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BEFORE
THE PUBLIC UTILITIES COMMISSION OF OHIO

In the Matter of the Investigation into
the Development of the Significantly
Excessive Earnings Test Pursuant to S.B,
221 for Electric Utilities

Case No. 09-786-EL-UNC

APPLICATION FOR REBEARING
OF OHIO EDISON COMPANY,
THE CLEVELAND ELECTRIC ILLUMINATING COMPANY,
AND THE TOLEDO EDISON COMPANY

L INTRODUCTION

Pussuant to Revised Code Section 4903.10 and Chio Administrative Code Section 4901-1-
35, Chio Edison Company, The Cleveland Electric Company and The Toledo Edison Company
(collectively “Companies”} file their Application for Rehearing of the Commission's June 30, 2010
Finding and Order (“Order”) submitting that the Order is vnlewful and unreasonable for (he
following reasons:

1. The Commission’s Order is unreasonable in imposing a general requirement for
including information in an electric utility’s annual SEET filing that is unrelated to a

* proper determination of the existence of significantly excessive earnings.

2. The Commission’s Order is unlawful and unreasonable in relying upon highly
subjective and uncertain ¢riteria rather than primatily upon a statistical analysis to
detormine the existence of significantly excessive eamings.

3. The Commission's Safe Harbor provision under which a utility's eamnings would be
deemed not fo be significantly excessive unreasonably excluded similar Safe Harbor
freatment in circumstances where a ulility's eamings were not more than 200 basis
points above ifs most recently aliowed rate of return on equity.

1L ARGUMENTS
The Companies submit the following arguments in support of the assignments of error set

foyth above;




A, The Commission's Order is unreasonable in imposing a general requirement for
including information in an cleciric utility's amnual SEET flling that is
unre}ated to a proper determination of the existence of significantly excessive
earnings.

The Commission's Order in two respects divects the preparation of analyses and filing of
information that is warelated to the determination of the existence of significantly excessive
earmings. The first of these appears al pege 15, where the Order provides "In order to facilitate the
valuation of the ESP adjustments, the electric utilities are directed to include in their SEET filings
the difference in earnings between the ESP and what would have occurred had the preceding rate
plan been in place." The second appears at page 16 where the Commission states "To facililate the
Commission's consideration of an electtic utility's deferrals, in their SEET filings, the electric utility
should identify any deferrals and the effects of excluding and including the deferrals in the SEET
calculation."’

Neither of these bear on the initial, threshold question of whether, for a given annual periad,
an electric utility had significantly excessive earnings. While there may be some relationship of
these analyses to determining the amount and manner of a return to customers of any significantly
excessive eamings, that question is considered only if (and after) significantly excessive earmings
are found to exist. A general requirement to include such information and analyses in all SEET
filings, for all electric utilities, in every year, is burdensome and unnecessary. This is especially so
where, as can be expected in the depressed economic circumstances of 2009, a Comfnission
determination that reported returns trigger the SEET threshold is unlikely, Moreover, as the
Commission has indicated, the issue of the return of any significantly excessive earnings fo
customers is to be evaluated case by case, thus presenting the opportunity, if necessary, to develop a
record for addressing these issues, {Order, pp, 16, 32)

The first of these filing requnirements is directed to a comparative analysis of current

financial results with the expected results under a hypothetical continued existence of a prior rate

1 The Staff Recommendations did not endorse either of these requirements a3 part of the general anmual filing
materials for the SEET evaluation.
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plan. Bmploying such a compatison, however, is inconsistent with the Commission's adoption, in
the same paragraph of its Order, of the "one-step process” where the determination of the existence
of significantly excessive earnings for a given annual period is made by comparison, for the same
annual period, 1o the sum of the mean of the returns of a comparable group of companies plus an
additional increment which sets the threshold for triggering a determination of significantly
excessive eamnings. The hypothetical result of what may have occurred under the extension of a
prior vate plan has no bearing on this determination? Morcover, the analysis of what may have
happened under the extension of a prior rate plan may itself be rife with speculation and uncertain
assumptions and surround the SEET analysis with even more uncertainty.’ If there are no
significantly excessive carinps, we need not reach the issues which even prompt a consideration of
whether there should be a return to customers and, if so, {wough what mechanism. While the

Commission correctly recognizes it should assure that there is na "claw back" inte the earnings of a

prior period in the context of formulating 2 plan for a return of significantly excessive earnings, that

matter, too, does not become a concern unless and until the result of the initial SEET inquiry
suggests that significantly excessive eamings may exist.

The issue with respect to the preparation and filing of analyses with and without the
consideration of deferrals is similar, Conceptually, deferral accounting itself is intended to remove

impacts to earnings from timing differences in eaming revenues and incurring costs, By definition,

2 Atthe heart of the problem may be the several different contexis and meanings ascribed to the term "adjustments”
when applied to SEET, Asnoted in the transeript of the April 1 Commission meeting, it is apparent that the tenin is
used in several different ways and care is required to apply the proper meaning in context. {Transeript of April 1,
2010 Commission Meeiing at 19-22 (*Tr. 19-22™)). The Commission stated {Order, p. 15) that it intended to adopt
the interpretation urged by FirstEnergy and the Customer parties (citing Tr, 20-22) that the phrase "any such
edjustments" in the first sentence of Section 4928.143(F) should be read as referring to the first part of that sentence
and the phrase "the provisions that are included in an electric securily plan under this section. We continus to
believe that is a correct inferprelation of the statute but, if that is so it belies the Commission's statement earlier in
the same paragraph that the term “adjustments" requires a comparison to the provisions of a prior rate plan ("More
specifically, an adjustment for purposes of Section 4928.143(F), Revised Code, includes any change in rates when
compared o the rates in the electric utility's preceding rate plan.*} Since that improper interpreiation i the basis for
the requirement for filing the comparative analysis, it logically follows that the filing requirement, like the
interpretation, is invalid and thus unnecessary.

1 Coensider, for example, such a comparison in the context of the rate plan which preceded the curremt ESP in place for
the FirstEncrgy utilities, As illustrated in the pleadings before the Commission at the {ime in that ESP proceeding,
there was disagreement abont what components of the prior rate plan {e.g. RTC, fuel recovery) would continue in
the absence of an ESF and there was no mechanism to recover posi-daie certain deferrals in the absence of the ESP.
See, e.2., in Case No. 08-935-EL-880, the Companies’ Application for Rehearing filed January 9, 2009; the
Companies’ Memorandum in Contra to NOPEC and NOAC’s Application for Rehearing filed February 2, 2009; and
the Application for Rehearing by the Ohio Consumer and Environmental Parties filed February 2, 2009.
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therefore, there can be no impact on significanily excessive earnings from authority to defer
incurred costs. Defeirals are only meaningful in the context of SEET (unless specifically addressed
in the context of an approved ESP) if significantly excessive earnings are found to exist and a retum
1o customers is deemed appropriate (in which case deferrals can then become a very useful tool in
effecting return of such excess), As noted above, however, the retum {o customers question is not
reached unless the existence of significantly excessive earnings is first determined, a conclusion
with which the Customer Parties appeared to concur. (Initial Comments, p. 16). The Customer
Parties also recognized (hat issues surrounding deferrals arose in the context of only "some of the
utilities”, further supporting the view thal a general requirement to supply these analyses is
unnecessary. (/d.) The Commission notes that the "issues surrounding the trealment of deferrals are
extremely complex" and concluded that for SEET pusposes they should be considered on a case by
case basis. (Order, p. 16} Indeed, in some cases, any issues involving the proper treatment of
deferrals may already have been resclved as part of the underlying ESP which the Commission
properly concluded controls, (7d.) In light of all these circumsiances, burdening every SEET filing
with a broad, universal requirement to submit analyses reflecting eamings with and without
deferrals is unnecessarily burdensome, inappropropriate, and unreasonable.”
B. The Commission's Finding and Order is unlawful and wnreasonable in relying
upon highly subjective and uncertain criteria rather than primarily upon a
statistical analysis to determine the existence of significantly excessive earnings,
In its Order, the Commission declined to adopt what it characterized as a "bright line

statistical analysis test for the evaluation of earnings" although it did acknowledge that the
"Commission may use a statistical anaiysis test as one tool by which to detemine whether an
electric utility had significantly excessive earnings." (Order, p.29) Instead, it stated 1t would:

give due consideration to certain factors, including, but not limited to,

the electric wtility's most recently authorized retutn on equity, the

electric utility's risk, including the following: whether the electric

wility owns generation; whether the ESP includes a fuel and

purchased power adjustment or other similar adjustments; the rate
design and the extent o which the electric utility remeins subject to

4 Indeed, in the written comments submltted and at the April 1 Commission meeting, it appeared the jssues regarding
deferrals seemed divected to the circumsiances of companies other than the FirstEnergy utilities,
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weather and economic risk; capital commitments and future capital
requirements; indicators of management performance and benchmarks
to other utilities; and innovation and industry leadership with respect
to meeting industry challenges to maintein and improve the
competitiveness of Ohio's economy, including research and
development expendifures, investments in advanced technology, and
innovative practices; and the extent to which the electric utility has
advanced state policy. We therefore, direct the electric utilities to
include this information in their SEET filings."
(4d.)

In the record developed in this docket as well as those of the initial ESPs for the wtilities,
there was broad and persuasive record support for a test of the type recommended by the
Commission’s Staff which proposed SEET criteria reflecting an increment set above the mean of
returns of the comparable group, which increment was based upon a multiple of the standard
deviation of that mean. As explained in the record developed in the Companies’ ESP case, that
approach is an appropriate interpretation of the statute and reflective of the intent of the General
Assembly’ The Commission's proposed additional factors here, however, improperly go far afield
of that rationale,

Although one additional factor, the capital requirements of future committed investments in
Okhio, is set out in the statute as permissible in the consideration of whether significantly excessive
earnings exist, it is the only such discretionary factor specified by the General Assembly. Expressio
wnius est exclusio alterius (the expression of one thing is the exclusion of another) is a fundamental
principle of statutory construction® and is clearly applicable here. In specifying that the
Commission may consider this one additonal clement in the significantly excessive earnings
determination, the statte precludes the Commission from relying on the potpourri of other
discretionary, subjective factors which it listed in the Order. It follows that if the Commission is
precluded from considering these faciors, there is no reason to require a presentation of them as part

of the uiility's annual SEET filing.

Moreover, most of the factors lisied are logically irrelevant, if not counterintuitive, to any

5 Direct Testimony of Dr. Michael J. Vitbert, Companies® Exhibit 8, pp. 3-4, Case No, 08-935-EL-350.,
& Swte ex rel. Butler Twp. Bd. of Trustees v Monigomery Cty. Bd, of Commys. (2010) 124 Ohie St,3d 390, 393, 2010-
Ohio-169, 922 N.E.2d 945,

5




reasonable determination of what level of eamings should be deemed significantly excessive. For
instance, how does information about rate design bear in any way on assisting in a resolution of this
guestion? The variety of factors which touch on the state policy objectives articulated in Revised
Code Section 4928.02 may, as directed by the General Assembly, be a factor to be considered in
whether a particular ESP is to be adopted at all, but they no way assist in ascertaining wheiher a
utility’s earnings were significantly excessive, And while the Commission has asserted the quality
of management performance may be an appropriate factor to consider determining, prospectively,
the ROE to be allowed in a base rate proceeding (presuinably to incent the continuation of
exemplary management performance), how does it have any relevance to a determination, in
refrospect, of whether earnings alrcady achieved were significently excessive?

Bven assuming, arguendo, that there was some relevance of any of these factors fo 8
determination of the existence of significantly excessive earnings, it is apparent that any application
of them would be highly subjective and uncertain, and would offer liltle if any precedental guidance
as to future application. Consideration of these factors which in themselves are so subject to
interpretation would make the SEET potentially so subjective as to be completely arbitrary, Not
only is this an inappropriate regulatory outcome, but it is one that has the likely consequence of
increasing costs fo customers as the uncertainty in application of the test is likely to be viewed as
ineressing regulatory risk’ and, in tumn, the utility's cost of capital. (See Companiss® Reply
Comments, pp. 6-7).

In summary, the approach the Commission takes in abandoning primary reliance upon a
statistical analysis and instead including consideration of a variety of highly subjective, uncertain,
and irrelevant faclors is conirary to a correct inferpretation of the statute, confrary to the
recommendation of its Staff and the records developed in the various litigated ESP proceedings® and

highly likely to have an effect which is detrimenta! to customers, Although the General Assembly

7 Including adding to the asymmetric risk which may arise as a result of an improper application of the test. (Tr. 58)

& Dr. Viibert in the Companies’ ESP proceeding, Dr. Makhije in the AEP ESP proceeding, and even Dr, Woolridge,
OCC’s witness in both of those dockets, all relied (at lesst in pari in the case of Dr. Woolridge} on a statistically
based formulation of the threghold increment, reflecting & multiple of the standard deviation of the mean of the
returns of the comparable companises.
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permitted the Commission’s limited consideration of the capital requirements of future committed
investments in Ohio, the principal determinant of the existence of significantly excessive earnings
should reflect a comparison with the refurns of other companies including reliance on a statistically
based threshold increment as advocated by the Commission’s Staff and in the ESP proceedings.

C. The Commission's Safe Harbor provision under which a utility's earnings
would be deemed not fo be significanfly excessive unreasonably excluded
similar Safe Harbor treatment in circumstances where a utility's earnings were
not mere than 200 hasis poinis above its most recently allowed ROE,

The Commission's Order properly adopted a Safe Harbor provision for the application of the

SEET under which a utility whose ROE did not exceed 200 basis points above the mean of the
comparable group of companies would be deemed not to have significantly excessive earnings,
This expedient provides for ease of administration of the SEET in circumstances where the
prospects of the existence of significantly excessive earnings should not be of concern. The
Commission's Order, however, unreasonably failed to include within the scope of such a Safe
Harbor provision another set of circumstances in which it should similarly be apparent and beyond
dispute that a utility did not have significantly excessive earnings, namely, where the ROE actually
earned by the utility in the annual period under review did not exceed by more than 200 bps the
ROE allowed in the utility's last base rate case. By definition, an allowed return is deemed
reasonable and, customarily, reflects consideration of evidence related to a market determined cost
of capital for a sample of comparable risk companies. A utility may be expected to actually eam
somewhat more or somewhat less than the ROE allowed, and if application of the SEET were to
result in a determination of excessive earnings even though the eamned ROE was within this
expeciafion, the utility would not have a fair opportunity (o eam its cost of capital. To avoid this
problem, the Commission’s Safe Harbor should also include a provision that an earned ROE less
than 200 bps® above that allowed would not result in a determination of significantly excessive

earnings.

? This is the same increment which it has already found provides an appropriate buffer interval for veriation in achicved
results
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I, CONCLUSION

Based wpon the foregoing, the Companies respectfully ask that their Application for

Rehearing be granted.

Respectfully submitted,

ME

Arthur E. Korkosz (A ttomeyN 10587)
FIRSTENERGY SERVICE COMPANY
76 South Main Street

Akron, OH 44308

Telephone:  (330) 384-5849

Facsimile:  (330) 384-3875
korkosza{@dfirstenergycorp.com

ATTORNEY FOR OHIO EDISON
COMPANY, THE CLEVELAND ELECTRIC
ILLUMINATING COMPANY, AND THE
TOLEDOQ EDISON COMPANY

v/
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2010;
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