
        OCC EXHIBIT _______ 
 
 
 

BEFORE 
THE PUBLIC UTILITIES COMMISSION OF OHIO 

 
In the Matter of the Application of Ohio 
Edison Company, The Cleveland Electric 
Illuminating Company and The Toledo 
Edison Company for Authority to Provide 
for a Standard Service Offer Pursuant to 
R.C.4928.143 in the Form of an Electric 
Security Plan. 

) 
) 
) 
) 
) 
) 
) 

 
 
 
Case No. 14-1297-EL-SSO 

 
 
 
 
 
 

DIRECT TESTIMONY 
OF 

DAVID J. EFFRON 
 
 
 

On Behalf of the 
Office of the Ohio Consumers' Counsel 

10 West Broad St., Suite 1800 
Columbus, OH  43215 

 
 
 

December 22, 2014



 

TABLE OF CONTENTS 
 

Page 
 

I. INTRODUCTION ...................................................................................................1 

II. PURPOSE OF TESTIMONY ..................................................................................3 

III. INCREMENTAL TAX PROVISION .....................................................................6 

IV. DELIVERY CAPITAL RECOVERY RIDER ........................................................9 

V. GOVERNMENT DIRECTIVES RIDER ..............................................................23 

VI. CONCLUSION ......................................................................................................26 

 
SCHEDULES 
 
DJE-1 
DJE-2 
 
ATTACHMENTS 
 
DJE - Attachment 1 
DJE - Attachment 2 
 
 
 
 
 
 

 i 



Direct Testimony of David J. Effron 
On Behalf of the Office of the Ohio Consumers’ Counsel 

PUCO Case No. 14-1297-EL-SSO 
 
I. INTRODUCTION 1 

 2 

Q1. PLEASE STATE YOUR NAME AND BUSINESS ADDRESS. 3 

A1. My name is David J. Effron.  My address is 12 Pond Path, North Hampton, New 4 

Hampshire, 03862. 5 

 6 

Q2. WHAT IS YOUR PRESENT OCCUPATION? 7 

A2. I am a consultant specializing in utility regulation. 8 

 9 

Q3. PLEASE SUMMARIZE YOUR PROFESSIONAL EXPERIENCE. 10 

A3. My professional career includes over thirty years as a regulatory consultant, two 11 

years as a supervisor of capital investment analysis and controls at Gulf & Western 12 

Industries, and two years at Touche Ross & Co. as a consultant and staff auditor.  I 13 

am a Certified Public Accountant and I have served as an instructor in the business 14 

program at Western Connecticut State College. 15 

 16 

Q4. WHAT EXPERIENCE DO YOU HAVE IN THE AREA OF UTILITY RATE 17 

SETTING PROCEEDINGS AND OTHER UTILITY MATTERS? 18 

A4. I have analyzed numerous electric, gas, telephone, and water filings in different 19 

jurisdictions.  In regard to those analyses, I have prepared testimony, assisted 20 

attorneys in case preparation, and provided assistance during settlement negotiations 21 

with various utility companies. 22 
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I have testified in over three hundred cases before regulatory utility commissions in 1 

Alabama, Colorado, Connecticut, Florida, Georgia, Illinois, Indiana, Kansas, 2 

Kentucky, Maine, Maryland, Massachusetts, Missouri, Nevada, New Jersey, New 3 

York, North Dakota, Ohio, Pennsylvania, Rhode Island, South Carolina, Texas, 4 

Vermont, Virginia, and Washington. 5 

 6 

Q5. PLEASE DESCRIBE YOUR OTHER WORK EXPERIENCE. 7 

A5. As a supervisor of capital investment analysis at Gulf & Western Industries, I was 8 

responsible for reports and analyses concerning capital spending programs, 9 

including project analysis, formulation of capital budgets, establishment of 10 

accounting procedures, monitoring capital spending, and administration of the 11 

leasing program.  At Touche Ross & Co., I was an associate consultant in 12 

management services for one year, and a staff auditor for one year. 13 

 14 

Q6. HAVE YOU EARNED ANY DISTINCTIONS AS A CERTIFIED PUBLIC 15 

ACCOUNTANT? 16 

A6. Yes.  I received the Gold Charles Waldo Haskins Memorial Award for the highest 17 

scores in the May 1974 certified public accounting examination in New York State. 18 

 19 

Q7. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND. 20 

A7. I have a Bachelor's degree in Economics (with distinction) from Dartmouth 21 

College and a Masters of Business Administration Degree from Columbia 22 

University. 23 
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II. PURPOSE OF TESTIMONY 1 

 2 

Q8. ON WHOSE BEHALF ARE YOU TESTIFYING? 3 

A8. I am testifying on behalf of the Office of the Ohio Consumers’ Counsel (“OCC”). 4 

 5 

Q9. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 6 

A9. On August 4, 2014, Ohio Edison Company (“OE”), The Cleveland Electric 7 

Illuminating Company (“CEI”), and The Toledo Edison Company (“TE”) 8 

(collectively, the “Utilities” or “FirstEnergy”) filed an application with the Public 9 

Utilities Commission of Ohio (“PUCO” or “Commission”) seeking approval of a 10 

new electric security plan (“the proposed ESP” or “ESP IV”).  As part of this 11 

application, FirstEnergy proposed certain provisions regarding its distribution 12 

service, including continuation of the incremental tax provision presently in effect, 13 

authorization to continue the Delivery Capital Recovery Rider (“Rider DCR”) 14 

presently in effect, and implementation of a new Government Directives Rider 15 

(“Rider GDR”) to recover incurred costs related to governmental directives.  My 16 

testimony addresses the Utilities’ proposals regarding the incremental tax 17 

provision, Rider DCR, and the implementation of the new Rider GDR.  18 
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Q10. DOES YOUR TESTIMONY ON THE UTILITIES’ PROPOSALS REGARDING 1 

ITS DISTRIBUTION RIDERS MEAN THAT YOU AGREE THAT THE 2 

NUMEROUS RIDERS PRESENTLY IN EFFECT FOR FIRSTENERGY 3 

SHOULD BE APPROVED BY THE PUCO? 4 

A10. No.  Riders (also referred to as “trackers,” “cost trackers” or “reconciliation 5 

mechanisms”) allow regulated utilities to collect designated costs from customers 6 

outside of the context of traditional base rate cases, where all elements of the cost 7 

of service are examined.  As a general matter, riders entailing the automatic 8 

collection of certain utility costs from customers are contrary to sound ratemaking 9 

practice.  When utilities are permitted to collect costs from customers through a 10 

rider, the incentive for a utility to control costs tends to be reduced or eliminated.  11 

Even worse, a rider can potentially incent a utility to make uneconomic choices.  To 12 

the extent that such riders are approved, they should be limited to costs that are 13 

large, volatile, and outside of the utility’s control.  Examples of such costs could be 14 

purchased gas costs for a gas distribution utility or fuel and purchased power for an 15 

integrated electric utility. 16 

 17 

FirstEnergy has presented little evidence in this proceeding that the costs that it is 18 

seeking to collect through its proposed riders meet these criteria (costs that are large, 19 

volatile, and outside of the utility’s control).  Additionally, FirstEnergy has not 20 

shown that its financial integrity would be somehow compromised if those costs 21 

could be collected only through a traditional base rate case where the costs would be 22 

subject to closer scrutiny.  (As I explain later in this testimony, Rider DCR in 23 
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particular appears to allow the Utilities to collect revenues that would not be 1 

collected under traditional utility ratemaking methods.)  A report by the National 2 

Regulatory Research Institute (“NRRI”) titled “How Should Regulators View Cost 3 

Trackers?” (September 2009) presents a succinct and balanced description of 4 

regulatory issues associated with riders, and I have attached a copy of this report to 5 

my testimony (DJE - Attachment 1). 6 

 7 

Q11. HOW CAN RIDERS POTENTIALLY RESULT IN UNECONOMIC 8 

INCENTIVES TO A REGULATED UTILITY? 9 

A11. Suppose that a regulated utility was faced with a decision between either replacing 10 

a piece of equipment or contracting to maintain the equipment.  From a present 11 

value perspective it might be more economic to incur the cost to maintain the 12 

equipment rather than replace it.  However, if the utility has a rider where it can 13 

automatically recover the cost of plant additions but would have to “absorb” any 14 

incremental maintenance expense under its existing base rates, then there is 15 

obviously an incentive to make the replacement even though that might not be the 16 

more economic option.  Further, if a utility has a rider where it can automatically 17 

recover the cost of plant additions but would have to absorb any incremental 18 

maintenance expense, then there can even be an additional incentive to modify its 19 

accounting policies to capitalize those incremental maintenance costs that would 20 

otherwise be charged to expense.  21 
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Q12. ARE THERE ANY OTHER POTENTIAL PROBLEMS WITH COLLECTION 1 

OF COSTS FROM CUSTOMERS THROUGH RIDERS? 2 

A12. Yes.  The collection of costs from customers through riders can lead to increases in 3 

rates and revenues (collected by the utility) even when a regulated utility company 4 

does not have a revenue deficiency.  As I explain later, this matter is of particular 5 

concern with regard to each of the FirstEnergy companies. 6 

 7 

By contrast, in the absence of riders, a regulated utility would be able to implement 8 

rate increases only after a traditional rate case where all costs and the revenues under 9 

the rates in effect were taken into consideration.  If it was determined that the rates in 10 

effect were already producing an adequate return, then no rate increase would be 11 

authorized. 12 

 13 

III. INCREMENTAL TAX PROVISION 14 

 15 

Q13. PLEASE DESCRIBE THE INCREMENTAL TAX PROVISION IN THE 16 

UTILITIES’ CURRENT ESP. 17 

A13. The incremental tax provision was approved by Commission in the Case No. 12-18 

1230-EL-SS01 (“ESP III”).  It allows the Utilities to apply for recovery of any new 19 

or incremental taxes going into effect subsequent to June 1, 2011, and not 20 

1 In the Matter of Ohio Edison Company, The Cleveland Electric Illuminating Company, and The Toledo 
Edison Company, Case No. 12-1230-EL-SSO, Opinion and Order at 15, 57. 
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recovered elsewhere.  The application is deemed to be approved if the Commission 1 

does not rule otherwise within ninety days. 2 

 3 

Q14. IF THE INCREMENTAL TAX PROVISION REMAINS IN EFFECT FOR 4 

ESP IV, SHOULD THERE BE CERTAIN MODIFICATIONS? 5 

A14. Yes.  There should be two modifications: (1) The provision should be symmetrical 6 

– that is, it should apply to changes that reduce taxes as well as to changes that 7 

increase taxes; and (2) the provision should be subject to a materiality threshold – 8 

that is, it should not apply to tax changes that do not have a substantial effect on 9 

the Utilities’ expenses. 10 

 11 

Q15. WHY SHOULD THE INCREMENTAL TAX PROVISION BE 12 

SYMMETRICAL? 13 

A15. It is only reasonable that if the Utilities can recover incremental expenses related to 14 

new taxes or incremental taxes, then they should also credit customers for any 15 

reductions to expenses related to the elimination of taxes or decreases in taxes.  16 

Therefore, if any taxes presently in effect are eliminated or decreased, the Utilities 17 

should be required to notify the Commission and the parties to this proceeding of 18 

such changes, and to implement a rate mechanism to credit customers for such 19 

changes, subject to the materiality threshold addressed below.  20 
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Q16. WHY SHOULD THE INCREMENTAL TAX PROVISION BE SUBJECT TO A 1 

MATERIALITY THRESHOLD? 2 

A16. There is no reason why the Utilities should be able to modify their rates for tax 3 

changes that have a relatively immaterial effect on their expenses and income.  If 4 

the effect is not substantial, then no adjustment to the rates for utility service is 5 

necessary.  The Utilities should not go through the process of application, tariff 6 

modification, and customer notification for tax changes that do not have a material 7 

effect on expenses.  In addition, the smaller the effect of the tax change, the less 8 

the chance that it will actually cause the Utilities to experience a revenue 9 

deficiency (or excess).  Therefore, implementation of any collection of or credit for 10 

tax rate changes should be subject to a materiality threshold. 11 

 12 

Q17. WHAT DO YOU RECOMMEND AS MATERIALITY THRESHOLDS FOR 13 

EACH OF THE UTILITIES? 14 

A17. I recommend that unless the annual effect of any tax change is greater than $3 15 

million for OE, $2 million for CEI, or $1 million for TE, the tax change should not 16 

be subject to recovery from or credit to customers through the incremental tax 17 

provision.  These amounts are equal to approximately one percent of the 2013 pre-18 

tax operating income for each of the FirstEnergy Utilities.  19 
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IV. DELIVERY CAPITAL RECOVERY RIDER 1 

 2 

Q18. PLEASE DESCRIBE RIDER DCR THAT CUSTOMERS PAY NOW AS PART 3 

OF THEIR ELECTRIC SERVICE. 4 

A18. The PUCO approved Rider DCR (that customers presently pay) as part of the 5 

Utilities’ ESP II in Case No. 10-338-EL-SSO.2  The purpose of Rider DCR is to 6 

collect from customers the incremental revenue requirement associated with 7 

increases in net utility plant since May 31, 2007 (the date certain in Case No. 07-8 

551-EL-AIR, the Utilities’ most recent base distribution rate case at the time of the 9 

implementation of Rider DCR).  Rider DCR was extended through May 31, 2016 10 

in Case No. 12-1230-EL-AIR (“ESP III”).3 11 

 12 

Q19. WHAT ARE THE COMPONENTS OF THE RIDER DCR REVENUE 13 

REQUIREMENT? 14 

A19. There are three components of the revenue requirement for Rider DCR.  The first 15 

component is the return on the increase in net rate base from Case No. 07-551-EL-16 

AIR, defined as the increase in gross distribution plant in service, less the increase 17 

in related accumulated depreciation and accumulated deferred income taxes.  The 18 

second component is the depreciation on additions to distribution plant in service.  19 

The third component is the property taxes on the additions to distribution plant in 20 

2 In the Matter of Ohio Edison Company, The Cleveland Electric Illuminating Company, and The Toledo 
Edison Company, Case No. 11-338-EL-SSO, Opinion and Order at 11-12, 35-36,40 (August 25, 2010). 
3 In the Matter of Ohio Edison Company, The Cleveland Electric Illuminating Company, and The Toledo 
Edison Company, Case No. 12-1230-EL-SSO, Opinion and Order at 10-11, 33-34 (July 18, 2012). 
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service.  As proposed by the Utilities, the planned annual aggregate Rider DCR 1 

revenue caps would be $240 million for the period June 1, 2016 through May 31, 2 

2017, $270 million for the period June 1, 2017 through May 31, 2018, and $300 3 

million annually for the period June 1, 2018 through the end of ESP IV, with the 4 

individual utility revenue caps set at the following percentages of the aggregate 5 

revenue caps:  OE-50 percent, CEI-70 percent, and TE-30 percent.  (For example, 6 

for the last period of the proposed DCR, revenues for OE could not exceed $150 7 

million, for CEI $210 million, or for TE $90 million, but the revenues for all three 8 

together in the aggregate could not exceed $300 million.) 9 

 10 

Q20. SHOULD THE PUCO AUTHORIZE RIDER DCR TO CONTINUE TO 11 

OPERATE AS IT HAS IN ESP II AND ESP III WITHOUT FURTHER 12 

JUSTIFICATION BY THE UTILITIES? 13 

A20. No.  As I noted above, one potential problem with riders is that they can lead to 14 

increases in utility rates and revenues even when a regulated utility company does 15 

not have a revenue deficiency.  Based on my analysis, this is more than just a 16 

potential problem with each of the FirstEnergy utilities. 17 

 18 

Q21. PLEASE EXPLAIN. 19 

A21. My Schedule DJE-1 is an analysis of the returns by each of the FirstEnergy 20 

distribution utilities on their investments in utility operations in 2013.  Although I 21 

am not a rate of return expert, my calculations show that each of the Utilities 22 

earned returns in 2013 well in excess of what could reasonably be considered an 23 
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adequate return, based on returns authorized by the PUCO, as well as other utility 1 

commissions, in recent years.  The purpose of Rider DCR should be to allow the 2 

Utilities to avoid revenue deficiencies resulting from additions to utility plant in 3 

service, not to perpetuate or augment excess earnings.  Therefore, if the Utilities 4 

are earning returns in excess of their actual costs of capital, additional DCR 5 

increases are unnecessary and inappropriate. 6 

 7 

Q22. PLEASE SUMMARIZE THE ANALYSIS ON YOUR SCHEDULE DJE-1. 8 

A22. On Schedule DJE-1, I have calculated the earned return on rate base and earned 9 

return on equity in 2013 for each of the Utilities based on the utility operating 10 

income stated on a ratemaking basis, the Utilities’ net rate base investments, and 11 

the common equity supporting those rate bases. 12 

 13 

Q23. HOW DID YOU CALCULATE THE UTILITY OPERATING INCOME TO BE 14 

USED IN YOUR CALCULATION OF THE EARNED RETURN ON RATE 15 

BASE? 16 

A23. My analysis begins with the actual 2013 utility operating income as reported in the 17 

2013 FERC Form 1 for each of the Utilities.  I have then made certain adjustments 18 

to the utility operating income for the purpose of calculating the earned return on 19 

investment in utility operations. 20 

 21 

The first adjustment is to eliminate the effect on income taxes of interest 22 

deductions for interest on debt that does not support the rate bases.  As I explain 23 
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below, each of the Utilities’ balance sheets include substantial balances of non-1 

utility assets that are not included in their rate bases.  The tax deductions for 2 

interest on debt not supporting the rates bases should be eliminated from the 3 

calculation of the income tax expense included in utility operating expenses for the 4 

purpose of calculating the earned return on the utility rate base. 5 

 6 

The purpose of the second adjustment is to eliminate the effect of items that I have 7 

assumed for the purpose of this analysis would not normally be reflected in the 8 

determination of utility operating expenses for ratemaking purposes.  I used the 9 

“Special / Extraordinary Items After-Tax” adjustment from the Utilities’ 2013 10 

Significantly Excessive Earnings Test (“SEET”) for this item.4  I am not aware of 11 

the details of the “Special / Extraordinary Items After-Tax” adjustment in the 12 

Utilities’ 2013 SEET.  However, it is my understanding that this item represents 13 

“portions of … net income [that] are special, extraordinary or nonrecurring, or are 14 

otherwise non-representative of the utility’s operations.”5  Based on this 15 

description, the “Special / Extraordinary Items After-Tax” item in the SEET 16 

calculation appears to represent the type of adjustments that would be made in the 17 

determination of the revenue requirement in a rate case.  18 

4 In the Matter of the Determination of the Existence of Significantly Excessive Earnings for 2013 Under 
the Electric Security Plan of Ohio Edison Company, The Cleveland Electric Illuminating Company, and 
The Toledo Edison Company, Case No. 14-828-EL-UNC. 
5 See, for example, Docket No. 14-0828-EL-UNC, Direct Testimony of K. Jon Taylor, page 8. 
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The result after these two adjustments is the adjusted utility operating income that I 1 

use to calculate the earned return on rate base. 2 

 3 

Q24. HOW DID YOU CALCULATE THE RATE BASES OF EACH OF THE 4 

UTILITIES? 5 

A24. The major components of rate base are plant in service, accumulated depreciation, 6 

and accumulated deferred income taxes (“ADIT”).  I took these items from the 7 

Utilities’ November 1, 2013 Rider DCR filing in Case No. 13-2005-EL-RDR.  The 8 

plant in service, accumulated depreciation, and ADIT are the balances as of 9 

September 30, 2013.  Based on my review of the PUCO Staff workpapers 10 

supporting the PUCO Opinion & Order in Case No. 07-551-EL-AIR and each 11 

2013 FERC Form 1, the most significant other component of rate base is the 12 

deferred charge related to the Rate Certainty Plan deferrals.  I have added this item 13 

to rate base for each of the utilities. 14 

 15 

Q25. WHAT RETURN ON RATE BASE HAVE YOU CALCULATED FOR EACH 16 

OF THE UTILITIES? 17 

A25. I have calculated an earned return on rate base of 11.2 percent for OE, 11.7 percent 18 

for CEI, and 10.7 percent for TE.  By comparison, the authorized return on rate 19 

base in Case No. 07-551-EL-AIR was 8.48 percent.  20 
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Q26. HAVE YOU ALSO CALCULATED THE RETURN ON COMMON EQUITY 1 

SUPPORTING RATE BASE THAT THESE RETURNS ON RATE BASE 2 

IMPLY? 3 

A26. Yes.  To calculate the return on equity (“ROE”), I have begun with the adjusted 4 

utility operating income for each of the utilities, as described above.  I then 5 

subtracted the interest expense on debt supporting rate base, which I calculated by 6 

multiplying the weighted cost of debt (as shown in Utilities’ November 1, 2013 7 

DCR filing in Case No. 13-2005-EL-RDR) by the rate base.  This method of 8 

calculating interest expense excludes interest on debt supporting non-rate base 9 

assets.  As noted above, I also adjusted income taxes to exclude the benefits of the 10 

tax deductions related to the interest on debt supporting non-rate base assets. 11 

 12 

I have calculated an earned return on equity of 16.0 percent for OE, 17.1 percent 13 

for CEI, and 15.1 percent for TE.  By comparison, the authorized return on equity 14 

in Case No. 07-551-EL-AIR was 10.50 percent.  15 

 14 



Direct Testimony of David J. Effron 
On Behalf of the Office of the Ohio Consumers’ Counsel 

PUCO Case No. 14-1297-EL-SSO 
 
Q27. WHY DOES YOUR CALCULATION OF THE EARNED RETURN ON 1 

EQUITY DIFFER SO GREATLY FROM THE RETURN ON EQUITY IN THE 2 

UTILITIES’ FINANCIAL STATEMENTS AND THE RESULTS OF THE 3 

UTILITIES’’ CALCULATIONS OF THE ROE FOR SEET PURPOSES IN 4 

CASE NO.14-828-EL-UNC? 5 

A27. My calculation of the ROE here reflects the returns earned on the investment in 6 

utility operations.  This is the relevant ROE for the purpose of determining 7 

whether the Utilities’ present distribution rates are producing excess revenues. 8 

 9 

The ROE based on the financial statements and the Utilities’ calculation of the 10 

ROE for the purpose of the SEET do not measure the return earned on common 11 

equity supporting the Utilities’ respective rate bases.  That is, they do not measure 12 

the earned ROE on a ratemaking basis. 13 

 14 

The balance sheets of each of the FirstEnergy Utilities include significant non-rate 15 

base assets.  In the case of CEI and TE, the largest non-rate base asset is purchase 16 

goodwill, with a balance of approximately $1.6 billion for CEI and $500 million 17 

for TE.  To put those balances of goodwill in perspective, they are actually greater 18 

than the rate bases of the respective companies.  OE’s non-rate base assets in 19 

comparison to its rate base are not so as large as those of CEI and TE but are still 20 

substantial.  21 
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The SEET does not eliminate the common equity supporting the non-rate base 1 

assets from common equity (the denominator) in the ROE calculation, and it does 2 

not eliminate the interest on debt supporting the non-rate base assets from 3 

expenses for the purpose determining net income (the numerator) in the ROE 4 

calculation.  Because it does not distinguish between rate base assets and the 5 

substantial non-rate base assets, the SEET is going to derive a lower ROE than the 6 

actual ROE earned on the investment in utility operations, and in the case of CEI 7 

and TE, much lower. 8 

 9 

Q28. CAN YOU BRIEFLY EXPLAIN WHAT THE GOODWILL REPRESENTS 10 

AND WHY YOU DESCRIBE IT AS A NON-RATE BASE ASSET? 11 

A28. Yes.  Goodwill, also referred to as an acquisition premium, represents the excess of 12 

the purchase price over the net book value of the assets being acquired when one 13 

company is acquired by, or merged into, another company.  Depending on the 14 

circumstances, the goodwill may be “pushed down” to the acquired company and 15 

appear on the books of that company. 16 

 17 

Goodwill in the case of a corporate acquisition or merger is the result of a transfer 18 

of wealth from one group of shareholders to another group of shareholders.  The 19 

price being paid in excess of net book value of the shares acquired is a matter 20 

between the shareholders of the two companies involved in the merger, and should 21 

not be the responsibility of ratepayers.  As a general rule, goodwill is excluded from 22 

rate base and from the determination of utility revenue requirements, as purchase 23 
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goodwill does not represent an investment in assets used to provide utility service 1 

to customers. 2 

 3 

Q29. HAVE YOU CALCULATED WHAT THE EXCESS REVENUES OF THE 4 

UTILITIES WOULD BE BASED ON YOUR CALCULATED ROE’S AND THE 5 

PRESENTLY AUTHORIZED RETURN ON EQUITY? 6 

A29. Yes.  The return on equity in Case No. 07-551-EL-AIR was 10.50 percent.  Based 7 

on that authorized ROE and the ROE’s that I have calculated, OE has excess 8 

revenues of $58.9 million annually, CEI has excess revenues of $60.6 million 9 

annually, and TE has excess revenues of $15.6 million annually. 10 

 11 

Q30. HAVE YOU CALCULATED WHAT THE EXCESS REVENUES OF THE 12 

UTILITIES WOULD BE BASED ON DR. WOOLRIDGE’S RATE OF 13 

RETURN RECOMMENDATIONS? 14 

A30. Yes.  With regard to the return on equity, Dr. Woolridge concludes that the 15 

appropriate equity cost rate for OE, CEI, and TE is 8.7%.  With an authorized 16 

return on equity of 8.7% and the capital structure and cost of debt from Case No. 17 

07-551-EL-AIR, the excess revenues would be $78.0 million for OE, $77.1 18 

million for CEI, and $21.6 million for TE annually (Schedule DJE-1). 19 

 20 

Dr. Woolridge also proposes a capital structure consisting of 55% long-term debt 21 

and 45% common equity, with a long-term debt cost rate of 4.54%.  This results 22 

in an overall fair rate of return, or cost of capital, of 6.41%.  With Dr. 23 
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Woolridge’s capital structure, cost of long-term debt, and 8.7% return on equity, 1 

the excess revenues are $97.2 million for OE, $93.5 million for CEI, and $27.7 2 

million for TE annually (Schedule DJE-2). 3 

 4 

Q31. DOES YOUR ANALYSIS PROVE CONCLUSIVELY THAT THE UTILITIES 5 

HAVE EXCESS REVENUES OF THESE MAGNITUDES? 6 

A31. No.  This would require a full determination of the rate base and net operating 7 

income adjusted to reflect all appropriate ratemaking adjustments for each of the 8 

Utilities, as would be done in a traditional rate case.  The results of such a 9 

determination could be lower revenue excesses or higher revenue excesses.  10 

However, given the magnitude of the differences between the earned ROE’s and 11 

the presently authorized ROE, I believe that the analysis on Schedule DJE-1 12 

strongly implies that the Utilities have excess revenues. 13 

 14 

Q32. HOW DOES THIS RELATE TO THE OPERATION OF RIDER DCR? 15 

A32. Rider DCR is intended to compensate the Utilities for the costs of additions to 16 

plant in service over and above the plant included in their rate bases in the most 17 

recent rate cases.  In effect, Rider DCR stands in place of rate cases that would 18 

allow the Utilities to adjust their rates for additions to plant in service (as well as 19 

other changes in their revenue requirements).  That is, instead of having to file 20 

frequent rate cases to adjust rates for additions to plant in service, the Utilities 21 

periodically adjust their Rider DCR rates.  However, Rider DCR should not 22 

operate to increase the Utilities’ rates above what they would be if they actually 23 
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did file rate cases to capture the costs of additions to plant in service.  If the 1 

Utilities are already earning a return in excess of their cost of capital, 2 

implementing DCR increases would only serve to perpetuate, or even to increase, 3 

the excess return on the investment in rate base used to provide service to 4 

customers. 5 

 6 

Q33. WHAT DO YOU RECOMMEND? 7 

A33. Prior to the implementation of any further rate increases pursuant to Rider DCR, 8 

the PUCO should require the Utilities to file rate cases to establish the appropriate 9 

baseline against which any rate changes pursuant to Rider DCR should be 10 

measured.  The rate cases would also establish the extent to which the Utilities are 11 

(or are not) presently earning returns in excess of their actual cost of capital.  The 12 

Utilities should not be authorized to implement any further rate increases under 13 

Rider DCR until it is established that the effect of such rate increases would not 14 

serve to perpetuate or augment excess earnings. 15 

 16 

Q34. IF THE PUCO DOES AUTHORIZE IMPLEMENTATION OF RIDER DCR, 17 

SHOULD THERE BE CERTAIN MODIFICATIONS TO THE MECHANISM 18 

PROPOSED BY FIRSTENERGY? 19 

A34. Yes.  There should be an investigation of whether changes in the following areas 20 

would be appropriate:  21 
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• It is not clear whether the calculation of the rate base used 1 

in the Rider DCR revenue requirement determination 2 

includes the effect of changes in the accrued Asset 3 

Removal Cost in FERC Account 254 or Account 230 since 4 

May 31, 2007.  The Utilities declined to provide this 5 

information in response to OCC Interrogatory 5-126. (DJE-6 

Attachment 2).  The treatment of this item could affect the 7 

accumulated depreciation that is deducted from plant in 8 

service in the determination of rate base.  The Utilities 9 

should be required to describe their treatment of this item.  10 

If it is determined that the Utilities’ present treatment is not 11 

appropriate, it should be modified. 12 

 13 

• It is not clear whether the calculation of the rate base used 14 

in the Rider DCR revenue requirement determination takes 15 

account of changes in the “FAS 109 Adjustment” included 16 

in FERC Account 190 and/or Account 283 since May 31, 17 

2007.  The Utilities declined to provide this information in 18 

response to OCC Interrogatory 5-127 (DJE-Attachment 2).  19 

The treatment of this item could affect the balance of 20 

Accumulated Deferred Income Taxes (“ADIT”) that is 21 

deducted from plant in service in the determination of rate 22 

base.  The Utilities should be required to describe their 23 
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treatment of this item.  If it is determined that the Utilities’ 1 

present treatment is not appropriate, it should be modified. 2 

 3 

• It is not clear whether the calculation of the rate base used 4 

in the Rider DCR revenue requirement determination takes 5 

account of changes in the “Customer Receivables for 6 

Future Income Tax” included in FERC Account 182 net of 7 

the “Customer Receivables for Future Income Tax” 8 

included in FERC Accounts 254 and/or 283.  The Utilities 9 

declined to provide this information in response to OCC 10 

Interrogatory 5-128 (DJE-Attachment 2).  The treatment of 11 

this item could affect the balance of ADIT that is deducted 12 

from plant in service in the determination of rate base.  The 13 

Utilities should be required to describe their treatment of 14 

this item.  If it is determined that the Utilities’ present 15 

treatment is not appropriate, it should be modified. 16 

 17 

• The Utilities should be required to document the balances 18 

of ADIT deducted from plant in service in the 19 

determination of the current rate base, and to reconcile and 20 

explain any differences between those balances and the 21 

balances in FERC Account 282, property related ADIT, as 22 

of the relevant date. 23 
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• From time to time regulated public utilities change their policies for 1 

capitalizing or expensing given types of expenditures.  The timing 2 

of such changes in accounting policies can be problematic if the 3 

changes are made between rate cases.  For example, a given type of 4 

expenditure may be treated as maintenance expense during a 5 

twelve-month period that serves as a test year in a rate case.  The 6 

utility would then recover that cost as an annual expense in its 7 

revenue requirement.  If at some point after the conclusion of the 8 

rate case, the utility were to change its accounting practices so that 9 

those costs were capitalized, then they would also be included in 10 

plant in service that goes into the rate base.  This would result in a 11 

double recovery of those costs.  Therefore, any changes in 12 

accounting policy that affect the capitalization of expenditures should 13 

be subject to PUCO approval.  Any changes in the Utilities’ 14 

capitalization policies should then be synchronized with the 15 

ratemaking treatment, so that the relevant expenditures will not be 16 

capitalized and included in the rate base used in the calculation of the 17 

Rider DCR revenue requirement at the same time that they are being 18 

recovered from customers in rates as current expenses.  19 
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V. GOVERNMENT DIRECTIVES RIDER 1 

 2 

Q35. PLEASE DESCRIBE THE GOVERNMENT DIRECTIVES RIDER THAT 3 

THE UTILITIES ARE SEEKING TO IMPLEMENT. 4 

A35. The proposed Government Directives Recovery Rider (“Rider GDR”) would 5 

permit recovery of future costs related to programs required by legislative or 6 

governmental directives.  The Utilities would seek authority from the Commission 7 

to defer and recover costs associated with government directives prior to including 8 

such costs for recovery in Rider GDR. 9 

 10 

Q36. SHOULD THE COMMISSION AUTHORIZE IMPLEMENTATION OF 11 

RIDER GDR? 12 

A36. No.  If the Utilities believe that programs required by legislative or governmental 13 

directives would increase costs and cause a revenue deficiency, then the Utilities 14 

should file a rate case to recover the costs related to the directives.  But the 15 

Utilities should not be able to recover the costs associated with the legislative or 16 

governmental directives absent a showing that any such costs actually cause 17 

revenue deficiencies.  18 
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Q37. IF THE COMMISSION DOES AUTHORIZE IMPLEMENTATION OF 1 

RIDER GDR, SHOULD THERE BE CERTAIN MODIFICATIONS TO THE 2 

RIDER AS PROPOSED BY THE UTILITIES? 3 

A37. Yes.  There should be three modifications:  (1) The operation of the rider should be 4 

symmetrical; (2) the implementation of the rider should be subject to a materiality 5 

threshold; and (3) in addition to seeking authority to defer and recover the costs 6 

associated with each separate directive, the Utilities should be required to treat 7 

each directive as a discrete component of the GDR, and to track the costs, revenue 8 

requirement, and recovery of each component separately. 9 

 10 

Q38. WHY SHOULD THE RIDER BE SYMMETRICAL? 11 

A38. Again, it is only reasonable that if the Utilities can recover incremental expenses 12 

related to legislative or governmental directives, then they should also credit 13 

customers for any expense reductions resulting from legislative or governmental 14 

directives that have the effect of eliminating or reducing costs that are presently 15 

being incurred.  Therefore, if any costs presently being incurred are reduced or 16 

eliminated as a result of legislative or governmental directives, the Utilities should 17 

be required to notify the Commission and the parties to this proceeding of such 18 

changes, and to implement a rate mechanism to credit customers for such changes, 19 

subject to the materiality threshold addressed below.  20 
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Q39. WHY SHOULD THE RIDER BE SUBJECT TO A MATERIALITY 1 

THRESHOLD? 2 

A39. The Utilities should not modify their rates for legislative or governmental 3 

directives that have a relatively immaterial effect on their expenses and income.  If 4 

the effect of legislative or governmental directives on costs is immaterial, then no 5 

adjustment to rates is necessary.  Therefore, implementation of any collection of or 6 

credit for legislative or governmental directives should be subject to a materiality 7 

threshold. 8 

 9 

Q40. WHAT DO YOU RECOMMEND AS MATERIALITY THRESHOLDS FOR 10 

EACH OF THE UTILITIES? 11 

A40. Again, I recommend that unless the annual effect of any legislative or 12 

governmental directives is greater than $3 million for OE, $2 million for CEI, or 13 

$1 million for TE (which are equal to approximately one percent of the 2013 pre-14 

tax operating income for each of the FirstEnergy Utilities), the effect of the 15 

legislative or governmental directives should not be subject to recovery from or 16 

credit to customers through the Government Directives Rider. 17 

 18 

Q41. WHY SHOULD THE UTILITIES BE REQUIRED TO TRACK THE COSTS, 19 

REVENUE REQUIREMENT, AND RECOVERY OF EACH DIRECTIVE 20 

SEPARATELY? 21 

A41. Treatment of each directive as a distinct component of the GDR would facilitate 22 

examination of the costs associated with directives, the recoverability of the costs, 23 
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and the recovery of such costs.  The types of expenditures covered by the GDR 1 

would have differing levels of complexity, duration, and potential disagreement 2 

regarding the recoverability of the relevant costs.  Therefore, each directive should 3 

be accounted for separately from the other directives covered by the GDR. 4 

 5 

VI. CONCLUSION 6 

 7 

Q42. PLEASE SUMMARIZE YOUR TESTIMONY. 8 

A42. There should be two modifications to the incremental tax provision:  (1) The 9 

provision should be symmetrical, and (2) the provision should be subject to a 10 

materiality threshold. 11 

 12 

If the PUCO determines that Rider DCR should continue in effect, then prior to the 13 

implementation of any further DCR rate increases, the Utilities should be required 14 

to file rate cases to establish the appropriate baseline against which any rate 15 

changes pursuant to Rider DCR can be measured.  The Utilities should not be 16 

authorized to implement any further rate increases under Rider DCR until it is 17 

established that the effect of such rate increases would not serve to perpetuate or 18 

augment excess earnings. 19 

 20 

The PUCO should not approve the implementation of Rider GDR.  However, if 21 

Rider GDR is implemented, then there should be three modifications to the rider as 22 

proposed by the Utilities:  (1) The rider should be symmetrical, (2) the rider should 23 
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be subject to a materiality threshold, and (3) each directive should be treated as a 1 

separate component of the GDR and tracked separately. 2 

 3 

Q43. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 4 

A43. Yes.  However, I reserve the right to incorporate new information that may 5 

subsequently become available. 6 
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