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Hello Chair Vitale, Vice-Chair Kick, Ranking Member Denson, and members of the Committee.

Thank you for this opportunity to testify.

My name is Michael Haugh. I am a consultant for the Office of the Ohio Consumers’ Counsel,
the state agency that represents over four million residential utility consumers. I have previously

testified three times for consumer protection in opposition to House Bill 6.

I said in my previous testimony that subsidies are “contagious.” Unfortunately for utility
consumers, the ‘subsidy virus’ is spreading. Yesterday’s bill version adds hundreds of millions
of dollars in coal plant subsidies to the existing legislation for a bailout of FirstEnergy’s nuclear
plants, all at public expense. This legislation is getting ever farther removed from the intended
power plant competition of the 1999 Ohio energy law that restructured the industry. And this
legislation is getting farther removed from the claimed intent of this bill — clear air, to the point

where plants producing dirty air will now be subsidized.

The May 22nd version of House Bill 6 is great for some. It’s great for: Big nuclear; Big coal; Big

electric utilities; Big industrial customers; Big FirstEnergy and the Big Wall Street creditors of



bankrupt FirstEnergy Solutions. The Bill is bad for regular folks (“Bob and Betty Buckeye”) and

smaller business customers who will pay to make the bill great for big business.

The most significant change in yesterday’s version of House Bill 6 is the creation of a law to
subsidize two 1950’s dirty-air coal plants owned by AEP, DP&L, Duke and formerly
FirstEnergy Solutions (among other companies). (Lines 1312-1315) These are the so-called
“OVEC” (Ohio Valley Electric Corporation) plants. An obvious concern is that consumers will
be made, as a matter of law, to subsidize hundreds of millions of dollars for the utilities’ coal
plants and even to pay the share of costs formerly owed by bankrupt FirstEnergy Solutions.
(Lines 1208-1212) Codifying the subsidy will deny the PUCO the future discretion to end the

subsidy of these coal plants that is at public expense (which the PUCO has been allowing).

But there is another significant concern that is less obvious. The law is crafted to reduce what big
industrial customers currently pay to subsidize these old coal plants at the expense of Ohio
families and smaller businesses who will pay more. This just adds to the pre-existing unfairness
of the legislation for small customers who already would pay too much for the nuclear subsidy

compared to big business that would pay too little.

In this regard, the Bill instructs the PUCO to determine the proper rate design for charging
customers, but no customer shall pay more than $2,500 per month. (Lines 1322-1335) Currently
most large industrial energy customers pay well above $2,500 per month for these coal plants,
based on utility tariffs for a customer using over 6 million kWh per month. The legislation’s rate
cap for big customers will result in the deferral of millions of dollars that ultimately can be
expected to be taken out of the pockets of residential customers. This is patently unfair to hard-

working Ohioans.



The claimed reason for subsidizing these coal plants that are relics of the 1950’s is “national
security.” To explain why the connection to national security ended a long time ago for these old
coal plants, I have attached testimony from the Industrial Energy Users in this chamber on June
6, 2017. There is no national security interest that justifies making Ohioans pay AEP, DP&L and

Duke to subsidize these inefficient and dirty-air power plants.

Half a century after these coal plants were built, the utilities should look inward for a solution to
their uneconomic power plants. Utilities (and the General Assembly) should not look to Ohioans
for a continued bailout of these uneconomic power plants. The solution should not be for Ohio

families and smaller businesses to bail out coal plants (in addition to bailing out nuclear plants).

Since 1999, electric utilities have collected over $15 billion in subsidies from consumers.
Subsidies of any and all generation types should end, and consumers should get the benefit of
lower prices and higher innovation from the competitive power plant market. For the protection

of Ohio utility customers, I urge you to vote “no” on House Bill 6. Thank you.



House Bill 239

House Public Utilities Committee

Prepared Statement of Sam Randazzo
General Counsel
Industrial Energy Users-Ohio

June 6, 2017

Mr. Chairman, Ranking Member Ashford, Members of the House Public Utilities
Committee, | am Sam Randazzo. | am here today in my capacity as General Counsel
for the Industrial Energy Users-Ohio (“IEU-Ohio”). IEU-Ohio is a trade association that
was created more than 25 years ago to help Ohio businesses address issues affecting
the price and availability of energy. | have included a list of IEU-Ohio’s members in

Appendix A, attached to my testimony.

The purpose of my testimony is to discuss House Bill 239 (“HB 239”) as it has been
presented to the Committee by Representatives Smith and Carfagna and share some
suggestions with this Committee that may be useful as you develop a final version of
the legislation. My perspective on this topic is that of a person who has walked the Ohio
energy beat for most of the time since the Ohio Valley Electric Corporation (“OVEC”)

began operating its generating plants in Ohio and Indiana.

Attachment B to my testimony contains a number of questions and answers which |
have prepared to provide you with: (1) information on the history of the OVEC, a public
utility subject to the jurisdiction of the Public Utilities Commission of Ohio (“PUCO”); (2)
information on the wholesale relationship between OVEC’s Indiana, Kentucky and Ohio
operations and the electric distribution utilities (“EDU”) that seem to support the current
version of HB 239; and, (3) information that indicates the potential for the current
version of HB 239 to give these EDUs the right to privatize the reward and socialize the

risk associated with their for-profit business relationship with OVEC, which would have
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ended long ago but for their voluntary election to twice extend a contract (the Inter-
Company Power Agreement or “ICPA”) which now runs into June 2040 as a result of
extensions in 2004 and again in 2011. These extensions of the ICPA occurred well
after the federal government pulled out of the nuclear enrichment project in Piketon,
Ohio and well after Ohio and the federal government established laws and regulations
calling for the electric generation business to be competitive, devoid of “captive

customers” and stand on its own in the marketplace.

The current version of HB 239 would socialize the business and financial risks which
these for-profit EDUs elected to sign up for (and twice extend) by requiring retail
customers having no connection to or responsibility for OVEC to pay the EDUs the
difference between the OVEC-related costs the EDUs incur because of the ICPA and
the revenue they would obtain by selling their share of the OVEC electricity production

at a market-based price (this difference is the “above-market OVEC costs”).

After profiting from their chosen relationship with OVEC for many decades and
extending the life of this profit opportunity, these EDUs now want customers to step into
their EDU shoes because, as is the case with a lot of older coal and nuclear generating
plants, the OVEC generating plants in Ohio and Indiana are not as competitive as they

once were.

HB 239 will not make the OVEC generating plants more competitive; it just transfers to
customers, and away from the EDUs or their affiliates, the financial responsibility for the
challenges the OVEC plants are facing.

Now, if you have heard me testify previously, you know that | could drone on for hours
and provide you with mountains of “geeky” information in support of the position on the
current version of HB 239 that | have just summarized. But the purpose of my

testimony today is not to “pile on” or “beat a dead horse”.
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Rather, | will use the balance of my testimony to offer some suggestions on how HB 239
could be improved and made fairer to customers while establishing a framework that
would incentivize OVEC, OVEC’s shareholders and the Sponsoring Companies?! to
develop and implement actions to address the underlying problems with the OVEC

generating plants in Indiana and Ohio.

The suggestions are presented in order based on preference; the first suggestion is the
most preferred.

The suggestions assume that any enabling legislation would end any previously

authorized mechanism for OVEC-related costs that has been approved by the PUCO.

Suggestion 1 — Leverage the PUCO’s Accounting Authority

As | have already mentioned, OVEC is a public utility (a one-customer public utility)
subject to the PUCO'’s jurisdiction. Among other things, the PUCO supervises the
accounting practices of public utilities and can authorize public utilities to adopt
accounting practices dealing with the matching of expenses and revenue. More
specifically, the PUCO can authorize a public utility to defer recognition of an expense
(regulatory asset) or revenue (regulatory liability). This accounting authority provides a
means of stretching out or phasing in the recognition of expenses and revenue so as to
avoid abrupt or uneven impacts in a particular time period that would otherwise control
but for the use of deferral accounting. In some cases, the PUCO has already
authorized EDUs to defer OVEC-related costs.

The OVEC-related costs that show up at the EDUs originate at OVEC. So, this
suggestion calls for the PUCO to permit OVEC to defer above-market costs and then
amortize the deferred costs through the application of OVEC’s dividends and any gain
on the sale of electricity produced by the OVEC generating plants in Ohio and Indiana,

the operation of OVEC’s transmission assets and retail sales OVEC either makes or

1 The Sponsoring Companies are identified in Appendix B.
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arranges for its remaining customer. Since OVEC is a public utility subject to the
jurisdiction of the PUCO, OVEC can request this accounting treatment from the PUCO

under current law; no legislation is required to implement this suggestion.

This suggestion, if implemented, would avoid the above-market or below-market

OVEC-related costs hitting the books of the EDUs so that their earnings are not affected
by their OVEC relationship.

This suggestion, if implemented, would not tag innocent-bystander-customers with the
above-market OVEC-related costs and would not give them the benefit of below-market
OVEC-related costs.

This suggestion, if implemented, would continue to place responsibility for addressing
OVEC-related challenges with OVEC’s shareholders and the Sponsoring Companies
including the EDUs that support the current version of HB 239. Based on a report
issued by Moody’s Investment Service which | discuss in Appendix B to my testimony, it
appears that OVEC’s shareholder and the Sponsoring Companies have started a
process to “modernize” the various OVEC-related agreements. | strongly recommend
that you not do anything in HB 239 that weakens the incentives that OVEC’s
shareholder and the “Sponsoring Companies” currently have to proactively identify and
remedy problems that may negatively affect OVEC’s going-forward viability. Among
other things, these problems include a highly leveraged capital structure (mostly debt
capital) and relatively high interest rates for the debt. Some of the older debt is
maturing and as this debt matures, OVEC should be able to reduce its weighted

average cost of debt and thereby reduce its “fixed costs”.
Suggestion 2 — Make Any OVEC-Related Retail Charge Bypassable
The electric generation business is a competitive business in Ohio and as a result of the

regulatory structure that has been put in place at the federal level. This Ohio and

federal structure gives customers the right to select their generation supplier (a
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Competitive Retail Electric Services or “CRES” provider). If a customer obtains
generation supply from a CRES provider, the cost of the generation supply available

from the EDU (the default supplier) is avoided (bypassable) by the customer.

This suggestion, if implemented, would make any OVEC-related charge approved by

the PUCO fully avoidable by customers.

This suggestion, if implemented, would continue to place some responsibility for
addressing OVEC-related challenges with OVEC’s shareholders and the Sponsoring

Companies including the EDUs that support the current version of HB 239.

Suggestion 3 — Cap Any OVEC-Related Retail Non-Bypassable Charge and

Sunset the Burden Transferred to Customers

Over objections, the PUCO has approved riders for the recovery of OVEC-related costs.
The current OVEC-related rider for AEP-Ohio (also known as Ohio Power Company)
costs a “typical” residential customer (1000 kilowatt hours per month) about $2.50 per
month. To illustrate how this suggestion might work, | will use this $2.50 per month

amount.

Under this suggestion, a non-bypassable charge capped at no more than $2.50 per
customer per month would be established and the non-bypassability feature would end
(sunset) by no later than December 31, 2023. The above-market OVEC-related costs
(exclusive of any return on equity) that hit an EDU’s books would be deferred with the
capped non-bypassable charge used to amortize the resulting regulatory asset
(exclusive of any return on equity). The actual charge per month could be less than
$2.50 if the actual net OVEC-related deferred costs could be amortized through a lesser
charge but never greater than $2.50 per month. Any OVEC-related above-market costs
remaining on the books of the EDUs as of December 31, 2023 would be subject to
amortization exclusively through the application of any dividends received from OVEC

and any gain made on the sale of the OVEC generation supply in the wholesale market.
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This suggestion, if implemented, would limit and make any non-bypassable OVEC-
related charge approved by the PUCO certain and predictable for customers. Beyond a
“transition period”, the innocent-bystander customers would be off the hook for the
above-market OVEC-related costs which hit the EDUs books as a result of their

decision to extend the ICPA.

This suggestion, if implemented, would continue to place some responsibility for
addressing OVEC-related challenges with OVEC’s shareholders and the “Sponsoring
Companies” including the EDUs that support the current version of HB 239.

Thank you for the opportunity to share information and our perspective on the current
version of HB 239 with you. | hope my testimony, the information and the suggestions

are useful.

In my remaining time, | will do my best to answer any questions.
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Appendix A

IEU-OHIO’S MEMBER COMPANIES

Abbott Nutrition

Airgas, Inc.

AMAC Enterprises, Inc.

American Greetings Corporation

American Manufacturing Inc.

Anheuser-Busch Companies, Inc.

Appvion, Inc.

Area Aggregates, LLC

ASHTA Chemicals Inc.

Ashtabula Rubber Co.

Aurora Plastics, Inc.

Automation Plastics Corporation

Avalon Precision Casting Company, LLC

Avon Lake Regional Water

Barberton Steel Industries

Bescast, Inc.

Burton Rubber Processing

BWX Technologies, Inc.

ClarkDietrich Building Systems

Cleveland Cavaliers

Cleveland Indians

Cleveland Museum of Natural History

Cobra Plastics, Inc.

Component Repair Technologies, Inc.

Cristal USA Inc.

DRS Industries Inc.

Duramax Marine, LLC

Energizer Manufacturing, Inc.

Eramet Marietta Inc.

Falcon Foundry Company

Federal Metal Company, The

Ferriot, Inc.

Flambeau, Inc.

Glen-Gery Corporation

Globe Metallurgical, Inc.

GoldKey Processing, Inc.

Independent Franchises DBA
McDonald’s

Iten Industries

J.H. Routh Packing Company

Jack Thistledown Racino

Jacobson Manufacturing LLC

Jet Rubber Company
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John Carroll University

Kent Elastomer Products, Inc.

Kent State University

Kraton Polymers U.S. LLC

Landmark Plastic Corporation

Lincoln Electric Company

Marathon Petroleum Company

Mar-Bal Incorporated

McGean-Rohco, Inc.

Mercury Plastics, Inc.

MetalTek International

MICA

Miceli Dairy Products, Inc.

Milliron Iron & Metal, Inc.

Mondeléz International

Neff-Perkins Company

Norman Noble, Inc.

Ohio Star Forge Co.

P.H. Glatfelter Co.

Paulo Products Company

Plastipak Packaging Inc.

Pressure Technology, Inc.

Quaker City Castings

Quintus Landlord LLC

Rothenbuhler Cheesemakers, Inc.

RTS Companies, Inc.

Saint Gobain Companies

Sajar Plastics, LLC

Salem-Republic Rubber Company

Sauder Woodworking Co.

Tate & Lyle Americas, Inc.

TimkenSteel Corporation

Toledo Refining Company, LLC

Tri-Cast Ltd.

Trilogy Plastics

U. S. Steel Seamless Tubular Operations,
LLC

U.S. Casting Company, Inc.

University of Akron

USG Corporation

Vallourec Star

Viking Forge Corporation

Welded Tubes, Inc.

eff. 3/17/17




Statement of Sam Randazzo
Appendix B

House Bill 239

Ohio Valley Electric Corporation Q & A

Q1. What is the Ohio Valley Electric Corporation (“OVEC”) and who owns
OVEC?

A. OVEC is an Ohio corporation which owns and operates facilities for the
generation, transmission and sale of electric power and energy in Ohio and owns and
operates facilities for the transmission of electric power and energy in Kentucky. It was
organized by ten participating companies which are all owners of OVEC’s capital stock
to supply, with fifteen Sponsoring Companies, the entire power requirements of the
gaseous diffusion plant near Portsmouth, Ohio. The gaseous diffusion plant was
originally owned and operated by the United States Atomic Energy Commission until
January 19, 1975 and from that date until September 30, 1977 by the United States
Energy Research and Development Administration which, under the Energy
Reorganization Act of 1974, succeeded to certain functions of the Atomic Energy
Commission, and thereafter by the United States Department of Energy (‘DOE”).?

Below are additional descriptions of OVEC and its wholly owned subsidiary, Indiana-
Kentucky Electric Corporation that are taken from documents generated by OVEC.

Ohio Valley Electric Corporation (OVEC) and its wholly owned subsidiary,
Indiana-Kentucky Electric Corporation (IKEC), ..., were organized on
October 1, 1952. The Companies were formed by investor-owned utilities
furnishing electric service in the Ohio River Valley area and their parent
holding companies for the purpose of providing the large electric power
requirements projected for the uranium enrichment facilities then under
construction by the Atomic Energy Commission (AEC) near Portsmouth,
Ohio.

OVEC’s Kyger Creek Plant at Cheshire, Ohio, and IKEC’s Clifty Creek
Plant at Madison, Indiana, have nameplate generating capacities of
1,086,300 and 1,303,560 kilowatts, respectively. These two generating
stations, both of which began operation in 1955, are connected by a
network of 705 circuit miles of 345,000- volt transmission lines. These
lines also interconnect with the major power transmission networks of
several of the utilities serving the area.

2 PUCO Case No. 01-482-EL-AIS, OVEC’s Application and Statement, pages 1 and 2
http://dis.puc.state.oh.us/TiffTOPDf/CA 2IN$ F1PBG7N .pdf
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The current Shareholders and their respective percentages of equity in

OVEC are:

Allegheny Energy, Inc. 3.50%3
American Gas & Electric Company, Inc. [holding company — now AEP] 39.17%
Buckeye Power Generating, LLC 18.00%
The Dayton Power and Light Company 4.90%
Duke Energy Ohio, Inc. 9.00%
Kentucky Utilities Company 2.50%
Louisville Gas and Electric Company 5.63%
Ohio Edison Company .85%
Ohio Power Company [Columbus Southern] 4.30%
Peninsula Generation Cooperative 6.65%
Southern Indiana Gas and Electric Company 1.50%
The Toledo Edison Company 4.00%

These investor-owned utilities and affiliates of generation and
transmission rural electric cooperatives comprise the Sponsoring
Companies and currently share the OVEC power participation benefits
and requirements in the following percentages:

Allegheny Energy Supply Company LLC* 3.01%
Appalachian Power Company 15.69%
Buckeye Power Generating, LLC 8.00%
The Dayton Power and Light Company 4.90%
Duke Energy Ohio, Inc. 9.00%
FirstEnergy Solutions Corp. 4.85%
Indiana Michigan Power Company 7.85%
Kentucky Utilities Company 2.50%
Louisville Gas and Electric Company 5.63%
Monongahela Power Company .49%
Ohio Power Company 19.93%
Peninsula Generation Cooperative 6.65%
Southern Indiana Gas and Electric Company 1.50%°

3 Contrary to suggestions that the current owners are “stuck” with their OVEC positions, Allegheny Energy
Inc. (“Allegheny”) sold (prior to the acquisition by FirstEnergy Corp. and in 2004) a portion of its equity
OVEC position (9%) to Buckeye Power Inc. (“Buckeye”). Buckeye paid $102 million in cash and assumed
approximately $37 million in debt. See https://www.sec.gov/divisions/investment/opur/filing/35-27897.htm
(last visited June 1, 2017). Allegheny Energy Inc. (“Allegheny”) was acquired by FirstEnergy Corp. in
2011 and Allegheny’s remaining OVEC equity position was acquired as part of that transaction.
https://www.firstenergycorp.com/content/fecorp/about/company history.html.

4 As a result of electric restructuring legislation in Ohio, Pennsylvania and Maryland, Allegheny
transferred ownership or control over the generating assets of its utility operating companies providing
service in these states to Allegheny Energy Supply LLC which was subsequently acquired by FirstEnergy
Corp. when FirstEnergy Corp. acquired Allegheny. In a similar fashion, FirstEnergy Solutions became a
Sponsoring Company. Had Duke Energy Ohio, The Dayton Power and Light Company and Ohio Power
complained with Ohio law and transferred their OVEC positions to another affiliated but unregulated entity
(as FirstEnergy and Allegheny did) or to an unaffiliated entity (as Allegheny did), they would not today
retain any OVEC-related obligations.

5 https://www.ovec.com/OVECHistory.pdf
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**k%k

OVEC was formed by fifteen sponsoring companies, all public electric
utility companies, for the sole purpose of supplying the United States
Atomic Energy Commission, currently the Department of Energy (DOE),
with all the electrical energy needed for the operation of its uranium
enrichment plant located near Portsmouth, Ohio. The large amount of
energy required for the process of uranium enrichment, however, is
beyond the capacity of OVEC alone. To ensure that it could meet its
obligations under the power agreement with the DOE, OVEC entered
separate power agreements with IKEC and the fifteen sponsoring
companies.

According to the IKEC-OVEC power agreement, the entire output of power
IKEC generates is sold to OVEC. Under OVEC's power agreement with
the fifteen sponsoring companies, the companies sell electricity to OVEC
when the demands of the DOE exceed the amount OVEC can generate
and purchase from IKEC. Additionally, the agreement permits the
sponsoring companies to purchase surplus electricity from OVEC, when
the demands of the DOE fall below the total amount OVEC can generate
and purchase from IKEC.®

*kk

On July 1, 1993, the uranium enrichment processing responsibilities of the
United States Government were transferred from the Department of
Energy (DOE) to the United States Enrichment Corporation (USEC). At
that time, USEC was a wholly owned government corporation and an
agency and instrumentality of the United States of America. OVEC
modified the DOE Power Agreement in 1993 to permit the DOE to resell
the OVEC power to USEC. On July 28, 1998, USEC became a publicly
held company through the transfer of the federal government’s ownership
in USEC to the private sector. On September 29, 2000, the DOE notified
OVEC that the DOE Power Agreement would terminate no later than April
30, 2003. Also, the DOE notified OVEC that the DOE entitlement to power
would reduce to specified levels until reaching zero on August 31, 2001.
On September 1, 2001, the Sponsoring Companies became entitled to
100% of the Companies’ generating capacity under the terms of the
ICPA.’

*kk

6 http://law.justia.com/cases/indiana/tax-court/1992/02t10-9104-ta-00014-2.html

7 OVEC 2004 FERC Form 1, page 123.1
https://www.ovec.com/OVECFERC/OVEC2004FERCForm1Annual.pdf
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The Sponsoring Companies purchase power from OVEC according to the
terms of the Inter-Company Power Agreement (ICPA”).8

Q 2. Why is the percentage of equity ownership different than the percentages
reflecting the Sponsoring Companies’ participation benefits and
obligations?

A. This is the result of the age of the OVEC structure, changes that have taken
place over the last 60 plus years and internal decisions made within the various holding
company structures. For example, the holding company American Electric Power
(“AEP”) did not exist until 1958. The predecessor holding company, American Gas &
Electric Company (“AG&E”) originally held the common equity shares in OVEC and had
39.17% of the total common equity. This occurred when AG&E was headquartered in
New York City. When it came time to develop the benefits and obligations shares, it
appears that AEP (the holding company) pushed down the benefits and obligations to
affiliated operating companies.

Also, when the OVEC structure was put together, Columbus Southern Power
Company was not owned by AEP. AEP’s acquisition of Columbus Southern Power
Company was not completed until 1983 and this is when AEP moved its corporate
headquarters to Columbus, Ohio. ®

In any event, the equity ownership shares as well as the relative shares of
benefits and obligations established for the “Sponsoring Companies” are all the result of
voluntary subscriptions and contracts that have been modified repeatedly since the
1950s.

Q 3. There have been claims that the OVEC structure has “national security
interest” implications. Do these claims provide a complete view of the
historical record?

A. No.

It is true that the uranium enrichment process eventually established in Piketon,
Ohio was initially intended and expected to meet the needs of our nuclear weapons
program. However, this original purpose quickly gave way in the mid-1960s to a plan to
meet the expected commercial demand for nuclear fuel.’® And the relationship to any
federal or national purpose ended in 2003 following the notice of termination issued by
the DOE in 2000.

8 OVEC 2005 FERC Form 1, page 123.1
https://www.ovec.com/OVECFERC/OVEC2005FERCForm1Annual.pdf

9 https://www.aep.com/about/history/

10 https://en.wikipedia.org/wiki/Portsmouth Gaseous Diffusion_Plant
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Q 4. Since OVEC was created to meet the electricity needs of the Atomic Energy
Commission (eventually DOE and United States Enrichment Corporation or
“USEC”), was the federal government obligated to compensate OVEC for
the cost of satisfying those needs?

A. Yes.

In fact, the OVEC/DOE/USEC agreement, as it existed in 2000, stated that DOE
could only reduce its contractual obligation if the Sponsoring Companies wished to take
the power that was otherwise committed to DOE. The OVEC/DOE/USEC agreement as
it existed in 2000 also permitted (but did not obligate) OVEC to waive DOE’s/USEC'’s
contractual obligations to pay all the costs of additions to, and replacements of, OVEC’s
facilities provided the waiver was accompanied by an agreement by the Sponsoring
Companies to take the OVEC output that was otherwise committed to DOE/USEC.

On May 24, 2000, DOE/USEC and OVEC entered into a supplement to their
original agreement that allowed DOE to reduce its contract demand and compensation
obligation to OVEC with the Sponsoring Companies agreeing to take the generation
output otherwise committed to DOE/USEC. As part of that supplemental agreement,
OVEC and the Sponsoring Companies agreed to provide DOE/USEC with
compensation reflecting the value of the OVEC generation in the market at a time when
the market price of electricity was substantially above the cost of the OVEC supply.!! In
other words, this 2000 supplemental agreement between OVEC and DOE/USEC was
revenue neutral to OVEC (it received the same cost-based compensation either way)
but it allowed DOE/USEC and the Sponsoring Companies to profit because of the
difference between the cost-based price they paid for the OVEC output and the much
higher market-based price for which the OVEC output was sold in the wholesale electric
market.'?

The 2000 supplement to the original OVEC and DOE/USEC agreement was
characterized by some stakeholders as an attempt to monetize the market value of
OVEC output that DOE/USEC elected not to use. Because of the alleged implications
of this proposed contract modification, which took place after DOE/USEC announced
closure of the Ohio enrichment operations in favor of the operations in Kentucky,
Congressman Ted Strickland formally urged the PUCO to initiate an investigation.
Congressman Strickland alleged that the proposed contract modification was facilitating
DOE/USEC efforts to evade responsibilities to continue operation of the gaseous
diffusion plant. And, he also alleged that the PUCO had a responsibility to “...ensure
that the Power Contract continues to serve the public interest.” 3

11 OVEC Application, PUCO Case No. 00-940-EL-AEC at pages 6 and 7, (May 31, 2000)
https://dis.puc.state.oh.us/TiffTOPDf/JJKXA7ZA1KFTA7XP3.pdf

12 OVEC Application, PUCO Case No. 00-940-EL-AEC at pages 6 and 7, (May 31, 2000)
https://dis.puc.state.oh.us/TiffTOPDf/JKXA7ZAIKFTA7XP3.pdf

13 Motion and Memorandum of Congressman Ted Strickland, PUCO Case No. 00-940-EL-AEC (August
16, 2000) http://dis.puc.state.oh.us/Tiff TOPDf/EESDVSQ7JQYGQFWL.pdf
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The concerns raised by Congressman Strickland and others, including Governor
Bob Taft, Senator Mike DeWine and Senator George Voinovich, were eventually
resolved by USEC agreeing to provide community and worker benefits outlined in an
agreement filed with the PUCO.** And the PUCO then approved the 2000 supplement
to the original OVEC and DOE/USEC agreement.®®

In early 2001, DOE offered to provide the Sponsoring Companies increased
access to OVEC's firm generating capacity through August 31, 2001 (on which date the
DOE planned to cease purchasing OVEC generated power). This transfer of power
entitlement was offset by transferring the liability for specific unpaid capital improvement
debt from the DOE to the Sponsoring Companies. As a result, the Sponsoring
Companies agreed to assume $76.6 million of the DOE debt and interest costs. OVEC
billed this balance of debt and interest costs for capital improvements to the Sponsoring
Companies over the period June 2001 through April 2003 (the termination date of the
DOE Power Agreement).16

Q5. Why was the PUCO involved in the approval of the 2000 supplement to the
original OVEC and DOE/USEC agreement?

A OVEC is a public utility as defined in R.C. 4905.02 and, as such, is subject to the
jurisdiction of the PUCO. OVEC had and has one customer. The original service and
compensation arrangement (a “reasonable arrangement” under R.C. 4905.31) between
OVEC and its one customer was approved by the PUCO in 1953 in PUCO Case No.
23,719 and that arrangement has been modified numerous times since. Each
modification of that reasonable arrangement and any termination of that reasonable
arrangement must receive PUCO approval before it can become effective.

To the extent that any proposed modification of the OVEC and DOE/USEC
reasonable arrangement might affect the interests of OVEC’s shareholders or the
Sponsoring Companies, they could have sought to intervene and participate in the
required PUCO proceeding and also sought relief from the PUCO just as Congressman
Strickland did.

Q 6. When did the DOE and OVEC contract end?

A. On September 29, 2000, DOE sent OVEC a notice of cancellation and the power
supply contract ended on April 30, 2003. Again, this notice and cancellation occurred
well before the Sponsoring Companies and OVEC agreed to extend the term of the
ICPA.

14 Joint Motion for Expedited Approval, PUCO Case No. 00-940-EL-AEC (November 21, 2000)
https://dis.puc.state.oh.us/TiffTOPDf/EEG3Z6JHWTTBYH40.pdf

15 PUCO Case No. 00-940-EL-AEC, Finding and Order (November 21, 2000)
https://dis.puc.state.oh.us/TiffToPDf/YIS482TWV2VD1IWE @.pdf

16 OVEC 2004 FERC Form 1, page 123.1
https://www.ovec.com/OVECFERC/OVEC2004FERCForm1Annual.pdf
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Q 7. Did DOE have to pay OVEC to end the contract?
Yes.

While DOE had the right to terminate the contract, it still had obligations to
compensate OVEC for costs that remained on OVEC's books.

On September 29, 2000, the DOE notified OVEC that the DOE Power
Agreement would terminate no later than April 30, 2003. Also, the DOE
notified OVEC that the DOE entitlement to power would reduce to
specified levels until reaching zero on August 31, 2001. On September 1,
2001, the Sponsoring Companies became entitled to 100% of the
Companies’ generating capacity under the terms of the ICPA.

Under the terms of the DOE Power Agreement, OVEC was entitled to
receive a “termination payment” from the DOE to recover unbilled costs
upon termination of the agreement. The termination payment was related
to unbilled postretirement benefit costs and a portion of the estimated
generating plants’ closure costs. In addition, OVEC had retained monies
from undistributed antitrust and investment tax credit proceeds that were
due to the DOE upon termination of the DOE Power Agreement. During
December 2003, OVEC reached a settlement with the DOE, and, as a
result of the settlement agreement, during February 2004, OVEC received
a net settlement payment of approximately $97.5 million.*’

Q 8. Is OVEC still involved in supplying electricity to DOE for use at the Piketon,
Ohio operations?

A. Yes and, again, this is the result of an agreement which required approval by the
PUCO.

In order to give DOE time to negotiate arrangements for the supply of electricity
to the Piketon, Ohio operations after the termination of the OVEC and DOE/USEC
contract, OVEC and DOE agreed to enter into a Letter Agreement dated April 29, 2003
for the temporary supply of electricity. Under this letter agreement, OVEC agreed to
arrange electricity supply to satisfy DOE’s ongoing electricity needs. This arrangement
required OVEC to charge market-based prices based on solicitations from various
suppliers.8

Through numerous PUCO modifications to the OVEC and DOE/USEC
reasonable arrangement, DOE was able to reduce and then terminate its contract
responsibilities to OVEC and obtain PUCO approval of an arrangement between OVEC

17 OVEC FERC 2004 Form 1, page 123.1
http://www.ovec.com/OVECFERC/OVEC2004FERCForm1Annual.pdf

18 OVEC Application, PUCO Case No. 03-1168-EL-AEC (May 16, 2003)
http://dis.puc.state.oh.us/Tiff ToPDf/P40$SUG68XIIXFKKD.pdf
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and DOE that allows DOE to shop for its electricity supplier and pay market-based
prices. OVEC helps DOE procure electricity in the marketplace to meet a demand that
does not exceed 50 megawatts.*®

Q9. Is OVEC still helping DOE obtain electricity in the market place rather than
be supplied from the OVEC facilities?

A. Yes.

As indicated above, the termination of the shopping arrangement between DOE
and OVEC requires PUCO approval. On May 7, 2015, OVEC filed an application with
the PUCO to obtain, if needed, the PUCQO’s authorization to terminate the shopping
arrangement with DOE. The OVEC application stated that upon termination, DOE
would obtain its electricity from another provider subject to OVEC’s continuing obligation
to provide transmission service.?°

The PUCO has not acted on OVEC’s May 7, 2015 application and the case is still
open. In fact, on January 15, 2016, Ohio Power Company filed a motion to intervene in
this proceeding for the purpose of staking out a claim that it has the exclusive right to
provide electricity to DOE.?! The most recent pleading in the case was filed on March 2,
2017.%2

Q 10. If the legislation is enacted, would it cause Ohio retail electric customers to
be responsible for the business and financial risk associated with the IKEC
electric generating plants in Indiana?

A. Yes. And the Indiana generating capacity is greater than the amount located in
Ohio. It is important to note that these generating plants were not built to meet the
needs of retail customers located in Ohio.

Q 11. Has the original ICPA between OVEC and the Sponsoring Companies been
changed from time to time?

A. Yes.

19 OVEC Application, PUCO Case No. 05-624-EL-AEC at 2 (May 11, 2005)
http://dis.puc.state.oh.us/TiffToPDf/IOAH8IAABSLNLINV.pdf

20 OVEC Application, PUCO Case No. 15-0892-EL-AEC (May 7, 2015)
http://dis.puc.state.oh.us/TiffToPDf/A1001001A15E07B65327D90377.pdf

21 Ohio Power Company Motion to Intervene and Memorandum in Support, PUCO Case No. 15-0892-EL-
AEC (January 15, 2016) http://dis.puc.state.oh.us/TiffToOPDf/A1001001A16A15B45240B05564.pdf

22 OVEC Notice to the Commission of the Fifth Amendment to Termination Agreement, PUCO Case No.
15-0892-EL-AEC (March 2, 2017)
http://dis.puc.state.oh.us/TiffTOPDf/A1001001A17C02B54453B00510.pdf
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The original ICPA had a 50 year term??® and was scheduled to end in the mid-
2000s. However, in 2004, an Amended and Restated ICPA was unanimously approved
by the Sponsoring Companies and OVEC extended the term of the ICPA for an
additional 20 years from March 13, 2006 to March 31, 2026.24. Subsequent to this
extension, the Sponsoring Companies and OVEC agreed to extend the term of the
ICPA until June 30, 2040. These voluntary extensions of the ICPA occurred well after
agreement between OVEC and DOE terminated.

The ICPA is not subject to the PUCQO'’s jurisdiction. It is subject to exclusive
jurisdiction of the Federal Energy Regulatory Commission (“FERC”). The FERC has
ongoing jurisdiction over the ICPA and the authority to modify the ICPA to the extent
such modification is shown to be lawful and reasonable.

The changes that have been made to the ICPA in the past indicate that it is
possible to modify the Agreement when the Sponsoring Companies wish to do so. This
history is inconsistent with the claim that the Sponsoring Companies are “stuck” in their
current relationship with OVEC.

In any event and irrespective of whether the Sponsoring Companies are “stuck”
with the OVEC relationship, they are in the OVEC relationship because of their
individual and collective decisions to stay in the relationship long after it was clear that
DOE was off the hook.

Since the practical effect of House Bill 239 is to modify the obligations of the
OVEC shareholders and the Sponsoring Companies by transferring their business and
financial risk to Ohio retail customers, it is reasonable to expect that, if enacted, the
legislation will be challenged based on claims that it violates the Commerce Clause and
is otherwise pre-empted by the authority delegated exclusively to FERC through the
Federal Power Act.?®

Q 12. If the Sponsoring Companies are losing money as a result of the ICPA, why
would they agree to twice extend the term of the ICPA so that it is now
scheduled to end on June 30, 2040?

A. As explained above, the Sponsoring Companies paid cost-based prices for their
share of the OVEC output and then could sell their share of the output in the wholesale
electric market. Until recently, this arbitrage opportunity created by the differential
between the cost of the OVEC supply and the price the supply commanded in the
wholesale market was profitable, thereby contributing to the earnings of the Sponsoring
Companies that sold the OVEC output in the wholesale market. Testimony already

28 Kentucky Public Service Commission Case Nos. 2011-00099 and 2011-00100, Order at page 1(August
11, 2011) https://psc.ky.gov/order vault/Orders 2011/201100100 08112011.pdf

24 OVEC 2005 FERC Form 1, page 123.1
https://www.ovec.com/OVECFERC/OVEC2005FERCForm1Annual.pdf

25 Hughes v Talen Energy Marketing, 578 U.S. __ (U.S. Supreme Court April 19, 2016).
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given by proponents of the legislation confirms that the ICPA extensions occurred
because the Sponsoring Companies were making money on the deal.

The Sponsoring Companies took advantage of the buy-low-sell-high opportunity
they inserted in the relationship with OVEC and deprived OVEC of the benefits of the
opportunity. Had the Sponsoring Companies not extended the ICPA, OVEC would
have been able to sell its generation output in the wholesale market and use the above-
cost proceeds to, among other things, pay down debt, bring its capitalization ratio into
better balance and improve its financial health.

The OVEC generating stations are old coal-fired facilities. Like other old coal
and nuclear plants, the OVEC facilities are now having a more difficult time selling the
output and market prices have dropped significantly, thereby reducing cash flow.
OVEC’s capital structure is heavily leveraged; almost all of OVEC’s capitalization
consists of debt (about $1.5 billion in debt outstanding as of December 31, 2016) with
embedded rates of interest that are above current rates. The highly leveraged financial
structure of OVEC creates a fixed cost obligation that is harder to meet in current
circumstances. And, as is also true with other older coal and nuclear plants, large
federal subsidies and state mandates are bleeding cash flow away from the older coal
and nuclear plants.

Q 13. In view of OVEC’s history, is it reasonable to make Ohio retail electric
customers responsible for any loss that the OVEC shareholders or
Sponsoring Companies may incur as a result of their decisions to enter
and then extend agreements establishing their rights and obligations?

A. No.

There is no good justification for making Ohio retail electric customers
responsible for any loss that the OVEC shareholders or Sponsoring Companies may
incur as a result of their decisions to enter and then extend agreements establishing
their rights and obligations.

At the same time that the OVEC Sponsoring Companies are supporting
legislation that would make Ohio retail customers responsible for the Sponsoring
Companies’ OVEC-related business and financial risks, some of the Sponsoring
Companies are seeking non-bypassable charges from these same retail customers to
cover the costs of new renewable generating facilities that, if built, will further reduce the
market share and cash flow opportunity for generating plants like those owned by
OVEC.

It is also important to note that making Ohio retail electric customers responsible
for any loss that the OVEC shareholders or Sponsoring Companies may incur as a
result of their decisions to enter and then extend agreements establishing their rights
and obligations would not do anything to address the fundamental challenges that
OVEC faces. The OVEC plants are old. In today’s environment, they are struggling to
compete for market share against newer, more efficient, generating technologies and
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heavily subsidized renewable technologies. The highly leveraged capital structure
needs attention.

If Ohio retail electric customers are required to underwrite the OVEC
shareholders or Sponsoring Companies as a result of their decisions to enter and then
extend agreements establishing their rights and obligations, the OVEC shareholders or
Sponsoring Companies will have weaker incentives to address the problems that have
arisen as a result of their choices.

Q 14. Is there any indication that the OVEC shareholders and Sponsoring
Companies realize that they need to modify their OVEC-related
agreements?

A. Yes.

For some of the same reasons that OVEC is facing financial challenges,
FirstEnergy Solutions (“FES”) is also facing financial challenges. FES has suggested
that it may submit itself to the federal bankruptcy process to resolve its challenges.
Because FES is one of the OVEC Sponsoring Companies, FES’ suggestion that it may
resort to filing bankruptcy in combination with OVEC-related contracts that don't fit well
with today’s conditions and OVEC’s highly leveraged capital structure have affected
OVEC'’s investment ratings.

More specifically, and on December 20, 2016, Moody’s Investment Services
(“Moody’s) downgraded OVEC’s bond rating from Baaa3 to Ba1 with a negative outlook.
In doing so, Moody’s stated:

This rating action was prompted by the recent downgrades of FirstEnergy
Corp's (FirstEnergy) subsidiaries FirstEnergy Solutions Corp. (FES: Caal
negative) and Allegheny Energy Supply Company, LLC (AES: Bl
negative) which together are contractually obligated to cover about 8% of
OVEC's expenditures.

The downgrades of FES to Caal from Ba2 and AES to B1 from Bal
followed FirstEnergy’s announced intention to exit its merchant business
entirely within 18 months, even if it requires a restructuring or bankruptcy
at FES. Although the proportion of OVEC's revenues that are derived from
FES (4.85%) and AES (3.01%) are relatively modest, the payment
obligations under the Inter-Company Power Agreement (ICPA), which is
the basis for OVEC's revenue, are several and not joint. In addition, in the
event of a payment default, there is currently no requirement for the non-
defaulting sponsor companies to “step-up” their payments to cover any
shortfall.

The rating action also considers the December 1st decision of the OVEC

Board to begin funding a debt service reserve, and to form a strategic
planning group to evaluate a possible modernization of the ICPA. We view
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both of these developments as indicative of the Board’s desire to support
credit quality.

The strategic planning group will be tasked with reviewing possible ways
to update the ICPA, including the potential creation of a step-up to cover
sponsor shortfalls and/or requirements for credit assurance in the event of
declining sponsor company credit quality. Any such changes to the ICPA
would need to be approved by all of the sponsoring companies. In the
interim, OVEC’s funding of a $44 million reserve over 18 months
beginning January 2017 should help to mitigate potential cash shortfalls.
Absent these credit strengthening actions by the Board, OVEC’s ratings
could have moved down by more than one notch.

In the event of a payment default by FES or another sponsor, OVEC may
suspend service to the defaulting entity; in which case, the energy and
capacity allocated to the defaulting party would become available to the
other sponsor companies, or to OVEC, to sell into the PJM
Interconnection markets. Based on current market conditions, we estimate
the revenues available from the sale of this capacity and energy into the
market would cover only about 50% of OVEC'’s billable non-fuel expenses.
As such, we expect the shortfall from a potential loss of FES revenue
(4.85% of the total) could be in the range of about $6-10 million per year.
While this amount appears manageable, there currently is no automatic
means of funding the gap other than through draws on the OVEC revolver.
Revolver usage requires a representation of no material adverse change,
a credit negative, and would need to be repaid pro-rata by the sponsoring
companies.?®

The statement issued by Moody’s is based on interviews that Moody’s conducted
with OVEC. Based on Moody’s statement, it appears that efforts are presently
underway to modernize the ICPA and address OVEC’s credit issues.

The information provided by Moody’s also provides an indication of how much
the current OVEC structure and HB 239 might cost customers.

In Moody’s statement, it indicates that the potential FES-related shortfall is in the
range of $6 to $10 million per year with FES’ share set at 4.85%. Using Moody’s
numbers, the total OVEC-related shortfall would be in the range of $124 to $206 million
per year. Using the Sponsoring Companies percentages shown on page 2, the range
for Ohio Power Company (19.93%) would be between $25 and $41 million per year, the
range for Duke Energy Ohio (9%) would be between $11 and 18.5 million per year, the
range for The Dayton Power and Light Company (4.9%) would be between $6 and $10
million per year and the range for Buckeye Power Generating LLC (18%) would be
between $22 and $37 million per year. Summing the range for FES, Ohio Power, Duke
Energy Ohio, Dayton Power and Light and Buckeye produces a range of between $70

26 Moody'’s Investor Services, December 20, 2016 https://www.moodys.com/research/Moodys-
downgrades-OVEC-to-Bal-outlook-negative--PR 359882

C0102320:1 C0101426:2



https://www.moodys.com/research/Moodys-downgrades-OVEC-to-Ba1-outlook-negative--PR_359882
https://www.moodys.com/research/Moodys-downgrades-OVEC-to-Ba1-outlook-negative--PR_359882

million and $116.5 million per year. Of course, the actual shortfall associated with
OVEC’s above-market costs will depend on the level of OVEC’s actual costs and the
extent to which the actual costs are below or above the revenue produced by sales of
the electricity generated by the OVEC units as well as the contractual responsibilities of
OVEC'’s shareholders and Sponsoring Companies.

Q 15. In traditional ratemaking of the type that was practiced in Ohio prior to the
electric restructuring legislation, were customers responsible for covering
electric utility losses resulting from an equity investment in another
corporation?

A. No.

For example, Columbus Southern Power Company (“CSP”) held the stock of an
affiliated company (Simco Inc.). Simco Inc. owned coal lands and it sold the coal lands
realizing a net gain of $1.2 million on the sale. Some customer groups urged the Public
Utilities Commission of Ohio (“PUCQO”) to require CSP to give CSP’s customers the
benefit of Simco Inc.’s gain on the sale of the coal lands. CSP successfully opposed
this effort by arguing that the equity ownership in the coal mines was a “bellow the line
transaction” and it had no legal or other duty to give all or any portion of the gain to its
customers.?’

Also, traditional utility regulation tested the ability of a utility to pass costs on to
customers through things like prudency evaluations and the “used and useful” standard
which required an investment to be used to meet the needs of customers before the
investment could be included as part of the recoverable costs.

27 In the Matter of the Regulation of the Electric Fuel Component of Columbus Southern Power Company,
PUCO Case No. 88-102-EL-FAC, Finding and Order (October 28, 1988). In this proceeding, Columbus
Southern Power Company (now part of Ohio Power Company) successfully argued that customers were
not entitled to any portion of the gain on the sale of the coal lands because customers never purchased
an interest in the assets, never were the legal owners of the assets and never were subject to the risks of
ownership of the assets.
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