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3XUFKDVH $JIUHHPHQI 333%” ' whereby they will purchase generating unit contingent
power for 15 years from their Federal Energy Regulatory CommisVlRQ 3)(5&"
regulated affiliate company FirstEnergy Solutions Corp. 3)(6~  ,Q SDUILFX0DU WKH
Companies propose to purchase all power products which are currently sold at wholesale
in FERC-UHJXODIHG PDUNHIV IURP ) (61 " DYLV-Besse (nuclear fueled) and Sammis (coal
fueled) generating units.> 7KHVH SXUFKDVHV ZRX0G EH PDGH DIl IKH SODQIVY IX00\ HPEHGGHG
costs, providing a fixed return of and on capital, as if the plants were still regulated by the
3XEILF 8ILLILHY &RPPLWLRQ RI 2KIR 338&2° RU 3&RPPLWLRQ" . The Companies
would then re-sell the acquired power products into the FERC-regulated wholesale
markets. Any losses that the Companies might experience in these transactions would be
covered by a non-bypassable charge==a so-called Retail Rate Stability RLGHU 35LGHU
556~ + paid by their captive local ratepayers, and any gain that might be realized would
be flowed through to those ratepayers. In the simplest economic terms, the proposed ESP
DVNV IIKH &RPSDQLHV] ORFDO UDIHSD\HUV IR JR LQIR WKH PHUFKDQIl SRZer business by shifting
IKH QH[W \HDUV{] FRVIV DQG ULVNV RI RZQHUKLS RI IKH QRIHG SRZHU SODQIV WR IIKH
&RPSDQLHVY UHIDLO UDIHSD\HWV LQ H[FKDQJH IRU WKH ULJKII IR VHO0 IKH SODQIVY RXISXII LQWR WKH
wholesale electricity markets operated by PJM.

The generating plants that the Companies propose to purchase power from over

the 15-year term of the PPA are heavily in debt.’

! The Companies have not provided the PPA. However, the Companies produced a term sheet for the PPA

through discovery. See IEU-Set-1-INT-25, included in Appendix B.

2 The proposal also includes the purchase by the Companies of a small portion (115.9 megawatts) of Ohio

Valley Electric Corporation 329 (& capacity. My understanding is that FES does not control the OVEC facilities
and that OVEC plant operating decisions are not made by either the Companies or FES.

3 See Harden Direct Testimony, at 10.
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I [ spite of these investments=the

most recent of which is the completion in 2014 of a $600 million steam generator
replacement at Davis-Besse==FES now indicates that the plants may be retired without
the regulated ratepayer backing provided by a PPA ZKLFK SULFHV IKH SODQIV] RXISXIV DH
their fully embedded costs (including the costs of debt).

To the extent that the subject plants cannot cover their full embedded costs, local
Ohio ratepayers are being asked to assume the debt and subsidize the costs of the FES
plants. In making their proposal, however, the Companies have projected that, over the
longer term, the PPA will provide a significant financial benefit to ratepayers. Yet, the
proposal as proffered then involves an economic non sequitur: If the plants face
retirement, it is because they do not yield a positive expected net present value for an
efficient owner going forward + and would not do so for ratepayers. That is, the plants
DUH 30RVHUWV.” On the other hand, if the plants can and will produce a positive net present
value on the open market (claimed by the Companies to total fully $770 million®) for
ratepayers even when those ratepayers pay the full embedded cost (plus return) of the
plants, they would also do so for an efficient, non-subsidized owner and would therefore
not rationally be retired. Indeed, under the latter conditions, FES is inexplicably giving

WKH ULIKIV R WKH SODQIV] RXISXIV DZD\ R UDIHSD\HUV Dii EHORZ WKHLU 1DLU PDUNHII YDOXH

) e

5 See Direct Testimony of Steven E. Strah (at 16:12-13, errata filed November 14, 2014) and Direct
Testimony of Jay A. Ruberto (at 6:5-6, errata filed November 14, 2014, and Attachment JAR-1 Revised) on behalf
of Ohio Edison Company, The Cleveland Electric llluminating Company, and The Toledo Edison Company, Case
No. 14-1297-EL-SSO, August KHUHLQDINHU 36WUDK ™ LUHF 7HVILPRQ\" DQG 35XEHUIR ™ LUHFI 7HWILPRQ\.”
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Q7.
AT.

WUDQVDFILRQ VKLIIV WKH ULVN RI WKLV 3EHI” IURP ) (61 SULYDIH LQYHVIRW IR KH &RPSDQLHV{
captive ratepayers. That is, without the proposed PPA, the investors who own ) (6
Davis-Besse (nuclear fueled) and Sammis (coal fueled) generating units would either find
that market-generated revenues would be sufficient to cover the fully embedded costs
(including a return) of the plants, or they * the lenders and equity investors £ would be on
the hook for any shortfall.

PLEASE SUMMARIZE YOUR FINDINGS.

Based on the economics and the evidence, | find that the proposed ESP and associated
Rider RRS are anticompetitive, portend harm to Ohio ratepayers, and would distort the
sound functioning of the PJM wholesale electric power markets. Although the proposed
ESP claims to provide resource diversity, reduced consumer power price volatility, and
HYHQIXDOON FXVIRPHU VDYLQJV DWXPLQJ WKH &RPSDQLHV]  -year forecasts are correct),
resource diversity and insulation from price volatility are available to the Companies and
their ratepayers through the open market, and there is no basis for assuming or
contending that self-dealing between the Companies and their affiliated wholesale
JHQHUDILRQ FRPSDQ\ ZL00 HQDE(H IKHP R 3EHDW IKH PDUNHI® ZKHQ L FRPHV IR SULFLQJ
find that the central economic character of the proposed ESP is most properly seen as the

XVH RI FDSILYH UDIHSD\HUV R VXEVLGL]H DQG EDLO RXW WZR RI ) (6 (DUJHst unregulated power

generation facilities [
]
I

As | explain below, the federally regulated wholesale power markets relied upon

by the state of Ohio are signaling to the marketplace exactly what we expect. That is,
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the competitive market are straightforward. The de facto guaranteed returns of and on
costs would create incentives for sustaining inefficient operations (i.e., operations that
ZRX0G QRN EH HFRQRPLF LI SXI IR WKH WHVW Rl 3-OfV PDUNHIi-determined prices). Because
FES would essentially be allowed to pass through all costs associated with the plants and
receive a guaranteed return on investment, the proposed ESP effectively would have
UDWHSD\HUV EHDU ULVNV RWIKHUZLVH ERUQH EN ) (61 RZQHW  6XFK VXEVLGL]DILRQ RI ULVN ZRX0G
KDYH UHDGLO\ SUHGLFIDEOH FRQVHTXHQFHV ) (6] RZQHW ZRX0G UDILRQDIO\ VHHN R PDNH
capital investments in the plants to support continued operations, even when such
investments are uneconomic relative to alternatives in the open marketplace.® The costs
of uneconomic and distorted investment choices will surely 1D00 XSRQ WKH &RPSDQLHVY
ratepayers. At the same time, to the extent that uneconomic operations and investments
bring electricity supplies to the market, they cannot help but put downward pressure on
power prices and displace power from new and existing efficient sources.

, DOVR ILQG WKH &RPSDQLHV] SURSRVDO #R EH LQUHUQDOO\ FRQIUDGLFIRU\  2n the one
KDQG WKH &RPSDQLHV] WHVILPRQ\ VXSSRUILQJ LIV SURSRVDO VXJJHVWV WKDI WIKH SODQIV LQ
question face imminent retirement, with adverse consequences for resource diversity and
reliability, if ratepayers do not step in and backstop the recovery of their costs.’> On the

RUKHU KDQG WIKH &RPSDQLHV] DVWHUI IKDI iKH (63 ZL00 EHQHIL UDIHSDNHUY

9

The Companies must seek PUCO approval for costs incurred under the proposed PPA; however, the

incentives to overinvest created by rate of return regulation are well documented by economists (see below).

10

See Moul Direct Testimony at 2:17: 37KH HFRQRPLF YLDELOLI\ RI WKH 30DQIV LV LQ GRXEW.” See also Moul

Direct Testimony at 5-12.
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I the implication is not the imminent

abandonment of the plants. If the plants can cover their going-forward operating costs
when run efficiently, market forces will direct their continued operation * either by the
current owners or with the current owners taking a loss and putting the plants at written-
down value in the hands of owners who can run them efficiently. While the latter
alternative would be to the chagrin of the current equity investors and, perhaps, lenders,
such outcomes are to the benefit of consumers and the economy: Consumers still get the
benefit of the power that the plants can produce and the incentive effects of placing losses
and gains on those who put capital at risk are maintained.

Finally, claims that the proposed ESP maintains resource diversity and mitigates
retail price volatility are significantly overstated and unsupported by objective analysis.
In particular, Ohio already relies on coal-fired generation for 70% of its power supply.*?

Incremental moves toward greater reliance on natural gas resources will not rapidly

11

12

See Ruberto Direct Testimony at 6-9.

See http://www.puco.ohio.gov/puco/index.cfm/consumer-information/consumer-topics/where-does-

ohioe28099s-electricity-come-from/#sthash.ljoPholv.dpbs, accessed December 20, 2014.

10




















http://phx.corporate-ir.net/phoenix.zhtml?c=147906&p=irol-newsArticle_Print&ID=1960327






http://www.ferc.gov/about/strat-docs/FY-2014-FY-2018-strat-plan.pdf
http://www.ferc.gov/about/strat-docs/FY-2014-FY-2018-strat-plan.pdf
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Q21.

A21.

Q22.

A22.

DUH DVRFLDIHG ZLIK ) (61 DIUHDG\ LQYHWHG FDSLID0 ZKLFK LIl VHHNV IR UHFRYHU 3RI DQG RQ”

IURP IKH &RP SDQLHVY FDSILYH UDWHSD\HUV 49

HOW DO THE COMPANIES DETERMINE THE IMPACT OF THE PPA ON
RATEPAYERS?

Under the proposed Rider RRS, the Companies will determine the difference between
margins earned by the plants when making sales of energy, capacity, and ancillary
VHUYLFHV IR 3-O DQG WKH SODQWTV FDSDFLIN FKDUJH RU VXQN FRVIV. VHH DERYH = KHQHYHU IIKH
margin is greater than the capacity charge, all ratepayer costs will decrease. Conversely,
whenever the margin is less than the capacity charge, all UDIHSD\HUV{ costs will increase.
As proposed by the Companies, these calculations will be ongoing and trued up from
time-to-time under Rider RRS.*®

HOW DO THE COMPANIES PROPOSE TO OPERATE THE TWO PLANTS
THEY WILL CONTROL UNDER THE ESP?

The Companies have indicated that Mr. Ruberto will oversee the offer pricing of the
JHQHUDILQJ XQLIV] HQHUJ\ FDSDFLIN, DQG DQFLOODUN VHUYLFHV ZKHQ PDNLQJ VDOHV LQIR 3-OfV

wholesale markets.”® Although the Companies have not offered any explanation as to

how they will develop market offers, [
.
.  That is, in order

for ratepayers to obtain value from the plants, the plants must operate and produce

49

These costs also include a tax payment which appears to be a transfer from the Companies to FES to shield

) (6 IURP ID[HV LQFXUUHG LQ DVVRFLDILRQ ZLIK KH &RPSDQLHV] FDSDFLIN SD\PHQI

50

51

See Savage Direct Testimony at 3:7-22.
See Appendix B, OCC Set 1-INT-20.

27
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Q31.

A3l

7+( &203%1,(67-867,FICATIONS FOR THE PROPOSED ESP ARE
FLAWED

HOW DO THE COMPANIES RATIONALIZE THE DE FACTO RETURN TO
COST-OF-SERVICE SHIFTING OF GENERATOR RISKS TO CAPTIVE
RATEPAYERS?

7KH &RPSDQLHV] VXSSRUILQJ WHVILPRQ\ IRU LIV (63 SURSRVD0 PDNHV VHYHUDO FODLPV LQ
DWRFLDILRQ ZLWK LIV SURSRVDO EXII FHQIUDO IR WKH &RPSDQLHV] FDVH LV WKH WKUHDW WIKDII WKH
plants mD\ UHILUH DEVHQW IKH 33% OU ORX0 LQGLFDIHV §KDW  37KH HFRQRPLF YLDELOLIN RI
IKH 300QIV LV LQ GRXEN"®° He goes on to suggest that market-EDVHG UHYHQXHV 3DUH
insufficient to permit FES to continue operating the Plants and to make the necessary
investmeniv % 7KXV LI IKH SODQIV DUH VXEVLGL]HG EN WKH &RP SDQLHV] UHWDLO UDWHSD\HUV WKH
Companies assert that this will eliminate the threat of retirement of base load generation
plants and support certainty and stability for longer term pricing of retail electric
service.”> The Companies opine that this will save retail ratepayers money over the long
run and ensure that plants that apparently face retirement will continue to operate
promoting economic development and job retention.®®

7KH &RPSDQLHV] FODLPV WKDW Ihe PPA provides significant benefits to ratepayers

are not based on sound analysis. As | have pointed out, |GG
|
|

60

61

62

63

See Moul Direct Testimony at 2.
Id.
See Strah Direct Testimony at 3.
Id.

35
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Q32.

A32.

Furthermore, claims of preserved resource diversity overstate the impact of what will
simply be a gradual shift toward an increased reliance on gas-fired generation resources.
Ohio currently relies heavily on coal-fired generation resources, but the marketplace is
successfully dictating that this shift be gradual. Finally, claims that power price volatility
will be exacerbated with increased reliance on natural gas are also overstated. Retail
power price volatility is driven by forward market power prices, not day-to-day or hour-
to-hour spot prices. Forward market price volatility is much lower than hourly and daily
price volatility and, while underlying shifts in generation resources will impact prices, it

does not mean prices will fluctuate wildly.

Resource Diversification Is a Red Herring

WHAT HAS THE COMPANY CLAIMED IN RELATION 72 ,76 352326%/16
IMPACT ON RESOURCE DIVERSITY?

Mr. Moul observes in his Direct Testimony that the retirement of additional coal and
nuclear plants will change the generation mixture in Ohio.** Mr. Moul goes on to suggest
that an increase in natural gas-fired resources in Ohio would expose customers to

increased price volatility and an alleged higher risk associated with natural gas resources

64

See Moul Direct Testimony at 9. Note that Mr. Moul indicates that his testimony is focused on Ohio,

although | am unaware of any prior nuclear plant retirements in Ohio.

36
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Q33.
A33.

Q34.

A34.

that he assumes are reliant on interruptible fuel supply.®> However, Mr. Moul offers no
analysis to support his contention that an increase in natural gas-fired generation units in
Ohio would materially impact consumer power prices and electric system reliability.

. +$7 ,6 2+,216 &855(NT GENERATION RESOURCE RELIANCE?
$BFFRUGLQJ IR KH 38&2 RI' 2KLR{V HOHFIULFLIN LV JHQHUDIHG XVLQJ FRDO-fired facilities,
while 15.5% and about 13% are obtained from natural gas and nuclear resources,
respectively (the remaining balance is from a small number of petroleum and renewable
resources).®® Thus, Ohio relies on coal and nuclear-fueled resources for a large portion of
its electricity supply.

WOULD THE REJECTION 2) 7+( &203%1,(6f 350POSAL BE
EXPECTED TO RESULT IN A SIGNIFICANT SHIFT IN RESOURCE

DIVERSITY AS DEFINED BY THE COMPANIES?

N o . |
N, T hus,

increased use of natural gas for power generation can be expected to be driven in the near
term by continued new development activity in Ohio. Second, even if there was
additional plant retirement in Ohio that was replaced by gas-fired generation, it would
take a significant shift toward natural gas resources to materially change the proportion of
coal-fired resources.®’ Third, the state is embedded in the overall PJM RTO. This means

KD 2KLRV UHVRXUFHV DUH DFIXDOO\ GUDZQ IURP 3-OfV SRWIRILR  2KLR{V LQGLIHQRXV

65

66

Id. at 7-9.

See http://www.puco.ohio.gov/puco/index.cfm/consumer-information/consumer-topics/where-does-ohioe

28099s-electricity-come-from/#sthash.dnN4mb6E.dpbs, accessed December 9, 2014.

67

However, if a large, high utilization base load generation resource was to suspend or shut down operations

and not be replaced by other similar generation a shift in resource mixture could occur more quickly.

37
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Q39. CAN CAPACITY MARKET PRICES AFFECT THE VOLATILITY OF

A39.

WHOLESALE ELECTRICITY PRICES?

Capacity market prices are set annually for a one-year period three years in the future.
Basic principles of statistics imply that an independent variable (capacity prices) that is
constant over a given time period cannot affect the variation of a dependent variable
(daily wholesale energy prices) within that time period. PJM routinely holds one base
auction per year and three very small incremental auctions per \HDU 6R HYHQ LI 3-Ofv
three incremental capacity auctions are taken into account, capacity market auction

results can affect wholesale spot prices at most four times per year.

Q40. WHAT IS THE BASIS FOR THE COMPANIESYy CLAIM THAT THE PLANTS

A40.

ARE POSSIBLY FACING RETIREMENT?

The Companies indicate that the plants are not receiving sufficient market revenues to
FRYHU KH RQJRLQJ FRVIV RI NHHSLQJ WKH SODQIV RSHUDILRQDO  7KH &RPSDQLHV] ZLIQHVVHVY
testimony presents a confusing set of facts as a result of the tension between suggesting
that the plants are on the brink of retirement while also projecting that the plants will be

very profitable to operate if and when ratepayers become the de facto owners. | R

.
I, . [DF KK &RPSDQLHV] ZLIQHW OU

Harden testifies that the plants have recently received almost $2 billion worth of capital

investment in 2010 (excluding the recent reported investment of $600 million in Davis-

41
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%HWHIV QHZ VIHDP JHQHUDIRW ™ indicating that FES has expected these plants to
continue to operate for many years into the future. That is, these plants have recently
UHFHLYHG HQRUPRXV FDSLID0 LQYHWWPHQIV SUHVXPDEON\ EDVHG RQ ) (61 H[ SHFIDILRQ WKDIl KLIKHU
future power prices will compensate FES for its capital investments.

IS THERE AN EXPLANATION THAT HELPS CLARIFY THIS CONFUSION?
Yes. First, it appears that the Companies have included some sunk costs associated with
) (67 SULRU FDSLIDO LQYHVIPHQIV ZKHQ PDNLQJ WKH FODLP KD JHQHUDILQJ SODQIV DUH QR
receiving sufficient revenues from the wholesale power markets. As discussed above, the
economically rational and fiduciarily responsible decision to operate or shut down
ignores sunk costs and, instead, turns on whether going-forward avoidable costs can be

covered by expected going-forward operating revenues. Second, over the term of the

proposed PPA, I

-
©

Harden Direct Testimony at 10.

@
o

N
N
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8 As explained above, avoidable costs are those costs that would not be incurred if the plants were not

operated.

43
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I Publicly available data do not permit
GHILQULYH LQYHVILIDILRQ RI UKLV LWXH EXIl ) (61 SXWXUI RI IKH SURSRVHG 33% DQG (63

would clearly be in its interest if, for example, it is not otherwise able to meet its debt
REOLIDHLRQV RU DW OHDVW LIV HTXLIN\ LQYHWIRUVY DQILFLSDHHG UHIXUQ RI DQG RQ FDSLIDO 7KLV I\SH
of financial situation arises for companies from time to time and, if debt obligations
cannot be met, can push a company into selling assets or going into some form of
bankruptcy in order to restructure debt obligations and restore the prospect for profitable
operations. Although companies prefer to avoid bankruptcy, it provides an orderly
process for writing down the value of under-performing assets. To be sure, lenders and

equity providers may suffer financially, but consumers are protected from shouldering the

44
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Ad4,

If a particular generating unit, or entire plant under an appropriately structured analysis,
was to cease producing positive net cash flow, the asset should be retired. This outcome,
which is precisely what we expect to occur in a competitive marketplace, leads to an
efficient allocation of resources, and minimizes costs for consumers. In the competitive
wholesale marketplace, plants fail to generate positive operating cash flows when their
FRVIV H[ FHHG WKH FRVIV R RIKHU XQLIV ZKLFK FDQ VDILVI\ FRQVXPHUV] GHPDQGV . HHSLQJ IIKH
inefficient alive at the expense of the efficient is a waste of resources for the economy
and, ultimately, harmful to consumers.

As newer, more efficient generation assets are brought on-line in Ohio and
throughout PJM, we should expect that older, less efficient plants will be put under
competitive pressure. To the extent these newer assets displace less efficient, higher-cost
producers, it should not be a surprise that some older assets will retire. As has been
observed in PJM, older and less efficient plants will retire over time, but new, more
efficient plants are being built to replace these plants (see discussion above). This
market-driven process weeds out the most expensive producers and ensures that the most

cost-HITHFILYH SURGXFHUV DUH WKH RQHV DYDLODEOH IR VDILVI\ FRQVXPHUV] GHPDQGV

Q45.

A45.

HOW DOES THE COMPANY SUPPORT ITS CLAIM THAT THE PROPOSED
PPA WILL BE BENEFICIAL TO ITS RATEPAYERS?

The Companies developed an analysis that compares the projected revenues the
Companies expect the plants will UHFHLYH ZKHQ VHWLQJ SRZHU LQIR 3-OfV ZKROHVDOH

markets against the projected costs under the PPA. The overall results of this analysis=

46
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presented as Attachment JAR-1 (Revised) IR OU SXEHUR{V =LUHFI 7HVILPRQ\==show
projected revenues below projected costs in the first three years of the PPA. In the fourth
year of the PPA, projected revenues rise significantly above projected costs, and
thereafter revenues are forecasted to remain considerably above costs throughout the term

of the PPA.

47
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51.

51.

CONCLUSION

WHAT DO YOU CONCLUDE FROM YOUR ANALYSIS?

In light of the substantial capital investments that FES has made in recent years in its
Davis-Besse and Sammis facilities and the inherent uncertainty of its ability to recover
#KH FRVIV RI WKRVH LQYHWIPHQIV EN\ GLUHFIO\ SDUILFLSDILQJ LQ 3-OfV FRPSHILILve wholesale
PDUNHIV LIl FDQ UHDGLON EH LQ ) (61 LQWHUHWI WR DYRLG WKH ULVN RI XQGHU-recovery by shifting
IKH &RPSDQLHV] ULVN RQIR FDSILYH UDWHSD\HUV %Xl E\ WKH VDPH IIRNHQ LI #KHUH LV a net
benefit to FES from this transfer of risk, there is a net cost for the captive ratepayers.

From their perspective, the proposed ESP amounts to a bailout of FES for risks taken and

49
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7KH SURSRQHQIV] DUIXPHQIV IRU WKH SURSRVHG (63 DUH GHHSON\ 100ZHG |

Finally, the claims that the risks of the plants and responsibility for recovery of
IKHLU HPEHGGHG FRVIV SOXV D UHIXUQ IIKHUHRQ VKRX0G EH VKLIWHG WR IKH &RPSDQLHV] FDSILYH
UDIHSD\HWV LQ RUGHU IR SUHVHUYH JHQHUDILRQ 3UHVRXUFH GLYHUVLIN™ RU iR LQVX(Dte ratepayers
IRUP 3SULFH YRODILOLIN" GR QRIl KROG XS IR VFUXILQ\  7KH PDIRULIN\ Rl 2KLRV HOHFIULFLIN
generation is coal-fired. A market-driven shift by Ohio to more efficient technologies
(such as gas-fired generation) benefits consumers who pay lower prices as a result. In the

HQG 2KLR LV HPEHGGHG LQ IKH 3-O 572 DQG 3-OfV PDUNHIV DQG SRILFLHV SURPRILQJ

51
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