reversed a decision by the Federal District Court for the District 
of Mississippi dismissing state common law nuisance claims in a putative class action by Mississippi residents 
asserting that CO-, emissions exacerbated the effects of Hurricane Katrina. The Fifth Circuit held that there was no 
exclusive commitment of the common law issues raised in plaintiffs’ complaint to a coordinate branch of 
government and that no initial policy determination was required to adjudicate these claims. The court granted 
petitions for rehearing. An additional recusal left the Fifth Circuit without a quorum to reconsider the decision and 
the appeal was dismissed, leaving the district court’s decision in place. Plaintiffs filed a petition with the 1J.S. 
Supreme Court asking the court to remand the case to the Fifth Circuit and reinstate the panel decision. The petition 
was denied in January 20 1 1. 

We are unable to determine a range of potential losses that are reasonably possible of occurring. 

Alaskan Villages’ Claims 

In 2008, the Native Village of Kivalina and the City of Kivalina, Alaska filed a lawsuit in Federal Court in the 
Northern District of California against AEP, AEPSC and 22 other unrelated defendants including oil and gas 
companies, a coal company and other electric generating companies. The complaint alleges that the defendants’ 
emissions of COz contribute to global warming and constitute a public and private nuisance and that the defendants 
are acting together. The complaint fiirther alleges that some of the defendants, including AEP, conspired to create a 
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false scientific debate about global warming in order to deceive the public and perpetuate the alleged nuisance. The 
plaintiffs also allege that the effects of global warming will require the relocation of the village at an alleged cost of 
$95 million to $400 inillion. In October 2009, the judge dismissed plaintiffs’ federal coinmon law claim for 
nuisance, finding the claim barred by the political question doctrine and by plaintiffs’ lack of standing to bring the 
claim. The judge also dismissed plaintiffs’ state law claims without prejudice to refiling in state court. The 
plaintiffs appealed the decision. Briefing is complete and no date has been set for oral argument. The defendants 
requested that the court defer setting this case for oral argument until after the Supreme Court issues its decision in 
the COz public nuisance case discussed above. We believe the action is without merit and intend to defend against 
the claims. We are unable to determine a range of potential losses that are reasonably possible of occurring. 

The Coitzpreheiisive Eizvironniental Response Conipeizsation and Liability Act (Superfund) arid State 
Remediation 

By-products from the generation of electricity include materials such as ash, slag, sludge, low-level radioactive 
waste and SNF. Coal combustion by-products, which constitute the overwhelming percentage of these materials, 
are typically treated and deposited in captive disposal facilities or are beneficially utilized. In addition, our 
generating plants and transmission and distribution facilities have used asbestos, polychlorinated biphenyls and 
other hazardous and nonhazardous materials. We currently incur costs to dispose of these substances safely. 

Superfund addresses clean-up of hazardous substances that have been released to the environment. The Federal 
EPA administers the clean-up programs. Several states have enacted similar laws. At December 31, 2010, our 
subsidiaries are named by the Federal EPA as a Potentially Responsible Party (PW)  for four sites for which alleged 
liability is unresolved. There are eight additional sites for which our subsidiaries have received information requests 
which could lead to PRP designation. Our subsidiaries have also been named potentially liable at four sites under 
state law including the I&M site discussed in the next paragraph. In those instances where we have been named a 
PRP or defendant, o w  disposal or recycling activities were in accordance with the then-applicable laws arid 
regulations. Superfund does not recognize compliance as a defense, but imposes strict liability on parties who fall 
within its broad statutory categories. Liability has been resolved for a number of sites with no significant effect on 
net income. 

In 2008, I&M received a letter from the Michigan Department of Environmental Quality (MDEQ) concerning 
conditions at a site under state law and requesting I&M take voluntary action necessary to prevent and/or mitigate 
public harm. I&M started remediation work in accordance with a plan approved by MDEQ and recorded a 
provision of approximately $11 million. As the remediation work is completed, I&.M’s cost may continue to 
increase as new information becomes available concerning either the level of contamination at the site or changes in 
the scope of remediation required by the MDEQ. We cannot predict the amount of additional cost, if any. 

We evaluate the potential liability for each Superfund site separately, but several general statements can be made 
about our potential future liability. Allegations that materials were disposed at a particular site are often 
unsubstantiated and the quantity of materials deposited at a site can be small and often nonhazardous. Although 
Superfiind liability has been interpreted by the courts as joint and several, typically many parties are named as PRPs 
for each site and several of the parties are financially sound enterprises. At present, our estimates do not anticipate 
material cleanup costs for any of our identified Superfund sites, except the I&M site discussed above. 

Anios Plant - State arid Federal Eizforceineizt Proceedings 

In March 20 10, we received a letter from the West Virginia Department of Environmental Protection. Division of 
Air Quality (DAQ), alleging that at various times in 2007 through 2009 the units at Amos Plant reported periods of 
excess opacity (indicator of compliance with particulate matter emission limits) that lasted for more than thirty 
consecutive minutes in a 24-hour period and that certain required notifications were not made. We met with 
representatives of DAQ to discuss these occurrences and the steps we have taken to prevent a recurrence. DAQ 
indicated that additional enforcement action may be taken, including imposition of a civil penalty of approximately 
$240 thousand. We have denied that violations of the reporting requirements occurred and maintain that the proper 
reporting was done. We continue to discuss the resolution of these issues with DAQ, but cannot predict the 
outcome of these discussions or the amoiuit of any penalty that may be assessed. 
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In March 2010, we received a request to show cause fiom the Federal EPA alleging that certain reporting 
requirements under Superfund and the Emergency Planning and Community Right-to-Know Act had been violated 
and inviting us to engage in settlement negotiations. The request includes a proposed civil penalty of approximately 
$300 thousand. We indicated our willingness to engage in good faith negotiations and provided additional 
information to representatives of the Federal EPA. We have not admitted that any violations occurred or that the 
amount of the proposed penalty is reasonable. 

Defective EJl VirOili?leiital Equipi?2eiit 

As part of OLII continuing environmental investment program, we chose to retrofit wet flue gas desulfurization 
systems on several units utilizing the jet bubbling reactor (JBR) technology. The retrofits on two Cardinal Plant 
units and a Conesville Plant unit are operational. Due to unexpected operating results, we completed an extensive 
review in 2009 of the design and manufacture of the JBR internal components. Our review concluded that there 
were fundamental design deficiencies and that inferior and/or inappropriate materials were selected for the internal 
fiberglass components. We initiated discussions with Black & Veatch, the original equipment manufacturer, to 
develop a repair or replacement corrective action plan. In 2010, we settled with Black & Veatch and resolved the 
issues involving the internal components and JBR vessel corrosion. These settlements resulted in an immaterial 
increase in the capitalized costs of the projects for modification of the scope of the contracts. 

NUCLEAR CONTINGENCIES 

I&M owns and operates the two-unit 2,191 MW Cook Plant under licenses granted by the Nuclear Regulatory 
Cornrnission (NRC). We have a significant future financial commitment to dispose of SNF and to safely 
decommission and decontaminate the plant. The licenses to operate the two nuclear units at the Cook Plant expire 
in 2034 and 2037. The operation of a nuclear facility also involves special risks, potential liabilities and specific 
regulatory and safety requirements. By agreement, I&M is partially liable, together with all other electric utility 
companies that own nuclear generating units, for a nuclear power plant incident at any nuclear plant in the U S .  
Should a nuclear incident occur at any nuclear power plant in the U.S., the liability could be substantial. 

Decoininissiortirig and LJow Level Waste A ~ ~ i i i d a t i ~ i ~  Disposal 

The cost to decommission a nuclear plant is affected by NRC regulations and the SNF disposal program. 
Decommissioning costs are accrued over the service life of the Cook Plant. The most recent decommissioning cost 
study was performed in 2009. According to that study, the estimated cost of decommissioning and disposal of low- 
level radioactive waste ranges from $83 1 million to $1 .S billion in 2009 nondiscounted dollars. The wide range in 
estimated costs is caused by variables in assumptions. I&M recovers estimated decoinmissioning costs for the Cook 
Plant in its rates. The amount recovered in rates was $14 million in 2010, $16 million in 2009 and $27 million in 
2008. Reduced annual decommissioning cost recovery amounts reflect the units’ longer estimated life and operating 
licenses granted by the NRC. Decommissioniiig costs recovered from customers are deposited in external trusts. 

At December 3 1, 2010 and 2009, the total decommissioning trust fund balance was $1.2 billion and $1.1 billion, 
respectively. Trust fund earnings increase the fund assets and decrease the amount reinaining to be recovered from 
ratepayers. The decommissioning costs (including interest, unrealized gains and losses and expenses of the trust 
funds) increase or decrease the recorded liability. 

I&M continues to work with regulators and customers to recover the remaining estimated costs of decommissioning 
the Cook Plant. However, future net income, cash flows and possibly financial condition would be adversely 
affected if the cost of SNF disposal and decommissioning continues to increase and cannot be recovered. 

SNF Disposal 

The Federal government is responsible for permanent SNF disposal and assesses fees to nuclear plant owners for 
SNF disposal. A fee of one mill per KWH for fUel consumed after April 6, 198.3 at the Cook Plant is being 
collected from customers and remitted to the U.S. Treasury. At December 31, 2010 and 2009, fees and related 
interest of $265 million and $265 million, respectively, for fuel consumed prior to April 7, 1983 have been recorded 
as Long-term Debt and funds collected from customers along with related earnings totaling $307 million and $306 
million, respectively, to pay the fee are recorded as part of Spent Nuclear Fuel and Decommissioning Trusts. I&M 
has not paid the government the pre-April 1983 fees due to continued delays and uncertainties related to the federal 
disposal program. 
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See “Fair Value Measmements of Trust Assets for Decommissioning and SNF Disposal” section of Note 1 I for 
disclosure of the fair valiie of assets within the trusts. 

Nuclear Incident Liability 

I&M carries insurance coverage for property damage, decom~issioning and decoiitainination at the Cook Plant in 
the amount of $1.8 billion. I&M purchases $1 billion of excess coverage for property damage, decorrunissioning 
and decontamination. Additional insurance provides coverage for a weekly indemnity payment resulting from an 
insured accidental outage. I&M utilizes an indiistry mutual insurer for the placement of this insurance coverage. 
Participation in this mutual insurance requires a contingent financial obligation of up to $41 million for I&M which 
is assessable if the insrirer’s financial resources would be inadequate to pay for losses. 

The Price-Anderson Act, extended through December 3 1, 2025, establishes insurance protection for public liability 
arising from a nuclear incident at $12.6 billion and covers any incident at a licensed reactor in the IJS. 
Commercially available insurance, which must be carried for each licensed reactor, provides $375 million of 
coverage. In the event of a nuclear incident at any nuclear plant in the IJS., the reinainder of the liability would be 
provided by a deferred premium assessment of $1 17.5 million on each licensed reactor in the 1J.S. payable in annual 
installments of $17.5 million. As a result, I&M could be assessed $235 inillion per nuclear incident payable in 
annual installments of $35 million. The number of incidents for which payments could be required is not limited. 

In the event of an incident of a catastrophic nature, I&.M is initially covered for the first $375 inillion through 
commercially available insurance. The next level of liability coverage of LIP to $12.2 billion would be covered by 
claims made under the Price-Anderson Act. If the liability were in excess of amounts recoverable from insurance 
and retrospective claim payments made under the Price-Anderson Act, I&M would seek to recover those amounts 
from customers through rate increases. In the event nuclear losses or liabilities are underinsured or exceed 
accumulated funds and recovery from customers is not possible, net income, cash flows and financial condition 
could be adversely affected. 

Cook Plant Unit 1 Fire and Sliiitdowii 

In September 2008, I&M shut down Cook Plant [Jnit 1 (Unit 1) due to turbine vibrations, caused by blade failure, 
which resulted in significant turbine damage and a small fire on the electric generator. This equipment, located in 
the turbine building, is separate and isolated from the nuclear reactor. The turbine rotors that caused the vibration 
were installed in 2006 and are within the vendor’s warranty period. The warranty provides for the repair or 
replacement of the turbine rotors if the damage was caused by a defect in materials or workmanship. Repair of the 
property damage and replacement of the turbine rotors and other equipment could cost up to approximately $395 
million. Management believes that I&M should recover a significant portion of these costs through the turbine 
vendor’s warranty, insurance and the regulatory process. I&M repaired Unit 1 and it resumed operations in 
December 2,009 at slightly reduced power. The IJnit 1 rotors were repaired and reinstalled due to the extensive lead 
time required to manufacture and install new turbine rotors. As a result, the replacement of the repaired turbine 
rotors and other equipment is scheduled for the Unit 1 planned outage in the fall of 201 1 .  

I&,M maintains property insurance through NEIL with a $1 million deductible. As of December 31, 2010, we 
recorded $46 million in Prepayments and Other Current Assets on our Consolidated Balance Sheets representing 
estimated recoverable amounts under the property insurance policy. Through December 3 1, 20 10, I&M received 
partial payments of $203 million from NEIL for the cost incurred to date to repair the property damage. 

I&M also maintains a separate accidental outage policy with NEIL,. In 2009, l&M recorded $185 million in revenue 
under the policy and reduced the cost of replacement power in customers’ bills by $78 million. 

NEIL is reviewing claims made under the insurance policies to ensure that claims associated with the outage are 
covered by the policies. The review by NEIL includes the timing of the unit’s retorn to service and whether the 
return should have occurred earlier reducing the amount received under the accidental outage policy. The treatment 
of the remaining accidental outage policy revenues through fuel clauses is discussed in “I&M Rate Matters” section 
of Note 4. The treatment of property damage costs, replacement power costs and insurance proceeds will be the 
subject of future regulatoiy proceedings in Indiana and Michigan. If the ultimate costs of the incident are not 
covered by warranty, insurance or through the regulatory process or if any future regulatory proceedings are 
adverse, it could have an adverse impact on net income, cash flows and financial condition. 



OPERATIONAL CONTINGENCIES 

Insurance and Poteiitial Lasses 

We maintain insurance coverage normal and customary for an integrated electric utility, subject to various 
deductibles. Our iiisurance includes coverage for all risks of physical loss or damage to our nonnuclear assets, 
subject to insurance policy conditions and exclusions. Covered property generally includes power plants, 
substations, facilities and inventories. Excluded property generally includes transmission and distribution lines, 
poles and towers. Our insurance programs also generally provide coverage against loss arising from certain claims 
made by third parties and are in excess of retentions absorbed by LIS. Coverage is generally provided by a 
combination of our protected cell of EIS and/or various industry mutual and/or commercial insurance carriers. 

See “Nuclear Contingencies” section of this footnote for a discussion of nuclear exposures and related insurance. 

Some potential losses or liabilities may not be insurable or the amount of insurance carried may not be sufficient to 
meet potential losses and liabilities, including, but not limited to, liabilities relating to damage to the Cook Plant and 
costs of replacement power in the event of an incident at the Cook Plant. Future losses or liabilities, if they occur, 
which are not completely insured, unless recovered from customers, could have a material adverse effect on our net 
income, cash flows and financial condition. 

Fort Wayne LJease 

Since 197.5, I&M has leased certain energy delivery assets from the City of Fort Wayne, Indiana under a long-term 
lease that expired on February 28, 2010. I&M negotiated with Fort Wayne to purchase the assets at the end of the 
lease, but no agreement was reached prior to the end of the lease. 

I&M and Fort Wayne reached a settlement agreement. The agreement, signed in October 2010, is subject to 
approval by the TURC. I&.M filed a petition with the TURC seeking approval. If the agreement is approved, I&M 
will purchase the remaining leased property and settle claims Fort Wayne asserted. The agreement provides that 
I&M will pay Fort Wayne a total of $39 million, inclusive of interest, over 15 years and Fort Wayne will recognize 
that I&M is the exclusive electricity supplier in the Fort Wayne area. T&M will seek recovery in rates of the 
payments made to Fort Wayne. If the agreement is not approved by the IURC, the parties have the right to 
terminate the agreement and pursue other relief. 

Eiiron Bankruptcy 

In 2001, we purchased Houston Pipeline Company (HPL,) from Enron. Various HPL.-related contingencies and 
indemnities from Enron remained unsettled at the date of Enron’s bankruptcy. In connection with our acquisition of 
HPL,, we entered into an agreement with BAM Lease Company, which granted HPL the exclusive right to use 
approximately 5.5 billion cubic feet (BCF) of cushion gas required for the riorinal operation of the Bammel gas 
storage facility. At the time of our acquisition of HPL,, BOA and certain other baiiks (the BOA Syndicate) and 
Enron entered into an agreement granting HPL the exclusive use of the cushion gas. Also at the time of our 
acquisition, Enron and the BOA Syndicate released HPL from all prior and future liabilities and obligations in 
connection with the financing arrangement. After the Enron bankruptcy, the BOA Syndicate informed HPL of a 
purported default by Enron under the terms of the financing arrangement. This dispute was being litigated in federal 
courts in  Texas and New York. 

In 2007, the judge in the New York action issued a decision on all claims, including those that were pending trial in 
Texas, granting BOA summary judgment and dismissing our claims. In August 2008, the New York court entered a 
final judgment of $346 million. In May 2009, the judge awarded $20 million of attorneys’ fees to BOA. In October 
2010, the Court of Appeals affirmed the New York district court’s decision as to the final judgment of $346 million 
plus interest and reversed the New York district court decision as to the judgment dismissing our claims against 
BOA in the Southern District of Texas. 

In 200.5, we sold our interest in HPL and 30 BCF of working gas for approximately $1  billion. Although the assets 
were legally transferred, we were unable to determine all costs associated with the transfer until the BOA litigation 
was resolved. We indemnified the buyer of HPL, against any damages up to the purchase price resulting from the 
BOA litigation, including the right to use the 55 BCF of natural gas through 2031. As a result, we deferred the 
entire gain related to the sale of HPL, (approximately $380 million) pending resolution of the Enron and BOA 
disputes. 
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The deferred gain related to the sale of HPL,, plus accrued interest and attorneys’ fees related to the New York 
court’s judgment was $448 million at December 31, 2010 and is included in Current Liabilities - Deferred Gain and 
Accrued Litigation Costs on the Consolidated Balance Sheet. $441 million related to this matter was included in 
Deferred Credits and Other Noncurrent Liabilities on our Consolidated Balance Sheet at December 3 1, 2009. The 
effect o€ this decision had no impact on consolidated net income for 2010. 

In February 201 1, we reached a settlement with BOA covering claims in both the New York and Texas proceedings 
and paid BOA $425 million. The settlement covers all claims with BOA and Enron. We received title to the 55 
BCF of natural gas in the Bammel storage facility as part of the settlement. We do not expect the effect of the 
settlement to have a material impact on our 201 1 consolidated net income. 

Natiiral Gas Markets Lawsuits 

In 2002, the LJeutenant Governor of California filed a lawsuit in Los Angeles County California Superior Court 
against numerous energy companies, including AEP, alleging violations of California law through alleged 
fraudulent reporting of false natural gas price and volume information with an intent to affect the market price of 
natural gas and electricity. AEP was dismissed from the case. A number of similar cases were also filed in 
California and in state and federal courts in several states making essentially the same allegations under federal or 
state laws against the same companies. AEP (or a subsidiary) is among the companies named as defendants in some 
of these cases. These cases are at various pre-trial stages. In 2008, we settled all of the cases pending against 11s in 
California. The settlements did not impact 2008 earnings doe to provisions made in prior periods. We will continue 
to defend each remaining case where an AEP company is a defendant. We believe the remaining exposure is 
immaterial. 

7. ACOUISITIONS, DISPOSITIONS AND DISCONTINUED OPERATIONS 

ACQIJISITIONS 

- 2010 

Valley Electric Membership Corporation (Utility Operatioits segment) 

In November 2009, SWEPCo signed a letter of intent to purchase certain transmission and distribution assets of 
Valley Electric Membership Corporation (VEMCO). In October 20 10, SWEPCo finalized the purchase for 
approximately $102 million and began serving VEMCO’s 30,000 customers in Louisiana. 

- 2009 

Oxbow Lignite Conipany arid Red River Mining Coinparty (Utility Operations segment) 

On December 29, 2009, SWEPCo purchased 50% of the Oxbow Lignite Company, L,LC (OLC) membership 
interest for $13 million. CL,ECO acquired the remaining 50% membership interest in the OLC for $13 million. The 
Oxbow Mine is located near Coushatta, Louisiana and will be used as one of the fuel sources for SWEPCo’s and 
CL,ECO’s jointly-owned Dolet Hills Generating Station. SWEPCo will account for OLC as an equity investment. 
Also, on December 29, 2009, DHLC purchased mining equipment and assets for $16 million from the Red River 
Mining Company. 

2008 - 
Erlbacher conipaities (AEP River Operations segnteiit) 

In June 2008, AEP River Operations purchased certain barging assets from Missouri Barge Line Company, 
Missouri Dry Dock and Repair Company and Cape Girardeau Fleeting, Inc. (collectively known as Erlbacher 
companies) €or $35 million. These assets were incorporated into AEP River Operations’ business which will 
diversify its customer base. 
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DISPOSITIONS 

2010 - 
Electric Traiisinission Texas LLdC (ETT) (Utility Operations segiiieiit) 

TCC and TNC sold, at cost, $66 million and $73 million, respectively, of transmission facilities to ETT for the year 
ended December 3 1,20 10. 

Iiztercoiitineiital Exchange, Iiic. (ICE) (All Other) 

In April 2010, we sold our remaining 138,000 shares of ICE and recognized a $16 million gain ($10 million, net of 
tax). We recorded the gain in Interest and Investment Income on our Consolidated Statements of Income for the 
year ended December 3 1,20 IO. 

Elecfric Traiisinissioii Texas LLC (ETT) (Utility Operations segment) 

In 2009, TCC and TNC sold, at cost, $93 million and $2 million, respectively, of transmission facilities to ETT. 

- 2008 

None 

DISCONTINUED OPERATIONS 

Manageirient periodically assesses our overall business model and makes decisions regarding our continued support 
and funding of our various businesses and operations. When it is determined that we will seek to exit a particular 
business or activity and we have met the accounting requirements for reclassification, we will reclassify those 
businesses or activities as discontinued operations. The assets and liabilities of these discontinued operations are 
classified in Assets Held for Sale and Liabilities Held for Sale until the time that they are sold. 

Certain of our operations were discontinued in 2008. Results of operations of these businesses are classified as 
shown in the following table: 

U.K. 
Generation (a) 

(in millions) 
- 

20 10 Revcnue 9; 
2010 Pretax Income 
2010 Earnings, Net of Tax 

2009 Reven tic 
2009 Pretax Income 
2009 Earnings, Net of Tax 

9; 

2008 Revcnue 9; 2 
2008 Pretax Income 2 
2008 Earnings, Net of Tax 12 

(a) The 2008 amounts relate primarily to favorable income tax 
reserve adjustments. 
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8. BENEFIT PLANS 

For a discussion of investment strategy, investment limitations, target asset allocations and the classification of 
investments within the fair value hierarchy, see “Investments Held in Trust for Future Liabilities” and “Fair Value 
Measurements of Assets and Liabilities” sections of Note 1. 

We sponsor a qualified pension plan and two unfunded nonqiialified pension plans. Substantially all of ow 
employees are covered by the qualified plan or both the qualified and a nonqualified pension plan. We sponsor 
OPEB plans to provide medical and life insurance benefits for retired employees. 

We recognize the funded status associated with our defined benefit pension and OPEB plans in the balance sheets. 
Disclosures about the plans are required by the “Compensation - Retirement Benefits” accouiiting guidance. We 
recognize an asset for a plan’s overfunded status or a liability for a plan’s underfunded status, and recognize, as a 
component of other Comprehensive income, the changes in the funded status of the plan that arise during the year 
that are not recognized as a component of net periodic benefit cost. We record a regulatory asset instead of other 
comprehensive income for qualifying benefit costs of o~ i r  regulated operations that for ratemaking purposes are 
deferred for future recovery. The cumulative funded status adjustment is equal to the reinaining unrecognized 
deferrals for unamortized actuarial losses or gains, prior service costs and transitioii obligations, such that remaining 
deferred costs result in an AOCI equity reduction or regulatory asset and deferred gains result in an AOCI equity 
addition or regulatory liability. 

Acticnrial Assicinptioizs for Benefit Obligations 

The weighted-average assumptions as of December 31 of each year used in the measurement of our benefit 
obligations are shown in the following table: 

Other Postretirement 
Benefit Plans 

Assumptions 2010 2009 2010 2009 
_I Pension Plans - 

Discount Rate 5.05 % 5.60 % 5.25 % 5.85 % 
Rate of Compensation Inciease 4.95 % (a) 4.60 % (a) N/A N/A 

(a) Rates are for base pay only. In  addition, an amount is added to reflect target incentive compensation for exempt 
employees and overtime and incentive pay for nonexempt employees. 

N/A Not applicable 

We use a duration-based method to determine the discount rate for our plans. A hypothetical portfolio of high 
quality corporate bonds similar to those included in the Moody’s Aa bond index is constructed with a duration 
matching the benefit plan liability. The composite yield on the hypothetical bond portfolio is used as the discount 
rate for the plan. 

For 2010, the rate of compensation increase assumed varies with the age of the employee, ranging from 3.5% per 
year to 1 1.5% per year, with an average increase of 4.95%. 

Acticnrial Assicnzptiotts for Net Periodic Benefit Costs 

The weighted-average assumptions as of January 1 of each year used in the measurement of our benefit costs are 
shown in the following table: 

Other Postretirement 
Pension Plans Benefit Plans - 

_. 2010 2009 2008 2010 2009 “ 2008 
Discount Rate 5.60 % 6.00 % 6.00 % 5.85 % 6.10 % 6.20 % 

Rate of Compensation Increase 4.60 % 5.90 % 5.90 % N/A N/A N/A 
Expected Return on Plan Assets 8.00 % 8.00 % 8.00 % 8.00 % 7.75 % 8.00 % 

N/A Not Applicable 
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The expected return on plan assets for 2010 was determined by evaluating historical returns, the current investment 
climate (yield on fixed income securities and other recent investment market indicators), rate of inflation and current 
prospects for economic growth. 

The health care trend rate assumptions as of January 1 of each year used for OPEB plans measurement purposes are 
shown below: 

2009 ~ - - _  2010 
-l””_ Health Care Trend Rates -..... 
Initial 8.00 %- 6.50 9% 
Ultimate 5.00 % 5.00 9% 
Year IJltimate Reached 2016 2012 

Assumed health care cost trend rates have a significant effect on the amounts reported for the OPEB health care 
plans. A 1 % change in assumed health care cost trend rates would have the following effects: 

1% Decrease ---...*, 1% Increase -.”.- 
(in millions) 

Effect on Total Service and Interest Cost 
Componeiits of Net Periodic postretirement Health 
Care Benefit Cost $ 22 $ (18) 

Effect on the Health Care Component of the 
Accumulated Postretirement Benefit Obligation 255 (20% 

Sigriifcaiit Concentratioits of Risk within Plan Assets 

In addition to establishing the target asset allocation of plan assets, the iiivestinent policy also places restrictions on 
securities to limit significant concentrations within plan assets. The investment policy establishes guidelines that 
govern inaximum market exposure, security restrictions, prohibited asset classes, prohibited types of transactions, 
minimum credit quality, average portfolio credit quality, portfolio duration and concentration limits. The guidelines 
were established to mitigate the risk of loss due to significant concentrations in any investment. We monitor the 
plans to control security diversification and ensure compliance with our investment policy. At December 3 1, 20 10, 
the assets were invested in compliance with all investment limits. See “Investments Held in Trust for Future 
Liabilities” section of Note 1 for limit details. 
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Benefit Plan Obligatioizs, Plan Assets mad Funded Status as of December 31, 2010 and 2009 

The following tables provide a reconciliation of the changes in the plans' benefit obligations, fair value of plan 
assets and funded status as of December 3 1 I The benefit obligation for the defined benefit pension and OPEB plans 
are the prqjected benefit obligation and the accumulated benefit obligation, respectively. 

Change in Benefit Obligation 
Benefit Obligation at January 1 
Service Cost 
Interest Cost 
Actuarial L,oss 
Plan Amendment Prior Service Credit 
Benefit Payments 
Participant Contributions 
Medicare Subsidy 
Benefit Obligation at December 31 

Change in Fair Value of Plan Assets 
Fair Value of Plan Assets at January 1 
Actual Gain on Plan Assets 
Company Contributions 
Participant Contributions 
Benefit Payments 
Fair Value of Plan Assets at December 31 

Underfunded Status at December 31 

Other Postretirement 
Pension Plans Benefit Plans - 

2010 2009 2010 2009 
(in milliOns) 

$ 4,701 $ 4,301 
11 1 
253 
222 

1 04 
254 
290 

$ 1,941 
47 

113 
164 
(36) 

(142) 
29 

9 

$ 1,843 
42 

110 
32 

( 1  20) 
25 

9 
$ 4.807 $ 4.701 $ 2.125 $ 1.941 

$ 3,403 
420 
515 

$ 3,161 
482 

8 

$ (949) $ (1,298) 

$ 1,308 $ 1,018 
149 235 
117 150 
29 25 

(142) ( 120) 
$ 1,461 5 1,308 

$ (664) $ (633) 

Benefit Anioiiizts Recogriized on the Balaiice Sheets as of December 31,2010 and 2009 

Other Postretirement 
Pension Plans Benefit Plans 

December 31, 
2010 2009 2010 2009 

(in millions) 
-_.___ 

Other Current Liabilities - Accrued Short-term 

Employee Benefits and Pension Obligations - 
Benefit Liability $ (8) $ (10) $ (4) $ (4) 

Accrued Long-term Benefit L,iability (94 1) (1 ,288) (660) (629) 
Underfunded Status $ (949) $ (1,298) $ (664) s' (633) 



Anzoiiizts Iiicluded iit AOCI aizd Regulatory Assets as of December 31,2010 and 2009 

Other Postretirement 
Pension Plans Benefit Plans 

Decernbkr 31, 
2010 2009 2010 2009 

Components (in millions) 
Net Actuarial Loss $ 2,129 $ 2,096 $ 638 $ 546 

-____"."._ - - ~ . . . " . -  -,..1- -I-",-- 

--_-I- 

Prior Service Cost (Credit) 
Transition Obligation 

Recorded as 
--I.- " , . . . . ~ - ~ " . " " " - . . . -  
Regulatory Assets $ 1,764 $ 1,750 $ 388 $ ,380 
Deferred Income Taxes 
Net of Tax AOCI 

132 125 81 74 
244 233 152 138 

Components of the change in amowits included in AOCI and Regulatory Assets during the years ended December 
3 1,201 0 and 2009 are as follows: 

Other Postretirement 
Pension Pians Benefit Plans 

Years Ended December 31, 
2010 2009 2010 2009 - - _ _ ~ _ _  -"I___"m- -____I- 

Components (in millions) 
Actuarial L,ossr(Gain) During the Year $ 121 $ 130 $ 121 $ (127) 
Prior Service Credit (36) 
Amortization of Actuarial L,oss (89) (59) (29) (42) 
Amortization of Transition Obligation 
Change for the Year 
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Peizsiori arid Other Postretirement Plaits ' Assets 

The following table presents the classification of pension plan assets within the fair value hierarchy at December 3 1, 
20 10: 

Level 1 Level 2 -- Asset Class 

Equities: 
Domestic $ 1,350 $ 2 
International 403 
Real Estate Investment Trusts 112 
Coninion Collective Trust - 

163 
Subtotal - Equities 1,865 16.5 

.- International 

Year End 
Level 3 Other Total Allocation 

(in millions) 

$ - $  - $ 1,352 35.1 % 
403 10.4 % 
112 2.9 % 

163 4.2 % 
2,030 52.6 % 

Fixed Income: 
IJnited States Goveinment and 

Agency Securities 634 634 16.4 c/o 
Corporate Debt 672 672 17.4 5% 

State and L.oca1 Government 23 23 0.6 % 
1.3 % Other - Asset Backed 

Subtotal - Fixed Income 1,507 1,507 39.0 % 

Foreign Debt 127 127 3.3 % 

- 51 _- 51 - -- _I 

Real Estate 83 83 2.2 c/o 

Alternative Investments 
Securities Laending 
Securities Lending Collateral (a) 

130 130 3.4 % 
254 254 6.6 % 

(276) (276) (7.11% 

Cash and Cash Equivalents (b) 127 2 129 3.3 % 
Other - Pending Transactions and 

- %  _- 1 - 1 - Accrued Income (c) 

Total $ 1,865 $ 2,053 $ 213 $ (273) $ 3,858 100.0 % 

(a) Amounts in "Other" column primarily represent an obligation to repay cash collateral received as pait of the Securities 
Lending Program. 

(b) Amonnts in "Other" column primarily represent foreign currency holdings. 
(c) Amounts in "Other" column primarily represent accrued interest, dividend receivables and transactions pending settlement. 

The following table sets forth a reconciliation of changes in the fair value of real estate and alternative investments 
classified as Level 3 in the fair value hierarchy for AEP's pension assets: 

Balance as of January 1,2010 
Actual Return on Plan Assets 

Relating to Assets Still Held as of the Reporting Date 
Relating to Assets Sold During the Period 

Purchases and Sales 
Transfers into Level 3 
Transfers out of Lcvel 3 
Balance as of December 31,2010 

Alternative Total 
Real Estate -Investments Level 3 

(in millions) 
$ 90 9; 106 $ I96 

-- 
$ 83 $ 130 $ 213 
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The following table presents the classification of OPEB plan assets within the fair value hierarchy at December 31, 
201 0: 

Year End 
Level 1 Level 2 Level 3 Other Total Allocation 

I_ 

Asset Class 
(in millions) 

Equities. 
Doincstic $ 584 $ - $  - $  - 9 ;  5 84 40.0 % 
International 220 220 15.1 % 
Coininon Collective Trust - 

Global 
Subtotal - Equities 

115 7.9 c/o 
804 11s 919 63.0 % 

-~ 115 

Fixcd Income: 
Coninion Collective Trust - Debt 48 48 3.3 % 
United States Government and 

Agcncy Sccuritics 93 93 6.4 c/o 
Corporate Debt 110 110 7.5 % 
Foreign Debt 25 25 1 7 %  
State and L,ocal Government 3 3 0.2 % 

0.1 % Other - Asset Backed 1 1 
Subtotal - Fixed Income 280 280 19.2 5% 

- 

Trust Owncd Lifc Insurance: 
International Equities 
United States Bonds 

49 49 3.3 9% 
163 163 11.1 % 

Cash and Cash Equivalcnts (a) 21 25 1 47 3.2 % 
Other - Pending Transactions and 

0.2 % . -- 3 3 Accrued Income (b) - 
Total $ 825 $ 632 $ - $  4 $ 1,461 100.0 % 

(a) Amounts in "Other" column primarily represent foreign currency holdings. 
(b) Amounts in "Other" column primarily represent accrued interest, dividend receivables and transactions pending settlement. 
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The following table presents the classification of pension plan assets within the fair value hierarchy at December :3 1, 
2009: 

Year End 
Other Total Allocation Asset Class Level 1 Level 2 Level 3 

(in millions) 
Equities: 

Domestic $ 1,219 $ " $  - $  - $ 1,219 3.5.8 % 
International 320 320 9.4 % 
Real Estate Investment Trusts 87 87 2.6 % 
Common Collective Trust - 

4.7 % -- International 161 161 
Subtotal - Equities 1,626 161 1,787 52.5 % 

Fixed Income: 
United States Government and 

Agency Securities 233 233 6.9 c/o 
Corporate Debt 83 1 83 1 24.4 % 
Foreign Debt 171 171 5.0 % 
State and L,ocal Government 35 3.5 1.0 c/o 
Other - Asset Backed 27 27 0.8 c/o -- 

Subtotal - Fixed Income 1,297 1,297 38.1 % 

Real Estate 90 90 2.7 % 

Alternative Investments 106 106 3.1 c/o 

Securities Lending Collateral (a) (196) (1  96) (5.8)% 
Securities Lending 173 173 5.1 % 

Cash and Cash Equivalents (b) 116 4 120 3.5 % 
Other - Pending Transactions and 

0.8 % - 26 26 -_- -.I___ -- Accrued Income (c) 

Total $ 1,626 $ 1,747 $ 196 $ (166) $ 3,403 100.0 % 

(a )  Amounts in "Other" column primarily represent an obligation to repay cash collateral received as part of the Securities 
L,ending Program. 

(b) Amounts in "Other" column primarily represent foreign currency holdings. 
(c) Amoants in "Other" column primarily repiesent accrued interest, dividend ieceivables and transactions pending settlement. 

The following table sets forth a reconciliation of changes in the fair value of real estate and alternative investments 
classified as L,evel 3 in the fair value hierarchy for the pension assets: 

Balance as of January 1,2009 
Actual Return on Plan Assets 

Relating to Assets Still Held as of the Reporting Date 
Relating to Assets Sold During the Period 

Pnrchases and Sales 
Transfers in and/oi out of Level 3 
Balance as of December 31,2009 

Alternative Total 
Real Estate Iiivestments Level 3 

(in millions) 
$ 1.37 $ 106 $ 243 

I_ 

- 
$ 90 $ 106 $ 196 
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The following table presents the classification of OPER plan assets within the fair value hierarchy at December 3 1, 
2009: 

Year Elid 
Level 1 Level 2 Level 3 Other Total Allocation 

(in millions) 
-- Asset Class -~ 

Equities: 
Domestic $ 343 $ - $  - $  - 9 ;  343 26.2 5% 
International 375 375 28.7 % 
Common Collective Trust - 

Global 
Subtotal - Equities 

Fixcd Income: 
Common Collective Trust - Debt 
United States Government and 

Corporate Debt 
Foreign Debt 
State and L,ocal Government 
Other - Asset Backed 

Subtotal - Fixed Income 

Agency Secnrities 

Trust Owned Life Insurance: 
International Equities 
United States Bonds 

93 7.1 c/o 
718 93 81 1 62.0 c/o 

-. 93 

38 

42 
141 
32 
6 
2 

26 1 

38 2.9 % 

42 3.2 c/o 
141 10.8 % 
32 2.4 lo 
6 0.5 c/o 
2 0.2 % 

26 1 20.0 % 

75 75 5.7 5% 
131 13 1 10.0 c/o 

Cash and Cash Equivalents (a) 7 14 I 22 1.7 % 
Other - Pending Transactions and 

Accrued Income (b) 8 8 0.6 % 

Total $ 725 $ 574 $ - $  9 $ 1.308 100.0 % 

(a) Amounts in "Other" column primarily represent foreign currency holdings. 
(b) Amounts in "Other" column primalily represent accrued interest, dividend receivables and transactions pending settlement. 

Deterntirzation of Peizsioii Expense 

We base our determination of pension expense or income on a market-related valuation of assets which reduces 
year-to-year volatility. This market-related valuation recognizes investment gains or losses over a five-year period 
from the year in which they occur. Investment gains or losses for this purpose are the difference between the 
expected return calculated using the market-related value of assets and the actual return based on the market-related 
value of assets. Since the market-related value of assets recognizes gains or losses over a five-year period, the 
future value of assets will be impacted as previously deferred gains or losses are recorded. 

December 31, 

(in millions) 
Accumulated Benefit Obligation 2010 ._ 2009 

Qualified Pension Plan $ 4,659 $ 4,539 
80 90 Nonqualifkd Pension Plans 

Total $ 4.739 $ 4,629 
_111._ 
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For our iinderf~inded pension plans that had an accumulated benefit obligation in excess of plan assets, the projected 
benefit obligation, accumulated benefit obligation and fair value of plan assets of these plans at December 31, 2010 
and 2009 were as follows: 

Projected Benetit Obligation 

Underfunded Pension Plans -__ 
December 31, 

(in millions) 
$ 4,807 $ 4,701 

2009 -- 2010 

Accuinulatcd Bcnefit Obligation $ 4,739 $ 4,629 
3,403 Fair Value of Plan Assets ..- 3,858 -. 

Underfunded Accumulated Benefit Obligation $ (881) 3 (1,226) 

Estimated Future Benefit Payrnerits and Contributions 

We expect contributions and payments for the pension plans of $158 million and the OPEB plans of $86 million 
during 201 1. The estimated pension benefit payments for the unfunded plan and contributions to the trust are at 
least the rninirnum amount required by ERISA plus payment of unfunded nonqualified benefits. For the qualified 
pension plan, we may make additional discretionary contributions to maintain the funded status of the plan. The 
contribution to the OPEB plans is generally based on the amount of the OPEB plans’ periodic benefit costs for 
accounting purposes as provided in agreements with state regulatory authorities, plus the additional discretionary 
contribution of our Medicare subsidy receipts. 

The table below reflects the total benefits expected to be paid from the plan or from our assets, including both oiir 
share of the benefit cost and the participants’ share of the cost, which is funded by participant contributions to the 
plan. Medicare subsidy receipts are shown in the year of the corresponding benefit payments, even though actual 
cash receipts are expected early in the following year. Future benefit payments are dependent on the number of 
employees retiring, whether the retiring employees elect to receive pension benefits as annuities or as lump sum 
distributions, future integration of the benefit plans with changes to Medicare and other legislation, future levels of 
interest rates and variances in actuarial results. The estimated payments for pension benefits and OPEB are as 
follows: 

Pension Plans --- -.-. Other Postretirement Benefit Plans 
Pension Benefit Medicare Subsidy- 

201 1 
2012 
2013 
2014 
201.5 
Years 2016 to 2020, in Total 

Pavments 

$ 3 14 
320 
32.5 
333 
342 

1,811 

lll...ll 

Payments Receipts 
(in millions) 

$ 143 $ 11 
I48 12 
153 13 
160 14 
166 15 
93 1 9.5 
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Conipoiierits of Net Periodic Benefit Cost 

The following table provides the components of our net periodic benefit cost for the plans for the years ended 
December 3 1,20 10,2009 and 2008: 

Other Postretirement 
Pension Plans Benefit Plans 

Years Ended December 31, 
2010 2009 200s 2010 2009 200s 

(in millions) 
Service Cost !$ 111 !$ 104 !$ 100 !$ 47 $ 42 !$ 42 
Interest Cost 253 254 249 113 110 113 
Expected Return on Plan Assets (312) (321) (336) (105) (80) (1 11) 
Amortization of Transition Obligation 27 27 27 
Amortization of Prior Service Cost 
Amortization of Nct Actuarial Loss 89 59 37 29 42 9 
Net Periodic Benefit Cost 141 96 51 111 141 80 
Capitalized Portion (44) (30) (16) (44) ( 2 3  (35) -_I__ -___. 

Expense $ 97 $ 66 $ 35 !$ 76 $ 97 $ 55 

I 

Net Periodic Benefit Cost Recognized as 

Estimated amounts expected to be amortized to net periodic benefit costs and the impact on the balance sheet during 
201 1 are shown in the following table: 

Other 
Postretirement 

Pension Plans Benefit Plans 
(in millions) -.... ...... " ...-- Components .l""."- 

Net Actuarial Loss $ 121 $ 33 
Prior Service Cost (Credit) 1 (2) 
Transition Obligation ."-.."- I 11111111 ~ 

Total Estimated 2011 Amortization !$ 122 $ 33 
2 

Expected to be Recorded as 
~ 

Regulatory Asset $ 99 $ 19 
Deferred Income Taxes 
Net of Tax AOCI 
Total 

8 5 
15 9 - 

$ 122- $ 33 

Ainericait Electric Power System Retirement Savings Plan 

We sponsor the American Electric Power System Retirement Savings Plan, a defined contribution retirement 
savings plan for substantially all employees who are not members of the United Mine Workers of America 
(UMWA). It is a qualified plan offering participants an opportunity to contribute a portion of their pay with features 
under Section 401(k) of the Internal Revenue Code. We provided matching contributions of 75% of the first 6% of 
eligible compensation contributed by an employee in 2008. Effective January 1, 2009, we match the first 1% of 
eligible employee contributions at 100% and the next 5% of contributions at 70%. The cost for company matching 
contributions totaled $61 million in 2010, $74 million in 2009 and $71 million in 2008. 

UMWA Benefits 

We provide UMWA pension, health and welfare benefits for certain unionized mining employees, retirees and their 
survivors who meet eligibility requirements. UMWA trustees make final interpretive determinations with regard to 
all benefits. The pension benefits are administered by UMWA trustees and contributions are made to their trust 
funds. The health and welfare benefits are administered by LIS and benefits are paid from our general assets. 
Contributions and benefits paid were not material in 2010, 2009 and 2008. 
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9. BUSINESS SEGMENTS 

Our primary business is our electric utility operations. Within our IJtility Operations segment, we centrally dispatch 
generation assets and manage our overall utility operations on an integrated basis because of the substantial impact 
of cost-based rates and regulatory oversight. While our IJtility Operations segment remains our primary business 
segment, other segments include our AEP River Operations segment with significant barging activities and our 
Generation and Marketing segment, which includes our nonregulated generating, marketing and risk management 
activities priinarily in the ERCOT market area and to a lesser extent Ohio in PJM and MISO. Intersegment sales 
and transfers are generally based on itnderlying contractual arrangements and agreements. 

Our reportable segments and their related business activities are as follows: 

TJtility Operations 
0 

0 

Generation of eIectricity for sale to 1J.S. retail and wholesale customers. 
Electricity transmission and distribution in the U.S. 

AEP River Operations 
0 Commercial barging operations that annually transport approximately 39 million tons of coal and dry bulk 

commodities primarily on the Ohio, Illinois and lower Mississippi Rivers. Approximately 46% of the 
barging is for transportation of agricultural products, 25% for coal, 11% for steel and 18% for other 
commodities. 

Generation and Marketing 
0 Wind farms and marketing and risk management activities primarily in ERCOT and to a lesser extent Ohio 

in PJM and MLSO. 

The remainder of oiir activities is presented as All Other. While not considered a business segment, All Other 
includes: 

0 

0 

0 

* 

0 

Parent’s guarantee revenue received from affiliates, investment income, interest income and interest 
expense, and other nonallocated costs. 
Tax and interest expense adjustments related to our UK operations which were sold in 2004 and 2002. 
Forward natural gas contracts that were not sold with our natural gas pipeline and storage operations in 2004 
and 2005. These contracts are financial derivatives which settle and expire in 201 1. 
The 2008 cash settlement of a purchase power and sale agreement with TEM related to the Plaquemine 
Cogeneration Facility which was sold in 2006. 
Revenue sharing related to the Plaquemine Cogeneratioii Facility. 
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The tables below present our reportable segment infoririation for years ended December 3 1, 20 10, 2009 and 2008 
and balance sheet information as of December 31, 2010 and 2009. These amounts inclnde certain estimates and 
allocations where necessary. 

Nonutility Operations 
Generation 

Utility AEP River and All Other Reconciling 
Operations Operations Marketing (a) Adjustments Consolidated 

(in millions) 
Year Ended December 31,2010 

Revenues From: 
Exteinal Customers $ 13,687 $ S66 $ 173 $ I $  - $ 14,427 

--.___ 22 - l " l l . " ~  --.- 14 . (140) "-2. Other Operating Segments 104 
Total Revenues $ 13,791 $ 588 $ 173 $ 15 9; (140) $ 14,427 

Depreciation and Amortization $ 1,598 $ 24 $ 30 $ 2 $  (13)(b) $ 1,641 
Interest Income 8 2 3 1 (20) 21 
Interest Expense 942 14 20 58 (35)Cb) 999 
Income Tax Expense (Ciedit) 650 19 (20) (6) 643 

Net Income (Loss) 1,201 37 25 (45 ) 1,218 

Gross Property Additions 2,475 23 1 I 2.500 

Nonutility Operations 
Generation 

IJtility AEP River and All Other Reconciling 
Adjustments Consolidated (a) - - Operations Operations Marketing-- - 

(in millions) 
Year Ended Decemberil, 2009 

Revenues from: 
External Customers 
Othei Operating Segments 

Total Revenues 

Depieciation and Amortization 
Interest Income 
Interest Expense 
Income Tax Expense (Credit) 

Income (L.oss) Before Discontinued 
Operations and Extiaordinary L,oss 

Extiaoidinary Loss, Net of Tax 
Net Income (Loss) 

Gross Property Additions 

$ 12,733 (e) $ 490 $ 281 $ (15) $ - $ 13,489 
70 (e) 18 - 5 - 36 (1 29) ~- 

$ 12,803 $ 508 $ 286 $ 71 $ (129) $ 13,489 

$ 1,561 $ 17 $ 29 $ 2 $  (12)(bi $ 1,597 
4 47 (40) 11 

916 5 21 86 (55)(b) 973 
553 23 (1) 575 

$ 1,329 $ 47 $ 41 $ (47) 9; - $  1,370 
( 5 )  

$ 1,324 $ 4 1  $ 41 $ (47) $ - $  1.365 

$ 2,813 $ 81 $ I $  I $  - $  2,896 

-.- ( 5 )  
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Nonutility Operations 

Utility AEP River and All Other 

-~ 
Generation 

Operations - Operations -Marketing (a) 
(in millions) 

Year Ended December 31,2008 
Revenues from: 

Exteiiial Customers $ 13,326 (e) $ 616 $ 485 $ 13 
Other Operating Segments 240 (e) 30 ( I  22) 9 

Total Revenues $ 13,566 $ 646 $ 363 $ 22 

Depreciation and Amortization $ 1,450 $ 14 $ 28 $ 2 

Interest Expense 915 5 22 94 
Interest Income 42 1 78 

Iiiconie Tax Expense 515 26 17 84 

Reconciling 
Ad.justments Consolidated 

$ - $ 14,440 

$ (157) $ 14,440 

$ ( 1  l)(b) $ 1,483 
(65)  56 
(79103) 957 

642 

(157) 

Income Before Discontinued 
Operations and Extraordinary L.oss $ 1,123 $ 55 $ 65 $ 133 $ - $  1,376 

12 
Net Income $ 1,123 $ 55 $ 65 s 145 $ - $  1,388 

Gross Property Additions !$ 3,871 $ 116 $ 2 $  (29Nc) $ - $  3,960 

- -  Discontinued Operations, Net of Tax - 12 

Nonutility Operations 
Generation Reconciling 

Utility AEP River and All Other Adjustnients 
Operations Operations Marketing (a) (b) Consolidated 

(in millions) 
December 31,2010 

Total Propeity, Plant and Equipment $ 52,822 $ 574 $ 584 $ 11 $ (251) $ 53,740 
Accumulated Depreciation <and Amortization __ 17,795 110 198 9 (46) 18,066 
Total Property, Plant and Equipnient - Net $ 35,027 $ 464 $ 386 9; 2 $  (205) $ 35,674 

Total Assets $ 48,780 $ 621 $ 881 $ 15,942 $ (15,769)(d) $ 50,455 

~- ~ - -  

Investments in Equity Method Investees 157 3 160 

Nonutility Operations 
Generation Reconciling 

Utility AEP River and All Other Adjustments 
(b) Consolidated (a) __.- Operations Operations Marketing 

(in millions) 
December 31,2009 _ - " _ ~  .--. ~ ..... " ~ . . . . -  

Total Property. Plant and Equipment $ 50,905 $ 436 $ 571 $ 10 $ (238) $ 51,684 
Accumulated Depreciation and Amortization 17,l 10 88 I68 - 8. (34) 17,340 
Total Property, Plant and Equipment - Net $ 33,795 $ 348 $ 403 $ 2 9 ;  (204) $ 34,344 

Total Assets $ 46,930 $ 49.5 $ 779 $ 15,094 $ (14.950)(d) $ 48,348 

Investments in Equity Method Investees 84 4 88 
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(a) All Other includes: 
Parent’s guarantee revenue received liom affiliates, investment income, interest income and interest expense, and other 
nonallocated costs. 
TAX and interest expense adjustments related to our IJK operations which were sold in 2004 and 2002. 
Forward natural gas contiacts that were not sold with our natural gas pipeline and storage operations in 2004 and 2005. These 
contracts are financial derivatives which settle and expire in 201 I I 
The 2008 cash settlement of a purchase power and sale agreement with TEM related to the Plaquemine Cogeneration Facility 
which was sold in 2006. The cash settlement of$2.55 million ($164 million, net of tax) is included in Net Income. 
Revenue sharing related to the Plaquemine Cogeneration Facility. 

0 

0 

0 

0 

0 

(b) Includes eliminations due to an inteiconipany capital lease. 
(c) Gloss Property Additions for All Othei, includes construction expenditures of $8 nullion in 2008 related to the acquisition of tuibines 

by one of our noniegulated, wholly-owned subsidiaries. These turbines were refurbished and transferred to a generating facility 
within our Utility OperAtions segment i n  the fourth quarter oT 2008. The transfer o l  these turbines iesulted in the elimination of‘ $37 
nillion from All Other and the addition of $37 million to Utility Operations. 

(d) Reconciling Adjustments for Total Assets primarily include the elimination of intercompany advances to affiliates and intercompany 
accounts receivable along with the elimination of AEP’s investments in subsidiary companies. 

(e) PSO and SWEPCo transferred certain existing ERCOT energy marketing contracts to AEP Energy Partners, Iiic. (AEPEP) 
(Generation and Marketing segment) and entered into intercompany financial and physical purchase and sales agreements with 
AEPEP. As a iesult, we reported third-party net purchases or  sales activity for these eneigy marketing contracts as Revenues from 
External Customers for the Utility Opeiations segment. This was offset by the IJtility Opemtions segment’s related net sales 
(purchases) for these contracts with AEPEP in Revenues fi,om Other Operating Segments of $ ( S )  million and $122 million for the 
years ended December 3 1, 2009 and 2008, respectively. The Generation and Marketing segment also reported these purchase or sales 
contracts with Utility Operations as Revenues from Other Operating Segments. These affiliated contracts between PSO and SWEPCo 
with AEPEP ended in December 2009. 

10. DERIVATIVES AND HEDGING 

OBJECTIVES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS 

We are exposed to certain market risks as a major power producer and marketer of wholesale electricity, coal and 
emission allowances. These risks include commodity price risk, interest rate risk, credit risk and, to a lesser extent, 
foreign currency exchange risk. These risks represent the risk of loss that may impact us due to changes in the 
underlying market prices or rates. We manage these risks using derivative instruments. 

STRATEGIES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS TO ACHIEVE OBJECTIVES 

Trading Strategies 

Our strategy surrounding the use of derivative instruinents for trading purposes focuses on seizing market 
opportunities to create value driven by expected changes in the market prices of the commodities in which we 
transact. 

Risk Manageiiieitt Strategies 

Our strategy surrounding the use of derivative instruments focuses on managing our risk exposures, future cash 
flows and creating value utilizing both economic and formal hedging strategies. To accomplish oiir objectives, we 
primarily employ risk management contracts including physical forward purchase and sale contracts, financial 
forward purchase and sale contracts and financial swap instruments. Not all risk management contracts meet the 
definition of a derivative under the accoimting guidance for “Derivatives and Hedging.” Derivative risk 
management contracts elected normal under the normal purchases and normal sales scope exception are not subject 
to the requirements of this accounting guidance. 

We enter into power, coal, natural gas, interest rate and, to a lesser degree, heating oil and gasoline, emission 
allowance and other commodity contracts to manage the risk associated with our energy business. We enter into 
interest rate derivative contracts in order to manage the interest rate exposure associated with our commodity 
portfolio. For disclosure purposes, such risks are grouped as “Commodity,” as they are related to energy risk 
management activities. We also engage in risk management of interest rate risk associated with debt financing and 
foreign currency risk associated with flittire purchase obligations denominated in foreign currencies. For disclosure 
purposes, these risks are grouped as “Interest Rate and Foreign Currency.” The amount of risk taken is determined 
by the Commercial Operations and Finance groups in accordance with our established risk management policies as 
approved by the Finance Committee of our Board of Directors. 
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The following table represents the gross notional volume of our outstanding derivative contracts as of December 3 I ,  
201 0 and 2009: 

Notional Volume of Derivative Instruments 

Commodity: 
Power 
Coal 
Natural Gas 
Heating Oil and Gasoline 
Interest Rate $ 

Volume 
December 31, 

2010 2009 
(in millions) 

- 

Interest Rate and Foreign Currency $ 

652 589 
63 60 
94 127 
6 6 

171 $ 216 

907 $ 83 

Unit of 
Measure 

MWHs 
Tons 

MMB tus 
Gallons 
usn 
IJSD 

Fair Value Hedging Strategies 

We enter into interest rate derivative transactions as part of an overall strategy to manage the mix of fixed-rate and 
floating-rate debt. Certain interest rate derivative transactions effectively modify our exposure to interest rate risk 
by converting a portion of our fixed-rate debt to a floating rate. Provided specific criteria are met, these interest rate 
derivatives are designated as fair value hedges. 

Cash Flow Hedging Strategies 

We enter into and designate as cash flow hedges certain derivative transactions for the purchase and sale of power, 
coal, natural gas and heating oil and gasoline (“Commodity”) in order to manage the variable price risk related to 
the forecasted purchase and sale of these commodities. We monitor the potential impacts of commodity price 
changes and, where appropriate, enter into derivative transactions to protect profit margins for a portion of future 
electricity sales and fuel or energy purchases. We do not hedge all commodity price risk. 

Our vehicle fleet and barge operations are exposed to gasoline and diesel fuel price volatility. We enter into 
financial heating oil and gasoline derivative contracts in order to mitigate price risk of our future fuel purchases. 
For disclosure purposes, these contracts are included with other hedging activity as “Commodity.” We do not hedge 
all fuel price risk. 

We enter into a variety of interest rate derivative transactions in order to manage interest rate risk exposure. Some 
interest rate derivative transactions effectively modify our exposure to interest rate risk by converting a portion of 
our floating-rate debt to a fixed rate. We also enter into interest rate derivative contracts to manage interest rate 
exposure related to anticipated borrowings of fixed-rate debt. Our anticipated fixed-rate debt offerings have a high 
probability of occurrence as the proceeds will be used to fund existing debt maturities and projected capital 
expenditures. We do not hedge all interest rate exposure. 

At times, we are exposed to foreign citrrency exchange rate risks primarily when we pitrchase certain fixed assets 
from foreign suppliers. In accordance with our risk management policy, we may enter into foreign currency 
derivative transactions to protect against the risk of increased cash outflows resulting from a foreign currency’s 
appreciation against the dollar. We do not hedge all foreign currency exposure. 
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ACCOUNTING FQR DERIVATIVE INSTRUMENTS AND THE IMPACT ON OUR FINANCIAL 
STATEMENTS 

The accounting guidance for “Derivatives and Hedging” requires recognition of all qualifying derivative instruments 
as either assets or liabilities in the balance sheet at fair value. The fair values of derivative instruments accounted 
for using MTM accounting or hedge accounting are based on exchange prices and broker quotes. E a quoted market 
price is not available, the estimate of fair value is based on the best information available including valuation models 
that estimate future energy prices based on existing market and broker quotes, supply and demand market data and 
assumptions. In order to determine the relevant fair values of our derivative instruments, we also apply valuation 
adjustments for discounting, liquidity and credit quality. 

Credit risk is the risk that a counterparty will fail to perform on the contract or fail to pay amounts due. L,iquidity 
risk represents the risk that imperfections in the market will cause the price to vary from estimated fair value based 
upon prevailing market supply and demand conditions. Since energy markets are imperfect and volatile, there are 
inherent risks related to the underlying assumptions in models used to fair value risk management contracts. 
Unforeseen events may cause reasonable price curves to differ from actual price curves throughout a contract’s term 
and at the time a contract settles. Consequently, there could be significant adverse or favorable effects on future net 
income and cash flows if market prices are not consistent with our estimates of current market consemis for 
forward prices in the current period. This is particularly true for longer term contracts. Cash flows may vary based 
on market conditions, margin requirements and the timing of settlement of OUK risk management contracts. 

According to the accounting guidance for “Derivatives and Hedging,” we reflect the fair valiies of our derivative 
instruments subject to netting agreements with the same counterparty net of related cash collateral. For certain risk 
management contracts, we are required to post or receive cash collateral based on third party contractual agreements 
and risk profiles. For the December 31, 2010 and 2009 balance sheets, we netted $8 million and $12 million, 
respectively, of cash collateral received from third parties against short-term and long-term risk management assets 
and $109 million and $98 million, respectively, of cash collateral paid to third parties against short-term and long- 
term risk management liabilities. 
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The following tables represent the gross fair value impact of our derivative activity on our Consolidated Balance 
Sheets as of December 3 1,20 10 and 2009: 

Fair Value of Derivative Instruments 
December 31,2010 

Risk Management 
Contracts Hedging Contracts 

Interest Rate 
and Foreign Other 

Balance Sheet Location Commodity (a) - Commodity (a) Currency (a)(c) __ (a) (b) Total 

Current Risk Management Assets 
Long-term Risk Management Assets 
Total Assets 

Current Risk Management Liabilities 
Long-term Risk Management Liabilities 
Total Liabilities 

Totdl MTM Derivative Contract Net Assets 
(Liabilities) 

387 6 3 -~ (255) 141 
1.382 - . ~  - (1,136) 270 19 5 ... 

$ 187 $ 11 $ 27 $ 147 $ 372 

Fair Value of Derivative Instruments 
December 31,2009 

Risk Management 
Contracts 

Balance Sheet Location - Commodity (a) 

Cuirent Risk Management Assets $ 1,078 
Long-term Risk Management Assets 614 

1,692 Total Assets -~ 
Current Risk Management Liabilities 997 
L,ong-term Risk Management Liabilities -"""I 

Total Liabilities - 
442, 

1,439 

Total MTM Derivative Contract Net Assets 
(Liabilities) $ 253 

Hedging Contracts 
Interest Rate 
and Foreign Other 

Commodity (a) Currency (a) -(a) (b) Total 

$ 13 $ - $  (831) $ 260 
(271) 343 

13 (1,102) 603 

17 3 (897) 120 
2 (3 16) 128 

- 17 5- (1,213) 248 

(in millions) 

-" -- -- _ I ~  

.- - - ~  -- 

_ _ ~  --"-- -_____ 

(a) Derivative instruments within these categories are reported gross. These instruments are subject to master netting 
agreements and are presented on the Consolidated Balance Sheet on a net basis in accordance with the accounting 
guidance for "Derivatives and Hedging." 
Amounts represcnt counterparty netting of risk management and hedging contracts, associated cash collatcial in 
accordance with the accounting guidance for "Dei ivatives and Hedging" and dedesignated risk management 
contracts. 
At December 3 1 ,  20 10, Risk Management Assets included $7 million and Risk Management Liabilities included $ 1  
million related to fair value hedging strategics while the remainder related to cash flow hedging strategies. At 
December 3 1, 2009, we only employed cash flow hedging strategies. 

(b) 

(c) 
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The table below presents our activity of derivative risk management contracts for the years ended December 3 1. 
2010 and 2009: 

Amount of Gain (Loss) Recognized on 
Risk Management Contracts 

Years Ended December 31, 
2010 2009 

(in millions) 
-- Location of’ Gain (Loss) 

IJtility Operations Revenue $ 85 $ 144 
Other Revenue 9 19 
Rcgulatory Assets (a) (9) (28) 
Regulatory LJabilities (a) 38 (7 1 
Total Gain (Loss) on Risk Management Contracts $ 123 $ 128 

(a) Represents realized and unrealized gains and losses subject to regulatory 
accounting treatment recorded as either current or nonctirrent 011 the 
balance sheet. 

Certain qualifying derivative instrimetits have been designated as normal purchase or normal sale contracts, as 
provided in the accounting guidance for “Derivatives and Hedging.” Derivative contracts that have been designated 
as normal purchases or normal sales under that accounting guidance are not subject to MTM accounting treatment 
and are recognized on the Consolidated Statements of Income on an accrual basis. 

Our accounting for the changes in the fair value of a derivative instrument depends on whether it qualifies for and 
has been designated as part of a hedging relationship and further, on the type of hedging relationship. Depending 011 
the exposure, we designate a hedging instrument as a fair value hedge or a cash flow hedge. 

For contracts that have not been designated as part of a hedging relationship, the accounting for changes in fair 
value depends on whether the derivative instrument is held for trading purposes. TJnrealized and realized gains and 
losses on derivative instruments held for trading purposes are included in Revenues on a net basis on the 
Consolidated Statements of Income. Unrealized and realized gains and losses on derivative instruments not held for 
trading purposes are included in Revenues or Expenses on the Consolidated Statements of Income depending on the 
relevant facts and circumstances. However, unrealized and some realized gains and losses in regulated jurisdictions 
for both trading and non-trading derivative instmmeiits are recorded as regulatory assets (for losses) or regulatory 
liabilities (for gains) in accordance with the accounting guidance for “Regulated Operations.” 

Accoiciztiiig for Fair Value Hedging Strategies 

For fair value hedges (Le. hedging the exposure to changes in the fair value of an asset, liability or an identified 
portion thereof attributable to a particular risk), the gain or loss on the derivative instrument as well as the offsetting 
gain or loss on the hedged item associated with the hedged risk impacts Net Income during the period of change. 

We record realized and unrealized gains or losses on interest rate swaps that qualify for fair value hedge accounting 
treatment and any offsetting changes in the fair value of the debt being hedged in Interest Expense on our 
Consolidated Statements of Income. During 2010, we recognized gains of $6 million on OUT hedging instruments, 
offsetting losses of $6 million on our long-term debt and an immaterial amount of hedge ineffectiveness. During 
2009, we did not employ any fair value hedging strategies. During 2008, we employed fair value hedging strategies 
and recognized an immaterial loss and no hedge ineffectiveness. 

Accouiitiitg for Cash Flow Hedging Strategies 

For cash flow hedges (Le. hedging the exposure to variability in expected future cash flows attributable to a 
particular risk), we initially report the effective portion of the gain or loss on the derivative instrument as a 
component of Accumulated Other Comprehensive Income (L,oss) on our Consolidated Balance Sheets until the 
period the hedged itern affects Net Income. We recognize any hedge ineffectiveness in Net Income immediately 
during the period of change, except in regulated ,jurisdictions where hedge ineffectiveness is recorded as a regulatory 
asset (for losses) or a regulatory liability (for gains). 
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Realized gains and losses on derivative contracts for the purchase and sale of power, coal, natural gas, and heating 
oil and gasoline designated as cash flow hedges are included in Revenues, Fuel and Other Consumables Used for 
Electric Generation or Purchased Electricity for Resale on our Consolidated Statements of Income, or in Regiilatory 
Assets or Regulatory Liabilities on our Consolidated Balance Sheets, depending on the specific nature of the risk 
being hedged. During 2010, 2009 and 2008, we designated commodity derivatives as cash flow hedges. 

We reclassify gains and losses on financial fuel derivative contracts designated as cash flow hedges from 
Accumulated Other Comprehensive Income (Loss) on our Consolidated Balance Sheets into Other Operation 
expense, Maintenance expense or Depreciation and Amortization expense, as it relates to capital projects, on our 
Consolidated Statements of Income. During 2010 and 2009, we designated heating oil and gasoline derivatives as 
cash flow hedges. 

We reclassify gains and losses on interest rate derivative hedges related to o~ i r  debt financings from Accumulated 
Other Comprehensive Income (Loss) into Interest Expense in those periods in which hedged interest payments 
occur. During 2010, 2009 and 2008, we designated interest rate derivatives as cash flow hedges. 

The accumulated gains or losses related to our foreign currency hedges are reclassified from Accumulated Other 
Comprehensive Income (Loss) on our Consolidated Balance Sheets into Depreciation and Amortization expense on 
our Consolidated Statements of Income over the depreciable lives of the fixed assets designated as the hedged items 
in qualifying foreign currency hedging relationships. During 2010, 2009 and 2008, we designated foreign currency 
derivatives as cash flow hedges. 

During 2009, we recognized a $6 million gain in Interest Expense related to hedge ineffectiveness 011 interest rate 
derivatives designated in cash flow hedge strategies. During 201 0, 2009 and 2008, hedge ineffectiveness was 
immaterial or nonexistent for all of the other hedge strategies disclosed above. 
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The following tables provide details on designated, effective cash flow hedges included in AOCI on our 
Consolidated Balance Sheets and the reasons for changes in cash flow hedges for the years ended December 31, 
2010 and 2009. All amounts in the following tables are presented net of related income taxes. 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
Year Ended December 31,2010 

Balance in AOCI as of December 31,2009 
Changes in Fair Value Recognizcd in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Incomc Statement/within Balance Sheet: 
Utility Operations Revenue 
Other Revenue 
Purchased Electricity for Resale 
Interest Expense 
Regulatory Assets (a) 
Regulatory 1,iabilities (a) 

Balance in AOCI as of December 31,2010 

-_. Commodity 

9; (2) 
9 

(7 ) 
4 

3 

9; 7 

Interest Rate 
and Foreign 

(in millions) 
Currency Total .-.- -...- 

$ (13) $ (15) 
13 22 

(7) 
4 

4 4 
3 

$ 4 $  1 1  

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
Year Ended December 31,2009 

Balance in AOCI as of December 31,2008 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Incoine Statementlwithin Balance Sheet: 
Utility Operations Revenue 
Other Revenue 
Purchascd Electricity for Resale 
Interest Expense 
Regulatory Assets (a) 
Regulatory Liabilities (a) 

Balance in AOCI as of December 31,2009 

Interest Rate 
and Foreign 

(in millions) 
Commodity Currency Total 

$ 7 9 ;  (29) 9; (22) 
(6) 11 5 

(a) Represents realized and unrealized gains and losses subject to regulatory accounting treatment recorded 
as either current or noncurrent on the balance sheets. 

During 2008 we reclassified $7 million of gains from AOCI to net income. 
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Cash flow hedges included in Accumulated Other Coinprehensive Income (L,oss) on o~ i r  Consolidated Balance 
Sheets at December 3 1,201 0 and 2009 were: 

Impact of Cash Flow Hedges on our Consolidated Balance Sheet 
December 31,2010 

Interest Rate 
and Foreign 

Currency 
(in millions) 

Total -_ Commodity I 

Hedging Assets (a) $ 13 !$ 2.5 !$ 38 
Hedging Liabilities (a) (2) (4) (6) 
AOCI Gain (L,oss) Net of Tax 7 4 11 

Income During the Next Twelve Months 3 (2 ) 1 
Portion Expected to be Reclassified to Net 

Impact of Cash Flow Hedges on our Consolidated Balance Sheet 
December 31,2009 

Interest Rate 
and Foreign 

(in millions) 
..- Total -. Commodity Currency 

Hedging Assets (a) $ S $  - $  8 
Hedging Liabilities (a) (12) ( 5 )  (17) 
AOCI Gain (L,oss) Net of Tax (2) ( 1 3  (15) 

Income During the Next Twelve Months (2) (4) (6 )  
Portion Expected to be Reclassified to Net 

(a) Hedging Assets and Hedging Liabilities are included in Risk Management Assets and Liabilities on 
our Consolidated Balance Sheets. 

The actual amounts that we reclassify from Accumulated Other Comprehensive Income (Loss) to Net Income can 
differ from the estimate above due to market price changes. As of December 31,2010, the maximum length of time 
that we are hedging (with contracts subject to the accounting guidance for “Derivatives and Hedging”) oiir exposure 
to variability in future cash flows related to forecasted transactions is 41 months. 

Credit Risk 

We limit credit risk in our wholesale marketing and trading activities by assessing the creditworthiness of potential 
counterparties before entering into transactions with thein and continuing to evaluate their creditworthiness on an 
ongoing basis. We use Moody’s, Standard and Poor’s and current market-based qualitative and quantitative data as 
well as financial statements to assess the iinancial health of counterparties on an ongoing basis. 

We use standardized master agreements which may include collateral requirements. These master agreemerits 
facilitate the netting of cash flows associated with a single counterparty. Cash, letters of credit and parentalhffiliate 
guarantees may be obtained as security from counterparties in order to mitigate credit risk. The collateral 
agreements require a counterparty to post cash or letters of credit in the event an exposure exceeds our established 
threshold. The threshold represents an unsecured credit limit which may be supported by a parentalhffiliate 
guaranty, as determined in accordance with our credit policy. In addition, collateral agreements allow for 
termination and liquidation of all positions in the event of a failure or inability to post collateral. 

112 



Collateral Triggeririg Events 

IJncler the tariffs of the RTOs and Independent System Operators (ISOs) and a limited number of derivative and 
non-derivative contracts primarily related to our competitive retail auction loads, we are obligated to post an 
additional amount of collateral if our credit ratings decline below investment grade. The amount of collateral 
required fluctuates based on market prices and our total exposure. On an ongoing basis, OLK risk management 
organization assesses the appropriateness of these collateral triggering items in contracts. We do not anticipate a 
downgrade below investment grade. The following table represents: (a) our aggregate fair value of such derivative 
contracts, (b) the amount of collateral we would have been required to post for all derivative and non-derivative 
contracts if our credit ratings had declined below investment grade and (c) how much was attributable to RTO and 
IS0 activities as of December 3 1,2010 and 2009: 

December 31, 
2010 2009 

(in millions) 
~~ 

Liabilities for Derivative Contracts with Credit Downgrade Triggers $ 20 $ 10 

Required to Post 4s 34 
Amount of Collateral AEiP Subsidiaries Would Have Been 

Amount Attributable to RTO and IS0  Activities 44 29 

In addition, a majority of our non-exchange traded commodity contracts contain cross-defat& provisions that, if 
triggered, would permit the countei-party to declare a default and require settlement of the outstanding payable. 
These cross-default provisions could be triggered if there was a non-performance event under outstanding debt in 
excess of $SO million. On an ongoing basis, our risk management organization assesses the appropriateness of these 
cross-default provisions in our contracts. We do not anticipate a non-performance event under these provisions. 
The following table represents: (a) the fair value of these derivative liabilities subject to cross-default provisions 
prior to consideration of contractual netting arrangements, (b) the amount this exposure has been reduced by cash 
collateral we have posted and (c) if a cross-default provision would have been triggered, the settlement amount that 
would be required after considering our contractual netting arrangements as of December 3 1, 2010 and 2009: 

December 31, 

(in millions) 
2009 

*_ 
2010 - 

Liabilities for Contracts with Cross Default Provisions Prior to Contractual 

Amount of Cash Collateral Posted 
Additional Settlement Liability if Cross Default Provision is Triggcrcd 

Netting Arrangements $ 401 $ 567 
81 1s 

213 199 

11. FAIR VALUE MEASUREMENTS 

Fair Value Measurements of Lortg-term Debt 

The fair values of L,ong-term Debt are based on quoted market prices, without credit enhancements, for the same or 
similar issues and the current interest rates offered for instruments with similar maturities. These instruments are 
not marked-to-market. The estimates presented are not necessarily indicative of the amounts that we could realize 
in a current market exchange. 

The book values and fair values of Long-term Debt as of December 31, 2010 and 2009 are summarized in the 
following table: 

December 31, 
2010 2009 

Book Value Fair Value Book Value Fair Value 
(in millions) 

$ 16,811 $ 18,285 $ 17,498 $ 18,479 Long-term Debt 
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Fair Value Measuremeizts of Other Temporary Iitvestmertts 

Other Temporary lnvestrnents include marketable securities that we intend to hold for less than one year, 
investments by our protected cell of EIS and funds held by trustees primarily for the payment of debt. See “Other 
Temporary Investments” section of Note 1. 

The following is a suinrriary of Other Temporary Investments: 

December 31.2010 
Gross Gross Estimated 

Unrealized IJnrealized Fair 
Other Temporary Investments cost Gains Losses - Value - 

(in millions) 
Restricted Cash (a) $ 22s $ - $  - $  22s 
Fixed Income Securities: 

Mutual Funds 69 69 
Variable Rate Demand Notes 97 97 

Total Other Temporary Investments $ 409 $ 7 $  - $  416 
Equity Securities - Mutual Funds 18 7 25 

December 31,2009 
Gross Gross Estimated 

Unrealized IJnrealized Fair 
Value 

I- ~ 

I Other Temporary Investments cost Gains Losses 
(in millions) 

Restricted Cash (a) $ 223 $ - $  - $  223 

Mutual Funds 57 57 
Variable Rate Demand Notes 4s 4s 

Domestic I 15 16 

Fixed Income Securities: 

Equity Securities: 

18 4 22 
Total Other Temporary Investments $ 3 4 4  $ 19 $ - $  363 

Mutual Funds - 

(a) Primarily represents amounts held for the payment of debt. 

The following table provides the activity for our debt and equity securities within Other Temporary Investments for 
the years ended December 3 1,2010,2009 and 2008: 

Years Ended December 31, 
2010 2009 200s 

(in millions) 
Proceeds From Investment Sales $ 455 $ 3s $ 1,185 
Purchascs of Invcstinents so3 82 1 , l  18 
Gross Realized Gains on Investment Sales 
Gross Realized L,osses on Investment Sales 

16 

At December 31,2010 and 2009, we had no Other Temporary Investments with an unrealized loss position. In June 
2009, we recorded $9 inillion ($6 million, net of tax) of other-than-temporary impairments of Other Temporary 
Investments for equity investments of our protected cell captive insurance company. At December 3 1,20 10, the fair 
value of fixed income securities are primarily debt based mutual funds with short and intermediate maturities and 
variable rate demand notes. Mutual funds may be sold and do not contain maturity dates. 
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Fair Value Measurements of Trust Assets for  Deconzmissioiiiiig arid SNF Disposal 

I&M records securities held in trust funds for decommissioning nuclear facilities and for the disposal of SNF at fair 
value. See “Nuclear Trust Fmids” section of Note 1. 

The following is a summary of nuclear trust fund investments at December 3 1, 2010 and December 31, 2009: 

Cash and Cash Equivalents 
Fixed Income Securities: 

United Stales Government 
Corporate Debt 
State and Local Government 

Subtotal Fixed Income Securities 
Equity Securities - Domestic 
Spent Nuclear Fuel and 

Decommissioning Trusts 

December 31, 

Estimated Gross Other-Than- Estimated Gross Other-Than- 
Fair Unrealized Temporary Fair Unrealized Temporary 

Value Gains Impairments Value - Gains Impairments 

” .  2010 2009 

(in millions) 
$ 20 $ - $  - $  14 X - $  

X 1,515 X 209 $ (126) $ 1,392 $ 260 $ (124) 

The following table provides the securities activity within the decommissioning and SNF trusts for the years ended 
December .3 1, 20 10, 2009 and 2008: 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
..___. ~ ” . ” ” ” _  ”~ 

Proceeds From Investment Sales $ 1,362 $ 713 $ 732 
Purchases of Investments 1,415 77 1 804 
Gross Realized Gains on Investment Sales 12 28 33 
Gross Realized Losses on Irivestinent Sales 2 1 7 

The adjusted cost of debt securities was $835 million and $801 million as of December 31, 2010 and 2009, 
respectively. 

The fair value of debt securities held in the nuclear trust funds, suinmarized by coiitractual maturities, at December 
31, 2010 was as follows: 

Fair Value 
of Debt 

Securities 
(in millions) 

Within 1 year $ 22 
1 year - 5 years 306 
5 years - 10 years 2.57 

276 After 10 years 
Total $ 86 1 

-1 

Fair Value Measitrenteizts of Firiarzcial Assets arzd Liabilities 

For a discussion of fair value accounting and the classification of assets ani iabilities within the fair value 
hierarchy, see the “Fair Value Measurements of Assets arid L,iabilities” section of Note I .  

The following tables set forth, by level within the fair value hierarchy, our financial assets and liabilities that were 
accounted for at fair value on a recurring basis as of December 3 1, 2010 and 2009. As required by the accounting 
guidance for “Fair Value Measurements and Disclosures,” financial assets and liabilities are classified in their 
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entirety based on the lowest level of input that is significant to the fair value measurement. Our assessment of the 
significance of a particular input to the fair value measurement requires judgment and may affect the valuation of 
fair value assets and liabilities and their placement within the fair value hierarchy levels. There have not been any 
significant changes in AEP’s valuation techniques. 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
December 31,2010 

Assets: 

Cash and Cash Equivalents (a) 

Level 1 Level2 Level 3 Otlier Total 
(in millions) 

Other Temporary Investments 
Restricted Cash (a) I84 41 225 

Mutiial Funds 69 69 
Variable Rate Demand Notes 97 97 

25 
97 41 416 

Fixed Income Securities: 

- -- Equity Securities - Mutual Funds (b) 25 

Total Other Temporary Investments 278 -- --.-: ~- _I 

Risk Management Assets 
Risk Management Commodity Contracts (c) (I) 20 1,432 112 (1,013) 55 1 
Cash Flow Hedges: 

Commodity Hedges (c) 1 1  17 (15) 13 
Fair Value Hedges 7 7 
Interest RateForeign Currency Hedges 25 25 

Dedesignated Risk Management Contracts (d) 
Total Risk Management Assets 

46 46 
31 I ,48 1 112 (982) ___ 642 

__._.___. 
-- -.- 

Spent Nuclear Fuel and Decommissioning Trusts 
Cash and Cash Equivalents (e) 8 12 20 
Fixed Income Securities: 

United States Government 461 46 1 

34 1 
Subtotal Fixed Income Securities 86 1 86 1 

634 

Corpoi ate Debt 59 59 

State and Local Government -- 341 -- 

-~ -.- Equity Securities - Domestic (b) 634 
Total Spent Nuclear Fuel and Decommissioning Trusts 634 869 12 1,515 - 
Total Assets 

Liabilities: 

$ 1,113 $ 2,447 $ 112 5 (805) $ 2,867 

-- Risk Management Liabilities 
Risk Management Commodity Contracts ( c )  ( f )  $ 25 $ 1,325 $ 27 $ (1,114) $ 263 
Cash Flow Hedges: 

Commodity Hedges (c) 4 13 (15) 2 
Fair Value Hedges 1 1 
Interest RntelForeign Cuiiency Hedges 4 4 

Total Risk Management Liabilities $ 29 $ 1,343 $ 27 $ (1,129) $ 270 
-- 
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Assets and Liabilities Measured at Fair Value on a Recurring Basis 
December 31,2009 

Assets: 

Cash and Cash Equivalents (a) _. $ 427 $_- - $  - $  -. 63 S 490 

Other Temporary Investments 
Restricted Cash (a) 198 25 223 

Mutual Funds 57 57 
Variable Rate Demand Notes 45 45 

Domes tic 16 16 
Mutual Funds 22 22 

Total Other Temporary Investments 293 45 25 3 63 

Fixed Income Sectii-ilies: 

Equity Securities (b): 

_"1 

Risk Management Assets_-"- 
Risk Management Commodity Contracts (c) (g) 8 1,609 72 ( I , ]  19) 570 
Cash Flow Hedges: 

Commodity Hedges (c) 1 11  (4) 8 
25 25 Dedesignated Risk Management Contracts (d) 

9 1.620 72 (1,098) 603 Total Risk Management Assets 
--____ 

..-I .... ""-- -.,,.,....".- _-..,.. ~ _ _ _ _ . , - . " ~  

Spent Nuclear Fuel and Decommissioning Trusts 
Cash and Cash Equivalents (e) 3 1 1  14 
Fixed Income Securities: 

United States Government 40 1 40 1 

369 State and L.ocal Government 
Subtotal Fixed Income Securities 827 827 

55 1 Equity Securities - Domestic (b) 
Total Spent Nuclear Fuel and Decommissioning Trusts 55 1 830 11 - 1,392 

Corporate Debt 57 57 

-- ~- 369 ~- 

- --...*- 55 I 
.l_l"_-_____ -..l.."...""__..- 

Total Assets $ 1,280 $ 2,495 $ 72 $ (999) $ 2,838 

Liabilities: 

- " . " . . ~  Risk Management Liabilities -.. 
Risk Management Commodity Contracts (c) (g) $ 11 $ 1,415 $ 10 $ (1,205) $ 23 1 
Cash Flow Hedges: 

Commodity Hedges (c) I6 (4) 12 

.I._. 5 --- --- 5 
Total Risk Management Liabilities $ 11 $ 1.436 $ 10 $ (1,209) $ 248 

Interest RateRoreign Currency Hedges 

Amounts in "Other" column primady represent cash deposits in bank accounts with financial institutions or with third parties. 
Level 1 amounts primarily represent investments in money market funds. 
Amounts represent publicly traded equity securities and equity-based mutual funds. 
Amounts i n  "Other'* column primarily represent counteiparty netting of iisk management and hedging contracts and associated 
cash collateral undei, the accounting guidance for "Derivatives and Hedging." 
Represents contracts that were originally MTM but were subsequently elected as normal under the accounting guidance for 
"Derivatives and Hedging." At the time of the normal election, the MTM value was frozen and no longer fair valued This MTM 
value will be amortized into revenues over the remaining life of the contracts. 
Amounts in "Other" column pi,irnai,ily represent accrued interest receivables from financial institutions. L.evel 2 amounts 
pi,imarily represent investments in money market funds. 
The December 31, 2010 maturity of the net fair value of risk management contracts prior to cash collateral, assets/(liab 
as follows: Level 1 matures ($2) million in 201 1, $2 million in periods 2012-2014 and ($5) million in periods 2015-2018; Level 
2 matures $13 million in 2011, $66 million in periods 2012-2014, $12 million in periods 2015-2016 and $16 million in periods 
2017-2028; Level 3 matures $IS million in 2011, $24 million in periods 2012-2014, $16 million in periods 2015-2016 and $27 
million in periods 2017-2028. Risk management commodity contracts are substantially comprised of power contracts. 
The December 31, 2009 maturity of the net fair value of risk management contracts prior to cash collateral, assets/(liabilities), is 
as follows: Level 1 matures ($1) million in 2010, ($1) million in periods 2011-2013 and ($1) million in periods 2014-2015; 
Level 2 matures $65 million in 2010, $84 million i n  periods 201 1-2013, $22 million in periods 2014-2015 and $23 million i n  
periods 2016-2028; Level 3 matures $17 million in 2010, $16 million in periods 2011-2013, $8 million in periods 2014-2015 and 
$2 1 million in periods 201 6-2028. 
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There have been no transfers between Level 1 and L,evel2 during the year ended December 3 1,2010 

The following tables set forth a reconciliation of changes in the fair value of net trading derivatives and other 
investments classified as L,evel 3 in the fair value hierarchy: 

_" Year Ended December 31,2010 

Balance as of December 31,2009 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrcalizcd Gain (L.oss) Included i n  Net Income (or Changes in Net Assets) 

Realized and IJnrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfcrs into Lcvcl 3 (d) (h) 
Transfers out of Level 3 (e) (h) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 

Relating to Assets Still Held at thc Rcporting Date (a) 

Net Risk Management 
Assets (Liabilities) 

(in millions) 
$ 62 

5 

63 

(25) 
18 

(53) 
1s 

Balance as of December 31,2010 $ 8 5 

Year Ended December 31,2009 

Balance as of December 31,2008 
Rcalized Gain (L,oss) Includcd in Nct Income (or Changcs in Nct Asscts) (a) (b) 
Unrealized Gaiii (L.oss) Included in Net Incoine (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Coinpi ehcnsive Income 
Purchascs, Issuances and Scttlcnients (c) 
Transfers in and/or out of Level 3 (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 

Relating to Assets Still Held at the Reporting Date (a) 

Net Risk Management 
Assets (Liabilities) 

(in millions) 
$ 49 

(4) 

44 

Balance as of December 31,2009 $ 62 

Net Risk 
Management 

Assets 
(Liabilities) Year Ended December 31,2008 -- 

Balance as of December 31,2007 $ 49 
Realized Gain (L,oss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (Loss) Included in Net Income (or Changes i n  Net Assets) 

Realized and Unrealized Gains (L.osses) Included in Other 

Purchases, Issuances and Settlcments (c) 
Transfcrs in and/or out of Lcvcl 3 (f) 

Relating to Assets Still Held at thc Rcporting Date (a) 12 

Comprehensive Income 

Other 
Temporary 
Investments 
(in millions) 
$ 

Investments 
in Debt 

Securities 

(17) 
17 

Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of December 31,2008 

Included in revenues on our Consolidated Statements of Income. 
Represents the change in fair value between the beginning of the repofling pcriod and the settlement of the risk 
inanagcinent commodity contract. 
Represents the settlement of risk management commodity contracts for the reporting period. 
Represents existing assets or liabilities that were previously categorized as Level 2. 
Rcprcsents existing asscts or liabilities that were previously catcgorizcd as Lcvcl 3. 
Reprcsents existing assets or liabilities that were either previously categorized as a higher level for which the 
inputs to the model became unobservable or assets and liabilities that were previously classified as Level 3 for 
which the lowest significant input became observable during the period. 
Relates to the net gains (losscs) of thosc contracts that arc not reflected on our Consolidatcd Statements of 
Income. These net gains (losses) are recorded as regulatory liabilities/assets. 
Transfers are recognized based on their value at thc beginning of the reporting period that the transfer occurred. 
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12. INCOME TAXES 

The details of OLW consolidated income taxes before discontinued operations and extraordinary loss as reported are 
as follows: 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
Federal: 

Corrcnt 
Deferred 

Total Federal 

State and Local: 
Current 
Deferred 

Total State and Local 

International: 
Current 
Deferred 

Total International 

$ (134) $ (575) $ 164 
456 - 760 1,171 

626 596 620- 

I 

Total Income Tax Expense Before Discontinued 
Operations and Extraordinary Loss $ 643 $ 575 $ 642 

The following is a reconciliation of our consolidated difference between the amount of federal income taxes 
computed by multiplying book income before income taxes by the federal statutory tax rate and the amount of 
income taxes reported. 

Years Ended December 31, 

(in millions) 
2008 

"- -- _I 2010 2009 

Net Income $ 1,218 $ 1,365 $ 1,388 
Discontinued Opeiations, Net of Income Tax of $( IO) ~l.lillion in 2008 
Extraordinary Loss, Net of Income Tax of $3 million in 2009 

(12) 

Income Before Discontinued Operations and Extraordinai y L.oss 1,218 1,370 1,776 
Income Tax Expense Before Discontinued Operations and Extraoidinary L,oss 643 575 642 
Pretax Income $ 1,861 $ 1,945 $ 2,018 

5 - 

Income Taxes on Pretax Incoine at Statutory Rate (3.5%) 
Increase (Decrease) in Income Taxes resulting from the following items: 

Depreciation 
Investment Tax Credits, Net 
Energy Production Credits 
State and Local Income Taxes 
Removal Costs 
AFUDC 
Medicare Subsidy 
Tax Reserve Adjustments 
Other 26 - (12 -"._,""____ (6) 

Total Income Tax Expense Before Discontinued Operations and 
Extraordinary Loss 

$ 651 $ 681 $ 706 

$ 643 $ 575 $ 642 

Effective Income Tax Rate 34.6 c/o 29.6 % 31.8 % 
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The following table shows elements of the net deferred tax liability and significant temporary differences: 

Deferred Tax Assets 

December 31, 
2010 2009 

(in millions) 
$ 2,519 $ 2,493 

Deferred Tax Liabilities (10,009) (9,065) 
Net Deferred Tax Liabilities $ (7,490) $ (6,572) 

Property-Related Teinporary Differences 
Amounts Due from Customers for Future Federal Income Taxes 
Deferred State Income Taxes 
Securitized Transition Assets 
Regulatory Assets 
Accrued Pensions 
Deferred Incoine Taxes on Other Coinpreliensive Loss 
Accrued Nuclear Decoininissioning 
All Other, Net 
Net Deferred Tax Liabilities 

$ (4,714) 
(229) 
(523) 
(712) 
(862) 
335 
203 

(356) 
286 

$ (6,572) 

We, along with our subsidiaries, file a consolidated federal income tax return. The allocation of the AEP System’s 
current consolidated federal income Lax to the AEP System companies allocates the benefit of current tax losses to 
the AEP System companies giving rise to such losses in determining their current tax expense. The tax benefit of 
the Parent is allocated to our subsidiaries with taxable income. With the exception of the loss of the Parent, the 
method of allocation reflects a separate return result for each company in the consolidated group. 

At December 31, 2010, we have federal general business credit carryforwards of $64 million. If these credits are 
not utilized, they will expire in the years 2025 through 2030. 

We are no longer subject to U S  federal examination for years before 2001. We have completed the exam for the 
years 2001 through 2006 and have issues that we are pursuing at the appeals level. The years 2007 and 2008 are 
currently under examination. Although the outcome of tax audits is uncertain, in management’s opinion, adequate 
provisions for federal income taxes have been made for potential liabilities resulting from such matters. In addition, 
we accrue interest 011 these uncertain tax positions. We are not aware of any issues for open tax years that upon 
final resolution are expected to have a material adverse effect on net income. 

We, along with our subsidiaries, file income tax returns in various state, local and foreign jurisdictions. These 
taxing authorities routinely examine our tax returns and we are currently under examination in several state and 
local jurisdictions. We believe that we have filed tax returns with positions that may be challenged by these tax 
authorities. Management believes that adequate provisions for income taxes have been made for potential liabilities 
resulting from such challenges and the ultimate resolution of these audits will not materially impact net income. 
With few exceptions, we are no longer subject to state, local or non-U.S. income tax examinations by tax authorities 
for years before 2000. 

We sustained federal, state and local net income tax operating losses in 2009 driven primarily by bonus 
depreciation, a change in tax accounting method related to units of property and other book versus tax temporary 
differences. As a result, we accrued current federal, state and local income tax benefits in 2009. We realized the 
federal cash flow benefit in 2010 as there was sufficient capacity in prior periods to carry the net operating loss 
back. Most of our state and local jurisdictions do not provide for a net operating loss carry back. We anticipate 
future taxable income will be sufficient to realize the tax benefit. As such, we determined that a valuation allowance 
is unnecessary. 

We recognize interest accruals related to uncertain tax positions in interest income or expense, as applicable, and 
penalties in Other Operation in accordance with the accounting guidance for “Income Taxes.” 
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The following table shows amounts reported for interest expense, interest income and reversal of prior period 
interest expense: 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
~ - ~ " _  ---"- 

Interest Expense $ S $  I $  10 

Reversal of Prior Period Interest Expense 5 5 13 
lnteres t Iricome I1 5 21 

The following table shows balances for amounts accrued for the receipt of interest and the payment of interest and 
penalties: 

December 31, 
2010 2009 

(in'millions) 
_. 

Accrual for Receipt of Interest $ 42 $ 30 
Accrual for Payment of Interest and Penalties 21 18 

The reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows: 

2010 2009 2008 

Balance at January 1, 
Increase - Tax Positions Taken During a Prior Period 
Decrease - Tax Positions Taken During a Prior Period 
Increase - Tax Positions Taken During the Current Year 
Decrease - Tax Positions Taken Daring the Current Year 
Increase - Settlements with Taxing Authorities 
Decrease - Settleinents with Taxing Authorities 
Decrease - Lapse of the Applicable Statute of Limitations 
Balance at December 31, 

(in millions) 
$ 237 

56 
(65) 
16 

1 

The total amount of unrecognized tax benefits that, if recognized, would affect the effective tax rate is $ I1  2 million, 
$137 million and $147 million for 2010, 2009 and 2008, respectively. We believe there will be no significant net 
increase or decrease in unrecognized tax benefits within 12 months of the reporting date. 

Federal Tax Legislntioit 

Under the Energy Tax Incentives Act of 2005, we filed applications with the United States Department of Energy 
and the IRS in 2008 for the West Virginia IGCC project and in J ~ l y  2008 the IRS allocated the project $1.34 million 
in credits. In September 2008, we entered into a memorandum of understanding with the IRS concerning the 
requirements of claiming the credits. We had until July 2010 to meet certain minimum requirements under the 
agreement with the LRS or the credits would be forfeited. In July 2010, we forfeited the allocated tax credits. 

The Economic Stimulus Act of 2008 provided enhanced expensing provisions for certain assets placed in service in 
2008 and a 50% bonus depreciation provision similar to the one in effect in 2003 through 2004 for assets placed in 
service in 2008. The enacted provisions did not have a material impact on net income or financial condition, but 
provided a cash flow benefit of approximately $200 million in 2008. 

The American Recovery and Reinvestment Tax Act of 2009 provided for several new grant programs and expanded 
tax credits and an extension of the SO% bonus depreciation provision enacted in the Economic Stimulus Act of 
2008, The enacted provisions did not have a material impact on net income or financial condition. However, the 
bonus depreciation contributed to the 2009 federal net operating tax loss that resulted in a 2010 cash flow benefit of 
$4 19 million. 
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The Patient Protection and Affordable Care Act and the related Health Care and Education Reconciliation Act 
(Health Care Acts) were enacted in March 2010. The Health Care Acts amend tax rules so that the portion of 
employer health care costs that are reimbursed by the Medicare Part D prescription drug subsidy will no longer be 
dedtictible by the employer for federal income tax purposes effective for years beginning after December 3 1, 2012. 
Because of the loss of the future tax deduction, a redoction iii the deferred tax asset related to the nondeductible 
OPEB liabilities accrued to date was recorded in March 2010. This reduction did not materially affect our cash 
flows or financial condition. For the year ended December 31, 2010, deferred tax assets decreased $56 million, 
partially offset by recording net tax regulatory assets of $35 inillion in our jurisdictions with regulated operations, 
resulting in a decrease in net income of $21 million. 

The Small Business Jobs Act (the Act) was enacted in September 2010. Included in the Act was a one-year 
extension of the 50% bonus depreciation provision. The Tax Relief, Unemployment Insurance Reauthorization and 
the Job Creation Act of 2010 extended the life of research and development, employment and several energy tax 
credits originally scheduled to expire at the end of 2010. In addition, the Act extended the time for claiming bonus 
depreciation and increased the deduction to 100% for part of 2010 and 201 1. The enacted provisions will not have a 
material impact on net income or financial condition but had a favorable impact on cash flows of $318 million in 
2010. 

State Tax Legislation 

Under Ohio House Bill 66, in 2005, the Ohio companies established a regulatory liability for $57 million pending 
rate-making treatment in Ohio. For those companies in which state income taxes flow through for rate-malting 
purposes, regulatory assets associated with the deferred state income tax liabilities were reduced by $22 million. In 
November 2006, the PTJCO ordered that the $57 million be amortized to income as an offset to power supply 
contract losses incurred by CSPCo and OPCo for sales to Ormet. As of December 31, 2008, the $57 million 
regulatory liability was fully amortized. 

The Ohio legislation also imposed a new commercial activity tax at a fully phased-in rate of 0.26% on all Ohio 
gross receipts. The tax was phased-in over a five-year period that began July 1, 2005 at 23% of the full 0.26% rate. 
As a result of this tax, expenses of approximately $13 million, $ I  I million and $9 million were recorded in 2010, 
2009 and 2008, respectively, in Taxes Other Than Income Taxes. 

Michigan Senate Bill 0094 (MBT Act), effective January 1, 2008, provided a comprehensive restructuring of 
Michigan's principal business tax. The law replaced the Michigan Single Business Tax. The MBT Act is coinposed 
of a new tax which is calculated based upon two components: (a) a business income tax (BIT) imposed at a rate of 
4.95% and (b) a modified gross receipts tax (GRT) imposed at a rate of 0.80%, which will collectively be referred to 
as the BIT/GRT tax calculation. The law also includes significant credits for engaging in Michigan-based activity. 

In March 2008, legislation was signed providing for, among other things, a reduction in the West Virginia corporate 
income tax rate from 8.75% to 8.5% beginning in 2009. The corporate income tax rate could also be reduced to 
7.75% in 2012 and 7% in 201.3 contingent upon the state government achieving certain minimum levels of shortfall 
reserve funds. We have evaluated the impact of the law change and the application of the law change will not 
materially impact our net income, cash flows or financial condition. 

122 



13. LEASES 

L,eases of property, plant and equipment are for periods up to 60 years and require payments of related property 
taxes, maintenance and operating costs. The majority of the leases have purchase or renewal options and will be 
renewed or replaced by other leases. 

Lease rentals for both operating and capital leases are generally charged to Other Operation and Maintenance 
expense in accordance with rate-making treatment for regulated operations. Capital leases for lionregulated property 
are accounted for as if the assets were owned and financed. The components of rental costs are as follows: 

Years Ended December 31, 
201 0 2009 2008 

(in millions) 
.-...-- - __ - . ” . ~ - ” . ~  Lease Rental Costs 

Net Lease Expcnse on Operating L.cases $ 343 $ 354 $ 368 

Interest on Capital Leases 
Total Lease Rental Costs 

Amortizatioii of Capital Laeases 97 8.3 97 
13 16 

9; 466 $ 450 $ 48 1 
~ 

26 

The following table shows the property, plant and equipment uiider capital leases and related obligations recorded 
on our Consolidated Balance Sheets. Capital lease obligations are incliided in Other Current Liabilities and 
Deferred Credits and Other Noncurrent Liabilities on our Consolidated Balance Sheets. 

Property, Plant and Equipment Under Capital Leases ,I,_,_,__._ 

Generation 
Distribution 
Othcr Property, Plant and Equipment 
Construction Work in Progress 
Total Property, Plant and Equipment Under Capital Leases 
Accumulated Amortization 
Net Property, Plant and Equipment Under Capital Leases 

December 31, 
2010 ~ 2009 

(in millions) 
$ 97 $ 7.5 

482 379 

579 454 
I08 139 

$ 471 $ 315 

Obligations Under Capital Leases 
Noncurrent Liability $ 398 !$ 244 
Liability DUC Within Onc Ycar 76 73 
Total Obligations Under Capital Leases $ 474 $ 317 

Future minimum lease payments consisted of the following at December 31, 2010: 

Future Minimum Lease Payments 

201 1 
2012 
2013 
2014 
2015 
Later Years 
Total Future Minimum Lease Payments 
Less Estimated Interest Element 
Estimated Present Value of Future Minimum 

Lease Payments 

Noncancelable 
Capital Leases Operating Leases 

(in millions) 
$ 100 $ 306 

88 286 
71 26 1 
59 24 1 
47 226 

1,349 
$ 6.51 $ 2,669 

-- 286 

177 

$ 474 

- 

. . ” . ~  
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Master Lease Agreements 

We lease certain equipment under master lease agreements. In December 2010, we signed a new master lease 
agreement with GE Capital Commercial Inc. (GE) for approximately $137 million to replace existing operating and 
capital leases with GE. We refinanced approximately $60 million of capital leases and approximately $77 illillion in 
operating leases. These assets were included in existing master lease agreements that were to be terminated in 201 1 
since GE exercised the termination provision related to these leases in 2008. Approximately $16 million of 
currently leased assets were not included in the refinancing, but will be purchased or refinanced in 2011. In 
addition, approximately $40 million of operating leases that were previously under lease with GE are now recorded 
as capital leases after the refinancing. These obligations are included in the future minimum lease payments 
schedule earlier in this note. 

For equipment under the GE master lease agreements, the lessor is guaranteed receipt of up to 84% of the 
iinainortized balance of the equipment at the end of the lease term. If the fair value of the leased equipment is below 
the unamortized balance at the end of the lease term, we are committed to pay the difference between the fair value 
and the unamortized balance, with the total guarantee not to exceed 84% of the unamortized balance. For 
equipment under other master lease agreements, the lessor is guaranteed a residual value up to a stated percentage of 
either the unamortized balance or the equipment cost at the end of the lease term. If the actual fair value of the 
leased equipment is below the guaranteed residual value at the end of the lease term, we are committed to pay the 
difference between the actual fair value and the residual value guarantee. At December 31, 201 0, the maximum 
potential loss for these lease agreements was approximately $14 million ($9 million, net of tax) assuming the fair 
value of the equipment is zero at the end of the lease term. Historically, at the end of the lease term the fair value 
has been in excess of the unamortized balance. 

Rockport Lease 

AEGCo arid I&M entered into a sale-and-leaseback transaction in 1989 with Wilmington Trust Company (Owner 
Trustee), an unrelated, unconsolidated trustee for Rockport Plant Unit 2 (the Plant). The Owner Trustee was 
capitalized with equity from six owner participants with no relationship to AEP or any of its subsidiaries and debt 
from a syndicate of banks and securities in a private placement to certain institutional investors. 

The gain from the sale was deferred and is being amortized over the term of the lease, which expires in 2022. The 
Owner Trustee owns the Plant and leases it equally to AEGCo and I&M. The lease is accounted for as an operating 
lease with the payment obligations included in the future minimum lease payments schedule earlier in this note. 
The lease term is for 33 years with potential renewal options. At the end of the lease term, AEGCo and I&M have 
the option to renew the lease or the Owner Trustee can sell the Plant. Neither AEGCo, I&M nor AEP has an 
ownership interest in the Owner Trustee and do iiot guarantee its debt. The future minimum lease payments for this 
sale-and-leaseback transaction as of December 3 1, 2010 are as follows: 

Future Minimum Lease Payments AEGCo I&M 

201 1 
2012 
2013 
2014 
201s 

(in millions) 
9; 74 9; 74 

74 74 
74 74 
74 74 
74 74 

Later Years 517 517 
Total Future Minimum Lease Payments 9; 887 9; 887 

Railcar Lease 

In June 2003, AEP Transportation LLC (AEP Transportation), a subsidiary of AEP, entered into an agreement with 
BTM Capital Corporation, as lessor, to lease 87.5 coal-transporting aluminum railcars. The lease is accounted for as 
an operating lease. In January 2008, AEP Transportation assigned the remaining 848 railcars under the original 
lease agreement to I&M (390 railcars) and SWEPCo (4.58 railcars). The assignment is accounted for as operating 
leases for I&M and SWEPCo. The initial lease term was five years with three consecutive five-year renewal periods 
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for a maximum lease term of twenty years. I&M and SWEPCo intend to renew these leases for the full lease term 
of twenty years via the renewal options. The future minimum lease obligations are $17 million for I&M and $19 
inillion for SWEPCo for the remaining railcars as of December 31, 2010. These obligations are included in the 
future illinirnum lease payments schedule earlier in this note. 

Under the lease agreement, the lessor is guaranteed that the sale proceeds under a return-and-sale option will equal 
at least a lessee obligation amount specified in the lease, which declines from approximately 84% under the current 
five year lease term to 77% at the end of the 20-year term of the prqjected fair value of the equipment. I&,M and 
SWEPCo have assumed the guarantee under the return-and-sale option. I&M’s maximum potential loss related to 
the guarantee is approximately $12 inillion ($8 inillion, net of tax) and SWEPCo’s is approximately $13 million ($9 
million, net of tax) assuming the fair value of the equipment is zero at the end of the current five-year lease term. 
However, we believe that the fair value would produce a sufficient sales price to avoid any loss. 

Sabiiie Dragliiie Lease 

During 2009, Sabine, an entity consolidated in accordance with the accounting guidance for “Variable Interest 
Entities,” entered into capital lease arrangements with a nonaffiliated company to finance the purchase of two 
electric draglines to be used for Sabine’s mining operations totaling $47 million. The amounts included in the lease 
represented the aggregate fair value of the existing equipment and a sale and leaseback transaction for additional 
dragline rebuild costs required to keep the dragline operational. In addition to the 2009 transactions, Sabine has one 
additional $53 million dragline completed in 2008 that was financed under a capital lease. These capital lease assets 
are included in Other Property, Plant and Equipment on our December 3 1, 2010 and 2009 Consolidated Balance 
Sheets. The short-term and long-term capital lease obligations are included in Other Current Liabilities and 
Deferred Credits and Other Noncurrent Liabilities on our December 3 1 ,  201 0 and 2009 Consolidated Balance 
Sheets. The future payment obligations are included in our future minimum lease payments schedule earlier in this 
note. 

I&M Nuclear Fuel Lease 

In December 2007, I&M entered into a sale-and-leaseback transaction with Citicorp Leasing, Inc. (CLI), an 
unrelated, unconsolidated, wholly-owned subsidiary of Citibank, N.A. to lease nuclear fuel for I&M’s Cook Plant. 
In December 2007, I&M sold a portion of its unamortized nuclear fuel inventory to CLI at cost for $85 million. The 
lease has a variable rate based on one month LTBOR and is accounted for as a capital lease with lease te rm up to 60 
months. The future payment obligations of $3 million are included in our futiire minimum lease payments schedule 
earlier in this note. The net capital lease asset is included in Other Property, Plant and Equipment and the short-term 
and long-term capital lease obligations are included in Other Current Liabilities and Deferred Credits and Other 
Noncurrent Liabilities, respectively, on oitr December 3 1, 2010 and 2009 Consolidated Balance Sheets. The future 
minimum lease payments for this sale-and-leaseback transaction as of December 3 I ,  2010 are as follows, based on 
estimated fuel burn: 

Amount 
(in millions) 

l..llll Future Minimum Lease Payments - - . ~  -. 

201 1 $ 2 
2012 1 
Total Future Minimum L,ease Payments $ 3“ 
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14. FINANCING ACTIVITIES 

AEP Conintort Stock 

In April 2009, we issued 69 million shares of common stock at $24.50 per share for net proceeds of $1.64 billion, 
which were primarily used to repay cash drawn under our credit facilities in the second quarter of 2009. 

Set forth below is a reconciliation of common stock share activity for the years ended December 31, 2010, 2009 and 
2008: 

Shares of AEP Common Stock - 
Balance, December 31,2007 
Issued 
Treasury Stock Contributed to AEP Foundation 
Balance, December 31,2008 
Issued 
Treasury Stock Acquired 
Balance, December 31,2009 
Issued 
Treasury Stock Acquired 
Balance, December 31,2010 

Held in 
- Issued Treasury 

42 1,926,696 21,499,992 

(1,250,000) 
426,321,248 20,249,992 

28,866 
498,333,265 20,278,858 

28,867 
501,114,881 20,307,725 

4,394,552 

I- --1 

72,012,017 

2,78 1,6 16 
----__."- - I  

Preferred Stock 

Information abont the components of preferred stock of our subsidiaries is as follows: 

December 31,2010 
Call Price Shares Shares 

Amount 
(in millions) 

-. Per Share (a). Authorized (b) ,Outstanding (c) -- .."- 

4.00% - 5.00% $102-$110 1,525,903 600,641 $ 60 
Not Sub,ject to Mandatory Redeniption: 

December 31,2009 
Call Price Shares Shares 

Per Share (a) Authorized "I_. (b) - Outstanding (c) Amount _- .__ 
Not Sub,ject to Mandatory Redemption: (in millions) 

4.00% - 5.00% $102-$110 1,525,903 606,627 $ 61 

At the option of the subsidiary, the shares may be redeemed at the call price plus accrued dividends. 
The involuntary liquidation preference is $100 per share for all outstanding shares. If the subsidiary 
defaults on preferred stock dividend payments for a period of one year or longer, preferred stock 
holders are entitled, voting separately as one class, to elect the number of directors necessary to 
constitute a majority of the full board of directors of the subsidiary. 
As of December 31,2010 and 2009, our subsidiaries had 14,494,227 and 14,488,294 shares of $100 par 
value preferred stock, respectively, 22,200,000 shares of $25 par value preferred stock and 7,822,535 
and 7,822,482 shares of no par value preferred stock, respectively, that were authorized but unissued. 
Total shares authorized but unissued include shares not sabject to mandatory redemption described in 
the above table. 
The number of preferred stock shares redeemed was 5,986 shares and 251 shares in 2010 and 2009, 
respectively. There were no preferred stock shares redeemed in 2008. 
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Long-term Debt 
Weighted 
Average 
Interest 
Rate at Outstanding at 

December 31, Interest Rate Ranges at December 31, December 31, 

(in millions) 
Type of Debt and Maturity 2010 2010 2009 2010 2009 

Senior Unsecured Notes 
2010-201 5 
20 16-202 1 
2029-2040 

Pollution Control Bonds (a) 
20 10-201 5 (b) 
2017-2025 
2026-2042 

Notes Payable (c) 
20 1 1-2026 

Securitization Bonds 
2010-2020 

Junior Subordinated Debentures (d) 
2063 

Spent Nuclear Fuel Obligation (e) 

Other Long-term Debt 
20 1 1-2059 

IJnamortized Discount (net) 
Total Long-term Debt Outstanding 
Less Portion Due Within One Year 
Long-term Portion 

4 99% 
6 12% 
6.41 % 

2.95% 
5.12% 
5.1911 

5.44% 

5.36% 

8.7S% 

0.702%-6.375% 
5.00%-7.95% 
S.625%-8.13% 

0.29%-6.25% 
4.45%-6.05% 
4.40%-6.30% 

2.07%-8.03% 

4.98%-6.25% 

8.75% 

0.464%-6.375% 
S"00%-7,95% 
5.625%-8.13% 

0.22%-7.125%7 
0.23%-6.05% 
0.20%-6.30% 

4.47%-8.03% 

4,988-6.2576 

5.75%' 

1.72% 1.3125%-13.7 18% 1.25%-13.718% 

$ 3,318 $ 4,258 
4,020 4,020 
4,331 4,138 

1,300 800 
443 595 
520 764 

396 326 

1,847 1,995 

315 315 

265 265 

91 88 

(35) (66) 
16,811 17,498 
1,309 1,741 

$ 15,502 $ 15,757 

--- 

(a) For certain series of pollution control bonds, interest rates are subject to periodic adjustment" Certain series may 
be purchased on demand at periodic interest adjustment dates. Letters of credit from banks, standby bond 
puichase agreements and insurance policies support certain series. 
Certain pollution control bonds are subject to mandatory redemption earlier than the maturity date Consequently, 
these bonds have been classified for maturity and repayment purposes based on the mandatoi y redemption date. 
Notes payable represent outstanding promissory notes issued under term loan agreements and revolving credit 
agrccnients with a number of banks and other financial institutions. At expiration, all notes then issued and 
outstanding are due and payable. Interest rates are both fixed and variable. Variable rates generally relate to 
specified short-term interest rates. 
Debentures will mature on March 1 ,  2063, subject to extensions to no later than March 1 ,  2068, and arc callable at 
par any time on or after March 1 ,  201 3. 
Spent nuclear fuel obligation consists of a liability along with accrued interest for disposal of spent nuclear fuel 
(see "SNF Disposal" section of Note 6). 

(b) 

(c) 

(d) 

( e )  

At December 3 1, 2010, $SO million of PSO's Senior Unsecured Notes, which are due within one year, are classified 
as long-term debt due to our intent and ability to refinance these notes on a long-term basis. In January 201 I ,  PSO 
issued $250 million of 4.4% Senior Unsecured Notes due in 2021, demonstrating the ability to refinance these 
obligations on a long-term basis. 

At December 3 1, 2009, approximately $472 million of variable-rate, tax-exempt bonds were outstanding. These 
bonds, which are short-term obligations, were classified as long-term due to our intent and ability to refinance each 
obligation on a long-term basis. At December 3 1, 2009, our $478 inillion credit facility had non-cancelable terms in 
excess of one year, demonstrating the ability to refinance these short-term obligations on a long-term basis. 



L,ong-term debt outstanding at December 31,2010 is payable as follows: 

After 
201 1 2012 201 3 2014 2015 2015 Total 

(in millions) 
Principal Amoruit $ 1,309 $ 815 $ 1,344 $ 941 $ 1,490 !$ 10,947 $ 16,846 

Total Long-term Debt Outstanding $ 16,811 
Uiiamortized Discount - (35)  

In January 201 1, TCC retired $92 million of its outstanding Securitization Bonds. 

In February 201 1, APCo issued $65 inillion of 2% Pollution Control Bonds due in 2041 with a 2012 mandatory put 
date. 

As of December 31, 2010, trustees held, on our behalf, $303 million of our reacquired variable rate tax-exempt 
long-term debt. 

Divideiid Restrictions 

Parent Restrictions 

The holders of our coinmon stock are entitled to receive the dividends declared by our Board of Directors provided 
funds are legally available for such dividends. Our income derives from our common stock equity in the earnings of 
our utility subsidiaries. 

Pursuant to the leverage restrictions in our credit agreements, we must maintain a percentage of debt to total 
capitalization at a level that does not exceed 67.5%. The payment of cash dividends indirectly results in an increase 
in the percentage of debt to total capitalization of the company distributing the dividend. The method for calculating 
outstanding debt and capitalization is contractually defined in the credit agreements. None of AEP’s retained 
earnings were restricted for the purpose of the payment of dividends. 

We have issued $3 15 million of Junior Subordinated Debentures. The debentures will mature on March 1 ,  2063, 
sub,ject to extensions to no later than March 1, 2068, and are callable at p a  any time on or after March 1 ,  2013. We 
have the option to defer interest payments on the debentures for one or more periods of up to 10 consecutive years 
per period. During any period in which we defer interest payments, we may not declare or pay any dividends or 
distributions on, or redeem, repurchase or acquire our common stock. We do not anticipate any deferral of those 
interest payments in the foreseeable future. 

Utility Subsidiaries’ Restrictioiis 

Various financing arrangements, charter provisions and regulatory requirements may impose certain restrictions on 
the ability of our utility subsidiaries to transfer funds to us in the form of dividends. Specifically, most of our public 
utility subsidiaries have revolving credit agreements that contain a covenant that limits their debt to capitalization 
ratio to 67.5%. At December 31, 2010, the amount of restricted net assets of AEP’s subsidiaries that may not be 
distributed to Parent in the form of a loan, advance or dividend was approximately $7 billion. 

The Federal Power Act prohibits the utility subsidiaries from participating “in the making or paying of any 
dividends of such public utility from any funds properly included in capital account.” The term “capital account” is 
not defined in the Federal Power Act or its regulations. Management understands “capital account” to mean the par 
value of the common stock multiplied by the number of shares outstanding. This restriction does not limit the 
ability of the utility subsidiaries to pay dividends out of retained earnings. 
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Lines of Credit and Short-term Debt 

We use our commercial paper program to meet the short-term borrowing needs of O L I ~  subsidiaries. The program is 
used to fund both a tltility Money Pool, which funds the utility subsidiaries, and a Nonutility Money Pool, which 
funds the majority of the nonutility subsidiaries. In addition, the program also funds, as direct borrowers, the short- 
term debt requirements of other subsidiaries that are not participants in either money pool for regulatory or 
operational reasons. As of December 3 1,  201 0, we had credit facilities totaling $3 billion to support our commercial 
paper program (see “Credit Facilities” section below). The inaximum amount of commercial paper outstanding 
during 2010 was $868 million and the weighted average interest rate of commercial paper outstanding during the 
year was 0.43%. Our outstanding short-term debt was as follows: 

December 31, 
2010 2009 

Outstanding interest  ~u ts tanding in teresi- 

(in millions) (in millions) 
Rate (a) -- Type of Debt Amount Rate (a) Amount 

Securitized Debt for Receivables (b) $ 690 0.31 % $ 
Commercial Paper 65 0 0.52 % 119 0.26 % 
Line of Credit - Sabine Mining Company (c) 6 2.1s % 7 2.06 % 
Total Short-term Debt $ 1,346 $ 126 

(a) Weighted average rate. 
(b) 

(c) 

Amount of securitized debt for receivables as accounted for under the “Transfers and Servicing” 
accounting guidance. See “ASU 2009-16 ‘Transfers and Servicing’ ” section of Note 2. 
Sabine Mining Company is a consolidated variable interest entity. This line of credit does not reduce 
available liquidity under AEP’s credit facilities. 

Credit Facilities 

We have credit facilities totaling $3 billion to support our commercial paper program. The facilities are structured 
as two $1.5 billion credit facilities, of which $750 million may be issued under the credit facility that matures in 
April 2012 as letters of credit. In June 2010, we terminated one of the $1.5 billion facilities, which was scheduled to 
mature in March 201 1, and replaced it with a new $1.5 billion credit facility which matures in June 2013 and allows 
for the issuance of LIP to $600 million as letters of credit. As of December 31, 2010, the maximum future payments 
for letters of credit issued under the two $1 .S billion credit facilities were $124 million. 

In June 2010, we reduced a $627 million credit agreement that matures in April 201 1 to $478 million. IJnder the 
facility, we may issue letters of credit. As of December 31, 2010, $477 millioii of letters of credit were issued by 
subsidiaries under this credit agreement to support variable rate Pollution Control Bonds. 

Securitized Accounts Receivable - AEP Credit 

AEP Credit has a receivables securitization agreement with bank conduits. IJnder the securitization agreement, AEP 
Credit receives financing from the bank conduits for the interest in the receivables AEP Credit acquires from 
affiliated utility subsidiaries. Prior to January 1, 2010, this transaction constituted a sale of receivables in 
accordance with the accounting guidance for “Transfers and Servicing,” allowing the receivables to be removed 
from OUT Consolidated Balance Sheet. See “ASU 2009-16 ‘Transfers and Servicing’ ” section of Note 2 for 
discussion of the impact of new accounting guidance effective January 1, 2010 whereby such future transactions do 
not constitute a sale of receivables and will be accounted for as financings. AEP Credit continues to service the 
receivables. These securitized transactions allow AEP Credit to repay its outstanding debt obligations, continue to 
purchase our operating companies’ receivables and accelerate AEP Credit’s cash collections. 

In July 20 10, AEP Credit renewed its receivables securitization agreement. The agreement provides a commitment 
of $750 million from bank conduits to finance receivables from AEP Credit. A commitment of $375 million expires 
in JUIY 201 1 and the remaining commitment of $375 million expires in JUIY 2013. 
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Accounts receivable information for AEP Credit is as follows: 

Proceeds from Sale of Accounts Receivable 
Loss on Sale of Accounts Receivable 
Average Variablc Discount Ratc on Sale of 

Effective Interest Rates on Securitization of 

Net Uncollectible Accounts Rcccivablc Written Off 

Accounts Receivable 

Accounts Rcceivable 

Years Ended December 31, 
2009 

(dollars in millions) 
ri; N/A $ 7,043 $ 7,717 

N/A 3 20 

2008 -I.- -- -l..l- 

2010 

NIA 0.57 % 3.19 % 

0.31 % NIA NIA 
22 28 23 

Accounts Receivable Retained Interest and Pledged as Collateral 

Deferred Revenue from Servicing Accounts Receivable 
Retained Interest if 10% Adverse Change in Uncollectible Accounts 
Retained Interest if 20% Adveise Change in ‘IJncollectible Accounts 
Total Principal Outstanding 
Derccognized Accounts Receivable 
Delinquent Securitized Accounts Rcccivablc 
Bad Debt Reserves Related to SecuritizatiodSalc of Accounts Receivable 
Unbilled Receivables Related to SecuritizationISale of Accounts Receivable 

L.ess Uncollectible Accounts 

December 31, 
2010 2009 

(in millions) 
-. 

ri; 923 $ 
N/A 
NIA 
N/A 
690 
N/A 
50 
26 

354 

160 
1 

158 
156 
656 
63 1 
29 
20 

376 

N/A Not Applicable 

Customer accounts receivable retained and securitized for our operating companies are managed by AEP Credit. 
AEP Credit’s delinquent customer accounts receivable represents accounts greater than 30 days past due. 

15. STOCK-BASED COMPENSATION 

As approved by shareholder vote, the Amended and Restated American Electric Power System L,ong-Term 
Incentive Plan (LTIF’) authorizes the use of 20,000,000 shares of AEP common stock for various types of stock- 
based compensation awards, including stock options, to employees. A maximum of 10,000,000 shares may be used 
under this plan for full value shxe awards, which includes performance units, restricted shares and restricted stock 
units. The AEP Board of Directors and shareholders last approved the L,TIP in 2010. The following sections 
provide further information regarding each type of stock-based compensation award granted by the Human 
Resources Committee of the Board of Directors (HR Committee). 

Stock Options 

We did not grant stock options in 2010, 2009 or 2008 but we do have outstanding stock options from grants in 
earlier periods that vested or were exercised in these years. The exercise price of all outstanding stock options 
equaled or exceeded the market price of AEP’s common stock on the date of grant. All outstanding stock options 
were granted with a ten-year term and generally vested, subject to the participant’s continued employment, in 
approximately equal 1/3 increments on January 15t of the year following the first, second and third anniversary of the 
grant date. We record compensation cost for stock options over the vesting period based on the fair value on the 
grant date. The L,TP does not specify a maximum contractual term for stock options. 
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The total fair value of stock options vested and the total intrinsic value of options exercised are as follows: 

Years Ended December 31, 

(in thousands) 
2009 2008 

I " -  ~ " I -  -~ 2010 
"_ -- Stock -- Options - -- n I"- 

Fair Value of Stock Options Vested $ - $  25 $ 25 
Intrinsic Value of Options Exercised ( a )  2,058 106 6.5 5 

(a) Intrinsic value is calculated as market price at exercise dates less the option exercise price. 

A summary of AEP stock option transactions during the years ended December 31, 2010, 2009 and 2008 is as 
follows: 

Outstanding at January 1, 
Granted 
Exeicised/Converted 

2010 2009 
Weighted Weighted 

Average Average 
Exercise Exercise 

Options Price -.- Options Price 
(in thousands) (in thousands) 

1,089 $ 32.78 1,128 $ 32.73 
N/A N/A 

(448) 31.53 (21) 27.20 
(90) 38.44 (18) 36.28 - ---_- Foi lei ted/Expired 

Outstanding at December 31, 55 1 32.88 1,089 32.78 

Options Exercisable at December 31, 551 $ 32.88 1,089 $ 32.78 

2008 
Weighted 
Average 
Exercise 

Price Options 
(in thousands) 

1,196 $ 32.69 
N/A 

(68) 3 1.97 
NIA 

1,128 32.73 

1,125 $ 32.72 

The following table summarizes information about AEP stock options outstanding and exercisable at December 3 1, 
2010: 

Number Weighted 
of Options Average Weighted 

2010 Range of Outstanding Remaining Average Aggregate 
Exercise Prices and Exercisable " "  I Life Exercise Price Intrinsic Value 

(in thousands) (in years) (in thousands) 
- " _  -- - - - ~  - 

$27.06-27.95 266 2.20 $ 27.44 $ 2,273 
$30.76-38.65 159 3.10 3 1.26 778 
$44.10-49.00 
Total 

126 
55 1 

0.50 
2.08 

46.40 
32.88 3,05 1 

We include the proceeds received from exercised stock options in common stock and paid-in capital. 

Performance Units 

Our performance units have a value upon vesting equal to the market value of shares of AEP common stock. The 
number of performance units held is multiplied by the performance score to determine the actual number of 
performance units realized. The performance score is determined at the end of the performance period based on 
performance measures, which include both performance and market conditions, established for each grant at the 
beginning of the performance period by the HR Committee and can range from 0% to 200%. For the three-year 
performance and vesting period ending in 2009 and earlier performance periods, performance units are paid in cash 
or stock at the employee's election unless they are needed to satisfy a participant's stock ownership requirement. 
Starting with the three-year performance and vesting period ending in 2010 and later, perforrriance units are paid in 
cash, unless they are needed to satisfy a participant's stock ownership requirement. In that case, the number of units 
needed to satisfy the participant's largest stock ownership requirement is mandatorily deferred as AEP Career 
Shares until after the end of the participant's AEP career. AEP Career Shares are a form of non-qualified deferred 
compensation that have a value equivalent to shares of AEP common stock and are paid in cash after the 
participant's termination of employment. Amounts equivalent to cash dividends on both performance units and 
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AEP Career Shares accrue as additional units. We recorded compensation cost for performance units over the three- 
year vesting period. The liability for both the performance units and AEP Career Shares, recorded in Employee 
Benefits and Pension Obligations on our Consolidated Balance Sheets, is adjusted for changes in value. The fair 
value of performance unit awards is based on the estimated performance score and the current 20-day average 
closing price of AEP common stock at the date of valuation. 

The HR Committee awarded performance units and reinvested dividends on outstanding performance units and AEP 
Career Shares for the years ended December 31,2010,2009 and 2008 as follows: 

Years Ended December 31, 
~ 

Performance Units 2010 2009 2008 
Awarded Units (in thousands) 736 1,179 1,384 
Weighted Average Unit Fair Value at Grant Date $ 35.43 $ 34.32 $ 30.1 1 
Vesting Period (in years) 3 3 3 

Performance IJnits and AEP Career Shares Years Ended December 31, 
2008 

~~ 

(Reinvested Dividends Portion) .- 2010 2009 
Awarded Units (in thousands) 21 1 224 149 
Weighted Average Grant Date Fair Value $ 34.70 $ 28.82 $ 37.21 
Vesting Period (in years) (4 (4 (4 

( a )  The vesting period for the reinvested dividends on performance units is equal to the remaining life of the 
related performance units. Dividends on AEP Career Shares vest immediately upon grant. 

Performance scores and final awards are determined and certified by the HR Committee in accordance with the pre- 
established performance measures within approximately a month after the end of the performance period. The HR 
Committee has discretion to reduce or eliminate the value of final awards, but may not increase them. The 
performance scores for all open performance periods are dependent on two equally-weighted performance measures: 
(a) three-year total shareholder return measured relative to the utility indnstry segment of the Standard and Poor’s 
500 Index and (b) three-year cumulative earnings per share measured relative to an AEP Board of Directors 
approved target. The value of each perforinance unit earned equals the average closing price of AEP common stock 
for the last 20 business days of the performance period. 

The certified performance scores and units earned for the three-year period ended December 31, 2010, 2009 and 
2008 were as follows: 

Years Ended December 31, 
2008 - 2010 2009 

Certified Performance Score 55.8 % 73.5 % 120.3 % 
Performance Units Earned 489,O 13 593,175 1,088,302 
Perforinance Units Manditorily Deferred as AEP Career Shares 33,501 26,635 42,214 
Performance lJnits Voluntarily Deferred into the Incentive 

Coinpensation Deferral Program 6,583 27,855 66,415 
Performance Units to be Paid in Cash 448,929 538,685 979,673 

The cash payouts for the years ended December 31,2010,2009 and 2008 were as follows: 

Cash Payouts for Pcrformancc Units 
Cash Payouts for AEP Career Share Distributions 

Years Ended December 31, 
2010 2009 ~ 2008 

(in thousands) 
$ 18,683 $ 30,034 $ 52,960 

3.594 2,184 1,236 
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Restricted Shares arid Restricted Stock Units 

The independent members of the AEP Board of Directors granted 300,000 restricted shares to the then Chairman, 
President and CEO on January 2, 2004 upon the coinmencement of his AEP employment. Of these restricted 
shares, 50,000 vested on January 1, 2005, 50,000 vested on January 1, 2006, 66,666 vested on November 30, 2009 
and 66,667 vested on November 30, 2010. The remaining 66,667 restricted shares will vest on November 30, 201 1, 
subject to his continued AEP employment through that date. Compensation cost for restricted shares is measured at 
fair value on the grant date and recorded over the vesting period. Fair value is determined by miiltiplying the 
number of shares granted by the grant date market closing price, which was $30.76. The maximum term for these 
restricted shares is eight years and dividends on these restricted shares are paid in cash. AEP has not granted other 
restricted shares. 

The HR Committee also grants restricted stock units (RSUs), which generally vest, subject to the participant’s 
continued employment, over at least three years in approximately equal annual increments on the anniversaries of 
the grant date. For awards granted prior to 2009, additional RSUs granted as dividends vest on the last vesting date 
associated with that RSIJ grant. For awards granted in 2009 and later, additional RSIJs granted as dividends vest on 
the same date as the underlying RSTJs on which the dividends were awarded. Compensation cost is measured at fair 
value on the grant date and recorded over the vesting period. Fair value is determined by multiplying the number of 
units granted by the grant date inarket closing price. The maximum contractual term of outstanding RSUs is five 
years from the grant date. 

In 2010, the HR Committee granted a total of 165,520 of RSTJs to four CEO succession candidates to better ensure 
the retention of these candidates. These grants vest, subject to the candidates’ continuous employment, in three 
approximately equal installments on August 3, 201 3, August 3, 2014 and August 3, 2015. 

The HR Committee awarded RSUs, including units awarded for dividends, for the years ended December 31, 2010, 
2009 and 2008 as follows: 

Years Ended December 31, 
Restricted Stock Units 2009 200s 2010 

__.-- -- .- -- -- 
Awarded Units (in thousands) 873 130 56 
Weighted Average Grant Date Fair Value $ 35.24 $ 29.29 $ 41.69 

The total fair value and total intrinsic value of restricted shares and restricted stock units vested during the years 
ended December 31, 2010, 2009 and 2008 were as follows: 

Years Ended December 31, 
Restricted Shares and Restricted Stock Units 2010 2009 200s 

(in thousands) 
Fair Value of Restricted Shares and Restricted Stock Units Vested $ 6,044 $ 6,573 $ 2,619 
Intrinsic Value of Restricted Shares and Restricted Stock Units Vested (a) 5,993 5,445 2,534 

(a) Intrinsic value is calculated as market price at exercise date. 

A summary of the status of our nonvested restricted shares and RSUs as of December 3 I ,  2010 and changes during 
the year ended December 3 I ,  2010 are as follows: 

Nonvested Restricted Shares and 
Restricted Stock Units Shares/Units 

(in thousands) 
Nonvested at January 1,2010 366 
Granted 873 
Vested (173) 
Forfeited (40) 
Nonvested at December 31,2010 1,026 
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Weighted 
Average 

Grant Date 
Fair Value 

$ 34.12 
35.24 
35.00 
35.01 
34.88 



The total aggregate intrinsic value of nonvested restricted shares and RStJs as of December 31, 2010 was $37 
million and the weighted average remaining contracttial life was 3.09 years. 

Other Stock-Rased Plaits 

We also have a Stock Unit Accumulation Plan for Non-employee Directors providing each non-employee director 
with AEP stock units as a substantial portion of their quarterly compensation for their services as a director. 
Amounts equivalent to cash dividends on the stock units accrue as additional AEP stock units. The noli-employee 
directors vest immediately upon award of the stock units. Stock units are paid in cash upon termination of board 
service or up to 10 years later if the participant so elects. Cash payments for stock units are calculated based on the 
average closing price of AEP common stock for the 20 trading days immediately preceding the payment date. 

We recorded the compensation cost for stock units when the units are awarded and adjusted the liability for changes 
in value based on the current 20-day average closing price of AEP coimon stock at the date of valuation. 

We had no material cash payouts for stock unit distributions for the years ended December 31, 2010, 2009 and 
2008. 

The Board of Directors awarded stock units, including units awarded for dividends, for the years ended December 
31, 2010, 2009 and 2008 as follows: 

Years Ended December 31, 
Stock Unit Accumulation Plan for Non-Employee Directors 2010 2009 2008 

Awarded Units (in thousands) 54 56 43 
Weighted Average Grant Date Fair Value $ 34.67 $ 29.56 $ 37.72 

Share-based Conzpeizsatioiz Plans 

Compensation cost and the actual tax benefit realized for the tax deductions from compensation cost for share-based 
payment arrangements recognized in income and total compensation cost capitalized in relation to the cost of an 
asset for the years ended December 3 1, 2010, 2009 and 2008 were as follows: 

Years Ended December 31, 

(in thousands) 
Share-based Compensation Plans ___ 2010 2009 2008 

_I_ - 

Compensation Cost foi Share-based Payment Arrangements (a) $ 28,116 $ 31,165 $ (18,028)(b) 
Actual Tax Benefit Realized 9,841 10,908 (6,310)(b) 

4,689 5,956 (5,026)(b) Total Compensation Cost Capitalized 

(a) Compensation cost for share-based payment arrangements is included in Other Operation and Maintenance expenses 
on our Consolidated Statements of Income. 

(b) In 2008, AEP’s declining total shareholder return and lower stock plice significantly reduced the accruals for 
performance units. 

During the years ended December 3 1, 2010, 2009 and 2008, there were no significant modifications affecting any of 
our share-based payment arrangements. 

As of December 3 1, 2010, there was $8 1 million of total unrecognized compensation cost related to unvested share- 
based compensation arrangements granted under the L,TIP. IJnrecognized compensation cost related to the 
performance units and AEP Career Shares will change as the fair value is adjusted each period and forfeitures for all 
award types are realized. Our unrecognized compensation cost will be recognized over a weighted-average period 
of 1.84 years. 
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Cash received from stock options exercised and actual tax benefit realized for the tax deductions froin stock options 
exercised during the years ended December 3 1,20 IO,  2009 and 2008 were as follows: 

Years Ended December 31, 
2009 2008 

(in thousands) 
Share-based Coinpensation Plans 2010 

Cash Received from Stock Options Exercised $ 14,134 $ 567 $ 2,170 
Actual Tax Benefit Realized for the Tax Deductions from Stock Options 

Exercised 706 3.5 219 

Our practice is to use authorized but unissued shares to fulfill share commitments for stock option exercises and 
RSTJ vesting. Although we do not ciirrently anticipate any changes to this practice, we could use treasury shares, 
shares acquired in the open market specifically for distribution under the LTIP or any combination thereof for this 
purpose. The number of new shares issued to fulfill vesting RSUs is generally reduced to offset AEP’s tax 
withholding obligation. 

16. PROPERTY, PLANT AND EOUIPMENT 

Depreciation, Depletion mid Amortization 

We provide for depreciation of Property, Plant and Equipment, excluding coal-mining properties, on a straight-line 
basis over the estimated useful lives of property, generally using composite rates by functional class as follows: 

2010 

Functional 
Class of 

Property 

Generation 
Transmission 
Distribution 
C W  

Nonregulated - Regulated -- 
Annual Annual 

Property, Composite Property, Composite 
Plant and Accumulated Depreciation Depreciable Plant and Accumulated Depreciation Depreciable 

Equipment Depreciation Rate Ranges Life Ranges Equipment Depreciation Rate Ranges Life Ranges 
(in millions) (in years) (in millions) (in years) 

$ 14,147 $ 6,537 1.6 - 3.8 % 9 - 132 $ 10,205 $ 3,788 2.2 - 5.1 % 20 - 70 
- -  - ye ” -  - 
- -  - ye - -  - 

8,576 2,481 1.4 - 3.0 % 25 - 87 
14,208 3,607 2.4 - 3.9 % 1 1  - 75 
2,615 (a) 47 N.M. N.M. 143 9 N.M. N.M. 

1,268 3.0 - 12.5 % 5 - 55 1,161 329 N.M. N.M. Other 2,685 I 

Total $ 41,231 $ 1 3,940 $ 11,509 $ 4,126 

2009 Regulated Nonregulated 
Annual Annual 

Functional Property, Composite Property, Composite 
Class of Plant and Accumulated Depreciation Depreciable Plant and Accumulated Depreciation Depreciable 

Property Equipment Depreciation >e Ranges Life Ranges Equipment gepreciation Rate Ranges Life Ranges 
(in millions) (in years) (in millions) (in years) 

Generation 3; 13,047 $ 6,460 1.6 - 3.8 % 9 - 132 $ 9,998 $ 3,479 1.9 - 3.3 % 20 - 70 
2,478 1.4 - 2.7 % 25 - 87 _ -  - %  _ -  - 

Distribution 13,549 3,421 2.4 - 3.9 % 11 - 75 - %  - -  1 

Transmission 8,315 

CWIP 2,866 (a) (19) N.M. N.M. 165 6 N.M. N.M. 
Other 2,616 1,130 4.2 - 11.8 9% 5 - 55 1,128 385 N.M. N.M. 
Total $ 40,393 $ 13,470 !$ 11,291 $ 3,870 

-- 
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2008 -. Regulated 
_.- 

Annual 
Composite 

Depreciation Depreciable 
Life Ranges Rate Ranges 

(in years) 
Gcncrsition 1.6 - 3.5 % 9 - 132 
Transmission 1.4 - 2.7 % 25 - 87 
Distribution 2.4 - 3.9 % 1 1  - 7.5 
CWIP N.M. N.M. 
Other 4.9 - 11.3 % 5 - 5s 

-- Functional Class of Property -~ 

-”“ 
Nonregulated . 

Annual 
Composite 

Depreciation Depreciable 
Rate Ranges Life Ranges 

(in years) 
2.6 - 5.1 % 20 - 61 

- .I - %  - 

N.M. N.M. 
N.M. N.M. 

- -  - - 70 - -  

(a) Includes CWIP related to SWEPCo’s Arkansas jui-isdictional share of the Turk Plant. 

N.M. Not Meaningful 

We provide for depreciation, depletion and amortization of coal-nlining assets over each asset’s estimated useful life 
or the estimated life of each mine, whichever is shorter, using the straight-line method for mining structures and 
equipment. We use either the straight-line method or the units-of-production method to amortize mine development 
costs and deplete coal rights based on estimated recoverable tonnages. We include these costs in the cost of coal 
charged to fuel expense. 

For rate-regulated operations, the composite depreciation rate generally iiicludes a component for non-asset 
retirement obligation (non-ARO) removal costs, which is credited to Accumulated Depreciation and Amortization. 
Actual removal costs incurred are charged to Accumulated Depreciation and Amortization. Any excess of accrued 
non-ARO removal costs over actual removal costs incurred is reclassified from Accumulated Depreciation and 
Amortization and reflected as a regulatory liability. For nonregulated operations, non-ARO removal costs are 
expensed as incurred. 

As of January 1, 2010, DHLC was deconsolidated and is now reported as an equity investment on our Consolidated 
Balance Sheet. Also, see the “ASU 2009-17 ‘Consolidations’ ” section of Note 2 for a discussion of the impact of 
new accounting guidance effective January 1,2010. 

Asset Retirement Obligations (ARO) 

We record ARO in accordance with the accounting guidance for “Asset Retirement and Environinental Obligations” 
for our legal obligations for asbestos removal and for the retirement of certain ash disposal facilities, closure and 
monitoring of underground carbon storage facilities at Mountaineer Plant, wind farms and certain coal mining 
facilities, as well as for nuclear decoinmissioning of our Cook Plant. We have identified, but not recognized, ARO 
liabilities related to electric transmission and distribution assets as a result of certain easements on property on 
which we have assets. Generally, such easements are perpetual and require only the retirement and removal of our 
assets upon the cessation of the property’s use. We do not estimate the retirement for such easements because we 
plan to use our facilities indefinitely. The retirement obligation would only be recognized if and when we abandon 
or cease the use of specific easements, which is not expected. 
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The following is a reconciliation of the 2010 and 2009 aggregate carrying amounts of ARO: 

ARO at December 31,2008 
Accretion Expense 
Liabilities Incurred 
Liabilities Settled 
Revisions in Cash Flow Estimates 
ARO at December 31,2009 (a) 
DHLC Deconsolidation (c) 
Accretion Expense 
Liabilities Incurred 
Liabilities Settled 
Revisions in Cash Flow Estimates 
ARO at December 31,2010 (b) 

Carrying 
Amount 

(in millions) 
$ 1,158 

73 
47 

(24) 
5 

1,259 
(12) 
75 
32 

(20) 
64 

-",.... of ARO ""_ 

--. I_ 

$ 1.398 

(a) 

(b) 

(c) 

The cuirent portion of our ARO, totaling $5 million, is included in Other Current Liabilities on our 
2009 Consolidated Balance Sheet. 
The currcnt portion of our ARO, totaling $4 million, is included in Other Current Liabilities on our 
2010 Consolidated Balance Sheet. 
We adopted ASlJ 2009-17 effective January 1, 2010 and deconsolidated DHLC. As a result, we 
record only 50% of the final reclamation based on our share of the obligation instead of the 
previous 100%. 

As of December 31, 2010 and 2009, our ARO liability was $1.4 billion and $1.3 billion, respectively, and iricluded 
$930 million and $878 million, respectively, for nuclear decommissioning of the Cook Plant. As of December 31, 
2010 and 2009, the fair valiie of assets that are legally restricted for purposes of settling the nuclear 
decommissioning liabilities totaled $1.2 billion and $1.1 billion, respectively, and are recorded in Spent Nuclear 
Fuel and Decommissioning Trusts on our Consolidated Balance Sheets. 

Allowance for Frciids Used During Construction (AFUDC) arid Interest Capitalizatioii 

Our amounts of allowance for borrowed, including interest capitalized, and equity funds used during construction is 
summarized in the following table: 

Years Ended December 31, 
2010 2009 2008 

(in millions) 
Allowance for Equity Funds Used During Construction $ 77 $ 82 $ 45 
Allowance for Borrowed Funds Used During Construction 53 67 7s  
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Jointly-owned Electric Fncilities 

We have electric facilities that are jointly-owned with nonaffiliated companies. 1Jsing our own financing, we are 
obligated to pay a share of the costs of these ,jointly-owned facilities in the same proportion as our ownership 
interest. Our proportionate share of the operating costs associated with such facilities is included in our 
Consolidated Statements of Income and the investments and accumulated depreciation are reflected in our 
Consolidated Balance Sheets under Property, Plant and Equipment as follows: 

W.C. Beckjord Gcnerating Station (IJnit No. 6) 1 

Conesville Generating Station (Unit No. 4) (b) 
J.M. Stuart Gcncrating Station (c) 
Wni. H. Ziminer Generating Station (a) 
Dolet Hills Generating Station (Unit No. 1) (f) 
Flint Creek Generating Station (Unit No. 1 )  (g) 
Pirkcy Generating Station (Unit No. 1) (g) 
Oklaunion Generating Station (Unit No. 1) (e) 
Turk Generating Plant (h) 
Transmission 

Fuel 
Type 

:a) Coal 
Coal 
Coal 
Coal 
Lignite 
Coal 
Lignite 
Coal 
Coal 
NIA 

W.C. Bcckjord Gcnerating Station (1Jnit No. 6) (a) 
Conesville Generating Station (Unit No. 4) (b) 
J.M. Stuart Generating Station (c) 
Win. H. Zimmer Gencrating Station (a) 
Dolet Hills Generating Station (Unit No. 1) (0 
Flint Creck Generating Station (Unit No. 1) (g) 
Pirkey Generating Station (Unit No. 1) (g) 
Oklaunion Generating Station (Unit No. 1 ) (e) 
Turk Gencrating Plant (11) 
Transmission 

NIA 

Fuel 
Type 

Coal 
Coal 
Coal 
Coal 
Lignite 
Coal 
Lignite 
Coal 
Coal 
N/A 

Percent of 
Ownership 

12.5 % 
43.5 % 
26.0 % 
2S.4 76 
40.2 % 
50.0 %I 

85.9 % 
70.3 % 

73.33 % 
( 4  

-.. Company’s Share -..- at December 31,2010 
Construction 

Utility Plant Work in Accumulated 
in Service Progress Depreciation 

(in millions) 
$ 19 $ - $  8 

30 1 8 49 
507 23 163 
77 1 10 366 
258 5 192 
116 7 62 
503 10 358 
395 4 20 1 

97 1 
63 3 48 

Company’s Share at December 31,2009 
Construction 

Percent of Utility Plant Work in Accumulated 
Ownership in Service Progress Depreciation 

(in millions) 
12.5 % $ 19 $ - $  S 
43.5 % 30 1 4 45 
26.0 % 499 1.5 153 
25.4 %I 767 4 355 
40.2 % 255 4 188 
50.0 % 116 5 61 
85.9 % 497 8 350 
70.3 % 390 6 195 

73.33 % 688 
( 4  70 1 47 

Operated by Duke Energy Corporation, a nonaffiliated company. 
Operated by CSPCo. 
Operated by The Dayton Power & Light Company, a nonaffiliated company. 
Varying percentages of ownership. 
Operated by PSO and also ,jointly-owned (54.7%) by TNC. 
Operated by CLECO, a nonaffiliated company. 
Operated by SWEPCo. 
Turk Generating Plant is currently under construction with a projected commercial operation date of 201 2. SWEPCo 
,jointly owns the plant with Arkansas Electric Cooperative Corporation (1 1.67%), East Texas Electric Cooperative 
(8.33%) and Oklahoma Municipal Power Authority (6.67%). Through December 201 0, construction costs totaling $279 
million have been billed to the other owners. 
Not Applicable 
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17. COST REDUCTION INITIATIVES 

In April 2010, we began initiatives to decrease both labor and non-labor expenses with a goal of achieving 
significant reductions in operation and maintenance expenses. A total of 2,46 1 positions were eliminated across the 
AEP System as a result of process improvements, streamlined organizational designs and other efficiencies. Most 
of the affected employees terminated employment May 31, 2010. The severance program provides two weeks of 
base pay for every year of service along with other severance benefits. 

We recorded a charge to expense in 2010 primarily related to the headcount reduction initiatives. We do not expect 
additional costs to be incurred related to this initiative. 

Total 
(in millions) 

Incurred $ 293 
Settled 28.3 

7 
Remaining Balance at December 31,2010 $ 17 
Ad,j us t inen ts 

These costs relate primarily to severance benefits. They are included primarily in Other Operation on the 
Consolidated Statements of Income and Other Current Liabilities on the Consolidated Balance Sheets. 
Approximately 99% of the expense was within the TJtility Operations segment. 
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18. UNAUDITED QUARTERLY FINANCIAL INFORMATION 

In our opinion, the unaudited quarterly inforination reflects all normal and recurring accruals and adjiistinents 
necessary for a fair presentation of our net income for interim periods. Quarterly results are not necessarily 
indicative of a full year’s operations because of various factors. Our unaudited quarterly financial inforination is a s  
follows: 

Total Revenues 
Operating Income 
Net Income 

Amounts Attributable to AEP Coininon Shareholders: 
Net Income 

Basic Earnings pel’ Share Attributable to AEP 
Common Shareholdei,s: 

Earnings per Share (c) 

Diluted Eainings per Share Attributable to AEP 
Common Shareholders: 

Earnings per Share (c) 

Total Revenues 
Operating Income 
Income Before Extraordinary Loss 
Extraordinary Loss, Net of Tax 
Net Income 

Amounts Attributable to AEP Common Shareholders: 
Income Before Extraordinary Loss 
Extraordinary Loss, Net of Tax 
Net Income 

Basic Earnings (Loss) per Share Atlributable to AEP 

Earnings per Share Before Extraordinary Loss (c) 
Extraordinary Loss per Share 
Earnings per Share (c) 

Common Shareholders: 

2010 Quarterly Periods Ended 
March 3 r  June 30 September 30 December 31 

(in millions - except per share amounts) 
$ 3.569 $ 3,360 $ 4,064 $ 3,434 

7.58 394 (a) I .025 486 (b) 
346 137 (a) 557 178 (b) 

344 136 (a) 55.5 176 (b) 

0.72 0.28 1.16 0.37 

0.72 0.28 1.16 0.37 

2009 Quarterly Periods Ended 
March 31 June 30 - September 30 December 31 

(in millions - except per share amounts) 
$ 3,458 $ 3,202 $ 3,547 $ 3.282 

750 682 858 48 1 
363 322 44 6 239 

363 317 446 239 
( 5 ) ( 4  

360 321 443 238 

360 316 443 2.38 
(.5)(d) 

0.89 0.68 0.93 0.49 

0.89 0.67 0.93 0.49 
(0.0 I ) 

Diluted Earnings (L,oss) per Share Attributable to AEP 
Coninion Shareholders: 

Earnings per Share Before Extraordinary Loss (c) 0.89 0.68 0.9.3 0.49 

Earnings per Share (c) 0.89 0.67 0.93 0.49 
Extraordinary Loss per Share (0.01) 

(a) 
(b) 

(c) 

(d) 

See Note 17 for discussion of expenses related to cost reduction initiatives recorded in the second quarter of 2010. 
Includes a $43 million refund provision for the 2009 Significantly Excessive Earnings Test in addition to various 
other provisions for certain regulatory and legal matters. 
Quarterly Earnings Per Share amounts are meant to be stand-alone calculations and arc not always additive to full- 
year amount due to rounding. 
See “SWEPCo Texas Restructuring” in “Extraordinary Item” section of Note 2 for discussion of the extraordinary 
loss recorded in the second quarter of 2009. 
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CORPORATE AND SHAREHOLDER INFORMATION 

Corporate Headquarters 
1 Riverside Plaza 
Columbus, OH 432 15-2373 

AEP is incorporated in the State of New York. 
6 14-7 16-1 000 

Stock Exchange Listing - The Company’s common stock is traded principally on the New York Stock Exchange under the 
ticker symbol AEP. 

Internet Home Page - Information about AEP, including financial documents, Securities and Exchange Commission (SEC) 
filings, news releases, investor pi esentations, shareholder information and customer service information, is available on the 
Company’s home page on the Inteinet at \~.A~P.coin/in\.estol s. 

Inquiries Regarding Your Stock Holdings - Registered shareholders (shares that you own, in your name) should contact the 
Company’s transfer agent, listed below, if you have questions about your account, address changes, stock transfer, lost 
certificates, direct deposits, dividend checks and other administrative matters. You should have your Social Secuiity number or 
account number ready; the transfer agent will not speak to third parties about an account without the shareholder’s approval or 
appropt iate documents. 

Transfer Agent & Registrar 
Computershare Trust Company, N.A. 
P.O. Box 43078 
Providence, RI 02940-3078 
For overnight deliveries: 
Computershare Trust Company, N.A. 
2.50 Royal1 Street 
Canton, MA 02021-101 1 
Telephone Response Group: 1-800-328-69.5.5 
Internet address: ~ ~ w \ v . c o ! l ? L ? i l c r s h ~ i ~ ~ . ~ ~ ) t ~ . ~ ! l ~ ~ ~ ~ ~  
Hearing Impaired #: TDD: 1-800-952-9245 

Beneficial Holders - (Stock held in a bank or brokerage account) -When you purchase stock and it is held for you by your 
broker, it is listed with the Company in the broker’s name, and this is sometimes referred to as “street name” or a “bcncficial 
owner.” AEP does not hiow the identity of individual shareholders who hold their shares in this manner; we siniply know that a 
broker holds a certain number of shales which may be for any number of customers. If you hold your stock in street name, you 
receive all dividend payments, annual reports and proxy materials through your broker. Therefore, questions about your account 
should be directed to your broker. 

Dividend Reinvestment and Direct Stock Purchase Plan - A Dividend Reinvestment and Direct Stock Purchase Plan is 
available to all investors. It is an economical and convenient method of purchasing shares of AEP cotninon stock, through initial 
cash investments, cash dividends and/or additional optional cash purchases. You may obtain the Plan prospectus and enrollment 
authorization form by contacting the trans fer agent or by visi ti ng ~~~,:,~JP:T<~!ldi n vcstc )I s/di r-cctstnck purchrisc. 

Financial Community Inquiries - Institutional investors or securities analysts who have questions about the Company should 
direct inquiries to Bette Jo Rozsa, 614-716-2840, bjrozsa@AEP.com; Julie Sherwood, 614-7 16-2663, jasherwood@AEP.com; 
or Sara Macioch, 614-7 16-283.5, setnacioch@AEP.com. Individual shareholders should contact Kathleen Kozero, 614-7 16- 
28 19, klkozero@AEP.com. 

Number of Shareholders - As of December 3 1, 2010, there were approximately 91,000 registered shareholders and 
approximately 33 1,000 sharcholders holding stock in street name through a bank or broker. There were 480,807,156 shares 
outstanding at December 31,2010. 

Form 10-K - Upon request, we will provide without charge a copy of our Form IO-K for the fiscal year ended December 31, 
2010. A copy can be obtained via mail with a written request to AEP Investor Relations, by telephone at 1-800-237-2667 or 
electronically at klkozero @AEP.com. 
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Executive Leadership Team 

Name --Age 
Michael G. Morris 64 
Nicholas K. Aluns so 
Carl L. English 64 
D. Michael Miller 63 
Robert P. Powers 56 
Brian X. Tierney 43 
Susan Tomasky 57 

Office 
Chairman of the Board and Chief Executive Officer 
President 
Vice Chairinan 
Senior Vice President, General Counsel and Secretary 
President - AEP Utilities 
Executive Vice President and Chief Financial Officer 
President - AEP Transmission 
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1Jnassociated Document http://www.sec .gov/Archives/edgar/data/4904/0000004904 1 10.. . 

EX-12 5 exl2aep4q.htin COMPUTATION OF RATIOS 
EXHIBIT 12 

AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIAIRIES 
Computation of Consolidated Ratios of Earnings to Fixed Charges 

(in millions except ratio data) 

Years Ended December 31, 
2006 2007 2008 2009 2010 

EARNINGS 
Iiicome Before Income Tax Expense and 
Equity Earnings $ 1,483 $ 1,663 $ 2,015 $ 1,938 $ 1,849 
Fixed Charges (as below) 999 1,146 1,240 1,237 1,254 
Preferred Security Dividend Requirements 
of 

Total Earnings $ 2,478 $ 2,805 $ 3,251 $ 3,171 $ 3,099 
Consolidated Subsidiaries (4 1 (4 ) (4 ) (4 1 (4 ) 

FIXED CHARGES 
Interest Expense $ 729 $ 838 $ 957 $ 973 $ 999 
Credit for Allowance for Borrowed Funds 
Used 

During Construction 82 79 75 67 53 
Estimated Interest Element in Lease 
Rentals 184 22s 2 04 193 198 
Preferred Security Dividend Requirements 
of 

Consolidated Subsidiaries 4 4 4 4 4 
Total Fixed Charges $ 999 $ 1,146 $ 1,240 $ 1,237 $ 1,254 

1 of 1 

Ratio of Earnings to Fixed Charges 2.48 2.44 2.62 2.56 2.47 

2/10/12 157 PM 
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Analyst Reports and Recommendations 

Wall Street investment firms employ thousands of analysts whose job is to issue reports and 
recommendations on specific stocks. These analysts typically look at the company's fundamentals and 
then build financial models in order to project future trends, most notably future earnings . They then use 
these projections as a basis for issuing recommendations on whether or not they think the stock should 
be bought or sold. Analyst recommendations vary from one firm to another, but usually they resemble 
something along the lines of "strong buy," "buy," "hold," and "sell." Many investors take these 
recommendations quite seriously, and you'll notice that often times when an analyst changes his or her 
outlook on a stock the price will rise or fall immediately. 

You should be careful when looking at analyst recommendations for several reasons. First of all, many 
analysts suffer from a conflict of interest between the firm that employs them and the company whose 
stock they track. Often times, an analyst will be responsible for issuing reports on a company that is a 
current or potential client of their employer (usually an investment bank). Since they know that their 
employer would like to keep the client's business, the analyst may be tempted to issue a rosier outlook for 
the stock than what it really deserves. You should also be careful regarding the actual recommendations 
themselves. There are very few "sell" recommendations issued; "buy" and "strong buy" are much more 
common, so much so that "buy" is sometimes interpreted to mean "not good enough for a strong buy, so 
not worth buying". Again, analysts do not want to offend any company that could be a potential client for 
their bank (which is every company), so many analysts put a positive spin on even the gloomiest of 
stocks. 

Earnings Estimates and Earnings Whispers 

In addition to issuing buy, hold, and sell recommendations, analysts also issue earnings estimates for 
companies. These earnings estimates are earnings per share numbers that the analyst believes a 
particular company will report in its next quarterly statement Earnings estimates have become 
increasingly important on Wall Street in recent years, as companies that "beat" the estimates typically see 
their stock prices rise while those that do not usually watch them fall. 

But earnings estimates and reports are subject to conflicts of interest. In an all-too-common practice, 
companies will guide analysts toward earnings numbers that are lower than what the company actually 
expects to report. As a result, companies often exceed expectations, which unsophisticated investors 
look at as a sign to buy. While the SEC is trying to reduce such abuses, you should still garner whatever 
earnings information you can from unbiased sources, such as the so-called "earnings whispers" or 
"whisper numbers". Earnings whispers are intended to help investors avoid being duped by misleading 
estimates. They are created using a variety of methods (such as polling individual investors or enlisting 
the help of independent, unbiased analysts), and are often more accurate than Wall Street's estimates. 
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66 PART I Value 

Using the DCF Model to Set Gas and Electricity Prices 
The prices charged by local electric and gas utilities are regulatrd by state c ~ m -  
missions. The regulators try to keep consumer prices down but arc supposed to al- 
low the utilities to earn a fair ra te of return. But what is fair? It is usually interpreted 
as I; the market capitalization rate for the firm’s cornmoil stock. That is, the fair rate 
of return on equity For a public utility ought to be the rate offered by securities that 
have the same risk as the utility’s common stock? 

Siiiall variations in estimates of this return can have a substantial effect on the 
prices charged to the customers artd on the firm’s profits. So both utilities and reg- 
ulators devote considerable resources to estimating T. They call ?‘ the cost of equity 
capital. Utilities are mature, stable companies which ought to offer tailor-made 
cases for apylicatiolt of the constant-growth DCF 

Suppose you wished to estimate the cost of equity for Cascade Natural Gas, c7 

local natural gas distribution company. Its stock was selling for $22.35 per share at 
the start of 2004. Dividend payments fox the next year were expected to be $1.03 a 
share. Thus it was a simple matter to calculate the first half of the DCF formula: 

1 03 
Po 22.35 

Dividend yield = - Drvl = -- = ,046, or 4.6% 

The hard part is estimating y, the expected rate of dividend growth. One option is 
to consult the views of security analysts who study the prospects for each cornpa~~y. 
Analysts are rarely prepared to stick their necks out by forecasting dividends to king- 
dom come, but they often forecast growth rates over the next five years, and these 
estimates may provide an indication of the expected long-run growth path. In the 
case of Cascade, analysts in 2004 were forecasting an anniial growth of 5.7 percent! 
This, together with the dividend yield, gave an estimate of the cost of equity capital: 

I’ -__ D1vl 4- g = ,046 -f- ,057 = 103, or 10.3% 
P“ 

An alternative approach to estimating long-run growth starts with the payout 
ratio, the ratio of dividends to earnings per share (EPS). For Cascade, this was fore 
casted at 66 percent. In other words, each year the company was plowing back into 
the business about 44 percent of earnings per share: 

nrv 
EPS 

Plowback ratio = 1 - payout ratio = 1 - - = 1 - .66 = .44 

)This is the accepted interpretation of the US Supreme Court’s directive in ‘IY44 that ”the returns to the 
equity owner [of a regulated business] should be ~ o r n n ~ e ~ i s ~ r a t e  with returns on investments in other 
enferprises having corresponding risks ” Fcdonl P o r w  Co~ir~i~iss ion  D. H o p  AkttltLmd Gns Coi igmt~/ ,  302 
U.S. 591 at 603 
‘There art‘ many exccptions to this stateineiit For example, Pacific Gas & Electric (PGSrP), which serves 
northern Calilornk~, used to bc a inature, stable company trntii the California energy crisis of ZUOO sent 
wholesale eIectric prices sky-high PC&E was not allowed to pass these price increases on to retail fn5” 
tomers. The coiiipany lost more than $3 5 billion in 2000 and was forced to declare bankruptcy in 
PC&E emerged from bankruptcy in 2004, but we niay ]lave to wait a wtiiie before it  is again a snitable 
subject for the constant-growth DCF formula. 
’In this calculation we’re assuming that earnings and dividends are forecasted to grow forever at the 
same rates \ V ~ ‘ I I  siiow how to relax this assumption later in this cilapter. nie gxovvtii rate \\vas based 
on the average earnings growth forecasted by Value Line and TBES IBES compiles and axwages fore- 
casis inadc by security analysts Value Line publishes its own analysts’ forecasts. 
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Also, Cascade's ratio of earnings per share to book equity per share was about 1 12 pel cent This is it5 return on equity, or ROE: 

= .12 EPS 
book eqiuty pcr share 

Return on equity = ROE = 
F 

F 
; 

P If Cascade eains 12 percent of book equity and reinvests 44 percent of income, 
then book equity will increase by .44 X 12 = .053 or 5.3 percent Earnings and div- 
ldertds per share will also iiicrease by 5.3 percent: 

Dividend growth rate = g = plowbark ratio X ROE = A4 X .12 = .053 

\ 
i 
I 

That gives a second estimate of the market capitalization rate 

DIV 
I' = -I 3- g = 046 + .053 = .099, or 9.90/0 

Po 
Although this estimate of the market capitalization rate lor Cascade stock seems 

reasonable enough, there are obvious dangers in analyzing any single firin's stock 
with the constant-growth DCF formula First, the underlying assumption ot regu- 
lar future giowth is at best an approximation Second, evenif it is an acceptable ap- 
proximation, errors inevitably creep into the estimate of g. Our two metliods for 
caldating the cost of. equity gave similar answers That was a lucky chance; dif- 
ferent methods can sometimes give very different answers 

Remember, Cascade's cost of equity is not its personal property In well- 
fimctionuig capital markets investors capitalize the dividends of all securities in 
Cascade's risk class at exactly the same rate. But any estimate of I' for a single com- 
mon stock is "noisy" and subject to error. Good practice does not put too much 
weight on single-company cost-of-equity estimates. It collects samples of similar 
conapanies, estimates r for each, and takes an average The average gives a more 
reliable benchmark for decision making. 

Table 4.2 shows DCF cost-of-equity estimates for Cascade aiid seven other gas 
distribution companies These are all stable, mature coinpanies for which the 
constant-growth DCF foiniula ozrylzt to work. Notice the variation in the cost-of- 
equity estimates. Some of the variation m a y  reflect differences in the risk, but some 
is just noise The average estimate is 10.2 peiceiat. 

Table 4 3 gives anuther example of DCF cost-of-equity estimates, this time for 
U 5 railrods in 2002 

OF coiiise, you aic not iestiictert to analyzing expected returns for pai ticiilar in- 
dustries; yoti can ciIso LISC the DCF formula to estimate the expected return for the 
mhre stock marl<ct Foi cxaniple, Figure 4 '2 shows the results of a n  exercise by 
Mtlrston and Flai ris, which used analysts' foiecasls of five-year earnings giowth to 
prndtice DCF estimates of the average cost of equity foi companies in the Standard 
& Poor's Index You can see that a s  intetest rates fell between 1982 and 1998, the 
eslirnatcd cost of equity fell fro1-11 newly 20 percent to just uzic1c1- 15 percenl ?'lie 
ixic>i*gin between the cost of eqinty and the rate of interest was much innre stablc 
a n d  avei aged 9 3 perceii t ovei the 17-year pciiod 

IZstiinatrs of this kind are only as good a s  the long-term forecasts un wliicli they ale 
based For csainplc, sevcrd studies haw ohserved that security analysts are subject 
to behavioral biases and theii foorccasts tend to be over-optimislic If so, such DCF es- 
lima tcs of tlic cos1 of ecyity should be icgarded as  uppcr estimates of the ti lie ligurc-.. 
- -  - __ 

I .  SLY,, loi cuamplc, A Iltigili and S N.itlun, "The C l k t  of I n v ~ ~ ~ l n i c ~ n t  I3,inkirig I < & ~ t i o i ~ ~ h ~ p  on Imm 
u.11 /\nniyqts' Eai n t n p  Invcstincni I~cct~inmc.iidntioii~," ~ i l J l ~ i ~ l f f / J i l l f l l ~ ~  Auoii i ihi i ty  R I ' ~ L . I I I L I I  12 (1995), 
pp 171-lhll 
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Jiivtstors often use the terms :;--lnuifli s tock  and inco/trc stocks. 'They buy g~-<)\\rtli 
stocks prinm-ily for the expectation of capital gains, and they are interested clt the 
futLltc grwvth (.if earnjiigs rather than jn ncxt year's dividends. On the other h a d ,  
they buy iricoine stocks primarjly lo r  t h r  cash dividends. L,et LIS sw \vldie1" thtse 
distinctions make sense. 

Imagine first the ciast? of a conipny that  does not. grow at all. It does not p 1 0 ~  
back any earnings and siiuply produces a constant streaili o f  dividends. Its stock 
would rcsemble the perpetual lxmd described iii the last chapter. Remember that  
the return on a perpetuity is eq~ial  to the yeaily cash flow divided by the prcse~~t 
val~ie. The expecked return on OLW share would thus be equal to the yearly dividend 
divided by the share price (Le,, tlie dividend yield). Since all the earnings arc paid 
out as dividends, the expected return is also equal to tlie earnings per share di- 
vided by the share price (Le,, tlie earnings-price ratio). For example, if the dividend 
is $10 a share and the stock price is $100, we have 

Expected return = djvideud yield = earnings-price ratio 
- ~ n 7 ~  - -_I_ 

Po 

= .10 - 10.00 - -- 
I00 

Tlte expected return for piljirlg firms can nlso equal the earnings-price ratio. 
The key is whetlwr earnings are reinvested to provide a return equal to the market 
capitalization rate. For example, suppose OUT moiiotoiior.is company suddenly 
hears of an opportunity to invest $10 a share iiext year. This would mean no divi- 
dend at f = I .  Howevel, the company expects that in each subsequent year tlie proj- 
ect would earn $1 per share, so that the dividend could be increased to $11 a share. 

Let us assume that this investment opportunity has about the same risk as  the 
existing business. Then we can discount its cash flow at tlie 10 percent rate to fuid 
its net peserit value at year 1: 

1 
.10 

Net present value per share at year 1 = --I0 + - = 0 

Thus tfiu iiivestment opportunity will make no contribution to tiic compan):'S 
value. Its prospective return is equal to the opportwiity cost of capital. 

What effect wjll the decision to itndertake the project ltave on the compa1ly's 
share price? Clearly iioiie. The reduction in value caused by the nil dividend in 
year 1 is exactly offset by the increase in value caused by the extra divideds in 
later years. merefore, oiice again the market capitalizatioli rate equals the 
earnings-price mtio: 
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- - - - - - - - - _-_ - _ -  - __- - _--  - 

Share Price 
in Year 0, Po 7 r, I 05 $ 50 - $ 5  00 - $  4.55 $ 9 5  45 .IO5 

10 1 00 0 0 100.00 10 
15 I 50 + 5 00 + 4.55 104 55 .096 .;: 
20 2 00 + 1000 t 9 09 109 09 .092 . I O  

Project's Impact 

in Year ob 
project Rate Incremental Project NPV on Share Price 

- -- -_ - Cash Flow, C in Year la 
-I-____ 

of Return - 

TAB 15 4.5 

Effect on stock price of investing an additional $10 in year 1 at different rates of return. Notice that the earnings-price 
ratio overestimates r when the project has negative NPV and underestimates it when the project has positive NPV. 

"Project costs $10.00 (EPS,). NPV = -10 .t C/r, where r = .lo. 
bNP\/ is calculated a t  year 1. To find the impact on Po, discount for one year at r = 10 

Table 4.6 repeats our example for different assumptions about tlie cash flow gen- 
erated by the new pioject. Note that the earnings-price ratio, measured in terms of 
EPS,, next year's expected earnings, equals tlic market capi talization rate ( r )  071ly 
when the new project's NPV = 0. This is an extreiiiely important: point-managers 
frequeiitly make poor financial decisions because they confuse earnings-price ra- 
tios with the market capitalization rate. 

In general, we can think of stock price as the capitalized value of average earn- 
ings mider n no-gmwtl-i policy, plus PVGO, the net present value of growth 
opportunities: 

= ---A EPS + PVCO 
I' 

Thc ea mings.-price ratio, therefore, equals 



' t / ;  HAVE hMPaAtED t o  go through six chapters with- 
out directly addressing the problem of risk, but now 
the jig is up. We can no longer be satisfied with 
vague statements like "The opportunity cost of 
capital depends on the risk of the project." We 
need t o  know how risk is defined, what the links are 
between risk and the opportunity cost of capital, 
and how the financial manager can cope with risk in 
practical situations. 

In t h i s  chapter we concentrate on the f i rs t  of 
these issues and leave the other two to  Chapters 8 
and 9. We start by summarizing more than 100 

years of evidence on rates of return in capital mar- 
kets. Then we take a first look at investment risks 
and show how they can be reduced by portfolio di- 
versification. We introduce you t o  beta, the stan- 
dard risk measure for individual securities. 

The themes of this chapter, then, are portfolio 
risk, security risk, and diversification. For the most 
part, we take the view of the individual investor But 
at the end of the chapter we turn the problem 
around and ask whether diversification makes sense 
as a corporate objective. 

- -. . -- - ~- ____- 

V E R  A CENTURY-OFCAP~TAL MARKET 
IS'TORY IN ONE EASY LESSON 

Financial analysts are blessed with a n  enormous quantity of data. There are COISI- 

prehensive databases of the prices of US. stocks, bonds, options, commodities, as 
well as huge amounts of data for securities in other countries. We will focus on a 
study by Dimson, Marsl~,  and Staunton that Ineasures the historical performance 
of three portfolios of US. securities:' 

1. A portfolio of Treasury bills, that is, IJS. government debt securities 
maturing in less than one year.? 

2. A portfolio of US. government bonds. 
3. A portfolio of 1J.S common stocks. 

These investments offer different degrees of risk. Treasury bills are about as safe 
an investment as you can make. There i s  no risk of default, and their short maturity 
means that the prices of Treasury bills are relatively stable. In fact, an investor who 
wislies to lend money for, say, three months can achieve a perfectly certain payoff 
by purchasing a Treasury bill maturing in three months, However, the iiwestor can- 
not lock in a i ~ n l  rate of rehim: There is still some uncertainty about inflation. 

E y  switching to long-term government hoirds, the investor acquires an asset 
whim: price Fluctuates as interest rates vary. (Hond prices fall when interest rates 
rise and rise when interest rates f d L )  ,411 investor who shifts from bonds to com- 
mon stocks sharcs in all the ups and downs of the issuing companies. 

FiSuw 7.1 shows how your inoney would have grown i t  you had invested $1 at 
the start of 1900 a n d  reinvested all dividend or in[eiesi income in each of the thee  
portfolios.? Figure 7.2, is identical except t h a t  i t  depicts the growth in the red  value 
OF tlw portfolio. We wi l l  focus here 011 nominal values. 

147 
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F I G U R E  ’8.1 

How an investment of $1 at 
the start of 1900 would have 
grown, assuming reinvest- 
ment of all dividend and 
interest payments 

Source. E Dimson. P. R Marsh, 
and M Staunton, Triumpli of the 
Optimists. 701 Years of Invest- 
ment Returns (Princeton, N.J: 
Princeton University Press, 
2002). with updates provided by 
the authors 

F E G U R E  7.2 

HOVJ an investment of $1 a t  
the start of 1900 would have 
grown in real terms, 
assuming reinvestment of all 
dividend and interest 
payments. Compare this 
plot with Figure 7.1, and 
note how inflation has 
eroded the purchasing 
power of returns to 
investors. 

Source: E Dimson, P R. Marsh, 
and M Staunton, Triumph of the 
Optimists 101 Years of Invest- 
ment Returns (Princeton, NJ: 
Princeton Oniversity Press, 
2002), with updates provided by 
the authors 
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Average Annual 
Rate of Return 

Nominal Real 

Average Risk Premium 
(Extra Return versus 

Treasury Bills) 
__ -- 

- -1 
I 
I 

_ -  - - - , _I ~ --- 
Treasury bills 4 1  1 1  0 
Government bands 5 2  2 3  1 2  

7 6  I . 
' Common stocks 11 7 a s  
-_ I_ - 

T A B L E  7.1 

Average rates of return on 
U.5 Treasury bills, 
government bonds, and 
common stocks, 1900-2003 
(figures in percent per year) 

Source: E Dimson, P. R. Marsh, 
and M. Staunton, Triumph of the 
Optimists: 101 Years of Invest 
merit Returns, (Princeton, NJ: 
Princeton University Press, 
ZOOZ), with updates provided by 
the authors. 

Investment performance coincides with oui- intuitive risk ranking. A dollar in- 
vested in the safest iwestineiit, Treasury bills, would h a w  grown to $61 by the eiid 
of 2003, barely enough to keep up with inflation. Ai1 invesbnent in long-term Trea- 
su ty  bonds would have produced $148. Common stocks were in a class by them- 
selves. A n  investor who placed a dollar in the stocks of large U S. firms would have 
received $15,579. 

bVe can also caIcLila te the rate of' return from these portfolios for each year from 
1900 to 2003. This rate of return reflects both cash receipts-dividends or interest- 
and the capital gains or losses realized during the year. Averages of the "LO4 annual 
ratcs of return for each portfolio are shown in Table 7.1 

Since 1900 Treasury ldls have provided the lowest average return-4.1 per- 
cent per year in fzclmirinl terms and 1.1 percent in renl terms. In other words, the 
average rate of inflation over this pei.iod was about 3 percent per year. Cornmon 
stocks were again the winners. Stocks of major corporations provided an aver- 
age nominal return of 11.7 percent. By  taking on klie risk of coiniiion stocks, in- 
vestors earned a risk premium of 11.7 - 4.1 = 7,6 percent over the return on 
Treasury bills. 

YOLI may ask why we look back over su.ch a long period to measure average 
rates o f  return. The reason is tlia t annual rakes of return for coiiinion stocks fliic- 
h a t e  so much that averages taken over sliort peiiods arc meaningless. OLIF only 
hopc of gainirig insights Fro1-1~ histor.ical rates ot return is to Inok at a very 10ng 
period.4 



150 PART II Risk 

Arithmetic Average5 and C ~ m p o ~ n d  Aa~auaE Retun15 
Notice that tlie avcrage returns sliown in Table 7.1 are arithmetic averages. In othcr. 
words, we simply added the IO4 anni.ia1 Iet~irns and divicltrd by 1114. Thc nrithmetic 
average is higher than \he conxpound annual return over the period. The IOl,-.yeai 
compound annual return for the S&!? index was 9.7 percent.' 

The proper uscs of arithmetic and coinpound ratcs of return from past inuest- 
mcnts are often misunclcrstood. Tliedor-e, we call a brief time-out for a clarifying 
example. 

Suppose that the price of Eig Oil's axninon stock is $1 00. There is an equal chance 
that at the end ol the year the stock will be worth $90, $110, or $130. Therefore, the 
return could be -- 10 percent, + 10 percent, or .+30 percent (we assume that Big oil 
does not pay a dividend), The rxprckcl return is %(--lo + 10 -k 30) = + 10 percent. 

If we r u n  tlie process in reverse and discount the expected cash flow b y  the ex- 
pected rate of return, we obtain the \ d u e  of Big Oil's stock: 

110 
1.10 

PV = -- = $100 

The expected return of 10 yeicent is therefore the correct rate at which to discount 
the expected cadi flow from Big Oil's stock. It is also tlie opportunity cost of capi- 
tal for investments that have the same degree of risk as Big Oil. 

Now suppose that we observe the returns on Big Oil stock over a large nLiniber 
of years. If the odds are unchanged, the return ~ 7 i l l  be - 10 percent in a tlurd of the 
years, +10 percent in a further tlurd, and t-30 percent in the remaining years. The 
arithmetic average of these yearly returns is 

Thus the arithmetic average of the returns correctly measures the opyortunitp cost 
of capital for investments of similar risk to Big Oil stock.6 

The average compound aiuwial return7 on Big Oil stock would he 

(.9 X 1.1 X 1.3)"3 - 1 = . O B ,  OX 8S%, 

which is less than the opportunity cost of capital. Investors would not be willing to 
invest in a project that offered an 8.8 percent expected return if they could get an 

"This was calculated from (1 + ,)ILu = 15,579, which implies r = 097. Tccliiiifd iiote: For lognonnally dis- 
tributed returns the aimiial cnnipound rcttirn i s  equal to the arithmetic average tetuin minus halT the 
valiance For example, tlie aiinual standard deviation of returns on the U.S. market was about "20, or 20 
percent Variance was therefore .2#, or .03 The compound aiwual return is .04/2 = .02, D I ' ~  perceiitage 
points less than the arithmetic average. 
"You sometimes hear that the arithmetic average correctly measures the opportunity cost of capital for 
one-year cash flows, but not for more distant ones. Let us check. Suppose that yvu expecl to receive a 
cash flow of $121 in year 2. We know that one-year hence investors will value that cash flow by dis- 
counting at 10perceiit (the aritlimetic average of possible returns) In other words,at the end of thcyear 
they will be willing to pay PV, = 121 / 1 10 = I l l0  101 the expected cash Row. BLil we aliendy knou\: how 
to value an asset that pays off $110 in year 1-just discount at the 10 percent opportunity cost of capi- 
tal. 'Thus PV,) = PV, / l . lO = 110/1 I = $200 Our example demonstrates tliat tlic aritl-unetic average ( I O  
percent in oiii example) provides a correct measure of the npportcinity cost of capital regardless of the 
timing of the cash flow. 
'The compound annual return is often referred to as the gcortrr8tric rrzler'np= return. 
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expected return of 10 percent i i i  the capital markets The net present value of such 
a project would be 

108.8 
1.1 

Npv = - l o o +  - = - 1.1 

i?fornl: If tlie cost of capital is estimated from historical returns or risk premiunis, 
use arithmetic averages, not coinpound annual rates of returixR 

using Historical Evidence to Evailuats Today's Cost of Capital 
Suppose there is an investment project which you krrosci--don't ask how-has the 
Same risk as Standard and Poor's Composite Index. We will say that i t  has tlie same 
degree of risk as the iirnrkct yor-$dio, althougli this is speaking somewhat loosely, 
because tlie index does not include all risky securities What rate should y o l ~  use 
to discount this project's forecasted cash ffows? 

CIearly you should use the currently expected rate of return on tlie market port- 
folio; tliat is the return investors would. forgo by investing in the proposed project" 
L,eb 11s call this market return rill. One way to estimate rl,, is to assume that the fu- 
ture wiIl be like the past and that today's investors expect to receive the same "nor- 
mal" rates of return revealed by the averages shown in Table 7.'lr In this case, you 
wotild set rI1, at 11.7 percent, the average of past market returns. 

Unfortwately, h i s  is rzot the way to do it; rill is not likely to be stable over time. 
Remember that it is the sum (sf the risk-free interest rate rfand a premiuin for risk. 
We know that rj varies. For example, in 1981 the interest rate on Treasury bills was 
about 15 percent. It is difficult to believe that investors in that year were content to 
hold common stocks offering an expected return of only 11.7 percent. 

If you need to estimate the return that investors expect to receive, a more sensi- 
ble procedure is to take tlie interest rate on Treasury bills and add 7.6 percent, tlie 
avcrage risk prcnriiit7r shown in Table 7.1. For example, as we write this in  early 2004 
th.e interest rate on Treasury bills is about 1 percent. Adding on the average risk 
premium, therefore, gives 

r.,,(2004) = r, (2004) -t normal iisk premium 
= .01 -t 076 = "086, or about 8.5% 

The cixcial assumption here is that  there is a normal, stable risk premium on the 
market portfolio, so that  tlie expectedfiitziw risk premium can he measured by  the 
average past risk premium.. 

Even with over 100 years of data, we can't c.rttimate the market risk premium cx- 
aci-ly; iior can we be sure that investors today are dcimanding the S ~ I I W  Ieward For 
risk that they wcit'50 or 100 years ago. All  this leaves plenty of room for nrgument 
about what the risk premium r z ~ i f y  is 'I 
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Many financial inaiiagers and economists believe tlmt * I O ~ I ~ - ~ L I T I  historical W- 
turns are the best I ~ ~ F : ~ S L L I Y  availablc. Others have a gut instinct tha l  inve~tors don't 
need sucli a large risk peniiuin to pers~iade t1iem to 1 ~ 1 d  c'c1ii1iiion stocks. "I For OX- 

ample, two recent surveys of financial econoaiists iwealed that they expected a 
risk pre111iwn oF between 5.5 percent. aiid 7 percent," while surveys of chief f'inan- 
cia1 offkeys have suggwted ai1 average risk prcniium of 5.6 percent.'" 

If you believe that the expected market risk premium is less than the historical av -  
erage, you pi~jbably also believe that histoiy Iiasbeen unexpectedly ltincl to investors 
in the United States and that their good luck is unlikely to bc repeated. Here are two 
i'easoiis that history JJiny overstate the risk premium that iiivestors demand bday. 

Reason 1 Since 1900 the Unjt-ed States has been among the world's most pros- 
perous countries. Other economies hive languished o~ heen wraclted b y  war or 
civil unrest. By focusing 017 equity returns in the TLTnited States, we niay obtain a 
biased view of what iiivestors expected. Perhaps the historical averages miss the 
possibility that the United States could have turned out to be one of these less- 
fortunate countries. l3 

Figire 7.3 sheds some light on this issue. It is taken froin a coiiiprehensive s&dy 
by Dimson, Marsh, <and Staunton of mmltet returns in 16 cou~tries and shows tlie av- 
erage risk premium in each country between 1900 and 2003.'* A1tlioughU.S. investors 
are far from top of the form hi terms of risk premium that they have earned, they do 
appear to have been slightly luckier than the average investor in the 16  coiutmies. 

In Figure 7.3 Danish stocks come bottom of the league; the average risk pre- 
mium in Denmark was only 4.3 percent. The clear whiner was Italy with a pre- 
mium of 10.7 percent. Some of these differences between countries may reflect 
differences in risk. For example, Italian stocks have been particularly variable and 
investors may have required a higher return to compensate. Rut remember how 
difficult it is to make precise estimates of what hivestors expected. You probably 
would not be too far out if you concluded that the e . q m f e a  risk premium was the 
same in each country. 

___--I 

"'There is some theory behind this instinct. "lie high risk piemiwl earned in the market seems to im- 
ply that investors a1.e extremely risk-averse If that i s  true, investors ought to nit back their cort+u111p- 
tinn when stock prices fall and wealth decreases But the evidence snggests that when stock prices fall, 
investors spend at nearly tlie same rate. Tlus is difficult to reconcile with high ijsk aversion and a high 
n~arket risk premium See R Melira a i d  E Prescott, "The Equity Prcmiuin: APuzzle," \oilti~d U/MOI~C, 
t o y  Ecoiioriiics 15 (1985), yp 145-161 
"The 7 perccnt figure comes from a survey conducted in I998 and is reported in Ivo Welch, "Views 01 
Financial E,conomists on the Equity Preinjiim and on Professional Controvcrsies," /uiiriinl ~ ~ B L ~ S ~ I I ~ S B  71 
(2000), py 503-577. The 5.5 pcrceiit figure comes from a follow-up survey in 2001, reported in I v c  
Wclch, "The Equity Premiiim Consensus Forecast Re\:isitcd," Cowles Foundation Discussion Paper No 
1325, Yale School of Management, September 2001. 
"These surveys were conducted between 2000 and 2003 and are reported in J R Graham and C. R. 1 - h  
sey, "Expectations of Equity Risk Premia, Volatility and Asymmetry froin D Corporate Finance Per 
spective" woi king paper, Duke University, Fuqua School of Business, July 2003. The CFOs foiecasted I 

risk prciniuni of 0.8 percent over 10-year Treasury bond yields, which is equivalent to 5.6 percent nve 
the yield on 3-mrmtli Treasury bills 
'%is possibility was suggested in P Jorion and W. N. Goetzmann, "Clnlx~l Stock Markets in the Tiver 
tieth Century," ]our t t d  o j  F i r i o m  54 (June 19Y9), pp. 953-980 
"See E Dimson. P R Marsh, and M Stamton, 77ii1111pJ~ u/ thr Ojltiiiiists: 101 \?ms ufhuesttticiit Rclrtrr. 
(Princeton, NJ: Princeton Uijiversi ty Press, 2002) 
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Average market risk premia (nominal return on stocks minus nominal return on bills), 1900-2003. 
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Source: E. Dimson, P. R Marsh, and M Staunton, Triumph of  the Optimists. 707 Years of investment Returns 
(Princeton, N.J: Princeton University Press, 2002), with updates provided by the authors. 

Reason 2 Stock prices in the United States have for some years outpaced the 
growth in company dividends or earnings. For example, between 1950 and 2000 
dividend yields in the XJnited States fell froin 7.2 percent to 1.2 percent. It seems 
unlikely that investors cxpcfed such a sharp decline hi yields, in which case some 
part of the actual return during this period was ~ r ~ ~ c s p e c f e c l .  

Same helieve tliat the low dividend yields at the end of the twentieth century re- 
flected optimism that the new economy would lead to a golden age of prosperity 
and surging profits, but others attribute the ].ow yields to a redtiction in the market 
risk premium Pel-haps the growth in mutual funds has made it easier for individ- 
uals to diversify away part of their risk, or perliaps pension funds and other fi- 
nancial institutions lime found that they also could reduce their risk by in~~est ing 
part of their funds overseas. If these investors can eliminate more of their risk tlian 
in the past, they may becoiiie content with a lower return. 

TO see how a rise j i i  stock prices can stein from a fall in the risk premium, sup- 
pose that a stock is expected to pay a dividend next year of $12 (DIV, = 12). The 
stock yields 3 percent and the dividend is expected to grow indefinitely by 7 yer- 
cent a year @ = .07), mierefore the total return that investors expect is 1' = 3 + 7 = 
10 percent. We can find &.< stock's v a l ~ e  by plugging these numbers into the 
cor~stnnt-growt]i foi-mula that we introduced in Chapter 3: 

PV = DIV,/(r - g)  = 12/(.10 - .07) $go0 

Imagine that investors now revise downward their required return to I' = 9 percent. 
The dividend yield falls to 2 percent and the value of the stock rises to 

PV = DW,/(r - S )  = 12/(.09 - "07) = $600 
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Thus a fall from 10 percent to 9 percent in the required return leads to a 50 pelcotit 
rise in the stock price If we include this price rise in our measures of past returns, w e  
will be doubly wrong jn cxir estimate of the risk pre~~iiurn. First, we will overestiincik 
the ieturn that investors iequired in the past. Second, we will fail to recognize that 
the return mvestors reqiiire in the future is lowei than they needed in tlie p s t  

An Alternative Measure of the Risk P remiurn 
We can check our measure of tlie risk premium by going back to the coiistant- 
gxowth model that we introduced in Chapter 4 One might expect that in the long 
run stock prices should keep pace with the p0wt.h in dividends In this case an al- 
ternative measure of the expecled market return is the average dividend yield plus 
the average long-term growth in dividends Since 1900 dividend yields iii the 
United States have averaged 4.7 percent and tlie aruiual growth in dividends has 
likewise been 4.7 percent. It seems that the expectad market retuin over this period 
was 9.4 percent, or about 5.3 percent above the risk-free interest rate. This is 2 3 pcr- 
cent lower than the realized risk premium reported in Table 7.1." 

Fama and French have pointed out that much of this difference is due to the sec- 
ond half of the twentieth century, when dividend yields feu sharply.16 Since 1950 
dividend yields have averaged under 3.9 percent and the annual growth in divi- 
dends has been 5.4 percent. 

Tl-tis suggests that the expected market rehun druing this period was 3.9 -b 5.4 = 
9.3 percent, or 4 percent above the average risk-free interest rate since 1950. 

Out of this debate only one firm conclusion emerges: Do iiot tmst anyone who 
claims to know what returns investors expect. History contains some clues, but ul- 
timately we have to judge whether investors on average have received what they 
expected. Many financial economists rely on the evidence of history and therefore 
work with a risk premium of about 7.5 percent. The remainder generally use a 
somewhat lower figure. Brealey, Myers, and Allen have no official position on the 
issue, but we believe that a range of 5 to 8 percent is reasonable for the risk pre- 
mium in the United States. 

You now have a couple of benchmarks. You know the discount rate for safe proj. 
ects, and you have an estimate of the rate for average-risk projects. Bnt you don'i 
know yet how to estimate discount rates for assets that do not fit these simple 

15Note, however, that depending on your forecasts of dividend growth, the constant-growth mndc.1 Can 
come tip with estimates of the expected risk premium that are either higher or lower than the realized 
premium. In Chapter 4 we described a study by Marston and Harris, which used the constanl-gro*'th 
model to estimate the market risk premium. The study, wluch employed analysts' forecasts of 10%" 

term earnings growth, estimated that the expected risk-premium was 9 3 percent. However, we also 
noted in Chapter 4 that analysts tend to be unduly optimistic in their earnings forecasts. 
'%ee E. F. Fama and K R. French, "The Equity Premium," Jowrml ofFiitniice 57 (April 2002), pp. G37-659' 
Fama and French quote even lower estimates of the risk premium. The diffeknce largely reflects fact 
that they define the risk pl-enuum as the difference between market returns and the commercial Papef 
rate. Except for the years 1900-1928, the interest rates used in Table 7.1 are the rates on U.S Treasury 
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I n  May 2004, the risk-free interest rate was about 3.3 S ~ i y p o s ~  you de- 
cide to use a market risk premium of 6 pcrcent~ The resulting estimate for linion 
Pacific's cost of equity is about 7 p~ = I  a: en t: 

Cost of equity = Expected refurn = r, 3- P(r!,, - i:f) 
--= 3.3 t .49 x 8.0 = 7.2% 

I t  i s  always useful to get a check cm such estimates. In this case, we can look back 
to Table 4.3, which presents cost-of-equity estimates based on the constanL-grc~wtli 
DCF formula for IJnion Pacific and the railroad average. These DCF estimates are 
considerably higher, at 13.5 percent for Union Pacific and 12.6 percent for the in- 
dush-y. Are the DCF estimates too high, or the CAPM estimates too low? You could 
look to fiirtlier checks, using DCF models with vnrying ft.iture growth rates" or per- 
haps arbitrage pricing theory. We showed in Section 8.4 1 1 0 ~ 7  APT can be used to 
estimate expected returns. 

OUNT RATES WHEN YOU I 
DON'T HAVE A BETA I 

Stock or industry betas provide a rough guide to the risk encountered in various 
lines of business. Eut  an asset beta for the railroad business can take you only so 
far. Not all investments made in that industry are average-risk. And if you are the 
first to use railroad-track networks as interplanetary transmission antennas, you 
w i U  not even have a useful industry beta to start with. 

In some cases an asset is publicly traded. If so we can estimate risk froin past 
prices. Suppose your company wants to assess the risk of investing in commercial 
real estate, for example, in a large office building for company headquarters. Here 
the company can turn to indexes of real estate prices and returns derived from sales 
and appraisals of commercial properties." 

What should a manager do if the asset has no such convenient price record? 
What if the proposed investment is not close enough to business as usual to justify 
using a company cost of capital? 

'TheCAPM works period by period and calls for a short-term interest rate But  in May 2004, sliort-term 
interest rates were only about 1.5 percent, versus about 5.5 pcrcent for long-term US. Treasury bonds 
Could il discount rate based on a short-term interest r'ate of only 1 5 peicent give tlie riglit discount rate 
for cash Oows 10 or 20 yeais in flic futtire? 

Well, now that you mention it, probably not. But  yoti cannot use tlie long-term rate either, because 
tlie market risk peniirim was defined and measured as tlie average difkrence bebeen market returns 
ajid slroi ~ - ~ L ~ ~ I I I  Treasury bill rates (See Table 7 1). Hwe is our siiggestcd p1ocedm.e. Start with tlie long- 
term Trcasury rate (5 5 percent in our example) and subtiact the risk premium of Treasury bonds ovei' 
bills (1.2 percent i n  'Table 7.1) Thus 5.5 - 'I .2 = 3.3 percent. This is a rough but reasonable estimate 0 1  
the expected average future rcturn on Trcasury hills. We thetefore use this rate in our example. 

Sometimes the long-teini Treasury rate is used without adjustment. If this shortcut i s  used, then the 
market risk premium must be restated as tlic average difference between market returns and I O I I S - ~ E I ~ I I I  
Treasury ret LI rns 
'The average growth rate iii Table 4.3 is ahout 11 percent, a high rate to project in pc.rpetuity A inulti- 
stage DCF model would generate cost-of-equity cstiiiiates closer to [lie CAPM estimate. 
"'See Chapter 23 in D Geltner and N. C Miller, C~trrr~~~ci~c in l  K.n/ Eshiir h r i [ ! / s i s  itlid Iiizwfrrrcrrt  (Engle- 
wood Cliffs, NJ: Prcntice Hall, 2001). 
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GLOBAL EVIDENCE ON THE EQUITY MSK P€WMIUM 
Elroy Dimson, Paul Marsh and Mike Staunton* 

London Business School 

One of the most important contemporary issues in corporate fuiance is the magnitude of the 
equity risk premium. The risk premium is the incremental return that shareholders require from 
holding risky equities rather than risk-free securities. The risk premium drives fiiture equity 
returns and is the key determinant of the cost of capital. 

Today, investors liave more cause than ever to ask what returns they can expect from equities, 
aiid what the fiiture risk-reward tradeoff is likely to be. Companies also need to answer this 
question in order to understand what returns their shareholders require from projects of 
differing risk. Regulators, too, need to know the cost of capital in order to set ‘fair’ rates of 
return for regulated industries. 

This paper sheds light on this important issue by addressing two key questions: What has the 
size of tlie equity risk premium been historically? And what can we expect for the future? To 
answer these questions, we need to look at long periods of capital market history, aiid extend 
our horizons beyond just the United States. 111 this paper, we therefore present evidence for 
sixteen different countries over the 102-year period from 1900-2001. 

The need for a long-run perspective 

Tlie need for a long-run perspective, and tlie dangers of focusing just on recent stock market 
history, are easily demonstrated. Over the last decade of the twentieth century, US equity 
investors more than trebled their initial stake. In real terms, they achieved a total return 
(capital gain plus reinvested dividends) of 14.2 percent per annum. During the last five years 
of the1990s, US equities achieved high returns in every year, varying fi-om a low of twenty- 
one percent in 1996 to a high of thirty-six percent in 1995. Many investors became convinced 
that high corporate growth rates could be extrapolated into the indefinite future. With steady 
growth rates, equity risk appeared lower. Simultaneously, there appeared to be a decline in the 
premium sought by investors to compensate for exposure to equity market risk. This drove 
stock prices onward and upward. Surveys suggested that, in consequence, many investors 
expected long-run stock market returns to continue at double-digit percentage rates of return. 

Then the technology bubble burst. Growth projections had been unrealistic. High growth 
expectations were seen to be associated with high risk. Investors demanded a larger reward 
for equity market risk exposure. Stock prices fell in 2000 and then again ui 2001, with no 
respite yet in 2002. With markets having fallen, investors started to project lower returns for 
the future. 

* This paper draws on, extends, and updates the research that underpinned our recent hook, “Trrunipli o / r h  Oprriiiisrs IO1 Yews Glohtd 
/ i ivesri i iei~/ Rerumv” (New Jersey: Princeton University Press, 2002) We are very grateful to ABN Amro for their extensive support and to our 
many international data contributors-too numerous to mention here, but all ofwhom are listed and cited in “Triumph We are also grateful for 
the many helpful comments received from participants at numerous academic and practitioner seminars held around the world 

Copyright 0 2002, Elroy Dimson, Paul Marsh and Mike Staunton 
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Yet it is dangerous to overreact to recent stock market performance. It would be wrong for 
investors to conclude that just because equities have delivered a low return since New Year 
2000 that there has been either a substantial fall, or indeed rise, in the long-term expected 
equity premium. 

Figure 1 shows how US equity returns compared with those in fifteen other countries and tlie 
world index. The black bars show amiualized equity returns over 2000-01. In most countries, 
equities suffered negative returns, underperforming bonds everywhere except Ireland, and 
falling short of bill returns everywhere except Australia, Ireland, arid South Africa. Estimating 
the expected risk premium from the performance of equities relative to bills or bonds over this 
period would clearly be nonsense. Investors cannot have required or expected a negative 
return for assuming risk. Instead, this was simply a very disappointing period for equities. 

But while the opening years of the twenty-first century (fortunately) do not provide a basis for 
generalisiiig about fiiture returns, looking back at tlie previous decade ody confises the picture. 
Indeed, it would be equally inisleading to estimate fiiture risk premia from data for 1990-99. The 
light blue bars in Fig~rre 1 show that over this period, equity returns (except in Japan and South 
Africa) were high. The 1990s was a golden age for stocks, and golden ages, by defuiition, recur 
udiequently . 

To understand the risk premium-which is the principal objective of this paper-we need to 
exainine periods that are much longer than one or two years, or even a decade. This is because 
stock markets are volatile, with much variation in year-to-year retuns. In order to make inferences 
we thus need long time series that incorporate the bad times as well as the good. The dark blue bars 
in Figure 1 provide an insight into the perspective that longer periods of history can bring. These 
show real equrty returns over the 102-year period from 1900-2001. Clearly, these 102-year returns 
are much less favourable than the returns during the 1990s, but equally, they contrast sharply with 
the disappointing returns over 2000-01. 

Investors’ judgements should thus be informed by the fill1 extent of fnancial market history, 
and by looking not just at the United States, but at other countries as well. 
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Limitations of prior estimates of the risk premium 

To be fair, financial economists do tend to measure the equity preniiirin over quite long 
periods. Standard practice, however, draws heavily on the IJnited States, with most textbooks 
citing only the US experience. By far the most widely cited US source prior to the end of the 
technology bubble was Ibbotson Associates', whose equity premium history starts in 1926. 
They estimated an aniiualized return on equities of 11.3 percent, and a risk-free return of 3.8 
percent. This implied a geometric premium relative to bills of 7.3 percent @e., 1.1 13A.038 = 
1.073). References to other countries are few and far between, but a few textbooks also cite 
UK evidence. Before the publication of the research that underpins this paper, the most widely 
cited sources for the United Kingdom were the studies published by Barclays Capital and 
CSFB', which both started in 19 19, and who published equity and risk-free returns of 12.2 and 
5.5 percent, implykig an annualized risk premium relative to bills of 6.4 percent. 

In citing these estimates, fuiancial economists are generally making the implicit assumption 
that provided the data are of sufficient quality, then the historical risk premium, measured over 
many decades, will provide an unbiased estimate of the fiiture premium. Yet the twentieth 
century proved to be a period of reinarkable growth in the US economy, and it seeins probable 
that the outcome exceeded the expectations held in 1926 by US investors. Similar arguments 
apply to the United I<ingdom, and the likely expectations of UK investors in 1919, but 
additionally, the UIC evidence turned out to be based on a retrospectively constructed index 
whose composition, up to 1955, was tainted by survivor bias and narrow coverage. 

In recent years, both practitioners and researchers have grown increasingly uneasy about these 
widely cited estimates, largely because they seem high. Apart from biases in index 
construction, the fmger of suspicion has pointed mainly at success and survivorship bias. One 
influential study by Jorion and Goetzmani?, for example, asserted, "the high equity preiniuin 
obtained for US (and, by implication, UT<) equities appears to be the exception rather than the 
rule" (parenthesis added). Recently, Zvi Bodie4 argued that high US and UK premia are likely 
to be anomalous, and underlined the need for comparative international evidence. He pointed 
out that long-run studies are always of IJS or UK premia: "There were 36 active stock 
markets in 1900, so why do we only look at two? 1 can tell you-because inany of the others 
don't have a 100-year history, for a variety of reasons.'' This paper helps fill this gap in our 
knowledge by providing a 102-year back-history of risk premia for sixteen of these markets. 

NEW EVIDENCE 

The new evidence on long-run risk premia presented in this paper is derived .froin a unique 
new database of long-run international returns. This comprises aimual returns on stocks, 
bonds, bills, inflation, and currencies for sixteen countries fiom 1900-2001. The countries 
include the two main North American markets, namely, the United States and Canada, the 
[Jnited Kingdom, seven markets from what is now the Euro currency area, three other 

1 See Ibbotson Associates, 2000, S/ockv, H o r i d v ,  HI/ / \  uitd /ry'ki/ior~ Ye i .o rh~~~k ,  Chicago, lbbotson Associates 

2 Barclays Capital, 1999, Lq~ii/.v-Gi// S/iu/v, London: Barclays Capital; and Credit Suisse First Boston, 1999, The I W H  / ? q i ~ i / 1 4 ; 1 / /  S/trrly, 
London: Credit Suisse First Boston 

3 Jorion, P and W Goetzmann, "Global Stock Markets in the Twentieth Century", .lourno/ ofFinurice, Vol 54, 1999, pp 953-80 

4 Bodie, Z, "Longer time horizon 'does not reduce risk"' Firimcrd Time\, 26 January 2002 
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European markets, two Asia-Pacific markets, and one African market. Together, these 
countries made up 95 percent of the fiee float market capitalization of all world equities at 
start-2002, aiid we estimate that they comprised over 90 percent by value at tlie start of our 
period in 1900. 

To compile this database, we assembled tlie best quality bidices and returns data available for 
each national market fiom previous studies and other sources’. Where possible, we used data 
fiom peer-reviewed academic papers, although some studies were previously unpublished. To 
span tlie full period fiom 1900 onward, we typically linked inore than one index series. For our 
own home market, tlie UK, we constructed our owii indices, since hitherto there was no 
satisfactory record of long run returns. For tlie period since 1955, we used tlie London 
Business School Share Price Database to construct an hdex covering the entire UK equity 
market‘. From 1900-55, we constructed an index of tlie performance of the largest 100 
companies by a process of painstaking fiiiancial archaeology, collecting data fiom archives in 
tlie City of London. We also used archive data to construct hidices for several other countries 
(e.g., Canada, Ireland, South Afiica) for periods for which no data was previously available. 

IJalike most previous long-term studies of global markets, all our investment returns iiiclude 
reinvested gross iiicome as well as capital gains. Many early equity indices measure just capital 
gains, ignoring dividends, thereby introducing serious downward bias. Similarly, many early 
bond indices record  just yields, ignoring price movements. Our database is thus inore 
comprehensive and accurate than previous research, spans a longer period, and tlie common 
start-date of 1900 aids interiiational comparisons. We can now set tlie US risk premia data 
alongside comparable 102-year risk premia series for fifteen other countries, and make 
international comparisons that help set the US experience ui perspective. 

Table 1 shows tlie historical equity risk premia for tlie sixteen countries over tlie 102-year 
period 1900-2001. We also display equity premia for tlie world, based on our world equity 
index. The latter comprises a sixteen-country, common-currency (here taken as US dollars) 
equity index in which each country is weighted by its start-year market capitalization or (in 
earlier years) its GDP7. The left-hand half of Table 1 shows equity premia measured relative to 
tlie return on treasury bills (or tlie nearest equivalent short-term instrument); tlie right-hand 
half shows premia calculated relative to tlie return on long-term government bonds. Since the 
world index is computed here fiom the perspective of a US (dollar) investor, tlie world equity 
risk premium relative to bills is calculated relative to tlie US risk fi-ee (i.e., treasury bill) rate. 
The world equity premium relative to bonds is calculated relative to a GDP-weighted, sixteen- 
country, common-currency (here taken as IJS dollars) world bond index. 

In each half of tlie table we show thee  measures. These are, fr-st, tlie geometric mean risk 
premium, namely, tlie annualized premium over the entire 102 years; second, tlie arithmetic 
mean of tlie 102 one-year premia; and third, tlie standard deviation of tlie 102 one-year 
premia. While the IJnited States and the United Kingdom have indeed performed well, 
compared to other markets there is no indication that they are hugely out of line. 

5 Details of our data sources for all sixteen countries together with full citations are provided in Dimson, E, P R Marsh, and M Staunton, 
l’rrrrrrrplr ifljrlre Opljrirrrrs~s 101 Yeorv of Glohol I I I ~ J ~ W I I ~ I I I  Rerurits, Princeton University Press, 2002 

6 Dimson, E, and P R Marsh, “UK Financial Market Returns 1955-2000”, ./ourrio/ i?fRrrsrnes s, Vol 74, pp 1-3 I 

7 We use market capitalization weights from 1968 onward and GDP (gross domestic product) weights before then due to the lack of reliable 
comprehensive data on country capitalizations prior to that date 
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TABLE 1 
EQUITY RISK Relative to bills Relative to bonds 
PREMIA AROUND Geo- Arith- Geo- Aritli- 
THE WORLD metric metic metric metic 
1900-2001 Country mean inean SD mean mean SD 

Australia 7.0 8.5 17.2 6.3 7.9 18.8 
Be lg iu in 2.7 5.0 23.5 2.8 4.7 20.7 
Canada 4.4 5.7 16.7 4.2 5.7 17.9 
Denmark 1.6 3.2 19.4 1.8 3.1 16.9 
France 7.1 9.5 23.9 4.6 6.7 21.7 
Germany 4.6 10.0 35.3 6.3 9.6 28.5 
Ireland 3.4 5.3 20.5 3.1 4.5 17.3 
Italy 6.6 10.6 32.5 4.6 8.0 30.1 
Japan 6.4 9.6 27.9 5.9 10.0 33.2 
The Netherlands 4.8 6.8 22.3 4.4 6.4 21.5 
South Africa 6.1 8.2 22.4 5.4 7.1 19.6 
Spain 3.1 5.2 21.4 2.2 4.1 20.2 
Sweden 5.3 7.4 21.9 4.9 7.1 22.1 
Switzerland* 4.0 5.8 19.6 2.4 3.9 18.0 
United Kingdom 4.5 6.2 19.9 4.2 5.5 16.7 
United States 5.6 7.5 19.7 4.8 6.7 20.0 
World 4.6 5.9 16.5 4.3 5.4 14.6 

Equity risk premia (percent per year) 

* 

Over the entire 102-year period, the annualized equity risk premium, relative to bills, was 5.6 
percent for the United States and 4.5 percent for the United IGngdom. Averaged across all 
sixteen countries, the risk premiirm relative to bills was 4.8 percent, while the risk premium on 
the world equity uidex was 4.6 percent. Relative to long bonds, the story is similar. The 
aiuiualized US equity risk premium relative to bonds was 4.8 percent, arid the corresponding 
figure for the United Kingdom was 4.2 percent. Across all sixteen countries, the risk premium 
relative to bonds averaged 4.3 percent, while for the world index it was also 4.3 percent. 

The annualized equity risk premia are plotted in Figure 2. In this figure, countries are ranked 
by the equity premium relative to bonds, displayed as bars. The line-plot presents each 
country’s risk premium relative to bills. It can be seen that the United States does indeed have 
a historical risk premium that is above the world average, but it is by no means the country 
with the largest recorded premium. The equity premium for the United Kingdom is closer to 
the worldwide average. While US and UK equities have performed well, both countries are 
towards the middle of the distribution of worldwide equity premia. Commentators have 
suggested that survivor bias may have given rise to equity premia for the IJnited States and the 
United Kingdom that are unrepresentative. While legitimate, these concerns are somewhat 
overstated. Investors may not have been materially misled by a focus on the IJS and UK 
experiences. Rather, the critical factors are the period over which the risk premium is 
estimated, together with the quality of the index series. 
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Avoiding bias 

There are noteworthy differences between the premia reported in this paper and those put 
forward, prior to publication of our research, by Ibbotson Associates in the United States, and 
by Barclays Capital and CSFB in the United Kingdom. Indeed, the premia estimated in this 
paper are around 1 % percent lower than those reported in these earlier studies. The differences 
arise from previous biases in index construction for the United Kingdom and, for both 
countries, from the choice of time frame, which in our case extends back to 1900’. We thus 
include the pre-1926 period for the United States (and pre-1919 for the United Kingdom) 
when returns were lower, partly due to events in the period leading up to, and including, 
World War I. Moreover, as noted above, prior perceptions about the risk premium have been 
dominated by the widely cited US estimates. Yet Table 1 and Figure 2 show that the premia 
for two-thirds of the other countries in our sample were lower than for the United States’. 

It is thus clear that the 102-year historical estimates of equity premia reported here are lower 
than was previously thought and other studies suggest. Even then, however, the historical 
record may overstate expectations. First, even if we have been successful in avoiding survivor 
bias within each index, we still focus on markets that survived, omitting countries such as 
Poland, Russia or China whose coin ound rate of return was -100 percent. Although these 
markets were relatively small in 1900 , their omission probably leads to an overestimate ofthe I! 

8 Interestingly, after publication of our research, Barclays Capital (but not CSFB) corrected their pre-1955 estimates of UK equity returns for 
bias and extended their index series back to 1900 

9 Table 1 shows that the annualized world equity risk premium relative to bills was 4 6 percent compared with 5 6 percent for the United States 
Part of this difference, however, reflects the strength of the dollar over the period 1900-2001 The world risk premium is computed here from the 
world equity index expressed in dollars, in order to reflect the perspective of a US-based global investor Since the currencies of most other 
countries depreciated against the dollar over the twentieth century, this lowers our estimate of the world equity risk premium relative to the 
(weighted) average of the local-currency based estimates for individual countries 

10 See Rajan, R and L. Zingales, “The Great Reversals: The Politics of Financial Development in the 20“’ Century”, Working paper No 8 178, 
Cambridge MA: National Bureau of Economic Research and Dimson, E, P R Marsh, and M Staunton, Trrurrtph i f t l i~ ‘  O ~ I I I I I I S ~ V  101 Yews if 
G h h d  Irivestnierit R C ~ I I ~ W S ,  Princeton University Press, 2002 
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FIGIJRE 3 
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worldwide risk preeniurn.I’ Second, our premia are estimated relative to bills and bonds, which 
in a number of countries gave markedly negative real returns. Since these “risk-free” returns 
likely fell below investors’ expectations, the corresponding equity premia are probably 
overstated. I’ 

Although there is room for debate, we do not consider market survivorship to be the most 
important source of bias when inferring expected premia from the historical record. There are 
cogent arguments for suggesting that investors expected a lower premium than they actually 
received. However, this is more to do with a failure to fiilly anticipate improvements in 
business and investment conditions during the second half of the last century, an issue that we 
will return to below. 

VARIATION IN RISK PREMIA OVER TIME 

The historical equity premia shown in Figure 2 are the geometric means of 102 separate one- 
year premia that vary a great deal. In Figure 3 we show the year-by-year premia on US 
equities relative to bills. The lowest excess return was -45 percent in 1931, when equities 
returned -44 percent and treasury bills 1.1 percent; the highest was 57 percent in 1933, when 
equities gave 57.6 percent and bills 0.3 percent. Figure 3 shows that, for the United States, 

1 I We say omitting non-surviving markets “probably” gives rise to overestimated risk premia because of the possibility that some defaulting 
countries have returns of -100 percent on bonds, while equities retain some residual value For such countries, the ex post equity premium 
would be positive 

1 2  We again say low risk-free rates probably give rise to overstated risk premia because equity returns would presumably have been higher if 
economic conditions had not given rise to markedly negative real fixed-income returns I f  economic conditions had been better, it is possible that 
the equity premium would then have been larger 
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Annual and annualized rolling ten-year US risk premia relative to bills, 1900-2001 FIGURE: 4 60 
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the distribution of annual excess returns is roughly symmetrical with a mean of 7.5 percent and 
a standard deviation of 19.7 percent. On average, therefore, US investors received a positive, 
and quite large, reward for exposure to equity market risk. 

Because the range of excess returns encountered on a year-to-year basis is very broad, it can 
be misleading to label them “risk premia.” As already noted, investors cannot have expected, 
let alone required, a negative risk premium from investing in equities, otherwise they would 
simply have avoided them. All the negative and many of the very low premia plotted in the 
histogram must therefore reflect nasty surprises. Equally, investors could not have required 
premia as high as 57 percent in 1933. Such numbers are implausible as a required reward for 
risk, and the high realizations must therefore reflect pleasant surprises. To avoid confusion, 
many writers choose not to refer to annual excess returns as “risk premia”. They simply clarify 
that excess returns are ex post returns in excess of the risk free interest rate. 

As we noted above, because one-year excess returns are so variable, we need to examine 
much longer periods, in the hope that good and bad luck might then cancel out. A common 
choice of time frame is a decade. In Figure 4, we show the US equity risk premium, measured 
over a sequence of rolling ten-year periods, superimposed on the annual returns since 1900. 

Even over ten-year periods, the historical risk premium was sometimes negative, most recently 
in the 1970s and early 1980s. Again, since investors cannot have required a negative reward 
for risk, these must reflect unpleasant surprises. Figure 4 also reveals several cases of double- 
digit ten-year premia. These must have been pleasant surprises, as they are too high to reflect 
prior expectations. Clearly, a decade is still too short a period for good and bad luck to cancel 
out, and for drawing inferences about investors’ expectations. Over a decade, like a single 
year, all we are plotting is the excess return that was realised over a period in the past. 

Imprecise estimates 

Prior to our research, studies for countries other than the United States and United Kingdom 
used the longest stock return series available, typically covering an interval of up to half a 
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century. Sadly, even such a long research period does not yield an answer that is hivariant to 
the choice of period. Taking the United Kingdom as an illustration, the arithmetic mean aiuiual 
excess return for the first half of the twentieth century was only 3.1 percent, as compared to 
9.2 percent from 1950 to date. 

Even with a fi i l l  century of data, market fluctuations have aii impact. AI1 we can state with 
confidence is what tlie excess return was in the past. This is why some writers restrict the term 
“risk premium” to denote tlie expected reward fiom equity iiivestinent. To avoid confiisioii, 
we make it clear when we are looking to the future by referring to the expected or 
“prospective” risk preiniuin. When we measure tlie excess return over a period in the past we 
generally refer to this as the “historical” risk premium. 

With 102 years of data, the potential inaccuracy in historical risk premia is high. The standard 
error measures this inaccuracy. It is approximately equal to one-tenth of the annual standard 
deviation of returns reported in Table 1. The staiidard error for the United States is 1.9 per- 
cent, and the range runs fiom 1.7 percent (Australia and Canada) to 3.5 percent (Germany). 
This meam that while the US arithmetic mean premium (relative to bills) has a best estimate of 
7.5 percent, we can be only two-thirds confident that the true mean lies within one standard 
error of this, namely within the range 7.5 rt 1.9 percent, or 5.6 to 9.4 percent. Siiiiilarly, there 
is a nineteen-out-of-twenty probability that tlie true mean lies within two standard errors, 
namely 7.5 rt 3.8 percent, or 3.7 to 11.3 percent. These high standard errors are why tlie long- 
est possible series of stock market data should in general be used for estimating risk premia. 

FROM THE PAST TO THE FUTURE 

To estimate the equity risk premium to use in discounting fiiture cash flows, we need the 
expected future risk premium, i.e., tlie arithmetic mean of the possible premia that may occur. 
Suppose tlie returns that may happeii in the iiture are drawn fiom the same distribution as 
those that occurred in tlie past. If so, the expected risk premium is the arithmetic mean (or 
simple average) of the one-year historical premia. Whenever there is some variability in annual 
premia, the arithmetic mean will always exceed the geometric mean (or annualized) risk 
premium. 13 

In Figure 5, the fiill height of the bars shows the historical arithmetic mean premium relative to 
bills for each country. The US equity premium is 7.5 percent, while tlie world equity risk 
premium is 5.9 percent. The arithmetic mean premia are noticeably higher than the geometric 
mean premia shown by the light blue portion of each bar. They are at their largest (in both 
absolute terms and relative to the geometric mean) for the countries that experienced the 
greatest volatility of returns over the last century (see Table 1). 

In looking to the fiiture, let us assume for tlie moment that investors in each country expect 
the same armualized (geometric mean) risk premium as they have received in the past. The bar 
and line plots in Figure 5 can then be interpreted as forecasts of the prospective arithmetic risk 
premia under alternative assumptiom about fiiture volatility. If there were no volatility in 
fiiture annual returns, the expected arithmetic risk premia would be equal to their (historical) 

13 For example, the arithmetic mean of two equally likely returns of +25 percent and -20 percent is (-1-25 - 2O) iZ  = 2% percent, while their 
geometric mean is zero since ( I  + 251100) x ( 1  - Z O i l O O )  - 1 = 0 
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geometric mean premia shown by the lieiglit of the liglit blue portion of the bars in Figure 5 .  
On tlie other hand, if fiiture volatility were equal to tlie long-term historical volatility, tlie 
expected risk premia would be equal to tlie historical arithmetic inem risk premia, shown by 
tlie fiill Iieiglit of the bars. However, the long-term historical standard deviation is a poor 
predictor of future volatility, especially since some sources of extreme volatility (such as 
hyperinflation) are unlikely to recur. We therefore need estimates of expected fiiture risk 
premia that are conditional on current predictions for market volatility. 

When returns are distributed lognormally, tlie geometric aiid arithmetic means are linked by 
tlie standard deviation (or volatility) of returns. We therefore estimate the expected fiiture 
arithmetic mean premium for each country, replacing tlie historical difference between the 
aritlunetic aiid geometric means with a difference based on contemporary risk estimates. For 
expositional simplicity, even though tlie volatility of one stock market is iiot in reality the same 
as another, we assume a current volatility level for all sixteen national markets of 16 percent, 
aiid for tlie world index of 14 percent. The resulting estimates of the arithmetic mean premia 
relative to bills are shown by the dark blue line-plot ui Figure 5.  

For those wishing to forecast fiiture aritlunetic mean risk premia by extrapolating from the 
long-run historical aiuiualized premia, the premia illustrated by the line plot in Figure 5 are tlie 
ones to use. The historical equity risk premium, adjusted to current levels of market volatility, 
is estimated as 6.8 percent for tlie United States, and 5.6 percent for the world index. 

THE EXPERTS’ CONSENSUS 

In refocusing on the expected future risk premium, however, we mist do more than 
extrapolate from the past. The question of what equity pretniutn we can expect has, for years, 
been a source of controversy. In late 1998 Ivo Welch studied the opinions of 226 fuiancial 
economists who were asked to forecast the thirty-year arithmetic mean equity risk premium 1 4 .  

14 Welch, 1, “Views of Financial Economists on the Equity Premium and Other Issues,” / O I ~ I I I L I /  ojHlrrrne\\ ,  Vol 73,2000, pp 50 1-537 
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The bars in Figure 6 show the distribution of tlie responses. The meail forecast was 7.1 
percent; the median was 7.0 percent, and the range ran fiom 1 to 15 percent. 

While the bars ui Figure 6 show the distribution of survey responses, the curved line represents 
the normal distribution based on the mean over approximately a century and tlie associated 
standard error for the US equity risk premium. The spread in both distributions indicates that 
the uncertainty across financial experts about tlie risk preiniuin is as large as the uncertainty 
that arises fiom statistical analysis of historical returns. 

Most respondents to the Welch survey would have regarded the Ibbotson Associates yearbook 
as the definitive study of the historical US risk premium. The first bar of Figure 7 shows that 
tlie 1926-98 arithmetic risk premium computed fiorn Ibbotson data was 8.8 percent per year. 
The second bar shows that the key finance textbooks were 011 average suggesting a premium 
of 8.5 percent, a little below the Ibbotson figure. The textbook authors may have based their 
views on earlier, slightly lower, Ibbotson estimates, or else they were shading the Ibbotson 
estimates downward. The Welch survey mean is in turn lower than the textbook figure, but 
since respondents claimed to lower their forecasts when the equity market rises, this difference 
may be attributed to tlie market’s strong performance in the 1990s. Interestingly, tlie third and 
fourth bars of Figure 7 show that the survey respondents also perceived the profession’s 
consensus to be higher than it really was. That is, they thought the mean was around 0.8 
percent higher than the 7.1 percent average revealed in the survey. 

These survey and textbook figures represent what was being taught at tlie end ofthe 1990s in 
the world’s leading business schools and economics departments in the United States and 
around the world. As such, these estimates were also widely used by investors, finance 
professionals, corporate executives, regulators, lawyers and consultants. Their influence 
extended from the classroom to the dealing room, to the boardroom, and to the courtroom. 

New opinions 

Whether Welch’s survey mean of 7.1 percent was appropriate is another matter. A large 
number of respondents were calibrating their forecasts relative to the longest-run historical 
benchmark available froin Ibbotson, and then shading tlie historical number downward based 
on subjective factors, including their judgement of the impact of strong market performance in 
the late 1990s. By 2001, longer-term estimates of the US arithmetic mean equity premium 
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were gaining publicity. Including pre- 1926 data, and extending the period through the start of 
the new millennium, the 1900-2000 mean premium was 1.1 percent lower than tlie Ibbotson 
estimate on the left-hand side of Figure 7. At the same time, survey respondents who sought 
to predict a premium below tlie consensus might have been encouraged by publication of the 
survey to further reduce their estimates. 

In August 2001 , Welch updated his earlier survey, receiving responses from 5 10 fuiance and 
economics  professor^'^. He foruid that respondents to the follow-up questionnaire liad revised 
downward their estimates of the long-term arithmetic mean risk premium by an average of 1.6 
percent. Over a thirty-year horizon they now estimated an equity premium averaging 5.5 
percent, and over a one-year horizon, an equity premium averaging 3.4 percent (see Figure 7). 
The mean premia were the same for those who had previously participated in the earlier 
survey arid those who were taking part for the frst time. Although respondents to the earlier 
survey had indicated that, on average, a bear market would raise their equity premium 
forecast, Welch (2001) reports that “This is in contrast with the observed findings: it appears 
as if the recent bear market correlates with lower equity preiniiiin forecasts, not higher equity 
premium forecasts”. 

Predictions of tlie long-term equity premium should not be so sensitive to short-term stock 
market fluctuations, especially in the direction and magnitude revealed by Welch’s follow-up 
survey in 2001. While it is possible that one-year required rates of return fluctuate markedly, it 
is unlikely that thirty-year expectations can be so volatile. The changing consensus may, 
however, reflect the new approaches to estimating the premium and /or new facts about long- 
term stock market performance, such as evidence that other countries have typically liad 
historical premia that were lower than the United States. 

15 Welch, I, “The Equity Premium Consensus Forecast Revisited,” Working paper, Yale School of Management, September 2001 
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REVISITING HISTORY 

The wide dispersion of estimates, together with the dramatic decline in the consensus premiiiin 
between 1998 and 2001, reinforces the need to better understand the historical record. 
However, since history may have been kind to (or harsh on) stock market investors, there are 
coherent arguments for going beyond raw historical estimates. First, the whole idea of using 
the achieved risk premium to forecast the required risk premium depends on having a long 
enough period to iron out good and bad luck, yet as we noted earlier, even with 102 years of 
data our estimates are imprecise. Second, the expected equity risk premium could for good 
reasons vary over tune. Third, we must take account of the fact that stock market outcomes 
are influenced by many factors, some of which (like removal of trade barriers) may be non- 
repeatable, which implies projections for the premium that deviate fkom the past. 

A comparison between the frst and second halves of our 102-year period makes the point. 
Over the frst half of the twentieth century, the arithmetic average world equity risk premium 
relative to bills was 4.1 percent, whereas over the period 1950-2001, it was 7.7 percent. 
Figure 8 shows that most of the sixteen countries had lower mean premia in the first half- 
century, with Australia, Italy, Belgium, and South Afkica being the exceptions. The sixteen- 
country (unweighted) mean of the arithmetic risk premia in the first half of the twentieth 
century was 6.0 percent, versus 8.2 percent in the next fifty-two years. The pattern for the 
equity premium relative to bonds (not shown ui Figure 8) is similar: a pre-1950 mean of 5.5 
percent as compared to 7.1 percent over the following fifty-two years. 

The large risk premia achieved during the second half of the twentieth century are attributable 
to three factors. First, there was unprecedented growth in productivity and efficiency, 
accelerating technological change, and enhancements to the quality of management and 
corporate governance. As Europe, North America, and the Asia-Pacific region emerged ftom 
the turmoil of the Second World War, expectations for improvement were limited to what 
could be imagined. Reality almost certainly exceeded investors’ expectations. Corporate cash 
flows grew faster than investors anticipated, and this higher growth is now known to the 
market and built into higher stock prices. 
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Second, stock prices have also risen because of a fall in the required rate of return due to 
diminished business and investment risk. Business risk diminished as tlie economic and 
political lessons of the twentieth century were learned, international trade flows increased, and 
the Cold War ended. Investment risk diminished over time as bivestors gained tlie benefits of 
diversification, both domestically (through a wider range of quoted securities and industries16, 
and through intermediaries such as mutual fiinds) and internationally (with the disappearance 
of impediments to foreign investment). Diversification allows investors to lower their risk 
exposure without detriment to expected return. Finally, transaction and monitoring costs are 
also lower now than a century ago. Factors such as these, which led to a reduction in tlie 
required risk premium, have contributed firrther to the upward re-rating of stock prices. 

To convert from a pure historical estimate of tlie risk premium into a forward-looking projec- 
tion, we need to reverse-engineer the factors that drove up stock markets over tlie last 102 
years. The simplest idea would be to infer the impact on returns of the historical changes in 
dividend yield. But we can go beyond this, as shown in Figure 9. The left-hand panel of Figure 
9 relates to the US equity market, the centre panel to the UK market, and the right-hand panel 
to the world market. Within each panel, tlie first bar portrays the historical annualized risk 
premium of the equity market. This includes the contribution from unanticipated growth in 
cash flows and tlie gain from falls in tlie required risk premium. We therefore deduct the 
impact of these two factors. What remains in the right-hand bar of each panel is an estimate of 
the prospective risk premium demanded by investors as compensation for the risks of equity 
investment. We explain below how we quantify the deductions in tlie two centre bars of each 
panel, but tlie key qualitative point is that the prospective risk premium is lower than tlie raw 
historical risk premium. 

16 At the start of our research period in 1900, US domestic investors would have found it much harder than today to construct a well-diversified 
portfolio At the start of 1900, there were just 123 stocks listed on the New York Stock Exchange, and a single industry, railroads, accounted for 
63 percent of their total market value See Chapter 2, Dimson, E, P R Marsh, and M Staunton, Triiirnph i f rhe Oprhirsrs I O /  Yerrrs i$G/oho/ 
~ r ~ v e ~ ~ i r ~ e r ~ ~  Rerirrris, Princeton University Press, 2002 
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Unanticipated growth 

To apply this fiainework, we need some notion of when cash flows (proxied here by equity 
dividends) have exceeded or falleii short of expectations. A sunple approach that is coininonly 
used today for forecasting the long-run dividend growth rate is to extrapolate fiom previous 
long-term dividend growth. The long-term real dividend growth rate is theii used to make a 
naive projection of fiitrire real growth. That is, we estunate the product of I + Year I nnnzinl 
growtlz multiplied by 1 + Year 2 nnnzinl growth and so on to year n. We then compute the ut’’ 
root of this product, which is equal to I + Projected growth. To summarize, we calculate the 
aiiiiualized real dividend growth rate to each year-end, over periods that start iii 1900. 

We assume that at every December 3 Ist, investors compare the year’s real dividend growth to 
the real growth rate that would have been projected as at January 1’‘ of that year. The 
difference is defuied as I + Annzinl dividend growth divided by I + Projected growth, minus 
1. This error in projecting dividend growth may be thought of as the uiiariticipated growth rate 
in dividends. The unanticipated changes in dividend growth are compounded together to 
produce an estimate of their aimualized impact over the last century. This is clearly a rather ad 
hoc ineastire of unanticipated real dividend growth, but it suffices to illustrate the general idea. 
Defined this way, Figure 9 shows that the stock price impact of unanticipated dividend growth 
over the period fiom 1900 to 2001 is 0.2 percent per year for the United States, 1.6 percent 
per year in the United Kingdom, and 0.6 percent per year for the world equity market. 

Since 1900, there has also been a dramatic change in the valuation basis for equity markets. 
The price/dividend ratio (the reciprocal of the dividend yield) at the start of 1900 was twenty- 
t h e e  in both the IJnited States and the United Kingdom, but by the start of 2002, the US ratio 
had risen to eighty-one and the UK ratio to thirty-nine. Undoubtedly, this change is in part a 
reflection of expected future growth in real dividends, so we could in principle decompose the 
impact of this valuation change into both an element that reflects changes in required rates of 
return, and an element that reflects enhanced growth expectations. 

To keep things simple, we assume that the increase in the price/dividend ratio is attributable 
solely to a long-term fall in the required risk premium for equity investment. Given this 
assumption, Figure 9 shows that the stock price impact of the fall in the required risk premium 
since 1900 is 1.6 percent per year in the United States and 0.5 percent per year in the United 
Kingdom. This, together with the impact of unanticipated dividend growth, must be deducted 
fiom the historical risk premium. 

To estimate the expected future risk premia, we must deduct the impact of both unanticipated 
cash flows and the fall hi the required risk premium fiom our historical premia. The fust of 
these adjustments can be thought of as the impact of good luck, while the second can be 
viewed as the effect of re-rating. Figure 9 shows quite large differences ui the relative impor- 
tance of these factors between the United States and the United Kingdom. In particular, for 
the IJS market, good luck appears to have had a smaller impact, and re-rating a larger influ- 
ence. This arises partly fiom our using dividends as a proxy for unexpected cash flows and 
changes in the dividend price ratio as a proxy for re-rating. In the United States, the rapid 
growth of stock repurchases and the trend toward “disappearing dividends”” makes it harder 

17 See Fama, E F and K R French, “Disappearing Dividends Changing Firm Characteristics or Lower Propensity to Pay”, loimttrl of 
Firtcrrtcrol Lcconoritr~~, Vol 60, 200 I ,  pp 3-43 
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to disentangle these effects. The United States is tlie outlier among our sixteen countries”, 
arid ui judging tlie relative contribution of unanticipated cash flows versus the impact of the 
fall in tlie required risk premium, tlie UK pattern may be more informative (see Figure 9). 

The net effect of deducting tlie two adjustments from the historical risk premia is shown in the 
final bar of each of tlie tlwee panels in Figure 9. These lidicate an expected fiiture geometric 
risk premium of 4.0 percent for the United States, 2.3 percent for tlie United Kingdom, and 
2.9 percent for the world equity market. Our estimates for tlie United States are similar to 
those obtained recently by Fama and French using a related approacl~’~. Also based on 
dividend yields and dividend growth estimates, Faina and French use tlie Gordon model to 
compute tlie IJS equity premium from 1872-1999. They find a premiuiii of 3.8 percent before 
1949, and a premium of 3.4 percent for tlie subsequent period. They argue that tlie difference 
between these estimates and tlie larger ex post risk premium based 011 historical realized 
returns is attributable to a reduction since 1949 in investors’ required rate of return. 

EXPECTED RISK PREMIA 

If they are to be used as prospective risk premia, our annualized figures need to be converted 
into aritlunetic means, as explained earlier. IJsiiig a projected standard deviation for US and 
UK equities of 16 percent, tlie prospective arithmetic risk premia for tlie United States is 5.3 
percent, while the premium for the United IGrigdom is 3.6 percent. Using a slightly lower 
standard deviation for tlie world index of 14 percent, tlie prospective arithmetic risk premium 
for tlie world index is 3.9 percent. Whichever country one focuses on, our forward-looking 
predictions for the equity risk premium are lower than tlie historically based projections 
reviewed earlier. 

A literal interpretation of historical averages might suggest that France has a higher equity risk 
premium, while Deiunark’s is lower. While there are obviously differences in risk between 
markets, this is unlikely to account for cross-sectional differences in historical premia. Indeed, 
much of the cross-country variation in historical equity premia is attributable to country- 
specific historical events that will not recur. When making fiiture projections, there is a strong 
case, particularly given tlie increasingly international nature of capital markets, for taking a 
global rather than a country-by-country approach to determiiihg the prospective equity risk 
premium. 

However, just as there must be some true differences across countries in their riskiness, there 
must also be variation over time in the levels of stock market risk. It is well known that stock 
market volatility wanders over time, and it is likely that the “price” of risk-namely the risk 
premium-also fluctuates over time. In tlie days following September 11, 2001 for example, 
fuiancial market risk was high, and it is likely that tlie equity premium demanded by investors 
was also high. This depressed the market. If tlie terror had escalated fiirther, the market may 
have collapsed; but Armageddon did not arrive and tlie market bounced back. 

18 Compared with the United States, stoch repurchases have been far less prevalent in the other countries In Europe, the United Kingdom has 
the highest level of buybachs, but even UK repurchases are small compared w t h  the United States See section 1 I 6 of Dimson, E, P R Marsh, 
and M Staunton, Tritiiiiph ofrlie Optiiiii\ts 101 Year, of(;lohd Iitvectiiierit Retiiins, Princeton University Press, 2002 

19 Fama, E F and K R French, “The Equity Premium”, I o 1 i r i 7 ~ I  i ~ F i i ~ u n ~ e ,  Vol 57,2002, pp 637-59 
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There were similar considerations a generation earlier during tlie Cuban missile crisis- 
another Armageddon that was averted. Clearly, at such times risk premia are above average. 
However, it is difficult to predict premia frorn tlie rolling ten-year averages depicted earlier in 
Figure 4. Indeed, it is difficult to infer expected premia froin any analysis of historical excess 
returns. It may be better to use a “normal” equity premium most of the time, and to deviate 
fiorn this prediction only when there are coinpelling economic reasons to suppose expected 
premia are unusually high or low. 

CONCLUSION 

The equity preiniuni is the difference between the return on risky stocks and the return 011 safe 
bonds. The equity risk premium is central to corporate finance and investment. It is often 
described as the most important nuinber in finance. Yet it is iiot clear how big the equity 
premium has been in the past, or how large it is today. 

This paper has presented new evidence on the historical risk premium for sixteen countries 
over 102 years. Our estimates are lower than frequently quoted historical averages such as tlie 
Ibbotson Associates’ figures for the United States and tlie earlier Barclays Capital and CSFB 
studies for the United Kingdom. Tlie differences arise from previous bias in index construction 
for the United IGngdom, and, for both countries, fioin our choice of a longer time frame froin 
1900-2001, which incorporates tlie earlier part of the twentieth century, as well as tlie opening 
years of the new milleiuiium. In addition, our global focus results in somewhat lower risk 
premia than hitherto assumed, since prior views have been heavily influenced by tlie 
experience of the United States, yet we fnd that the TJS risk premium has been somewhat 
higher than the average for the other fifteen countries. 

Tlie liistorical equity premium is often presented in the form of an aiinualized rate of return, 
which sumnarizes past perforinance in one number. For the fiiture, what is required is the 
aritlmietic mean of tlie distribution of equity premia, which is larger than the geometric mean. 
For markets that have been particularly volatile, tlie arithmetic inem of past equity premia may 
exceed tlie geometric mean premium by several percentage points. 

In forecasting the future arithmetic mean premium, investors or companies who believe they 
can expect the same annualized risk premium as they have received in the past still need to 
adjust for the differences between historical market volatility and the volatility that we miglit 
anticipate today. More fiindarnentally, however, we have argued that past returns have been 
flattered by the impact of good luck and re-rating. Since tlie middle of tlie last century, equity 
cash flows almost certainly exceeded expectations, and tlie required rate of return doubtless 
fell as investment risk declined atid tlie scope for diversification uicreased. Stock markets rose 
for reasons that are unlikely to be repeated. This means that when seeking forecasts for tlie 
future, historical risk premia should be adjusted downward for tlie impact of these factors. 

We have illustrated one approach that can be used to make such adjustments. The result is a 
set of forward-looking, geometric inean risk premia for the United States, United Kingdom 
and for the world all falling within a range of around 2% to 4 percent, and a corresponding set 
of arithmetic mean risk premia falling hi a range of around 3% to 5% percent. These estimates 
are not only far lower than the historical premia quoted in most textbooks, but they are also 
lower than those cited in surveys of fmance academics. 
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CHAPTER 15 THE VALUATION PRQCESS 401 

ied in valuation models. We revieu a few of the more widely used ones here. In 
particular. we examine three sets of growth assumptions They are: 

1. Constant growth over an infinite amount of time.' 
2. Growth for a finite number of years  ai i.' cmstant rate, then growii; at 

the same rate as a typical firm in the esonomy from that paint on.6 
3. Growth for a finite number of years at a constant rate, followed by a 

period during which grawth declines to a steady c;ta?e level over a second 
period of years.p Grwrth is then assumed to contitlac ai the steady state 
level into the indefinite future. 

We can, for obvious reasons, refer to these three models respectively as one- 
period, two-period, and three-period growth models It should be equally as 
obvious that we could have a four-pcriod, fivee-period, o r  N-period growth model. 

As w e m o v e d a w n  this list of models we are assuming more complex growth 
patterns for a company. We may be gaining the potential t o  more accurately 
forecast what a company will do. but we are asking the analyst to supply not only 
more data, but data increasingly difkicult to farecast. As the type of data we ask 
to have forecasted becomes more difficult and the amount of information grows, 
forecasts are likely to contain less infomation aod more random noise. As models 
become more complex. a point of diminishing returns is reached. Where this 
point is cannot be answered in the abstract; it is a function of the forecasting 

* skills of the organization employing &e model. Thus, the question can only be 
answered by examining the forecad ability of the organization that is using, or 
proposes using, one or more valuation models Let us now turn to an examination 
of some of the DCF models mentioned above. 

Constant Growth Model 

One of the best known and certainly the simplest DCF model assumes that 
dividends will grow at the same rate (g) into the indefinite future Under this 
assumption the value of a share of stack is 

__- 
'See Williams 1731 or Gordon 1401 far dtwuutw of models oI  chis qx 

"See Malkiel 1631 for the presentation of a model ol this l!pc 

*See Molodovrli) Ma?. and Chotiingcr 1671 for chc pracnution of a model or thls type 
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402 PART Ill SECURITY AG4tY51S A Y D  PORTFOLIG THEORY 

Using the formula for the sum of a geometric progression.l" 

u p =  - 
k -g  

(15 5) 

This model states that the price of a share of stock should be equal to next 
year.s expecred dividend divided by the difference between thc appropriate dis- 
count rate for the stock and its espected long term groulth rate Alternative\!. this 
model can be stated in terms of the rate of return on a stock as 

k = D ! ' P r p  

__ .TLe-c_~@nt growth -_I_ model . ~ . "  is often defended as tbe model-that aris$?J=the 
fallowineassumprions: The firm will maintain a stable dividend policy Ikeep iE_ 
retention rate constant) and earn a srabie retufn on neu equit? investmen1 over 

stand for the rate of return the firm will earn on all neu investments. and I ,  stand 
for investment at 1. we per a very simple expression for growth. The formula 
requires an estimate of the growth in dividends over time We can derive an 
expression for the growth in dividends by first examining the grou*th in earnings 
Growth in earnings arises from the return on new iwestments We can w i t e  
earnings at any moment as 

2. 4 
Cl 

-. -.--. . . . 
. 

--. time. If we let b stand for the fraction of earnings retained within the firm. r *.a . 

E n =  E , - ,  + r l , -  I 

If the firm's retention rate is constant. then 

___--____I --- 
I' The sum of a geometric progression is p e n  h! 

Sum = First term [ I  -[common rmo)'l'[ 1 -common ratio) 
shcre ti is the number of terms over uhich \\c are summing For thls model ue ha\e 

P =  
I - A  

as A goes 10 infinit! and 

Thus. 
pected to 
expectatic 
model. TI 
(perhaps 

! 

Su bst i t uti 

Analyslr I 
dttidc both 

p e s  10 zero, we obtain the formula in the lex! 
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Growth in earnings is the percentage change in earnings. 01 

Since a constant proportion of earnings is assumed to be paid out each year. the 
growth in earnings equals the growth in dividends. or 

g , = g , = r b  

Using this expression for growth, we can rewrite Equations (15.5) and (15.6) asii 

n p=- 
k - r b  

D k = - + r b  P (15.5b) 

It is worthwhile examining the implications of this model for the growth in stock 
prices over time. The growth in stock price is 

Recognizing that P, can be defined by Equation (1S.Sb) and that P,. is also 
given by Equation (15.5b) except that D must be  replaced by D(1 -t. hr). we find 

g, = br 

Thus. under the one-period model dividends, earnings and prices are all ex- 
pected to  grow at the same rate. It might be worthwhile IO point out the key role 
expectations about the future profitability of investment opportunities play in this 
model. The rate af return on new investments can be expressed as a fraction 
(perhaps larger than one) of the rate of return security halders require. or 

r=ck  

Substituting this in Equation (15.6) and rearranging 

( 1 - b ) E  
(1 -Cb)P 

k =  

- -__--_. 

“Analysts lrequently like IO work in 1em5 of price earnings rnulriplei Since D = ( 1  - b ) E ,  if we 
divide both sides of Equation (15.5b) b! earnings, we have 

P 1 - b  
z=k-br 
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Notice that if  the firm has no extraordinan investment opportunities (r  = k), 
then c = 1 and the rate of return that securin hol&rs require is simp11 the inverse 
-of the stock"s price earnings ratio. On the other hand. if the firm has investment 
opportunities that are expected to offer a return above that required by the firm's 
stockholders . (c>l ) ,  the earnings price ratio at uhich the firm sells will be below 
the - .  . rate of return required by investors.': 

Let us spend a moment examining hou the sin~$e-periad model might he used 
to select stocks One way is to predict next year's dividends. the firm's long term 
growth rate, and the rate of return stockholders require for holding the stock. 
Equation (15.5) could then be solved for the theoretical price of the stock that 
could be compared with its present price. Stocks thas have theoretical prices 
above their actual prices are candidates for purchase; those ui th  theoretical prices 
below their actual price are candidates for sale. p e  same procedure could be 
followed using the equation in footnote 11 with rcspect to price earnings ratios. 

Another way to use the DCF approach is to find the rate of return implicit in 
the price at which the stock is now setling. This can be done by substituting the 
current price. estimated dividend, and estimated p R - t h  rate into Equation (15.6) 
and solving for the discount rate that equates the present price with the expected 
flow of future dividends. If this rate is higher than the rate of return considered 
appropriate for the stock, given its risk, it is a candidate for purchase. 

We illustrate the use of the singie-period modd with a simple example. In the 
recent past, IBM's stock was selling for $65 a share. At that time IBM's earnings 
were $3.99 per share and it paid a $2.00 dividend. At that time a major brokerage 
firm was estimating IBM's long term growth rate at 125 and its dividend payout 
rate at SO?%. If we assume 13% is an appropriate discount rate for IBM. we 
would compute a theoretical price of 

While IBM's stock would seem to be undervalued selling at 665 a share. notice 
the sensitivity of this valuation equation to both rhe estimate of the appropriate 
discount rate and the estimate of the long r e m  grcrwrh rate. For example. if IBM s 
growth rate was estimated to be 9% rather than E%-. its theoretical price would 
be 1/4 as large or $50. 

I t  seems logical to assume that firms which haw p m n  at a ver! high rate will 
not continue to d o  so into the infinite future. Likovise. firms tvith ver! poor 
growth might improve in the future. \i'hile a sing% growth rate can he found that 

--- - -r___. 

"For a detailed analysis of the roll that investment 0pponun-k pl? in 1hc saluation of secunwes 
see Ellon and GNher 1321 
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Information received since the Federal Open Market Committee met in December 
suggests that the economy has been expanding moderately, notwithstanding some 
slowing in global growth. While indicators point to some further improvement in overall 
labor market conditions, the unemployment rate remains elevated. Household spending 
has continued to advance, but growth in business fixed investment has slowed, and the 
housing sector remains depressed. Inflation has been subdued in recent months, and 
longer-term inflation expectations have remained stable 
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The Committee expects economic growth over coming 
quarters to be modest and consequently anticipates that 
the unemployment rate will decline only gradually toward 
levels that the Committee judges to be consistent with its 
dual mandate. Strains in global financial markets continue 
to pose significant downside risks to the economic 
outlook. The Committee also anticipates that over coming 

quarters, inflation will run at levels at or below those 
consistent with the Committee's dual mandate. 

To support a stronger economic recovery and to help 
ensure that inflation, over time, is at levels consistent with 
the dual mandate, the Committee expects to maintain a 

highly accommodative stance for monetary policy. In particular, the Committee decided 
today to keep the target range for the federal funds rate at 0 to 114 percent and currently 
anticipates that economic conditions--including low rates of resource utilization and a 
subdued outlook for inflation over the medium run-are likely to warrant exceptionally low 
levels for the federal funds rate at least through late 2014. 
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The Committee also decided to continue its program to extend the average maturity of its 
holdings of securities as announced in September. The Committee is maintaining its 
existing policies of reinvesting principal payments from its holdings of agency debt and 
agency mortgage-backed securities in agency mortgage-backed securities and of rolling 
over maturing Treasury securities at auction. The Committee will regularly review the size 
and composition of its securities holdings and is prepared to adjust those holdings as 
appropriate to promote a stronger economic recovery in a context of price stability 
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Voting for the FOMC monetary policy action were: Ben S Bernanke, Chairman; William C 

Dudley, Vice Chairman; Elizabeth A. Duke; Dennis P Lockhart; Sandra Pianalto; Sarah 

Bloom Raskin; Daniel K Tarullo; John C. Williams; and Janet L Yellen. Voting against the 

action was Jeffrey M Laclter, who preferred to omit the description of the time period over 
which economic conditions are likely to warrant exceptionally low levels of the federal 

funds rate. 
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FEDERAL RESERVE statistical release 

2012 
Jan 23 

H.15 (519) SELECTED INTEREST RATES 
Yields in percent per annum 

2012 2012 2012 2012 
Jan 24 Jan 25 Jan 26 Jan 27 

Instruments 

Federal funds (effective)' * 
Commercial Paper3 

Nonfinancial 
I-month 
2-month 
3-month 

I-month 
2-month 
3-month 

CDs (secondary market)3 

Financial 

I-month 
3-month 
6-month 

I-month 
3-month 
6-month 

Bank prime loan' 
Discount window primary credit' lo 

US. government securities 

4-week 
3-month 
6month 
1 -year 

Nominali1 

Eurodollar deposits (L~ndon)~  

Treasury bills (secondary market)3 

Treasury constant maturities 

I-month 
3-month 
6-month 
I-year 
2-year 
3-year 
5-year 
7-year 
IO-year 
20-year 
30-year 

Inflation indexedi2 
5-year 
7-year 
IO-year 
20-year 
30-year 

Interest rate swaps14 
Inflation-indexed long-term average13 

1 -year 
2-year 
3-year 
4-year 
5-year 
7-year 
IO-year 
30-year 

Corparate bonds 
Moody's seasoned 

AaaI5 
Baa 

State & local bondsI6 
Conventional mortgagesi7 

0.09 

0.09 
0.1 1 
0.15 

0.12 
n.a. 
0.23 

0.19 
0.37 
0.57 

0.35 
0.50 
0.70 
3.25 
0.75 

0.03 
0.04 
0.07 
0.1 1 

0.03 
0.04 
0.07 
0.12 
0.26 
0.39 
0.93 
1.51 
2.09 
2.82 
3.15 

-0.84 
-0.46 
0.02 
0.66 
0.84 
0.54 

0.54 
0.58 
0.71 
0.95 
1.23 
1.72 
2.20 
2.87 

3.91 
5.33 

0.09 

0.07 
0.12 
0.12 

0.1 1 
0.10 
0.21 

0.19 
0.37 
0.57 

0.35 
0.50 
0.70 
3.25 
0.75 

0.02 
0.04 
0.07 
0.1 1 

0.02 
0.04 
0.07 
0.12 
0.24 
0.39 
0.92 
1.49 
2.08 
2.82 
3.15 

-0.89 
-0.50 
-0.01 
0.62 
0.82 
0.53 

0.55 
0.59 
0.72 
0.95 
1.23 
1.71 
2.19 
2.86 

3.92 
5.33 

0.08 

0.09 
0.13 
0.12 

n.a. 
n.a. 

0.32 

0.19 
0.36 
0.56 

0.35 
0.50 
0.70 
3.25 
0.75 

0.03 
0.04 
0.07 
0.1 1 

0.03 
0.04 
0.07 
0.12 
0.22 
0.34 
0.81 
1.40 
2.01 
2.78 
3.13 

-1.02 
-0.62 
-0.12 
0.53 
0.76 
0.45 

0.55 
0.58 
0.70 
0.94 
1.21 
1.69 
2.17 
2.85 

3.93 
5.32 

0.08 

0.08 
0.1 1 
0.15 

0.12 
n.a. 
n.a. 

0.19 
0.36 
0.56 

0.35 
0.50 
0.70 
3.25 
0.75 

0.04 
0.05 
0.08 
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otnotes 

1, The daily effective federal funds rate is a weighted average of rates on brokered trades. 
2 Weekly figures are averages of 7 calendar days ending on Wednesday of the current week; monthly figures include each calendar day 

3. Annualized using a 360-day year or bank interest 
4. On a discount basis. 
5. Interest rates interpolated from data on certain commercial paper trades settled by The Depository Trust Company. The trades 

represent sales of commercial paper by dealers or direct issuers to investors (that is, the offer side). The I-, 2-, and 3-month rates are 
equivalent to the 30-, 60-, and 90-day dates reported on the Board's Commercial Paper Web page (www.federalreserve.gov/releases/cpl). 

6. Financial paper that is insured by the FDIC's Temporary Liquidity Guarantee Program is not excluded from relevant indexes, nor is any 
financial or nonfinancial commercial paper that may be directly or indirectly affected by one or more of the Federal Reserve's liquidity 
facilities. Thus the rates published after September 19, 2008, likely reflect the direct or indirect effects of the new temporary programs and, 
accordingly, likely are not comparable for some purposes to rates published prior to that period. 

in the month. 

7. An average of dealer bid rates on nationally traded certificates of deposit. 
8. Source: Bloomberg and CTRB ICAP Fixed Income & Money Market Products. 
9. Rate posted by a majority of top 25 (by assets in domestic offices) insured U S  -chartered commercial banks. Prime is one of several 

IO .  The rate charged for discounts made and advances extended under the Federal Reserve's primary credit discount window program, 
base rates used by banks to price short-term business loans. 

which became effective January 9, 2003. This rate replaces that for adjustment credit, which was discontinued after January 8, 2003. For 
further information, see www.federalreserve.gov/boarddocs/press/bcreg/2002/200210312/default.htm. The rate reported is that for the 
Federal Reserve Bank of New York. Historical series for the rate on adjustment credit as well as the rate on primary credit are available at 
www.federalreserve.gov/releases/h 15ldata.htm. 

11 I Yields on actively traded non-inflation-indexed issues adjusted to constant maturities. The 30-year Treasury constant maturity series 
was discontinued on February 18, 2002, and reintroduced on February 9, 2006. From February 18, 2002, to February 9, 2006, the US. 
Treasury published a factor for adjusting the daily nominal 20-year constant maturity in order to estimate a 30-year nominal rate. The 
historical adjustment factor can be found at www.treasury.gov/resource-center/data-chart-center/interest-rates/. Source: US. Treasury. 

on both nominal and inflation-indexed yields may be found at www treasury.gov/resource-center/data-chart-center/interest-rates/. 
12. Yields on Treasury inflation protected securities (TIPS) adjusted to constant maturities. Source: US. Treasury. Additional information 

13. Based on the unweighted average bid yields for all TIPS with remaining terms to maturity of more than 10 years. 
14. International Swaps and Derivatives Association (ISDAQ) mid-market par swap rates. Rates are for a Fixed Rate Payer in return for 

receiving three month LIBOR, and are based on rates collected at 11 :00 a.m. Eastern time by Garban Intercapital plc and published on 
Reuters Page ISDAFIXQI I ISDAFIX is a registered service mark of ISDA. Source: Reuters Limited. 

these rates are averages of Aaa industrial bonds only, 
15. Moody's Aaa rates through December 6, 2001, are averages af Aaa utility and Aaa industrial bond rates. As of December 7, 2001, 

16. Bond Buyer Index, general obligation, 20 years to maturity, mixed quality; Thursday quotations. 
17. Contract interest rates on commitments for fixed-rate first mortgages. Source: Primary Mortgage Market Survey@ data provided by 

Freddie Mac. 

Note: Weekly and monthly figures on this release, as well as annual figures available on the Board's historical H.15 web site (see below), 
are averages of business days unless otherwise noted. 

Current and historical H. 15 data are available on the Federal Reserve Board's web site (www.federalreserve.gov/). For information about 
individual copies or subscriptions, contact Publications Services at the Federal Reserve Board (phone 202-452-3244, fax 202-728-5886) 

Description of the Treasury Nominal and Inflation-indexed Constant Maturity Series 

Yields on Treasury nominal securities at "constant maturity" are interpolated by the US. Treasury from the daily yield curve for 
non-inflation-indexed Treasury securities This curve, which relates the yield on a security to its time to maturity, is based on the closing 
market bid yields on actively traded Treasury securities in the over-the-counter market. These market yields are calculated from composites 
of quotations obtained by the Federal Reserve Bank of New York The constant maturity yield values are read from the yield curve at fixed 
maturities, currently 1,3, and 6 months and 1, 2, 3, 5, 7, 10,20, and 30 years. This method provides a yield for a 10-year maturity, for 
example, even if no outstanding security has exactly 10 years remaining to maturity. Similarly, yields on inflation-indexed securities at 
"constant maturity" are interpolated from the daily yield curve for Treasury inflation protected securities in the over-the-counter market. The 
inflation-indexed canstant maturity yields are read from this yield curve at fixed maturities, currently 5, 7, 10, and 20 years. 

http://www.federalreserve.gov
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WILT1 -UTILITY REGULATION 
Prepared by M i r i a m  A .  Tucker 

C(XPWTSSI0N STAFF REPORT: A NOTE ON TRANSACTION COSTS 
AM) THE COST OF COMHON EQUITY FOR A PUBLIC UTILITY 

By David S .  Habrl 

It i s  not  unusual f o r  a u t i l i t y  company t o  make an upward adjustment 
t o  i t s  e s t i m a t e  o f  t h e  cos t  of common equiry t o  recognize the f a c t  t h a t  
the  u t i l i t y  pays a l l  the expenses, including brokerage f e e s ,  a s s o c i a t e d  
w i t h  a new (primary) i s sue  of common stock.2 A s  a group, these  expenses 
a r e  r e fe r r ed  t o  as f l o t a t i o n  c o s t s .  The purpose of t h i s  a n a l y s i s  is t o  
i n t e g r a t e  a l l  marke t  t r ansac t ion  c o s t s  wi th in  the b a s i c  discounted cash 
flow (DCF) model. S p e c i f i c a l l y ,  a model is developed which i n c o r p o r a t e s  
b o t h  t h e  f l o t a t i o n  c o s t s  i n c u r r e d  by the f i r m  when new s tock  is i ssued  
and the brokerage f ees  pa id  by the purchaser i n  the secondary market. 

Although t h e  percentage increase  i n  the  c o s t  o f  common equ i ty  c a l l e d  f o r  
by the  f l o t a t i o n  c o s t  adjustment may be s m a l l ,  t h r ee  t o  10 p e r c e n t ,  t h e  
r evenue  e f f e c t  o f  t h e  ad jus tmen t  can  be  m i l l t o n s  o f  Given 

Economics Sec t ion ,  U t i l i t i e s  Div is ion ,  Iowa Department  o f  Commerce. 
The author thanks Eugene Rasmussen f o r  he lp fu l  comments and s u g g e s t i o n s .  
The ana lys i s  presented he re in  does n o t  n e c e s s a r i l y  r e f l e c t  t h e  v i e w s ,  
o p i n i o n s ,  o r  p o l i c i e s  o f  t h e  N R R I ,  N A R U C ,  t h e  Iowa D e p a r t m e n t  o f  
Commerce, t h e  Iowa S t a t e  U t i l i t i e s  B o a r d ,  o r  o t h e r  NARIJC member 
commissions. 

Commissions may a l s o  make t h i s  a d j u s t m e n t .  For  example ,  FERC h a s  
included a n  a d j u s t m e n t  f o r  t h e s e  c o s c s  i n  i t s  g e n e r i c  common e q u i t y  
r e t u r n .  49 Federal  Renis ter  144, J u l y  25 ,  1984, 29967. 

For a u t i l i t y  with a 50 percent  common equi ty  r a t i o  and an income t a x  
r a t e  of 50 pe rcen t ,  an increase  i n  the  allowed r e t x r n  on common equi ty  of 
10 b a s i s  po in t s  (0 .1  percentage po in t s )  increases  the  revenue requirement 

(Footnote continues on next page) 
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t h i s  do l lax  impact,  the proper method f o r  measuring t h i s  cos t  has  been 
discussed ex tens ive ly  i n  both the academic and t rade  l i t e r a t u r e  (Arzac 
and Marcus 1981 ,  1983,  1984, Pa t te rson  1983, and Howe 1 9 8 4 ;  Pa t t e r son  
1981,  Bierman and Hass 1984, and Brigham, Aberwold, and Garenski 1985) 
However, the  preceding works have not  considered secondary market: 
brokerage f ees  even though secondary market p r i ces  a r e  used i n  the 
appl ied DCF model. 

The ana lys i s  i s  di.vided i n t o  three  main p a r t s .  F i r s t ,  there  i s  a 
desc r ip t ion  of the r o l e  of the common equi ty  r e t u r n  i n  publ ic  u t i l i t y  
ratemaking, t h e  func t ion  of the f l o t a t i o n  cos t  adjustment,  and t h e  need 
f o r  a buyer incur red  t ransac t ion  c o s t  adjustment.  Next, the  d e r i v a t i o n  
of the  f u l l y  in t eg ra t ed  DCF model and a comparison of t h i s  model wi th  the 
unadjusted DCF model i s  found. F i n a l l y ,  an empirical  es t imate  of t he  
complete t r a n s a c t i o n  cos t  adjustment i s  presented.  

- Cost of Common E q u i t y  i n  U t i l i t x  Ratemakinp; 

The r o l e  o f  t h e  common equi ty  r e t u r n  i n  publ ic  u t i l i t y  ratemaking is  t o  
genera te ,  ceter is  par ibus ,  an expected r e t u r n  suf f ic ien t -  t o  compensate 
the common equ i ty  owners f o r  the r i s k s  assumed i n  t h e i r  ownership 
i n t e r e s t  i n  t he  company,4 This is  analagous t o  the  concept of  a normal 
p r o f i t  i n  economic theory.  The problem faced by economists and 
commissions a l i k e  is how t o  measure t h i s  c o s t .  In u t i l i t y  r a t e  
proceedings,  a common method used i s  discounted cash flow (DCF). 

The DCF method is based on the propos i t ion  t h a t  the  observed market p r i c e  
of a share  o f  common stock s imply  represents  the present  value of  i t s  
expected income stream, i . e . ,  the  market p r i c e  o f  the s tock  i s  given by: 

(Footnote continued from previous page) 

by $1 mi l l ion  f o r  each b i l l i o n  d o l l a r s  o f  r a t e  base ,  For example, an 
increase  i n  the  allowed r e t u r n  on common equi ty  from 14.00 t o  14.70 
percent  (a  f i v e  percent  increase)  w i . 1 1  l ead  t o  a $3 .5  mi l l i on  revenue 
increase  f o r  a u t i l i t y  with the  above descr ibed c a p i t a l  s t r u c t u r e  and 
income t a x  r a t e  and a $500 mi l l i on  r a t e  base ,  See a l s o  Arzac and Marcus 
1982.. 

3d, 2 9 7 .  
See, f o r  example, " R e  Area Rate Proceedings f o r  Permian Basin," 75 PUR 
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, 

where : Po = current mark.et price of the stock; 

Do - current indicated annualized dividend per share; 
g 

k, the investors' subjective discount rate which represents 

= expected long run dividend growth rate; 

the investors' expected return; 

t =. time. 

Equation (1) can be solved for k, if it is assumed that k, > g.5 
yields the general form of the model presented in utility rate cases 

This 

In equation (2) the market-determined cost of common equity is equal to 
the dividend yield plus the expected long-term growth in dividends.s 

In a world without transaction costs, allowing the utility to earn k, on 
the common equity portion of its rate base would generate sufficient 
earnings to allow common equity holder expectations of dividend payments 
and growth to be met. This results automatically because the amount of 
funds provided by the common equity owners is exactly equal to the amount 
of common equity funds invested in rate base. However, stock 
transactions are not costless. When a firm issues new stock, it 
traditionally pays the issuance expenses (flotation costs) out of the 
proceeds received. Thus, all of the funds provided by the common equity 
owners are not available for investment in rate base. Allowing the 
utility to earn k, on a smaller rate base will not generate earnings 
sufficient to cover common equity owners' expectations concerning 
dividend payments and growth. In other words, the cost of common equity 
from the firm's point of view i s  greater than that given by equation (2 ) ,  
the investors' point of view. 

General. observation of the market place indicates that this is a 
reasonable assumption. If the converse were true. the rational investor 
would be willing to pay an infinitely large price f o r  the share; observed 
market prices are always less than this. ' Some analysts use a discrete form of the DCF model for regulatory 
purposes based on the argument that dividends are received quarterly 
rather than continuously. However, it can be demonstrated that a firm 
that earns its "k" as determined by equation (2 )  on a daily or continuous 
basis will. generate a dividend stream to the common investor that is 
completely consistent with the dividend stream implicit in the discrete 
form of the model. 
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On the  o ther  s i d e ,  t he  s tock p r i c e  u s e d  i n  r a t e  c a s e s  i s  b a s e d  on  t h e  
s e c o n d a r y  ( i . e . ,  non-new i s s u e )  market  p r i c e  o f  t h e  f i r m ' s  common 
s t o c k . 7  These secondary market p r i ces  do not  include the brokerage f e e s  
p a i d  by t h e  purchaser .  Hence, the a c t u a l  p r i c e  pa id  by the purchaser i s  
underestimated while the dividend y i e l d  po r t ion  of e q u a t i o n  ( 2 )  and  t h e  
common equ i ty  owners' expected r e t u r n ,  k,, a r e  overestimated. 

The end r e s u l t  i s  t h a t  a f l o t a t i o n  c o s t  a d j u s t m e n t  h a s  t h e  e f f e c t  o f  
i n c r e a s i n g  the  est imate  of the cos t  of common equi ty  while an adjustment 
f o r  the brokerage fees  paid by the purchaser i n  the  secondary marke t  h a s  
t h e  e f f e c t  o f  d e c r e a s i n g  t h e  e s t i m a t e  of  t h e  c o s t  o f  common equi ty .  
These adjustments can be expected t o  be p a r t i a l l y  o f f s e t t i n g ,  bu t  t he  n e t  
e f f e c t  cannot be determined on an a p r i o r i  b a s i s .  

The Model -- 
A r z a c  and  Marcus ( 1 9 8 1 ) ,  Bierman and Hass (L984) ,  Howe (1984), and 
Pa t te rson  (1983) g e n e r a l l y  t r e a t  t h e  f l o t a t i o n  c o s t  a d j u s t m e n t  as  a n  
a d j u s t m e n t  t o  t h e  f i r m ' s  a l lowed r e t u r n  as  opposed t o  an adjustment t o  
the  market c o s t  of common equi ty .  The pu rpose  of  t h e  a d j u s t m e n t  i s  t o  
a l l o w  t h e  f i r m  t o  g e n e r a t e  t h e  income s t r e a m  t h a t  would e x i s t  i n  the  
absence of f l o t a t i o n  c o s t s .  Bierman and Hass (1984) and Howe (1983) a l s o  
p ropose  t h e  a l t e r n a t i v e  of simply t r e a t i n g  these  cos t s  as expense items 
and inc luding  them i n  the general  cos t  of s e r v i c e  w i t h o u t  an  a d j u s t m e n t  
t o  t h e  f i r m ' s  allowed re turn .  That i s ,  i n  t h i s  case ,  the allowed r e t u r n  
would be s e t  equal  t o  the inves to r ' s  expected r e t u r n  a s  given by equat ion 
(2) - 
The approach taken i n  developing the t reatment  o f  f l o t a t i o n  c o s t s  i n  t h i s  
model i s  a hybr id  of the approaches taken by these  wri ters .  These c o s t s  
a r e  t r e a t e d  as a r e c u r r i n g  i t e m  o r  "expense"  as  by Bierman and  H a s s  
(1984)  and Howe (1983),  bu t  the recovery of t h i s  i t e m  i s  in t eg ra t ed  i n t o  
the  inves to r ' s  expected income stream as  s u g g e s t e d  by Arzac and Marcus 
(1981). This t reatment  f a c i l i t a t e s  the  i n t e g r a t i o n  of the e f f e c t s  of the 
f l o t a t i o n  c o s t s  and brokerage fees  on the cos t  of common equi ty .  

From t h e  s t o c k h o l d e r ' s  p o i n t  o f  view, the f l o t a t i o n  cos t  allowance has 
the  impact  of assur ing  t h a t  t o t a l  common e q u i t y  w i l l  n o t  d e c r e a s e  a s  a 
r e s u l t  o f  the expenses associat-ed with the issuance o f  new common s tock .  
Thus, t h e  expected dividend stream w i l l  remain unchanged whether  o r  n o t  
new common s t o c k  is i s s u e d .  However, i f  t h e  f i r m  i s  e x p e c t e d  t o  
cont inuously i s sue  new common s tock ,  the  i n v e s t o r s  w i l l  p e r c e i v e  t h e i r  

I- 

Estimates o f  the p r i c e  used i n  the dividend y i e l d  ca l cu la t ion  range 
from v a r i a n t s  o f  t h e  average  p r i c e  during the  t e s t  per iod t o  a cu r ren t  
spo t  p r i c e .  
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shares  as having two income streams,  the expected dividends and the 
recovery of t h e  f l o t a t i o n  expenses. 

Recovery of the  f l o t a t i o n  expenses means the inves to r s '  cu r ren t  dividend 
expectat ion continues t o  be r e f l e c t e d  by Do. The dividend (Do) i s  paid 
d i r e c t l y  t o  the  inves tors  while the recovery of the f l o t a t i o n  expenses 
accrues t o  r e t a ined  earnings t o  maintain common equi ty  a t  i t s  i n i t i a l  
l e v e l .  Assuming no inves tor - incur red  brokerage f e e s ,  t he  DCF model 
cons i s t en t  with these percept ions can be wr i t t en  as: 

where : Bo - Current book common equi ty  per  outs tanding share ;  

f - Flo ta t ion  cos t s  as a f r a c t i o n  of gross  proceeds; 

s - The issuance r a t e  measured a s  e x t e r n a l  annual n e t  
proceeds as a f r a c t i o n  of cu r ren t  common equi ty .  

The second term i n  parentheses i n  the  numerator of t he  r i g h t  hand s i d e  of 
t he  equation represents  the income stream per cu r ren t  share  needed t o  
o f f s e t  t he  expected f l o t a t i o n  c o s t s . *  Under these condi t ions  the  
inves tors '  expected r e t u r n  can be ca lcu la ted  as: 

The repor ted  secondary market p r i c e ,  €o r  example, t he  p r i c e  repor ted  i n  
t h e  Wall S t r e e t  Journa l ,  does not include the brokerage fees paid by the  
purchaser i n  the secondary market. 
t he  observed market p r i c e  t o  determine the  f u l l  p r i c e  pa id  by the 
purchaser .  
are a f i x e d  proport ion of t he  market value of the  s tock .  

Thus, brokerage f e e s  must be added t:o 

A s  a f i r s t  approximation, it can be expected t h a t  these  f ees  
Let t ing  "c" 

The term (sB / l - f )  i.s the  gross proceeds pe r  cu r ren t  common share .  
Multiplying i t  8y "f" gives  the d o l l a r  value of the f l o t a t i o n  c o s t s .  
measure i t s e l f  i s  a t ransformation of the f l o t a t i o n  c o s t  measure 
developed by Arzac and Marcus (1981,  1201). 

The 
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represent the brokerage fees as a proportion of the market price, 
equation ( 3 )  can be rewritten as: 

r 1 

Solving (5) for k, yields: 

1 t. d 
k,- "[-I Po l + c  + g  

where d - [f/(l-f)] s Bo/Do; that is, d is the expected issuance expense 
per outstanding share as a fraction of the current indicated dividend per 
share. 

This estimate, k,, is the most precise estimate of the investor's 
expected return. It takes into account both the flotation costs incurred 
by the firm and the brokerage fees paid by the investor. The value o f  k, 
will be greater than, equal to, or less than k, (the unadjusted estimate 
of the investor's expected return from equation (2) when:g 

> d - c  < 

Equation ( 6 )  can be written as: 

k, = - I 

( 7 )  

and the results in equation (7 )  follow directly. 
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The adjustment i t s e l f  a l so  makes i n t u i t i v e  s e n s e .  A s  c an  be  s e e n  from 
e q u a t i o n  ( 8 )  , b u y e r - p a i d  t r a n s a c t i o n  c o s t s  c e t e r i s  par ibus reduce the 
s tock  p r i c e  while recovery of f i rm-paid s e l l i n g  cos t s  increases  the s tock 
p r i c e  (and v i ce  ve r sa ) .  

EmDirical ApDlication 

The group of f i rms t h a t  provide t h e  b a s i s  € o r  t h e  S t a n d a r d  and  P o o r ' s  
E l e c t r i c  Power Company Stock P r i ce  index is  used t o  examine the  magnitude 
of a comple te  t r a n s a c t i o n  c o s t  a d j u s t m e n t .  A l l  o f  t h e  r e l e v a n t  
information f o r  t h e s e  f i r m s  i s  a v a i l a b l e  i n  var ious  i s sues  of Moody's 
P u b l i c  U t i l i t v  Manual.  A n  e s t ima te  of t h e  b r o k e r a g e  f e e s  p a i d  by 
purchasers  i n  the  secondary market i s  obtained from the  S E C ' s  "Commission 
Rate Trends, 1975-81." 

Table 1 contains  the t r ansac t ion  c o s t  adjustment f o r  each o f  the  f i rms i n  
the  S & P E l e c t r i c  Power Company group f o r  1981, the  l a s t  year  €o r  which 
S E C  b r o k e r a g e  commission da ta  i s  ava i l ab le .  The obvious r e s u l t  is t h a t  
t h e  f u l l  t r ansac t ion  cos t  adjustment (Habr o r  H-ad jus tmen t )  i n  column 
( 7 )  i s  much s m a l l e r  t h a n  t h e  ad jus tmen t  (column ( 8 ) )  p roposed  by 
Pa t t e r son  (1981, 1983) and Brigham e t  a l .  (1985), t he  P a t t e r s o n ,  Brigham 
-- e t  a l .  o r  P-B adjustment) .  

The reason f o r  t h i s  d i f fe rence  i s  two-fold.  F i r s t  (and  most  o b v i o u s ) ,  
t h e  H-adjus tment  t a k e s  i n t o  a c c o u n t  t he  brokerage commissions pa id  by 
secondary market  p u r c h a s e r s .  The second ,  l e s s  o b v i o u s ,  r e a s o n  i s  a 
r e s u l t  o f  t h e  i m p l i c i t  a s s u m p t i o n  i n  t h e  P - B  a d j u s t m e n t  t h a t  t h e  
aggregate  amount of each y e a r ' s  new common e q u i t y  i s s u e  i s  e x p e c t e d  t o  
equal  the  aggregate amount of common dividends paid.  

This  i m p l i c i t  assumption i s  made c l e a r  by a n a l y z i n g  e q u a t i o n s  ( 9 )  and 
( 1 0 )  be low,  Equa t ion  ( 9 )  r e f l e c t s  the e f f e c t s  o f  the  company-incurred 
f l o t a t i o n  cos t s  from the H-adjustment while equat ion (10) r e f l e c t s  the  P-  
B adjustment . 
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TABLE 1 

ESTIMATION OF THE TRANSACTION COST ADJUSTMENT 
USTNG DATA ENDING IN 1981 

H-Adjust-  P-B 
mt Adjust- 

Arrerican Elecbric 
PaJer 3.496% 2.6cos $20.58 $ 2.26 1.038577 1.008396 1.ooc118 1.03623 

Baltinnre Gas & 
Electric 3 * 493 2.201 30.75 2.68 1.039141 1.008396 1.00074 1.03619 

central an3 South 
West corporatian 3.0U 3.672 17.59 1.58 1.012693 1.008396 1.00426 1.03106 

3.824 1.709 

3.592 0.797 

4.062 2.541 

3.601 5.069 

3.856 4.162 

2.514 4.942 

3.119 4.973 

4.118 3.200 

26.69 2.80 

23.73 1.48 

18.14 1.68 

18.72 1.9 

23.35 2-20 

17.76 1.52 

17.74 1.66 

17.40 1.64 

1.036476 1.038396 .99810 

1. W+759 1.008396 .99639 

1,011615 1.008396 1.00319 

1.023635 1.0%396 1.Ol.511 

1.017719 1.008396 1.00925 

1.014888 1.008396 1,00644 

1.017111. 1.008396 1.00864 

1.014580 1.008396 1.006U 

1.03976 

1.03726 

1.04234 

1.03736 

1.04011 

1.02579 

1.03219 

L a 2 9 5  

&io Edison 3.655 3.766 16.U 1.76 1.0L3089 1.008396 1.00465 1.03794 

Pacific Gas & Electric 3.3l.l 0.803 15.08 1.36 1.003047 1.008396 .99470 1.03424 

Mldelphia Electric 3.663 1.627 18.57 2.00 1.005743 1.008396 .99737 1.03802 

Public Service Electric 
&Gas 3.026 3.820 26.99 2.44 1.Ol3184 1.008396 1.W7.5 1.03120 

public service o f  
IndiaM. 3.335 3.660 24.87 2.60 1.012076 1.008396 1.00365 1.03450 

scuthern cazifornia 
Edison 2.789 4.241 16.05 1.62 1.012058 1.008396 1.00363 1.02869 



TABLE 1 (continued) 

Using Data Ending i n  1981 
Estimation of the Transaction C o s t  Adjustment 

Southern CcorpPrV 3.115% 4.819% 16.54 $ 1.62 1.015815 1.008396 1.00736 1.03215 

Texas Tltilities 2.578 4.365 22.06 1.88 1.013551 l.CO8396 1.00511 1.02646 

Average 3.377 3.314 20.G 1.91. 1.012093 1.008396 1.00367 1.03497 

Stardard Deviation (.co(197) (.00495) 
._I ______..- .".-._.- -. 

* Bmk valw an? indicated dividend have been Bdjusted to reflect stock spl i ts  through June of 1985. 

Equat ion  (10) i s  s imply  a s p e c i a l  ca se  o f  e q u a t i o n  ( 9 )  where i t  i s  
assumed t h a t  the  issuance r a t e  times the book value- to-dividend r a t i o  i s  
equal t o  one. For t h i s  product: t o  be one,  t h e  n e t  p roceeds ,  sB,, must 
equa l  t h e  d i v i d e n d ,  Do. This  i s  equiva len t :  t o  t h e  p r e v i o u s l y  noted 
assumption t h a t  expected aggregate amount o f  new common equi ty  i s s u e d  i s  
equal t o  the expected aggregate payment o f  common dividends. 

Another implicat ion of these r e s u l t s  i s  t h a t  r e g u l a t o r y  b o d f e s  t h a t  do 
n o t  make an a l lowance  f o r  e i t h e r  f l o t a t i o n  cos t s  or brokerage fees  a re  
not  committing a major  error. The average  H-adjus tment  f o r  t h e  S & P 
e l e c t r i c  companies i s  not s ign i f i can t ly  di .fferent from one, t he  value of 
the H-adjustment t h a t  has no impact on the dividend y i e l d ,  

Although t h e  s i z e  of t h e  ad jus tmen t s  i n  Tab le  1 may seem r e l a t i v e l y  
small ,  i n  e f f e c t  t he  P - B  adjustment  i s  approx ima te ly  9 . 5  t imes  l a r g e r  
t han  t h e  H-adjus tment .  For Class A & B e lectr ic  u t i l i t i e s ,  the use of 
the P - B  adjustment i n  3.981 instead of  the H-adjustment would have g iven  
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t h e  u t i l i t i e s  t h e  o p p o r t u n i t y  t o  a n n u a l l y  c o l l e c t  approximately $780 
mi l l i on  i n  add i t iona l  revenues. lo  

The f o r e g o i n g  h a s  demons t r a t ed  t h a t  i t  i s  p o s s i b l e  t o  d e v e l o p  a n d  
e s t i m a t e  a marke t -based  c o s t  o f  common equi ty  for pub l i c  u t i l i t i e s  t h a t  
takes i n t o  account both the f l o t a t i o n  c o s t s  p a i d  by t h e  f i r m  when new 
s h a r e s  a r e  issued and the  brokerage fees  pa id  by purchases o f  the f i rm ' s  
shares  i n  the  secondary marke t .  A major  implicat ion o f  t h i s  model (and  
t h e  e m p i r i c a l  r e s u l t s )  i s  t h a t  the use o f  P - B  type adjustment leads t o  
s i g n i f i c a n t  e r r o r s  and gives  u t i l i t i . e s  the 0 p p o r t u n i . t ~  t o  c o l l e c t  l a r g e  
d o l l a r  amounts i n  e x t r a  revenues. 
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l o  Based on a t o t a l  r a t e  base of approxi.mately $260 b i l l i o n ,  average 1981 
S & P e l e c t r i c  group dividend y i e l d  of 12,564 percent:. an average common 
e q u i t y  r a t i o  o f  3 8 . 1  p e r c e n t ,  and a c o r p o r a t e  income t a x  rate of 50 
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Annual Total Returns 
Annual and monthly m a l  'eturns for targe conpdr ;~ stocks 
s.nall company ~ o c k s ,  long-term rorporate bcnds, toriy- 
:c3m government bonds. ,nterniei!ate-ferm government 
!mils Trezsu?/ bills, and inflation rales are foi (he fdil 

@-year time pwcld presen'ert in Appndix 6 Rose  tables 
ran ne rsea IC: comoare the peiformance If cach asset 
?ass on bo& 2 monrhly and ar annltal basis 

Real Rates versus Nominal Rates 
The cast of capiiat esbodies a numhe: of different con 
cepx 31 eienicnts of risk T m  of ?he mosi basic concopis 
tn finance are rsai and wmiaal retufas The ~omi i i a i  return 
mii ioes both the real 'sturc and ire m o x t  01 niia;ior, 

T k  re31 rate of in15:wt wpresenrs ::>e exchanys fat6 

berween cdrrenl ann hturc  pi-rchasing p c w r  An i r  

in me real rare Indrca?;s +bar 1% CGS? of c u m  
sunprton has risen :n iernis of future p o d s  I: is 7 

rare of iotercis~ :ha[ r7:asures tho oppocuniv i 

toregoing consumption 

'The re 'a t lmhip beween id rates and ncliiinai rai 

be q i e s s e d  in :he bitowing -?quation, 

IT is importaat :o noie t h a  the conversion of n3mrnal 
and real raieS is not 317 additive excess. :atber. it IS a 
geometric ualcularcon The arrthnetic sum of d:fference is 

caiculared bv adding 31 suorrx i  r g  one w n b e r  frcm The 
other As illustrated in [he above equation. the real m e  
of ; e t m  iniolves taking the georce:ric d i f f e r m e  of n e  
norniilal rale of rewn and the rat2 o'tnflation Converssiy, 
;he nominal me of :@turn can be determined by :akiig 
the geomemc run or rhe real r r e  of rervrn and the rdte 

of inflation For exavpie, i f (he rea; ia:e is 2 5  percent 
a73 the ,nffation rate is 5 0 percent, the nominal rare of 
nterest IS nor 7 5 p ~ c e n r  (2 5 v 5 0) ou' 7 625 pe:ceni 

or [ ( I  325jXi1 051-11 Siim!arly. if rbe r l m n a l  rate :s 
7 625 percent and the ir,flation :ate i s  2 5 percenr, !ne 
real ra!s IS nor 5 125 perconi ( 7  625-2 5 )  but 5 0 oercen?. 
[( I 07625: 1 025) - 1 

Discount r a w  are most seer; expressed in nominal :trrms. 
That is. they ilsiialiy have an ir;f!arion estimate included 
in them. Unlsss stated o:hervJise, rhe cosr cif c a m )  da:a 
orcssnied in (his book ars axpressed III n.-jminai ternis 

..--I -..- _- ._.- ..--... 
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Th@ h&rkQlt E3enchmofk ef%d SZe 

Although nor restricted to include only the 500 largest cornpanin. the S&P 500 is considercd a large 
company index. The returns of the SBCP 500 arc capitalization weighted, which means that the 
weight of each stock in the inrlcx, for a given monrh, is proportionate to its marker capirtfization 
(price timcs numbcr of shares outstanding) a t  the beginning of thar month. The larger companies in 
the index therefore receive the majority of the wight. The use of the NYSE “DeCiles 1-2” series 
results in an even purer large company index Yet many valuation professionals arc faced with 
valuing small companies, which historically have had different risk and return charaaeristia than 
large companies. If using a large stock index to calmlate the equity risk premium, an adjustment is 
usually nmdcd IO account for rhe diffuent risk and return characteristics of small stocks. This will be 
discussed further in Chapter 7 on the size premium. 

Tho Risk-Fm AsMtt 
The equity risk premium CZIR bc caiculaad for a variety of time horizons when &cn the choice 
of risk-frec asset to be used in the calculation. The  Stocks, Bonds, Bills, and lnflntion Yearbook 
provides equity risk premia calculations for short-, incennedipte-, and long-term horizons. The 
short., inremediare-, and long-horizon equiey risk premia are calculated using the income return 
froin 4 30-day Treasury bill, il 5-year Treasury bond, and a LO-yea~Treasury bond, rapeaively. 

Although the equity risk premia of several horizons arc available, the long-horizon equity risk 
premium is prefcrabfc For use in most businss-vslustion settings, even if an investor has a shorter 
rime horizon. Companies are entities that generally have no def ied  life span; when dccermining 
a company’s vaiue, it is important to use a long-term discount rate because thc life of the company is 
assumed ro bc infinite. For this reason, it is appropriate in rnosc cases to use the long-horizon 
equity risk premium for business valuation. 

2o.Ymu vemu5 30-Year l’ktsurlsa 
Our mahodology for estimating the long-horiznn cquiry risk premium makes use of rhe income 
return on a 20-year Treasury bond; however, the Treasury currently does not issue a 20-year bond. 
The 30-year bond &at the Treasury issued until recently is tbeoreticalIy marc c o r n  due to the fong- 
term nature of business valuation, ya fbbocsw. Associarcs insrmd creates a wries of renuns using 
bonds on the market with apptoxinztcly 20 y ~ z s  to rnaruriy. The rtsson for the use of a 20-yczr 
maturity bond is that 30-year Treasury securities have only bctn issued over the rchtivcly recent 
past, srarting in February of 1977, and have since been discontinued by the Treasury. 

Currently, the longest term security offcrcd by the Treasury is  10 years. The same reason exiscs 
for why Ihbatson doeo not use the IO-year Treasury bond; that is, a long enough history of market 
data is not available for IO-year bonds. Ibbotson Associates ha5 pcnisred in using a 20-year bond to 

keep the basis of the rime suies consistent. 

income Return 

Another point to keep in mind when calcdaring the equity risk premium is that the income return on 
the appropriate-horizon Treasury security, rather than &e coral return, i s  used in the calculation. The 
rotat return is comprised of three return components: the income return, the capital appreciation 
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return, and the reinvestment return. The income z~tum is defined as the portion of the toral return 
that results from a periodic cash flow or, in this cast, the bond coupon payment. The capital 
appreciation return results from the price change of a bond over a specific period. Bond prices 
generally change in reaction to unexpected fluctuations in yields. Reinvesmmt return is the return 
on a given month’s investment income when reinvested into the same asset class in &e subsequent 
months of the year. The income retum is thus used in the estimation of the equity risk premium 
because it represents the truly riskless portion of the return.’ 

Yields have generally risen on the long-term bond over the 192&2004 period, so i t  has 
experienced negative capital appreciation over much of this time. Graph 5-2 illustrates the yields on 
the long-term government bond scrim compared to an index of the long-term government bond 
capital appreciation. In general, as yields rase, the capital apprcciation index fell, and vice versa. 
Had an investor hcId the long-term bond to marurity, he would have realized &e yield on the bond as 
the coral r e m .  However, in a cowtant maturity portfolio, such as those used to measure h o d  
returns in this publication, bonds an: sold before maturity (at a capital loss if &e market yield has 
risen since the time of purchase). This  negative return is associated with the risk of Unanticipated 
yield changes. 
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general counsel. auditors. date ti l  the :innu4 meeting, number of stockholdc :s and 
cniplnyces and Ihc aildress ni ihc curporiitioii. 

Fiiiaiiciii! stater~ieiits iire shoiw hi dl conip:rriies. In iiddiiion. a iksrription of the 
capit:tliz;itiun of each coinpany i s  shown This includes inforinntion coiicvriiing a 
coiiipany'i long-tcrin tkhl iind ciipital stocks as well ns diiki tin wsrtants and 
suhscripiinn rights 

The facts and ligurrs selecicil fur inclusion in tlic Manual arc for the niost p:in 
hiired upaii iiiforinat;iin uhliiined directly froin the corporations or rrow stockliold- 
era' repoiis. fctleral Energy Repul;itcir) Conimissioii repuns and Securities iind 
E d w n g e  Coiiiinir%ion repuna iinif registrxiim Hwcvcr. in urdcr III assure that the 
i i i i iqiic ~ U ~ H I \ C S  of this Manual :ire realized. tlie nianncr and sciipc of the prescn,ii- 
t i i i i i  of the infurndun hiir teen determined aiilely hy Mergcnt I h i s  Munual sliuuld 
iiui hc vicu,ciI :IS ii wbuituti: fiir. hul rather :IS a miire rciidily accessiblr and 
cniiveiiiciil ailjunrt to. the inforniatiun uhich. in resycctive coiiipniiics which iire 
whject in the reporting rcquirciiiciits of the Securities and Eachiingc Commission. 
iniiy hc uhtiiiiieil h! rcfercncc IO tlic niateriiih lilid H itli the Commissiun hy such 
ci~rpuriitiuth 

Wc u 1\11 hi ackniiwlcdgc IIIC cuuperatiun received f r m  the officers of tlie curpu 
r:itinni 1 wered. ihr I:edcr;il Energy Regulator) Cuiiiiiii\\iuii aiiil t l ie Securities ;in4 
I : Y I ~ ~ L .  Cciinini\siim tis w l l  :I\ I iiriou\ ti~n~knig. hikeriige ; i d  undenvriting 
iiirtitutiuii\ 

In revising hoiid ilc\criptiiiii~. mil httxk ile\uipiiiin\ ( i f  iiidiviiluel t:uiiipniiics the 
c~h jwt ive  II:A heen III lrc xpecific iind c i i i i cw  iind edituri:il di\creunii lis\ heen iised 
Such dcscriptiiiiis iire. 111' cuuw. ;in aliriilgiiieiir and dii niit purpiirt III represent :I 
s iiiiiplrte iwinitatioii d dctiiil 

In the prcscnltdtion ol finnncial slalcnients 8s well as other srrlistical material, 
editorial jildgnietit hes hew cxcrciscd hy combining or segregating items for the 
purpose of xhieving chiiity nndlor uniformit). Also, ailcniicn is called lo thc fact 
thnt fiot all  iif the fcxiinoics to thc finanrial s ~ ~ ~ r m c n l s  E: slinwn nnd that those that 
are included ore presented in condcnscrt Tomi. 

In addition IO ihc regular text. nitention i s  ciilled to thc Special Features Section 
(hlue p a p r  iiisert) which cocrrins. :tttitmg oilicr tltings, Ihc roilowing: 

Convenihlc stocks and honds, stock purchase wamants. and participating stocks. 
Stiwk splits in 1999 and in 2uoO IO tinic of guing to press. 
Summary or Puhlic Utilily security issues sold in 1999" 
Prerenecl stocks oflering tnx advantages tu corporafc holders 
Bonds niaiuring during next five years anungcd chrunologically. and all bonds 

Non-callahlr hondi and prefcned sttxli) 
Non-relundahlc honds. 
Bond? redeemed since Inst cdititrii PI the Manuat. 
Motdy'sl I'ublic Utility Bond Yield Avcritges (hy montlis) in ciicli of four highest 

Mcxxly'sr. I'uhlic Lllility Preferred Stock Yield Averages by ntcinths front I946 to 

M(xidy'su Nnturiil Giis Coininon Stuck Averiigcs 

classified according to Mtwxly'sb Ratings 

rnting catrgorics 1919 to d:itc 

dare. 

MERGEN r puBi . i c  UTII.ITY NEWS IWPOHTS/CORPORATE NEWS 
REPORTS 

Users of this Manual :ire directed :(I Mergent Coqwriile News Kcpons which are 
published on Tucstkiy ur each wcck o n  tlic Mcrgent \vchsite I lvww fisonlinc.com) 
and prinr-d monthly Thc News Reports contain data suhsecpent tu thc puhlicutioii of 
Mergcnt Manual. liifurinaiioti conklined therein includes interim finnncisl slate- 
nietifs. pmoniicl cheiiges. iiiloriiieiion on new plants ur prtwluctb. iiicrgcr pniposals. 
descriptions of new dcht iiiid SIIK.~ issues. security offerings and announccnicnts of 
new Iinanciiigs. elc l l i i s  edition of (he Puhlic Utility Manual covcn infurmatiun 
contained in the News !!cports though Sepieiiiher 2001. 

hlERGENT/MOODY'Sa hIANUA1.S ON MICROFICLiI'. 
McrgentlMotxly'sa I'uhlic Utility Mnnual \vas iiiitiatrd in 1914" All suprsrdcd 

wluinu :ire avinlahlc uii Murdy's4 Miinuiils o n  Micrufichc . lW9 11) Date . Scrics 
I' A h  each new Mimaul i s  pulilislird. hkrgent p h i s  tu ndd i t  11) the niicrofiche 
culleciioii 

AVERAGE RA'IES 
These figures prnvide :I nicurure of the lcvcl of rcI:iil riites In :I pihen cuiiipiiiiy tlic 

rc\idcsti:il riites are tbc Iiiglicrt. rcrinnicrcial generally nitldcrately lower. and indus- 
trial inuch lower Coniparircins hetween cciiiipmies ;mil wiih the industry us a whnlc 
provide intleaes of the rclatiw Ievcl or riitcs tu each cI:i\c of ccinauiiicr hut the 
;i\eragr is  dctcrinined not only hy the actuul rates hu l  also hy avcriigc ssnpc. sinLC 
the prtmiutional schedules provide declining unit eiist 0% ciinsunrplion iiicrcascs, 
Ilicre i s  a cl i~sc conel;itiun kirvecn the nvcrcigc rille and average uwgc. the kirnicr 

I)EWIVA'lION OF EARNINGS 
The percenrugc of IICI opnrting incurnc and oper:lting revenue derived h t r  the 

sale c i f  electricity. gas. triinspirtaticin, ctc.. reveals tho: dependence or a given con!- 
piny on ciicli service A eiinipxiaiin uf thc pcrcenl:i$er (I\ ti plicd to net uperoting 
inconic nnd npcraling re\'cnue indiciites tlic coinparalive priikihlcncss r i f  the differ., 
en1 crviccs and wlicre data are uvailahle conceniing the value 4' the prupcny 
dcvuted III e:ich wrvicc. the derivatiun ur net iiperating inciimc i s  of \pcinl  interest. 

V 
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3 II 
3 07 
? w 
2 ' H I  
2 XI1 
2 71 
2 SH 
? .II 
? Ill 
I Ih 
2 Ill 
I I)? 
I X I  
I hS 
I SI1 
I .it1 
IJf1 
I 17 
I 2 1  

Sep 

1 '1'1 
1.17 

4 13'1 
4 (1) 
S I.? 
5 ?h' 
5 01 
I (I? 

5 112 
5 711 
1, 31, 
h 07 
1% ( I V  
It HIJ 
0 "IO 
X 1'1 
'I 17 
' I  511 
Ill 57 
I O  0.1 

7 *l l ,  
X :I1 
7 SI 
7 71 
'11x1 
Ill 1 :  

( I  b l  

I ,  .I(, 
lo 17 
I, ?.I 
5 I5 
5 I 1  
5 Ill 
1 i m  
1 $ 1  
111  
1 5 1 ,  
1 Ill 
4 I: 
J I R  
I I? 
5 5x1 
< I I X  
I X I 1  

. .  
x 22 

7 AI 

.I ox  

x 7 1  

7 iri  

1 x 1  

NO\ 

x 22 

x 13 
Y 2' 

x O? 
7 n7 
7 52 
7 3Y 
7 27 
7 I I  
h 96 
h A 0  
6 SJ 
6 ?h 
5 'IX 
5 h'l 
b 1'1 
5 HI; 
5 s1 
5 34 
5 I N  
I h? 
J 1X 
I I S  

3 70 
1 JX 
I .I4 
1 ?H 
1 I? 
107 

I in) 

01 
'I3 

71 
SX 
4s 
10 
I X  
II? 
'14 
x4 
hll 
57 
J'J 
47 
1X 
?I 

mi1 

.I hI 
J S? 
.I bi 
I 'If1 
5 v 4  
.I RS 
5 21 
5 5x 
A ?? 
5 xs 
7 1)l 
7 11) 
h IFJ 
7 '11 
x 1x 



NATURAL GAS INDUSTRY STOCK§ 
lInvludc\ I l ie Irnnanilh4un and distribuliiin I I I K . ~ ~  plub Ihe aluckb or inlegrutcd compuniu?, I 

Fe h 
4M.30 
462 05 
363 I 3  
351 4.1 
273 99 
3 Y 5 1  
1'13.11 
I Y Y  111 

I40 77 
IM 17 
I K O  7x 
IS?IU 
137 XS 
l 5 b 4 b  
13s 54 
125 79 
I I?(U 
'I4 27 
YO 46 

l l Y 7 1  
Ill 2H 
75 45 
73 70 
7H I O  
Id S I  
Sf, 7X 
flI 44 
70 Oh 
I 4  74 
70111 
flu 5 
70 25 
ft4 71 
hl 5'; 
6 s  'I1 
72 ns 
01 7') 
flu 7, 
hl 55 
57 I N  
4b44 
51 I15 
1x (!I 
41171 
Zb 'I? 
15 72 
?'i ?I 

I-ch 
7 72 
7 72 
7 IIX 
1 I? 
r b n i  
h 511 
0 1.1 
5 ni, 
4 'JJ 
s I l l  
? i r j  
7 111 
7 ?I 
7 52 
7 III 
h I5  
7 7f1 
7 11 
: !I1 
7 I 1  
I, (X 
In 117 
5 4 7  
4 %I 

141 
11 
115 
h I  
Id, 
5 5  
.lI 
1: 
2h 
Ih 
Ill 
h l  
00 
511 
10 
I5 
11 
I I  
I l l  

I V I  
I ' I 1  
I 1 1  
I V I  
I 3'1 

I no HI 

MARKET PRICE - WEIGHTED AVERAGE - $ PER SIIARIC 
blur 

41096 
536 25 
3hX M 

278 52 
238 I4 
lY8 26 
2111 31 
IY7A6 
13n-u  
IMI IO 
I 7~ 4n 
14') 4H 
I34 f10 
165 ?I 
137 43 
13747 
I 17 67 
')? 24 
IXJ 71 

YI x7 
711 'Ih 

77 71 
6s .I4 
SI, 71 
MI 1s 
67 44 
bS4l 
70 Y3 
0 2  4f1 
hk 117 
62 os 
f,? 57 
h S  73 
72 31  
01 '14 
fII I l l  
(4 411 

47 Ill 
s2 HI, 
1') 4x 
41 47 
17 Zf, 
.If, IU 
?'I 5s 

3sn n? 

1 1'1 '16 

7fi iw 

sn 4: 

A P ~  
465 68 
516 96 
4w.33 
36031 
31231 
253 Y2 
207 32 
IY2 52 

143.27 
165 S? 
171 R I  

138 20 
1 3 . 7 4  
134 IO 
134 An 
l l 8 S 5  
YO hS 
'JI Y7 
Ill SH 
96 112 
X I  48 
79 IIH 
79 20 
hl 53 
5s 61 
54 ?b 
(6 1x1 
h\ 5h 
11 If, 
SY u7  
b7 f9 
M IM 
6 3  u1 
65 33 
71 Sh 
f>l 4') 
61 24 
W I17 

17 'AI 
5 0  Ill 
42 1'1 
42 YJ 
111 'HI 
IfLJX 
111 I4 

w.nz 

I sn 78 

HI rii 

htay 
41767 
525 MI 
42421 
361 18 

252 so 
281.97 
188.65 
195 S6 
154,Yl 
171 23 
17H.03 

I36 47 

12Y.52 

11397 
IfU Yb 

XY 4X 
llff 65 
101 7Y 
XI.31 
7~ 11.1 
110 24 
MI Ill 
sn 31  
so 72 
M KX 
113 flY 
f,H 34 
54 till 

65 h7 
62 52 
(13 77 
711 28 
h1hl 
b3 XY 
57 32 
5'1 5 I 
.I! ?? 
4Y 'I 
43 17 
43 ?I 
?fB h7 
3h 27 
11 63 

301 12 

16s ns 

ISHIIT, 

I 3n.w 

on  IO 

Jun. 
368.87 
510 35 
421.01 
357 17 
301 19 
261 41 

I U 4 I  
205 61 
15.1 00 
IS3 w 
l6Y M 
144 XX 
IhS HZ 
l43.W 
I3S.YI 
IIW.IIX 
117r17 
X447 

l l l X  2Y 

77 72 
H5 74 
7 0  I? 
63 IU 
4X 24 
fro 77 

66 I I 
54 YS 
62 63 
60 67 
61 XH 
62 ?I 

61 '1.5 
fl3 26 
53 M 
S7 .II 
JXl15 
47 I 4  
44 I S  
41 b Z  
37 J'I 
3s 13 
31 17 

2n.i xs 

177 6n 

i o n  26 

n7 IO 

62  i n  

67 3n 

Jul 

SM I S  
421 14 
311 hX 
306 XI 
252 n2 
20s w 
198 n7 
21031 
16997 
159 42 
171 2.1 
I no 4s 
I42 w 
171 J-I 
I E 4 I  
131 I M  
I(KI0-I 

77 16 
I I 4  42 
I I2 67 
'JI I1  
77 5x 

71 60 
MI 7') 
4Y 21 
MI 47 
62Y5 

5x 81 
M) h1 
6') I I 
M 2: 
60 70 
6Y IU 
fJf, 111 
0 2 4 1  
55 X b  
SH 74 
4X 35 
4Y 17 
44 47 
41 l l  

16 51 

III nu 

n 1 ~ 1  

xi IN 

1'1 nx 
81 nn 

Aug 

636 47 
491 6 1  
3111 21 
312 ?? 
26241 
BU YY 
145 I Y  
'17 I8  
171 US 
16.1 I b 
Ifrl H X  

I 41  54 
175 73 
145 IW 
131 !PI 

I I 3  115 
XS s1 

1120.1 
I Ill 14 
'lfl 111 
77 X I  
77 '12 
6Y RH 

4 1  I15 
Ch 77 
(17 I X  
fI6 64 
62 S? 
MI 2H 
6H 3Y 
fIS ($1 
57 ?X 
flH S I 
6fl5.l 
I11 HI1 
s7 17 
64147 
S I  24 
511 I I 
4 5  20  
1XJl 
1'1 I4 
17 1.1 

1711 12 

ii.t.ix 

5n 14 

12 hm 

Ma> 
7 I ?  
7 72 
I ox 
7 17 
f, XS 
hKI 
6 2 1  
S'II 
5 .In 
S 115 
7 II 
7 111 
7 311 
7 I! 
'hl 
Xlll  
7 '17 
7 4f1 
7 IU 

h f,Y 
1, I 7  
5 SI) 

( 8  xn 

117 
711 
17 
I I X  
x i  
111 
5U 
41, 
15 

:'I 

1 1 1  
H7 
R'I 
'I I 
II I 
15 

t: 
I U  
111 

I 'If, 
I '11 
I 7 1  
1 1 1 1  

I 'II 

.I? _ _  

Jun 
7 HI 
1 7 2  
7 h X  
7 110 
bus  
b X ?  
b 2.1 
5 'I? 
5 411 
s I W I  
h 4II 
7 J I  
7 11 
7 I.' 
7 (,I 

7 L'l 
7u 
7 115 
( 8  H'I 
b 711 
It I h  
5 5fI  
S IIH 
1 7 1  
4 I :  
.I Ilk 
1 h l  

I s h  
1 41, 
I IC, 
1 ?J 
1:: 
1 I j I  
1 H7 
? (1'1 
.' 5 1  
? 411 
2 15 
2 I.' 
2 i n  
? 111 
I V K  
I '11 
I 7 1  
I h? 
1 5 1  

n 112 

I 711 

Stp. 

Mi r x  
452"W 
137.116 
320 X7 
262 8.1 
2 1249 

219 3s 
I71 Si1 
I M I  76 
I74 20  
I X S  26 
145.77 
Ih0.7 I 
141 I S  
I 264X 
: I(, fI-1 
I I 7  72 
'HI I3 

IlXl.lh 
I17 12 
Y7 44 
7x.om 
X I  12 
73 45 
sn.26 
.I3 01 
63 21 
MI h3 
fFl 00 
6 3  41 
58 17 
6') 4') 
61 H I  
511 112 
f+I 117 
(If1 311 
63.36 
55 I4 
fro 1x1 
JX ti? 
45 Y.5 
4s 'If, 
17 26 
37 72 
111 JY 
I I I N  

i w  M 

Srp 

7 72 
7 '2 
7 Id1 
I, x7 
f, 5'1 
I, ?I, 
5 'I1 
5 f,S 
5 117 
h 4 I 

7 11 
7 I1 
7 4: 
7 7h 
7 (I? 
: 11 
7 111 
7 Ill 
11 'I 1 
h 11, 
5 75 
5 1'1 
4 KX 
I .I7 

(3 'in 

Okl 

i i i i 3 i  
446 73 
3Hl 2s 
321 74 

'IO 33 
195 ?I 
21526 
173 3') 
l M Y 5  
174 Ib 
1 7 Y N  
I44 4Y 
I 3 4  02 
135 36 
13hW 
11\40 
I l 4 4 X  
95 31 

102 I W I  

80 

i:ii 82 
mn 67 
72 sx 
7x 1') 
71 52 
58 37 
4 7  12 
hS 31 
6'2 Off 
61 6X 
GX HH 
61 27 
70 0 3  
f4 71) 
SY 55 
6 Y  67 
67 IIH 
h l O 7  
51 07 
h2 Jh 
4Y I3 

47 3.1 
35 16 
JH w 
10 17 
)I HS 

lkl 

1 7 2  
1 7 2  
7 fI7 

b I15 
I, 34 
f, 1x1 
5 12 
5 I\ 
h 45 
0 %I 
7 11 
1 I 1  
7 J ?  
7 4'1 
1 'Jh 
1 S X  
7 24 
1 II 
h 'I1 
0 1K 
5 x7 
5 11 
: " L  

"I I'I 

46 sn 

I, x7 

I .in 
1 ' I l l  

1 hl 
1 .I7 
1 J'i 
1 1 1  
1 ? \  
I l l  
2 411 
? 77 
.' $ I ,  
2 .I5 
2 ?I 
2 \ I  

? IN 
.?Ill 
I ?,'I 
I X ?  
I Id1 
1 5 '  

3 '  

, *1  
- I  

No\ 

652 YS 
411.46 
354 0? 
323 67 
301 "1'1 
221 os 
17676 
?IF) 43 
167.25 
Ish 1'1 
171 54 
lX44Y 
I39.40 
I32 w 
l W U 3  

11351 
Ill 29 
Y I . I J  

147 45 
I(Xl.?4 
73 511 
H? 30 
74x1 
SI I  39 
4Y 6X 
h3 311 
73 1'1 
641 5Y 
M 52 
5'1 f4 
74 52 
62 54 
5') 71 
6 X  'IX 
h'J 3S 
hi x7 
56  4 \ 
6 5  54 
51 fI-1 
4f, 3x 
47 w 
3b 4IJ 

37 7 0  
31 I11 

Nil\ 

7 72 
7 72 
7 rt7 
7 I)? 

fl 34 
It IN1 
5 70 
5 I 3  
I, 10 
7 IWI 
7 I,! 
7 I S  - 45 
7 5 1  
x 11s 
7 07 
7 ?.I 
7 I I  
fa 'I4 
I, 411 
5'11 
5 \'I 
4 ' I ?  

I 211 
4 I Y I  
1 Tf, 
1 1 , l  
1 5 2  
I I \  
1 11 
1 2 5  
1 I! 
? 'in 

i n  
: S I 8  

.' 11, 
? !I 
? 11 
2 ? I  
I (I( 
.? 111 
I KO) 
I Kf, 
I ($1 
I 5 1  

. . . . .  

1 3 7 . 7 ~  

IUS n7 

In on 

, . .  

o 7n 

4 4x  

65 'XI 
fin xx 
57 IS 
74 1H 
ft4 'XI 
SY 46 
hX 48 
70 IU 

57 l ) l  
fll II 
9.1 I< 
47 7.; 
511 X i  
34 72 
3') 0 I 
37 IO 
34 Ill 

Ikr. 

7 72 
172 
7 (17 
7 112 
I, 7'1 
11 35 
I 1 0 1  
5 7x 
5 I S  
6 32 
7 I l l  
7 IX 
7 I'I 
7 S I  
1 V I  
x I 2  
7 71 
7 2'1 
7 I 4  
I, ' I  I 
Is 4s 
5 117 
S J I  
4 'If, 
I I5 

b2 ?n 

. . .  



MERGEN T,PUBLK I/ TILlTY MANUAL a3 1 

Ater 

I 8 7  
2 16 
? 25 
2 56 
3 02 
3 07 
2 68 
3 37 
4 I 7  
4 I 5  
4 2x 
5 15 
4 83 
5 70 
5 93 
6 55 
6 7m 
7 H0 
6 l(1 
5 SI1 
641 
b 79 
591 
6 3? 
7 0 9  
7 55 
s 78 
5 17 
5 I 8  
5 5 1  
5 IS 
4 72 
4 hO 
4 s7 
3 R7 
3 89 
3 X6 
400 
1 8Y 
J 4x 
4 I S  
4 52 
4 u1 
4 67 
4 49 
4 Kb 

I 3 i  

Jan 
I 1 7  
I 5 5  
2 17 
2 I2 
2 38 

3 28 

3 0 6  
J U  
4 s5 
4 26 
4 76 
5 86 
5 05 
S 9 Y  
6 78 
h 13 

7 20 
5 27 
5 5s 
7 16 
6 71 
5 53 
h 48 
7 20 
600 
5 Iff 
5 31 

5 X6 
J 49 
17b 
4 X 5  
4 I? 
361 
3 98 
3 88 
3 7s 
4 I H  
4 4Y 
1 8 7  
4 YS 
4 53 
4 71 
4 5H 
5 07 

2 m i  

z no 

7 5s 

J as 

Feh. 
I 1 7  
I 67 
2 I I  
2 01 
? 49 
271 
3 17 
2 94 
2 65 
3 9 9  
J 31 
4 0 9  
J 79 
5 46 
4 Rb 
601 
6 17 
0 5 1  
7 w  
7 KR 
S 50 
5 4s 
7 25 
b 77 
5 8') 
h 68 
7 13 
6 20 

5 JX 
4 Y.i 
5 48 
4 67 
491 
4 XY 
4 3 1  
3 65 
4 I15 
3 hY 
3 6K 
dM 
4 SJ 

5 02 
4 6 Y  
4 71 
4 45 
5 IO 

s i x  

3 HI 

Mar 
I 20 
Id4 
2 ox 
I @9 
2 4s 
2 73 
1 10 
2 Y I  
2 50 
3 0 6  
J 43 
4 I2 
4 XY 
5 46 
4 61 
5 x3 
5 65 
6 26 
7 X 1  
7 $7 
5 56 
6 65 
6 Xb 
6 62 
5 YX 
6 63 
7 I f i  
6 31 
S 47 
5 4 4  
4 XK 
S 36 
4 K7 
5 I 4  
J KJ 
4 37 
I 68 
4 07 
1 02 
3 65 
1 VS 
4 4H 
1K1 
J 94 
J 61 
466 
441 
S O 4  

x 7  
I 4 9  
190 
1 9R 
2 19 
2 58 
3 01 
3 0 6  
2 54 
3 92 
4 29 
J 31 
4ho 
5 I S  
4 7Y 
5 97 

6 23 
7 47 
7 JX 
600 
6 43 
6 15 
6 40 
5 91 
6 76 
7 30 

5 59 
5 62 
J 86 
5 67 
4 X6 
5 03 
4 76 
4 39 
s 72 
3 Y' 

I 67 

4 1s 
JBI  
4 65 
4 5 5  
4 72 
441 
J s i r  

5 78 

7 oa 

3 78 

3 ms 

YIELD - 70 
Ma) 
I 1 7  
I 4 1  
I 8 1  
199 
2 27 
2 70 
3M 
3 I3 
2 KO 
3 26 
4 I S  
4 16 
4 2(1 
5 22 
4 79 
5 74 
5 61 
6 49 
6 71 
7 
6 I0 
hDh 

6 53 

6 61 
6 YY 
7 63 
5 70 
5 62 
5 (XI 
611 
4 K3 
J W  

4 SI1 
3 83 

176 
4 Ill 
3 31) 
J 62 
5 I2 
J s4 
4 42 
4 75 
4 44 
J 77 

G nd 

5 nfi 

4 mfi  

I w 

lun 
I 1 7  

I82 
2 13 
2 27 
2 61 
3 0 6  
I I f  
267 
3 29 

4 17 
4 31 
4 91 
4 59 
5 57 
5 R I  
h 71 
6 0 2  

6 I R  
5 7 1  
6 38 
6 54 

6 23 
6 47 

hOY 
5 71 
5 23 
6 II 
5 25 
4 62 
491 
4 61 
3 Y) 
2 %  
17Y 
J 3R 
I O 5  
4 54 
4 31 

4 54 
461 

1.4n 

4 i n  

n 16 

5 5' 

n 02 

4 .in 

.I 48 
J mi 

lul 

i 3 i  
I m? 
2 27 
2 24 
2 71 
3M 
2 9M 
2 63 
2 9R 
4 01 
J 07 
4 0 6  
4 99 
4 33 
606 
(1 M 
7 10 
640 
R 9K 
h (H 
S60 
6 24 
6 61 s a1 
6 
6 A4 
UW 
6 12 
5 70 
5 ox 
5 76 
5 51 
4 f I6  
4 7h 
J 76 
195 
3 x 1  
1 X4 
4 21 
3 YS 
4.51 
4 II 
J 47 
4 62 
4 3h 
4 4.1 
.I m i  

Aug. 

1.21 
I 5 7  
2.52 
? 20 
2 s  I 
3.05 
3 04 

2 4s 
3 93 
4 21 
I 3 1  
s 04 
4.22 
5 3s 
6 (M) 
6 5'1 
6 33 x 20 
6 17 
5 75 
591 
6 (A 
6 25 
6 2s 
7 I6 
'I 22 
6 54 
5 3b 
521 
5 53 
S 46 
J 72 
4 70 
5 (KP 
3 'I4 
3 KS 
3 81 
4"l2 
1 87 
4 29 
4 os 
4.40 
4 92 
4.41 
4 42 
4 HO 

... 

2 Jn 

scp 

I 70 
2 25 
2 I 4  
2 so 
2 91 
3 II 

2 95 
3 9 9  
4 01 
1% 
4 96 
4 37 s JY 
6 26 
fi 46 
611 
7 18 
h 92 
s 42 
S R9 
(I 6S 
600 
6 CY) 
7 I6 
Y 22 

5 .MI 
5 42 
s 43 
5fI6 
165 
4 54 
5 25 
391 
3 86 
3 87 
4 32 
SW 
4 51 
44.4 
4 31 
5 07 
4 72 
4 4Y 
5 75 

I I6 

2 sn 

5 87 

EARNINGS - WEIGHTED AVERAGE - $PER SHARE 

V 26 
5 )  22 
Y 1') 
937 

m IS 

m (XI 
(I i n  

K 37 
7 HI 

b 21 
b K1 
hYZ 

3 23 
2 43  

7 42 

Y 2 1  

u 3 0  
2 SR 

1, cy1 
h 34 
S 117 
It XH 

X 27 
H 2 2  
7 H? 
1 .If, 

IO I I 
n K 1  
h S h  
h 71 

2 nm 

Y v i  

n 112 

n iii 
X 5 '  

7 ' IJ 
n 77 
n 17 
x %r, 

h 12 
1 1 1  
h 22 
17k 

k 111 
11 27 
I ,  11 
f, 11 

h O K  

Ocl 

1.22 
I13 
2.25 
?.I4 
2 35 
3 01 
3 07 
2 6 6  
2 96 
4 01 
4 01 
4 OK 
4 93 
5 54 
5 53 
5 X I  
6 6x 
6 32 
7 46 
b.70 

6 61 
1 3 4  
h 27 
0 ?h 
7 IK 

5 74 
5 23 
5 61 

5 40 
J 61 
.I X I  4w 
3.YK 
I m? 
3 xn 
4 33 
3 7s 
4 (I? 
4 311 
4 2.5 
S 3X 
4 71 
4 67 
J ' l i  

.... 

s ?m 

n 1 s  

s 01 

I 2  I Y  
l 1 X J  
I P X4 
I 3  SV 

Y Y I  
111 s3 
IlJK? 
I I 'Il l  

'J JV 
Ill st, 
I 1  52 
I I 07 

I J I t  
7 NJ 
X 117 
n ($1 

7 11 
J S I  
J 711 
7 rn 
1, 71, 
c * n \  
11 hl, 
7 ?I  

1, 511 
I, I 5  
1 3  4 3  
1, 511 

l i  '1,  
1, 111 
1 ,  114 
1 ,  $9 

1 * 5 :  
f, 5'1 
1, Ill 
f, \ I t  

5 ; I  
5 111 
1,111 
f ,  '% 

$ 211 
5 '11 
5 1 
$ $ 1  

I h i  
% Ill 
I I' 
,.I/ 

NO\ 

I 1 7  
I RK 
2 17 
2 17 
2 2s 
2 8.1 
3 39 
2 75 
3.07 
J 03 

5.11 
5 64 
5 JU 
5 $4 
6 76 
(151 
7.79 
h 5 0  
"4 34 
5.92 
7 33 
5 ')8 
s 99 
7 l Y  
X OS 
5 94 
4 CJ6 

5.32 
5 5s 
4 30  
4 941 
4 *I 
4 U3 
3 1,') 
3 Y X  
1 Y? 
157 
4 4 0  
JJ2 
4 21 
5 1'1 

4 49 
4 7s 

. . . .  

J on 
3 yn 

s ni 

x i  

S IU 
4 'IK 
4 ~ 1 0  
5 5 2  

1 1 2  
s I 4  

4 7? 

4 I ?  
.I Ib 
4 I? 
Jan  

1 X I  
4 74 
4 55 
4 111 

J nv 

Ikc 

I E3 
2 ?O 
2 I O  
2 26 
271 
3 3 5  
2 8') 
3 OK 
4.17 
4 31 
3 74 
5 03  
5 K4 
5 s2 
S hh 
6 61 
6 43 
7 6 X  
6 46 
J 74 
5 76 
7 41) 
6 I4  
? 55 
7 11 
7 92 
6 35 
4 83 
5 16 
4 98 
5 7') 
4 1') 
J us 
5 1Jl 
4 I 2  
1 67 
3 95 
1'11 
1 70 
4 25 
4 34 
3 Y7 
5 47 
4 75 
4 01 
4 (J 

.. 
I ii 

11 Id, 
11) 0 1  
Ill I 5  
111 55 

x 17 
x f i ~  
m fJ 
11 lY 

7 4'1 
K ow 
x vi 
n rrl 

o n5 
1, 78 

0 'I5 
7 I7 

1, 27 
h 12 
h 1n 
1, fJ 

5 7H 
5 'I4 
5 '1X 
1% I I 

5 67 
5 1>1 
i 5 5  
s 181 

i ' 5  
5 5 1  
\ \'I 
5 5 1  

5 I' 
$ 2') 
4 2 1  
5 I \  

I 7 1 1  
I 7(, 
I 1'1 
5 1'1 

I \P 
1192 
I 1,l 
1 1 5  

I In 
I 1 2  
I I' 
I II 
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4 59 
4 40 
4 32 
4 33 

3 '95 
4 0 4  
4 I 4  
4 16 

3w 
3 71 
3 71  
1 X I  

3 33 
3 49 
3 4s 
3 SY 

3 52 
3 4 4  
3 39 
3 25 

2 93 
3 02 
3 02 
3 I1 

I%I 
369 IQ 
3 1 9  1Q 
3 8 2  3 0  
4 0 4  4Q 

1960 
360 1Q 
3 6 3  2Q 
I70 IQ 
3 6 7  4Q 

1959 
3 3 1  IQ 
3 3 7  2Q 
3 3 3  39 
345 4Q 

. 3 5 3  2.93 3.24 
355 293 3 2 3  
351 276 315 
3 5 4  2 8 0  3 17 

324 271 3 0 3  
3 3 4  2 9 2  310 
3 4 0  2 9 0  310 
3 5 0  2 7 6  3 18 

302 2 5 5  298 
, ' 1 5  250 2 %  

308 2 4 3  286 
3 1 5  I 5 8  2Y5 

1958 

I Q  33-1 2 4 3  
3 1 2  2 4 2  24. . 

3Q 30s 2 3 1  
4Q 2 9 8  2 3 0  

5 3 1  2 2 5  IQ 
3 4 2  2 I I  2 9  

39 3 4 6  2 1 1  
JQ 3 4 6  2.32 

1957 

3.06 
3 01 
3 01 
2 83 

2 9 0  
2 82 
2 1 6  

2 81  

O I C U \  twd 
 not^ Qusrtrrly edming\ uru for 17 inonfhh ended Mar 31. June 30, Scpl 30 und Dec 31 

STOCKS USED IN NATURAL GAS INDUSTRY AVERAGES 

DlSTRIBUTlON 
mAGl. RewurLer. Inc 
BKcySpan Corp 
Pco IC% Energy Corp 
~acPcdr! Gar co 
Nonhwcu Nulurul Oa.\ Co 
Wurhingron Gm Lighl Cu 

INTEGRA? ED 
Naticinul Fucl Ga5 Co. 

QNBOK. Inc 

Que\tnr Corp 

* .  . I .  0.11 
0 70 
3 27 
II x: 
I ' 2 Y  
IO K O  
IO IHm 
Ill lf, 

$1 I 1  
m I I  
7 f,? 
S I  511 
$1 17 
n IXI 

7 4- 
2 58 
f, Nh 
7 .If, 
II 77 
H 5 1  
x 51, - 7h 
f , l I  

6.19 
H 22 
x 1.1 
x 0 2  
7 ')I 
7 5 6  
1 4 4  
1 11) 
7 I 4  
h Y'J 
h K l  

h 31) 
h I12 

h sn 

It. 
5 nn 
,I 5 %  
5 Y J  
5 I I  
4 hh 
4 4.1 
4 In 
1 VI 

56.27 

I90 4 0  
67 6 
M3 
70 0 
14 I 
711 5 
7h 2 
H4 I 
H'J rC 
f,Y 1 
(17 I 
75 1 
nz J 
n l  n 

H O  7 
72 1 
5% 1 
'iJ 11 

51  'I 
5 1  - 
5 1  4 

106.10 7R.03 
I31 4 0  
15s 22 
1 IO 7s 
10h I Y  
10s 1Y 

i o n  HV 
1115 71) 
111s Vh 
I O \  1'1 
I I S J H  
')I 2 0  
H7 71 
HJ 'I? 
M I  2 I 
K: 5 5  
H7 3 1  
vz 57 
94 'i7 
Vl I IX I  
Hh f,? 
7J Oh 
ldl 'i? 
$7 v i 1  

7941 
xo 5 9  
n14v 
n7 II 
H I  I1  
HI I11 
in] 5.1 
71 h? 
hX s2 
f a \  s7 
1,l 112 

hl 5fi 
h 4 3 4  
h7 hll 
h S  4 I 
id I d  
NJ I H  
$7 13 
4'1 12 

sx s 7  

1.41 
11772 3.63 
132.16 323 
YIHO 1 2 0  

IS 5 
I S  3 
I 2 0  
I I ' I  
I I  I1 

Gillir 1 
n J  

113 
1 1 7  
l?l ,  
I? 4 
I? 7 
4 2  

IO 7 
I l l 1  
l \ 4  
1 1 2  
I 4  2 
I 5  2 
I 1  f a  

11.49 
3.92 
2 09 
4.0b 
4 28 
3 I3 
3 S I  
1 Y J  
J IH 
3 7 1  
3 I 4  
1 3 1  
1 M)  
i h 2  
I S? 
S .\a 
S h? 

2 5s 
1 IU 
1 h 5  
J 2, 
J I H  
1719 

2 n4 

9.26 
3 92 
2.95 
4.04 
4 27 
3 I4 

I SI 
1 S'I 
J 11.1 
3 7h 
1 I I  
I 2v 
S SJ 

14') 
.I SI 
3 hl 
2 HJ 
2 54 s I l l  
1 h l  
4 1'1 
4 I 7  
1 7 4  

I sn 

55.66 
40.24 
37.45 
42 X 
43 9 
44 0 
4s I 
42 I 
4 0  H 
4s I 
411 2 
4 2  I 
41 4 
I'J H 
4 2  11 
JV 11 
3v I 
42 I1 
51 r, 
40  (1 
17 7 
411 I1 
4 5  I 
J7 2 

7.20 
1 5  
5 7  
2 1  
3 7  
S H  
4 2  
hS 
7 1  
J I  
0 ? 
4 7  
4 2  
7 1  
1 s  
5 0 
4 3  
5 2  
H 7  

IO 2 
'J 8 
7 1  
1 2  
I N  

allun -- 
Pfd P 

0 7Y 
0 06 
08Y 
0 63 

1 2  
I 2  
II 
3 7  
2 4  
2 4  
4 2  
6 7  
3 6  
4 I  
I? 
49 
J J  
64 
5 4  
4 9  
s 7  
5 1  
s 3  
4'9 
5 3  
S 1  
SH 
b 3 
6 )  
b 3 
7 5  
7 \  
H \  
V I  
'I 5 
V l  

10 1 
111 4 
IO7 
111 I 
Ill4 
Ill 7 
I I IY  
1116 

1.18 
I 4  
I .1 
I 0 
2 1  
2 0 
I ?  
I K  
2 I1 
2 n  
3 Y  
I 4  
1 'I 
1 2  
4 2  
5 1  
h f, 
7 1  
1 1  
1 'J 
v I1 
' I  H 

Ill I 
ti V 

Common 

I 
2R H I  
42 ~ I H  

490 
41.4 
47.8 
39 5 
3H 6 

33 7 
33 7 
32 4 
33 9 
32 9 
29 6 
34 0 
41.4 
J1.ll 
43 4 
41.0 

42 3 
42 I 
43 2 
3') I 
36 4 
34 6 
33 4 
33 0 
31 J 
29 4 
27 I1 
27 9 
21 5 
?X 0 
28 3 
21 Y 
26 2 

& Surplus 

4n.1 I 

3fi m 

42 m 

% 
2 i  3 
?I X 
23,6 
23 I 

38.96 
56.M 

5 5 6  
53 2 

50 I 
50.3 

4H b 
JIJ h 
4V 4 
4H I1 
4') 7 
49 s 
311 S 
5') H 
SI) I 
4V K 
4') s 
5s s 
42 J 
41 * I  
41 5 
41 I 
JI 1 
1') I 







MERGENT PUBLIC UTILITY MANUAL a35 

.. . . .. 
2.*J Ill 7 I? 
?,'I'J4X'J 
ll173.14tJ 

fI.IK,J 
1t:JJ'J 
7.'JIJ 
x.571 

11.175 
I ?..1X'J 
1.1.140 
17.513 
?3..ISl 
?7.??X 
31.hlll 
35.127 
3J"IKXI 
I S X H  
40.54'J 
I 1 . X K I  
I X  717 
s4 JIU 
rBi.s50 
71.314 
77 INH 
X4.711J 

Ill I .'J711 
lllX..12I 
I I LH'J7 
I ??.SlIX 
I?S.Il79 
I ?:.HIII 
I21r.  I 15 
I 27.rrX'J 
1?7.41)5 
127 71n 
I I I?JSJ 
I14, lOI 
IlX.75.1 
I II .!sr) 
I'J5.75h 

~7l,,3sll.751 
S6.H (7.134 
.15.16'J.777 
I . fWJ.MYl  

.1X, I IS I l  
4,1122.3.17 

S I X ~ . ~  17.f1r,s 
-- 
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2tlR.42 3.45 
262.55 321 

I922X 2 3x 
176 I 2  2 29 
161.62 2,1y 
148 39 2.10 
137.33 2 . w  
I 28.4 I 2.12 
I2I.02 2 17 

110.99 2 ?S 
Il1X.M 2 31 
i o s x  2 17 
in2.w 2.4 I 
'18 47 ?..IS 
9s 111 2.17 
'10 X I  2 S I  
Xh.lIX 2 54 
x1.x7 2 so 
7na1 2.61 
73 4R 2.h5 
6'1 .I I 2 7,4 
MY1 2.74 
hn.SS 2 17 

SJ I 4  2 HK 
JY.6K 2 'IS 
47 (IS 301 
44 43 3 IF1 
42 7'1 1 2 2  
41.111 1 4 1  
.IO 411 151 
3H s2 1 MI 
37.51 3 h7 
36 7H 17.1 
36 Sh 3 XJ 
3s nu 4 IN) 
IS 31 J I4 
34 h? 4 31) 
14 311 4 67 

223.77 2.83 

I IS BI ?.To 

ShlO z n t  

i 3  '12 s 111 
3391 s 33 
2 1  I? 5 52 



a3 8 MEROENT PUBLIC UTILITY MANUAL 
ire. hdwd <in retired \yrleni of nccounI%. el fcc l ivc  J~nunry I, I961 l3lncludc Ala40 nnd Huun i i  beginning in 1959 LLIEacludcrl urc li\r independen1 p o u c r  
tnerg) He#uliliir) Ciinimisaion u hich uere included in the pnur yenr's puhlicdlion 

SELECTED BALANCE SHEET ITEMS 
OPrivulc utilities 1( AII Dcpunnicnlh 

1 Ilatii cover m l y  i l i ~ i r c  cuiiipuiiics operuling us prlvuic elccwic utilities on Deceniher 3 Is11 

Siiurcc: I)EPARTMENT OF ENERGY - ENERGY INVOORMATION ADMINISTRATION I 

I*lOfB 

'JI I 

57 m 
I I  2 
s ,\ 
X I  I 
I I ,  'I 

\ \  

Y h 

s n  
7 li 

?r h 
Ill 2 

II r, 
1, 2 

v ,\ 

X I  

*I I 

x #\ 

(I 7 

V I  h 

51, .I 
l l l X  
I 1  1 
x2 I1 
l X l 1  

s h 

s ,\ 
I ,  1 
7 1  

N A 
/ I l l  

I 1  X 
I, 5 
s A 

X I  

I l l  I 

\ \  

' V I 4  'Ill 

( H  H 
111 .I Ill I 
l J 1 1  I 4  I 
ICnJ h 2 I l  
17 I 17 I 

N h N ,\ 

N ,\ s A 

..\ ..,\ 

' I1  4 

5n i 
111 I 
1411 
X ?  I1 
1s I1 

s A 

K ,\ 

17 

N ,\ 
$1 $1 

I I  

N A 

x I1 

'I1 I 

n ?  

x i  

N ,\ 

'11 4 

'in 7 

n i  5 
i n s  

'J 7 
I I ' I  

ti A 

N ,\ 

H I  
x 7  

N A 
'I 1 

I1 
7 h  

ti ,\ 

7 11 

vr, 2 

N r\ 

'ni 11 

i ' J  0 
'1 5 

I2 ' I  

I H  7 

N A  

N A 

x I, 
Y 11 
N r\ 

I 1  X 

I ?  
7 (J 

N A 

X ?  

11s 4 

x i  .I 

s ,\ 

' W I  I 

fin I 
11111 
I 1 3  
HI1 5 
1'1 5 

N A  

h I\ 

x 7  

N ,\ 
111 4 

I 4  
8 1  2 

N A 

n I  

x (J 

'I4 ? 

N h 

Ini 2 

sx I 
' I  4 

I I ?  
HI1 I 
IY.'J 

N A  

N ,\ 
41 11 
I J  I I  

N A 
I O  I 

I 4  

N h 

x s  
'JX I 

n q  

N A 

nu 2 

Sft 1 
H ?  

I S  3 

I'J I 

2 I ,  

N h 

0 I ,  
*I  s 

N A 
I 1 4  

I 7  
'I I 

N A 

w (J 

n 2  

711'1 

1 1  I 

x7 .I 
5'1 I 

1 I ,  
1.1 Y 
H? 2 
1 7 X  

2.5 

N ,\ 

11 I 
'I X 

N A  
I? I 

I ' I  
'I H 

N A  

1 7  

75 11 

I? 5 

24 211 

s A N h 
n u  xt .  
' I  4 V I 
- .  1 5  2.1 

1111 I ? H  

211 211 
' I  1, ' I  I 
7 1  1.11 

7 7  7: 

711 h 72 7 

14: 1119 



'X I 27.9 

48.3 4 x 4  
x 2  x 7  

15.1 IJIJ 

3.3.3 3.) s 
44.4 5s I 

'5.U 216 
llic prior ytar'r public 

1'185 
3 1u 
1 2 1  

'X I 
'J b 

IK 6 

I 1 8  

15 .I 
4s 7 

?? 6 
.sicin 

I'JX? 
2 (I4 
1.11 

'H.3 
I I  3 
411.3 

I I X  

36 7 
J6 I 

2 I XI 

(Oieusunds 111 
I I105 111111 

Conipositr llnluncc. Slicct 
t t l ~ ~ ~ i i ~ i i i i c l s  nf dollnrsr 

1'1'17 I'I'Jf, 

5 Is OX'I 
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INVESTOR OWNED E1,EC'TRIC UTI1,ITIES 

lncomc Stnlentent 
Sourcc: I.:Lk:CTHICAI. \VORI.l) 

324 14.213 
h92 12.7KI 
fIh3 11.1h.5 
11x1 1o.m 
.13x 'I. I Ih 
8'12 K.3711 
24.1 7 sn% 
K.t? fn.U93 
457 O.lY3 
3x11 5.71K 
1)w S I)? 
7Wl .4"40'1 
175 4.24Il 
?I3 3.x I .I 
542 3..1Ml 
512 3.1112 
hhb ?.OM 
I 55 2.4 I 5  
f,YS 2 21x1 
451 2,IX)'l 
712 1.557 
147 1.727 
N 4  1,580 
3x2 1.517 
114'1 I .4.lfb 
7H7 I .3Nl 
51lll I 2 1 2  
338 1.1711 

')I6 I. lXI2 
7 1 1  V2.1 
6.15 X35  
,152 77h 
1170 7115 
x75 1, 13 
X l l l  5f,S 
577 51 I 
41x1 47% 
178 .I i h  

01'1 IlJ 
7111 IJV 
1x5 I24 
25'1 I 2 2  
225 11'1 
I27 1117 
1x12 ?'I I 
'I47 ?7V 
X03 ?Id1 
7'lH 2 111 
7112 ??h 
7 1  I :If1 
72 I 1'17 
61+1 I x.1 
6 1 5  I77 
fdXI 11!(, 
6 l h  1 6 1  
6V.I I fdl  
7: 1 151, 
71N 

I I 7  m i  

11111 tnv 

Ill. 1411 
V".I44 
X.53h 

h.44!, 
SBSII 
1.1174 
4.4X3 
4" I IX  
3.757 

7. I 70 

4 . 7 N  
S.74'1 
b.M8 
x.771) 
X 670 
7.81Jl 
h.X3! 
5.701 
4.674 
. w s  

OH11 X5 
111,f. 71 
'11x1 (I I 
7111 41, 
71h 51 
7711 I,? 
7711 Id, 
7.U 61 
7112 f10 

hKX h2 
72 I 55 
750 6 2  
74J sx 
7117 $11 
7?f, 51 
712 7s 
I,X I 75 

11132 XI1 
7 1.1 X S  
J i 3  XI, 
X25 XI ,  
7x11 X i  

IIS'I 711 

21: 
:IF1 
177 
IJ? 
11 1 
111, 
17 
If, 
I t  
11 
'X 

dr2.757 

dr3OX 
dfl"6SY 

0 
C ? R )  

121 
2R 

2 
(121 
(14) 

7 
(1% 

76 
62 

57 
0 

0 

0 m 
m m 
0 
20 
3U 
65 

1.1127 
67 
6 Y  
51 
74 
6') 
74 
71 
72 
74 
hK 
fd) 
0: 
Oh 
(I6 
7.1 
77 
htl 
hJ 
h2 
12 
34 
13 
J b  
h I 
hK 
hH 
M 

dr2.n I 7 

1 
I 

IS..1i11 
I4.Xhl 
1.4 257 
I1.JJX 
I ?.KZ'I 
12.1111 
11.111l 
IO. 1111 

15.863 
17.282 
20.241 
IUS24 
19.693 
17.591 
IS.I46 
1?.6S6 
10.525 
9.302 
R.574 
7.813 
6.990 
6.UO2 
5.146 
4.85 I 
4.356 
3.775 
3.333 
3.130 
Z.YW 
2x75 
2.718 
2.556 
? . X I 2  
2. I 6'1 
?.V76 
I.XSh 
1.752 
1,626 
1.515 
1.427 
I..Llh 
I.Lt7 
1.151 
I.c-41 

YSh 

8.11 
705 
hhb 
05h 
11s I 
54s 
SI7  
512 
4YY 
517 
5s7 
52') 
JXS 

4 W  
421) 
1'1 I 
41U 
S K I  
5') I 
51)h 
5KS 

n u  

sir) 

1311 .IKH 
3lP),S12 
198.6?2 
2LlI.K211 
2hl.1llX 

!!I 33x 
I X ' I  2lPJ 

247 67n 

H2'1 
75'1 
711 
I,H? 
k.\< 
5f95 
S I  I 
%?I 
SIU 
4hH 
JhJ 
4 I? 
10'1 
Ifh 
1411 
i ? l  
?OX 



Year (in million,) T ~ K C S  
CL 

Tancr 
19.352 
20,wo 
22.533 
20.7JH 
2ll.H50 
17.5?1 
I4.W 
I2.1X9 
In.2hR 
9.127 
'J.OJII 
H.424 
7.221 
h.2 I 2  
W J H  
4.553 
J. I s3 
J.hH6 

I 4  1 
Ih I 
l i h  
I6 5 
174 
Ihl) 
14 .I 
I I tJ 
I? 1 
I 1 4  
I4 7 
I5 3 
15 
I 4  x 
I I I )  
16s 
I7 ? 
174 

Source: EI.ECTHI(!AI. WORLD 

1'170 
1'169 
lYbX 
1967 
IYhh 
1Yh5 
I Y M  
lYh1 
19h? 
IYhl 
IYM 
1'159 
I'lsn 
1057 
IY.%i 
I95S 
IYSJ 
IO51 
I'Jt? 
l Y 5 l  
1'150 

1.701 

1.259 
1.225 
1.127 
1.002 

947 
X63 
7'JX 
l h ?  
781 
721 
(69 
635 

1 . 3 ~ s  
6(x1 
J?7 

363 
3 . 3  
250 
203 
170 
IJR 
I hS 
15.5 
I25 
I16 

3n3 
40s 

4.1 13 
3.KXh 

3.127 
2.0 I 2 
??)US 
2316 
?.hl I 
2.Jf17 
2.277 
2.lJH 
2.IIIH 
2.01 I 
l>)l I 
1.7xs 
1.710 
I.MI1 
1.711 
1374 
I .XW 

3 . w  

6105 
611)O 
616 5 
(12.5 2 
6113 
fA.1 I) 
655 7 
671 7 
hY? 1 
698 I 

092 4 

702 b 
7w, 7 
726 I 
730'1 
711)Y 
71'15 
715 7 
l l h ' l  
71%1l 
11.12 

717J 
717 2 
731 7 
1?11l1 
7?6'1 
71hO 
74s 0 
145 K 
734 H 
73.1 7 
715 I 
7.17 5 
7109 

741)l) 
1117 
7 \I) 0 
XI I I  
7.11 2 
752 J 
1Sft 6 
7 %  II 
742 J 
1.1 I n 
71l1'1 
71xn 
74.1 ? 

717 $ 
714 2 
12') H 
732 7 
72x 7 
740 3 
7.12 I) 
?V 11 
7% 7 
i?? I 
l?i I )  
727 
712 h 

(rvn 2 
 XI 4 

121 SJ 
125 25 
131 24 
1 Ih  Y5 
IJ? 42 
lS(1 ?H 
I61 41 
172 M 
IX5J7 

J f O  
41 2 
11.2 
JI J 
J I  s 
JI 5 
JI .I 
JI 6 
JI (I 
JI J 

Jl s 
JI 3 
41 "I 
41.3 
JI .1 
41 ? 
41 X 
JI 7 
.*I J 
JI 'I 
JI X 
.II H 
41 5 

II '1 
41 J 
JI s 
JI  J 
JI h 
JI 'I 
J I ' I  
J? I 
42 I 
J? ? 
42 I1  
II 0 
JI K 

.II n 
JI h 
JI 0 
J? 11 
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Exhibit -(SGH- 1) 
Schedule 2 

MCNTUCKY POWER COMPANY 
ELECTRIC UTILITY INDUSTRY COMMON EQUITY RATIOS 

ELECTRIC COMPANIES 

ALLETE, Inc. (NYSE-ALE) 
American Electric Power (20. (NYSE-AEI 
Central Vermont Public Sew. Corp. (NY! 
Cleco Corporation (NYSE-CNL) 
Edison International (NY SE-EIX) 
El Paso Electric Company (NYSE-EE) 
FirstEnergy Corporation (ASE-FE) 
Great Plains Energy Incorporated (NYSE 
Hawaiian Electric Industries, Inc. (NY SE. 
IDACORP, Inc. (NYSE-IDA) 
Nextera Energy (NYSE-NEE) 
Otter Tail Corporation (NDQ-OTTR) 
Pinnacle West Capital Corp. (NYSE-PNV 
PNM Resources, Inc. (NYSE-PNM) 
Portland General Electric (NY SE-POR) 
Progress Energy Inc. (NY SE-PGN) 
Southern Company (NYSE-SO) 
Westar Energy, Inc. (NYSE-WR) 

INDUSTKY AVERAGE 
IND USTKY M E D M  

RATIO 

54.9 
45.2 
51.9 
50.4 
42.9 
48.4 
42.4 
43.5 
48.0 
51.8 
39.8 
56.0 
49.1 
44.9 
47.9 
44.1 
47.9 
44.8 

46.3 
45.6 

EQUITY 

Data from AUS Utility Reports, February 2012, pp. 8, 12. 

COMBINATION GAS & EQUITY 
ELECTRIC COMPANIES 

Alliant Energy Corporation (NYSE-LN 
Ameren Corporation (NYSE-ME) 
Avista Corporation (NYSE-AVA) 
Black Hills Corporation (NYSE-BKH) 
CenterPoint Energy (NY SE-CNP) 
CH Energy Group, Inc. (NYSE-CHG) 
Chesapeake Utilities Corporation (NYSE 
CMS Energy Corporation (NYSE-CMS) 
Consolidated Edison, Inc. (NYSE-ED) 
Constellation Energy Group, Inc. (NY SE 
Dominion Resources, Inc. (NYSE-D) 
DTE Energy Company (NYSE-DTE) 
Duke Energy Corporation (NYSE-DUK) 
Empire District Electric Co. (NYSE-ED1 
Entergy Corporation (NY SE-ETR) 
Exelon Corporation (NY SE-EXC) 
lntegrys Energy Group (N Y SE-TEG) 
MDU Resources Group, Inc. (NYSE-MI 
MGE Energy, Inc. (NYSE-MGEE) 
NiSource Inc. (NYSE-NI) 
Northeast Utilities (NYSE-NU) 
Northwestern Corporation (NYSE-NWE 

NV Energy (NYSE-NVE) 
OGE Energy Corp. (NYSE-OW) 
Pepco Holdings, Inc. (NYSE-POM) 
PGCkE Corporation (NYSE-PCG) 
PPL Corporation (NYSE-PPL) 
Public Service Enterprise Group (NYSE" 
SCANA Corporation (NYSE-SCG) 
SEMPRA Energy (NYSE-SRE) 
TECO Energy, Im. (NY SE-TE) 
UGI Corporation (NYSE-UGI) 
UIL Holdings Corporation (NYSE-UIL,) 
UniSource Energy Corporation (NYSE-I 
Unitil Corporation (ASE-UTL,) 
Vectren Corporation (NYSE-VVC) 
Wisconsin Energy Corporation (NYSE-\ 
Xcel Energy Inc. (NYSE-XEL,) 

NSTAR (NYSE-NS7) 

RATIO 

51.7 
52.1 
46.3 
39.8 
31.7 
47.7 
60.8 
29.2 
51.7 
60.4 
37.3 
46.4 
54.5 
49.5 
41.5 
49.6 
56.0 
65.9 
60.2 
39.7 
44.4 
44.2 
44.3 
40.1 
4.5.6 
47.3 
48.0 
36.5 
53.7 
42.3 
45.9 
42.4 
44.1 
39.1 
32.1 
33.7 
42.9 
43.4 
45.6 





Exhibit -(SGH- 1) 
Schedule 1 

KENTUCKY POWER COMPANY 
RECENT CAPITAL STRUCURES 

9/30/10-9/30/11 

AMOUNT (000) 

Type of Capital 9/30/2010 12/31/2010 3/31/2011 6/30/2011 9/30/2011 AVERAGE 

Common Equity $434,919 $446,216 $458,221 $456,789 $460,487 $451,326 

Long-term Debt $548,847 $548,888 $548,930 $548,972 $549,013 $548,930 
Total Capital $983,766 $995,114 $1,007,151 $1,005,761 $1,009,500 $1,000,258 

Short-term Debt $0 $10 $0 $0 $0 $2 

PERCENT 

Type of Capital 12/31/2009 12/30/2010 3/31/2011 3/31/2011 3/31/2011 AVERAGE 

Common Equity 44.21% 44.84% 45.50% 45.42% 45.62% 45.12% 
Short-term Debt 0.00% 0.00% 0.00% 0.00% 0.00% 0.00% 
Long-term Debt 55.79% 55.16% 54.50% 54.58% 54.38% 54.88% 
Total 100.00% 100.00% 100.00% 100.00% 100.00% 100.00% 

Data from Company response to AG-3 I .  
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Exhibit-(SGM-1) 
Schedule 3 

Revenues endinl 
CoinpanvNaine ,b Electric lerger 

IUCNTUCKY POWER COMPANY 
ELECTRIC UTILITY SAMPLE GROUP SELECTION 

Recent ieneratio Stable Bond Rating 1 
Div. Cut' Assets! ook Valuf S&P livloody'sl Selected I 

SCREEN1 270% I no I no I yes 1 yes I A-toBBB- I 
EAST 

e+g CH Energy 55 no no yes 
e Central VennontP ! 100 )cs no yes 
e+g Consolidated Edison 
e+g Constellation Energ 
e+g Dominion Resource 
e+g Duke Eneigy 
e+g Exelon Corp 
e FirstEnergy Corp 
e Ne\tEra Energy 
e+g Northeast Utilities 
e+g NSTAR 
e PPL Corporation 
e+g Pepco Holdings, Inc 
e Progress Energy 
e+g Public Sewice Ent ( 

e+g SCANACorp 
e Southern Company 
el g TECO Energy 
e UIL Holdings Corp 

e ALLETE 91 no no yes 
e+& AIIiant Energy 
ei g Aineren Corp 

e Amencan Eelectric I 
etg CMS Energy C o p  
e+g CenterPoint Energy 
e Cleco Corporation 
e+g DTE Energy 
etg Empire District Eleci 
c+g Entergy Corp 
e Great Plains Energy 100 no 
e i g  ITC Holdings 
e+g Intergiys Energy no no yes 
e+g MGE Energy no no yes 
e+g OGE Energy Corp no no yes 
e Otter Tail Corp no no yes 
e+g Vectren Corp no no yes 
e Westar Eneigy 100 no no yes 
e+g WisconsinEnergy 70 no no yes 

e+g Avista Corp no no yes 
e+g Black Hills Corp no no yes 
e Edison lnlernational no no yes 

e Hawaiian Electric 91 no no yes 
e IDACORP, Inc 100 no no yes 

CENTRAL 

WEST 

e El Paso Electric no Yes 

etg NV Energy Inc 94 no yes 
e+g PG&ECorp 78 no yes 
e PNMResources 77 no Yes 
e Pinnacle West Capir. 99 no yes 
e PortlandGeneral 99 
e+g Seinpra Energy 27 
e UniSourceEnergy 84 no no yes 
e+g XcelEnergy.Inc 82 no no yes 

A3 
Baal 

A- A3/Baal 

7 

BBB Baal 

A- A3 

A- A3 
A A?/&? 

BBB Baal 
NR Baal 

A- Baal 
A-/BBB+ A2/A3 

BBB- Baa2 
BBB Baal 

BBB+ A3 
BBB+ A3 
BBB Baal 

A M  
BBB+ A3 

A-/BBB+ Baal 
BBB Baal 

BBB+ Baal 

A- Baal 
BBB+ A3 
BBB+ AI 
BBB Baa:! 
BBB- Baa2 

A- A2 
BBB Ba2 
BBB A3 

3BB/BBB Baal 
BBB- Baa:! 

A- A3 
A I  Aa7 

BBB+ NR 
A A 3  

J 

J 

J 

J 

J 

J 
J 

J 

e= electric company: e+g=combination electric and gas company 
Data From Value Line Ratings and Reports, Not, 25,Dec. 23. 201 1 and Feb 3,7012: AUS Utility Report: 
Avista and TECO selected for sample size and because total regulated revenues equalled 9846 and 75% 01 
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IBES/Thompson 
2/16/2011 

First Energy Corp. FE 
TECO Energy TE 
ALL,ETE ALE 
American Electric Pow1 AEP 
Cleco Corporation CNL 
Entergy Corp. ETR 

Avista Corporation AVA 
Hawaiian Electric HE 
PGE Corporation PCG 
Pinnacle West Capital PNW 
Portland General POR 
UniSource Energy TJNS 

Westar Energy WR 

Zack's 
2/16/201 I 

MEAN 
20 12 Earnings 5-year Growth 

3.28 0.0185 First Energy Corp. 

2.61 0.05 ALLETE 

2.45 0.03 Cleco Corporation 
5.83 -0.035 Entergy Corp. 
1.97 0.052 Westar Energy 
1.77 0.045 Avista Corporation 
1.67 0.13 1 Hawaiian Electric 
3.21 0.0145 PGE Corporation 
3.36 0.0559 Pinnacle West Capital 
1.93 0.0588 Portland General 
2.5 1 0.03 UniSource Energy 

1.4 0.0493 TECO Energy 

3.3 0.0323 American Electric Powt 

Average 2.714615385 0.040946 

First Energy Corp. FE 
TECO Energy TE 
AL,L,ETE ALE 
American Electric Pow! AEP 
Cleco Corporation CNL 
Entergy Corp. ETR 

Avista Corporation AVA 
Hawaiian Electric HE 
PGE Corporation PCG 
Pinnacle West Capital PNW 
Portland General POR 
UniSource Energy UNS 

Westar Energy WR 

0.047275 

20 12 Earnings 5-year Growth 
3.25 0.01 
1.39 0.0467 
2.61 0.05 
3.29 0.04 
2.45 d a  
5.8 0.02 

1.96 0.0609 
1.77 0.0467 
1.72 0.0803 
3.19 0.0427 
3.36 0.0533 
1.93 0.05 
2.48 0.026 

Average 2.7076923 0 8 0.044 
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FE Date Open 
1 /27/20 12 
1 /26/20 1 2 

1 /24/20 12 
1 /23/20 12 
1/20/20 12 
1 / I  9/20 12 
1 /I  8/20 12 
1 I 1  7/20 1 2 
1 / I  3/20 12 
111 2/20 12 
111 1/2012 
1 /I  0120 1 2 

1 /9/20 1 2 
1/6/2012 
1 /5/20 1 2 
1 /4/20 1 2 
1 /3/20 1 2 

12/30/20 1 1 
12/29/2011 
12/28/2011 
12/27/20 1 1 
12/23/2011 
12/22/20 1 1 
1212 1 120 11 
12/20/2011 
1211 9/20 1 1 
12/16/2011 
12/15/2011 
1211 4/20 1 1 

I 1251x1 I 2 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMIJM 

TE Date Open 
1/27/2012 
1/26/2012 
1/25/2012 
1/24/20 12 
1/23/2012 
1 /20/20 12 
1/19/2012 
111 8/20 12 
111 7/20 12 
111 3/20 12 
1 / I 2/20 1 2 
111 112012 
111 0120 12 
1/9/20 12 
1/6/20 12 
1/5/20 12 
1/4/20 12 
1 /.3/20 12 

12/30/20 1 1 
12/29/20 I 1 
12/28/20 1 1 

High 
42.72 
42.19 
41.04 
41 “89 
41.62 
41.22 

42 
42.02 
42.49 
42.04 
42.16 
42.18 
42.48 
42.32 
42.17 
42.15 
42.77 
44.67 

45 
44.83 
44.87 
44.41 
44.51 

44.5 
43.51 
42.98 
43.67 

44.4 
44.2 

44.47 
43.05 

42.605 
45 

41.04 

18.56 
18.53 

18 
18.25 
18.32 
18.29 
18.27 
18.26 
18.59 

19 
19.17 
18.99 
19.12 
18.99 
19.05 
18.95 
18.98 
19.4 I 
19.26 
19.09 
19.21 

High 

Low 
42.74 
42.99 
42.15 
41.89 
42.27 
41.53 
42.05 
42.12 
42.66 
42.18 
42.29 

42.3 
42.67 
42.51 
42.29 
42.26 
42.77 
44.74 
45.09 
45.16 

45 
44.95 
44.78 

44.5 
44.43 
43.45 
43.87 
44.49 
44.51 
44.56 
43.3 1 

42.755 
4.5. I6 
41.53 

I8 57 
18.74 
18.52 
18.29 
18.43 
18.3 
18.4 

18.42 
18.67 
19.09 
19.29 
19.1 1 
19.12 

19 
19.08 
19.12 

19.1 
19.4 1 

19.3 
19.27 
19.25 

L,ow 

Close Volume 
41 “8 42.26 

42.07 42.72 
40.37 42.13 
41.2 41.27 

41 “58 42.01 
41.05 41 5 3  
41.08 41.14 
41.7 41.97 

41.91 41.99 
41 “81 42.17 
41.92 42.2 

42 42 
42.25 42.38 
42.05 42.4 
41 “99 42.21 
41.91 42.06 
41.96 42.19 
42.52 42.81 
44.27 44.3 
44.79 45.13 
44.7 44.76 

44.38 44.83 
44.34 44.38 
44.12 44.29 
43.46 44.31 
42.84 43.37 
42.34 42.48 
43.31 43.43 
43.98 44.31 
43.85 43.92 
42.59 42.90 
42.06 42.39 
44.79 45.13 
40.37 41.14 

109931 00 

5385800 
2 9 3 2 4 0 0 
4056 100 
2 4 9 4 2 0 0 

31 08700 
3281 900 
31 31 300 
2506200 

2 8 9 5 5 0 0 
5642400 
2628600 
3784800 
4496500 
5298900 

1387800 
16391 00 
1269300 
1794600 
1585200 
281 2000 
2861 600 
3526900 
601 0500 

241 8400 
3688720.00 

29139.50 
127.37000 
1269300 

12737000 

37431 00 

257290~ 

I 676700 

19901 00 

Close Volume 
18.3 18.36 1368500 

18.42 18.61 1605400 
17.86 18.48 2 178600 
17.99 18.07 134 1700 
18.21 18.34 1235.500 
18.1 1 18.3 1198.500 
18.12 18.29 1622600 

18.1 18.3 2130800 
18.17 18.26 40.30700 
18.54 18.6 30 19200 
19.05 19.17 1654400 
18.98 19.1 1 1126100 
18.99 19.05 860700 

18.95 1758300 18.86 
18.91 18.94 769200 
18.86 19.07 1090600 
18.95 19.01 790.300 
18.95 18.99 1511900 
19.14 19.14 809.300 
19.08 19.26 76 1700 
18.98 18.99 879100 



12/27/20 1 1 
12/23/20 1 1 
12/22/20 1 1 
12/21/2011 
12/20/20 1 1 
12/19/2011 
12/16/2011 
12/15/2011 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMUM 

ALE Date Open 
1/27/2012 
1 /26/20 12 
1 /25/20 12 
1 /24/20 12 
1/23/20 12 
1 /20/20 1 2 
1/19/2012 
1/18/20 12 
1 / I 7/20 1 2 
1/13/2012 
1/12/20 12 
1/11/2012 
1 / I  0/20 12 

1 /9/20 12 
1 /6/20 12 
1/5/2012 
1 /4/20 I2 
1/3/2012 

12/30/2011 
12/29/20 1 1 
12/28/20 1 I 
12/27/20 1 1 
12/23/20 1 1 
12/22/20 1 1 
12/21/2011 
I2/20/20 1 1 
12/19/20 1 1 
12/16/20 1 1 
12/15/2011 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMUM 

AEP Date Open 
1 /27/20 12 
1 /26/20 12 
1/25/2012 
1 /24/20 12 
1/23/20 12 
1 /20/20 12 
1/19/20 12 
1 / I  8/20 I2 

19.1 
18.96 
18.83 
18.75 
18.4 

18.43 
18.41 
18.29 
18.22 
18.72 
18.79 
19.41 

I8 

41.74 
4 1.79 
40.87 
40.99 
41.3 

41.15 
4 1.57 
41.25 
4 1.26 
40.7 1 
41.05 

41 
40.7 
40.3 

40.48 
40.79 
40.92 
42.48 
42.28 

42 
42.13 
4 1.64 
41.55 
40.71 
40.09 
40.01 
40.01 
39.75 
39.82 
39.79 
41.00 

40.995 
42.48 
39.75 

41 
41 “23 
40.5.5 
40.57 

41 
41.13 
4 1.55 
41.5 

High 

High 

19.26 
19.13 
18.94 
18.82 
18.72 
18.49 
18.47 
18.39 
18.27 
18.8.3 
18.88 
19.41 
18.27 

41.86 
41.9 

4 1.72 
41.16 
41.64 
41.49 
41.66 
4 1.58 
41.6 

41.12 
41.17 
41.25 
41.14 
40.53 
40.53 
40.87 
41.31 
42.49 
42.39 
42.54 
42.37 
42.4 

41.76 
41.6 
40.7 

40.33 
40.28 
40.24 
40.01 
40.12 
41.33 
41.4 

42.54 
40.01 

41.01 
41.53 
4 1.44 
40.74 
41.25 
41.23 
41.62 
41.64 

Low 

Low 

19.05 
18.83 
18.78 
18.64 
18.3 
I8 12 
18.25 
18.12 
17.96 
18.55 
18.59 
19.14 
17.86 

41.12 
41.51 
40.77 
40.8 

40.94 
41.15 
41.23 
41.05 
41.2 

40.69 
40.83 
40.95 
40.65 
40.07 
39.98 
40.46 
40.83 
40.96 
41.96 

42 
41.93 
41 “64 
4 1.36 
40.66 
40.06 

40 
39.4s 
39.57 
39.63 
39.33 
40.76 
40.83 

42 
39.33 

Close 

19.2 770300 
19.09 959 100 
18.84 129.5800 
18.75 2760800 
18.69 1625300 
18.18 1 139600 
18.33 2 196800 
18.34 I296200 
17.99 1 138600 
18.69 1497.520.00 
18.72 I296000 
19.26 4030700 
17.99 76 1700 

Volume 
41.47 
41.77 
41.67 

41 
41 I I  
41.33 
41.24 
41.57 
41.4 

40.98 
41.09 
40.96 
41.07 
40.4 1 
40.06 
40.5 

40.8.3 
4 1.09 
41.98 
42.4 

41.97 
42.32 
41.64 
41.49 
40.6 
40.2 

39.5 1 
39.8 1 
39.91 
39.4 

41.03 
41.09 
42.4 
39.4 

300600 
340100 
370300 
120100 
1 I4300 
1 17300 
1 14400 
130200 
274000 
153600 
90700 

186400 
197300 
347600 
333400 
331400 
2 17900 
190300 
102500 
l80lOO 
184200 
1 16500 
98600 

676000 
270000 
270000 
127900 
482700 
192200 
193000 

227453.33 
191250 
676000 
90700 

Close Volume 
39.92 39.95 14305700 
41.01 41.28 11512300 
40.27 41.38 3548200 
40.4 1 40.67 2954800 
40.6 1 40.8 4864200 
40.8.3 41.01 4 I67500 
41.01 41.1 4582300 
41.27 41.54 2854500 



1 / 1 7/20 1 2 
I l l  3/20 12 
1 / 1 2/20 1 2 
111 112012 
111 0/20 12 
1/9/20 12 
1/6/20 12 
1/5/20 12 
1/4/20 12 
1/3/20 12 

12/30/20 1 I 
12/29/20 1 1 
12/28/20 I 1 
12/27/20 1 1 
12/23/20 I I 
12/22/20 1 I 
12/21/201 I 
12/20/20 1 1 
12/19/2011 
12/16/2011 
12/15/2011 
12/14/2011 

AVERAGE, 
MEDIAN 
MAXIMUM 
MINIMUM 

CNL Date Open 
1/27/20 12 
1/26/20 12 
1/25/20 12 
1/24/20 12 
1/23/2012 
1 /20/20 1 2 
111 91201 2 
111 81201 2 
111 7/20 I2 
1/13/20 12 
1 / I  2/20 1 2 
1/11/2012 
111 0/20 12 
1/9/20 1 2 
1/6/20 1 2 
1 /SI20 I2 
1/4/20 12 
1/3/20 12 

12/30/20 1 1 
12/29/20 1 1 
12/28/20 1 I 
12/27/20 1 1 
12/23/20 1 1 
12/22/20 1 1 
12/21/2011 
12/20/20 1 1 
12/19/2011 
12/16/2011 
12/15/2011 
12/14/2011 

41.58 
4 1.06 
4 1.33 
41.14 
4 1.33 
40.87 
40.9.5 
40.85 
40.76 
41.96 
4 1.63 
41.4 

41.59 
41.52 
4 1.54 

41 
39.92 
39.75 
,3939 
39.85 
39.04 
39.53 
40.90 
4 1.03 
41.96 
39.04 

38.21 
38.14 
37.15 
36.75 
36.5 

36.49 
37.21 
37.34 
37.3 1 
37.04 
36.98 
36.55 
36.58 
36.33 
36.8 

36.97 
37.27 
38.36 
38.09 
38.1 

38.24 
37.95 
37.76 
37.72 

37 
36.6 

36.69 
36.43 
35.91 
3.5.87 

High 

4 1.78 
41.37 
4 1.45 
41.27 
4 1.48 
41.03 
40.99 
4 1.09 
41.05 
41.98 
41.6.5 
41.63 
41.71 
41.68 
41.65 
41.42 
40.99 
39.97 
39.95 
40.04 
39.81 
39.59 
41.13 
41.32 
41.98 
39.59 

38.39 
38.65 
38.06 
37.17 
37.25 
36.69 
37.21 
37.34 
37.54 
37.16 
37.3 

36.88 
36.7 

36.37 
36.85 
37.03 
37.49 
38.6 

38.24 
38.31 
38.24 
38.29 

38 
37.8.5 
37.58 
37.08 
37.06 
36.75 
36.43 
36.01 

41.2 
4 1 “0.3 
41.11 
41.1 

41.17 
40.74 
40.7.3 
40.67 
40.7.3 
40.68 
41.3 

41.37 
4 1.24 
41.45 
41.4 
40.9 

39.92 
39.63 
39.15 
39.46 

3 9 
38.43 
40.59 

40.785 
41.45 
38.43 

4 1.43 
41.37 
4 1.3.5 
41.23 
41.26 
40.98 
40.79 
40.95 
40.9 

40.77 
41.31 
41.54 
41.28 
41.65 
41.57 
41.37 
40.85 
39.94 
39.29 
39.66 
39.74 
38.72 
40.86 

41.055 
41.65 
38.72 

4096300 
27 17400 
2447000 
3074300 
472 1000 
6044500 
32 15200 
40.39900 
3384500 
4968200 
1680800 
1944400 
1994300 
2448300 
2014000 
3490600 
4 4 9 0 0 0 0 
2789400 
2775500 
443 1700 
5042200 
832.3000 

4297400.00 
35 19400 

14305700 
1680800 

Low Close Volume 
37.96 
37.88 
36.8 

36.66 
36.5 

36.32 
36.48 
36.85 
37.17 
36.82 
36.82 
36.42 
36.4 1 
36.15 
36.2 

36.66 
37.04 
37.2 1 
38.03 

38 
37.85 
37.83 
37.7 

37.57 
36.96 
36.54 
36.07 
36.22 
35.86 
35.58 

38.19 
38 31 

38 
37.12 
36.81 
36.41 
36.5 1 
37.13 
37.32 
37.01 

37.2 
36.84 
36.55 
36.28 
36.24 
36.8 

37.07 
37.43 
38.1 

38.18 
37.93 
38.17 
37.93 
37.71 
37.56 
37.04 
36.14 
36.62 
36.35 
35.59 

425600 
567300 
730500 
816100 

1095800 
1 1  15800 
409000 
306100 
592800 
380000 
540000 
44 1600 
355800 
4.38100 
48 I700 
479000 
467200 
884100 
292900 
296700 
314100 
243000 
202600 
32.5500 
457800 
409600 
,357300 

1366600 
343000 
382900 



AVERAGE 37.14 37.42 
MEDIAN 37.02 37.275 
MAXIMUM 38.36 38.65 
MINIMIJM 35.87 36.01 

ETR Date Open High L,ow 
1/27/2012 
1/26/20 12 
1 /25/20 12 
1/24/20 12 
1 /23/20 12 
1/20/2012 
1 / I  9/20 I2 
111 8/20 12 
1 / I  7/20 12 
111 3/20 I2 
111 2/20 12 
111 112012 
111 0120 12 
1/9/20 1 2 
1/6/20 1 2 
1 /SI20 12 
1/4/20 12 
1/3/20 12 

12/30/20 1 1 
12/29/2011 
12/28/20 1 1 
12/27/20 1 1 
12/2.3/20 I 1 
12/22/20 1 1 
12/21/2011 
12/20/20 1 1 
12/19/2011 
12/16/2011 
12/15/2011 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMIJM 

WR Date Open 
1/27/2012 
1/26/2012 
1/25/20 12 
I /24/20 12 
1/23/20 12 
1/20/20 I2 
I l l  9/20 12 
111 SI2012 
1/17/2012 
111 3/20 12 
1/12/2012 
111 112012 
111 Ol2012 

1/9/20 1 2 
1/6/20 12 
1 /SI20 12 

71.01 
71.07 
69.02 
70.19 
70.88 
70.94 
71.13 
70.7.5 
71.77 
71.2 

71.7.5 
71.62 
72.09 
71.76 

72 
71.92 
72.49 
73.65 
73.76 
73.4 

7.3.52 
73 

7.3.15 
72.88 
71.81 
71.76 
71.62 
71.85 
71.09 
71.03 
71.80 
7 1.76 
73.76 
69.02 

71.17 
72.08 
7 1.06 
70.19 
70.88 
71.27 
71.33 
71.38 
72.1 1 
71.42 
71.84 
71.97 
72.52 
71.77 
72.09 
72.15 
72.57 
73.66 
73.8 
7.3.8 

73.75 
13.75 
7.3.63 
73.12 
72.91 
72.3 

72 
72.01 
71.86 
71.19 
72.19 

72.045 
73.8 

70.19 
High Low 

29.02 29.04 
28.88 29.13 
28.18 28.79 
28.01 28.21 
28.23 28.49 
28.14 28.28 
28.5 28.5 
28.4 28.47 

28.37 28.66 
28.35 28.39 
28.67 28.71 
28.57 28.7 
28.66 28.77 
28.19 28.29 
28.3 28.3 

28.16 28.32 

36.89 37.15 517283.33 
36.81 37.095 43 1850 
38.03 38.3 1 I366600 

202600 35.58 35.59 
Close Voluine 

70.48 
70.89 
68.67 
69.03 
69.73 
69.3 1 
70.35 
70.27 
70.7 

70.75 
71.22 
71.18 
71.38 
71.33 
71.3 

71.27 
71.67 
72.06 
73.04 
73.17 
7.3.04 

73 
72.78 
72.64 
71.81 
71.64 
70.77 
7 1.25 
70.95 
70.44 
71.20 

7 1.235 
73.17 
68.67 

70.62 
71 “3 

70.89 
69.46 
70.7 

69.93 
70.66 
7 1.24 
70.9 

71.11 
7 1.43 
71.6 

72 
71.59 
71.5 
71.9 
71.9 

72.52 
73.05 
73.65 
73.14 
73.59 
73.14 
72.88 
72.76 
71.98 
70.99 
7 1.64 
71.58 
70.6 

71.68 
7 1.585 

73.65 
69.46 

779 100 
1299100 
1 156500 
1479800 
1720300 
2346500 
1,361400 
1385400 
12541 00 
9.34000 
863000 
79 1.300 
823000 
779800 
795400 

1000000 
977200 

1805800 
786400 
482700 
542 100 
587400 
603700 
938400 

1406400 
1191900 
985400 

206.5500 
1208600 
1040600 

1 113026.67 
992700 

2346.500 
482700 

Close Voluine 
28.68 28.76 828900 
28.85 29.02 1371 100 
27.9.5 28.77 1010300 
27.96 28.19 668800 
28.04 28.15 680100 
28.08 28.19 638400 
28.07 28.13 776000 
28.22 28.46 623500 
28.23 28.4 797900 
28.2 28.36 642900 

28.38 28.49 591 100 
28.51 28.57 11 10100 
28.49 28.55 942200 

28 28.26 708900 
28.04 28.16 1 I79400 
27.83 28.26 1678400 

1/4/20 12 28.41 28.49 28.08 28. I7 1267200 



1/3/20 12 
l2/30/20 1 1 
12/29/20 1 1 
12/28/20 1 1 
12/27/20] 1 
12/23/20] 1 
12/22/20 1 I 
12/21/2011 
12/20/20 1 1 
12/19/2011 
12/16/2011 
12/15/2011 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMUM 
M IN 1 MUM 

AVA Date Open 
1/27/2012 
1 /26/20 12 
1/25/20 12 
1 /24/20 12 
1/23/20 12 
1/20/2012 
1 / I  9/20 12 
1 / I  8/20 12 
1 / I  7/20 12 
1 / I  3/20 12 
1 / I  2/20 I2 
1/11/2012 
I / I  0/20 12 

1 /9/20 12 
1 /GI20 12 
1 /SI20 12 
1/4/20 12 
1 /3/20 12 

12/30/2011 
12/29/20] 1 
12/28/20] I 
12/27/20 I 1 
12/2.3/2011 
12/22/2011 
12/21/201 I 
12/20/20 1 1 
12/19/2011 
12/16/2011 
12/15/20 1 1 
12/14/20] 1 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMUM 

29.1 1 
28.88 
28.78 
28.87 
28.48 
28.36 
28.32 
27.77 
27.55 
27.38 
27.35 
27.09 
27.1 I 
28.27 

28.3.5.5 
29.1 1 
27.09 

25.54 
25.3 1 
24.79 
24.82 
24.96 
2.5.13 
25.34 
25.19 
25.33 

25 
25.32 
25.3 

25.13 
25.33 
25.41 
25.28 
25.56 
26.18 
26.06 
25.94 
26.2 1 
25.9 

25.87 
25.95 
25.47 
25.48 
25.35 
25.52 
25.19 
25.22 
25.44 

25.335 
26.2 1 
24.79 

High 

HE Date Open High 
1/27/2012 26.05 
1/26/2012 25.94 
1/25/2012 25.44 
1 /24/20 1 2 25.52 

29.13 
29.05 
28.98 
28.89 
28.87 
28.57 
28.34 
28.26 
27.8 

27.55 
27.52 
27.34 
27.22 
28.44 
28.49 
29. I3 
27.22 

25.55 
25.63 
25.28 
24.83 
24.98 
25.19 
25.34 
25.23 
25.42 
25.13 
25.34 
25.46 

25.3 
25.33 
25.48 
25.5 1 
25.67 
26.18 
26.12 
26.07 
26.3 1 
26.29 
26.03 
26.08 
25.89 
25.77 
25.59 
25.66 
25.6 

25.37 
25.59 
25.53 
26.3 1 
24.83 

26.05 
26.1 1 
25.92 
2.5.61 

Low 

Low 

28.23 28.35 
28.78 28.78 
28.71 28.96 
28.62 28.66 
28.45 28.79 
28.36 28.55 
28. I G 28.23 
27.7.3 28.25 
27.48 27 8 
27.17 27.28 
27.13 27.29 
27.04 27.23 
26.86 26.86 
28.08 28.26 
28.12 28.305 
28.85 29.02 
26.86 26.86 

783400 
594700 
42 1000 
504500 
409200 
489600 
548800 
657500 
68.5800 
8.55600 

1373000 
533400 
673900 

80 1520.00 
682950 

1678400 
409200 

Close Volume 
25.32 
25.13 
24.59 
24.61 
24.78 
24.89 
24.98 
24.98 
25.08 
24.8 1 
25.08 
25.14 
25.02 
25.08 
25.24 
25. I3 
25.37 
25.44 
25.75 
25.85 
25.85 
25.86 
25.87 
25.8 

2.5.47 
25.48 
25.04 
25.05 
25.16 
24.89 
25.22 
25.13 
25.87 
24.59 

25.53 
25.57 
25.23 
24.82 
24.86 
24.94 
2.5.09 
2.5.23 
25.14 
25.1 

25.19 
25.21 
25.22 
25.18 
25.25 
25.47 
25.43 
25.58 
25.75 
26.03 
25.87 
26.2 1 
25.96 
2.5.86 
25.85 
25.59 
25.18 
25.16 
25.46 
24.92 
25.40 
2.5.24 
26.2 1 
24.82 

381300 
3 19500 
345300 
280000 
378300 
388900 
298900 
235600 
283 100 
378800 
250 100 
300300 
603 100 
208800 
229100 
463700 
389600 
544600 
,355400 
288900 
337 100 
423000 
327600 
262200 
443900 
699000 
823600 

7.599 100 
107 1700 
656300 

652226.67 
366850 

7599 100 
208800 

Close Volume 
25.86 25.9.3 286800 
25.8.3 26.1 53 1000 
25.28 25.86 474400 
25.43 25.5 297400 



1/23/2012 
1 /20/20 12 
I / I  9/20 12 
1 / I  8/20 12 
1 I1 7/20 12 
1 I1 3/20 12 
1 I1 2/20 12 
111 112012 
1 / I  0120 12 
1/9/20 1 2 
1/6/20 I2 
1 I5120 12 
1/4/20 12 
1/3/20 12 

12/30/20 1 I 
12/29/20 I 1 
12/28/20 1 1 
12/27/2011 
12/23/20 1 1 
12/22/20 1 1 
12/21/2011 
12/20/20 1 1 
1211 9/20 1 1 
12/16/2011 
1211 5/20 1 1 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMIJM 
MINIMIJM 

PGC Date Open 
1/27/20 12 
1/26/20 12 
1 /25/20 12 
1/24/20 12 
1/23/2012 
1 /20/20 12 
1 11 9/20 I2 
1/18/2012 
1 I1 7/20 12 
111 31201 2 
111 21201 2 
111 112012 
I l l  0120 12 
1/9/20 I 2 
1/6/20 12 
1/5/20 12 
1/4/2012 
1/3/20 12 

12/30/20 1 1 
12/29/20 1 1 
12/28/20 1 1 
12/27/20 1 1 
12/23/20 1 1 
12/22/20 1 1 
12/21/201 I 
12/20/20 1 1 

2.5.54 
25.41 
25.78 
25.75 
25.86 
25.98 
26.01 
26.01 
26.12 
25.95 

26 
25.75 
26.1 1 
26.79 
26.66 
26.47 
26.53 
26.46 
26.33 
26. 18 

26 
25.86 
25.83 
25.95 
26.03 
25.91 
26.01 
25.99 
26.79 
25.41 

41.24 
41.09 
40.06 
40.44 
40.5 1 
40.68 
41.44 
41.58 
41.7 

41.51 
41.71 
41.1 

41.33 
41 

40.96 
40.92 
40.85 
4 1.42 
41.5 

40.98 
41.12 
41.15 
41.14 
41.26 
40.46 
39.77 

High 

25.73 
25.5.3 
25.79 
25.81 
25.95 
25.98 
26.01 
26.13 
26.39 
26.02 
26.08 
26.08 
26.12 
26.79 
26.73 
26.67 
26.6 

26.65 
26.57 
26.4 

26.25 
25.99 
26.03 
26.1 1 
26.24 
26.06 
26.15 
26.08 
26.79 
25.53 

41.25 
41.38 
41.18 
40.5 

40.89 
40.76 
4 1.46 
41.8 

42.27 
41.54 
41.92 
41.76 
41.56 
41.08 
41.18 
41.09 
41.01 
41.52 
41.58 
4 1.47 
41.24 
41.8 
41.6 

41.29 
41.16 
40.4.3 

Low 

25.42 
2.5.3.3 
25.4 

25.56 
25.67 
2.5.65 
25.8 

25.84 
25.97 
2.5.83 
25.82 
25.52 
25.81 
26.04 
26.48 
26.47 
26.34 
26.37 
26.33 
26. I5 
25.91 
25.74 
25.48 
25.57 
2.5.89 
2.5.72 
25.82 

25.815 
26.48 
25.28 

25.56 
25.43 
25.49 
25.76 
25.73 
25.7.3 
25.95 
25.91 

26 
25.87 
25.87 
25.96 
25.84 
26.1 1 
26.48 
26.62 
26.38 
26.49 
26.46 
26.27 
26.17 
25.97 
25.5 1 
25.72 
25.93 
25.74 
25.94 
25.92 
26.62 
25.43 

329500 
503900 
444800 
391600 
325.300 
401200 
320600 
340900 
459 100 
978200 
280800 
32 1200 
2 IS300 
437200 
286400 
167100 
222700 
239400 
I67900 
380.300 
603000 
5 16000 
545300 

1225700 
686.500 
50 1800 

429376.67 
385950 

1225700 
167100 

Close Volume 
40.75 40.83 
40.97 4 1.26 
39.85 4 1.09 
40.01 40.16 
40.5 1 40.64 
39.96 40.36 
40.95 41.2 
41.31 41.44 
41.63 41.74 
40.69 41.28 
4 1.4.5 41.91 
40.96 41.65 
41.07 41.13 
40.73 41.05 
40.76 41.06 
40.4 4 1 .OS 

40.74 40.85 
40.62 40.82 
41.19 41.22 
40.95 4 1.45 
40.62 40.85 
41 “07 41.71 
40.99 41.09 
40.86 40.95 
40.38 41.06 
39.7 40.37 

I61 8800 
1977000 
3 127.300 
290 1300 
2763600 
608 1300 
2575400 
2082600 
1644300 
3874500 
2579500 
3349900 
1967800 
1682900 
2709 100 
2546600 
2084300 
3242 100 
1649 100 
1674300 
1618200 
1800300 
223 1800 
334.5200 
330 1000 
3470800 



12/19/2011 
12/16/2011 
12/15/2011 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMIJM 
MINIMUM 

PN W Date Open 
1 /27/20 12 
1/26/2012 
1/25/20 12 
1/24/20 1 2 
1/23/20 12 
1/20/2012 
111 9/20 12 
1/18/20 12 
1 /17/20 12 
1 / I  3/20 12 
1 /12/20 12 
1/11/2012 
1 / I  0/20 12 

1 /9/20 12 
1 /6/20 12 
1 /5/20 12 
1/4/20 12 
1/3/20 12 

12/30/20 1 1 
12/29/2011 
12/28/2011 
12/27/2011 
12/23/20 1 1 
12/22/20 1 1 
12/21/2011 
12/20/20 1 1 
12/19/20 1 1 
12/16/2011 
12/15/20 1 1 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMtJM 

POR Date Open 
1 /27/20 12 
1/26/2012 
1 /25/20 12 
1 /24/20 12 
1/23/2012 
1 /20/20 12 
111 9/20 12 
111 8/2012 
111 7/20 12 
1/13/2012 
1 /12/20 12 
1/11/2012 
1 /10/20 12 

40.01 
39.77 
38.99 
38.56 
40.8 1 

4 1.045 
41.71 
38.56 

48.41 
48.32 
47.36 
47.36 
47.74 
47.58 
47.84 
47.7 

47.91 
47.45 
47.73 
47.72 
48.12 
47.48 
47.54 
47.44 
47.89 
48.86 
48.68 
48.49 
48.7 

48.46 
48.09 
48.01 
47.42 
46.78 
4.5.96 
46.43 

45.7 
45.66 
47.63 

47.725 
48.86 
45.66 

25.28 
25.17 
24.63 
24.7 1 
24.72 
24.69 
24.91 

24.8 
24.9.5 
24.94 
24.77 
24.64 
24.6.5 

High 

High 

40.16 
40.25 
39.68 
39.12 
41.13 

4 1.245 
42.27 
39.12 

48.49 
48.86 
48.34 
47.5 1 
48.01 
47.78 
47.84 
47.84 
48.24 
47.66 
47.79 
47.8.5 
48.12 
47.59 
47.71 
47.76 
48.0.5 
48.86 
48.7.5 
48.75 
48.78 
48.87 
48.65 
48.05 
47.94 
47.36 
46.83 
46.9 1 
46.45 
45.98 
47.92 

47.895 
48.87 
45.98 

25.28 
25.4 

25.19 
24.75 
24.97 
24.77 
24.9 I 
24.91 
25.2 

25.01 
24.83 
24.75 
24.78 

. Low 

Low 

39.22 
39.6 

38.86 
38.44 
40.5 1 

40.735 
4 1.63 
38.44 

48.08 
48.1 

47.09 
47.18 
47.5 

47.41 
47.26 
47.37 
47.58 
47.33 
47.4 

47.46 
47.64 

47 
47.33 
47.2 

47.46 
47.63 
48.15 
48.45 
48.3 

48.33 
47.91 
47.75 
47.35 

46.6 
45.72 
45.92 
45.7 

45.1 1 
47.3 1 

47.405 
48.45 
45.1 1 

Close 

39.44 3590700 
39.98 9 0 6 7 2 0 0 
39.56 3949700 
38.61 4146700 
40.86 29551 10.00 

41 “0.55 2644300 
41.91 9067200 
38.61 161 8200 

Volume 
48.2 

48.53 
48.24 
47.47 
47.5 1 
47.75 
47.49 
47.77 
47.65 
47.62 
47.66 
47.55 
47.81 
47. 15 
47.39 
47.54 
47.5 1 
47.8.3 
48.18 
48.59 
48.36 
48.71 
48.39 
47.88 
47.8 

47.29 
46.26 
46.6.3 
46.3 1 
45.3 

47.6 1 
47.655 
48.71 
45.3 

748900 
790 100 
610100 

1135200 
627500 
690 100 
638600 
571 100 

1958700 
20 10300 
1975000 
630300 

1097 100 
796500 
634400 
835600 
786700 
859000 
541300 
483300 
505400 
614800 
498400 
699700 
9.36500 
863700 

1367700 
3296800 
1413200 
1222400 

994613.33 
788400 

3296800 
483300 

Close Volume 
24.98 25.13 486200 
25.07 25.38 398600 
24.52 2.5.12 629500 
24.58 24.7 1 499200 
24.65 24.78 428700 
24.57 24.67 870 100 

923400 24.49 24.6 
24.67 24.91 463700 
24.73 24.78 456800 
24.64 24.87 928700 
24.55 24.7 452.500 
24.56 24.69 580100 
24.53 24.66 590600 



1/9/20 I2 
1/6/2012 
1/.5/20 12 
1/4/20 1 2 
1 /3/20 1 2 

12/30/20 1 1 
12/29/20 1 1 
12/28/20 1 1 
12/27/20 1 1 
12/23/20 1 1 
12/22/20 1 1 
12/21/2011 
12/20/20 I 1 
12/19/2011 
12/16/2011 
12/15/201 I 
12/14/2011 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMUM 

U N S  Date Open 
1/27/2012 
1/26/20 12 
1/25/2012 
1/24/20 12 
1/23/20 12 
1/20/2012 
1/19/20 12 
l/l8/2012 
111 7/20 12 
1/13/20 12 
111 2/20 12 
1/11/2012 
1/10/2012 

1 /9/20 12 
1/6/20 12 
1 /SI20 12 
1 /4/20 1 2 
1/3/20 12 

l2/30/20 1 I 
12/29/20 1 1 
12/28/20 1 I 
12/27/20 1 1 
12/23/20 1 1 
12/22/20 1 1 
12/21/2011 
12/20/20 1 1 
12/19/2011 
12/16/2011 
12/15/2011 
12/14/201 I 

AVERAGE 
MEDIAN 
MAXIMUM 
MINIMUM 

24.36 
24.67 
24.74 
24.92 
25.54 
25.43 
25.39 

25.4 
25.18 
25.13 
24.9 

24.87 
24.75 
24.77 
24.75 

24.6 
24.4 

24.89 
24.785 

25.54 
24.36 

37.3 3 
37.21 
36.58 
36.79 
37.15 
37.17 
37.27 
36.97 
36.9 

36" 18 
36.45 
36.35 
36.39 
36.34 
36.7 

36.54 
36.54 
37.33 
37.12 
37.42 
37.86 
37.5 1 
37.58 
37.59 
36.95 
36.78 
36.7 

36.3 1 
36.66 

36.5 
36.91 

36.845 
37.86 
36.18 

High 

24.45 
24.67 
24.78 
25.05 
25.62 
25.49 
25.48 
25.47 
25.54 
25.33 
25.13 
25.12 
24.9 

24.85 
24.89 
24.82 
24.52 
25.03 
24.94 
25.62 
24.45 

37.39 
37.59 
37.18 
36.79 
37.4 
37.4 

37.27 
37.26 
37.27 
36.87 
36.5 1 
36.44 
36.39 
36 5.3 
36.8 

36.88 
36.71 
37.37 
37.35 
37.69 
37.94 

38 
37.8 

37.59 
37.52 
37.15 
36.94 
37.07 
36.91 
36.66 
37.16 
37.22 

38 
36.39 

Low 

24.29 24.44 
24.3 1 24.33 
24.5 1 24.61 
24.83 24.83 
24.9 25 

25.29 25.29 
2.5.22 25.46 

25.2 25.31 
25. 18 25.42 
25.09 25.17 
24.78 25.03 
24.8 25.08 

24.69 24.85 
24 46 24.52 
24.53 24.65 
24.5 24.73 

24.26 24.36 
24.71 24.87 

24.645 24.805 
25.29 25.46 
24.26 24.33 

580600 
708800 
776800 
385900 
485300 
792600 
525200 
460800 
380800 
3 10000 
648200 
839500 
652800 
376600 
860900 
5 16000 
582800 

586390.00 
5.52650 
928700 
3 10000 

Close Volume 
37.06 
37.04 
36.33 
36.47 
36.68 
36.95 
36.92 
36.67 
36.88 
36.18 
36.33 
36.15 
36.12 
35.83 
36.21 
36.33 
36.48 
36.5 1 
36.85 
36.8.3 
37.44 
37.5 I 
37.5 

37.3 I 
36.95 
36.76 
36.3.5 
36.3 1 
36.52 
36.28 
36.66 

36.595 
37.5 1 
35.83 

37.21 
37.49 
37. I3 
36.65 
36.89 
37.08 
37.06 
37.23 
36.95 
36.8 

36.43 
36.34 
36.3 1 
36.1 1 
36.35 
36.78 
36.61 
36.58 
36.92 
37.18 
37.45 
37.78 
37.6 

37.44 
37.46 
36.98 
36.43 
36.58 
36.82 
36.29 
36.90 

36.905 
37.78 
36.11 

I62000 
284.500 
193600 
246800 
27 1800 
32 1000 
366800 
468 100 
566800 
543000 
394800 
3 13600 
528000 
559200 
898100 
35 1900 
446500 
399700 
366000 
608 100 
3.58800 
193200 
209900 
277000 
222300 
2.59000 
260800 

1908400 
334700 
389600 

423466.67 
355350 

1908400 
162000 



KENTUCKY POWER COMPANY 
12/14/11- 1/27/12 

NAME/ MARKET DIVIDEND 
TICKER PRICE BETA (VL,) INCR? 

FE 42.90 0.8 n 
TE 18.69 0.85 Y 
AL,E 41.03 0.7 Y 
AEP 40.86 0.7 n 
CNL 37.15 0.7 n 
ETR 71.68 0.7 n 
WR 28.26 0.75 Y 
AVA 25.40 0.7 Y 
HE 25.94 0.7 N 
PCG 40.86 0.55 n 
PNW 47.61 0.7 n 
POR 24.87 0.75 N 
UNS 36.90 0.75 Y 

Beta 

First Energy Corp. 
TECO Energy 
ALL,ETE 
American Electric Power 
Cleco Corporation 
Entergy Corp. 
Westar Energy 
Avista Corporation 
Hawaiian Electric 
PGE Corporation 
Pinnacle West Capital 
Portland General 
UniSource Energy 

0.7 1923077 

VL S&I (213112) 
12 MOS FORWARD YIELD 

5.3 
4.9 
4.4 
4.7 
3.4 
4.8 
4x5 
4.8 
4.9 
4.5 
4.4 
4.4 
4.6 

CURRENT 
DIVIDEND 

0.55 
0.215 
0.445 

0.47 
0.313 
0.83 
0.32 

0.275 
0.31 

0.455 
0.525 
0.26.5 

0.42 

Val Line 
Purchased 
Power 

30% 
9% 

39% 

25% 
33% 

0% 
45% 
40% 
58% 
24% 
43% 

0% 

n/a 

2006 
EP S 

3.82 
1.17 
2.77 
2.86 
1.36 
5.36 
1.88 
1.47 
1.33 
2.76 
3.17 
1.14 
1.85 

2007 
EPS 

4.22 
1.27 
3.08 
2.86 
1.32 
5.6 

1.84 
0.72 
1.11 
2.78 
2.96 
2.33 
1 .55 

2008 
EPS 

4.38 
0.77 
2.82 
2.99 

1.7 
6.2 

1.31 
1.36 
1.07 
3.22 
2.12 
1.39 
0.39 

full  States in which 
decoupling Co. operates 
.I OH,NJ,PA,M D 

FL 
MN,WI 
AK,ICY,IND,W 
L.A 
AR,L,A,MS,TX 
KAN 
WAJDA 

.I HI 

Az 
OR 
Az 

.I c A 

Avg. DIP 4.59 



2009 
EPS 

3.32 
1 

1.89 
2.97 
1.76 
6.3 

1.28 
1.58 
0.91 
3.03 
2.26 
1.31 
2.69 

2010 
EP S 

3.25 
1.13 
2.19 

2.6 
2.29 
6.66 

1.8 
1.65 
1.21 
2.82 
3.08 
1.66 
2.82 

,wv 

V,MI,OH,OK,TX,VA 

201 1 
EP S 

2.5 
1.3 

2.65 
3.15 
2.45 

7.4 
1.75 
1.75 

1.5 
2.8 
2.9 

1.95 
2.85 

2012 
EPS 

3.4 
1.45 
2.65 
3.25 
2.4 

6 
1.9 
1.8 
1.7 

2.95 
3.3 

2 
2.7 

2014-2016 
EPS 

3.75 
1.75 
3.25 
3.75 
2.75 

6.5 
2.4 

2 
2 
4 

3.5 
2.25 
3.45 

2006 
DPS 

1.85 
0.76 
1.45 

1 .5 
0.9 

2.16 
0.98 
0.57 
1.24 
1.32 
2.03 
0.68 
0.84 

2007 
DPS 

2.05 
0.78 
1.64 
1.58 
0.9 

2.58 
1.08 
0.6 

1.24 
1.44 
2.1 

0.93 
0.9 

2008 
DPS 

2.2 
0.8 

1.72 
1.64 
0.9 

3 
1.16 
0.69 
1.24 
1.56 
2" 1 

0.97 
0.96 



2009 
DPS 

2.2 
0.8 

1.76 
1.64 
0.9 

3 
1.2 

0.8 1 
1.24 
1.68 
2.1 

1.01 
1.16 

2010 
DPS 

2.2 
0.82 
1.76 
1.71 
0.98 
3 2 4  
1.24 

1 
1.24 
1.82 
2.1 

1.04 
1.56 

201 1 
DPS 

2.2 
0.85 
1.78 
1.85 
1.12 
3.32 
1.28 
1.1 

1.24 
1.82 
2.1 

1.06 
1.68 

2012 
DPS 

2.2 
0.89 

1.8 
1.9 

1.25 
3.32 
1.32 
1.18 
1.24 
1.82 
2.1 

1.08 
1.76 

2014-2016 2006 2007 2008 
DPS ROE(decirnal)ROE(decimal)ROE(decirnal) 

2.3 0.139 0.146 0.162 
1.05 0.141 0.132 0.08 1 
1.95 0.116 0.118 0.1 
2.1 0.12 0.1 14 0.1 13 
1.6 0.083 0.078 0.096 
3.5 0.138 0.144 0.153 

1.44 0.107 0.092 0.062 
1.4 0.08 0.042 0.074 
1.3 0.099 0.072 0.065 

2 0.127 0.118 0.126 
2.35 0.092 0.085 0.062 

1.2 0.058 0.1 1 0.064 
2.08 0.106 0.085 0.021 



2009 2010 201 1 2012 2014-2016 
ROE(decimal)ROE(deciinal)ROE(decimal)ROE(decii~ial)ROE(decimal) 

0.119 0.116 0.075 0.105 0.1 
0.103 0.112 0.125 0.13 0.14 
0.066 0.077 0.09 0.09 0.095 
0.104 0.091 0.105 0.105 0.105 
0.095 0.106 0.105 0.09.5 0.095 
0.143 0.147 0.14.5 0.1 1 0.105 
0.062 0.082 0.08 0.08 0.1 
0.083 0.082 0.085 0.085 0.09 
0.058 0.077 0.09 0.1 0.105 
0.1 12 0.097 0.095 0.095 0.1 1 
0.069 0.09 0.085 0.09 0.09 
0.062 0.079 0.09 0.085 0.09 
0.139 0.136 0.12 0.1 1 0.125 

2006 
BVPS 

28.3 
8.2.5 
21.9 

23.73 
1.5.22 
40.45 
17.62 
17.46 
13.44 
22.44 
34.48 
19.58 
18.59 

2007 
BVPS 

29.45 
9.56 

24.1 1 
25.17 
16.8.5 
40.71 
19.14 
17.27 
1.5.29 
24.18 
3.5.15 
2 1 .os 
19.54 

2008 
BVPS 

27.17 
9.43 

25.37 
26.33 
17.6.5 
42.07 
20.18 

18.3 
15.35 
25.97 
34.16 
2 1.64 
19.16 

0.06833333 

0.10815385 0.10276923 0.09069231 0.09346154 0.09938462 0.09923077 0.09846154 0.10384615 

I 09.9% 09.5%1 10.4% I 



2009 
BVPS 

28.08 
9.75 

26.41 
27.49 

18.5 
45.54 
20.59 
19.17 
15.58 
27.88 
32.69 
20.5 

20.94 

2010 
BVPS 

28.03 
10.1 

27.26 
28.33 
21.76 
47.53 
21.25 
19.71 
15.67 
28.55 
33.86 
21.14 
22.46 

201 1 
BVPS 

32.0.5 
10.55 
28.3 
30.4 

23.65 
51.05 
22.2 

20.3.5 
16.0.5 
29.55 
34.75 

22 
23.35 

2012 
BVPS 

33.3 
11.1 

29.45 
3 1.85 

24.8 
53.75 
22.9 

21.05 
16.65 
31.15 

35.9 
22.85 

24.3 

2014-201 6 2006 2007 2008 
BVPS {HARES OUTS'IHARES OUTS3HARES OUTS 

37.2.5 319.21 304.84 304.84 
13.25 209.5 210.9 212.9 
32.75 30.4 30.8 32.6 
36.7.5 396.67 400.43 406.07 
28.25 57.57 59.94 60.04 

62 202.67 193.12 189.36 
24.2 87.39 95.46 108.31 

22.75 52.51 52.9 1 54.49 
19 8 1.46 83.43 90.52 

36.75 348.14 353.72 361.06 
39.5 99.96 100.49 100.89 
25.5 62.5 62.53 62.58 
27.8 35.19 35.32 35.46 



2009 2010 201 1 2012 2014-2016 5YR HIST 5YR PROJ 
;HARES 0UTS';HARES 0UTS';HARES OUTS'jHARES 0UTS';HARES OUTS'XRN GROWTIZARN GROWTI 

304.84 304.84 418.22 418.22 418.22 0.09 0.005 
213.9 214.9 216 217 220 0.125 0.105 

35.2 35.8 37 38.2 40 0.035 0.06 
478.05 480.8 1 484 488 500 0.02 0.045 

60.26 60.53 60.7 60.7 60.7 0.075 0.06 
189.12 178.75 176 I76 171 0.1 0.005 
109.07 112.13 117.5 120 128 0.01 0.085 
54.84 57.12 58.5 59.5 61 0.115 0.045 
92.52 94.69 96 98 110 -0.06 0.1 1 
370.6 395.23 406 420 425 0.07 0.05 

101.43 108.77 109.25 110 123 0,005 0.06 
7.5.2 1 75.32 75.35 75.5 76.25 0.075 0.075 
35.85 36.54 37 37 38 0.085 0.095 



5YR HIST 5YR PROJ 5YR HIST 5YR PROJ 
DIV GROWTH DIV GROWTH BV GROWTH BV GROWTH 

0.05 0.005 0.0 1 0.05 
-0.05 0.045 0.05 0.05 
0.175 0.02 0.05 0.035 

0.02 0.04 0.05 0.05 
0.005 0.09.5 0.1 1 0.065 
0.105 0.02 0.04 0.055 

0.07 0.03 0.06 0.025 
0.1 0.09 0.04 0.03 

0 0.01 0.01 0.03.5 
0 0.03 0.105 0.05 

0.03 0.02 0.005 0.025 
0 0.03 0.02 0.03 

0.13 0.09 0.045 0.05 

Zacks 
2012 IBES 
EPS PROJ 5-YR EPS 

3.2.5 0.01 
1.39 0.0467 
2.61 0.05 
3.29 0.04 
2.45 d a  

5.8 0.02 
1.96 0.0609 
1.77 0.0467 
1.72 0.0803 
3.19 0.0427 
3.36 0.0533 
1.93 0.05 
2.48 0.026 



Exhibit-( SGH- 1) 
Schedule 4 
Page 1 of 5 

KENTUCKY POWER COMPANY 
DCF GROWTH RATE PARAMETERS 

ELECTRIC UTILITIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
FE RATIO RETURN 

2006 0.5157 13.9% 
2007 0.5142 14.6% 
2008 0.4977 16.2% 
2009 0.337.3 11.9% 
2010 0.323 1 11.6% 

201 1 0.1200 07.5% 
2012 0.3529 10.5% 

2014-2016 0.3867 10.0% 

AVERAGE GROWTH 

I t  ,! 
7.17% 
7.51% 
8.06% 
4.01% 
3.75% 
6.10% 
0.90% 
3.71% 
3.87% 

BOOK VALLJISHARES OUTS SHARE 
($/SHARE) (MILLIONS) GROWTH 

28.30 319.21 
29.45 3 04.84 
27.17 304.84 
28.08 304.84 
28.03 304.84 
1 .00% -1.14% 

418.22 37.19% 
418.22 17.13% 

5.00% 418.22 6.53% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
TE RATIO RETURN 

2006 0.3504 14.1% 
2007 0.3858 13.2% 
2008 -0.0390 08.1% 
2009 0.2000 10.3% 
2010 0.2743 11.2% 

201 1 0.3462 12.5% 
2012 0.3862 13.0% 

2014-2016 0.4000 14.0% 

AVERAGE GROWTH 

11"11 

4.94% 
5.09% 
-0.32% 
2.06% 
3.07% 
2.97% 
4.33% 
5.02% 
5.60% 

BOOK VALLJISHARES OUTS SHARE 
($/SHARE) (MILLIONS) GROWTH 

8.2.5 209.50 
9.56 210.90 
9.43 212.90 
9.75 213.90 
10.10 214.90 
5.00% 0.64% 

216.00 0.51% 
217.00 0.49% 

5.00% 220.00 0.47% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
ALE RATIO RETURN 
2006 0.476.5 11.6% 
2007 0.4675 11.8% 
2008 0.3901 10.0% 
2009 0.0688 06.6% 
2010 0.1963 07.7% 

201 1 0.3283 09.0% 
2012 0.3208 09.0% 

2014-2016 0.4000 09.5% 

AVERAGE GROWTH 

I 1  I 1  

5.53% 
5.52% 
3.90% 
0.45% 
1.51% 
3.38% 
2.95% 
2.89% 
3.80% 

BOOK VALUISHARES OUTS SHARE 
($/SHARE) (MILLIONS) GROWTH 

21.90 30.40 
24.1 1 30.80 
25.37 32.60 
26.41 35.20 
27.26 35.80 
5.00% 4.17% 

37.00 3.35% 
38.20 3.30% 

3.50% 40.00 2.24% 



Exhibit-(SGH-1) 
Schedule 4 
Page 2 of 5 

KENTUCKY POWER COMPANY 
DCF GROWTH RATE PARAMETERS 

ELECTRIC UTILITIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
AEP RATIO RETURN 
2006 0.4755 12.0% 
2007 0.4476 1 1.4% 
2008 0.45 15 11.3% 
2009 0.4478 10.4% 
2010 0.3423 09.1% 

201 1 0.4127 10.5% 
2012 0.41.54 10.5% 

20 14-20 16 0.4400 10.5% 

AVERAGE GROWTH 

I 1  I 1  

5.71% 
5.10% 
5.10% 
4.66% 
3.12% 
4.74% 
4.33% 
4.36% 
4.62% 

BOOK VALUEHARES OUTS SHARE 
($/SHARE) (MILLIONS) GROWTH 

23.73 396.67 
25.17 400.43 
26.33 406.07 
27.49 478.05 
28.33 480.8 1 
5.00% 4.93% 

484.00 0.66% 
488.00 0.74% 

5.00% 500.00 0.79% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
CNL RATIO GTURN yi 
2006 0.3382 08.3% 2.81% 
2007 0.3182 07.8% 
2008 0.4706 09.6% 
2009 0.4886 09.5% 
2010 0.5721 10.6% 

201 1 0.5429 10.5% 
2012 0.4792 09.5% 

2014-2016 0.4182 09.5% 

AVERAGE GROWTH 

2.48% 
4.52% 
4.64% 
6.06% 
4.10% 
5.70% 
4.55% 
3.97% 

BOOK VALUEHARES OUTS SHARE 
($/SHARE) (MILLIONS) GROWTH 

15.22 57.57 
16.85 59.94 
17.65 60.04 
18.50 60.26 
21.76 60.53 

1 1 .00% 1.26% 
60.70 0.28% 
60.70 0.14% 

6.50% 60.70 0.06% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUEHARES OIJTS SHARE 
ETR RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH 
2006 0.5970 13.8% 8.24% 40.45 202.67 
2007 0.5393 
2008 0.5161 
2009 0.5238 
2010 0.5135 

AVERAGE GROWTH 
2011 0.5514 
2012 0.4467 

2014-2016 0.4615 

14.4% 7.77% 
15.3% 7.90% 
14.3% 7.49% 
14.7% 7.55% 

7.79% 
14.5% 7.99% 
11.0% 4.91% 
10.5% 4.85% 

40.71 193.12 
42.07 189.36 
45.54 189.12 
47.53 178.75 
4.00% -3.09% 

176.00 -1 "54% 
176.00 -0.77% 

5.50% 171.00 -0.88% 



Exhibit-( SGH- 1) 
Schedule 4 
Page 3 of 5 

mNTUCKY POWER COMPANY 
DCF GROWTH RATE PARAMETERS 

EL,ECTRIC UTILITIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUEHARES OUTS SHARE 
WR RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH 
2006 0.4787 10.7% 5.12% 17.62 87.39 
2007 0.4130 
2008 0.1 145 
2009 0.0625 
2010 0.3111 

AVERAGE GROWTH 
201 1 0.2686 
2012 0.3053 

2014-2016 0.4000 

09.2% 3.80% 
06.2% 0.71% 
06.2% 0.39% 
08.2% 2.55% 

2.5 1 % 
08.0% 2.15% 
08.0% 2.44% 
10.0% 4.00% 

19.14 95.46 
20.18 108.31 
20.59 109.07 
21.25 112.13 
6.00% 6.43% 

117.50 4.79% 
120.00 3.45% 

2.50% 128.00 2.68% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUEHARES OUTS SHARE 
AVA RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH 
2006 0.6122 08.0% 4.90% 17.46 52.51 
2007 0.1667 
2008 0.4926 
2009 0.4873 
2010 0.3939 

AVERAGE GROWTH 
201 1 0.3714 
2012 0.3444 

2014-201 6 0.3000 

04.2% 0.70% 
07.4% 3.65% 
08.3% 4.04% 
08.2% 3.23% 

3.30% 
08.5% 3.16% 
08.5% 2.93% 
09.0% 2.70% 

17.27 52.91 
18.30 54.49 
19.17 54.84 
19.71 57.12 
4.00% 2.13% 

58.50 2.42% 
59.50 2.06% 

3.00% 61 .OO 1.32% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUEHARES OUTS SHARE 
HE RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH 

2006 0.0677 09.9% 0.67% 13.44 8 1.46 
2007 -0.1171 
2008 -0.1589 
2009 -0.3626 
2010 -0.0248 

AVERAGE GROWTH 
201 1 0.1733 
2012 0.2706 

20 14-20 16 0.3500 

07.2% -0.84% 
06.5% -1.03% 
05.8% -2.10% 
07.7% -0.19% 

-0.70% 
09.0% 1.56% 
10.0% 2.71% 
10.5% 3.68% 

15.29 83.43 
1.5.35 90.52 
15.58 92.52 
15.67 94.69 
1.00% 3.83% 

96.00 1.38% 
98.00 1.73% 

3.50% 110.00 3.04% 



Exhibit-( SGH- 1) 
Schedule 4 
Page 4 of 5 

KENTUCKY POWER COMPANY 
DCF GROWTH RATE PARAMETERS 

ELECTRIC UTILITIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUEHARES OUTS SHARE 
PCG RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH 
2006 0.5217 12.7% 6.63% 22.44 348.14 
2007 0.4820 
2008 0.5155 
2009 0.4455 
2010 0.3546 

AVERAGE GROWTH 
201 1 0.3500 
2012 0.383 1 

2014-2016 0.5000 

11.8% 5.69% 
12.6% 6.50% 
11.2% 4.99% 
09.7% 3.44% 

5.45% 
09.5% 3.33% 
09.5% 3.64% 
11.0% 5.50% 

24.18 353.72 
25.97 361.06 
27.88 370.60 
28.55 39.5.23 

10.50% 3.22% 
406.00 2.72% 
420.00 3.09% 

5.00% 425.00 1.46% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
PNW RATIO RETURN 
2006 0.3596 09.2% 
2007 0.2905 08.5% 
2008 0.0094 06.2% 
2009 0.0708 06.9% 
2010 0.3182 09.0% 

201 1 0.2759 08.5% 
2012 0.3636 09.0% 

AVERAGE GROWTH 

2014-2016 0.3286 09.0% 

11 I t  

3.31% 
2.47% 
0.06% 
0.49% 
2.86% 
1.84% 
2.34% 
3.27% 
2.96% 

BOOK VALUEHARES OUTS SHARE 
($/SHARE) (MILLIONS) GROWTH 

34.48 99.96 
35.15 100.49 
34.16 100.89 
32.69 101.43 
33.86 108.77 
0.50% 2.13% 

109.25 0.44% 
110.00 0.56% 

2.50% 123.00 2.49% 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY 
POR RATIO RETURN 
2006 0.4035 05.8% 
2007 0.6009 11.0% 
2008 0.3022 06.4% 
2009 0.2290 06.2% 
2010 0.3 7.3 .5 07.9% 

201 1 0.4564 09.0% 
2012 0.4600 08.5% 

AVERAGE GROWTH 

2014-2016 0.4667 09.0% 

11,Il 

2.34% 
6.61% 
1.93% 
1.42% 
2.95% 
3.05% 
4.11% 
3.91% 
4.20% 

BOOK VALUEHARES OUTS SHARE 
($/SHARE) (MILLIONS) GROWTH 

19.58 62.50 
2 1.05 62.53 
21.64 62.58 
20.50 75.21 
21.14 75.32 
2.00% 4.77% 

75.35 0.04% 
75.50 0.12% 

3 .00% 76.25 0.25% 



Exhibit-( SGH- 1) 
Schedule 4 
Page 5 of 5 

KENTUCKY POWER COMPANY 
DCF GROWTH RATE PARAMETERS 

ELECTRIC UTILITIES 

COMPANY INTERNAL GROWTH EXTERNAL GROWTH 

RETENTION EQUITY BOOK VALUEHARES OUTS SHARE 
UNS RATIO RETURN "g" ($/SHARE) (MILLIONS) GROWTH 
2006 0.5459 10.6% 5.79% 18.59 35.19 
2007 0.4 194 

2009 0.5688 
2010 0.4468 

AVERAGE GROWTH 
201 1 0.4 105 
2012 0.348 1 

2008 -1.4615 

2014-2016 0.3971 

08.5% 3.56% 

13.9% 7.91% 
13.6% 6.08% 

4.05% 
12.0% 4.93% 
11.0% 3.83% 
12.5% 4.96% 

02.1% -3.07% 
19.54 35.32 
19.16 35.46 
20.94 35.85 
22.46 36.54 
4.50% 0.95% 

37.00 1.26% 
37.00 0.63% 

5.00% 38.00 0.79% 

Data from Value Line Ratings and Reports, November 4, December 23,201 1 and February 3,2012 



COMPANY 

FE 

TE 

AL,E 

AEP 

CNL, 

ETR 

WR 

AVA 

HE 

PCG 

PNW 

POR 

UNS 

Exhibit-( SGH- 1) 
Schedule 5 
Page 1 o f 2  

KENTUCKY POWER COMPANY 

DCF GROWTH RATES 
ELECTRIC UTILITIES 

4.00% + 0.00% ( 1 - (1/ 1.34 )); = 

5.25% + 0.50% ( 1 - (1/ 1.77 ))> = 

3.75% + 3.00% ( 1 - (1/ 1.4.5 ))> = 

4.25% + 1.75% ( 1 - (1/ 1.34 )); = 

6.00% + 0.50% ( 1 - (1/ 1.57 )); =I 

4.75% + 0.00% ( 1 - (1/ 1.40 )); = 

4.50% + 3.25% ( 1 - (1/ 1.27 ))) = 

4.50% + 1.50% ( 1 - ( I /  1.25 )); = 

4.00% + 3.00% ( 1 - (1/ 1.62 )); 

5.25% + 2.00% ( 1 - (1/ 1.38 )); = 

3.50% + 2.25% ( 1 - (1/ 1.37 )): =I 

4.25% + 1.00% ( 1 - (1/ 1.13 ))> = 

5.50% + 0.75% ( 1 - (1/ 1.58 )): = 

Average Market-to-Book Ratio = 1.42 

FE = 
TE = 

ALE = 
AEP = 
CNL = 

ETR = 

WR = 

AVA = 

HE = 

PCG = 

PNW = 

POR = 

UNS = 

First Energy Corp. 
TECO Energy 
ALdBTE 
American Electric Power 
Cleco Corporation 
Entergy Corp. 
Westar Energy 
Avista Corporation 
Hawaiian Electric 
PGE Corporation 
Pinnacle West Capital 
Portland General 
UniSource Energy 

4.00% 

5.47% 

4.68% 

4.70% 

6.18% 

4.75% 

5.20% 

4.80% 

5.14% 

5.80% 

4.1 1% 

4.37% 

5.78% 

g*= expected growth in number of shares outstanding 



Exhibit-( SGH- 1) 
Schedule 5 
Page 2 o f 2  

KENTUCKY POWER COMPANY 

COMPANl 

FE 

TE 

AL,E 

AEP 

CNL, 

ETR 

WR 

AVA 

HE 

PCG 

PNW 

POR 

UNS 

4VERAGE, 

DCF 
Srowth 

4.00% 

5.47% 

4.68% 

4.70% 

6.18% 

4.75% 

5.20% 

4.80% 

5.14% 

5.80% 

4.1 1% 

4.37% 

5.78% 

5.00% 

GROWTH RATE COMPARISON 
ELECTRIC UTILITIES 

Zacks 
Value Line Projected Zacks Value Line Historic & VL 
EPS DPS BVPS EPS DPS BVPS 

0.50% 0.50% 5.00% 

10.50% 4.50% 5.00% 

6.00% 2.00% 3.50% 

4.50% 4.00% 5.00% 

6.00% 9.50% 6.50% 

0.50% 2.00% 5.50% 

8.50% 3.00% 2.50% 

4.50% 9.00% 3.00% 

11.00% 1.00% 3.50% 

5.00% 3.00% 5.00% 

6.00% 2.00% 2.50% 

7.50% 3.00% 3.00% 

- _ _ _ _ _ -  9.50% 9.00% 5.00% 

- - _ _ _ _ _  6.15% 4.04% 4.23% 

4.81% 

1 .OO% 

4.67% 

5.00% 

4.00% 

Ida 

2.00% 

6.09% 

4.67% 

8.03% 

4.27% 

5.33% 

5.00% 

2.60% 

4.39% 

9.00% 5.00% 1.00% 

?##### -5.00% 5.00% 

3.50% 17.50% 5.00% 

2.00% 2.00% 5.00% 

7.50% 0.50% 11.00% 

it##### 10.50% 4.00% 

1.00% 7.00% 6.00% 

it##### 10.00% 4.00% 

-6.00% 0.00% 1.00% 

7.00% 0.00% 10.50% 

0.50% 3.00% 0.50% 

7.50% 0.00% 2.00% 

- ~ -  8.50% 13.00% 4.50% 

- - _ _  5.73% 4.88% 4.58% 

5.06% 

AVGS. 

3.14% 

5.31% 

6.07% 

3.79% 

6.83% 

4.93% 

4.87% 

6.6'7% 

2.65% 

4.97% 

2.83% 

4.00% 

7.44% 

4.88% 

5-yr Coinpound Hist. 
BVPS 

-8.13% 3.53% 2.52% 

2.13% 2.26% 5.04% 

-0.88% 4.19% 5.26% 

1.95% 4.28% 5.08% 

12.49% 4.47% 9.22% 

6.66% 8.98% 4.76% 

-1.42% 5.49% 4.73% 

3.55% 14.05% 3.11% 

2.43% 0.00% 3.61% 

0.29% 6.63% 5.66% 

-1.76% 0.68% 0.16% 

11.33% 9.28% 2.36% 

-~___I_. 9.03% 14.87% 4.67% 

_ _ _ _  2.90% 6.06% 4.32% 

4.42% 

IBES growth rates: FE-1.85%, TE-4.93%, ALE-5.0%, AEP-3.23%, CNL-3.0%, ETR-(3.5%), WR-5.2%, AVA-4.5%, 
HE-1 3.1%, PCG-1.45%, PNW-5.59%,POR-5.88%, UNS-3.0%. 



Exhibit-( SGH- 1) 
Schedule 6 

KENTUCKY POWER COMPANY 

COMPANY 

FE 

TE 

ALE 

AEP 

CNL 

ETR 

WR 

AVA 

HE 

PCG 

PNW 

POR 

UNS 

STOCK PRICE, DIVIDENDS, YIELDS 
EL,ECTRIC UTILITIES 

AVG. STOCK PRICE 

(PER SHARE) 
12/14/11-1/27/12 

$42.90 

$18.69 

$4 1.03 

$40.86 

$37.15 

$7 1.68 

$28.26 

$25.40 

$25.94 

$40.86 

$47.61 

$24.87 

$36.90 

ANNUAL,IZED 
DIVIDEND 

(PER SHARE) 

$2.20 

* $0.9 1 

* $1.86 

$1.88 

$1.25 

$3.32 

* $1.35 

* $1.15 

$1.24 

$1.82 

$2.10 

$1.06 

* $1.78 

AVERAGE 

DIVIDEND 
YIELD 

5.13% 

4.85% 

4.54% 

4.60% 

3.37% 

4.63% 

4.76% 

4.54% 

4.78% 

4.45% 

4.41% 

4.26% 

4.82% 

4.55% 

"Dividend yield adjusted by (l+g) derived on CA-405. 



Exhibit-(SGH- 1) 
Schedule 7 

COMPANY 

FE 

TE 

AL,E 

AEP 

CNL 

ETR 

WR 

AVA 

HE 

PCG 

PNW 

POR 

UNS 

KENTUCKY POWER COMPANY 

DCF COST OF EQUITY CAPITAL 
EL,ECTRIC UTILITIES 

DIVIDEND YIELD 
FROM DOD-211 

5.13% 

4.85% 

4.54% 

4.60% 

3.37% 

4.63% 

4.76% 

4.54% 

4.78% 

4.45% 

4.41% 

4.26% 

4.82% 

GROWTH RATE 
FROM DOD-209 

4.00% 

5.47% 

4.68% 

4.70% 

6.18% 

4.75% 

5.20% 

4.80% 

5.14% 

5.80% 

4.1 1% 

4.37% 

5.78% 

DCF COST OF 
EQUITY CAPITAL 

9.13% 

1 0.3 2% 

9.22% 

9.30% 

9.55% 

9.38% 

9.96% 

9.34% 

9.92% 

10.26% 

8.52% 

8.63% 

10.59% 

OVERALL. AVERAGE 9.55% 

STANDARD DEVIATION 0.63% 



Exhibit (SGH- 1) 
Schedule 8 

KENTUCKY POWER COMPANY 

CAPM COST OF EQUITY CAPITAL 
EL,ECTRIC UTILITIES 

k = rf + B (rm - rf) 

[rf34: = 4.00% 
[rm - rf1.t = 4.4% (geometric mean) 
[rm - rfl t  = 6.0% (arithmetic mean) 
[rm - rflt'f =I 5.30% 

Average Beta = 0.72 

k = 4.00% + 0.72 (4.40%lS.30%/6.0%) 
k = 4.00% + 3.16%/3.81%/4.31% 
k = 7.16%/7.81%/8.32% 

*Current T-Bond yields, six-week average yield from Value Line Selection & Opinion (S/9/08-6/13 
TGeometric and arithmetric market risk preniiurns from 2010 Ibbotson In SBBI Valuation Yearbook 

Mid-point long- and short-term market risk premium from Brealey, R., Meyers, S., Allen, F., &n 
of Corporate Finance, 8th Edition, McGraw-Hill, Irwin, Boston MA, 2006, pp. 149, 154,222. 



Exibit-( SGH- 1) 
Schedule 10 

KENTUCKY POWER COMPANY 

MODIFIED EARNINGS-PRICE RATIO ANALYSIS 

Zack's 

(Per Share) 
COMPANY 20 12 Earnings 

[I1 

FE $3.25 

TE $1.39 

ALE $2.61 

AEP $3.29 

CNL. $2.45 

ETR $5.80 

WR $1.96 

AVA $1.77 

HE $1.72 

PCG $3.19 

PNW $3.36 

POR $1.93 

UNS $2.48 

ELECTRIC UTILJTIES 

Market Earnings-Price Current 
Price 

(Per share) 
[21 

$42.90 

$18.69 

$41.03 

$40.86 

$37.15 

$71.68 

$28.26 

$25.40 

$25.94 

$40.86 

$47.6 1 

$24.87 

$36.90 

OVERALL AVERAGE 

CURRENT M.E.P.R. 

OVERALL, AVERAGE 

PROJECTED M.E.P.R. 

&&I3 

[31=[11/[21 

7.58% 

7.44% 

6.36% 

8.05% 

6.59% 

8.09% 

6.93% 

6.97% 

R.O.E. 
2012 
[41 

10.50% 

13 .OO% 

9.00% 

10.50% 

9.50% 

1 1.00% 

8.00% 

8.50% 

6.63% 10.00% 

7.81% 9.50% 

7.06% 

7.76% 

9.00% 

8.50% 

6.72% 1 1 .OO% 

Projected 
R.O.E. 

2014-2016 
[51 

10.00% 

14.00% 

9.50% 

10.50% 

9.50% 

10.50% 

10.00% 

9.00% 

10.50% 

11 .OO% 

9.00% 

9.00% 

12.50% 

7.23% 9.85% 

7.23% 

8.54% 

1 0.3 8% 

8.81% 



Exhibit-(SGH- 1) 
Schedule 11 
Page 1 of2  

KENTUCKY POWER COMPANY 

MARKET-TO-BOOK RATIO ANALYSIS 
ELECTRIC UTILITIES 

k R.O.E.( 1-b)/(M/B) + g 
[2012] 

COMPANY 

FE 

TE 

ALE 

AEP 

CNL 

ETR 

WR 

AVA 

HE 

PCG 

PN W 

POR 

UNS 

k= M (1- 0.3529 )/ 1.34 + 

k= ##### (1- 0.3862 )/ 1.77 + 

k= 9.0% (1- 0.3208 )/ 1.45 + 

k= ##### (1- 0.4154 )/ 1.34 + 
k= 9.5% (1- 0.4792 )/ 1.57 + 
k= M (1- 0.4467 )/ 1.40 + 

k= 8.0% (1- 0.3053 )/ 1.27 + 
k= 8.5% (1- 0.3444 )/ 1.2.5 + 
k= M (1- 0.2706 )/ 1.62 + 
k= 9.5% (1- 0.3831 )/ 1.38 + 

k= 9.0% (1- 0.3636 )/ 1.37 + 
k= 8.5% (1- 0.4600 )/ 1.13 + 
k= M (1- 0.3481 )/ 1.58 + 

4.00% 

5.47% 

4.68% 

4.70% 

6.18% 

4.75% 

5.20% 

4.80% 

5.14% 

5.80% 

4.1 1% 

4.37% 

5.78% 

OVERAL,L AVERAGE 

STANDARD DEVIATION 

M ARKET-TO-BOOK 
COST OF EQUITY 

9.08% 

9.97% 

8.90% 

9.27% 

9.33% 

9.09% 

9.56% 

9.26% 

9.66% 

10.04% 

8.29% 

8.43% 

10.31% 

9.32% 

0.60% 

Note: Equity returns and retention ratios based on Value Line current year projections. 



Exhibit-( SGH- 1) 
Schedule 11 
Page 2 of 2 

KENTIJCKY POWER COMPANY 

MARKET-TO-BOOK RATIO ANALYSIS 
EL,ECTRIC UTILITES 

k = R.O.E.( 1-b)/(M/B) + g 
[2014-20161 

COMPANY 

FE 

TE 

ALE 

AEP 

CNL, 

ETR 

WR 

AVA 

HE 

PCG 

PNW 

POR 

UNS 

k= 10.0% (1- ##### )/ 1.34 + 
k= 14.0% (1- ##### )/ 1.77 + 

k= 9.5% (1- ##### )/ 1.45 + 

k= 10.5% (1- ##### )/ 1.34 + 

k= 9.5% (1- ##### )/ 1.57 + 

k= 10.5% (1- ##### )/ 1.40 + 

k= 10.0% (1- ##### )/ 1.27 + 

k= 9.0% (1- ##### )/ 1.25 + 
k= 10.5% (1- ##### )/ 1.62 + 

k= 11.0% (1- ##### )/ 1.38 + 

k= 9.0% (1- ##### )/ 1.37 + 

k= 9.0% (1- ##### )/ 1.13 + 

k= 12.5% (1- ##### )/ 1.58 + 

4.00% 

5.47% 

4.68% 

4.70% 

6.18% 

4.75% 

5.20% 

4.80% 

5.14% 

5.80% 

4.11% 

4.37% 

5.78% 

OVERAL.L, AVERAGE 

S T A N D W  DEVIATION 

MARKET-TO-BOOK 
COST OF EOUITY 

8.58% 

10.21% 

8.61% 

9.07% 

9.70% 

8.78% 

9.91% 

9.85% 

9.37% 

9.78% 

8.52% 

8.61% 

10.54% 

9.35% 

0.70% 

Note: Equity returns and retention ratios based on Value L h e  three- to five-year projections. 
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Exhibit-( SGH- 1) 
Schedule 9 

KENTUCKY POWER COMPANY 

PROOF 

If market price exceeds book value, 
the market-to-book ratio is greater than 1.0, 

and the earnings-price ratio understates the cost of capital. 

MP = market price 
BV = book value 

i = cost of equity capital 
r = earned return 
E = earnings 

E 
1. 

2. E = rBV. 

At MP = BV, i = r =z 
E rBV 

3. Then,= =E 
BV 

4. When BV < MP, i.e., <1, then, 

E BV 
<r ,s inceMp =E <r,becauseMp < 1; E 

a. - MP 
BV E rBV BV 

b. i<r,sinceat-  = 1  i=-  =-,butif= < l , t h e n i < r ; a n d  MP ' MP MP 
E 

MP 
E rBv, but i f g  < 1, then- < i, because, c. = <i,sinceat- MP = l , i = -  MP =- MP 

E BV 

E E BV 

BV 

1) < 1, through MP increasing, and, if so, decreases, therefore, < i, or 

2) 
E E 

decreases, therefore, < 1, through BV decreasing, and, if so, given E = rBV, < i. 

E 
5 .  Ergo, < i < r, the earnings-price ratio is lower than the cost of capital, which is lower than the earned return. 





Exhibit-( SGH- 1 ) 
Schedule 12 

KENTUCKY POWER COMPANY 
OVERALL COST OF CAPITAL 

Type of Capital AMOUNT 
[]I 

Common Equitl $465,3 14,088 

Short-term Deb1 $0 

A/R Financing $43,588,933 

Long-term Debt $550,000,000 

Totals $1,0%,903,021 

WT. AVG. 
PERCENT COST RATE COST RATE 

[21 231 E4l=E2lxPl 

43.94% 9.20% 4.04% 

0.00% 0.83% 0.00% 

4.12% 1.22% 0.05% 

5 1.94% 6.48% 3.37% 

100.00% 7.4 1 y o  

PRE-TAX INTEREST COVERAGE" = 2 . 8 7 ~  

"Assuming the Company experiences, prospectively, a combined income tax rate of 36.6%, 
the pre-tax overall return would be 9.79% [7.41%-(3.37+0.05%) = 4.04%/(1-36.5%) = 6.38%+(3. 

That pre-tax overall return (9.79%), divided by the weighted cost of debt (3.37+0.05%), indicates i 

pre-tax interest coverage level of 2.87 times. 





AEP 
Coverage Ratios 

2006 2007 2008 2009 2010 
1) pre-tax earning 1483 1663 2015 1938 1849 

3) = (1+2)/2 Coverage 3.034293553 2.984486874 3.10553814 2.991778006 2.850850851 
2) Interest Exp 729 838 957 973 999 

2.993389485 

Data from AEP 2010 SEC form 10-K, Exhbit 12 

KPCO 
Coverage 

per-tax earns 
interest exp 
coverage 

2008 2009 2010 
53420 33586 32427 
36442 33812 34.535 

2.465891005 1.993315982 1.938960475 

2.132722487 
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GLOSSARY OF TERMS 

When the following terms and abbreviations appear in the text of this report, they have the meanings 
indicated below. 

Term Meaning 

AEGCo 
AEP or Parent 
AEP Credit 

AEP East companies 
AEP Power Pool 

AEP System or the System 

AEPSC 

AOCI 
APCo 
COZ 
CSPCo 
Federal EPA 
FERC 
FTR 

GAAP 
I&M 
KPCo 
KPSC 
MISO 
MMBhi 
MTM 
MW 
OPCo 
OPEB 
OTC 
OVEC 
PJM 
PSO 
Risk Management Contracts 

Rockport Plant 

RTO 
SIA 
SWEPCo 
Utility Money Pool 
VIE 

AEP Generating Company, an AEP electric utility subsidiary. 
American Electric Power Company, Inc. 
AEP Credit, Inc., a subsidiary of AEP which factors accounts receivable and accrued 

APCo, CSPCo, I&.M, KPCo and OPCo. 
Members are APCo, CSPCo, I&M, KPCo and OPCo. The Pool shares the 

generation, cost of generation and resultant wholesale off-system sales of the 
member companies. 

American Electric Power System, an integrated electric utility system, owned and 
operated by AEP’s electric utility subsidiaries. 

American Electric Power Service Corporation, a service subsidiary providing 
management and professional services to AEP and its subsidiaries. 

Accumulated Other Comprehensive Income. 
Appalachian Power Company, an AEP electric utility subsidiary. 
Carbon Dioxide and other greenhouse gases. 
Columbus Southern Power Company, an AEP electric utility subsidiary. 
United States Environmental Protection Agency. 
Federal Energy Regulatory Commission. 
Financial Transmission Right, a financial instrument that entitles the holder to 

receive compensation for certain congestion-related transmission charges 
that arise when the power grid is congested resulting in differences in 
locational prices. 

utility revenues for affiliated electric utility companies. 

Accounting Principles Generally Accepted in the United States of America. 
Indiana Michigan Power Company, an AEP electric utility subsidiary. 
Kentucky Power Company, an AEP electric utility subsidiary. 
Kentucky Public Service Commission. 
Midwest Independent Transmission System Operator. 
Million British Thermal Units. 
Mark-to-Market. 
Megawatt. 
Ohio Power Company, an AEP electric utility subsidiary. 
Other Postretirement Benefit Plans. 
Over the counter. 
Ohio Valley Electric Corporation, which is 43.47% owned by AEP. 
Pennsylvania - New Jersey - Maryland regional transmission organization. 
Public Service Company of Oklahoma, an AEP electric utility subsidiary. 
Trading and nontrading derivatives, including those derivatives designated as cash 

A generating plant, consisting of two 1,300 MW coal-fired generating units near 

Regional Transmission Organization. 
System Integration Agreement. 
Southwestern Electric Power Company, an AEP electric utility subsidiary. 
AEP System’s Utility Money Pool. 
Variable Interest Entity. 

flow and fair value hedges. 

Rockport, Indiana. 



KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF INCOME 

For the Three Months Ended March 31,2011 and 2010 
(in thousands) 
(Unaudited) 

2011 2010 
REVENUES 

Electric Generation, Transmission and Distribution $ 179,091 $ 162,496 
Sales to AEP Affiliates 
Other Revenues 
TOTAL REVENUES 

16,915 11,332 
112 90 

196,118 173,9 18 

EXPENSES 
Fuel and Other Consumables Used for Electric Generation 62,835 52,922 
Purchased Electricity for Resale 
Purchased Electricity from AEP Affiliates 
Other Operation 
Maintenance 
Depreciation and Amortization 
Taxes Other Than Income Taxes 
TOTAL EXPENSES 

5,002 4,870 
50,470 5 1,997 
16,115 15,085 
10,997 8,215 
13,386 13,095 
2,036 3,054 

149.238 160.841 

OPERATING INCOME 35,277 24,680 

Other Income (Expense): 
Interest Income 
Allowance for Equity Funds Used During Construction 
Interest Expense 

INCOME BEFORE INCOME TAX EXPENSE 

Income Tax Expense 

NET INCOME 

Tlie coriiriiori stock of KPCo is wholly-owned by AEP. 

106 45 
23.5 217 

(9,199) (9,139) 

26,4 19 15,803 

9,549 6,312 

$ 16,870 $ 9,491 

See Coriderised Notes to Condensed Firinricial Stateriieiits 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF CHANGES IN COMMON SHAREHOLDER'S 

EQUITY AND COMPREHENSIVE INCOME (LOSS) 
For the Three Months Ended March 31,2011 and 2010 

(in thousands) 
(Unaudited) 

Accumulated 
Other 

Common Paid-in Retained Comprehensive 
Stock Capital Earnings Income (Loss) Total 

TOTAL COMMON SHAREHOLDER'S 
EQUITY - DECEMBER 31,2009 $ 50,450 $ 238,750 $ 143,185 $ (601) $ 431,784 

Common Stock Dividends 
SIJBTOTAL - COMMON 

SHAREHOLDER'S EQUITY 

(5,000) (5,000) 

426.784 

COMPREHENSIVE INCOME 
Other Comprehensive Loss, Net of Taxes: 

Cash Flow Hedges, Net of Tax of $190 
NET INCOME 9,491 9,491 

9,139 TOTAL COMPREHENSIVE INCOME - 

(352) (3.52) 

TOTAL COMMON SHAREHOLDER'S 
EQUITY - MARCH 31,2010 $ 50,450 $ 238,750 $ 147,676 $ (953) $ 435,923 

TOTAL COMMON SHAREHOLDER'S 
EQIJITY - DECEMBER 31,2010 $ 50,450 $ 238,750 $ 157,467 $ (451) $ 446,216 

Common Stock Dividends 
SIJBTOTAL - COMMON 

SHAREHOLDER'S EQUITY 

COMPREHENSIVE INCOME 
Other Commehensive Income, Net of Taxes: 

Cash Flok Hedges, Net of Tax of $73 

(5,000) (5,000) 

441,2 16 

13.5 13.5 - 
NET INCOME 16,870 16,870 

17,005 - TOTAL COMPREHENSIVE INCOME - 
TOTAL COMMON SHAREHOLDER'S 

(316) $ 458,221 EQUITY - MARCH 31,2011 $ 50,450 $ 238,750 $ 169,337 $ 

See Coriderised Notes to Coiideiised Financial Statements. 
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KENTUCKY POWER COMPANY 
CONDENSED BA1,ANCE SHEETS 

ASSETS 
March 31,2011 and December 31,2010 

(in thousands) 
(Unaudited) 

CURRENT ASSETS 
Cash and Cash Equivalents 
Advances to Affiliates 
Accounts Receivable: 

Customers 
Affiliated Companies 
Miscellaneous 
Allowance for Uncollectible Accounts 

Total Accounts Receivable 
Fuel 
Materials and Supplies 
Risk Management Assets 
Accrued Tax Benefits 
Margin Deposits 
Prepayments and Other Current Assets 
TOTAL CURRENT ASSETS 

2011 

$ 656 
93,437 

11,830 
14,109 

548 
1665) 

25,822 
15,848 
18,527 
8,261 

4,135 
1,816 

168,502 

2010 

$ 28 1 
67,060 

25,475 
17,616 

5 87 
(623) 

43,055 
16,640 
24,378 

8,697 
1,420 
5,357 
1,497 

168,385 

PROPERTY, PLANT AND EQUIPMENT 
Electric: 

Generation 554,538 553,589 
Transmission 452,684 444,303 
Distribution 595,380 590,606 

Other Property, Plant and Equipment 63,770 63,982 
Construction Work in Progress 28,569 34,093 
Total Property, Plant and Equipment 1,694,941 1,686,573 
Accumulated Depreciation and Amortization 552,435 542,443 
TOTAL PROPERTY, PLANT AND EQUIPMENT - NET 1,142,506 1,144,130 

OTHER NONCURRENT ASSETS 
Regulatory Assets 210,702 213,593 
Long-term Risk Management Assets 8,560 8,030 
Deferred Charges and Other Noncurrent Assets 36,412 37,946 

255,674 259,569 TOTAL OTHER NONCURRENT ASSETS -- 
TOTAL ASSETS $ 1,566,682 $ 1,572,084 

See Condensed Notes to Condensed Financial Staterizents. 
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KENTUCKY POWER COMPANY 
CONDENSED BALANCE SHEETS 

LIABILITIES AND SHAREHOLDER’S EQUITY 
March 31,2011 and December 31,2010 

(Unaudited) 

2011 2010 
(in thousands) 

CURRENT LIABILITIES 
Accounts Payable: 

General 
Affiliated Companies 

Risk Management Liabilities 
Customer Deposits 
Accrued Taxes 
Accrued Interest 
Other Current Liabilities 
TOTAL CURRENT LIABILITIES 

$ 29,859 $ 33,334 
27,907 45,790 
4,903 5,959 

20,042 19,692 
26,341 23,741 

5,821 7,570 
26,433 26,227 

141,306 162,313 - 
NONCURRENT LIABILITIES 

Long-term Debt - Nonaffiliated 528,930 528,888 

Long-term Risk Management Liabilities 2,866 2,303 
Deferred Income Taxes 3 19,577 316,389 
Regulatory Liabilities and Deferred Investment Tax Credits 35,643 34,99 1 
Employee Benefits and Pension Obligations 48,620 49,298 
Deferred Credits and Other Noncurrent Liabilities 11,519 1 1,686 
TOTAL NONCURRENT LIABILITIES 967,155 963,555 

L,ong-term Debt - Affiliated 20,000 20,000 

TOTAL LIABILITIES 

Rate Matters (Note 2) 
Commitments and Contingencies (Note 3) 

COMMON SHAREHOLDER’S EQUITY 
Common Stock -Par Value - $50 Per Share: 

Authorized - 2,000,000 Shares 
Outstanding - 1,009,000 Shares 

Paid-in Capital 
Retained Earnings 
Accumulated Other Comprehensive Income (L.oss) 
TOTAL COMMON SHAREHOLDER’S EQUITY 

TOTAL LIABILITIES AND SHAREHOLDER’S EQUITY 

1,108,461 1,125,868 

50,450 50,450 
238,750 2 3 8,7 5 0 

169,337 157,467 
(3 16) (4.51) 

458,221 446,216 

$ 1,566,682 $ 1,572,084 

See Condeiised Notes to Condensed Finaricid Statetnerzts. 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF CASH FLOWS 

For the Three Months Ended March 31,2011 and 2010 
(in thousands) 
(Unaudited) 

2011 2010 
OPERATING ACTIVITIES 

Net Income $ 16,870 $ 9,491 
Adjustments to Reconcile Net Income to Net Cash Flows from Operating Activities: 

Depreciation and Amortization 
Deferred Income Taxes 
Allowance for Equity Funds Used During Construction 
Mark-to-Market of Risk Management Contracts 
Fuel OverRJnder-Recovery, Net 
Change in Other Noncurrent Assets 
Change in Other Noncurrent Liabilities 
Changes in Certain Components of Working Capital: 

Accounts Receivable, Net 
Fuel, Materials and Supplies 
Accounts Payable 
Customer Deposits 
Accrued Taxes, Net 
Other Current Assets 
Other Current Liabilities 

Net Cash Flows from Operating Activities 

13,386 13,095 
2,384 9.50 
(235) (217) 
(433) (3,573) 
9.56 1,665 

3,705 3,144 
645 (39 1 )  

17,240 1,721 
6,643 9,818 

(20,593) (11,191) 
350 625 

2,581 5,010 
876 (1,242) 
163 (4,110) 

44,538 24,795 - 
INVESTING ACTIVITIES 

Construction Expenditures (123 15) (12,980) 
Change in Advances to Affiliates, Net (26,377) (5,817) 
Proceeds from Sales of Assets 90 142 

Net Cash Flows Used for Investing Activities (3 8,775) (18,701) 
Other Investing Activities 27 (46) 

FINANCING ACTIVITIES 
Change in Advances from Affiliates, Net (485) 
Principal Payments for Capital Lease Obligations (388) (437) 
Dividends Paid on Common Stock (5,000) (5,000) 
Net Cash Flows Used for Financing Activities (5,388) (5,922) 

Net Increase in Cash and Cash Equivalents 
Cash and Cash Equivalents at  Beginning of Period 
Cash and Cash Equivalents at  End of Period 

375 172 
28 1 494 

$ 656 $ 666 

SUPPLEMENTARY INFORMATION 
Cash Paid for Interest, Net of Capitalized Amounts $ 10,747 $ 10,535 
Net Cash Paid for Income Taxes 
Noncash Acquisirions Under Capital L,eases 4,108 
Construction Expenditures Included in Current Liabilities at March 3 1, 2,891 1,980 

188 

See Condensed Notes to Condensed Finnncinl Statements. 
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1. SIGNIFICANT ACCOUNTING MATTERS 

General 

The unaudited condensed financial statements and footnotes were prepared in accordance with GAAP for interim 
financial information. Accordingly, they do not include all of the information and footnotes required by GAAP for 
complete annual financial statements. 

In the opinion of management, the unaudited condensed interim financial statements reflect all normal and recurring 
accruals and adjustments necessary for a fair presentation of the net income, financial position and cash flows for 
the interim periods. Net income for the three months ended March 31, 201 1 is not necessarily indicative of results 
that may be expected for the year ending December 31, 201 1. The condensed financial statements are unaudited 
and should be read in conjunction with the audited 2010 financial statements and notes thereto, which are included 
in KPCo’s 2010 Annual Report. 

Management reviewed subsequent events through May 3 ,  2011, the date that the 2011 first quarter report was 
issued. 

Variable Interest Entities 

The accounting guidance for “Variable Interest Entities” is a consolidation model that considers if a company has a 
controlling financial interest in a VIE. A controlling financial interest will have both (a) the power to direct the 
activities of a VIE that most significantly impact the VIE’s economic performance and (b) the obligation to absorb 
losses of the VIE that could potentially be significant to the VIE or the right to receive benefits from the VIE that 
could potentially be significant to the VIE. Entities are required to consolidate a VIE when it is determined that they 
have a controlling financial interest in a VIE and therefore, are the primary beneficiary of that VIE, as defined by 
the accounting guidance for “Variable Interest Entities.” In determining whether KPCo is the primary beneficiary of 
a VIE, management considers factors such as equity at risk, the amount of the VIE’S variability KPCo absorbs, 
guarantees of indebtedness, voting rights including kick-out rights, the power to direct the VIE and other factors. 
Management believes that significant assumptions and judgments were applied consistently. There have been no 
changes to the reporting of VIES in the financial statements where it is concluded that KPCo is the primary 
beneficiary. In addition, KPCo has not provided financial or other support to any VIE that was not previously 
contractually required. 

AEPSC provides certain managerial and professional services to AEP’s subsidiaries. AEP is the sole equity owner 
of AEPSC. AEP management controls the activities of AEPSC. The costs of the services are based on a direct 
charge or on a prorated basis and billed to the AEP subsidiary companies at AEPSC’s cost. AEP subsidiaries have 
not provided financial or other support outside the reimbursement of costs for services rendered. AEPSC finances 
its operations through cost reimbursement from other AEP subsidiaries. There are no other terms or arrangements 
between AEPSC and any of the AEP subsidiaries that could require additional financial support from an AEP 
subsidiary or expose them to losses outside of the normal course of business. AEPSC and its billings are subject to 
regulation by the FERC. AEP subsidiaries are exposed to losses to the extent they cannot recover the costs of 
AEPSC through their normal business operations. AEP subsidiaries are considered to have a significant interest in 
AEPSC due to their activity in AEPSC’s cost reimbursement structure. However, AEP subsidiaries do not have 
control over AEPSC. AEPSC is consolidated by AEP. In the event AEPSC would require financing or other 
support outside the cost reimbursement billings, this financing would be provided by AEP. KPCo’s total billings 
from AEPSC for the three months ended March 31, 2011 and 2010 were $8 million and $9 million, respectively. 
The carrying amount of liabilities associated with AEPSC as of March 31, 2011 and December 31, 2010 were $3 
million and $3 million, respectively. Management estimates the maximum exposure of loss to be equal to the 
amount of such liability. 

AEGCo, a wholly-owned subsidiary of AEP, is consolidated by AEP. AEGCo owns a SO% ownership interest in 
Rockport Plant Unit 1 and leases a 50% interest in Rockport Plant Unit 2. AEGCo sells all the output from the 
Rockport Plant to I&M and KPCo. AEP guarantees all the debt obligations of AEGCo. KPCo is considered to have 
a significant interest in AEGCo due to its transactions. KPCo is exposed to losses to the extent it cannot recover the 
costs of AEGCo through its normal business operations. Due to AEP management’s control over AEGCo, KPCo is 
not considered the primary beneficiary of AEGCo. In the event AEGCo would require financing or other support 
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outside the billings to KPCo, this financing would be provided by AEP. Total billings from AEGCo for the three 
months ended March 31, 201 1 and 2010 were $23 million and $24 million, respectively. The carrying amount of 
liabilities associated with AEGCo as of March 31, 201 1 and December 31, 2010 were $7 million and $10 million, 
respectively. Management estimates the maximum exposure of loss to be equal to the amount of such liability. 

Related Party Transactions 

AEP Power Pool Purchases fi-om OVEC 

In March 201 1, the AEP Power Pool began purchasing power from OVEC to serve retail sales through June 201 1. 
These purchases are reported in Purchased Electricity for Resale expenses on KPCo’ s Condensed Statement of 
Income. KPCo recorded $S19 thousand for the three months ended March 31,201 1. 

Aa’justinerzts to Benefit Plans Footizote 

In Note 4 - Benefit Plans, the disclosure was expanded for KPCo to reflect certain prior period amounts related to 
the Net Periodic Benefit Cost that were not previously disclosed. These omissions were not material to the financial 
statements and had no impact on KPCo’s previously reported net income, changes in shareholder’s equity, financial 
position or cash flows. 

2. RATE MATTERS 

As discussed in KPCo’s 2010 Annual Report, KPCo is involved in rate and regulatory proceedings at the FERC and 
the KPSC. The Rate Matters note within KPCo’s 2010 Annual Report should be read in conjunction with this report 
to gain a complete understanding of material rate matters still pending that could impact net income, cash flows and 
possibly financial condition. The following discusses ratemaking developments in 201 1 and updates KPCO’ s 2010 
Annual Report. 

FERC Rate Matters 

Seams Elimination Cost Allocation (SECA) Revenue Subject to Refund 

In 2004, AEP eliminated transaction-based through-and-out transmission service (T&O) charges in accordance with 
FERC orders and collected, at the FERC’s direction, load-based charges, referred to as RTO SECA, to partially 
mitigate the loss of T&O revenues on a temporary basis through March 2006. Intervenors objected to the temporary 
SECA rates. The FERC set SECA rate issues for hearing and ordered that the SECA rate revenues be collected, 
subject to refund. The AEP East companies recognized gross SECA revenues of $220 million from 2004 through 
2006 when the SECA rates terminated. KPCo’s portion of recognized gross SECA revenues was $17 million. 

In 2006, a FERC Administrative L,aw Judge (ALJ) issued an initial decision finding that the SECA rates charged 
were unfair, unjust and discriminatory and that new compliance filings and refunds should be made. The ALJ also 
found that any unpaid SECA rates must be paid in the recommended reduced amount. 

AEP filed briefs jointly with other affected companies asking the FERC to reverse the decision. In May 2010, the 
FERC issued an order that generally supports AEP’s position and requires a compliance filing to be filed with the 
FERC by August 2010. In June 2010, AEP and other affected companies filed ajoint request for rehearing with the 
FERC. 

The AEP East companies provided reserves for net refunds for SECA settlements totaling $44 million applicable to 
the $220 million of SECA revenues collected. KPCo provided a reserve of $3.3 million. 

Settlements approved by the FERC consumed $10 million of the reserve for refunds applicable to $1 12 million of 
SECA revenue. In December 2010, the FERC issued an order approving a settlement agreement resulting in the 
collection of $2 million of previously deemed uncollectible SECA revenue. Therefore, the AEP East companies 
reduced their reserves for net refunds for SECA settlements by $2 million. The balance in the reserve for future 
settlements as of March 31,201 1 was $32 million. KPCo’s portion of the reserve balance as of March 31,201 1 was 
$2.4 million. 
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In August 2010, the affected companies, including the AEP East companies, filed a compliance filing with the 
FERC. If the compliance filing is accepted, the AEP East companies would have to pay refunds of approximately 
$20 million including estimated interest of $5 million. The AEP East companies could also potentially receive 
payments up to approximately $10 million including estimated interest of $3 million. KPCo’s portion of the 
potential refund payments and potential payments to be received are $1 .S million and $800 thousand, respectively. 
A decision is pending from the FERC. 

Based on the AEP East companies’ analysis of the May 2010 order and the compliance filing, management believes 
that the reserve is adequate to pay the refunds, including interest, that will be required should the May 2010 order or 
the compliance filing be made final. Management cannot predict the ultimate outcome of this proceeding at the 
FERC which could impact future net income and cash flows. 

Possible Terinirzatioit of the Interconnection Agreement 

In December 2010, each of the AEP Power Pool members gave notice to AEPSC and each other of their decision to 
terminate the Interconnection Agreement effective January 20 14 or such other date approved by FERC, subject to 
state regulatory input. No filings have been made at the FERC. It is unknown at this time whether the AEP Power 
Pool will be replaced by a new agreement among some or all of the members, whether individual companies will 
enter into bilateral or multi-party contracts with each other for power sales and purchases or asset transfers or if each 
company will choose to operate independently. This decision to terminate is subject to management’s ongoing 
evaluation. The AEP Power Pool members may revoke their notices of termination. If any of the AEP Power Pool 
members experience decreases in revenues or increases in costs as a result of the termination of the AEP Power Pool 
and are unable to recover the change in revenues and costs through rates, prices or additional sales, it could reduce 
future net income and cash flows. 

P JM/MISO Market Flow Calcidation SettIeinent Adjustments 

During 2009, an analysis conducted by MISO and PJM discovered several instances of unaccounted for power 
flows on numerous coordinated flowgates. These flows affected the settlement data for congestion revenues and 
expenses and dated back to the start of the MISO market in 200.5. In January 2011, PJM and MISO reached a 
settlement agreement where the parties agreed to net various issues to zero. This settlement was filed with the 
FERC in January 201 1. PJM and MIS0 are currently awaiting final approval from the FERC. 

3. COMMITMENTS, GUARANTEES AND CONTINGENCIES 

KPCo is subject to certain claims and legal actions arising in its ordinary course of business. In addition, KPCo’s 
business activities are subject to extensive governmental regulation related to public health and the environment. 
The ultimate outcome of such pending or potential litigation cannot be predicted. For current proceedings not 
specifically discussed below, management does not anticipate that the liabilities, if any, arising from such 
proceedings would have a material adverse effect on the financial statements. The Commitments, Guarantees and 
Contingencies note within the 201 0 Annual Report should be read in conjunction with this report. 

GUARANTEES 

Liabilities for guarantees are recorded in accordance with the accounting guidance for “Guarantees.” There is no 
collateral held in relation to any guarantees. In the event any guarantee is drawn, there is no recourse to third 
parties. 

Indemnifications and Other Guarantees 

Contracts 

KPCo enters into certain types of contracts which require indemnifications. Typically these contracts include, but 
are not limited to, sale agreements, lease agreements, purchase agreements and financing agreements. Generally, 
these agreements may include, but are not limited to, indemnifications around certain tax, contractual and 
environmental matters. With respect to sale agreements, exposure generally does not exceed the sale price. As of 
March 3 1,201 1, there are no material liabilities recorded for any indemnifications. 
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ISF’Co, along with the other AEP East companies, PSO and SWEPCo, are jointly and severally liable for activity 
conducted by AEPSC on behalf of the AEP East companies, PSO and SWEPCo related to purchase power and sale 
activity conducted pursuant to the SM. 

Master L m s e  Agreenzerzts 

KPCo leases certain equipment under master lease agreements. In December 2010, management signed a new 
master lease agreement with GE Capital Commercial Inc. (GE) to replace existing operating and capital leases with 
GE. These assets were included in existing master lease agreements that were to be terminated in 2011 since GE 
exercised the termination provision related to these leases in 2008. Certain assets were not included in the 
refinancing in 2010, but the remaining assets were purchased in January 201 1. 

For equipment under the GE master lease agreements, the lessor is guaranteed receipt of up to 78% of the 
unamortized balance of the equipment at the end of the lease term. If the fair value of the leased equipment is below 
the unamortized balance at the end of the lease term, KPCo is committed to pay the difference between the fair 
value and the unamortized balance, with the total guarantee not to exceed 78% of the unamortized balance. For 
equipment under other master lease agreements, the lessor is guaranteed a residual value up to a stated percentage of 
either the unamortized balance or the equipment cost at the end of the lease term. If the actual fair value of the 
leased equipment is below the guaranteed residual value at the end of the lease term, KPCo is committed to pay the 
difference between the actual fair value and the residual value guarantee. At March 31, 2011, the maximum 
potential loss for these lease agreements was approximately $522 thousand assuming the fair value of the equipment 
is zero at the end of the lease term. Historically, at the end of the lease term the fair value has been in excess of the 
unamortized balance. 

CONTINGENCIES 

Carbon Dioxide Public Nuisance Claims 

In 2004, eight states and the City of New York filed an action in Federal District Court for the Southern District of 
New York against AEP, AEPSC, Cinergy Corp, Xcel Energy, Southern Company and Tennessee Valley Authority. 
The Natural Resources Defense Council, on behalf of three special interest groups, filed a similar complaint against 
the same defendants. The actions allege that COz emissions from the defendants’ power plants constitute a public 
nuisance under federal common law due to impacts of global warming and sought injunctive relief in the form of 
specific emission reduction commitments from the defendants. The trial court dismissed the lawsuits. 

In September 2009, the Second Circuit Court of Appeals issued a ruling on appeal remanding the cases to the, 
Federal District Court for the Southern District of New York. The Second Circuit held that the issues of climate 
change and global warming do not raise political questions and that Congress’ refusal to regulate COZ emissions 
does not mean that plaintiffs must wait for an initial policy determination by Congress or the President’s 
administration to secure the relief sought in their complaints. The court stated that Congress could enact 
comprehensive legislation to regulate C02 emissions or that the Federal EPA could regulate COz emissions under 
existing Clean Air Act authorities and that either of these actions could override any decision made by the district 
court under federal common law. The Second Circuit did not rule on whether the plaintiffs could proceed with their 
state common law nuisance claims. In December 2010, the defendants’ petition for review by the U.S. Supreme 
Court was granted. The case was heard in April 201 1. Management believes the actions are without merit and 
intends to continue to defend against the claims. 

In October 2009, the Fifth Circuit Court of Appeals reversed a decision by the Federal District Court for the District 
of Mississippi dismissing state common law nuisance claims in a putative class action by Mississippi residents 
asserting that COz emissions exacerbated the effects of Hurricane Katrina. The Fifth Circuit held that there was no 
exclusive commitment of the common law issues raised in plaintiffs’ complaint to a coordinate branch of 
government and that no initial policy determination was required to adjudicate these claims. The court granted 
petitions for rehearing. An additional recusal left the Fifth Circuit without a quorum to reconsider the decision and 
the appeal was dismissed, leaving the district court’s decision in place. Plaintiffs filed a petition with the U.S. 
Supreme Court asking the court to remand the case to the Fifth Circuit and reinstate the panel decision. The petition 
was denied in January 20 1 1 I 

Management is unable to determine a range of potential losses that are reasonably possible of occurring. 



Alaskan Villages’ Claimis 

In 2008, the Native Village of Kivalina and the City of Kivalina, Alaska filed a lawsuit in Federal Court in the 
Northern District of California against AJ3P, AEPSC and 22 other unrelated defendants including oil and gas 
companies, a coal company and other electric generating companies. The complaint alleges that the defendants’ 
emissions of C 0 2  contribute to global warming and constitute a public and private nuisance and that the defendants 
are acting together. The complaint further alleges that some of the defendants, including AEP, conspired to create a 
false scientific debate about global warming in order to deceive the public and perpetuate the aIIeged nuisance. The 
plaintiffs also allege that the effects of global warming will require the relocation of the village at an alleged cost of 
$95 million to $400 million. In October 2009, the judge dismissed plaintiffs’ federal common law claim for 
nuisance, finding the claim barred by the political question doctrine and by plaintiffs’ lack of standing to bring the 
claim. The judge also dismissed plaintiffs’ state law claims without prejudice to refiling in state court. The 
plaintiffs appealed the decision. Briefing is complete and no date has been set for oral argument. The defendants 
requested that the court defer setting this case for oral argument until after the Supreme Court issues its decision in 
the COz public nuisance case discussed above. The court entered an order deferring argument until after June 201 1. 
Management believes the action is without merit and intends to defend against the claims. Management is unable to 
determine a range of potential losses that are reasonably possible of occurring. 

4. BENEFIT PLANS 

KPCo participates in an AEP sponsored qualified pension plan which covers substantially all of KPCo’s employees. 
KPCo also participates in OPEB plans sponsored by AEP to provide medical and life insurance benefits for retired 
employees. 

Components of Net Periodic Benefit Cost 

The following table provides the components of KPCo’s net periodic benefit cost for the plans for the three months 
ended March 3 1,20 1 1 and 201 0: 

Other Postretirement 

Three Months Ended March 31, 
Pension Plan Benefit Plans .- 

Three Months Ended March 31, 
2011 2010 2011 2010 

(in thousands) 
Service Cost $ 347 $ 637 $ 23.5 $ 265 
Interest Cost 1,439 1,475 728 738 
Expected Return on Plan Assets (1,837) (1,913) (757) (7 10) 
Amortization of Transition Obligation 122 
Amortization of Prior Service Cost (Credit) 37 37 (9) 
Amortization of Net Actuarial Loss 738 5 13 188 183 
Net Periodic Benefit Cost $ 724 749 $ 385 $ 598 

5. BUSINESS SEGMENTS 

KPCo has one reportable segment, an integrated electricity generation, transmission and distribution business. 
KPCo’s other activities are insignificant. 

6. DERIVATIVES AND HEDGING 

OBJECTIVES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS 

KPCo is exposed to certain market risks as a major power producer and marketer of wholesale electricity, coal and 
emission allowances. These risks include commodity price risk, interest rate risk, credit risk and, to a lesser extent, 
foreign currency exchange risk. These risks represent the risk of loss that may impact KPCo due to changes in the 
underlying market prices or rates. MPSC, on behalf of KPCo, manages these risks using derivative instruments. 
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STRATEGIES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS TO ACHIEVE OBJECTIVES 

Trading Strategies 

The strategy surrounding the use of derivative instruments for trading purposes focuses on seizing market 
opportunities to create value driven by expected changes in the market prices of the commodities in which AEPSC 
transacts on behalf of KPCo. 

Risk Maizageiiaeizt Strategies 

The strategy surrounding the use of derivative instruments focuses on managing risk exposures, future cash flows 
and creating value utilizing both economic and formal hedging strategies. To accomplish these ob,jectives, AEPSC, 
on behalf of KPCo, primarily employs risk management contracts including physical forward purchase and sale 
contracts, financial forward purchase and sale contracts and financial swap instruments. Not all risk management 
contracts meet the definition of a derivative under the accounting guidance for “Derivatives and Hedging.” 
Derivative risk management contracts elected normal under the normal purchases and normal sales scope exception 
are not sub,ject to the requirements of this accounting guidance. 

AEPSC, on behalf of KPCo, enters into power, coal, natural gas, interest rate and, to a lesser degree, heating oil and 
gasoline, emission allowance and other commodity contracts to manage the risk associated with the energy business. 
AEPSC, on behalf of KPCo, enters into interest rate derivative contracts in order to manage the interest rate 
exposure associated with KPCO’S commodity portfolio. For disclosure purposes, such risks are grouped as 
“Commodity,” as these risks are related to energy risk management activities. AEPSC, on behalf of KPCo, also 
engages in risk management of interest rate risk associated with debt financing and foreign currency risk associated 
with future purchase obligations denominated in foreign currencies. The amount of risk taken is determined by the 
Commercial Operations and Finance groups in accordance with the established risk management policies as 
approved by the Finance Committee of AEP’s Board of Directors. 

The following table represents the gross notional volume of the KPCo’s outstanding derivative contracts as of 
March 31,201 1 and December 31,2010: 

Notional Volume of Derivative Instruments 

Volume 

2011 2010 
(in thousands) 

March 31, December 31,- Unit of 
Measure - 

Commodity: 
Power 33,395 40,277 MWHs 
Coal 3,040 3,280 Tons 
Natural Gas 657 449 MMBtus 
Heating Oil and Gasoline 29 8 274 Gallons 
Interest Rate $ 9,059 $ 2,008 IJSD 

Fair Value Hedging Strategies 

AEPSC, on behalf of KPCo, enters into interest rate derivative transactions as part of an overall strategy to manage 
the mix of fixed-rate and floating-rate debt. Certain interest rate derivative transactions effectively modify KPCO’ s 
exposure to interest rate risk by converting a portion of KPCo’s fixed-rate debt to a floating rate. Provided specific 
criteria are met, these interest rate derivatives are designated as fair value hedges. 

Cash Flow Hedging Strategies 

AEPSC, on behalf of KPCo, enters into and designates as cash flow hedges certain derivative transactions for the 
purchase and sale of power, coal, natural gas and heating oil and gasoline (“Commodity”) in order to manage the 
variable price risk related to the forecasted purchase and sale of these commodities. Management monitors the 
potential impacts of commodity price changes and, where appropriate, enters into derivative transactions to protect 
profit margins for a portion of future electricity sales and fuel or energy purchases. KPCo does not hedge all 
commodity price risk. 
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KPCo’s vehicle fleet is exposed to gasoline and diesel fuel price volatility. AEPSC, on behalf of KPCo, enters into 
financial heating oil and gasoline derivative contracts in order mitigate price risk of future fuel purchases. For 
disclosure purposes, these contracts are included with other hedging activity as “Commodity.” KPCo does not 
hedge all fuel price risk. 

AEPSC, on behalf of KPCo, enters into a variety of interest rate derivative transactions in order to manage interest 
rate risk exposure. Some interest rate derivative transactions effectively modify exposure to interest rate risk by 
converting a portion of floating-rate debt to a fixed rate. AEPSC, on behalf of KPCo, also enters into interest rate 
derivative contracts to manage interest rate exposure related to anticipated borrowings of fixed-rate debt. The 
anticipated fixed-rate debt offerings have a high probability of occurrence as the proceeds will be used to fund 
existing debt maturities and projected capital expenditures. KPCo does not hedge all interest rate exposure. 

At times, KPCo is exposed to foreign currency exchange rate risks primarily because some fixed assets are 
purchased from foreign suppliers. In accordance with AEP’s risk management policy, AEPSC, on behalf of KPCo, 
may enter into foreign currency derivative transactions to protect against the risk of increased cash outflows 
resulting from a foreign currency’s appreciation against the dollar. KPCo does not hedge all foreign currency 
exposure. 

ACCOUNTING FOR DERIVATIVE INSTRUMENTS AND THE IMPACT ON KPCo’s FINANCIAL 
STATEMENTS 

The accounting guidance for “Derivatives and Hedging” requires recognition of all qualifying derivative instruments 
as either assets or liabilities on the balance sheet at fair value. The fair values of derivative instruments accounted 
for using MTM accounting or hedge accounting are based on exchange prices and broker quotes. If a quoted market 
price is not available, the estimate of fair value is based on the best information available including valuation models 
that estimate future energy prices based on existing market and broker quotes, supply and demand market data and 
assumptions. In order to determine the relevant fair values of the derivative instruments, KPCo applies valuation 
adjustments for discounting, liquidity and credit quality. 

Credit risk is the risk that a counterparty will fail to perform on the contract or fail to pay amounts due. Liquidity 
risk represents the risk that imperfections in the market will cause the price to vary from estimated fair value based 
upon prevailing market supply and demand conditions. Since energy markets are imperfect and volatile, there are 
inherent risks related to the underlying assumptions in models used to fair value risk management contracts. 
Unforeseen events may cause reasonable price curves to differ from actual price curves throughout a contract’s term 
and at the time a contract settles. Consequently, there could be significant adverse or favorable effects on future net 
income and cash flows if market prices are not consistent with management’s estimates of current market consensus 
for forward prices in the current period. This is particularly true for longer term contracts. Cash flows may vary 
based on market conditions, margin requirements and the timing of settlement of KPCo’s risk management 
contracts. 

According to the accounting guidance for “Derivatives and Hedging,” KPCo reflects the fair values of derivative 
instruments subject to netting agreements with the same counterparty net of related cash collateral. For certain risk 
management contracts, KPCo is required to post or receive cash collateral based on third party contractual 
agreements and risk profiles. For the March 31, 2011 and December 31, 2010 balance sheets, KPCo netted $278 
thousand and $400 thousand, respectively, of cash collateral received from third parties against short-term and long- 
term risk management assets and $3.8 million and $3.4 million, respectively, of cash collateral paid to third parties 
against short-term and long-term risk management liabilities. 
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The following tables represent the gross fair value impact of KPCo's derivative activity on the Condensed Balance 
Sheets as of March 31,2011 and December 31,2010: 

Fair Value of Derivative Instruments 
March 31,2011 

Risk Management 
Contracts Hedging Contracts 

Balance Sheet Location - Commodity (a) Commodity (a) Interest Rate (a) Other (a) (b) Total 
(in thousands) 

Current Risk Management Assets $ 49,242 $ 663 $ - $ (41,644) $ 8,261 
Long-term Risk Management Assets 19,435 146 (1  1,021) 8,560 

809 (52,665) 16,821 Total Assets 

Current Risk Management Liabilities 48,455 567 (44,119) 4,903 

- 
68,677 ~~ -L -- 

Long-term Risk Management Liabilities 15,409 I58 (1 2,70 1) 2,866 
Total Liabilities 63,864 ~ 725 (56,820) 7,769 

- 

Total MTM Derivative Contract Net 
Assets (Liabilities) $ 4,813 $ 84 $ - $  4,155 $ 9,052 

Fair Value of Derivative Instruments 
December 31,2010 

Risk Management 
Contracts Hedging Contracts 

Balance Sheet Location Commodity (a) Commodity(a) Interest R a t e 0  Other (a) (b) Total 
(in thousands) 

Current Risk Management Assets $ 60,231 $ 418 $ - $ (51,952) $ 8,697 
Long-term Risk Management Assets 16,978 I48 (9,096) 8,030 
Total Assets 77,209 - 566 (6 1,048) 16,727 

Current Risk Management Liabilities 59,107 490 (53,63 8) 5,959 
Long-term Risk Management Liabilities 13,265 146 (1 I, 108) 2,303 
Total Liabilities 72,372 636 (64,746) 8,262 

Total MTM Derivative Contract Net 

- 

Assets (Liabilities) $ 4,837 $ (70) $ - $  3,698 $ 8,465 

(a) Derivative instruments within these categories are reported gross. These instruments are subject to master netting 
agreements and are presented on the Condensed Balance Sheets on a net basis in accordance with the accounting 
guidance for "Derivatives and Hedging." 
Amounts include counterparty netting of risk management and hedging contracts and associated cash collateral in 
accordance with the accounting guidance for "Derivatives and Hedging." Amounts also include dedesignated risk 
management contracts. 

(b) 

The table below presents KPCo's activity of derivative risk management contracts for the three months ended 
March 31,201 1 and 2010: 

Amount of Gain (Loss) Recognized on 
Risk Management Contracts 

For the Three Months Ended March 31,2011 and 2010 

2011 2010 
(in thousands) 

Location of Gain (Loss) - 
Electric Generation, Transmission and Distribution Revenues $ 2,101 $ 4,635 
Sales to AEP Affiliates 3 (742) 
Regulatory Assets (a) 93 
Regulatory Liabilities (a) ( 164) 539 
Total Gain on Risk Management Contracts $ 2,033 $ 4,432 

(a) Represents realized and unrealized gains and losses subject to regulatory accounting treatment recorded as 
either current or noncurrent on the balance sheet. 
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Certain qualifying derivative instruments have been designated as normal purchase or normal sale contracts, as 
provided in the accounting guidance for “Derivatives and Hedging.” Derivative contracts that have been designated 
as normal purchases or normal sales under that accounting guidance are not subject to MTM accounting treatment 
and are recognized on the Condensed Statements of Income on an accrual basis. 

KPCo’s accounting for the changes in the fair value of a derivative instrument depends on whether it qualifies for 
and has been designated as part of a hedging relationship and further, on the type of hedging relationship. 
Depending on the exposure, management designates a hedging instrument as a fair value hedge or a cash flow 
hedge. 

For contracts that have not been designated as part of a hedging relationship, the accounting for changes in fair 
value depends on whether the derivative instrument is held for trading purposes. Unrealized and realized gains and 
losses on derivative instruments held for trading purposes are included in Revenues on a net basis on KPCo’s 
Condensed Statements of Income. Unrealized and realized gains and losses on derivative instruments not held for 
trading purposes are included in Revenues or Expenses on KPCo’s Condensed Statements of Income depending on 
the relevant facts and circumstances. However, unrealized and some realized gains and losses for both trading and 
non-trading derivative instruments are recorded as regulatory assets (for losses) or regulatory liabilities (for gains), 
in accordance with the accounting guidance for “Regulated Operations.” 

Accounting for Fair Value Hedging Strategies 

For fair value hedges (Le. hedging the exposure to changes in the fair value of an asset, liability or an identified 
portion thereof attributable to a particular risk), the gain or loss on the derivative instrument as well as the offsetting 
gain or loss on the hedged item associated with the hedged risk affects Net Income during the period of change. 

KPCo records realized and unrealized gains or losses on interest rate swaps that qualify for fair value hedge 
accounting treatment and any offsetting changes in the fair value of the debt being hedged in Interest Expense on 
KPCo’s Condensed Statements of Income. During the three months ended March 31, 201 1 and 2010, KPCo did not 
employ any fair value hedging strategies. 

Accounting for Cash Flow Hedging Strategies 

For cash flow hedges (Le. hedging the exposure to variability in expected future cash flows that is attributable to a 
particular risk), KPCo initially reports the effective portion of the gain or loss on the derivative instrument as a 
component of Accumulated Other Comprehensive Income (L,oss) on the Condensed Balance Sheets until the period 
the hedged item affects Net Income. KPCo records hedge ineffectiveness as a regulatory asset (for losses) or a 
regulatory liability (for gains). 

Realized gains and losses on derivatives contracts for the purchase and sale of power, coal, natural gas and heating 
oil and gasoline designated as cash flow hedges are included in Revenues, Fuel and Other Consumables IJsed for 
Electric Generation or Purchased Electricity for Resale on KPCo’s Condensed Statements of Income, or in 
Regulatory Assets or Regulatory Liabilities on KPCO’S Condensed Balance Sheets, depending on the specific nature 
of the risk being hedged. During the three months ended March 31, 201 1 and 2010, KPCo designated commodity 
derivatives as cash flow hedges. 

KPCo reclassifies gains and losses on financial fuel derivative contracts designated as cash flow hedges from 
Accumulated Other Comprehensive Income (Loss) on its Condensed Balance Sheets into Other Operation expense, 
Maintenance expense or Depreciation and Amortization expense, as it relates to capital projects, on the Condensed 
Statements of Income. During the three months ended March 31, 201 1 and 2010, KPCo designated heating oil and 
gasoline derivatives as cash flow hedges. 

KPCo reclassifies gains and losses on interest rate derivative hedges related to debt financings from Accumulated 
Other Comprehensive Income (Loss) into Interest Expense in those periods in which hedged interest payments 
occur. During the three months ended March 31, 2011 and 2010, KPCo did not employ any cash flow hedging 
strategies for interest rate derivative hedges. 
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The accumulated gains or losses related to foreign currency hedges are reclassified from Accumulated Other 
Comprehensive Income (Loss) on KPCo’s Condensed Balance Sheets into Depreciation and Amortization expense 
on the Condensed Statements of Iiicome over the depreciable lives of the fixed assets that were designated as the 
hedged items in qualifying foreign currency hedging relationships. During the three months ended March 31, 201 1 
and 2010, KPCo had no foreign currency hedges. 

During the three months ended March 31, 2011 and 2010, hedge ineffectiveness was immaterial or nonexistent for 
all hedge strategies disclosed above. 

The following tables provide details on designated, effective cash flow hedges included in Accumulated Other 
Comprehensive Income (L,oss) on KPCo’s Condensed Balance Sheets and the reasons for changes in cash flow 
hedges for the three months ended March 31, 201 1 and 2010, All amounts in the following tables are presented net 
of related income taxes. 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Three Months Ended March 31,2011 

Commodity Interest Rate Total 
(in thousands) 

Balance in AOCI as of December 31,2010 $ (48) $ (40.3) $ (451) 
Changes in Fair Value Recognized in AOCI 53 53 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statemendwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues (4) (4) 
Purchased Electricity for Resale 87 87 
Other Operation Expense (3 (5) 
Maintenance Expense (5) (5) 
Interest Expense 1s 15 
Property, Plant and Equipment (6) (6) 

Balance in AOCI as of March 31,2011 $ 72 $ (388) $ (316) 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Three Months Ended March 31,2010 

Balance in AOCI as of December 31,2009 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statemendwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 

Balance in AOCI as of March 31,2010 

Commodity Interest Rate Total 
(in thousands) 

$ (138) $ (463) $ (601) 
(528) (528) 
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Cash flow hedges included in Accumulated Other Comprehensive Income (Loss) on KPCo’s Condensed Balance 
Sheets at March 31,2011 and December 31,2010 were: 

Impact of Cash Flow Hedges on the Condensed Balance Sheet 
March 31,2011 

Hedging Assets (a) 
Hedging Liabilities (a) 
AOCI L,oss Net of Tax 
Portion Expected to be Reclassified to Net 

Income During the Next Twelve Months 

Commodity Interest Rate Total 
(in thousands) 

$ 230 $ - $  230 
(146) (146) 

72 (388) (316) 

73 (60) 13 

Impact of Cash Flow Hedges on the Condensed Balance Sheet 
December 31,2010 

Commodity Interest Rate Total 
(in thousands) 

Hedging Assets (a) $ 81 $ - $  81 
Hedging Liabilities (a) (IS 1) (151) 
AOCI Loss Net of Tax (48) (403) (451) 

Income During the Next Twelve Months (48) (60) (108) 
Portion Expected to be Reclassified to Net 

(a) Hedging Assets and Hedging Liabilities are included in Risk Management Assets and Liabilities on 
KF’Co’s Condensed Balance Sheets. 

The actual amounts that KPCo reclassifies from Accumulated Other Comprehensive Income (Loss) to Net Income 
can differ from the estimate above due to market price changes. As of March 31,201 1, the maximum length of time 
that KPCo is hedging (with contracts subject to the accounting guidance for “Derivatives and Hedging”) exposure to 
variability in future cash flows related to forecasted transactions is 38 months. 

Credit Risk 

AEPSC, on behalf of KPCo, limits credit risk in KPCo’s wholesale marketing and trading activities by assessing the 
creditworthiness of potential counterparties before entering into transactions with them and continuing to evaluate 
their creditworthiness on an ongoing basis. AEPSC, on behalf of KF’Co, uses Moody’s, Standard and Poor’s and 
current market-based qualitative and quantitative data as well as financial statements to assess the financial health of 
counterparties on an ongoing basis. 

AEPSC, on behalf of KPCo, uses standardized master agreements which may include collateral requirements. 
These master agreements facilitate the netting of cash flows associated with a single counterparty. Cash, letters of 
credit and parentauaffiliate guarantees may be obtained as security from counterparties in order to mitigate credit 
risk. The collateral agreements require a counterparty to post cash or letters of credit in the event an exposure 
exceeds the established threshold. The threshold represents an unsecured credit limit which may be supported by a 
parentalhffiliate guaranty, as determined in accordance with AEP’s credit policy. In addition, collateral agreements 
allow for termination and liquidation of all positions in the event of a failure or inability to post collateral. 
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Collateral Triggering Events 

Under the tariffs of the RTOs and Independent System Operators (ISOs) and a limited number of derivative and 
non-derivative contracts primarily related to competitive retail auction loads, KPCo is obligated to post an additional 
amount of collateral if certain credit ratings decline below investment grade. The amount of collateral required 
fluctuates based on market prices and total exposure. On an ongoing basis, AEP’s risk management organization 
assesses the appropriateness of these collateral triggering items in contracts. Management does not anticipate a 
downgrade below investment grade. The following table represents: (a) the aggregate fair value of such derivative 
contracts, (b) the amount of collateral KPCo would have been required to post for all derivative and non-derivative 
contracts if the credit ratings had declined below investment grade and (c) how much was attributable to RTO and 
IS0 activities as of March 3 1,201 1 and December 3 1,2010: 

Liabilities for Derivative Contracts with Credit Downgrade Triggers 
Amount of Collateral KpCo Would Have Been Required to Post 
Amount Attributable to RTO and IS0 Activities 

March 31, December 31, 
2011 2010 

(in thousands) 
$ 1,309 $ 1,368 

3,108 2,614 
3,108 2,608 

As of March 3 1, 201 1 and December 3 1, 20 10, KPCo was not required to post any collateral 

In addition, a majority of KPCo’s non-exchange traded commodity contracts contain cross-default provisions that, if 
triggered, would permit the counterparty to declare a default and require settlement of the outstanding payable. 
These cross-default provisions could be triggered if there was a non-performance event by Parent or the obligor 
under outstanding debt or a third party obligation in excess of $50 million. On an ongoing basis, AEP’s risk 
management organization assesses the appropriateness of these cross-default provisions in the contracts. 
Management does not anticipate a non-performance event under these provisions. The following table represents: 
(a) the fair value of these derivative liabilities subject to cross-default provisions prior to consideration of 
contractual netting arrangements, (b) the amount this exposure has been reduced by cash collateral posted by KPCo 
and (c) if a cross-default provision would have been triggered, the settlement amount that would be required after 
considering KPCo’s contractual netting arrangements as of March 31,201 1 and December 31,2010: 

March 31, December 31, 
2011 2010 

(in thousands) 
Liabilities for Contracts with Cross Default Provisions Prior to Contractual 

Netting Arrangements $ 14,672 $ 15,930 
Amount of Cash Collateral Posted 856 1,376 
Additional Settlement Liability if Cross Default Provision is Triggered 5,517 4,926 

7. FAIR VALUE MEASUREMENTS 

Fair Value Hierarchy and Valuation Techniques 

The accounting guidance for “Fair Value Measurements and Disclosures” establishes a fair value hierarchy that 
prioritizes the inputs used to measure fair value. The hierarchy gives the highest priority to unadjusted quoted 
prices in active markets for identical assets or liabilities (Level 1 measurement) and the lowest priority to 
unobservable inputs (Level 3 measurement). Where observable inputs are available for substantially the full term of 
the asset or liability, the instrument is categorized in L,evel 2. When quoted market prices are not available, pricing 
may be completed using comparable securities, dealer values, operating data and general market conditions to 
determine fair value. Valuation models utilize various inputs such as commodity, interest rate and, to a lesser 
degree, volatility and credit that include quoted prices for similar assets or liabilities in active markets, quoted prices 
for identical or similar assets or liabilities in inactive markets, market corroborated inputs (Le. inputs derived 
principally from, or correlated to, observable market data) and other observable inputs for the asset or liability. 
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For commercial activities, exchange traded derivatives, namely futures contracts, are generally fair valued based on 
unadjusted quoted prices in active markets and are classified as Level 1. Level 2 inputs primarily consist of OTC 
broker quotes in moderately active or less active markets, as well as exchange traded contracts where there is 
insufficient market liquidity to warrant inclusion in Level 1. Management verifies price curves using these broker 
quotes and classifies these fair values within Level 2 when substantially all of the fair value can be corroborated. 
Management typically obtains multiple broker quotes, which are non-binding in nature but are based on recent 
trades in the marketplace. When multiple broker quotes are obtained, the quoted bid and ask prices are averaged. In 
certain circumstances, a broker quote may be discarded if it is a clear outlier. Management uses a historical 
correlation analysis between the broker quoted location and the illiquid locations. If the points are highly correlated, 
these locations are included within Level 2 as well. Certain OTC and bilaterally executed derivative instruments are 
executed in less active markets with a lower availability of pricing information. Long-dated and illiquid complex or 
structured transactions and FTRs can introduce the need for internally developed modeling inputs based upon 
extrapolations and assumptions of observable market data to estimate fair value. When such inputs have a 
significant impact on the measurement of fair value, the instrument is categorized as Level 3. 

Fair Value Measaire~iierits of Long-term Debt 

The fair values of L,ong-term Debt are based on quoted market prices, without credit enhancements, for the same or 
similar issues and the current interest rates offered for instruments with similar maturities. These instruments are 
not marked-to-market. The estimates presented are not necessarily indicative of the amounts that could be realized 
in a current market exchange. 

The book values and fair values of KPCo’s Long-term Debt as of March 31, 2011 and December 31, 2010 are 
summarized in the following table: 

March 31,2011 December 31,2010 
Book Value Fair Value Book Value Fair Value 

(in thousands) 
L,ong-term Debt $ 548,930 $ 620,309 $ 548,888 $ 628,623 
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Fair Value Measurements of Financial Assets and Liabilities 

The following tables set forth, by level within the fair value hierarchy, KPCo’s financial assets and liabilities that 
were accounted for at fair value on a recurring basis as of March 31, 201 1 and December 31, 2010. As required by 
the accounting guidance for “Fair Value Measurements and Disclosures,” financial assets and liabilities are 
classified in their entirety based on the lowest level of input that is significant to the fair value measurement. 
Management’s assessment of the significance of a particular input to the fair value measurement requires ,judgment 
and may affect the valuation of fair value assets and liabilities and their placement within the fair value hierarchy 
levels. There have not been any significant changes in management’s valuation techniques. 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
March 31,2011 

Level 1 
Assets: 

__. Risk Management Assets 
Risk Management Commodity Contracts (a) (c) $ 278 
Cash Flow Hedges: 

Dedesignated Risk Management Contracts (b) 
Total Risk Management Assets $ 278 

Commodity Hedges (a) 

Liabilities: 

Risk Management Liabilities 
Risk Management Commodity Contracts (a) (c) $ 272 
Cash Flow Hedges: 

Total Risk Management Liabilities $ 272 
Commodity Hedges (a) 

Assets: 

Level 2 Level 3 Other Total 
(in thousands) 

$ 64,458 $ 2,608 $ (51,414) $ 15,930 

794 (564) 230 
66 I 66 1 

$ 65,252 $ 2,608 $ (51,317) $ 16,821 
“ ~ -  

$ 60,797 $ 1,462 $ (54,908) $ 7,623 

710 , (564) I46 
$ 61,507 $ 1,462 $ (55,472) $ 7,769 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
December 31,2010 

Level 1 Level 2 Level 3 Other Total 
(in thousands) 

Risk Management Assets 
Risk Management Commodity Contracts (a) (c) $ 350 $ 73,753 $ 2,862 $ (61,018) $ 15,947 
Cash Flow Hedges: 

Commodity Hedges (a) 549 (468) 81 
699 Dedesignated Risk Management Contracts (b) -- 699 -- 

Total Risk Management Assets $ 350 $ 74,302 $ 2,862 $ (60,787) $ 16,727 

Liabilities: 

Risk Management Liabilities 
Risk Management Commodity Contracts (a) (c) $ 343 $ 69,996 $ 1,789 $ (64,017) $ 8,111 
Cash Flow Hedges: 

Commodity Hedges (a) 
Total Risk Management Liabilities 

619 (468) 151 
$ 343 $ 70,615 $ 1,789 $ (64,485) $ 8,262 

(a) 

(b) 

Amounts in “Other” column primarily represent counterparty netting of risk management and hedging contracts and 
associated cash collateral under the accounting guidance for “Derivatives and Hedging.” 
Represents contracts that were originally MTM but were subsequently elected as normal under the accounting guidance 
for “Derivatives and Hedging.” At the time of the normal election, the MTM value was frozen and no longer fair valued. 
This MTM value will be amortized into revenues over the remaining life of the contracts. 
Substantially comprised of power contracts. (c) 

There were no transfers between Level 1 and Level 2 during the three months ended March 3 1,201 1 and 2010. 
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The following tables set forth a reconciliation of changes in the fair value of net trading derivatives and other 
investments classified as L,evel 3 in the fair value hierarchy: 

Three Months Ended March 31,2011 

Balance as of December 31,2010 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (L,oss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into L,evel 3 (d) (0 
Transfers out of L.evel 3 (e) (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of March 31,2011 

Relating to Assets Still Held at the Reporting Date (a) 

Three Months Ended March 31,2010 - 
Balance as of December 31,2009 
Realized Gain (L,oss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (L,oss) Included in Net Income (or Changes in Net Assets) 

Realized and IJnrealized Gains (L.osses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into Level 3 (d) (f) 
Transfers out of Level 3 (e) (0 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of March 31,2010 

Relating to Assets Still Held at the Reporting Date (a) 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 1,073 

(123) 

(279) 
20 

(550) 
1,005 

$ 1,146 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 1,899 

1,870 

(2,130) 
88 
54 

2,128 
$ 3,909 

(a) Included in revenues on KPCo’s Condensed Statements of Income. 
(b) Represents the change in fair value between the beginning of the reporting period and the settlement of the risk 

management commodity contract. 
(c) Represents the settlement of risk management commodity contracts for the reporting period. 
(d) Represents existing assets or liabilities that were previously categorized as Level 2. 
(e) Represents existing assets or liabilities that were previously categorized as Level 3. 
(f) Transfers are recognized based on their value at the beginning of the reporting period that the transfer occurred. 
(g) Relates to the net gains (losses) of those contracts that are not reflected on KPCo’s Condensed Statements of Income. 

These net gains (losses) are recorded as regulatory assets/liabilities. 

8. INCOME TAXES 

KPCo joins in the filing of a consolidated federal income tax return with its affiliates in the AJ3P System. The 
allocation of the AEP System’s current consolidated federal income tax to the Al3P System companies allocates the 
benefit of current tax losses to the AEP System companies giving rise to such losses in determining their current tax 
expense. The tax benefit of the Parent is allocated to its subsidiaries with taxable income. With the exception of the 
loss of the Parent, the method of allocation reflects a separate return result for each company in the consolidated 
group. 

KPCo and other AEP subsidiaries are no longer subject to U.S. federal examination for years before 2001. KPCo 
and other AEP subsidiaries have completed the exam for the years 2001 through 2006 and have issues that are being 
pursued at the appeals level. In April 201 1, the IRS’s examination of the years 2007 and 2008 was concluded with a 
settlement of all outstanding issues. The settlement will not have a material impact on net income, cash flows or 
financial condition. Although the outcome of tax audits is uncertain, in management’s opinion, adequate provisions 
for federal income taxes have been made for potential liabilities resulting from such matters. In addition, KPCo 
accrues interest on these uncertain tax positions. Management is not aware of any issues for open tax years that 
upon final resolution are expected to have a material adverse effect on net income. 
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KPCo, along with other AEP subsidiaries, files income tax returns in various state and local ,jurisdictions. These 
taxing authorities routinely examine the tax returns and KPCo and other AEP subsidiaries are currently under 
examination in several state and local jurisdictions. Management believes that previously filed tax returns have 
positions that may be challenged by these tax authorities. However, management believes that adequate provisions 
for income taxes have been made for potential liabilities resulting from such challenges and that the ultimate 
resolution of these audits will not materially impact net income. With few exceptions, KPCo is no longer sub,ject to 
state or local income tax examinations by tax authorities for years before 2000. 

Federal L,egislatioii 

The Patient Protection and Affordable Care Act and the related Health Care and Education Reconciliation Act 
(Health Care Acts) were enacted in March 2010. The Health Care Acts amend tax rules so that the portion of 
employer health care costs that are reimbursed by the Medicare Part D prescription drug subsidy will no longer be 
deductible by the employer for federal income tax purposes effective for years beginning after December 3 1, 2012. 
Because of the loss of the future tax deduction, a reduction in the deferred tax asset related to the nondeductible 
OPEB liabilities accrued to date was recorded by KPCo in March 2010. This reduction, which was offset by 
recording net tax regulatory assets, did not materially affect KPCo’s net income, cash flows or financial condition. 

The Small Business Jobs Act (the Act) was enacted in September 2010. Included in the Act was a one-year 
extension of the 50% bonus depreciation provision. The Tax Relief, Unemployment Insurance Reauthorization and 
the Job Creation Act of 2010 extended the life of research and development, employment and several energy tax 
credits originally scheduled to expire at the end of 2010. In addition, the Act extended the time for claiming bonus 
depreciation and increased the deduction to 100% for part of 2010 and 201 1. The enacted provisions will not have a 
material impact on KPCo’s net income or financial condition. 

9. FINANCING ACTIVITIES 

Ldong-terin Debt 

KPCo did not have any long-term debt issuances or retirements during the first three months of 201 1, 

Dividend Restrictions 

Federal Power Act 

The Federal Power Act prohibits KPCo from participating “in the making or paying of any dividends of such public 
utility from any funds properly included in capital account.” The term “capital account” is not defined in the 
Federal Power Act or its regulations. Management understands “capital account” to mean the par value of the 
common stock multiplied by the number of shares outstanding. This restriction does not limit the ability of KPCo to 
pay dividends out of retained earnings. 

Leverage Restrictions 

Pursuant to credit agreement leverage restrictions, at March 31, 201 1, none of the retained earnings of KPCo have 
restrictions related to the payment of dividends. 
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Utility Money Pool - AEP System 

The AEP System uses a corporate borrowing program to meet the short-term borrowing needs of its subsidiaries. 
The corporate borrowing program includes a TJtility Money Pool, which funds the utility subsidiaries. The AEP 
System Utility Money Pool operates in accordance with the terms and conditions approved in a regulatory order. 
The amount of outstanding loans to the Utility Money Pool as of March 31, 2011 and December 31, 2010 is 
included in Advances to Affiliates on KPCo’s balance sheets. KPCo’s Utility Money Pool activity and 
corresponding authorized borrowing limits for the three months ended March 31, 2011 are described in the 
following table: 

Maximum Maximum Average Average Loans Authorized 
Borrowings Loans Borrowings Loans to Utility Short-Term 
from Utility to Utility from Utility to Utility Money Pool as of Borrowing 
Money Pool Money Pool Money Pool Money Pool March 31,2011 Limit 

(in thousands) 
$ - $  101,240 $ - $  80,930 $ 93,437 $ 250,000 

Maximum, minimum and average interest rates for funds either borrowed from or loaned to the Utility Money Pool 
for the three months ended March 3 1,201 1 and 2010 are summarized in the following table: 

Maximum 
Interest Rates 

for Funds 
Borrowed 

from Utility 
Year Money Pool 
201 1 - %  
2010 0.34 % 

Minimum 
Interest Rates 

for Funds 
Borrowed 

from IJtility 
Money Pool 

- %  
0.09 % 

Maximum 
Interest Rates 

for Funds 
Loaned 

to Utility 
Money Pool 

0.56 % 
0.17 % 

Minimum 
Interest Rates 

for Funds 
Loaned 

to Utility 
Money Pool 

0.06 % 
0.09 % 

Average 
Interest Rates 

for Funds 
Borrowed 

from Utility 
Money Pool 

- %  
0.17 % 

Average 
Interest Rates 

for Funds 
Loaned 

to IJtility 
Money Pool 

0.31 % 
0.13 % 

Sale of Receivables - AEP Credit 

Under a sale of receivables arrangement, KPCo sells, without recourse, certain of its customer accounts receivable 
and accrued unbilled revenue balances to AEP Credit and is charged a fee based on AEP Credit’s financing costs, 
administrative costs and uncollectible accounts experience for KPCo’s receivables. The costs of customer accounts 
receivable sold are reported in Other Operation on KPCo’s income statement. KPCo manages and services its 
accounts receivable sold. 

In July 2010, AEP Credit renewed its receivables securitization agreement. The agreement provides a commitment 
of $750 million from bank conduits to purchase receivables. A commitment of $375 million expires in July 201 1 
and the remaining commitment of $375 million expires in July 2013. 

KPCo’s amount of accounts receivable and accrued unbilled revenues sold under the sale of receivables agreement 
was $6lmillion and $63 million as of March 31, 201 1 and December 3 1, 2010, respectively. 

The fees paid by KPCo to AEP Credit for customer accounts receivable sold were $608 thousand and $628 thousand 
for the three months ended March 31, 201 1 and 2010, respectively. 

KPCo’s proceeds on the sale of receivables to AEP Credit were $173 million and $146 million for the three months 
ended March 31,201 1 and 2010, respectively. 

10. COST REDUCTION INITIATIVES 

In April 2010, management began initiatives to decrease both labor and non-labor expenses with a goal of achieving 
significant reductions in operation and maintenance expenses. A total of 2,46 1 positions were eliminated across the 
AEP System as a result of process improvements, streamlined organizational designs and other efficiencies. Most 
of the affected employees terminated employment May 31, 2010. The severance program provided two weeks of 
base pay for every year of service along with other severance benefits. 

24 



KPCo recorded a charge of $11.7 million to Other Operation expense in 2010 primarily related to the headcount 
reduction initiatives. These costs related primarily to severance benefits. Management does not expect additional 
costs to be incurred related to this initiative. 

Balance at Balance at 
December 31,2010 - Incurred Settled Ad,justments March 31,2011 

(in thousands) 
$ 1,018 $ - $  (251) $ (78) $ 689 

The remaining accrual is included in Other Current Liabilities on the Condensed Balance Sheets. 
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GLOSSARY OF TERMS 

When the following terms and abbreviations appear in the text of this report, they have the meanings 
indicated below. 

Term Meaning 

AEGCo 
AEP or Parent 
AEP Credit 

AEP East companies 
AEP Power Pool 

AEP System or the System 

AEPSC 

AOCI 
APCo 
ASU 
CAA 
coz 
CSPCo 
Federal EPA 
FERC 
FTR 

GAAP 
I&M 
KPCo 
KPSC 
MIS0 
MMBtu 
MTM 
MW 
OPCo 
OPEB 
OTC 
PJM 
PSO 
Risk Management Contracts 

Rockport Plant 

RTO 

SIA 

S WEPCo 

AEP Generating Company, an AEP electric utility subsidiary. 
American Electric Power Company, Inc., a holding company. 
AEP Credit, Inc., a subsidiary of AEP which factors accounts receivable and accrued 

APCo, CSPCo, I&M, KPCo and OPCo. 
Members are APCo, CSPCo, I&M, KPCo and OPCo. The Pool shares the 

generation, cost of generation and resultant wholesale off-system sales of the 
member companies. 

American Electric Power System, an integrated electric utility system, owned and 
operated by AEP' s electric utility subsidiaries. 

American Electric Power Service Corporation, a service subsidiary providing 
management and professional services to AEP and its subsidiaries. 

Accumulated Other Comprehensive Income. 
Appalachian Power Company, an AEP electric utility subsidiary. 
Accounting Standard Update. 
Clean Air Act. 
Carbon Dioxide and other greenhouse gases. 
Columbus Southern Power Company, an AEP electric utility subsidiary. 
United States Environmental Protection Agency. 
Federal Energy Regulatory Commission. 
Financial Transmission Right, a financial instrument that entitles the holder to 

receive compensation for certain congestion-related transmission charges 
that arise when the power grid is congested resulting in differences in 
Iocational prices. 

utility revenues for affiliated electric utility companies. 

Accounting Principles Generally Accepted in the United States of America. 
Indiana Michigan Power Company, an AEP electric utility subsidiary. 
Kentucky Power Company, an AEP electric utility subsidiary. 
Kentucky Public Service Commission. 
Midwest Independent Transmission System Operator. 
Million British Thermal Units. 
Mark-to-Market. 
Megawatt. 
Ohio Power Company, an AEP electric utility subsidiary. 
Other Postretirement Benefit Plans. 
Over the counter. 
Pennsylvania - New Jersey - Maryland, a RTO. 
Public Service Company of Oklahoma, an AEP electric utility subsidiary. 
Trading and nontrading derivatives, including those derivatives designated as cash 

flow and fair value hedges. 
A generating plant, consisting of two 1,300 MW coal-fired generating units near 

Rockport, Indiana. 
Regional Transmission Organization, responsible for moving electricity over large 

interstate areas. 
System Integration Agreement, effective June 15, 2000, provides contractual basis 

for coordinated planning, operation and maintenance of the power supply 
sources of the combined AEP. 

Southwestern Electric Power Company, an AEP electric utility subsidiary. 
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Term Meaning 

Utility Money Pool 

VIE Variable Interest Entity. 

AEP System’s Utility Money Pool is the centralized funding mechanism AEP uses to 
meet the short term cash requirements of pool participants. 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF OPERATIONS 

For the Three and Six Months Ended June 30,2011 and 2010 
(in thousands) 
(Unaudited) 

Three Months Ended Six Months Ended 
2011 2010 2011 2010 

REVENUES 
Electric Generation, Transmission and Distribution $ 155,023 $ 127,349 $ 334,114 $ 289,845 
Sales to AEP Affiliates 19,520 9,613 36,435 20,945 

TOTAL REVENUES 174,674 136,972 370,792 3 10,890 
Other Revenues 131 10 243 100 

EXPENSES 
Fuel and Other Consuinables Used for Electric Generation 53,790 33,803 116,625 86,725 
Purchased Electricity for Resale 
Purchased Electricity from AEP Affiliates 
Other Operation 
Maintenance 
Depreciation and Amortization 
Taxes Other Than Income Taxes 
TOTAL EXPENSES 

6,583 4,467 1 1,585 9,337 
102,724 52,818 50,727 103,288 

15,194 23,255 3 1,309 38,340 
15,339 10,956 26,336 19,171 
13,474 13,163 26,860 26,258 
2,914 3,432 4,950 6,486 

160s 12 139,803 320,953 289,041 

OPERATING INCOME (LOSS) 14,562 (2,83 1)  49,839 2 1,849 

Other Income (Expense): 

Allowance for Equity Funds Used During Construction 278 22.5 ,513 442 
Interest Expense - (9,174) (9,173) __ (18,373) (1 8,3 12) 

INCOME (LOSS) BEFORE INCOME TAX EXPENSE 

Interest Income 106 57 212 102 

(CREDIT) 5,772 (1 1,722) 32,191 4,081 

Income Tax Expense (Credit) 

NET INCOME (LOSS) 

2,300 (4,677) 11,849 _. 1,635 

$ 3,472 $ (7,045) $ 20,342 $ 2,446 

The coininoii stock of KPCo is wholly-owned by AEP. 

See Corzderised Notes to Corideiised Financial Statenleiits. 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF CHANGES IN COMMON SHAREHOLDER'S 

EQUITY AND COMPREHENSIVE INCOME (LOSS) 
For the Six Months Ended June 30,2011 and 2010 

(in thousands) 
(Unaudited) 

Accumulated 
Other 

Common Paid-in Retained Comprehensive 
Stock Capital Earnings Income (Loss) Total 

TOTAL COMMON SHAREHOLDER'S 
EQIJITY - DECEMBER 31,2009 $ 50,450 $ 238,750 $ 143,185 $ (601) $ 431,784 

Common Stock Dividends 
SUBTOTAL - COMMON 

SHAREHOLDER'S EQIJITY 

(10,000) (10,000) 

42 1.784 

COMPREHENSIVE INCOME 
Other Comprehensive Loss, Net of Taxes: 

NET INCOME 2,446 2,446 
TOTAL COMPREHENSIVE INCOME 2,313 

TOTAL COMMON SHAREHOLDER'S 

Cash Flow Hedges, Net of Tax of $72 (133) (133) 

EQUITY - JUNE 30,2010 $ 50,450 $ 238,750 $ 135,631 $ (734) $ 424,097 

TOTAL COMMON SHAREHOLDER'S 
EQUITY - DECEMBER 31,2010 $ 50,450 $ 238,750 $ 157,467 $ (451) $ 446,216 

Common Stock Dividends 
SUBTOTAL - COMMON 

SHAREHOLDER'S EQUITY 

(10,000) (10,000) 

436,216 

COMPREHENSIVE INCOME 
Other Comprehensive Income, Net of Taxes: 

23 1 23 1 
NET INCOME 20,342 20,342 

20,573 

Cash Flow Hedges, Net of Tax of $124 

TOTAL COMPREHENSIVE INCOME _-- -.- 

TOTAL COMMON SHAREHOLDER'S 
EQUITY - JIJNE 30,2011 $ 50,450 $ 238,750 $ 167,809 $ (220) $ 456,789 

See Condensed Notes to Coiideiised Firinrlcial Statements. 
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Kl3NTUCKY POWER COMPANY 
CONDENSED BALANCE SHEETS 

ASSETS 
June 30,2011 and December 31,2010 

(in thousands) 
(Unaudited) 

201 1 2010 - 
CURRENT ASSETS 

Cash and Cash Equivalents $ 596 $ 28 1 
Advances to Affiliates 
Accounts Receivable: 

Customers 
Affiliated Companies 
Accrued IJnbilled Revenues 
Miscellaneous 
Allowance for IJncollectible Accounts 

Total Accounts Receivable 
Fuel 
Materials and Supplies 
Risk Management Assets 
Accrued Tax Benefits 
Margin Deposits 
Prepayments and Other Current Assets 
TOTAL CURRENT ASSETS 

PROPERTY, PLANT AND EQUIPMENT 
Electric: 

Generation 
Transmission 
Distribution 

Other Property, Plant and Equipment 
Construction Work in Progress 
Total Property, Plant and Equipment 
Accumulated Depreciation and Amortization 
TOTAL PROPERTY, PLANT AND EQUIPMENT - NET 

85,653 67,060 

16,63 1 2 1,652 
17,818 17,616 

62 3,823 
424 587 

____I (662) (623) 
34,273 43,055 
18,744 16,640 
13,289 24,378 
6,785 8,697 

1,420 
4,827 5,357 
1,723 1,497 

165,890 168,385 

555,197 553,589 
453,421 444,303 
600,501 590,606 

64,075 63,982 
34,093 30,828 

1,704,022 1,686,573 
560,898 542,443 

1,143,124 1,144,130 

- 

- 

OTHER NONCURRENT ASSETS 
Regulatory Assets 207,048 2 13,593 
Long-term Risk Management Assets 6,853 8,030 
Deferred Charges and Other Noncurrent Assets 38,561 37,946 
TOTAL OTHER NONCIJRRENT ASSETS 252,462 - 259,569 

TOTAL ASSETS $ 1,561,476 $ 1,572,084 

See Condensed Notes to Condensed Firiniicial Stateineiits. 
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KENTUCKY POWER COMPANY 
CONDENSED BALANCE SHEETS 

LIABILITIES AND SHAREHOLDER'S EQUITY 
June 30,2011 and December 31,2010 

(Unaudited) 

2011 2010 
(in thousands) 

CURRENT LIABILITIES 
Accounts Payable: 

General 
Affiliated Companies 

Risk Management Liabilities 
Customer Deposits 
Accrued Taxes 
Accrued Interest 
Other Current Liabilities 
TOTAL CURRENT LIABILITIES 

$ 25,930 $ 33,334 
3 1,298 45,790 

3,997 5,959 
20,964 19,692 
25,960 23,741 
7,132 7,570 

20,007 26,227 
135,288 162,313 

NONCURRENT LIABILITIES 
L,ong-term Debt - Nonaffiliated 528,972 528,888 

Long-term Risk Management Liabilities 2,213 2,303 
Deferred Income Taxes 323,737 316,389 
Regulatory Liabilities and Deferred Investment Tax Credits 37,012 34,991 
Employee Benefits and Pension Obligations 46,350 49,298 

11,115 1 1,686 Deferred Credits and Other Noncurrent Liabilities 
TOTAL NONCURRENT LIABILITIES 969,399 963,555 

TOTAL LIABILITIES 1,104,687 1,125,868 

Rate Matters (Note 3) 
Commitments and Contingencies (Note 4) 

Long-term Debt - Affiliated 20,000 20,000 

-- 

COMMON SHAREHOLDER'S EQUITY 
Common Stock - Par Value - $50 Per Share: 

Authorized - 2,000,000 Shares 
Outstanding - 1,009,000 Shares 

Paid-in Capital 
Retained Earnings 
Accumulated Other Comprehensive Income (Loss) 
TOTAL COMMON SHAREHOLDER'S EQUITY 

TOTAL LIABILITIES AND SHAREHOLDER'S EQIJITY 

50,450 50,450 
238,750 238,750 
167,809 157,467 

456,789 446,2 16 
(220) (45 1) 

$ 1,561,476 $ 1,572,084 

See Condensed Notes to Condeiised Fiizaiicinl Stateinents. 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF CASH FLOWS 
For the Six Months Ended June 30,2011 and 2010 

(in thousands) 
(IJnaudited) 

OPERATING ACTIVITIES 
Net Income 
Adjustments to Reconcile Net Income to Net Cash Flows from Operating Activities: 

Depreciation and Amortization 
Deferred Income Taxes 
Allowance for Equity Funds Used During Construction 
Mark-to-Market of Risk Management Contracts 
Property Taxes 
Fuel OverNnder-Recovery, Net 
Change in Other Noncurrent Assets 
Change in Other Noncurrent Liabilities 
Changes in Certain Components of Working Capital: 

Accounts Receivable, Net 
Fuel, Materials and Supplies 
Accounts Payable 
Customer Deposits 
Accrued Taxes, Net 
Other Current Assets 
Other Current Liabilities 

Net Cash Flows from Operating Activities 

2011 

$ 20,342 

26,860 
4,668 
(513) 
1,369 
3,709 

67 
17 

2,068 

8,809 
8,985 

(20,183) 
1,272 
2,201 

278 
(2,578) 
57,37 1 - 

2010 

$ 2,446 

26,258 
2,948 
(442) 

1,480 
4,749 
(380) 
869 

(984) 

3,780 
13,059 

(22,918) 
838 

(6,295) 
531 

3,455 
29,394 

Change in Advances to Affiliates, Net 
Acquisitions of Assets 
Proceeds from Sales of Assets 
Net Cash Flows Used for Investing Activities 

INVESTING ACTIVITIES 
Construction ExDenditures (27,987) (22,652) 

(8) (201) 
(18,593) 

301 506 
(46,287) (22,347) 

FINANCING ACTIVITIES 
Change in Advances from Affiliates, Net 3,783 
Principal Payments for Capital Lease Obligations (769) (87.5) 
Dividends Paid on Common Stock (10,000) (10,000) 
Other Financing Activities 1 
Net Cash Flows Used for Financing Activities - (10,769) (7,09 1) 

Net Increase (Decrease) in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Period 
Cash and Cash Equivalents at End of Period 

315 (44) 
28 1 494 

$ 596 $ 450 

315 (44) 
28 1 494 

$ 596 $ 450 

SUPPLEMENTARY INFORMATION 
Cash Paid for Interest, Net of Capitalized Amounts $ 18,376 $ 18,479 
Net Cash Paid for Income Taxes 
Noncash Acquisitions Under Capital L’eases 
Construction Expenditures Included in Current Liabilities at June 30, 

446 5,09 1 
8 4,177 

3,271 2,134 

See Coiideiised Notes to Coriderisecl Financial Statements. 
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1. SIGNIFICANT ACCOUNTING MATTERS 

General 

The unaudited condensed financial statements and footnotes were prepared in accordance with GAAP for interim 
financial information. Accordingly, they do not include all of the information and footnotes required by GAAP for 
complete annual financial statements. 

In the opinion of management, the unaudited condensed interim financial statements reflect all normal and recurring 
accruals and adjustments necessary for a fair presentation of the net income, financial position and cash flows for 
the interim periods. Net income for the three and six months ended June 30, 201 1 is not necessarily indicative of 
results that may be expected for the year ending December 31, 2011. The condensed financial statements are 
unaudited and should be read in conjunction with the audited 2010 financial statements and notes thereto, which are 
included in KPCo’s 2010 Annual Report. 

Management reviewed subsequent events through July 29, 2011, the date that the second quarter 2011 report was 
issued. 

Variable Interest Entities 

The accounting guidance for ‘Variable Interest Entities” is a consolidation model that considers if a company has a 
controlling financial interest in a VIE. A controlling financial interest will have both (a) the power to direct the 
activities of a VIE that most significantly impact the VIE’s economic performance and (b) the obligation to absorb 
losses of the VIE that could potentially be significant to the VIE or the right to receive benefits from the VIE that 
could potentially be significant to the VIE. Entities are required to consolidate a VIE when it is determined that they 
have a controlling financial interest in a VIE and therefore, are the primary beneficiary of that VIE, as defined by 
the accounting guidance for “Variable Interest Entities.” In determining whether KPCo is the primary beneficiary of 
a VIE, management considers factors such as equity at risk, the amount of the VIE’S variability KPCo absorbs, 
guarantees of indebtedness, voting rights including kick-out rights, the power to direct the VIE and other factors. 
Management believes that significant assumptions and judgments were applied consistently. There have been no 
changes to the reporting of VIES in the financial statements where it is concluded that KPCo is the primary 
beneficiary. In addition, KPCo has not provided financial or other support to any VIE that was not previously 
contractually required. 

AEPSC provides certain managerial and professional services to AEP’s subsidiaries. AEP is the sole equity owner 
of AEPSC. AEP management controls the activities of AEPSC. The costs of the services are based on a direct 
charge or on a prorated basis and billed to the AEP subsidiary companies at AEPSC’s cost. AEP subsidiaries have 
not provided financial or other support outside the reimbursement of costs for services rendered. AEPSC finances 
its operations through cost reimbursement from other AEP subsidiaries. There are no other terms or arrangements 
between AEPSC and any of the AEP subsidiaries that could require additional financial support from an AEP 
subsidiary or expose them to losses outside of the normal course of business. AEPSC and its billings are subject to 
regulation by the FERC. AEP subsidiaries are exposed to losses to the extent they cannot recover the costs of 
AEPSC through their normal business operations. AEP subsidiaries are considered to have a significant interest in 
AEPSC due to their activity in AEPSC’s cost reimbursement structure. However, AEP subsidiaries do not have 
control over AEPSC. AEPSC is consolidated by AEP. In the event AEPSC would require financing or other 
support outside the cost reimbursement billings, this financing would be provided by AEP. KPCo’s total billings 
from AEPSC for the three months ended June 30, 201 1 and 2010 were $8 million and $1 1 million, respectively, and 
for the six months ended June 30, 2011 and 2010 were $16 million and $20 million, respectively. The carrying 
amount of liabilities associated with AEPSC as of June 30, 2011 and December 31, 2010 were $3 million and $3 
million, respectively. Management estimates the maximum exposure of loss to be equal to the amount of such 
liability. 

AEGCo, a wholly-owned subsidiary of AEP, is consolidated by AEP. AEGCo owns a SO% ownership interest in 
Rockport Plant Unit 1 and leases a SO% interest in Rockport Plant Unit 2. AEGCo sells all the output from the 
Rockport Plant to I&M and KPCo. AEP guarantees all the debt obligations of AEGCo. KPCo is considered to have 
a significant interest in AEGCo due to its transactions. KPCo is exposed to losses to the extent it cannot recover the 
costs of AEGCo through its normal business operations. Due to AEP management’s control over AEGCo, KPCo is 
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not considered the primary beneficiary of AEGCo. In the event AEGCo would require financing or other support 
outside the billings to KPCo, this financing would be provided by AEP. Total billings from AEGCo for the three 
months ended June 30, 2011 and 2010 were $21 million and $21 million, respectively and for the six months ended 
June 30, 2011 and 2010 were $44 million and $45 million, respectively. The carrying amount of liabilities 
associated with AEGCo as of June 30, 201 1 and December 31, 2010 were $8 million and $10 million, respectively. 
Management estimates the maximum exposure of loss to be equal to the amount of such liability. 

2. NEW ACCOUNTING PRONOUNCEMENTS 

Upon issuance of final pronouncements, management reviews the new accounting literature to determine its 
relevance, if any, to KPCo’s business. The following represents a summary of final pronouncements that impact the 
financial statements. 

Pronouncements Issued DurinP 2011 

The following standard was issued during the first six months of 201 I.  The following paragraphs discuss its impact 
on future financial statements. 

ASU 2011-05 “Preserztatiort of Cornprekerisive Income” (ASU 2011-05) 

In June 2011, the FASB issued ASlJ 2011-05 eliminating the option to present the components of other 
comprehensive income as a part of the statement of shareholders’ equity. The standard requires other 
comprehensive income be presented as part of a single continuous statement of comprehensive income or in a 
statement of other comprehensive income immediately following the statement of net income. Reclassification 
adjustments from other comprehensive income to net income must be presented on the face of the financial 
statements. This standard must be retrospectively applied to all reporting periods presented in financial reports 
issued after the effective date. 

The new accounting guidance is effective for interim and annual periods beginning after December 15, 2011. This 
standard will change the presentation of the financial statements but will not affect the calculation of net income or 
Comprehensive income. KPCo will adopt ASU 2011-05 effective January 1,2012. 

3. RATE MATTERS 

As discussed in KPCo’s 2010 Annual Report, KPCo is involved in rate and regulatory proceedings at the FERC and 
the KPSC. The Rate Matters note within KPCo’s 2010 Annual Report should be read in conjunction with this report 
to gain a complete understanding of material rate matters still pending that could impact net income, cash flows and 
possibly financial condition. The following discusses ratemaking developments in 201 1 and updates KPCo’s 2010 
Annual Report. 

FERC Rate Matters 

Seains Elimination Cost Allocation (SECA) Revenue Subject to Refund 

In 2004, AEP eliminated transaction-based through-and-out transmission service (T&O) charges in accordance with 
FERC orders and collected, at the FERC’s direction, load-based charges, referred to as RTO SECA, to partially 
mitigate the loss of T&O revenues on a temporary basis through March 2006. Intervenors objected to the temporary 
SECA rates. The FERC set SECA rate issues for hearing and ordered that the SECA rate revenues be collected, 
subject to refund. The AEP East companies recognized gross SECA revenues of $220 million from 2004 through 
2006 when the SECA rates terminated. KPCo’s portion of recognized gross SECA revenues was $17 million. 

In 2006, a FERC Administrative Law Judge (AL,J) issued an initial decision finding that the SECA rates charged 
were unfair, unjust and discriminatory and that new compliance filings and refunds should be made. The ALJ also 
found that any unpaid SECA rates must be paid in the recommended reduced amount. 
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AEP filed briefs jointly with other affected companies asking the FERC to reverse the decision. In May 2010, the 
FERC issued an order that generally supports AEP’s position and requires a compliance filing to be filed with the 
FERC by August 2010. In June 2010, AEP and other affected companies filed a joint request for rehearing with the 
FERC . 

The AEP East companies provided reserves for net refunds for SECA settlements totaling $44 million applicable to 
the $220 million of SECA revenues collected. JSPCo provided a reserve of $3.3 million. 

Settlements approved by the FERC consumed $10 million of the reserve for refunds applicable to $1 12 million of 
SECA revenue. In December 2010, the FERC issued an order approving a settlement agreement resulting in the 
collection of $2 million of previously deemed uncollectible SECA revenue. Therefore, the AEP East companies 
reduced their reserves for net refunds for SECA settlements by $2 million. The balance in the reserve for future 
settlements as of June 30, 201 1 was $32 million. KPCo’s portion of the reserve balance as of June 30, 201 1 was 
$2.4 million. 

In August 2010, the affected companies, including the AEP East companies, filed a compliance filing with the 
FERC. If the compliance filing is accepted, the AEP East companies would have to pay refunds of approximately 
$20 million including estimated interest of $5 million. The AEP East companies could also potentially receive 
payments up to approximately $10 million including estimated interest of $3 million. KPCo’s portion of the 
potential refund payments and potential payments to be received are $1 .S million and $800 thousand, respectively. 
A decision is pending from the FERC. 

Based on the AEP East companies’ analysis of the May 2010 order and the compliance filing, management believes 
that the reserve is adequate to pay the refunds, including interest, that will be required should the May 2010 order or 
the compliance filing be made final. Management cannot predict the ultimate outcome of this proceeding at the 
FERC which could impact future net income and cash flows. 

Possible Termination of the I~zterconnectio~z Agreement 

In December 2010, each of the AEP Power Pool members gave notice to AEPSC and each other of their decision to 
terminate the Interconnection Agreement effective January 2014 or such other date approved by FERC, subject to 
state regulatory input. No filings have been made at the FERC. It is unknown at this time whether the AEP Power 
Pool will be replaced by a new agreement among some or all of the members, whether individual companies will 
enter into bilateral or multi-party contracts with each other for power sales and purchases or asset transfers or if each 
company will choose to operate independently. This decision to terminate is subject to management’s ongoing 
evaluation. The AEP Power Pool members may revoke their notices of termination. If any of the AEP Power Pool 
members experience decreases in revenues or increases in costs as a result of the termination of the AEP Power Pool 
and are unable to recover the change in revenues and costs through rates, prices or additional sales, it could reduce 
future net income and cash flows. 

PJM/MISO Market Flow Calculation Settleinent Adjllstinents 

During 2009, an analysis conducted by MIS0 and PJM discovered several instances of unaccounted for power 
flows on numerous coordinated flowgates. These flows affected the settlement data for congestion revenues arid 
expenses and dated back to the start of the MISO market in 200.5. In January 2011, PJM and MIS0 reached a 
settlement agreement where the parties agreed to net various issues to zero. In June 201 1, the FERC approved the 
settlement agreement. 

4. COMMITMENTS, GUARANTEES AND CONTINGENCIES 

JSPCo is sub,ject to certain claims and legal actions arising in its ordinary course of business. In addition, JSPCo’s 
business activities are subject to extensive governmental regulation related to public health and the environment. 
The ultimate outcome of such pending or potential litigation cannot be predicted. For current proceedings not 
specifically discussed below, management does not anticipate that the liabilities, if any, arising from such 
proceedings would have a material adverse effect on the financial statements. The Commitments, Guarantees and 
Contingencies note within KPCo’s 2010 Annual Report should be read in con,junction with this report. 
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GUARANTEES 

L,iabilities for guarantees are recorded in accordance with the accounting guidance for “Guarantees.” There is no 
collateral held in relation to any guarantees. In the event any guarantee is drawn, there is no recourse to third 
parties. 

Iiidemriifcatioiis arid Other Grtararitees 

Contracts 

KpCo enters into certain types of contracts which require indemnifications. Typically these contracts include, but 
are not limited to, sale agreements, lease agreements, purchase agreements and financing agreements. Generally, 
these agreements may include, but are not limited to, indemnifications around certain tax, contractual and 
environmental matters. With respect to sale agreements, exposure generally does not exceed the sale price. As of 
June 30,201 1, there were no material liabilities recorded for any indemnifications. 

KpCo, along with the other AEP East companies, PSO and SWEPCo, are jointly and severally liable for activity 
conducted by AEPSC on behalf of the AEP East companies, PSO and SWEPCo related to purchase power and sale 
activity conducted pursuant to the SIA. 

Master Lease Agreements 

KPCo leases certain equipment under master lease agreements. In December 2010, management signed a new 
master lease agreement with GE Capital Commercial Inc. (GE) to replace existing operating and capital leases with 
GE. These assets were included in existing master lease agreements that were to be terminated in 2011 since GE 
exercised the termination provision related to these leases in 2008. Certain previously leased assets were not 
included in the 2010 refinancing, but were purchased in January 201 1. 

For equipment under the GE master lease agreements, the lessor is guaranteed receipt of up to 78% of the 
unamortized balance of the equipment at the end of the lease term. If the fair value of the leased equipment is below 
the unamortized balance at the end of the lease term, KPCo is committed to pay the difference between the fair 
value and the unamortized balance, with the total guarantee not to exceed 78% of the unamortized balance. For 
equipment under other master lease agreements, the lessor is guaranteed a residual value up to a stated percentage of 
either the unamortized balance or the equipment cost at the end of the lease term. If the actual fair value of the 
leased equipment is below the guaranteed residual value at the end of the lease term, KPCo is committed to pay the 
difference between the actual fair value and the residual value guarantee. At June 30, 2011, the maximum potential 
loss for these lease agreements was approximately $560 thousand assuming the fair value of the equipment is zero at 
the end of the lease term. Historically, at the end of the lease term the fair value has been in excess of the 
unamortized balance. 

CONTINGENCIES 

Carbon Dioxide Public Nuisance Cla im 

In 2004, eight states and the City of New York filed an action in Federal District Court for the Southern District of 
New York against AEP, AEPSC, Cinergy Corp, Xcel Energy, Southern Company and Tennessee Valley Authority. 
The Natural Resources Defense Council, on behalf of three special interest groups, filed a similar complaint against 
the same defendants. The actions allege that COz emissions from the defendants’ power plants constitute a public 
nuisance under federal common law due to impacts of global warming and sought injunctive relief in the form of 
specific emission reduction commitments from the defendants. The trial court dismissed the lawsuits. 

In September 2009, the Second Circuit Court of Appeals issued a ruling on appeal remanding the cases to the 
Federal District Court for the Southern District of New York. The Second Circuit held that the issues of climate 
change and global warming do not raise political questions and that Congress’ refusal to regulate COz emissions 
does not mean that plaintiffs must wait for an initial policy determination by Congress or the President’s 
administration to secure the relief sought in their complaints. The court stated that Congress could enact 
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comprehensive legislation to regulate COz emissions or that the Federal EPA could regulate COz emissions under 
existing CAA authorities and that either of these actions could override any decision made by the district court 
under federal common law. The Second Circuit did not rule on whether the plaintiffs could proceed with their state 
common law nuisance claims. In 2010, the 1J.S. Supreme Court granted the defendants’ petition for review. In June 
2011, the 1J.S. Supreme Court reversed and remanded the case to the Court of Appeals, finding that plaintiffs’ 
federal common law claims are displaced by the regulatory authority granted to the Federal EPA under the CAA. 

In October 2009, the Fifth Circuit Court of Appeals reversed a decision by the Federal District Court for the District 
of Mississippi dismissing state common law nuisance claims in a putative class action by Mississippi residents 
asserting that C 0 2  emissions exacerbated the effects of Hurricane Katrina. The Fifth Circuit held that there was no 
exclusive commitment of the common law issues raised in plaintiffs’ complaint to a coordinate branch of 
government and that no initial policy determination was required to adjudicate these claims. The court granted 
petitions for rehearing. An additional recusal left the Fifth Circuit without a quorum to reconsider the decision and 
the appeal was dismissed, leaving the district court’s decision in place. Plaintiffs filed a petition with the U.S. 
Supreme Court asking the court to remand the case to the Fifth Circuit and reinstate the panel decision. The petition 
was denied in January 201 1. Plaintiffs refiled their complaint in federal district court. Management believes the 
claims are without merit, and in addition to other defenses, are barred by the doctrine of collateral estoppel and the 
applicable statute of limitations. Management intends to vigorously defend against the claims. Management is 
unable to determine a range of potential losses that are reasonably possible of occurring. 

Alaskan Villages’ Claims 

In 2008, the Native Village of Kivalina and the City of Kivalina, Alaska filed a lawsuit in Federal Court in the 
Northern District of California against AEP, AEPSC and 22 other unrelated defendants including oil and gas 
companies, a coal company and other electric generating companies. The complaint alleges that the defendants’ 
emissions of COz contribute to global warming and constitute a public and private nuisance and that the defendants 
are acting together. The complaint further alleges that some of the defendants, including AEP, conspired to create a 
false scientific debate about global warming in order to deceive the public and perpetuate the alleged nuisance. The 
plaintiffs also allege that the effects of global warming will require the relocation of the village at an alleged cost of 
$95 million to $400 million. In October 2009, the ,judge dismissed plaintiffs’ federal common law claim for 
nuisance, finding the claim barred by the political question doctrine and by plaintiffs’ lack of standing to bring the 
claim. The judge also dismissed plaintiffs’ state law claims without prejudice to refiling in state court. The 
plaintiffs appealed the decision. Briefing is complete and no date has been set for oral argument. The defendants 
requested that the court defer setting this case for oral argument until after the Supreme Court issues its decision in 
the COz public nuisance case discussed above. The court entered an order deferring argument until after June 201 1 
and the parties requested supplemental briefing on the impact of the Supreme Court’s decision. Management 
believes the action is without merit and intends to defend against the claims. Management is unable to determine a 
range of potential losses that are reasonably possible of occurring. 
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5. BENEFIT PLANS 

KPCo participates in an AEP sponsored qualified pension plan which covers substantially all of KPCo’ s employees. 
KPCo also participates in OPEB plans sponsored by AEP to provide medical and life insurance benefits for retired 
employees. 

Coinpoileiits of Net Periodic Benefit Cost 

The following tables provide the components of KPCo’s net periodic benefit cost for the plans for the three and six 
months ended June 30,201 1 and 2010: 

Service Cost 
Interest Cost 
Expected Return on Plan Assets 
Amortization of Transition Obligation 
Amortization of Prior Service Cost (Credit) 
Amortization of Net Actuarial Loss 
Net Periodic Benefit Cost 

Other Postretirement 

Three Months Ended June 30, 
Pension Plan Benefit Plans 

2011 2010 2011 2010 
(in thousands) 

$ 347 $ 637 $ 23.5 $ 265 
1,439 1,475 729 738 

(1,838) ( 1 9  14) (758) (710) 
122 

Three Months Ended June 30, 

38 38 (8) 
738 513 187 183 

$ 724 $ 749 $ 385$ 598 

Other Postretirement 

Six Months Ended June 30, 
Pension Plan - Benefit Plans ._. 

Six Months Ended June 30, 
2011 2010 2011 2010 

(in thousands) 
Service Cost $ 694 $ 1,274 $ 470 $ 530 
Interest Cost 2,878 2,950 1,457 1,476 

Amortization of Transition Obligation 244 
Amortization of Prior Service Cost (Credit) 75 75 (17) 
Amortization of Net Actuarial L,oss 1,476 1,026 375 366 
Net Periodic Benefit Cost $ 1,448 $ 1,498 $ 770 $ 1,196 

Expected Return on Plan Assets (3,675) (3,827) (1,515) (1,420) 

6. BUSINESS SEGMENTS 

KPCo has one reportable segment, an integrated electricity generation, transmission and distribution business. 
KPCO’ s other activities are insignificant. 

7. DERIVATIVES AND HEDGING 

OBJECTIVES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS 

KPCo is exposed to certain market risks as a major power producer and marketer of wholesale electricity, coal and 
emission allowances. These risks include commodity price risk, interest rate risk, credit risk and, to a lesser extent, 
foreign currency exchange risk. These risks represent the risk of loss that may impact KPCo due to changes in the 
underlying market prices or rates. AEPSC, on behalf of KPCo, manages these risks using derivative instruments. 
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STRATEGIES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS TO ACHIEVE OBJECTIVES 

Tradiitg Strategies 

The strategy surrounding the use of derivative instruments for trading purposes focuses on seizing market 
opportunities to create value driven by expected changes in the market prices of the commodities in which AEPSC 
transacts on behalf of KPCo. 

Risk Maizageineiit Strategies 

The strategy surrounding the use of derivative instruments focuses on managing risk exposures, future cash flows 
and creating value utilizing both economic and formal hedging strategies. To accomplish these objectives, AEPSC, 
on behalf of KPCo, primarily employs risk management contracts including physical forward purchase and sale 
contracts, financial forward purchase and sale contracts and financial swap instruments. Not all risk management 
contracts meet the definition of a derivative under the accounting guidance for “Derivatives and Hedging.” 
Derivative risk management contracts elected normal under the normal purchases and normal sales scope exception 
are not subject to the requirements of this accounting guidance. 

AEPSC, on behalf of KPCo, enters into power, coal, natural gas, interest rate and, to a lesser degree, heating oil and 
gasoline, emission allowance and other commodity contracts to manage the risk associated with the energy business. 
AEPSC, on behalf of KPCo, enters into interest rate derivative contracts in order to manage the interest rate 
exposure associated with KPCo’s commodity portfolio. For disclosure purposes, such risks are grouped as 
“Commodity,” as these risks are related to energy risk management activities. AEPSC, on behalf of KPCo, also 
engages in risk management of interest rate risk associated with debt financing and foreign currency risk associated 
with future purchase obligations denominated in foreign currencies. The amount of risk taken is determined by the 
Commercial Operations and Finance groups in accordance with the established risk management policies as 
approved by the Finance Committee of AEP’s Board of Directors. 

The following table represents the gross notional volume of the KPCo’s outstanding derivative contracts as of June 
30,201 1 and December 31,2010: 

Notional Volume of Derivative Instruments 

Volume 
June 30, December 31, Unit of 

2011 2010 Measure 
(in thousands) 

Commodity: 
Power 
Coal 
Natural Gas 
Heating Oil and Gasoline 
Interest Rate 

Fair Value Hedging Strategies 

56,183 40,277 MWHs 
2,618 3,280 Tons 

579 449 MMBtus 
323 274 Gallons 

8,901 $ 2,008 TJSD 

AEPSC, on behalf of KPCo, enters into interest rate derivative transactions as part of an overall strategy to manage 
the mix of fixed-rate and floating-rate debt. Certain interest rate derivative transactions effectively modify KPCo’s 
exposure to interest rate risk by converting a portion of KPCo’s fixed-rate debt to a floating rate. Provided specific 
criteria are met, these interest rate derivatives are designated as fair value hedges. 
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Cash Flow Hedging Strategies 

AEPSC, on behalf of KPCo, enters into and designates as cash flow hedges certain derivative transactions for the 
purchase and sale of power, coal, natural gas and heating oil and gasoline (“Commodity”) in order to manage the 
variable price risk related to the forecasted purchase and sale of these commodities. Management monitors the 
potential impacts of commodity price changes and, where appropriate, enters into derivative transactions to protect 
profit margins for a portion of future electricity sales and fuel or energy purchases. KPCo does not hedge all 
commodity price risk. 

KPCo’s vehicle fleet is exposed to gasoline and diesel fuel price volatility. AEPSC, on behalf of KPCo, enters into 
financial heating oil and gasoline derivative contracts in order mitigate price risk of future fuel purchases. For 
disclosure purposes, these contracts are included with other hedging activity as “Commodity.” KPCo does not 
hedge all fuel price risk. 

AEPSC, on behalf of KPCo, enters into a variety of interest rate derivative transactions in order to manage interest 
rate risk exposure. Some interest rate derivative transactions effectively modify exposure to interest rate risk by 
converting a portion of floating-rate debt to a fixed rate. AEPSC, on behalf of KPCo, also enters into interest rate 
derivative contracts to manage interest rate exposure related to anticipated borrowings of fixed-rate debt. The 
anticipated fixed-rate debt offerings have a high probability of occurrence as the proceeds will be used to fund 
existing debt maturities and projected capital expenditures. KPCo does not hedge all interest rate exposure. 

At times, KPCo is exposed to foreign currency exchange rate risks primarily because some fixed assets are 
purchased from foreign suppliers. In accordance with AEP’s risk management policy, AEPSC, on behalf of KPCo, 
may enter into foreign currency derivative transactions to protect against the risk of increased cash outflows 
resulting from a foreign currency’s appreciation against the dollar. KPCo does not hedge all foreign currency 
exposure. 

ACCOUNTING FOR DERIVATIVE INSTRUMENTS AND THE IMPACT ON KPCo’s FINANCIAL 
STATEMENTS 

The accounting guidance for “Derivatives and Hedging” requires recognition of all qualifying derivative instruments 
as either assets or liabilities on the balance sheet at fair value. The fair values of derivative instruments accounted 
for using MTM accounting or hedge accounting are based on exchange prices and broker quotes. If a quoted market 
price is not available, the estimate of fair value is based on the best information available including valuation models 
that estimate future energy prices based on existing market and broker quotes, supply and demand market data and 
assumptions. In order to determine the relevant fair values of the derivative instruments, KPCo applies valuation 
adjustments for discounting, liquidity and credit quality. 

Credit risk is the risk that a counterparty will fail to perform on the contract or fail to pay amounts due. Liquidity 
risk represents the risk that imperfections in the market will cause the price to vary from estimated fair value based 
upon prevailing market supply and demand conditions. Since energy markets are imperfect and volatile, there are 
inherent risks related to the underlying assumptions in models used to fair value risk management contracts. 
Unforeseen events may cause reasonable price curves to differ from actual price curves throughout a contract’s term 
and at the time a contract settles. Consequently, there could be significant adverse or favorable effects on future net 
income and cash flows if market prices are not consistent with management’s estimates of current market consensus 
for forward prices in the current period. This is particularly true for longer term contracts. Cash flows may vary 
based on market conditions, margin requirements and the timing of settlement of KPCo’s risk management 
contracts. 

According to the accounting guidance for “Derivatives and Hedging,” KPCo reflects the fair values of derivative 
instruments subject to netting agreements with the same counterparty net of related cash collateral. For certain risk 
management contracts, KPCo is required to post or receive cash collateral based on third party contractual 
agreements and risk profiles. For the June 30, 2011 and December 31, 2010 balance sheets, KPCo netted $598 
thousand and $400 thousand, respectively, of cash collateral received from third parties against short-term and long- 
term risk management assets and $2.2 million and $3.4 million, respectively, of cash collateral paid to third parties 
against short-term and long-term risk management liabilities. 
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The following tables represent the gross fair value impact of KPCo's derivative activity on the Condensed Balance 
Sheets as of June 30,201 1 and December 31,2010: 

Fair Value of Derivative Instruments 
June 30,2011 

Risk Management 
Contracts Hedging Contracts 

Balance Sheet Location Commodity (a) Commodity (a) Interest Rate (a) Other (a) (b)_ Total 
(in thousands) 

Current Risk Management Assets $ 39,949 $ 791 $ - $ (33,955) $ 6,785 
L,ong-term Risk Management Assets 15,925 143 (9,215) 6,853 
Total Assets 55,874 934 (43,170) 13,638 

Current Risk Management Liabilities 38,874 578 (35,455) 3,991 
Long-term Risk Management Liabilities 1 1,968 94 (9,849) 2,213 
Total Liabilities 50,842 672 (45,304) 6,210 

Total MTM Derivative Contract Net 

~ _ _ _ _ _ .  

- 

Assets (Liabilities) $ 5,032 $ 262 $ - $  2,134 $ 7,428 

Fair Value of Derivative Instruments 
December 31,2010 

Risk Management 
Contracts Hedging Contracts 

Balance Sheet Location Commodity (a) Commodity (a) Interest Rate (a) Other (a) (b) Total 
(in thousands) 

Current Risk Management Assets $ 60,231 $ 418 $ - $ (51,952) $ 8,697 
Long-term Risk Management Assets 16,978 148 (9,096) 8,030- 
Total Assets 77,209 5 66 (61,048) 16,727 

Current Risk Management Liabilities 59,107 490 (53,638) 5,959 
Long-term Risk Management Liabilities 13,265- 146 (1 1,108) 2,303 
Total Liabilities 72,372 636 (64,746) 8,262 

Total MTM Derivative Contract Net 
Assets (Liabilities) $ 4,831 $ (70) $ - $  3,698 $ 8,465 

(a) Derivative instruments within these categories are reported gross. These instruments are subject to master netting 
agreements and are presented on the Condensed Balance Sheets on a net basis in accordance with the accounting 
guidance for "Derivatives and Hedging." 
Amounts include counterparty netting of risk management and hedging contracts and associated cash collateral in 
accordance with the accounting guidance for "Derivatives and Hedging." Amounts also include dedesignated risk 
management contracts. 

(b) 
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The table below presents KPCo’s activity of derivative risk management contracts for the three and six months 
ended June 30,201 1 and 2010: 

Amount of Gain (Loss) Recognized on 
Risk Management Contracts 

For the Three and Six Months Ended June 30,2011 and 2010 

Three Months Ended June 30, Six Months Ended June 30, 
Location of Gain (Loss) 2011 2010 2011 2010 

(in thousands) 
Electric Generation, Transmission and 

Sales to AEP Affiliates 
Regulatory Assets (a) 

Distribution Revenues $ 885 $ (27) $ 2,986 $ 4,608 
2 (15) 5 (756) 

(43) 50 
Regulatory Liabilities (a) 275 (605) 111 (66) 
Total Gain (Loss) on Risk Management Contracts $ 1,119 $ (647) $ 3,152 $ 3,786 

(a) Represents realized and unrealized gains and losses subject to regulatory accounting treatment recorded as either current or 
noncurrent on the balance sheet. 

Certain qualifying derivative instruments have been designated as normal purchase or normal sale contracts, as 
provided in the accounting guidance for “Derivatives and Hedging.” Derivative contracts that have been designated 
as normal purchases or normal sales under that accounting guidance are not subject to MTM accounting treatment 
and are recognized on the Condensed Statements of Income on an accrual basis. 

KPCo’s accounting for the changes in the fair value of a derivative instrument depends on whether it qualifies for 
and has been designated as part of a hedging relationship and further, on the type of hedging relationship. 
Depending on the exposure, management designates a hedging instrument as a fair value hedge or a cash flow 
hedge. 

For contracts that have not been designated as part of a hedging relationship, the accounting for changes in fair 
value depends on whether the derivative instrument is held for trading purposes. Unrealized and realized gains and 
losses on derivative instruments held for trading purposes are included in Revenues on a net basis on KPCo’s 
Condensed Statements of Income. Unrealized and realized gains and losses on derivative instruments not held for 
trading purposes are included in Revenues or Expenses on KPCo’s Condensed Statements of Income depending on 
the relevant facts and circumstances. However, unrealized and some realized gains and losses for both trading and 
non-trading derivative instruments are recorded as regulatory assets (for losses) or regulatory liabilities (for gains), 
in accordance with the accounting guidance for “Regulated Operations.” 

Accounting for Fair Value Hedging Strategies 

For fair value hedges (i.e. hedging the exposure to changes in the fair value of an asset, liability or an identified 
portion thereof attributable to a particular risk), the gain or loss on the derivative instrument as well as the offsetting 
gain or loss on the hedged item associated with the hedged risk affects Net Income during the period of change. 

KPCo records realized and unrealized gains or losses on interest rate swaps that qualify for fair value hedge 
accounting treatment and any offsetting changes in the fair value of the debt being hedged in Interest Expense on 
KPCo’s Condensed Statements of Income. During the three and six months ended June 30, 201 1 and 2010, KPCo 
did not employ any fair value hedging strategies. 

Accounting for Cash Flow Hedging Strategies 

For cash flow hedges (Le. hedging the exposure to variability in expected future cash flows that is attributable to a 
particular risk), KPCo initially reports the effective portion of the gain or loss on the derivative instrument as a 
component of Accumulated Other Comprehensive Income (L,oss) on the Condensed Balance Sheets until the period 
the hedged item affects Net Income. KPCo recognizes any hedge ineffectiveness as a regulatory asset (for losses) or 
a regulatory liability (for gains). 
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Realized gains and losses on derivatives contracts for the purchase and sale of power, coal, natural gas and heating 
oil and gasoline designated as cash flow hedges are included in Revenues, Fuel and Other Consumables Used for 
Electric Generation or Purchased Electricity for Resale on KPCo’s Condensed Statements of Income, or in 
Regulatory Assets or Regulatory Liabilities on KPCo’s Condensed Balance Sheets, depending on the specific nature 
of the risk being hedged. During the three and six months ended June 30, 2011 and 2010, KPCo designated 
commodity derivatives as cash flow hedges. 

KPCo reclassifies gains and losses on financial fuel derivative contracts designated as cash flow hedges from 
Accumulated Other Comprehensive Income (Loss) on its Condensed Balance Sheets into Other Operation expense, 
Maintenance expense or Depreciation and Amortization expense, as it relates to capital prqjects, on the Condensed 
Statements of Income. During the three and six months ended June 30,201 1 and 2010, KPCo designated heating oil 
and gasoline derivatives as cash flow hedges. 

KPCo reclassifies gains arid losses on interest rate derivative hedges related to debt financings from Accumulated 
Other Comprehensive Income (Loss) into Interest Expense in those periods in which hedged interest payments 
occur. During the three and six months ended June 30, 2011 and 2010, KPCo did not designate any cash flow 
hedging strategies for interest rate derivative hedges. 

The accumulated gains or losses related to foreign currency hedges are reclassified from Accumulated Other 
Comprehensive Income (Loss) on KPCo’s Condensed Balance Sheets into Depreciation and Amortization expense 
on the Condensed Statements of Income over the depreciable lives of the fixed assets that were designated as the 
hedged items in qualifying foreign currency hedging relationships. During the three and six months ended June 30, 
201 1 and 2010, KPCo did not employ any foreign currency hedges. 

During the three and six months ended June 30, 2011 and 2010, hedge ineffectiveness was immaterial or 
nonexistent for all hedge strategies disclosed above. 

The following tables provide details on designated, effective cash flow hedges included in Accumulated Other 
Comprehensive Income (L,oss) on KPCo’s Condensed Balance Sheets and the reasons for changes in cash flow 
hedges for the three and six months ended June 30, 2011 and 2010. All amounts in the following tables are 
presented net of related income taxes. 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Three Months Ended June 30,2011 

Balance in AOCI as of March 31,2011 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statementlwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 

Balance in AOCI as of June 30,2011 

Commodity Interest Rate Total 
(in thousands) 

$ 72 $ (388) $ (316) 
(13) (13) 
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Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Three Months Ended June 30,2010 

Balance in AOCI as of March 31,2010 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or L,oss Reclassified from AOCI 

to Income Statemendwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 

Balance in AOCI as of June 30,2010 

Commodity Interest Rate . Total 
(in thousands) 

$ (505) $ (448) $ (953) 
131 131 

15 
(7) (7) 

$ (301) $ (433) T- (734) 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Six Months Ended June 30,2011 

Balance in AOCI as of December 31,2010 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statemenvwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 

Balance in AOCI as of June 30,2011 

Commodity Interest Rate 
(in thousands) 

$ (48) (403) 
40 

30 

Total 

$ (4.5 1) 
40 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Six Months Ended June 30,2010 

Balance in AOCI as of December 31,2009 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income StatemenVwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 

Balance in AOCI as of June 30,2010 

.- Commodity Interest Rate Total 
(in thousands) 

$ (138) $ (463) $ (601) 
(397) (397) 

54 54 
205 20.5 

(7) (7) 
(9) (9) 

30 30 
(9) (9) 

$ (301) $ (433) $ (734) 
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Cash flow hedges included in Accumulated Other Comprehensive Income (Loss) on KPCo’s Condensed Balance 
Sheets at June 30,201 1 and December 31,2010 were: 

Impact of Cash Flow Hedges on the Condensed Balance Sheet 
June 30,2011 

Hedging Assets (a) 
Hedging Liabilities (a) 
AOCI Gain (L,oss) Net of Tax 

Portion Expected to be Reclassified to Net 
Income During the Next Twelve Months 

Interest Rate Total 
(in thousands) 

$ 374 $ - $  374 
112 112 
15.3 (37.3) (220) 

Commodity - -  

118 (60) 58 

Impact of Cash Flow Hedges on the Condensed Balance Sheet 
December 31,2010 

Hedging Assets (a) 
Hedging Liabilities (a) 
AOCI L,oss Net of Tax 
Portion Expected to be Reclassified to Net 

Income During the Next Twelve Months 

Commodity Interest Rate Total 
(in thousands) 

$ 81 $ - $  81 
1.51 151 
(48) (403) (451) 

(a) Hedging Assets and Hedging Liabilities are included in Risk Management Assets and Liabilities on 
KPCo’s Condensed Balance Sheets. 

The actual amounts that KPCo reclassifies from Accumulated Other Comprehensive Income (Loss) to Net Income 
can differ from the estimate above due to market price changes. As of June 30,201 1, the maximum length of time 
that KPCo is hedging (with contracts subject to the accounting guidance for “Derivatives and Hedging”) exposure to 
variability in future cash flows related to forecasted transactions is 3.5 months. 

Credit Risk 

AEPSC, on behalf of KPCo, limits credit risk in KPCO’S wholesale marketing and trading activities by assessing the 
creditworthiness of potential counterparties before entering into transactions with them and continuing to evaluate 
their creditworthiness on an ongoing basis. AEPSC, on behalf of KPCo, uses Moody’s, Standard and Poor’s and 
current market-based qualitative and quantitative data as well as financial statements to assess the financial health of 
counterparties on an ongoing basis. 

AEPSC, on behalf of WCo, uses standardized master agreements which may include collateral requirements. 
These master agreements facilitate the netting of cash flows associated with a single counterparty. Cash, letters of 
credit and parentaVaffiliate guarantees may be obtained as security from counterparties in order to mitigate credit 
risk. The collateral agreements require a counterparty to post cash or letters of credit in the event an exposure 
exceeds the established threshold. The threshold represents an unsecured credit limit which may be supported by a 
parentalhffiliate guaranty, as determined in accordance with AEP’s credit policy. In addition, collateral agreements 
allow for termination and liquidation of all positions in the event of a failure or inability to post collateral. 
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Collateral Triggering Events 

Under the tariffs of the RTOs and Independent System Operators (ISOs) and a limited number of derivative and 
non-derivative contracts primarily related to competitive retail auction loads, KPCo is obligated to post an additional 
amount of collateral if certain credit ratings decline below investment grade. The amount of collateral required 
fluctuates based on market prices and total exposure. On an ongoing basis, AEP’s risk management organization 
assesses the appropriateness of these collateral triggering items in contracts. Management does not anticipate a 
downgrade below investment grade. The following table represents: (a) the aggregate fair value of such derivative 
contracts, (b) the amount of collateral KPCo would have been required to post for all derivative and non-derivative 
contracts if the credit ratings had declined below investment grade and (c) how much was attributable to RTO and 
IS0 activities as of June 30,201 1 and December 31,2010: 

Liabilities for Derivative Contracts with Credit Downgrade Triggers 
Amount of Collateral KPCo Would Have Been Required to Post 
Amount Attributable to RTO and IS0 Activities 

June 30, December 31, 
2011 2010 

(in thousands) 
$ 2,013 $ 1,368 

1,559 2,614 
1,559 2,608 

As of June 30,201 1 and December 31,2010, KPCo was not required to post any collateral. 

In addition, a majority of KPCo’s non-exchange traded commodity contracts contain cross-default provisions that, if 
triggered, would permit the counterparty to declare a default and require settlement of the outstanding payable. 
These cross-default provisions could be triggered if there was a non-performance event by Parent or the obligor 
under outstanding debt or a third party obligation in excess of $SO million. On an ongoing basis, AEP’s risk 
management organization assesses the appropriateness of these cross-default provisions in the contracts. 
Management does not anticipate a non-performance event under these provisions. The following table represents: 
(a) the fair value of these derivative liabilities subject to cross-default provisions prior to consideration of 
contractual netting arrangements, (b) the amount this exposure has been reduced by cash collateral posted by KPCo 
and (c) if a cross-default provision would have been triggered, the settlement amount that would be required after 
considering KPCo’s contractual netting arrangements as of June 30,201 1 and December 31,2010: 

June 30, December 31, 
2010 -- 2011 

(in thousands) 
Liabilities for Contracts with Cross Default Provisions Prior to Contractual 

Netting Arrangements $ 13,405 $ 15,930 
Amount of Cash Collateral Posted 636 1,376 
Additional Settlement Liability if Cross Default Provision is Triggered 3,925 4,926 

8. FAIR VALUE MEASUREMENTS 

Fair Value Hierarchy and Valuation Tecliniqiies 

The accounting guidance for “Fair Value Measurements and Disclosures” establishes a fair value hierarchy that 
prioritizes the inputs used to measure fair value. The hierarchy gives the highest priority to unadjusted quoted 
prices in active markets for identical assets or liabilities (L,evel 1 measurement) and the lowest priority to 
unobservable inputs (Level 3 measurement). Where observable inputs are available for substantially the full term of 
the asset or liability, the instrument is categorized in L,evel 2. When quoted market prices are not available, pricing 
may be completed using comparable securities, dealer values, operating data and general market conditions to 
determine fair value. Valuation models utilize various inputs such as commodity, interest rate and, to a lesser 
degree, volatility and credit that include quoted prices for similar assets or liabilities in active markets, quoted prices 
for identical or similar assets or liabilities in inactive markets, market corroborated inputs (i.e. inputs derived 
principally from, or correlated to, observable market data) and other observable inputs for the asset or liability. 
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For commercial activities, exchange traded derivatives, namely futures contracts, are generally fair valued based on 
unadjusted quoted prices in active markets and are classified as Level 1. Level 2 inputs primarily consist of OTC 
broker quotes in moderately active or less active markets, as well as exchange traded contracts where there is 
insufficient market liquidity to warrant inclusion in L,evel 1. Management verifies price curves using these broker 
quotes and classifies these fair values within Level 2 when substantially all of the fair value can be corroborated. 
Management typically obtains multiple broker quotes, which are non-binding in nature but are based on recent 
trades in the marketplace. When multiple broker quotes are obtained, the quoted bid and ask prices are averaged. In 
certain circumstances, a broker quote may be discarded if it is a clear outlier. Management uses a historical 
correlation analysis between the broker quoted location and the illiquid locations. If the points are highly correlated, 
these locations are included within Level 2 as well. Certain OTC and bilaterally executed derivative instruments are 
executed in less active markets with a lower availability of pricing information. L,ong-dated and illiquid complex or 
structured transactions and FTRs can introduce the need for internally developed modeling inputs based upon 
extrapolations and assumptions of observable market data to estimate fair value. When such inputs have a 
significant impact on the measurement of fair value, the instrument is categorized as Level 3 .  

Fair Value Measurenieizts of L,oiig-temi Debt 

The fair values of Long-term Debt are based on quoted market prices, without credit enhancements, for the same or 
similar issues and the current interest rates offered for instruments with similar maturities. These instruments are 
not marked-to-market. The estimates presented are not necessarily indicative of the amounts that could be realized 
in a current market exchange. 

The book values and fair values of KpCo’s Long-term Debt as of June 30, 2011 and December 31, 2010 are 
summarized in the following table: 

June 30,2011 December 31,2010 
Book Value Fair Value Book Value Fair Value 

(inzousands) 
Long-term Debt $ 548,972 $ 641,186 $ 548,888 $ 628,623 
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Fair Value Measiireineizts of Firzaricial Assets arid Liabilities 

The following tables set forth, by level within the fair value hierarchy, KPCo’s financial assets and liabilities that 
were accounted for at fair value on a recurring basis as of June 30, 2011 and December 31, 2010. As required by 
the accounting guidance for “Fair Value Measurements and Disclosures,” financial assets and liabilities are 
classified in their entirety based on the lowest level of input that is significant to the fair value measurement. 
Management’s assessment of the significance of a particular input to the fair value measurement requires judgment 
and may affect the valuation of fair value assets and liabilities and their placement within the fair value hierarchy 
levels. There have not been any significant changes in management’s valuation techniques. 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
June 30,2011 

Assets: 
Level 1 Level 2 Level 3 Other Total 

(in thousands) 

Risk Management Assets 
Risk Management Commodity Contracts (a) (c) $ 198 $ 51,167 $ 3,521 $ (42,185) $ 12,701 
Cash Flow Hedges: 

Commodity Hedges (a) 9 24 (550) 374 
563 563 

Total Risk Management Assets $ 1 9 8  $ 52,091 $ 3,521 $ (42,172) $ 13,638 
Dedesignated Risk Management Contracts (b) - -.- 

Liabilities: 

Risk Management Liabilities - 
Risk Management Commodity Contracts (a) (c) $ 191 $ 47,280 $ 2,383 $ (43,756) $ 6,098 
Cash Flow Hedges: 

65 1 11 (550) I12 
Total Risk Management Liabilities $ 191 $ 47,931 $ 2,394 $ (44,306) $ 6,210 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
December 31,2010 

-- Commodity Hedges (a) 

Level 1 - Level 2 Level 3 Other Total 
Assets: (in thousands) 

Risk Management Assets 
Risk Management Commodity Contracts (a) (c) $ 3.50 $ 73,753 $ 2,862 $ (61,018) $ 15,947 
Cash Flow Hedges: 

Commodity Hedges (a) 549 (468) 81 
699 699 

Total Risk Management Assets $ 350 $ 74,302 $ 2,862 $ (60,787) $ 16,727 
Dedesignated Risk Management Contracts (b) -- 

Liabilities: 

Risk Management Liabilities 
Risk Management Commodity Contracts (a) (c) $ 343 $ 69,996 $ 1,789 $ (64,017) $ 8,111 
Cash Flow Hedges: 

Commodity Hedges (a) 619 (468) 151 
Total Risk Management Liabilities $ 343 $ 70,615 $ 1,789 $ (64,485) $ 8,262 

(a) Amounts in “Other” column primarily represent counterparty netting of risk management and hedging contracts and 
associated cash collateral under the accounting guidance for “Derivatives and Hedging.” 

(b) Represents contracts that were originally MTM but were subsequently elected as normal under the accounting guidance 
for “Derivatives and Hedging.” At the time of the normal election, the MTM value was frozen and no longer fair valued. 
This MTM value will be amortized into revenues over the remaining life of the contracts. 
Substantially comprised of power contracts. (c) 

There were no transfers between Level 1 and Level 2 during the six months ended June 30,201 1 and 2010. 
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The following tables set forth a reconciliation of changes in the fair value of net trading derivatives and other 
investments classified as L,evel 3 in the fair value hierarchy: 

Three Months Ended June 30,2011 

Balance as of March 31,2011 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (Loss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into Level 3 (d) (f) 
Transfers out of Level 3 (e) (f)  
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of June 30,2011 

Relating to Assets Still Held at the Reporting Date (a) 

Three Months Ended June 30,2010 

Balance as of March 31,2010 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (Loss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into Level 3 (d) (f) 
Transfers out of Level 3 (e) (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of June 30,2010 

Relating to Assets Still Held at the Reporting Date (a) 

Six Months Ended June 30,2011 - 
Balance as of December 31,2010 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (L,oss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into Level 3 (d) (f) 
Transfers out of L,evel3 (e) (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of June 30,2011 

Relating to Assets Still Held at the Reporting Date (a) 

Six Months Ended June 30,2010 -- 

Balance as of December 31,2009 
Realized Gain (L.oss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (L,oss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into Level 3 (d) (f) 
Transfers out of L.evel 3 (e) (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of June 30,2010 

Relating to Assets Still Held at the Reporting Date (a) 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 1,146 

(681) 

(11) 
1,019 

236 
(45) 

(537) 
$ 1,127 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 3,908 

(1,744) 

1,005 
279 

(420) 
(774) 

$ 2.254 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 1,073 

(525) 

(11) 
824 
2.55 

(592) 
103 

$ 1,127 
Net Risk Management 

Assets (Liabilities) 
(in thousands) 

$ 1,899 
270 

1,201 
$ 2.254 
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(a) Included in revenues on KPCo’s Condensed Statements of Income. 
(b) Represents the change in fair value between the beginning of the reporting period and the settlement of the risk 

management commodity contract. 
(c) Represents the settlement of risk management commodity contracts for the reporting period. 
(d) Represents existing assets or liabilities that were previously categorized as Level 2. 
(e) Represents existing assets or liabilities that were previously categorized as Level 3. 
(f) Transfers are recognized based on their value at the beginning of the reporting period that the transfer occurred. 
(g) Relates to the net gains (losses) of those contracts that are not reflected on KF’Co’s Condensed Statements of Income. 

These net gains (losses) are recorded as regulatory assets/liabilities. 

9. INCOME TAXES 

KPCo ,joins in the filing of a consolidated federal income tax return with its affiliates in the AEP System. The 
allocation of the AEP System’s current consolidated federal income tax to the AEP System companies allocates the 
benefit of current tax losses to the AEP System companies giving rise to such losses in determining their current tax 
expense. The tax benefit of the Parent is allocated to its subsidiaries with taxable income. With the exception of the 
loss of the Parent, the method of allocation reflects a separate return result for each company in the consolidated 
group. 

KPCo and other AEP subsidiaries are no longer subject to U.S. federal examination for years before 2001. KPCo 
and other AEP subsidiaries have completed the exam for the years 2001 through 2006 and have issues that are being 
pursued at the appeals level. In April 201 1, the IRS’s examination of the years 2007 and 2008 was concluded with a 
settlement of all outstanding issues. The settlement will not have a material impact on net income, cash flows or 
financial condition. Although the outcome of tax audits is uncertain, in management’s opinion, adequate provisions 
for federal income taxes have been made for potential liabilities resulting from such matters. In addition, KPCo 
accrues interest on these uncertain tax positions. Management is not aware of any issues for open tax years that 
upon final resolution are expected to have a material adverse effect on net income. 

KPCo and other AEP subsidiaries file income tax returns in various state and local ,jurisdictions. These taxing 
authorities routinely examine the tax returns and KPCo and other AEP subsidiaries are currently under examination 
in several state and local jurisdictions. Management believes that previously filed tax returns have positions that 
may be challenged by these tax authorities. However, management believes that adequate provisions for income 
taxes have been made for potential liabilities resulting from such challenges and that the ultimate resolution of these 
audits will not materially impact net income. With few exceptions, KPCo is no longer subject to state or local 
income tax examinations by tax authorities for years before 2000. 

Federal Legislation 

The Patient Protection and Affordable Care Act and the related Health Care and Education Reconciliation Act 
(Health Care Acts) were enacted in March 2010. The Health Care Acts amend tax rules so that the portion of 
employer health care costs that are reimbursed by the Medicare Part D prescription drug subsidy will no longer be 
deductible by the employer for federal income tax purposes effective for years beginning after December 31, 2012. 
Because of the loss of the future tax deduction, a reduction in the deferred tax asset related to the nondeductible 
OPEB liabilities accrued to date was recorded by KPCo in March 2010. This reduction, which was offset by 
recording net tax regulatory assets, did not materially affect KPCo’s net income, cash flows or financial condition. 

The Small Business Jobs Act (the Act) was enacted in September 2010. Included in the Act was a one-year 
extension of the 50% bonus depreciation provision. The Tax Relief, Unemployment Insurance Reauthorization and 
the Job Creation Act of 2010 extended the life of research and development, employment and several energy tax 
credits originally scheduled to expire at the end of 2010. In addition, the Act extended the time for claiming bonus 
depreciation and increased the deduction to 100% for part of 2010 and 201 1. The enacted provisions will not have a 
material impact on KPCo’s net income or financial condition. 
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State Tax Legislation 

Michigan repealed its Business Tax regime in May 201 1 and replaced it with a traditional corporate net income tax 
with a rate of 6%. The enacted provision will not have a material impact on KPCo’s net income, cash flows or 
financial condition. 

10. FINANCING ACTIVITIES 

Loizg-term Debt 

KPCo did not have any long-term debt issuances or retirements during the first six months of 201 1. 

Dividend Restrictions 

Federal Power Act 

The Federal Power Act prohibits KPCo from participating “in the making or paying of any dividends of such public 
utility from any funds properly included in capital account.” The term “capital account” is not defined in the 
Federal Power Act or its regulations. Management understands “capital account” to mean the par value of the 
common stock multiplied by the number of shares outstanding. This restriction does not limit the ability of KPCo to 
pay dividends out of retained earnings. 

Utility Money Pool - AEP System 

The AEP System uses a corporate borrowing program to meet the short-term borrowing needs of its subsidiaries. 
The corporate borrowing program includes a Utility Money Pool, which funds the utility subsidiaries. The AEP 
System TJtility Money Pool operates in accordance with the terms and conditions approved in a regulatory order. 
The amount of outstanding loans to the Utility Money Pool as of June 30, 201 1 and December 31, 2010 is included 
in Advances to Affiliates on KPCo’s balance sheets. KPCo’s Utility Money Pool activity and corresponding 
authorized borrowing limits for the six months ended June 30,201 1 are described in the following table: 

Maximum Maximum Average Average Loans Authorized 
Borrowings Loans Borrowings Loans to Utility Short-Term 
from IJtility to Utility from Utility to Utility Money Pool as of Borrowing 
Money Pool Money Pool Money Pool Money Pool June 30,2011 Limit 

(in thousands) 
$ - $  110,375 $ - $  86,437 $ 85,653 $ 250,000 

Maximum, minimum and average interest rates for funds either borrowed from or loaned to the Utility Money Pool 
for the six months ended June 30, 201 1 and 2010 are summarized in the following table: 

Maximum Minimum Maximum Minimum Average Average 
Interest Rates Interest Rates Interest Rates Interest Rates Interest Rates Interest Rates 

for Funds for Funds for Funds for Funds for Funds for Funds 
Borrowed Borrowed Loaned Loaned Borrowed Loaned 

from IJtility from Utility to Utility to Utility from Utility to IJtility 
Year Money Pool Money Pool Money Pool Money Pool Money Pool Money Pool 
201 1 - %  - %  0.56 % 0.06 % - %  0.29 % 
2010 051 % 0.09 % 0.36 % 0.09 % 0.34 % 0.16 % 

Sale of Receivables - AEP Credit 

IJnder a sale of receivables arrangement, KPCo sells, without recourse, certain of its customer accounts receivable 
and accrued unbilled revenue balances to AEP Credit and is charged a fee based on AEP Credit’s financing costs, 
administrative costs and uncollectible accounts experience for KPCo’s receivables. The costs of customer accounts 
receivable sold are reported in Other Operation on KPCo’s income statement. KPCo manages and services its 
accounts receivable sold. 
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In July 201 1, AEP Credit renewed its receivables securitization agreement. The agreement provides commitments 
of $750 million from bank conduits to finance receivables from AEP Credit with an increase to $800 million for the 
months of July, August and September to accommodate seasonal demand. A commitment of $375 million, with the 
seasonal increase to $425 million for the months of July, August and September, expires in June 2012 and the 
remaining commitment of $375 million expires in June 2014. 

KPCo’s amount of accounts receivable and accrued unbilled revenues sold under the sale of receivables agreement 
was $55 million and $63 million as of June 30,201 1 and December 3 1,2010, respectively. 

The fees paid by KPCo to AEP Credit for customer accounts receivable sold were $538 thousand and $1.1 million 
for the three and six months ended June 30,201 1, respectively, and $512 thousand and $1.1 million for the three and 
six months ended June 30,2010, respectively. 

KPCo’s proceeds on the sale of receivables to AEP Credit were $129 million and $302 million for the three and six 
months ended June 30, 201 1, respectively, and $1 12 million and $257 million for the three and six months ended 
June 30,2010, respectively. 

11. COST REDUCTION INITIATIVES 

In April 2010, management began initiatives to decrease both labor and non-labor expenses with a goal of achieving 
significant reductions in operation and maintenance expenses. A total of 2,461 positions was eliminated across the 
AEP System as a result of process improvements, streamlined organizational designs and other efficiencies. Most 
of the affected employees terminated employment May 31, 2010. The severance program provided two weeks of 
base pay for every year of service along with other severance benefits. 

KPCo recorded a charge of $11.7 million to Other Operation expense during the second quarter of 2010 primarily 
related to severance benefits as the result of headcount reduction initiatives. 

The following table shows the cost reduction activity for the six months ended June 30,201 1: 

Balance at Balance at 

(in thousands) 
December 31,2010 Incurred - Settled Adjustments June 30,2011 

$ 1,018 $ - $  (374) $ (332) $ 3 12 

The remaining accrual is included in Other Current Liabilities on the Condensed Balance Sheets. 
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GLOSSARY OF’ TERMS 

When the following terms and abbreviations appear in the text of this report, they have themeanings 
indicated below. 

Term Meaning 

AEGCo 
AEP or Parent 
AEP Credit 

AEP East companies 
AEP Power Pool 

AEP System or the System 

AEPSC 

AOCI 
APCo 
ASU 
CAA 
COZ 
CSPCo 
FASB 
Federal EPA 
FERC 
FTR 

GAAP 
I&M 
KPCo 
KPSC 
MISO 
MMBtu 
MTM 
MW 
OPCo 
OPEB 
OTC 
PJM 
PSO 
Risk Management Contracts 

Rockport Plant 

RTO 

SLA 

AEP Generating Company, an AEP electric utility subsidiary. 
American Electric Power Company, Inc., a holding company. 
AEP Credit, Inc., a subsidiary of AEP which factors accounts receivable and accrued 

APCo, CSPCo, I&M, KPCo and OPCo. 
Members are APCo, CSPCo, I&M, KPCo and OPCo. The Pool shares the 

generation, cost of generation and resultant wholesale off-system sales of the 
member companies. 

American Electric Power System, an integrated electric utility system, owned and 
operated by AEP’s electric utility subsidiaries. 

American Electric Power Service Corporation, a service subsidiary providing 
management and professional services to AEP and its subsidiaries. 

Accumulated Other Comprehensive Income. 
Appalachian Power Company, an AEP electric utility subsidiary. 
Accounting Standard Update. 
Clean Air Act. 
Carbon Dioxide and other greenhouse gases. 
Columbus Southern Power Company, an AEP electric utility subsidiary. 
Financial Accounting Standards Board. 
United States Environmental Protection Agency. 
Federal Energy Regulatory Cornmission. 
Financial Transmission Right, a financial instrument that entitles the holder to 

receive compensation for certain congestion-related transmission charges 
that arise when the power grid is congested resulting in differences in 
locational prices. 

utility revenues for affiliated electric utility companies. 

Accounting Principles Generally Accepted in the United States of America. 
Indiana Michigan Power Company, an AEP electric utility subsidiary. 
Kentucky Power Company, an AEP electric utility subsidiary. 
Kentucky Public Service Commission. 
Midwest Independent Transmission System Operator. 
Million British Thermal Units. 
Mark-to-Market. 
Megawatt. 
Ohio Power Company, an AEP electric utility subsidiary. 
Other Postretirement Benefit Plans. 
Over the counter. 
Pennsylvania - New Jersey - Maryland regional transmission organization. 
Public Service Company of Oklahoma, an AEP electric utility subsidiary. 
Trading and nontrading derivatives, including those derivatives designated as cash 

flow and fair value hedges. 
A generating plant, consisting of two 1,300 MW coal-fired generating units near 

Rockport, Indiana. 
Regional Transmission Organization, responsible for moving electricity over large 

interstate areas. 
System Integration Agreement, effective June 15, 2000, provides contractual basis 

for coordinated planning, operation and maintenance of the power supply 
sources of the combined AEP. 
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Term Meaning 

SWEPCo 
TJtility Money Pool 

VIE Variable Interest Entity. 

Southwestern Electric Power Company, an AEP electric utility subsidiary. 
AEP System’s Utility Money Pool is the centralized funding mechanism AEP uses to 

meet the short term cash requirements of pool participants. 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF INCOME 

For the Three and Nine Months Ended September 30,2011 and 2010 
(in thousands) 
(Unaudited) 

Three Months Ended Nine Months Ended 
2011 2010 2011 2010 

REVENUES 
Electric Generation, Transmission and Distribution $ 167,533 $ 166,420 $ 501,647 $ 456,265 
Sales to AEP Affiliates 18,734 22,733 55,169 43,678 
Other Revenues 
TOTAL REVENUES 

177 264 420 3 64 
186,444 189,417 557,236 500,307 

EXPENSES - 
Fuel and Other Consumables Used for Electric Generation 47,994 53,623 164,619 140,348 
Purchased Electricity for Resale 
Purchased Electricity from AEP Affiliates 
Other Operation 
Maintenance 
Depreciation and Amortization 
Taxes Other Than Income Taxes 
TOTAL EXPENSES 

OPERATING INCOME 

Other Income (Expense): 
Interest Income 
AIlowance for Equity Funds Used During Construction 
Interest Expense 

INCOME BEFORE INCOME TAX EXPENSE 

Income Tax Expense 

NET INCOME 

5,405 5,573 16,990 14,910 
60,207 55,815 163,495 158,539 
16,792 13,562 48,101 5 1,902 
13,611 12,778 39,947 3 1,949 
13,516 13,271 40,376 39,529 
3,056 1,469 8,006 7,955 

160,581 156,09 1 48 1,534 445,132 

25,863 33,326 75,702 55,175 

1,408 55 1,620 157 
300 106 813 548 

(9,172) - (9,299) (27,545) (27,611) 

18,399 24,188 50,590 28,269 

6,546 8,243 18,395 9,878 

$ 11,853 $ 15,945 $ 32,195 $ 18,391 

Tlie coiiiinoi2 stock of KPCo is wholly-owzed by AEP. 

See Condeiised Notes to Condensed Firzancial StateiiieiTts. 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF CHANGES IN COMMON SHAREHOLDER'S 

EQUITY AND COMPREHENSIVE INCOME (LOSS) 
For the Nine Months Ended September 30,2011 and 2010 

(in thousands) 
(Unaudited) 

Accumulated 
Other 

Common Paid-in Retained Comprehensive 
Stock Capital Earnings Income (Loss) Total 

TOTAL, COMMON SHAREHOLDER'S 
EQIJITY - DECEMBER 31,2009 $ 50,450 $ 238,7.50 $ 143,185 $ (601) $ 431,784 

Common Stock Dividends 
SUBTOTAL - COMMON 

SHAREHOLDER'S EQUITY 

COMPREHENSIVE INCOME 
Other Comprehensive Loss, Net of Taxes: 

Cash Flow Hedges, Net of Tax of $138 (256) (25 6) 
NET INCOME 18,39 1 18,391 

18,135 TOTAL COMPREHENSIVE INCOME - 

TOTAL COMMON SHAREHOLDER'S 
$ 50,450 $ 238,750 $ 146,576 $ (857) $ 434,919 EQUITY - SEPTEMBER 30,2010 

TOTAL COMMON SHAREHOLDER'S 
EQUITY - DECEMBER 31,2010 $ 50,450 $ 238,750 $ 157,467 $ (451) $ 446,216 

Common Stock Dividends 
SIJBTOTAL - COMMON 

SHAREHOLDER'S EQUITY 

(1 8,000) (1 8,000) .___ 

428,216 

COMPREHENSIVE INCOME 
Other Cornmehensive Income, Net of Taxes: 

Cash Flok Hedges, Net of Tax of $41 76 76 
NET INCOME 32,195 32,195 

32,27 1 TOTAL COMPREHENSIVE INCOME __ ---- 
TOTAL COMMON SHAREHOLDER'S 

$ 50,450 $ 238,750 $ 171,662 $ (375) $ 460,487 EQUITY - SEPTEMBER 30,2011 

See Condensed Notes to Coizderised Fiiiarzcial Statements. 
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KENTUCKY POWER COMPANY 
CONDENSED BALANCE SHEETS 

ASSETS 
September 30,2011 and December 31,2010 

(in thousands) 
(Unaudited) 

2011 __ 2010 
CURRENT ASSETS 

Cash and Cash Equivalents $ 809 $ 281 
Advances to Affiliates 95,669 67,060 
Accounts Receivable: 

Customers 
Affiliated Companies 
Accrued Unbilled Revenues 
Miscellaneous 
Allowance for IJncollectible Accounts 

Total Accounts Receivable 
Fuel 
Materials and Supplies 
Risk Management Assets 
Accrued Tax Benefits 
Margin Deposits 
Prepayments and Other Current Assets 
TOTAL CIJRRENT ASSETS 

10,549 
10,703 

1,677 
432 

(644) 
22,7 17 
15,044 
12,926 
6,387 

3,071 
2,754 

159,377 

21,652 
17,616 
3,823 

5 87 
(623) 

43,055 
16,640 
24,378 

8,697 
1,420 
5,357 
1,497 

168.385 

PROPERTY, PLANT AND EQUIPMENT 
Electric: 

Generation 
Transmission 
Distribution 

Other Property, Plant and Equipment 
Construction Work in Progress 
Total Property, Plant and Equipment 
Accumulated Depreciation and Amortization 
TOTAL PROPERTY, PLANT AND EQIJIPMENT - NET 

555,065 553,589 
455,584 444,303 
605,935 590,606 

64,453 63,982 
- 38(886 - 34,093 

1,719,923 1,686,573 
57 1,166 542,443 

1,148,757 1,144,130 

OTHER NONCURRENT ASSETS 
Regulatory Assets 205,714 213,593 
Long-term Risk Management Assets 5,122 8,030 
Deferred Charges and Other Noncurrent Assets 37,019 37,946 

259,569 TOTAL OTHER NONCURRENT ASSETS 247,855 - 
TOTAL ASSETS $ 1,555,989 $ 1,572,084 

See Condensed Notes to Coiiderzsed Firinrlcial Stnternents. 
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KENTUCKY POWER COMPANY 
CONDENSED BALANCE SHEETS 

LIABILITIES AND SHAREHOLDER’S EQUITY 
September 30,2011 and December 31,2010 

(Unaudited) 

2011 2010 
(in thousands) 

CURRENT LIABILITIES 
Accounts Payable: 

General 
Affiliated Companies 

Risk Management Liabilities 
Customer Deposits 
Accrued Taxes 
Accrued Interest 
Other Current Liabilities 
TOTAL CURRENT LIABILITIES 

NONCURRENT LIABILITIES 
L.ong-term Debt - Nonaffiliated 
Long-term Debt - Affiliated 
Long-term Risk Management Liabilities 
Deferred Income Taxes 
Regulatory Liabilities and Deferred Investment Tax Credits 
Employee Benefits and Pension Obligations 
Deferred Credits and Other Noncurrent Liabilities 
TOTAL NONClJRRENT LIABILITIES 

TOTAL LIABILITIES 

$ 27,711 $ 33,334 
28,112 45,790 
4,087 5,959 

21,160 19,692 
21,288 23,741 

6,414 7,570 
17,654 26,227 

126.426 162.313 

529,013 528,888 
20,000 20,000 

1,524 2,303 
328,703 316,389 

35,363 34,99 1 
44,535 49,298 

9,938 11,686 
969,076 963,555 

1,095,502 - 1,125,868 

Rate Matters (Note 3) 
Commitments and Contingencies (Note 4) 

COMMON SHAREHOLDER’S EQUITY 
Common Stock - Par Value - $50 Per Share: 

Authorized - 2,000,000 Shares 
Outstanding - 1,009,000 Shares 50,450 50,450 

Paid-in Capital 238,750 238,750 
Retained Earnings 171,662 157,467 

460,487 446,2 16 
Accumulated Other Comprehensive Income (L,oss) (375) (45 1) 
TOTAL COMMON SHAREHOLDER’S EQlJITY - 
TOTAL LIABILITIES AND SHAREHOLDER’S EQUITY $ 1,555,989 $ 1,572,084 

See Condensed Notes to Corzdensed Firiaricial Statermiits. 
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KENTUCKY POWER COMPANY 
CONDENSED STATEMENTS OF CASH FLOWS 

For the Nine Months Ended September 30,2011 and 2010 
(in thousands) 
(Unaudited) 

2011 2010 
OPERATING ACTIVITIES 

Net Income $ 32,195 $ 18,39 1 
Adjustments to Reconcile Net Income to Net Cash Flows from Operating Activities: 

Depreciation and Amortization 
Deferred Income Taxes 
Allowance for Equity Funds Used During Construction 
Mark-to-Market of Risk Management Contracts 
Pension Contributions to Qualified Plan Trust 
Property Taxes 
Fuel OverRJnder-Recovery, Net 
Change in Other Noncurrent Assets 
Change in Other Noncurrent Liabilities 
Changes in Certain Components of Working Capital: 

Accounts Receivable, Net 
Fuel, Materials and Supplies 
Accounts Payable 
Accrued Taxes, Net 
Other Current Assets 
Other Current Liabilities 

Net Cash Flows from Operating Activities 

40,376 
8,855 
(813) 

2,621 
(2,499) 
5,840 

248 
(156) 

(1,187) 

20,375 
13,048 

(22,941) 
(2,472) 
1,367 
(928) 

93,929 

39,529 
3,384 
(548) 
(946) 

(5,292) ' 
7,036 
(246) 

3,972 
(1,191) 

8,406 
29,487 

(22,409) 
19,737 

(155) 

INVESTING ACTIVITIES 
Construction Expenditures (46,025) (36,765) 
Change in Advances to Affiliates, Net (28,609) (42,823) 

Proceeds from Sales of Assets 
Net Cash Flows Used for Investing Activities 

Acquisitions of Assets (59) (214) 
, I  

586 
(74,303) (79,2 16) 

- 390 

FINANCING ACTIVITIES 
Change in Advances from Affiliates, Net (48.5) 
Principal Payments for Capital L.ease Obligations (1,148) (1,280) 
Dividends Paid on Common Stock (1 8,000) (15.000) 
Other Financing Activities 
Net Cash Flows Used for Financing Activities 

Net Increase in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Period 
Cash and Cash Equivalents at End of Period 

10 
(19,098) (16,755) 

- 

528 127 
28 1 494 

$ 809 $ 62 1 

SUPPLEMENTARY INFORMATION 
Cash Paid for Interest, Net of Capitalized Amounts $ 28,528 $ 28,229 
Net Cash Paid (Received) for Income Taxes 
Noncash Acquisitions Under Capital Leases 
Construction Expenditures Included in Current Liabilities at September 30, 

7,272 (14,883) 
8 4,191 

3,495 2,43 1 

See Coiidensed Notes to Condensed Firzancial Statements. 
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1. SIGNIFICANT ACCOUNTING MATTERS 

General 

The unaudited condensed financial statements and footnotes were prepared in accordance with GAAP for interim 
financial information. Accordingly, they do not include all of the information and footnotes required by GAAP for 
complete annual financial statements. 

In the opinion of management, the unaudited condensed interim financial statements reflect all normal and recurring 
accruals and ad,justments necessary for a fair presentation of the net income, financial position and cash flows for 
the interim periods. Net income for the three and nine months ended September 30, 2011 is not necessarily 
indicative of results that may be expected for the year ending December 31, 201 1. The condensed financial 
statements are unaudited and should be read in conjunction with the audited 2010 financial statements and notes 
thereto, which are included in KPCo’s 2010 Annual Report. 

Management reviewed subsequent events through October 28, 201 1, the date that the third quarter 201 1 report was 
issued. 

Variable Interest Entities 

The accounting guidance for “Variable Interest Entities” is a consolidation model that considers if a company has a 
controlling financial interest in a VIE. A controlling financial interest will have both (a) the power to direct the 
activities of a VIE that most significantly impact the VIE’S economic performance and (b) the obligation to absorb 
losses of the VIE that could potentially be significant to the VIE or the right to receive benefits from the VIE that 
could potentially be significant to the VIE. Entities are required to consolidate a VIE when it is determined that they 
have a controlling financial interest in a VIE and therefore, are the primary beneficiary of that VIE, as defined by 
the accounting guidance for “Variable Interest Entities.” In determining whether KPCo is the primary beneficiary of 
a VIE, management considers factors such as equity at risk, the amount of the VIE’S variability KPCo absorbs, 
guarantees of indebtedness, voting rights including kick-out rights, the power to direct the VIE and other factors. 
Management believes that significant assumptions and judgments were applied consistently. There have been no 
changes to the reporting of VIES in the financial statements where it is concluded that KPCo is the primary 
beneficiary. In addition, KPCo has not provided financial or other support to any V E  that was not previously 
contractually required. 

AEPSC provides certain managerial and professional services to AEP’s subsidiaries. AEP is the sole equity owner 
of AEPSC. AEP management controls the activities of AEPSC. The costs of the services are based on a direct 
charge or on a prorated basis and billed to the AEP subsidiary companies at AEPSC’s cost. AEP subsidiaries have 
not provided financial or other support outside the reimbursement of costs for services rendered. AEPSC finances 
its operations through cost reimbursement from other AEP subsidiaries. There are no other terms or arrangements 
between AEPSC and any of the AEP subsidiaries that could require additional financial support from an AEP 
subsidiary or expose them to losses outside of the normal course of business. AEPSC and its billings are subject to 
regulation by the FERC. AEP subsidiaries are exposed to losses to the extent they cannot recover the costs of 
AEPSC through their normal business operations. AEP subsidiaries are considered to have a significant interest in 
AEPSC due to their activity in AEPSC’s cost reimbursement structure. However, M P  subsidiaries do not have 
control over AEPSC. AEPSC is consolidated by AEP. In the event AEPSC would require financing or other 
support outside the cost reimbursement billings, this financing would be provided by AEP. KPCO’S total billings 
from AEPSC for the three months ended September 30, 2011 and 2010 were $9 million and $8 million, 
respectively, and for the nine months ended September 30, 2011 and 2010 were $24 million and $28 million, 
respectively. The carrying amount of liabilities associated with AEPSC as of September 30, 201 1 and December 
31, 2010 were both $3 million. Management estimates the maximum exposure of loss to be equal to the amount of 
such liability. 

AEGCo, a wholly-owned subsidiary of AEP, is consolidated by AEP. AEGCo owns a 50% ownership interest in 
Rockport Plant Unit 1 and leases a SO% interest in Rockport Plant Unit 2. AEGCo sells all the output from the 
Rockport Plant to I&M and KPCo. AEP guarantees all the debt obligations of AEGCo. KPCo is considered to have 
a significant interest in AEGCo due to its transactions. KPCo is exposed to losses to the extent it cannot recover the 
costs of AEGCo through its normal business operations. Due to AEP management’s control over AEGCo, KPCo is 
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not considered the primary beneficiary of AEGCo. In the event AEGCo would require financing or other support 
outside the billings to KPCo, this financing would be provided by AEP. Total billings from AEGCo for the three 
months ended September 30,201 1 and 2010 were $28 million and $27 million, respectively and for the nine months 
ended September 30, 2011 and 2010 were both $72 million. The carrying amount of liabilities associated with 
AEGCo as of September 30, 2011 and December 31, 2010 was $9 million and $10 million, respectively. 
Management estimates the maximum exposure of loss to be equal to the amount of such liability. 

2. NEW ACCOUNTING PRONOUNCEMENTS 

Upon issuance of final pronouncements, management reviews the new accounting literature to determine its 
relevance, if any, to KPCo’s business. The following represents a summary of final pronouncements that impact the 
financial statements. 

Pronouncements Issued During 2011 

The following standard was issued during the first nine months of 201 1. The following paragraphs discuss its 
impact on future financial statements. 

ASTJ 2011-05 “Presentation of Coinpreheizsive Incoine” (AS11 2011-05) 

In June 2011, the FASB issued ASU 2011-05 eliminating the option to present the components of other 
comprehensive income as a part of the statement of shareholders’ equity. The standard requires other 
comprehensive income be presented as part of a single continuous statement of comprehensive income or in a 
statement of other comprehensive income immediately following the statement of net income. 

The new accounting guidance is effective for interim and annual periods beginning after December 15,201 1. Early 
adoption is permitted. This standard must be retrospectively applied to all reporting periods presented in financial 
reports issued after the effective date. This standard will change the presentation of the financial statements but will 
not affect the calculation of net income or comprehensive income. The FASB is currently considering deferral of 
reclassification adjustment presentation provisions of ASU 201 1 -05. Absent a deferral of this accounting guidance 
in its entirety, management expects to adopt ASU 201 1-05 for the 201 1 Annual Report. 

3. RATE MATTERS 

As discussed in KPCo’s 2010 Annual Report, JSPCo is involved in rate and regulatory proceedings at the FERC and 
the KPSC. The Rate Matters note within KPCo’s 2010 Annual Report should be read in conjunction with this report 
to gain a complete understanding of material rate matters still pending that could impact net income, cash flows and 
possibly financial condition. The following discusses ratemaking developments in 201 1 and updates KPCo’s 2010 
Annual Report. 

Regulatory Assets Not Yet Beiitg Recovered 
September 30, December 31, 

2011 2010 
- Noncurrent Regulatory Assets (excluding fuel) (in thousands) 
Regulatory assets not yet being recovered pending future 

proceedings to determine the recovery method and timing: 

Regulatory Assets Currently Not Earning a Return 
Mountaineer Carbon Capture and Storage Commercial 

Scale Facility 
Total Regulatory Assets Not Yet Being Recovered 

10 

!$ 1,314 $ , 

$ 1,314 $ 



FERC Rate Matters 

Seains Elimination Cost Allocation (SECA) Revetiue Subject to Refund 

In 2004, AEP eliminated transaction-based through-and-out transmission service (T&O) charges in accordance with 
FERC orders and collected, at the FERC’s direction, load-based charges, referred to as RTO SECA, to partially 
mitigate the loss of TRtO revenues on a temporary basis through March 2006. Intervenors objected to the temporary 
SECA rates. The FERC set SECA rate issues for hearing and ordered that the SECA rate revenues be collected, 
subject to refund. The AEP East companies recognized gross SECA revenues of $220 million from 2004 through 
2006 when the SECA rates terminated. KPCo’s portion of recognized gross SECA revenues was $17 million. 

In 2006, a FERC Administrative Law Judge (ALJ) issued an initial decision finding that the SECA rates charged 
were unfair, unjust and discriminatory and that new compliance filings and refunds should be made. The ALJ also 
found that any unpaid SECA rates must be paid in the recommended reduced amount. 

AEP filed briefs jointly with other affected companies asking the FERC to reverse the decision. In May 2010, the 
FERC issued an order that generally supports AEP’s position and required a compliance filing to be filed with the 
FERC by August 2010. In June 2010, AEP and other affected companies filed ajoint request for rehearing with the 
FERC. In September 2011, the FERC issued orders that denied all parties’ request for rehearing of the initial 
decision. 

The AEP East companies provided reserves for net refunds for SECA settlements totaling $44 million applicable to 
the $220 million of SECA revenues collected. KPCo provided a reserve of $3.3 million. 

Settlements approved by the FERC consumed $10 million of the reserve for refunds applicable to $1 12 million of 
SECA revenue. In December 2010, the FERC issued an order approving a settlement agreement resulting in the 
collection of $2 million of previously deemed uncollectible SECA revenue. Therefore, the AEP East companies 
reduced their reserves for net refunds for SECA settlements by $2 million. The balance in the reserve for future 
settlements as of September 30, 201 1 was $32 million. KPCo’s portion of the reserve balance as of September 30, 
201 1 was $2.4 million. 

In August 2010, the affected companies, including the AEP East companies, filed a compliance filing with the 
FERC. If the compliance filing is accepted, the AEP East companies would have to pay refunds of approximately 
$20 million including estimated interest of $5 million. The AEP East companies could also potentially receive 
payments up to approximately $10 million including estimated interest of $3 million. WCo’s portion of the 
potential refund payments and potential payments to be received are $1 .S million and $800 thousand, respectively. 
A decision is pending from the FERC. 

Based on the AEP East companies’ analysis of the May 2010 order and the compliance filing, management believes 
that the reserve is adequate to pay the refunds, including interest, that will be required should the May 2010 order or 
the compliance filing be made final. Management cannot predict the ultimate outcome of this proceeding at the 
FERC which could impact future net income and cash flows. 

Possible Termination of the Interconnection Agreement 

In December 2010, each of the AEP Power Pool members gave notice to AEPSC and each other of their decision to 
terminate the Interconnection Agreement effective January 2014 or such other date approved by FERC, subject to 
state regulatory input. No filings have been made at the E;ERC. It is unknown at this time whether the AEP Power 
Pool will be replaced by a new agreement among some or all of the members, whether individual companies will 
enter into bilateral or multi-party contracts with each other for power sales and purchases or asset transfers or if each 
company will choose to operate independently. 

In addition, in September 201 1, a stipulation agreement was filed for CSPCo and OPCo which proposed to dissolve 
and/or modify the Interconnection Agreement. A decision from the PUCO regarding the stipulation agreement is 
expected in the fourth quarter of 201 1. 



If any of the AEP Power Pool members experience decreases in revenues or increases in costs as a result of the 
termination of the AEP Power Pool and are unable to recover the change in revenues and costs through rates, prices 
or additional sales, it could reduce future net income and cash flows. 

P JM/MISO Market Flow Calculation Settlement Adjustments 

During 2009, an analysis conducted by MISO and PJM discovered several instances of unaccounted for power 
flows on numerous coordinated flowgates. These flows affected the settlement data for congestion revenues and 
expenses and dated back to the start of the MISO market in 2005. In January 2011, PJM and MISO reached a 
settlement agreement where the parties agreed to net various issues to zero. In June 201 1, the FERC approved the 
settlement agreement. 

4. COMMITMENTS, GUARANTEES AND CONTINGENCIES 

KPCo is subject to certain claims and legal actions arising in its ordinary course of business. In addition, KPCo’s 
business activities are subject to extensive governmental regulation related to public health and the environment. 
The ultimate outcome of such pending or potential litigation cannot be predicted. For current proceedings not 
specifically discussed below, management does not anticipate that the liabilities, if any, arising from such 
proceedings would have a material effect on the financial statements. The Commitments, Guarantees and 
Contingencies note within KPCo’s 2010 Annual Report should be read in conjunction with this report. 

GUARANTEES 

Liabilities for guarantees are recorded in accordance with the accounting guidance for “Guarantees.” There is no 
collateral held in relation to any guarantees. In the event any guarantee is drawn, there is no recourse to third 
parties. 

Indemnifications and Other Guarantees 

Contracts 

KPCo enters into certain types of contracts which require indemnifications. Typically these contracts include, but 
are not limited to, sale agreements, lease agreements, purchase agreements and financing agreements. Generally, 
these agreements may include, but are not limited to, indemnifications around certain tax, contractual and 
environmental matters. With respect to sale agreements, exposure generally does not exceed the sale price. As of 
September 30, 201 1, there were no material liabilities recorded for any indemnifications. 

KPCo, along with the other AEP East companies, PSO and SWEPCo, are jointly and severally liable for activity 
conducted by m P S C  on behalf of the AEP East companies, PSO and SWEPCo related to purchase power and sale 
activity conducted pursuant to the SIA. 

Master Lease Agreements 

KPCo leases certain equipment under master lease agreements. In December 2010, management signed a new 
master lease agreement with GE Capital Commercial Inc. (GE) to replace existing operating and capital leases with 
GE. These assets were included in existing master lease agreements that were to be terminated in 201 1 since GE 
exercised the termination provision related to these leases in 2008. Certain previously leased assets were not 
included in the 2010 refinancing, but were purchased in January 201 1 I 

For equipment under the GE master lease agreements, the lessor is guaranteed receipt of up to 78% of the 
unamortized balance of the equipment at the end of the lease term. If the fair value of the leased equipment is below 
the unamortized balance at the end of the lease term, KPCo is committed to pay the difference between the fair 
value and the unamortized balance, with the total guarantee not to exceed 78% of the unamortized balance. For 
equipment under other master lease agreements, the lessor is guaranteed a residual value up to a stated percentage of 
either the unamortized balance or the equipment cost at the end of the lease term. If the actual fair value of the 
leased equipment is below the guaranteed residual value at the end of the lease term, KPCo is committed to pay the 
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difference between the actual fair value and the residual value guarantee. At September 30, 201 1, the maximum 
potential loss for these lease agreements was approximately $6.51 thousand assuming the fair value of the equipment 
is zero at the end of the lease term. Historically, at the end of the lease term the fair value has been in excess of the 
unamortized balance. 

CONTINGENCIES 

Carbon Dioxide Public Nuisance Cla im 

In 2004, eight states and the City of New York filed an action in Federal District Court for the Southern District of 
New York against AEP, AEPSC, Cinergy Corp, Xcel Energy, Southern Company and Tennessee Valley Authority. 
The Natural Resources Defense Council, on behalf of three special interest groups, filed a similar complaint against 
the same defendants. The actions allege that C02  emissions from the defendants’ power plants constitute a public 
nuisance under federal common law due to impacts of global warming and sought injunctive relief in the form of 
specific emission reduction commitments from the defendants. The trial court dismissed the lawsuits. 

In September 2009, the Second Circuit Court of Appeals issued a ruling on appeal remanding the cases to the 
Federal District Court for the Southern District of New York. The Second Circuit held that the issues of climate 
change and global warming do not raise political questions and that Congress’ refusal to regulate COz emissions 
does not mean that plaintiffs must wait for an initial policy determination by Congress or the President’s 
administration to secure the relief sought in their complaints. In 2010, the 1J.S. Supreme Court granted the 
defendants’ petition for review. In June 201 1, the U.S. Supreme Court reversed and remanded the case to the Court 
of Appeals, finding that plaintiffs’ federal common law claims are displaced by the regulatory authority granted to 
the Federal EPA under the CAA. After the remand, the plaintiffs asked the Second Circuit to return the case to the 
district court so that they could withdraw their complaints. The cases have been returned to the district court and the 
parties have been ordered to advise the court in November 201 1 how they intend to proceed. 

In October 2009, the Fifth Circuit Court of Appeals reversed a decision by the Federal District Court for the District 
of Mississippi dismissing state common law nuisance claims in a putative class action by Mississippi residents 
asserting that C02  emissions exacerbated the effects of Hurricane Katrina. The Fifth Circuit held that there was no 
exclusive commitment of the common law issues raised in plaintiffs’ complaint to a coordinate branch of 
government and that no initial policy determination was required to adjudicate these claims. The court granted 
petitions for rehearing. An additional recusal left the Fifth Circuit without a quorum to reconsider the decision and 
the appeal was dismissed, leaving the district court’s decision in place. Plaintiffs filed a petition with the U S .  
Supreme Court asking the court to remand the case to the Fifth Circuit and reinstate the panel decision. The petition 
was denied in January 2011. Plaintiffs refiled their complaint in federal district court. The court ordered all 
defendants to respond to the refiled complaints in October 201 1 and set a status conference for December 1, 201 1. 
Management believes the claims are without merit, and in addition to other defenses, are barred by the doctrine of 
collateral estoppel and the applicable statute of limitations. Management intends to vigorously defend against the 
claims. Management is unable to determine a range of potential losses that are reasonably possible of occurring. 

Alaskan Villages’ Cla im 

In 2008, the Native Village of Kivalina and the City of Kivalina, Alaska filed a lawsuit in Federal Court in the 
Northern District of California against AEP, AEPSC and 22 other unrelated defendants including oil and gas 
companies, a coal company and other electric generating companies. The complaint alleges that the defendants’ 
emissions of COz contribute to global warming and constitute a public and private nuisance and that the defendants 
are acting together. The complaint further alleges that some of the defendants, including AEP, conspired to create a 
false scientific debate about global warming in order to deceive the public and perpetuate the alleged nuisance. The 
plaintiffs also allege that the effects of global warming will require the relocation of the village at an alleged cost of 
$95 million to $400 million. In October 2009, the judge dismissed plaintiffs’ federal common law claim for 
nuisance, finding the claim barred by the political question doctrine and by plaintiffs’ lack of standing to bring the 
claim. The judge also dismissed plaintiffs’ state law claims without prejudice to refiling in state court. The 
plaintiffs appealed the decision. The defendants requested that the court defer setting this case for oral argument 
until after the Supreme Court issues its decision in the C 0 2  public nuisance case discussed above. The court entered 
an order deferring argument until after June 201 1 and the parties requested supplemental briefing on the impact of 
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the Supreme Court’s decision. The court has set a November 201 1 date for oral argument. Management believes 
the action is without merit and intends to defend against the claims. Management is unable to determine a range of 
potential losses that are reasonably possible of occurring. 

5. BENEFIT PLANS 

KPCo participates in an AEP sponsored qualified pension plan which covers substantially all of KPCo’s employees. 
KPCo also participates in OPEB plans sponsored by AEP to provide medical and life insurance benefits for retired 
employees. 

Coinpoiieizts of Net Periodic Beizefit Cost 

The following tables provide the components of KPCo’s net periodic benefit cost for the plans for the three and nine 
months ended September 30,201 1 and 2010: 

Other Postretirement 

Three Months Ended September 30, 
Pension Plan Benefit Plans 

Three Months Ended September 30, 
2011 2010 2011 2010 _. 

Service Cost $ 347 $ 638 $ 234 $ 265 
Interest Cost 1,440 1,475 728 739 

122 Amortization of Transition Obligation 
Amortization of Prior Service Cost (Credit) 38 38 (9) 

(in thousands) 

Expected Return on Plan Assets (1,838) (1,914) (757) (71 1) 

Amortization of Net Actuarial Loss 737 512 188 183 
Net Periodic Benefit Cost $ 724 $ 749 $ 384 $ 598 

Other Postretirement 
Pension Plan Benefit Plans 

Nine Months Ended SeDtember 30, Nine Months Ended September 30, 
2011 2010 2011 

(in thousands) 
Service Cost 9; 1,041 $ 1,912 $ 704 
Interest Cost 4,318 4,425 2,185 
Expected Return on Plan Assets (55  13) (5,74 1) (2,272) 
Amortization of Transition Obligation 
Amortization of Prior Service Cost (Credit) 113 113 (26) 
Amortization of Net Actuarial Loss 2,213 1,538 563 
Net Periodic Benefit Cost $ 2,172 $ 2,247 $ 1,154 

2010 

$ 79.5 
2,215 

549 
$ 1.794 

6. BUSINESS SEGMENTS 

KPCo has one reportable segment, an integrated electricity generation, transmission and distribution business. 
KPCo’s other activities are insignificant. 

7. DERIVATIVES AND HEDGING 

OBJECTIVES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS 

KPCo is exposed to certain market risks as a major power producer and marketer of wholesale electricity, coal and 
emission allowances. These risks include commodity price risk, interest rate risk, credit risk and, to a lesser extent, 
foreign currency exchange risk. These risks represent the risk of loss that may impact KPCo due to changes in the 
underlying market prices or rates. AEPSC, on behalf of KPCo, manages these risks using derivative instruments. 
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STRATEGIES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS TO ACHIEVE OBJECTIVES 

Trading Strategies 

The strategy surrounding the use of derivative instruments for trading purposes focuses on seizing market 
opportunities to create value driven by expected changes in the market prices of the commodities in which AEPSC 
transacts on behalf of KPCo. 

Risk Maiiageineiit Strategies 

The strategy surrounding the use of derivative instruments focuses on managing risk exposures, future cash flows 
and creating value utilizing both economic and formal hedging strategies. To accomplish these objectives, AEPSC, 
on behalf of KPCo, primarily employs risk management contracts including physical forward purchase and sale 
contracts, financial forward purchase and sale contracts and financial swap instruments. Not all risk management 
contracts meet the definition of a derivative under the accounting guidance for “Derivatives and Hedging.” 
Derivative risk management contracts elected normal under the normal purchases and normal sales scope exception 
are not subject to the requirements of this accounting guidance. 

AEPSC, on behalf of KPCo, enters into power, coal, natural gas, interest rate and, to a lesser degree, heating oil and 
gasoline, emission allowance and other commodity contracts to manage the risk associated with the energy business. 
AEPSC, on behalf of KPCo, enters into interest rate derivative contracts in order to manage the interest rate 
exposure associated with KPCo’ s commodity portfolio. For disclosure purposes, such risks are grouped as 
“Commodity,” as these risks are related to energy risk management activities. AEPSC, on behalf of KPCo, also 
engages in risk management of interest rate risk associated with debt financing and foreign currency risk associated 
with future purchase obligations denominated in foreign currencies. The amount of risk taken is determined by the 
Commercial Operations and Finance groups in accordance with the established risk management policies as 
approved by the Finance Committee of AEP’s Board of Directors. 

The following table represents the gross notional volume of the KPCo’ s outstanding derivative contracts as of 
September 30,201 1 and December 3 1,2010: 

Notional Volume of Derivative Instruments 

Volume 
September 

30, December 31, Unit of 
2011 2010 Measure 

(in thousands) 
Commodity: 

Power 44,098 40,277 MWHs 
Coal 1,762 3,280 Tons 
Natural Gas 1,074 449 MMBtus 
Heating Oil and Gasoline 348 274 Gallons 
Interest Rate $ 6,730 $ 2,008 USD 

Fair Value Hedging Strategies 

AEPSC, on behalf of KPCo, enters into interest rate derivative transactions as part of an overall strategy to manage 
the mix of fixed-rate and floating-rate debt. Certain interest rate derivative transactions effectively modify KPCo’s 
exposure to interest rate risk by converting a portion of KPCo’s fixed-rate debt to a floating rate. Provided specific 
criteria are met, these interest rate derivatives are designated as fair value hedges. 
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Cash Flow Hedging Strategies 

AEPSC, on behalf of KPCo, enters into and designates as cash flow hedges certain derivative transactions for the 
purchase and sale of power, coal, natural gas and heating oil and gasoline (“Commodity”) in order to manage the 
variable price risk related to the forecasted purchase and sale of these commodities. Management monitors the 
potential impacts of commodity price changes and, where appropriate, enters into derivative transactions to protect 
profit margins for a portion of future electricity sales and fuel or energy purchases. KPCo does not hedge all 
commodity price risk. 

KPCo’s vehicle fleet is exposed to gasoline and diesel fuel price volatility. AEPSC, on behalf of KPCo, enters into 
financial heating oil and gasoline derivative contracts in order mitigate price risk of future fuel purchases. For 
disclosure purposes, these contracts are included with other hedging activity as “Commodity.” KPCo does not 
hedge all fuel price risk. 

AEPSC, on behalf of KPCo, enters into a variety of interest rate derivative transactions in order to manage interest 
rate risk exposure. Some interest rate derivative transactions effectively modify exposure to interest rate risk by 
converting a portion of floating-rate debt to a fixed rate. AEPSC, on behalf of KPCo, also enters into interest rate 
derivative contracts to manage interest rate exposure related to anticipated borrowings of fixed-rate debt. The 
anticipated fixed-rate debt offerings have a high probability of occurrence as the proceeds will be used to fund 
existing debt maturities and projected capital expenditures. KPCo does not hedge all interest rate exposure. 

At times, KPCo is exposed to foreign currency exchange rate risks primarily when some fixed assets are purchased 
from foreign suppliers. In accordance with AEP’s risk management policy, AEPSC, on behalf of KPCo, may enter 
into foreign currency derivative transactions to protect against the risk of increased cash outflows resulting from a 
foreign currency’s appreciation against the dollar. KPCo does not hedge all foreign currency exposure. 

ACCOUNTING FOR DERIVATIVE INSTRUMENTS AND THE IMPACT ON KpCo’s FINANCIAL 
STATEMENTS 

The accounting guidance for “Derivatives and Hedging” requires recognition of all qualifying derivative instruments 
as either assets or liabilities on the condensed balance sheets at fair value. The fair values of derivative instruments 
accounted for using MTM accounting or hedge accounting are based on exchange prices and broker quotes. If a 
quoted market price is not available, the estimate of fair value is based on the best information available including 
valuation models that estimate future energy prices based on existing market and broker quotes, supply and demand 
market data and assumptions. In order to determine the relevant fair values of the derivative instruments, KPCo 
applies valuation adjustments for discounting, liquidity and credit quality. 

Credit risk is the risk that a counterparty will fail to perform on the contract or fail to pay amounts due. Liquidity 
risk represents the risk that imperfections in the market will cause the price to vary from estimated fair value based 
upon prevailing market supply and demand conditions. Since energy markets are imperfect and volatile, there are 
inherent risks related to the underlying assumptions in models used to fair value risk management contracts. 
Unforeseen events may cause reasonable price curves to differ from actual price curves throughout a contract’s term 
and at the time a contract settles. Consequently, there could be significant adverse or favorable effects on future net 
income and cash flows if market prices are not consistent with management’s estimates of current market consensus 
for forward prices in the current period. This is particularly true for longer term contracts. Cash flows may vary 
based on market conditions, margin requirements and the timing of settlement of KPCo’s risk management 
contracts. 

According to the accounting guidance for “Derivatives and Hedging,” KPCo reflects the fair values of derivative 
instruments subject to netting agreements with the same counterparty net of related cash collateral. For certain risk 
management contracts, KPCo is required to post or receive cash collateral based on third party contractual 
agreements and risk profiles. For the September 30, 2011 and December 31, 2010 balance sheets, KPCo netted 
$297 thousand and $400 thousand, respectively, of cash collateral received from third parties against short-term and 
long-term risk management assets and $1.8 million and $3.4 million, respectively, of cash collateral paid to third 
parties against short-term and long-term risk management liabilities. 
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The following tables represent the gross fair value impact of KPCo's derivative activity on the condensed balance 
sheets as of September 30,201 1 and December 31,2010: 

Fair Value of Derivative Instruments 
September 30,2011 

Risk Management 
Contracts Hedging Contracts 

Balance Sheet Location Commodity (a) Commodity (a) Interest Rate (a) Other (b) Total - 
(in thousands) 

Current Risk Management Assets $ 31,068 $ 385 $ - $ (25,066) $ 6,387 
Long-term Risk Management Assets 13,359 140 (8,377) 5,122 
Total Assets 44,427 525 (3 3,443 1 1 1,509 

Current Risk Management Liabilities 30,400 448 (26,76 1) 4,087 
Long-term Risk Management Liabilities - 10,079 92 (8,647) 1,524 
Total Liabilities 40,479 540 (35,408) 5,611 

Total MTM Derivative Contract Net 
Assets (Liabilities) $ 3,948 $ (15) $ - $  1,965 $ 5,898 

Fair Value of Derivative Instruments 
December 31,2010 

Risk Management 
Contracts Hedging Contracts 

Commodity (a) Commodity (a) Interest Rate (a) Other (b) Total 
(in thousands) 

Balance Sheet Location - 

Current Risk Management Assets $ 60,231 $ 418 $ - $ (51,952) $ 8,697 
Long-term Risk Management Assets 16,978 148 (9,096) 8,030 
Total Assets 77,209 566 (61,048) 16,727 

Current Risk Management Liabilities 59,107 490 (53,638) 5,959 
Long-term Risk Management Liabilities 13,265 146 (11,108) 2,303 
Total Liabilities 72,372 636 (64,746) 8,262 

Total MTM Derivative Contract Net 
Assets (Liabilities) $ 4,837 $ (70) $ - $  3,698 $ 8,465 

(a) Derivative instruments within these categories are reported gross. These instruments are subject to master netting 
agreements and are presented on the condensed balance sheets on a net basis in accordance with the accounting 
guidance for "Derivatives and Hedging." 
Amounts include counterparty netting of risk management and hedging contracts and associated cash collateral in 
accordance with the accounting guidance for "Derivatives and Hedging." Amounts also include de-designated risk 
management contracts. 

(b) 
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The table below presents KPCO’S activity of derivative risk management contracts for the three and nine months 
ended September 30,201 1 and 2010: 

Amount of Gain (Loss) Recognized on 
Risk Management Contracts 

For the Three and Nine Months Ended September 30,2011 and 2010 

Location of Gain (Loss) 

Electric Generation, Transmission and 

Sales to AEP Affiliates 
Fuel and Other Consumables Used for Electric Generation 
Regulatory Assets (a) 
Regulatory Liabilities (a) 
Total Gain (Loss) on Risk Management Contracts 

Distribution Revenues 

Three Months Ended Nine Months Ended 
September 30, September 30, 

2011 2010 2011 2010 
(in thousands) 

(a) Represents realized and unrealized gains and losses sub,ject to regulatory accounting treatment recorded as either current or 
noncurrent on the condensed balance sheets. 

Certain qualifying derivative instruments have been designated as normal purchase or normal sale contracts, as 
provided in the accounting guidance for “Derivatives and Hedging.” Derivative contracts that have been designated 
as normal purchases or normal sales under that accounting guidance are not subject to MTM accounting treatment 
and are recognized on the condensed statements of income on an accrual basis. 

KPCo’s accounting for the changes in the fair value of a derivative instrument depends on whether it qualifies for 
and has been designated as part of a hedging relationship and further, on the type of hedging relationship. 
Depending on the exposure, management designates a hedging instrument as a fair value hedge or a cash flow 
hedge. 

For contracts that have not been designated as part of a hedging relationship, the accounting for changes in fair 
value depends on whether the derivative instrument is held for trading purposes. Unrealized and realized gains and 
losses on derivative instruments held for trading purposes are included in Revenues on a net basis on KPCo’s 
condensed statements of income. Unrealized and realized gains and losses on derivative instruments not held for 
trading purposes are included in Revenues or Expenses on KPCo’s condensed statements of income depending on 
the relevant facts and circumstances. However, unrealized and some realized gains and losses for both trading and 
non-trading derivative instruments are recorded as regulatory assets (for losses) or regulatory liabilities (for gains), 
in accordance with the accounting guidance for “Regulated Operations.” 

Accounting for Fair Value Hedging Strategies 

For fair value hedges (i.e. hedging the exposure to changes in the fair value of an asset, liability or an identified 
portion thereof attributable to a particular risk), the gain or loss on the derivative instrument as well as the offsetting 
gain or loss on the hedged item associated with the hedged risk affects Net Income during the period of change. 

KPCo records realized and unrealized gains or losses on interest rate swaps that qualify for fair value hedge 
accounting treatment and any offsetting changes in the fair value of the debt being hedged in Interest Expense on 
KPCo’s condensed statements of income. During the three and nine months ended September 30, 201 1 and 2010, 
KPCo did not employ any fair value hedging strategies. 
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Accoimtiizg for Cash Flow Hedging Strategies 

For cash flow hedges (Le. hedging the exposure to variability in expected future cash flows that is attributable to a 
particular risk), KPCo initially reports the effective portion of the gain or loss on the derivative instrument as a 
component of Accumulated Other Comprehensive Income (L,oss) on the condensed balance sheets until the period 
the hedged item affects Net Income. KPCo recognizes any hedge ineffectiveness as a regulatory asset (for losses) or 
a regulatory liability (for gains). 

Realized gains and losses on derivatives contracts for the purchase and sale of power, coal, natural gas and heating 
oil and gasoline designated as cash flow hedges are included in Revenues, Fuel and Other Consumables Used for 
Electric Generation or Purchased Electricity for Resale on KPCo’s condensed statements of income, or in 
Regulatory Assets or Regulatory Liabilities on KPCo’s condensed balance sheets, depending on the specific nature 
of the risk being hedged. During the three and nine months ended September 30, 201 1 and 2010, KpCo designated 
commodity derivatives as cash flow hedges. 

KPCo reclassifies gains and losses on financial fuel derivative contracts designated as cash flow hedges from 
Accumulated Other Comprehensive Income (Loss) on its condensed balance sheets into Other Operation expense, 
Maintenance expense or Depreciation and Amortization expense, as it relates to capital prqjects, on the condensed 
statements of income. During the three and nine months ended September 30, 2011 and 2010, KPCo designated 
heating oil and gasoline derivatives as cash flow hedges. 

KPCo reclassifies gains and losses on interest rate derivative hedges related to debt financings from Accumulated 
Other Comprehensive Income (Loss) into Interest Expense in those periods in which hedged interest payments 
occur. During the three and nine months ended September 30, 201 I and 2010, KPCo did not designate any cash 
flow hedging strategies for interest rate derivative hedges. 

The accumulated gains or losses related to foreign currency hedges are reclassified from Accumulated Other 
Comprehensive Income (Loss) on KPCo’ s condensed balance sheets into Depreciation and Amortization expense on 
the condensed statements of income over the depreciable lives of the fixed assets that were designated as the hedged 
items in qualifying foreign currency hedging relationships. During the three and nine months ended September 30, 
201 1 and 2010, KPCo did not employ any foreign currency hedges. 

During the three and nine months ended September 30, 2011 and 2010, hedge ineffectiveness was immaterial or 
nonexistent for all hedge strategies disclosed above. 
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The following tables provide details on designated, effective cash flow hedges included in Accumulated Other 
Comprehensive Income (Loss) on KPCo’s condensed balance sheets and the reasons for changes in cash flow 
hedges for the three and nine months ended September 30, 201 1 and 2010. All amounts in the following tables are 
presented net of related income taxes. 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Three Months Ended September 30,201 1 

Balance in AOCI as of June 30,2011 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income StatemenVwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 
Regulatory Assets (a) 
Regulatory Liabilities (a) 

Balance in AOCI as of September 30,2011 

Commodity Interest Rate Total 
(in thousands) 

$ 1.53 $ (373) $ (220) 
(1.51) (151) 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Three Months Ended September 30,2010 

Balance in AOCI as of June 30,2010 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statemenuwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 
Regulatory Assets (a) 
Regulatory Liabilities (a) 

Balance in AOCI as of September 30,2010 

Commodity Interest Rate 
(in thousands) 

$ (301) $ (433) 
(244) 

(3) 
1.5 

Total 

$ (439) 
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Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Nine Months Ended September 30,2011 

Balance in AOCI as of December 31,2010 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statemenuwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 
Regulatory Assets (a) 
Regulatory Lhbilities (a) 

Balance in AOCI as of September 30,2011 

Commodity Interest Rate Total 
(in thousands) 

$ (48) $ (403) $ (45 1) 
(1 11) (111) 

207 
17 

(26) 
(31) 
46 

(35) 
9 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
For the Nine Months Ended September 30,2010 

$ (375) 

Balance in AOCI as of December 31,2009 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statemenvwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 
Regulatory Assets (a) 
Regulatory Liabilities (a) 

Balance in AOCI as of September 30,2010 

Commodity Interest Rate Total 
(in thousands) 

$ (138) $ (463) $ (60 1 ) 
(64 1) (64 1) 

$ (439) 

45 

(a) Represents realized and unrealized gains and losses subject to regulatory accounting treatment recorded as either current 
or noncurrent on the condensed balance sheets. 
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Cash flow hedges included in Accumulated Other Comprehensive Income (Loss) on KPCo’s condensed balance 
sheets at September 30,201 1 and December 3 1,201 0 were: 

Impact of Cash Flow Hedges on the Condensed Balance Sheet 
September 30,2011 

Commodity Interest Rate Total 
(in thousands) 

Hedging Assets (a) $ 172 $ - $  172 
Hedging Liabilities (a) 187 187 

Portion Expected to be Reclassified to Net 
AOCI Loss Net of Tax (18) (357) (375) 

Income During the Next Twelve Months (52) (60) (1 12) 

Impact of Cash Flow Hedges on the Condensed Balance Sheet 
December 31,2010 

Commodity Interest Rate Total 
(in thousands) 

Hedging Assets (a) $ 81 $ - $  81 
Hedging Liabilities (a) 151 151 
AOCI Loss Net of Tax (48) (403) (45 1) 

Income During the Next Twelve Months (48) (60) (108) 
Portion Expected to be Reclassified to Net 

(a) Hedging Assets and Hedging Liabilities are included in Risk Management Assets and Liabilities on 
KPCo’s condensed balance sheets. 

The actual amounts that KPCo reclassifies from Accumulated Other Comprehensive Income (Loss) to Net Income 
can differ from the estimate above due to market price changes. As of September 30, 201 1, the maximum length of 
time that KPCo is hedging (with contracts subject to the accounting guidance for “Derivatives and Hedging”) 
exposure to variability in future cash flows related to forecasted transactions is 32 months. 

Credit Risk 

AEPSC, on behalf of KPCo, limits credit risk in KPCo’s wholesale marketing and trading activities by assessing the 
creditworthiness of potential counterparties before entering into transactions with them and continuing to evaluate 
their creditworthiness on an ongoing basis. AEPSC, on behalf of KPCo, uses Moody’s, Standard and Poor’s and 
current market-based qualitative and quantitative data as well as financial statements to assess the financial health of 
counterparties on an ongoing basis. 

m P S C ,  on behalf of KPCo, uses standardized master agreements which may include collateral requirements. 
These master agreements facilitate the netting of cash flows associated with a single counterparty. Cash, letters of 
credit and parental/affiliate guarantees may be obtained as security from counterparties in order to mitigate credit 
risk. The collateral agreements require a counterparty to post cash or letters of credit in the event an exposure 
exceeds the established threshold. The threshold represents an unsecured credit limit which may be supported by a 
parentalhffiliate guaranty, as determined in accordance with AEP’s credit policy. In addition, collateral agreements 
allow for termination and liquidation of all positions in the event of a failure or inability to post collateral. 
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Collateral Triggering Events 

Under the tariffs of the RTOs and Independent System Operators (ISOs) and a limited number of derivative and 
non-derivative contracts primarily related to competitive retail auction loads, KPCo is obligated to post an additional 
amount of collateral if certain credit ratings decline below investment grade. The amount of collateral required 
fluctuates based on market prices and total exposure. On an ongoing basis, AEP’s risk management organization 
assesses the appropriateness of these collateral triggering items in contracts. Management does not anticipate a 
downgrade below investment grade. The following table represents: (a) the aggregate fair value of such derivative 
contracts, (b) the amount of collateral KPCo would have been required to post for all derivative and non-derivative 
contracts if the credit ratings had declined below investment grade and (c) how much was attributable to RTO and 
IS0 activities as of September 30,201 1 and December 31, 2010: 

Liabilities for Derivative Contracts with Credit Downgrade Triggers 
Amount of Collateral KpCo Would Have Been Required to Post 
Amount Attributable to RTO and IS0 Activities 

September 30, December 31, 
2011 2010 

(in thousands) 
$ 2,037 $ 1,368 

2,48 1 2,614 
2,48 1 2,608 

As of September 30, 201 1 and December 3 1, 2010, KPCo was not required to post any collateral. 

In addition, a majority of KPCo’s non-exchange traded commodity contracts contain cross-default provisions that, if 
triggered, would permit the counterparty to declare a default and require settlement of the outstanding payable. 
These cross-default provisions could be triggered if there was a non-performance event by Parent or the obligor 
under outstanding debt or a third party obligation in excess of $SO million. On an ongoing basis, AEP’s risk 
management organization assesses the appropriateness of these cross-default provisions in the contracts. 
Management does not anticipate a non-performance event under these provisions. The following table represents: 
(a) the fair value of these derivative liabilities subject to cross-default provisions prior to consideration of 
contractual netting arrangements, (b) the amount this exposure has been reduced by cash collateral posted by KPCo 
and (c) if a cross-default provision would have been triggered, the settlement amount that would be required after 
considering KPCo’s contractual netting arrangements as of September 30,2011 and December 31,2010: 

September 30, December 31, 
2011 2010 

(in thousands) 
Liabilities for Contracts with Cross Default Provisions Prior to Contractual 

Netting Arrangements $ 9,337 $ 15,930 
Amount of Cash Collateral Posted 11s 1,376 
Additional Settlement Liability if Cross Default Provision is Triggered 3,275 4,926 

8. FAIR VALUE MEASUREMENTS 

Fair Value Hierarchy and Valuation Techniques 

The accounting guidance for “Fair Value Measurements and Disclosures” establishes a fair value hierarchy that 
prioritizes the inputs used to measure fair value. The hierarchy gives the highest priority to unadjusted quoted 
prices in active markets for identical assets or liabilities (Level 1 measurement) and the lowest priority to 
unobservable inputs (L,evel3 measurement). Where observable inputs are available for substantially the full term of 
the asset or liability, the instrument is categorized in Level 2. When quoted market prices are not available, pricing 
may be completed using comparable securities, dealer values, operating data and general market conditions to 
determine fair value. Valuation models utilize various inputs such as commodity, interest rate and, to a lesser 
degree, volatility and credit that include quoted prices for similar assets or liabilities in active markets, quoted prices 
for identical or similar assets or liabilities in inactive markets, market corroborated inputs (i.e. inputs derived 
principally from, or correlated to, observable market data) and other observable inputs for the asset or liability. 
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For commercial activities, exchange traded derivatives, namely futures contracts, are generally fair valued based on 
unadjusted quoted prices in active markets and are classified as Level 1. L,evel 2 inputs primarily consist of OTC 
broker quotes in moderately active or less active markets, as well as exchange traded contracts where there is 
insufficient market liquidity to warrant inclusion in Level 1 ~ Management verifies price curves using these broker 
quotes and classifies these fair values within Level 2 when substantially all of the fair value can be corroborated. 
Management typically obtains multiple broker quotes, which are non-binding in nature, but are based on recent 
trades in the marketplace. When multiple broker quotes are obtained, the quoted bid and ask prices are averaged. In 
certain circumstances, a broker quote may be discarded if it is a clear outlier. Management uses a historical 
correlation analysis between the broker quoted location and the illiquid locations. If the points are highly correlated, 
these locations are included within L.eve1 2 as well. Certain OTC and bilaterally executed derivative instruments are 
executed in less active markets with a lower availability of pricing information. Long-dated and illiquid complex or 
structured transactions and FTRs can introduce the need for internally developed modeling inputs based upon 
extrapolations and assumptions of observable market data to estimate fair value. When such inputs have a 
significant impact on the measurement of fair value, the instrument is categorized as Level 3. 

Fair Value Measurements of Long-term Debt 

The fair values of Long-term Debt are based on quoted market prices, without credit enhancements, for the same or 
similar issues and the current interest rates offered for instruments with similar maturities. These instruments are 
not marked-to-market. The estimates presented are not necessarily indicative of the amounts that could be realized 
in a current market exchange. 

The book values and fair values of KF’Co’s Long-term Debt as of September 30, 201 1 and December 31, 2010 are 
summarized in the following table: 

September 30,2011 December 31,2010 
Book Value Fair Value Book Value Fair Value 

(in thousands) 
Long-term Debt $ 549,013 $ 678,747 $ 548,888 $ 628,623 
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Fair Value Measiireinents of Financial Assets and Liabilities 

The following tables set forth, by level within the fair value hierarchy, KPCo’s financial assets and liabilities that 
were accounted for at fair value on a recurring basis as of September 30, 201 1 and December 3 1, 2010. As required 
by the accounting guidance for “Fair Value Measurements and Disclosures,” financial assets and liabilities are 
classified in their entirety based on the lowest level of input that is significant to the fair value measurement. 
Management’s assessment of the significance of a particular input to the fair value measurement requires ,judgment 
and may affect the valuation of fair value assets and liabilities and their placement within the fair value hierarchy 
levels. There have not been any significant changes in management’s valuation techniques. 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
September 30,2011 

Assets: 
Level 1 Level 2 Level 3 Other Total 

(in thousands) 

Risk Management Assets 
Risk Management Commodity Contracts (a) (c) $ 342 $ 39,248 $ 2,783 $ (31,502) $ 10,871 
Cash Flow Hedges: 

Commodity Hedges (a) 5 17 (34.5) 172 
466 466 

Total Risk Management Assets $ 342 $ 39,765 $ 2,783 $ (31,381) $ 11,509 
De-designated Risk Management Contracts (b) - 

Liabilities: 

Risk Management Liabilities 
Risk Management Commodity Contracts (a) (c) $ 204 $ 35,609 $ 2,612 $ (33,001) $ 5,424 
Cash Flow Hedges: 

Commodity Hedges (a) 522 10 (345) . 187 
Total Risk Management Liabilities $ 204 $ 36,131 $ 2,622 $ (33,346) $ 5,611 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
December 31,2010 

Assets: 
Level 1 Level 2 Level 3 Other Total 

(in thousands) 

Risk Management Assets 
Risk Management Commodity Contracts (a) (c) $ 350 $ 73,753 $ 2,862 $ (61,018) $ 15,947 
Cash Flow Hedges: 

Commodity Hedges (a) 549 (468) 81 
699 699 

Total Risk Management Assets $ 350 $ 74,302 $ 2,862 $ (60,787) $ 16,727 
De-designated Risk Management Contracts (b) -- 

Liabilities: 

Risk Management Liabilities 
Risk Management Commodity Contracts (a) (c) $ 343 $ 69,996 $ 1,789 $ (64,017) $ 8,111 
Cash Flow Hedges: 

Commodity Hedges (a) 619 (468) 151 
Total Risk Management Liabilities $ 343 $ 70,615 $ 1,789 $ (64,485) $ 8,262 

(a) 

(b) 

Amounts in “Other” column primarily represent counterparty netting of risk management and hedging contracts and 
associated cash collateral under the accounting guidance for “Derivatives and Hedging.” 
Represents contracts that were originally MTM but were subsequently elected as normal under the accounting guidance 
for “Derivatives and Hedging.” At the time of the normal election, the MTM value was frozen and no longer fair valued. 
This MTM value will be amortized into revenues over the remaining life of the contracts. 
Substantially comprised of power contracts. (c) 
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There were no transfers between Level 1 and Level 2 during the three and nine months ended September 30, 201 1 
and 2010. 

The  following tables set forth a reconciliation of changes in the fair value of net trading derivatives and other 
investments classified as L.eve1 3 in the fair value hierarchy: 

Three Months Ended September 30,2011 

Balance as of June 30,2011 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (Loss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into Level 3 (d) (f) 
Transfers out of Level 3 (e) ( f )  
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of September 30,2011 

Relating to Assets Still Held at the Reporting Date (a) 

Three Months Ended September 30,2010 

Balance as of June 30,2010 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (L.oss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into L.evel 3 (d) (f) 
Transfers out of L.evel3 (e) (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 

Relating to Assets Still Held at the Reporting Date (a) 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 1,127 

(963) 

(5.5) 
(23) 

$ 161 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 2,254 

(338) 

40 
79 

(1 85) 
1,584 

Balance as of September 30,2010 $ 3,434 

Nine Months Ended September 30,2011 

Balance as of December 31,2010 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (Loss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (L,osses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into Level 3 (d) (f) 
Transfers out of L.evel 3 (e) (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of September 30,2011 

Relating to Assets Still Held at the Reporting Date (a) 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 1,073 

(501) 

- 

(10) 
60.3 
212 

(63.5) 
(64 1 ) 

$ 161 
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- Nine Months Ended September 30,2010 
Net Risk Management 

Assets (Liabilities) 
(in thousands) 

Balance as of December 31,2009 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (Loss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into L.eve1 3 (d) (f) 
Transfers out of L.evel 3 (e) (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of September 30,2010 

Relating to Assets Still Held at the Reporting Date (a) 

1,899 
278 

(1,144) 
202 

(435) 
2.634 

$ 3,434 

Included in revenues on WCo’s condensed statements of income. 
Represents the change in fair value between the beginning of the reporting period and the settlement of the risk 
management commodity contract. 
Represents the settlement of risk management commodity contracts for the reporting period. 
Represents existing assets or liabilities that were previously categorized as Level 2. 
Represents existing assets or liabilities that were previously categorized as Level 3. 
Transfers are recognized based on their value at the beginning of the reporting period that the transfer occurred. 
Relates to the net gains (losses) of those contracts that are not reflected on KPCo’s condensed statements of income. 
These net gains (losses) are recorded as regulatory assets/liabilities. 

9. INCOME TAXES 

KPCo joins in the filing of a consolidated federal income tax return with its affiliates in the AJ3P System. The 
allocation of the AEP System’s current consolidated federal income tax to the AEP System companies allocates the 
benefit of current tax losses to the AEP System companies giving rise to such losses in determining their current tax 
expense. The tax benefit of the Parent is allocated to its subsidiaries with taxable income. With the exception of the 
loss of the Parent, the method of allocation reflects a separate return result for each company in the consolidated 
group. 

KPCo and other AEP subsidiaries are no longer subject to U.S. federal examination for years before 2009. KPCo 
and other AEP subsidiaries completed the examination of the years 2007 and 2008 in April 2011 and settled all 
outstanding issues on appeal for the years 2001 through 2006 in October 2011. The settlements will not have a 
material impact on KPCo and other AEP subsidiaries’ net income, cash flows or financial condition. The IRS 
examination of years 2009 and 2010 started in October 201 1. Although the outcome of tax audits is uncertain, in 
management’s opinion, adequate provisions for federal income taxes have been made for potential liabilities 
resulting from such matters. In addition, KPCo accrues interest on these uncertain tax positions. Management is 
not aware of any issues for open tax years that upon final resolution are expected to have a material effect on net 
income. 

KPCo and other AEP subsidiaries file income tax returns in various state and local jurisdictions. These taxing 
authorities routinely examine the tax returns and KPCo and other AEP subsidiaries are currently under examination 
in several state and local jurisdictions. Management believes that previously filed tax returns have positions that 
may be challenged by these tax authorities. However, management believes that adequate provisions for income 
taxes have been made for potential liabilities resulting from such challenges and that the ultimate resolution of these 
audits will not materially impact net income. With few exceptions, KPCo is no longer subject to state or local 
income tax examinations by tax authorities for years before 2000. 

Federal Legislation 

The Patient Protection and Affordable Care Act and the related Health Care and Education Reconciliation Act 
(Health Care Acts) were enacted in March 2010. The Health Care Acts amend tax rules so that the portion of 
employer health care costs that are reimbursed by the Medicare Part D prescription drug subsidy will no longer be 
deductible by the employer for federal income tax purposes effective for years beginning after December 3 1, 2012. 
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Because of the loss of the future tax deduction, a reduction in the deferred tax asset related to the nondeductible 
OPEB liabilities accrued to date was recorded by KPCo in March 2010. This reduction, which was offset by 
recording net tax regulatory assets, did not materially affect KPCo’s net income, cash flows or financial condition. 

The Small Business Jobs Act (the Act) was enacted in September 2010. Included in the Act was a one-year 
extension of the SO% bonus depreciation provision. The Tax Relief, Unemployment Insurance Reauthorization and 
the Job Creation Act of 2010 extended the life of research and development, employment and several energy tax 
credits originally scheduled to expire at the end of 2010. In addition, the Act extended the time for claiming bonus 
depreciation and increased the deduction to 100% for part of 2010 and 201 1. The enacted provisions will not have a 
material impact on KPCo’s net income or financial condition. 

State Tax Legislation 

Michigan repealed its Business Tax regime in May 201 1 and replaced it with a traditional corporate net income tax 
with a rate of 6%. During the third quarter of 2011, the state of West Virginia determined that the state had 
achieved certain minimum levels of shortfall reserve funds and thus, the West Virginia corporate income tax rate 
will be reduced to 7.75% in 2012. The enacted provisions will not have a material impact on KPCo’s net income, 
cash flows or financial condition. 

10. FINANCING ACTIVITIES 

Long-term Debt 

KPCo did not have any long-term debt issuances or retirements during the first nine months of 201 1. 

Dividend Restrictions 

Federal Power Act 

The Federal Power Act prohibits KPCo from participating “in the making or paying of any dividends of such public 
utility from any funds properly included in capital account.” The term “capital account” is not defined in the 
Federal Power Act or its regulations. Management understands “capital account” to mean the par value of the 
common stock multiplied by the number of shares outstanding. This restriction does not limit the ability of KPCo to 
pay dividends out of retained earnings. 

Utility Money Pool - AEP System 

The AEP System uses a corporate borrowing program to meet the short-term borrowing needs of its subsidiaries. 
The corporate borrowing program includes a Utility Money Pool, which funds the utility subsidiaries. The AEP 
System Utility Money Pool operates in accordance with the terms and conditions approved in a regulatory order. 
The amount of outstanding loans to the Utility Money Pool as of September 30, 201 1 and December 31, 2010 is 
included in Advances to Affiliates on KPCo’s balance sheets. KPCo’s Utility Money Pool activity and 
corresponding authorized borrowing limits for the nine months ended September 30, 201 1 
following table: 

Maximum Maximum Average Average Loans 
Borrowings Loans Borrowings Loans to Utility 
from Utility to Utility from Utility to lJtility Money Pool as of 
Money Pool Money Pool Money Pool - Money Pool September 30,2011 

$ - $  117,473 $ - $  90,219 $ 95,669 
(in thousands) 

are described in the 

Authorized 
Short-Term 
Borrowing 

Limit 

$ 250,000 
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Maximum, minimum and average interest rates for funds either borrowed from or loaned to the Utility Money Pool 
for the nine months ended September 30,201 1 and 2010 are summarized in the following table: 

Maximum Minimum Maximum Minimum Average Average 
Interest Rates Interest Rates Interest Rates Interest Rates Interest Rates Interest Rates 

for Funds for Funds for Funds for Funds for Funds for Funds 
Borrowed Borrowed Loaned Loaned Borrowed Loaned 

from Utility from Utility to Utility to Utility from Utility to Utility 
Year Money Pool Money Pool - Money Pool Money Pool Money Pool Money Pool 
201 I - %  - %  0.56 % 0.06 % - %  0.32 % 
2010 0.55 % 0.09 % 0.43 % 0.09 % 0.38 % 0.23 % 

Sale of Receivables - AEP Csedit 

Under a sale of receivables arrangement, KPCo sells, without recourse, certain of its customer accounts receivable 
and accrued unbilled revenue balances to AEP Credit and is charged a fee based on AEP Credit’s financing costs, 
administrative costs and uncollectible accounts experience for KPCo’s receivables. The costs of customer accounts 
receivable sold are reported in Other Operation on KPCo’s income statement. KPCo manages and services its 
accounts receivable sold. 

In July 201 1, AEP Credit renewed its receivables securitization agreement. The agreement provides commitments 
of $750 million from bank conduits to finance receivables from AEP Credit with an increase to $800 million for the 
months of July, August and September to accommodate seasonal demand. A commitment of $375 million, with the 
seasonal increase to $425 million for the months of July, August and September, expires in June 2012 and the 
remaining commitment of $375 million expires in June 2014. 

KPCo’s amount of accounts receivable and accrued unbilled revenues sold under the sale of receivables agreement 
was $45 million and $63 million as of September 30,201 1 and December 31,2010, respectively. 

The fees paid by KPCo to AEP Credit for customer accounts receivable sold were $586 thousand and $1.7 million 
for the three and nine months ended September 30, 201 1, respectively, and $569 thousand and $1.7 million for the 
three and nine months ended September 30, 2010, respectively. 

KPCo’s proceeds on the sale of receivables to AEP Credit were $139 million and $441 million for the three and nine 
months ended September 30, 201 1, respectively, and $141 million and $399 million for the three and nine months 
ended September 30,2010, respectively. 

11. COST REDUCTION INITIATIVES 

In April 2010, management began initiatives to decrease both labor and non-labor expenses with a goal of achieving 
significant reductions in operation and maintenance expenses. A total of 2,461 positions was eliminated across the 
AEP System as a result of process improvements, streamlined organizational designs and other efficiencies. Most 
of the affected employees terminated employment May 31, 2010. The severance program provided two weeks of 
base pay for every year of service along with other severance benefits. 

KPCo recorded a charge to Other Operation expense during the second quarter of 2010 primarily related to 
severance benefits as the result of headcount reduction initiatives. The total amount incurred in 2010 by KPCo was 
$1 1.7 million. 

KPCO’S cost reduction activity for the nine months ended September 30,201 1 is described in the following table: 

Balance at Balance at 
December 31,2010 Incurred Settled Adjustments September 30,2011 

(in thousands) 
$ 1,018 $ - $  (437) $ (301) $ 280 

The remaining accrual is included in Other Current Liabilities on the condensed balance sheets. 
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GLOSSARY OF TERMS 

When the following terms and abbreviations appear in the text of this report, they have the meanings 
indicated below. 

Term 

AEGCo 
AEP or Parent 
AEP Credit 

AEP East companies 
AEPES 
AEPSC 

AEP System or the System 

AEP Power Pool 

AEP West companies 
AOCI 
APCo 
co2 
CSPCo 
csw 

CSW Operating Agreement 

CWIP 
DETM 
EIS 
ERCOT 
FAC 
Federal EPA 
FERC 
I&M 
KGPCo 
KPCo 
KPSC 
kV 
MIS0 
MMBtus 
MLR 

MTM 
MW 
NO, 
OPCo 
OPEB 
OTC 
OVEC 
PJM 

Meaning 

AEP Generating Company, an AEP electric utility subsidiary. 
American Electric Power Company, Inc. 
AEP Credit, Inc., a subsidiary of AEP which factors accounts receivable and accrued 

utility revenues for affiliated electric utility companies. 
APCo, CSPCo, I&M, KPCo and OPCo. 
AEP Energy Services, Inc., a subsidiary of AEP Resources, Inc. 
American Electric Power Service Corporation, a service subsidiary providing 

management and professional services to AEP and its subsidiaries. 
American Electric Power System, an integrated electric utility system, owned and 

operated by AEP's electric utility subsidiaries. 
Members are APCo, CSPCo, I&M, KPCo and OPCo. The Pool shares the 

generation, cost of generation and resultant wholesale off-system sales of the 
member companies. 

PSO, SWEPCo, TCC and TNC. 
Accumulated Other Comprehensive Income. 
Appalachian Power Company, an AEP electric utility subsidiary. 
Carbon Dioxide and other greenhouse gases. 
Columbus Southern Power Company, an AEP electric utility subsidiary. 
Central and South West Corporation, a subsidiary of AEP (Effective January 21, 

2003, the legal name of Central and South West Corporation was changed to 
AEP Utilities, Inc.). 

Agreement, dated January 1, 1997, as amended, by and among PSO and SWEPCo 
governing generating capacity allocation. AEPSC acts as the agent. 

Construction Work in Progress. 
Duke Energy Trading and Marketing L.L,.C-, a risk management counterparty. 
Energy Insurance Services, Inc., a nonaffiliated captive insurance company. 
Electric Reliability Council of Texas. 
Fuel Adjustment Clause. 
United States Environmental Protection Agency. 
Federal Energy Regulatory Commission. 
Indiana Michigan Power Company, an AEP electric utility subsidiary. 
Kingsport Power Company, an AEP electric distribution subsidiary. 
Kentucky Power Company, an AEP electric utility subsidiary. 
Kentucky Public Service Commission. 
Kilovolt. 
Midwest Independent Transmission System Operator. 
Million British Thermal Units. 
Member load ratio, the method used to allocate AEP Power Pool transactions to its 

Mark-to-Market. 
Megawatt. 
Nitrogen oxide. 
Ohio Power Company, an AEP electric utility subsidiary. 
Other Postretirement Benefit Plans. 
Over the counter. 
Ohio Valley Electric Corporation, which is 43.47% owned by AEP. 
Pennsylvania - New Jersey - Maryland regional transmission organization. 

members. 
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Term 

PSO 
Risk Management Contracts 

Rockport Plant 

RTO 
SIA 
so2 
SPP 
SWEPCo 
TCC 
TNC 
Utility Money Pool 
VIE 
WPCO 

Public Service Company of Oklahoma, an AEP electric utility subsidiary. 
Trading and nontrading derivatives, including those derivatives designated as cash 

A generating plant, consisting of two 1,300 MW coal-fired generating units near 

Regional Transmission Organization. 
System Integration Agreement. 
Sulfur Dioxide. 
Southwest Power Pool. 
Southwestern Electric Power Company, an AEP electric utility subsidiary. 
AEP Texas Central Company, an AEP electric utility subsidiary. 
AEP Texas North Company, an AEP electric utility subsidiary. 
AEP System’s Utility Money Pool. 
Variable Interest Entity. 
Wheeling Power Company, an AEP electric distribution subsidiary. 

flow and fair value hedges. 

Rockport, Indiana. 
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INDEPENDENT AUDITORS' REPORT 

To the Board of Directors and Shareholder of 
Kentucky Power Company: 

We have audited the accompanying balance sheets of Kentucky Power Company (the "Company") as of December 
31, 2010 and 2009, and the related statements of income, changes in common shareholder's equity and 
comprehensive income (loss), and cash flows for each of the three years in the period ended December 31, 2010. 
These financial statements are the responsibility of the Company's management. Our responsibility is to express an 
opinion on these financial statements based on our audits. 

We conducted our audits in accordance with generally accepted auditing standards as established by the Auditing 
Standards Board (United States) and in accordance with the auditing standards of the Public Company Accounting 
Oversight Board (United States). Those standards require that we plan and perform the audit to obtain reasonable 
assurance about whether the financial statements are free of material misstatement. The Company is not required to 
have, nor were we engaged to perform, an audit of its internal control over financial reporting. Our audits included 
consideration of internal control over financial reporting as a basis for designing audit procedures that are 
appropriate in the circumstances, but not for the purpose of expressing an opinion on the effectiveness of the 
Company's internal control over financial reporting. Accordingly, we express no such opinion. An audit also 
includes examining, on a test basis, evidence supporting the amounts and disclosures in the financial statements, 
assessing the accounting principles used and significant estimates made by management, as well as evaluating the 
overall financial statement presentation. We believe that our audits provide a reasonable basis for our opinion. 

In our opinion, such financial statements present fairly, in all material respects, the financial position of Kentucky 
Power Company as of December 31, 2010 and 2009, and the results of its operations and its cash flows for each of 
the three years in the period ended December 31, 2010 in conformity with accounting principles generally accepted 
in the United States of America. 

/s/ Deloitte & Touche LLP 

Columbus, Ohio 
February 25,201 1 
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KENTUCKY POWER COMPANY 
STATEMENTS OF INCOME 

For the Years Ended December 31,2010,2009 and 2008 
(in thousands) 

2010 2009 2008 - 
REVENUES 

Electric Generation. Transmission and Distribution $ 623,100 $ 567,564 $ 597,699 
Sales to AEP Affiliates 
Other Revenues 
TOTAL REVENUES 

60,005 62,613 66,249 
2,349 1,612 

683,672 632,526 665,560 
. -  5 67 

EXPENSES - 
Fuel and Other Consumables IJsed for Electric Generation 185,938 188,525 171,215 
Purchased Electricity for Resale 
Purchased Electricity from AEP Affiliates 
Other Operation 
Maintenance 
Depreciation and Amortization 
Taxes Other Than Income Taxes 
TOTAL EXPENSES 

2 1,422 24,839 26,157 
208,400 198,320 234,379 

68,972 51,417 64,330 
46,223 38,888 47,921 
52,867 52,010 48,067 
10,995 11,738 9,644 

601,7 13 565,737 
._- 

--- - 594,817 

OPERATING INCOME 88,855 66,789 63,847 

Other Income (Expense): 
Interest Income 239 218 2,103 
Allowance for Equity Funds Used During Construction 768 39 1 1,012 
Interest Expense (36,442) (33,812) (34,535) 

INCOME BEFORE INCOME TAX EXPENSE 53,420 33,586 32,427 

Income Tax Expense 18,138 9,650 7,896 

NET INCOME $ 35,282 $ 23,936 $ 24,53 1 

The coininoii stock of KPCo is wholly-owned by AEP. 

See Notes to Finaizcial Statements. 
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KENTUCKY POWER COMPANY 
STATEMENTS OF CHANGES IN COMMON SHAREHOLDER'S 

EQUITY AND COMPREHENSIVE INCOME (LOSS) 
For the Years Ended December 31,2010,2009 and 2008 

(in thousands) 

Accumulated 
Other 

Common Paid-in Retained Comprehensive 
Stock Capital Earnings Income (Loss) Total 

TOTAL COMMON SHAREHOLDER'S EQUITY - 
DECEMBER 31,2007 $ 50,450 $ 208,750 $ 128,583 $ (814) $ 386,969 

Adoption of Guidance for Split-Dollar Life Insurance 

Common Stock Dividends 
SUBTOTAL - COMMON SHAREHOLDER'S EQUITY 

Accounting, Net ofTax of $197 (36.5) (365) 
( 14,000) (14,000) 

372,604 

COMPREHENSIVE INCOME 
Other Comprehensive Income, Net of Taxes: 

Cash Flow Hedges, Net of Tax of $470 873 873 
NET INCOME 24,53 1 24,53 1 

25,404 TOTAL COMPREHENSIVE INCOME - -  -- 
TOTAL COMMON SHAREHOLDER'S EQUITY - 

DECEMBER 31,2008 50,450 208,750 138,749 59 398,008 

Capital Contribution from Parent 
Common Stock Dividends 
SUBTOTAL - COMMON SHAREHOLDER'S EQUITY 

30,000 
(1 9,500) 

30,000 
(19,500) 
408,508 

COMPREHENSIVE INCOME 
Other Comprehensive Loss, Net of Taxes: 

Cash Flow Hedges, Net of Tax of $355 (660) (660) 
NET INCOME 23,936 - 23,936 

23,276 TOTAL COMPREHENSIVE INCOME - 
TOTAL COMMON SHAREHOLDER'S EQUITY - 

DECEMBER 31,2009 50,450 238,750 143, I85 (601) 43 1,784 

Common Stock Dividends 
SUBTOTAL - COMMON SHAREHOLDER'S EQUITY 

(2 1,000) (2 1,000) 
410,784- 

COMPREHENSIVE INCOME 
Other Comprehensive Income, Net of Taxes: 

1 so I50 
NET INCOME 35,282 35,282 
TOTAL COMPREHENSIVE INCOME 35,432 

Cash Flow Hedges, Net of Tax of $8 1 

TOTAL COMMON SHAREHOLDER'S EQUITY - 
DECEMBER 31, 2010 $ 50,450 $ 238,750 $ 157,467 $ (451) $ 446,216 

See Notes to Fiiiancinl Stntements. 



KENTUCKY POWER COMPANY 
BALANCE SHEETS 

ASSETS 
December 31,2010 and 2009 

(in thousands) 

2010 2009 
CURRENT ASSETS 

Cash and Cash Equivalents $ 281 $ 494 
Advances to Affiliates 67,060 
Accounts Receivable: 

Customers 21,652 17,593 
Affiliated Companies 17,616 8,692 
Accrued Unbilled Revenues 3,823 4,806 
Miscellaneous 5 87 1,304 
Allowance for Uncollectible Accounts (623) (851) 

Total Accounts Receivable 43,055 3 1,544 
Fuel 16,640 36,168- 
Materials and Supplies 24,378 18,248 
Risk Management Assets 8,697 13,687 
Accrued Tax Benefits 1,420 29,540 
Margin Deposits 5,357 5,925 
Prepayments and Other Current Assets 1,497 2,416 

138,022 TOTAL CURRENT ASSETS 168,385 - 
PROPERTY, PLANT AND EQUIPMENT 

Electric: 
Generation 553,589 547,378 
Transmission 444,303 438,775 
Distribution 590,606 569,389 

Other Property, Plant and Equipment 63,982 59,002 
Construction Work in Progress 34,093 28,409 
Total Property, Plant and Equipment 1,686,573 1,642,953 

542,443 508,806 
1,144,130 1,134,147 

Accumulated Depreciation and Amortization - 
TOTAL PROPERTY, PLANT AND EQUIPMENT - NET 

OTHER NONCURRENT ASSETS - 
206,074 Regulatory Assets 2 13,593 

Long-term Risk Management Assets 8,030 9,498 
Deferred Charges and Other Noncurrent Assets 37,946 40,178 
TOTAL, OTHER NONCIJRRENT ASSETS 259,569 255,750 

TOTAL ASSETS $ 1,572,084 $ 1,527,919 

See Notes to Fiiiniicinl Statenleiits. 

- 
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KENTUCKY POWER COMPANY 
BALANCE SHEETS 

LIABILITIES AND SHAREHOLDER'S EQUITY 
December 31,2010 and 2009 

2010 2009 
(in thousands) 

CURRENT LIABILITIES 
Advances from Affiliates 
Accounts Payable: 

General 
Affiliated Companies 

Risk Management Liabilities 
Customer Deposits 
Accrued Taxes 
Accrued Interest 
Other Current Liabilities 
TOTAL CIJRRENT LIABILITIES 

$ - $  485 

33,334 42,595 
45,790 27,341 
5,959 5,190 

19,692 18,258 
23,741 12,625 
7.570 7,466 

261227 26,996 
162,3 13 140,956 

NONCURRENT LIABILITIES 
Long-term Debt - Nonaffiliated 
Long-term Debt - Affiliated 
Long-term Risk Management Liabilities 
Deferred Income Taxes 
Regulatory Liabilities and Deferred Investment Tax Credits 
Employee Benefits and Pension Obligations 
Deferred Credits and Other Noncurrent Liabilities 
TOTAL NONCIJRRENT LIABILITIES 

528,888 528,722 

2,303 4,101 
316,389 304,549 
34,99 1 35,678 
49,298 49,843 

20,000 20,000 

11,686 12,286 
963.555 955.179 

1,125,868 1,096,135 TOTAL LIABILITIES 

Rate Matters (Note 2) 
Commitments and Contingencies (Note 4) 

COMMON SHAREHOLDER'S EQUITY 
Common Stock -Par Value - $50 Per Share: 

Authorized - 2,000,000 Shares 
Outstanding - 1,009,000 Shares 

Paid-in Capital 
Retained Earnings 
Accumulated Other Comprehensive Income (L,oss) 
TOTAL COMMON SHAREHOLDER'S EQUITY 

TOTAL LIABILITIES AND SHAREHOLDER'S EQ7JITY 

50,450 50,450 
238,750 238,750 
157,467 143,185 

446,2 16 43 1,784 

$ 1,572,084 $ 1,527,919 

(45 1) (60 1 ) 

See Notes to Fiiiniicial Stnterneiits. 
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KENTUCKY POWER COMPANY 
STATEMENTS OF CASH FLOWS 

For the Years Ended December 31,2010,2009 and 2008 
(in thousands) 

2010 2009 2008 
-____ OPERATING ACTIVITIES 

Net Income $ 35,282 $ 23,936 $ 2433 1 
Adjustments to Reconcile Net Income to Net Cash Flows from 
Operating Activities: 

Depreciation and Amortization 
Deferred Income Taxes 
Deferral of Storm Costs 
Allowance for Equity Funds Used During Construction 
Mark-to-Market of Risk Management Contracts 
Pension Contributions to Qualified Plan Trust 
Fuel OverAJnder-Recovery, Net 
Change in Other Noncurrent Assets 
Change in Other Noncurrent Liabilities 
Changes in Certain Components of Working Capital: 

Accounts Receivable, Net 
Fuel, Materials and Supplies 
Accounts Payable 
Accrued Taxes, Net 
Other Current Assets 
Other Current Liabilities 

Net Cash Flows from Operating Activities 

52,867 
1,075 

(768) 
5,651 

(6,184) 
(923) 

7,084 
(4,619) 

52,010 
50,612 

(24,355) 
(391) 

(2,386) 

1 1,740 
1,452 

(2,943) 

(12,035) (444) 
14,512 (1 3,643) 
1 1,228 (7,149) 
37,721 (29,470) 

1,514 (1,177) 
1,198 &97j 

54,795 . -  143,603 

48,067 
4,097 

(1,012) 
(4,650) 

(5,528) 
(1 1,298) 

2,055 

8,317 
(18,866) 
2 1,288 
(4,199) 
(3,953) 
2,473 

61,322 - 
INVESTING ACTIVITIES 

Construction Expenditures (54,058) (63,963) ( 12933 19) 
Change in Advances to Affiliates, Net 
Acquisitions of Assets 
Proceeds from Sales of Assets 
Net Cash Flows IJsed for Investing Activities 

(67,060) 
(254) (3 16) (3 14) 

947 
(120,672) (63,352) (128,986) 

.____ 700 927 

-- FINANCING ACTIVITIES 
Capital Contribution from Parent 30,000 
Issuance of L,ong-term Debt - Nonaffiliated 
Change in Advances from Affiliates, Net 
Retirement of L,ong-term Debt - Nonaffiliated 
Principal Payments for Capital L,ease Obligations 
Dividends Paid on Common Stock 
Other Financing Activities 
Net Cash Flows from (Used for) Financing Activities 

129,292 
(485) (130,914) 1 12,246 

(30,000) 
( 1,674) (749) (806) 

(2 1,000) (19,500) (14,000) 
15 276 143 

(23,144) .- 8,405 67,583 
~- 

Net Decrease in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Period 
Cash and Cash Equivalents at End of Period 

(213) (152) (81) 
494 646 727 

$ 281 $ 494 $ 646 

SUPPLEMENTARY INFORMATION - 
Cash Paid for Interest, Net of Capitalized Amounts $ 35,838 $ 37,402 $ 28,602 
Net Cash Paid (Received) for Income Taxes (1 6,700) (8,713) 3,554 
Noncash Acquisitions Under Capital Leases 4,202 829 5 44 
Construction Expenditures Included in Accounts Payable at December 3 1, 3,411 5,45 1 9,662 
SIA Refund Included in Accounts Payable at December 31, 18,526 

See Notes to Fiiinricinl Sfatemetits. 
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1. ORGANIZATION AND SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

ORGANIZATION 

As a public utility, KPCo engages in the generation and purchase of electric power, and the subsequent sale, 
transmission and distribution of that power to 174,000 retail customers in its service territory in eastern Kentucky. 
KPCo also sells power at wholesale to municipalities. 

Originally approved by the FERC in 1951 and subsequently amended in 1951, 1962, 197.5, 1979 (twice) and 1980, 
the Interconnection Agreement establishes the AEP Power Pool which permits the AEP East companies to pool their 
generation assets on a cost basis. It establishes an allocation method for generating capacity among its members 
based on relative peak demands and generating reserves through the payment of capacity charges and the receipt of 
capacity revenues. AEP Power Pool members are compensated for their costs of energy delivered to the AEP Power 
Pool and charged for energy received from the AEP Power Pool. The capacity reserve relationship of the AEP 
Power Pool members changes as generating assets are added, retired or sold and relative peak demand changes. The 
AEP Power Pool calculates each member’s prior twelve-month peak demand relative to the sum of the peak 
demands of all members as a basis for sharing revenues and costs. The result of this calculation is the MLR, which 
determines each member’s percentage share of revenues and costs. 

In December 2010, each member gave notice to AEPSC and the other AEP Power Pool members of its decision to 
terminate the Interconnection Agreement effective January 1, 2014 or such other date approved by the FERC, 
subject to state regulatory input. It is unknown at this time whether the AEP Power Pool will be replaced by a new 
agreement among some or all of the members, whether individual companies will enter into bilateral or multi-party 
contracts with each other for power sales and purchases or asset transfers or if each company will choose to operate 
independently. This decision to terminate is subject to management’s ongoing evaluation. The AEP Power Pool 
members may revoke their notices of termination. If KPCo experiences decreases in revenues or increases in costs 
as a result of the termination of the AEP Power Pool and is unable to recover the change in revenues and costs 
through rates, prices or additional sales, it would have an adverse impact on future net income and cash flows. 

The AEP East companies are parties to a Transmission Agreement defining how they share the costs associated with 
their relative ownership of transmission assets. This sharing was based upon each company’s MLR until the FERC 
approved a new Transmission Agreement effective November 1, 2010. The impacts of the new Transmission 
Agreement will be phased-in for retail rates, adds KGPCo and WPCo as parties to the agreement and changes the 
allocation method. 

Under a unit power agreement with AEGCo, an affiliated company that is not a member of the AEP Power Pool, 
KPCo purchases 15% of the total output of the 2,600 MW Rockport Plant capacity. Therefore, KPCo purchases 390 
MW of Rockport Plant capacity. The unit power agreement expires in December 2022. KPCo pays a demand 
charge for the right to receive the power, which is payable even if the power is not taken. 

Under the SIA, AEPSC allocates physical and financial revenues and expenses from neighboring utilities, power 
marketers and other power and gas risk management activities based upon the location of such activity, with 
margins resulting from trading and marketing activities originating in PJM and MISO generally accruing to the 
benefit of the AEP East companies and trading and marketing activities originating in SPP and ERCOT generally 
accruing to the benefit of PSO and SWEPCo. Margins resulting from other transactions are allocated among the 
AEP East companies, PSO and SWEPCo in proportion to the marketing realization directly assigned to each zone 
for the current month plus the preceding eleven months. 

AEPSC conducts power, gas, coal and emission allowance risk management activities on KPCo’s behalf. KPCo 
shares in the revenues and expenses associated with these risk management activities, as described in the preceding 
paragraph, with the other AEP East companies, PSO and SWEPCo. Power and gas risk management activities are 
allocated based on the existing power pool agreement and the SIA. KPCo shares in coal and emission allowance 
risk management activities based on its proportion of fossil fuels burned by the AEP System. Risk management 
activities primarily involve the purchase and sale of electricity under physical forward contracts at fixed and 
variable prices and to a lesser extent gas, coal and emission allowances. The electricity, gas, coal and emission 
allowance contracts include physical transactions, over-the-counter options and financially-settled swaps and 
exchange-traded futures and options. AEPSC settles the majority of the physical forward contracts by entering into 
offsetting contracts. 
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To minimize the credit requirements and operating constraints when operating within PJM, the AEP East companies 
as well as KGPCo and WPCo, agreed to a netting of all payment obligations incurred by any of the AEP East 
companies against all balances due to the AEP East companies, and to hold PJM harmless from actions that any one 
or more AEP East companies may take with respect to PJM. 

SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

Rates and Service Regulation 

KPCo’s rates are regulated by the FERC and the KPSC. The FERC also regulates KpCo’s affiliated transactions, 
including AEPSC intercompany service billings which are generally at cost, under the 2005 Public Utility Holding 
Company Act and the Federal Power Act. The FERC also has jurisdiction over the issuances and acquisitions of 
securities of the public utility subsidiaries, the acquisition or sale of certain utility assets and mergers with another 
electric utility or holding company. For non-power goods and services, the FERC requires that a nonregulated 
affiliate can bill an affiliated public utility company no more than market while a public utility must bill the higher 
of cost or market to a nonregulated affiliate. The KPSC also regulates certain intercompany transactions under its 
affiliate statutes. Both the FERC and state regulatory commissions are permitted to review and audit the relevant 
books and records of companies within a public utility holding company system. 

The FERC regulates wholesale power markets, wholesale power transactions and wholesale transmission operations 
and rates. KPCo’s wholesale power transactions are generally market-based. They are cost-based regulated when 
KpCo negotiates and files a cost-based contract with the m R C  or the FERC determines that KPCo has “market 
power” in the region where the transaction occurs. KPCo has entered into wholesale power supply contracts with 
various municipalities that are FERC-regulated, cost-based contracts. These contracts are generally formula rate 
mechanisms, which are trued up to actual costs annually. 

The KPSC regulates all of the distribution operations and rates and retail transmission rates on a cost basis. They 
also regulate the retail generatiodpower supply operations and rates. 

In addition, the FERC regulates the SIA, the Interconnection Agreement, the System Transmission Integration 
Agreement, the Transmission Agreement and the AEP System Interim Allowance Agreement, all of which allocate 
shared system costs and revenues to the utility subsidiaries that are parties to each agreement. 

Accounting for the Effects of Cost-Based Regulation 

As a rate-regulated electric public utility company, KPCo’s financial statements reflect the actions of regulators that 
result in the recognition of certain revenues and expenses in different time periods than enterprises that are not rate- 
regulated. In accordance with accounting guidance for “Regulated Operations,” KPCo records regulatory assets 
(deferred expenses) and regulatory liabilities (future revenue reductions or refunds) to reflect the economic effects 
of regulation by matching expenses with their recovery through regulated revenues and income with its passage to 
customers through the reduction of regulated revenues. 

Use of Estimates 

The preparation of these financial statements in conformity with accounting principles generally accepted in the 
TJnited States of America (GAM)  requires management to make estimates and assumptions that affect the amounts 
reported in the financial statements and accompanying notes. These estimates include but are not limited to 
inventory valuation, allowance for doubtful accounts, long-lived asset impairment, unbilled electricity revenue, 
valuation of long-term energy contracts, the effects of regulation, long-lived asset recovery, storm costs, the effects 
of contingencies and certain assumptions made in accounting for pension and postretirement benefits. The estimates 
and assumptions used are based upon management’s evaluation of the relevant facts and circumstances as of the 
date of the financial statements. Actual results could ultimately differ from those estimates. 
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Cash arid Cash Equivaleiits 

Cash and Cash Equivalents include temporary cash investments with original maturities of three months or less. 

Znverttoiy 

Fossil fuel inventories and materials and supplies inventories are carried at average cost. 

Accounts Receivable 

Customer accounts receivable primarily include receivables from wholesale and retail energy customers, receivables 
from energy contract counterparties related to risk management activities and customer receivables primarily related 
to other revenue-generating activities. 

Revenue is recognized from electric power sales when power is delivered to customers. To the extent that deliveries 
have occurred but a bill has not been issued, KPCo accrues and recognizes, as Accrued Unbilled Revenues, an 
estimate of the revenues for energy delivered since the last billing. 

AEP Credit factors accounts receivable on a daily basis, excluding receivables from risk management activities, for 
KPCo. See “Sale of Receivables - AEP Credit” section of Note 11 for additional information. 

Allowarice for IJiicollectible Accounts 

Generally, AEP Credit records bad debt expense related to receivables purchased from KPCo. For customer 
accounts receivables relating to risk management activities, accounts receivables are reviewed for bad debt reserves 
at a specific counterparty level basis. For miscellaneous accounts receivable, bad debt expense is recorded for all 
amounts outstanding 180 days or greater at loo%, unless specifically identified. Miscellaneous accounts receivable 
items open less than 180 days may be reserved using specific identification for bad debt reserves. 

Coticeittrations of Credit Risk and Significant Customers 

KPCo does not have any significant customers that comprise 10% or more of its Operating Revenues as of 
December 31,2010. 

Management monitors credit levels and the financial condition of KPCo’s customers on a continuing basis to 
minimize credit risk. The KPSC allows recovery in rates for a reasonable level of bad debt costs. Management 
believes adequate provision for credit loss has been made in the accompanying financial statements. 

Emission All0 waitces 

KPCo records emission allowances at cost, including the annual SOz and NO, emission allowance entitlements 
received at no cost from the Federal EPA. KPCo follows the inventory model for these allowances. Allowances 
expected to be consumed within one year are reported in Materials and Supplies. Allowances with expected 
consumption beyond one year are included in Deferred Charges and Other Noncurrent Assets. These allowances are 
consumed in the production of energy and are recorded in Fuel and Other Consumables Used for Electric 
Generation at an average cost. Allowances held for speculation are included in Prepayments and Other Current 
Assets. The purchases and sales of allowances are reported in the Operating Activities section of the Statements of 
Cash Flows. The net margin on sales of emission allowances is included in Electric Generation, Transmission and 
Distribution Revenues for nonaffiliated transactions and in Sales to AEP Affiliates Revenues for affiliated 
transactions because of its integral nature to the production process of energy and KpCo’s revenue optimization 
strategy for operations. The net margin on sales of emission allowances affects the determination of deferred fuel or 
deferred emission allowance costs and the amortization of regulatory assets. 
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Property, Plant and Equipment 

Electric utility property, plant and equipment are stated at original purchase cost. Additions, major replacements 
and betterments are added to the plant accounts. Normal and routine retirements from the plant accounts, net of 
salvage, are charged to accumulated depreciation under the group composite method of depreciation. The group 
composite method of depreciation assumes that on average, asset components are retired at the end of their useful 
lives and thus there is no gain or loss. The equipment in each primary electric plant account is identified as a 
separate group. Under the group composite method of depreciation, continuous interim routine replacements of 
items such as boiler tubes, pumps, motors, etc. result in the original cost, less salvage, being charged to accumulated 
depreciation. The depreciation rates that are established take into account the past history of interim capital 
replacements and the amount of salvage received. These rates and the related lives are subject to periodic review. 
Removal costs are charged to regulatory liabilities. The costs of labor, materials and overhead incurred to operate 
and maintain the plants are included in operating expenses. 

L,ong-lived assets are required to be tested for impairment when it is determined that the carrying value of the assets 
may no longer be recoverable or when the assets meet the held for sale criteria under the accounting guidance for 
“Impairment or Disposal of Long-lived Assets.” 

The fair value of an asset or investment is the amount at which that asset or investment could be bought or sold in a 
current transaction between willing parties, as opposed to a forced or liquidation sale. Quoted market prices in 
active markets are the best evidence of fair value and are used as the basis for the measurement, if available. In the 
absence of quoted prices for identical or similar assets or investments in active markets, fair value is estimated using 
various internal and external valuation methods including cash flow analysis and appraisals. 

Allowance for Funds Used During Construction (AFUDC) 

AFUDC represents the estimated cost of borrowed and equity funds used to finance construction projects that is 
capitalized and recovered through depreciation over the service life of regulated electric utility plant. KPCo records 
the equity component of AFUDC in Allowance for Equity Funds Used During Construction and the debt component 
of AFUDC as a reduction to Interest Expense. 

Valuation of Noitderivative Fiitancial Iiistriiinertts 

The book values of Cash and Cash Equivalents, Accounts Receivable and Accounts Payable approximate fair value 
because of the short-term maturity of these instruments. 

Fair Value Measureinents of Assets and Liabilities 

The accounting guidance for “Fair Value Measurements and Disclosures” establishes a fair value hierarchy that 
prioritizes the inputs used to measure fair value. The hierarchy gives the highest priority to unadjusted quoted 
prices in active markets for identical assets or liabilities (Level 1 measurement) and the lowest priority to 
unobservable inputs (Level 3 measurement). Where observable inputs are available for substantially the full term of 
the asset or liability, the instrument is categorized in Level 2. When quoted market prices are not available, pricing 
may be completed using comparable securities, dealer values, operating data and general market conditions to 
determine fair value. Valuation models utilize various inputs such as commodity, interest rate and, to a lesser 
degree, volatility or credit that include quoted prices for similar assets or liabilities in active markets, quoted prices 
for identical or similar assets or liabilities in inactive markets, market corroborated inputs (Le. inputs derived 
principally from, or correlated to, observable market data) and other observable inputs for the asset or liability. 

For commercial activities, exchange traded derivatives, namely futures contracts, are generally fair valued based on 
unadjusted quoted prices in active markets and are classified as Level 1. Level 2 inputs primarily consist of OTC 
broker quotes in moderately active or less active markets, as well as exchange traded contracts where there is 
insufficient market liquidity to warrant inclusion in Level 1. Management verifies price curves using these broker 
quotes and classifies these fair values within Level 2 when substantially all of the fair value can be corroborated. 
Management typically obtains multiple broker quotes, which are non-binding in nature, but are based on recent 
trades in the marketplace. When multiple broker quotes are obtained, the quoted bid and ask prices are averaged. In 
certain circumstances, a broker quote may be discarded if it is a clear outlier. Management uses a historical 
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correlation analysis between the broker quoted location and the illiquid locations and if the points are highly 
correlated, these locations are included within Level 2 as well. Certain OTC and bilaterally executed derivative 
instruments are executed in less active markets with a lower availability of pricing information. L,ong-dated and 
illiquid complex or structured transactions and FTRs can introduce the need for internally developed modeling 
inputs based upon extrapolations and assumptions of observable market data to estimate fair value. When such 
inputs have a significant impact on the measurement of fair value, the instrument is categorized as Level 3. 

AEP utilizes its trustee’s external pricing service to estimate the fair value of the underlying investments held in the 
benefit plan trusts. AEP’s investment managers review and validate the prices utilized by the trustee to determine 
fair value. AEP’s investment managers perform their own valuation testing to verify the fair values of the securities. 
AEP receives audit reports of the trustee’s operating controls and valuation processes. The trustee uses multiple 
pricing vendors for the assets held in the plans. 

Assets in the benefits trust are classified using the following methods. Equities are classified as Level 1 holdings if 
they are actively traded on exchanges. Items classified as L,evel 1 are investments in money market funds, fixed 
income and equity mutual funds and domestic equity securities. They are valued based on observable inputs 
primarily unadjusted quoted prices in active markets for identical assets. Fixed income securities do not trade on an 
exchange and do not have an official closing price. Pricing vendors calculate bond valuations using financial 
models and matrices. Fixed income securities are typically classified as Level 2 holdings because their valuation 
inputs are based on observable market data. Observable inputs used for valuing fixed income securities are 
benchmark yields, reported trades, brokeddealer quotes, issuer spreads, two-sided markets, benchmark securities, 
bids, offers, reference data and economic events. Other securities with model.derived valuation inputs that are 
observable are also classified as Level 2 investments. Investments with unobservable valuation inputs are classified 
as Level 3 investments. Benefit plan assets included in Level 3 are real estate and private equity investments that 
are valued using methods requiring judgment including appraisals. 

Items cIassified as Level 2 are primarily investments in individual fixed income securities. These fixed income 
securities are valued using models with input data as follows: 

Type of Fixed Income Security 
United States State and Local 

Type of Input Government Corporate Debt Government 

Benchmark Yields X 
Broker Quotes X 
Discount Margins X 
Treasury Market Update X 
Base Spread X 
Corporate Actions 
Ratings Agency Updates 
Prepayment Schedule and 

History 
Yield Adjustments X 

X 
X 
X 

X 
X 
X 

X 
X 

X 

X 

X 

Deferred Fuel Costs 

The cost of fuel and related emission allowances and emission control chemicals/consumables is charged to Fuel 
and Other Consumables Used for Electric Generation expense when the fuel is burned or the allowance or 
consumable is utilized. Fuel cost over-recoveries (the excess of fuel revenues billed to customers over applicable 
fuel costs incurred) are deferred as current regulatory liabilities and under-recoveries (the excess of applicable fuel 
costs incurred over fuel revenues billed to customers) are deferred as current regulatory assets. These deferrals are 
amortized when refunded or when billed to customers in later months with the KPSC’s review and approval. The 
amount of an over-recovery or under-recovery can also be affected by actions of the KPSC. On a routine basis, the 
KPSC reviews and/or audits KPCo’s fuel procurement policies and practices, the fuel cost calculations and FAC 
deferrals. When a fuel cost disallowance becomes probable, KPCo adjusts its FAC deferrals and records a provision 
for estimated refunds to recognize these probable outcomes. Changes in fuel costs, including purchased power are 
reflected in rates in a timely manner through the FAC. A portion of profits from off-system sales are shared with 
customers through the FAC. 
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Revertue Recognition 

Regiilatoiy Accoirnting 

KPCo’s financial statements reflect the actions of regulators that can result in the recognition of revenues and 
expenses in different time periods than enterprises that are not rate-regulated. Regulatory assets (deferred expenses) 
and regulatory liabilities (deferred revenue reductions or refunds) are recorded to reflect the economic effects of 
regulation in the same accounting period by matching expenses with their recovery through regulated revenues and 
by matching income with its passage to customers in cost-based regulated rates. 

When regulatory assets are probable of recovery through regulated rates, KPCo records them as assets on its balance 
sheet. KPCo tests for probability of recovery at each balance sheet date or whenever new events occur. Examples 
of new events include the issuance of a regulatory commission order or passage of new legislation. If it is 
determined that recovery of a regulatory asset is no longer probable, KPCo writes off that regulatory asset as a 
charge against income. 

Traditional Electricity Supply and Deliveiy Activities 

KPCo recognizes revenues from retail and wholesale electricity sales and electricity transmission and distribution 
delivery services. KPCo recognizes the revenues in the financial statements upon delivery of the energy to the 
customer and includes unbilled as well as billed amounts. 

Most of the power produced at the generation plants of the AEP East companies is sold to PJM, the RTO operating 
in the east service territory. The AEP East companies purchase power from PJM to supply power to their 
customers. Generally, these power sales and purchases are reported on a net basis in Revenues in the Statements of 
Income. However, purchases of power in excess of sales to PJM, on an hourly net basis, used to serve retail load are 
recorded gross as Purchased Electricity for Resale on the Statements of Income. Other RTOs do not function in the 
same manner as PJM. They function as balancing organizations and not as exchanges. 

Physical energy purchases arising from non-derivative contracts are accounted for on a gross basis in Purchased 
Electricity for Resale on the Statements of Income. Energy purchases arising from non-trading derivative contracts 
are recorded based on the transaction’s economic substance. Purchases under non-trading derivatives used to serve 
accrual based obligations are recorded in Purchased Electricity for Resale on the Statements of Income. All other 
non-trading derivative purchases are recorded net in revenues. 

In general, KPCo records expenses upon receipt of purchased electricity and when expenses are incurred, with the 
exception of certain power purchase contracts that are derivatives and accounted for using MTM accounting. 
KPCo, which operates solely in a jurisdiction where the generation/supply business is subject to cost-based 
regulation, defers the unrealized MTM amounts as regulatory assets (for losses) and regulatory liabilities (for gains). 

Energy Marketing and Risk Management Activities 

AEPSC, on behalf of the AEP East companies, engages in wholesale electricity, natural gas, coal and emission 
allowances marketing and risk management activities focused on wholesale markets where the AEP System owns 
assets and adjacent markets. These activities include the purchase and sale of energy under forward contracts at 
fixed and variable prices and the buying and selling of financial energy contracts which include exchange traded 
futures and options, as well as over-the-counter options and swaps. Certain energy marketing and risk management 
transactions are with RTOs. 

KPCo recognizes revenues and expenses from wholesale marketing and risk management transactions that are not 
derivatives upon delivery of the commodity. KPCo uses MTM accounting for wholesale marketing and risk 
management transactions that are derivatives unless the derivative is designated in a qualifying cash flow hedge 
relationship or a normal purchase or sale. The realized gains and losses on wholesale marketing and risk 
management transactions are included in Revenues in the Statements of Income on a net basis. The unrealized 
MTM amounts are deferred as regulatory assets (for losses) and regulatory liabilities (for gains). Unrealized MTM 
gains and losses are included on the balance sheets as Risk Management Assets or Liabilities as appropriate. 



Certain qualifying wholesale marketing and risk management derivative transactions are designated as hedges of 
variability in future cash flows as a result of forecasted transactions (cash flow hedge). KPCo initially records the 
effective portion of the cash flow hedge’s gain or loss as a component of AOCI. When the forecasted transaction is 
realized and affects net income, KPCo subsequently reclassifies the gain or loss on the hedge from Accumulated 
Other Comprehensive Income into revenues or expenses within the same financial statement line item as the 
forecasted transaction on its Statements of Income. KPCo defers the ineffective portion as regulatory assets (for 
losses) and regulatory liabilities (for gains). See “Accounting for Cash Flow Hedging Strategies” section of Note 7. 

Maiiiteiiaiice 

Maintenance costs are expensed as incurred. If it becomes probable that KPCo will recover specifically-incurred 
costs through future rates, a regulatory asset is established to match the expensing of those maintenance costs with 
their recovery in cost-based regulated revenues. 

Income Taxes arid Iiivestineiit Tax Credits 

KPCo uses the liability method of accounting for income taxes. Under the liability method, deferred income taxes 
are provided for all temporary differences between the book and tax basis of assets and liabilities which will result 
in a future tax consequence. 

When the flow-through method of accounting for temporary differences is reflected in regulated revenues (that is, 
when deferred taxes are not included in the cost of service for determining regulated rates for electricity), deferred 
income taxes are recorded and related regulatory assets and liabilities are established to match the regulated 
revenues and tax expense. 

Investment tax credits are accounted for under the flow-through method except where regulatory commissions have 
reflected investment tax credits in the rate-making process on a deferral basis. Investment tax credits that have been 
deferred are amortized over the life of the plant investment. 

KPCo accounts for uncertain tax positions in accordance with the accounting guidance for “Income Taxes.” KPCo 
classifies interest expense or income related to uncertain tax positions as interest expense or income as appropriate 
and classifies penalties as Other Operation. 

Excise Taxes 

As an agent for some state and local governments, KPCo collects from customers certain excise taxes levied by 
those state or local governments on customers. KPCo does not recognize these taxes as revenue or expense. 

Debl 

Gains and losses from the reacquisition of debt used to finance regulated electric utility plants are deferred and 
amortized over the remaining term of the reacquired debt in accordance with their rate-making treatment unless the 
debt is refinanced. If the reacquired debt is refinanced, the reacquisition costs are generally deferred and amortized 
over the term of the replacement debt consistent with its recovery in rates. 

Debt discount or premium and debt issuance expenses are deferred and amortized generally utilizing the straight- 
line method over the term of the related debt. The straight-line method approximates the effective interest method 
and is consistent with the treatment in rates for regulated operations. The net amortization expense is included in 
Interest Expense. 

Investments Held in Trust for  Future Liabilities 

AEP has several trust funds with significant investments intended to provide for future payments of pension and 
OPEB benefits. All of the trust funds’ investments are diversified and managed in compliance with all laws and 
regulations. The investment strategy for trust funds is to use a diversified portfolio of investments to achieve an 
acceptable rate of return while managing the interest rate sensitivity of the assets relative to the associated liabilities. 
To minimize investment risk, the trust funds are broadly diversified among classes of assets, investment strategies 
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and investment managers. Management regularly reviews the actual asset allocation and periodically rebalance the 
investments to targeted allocation when appropriate. Investment policies and guidelines allow investment managers 
in approved strategies to use financial derivatives to obtain or manage market exposures and to hedge assets and 
liabilities. The investments are reported at fair value under the “Fair Value Measurements and Disclosures” 
accounting guidance. 

Benefit Plans 

All benefit plan assets are invested in accordance with each plan’s investment policy. 
outlines the investment objectives, strategies and target asset allocations by plan. 

The investment policy 

The investment philosophies for AEP’s benefit plans support the allocation of assets to minimize risks and 
optimizing net returns. Strategies used include: 

0 

Maintaining a long-term investment horizon. 
Diversifying assets to help control volatility of returns at acceptable level. 
Managing fees, transaction costs and tax liabilities to maximize investment earnings. 
Using active management of investments where appropriate riskheturn opportunities exist. 
Keeping portfolio structure style-neutral to limit volatility compared to applicable benchmarks. 
Using alternative asset classes such as real estate and private equity to maximize rehirn and provide additional 
portfolio diversification. 

The target asset allocation and allocation ranges are as follows: 

Pension Plan Assets Minimum Target Maximum 
Domestic Equity 30.0 % 35.0 % 40.0 % 
Internationai and Global Equity 
Fixed Income 
Real Estate 
Other Investments 
Cash 

10.0 % 15.0 % 20.0 % 
35.0 % 39.0 % 45.0 % 
4.0 % s.0 % 6.0 % 
1.0 % s.0 % 7.0 % 
0.5 % 1.0 % 3.0 % 

OPEB Plans Assets Minimum Target Maximum -. 
Equity 61.0 % 66.0 % 71.0 % 
FixedIncome 
Cash 

29.0 % 32.0 % 37.0 % 
1.0 % 2.0 % 4.0 % 

The investment policy for each benefit plan contains various investment limitations. The investment policies 
establish concentration limits for securities. Investment policies prohibit the benefit trust funds from purchasing 
securities issued by AEP (with the exception of proportionate and immaterial holdings of AEP securities in passive 
index strategies). However, the investment policies do not preclude the benefit trust funds from receiving 
contributions in the form of AEP securities, provided that the AEP securities acquired by each plan may not exceed 
the limitations imposed by law. Each investment manager’s portfolio is compared to a diversified benchmark index. 

For equity investments, the limits are as follows: 

0 

* 
0 

No security in excess of 5% of all equities. 
Cash equivalents must be less than 10% of an investment manager’s equity portfolio. 
Individual stock must be less than 10% of each manager’s equity portfolio. 
No investment in excess of 5% of an outstanding class of any company. 
No securities may be bought or sold on margin or other use of leverage. 
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For fixed income investments, the concentration limits must not exceed: 

0 3% in one issuer 
0 

0 S% private placements 
0 S% convertible securities 
0 

0 

0 

20% in non-US dollar denominated 

60% for bonds rated AA+ or lower 
SO% for bonds rated A+ or lower 
10% for bonds rated BBB- or lower 

For obligations of non-government issuers the following limitations apply: 

AAA rated debt: a single issuer should account for no more than S% of the portfolio. 
AA+, AA, AA- rated debt: a single issuer should account for no more than 3% of the portfolio. 
Debt rated A+ or lower: a single issuer should account for no more than 2% of the portfolio. 
No more than 10% of the portfolio may be invested in high yield and emerging market debt combined at 
any time. 

A portion of the pension assets is invested in real estate funds to provide diversification, add return, and hedge against 
inflation. Real estate properties are illiquid, difficult to value, and not actively traded. The pension plan uses external 
real estate investment managers to invest in commingled funds that hold real estate properties. To mitigate investment 
risk in the real estate portfolio, commingled real estate funds are used to ensure that holdings are diversified by region, 
property type, and risk classification. Real estate holdings include core, value-added, and development risk 
classifications and some investments in Real Estate Investment Trusts (REITS), which are publicly traded real estate 
securities classified as Level 1. 

A portion of the pension assets is invested in private equity. Private equity investments add return and provide 
diversification and typically require a long-term time horizon to evaluate investment performance. Private equity is 
classified as an alternative investment because it is illiquid, difficult to value, and not actively traded. The pension plan 
uses limited partnerships and commingled funds to invest across the private equity investment spectrum. The private 
equity holdings are with six general partners who help monitor the investments and provide investment selection 
expertise. The holdings are currently comprised of venture capital, buyout, and hybrid debt and equity investment 
instruments. Commingled private equity funds are used to enhance the holdings’ diversity. 

AEP participates in a securities lending program with BNY Mellon to provide incremental income on idle assets and 
to provide income to offset custody fees and other administrative expenses. AEP lends securities to borrowers 
approved by BNY Mellon in exchange for cash collateral. All loans are collateralized by at least 102% of the 
loaned asset’s market value and the cash collateral is invested. The difference between the rebate owed to the 
borrower and the cash collateral rate of return determines the earnings on the loaned security. The securities lending 
program’s objective is providing modest incremental income with a limited increase in risk. 

Trust owned life insurance (TOLI) underwritten by The Prudential Insurance Company is held in the OPEB plan 
trusts. The strategy for holding life insurance contracts in the taxable Voluntary Employees’ Beneficiary 
Association (VEBA) trust is to minimize taxes paid on the asset growth in the trust. Earnings on plan assets are tax- 
deferred within the TOLI contract and can be tax-free if held until claims are paid. Life insurance proceeds remain 
in the trust and are used to fund future retiree medical benefit liabilities. With consideration to other investments 
held in the trust, the cash value of the TOLI contracts is invested in two diversified funds. A portion is invested in a 
commingled fund with underlying investments in stocks that are actively traded on major international equity 
exchanges. The other portion of the TOLI cash value is invested in a diversified, commingled fixed income fund 
with underlying investments in government bonds, corporate bonds and asset-backed securities. 

Cash and cash equivalents are held in each trust to provide liquidity and meet short-term cash needs. Cash 
equivalent funds are used to provide diversification and preserve principal. The underlying holdings in the cash 
funds are investment grade money market instruments including commercial paper, certificates of deposit, treasury 
bills and other types of investment grade short-term debt securities. The cash funds are valued each business day and 
provide daily liquidity. 
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Coinprehensive Income (L’oss) 

Comprehensive income (loss) is defined as the change in equity (net assets) of a business enterprise during a period 
from transactions and other events and circumstances from nonowner sources. It includes all changes in equity 
during a period except those resulting from investments by owners and distributions to owners. Comprehensive 
income (loss) has two components: net income (loss) and other comprehensive income (loss). 

Coinponerits of Acciriniilated Other Coniprehensive Income (L,oss) (AOCI) 

AOCI is included on the balance sheets in the common shareholder’s equity section. KPCo’s components of AOCI 
as of December 31,2010 and 2009 are shown in the following table: 

December 31, 

(in thousands) 
Components 2010 2009 

Cash Flow Hedges, Net of Tax $ (4.51) $ (601) 

Earnings Per Share (EPS) 

KPCo is a wholly-owned subsidiary of AEP. Therefore, KPCo is not required to report EPS. 

Siibseqirent Events 

Management reviewed subsequent events through February 25, 201 1, the date that KPCo’s 2010 annual report was 
issued. 

Adjustments to Sale of Receivables Disclosure 

In the ‘‘Sale of Receivables - AEP Credit” section of Note 11, the disclosure was expanded for KPCo to reflect 
certain prior period amounts related to the sale of receivables that were not previously disclosed. These omissions 
were not material to the disclosure and had no impact on KPCo’s previously reported net income, changes in 
shareholder’s equity, financial position or cash flows. 

Adjustments to Benefit Plaits Footnote 

In Note 5 - Benefit Plans, the disclosure was expanded to reflect disclosure requirements based upon KPCo’s 
participation in the AEP System. These omissions were not material to the financial statements and had no impact 
on KPCo’s previously reported net income, changes in shareholder’s equity, financial position or cash flows. 

2. RATE MATTERS 

KPCo is involved in rate and regulatory proceedings at the FERC and the KPSC. Rate matters can have a material 
impact on net income, cash flows and possibly financial condition. KPCo’s recent significant rate orders and 
pending rate filings are addressed in this note. 

Kentucky Base Rate Filing 

In December 2009, KPCo filed a base rate case with the KPSC to increase base revenues by $124 million annually 
based on an 11.75% return on common equity. The base rate case also requested recovery of deferred storm 
restoration expenses over a three-year period. In June 2010, the KPSC approved a settlement agreement to increase 
base revenues by $64 million annually based on a 10.5% return on common equity. The settlement agreement 
included recovery of $23 million of deferred storm restoration expenses over five years. New rates became 
effective with the first billing cycle of July 2010. 
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Validity of Nonstatutory Surcharges 

The Franklin County Circuit Court concluded the KPSC did not have the authority to order a surcharge for a gas 
company subsidiary of Duke Energy absent a full cost of service rate proceeding due to the lack of statutory 
authority. Although this order is not directly applicable, KPCo has existing surcharges which are not specifically 
authorized by statute. These include KPCo’s fuel clause surcharge, the annual Rockport Plant capacity surcharge, 
the merger surcredit and the off-system sales credit rider. The KPSC filed for a discretionary review of the related 
Duke Energy case with the Kentucky Supreme Court. In October 2010, the Kentucky Supreme Court ruled that as 
long as rates established by a utility are fair, ,just and reasonable, the KPSC has broad ratemaking power to allow 
recovery of costs outside of a general rate case, even without a statute specifically authorizing recovery of such 
costs. 

FERC Rate Matters 

Seams Eliinirzation Cost Allocation (SECA) Revenue Subject to Refiilnd 

In 2004, AEP eliminated transaction-based through-and-out transmission service (T&O) charges in accordance with 
FERC orders and collected, at the FERC’s direction, load-based charges, referred to as RTO SECA, to partially 
mitigate the loss of T&O revenues on a temporary basis through March 2006. Intervenors objected to the temporary 
SECA rates. The FERC set SECA rate issues for hearing and ordered that the SECA rate revenues be collected, 
subject to refund. The AEP East companies recognized gross SECA revenues of $220 million from 2004 through 
2006 when the SECA rates terminated. KPCo’s portion of recognized gross SECA revenues was $17 million. 

In 2006, a FERC Administrative Law Judge (ALJ) issued an initial decision finding that the SECA rates charged 
were unfair, unjust and discriminatory and that new compliance filings and refunds should be made. The ALJ also 
found that any unpaid SECA rates must be paid in the recommended reduced amount. 

AEP filed briefs jointly with other affected companies asking the FERC to reverse the decision. In May 2010, the 
FERC issued an order that generally supports AEP’s position and requires a compliance filing to be filed with the 
FERC by August 2010. In June 2010, AEP and other affected companies filed a joint request for rehearing with the 
FERC. 

The AEP East companies provided reserves for net refunds for SECA settlements totaling $44 million applicable to 
the $220 million of SECA revenues collected. KPCo provided a reserve of $3.3 million. 

Settlements approved by the FERC consumed $10 million of the reserve for refunds applicable to $1 12 million of 
SECA revenue. In December 2010, the FERC issued an order approving a settlement agreement resulting in the 
collection of $2 million of previously deemed uncollectible SECA revenue. Therefore, the AEP East companies 
reduced their reserves for net refunds for SECA settlements by $2 million. The balance in the reserve for future 
settlements as of December 3 1, 2010 was $32 million. KPCo’s portion of the reserve balance at December 31, 2010 
was $2.4 million. 

In August 2010, the affected companies, including the AEP East companies, filed a compliance filing with the 
FERC. If the compliance filing is accepted, the AEP East companies would have to pay refunds of approximately 
$20 million including estimated interest of $5 million. The AEP East companies could also potentially receive 
payments up to approximately $10 million including estimated interest of $3 million. KPCO’S portion of the 
potential refund payments and potential payments to be received are $1 .S million and $800 thousand, respectively. 
A decision is pending from the FERC. 

Based on the AEP East companies’ analysis of the May 2010 order and the compliance filing, management believes 
that the reserve is adequate to pay the refunds, including interest, that will be required should the May 2010 order or 
the compliance filing be made final. Management cannot predict the ultimate outcome of this proceeding at the 
FERC which could impact future net income and cash flows. 
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Modification of the Transinissioii Agreement (TA) 

The AEP East companies are parties to the TA that provides for a sharing of the cost of transmission lines operated 
at 138-kV and above and transmission stations containing extra-high voltage facilities. In June 2009, AEPSC, on 
behalf of the parties to the TA, filed with the FERC a request to modify the TA. Under the proposed amendments, 
KGPCo and WPCo will be added as parties to the TA. In addition, the amendments would provide for the 
allocation of PJM transmission costs generally on the basis of the TA parties’ 12-month coincident peak and 
reimburse transmission revenues based on individual cost of service instead of the MLR method used in the present 
TA. In October 2010, the FERC approved a settlement agreement for the new TA effective November 1,2010. The 
impacts of the settlemelit agreement will be phased-in for retail rate making purposes in certain jurisdictions over 
periods of up to four years. 

PJM Traiisinissioii Forinula Rate Filing 

AEP filed an application with the FERC in July 2008 to increase its open access transmission tariff (OATT) rates 
for wholesale transmission service within PJM. The filing sought to implement a formula rate allowing annual 
adjustments reflecting future changes in the AEP East companies’ cost of service. The FERC issued an order 
conditionally accepting AEP’ s proposed formula rate and delayed the requested October 2008 effective date for five 
months. AEP began settlement discussions with the intervenors and the FERC staff which resulted in a settlement 
that was filed with the FERC in April 2010. 

In October 2010, a settlement agreement was approved by the FERC which resulted in a $51 million annual increase 
beginning in April 2009 for service as of March 2009, of which approximately $7 million is being collected from 
nonaffiliated customers within PJM. Prior to November 2010, the remaining $44 million was billed to the AEP East 
companies and was generally offset by compensation from PJM for use of the AEP East companies’ transmission 
facilities so that net income was not directly affected. Beginning in November 2010, AEP East companies, KGPCo 
and WPCo, which are parties to the modified TA, allocate revenue and expenses on different methodologies and 
will affect net income. See “Modification of the Transmission Agreement” above. 

The settlement also results in an additional $30 million increase for the first annual update of the formula rate, 
beginning in August 2009 for service as of July 2009. Approximately $4 million of the increase will be collected 
from nonaffiliated customers within PJM with the remaining $26 million being billed to the AEP East companies. 

Under the formula, an annual update will be filed to be effective July 2010 and each year thereafter. Also, 
beginning with the July 2010 update, the rates each year will include an adjustment to true-up the prior year’s 
collections to the actual costs for the prior year. In May 2010, the second annual update was filed with the FERC to 
decrease the revenue requirement by $58 million for service as of July 2010. Approximately $8 million of the 
decrease will be refunded to nonaffiliated customers within PJM. 

PJM/MISO Market Flow Calculation Settleinent Adjustineiits 

During 2009, an analysis conducted by MISO and PJM discovered several instances of unaccounted for power 
flows on numerous coordinated flowgates. These flows affected the settlement data for congestion revenues and 
expenses and dated back to the start of the MISO market in 2005. In January 2011, PJM and MISO reached a 
settlement agreement where the parties agreed to net various issues to zero. This settlement was filed with the 
FERC in January 201 1. PJM and MISO are currently awaiting final approval from the FERC. 

Traiisinissioii Agreement (TA) 

Certain transmission facilities placed in service in 1998 were inadvertently excluded from the AEP East companies’ 
TA calculation prior to January 2009. The excluded equipment was KPCo’s Inez Station which had been 
determined as eligible equipment for inclusion in the TA in 1995 by the AEP TA transmission committee. The 
amount involved was $7 million annually. In June 2010, the KPSC approved a settlement agreement in KPCo’s 
base rate filing which set new base rates effective July 2010 and excluded consideration of this issue. 
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3. EFFECTS OF REGULATION 

Regulatory assets and liabilities are comprised of the following items: 

Regulatory Assets: 

Noncurrent Regulatory Assets 
Regulatory assets not yet being recovered pending future proceedings 

to determine the recovery method and timing: 

Regulatory Assets Currentlv Not Earning a Return 

Total Regulatory Assets Not Yet Being Recovered 
Storm Related Costs 

Regulatory assets being recovered: 

Regulatorv Assets Currently Earning a Return 
RTO FormationlIntegration Costs 
Unamortized Loss on Reacquired Debt 

Income Taxes, Net 
Pension and OPEB Funded Status 
Storm Related Costs 
Postemployment Benefits 
Other Regulatory Assets Being Recovered 

Regulatory Assets Currently Not Earning a Return 

Total Regulatory Assets Being Recovered 

Total Noncurrent Regulatory Assets 

Regulatory Liabilities: 

December 31, Remaining 
2010 2009 Recovery Period 

(in thousands) 

$ - (a) $ 24,355 
24,355 

1,373 1,538 9 years 
737 77 1 22 years 

123,789 114,131 23 years 
58,853 56,848 13 years 

5 years 21,143 (a) 
6,456 7,077 4 years 
1,242 1,354 various 

213,593 181,719 

$ 213,593 $ 206,074 

December 31, Remaining 

(in thousands) 
2010 2009 Refund Period 

Current Regulatory Liability 
-$ 864 $ 1,787 1 year Over-recovered Fuel Costs - does not pay a return 

Noncurrent Regulatory Liabilities and 
Deferred Investment Tax Credits 

Regulatory liabilities being paid: 

Regulatory Liabilities Currently Paying a Return 

Regulatory Liabilities Currently Not Paving a Return 
Asset Removal Costs 

Unrealized Gain on Forward Commitments 
Deferred Investment Tax Credits 
Other Regulatory Liabilities Being Paid 

Total Regulatory Liabilities Being Paid 

Total Noncurrent Regulatory Liabilities and Deferred 
Investment Tax Credits 

27,975 24,979 (b) 

5,844 8,977 5 years 
993 1,697 10 years 
179 25 various 

34,99 1 35,678 

$ 34,991 $ 35,678 

(a) Recovery of regulatory asset was granted during 2010. 
(b) Relieved as removal costs are incurred. 
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4. COMMITMENTS, GUARANTEES AND CONTINGENCIES 

KPCo is subject to certain claims and legal actions arising in its ordinary course of business. In addition, KPCo’s 
business activities are subject to extensive governmental regulation related to public health and the environment. 
The ultimate outcome of such pending or potential litigation cannot be predicted. For current proceedings not 
specifically discussed below, management does not anticipate that the liabilities, if any, arising from such 
proceedings would have a material adverse effect on the financial statements. 

COMMITMENTS 

KPCo has substantial construction commitments to support its operations and environmental investments. In 
managing the overall construction program and in the normal course of business, KPCo contractually commits to 
third-party construction vendors for certain material purchases and other construction services. Management 
forecasts approximately $86 million of construction expenditures excluding AFUDC for 201 1. KPCo also 
purchases fuel, materials, supplies, services and property, plant and equipment under contract as part of its normal 
course of business. Certain supply contracts contain penalty provisions for early termination. 

The following table summarizes KPCo’s actual contractual Commitments at December 31,2010: 

Less Than 1 After 
Contractual Commitments year 2-3 years 4-5 years 5 years Total 

(in millions) 
Fuel Purchase Contracts (a) $ 181.9 $ 188.7 $ - $  - $ 370.6 
Energy and Capacity Purchase Contracts (b) 0.9 0.4 0.1 1.4 
Total $ 182.8 $ 189.1 $ 0.1 $ - $ 372.0 

(a) 

(b) 

Represents contractual commitments to purchase coal and other consumables as fuel for electric generation along with 
related transportation of the fuel. 
Represents contractual commitments for energy and capacity purchase contracts. 

GUARANTEES 

L,iabilities for guarantees are recorded in accordance with the accounting guidance for “Guarantees.” There is no 
collateral held in relation to any guarantees. In the event any guarantee is drawn, there is no recourse to third 
parties. 

Indemnificatioiis arid Other Guarantees 

Contracts 

KPCo enters into certain types of contracts which require indemnifications. Typically these contracts include, but 
are not limited to, sale agreements, lease agreements, purchase agreements and financing agreements. Generally, 
these agreements may include, but are not limited to, indemnifications around certain tax, contractual and 
environmental matters. With respect to sale agreements, exposure generally does not exceed the sale price. There 
are no material liabilities recorded for any indemnifications. 

KPCo, along with the other AEP East companies, PSO and SWEPCo, are ,jointly and severally liable for activity 
conducted by AEPSC on behalf of the AEP East companies, PSO and SWEPCo related to purchase power and sale 
activity conducted pursuant to the SIA. 

L,ease Obligations 

KPCo leases certain equipment under master lease agreements. See “Master Lease Agreements” section of Note 10 
for disclosure of lease residual value guarantees. 
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CONTINGENCIES 

Iizsirrance and Potential Lmses 

JSPCo maintains insurance coverage normal and customary for an electric utility, subject to various deductibles. 
The insurance includes coverage for all risks of physical loss or damage to assets, sub,ject to insurance policy 
conditions and exclusions. Covered property generally includes power plants, substations, facilities and inventories. 
Excluded property generally includes transmission and distribution lines, poles and towers. The insurance programs 
also generally provide coverage against loss arising from certain claims made by third parties and are in excess of 
KPCo’s retentions. Coverage is generally provided by a combination of the protected cell of EIS and/or various 
industry mutual and/or commercial insurance carriers. 

Some potential losses or liabilities may not be insurable or the amount of insurance carried may not be sufficient to 
meet potential losses and liabilities. Future losses or liabilities, if they occur, which are not completely insured, 
unless recovered from customers, could have a material adverse effect on net income, cash flows and financial 
condition. 

Carbon Dioxide Public Nuisance C la im 

In 2004, eight states and the City of New York filed an action in Federal District Court for the Southern District of 
New York against AEP, AEPSC, Cinergy Corp, Xcel Energy, Southern Company and Tennessee Valley Authority. 
The Natural Resources Defense Council, on behalf of three special interest groups, filed a similar complaint against 
the same defendants. The actions allege that C 0 2  emissions from the defendants’ power plants constitute a public 
nuisance under federal common law due to impacts of global warming and sought injunctive relief in the form of 
specific emission reduction commitments from the defendants. The trial court dismissed the lawsuits. 

In September 2009, the Second Circuit Court of Appeals issued a ruling on appeal remanding the cases to the 
Federal District Court for the Southern District of New York. The Second Circuit held that the issues of climate 
change and global warming do not raise political questions and that Congress’ refusal to regulate C02  emissions 
does not mean that plaintiffs must wait for an initial policy determination by Congress or the President’s 
administration to secure the relief sought in their complaints. The court stated that Congress could enact 
comprehensive legislation to regulate COz emissions or that the Federal EPA could regulate C 0 2  emissions under 
existing Clean Air Act authorities and that either of these actions could override any decision made by the district 
court under federal common law. The Second Circuit did not rule on whether the plaintiffs could proceed with their 
state common law nuisance claims. In December 2010, the defendants’ petition for review by the U.S. Supreme 
Court was granted. Briefing is underway and the case will be heard in April 201 1. Management believes the 
actions are without merit and intends to continue to defend against the claims. 

In October 2009, the Fifth Circuit Court of Appeals reversed a decision by the Federal District Court for the District 
of Mississippi dismissing state common law nuisance claims in a putative class action by Mississippi residents 
asserting that COz emissions exacerbated the effects of Hurricane Katrina. The Fifth Circuit held that there was no 
exclusive commitment of the common law issues raised in plaintiffs’ complaint to a coordinate branch of 
government and that no initial policy determination was required to adjudicate these claims. The court granted 
petitions for rehearing. An additional recusal left the Fifth Circuit without a quorum to reconsider the decision and 
the appeal was dismissed, leaving the district court’s decision in place. Plaintiffs filed a petition with the U.S. 
Supreme Court asking the court to remand the case to the Fifth Circuit and reinstate the panel decision. The petition 
was denied in January 20 1 1. 

Management is unable to determine a range of potential losses that are reasonably possible of occurring. 

Alaskarz Villages’ Claims 

In 2008, the Native Village of Kivalina and the City of Kivalina, Alaska filed a lawsuit in Federal Court in the 
Northern District of California against AEP, AEPSC and 22 other unrelated defendants including oil and gas 
companies, a coal company and other electric generating companies. The complaint alleges that the defendants’ 
emissions of COz contribute to global warming and constitute a public and private nuisance and that the defendants 
are acting together. The complaint further alleges that some of the defendants, including AEP, conspired to create a 
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false scientific debate about global warming in order to deceive the public and perpetuate the alleged nuisance. The 
plaintiffs also allege that the effects of global warming will require the relocation of the village at an alleged cost of 
$9.5 million to $400 million. In October 2009, the ,judge dismissed plaintiffs’ federal common law claim for 
nuisance, finding the claim barred by the political question doctrine and by plaintiffs’ lack of standing to bring the 
claim. The judge also dismissed plaintiffs’ state law claims without prejudice to refiling in state court. The 
plaintiffs appealed the decision. Briefing is complete and no date has been set for oral argument. The defendants 
requested that the court defer setting this case for oral argument until after the Supreme Court issues its decision in 
the C 0 2  public nuisance case discussed above. Management believes the action is without merit and intends to 
defend against the claims. Management is unable to determine a range of potential losses that are reasonably 
possible of occurring. 

The Coinprehensive Environmental Response Comnpensation and Liability Act (Superfund) and State 
Reinediation 

By-products from the generation of electricity include materials such as ash, slag and sludge. Coal combustion by- 
products, which constitute the overwhelming percentage of these materials, are typically treated and deposited in 
captive disposal facilities or are beneficially utilized. In addition, the generating plants and transmission and 
distribution facilities have used asbestos, polychlorinated biphenyls and other hazardous and nonhazardous 
materials. KPCo currently incurs costs to dispose of these substances safely. 

Superfund addresses clean-up of hazardous substances that have been released to the environment. The Federal 
EPA administers the clean-up programs. Several states have enacted similar laws. At December 31, 2010, there is 
one site for which KPCo has received an information request which could lead a Potentially Responsible Party 
designation. In the instance where KPCo has been named a defendant, disposal or recycling activities were in 
accordance with the then-applicable laws and regulations. Superfund does not recognize compliance as a defense, 
but imposes strict liability on parties who fall within its broad statutory categories. Liability has been resolved for a 
number of sites with no significant effect on net income. 

Management evaluates the potential liability for each site separately, but several general statements can be made 
about potential future liability. Allegations that materials were disposed at a particular site are often unsubstantiated 
and the quantity of materials deposited at a site can be small and often nonhazardous. Although Superfund liability 
has been interpreted by the courts as joint and several, typically many parties are named for each site and several of 
the parties are financially sound enterprises. At present, management’s estimates do not anticipate material cleanup 
costs for identified sites. 

Defective Enviroizinental Equipment 

As part of the AEP System’s continuing environmental investment program, management chose to retrofit wet flue 
gas desulfurization systems on one unit of the Big Sandy Plant utilizing the ,jet bubbling reactor (JBR) technology. 
Contracts for the project have been suspended. The retrofits on three units owned by KPCo’s affiliates are 
operational. Due to unexpected operating results, management completed an extensive review of the design and 
manufacture of the JBR internal components. The review concluded that there were fundamental design 
deficiencies and that inferior and/or inappropriate materials were selected for the internal fiberglass components. 
Management initiated discussions with Black & Veatch, the original equipment manufacturer, to develop a repair or 
replacement corrective action plan. In 2010, management settled with Black & Veatch and resolved the issues 
involving the internal components and JBR vessel corrosion. These settlements resulted in an immaterial increase 
in the capitalized costs of the projects for modification of the scope of the contracts. 

5. BENFIT PLANS 

For a discussion of investment strategy, investment limitations, target asset allocations and the classification of 
investments within the fair value hierarchy, see “Investments Held in Trust for Future Liabilities” and “Fair Value 
Measurements of Assets and Liabilities” sections of Note 1. 

KPCo participates in an AEP sponsored qualified pension plan which covers substantially all of KPCo’ s employees. 
KPCo also participates in OPEB plans sponsored by AEP to provide medical and life insurance benefits for retired 
employees. 
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KPCo recognizes its funded status associated with defined benefit pension and OPEB plans in its balance sheets. 
Disclosures about the plans are required by the “Compensation - Retirement Benefits” accounting guidance. KPCo 
recognizes an asset for a plan’s overfunded status or a liability for a plan’s underfunded status and recognizes, as a 
component of other comprehensive income, the changes in the funded status of the plan that arise during the year 
that are not recognized as a component of net periodic benefit cost. KPCo records a regulatory asset instead of other 
comprehensive income for qualifying benefit costs of regulated operations that for ratemaking purposes are deferred 
for future recovery. The cumulative funded status adjustment is equal to the remaining unrecognized deferrals for 
unamortized actuarial losses or gains, prior service costs and transition obligations, such that remaining deferred 
costs result in a regulatory asset and deferred gains result in a regulatory liability. 

Actuarial Assiiinptioizs for Benefit Obligations 

The weighted-average assumptions as of December 31 of each year used in the measurement of KPCo’s benefit 
obligations are shown in the following table: 

Other Postretirement 

2009 
Pension Plans Benefit Plans 

-- Assumptions 2010 2009 2010 
Discount Rate 5.05 % 5.60 % 5.25 % 5.85 % 
Rate of Compensation Increase 4.55 % (a) 4.20 % (a) NIA NIA 

(a) Rates are for base pay only. In addition, an amount is added to reflect target incentive compensation for exempt 
employees and overtime and incentive pay for nonexempt employees. 

NIA Not Applicable 

A duration-based method is used to determine the discount rate for the plans. A hypothetical portfolio of high 
quality corporate bonds similar to those included in the Moody’s Aa bond index is constructed with a duration 
matching the benefit plan liability. The composite yield on the hypothetical bond portfolio is used as the discount 
rate for the plan. 

For 2010, the rate of compensation increase assumed varies with the age of the employee, ranging from 3.5% per 
year to 11 5% per year, with an average increase of 4.55%. 

Actuarial Assuinptioits for  Net Periodic Benefit Costs 

The weighted-average assumptions as of January 1 of each year used in the measurement of JSPCo’s benefit costs 
are shown in the following table: 

Other Postretirement 
Pension Plans Benefit Plans 

Discount Rate 
2010 2009 2008 2010 2009 2008 
5.60 % 6.00 % 6.00 % 5.85 % 6.10 % 6.20 % 

Expected Return on Plan Assets 8.00 % 8.00 % 8.00 % 8.00 % 7.7s % 8.00 % 
Rate of Compensation Increase 4.20 % 5.50 % 5.50 % NIA NIA NIA 

NIA Not Applicable 

The expected return on plan assets for 2010 was determined by evaluating historical returns, the current investment 
climate (yield on fixed income securities and other recent investment market indicators), rate of inflation and current 
prospects for economic growth. 
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The health care trend rate assumptions as of January 1 of each year used for OPEB plans measurement purposes are 
shown below: 

Health Care Trend Rates 2010 2009 
Initial 8.00 % 6.50 % 
Ultimate 
Year Ultimate Reached 

5.00 % 5.00 % 
2016 2012 

Assumed health care cost trend rates have a significant effect on the amounts reported for the OPEB health care 
plans. A 1% change in assumed health care cost trend rates would have the following effects: 

1% Increase 1% Decrease 
(in thousands) 

Effect on Total Service and Interest Cost 
Components of Net Periodic Postretirement Health 
Care Benefit Cost $ 557 $ (449) 

Effect on the Health Care Component of the 
Accumulated Postretirement Benefit Obligation 6,689 (5,488) 

Significant Corzcentratiorzs of Risk within Plan Assets 

In addition to establishing the target asset allocation of plan assets, the investment policy also places restrictions on 
securities to limit significant concentrations within plan assets. The investment policy establishes guidelines that 
govern maximum market exposure, security restrictions, prohibited asset classes, prohibited types of transactions, 
minimum credit quality, average portfolio credit quality, portfolio duration and concentration limits. The guidelines 
were established to mitigate the risk of loss due to significant concentrations in any investment. The plans are 
monitored to control security diversification and ensure compliance with the investment policy. At December 3 1 ,  
2010, the assets were invested in compliance with all investment limits. See “Investments Held in Trust for Future 
Liabilities” section of Note 1 for limit details. 
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Benefit Plan Obligations, Plait Assets and Funded Status as of December 31,2010 and 2009 

The following tables provide a reconciliation of the changes in the plans’ benefit obligations, fair value of plan 
assets and funded status as of December 3 1. The benefit obligation for the defined benefit pension and OPEB plans 
are the projected benefit obligation and the accumulated benefit obligation, respectively. 

Change in Benefit Obligation 
Benefit Obligation at January 1 
Service cost- 
Interest Cost 
Actuarial L,oss 
Plan Amendment Prior Service Credit 
Benefit Payments 
Participant Contributions 
Medicare Subsidy 
Benefit Obligation at December 31 

Other Postretirement 
Pension Plans Benefit Plans 

2010 2009 2010 2009 
(in thousands) 

$ 108,511 $ 98,421 $ 50,826 $ 48,580 
2,549 2,572 1,060 97 1 
5,900 5,861 2,953 2,866 
7,073 7,159 4,964 213 

(1 0,44 1) (5,502) (3,163) (2,525) 
(679) 

649 526 
196 195 

$ 113,592 $ 108,511 $ 56,806 $ 50,826 
-- 

3 
Fair Value of Plan Assets at January 1 $ 81,637 $ 74,612 $ 35,553 $ 27,868 
Actual Gain on Plan Assets 1 1,286 12,527 5,134 6,224 
Company Contributions 6,184 2,593 3,460 
Participant Contributions 649 526 
Benefit Payments (10,441) (5,502) (3,163) (2,525) 
Fair Value of Plan Assets at December 31 $ 88,666 $ 81,637 $ 40,766 $ 35,553 

Underfunded Status at December 31 $ (24,926) $ (26,874) $ (16,040) $ (15,273) 

Antouitts Recognized on the Balance Sheets as of December 31, 2010 and 2009 

Other Postretirement 
Pension Plans Benefit Plans 

December 31, 
2010 2009 2010 2009 

(in thousands) 
Employee Benefits and Pension Obligations - 

Accrued L,ong-term Benefit Liability $ (24,926) $ (26,874) $ (16,040) $ (15,273) 
Underfunded Status $ (24,926) $ (26,874) $ (16,040) $ (15,273) 

Amounts Included in Regulatory Assets as of December 31,2010 and 2009 

0 ther Postretirement 
Pension Plans Benefit Plans 

December 31, 
2010 2009 2010 2009 

Components (in thousands) 
Net Actuarial Loss $ 42,392 $ 41,003 $ 16,453 $ 14,519 
Prior Service Cost (Credit) 429 579 (42 1) 
Transition Obligation 747 

Recorded as 
Regulatory Assets $ 42,821 $ 41,582 $ 16,032 $ 15,266 
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Components of the change in amounts included in Regulatory Assets during the years ended December 31, 2010 
and 2009 are as follows: 

Other Postretirement 
Pension Plans Benefit Plans 

Years Ended December 31, 
2010 2009 2010 2009 

Components (in thousands) 
Actuarial L,oss (Gain) During the Year $ 3,441 $ 2,316 $ 2,665 $ (3,856) 
Prior Service Credit (679) 
Amortization of Actuarial Loss (2,052) (1,318) (732) (1,094) 
Amortization of Prior Service Cost (ISO) (1S1)  
Amortization of Transition Obligation - (488) (488) 
Change for the Year $ 1,239 $ 847 $ 766 $ (5,438) 

Perision and Other Postretirement Plans ' Assets 

The following table presents the classification of pension plan assets within the fair value hierarchy at December 31, 
2010: 

Asset Class 

Equities: 
Domestic 
International 
Real Estate Investment Trusts 
Common Collective Trust - 

International 
Subtotal - Equities 

Year End 
Level 1 Level 2 Level 3 Other Total Allocation 

(in thousands) 

$ 31,021 $ 63 $ - $  - $ 31,084 35.1 % 
9,259 9,259 10.4 % 
2,582 2,582 2.9 % 

3,73 8 - 3,738 4.2 % 
42,862 3,801 46,663 52.6 % 
-- 

Fixed Income: 
IJnited States Government and 

Agency Securities 1457 1 14,571 16.4 % 
Corporate Debt 15,439 15,439 17.4 % 

State and Local Government 522 522 0.6 % 
1,175 1.3 % 

Subtotal - Fixed Income 34,629 34,629 39.0 % 

Foreign Debt 2,922 2,922 3.3 % 

Other - Asset Backed 1,175 - 

Real Estate 1,912 1,912 2.2 % 

Alternative Investments 
Securities Laending 
Securities Lending Collateral (a) 

2,988 2,988 3.4 % 
5,845 5,845 6.6 % 

(6,339) (6,339) (7.1)% 

Cash and Cash Equivalents (b) 2,917 37 2,954 3.3 % 

Accrued Income (c) 14 14 - %  
Other - Pending Transactions and 

Total $ 42,862 $ 47,192 $ 4,900 $ (6,288) $ 88,666 100.0 % 

(a) Amounts in "Other" column primarily represent an obligation to repay cash collateral received as part of the Securities 

(b) Amounts in "Other" column primarily represent foreign currency holdings. 
(c) Amounts in "Other" column primarily represent accrued interest, dividend receivables and transactions pending 

L,ending Program. 

settlement. 
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The following table sets forth a reconciliation of changes in the fair value of real estate and alternative investments 
classified as Level 3 in the fair value hierarchy for the pension assets: 

Balance as of January 1,2010 
Actual Return on Plan Assets 

Relating to Assets Still Held as of the Reporting Date 
Relating to Assets Sold During the Period 

Purchases and Sales 
Transfers into Level 3 
Transfers out of Level 3 
Balance as of December 31,2010 

Alternative Total 
Real Estate Investments Level 3 

(in thousands) 
$ 2,171 $ 2,535 $ 4,706 

(259) 74 (18.5) 
24 24 

3.5.5 35.5 

-. 
$ 1,912 $ 2,988 $ 4,900 

The following table presents the classification of OPEB plan assets within the fair value hierarchy at December 3 1, 
2010: 

Year End 
Asset Class Level 1 Level 2 Level 3 Other Total Allocation 

(in thousands) 
Equities: 

Domestic $ 16,300 $ - $  - $  - $ 16,300 40.0 % 

Common Collective Trust - 
International 6,153 6,153 15.1 % 

Global 
Subtotal - Equities 22,453 

3,203 
3,203 

3.203 
25,656 

7.9 % 
63.0 % 

Fixed Income: 
Common Collective Trust - Debt 1,332 1,332 3.3 % 

Agency Securities 2,615 2,615 6.4 % 
Corporate Debt 3,071 3,071 7.5 % 
Foreign Debt 692 692 1.7 % 
State and Local Government 98 98 0.2 % 

26 26 0.1 % Other - Asset Backed - 
Subtotal - Fixed Income 7,834 7,834 19.2 % 

United States Government and 

Trust Owned Life Insurance: 
International Equities 
United States Bonds 

1,369 1,369 3.3 % 
4,537 4,537 11.1 % 

Cash and Cash Equivalents (a) 572 699 24 1,295 3.2 % 
Other - Pending Transactions and 

Accrued Income (b) 75 75 0.2 % 

Total $ 23,025 $ 17,642 $ - $  99 $ 40,766 100.0 % 

(a) Amounts in "Other" column primarily represent foreign currency holdings. 
(b) Amounts in "Other" column primarily represent accrued interest, dividend receivables and transactions pending 

settlement. 
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The following table presents the classification of pension plan assets within the fair value hierarchy at December 3 1, 
2009: 

Year End 
Level 2 Level 3 Total Allocation Other Asset Class Level 1 

(in thousands) 
Equities: 

Domestic $ 29,256 $ - $  - $  - $ 29,256 35.8 % 

Real Estate Investment Trusts 2,080 2,080 2.6 % 
Common Collective Trust - 

International 7,674 7,674 9.4 % 

International 
Subtotal - Equities 

Fixed Income: 
IJnited States Government and 

Corporate Debt 
Foreign Debt 
State and L.ocal Government 

Agency Securities 

3,864 4.7 % 
52.5 % 

-- 3,864 
39,010 3,864 42,874 

5,585 5,585 6.9 % 
19,930 19,930 24.4 % 
4,100 4,100 5.0 % 

826 826 1.0 % 
657 657 0.8 % 

Subtotal - Fixed Income 31,098 3 1,098 38.1 % 
-- Other - Asset Backed 

Real Estate 2,171 2,171 2.7 % 

Alternative Investments 
Securities L,ending 
Securities Lending Collateral (a) 

2,535 2,535 3.1 % 
4,159 4,159 5.1 % 

(4,697) (4,697) (5.8)% 

Cash and Cash Equivalents (b) 2,773 97 2,870 3.5 % 
Other - Pending Transactions and 

627 627 0.8 % 
-___I 

Accrued Income (c) 

Total $ 39,010 $ 41,894 $ 4,706 $ (3,973) $ 81,637 100.0 % 

(a) Amounts in "Other" column primarily represent an obligation to repay cash collateral received as part of the Securities 
Lending Program. 

(b) Amounts in "Other" column primarily represent foreign currency holdings. 
(c) Amounts in "Other" column primarily represent accrued interest, dividend receivables and transactions pending 

settlement. 

The following table sets forth a reconciliation of changes in the fair value of real estate and alternative investments 
classified as Level 3 in the fair value hierarchy for the pension assets: 

Balance as of January 1,2009 
Actual Return on Plan Assets 

Relating to Assets Still Held as of the Reporting Date 
Relating to Assets Sold During the Period 

Purchases and Sales 
Transfers in andlor out of Level 3 
Balance as of December 31,2009 

Alternative Total 
Real Estate Investments Level 3 

(in thousands) 
$ 3,295 $ 2,554 $ 5,849 

(1,124) (332) (1,456) 
10 10 

303 303 

$ 2,171 $ 2,535 $ 4,706 
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The following table presents the classification of OPEB plan assets within the fair value hierarchy at December 31, 
2009: 

Asset Class 

Equities: 
Domestic 
International 
Common Collective Trust - 

Global 
Subtotal - Equities 

Fixed Income: 
Common Collective Trust - Debt 
United States Government and 

Corporate Debt 
Foreign Debt 
State and L.ocal Government 
Other - Asset Backed 

Subtotal - Fixed Income 

Agency Securities 

Trust Owned Life Insurance: 
International Equities 
United States Bonds 

Cash and Cash Equivalents (a) 
Other - Pending Transactions and 

Accrued Income (b) 

Total 

Year End 
Level 1 Level 2 Level 3 Other Total Allocation 

(in thousands) 

$ 9,340 $ - $  - $  - $ 9,340 26.2 % 
10,190 10,190 28.7 % 

2,532 2,532 7.1 % 
19,530 2,532 22,062 62.0 % 

1,032 1,032 2.9 % 

1,139 1,139 3.2 % 
3,847 3,847 10.8 % 

873 87.3 2.4 % 
163 163 0.5 % 
38 38 0.2 % 

7,097 7,092 20.0 % 

2,025 2,025 5.7 % 
3,562 3,562 10.0 % 

179 39 1 27 5 97 1.7 % 

215 215 0.6 % 

$ 19,709 $ 15,602 $ - $  242 $ 35,553 100.0 % 

(a) Amounts in "Other" column primarily represent foreign currency holdings. 
(b) Amounts in "Other" column primarily represent accrued interest, dividend receivables and transactions pending 

settlement. 

Determination of Pension Expeitse 

The determination of pension expense or income is based on a market-related valuation of assets which reduces 
year-to-year volatility. This market-related valuation recognizes investment gains or losses over a five-year period 
from the year in which they occur. Investment gains or losses for this purpose are the difference between the 
expected return calculated using the market-related value of assets and the actual return based on the market-related 
value of assets. Since the market-related value of assets recognizes gains or losses over a five-year period, the 
future value of assets will be impacted as previously deferred gains or losses are recorded. 

December 31, 

(in thousands) 
Accumulated Benefit Obligation 2010 2009 

Qualified Pension Plan $ 112,820 $ 107,206 
Nonqualified Pension Plan 
Total 
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For the underfunded pension plans that had an accumulated benefit obligation in excess of plan assets, the projected 
benefit obligation, accumulated benefit obligation and fair value of plan assets of these plans at December 31, 2010 
and 2009 were as follows: 

Projected Benefit Obligation 

Underfunded Pension Plans 

(in thousands) 
$ 113,592 $ 108,511 

2010 2009 - 

Accumulated Benefit Obligation $ 112,820 $ 107,2 13 
Fair Value of Plan Assets 88,666 8 1,637 
IJnderfunded Accumulated Benefit Obligation $ (24,154) 9; (25,576) 

Estimated Future Benefit Payments and Corttribiitioirzs 

KPCo expects contributions for the pension plan of $2.5 million and the OPEB plans of $2 million during 201 1. 
The estimated contributions to the pension trust are at least the minimum amount required by ERISA and additional 
discretionary contributions may be made to maintain the funded status of the plan. The contributions to the OPEB 
plans are generally based on the amount of the OPEB plans’ periodic benefit costs for accounting purposes as 
provided in agreements with state regulatory authorities, plus the additional discretionary contribution of the 
Medicare subsidy receipts. 

The table below reflects the total benefits expected to be paid from the plan or from KPCo’s assets. The payments 
include the participants’ contributions to the plan for their share of the cost. Medicare subsidy receipts are shown in 
the year of the corresponding benefit payments, even though actual cash receipts are expected early in the following 
year. Future benefit payments are dependent on the number of employees retiring, whether the retiring employees 
elect to receive pension benefits as annuities or as lump sum distributions, future integration of the benefit plans 
with changes to Medicare and other legislation, future levels of interest rates and variances in actuarial results. The 
estimated payments for pension benefits and OPEB are as follows: 

201 1 
2012 
2013 
2014 
201s 
Years 2016 to 2020, in Total 

Pension Plans 
Pension 

Payments 

$ 6,503 
6,697 
6,817 
7,121 
7,305 

4 1,440 

Other Postretirement Benefit Plans 
Benefit Medicare Subsidy- 

Payments Receipts - 

$ 3,230 $ (220) 
3,444 (244) 
3,660 (276) 
3,875 (304) 
4,126 (333) 

24,149 (2,178) 

(in thousands) 
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Coinportents of Net Periodic Benefit Cost 

The following table provides the components of net periodic benefit cost for the years ended December 31, 2010, 
2009 and 2008: 

Service Cost 
Interest Cost 
Expected Return on Plan Assets 
Amortization of Transition Obligation 
Amortization of Prior Service Cost 
Amortization of Net Actuarial Loss 
Net Periodic Benefit Cost 
Capitalized Portion 
Net Periodic Benefit Cost Recognized as 

Expense 

Other Postretirement 
Pension Plans Benefit Plans 

Years Ended December 31, 
2010 2009 2008 2010 2009 2008 

(in thousands) 
$ 2,549 $ 2,572 $ 2,508 $ 1,060 $ 971 $ 992 

5,900 5,861 5,712 2,953 2,866 2,966 
(7,654) (7,684) (7,883) (2,841) (2,187) (3,031) 

488 488 488 

2,052 1,318 5 05 732 1,094 203 
2,997 2,218 995 2,392 3,232 1,618 

(1,064) (825) (454) (849) (1,202) (738) 

1 50 151 153 

$ 1,933 $ 1,393 $ 541 $ 1,543 $ 2,030 $ 880 

Estimated amounts expected to be amortized to net periodic benefit costs and the impact on the balance sheet during 
201 1 are shown in the following table: 

Other 
Postretirement 

Pension Plans Benefit Plans 
- Components (in thousands) 
Net Actuarial Loss $ 2,846 $ 858 

150 (35) Prior Service Cost (Credit) 
Total Estimated 2011 Amortization $ 2,996 $ 823 

-- 

Expected to be Recorded as 
Regulatory Asset $ 2,996 _. $ 823 
Total $ 2,996 $ 823 

Ainerican Electric Power System Retirement Savings Plan 

KPCo participates in an AEP sponsored defined contribution retirement savings plan, the American Electric Power 
System Retirement Savings Plan, for substantially all employees. This qualified plan offers participants an 
opportunity to contribute a portion of their pay, includes features under Section 401(k) of the Internal Revenue Code 
and provides for matching contributions. The matching contributions to the plan were 75% of the first 6% of 
eligible compensation contributed by the employee in 2008. Effective January 1, 2009, the match is 100% of the 
first 1% of eligible employee contributions and 70% of the next 5% of contributions. The cost for contributions to 
the plan totaled $1.4 million in 2010, $1.7 million in 2009 and $1.6 million in 2008. 

6. BUSINESS SEGMENTS 

KPCo has one reportable segment, an integrated electricity generation, transmission and distribution business. 
KPCo's other activities are insignificant. 
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7. DERIVATIVES AND HEDGING 

OBJECTIVES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS 

KPCo is exposed to certain market risks as a power producer and marketer of wholesale electricity, coal and 
emission allowances. These risks include commodity price risk, interest rate risk, credit risk and, to a lesser extent, 
foreign currency exchange risk. These risks represent the risk of loss that may impact KPCo due to changes in the 
underlying market prices or rates. AEPSC, on behalf of KPCo, manages these risks using derivative instruments. 

STRATEGIES FOR UTILIZATION OF DERIVATIVE INSTRUMENTS TO ACHIEVE OBJECTIVES 

Tradiizg Strategies 

The strategy surrounding the use of derivative instruments for trading purposes focuses 011 seizing market 
opportunities to create value driven by expected changes in the market prices of the commodities in which AEPSC 
transacts on behalf of KPCo. 

Risk Maiiageineiit Strategies 

The strategy surrounding the use of derivative instruments focuses on managing risk exposures, future cash flows 
and creating value utilizing both economic and formal hedging strategies. To accomplish these objectives, AEPSC, 
on behalf of KPCo, primarily employs risk management contracts including physical forward purchase and sale 
contracts, financial forward purchase and sale contracts and financial swap instruments. Not all risk management 
contracts meet the definition of a derivative under the accounting guidance for “Derivatives and Hedging.” 
Derivative risk management contracts elected normal under the normal purchases and normal sales scope exception 
are not subject to the requirements of this accounting guidance. 

AEPSC, on behalf of KPCo, enters into power, coal, natural gas, interest rate and, to a lesser degree, heating oil and 
gasoline, emission allowance and other commodity contracts to manage the risk associated with the energy business. 
AEPSC, on behalf of KPCo, enters into interest rate derivative contracts in order to manage the interest rate 
exposure associated with KPCo’s commodity portfolio. For disclosure purposes, such risks are grouped as 
“Commodity,” as these risks are related to energy risk management activities. AEPSC, on behalf of KPCo, also 
engages in risk management of interest rate risk associated with debt financing and foreign currency risk associated 
with future purchase obligations denominated in foreign currencies. The amount of risk taken is determined by the 
Commercial Operations and Finance groups in accordance with the established risk management policies as 
approved by the Finance Committee of AEP’s Board of Directors. 

The following table represents the gross notional volume of KPCo’s outstanding derivative contracts as of 
December 31,2010 and 2009: 

Notional Volume of Derivative Instruments 

Volume 
December 31, Unit of 

2010 2009 Measure 
(in thousands) 

Commodity : 
Power 
Coal 
Natural Gas 
Heating Oil and Gasoline 
Interest Rate $ 

40,277 38,509 MWHs 
3,280 2,230 Tons 

449 3,600 MMBtus 
274 306 Gallons 

2,008 $ 4,239 USD 
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Fair Value Hedging Strategies 

AEPSC, on behalf of KPCo, enters into interest rate derivative transactions as part of an overall strategy to manage 
the mix of fixed-rate and floating-rate debt. Certain interest rate derivative transactions effectively modify KPCo’s 
exposure to interest rate risk by converting a portion of KPCo’s fixed-rate debt to a floating rate. Provided specific 
criteria are met, these interest rate derivatives are designated as fair value hedges. 

Cash Flow Hedging Strategies 

AEPSC, on behalf of KPCo, enters into and designates as cash flow hedges certain derivative transactions for the 
purchase and sale of power, coal, natural gas and heating oil and gasoline (“Commodity”) in order to manage the 
variable price risk related to the forecasted purchase and sale of these commodities. Management monitors the 
potential impacts of commodity price changes and, where appropriate, enters into derivative transactions to protect 
profit margins for a portion of future electricity sales and fuel or energy purchases. KPCo does not hedge all 
commodity price risk. 

KPCo’s vehicle fleet is exposed to gasoline and diesel fuel price volatility. AEPSC, on behalf of KPCo, enters into 
financial heating oil and gasoline derivative contracts in order to mitigate price risk of future fuel purchases. For 
disclosure purposes, these contracts are included with other hedging activity as “Commodity.” KPCo does not 
hedge all fuel price risk. 

AEPSC, on behalf of KPCo, enters into a variety of interest rate derivative transactions in order to manage interest 
rate risk exposure. Some interest rate derivative transactions effectively modify exposure to interest rate risk by 
converting a portion of floating-rate debt to a fixed rate. AEPSC, on behalf of KPCo, also enters into interest rate 
derivative contracts to manage interest rate exposure related to anticipated borrowings of fixed-rate debt. The 
anticipated fixed-rate debt offerings have a high probability of occurrence as the proceeds will be used to fund 
existing debt maturities and projected capital expenditures. KPCo does not hedge all interest rate exposure. 

At times, KPCo is exposed to foreign currency exchange rate risks primarily because some fixed assets are 
purchased from foreign suppliers. In accordance with AEP’s risk management policy, AEPSC, on behalf of KPCo, 
may enter into foreign currency derivative transactions to protect against the risk of increased cash outflows 
resulting from a foreign currency’s appreciation against the dollar. KPCo does not hedge all foreign currency 
exposure. 

ACCOUNTING FOR DERIVATIVE INSTRUMENTS AND THE IMPACT ON KPCo’s FINANCIAL 
STATEMENTS 

The accounting guidance for “Derivatives and Hedging” requires recognition of all qualifying derivative instruments 
as either assets or liabilities on the balance sheet at fair value. The fair values of derivative instruments accounted 
for using MTM accounting or hedge accounting are based on exchange prices and broker quotes. If a quoted market 
price is not available, the estimate of fair value is based on the best information available including valuation models 
that estimate future energy prices based on existing market and broker quotes, supply and demand market data and 
assumptions. In order to determine the relevant fair values of the derivative instruments, KPCo applies valuation 
adjustments for discounting, liquidity and credit quality. 

Credit risk is the risk that a counterparty will fail to perform on the contract or fail to pay amounts due. Liquidity 
risk represents the risk that imperfections in the market will cause the price to vary from estimated fair value based 
upon prevailing market supply and demand conditions. Since energy markets are imperfect and volatile, there are 
inherent risks related to the underlying assumptions in models used to fair value risk management contracts. 
Unforeseen events may cause reasonable price curves to differ from actual price curves throughout a contract’s term 
and at the time a contract settles. Consequently, there could be significant adverse or favorable effects on future net 
income and cash flows if market prices are not consistent with management’s estimates of current market consensus 
for forward prices in the current period. This is particularly true for longer term contracts. Cash flows may vary 
based on market conditions, margin requirements and the timing of settlement of KPCo’s risk management 
contracts. 
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According to the accounting guidance for "Derivatives and Hedging," KPCo reflects the fair values of derivative 
instruments subject to netting agreements with the same counterparty net of related cash collateral. For certain risk 
management contracts, KPCo is required to post or receive cash collateral based on third party contractual 
agreements and risk profiles. For the December 31,2010 and 2009 balance sheets, KPCo netted $400 thousand and 
$800 thousand, respectively, of cash collateral received from third parties against short-term and long-term risk 
management assets and $3.4 million and $6.4 million, respectively, of cash collateral paid to third parties against 
short-term and long-term risk management liabilities. 

The following tables represent the gross fair value impact of KPCo's derivative activity on the Balance Sheets as of 
December 3 1,2010 and 2009: 

Fair Value of Derivative Instruments 
December 31,2010 

Risk Management 
Contracts Hedging Contracts 

Interest 
Commodity Other (a) 

Balance Sheet Location Commodity (a) (4 Rate (a) (b) Total -- 
(in thousands) 

Current Risk Management Assets $ 60,231 $ 418 $ - $ (51,952) $ 8,697 " 
Long-term Risk Management Assets 16,978 148 (9,096) 8,030 
Total Assets 77,209 566 (61,048) 16,727 

Current Risk Management Liabilities 59,107 490 (53,638) 5,959 
L.ong-term Risk Management Liabilities 13,265 146 (11,108) 2,303 
Total Liabilities 72,372 636 (64,746) 8,262 

Total MTM Derivative Contract Net 

- 

Assets (Liabilities) $ 4,837 $ (70) $ - $ 3,698 $ 8,465 

Fair Value of Derivative Instruments 
December 31,2009 

Risk Management 
Contracts Hedging Contracts - 

Interest 
Commodity Other (a) 

Balance Sheet Location Commodity (a) (4 Rate (a) (b) Total 
(in thousands) 

Current Risk Management Assets $ 66,858 $ 748 $ - $ (53,919) $ 13,687 
Long-term Risk Management Assets 26,57 1 - (17,073) 9,498 

Current Risk Management Liabilities 62,216 1,024 (58,050) 5,190 

Total Assets 93,429 748 (70,992) 23,185 

L,ong-term Risk Management Liabilities 23,879 16 (19,794) 4,101 
Total Liabilities 86,095 1,040 (77,844) 9,291 

Total MTM Derivative Contract Net 
Assets (Liabilities) $ 7,334 $ (292) $ - $ 6,852 $ 13,894 

(a) Derivative instruments within these categories are reported gross. These instruments are subject to master netting 
agreements and are presented on the Balance Sheets on a net basis in accordance with the accounting guidance for 
"Derivatives and Hedging." 

(b) Amounts represent counterparty netting of risk management and hedging contracts, associated cash collateral in 
accordance with the accounting guidance for "Derivatives and Hedging" and dedesignated risk management contracts. 

37 



The table below presents KPCo’s activity of derivative risk management contracts for the years ended December 31, 
20 10 and 2009: 

Amount of Gain (Loss) Recognized on 
Risk Management Contracts 

Years Ended December 31,2010 and 2009 

Location of Gain (Loss) 2010 2009 
(in thousands) 

Electric Generation, Transmission and 
Distribution Revenues $ 10,188 $ 20,402 

Sales to AEP Affiliates (1,272) (2,162) 
Regulatory Assets (a) (93) 
Regulatory Liabilities (a) - (2,170) (2,719) 
Total Gain on Risk Management Contracts $ 6,653 $ 15,521 

(a) Represents realized and unrealized gains and losses subject to regulatory accounting treatment 
recorded as either current or non-current on the balance sheet. 

Certain qualifying derivative instruments have been designated as normal purchase or normal sale contracts, as 
provided in the accounting guidance for “Derivatives and Hedging.” Derivative contracts that have been designated 
as normal purchases or normal sales under that accounting guidance are not subject to MTM accounting treatment 
and are recognized on the Statements of Income on an accrual basis. 

KPCo’s accounting for the changes in the fair value of a derivative instrument depends on whether it qualifies for 
and has been designated as part of a hedging relationship and further, on the type of hedging relationship. 
Depending on the exposure, management designates a hedging instrument as a fair value hedge or a cash flow 
hedge. 

For contracts that have not been designated as part of a hedging relationship, the accounting for changes in fair 
value depends on whether the derivative instrument is held for trading purposes. Realized gains and losses on 
derivative instruments held for trading purposes are included in revenues on a net basis on KPCo’s Statements of 
Income. Realized gains and losses on derivative instruments not held for trading purposes are included in revenues 
or expenses on KPCo’s Statements of Income depending on the relevant facts and circumstances. Unrealized and 
some realized gains and losses for both trading and non-trading derivative instruments are recorded as regulatory 
assets (for losses) or regulatory liabilities (for gains), in accordance with the accounting guidance for “Regulated 
Operations.” 

Accounting for Fair Value Hedging Strategies 

For fair value hedges (i.e. hedging the exposure to changes in the fair value of an asset, liability or an identified 
portion thereof attributable to a particular risk), the gain or loss on the derivative instrument as well as the offsetting 
gain or loss on the hedged item associated with the hedged risk affects Net Income during the period of change. 

KPCo records realized and unrealized gains or losses on interest rate swaps that qualify for fair value hedge 
accounting treatment and any offsetting changes in the fair value of the debt being hedged in Interest Expense on 
KPCo’s Statements of Income. During 2010, 2009 and 2008, KPCo did not employ any fair value hedging 
strategies. 

Accounting for Cash Flow Hedging Strategies 

For cash flow hedges (Le. hedging the exposure to variability in expected future cash flows that is attributable to a 
particular risk), KPCo initially reports the effective portion of the gain or loss on the derivative instrument as a 
component of Accumulated Other Comprehensive Income (Loss) on the Balance Sheets until the period the hedged 
item affects Net Income. KPCo records hedge ineffectiveness as a regulatory asset (for losses) or a regulatory 
liability (for gains). 
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Realized gains and losses on derivative contracts for the purchase and sale of power, coal, natural gas and heating 
oil and gasoline designated as cash flow hedges are included in Revenues, Fuel and Other Consumables Used for 
Electric Generation or Purchased Electricity for Resale on KPCo’s Statements of Income, or in Regulatory Assets or 
Regulatory Liabilities on KPCo’s Balance Sheets, depending on the specific nature of the risk being hedged. 
During 2010 and 2009, KPCo designated commodity derivatives as cash flow hedges. 

KPCo reclassifies gains and losses on financial fuel derivative contracts designated as cash flow hedges from 
Accumulated Other Comprehensive Income (Loss) on its Balance Sheets into Other Operation expense, 
Maintenance expense or Depreciation and Amortization expense, as it relates to capital projects, on the Statements 
of Income. During 2010 and 2009, KPCo designated cash flow hedging strategies for forecasted fuel purchases. 

KPCo reclassifies gains and losses on interest rate derivative hedges related to debt financings from Accumulated 
Other Comprehensive Income (Loss) into Interest Expense in those periods in which hedged interest payments 
occur. During 2010,2009 and 2008, KPCo did not employ any cash flow hedging strategies for interest rates. 

The accumulated gains or losses related to foreign currency hedges are reclassified from Accumulated Other 
Comprehensive Income (Loss) on KPCo’ s Balance Sheets into Depreciation and Amortization expense on the 
Statements of Income over the depreciable lives of the fixed assets that were designated as the hedged items in 
qualifying foreign currency hedging relationships. During 2010, 2009 and 2008, KPCo did not employ any foreign 
currency hedging strategies. 

During 20 10, 2009 and 2008, hedge ineffectiveness was immaterial or nonexistent for all hedge strategies disclosed 
above. 
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The following tables provide details on designated, effective cash flow hedges included in AOCI on KPCo’s 
Balance Sheets and the reasons for changes in cash flow hedges for the years ended December 31, 2010 and 2009. 
All amounts in the following table are presented net of related income taxes. 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
Year Ended December 31,2010 

Balance in AOCI as of December 31,2009 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income StatemenVwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Purchased Electricity for Resale 
Other Operation Expense 
Maintenance Expense 
Interest Expense 
Property, Plant and Equipment 

Balance in AOCI as of December 31,2010 

Commodity - Interest Rate Total 
(in thousands) 

$ (138) $ (463) $ (601) 
(294) (294) 

Total Accumulated Other Comprehensive Income (Loss) Activity for Cash Flow Hedges 
Year Ended December 31,2009 

Balance in AOCI as of December 31,2008 
Changes in Fair Value Recognized in AOCI 
Amount of (Gain) or Loss Reclassified from AOCI 

to Income Statemenuwithin Balance Sheet: 
Electric Generation, Transmission and Distribution Revenues 
Fuel and Other Consumables Used for Electric Generation 
Purchased Electricity for Resale 
Interest Expense 
Property, Plant and Equipment 

Balance in AOCI as of December 31,2009 

Commodity Interest Rate Total 
(in thousands) 

$ 584 $ (52.5) $ 59 
(152) (152) 

(1,564) (1,564) 
(23) (23) 

1,032 1,032 
62 62 

(15) - (15) 
$ (138) $ (463) $ (601) 

During 2008, KPCo reclassified $320 thousand of gains from AOCI to net income. 
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Cash flow hedges included in Accumulated Other Comprehensive Income (Loss) on KPCo’s Balance Sheets at 
December 31,2010 and 2009 were: 

Impact of Cash Flow Hedges on the Balance Sheet 
December 31,2010 

Hedging Assets (a) 
Hedging Liabilities (a) 
AOCI Loss Net of Tax 

Portion Expected to be Reclassified to Net 
Income During the Next Twelve Months 

Commodity Interest Rate 
(in thousands) 

$ 81 $ 
(151) 
(48) (403) 

Impact of Cash Flow Hedges on the Balance Sheet 
December 31,2009 

Hedging Assets (a) 
Hedging Liabilities (a) 
AOCI Loss Net of Tax 

Portion Expected to be Reclassified to Net 
Income During the Next Twelve Months 

Commodity Interest Rate 
(in thousands) 

$ 422 $ 
(714) 
(138) (463) 

Total 

$ 81 
(151) 
(45 1) 

Total 

(a) Hedging Assets and Hedging Liabilities are included in Risk Management Assets and Liabilities on 
KPCo’s Balance Sheets. 

The actual amounts that KPCo reclassifies from Accumulated Other Comprehensive Income (Loss) to Net Income 
can differ from the estimate above due to market price changes. As of December 3 1, 2010, the maximum length of 
time that KPCo is hedging (with contracts sub,ject to the accounting guidance for “Derivatives and Hedging”) 
exposure to variability in future cash flows related to forecasted transactions is 41 months. 

Credit Risk 

AEPSC, on behalf of KPCo, limits credit risk in KPCo’s wholesale marketing and trading activities by assessing the 
creditworthiness of potential counterparties before entering into transactions with them and continuing to evaluate 
their creditworthiness on an ongoing basis. AEPSC, on behalf of KPCo, uses Moody’s, Standard and Poor’s and 
current market-based qualitative and quantitative data as well as financial statements to assess the financial health of 
counterparties on an ongoing basis. 

AEPSC, on behalf of KPCo, uses standardized master agreements which may include collateral requirements. 
These master agreements facilitate the netting of cash flows associated with a single counterparty. Cash, letters of 
credit and parentalhffiliate guarantees may be obtained as security from counterparties in order to mitigate credit 
risk. The collateral agreements require a counterparty to post cash or letters of credit in the event an exposure 
exceeds the established threshold. The threshold represents an unsecured credit limit which may be supported by a 
parentalhffiliate guaranty, as determined in accordance with AEP’s credit policy. In addition, collateral agreements 
allow for termination and liquidation of all positions in the event of a failure or inability to post collateral. 
Collateral Triggering Events 

Under the tariffs of the RTOs and Independent System Operators (ISOs) and a limited number of derivative and 
non-derivative contracts primarily related to competitive retail auction loads, KPCo is obligated to post an additional 
amount of collateral if certain credit ratings decline below investment grade. The amount of collateral required 
fluctuates based on market prices and total exposure. On an ongoing basis, AEP’s risk management organization 
assesses the appropriateness of these collateral triggering items in contracts. Management does not anticipate a 
downgrade below investment grade. The following table represents: (a) the aggregate fair value of such derivative 
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contracts, (b) the amount of collateral KPCo would have been required to post for all derivative and non-derivative 
contracts if the credit ratings had declined below investment grade and (c) how much was attributable to RTO and 
IS0 activities as of December 31,2010 and 2009: 

Liabilities for Derivative Contracts with Credit Downgrade Triggers 
Amount of Collateral KPCo Would Have Been Required to Post 
Amount Attributable to RTO and IS0 Activities 

December 31, 

(in thousands) 
$ 1,368 $ 449 

2,614 1,699 
2,608 1,601 

2009 - 2010 

In addition, a majority of KPCo’s non-exchange traded commodity contracts contain cross-default provisions that, if 
triggered, would permit the counterparty to declare a default and require settlement of the outstanding payable. 
These cross-default provisions could be triggered if there was a non-performance event under outstanding debt in 
excess of $SO million. On an ongoing basis, AEP’s risk management organization assesses the appropriateness of 
these cross-default provisions in the contracts. Management does not anticipate a non-performance event under 
these provisions. The following table represents: (a) the fair value of these derivative liabilities subject to cross- 
default provisions prior to consideration of contractual netting arrangements, (b) the amount this exposure has been 
reduced by cash collateral posted by KPCo and (c) if a cross-default provision would have been triggered, the 
settlement amount that would be required after considering KPCo’s contractual netting arrangements as of 
December 3 1,2010 and 2009: 

December 31, 
2010 2009 

(in thousands) 
- 

Liabilities for Contracts with Cross Default Provisions Prior to Contractual 

Amount of Cash Collateral Posted 
Additional Settlement Liability if Cross Default Provision is Triggered 

Netting Arrangements $ 15,930 $ 31,215 
1,376 628 
4,926 6,537 

8. FAIR VALUE MEASUREMENTS 

Fair Value Measurements of Long-terin Debt 

The fair values of L,ong-term Debt are based on quoted market prices, without credit enhancements, for the same or 
similar issues and the current interest rates offered for instruments with similar maturities. These instruments are 
not marked-to-market. The estimates presented are not necessarily indicative of the amounts that could be realized 
in a current market exchange. 

The book values and fair values of KPCo’s Long-term Debt as of December 31, 2010 and 2009 are summarized in 
the following table: 

December 31, 
2010 2009 

Book Value Fair Value Book Value Fair Value 
(in thousands) 

Long-term Debt $ 548,888 $ 628,623 $ 548,722 $ 599,909 

Fair Value Measureineiits of Financial Assets and Liabilities 

For a discussion of fair value accounting and the classification of assets and liabilities within the fair value 
hierarchy, see the “Fair Value Measurements of Assets and Liabilities” section of Note 1. 
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The following tables set forth, by level within the fair value hierarchy, KPCo’s financial assets and liabilities that 
were accounted for at fair value on a recurring basis as of December 31, 2010 and 2009. As required by the 
accounting guidance for “Fair Value Measurements and Disclosures,” financial assets and liabilities are classified in 
their entirety based on the lowest level of input that is significant to the fair value measurement. Management’s 
assessment of the significance of a particular input to the fair value measurement requires ,judgment and may affect 
the valuation of fair value assets and liabilities and their placement within the fair value hierarchy levels. There 
have not been any significant changes in management’s valuation techniques. 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
December 31,2010 

Assets: 
Level 1 Level 2 Level 3 Other Total 

(in thousands) 

Risk Management Assets 
Risk Management Commodity Contracts (a) (c) $ 350 $ 73,753 $ 2,862 $ (61,018) $ 15,947 
Cash Flow Hedges: 

Commodity Hedges (a) 549 (468) 81 
Dedesignated Risk Management Contracts (b) 699 699 
Total Risk Management Assets $ 350 $ 74,302 $ 2,862 $ (60,787) $ 16,727 

Liabilities: 

Risk Management Liabilities 
Risk Management Commodity Contracts (a) (c) $ 343 $ 69,996 $ 1,789 $ (64,017) $ 8,111 
Cash Flow Hedges: 

Total Risk Management Liabilities 
Commodity Hedges (a) (468) 151 

$ 343 $ 70.615 $ 1.789 $ 164.485) $ 8.262 
-- 619 

Assets and Liabilities Measured at Fair Value on a Recurring Basis 
December 31,2009 

Assets: 
Level 1 Level 2 Level 3 Other Total 

(in thousands) 

Risk Management Assets 
Risk Management Commodity Contracts (a) $ 472 $ 90,327 $ 2,592 $ (72,387) $ 21,004 
Cash Flow Hedges: 

Commodity Hedges (a) 748 (326) 422 
1,759 1,759 

Total Risk Management Assets $ 472 $ 91,071 $ 2,592- $ (70,954) $ 23,185 
Dedesignated Risk Management Contracts (b) -- 

Liabilities: 

Risk Management Liabilities 
Risk Management Commodity Contracts (a) $ 533 $ 84,831 $ 693 $ (78,030) $ 8,027 
Cash Flow Hedges: 

DETM Assignment (d) 
Total Risk Management Liabilities 

Commodity Hedges (a) 1,040 (326) 7 14 
550 550 

$ 533 $ 85,871 $ 693 $ (77,806) $ 9,291 
-- ~- 

Amounts in “Other” column primarily represent counterparty netting of risk management and hedging contracts and 
associated cash collateral under the accounting guidance for “Derivatives and Hedging.” 
Represents contracts that were originally MTM but were subsequently elected as normal under the accounting guidance 
for “Derivatives and Hedging.” At the time of the normal election, the MTM value was frozen and no longer fair valued. 
This MTM value will be amortized into revenues over the remaining life of the contracts. 
Substantially comprised of power contracts. 
See “Natural Gas Contracts with DETM’ section of Note 12. 
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There have been no transfers between L,evel 1 and Level 2 during the year ended December 31,2010. 

The  following tables set forth a reconciliation of changes in the fair value of net trading derivatives and other 
investments classified as L,evel 3 in the fair value hierarchy: 

Year Ended December 31,2010 

Balance as of December 31,2009 
Realized Gain (Loss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (L,oss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (Losses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers into L,evel 3 (d) (h) 
Transfers out of L.evel3 (e) (h) 
Changes in Fair Value Allocated to Regulated Jurisdictions (8) 
Balance as of December 31,2010 

Relating to Assets Still Held at the Reporting Date (a) 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ 1,899 

361 

2,360 
$ 1,073 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
Year Ended December 31,2009 

Balance as of December 31,2008 
Realized Gain (L,oss) Included in Net Income (or Changes in Net Assets) (a) (b) 
Unrealized Gain (Loss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (L.osses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements (c) 
Transfers in and/or out of Level 3 (0 

$ 

Relating to Assets Still Held at the Reporting Date (a) 

Changes in Fair Value Allocated to Regulated Jurisdictions (8) 
Balance as of December 31,2009 

Year Ended December 31,2008 

Balance as of December 31,2007 
Realized (Gain) Loss Included in Net Income (or Changes in Net Assets) (a) 
IJnrealized Gain (Loss) Included in Net Income (or Changes in Net Assets) 

Realized and Unrealized Gains (L.osses) Included in Other Comprehensive Income 
Purchases, Issuances and Settlements 
Transfers in and/or out of Level 3 (f) 
Changes in Fair Value Allocated to Regulated Jurisdictions (g) 
Balance as of December 31,2008 

Relating to Assets Still Held at the Reporting Date (a) 

1,690 
$ 1.899 

Net Risk Management 
Assets (Liabilities) 

(in thousands) 
$ (157) 

95 

(192) 
1.967 

Included in revenues on KF’Co’s Statements of Income. 
Represents the change in fair value between the beginning of the reporting period and the settlement of the risk 
management commodity contract. 
Represents the settlement of risk management commodity contracts for the reporting period. 
Represents existing assets or liabilities that were previously categorized as Level 2. 
Represents existing assets or liabilities that were previously categorized as L.evel 3. 
Represents existing assets or liabilities that were either previously categorized as a higher level for which the 
inputs to the model became unobservable or assets and liabilities that were previously classified as L,evel 3 for 
which the lowest significant input became observable during the period. 
Relates to the net gains (losses) of those contracts that are not reflected on KPCo’s Statements of Income. These 
net gains (losses) are recorded as regulatory assets/Iiabilities. 
Transfers are recognized based on their value at the beginning of the reporting period that the transfer occurred. 
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9. INCOME TAXES 

The details of income taxes as reported are as follows: 

Years Ended December 31, 
2010 2009 2008 

(in thousands) 
Income Tax Expense (Credit): 

Current $ 17,767 $ (40,140) $ 4,674 
Deferred 1,075 50,612 4,097 
Deferred Investment Tax Credits (704) (822) (875) 

Total Income Taxes $ 18,138 $ 9,650 $ 7,896 

The following is a reconciliation of the difference between the amount of federal income taxes computed by 
multiplying book income before income taxes by the federal statutory rate and the amount of income taxes reported. 

Net Income 
Income Taxes 
Pretax Income 

Years Ended December 31, 
2010 2009 2008 

(in thousands) 
$ 35,282 $ 23,936 $ 24,531 

18,138 9,650 7,896 
$ 53,420 $ 33,586 $ 32,427 

Income Taxes on Pretax Income at Statutory Rate (35%) $ 18,697 $ 11,755 $ 1 1,349 
Increase (Decrease) in Income Taxes resulting from the following items: 

Depreciation 1,479 2,256 1,169 
AFUDC (720) (626) (872) 
Removal Costs (1,364) (1,465) ( 4 1  10) 
Investment Tax Credits, Net (704) (822) (875) 
State and Local Income Taxes 2,069 (2,938) 1,072 
Other 

Total Income Taxes 
- (1,319) 1,490 163 
$ 18.138 $ 9.650 $ 7.896 

Effective Income Tax Rate 34.0 % 28.7 % 24.4 % 

The following table shows elements of the net deferred tax liability and significant temporary differences: 

Deferred Tax Assets 
Deferred Tax Liabilities 
Net Deferred Tax Liabilities 

Property-Related Temporary Differences 
Amounts Due from Customers for Future Federal Income Taxes 
Deferred State Income Taxes 
Deferred Income Taxes on Other Comprehensive Loss 
Accrued Pensions 
Regulatory Assets 
All Other, Net 
Net Deferred Tax Liabilities 

December 31, 
2010 2009 

(in thousands) 
$ 29,149 $ 29,427 

- 

(351,734) (341,896) 
$ (322,585) $ (3 12,469) 

$ (239,361) 
(28,545) 
(41,855) 

243 
9,285 

(23,129) 
777 

$ (322,585) 

$ (234,969) 
(27,057) 
(36,564) 

324 
9,994 

(22,694) 
- (1,503) 

$ (3 12,469) 
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KPCo joins in the filing of a consolidated federal income tax return with its affiliates in the AEP System. The 
allocation of the AEP System’s current consolidated federal income tax to the AEP System companies allocates the 
benefit of current tax losses to the AEP System companies giving rise to such losses in determining their current tax 
expense. The tax benefit of the Parent is allocated to its subsidiaries with taxable income. With the exception of the 
loss of the Parent, the method of allocation reflects a separate return result for each company in the consolidated 
group. 

KPCo and other AEP subsidiaries are no longer subject to U.S. federal examination for years before 2001. KPCo 
and other AEP subsidiaries have completed the exam for the years 2001 through 2006 and have issues that are being 
pursued at the appeals level. The years 2007 and 2008 are currently under examination. Although the outcome of 
tax audits is uncertain, in management’s opinion, adequate provisions for federal income taxes have been made for 
potential liabilities resulting from such matters. In addition, KPCo accrues interest on these uncertain tax positions. 
Management is not aware of any issues for open tax years that upon final resolution are expected to have a material 
adverse effect on net income. 

KPCo, along with other AEP subsidiaries, files income tax returns in various state and local ,jurisdictions. These 
taxing authorities routinely examine the tax returns and KPCo and other AEP subsidiaries are currently under 
examination in several state and local ,jurisdictions. Management believes that previously filed tax returns have 
positions that may be challenged by these tax authorities. However, management believes that adequate provisions 
for income taxes have been made for potential liabilities resulting from such challenges and that the ultimate 
resolution of these audits will not materially impact net income. With few exceptions, KPCo is no longer subject to 
state or local income tax examinations by tax authorities for years before 2000. 

KPCo sustained federal, state and local net income tax operating losses in 2009 driven primarily by bonus 
depreciation, a change in tax accounting method related to units of property and other book versus tax temporary 
differences. As a result, KPCo accrued current federal, state and local income tax benefits in 2009. KPCo realized 
the federal cash flow in 2010 as there was sufficient capacity in prior periods to carry the consolidated federal net 
operating loss back. Most of KPCo’s state and local jurisdictions do not provide for a net operating loss carry back. 
However it is anticipated that future taxable income will be sufficient to realize the tax benefit. As such, 
management has determined that a valuation allowance is unnecessary. 

KPCo recognizes interest accruals related to uncertain tax positions in interest income or expense as applicable, and 
penalties in Other Operation in accordance with the accounting guidance for “Income Taxes.” 

The following table shows amounts reported for interest expense, interest income and reversal of prior period 
interest expense: 

Year Ended December 31, 
2010 2009 2008 

(in thousands) 
-- 

Interest Expense $ 439 $ 1,113 $ 303 
Interest Income 1,863 
Reversal of Prior Period Interest Expense 3 20 39 

The following table shows balances for amounts accrued for the receipt of interest and the payment of interest and 
penalties: 

December 31, 

(in thousands) 
- 2010 2009 

Accrual for Receipt of Interest $ 475 $ 416 
Accrual for Payment of Interest and Penalties 566 722 
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The reconciliation of the beginning and ending amount of unrecognized tax benefits is as follows: 

Balance at January 1, 
Increase - Tax Positions Taken During a Prior Period 
Decrease - Tax Positions Taken During a Prior Period 
Increase - Tax Positions Taken During the Current Year 
Decrease - Tax Positions Taken During the Current Year 
Increase - Settlements with Taxing Authorities 
Decrease - Settlements with Taxing Authorities 
Decrease - Lapse of the Applicable Statute of L,imitations 
Balance at December 31, 

2010 

$ 2,553 
970 
(97) 

(202) 

(513) 

$ 2,711 

2009 
(in thousands) 

$ 3,345 
2,178 

(2,757) 

2008 

$ 2,205 

(113) 
1,301 
(144) 

96 

$ 3,345 

The total amount of unrecognized tax benefits that, if recognized, would affect the effective tax rate is $184 
thousand, $528 thousand and $881 thousand for 2010, 2009 and 2008, respectively. Management believes there 
will be no significant net increase or decrease in unrecognized tax benefits within 12 months of the reporting date. 

Federal Tax L,egislatioii 

The Economic Stimulus Act of 2008 provided enhanced expensing provisions for certain assets placed in service in 
2008 and a SO% bonus depreciation provision similar to the one in effect in 2003 through 2004 for assets placed in 
service in 2008. The enacted provisions did not have a material impact on KPCo’s net income or financial 
condition, but provided a cash flow benefit of approximately $10 million. 

The Patient Protection and Affordable Care Act and the related Health Care and Education Reconciliation Act 
(Health Care Acts) were enacted in March 2010. The Health Care Acts amend tax rules so that the portion of 
employer health care costs that are reimbursed by the Medicare Part D prescription drug subsidy will no longer be 
deductible by the employer for federal income tax purposes effective for years beginning after December 3 1, 2012. 
Because of the loss of the future tax deduction, a reduction in the deferred tax asset related to the nondeductible 
OPEB liabilities accrued to date was recorded by KPCo in March 2010. This reduction, which was offset by 
recording net tax regulatory assets, did not materially affect KPCO’S net income, cash flows or financial condition 
for the year ended December 3 1,2010. 

The Small Business Jobs Act (the Act) was enacted in September 2010. Included in the Act was a one-year 
extension of the SO% bonus depreciation provision. The Tax Relief, Unemployment Insurance Reauthorization and 
the Job Creation Act of 2010 extended the life of research and development, employment and several energy tax 
credits originally scheduled to expire at the end of 2010. In addition, the Act extended the time for claiming bonus 
depreciation and increased the deduction to 100% for part of 2010 and 201 1. The enacted provisions will not have a 
material impact on KPCo’s net income or financial condition but had a favorable impact on cash flows of 
approximately $8 million in 2010. 

The American Recovery and Reinvestment Tax Act of 2009 provided for several new grant programs and expanded 
tax credits and an extension of the SO% bonus depreciation provision enacted in the Economic Stimulus Act of 
2008. The enacted provisions did not have a material impact on KPCo’s net income or financial condition. 
However, the bonus depreciation contributed to AEP’s 2009 federal net operating tax loss and resulted in a 2010 
cash flow benefit to KPCo of approximately $20 million. 

State Tax Legislation 

Michigan Senate Bill 0094 (MBT Act), effective January 1, 2008, provided a comprehensive restructuring of 
Michigan’s principal business tax. The law replaced the Michigan Single Business Tax. The MBT Act is composed 
of a new tax which will be calculated based upon two components: (a) a business income tax (BIT) imposed at a 
rate of 4.95% and (b) a modified gross receipts tax (GRT) imposed at a rate of 0.80%, which will collectively be 
referred to as the BIT/GRT tax calculation. The law also includes significant credits for engaging in Michigan- 
based activity. 
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In March 2008, legislation was signed providing for, among other things, a reduction in the West Virginia corporate 
income tax rate from 8.75% to 8.5% beginning in 2009. The corporate income tax rate could also be reduced to 
7.75% in 2012 and 7% in 2013 contingent upon the state government achieving certain minimum levels of shortfall 
reserve funds. Management has evaluated the impact of the law change and the application of the law change will 
not materially impact KPCo’s net income, cash flows or financial condition. 

10. LEASES 

Leases of property, plant and equipment are for periods up to 20 years and require payments of related property 
taxes, maintenance and operating costs. The majority of the leases have purchase or renewal options and will be 
renewed or replaced by other leases. 

Lease rentals for both operating and capital leases are generally charged to Other Operation and Maintenance 
expense in accordance with rate-making treatment for regulated operations. The components of rental costs are as 
follows: 

Years Ended December 31, 

(in thousands) 
Lease Rental Costs 2010 2009 2008 

Net Lease Expense on Operating L,eases $ 836 $ 1,948 $ 2,250 
Amortization of Capital Leases 1,673 746 97 1 
Interest on Capital Leases 
Total Lease Rental Costs 

304 53 102 
$ 2,813 $ 2,747 $ 3,323 

The following table shows the property, plant and equipment under capital leases and related obligations recorded 
on KPCo’s Balance Sheets. Capital lease obligations are included in Other Current Liabilities and Deferred Credits 
and Other Noncurrent Liabilities on ISPCo’s Balance Sheets. 

December 31, 
2010 2009 

(in thousands) 
-. 
Generation $ 683 $ SO4 
Other Property, Plant and Equipment 6,5 11 2,876 
Total Property, Plant and Equipment IJnder Capital Leases 7,194 3,380 
Accumulated Amortization 1,781 1,627 

Property, Plant and Equipment Under Capital Leases 

Net Property, Plant and Equipment Under Capital Leases $ 5,413 $ 1,753 

Obligations Under Capital Leases 
Noncurrent Liabilitv $ 3,569 $ 1,113 
Liability Due Within One Year 
Total Obligations Under Capital Leases 

1,844 640 
$ 5,413 $ 1,753 
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Future minimum lease payments consisted of the following at December 31, 2010: 

Noncancelable 
Future Minimum Lease Payments Capital Leases Operating Leases 

201 1 $ 2,088 $ 79 1 
2012 1,533 77 1 
2013 1,284 728 
2014 35 1 529 
201s 300 3 99 

(in thousands) 

Later Years 
Total Future Minimum Lease Payments 

472 896 
$ 6,028 $ 4,114 

615 
Estimated Present Value of Future Minimum Lease Payments $ 5,413 
L,ess Estimated Interest Element - 

Master Lease Agreeinerits 

KPCo leases certain equipment under master lease agreements. In December 2010, management signed a new 
master lease agreement with GE Capital Commercial Inc. (GE) to replace existing operating and capital leases with 
GE. These assets were included in existing master lease agreements that were to be terminated in 2011 since GE 
exercised the termination provision related to these leases in 2008. Certain assets were not included in the 
refinancing, but the assets will be purchased or refinanced in 201 1. In addition, certain operating leases that were 
previously under lease with GE are now recorded as capital leases after the refinancing. The amounts refinanced for 
KPCo are as follows: 

KPCo 
(in thousands) 

Leases Refinanced with GE - 
Operating Lease to Operating L.ease $ 3,246 
Capital Lease to Capital Lease 314 
Operating Lease to Capital Lease 1,142 

These obligations are included in the future minimum lease payments schedule earlier in this note. 

For equipment under the GE master lease agreements, the lessor is guaranteed receipt of up to 84% of the 
unamortized balance of the equipment at the end of the lease term. If the fair value of the leased equipment is below 
the unamortized balance at the end of the lease term, KPCo is committed to pay the difference between the fair 
value and the unamortized balance, with the total guarantee not to exceed 84% of the unamortized balance. For 
equipment under other master lease agreements, the lessor is guaranteed a residual value up to a stated percentage of 
either the unamortized balance or the equipment cost at the end of the lease term. If the actual fair value of the 
leased equipment is below the guaranteed residual value at the end of the lease term, KPCo is committed to pay the 
difference between the actual fair value and the residual value guarantee. At December 31, 2010, the maximum 
potential loss for these lease agreements was approximately $481 thousand ($3 12 thousand net of tax) assuming the 
fair value of the equipment is zero at the end of the lease term. Historically, at the end of the lease term the fair 
value has been in excess of the unamortized balance. 

49 



11. FINANCING ACTIVITIES 

Long-term Debt 

There are certain limitations on establishing liens against KPCO’S assets under its indentures. None of the long-term 
debt obligations of KPCo have been guaranteed or secured by AEP or any of its affiliates. 

The following details long-term debt outstanding as of December 31, 2010 and 2009: 

Weighted 
Average 

Interest rate at 
December 31, 

- Type of Debt Maturity 2010 

Senior Unsecured Notes 2017-2039 6.40% 

Unamortized Discount (net) 
Total Long-term Debt Outstanding 
1,ess Portion Due Within One Year 
Long-term Portion 

Notes Payable - Affiliated 2015 5.25% 

Interest Rate Ranges at 

2010 2009 2010 2009 

5.625%-8.13% 5.625%-8.13% $ 530,000 $ 530,000 

Outstanding at 
December 31, December 31, 

(in thousands) 

5.25% 5.25% 20,000 20,000 
(1,112) (1,278) 

548,888 548,722 

$ 548,888 $ 548,722 

L,ong-term debt outstanding at December 31, 2010 is payable as follows: 

After 
2011 2012 2013 2014 2015 2015 Total 

(in thousands) 
- -- --. 

Principal Amount $ - $  - $  - $  - $ 20,000 $ 530,000 $ 550,000 
Unamortized Discount (1,112) 
Total Long-term Debt 

Outstanding $ 548,888 

Dividend Restrictions 

Federal Power Act 

The Federal Power Act prohibits KPCo from participating “in the making or paying of any dividends of such public 
utility from any funds properly included in capital account.” The term “capital account” is not defined in the 
Federal Power Act or its regulations. Management understands “capital account” to mean the par value of the 
common stock multiplied by the number of shares outstanding. This restriction does not limit the ability of KPCo to 
pay dividends out of retained earnings. 

L,everage Restrictions 

Pursuant to credit agreement leverage restrictions, at December 31, 2010, none of the retained earnings of KPCo 
have restrictions related to the payment of dividends. 
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Utility Money Pool - AEP System 

The AEP System uses a corporate borrowing program to meet the short-term borrowing needs of its subsidiaries. 
The corporate borrowing program includes a Utility Money Pool, which funds the utility subsidiaries. The AEP 
System Utility Money Pool operates in accordance with the terms and conditions approved in a regulatory order. 
The amount of outstanding loins (borrowings) to/from the Utility Money Pool as of December 31, 2010 and 2009 is 
included in Advances to/from Affiliates on KPCo’s balance sheets. KPCo’s TJtility Money Pool activity and 
corresponding authorized borrowing limits for the years ended December 31, 2010 and 2009 are described in the 
following table: 

Loans 
Maximum Maximum Average Average (Borrowings) Authorized 

Borrowings Loans Borrowings Loans to/from Utility Short-Term 
from Utility to Utility from Utility to Utility Money Pool as of Borrowing 
Money Pool Money Pool Money Pool Money Pool December 31, , Limit 

(in thousands) 
Year - - ~  

2010 $ 18,963 $ 69,599 $ 5,857 $ 25,995 $ 67,060 $ 250,000 
2009 174,108 19,775 113,764 7,589 (485) 250,000 

Maximum, minimum and average interest rates for funds either borrowed from or loaned to the IJtility Money Pool 
for the years ended December 31,2010,2009 and 2008 are summarized in the following table: 

Maximum Minimum Maximum Minimum Average Average 
Interest Rates Interest Rates Interest Rates Interest Rates Interest Rates Interest Rates 

for Funds for Funds for Funds for Funds for Funds for Funds 
Borrowed Borrowed Loaned Loaned Borrowed Loaned 

Year Ended from Utility from Utility to Utility to IJtility from lJtiiity to Utility 
December 31, Money Pool Money Pool Money Pool Money Pool Money Pool Money Pool 
2010 0.55 % 0.09 % 0.53 % 0.09 % 0.38 % 0.31 % 
2009 
2008 

2.28 % 0.18 % 0.63 % 0.15 % 1.33 % 0.35 % 
5.47 % 2.28 % - %  - %  3.42 % - %  

Interest expense and interest income related to the Utility Money Pool are included in Interest Expense and Interest 
Income, respectively, on KPCo’s Statements of Income. For amounts borrowed from and advanced to the IJtility 
Money Pool, KPCo incurred the following amounts of interest expense and earned the following amounts of interest 
income, respectively, for the years ended December 31, 2010,2009 and 2008: 

Years Ended December 31, 
2010 2009 2008 

(in thousands) 
Interest Expense $ 10 $ 983 $ 1,893 
Interest Income 49 18 

Credit Facilities 

In June 2010, KPCo and certain other companies in the AEP System reduced a $627 million credit agreement that 
matures in April 2011 to $478 million. Under the facility, letters of credit may be issued. As of December 31, 
2010, there were no outstanding amounts for KPCo under the facility. 

Sale of Receivables - AEP Credit 

Under a sale of receivables arrangement, KPCo sells, without recourse, certain of its customer accounts receivable 
and accrued unbilled revenue balances to AEP Credit and is charged a fee based on AEP Credit’s financing costs, 
administrative costs and uncollectible accounts experience for KPCo’s receivables. The costs of customer accounts 
receivable sold are reported in Other Operation on KPCo’s income statement. KPCo manages and services its 
accounts receivable sold. 

51 



In July 2010, AEP Credit renewed its receivables securitization agreement. The agreement provides a commitment 
of $750 million from bank conduits to purchase receivables. A commitment of $375 million expires in July 201 1 
and the remaining commitment of $375 million expires in July 2013. 

KPCo’ s amount of accounts receivable and accrued unbilled revenues sold under the sale of receivables agreement 
was $63 million, $41 million and $56 million as of December 31,2010,2009 and 2008, respectively. 

The fees paid by KPCo to AEP Credit for customer accounts receivable sold were $2 million, $2 million and $3 
million for the years ended December 31,2010,2009 and 2008, respectively. 

KPCo’s proceeds on the sale of receivables to AEP Credit were $548 million, $500 million and $485 million as of 
December 31,2010,2009 and 2008, respectively. 

12. RELATED PARTY TRANSACTIONS 

For other related party transactions, also see “Utility Money Pool - AEP System” and “Sale of Receivables - AEP 
Credit” sections of Note 11. 

AEP Power Pool 

APCo, CSPCo, I&M, KPCo and OPCo are parties to the Interconnection Agreement, dated July 6, 1951, as 
amended, defining how they share the costs and benefits associated with their generating plants. This sharing is 
based upon each company’s MLR, which is calculated monthly on the basis of each company’s maximum peak 
demand in relation to the sum of the maximum peak demands of all five companies during the preceding 12 months. 
In December 2010, each AEP Power Pool member gave notice to AEPSC and the other AEP Power Pool members 
of its decision to terminate the Interconnection Agreement effective January 2014 or such other date approved by 
the FERC. It is unknown at this time what will replace the Interconnection Agreement. In addition, since 1995, 
APCo, CSPCo, I&M, KETO and OPCo have been parties to the AEP System Interim Allowance Agreement, which 
provides, among other things, for the transfer of SO2 allowances associated with the transactions under the 
Interconnection Agreement. 

Power, gas and risk management activities are conducted by AEPSC and profits and losses are allocated under the 
SIA to AEP Power Pool members, PSO and SWEPCo. Risk management activities involve the purchase and sale of 
electricity and gas under physical forward contracts at fixed and variable prices. In addition, the risk management 
of electricity, and to a lesser extent gas contracts, includes exchange traded futures and options and OTC options 
and swaps. The majority of these transactions represent physical forward contracts in the AEP System’s traditional 
marketing area and are typically settled by entering into offsetting contracts. In addition, AEPSC enters into 
transactions for the purchase and sale of electricity and gas options, futures and swaps, and for the forward purchase 
and sale of electricity outside of the AEP System’s traditional marketing area. 

CS W Operating Agreement 

PSO, SWEPCo and AEPSC are parties to a Restated and Amended Operating Agreement originally dated as of 
January 1, 1997 (CSW Operating Agreement), which was approved by the FERC. The CSW Operating Agreement 
requires PSO and SWEPCo to maintain adequate annual planning reserve margins and requires that capacity in 
excess of the required margins be made available for sale to other operating companies as capacity commitments. 
Parties are compensated for energy delivered to recipients based upon the deliverer’s incremental cost plus a portion 
of the recipient’s savings realized by the purchaser that avoids the use of more costly alternatives. Revenues and 
costs arising from third party sales are generally shared based on the amount of energy PSO or SWEPCo contributes 
that is sold to third parties. 
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System Integration Agreement (SZA) 

The SIA provides for the integration and coordination of AEP East companies’ and AEP West companies’ zones. 
This includes joint dispatch of generation within the AEP System and the distribution, between the two zones, of 
costs and benefits associated with the transfers of power between the two zones (including sales to third parties and 
risk management and trading activities). The SIA is designed to function as an umbrella agreement in addition to 
the Interconnection Agreement and the CSW Operating Agreement, each of which controls the distribution of costs 
and benefits within a zone. 

Power generated, allocated or provided under the Interconnection Agreement or CSW Operating Agreement is 
primarily sold to customers at rates approved by the public utility commission in the jurisdiction of sale. 

Under both the Interconnection Agreement and CSW Operating Agreement, power generated that is not needed to 
serve the AEP System’s native load is sold in the wholesale market by AEPSC on behalf of the generating 
subsidiary. 

Affiliated Reverzzies and Purchases 

The following table shows the revenues derived from sales to the pools, direct sales to affiliates, natural gas 
contracts with AEPES and other revenues for the years ended December 31,2010,2009 and 2008: 

Years Ended December 31, 

(in thousands) 
Related Party Revenues 2010 2009 2008 

Sales to AEP Power Pool $ 57,777 $ 64,074 $ 62,642 
Direct Sales to West Affiliates 71 1 454 3,521 
Direct Sales to Transmission Companies 
Natural Gas Contracts with AEPES (435) (1,823) (133) 
Other Revenues 1,215 (92) 219 
Total Affiliated Revenues $ 60,005 $ 62,613 $ 66,249 

737 

The following table shows the purchased power expense incurred from purchases from the pools and affiliates for 
the years ended December 3 1,20  10,2009 and 2008: 

Years Ended December 31, 

(in thousands) 
-. Related Party Purchases 2010 2009 2008 

Purchases from AEP Power Pool $ 107,199 $ 96,284 $ 127,669 
Direct Purchases from West Affiliates 169 305 454 
Purchases from AEGCo 101,032 101,731 106,256 
Total Purchases $ 208,400 $ 198,320 $ 234,379 

The above summarized related party revenues and expenses are reported as Sales to AEP Affiliates and Purchased 
Electricity from AEP Affiliates on KPCO’S Statements of Income. 

System Transrnissioii Ziztegratioiz Agreement 

AEP’ s System Transmission Integration Agreement provides for the integration and coordination of the planning, 
operation and maintenance of the transmission facilities of AEP East companies’ and AEP West companies’ zones. 
Similar to the SL4, the System Transmission Integration Agreement functions as an umbrella agreement in addition 
to the Transmission Agreement (TA) and the Transmission Coordination Agreement (TCA). The System 
Transmission Integration Agreement contains two service schedules that govern: 

The allocation of transmission costs and revenues and 
The allocation of third-party transmission costs and revenues and AEP System dispatch costs. 
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The System Transmission Integration Agreement anticipates that additional service schedules may be added as 
circumstances warrant. 

APCo, CSPCo, I&M, KPCo and OPCo are parties to the TA, dated April 1, 1984, as amended, defining how they 
share the costs associated with their relative ownership of the extra-high-voltage transmission system (facilities 
rated 345 kV and above) and certain facilities operated at lower voltages (138 kV and above). Like the 
Interconnection Agreement, this sharing is based upon each company’s ML,R. The FERC approved a new TA 
effective November 2010. The impacts of the new TA will be phased-in for retail rates, adds KGPCo and WPCo as 
parties to the agreement and changes the allocation method. 

KPCo’s net credits as allocated under the TA during the years ended December 31, 2010, 2009 and 2008 were $8 
million, $9 million and $2 million, respectively, and were recorded in Other Operation expense on KPCo’s 
Statements of Income. 

PSO, SWEPCo, TCC, TNC and AEPSC are parties to the TCA, originally dated January 1, 1997, as amended. The 
TCA has been approved by the FERC and establishes a coordinating committee, which is charged with overseeing 
the coordinated planning of the transmission facilities of the AEP West companies. 

Natural Gas Contracts with DETM 

In 2003, AEPES assigned to AEPSC, as agent for the AEP East companies, approximately $97 million (negative 
value) associated with its natural gas contracts with DETM. The assignment was executed in order to consolidate 
DETM positions within AEP. Beginning in 2007, PSO and SWEPCo were allocated a portion of the DETM 
assignment based on the SIA methodology of sharing trading and marketing margins between the AEP East 
companies, PSO and SWEPCo. Concurrently, in order to ensure that there would be no financial impact to the AEP 
East companies, PSO or S W P C o  as a result of the assignment, AEPES and AEPSC entered into agreements 
requiring AEPES to reimburse AEPSC for any related cash settlements and all income related to the assigned 
contracts. The agreement between AEPSC and AEPES ended December 31,2010, coinciding with the settlement of 
the remaining DETM contracts. KPCo’s risk management liabilities related to DETM at December 31, 2009 was 
$5.50 thousand. 

Fuel Agreement between OPCo and AEPES 

OPCo and National Power Cooperative, Inc (NPC) have an agreement whereby OPCo operates a 500 MW gas plant 
owned by NPC (Mone Plant). AEPES entered into a fuel management agreement with OPCo and NPC to manage 
and procure fuel for the Mone Plant. The gas purchased by AEPES and used in generation is first sold to OPCo 
then allocated to the AEP East companies, who have an agreement to purchase 100% of the available generating 
capacity from the plant through May 2012. KPCo’s related purchases of gas managed by AEPES were $195 
thousand, $88 thousand and $257 thousand for the years ended December 31, 2010, 2009 and 2008, respectively. 
These purchases are reflected in Purchased Electricity for Resale on KPCo’s Statements of Income. 

Unit Power Agreements (UPA) 

A UPA between AEGCo and I&M (the I&M Power Agreement) provides for the sale by AEGCo to I&M of all the 
power (and the energy associated therewith) available to AEGCo at the Rockport Plant unless it is sold to another 
utility. I&M is obligated, whether or not power is available from AEGCo, to pay as a demand charge for the right to 
receive such power (and as an energy charge for any associated energy taken by I&M) net of amounts received by 
AEGCo from any other sources, sufficient to enable AEGCo to pay all its operating and other expenses, including a 
rate of return on the common equity of AEGCo as approved by the FERC. The I&M Power Agreement will 
continue in effect until the expiration of the lease term of XJnit 2 of the Rockport Plant unless extended in specified 
circumstances. 

Pursuant to an assignment between I&M and KPCo and a UPA between KPCo and AEGCo, AEGCo sells KPCo 
30% of the power (and the energy associated therewith) available to AEGCo from both units of the Rockport Plant. 
KPCo pays to AEGCo in consideration for the right to receive such power the same amounts which I&,M would 
have paid AEGCo under the terms of the I&M Power Agreement for such entitlement. The KPCo UPA ends in 
December 2022. 
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I&M Barging, Urea Transloadirtg and Other Services 

I&M provides barging, urea transloading and other transportation services to affiliates. Urea is a chemical used to 
control NO, emissions at certain generation plants in the AEP System. KPCo recorded costs of $133 thousand, 
$112 thousand and $9 thousand in 2010, 2009 and 2008, respectively, for urea transloading provided by I&M. 
These costs were recorded as fuel expense or other operation expense. 

Central Machine Shop 

APCo operates a facility which repairs and rebuilds specialized components for the generation plants across the 
AEP System. APCo defers on its balance sheet the cost of performing the services, then transfers the cost to the 
affiliate for reimbursement. KPCo recorded these billings as capital or maintenance expense depending on the 
nature of the services received. These billings are recoverable from customers. KPCo’s billed amounts were $368 
thousand, $358 thousand and $1.2 million for the years ended December 3 1,2010,2009 and 2008, respectively. 

Affiliate Coal Purclzases 

In 2008, OPCo entered into contracts to sell excess coal purchases to certain AEP subsidiaries through 2010. 
KPCo’s purchases are reflected in Sales to AEP Affiliates on its Statements of Income. KPCo’s realized and 
unrealized losses recorded for the years ended December 31, 2010, 2009 and 2008 were $837 thousand, $340 
thousand and $36 thousand, respectively. 

Affiliate Railcar Agreement 

KPCo has an agreement providing for the use its of affiliates’ leased or owned railcars when available. The 
agreement specifies that the company using the railcar will be billed, at cost, by the company furnishing the railcar. 
KPCo recorded these costs in Fuel on its Balance Sheets and such costs are recoverable from customers. The 
following table shows the net effect of the railcar agreement on KPCo’s Balance Sheets: 

December 31, 

(in thousands) 
2009 - ~ .  Billing Company 2010 

APCO $ 399 $ 669 
OPCo 245 13 

AEP Power Pool Purchases froin OVEC 

Beginning in 2006, the AEP Power Pool began purchasing power from OVEC as part of wholesale marketing and 
risk management activity. These purchases are reflected in Electric Generation, Transmission and Distribution 
revenues in KPCo’s Statements of Income. The agreement ended in December 2008. KPCo recorded $4 million for 
the year ended December 3 1,2008. 

In January 2010, the AEP Power Pool began purchasing power from OVEC to serve off-system sales and retail sales 
through June 2010. Purchases serving off-system sales are reported net as a reduction in Electric Generation, 
Transmission and Distribution revenues and purchases serving retail sales are reported in Purchased Electricity for 
Resale expenses on KPCo’s Statement of Income. KPCo recorded $1.4 million in revenue and $743 thousand in 
expense for the year ended December 3 1,2010. 
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Sales and Purchases of Property 

KPCo had affiliated sales and purchases of electric property individually amounting to $100 thousand or more for 
the years ended December 31,2010,2009 and 2008 as shown in the following table: 

Years Ended December 31, 

(in thousands) 
2008 -- Companies 2010 2009 

APCo to KpCo $ 209 $ - $  
CSP to Kpco 4.33 
I&M to KPCo 444 
OPCo to Kpco 527 

In addition, KPCo had aggregate affiliated sales and purchases of meters and transformers for the years ended 
December 31, 2010, 2009 and 2008 as shown in the following table: 

APCo CSPCo I&M KGPCo OPCo PSO S W P C o  TCC WPCo Total ----------- 
Sales (in thousands) 
2010 $ 3 6 4 $  9 $  6 $  2 3 s  8 3 $  - $  2 $  - $ - $ 487 
2009 5 05 23 64 I 133 3 8 I 744 
2008 354 1 1  16 6 121 2 33 543 

Purchases 
2010 139 7 139 3 288 
2009 161 50 87 26 3 24 
2008 I12 IS 95 222 

The amounts above are recorded in Property, Plant and Equipment. Transfers are recorded at cost. 

Global Borrowiitg Notes 

AEP has an intercompany note in place with KPCo. The debt is reflected in Long-term Debt - Affiliated on 
KPCo’s Balance Sheets. KPCo accrues interest for its share of the global borrowing and remits the interest to AEP. 
The accrued interest is reflected in Accrued Interest on KPCO’S Balance Sheets. KPCo participates in the global 
borrowing arrangement. 

Intercompany Billings 

KPCo performs certain utility services for other AEP subsidiaries when necessary or practical. The costs of these 
services are billed on a direct-charge basis, whenever possible, or on reasonable bases of proration for services that 
benefit multiple companies. The billings for services are made at cost and include no compensation for the use of 
equity capital. Billings are capitalized or expensed depending on the nature of the services rendered. 

Variable Interest Entities 

The accounting guidance for “Variable Interest Entities” is a consolidation model that considers if a company has a 
controlling financial interest in a VIE. A controlling financial interest will have both (a) the power to direct the 
activities of a VIE that most significantly irnpact the VIE’S economic performance and (b) the obligation to absorb 
losses of the VIE that could potentially be significant to the VIE or the right to receive benefits from the VIE that 
could potentially be significant to the VIE. Entities are required to consolidate a VIE when it is determined that they 
have a controlling financial interest in a VIEi and therefore, are the primary beneficiary of that VIE, as defined by 
the accounting guidance for “Variable Interest Entities.” In determining whether KPCo is the primary beneficiary of 
a VIE, management considers factors such as equity at risk, the amount of the VIE’S variability KPCo absorbs, 
guarantees of indebtedness, voting rights including kick-out rights, power to direct the VIE and other factors. 
Management believes that significant assumptions and ,judgments were applied consistently. There have been no 
changes to the reporting of V E s  in the financial statements where it is concluded that KPCo is the primary 
beneficiary. In addition, KPCo has not provided financial or other support to any VIE that was not previously 
contractually required. 
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AEPSC provides certain managerial and professional services to KPCo and other subsidiaries. AEP is the sole 
equity owner of AEPSC. AEP management controls the activities of AEPSC. The costs of the services are based 
on a direct charge or on a prorated basis and billed to KPCo and other subsidiaries at AEPSC's cost. KPCo and 
other subsidiaries have not provided financial or other support outside the reimbursement of costs for services 
rendered. AEPSC finances its operations through cost reimbursement from other AEP subsidiaries. There are no 
other terms or arrangements between AEPSC and KPCo and other subsidiaries that could require additional 
financial support from KPCo and other subsidiaries or expose them to losses outside of the normal course of 
business. AEPSC and its billings are sub,ject to regulation by the FERC. KPCo and other subsidiaries are exposed 
to losses to the extent they cannot recover the costs of AEPSC through their normal business operations. KPCo is 
considered to have a significant interest in AEPSC due to its activity in AEPSC's cost reimbursement structure. 
However, KPCo does not have control over AEPSC. AEPSC is consolidated by AEP. In the event AEPSC would 
require financing or other support outside the cost reimbursement billings, this financing would be provided by 
AEP. Total billings from AEPSC for the years ended December 31, 2010, 2009 and 2008 were $37 million, $34 
million and $46 million, respectively. The carrying amount of liabilities associated with AEPSC for the years ended 
December 31, 2010 and 2009 were $3 million and $4 million, respectively. Management estimates the maximum 
exposure of loss to be equal to the amount of such liability. 

AEGCo, a wholly-owned subsidiary of AEP, is consolidated by AEP. AEGCo owns a 50% ownership interest in 
Rockport Plant Unit 1 and leases a 50% interest in Rockport Plant Unit 2. AEGCo sells all the output from the 
Rockport Plant to I&M and KPCo. AEP guarantees all the debt obligations of AEGCo. KPCo is considered to have 
a significant interest in AEGCo due to its transactions. KPCo is exposed to losses to the extent it cannot recover the 
costs of AEGCo through its normal business operations. Due to AEP management's control over AEGCo, KPCo is 
not considered the primary beneficiary of AEGCo. In the event AEGCo would require financing or other support 
outside the billings to KPCo, this financing would be provided by AEP. Total billings from AEGCo for the years 
ended December 31, 2010, 2009 and 2008 were $101 million, $102 million and $106 million, respectively. The 
carrying amount of liabilities associated with AEGCo for the years ended December 31, 2010 and 2009 was $10 
million and $9 million, respectively. Management estimates the maximum exposure of loss to be equal to the 
amount of such liability. 
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13. PROPERTY, PLANT AND EOUIPMENT 

Depreciation 

KPCo provides for depreciation of Property, Plant and Equipment on a straight-line basis over the estimated useful 
lives of property, generally using composite rates by functional class. The following table provides the annual 
composite depreciation rates by functional class: 

2010 Regulated Nonregulated 
Annual Annual 

Functional Property, Composite Property, Composite 
Class of Plant and Accumulated Depreciation Depreciable Plant and Accumulated Depreciation Depreciable 
- Property Equipment Depreciation __ Rate Life Ranges Equipment Depreciation Rate 

(in thousands) (in years) (in thousands) (in years) 
Generation $ 553,589 $ 200,199 3.8% 40-50 $ - $  
Transmission 444,303 148,466 1.7% 25-75 
Distribution 590,606 171,092 3.5% 11-75 
CWIP 34,093 (880) N.M. N.M. 
Other 58,282 ___ 23,371 8.3% N M. 5,700 195 N.M. N.M. 
Total $ 1,680,873 $ 542,248 $ 5,700 $ 195 

2009 Regulated Nonregulated 
Annual Annual 

Functional Property, Composite Property, Composite 
Class of Plant and Accumulated Depreciation Depreciable Plant and Accumulated Depreciation Depreciable 

Property -Equipment Depreciation Rate Life Ranges Equipment Depreciation Rate 
(in thousands) (in years) (in thousands) (in years) 

Generation $ 547,378 $ 190,020 3.8% 40-50 $ - $  
Transmission 438,775 142,966 1.7% 25-75 
Distribution 569,389 156,181 3.4% 1 1-75 
C W  28,409 (3,767) N.M. N.M. 
Other - 53,504 23,218 9.7% N.M. 5,498 188 N.M. N.M. 
Total $ 1,637,455 $ 508,618 $ 5,498 $ 188 

- 2008 Regulated 
Annual Composite 

Depreciation Depreciable 
Functional Class of Property Rate ,___ 

(in years) 
Generation 3.5% 40-50 
Transmission 1.6% 25-75 
Distribution 3.4% 11-75 
C W P  N.M. N.M. 
Other 8.1% N.M. 

N.M. Not Meaningful 

Nonregulated 
Annual Composite 

Depreciation Depreciable 
Rate Life Ranges 

(in years) 

N.M N.M 

The composite depreciation rate generally includes a component for nonasset retirement obligation (non-ARO) 
removal costs, which is credited to Accumulated Depreciation and Amortization. Actual removal costs incurred are 
charged to Accumulated Depreciation and Amortization. Any excess of accrued non-ARO removal costs over actual 
removal costs incurred is reclassified from Accumulated Depreciation and Amortization and reflected as a 
regulatory liability. 
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Asset Retiremelit Obligations (ARO) 

KPCo records ARO in accordance with the accounting guidance for “Asset Retirement and Environmental 
Obligations” for the retirement of asbestos removal. KPCo has identified, but not recognized, ARO liabilities 
related to electric transmission and distribution assets, as a result of certain easements on property on which assets 
are owned. Generally, such easements are perpetual and require only the retirement and removal of assets upon the 
cessation of the property’s use. The retirement obligation is not estimable for such easements since KPCo plans to 
use its facilities indefinitely. The retirement obligation would only be recognized if and when KPCo abandons or 
ceases the use of specific easements, which is not expected. 

The following is a reconciliation of the 2010 and 2009 aggregate carrying amounts of ARO for KPCo: 

Revisions in 
ARO at Accretion Liabilities Liabilities Cash Flow ARO at 

(in thousands) 
Year January 1, Expense Incurred Settled Estimates December 31, 

2010 $ 3,506 $ 292 $ 823 $ (435) $ - $  4,186 
2009 3,275 297 (66) 3,506 

Allowance for  Funds Used During Construction (AFUDC) 

KPCo’s amounts of allowance for borrowed and equity funds used during construction are summarized in the 
following table: 

Years Ended December 31, 
2010 2009 2008 

(in thousands) 
Allowance for Equity Funds Used During Construction $ 768 $ 391 $ 1,012 
Allowance for Borrowed Funds Used During Construction 5 94 394 1,701 

14. COST REDUCTION INITIATIVES 

In April 2010, management began initiatives to decrease both labor and non-labor expenses with a goal of achieving 
significant reductions in operation and maintenance expenses. A total of 2,461 positions were eliminated across the 
AEP System as a result of process improvements, streamlined organizational designs and other efficiencies. Most 
of the affected employees terminated employment on May 31,2010. The severance program provides two weeks of 
base pay for every year of service along with other severance benefits. 

KPCo recorded a charge to expense in 2010 primarily related to the headcount reduction initiatives. Management 
does not expect additional costs to be incurred reIated to this initiative. 

Expense Remaining 
Allocation from Balance at 

AEPSC Incurred Settled Adjustments December 31,2010 
(in thousands) 

$ 3,481 $ 8,175 $ 12,001 $ 1,363 $ 1,018 

These costs relate primarily to severance benefits. 
Statements of Income and Other Current Liabilities on the Balance Sheets. 

They are included primarily in Other Operation on the 
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15. UNAUDITED QUARTERLY FINANCIAL INFORMATION 

In management's opinion, the unaudited quarterly information reflects all normal and recurring accruals and 
adjustments necessary for a fair presentation of the results of operations for interim periods. Quarterly results are 
not necessarily indicative of a full year's operations because of various factors. KPCo's unaudited quarterly 
financial information is as follows: 

2010 Quarterly Periods Ended 

(in thousands) 
March 31 June 30 September 30 December 31 

Total Revenues $ 173,918 $ 136,972 $ 189,417 (b) $ 183,365 (b) 
Operating Income (Loss) 24,680 (2,83 33,326 (b) 33,680 (b) 
Net Income (L.oss) 9,491 (7,045) (a) 15,945 (b) 16,891 (b) 

2009 Quarterly Periods Ended 

(in thousands) 
March 31 June 30 September 2 December 31 

Total Revenues $ 178,433 $ 155,099 $ 152,153 $ 146,841 
Operating Income 20,053 18,144 10,923 17,669 
Net Income 9,454 6,208 1,309 6,965 

(a) See Note 14 for discussion of expenses related to cost reduction initiatives recorded in the second quarter 

(b) See "Kentucky Base Rate Filing" section of Note 2 for discussion of new base rates in effect. 
of 2010. 

There were no significant events in 2009. 

60 



@I1 2-0125-fed-forecast copy.pdf 



u; 
hl 

!i w .. 
a 
d, 
0 
0 

hl 



Figure 1 I Central tendencies and ranges of economic projections, 2012-14 and over the longer run 
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Explanation of Economic Projections Charts 

The charts show actual values and projections for three economic variables: 
Change in Real Gross Domestic Product (GDP)---as measured from the 
fourth quarter of die previous year to the fourth quarter of the year 
indcated, witli values plotted at tlie end of each year. 
Unemployment Rate-the average c i d a n  unemployment rate in the 
fourth quarter of each year, witli values plotted at the end of each year. 

e PCE Inflation-as measured by the change in tlie personal consumption 
expendhues (PCE) price index from tlie fourth quarter of the previous 
year to die fourth quarter of the year indcated, cvitli values plotted at the 
end of each year. 

Information for these variables is shown for each year from 2007 to 2014, and 
for the longer run. 

The solid line, labeled p actual,^' shows the htstorical values for each variable.’ 

The lightly shaded areas represent the ranges of the projections of 
policymakers. The bottom of the range for each variable is tlie lowest of all of 
the projections for that year or period. Likewise, the top of the range is the 
hghest of all of the projections for that year or period. 

The dark shaded areas represent the central tendency, w h c h  is a narrower 
version of the range that excludes the three hghest  and three lowest 
projections for each variable in each year or period. 

The longer-run projections, ~ v h c l i  are shown on tlie far right side of the charts, 
are the rates of growth, unemployment, and inflation to w h c h  a policymaker 
expects the economy to converge over time-maybe in five or six years-in 
the absence of further shocks and under appropriate monetary policy. Because 
appropriate monetary policy, by definition, is aimed at acheving the Federal 
Reserve’s dual mandate of maximum employment and p i k e  stabiltty in the 
longer run, policymakers’ longer-run projections for economic growth and 
unemployment may be interpreted, respectively, as estimates of the economy’s 
normal or trend rate of growth and its normal unemployment rate over the 
longer run. Sindarly, the longer-run projections of inflation are for the rate of 
inflation that each policymaker judges to be most consistent with the Federal 
Reserve’s dual mandate in the longer term. 

Actual fourth-quarter 201 1 values for the change in real GDP and for PCE inflation have not yet been 
published by the Bureau of Economic Analysis; the plotted values of these variables for 201 1 are the 
median estimates taken from the Federal Reserve Bank of New York’s January survey of primary dealers. 
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Explanation of Policy Path Charts 

These charts are based on policymakers’ projections of the appropriate path for the 
FOMC’s target federal funds rate. The target funds rate is measured as the level of 
the target rate at the end of the calendar year or in die longer ixn. Appropriate 
monetary policy, by defmition, is the future path of policy that each participant deems 
most Uely to foster outcomes for economic activity and inflation that best satisfy 1;s 
or her inteipxtation of the Federal Reseive’s dual objectives of maximum 
employment and stable prices. 

0 In the umer panel, the shaded bars represent the number of FOMC 
participants who project that the initial increase in the target federal funds rate 
(from its current range of 0 to ‘/a percent) would appropriately occur in the 
specified calendar year. 
In the lower Danel, the dots represent indwidual policymakers’ projections of 
the appropriate federal funds rate target at the end of each of the next several 
years and in the longer iun. Each dot in that chart represents one 
policymaker’s projection. Please note that for purposes of tlvs chart the 
responses are rounded to the nearest ‘/a percent, with the exception that 
values below 137.5 basis points are rounded to ‘/4 percent. 

These projections of the timing of the initial increase of the target federal funds rate 
and the path of the target federal funds rate are the ones that policymakers view as 
compatible with their indwidual economic projections. 
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GL,OSSARU OF TERMS 

The following abbreviations or acronyms used in this Form 10-K are defined below: 

Abbreviation or Acronym 
AECC 
AEGCo 
AEP or parent 
AEP East companies 
AEP Power Pool 
AEP River Operations 

AEPSC 

AEP System or the System 

AEP West companies 
AEP Utilities 

AFUDC 

AL,J 
APCo 
APSC 
Buckeye 
CAA 
CAAA 
ccs 
CERCLA 
coz 
Cook Plant 

CSPCo 
csw 
CSW Operating Agreement 

DOE 
DP&L 
Duke Ohio 
EMF 
EPA 
EPACT 
ERCOT 
ESP 
ETEC 
FERC 
FPA 
I&M 
IGCC 

Definition 
Arkansas Electric Cooperative Corporation, an unaffiliated corporation 
AEP Generating Company, an electric utility subsidiary of AEP 
American Electric Power Company, Inc. 
APCo, CSPCo, I&M, KPCo and OPCo 
APCo, CSPCo, I&M, KPCo and OPCo, as parties to the Interconnection Agreement 
AEP’ s inland river transportation subsidiary, AEP River Operations LLC (formerly 

AEP MEMCO L,LC), operating primarily on the Ohio, Illinois, and lower 
Mississippi rivers 

American Electric Power Service Corporation, a service company subsidiary of 
AEP 

The American Electric Power System, an integrated electric utility system, owned 
and operated by AEP’s electric utility subsidiaries 

PSO, SWEPCo, TCC and TNC 
AEP Utilities, Inc., a subsidiary of AEP, formerly, Central and South West 

Corporation 
Allowance for funds used during construction (the net cost of borrowed funds, and a 

reasonable rate of return on other funds, used for construction under regulatory 
accounting) 

Administrative law judge 
Appalachian Power Company, a public utility subsidiary of AEP 
Arkansas Public Service Commission 
Buckeye Power, Inc., an unaffiliated corporation 
Clean Air Act 
Clean Air Act Amendments of 1990 
Carbon capture and storage technology 
Comprehensive Environmental Response, Compensation and Liability Act of 1980 
Carbon dioxide and other greenhouse gases 
The Donald C. Cook Nuclear Plant, owned by I&M, and located near Bridgman, 

Columbus Southern Power Company, a public utility subsidiary of AEP 
Central and South West Corporation, a public utility holding company that merged 

with AEP in June 2000. 
Agreement, dated January 1, 1997, as amended, originally by and among PSO, 

SWEPCo, TCC and TNC, currently by and between PSO and SWEPCo governing 
generating capacity allocation, energy pricing, and revenues and costs of third 
party sales. AEPSC acts as the agent for the parties. 

Michigan 

United States Department of Energy 
The Dayton Power and Light Company, an unaffiliated utility company 
Duke Energy Ohio, Inc. 
Electric and Magnetic Fields 
United States Environmental Protection Agency 
The Energy Policy Act of 2005 
Electric Reliability Council of Texas 
Electric Security Plans, filed with the PUCO, pursuant to the Ohio Amendments 
East Texas Electric Cooperative 
Federal Energy Regulatory Commission 
Federal Power Act 
Indiana Michigan Power Company, a public utility subsidiary of AEP 
Integrated Gasification Combined Cycle 
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IURC 
KgPCo 
KPCo 
KPSC 
Lawrenceburg Plant 

LLWPA 
LPSC 
MIS 0 
Moody’ s 
MW 
NO, 
NPC 
NRC 
NSR Consent Decree 

OASIS 
OATT 
occ 
Ohio Act 
Ohio Amendments 

OPCo 
oss 
OVEC 

PJM 
PM 
Power Pool 

PS 0 
PUCO 
PUCT 
RCRA 
REP 
Rockport Plant 

ROE 
RTO 
SEC 
S&P 
SOL 
SPP 
SWEPCo 
TA 

Abbreviation or Acronym Definition 
Interconnection Agreement Agreement, dated July 6, 1951, as amended, by and among APCo, CSPCo, I&M, 

KPCo and OPCo, defining the sharing of costs and benefits associated with their 
respective generating plants 

Indiana Utility Regulatory Commission 
Kingsport Power Company, a public utility subsidiary of AEP 
Kentucky Power Company, a public utility subsidiary of AEP 
Kentucky Public Service Commission 
A 1,146 M W  gas-fired unit owned by AEGCo and located near Lawrenceburg, 

Low-Level Waste Policy Act of 1980 
Louisiana Public Service Commission 
Midwest Independent Transmission System Operator 
Moody’s Investors Service, Inc. 
Megawatt 
Nitrogen oxide 
National Power Cooperatives, Inc., an unaffiliated corporation 
Nuclear Regulatory Cornmission 
The 2007 settlement with the Federal EPA, the United States Department of Justice, 

certain states and special interest groups that ended the litigation which had 
alleged that APCo, CSPCo, I&,M and OPCo violated the new source review 
requirements of the CAA. 

Indiana 

Open Access Same-time Information System 
Open Access Transmission Tariff, filed with FERC 
Corporation Commission of the State of Oklahoma 
Ohio electric restructuring legislation 
Amendments to the Ohio Act adopted in April 2008 which required electric utilities 

to adjust their rates by filing an ESP with the PUCO 
Ohio Power Company, a public utility subsidiary of AEP 
Off-system sales 
Ohio Valley Electric Corporation, an electric utility company in which AEP and 

PJM Interconnection, L,.L.C., a regional transmission organization 
Particulate Matter 
The pooled generation resources of AEP East companies established under the 

Public Service Company of Oklahoma, a public utility subsidiary of AEP 
Public {Jtilities Commission of Ohio 
Public Utility Commission of Texas 
Resource Conservation and Recovery Act of 1976, as amended 
Texas retail electricity provider 
A generating plant owned and partly leased by AEGCo and I&M (two 1,300 MW, 

Return on Equity 
Regional Transmission Organization 
Securities and Exchange Commission 
Standard & Poor’s Ratings Service 
Sulfur dioxide 
Southwest Power Pool 
Southwestern Electric Power Company, a public utility subsidiary of AEP 
Transmission Agreement dated April 1, 1984 by and among APCo, CSPCo, E&M, 

KPCo, KgPCo, OPCo and WPCo, which allocates costs and benefits in 
connection with the operation of transmission assets 

CSPCo together own a 43.47% equity interest 

Interconnection Agreement 

coal-fired) located near Rockport, Indiana 
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Abbreviation or Acronym Definition 
TCA Transmission Coordination Agreement dated January 1, 1997, restated and 

TCC 

Texas Act 
TNC 

TVA 
vscc 
WPCO 
WVPSC 

amended, as approved by FERC in 2002, by and among, PSO, SWEPCo, TNC 
and AEPSC, in connection with the operation of the transmission assets of the 
three public utility subsidiaries 

AEP Texas Central Company, formerly Central Power and Light Company, a public 
utility subsidiary of AEP 

Texas electric restructuring legislation 
AEP Texas North Company, formerly West Texas Utilities Company, a public 

utility subsidiary of AEP 
Tennessee Valley Authority 
Virginia State Corporation Commission 
Wheeling Power Company, a public utility subsidiary of AEP 
West Virginia Public Service Commission 

... 
111 



FORWARD-LOOKING INFORMATION 

This report made by the registrants contains forward-looking statements within the meaning of Section 2 1E of the 
Securities Exchange Act of 1934. Many forward-looking statements appear in “Item 7-Management’s Financial 
Discussion and Analysis,” but there are others throughout this document, which may be identified by words such as 
“expect,” “anticipate,” “intend,” ‘‘plan,’’ “believe,” “will,” “shouId,” “could,” “would,” “project,” “continue,” and 
similar expressions, and include statements reflecting future results or guidance and statements of outlook. These 
matters are sub,ject to risks and uncertainties such as those below and as further described in our Risk Factors that 
could cause actual results to differ materially from those prqjected. Forward-looking statements in this document 
speak only as of the date of this document. Except to the extent required by applicable law, we undertake no 
obligation to update or revise any forward-looking statement. Among the factors that could cause actual results to 
differ materially from those in the forward-looking statements are: 

0 

0 

0 

0 

0 

0 

0 

e 

0 

0 

0 

0 

0 

0 

0 

0 

e 

0 

0 

0 

0 
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The economic climate and growth in, or contraction within, our service territory and changes in market 
demand and demographic patterns. 
Inflationary or deflationary interest rate trends. 
Volatility in the financial markets, particularly developments affecting the availability of capital on 
reasonable terms and developments impairing our ability to finance new capital projects and refinance 
existing debt at attractive rates. 
The availability and cost of funds to finance working capital and capital needs, particularly during periods 
when the time lag between incurring costs and recovery is long and the costs are material. 
Electric load, customer growth and the impact of retail competition, particularly in Ohio. 
Weather conditions, including storms, and our ability to recover significant storm restoration costs through 
applicable rate mechanisms. 
Available sources and costs of, and transportation for, fuels and the creditworthiness and performance of 
fuel suppliers and transporters. 
Availability of necessary generating capacity and the performance of our generating plants. 
Our ability to resolve I&M’s Donald C. Cook Nuclear Plant Unit 1 restoration and outage-related issues 
through warranty, insurance and the regulatory process. 
Our ability to recover regulatory assets and stranded costs in connection with deregulation. 
Our ability to recover increases in fuel and other energy costs through regulated or competitive electric 
rates. 
Our ability to build or acquire generating capacity, including the Turk Plant, and transmission line 
facilities (including our ability to obtain any necessary regulatory approvals and permits) when needed at 
acceptable prices and terms and to recover those costs (including the costs of projects that are cancelled) 
through applicable rate cases or competitive rates. 
New legislation, litigation and government regulation, including oversight of energy commodity trading 
and new or heightened requirements for reduced emissions of sulfur, nitrogen, mercury, carbon, soot or 
particulate matter and other substances or additional regulation of fly ash and similar combustion products 
that could impact the continued operation and cost recovery of our plants. 
Timing and resolution of pending and future rate cases, negotiations and other regulatory decisions 
(including rate or other recovery of new investments in generation, distribution and transmission service 
and environmental compliance). 
Resolution of litigation. 
Our ability to constrain operation and maintenance costs. 
Our ability to develop and execute a strategy based on a view regarding prices of electricity, natural gas 
and other energy-related commodities. 
Changes in the creditworthiness of the counterparties with whom we have contractual arrangements, 
including participants in the energy trading market. 
Actions of rating agencies, including changes in the ratings of debt. 
Volatility and changes in markets for electricity, natural gas, coal, nuclear fuel and other energy-related 
commodities. 
Changes in utility regulation, including the implementation of ESPs and related regulation in Ohio and the 
allocation of costs within regional transmission organizations, including PJM and SPP. 
Accounting pronouncements periodically issued by accounting standard-setting bodies. 
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e The impact of volatility in the capital markets on the value of the investments held by our pension, other 
postretirement benefit plans, captive insurance entity and nuclear decommissioning trust and the impact 
on future funding requirements. 
Prices and demand for power that we generate and sell at wholesale. 
Changes in technology, particularly with respect to new, developing or alternative sources of generation. 
Other risks and unforeseen events, including wars, the effects of terrorism (including increased security 
costs), embargoes, cyber security threats and other catastrophic events. 
Our ability to recover through rates or prices any remaining unrecovered investment in generating units 
that may be retired before the end of their previously projected useful lives. 

0 

0 

0 
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PART I 

TEM 1. BUSINESS 

GENERAL 
OVERVZE WAND DESCRZPTZON OF SUBSZDZARIES 

AEP was incorporated under the laws of the State of New York in 1906 and reorganized in 192.5. It is a 
public utility holding company that owns, directly or indirectly, all of the outstanding common stock of its public 
utility subsidiaries and varying percentages of other subsidiaries. 

The service areas of AEP’s public utility subsidiaries cover portions of the states of Arkansas, Indiana, 
Kentucky, Louisiana, Michigan, Ohio, Oklahoma, Tennessee, Texas, Virginia and West Virginia. The generating 
and transmission facilities of AEP’s public utility subsidiaries are interconnected and their operations are 
coordinated. Transmission networks are interconnected with extensive distribution facilities in the territories served. 
The public utility subsidiaries of AEP have traditionally provided electric service, consisting of generation, 
transmission and distribution, on an integrated basis to their retail customers. Restructuring legislation in Michigan, 
Ohio, and the ERCOT area of Texas has caused AEP public utility subsidiaries in those states to unbundle 
previously integrated regulated rates for their retail customers. 

The AEP System is an integrated electric utility system. As a result, the member companies of the AEP 
System have contractual, financial and other business relationships with the other member companies, such as 
participation in the AEP System savings and retirement plans and tax returns, sales of electricity and transportation 
and handling of fuel. The companies of the AEP System also obtain certain accounting, administrative, information 
systems, engineering, financial, legal, maintenance and other services at cost from a common provider, AEPSC. 

At December 31, 2010, the subsidiaries of AEP had a total of 18,712 employees. Because it is a holding 
company rather than an operating company, AEP has no employees. The public utility subsidiaries of AEP are: 

APCo (organized in Virginia in 1926) is engaged in the generation, transmission and distribution of electric 
power to approximately 957,000 retail customers in the southwestern portion of Virginia and southern West 
Virginia, and in supplying and marketing electric power at wholesale to other electric utility companies, 
municipalities and other market participants. At December 31, 2010, APCo and its wholly owned subsidiaries 
had 2,186 employees. Among the principal industries served by APCo are paper, rubber, coal mining, textile 
mill products and stone, clay and glass products. In addition to its AEP System interconnections, APCo is 
interconnected with the following unaffiliated utility companies: Carolina Power & Light Company, Duke 
Carolina and Virginia Electric and Power Company. APCo has several points of interconnection with TVA and 
has entered into agreements with TVA under which APCo and TVA interchange and transfer electric power 
over portions of their respective systems. APCo is a member of PJM. 

CSPCo (organized in Ohio in 1937, the earliest direct predecessor company having been organized in 1883) 
is engaged in the generation, transmission and distribution of electric power to approximately 749,000 retail 
customers in Ohio, and in supplying and marketing electric power at wholesale to other electric utilities, 
municipalities and other market participants. At December 3 1, 2010, CSPCo had 1,082 employees. CSPCo’s 
service area is comprised of two areas in Ohio, which include portions of twenty-five counties. One area 
includes the City of Columbus and the other is a predominantly rural area in south central Ohio. Among the 
principal industries served are primary metals, chemicals and allied products, health services and electronic 
machinery. In January 201 1, CSPCo and OPCo filed an application with the FERC requesting approval for 
CSPCo to merge into OPCo, effective in October 201 1. Decisions are pending from the PUCO and the FERC. 
In addition to its AEP System interconnections, CSPCo is interconnected with the following unaffiliated utility 
companies: Duke Ohio, DP&L and Ohio Edison Company. CSPCo is a member of PJM. 
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Z&M (organized in Indiana in 1925) is engaged in the generation, transmission and distribution of electric 
power to approximately 582,000 retail customers in northern and eastern Indiana and southwestern Michigan, 
and in supplying and marketing electric power at wholesale to other electric utility companies, rural electric 
cooperatives, municipalities and other market participants. At December 3 1, 2010, I&M had 2,705 employees. 
Among the principal industries served are primary metals, transportation equipment, electrical and electronic 
machinery, fabricated metal products, rubber and chemicals and allied products, rubber products and 
transportation equipment. Since 197.5, I&M has leased and operated the assets of the municipal system of the 
City of Fort Wayne, Indiana. Subject to regulatory approval, I&M has agreed to purchase these assets. In 
addition to its AEP System interconnections, I&M is interconnected with the following unaffiliated utility 
companies: Central Illinois Public Service Company, Duke Ohio, Commonwealth Edison Company, Consumers 
Energy Company, Illinois Power Company, Indianapolis Power & Light Company, Louisville Gas and Electric 
Company, Northern Indiana Public Service Company, Duke Indiana and Richmond Power & Light Company. 
I&M is a member of PJM. 

KPCo (organized in Kentucky in 1919) is engaged in the generation, transmission and distribution of 
electric power to approximately 174,000 retail customers in an area in eastern Kentucky, and in supplying and 
marketing electric power at wholesale to other electric utility companies, municipalities and other market 
participants. At December 31, 2010, KPCo had 417 employees. Among the principal industries served are 
petroleum refining, coal mining and chemical production. In addition to its AEP System interconnections, KPCo 
is interconnected with the following unaffiliated utility companies: Kentucky Utilities Company and East 
Kentucky Power Cooperative Inc. KPCo is also interconnected with TVA. KPCo is a member of PJM. 

KgPCo (organized in Virginia in 19 17) provides electric service to approximately 47,000 retail customers in 
Kingsport and eight neighboring communities in northeastern Tennessee. Kingsport Power Company does not 
own any generating facilities and is a member of PJM. It purchases electric power from APCo for distribution to 
its customers. At December 31,2010, Kingsport Power Company had 52 employees. 

OPCo (organized in Ohio in 1907 and re-incorporated in 1924) is engaged in the generation, transmission 
and distribution of electric power to approximately 706,000 retail customers in the northwestern, east central, 
eastern and southern sections of Ohio, and in supplying and marketing electric power at wholesale to other 
electric utility companies, municipalities and other market participants. At December 31, 2010, OPCo had 2,100 
employees. Among the principal industries served by OPCo are primary metals, chemical manufacturing, 
petroleum refining, and rubber and plastic products. In January 201 1, CSPCo and OPCo filed an application 
with the FERC requesting approval for CSPCo to merge into OPCo, effective in October 201 1. Decisions are 
pending from the PUCO and the FERC. In addition to its AEP System interconnections, OPCo is 
interconnected with the following unaffiliated utility companies: Duke Ohio, The Cleveland Electric 
Illuminating Company, DP&L, Duquesne Light Company, Kentucky Utilities Company, Monongahela Power 
Company, Ohio Edison Company, The Toledo Edison Company and West Penn Power Company. OPCo is a 
member of PJM. 

PSO (organized in Oklahoma in 1913) is engaged in the generation, transmission and distribution of electric 
power to approximately 532,000 retail customers in eastern and southwestern Oklahoma, and in supplying and 
marketing electric power at wholesale to other electric utility companies, municipalities, rural electric 
cooperatives and other market participants. At December 31, 2010, PSO had 1,150 employees. Among the 
principal industries served by PSO are paper manufacturing and timber products, natural gas and oil extraction, 
transportation, non-metallic mineral production, oil refining and steel processing, In addition to its AEP System 
interconnections, PSO is interconnected with Empire District Electric Company, Oklahoma Gas and Electric 
Company, Southwestern Public Service Company and Westar Energy, Inc. PSO is a member of SPP. 

SWEPCo (organized in Delaware in 1912) is engaged in the generation, transmission and distribution of 
electric power to approximately 520,000 retail customers in northeastern and panhandle of Texas, northwestern 
Louisiana and western Arkansas, and in supplying and marketing electric power at wholesale to other electric 
utility companies, municipalities, rural electric cooperatives and other market participants. At December 3 1, 
2010, SWEPCo had 1,382 employees. Among the principal industries served by SWEPCo are natural gas and 
oil production, petroleum refining, manufacturing of pulp and paper, chemicals, food processing, and metal 
refining. The territory served by SWEPCo also includes several military installations, colleges and universities. 
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SWEPCO also owns and operates a lignite coal mining operation. In addition to its AEP System 
interconnections, SWEPCo is interconnected with Cleco Corp., Empire District Electric Co., Entergy Corp. and 
Oklahoma Gas & Electric Co. SWEPCo is a member of SPP. 

TCC (organized in Texas in 1945) is engaged in the transmission and distribution of electric power to 
approximately 775,000 retail customers through REPs in southern Texas. TCC has sold all of its generation 
assets. At December 31, 2010, TCC had 1,006 employees. Among the principal industries served by TCC are 
chemical and petroleum refining, chemicals and allied products, oil and gas extraction, food processing, metal 
refining, plastics, and machinery equipment. In addition to its AEP System interconnections, TCC is a member 
of ERCOT. 

TNC (organized in Texas in 1927) is engaged in the transmission and distribution of electric power to 
approximately 186,000 retail customers through REPs in west and central Texas. TNC’s generating capacity has 
been transferred to an affiliate at TNC’s cost pursuant to an agreement effective through 2027. At December 31, 
2010, TNC had 319 employees. Among the principal industries served by TNC are petroleum refining, 
agriculture and the manufacturing or processing of cotton seed products, oil products, precision and consumer 
metal products, meat products and gypsum products. The territory served by TNC also includes several military 
installations and correctional facilities. In addition to its AEP System interconnections, TNC is a member of 
ERCOT. 

WPCo (organized in West Virginia in 1883 and reincorporated in 1911) provides electric service to 
approximately 41,000 retail customers in northern West Virginia. WPCo does not own any generating facilities. 
WPCo is a member of PJM. It purchases electric power from OPCo for distribution to its customers. At 
December 31,2010, WPCo had 52 employees. 

AEGCo (organized in Ohio in 1982) is an electric generating company. AEGCo sells power at wholesale to 
I&M, CSPCo and KPCo. AEGCo has no employees. 

SERVICE COMPANY SUBSIDZARY 

AEP also owns a service company subsidiary, AEPSC. AEPSC provides accounting, administrative, 
information systems, engineering, financial, legal, maintenance and other services at cost to the AEP affiliated 
companies. The executive officers of AEP and certain of its public utility subsidiaries are employees of AEPSC. At 
December 3 1,20 10, AEPSC had 5,132 employees. 
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CIASSES OF SERVICE 

Description - OPCO - PSO I SWEPCo 
(in thousands) 

UTILITY OPERATIONS 
Retail Sales 

Residential Sales $ 735,551 $ 523,997 $ 496,454 
Commercial Sales 464,770 337,856 392,193 
Industrial Sales 660,952 222,087 275,229 
PJM Net Charges (9,295) 
Provision for Rate Refund (55) (6,375) 
Other Retail Sales 10,957 72,125 7,800 

Total Retail 1,862,935 1,156,010 1,165,301 

Off-System Sales 311,246 46,364 240,935 
Transmssion (16,288) 30,039 44,336 

Total Wholesale 294,958 76,403 285,271 
Other Electric Revenues 1,313 14,503 18,942 
Other Operating Revenues 17,509 3,218 2,150 
Sales to Affiliates 1,046,992 23,528 5 1,870 

Total Utility Operating Revenues 3,223,707 1,273,662 1,523,534 

Wholesale 

OTHER 
TOTAL, FEVENUES $ 3,223,707 $ 1,273,662 $ 1,523,534 

The principal classes of service from which the public utility subsidiaries of AEP derive revenues and the amount of 
such revenues during the year ended December 3 1, 2010 are as follows: 
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FINANCING 

General 

Companies within the AEP System generally use short-term debt to finance working capital needs. Short- 
term debt is also used to finance acquisitions, construction and redemption or repurchase of outstanding securities 
until such needs can be financed with long-term debt. In recent history, short-term funding needs have been 
provided for by cash on hand, borrowing under AEP’s revolving credit agreements and AEP’s commercial paper 
program. Funds are made available to subsidiaries under the AEP corporate borrowing program. Certain public 
utility subsidiaries of AEP also sell accounts receivable to provide liquidity. See Maizagemerzt ’s Firzancial 
Discirssioiz and Analysis, included in the 201 0 Annual Reports, under the heading entitled Finartcial Coizdition for 
additional information concerning short-term funding and our access to bank lines of credit, commercial paper and 
capital markets. 

AEP’s revolving credit agreements (which backstop the commercial paper program) include covenants and 
events of default typical for this type of facility, including a maximum debtkapital test and, for AEP and its 
significant subsidiaries, a $SO million cross-acceleration provision. At December 3 1, 2010, AEP was in compliance 
with its debt covenants. With the exception of a voluntary bankruptcy or insolvency, any event of default has either 
or both a cure period or notice requirement before termination of the agreements. A voluntary bankruptcy or 
insolvency of AEP or one of its significant subsidiaries would be considered an immediate termination event. See 
Manageinerzt ’s Financial Discirssion and Analysis, included in the 20 10 Annual Reports, under the heading entitled 
Fiiznizcial Corzditioiz for additional information with respect to AEP’s credit agreements. 

AEP’s subsidiaries have also utilized, and expect to continue to utilize, additional financing arrangements, 
such as leasing arrangements, including the leasing of coal transportation equipment and facilities. 

ENVIRONMENTAL AND OTHER MATTERS 

General 

AEP’s subsidiaries are currently sub,ject to regulation by federal, state and local authorities with regard to air 
and water-quality control and other environmental matters, and are subject to zoning and other regulation by local 
authorities. The environmental issues that we believe are potentially material to the AEP system are outlined below. 

Clean Air Act Requirements 

The CAA establishes a comprehensive program to protect and improve the nation’s air quality and control 
mobile and stationary sources of air emissions. The major CAA programs affecting our power plants are described 
below. The states implement and administer many of these programs and could impose additional or more stringent 
requirements. 

The Acid Rain Program: The 1990 Amendments to the CAA include a cap-and-trade emission reduction 
program for SOz emissions from power plants. By 2000, the program established a nationwide cap on power plant 
SOz emissions of 8.9 million tons per year. The 1990 Amendments also contain requirements for power plants to 
reduce NO, emissions through the use of available combustion controls. 

The success of the SO2 cap-and-trade program encouraged the Federal EPA and the states to use it as a 
model for other emission reduction programs. We continue to meet our obligations under the Acid Rain Program 
through the installation of controls, use of alternate fuels and participation in the emissions allowance markets. 
Subsequent programs developed by Federal EPA have imposed more stringent SOz and NOx emission reduction 
requirements than the Acid Rain Program on many of our facilities. We have installed additional controls and taken 
other actions to achieve compliance with these programs. 



National Ambient Air Qualitv Standards: The CAA requires the Federal EPA to review the available 
scientific data for criteria pollutants periodically and establish a concentration level in the ambient air for those 
substances that is adequate to protect the public health and welfare with an extra safety margin. Federal EPA also 
can list additional pollutants and develop concentration levels for them. These concentration levels are known as 
national ambient air quality standards (NAAQS). 

Each state identifies the areas within its boundaries that meet the NAAQS (attainment areas) and those that 
do not (nonattainment areas). Each state must develop a state implementation plan (SIP) to bring nonattainment 
areas into compliance with the NAAQS and maintain good air quality in attainment areas. All SIPs are submitted to 
the Federal EPA for approval. If a state fails to develop adequate plans, the Federal EPA develops and implements a 
plan. As the Federal EPA reviews the NAAQS and establishes new concentration levels, the attainment status of 
areas can change and states may be required to develop new SIPS. In 2008, the Federal EPA issued revised NAAQS 
for both ozone and fine particulate matter (PM 2 5 ) .  The PM z 5  standard was remanded by the D.C. Circuit Court of 
Appeals, and a new standard is under development. In 2009 the Obama Administration reconsidered the ozone 
standard and proposed a more stringent standard, which is expected to be finalized in 201 1. Federal EPA has also 
adopted a new short-term standard for SOz, a lower standard for NO2,, and a lower standard for lead. The states will 
develop new SIPS for these standards, which could result in additional emission reductions being required from our 
facilities. 

In 2005, the Federal EPA issued the Clean Air Interstate Rule (CAIR), which requires additional reductions 
in SOz and NO, emissions from power plants and assists states developing new SIPS to meet the NAAQS. For 
additional information regarding CAIR, see Maizagenient ’s Financial Disciission and Analysis under the headings 
entitled Environntental Matters-Clean Air Act Requirenzents. In July 201 0, the Federal EPA issued a proposed rule 
to replace CAIR (the Transport Rule) that would impose new and more stringent requirements to control SO2 and 
NO, emissions from fossil fuel-fired electric generating units in 31 states and the District of Columbia. For 
additional information regarding the Transport Rule, see Managenzent’s Financial Discussion and Analysis under 
the headings entitled Environnzental Matters-Clean Air Act Requirements. 

Hazardous Air Pollutants: As a result of the 1990 Amendments to the CAA, the Federal EPA investigated 
hazardous air pollutant (HAP) emissions from the electric utility sector and submitted a report to Congress, 
identifying mercury emissions from coal-fired power plants as warranting further study. In 2005, the Federal EPA 
issued a Clean Air Mercury Rule (CAMR) setting New Source Performance Standards (NSPS) for mercury 
emissions from new and modified coal-fired power plants and requiring all states to issue new SIPs including 
mercury requirements for existing coal-fired power plants. For additional information regarding CAMR, see 
Management’s Financial Disciission and Analysis under the headings entitled Environmental Matters-Clean Air 
Act Requirements. 

Regional Haze: The CAA establishes visibility goals for certain federally designated areas, including 
national parks, and requires states to submit SIPs that will demonstrate reasonable progress toward preventing 
impairment of visibility in these areas (Regional Haze program). In 2005, the Federal EPA issued its Clean Air 
Visibility Rule (CAVR), detailing how the CAA’s best available retrofit technology requirements will be applied to 
facilities built between 1962 and 1977 that emit more than 250 tons per year of certain pollutants in specific 
industrial categories, including power plants. For additional information regarding CAVR, see Management’s 
Financial Discussion and Analysis under the headings entitled Environnzental Matters-Clean Air Act 
Requirements. 

In January 2009, the Federal EPA issued a determination that 37 states (including Indiana, Ohio, Oklahoma, 
Texas and Virginia) failed to submit SIP’S fulfilling the Regional Haze program requirements by the deadline, and 
commencing a 2-year period for the development of a Federal Implementation Plan (FIP) in these states. Oklahoma 
subsequently submitted a proposed SIP to Federal EPA, but anticipates that Federal EPA will disapprove the plan 
and propose a FIP in early 201 1. We are unable to predict if or how the remand of CAIR or the development of a 
FIP to satisfy CAVR in certain states may affect our compliance obligations for the Regional Haze programs. 
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Greenhouse Gas Emissions: In the absence of comprehensive climate change legislation, Federal EPA has 
taken action to regulate C02 emissions under the existing requirements of the CAA. Such actions are being legally 
challenged by numerous parties. For additional information regarding Federal EPA action taken to regulate COZ 
emissions, see Management’s Firzaizcial Discirssion arid Analysis under the headings entitled Eiivironnzeiztal 
Matters-Clean Air Act Reqirireinerzts. 

Our fossil fuel-fired generating units are large sources of COz emissions. If substantial C 0 2  emission 
reductions are required, there will be significant increases in capital expenditures and operating costs which would 
hasten the ultimate retirement of older, less-efficient, coal-fired units. To the extent we install additional controls on 
our generating plants to limit C02 emissions and receive regulatory approvals to increase our rates, return on capital 
investment would have a positive effect on future earnings. Prudently incurred capital investments made by our 
subsidiaries in rate-regulated jurisdictions to comply with legal requirements and benefit customers are generally 
included in rate base for recovery and earn a return on investment. We would expect these principles to apply to 
investments made to address new environmental requirements. However, requests for rate increases reflecting these 
costs can affect us adversely because our regulators could limit the amount or timing of increased costs that we 
would recover through higher rates. To the extent our costs are relatively higher than our competitors’ costs, such as 
operators of nuclear generation, it could reduce our off-system sales or cause us to lose customers in jurisdictions 
that permit customers to choose their supplier of generation service. 

Several states have adopted programs that directly regulate C02 emissions from power plants, but none of 
these programs are currently in effect in states where we have generating facilities. Certain states, including Ohio, 
Michigan, Texas and Virginia, passed legislation establishing renewable energy, alternative energy and/or energy 
efficiency requirements. We are taking steps to comply with these requirements. 

Clean Water Act Requirements 

Our operations are also sub,ject to the Federal Clean Water Act, which prohibits the discharge of pollutants 
into waters of the United States except pursuant to appropriate permits, and regulates systems that withdraw surface 
water for use in our power plants. In 2004, the Federal EPA issued a final rule requiring all large existing power 
plants with once-through cooling water systems to meet certain standards to reduce mortality of aquatic organisms 
pinned against the plant’s cooling water intake screen or entrained in the cooling water. The standards varied based 
on the water bodies from which the plants draw their cooling water. 

In July 2007, the Federal EPA suspended the 2004 rule, except for the requirement that permitting agencies 
develop best professional ,judgment (BPJ) controls for existing facility cooling water intake structures that reflect the 
best technology available for minimizing adverse environmental impact. The result is that the BPJ control standard 
for cooling water intake structures in effect prior to the 2004 rule is used as the applicable standard by permitting 
agencies pending finalization of revised rules by the Federal EPA. 

In April 2009, the U.S. Supreme Court issued a decision that allows the Federal EPA the discretion to rely 
on cost-benefit analysis in setting national performance standards and in providing for cost-benefit variances from 
those standards as part of the regulations. We cannot predict if or how the Federal EPA will apply this decision to 
any revision of the regulations or what effect it may have on similar requirements adopted by the states. We expect 
Federal EPA to issue revised rules in 201 1. 

Federal EPA is also engaged in rulemaking to update the technology-based standards that govern discharges 
from new and existing power plants under the Clean Water Act’s NPDES program. These standards were last 
updated over 20 years ago, and EPA has issued two rounds of information collection requests to inform its 
rulemaking. In October 2009, Federal EPA issued a final report for the power plant sector and determined that 
revisions to its existing standards are necessary, but EPA has not yet proposed any specific requirements. Until new 
standards are proposed, we cannot predict the outcome or impact of these rules on our operations. 
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Cod Aslz Regitlatiorz 

Our operations produce a number of different coal combustion products, including flyash, bottom ash, 
gypsum, and other materials. In December 2008, the breach of a dike at the Tennessee Valley Authority’s Kingston 
Station resulted in a spill of several million cubic yards of ash into a nearby river and onto private properties, 
prompting federal and state reviews of ash storage and disposal practices at many coal-fired electric generating 
facilities, including ours. AEP operates 37 ash ponds and we manage these ponds in a manner that complies with 
state and local requirements, including dam safety rules designed to assure the structural integrity of these facilities. 
We also operate a number of dry disposal facilities in accordance with state standards, including ground water 
monitoring and other applicable standards. Federal EPA completed an extensive study of the characteristics of coal 
ash in 2000 and concluded that combustion wastes do not warrant regulation as hazardous waste. 

In June 2010, the Federal EPA published a proposed rule to regulate the disposal and beneficial re-use of 
coal combustion residuals, including fly ash and bottom ash generated at coal-fired electric generating units. For 
additional information regarding Federal EPA action taken to regulate the disposal and beneficial re-use of coal 
combustion residuals and the potential impact on our operations., see Marzageiizerzt’s Financial Disczissiorz and 
Analysis under the headings entitled Eriviroimei?ta/ Matters-Coal Cornbitstion Residiial Rule. 

Global Warming 

Position and stratem: We continue to support a federal legislative approach to energy policy as the most 
effective means of reducing emissions of C02  and other greenhouse gases (generally referred to as C02) that 
recognizes that a reliable and affordable electricity supply is vital to economic recovery and growth. We do not 
believe regulating C02  emissions under the Clean Air Act is the appropriate solution. During the past decade, we 
have taken voluntary actions to reduce and offset our COz emissions. Unfortunately, two of the voluntary programs 
that helped businesses such as AEP to set quantitative commitments no longer exist. The U S .  EPA’s Climate 
Leaders Program and the Chicago Climate Exchange both ended their reduction obligations at the end of 2010. 
However, through these programs and others, we voluntarily reduced our C02 emissions by approximately 94 
million metric tons during the 2003 to 2009 period. We expect our emissions to continue to decline over time as we 
diversify our generating sources and operate fewer coal units. The projected decline in coal-fired generation is due 
to a number of factors including the ongoing cost of operating older units, increasing environmental regulations 
requiring significant capital investments and changing commodity market fundamentals. Our strategy for this 
transformation is to protect the reliability of the electric system and reduce our emissions by pursuing multiple 
options. These include diversifying our fuel portfolio and generating more electricity from natural gas, supporting 
incentives to invest in more nuclear generation, carbon capture and storage and other advanced coal technologies, 
increasing energy efficiency and investing in renewable resources, where there is regulatory support. Meanwhile the 
U.S. EPA began regulating CO, emissions from large stationary sources such as power plants in 201 1 by issuing a 
series of rules under the NSR prevention of significant deterioration and Title V operating permit programs in the 
states. 

For additional information on legislative and regulatory responses to global warming, including limitations on 
COr emissions, see Management’s Financial Discwsion and Analysis under the headings entitled Environiizental 
Matters - Global Warming. Specific steps taken to reduce C 0 2  emissions include the following: 

Carbon Capture and Storage 

The 20 MW CCS Validation Project at the Mountaineer Plant in West Virginia successfully captured over 
27,000 metric tons of CO, between 2009 and 2010 and stored over 17,000 metric tons underground. In January 
201 1, we began preliminary engineering and design work for a second, commercial-scale coal-derived COz capture 
and storage system at the Mountaineer Plant. We are also updating our estimates for the costs related to the 
commercial scale project. We will evaluate the updated estimates before any decision is made to seek the necessary 
regulatory approvals to build the commercial scale project. The project will be partially funded through the U.S. 
Department of Energy’s Clean Coal Power Initiative. AEP was awarded federal grant funding of $334 million, 
which represents approximately half the expected cost of this project, exclusive of asset retirement obligations. 
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Renewable Sources of Energy 

Some of our states have laws or commission orders that establish requirements or goals for renewable 
and/or alteiiiative energy (Louisiana, Ohio, Arkansas, Michigan, West Virginia, Texas, Virginia and Oklahoma) and 
we are taking steps to comply with these rules in a timely fashion, A key sustainability commitment we made is to 
increase renewable power by an additional 2,000 MW from 2007 levels by 201 1, subject to regulatory approval. By 
the end of 2010, AEP secured through power purchase agreements an additional 1,111 MW of renewable power. 

End User Energy Efficiency 

Energy efficiency is a high priority for AEP because it can be a cost-effective way to reduce energy demand 
and potentially delay the need for new power plants. We work collaboratively with regulators, technical experts, 
environmental groups and others to develop and implement efficiency and demand response programs. From 2008 
through 2010, we have achieved approximately 321 MW and 1,072,000 MWh of demand and energy reductions, 
respectively. We have a company 2012 goal to reduce 1,000 MW of demand and 2,250,000 MWh of energy 
consumption. We expect to surpass our energy reduction target subject to regulatory approvals, appropriate cost 
recovery, and continued customer demand for programs. In 2010, we invested over $70 million throughout most of 
our service territory in energy efficiency initiatives. 

pridSA4A RT @ 

AEP's gridSA4ART @ initiative is designed to demonstrate the potential benefits of the smart grid by 
integrating advanced grid technologies into existing electric networks. AEP is deploying smart grid technologies in 
several jurisdictions with regulatory support. 

AEP Ohio is deploying a comprehensive suite of smart grid technologies in an innovative 
demonstration project with 110,000 customers. The $150 million project is being funded through a 
$75 million federal grant, PUCO cost recovery support, and vendor in-kind contributions. 

8 AEP Texas is deploying a 970,000 meter smart grid network, along with $1 million in energy use 
display devices for low income customers. The $308 million project is targeted for completion by 
the end of 2013. We are recovering the costs through an 11-year surcharge. 

I&M has deployed a smart grid network to 10,000 customers. The $7 million project is initially 
being funded pursuant to a settlement agreement approved by the JURC. Ongoing expenses will be 
considered in future rate cases. 

8 With partial cost recovery support from the OCC, PSO is deploying a 15,000 smart meter network. 

Current and Projected C 0 7  Emissions: Our total COz emissions in 2009 (including our ownership in the 
Kyger Creek and Clifty Creek plants) were approximately 136 million metric tons. We estimate that our 2010 
emissions were approximately 140 million metric tons. Emissions in 201 1 and beyond will be affected by continued 
changes in our generation portfolio, market prices, the pace and scale of the economic recovery in our ,jurisdictions, 
available capital, weather, and other factors. We expect overall increases in COz emissions during the next few 
years to be small, if at all realized, as our sales and generation rebound somewhat from recession lows in 2009. 
However, over much of the remainder of the decade we expect emissions to decline as modest sales growth is offset 
by retirements of older, less efficient coal-fired units and increased utilization of natural gas. 

Corporate Governance: In response to a shareholder proposal several years ago, our Board of Directors 
created an ad hoc committee to evaluate our actions to mitigate the economic impact from future policies to reduce 
COz and other emissions. Our Board of Directors continually reviews the risks posed by and our actions in response 
to environmental issues and in connection with its assessment of our strategic plan. The Board of Directors is 
frequently informed of any new material environmental issues, including changes to regulations and proposed 
legislation. The Board's Committee on Directors and Corporate Governance oversees the company's annual 
Corporate Accountability Report, which includes information on environmental issues. Environmental planning and 
policy leadership are criteria incorporated into our executive compensation plan. 
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Otlzer environnzental issues and matters 

6 Litigation with the federal and/or certain state governments and certain special interest groups regarding 
regulated air emissions andor whether emissions from coal-fired generating plants cause or contribute to 
global warming. See Maizagenzent ’s Financial Discussion and Analysis under the heading entitled 
Litigation - Environnzental Litigation and Note 6 to the consolidated financial statements entitled 
Cornmitinents, Gitaraiztees and Contingencies, included in the 20 10 Annual Reports, for further 
information. 

6 CERCLA, which imposes costs for environmental remediation upon owners and previous owners of sites, 
as well as transporters and generators of hazardous material disposed of at such sites. See Note 6 to the 
consolidated financial statements entitled Conzmitiizents, Guarantees and Contingencies, included in the 
201 0 Annual Reports, under the heading entitled The Coniprelzensive Environmental Response 
Coinpensation and L,ialdity Act (Sziperfitnd) and State Rerizediation for further information. 

Environmental Investments 

Investments related to improving AEP System plants’ environmental performance and compliance with air 
and water quality standards during 2008, 2009 and 2010 and the current estimates for 2011, 2012 and 2013 are 
shown below, in each case excluding AFUDC or capitalized interest. Estimated construction expenditures are 
sub.ject to periodic review and modification and may vary based on the ongoing effects of regulatory constraints, 
environmental regulations, business opportunities, market volatility, economic trends, and the ability to access 
capital. AEP expects to make substantial investments in future years in addition to the amounts set forth below in 
connection with the modification and addition of facilities at generating plants for environmental quality controls. 
Such future investments are needed in order to comply with air and water quality standards that have been adopted 
and have deadlines for compliance after 201 1 or have been proposed and may be adopted. Future investments could 
be significantly greater if emissions reduction requirements are accelerated or otherwise become more onerous or if 
COz becomes regulated. While we expect to recover our expenditures for pollution control technologies, 
replacement generation and associated operating costs from customers through regulated rates (in regulated 
jurisdictions) or market prices, without such recovery those costs could adversely affect future results of operations 
and cash flows, and possibly financial condition. The cost of complying with applicable environmental laws, 
regulations and rules is expected to be material to the AEP System. See Managernent’s Financial Disciission and 
Analysis under the heading entitled Environmental Matters and Note 6 to the consolidated financial statements, 
entitled Cornmitnzents, Giiarantees and Contingencies, included in the 2010 Annual Reports, for more information 
regarding environmental expenditures in general. 

Historical and Projected Environmental Investments 

2008 
Actual 

Total AEP System‘’’ $886,800 
ApCo 361,200 
CSPCO 162,800 
I&M 22,400 
OPCo 311,800 
PSO 5,000 
SWEPCo:” :V 12,000 

2009 2010 
Actual Actual 

$457,200 $303,800 
19 1,900 202,700 
73,800 52,100 
19,600 8,100 

15 1,000 45,300 
1,000 1,200 

10,700 (l0,SOO) 

(in thousands) 

2011 
Estimate 

$223,100 
112,100 
20,700 

I ,so0 
50,300 
7,400 

10,300 

2012 
Estimate 

$340,300 
125,700 
18,800 

700 
69,000 
6,100 

28,000 

2013 
Estimate 

$67 8,s 00 
182,500 
28,000 
4,400 

193,700 
5,100 

89,200 

i@ Includes expenditures of the subsidiaries shown and other subsidiaries not shown. The figures reflect 
construction expenditures, not investments in subsidiary companies. Excludes discontinued operations. 

:I=” SWEPCo 2010 actual environmental cost includes reclassifications of project costs for suspended capital 
projects. 
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Electric and Magnetic Fields 

EMF are found everywhere there is electricity. Electric fields are created by the presence of electric charges. 
Magnetic fields are produced by the flow of those charges. This means that EMF are created by electricity flowing 
in transmission and distribution lines, electrical equipment, household wiring, and appliances. A number of studies 
in the past have examined the possibility of adverse health effects from EMF. While some of the epidemiological 
studies have indicated some association between exposure to EMF and health effects, none has produced any 
conclusive evidence that EMF does or does not cause adverse health effects. 

Management cannot predict the ultimate impact of the question of EMF exposure and adverse health effects. 
If further research shows that EMF exposure contributes to increased risk of cancer or other health problems, or if 
the courts conclude that EMF exposure harms individuals and that utilities are liable for damages, or if states limit 
the strength of magnetic fields to such a level that the current electricity delivery system must be significantly 
changed, then the results of operations and financial condition of AEP and its operating subsidiaries could be 
materially adversely affected unless these costs can be recovered from customers. 

UTILITY OPERATIONS 

GENERAL 

IJtility operations constitute most of AEP’s business operations. Utility operations include (i) the 
generation, transmission and distribution of electric power to retail customers and (ii) the supplying and marketing 
of electric power at wholesale (through the electric generation function) to other electric utility companies, 
municipalities and other market participants. AEPSC, as agent for AEP’s public utility subsidiaries, performs 
marketing, generation dispatch, fuel procurement and power-related risk management and trading activities. 

ELECTRIC GENERATION 

Facilities 

AEP’s public utility subsidiaries own or lease approximately 37,000 MW of domestic generation. See Item 2 
- Properties for more information regarding AEP’s generation capacity. 

AEP Power Pool 

APCo, CSPCo, I&M, KPCo, OPCo, and AEPSC are parties to the Interconnection Agreement, which was 
originally approved by the FERC in 1951 and subsequently amended in 1951, 1962, 1975, 1979 (twice) and 1980. 
This agreement defines how the member companies share the costs and benefits associated with their generating 
plants. This sharing is based upon each company’s “member load ratio.” The member load ratio is calculated 
monthly by dividing each company’s highest monthly peak demand for the last twelve months by the aggregate of 
the highest monthly peak demand for the last twelve months for all member companies. The member load ratio 
multiplied by the aggregate generation capacity of all the member companies determines each member company’s 
capacity obligation. The difference between each member company‘s obligation and its own generation capacity 
determines the capacity surplus or deficit of each member company. The agreement requires the deficit companies 
to make monthly capacity equalization payments to the surplus companies based on the surplus companies’ average 
fixed cost of generation. Member companies that deliver energy to other member companies to meet their internal 
load requirements are reimbursed at average variable costs. In addition, all member companies share off-system 
sales margins based upon each member company’s member load ratio. Consequently, the agreement provides a 
strong risk sharing and mitigation arrangement among the member companies. As of December 31, 2010, the 
member-load-ratios were as follows: 

Peak Member- 

(MW) Ratio (%) 
Demand Load 

APCo 7,623 32.8 
CSPCO 4,289 18.5 
I&M 4,474 19.3 
KPCo 1,596 6.9 
OPCo 5,235 22.5 
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APCo, CSPCo, I&M, KPCo and OPCo are parties to the AEP System Interim Allowance Agreement 
(Allowance Agreement), which has been approved by the FERC and provides, among other things, for the transfer 
of SO2 emission allowances associated with transactions under the Interconnection Agreement. The following table 
shows the net (credits) or charges allocated among the parties under the Interconnection Agreement during the years 
ended December 31,2008,2009 and 2010: 

2008 2009 2010 

APCo 
(in thousands) 

$575,300 $668,700 $757,900 
CSPCO 233,200 257,600 230,400 
I&M (153,000) (100,900) (236,900) 
KPCo 65,000 3 1,600 49,400 
OPCo (720,500) (857,000) (800,800) 

Notification of Terinirzatiorz of the Power Pool 

Much has changed since the Interconnection Agreement was originally executed in 19.5 1. These changes 
include evolving environmental regulations; the introduction of “open access” to transmission facilities; the 
implementation of RTOs, including PJM, which is a robust generation power pool that has generating capacity of 
over 167,000 MWs, movement towards industry deregulation; increased competition in wholesale generation 
markets; and the effects of these changes on such things as costs, load and the array of supply and demand-side 
resources available to the AEP-East operating companies today. 

Consequently, in December 2010, each Power Pool member gave written notice to the other members, and 
AEPSC, the Pool’s agent, of its decision to terminate the Interconnection Agreement, effective January 1, 2014 or 
such other date as approved by FERC, subject to state regulatory input. This decision to terminate is subject to 
ongoing evaluation by AEP. Because the Interconnection Agreement is a rate schedule on file at FERC, its 
termination will not be effective until accepted for filing by FERC. The Interim Allowance Agreement would also 
be terminated on the same date. 

By giving notice to terminate the Interconnection Agreement and the Interim Allowance Agreement, the 
Power Pool members are providing a timeline within which all Power Pool members will decide how they will 
respond to the impacts from modifying or terminating the Interconnection Agreement. The result of this process 
might be a modified or different type of Pool. Final resolution could involve bilateral contracts or sales of generating 
assets from surplus members to deficit members. If the Power Pool members do not reach a consensus, the Power 
Pool members could revoke their notices of termination and the Interconnection Agreement would remain in place. 

CSW Operating Agreement 

PSO, SWEPCo and AEPSC are parties to the CSW Operating Agreement, which has been approved by the 
FERC. The CSW Operating Agreement requires these public utility subsidiaries to maintain adequate annual 
planning reserve margins and requires the subsidiaries that have capacity in excess of the required margins to make 
such capacity available for sale to other public utility subsidiary parties as capacity commitments. Parties are 
compensated for energy delivered to the recipients based upon the deliverer’s incremental cost plus a portion of the 
recipient’s savings realized by the purchaser that avoids the use of more costly alternatives. Revenues and costs 
arising from third party sales in their region are generally shared based on the amount of energy each west zone 
public utility subsidiary contributes that is sold to third parties. 

The following table shows the net (credits) or charges allocated among the parties under the CSW Operating 
Agreement during the years ended December 31,2008,2009 and 2010: 

2008 2009 2010 
(in thousands) 

PSO $(57,000) $(22,762) $20,222 
SWEPCo 59,900 22,762 (20,222) 
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Power generated by or allocated or provided under the Interconnection Agreement or CSW Operating 
Agreement to any public utility subsidiary is primarily sold to customers by such public utility subsidiary at rates 
approved by the public utility commission in the ,jurisdiction of sale. See Regulation - Rates under Item I ,  Utility 
Operations. 

Under both the Interconnection Agreement and CSW Operating Agreement, power that is not needed to 
serve the native load of our public utility subsidiaries is sold in the wholesale market by AEPSC on behalf of those 
subsidiaries. See Risk Marzageineizt and Trading, below, for a discussion of the trading and marketing of such 
power. 

AEP’ s System Integration Agreement provides for the integration and coordination of AEP’s East 
companies, PSO and SWEPCo. This includes joint dispatch of generation within the AEP System and the 
distribution, between the two zones, of costs and benefits associated with the transfers of power between the two 
zones (including sales to third parties and risk management and trading activities). It is designed to function as an 
umbrella agreement in addition to the Interconnection Agreement and the CSW Operating Agreement, each of 
which controls the distribution of costs and benefits for activities within each zone. 

Risk Management and Trading 

As agent for AEP’s public utility subsidiaries, AEPSC sells excess power into the market and engages in 
power, natural gas, coal and emissions allowances risk management and trading activities focused in regions in 
which AEP traditionally operates and in adjacent regions. These activities primarily involve the purchase and sale of 
electricity (and to a lesser extent, natural gas, coal and emissions allowances) under physical forward contracts at 
fixed and variable prices. These contracts include physical transactions, over-the-counter swaps and exchange- 
traded futures and options. The majority of physical forward contracts are typically settled by netting into offsetting 
contracts. These transactions are executed with numerous counterparties or on exchanges. Counterparties and 
exchanges may require cash or cash related instruments to be deposited on these transactions as margin against open 
positions. As of December 3 1,2010, counterparties have posted approximately $28 million in cash, cash equivalents 
or letters of credit with AEPSC for the benefit of AEP’s public utility subsidiaries (while, as of that date, AEP’s 
public utility subsidiaries had posted approximately $1 72 million with counterparties and exchanges). Since open 
trading contracts are valued based on market prices of various commodities, exposures change daily. See 
Management’s Financial Discussion and Analysis, included in the 2010 Annual Reports, under the heading entitled 
Quantitative and Qiialitative Disclosures About Risk Manageiizent Activities for additional information. 

Fuel Supply 

The following table shows the sources of fuel used by the AEP System: 

2008 2009 2010 
Coal and Lignite 86% 88% 82% 
Natural Gas 6% 6% 8% 
Nuclear 8% 5 %  9% 
Hydroelectric and other < 1 % 1 % < 1 % 

Price increases in one or more fuel sources relative to other fuels may result in increased use of other fuels. 
Variations in the generation of nuclear power are primarily related to a 2008 forced outage caused by a low pressure 
turbine blade failure event. The unit returned to service in December 2009. 

Coal and Lignite: AEP’s public utility subsidiaries procure coal and lignite under a combination of 
purchasing arrangements including long-term contracts, affiliate operations and spot agreements with various 
producers and coal trading firms. Electric demand experienced a slight increase in 2010 which resulted in a slight 
increase in coal and lignite tons consumed. In response to continued lower consumption rates at certain locations 
during 2010, AEP continued to work with coal suppliers to better match deliveries with consumption and minimize 
the impact on fuel inventory costs, carrying costs and cash. System wide, inventory levels were reduced by 11 days 
in 2010. 
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Management believes that AEP’s public utility subsidiaries will be able to secure and transport coal and 
lignite of adequate quality and in adequate quantities to operate their coal and lignite-fired units. Through 
subsidiaries, AEP owns, leases or controls more than 8,100 railcars, 672 barges, 17 towboats and a coal handling 
terminal with 18 million tons of annual capacity to move and store coal for use in our generating facilities. See AEP 
River Operations for a discussion of AEP’s for-profit coal and other dry-bulk commodity transportation operations 
that are not part of AEP’s Utility Operations segment. 

During 2010, spot market prices for coal generally increased throughout the year. Among other things, these 
increases are due to higher international demand for U.S. coals, and increased mining costs related to regulatory 
and permitting issues. Most of the coal purchased by AEP is procured through term contracts. The price we pay 
under a number of these contracts is often lower than the spot market price for similar coal. As term contracts 
expire they are replaced with new agreements, often at higher prices. The price we paid for coal delivered in 2010 
decreased from the prior year, due in part to the expiration of several high spot market contracts that were entered 
into in 2007 and 2008 for 2009 and the reopening of some contracts to current market prices. 

The following table shows the amount of coal and lignite delivered to the AEP System plants during the past 
three years and the average delivered price of coal purchased by AEP System companies: 

2008 2009 2010 
Total coal delivered to AEP System plants (thousands of tons) 77,054 75,909 64,614 
Average price per ton of purchased coal $47.14 $49.54 $44.82 

The coal supplies at AEP System plants vary from time to time depending on various factors, including, but 
not limited to, demand for electric power, unit outages, transportation infrastructure limitations, space limitations, 
plant coal consumption rates, availability of acceptable coals, labor issues and weather conditions which may 
interrupt production or deliveries. At December 3 1, 2010, the System’s coal inventory was approximately SO days 
of full load burn. 

In cases of emergency or shortage, AEP has developed programs to conserve coal supplies at its plants. Such 
programs have been filed and reviewed with federally approved electric reliability organizations. In some cases, 
the relevant state regulatory agency has prescribed actions to be taken under specified circumstances by System 
companies, subject to the ,jurisdiction of such agency. 

The FERC has adopted regulations relating, among other things, to the circumstances under which, in the 
event of fuel emergencies or shortages, it might order electric utilities to generate and transmit electric power to 
other regions or systems experiencing fuel shortages, and to ratemaking principles by which such electric utilities 
would be compensated. In addition, the federal government is authorized, under prescribed conditions, to reallocate 
coal and to require the transportation thereof, for the use at power plants or major fuel-burning installations 
experiencing fuel shortages. 

Natural Gas: Through its public utility subsidiaries, AEP consumed nearly 134 billion cubic feet of natural 
gas during 2010 for generating power. This represents a significant increase from 2009 due to lower natural gas 
prices and the addition of the SO8 MW combined-cycle unit at SWEPCO’s J. Lamar Stall facility and the overall 
increased natural gas demand throughout AEP’s system. Many of the natural gas-fired power plants are connected to 
at least two pipelines, which allows greater access to competitive supplies and improves delivery reliability. A 
portfolio of long-term, monthly, seasonal firm and daily peaking purchase and transportation agreements (that are 
entered into on a competitive basis and based on market prices) supplies natural gas requirements for each plant, as 
appropriate. 

Nuclear: I&M has made commitments to meet the current nuclear fuel requirements of the Cook Plant. 
I&M has made and will make purchases of uranium in various forms in the spot, short-term, and mid-term markets. 
I&M also continues to lease a portion of its nuclear fuel requirements. 
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For purposes of the storage of high-level radioactive waste in the form of spent nuclear fuel, I&M 
completed modifications to its spent nuclear fuel storage pool more than 10 years ago. I&M anticipates that the 
Cook Plant has sufficient storage capacity for its spent nuclear fuel to permit normal operations through 2013. I&M 
has entered into an agreement to provide for onsite dry cask storage. Initial loading of spent nuclear fuel into the dry 
casks is tentatively scheduled to begin in 2012. 

Nuclear Waste and Decommissioning 

As the owner of the Cook Plant, I&M has a significant future financial commitment to dispose of spent 
nuclear fuel and decommission and decontaminate the plant safely. The cost to decommission a nuclear plant is 
affected by NRC regulations and the spent nuclear fuel disposal program. In 2009, when the most recent study was 
done, the estimated cost of decommissioning and disposal of low-level radioactive waste for the Cook Plant ranged 
from $83 1 million to $I  ..5 billion in 2009 non-discounted dollars. At December 3 1, 201 0, the total decommissioning 
trust fund balance for the Cook Plant was approximately $1.2 billion. The balance of funds available to 
decommission Cook Plant will differ based on contributions and investment returns. The ultimate cost of retiring 
the Cook Plant may be materially different from estimates and funding targets as a result of the: 

Type of decommissioning plan selected; 

0 Escalation of various cost elements (including, but not limited to, general inflation and the cost of energy); 

Further development of regulatory requirements governing decommissioning; 

Technology available at the time of decommissioning differing significantly from that assumed in studies; 

Availability of nuclear waste disposal facilities; and 

Availability of a DOE facility for permanent storage of spent nuclear fuel. 

Accordingly, management is unable to provide assurance that the ultimate cost of decommissioning the 
Cook Plant will not be significantly different than current projections. We will seek recovery from customers 
through our regulated rates if actual decommissioning costs exceed our projections. See Note 6 to the consolidated 
financial statements, entitled Commitinents, Guarantees and Contingeitcies under the heading Nuclear 
Contingencies, included in the 2010 Annual Reports, for information with respect to nuclear waste and 
decommissioning. 

Z,ow-level Radioactive Waste: The LLWPA mandates that the responsibility for the disposal of low-level 
radioactive waste rests with the individual states. L,ow-level radioactive waste consists largely of ordinary refuse and 
other items that have come in contact with radioactive materials. Michigan does not currently have a disposal site for 
such waste available. I&M cannot predict when such a site may be available, but Utah licenses a low-level 
radioactive waste disposal site which currently accepts low-level radioactive waste from Michigan. I&M ships 
some of its low level waste to a facility in TJtah. There is currently no set date limiting I&.M’s access to the Utah 
facility. I&M stores the remaining type of low-level waste onsite. In order to have capacity for the duration of its 
licensed operation of Cook Plant for onsite storage of waste not shipped to Utah, I&M will have to modify its 
existing facilities sometime in the next ten to fifteen years. 

Structured Arrangements Involving Capacity, Energy, and Ancillary Services 

In January 2000, OPCo and NPC, an affiliate of Buckeye, entered into an agreement relating to the 
construction and operation of a 510 MW gas-fired electric generating peaking facility to be owned by NPC, called 
the Mone Plant. OPCo is entitled to 100% of the power generated by the Mone Plant, and is responsible for the fuel 
and other costs of the facility through May 2012, as extended. Following that, NPC and OPCo will be entitled to 
80% and 20%, respectively, of the power of the Mone Plant, and both parties will generally be responsible for their 
allocable portion of the fuel and other costs of the facility. 
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Certain Power Agreements 

I&M: The Unit Power Agreement between AEGCo and I&M, dated March 31, 1982, provides for the sale 
by AEGCo to I&M of all the capacity (and the energy associated therewith) available to AEGCo at the Rockport 
Plant. Whether or not power is available from AEGCo, I&M is obligated to pay a demand charge for the right to 
receive such power (and an energy charge for any associated energy taken by I&M). The agreement will continue in 
effect until the last of the lease terms of TJnit 2 of the Rockport Plant has expired (currently December 2022) unless 
extended in specified circumstances. 

Pursuant to an assignment between I&M and KPCo, and a unit power agreement between KPCo and 
AEGCo, AEGCo sells KPCo 30% of the capacity (and the energy associated therewith) available to AEGCo from 
both units of the Rockport Plant. KPCo has agreed to pay to AEGCo the amounts that I&M would have paid 
AEGCo under the terms of the Unit Power Agreement between AEGCo and I&M for such entitlement. The KPCo 
unit power agreement expires in December 2022. 

CSPCo: The Unit Power Agreement between AEGCo and CSPCo, dated March 15, 2007, provides for the 
sale by AEGCo to CSPCo of all the capacity and associated unit contingent energy and ancillary services available 
to AEGCo at the L,awrenceburg Plant that are scheduled and dispatched by CSPCo. CSPCo is obligated to pay a 
capacity charge (whether or not power is available from the L,awrenceburg Plant), and the fuel, operating and 
maintenance charges associated with the energy dispatched by CSPCo, and to reimburse AEGCo for other costs 
associated with the operation and ownership of the Lawrenceburg Plant. The agreement will continue in effect until 
December 31,2017 unless extended as set forth in the agreement. 

OVEC: AEP and several unaffiliated utility companies ,jointly own OVEC. The aggregate equity 
participation of AEP in OVEC is 43.47%. Until 2001, OVEC supplied from its generating capacity the power 
requirements of a uranium enrichment plant near Portsmouth, Ohio owned by the DOE. The sponsoring companies 
are entitled to receive and are obligated to pay for all OVEC capacity (approximately 2,200 MW) in proportion to 
their respective power participation ratios. The aggregate power participation ratio of APCo, CSPCo, I&M and 
OPCo is 43.47%. The proceeds from the sale of power by OVEC are designed to be sufficient for OVEC to meet its 
operating expenses and fixed costs and to provide a return on its equity capital. The Inter-Company Power 
Agreement, which defines the rights of the owners and sets the power participation ratio of each, will expire by its 
terms in March 2026. Negotiations are in process among the owners to extend this agreement until 2040. AEP and 
the other owners have authorized environmental investments related to their ownership interests. As of December 
2010, OVEC’s Board of Directors has authorized capital expenditures totaling approximately $1.35 billion in 
connection with the engineering and construction of flue gas desulfurization projects and the associated scrubber 
waste disposal landfills at its two generating plants. OVEC has completed the financing of approximately $9.50 
million for these projects through debt issuances and would expect to finance the remaining cost by issuing 
additional debt. 

ELECTRIC TRANSMISSION AND DISTRIBUTION 

General 

AEP’s public utility subsidiaries (other than AEGCo) own and operate transmission and distribution lines 
and other facilities to deliver electric power. See Ztein 2-Properties for more information regarding the 
transmission and distribution lines. Most of the transmission and distribution services are sold, in combination with 
electric power, to retail customers of AEP’s public utility subsidiaries in their service territories. These sales are 
made at rates approved by the state utility commissions of the states in which they operate, and in some instances, 
approved by the FERC. See Itein I -Utility Operations - Regulation-Rates. The FERC regulates and approves the 
rates for wholesale transmission transactions. See Itein I -Utility Operations - Regulation-FERC. As discussed 
below, some transmission services also are separately sold to non-affiliated companies. 
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AEP’s public utility subsidiaries (other than AEGCo) hold franchises or other rights to provide electric 
service in various municipalities and regions in their service areas. In some cases, these franchises provide the 
utility with the exclusive right to provide electric service. These franchises have varying provisions and expiration 
dates. In general, the operating companies consider their franchises to be adequate for the conduct of their business. 
For a discussion of competition in the sale of power, see Item 1 -Utili9 Operations - Corrrpetirion. 

AEP Transmission Pool 

Transmission Agreement: APCo, CSPCo, I&M, KPCo and OPCo operate their transmission lines as a 
single interconnected and coordinated system in the AEiP East transmission zone and are parties to the Transmission 
Agreement (TA), defining how they share the costs and benefits associated with their relative ownership of the bulk 
transmission system (lines operated at 138kV and above and stations containing extra high voltage equipment). The 
TA has been approved by the FERC. Sharing under the TA is based upon each company’s “member-load-ratio.” 
The member-load-ratio is calculated monthly by dividing such company’s highest monthly peak demand for the last 
twelve months by the aggregate of the highest monthly peak demand for the last twelve months for all east zone 
operating companies. The respective peak demands and member-load-ratios as of December 31, 2010 are set forth 
above in the section titled ELECTRIC GENERATION - AEP Power Pool and CSW Operating Agreement. 

In October 2010, the FERC approved our request to amend the TA effective November 1, 2010. KgPCo 
and WPCo were added as parties to the TA. In addition, the amendments generally provide for the allocation of 
PJM transmission costs on the basis of the TA parties’ 12-month coincident peak and reimburse transmission 
revenues based on individual cost of service instead of the member-load ratio method previously used. 

The following table shows the net (credits) or charges allocated among the parties to the TA during the 
years ended December 3 1,2008,2009 and 2010: 

2008 2009 2010 
(in thousands) 

$(29,000) $( 12,500) $( 16,000) APCo 
CSPCO 5.5,ooo 5 1,300 42,500 
I&M (37,000) (38,400) (25,200) 
KPCo ( 2,o 0 0 ) (8,800) (8,000) 
OPCO 13,000 8,400 6,700 

Traiisinissioii Coordination Agreement, OATT, and ERCOT Protocols: PSO, SWEPCo, TNC and AEPSC 
are parties to the TCA. Under the TCA, a coordinating committee is charged with the responsibility of (i) 
overseeing the coordinated planning of the transmission facilities of the parties to the agreement, including the 
performance of transmission planning studies, (ii) the interaction of such subsidiaries with independent system 
operators and other regional bodies interested in transmission planning and (iii) compliance with the terms of the 
OATT filed with the FERC and the rules of the FERC relating to such tariff. Pursuant to the TCA, AEPSC has 
responsibility for monitoring the reliability of their transmission systems and administering the OATT on behalf of 
the other parties to the agreement. The TCA also provides for the allocation among the parties of revenues collected 
for transmission and ancillary services provided under the OATT. These allocations have been determined by the 
FERC-approved OATT for the SPP (with respect to PSO and SWEPCo) and PUCT-approved protocols for ERCOT 
(with respect to TCC and TNC). 

The following table shows the net (credits) or charges allocated pursuant to the TCA, SPP OATT and 
ERCOT protocols as described above during the years ended December 31,2008,2009 and 2010: 

2008 2009 2010 

PSO 
(in thousands) 

$8,200 $1 1,000 $lO,SOO 
SWEPCo (8,200) (1 1,000) (10,500) 
TCC 1,500 1,700 2,100 
TNC (1,500) (1,700) (2,100) 
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Traiismissioii Services for Non-Affiliates: In addition to providing transmission services in connection with 
their own power sales, AEP’s public utility subsidiaries through RTOs also provide transmission services for non- 
affiliated companies. See Item I -Utility Operations - Electric Trarzsiiiissioii aiid Distribution - Regional 
Tratzstizission Organizations, below. Transmission of electric power by AEP’s public utility subsidiaries is regulated 
by the FERC. 

Coordination of East aiid West Zone Traiisinissioiz: AEP’ s System Transmission Integration Agreement 
provides for the integration and coordination of the planning, operation and maintenance of the transmission 
facilities of AEP East and AEP West companies. The System Transmission Integration Agreement functions as an 
umbrella agreement in addition to the TA and the TCA. The System Transmission Integration Agreement contains 
two service schedules that govern: 

0 The allocation of transmission costs and revenues and 

The allocation of third-party transmission costs and revenues and System dispatch costs. 

The System Transmission Integration Agreement contemplates that additional service schedules may be added as 
circumstances warrant. 

Regional Transmission Organizations 

The AEP East Companies are members of PJM, and SWEPCo and PSO are members of the SPP (both 
FERC-approved RTOs). RTOs operate, plan and control utility transmission assets in a manner designed to provide 
open access to such assets in a way that prevents discrimination between participants owning transmission assets 
and those that do not. The remaining AEP West companies (TCC and TNC) are members of ERCOT. See Note 4 to 
the consolidated financial statements, entitled Rnte Matters, included in the 201 0 Annual Reports under the heading 
entitled Regional Transrnissiorz Rate Proceedings at the FERC for additional information regarding RTOs. 

REGULATION 

General 

Except for transmission and/or retail generation sales in certain of its jurisdictions, AEP’s public utility 
subsidiaries’ retail rates and certain other matters are subject to traditional cost-based regulation by the state utility 
commissions. AEP’s subsidiaries are also subject to regulation by the FERC under the FPA with respect to 
wholesale power and transmission service transactions as well as certain unbundled retail transmission rates mainly 
in Ohio. I&M is subject to regulation by the NRC under the Atomic Energy Act of 1954, as amended, with respect 
to the operation of the Cook Plant. AEP and its public utility subsidiaries are also subject to the regulatory 
provisions of EPACT, much of which is administered by the FERC. EPACT provides the FERC limited “backstop” 
transmission siting authority as well as increased utility merger oversight. 

Rates 

Historically, state utility commissions have established electric service rates on a cost-of-service basis, 
which is designed to allow a utility an opportunity to recover its cost of providing service and to earn a reasonable 
return on its investment used in providing that service. A utility’s cost of service generally reflects its operating 
expenses, including operation and maintenance expense, depreciation expense and taxes. State utility commissions 
periodically adjust rates pursuant to a review of (i) a utility’s adjusted revenues and expenses during a defined test 
period and (ii) such utility’s level of investment. Absent a legal limitation, such as a law limiting the frequency of 
rate changes or capping rates for a period of time, a state utility commission can review and change rates on its own 
initiative. Some states may initiate reviews at the request of a utility, customer, governmental or other representative 
of a group of customers. Such parties may, however, agree with one another not to request reviews of or changes to 
rates for a specified period of time. 
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Public utilities have traditionally financed capital investments until the new asset was placed in service. 
Provided the asset was found to be a prudent investment, it was then added to rate base and entitled to a return 
through rate recovery. Given long lead times in construction, the high costs of plant and equipment and difficult 
capital markets, we are actively pursuing strategies to accelerate rate recognition of investments and cash flow. AEP 
representatives continue to engage our state commissioners and legislators on alternative ratemaking options to 
reduce regulatory lag and enhance certainty in the process. These options include pre-approvals, a return on 
construction work in progress, riderhackers, securitization, formula rates and the inclusion of future test-year 
projections into rates. 

In many jurisdictions, the rates of AEP’s public utility subsidiaries are generally based on the cost of 
providing traditional bundled electric service (i.e., generation, transmission and distribution service). In the ERCOT 
area of Texas, our utilities have exited the generation business and they currently charge unbundled cost-based rates 
for transmission and distribution service only. In Ohio, rates for electric service are unbundled for generation, 
transmission and distribution service. Historically, the state regulatory frameworks in the service area of the AEP 
System reflected specified fuel costs as part of bundled (or, more recently, unbundled) rates or incorporated fuel 
adjustment clauses in a utility’s rates and tariffs. Fuel adjustment clauses permit periodic adjustments to fuel cost 
recovery from customers and therefore provide protection against exposure to fuel cost changes. 

The following state-by-state analysis summarizes the regulatory environment of certain major jurisdictions 
in which AEP operates. Several public utility subsidiaries operate in more than one jurisdiction. See Note 4 to the 
consolidated financial statements, entitled Rate Matters, included in the 20 10 Annual Reports, for more information 
regarding pending rate matters. 

Indiana: I&M provides retail electric service in Indiana at bundled rates approved by the IURC, with rates 
set on a cost-of-service basis. Indiana provides for timely fuel and purchased power cost recovery through a fuel 
cost recovery mechanism. 

Ohio: CSPCo and OPCo provide “default” retail electric service to customers at unbundled rates pursuant to 
the Ohio Act. CSPCo and OPCo exclusively provide distribution and transmission services to retail customers 
within their service territories at cost-based rates approved by the PUCO. Transmission services are provided at 
OATT rates based on rates established by the FERC. CSPCo and OPCo’s generatiodsupply rates are subject to 
their Electric Security Plans that the PUCO modified and approved in a March 2009 order. The order established 
standard service offer rates in effect through 201 1. The order also provides a fuel adjustment clause for the three- 
year period of the ESP. The order has been appealed by various parties to the Supreme Court of Ohio. Although the 
Supreme Court of Ohio has rejected or dismissed a number of procedural and other challenges to the order, the order 
remains on appeal with that Court with oral arguments scheduled in February 201 1. In January 201 1, CSPCo and 
OPCo filed an application with the FERC requesting approval for CSPCo to merge into OPCo, effective in October 
201 1. Decisions are pending from the PUCO and the FERC. Approval of the merger will not affect their rates until 
such time as the PUCO approves new rates. 

Oklahoma: PSO provides retail electric service in Oklahoma at bundled rates approved by the OCC. PSO’s 
rates are set on a cost-of-service basis. Fuel and purchased energy costs above or below the amount included in base 
rates are recovered or refunded by applying a fuel adjustment factor to retail kilowatt-hour sales. The factor is 
generally adjusted annually and is based upon forecasted fuel and purchased energy costs. Over or under collections 
of fuel costs for prior periods are returned to or recovered from customers in the year following when new annual 
factors are established. 

Texas: Retail customers in TCC’s and TNC’s ERCOT service area of Texas are served through non- 
affiliated Retail Electric Providers (“REPS”). TCC and TNC provide transmission and distribution service on a cost- 
of-service basis at rates approved by the PUCT and wholesale transmission service under tariffs approved by the 
FERC consistent with PUCT rules. Effective September 2009, competition in the SPP area of Texas has been 
delayed until certain steps defined by statute and by PUCT rule have been accomplished. As such, the PUCT 
continues to approve base and fuel rates for SWEPCo’s Texas operations on a cost of service basis. 

19 



Virginia: APCo currently provides retail electric service in Virginia at unbundled rates approved by the 
VSCC. Virginia generally allows for timely recovery of fuel costs through a fuel adjustment clause. Transmission 
services are provided at OATT rates based on rates established by the FERC. APCo is permitted to retain a 
minimum of 25% of the margins from its off-system sales with the remaining margins from such sales credited 
against its fuel adjustment clause factor with a true-up to actual. In addition to base rates and fuel cost recovery, 
APCo is permitted to recover a variety of costs through rate adjustment clauses. 

West Virginia: APCo and WPCo provide retail electric service at bundled rates approved by the WVPSC, 
with rates set on a cost-of-service basis. West Virginia generally allows for timely recovery of fuel costs through an 
expanded net energy clause which trues-up to actual expenses. 

Other Jurisdictions: The public utility subsidiaries of AEP also provide service at cost based regulated 
bundled rates in Arkansas, Kentucky, Louisiana and Tennessee and regulated unbundled rates in Michigan. These 
jurisdictions provide for the timely recovery of fuel costs through fuel adjustment clauses that true-up to actual 
expenses. 
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The following table illustrates certain regulatory information with respect to the states in which the public 
utility subsidiaries of AEP operate: 

Jurisdiction Percentage of 
AEP System 

Retail 
Revenues (1) 

Percentage of OSS Profits 
Shared with Ratepayers 

AEP Utility Authorized 
Subsidiaries Return on 
Operating in Equity (2) 

that Jurisdiction 

Ohio 32% No sharing included in ESPs OPCo (3) 
CSPCo (3) 

12% I Texas I 

It--+ Kentucky 5% 

Not Applicable in ERCOT TCC (4) 9.96% 
TNC (4) 9.96% 

90% in SPP SWEPCo 10.33% 

Virginia 

West Virginia 

I I 
Louisiana 50% to 100% after certain levels (7) I SWEPCO I 10.57% 

- 
12% 75% APCO 10.53% 

11% 100% A P C O  10.50% 
WPCo 1050% 

1- Arkansas 

Oklahoma 

Indiana 

10% 7s % PSO 10.15% 

9% 50% after certain level ( 5 )  I&M 10.50% 

60% below and above certain level (6) 
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KPCo 10.50% 

50% to 100% after certain levels (8) SWEPCo 10.25% 

Michigan 

Tennessee 

1 

2% 75% I&M 10.35% 

1% Not Applicable KgPCo 12.00% 



FERC 

Under the FPA, the FERC regulates rates for interstate power sales at wholesale, transmission of electric 
power, accounting and other matters, including construction and operation of hydroelectric prqjects. The FERC 
regulations require AEP to provide open access transmission service at FERC-approved rates. The FERC also 
regulates unbundled transmission service to retail customers. The FERC also regulates the sale of power for resale 
in interstate commerce by (i) approving contracts for wholesale sales to municipal and cooperative utilities and (ii) 
granting authority to public utilities to sell power at wholesale at market-based rates upon a showing that the seller 
lacks the ability to improperly influence market prices. Except for wholesale power that AEP delivers within its 
control area of the SPP, AEP has market-rate authority from the FERC, under which much of its wholesale 
marketing activity takes place. The FERC requires each public utility that owns or controls interstate transmission 
facilities to, directly or through an RTO, file an open access network and point-to-point transmission tariff that 
offers services comparable to the utility’s own uses of its transmission system. The FERC also requires all 
transmitting utilities, directly or through an RTO, to establish an OASIS, which electronically posts transmission 
information such as available capacity and prices, and requires utilities to comply with Standards of Conduct that 
prohibit utilities’ transmission employees from providing non-public transmission information to the utility’s 
marketing employees. 

The FERC oversees RTOs, entities created to operate, plan and control utility transmission assets. Order 
2000 also prescribes certain characteristics and functions of acceptable RTO proposals. The AEP East Companies 
are members of PJM. SWEPCo and PSO are members of SPP. 

The FERC has ,jurisdiction over the issuances of securities of most of our public utility subsidiaries, the 
acquisition of securities of utilities, the acquisition or sale of certain utility assets, and mergers with another electric 
utility or holding company. In addition, both the FERC and state regulators are permitted to review the books and 
records of any company within a holding company system. EPACT gives the FERC limited “backstop” 
transmission siting authority as well as increased utility merger oversight. 

COMPETITION 

TJnder current Ohio legislation, electric generation is sold in a competitive market in Ohio, and our native 
load customers in Ohio have the ability to switch to alternative suppliers for their electric generation 
service. Competitive power suppliers are targeting retail customers by offering alternative generation service. A 
growing number of CSPCo’s commercial retail customers have switched to alternative generation providers while 
additional Ohio customers have provided notice of their intent to switch. In 2010, CSPCo lost about 3% of its total 
load due to customer switching. These evolving market conditions will continue to impact CSPCo’s results of 
operations. To date, OPCo’s customer losses have been insignificant. In February 2010, the PUCO granted a retail 
supply subsidiary of AEP a certificate to operate as a competitive retail electric service provider in Ohio. 

The public utility subsidiaries of AEP, like the electric industry generally, face competition in the sale of 
available power on a wholesale basis, primarily to other public utilities and power marketers. The Energy Policy Act 
of 1992 was designed, among other things, to foster competition in the wholesale market by creating a generation 
market with fewer barriers to entry and mandating that all generators have equal access to transmission services. As 
a result, there are more generators able to participate in this market. The principal factors in competing for wholesale 
sales are price (including fuel costs), availability of capacity and power and reliability of service. 

AEP’s public utility subsidiaries also compete with self-generation and with distributors of other energy 
sources, such as natural gas, fuel oil and coal, within their service areas. The primary factors in such competition are 
price, reliability of service and the capability of customers to utilize sources of energy other than electric power. 
With respect to competing generators and self-generation, the public utility subsidiaries of AEP believe that they 
generally maintain a favorable competitive position. With respect to alternative sources of energy, the public utility 
subsidiaries of AEP believe that the reliability of their service and the limited ability of customers to substitute other 
cost-effective sources for electric power place them in a favorable competitive position, even though their prices 
may be higher than the costs of some other sources of energy. 
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Significant changes in the global economy have led to increased price competition for industrial customers 
in the United States, including those served by the AEP System. Some of these industrial customers have requested 
price reductions from their suppliers of electric power. In addition, industrial customers that are downsizing or 
reorganizing often close a facility based upon its costs, which may include, among other things, the cost of electric 
power. The public utility subsidiaries of AEP cooperate with such customers to meet their business needs through, 
for example, providing various off-peak or interruptible supply options pursuant to tariffs filed with, and approved 
by, the various state commissions. Occasionally, these rates are negotiated with the customer, and then filed with the 
state commissions for approval. 

SEASONAL,ZTY 

The sale of electric power is generally a seasonal business. In many parts of the country, demand for power 
peaks during the hot summer months, with market prices also peaking at that time. In other areas, power demand 
peaks during the winter. The pattern of this fluctuation may change due to the nature and location of AEP’s facilities 
and the terms of power sale contracts into which AEP enters. In addition, AEP has historically sold less power, and 
consequently earned less income, when weather conditions are milder. Unusually mild weather in the future could 
diminish AEP’s results of operations and may impact its financial condition. Conversely, unusually extreme 
weather conditions could increase AEP’s results of operations. 

AEP RIVER OPERATIONS 

Our AEP River Operations Segment transports coal and dry bulk commodities primarily on the Ohio, 
Illinois, and lower Mississippi rivers. Almost all of our customers are nonaffiliated third parties who obtain the 
transport of coal and dry bulk commodities for various uses. We charge these customers market rates for the 
purpose of making a profit. Depending on market conditions and other factors, including barge availability, we 
permit AEP utility subsidiary affiliates to use certain of our equipment at rates that reflect our cost. Our affiliated 
utility customers procure the transport of coal for use as fuel in their respective generating plants. We charge 
affiliated customers rates that reflect our costs. AEP River Operations includes approximately 2,S8 1 barges, 45 
towboats and 26 harbor boats that we own or lease. These assets are separate from the barges and towboats 
dedicated exclusively to transporting coal for use as fuel in our own generating facilities discussed under the prior 
segment. See Irein I - Utility Opemtions - Electric Generation -Fuel Supply-Coal and Lignite. 

Competition within the barging industry for major commodity contracts is intense, with a number of 
companies offering transportation services in the waterways we serve. We compete with other carriers primarily on 
the basis of commodity shipping rates, but also with respect to customer service, available routes, value-added 
services (including scheduling convenience and flexibility), information timeliness and equipment. The industry 
continues to experience consolidation. The resulting companies increasingly offer the widespread geographic reach 
necessary to support major national customers. Demand for barging services can be seasonal, particularly with 
respect to the movement of harvested agricultural commodities (beginning in the late summer and extending through 
the fall). Cold winter weather and inefficient older river locks operated by others may also limit our operations 
when certain of the waterways we serve are closed. 

Our transportation operations are subject to regulation by the U S .  Coast Guard, federal laws, state laws and 
certain international conventions. Legislation has been proposed that could make our towboats subject to inspection 
by the U.S. Coast Guard. 

GENERATION AND MARKETING 

Our Generation and Marketing Segment consists of non-utility generating assets and a competitive power 
supply and energy trading and marketing business. We enter into short and long-term transactions to buy or sell 
capacity, energy and ancillary services primarily in the ERCOT market, and to a lesser extent Ohio in PJM and 
MISO. As of December 31,2010, the assets utilized in this segment included approximately 310 MW of company- 
owned domestic wind power facilities, 177 MW of domestic wind power from long-term purchase power 
agreements and 377 MW of coal-fired capacity which was obtained through an agreement effective through 2027 
that transfers TNC’s interest in the Oklaunion power station to AEP Energy Partners, Inc. In 2006, TNC transferred 
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its coal-fired generation capacity to comply with the separation requirements of the Texas Act. The power obtained 
from the Oklaunion power station is marketed and sold in ERCOT. We are regulated by the PUCT for transactions 
inside ERCOT and by the FERC for transactions outside of ERCOT. While peak load in ERCOT typically occurs in 
the summer, we do not necessarily expect seasonal variation in our operations. In 2010, we started operations of a 
retail energy business in the State of Ohio. The purpose of this operation is to sell competitive power supply to 
residential, commercial and industrial customers in the deregulated areas of Ohio. 

ITEM 1A. RISK FACTORS 

General Risks of Our Regulated Operations 

We may not be able to recover the costs of our substantial planned investment in capital improvements and 
additions. (Applies to each registrant.) 

Our business plan calls for extensive investment in capital improvements and additions, including the 
installation of environmental upgrades and retrofits, construction and/or acquisition of additional generation units 
and transmission facilities, modernizing existing infrastructure as well as other initiatives. Our public utility 
subsidiaries currently provide service at rates approved by one or more regulatory commissions. If these regulatory 
commissions do not approve adjustments to the rates we charge, we would not be able to recover the costs 
associated with our planned extensive investment. This would cause our financial results to be diminished. While 
we miy seek to limit the impact of any denied recovery by attempting to reduce the scope of our capital investment, 
there can be no assurance as to the effectiveness of any such mitigation efforts, particularly with respect to 
previously incurred costs and commitments. 

We may not fully recover all of the investment in and expenses related to the Turk Plant. (Applies to AEP and 
S WEPCo ) 

SWEPCo is in the process of building the John W. Turk Plant (the “Turk Plant”) in southwest Arkansas and 
holds a 73% ownership interest in the planned 600MW coal-fired generating facility. Its construction and 
anticipated operation has resulted in numerous legal challenges, including: 

the validity of the air permit issued by the Arkansas Pollution Control and Ecology Commission in 
connection with the operation of the Turk Plant; 
the validity of the wetlands permit issued by the U.S. Army Corps of Engineers in connection with the 
construction and operation of the Turk Plant; 
the validity of the authority granted by the APSC to build three transmission lines and facilities needed to 
transmit power from the Turk Plant; 
whether SWEPCo is required to obtain APSC approval to construct the Turk Plant without pursuing 
authority to seek recovery of the originally approved 88 MW portion of Turk Plant costs in Arkansas retail 
rates; and 
a complaint filed in the Federal District Court for the Western District of Arkansas against SWEPCo, the 
U.S. Army Corps of Engineers, the U.S. Department of Interior and the U.S. Fish and Wildlife Service 
seeking a temporary restraining order and preliminary injunction to stop construction of the Turk Plant 
asserting claims of violations of various federal and state laws. 

If SWEPCo is unable to complete the Turk Plant construction and place the Turk Plant in service or if 
SWEPCo cannot recover all of its investment in and expenses related to the Turk Plant, it would materially reduce 
future net income and cash flows and materially impact financial condition. 

24 



Our request for rate recovery in Ohio for distribution service may not be approved in its entirety. (Applies to 
AEP, CSPCo and OPCo) 

In January 201 1, CSPCo and OPCo filed a notice of intent with the PUCO to file for an annual increase in 
distribution rates of $34 million and $59 million, respectively, either as individual companies, or, if their proposed 
merger is approved, as a single merged entity. The increase is based upon an 11.15% return on common equity to 
be effective January 2012. If the PUCO denies all or part of the requested rate recovery, it could reduce future net 
income and cash flows. 

Our request for rate recovery in Ohio for generation service may not be approved in its entirety. (Applies to 
AEP, CSPCo and OPCo) 

In January 201 1, CSPCo and OPCo filed an application with the PUCO to approve the new ESP that 
includes a standard service offer pricing for generation effective with the first billing cycle of January 2012 through 
the last billing cycle of May 2014. The requested increase in 2012 is $54 million and in 2013 is $106 million. If the 
PUCO denies all or part of the requested rate recovery, it could reduce future net income and cash flows. 

Ohio rnay require us to refund revenue that we have collected. (Applies to AEP, CSPCo and OPCo) 

Ohio law requires that the PUCO determine on an annual basis if rate adjustments included in prior orders 
resulted in significantly excessive earnings. If the rate adjustments result in significantly excessive earnings, the 
excess amount could be returned to customers. In September 2010, CSPCo and OPCo filed their 2009 significantly 
excessive earnings filings with the PUCO. In January 2011, the PUCO ruled that CSPCo generated approximately 
$43 million in significantIy excessive earnings during 2009. The ruling is subject to rehearing by the PUCO and 
could be appealed in the courts. If rehearing or a final appeal, if any, results in findings of additional significantly 
excessive earnings, then further amounts will be returned to customers. CSPCo and OPCo must file their 2010 
significantly excessive earnings filings with the PUCO. If the PUCO determines that CSPCo’s and/or OPCo’s 2010 
earnings were significantly excessive, CSPCo and/or OPCo rnay be required to return a portion of their revenues to 
customers. 

Ohio may require us to refund fuel costs that we have collected. (Applies to OPCo) 

The PIJCO selected an outside consultant to conduct an audit of recovery under the fuel adjustment clause 
for the period of January 2009 through December 2009. The audit report included a recommendation that the PUCO 
should review whether any proceeds from a 2008 coal contract settlement agreement which totaled $72 million 
should reduce OPCo’ s under-recovery balance. Of the total proceeds, approximately $58 million was recognized as 
a reduction to fuel expense prior to 2009 and $14 million reduced fuel expense in 2009 and 2010. If the PUCO 
orders any portion of the $58 million or other future adjustments be used to reduce the current year fuel adjustment 
clause deferral, it would reduce future net income and cash flows and impact financial condition. 

Ohio may require us to refund rider revenue that we have collected. (Applies to CSPCo and OPCo) 

The PIJCO approved recovery of an Economic Development Rider (EDR) by CSPCo and OPCo. An 
intervenor in that proceeding has filed a notice of appeal of that award with the Supreme Court of Ohio. As of 
December 31, 2010, CSPCo and OPCo have incurred $38 million and $30 million, respectively, in EDR costs 
including carrying costs. If CSPCo and OPCo are not ultimately permitted to recover their deferrals it would reduce 
future net income and cash flows and impact financial condition. 
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Our request for rate recovery in West Virginia may not be approved in its entirety. (Applies to AEP and 
APCo) 

In May 2010, APCo and WPCo filed a request with the WVPSC to increase annual base rates by $156 
million based on an 11.75% return on common equity to be effective March 201 1. If the WVPSC denies all or part 
of the requested rate recovery, it could reduce future net income and cash flows. 

Oklahoma may require us to refund fuel costs that we have collected. (Applies to PSO) 

In July 2009, the OCC initiated a proceeding to review PSO’s fuel and purchased power adjustment clause 
for the calendar year 2008 and also initiated a prudence review of the related costs. In March 2010, the Oklahoma 
Attorney General and an intervenor recommended the fuel clause adjustment rider be amended to decrease the 
shareholder’s portion of off-system sales margins from 25% to 10%. That intervenor also recommended that the 
OCC conduct a comprehensive review of all affiliate transactions during 2007 and 2008. In July 2010, additional 
testimony regarding the 2007 transfer of ERCOT trading contracts to AEP Energy Partners was filed. Included in 
this testimony were unquantified refund recommendations relating to re-pricing of contract transactions. If the OCC 
were to issue an unfavorable decision, it would reduce future net income and cash flows and impact financial 
condition. 

Our future access to assets used to serve a major customer is in question. (Applies to I&M) 

Since 1975 I&M has leased certain energy delivery assets from the City of Fort Wayne, Indiana under a 
long-term lease that expired on February 28, 2010. As a result of a court-sponsored mediation process, I&M agreed 
to purchase the leased assets from Fort Wayne. The agreement was signed in October 2010 andis subject to 
approval by the IURC. If the IURC does not approve the agreement or the recovery of the costs resulting from the 
agreement or the lease, it could reduce future net income and cash flows. 

We may not recover costs incurred to begin construction on projects that are canceled. 
registrant) 

(Applies to each 

Our business plan for the construction of new projects involves a number of risks, including construction 
delays, nonperfonnance by equipment and other third party suppliers, and increases in equipment and labor costs. 
To limit the risks of these construction projects, we enter into equipment purchase orders and construction contracts 
and incur engineering and design service costs in advance of receiving necessary regulatory approvals and/or siting 
or environmental permits. If any of these projects is canceled for any reason, including our failure to receive 
necessary regulatory approvals and/or siting or environmental permits, we could incur significant cancellation 
penalties under the equipment purchase orders and construction contracts. In addition, if we have recorded any 
construction work or investments as a regulatory asset we may need to impair that asset in the event the project is 
canceled. 

Rate regulation may delay or deny full recovery of capital improvements, additions and other costs. (Applies 
to each registrant.) 

Our public utility subsidiaries currently provide service at rates approved by one or more regulatory 
commissions. These rates are generally regulated based on an analysis of the applicable utility’s expenses incurred 
in a test year. Thus, commission-approved rates may or may not match a utility’s expenses at any given time. There 
may also be a delay between the timing of when these costs are incurred and when these costs are recovered. 
Traditionally, we have financed capital investments and improvements until the new asset was placed in service. 
Provided the asset was found to be a prudent investment, the asset was then added to rate base and entitled to a 
return through rate recovery. Long lead times in construction, the high costs of plant and equipment and difficult 
capital markets have heightened the risks involved in our capital investments and improvements. While we are 
actively pursuing strategies to accelerate rate recognition of investments and cash flow, including pre-approvals, a 
return on construction work in progress, ridedtrackers, formula rates and the inclusion of future test-year projections 
into rates, there can be no assurance that these will be adopted, that the applicable regulatory commission will judge 
all of our costs to have been prudently incurred or that the regulatory process in which rates are determined will be 
done in a timely manner. 
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Certain of our revenues and results of operations are subject to risks that are beyond our control. (Applies to 
each registrant.) 

Our operations are structured to comply with all applicable federal and state laws and regulations and we 
take measures to minimize the risk of significant disruptions. Material disruptions at one or more of our operational 
facilities, however, could negatively impact our revenues, operating and capital expenditures and results of 
operations. Such events may also create additional risks related to the supply and/or cost of equipment and 
materials. We could experience unexpected but significant interruption due to several events, including: 

0 

0 

0 

other serious operational problems. 

major facility or equipment failure; 
an environmental event such as a serious spill or release; 
fires, floods, droughts, earthquakes, hurricanes or other natural disasters; 
wars, terrorist acts or threats and other catastrophic events; 
significant health impairments or disease events, and; 

We are exposed to nuclear generation risk, (Applies to AEP a i d  IbM.) 

Through I&M, we own the Cook Plant. It consists of two nuclear generating units for a rated capacity of 
2,191 MW, or 8-9% of the electricity we generate. We are, therefore, subject to the risks of nuclear generation, 
which include the following: 

the potential harmful effects on the environment and human health resulting from the operation of nuclear 
facilities and the storage, handling and disposal of radioactive materials such as spent nuclear fuel; 

limitations on the amounts and types of insurance commercially available to cover losses that might arise in 
connection with our nuclear operations; 

uncertainties with respect to contingencies and assessment amounts if insurance coverage is inadequate 
(federal law requires owners of nuclear units to purchase the maximum available amount of nuclear liability 
insurance and potentially contribute to the losses of others); and, 

uncertainties with respect to the technological and financial aspects of decommissioning nuclear plants at 
the end of their licensed lives. 

There can be no assurance that I&M’s preparations or risk mitigation measures will be adequate if and when 
these risks are triggered. 

The NRC has broad authority under federal law to impose licensing and safety-related requirements for the 
operation of nuclear generation facilities. In the event of non-compliance, the NRC has the authority to impose fines 
or shut down a unit, or both, depending upon its assessment of the severity of the situation, until compliance is 
achieved. Revised safety requirements promulgated by the NRC could necessitate substantial capital expenditures at 
nuclear plants such as ours. In addition, although we have no reason to anticipate a serious nuclear incident at our 
plants, if an incident did occur, it could harm our results of operations or financial condition. A major incident at a 
nuclear facility anywhere in the world could cause the NRC to limit or prohibit the operation or licensing of any 
domestic nuclear unit. Moreover, a major incident at any nuclear facility in the U.S. could require us to make 
material contributory payments. 
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Costs associated with the operation (including fuel), maintenance and retirement of nuclear plants continue 
to be more significant and less predictable than costs associated with other sources of generation, in large part due to 
changing regulatory requirements and safety standards, availability of nuclear waste disposal facilities and 
experience gained in the operation of nuclear facilities. Costs also may include replacement power, any 
unamortized investment at the end of the useful life of the Cook Plant (whether scheduled or premature), the 
carrying costs of that investment and retirement costs. Our ability to obtain adequate and timely recovery of costs 
associated with the Cook Plant is not assured. 

The different regional power markets in which we compete or will compete in the future have changing 
market and transmission structures, which could affect our performance in these regions. (Applies to each 
registrant. 

Our results are likely to be affected by differences in the market and transmission structures in various 
regional power markets. The rules governing the various regional power markets, including SPP and PJM, may also 
change from time to time which could affect our costs or revenues. Because the manner in which RTOs will evolve 
remains unclear, we are unable to assess fully the impact that changes in these power markets may have on our 
business. 

The amount we charged third parties for using our transmission facilities is subject to refund. (Applies to 
AEP, APCo, CSPCo, I&M and OPCo.) 

In July 2003, the FERC issued an order directing PJM and MISO to make compliance filings for their 
respective tariffs to eliminate the transaction-based charges for through and out (T&O) transmission service on 
transactions where the energy is delivered within those RTOs. To mitigate the impact of lost T&O revenues, the 
FERC approved temporary replacement seams elimination cost allocation (SECA) transition rates beginning in 
December 2004 and extending through March 2006. Because intervenors objected to this decision, the SECA fees 
we collected ($220 million) are subject to refund. Some claims for refund have been settled, and we have recorded a 
provision for estimated settlement refunds for the remaining unsettled $108 million of gross SECA revenues 
collected. Any payments in excess of the reserve balance could harm our results of operations and financial 
position. 

We could be subject to higher costs and/or penalties related to mandatory reliability standards. (Applies to 
each registrant.) 

As a result of EPACT, owners and operators of the bulk power transmission system are subject to 
mandatory reliability standards promulgated by the North American Electric Reliability Corporation and enforced 
by the FERC. These standards, which previously were being applied on a voluntary basis, became mandatory in 
June 2007. The standards are based on the functions that need to be performed to ensure the bulk power system 
operates reliably and is guided by reliability and market interface principles. Compliance with new reliability 
standards may subject us to higher operating costs and/or increased capital expenditures. While we expect to recover 
costs and expenditures from customers through regulated rates, there can be no assurance that the applicable 
commissions will approve full recovery in a timely manner. If we were found not to be in compliance with the 
mandatory reliability standards, we could be subject to sanctions, including substantial monetary penalties, which 
likely would not be recoverable from customers through regulated rates. 

At times, demand for power could exceed our supply capacity. (Applies to each registrant.) 

We are currently obligated to supply power in parts of eleven states. From time to time, because of 
unforeseen circumstances, the demand for power required to meet these obligations could exceed our available 
generation capacity. If this occurs, we would have to buy power from the market. This would increase the pressure 
on our short-term debt financing capacity in times of tight liquidity. We may not always have the ability to pass 
these costs on to our customers, and the time lag between incurring costs and recovery can be long. Since these 
situations most often occur during periods of peak demand, it is possible that the market price for power at that time 
would be very high. Even if a supply shortage were brief, we could suffer substantial losses that could reduce our 
results of operations. 
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Risks Related to Market, Economic or Financial Volatility 

If we are unable to access capital markets on reasonable terms, it could have an adverse impact on our net 
income, cash flows and financial condition. (Applies to each registrunt) 

We rely on access to capital markets as a significant source of liquidity for capital requirements not satisfied 
by operating cash flows. Volatility and reduced liquidity in the financial markets could affect our ability to raise 
capital and fund our capital needs, including construction costs and refinancing maturing indebtedness. In addition, 
if capital is available only on less than reasonable terms or to borrowers whose creditworthiness is better than ours, 
capital costs could increase materially. Restricted access to capital markets andor increased borrowing costs could 
have an adverse impact on net income, cash flows and financial condition. 

Downgrades in our credit ratings could negatively affect our ability to access capital and/or to operate our 
power trading businesses. (Applies to each registraizt) 

The credit ratings agencies periodically review our capital structure and the quality and stability of our 
earnings. Any negative ratings actions could constrain the capital available to us and could limit our access to 
funding for our operations. Our business is capital intensive, and we are dependent upon our ability to access capital 
at rates and on terms we determine to be attractive. In periods of market turmoil, access to capital is difficult for all 
borrowers. If our ability to access capital becomes significantly constrained, our interest costs will likely increase 
and our financial condition could be hanned and future results of operations could be adversely affected. 

Our power trading business relies on the investment grade ratings of our individual public utility 
subsidiaries’ senior unsecured long-term debt. Most of our counterparties require the creditworthiness of an 
investment grade entity to stand behind transactions. If those ratings were to decline below investment grade, our 
ability to operate our power trading business profitably would be diminished because we would likely have to 
deposit cash or cash-related instruments which would reduce our profits. 

Our pension plan will require additional significant contributions. (Applies to each registrant.) 

The performance of the capital markets affects the value of the assets that are held in trust to satisfy future 
obligations under our defined benefit pension plan. The volatility of the capital markets in the past years has led to a 
decline in the market value of these assets. Also, a decline in interest rates on corporate bonds in 2010 has impacted 
the benchmark discount rate in a way that results in a higher calculated pension liability. Accordingly, our future 
required contributions to fund obligations under our defined benefit plan could increase significantly. 

AEP has no income or cash flow apart from dividends paid or other obligations due it from its 
subsidiaries. (Applies to AEP.) 

AEP is a holding company and has no operations of its own. Its ability to meet its financial obligations 
associated with its indebtedness and to pay dividends on its common stock is primarily dependent on the earnings 
and cash flows of its operating subsidiaries, primarily its regulated utilities, and the ability of its subsidiaries to pay 
dividends to, or repay loans from, AEP. Its subsidiaries are separate and distinct legal entities that have no 
obligation (apart from loans from AEP) to provide AEP with funds for its payment obligations, whether by 
dividends, distributions or other payments. Payments to AEP by its subsidiaries are also contingent upon their 
earnings and business considerations. In addition, any payment of dividends, distributions or advances by the utility 
subsidiaries to AEP could be subject to regulatory restrictions. AEP indebtedness and common stock dividends are 
structurally subordinated to all subsidiary indebtedness and preferred stock obligations. 
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Our operating results may fluctuate on a seasonal or quarterly basis and with general economic conditions. 
(Applies to each registmrzt.) 

Electric power generation is generally a seasonal business, In many parts of the country, demand for power 
peaks during the hot summer months, with market prices also peaking at that time. In other areas, power demand 
peaks during the winter. As a result, our overall operating results in the future may fluctuate substantially on a 
seasonal basis. The pattern of this fluctuation may change depending on the terms of power sale contracts that we 
enter into. In addition, we have historically sold less power, and consequently earned less income, when weather 
conditions are milder. Unusually mild weather in the future could diminish our results of operations and harm our 
financial condition. Conversely, unusually extreme weather conditions could increase AEP’s results of operations in 
a manner that would not likely be sustainable. 

Further, deteriorating economic conditions generally result in reduced consumption by our customers, 
particularly industrial customers who may curtail operations or cease production entirely, while an expanding 
economic environment generally results in increased revenues. As a result, our overall operating results in the future 
may fluctuate on the basis of prevailing economic conditions. 

Failure to attract and retain an appropriately qualified workforce could harm our results of operations. 
(Applies to each registrarit.) 

Certain events, such as an aging workforce without appropriate replacements, mismatch of skillset or 
complement to future needs, or unavailability of contract resources may lead to operating challenges and increased 
costs. The challenges include lack of resources, loss of knowledge and a lengthy time period associated with skill 
development. In this case, costs, including costs for contractors to replace employees, productivity costs and safety 
costs, may rise. Failure to hire and adequately train replacement employees, including the transfer of significant 
internal historical knowledge and expertise to the new employees, or the future availability and cost of contract labor 
may adversely affect the ability to manage and operate our business. If we are unable to successfully attract and 
retain an appropriately qualified workforce, our results of operations could be negatively affected. 

Parties we have engaged to provide construction materials or services may fail to perform their obligations, 
which could harm our results of operations. (Applies to each registrant.) 

Our business plan calls for extensive investment in capital improvements and additions, including the 
installation of environmental upgrades, construction of additional generation units and transmission facilities as well 
as other initiatives. We are exposed to the risk of substantial price increases in the costs of materials used in 
construction. We have engaged numerous contractors and entered into a large number of agreements to acquire the 
necessary materials and/or obtain the required construction related services. As a result, we are also exposed to the 
risk that these contractors and other counterparties could breach their obligations to us. Should the counterparties to 
these arrangements fail to perform, we may be forced to enter into alternative arrangements at then-current market 
prices that may exceed our contractual prices and almost certainly cause delays in that and related projects. 
Although our agreements are designed to mitigate the consequences of a potential default by the counterparty, our 
actual exposure may be greater than these mitigation provisions. This would cause our financial results to be 
diminished, and we might incur losses or delays in completing construction. 

Changes in commodity prices and the costs of transport may increase our cost of producing power or 
decrease the amount we receive from selling power, harming our financial performance. (Applies to each 
registrant.) 

We are exposed to changes in the price and availability of coal and the price and availability to transport 
coal because most of our generating capacity is coal-fired. We have contracts of varying durations for the supply of 
coal for most of our existing generation capacity, but as these contracts end or otherwise are not honored, we may 
not be able to purchase coal on terms as favorable as the current contracts. Similarly, we are exposed to changes in 
the price and availability of emission allowances. We use emission allowances based on the amount of coal we use 
as fuel and the reductions achieved through emission controls and other measures. According to our estimates, we 
have procured sufficient emission allowances to cover nearly all of our projected needs for the next two years as 
well as a majority of our needs beyond that timeframe. At some future point, additional costs may be incurred if 
forthcoming regulation changes require supplemental allowances for compliance. If and when we obtain additional 
allowances those purchases may not be on as favorable terms as those currently obtained. 
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We also own natural gas-fired facilities, which increases our exposure to market prices of natural gas. 
Natural gas prices tend to be more volatile than prices for other fuel sources. Our ability to make off-system sales at 
a profit is highly dependent on the price of natural gas. As the price of natural gas falls, other market participants 
that utilize natural gas-fired generation will be able to offer electricity at increasingly competitive prices relative to 
our off-system sales prices, so the margins we realize from sales will be lower and, on occasion, we may need to 
curtail operation of marginal plants. 

Prices for coal, natural gas and emission allowances have shown material upward and downward swings in 
the recent past. Changes in the cost of coal, emission allowances or natural gas and changes in the relationship 
between such costs and the market prices of power will affect our financial results. Since the prices we obtain for 
power may not change at the same rate as the change in coal, emission allowances or natural gas costs, we may be 
unable to pass on the changes in costs to our customers. 

In addition, actual power prices and fuel costs will differ from those assumed in financial projections used to 
value our trading and marketing transactions, and those differences may be material. As a result, our financial 
results may be diminished in the future as those transactions are marked to market. 

Risks Relating to State Restructuring 

Our customers have recently begun to select alternative electric generation service providers, as allowed by 
Ohio legislation. (Applies to AEP and CSPCo) 

Under current Ohio legislation, electric generation is sold in a competitive market in Ohio, and our native 
load customers in Ohio have the ability to switch to alternative suppliers for their electric generation 
service. Competitive power suppliers are targeting retail customers by offering alternative generation service. A 
growing number of CSPCo’s commercial retail customers have switched to alternative generation providers while 
additional Ohio customers have provided notice of their intent to switch. In 2010, CSPCo lost about 3% of its total 
load due to customer switching. To date, OPCo’s losses have not been significant. These evolving market 
conditions will continue to impact CSPCo’s results of operations. 

There is uncertainty as to our recovery of stranded costs resulting from industry restructuring in Texas. 
(Applies to AEP.) 

Restructuring legislation in Texas required utilities with stranded costs to use market-based methods to 
value certain generating assets for determining stranded costs. We elected to use the sale of assets method to 
determine the market value of TCC’s generation assets for stranded cost purposes. In general terms, the amount of 
stranded costs under this market valuation methodology is the amount by which the book value of generating assets, 
including regulatory assets and liabilities that were not securitized, exceeds the market value of the generation 
assets, as measured by the net proceeds from the sale of the assets. In May 2005, TCC filed its stranded cost 
quantification application with the PUCT seeking recovery of $2.4 billion of net stranded generation costs and other 
recoverable true-up items. A final order was issued in April 2006. In the final order, the PUCT determined TCC’s 
net stranded generation costs and other recoverable true-up items to be approximately $1.475 billion. We have 
appealed the PUCT’ s final order seeking additional recovery consistent with the Texas Restructuring Legislation 
and related rules, other parties have appealed the PUCT’s final order as unwarranted or too large. Management 
cannot predict the ultimate outcome of any future court appeals or any future remanded PUCT proceeding. 

Collection of our revenues in Texas is concentrated in a limited number of REPS. (Applies to AEP.) 

Our revenues from the distribution of electricity in the ERCOT area of Texas are collected from REPS that 
supply the electricity we distribute to their customers. Currently, we do business with approximately one hundred 
REPs. In 2010, TCC’s largest customer accounted for 25% of its operating revenue and its second largest customer 
accounted for 13% of its operating revenue; TNC’s largest customer (a non-utility affiliate) accounted for 29% of its 
operating revenues and its second largest customer accounted for 16% of its operating revenues. Adverse economic 
conditions, structural problems in the Texas market or financial difficulties of one or more REPs could impair the 
ability of these REPs to pay for our services or could cause them to delay such payments. We depend on these REPs 
for timely remittance of payments. Any delay or default in payment could adversely affect the timing and receipt of 
our cash flows and thereby have an adverse effect on our liquidity. 
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Risks Related to Owning and Operating Generation Assets and Selling Power 

Our costs of compliance with existing environmental laws are significant. (Applies fo each regisfranf) 

Our operations are subject to extensive federal, state and local environmental statutes, rules and regulations 
relating to air quality, water quality, waste management, natural resources and health and safety. Approximately 
90% of the electricity generated by the AEP system is produced by the combustion of fossil fuels. Emissions of 
nitrogen and sulfur oxides, mercury and particulates from fossil fueled generating plants are potentially subject to 
increased regulations, controls and mitigation expenses. Compliance with these legal requirements requires us to 
commit significant capital toward environmental monitoring, installation of pollution control equipment, emission 
fees and permits at all of our facilities. These expenditures have been significant in the past, and we expect that they 
will increase in the future. Costs of compliance with environmental regulations could adversely affect our net 
income and financial position, especially if emission and/or discharge limits are tightened, more extensive 
permitting requirements are imposed, additional substances become regulated and the number and types of assets we 
operate increase. While we expect to recover our expenditures for pollution control technologies, replacement 
generation and associated operating costs from customers through regulated rates (in regulated ,jurisdictions) or 
market prices, without such recovery those costs could reduce our future net income and cash flows, and possibly 
harm our financial condition. 

Regulation of COz emissions, either through legislation or by the Federal EPA, could materially increase costs 
to us and our customers or cause some of our electric generating units to be uneconomical to operate or 
maintain. (Applies to each registrant) 

In June 2009, the U.S. House of Representatives passed the American Clean Energy Security Act (ACES). 
ACES is a comprehensive energy and global warming bill that includes a number of provisions that would directly 
affect our business, including energy efficiency and renewable electricity standards, funding for carbon capture and 
sequestration demonstration projects, C 0 2  emission standards, and an economy-wide cap and trade program for 
large sources of COr emissions that would reduce emissions by 17% in 2020 and just over 80% by 2050 from 200.5 
levels. Costs of compliance with the proposed legislation could adversely affect our net income and financial 
position. This legislation did not become law. 

Separately, in December 2009, the Federal EPA issued a final endangerment finding under the CAA 
regarding emissions from motor vehicles. Several groups have filed challenges to the endangerment finding. The 
endangerment finding will lead to regulation of COz and other gases under existing laws. Management believes 
some policy approaches being discussed would have significant and widespread negative consequences for the 
national economy and major U.S. industrial enterprises, including us and our customers. 

If C 0 2  and other emission standards are imposed, the standards could require significant increases in capital 
expenditures and operating costs which would impact the ultimate retirement of older, less-efficient, coal-fired units. 
While we expect that costs of complying with new COz and other GHG emission standards will be treated like all 
other reasonable costs of serving customers and should be recoverable from customers as costs of doing business, 
without such recovery those costs could reduce our future net income and cash flows and harm our financial 
condition. 

Courts adjudicating nuisance and other similar claims against us may order us to limit or reduce our COz 
emissions. (Applies to each registrant) 

In 2004, eight states and the City of New York filed an action in Federal District Court for the Southern 
District of New York against AEP, Cinergy Corp, Xcel Energy, Southern Company and Tennessee Valley 
Authority. The Natural Resources Defense Council, on behalf of three special interest groups, filed a similar 
complaint against the same defendants. The actions allege that COZ emissions from the defendants’ power plants 
constitute a public nuisance under federal common law due to impacts of global warming, and sought injunctive 
relief in the form of specific emission reduction commitments from the defendants. The Second Circuit Court of 
Appeals reinstated this lawsuit on appeal after the lower court had dismissed it. The U.S. Supreme Court has agreed 
to hear the defendants’ request for appeal. 

32 



The trial court adjudicating the reinstated nuisance claims may order the defendants, including us, to limit or 
reduce C02  emissions. This or similar remedies could require us to purchase power from third parties to fulfill our 
commitments to supply power to our customers. While 
management believes such costs should be recoverable from customers as costs of doing business, without such 
recovery those costs could reduce our future net income and cash flows and harm our financial condition. 

This could have a material impact on our costs. 

If these or other future actions are resolved against us, substantial modifications of our existing coal-fired 
power plants could be required. In addition, we could be required to invest significantly in additional emission 
control equipment, accelerate the timing of capital expenditures, pay penalties and/or halt operations. Moreover, our 
results of operations and financial position could be reduced due to the timing of recovery of these investments and 
the expense of ongoing litigation. 

We may not fully recover the costs of repairing or replacing damaged equipment in Cook Plant Unit 1 and 
may be required to pay additional accidental outage insurance proceeds to ratepayers. (Applies to AEP and 
I&M)  

Cook Plant Unit 1 is a 1,084 MW nuclear generating unit located in Bridgman, Michigan. In September 
2008, I&M shut down Cook Plant Unit 1 (Unit 1) due to turbine vibrations, caused by blade failure, which resulted 
in significant turbine damage and a small fire on the electric generator. This equipment, located in the turbine 
building, is separate and isolated from the nuclear reactor. The turbine rotors that caused the vibration were 
installed in 2006 and were within the vendor’s warranty period. The warranty provides for the repair or replacement 
of the turbine rotors if the damage was caused by a defect in materials or workmanship. Repair of the property 
damage and replacement of the turbine rotors and other equipment could cost up to approximately $395 million. 
Management believes that I&M should recover a significant portion of these costs through the turbine vendor’s 
warranty, insurance and the regulatory process. I&M repaired Unit 1 and it resumed operations in December 2009 
at slightly reduced power. If the ultimate costs of the incident are not covered by warranty, insurance or through the 
regulatory process or if any future regulatory proceedings are adverse, it could have an adverse impact on net 
income, cash flows and financial condition. 

Our revenues and results of operations from selling power are subject to market risks that are beyond our 
control. (Applies to each registrant.) 

We sell power from our generation facilities into the spot market and other competitive power markets on a 
contractual basis. We also enter into contracts to purchase and sell electricity, natural gas, emission allowances and 
coal as part of our power marketing and energy trading operations. With respect to such transactions, the rate of 
return on our capital investments is not determined through mandated rates, and our revenues and results of 
operations are likely to depend, in large part, upon prevailing market prices for power in our regional markets and 
other competitive markets. These market prices can fluctuate substantially over relatively short periods of time. 
Trading margins may erode as markets mature and there may be diminished opportunities for gain should volatility 
decline. In addition, the FERC, which has ,jurisdiction over wholesale power rates, as well as RTOs that oversee 
some of these markets, may impose price limitations, bidding rules and other mechanisms to address some of the 
volatility in these markets. Power supply and other similar agreements entered into during extreme market 
conditions may subsequently be held to be unenforceable by a reviewing court or the mRC. Fuel and emissions 
prices may also be volatile, and the price we can obtain for power sales may not change at the same rate as changes 
in fuel and/or emissions costs. These factors could reduce our margins and therefore diminish our revenues and 
results of operations. 

33 



Volatility in market prices for fuel and power may result from: 

weather conditions; 
outages of major generation or transmission facilities; 
seasonality; 
power usage; 
illiquid markets; 
transmission or transportation constraints or inefficiencies; 
availability of competitively priced alternative energy sources; 
demand for energy commodities; 
natural gas, crude oil and refined products, and coal production levels; 
natural disasters, wars, embargoes and other catastrophic events; and 
federal, state and foreign energy and environmental regulation and legislation. 

Our power trading (including coal, gas and emission allowances trading and power marketing) and risk 
management policies cannot eliminate the risk associated with these activities. (Applies to each registrant.) 

Our power trading (including coal, gas and emission allowances trading and power marketing) activities 
expose us to risks of commodity price movements. We attempt to manage our exposure by establishing and 
enforcing risk limits and risk management procedures. These risk limits and risk management procedures may not 
work as planned and cannot eliminate the risks associated with these activities. As a result, we cannot predict the 
impact that our energy trading and risk management decisions may have on our business, operating results or 
financial position. 

We routinely have open trading positions in the market, within guidelines we set, resulting from the 
management of our trading portfolio. To the extent open trading positions exist, fluctuating commodity prices can 
improve or diminish our financial results and financial position. 

Our power trading and risk management activities, including our power sales agreements with 
counterparties, rely on prqjections that depend heavily on ,judgments and assumptions by management of factors 
such as the future market prices and demand for power and other energy-related commodities. These factors 
become more difficult to predict and the calculations become less reliable the further into the future these estimates 
are made. Even when our policies and procedures are followed and decisions are made based on these estimates, 
results of operations may be diminished if the ,judgments and assumptions underlying those calculations prove to be 
inaccurate. 

Our financial performance may be adversely affected if we are unable to operate our electric generating 
facilities successfully. (Apjdies to each registmiit.) 

Our performance is highly dependent on the successful operation of our electric generating facilities. 
Operating electric generating facilities involves many risks, including: 

labor disputes; 
0 

operator error and breakdown or failure of equipment or processes; 
operating limitations that may be imposed by environmental or other regulatory requirements; 

fuel supply interruptions caused by transportation constraints, adverse weather, non-performance by our 
suppliers and other factors; and 
catastrophic events such as fires, earthquakes, explosions, hurricanes, terrorism, floods or other similar 
occurrences. 

A decrease or elimination of revenues from power produced by our electric generating facilities or an 
increase in the cost of operating the facilities would adversely affect our results of operations. 

34 



Parties with whom we have contracts may fail to perform their obligations, which could harm our results of 
operations. (Applies to ench registrant.) 

We are exposed to the risk that counterparties that owe us money or power could breach their obligations. 
Should the counterparties to these arrangements fail to perform, we may be forced to enter into alternative hedging 
arrangements or honor underlying commitments at then-current market prices that may exceed our contractual 
prices, which would cause our financial results to be diminished and we might incur losses. Although our estimates 
take into account the expected probability of default by a counterparty, our actual exposure to a default by a 
counterparty may be greater than the estimates predict. 

We rely on electric transmission facilities that we do not own or control. If these facilities do not provide us 
with adequate transmission capacity, we may not be able to deliver our wholesale electric power to the 
purchasers of our power. (Applies to each registrant.) 

We depend on transmission facilities owned and operated by other unaffiliated power companies to deliver 
the power we sell at wholesale. This dependence exposes us to a variety of risks. If transmission is disrupted, or 
transmission capacity is inadequate, we may not be able to sell and deliver our wholesale power. If a region’s power 
transinission infrastructure is inadequate, our recovery of wholesale costs and profits may be limited. If restrictive 
transmission price regulation is imposed, the transmission companies may not have sufficient incentive to invest in 
expansion of transmission infrastructure. 

The FERC has issued electric transmission initiatives that require electric transmission services to be offered 
unbundled from commodity sales. Although these initiatives are designed to encourage wholesale market 
transactions for electricity and gas, access to transmission systems may in fact not be available if transmission 
capacity is insufficient because of physical constraints or because it is contractually unavailable. We also cannot 
predict whether transmission facilities will be expanded in specific markets to accommodate competitive access to 
those markets. 

We do not fully hedge against price changes in commodities. (Applies to each registrant.) 

We routinely enter into contracts to purchase and sell electricity, natural gas, coal and emission allowances 
as part of our power marketing and energy and emission allowances trading operations. In connection with these 
trading activities, we routinely enter into financial contracts, including futures and options, over-the counter options, 
financially-settled swaps and other derivative contracts. These activities expose us to risks from price movements. 
If the values of the financial contracts change in a manner we do not anticipate, it could harm our financial position 
or reduce the financial contribution of our trading operations. 

We manage our exposure by estabIishing risk limits and entering into contracts to offset some of our 
positions (i.e%, to hedge our exposure to demand, market effects of weather and other changes in commodity prices). 
However, we do not always hedge the entire exposure of our operations from commodity price volatility. To the 
extent we do not hedge against commodity price volatility, our results of operations and financial position may be 
improved or diminished based upon our success in the market. 

Financial derivatives reforms could increase the liquidity needs and costs of our commercial trading 
operations. (Applies to each registrant.) 

In July 20 10, federal legislation was enacted to reform financial markets that significantly alter how over- 
the-counter (OTC) derivatives are regulated. The law increased regulatory oversight of OTC energy derivatives, 
including (1) requiring standardized OTC derivatives to be traded on registered exchanges regulated by the 
Commodity Futures Trading Commission (CFTC), (2) imposing new and potentially higher capital and margin 
requirements and ( 3 )  authorizing the establishment of overall volume and position limits. The law gives the CFTC 
authority to exempt end users of energy commodities which could reduce, but not eliminate, the applicability of 
these measures to us and other end users. These requirements could cause our OTC transactions to be more costly 
and have an adverse effect on our liquidity due to additional capital requirements. In addition, as these reforms aim 
to standardize OTC products it could limit the effectiveness of our hedging programs because we would have less 
ability to tailor OTC derivatives to match the precise risk we are seeking to manage. 
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ITEM 1B. UNRESOLVED STAFF COMMENTS 

None. 

ITEM 2. PROPERTIES 

GENERATION FACILITIES 

UTILJTY OPERATIONS 

At December 31, 2010, the AEP System owned (or leased where indicated) generating plants, all situated in 
the states in which our electric utilities serve retail customers, with net power capabilities (winter rating) shown in 
the following table: 

Company 
AEGCo 
APCo 
CSPCO 
I&M 
KPCo 
OPCo 
PSO 
SWEPCo 
TNC 
System 
Totals 
Percentage 
of System 
Totals 

Coal 
MW 
1,310 
5,093 
2,388 
2,305 
1,078 
8,482 
1,026 
1,848 

377 

23,907 

64.2 

Natural 
Gas 
MW - 
1,186 

516 
1,347 

3,554 
2,668 

262 

9,533 

25.6 

Nuclear Lignite Hydro 
MW - MW - MW - 

677 

2,19 1 (e) 15 

26 

850 

2,191 850 718 

5.9 2.3 1.9 

Oil Total 

2,496 
6,286 

3 3,738 
4,511 
1,078 
8,508 

25 4,605 
5,366 

8 647 

36 37.2.35 

0.1 

(a) Unit 1 of the Rockport Plant is owned one-half by AEGCo and one-half by I&M. Unit 2 of the Rockport Plant is 
leased one-half by AEGCo and one-half by I&M. The leases terminate in 2022 unless extended. 

(b) Unit 3 of the John E. Amos Plant is owned one-third by APCo and two-thirds by OPCo. 

(c) APCo owns Units 1 and 3 and OPCo owns Units 2,4 and 5 of Philip Spom Plant, respectively 

(d) CSPCo owns generating units in common with Duke Ohio and DP&L,. Its percentage ownership interest is 
reflected in this table. 

(e) Cook Unit 1 currently is not operating at the full capacity set forth here. For further information, see Cook 
Nuclear Plant below. 

(f) PSO and TNC, along with Oklahoma Municipal Power Authority and The Public Utilities Board of the City of 
Brownsville, Texas, are joint owners of the Oklaunion power station. PSO and TNC’s ownership interest is 
reflected in this portion of the table. TNC has transferred its interest to a non-utility affiliate through 2027. 

(g) SWEPCo owns generating units in common with Cleco Corporation and other unaffiliated parties. Only its 
ownership interest is reflected in this table. 

(h) TNC’s gas-fired and oil-fired generation has been deactivated. 
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Cook Nuclear Plant 

The following table provides operating information relating to the Cook Plant. 

Cook Plant 
Unit 1 Unit 2 

Year Placed in Operation 
Year of Expiration of NRC License 
Nominal Net Electrical Rating in Kilowatts 
Net Capacity Factors 

2010 
2009 
2008 
2007 

197.5 1978 
2034 20.37 

1,084,000 1,107,000 

82.2 %( a) 80.8% 
2.8%(a) 83.1 % 

59.2%( a) 96.6% 
97.4% 83.8% 

(a) Unit 1 Net Capacity Factor for 2008 through 2010 was impacted by a 2008 forced outage caused by a low 
pressure turbine blade failure event. The reduced capacity repaired turbine is projected to be replaced with a 
full capacity turbine in late 201 I.  

New Generation 

SWEPCo is currently constructing the Turk Plant, a new base load 600 MW pulverized coal ultra- 
supercritical generating unit in Arkansas, which is expected to be in-service in 2012. SWEPCo owns 73% of the 
Turk Plant and will operate the completed facility. AEGCo is currently constructing the Dresden Plant, a new 580 
MW combined-cycle natural gas generating unit in Ohio, which is expected to be in-service in 2012. We resumed 
work on the Dresden Plant in the first quarter of 201 1. 

GENERATION AND MARKETING 

In addition to the generating facilities described above, AEP has ownership interests in other electrical 
generating facilities. Information concerning these facilities at December 3 1,2010 is listed below. 

Facility 
Capacity 

__I Fuel Location Total MW 

Desert Sky Wind Farm Wind Texas 161 

Trent Wind Farm Wind Texas 150 
Total 31 1 
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TRANSMISSION AND DISTRIBUTION FACILITIES 

The following table sets forth the total overhead circuit miles of transmission and distribution lines of the 
AEP System and its operating companies and that portion of the total representing 76SkV lines: 

Total Overhead Circuit Miles of 
Transmission and Distribution Lines 

Circuit Miles of 
765kV Lines 

AEP System (a) 
APCo 
CSPCo (a) 
I&M 
KgPCo 
KPCO 
OPCO 
PSO 
SWEPCo 
TCC 
TNC 
WPCO 

224,703 
52,233 
15,697 
22,005 

1,358 
1 1,087 
30,754 
21,126 
2 1,759 
29,686 
17,289 
1,708 

2,116 
734 

615 
__ 

25 8 
509 

(a) Includes 766 miles of 345,000-volt jointly owned lines. 
(b) Includes 73 miles of overhead transmission lines not identified with an operating company. 

TRANSMISSION INITIATIVES 

We continue our pursuit of transmission opportunities throughout the U.S. In 2009, we announced that our 
recently formed transmission company, AEP Transmission Company, LLC, will pursue new transmission 
investments within our retail service territories. Through ,joint ventures with various other companies, we have 
existing and/or planned transmission projects and opportunities outside of our retail service territories. We plan to 
invest approximately $273 million in these projects in 20 1 1. See Maiiagenzeizt ’s Financial Disciissioii and Analysis 
included in the 20 10 Annual Reports under the heading Transmission Initiatives, for more information. 

The AEP System’s generating facilities are generally located on lands owned in fee simple. The greater 
portion of the transmission and distribution lines of the System has been constructed over lands of private owners 
pursuant to easements or along public highways and streets pursuant to appropriate statutory authority. The rights of 
AEP’s public utility subsidiaries in the realty on which their facilities are located are considered adequate for use in 
the conduct of their business. Minor defects and irregularities customarily found in title to properties of like size and 
character may exist, but such defects and irregularities do not materially impair the use of the properties affected 
thereby. AEP’s public utility subsidiaries generally have the right of eminent domain which permits them, if 
necessary, to acquire, perfect or secure titles to or easements on privately held lands used or to be used in their utility 
operations. Recent legislation in Ohio and Virginia has restricted the right of eminent domain previously granted for 
power generation purposes. 

SYSTEM TRANSMISSION LINES AND FACILITY SITING 

Laws in the states of Arkansas, Indiana, Kentucky, L,ouisiana, Michigan, Ohio, Texas, Tennessee, Virginia, 
and West Virginia require prior approval of sites of generating facilities andor  routes of high-voltage transmission 
lines. We have experienced delays and additional costs in constructing facilities as a result of proceedings conducted 
pursuant to such statutes, and in proceedings in which our operating companies have sought to acquire rights-of-way 
through condemnation. These proceedings may result in additional delays and costs in future years. 
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CONSTRUCTION PROGRAM 

With input from its state utility commissions, the AEP System continuously assesses the adequacy of its 
generation, transmission, distribution and other facilities to plan and provide for the reliable supply of electric power 
and energy to its customers. In this assessment process, assumptions are continually being reviewed as new 
information becomes available, and assessments and plans are modified, as appropriate. AEP forecasts 
approximately $2.5 billion of construction expenditures for 201 1, excluding the debt and equity components of 
AFUDC and assets acquired under leases. Estimated construction expenditures are subject to periodic review and 
modification and may vary based on the ongoing effects of regulatory constraints, environmental regulations, 
business opportunities, market volatility, economic trends, and the ability to access capital. 

CONSTRUCTION EXPENDITURES 

The following table shows construction expenditures (including environmental expenditures) during 2008, 
2009 and 2010 and a current estimate of 201 1 construction expenditures. Actual amounts for 2008, 2009 and 2010 
exclude the equity component of AFUDC and assets acquired under leases. Budgeted amounts for 201 1 exclude the 
debt and equity components of AFUDC and assets acquired under leases. 

2008 
Actual 

Total AEP System (a) $3,800,000 
APCO 696,767 
CSPCO 433,014 
I&M 352,335 
OPCO 706,.3 1.5 
PSO 285,826 
SWEPCO 692,162 

2009 2010 
Actual Actual 

(in thousands) 
$2,792,000 $2,345,000 

543,587 534,334 
302,699 235,901 
332,775 333,238 
417,601 276,736 
175,122 194,896 
.596,58 1 420,485 

2011 
Estimate (bl 

$2,506,000 
450,100 
186,900 
304,900 
264,100 
169,200 
44 1,500 

(a) Includes expenditures of other subsidiaries not shown. The figures reflect construction expenditures, not 

(b) Excludes Sabine Mining. 
investments in subsidiary companies. Excludes discontinued operations. 

The System construction program is reviewed continuously and is revised from time to time in response to 
changes in estimates of customer demand, business and economic conditions, the cost and availability of capital, 
environmental requirements and other factors. Changes in construction schedules and costs, and in estimates and 
projections of needs for additional facilities, as well as variations from currently anticipated levels of net earnings, 
Federal income and other taxes, and other factors affecting cash requirements, may increase or decrease the 
estimated capital requirements for the System’s construction program. 

POTENTIAL UNINSURED LOSSES 

Some potential losses or liabilities may not be insurable or the amount of insurance carried may not be 
sufficient to meet potential losses and liabilities, including liabilities relating to damage to our generating plants and 
costs of replacement power. Unless allowed to be recovered through rates, futxre losses or liabilities which are not 
completely insured could have a material adverse effect on results of operations and the financial condition of AEP 
and other AEP System companies. For risks related to owning a nuclear generating unit, see Note 6 to the 
consolidated financial statements entitled Convnitnzents, Guarantees and Contingencies under the heading Nuclear 
Contingencies for information with respect to nuclear incident liability insurance. 
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ITEM 3. LEGAL PROCEEDINGS 

For a discussion of material legal proceedings, see Note 6 to the consolidated financial statements, entitled 
Conznzitinents, Gunrdntees and Contingencies, incorporated by reference in Item 8. 

ITEM 4. REMOVED AND RESERVED 

EXECUTIVE OFFICERS OF THE REGISTRANTS 

AEP. The following persons are, or may be deemed, executive officers of AEP. Their ages are given as of 
February 1,2011. 

Name 
Michael G. Morris 
Nicholas K. Akins 
Carl L. English 
D. Michael Miller 
Robert P. Powers 
Brian X. Tierney 
Susan Tomasky 

- & Office (a) 
64 
so President 
64 Vice Chairman 
63 
56 President-AEP Utilities 
43 
57 President - AEP Transmission 

Chairman of the Board and Chief Executive Officer 

Senior Vice President, General Counsel and Secretary 

Executive Vice President and Chief Financial Officer 

(a) All of the executive officers have been employed by AEPSC or System companies in various capacities (AEP, 
as such, has no employees) for the past five years. Mr. Akins became an executive officer of AEP in June 2006, 
Mr. English in August, 2004, Mr. Miller in July 2010, Mr. Powers in October 2001, Mr. Tierney in January 
2008 and Ms. Tomasky in January 2000. All of the above officers are appointed annually for a one-year term by 
the board of directors of AEP. 

APCo, OPCo, PSO and SWEPCo. The names of the executive officers of APCo, OPCo, PSO and 
SWEPCo, the positions they hold with these companies, their ages as of February 1, 2011, and a brief account of 
their business experience during the past five years appear below. The directors and executive officers of APCo, 
OPCo, PSO and SWEPCo are elected annually to serve a one-year term. 

Name &E 
Michael G. Morris (a)(b) 64 

Nicholas K. Akins (a) 50 

64 Carl L. English (a) 

D. Michael Miller (c) 63 

Robert P. Powers (a) 56 

Brian X. Tierney (a) 43 

Position 
Chairman of the Board, Chief Executive Officer and 
Director of AEP 
Chairman of the Board, Chief Executive Officer and 
Director of APCo, OPCo, PSO and SWEPCo 
President of AEP 
Executive Vice President of AEP, Vice President 
and Director of APCo, OPCo, PSO and SWEPCo 
President and Chief Operating Officer of SWEPCo 
Vice Chairman 
Chief Operating Officer 
President-AEP Utilities of AEP 
Director and Vice President of APCo, OPCo, PSO and 
SWEPCo 
Senior Vice President, General Counsel and Secretary 
of AEP 
Deputy General Counsel of AEPSC 
Director of APCo, OPCo, PSO and SWEPCo 
President-AEP Utilities of AEP 
Executive Vice President of AEP 
Director and Vice President of APCo and OPCo 
Director and Vice President of PSO and S m P C o  
Executive Vice President 
Chief Financial Officer 
Director and Vice President of APCo and OPCo 
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Period 
2004-Present 

2004-Present 

20 1 1-Present 

2006-Present 

2010 - Present 
2004-2006 

2008-20 10 
2004-2007 
2004-Present 

2010-Present 

2002-20 10 
20 10-Present 
2008-Presen t 

200 I-Present 
2008-Present 
2008-Present 
2009-Present 
2008-Present 

2004-2007 



Name 

Susan Tomasky (a) 

&?E Position Period 
Director and Vice President of PSO and SWEPCo 

AEPSC 

Executive Vice President of AEP 

Vice President and Director of APCo, OPCo, PSO and 
S WEPCo 

2009-Present 
Senior Vice President-Commercial Operations of 2005-2007 

57 President-AEP Transmission 2008 -Present 
2004-Present 

2000-Present 
Chief Financial Officer of AEP 200 1-2006 

(a) 
(b) 
(c) 

Messrs. Morris, Akins, English, Powers and Tierney and Ms. Tomasky are directors of CSPCo and I&.M. 
Mr. Morris is a director of Alcoa, Inc. and The Hartford Financial Services Group, Inc. 
Mr. Miller is a director of CSPCo. 

The persons listed below are the Presidents, and therefore are also executive officers, of APCo, OPCo, PSO 
and SWEPCo, respectively. 

APCo: 
Name 

Charles R. Patton 

OPCo: 
Name 
Joseph Hamrock 

k Position Period 
51 President and Chief Operating Officer of APCo 

Senior Vice President-Regulatory and Public Policy of 
AEP 

TNC 

20 1 0-Present 

2008-2009 
Executive Vice President of AEP 2009-2010 

President and Chief Operating Officer of TCC and 

Director and Vice President of PSO and SWEPCo 

2004-2008 

2009-201 0 

Position Period 
47 President and Chief Operating Officer of CSPCo and 2008-Present 

OPCo 
Senior Vice President and Chief Information Officer 
of AEPSC 

2003-2007 

PSO: 
Name k Position 
Stuart Solomon 49 President and Chief Operating Officer of PSO 

SWEPCo: 
Name & Position 
Venita McCellon-Allen so President and Chief Operating Officer of SWEPCo 

Executive Vice President of AEP 
Director and Vice President of APCo and OPCo 
Director and Vice President of PSO and SWEPCo 
President and Chief Operating Officer of SWEPCo 
Senior Vice President-Shared Services of AEPSC 
Director of APCo, OPCo and SWEPCo 

Period 
2004-Present 

Period 
2010-Present 
2008-2010 
2009-201 0 
2008-2009 
2006-2008 
2004-2006 
2004-2006 

41 



ART 11 

ITEM 5. MARKET FOR REGISTRANTS’ COMMON EQUITY, 
RELATED STOCKHOLDER MATTERS 

AND ISSUER PURCHASES OF EQUITY SECURITIES 

AEP. In addition to the discussion below, the remaining information required by this item is incorporated 
herein by reference to the material under AEP Coiiziiiorz Stock arid Dividend Iir2fornzation and Note 14 to the 
consolidated financial statements entitled Fiizarzcirzg Activities under the heading Dividend Restrictions in the 2010 
Annual Report. 

APCo, CSPCo, I&M, OPCo, PSO and SWEPCo. The common stock of these companies is held solely by 
AEP. The information regarding the amounts of cash dividends on common stock paid by these companies to AEP 
during 2008, 2009 and 2010 are incorporated by reference to the material under Stateineizts of Changes in Corninon 
Slzarelzolder’s Equity and Coinprelzeizsive Incoiize (Loss) and Note 14 to the consolidated financial statements 
entitled Firzarzcing Activities under the heading Dividend Restrictions in the 201 0 Annual Reports. 

During the quarter ended December 3 1, 2010, neither AEP (nor its publicly-traded subsidiaries) purchased equity 
securities that are registered by AEP (or its publicly-traded subsidiaries) pursuant to Section 12 of the Exchange Act. 

ITEM 6. SELECTED FINANCIAL DATA 

CSPCo and I&M. Omitted pursuant to Instruction I(2)(a). 

AEP, APCo, OPCo, PSO and SWEPCo. The information required by this item is incorporated herein by 
reference to the material under Selected Consolidated Financial Data in the 20 10 Annual Reports. 

ITEM 7. MANAGEMENT’S DISCUSSION AND ANALYSIS 
OF FINANCIAL CONDITION 

AND RESULTS OF OPERATION 

CSPCo and I&M. Omitted pursuant to Instruction 1(2)(a). Management’s narrative analysis of the results 
of operations and other information required by Instruction I(2)(a) is incorporated herein by reference to the material 
under Mclnagerneiit ’s Financial Discirssioiz and Aiialysis in the 20 10 Annual Reports. 

AEP, APCo, OPCo, PSO and SWEPCo. The information required by this item is incorporated herein by 
reference to the material under Management ’s Fiizancial Discussion aizd Analysis in the 20 10 Annual Reports. 

ITEM 7A. QUANTITATIVE AND QUALITATIVE 
DISCLOSURES ABOUT MARKET RISK 

AEP, APCo, CSPCo, I&M, OPCo, PSO and SWEPCo. The information required by this item is 
incorporated herein by reference to the material under Management’s Financial Discussion and Analysis- 
Qiraiztitative and Qualitative Disclosiires aboict Market and Credit Risk in the 20 10 Annual Reports. 

ITEM 8. FINANCIAL STATEMENTS 
AND SUPPLEMENTARY DATA 

AEP, APCo, CSPCo, I&M, OPCo, PSO and SWEPCo. The information required by this item is 
incorporated herein by reference to the financial statements and financial statement schedules described under Item 
15 herein. 
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ITEM 9. CHANGES IN AND DISAGREEMENTS WITH 
ACCOUNTANTS ON ACCOUNTING AND FINANCIAL DISCLOSURE 

AEP, APCo, CSPCo, I&M, OPCo, PSO and SWEPCo. None. 

ITEM 9A. CONTROLS AND PROCEDURES 

During 201 0, management, including the principal executive officer and principal financial officer of each 
of American Electric Power Company, Inc., Appalachian Power Company, Columbus Southern Power Company, 
Indiana Michigan Power Company, Ohio Power Company, Public Service Company of Oklahoma and Southwestern 
Electric Power Company (each a “Registrant” and collectively the “Registrants”) evaluated each respective 
Registrant’s disclosure controls and procedures. Disclosure controls and procedures are defined as controls and 
other procedures of the Registrants that are designed to ensure that information required to be disclosed by the 
Registrants in the reports that they file or submit under the Exchange Act are recorded, processed, summarized and 
reported within the time periods specified in the Commission’s rules and forms. Disclosure controls and procedures 
include, without limitation, controls and procedures designed to ensure that information required to be disclosed by 
the Registrants in the reports that they file or submit under the Exchange Act is accumulated and communicated to 
each Registrant’s management, including the principal executive and principal financial officers, or persons 
performing similar functions, as appropriate to allow timely decisions regarding required disclosure. 

As of December 31, 2010, these officers concluded that the disclosure controls and procedures in place are 
effective and provide reasonable assurance that the disclosure controls and procedures accomplished their 
objectives. The Registrants continually strive to improve their disclosure controls and procedures to enhance the 
quality of their financial reporting and to maintain dynamic systems that change as events warrant. 

There have been no changes in the Registrants’ internal control over financial reporting (as such term is 
defined in Rule 13a-lS(f) and lSd-lS(f) under the Exchange Act) during the fourth quarter of 2010 that materially 
affected, or are reasonably likely to materially affect, the Registrants’ internal control over financial reporting. 

Management is required to assess and report on the effectiveness of its internal control over financial 
reporting as of December 31, 2010. As a result of that assessment, management determined that there were no 
material weaknesses as of December 3 1, 2010 and, therefore, concluded that each Registrant’s internal control over 
financial reporting was effective. 

Additional information required by this item of the Registrants is incorporated by reference to 
Management’s Reporr oiz Internal Control over Financial Reporting, included in the 201 0 Annual Report of each 
Registrant. 

ITEM 9B. OTHER INFORMATION 

None. 
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PART I11 

ITEM 10. DIRECTORS, EXECUTIVE OFFICERS 
AND CORPORATE GOVERNANCE 

CSPCo and I&M. Omitted pursuant to Instruction 1(2)(c). 

AEP: 

Directors, Director Noniiizatioii Process and Audit Committee. Certain of the information called for in this 
Item 10, including the information relating to directors, is incorporated herein by reference to AEP‘s definitive proxy 
information statement (which will be filed with the SEC pursuant to Regulation 14A under the Exchange Act) 
relating to 20 1 1 Annual Meeting of Shareholders including under the captions “Election of Directors,” “Section 
16(a) Beneficial Ownership Reporting Compliance,” “AEP’s Board of Directors and Committees,” “Directors,” 
”Involvement by Mr. Hoaglin in Certain Legal Proceedings” and “Shareholder Nominees for Directors.” 

Executive Officers. Reference also is made to the information under the caption Executive Officers of the 
Registrants in Part I, Item 4 of this report. 

Code of Ethics. AEP’s Principles of Business Conduct is the code of ethics that applies to AEP’s Chief 
Executive Officer, Chief Financial Officer and principal accounting officer. The Principles of Business Conduct is 
available on AEP’s website at www.aep. coin. The Principles of Business Conduct will be made available, without 
charge, in print to any shareholder who requests such document from Investor Relations, American Electric Power 
Company, Inc., 1 Riverside Plaza, Columbus, Ohio 43215. 

If any substantive amendments to the Principles of Business Conduct are made or any waivers are granted, 
including any implicit waiver, from a provision of the Principles of Business Conduct, to its Chief Executive 
Officer, Chief Financial Officer or principal accounting officer, AEP will disclose the nature of such amendment or 
waiver on AEP’s website, www.aey.com, or in a report on Form 8-K. 

Section 16(a) Beneficial Ownership Reporting Compliance. The information required by this item is 
incorporated herein by reference to information contained in the definitive proxy statement of AEP for the 201 1 
annual meeting of shareholders. 

APCo, OPCo, PSO and SWEPCo: 

Directors and Executive Officers Certain of the information called for in this Item 10, including the 
information relating to directors, is incorporated herein by reference to the definitive information statement for each 
company (which will be filed with the SEC under the Exchange Act) relating to 2011 Annual Meeting of 
Shareholders under the captions “Election of Directors” and “Director Nomination Process.” 

Audit Committee. Each of APCo, OPCo, PSO and SWEPCo is a controlled subsidiary of AEP and does not 
have a separate audit committee. 

Code of Ethics. AEP’s Principles of Business Conduct is the code of ethics that applies to the Chief 
Executive Officer, Chief Financial Officer and principal accounting officer of APCo, OPCo, PSO and SWEPCo 
The discussion of AEP’s Principles of Business Conduct above is incorporated herein by reference. If any 
substantive amendments to the Principles of Business Conduct are made or any waivers are granted, including any 
implicit waiver, from a provision of the Principles of Business Conduct, to the Chief Executive Officer, Chief 
Financial Officer or principal accounting officer of APCo, OPCo, PSO and SWEPCo, as applicable, that company 
will disclose the nature of such amendment or waiver on AEP’s website, tvww.aep.com, or in a report on Form 8-K. 
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ITEM 11. EXECUTIVE COMPENSATION 

CSPCo and I&M. Omitted pursuant to Instruction 1(2)(c). 

AEP. The information called for by this Item 11 is incorporated herein by reference to AEP’s definitive 
proxy statement (which will be filed with the SEC pursuant to Regulation 14A under the Exchange Act) relating to 
the 201 1 Annual Meeting including under the captions “Compensation Discussion and Analysis,” “Executive 
Compensation” and “Director Compensation”. The information set forth under the subcaption “Human Resources 
Committee Report” should not be deemed filed nor should it be incorporated by reference into any other filing under 
the Securities Act of 1933, as amended, or the Exchange Act except to the extent we specifically incorporate such 
report by reference therein. 

APCo, OPCo, PSO and SWEPCO. Certain of the information called for in this Item 11 is incorporated 
herein by reference to the definitive information statement for each company (which will be filed with the SEC 
under the Exchange Act) relating to 2011 Annual Meeting of Shareholders including under the captions 
“Compensation Discussion and Analysis,” “Executive Compensation” and “Director Compensation”. The 
information set forth under the subcaption “Human Resources Committee Report” should not be deemed filed nor 
should it be incorporated by reference into any other filing under the Securities Act of 1933, as amended, or the 
Exchange Act except to the extent we specifically incorporate such report by reference therein. 

ITEM 12. SECURITY OWNERSHIP OF CERTAIN 
BENEFICIAL OWNERS AND MANAGEMENT AND 

RELATED STOCKHOLDER MATTERS 

CSPCo and I&M. Omitted pursuant to Instruction 1(2)(c). 

AEP. The information relating to Security Ownership of Certain Beneficial Owners is incorporated herein 
by reference to AEPs definitive proxy statement (which will be filed with the SEC pursuant to Regulation 14A 
under the Exchange Act) relating to 201 1 Annual Meeting of Shareholders under the caption “Share Ownership of 
Certain Beneficial Owners and Management” and ”Share Ownership of Directors and Executive Officers”. 

APCo, OPCo, PSO and SWEPCO. The information relating to Security Ownership of Certain Beneficial 
Owners is incorporated herein by reference to the definitive information statement for each company (which will be 
filed with the SEC under the Exchange Act) relating to the 2011 Annual Meeting under the caption “Share 
Ownership of Certain Beneficial Owners and Management” and “Share Ownership of Directors and Executive 
Officers“. 



EOUITY COMPENSATION PLAN INFORMATION 

The following table summarizes the ability of AEP to issue common stock pursuant to equity compensation plans 
as of December 3 1,20 10: 

Number of securities to 
be issued upon exercise of 

outstanding options 
warrants and rights 

Plan Category (a) 
Equity compensation plans approved 

Equity compensation plans not 
by security holders( 1) 1,557,813 

approved by security holders 0 
Total 

1,SS7,8 13 

Weighted average 
exercise price of 

outstanding options, 
warrants and rights 

(h) 

$32.88 

0 

Number of securities remaining 
available for future issuance under 

equity compensation plans (excluding 
securities reflected in column (a))@) 

(C) 

18,836,SS 1 

0 

$32.88 18,836,85 1 

(1) Consists of shares to be issued upon exercise of outstanding options granted under the Amended and 
Restated American Electric Power System Long-Term Incentive Plan. 

(2) AEP deducts equity compensation granted in stock units that are paid in cash, rather than AEP common 
shares, such as AEP’s performance units and deferred stock units, from the number of shares available for 
future grants under the Amended and Restated American Electric Power System L,ong-Term Incentive 
Plan. The number of shares available under this plan would be 1,185,633 higher if equity compensation 
that is paid in cash were not deducted from this column. 

ITEM 13. CERTAIN RELATIONSHIPS AND REL,ATED TRANSACTIONS, AND 
DIRECTOR INDEPENDENCE 

CSPCo and I&M: Omitted pursuant to Instruction 1(2)(c). 

AEP: The information called for by this Item 13 is incorporated herein by reference to AEP’s definitive 
proxy statement (which will be filed with the SEC pursuant to Regulation 14A under the Exchange Act) relating to 
the 201 1 Annual Meeting under the captions “Transactions with Related Persons” and “Director Independence.” 

APCo, OPCo, PSO and SWEPCo: Certain Relationships and Related Transactions. There were no 
related person transactions involving APCo, OPCo, PSO or SWEPCo. All of those companies’ directors are not 
independent by virtue of being directors, officers or employees of AEP or APCo, OPCo, PSO or SWEPCo. 

ITEM 14. PRINCIPAL ACCOUNTING FEES AND SERVICES 

AEP. The information called for by this Item 14 is incorporated herein by reference to AEPs definitive 
proxy statement (which will be filed with the SEC pursuant to Regulation 14A under the Exchange Act) relating to 
the 201 1 Annual Meeting under the captions “Audit and Non-Audit Fees,” “Audit Committee Report” and “Policy 
on Audit Committee Pre-Approval of Audit and Permissible Non-Audit Services of the Independent Auditor.” 

APCo, OPCo, PSO and SWEPCo. The information called for by this Item 14 is incorporated herein by 
reference to the definitive information statement for each company (which will be filed with the SEC under the 
Exchange Act) relating to the 201 1 Annual Meeting under the captions “Independent Registered Public Accounting 
Firm,” and “AEPs Policy on Audit Committee Pre-Approval of Audit and Permissible Non-Audit Services of the 
Independent Auditor.” 
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CSPCo and I&M. 

Each of the above is a wholly-owned subsidiary of AEP and does not have a separate audit committee. A 
description of the AEP Audit Committee pre-approval policies, which apply to these companies, is contained in the 
definitive proxy statement of AEP for the 2011 annual meeting of shareholders. The following table presents 
directly billed fees for professional services rendered by Deloitte & Touche LLP for the audit of these companies’ 
annual financial statements for the years elided December 31, 2009 and 2010, and fees directly billed for other 
services rendered by Deloitte & Touche LLP during those periods. Deloitte & Touche LLP also provides additional 
professional and other services to the AEP System, the cost of which may ultimately be allocated to these companies 
though not billed directly to them. For a description of these fees and services, see the description of principal 
accounting fees and services for AEP, above. 

CSPCO I&M 
2010 2009 2010 2009 

Audit Fees $87 1,146 $1,038,130 $1,393,624 $1,612,867 
Audit-Related Fees 6,500 25,994 6,500 .37,85 1 
Tax Fees 9,000 25,536 12,000 39,304 

TOTAL $886,646 $1,089,660 $1,412,124 $1,690,022 
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15. E ~ ~ ~ ~ ~ ~ § ,  ,ES 

The following documents are filed as a part of this report: 

- 1. FINANCIAL STATEMENTS: 

AEP and Subsidiary Companies: 
The following financial statements have been incorporated herein by reference pursuant to Item 8. 

Reports of Independent Registered Public Accounting Firm; Management’s Report on Internal Control 
over Financial Reporting; Consolidated statements of Income for the years ended December 31, 2010, 
2009 and 2008; Consolidated Balance Sheets as of December 31, 2010 and 2009; Consolidated 
Statements of Cash Flows for the years ended December 31, 2010, 2009 and 2008; Consolidated 
Statements of Changes in Equity and Comprehensive Income (L,oss) for the years ended December 31, 
201 0, 2009 and 2008; Notes to Consolidated Financial Statements. 

Consolidated Statements of Income for the years ended December 31, 2010, 2009 and 2008; 
Consolidated Statements of Changes in Common Shareholder’s Equity and Comprehensive Income 
(L,oss) for the years ended December 31, 2010, 2009 and 2008; Consolidated Balance Sheets as of 
December 31,2010 and 2009; Consolidated Statements of Cash Flows for the years ended December 31, 
2010, 2009 and 2008; Notes to Financial Statements of Registrant Subsidiaries; Report of Independent 
Registered Public Accounting Firm. 

Consolidated Statements of Income for the years ended December 31, 2010, 2009 and 2008; 
Consolidated Statements of Changes in Equity and Comprehensive Income (L,oss) for the years ended 
December 31, 2010, 2009 and 2008; Consolidated Balance Sheets as of December 31, 2010 and 2009; 
Consolidated Statements of Cash Flows for the years ended December 31, 2010, 2009 and 2008; Notes 
to Financial Statements of Registrant Subsidiaries; Report of Independent Registered Public Accounting 
Firm. 

Statements of Operations for the years ended December 31, 2010, 2009 and 2008; Statements of 
Changes in Common Shareholder’s Equity and Comprehensive Income (Loss) for the years ended 
December 31, 2010, 2009 and 2008; Balance Sheets as of December ’31, 2010 and 2009; Statements of 
Cash Flows for the years ended December 31, 2010, 2009 and 2008; Notes to Financial Statements of 
Registrant Subsidiaries; Report of Independent Registered Public Accounting Firm. 

APCo, CSPCo and I&M: 

OPCo and SWEPCo: 

PSO: 

2. FINANCIAL STATEMENT SCHEDULES: 
Financial Statement Schedules are listed in the Index to Financial Statement Schedules (Certain 
schedules have been omitted because the required information is contained in the notes to financial 
statements or because such schedules are not required or are not applicable). Reports of 
Independent Registered Public Accounting Firm 

Exhibits for AEP, APCo, CSPCo, I&M, OPCo, PSO and SWEPCo are listed in the Exhibit Index 
beginning on page E-1 and are incorporated herein by reference 

- 3. E X ~ I T S :  

s-1 

E- 1 
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SIGNATURES 

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly 
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized. 

AMERICAN ELECTRIC POWER COMPANY, INC. 

By: Is /  BRIAN X. TIERNEY 
(Brian X. Tierney, Executive Vice President 

and Chief Financial Officer) 

Date: February 25, 201 1 

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the 
following persons on behalf of the registrant and in the capacities and on the dates indicated. 

Signature Title Date 

(i) Principal Executive Officer: 

I s /  MICHAEL G. MORRIS 
(Michael G. Morris) 

Chairman of the Board, 
Chief Executive Officer and Director 

February 25,201 1 

(ii) Principal Financial Officer: 

Is /  BRIAN X. TERNEY Executive Vice President and 
(Brian X. Tierney) Chief Financial Officer 

(iii) Principal Accounting Officer: 

Is/ JOSEPH M. BUONAIUTO Senior Vice President, Controller and 
(Joseph M. Buonaiuto) Chief Accounting Officer 

(iv) A Majority of the Directors: 

'''E. R. BROOKS 
 D DONALD M. CARL~TON 

:fi JAMES F. CORDES 

#'LINDA A. GOODSPEED 
:';THOMAS E. HOAGLJN 

*LESTER A. HUDSON, JR. 
"LIONEL L. NOWELL, 111 
:':RICHARD L. SANDOR 

:':KATHRYN D. SULLIVAN 
:';SARA MARTINEZ TUCKER 

:';JOHN F. TURNER 

"'RALPH D. CROSBY, JR. 

:'B Y : Is /  BRIAN X. TIERNEY 
(Brian X. Tierney, Attorney-in-Fact) 

February 25, 20 1 1 

February 25,201 1 

February 25,201 1 
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SIGNATURES 

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly 
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized. The signature of the 
undersigned company shall be deemed to relate only to matters having reference to such company and any subsidiaries 
thereof. 

APPALACHIAN POWER COMPANY 

OHIO POWER COMPANY 
PUBLIC SERVICE COMPANY OF OKLAHOMA 

COLUMBUS SOUTHERN POWER COMPANY 

SOUTHWESTERN ELECTRIC POWER COMPANY 

By: Is1 BRIAN X. TIERNEY 
(Brian X. Tierney, Vice President 

and Chief Financial Officer) 

Date: February 25,2011 

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the 
following persons on behalf of the registrant and in the capacities and on the dates indicated. The signature of each of 
the undersigned shall be deemed to relate only to matters having reference to the above-named company and any 
subsidiaries thereof. 

Signature Title Date 

(i) Principal Executive Officer: 

Is1 MICHAEL G. MORRIS 
(Michael G. Morris) 

Chairman of the Board, 
Chief Executive Officer and Director 

February 25,20 1 1 

(ii) Principal Financial Officer: 

Is1 BRIAN X. TLERNEY Vice President, 
(Brian X. Tierney) Chief Financial Officer and Director 

(iii) Principal Accounting Officer: 

Is1 JOSEPH M. BUONAIUTO 
(Joseph M. Buonaiuto) 

(iv) A Majority of the Directors: 

'"NICHOLAS K. AKINS 
+CARL L,. ENGLISH 

:"D. MICHAEL MILLER 
"'ROBERT P. POWERS 

:':BARBARA D. RADOUS 
"SUSAN TOMASKY 
'"DENNIS E. WELCH 

"'By: Is1 BRIAN X. TIERNEY 
(Brian X. Tierney, Attorney-in-Fact) 

Controller and 
Chief Accounting Officer 

February 25, 201 1 

February 25,201 1 

February 25, 201 1 
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SIGNATURES 

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant has duly 
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized. The signature of the 
undersigned company shall be deemed to relate only to matters having reference to such company and any subsidiaries 
thereof. 

INDIANA MICHIGAN POVVER COMPANY 

By: Is/ BRIAN X. TIERNEY 
(Brian X. Tierney Vice President 

and Chief Financial Officer) 

Date: February 25,201 1 

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by the 
following persons on behalf of the registrant and in the capacities and on the dates indicated. The signature of each of 
the undersigned shall be deemed to relate only to matters having reference to the above-named company and any 
subsidiaries thereof. 

Signature Title Date 

(i) Principal Executive Officer: 

I s /  MICHAEL G. MORRIS Chairrnan of the Board, February 25,2011 
(Michael G. Morris) Chief Executive Officer and Director 

(ii) Principal Financial Officer: 

Is/ BRIAN X. TIERNEY Vice President, February 25,2011 
(Brian X. Tierney) Chief Financial Officer and Director 

(iii) Principal Accounting Officer: 

I s /  JOSEPH M. BUONAIUTO Controller and 
(Joseph M. Buonaiuto) Chief Accounting Officer 

(iv) A Majority of the Directors: 

:':NICHOLAS K. AKINS 
:':SARAH L. BODNER 
"'PAUL CHODAK, I11 
'I'J. EDWARD EHLER 
*CARL L. ENGLISH 

:':ALLEN R. GLASSBURN 

:':DANIEL V. LEE 
"'MARC E. LEWIS 

"'ROBERT P. POWERS 
'"SUSAN TOMASKY 

"SCOTT M. KRAWEC 

9 3  Y : I s /  BRIAN X. TIERNEY 
(Brian X. Tierney, Attorney-in-Fact) 

February 25,201 1 

February 25,201 1 
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INDEX TO FINANCIAL STATEMENT SCHEDULES 

REPORTS OF INDEPENDENT REGISTERED PUBLJC ACCOUNTING FIRM 

The following financial statement schedules are included in this report on the pages indicated: 

AMERICAN EL,ECTRIC POWER COMPANY, INC. (Parent) 
Schedule I - Condensed Financial Information 
Schedule I - Condensed Notes to Condensed Financial Information 

AMERICAN ELECTRIC POWER COMPANY, INC. AND SUBSIDIARY COMPANIES 
Schedule I1 - Valuation and Qualifying Accounts and Reserves 

APPALACHIAN POWER COMPANY AND SUBSIDIARIES 
Schedule I1 - Valuation and Qualifying Accounts and Reserves 

COL,UMBUS SOIJTHERN POWER COMPANY AND SUBSIDIARIES 
Schedule I1 - Valuation and Qualifying Accounts and Reserves 

INDIANA MICHIGAN POWER COMPANY AND SUBSIDIARIES 
Schedule I1 - Valuation and Qualifying Accounts and Reserves 

OHIO POWER COMPANY CONSOLJDATED 
Schedule I1 - Valuation and Qualifying Accounts and Reserves 

PUBLIC SERVICE COMPANY OF OKL,AHOMA 
Schedule I1 - Valuation and Qualifying Accounts and Reserves 

SOUTHWESTERN ELECTRIC POWER COMPANY CONSOLIDATED 
Schedule I1 - Valuation and Qualifying Accounts and Reserves 

Page 
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

To the Board of Directors and Shareholders of American Electric Power Company, Inc.: 

We have audited the consolidated financial statements of American Electric Power Company, Inc. and 
subsidiary companies (the “Company”) as of December 31,2010 and 2009, and for each of the three years 
in the period ended December 31, 2010, and the Company’s internal control over financial reporting as of 
December 31, 2010, and have issued our reports thereon dated February 2.5, 201 1 (which report on the 
consolidated financial statements expresses an unqualified opinion and includes an explanatory paragraph 
relating to the adoption of a new accounting pronouncement in 2010); such consolidated financial 
statements and our reports are included in the Company’s 2010 Annual Report (filed as Exhibit 13 to the 
2010 Annual Report on Form 10-K of American Electric Power Company, Inc.) and are incorporated 
herein by reference. Our audits also included the financial statement schedules of the Company listed in 
Item 15. These financial statement schedules are the responsibility of the Company’s management. Our 
responsibility is to express an opinion based on our audits. In our opinion, such consolidated financial 
statement schedules, when considered in relation to the basic financial statements taken as a whole, present 
fairly, in all material respects, the information set forth therein. 

/s/ Deloitte & Touche LLP 

Columbus, Ohio 
February 25,201 1 

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM 

We have audited the financial statements of Appalachian Power Company and subsidiaries, Columbus 
Southern Power Company and subsidiaries, Indiana Michigan Power Company and subsidiaries, Ohio 
Power Company Consolidated, Public Service Company of Oklahoma and Southwestern Electric Power 
Company Consolidated (collectively, the “Companies”) as of December 31, 2010 and 2009, and for each 
of the three years in the period ended December 31, 2010, and have issued our reports thereon dated 
February 2.5, 201 1 (which report on the financial statements of Southwestern Electric Power Company 
Consolidated expresses an unqualified opinion and includes an explanatory paragraph relating to the 
adoption of a new accounting pronouncement in 2010); such financial statements and our reports are 
included in the Companies’ 2010 Annual Reports (filed as Exhibit 13 to the 2010 Annual Reports on Form 
10-K of Appalachian Power Company, Columbus Southern Power Company, Indiana Michigan Power 
Company, Ohio Power Company, Public Service Company of Oklahoma and Southwestern Electric Power 
Company) and are incorporated herein by reference. Our audits also included the financial statement 
schedules of the Companies listed in Item 1.5. These financial statement schedules are the responsibility of 
the Companies’ management. Our responsibility is to express an opinion based on our audits. In our 
opinion, such financial statement schedules, when considered in relation to the basic financial statements 
taken as a whole, present fairly, in all material respects, the information set forth therein. 

/s/ Deloitte & Touche L,LP 

Columbus, Ohio 
February 25,201 1 
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SCHEDULE I 
AMERICAN ELECTRIC POWER COMPANY, INC. (Parent) 

CONDENSED FINANCIAL INFORMATION 
CONDENSED STATEMENTS OF INCOME 

For the Years Ended December 31,2010,2009 and 2008 
(in millions, except per-share and share amounts) 

2010 2009 2008 
REVENUES 

Affiliated Revenues $ 4 $  2 $  1 

EXPENSES 1__ 

18 15 --- 54 Other Operation - 

OPERATING LOSS (50) (16) (14) 

Other Income (Expense): 
Interest Income 
Interest Expense 

LOSS BEFORE EQIJITY EARNINGS (80) (55) (49) 

Equity Earnings of IJnconsolidated Subsidiaries 1,429 

NET INCOME $ 1,211 $ 1,357 $ 1,380 

WEIGHTED AVERAGE NUMBER OF BASIC AEP 

- 1,291 1,412 
___I 

479,373,306 458,677,534 402,083,847 COMMON SHARES OUTSTANDING 

TOTAL BASIC EARNINGS PER SHARE ATTRIBUTABLE 
TO AEP COMMON SHAREIHOLDERS $ 2.53 $ 2.96 $ 3.43 

WEIGHTED AVERAGE NUMBER OF DILUTED AEP 
COMMON SHARES OIJTSTANDING 479,60 1,442 458,982,292 403,640,708 

TOTAL DILUTED EARNINGS PER SHARE ATTRIBUTABLE 
TO AEP COMMON SHAREHOLDERS $ 2.53 $ 2.96 $ 3.42 

See Corideizsed Notes to Condensed Financial Ii$onnation. 
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SCHEDULE 1 
AMERICAN ELECTRIC POWER COMPANY, INC. (Parent) 

CONDENSED FINANCIAL INFORMATION 
CONDENSED BALANCE SHEETS 

ASSETS 
December 31,2010 and 2009 

(in millions) 

2009 
~ 

2010 
CURRENT ASSETS 

Cash and Cash Equivalents $ 231 $ 233 

Advances to Affiliates 5.56 257 
Accounts Receivable: 

General 18 27 

131 38 
7 

568 

Other Temporary Investments 99 33 

Affiliated Companies 1 I3 I 1  

Total Accounts Receivable - 
- Prepayments and Other Current Assets 7 

TOTAL CURRENT ASSETS 1,024 - 
PROPERTY, PLA 

General 2 2 
Total Property, Plant and Equipment 2 2 
Accumulated Depreciation and Amortization - 
TOTAL PROPERTY, PLANT AMD EQUIPMENT - NET ~ - 

2 2 

OTHER NONCURRENT ASSETS - 
Affiliated Notes Receivable 295 575 
Defened Charges and Other Noncurrent Assets 70 - 

Investments in Unconsolidated Subsidiaries 14,297 13,861 

70 
14,506 

-.__ 
TOTAL OTHER NONCURRENT ASSETS 14,662 

TOTAL ASSETS $ 15,686 $ 15,074 

See Coiideiised Notes to Coiideiised Finnncial Iizforiizntioii. 
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SCHEDULE I 
AMERICAN ELECTRIC POWER COMPANY, INC. (Parent) 

CONDENSED FINANCIAL INFORMATION 
CONDENSED BALANCE SHEETS 

LIABILITIES AND EQUITY 
December 31,2010 and 2009 

(dollars in millions) 

CURRENT LIABILITIES 
Advances from Affiliates 
Accounts Payable: 

General 
Affiliated Companies 

Long-term Dcbt Due Within One Year 
Short Term Debt 
Accrued Interest 
Other Current Liabilities 
TOTAL CURRENT LIABILITIES 

NONCURRENT LIABILITIES 
Long-term Debt 
Deferred Credits and Other Noncurrent Liabilities 
TOTAL NONCURRENT LIABI1,ITIES 

2010 

$ 295 

5 
544 

650 
2 
2 

1,498 

552 

2009 

$ 289 

460 
490 
1 I9 

I I  
4 

1,373 

544 
17 

566 - 561 
'4 - 

TOTAL LIABILITIES 2,064 1,934 

COMMON SHAREHOLDERS' EQUITY 
Comnon Stock - Par Value - $6.50 Per Share: 

2009 2010 - 
Shares Authorized 600,000,000 600,000,000 
Shares Issued 501,114,881 498,333,265 

and 2009, respectively) 
(20,307,725 shares and 20,278,858 shares were held in treasury at December 31, 2010 

Paid-in Capital 
Retained Earnings 
Accumulated Other Comprehensive Income (Loss) 
TOTAL AEP COMMON SHAREHOLDERS' EQUITY 

TOTAL LIABILITIES AND SHAREHOLDERS' EQUITY 

3,257 3,239 
5,904 5,824 
4,842 4,45 1 
(381) (374) 

13,622 13,140 

$ 15,686 $ 15,074 

See Corideiised Notes to Condensed Fbiniicial blfor-ninrioii 
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SCHEDULE I 
AMERICAN ELECTRIC POWER COMPANY, INC. (Parent) 

CONDENSED FINANCIAL INFORMATION 
CONDENSED STATEMENTS OF CASH FLOWS 

For the Years Ended December 31,2010,2009 and 2008 
(in millions) 

2010 2009 
OPERATING ACTIVITIES 

Net Income 
Adjustments to Reconcile Net Income to Net Cash Flows 

from Operating Activities: 
Equity Earnings of Unconsolidated Subsidiaries 
Cash Dividend Received from Unconsolidated Subsidiaries 
Change in Other Noncuirent Assets 
Change in Other Noncurrent Liabilities 
Changes in Certain Components of Working Capital: 

Accounts Receivable, Net 
Accounts Payable 
Other Current Assets 
Other Current Liabilities 

Net Cash Flows from Operating Activities 

INVESTING ACTIVITIES 
Purchases of Investment Securities 
Sales of Investment Securities 
Change in Advances to Affiliates, Net 
Capital Contributions to Unconsolidated Subsidiaries 
Issuance of Notes Receivable to Affiliated Companies 
Repayments of Notes Receivable from Affiliated Companies 
Other Investing Activities 
Net Cash Flows from (Used for) Investing Activities 

FINANCING ACTIVITIES 
Issuance of Common Stock, Net 
Issuance of Long-term Debt 
Commercial Paper and Credit Facility Borrowings 
Change in Short-term Debt, Net 
Retirement of Long-term Debt 
Change in Advances from Affiliates, Net 
Commercial Paper and Credit Facility Repayments 
Dividends Paid on Common Stock 
Other Financing Activities 
Net Cash Flows from (Used for) Financing Activities 

Net Increase (Decrease) in Cash and Cash Equivalents 
Cash and Cash Equivalents at Beginning of Period 
Cash and Cash Equivalents at End of Period 

See Coiideiised Notes to Coridensed Fiiinricinl Infor-~izntiori. 

$ 1,211 $ 1,357 

(1,291) (1.412) 
854 530 

5 
14 6 

(93) 14 
89 29 

2008 

$ 1,380 

(4) 
354 

159 
3 OS 

1,969 
(659) 

288 

I ,40 1 

235 
1 I6 

$ 35 1 
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SCHEDULE I 
AMERICAN ELECTRIC POWER COMPANY, INC. (Parent) 

INDEX OF CONDENSED NOTES TO CONDENSED FINANCIAL INFORMATION 

1 I 

2. Commitments, Guarantees and Contingencies 

3. Financing Activities 

4. Related Party Transactions 

Summary of Significant Accounting Policies 

s-I  



1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES 

Basis of Preseittatioit 

The condensed financial information of AEP (Parent) is required as a result of the restricted net assets of 
consolidated subsidiaries exceeding 25% of consolidated net assets as of December 31, 2010. Parent is a public 
utility holding company that owns all of the outstanding common stock of its public utility subsidiaries and varying 
percentages of other subsidiaries, including joint ventures and equity investments. The primary source of income 
for Parent is equity in its subsidiaries' earnings. Its major source of cash is dividends from the subsidiaries. Parent 
borrows the funds for the money pool that is used by the subsidiaries for their short-term cash needs. 

Iizcoine Taxes 

Parent files a consolidated federal income tax return with its subsidiaries. The AEP System's current consolidated 
federal income tax is allocated to the AEP System companies so that their current tax expense reflects a separate 
return result for each company in the consolidated group. The tax benefit of Parent is allocated to its subsidiaries 
with taxable income. 

2. COMMITMENTS, GUARANTEES AND CONTINGENCIES 

Parent and its subsidiaries are parties to environmental and other legal matters. 
commitments, guarantees and contingencies, see Note 6 in the 2010 Annual Reports. 

For further discussion of 

3. FINANCING ACTIVITIES 

Long-terin Debt 

Interest Rate at Outstanding at 
December 31, Interest Rate Ranges at December 31, December 31, 

2010 2009 
(in millions) 

Type of Debt and Maturity 2010 2010 2009- _I____- 

Senior Unsecured Notes 
20 10-2015 5.25% 5.25% 5.25%-5.375% $ 243 $ 7.33 

Junior Subordinated Debentures 
2063 

Unamortized Discount (net) 
Total Long-term Debt Outstanding 
Less Portion Due Within One Year 
Long-term Portion 

8.75% 8.75% 8.75% 31.5 3 15 

Long-term debt outstanding at December 31, 2010 is payable as follows: 

490 
$ 552 $ 544 
-_____. 

After 
2011 2012 2013 2014 2015 2015 , Total 

(in millions) 
Principal Amount $ - $  - $  - $  - $ 243 $ 315 $ 558 

Total Long-term Debt Outstanding 
Unamortized Discount (6) 

at December 31,2010 $ 552 
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Short-term Debt 

Parent’s outstanding Short-term debt was as follows: 

December 31, 
2009 _ _ . -  2010 

Outstanding Weighted Average Outstanding Weighted Average 

(in millions) (in millions) 
Type of Debt Amount Interest Rate Amount Interest Rate 

$ 650 0.52% $ 119 0.26 % Commercial Paper - 
Total Short-term Debt $ 650 $ 119 

4. RELATED PARTY TRANSACTIONS 

Payments 011 behalf of Subsidiaries 

Due to occasional time sensitivity and complexity of payments, Parent makes certain insurance, tax and benefit 
payments on behalf of subsidiary companies. Parent is then fully reimbursed by the subsidiary companies. 

Short-term Lending to Subsidiaries 

Parent uses a commercial paper program to meet the short-term borrowing needs of subsidiaries. The program is 
used to fund both a Utility Money Pool, which funds the utility subsidiaries, and a Nonutility Money Pool, which 
funds the majority of the nonutility subsidiaries. In addition, the program also funds, as direct borrowers, the short- 
term debt requirements of other subsidiaries that are not participants in either money pool for regulatory or 
operational reasons. The program also allows some direct borrowers to invest excess cash with Parent. 

Interest expense related to Parent’s short-term borrowing is included in Interest Expense on Parent’s Statements of 
Income. Parent incurred interest expense for amounts borrowed from subsidiaries of $1 million, $3 million and $9 
million for the years ended December 31,2010,2009 and 2008, respectively. 

Interest income related to Parent’s short-term lending is included in Interest Income on Parent’s Statements of 
Income. Parent earned interest income for amounts advanced to subsidiaries of $2 million, $11 million and $37 
million for the years ended December 31,2010,2009 and 2008, respectively. 

Global Borrowing Notes 

Parent issued long-term debt, portions of which were loaned to its subsidiaries. Parent pays interest on the global 
notes, but the subsidiaries accrue interest for their share of the global borrowing and remit the interest to Parent. 
Interest income related to Parent’s loans to subsidiaries is included in Interest Income on Parent’s Statements of 
Income. Parent earned interest income on loans to subsidiaries of $18 million, $29 million and $28 million for the 
years ended December 3 1,2010,2009 and 2008, respectively. 
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SCHEDULE I1 - VALUATION AND QUALIFYING ACCOUNTS AND RESERVES 

- AEP 

Description 

Deducted from Assets: 
Accumulated Provision for Uncollectible 

Year Ended December 31,2010 
Year Ended December 3 1,2009 
Year Ended December 31,2008 

Accounts: 

Additions 
Balance at Charged to Charged to Balance at 
Beginning Costs and Other End of 
of Period Expenses Accounts (a) Deductions (b) Period 

(in thousands) 

$ 37,399 $ 36,699 $ (1,036) $ 31,507 $ 41,555 
42,388 3 1,867 (2,850) 34,006 37,399 
52,046 27,598 365 37,621 42,388 

(a) 
(b) Uncollectible accounts written off. 

Recoveries offset by reclasses to other liabilities. 

APCo - 

Description 

Deducted from Assets: 
Accumulated Provision for IJncollectible 

Year Ended December 31,2010 
Year Ended December 3 1,2009 
Year Ended December 3 1,2008 

Accounts: 

Additions - 
Balance at Charged to Charged to Balance at 
Beginning Costs and Other End of 
of Period Expenses - Accounts (a) Deductions (b) Period 

(in thousands) 

$ 5,408 $ 6,573 $ 292 $ 5,606 $ 6,667 
6,176 4,198 (137) 4,829 5,408 

13,948 3,477 289 11,538 6,176 

(a) 
(b) Uncollectible accounts written off. 

Recoveries offset by reclasses to other liabilities. 

CSPCO Additions 
Balance at Charged to Charged to Balance at 
Beginning Costs and Other End of 

Description of Period Expenses Accounts (a) Deduct ions0  Period 
(in thousands) 

Deducted from Assets: 
Accumulated Provision for Uncollectible 

Accounts: 
Year Ended December 3 1,2010 $ 3,481 $ 16 $ (404) $ 1,509 $ 1,584 
Year Ended December 31,2009 2,895 1,362 (775) 1 3,481 
Year Ended December 3 I ,  2008 2,563 332 2,895 

(a) 
(b) IJncollectible accounts written off. 

Recoveries offset by reclasses to other liabilities. 

s-10 



I&M - 

Description 

Deducted from Assets: 
Accumulated Provision for Uncollectible 

Year Ended December 3 1,2010 
Year Ended December 3 1,2009 
Year Ended December 3 1,2008 

Accounts: 

Additions 
Balance at Balance at Charged to Charged to 

Beginning Costs and Other End of 
ofperiod - Expenses Accounts (a) Deductions (b) Period 

(in thousands) 

$ 2,265 $ (1  39)(c) $ (424) $ 10 $ 1,692 
3,310 78 (783) 340 2,265 
2,711 599 3,310 

(a) 
(b) Uncollectible accounts written off. 
(c) 

Recoveries offset by reclasses to other liabilities 

Recoveries on previous reserve balance. 

OPCO Additions - 
Balance at Charged to Charged to Balance at 
Beginning Costs and Other End of 

(in thousands) 
Description of Period Expenses Accounts (a) Deductions (b) P e r i o c  

Deducted from Assets: 
Accumulated Provision for Uncollectible 

Accounts: 
Year Ended December 3 1,201 0 $ 2,665 $ 43 $ (524) $ - $  2,184 
Year Ended December 31,2009 3,586 16 (933) 4 2,665 
Year Ended December 3 I ,  2008 3,396 191 1 3,586 

(a) 
(b) TJncollectible accounts written off, 

Recoveries offset by reclasses to other liabilities. 

Additions - PSO - 
Balance at Charged to Charged to Balance at 
Beginning Costs and Other End of 

Description of Period E x p e n s e s  Accounts (a) Deductions (b) Period 
(in thousands) 

Deducted from Assets: 
Accumulated Provision for Uncollectible 

Accounts: 
Year Ended December 3 1,201 0 $ 304 $ 709 $ - $  42 $ 97 1 
Year Ended December 3 1,2009 20 284 304 
Year Ended December 31,2008 20 20 

Recoveries on accounts previously written off. 
Uncollectible accounts written off. 
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SWEPCo 

Description 

Deducted from Assets: 
Accumulated Provision for Uncollectible 

Year Ended December 3 1,201 0 
Year Ended December 3 1,2009 
Year Ended December 3 1,2008 

Accounts: 

Additions 
Balance at Charged to Charged to Balance at 
Beginning Costs and Other End of 
of Period Expenses Accounts (a) Deductions (b) Period 

(in thousands) 

$ 64 $ 400 $ 166 $ 42 $ 588 
135 71 64 
143 8 135 

(a) 
(b) Uncollectible accounts written off. 

Recoveries on accounts previously written off. 
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EXHIBIT INDEX 

The documents listed below are being filed or have previously been filed on behalf of the Registrants shown and are 
incorporated herein by reference to the documents indicated and made a part hereof. Exhibits (“Ex”) not identified as 
previoiisly filed are filed herewith. Exhibits designated with a dagger (t), are management contracts or compensatory plans 
or arrangements required to be filed as an Exhibit to this Form. Exhibits designated with an asterisk (‘b), are filed herewith. 

E- - 
Nature of Exhibit 

AEP# File No. 1-3525 
Comoosite of the Restated Certificate of Incoruoration of 
AEP: dated April 28, 2009. 
Composite By-Laws of AEP, as amended as of April 28, 
2009. 
Indenture (for unsecured debt securities), dated as of May 
1, 2001, between AEP and The Bank of New York, as 
3 h r t p e  

Purchase Agreement dated as of March 8, 200.5, between 
AEP and Merrill Lynch International. 
Junior Subordinated Indenture dated as of March 1, 2008 
between AEP and The Bank of New York as Trustee. 
Second Amended and Restated $1.5 Billion Credit 
Agreement, dated as of March 31, 2008, among AEP, 
the banks, financial institutions and other institutional 
lenders listed on the signature pages thereof, and JP 
Morgan Chase Bank, N.A., as Administrative Agent. 
Second Amended and Restated $1.5 Billion Credit 
Agreement, dated as of March 31, 2008, among AEP, 
the banks, financial institutions and other institutional 
lenders listed on the signature pages thereof, and 
Barclays Bank plc as Administrative Agent. 
$6.50 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
L,C Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 2.5, 2008, to $650 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
$3.50 Million Credit Agreement, dated as of April 4, 

- 

2008, among AEP, TCC, TNC, APCo, CSPCo,-I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
L,C Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $3.50 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JF’Morgan Chase Bank, N.A., as 
Administrative Agent. 
Interconnection Agreement, dated July 6, 1951, among 
APCo, CSPCo, KPCo, OPCo and I&M and with AEPSC, 
as amended. 

Restated and Amended Operating Agreement, among 
E- 1 

i 
2009 Form 10-K, Ex 3(a) 

2009 Form 10-K, Ex 3(b) 

Registration Statement No. 333-860.50, Ex 4(a)(b)(c) 
Registration Statement No. 333-10.5532, Ex 4(d)(e)(f) 

Form IO-Q, Ex 4(a), March 31, 200.5 

Registration Statement 333-156387, Ex 4(c)(d) 

Form IO-Q, Ex 10(a) September 30,2008 

Form IO-Q, Ex 10(b) September 30,2008 

Form 10-Q, Ex 10(c) September 30,2008 

Form 10-Q, Ex 10(d) September 30,2008 

Form 10-Q, Ex 10 (e) September 30,2008 

~ 

Form 10-Q, Ex 10(f) September 30,2008 

-- 
Registration Statement No. 2-52910, Ex 5(a) 
Registration Statement No. 2-61009, Ex 5(b) 
1990 Form lO-K, Ex 10(a)(3) 

Form IO-Q, Ex 10(b), March 31,2006 



Nature of Exhibit 
PSO, SWEPCo and AEPSC, Issued on February 10, 2006, 
Effective May 1 ,  2006. 
Transmission Agreement, dated April 1, 1984, among 
APCo, CSPCo, I&M, KPCo, OPCo and with AEPSC as 
aeent. as amended. 

- 

Restated and Amended Transmission Coordination 
Agreement, dated April IS, 2002, among PSO, SWEPCo, 
TNC and AEPSC. 
Amended and Restated Operating Agreement dated as of 
June 2, 1997, of PJM and AEPSC on behalf of APCo, 
CSPCo, I&M, KPCo, OPCo, Kingsport Power Company 
and Wheeling Power Company. 
PJM West Reliability Assurance Agreement, dated as of 
March 14, 2001, among Load Serving Entities in the PJM 
West service area. 
Master Setoff and Netting Agreement among PJM and 
AEPSC on behalf of APCo, CSPCo, I&M, JSPCo, OPCo, 
Kingsport Power Company and Wheeling Power 
Company. 
Lease Agreements, dated as of December 1, 1989, 
between AEGCo or I&M and Wilmington Trust 
Company, as amended. 

Modification No. 1 to the AEP System Interim Allowance 
Agreement, dated July 28, 1994, among APCo, CSPCo, 
I&M, KPCo, OPCo and AEPSC. 
Consent Decree with U.S. District Court dated October 9, 
2007. 
AEP Accident Coverage Insurance Plan for Directors. 
AEP Retainer Deferral Plan for Non-Employee Directors, 
effective January 1, 2005, as amended February 9, 2007. 
AEP Stock Unit Accumulation Plan for Non-Employee 
Directors, as amended. 
First Amendment to AEP Stock Unit Accumulation Plan 
for Non-Employee Directors dated as of February 9, 2007. 
AEP System Excess Benefit Plan, Amended and Restated 
as of January 1,2008. 
Guaranty by AEP of AEPSC Excess Benefits Plan. 
AEP System Supplemental Retirement Savings Plan, 
Amended and Restated as of January 1 ,  2011 (Non- 
Qualified). 
AEPSC Umbrella Trust for Executives. - 
First Amendment to AEPSC Umbrella Trust for 
Executives. 
Employment Agreement between AEP, AEPSC and 
Michael G. Morris dated December 15,2003. 
Amendment to Employment Agreement between AEP, 
AEPSC and Michael G. Morris dated December 9,2008. 
Memorandum of agreement between Susan Tomasky and 
AEPSC dated January 3,  200 1 .  
Employment Agreement dated July 29, 1998 between 
AEPSC and Robert P. Powers. 
Amendment to Employment Agreement dated December 

Letter Agreement dated June 9, 2004 between AEPSC 
and Carl English. 
AEP System Senior Officer Annual Incentive 
Compensation Plan, amended and restated effective 
December 13,2006. 

AEP System Survivor Benefit Plan, effective January 27, 
1998. 

- 9,2008 between AEPSC and Robert P. Powers. 
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Previouslv Filed as Exhibit to: 

1985 Form 10-K, Ex 10(b) 
1988 Form 10-K, Ex 10(b)(2) 

2009 Form 10-K, Ex 10(d) 

2004 Form 10-K, Ex 10(e)(l) 

2004 Form 10-K, Ex IO(e)(2) 

2004 Form IO-K, Ex 10(e)(3) 

- 
Registration Statement No. 33-32752, Ex 28(c)(l-6)(C) 
Registration Statement No. 33-327.53, Ex 28(a)( 1 -6)(C) 
AEGCo 1993 Form 10-K, Ex 10(c)(1-6)(B) 
I&M 1993 Form 10-K, Ex 10(e)(1-6)(B) 
1996 Form 10-K, Ex IO(1) 

Form 8-K, Ex IO.l*dated October 9,2007 

1985 Form 10-K, Ex 1O(g) 
2007 Form 10-K, Ex lO(j)(i) 

2003 Form 10-K, Ex 10(k)(2) 

2006 Form 10-K, Ex 10(j)(2)(A) 

2008 Form 10-K, Ex 10(1)(1)(A) 

1990 Form 10-K, EX lO(h)(l)(B) 

2008 Form 10-K, Ex lO(m)(l)(A) 

2000 Form 10-K, Ex 1O(s) 

2002 Form 10-K, Ex 10(m)(4) 

2008 Form IO-K, Ex IO(m)(4)(A) 

Form 8-K, Ex 10.1 dated April 25,2007 

1 Form IO-Q, Ex 10, September 30,1998 



Exhibit 

'"2(a) -7 
--I- :';32(b) 

I0I.CAL 

Nature of Exhibit 
First Amendment to AEP System Survivor Benefit Plan, 
as amended and restated effective January 3 I ,  2000. 
Second Amendment to AEP System Survivor Benefit 
Plan, as amended and restated effective January 1 ,  2008. 
AEP System Incentive Compensation Deferral Plan 
Amended and Restated as of January 1,2008. 
AEP System Nuclear Performance Long Term Incentive 
Compensation Plan dated August 1, 1998. 
Nuclear Key Contributor Retention Plan Amended and 

AEP Change In Control Agreement, effective November 
1,2009. 
Amended and Restated AEP System Long-Term Incentive 
Plan. 
Form of Performance Share Award Agreement furnished 
to participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Form of Restricted Stock Unit Agreement furnished to 
participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Amendment to Form of Restricted Stock Unit Agreement 
furnished to participants of the AEP System Long-Term 
Incentive Plan, as amended. 
AEP System Stock Ownership Requirement Plan 
Amended and Restated Effective January 1, 2010. 
Central and South West System Special Executive 
Retirement Plan Amended and Restated effective January 
1, 2009. 
Statement re: Computation of Ratios. 
Copy of those portions of the AEP 2010 Annual Report 
(for the fiscal year ended December 31, 2010) which are 
incorporated by reference in this filing. 
List of subsidiaries of AEP. 
Consent of Deloitte & Touche LLP. 
Power of Attorney. 
Certification of Chief Executive Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Financial Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of ChieF Executive Officer Pursuant to 
Section 13.50 of Chapter 63 of Title 18 of the United 
States Code. 
Certification of Chief Financial Officer Pursuant to Section 
1350 of Chapter 63 of Title 18 of the United States Code. 
XBRL Instance 

Restated as of January I ,  2008. -- 

- 
XBRL Taxonomy Extension Schema 
XBRL Taxonomy Extension Calculation 

XBRL Taxonomy Extension Labels 
XBRL Taxonomy Extension Presentation 

XBRL Taxonomy Extension Definition - 
--- 

APCo$ File No. 1-3457 
Composite of the Restated Articles of Incorporation of 
APCo, amended as of March 7, 1997. 
Composite By-Laws of APCo, amended as of February 
26,2008. 

Indenture (for unsecured debt securities), dated as of 
Januar,y 1 ,  1998, between APCo and The Bank of New 
York, As Trustee. 
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Previously Filed as Exhibit to: 
i i  
2008 Form lO-K, Ex IO(o)(l)(B) 

2008 Form 10-K, Ex 1O(p) 

2002 Form IO-K, Ex lO(r) 

2008 Form 10-K, Ex 10(r) 

2009 Form lO-K, Ex 1O(s) 

Form 10-Q, Ex 10, March 31,2010 

Form IO-Q, Ex 1O(c), September 30,2004 

- 

Form 10-Q, Ex 10(a), March 31,2005 

~~ 

2008 Formlo-K, Ex 10(t)(3)(A) 

2010 Form 10-K, Ex IO(u) 

2008 Form lO-K, Ex 1O(v) 1 
- 

I 

- 
1996 Form lO-K, Ex 3(d) 

2007 Form 10-K, Ex 3(b) 

Registration Statement No. 333-45927, Ex 4(a)(b) 
Registration Statement No. 333-49071, Ex 4(b) 
Registration Statement No. 333-84061, EX 4(b)(c) 



1 Designation 

j-iii- 

Nature of Exhibit 

- 
Company Order and Orficer's Certificate to The Bank of 
New York Mellon, dated May 24, 2010 establishing terms 
of 3.40% Senior Notes due 2015. 
$650 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
L,C Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $650 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
$350 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
LC Issuing Banks party thereto, and JPMorgan Chase 
Bank, N . k ,  as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $350 

- 

Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the L,C Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
Power Agreement, dated October 15, 1952, between 
OVEC and United States of America, acting by and 
through the United States Atomic Energy Commission, 
and, subsequent to January 18, 1975, the Administrator of 
the Energy Research and Development Administration, as 
amended. 
Inter-Company Power Agreement, dated as of July 1 6  
1953, among OVEC and the Sponsoring Companies, as 
amended March 13,2006. 
Power Agreement, dated July 10, 1953, between OVEC 
and Indiana-Kentucky Electric Corporation, as amended. 
Interconnection Agreement, dated July 6, 19.51, among 
APCo, CSPCo, KPCo, OPCo and I&M and with AEPSC, 
as amended. 
Transmission Agreement, dated April 1, 1984, among 
APCo, CSPCo, I&M, KPCo, OPCo and with AEPSC as 
aeent. as amended. 
Amended and Restated Operating Agreement of PJM and 
AEPSC on behalf of APCo, CSPCo, I&M, KPCo, OPCo, 
Kingsport Power Company and Wheeling Power 
Company. 
PJM West Reliability Assiirance Agreement among Load 
Serving Entities in the PJM West service area. 
Master Setoff and Netting Agreement among PJM and 
AEPSC on behalf of APCG, CiPCo, I&M, KpCo, OPCo, 
Kingsport Power Company and Wheeling Power 
Company. 
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- 
Registration Statement No. 333-100451, Ex 4(b)(c)(d) 
Registration Statement No, 333-1 16284, Ex 4(b)(c) 
Registration Statement No. 333-123348, Ex 4(b)(c) 
Registration Statement No. 333-136432, Ex 4(b)(c)(d) 
Registration Statement No. 333-161940, Ex 4(b)(c)(d) 
Form 8-K, Ex 4(a) dated May 24, 2010 

Previously Filed as Exhibit to: 

Form 10-Q, ExlO(c) September 30,2008 

Form 10-Q, Ex 10(d) September 30,2008 

- 
Form 10-Q, Ex 10(e) September 30,2008 

Form 10-Q, Ex lO(0 September 30,2008 

- 
Registration Statement No. 2-60015, Ex 5(a) 
Registration Statement No. 2-63234, Ex 5(a)(l)(B) 
Registration Statement No 2-66.301, Ex S(a)(l)(C) 
Registration Statement No. 2-67728, Ex S(a)(l)(D) 
1989 Form 10-K, Ex lO(a)(l)(F) 
1992 Form 10-K, Ex lO(a)(l)(B) 
2005 Form 10-K, Ex 10(a)(2) 

Registration Statement No. 2-60015, Ex 5(e) 

Registration Statement No. 2-52910, Ex S(a) 
Registration Statement No. 2-61009, Ex 5(b) 
1990 Form 10-K, Ex 10(a)(3), File No. 1-3525 
1985 Form 10-K, Ex 1 O(b) 
1988 Form 10-K, EX 10(b)(2) 

2004 Form 10-K, Ex 10(d)(l) 

- 
2004 Form 10-K, Ex 10(d)(2) 

2004 Form 10-K, EX 10(d)(3) 



Exhibit 
Desimation 

1 We) 

?lO(i) 

:'tlO(m)( 1 ) 

Nature of Exhibit 
Modification No. 1 to the AEP System Interim Allowance 
Agreement, dated July 28, 1994 among APCo, CSPCo, I 
I&M, KPCo, OPCo and AEPSC. 
Consent Decree with U.S. District Court. I 
AEP System Senior Officer Annual Incentive 
Compensation Plan amended and restated effective 
December 13, 2006. 

AEP System Excess Benefit Plan, Amended and Restated 
as of January I ,  2008. 
AEP System Supplemental Retirement Savings Plan, 
Amended and Restated as of January 1, 2011 (Non- 
Qualified). I 
AEPSC Umbrella Trust for Executives. 
First Amendment to AEPSC Umbrella Trust for 
Executives. 
Employment Agreement between AEP, AEPSC and 
Michael G. Morris dated December 15, 2003. 
Amendment to Employment Agreement between AEP, 
AEPSC and Michael G. Morris dated December 9,2008. 
Memorandum of Agreement between Susan Tomasky and 

Employment Agrecnient tjatctl J u l y  ------I- 29, I998 between 
AEPSC dated Junu i ry  3, 200 1. 

AEPSC and Robert P. Powers. I 
Amendment to Employment Agreement dated December 
9,2008 between AEPSC and Robert P. Powers. 
Letter Agreement dated June 9, 2004 between AEPSC 
and Carl English. 
AEP System Senior Officer Annual Incentive 
Compensation Plan, amended and restated effective 
December 13,2006. 
AEP System Survivor Benefit Plan, effective January 27, 
1998. 
First Amendment to AEP System Survivor Benefit Plan, 
as amended and restated effective January 31,2000. 
Second Amendment to AEP System Survivor Benefit 
Plan, as amended and restated effective January I ,  2008. 
AEP Change In Control Agreement, effective November 
1, 2009. 
Amended and Restated AEP System Long-Term Incentive 
Plan. 
Form of Performance Share Award Agreement furnished 
to participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Form of Restricted Stock IJnit Agreement furnished to 
participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Amendment to Form of Restricted Stock Unit Agreement 
furnished to participants of the AEP System Long-Term 
Incentive Plan, as amended. 
AEP System Stock Ownership Requiremen- 

Amended and Restated Effective January 1,2010. 
Central and South West System Soecial Executive 1 
Retirement Plan Amended and Restated effective January 
1,2009. 
AEP System Incentive Compensation Deferral Plan 
Amended and Restated as of Januarv 1. 2008. 
AEP System Nuclear Performance Long Term Incentive I 
Compensation Plan dated August 1, 1998. 
Nuclear Key Contributor Retention Plan Amended and 
Restated as of January 1, 2008. 
Statement re: Computation of Ratios. 

Previously Filed as Exhibit to: 
1996 Form lO-K, Ex 10(1), File No. 1-3525 

Form 8-K, Ex 10.1 dated October 9,2007 
Form 8-K, Ex 10.1 dated April 25,2007 

2008 Form IO-K, Ex 1 O(li)( 1) 

1993 Form lO-K, Ex 10(g)(3), File No. 1-3525 
2008 Form 10-K, Ex 10(h)(3)(A) 

2003 Form lO-K, Ex 10(m)(l) 

2008 Form 10-K, Ex lO(i)(A) 

2000 Form lO-K, Ex 10(s), File No. 1-3525 

2002 Form 10-K, Ex 10(m)(4) 

2008 Form 10-K, Ex 10(i)(4)(A) 

Form 10-Q, Ex 10(b), September 30,2004 

- 

Form 8-K, Ex 10.1 dated April 25,2007 

Form 10-Q, Ex IO, September 30, 1998 

2002 Form lO-K, Ex 10(0)(2) 

2008 Form lO-K, Ex IO(k)(l)(B) 

2009 lO-K, EX lO(1) 

Form 10-Q, Ex 10, March 31,2010 

Form IO-Q, Ex 1O(c), November 5,2004 

Form 10-Q, Ex 10(a), March 31,2005 

2008 Form lO-K, ExlO(m)(3)(A) 

2009 Form IO-K, Ex 10(n) 

2008 Form lO-K, Ex 10(n) 

2008 Form lO-K, Ex 10(0) 

2002 Form 10-K, Ex 10(r) 
- 

2008 Form 10-K, EX 1O(q) 
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Exhibit 
Designation 

:I: 1 3 
Nature of Exhibit 

Copv of those portions of the APCo 2010 Annual Report 

“:4(d) 

21 
:1:23 
‘1‘24 

4:3 1 (a) 

‘k3 I (b) 

:‘:3 2(a) 

:’:32(b) 

CSPCo$ File No. 1-2680 
Composite of Amended Articles of Incorporation of 
CSPCo, dated May 19, 1994. 
Amended Code of Regulations of CSPCo. 
Indenture (for unsecured debt securities), dated as of 
September I ,  1997, between CSPCo and Bankers Trust 
Company, as Trustee. 
Indenture (for unsecured debt securities), dated as of 
February 1, 2003, between CSPCo and Bank One, N.A., 
as Trustee. 
Company Order and Officer’s Certificate to Deutsche 
Bank Trust Company Americas, dated May 16, 2008, 
establishing terms of 6.05% Senior Notes, Series G, due 
2018. 
Company Order and Officer’s Certificate to Deutsche 
Bank Trust Company Americas, dated March 16, 2010 
establishing terms of floating rate notes Series A due 
2012. 
$6.50 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KF’Co, OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
LC Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $650 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial L.enders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
$350 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
L,C Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 

Amendment, dated as of April 25, 2008, to $350 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JF’Morgan Chase Bank, N.A., as 

- 

E-6 

_ I  

(for the fiscal ;ear ended December 31, 2010) wliichare 
incorporated by reference in this filing. 
List of subsidiaries of APCo. 
Consent of Deloitte & Touche LLP. 
Power of Attorney. 
Certification of Chief Executive Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Financial Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Executive Officer Pursiiant to 
Section 1350 of Chapter 63 of Title 18 of the United 
States Code. 
Certification of Chief Financial Officer Pursuant to 
Section 1350 of Chapter 63 of Title 18 of the United 
States Code. 

Previouslv Filed as Exhibit to: 

2006 Form 10-K, Ex 21, File No. 1-3525 

1994 Form 10-K, Ex 3(c) 

Form 10-Q, Ex 3(b) June 30,2008 
Registration Statement No. 333-54025, Ex 4(a)(b)(c)(d) 
Registration Statement No. 333-128174, Ex 4(b)(c)(d) 

Registration Statement No. 333-128174, Ex 4(e)(f)(g) 
Registration Statement No. 333-150603 Ex 4(b) 

Form 8-K, Ex 4(a), dated May 16,2008 

- 

Registration Statement No. 333-150603. Ex 4(b) - 

Form 8-K, Ex 4(a) dated March 16, 2010 

Form 10-Q, Ex 1O(c) September 30,2008 

Form IO-Q, Ex lO(d) September 30,2008 

~ 

Form IO-Q, EX 10(e) September 30,2008 

Form IO-Q, Ex l O ( f )  September 30,2008 



~ Exhibit 
Designation 

I O(a)( I ) 

Nature of Exhibit 
Administrative Agent. 
Power Agreement, dated October 15, 1952, between 
OVEC and United States of America, acting by and 
through the United States Atomic Energy Commission, 
and, subsequent to January 18, 1975, the Administrator of 
the Energy Research and Development Administration, as 
amended. 
Inter-Company Power Agreement, dated July 10, 1953, 
among OVEC and the Sponsoring Companies, as 
amended March 13,2006. 
Power Agreement, dated JUIY 10, 1953, between OVEC 
and Indiana-Kentucky Electric Corporation, as amended. 
Interconnection Agreement, dated July 6, 19.51, among 
APCo, CSPCo, KPCo, OPCo and I&M and AEPSC, as 

1 O(b)(2) 

1 O(c) 

1 O(dM 1 ) 

lO(d)(2) 

amended. 
Unit Power Agreement, dated March 15, 2007 between 
AEGCo and CSPCo. 
Transmission Agreement, dated April 1 ,  1984, among 
APCo, CSPCo, I&M, KPCo, OPCo, and with AEPSC as 
agent, as amended. 
Amended and Restated Operating Agreement of PJM and 
AEPSC on behalf of APCo, CSPCo, I&M, KPCo, OPCo, 
Kingsport Power Company and Wheeling Power 
Company. 
PJM West Reliability Assurance Agreement among Load 

I I Master Setoff and Netting Agreement among PJM 
I I Serving Entities in the PJM West service area. 

b ( d X 3 )  

10(e) 

10(f) 
:I: 12 
:c: 1 3 

21 
:e23 
:1:24 

:1:31(a) 

:k3 1 (b) 

AEPSC on behalf of APCo, CSPCo, I&M, KP-Co, OPCo, 
Kingsport Power Company and Wheeling Power 
Company. 
Modification No. 1 to the AEP System Interim Allowance 
Agreement, dated July 28, 1994, among APCo, CSPCo, 
I&M, KpCo, OPCo and AEPSC. 
Consent Decree with U S .  District Court. 
Statement re: Computation of Ratios. 
Copy of those portions of the CSPCo 2010 Annual Report 
(for the fiscal year ended December 31, 2010) which are 
incorporated by reference in this filing. 
List of subsidiaries of CSPCo. 
Consent of Deloitte & Touche LLP. 
Power of Attorney. 
Certification of Chief Executive Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Financial Officer Pursuant to ~, I I Section 302 of the Sarbanes-Oxley Act of 2002. 

Section 13.50 of Chapter 63 of Title 18 of the United 

Section 1350 of Chapter 63 of Title 18 of the United 

I 

Composite of the Amended Articles of Acceptance of 
I&M, dated of March 7,1997. 
Composite By-Laws of I&M, amended as of February 26, 

i 20081 
Indenture (for unsecured debt securities), dated as of 
October I ,  1998, between I&M anti ?he Bank of New 
York, as Trustee 

-- 

I I 

Previously Filed as Exhibit to: 

Registration Statement No. 2-60015, Ex 5(a) 
Registration Statement No. 2-63234, Ex S(a)(l)(B) 
Registration Statement No. 2-66301, Ex S(a)(l)(C) 
Registration Statement No. 2-67728, Ex S(a)(l)(B) 
APCo 1989 Form lO-K, Ex 10(a)(l)(F), File No. 1-3457 
APCo 1992 Form 10-K, Ex lO(a)(l)(B), File No.1-3457 
2005 Form IO-K, Ex 10(a)(2) 

Registration Statement No. 2-60015, Ex 5(e) ------I 
Registration Statement No. 2-61009, Ex 5(b) 

1985 Form 10-K, Ex 
1988 Form 10-K, Ex IO(b)(2) File No. 1-3525 

2004 Form lO-K, Ex 10(d)(l) 

2004 Form IO-K, Ex 10(d)(2) 

2004 Form lO-K, Ex 10(d)(3) 

1996 Form lO-K, Ex 10(1), File No. 1-3525 

Form 8-K, Ex 10.1 dated October 9, 2007 

2006 Form 10-K, Ex 2 1 ,  File No. 1-3525 

~ 

------I 
1996 Form 10-K, Ex 3(c) 

2007 Form IO-K, EX l (b)  

Registration Statement No. 333-88523, Ex 4(a)(b)(c) 
Registration Statement No. 333-58656, Ex 4(b)(c) 
Registration Statement No. 333-10897.5, Ex 4(b)(c)(d) 
Registration Statement No. 333-136538, Ex 4(b)(c) 
Registration Statement No. 333-156182, Ex 4(b) 

E-7 



Exhibit 
Designation 

4(b) 

4(D 

Nature of Exhibit 
Company Order and Officer’s Certificate to The Bank of 
New York, dated January 15, 2009 establishing terms of 
7.00% Senior Notes, Series I due 2019. 
$6.50 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Ltnders 
named therein, the Swingline Bank party thereto, the 
L.C Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 2.5, 2008, to $6.50 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
$3.50 Million Credit Agreement, dated as of April 4, 

- 

2008, among AEP, TCC, TNC, APCo, CSPCo,-I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Lmders 
named therein, the Swingline Bank party thereto, the 
LC Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 2.5, 2008, to $3.50 

- 

Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the L,C Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
Power Agreement, dated October 15, 1952, between 
OVEC and United States of America, acting by and 
through the United States Atomic Energy Commission, 
and, subsequent to January 18, 1975, the Administrator of 
the Energy Research and Development Administration, as 
amended. 
Inter-Company Power Agreement, dated as of July 10, 
19.53, among OVEC and the Sponsoring Companies, as 
amended, March 13,2006. 
Power Agreement, dated July IO,  19.53, between OVEC 
and Indiana-Kentucky Electric Corporation, as amended. 
Inter-Company Power Agreement, dated as of July 10, 
1953, among OVEC and the Sponsoring Companies, as 
amended. 
Interconnection Agreement, dated July 6, 19.5 1, among 
APCo, CSPCo, KPCo, I&M, and OPCo and with AEPSC, 
as amended. 
IJnit Power Agreement dated as of March 31, 1982 
between AEGCo and I&M, as amended. 
Transmission Agreement, dated April 1, 1984, among 
APCo, CSPCo, I&M, KPCo, OPCo and with AEPSC as 
agent, as amended. 

Amended and Restated Operating Agreement of PJM and 
AEPSC on behalf of APCo, CSPCo, I&M, KPCo, OPCo, 
Kingsport Power Company and Wheeling Power 
Company. 
PJM West Reliability Assurance Agreement among Load 
Serving Entities in the PJM West service area. 
Master Setoff and Netting Agreement among PJM and 
AEPSC on behalf of APCo, CSPCo, I&M, KPCo, OPCo, 

E-8 

Previouslv Filed as Exhibit to: 
Form 8-K, Ex 4(a) dated January 15, 2009 

Form 10-Q, Ex.lO(c) September 30,2008 

Form 10-Q, Ex.lO(d) September 30,2008 

Form 10-Q, Ex.lO(e) September 30, 2008 

Form 10-Q, Ex.lO(f) September 30,2008 

Registration Statement No. 2-60015, Ex 5(a) 
Registration Statement No. 2-63234, Ex 5(a)( 1)(B) 
Registration Statement No. 2-66.301, Ex 5(a)(l)(C) 
Registration Statement NQ. 2-67728, Ex 5(a)( 1)(D) 
APCo 1989 Form lO-K, Ex lO(a)(l)(F), File No. 1-3457 
APCo 1992 Form 10-K, Ex lO(a)(l)(B), File No. 1-3457 
2005 Form lO-K, Ex 10(a)(2) 

Registration Statement No. 2-60015, Ex S(e) 

Registration Statement No. 2-60015, Ex S(c) 
Registration Statement No. 2-67728, Ex S(a)(3)(B) 
APCo 1992 Form 10-K, Ex 10(a)(2)(B), File No. 1-3457 
Registration Statement No. 2-52910, Ex 5(a) 
Registration Statement No. 2-61009, Ex 5(b) 
1990 Form 10-K, Ex 10(a)(3), File No. 1-3.525 
Registration Statement No. 33-32752, Ex 28(b)( I)(A)(B) 

1985 Form IO-K, Ex I O(b), File No. 1-3.52.5 
1988 Form 10-K, File No. 1-3525, Ex 10(b)(2) 

2004 Form 10-K, EX IO(d)(l) 

2004 Form 10-K, Ex 10(d)(2) 

2004 Form 10-K, Ex 10(d)(3) 



Exhibit 
Designation 

- 
1 We) 

10(f) 
l o w  

:i; 12 
:I: 1 3 

21 
'"23 
'1'24 

:l:3 1 (a) 

'"I(b) 

'I'32(a) 

''3 2( b) 

REGISTRANT: OPCoS File No.1-6543 
I Composite of the Amended Articles of Incorporation of 

OPCo, dated June 3,2002. 
Amended Code of Regulations of OPCo. 
Indenture (for unsecured debt securities), dated as of 
September 1, 1997, between OPCo and Bankers Trust 
Company (now Deutsche Bank Trust Company 
Americas), as Trustee. 

Nature of Exhibit 
Kingsport Power Company and Wheeling Power 
Company. 
Modification No. 1 to the AEP System Interim Allowance 
Agreement, dated July 28, 1994, among APCo, CSPCo, 
I&M, KPCo, OPCo and AEPSC. 
Consent Decree with U.S. District Court. 
Lease Agreements, dated as of December 1, 1989, 
between I&M and Wilmington Trust Company, as 
amended. 
Statement re: Computation of Ratios. 
Copy of those portions of the I&M 2010 Annual Report 
(for the fiscal year ended December 31, 2010) which are 
incorporated by reference in this filing. 
List of subsidiaries of I&M. 
Consent of Deloitte & Touche LLP. 
Power of Attorney. 
Certification of Chief Executive Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Financial Officer Piirsuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Executive Officer Pursuant to 
Section 1350 of Chapter 63 of Title 18 of the United 
States Code. 
Certification of Chief Financial Officer Pursuant to 
Section 1350 of Chapter 63 of Title 18 of the United 
States Code. 

Company Order and Officer's Certificate to Deutsche 
Bank Trust Company Americas, dated April 5, 2007, 
establishing terms of Floating Rate Notes, Series B. 
Company Order and Officer's Certificate to Deutsche 
Bank Trust Company Americas, dated September 24, 
2009, establishing terms of 5.375% Senior Notes, Series 
M due 2021. 
Indenture (for unsecured debt securities), dated as of 
February I ,  200.3, between OPCo and Bank One, N.A., as 

$6.50 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial L,enders 
named therein, the Swingline Bank party thereto, the 
LC Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $650 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
$350 Million Credit Agreement, dated as of April 4, 

- 

2008, among AEP, TCC, TNC, APCo, CSPCo,-I&M, 
E-9 

Previouslv Filed as Exhibit to: 

1996 Form 10-K, Ex IO(]), File No. 1-3525 

Form 8-K, Ex 10.1 dated October 9, 2007 
Registration Statement No. 33-32753, Ex 28(a)(l-6)(C) 
1993 Form IO-K, Ex IO(e)(l-6)(B) 

2006 Form 10-K, Ex 21, File No. 1-3525 

- 
Form IO-Q, Ex 3(e), June 30, 2002 

Form 10-Q, Ex 3(b), June 30,2008 
Registration Statement No. 333-49595, Ex 4(a)(b)(c) 
Registration Statement No. 333-106242, Ex 4(b)(c)(d) 
Registration Statement No. 3.33-75783, Ex 4(b)(c) 
Registration Statement No. 333-127913, Ex 4(b)(c) 
Registration Statement No. 333-139802, Ex 4(a)(b)(c) 
Registration Statement No. 333-139802, Ex 4(b)(c)(d) 
Form 8-K, Ex 4(a) dated April 5,2007 

Form 8-K, Ex 4(a) dated September 24,2009 

Registration Statement No. 333-127913, Ex 4(d)(e)(f) 

Form 10-Q, Ex 10(c) September 30, 2008 

Form IO-Q, Ex IO(d) September 30,2008 

Form 10-Q, Ex 10(e) September 30,2008 





Exhibit 
Designation F t lO(j)(l) 

t 1 I--- 
I x 1 2 

"'32(b) r-- 

Nature of Exhibit 
Employment Agreement between AEP, AEPSC and 
Michael G. Morris dated December 15,2003. 
Amendment to Employment Agreement between AEP, 
AEPSC and Michael G. Morris dated December 9, 2008. 
Memorandum of agreement between Stisan Tomasky and 
AEPSC dated January 3, 2001. 
Employment Agreement dated July 29, 1998 between 
AEPSC and Robert P. Powers. 
Amendment to Employment Agreement dated December 
9, 2008 between AEPSC and Robert P. Powers. 
Letter Agreement dated June 9, 2004 between AEPSC 
and Carl English. 
AEP System Senior Officer Annual Incentive 
Compensation Plan, amended and restated effective 
December 13,2006 
AEP System Survivor Benefit Plan, effective January 27, 
1998. 
First Amendment to AEP System Siirvivor Benefit Plan, 
as amended and restated effective January 31,2000. 
Second Amendment to AEP System Survivor Benefit 
Plan. as amended and restated effective Januarv 1. 2008 
AEP Change In Control Agreement, effective November 

Amended and Restated AEP System Long-Term Incentive 
Plan. 
Form of Performance Share Award Agreement furnished 
to participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Form of Restricted Stock Unit Agreement furnished tc 
participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Amendment to Form of Restricted Stock Unit Agreemen1 
furnished to participants of the AEP System Long-Terrr 
Incentive Plan, as amended. 
AEP System Stock Ownership Requirement Plar 

Amended and Restated Effective January 1 ,  2010. 
Central and South West System Special Executive 
Retirement Plan Amended and Restated effective Januarj 

AEP System Incentive Compensation Deferral Plar 
Amended and Restated as of January 1, 2008. 
AEP System Nuclear Performance Long Term Incentive 
Compensation Plan dated August 1, 1998. 
Nuclear Key Contributor Retention Plan Amended aK 

Statement re: Computation of Ratios. 
Copy of those portions of the OPCo 2010 Anniial Repor 
(for the fiscal year ended December 31, 2010) which arc 

Restated as of January 1 ,  2008. - 

incorporated by reference in this filing. 
List of subsidiaries of OPCo. 
Consent of Deloitte & Touche LLP. 
Power of Attorney. 
Certification of Chief Executive Officer Pursuant t( 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Financial Officer Pursuant tc 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Executive Officer Pursuant tc 
Section 13.50 of Chapter 63 of Title 18 of the Unitec 
States Code. 
Certification of Chief Financial Officer Pursuant t( 
Section 13.50 of Chapter 63 of Title 18 of the Unite( 
States Code. 
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Previouslv Filed as Exhibit to: 
2003 Form 10-K, Ex 10(m)(l) 

2008 Form lO-K, Ex lO(k)(l)(A ) 

2000 Form lO-K, Ex 1O(s), File No. 1-3.525 1 
2002 Form 10-K, Ex 10(m)(4) 

2008 Form lO-K, Ex 10(k)(4)(A) 

Form 10-Q, Ex 10(b), September 30, 2004, File No. 1-352.5 

Form 8-K, Ex 10.1 dated April 25, 2007 

Form 10-Q, Ex 10, September 30,1998 , 2002 Form 1 0-K, Ex 10(0)(2) 

2008 Form 10-K, Ex lO(m)(l)(B) 

------I 2009 Form 10-K, Ex 10(m) 

File No. 1-352.5 

Form 10-Q, Ex 10(a), March 31,200.5 

2008 Form lO-K, Ex lO(q)(l)(A) 

2009 Form 10-K, Ex 1O(q) 

2008 Form 10, Ex 1O(s) 

2008 Form 10, Ex lO( t )  

2002 Form IO-K, Ex 1 O(r) 

2008 Form 10, Ex 1O(v) 

~ 2006 Form 10-K, Ex 21, File No. 1-3525 



Exhibit 
Designation 

': PS02 File No. 0-343 
Nature of Exhibit 

Certificate of Amendment to Restated Certificate of 
Incorporation of PSO. 
Composite By-Laws of PSO amended as of February 26, 
2008. 
Indenture (for unsecured debt securities), dated as of 
November 1, 2000, between PSO and The Bank of New 
York. as Trustee. 

Eighth Supplemental Indcnture, dated as of November 13, 
2009 between PSO and The Bank of New York Mellon, 
as Trustee, establishing terms of the 5.15% Senior Notes, 
Series H, due 2019. 
$650 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
WCo,  OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
LC Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 2.5, 2008, to $6.50 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
$350 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial Lenders 
named therein, the Swingline Bank party thereto, the 
LC Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $3.50 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KF'Co, OPCo, PSO and 
SWEPCo, the Initial Ltnders named therein, the 
Swingline Bank party thereto, the L,C Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
Restated and Amended Operating Agreement, among 
PSO, SWEPCo and AEPSC, Issued on February 10,2006, 
Effective May 1,2006. 
Restated and Amended Transmission Coordination 
Agreement, dated April 15, 2002, among PSO, SWEPCo, 
TNC and AEPSC. 

AEP System Senior Officer Annual Incentive 
Compensation Plan amended and restated effective 
December 13,2006. 
AEP System Excess Benefit Plan, Amended and Restated 
as of January 1,2008. 
AEP System Supplemental Retirement Savings Plan, 
Amended and Restated as of January 1, 2011 (Non- 
Qualified). 
AEPSC Umbrella Trust for Executives. 
First Amendment to AEPSC Umbrella Trust for 
Executives. 
Employment Agreement between AEP, AEPSC and 
Michael G. Morris dated December 15,2003. 

Previouslv Filed as Exhibit to: 

Form 10-Q, Ex 3(a), June 30,2008 

2007 Form lO-K, Ex 3 (b) 

Registration Statement No. 333-100623, Ex 4(a)(b) 
Registration Statement No. 333-1 14665, Ex 4(b)(c) 
Registration Statement No. 333-133548, Ex 4(b)(c) 
Registration Statement No. 333-156319, Ex 4(b)(c) 
Form 8-K, Ex 4(a), dated November 13,2009 

Form IO-Q, Ex 1O(c) September 30,2008 

Form 10-Q, Ex 10(d) September 30,2008 

Form 10-Q, Ex 10(e) September 30,2008 

Form IO-Q, Ex lO( f )  September 30,2008 

Fom 10-Q, Ex 10(a), March 3 1,2006 

2009 Form 10-K Ex 10(b) 

Form 8-K, Ex 10.1 dated April 25,2007 

2008 Form 10-K, Ex 10(d)(l) 

1993 Form lO-K, Ex 10(g)(3), File No. 1-3525 
2008 F o ~  10-K, EX 10(d)(3)(A) 

2003 Form 10-K, Ex lO(m)(l) 
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:e3 1 (b) 

Nature of Exhibit 
Amendment to Employment Agreement between AEP, 
AEPSC and Michaei G.-Morris dated December 9,2008. 
Memorandum of Agreement between Susan Toniasky and 
AEPSC dated January 3, 2001. 
Employment Agreement dated July 29, 1998 between 
AEPSC and Robert P. Powers. 
Amendment to Employment Agreement dated December 
9,2008 between AEPSC and Robert P. Powers. 
Letter Agreement dated June 9, 2004 between AEPSC 
and Carl English. 
AEP Systeni Senior Officer Annual Incentive 
Compensation Plan, amended and restated effective 
December 13,2006. 
AEP System Survivor Benefit Plan, effective January 27, 

First Amendment to AEP System Survivor Benefit Plan, 
as amended and restated effective January 3 1 ,  2000. 
Second Amendment to AEP System Survivor Benefit 

Plan, as amended and restated effective January 1, 2008. 
AEP Change In Control Agreement, effective November 

Amended and Restated AEP System Long-Term Incentive 
Plan. 
Form of Performance Share Award Agreement furnished 
to participants of the AEP System Long-Term incentive 
Plan, as amended. 
Form of Restricted Stock Unit Agreement furnished to 
participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Amendment to Form of Restricted Stock Unit Agreement 
furnished to participants of the AEP System Long-Term 
Incentive Plan, as amended. 
AEP System Stock Ownership Requirement Plan 
Amended and Restated Effective January 1 ,  2010. 
Central and South West System Special Executive 
Retirement Plan Amended and Restated effective January 

AEP System Incentive Compensation Deferral Plan 
Amended and Restated as of January 1,2008. 
AEP System Nuclear Performance Long Term Incentive 
Comoensation Plan dated August 1. 1998. 
Nuclear Kev Contributor Retention Plan Amended and 
Restated as of January 1, 2008. 
Statement re: Computation of Ratios. 
Copy of those portions of the PSO 2010 Annual Re+ 
(for the fiscal year ended December 31, 2010) which are 
incorporated by reference in this filing. 
List of subsidiaries of PSO. 
Consent of Deloitte & Touche LLP. 
Power of Attorney. 
Certification of Chief Executive Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Financial Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Executive Officer Pursuant to 
Section 1350 of Chapter 63 of Title 18 of the United 
States Code. 
Certification of Chief Financial Officer Pursuant to 
Section 1350 of Chapter 63 of Title 18 of the United 
States Code. 

Previouslv Filed as Exhibit to: 
2008 Form 10-K, Ex lO(e)(A) 

2000 Form 10-K, Ex lO(s), File No. 1-3.525 

2002 Form IO-K, Ex 1 O(m)(4) 

2008 Form IO-K, Ex 1 O(e)(4)(A) 

Form 10-Q, Ex 10(b), September 30,2004 

Form 8-K, Ex 10.1 dated April 25,2007 

- 
Form 10-Q, Ex 10, September 30,1998 

2002 Form lO-K, Ex 10(0)(2) 

2008 Form 10-K, Ex lO(g)(l)(B) 

2009 Form 10-K, Ex 10(h) 

Form 10-Q, Ex 10, March 31,2010 

Form 10-Q, Ex IO(c), November 5,2004 
- 

Form IO-Q, Ex IO(a), March 31,2005 

2008 Form 10-K, Ex 10(i)(3)(A) 

2009 Form IO-K, Ex lO( j )  

2008 Form IO-K, Ex lO( j )  

2008 Form lO-K, Ex 10(k) 

2002 Form lO-K, Ex 10(p) 

7 2008 Form lO-K, Ex 10(m) 

2006 Form 10-K, Ex 21, File No. 1-3525 

I 
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Exhibit 

I 

1 

1 Nature of Exhibit 
* SWEPCo$ File No. 1-3146 
Composite of Amended Restated Certificate of 
Incorporation of SWEPCo. 
Composite By-Laws of SWEPCo amended as of February 
36. 2nox. 
Indenture (for unsecured debt securities), dated as of 
February 4, 2000, between SWEPCo and The Bank of 
New York, as Trustee. 

Eighth Supplemental Indenture dated as of March 1, 2010 
between SWEPCo and The Bank of New York Mellon 
establishing terms of 6.20% Senior Notes, Series H, due - 
2040. 
$650 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial L.enders 
named therein, the Swingline Bank party thereto, the 
L.C Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $6.50 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and .PMorgan Chase Bank, N.A., as 
Administrative Agent. 
$350 Million Credit Agreement, dated as of April 4, 
2008, among AEP, TCC, TNC, APCo, CSPCo, I&M, 
KPCo, OPCo, PSO and SWEPCo, the Initial L,enders 
named therein, the Swingline Bank party thereto, the 
LC Issuing Banks party thereto, and JPMorgan Chase 
Bank, N.A., as Administrative Agent. 
Amendment, dated as of April 25, 2008, to $350 
Million Credit Agreement, among AEP, TCC, TNC, 
APCo, CSPCo, I&M, KPCo, OPCo, PSO and 
SWEPCo, the Initial Lenders named therein, the 
Swingline Bank party thereto, the LC Issuing Banks 
party thereto, and JPMorgan Chase Bank, N.A., as 
Administrative Agent. 
Restated and Amended Operating Agreement, among 
PSO, TCC, TNC, SWEPCo and AEPSC, Issued on 
February 10, 2006, Effective May 1, 2006. 
Restated and Amended Transmission Coordination 
Agreement, dated April 15, 2002, among PSO, SWEPCo, 
TNC and AEPSC. 
AEP System Senior Officer Annual Incentive 
Compensation Plan amended and restated effective 
December 13,2006. 
AEP System Excess Benefit Plan, Amended and Restated 
as of Januarv 1.2008. 
AEP System Supplemental Retirement Savings Plan. 
Amended and Restated as of January 1, 2011 (Non- 
Qualified). 
AEPSC Umbrella Trust for Executives. 
First Amendment to AEPSC Umbrella Trust fot 
Executives. 
Employment Agreement between AEP, AEPSC and 
Michael G. Morris dated December 15,2003. 

Previously Filed as Exhibit to: 

2008 Form 10-K, Ex 3(a) 

2007 Form 10-K, Ex 3(b) 

Registration Statement No. 333-96213 
Registration Statement No. 333-87834, Ex 4(a)(b) 
Registration Statement No. 333-100632, Ex 4(b) 
Registration Statement No. 333-108045, Ex 4(b) 
Registration Statement No. 333-14.5669, Ex 4(c)(d) 
Registration Statement No. 333-161539, Ex 4(b)(c) 
Form 8-K, Ex 4(a), dated March 8,2010 

Form 10-Q, Ex 10(c) September 30,2008 

-- 
Form IO-Q, Ex lO(d) September 30,2008 

Form 10-Q, Ex 10(e) September 30,2008 

Form IO-Q, Ex lO(f) September 30,2008 

Form 10-Q, Ex 10(a), March 31,2006 

Form 2009 10-K, Ex 10(b) 

Form 8-K, Ex 10.1 dated April 25,2007 

2008 Form 10-K, Ex 10(d)(l) 

1993 Form 10-K, Ex 10(g)(3), File No. 1-3525 
2008 Form 10-K, Ex 10(d)(3)(A) 

2003 Form 10-K, Ex 10(m)(l) 
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Exhibit 
Nature of Exhibit 

Amendment to Employment Agreement between AEP, 
AEPSC and Michael G. Morris dated December 9,2008. 1 
Memorandum of Agreement between Susan Tomasky and I 
AEPSC dated January 3, 2001. 
Employment Agreement dated July 29, 1998 between 
AEPSC and Robert P. Powers. 
Amendment to Employment Agreement dated December 
9,2008 between AEPSC and Robert P. Powers. 
L.etter Agreement dated June 9, 2004 between AEPSC 
and Carl English. 
AEP System Senior Officer Annual Incentive 
Compensation Plan, amended and restated effective 
December 13,2006. 
AEP System Survivor Benefit Plan, effective January 27, 
1998. 
First Amendment to AEP System Survivor Benefit Plan, 
as amended and restated effective January 31, 2000. 
Second Amendment to AEP Systcm Survivor Benefit 
Plan, as amended and restated effective January 1, 2008. 
AEP Change In Control Agreement, effective November 
1, 2009. 
Amended and Restated AEP System Long-Term Incentive 
-- 

Form of Perforniance Share Award Agreement furnished 
to participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Form of Restricted Stock Unit Agreement furnished to 
participants of the AEP System Long-Term Incentive 
Plan, as amended. 
Amendment to Form of Restricted Stock Unit Agreement 
furnished to participants of the AEP System Long-Term 
Incentive Plan, as amended. 
AEP System Stock Ownership Requirement Plan 
Amended and Restated Effective January 1, 2010. 
Central and South West System Special Executive 
Retirement Plan Amended and Restated effective January 
1, 2009. 
AEP System Incentive Compensation Deferral Plan 
Amended and Restated as of January 1, 2008. 
AEP System Nuclear Performance Long Term Incentive 
Compensation Plan dated August 1, 1998. 
Nuclear Key Contributor Retention Plan Amended and 
Restated as of January 1, 2008. 
Statement re: Computation of Ratios. 
Copy of those portions of the SWEPCo 2010 Annual 
Report (for the fiscal year ended December 31, 2010) 
which are incorporated by reference in this filing. 
List of subsidiaries of SWEPCo. 
Consent of Deloitte & Touche LLP. 
Power of Attorney. 
Certification of Chief Executive Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. 
Certification of Chief Financial Officer Pursuant to 
Section 302 of the Sarbanes-Oxley Act of 2002. I 
Certification of Chief Executive Officer Pursuant to I 
Section 13.50 of Chapter 63 of Title 18 of the United 

Section 1350 of Chapter 63 of Title 18 of the United 
States Code. 

Previously Filed as Exhibit to: 
2008 Form 10-K, Ex 1 O(e)(A) 

2000 Form 10-K, Ex 1 O(s), File NO. 1-352.5 

2002 Form lO-K, Ex 10(m)(4) 

2008 Form 10-K, Ex 10(e)(4)(A) 

Form IO-Q, Ex IO(b), September 30,2004 

Form 8-K, Ex 10.1 dated April 25, 2007 

Form IO-Q, Ex 10, September 30, 1998 

2002 Form 10-K, Ex 10(0)(2) 

2008 Form 10-K, Ex 10(g)(l)(B) 

2009 Form 10-K, Ex 10(h) 

Form 10-Q, Ex 10, March 31,2010 

AEP Form 10-Q, Ex 10(c), November 5,2004 

Form 1 0-Q, Ex 10(a), March 3 1,200.5 

2008 Form 10-K, Ex 10(i)(3)(A) 

2009 Form 10-K, Ex lo(]) 

2008 Form 10-K, Ex lO(j) 

2008 Form 10-K, Ex 10(k) 

2002 Form 10-K, Ex 10(p) I 
2008 Form 10-K, Ex 10(m) ’ 
2006 Form 1 0 4 ,  Ex 21, File No. 1-3525 
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$ Certain instruments defining the rights of holders of long-term debt of the registrants inclrrded in the financial statements of 
registrants filed herewith have been omitted because the total amount of securities authorized thereunder does not exceed 
10% of the total assets of registrants. The registrants hereby agree to fiiiiiish a copy of any such omitted instrriment to the 
SEC Lipon request. 
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