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IN TRO D UC TIO N1

Q . P L E A S E S TA TE Y O UR N A M E ,TITL E ,A N D B US IN E S S A D D RE S S .2

A . M y name is Steve Stau b. I am employed by FirstEnergy Service C ompany as V ice3

P resid entand Treasu rer.M ybu siness ad d ress is 7 6 S.M ain St.,A kron,O H 44308 .4

Q . P L E A S E D E S C RIB E Y O UR P RO FE S S IO N A L Q UA L IFIC A TIO N S ,5

E M P L O Y M E N T E X P E RIE N C E ,A N D E D UC A TIO N A L B A C KGRO UN D .6

A . I earned a B achelor of Science d egree in A ccou nting and P oliticalScience from the7

University of P ittsbu rgh in 1993, a M aster of B u siness A d ministration from the8

University of P ittsbu rgh in 1997 ,and a M aster of Taxation from Robert M orris9

Universityin 200 7 .Iworked forM ellon B ank,focu singon capitalmarkets and corporate10

banking from 1994-1998 . I then became a Senior Finance A nalystwith Ford M otor11

C ompany from 1998 -1999. In 1999,I joined D u qu esne L ightC ompany as a Senior12

FinancialC onsu ltantwhere Iwas promoted to M anagerof C orporate Finance in 2002,13

and then promoted to A ssistantTreasu rer in 2003. In 200 7 I became the A ssistant14

Treasu rerforA llegheny Energy Inc.,which merged with FirstEnergy C orp.in 2011. I15

was the Execu tive D irector and A ssistantTreasu rer in 2012 and was promoted to my16

cu rrentposition in 2013.In my cu rrentposition,Iam responsible forTreasu ry activities17

inclu d ing capitalmarkets,cash management,d erivatives,investmentmanagement,and18

d ebt compliance. I am also responsible for B u siness P lanning activities inclu d ing19

bu d geting,forecasting,and financialplanning.M y responsibilities extend to eachof the20

companies owned by FirstEnergy C orp.,inclu d ingO hio Ed ison C ompany,The C leveland21

Electric Illu minating C ompany,and The Toled o Ed ison C ompany (collectively,the22

“C ompanies”).23
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Q . W H A T IS TH E P URP O S E O F Y O UR TE S TIM O N Y ?1

A . The pu rpose of my testimony is to explain and su pportthe 11.15% retu rn on equ ity2

(“RO E”)u sed to d etermine the revenu e requ irements information related to the ou tpu t3

from the D avis-B esse N u clear P ower Station (“D avis-B esse”) and the W .H .Sammis4

P lant(“Sammis”)(collectively,the “P lants”)proposed to be sold to the C ompanies and to5

su pportthe ad ju sted capitalstru ctu re u tilized byC ompanywitness Ru berto.6

Q . H O W W IL L TH E C O M P A N IE S C O M P E N S A TE FIRS TE N E RGY S O L UTIO N S7

C O RP .(“FE S ”)FO R TH E O UTP UT UN D E R TH E P RO P O S E D TRA N S A C TIO N ?8

A . The C ompanies willcompensate FES forallcosts associated with the P lants and O hio9

V alley Electric C orporation (“O V EC ”),plu s aretu rn on capitalinvestments in the P lants.10

A s shown in the testimony of C ompany witness L isowski,FES’s retu rn on its capital11

investments in the P lants willinclu d e an RO E.12

Q . W H A T RO E W O UL D B E IN C L UD E D IN TH E P RO P O S E D TRA N S A C TIO N ?13

A . The RO E agreed to bythe C ompanies and FES is 11.15%.14

Q . H O W W A S A N 11.15% RO E D E TE RM IN E D TO B E A P P RO P RIA TE A N D15

RE A S O N A B L E ?16

A . The reasonableness of an 11.15% RO E can be d emonstrated by referring to relevant17

P u blic Utilities C ommission of O hio (“C ommission”)preced entfor asimilar contract.18

Fu rther,cu rrentmarketcond itions and the associated risks also show thatthe u se of an19

11.15% RO E is reasonable.20
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A N 11.15% RO E IS RE A S O N A B L E1

Q . H A S TH E C O M M IS S IO N RE C E N TL Y E S TA B L IS H E D A N RO E FO R A2

S IM IL A R TRA N S A C TIO N ?3

A . Y es.Recently the C ommission consid ered asimilarcost-based pricingmechanism in the4

A EP C apacity C ase.1 In thatproceed ing,O hio P owerC ompany and C olu mbu s Sou thern5

P ower (“A EP O hio”) sou ghtC ommission approvalfor a cost-based capacity pricing6

mechanism. This cost-based pricing mechanism bears similarities to the recovery of7

capitalinvestments here,since the mechanism established in the A EP C apacity C ase was8

primarily intend ed to compensate A EP O hio for capitalinvestments in its generation9

resou rces.Similarto the proposed transaction in this case,A EP O hio sou ghtto recovera10

reasonable RO E.11

Q . H O W D ID A E P O H IO JUS TIFY ITS P RO P O S E D RO E ?12

A . A EP O hio’s proposed RO E was originally based on atemplate from anotherproceed ing13

which contained an RO E of 11.1%.2 A E P O hio recommend ed increasing thatRO E to14

11.15% to be consistentwiththe RO E proposed in A EP O hio’s mostrecentd istribu tion15

case filing.316

Q . D ID A E P O H IO P RO P O S E TH A T ITS RO E RE M A IN FIX E D TH RO UGH O UT17

TH E TE RM O F TH E C O S T-B A S E D C A P A C ITY P RIC IN G M E C H A N IS M ?18

A . Unlike the proposed transaction here where the C ompanies requ ired an u ncond itionally19

fixed RO E,A EP O hio d id notu ncond itionally gu arantee thatthe RO E wou ld remain20

1 In the M atter of the C ommission Review of the C apacity C harges of O hio P ower C ompany and C olu mbu s
Sou thern P ower,C ase N o.10-2929-EL -UN C (“A E P C apacity C ase”).
2 Id.
3 Id.
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fixed forthe length of the capacity charge. H owever,A EP O hio d id propose to fix the1

RO E forits capacity pricingformu laforthe term thatthe rate is applicable,bu treserved2

the rightto mod ify itgiven any appropriate regu latory filing or filings to mod ify the3

RO E.44

Q . W H Y IS FE S ’S C O N C E S S IO N TO KE E P TH E RO E FIX E D RE L E V A N T?5

A . B y agreeing to fix the RO E at11.15% over the fifteen-year term of the Economic6

Stability P rogram,FES bears allof the risk of a fixed RO E thatwou ld otherwise be7

impacted by risinginterestrates overthe term.This is asu bstantialbenefitto cu stomers,8

and d emonstrates thatu singthe same 11.15% RO E thatwas approved forA EP O hio bu t9

fixingitoverthe term is aconservative approachin this case.10

Q . D ID TH E C O M M IS S IO N A P P RO V E A E P O H IO ’S P RO P O S E D RO E FO R TH E11

C A P A C ITY C O N TRA C T?12

A . Y es. The C ommission approved A E P O hio’s proposed 11.15% RO E withou t13

mod ification.514

Q . W H Y IS TH E A E P C A P A C ITY C A S E RO E A P P RO P RIA TE FO R P URP O S E S15

O F TH IS C A S E ?16

A . The A EP C apacity C ase involved a contractwhich bears similarities to the proposed17

transaction here. In both cases,the generation provid er (A EP O hio or A EP GenC o18

d epend ingon the period atissu e)provid es acost-based service.A s d iscu ssed in greater19

d etailbelow,FES has a higher bu siness risk profile than A EP O hio had when the20

4 Id.
5 C ase N o.10-2929,O pinion and O rd er,p.34 (“Fu rther,u pon consid eration of the argu ments with respectto the
appropriate retu rn on equ ity,we find thatA EP -O hio's recommend ation of 11.15 percentis reasonable and shou ld be
ad opted .”).
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C ommission approved the 11.15% RO E for A EP O hio. H owever,the transaction1

contemplated here is comparable to A EP O hio’s in the A EP C apacity C ase.Takingallof2

these factors into consid eration,the C ompanies d etermined thatu tilizinga11.15% RO E,3

as previou sly approved by the C ommission u nd er similar circu mstances,was a more4

reasonable and conservative approachthan u singamu chhigherRO E thatreflects FES’s5

specific riskprofile as amerchantgeneration owner.6

Q . A RE TH E RE A N Y M E TH O D O L O GIE S O TH E R TH A N TH E A E P C A P A C ITY7

C A S E TH A T S UP P O RT TH E A P P RO P RIA TE N E S S O F TH E 11.15% RO E ?8

A . Y es. The proposed RO E can also be compared to the RO E mostrecently approved for9

the C ompanies,as mod ified to accou ntforthe riskof fixingitforthe 15-yearterm of the10

proposed transaction.11

Q . W H A T IS TH E M O S T RE C E N T RO E A P P RO V E D FO R TH E C O M P A N IE S ?12

A . The mostrecentapproved RO E forthe C ompanies is 10.5%.613

Q . IS TH E 11.15% RO E GE N E RA L L Y C O N S IS TE N T W ITH TH E RO E S14

A P P RO V E D FO R TH E C O M P A N IE S ?15

A . Y es. Su bjectto the basis pointpremiu m d iscu ssed laterin my testimony,the RO E is16

generallyconsistentwiththe retu rn au thorized forthe C ompanies.17

6 C ase N o.07 -551-EL -A IR throu gh07 -554-EL -UN C ,O pinion and O rd erd ated Janu ary21,2009,p.21.
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Q . W H Y IS TH E M O S T RE C E N TL Y A P P RO V E D RO E FO R TH E C O M P A N IE S1

RE L E V A N T TO TH E A P P RO P RIA TE RO E FO R TH E P RO P O S E D2

TRA N S A C TIO N ?3

A . The C ompanies’RO E is relevantbecau se itprovid es abenchmarkto measu re againstand4

also shows thatrecentO hio preced entsu pports an RO E in this range,and thatthe 11.15%5

RO E u sed in this transaction is reasonable.6

Q . IN A D D ITIO N TO TH E A E P O H IO C A P A C ITY C A S E A N D TH E C O M P A N IE S ’7

D IS TRIB UTIO N RA TE C A S E ,W H A T O TH E R FA C TO RS S UP P O RT Y O UR8

A S S E S S M E N T TH A T TH E RO E IS A P P RO P RIA TE ?9

A . Ialso consid ered how the RO E proposed forthis transaction compares to the RO E for10

d istribu tion u tilities and how the long term fixed natu re of the proposed transaction11

wou ld impactthe appropriate RO E when starting with those d istribu tion u tility RO E12

valu es.13

Q . H O W D O E S TH E RIS K P RO FIL E FO R FE S C O M P A RE TO TH E RIS K14

P RO FIL E FO R O H IO E L E C TRIC D IS TRIB UTIO N UTIL ITIE S ?15

A . FES provid es energy-related prod u cts and services to retailand wholesale cu stomers and16

owns,throu gh su bsid iaries,merchantgeneration,which is by its natu re riskierthan an17

ED U. The higherbu siness risk for FES reflects,among otherthings,the volatility of18

marketprices forelectricity,the u ncertain natu re of its cu stomerbase,and an u ncertain19

regu latory environment from the stand point of both markets and environmental20

mand ates.FES continu es to manage capitalspend ing,O & M costs,maintain its hed ging21

strategy,and maximize its margins— bu tsu stained weakness and volatility in power22

prices have,and willcontinu e to,hu rtFES's cash flow,ju stas itwillother merchant23
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generation companies. Uncertain and u ncontrollable marketand regu latory risks and1

cu rrent market realities increase the risk of investing in merchant generation,and2

therefore increase the retu rn requ ired to attractad d itionalinvestment.A ccord ingly,FES3

wou ld have ahigher requ ired retu rn on equ ity than A EP O hio,which was more fu lly4

regu lated atthe time its 11.15% RO E was au thorized .Forexample,in d iscu ssingcapital5

and financing costs for new bu ild generation,C ompany witness Rose d evelops an6

estimated RO E of 13.3% formerchantgeneration owners,fu rtherd emonstratingthatthe7

11.15% RO E proposed here,is conservative and reasonable.8

Q . S H O UL D TH E RO E B E L IM ITE D TO A 10.5% RO E S IN C E TH A T IS TH E RO E9

M O S T RE C E N TL Y A P P RO V E D FO R TH E C O M P A N IE S ?10

A . N o. In the A EP C apacity C ase,A EP O hio requ ested an 11.15% RO E for capacity11

pricing.A EP O hio proposed this RO E becau se itwas consistentwiththe RO E proposed12

in its concu rrent d istribu tion proceed ing. The C ommission-approved RO E in A EP13

O hio’s d istribu tion proceed ingwas lowerthan the 11.15% requ ested .7 Staff opposed the14

11.15% RO E in the A EP C apacity C ase on the grou nd s thatthe lowerd istribu tion retu rns15

the C ommission u ltimately approved shou ld be u sed instead of the 11.15% requ ested by16

A EP O hio.The C ommission rejected Staff’s position,find ingthatthe d istribu tion RO Es17

were notappropriate for capacity pricing and au thorizing the 11.15% RO E for A EP18

O hio.819

7 C ase N o.11-351-EL -A IR,O pinion and O rd er,p.11.
8 C ase N o.10-2929,O pinion and O rd er,p.34 (“Fu rther,u pon consid eration of the argu ments with respectto the
appropriate retu rn on equ ity,we find thatA EP -O hio's recommend ation of 11.15 percentis reasonable and shou ld be
ad opted .A s A E P -O hio notes.Staffs recommend ed retu rn on equ ity was solely based on the negotiated retu rn on
equ ity in the C ompany's d istribu tion rate case whichhas no preced entialeffectpu rsu antto the express terms of the
stipu lation ad opted by the C ommission in thatcase.O u rad option of aretu rn on equ ity of 11.15 percentincreases
Staff’s recommend ation by$10.09/M W -d ay.”).
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Q . W H A T W A S TH E D IFFE RE N C E B E TW E E N TH E RO E A P P RO V E D FO R A E P1

O H IO IN ITS D IS TRIB UTIO N RA TE C A S E A N D TH A T A P P RO V E D IN TH E2

C A P A C ITY C A S E ?3

A . In A EP O hio’s d istribu tion case,the C ommission approved astipu lation withRO Es from4

10.0% to 10.3%. The A EP C apacity C ase au thorized a generation-related RO E of5

11.15%. Therefore,the d ifference su pports an increase in the RO E approved for6

generation investmentthatis between 8 5and 115basis points overd istribu tion RO Es.7

Q . W H A T IS TH E RA N GE O F A P P RO P RIA TE RO E S IF TH E C O M P A N IE S ’8

D IS TRIB UTIO N RO E W A S A D JUS TE D IN TH E S A M E M A N N E R A S IN TH E9

A E P C A P A C ITY C A S E ?10

A . A pplyingthe 8 5 to 115 basis pointd ifferentialbetween the A EP C apacity C ase and A E P11

O hio’s mostrecentd istribu tion case,to the C ompanies’mostrecentd istribu tion RO E12

wou ld yield arange of possible retu rns on equ ity of 11.35% to 11.65%.9 A gain,this13

confirms thatan RO E of 11.15% forFES in the proposed transaction is reasonable.14

Q . IS TH E L E N GTH O F TH E A N TIC IP A TE D TRA N S A C TIO N RE L E V A N T TO15

D E TE RM IN IN G A N A P P RO P RIA TE RO E ?16

Y es. The fixed natu re of the RO E here is valu able in this time of low interestrates,17

becau se itprovid es cu stomers withad d itionallong-term costcertainty.The costcertainty18

benefit is particu larly evid ent when the long term of the proposed transaction is19

consid ered ,which wou ld fix the RO E for 15 years. This is a significantbenefitto20

cu stomers becau se itprotects them from the likelihood thatrates willrise over time.21

C onsequ ently,this shifts the riskonto FES.22

9 10.5% RO E plu s 8 5to 115basis points.
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Q . IS TH E RE A W A Y TO M E A S URE A N D V A L UE TH E IN C RE A S E D RIS K1

A S S O C IA TE D W ITH L O N G-TE RM IN V E S TM E N TS ?2

A . Y es. The marketevalu ates the risk of long-term obligations every d ay. U.S.Treasu ry3

B ond (“Treasu ry B ond ”) yield s (d eemed as the risk free rate) are typically u sed as a4

benchmark. To price the bond issu ance,investors typically d emand higher treasu ry5

yield s to compensate forthe greaterrisks associated with the long-term natu re of a15-6

yearbond versu s short-term obligations.O ne way to d evelopareasonable valu e estimate7

of the riskinvolved in fixingarate of retu rn foraperiod of time is to measu re the spread s8

between activelytrad ed Treasu ry B ond s overacomparable time period .9

Q . H A V E Y O U P E RFO RM E D A N A N A L Y S IS O F TRE A S URY B O N D S TO10

E V A L UA TE TH E RIS K TO FE S IN FIX IN G TH E RO E FO R FIFTE E N Y E A RS ?11

A . Y es. I have analyzed d ata from the last15 years to d etermine the average 1-year12

Treasu ry B illinterestrate,2.22%.10 Ihave also analyzed thatsame 15-yearperiod to13

d etermine the average 15-yearTreasu ry B ond interestrate,4.18 %.11 B ased on this d ata,I14

conclu d e thatthe marketd emand s an average 196 basis pointincrease overthe 1-year15

interestrate to compensate for the longer 15-year term of the investment. This basis16

pointestimate d oes notaccou ntforthe ad d itionalimpactof cred itspread s,becau se,as I17

mention above,Treasu ry B ond s are consid ered to be risk-free investments.18

10 See workpaperSS-1.
11 Id.
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Q . W O RKIN G FRO M TH E C O M P A N IE S ’C URRE N T D IS TRIB UTIO N C A S E RO E ,1

W H A T W O UL D TH E RA N GE O F RO E S B E IF TH E Y W E RE A D JUS TE D FO R2

TH E RIS K TO FE S O F FUTURE IN TE RE S T RA TE IN C RE A S E S ?3

A . Forthe proposed transaction,if we startwiththe C ompanies’cu rrentRO E and ad ju stit4

for the average risk of yield increases over the fixed term of 15 years (i.e.196 basis5

points),thatresu lts in a12.46% RO E.This analysis provid es yetmore confirmation that6

relyingon the C ommission’s A EP C apacity C ase preced entforan 11.15% RO E is both7

appropriate and reasonable.This range d oes notreflectany riskpremiu m associated with8

the bu siness profile of FES as compared to the C ompanies.9

TH E FE S C A P ITA L S TRUC TURE S H O UL D B E A D JUS TE D10

Q . P L E A S E B RIE FL Y E X P L A IN FE S ’S C A P ITA L S TRUC TURE .11

A . L ike mostlarge companies,FES fu nd s its operation throu gh acombination of d ebtand12

equ ity.FES’s capitalstru ctu re is approximately65% equ ity and 35% d ebt.13

Q . W H Y IS TH E C A P ITA L S TRUC TURE RE L E V A N T TO FE S ’S RE TURN O N ITS14

C A P ITA L IN V E S TM E N TS IN TH E P L A N TS ?15

A . The FES capitalstru ctu re is relevantto the riskassociated with an entity. A s ageneral16

ru le,the higherthe risk,the higheramou ntof equ ity is requ ired . Investors in bothd ebt17

and equ ity instru ments regu larly examine a company’s overallcapitalstru ctu re when18

d eterminingwhetherto invest.19

Q . IS TH E RE A N Y RE A S O N W H Y A N A D JUS TE D C A P ITA L S TRUC TURE20

W O UL D B E A P P RO P RIA TE ?21

A . Y es. N otwithstand ing FES’s capitalstru ctu re,which is approximately 65% equ ity and22

35% d ebtand commensu rate with its risk profile,an ad ju sted capitalstru ctu re of 50%23
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equ ity and 50% d ebtis comparable to the C ompanies’51% equ ity and 49% capital1

stru ctu re as approved by the C ommission in the C ompanies’lastrate case. The same2

capitalstru ctu re is also u sed in the existing D elivery C apitalRecovery Rid er.12 Using3

this capital stru ctu re significantly increases the benefits to cu stomers becau se the4

compensation willinclu d e ahigherlevelof d ebtthan thatactu ally held by FES. D ebt5

command s a lower retu rn than equ ity,so impu ting a higher levelof d ebtthan actu al6

lowers the overallcostof capitalforthe proposed transaction.7

C O N C L US IO N8

Q . W H A T RO E IS RE A S O N A B L E A N D A P P RO P RIA TE FO R TH E P RO P O S E D9

TRA N S A C TIO N ?10

A . In lightof the range of RO Es thatwere d etermined u sing alternative method ologies,11

u sing the 11.15% RO E previou sly approved by the C ommission in the A EP C apacity12

C ase is the mostreasonable and appropriate way to d etermine the retu rn on capital13

investments for the P lants. This RO E is lower than those yield ed by the alternative14

method ologies d iscu ssed above,and is in line with the very similarcontractpreviou sly15

approved bythe C ommission forA EP O hio.16

Q . D O E S TH A T C O N C L UD E Y O UR TE S TIM O N Y ?17

A . Y es.Ireserve the rightto su pplementmytestimony.18

12 C ase N o.10-38 8 -EL -SSO ,O pinion and O rd er,p.11
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