Fiscal Note & Local Impact Statement

123 rd General Assembly of Ohio

BILL: Am. Sub. SB. 3 DATE:

STATUS:  AsPassed By The House SPONSOR:

June 22, 1999

Sen. Johnson

LOCAL IMPACT STATEMENT REQUIRED: No— Nolocal cost in theintroduced version

CONTENTS: Providesfor competition in retail eectric supply and revises taxes on eectric companies

and rural eectric companies

State Fiscal Highlights

STATE FUND FY 2000 FY 2001 FUTURE YEARS
General Revenue Fund
Revenues -0- $6.2 million loss Annud loss of $34 to $46 million
dedining over time plus gain of
up to $63 million. Additiond loss
of $30 millionin FY 2002,
Expenditures -0- -0- Annud increase of up to $63
million
Utility and Railroad Regulation (Fund 5F6)
Revenues $650,000 gain* $450,000 gain* $450,000 gain
Expenditures $650,000 increase* $450,000 increase* $450,000 increase
OCC Operating expenses (Fund 5F5)
Revenues $859,000 gain* $553,000 gain* $553,000 gain
Expenditures $859,000 increase* $553,000 increase* $553,000 increase
Universal Service Fund (new fund in the Department of Development)
Revenues -0- Ganinexcessof $21.8 million i Gainin excess of $21.8 million
to $57.4 million to $57.4 million
Expenditures -0- Increase based on revenuesin i Increase based on revenuesin
fund fund
Energy Efficiency Loan Fund (new fund in the Department of Development)
Revenues -0- Up to $15 million gain Up to $15 million gain until FY
2005; after that up to $5 million
gain plus additiond revenues
Expenditures -0- Potentid increase Potential increase
Kilowatt-hour Excise Tax Adminigtration Fund (new fund in the Department of Taxation)
Revenues -0- $32,500 gain $32,500 gain
Expenditures -0- $32,500 increase $32,500 increase

Note: The state fiscal year isJuly 1 through June 30. For example, FY 2000 is July 1, 1999 — June 30, 2000.
* Any increase in these funds assumes an increase in appropriation of the amount. The bill does not contain any appropriations for

these or other funds.
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The hill diminates the gross receipts tax on eectric companies and rural eectric cooperatives (cost to GRF of $403
million in FY 2002). It subjects the ectric companies to the corporate franchise tax (gain to GRF of $44 millionin
FY 2002, $74 million annudly, thereafter) and establishes a new kilowatt-hour tax, in part, to replace revenues lost
from the gross receipts tax. 59.976% of revenue from the kilowatt-hour tax is deposted into the state GRF;
however, a catain amount is guaranteed to loca governments, S0 that if less than $552 million is received in any
year, the amount to the GRF would be reduced. (The estimated gain from this tax in FY 2002 is $297 million.)
Thus, the net loss to the GRF in FY 2002 is $403 million minus $44 million minus $297 million = $62 million.

Thefind payment of the gross receipts tax on dectric companies in June 2001 would be $33 million less than under
current law. This loss would be partidly offset by the first payment of the kilowatt-hour tax (also in June 2001), of
which $26.8 million is to be deposited in the state GRF, resulting in a net loss to the state GRF in FY 2001 of $6.2
million.

The deregulation of retall eectric servicesislikely to reduce the cost of eectricity to Sate agencies. In FY 1998 the
date spent $38.8 million on eectricity. A 3% decrease in the price would result in a cost saving of over $1 million

per year.

Increased expenditures of the Public Utilities Commisson (PUCO) and the Office of the Consumers Counsd
(OCC) are based on edtimated expenses of these agencies. The bill contains no additiona gppropriation authority.
Any such authority would be funded by assessments on utilities.

Local Fiscal Highlights

LOCAL GOVERNMENT FY 2002

FY 2003

FUTURE YEARS

Schoal Districts (including Joint Vocational School Districts)

Revenues $69.3 million lossoffset by | $138.6 million lossoffset by | $138.6 million loss offset by gain
$69.3 million gain plus $138.6 million gain plus likely in excess of $138.6 million
$1.6 million gain $3.2million gain
Expenditures Potential decrease Potential decrease Potential decrease
Other Local Governments
Revenues $59.3 millionlossoffsetby :  $59.3 million loss offset by $59.3 million loss offset by gain
$59.3 million gain plus $1 $59.3 million gain plus $1 likely in excess of $59.3 million
million gan million gan
Expenditures Potential decrease Potential decrease Potential decrease
Municipal Corporations
Revenues $13 million potentid gain $13 million potentid gain $13 million potentid gain
Expenditures -0- -0- -0-

Note: For most local governments, the fiscal year isthe calendar year. The school district fiscal year is July 1 through June 30.

Changes in dectric utility property vaue reduce property tax revenues to schools and loca governments, but the
revenue is replaced by revenues from the newly created kilowatt-hour tax that are distributed to school districts and
other loca governments via the newly created school district property tax replacement fund and the loca
government property tax replacement fund. School digtricts receive 25.9 percent of the replacement revenues and
local governments receive 11.1 percent.

The firgt replacement payment is in February 2002, which is in the second hdf of the school didtrict fiscd year, so
the impact on school digrictsin FY 2002 isonly a haf-year impact.
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Additiona increases in revenues to school didtricts and other locad governments result from the additiona revenues
for the fixed-sum levies. It is estimated that school digtricts will receive between $3.2 and $3.5 miillion per year in
the firg five years, and close to $2 million in subsequent years. Other taxing districts will receive an additiond $1
million per year due to the fixed-sum levies.

Increased revenues to municipdities result from gpplying the municipa income tax to the income of dectric utilities.

The loca government funds (LGF and LGRAF) are to be held harmless with respect to change in eectric taxes.
However, if the revenue from the corporate franchise tax on eectric companies is less than $74 miillion, the locd
government funds could experience arevenue loss. If gains from the corporate franchise tax or the kilowatt- hour tax
are greater than expected, the local government funds will gain revenue.

Schools and other loca governments are d o likely to benefit from reductions in the price of eectricity resulting
from dectric deregulation.




Detailed Fiscal Analysis

Introduction

The bill provides for competition in retal electric services to begin on January 1, 2001 (although the
gart date may be delayed until July 1, 2001). It revises the taxes on e ectric companies and rura electric
companies to be more congstent with the new market structure.

The bill declares eectric generation, aggregation, power marketing, and power brokering services to be
competitive retal eectric services as of the dart date of competition. It establishes a market
development period to fadilitate the trandtion of utilities and utility customers to the new market
dructure. The Public Utilities Commisson (PUCO) is charged with overseeing the trangtion to
competition. Electric companies are required to file their trangtion plans with the PUCO. The PUCO
must in turn gpprove or disapprove the plans based on guiddines established in the bill.

Utilities may receive trangtion revenues during the market development period. The PUCO is charged
with determining the amount of trangtion revenues, trangtion charges, and the duration of the market
development period for each utility. Trangtion revenues are to cover the “just and reasonable trangtion
cods’ of the utilities. The costs would include costs of employee assstance included in the firm's
employee assstance plan in excess of the costs covered in any exigting labor contracts. An Electric
Employee Assstance Advisory Board is crested to make recommendations to the Commisson
regarding its gpprova of any employee assstance plan. The market development period is to end
December 31, 2005, athough utilities may continue to receive revenues for their regulatory assets until
December 31, 2010.

The bill revamps the gtate's current low-income energy assstance and energy efficiency programs. It
codifies the percentage of income payment program (PIPP) with respect to the eectric portion and
edablishes it in the Depatment of Development, dong with the home energy assstance program
(HEAP). It dso moves the Ohio energy credits program from the Department of Taxation to the
Department of Development.

The hill establishes severd programs in the Department of Development geared toward enhancing
energy efficiency of low-income and other resdentia, smal commercid and smdl industrid consumers
in the date. It establishes a universd service fund to provide funding for the low-income energy
assgance programs and an energy efficiency revolving loan fund to fund the energy efficiency revolving
loan program. It creates the Public Benefits Advisory Board to ensure that energy services are provided
to low-income customersin the state in an affordable manner.

The bill dso provides a rate cut for resdentia utility consumers who continue to purchase eectricity
from ther incumbent eectric utility. The cut would equa 5 percent of the generation cost of the utility
(which is dso subject to arate cgp) and would last through the market development period or until the
PUCO determined that the rate cut was unduly discouraging market entry.

The hill provides for “opt-out” aggregation on the part of loca governments. It contains a net-metering
provison for customer-generators with smal generating facilities (including renewables). It provides for
a market- based standard service offer for customers of the incumbent utility who have not chosen a new
supplier (or have defaulted to the incumbent utility) by the end of the market development period. The
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gtandard service offer may be established through a competitive bidding process that the PUCO would
facilitate,

The bill makes the fallowing tax changes:

1

2)

3)
4)

5)

With respect to the public utility property tax:

a) It reduces the assessment rate on generation and other non transmission and non distribution
property,

b) It changes the definition of true vaue for new generation property, and

c) It changes the gpportionment of generation property.

It diminates the gross receipts tax with respect to the sales of eectric power and it establishes the
corporate franchise tax as the tax that eectric companies are required to pay for the privilege of
operding in Ohio.

It allows for the taxation of eectric company profits under the municipa income tax.

It establishes a new excise tax on eectricity digribution in the form of a kilowatt-hour tax and sdf-
asessing purchasers tax. Revenue from the new tax is to be used to replace the revenue lost due

to the changes in the public utility property tax and the replacement of the gross receipts tax with
the corporate franchise tax.

It provides for the replacement of revenues lost by school digtricts, counties, and other loca taxing
digtricts (including park digtricts) due to the changes in the property tax.

The annud cost of the tax provisonsis estimated to be as follows.

Electric Utility Tax Revenue

Revenue target/L oss from current sources Gain from replacement sources
Assessment rate reductions on electric $198 Implementation of new public utility
utility property excisetax
Revenues from kWh tax base 57

Replacement of public utility excisetax $423 Revenues from self-assessing
gross receipts tax base purchasers tax base $61
Revenue commitment due to fixed- 35 Removal of electric uti_l ity exemption 74
dollar levies from corporate franchise tax

Total $626 Total $592

Dollarsarein millions.

The hill aso establishes three funds rdated to the tax provisons. The school didtrict property tax
replacement fund and the loca government property tax replacement fund are to recaive revenues from
the kilowatt-hour tax and the sdf-assessing purchasers tax to be distributed to school districts and loca
governments. It dso establishes the kilowatt-hour excise tax adminigtration fund to receive fees paid by
Hf-assessing purchasars to fund the adminigtration of the kilowait-hour tax.




Findly, the bill requires that efforts be made to reach agreements with dectric utilities in matters of
current litigation regarding property vaue issues. Any refunds a utility receives as a result of such
litigation isto be reflected in rate reductions to utility customers,

The Electric Power Industry in Ohio

Currently electric power is supplied to Ohio residents by for-profit eectric companies (dso known as
investor-owned utilities or 10Us), non-profit rurd eectric cooperatives, and municipa dectric utilities.
There are 8 for-profit eectric companiesin the Sate, 27 rura co-ops, and 84 municipd utilities.

The IOUs are verticdly integrated companies — combining the functions of generation, tranamisson, and
digribution in one firm. The municipa utilities and the rurd co-ops are more distribution-based.
Buckeye Power, which is jointly owned by the co-ops supplies much of their power needs. Much of the
power used by municipa eectric utilities is obtained from American Municipa Power of Ohio (AMP-
Ohio), dthough afew municipd utilities have their own generating fadilities and many purchase power on
the wholesale power market. For tax purposes AMP-Ohio is treated like a for-profit utility; wherees,
Buckeye Power istaxed like arurd co-op. Municipa utilities are not taxed but they do make substantia
paymentsin lieu of taxes (PILOTS) to ther loca municipdlity.

The for-profit utilities and the rurd co-operatives are restricted by the certified territory law asto where
they can supply eectric power. The certified territories encompass the entire state. Due to the home-
rule provisons of the Ohio Condtitution, any municipa corporation can establish a public power system
to provide its citizens with eectric power, regardless of the certified territory law. However, municipa
utilities cannot have more than 33 percent of their sdles outsde of the municipdity. Municipa dectric
utilities are a present the chief source of competition to 10Us and rurd co-ops (and vice-versa) —
paticularly in the cities of Cleveland and Columbus with respect to commercid and indudtrid eectric
consumers.

Currently a for-profit eectric company’s rates are established through a ratemaking process a the
PUCO. (The rates of rura co-opsand municipa dectric utilities are the business of the members of the
cooperative and the legidative authority of the municipality, respectively.) The rates established provide
for an alowed rate of return on investment — assuming that autility’ssalesare & agiven leve.

Also included in rates are codts of certain energy efficiency programs (e.g., demand-side management)
and low-income energy efficiency programs (i.e., the PIPP riders), as well as nuclear decommissioning
costs and property and gross receipts taxes paid by the utility.

Changes to the industry due to restructuring

SB. 3 diminates the certified territories law as it gpplies to generation supply for for-profit dectric
companies (athough it retains it with respect to digtribution services). The certified territory law is
eliminated for rura cooperatives only upon the eection of the co-op. S.B. 3 aso cdlsfor the functiond
separation — if not divediture — of the competitive services (e.g., generation) and the non-compstitive
services (transmisson and digtribution) of for-profit dectric utilities. These changes are geared toward
improving the competitiveness of the dectric power market. They should result in lower energy prices
and subsequent savings to resdentia, commercid, and indudtria users of dectricity — not to mention
date and locd governments.




Restructuring, “ stranded costs’ and nuclear decommissioning

The flip Sde of savings to dectric consumers is revenue losses to dectric producers. This gives rise to
the notion of “stranded costs.” So-cdled “stranded costs’ result after a regulated utility is deregulated
and the price of the product fals, so that the revenue generated from the sde of the product is no longer
adequate to cover dl the costs of production. There are two main ideas about what condtitutes
sranded costs. Thefirgt isthat a utility’s cost of operations may be too high to dlow it to be competitive
in the deregulated market. Thisis the idea of economic stranded costs. The second is that deregulation
will put a risk the receipt of cetan funds that a utility had expected to receive in the regulated
environment. Any funds put a risk by deregulation are therefore “stranded.” This is the idea of
regulatory stranded costs (and “regulatory assets’). Although they are interrelated, they would be
caculated differently, and regulatory stranded costs will always exceed economic stranded costs.

Ohio’s two nuclear power plants are thought to be an important source of “economic”’ stranded costs.
These plants were both expengve to build and are relatively expengve to run. (It was originaly thought
that they would be expensive to build but cheap to run, but this has not turned out to be the case. The
high operating expenses result from the complexity of the plants, in addition to safety and environmenta
rules. For example, in order to fix a motor, the entire facility must be shut down; and the process of
shutting down is a complicated action in and of itsdlf.)

Prices are expected to fdl with competition largely because new plants are smaler and more efficient to
operate. As long as the market price exceeds the total average costs of one of these new plants, firms
will build more such new plants. This will cause capacity to increase in the industry and prices will fdl
below that required to cover the costsin the older less-efficient plants.

As long as the price of eectricity exceeds the operating costs of these older plants, they will continue to
be operated. They could, however, be sold. The incumbent utility would end up taking a loss on the
vaue of the plant; that would be a manifestation of “sranded costs.” However, the purchaser would
have reduced the “cost of capita” associated with the plant and could then operate the plant at a profit.

Alternatively, a plant could be shut down. In this case the tota undepreciated vaue of the plant would
be “dranded.” This aternative raises particular concerns with respect to nuclear power plants because
of the decommissoning process. Decommissoning is the safe removad of a nudlear facility from service.
It entails the reduction of resdud radioactivity at the plant to such a levd that the facility’s Nuclear
Regulatory Commission’s (NRC) license may be terminated.

Decommissioning is a codly undertaking. It is not as codtly as operating a plant; but a facility being
decommissioned is by definition recaiving no return whatsoever. Codts incurred in the decommissioning
of nuclear plants elsawhere in the country range from $190 million to $440 miillion. As one of the
conditions for an operating license from the NRC, a nuclear plant operator or licensee must commit to
decommissioning the nuclear facility after it ceases producing power. This commitment entails, anong
other things, the establishment of a designated fund to pay for the decommissioning process. Payments
to the fund are included in a nuclear utility’s rate base and are accumulated as the firm continues to
operate. Restructuring could cause problems with this funding mechanism if it causes afirm to shut down
sooner than was anticipated when the trust fund was originaly set up. In such a case the fund may not
have accumulated adequate monies to pay for the decommissioning process.




SB. 3 requires each dectric utility that owns nuclear generation in Ohio to periodicaly demongrate
compliance with NRC decommissioning requirements and to demonstrate to the PUCO that it has a
financing mechanism tha is adequate to fund the facility's decommissoning cods. Nuclear
decommissoning costs are adso designated as “regulatory assets,” o that FirstEnergy can continue
receiving trangtion revenues to help fund eventual decommissoning costs until 2010.

Restructuring provisions affecting rural cooperatives, municipal utilities and local government
agaregation authority

Rurad cooperatives and municipd utilities may decide whether or not to engage in comptition. If they
do, they must be certified by the PUCO to be a supplier of competitive retail services.

Both cooperatives and municipa eectric utilities are to be subject to the new kilowatt-hour tax, but
municipd sysems may retan the revenue collected from their cusomers located within ther
municipalities. (Taxes collected from their customers located outside the municipdity are to be remitted
to the dtate) Revenues received by a municipality are to be deposted in the generd fund of the
municipdity. Since municipd utilities currently do not remit the gross recaipts tax, and since many
currently do make payments in lieu of taxes, some of which are likely to be displaced by the new tax, it
isdifficult to determine the net impact of this provigon on municipdities.

Local government aggregation

The bill encourages aggregation of eectric consumers in order to baance the demands of smadl
consumers and to reduce the prices they will have to pay for eectric power. Specificaly, the bill dlows
locd governments (such as municipdities, counties, and townships, separately or jointly) to aggregate
their resdents, in order to achieve cost savings for the resdents, as well as the governmenta unit(s). The
bill specificdly cdls for both “opt-in” and “opt-out” aggregation on the part of these entities — dthough
any “opt-out” aggregation would necessarily be subject to a popular vote. “ Opt-out” aggregation dlows
the government entities to aggregate al residents except those that chose specifically not to participatein
the aggregation. “Opt-in" would aggregate only those who specificaly chose to be included. Experience
from Cdifornia (with only “opt-in” municipd aggregation) and Massachusatts (with “opt-out”
aggregation) suggests that the “opt-out” dternative is the best way to achieve cost savings for a loca

government and its residents. The cost would be in the form of price savings, not tax savings. Municipa

aggregation is not the same thing as a municipa dectric utility or a municipa eectric service provider.
Individua households and businesses would 4ill be subject to the kilowatt-hour tax based on their
individua usage.

Unbundling
With dectric restructuring, rates of for-profit utilities are to be unbundled and the various components
areto betreated differently.

1. Rates for the transmisson and digtribution components and other non-competitive services will
continue to be established asthey currently are— viarate cases.

2. Rates for generation and any other competitive services are to be established in the market. Thisis
subject to certain cavesats discussed below under “trangtion rates and revenues.”

3. The low-income and energy efficiency programs are removed from the companies purview and
consolidated in the Department of Development (see discussion of low-income programs below).
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All dectric consumers in Ohio would continue to pay for these programs via a kilowatt- hour based
universal service charge.

4. Thetax changes (discussed below) are aso to be accounted for in the rates.

Trangtion rates and revenues

The bill establishes atrangtion — or market development — period during which time generdtion rates are
subject to a “cap.” These capped rates are to incorporate any planned rate reductions in exigting rate
agreements. Also, for at least part of the time period, resdentia rates will see an additional 5 percent
reduction in their generation prices.

At the same time, the bill alows dectric utilities to gpply for and receive “trandtion revenues” The leve
and duration of trangtion revenues would be determined by the PUCO. The hill alows the PUCO to
grant trangtion revenues based on costs that in the absence of ectric restructuring the utility would be
entitled the opportunity to recover and thet:

1. Were prudently incurred,

2. Arelegitimate, net, verifiable, and directly assgnable or alocable to retail dectric service provided
to dectric consumersin this state; and

3. Areunrecoverable in a compstitive market.

The trangtion revenues may be recovered in two ways. Fird, in the rates paid by consumers who do
not switch from their incumbent utility provider. Second, via a “non-bypassable and competitively
neutral charge’ on each consumer in the utility’s erswhile certified territory that recelves dectric
generation sarvice from an dternative supplier. The trangtion charge is based on kilowatt-hours used
and isto vary by customer class. The duration of the trangition charge for each utility coincides with the
market-development period established for that utility by the PUCO. The amount of the trangtion
charge is dso established by the PUCO, taking into consideration the alowable amount of trangtion
cogs of the dectric utility and the rdevant market price for eectricity. Midway through the market
development period, the PUCO may adjust the trangtion charge (prospectively) depending on the
market for dectricity and the market for generation assets. A utility will recover any alowable transtion
costs more quickly, the fewer of its customers switch to dternative suppliers.

In any case the market development period for al utilities ends December 31, 2005; and most of the
trangtion charges will end a that time, as well. Utilities may, however, continue to recover trangtion
revenues for regulatory assets for an additiond 5 years.

Electric cooperatives that choose to compete may establish their own criteria and procedures for
callecting any trangtion revenues from their members.

Regulatory assets

A specid subset of trangtion costs includes the costs associated with regulatory assets. Regulatory
assets are certain assets on a utility’ s books the value of which result from a Commission order or rate-
making decison or a Financid Accounting Standards Board (FASB) rule in conjunction with such a
regulatory order or decision. In the absence of such adecison, the utility would have acted differently or
handled the asset differently, particularly with respect to rates. (E.g., it would have acted like the
monopoly it was and charged higher rates.) Included among regulatory assets are deferred demands-
sde management costs, deferred PIPP arrears, and future nuclear decommissioning costs and fuel
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disposa codts. The trangtion charges for regulatory assets are to be identified separately from other
trangition charges. These charges may continue until December 2010.

Provisions affecting state agencies

The Public Utilities Commission (PUCQO)

The bill requires the PUCO to adopt rules necessary for the commencement of competitive retail
electric service within 180 days of the effective date of the bill. The PUCO is dso to adopt rules
regarding the minimum sarvice qudity, safety, and rdiability requirements for noncompetitive retall
electric services (to the extent the authority to do so is not pre-empted by federd law). It is dso to
develop minimum service standards.

Suppliers of competitive retail eectric services (generation supply, aggregation, power marketing, etc.)
are to be certified by the PUCO regarding their managerid, technicd, and financia capability to provide
sarvice. The PUCO is to grant or deny any certification within 30 days of the initid application. The
Commission may suspend or rescind a certification if the PUCO determines that the utility, company,
cooperative, or aggregator has failed to comply with gpplicable certification standards.

Each dectric utility supplying retail eectric service in the Sate is to file a plan with the PUCO for the
provison of retall eectric service during the market development period within 90 days after the
effective date of this hill, in accordance with rules established by the PUCO. The plan is to include
unbundling, a corporate separation plan, a consumer education plan, and other technical matters, as
required by the PUCO.

The trandtion plan may aso include an application for the opportunity to receive trangtion revenues.
The PUCO may require refiling of any plan found to be inadequate. Within 45 days after the utility files
the trangtion plan, any person having a red and subgdantia interest in the plan may file preliminary
objections with the PUCO. Within 90 days after the utility files, the Commisson g&ff is to file with the
Commission a report of its recommendations. The Commission is to file a find order gpproving or
modifying a trangtion plan within 275 days &fter the utility files the plan — but no later than October 31,
2000. An interim plan may beissued if necessary.

The PUCO is to monitor service to ensure competition. If the Commission finds that competition has
declined, it is to ensure that service is provided at compensatory, fair, and nondiscriminatory rates and
sarvices. It may declare that additiond services (such as retal ancillary services, metering, billing, and
collections) may dso be offered on a competitive bass, if the Commission finds that market conditions
would warrant that declaration. During the market development period the PUCO and the OCC are to
report on a biennid bass ther findings regarding the effectiveness of competition in the supply of
competitive retail eectric servicein the sate to the sanding committees of the legidature having primary
jurisdiction over public utility matters.

10




According to the PUCO, it will cost $650,278 in FY 2000 and $449,295 in FY 2001 to implement the
provisons of SB. 3. The agency would require 8 additiond staff members, asfollows:

Additional staff required by the Public Utilities Commission to implement S.B. 3
Position (number) Cost/FY 2000 Cost/FY 2001 Department
Assistant Attorney General (1) 44,054 442,678 Attorney General
Attorney Examiner (1) $60,786 $55,465 Legal
Utility Analyst (1) $43,547 $40,357 Utilities
Customer Services Investigator (2) $77,000 Consumer Services
Enforcement (3) $150,891 $137,795 Consumer Services
Total Payroll $299,278 $353,295

The additiond gtaff in the Attorney Generd’s department reflects the more complex legd environment
that the Commisson will be operaing in with the implementation of dectric restructuring. The
Commission anticipates needing additiona legd advice and lega representation, in general, and expects
an increase in workload with respect to rule-making, rate-filing, market oversght functions, and
additiona Commission enforcement authority.

The atorney examiner would be required to assist the Commisson with the new proceedings that would
be initiated for each utility asit prepared its plan for the trangtion. Each company plan would be filed as
aseparae case, and an additiond attorney examiner would be needed to assst with resolving discovery
disputes and conducting hearings. Additiona court reporting expenses would aso be incurred. The
atorney examiner would aso help with the certification process to be established for dectric utilities,
eectric service companies, cooperatives, and governmental aggregators. The Commisson aso
anticipates an increase in the number of complaints filed to resolve disputes between marketers, retall

customers and/or dectric utilities.

The hill establishes a market monitoring and assessment function for the PUCO. It requires the
Commission to initiate a proceeding to determine if ancillary services, metering, and/or billing should be
competitive services. The utility andyst position would be filled by an entry level economist who would
be respongble for tracking and monitoring indicators of market power abuse and who would help to
assess the likely impact of any proposed mergers.

The two customer service investigators reflect the experience of Pennsylvania during its recent trangition
to competition. The Pennsylvania public utilities commisson hired 3 additiond customer service
representatives and contracted with an outsourcing agency for additiond assstance. At the height of
resructuring activity, 12 full-time employees were assgned to the Pennsylvania commission to help
provide information and answer questions from the public. The Ohio Public Utilities Commission plans
to contract with an outsourcing agency for staff during promotiona time. It does anticipate the need to
hire 2 additiond full-time gaff in FY 2001 to handle the increased cals due to eectric choice
educationd promotions.

Findly, the PUCO will need to dedicate Saff to the development and implementation of new rules within
sax months, including codes of conduct for suppliers and subsdiaries, rules for consumer protection, and
11




minimum service dandards. After developing the policies, the new staff would be required to help
enforce the policies as competition is implemented.

In addition to personnd needs, the Commission would incur additional expenses for court reporting
services, maintenance and equipment, and added space requirements. Total expenses would be as

follows

Public Utilities Commission total expensesfor implementation of SB. 3
Object Cost/FY 2000 Cost/FY 2001

Total Payroll $299,278 $353,295
Court reporting services $30,000 $30,000
Maintenance $36,000 $42,000
Equipment

Computers $7,500 $3,000

Modular $22,500 $9,000
Total Equipment $30,000 $12,000
Space for additional staff $225,000
Total $650,278 $449,295

PUCO operating expenses are funded out of an assessment on utilities based on the appropriation made
for the agency each fiscal year (Fund 5F6). The bill would require electric service companies, eectric
cooperatives, and governmental aggregators subject to certification to pay these assessments, dong with
utilities. The assessment base would be limited to their activities in supplying or arranging for the supply
of retail dectric service to consumers in Ohio. However, neither the House-passed nor the Senate-
passed version of the budget bill (H.B. 283) contains funds to defray the increased codts to the agency
associated with eectric deregulation.

The Office of the Consumers Counsel (OCC)

The OCC foresees more or less the immediate filing of 8 rate cases by the dectric utilities with the
PUCO. These rate cases will for the most part be concluded within FY 2000. They will therefore
conditute an immediate and intense — but short-term — demand on the agency. The OCC would
anticipate handling the increased demand largdy through the services of consultants and contractors
supplementing regular staff and has asked for an increase in funding for consultants of $300,000 in FY
2000 only.

The OCC dso anticipates additional costs for consumer education and outreach. Based on a letter
addressed to the director of the Ohio Office of Budget and Management (dated June 16, 1999), the
OCC edtimates that it would need funding for 4 additiond staff members, in order to fulfill the agency’s
responsihilities as a result of the passage of S.B.3. The additiond personne include one gaff atorney,
one aggregation speciaist, and 2 outreach and education specidigts. The cost of these 4 positions would
be $274,000 in FY 2000 and $268,000 in FY 2001 (taking into account the additiona pay period in
FY 2000).
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In addition the OCC would incur additiona expenses for maintenance and equipment. These expenses
include printing and mailing, producing media materids, and other educationd tools. They include travel
and vehide expenses, additiond office equipment and renovations. The OCC edimates these
mai ntenance and equipment expenses to be $285,000 in FY 2000 and 2001. Totd additiond estimated
expenses for the OCC for FY 2000 and 2001 would be $859,000 and $553,000, respectively:

Office of the Consumers Counsel total expensesfor implementation of SB. 3
Object Cost/FY 2000 Cost/FY 2001
Total Payroll $274,000 $268,000
Consultant funding $300,000
Maintenance and Equipment $285,000 $285,000
Total $859,000 $553,000

Like the PUCO, the OCC is funded out of an assessment on utilities based on the appropriation made
for the agency each fiscd year (Fund 5F5). As in the case of the PUCO, assessment authority is
extended over eectric service companies, dectric cooperatives, and governmental aggregators to the
extent of thar activities in supplying or arranging for the supply of retal dectric service to consumersin
Ohio. Again, the House and Senate-passed versions of the budget bill (H.B.283) contain no funds to
defray the increased costs to the agency associated with dectric deregulation.

Consolidation of L ow-Income and Energy Efficiency Programs

The bill consolidates the gtate's low-income energy assstance programs — in S0 far as they ded with
electric energy usage — with the Department of Development. These programs currently include the
percentage of income payment program (PIPP) — an uncodified program established and administered
by the PUCO — the Ohio energy credits program, which is administered by the Department of Taxation,
and the home energy assstance program (HEAP), which is currently administered by the Department of
Development.

Percentage of income payment program (Pl PP)

The PIPP program was established to avoid the problem of curtailment of eectric or gas service to low
income customer's in the winter heating months because the customer cannot afford to pay his or her hill.
The program dlows low-income energy consumers to pay no more than 15 percent of their income on
their winter heating expenses. (Specificaly, no more than 10 percent to their primary heating source and
5 percent to their secondary heating source.)) Any amount they owe a utility in excess of that is not
forgiven but must eventualy be paid. Amounts owed by PIPP customers in excess of payments are
known as “arrearages.” Each utility keeps a record of its PIPP arrearages. Arrearages on a utility’s
books for more than 2 months are spread out among dl of its customersin the form of a PIPP “rider.”

The rider is a specific charge per kilowatt-hour. The origind AIPP customer gill owes the utility for his
or her arrearage, but the utility is able to recover the bulk of the arrearagesin arate surcharge.

The PIPP rider and the accumulated arrearages differ widely by utility. In 1995 DP&L residentid

electric consumers paid an average rider of $.09 per month, while a Columbus Southern Power (CSP)
consumer paid $.28 per month and an Ohio Edison consumer paid $.73 per month. In May 1998, Ohio
Edison’s total PIPP arrearages — after 16 years of the program — amounted 1o $65.3 million. The
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cumulative arrearages of CSP were $24.3 miillion; and the cumulative arrearages of DP&L (including
gas customers) were $14.9 million.

Ohio energy credits program (OECP)

The Ohio energy credits program provides winter heeting assstance to very low-income ederly and
disabled Ohioans. It is currently administered by the Department of Taxation, largely because the
qudifications are tied to the determination of an gpplicant’ sincome.

Both the costs of the program and the adminigtrative expenses are funded out of the state GRF. In FY

1998, the program costs and the administrative costs were $6.7 million and $715,650 respectively.

Program cogts have been fdling because the income guidelines have not been adjusted to keep up with
inflation. A provison in H.B. 283 would tie the income guiddines to the GDP deflator. The
appropriation for the program for FY 2000-2001 in H.B. 283 is currently $7.5 million per year.

The costs of the program would not change in the trandfer to the Depatment of Development.
However, the Tax Department would sill have some duties with respect to the determination of who
would quaify for the program, since that is based on confidentia income data. The cogt to the Tax
Department of verifying program digibility should be minimdl.

Home energy assstance program (HEAP)

The low-income home energy assstance program (HEAP) is funded by a federal block grant (Li-
HEAP) - so the amount of revenues available to this program is never known before October in any
given year. The moneys are used to assist low-income households in meeting energy costs. Part of the
block grant is aso used to fund home wesatherization assstance projects (HWAP) for low-income
households. Often Li-HEAP funds are used in conjunction with the PIPP program in order to keep
PIPP arrearages down. The Department of Development has had a good dedl of experience working
with utilities and with the Public Utilities Commisson in adminigering Li-HEAP funds. In FY 1998, the
agency spent $48.8 million on home energy assistance. It spent $7.6 million on wesatherization.

The hill establishes an energy efficiency and wesatherization program to help reduce the energy bills of
certain low-income energy users, who are adso large users of energy. Recent evidence suggests that
providing weetherization assstance to PIPP consumers can gregtly reduce the cost of energy in excess
of the amount PIPP consumers are required to pay, reducing the total amount needed to be spent to
provide energy assistance to low-income households. The hill also establishes an education program for
consumers eligible to participate in the low-income energy assstance program. And it establishes a
universa sarvice fund to provide funding for the low-income customer assstance programs. It so
provides a one-time amnesty for PIPP arrears owed by disabled individuas or individuas aged 65
years and over.

Program consolidation and funding

The bill consolidetes the four existing low-income energy assistance programs (PIPP, OECP, HEAP
and HWAP) and authorizes the director of development - beginning July 1, 2000 - to administer them
adong with the two new programs created by the hbill. The consolidation is to provide for efficient
program adminigtration dong with a one-stop gpplication and digibility determination for consumers at
the locd leve. Thislatter purpose is Sgnificant, since consumers have in the past been able to apply for
some of the programs through their utility’s neighborhood office. These offices are disgppearing as the
utilities attempt to rationdize their activities to prepare for competition.
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The consolidated program is to be funded out of the universa service fund. Revenues to the universd
sarvice fund include a (1) surcharge on retail eectric service, (2) certain customer payments under
PIPP, and (3) revenues remitted from municipa dectric utilities and rurd cooperatives that opt to
participate in the program. Presumably a GRF gppropriation would continue to fund the Ohio energy
credits program component, and the HEAP program would il receive the Li-HEAP monies from the
federad government.

The universd service rider

The surcharge is the universal service rider and it is to replace the current PIPP rider on a customer’s
electric hill beginning July 1, 2000. The surcherge varies by eectric distribution company. For the first
five years after the sarting date of ectric competition, the universal service rider must be the sum of (a)
the level of the PIPP rider in existence on the effective date of this section of the hill, (b) an amount
equd to the levd of funding for low-income energy efficiency programs included in eectric utility rates
as of the effective date of this section, and (c) any additiond amount necessary and sufficient to fund the
low-income energy assistance programs. Between 1993 and 1997, eectric utilities combined received
between $21.8 million and $57.4 million in PIPP rider revenue. The revenue varied due to both weather
and economic conditions. Because the current PIPP rider may not adequately reflect the current costs
of the program to a utility, the PUCO is required to conduct an audit of the PIPP program by July 1,
2000, in order to establish a new PIPP basdine for each utility to be used in determining the universa
servicerider.

Pl PP paymentsin the universal service fund

The PIPP payments deposited in the universal service fund are comprised of the arrearage payments
that a PIPP or former PIPP customer made to a utility on or after July 1, 2000, for percentage of
income payment program debt owed the utility. (The utility may recover any uncollected amounts
through its trandtion revenues) Alterndively, the utility may retain the right to collect the debt, but it
would then remit to the department of development dl the program revenues received by the utility for
that customer.

Enerqy efficiency revolving loan program and fund

The hill dso edablishes an energy efficiency revolving loan program to help fund certain energy
efficiency projects throughout the state. The program is funded through the energy efficiency revolving
loan fund.

The energy efficiency revolving loan program supports investments in products, technologies, or services
for resdentid, smal business, loca government, non profit, agriculturd, or other such entities to improve
energy efficiency in a cost-effective manner using the most gppropriate standards and best practices in
the context of the totd facility or building.

Revenues to the energy efficiency revolving loan fund include a surcharge on retall dectric distribution
rates. This surcharge is based on an aggregate revenue target for a given year divided by the number of
customers of eectric digribution utilities in the sate in the prior year. The aggregate revenue target, as
well as the surcharge, is determined by the director of development. The revenue target cannot exceed
$15 million in any year through 2005 and cannot exceed $5 million in any year after 2005. The
surcharge would be collected by the distribution company and remitted to the director of development
on aquarterly bass.
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Additiond revenues to the fund include revenues from energy efficiency revolving loan program loan
repayments and revenues remitted to the director of development by municipa dectric companies and
rurd electric cooperatives that decide to participate in the program.

In generd, the funding for these new or enhanced programs comes from existing sources — such as,
revenues embedded in current electric rates or surcharges on top of rates. In that sense the programs do
not represent an increase in governmenta programs as much as a consolidation of  existing programs.
The director of development is required to report every two years (until 2008) to the standing
committees of the legidature that ded with eectric utility matters on the effectiveness of the programs
dedling with low-income customer assstance, consumer education, and energy efficiency revolving
loans.

Public Benefits Advisory Board

The bill dso establishes a 21-member Public Benefits Advisory Board to oversee the two funds and to
ensure that energy services are provided to low-income consumers in the sate in an affordable manner.
The board is composed of 4 ex-officio members, two members each of the House and Senate, and 13
members appointed by the Governor, each representing specific stakeholder groups. Board members
are to be reimbursed for their actud and necessary expenses from either the universal service fund or
the energy efficiency revolving loan fund, as gpplicable. The amount is not capped. If the board
members met five times in one year and the average reimbursement was $100 per member, the annua
cost would be $105,000.

Tax Changes

Property tax changes
The bill makes three mgor changes to the vauation of public utility property:

a) It reduces the assessment rate on generation and other non-transmission and non-distribution
property,
b) It changes the determination of true value for new generation property, and
¢) It changes the gpportionment of generation property.
Changes in assessment rates

The generation property of for-profit eectric companies is currently assessed a 100 percent of true
vaue, the rest of their tangible property is assessed a 88 percent of true vaue. All property of rurd
electric companiesis currently assessed at 50 percent of true vaue.

The hill reduces the assessment rate on al non-transmission and non-distribution property — thet is, dl
generation and other property — of both for-profits and rura eectrics to 25 percent. Assessment rates
on transmission and distribution property are not reduced. It also reduces the assessment rates on fuel
rodsthat are used in electric generation but owned by non-electric companies from 88 to 25 percent.

In tax year 1998 the total value of al eectric company persond property was $8.3 billion. Roughly 44
percent of that was generation. Of the property assessed at 88 percent, about 91 percent is categorized
astransmission or distribution; the remainder (9%) is categorized as “other.” Thus, the bill would reduce
gpproximately 48 percent (generation and other) of the current value of eectric company property to 25
percent. The total cost of these changes — based on tax year 1998 millage rates — would be $193.2
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million. Adding in the cogt of reducing the assessment rate on fuel rods (annua cost of $4.7 million), the
total cost would be $197.9 million.

Since school didtricts receive gpproximately 70 percent of totd property tax revenue, 70 percent of the
property tax loss — or gpproximately $138.6 million — would be incurred by school digtricts (including
joint vocationd school digtricts). The remainder ($59.3 million) would be incurred by other locd taxing
didricts.

Changesin the definition of true vaue

The true value of most eectric property (the non-generating property) is equa to the property’ sorigina
cost less annua dlowances for depreciation determined by the Tax Depatment. The true vaue of
electric generdting property is defined somewhat differently. Currently, the true vaue of dectric
generating property is defined as the vaue of “the equipment's or property's cost as capitdized on the
company's books and records less fifty per cent of that cost as an alowance for depreciation and
obsolescence” In other words, fifty percent of book cost. The bill woud retain that definition for
exiging generation facilities but would define the true vaue of new generation facilities or of newly sold
or trandferred generation facilities the same way that it is defined for other electric property.

It is difficult to project the impact of this provison on the taxable vaue of existing property. Many, if not
mogt, existing power plants are likely to be sold or transferred with the advent of deregulation of eectric
generation, and those plants would be moved to the new schedule. However, it is difficult to predict
what the impact of this would be on the property’s taxable vadue. Many generating facilities in other
gates have been sold at greater than book vaue; but some of this additiona vaue is recorded as
“good-will” — an intangible, which would not add to the taxable vaue of the plant. Many of the plantsin
Ohio currently have more than one owner, and one of the things one would expect in a deregulated
environment is for the utilities to rationdize their ownership of these plants. For example, the managing
owner of a plant could trade its ownership share of other plants or buy out the other owners of the
plant. Such plants are likely to be vaued under the new provision.

Under this provision the vaue of plants will not remain constant (as it does under current law — aslong
as the plant remains in service) but will decrease as the plant ages. All plants are likely to be vaued for
tax purposes at about 90 percent of book vaue after the initid sale or transfer. Thisvaue will fal over
time, but dso unlike current law, as equipment is replaced, the vaue of the new equipment will increase
the vaue of the plant. So thet it is likely that over time the average depreciated vaue of plants will be
close to 50 percent of origina book cost.

Changes in the apportionment of generation property

Electric utility property — like most public utility tangible property — is gpportioned throughout the state
in accordance with the location of the company’s property. In the case of most dectric generaion
equipment, 70 percent of the vaue of the generating plant is dlocated to the district where the plant is
located. The remainder is apportioned, dong with the rest of the company’s tangible property, in
accordance with the location of the company’ s transmission and distribution property.

For generation facilities with a book value in excess of $1 billion - that is, for Perry Nuclear Power Plant
— the gpportionment formula is somewhat different. For Perry only the first $420 million of vauation is
gpportioned in accordance with the 70 percent rule. The rest is gpportioned in accordance with the
location in Ohio of the transmisson and distribution systems of the five companies that are part owners
of Perry. As a result, nearly $200 million of the vauation of Perry that would under the genera
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gpportionment formula be alocated to Perry Local School Didtrict in Lake County is instead shared
with 317 other school digtricts throughout the State.

The bill stuses dl generation property. That is, it dlocates the value of dl such property to the digtrict
where the property islocated. Consequently, the true value of eectric property in the taxing didricts that
hogt eectric power plants would increase, while that of the non-power plant districts would fdl.
However, with the assessment rate reductions, the taxable vaue of dectric utility property will fal in al
didricts.

The gpportionment change does not gppreciably affect the anticipated aggregate loca property tax loss
due to the assessment rate reduction. Although different amounts of property are alocated to digtricts
with different tax rates, and their property tax loss may be greater than or less than it would be under the
current apportionment scheme, these differences seem to wash out in the aggregate. According to the
Tax Department, the assessment rate reductions under the revised gpportionment provisons would
result in an aggregate property tax loss of $193.1 million. (It does not affect the revenue loss from the
assessment rate change on fud rods.)

Since the revenue losses due to the change in the apportionment scheme are covered by the property
tax replacement mechanism (discussed below) — just like the revenue losses due to the assessment rate
change, the change in the gpportionment mechanism makes a great ded of sense. As mentioned above,
it is expected that a restructured dectric power industry will result in the rationdization of plant
ownership. Under the current gpportionment formula, both the change in ownership of a plant and the
formation of a subsdiary would affect which taxing didricts received what portion of the vaue. This
could change annudly in a rapidly evolving industry — producing seemingly arbitrary swings in didrict
property vaues. By stusing the vaue of the plant, the taxing district where the plant is located is assured
of recalving the property tax revenues derived from the plant, regardless of the owner of the plant —
assuming, of course, that the plant continues to operate. The other ditricts do not have property value
gpportioned in and out of the didtrict due to the current ownership structure of the company, but they
are, a the same time, reimbursed for their property tax loss on a predictable basis.

Replacement of the Gross Receipts Tax with the Corporate Franchise Tax

The Gross Receipts Tax

Electric utilities — like other most public utilities in the date — are currently subject to the public utility
excise tax (aso known as the gross receipts tax). The public utility excise tax is a sate tax, with 95.2
percent of revenues deposited in the state Generd Revenue Fund (GRF). The remainder is deposited in
the loca government funds (4.2% to the locd government fund [LGF] and 0.6% to the locd
government revenue assistance fund [LGRAF]). The tax is based on the intrastate revenues of utilities.
Competition is expected to increase the amount of eectricity purchased from out-of-state. Such
electricity would be exempt from the tax. This would cause Sate revenues to fdl. Thetax dsorasesa
competitiveness issue, since dectric companies located in Ohio would have to pay the tax on a large
portion of their saes in Ohio, but companies located out-of-stae could more easlly avoid the tax.
Consequently, the bill replaces the current gross receipts tax with the corporate franchise tax and a
kilowatt- hour tax.

Tax year 1998 public utility excise tax ligbilities based on the intrastate gross receipts of eectric
companies — including both for-profit and rurds but excluding the non-eectric revenues of joint
companies — were certified in November 1998 at $423 miillion. (This takes into consderation the $16.2
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million in cod tax credits that the companies recelve on an annud basis.) The dimination of this revenue
source would cost the GRF, the LGF, and the LGRAF, $402 miillion, $17.8 million, and $2.5 million,
respectively. The revenue loss to each of these funds would be made up by the corporate franchise tax
and a portion of the new kilowatt-hour tax.

The dectric companies and rurd eectric companies would continue to pay the gross recepts tax
through June 2001. Under current law the tax is paid in three ingalments — in October, in March and in
June — with each payment ultimately equd to 1/3 of the company’s gross recaipts liability for the period
from May 1 to April 30. A reconciliation payment is made (or a refund is received) in November after
the Tax Department certifies the company’ s liahility for the current tax yesar.

The bill provides for three payments for tax year 2001 (from May 1, 2000 to April 30, 2001);
however, the third payment is only % rather than 1/3 of the current estimated liability — resulting in anet
lossin FY 2001 of $35 million ($33 million to the GRF).

The Corporate Franchise Tax

The bill subjects the dectric companies — but not the rurd dectric companies — to the corporate
franchise tax. It dso alows the eectric companies to clam the cod tax credit againgt the corporate
franchise tax but does not dlow for any carry over of credits in excess of any year’ s tax ligbilities. The
electric companies would first be liable for the tax in the 2002 tax year — i.e, beginning in January 1,
2002, the companies would pay corporate franchise taxes on their 2001 net income.

The Tax Department estimated that the tax would raise gpproximeatedy $74 million per year from the for-
profit eectric companiesin the state. Again, this number is net of the estimated $16.2 million in cod tax
credits that the utilities would be able to clam againg the tax. They would, of course, be able to take
advantage of many of the other tax credits available with the corporate franchise tax — such as, the day
care tax credit and, conceivably, the jobs credtion tax credit. They would not be able to clam the
investment tax credit for investment in new generation facilities (dthough sef-generators and customer-
generators would be alowed the tax credit). The director of development is to study and report to the
Genera Assembly by December 31, 2000, on the “desirability of implementing atax credit program for
the creetion of new jobs in Ohio to manufacture or assemble generating equipment and components for
globa use”

The four large eectric companies in the state (AEP, CINergy, DP&L and FirstEnergy) estimated that
their corporate franchise tax liability for tax year 1998 (based on 1997 income and current rates) would
have been $132.3 million if they had been subject to the tax in 1998 (net of coa tax credits).

LBO does not have an independent estimate of the likely evenue from this source. The utilities
caculation is based on historical data. However it reflects circumstances that are unlikely to carry into
the future. Regulation both guarantees a return in excess of expenses and it restricts much activity to
within the gate. In a competitive environment, returns are likdy to be narrower and utilities will have
somewhat greeter discretion over where their income-earning activity takes place. This could result in
the utilities net income under competition faling short of that projected on the basis of historicd returns.
The Tax Department aso has the benefit of experience. In 1987 the interexchange teecommunications
companies switched from the gross receipts tax to the corporate franchise tax and in 1990 the railroads
did likewise. In neither case did the revenue from the corporate franchise tax come close to the amount
projected by the respective industry before the switch. On the other hand, neither of these industries
received “trangtion revenues,” an item that could subgtantidly enhance the net income of the eectric
utilities for the duration of the market development period.
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The Tax Department’s $74 million estimate was used to devise the hill’s initid “revenue neutrd” tax
gructure. Of this $74 million, $70.4 million would be deposited in the state GRF, $3.1 million would be
deposited in the LGF, and $0.4 million would be deposited in the LGRAF.

Privilege year adjustment

The corporate franchise tax is a “privilege’ tax — corporations pay it in exchange for the privilege of
operating in the date in a given tax year. SB. 3 replaces the public utility excise tax “privilege’ tax with
the corporate franchise tax as the tax dectric companies pay for the privilege of operating in the date.
The last year covered by the public utility excise tax privilege tax is May 2001 through April 2002, and
the first year covered by the corporate franchise tax privilege tax is January 1, 2002 through December
31, 2002. Due to the 4-month overlgp (January through April 2002), the electric companies corporate
franchise tax liability in 2002 is caculated as 2/3 the amount of the liability based on the companies net
income in the 2001 taxable year. Thus, the companies estimated ligbility in 2002 (based on the Tax
Department’ s estimate) would be $44 million (i.e., two-thirds of $90 million minus $16 million — the cod
tax credits do not appear to be smilarly reduced. Of course, if the utilities estimates are correct, FY
2002 revenues would be $83 million.) The tax payments would be made in three separate instalments —
1/3 of the liability in each of January, March, and June 2002.

Establishment of a kil owatt-hour tax

The hill establishes a new excise tax on the amount of eectricity distributed to dectricity consumers in
the state. The tax would not apply to the following:

sdesto the federd government,

sdesto end-users a afederd facility that uses eectricity for uranium enrichment,
sdesto asdf-generator for its own use or “sold” to an eectric company for resde,
sdesto aqudified end user.

A qudified end user is an industrid user that uses more than 3 million kilowatt-hours of dectricity per
day in certain manufacturing processes — such as that involved in manufacturing auminum. Since none of
these entities currently pays the gross receipts tax — for one reason or another — their continued
exemption would not have a discernible fiscd impact. (However, cumulative incentives for sdf-
generaion could have an erosve effect on the tax over time.)

The kilowatt-hour tax is graduated by levels of usage for each 30-day period. The following table
shows the tax rate and the estimated revenue by usage class.

Kilowatt-hours distributed to an end-user Rate per kilowatt-hour Estimated annual revenue
Thefirst 2,000 kWh $.00465 $256.8 million
2,001 to 15,000 kwWh $.00419 $124.8 million
15,001 kWh and above $.00363 $107.6 million
Total $489.2 million

The tax rates fdl dightly as usage rises. However, dl users would pay the same rate for the first 2,000
kilowaitt-hours. All who used more than 15,000 kWh per month would pay the same tax on the first
15,000 kWh. The different usage classes approximate the three classes of consumers. Most residentia
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consumers use less than 2,000 kwWh per month, so virtudly dl d their usage would be taxed at the
higher rate. A typica resdentia consumer uses gpproximately 750 kWh per month, which trandates
into a tota tax of $3.49 per month. Most commercia establishments use between 2,000 and 15,000
kWh per month; and alarge number of industrid users use in excess of 15,000 kWh per month.

For very large indudtrid users (other than qudified end users) — i.e, for indudrid and commercid
edablishments that use more than 120 million kilowatt-hours per year — the hill provides a sdf-
asessment option. Sdf-assessing purchasers would be taxed at a rate of $.00075 per kilowatt-hour
plus 4 percent of the total price. In order to qualify for the self-assessment option, firms would be
required to register with the Tax Department and pay an anua fee of $500. The fee would be
deposited in the (newly creeted) kilowatt-hour excise tax administration fund to be used to cover the
cogts of adminigering the sdf-assessng purchasers tax. The Tax Department estimates that 65 firms
would qudify for this tax treatment; so the fund would generate $32,500 per year.

At current prices and usage levels, the sdlf-assessing purchasers tax would generate approximately $48
million per year. Such large industrid users are currently paying closer to $63 million in taxes. In order
to achieve a more revenue neutral result with respect to these users, the hill provides a mechanism that
would recdculate the price-based component of the tax after 6 months, if revenue from the tax fals
short of the 6-month target by more than $500,000. The recaculaion would take both price and
kilowatt-hours consumed into consideration. Again, based on current prices and current usage, LBO
esimates that with the price adjusment, revenue from the self-assessing purchasers tax would be close
to $61 million the first year.

Problems with the self-assessing purchasers tax could arise because the bill does not include a definition
of price. Many marketing arrangements could be developed that would dlow certain users 1 avoid
much of the tax. (Payment of an energy services fee to an ectric service company in exchange for a
lower demand charge or lower kilowatt-hour rate is one example.) With the adjustment mechanism, this
avoidance would not cost the state tax revenue as much as it would shift more of the burden to other
users.

Secondly, it is not clear whether large users could aggregate in order to qualify for the sdf-assessing
purchasers tax. The Tax Department’ s cal culations assume that firms do not aggregeate for this purpose.
However, the language is unclear. If aggregation is dlowed, then some users who might not otherwise
qualify could pay the tax on the sdf-assessment basis— leading to alossin revenue from that caculated
on the kilowatt-hour basis. The adjustment mechanism is not desgned to produce a revenue neutra
result in such an event.

The adjustment mechanism is caculated on a 6-month basisin FY 2002 (in December 2001 and June
2002) and on an annud basis in fiscd years 2003 through 2007. The tax rate may be adjusted up or
down depending on how the revenue generated compares to the target revenue amount (based on
kilowait- hours sold). The tax rate caculated in June 2007 would then become permanent.

Overdl, based on current prices and usage patterns, it is estimated that the revised excise tax on dectric
power distribution would raise between $34 million and $46 million less than the revenue target for
overdl revenue neutrdity. The bulk of the revenue loss results from the fact that resdentia consumers
overdl will pay roughly $28 million less in taxes than they currently do, while other groups will pay no
more,

As dectric consumption is expected to grow over time, it is expected that the “short-fdl” vis-a-visthe
$552 miillion target for the replacement tax will disappear in a few years. (It may actualy disappear
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before the tax changes take effect.) The $552 million target is based on the overdl annud revenue “loss’
of $626 million due to the initid tax changes. (See “Introduction” on page 5 of this fiscd note)
Assuming that eectric companies pay $74 million per year in corporate franchise tax revenue, the
kilowatt-hour tax needs to raise $552 million to achieve overdl revenue neutrality: $626 - $74 = $552.

Dispodition of replacement tax revenues

The eectric companies would first be subject to the kilowatt-hour tax in May 2001 with the firg
remission of revenues to the state in June. The revenues would be divided among the GRF (59.976%),
the LGF (2.646%), the LGRAF (0.378%), the school didtrict property tax replacement fund (25.9%),
and theloca government property tax replacement fund (11.1%), with two cavedats:

(1) Some of the revenues that would otherwise be deposited in the school digtrict property
tax replacement fund are to be deposited in the state GRF to defray the cost of the
“date education aid offset.”

(2) If the totd amount generated by the tax in any yeer is less than $552 million, the Sate
GREF is reduced by the amount necessary to credit each of the other funds the amount if
would have received had the tax raised the $552 million.

Consequently, (ignoring, for the moment, the Sate education aid offset) on an annua basis, the LGF will
adways receive a least $14.6 million from the tax; the LGRAF will receive at least $2.1 million; school
digtrict property tax replacement fund will receive $143 million; and the local government property tax
replacement fund will receive at least $61.3 million. And if revenues from the kilowatt- hour tax exceed
$552 million, dl of these funds — dong with the state GRF — would benefit proportionately.

School district and local government replacement payments

The changes the bill makes affect loca property vaues and, in turn, affect loca property tax revenues
of school digtricts and other locd governments and taxing didtricts. These effects range from smal for
mogt didricts to sgnificant for a few didricts. However, the bill aso implements a revenue replacement
mechaniam that mitigates the revenue losses resulting from the changes in  the property values. The
mechanism differs somewhat between school didtricts and other loca governments. The school digtrict
replacement mechanism is tied in with the school foundation ad funding formula The replacement
mechanism for loca governments relies more on phasing the didtricts off the replacement formula. But
for both school digtricts and other local governments, the bill creates a fund that continues to generate
revenues for school digtricts and loca governments beyond the time when the last replacement payment
IS made.

Determination of Replacement Revenue

The property tax changes would first take effect in cdendar year 2001 and would first affect property
tax revenues in CY 2002. Before the tax changes take effect the Tax Commissioner is required to
determine certain values.

Fird, the Tax Commissioner must determine the “Tax Vaue Loss’ based on 1998 property values for
each taxing digtrict. Thistax vaue lossis computed only once, and this property vaue difference is used
to caculate the revenue replacement amounts for each school digtrict for the duration of the replacement
payments.
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The tax value loss is equd to the difference between the actua 1998 assessed vaues on dectric
company tangible property and what the 1998 assessed vaues would be if the property were vaued in
accordance with the changes made by Senate Bill 3. The values to be used in caculating the tax value
loss are those that gppear on the preliminary assessments of the property issued in 1998. These values
are used to guard against possible tax 1osses due to on-going court cases — such as Duquesne v. Tracy,
which is currently being considered by the Ohio Supreme Court. Even if public utility property vauesfal
due to successful litigation on the part of the eectric companies, the state would till base the tax value
loss and any subsequent replacement revenues on the higher valuation. So, taxing didtricts are in a sense
“guaranteed” certain replacement revenues, even though they are not guaranteed that the tax base that
they are calculated on would continue beyond tax year 1998 (calendar year 1999 collections).

Second, the Tax Commissoner must dso determine the revenue associated with the tax value loss for
both fixed-rate and fixed-sum levies in exigence in the taxing didtrict in 1998. Fixed-sum leviesindude
bond levies and school emergency levies.

A reduction in property vaues in a taxing district would result in a loss of tax revenues equd to the
change in the property vaues times the sum of the fixed-rate levies levied on the property — thisis
cdled thefixed-rate levy loss. All taxing districts will receive annua replacement revenuesfor at least 5
years equd to their fixed-rate levy loss. Some will receive replacement revenues for up to 15 years.

The fixed-sum levies would not result in any property tax loss. Fixed-sum levies are st to raise a
gpecific amount of money. If valuaion changes, the tax rate adjusts (up or down) to raise the required
amount. Therefore the vauation changes created ky S.B. 3 would not have a direct impact on the
amount of revenue recaived by the taxing digtrict from fixed-sum levies. However, if ataxing didrict is
aufficiently dependent on eectric company property, the vauation changes could create problems for
other taxpayers in the didtrict, as the tax rate adjusts upward to raise the required amount of revenues.
S.B. 3 provides additiona revenues for digtricts whose combined tax rate on fixed rate levies in 1998
would increase by more than 1/4 mill as aresult of the vauation change.* The payments would last for 5
years, in the case of school emergency levies. In the case of bond levies, they would last for the duration
of the levy. The county auditor is to take these revenues into consderation each year in esimating the
rate a which any fixed sum tax isto be levied for any taxing district in order to raise a required amount

of money.
State Education Aid Off st

A change in taxable vdue will dso generdly affect the amount of sate ad a school digtrict receives.
Currently, school didtricts are guaranteed a certain level of funding per pupil. The guaranteed amount is
equd to the amount of revenue that 23 mills would raise on approximately $186,000 of vauation per
pupil. If vauation fals, sate aid increases by the change in vaue times the 23 mills. SB. 3 takes the
impact of the change in vauation on sate ad into consideration in determining how each digtrict recelves
its replacement revenues. Beginning in FY 2003, the Department of Education is to determine a
digrict’s gate ad first using current property tax vaues and then using property vaues which add back
in the tax value loss cdculated by the Tax Department. The difference is equa to the “ State Education
Aid offset.” School digtricts are reimbursed for this part of their tax revenue loss through the foundation

! Alternatively the fixed-sum revenue to be replaced could be calculated using the value of fixed-sum leviesin 1999, if
that tax rate is higher, aslong as the levies in question were approved by voters by June 30, 1999. Thiswould allow
the calculation to take into account theimpact on such leviesif the value of the property in the taxing district were to
fall considerably in 1999 vis-a-visits 1998 value — another piece of insurance against the Duquesne decision.
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formula Any revenue loss not reimbursed through the formula is paid directly to the school digtrict
through payments from the school didrict property tax replacement fund. If al school districts were on
the foundation formula, the state education aid offset would in FY 2003 equd approximatdy $63
million.

Not dl school digtricts receive date ad via the foundation formula. Approximately 10 percent of
digtricts receive dtate aid vathe “guarantee.” Essentidly, school didricts are guaranteed the same leve
of state aid they received in 1998. If the amount of state aid a didtrict received in 1998 were grester
than the amount it would receive via the formula in any fiscd year, the district would receive the
guarantee amount.

About haf of the digtricts currently on the guarantee are so because their vauation exceeds the formula
amount (currently $186,000 per pupil). The rest are on the guarantee because recent valuation increases
or decreases in enrollment have led to reductions in the formula amount they would receive. The change
in vauation due to the changes in dectric company property vaues could push a didrict with a
sgnificant amount of eectric company property (i.e, ageneraion didrict) off of the guarantee, but it is
unlikely to affect the funding status of most school didricts. However, annua increases in the school
funding formula will likely push more didtricts on to the formula

Timing and duration of property tax replacement payments to school districts

All school didtricts receive property tax replacement payments for 5 years - beginning in cdendar year
2002. Vduation changes in cdendar year 2001 affect foundation aid payments beginning in fiscd year
2003 (July 2002 through June 2003). However, property tax losses are first incurred in the second half
of fiscal year 2002. Consequently, the first property tax replacement payment to school digtricts (made
in February 2002) does not take into consideration the state education aid offset. Each school didtrict
receives a payment equa to one-hdf of its tax vaue loss times the sum of the fixed rate levies (The
payments are to be made twice a year, hence any payment is equal to one-haf of the total replacement
payment to be made for a year). In subsequent years - from July 2002 through December 2006 -
schoal didricts receiving foundation aid will receive part of their replacement payments via additiona
foundation aid and part through the school district property tax replacement fund. School districts not on
the formula for any time period will receive their tota tax revenue loss payments from the school didtrict
property tax replacement fund for that time period.

Beginning in cdendar year 2007, school didtricts receive additiond payments only if the inflation
adjusted property tax loss incurred by the school district exceeds the cumulative increase in state ad
snce fiscal year 2002. This caculation takes into congderation the increase in state aid due to theinitid
property tax loss, as well as subsequent increases in state aid, which occur annualy as the Sate raises
the per- pupil-funding amount.

Most school digtrict will not receive additional replacement tax payments after thistime. The exceptions
include schoal didricts that remain on the guarantee and school didricts with substantial amounts of
electric company property (i.e., generation school digtricts). Over time many of these digtricts will be
phased off.

However, even as property tax replacement payments are discontinued, school districts will continue to
receive revenues from the property tax replacement fund on a per-pupil basis. Revenues digtributed to
schoal digtricts on a per-pupil basis are to be used for capital improvements.

24




The bill creates a property tax study committee (effective January 1, 2011), congsting of 7 members —
the Tax Commissioner and three members each of the House and Senate. The committee isto study the
extent to which each school digtrict or joint vocationa school district has been compensated for the
property tax loss caused by the assessment rate reductions on eectric and rurd eectric persond
property. The committee is to produce a report by June 30, 2011, making recommendations for any
additional compensation or remedia legidation required.

Timing and duration of property tax replacement payments to other local governments

The other loca governments receive replacement revenues for 15 years, as well. However, they do not
receive annud increases in funding from the state based on notions of adequate funding levelsto assst in
determining how long they should continue to receive replacement revenues. Consequently, for the firgt
five years dl taxing didtricts receive replacement revenues equd to their fixed-rate levy loss (plus any
additiond amount due to fixed-sum levies). For the second five-year period the loca governments begin
to receive replacement revenues equa to 80 percent of their fixed-rate levy loss. And for the third five-
year period, taxing digtricts receive revenues equd to a declining percentage of their fixed rete levy loss
— 66.7%, 53.4 %, 40.1%, 26.8%, and 13.5%, respectively. An exception is made for the Lake County
park digtrict, which is to receive 100 percent of its fixed rate levy lossfor the full 15 years. Also, taxing
digricts with very small total losses may receive one lump-sum payment in February 2002 equal to 9.4
timesther tota fixed-rate levy lossfor that year.

The remaining revenue in the fund each year is dlocated to each county in part on the basis of the
combined tax vaue loss of taxing didricts within the county and in part on a per capita basis. The
revenue didtributed to each county is then dlocated to each taxing digtrict within the county in the same
proportion as other property tax revenues are distributed within the county. The revenue replacement
mechanism is ultimately phased out after atotd of 15 years;, and the new formula — based in part on a
per capita formula and in part on a vaduation formula — is used to determine the distribution of the
revenues in the loca government tax replacement fund.

Replacement of Administrative Fee Losses to Counties

A reduction in property values due to the assessment rate reduction will aso result in a loss of
adminidrative fees to counties. Currently, county auditors and county treasurers collect administrative
fees for services rendered in collecting property taxes. The fees are imposed as a percentage of the
moneys collected in the county, and a portion is pad to the red estate assessment fund. The hill

edtablishes a formula to reimburse those losses for tax years 2002 through 2011. The reimbursements
would be made from both the locad government property tax replacement fund and the school didtrict
property tax replacement fund. The loss to these funds (.9659 % for large counties and 1.1159% for
amdl counties) is negligible in mogt cases, Snce if the didricts were recalving the money from the
property taxes that the funds are replacing, they would be paying part of it in the form of adminidtretive
fees to the counties anyway.
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