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1 I. INTRODUCTION 

2 Q1. Please state your name and business address. 

3 A1. J. Edward Hess, 21 East State Street, 17'" Floor, Columbus, Ohio 43215 

4 Q2. By whom are you employed and in what position? 

5 A2. I am a Technical Specialist for McNees Wallace & Nurick LLC ("McNees"), 

6 providing testimony on behalf of Industrial Energy Users-Ohio ("lEU-Ohio"). 

7 lEU-Ohio is an association of commercial and industrial customers and functions 
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1 to address issues that affect the price and availability of energy its members 

2 need to operate their Ohio plants and facilities. 

3 Q3. Please describe your educational background. 

4 A3. I received a Bachelor of Business Administration degree from Ohio University in 

5 1975 majoring in accounting. I completed the majority of Capital University's 

6 Master of Business Administration program and I have completed many 

7 regulatory training programs. I am a certified public accountant. 

8 Q4. Please describe your professional experience. 

9 A4. I have been employed by McNees since October 2009. In March 2009, I retired 

10 from the Public Utilities Commission of Ohio ("Commission") after 30 years of 

11 employment. My last position with the Commission was as the Chief of the 

12 Accounting and Electricity Division of the Utilities Department. My duties 

13 included ensuring statutory compliance with state and federal laws, rules, 

14 regulations, and procedures governing utility regulation with the majority of that 

15 responsibility in the electric industry. I was also responsible for the operating 

16 income and rate base portions of base rates and general accounting matters in 

17 all of the utility industries. 

18 Q5. Have you previously testified before the Commission? 

19 A5. As part of my responsibilities as a Commission employee, I have provided expert 

20 testimony in numerous Commission proceedings. I began testifying in the early 

21 1980's. More recently I provided written testimony in Case Nos. 09-872-EL-FAC 

{O40056: } 



1 and 09-873-EL-FAC, 10-2929-EL-UNC, 11-351-EL-AIR and 11-352-EL-AIR, and 

2 11-346-EL-SSO, et al. on behalf of lEU-Ohio. 

3 Q6. What documents did you review before determining your 

4 recommendation? 

5 A6. I have reviewed the Application for an Electric Security Plan ("ESP") as well as 

6 the Second Revised Application in this case. My review included the supporting 

7 documents and testimony filed with these applications and responses to 

8 interrogatories. I have also recently reviewed testimony, stipulations and Opinion 

9 and Orders filed in Case Nos. 99-1687-EL-ETP, et al. (the Electric Transition 

10 Plan or "ETP"), 02-2779-EL-ATA, et al. (the Rate Stabilization Plan or "RSP"), 

11 05-276-EL-AIR (Rate Stabilization Surcharge or "RSS") and 08-1094-EL-SSO, et 

12 al. ("ESP I") and I reviewed the Staff Report published in Case No. 

13 10-1468-EL-UNC (the corporate separation plan proceeding). 

14 II. PURPOSE OF THE TESTIMONY 

15 Q7. What is the purpose of your testimony? 

16 A7. I recommend that the Commission not approve either the proposed Service 

17 Stability Rider ("SSR") or the proposed Switching Tracker ("ST") because the 

18 financial integrity claims that DP&L provides as justification for the necessity of 

19 the SSR and ST are based on a total company financial analysis that includes 

20 generation and transmission costs and investments, rather than a focused 

21 analysis based upon DP&L's electric distribution business. The proposed SSR 

22 and ST rates are designed to provide DP&L an anticompetitive subsidy that 

23 allows the electric distribution utility ("EDU") to favor its owned or controlled 
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1 competitive assets or affiliated lines of competitive business which I understand 

2 to be a violation of corporate separation law and rules, and contrary to Ohio's 

3 policies. This recommendation is also supported by the testimony of lEU-Ohio 

4 witnesses Kevin M. Murray and Joseph G. Bowser. 

5 I further recommend that the Commission not approve either the SSR or the ST 

6 because they amount to an untimely request for transition revenue. DP&L was 

7 provided an opportunity by statute to request the recovery of generation-related 

8 transition revenue; that issue was resolved by a Commission-approved 

9 stipulation, and DP&L has recovered all allowable transition costs authorized 

10 through those stipulations. Additionally, the period during which transition 

11 revenue could be requested and collected ended long ago. 

12 III. SERVICE STABILITY RIDER AND SWITCHING TRACKER 

13 Q8. Will you describe DP&L's request for an SSR? 

14 A8. DP&L, the EDU, is seeking Commission approval to recover $137.5 million per 

15 year through a non-bypassable charge levied on all distribution customers for the 

16 term of the proposed ESP (2013-2017). DP&L claims that the approval of the 

17 SSR is appropriate to allow it to maintain a total company return on equity 

18 ("ROE") that it says is in line with comparable firms' ROEs. DP&L claims the 

19 SSR is necessary to protect its total company financial integrity. That claim is 

20 based upon projected earnings for DP&L as though it is still a vertically integrated 
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1 utility company that includes the generation function,^ the transmission function 

2 and the distribution function. 

3 09. Will you describe the ST? 

4 A9. As proposed, the ST is also a non-bypassable charge assessed to all distribution 

5 customers that will compensate DP&L for the lost generation revenue from 

6 customers that choose to shop after August 30, 2012. According to the 

7 testimony of DP&L witness Craig L. Jackson, the lost generation revenue will be 

8 calculated by multiplying the switched customer load after August 30, 2012 times 

9 the price difference between the blended standard service offer ("SSO") price 

10 and the competitive bid process ("CBP") price in effect at the time of the 

11 computation. According to witness Jackson, this lost generation revenue will be 

12 recognized in a deferred regulatory asset account that will accrue a carrying cost 

13 equal to the embedded cost of long-term debt. The collection and amortization of 

14 this deferred generation revenue will begin January 1, 2014 and continue until 

15 the deferred balance is amortized through the cash payments made by all 

16 distribution customers. 

17 Q10. Has DP&L identified why it is necessary to recover the SSR revenues and 

18 ST revenue from all of its distribution customers? 

19 A10. The testimony of DP&L witness William J. Chambers identifies the loss of 

20 generation and transmission revenue as the reason for this request.^ 

21 Mr. Chambers' recommendation is based on a financial review that includes the 

^ DP&L uses the description "unit" in some of its documents to describe these separate business 
functions. 

^ Second Revised Direct Testimony of William J. Chambers at 25 of 59 (December 12, 2012). 
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1 combined generation function, the transmission function, and the distribution 

2 function. 

3 IV. CORPORATE SEPARATION 

4 Q11. Will you briefly describe the role of the SSO as part of Ohio's electric 

5 restructuring and adoption of a "customer choice" regulatory model? 

6 A11. With the enactment of Amended Substitute Senate Bill 3 ("SB 3") in 1999, the 

7 structure of the vertically integrated industry changed significantly in part to break 

8 the link between ownership and control of assets within such an industry 

9 structure. With regard to competitive retail electric service such as generation 

10 supply and effective January 1, 2001, the EDU was confined to the role of a 

11 default supplier to customers not receiving competitive service from a competitive 

12 retail electric service ("CRES") provider. This default supplier status currently 

13 allows the EDU to obtain market-based or tested compensation for default supply 

14 SSO through the ESP or the market rate offer ("MRO") options. 

15 In addition to the default supply role of an EDU, SB 3 imposed numerous 

16 requirements on an EDU to make sure that retail customers as well as CRES 

17 providers are not subjected to an EDU's discretion in ways that would allow the 

18 EDU to favor its owned or controlled assets or affiliated lines of business. I do 

19 not believe that these requirements can be ignored. When taken into 

20 consideration, these requirements act as barriers to the type of proposals that 

21 DP&L is advancing in these proceeding. In 2008, Amended Substitute Senate 

22 Bill 221 ("SB 221") altered the means by which an EDU could be compensated 

23 for its default generation supply service, but SB 221 did not change the core 

{C40056: } 



1 elements of the electric restructuring architecture contained in SB 3 and 

2 specifically the requirements that an EDU cannot operate to favor its non-

3 regulated affiliates or use its non-competitive lines of business to provide 

4 anticompetitive subsidies to its competitive lines of business. 

5 012. Has Ohio adopted laws and regulations governing the relationship between 

6 a regulated EDU and its affiliates providing competitive services? 

7 A12. I am advised by counsel that Section 4928.17, Revised Code, requires a 

8 corporate separation plan and defines many of the requirements of that plan. I 

9 am also aware that the PUCO adopted rules for these plans originally as a part of 

10 the standard filing requirements for electric transition plans [Rule 4901:1-20-16, 

11 Ohio Administrative Code ("O.A.C")] and later adopted a more permanent set of 

12 rules (Rule 4901:1-37, O.A.C). 

13 013. Will you explain the Ohio restrictions? 

14 A13. SB 3 required the vertically integrated utility companies to unbundle generation, 

15 transmission, and distribution services and operate under corporate separation 

16 plans to maintain walls between competitive and non-competitive services 

17 including a Code of Conduct. These separation plans were filed as a part of the 

18 ETP as required by Section 4928.17, Revised Code, and in the format required 

19 by Rule 4901:1-20-16, O.A.C. The purpose of the corporate separation plan was 

20 described in the filing requirements for the ETP under Rule 4901:1-20-16(A), 

21 O.A.C, which states: 

22 Purpose and scope Electric utilities are required by section 
23 4928.17 of the Revised Code, to file with the commission an 
24 application for approval of a proposed corporate separation plan. 
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1 The rule provides that all the state's electric utility companies must 
2 meet the same standards so a competitive advantage is not gained 
3 solely because of corporate affiliation. This rule should create 
4 competitive equality, preventing unfair competitive advantage and 
5 prohibiting the abuse of market power. Generally, this rule applies 
6 to the activities of the regulated utility and its transactions with its 
7 affiliates. However, to ensure compliance with this rule, 
8 examination of the books and records of other affiliates may be 
9 necessary. Compliance with paragraph (G)(4) of this rule shall 

10 begin immediately. Compliance with the remainder of this rule shall 
11 coincide with the start date of competitive retail electric service, 
12 January 1, 2001, unless extended by commission order for an 
13 electric utility pursuant to division (C) of section 4928.01 of the 
14 Revised Code. 
15 

16 Q14. As you understand it, did SB 3 require the vertically integrated electric 

17 utilities to structurally separate the unbundled functions of the utility? 

18 A14. Yes. That is my understanding. It is generally referred to as legal separation. 

19 However, it is also my understanding that the Commission had some ability to 

20 permit the use of functional separation on an interim basis until structural 

21 separation could be completed. Nonetheless, any use of functional separation 

22 still had to provide for ongoing compliance with the policy specified in Section 

23 4928.02, Revised Code, and meet other requirements of SB 3 and the 

24 Commission's rules. 

25 Q15. When establishing the SSO, should legal separation and functional 

26 separation be treated any differently? 

27 A15. No. Functionally separated companies should be held to the same standards as 

28 a legally or structurally separated company. As stated in the separation rule 

29 above, "The rule provides that all the state's electric utility companies must meet 

30 the same standards so a competitive advantage is not gained solely because of 
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1 corporate affiliation."^ Additionally, it is my understanding that the definition of 

2 affiliates in the corporate separation rules includes business functions of the 

3 same company.'* It is also my understanding that the Commission's rules 

4 explicitly hold DP&L's business functions to the same rules as affiliates. 

5 Separate accounting of the distribution, transmission, and generation functions is 

6 required, communication between these functions should be at arm's length, and 

7 there should be no competitive advantage provided to the competitive generation 

8 business by the non-competitive business functions (distribution and 

9 transmission). 

10 Q16. Did DP&L file a corporate separation plan with its ETP filings? 

11 A16. Yes. The plan was originally filed in its ETP case (Case Nos. 99-1687-EL-ETP, 

12 et al.). The final version was filed on February 28, 2000 and was eventually 

13 supported by DP&L witness Timothy G. Rice. DP&L's proposed corporate 

14 separation plan was approved by the Commission as part of the ETP settlement. 

15 Q17. Did the original corporate separation plan include a plan to move the 

16 generation assets to an affiliated subsidiary? 

17 A17. No. The original plan was to move the distribution and transmission assets to 

18 one or more direct subsidiaries of DPL Inc. The plan allowed DP&L to continue 

19 to own and operate the generation assets and businesses as an exempt 

20 wholesale generator pursuant to the Public Utilities Holding Company Act of 

21 1935. 

Rule 4901:1-20-16(A), O.A.C. 

Rule 4901:1-37-01 (A), O.A.C. 
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1 018. Did DP&L implement the plan as proposed? 

2 A18. No. DP&L did not legally separate its business units according to the plan. 

3 However, DP&L was still subject to the requirements of functional separation. 

4 Q19. Has DP&L updated its corporate separation plan? 

5 A19. Yes. As a part of its first ESP plan (Case Nos. 08-1094-EL-SSO, et al.), DP&L 

6 filed an updated corporate separation plan. The plan was filed as a part of its 

7 application and was supported by the testimony of DP&L witness Timothy G. 

8 Rice. DP&L agreed, as a part of the stipulation in that case, that its employees 

9 and representatives would not have the discretion to act in a manner that was 

10 inconsistent with the Commission's corporate separation rules or DP&L's Second 

11 Amended Corporate Separation Plan. The stipulation was approved by the 

12 Commission. 

13 DP&L has proposed to update its corporate separation plan and has requested 

14 that the Commission approve the plan (Third Amended Corporate Separation 

15 Plan) in an order accepting DP&L's ESP. DP&L submitted the testimony of 

16 Timothy G. Rice in support of the Third Amended Corporate Separation Plan. 

17 Mr. Rice describes the changes to the Third Amended Corporate Separation 

18 Plan as non-substantive and limited to reflect DPL Energy Resources' ("DPLER") 

19 acquisition of MC Squared and the acquisition of DPL Inc. by AES Corporation. 

20 Q20. What support has DP&L provided for approval of the SSR and ST? 

21 A20. DP&L presented the testimony of witness William J. Chambers in support of the 

22 proposed SSR and ST. Dr. Chambers evaluated the projected financial condition 
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1 of DP&L's combined generation function, transmission function and distribution 

2 function based on a set of assumptions and forecasts. His evaluation was for the 

3 period 2013 through 2017. He concluded that the SSR is important to maintain 

4 DP&L's financial integrity (even with no additional switching) and that the ST is 

5 critical to reduce the financial impact of increased customer switching. He made 

6 no attempt to quantify which business function is at risk or responsible for the 

7 decline in financial integrity. However, in his testimony Dr. Chambers identifies 

8 the loss of generation and transmission revenue as the factor that is expected to 

9 create financial risk and drive DP&L's proposed SSR and ST. DP&L has 

10 admitted that the SSR and the ST may provide compensation for generation 

11 function costs.^ 

12 Q21. Should the financial integrity of DP&L's transmission business impact the 

13 EDU's proposed SSO? 

14 A21. No. It is my understanding that DP&L's transmission rates remain subject to 

15 cost-based economic regulation under the supervision of the Federal Energy 

16 Regulatory Commission ("FERC"). To the extent that a lack of transmission 

17 revenue is negatively affecting DP&L's financial performance, it may seek an 

18 increase in transmission rates from FERC at any time. It is my understanding 

19 that Ohio law requires the Commission to pass through any FERC-approved 

20 transmission charges to customers that obtain transmission service from DP&L. 

21 Therefore, I believe it is inappropriate to consider the financial performance of 

22 DP&L's FERC-regulated transmission business segment for purposes of 

^ Attachment A (DP&L's Responses to lEU-Ohio's First Set of Interrogatories, Requests for Production of 
Documents, and Requests for Admission, October 23, 2012, ESP INT 1-39). 
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1 potentially subjecting all distribution customers to non-bypassable charges 

2 unrelated to the distribution function. 

3 Q22. Should the financial integrity of DP&L's generation business impact the 

4 EDU's proposed SSO? 

5 A22. No. Increasing revenues to offset lost generation revenue of the generation 

6 business segment or function would be a misuse of the EDU's status and 

7 responsibility as the SSO default supplier, and would unlawfully subsidize its 

8 generation functions. It is my understanding that this is in direct violation of Ohio 

9 statutes and Commission rules. Additionally, this result would be inconsistent 

10 with the policies of the State of Ohio.^ 

11 023. Did DP&L make any attempt to separate the financial impact of the 

12 distribution, transmission, and generation functions in this proceeding? 

13 A23. No. DP&L did not provide financial information by business function either in its 

14 application or when asked, through discovery, by several different parties in 

15 several different ways. lEU-Ohio requested functionally separated accounting 

16 information in its first set of interrogatories but used the term "segment" which 

17 DP&L stated was unclear.'' DP&L did provide its Business Unit Report for the 

18 years 2009-2010 when asked specifically about the distribution function. 

19 However, DP&L stated that it discontinued maintenance of these reports and that 

20 the financial results of the report were not exact and could not be relied upon to 

® Section 4928.02(H), Revised Code. 

'' Attachment B (DP&L's Responses to lEU-Ohio's First Set of Interrogatories, Requests for Production of 
Documents, and Requests for Admission, October 23, 2012, ESP INT 1-21 and ESP INT 1-22). 
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1 produce accurate results.^ DP&L stated that the Business Unit Reports were 

2 discontinued due to DPL being purchased by AES.^ DP&L was also asked to 

3 provide both actual" and projected^^ ROE results for its generation, transmission 

4 and distribution business segments for the years 2009-2017. DP&L responded 

5 that the ROEs for the segments identified are not available. lEU-Ohio asked 

6 which business unit would ultimately realize the SSR and the ST revenue.^^ 

7 DP&L's response was very general and not responsive. DP&L has further stated 

8 that it has never maintained separate books for the distribution function, the 

9 transmission function, or the generation function of DP&L.^^ 

10 024. Should this information be available? 

11 A24. Yes. Section II, paragraph C, of the Second Amended Corporate Separation Plan 

12 states: 

13 As required by Revised Code Section 4928.17(A)(1) and corporate 
14 separation rule OAC Section 4901:1-37-04(B), DP&L and each 
15 affiliate or business unit in the DP&L group will maintain, in 
16 accordance with generally accepted accounting principles, and 
17 applicable uniform system of accounts, books, records and 
18 accounts that are separate from the books, records and accounts of 
19 each other affiliate or business unit. 
20 

^ Attachment C (DP&L's Responses to lEU-Ohio's First Set of Interrogatories, Requests for Production of 
Documents, and Requests for Admission, October 23, 2012, ESP INT 1-23). 

® Attachment D (DP&L's Responses to OCC's Twentieth Set of Interrogatories, Requests for Production 
of Documents, and Requests for Admission, December 12, 2012, 355). 

°̂ Attachment E (DP&L's Responses to lEU-Ohio's Second Set of Interrogatories and Requests for 
Production of Documents, November 20, 2012, ESP INT 2-8); Attachment F (DP&Ls Responses to FES' 
Ninth Set of Discovery Requests, December 21, 2012, Interrogatory No. 9-10). 

" Attachment G (DP&L's Responses to FES' Ninth Set of Discovery Requests, December 21, 2012, 
Interrogatory No. 9-11). 

^̂  Attachment H (DP&L's Responses to lEU-Ohio's Ninth Set of Interrogatories and Requests for 
Production of Documents, January 17, 2013, ESP INT 9-8). 

^̂  Attachment I (DP&L's Responses to lEU-Ohio's Tenth Set of Interrogatories and Requests for 
Production of Documents, February 1, 2013, ESP INT 10-4). 
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As noted above, separate unit accounting is required for the separate business 

units. 

025. Do you believe that not maintaining separate accounting is a violation of 

the corporate separation rules of the state of Ohio? 

A25. Yes. I believe that not maintaining separate accounting is a violation of 

4901:1-37-04(B), O.A.C. This accounting requirement requires separate 

accounting between "affiliates" where the term "affiliates" is defined as 

"companies that are related to each other due to common ownership or control. 

The affiliate standards shall also apply to any internal merchant function of the 

electric utility whereby the electric utility provides a competitive service."^^ Based 

on advise on counsel, not maintaining separate accounting also violates Section 

4928.17(A)(1), Revised Code. 

026. Why should DP&L be required to maintain separate accounting between 

the distribution function, transmission function and its unregulated 

generation function? 

A26. Without separate functionalized business unit accounting and financial data, 

DP&L cannot demonstrate that there is no unlawful cross-subsidization occurring 

Rule 4901:1-37-01 (A), O.A.C 
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1 between DP&L's competitive and noncompetitive businesses. I believe this 

2 information is essential to make sure that DP&L's ESP does not become an 

3 unreasonable vehicle to make all distribution customers underwrite the financial 

4 performance of DP&L's competitive and FERC-regulated lines of business within 

5 the total company framework put forth by DP&L. 

6 027. Should either the SSR or the ST be approved based on a total company 

7 rate of return analysis which includes the distribution function, the 

8 transmission function and the generation function? 

9 A27. No. The financial review performed by DP&L effectively and improperiy re-

10 bundles DP&L's distribution, transmission and generation functions to calculate 

11 the ROE, thereby violating corporate separation requirements that apply when an 

12 EDU like DP&L is providing competitive and noncompetitive services in the retail 

13 and wholesale markets. It is my understanding that Ohio has by statute defined 

14 generation as a competitive service. As a competitive service, it is improper to 

15 bundle this service together with distribution service, a noncompetitive and 

16 regulated service. Further, the testimony of witness Chambers leads me to 

17 believe that the forecasted financial degradation is driven by an assumed loss of 

18 revenue and margin from the competitive wholesale generation business. 

19 Approval of these riders to compensate for lost generation revenue would 

20 unlawfully subsidize DP&L's competitive wholesale generation business and 

21 provide no apparent benefit to the distribution customers. Accordingly, I believe 

22 that the proposed riders are unreasonable and, based on advice of counsel, 

23 unlawful. 
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1 V. TRANSITION REVENUES 

2 028. Were the future earnings and lost revenue and margin potential of DP&L's 

3 generation business previously addressed? 

4 A28. Yes. The expected future earnings and lost revenue and margin potential of 

5 DP&L's generation business attributable to electric restructuring were previously 

6 addressed through the ETP process followed by all EDUs, including DP&L, after 

7 the enactment of SB3. 

8 029. Were you involved in DP&L's ETP case? 

9 A29. Yes. As described in my background, I was a member of the Commission Staff 

10 at the time of the processing of DP&L's ETP application. 

11 Q30. What is your understanding of how and when SB 3 permitted collection of 

12 transition revenue? 

13 A30. Like many states that enacted electric restructuring legislation in the late 1990's, 

14 Ohio addressed the subject that was typically referred to as "stranded costs" for 

15 those services for which a customer could select a competitive supplier. This 

16 subject provoked most of the debate about how to move to a customer choice 

17 structure, while at the same time being fair to utilities that may have been 

18 negatively impacted if they were subjected to competition on day one of 

19 customer choice. SB 3 implemented customer choice on January 1, 2001. SB 3 

20 also provided an opportunity for the surviving regulated entity, the EDU, to seek 

21 transition revenue associated with the prior vertically integrated electric 

22 generation function for a period of years, but not after December 31, 2010. SB 3 

23 contains the criteria that the Commission applied to determine how much, if any, 
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1 of the transition revenue claim was eligible for recovery. When the Commission 

2 approved a transition revenue claim, it also approved transition charges that the 

3 EDU could then charge shopping customers for the period specified by the 

4 Commission. For non-shopping customers, the transition charges were 

5 embedded in the default generation supply price and were equal to the portion of 

6 the applicable default generation supply price that was not avoidable by shopping 

7 customers. 

8 031. Please explain the difference between transition revenue and transition 

9 costs. 

10 A31. An allowable claim for transition revenue had to be based on the positive 

11 difference between the generation-related revenue stream for generation service 

12 based on a date certain and a capped price previously established by Ohio's 

13 cost-based regulation, and the generation-related revenue stream available from 

14 the application of market pricing to generation service supply. In some cases, 

15 the cost-based revenue stream was believed to be less than the market-based 

16 revenue stream and, in this instance, there would have been no allowable 

17 transition revenue claim and no "stranded costs" as a result of electric 

18 restructuring. A positive difference in these unbundled default generation supply 

19 prices created through implementation of SB 3 and the market-based revenue 

20 streams was referred to as a transition cost. The transition cost reflected the 

21 differences in value available to the generation business segment from two 

22 different means of establishing price. Although the use of the term "transition 

23 costs" or "stranded costs" may imply that SB 3 created a new type of generation-
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1 related cost that was accounted for as some type of transition costs or stranded 

2 costs, SB 3 did not do so. 

3 032. What is your understanding of the SB 3 criteria that were applied to 

4 determine how much, if any, transition revenue could be approved by the 

5 Commission and collected through transition charges? 

6 A32. It is my understanding that Section 4928.39, Revised Code, specified these 

7 criteria. These criteria were applied to determine the total amount of generation-

8 related transition revenue that was eligible for collection through transition 

9 charges if an EDU submitted a claim for transition revenue. SB 3 did not require 

10 transition revenue to be addressed unless the EDU submitted a claim for 

11 transition revenue. 

12 Q33. Which EDUs submitted a claim for transition revenues? 

13 A33. All of the EDUs, including DP&L, submitted a claim with their ETP applications 

14 which also contained the plans by which the formerly vertically integrated electric 

15 utility would separate, either structurally or functionally, into distribution, 

16 transmission and generation business units (or affiliates) subject to important 

17 requirements to facilitate "customer choice" and avoid differentiation or 

18 discrimination by the EDU as a consequence of a customer's choice of a supplier 

19 of generation service. 

20 034. More specifically, what is your understanding of the criteria that were used 

21 to determine how much, if any, of a particular transition revenue claim was 

22 eligible for collection through transition charges? 

{O40056:} 18 



1 A34. It is my understanding that Section 4928.39, Revised Code, contains the criteria 

2 used to determine the total allowable transition revenue claim. A transition 

3 revenue claim was eligible for collection through transition charges if the revenue 

4 claim was limited to: 

5 (1) Costs that were prudently incurred; 

6 (2) Costs that were legitimate, net verifiable, and directly assignable or 

7 allocable to retail electric generation service provided to electric 

8 consumers in this state; 

9 (3) Costs that were unrecoverable in a competitive market; and 

10 (4) Costs that the utility would othenA/ise have been entitled an 

11 opportunity to recover. 

12 All four of the criteria had to be satisfied for the transition revenue claim to be 

13 recoverable. With these criteria and the firm service nature of the default 

14 generation supply obligation of the EDU, the Commission evaluated transition 

15 revenue claims based on a comparison of the revenue produced by the EDU's 

16 unbundled and capped default generation supply price and a revenue stream 

17 computed based on assumed market prices for the entire range of generating 

18 services and fixed and variable costs used in Ohio's prior cost-based ratemaking 

19 system. Since generation service was the only service declared to be 

20 competitive by SB 3, the transition revenue evaluation process focused 

21 exclusively on the generation function. 

22 035. Was the amount of a total generation-related transition revenue claim 

23 potentially separated into different components? 
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1 A35. Yes. The total allowable amount of any generation-related transition revenue 

2 claim was separated if a portion of that total claim was based on a claim for 

3 regulatory assets. The total transition charge resulting from any allowable 

4 transition revenue claim was also separated to show a separate regulatory asset 

5 charge. It is my understanding that SB 3 limited the Commission's ability to 

6 make adjustments to the regulatory asset portion of an allowed transition charge 

7 and also required the regulatory asset portion of a transition charge to end no 

8 later than December 31, 2010. It is also my understanding that under SB 3, the 

9 non-regulatory asset portion of any transition charge which was associated with 

10 above-market generating plants had to end by no later than December 31, 2005 

11 or the end of the market development period ("MDP"), whichever occurred first. 

12 Based on the advice of counsel, I also understand that Section 4928.141, 

13 Revised Code, which was added after SB 3, excluded any previously authorized 

14 allowances for transition costs, with the exclusion becoming effective on and 

15 after the date the allowance was scheduled to end under the prior rate plan. 

16 Q36. Generally, how was the amount of generation-related transition revenue 

17 associated with above-market generating plants measured? 

18 A36. If an EDU wanted to make a claim for transition revenue, it had to include the 

19 claim in its proposed ETP. A proposed ETP had to be filed 90 days after the 

20 effective date of SB 3. The statutory criteria discussed above were then used to 

21 determine how much of the generation-related transition revenue claim was 

22 eligible for collection through transition charges. For the generation plant-related 

23 portion of the transition revenue claim, the Commission's Staff used the net book 
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1 value of generating assets at December 31, 2000 as the baseline to determine 

2 how much, if any, of the net, verifiable, prudently incurred book value of the 

3 EDU's generation assets (including generation-related regulatory assets) would 

4 not be recoverable in the market. In this context, the market included the entire 

5 market, including the wholesale and retail segments. 

6 037. Please describe the generation plant-related transition revenue claim made 

7 by DP&L in its proposed ETP. 

8 A37. DP&L filed its proposed ETP on December 20, 1999. As a part of its proposed 

9 ETP, DP&L submitted a claim for transition revenue that included both above-

10 market generation plant costs (consumer transition charge or "CTC") and a 

11 regulatory asset component (regulatory transition charge or "RTC"). DP&L relied 

12 upon witness Ralph L. Luciani to estimate the extent to which they had a basis 

13 for claiming generation plant-related transition revenue. DP&L witness Richard 

14 D. Reid estimated the regulatory assets that DP&L was requesting to be 

15 recovered as a portion of the transition costs. 

16 038. How did DP&L value its above-market generation plant costs? 

17 A38. Mr. Luciani used a lost book value under a continued ownership-based 

18 approach. Generally, this approach produces a present value of the future 

19 market-based after-tax cash flows for the various generating plants minus the net 

20 book value of the generating plants as they were valued at December 31, 2000. 

21 Generation plant-related transition costs were deemed to be positive (and 

22 potentially eligible for recovery through transition charges) if the present value of 

23 the projected cash flow was, in the aggregate, less than the net book value of the 
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1 generating plants at December 31, 2000. Again, the generation plant-related 

2 transition revenue had to be recovered during the period beginning January 1, 

3 2001 through either the end of the MDP or December 31, 2005, whichever 

4 occurred first. Mr. Luciani projected market-based generation revenue, 

5 expenses, and capital expenditures for the period 2001 through 2031. He 

6 discounted these projections to December 31, 2000 to develop his net present 

7 value revenue stream and then compared this net present value to the net 

8 generation plant and associated asset book values as of the same date, 

9 December 31, 2000. From this comparison, he rendered an opinion on the 

10 amount of generation plant-related transition revenue that the Commission 

11 should approve for DP&L. The results of his analysis are summarized in his 

12 Exhibit RLL-6 filed as a part of his direct testimony filed on December 20, 1999 in 

13 the DP&L ETP case.^^ He estimated that there was $231 million of stranded 

14 generation-related costs, valued at December 31, 2000. DP&L's request 

15 included a carrying cost of $210 million (9.2% carrying cost rate) for a total 

16 recovery of $441 million. I have attached a copy of Mr. Luciani's Direct 

17 Testimony as Attachment K. The recovery mechanism for this item was the CTC 

18 for shopping customers. The CTC was to be paid by all distribution customers 

19 and was unavoidable for shopping customers. As stated above, for non-

20 shopping customers the transition revenue charge was embedded in the default 

21 generation supply price. 

16 In the Matter of ttie Application of the Dayton Power and Light Company for Approval of its Transition 
Plan Pursuant to Section 4928.31, Revised Code and for the Opportunity to Receive Transition Revenues 
as Authorized Under Sections 4928.31 to 4928.40, Revised Code, PUCO Case Nos. 99-1687-EL-ETP, et 
al.. Direct Testimony and Exhibits of Ralph L. Luciani at Exhibit RLL-6 (December 20, 1999). 
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1 039. What was the value of the generation-related regulatory assets that were 

2 claimed by DP&L as a transition cost? 

3 A39. Mr. Reid estimated that value at December 31, 2000 to be $171 million. This 

4 included deferral of regulatory assets for Demand-Side Management, 

5 Percentage of Income Payment Plan ("PIPP") costs. Station Emission Fees, 

6 Phase-In Deferral Costs, Deferred Interest-Zimmer, Killen Post In Service 

7 Accounting for Funds During Construction ("AFUDC"), Unamortized Debt 

8 Discount and FAS 109 Net Assets. '̂̂  The recovery mechanism (RTC) for this 

9 item was calculated and subtracted from the unbundled generation rate. The 

10 RTC was to be paid by all distribution customers and could not be avoided or 

11 bypassed by shopping customers. 

12 Q40. Were there other costs that DP&L requested as transition costs? 

13 A40. Yes. DP&L also requested recovery of employee assistance costs and tax timing 

14 overlap costs. 

15 041. How was DP&L's transition revenue claim resolved in the ETP proceeding? 

16 A41. As part of a settlement package that was approved by the Commission, DP&L 

17 agreed that recovery for CTC and RTC would end on December 31, 2003 and 

18 that "there will be no further netting or adjustments of any kind to any rate, CTC 

19 rate, RTC rate, or shopping credit through December 31, 2003, including, but not 

20 limited to, adjustments for the sale, lease, or transfer of any assets by DP&L or 

17 
In the Matter of the Application of the Dayton Power and Light Company for Approval of its Transition 

Plan Pursuant to Section 4928.31, Revised Code and for the Opportunity to Receive Transition Revenues 
as Authorized Under Sections 4928.31 to 4928.40, Revised Code, PUCO Case Nos. 99-1687-EL-ETP, et 
al.. Direct Testimony and Exhibits of Richard D. Reid at 55 (December 20, 1999). 
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1 any of its affiliates."^^ DP&L also agreed, with the support of the signatory 

2 parties, that its MDP would end on December 31, 2003 based upon its 

3 agreement to forgo the recovery of transition costs beyond that date. 

4 042. Did DP&L end its MDP on December 31, 2003? 

5 A42. No. On September 12, 2002, the Office of the Ohio Consumers' Counsel 

6 ("OCC"), lEU-Ohio and American Municipal Power-Ohio ("AMP-Ohio") filed a 

7 complaint case against DP&L alleging DP&L violated the terms of the ETP 

8 stipulation by failing to be a part of an operating, FERC-approved regional 

9 transmission organization ("RTO") on the anticipated schedule. That complaint 

10 was filed in Case No. 02-2364-EL-CSS. On October 28, 2002, DP&L filed an 

11 application in Case No. 02-2779-EL-ATA to extend its MDP through 

12 December 31, 2005. These two cases were consolidated along with Case Nos. 

13 02-2879-EL-AAM and 02-570-EL-ATA. On May 29, 2003, DP&L presented a 

14 stipulation that was agreed to by most of the parties in these cases. Transition 

15 cost recovery and the extension of the MDP were addressed in the stipulation. 

16 Q43. How were the issues of transition revenue recovery and the extension of 

17 the MDP resolved? 

18 A43. The RTC and the CTC were re-bundled into the generation rates. The shopping 

19 credits (effectively discounts to transition charges payable by shopping 

20 customers) that had been approved by the Commission as a part of DP&L's ETP 

^̂  In the Matter of the Application of the Dayton Power and Light Company for Approval of its Transition 
Plan Pursuant to Section 4928.31, Revised Code and for the Opportunity to Receive Transition Revenues 
as Authorized Under Sections 4928.31 to 4928.40, Revised Code, PUCO Case Nos. 99-1687-EL-ETP, et 
al., Stipulation and Recommendation at 10 (June 2, 2000). 
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1 case were increased to promote shopping and further development of the 

2 competitive retail market. The MDP was extended through December 31, 2005. 

3 The Commission adopted these provisions of the stipulation. 

4 044. Were lost generation revenue and margin accounted for in the transition 

5 cost recovery? 

6 A44. Yes. As a part of its ETP filing, the cash method used by DP&L to value its 

7 transition costs included market-based generation revenues as an increase to 

8 cash flows and projected generation costs as a decrease to cash flows. Any lost 

9 generation revenues, whether as a result of decreases in overall market rates or 

10 decreases in the generation outputs of the individual units, were picked up in the 

11 transition cost calculations supported by DP&L. These items are identified in Mr. 

12 Luciani's Direct Testimony, RLL Attachment 1, which is attached to my testimony 

13 as Attachment K. 

14 045. Did Mr. Luciani consider any methods that contemplated lost generation 

15 revenue as the only baseline for transition cost recovery without 

16 accounting for the associated generation costs? 

17 A45. Yes. Mr. Luciani considered a method he titled "Lost Revenue under Continued 

18 Ownership." This method would have quantified transition costs by calculating 

19 the present value of the difference between future annual market revenues and 

20 future annual revenue requirements under traditional cost-based 

21 ratemaking. He explained that this method was equivalent to the Lost Book 

22 Value method he utilized and proved that, theoretically, these methods would 
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1 produce the same result. His comparison is attached to his Direct Testimony as 

2 Exhibit RLL-2 at 3 of 3 (Attachment K). 

3 046. Then is it correct that the generation-related lost revenue and margin that 

4 DP&L is currently requesting through its proposed SSR and the ST were 

5 accounted for under the transition cost recovery calculation that DP&L 

6 proposed in its ETP case? 

7 A46. Yes. It is clear from Mr. Luciani's testimony that compensation for generation-

8 related lost revenue and margin potentially associated with opening the 

9 generation business to competition were accounted for in his calculation. 

10 047. Should the Commission authorize recovery of the SSR or the ST to 

11 supplement its generation and transmission earnings and authorize the ST 

12 to recover lost revenues? 

13 A47. No. These proposals are strategically asymmetrical, unbalanced, unjust, and 

14 unreasonable. The potential for generation-related earnings erosion and lost 

15 revenue resulting from Ohio's customer choice regulatory model was analyzed 

16 and accounted for as a part of the transition from cost-based regulation to 

17 market-based regulation in DP&L's ETP as required by SBS. The amount of 

18 above-market generation plant costs recoverable by DP&L was resolved in the 

19 ETP case. Based on advice of counsel, the period for the recovery of these 

20 costs ended on or before December 31, 2010. 

21 VI. CONCLUSION 

22 048. Does this conclude your testimony? 
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1 A48. Yes, for the time being. As a result of the procedural schedule in this phase of 

2 the proceeding and the timing of discovery responses by DP&L, I reserve the 

3 right to supplement my testimony based on any additional information I obtain 

4 from DP&L's discovery responses. 
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A T T A C H M E N T A 

ESP INT. 1-39. Which, if any, of the proposed non-bypassable charges identified in the 
application for approval of an ESP filed on October 5, 2012 are charges 
that are designed to provide compensation'for generation-related service? 

RESPONSE: Subject to all general objections, DP&L states that the Reconciliation 

Rider may be recovering some generation-related costs if or when the FUEL, RPM, TCRR-B, 

AER or CBT exceed 10% or when the FUEL, RPM, and TCRR.-B riders are phased out at the 

time DP&L's SSO is procured 100% through competitive bid. DP&L's Service Stability Rider 

("SSR") is designed to ensure DP&L's financial integrity, and therefore may provide 

compensation for generation costs. DP&L's proposed AER-N is designed to recover the revenue 

requirements associated with renewable energy and therefore is compensation for generation 

related costs. DP&L's switching tracker would defer costs associated with the difference 

between the Blended SSO price and the CB rider and therefore may be compensating DP&L for 

generation related costs. 

WITNESS RESPONSIBLE: Dona Seger-Lawson 

43 



ESP INT. 1-22. Identify any documents that describe or discuss the contribution to net 
income, earnings per share or margin associated with each of DP&L's 
business segments including but not limited to the Utility segment and 
Competitive Retail segment 

RESPONSE: General Objections Nos. 1 (relevance), 2 (unduly burdensome), 3 

(privileged and work product), and 4 (proprietary). DP&L further objects because the terms 

"business segment," "Utility segment," and "Competitive Retail segment" are undefined and 

subject to varying interpretations. DP&L fiirther objects to the request for the Competitive 

Retail Segment because DP&L's unregulated affiliate is not a party to this case and thus, not 

subject to discovery. Subject to all general objections, DP&L states that the documents 

supporting the DP&L's forecasted gross margin, operating income, and net income are included 

in Witness Chamber's and Witness Jackson's testimonies and related exhibits, schedules, and 

workpapers. Earnings per share data is not applicable to DP&L. 

WITNESS RESPONSIBLE: Craig Jackson 

26 



ATTACHMENT D 

355. Please state the reason that the business unit reports were diSGontihued and pro'^ide any 

documents pertaining to the discontinuation of the business unit reports. 

RESPONSE: General Objections Nos. 1 (relevance), 2 (miduly burdensome), 

4 (proprietary), 5 (inspection of business records), 6 (calls for narrative answer), and 9 (vague or 

undefined). Subject to all general objections, DP&L states that the business unit reports were 

discontinued due to DPL being purchased by AES. FoUpwing the acquisitiori, these reports were 

not as usefiil. There are no documents pertaining to the discontinuation of the business unit 

reports. 

WITNESS RESPONSIBLE: Craig Jackson. 
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ATTACHMENT F 

INTERROGATORY NO. 9-10: Provide DP&L's historic ROEs for the years 2009, 2010, and 
2011 tor the generation, transmission, and distribution segmenls. 

RESPONSE: General Objections Nos. 1 (relevance) and 2 (unduly burdensome). 

Subject to all general objections, DP&L states that tlie ROEs for the segments identified are not 

available. 

WITNESS RESPONSIBLE: Craig Jackson. 
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ATTACHMENT H 

ESP INT 9-8: DP&L's current and proposed corporate separation plans include the following 
accounting provision: "(C) Accounting Records. As required by Revised 
Code Section 4928.17(A)(1) and corporate separation rule OAC Section 
4901:1-37-04(3), DP&L and each afSMate or business units in the DP&L 
group wiir maintain, in accordance with generally acceptable accounting 
principles, and applicable uniform system of accounts, books, records and 
accounts that are separate from the books, records and accounts of each other 
affiliated or business unit." 

A. Explain how DP&L plans to account for the revenue from the 
proposed Service Stability Rider ("SSR"). The explanation 
should include journal entries and should be clear which unit or 
affiliate of DP&L will ultimately realize the SSR revenue and 
why that particular afQliate/unit will realize these revenues. 

RESPONSE: General Objections Nos. 1 (relevance), 2 (unduly burdensome), 

4 (proprietary), and 6 (calls for narrative answer); in addition, this interrogatory calls for a legal 

conclusion. Subject to all general objections, DP&L states that these revenues will be recorded 

by the DP&L business unit since they are associated with DP&L's ESP rate case usiag the 

journal entry below: 

Entry 

Year Description Debit Credit 
2013 Accounts Receivable (Cash) $XXX 

Revenue $XXX 

B. Explain how DP&L plans to account for the revenue firom the 
proposed switching tracker. The explanation should include 
joimial entries and should be clear which unit or affiliate of 
DP&L will ultimately realize the switching tracker revenue and 
why that particular affiliate/unit will realize these revenues. 

RESPONSE: General Objections Nos. 1 (relevance), 2 (unduly burdensome), 

4 (proprietary), and 6 (calls for narrative answer); in addition, this interrogatory calls for a legal 

14 



ATTACHMENT I 

ESP INT 10-4: DP&L's current and proposed corporate separation plans include the following 
accounting provision: "(C) Accounting Records. As required by Section 
4928.17(A)(1), Revised Code and Rule 4901:l-37-04(B), O.A.C., DP&L's 
business units and each affiliate will maintain, in accordance with g^»es^y~ •-
acceptable accounting principles, and applicable uniform system of accounts, 
books, records and accounts that are separate firom the books, records and 
accounts of each other affiliated or business unit." 

A. Provide Exhibit 2, Exhibit 3 and Exhibit 4 included in Craig Jackson's 
Second Revised Testimony by DP&L's business units. The financial 
information should be in the same format as Mr. Jackson's Exhibits. 
Business units should, at a minimum, include the distribution unit and 
the transmission unit (Unit 2) and the generation unit (Unit 6). 

RESPONSE: General Objections Nos. 1 (relevance), 2 (unduly burdensome), 3 

(privileged and work product), and 4 (proprietary). DP&L fiarther objects because it would be 

imduly burdensome for it to create Exhibits for lEU, and DP&L has no obligation to do so in 

discovery. Subject to all general objections, DP&L states that the reference to "business uruts" 

in its Corporate Separation Plan ("CSP") is not a reference to the distribution, transmission and 

generation services that DP&L provides. Specifically, DP&L's CSP fi-om its 1999 Electric 

Transmission Plan case (Case No. 99-1687-EL-ETP) made no reference to maintaining its 

records by business unit. In DP&L's 2008 ESP case (Case No. 08-1094-EL-SSO), DP&L 

proposed in Tim Rice's testimony that DP&L would begin to perform certain "behind tlie meter" 

services (e.g., customer equipment maintenance) through a separate DP&L business unit; DP&L 

thus proposed to amend its CSP to provide that it would maintain separate books for its proposed 

"behind the meter" business unit; however, paragraph 7 in the Stipulation in that case provided 

that DP&L would withdraw its application to provide "behind the meter" services, and DP&L 

has never filed a new application to provide such services; DP&L thus has never maintained 

separate books for such services. DP&L fiirther answers that it does not have responsive 

information sufficient to allow it to create the requested exhibits. 
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DIRECT TESTIMONY OF 
RALPH L LUCIANI 

ON BEHALF OF 
THE DAYTON POWER & LIGHT COBilPANY 

I. QUAUFICATIONS 

1 Q. Please state your name, occupation and business address. 

2 A. My name is Ralph L. Luciani. I am a Vice President of PHB Hagter Baifly (PHB), an 

3 economic and management consulting firm spedafizing in public policy and corporate 

4 strategy. IWy business address is 17761 Street, N.W., WasWngton D.C. 20006. 

5 Q. Please describe your professional and educatkinal background. 

6 A. I have fifteen years of consulting experience analyzing economic and financial Issues 

' 7 affecting regulated industries, Including costing, ratemaicing, business planning and 

8 competitive strategy Issues. The majority of my consulting wor1< has been in the electric 

9 utility industry, including worJdng with issues related to prudence, excess capacity, 

10 replacement power, Clean Air Act compliance, stranded cost, pricing of generation in 

11 competitive markets, performance-based ratemaking and plant retirement decisions. 

12 My recent consulting experience has been primarily in the area of electricity industry 

13 restriicturing and deregulation. For example, in 1996, I headed ttie analytic effort that 

14 estimated the potential stranded costs of a Federal Power Agency under maritet-based 

15 pridng. Jn 1995 and 1997,1 was the lead consuftant in the reorganization of a verticaJly-

16 integrated utility into unbundled generation, transntission. distribution and retail profit 

'17 centers. In 1998. I assisted an electric utility in formulating a perfomtiance-based 

^18 ratemaking plan and assisted investment groups in assessing the risks associated with 

19 the financing of a merchant generating plant. In 1998 and 1999, 1 assisted clients in 



1 stranded cost associated wtSi DP&L's generating stations. The testiniony of Mr. Reid 

2 quantifies DP&L's unrecoverable costs associated with regulatory assets and other 

3 transition costs. 

4 Q. What conclusions have you reached regarding the stranded cost associated with 

5 DP&L's generating stations? 

1 6 A. 

7 

8 

1 9 
1 10 

011 a 
1 12 

13 A. 

14 

15 

1 16 

17 

18 

1 19 

20 

21 

# 

1 conclude that DP&L will incur $231 million of stranded cost (after-tax) vwth respect to its 

generating stations. This represents fiie net present value of costs associated with 

DP&L's generating stations that are not recoverable In a competitive martlet 

III. ECONOMIC AND PUBLIC POUCY REASONS FOR i 
RECOVERY OF TRANSITION COSTS BY DP&L 

From an economic and public policy standpoint please discuss the significance of 

amended Substitute Senate Bill No. 3, Ohio's electric restructuring legislation. 

Under the prior regulated system, electric utilities sudi as DP&L were granted an 

exchiisive right to furnish eledric service to all load located vnthin each utlTity's certified 

tiarritory and each utility was subject to a connesponding obligation to provide adequate and 

reliable electric service. Rates for service were established by the Public Utilities 

Commission of Ohio ("PUCO" or "Commission"). Rates were estabfehed under a 

statutory formula 0n Ohio Rev. Code § 4909.15) in which the rates were based upon the 

cost of ser>/ice consisting of (1) a fair and reasonable rate of return on the valuation (at a ' 

date certain) of the property of the elecfric utiffty used and useful in riandering electric 

Service, and (2) the cost to the utifity of rendering Ihe pubBc utility service during a test 

period, Lgi, the operation and maintenance expenses induding depredation and tax 

4 



1 net plant in senrice account in its last electric rate case filing showed net plant in serwce of 

2 $2.1 billion on the March 31,1991 date certain. 

3 Q. Does Ohio's electric restructurirrg legislation represent a fundamental policy 

4 change in the w ^ electric utilities In Ohio operate and charge customers for 

5 electricl^? 

6 A. Yes. Ohio's new electric restructuring legislation will make fundamental changes in the 

7 provision and pricing of retail electric generation sen/ice by making generation service 

8 competitive. Under tiie new law, investor-owned electric utilities such as DP&L no longer 

9 have exclusive service territories for the provision of retail generation services but must 

10 compete with other generation suppliers, mariteters and brokers of retail generation 

|11 service. 

12 Q. What effect, if any, does the deregulation of retaB generation sendee under the 

13 electric restructuring legislation have upon the ability of electric utilities like DP&L 

14 to recover the investment In generating plant they made as regulated uti l i t i^? 

15 A. WHh customer dioice, if the utiBty's nates for retail generation senrice exceed tiie retail 

16 market price for electridty, it is reasonable to expect customers to switch to another retail 

17 generation supplier. As a result, flte utility may be unable to recovCT the plant investment 

18 costs that it prudently-incurred to meet its obligation as a regulated utiRty to sen^e retail 

19 customers in reliance upon its abifity to charge customers the rates established by the 

20 Commission. The electric restwduring legislation contains a provision allowing the utility 

21 to recover ils tnansftton costs. Recovery of tiiese costs is essential to enable Ohio electric 

1^2 • utilities sudi as DP&L to compete effedively in providing r ^ i l generation services. 



1 Q. From an economic standpoint, wrfiat purposes does the recovery of transition costs 

2 serve? 

3 A. Frohi an economic standpoint, transition cost recovery serves the goal of fairness to tiie 

4 utility ttiat was required under a regulatory regime to incur costs. It also assures that this 

5 utility fs not disadvantaged in the new retail generation marketplace by fadng a period of 

6 finandal distress at the same time that it must marshal the forces necessary to compete 

7 jtor the first time witti competitive retail generation suppliers. In short, recovery of ti^nsition 

a costs simply completes the regulatory bargain struck between shareholders and 

9 ratepayers and adjudicated by the Commission through a one-time recovery mechanism. 

10 The recovery of transition costs is reflected in the Restructuring Legislation in order to help 

11 ensure fairness and enable fair competition. Recovery of sudi costs has been induded in 

^ ^ 1 2 every state eledridtyresfaticturing process of which I am aware. 

13 Q, What are the criteria of which you are aware under ttie electric restructuring 

14 legislation for recoverable transition costs? 

15 A. To be rBcoverabJe, transition costs must be ^usf and reasonable transition costs" ttiat are 

16 (1) prudentiy incuned; (2) legitimate, net verifiable and diredJy assignable or allocable to 

17 retail electric generation senrfce provided to ratal customers in Ohio; (3) unrecoverable in 

18 a competitive maricet; and (4) othenwise entftled to be recovered by tfie utility. Ohio Rev. 

19 Code § 4928.39. 

20 Q. From a public policy and economic standpoint^ is it important that this Commission 

21 allow DP&L the opportunity to collect all transition charges eligible under the 

^ ^ 2 Restructuring Legislation? 



1 sale prices for assets witii comparable diaraderistics to tiie utility's assets. As discussed 

2 in the testimony of Dr. Pifer, there a number of dlfficuHies assodated with applying the 

3 comparable sales approach. 1 share Dr. Pifer's concerns, and, as such, I have quantified 

4 DP&L'sstranded cost using the DCF approach. 

6 Q. Can you describe the methods available to derive stranded costs using a DCF 

6 approach? 

7 A, Ves, there are three basic methods for deriving stranded cost using a DCF approach, all of 

8 which are similar. The first DCF method is to derive tiie unrecoverable, or lost, net book 

9 value of tiie generating assets under continued ownership. The value to the existing 

10 owner is derived as the present value of the generating assets' future mari<et-based afler-

111 fex cash flows, using the existing owner's fax baas in tiie assets to compute future tax 

12 liability. The utilit/s net invested capital in the »dsting generating assets Is n^ book value 

13 minus accumulated defened income taxes CADIT).̂  The ADIT reflects income taxes that 

14 fnust be paid to the government in the futijre by DP&L that have been paid for in advance 

15 by ratepayers through tiie use of nomiaOzed ratemaking.^ The value to the ulflily under 

16 continued ownership is netted fi-om the utility's net invested capital in the assefe to obtain 

17 after-tax stranded cost. The after-tax stranded cost Is then 'grossed up" for taxes using 

18 tfieuti'lity's marginal income tax rate to obtain pre-tax sti^nded cost 

t For slmplidty, olher items that would be added ornetted from book value in deriving net investment 
{e,g.. inventwy) are not included in ftis diaajssion. Induaon of such items wotiW not change the 
general conclusions contained herein. 

Under nonnalized ratemaking, ratepayers pay the utility's book taxes rather than its cash taxes. 
The cumulative difference between book and cash taxes, or ADIT, is then deducted from rafebase. 

10 



1 Q. What is the third approach to estimating stranded cost using DCF? 

2 A. The third DCF method is to assume a sale will take place at tiie time that competitksn 

3 commences (e.g., January 2001). In tiiis appnaach, the sate price is assumed io be the 

4 present value of tiie generafting assets'ftilure market-based after-tax cash flows from the 

5 perspective of a third-party purchaser. The purchaser is assumed to have the same view 

6 of firture maricet prices and operating costs as tiie utifity, but will have a beginning tax 

7 basis in the generating assets based on the purchase price. The net proceeds of the sale 

8 to tiie existing owner after payment of capital gains tax are netted against the existing 

9 owneî s net invested capital (i-e., net book value minus ADIT) to yiekJ after-tax sti^nded 

10 cost This figure is tfien grossed up for taxes to obtain pt^taxstranded cost. 

^11 DCF Metiiod 3: Stranded Cost witii Presumed Sale 

12 PrB-Tax Stranded Cô fXBsumed sale-

13 [{Net Book Value-ADIT)-(Sale Price-Capital Gains Tax)]/(1~ tax rate) 

14 This equation simplifies to (see Exhibit RIJL-2): 

15 Pre-tax Stranded Costpmsmmi sale = Net Book Value-Sale Price 

16 Q. Does each of the three DCF approaches yield the same estimate of stranded cost? 

17 A. Mo. Given similar input assumptions, the first two approaches yieW the same estimate of 

18 stifanded cost since both presume conti"nued ovmership. Hovirever, the third approach will 

19 riot necessarily yieki tiie same result as the first two approadies, even when based on tiie 

the regulated utilrty's kwer cost of coital, a lorf revenue approach will yield a consenratively kjw 
estimate of stranded cost 

12 
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plants under cument ownership to comparable sates values would have to take tine value 

of this tax basis sfep-up into account. 

i What presumption is made about tiie treatment of Statement of Financial 

Accounting Standards No, 109 ("FAS 109") regulatory assets In the derivation of 

stranded cost under the three DCF methods discussed above? 

It is presumed that the utility is made whole by ratepayers for the net FAS 109 regulatory 

assete on Its books as of December 31,2000. The ADIT deducted firom net book value in 

DCF Method 1 above is tiie difference between the asset's book and tax basis multiplied 

by the income tax rate - i.e., the ADIT reflects full normalization. This ADIT is assumed to 

have been paid for in advance by ratepayers through normalczed ratemaking (i.e., tiie 

utility is holcfing cash or otiier assets to pay the future tax obligations). However, in setting 

prior rates, some of tiie deferred taxes shovm on tiie utilfty's books were not nonnalized, 

and instead were flowed tiirough to ratepayers. 

As a simple example, assume ttiat an ADIT of $100 is deducted fiom net book value in 

deriving net investment in DCF Metiiod 1. Assume $60 of this ADIT hadbeen nonnalized 

in rates, and tiius the utifity is holding this amount in cash or other assets to pay for tiie 

fitture tax obligations. Assume $40 of tiiis ADfr had heen flowed through immediately to 

ratepayers, and thus tiie utility Is not yet hoWing this amount in cash or other assefe to pay 

for the future tax obligations.' The various accounts would look as follows: 

The flow through of tiie $40 vwjuld have decreased revenue requlremente at that time by $40 / (1-
tax rate) in comparfeori to the revenue requirements under normafized ratemaking. VWi a 35% tax 
rate, the decrease wouW have been $40 / (1-35%), or $61.5. 

', . 14 ^ 



1 4. Calculating the difference between net investment as of December 31, 2000 and tiie 

2 December 31, 2000 present value of annual after-tax operating cash flow from 

3 January 1, 2001 forward. A discount rate based on the cost of capital in a competitive 

4 generation maricet is used to present value tiie annual mari<eH)ased after-tax 

5 operating cash flows. 

6 5. Applying a jurisdictional pertsentage to derive stranded costs assodated vnth the Ohio 

7 retail portion of DP&L's system. 

8 Q. Please describe in more detail the derivation of DP&L's net Investment in 

9 generation assets as ofDei»mt>er 31,2000. 

10 A. The derivation of DP&L's net investinent as of December 31, 2000 in its generation plant 

T1 is similar to the tiaditional ratemaking practice used to derive rate base. Net investment is 

12 calculated as the net book value of the generating stations; plus tiie value of fuel and 

13 material inventories and woridng capital that support tiie stations; iirius an allocated share 

14 of general utility plant; minus accumulated deferred income taxes (ADFT). The calculation 

15 proceeds as follows: 

16 • The starting point is the net plant balance as of December'31, 1998. which 

17 Includes the gross book value of generation plant investment net of 

18 accumulated depreciation. 

19 • Generating plant capital additions for 1999 and 2000 are based on tiie latest 

20 DP&L corporate budget proJecBons. 

16 
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15 

owned urats. The fuel expenses from GE MAPS were adjusted to take into account 

existing fuel contracts and tiie receipt of SO2 and NOx altovrances. Book lives contained in 

the depredation studies submitted in tiie operating company's last rate case were used to 

derive the reti'rement date for each unit* For the most part, retirements of the larger coal-

fired stations are in tiie 2020 time-frame, with Zimmer's retirement in 2031. As discussed 

in tiie testimony of Mr. Speyer, tiiere are a number of s^nificant environmental 

uncertainties assodated witii coal-fired stations. Regardless, the full book life was 

assumed as tiie openating fife for each unit. Non-fuel operations and maintenance 

expenses assodated vwth production plant were obtained firom the most recent DP&L 

corporate budgets. The adminisbative and general expenses and payrcsll taxes allocable 

to production were from DP&L's most recent corporate budg^ and distributed to lndi\nduai 

stations based on non-fuel operations and maintenance expense. Property and inventory 

taxes were included (reflecting tiie tax changes assodated with the restiuduring 

legislah'on). Post-retirement net decommissioning costs were included l>ased on a 1996 

Sargent and Lundy study.'̂  

16 Q. What was the basis for the projection of capital additions, inventories and wpricing 

17 capital? 

Thus, the latest approved Dayton depredation study was usal to derive fte retnnament dates for the 
Dayton-operafing units, and the latest approved Cinergy depreciaftin study was;used to derive the 
reti'nement dates for the Cinergy-operated units. For Conesville, whfch is operated by AEP, the 
Dayton depredaHon study was used. The Tail gas turbine units placed in service in the 1995-1998 
period are assumed to retire in 2030. 

The Sargent & Lundy study was peribnnei on behalf of Cinergy. Only data from tiiat study related 
to units co-owned with Dayton vrere used m the preparation of tiiis testimony. 

18 



1 a What discount rate was appBed to the after-tax cash flows to derive the December 

2 31, 2000 present value? 

3 A Annual after-tex operating cash flows were discounted badt to December 31, 2000 to 

4 derive tfie projected value of tiie assets under continued DP&L ownership. As sbovwi in 

5 Exhibit RLL-5, a discount rate of 9.2 percent was applied to tiiese mari<et-based cash 

8 flows based on an estimate of tiie cost of capital "n competitive generati'on maricets. Dr 

7 Pifer used fliese same cost of capital assumpti'ons in his derivation of maritet prices in a 

8 competitive generation maricet. The testimony of Dr. Avera discusses in detail the cost of 

9 capital applicable to merchant generating fadftties. 

10 Q. Has the calculation of generation plant stranded costs been allocated to Ohio retail 

111 customers? 

12 

13 

14 

15 

16 

17 

18 

_ • 

A. 

Q. 

A. 

Q. 

A. 

Yes. The 98.2 percent fador used in tiie last DP&L rate case vras applied to reflect 

DP&L's Ohio retail share. 

Please describe the results of these estimates of stranded coste. 

Results are summarized In Exhibit RLL-6, As shown, the generating plant 

is$231 milBon. Furtiier details are provided in Attachment 1. 

Does this conclude your testimony? 

Yes. 

j " 

stranded cost 

20 



Exhibit RLL-1 

under uncertainty, tiie cost of serving particular types of customers, and the 

Impad of der̂ egulation on generation revenues and profitability. 

• Mr. Luciani has assisted an eledric utility in fomiulating a performance-based 

ratemaking (PBR) plan, and presenting the plan to the state public utility 

commission. 

•; He has evaluated the sbanded investinent exposure of generation providers in 

tiie northwestern United States under market pricing in a restnjdured eledric 

maricet 

• On behalf of an electric utility holding company, he has assessed alternative 

means of deriving open-access transmission tariffe. 

•: Mr. Ludanl has assisted eledric uti'tities in formulating sti^egies for meeting 

provisions of the Clean Air Ad regarcfing SOa and NOx emissions. 

• He has prepaned a stody of tiie cfifferences between the finandal and 

competitive environments faced by private and public electric utilities. 

In 1997 and 1998, Mr. Ludani testified before the Penn^lvania and Louisiana public utility 

commissions on electridty restiiiduring issues. In 1999, Mr. Ludani filed testimony on stranded 

cost before the Public Service Commission of Maryland. On several occasions, Mr. Ludani has 

provided e)q3ert testimony before the Postal Rate Commission on behalf of a parcel shipping 

company intervening in a U.S. Postal Sendee rate proceeding. 

Prior to joining PHB, Mr. Ludani woriced as an Edison engineer for the General Electric Company 

and as a finandal analyst for IBM Corporation. 

Mr. Ludani hokds a B.S. with University Honors in Electrical Engineering and Economics from 

Carnegie Mellon University, and an M.S. with Distinction in Industrial Administiation fiTim the 

Graduate School of Industrial Adminlstiration at Carnegie Mellon University. 



Exhibit RLL-2 
Page2rf3 

Simplification of Stranded Cost Formula i«rfth Presumed Sale 

Additional tetrms: 

SP = Sale Price 

TB^Bcisting Owner Tax Basis 

1. Pr^TaxStmndedCa^prasuaiedsBh ={l^et Invesbnent-Net Safe Proceeds)/(i-Tc) 

2 Pre-Tex Stranded Coŝ aBsomad sate = (NBV - A i yU- (SP - capital gains tax}) / ( I - Tc) 

3. Capjtd Gains Tax = (SP-TB)*Tc 

SubstSuSng equab'on 3 into 2 yields: 

4. Pre-Tax Stranded Costp^am^aah=(NBV-ADIT ~(SP-(SP-rB)*Tc)) / (1-Tc) 

The ADIT is the after-tax difference lietween net book value and the tax basis, or 

5. M>IT=(NBV-TB}*Tc 

Substituting 5 into 4 yields: 

6. Pre-Tax Stranded CostprBsumadseio 

^ NBV/(1-To) - NBV*Tc^(1- Tc) + TB* Tc/(1-Tc) - SP/(1-Tc} + SP*rc/(1-Tc) - TB*Tc (̂1-Tc) 

which simf^ifies to 

~NBV{1-Tc)/(1-Tc)-SP'-(1-Tc)/(1-Tc) 

wtMi simplifies to: 

^ N B V - S P 



E x a m p t o S t r a n d e d C o s t T r e a t m s n t o f F A S 109 R e g u l a t o r y A s s e t s 

Income Tax Rate 3S% 
Tax Gross-up 1.54 

A Net Book Value-PUC 
B Net Tax Value-IRS 

C Current Basis DlDfiarence 
D - Ffowed Through to Ratepayers 
E -NormaJizedlbrRafnmaking 

F ADIT{N)-NoiTnalizedforRat8maWng 
G V>OIT(l-1) - Flowed Throuflh to Ratepayers 

H Regulatory Asset 
1 AOn-Cucnemental FAS 109 Deferred Credit) 
J TotalADrr-Deferred Credit 
K Cash 

BALANCE SHEET 
L Assets Net Plant 
M Cash 
N Regulatory A s s ^ 
O Total 
P L lab i l i ^ AOrr-Deferred Credit 
Q Total 
R NET (Sfwukl eauat net oi^nf) 

STF^ANDED COST CLAIM 
Regulatoty Assets 

S Net FAS 109 Regulatory Assets 

Owned Generation 
T Net Plant 
U A D I T - F t d Normalization 

V Net Investment 

W After-Tax Market Value of Owned Plant 

X Ovmed Plant After-Tax Slrandnrt Cost 
Y Ovmed Plant Pre-Tax Stranded Cost 

Z Pra-TaxOTCPaidbyRatepaysfs 
a Income Tax on CTC Paid bfyRabep^reiis 

b Cash Received from Rat^>ayerOIC. 
c ' C a ^ Already On Hand 
d Cash from Marirst Value 

e ToWCash 

C a s e i 

100% 
Normal
ization 

1,000.00 
• 900.00 

100.00 

100.00 

36.00 

35.00 
35.00 

1,000.00 
35.00 

1.035.00 
35.00 
35.00 

i.ooo.op 

-

1.000.00 
35.00 

SBS.OO 
500.p0 

465.00 
715.38 

715.38 
250.38 

. 465.00 
35.00 

500.00 

1,(?0Q.Qq 

Case2 

100% 
How 

Through 

1,000.00 
900.00 

100.00 
100.00 

35.00 

53.85 
18.85 
53.85 

1,000.00 

53.85 
1.053.85 

53.85 
53.85 

1.000,00 

53.85 

1,000.00 
35.00 

965.00 
500,00 

465.00 
715.38 

769.23 
269.23 

500.00 

500.00 

1.000.00 

Bdiibft Rl 1-3 
Page 1 of 1 

A-B 

C-D 

E*35% 

G*1.54 
H*35% 
F^<3+l 
F 

A 
K 
H 
SUM 
J 
SUM 
O-Q 

H 

A 

T-U 
PV of future lash How (*) 

V-W 
¥•1.54 

S+Y 
Z*35% ' 

Z-a 
K 

b+c+d • 

C*) - witti tax basis of B 



Bdiibit RLL-5 
Page 1 of 1 

Afler-Tax Weighted Average Cost of Capital for Merchant Generation 

Effed^e Income Tax Rate for Merchant Generation Owned by DP&L 40.7% 

Debt 

Equity 

ShafB 

51% 

49% 

Rate 

8.2% 

13.6% 

*(1-Tax Rate) = 

= 

2.5% 

6.7% 

After-Tax Weighted Average Cost of Capital 9.2% 
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