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BEFORE THE

PUBLIC UTILITY COMMISSION OF OHIO

In The Matter Of The Application Of Ohio Edison

Company, The Cleveland Electric luminating :  Case Nos, 08-935-EL-850
Campany And The Toledo Edison Company For

Authority T'o Establish A Standard Service Offer

Pursuant To R.C, §4928.143 [n The Form Of An

Electric Security Plan

BRIEF OF OHIO ENERGY GROLP
ON LONG TERM ESP

The members of the Ohio Energy Group (*OEG™) who purchase electricity from the Ohio
utilities owned by FirstEnergy are: Air Products and Chemicals, Inc.,, AK 5Steel Corporation, Alcoa Tnc.,
ArcelorMittal USA, BP-Husky Refining, LLC, Brush Wellman, Inc., Charter Stesl, Chrysler LLC, Ford
Motor Company, Johns Manville, Linde, [nc., North Star BlueScope Steel, LLC, PPG Industries, Inc.,
Republic Engineered Products, Inc., Severstal Warren, Inc. (formerly WCT Steel, Inc.), Sunoco, Inc,

(R&M) and Worthington Industries.

These large industrial companies employ approximately 53,000 people in Ohio. These are high
wage, high benefit, family supporting jobs. The OEG member companies served by FirstEnergy have a
load of over 1,000 MW and consnme approximately 6.4 billion kWh per year. While the cost of
electricity is not the only factor that will determine if these companies can continue to operate in Ohio, it

is a major factor. OEG submits this brief on the long ierm ESP.
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L ODUCTION AND OF RE

On July 31, 2008 Chio Edison Company ("QE"), The Cleveland Electric Nhuminating Company
("CEI"), and The Toledo Edison Company ("TE"), (collectively the "Companies") filed their
Application requesting approval of their proposed Electric Security Plan (“ESP™). The central provision
of the ESP is an offer from FirstEnergy Solutions (“FES™) to provide generation at 7.5 cents per
Kilowatt-hour (kWh) in 2009, 8.0 cents per kWh in 2010, and 8.5 cents per KWh in 2011 (plus adders for
fuel, fuel transportation, environmental costs, end other costs) for ¢ustomers who choose to receive
generation service from their distribution company. This proposed ESP purchase from FES is to replace
the existing FERC-approved all-requirements wholesale supply contract which cxpires at the end of

2008. The maximum price FES can charge the Companies under the existing contract is $53.62/mWh.'

Senate Bill 221 provides that an electric distribution utility may file an Electric Security Plan
(“ESP”)RC §4928.143(A)), that provides for sutomatic recovery of certain generation costs inciuding
purchased power acquired from an affiliate, “provided that such cosis are prudenily incurred” (RC
§4928.143(B)(2)(a)) The utitity has the burden of proving that the ESP is “maore favorable in the aggz_-egate
as compared to the expected results” of the utility’s Market-Rate Offer (*MRO") (RC §4928.143(C)(1)).
ESP filings are also subject to the §4928.02(A) and (N) policy requirements that the Commission “[e]nsure
the availability to consumers” of “reasonably priced retail electric service.” and “[flacilitate the siate's

effectiveness in the global economy.”

The Commission should interpret RC §4928.143 to give effect to all of its parts and consider, in
context, all of the words used giving offect to the overall statutory scheme, DAB.E. fne v_Joledo-

Lucas County Board gf Health, 96 Ohio St.3d 250 (2002). See alse, State y_draold, 61 Ohio St.3d 175,

! FimstEnergy Selutions Comp., Docket No, ER06-117-000, 117 FERC 961,278 (2006),

1

-1
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178 (1991) (a statute shall be construed, if practicable, as to give effect to every part of it). This means
that to gain Commission approval the Companies have the burden of proving that its ESP plan is 1)
more favorable than the MRO (RC §4928.143(C)(1)); 2) contains orly costs that are “prudemily
incurred.” (RC §4928.143(B)(2)(a)); and 5) conforms to the policy requirements that it provides
“reasonably priced retail electric service,” and “[flacilitates the state’s effectiveness in the global

economy.” (RC §4928.02(A) and (N)).

The Companies contend that their Application iz “considerably more favorable” to cusiomers
than the MRQ alternative.? The Companies presented no evidence that their proposed purchase from
FES is “prudent”. Nor did the Companies attempt to demonstrate that their ESP will result in

“reasonably priced retail eleciric service, "

! Application P 6
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I ARGUMENT

1. THE COMPAN{ES' PROPOSED ESP SHOULD BE MODIFIED BECAYUSE IT IS NOT
“MORE FAVORABLE IN THE AGGREGATE” THAN THE MRO.

RC §4928.143(C)(!) requires that the Companies prove that their ESP is “more favorable in the
aggregate as campared 1o the expected results that would otherwise apply under™ the MRO option, If
the utility does not meet thic burden, then the Commission cannot approve the ESP without
modification. In making this determination, the statute specifically cites “pricing and all orhér terms

and conditions, including any deferrais and any Juture recovery of deferrals.”

The Companies provided a quantitative comparison of their projections of the retail revenues
they will recover under both the MRO option and the ESP option on a net preseat value basis. The
Companies’ market price projections are from July 15, 2008, There projections attempt to establish that
the praposed ESP will provide lower rates than the MRO. It shows a $1,303.4 million net present value
benefit to ratepayers from the Companies’ proposed ESP compared to its quantification of the MRO
option over the three-year life of the proposed plan plus the additional seven-year deferral recovery
period. However, the Companies’ analysis suffers from serious errors that overstate the benefit of its
ESP. When these errors are corrected it becomes clear that the Companies® proposed ESP fails the

statutary test that the ESP must be “more favorable in the aggregate™ than the MRO.

a. The Companies’ Analysiy Contains Ervors In Computing Forward Market Prices,

Company witness David Blank’s Direct Testimony shows & §1,303.4 miilion net present value
benefit to ratepayers from the Companies’ proposed ESP compared to its quantification of the MRO

option over the three-year life of the proposed plan plus the additional seven-year deferral recovery

* Direct Testimony of Lanz Kollen pp. 5-6,




NOY-21-2008 FRI 03:51 PM BOEHM KURTZ & LOWRY FAX NO, 5134212764 P. 14

period? Mr. Blank computed the MRO revenues based on the average of hypothetics! market prices
that the Companies” project will result if they arc permitted to outsource all responsibility for supplying
generation service to non-shoppers through a reverse auction. The hypothetical market prices were

constructed by Mr. Frank C. Graves of the Brattle Group and Dr. Seott Jones of FT1 Consulting,”

However, Mr. Blank’s calculation contains several computational errors that significantly effect
his results. Mr. Blank incorrectly computed the market prices developed by Mr. Graves and Dr. Jones
for purposes of the MRO revenue quantification by failing to remove the entirety of the transmission
component included in those prices. Mr. Blank failed to gross up the transmission component for line

o
logses,

OEG witness Lane Kollen revised Mr. Blank's calculations to correct this error (see Mr. Kollen’s
Exhibit__ (LK-3)). The effect of correcting this computational error is to reduce the ESP benefit
computed by Mr. Blank from $1,303.4 million to $1,242.2 million on a net present value basis.” Mr.
Blank subsequently filed Co. Ex. 1A snd 1B entitled “Allernative Attachment 1" and David M. Blank
Dircct Testimony Adjustment Corresponding to Alternative Aitachment 1, vespectively. In these
exhibits Mr. Blank essentially accepts Mr. Kollen’s comection of the computational error relating to Mr.
Blank’s failare to gross up the transmission component for line losses as well as two other errors pointed
out by Michael Schnitzer, a witness for Constellation New Energy. The errors or corrections discovered
by Mr. Schnitzer related to the failure of Company witnesses Jones and Graves to treat cangestion and

line losees associated with non-network transmission services equally as between the pricing of the ESP

versus the MRO. Company Exhibit 1A shows the consequence of correcting these errors is reduce the

" Direct Testimony of David Blank, Attachment 1,
* Direct Testimony of Lane Kollen p. 6.
® Bircet Testimony of Lane Kollen p, 7.
" Direct Testimony of Lane Kollen p. .
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Company's calculation of the benefits of the ESP aver the MRO down to $1,008.3 million. (See Ca. Ex.

1A, p. 1 of 4, last line under “Total Chio™; and TR Vol, V, p. 157).

b. The Hypothetical Market Prices Used By The Companies Do Not Reflect The

Recent Downturn riet Pric

The hypothetical market prices used by the Companies do not reflect the recent substantial
decline in market prices. Both Mr. Graves and Dr. Jones used the July 15, 2008 forward prices for the
energy component of their hypothetical market prices. The MISO and PIM West forward prices have
declined significantly since July 15, 2008. QEG has obtained the October 10, 2008 MISO and PIM
forward prices from NYMEX and used thesé prices to revise Mr. Graves' calculations. It is imperative
that the Commission yse the maost recent available market data when considering the proposed ESP. As
Attorney Examiner Price pointed out at hearing, and Dr. Jones apreed, the "dam* that is "closer in
time”... "o the Commission|'s] decision” on the ESP "is the better data."™ The market conditions that
influenced the prices in effect ont July 15, 2008 are a world away from the marke;t conditions that existed

on October 10, 2008 and today. The July 15th prices are largely irrelevant.

Using more recent forward prices to construct the wholesale market prices for the revenues under
the MRO option has a dramatic effect on the MRO versus ESP quantification. The ESP benefit
computed by Mr. Blank of $1,008.3 (as corrected in Ex. 1A} is completely wiped out. The new numbers
show that the MRO represents a $686 million benefit over the ESP on 4 net present value basis.’ The

ESP could be rejected on this basis alone.

8 TIL Val. 1 . 109, lines 11-16.
¥ Dircet Testimony of Lane Kollen, Exhibic__ (LKA),
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OEG presented the following Table which tracks the fall in wholesale generation prices since
this case was filed. Using the same methodology as the Companies’ witnesses, this Table shows that

since this ESP was submitted wholesale generation prices have fallen 24%. "

Tuble 4
Average of Cinergy Uub und PYM Wost Forward Prices

Manth July 15,2008 | Sepr. |9 2008 0, 2008
Jan-09 366,491,657 301,744,112 265,706,900
Feb-09 320780327 | 2658029421 233954477
Mur-0% 279,537,002 234,778,174 213,283 427
Apr-0? 282923800 [ 244407473  214.879.554
Jan-Apr Avg. 125,733,695 | 1,051,823.202 |  927.024.366
Capacity Cost Rat ($/mW/day) 69.17 av 17 69.17
Peak Load + Reserviss 13,327 13.327 13,327
Cupacity Cost (@ 120 Duys) $110,619431]  $110,619431]  $110,619,431
Toral Cost $1,362,353,125] $1,162.442,633] $1,038,54),797
MWH Sales 18,794,716 18,794,716 18,794,716
ymWh $72.40 36).83 $55.26

This Table is only updated thro‘ugﬁ October 10, 2008. Since then the market price for generation has
continued to remain well below the July 2008 levelg. Appendix A to this brief shows the average
Cinergy Hub day ahead prices over the last twelve months. The Cinergy Hub and FirstEnergy are both
in MISO. Appendix A shows that MISO LMP prices have averaged about $40/mWh for at least the last
three months. Not surprisingly, MISO prices directly correlate to MISO load. Rednced demand for

power means reduced market prices. (Appendix B). MISQO's 2008-2009 Winter Reliability Assessment

" Updat of Table 2, p. 14 of Ravon Direct Testimony 10 refleet Cinergy Eiub snd PIM Wt forward prices of October 10, 2008,
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concludes that a slowing economy combined with increased demand response programs will result in a
peak demand that is 3.72% lower than last year. The same report projects a MISO reserve margin for
the 2008-2009 winter of 33,366 MW, or 42% of the coincident net internal demand. (Appendix C).
Natura) gas pricing (which sets the LMP clearing price on-peak) tells the same story. Natural gas prices
peaked at about $15/mmBtu in July 2008, about the same time this ESP was filed. Today, NYMEX

natural gas futures for at least the next twelve months are in $6.5 — $7.0 rmige, (Appendix D).

These numbers show not just that eleciricity prices on July 15, 2008 were higher than on
September 19, 2008 and that prices were higher on September 19 than on October 10,2008 but that there
is a clear line reflecting an obvious trend to lower electric powey prices that is reinforced and explained

by the economic upheaval of current times.

In a very real sense, the Commission is not merely regulating the First Enerpy Companies, but
negotiating with FirstEnergy on behalf of millions of consumers. The dramatic fall in energy prices

since the ESP was filed cannot be ignored.

€ The Companjes’ Co ison O MR dE tiong Ineorrec cludes
A Retail Margin In The MRO Whalesale Supplier Market Prices.

The Companies have created a fundamental mismatch between the MRO and ESP options by
including a retail margin in the MRO wholesale supplier market prices. The Companies’ include all
wholesale peneration prices plus all retsil risk premiums expected to result from a reverse auction in its
MRO quantification. In contrast, its ESP analysis includes only the base wholesale generation prices
offered by FES ($75/MWH, $80/MWH, and $85/MWH for 2009, 2010, and 2011, respectively), with no

attempt to quantify the full wholesalc generation price ar the full retail risk premiums. When only part
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of the ESP costs are compared with afl the reverse auction MRO costs, it i8 no wonder that the

Companies® camparison shows that the ESP is more favorable in the aggregate than its MRO.

The additional ESP costs that are not included in the Companies® analysis are: 1) increases in
fuel transportation surcharges above a baseline; 2) costs associated with altemative enetgy/renewable
requirements beyond those specified in SB 221; 3) new taxes or anvironmental requirements which
exceed $50 million during the EST period; 4) increesed fuel expenses in 2011; 5) increased capacity
purchases required to meet FERC, NERC ar MISO reserve rnalrgin standards; and 6) the proposed
$10/MWH non-bypassable minimum default service charge for POLR risk. This $10/MWH POLR
charpe is a retail risk premium cost of the ESP aption, which alone could cost consumers up to §1.7

billion over three years."!

Removing the retail risk premiums from the revenues under the MRO option deepens the divide
between the MRO versus ESP analysis so that the MRO revenues are less than the ESP revenues hy
$2,417.8 million on a net present value basis, meaning that the MRO option represents significantly
lower cost to ratepayers than the Companies’ proposed ESP. Consequently, on a quantitative basis, the
ESP is not “more favorable In the aggregate” than the MRO and it fails the statutory test for

Commission approval without modification,

2. THE COMPANIES' ESP PROPOSAL CONTAINS COSTS THAT ARE NOT
“PRUDENTLY INCURRED” AND THEREFQRE SHOULD NOT BE ALLOWED.

RC §4928.143 provides for automatic recovery of “the cost of purchased power supplied under
the [ESP), including the cost of enorgy and capecity, and including purchased power acguired from an

alfiliate provided that such costs are prudenily incurred” (RC §4928.143(B)(2)}(a)) The prudence

'! Direct Testimony of Lane Kollen p. 12,
13 Direct Testimony of Lsne Kollen, Bxhibit_ (LK-104).
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standard necessarily encompasses the concept of purchasing power on a least cost basis. The
Companies have ignored this requirement. Nowhere in the Companies’ Application do they aftemnpt to
establish that the raquested costs are prudent. Additionally, on cross-examination by OEG, Company
witness David Biank stated that those proposing the FE ESP “haven't thought about the plan relative to
least cosis.*™ 1t appears from the Companies” Application and testimony that they believe they are
merely required to show that the propesed ESP is more favorable than the MRO option. Although, as
explained above, the Companies fail this requircment, they also fail the prudency test that they have not
addressed. OEG has identified several cost-items contained in the Companies’ proposed ESP that are

not “prudently incurred.”

2 The FES Price Does Not Reflect Prudently Incurred Power Prices And st Be
Lowered To Reflect Current Market Prices.

The Companies propose to purchase generation from its affiliate, FirstEnergy Solutions, Inc.,
through a no-bid sole-source contract.”’ As just discussed, the generation costs suggested by FES start
with numbets layered one after another on a foundation that is far higher than the real current bare bones
wholesale cost of power. Unless the FES offer price is lowered to reflect current market conditions, the
Commission should medify the ESP so that the wholesale price of power to the Companies congists of a

least-cost (prudent) portfolio of generation products.

Because none of the disteibution utilities own generation, they must purchase wholesale power
for non-shopping load under the ESP. Under an ESP, the distribution wutilities showld develop a least-
cost generation portfolio to meet the projected needs of their non-shopping load. This generation

porffolio would include a reasonable mix of fixed block wholesale contracts and spot purchase and sales

BTR val, V, pp, 25).
¥ Direct Testimony of Lane Kollen p. 14,
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contracts (to deal with load following, sales forecast variation, shopping migration, etc). The utilities

could develop this least cost portfolio ot they could hire an independent third party to do it for them."

The distribution utilities would absorb the POLR costs associated with refai]l cusiomer choice
and would be compensated for those POLR costs at rates regulated by the Commission. Under this
procurement approach, the Commission would have oversight on both the level and recovery of retail

rigk premivms (POLR) being charged to customers.

If retni) shopping terms and conditions are under the FUCO jurisdiction, the Commission has the
statutory authority to place limitations on custamer shopping through non-bypassable charges. RC
84928 13(BX2)(d). Ifit does this, then the Commission could reduce the ESP POLR cosis. Reducing
ESP POLR costs should benefit all non-shopping consumers. Also the Commission has the power to
provide that customery who contractually agree not to shop or who agree at the outset to shop and only

return to the ESP at market rates should not be subject to the POLR charge.

This benefit is potentially large. Company witness Dr. Jones explained how third parties who
bid on supplying non-shopping load must factor in many different types of retail risk. According to Dr.
Jones, when utilities out-source the responsibility and risk of POLR supply to third parties, the result is a
retail mark-up over the wholesale generation price of between 17% - 40%. Keep in mind that this retail
mark-up is over and above the FERC-regulated wholesale market generation pricos established through

the MISO or PYM locational marginsl price (LMP) process.'®

The Companies have not demonsirated that the purchased power expenses they will incur
pursuent to their ESP are prudent as required by §4928.143. The prudence standard raquires that the

utilitiea obtain their power 1o supply the POLR requirements at the least reasonable cost, not simply at

¥ Dirget Testimony of Lane Kollen p. 14,
1% Dircer Testimony of Stephen Baron p. 9,
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some discount to a fundamentally flawed and excessive hypothetical market price used to quantify the

MRO option.

The Companies fail the prudence standard. The proposed base generation rates are in excess of
wholesale FERC-regulated market prices and are not prudent on that basis alone. When the hasc
generation Tates are combined with the effects of the various genoration and POLR riders, the problem is

exacerbated,”’

b. The Acquisitinn Process Of Porchasing Power From An Affiliate Without Bids And

Without Th view Or Evep The Existen A Whaoles ower Conta

Between FES And The Affiliate Utility Is ¥mprodent.

The Companies’ base generation rates as well as all the riders are the result of self-dealing with
their FES affiliate and ére not the result of a properly conducted procurement process. The expected
costs of the riders are not in the record and thus, cannot be realistically assessed. The utilities have the
obligation to obtain their power at the least cost; they do not have the right to recover open-ended
purchased power expenses at rates that were not subject to arm’s length negotiations simply because the

wholesale supplier is an affiliate."?

Second, there are no contracts to review for the Comumission to assess whether the pricing and
other terms merit the proposed ESP generation rates and riders. The Companies have not provided or
made available a copy of the purchased power contracts between each Company and FES and were not
able to provide any substantive information concerning how the Companies derived the generation rates
that they propose to charge customners. At hearing, Companies witness Mr. Warvell claimed that he had

1o knowledge of “arny of the particular aspects of negotiation[s]” between the Companies and FES, '* or

" Direct Testimony of Lane Kallea p. 20,
¥ Direct Testimony of Lane Koilen p, 20,
TR vol. §, p. 21 lines 1 L.
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“any of the terms or conditions that are being considered by FES and [the Companies},”® Mr. Warvell
stated fhat the generation rates proposed by the Companies were the product of “a group of people
invalved in studying... where marker prices were at [and] certain auctions that it cleared, different
wholesale prices, risks Imvolved with those wholesale prices, and the determination of a basic
understanding of the Senate Bill 221 2! However, Mr. Warvell could not provide any further insight as
to how the proposed rates were derived, stating that he was not aware of any “minutes, documents™, or

»2  The Companies have not provided the Commission with any of the

“notes of the meetings.
information needed to evaluate the reasonableness of the Companies’ transactions with FES and the
generation prices that result. It is impossible for the Commission to judge their prudence.™

The Companies have simply presented the Commission with black-box generation prices that
they “negotiated” with an affiliate. They have not produced a single contract to evaluate or a single
substantive detail concerning how these prices were conceived, Yet they are asking the Commission to
take it on faith that the prices and terms of this $13.85 billion deal with FES are yeasonable and
prudent™ The Commission must not approve these generation prices without botter information.

Absent a submission by the Companies of a dramatically reduced generation price from FES
with full disclosure of contract terms, the Commission should direct the Companies to structure & least-
cost purchased power supply portfolio that minimizes their purchased power expense. Such a supply

portfolio would be similar in concept to the purchased pas portfolios of natural gas distribution utilitics.

These purchases should be made only at transparent and verifiable FERC-regulated wholesale market

2 TR Vol [, p. 21 linss 12-19,

2L TR Vol [, p. 26 lings 10-16.

= TR Vol. [ pp 26-27.

* Olircet Testimony of Lane Kollen p, 20,
TR Val 1, p. 172 (Warvell),
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rates so that the Commission can verify that they are prudent and reasonsble. The Companies should

retain and be cormpensated for their actual expenses incurred due to retail market risks.*

3. OEG’S RATE MITIGATION PLAN WOULD ENSURE THE AVAILABILITY OF
“REASONABLY PRICED ELECTRIC SERVICE® AND “FACILITATE THE STATE'S
EFFECTIVENESS IN THE GLOBAL ECONOMY”

The Companies have proposed a number of so-called “rate mitigation™ riders that are designed to
facilitate a reasonable transition from the curreat RSP rates to the proposed rates that would otherwise
prevail under their respective ESP*s, For example, Mr. Hussing testifies at page 5, line 9 of his testimony

that:

“The transition from historic rate levels and structures to proposed rates must be
accomplished through o reasoned and grodual approach in order to accomplisk the
objective of mitigating customer impacts. Incorporating the concept of gradualism is a
usefil tool in managing overall customer impacts resulting from rate design objectives.

Although the Companies’ stated objectives ave certainly reasonable, the Companies’ proposed rate
increases under the ESP shows that the ofilities have not come close to incorporating gradualism into their
rate proposals and have failed to adequately mitigate the increases to large industrial customers, the class

which will be most dramatically affected by the ESP increases.

The Table below summarizes the percentage rate increases by rate class for each Company in 2009,

compared to 2008 rate levels™® This Table includes the deferrals requested by the Companies.

= Direct Testimony of Lane Kollen p. 21,
™ Direct Testimony of Stephen Sgron p. 18.
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Companies' Proposed Rate Increases
Including Effect Of Proposed Deferrals
2008 / 2008 Percentage Increases
RATE
CODE (8]} CE TE
RS 2.38% 6.17% 5.73%
GS 2.55% 4.77% -6.92%
GP 533% 2.23% -10.27%
GSU 8.69% 1.74% -14.88%
GT 19.63% 13.50% 33.83%
TOTAL
COMPANY 5.23% 4.62% 6.96%

Rate GT is the transmission voltage rate used to serve large industrial customers. The proposed ESP
increases for large industry ave many multiples of the average retafl increases for the Companies.”’ In the
case of Toledo Edison, the Company is proposing to increase the GT industrial rate by 33.8%, compared to
an average retail increase of 6.96%. At the same time, Toledo Edison is proposing significant rate
“reductions for the commercial customer classes, The GT industrial rate increase is nearly 5 times as large as
the average increase. This cannot possibly be consistent with the cancept of gradualism supported by Mr.

Hussing.™ However, these rates reflect the full extent of the Companies’ proposed mitigation assistance,

The Companies’ proposed rates are not consistent with Ohio state policy, as required in Ohio RC
§4926.02. RC §4928.02(A) and (N) provide clear puidance to the Commission in evaluating the

Companies’ ESP. These policy objectives are to:

(4} Ensure the aqvailability to consumers of adequate, reliable, safe, cfficient,
nondiscriminatory, and reasonably priced retail electric service; [and]

(N} Facilitate the stare’s effectiveness in the global economy.”

%" Non-standand aritfs such ay Sieet Lighting, e, are excluded from this Tuble.
* Direet Testimany of Stephen Baron p. 17.

L
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Increases for the Companies® largest industrial manufacturing finms in the range of 25% to 34%,
compared to retail average increases in the 5% ranpe and commercial class rate reductions, do not comport
with, Ohio state policy requiring reasonably priced electtic service and clearly do not “facilitate the state’s

effectiveness in the global economy.” A more substantial and reasonable mitigation plan is required.

While reasonably priced glectric power will not save Ohio’s manufacturing sector by itself, it will
help enormously, From January 2000 to the first quarter of 2008, Ohio’s goods-producing industries
(manufacturing, construction, natural resources, and mining) lost 23.3% of their employment. In the last
eight months this rate of decline has accelerated. From January 2008 to August 2008, Ohio's
unemployment rate increased by 34.5% (from 5.5% to 7.4%). This is 115,888 additional unemployed
workers. Heavy manufacturing is concentrated in the Companies’ service territories.  According to the
Ohio Drepartment of Development, in 2007 Ohio had 201 large manofacturing plants. Of this total, 161 are

focated in countiss served by the Companies.®’

Keep in mind that the above numbers predate the stast of the recent economic downturn which is
already being felt by Ohio industrial customers. The shipping and package delivery company, DHL
recently announced that it would cut almost 7,000 jobs in Wilmingion, Ohio, more than half of the small
town's population.”® Tn FirstEnergy’s service territory alone there ars hundreds of bysinesses that are

31 This is not the time to raise

threatened by the potential bankrupticy of the Big Three automakers.
clectric rates on the industrial customers that provide hundreds of thousands of high-paying jobs to

Ohioans and serve as the backbone of our economy.

* Direct Testimony of Stephen Baron p. 19,
M public Rudio Internatienal; DML shuts down in Ohig (November 12, 2008)

3 Cievclund Plain Dealer: Aytn industry roubles leyve UAW workers and supptlers strugeling apd worrying ghout bailout: by Frank
Bontayou 2nd Robert Schoenberger (Nevember 13, 200%)
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The Commission can improve the proposed rate mitigation plan to more reasonably apply the
concepts of gradualism to the ESP rates in order to promote state policies, especially economic

development. In & number of prior cases, the PUCO has cited the regulatory concept of gradualism in

allocating increases to rate classes

OBG recommends that ander a long-tetm plan the approved ESP revenue increases for non-

shopping customers be atlocated to refail rate schedules using the following three principles:”

L. Residential rates should reflect the incresses suggested by the Companies (if the
filed ESP rates are adopted) and not be charged any costs associated with rate
mitigation under this plan. If altemative wholesale generation rates are approved,
then residential rates should be adjusted accordingly to recover the residential class
share of costs, without any additional mitigatien charges produced under this plan.

2. No rate schedule should receive an increase greater than *2 Times™ the retail average
increase.

3. No rate schedule should receive a rate decrease if other schedules get an increase.

The Table below presents the tesults of the OFG Rate Mitigation Plan as applied to the FES offer.™
This Table is for illustrative purposes only, as OEG believes that the FES generation supply proposal is not

rcasonable and should be rejected. This Table summarizes the 2009 (versus 2008) increases for cach rate

schedule under the FES offer.
# e Toledn Hglison Compuny, 168 P.ULR.4th 193, 1996 WL (90802, Case No, 94-1964-E1.-CSS (19%): Re Colymbia Ohio, Ine,
113 P.ULR.Ath 1, 1990 WL 488733 (Chio PULC.), Case No. 89-616-CGA-AIR ¢ al. {1990); Re Cincingati Gas and Flestric Commnany, 42

P.U.R.4h 252, Casc Nos, 80.260-EL-AIR, 80-429-EL-ATA (1981).
3* Dircet Testimony of Stephen Baran p. 20.
H Pirect Testimony of Stephen Baron, Barpn Exhibit (S)B-2),
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RATE
CODE

RS
GS
GP
Gsu
GT
POL
STL
TRF
CONTRACTS

TOTAL

OEG Mitigated Prnposed Rate Increases
Incinding Effect of Proposed Deferrals

2009 / 2008 Percentage Increases
[6)2) cc TE
2.38% 6.17% 3.73%
5.31% 4.61% 4.74%
8.18% 2.09% 0.96%
10.47% 1.60% 0.00%
10.47% 0.24% 13.93%
5.23% 0.24% 13.93%
10.47% 9.24% 13.77%
10.47% 9.24% 0.00%
0.00%
5.23% 4,62% §.96%

COMPANY

27

The mitigation should be accomplished via the charges and credits in the Companies’ proposed |

Economic Development Rider (“EDR™). As stated in the Direct Testimony of Company witness Hussing at

page 8, line 17, “[Tlhe purpose of the Economic Development Rider is io promote gradualism and mitigate

overall bill impacts to customers through a series of credits and charges. ..it is better ta proactively address

disproportionate rate impaets typically felt by those custamers previously served on tariffs below average

rates in order to promote economic stability.* The OEG Mitigation Plan is consistent with this objective

and OEG recommends that each Company's EDR be modified to incorporate the provisions of the OEG

plan. In addition to the fact that the rationale for the OEG Rate Mitigation plan is to facilitate Ohio state

policy, amounts charged to each rate schedule via the EDR should be non-bypassable, which will facilitate

% Hutsing Direct t page 9, line 2.
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the implementation of the mitigation plan and ensure that any revenuc shortfalls are fully recovered by the

Companies.”®

OEG’s plan moderates the full effect of wholesale cost increascs to the industrial class by increasing
the non-bypassable EDR charge on non-vesidential customers (primarily commencial customers). Industrial
customers will have an incentive to remain on standard offer service. This will reduce POLR risks to the
utilities. This will benefit all non-shopping customers by minfmizing the retail risk premium that must be
added to the wholesgle generation price. Our proposal is revenue neufral to the Companies and has no

effect on residential customers.

In the alternative, OEG believes that the rate spread recommendation of Nucor witness Denmis
Goins for long-term ESP costs is also reasonable.’” This proposal by Nucor is consistent with OBG's

Rate Mitigation Plan.

If a new long-term supply arrangement with FES is not established before the end of 2008, then
the Companies will have to purchase generation for non-shopping consumers through the MISO LMP
market. [f that procurement strategy is required, then the raic allocation method described in OEG’s

Qctober 30, 2008 Short-Term ESP brief should be adopted.

% Divect Testimony of Stephen Baron p, 23.

Mr. Gains' proposal is brsed on the Companies” “slice of the systemy™” proposul in the 2007 CBP case. Tn that case, the Companies proposed &
pricing mechaniam that reflecred the Commission's wditional recognidon of the lawer average cost of generation and wansmiysion 1o serve
higher load factor classes. My, Goins recommands ¢hat the Commixsion require the Companies to use this approach ko set its cless-specific ESP
feneration rates that can then bo udjusted m reflsst TOU and voltage differentials, Mr. Goins points aut, end QEG agrees, that since the
Companies recommended this approach in 2007, the Companies canne now sredibly argue that this approach is inreasonnhle for setting class-
specific ESP generation rates, M. Gaing explaing: /r its 2007 CBP case. FirvstEnergy developed elass allocation Jactors (CAFs) to convert the
biended compettiive bid price (o an SSO e for eack lnad clags, The CAFs were based an the ratic of sack load class’ hinerical avernge S5O
Leneration and ransmission rate to the hixorieal average SSO rates for all classes, The CAFy by load class ave shown in Table 2 balow, These
CAFs should be the first adhuviment o [MrstEnergy's proposed uniform ESP genaration rate (8735 per MW8 In 2609}, followed by the TOU and
voltage adfusmments. If CAFs for additional tlassas are necessary, then FirstEnergy should be required 1o develop them congsisteny with the
approach it weed in 2007,"

Mr. Coing proposed tlase allocation factors are taken direcily from the Companics’ proposal in the CBP case. They are: RS~1.000;
(8=1.252; GP=0.900; G8U=0,800; GT=0.769 {Sowrce: FirstEnergy 2007 CBI filing, Exhiblt C2). The method is easy to implement, For
expmple, assume that the Companics’ unilorm gencration rate is $0.075 per kWh in 2009. For residential customers, the CAF-adjusted
genewation rute would be 30,075 per kWh {1.000 timea $0.075 per kWhj. Similaly, for GT ranamisslon cystomers, the CAF-adjusted
generation rate would bo $0.0577 per kWh {0.769 times $0.075 per kWh). Alt CAF-udjusted rates would then be further adjusted using the
TOU weights nned voliage differentials devsloped by FirstEnergy. (Dirget Testdmony of Dennds Goins pp. 13-15)

13
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The OEG Rate Mitigation Plan will produce statewide economic benefits by lowering industrial
power rates. The rate increases associated with the proposed EST would be particularly problematic for
large industrial customers who must compete nationally and intemationally for the sale of their products.

It is less of a problem for business customers who compete locally.

For local competition, all costomers pay the same electric rate and any subsidies built into thase
rates are competitively neuiral. For example, Burger King and Wendy's compete with each other in the
same neighborhood. As long as both pay the same electric rates neither is competitively disadvantaged.
These businesses go where the people are. If a Burger King outlet closes there is a McDonalds waiting
to take its place and there is no net job loss. Their success or failure ig not affected by the price of
sleciricity,

This is absolutely not the case for industrial manufacturers. Their products are sotd nationally
and internationally and their competitors are both domestic and foreign. When an auto manufacturing or
steel plant closes, those jobs are likely gone forever. The market share that was served by the closed -
auto or steel plant is then absorbed by a manufacturer in another state or more likely another country.
Unlike coramercial customers, industrial customers in Ohio face national and international competition.
Therefore, growing and maintaining industrial operations through reasongble electric rates is essential to

achieve 8B 221°s policy poal to ‘Jacilitate the state s effectiveness in the global economy. :

38 Dirvel Testimony of Siephen Baron p, 24.
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4, THE COMMISSION SHOULD MAKE THE COMPANIES’ $10/MWH MINIMUM
DEFAULT SERVICE CHARGE (*MDS”) BYPASSABLE FOR SHOPPING
CUSTOMERS THAT AGREE TO NOT TAKE SERVICE UNDER THE ESP DURING
ITS THREE-YEAR TERM AND FOR CUSTOMERS WHO AGREE NOT TO SHOP
DURING THRE ESP,

As desaribed by Companies’ witness Kevin Warvell on page 8 of his Direct Testimony, the
Caxhpanics have incorporated a 1 cent per kWh (§14/mWh;} charge in the bhase peneration rates of cach
Company to provide compensation to the Companies due to their obligations to provide POLR scrvice to
customers who may switch to an alternative supplier during the term of the ESP. In particular, if the
Companies procure generation for ESP load and a portion of this load elects to shop during the ESP
(presumably due to lower market prices), the Companies would face excess capacity for which they would
receive insufficient revenmes. Alternatively, if more customers take POLR service than expected due to
higher market prices, the Companies would be required to make market purchases ar higher prices. To

mitigate this market risk, according to Mr. Warvell, the Companies must purchase hedpes.”®

While the Companies have never submitted evidence or calculations justifying the amount of the
charge and OEG questions its magnitude, it concedes that conceptually a POLR. charge of some amount
may be warranted. However, this POLR charge should be bypassable for E3P customers who either; a)
agree o forego their right to shop during the three-year term of the ESP; or b) agree to not take service
wnder the ESP and, in the event of a retum to POLR service, agree to waive their right to take service under

the ESP and accept market-based rates.

30

According to Mr. Warvell’s testimony, the Companies have determined that $10/mWh of the

overall generation rate is associated with compensating the distribution utilities for shopping risk, i a
customer, by election, agrees to either remain an ESP customer for the entire three-year plan term, or agrees

to not take the BSP POLR generation rate duaring the three-year plan becawse the customer elects to shop

* Direct Testimany of Stephien Baron p, 25.
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and further aprees to take market priced service in the event of a return to POLR service, the Companies
would not incur any of the risks identified by Mr. Warvell in support of the $10/mWh minimum default
service charge. At hearing Company witness Dr. Jones agreed with OEG Counsel that if a customer waives
its right to shop for the remainder of the ESP term “fhere aren 't any shopping risks”™ Therefore, these
customers should not be charged the $10/mWh. For customers agreeing to vemain ESP customers for the
entire three-year ESP term, the peneration rate (Rider GENj) should be reduced by $§10/mWh. For
customers that shop and egree not to take the ESP POLR rate if they reram to POLR service during the
threc-year period, the Companies’ proposed Rider MDS should be waived."! This recommendation would

apply regardless of the fina) stncture of the Commission-approved ESP plan for the Companies.

5. THE TEEMS OF THE ECONOMIC LOAD RESPONSE RIDER (*ELR*) NEED TO BE
MODIFIED .

The ELR rider offers existing standard tariff - intemuptible and spacial contract -- interruptible
customers an option to receive additional interruptible credits if these customers agree to an unlimited
nunber of economic interruptions. These economic interruptions would be trigzercd when the market price
of power exceeds the ESP generation rate. At this point, customers would be permitted to buy-through the
interruption at market prices. Effectively, if a customer elects the ELR rider, the customer would pay
market-based rates when market priccs exceed the ESP generation rate and otherwise pay the ESP
generation rate.”” While OEG supports the ELR rider and its poals of rate mitigation, the terms of the rider
are not reasonable and would Likely result in customers foregoing the rider, thus preventing potential
benefits to these customers and to the Companies’ firm customers from being achieved. OEG recommends

several changes to the proposed ELR rider.

TR vol. IIT, p. 121 lines 12-24.
": Direet Vestimany of Stephen Baran pp. 26427,
2 Dirccr Teutimony of Stephen Baran p, 28,
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First, the Companies’ July 2007 Application to Establish a Competitive Bidding Process (“CBF”,
Case No. 07-796-EL-ATA), contained a proposa) similar to the ELR rider, yet onc with more reasonable
terms.®® The Companies’ 2007 CBP Economic Load Response Program (“LRP") was different from the
ELR in two very imiportant ways. The first difference is that economic internzptions would only be called
in the event that the day-ahead locational marginal price ("LMP"} exceeded 125% of the competitive bid
price. This is in contrast to the Companies’ ELR proposal which initiates an economic interruption in the
event that the day-shead LMP exceeds the ESP peneration rate (GEN rider and GPI rider).* The second
jmportant difference is that the 2007 proposal limited the number of hours a customer could ba interrapted
in a given year. The current ELR proposal has no limitation on the maximvm annual hours of economic
interruption. For large industrial manufucturing customers it is important that a reasonable limitation be
imposed on the Companies’ ability to interrupt service. The ESP ELR proposal, with no limitation

(effectively B,760 hours limitation), is so risky for customers that it creatcs a barier to participation.®

QOEG recommends that the two terms discussed above be adopted for the ELR. These two

madifications to the ELR are:

1. Economic interruptions will be invoked when the day-ashead LMP exceeds 125% of the ESP
generation rate for three consecutive hours

2. Economic interruptions are limited to 250 hours annually.

The next modification to the proposed BLR rider refates to the proposed basic $1.95 per kW month
interruptible credit to reflect the value of avoided capacity. The reasonableness of this proposal is
undermined by Company witness Dr. Jones, who testified that the appropriate capacity cost for the

Companies is $2.20 per kKW month.*® This cost, when adjustad by a 13.5% factor (as used hy Dr. Jones in

4" Direct Testimony of Stephen Baron p. 28.
* Direct Testimony of Staphen Baron p. 29,
*# Direct Testimony of Stephen Baron p, 29,
% Direct Testimony of Dr, Jones p. 13.
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his Exhibit 4) equates to a $2.50 per kW month interruptible credit. T However, Dr. Jones’ testimony also
understates the value of avoided capacity. OEG believes that the proposal of Nucor witness Dennis Goins
with respect to the value of avoided capacity is the most reasonable. Mr. Goins recommended basing the
emergency interruptible credit on the Department of Energy's vecent avoided cost estimate of 8735 per kW-
year subject to an adjustment to reflect the fact the cost of new peaking generation has increased
substantially in recent years. (The DOE report ralies on 2 2004 estimate), and despite potential transmission
benefits, the DOE estimate does not include any avoided cost of transmission. Given these factors, Mr.
Goins recornmends that the emergency interruptible credit should be set around $91 per kW-year or $7.50

per kW-month.® OEG agrees.

The third modification to the proposed ELR rider relates to the Companies’ proposed
methodology to determine the amount of interruptible load each month that will receive an interruptible
credit. The Companies have proposed to caleulate the monthly interruptible credit on the basis of
Realizable Curtailable Load (*RCL™), which is determined annuaily by the difference between a
customer’s irm load and its average hourly demand (*AHD") dwring the hours of noon te 6:00 pm
during the months of June through August. Effectively, the RCL on which customers will receive
interruptible credits is limited to a customer’s gverage on-peak load {less firm lalad), rather than a
customer’s on-peak load (less firm load). Notwithstanding this caleulation, customers are required to
curtail down to their finn load during any hour required by the Companies, if they requést either an
emergency or economic interruption. To the extent that a customer has a peak load in the on-peak
period that exceeds the customer’s AHD (average on-peak load), the Companies are not providing

campensation for this interruptible toad.

‘7 Direct Testimony ot Stephen Basan p. 30,
1 DlI'ECT Testimony of Dennis Guing pp. 24-25,
* Direct Testimony of Stephen Buron pp. 30-31.
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The RCL should instead be computed based on the difference between a customer’s on-peak.
load (used for billing purposes) and its firm load. From a plaoning standpoint, a utility would be
required to provide capacity sufficient to meet its firm load requirements. To the extent that an
interruptible customer has an on-peak load that is subject to curtailment down to a firm load level, the

custommer should veceive credit for the full amount of its load that is subject to curtaitment.™

Finally, the Companies are proposing a Capacit& Cost Adjustment Rider (*CCA™) to recover the
costs of additiona! required reserves during the months of May through September, in the event that the
FES capacity available o the Companies is insufficient to provide such reserves. The costs associated with
such purchases are to be recovered from POLR customers via a bypassable charge. Though OEG does not
oppose the proposed rider as it would apply to firm POLR load, it is inappropriate to charge this capacity
rider to interruptible load. The requirement to obtain sufficient annual planning resarves is an obligation of
the Companies based on their fim load, not their interruptible load. As a result, it would be inappropriate
to apply this chatpe to interruptible load, for which the Companies do not need to obtain planning reserves.
In particular, pursuant to the FERC’s Order on the MISO Resource Adequacy Proposal (Order in FERC
Docket No. ER08-394-000, issued March 26, 2008), planning reserve requirements for MISO members will
be based on Load Serving Entity peak loads, excluding “Load Modifying Resources.” Interruptible Joad
represents one of the designated Load Modifying Resources. The Companies will not be required to obtain
planning reserves for interruptible load and therefore should not charge the CCA rider to interruptible

chstomers.”!

* Direct Testimany of Stephen Baron p. 31.
5" Direct Testimony of Stephen Baron p. 32.
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6. ENFORCEMENT OF THE SIGNIFICANTLY EXCESSIVE EARNINGS TEST.

The vigorous enforcement of the significantly excessive earnings test is another tool for the
Commission to use to protect consumers and incentivize FirstEnergy to cooperate in wholesale
generation pricing.

If an ESP is approved, the Commission is required to review the BESP after one year and
determine if the adjustments resulted in “excessive earnings™ as measured by whether “the earned return
on common equity of the electric distribution wtility is significantly in excess of the return on common
equity that was carned during the same period by publicly maded companies, including utilities, that
face comparable business and financial risk, with such adjustments for capital structure as may be
approprigte.” (RC §4928.143(F)) If the Commission finds that the ESP adjustments did resolt in
significantly excessive eamings, “it shall require the electric distribution urility to return lo cansumers

the amount of the excess by prospective adjustments.” (1d.)

The Commission needs to address the methodology for this test in this proceeding. It cannot
wait wntil 2010, Under Generally Accepted Accounting Principles (“GAAP”), the vtilities are required
to rcooghize & regulatory liability for any refunds that arise each year and that will be refunded to

ratepayers prospectively in the following year.

First, the Commission must deterrnine the methadology it will use to computs the rate of tetum
on common equity threshold over which the Companies will be deemed to have significantly excessive

earnings.

Second, the Commission must determine the methodology it will use to compute the utility’s
actual earned retm on common equity for each review year. This step is necessary so that the actual

eamings can be compared to the threshold established in the first step.




NOV-21-2008 FRI 03:54 PH BOEEM KURTZ & LOWRY FAX NO. 5134212764 P. 38

Third, if the Company’s actual earnings ave in excess of the threshold, then the difference,
grossed-up for taxes on a revenue requirement basis, should be refunded to ratepayers in accordance

with the tequirements of the statute.”
A e ination Of The Sigrificantly Excessive Earnings Threshol

The testimony of OEG witness Charles King sets forth & method for determining the
significantly cxcessive earmings threshold.” Mr. King 1) identified & peer group of comparable utilitics
and non-utility businesses; 2) adjusted the eamed retums of each group to match the risks faced by the
three FirstEnergy companies operating in Ohio; 3) averaged the utility and non-utility returns o derive a
base line earned level of return; and 4) applied an adder that describes the margin over this base line
equity return that should be allowed before the eomings are considered significantly excessive. These

steps are discussed in greater detail below.

First, Mr. King identified utilities and non-utilities that are comparable to the FirstEnergy
companies. Value Line's Datafile contains the names of all 62 U.S. publicly traded companies that
Value Line classifies as electric utilities.® In order to focus on heavily regulated companies, all
companies that derived more than ‘20 percent of their revenue from umregulated operations were
excluded from the comparisan group. This critetion reduced the total number of companies to 36, The
averape of the eamed returns on equity for the 36 heavily regulated clectric utilities in 2007 was 10.09

percent.’

The group of non-utility companies was compiled from a list of 5,688 companies found in the

Value Line Datafile. This list was narrowed down by eliminating electric, gas and water utilities,

52 (rireet Testimony of Lane Kollen p. 24,

* See Pirect Testimony of Charles King pp. 4-10.

:!‘ See Direct Testimony of Charles King, Exhibit No,__(CWXK-1)
Dircet Testimony of Charles King, Schadule 2.
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companies that have a ratio of pross plant to revenue that are not similar to the FirstEnergy compenies,
smal] companies which would have higher return requirements than utilities, all companics with gross
plant less than $1 billion, and any companies for which Value Line had not calculated a beta. The final

list came to 219 companies.™

The average retum on year-end 2007 equity of the non-utility companies was 14.14 perceut.”
However, these returns on equity cannot be considered comparable to the three FirstEnergy Companies
because these non-utility companies are far riskier. The second step in Mr. King's methodology is to

adjust the earned returns of each group to match the risks faced by the three FirstEnergy Companies,

For this purpose, Mr. King used the “beta™ measure as generated by Value Line. Beta is a
measure of the co-variance of each stock with that of the overall stock market. The overall stock
market’s beta iz 1.00. To the extent that beta is preater than 1.00, the stock displays greater volatility
and higher risk than the market. Betas less than 1.00 indicétc less volatility and lower risk. The beta
reflects all forms of risk, so it is the one comprehensive measure of risk that is available for most traded

stocks. 3

The averape beta for the comparable non-utility companies is 1.08, reflecting the fact that these
companies are, on averape, more risky than the average for the market.” In contrast the average beta of
the electric utility comparison group is 0.91, indicating a lower level of risk than the non-utility group.®
The average retutn for the 219 non-utility companies needs to be adjusted in order to reflect the much
lower risk associated with utility distribution service. While there are many measures of fhe risk

premium, there seems to be a consensus that measured over very long periods of time the risk premium

** Dizect Testimony of Charles King Schedule 4 of Exhibit No.__(CWK-1).

5" Direct Testimony of Charles King, Schedule 2,

¥ Diroct Testimony of Charies King p, 7.

* Dircet Testimony of Charles King, Schedulo 4 of Exhibit No.__(CWK-1).

8 Direct Testimony of Charles King, Column E of Schedule 3 of Exhibit No,_ (CWK-1)
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has averaged about seven percent. M. King applied the difference between the 1.09 beta of the non.
utility group and the 0.91 beta of the vtility group, which is 0.17, to the seven percentage point risk
premium (o derive an adjustment of 115 basis points, or 1.15 percent. A reduction of 1.15 percent to the

average non-utility earned raturn of 14.14 percent yields a risk-adjusted return of 12.96 percent.®*

The third step of Mt. King's methodology is to average the utility and non-wtility returns in order
to derive a base line earned level of return. This step is necessary in order to account for the financial
risk differences among the three FirstEnergy Companies. They have surprisingly different equity
proportions, with TE having very canservative 61.5 percent equity, QF slightly mare risky with 59.1

percent equity, and CEI the most risky with only 49.0 percent equity. 62

Mr. King adjusted both the utility and non-piility equity returns 1o recognize these differences in

financial risk resulting from different capital structures.” They are:

* Toledo Edison 10.27%
*  Ohio Edison 10.57%
" Cleveland Electric Hluminating 11.78%

The final atep in Mr. King's methodology is to apply an adder that describes the margin over this
base line equity return that should be allowed hefore the earnings are considered significantly excessive.
Here, it is necessary for the Commission o exercise its own judgment because there is no objective,
penerally accepted measure of a “significantly excessive return,” OEG recommends the use of the

adders that the FERC awards to encourage investment by utilities in major innovative transmission lines.

FERC provides a 50 basis point adder for participation in Regional Transmission Organizations and
another adder of up to 150 basis points as an incentive for investment. FERC apparently belicves that

that this 200 basis point adder provides such a high return that it is sufficient to encourage risky

“! Direct Testimony of Charles King, pp. 7-8.
“ Ditoct Testimony of Charles King, p. 8,
* Direet Testimony of Charies King Seheduie 6 of Bxhiblt No.__(CWKe1),
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investments in transmission lines that mmst traverse difficult terrain and encounter siting resistance.
Anything more than this healthy 200 basis point adder would be significantly excessive.™

If we add 200 basis points ta the base line returns on year-end equity, the thresholds of

significantly excessive earnings are:>

= Toledo Edison 12.27%
= (Ohio Edison 12.57%
*  Cleveland Electric Nluminating  13.78%

These threshold numbers are merely illustrative of the results that are derived from the
methodology that OEG recommends. The first application of the significantly excessive earnings test
will be in 2010 and based on earned returns in 2009. It is almost certain that 2009 earnings will be
negatively affected by the current recession, which will lower the significantly excessive earnings

threshold.

b. Calculation of the Utility’s Actnal Earnings.

The Commission should compute the actual ¢arned return on common equity for each annual
period using the per books actual accounting earnings on common equity and the utility’s year-end
actual common equity balance, with limited ratemaking adjustments. The authorized ratemaking

adjustments should be specified by the Commission in this proceeding and should be modified only

# OEG has not adopted the statisticn] confidence levels that the utilities’ withesses have recommended beuse the wse of staristical
canfidence tanges would limit any finding of exeesaive camings to co few obmavations that the rest would hecoma a cipher, A 95 percent
confidence interviel would mean that only 3,5 percent of all observarions in the samplc company groups would be deemed] to have cxeessive
emings. A 90 percent confidence intcrvy) would incrsase that proportion to tive percent. These intervals virually ensuee that no Ohio
ity would ever be found 1o heve experisnced significanily excegsive vumings.

% Direct Testimony of Charley King, p. 9.
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prospectively upon consideration of 4 request from the utility or other party to add or remove such
adjustments.*

The list can be ns extensive or limited as the Commission believes is necessary to ensure that
rates are reasonable. At a minimum, the ratemaking zdjustments should be consistent with the
requiremnents and limitations on cost-based recoveries specified in §4928.143(B)(2). For example, only
prudent fuel and purchased power expenses should be included. Also, at & minimum, the ratemaking
adjustments that are reflected should be consistent with other Commission orders wherein there were
specific disallowances of or directions relating to rate base, expense or rate of return amounts or

ccmponents.m

The Commission also should include all revenues from off-system sales in the computation of
carnings, just as it should include all prudent purchased power expenses. This is essentinl, even for the
utilities in this proceeding, because revenues from surplus sales or derivative gains should be used to

affset the prudent purchased power expenses and derivative losses that are incurred.

In addition, the Commission should remove the effects of any refunds in one year based on the
significantly excessive eamings test for the pior year so that the refund is computed on a discrete anmal

basis for the prior year and does not influence the actual earnings for another year.

"The statute requires an annual application of the significantly excessive eamings test. It does not
allow averaging over a multi~year period or over multiple entities. The statute requires the application

of the test “following the end af each armual period of the plan.” Also, the threshold for significantly

€ Direot Testimony of Lane Kollen p, 23,
47 Direct Testimany of Lane Kollen p. 25,
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excessive eamings must be determined each year because the underlying data necessarily will change

each year, including the group of companies that will be considered comparable and their earnings.5

The eamings of each utility must be calevlated separately. “/n making its determination of
significantly excessive earnings under this division, the commission shall not consider, directly ar

indirectly, the revenue, expense, or earnings of any afftliate of parent company.” RC §4928.143(F).

Finally, the Commission should require the ufilities to exclude the offects of fines and penalties,
one-time writeoffs, costs and acquisition premiums related to mergers and acquisitions, and effects of
mark-to-market accounting for derivative gains and losses.

In 2007, TE camned 18.8%, CEI sarmed 18.55% and OF eamed 12.51% on a per books basis,
assuming no ratemaking adiustments. Both TE and CEI would be over the significantly excessive

gamnings threshold for 2007 if the threshold is compurted in the manner proposed by Mr. King and if it

had been applicable for 2007.%

A 1% return on common equity is equivalent to approximately $8 million in increased revenues
for TE, $27 million for OE and $26 million for CEL Stated another way, if the Commission found that

the utilities had excess sarnings by 1%, then these are the amounts of refunds that would be raquired.m

e Refands of Excessive Earnings.

The statutory test suggests a limitation on the potential refunds by linking the excess earnings to

the “adjustments™ pursuant to any ESP. Subject to a correct understanding of the purpose of the test and

*% Dircet Testimony of Lans Kollen pp, 33-34.
5 Dircet Testimony of Lane Kollen, Exhibit_ (LK=!3),

™ Direet Testimony of Lane Kollen pp. 34-35.
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the definition and application of the term “adjustments,” the statote appears to limit potential refunds to

the amount of the ESP increases recovered during the year subject to review. RC §4928.143(F) states:

“With regard to the provisions that are included in an electric securily pian under this
section, the commission shall consider, following the end of each annual period of the
plan, if any such adiustments resulted in excessive carnings as measured by whether the
earned retun on comman equity of the electric distribution wtility is significantly in
excess of the return on common equity that was earned during the same period by
publicly (raded companies, including wilities, that face comparable business and
fimancial risk, with such adjustments for capital structure as may be appropriate.”

The total ESP rate increases or adjustments in any teview vear should be computed by
multiplying the ESP riders by the actual billing determinants for the year. This yields the total ESP
revenues in the review year, This annual dollar emount is the maximum amount of the utility’s refund

obligation during any review year of the ESP,”'

Anather interpretation would be to assume that the term “adjustments” refers both to ESP rate
riders and to the specific incremental costs that justified the riders. Undeér this interpretation, the ESP
rate increases and the incremental costs necessarily net to zero. There would be no effect on earnings
and an ESP adjustment could never result in significantly excessive eamings. The Commission should
reject this interpretation as inconsistent with the plain language of the statue and dismiss this
interpretation under the long-heid mle of statutory construction that provides that courts must constrye
the applicable statute in order to aveid unreasonable or absurd results. See, o.g., State ex rel. Leslie v.

Ohtg Hous. Fin. Agency, 105 Ohio St.3d 261 (2005); State ex rel. Gaydosh v, Twinsburg, 93 Ohio St.3d
576 (2001).

If the utilities® potential interpretation is adopted, there never could be any sigmificantly

excessive earnings. Their definition of the term “adjustments™ to mean both ESP rate increases and the

7' Direct Testimany of Lane Kolen p. 31
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costs used to justify the increases would preclude any net effect on camings. If this pqtential
interpretation is adopted, the earnings test is vitiated and meaningless and there would be no meaningful
ratepayer protection against excessive rate increnses. Obviously the Legislature would not have included
the significanily excessive earnings test in SB 221 if they intended it to be meaningless and offer no

protection to consumers.

If a refind is ordered, a gross-up for income taxes is necessary because the earnings are stated on
an after tax basis, not on a hefore tax revenue basis, Such a gross-up for income taxes is similar to the
historic use by the Commission of a gross revenue conversion factor to convert operating income
deficiencies or surpluses into revenue deficiencies or surpluses. The objective is to determine the
amount of revenue over-collections in the prior year that resulted in the significantly excessive earnings

so that an equivalent amount can be refunded to ratepayers.”

7. THE COMPANIES’ RECOMMENDED INTERPRETATION OF THE EXCESSIVE
EARNINGS TEST IS INAPFROPRIATE.

The Companies’ characterization of the excessive earnings test would dull jt to the point that the
test would cease to provide any protection to Ohio consumers. Company witness Mr. Vilbert states that
the purpose of the test is “to identify significantly excessive, windfali profits” and that all “extraordinary
or nonrecurring items, or [profits that] are otherwise non-representative of the utility’s operations’™
should be excluded from the computation of sarnings for the purpose of the test. (Vilbert Direct at 3).

The obvious intention of this recommendation is to understate the Companies® level of eamings.

SB 221 does not specify the methodology the Commission should use to compute the utility’s

actual earnings. However, the Commission should not blindly exclude all gains or nonrecurring items

7 Direct Testimany of Lane Kollen p, 32,
 Dircet Testimony of Lane Kollen p. 29,
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from the computation of the eamed return. Instead, the Commission should establish the methodology
as recommended by OBG above and carefully prescribe the income or losses that shovld be excluded

from the ctomputation, if any.

Mr. Vilbert proposes that the Commission exclude the after tax eéminga affects on CED’s
proposed write-off of RTC and extended RTC, net of revenue credits, by adding back this amount to
CED's per books common equity outstanding for the significantly excessive earnings test, This is
reasonable in concept, but the Commission should impose limitations on the amount and duration of the
adjustment so that it does not become a permanent addition to common equity long after the utility has
rebalanced its capital structure to tarpeted levels. It would be reasonable to assume that the utility will
rebalance its capital structure within three years or by the end of the initial three year term of the ESP.
Thus, the Commission should allow an adjustment to common equity on a declining basis reflecting a
three year amortization of the write-off effects. For 2009, the adjustment would be 2/3 of the after tax
write-off, assuming a year-end common equity balance. For 2010, the adjustment would be 1/3 of the

afler tax write-off. For 2011 and beyand, there would be no further adjustments.”

The Companies also propose that the Commission exclude the revenues from the proposed
Delivery Service Improvement rider from the computation of after tax earnings for the significantly

cxcessive aarnings test. The Connnission should reject this proposal for several reasons:

First, SB 221 contemplates no such ad hoc exclusions to the “adjustments™ resulting from the

ESP. Revenues from the Delivery Service Improvement are cstimated to be $112.9 million per year,”

¥ Direct Tentimony of Lane Kallen p. 27,
" TE Vol. IV, p. 163 (Hussing).
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Removal of $112.9 million in revenue would result in a distorted picture of the utilities’ financial

condition, ™®

Second, the inclusion of these revenues in the test in no way removes the incentive aspect of this
proposed rider. The distribution utilities have an independent obligation te provide reliable distribution
service under either an MRO or ESP. A distribution infrastructure improvement surcharge is explicitly
authorized in an ESP but not an MRO. The ability to get real time recovery through an ESP surcharge
(rather than through 2 traditional rate case with its associated regulatory Jag) provides incentive to make

the required investments, even if excess profits generated by the surcharge are subject to refund.”’

Third, the Companies’ claim that this $112.9 million should be excluded based on the
requirement that the Commission consider “the capital requirements of future committed investments in
this state” (RC §4928.143(F)) is in error. Distribution system improvements are a normal and recurring
cost of providing utility servige, There is nothing extraordinary about it. If the utilities commit to a
multi-billion dollar base load generating plant then this provision may have application, but they have
not. There is no provision that allows the revenues for normal capital additions to be ignored in

computing the utility’s actual rate of return.”®

™ Diteet Tegtimony of Lane Kallen p. 28,
7 Dirent Testimony of Lane Kollen p. 28,
™ Direet Testimony of Lane Kollen pp. 28.29.
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III. CONCLUSION

OEG worked long and havd with the Strickland Administration, the Ohio Manufacturers’
Association, the Ohio Coalition for Affordable Pawer and other stakeholders to achieve the passage of
9B 221. SB 221 reimposes a form of cost-of-service ratemaking through the regulation of utility
carnings. This new regulatory structure should result in reasonable rates for consumers who do not
shop, especially for the ratepayers of the utilities that still own generation (AEP, Duke, DP&L). We
always knew that FirstEnergy would be different. Because the FirstEnergy utilities do not own

generation the Commission’s job is more complicated.

The recent severe economic downturn has created at least one silver lining. The current
recession has resulted in a significant decline in the wholesale market price of electricity. The wholesale
market price for generation has declined by at least 24% since the Companies’ ESP offer of $75/mWh in
2009, $80/mWh in 2010, and $85/mWh in 2011 (plus additional riders for fuel, fuel transportation,
environmental costs, and other costs)was made on July 31, 2008, Because the July 31, 2008 ESP
generation offer price is above corrent market pricing, it is not more favorable in the aggregate than an
MRO, represents an imprudent purchase by the utilities, and does not result in reasonable rates. Here is

the modified ESP structure that we beliove is most in the public interest.

1. If FES refuses to lower its pricing to reflect current market conditions, then the Commission
should order Ohio Edison, Toledo Edison and Clevelend Electric Numinating to procure
eleciricity for non-shoppers throngh a least-cost portfolio of generation products. In the short
term, there should be reliance on the MISO day-shead spot market, with hedging as appropriate.
There 18 a high likelihood that such pricing would be below $75/mWh — $85/mWh (plus addcrs).

This procurement strategy would also incentivize FES to negotiate,
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Once a reasonable wholesale power supply arrangement is established, the Commission must

ellocate and design those wholesale costs into retail rates.

If a long-term arrangement with FES is ultimately agreed upon, then OEG's rate mitigation plan
should be adopted. This rate mitigation plan will reduce rate shock by [imiting the rate increase
to any customer class to two-times the system average increase. OEG’s rate mitigation plan is
revemue neutral to the utilities and has no effect on residential consumers. Our plan promotes
economic development by limiting industrial rate increases through a non-bypassable charge on

other business customers.

If a short-term procurement strategy through the MO market is required, then the rate
allocation method described in OEG’s QGctober 30, 2008 Short-Term ESP brief should be

adopted.

Shopping options should be maintained. The $10/mWh minimum default service charge
proposed by the utilities is especially egregious and should be eliminated. No justification for

this POLR charge has been presented.

The interruptible program offered by the utilities should be enhanced, This program is especially

appropriate given the economic slowdown and reduced industrial operations.

The standards for implementing the significantly excessive earning test should be clearly set out.
The vigorous application of the eamings test can be used to incentivize FirstEnergy to cooperate

with the Commission.
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We appreciate that the Commission is under a great deal of pressure. But so is FirstEnergy. We

urge the Commission to be aggressive, Having divested its generation and opted for market pricing,

FirstEnergy cannot reasonably expect to be immune from the dramatic fall in the wholesale power

markct.

November 21, 2008 -

Respectfully submitted,

David F. Boehm, Esq.

Michael L. Kurtz, Esq. _
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Midwest ISQ 208.2009 Winrzr Rellability Asvessement

1. Executive Summary

The Midwest ISO raserve margin for the 2008-2009 winter period is 42,0% which
gxceeds the minimum reserve requirements aestablished by the States and Planning
Reserve Sharng Groups. A slowing econamy trigaered a stagnamt foracasted
demand. An increase In demand sids resources and footprint capacity, primarily
renewables, resulted In projected risk levels remaining at ar below the levels
expeérienced during the 2007-2008 winter period.

The Midwest ISO is a Regional Transmission Organization (RTO) that coordinates
operation of fransmission facilities in 15 states and one Canadlian province. Under the
North American Electric Hellabllity Corporation {(NERC), Midwest ISO functions as the
Reliabilty Authority (RA) for utiliies In 1he region. Midwast ISO runs a price-drivan
electriclty market In which Locatlonal Marginal Pricing, or LMP, provides price
transparency for users of the wholesale bulk eleciric system. As such, Midweast 1SO has
a filed Transmission and Energy Market Tariff at the Federal Electric Regulatory
Commission. Aporoximately 83% of the load in the Midwest ISO RA foatprint is in the
Markat. Resources used to meet this load include imernal generators, extarnal
purchases, Interruptible Loed {IL), and Direct Controlled Load Management {DCLM),

This document assesses the sufficiency levels asross the Midwest 1SO Market during
the 2008-2009 winter peak. The Midwest ISO currently do@s not establish reserve
margins for member Load Serving Entities. Instead, reserve margins ars astablished by
State Authorities and Planning Raserve Sharing Groups to provide an adequate leve! of
raliability. It can be determined that when the reserve regquirements of the Stales and
Flanning Reserve Sharing Groups have been safisfied, the Midwest 180 can be
considerad 1o have sufficient resources.

A slowing economy jolned with an increase in the amount of demand response
programs resulted in an epproximate 1.76% decraass in the expected paak damand for
the 2008-2008 winter whan compared o 2007-2008 forecast — 3.72% decreasa from the
2007-2008 actual winter peak. As avident In Table 1-1 the expacted coincident net
demand for the 2008-2008 wimer is 79,382 MW. The forecasted net demand lavel
assumes full utllization of demand response programs; a condition which would not likely
occur unless a Maximum Ganeration Event (EOP-002) was declared. Thars are 112,728
MW of resources that have an abligation to axclusively serve Midwest IS0 load during
peak canditions; 5,562 MW of these resources originate outside of the Midwast 1SO
Market. In an eftort to meet renewable mandates, the amount of wind generation {based
an nameplate capacity — the manufacturer's rating) within the Midwest 1SO has almost
doubled ralative to the 2007-2008 winter, The projected reserve margin for the 2008-
2009 winfer is 33,366 MW or 42.0% of the coincident net internal demand, which
axceeds the State Authorilies' and Planning Reserve Sharing Groups’ established
minimum requirement of 11,507 MW or 14.6%.
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Demand (MW) '‘0B-"08 '‘a7-'08
Nen-Calincident 88,313 88,321
Estimated Diversity 2,374 2,374
Gross Coincldent 85,939 85,947
Diract Control Load Management 559 134
Interruptible Load 2,624 1,858
Bshind-the-Meter Generation 3,394 3,071
Net internal Demand 79,362 80,764

Capacity (MW) 'D8-'09 '07-'08
Internal Designated Network Resources 107,076 08,710
| External Designated Netwerk Resources 5,652 5,999
Adjusted Rosourcas 112,728 104,709

NERC Construct Reserve Margin ‘08-'08 '07-'08
Reserve Margin (MW) 33,368 28,925
Reserve Margin (%) 42.0% 29.6%

! In 2008, former ECAR members went fiom a 4% Operating Reserve

Reguirament to a 12% - 14.3% Planning Reservé Requirsment
Table 1-1: Midwest ISO Winler 20058-2009 and 2007-2008 Load and Capability

This assasssment uses probabllistic methods to enalyze the effect of various conditions
on the Loss of Load Expectation (LOLE). Conditions under analyels include load
forecast uncertainty, forced oulage rate, and capacity derates. This analysis was
porformed on 27 combinations of load, generator commitments, and system farced
outage rates using an unconstrained transmission system model over the three winter
manths, '

Loss of Load Expectation analysis was performed and results indicate that no significant
Loss of Laad events are expectad. This is consistent with previous year long studies that
show peak risk during the summer ssason. While no Loss of Load Expectation was
determined for any case, not all eventualities can be modeled. In the event that system
conditions should exceed the levals modeled within this analysis, these results would no
longer speak to the risk exparienced by the system. Due to the unconstrained nature of
this simulation it is still possible that transmission constraints experienced through the
wirter months could limil power imports to certain ragions and put thoss regions at risk.

It is always possible that a combination of high loads due to adverse weather coupled
with a high rate of autages and lack of axtarnal support could result in curtailment of firm
demand. Such a curtallment is considered o be a low probability event for this winter,
gince the projectad reserve margin is above the Planning Reserve Sharing Groups' and
States Authorities’ established minimum requirement, Loss of L.oad Expectation analysls
indicates that no significant Loss of Load events are expected, and fuel scarcity is not
projecied ta be an issue.

P. b5
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