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L INTRODUCTION

A. PPL ELECTRIC

PPL Electric Utilities Corporation (“PPL Electric” or the “Company’) provides electric
distribution services to approximately 1.4 million customers in a certificated service territory that
spans approximately 10,000 square miles in all or portions of 29 counties in eastern and central
Pennsylvania. PPL Electric Ex. 1, Exhibit Regs. § 53.53, [-B-1. PPL Electric is a “public
utility” and an “electric distribution company” (“EDC”) as those terms are defined under the
Public Utility Code, 66 Pa.C.S. §§ 102 and 2803.

In this proceeding, PPL Electric requests Pennsylvania Public Utility Commission
(“Commission”) approval of a $104.6 million distribution rate increase, with an anticipated
effective date of January 1, 2013. The rate relief is designed to provide the Company with an
opportunity to earn an 8.46% overall rate of return on rate base, including an 11.25% return on
common equity, on a claimed rate base of $§2.422 billion. The distribution ré,te increase reflects |
PPL Electric’s status as a distribution only electric utility and is based on financial and operating
data for that single business line. The requested rate increase reflects the business environment
the Company currently faces, including: reduced revenue resulting from lower customer usage
and stagnant economic climate; the need to make significant capital investments to ensure that it
is able to continue to provide safe and reliable service to its customers; support for the
development and expansion of the competitive retail electricity market; and major storm damage
in PPL Electric’s service area during 2011. PPL Electric St. 1, ppi. 2-3, 5.

Based on the results of a class cost allocation study and the requirements of the
Commonwealth Court’s decision in Lloyd v. Pa. P.U.C., 904 A.2d 1010, 1020 (Pa. Cmwlth.
2006) appeal denied, 591 Pa. 676, 916 A.2d 1104 (2007) (“Lioyd”), the Company proposes to

allocate the requested increase to rate classes that are below the proposed system average rate of
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return. The affected classes include the residential customers, small single-phase commercial
and industrial customers, street-lighting customers, and trangsmission service voltage custotners.
The Company also is proposing a rate decrease to one general service rate schedule with an
overall return well above the system average rate of return. The proposed rate design also
reflects PPL Eleciric’s continued commitment to recover fixed costs through demand and
customer charges rather than through kWh usage charges. Consistent therewith, PPL Electric is
proposing to increase the residential customer charge from $8.75 to $16.00 per month to more
closely reflect the costs that are incurred in providing service to these customers. The proposed
rates are designed to reflect cost of service for each rate class and to reduce cross subsidization
of rate classes. PPL Electric St. 1, pp. 3-4.

If approved, the requested distribution rate increase will move PPL Electric’s inadequate
return on equity from an estimated 6.7% in 2012 to an allowed 11.25%. This return is the
minimum required for the Company to attract capital on reasonable terms, provide safe and
reliable service to its customers, and fully fund the various innovative programs described in its
filing. The return on equity proposed in this proceediﬁg is particularly appropriate in view of
PPL Electric’s management effectiveness and award-winning customer service in the face of
challenging economic and capital market conditions. PPL Electric St. 1, passim; PPL Electric
Ex. No. 1, Statement of Reasons. For all these reasons, as explained below and in the filing, PPL
Electric’s proposed distribution rate increase is just and reasonable, and should be approved by
the Commission.

B. HISTORY OF THE PROCEEDINGS

On March 30, 2012, PPL Electric filed with the Commission Supplement No. 118 to its
Tariff-Electric Pa. P.U.C. No. 201 (“Supplement No. 118”), to become effective on June 1, 2012,

together with supporting data, written testimony, and exhibits. In Supplement No. 118, PPL
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Electric proposed a general increase in distribution base rates designed to produce approximately
$104.6 million in additional annual base rate operating revenues based upon a future test year
ending.December 31, 2012, as adjusted for ratemaking purposes.

Supplement No, 118 was suspended by operation of law pursuant to Section 1308(d) of
the Public Utility Code, 66 Pa.C.S. § 1308(d), for up to seven months, or until January 1, 2013,
unless permitted by Commission Order to become effective at an earlier date. By Order entered
May 24, 2012, the Commission initiated an investigation of PPL Electric’s proposed general rate
increase. The matter was assigned to the Office of Administrative Law Judge, and
Administrative Law Judge Susan D. Colwell (“ALJ”) was assigned to preside over the
proceeding.

The Commission’s Bureau of Investigation and Enforcement (“I&E”) filed a Notice of
Appearance. Complaints against the proposed rate increase were filed: the Office of Consumer
Advocate (“OCA™), the Office of Small Business Advocate (“OSBA”), PP&L Industrial
Customer Alliance (“PPLICA”), William Andrews, Eric Joseph Epstein, Dave A. Kenney,
Roberta Kurrell, Donald Leventry, John G. Lucas, and Helen Schwika. Petitions to intervene
were filed by the Commission on Economic Opportunity (“CEQ”), Direct Energy Services LLC
(“Direct Energy™), Dominion Retail, Inc. d/b/a Dominion Energy Solutions (“Dominion”),
Granger Energy of Honey Brook LLC and Granger Energy of Morgantown LLC (collectively,
“Granger”), the International Brotherhood of Electrical Workers, Local 1600 (“IBEW”), the
Sustainable Energy Fund (“SEF”), and Richards Energy Group, Inc. (“REG”). In addition,
various customers filed Protests to the requested distribution rate increase.

An initial Prehearing Conference was held as scheduled on May 31, 2012. Parties

participating in the Prehearing Conference filed Prehearing Memoranda identifying potential
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issues and their expected witnesses. At the Prehearing Conference, tﬁe parties proposed a
procedural schedule, which was adopted by the ALJ. In addition, the parties agreed to, and the
ALJ approved, modified discovery rules for the above-captioned proceeding, which included
shorter response times than those provided for in the Commission’s regulations at 52 Pa. Code
§§ 5.321 et seq.

In the Second Prehearing Order, dated June 1, 2012, the ALJ set forth the litigation
schedule for the proceeding and the revised periods for responding to discovery requests. In
addition, the ALJ listed the parties who had filed notices of intervention, petitions to intervene
and complaints. The ALJ also granted the Petitions to Intervene of CEO, Direct Energy,
Dominion, Granger, IBEW, and SEF.! Further, the ALJ indicated that the parties had agreed that
there should be five public input hearings, which were held on: June 18, 2012, in Scranton and
Wilkes-Barre; June 20, 2012, in Bethlehem and Allentown; and June 21, 2012, in Harrisburg.

The parties engaged in substantial formal and informal discovery in support of their
respective positions. PPL Electric responded to more than 630 discovery requests, many of
which had multiple subparts. In addition, substantial discovery requests were propounded to
other parties.

On June 22, 2012, parties other than PPL Electric served their direct evidence, including
testimony and exhibits. On July 16, 2012, PPL Electric, OCA, OSBA, and PPLICA served
rebuttal testimony and exhibits. The I&E, OCA, OSBA, PPLICA, SEF, Dominion, Direct
Energy, and Granger served surrebuttal testimony and exhibits on August 1, 2012. On August 6

and 8, 2012, PPL Electric served rejoinder testimony and exhibits.

! The Late-Filed Petition to Intervene of REG was granted in a separate Order issued by the ALJ on July 26, 2012.
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Evidentiary hearings were held before the ALJ on August 6, 7, and 9, 2012. At the
hearing, the parties’ respective testimony and exhibits were admitted into the evidentiary record.
Certain parties’ witness were cross-examined and presented rejoinder testimony. The
evidentiary record ﬁas closed on August 10, 2012,

A briefing schedule has been established by the ALJ. Pursuant to the Scheduling Order
and Sections 5.501 a.nd 5.502 of the Commission’s regulations, 52 Pa. Code §§ 5.501, 5.205,
PPL Electric herein submits this Initial Brief in sui)port of the requested distribution rate
increase. PPL Electric’s Supplement No. 118, requesting a distribution base rate increase, is ripe
for disposition. -

C. LEGAL STANDARDS AND BURﬁEN OF PROOF |

Under the Public Utility Code, a public utilities’ rate must be just and reasonable and
cannot result in unreasonable rate discrimination. 66 Pa.C.S. §§ 1301 and 1304. A public utility
seeking a general rate increase has the burden of proof to establish the justness and
reasonableness of every element of the rate increase request. 66 Pa.C.S. § 315(a); Pa. PU.C. v.
Agqua Pennsylvania, Inc., Docket No. R-00038805, 236 PUR 4th 218, 2004 Pa. PUC LEXIS 39
(August 5, 2004). However, a public utility, in proving that its proposed rates are just and
reasonable, does not have the burden to affirmatively defend claims made in its filing that no
other party has questioned. As the Commonwealth Court has explained:

While it is axiomafic that a utility has the burden of proving the
justness and reasonableness of its proposed rates, it cannot be

called upon to account for every action absent prior notice that
such action is to be challenged.

Allegheny Center Assocs. v. Pa. P.U.C., 570 A.2d 149, 153 (Pa. Cmwlth. 1990).
Although the ultimate burden of proof does not shift from the utility seeking a rate

increase, a party proposing an adjustment to a ratemaking claim of a utility bears the burden of
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presenting some evidence or analysis tending to demonstrate the reasonableness of the
adjustment. See, e.g., Pa. P.U.C. v. PECO, Docket No. R-891364, ef al., 1990 Pa. PUC LEXIS
155 (May 16, 1990); Pa. PU.C. v. Br_eezeWood T elephone Company, Docket No. R-901666,
1991 Pa. PtJC LEXIS 45 (January 31, 1991). In addition, tariff provisions previously approved
by the Commission are deemed just and reasonable and, thercfore, a pafty'challenging a
previously-approved tariff provision bears the burden to demonstrate that the Commission’s
prior approval is no longer justified. See, e.g., Pa. P.U.C. v. Philadelphia Gas Works, Docket
Nos. R-00061931, et al., 2007 Pa. PUC LEXIS 45 at *165-68 (September 28, 2007) (adopting
the ALJ’s discussion on burden of proof).

Further, a party that raises an issue that is not included in a public utility’s general rate
case filing bears the burden of proof, For example, in Pa. P.U.C. v. Metropolitan Edison
Company, et al., Docket Nos. R-00061366, et af., 2007 Pa. PUC LEXIS 5 (January 11, 2007), a
party offered proposals to have the companies incur expenses not included in their filings. The
ALIJ held that, as the proponent of a Commission order with respect to its proposals, the party
bears the burden of proof as to proposals that are not included in the companies’ filings. The
Commission agreed and adppted the ALJ’s conclusion that Section 315(a) of the Public Utility
Code cannot reasonably be read to place the burden of proof on the utility with respect to an
issue the utility did not include in its general rate case filing and which, frequently, the utility
would oppose. Id. at ¥111-12.

II. SUMMARY OF ARGUMENT

As explained in the Company’s Statement of Reasons and in the Direct Testimony of its
President, Gregory N. Dudkin, the need for rate relief in this proceeding is based on four primary
factors: (1) declining sales due to govemment-mandated conservation programs and poor

economic conditions in the Company’s service territory, (2) major plant investments required to -
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replace aging infrastructure to ensure continued safe and reliable service to customers; (3) the
need to achieve and maintain a strong financial profile necessary to raise the capital required to
replace aging infrastructure; and (4) the need to recover the costs associated with major and
unprecedented storm damage in 2011, The rate increase requested by the Company is fully
supported by the record and is the mirﬁmum required to address these important issues.

PPL Electric’s proposed rate increase is fully supported by well-established ratemaking
principles and long-standing Commission practice and precedent. The requested increase also is
fully supported by PPL Electric’s demonstrated management effectiveness and outstanding
service to its customers. As set forth in Section VLE.l.g., the Company has undertaken an
extensive series of efforts to control costs and improve the reliability and quality of service. PPL |
Electric has stepped forward to undertake a major capital investment program to replace aging
infrastructure and proactively improve the safety and reliability of service. The Company has

. the highest level of shopping of any major Electric Distribution Company in the Commonwealth.
The Company is the only EDC that has installed smart meters for all of its customers and is the
only EDC that has installed an Tnteractive Voice Recognition program at its customer contact
center, The Company, for the past 30 years, has been and remains a leader in developing and
implementing cost effective universal service programs for its customers. As a result of these
collective efforts, on July 12, 2012, the company received its 18th J.D. Power and Associates
award, ranking first in customer satisfaction among electric utilities in thé eastern United States,

At the same time, PPL Electric’s rates remain fair and reasonable. The requested
increase in this proceeding, if granted in full, will increase the average residential customer’s bill
by approximately $7 per month. Even with this increase, the average residential customer’s total

bill will be less than it was when PPL Electric’s generation rate cap expired on January 1, 2010,
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and PPL Electric’s rates will still be below comparable rates for both average Pennsylvania and
Mid-Atlantic electric utilities. PPL Electric respectfully requests that the Commission consider
these accomplishments in establishing just and reasonable rates in this proceeding.

The opposing parties have proposed a series of adjustments and disallowances, which if
collectively adopted, would deny the Company any rate relief and destroy its financial integrity.
The OCA proposes an increase of only $21.0 million, about one-fifth of the Company’s claim.
I&E goes much farther and proposes a $12.0 million rate decrease. The OCA proposal, if
adopted, would substantially weaken the Company’s financial profile at the worst possible time;
when it is in the middle of a major capital construction program. The 1&E proposal, if adopted,
would seriously damage the Company’s financial integrity, risking a further downgrade of PPL
Electric’s credit ratings and undermining its ability to raise capital on reasonable terms to
provide safe and reliable service to customers.

These results are disturbing in their own right, but are particularly troubling because they
are based almost entirely on proposed adjustments which are not only clearly without merit, but
also arc fundamentally inconsistent with many, many years of Commission and judicial
precedent. The Company was very careful in this proceeding to file its case in accordance with
fundamental ratemaking principles and established Commission precedent. The opposing parties
have simply ignored these precedents and proposed adjustments which violate fundamental and
long-standing ratemaking principles and controlling Court and Commission decisions. The ALJ
and the Commission, by simply applying long-standing precedent, can and should reject virtually
every adjustment proposed in this proceeding. Examples of opposing party adjustments which

are inconsistent with Commission precedent, include the following:
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Capital Structure. The Company’s proposed capital structure (51.03% common equity

and 48.97% long-term debt) reflects the replacement of $500 million preferred stock with 50%
long-term debt and 50% common equity and the addition of a small amount of common equity
designed to strengthen the Company’s financial profile so that it can attract capital on reasonable
terms to finance its major infrastructure improvement program and provide continued safe and
reliable service to customers. This proposed capital structure is the Company’s actual projected
capital structure at the end of the future test year, December 31, 2012, and is within the range of
capital structures for the Barometer Group of companies used by all witnesses iﬁ this proceeding.
1&E and OCA each propose hypothetical capital structures relying on the historic average
capital structures for PPL Electric and on historic average capital structures of their respective
barometer groups. These proposals should be rejected for several reasons, First, the
Commission has consistently declined to adopt a hypothetical capital structures when the capital
structure proposed by the utility is within the range of capital structures employed by other
similarly situated utilities. PPL Electric’s proposed capital structure clearly meets this precedent.
Second, in this particular case, the use of historic averages miscalculates the capital structure
because it fails to account for PPL Electric’s elimination of preferred stock in 2012, The
Company has proposed to replace its preferred stock with 50% common equity and 50% long-
term debt, and no party has opposed this proposal. Third, and most importantly, the proposals of
I&E and OCA do not reflect fhe need for a stronger financial profile if the Company is to be able
finance its infrastructure improvement program on reasonable terms. The Company’s proposed
capital structure is reasonable, consistent with Commissien precedent and should be approved.

Return on Common Equity. The cost of common equity is almost always the most hotly

contested issue in basc rate proceedings. In this case, it is also the most important issue. PPL

9818533v] 9



Electric is in the midst of a major infrastructure improvement program during which it will spend
over $2.9 billion in new capital needed to continue to provide safe and reliable service to
customers. Much of the Company’s current distribution infrastructure was installed in the
1960’s to address major growth in its service territory. These facilities are now nearing the end
of their useful lives and must be replaced. No party has challenged any aspect of this program.
Nor has any party contested PPL Electric’s need to access capital markets on reasonable terms in
order tor fund this construction program. However, in order to implement this program and
attract capital on reasonable terms, it is critical that the Company maintain a strong financial
profile. The rate increase requested in this proceeding and in particular the proposed 11.25%
return on common equity, is critically important to the Company’s ability to maintain a financial
profile which will allow it to attract the capital needed to complete the infrastructure
improvement program.

The determination of the cost of common equity in this case is important for another
reason. Pennsylvania recently adopted legislation, which authorizes fixed utilities to apply for a
distribution system improvement charge (“DSIC”) to recover the capital cost of qualifying
distribution system investments. The cost of common equity determined by the Commission for
PPL Electric in this proceeding also will be used in estabiishing PPL Electric’s DSIC. A very
important part of DSIC implementation is the determination by the Commission of the cost of
common equity to be used in fhe DSIC formula. The investment community will be watching
this case closely for guidance as to how the Commission plans to implement the DSIC and
whether it will permit a reasonable return on DSIC-eligible investments. A fair and reasonable
cost of common equity determination in this proceeding will send a positive signal to the

investment community that the Commission is serious about implementing a DSIC mechanism
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which encourages all utilities to make the necessary investments to improve infrastructure
critical to providing safe and reliable service to customers.

I&E (8.38%) and OCA (9.0%) propose costs of common equity far below that proposed
by the Company. The many flaws and errors in the development of these figures and their
devastating impact on the Company’s financial condition are addressed in detail below.
Fundamentally, these probosals are completely out of line with all applicable precedent. The
Commission has not awarded a single digit rate of return since the adoption of original cost rate
ratemaking (as opposed to fair value ratemaking) in the early 1980s,” and it certainly should not
do so here. The Commission’s most recent determination of the cost of equity for PPL Electric
was in its 2004 base rate proceeding, where the Commission adopted a 10.7% allowance. In its
2008 Aqua Order, the Commission adopted a cost of common equity of 11 .0%. In the 2006 PPL
Gas decision, the Commission adopted a cost of common equity of 10.4. Indeed, Ms. Cannell
demonstrated that the central tendency of allowed ROEs across the country from January 1, 2009
through June 30, 2012, ranged between 9.75% and 10.99% with several Commission’s
authorizing allowed ROEs between 11.0% and 11.25% - Clearly, I&E and QCA proposals are out
of line with applicable precedent.

Storm Damage Expense. The Company’s operating expense claim for storm damage is

c;,omprised of three parts: (1) a budgeted level of expense for ongoing normal storm damage
costs for non-Commission reportable storms and Commission reportable storms; (2) a storm
damage insurance premium, which insures for Commission reportable storm damage expense in
excess of the policy deductible up to an $18,250,000 policy limit; and (3) a claimed five-year
amortization of 2011 storm damage expense for extraordinary storm damage expense in excess

of the maximum insurance coverage. The Company’s claim is opposed only by I&E, who

2 Pa. P.U.C.v. Pa. Gas & Water Co., 492 Pa. 326, 424 A.2d 1213 (1980).
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proposes to end the Company’s Commission-approved storm damage insurance program and
provide a rate allowance based on a five-year average of both ordinary and extraordinary storm
damage expense. [&E’s proposal should be rejected for many reasons.

First, I1&E’s analysis is based almost entirely on its conclusion that over the five-year
period 2007-2011 ratepayers paid more in rates for storm damage costs than the Company’s total
storm damage expense for the same peried. This analysis, however, contained a fundamental
and fatal error: It double counted the insurance deductible and budget amount for normal
Commission-reportable storm damage expense. Correcting for this obvious error reverses the
result of I&E’s analysis and demonstrates the reasonableness of the Company’s claim. Second,
1&E claims that, on a 20/20 hindsight basis, the storm insurance premium paid by customers has
exceeded payouts under the policy. Again, I&E is factually wrong, insurance payouts have
exceeded the insurance premium, but more importantly, I&E’s analysis reflects a serious and
fundamental misunderstanding of insurance. One cannot judge the reasonableness of insurance
based on whether the payout under the policy exceeded the premium. This is the equivalent of
saying that purchasing a ten-year term life insurance policy was unreasonable because the
policyholder did not die within the ten-year period. Third, I&E continues its 20/20 hindsight by
contending that PPL Insurance, the affiliate company who provides storm damage insurance for
PPL Electric, has operated at a “profit.” Again, I&E fundamentally misunderstands the
insurance business. The “profit” identified by I&E is in fact simply a reserve to pay future
claims and is a fundamental and legally required element of insurance company operations.
And, in any event, I&E is again factually wrong. PPL Insurance actually operated at a loss
during the time period examined by I&E. For these reasons, I&E’s attack on PPL Electric’s

Commission-approved storm damage insurance prbgram should be rejected.
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In addition, if the ALJ and the Commission for some reason were to adopt I&E’s
erroneous arguments, the alternative ratemaking allowance proposed by I&E, a five-year av.erage
of all storm damage expense, both ordinary and extraordinary, must be rejected. First, it is
premised on I&E’s flawed, double counting conclusion, discussed above, that customers have
paid more in rates than PPL Electric’s total storm damage costs. This is simply not true and
adoption of 1&E’s proposal would assure that PPL Electric has no chance of recovering its
rcasonable storm damage costs. Second, I&E’s proposal is fundamentally and completely
inconsistent with 40 years of uniform Commission precedent on the treatment of storm damage
costs in rates. In Pennsylvania, utilities include in rates a normal level of storm damage expense
for normal ongoing storm damage expense. Extraordinary, non-recurring, storm damage costs
are excluded from test year rates because they are not a recurring cost. Utilities are then
permitted to recover the cost of extraordinary storms through an amortization allowance. I&E’s
proposal ignores all of this precedent and proposes a new and completely untested alternative
method of recovering storm damage costs, which on its face would prevent PPL Electric from
recovering its full storm damage expenses in rates. Finally, if I&E’s proposal were adopted, it
should apply prospectively only, and PPL Electric should be allowed full recovery through a
five-year amortization allowance of the cost of 2011 storms, which were incurred under
traditional and long-standing Commission practice and precedent. I1&E’s proposal should be
recognized for what it is: A poorly disguised effort to disallow recovery of reasonable and
prudent storm damage expense. This adjustment should be rejected.

Incentive Compensation. PPL Electric’s wage expense claim in this proceeding consists

of three bomponents: base pay, benefits and incentive compensation. No party has challenged

the reasonableness of PPL Electric’s total wage expense claim, and indeed, no party has
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challenged the reasonableness of the amount of any of the three components of wage expense.
Rafher, [&F and OCA contend that incentive compensation benefits both ratepayers and
shareholders and therefore should be shared on a 50/50 basis, thereby disallowing one-half of
incentive compensation from rates. These proposals are unlawful and inconsistent with
Commission and judicial precedent. The Commission has approved 100% recovery of incentive
compensation in rates on several occasions, and in fact, recently held that Philadelphia Gas
Works was.imprudent for not having an incentive compensation program. In addition, the
Commonwealth Court has held that 50/50 sharing of expenses on the theory of joint
ratepayer/shareholder benefits is vnlawful as it does not allow the utility the opportunity to
recover reasonable operating costs in rates. A utility’s operating expense is either reasonable or
unreasonable in amount. If it is reasonable, it is fully recoverable in rates, not just one-half or
some other fraction. If it is unreasonable, it is disallowed. No one has claimed that PPL
Electric’s incentive compensation expense is unreasonable in amount, and it therefore should be
fully recovered in rates.

I&E and OCA also point out that PPL Electric’s incentive compensation plans have both
operating and financial goals and that financial goals benefit shareholders and therefore should
not be recoverable in rates. Again, this position is inconsistent with long-standing Commission
precedent. It also proves too much. All utility expenditures benefit both ratepayers and
shareholders, but this is not and cannot be the basis for disallowing otherwise reasonable costs.
PPL Electric’s claim for incentive compensation expense is reasonable and should be approved.

Adjustments Based on Historic Averages. In several areas, e.g., uncollectible accounts

expense, capital structure, and PPL Services costs, I&E proposes the use of historic averages to

set future test year expense. This appears to be based on 1&E’s belief that utility rates should be

9818533v1 14



based on actual expenditures. While a comparison with historical results is one means of testing
the reasonableness of future test expense claims, it is clear that utility rates in Pennsylvania are
not, and have not been for over 30 years, based on historic results. Rates are set based on
budgeted, not actual, expenses for a future test year. I&E’s failure to acknowledge this
fundamental ratemaking principle has caused it to rely on historic averages in setting rates even
where these historic results do not reasonably reﬂect_ future conditions. Ratemaking is
prospective and should -reﬂect conditions expected during the future test year and the initial
period new rates will be in effect. Where facts and conditions have changed, rates should not be
based on historic results.

Rate Structure. The parties continue their departure from precedent in the rate structure
area. The Company’s cost allocation study was fully litigated and approved by the Commission
in the Company’s 2010 base rate proceeding, decided only two years ago. The OCA,
inexplicably, simply reargues all of the positions it presented in the 2010 case in this proceeding,
asks the Commission to reject the same cost allocation study it specifically approved only two
years ago, and then proposes a revised revenue allocation based entirely on its flawed and
previously rejected cost allocation study. For the reasons given by the ALJ and the Commission
in the 2010 base rate case, OCA’s alternative cost allocation study and its related revenue
allocation should be rejected.

PPL Electric has proposed to recover the revenue increase requested in this proceeding
through the residential customer charge, resulting in a proposed charge of $16.00 per month as
compared to the current charge of $8.75. The Company’s proposal is fully supported on the
record and should be approved. However, the Company recognized that its proposal to recover

the entire increase through the customer charge has created substantial opposition in this
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proceeding, and in its rebuttal testimony, proposed an alternative of $14.09. The $14.09
customer charge, in the Company’s view, should not be controversial. The Company applied
~ exactly the same approach in developing this charge that the Commission approved in a recent
Aqua rate proceeding. Both OCA and I&E witnesses agree that the same principles should apply
for electric, gas and water companies in developing customer charges. There is no reasonable
basis for rejecting this alternative.

Purchase of Receivables Program. Marketers propose several changes to the purchase of

reccivables program. These are addressed in detail below. Direct Energy, however, goes beyond
these proposals and recommends “rebundling” uncollectible accounts into distribution rates.
This exact same proposal was just rejected in PPL Electric’s 2010 base rate case, is
fundamentally inconsistent with Commission precedent supporting the unbundling of costs, is at
odds with the Competition Act, which requires rate unbundliﬁg, and is inconsistent with the
Commonwealth’s Court’s Lloyd decision on unbundling. This proposal should be rejected out of
hand.

Other Issues. On several other issues, e.g., consolidated tax savings, depreciation
reserve, cash working capital and prepayments opposing party adjustments also are completely
inconsistent with long-standing Commission practice and precedent and should be rejected.
Details regarding these claims are provided below.

Perhaps recognizing the lack of merit and support for their individual adjustments, certain
parties seek to focus attention on the frequency and amount of Company distribution rate filings
in.recent years and their impact on residential customers, particularly in the current economic
environment. These arguments should be rejected for several reasons. First, the issue in this

case is what level of prospective rate relief, if any, the Company should receive. The fact that
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the Company has filed for several distribution rate increases over the past eight years is not
relevant to this proceeding, which must determine a prospective level of just and reasonable
rates. The increase requested in this proceeding, if granted in full, would result in a $7 per
month increase in residential customers® bills. This, in the Company’s view, is a reasonable
price to pay to support implementation of a major infrastructure program to ensure continued
safe and reliable electric service to customers.

Second, any fair examination of the Company’s rate history should focus on a much
longer time frame. Many utilities go through cycles of rate filings associated with major
construction programs, and the Company is no exception. The Company completed its last
major construction cycle in 1985 with the completion of its Susquehanna nuclear power plant.
Since that time (27 years) the Company has filed six base rate cases, or an average of one every
four and one-half years.

Third, the Company has cxplained the several reasons necessitating these filings,
including “catch up” filings after the expiration of a nine-year distribution rate cap, compliance
with the Lloyd decision which required the gradual elimination of substantial subsidies to
residential customers which were implemented by Commission orders in the 1980s, and most
importantly, the need to replace aging infrastructure and attract capital on reasonable terms to
finance these improvements.

Finally, the rate analyses presented focus solely on distribution rates and not on the actual
bills paid by customers. As noted above, the impact of increasing distribution rates has been
fully offset by declining generation rates, such thaf even if the distribution rate increase
requested in this proceeding were granted in full, the total bill for an average residential non-

shopping customer will be lower than it was after generation rate caps expired on January 1,
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2010. Shopping customers are presumably paying even lower rates. This is a remarkable result,
which should be recognized by the Commission in its final determination of just and reasonable
rates in this proceeding.

III. RATE BASE
A. PLANT IN SERVICE
1. OCA’s Proposed Adjustments To Plant Additions Should Be Rejected

PPL Electric’s original cost of jurisdictional plant in service, as of December 31, 2012, i§
projected to be $4,904,470,000. PPL Electric Ex. Future 1-Revised, Sch. C-1. Only OCA
challenged any portion of PPL Electric’s claimed plant in service.

Originally, OCA recommended that $5,458,000 of PPL Electric’s proposed plant in
service as of the end of future test year be disallowed because OCA believed that the expected
in-service dates were beyond the end of the future test year, December 31, 2012. OCA Ex. KC-
1-Revised, Sch. 2, p. 2; OCA St. 1-Revised, pp. 8-9. The OCA’s adjustment was based upon
PPL Electric’s response to Interrogatory I&E-RB-14-D. A copy of this interrogatory response
was provided as PPL Electric Ex. GLB-7.

In rebuttal, PPL Electric explained that OCA’s proposed adjustment was based upon a
misunderstanding of PPL Electric’s interrogatory response. Specifically, the interrogatory asked
for the original anticipated in-service dates, not the expected in-service date when the rate filing
was prepared. When the rate éase was prepared, primarily in March 2012, the originally
anticipated in-service dates were reviewed and updated, and all of the projects shown on the
interrogatory response had in-service dates on or before December 31, 2012. PPL Electric St. 2-

R, pp. 5-6.
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Based on this explanation, OCA withdrew its proposed adjustment to plant is service.

OCA St. 1-SR, p. 3. No issues remain regarding the completion of plant projects before the end
of the future test year.

2, OCA’s Proposed Adjustment To Plant In Service Based Upon

Proposed Adjustments To Incentive Compensation Expense Should
Be Rejected

As explained in Section V.A., below, OCA proposed an adjustment to PPL Electric’s
claim to recover incentive compensation expense for employees of PPL Electric and employees
of PPL Services. OCA also asserted that, because a portion of PPL Electric’s payroll costs is
capitalized, its proposed incentive compensation adjustment would also affect the level of
payroll being capitalized and thereby reduce plant in service. OCA St. 1-Revised, pp. 8-9. As
explained below, in Section V.A, the OCA’s adjustment is without merit and should be rejected.
The related OCA rate base adjustment should be rejected for the same reasons.

As shown on QCA Ex. KC-1-Revised, Sch. 4, p. 4, OCA also recommended that plant in
service be reduced by $4,204,000 based on OCA’s calculation of the capitalized portion of
incentive compensation expense for employees of PPL Electric. In addition, OCA recommends
that PPL Electric’s plant in service be reduced by the additional amount of $4,612,000 based on
OCA'’s calculation of the capitalized portion of the reduction in incentive compensation payroll
expense to be paid to employees of PPI, Services. OCA’s original calculation capitalized not
only a portion of payroll but also a portion of payroll taxes and benefits. PPL Electric St. 3-R,
pp. 21,25; OCA Ex. KC-1 Revised, Sch. 4, p. 4.

In rebuttal, PPL Electric explained that OCA’s calculations of the effects of 1ts proposed
payroll adjustments for incentive compensation were not calculated correctly because benefits

and payroll taxes are not applied to incentive compensation. PPL Electric St. 3-R, pp. 21-25.
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In surrebuttal, OCA accepted PPI, Electric’s explanation and withdrew its proposed
adjustments to rate base related to payroll taxes and benefits for incentive compensation. OCA
St. 1-SR, p. 8. Tﬁe OCA adjustment to rate base for the capitalized portions of incentive
compensation should be rejected for the reasons explained in Section V.A., below.

3. OCA’s Adjustment To Rate Base For Vacant Positions Should Be
Rejected.

OCA’s proposed adjustment to plant in service related to vacant positions in the amount
of $1,883,000 as shown on OCA Ex. KC-1-Revised, Sch. 1, p. 2. Like incentive compensation,
OCA proposed an adjustment to rate base related to the capitalized portion of its proposed
adjustment to payroll for vacant positions. OCA St. 1-Revised, pp. 17-18, OCA Ex. KKC-1,
Sch. 4, p. 3, line 16. OCA’ proposed adjustment should be rejected for the reasons explained in
Section V.D. of this Brief, below.

B. DEPRECIATION RESERVE

1. OCA’s Proposed Adjustment To The Accumulated Reserve For
Depreciation Should Be Rejected

PPL Electric’s claim for plant in service is comprised of two parts: The original cost of
plant in service less accumulated depréciation. Both elements of this claim are based on
projected levels of plant and accumulated depreciation at the end of the future test vyear,
December 31, 2012. To project these balances, PPL Electric started with the plant and
depreciation reserve balances at December 31, 2011, the end of the historic test year, and brought
them' forward to December 31, 2012 by adding or subtracting, as appropriate, all plant and
depreciation-related transactions (such as plant additions, retirements and net salvage) projected
to be recorded on the books and records of the Company during the future test year. PPL
Electric’s expert, Mr. Spanos, who sponsored the depreciation studies in this proceeding, has

prepared depreciation studies for numerous public utilities throughout Pennsylvania and the rest
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‘of the United States, and has testified in numerous rate proceedings here gnd in other states. PPL
Electric St. 13, pp. 2-7. Regarding PPL Electric’s approach, Mr. Spanos explained that: “This
methodology was utilized and approved in the last proceeding for PPL Electric Utilities. It has
been universally accepted by this Commission for all major electric, gas an(i water companies.”
PPL Electric St. 13-R, p. 4. Mr. Spanos has used the same methodology in this proceeding that
he has used in numerous prior proceedings, which has been universally accepted by the
Commission.

OCA’s witness, Mr. Coda, did not object to the manner in which Mr. Spanos developed
its plant in service balance, but he proposed a different, and in PPL Electric’s view, inconsistent
method for dew;eloping the accumulated reserve for depreciation. Instead of using the projected
depreciation expense for the calendar future test year used by Mr. Spanos ($155,248,000), Mr.
Coda used the annualized level of expense based on the level of plant projected to be in service
at the end of the future test year ($168,920,000). This is the same level of depreciation expense
that PPL Electric has reflected in its revenue requirement in this proceeding. OCA St. 1
(Revised), pp. 10-12. The difference ($10,417,000) is the amount of OCA’s proposed
adjustment to the depreciation reserve. OCA’s adjustment, if adopted, would overstate the
depreciation reserve and understate rate base and therefore should be rejected.

OCA’s witness, Mr. Coda, is not from Pennsylvania and apparently is not familiar with
Iong-standing Pennsylvania depreciation practices. Nor does he, unlike Mr. Spanos, specialize in
depreciation. As a result, he has proposed an inconsistent and completely unprecedented method
for calculating the depreciation reserve. His proposed adjustment should be rejected for this

reason alone.
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Second, Mr. Coda’s adjustment confuses the determination of rate base and the
determination of revenues and expenses in a base rate proceeding. Rate base is determined at a
point in time, e.g., the end of the future test years, by adding together the various components of
rate base at their projected levels as of the end of the test year. For plant in service and the
depreciation reserve, these arc the balances pfojected to appear on the public utility’s balance
sheet at the specified point in time, i.e, the end of the future test year. Rate base components
that are based on projected year-end levels include plant in service, deferred taxes and customer
advaﬁces for construction, Rate base items are not “annualized” to reflect a full twelve months
of end of future year condition. Revenues and expenses, in contrast, are not set at a single pint in
time; rather, they are “annualized” to reflect year end levels, as though the level of expense being
incurred at the test year end were to continue for the next twelve months. For example, a utility
may have varying levels of employees and wage rates in effect during the course of the future
test year. For ratemaking purposes, wage expense is not set based on the average number of
employees or the averge wage rates in effect during the future test year; rather, it is based on the
number of employees and wage rates projected to be in effect at the end of the future test year.
Mr, Coda seeks to apply annualized depreciation expense to determine the rate base claim for
accumulated depreciation. Annualization applies only to revenue and expense items, and not to
rate base items. This mixing of ratemaking principles should be rejected.

The error of OCA’s proposed adjustment can be demonstrated by its application to plant
in service. Plant in service is the level of plant in service at the end of the historic test year plus
plant added during the future year less retirements made during the future test year. There is no
annualization of future test year level of plant additions. The same approach should be used for

accumulated depreciation reserve, i.e., it should be based on the level of reserve and the end of
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historic test year plus depreciation on plant additions made during the future test year less
depreciation on retirements made during the future test year. Mr. Coda’s approach of using a
non-annualized level of plant in service with an annualized level of depreciation rserve would
creatc a mismatch between plant in service and the accumulated reserve for depreciation. The
mismatch would result in an overstatement of the accumulated depreciation reserve and a
resulting understatement of rate base.

Finally, as the name suggests, the “accumulated” reserve for depreciation is the sum of all
depreciation transactions projected to be recorded per books as of the end of the future test year.
By including annualized depreciation expense in the calculation of the accumulated depreciation
reserve OCA’s proposed adjustment would add depreciation expense to the reserve that has not
and will not be accrued or “accumulated” at the end of the future test year. His adjustment
improperly reaches out beyond the end of the future test year to reflect depreciation that will not
be accrued until after the test year is over. This clearly is inconsistent with fundamentals of test
eyar ratemaking and should be rejected. PPL Electric St. 13-R.

C. ADDITIONS TO RATE BASE

1. Working Capital

PPL Electric’s working capital requirement has five principal componénts. They are: (1)
cashworking capital required for operation and maintenance expenses which is determined
through a lead-lag study, (2) investments in prepayments, (3) an adjustment for accrued taxes;
(4) adjustment for interest payments and (5) an adjustment for preferred dividend payments.’

PPL Electric St. 7, p. 3. I&E has proposed adjustments to the lead-lag study, prepayments and

* PPL Electric, I&E and OCA all agree that the final calculation of working capital should reflect the final
determinations regarding levels of expenses, preferred stock dividends and interest expense that will be recovered
through rates. PPL Electric, I&E and OCA disagree about the level of expenses, preferred stock dividends and that
PPL Electric should recover through rates, but although those disagreements affect the cash working capital
requirement, they are disagreements regarding the underlying elements that affect the working capital calculation
and are not working capital issues. These underlying elements are addressed below.
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made certain comments regarding PPL Electric’s working capital claim. These issues are

addressed next.

a. OCA’s Adjustments To PPL Electric’s Cash Working Capital
Requirement Should Be Rejected

PPL Electric’s working capital calculafion is explained in PPL Electric Statement 7 and
PPL Electric Ex. Future 1-Revised, Schedules C-4 and C-5. PPL Electric’s total working capital
requirement is $65,303,000. PPL Electric Ex. Future 1-Revised, Sch. C-1.

b. I&E’s Proposed Adjustment To Cash Working Capital For
Lag Days For Affiliate Support Expense Should Be Rejected

PPL Electric cash working capital requirement is based on a lead/lag study. A lead/lad
study measures revenue lag and the expense lag. The revenue lag is the delay between when
service is provided to customers and when money is received in cash from customers for that
service. The expense lag is the delay between when a service is provided to the utility and when
the utility pays for that service. The difference between these two lags is the cash working
capital requirement. PPL Electric St. 7, p. 4. No party has objected to the revenue lag (although
I&E expresses concern but no adjustment”). As to expense lag I&E objects to the use of a 35 day
lag for services from affiliates.

Specifically, I&E proposes to increase the expense lag days for payments to affiliates for
support services to from 35‘days to 75 days. PPL Electric’s lead/lag study payment lag for
operating expenses is based on the time between when services on average are received and
when payments are actually made. The 35 days is the sum of 15 days, which is the midpoint of
the monthly service period and 20 days, which is when PPL Electric pays monthly bills a

standard accounting transaction for the preceding month. PPL Electric St. 7-R, p. 2.

* I&E St. 2, pp. 59-60.

9818533v1 24



The basis for I&E’s adjustment is that PPL Electric’s shared services agreement with
affiliates states that services are payable within 60 days after receipt of the invoice. I&E
contends that PPL Electric should wait the full 60 days before paying its affiliates. I&E St. 2, p.
56; I&E Ex. 2, Sch. 35. 1&E’s proposed adjustment should be rejected.

. PPL Electric treats its payments for affiliate support services exactly the same as it treats
payments to non-affiliated vendors. PPL Electric should not discriminate in favor of its
affiliates, nor should it discriminate against its affiliates.

A payment lag of thirty days of service is commercially reasonable and typical of terms
required by PPL Electric’s vendors. It would not be reasonable for PPL Electric to pay ité
affiliated service providers more slowly than it pays its non-affiliated vendors. In addition, the
terms of the service agreement state that payment is due within 60 days; it does not mandate a
60-day delay in payment. PPL Electric St. 7-R, pp. 2-3. PPL Electric’s use of a 35-day payment
lag in its cash working capital is consistent with its past practices in many prior rate cases.

It must be emphasized also that PPL Electric has consistently incorporated a 35-day
payment lag for affiliates in its prior rate cases. .In all such prior rate cases, the Cdmmission and
other parties have accepted PPL Electric’s actual 35 day payment lag for affiliated services in
calculating cash working capital requirements. PPL Electric St. 7-R, p. 3. It also should be
approved in this proceeding.

c. PPL Electric Has Addressed I&E’s Comments Concerning
PPL Electric’s Cash Working Capital Calculation

1&E raised four additional comments regarding PPL Electric’s cash working capital
calculation. I&E St. 2, pp. 59-60. PPL Electric addressed each of these comments, as explained

below. PPL Electric St. 7-R, pp. 4-7.

9818533v1 25



The first comment was an observation that the revenue lag specific to the 20-day due date
has increased significantly since PPL Electric’s 2010 base rate casé filing. I&E St. 2, pp. 58-59.
I&E is correct that the revenue lag for residential customers has increased from 43 days to 63
days since PPL Electric’s 2010 base rate case. The increase results from a higher accounts
receivable balance in proportion to revenue for 2011. The higher accounts receivable balance is
due to customers’ cconomic stress resulting from the sluggish economic recovery coupled with
higher prices for generation in the 2010-2011 period. PPL Electric St. 7-R, pp. 4-5. The revenue
lag for residential customers has grown because residential customers have a longer termination
and collection cycle, longer pay back periods and other payment delays resulting from medical
emergencies, Commission complaints, efc. Such delays arise more often during periods of
ecénomic stress. PPL Electric St. 7-R, pp. 4-5.

I&E’s second comment relates to accrued taxes. I&E St. 2, p. 60. Through the discovery
process, PPL Electric identified, and informed other parties about, certain incorrect accrued tax
factors used in Sch. C-4, p. 4 of PPL Electric Ex. Future 1. The correct factors have been
utilized to make calculations on Sch. C-4, p. 4 of PPL Electric’s final accounting exhibit, Ex.
Future 1-Revised. PPL Electric St. 7-R, p. 5.

I&E’s third comment related to postage expense. I&E St. 2, p. 60. I&E opined that
postage should not be reflected in both the pre-payment and operation and maintenance expense
components of the working capital requirement. [&E’s comments reflect a misunderstanding of
PPL Electric’s treatment of postage expense for ratemaking purposes. 1&E fails to recognize
that it is proper for postage expense to be reflected in both the operation and maintenance
component of working capital and prepayments because each component addresses postage

expense during two separate and distinct periods of time.

9818533v1 76



PPL Electric, like many corporations that make large mailings, uses a postage meter
system to pay postage. Periodically, PPL Electric pays the United States Postal Service
(“USPS”) for postage to be used by the postage meter. The postage available in the meter
decreases as PPL Electric uses it to add postage to envelopes. When the postage meter has been
substantially depleted, PPL Electric remits additional payment to the USPS, and the process
repeats.

For ratemaking purposes, the first time period related to postage expense is the
prepayment. This period begins when PPL Electric makes prepayments to the USPS and ends
when the postage meter adds postage to an envelope. Thus, the time when the postage has Been
purchased but not yet used appears on PPL Electric’s balance sheet as a preﬁayment and is
reflected in PPL Electric’s working capital requirement as such. Thereafter, when PPL Electric
adds postage to an envelope, the postage is recorded as an expense. In the second time period,
which commences when the postage is used on an envelope, the expense appears in the working
capital requirement as an operation and maintenance expense to reflect the period between when
PPL Electric’s postage meter adds postage to an envelope and the time that customers pay PPL
Electric. That is, the second period is the payment lag. Because the inclusion of postage
expense as a prepayment is completely separate from its treatment as an operation and
maintenance expense in the working capital calculation, there is no double recovery on postage.
PPL Electric St. 7-R, pp. 6-7.

1&E’s fourth comment is that it has not adjusted PPL Electric’s cash working capital
requirement based on its proposed adjustments to operation and maintenance expenses. I&E St.
2, p. 60. As explained previously, PPL Electric agrees that it is appropriate for working capital

calculations to reflect levels of operation and maintenance expenses allowed by the Commission
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for ratemaking purposes. It must be noted, however, that PPL Electric explains below reasons
why most of I&E’s proposed adjustments to operation and maintenance expenses should be

rejected.

d. I&E’s Proposed Elimination Of Assessments For The
Commission, OCA And OSBA From Prepayments Should Be
Rejected.

The second principal component of working capital is prepayments. This component of
working capital reflects the fact that PPL Electric must pay certain costs before they are properly
charged to expense for accounting and ratemaking purposes. The categories of prepayments
include the Commission assessment (which includes the assessments for the OCA and OSBA as
well as for the Commission itself), insurance, postage and other. The amounts of prepayments is
determined by use of a 13-month average. PPL Electric St. 7, p. 5; PPL Eleciric Ex. Future 1-
Revised, Sch. C-4, p. 3.

OCA proposes also to adjust PPL Electric’s prepayments by eliminating Commission
assessments. I&E St. 2, pp. 57-59. I&E, recommended that the assessment component of the
working capital requirement be eliminated because, in 1&E’s view, the assessment is for the
previous calendar year and is not a prepayment at all. I&E St 2, pp. 57.59. I&E’s
recommendation should be rejected.

Consistent with long standing Commission precedent, PPL Electric included Commission
assessment in the prepayment component of its working capital requirement. For many years,
public utilitics have included Commission assessments as prepayments in their working capital
calculation without controversy. See, e.g., Pa. P.U.C. v. National Fuel Gas Distribution Corp.,
Docket No. R-00942991, 1994 Pa. PUC LEXIS 134 (Dec. 6, 1994). Despite decades of practice

and despite the absence of any change in legislation or other circumstance, I&E proposes to
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disallow working capital on the theory that the assessment is for the prior calendar year and not
for the Commission’s fiscal year. I&E’s proposed adjustment should be rejected.

Although the Commission assessment is calculated using, among other things, a utility’s
jurisdictional revenue for the prior calendar year, the assessment is applicable for the
forthcoming Commission fiscal year, July 1, through June 30, as stated in the Commission’s
invoice that was dated June 21, 2012:

The Commission is submitting a request for pre-payment of PPL
Electric’s estimated Public Utility Commission assessment for the
fiscal year 2012-2013. The requested pre-payments amount is an
estimate based on the revenues shown on your Company’s GAO-
11 submission and the Commission’s fiscal year 2012-2013
budget request. When the assessment invoices are issued in

August for the fiscal year 2012-2013 your invoice will be adjusted
to reflect the payment made in response to this letter.

PPL Electric Ex. BLJ-1 (emphasis added).

That the assessment is for the fiscal year starting on the following July 1 is made clear
also in Section 510 of the Public Utility Code, 66 Pa.C.S. § 510 under which the Commission
imposes assessments on public utilities subject to its jurisdiction. Under the statute, the
chronology is clear, The Commission budget is proposed to the Governor and the General
Assembly by the preceding November 1; the General Assembly is expected to approve a
Commission budget for the forthcoming fiscal year by the preceding March 30. Acting on the
approved budget, the Commission allocates the assessment among public utilities based upon,
among other things, each public utility’s jurisdictional revenues for the preceding calendar year.
After the Commission makes the calculations, it prepares payment requests which the utilities
receive in June prior to the ﬁscalA year for which the assessment is made. PPL Electric pays its
assessment in full in accordance with the Commission’s invoice. The Commission does not

offer payment plans for public utilities.
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Contrary to I&E’s unsupported contentions, PPL Electric properly included the 13-month
average of its Commission assessment prepayments as a component of working capital.

D. DEDUCTIONS FROM RATE BASE

1. OCA’s Proposed Reduction to Rate Base for Deferred Income Taxes
Related to Incentive Compensation Should Be Rejected

In conjunction with its proposed adjustment to incentive compensation, OCA proposed to
adjust rate base for deferred income taxes in the amount of $1,744,000. OCA Ex. KC-1 Revised,
Sch. 4, p.4, line 20.

In rebuttal, PPL Electric explained that there are no deferred income taxes related to
incentive compensation because such compensation is paid by March 15 after the year for which
the compensation is granted. Therefore, PPL Electric is allowed to and does deduct incentive
compensation from taxable income for the year in which the compensation is awarded, i.e., the
compensation is not deferred. PPL Electric St. B-R, p. 21.

In surrebuttal, OCA accepted PPL Electric’s explanation that there are no deferred
incomes taxes related to incentive compensation and agreed to withdraw that proposed
adjustment to rate basé. OCA St. 1-SR, pp. 7-8.

Despite the fact that OCA agreed to withdraw the portion of its incentive compensation
adjustment related to deferred income taxes, the adjustment is still in its revenue requirement
calculations. OCA Ex. 1-SR, Sch. 4, page 4, line 20. PPL Flectric believes that the inclusion of
this adjustment is OCA’s exhibit was an oversight.

2. OCA’s Proposed Reduction To Rate Base For Accumulated Deferred

Income Taxes From Deferred Storm Cost Deductions Should Be
Rejected

OCA originally proposed that PPL Electric’s rate base be reduced by approximately

$10,744,000 by increasing accumulated deferred income taxes pertaining to reflect deferred
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storm costs. OCA St. 1-Revised, p 14; OCA Ex. KC—]—ReVised, Sch. 2, p. 8. In rebuttal, PPL
Electric explained that reflecting deferred income taxes on deferred storm balances would be
contrary to long standing Commission practice and Pennsylvania law. The Commission does not
permit jurisdictional utilities to earn a return on deferred operating costs. See, e.g., Pa. PU.C. v.
PPL Gas Utilities Corp., Docket No. R-00061398, pp. 10-13 9 (Feb. 9, 2007). Because PPL
Electric is not permitted to earn a return on the deferred balance, it would not be appropriate to
reduce rate base by any related deferred income taxes. Further, Pennsylvania is a “flow through”
state with regard to the calculation of federal and state income taxes. That is, deferred taxes are
reflected in a jurisdictional utility’s rate base only when doing so is mandated by state or federal
requirements such as ACRS/MACRS depreciation. Barasch v. Pa. P.U.C., 507 Pa. 496, 491
A.2d 94 (1985). Consistent with these Pennsylvania ratemaking principles, PPL Electric
reflected tax deductions for storm restoration expensés related to Hurricanes Irene and Lee and
the Halloween Snow Storm for ratemaking purposes, as well as for tax purposes, in the year in
which they were incurred — 2011. There are no deferred taxes. In surrebuital, OCA accepted
PPL Electric’s explanation and withdrew its proposed adjustment. OCA S‘t. 1-SR, p. 5.

E. CONCLUSION AS TO RATE BASE

For all the foregoing reasons, PPL Electric’s proposed jurisdictional rate base of
$2,420,963,000, as shown on PPL Electric Exhibit Future 1-Revised, Sch. C-1, should be
approved.

IV. REVENUES

A. I&E’S ADJUSTMENT TO MISCELLANEOUS REVENUES FOR
RECONNECTION FEES SHOULD BE ACCEPTED

PPL Electric proposes to increase the fee it charges customers for the reconnection of

service under Rule 10 of its Tariff from $15 to $30 during normal business hours and from $21
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to $50 during non-business hours. PPL Electric’s current reconnection fees have been in place
for over 30 years, and its proposed increase is at the low-end of the estimated costs to reconnect
customers during and after normal business hours. PPL Electric St. 5, p. 21. Further, PPL
Electric’s proposed reconnection fees are at or below all but one Pennsylvania EDC. OCA St. 3,
pp. 47-48. For these reasons, PPL Electric’s proposal to increase its reconnection fees is just and
rcasonable and, therefore, should be approved.

OCA accepted PPL Electric’s proposal, but recémmended that the Company be directed
to monitor the costs of reconnection and provide a detailed cost analysis, with and without smart
metering, in its next general rate case. OCA St. 3, p 48. In response, PPL Electric explained that
it has included in its Commission-approved Smart Meter Technology Procurement and
Installation Plan, Docket No, M-2009-2123945, a pilot program intended to assess the feasibility
and cost-effectiveness for using smart meter technology for remote disconnection and
reconnection, which would eliminate the need to manually reconnect customers. Therefore, this
effort, which already is being conducted in the context of a Commission proceeding, makes it
unnecessary to require PPL Electric to provide the same information in its next base rate
proceeding. PPL Electric St. 5-R, p. 19. For this reason, OCA’s recommendation should be
denied.

I&E also accepted PPL Electric’s proposal to increase its reconnection fee, but
recommends that the Company’s miscellaneous revenues be increased by $355,000 to reﬂe.ct the
additional revenue that would result from the higher fees. I&E St. 3, pp. 19-20. PPL Electric
agreed that the higher reconnection fees will bring in additional revenue. However, the
Company explained that I&E overestimated the amount of additional revénue because only about

50% of these billings actually result in revenue. Notwithstanding, PPL Electric accepted 1&E’s
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recommended revenue adjustment of $355,000 with the knowledge that the actual payment
experience will be reflected in the next base rate filing. PPL Electric St. 5-R, pp. 19-20; PPL
Electric St. 8-R, p. 41, PPL Electric Ex. 1, Future 1-Revised. With this adjustment, PPL
Electric’s unopposed proposal to increase its reconnection fee should be approved.

V. EXPENSES

A, ADJUSTMENTS TO PPL ELECTRIC’S INCENTIVE COMPENSATION
SHOULD BE REJECTED

PPL Electric provides three types of compensation to its employees: base pay, benefits
and eligibility for incentive compensation. PPL Electric makes incentive compensation
payments to its own employees and reimburses PPL Services for its share of PPL Services’
incentive compensation which enables PPL Services to make incentive payments to its eligible
employees. PPL Electric St. 3-R, pp. 15-26. Significantly, no party has challenged total
compensation, base pay or benefits or the incentive compensation program as to structure or as to
amount. The only challenges are based solely on the argument that incentive compensation
benefits both shareholders and ratepayers and therefore should be shared.

Both I&E and OCA have proposed é.djustments to PPL Electric’s incentive
compensation. I&E proposes to disallow one-half of PPL Electric’s incentive compensation
payments to its employees. I&E St. 2, pp. 16-17. OCA originally proposed to disallow two-
thirds of incentive compensation for PPL Electric’s employees and for employees of PPL
Services. In addition, OCA proposéd related adjustments to benefits, payroll taxes and rate base.
OCA St. 2, 18-21. After reviewing PPL Electric’s rebuttal testimony on the subject, PPL
Electric St. 3-R, pp. 15-26, OCA revised its proposed adjustment to propose disallowance of
half, instead of twb-thirds, of the incentive compensation expense and eliminated the proposed

adjustment to benefits, payroll taxes and rate base. OCA St. 1-SR, pp. 7-8. OCA St. 2-SR, pp. '
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6-8. After reviewing PPL Electric’s rebuttal testimony, I&E reaffirmed its original proposed
disallowance. I&E St. 2-SR, p. 10. I&E’s and OCA’s proposed adjustments should be rejected
because PPL Elec.tric’s incentive compensation expense 18 reasonable, is part of PPL Electric’s
market-driven, competitive compensation package for employees and is a necessary and proper
cost of providing service to customers. |

Incentive compensation payments are a normal practice for both employers generally and
public utilities specifically. Approximately 80 percent of large employers make incentive
compensation part of their total compensation package. More than 81 percent of large public
utilities have incentive compensation programs for their employees. PPL Electric St. 3-R, p. 17.
No party disputed these facts.

PPL Electric’s incentive compensation payments are part of PPL Electric’s total
compensation package for its employees. PPL Electric’s total compensation package is market-
driven, reasonable and appropriate. No party disputed these assertions of PPL Flectric.

In order to make certain that PPL. Corporation’s total compensation package remains
reasonable and appropriate, PPL. Corporation compares its total compensation packages with
those of other employers for comparable positions, using surveys provided by large, reputable
firms such as Towers Watson, Aon Hewitt and Mercer. That is, if PPL Electric were to eliminate
incentive compensation payments to employees, it would have to raise the fixed compensation to
remain competitive with other employers. There would be ho savings to ratepayers. PPL
Electric St. 3-R, pp. 16-17. Similarly, no party has challenged the reasonableness of PPL
Electric’s total compensation expense for its employees. Therefore, if PPL Electric converted
incentive compensation to guaranteed salary without changing the total expense, no party would

have proposed an adjustment.
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The incentive compensation benefits ratepayers as well as shareholders. By making a
portion of employees’ total compensation variable and dependent on their performance, PPL
Electric achieves benefits for ratepayers. Specifically, incentive compensation helps drive
organizétional performance. More specifically, incentive compensation proﬁdes direction for
employees by articulating operational and tactical objectives, setting priorities and establishing
measures to create clarity and priorities. Incentive compensation also permits an understanding
of the connection between individual performance and organi.zational success, thereby aligning
individual efforts and performance to organizational goals. Incentive compensation also fosters
engagement and feedback, making employees understand how their efforts impact organizational
resﬁlts in a tangible way. PPL Electric St. 3-R, p. 16.

It is clear and indeed uncontested that PPL Electric’s incentive compensation programs
for its own employees and for employees of PPL Services are based on achievement of both
operational and financial goals. These goals are set forth in Ex. DAC-2, which is a copy of PPL
Corporation’s strategic goals framework, which is the foundation for the goals of all of PPL
Corporation’s subsidiaries including PPL Electric and PPL Services. PPL Electric St. 3-R, p. 18.
As shown there, the PPL Electric incentive compensation plan has three principal goals. The
first is increased shareholder value which includes meeting expectations for earnings per share,
achieving targeted credit metrics and utilizing multi-year planning to achieve safe and reliable
operations. The second goal is to achieve operational excellence, which includes maintaining
and improving reliable and safe operations, meeting stakeholder expectations and assuring public
and employee safety by maintaining company compliance and optimizing risk management. The
third goal is optimizing work force readiness and engagement, which includes preparation for

leadership succession, development of plans to close anticipated talent gaps with a diversity
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focus and values driven performance excellence. PPL Electric also has reliability goals related
to the duration and frequency of customer outages as well as goals related to optimizing the
capabilities of its workforce. These goals further directly benefit customers through the
furnishing of high quality, reliable service. PPL Electric St. 3-R, pp. 23-24.

Of these goals and objectives, only two objectives are financially driven. These relate to
earnings per share and credit metrics. Even the financial objectives, however, provide value to
customers. Clearly, achieving targeted credit metrics is critical to both PPL Corporation and
PPL Electric’s credit ratings. PPL Electric St. 3-R, p. 18. Maintaining appropriate credit ratings
allows PPL Electric and PPL Corporation access to the debt capital market and allows PPL
Corporation access to the equity capital market at reasonable rates. Access to financial markets
over the next few years is especially critical as PPL Electric continues a major construction
program to replace aging infrastructure. In addition, good financial performance provides an
internal source of capital which reduces the need to go to the financial markets for additional
capital. It also defers the need to file rate increases and/or reduces the amount of any future
requested rate increase. PPL Electric St. 3-R, pp. 18-19. Clearly these corporate objectives also
benefit customers.

The Commission has reviewed and approved incentive compensation programs in
numerous prior rate cases. See, e.g., Pa. PU.C. v. Aqua Pennsylvania, Inc., 2008 Pa. PUC
LEXIS 50, Docket No. R-00072711 (July 31, 2008); Pa. P.U.C. v. Duguesne Light Co., 63 Pa.
PUC 337, 1987 Pa. PUC LEXIS 342 (March 10, 1987). In fact, the Commission approved the
PPL Corporation incentive compensation payment program for ratemaking purposes in Pa.
P.UC. v. PPL Gas Utilities Corporation, R-00061398, p. 40 (Feb. 9, 2007). More recently, the

Commission even required Philadelphia Gas Works to propose an incentive compensation plan
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as a condition to the Commission’s approval of an extraordinary rate increase in order to address
management inefficiencies. Pa. P.U.C. v. Philadelphia Gas Works, Docket No. R-2008-
2073938, 2008 Pa. PUC LEXIS 32 (December 19, 2008).

Although the PPL Electric and PPL Corporation incentive compensation plans include
both operational and financial objectives, it is clear that they are not skewed toward achieving
financial objectives at the expense of operational objectives. On July 12, 2012, I.D. Power &
Associates ranked PPL Electric first in residential customer satisfaction among electric utilities
in the castern United States. This award is the Company’s eighteenth overall J.D. Power award
since JD Power began studying electric utilities.

As explained previously, both I&E and OCA propose that incentive compensation
expense be shared between shareholders and ratepayers on the theory that both benefit from the
incentive compensatioﬁ program. Both would require a 50-50 sharing, between ratepayers and
shareholders, of incentive -compensation payments to PPL Electric employees, and OCA
proposes to have shareholders bear one half of the cost of incentive compensation payments by
PPL Electric for both its own employees and to employees of PPL Services.

The concept of sharing of expenses between ratepayers and shareholders, on the theory
that expenses were incurred for the mutual benefit of both, has préviously been considered and
rejected by the‘ Pennsylvania appellate courts. At one time, the Commission applied this
rationale to deny one-half of rate case expenses on the theory that such expenses were incurred
for the mutual benefit of shareholders and ratepayers. The Commonwealth Court of
Pennsylvania, however, rejected that approach. In Butier Township Water Co. v. Pa. P.U.C., 81
Pa. Cmwlth. 40, 43-44, 473 A.2d 219, 221 (1984) (“Butler Township™), the Commonwealth

Court concluded:
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provide service to customers.

Butler [Township Water Company] claimed an estimated current
rate case expense of $37,989. The PUC allowed Butler one-half of the
amount claimed, $19,996, because it believed that the utility’s
shareholders should bear the burden of the other half.

The PUC advances two theories for this action: the first is that of
shared benefits, that is, the rate increase benefits both the shareholder and
the ratepayer, and both should bear a portion of the cost incurred in
securing the rate increase. The PUC cites as authority its own decision in
Pa. P.U.C. v. Pennsylvania Power Co., R-811510 (Jan. 22, 1982), where it
wrote:

Our conclusion, that a 50-50 sharing between the
stockholders and ratepayers, of the prudently incurred
current rate case expense is an appropriate balance of the
respective interests.

The general rule is that a public utility is entitled to recover in rates
those expenses reasonably necessary to provide service to its customers
and to earn a fair rate of return on the investment and plant used and
useful in providing service. Western Pennsylvania Water Co. w.
Pennsylvania Public Utility Commission, 54 Pa. Cmwlth, Ct. 187, 422
A.2d 906 (1980). Operating expenses include prudently incurred rate case
expenses. Driscoll v. Edison Light and Power Company, 307 U.S. 104
(1939);, West Ohio Gas Company v. Public Utility Commission of Ohio,
294 U.S. 63 (1935). Obviously, the refusal to allow the recovery of a
proper expense diminishes to the same extent the utility’s return on
investment. There is no evidence in the record that the rate case expenses
claimed here were unreasonable, imprudently incurred or excessive in
amount.[s]

See also T.W. Phillips Gas and Oil Co. v. Pa. P.U.C., 81 Pa. Cmwlth. 205, 474 A.2d 355 (1984).
The rationale for Commonwealth Court’s decision in Butler Township, that public
utilities are entitled to recover all reasonable expenses, is applicable to incentive compensation.

A utility such as PPL Electric is entitled to recover in rates all expenses reasonably necessary to

compensation expenses were unreasonable, imprudent or excessive. Nor did they challenge the

from filing an excessive number of rate cases.

* The second theory was that disallowing recovery of one half of rate case expense would discourage public utilitics
This theory does not apply to incentive compensation in this
proceeding because no party has contended that PPL Elecctric pays excessive compensation, in total, for its

employees or employees of PPL Services.
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amount of incentive compensation or the structure of the program. As OCA stated: *I am not
saying that the one-half of incentive compensation expense should not be incurred, but that it
should be funded by shareholders.” OCA St. 1-SR, p. 7. The adjustment to the incentive
compensation expense proposed by I&E and OCA should be rejected.

Indeed, the rationale of sharing of expenses between shareholders and ratepayers that
benefit both is simply unreasonable. Almost all expenses by public utilities benefit both
shareholders and ratepayers. For example, a utility’s expenditures to add or replace plant to
improve service or to serve new customers both enable it to serve customers and increase the
investment on which shareholders are allowed to earn a return. When PPL Elcctric incurs
expenses to restore service after a storm, customers benefit through the restored service, while
PPL Electric can resume producing revenue through the delivery of electricity to those
customers. If every expense that benefits both ratepayers and shareholders were apportioned
between them, utilities would soon experience financial stress. Thus, the relevant question is not
whether a certain expense bencfits shareholders as well as ratepayers. Rather, as the
Commonwealth Court determined in Butler Township, the relevant question is whether the
expense is reasonable and appropriate for the furnishing of service to customers. If so, the
expense should be recovered in full.

I&E, in surrebuttal, mischaracterized PPL Electric’s position regarding sharing of
incentive compensation costs between ratepayers and sharcholders. It stated that PPL Electric
could not support its position that all incentive compensation benefitted exclusively ratepayers.
I&E St. 2-SR, pp. 10-12. Such a statement, however, is nowhere to be found in any of PPL
Electric’s testimony or exhibits. Instead, as explained above, it is PPL Electric’s position that

many expenses, including employee incentive compensation expenses, benefit both shareholders
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and ratepayers, and PPL. Electric is entitled to recover all expenses reasonably incurred in order
to provide service, even if such expenditures benefit sharcholders as well. I&E has simply
rebutted an argument that PPL Electric never made and does not support. I&E’s surrebuttal, that
PPL Electric did not support a contention that all incentive compensation benefits ratepayers

exclusively, should be disregarded.®

B. PPL. ELECTRIC SHOULD BE PERMITTED TO RECOVER ALL
EXPENSES FOR SUPPORT PROVIDED BY PPL SERVICES.

PPL Electric is a member of a larger corporate system which includes PPL Corporation
and its various direct and indirect subsidiaries. In order to reduce duplication of functions within
the PPL Corporate System, various administrative and general services are provided to PPL
Electric and its affiliates from a central source, PPL Services. PPL Electric St. 3-R, p. 2. These
services are provided pursuant to a services agreement, dated April 27, 1995. A copy of the
services agreement is provided as Ex. 1, Attachment 1I-D-8a.

Services provided by PPL Services are either direct or indirect in nature. Direct services
are performed specifically for the affiliate charged. Indirect services, in contrast, benefit more
than one affiliate. As a result, indirect costs are allocated among the various affiliates. The
indirect cost allocation methodology and procedures are explained in Ex. 1, Attachment II-D-8b
to the filing.

I&E has recommended adjustments to expenses for PPL Services for environmental
management, external affairs, facilities management, Office of General Counsel, and Office of

the Chairman. I&E St. 2, pp. 19-30. Below, PPL Electric explains that each of these

8 J&E, in surrebuttal testimony, also complains that PPL Electric did not provide sufficient detail regarding specific
goals by employee and the weighting of goals in determining individual incentive compensation. 1&E St. 2-SR, p.
11. Their argument is simply a subargument to I&E’s proposed sharing of incentive compensation expense and its
desire to establish a more specific sharing mechanism. As noted above, sharing of incentive compensation expense
is not appropriate and the detailed analysis desired by I&E is not necessary.
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adjustments recommended by I&E should be rejected. These adjustments are based almost
exclusively on historic averages. History may be useful as a guide or a check on expenditures,
but it should not be the basis for setting prospective rates. In each instance, PPL has shown that
the historic average does not reasonably reflect future conditions and does not produce an
appropriéte expense allowance. I&E’s use of historic averages is a further example of I&E’s
mistaken belief that rates should be set based on actual expenses. I&E St. 2-8SR, p. 3. I&E’s
belief has not been correct since the legislature authorized public utilities to submit rate cases
using future test years in 1978. 66 Pa.C.S. § 315(e), Act of July 1, 1978, P.L. 598, No. 116, § 1.

1. Environmental Management

I&E recommends that environmental management expenses from PPL Services be
levelized using a four-year average of actual annual jurisdictional direct support fees for the
years 2009 through 2011 and the 2012 budget for such fees. I&E St. 2, pp. 20-21. The result of
I&E’s methodology is a ratemaking allowance of $364,000, which is a reduction of $103,000
from PPL Electric’s 2012 budget.

In proposing its adjustment, I&E makes three observations. First, environmental
management fees vary from year to year. Second, the future test year budget includes costs for
the implementation of the environmental management systém which will not occur every year.
Third, PPL Electric does not expect its future test year expenditure levels to be sustained in
subsequent years. PPL Electric St. 3-R, p. 3. As explained below, each of these observations is
cither incorrect or irrelevant or both,

Although environmental management charges to PPL Eleétric from PPL Services have
varied from year to year, historic levels of charges should not be used to set rates for the future
because new regulations have been adopted that require PPL Electric to undertake greater levels

of environmental management activities. More specifically, federal and state environmental
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rules mandate routine inspection of storm water and erosion, and sedimentation control measures
continue to be inspected afier the project has been completed. PPL Electric St. 3-R, pp. 4-5. In
addition to new environmental rules, another indicator that PPL Electric will incur greater costs
for environmental management than in the past is the level of construction activity. Construction
activity has increased from $298 million in 2009 to $671 million in 2012 and is expected to
increase to $870 million in 2013. PPL Electric St. 10-R, .p. 2. This increased level of
construction activity carries with it an increased need for environmental management services.
For these reasons, the fact that the level of environmental management costs has varied in the
past does not support use of a historic average because, in this instance, the past cleatly is not
representative of the future.

Moreover, the fact that not all specific expenditures reflected in the budget for 2012 will
continue every year in the future does not indicate that environmental management expenses will
decrease. For example, PPL. Electric’s 2012 budget for environmental management costs
includes costs to support the development of Enviance software, which will be used to manage
environmental permits and obligations, which costs will not extend beyond the future test year.
Nevertheless, no reduction in environmental management expenses is expected thereafter. The
budgeted costs for 2012 include the costs of one and one-half additional full-time employees to
work on the Enviance software system for PPL. Electric and licenses for existing PPL Electric
employees who will use the Enviance software. In 2013 and beyond, these additional employees
will be on the job for the entire year and thereafter. PPL. Electric will require additional licenses
for employees using the Enviance software and additional environmental management support as
more PPL Electric employees need to utilize the software and laﬁof costs to support construction

projects, as well as increased labor costs. The fact that not all of the exact same activities in the
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2012 environmental managenient budget will continue into the future does not mean that such
expenses will not increase.

1&E’s third observation, that PPL Electric does not expect its environmental management
expenses to increase in the future is not correct. Jurisdictional environmental management
expenses for the years 2013 through 2017 are all projected to be higher than the future test year
level of environmental expenditures of $467,000 (PPL Electric Exhibit DAC-1, Sch. 2) and are
expected to rise each year through 2016. The projected levels of jurisdictional environmental
management expenses, taken from PPL Electric’s 2012 Business Plan are $485,000 for 2013,
$494,000 for 2014, $508,000 for 2015, $549,000 for 2016 and $549,000 for 2017. PPL Electric
Ex. DAC-1, Sch. 2, p. 2; PPL Electric St. 3-R, p. 5; PPL Electric Ex. DAC-1, Sch. 3, page 2.
Therefore, I&E is simply incorrect that PPL Electric does not expect its jurisdictional
environmental management expenses to be sustained in future years. To the contrary, PPL
Electric expects that environmental management expenses will rise subé.tantially. The claimed
future test year level of expense therefore is reasonable and should be approved.

2. External Affairs

PPL Electric’s budget for 2012 includes $2,602,000 for direct services from the External
Affairs department of PPL Services. PPL Electric St. 3-R, p. 6; PPL Electric Ex. DAC-1, Sch. 5,
p.2. I&E originally proposed to reduce these expenses from $2,602,000 to $1,432,000, a
proposed adjﬁstment of $1,170,000. I&E proposal would hold direct charges for external affairs
at the historic test year level. In 1&E’s opinion, PPL Electric did not adequately support the
substantial increase in direct external affairs expense from the historic to the future test year.
I&E St. 2, p. 22.

1&E’s proposed adjustment should be rejected. The increase to costs from the External

Affairs Department to PPL Electric was caused primarily by a change in the manner in which
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charges have been distributed to PPL Corporation’s affiliates, including PPL Electric. Beginning
in 2012, far more of PPL Electric’s external affairs costs are budgeted as direct support rather
than allocated indirect support. PPL Electric St. 3-R, p. 6.

The shift from allocated indirect costs to directly charged costs resulted from a review
of the day-to-day activities of Regional Community Relations Directors, who are part of the
External Affairs Department. The day-to-day activities of the Regional Community Relations
Directors focus on reliability, connections and disconnections, billing and payment, street
lighting and economic development. In the past, the expenses for these activities have been
allocated. All of these activities, however, are specifically for PPL Electric, and not any other
affiliates. Therefore, starting in 2012, these external affairs expenses are being budgeted
directly to PPL Electric. As a result, a much greater portion of costs related to the Regional
Community Relations Directors is directly assigned to PPL Electric. In addition, in recent years,
increased work related to line upgrading, tree trimming, and enhanced storm communication
protocols have significantly added to the ongoing responsibilities of the Regional Community
Relations Directors and Corporate Communications, another group within the External Affatrs
Department. These expenses also are no longer allocated among PPL Electric’s affiliates.
Instead, they are directly charged to PPL Electric. PPL Electric St. 3-R, p. 7.

In surrcbuttal, in response to PPL Electric’s rebuttal, I&E revised its position and reduced
its proposed adjustment to $620,000. Although I&E recognized that the total external affairs
expense had not changed materially, it argues that there was an increase in the percentage
charged to PPL Electric of the total external affairs expense of the PPL Corporate System from
the historic to the future test years. The increase was from about 25 percent to 36 percent. I&E

contended that this percentage increase was “too much.” I&E St. 2-SR, p. 17. 1&E’s revised
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recommendation was based on the “sluggish economy” and “encouraging cost containment.”
I&E St. 2-SR, p. 18.

I&E’s revised recommendation also should be rejected. As PPL Electric has explained,
the External Affairs department responds to the concerns of the community. It provides
information to local governments and the public regarding reliability of service, connections and
terminations, billing and payment, street lighting, economic development, siting and upgrade
work, tree trimming and enhanced storm communication protocols. PPL Electric St. 3-R, p. 7.
Certainly, the Commission would want PPL Electric to be responsive to its customers and the
public in its service territory. The External Affairs Department handles that responsibility for
PPL Electric. There has been a shift from indirect, allocated charges to more precise direct
charges, which more accurately reflect the identity of the affiliate for which such activities are
undertaken and the affiliate which benefits from them. The I&E’s recommended adjustment to
the budget for External Affairs should be rejected.

3. Facilities Management

I&E originally proposed to disallow $5,148,000 of PPL Electric’s budgeted facilities
management expenses directly charged from PPL Services for 2012. 1&E’s adjustment is based
upon a three-year average of such expenses through 2011 and adding to that amount a
normalization of the Facilities Management 2012 budget for Jobs Planned/Tenants Requests in
the amount of $306,000. I&E St. 2, pp. 23-26. I&E’s proposed adjustments for facilities
management should be rejected for two principal reasons.

First, use of a three-year average, 2009 through 2011, is inappropriate due to a change in
accounting for company-use electricity. In years prior to 2011, the cost of electricity used in
PPL Electric buildings was recovered through rates for generation supplies and not through base

rates. This method of recovering company-use electricity changed in the 2010 rate case, in
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which the Commission specifically approved recovery of such costs through distribution rates
that went into effect on January 1, 2011. PPL Electric St. 3-R, p.10.

In proposing its adjustment, I&E relied on the following comparison to support its
adjustment:

2009 2010 2011

Facilities Management Expense $13,577,000 $14,581,000 $20,825,000

When expenseé for company-use electricity are removed to make the data comparable,
the comparison is as follows:

2009 2010 2011

Facilities Management Expense $13,577,000 $14,581,000 $14,567,000
PPL Electric St. 3-R, p. 10, PPL Electric Ex. DAC-1, Sch. 1, p. 2. No adjustment is appropriate,

Second, I&E’s proposed adjustment based on Jobs Planned/T'enant Requests is based on
a misunderstanding of the manner in which such expenses are handled within the PPL Corporate
System. No adjustment is necessary or appropriate. Although PPL Services initially charges
PPL Electric for all operating costs including improvements to PPL Electric’s buildings, these
costs are billed to the affiliates occupying portions of the building. Therefore, to the extent that
such improvements are made to benefit, or at the request of, affiliates who occupy portions of
those buildings, the affiliates reimburse PPL Electric through rental charges. Therefore, the level
of Jobs Planned/Tenant Requests in any particular year is irrelevant to PPL Electric’s total
revenue requirement because such costs are directly offset by rental pgyments from the affiliated
tenants. [&E’s proposed adjustment would eliminate a substantial portion of the expense for
Jobs Planned/Tenant Requests but not the offsetting revenue. The result would be that PPL

Electric’s revenue requirement would be understated. PPL Electric St. 3-R, pp. 8-12.
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In surrebuttal, I&E accepted the explanations provided by PPL Electric and withdrew its
proposed adjustment to facilities management expense. I&E St, 2-SR, p. 19.

4, Office Of General Counsel

I&E proposed to reduce directly charged support fees from PPL Services for the Office of
General Counsel. I&E’s proposed adjustment related to current rate case expense. It will be
addressed more fully below in the Section V.F., of this Initial Brief on rate case expenses. As
explained there, as a result of an oversight, PPL Electric included certain rate case expenses both
in its operation and maintenance budget and in charges from the Office of General Counsel of
PPL Services. An adjustment to eliminate the duplicate expense is appropriate. Although the
same rtesult could be reached by either eliminating the expense from the rate allowance for
operation and maintenance expense or the charges from the Office of General Counsel, it is more
appropriate to eliminéte the duplication from operation and maintenance expense because the
expense in question will be incurred by the Office of General Counsel and then charged directly
to PPL Electric. PPL Electric St. 8-R, pp 41-42.

5. Office Of Chairman

[&F recommends that indirect support fees from the Office of the Chairman be reduced
from $1,010,000 to $626,000, which reflects the actual indirect support expense from the Office
of the Chairman that was allocated to PPL Electric in 2011. I&E attempted to justify its
adjustment by noting that the increase was contrary to recent experience and by observing that
the PPL Corporate System had acquired several new subsidiaries which would permit spreading
costs over a large base, thereby reducing costs to PPL Electric. I&E St. 2, pp. 28-30.

1&E’s proposed adjustment should be rejected. 1&E correctly notes that PPL Corporation
recently made certain acquisitions and that a portion of the expenses of the Office of the

Chairman is allocated to these newly-acquired entities. All else equal, this would result in a
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decrease in amount of Office of the Chairman expenses allocated to PPL. Electric. However, in
this case, all else is not equal. Specifically, in 2011, PPL Services undertook an extensive review
of the allocation of PPL Services support group fees, including the Office of the Chairman. This
review resulted in an adjustment to the allocation of related expenses to bettef match the benefits
they provide to affiliates. This initiative resulted in a greater allocation of certain PPL Services
support group fees to PPL Electric. PPL Electric St. 3-R, p. 14.

In addition, as explained previously, indirect support fees are allocated using a three-
factor formula recommended by the Commission. As explained in Exhibit 1, Attachment II-B-
8b, page 1, the three-factor indirect cost allocation formula reflects invested capital, operation
and maintenanée expenses and the number of employees. PPL Electric’s portion of these factors
in the Corporate System increased in 2012, which resulted in a greater allocation (;f certain
indirect costs to PPL Electric. These factors, taken together, resulted in an increase in the
allocation of indirect support fees from the Office of the Chairman from 2011 to 2012.

For the reasons stated above, however, I&E’s proposed adjustment should be rejected.

C. PPL ELECTRIC’S STORM DAMAGE EXPENSE SHOULD BE
APPROVED

PPL Electric’s claim for storm damage expense is composed of three components. First,
PPL Electric has included its future test year budget for normal storm damage expenses
($12,625,000). Second, PPL Electric has included the premium for storm damage insurance
($8,750,000). Third, PPL Electric has proposed to amortize over five years the extraordinary
storm expenses, in excess of insurance recoveries, incurred during major storms in August 2011,
Hurricane Irene, and October 2011, the Halloween Snow Storm ($5.324 million per year for five

years). PPL Electric St. 2-RJ, pp. 3-6; PPL Electric Ex. GLB-9.
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PPL Electric’s budget for normal storm damage expenses covers all storm damage caused
by non-Commission reportable storms, which are not covered by insurance, and the portion of
the damage caused by Commission reportable storms’ that is subject to the insurance deductible.
The future test year budget for normal storm damage expense is $12,625,000. Of this total,
$3,175,000 is for non-reportable storms, and $9,450,000 is for reportable storms. PPL Electric
St. 2-RJ, pp. 4-6; PPL Electric Ex. GLB-9; PPL Electric Ex. Future I-Revised Sch. D-9.%

PPL Electric’s insurance premium for 2012 is $8,750,000. This insurance covers
reportable storm damage expense in excess of the deductible amount, which for 2012 is
$15,750,000.° The insurance policy has a maximum annual coverage of $18,250,000. PPL
Electric St. 9-RJ, p4; I&E Ex. 2-SR, attachment 1, p. 5. PPL Electric’s total expense budget for
storm damage for 2012 is $21,625,000 ($12,625,000 + $8,750,000). The normal storm budget
expense contains no provision for storm damage expense in excess of the limits of the insurance
coverage. These first two items, ie, the normal storm damage expense and the insurance
premium, comprise PPL Electric’s budget for 2012 storm damage expense.

The third component of PPL Electric’s future test year storm damage expense is an
adjustment to -the budget to recover extraordinary losses, in excess of insurance coverage from
Hurricane Irene in August, 2011 and the Halloween snowstorm in October, 2011. As explained
below, the normal storm damage budget contains no provision for recovery of costs in excess of

insurance coverage. A budget adjustment, therefore, is necessary and appropriate to address

7 A Commission reportable storms is a single event which causes an unscheduled service interruption of at least
2,500 customers for six or more hours. 52 Pa. Code § 67.1(b).

3 The amount for reportable storms is based on the operating expense portion (60%) of the $15,750,000 deductible
under the 2012 storm insurance policy. It is expected that the other 40 percent of the deductible will be capitalized.

? Although the deductible is $15,750,000, the 2012 operating expense budget contains only $9,450,000 for
reportable storms subject to the deductible. The reason for the difference is that historically approximately 60
percent of the costs of storm damage repair and service restoration is expensed, and 40 percent is capilalized. The
insurance policy does not distinguish between expensed and capitalized costs. It covers both subject to the
deductible storm damage costs that are expensed and capitalized. PPL Electric St. 9-RJ, pp. 5-6.
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recovery of these costs. The total amount of the losses in excess of the insurance coverage in
2011 was $26,622,000; the annual amortization (five years) is $5,324,000. PPL Electric Ex.
Future 1-Revised, Sch. D-9,

As explained below, all three components of PPL Electric’s storm damage expense are
consistent with well-established Commission precedent and should be approved.

I&E proposes that PPL Electric’s storm damage expense be completely disallowed as
filed. It proposes instead a completely new and different ratemaking treatment of storm damage
expense that is without precedent in Pennsylvania. Under the I&E proposal, the Commission

would use a five-year average of all storm damage expense, both ordinary and extraordinary, for

ratemaking purposes. As an alternative, I&E proposes that the five-year average expense be
treated through a special reserve account in which all revenues from customers for storm damage
expense and actual storm damage expenses would be recorded and that such amounts would be
trued up over time through some unexplained means. I&E St. 2, pp. 35-36. As explained below,
1&E’s proposal is entirely premised on a fundamental factual error, reflects.a misunderstanding
of the purpose of insurance, is completely unprecedented and therefore should be rejected.

1. Budget for Normal Storm Damage

As explained above, PPL Electric’s future test year budget for normal storm damage is
$12,625,000. This amount includes $3,175,000 for non-Commission reportable storms that are
not covered by insurance, and $9,450,000 for the portion of reportable storms that are subject to
the expense portion of the insurance deductible and therefore not recoverable under the storm
insurance policy. Although, I&E recommended an alternative ratemaking approach to storm
damage expense, it made no criticism of PPL Electric’s budget amount. It therefore should be

approved.
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2, Storm Damage Insurance Premium

PPL Electric included in its total storm damage expense claim for 2012 its annual storm
damage insurance premium of $8,750,000. PPL Electric Ex. GLB-9. For this premium, PPL
Electric received $18,250,000 of coverage, subject to an annual aggregate deductible of
$15,750,000. I&E Ex. 2-SR, Sch. 2, p. 6.

PPL Electric first purchased storm damage insurance for 2007. The insurance has been
underwriten by PPL Power Insurance, LTD. (“PPL Insurance), a Bermuda corporation. PPL
Electric St. 14-R, p. 3. The insurance covers storm damage caused by Commission-reportable
storms, (I&E Ex. 2-SR, Sch. 2, p. 10), which are storms which cause interruption of service to at
least 2,500 customers for a least 6 hours. 52 Pa. Code §67.1(b). The insurance coverage is
subject to a deductible amount that has varied from year to year and to a maximum limit of
liability that also has varied from year to year,

I&E opposed recovery by PPL Electric of its storm insurance premium. I&E St. 2, pp.
31-36. I&E contends that the purchase of storm insurance by PPL Electric has not been
economically prudent or beneficial to ratepayers. I&E St. 2, p. 32. In support of this conclusion,
I&E makes six arguments. First, I&E relied on a comparison between actual storm damage
losses in 2007 through 2011 and rate recovery for storm damage insurance for the same period.
As explained below, I&E’s analysis is flawed because it contains a double counting of the
insurance deductible. When corrected, I&E’s own analysis supports the prudence of PPL
Electric’s decision to purchase storm insurance. Second, 1&E relies on information taken from

PPL Electric’s 2007 rate case at Docket No, R-00072155, to conclude that PPL Electric’s storm

1% For PUC-reportable storms. PPL Electric is responsible for the first $15,750,000 of covered storm damage and
the next 318,250,000 is covered by the insurance policy. PPL Eleciric is also responsible for damage in excess of
- the insurance coverage.
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insurance is imprudent. I&E fails to note, however, that the ALJ and the Commission
specifically approved PPL Electric’s storm insurance in its 2007 rate case. I&E’s analysis is
plainly 20/20 hindsight that is not appropriate and is inconsistent with long-standing Commission
precedent, Third, I&E contends that premiums paid by PPL Electric have been too high because
PPL Insurance has been profitable. As explained below, I&E is factually wrong and reflects a
fundamental misunderstanding of insurance. Fourth, I&E claims that insurance was not prudent
because it has not saved money for ratepayers. The purpose of insurance is not to save money; it
is to manage risk. And, in any event, PPL Electric’s customers have séved money under its
storm insurance program. Fifth, I&E claims that the insurance has not benefited ratepayers
because they bear the time value of money between the payment of the storm damage insurance
premium and the payment of losses by PPL Insurance. As explained, this contention is simply
wrong. Sixth, I&E relies on a report of the Edison Electric Institute published in February, 2005,

entitled After the Disaster: Utility Restoration Cost Recovery. 1&E Ex. 2, Sch. 20. As

explained below, the Florida report is clearly irrelevant to this proceeding.
a. I&E’s Comparison Of The Ratemaking Provision For Storm
Damage And Actual Losses Double Counts The Insurance
Deductible And When Corrected, Does Not Support Its
Analysis
1&E’s comparison between the ratemaking provision for storm damage and actual storm
damage is incorrect. By including both the normal storm damage budget and the insurance

deductible, I&E has double counted expenses because the insurance deductible is included in its

analysis. At I&E St. 2, p. 38, it provided the following table:
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2007 2008 2009 2010 2011
Insurance Premium  $6,725,000  $7,260,000  $6,960,000 $10,850,000 $10,850,000
Insurance Deductible $6,682,000  $7,500,000  $7,500,000 $$7,500,000  §7,500,000

Normal Storm Allowance $7,500,000 $8,743,000 $8,161,000 $9,847,000 $11,057,000

Based on this table, I&E concluded that the ratemaking provision for storm damage expenses for
the five years ended December 31, 2011, was $124,635,000, which is greater than the cumulative
expenses for the same period of $118,925,000. I&E, St. 2, p. 38.

The I&E table is not correct because it should not include the insurance deductible. The
“insurance deductible” is already included in the “normal storm allowance.”

An insurance deductible merely identifies an amount of damages for which there is no
insurance and for which the insured must pay. For example, if a policy holder incurs $25 million
of storm damage expense in a year, policyholder pays the amount subject to the deductible and
insurance covers the excess up to the maximum limit of the policy. The amount paid by the
insured for storm damage repair and thé deductible are one and the same. The same analysis
applies to PPL Electric’s budget for storm damage insurance. The “normal storm allowance”
includes what PPL Electric must pay before storm damage insurance kicks in, ie., the
deductible. Therefore, I&E’s table counts the deductible twice. When this double counting is
climinated, budgets for storm damage and insurance premium for 2007 through 2011 total
$87,953,000, which is significantly less than actual storm damage expenses incurred of

$118,925,000. PPL Electric St. 2-R, pp. 2-3.!

"' I&E’s analysis also suffers from additional flaws. For example, I&E confuses PPL Electric’s budget with the
ratemaking provision for recovery of storm damage expenses, Under I&E’s analysis, the ratemaking allowance for
storm damage changes every year from 2007 through 2011. PPL Electric, however, had rate cases only in 2007 and
2010, so there could not have been any change in the ratemaking allowance for storm damage expense except for
2008 and 2011. 1&E’s analysis also ignores the facts that the 2007 rate case resulted in a “black box™ setilement that
contained no identified provision for recovery of normal storm damage expense, although it did specifically provide
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Despite this explanation, I&E has persisted in including the double counted storm
insurance deductible as a ratemaking provision for payment of such expenses (see, e.g., I&E St.
2-SR, p. 39). It provided two explanations for doing so, both of which pointed to perceived
inconsistencies between PPL Electric’s rebuttal testimony (PPL Electric St. 2-R, pp. 2-3) and its
responses to interrogatories. First, I&E contended that the storm insurance deductible of
$15,750,000 for 2012 “cannot possibly” be included in the normal storm damage budget of
$12,625,000. I&E St. 2-SR, p. 40. Second, I&E contended that there were differences between
“claims paid” and “insurance reimbursements total.” As explained next, neither contention has
merit.

Contrary to I&E’s contention, the normal insurance budget does include an amount equal
to the portion of the deductible expected to be expensed. Of the total storm damage budget for
2012 of $12,625,000, $3,175,000 is for non-Commission reportable storms, and $9,450,600 is
applicable to Commission reportable storms. The amount of $9,450,000 represents the portion
of the storm damages that is subject to the insurance deductible that will be expensed, instead of
capitalized. Historically, approximately 60 percent of storm costs have been charged to expense,
and approximately 40 percent of storm costs have been charged to capital. PPL Electric first
recognized this distinction in its budgeting process for 2012, PPL Electric St. 2-R, pp. 4-6; Tr.
186. 1&E’s contention that the deductible of $15,750,000 “cannot possibly be” in the budget of
$12,625,000 is incorrect. I&E’s use of a comparison between history storm damage expenses
and revenues for recovery of such expenses is flawed, and therefore, it cannot support any

conclusion that the storm losses incurred in 2011 were not extraordinary.

for amoriization of extraordinary 2005 storm damages and payment of the storm damage insurance premium. Pa.
P.UC. v. PPL Eleciric, Docket No. R-00072155, p. 21 (Dec. 6, 2007). Similarly, the 2010 rale case rale case
resulted in a “black box” partial settlement which did not identify any amount for recovery of normal storm damage
costs, although it did approved the proposed storm damage insurance premium. Pa. P.U.C. v. PPL Electric, Docket
No. R-2010-216194, p. 9 {Dec. 21, 2010).
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Nor is there any inconsistency between the “claims paid” amounts and the “insurance
reimbursement total.” At pages 30-31 of I&E St. 2-SR, I&E complains that PPL Electric’s
analysis is flawed because the “claims paid” information provided by PPL Electric does not
equal “insurance reimbursement totals” as of December 31, 2011. I&E is correct that the two
amounts are not equal, but otherwise, I&E is incorrect. The two amounts differ because the
former represents claims paid during a specific period, while the latter amount reflects the value
of claim made during a specific period. As PPL Electric has explained, it submits claims for
storm losses for an entire year after the year has ended. Therefore, as of December 31, 2011,
PPL Insurance had received all premiums for the year but had not paid anjl storm damage
expenses for the year. In order to synchronize for'this difference, PPL Insurance included in its
financial statements, as required, its best estimate of claims that will be paid for storms which
occurred during calendar year 2011 but will be paid during 2012. “Claims paid,” in contrast
includes only actual payments. Claims paid as of December 31,201.1, included no amount for
2011 losses that will be paid in 2012. In essence, when 1&E compares premiums paid with
claims paid for the five years ended December 31, 2011, it is comparing five years of premium
with four years of losses and excluding losses for 2011, the year in which the greatest losses
occurred. PPL Electric St. 14-RJ, pp. 8-9. I&E’s comparison between the ratemakaing
provisions for storm damage and actual storm damage losses should be rejected.

b. I&E’s Reliance On The 2007 PPL. Electric Rate Case Is

Improper 20/20 Hindsight And In Any Event, Does Not
Support Its Position

I&E also relies on an analysis of PPL Electric’s 2007 base rate case to support its
position.. Specifically, I&E’s contends in this case that the evidence from the 2007 rate case
demonstrates that the initial decision for 2007 to purchase storm insurance was neither

economically prudent nor beneficial to ratepayers. It stated:
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PPL witness Douglas A. Krall stated “The Commission should
either approve PPL Electric’s primary claim of $13.249 million for
storm damage with related increase, or in the alternative, approve a
revised claim of $12.8 million to reflect actual average storm
damage costs (I&E Ex. No. 2, Sch. 22). Since insurance costs
inherently increase, this 2007 statement by Douglas Krall itself
demonstrates that the storm insurance proposal recommended in
the 2007 rate case, comparative to average storm damage costs,
was neither economically prudent nor to the benefit of the
ratepayers.

I&E St. 2, p. 34, In reaching this conclusion, however, I&E inexplicably ignores the fact the
ALJ and the Commission approved the Company’s storm insurance proposal in that case and that
OTS (the predecessor to 1&E) supported that proposal in a settlement that was filed on August
30, 2007. The settlement generally was a “black box” settlement, but it resolved certain
identified issues. Among these issues was the recovery of the “distribution-related portion of
the premium for storm damage insurance.” The ALJ issued a Recommended Decision on
October 19, 2007, in which she recommended approval of the settlement with two changes
which are not germane to the storm damage insurance issue. In the Commission’s Order in Pa.
P.U.C. v. PPL Electric, Docket No. R-00072155, p. 8 (Dec. 6, 2007), the Commission approved
the settlement including the insurance premium. It is difficult to understand I&E’s reliance on
PPL Electric’s 2007 rate case to support its position that storm damage insurance is imprudent,
where OTS never objected to PPL Electric’s storm damage insurance, where the OCA, the only
party that objected to the expense, joined in the scttlement, and where the settlement was
approved by the ALJ and by the Commission. I&E’s reliance on PPL Electric’s the 2007 rate
case provides no support for its position and, in fact, demonstrates its lack of merit. |

I&E’s argument also reflects an obvious and improper use of 20/20 hindsight analysis to
evaluate the prudence of a utility’s decision making. PPL Electric’s storm insurance policy was

approved by the Commission in its 2007 rate proceeding. I&E now concludes in 2012, that the
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decision to purchase insurance in 2007 was wrong. Such 20/20 hindsight analysis is not proper.
Pa. P.U.C. v. Philadelphia Electric Co., 522 Pa. 338, 561 A.2d 1224 (1989); Pittsburgh v. Pa.
P.U.C., 370 Pa. 305, 88 A.2d 59 (1952); National Fuel Gas Distribution Corp. v. Pa. P.U.C., 76
Pa. Cmwlth. 102, 464 A.2d 546 (1983).

c. PPL Insurance Has Not Been Profitable.

I&E next argues that PPL Electric should not continue to carry storm damage insurance
because its affiliate PPL Insurance has made a “profit.” I&E St. 2-SR, pp. 30-31. Later, in its
Supplemental Surrebuttal Statement, I&E argues, in essence, that PPL Insurance is profitable but
it is hiding its profitability in the growing value of its loss and loss expense account. I&E St. 2-
SSR, p. 5. Both of I&E’s contentions are incorrect, and both are based upon misunderstandings
of insurance accounting and the treatment of the substantial storm losses incurred in 2011.
Contrary to [&E’s contentions, over the five years that the storm damage insurance has been in
effect, PPL Insurance has lost money. During that period, PPL Electric’s PPL Insurance’s
capital and surplus decreased from $12,378,416 as of December 31, 2006, to $6,533,494 as of
December 31, 2011. I&E Ex. 2-SSR, Sch. 1, Att. 1, p. 4, Sch. 1, Att. 5, p. 4. In total for the
period, PPL Insurance experienced a net loss, including investment income, of $5,480,896. PPL
Electric Ex. TN-2. PPL Electric explained:

To date, for the entire history of PPL Insurance for all lines
of insurance, actual losses have been less than expected losses as
calculated by actuarial studies. That is, combined with investment
mcome has resulted in a posttive Statutory Capital Surplus balance.
There is a minimum statutory capital and surplus that PPL
Insurance is required to maintain under Bermuda law in order to
continue to write insurance. The losses incurrd in 2011 reduced
PPL Insurance’s statutory capital and surplus to a level that is less
than $3 million above the required minimum. If PPL Insurance
were to incur storm losses in 2012 similar to those incurred in

2011, it would not have sufficient remaining capital and surplus to
retain its license to write insurance under Bermuda law.
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PPL Electric, St. 14-RJ, pp. 12-13.

In apparent recognition of the fact that its contention, that PPL Electric is not profitable,
is not supported by PPL Insurance’s financial statements, I&E asserts that PPL Insurance’s profit
is concealed by an increase in the provision for losses and loss expenses. I&E St. 2-SSR, 5-6.
Again, [&E is incorrect.

PPL Electric explained why its provision for loss and loss expense increased during 2011.
Although it reflects all lines of insurance, the principal reason why it increased was the extreme
amount of storm damage suffered by PPL Electric in 2011. Much of those losses were covered
by insurance. PPL Electric St. 14-RJ, p. 11. 1&E’s observations regarding the increase in PPL
Electric’s provision for loss and loss expenses is misplaced. As PPL Electric explained: “A
conclusion that the large storm damage expenses losses in 2011 somehow made PPL Insurance
profitable is simply incorrect.” PPL Electric St. 14-RJ, p. 12.

In this regard, it is important to understand that the provision for loss and loss expense
cannot be manipulated to “hide” profit because it is subject to careful scrutiny by independent
actuaries and because it reflects losses, most of which are known in amount. A large portion of
the provision for loss and loss expense is related to workers’ compensation coverage written by
PPL Insurance. This provision is verified annually by an independent actuarial review. In
addition, the provision for loss and loss expense is reviewed for accuracy annually by PPL
Insurance’s external auditor during its statutory audit review. PPL Electric St. 14-RJ, p. 12.

Most of the losses are known to a reasonable degree of certainty. The loss and loss
expense provision as of December 31, 2011, as set forth in the 2011 annual statement includes
obligations to pay two claims where it is certain that the policy limit will be paid. It also

includes provision for payment of a claim involving a known jury verdict which is under appeal.
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It is true that the ﬁrovision for loss and loss expenses increased from December 31, 2010 to
December 31, 2011. The principal reasons for such increase, however, was the storm damage
losses incurred in 2011 that would be paid in 2012. The increase in the provision for loss and
loss expenses does not in any way indicate that PPL Insurance has been profitable. PPL Electric
St. 14-RJ, pp. 11-12."

d. Contrary To I&E’s Contention, The Purpose Of Insurance Is
Not To Save Money.

I&E contends that no purchase of insurance is prudent unless it saves money for the
insured. I&E St. 2, p. 32, 38. I&E’s fundamental contention is incorrect. If insurance were
prudent only if it saves money for the insured, no purchase of term life insurance would be
prudent unless the insured died while the insurance was in effect. Further, if premiums were also
set at a level below actual losses, all insurance companies would become insolvent, PPL Electric
St. 14-R, p. 6. |

PPL Electric’s storm damage insurance from PPL Insurance is not designed to save
money for PPL Electric. Instead, the premiums are calculated by the independent actuary to
equal losses, over time, with no allowance for profit. Thus, under the policy, PPL Insurance
assumes the risk that actual covered losses will be greater than the long term average of expected
covered losses. PPL Electric St. 14-R,p. 3.

Instead of saving money, PPL Electric’s purchase of storm damage insurance serves two
important functions. First, it spreads losses over an extended period of time which reduces the
impacts of the variability of losses from year-to-year on both PPL Electric’s ratepayers and PPL
Electric’s financial statements. Second, it provides PPL Electric with access to the reinsurance

niarket, which is the source of non-affiliated storm damage insurance available. PPL Electric St.

2 qiis important to note also that PPL Insurance has never paid a dividend. PPL Electric St. 14-RJ, p. 13.
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14-RJ, p. 5. Clearly, PPL Electric’s purchase of insurance was prudent because it has fulfilled its

objectives that are explained above.
e. Ratepayers Do Not Pay For The Time Value Of The Money

Between The Time When Storm Insurance Premiums Are
Paid And When PPL Insurance Pays Losses.

I&E contends that storm damage insurance is not in ratepayers’ interest because
rﬁtepayers bear the financing costs for the delay between the time that PPL Electric pays its
storm damage insurance premiums and the time that PPL Insurance reimburses it for the covered
portion of such losses. See, e.g., I&E St. 2-SR, p. 28. In making these coﬁtentions, 1&E does not
even address the testimony of PPL Electric witness Bethany L. Johnson, PPL Electric St. 7-R,
pp. 7-8, in which she explains that the financing costs for the period between the incurrence of
storm damage costs and insurance reimbursement are not part of the revenue requirement in this
proceeding. The delay in payment by PPL Insurance to PPL Electric has no impact on rates
being established in this proceeding. I&E’s contentions are without merit; they should be
rejected.

f. The Edison Electric Institute Article Does Not Support I&E’s
Contention,

I&E contends that an article iJublished by the Edison Electric Institute demonstrates that
the premium paid by PPL Electric for storm insurance is too high. Contrary to I&E’s contention,
the Edison Electric Institute article does not support I&E’s contention. Initially, I&E included
the cover page and one page of text from the article in its Exhibit 2, Sch. 20. From this one page
of text, I&E argued that, because Florida Power and Light Company (“FPL”) saw its storm
insurance premium, following Hurricane Andrew, rise to $23 million for an annual aggregate

coverage of $100 million and because FPL decided not to continue its storm damage insurance,
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PPL Electric’s proposal to pay premium equal to 48 percent of the coverage in 2012 is not
prudent. I&E St. 2, pp. 33-34.

PPL Electric explained, however, that the comparison of the premium to coverage ratios
was not meaningful. First, the levels of coverage are not comparable. 1f PPL Electric were to
obtain insurance covering $100 million in losses in any year, the premium to coverage ratio
would be much less that its current insurance because PPL Electric has never incurred that level
of losses. As the level of coverage increases the frequency that maximum coverage will be
reached decreases.. PPL Electric St. 14-R, p. .

Comparisons of premium to coverage ratios are not useful for the additional reason that
storm risks in Florida for FPL are different from storm risks in Pennsylvania for PPL Electric.
Although Florida may have a greater risk of storm damage from hurricanes (although PPL
Electric has incurred substantial storm damage from hurricanes), PPL Electric has a far greater
risk of damage from snow and ice storms. Most importantly, however, PPL Electric’s storm
damage insurance premiums are based upon PPL Electric’s actual historic level of covered losses
and are appropriate for its risk of storm damage. PPL Electric’s storm insurance premium is
calculated by an independent actuarial consultant to equal covered losses over time and does not
contain any provision for profit. PPL Electric St. 14-R, pp. 3-5.

In Surrebuttal, I&E provided a copy of the entire Edison Eleciric Institute report at I&E
Ex. 2-SR, Sch. 5. 1&E continued to argue that, based on the report, .PPL Electric’s storm damage
insurance was too expensive and therefore imprudent. I&E St. 2-SR, pp. 31-35. Despite I&E’s
protestations, the Edison Electric Institute publication is fundamentally irrelevant to PPL
Electric’s storm damage insurance expense in this proceeding. PPL Electric’s storm insurance

premiums are based on actuarial studies of PPL Electric’s actual storm loss history and have
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been calculated to equal, over time, covered storm losses. The premiums and losses over the five
years in which storm damage insurance coverage has been in effect, have been approximately
equal. Therefore, despite comparisons to FPL and other public utilities, the pricing of the
insurance premium has been reasonably accurate and appropriate. PPL Electric St. 14—RJ , p- 10.

3. Amortization Of Extraordinary Storm Damage In 2011

PPL Electric’s proposal to amortize extraordinary storm damage expenses incurred
during 2011 was set forth initially in PPL Electric’s Ex. Future 1. Sch. D-9. There, the amount
of extraordinary storm damage deferred from the 2011 storm costs is shown as $24,183,000.
This amount was later updated to $26,622,371 as of June 30, 2012 in PPL Electri;:’s Rebuttal St.
2-R, p. 4. PPL Electric proposes to amortize this amount over five years, producing an annual
amortization of $5,324,000. PPL Electric Ex. Future 1 (Revised), Sch. D-9. 1t is important to
emphasize that the amortization covers only storm damages in excess of the insurance coverage,
as shown on PPL Electric Ex. GLB-10. It is strictly a means of addressing storm losses excess of
the insurance coverage for whi;:h no provision is made either in the normal storm damage budget
or by way of insurance.

As indicated in PPL Electric Ex. Future 1, Sch. D-9, PPL Electric filed two petitions with
the Commuission for authority to defer, for accounting purposes, extraordinary storm damage
expenses during 2011. The first petition related to the damage from Hurricane Irene. It was
filed on November 1, 2011 and was approved by the Commission in an Order entered on
December 15, 2011, at Docket No. P-2011-2270396. As set forth in the Commission’s Order, in
late August, 2011, Hurricane Irene struck the castern portion of Pennsylvania including PPL
Electric’s service territory. The severe weather caused by the hurricane, including high winds
and heavy rainfall, inflicted substantial damage to PPL Electric’s transmission and distribution

facilities, particularly in its Lehigh and Northeast Operating Regions, resulting in outages to
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approximately 428,503 customers. As shown on I&E Ex. 2-SR, Sch. 3, Hurricane Irene caused
$21,542,000 in damages.

Subsequently, on November 18, 2011, PPL Electric filed a second petition for authornty
to defer, for accounting purposes, certain unanticipated expenses caused by the Halloween Snow
Storm in October, 2011. The petitibn was docketed at P-2011-2274298. The Commission
approved the petiﬁon in an Order entered on December 15, 2011, As explained in the Order, on
October 29, 2011, an unusual autumn snow storm struck PPL Electric’s service territory. Heavy
snow accumulated on leaves of trees, as well as branches, which resulted in falling trees and
branches which damaged transmission and distribution facilities. In addition, fallen trees
hampered efforts to repair the system and restore power. This storm interrupted service to
approximately 388,318 customers. As shown in 1&E Ex. 2-SR, Sch. 3, the damage from the
Halloween Snow Storm was $23,213,000. Both orders indicated that the ratemaking treatment
of the deferred, extraordinary storm damage expenses would be determined in PPL Electric’s
next base rate case. |

Details of the deferred amounts were provided in PPL Electric Ex. GLB-10. As shown
there, total costs of repair and restoration caused by Commission-reportable storms'® in 2011
were $85,916,000, the greatest annual amount in PPL Electric’s history. PPL Electric St. 14-R,
p. 5.

PPL Electric’s proposal to amortize extraordinary storm damage expenses for ratemaking
purposes is consistent with prior Commission practice and precedent that has been approved by

the Pennsylvania appellate courts. As a general matter, retroactive, line-item ratemaking is not

3 For PPL Electric, Commission-reportable storms are those affecting at least 2,500 customers who experience an
unscheduled service interruption caused by a single event for six or more conseculive hours. 32 Pa. Code § 67.1(b).
When non-recoverable costs, insurance deductible costs, costs recovered through insurance and the capital portion
of total costs are removed, the result is $26,622,000, which is the amount PPL Electric proposes in this proceeding
o amortize beginning January 1, 2013,
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permitted. National Fuel Gas Distribution Corp. v. Pa. P.U.C., 76 Pa. Cmwlth. 102, 464 A.2d
546 (1983). The Commission and the courts, however, have recognized an important exception
to this rule. The exception is for extraordinary expenses for which no provision for recovery is
made in normal ratemaking. In other words, if special provision were not made for recovery of
extraordinary expenses, there would be no recovery of such legitimate and proper expenses. The
general rule that ratemaking is prospective and the exception for extraordinary expenses not
reflected in rates has been explained by the Commonwealth Court on numerous occasions,
including Columbia Gas of Pennsylvania, Inc. v. Pa. P.U.C, 149 Pa. Cmwlth. 247, 253, 613
A2d 74, 76-77 (1992). After noting the general rule that ratemaking is prospective, the
Commonwealth Court stated:

However, “[a]n exception to this rule in the case of retroactive recovery of

unanticipated expenses has been recognized where the expenses are

extraordinary and non-recurring.” One example is expenses caused by an

act of God, such as damages from a serious storm. If the utility is not

permitted to recover the costs of repair from such an event in its next rate

case, on the grounds that rate recognition would be retroactive, then those

perfectly legitimate operating expenses will never be recovered. Id.
(footnotes and citations omitted).

See also Pike County Light and Power Co., v. Pa. P.U.C., 87 Pa. Cmwlth. 451, 487 A2d 118
(1985).
The Commission also has provided an explanation of this exception to the general rule
that ratemaking is prospective. As the Commission stated in Bell, 55 Pa. PUC, supra, at 109-10:
We have, as a general practice, permitted utilities to amortize
- extraordinary storm or flood damages over a period of years. In our order
at RID 57 (1973) 47 Pa. PUC 247, 279, 280, we did, in our review, allow

the respondent to amortize these storm damages associated with Tropical
Storm Agnes over a ten-year period. . . .

On the same basis, the Commission has permitted deferral for accounting purposes and

later recovery of extraordinary, non-recurring items. For example, in Pa. P.U.C. v. Pennsylvania
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Power & Light Co., 85 Pa. PUC 306, 334 (1995), the Commission allowed PPL. Electric to
recover in rates deferred “early window costs,” incurred between the time when Susquehanna
Unit Two was placed in service and the time when it was recognized in rates. The
Commonwealth Court affirmed the amortization in Popowsky v. Pa. P.U.C., 695 A.2d 448 (Pa.
Cmwlth. 1997) (“Popowsky”). Similarly, the Commission approved, and the Commonwealth
Court affirmed, recovery through rates of deferred transition costs under Financial Accounting
Standards Board Statement of Financial Accounting Standards No. 106. Under the Standard,
PPL Electric and all other publically held United States corporations are required to record for
-financial reporting and accounting purpdses post-retirement benefits other than pensions on an
accrual basis, instead of on a cash basis, Pa, P.U.C. v. Pennsylvania Power & Light Co., 85 Pa.
PUC, supra, 325, Popowsky, 695 Pa. Cmwlth., supra, 452-53. There, the Commonwealth Court
reiterated the principle that extraordinary losses may be amortized for ratemaking purposes over
a period of years:
“The PUC may take into account extraordinary losses or gains that
occurred in the past by amortizing them over a period of years. Pike
County Light and Power Co. v. Pennsylvania Public Utility Commission,
87 Pa. Cmwlth. 451, 487 A.2d 118 (1985). Once a particular expense is

recognized as falling within this exception, its recovery at a later time does
not violate the rule against retroactive ratemaking.”

The Commonwealth Court added that extraordinary expenses may be deferred and
recovered in a later base rate proceeding so long as the utility claimed them at the first
reasonable opportunity. Popowsky, 695 A.2d, supra at 453. See also Blue Mountain
Consolidated Water Co. v. Pa. P.U.C,, 57 Pa. Cmwlth. Ct. 363, 426 A.2d 724 (198'1); UGI Corp.
v. Pa. P.U.C., 49 Pa. Cmwlth. Ct. 69,410 A.2d 923 (1980).

Although the exception to the general rule that ratemaking is prospective applies to

several types of expenses, storm damage expenses are the prototype of the exception. See, e.g.,
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" Pa. P.U.C. v. The Bell Telephone Co., 55 Pa. PUC 97, 109-10 (1981) (hurricane); Pa. P.U.C. v.
Pennsylvania Gas & Water Co., 57 Pa. PUC 204, 229 (1983) (freezing), Pa. P.U.C .
Pennsylvania Gas & Water Co., 52 Pa. PUC 77, 102 (1978) (flooding from a hurricane).

PPL Electric’s storm damage expenses meet these criteria because they were clearly
extraordinary and because PPL Electric claimed recovery of these cxpenses at the first
opportunity. The storm damage expenses were incurred in August and October, 2011, during the
second half of the historic test year in this proceeding, and PPL Electric filed its base-rate case
on March 30, 2012. PPL Electric’s claim for recovery of deferred costs from Hurricane Irene
and the Halloween Snow Storm is clearly timely.

Despite the fact that PPL Electric’s proposed amortization of extraordinary storm damage
expense clearly qualifies for amortization for ratemaking purposes based on the Commission and
appellate court decisions explained above, I&E opposes PPL Electric’s amortization for
ratemaking purposes of extraordinary storm damage expenses incurred during 2011 for three
principal reasons. First, I&E contends that PPL Electric’s expenses were not extraordinary.
Second, I&E argues that the purchase of insurance has made amortization of extraordinary losses
unnecessary. As explained below, I&E’s arguments are without merit.

a, The 2011 Storm Damage Expense Was Extraordinary

I&E’s contends that during the five years ended December 31, 2011, the amount PPL
Electric recovered in rates for storm darﬁage expenses exceeded actual storm damage losses.
I&E St. 2, pp. 36-39. Based on this comparison, I&E concluded that the 2011 storms were
“within the bounds of yearly fluctuation” and therefore-not extraordinary. I&E St. 2, p. 39.
I&E’s conclusion is derived by adding, for the years 2007 through 2011, the annual insurance
premium paid by PPL Electric to PPL Power Insurance, Ltd. (“PPL Insurance”), the insurance

deductible for each year and the normal storm allowance, i.e., the storm damage budget. 1&E St.
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2, p. 38. I&E then compared its view of the ratemaking provisions for storm damage expenses
with actual storm damage expenses for the same period.

This is exactly the same argument made by 1&E in opposting continuation of storm
damage insurance. As fully explained above, 1&E’s analysis double counted the insurance
deductible which is already in the provision for “normal storm allowance.” See Section V.C.2.a,
supra. When corrected, the results are opposite of what I&E alleges. Specifically, for the period
2007 — 2011, rate recovery was $31 million less than actual sotrm damage expense.

b. Storm Insurance Did Not Make Amortization of
Extraordinary Storm Damage Costs Unnecessary

I&E’s second basis for bpposing the amortization of extraordinary storm damage is a
belief that storm damage insurance would make such amortizations. unnecessary. I&E St. 2, p.
39. Clearly, I&E’s contention cannot be correct because there is a spéciﬁc limit on the amount
of insurance provided by the storm damage insurance policy. For 2011, this limit was
$26,500,000. I&E Ex. 2-SR, Sch.2, p. 4, Therefore, it could not have been intended that the
budget for normal storm damage and the insurance would cover all possible future storm damage
amounts. Indeed, if such a policy were in place, the premium would be much higher, if such a
policy could be obtained at all.

In addition, and contrary to I&E’s position, storm damage insurance was never intended
to climinate completely the need for amortizations of extraordinary storm damage expenses. In
PPL Electric’s 2007 base rate case, when the Commission first approved recovery of storm
damage insurance premiums, PPL Electric’s witness, Douglas Krall, made this precise point:

In addition, customers will benefit because, with storm
damage insurance, there is a significant reduction in the frequency
of petitions of PPL Electric requesting amortization of
extraordinary storm damage expenses. With the insurance

coverage, PPL Electric would experience extraordinary storm
damage expenses that would be the subject of a petition for
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deferral and amortization only when total storm damage
expenses substantially exceed the sum of the storm damage
insurance annual aggregate deductible of $7.5 million and the
annual aggregate coverage limits of $30 million.

I&E Ex. 2, Sch. 22, p. 2 (emphasis added). Although the numbers have changed over time, the
principle remains the same. In 2011, the deductible was $7.5 million, and the limit of liability
was $26.5 million. I&E Ex. 2-SR, Sch. 2, Attachment 1, p. 4. Therefore, PPL Electric had no
insurance coverage for losses in excess of $34 million ($7.5 million + $26.5 million). Storm
costs for 2011, however, totaled $85,916,000. PPL Electric Ex. GLB-10. By any definition,
storm damage costs in 2011 were extraordinary and greatly exceeded both losses in prior years
and the sum of the insurance deductible and cox}erage limit for 2011. In other words, the
situation that arose in 2011 was exactly the type of cifcumstance that Mr. Krall explained would
be the subject of future amortizations. For 2011, storm insurance and the proposed amortization
of a portion of the extraordinary losses have operated together exactly as contemplated in PPL
Electric’s 2007 base rate case in which the Commission first approved payment of the premium.
Insurance would decrease the frequency of petitions for deferral and amortization of storm
damage expense but would not eliminate the need for such petitions,

PPL Electric has demonstrated that its storm damage expenses in 2011 were
extraordinary and qualify for deferral and amortization for ratemaking purposes. PPL Electric’s
proposed amortization for ratemaking purposes of the 2011 exiraordinary storm damage
expenses should be approved.

4, I&E’s Proposed Five-Year Amortization For Storm Damage Expense
Is Totally Unprecedented

For all of the reasons set forth above, I&E’s arguments regarding PPL Electric’s storm
damage expense claims are in error and should be rejected. However, even if these arguments

were accepted, and they should not be accepted, the adjustment proposed by I&E, future test year

9818533v1 68



expense allowance based on 5-year average of all storm damage costs, should be rejected as it is
completely inconsistent with almost 40 years of uniform Commission precedent.

As explained previously, Pennsylvania has a well-established ratemaking treatment of
extraordinary expenses, including storm damage expenses. See, e.g., Columbia Gas of
Pennsylvania, Inc. v. Pa. P.U.C., 149 Pa. Cmwlth. 247, 253, 613 A.2d 74, 76-77 (1992) and
other cases cited in Section V.C.3., above. Normal and extraordinary expenses are treated
differently for ratemaking purposes. Although use of a multi-year average may be apiaropriate
under some circumstances for normal expenses, there is no precedent in Pennsylvania for use of
a multi-year average for recovering extraordinary expenses.

In Pennsylvania, utilities include in rates a normal level of storm damage expense for
normal ongoing storm damage expense. Extraordinary, non-recurring, storm damage costs are
excluded from test year rates because they are not a recurring cost. Ultilities are then permitted to
recover the cost of extraordinary storms through an amortization allowance. I&E’s proposal
ignores all of this precedent and proposes a new and completely untested alternative method of
recovering storm damage costs, which on its face would prevent PPL Electric from recoveﬂné its
full storm damages expenses in rates.

Use of a multi-year average would not be reasonable for practical reasons. One criteria
for extraordinary expenses is that they cannot occur on a regular or predictable basis. Storms do
not keep a regular schedule. Where and when they strike are not predictable, nor is the severity
of storms predictable. A result of an improper use of a multi-year average is that it would
unfairly disadvantage a utility that had the misfortune of incurring several major storms over a
short period of time and benefit a utility that had the good fortune of not experiencing a major

storm. I&E’s approach would invariably result in major swings in the amount of storm damage
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reflecied in rates depending on the timing of storms and the timing of rate cases, with customers
either underpaying or overpaying actual storm damage costs. This would be extraordinarily poor
ratemaking policy.

Finally, as 1&E’s proposal reflects a complete renewal of almost 40 years of uniform
ratemaking practice, if it were adopted, it should apply prospectively only, and PPL Electric
should be allowed full recovery through a five-year amortizatioﬁ allowance of the cost of 2011
storms, which were incurred under traditional and long-standing Commission practice and
precedent.

5. I&E’s Proposed Reconcilable Storm Reserve Account Should Not Be
Approved At This Time

As explained previously, I&E proposed as an alternative that PPL Electric should be
permitted to establish a reconcilable storm reserve account. I&E St. 2, pp. 32-33. The problem
with I&E’s alternative proposal is that it was made without any details whatsoever. [&E still has
provided no details as to hQW the account would operate.

PPL Electric is not conceptually opposed to such a mechanism for recovery of storm
damage costs. Indeed, PPL Electric proposed a similar mechanism in its 2007 base rate case, but
did not pursue the issue in settlement in light of opposition by other parties. Based on the
variability of PPL Electric’s storm damage expense in recent years, however, it would make
sense to revisit the issue.

The fact that I&E made its proposal without any details made the concept not viable in
this proceeding. PPL Electric could have attempted to provide a complete proposal, but the
earliest it could have done so was in rebuttal, which would not have given other parties a full

opportunity to review it and express their views on the subject.
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Among the details that would have to be worked out are provisions for interest on under
and over collections, timing of reconciliation, reporting of storm damage expenses and revenues
for their recovery, methods for adjusting the annual level of the expense in rates, exact categories
of storm damage expense that would be subject to the reconcilable storm damage reserve account
and whether PPL Electric would continue to purchase storm damage insurance. For the
foregoing reasons, I&E’s proposed reconcilable storm damage reserve account should not be
implemented at this time. PPL Electric St. 8-R, p. 47-48. |

D. PPL ELECTRIC’S PAYROLL EXPENSE SHOULD BE APPROVED;
YACANT POSITIONS WILL BE FILLED.

PPL Electric based its future test year budget for payroll on an employee complement of
2,002, OCA St. 1, p. 16. The unrebutted record evidence demonstrates that this number of
employees is required to manage and maintain PPL Electric’s transmission and distribution
systems in order to meet the needs of customers. PPL Electric St. 2-R, pp. 8-9.

QOCA has proposed to reduce PPL Electric’s wages, payroll taxes and benefits by the total
amount of $3,740,000. OCA St. 1-Revised, p. 17. In computing the adjustment, OCA used the
average number of employees of PPL Electric over a sixteen-month period ended March 2012
and assumed that this number of employces would be representative of the actual number of
employees of PPL Electric at the end of the future test year and beyond. OCA Ex. KC-1-
Reviséd, Sch. 4, p. 3. The average number of employees used by OCA to make the adjustment
was 1,943 employees, which is 59 fewer than PPL Electric needs.

In proposing its adjustment, OCA fails to recognize current staffing level requirements
and appropriate levels of staffing needed to maintain and manage PPL Electric’s transmission
and distribution systems. Although PPI. Electric has experienced vacancies in the past as noted

by OCA, PPL Electric is striving to bring staffing levels to the budgeted level. As of June 30,
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2012, PPL Electric had 1,942 employees, just one short of the level used by OCA to compute its
proposed adjustment. In addition, PPL Electric is in the process of filling 106 additional
positions. PPL Electric St. 2-R, p. 8. |

PPL Electric’s current level of its employee complement and its activities to fill vacant
positions will place the Company in a position to attain the staffing levels set forth in its 2012
budget and carry that level of employees forward beyond the future test year to complete the
work necessary to continue to provide service to the public in 2013 and beyond. PPL Electric St.
2-R, pp. 8-9. PPL Electric’s claimed wage expense there should be approved.

E. I&E’S PROPOSED ADJUSTMENT TO UNCOLLECTIBLE ACCOUNTS
EXPENSE SHOULD BE REJECTED

PPL Electric’s total uncollectible accounts expense includes an amount for expected
write-offs plus any change in the reserve for doubtful accounts due to increased accounts
receivable, which are subject to write-off. PPL Electric St. 8-R, p. 32. PPL Electric’s total
future test year uncollectible accounts expense is $42,098,806 as shown on PPL Electric Ex.
JMK-4.

1&E opposes PPL Electric’s uncollectible accounts expense. I&E, instead, would use a
simple three-year average of total write-offs to total revenues for the years 2009 through 2011 to
derive its average residential uncollectible accounts expense percentage of 1.70%. I&E would
then apply this percentage to 2012 residential revenues to produce the future test year level of
uncollectible accounts expense as shown on I&E Ex. 2, Sch. 1.

1&E’s proposed adjustment to PPL Electric’s uncollectible accounts expense should be
rejected for four principal reasons. First, I&E’s calculation of uncollectible accounts expense is
incomplete. PPL Electric’s total uncollectible accounts expense includes an amount for expected

write-offs plus any changes in the reserve for doubtful accounts due to the increased accounts
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receivable which are subject to future write-off. PPL Electric St. 8-R, pp. 31-32. I&E has
chosen to ignore this component of the uncollectible accounts expense.

Second, I&E’s calculation of the average annual percentage write-off for the three years
ended December 31, 2011 includes periods which are not representative of the future. I&E’s
three-year period includes 2009, when PPL Electric’s generation supply rates were capped.
Since then, PPL Electric’s rates have increased significantly, when compared to periods when
the generatim; supply rate cap was in effect, and, not surprisingly, PPL Electric has experienced
an increase in the number and dollar amounts of ﬁncollectible accounts since the generation rate
cap was ended.. PPL Electric St. 8-R, p. 32.

Third, use of a three-year average by I&E masks the fact that PPL Electric has
experienced very substantial increases in uncollectible accounts expense for residential
customers during that period. For 2009, PPL Electric’s uncollectible accounts expense for
residential customers was $24.6 million, for 2010, it was $31.0 million, and for 2011, it was
$38.7 million. PPL Electric St. 8-R, pp. 32-33. Use of a simple three-year average during the
period of rising expenses will always produce an amount that is less than the amount expected in
the future test year and beyond.

Fourth, a review of recent data démonstrates that PPL Electric’s uncollectible accounts
expense through June 30, 2012 is on track to produce at least the level of uncollectible accounts
expense set forth in PPL Electric’s revenue requirement of $42.1 million, in total. For the perioci
January 1, 2012 through June 30, 2012, PPL Electric recorded total actual uncollectible accounts
expense of $15.8 million. PPL Electric Ex. IMK-6. Monthly dafa from the same exhibit
demonstrate that PPL Electric records approximately 35 percent of its total annual uncollectible

accounts expense for each calendar year during the first half of the year. Uncollectible accounts
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expense from the first half of each calendar year arc less than 50 percent of the total primarily
due to the winter moratorium on residential customer terminations through March 31 of each
year and the Chapter 56 notification requirements. As a result of these requirements, actual
write-offs of uncollectible accounts each year occur several months after the end of the winter
residential termination moratorium.

Based on current information, as summarized above, PPL Electric’s total actual
uncollectible accounts expense for 2012 is expected to be in excess of $45.0 million ($15.8
million + 35%). This amount exceeds the rate case uncollectible accounts expense of $42.1
million, which is shown on PPL Electric Ex. JIMK-4. PPL Electric St. 8-RJ, p. 3.

Dominion Retail, Inc. (“Dominion”) also has objected to PPL Electric’s calculation of
uncollectible accounts expense. Dominion St. 1 and Dominion Ex. TYB-1. Dominion’s position
is based upon a misinterpretation of information set forth at page 15 of PPL FElectric’s Annual
Report to the Commission for the twelve months ended December 31, 2011. Based on this
misinterpretation of the data provided, Dominion believes that PPL Electric’s actual write-offs of
uncollectible aécounts for 2011 totaled $33 million, and not the $39.7 million indicated by PPL
Electric in PPL Electric St. 8-RJ, p. 4.

Dominion’s reliance upon information in the annual report to the Commission is
misplaced because. the data shown there are simply a sﬁmmary in the changes of PPL Electric’s
reserve for doubtful accounts between 2010 and 2011. It is not PPL Electric’s uncollectible
accounts expense for the year. PPL Electric St. 8-RD (Part 1), p. 4. Dominion’s proposed

adjustment to PPL, Electric’s uncollectible accounts expense should be rejected.
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F. PPL ELECTRIC’S REVISED RATE CASE EXPENSE SHOULD BE
APPROVED.

PPL Electric’s initial rate case expense calculation is shown on PPL FElectric Ex. Future
1, Sch. D-6. There, the total estimated expense of $2,025,000 is normalized over a two year
period, thereby producing an annual normalized rate case expense of $1,013,000. In addition, in
its operation and maintenance expenses, PPL Electric included an amortization of its rate case
expense from the 2010 base rate case at Docket No. R-2010-2161694 in the amount of $674,000.
PPL Electric St. 8-R, p. 42.

In its Rebuttal Testimony, PPL Electric acknowledged two errors in the presentation of
its rate case expense in this proceeding. First, PPL Electric acknowledged that, consistent with
recent Commission policy regarding rate case expense, the inclusion in the revenue requirement
of the amortization of rate case expense from the 2010 rate case is not appropriate because the
Commission has been “normalizing,” and not amortizing, rate case expenses for ratemaking
purposes. Therefore, PPL Electric agreed to reduce its rate case expense by the annual
amortization of the 2010 rate case expense, or by $674,000.

Second, it was determined that PPL Electric inadvertently included $1,200,000 of rate
case expense twice — once in PPL Electric Ex. Future 1, Sch. D-6 and again as a charge {rom
PPL Services. The amount was included in the budget for the Office of General Counsel for this
proceeding. PPL Electric St. 8-R, p. 42. PPL Electric has removed the duplicative rate case
expense from operation and maintenance expense,'® The reduction for rate case expense in

operation and maintenance is reflected in PPL Electric Ex. Future 1-Revised, Sch. D-6.

1 Despite PPL Electric’s concession, I&E contends that the duplication in rate case expense should be eliminated by
adjusting the budget of the Office of General Counsel and not to PPL Electric’s operation and maintenance budget.
I&E St. 2-SR, pp. 20-21. 1&E’s position is curious since the two approaches produce the same result. PPL Electric
St. 8-RJ (Part 1), p. 5. PPL Electric’s adjustment to its operation and maintenance expense is proper and consistent
with long-standing rate making practice and precedent. PPL Electric St. 8-RJ (Part 1), page 5. PPL Electric’s
approach to eliminating the double count of rate case expense by reducing operation and maintenance expense, and
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The remaining issue is over what period PPL Electric’s rate case expense should be
normalized. OCA argues that rate case expense should be normalized over 36 months. OCA St.
1-Revised, pp. 21-22. 1&E proposes that rate case expense be normalized over 32 months. I&E
St. 2, p. 15. In making their recommendations, both OCA and I&E rely on both the history of
rate case filings commencing in 2004 and the possible future availability of a distribution system
improvement charge (“DSIC”).

Despite OCA’s and I&E’s contentions to the contrary, use of a two-year period for
normalization is appropriate given the pressure that PPL Electric’s capital spending program will
place on earnings. In 2013, PPL Electric plans to spend $870,000,000 on capital projects, and
for 2014, PPL Electric expects to spend $821,000,000 on capital projects. The total increase in
plant added will be almost $1.7 billion. In contrast, PPL Electric’s net measure of value, for total
transmission and distribution operations, is approximately $3.3 billion. PPL Electric Ex. Future
1-Revised, Sch. C-1. In other words, plant additions during 2013 and 2014 will exceed 50
percent of PPL Electric’s total projected net measure of value as of December 31, 2012, 1t is
difficult to see how such a significant increase in rate base and plant in service would not drive a
rate case during 2014 or before. The possibility that PPL Electric may be able to avail itself in
the future of a distribution system improvement charge offers little comfort since the DSIC is
capped at 5 percent of revenues. 66 Pa.C.S. § 1358(A)(1); Implementation of Act 11 of 2012,
Docket No. M-2012-2293611, Final Implementation Order, pp. 40-41 (Aug. 2, 2012). The DSIC

will do little to offset the revenue requirement associated with PPL Electric’s substantial capital

not charges from affiliates, is proper for the additional reason that legal services for PPL Electric are provided from
PPL Services and not acquired directly by PPL Electric, itself. Legal services provided by PPL Services include the
retaining services from third-party providers. PPL Electric Ex. 1, Attachment II-D-8a, p. 2. Therefore, the rate case
expense for legal services is properly treated for ratemaking purposes as a charge from affiliates, and not an expense
incurred directly by PPL Eleciric.
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program. PPL Electric’s proposed two-year period for normalization of rate case expense should

be approved.

G. CEO’S PROPOSED INCREASE TO LOW INCOME USAGE
REDUCTION PROGRAM FUNDING SHOULD BE REJECTED

In its filing, PPL Electric proposed no changes in its universal service programs nor did
PPL Electric propose any changes in funding to universal service programs. PPL Electric’s
universal service programs include OnTrack, WRAP, Operation Help and CARES. PPL Electric
St. 9, p. 3. OnTrack is PPL Electric’s customer assistance program. Under this program, PPL
Electric offers reduced payments for customers at or below 150 percent of the federal poverty
level and references to other assistance programs. WRAP is PPL Electric’s free weatherization
or Low Income Usage Reduction Program (“LIURP”). Operation HELP a hardship fund for
customers with household incomes at or below 200 percent of the federal poverty level. CARES
is a special referral service for residential customers who have temporary hardships and need
short-term help. PPL Electric St. 9, pp. 3-4.

All of PPL Electric’s current universal service programs and their funding levels have
been approved by the Commission. On May 5, 2011, the Commission entered an Order at
Docket No. M-2010—2179796, approving PPL Electric’s 2011-2013 Universal Service and
Energy Conservation Plan (“Plan”). Pursuant to the Order, the programs in the Plan will remain
in effect as approved through the end of 2013. Under this process, Plans are reviewed every
three years. On June 1, 2013, PPL Electric will submit its plan for the years 2014-2016 to the
Commission’s for review and approval. There, PPL Electric will propose any necessary or
appropriate changes to its current programs and services for low-income customers. The Plan
review process is also an appropriate forum for participation by organizations that have a

substantial interest in universal service issues but do not have substantial interest in rate case
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issues, such as the Commission’s Bureau of Consumer Services. PPL Electric believes that the
triennial Plan review process, and not a base rate case such as this one, is the proper forum for
addressing changes to universal service programs, including funding levels. PPL Electric St. 9,
p- 3.

Nevertheless, one party, CEO, recommended that funding for PPL Eleciric’s WRAP or
LIURP should be increased from its present annual funding level of $8 million to $9.5 ﬁlillion.
CEO St. 1, pp. 7-8. In support of its proposal, CEQ makes two observations. CEO first asserts
that funds for PPL Electric’s hardship program, Operation HELP, are typically exhausted in the
first half of the program year. CEO St. 1, p. 8. CEO further observes that, based on 2010 census
data, the number of low-income customers in PPL Electric’s service territory has increased.
CEO St. 1, p. 7. Upon analysis, however, neither rationale proffered by CEO is persuasive.

CEO assertion incorrect that Operation HELP’s funding is typically exhausted in the first
half of each program year is in error. To the contrary, PPL Electric distributes Operation HELP
funds to community based organizations (“CBOs”) in quarterly installments throughout each
year. Over the past several years, many of the fifteen CBOs that administer Operation HELP
have exhausted their funding for one calendar quarter before their next quarterly allocation is
received. Funding is available, however, cach year for all CBOs for all four calendar quarters.
CEQ’s statement that there is no funding for Operation HELP during the second half of each
program year is simply incorrect. PPL Electric St. 9-R, p. 5. Further, even if Operation HELP
funds were exhausted each year, that would provide no basis for increasing funding for LIURP.

Regarding the number of low-income customers in PPL Electric’s service territory, CEO
is correct that the number of PPL Electric customers at or below 150 regarding of the federal

poverty level has increased. That increase, however, should not be viewed in isolation. In
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considering the increase in the number of low-income residential customers, three additional
factors should be considered. These factors include the cost impact on other residential
customers, the ability of the CBOs, who administer the program, to deliver additional services,
and the availability of funding from other sources. In order for all of these factors to be
considered, the issues raised by CEO should be considered in the triennial filings for approval of
Plans, where all appropriate entities, including the Commission’s Bureau of Consumer Services,
can and do participate in the deliberations. PPL Electric St. 9-R, p. 6.

It is also important to notc that PPL Electric’s funding for these programs has already
increased to reflect the increase in the low-income customer population. For example, from
2008 through 2011, total expenditures for WRAP have increased by 128.4 percent, from $7.71
million to $17.61 million. This increase includes both the traditional LIURP, which CEO seeks
to have increased and the effects of the implementation of Act 129 WRAP in 2010.

From the implementation of PPL Electric’s LIURP in 1985 through 2011, PPL Electric
has expended approximately $128.4 million to provide weatherization services to nearly 70,000
houscholds. In addition, through Act 129 WRAP, PPL Electric will expend another $29.2
million by May 31, 2013 to assist about 13,000 additional households. PPL Electric also has
proposed to continue the low-income weatherization into Phase II of Act 129, which will provide
overall funding at about $16 million — $8 million for the WRAP Program and an additional $8
million for the Act 129 WRAP. PPL Electric St. 9-R, p. 7.

By ignoring the increases in funding of the LIURP and by ignoring the increases in
funding of similar weatherization services provided under Act 129 WRAP, CEO has ignored the

substantial expansions of funding for those related weatherization programs that have occurred in
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the past and will continue in the future. CEO’s recommended increase to the funding of PPL
Electric’s LIURP should be rejected.

H. PPL ELECTRIC’S CONSUMER EDUCATION EXPENSE SHOULD BE
APPROVED

Pursuant to the Commission’s Final Order in Policies to Mitigate Potential Electricity
Price Increases at Docket No. M-00061957, PPL Electric initiated a broad-based program of
customer education designed to assist customers in understanding how and when they use
electricity, how they can use electricity more efficiently and how they can shop for electric
energy in Pennsylvania’s competitive retail electﬁcity supply market. The overall gqal of this
program was to educate consumers so that they will use energy wisely. The program was based
on the premise that, given appropriate information and education, customers can exercise more
control over their electric bills by using electric energy efficiently and shopping for the best
price, thereby controlling their electric bills. PPL Electric’s program has successfully targeted
all customers including residential, commercial and iﬁdustrial customers as well és low-income
households and school age children. PPL Electric St. 6, p. 4. PPL Electric proposes to continue
to provide customers with general information on efficient energy use and purchasing electric
energy. PPL Electric’s customer education programs are summarized in PPL Electric Ex, TSC-
1.

Through the end of 2012, PPL Electric is recovering the cost of its consumer education
program in base rates. In the Commission’s Final Order in PPL Eleciric Utilities Company
Consumer Education Plan for 2008 — 2012, Docket No. M-2008-2032279 (July 18, 2008), the
Commission approved PPL Electric’s Consumer Education Plan for the years 2008 through

2012. Pursuant to the Commission’s Order, PPL Electric has included in its future test year
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expenses $5,482,220 for the final year of consumer education and consumer programs that PPL
Electric is obligated to provide under the Commission-approved Consumer Education Plan.

PPL Electric proposes to recover, beginning in 2013, the amount of $5,482,220 for
ongoing needs consistent with the Company’s Consumer Education Plan. In addition, PPL
Electric proposed to amortize $400,000 for the 2012 annual Retail Markets Investigation
postcard over two years. Recovery should also include a two-year amortization of the amount to
be spent on the Retail Markets Investigation Tri-Fold brochure anticipated to be mailed in
November, 2012, In addition, PPL Electric proposes to recover all future amounts including but
not limited to amounts related to the Retail Markets Investigation EDC letter and amounts that
may arise from programs included in PPL Electric’s default service program that are subject to
separate and explicate approval. All of the expenses complying with mandates of the
Commission, including the Retail Markets Investigation, should be recovered by PPL Electric
because they are not currently reflected in rates. PPL Electric St. 5-R, pp. 29-30.

Both I&E and OCA oppose various components of PPL Electric’s proposed consumer
education programs. Such opposition to PPL Electric’s proposals is without merit and should be
rejected.

I&E recommends that all costs for PPL Electric’s Consumer Education Plan, $5,482,220,
be disallowed. 1&E St. 2-SR, p. 46. I&E bases this recommendation on its contention that the
goals of the Consumer Education Plan are duplicative of the goals of the Energy Efficiency and
Conservation Plan and the Retail Markets Investigation mandates. I&E St. 2-SR, p. 46. I&E is
incorrect.

Although the Consumer Education Plan complements the Energy Efficiency and

Conservation Plan and the Retail Markets Investigation mandates, it is a separate and distinct
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Plan with distinct goals. The Consumer Education Plan helps consumers understand issues
associated with shopping for electricity, the importance of energy efficiency and conservation
and the steps they can take to help control their electric bills. The Consumer Education Plan
includes school-based programs like “Think! Energy” and “Bright Kids.” In addition, the
programs inélude teacher workshops, continuous energy improvement programs for séhool
districts, a mobile efficiency and shopping exhibit and others. All of these programs raise
awareness of the need for energy efficiency and customer choice and the positive impacts they
can have on residences, businesses and institutions. | These educational programs and activities
build the case for energy efficiency and conservation and address the needs of current and future
energy consumers. PPL Electric St. 6-R, p. 3

The Act 129 EE&C Plén, in contrast, is not educational. Instead, it provides specified
financial incentives including rebates for consumers to take approved acti0n§ such as installing
energy efficient lighting, replacing inefficient HVAC systems and purchasing EnergyStar
appliances in order to meet Act 129 consumption reduction targets established by the
Commission for PPL Electric. The Consumer Education Plan and the Act 129 EE&C Plan are
complementary, but their functions and activities are separate and distinct. One is purely
educational; one is purely financial. PPL Electric St. 6-R, pp. 3-4.

Nor does the Consumer Education Plan duplicate the activities and programs mandated
by the Commission in the Retail Markets Investigation at Docket No. I-2011-2237952 (July 28,
2011). There, the Corﬁmission established an intermediate work plan and recognized the
importance of consumer education to support the development of the retail electricity market in
Pennsylvania. The activities under the Retail Markets Investigation Order are separate from the

Consumer Education Plan. These activities were mandated initially in a Secretarial Letter at
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Docket No. 1-2011-2237952, dated December 15, 2011, which directed EDCs, including PPL
Electric, to print in accordance with the Commission’s design and specifications and mail to
customers a postcard on behalf of the Commission encouraging customers to visit the
PaPowerSwitch.com website and to consider choosing a competitive electricity supplier. The
Secretarial Letter also required two additional mailings to customers that EDCs are required fo
complete during 2012. Further, the Commission is expected to mandate additional measures for
EDCs in the future at Docket No. M-2011-2270442 in the Orders on Accelerated Switching
(Nov. 14, 2011) and the Intermediate Work Plan at Docket No. 1-2011-2237952 (Dec. 16, 2011).
Although these activities are complementary to PPL Electric’s Consumer Education Plan, they
are separate and distinct activities that have been specifically required by the Commission.
Clearly, the Act 129 EE&C Plan and the activities under the Retail Markets Investigation do not
supplant the need for a continuation of the Consumer Education Plan.

I&E also contends that PPL Electric’s Consumer Education Plan is not necessary in the
future because the goals of the Consumer Education Plan have been achieved. 1&E St. 2, p. 45;
I&E St. 1, p. 75. Again, I&E is incorrect. Although approximately 76 percent of PPL Electric’s
total generation supply is provided by EGSs and approximately 42 percent of PPL Electric’s
customers have chosen to purchase electric supply from an EGS, that does not mean that the
need for the Consumer Education Plan has ended. More than 50 percent of PPL Electric’s
distribution customers, mostly small and residential customers, continue to take default supply
service. Further, new customers continually enter into the marketplace by moving into PPL
Electric’s service territory or by becoming adults with their own households. Therefore, there is
an 6ngoing opportunity to increase the percentage of customers who take competitive supply

and, therefore, a continuing need for educational efforts to help customers understand the
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workings of the retail market. PPL Electric St. 6-R, pp. 5-6. The Commission’s commitment to
shopping for electric generation supplies is demonstrated by, among other things, its
PAPowerSwitch website which encourages customers to shop and provides guidance on how to
shop.

OCA’s proposals regarding PPL Electric’s Consumer Education Plan are without merit
and should be rejected. OCA recommends that the total for all spending be limited to
$5,400,000, although OCA provides no substantial basis for this adjustment. OCA St. 1-
Revised, pp. 24-25. OCA’s proposed level of recovery is clearly inadequate.

PPL Electric’s proposal for the recovery of consumer education includes, for 2013,
$5,482,222, the same amount as PPL Electric’s budget for the future test year, 2012, PPL
Electric believes that it is appropriate to continue its Consumer Education Plan for 2013 at the
same level as in 2012 because the need for the Consumer Education Plan is continuing, as
explained above.

| PPL Electric’s proposed future test year level of expenses should be approved in full. In
addition, PPL Electric has proposed a Competitive Enhancement Rider in this proceeding to
recover customer education costs. The merits of this proposal are addressed in Section IX.C,,
below.

VL. RATE OF RETURN

A. THE IMPORTANCE OF THE RATE OF RETURN DETERMINATION IN
THIS PROCEEDING

PPL Electric has commenced a significant expansion of its construction activities to
replace aging infrastructure across its entire distribution system. The expanded construction
program was highlighted in the Statement of Reasons as one of the principal reasons for the

proposed rate increase:

9818533vl 84



9818533v1

Much of the Company’s electric distribution system was constructed and
placed in service in the 1960s and 1970s. PPL Electric has been able to
maintain this equipment in a way that has continued reliable customer
service. However, much of that equipment has an expected useful life of
approximately 40 years, and is nearing or past the end of that lifespan.

"The Company has begun to incur increasing maintenance expenses to deal

with rising equipment failures, a solution that becomes expensive and does
not adequately address long-term reliability. Investment in system
replacements will reduce the rate of O&M cost increases, minimize the
total cost of doing business and reduce the potential for eroding reliability
performance.

In late 2008, the Company began a detailed, comprehensive study to
assess the overall equipment age, condition and performance of its
transmission and distribution assets. The purpose of the study was to
develop a strategy for capital replacement and maintenance improvements
that would allow the Company to avoid the anticipated cost and reliability
effects of aging infrastructure and bolster its ability to maintain reliable
electric service. Based on the results of the study, PPL Electric has
embarked on a 10-year capital plan to replace, maintain and improve
various distribution assets. In addition, the replacement of older
technology with new systems and facilities will improve system reliability
by reducing service outages and shortening outage response time.

Replacing and modemizing these delivery system facilities will require
PPL Electric to make significant capital investments. Over the past five
years, 2007 through 2011, the Company invested almost $1.3 billion in the
delivery system, associated information technology and facilities
infrastructure. PPL Electric intends to invest an additional $1.6 billion in
the delivery system from 2012 to 2016. In 2011, PPL Electric invested a
total of $326.6 million in distribution system improvements. The
Company plans to make distribution systemn capital investments of $337
million during the future test year in this case (calendar year 2012), The
Company will have to raise a significant amount of money in the capital
markets to make those planned investments.

At the time of the last major utility-led infrastructure build-out period in
the 1960s and 70s, utility corporate credit ratings were typically at the A to
AA- levels. Today, the most common Standard & Poor’s Rating Services
corporate credit rating among electric utilities is BBB, which also tends to
be about the average for the industry and is just two noiches above
speculative grade. This downward drift in utility credit ratings reflects the
continued challenging business environment and slow economic recovery
in the United States, including declining electric sales, increasing
operating expenses and the need to fund significant capital investments.
Clearly, access to capital at reasonable borrowing rates is extremely
important to the Company and, ultimately, to its customers. For these
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reasons, it is critical that the financial community views PPL Electric as an
attractive investment.

Since its last distribution base rate case, Moody’s has downgraded the
Company’s credit rating from Baal to Baa2. PPL Electric forecasts its
return on equity for the distribution business will fall to approximately 6.7
percent in 2012 based on current rates. This return is inadequate by any
standard. In this filing, the Company is requesting an allowed return on
equity of 11.25 percent, along with a capital structure of approximately 51
percent common equity and 49 percent long-term debt, which PPL
Electric believes are necessary ratios to successfully raise capital under
today’s financial market conditions.

In light of the business environment described above, PPL Electric
believes its requested return on equity is the minimum required to attract
needed capital under reasonable terms. Such access to the capital markets
will allow the Company to proceed with its proactive strategy to renew
and strengthen the delivery system from a position of financial strength.
Ultimately, it will enable the Company to execute its plan more
efficiently, which will result in lower costs to customers over the long
term, maintain reliable service, and create hundreds of jobs. Adequate rate
relief also will permit the Company to pursue efforts to improve its bond
ratings which, if achieved, would further lower the cost to serve
customers.

PPL Electric Ex. Future 1 — Revised, Sch. Al, pp. 3-6.

its customers.

The rate increase in this proceeding is designed to provide a return on, and a return of
through depreciation, the above-referenced substantial investments made by PPL Electric in
2011 and 2012 after the end of the 2010 future test year in PPL Electric’s last base rate case.
However, of equal or greater importance, PPL Electric cannot continue to make these
investments if its credit ratings are permitted to continue to decline. Accordingly, the capital
structure, rate of return on common equity and overall fair rate of return determinations in this

proceeding are critical to PPL Electric’s ability to provide continued safe and reliable service to

Other electric and gas utilities in Pennsylvania also must undertake significant increases

in construction activities as they face the same factors as PPL Electric in terms of replacing aging
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infrastructure installed in post World War 11 expansion. See, Natural Gas Pipeline Replacement
and Performance Plans, Docket No. M-2011-2271982, 2011 Pa. PUC LEXIS 375 (Tentative
Order Nov. 10, 2011). Indeed, the Pennsylvania General Assembly and the Govemnor have
recently enacted Act 11 of 2012 creating new rate mechanisms to allow more current reflection
of infrastructure investments in rates. In order to be successful, these mechanisms require,
however, that the rate of return be adequate to permit utilities to raise capital to replace
infrastructure on reasonable terms.

PPL Electric’s rate proceeding will be the first litigated rate case for a major utility
decided by the Commission in the recovery following the Great Recession. It, therefore, will be
viewed by investors as a bellwether of the Commission’s views and intentions with regard to
infrastructure replécement in Pennsylvania. The Commission’s decisions in this case are critical
to all Pennsylvania utilities and their customers.

Faced with these circumstances, I&E and OCA choose to look backwar(i rather than
forward. They rely on historically low interest rates instituted during the recession and its
aftermath by the Federal Open Market Committee (“FOMC”) to artificially suppress interest
rates in an attempt to justify returns on common équity (“ROE”) that are far below ROEs
allowed by the Commission in decades. In fact; the 8.38% ROE proposed by I&E is lower than
any ROE granted by any regulatory body for a public company during the period examined by
Ms. Cannell (January 1, 2009 — June 30, 2012), a period that includes a portion of the recession.
PPL Electric St. 12-R, Sch. JMC-1. OCA’s propésed ROE of only 9.0% is better only in that it
exceeds only one of the 154 allowances during the same period. /d. The data on Ms. Cannell’s
schedule in fact demonstrate that even in this difficult period the central tendency of other

allowed ROEs have ranged between 9.75% and 10.99%, with several Commissions authorizing
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allowed ROEs between 11.0% and 11.25%. These data demonstrate that the recommendations
of I&E and OCA will not, if adopted, be viewed by financial markets as constructive and
supportive and will place Pennsylvania utilities at a disadvantage to other utilities in the country
in raising capital during a critical infrastructure replacement phase. PPL Electric St. 12-R, pp. 3-
5.

Finally, the results of adopting either the I&E or OCA recomrhended rates of return,
which include their respective adjustments to PPL Electric’s capital structure ratios as well as
their inadequate ROE recommendations, would place PPL Electric at risk for another downgrade
in its credit rating. In rebuttal testimony, PPL Electric demonstrated that OCA’s rate of return
recommendation, even if carned, would support a credit rating of Baa2/Baa3, which is lower
than PPL Electric’s current rating. PPL Electric St. 10-R, p. 3. 1&E’s recommendations produce
even worse results and risk the downgrade of PPL Electric’s credit rating to below a Baa3 rating,
even if PPL Electric can earn the allowed return proposed by I&E. PPL Electric St. 10-R, p. 6.
Accordingly, the recommendations of I&E and OCA create risks of higher debt costs as well as
potential limits of access to capital in difficult markets such as those experienced during the
financial crisis.

In subsequent sections of this Initial Brief, PPL Electric will address the
unreasonableness of I&E’s and OCA’s hypothetical capital structures and the various theoretical
models used to estimate the cost of equity. However, these calculations do not set the cost of

capital; investors set the cost of capital. In the end, investors want to see that utilities in

13 1t is not likely that PPL Electric will earn its allowed return, PPL Electric expects only to earn 6.7% return on
equity in 2012, despite an increase in rates on January 1, 2011. Statement of Reasons, PPL Electric Ex. Future 1-
Revised, Sch. A-1, p. 5. While implementation of a DSIC would improve PPL Electric’s chances of achieving its
allowed ROE, not all plant additions are covered by the DSIC, the DSIC is capped at 5% and many other factors
such as continued conservation by customers make it unlikely that PPL Electric will earn its allowed retum. Since
the metrics are based upon achieved results, it is even more likely that metrics will be below those calculated by Mr.
Clelland creating even more of a concern of a further downgrade if 1&E and OCA’s recommendations are accepted.
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Pennsylvania operate in a supportive and constructive regulatory environment. Record low
ROEs, rejection of proposed capital structures and lower metrics for credit rating agencies will
not meet the expectations of capital markets, which will ultimately disadvantage Pennsylvania
utilities and their customers. PPL Electric St. 12-R, pp. 1-12.

B. RATE OF RETURN STANDARDS

A public utility, whose facilities and assets have been dedicated to the service of the
public, is entitled to an opportunity to earn a fair rate of return on its investment. The standards
to be used by the Commission in determining what return rate is fair are well-established, having
been set forth by the United States Supreme Court in Bluefield Waterworks and Imp. Co. v.
P.S.C. of West Virginia, 262 1.8, 679, 690 (1923), over cighty years ago:

Rates which are not sufficient to yield a reasonable return on the value of
the property used at the time it is being used to render the service are

unjust, unreasonable and confiscatory, and their enforcement deprives the
public utility of its property in violation of the Fourteenth Amendment.

The return should be reasonably sufficient to assure confidence in the financial soundness
of the utility and should be adequate, under efficient and economical management, to maintain
and support its credit and enable it to raise the money necessary for the proper discharge of its
| public duties. 262 U.S. at 693. These principles have been adopted and applied by the appellate
courts of Pennsylvania in numerous cases. See, e.g., Riverton Consolidated Water Co. v. Pa.
P.U.C., 186 Pa. Super. 1, 140 A.2d 114 (1958); City of Pittsburgh v. Pa. P.U.C., 182 Pa. Super.
376, 126 A.2d 777 (1956); Lower Paxton Twp. v. Pa. P.U.C., 13 Pa. Cmwlth. 135,317 A.2d 917
(1974).

The return allowed to investors must be commensurate with the risk assumed, as the
Supreme Court has stated in three landmark opinions. Bluefield, supra at 692, requires that the

rate of return reflect:
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... areturn on the value of the [utility’s] property which it employs for the
convenience of the public equal to that generally being made at the same
time on investments in other business undertakings which are attended by
corresponding risks and uncertainties. . . .

Twenty-one years later, the Supreme Court reiterated that standard in Federal Power
Commission v. Hope Natural Gas Co., 320 U.S. 591, 603 (1944), as follows:
From the investor or company point of view it is important that there be
enough revenue not only for operating expenses but also for the capital
costs of the business. These include service on the debt and dividends on
the stock. By that standard the return to the equity owner should be
commensurate with returns on investments in other enterprises having
corresponding risks. That return, moreover, should be sufficient to assure

confidence in the financial integrity of the enterprise, so as to maintain its
credit and to attract capital.

Later, in reaffirming Hope, the Supreme Court, in Duguesne Light Co. v. Barasch, 488
U.S. 299, 109 S. Ct. 609, 102 I.. Ed. 2d 646, 661 (1989) observed that “[o]ne of the elements
always relevant to setting the rate under Hope is the return investors expect given the risk of the
enterprise.”

The determination of a fair rate of return thus requires the review of many factors,
including; (1) the earnings that are necessary to assure confidence in the financial integrity of
the company and to provide a reasonable credit profile to permit access to capital markets on
reasonable terms, and (2) the amount of the investment, the size and nature of the utility and, its
business and financial risks, in comparison to other enterprises. Pa. P.U.C. v. Pennsylvania Gas
and Water Co. - Water Division, 19 Pa. Cmwlth, 214, 233, 341 A.2d 239 (1975); Lower Paxton
Twp., supra. Moreover, the Commission’s findings must be based upon substantial and
competent evidence on the record before it, not upon speculation or hypothesis. Ohio Bell
Telephone Co. v. Pub. Util. Comm. of Ohio, 301 U.S. 292 (1937); United States Steel Corp. v.
Pa. P.U.C., 37 Pa. Cmwlth. 195, 390 A.2d 849 (1978); Octoraro Water Co. v. Pa. P.U.C., 38 Pa.

Cmwlth. 83, 391 A.2d 1129 (1978).
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C. RATE OF RETURN COMPONENTS

In estimating the overall fair rate of return, the Commission uses the weighted average
cost of capital method. This method determines the percentages of debt, common equity and,
where applicable, preferred stock in the Company’s capital structure. It then determines the cost
rate of capital for each class of capital and “weights” it by multiplying the percentage of each
type of capital times the cost rate for that type of capital. This calculation is illustrated below by

PPL Electric’s calculation of the overall fair rate of return in this proceeding:

Type of Ratios Cost Weighted
Capital Rate Cost Rate
Long Term Debt 4897%  5.56%'° 2.72%
Common Equity 51.03% 11.25% 5.74%
100.00% 8.46%

PPL Electric Ex. 1, Future Revised, Sch. B-6.
The issues in this proceeding with regard to rate of return concern PPL Electric’s capital

structure ratios and cost rate of commeon equity.

D. CAPITAL STRUCTURE
1. Positions of the Parties

The positions of the Parties with regard to capital structure ratios are as follows:

'® This table and the Company’s claim in this case includes the projected issnance of $240 million in new long-term
debt at an interest rate of 3.03%. The Company actually issued $250 million of new debt at an interest rate of 2.61%
on August 24, 2012, Reflecting these actual data reduces the weighted average long-term debt cost rate from 5.56%
to 5.50%. It also increases the long-term debt ratio in the capital structure from 48.97% to 49.22%, and decreases
the common equity ratio from 51.03% to 50.78%. The combination of these two adjustments reduces the
Company’s overall weighted cost of capital from 8.46% to 8.42%. For ease of reference, the argument in this
section of the Brief refers to the Company’s debt and equity numbers as filed. In order to appropriately reflect the
updated debt cost rate and capital structure ratios in the record, the Company is filing a Petition to Reopen the
Record in this proceeding. If the Petition is granted, the Company respectfully requests that the ALJ and the
Commission rely on the updated debt cost rate and capital structure ratios, which reduce the Company’s overall
return, in the final calculation of the Company’s revenue requirement in this proceeding.
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PPL Electric’s capital structure of 51.03% equity and 48.97% debt is its projected capital
structure as of December 31, 2012, the end of the future test year in this proceeding. PPL
Electric Future 1-Revised, Sch. B-6 through B-9. PPL Electric St. 10, pp. 2-3. PPL Electric’s
witness Clelland explained that the future test year capital structure is based on PPL Electric’s
actual capital structure at December 31, 2011, updated for changes during the fufure test year.
PPL Electric St. 10, pp; 2-5. The changes to the future test year are the replacement of $250
million of preference stock with a combination of first mortgage bonds issued by PPL Electric

and an equity contribution from PPL Corporation. Id., at p. 4. Mr. Clelland explained the

PPL Electric’ I&F? OCA3
Type of Capital

Long Term Debt 48.97% 55.00% 52.84%
Common Equity 51.03% 45.00% 47.16%
100.00% 100.00% 100.00%

TPPL Electric Ex. 1, Future Revised, Sch. B-8
*1&E St. 1,p. 14; I&EEx. 1,Sch. 1, p. 1
*OCA St. 2, p. 25; OCA Ex. (SGH-1), Sch. 1, p. 4

2. Explanation of PPL Electric’s Capital Structure

reasons for replacement of the preference stock:
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In April 2006, PPL Electric issued $250 million of 6.25% perpetual
Preference Stock that is callable at par anytime after five years from date
of issuance. At that time, Moody’s and Standard & Poor’s (“S&P”)
generally provided between 75% - 100% equity credit for this type of
perpetual Preference Stock. Since that time, each rating agency has
reduced the amount of equity credit afforded hybrid securities such as
preferred or preference stock, mandatory convertibles and junior
subordinated debt securities. Currently, Moody’s and S&P provide only
50% equity to the Preference Stock at PPL Electric. This reduction in the
credit reduces one of the primary benefits of hybrid securities. As a result,
PPL Electric plans to refund the Preference Stock with proceeds provided
by a combination of First Mortgage Bonds issued at PPL Electric and a
capital contribution ( i.e. equity) from PPL Corporation. I would also note
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that the reduction/climination of hybrid securities from electric utility
capital structures is a growing trend across the country and reflects current
financing practices.

PPL Eleciric St. 10, p. 4. Mr. Clelland also estimated, based on information available at the time
of filing rejoinder testimony, that the replacement of $250 million of preferred stock with $125
million in equity and $125 million in debt slightly reduced the cost to ratepayers, largely due to
low debt costs currently available in the market.

I would also point out that PPL Electric’s redemption of its Preference
Stock in June 2012 has been funded with a combination of debt and equity
in a manner consistent with the S0% equity treatment the rating agencies
afford Preference Stock in their methodologies. In fact, redemption of the
Preference Stock based on a funding of 50% debt and 50% equity, which
is credit neutral, is cost beneficial to ratepayers. See table below.

Funding Comparative Weighted
Avg. After-
Amount Ratio Cost Tax Cost
Debht - FMBs 5125,000,000 50.0% 2.39% * 0.70%
Common Equity 5125,000,000 50.0% 11.25% 5.63%
Total - As Re-financed $250,000,000 100.0% 6.32%
Redeemed Pref. Stock - Embedded Cost 6.39% *

*includes cost of issuance
PPL Electric St. 10-RJ, p. 5." By referencing that the revised capif[al structure is “credit
neutral,” Mr. Clelland is explaining that the revised capital structure achieves the 50%/50%
weighting of equity/debt weighting of the preference stock as revised by the credit rating

agencies.

'” As noted above, the Company actually issued $125 million of debt to replace the preference stock on August 24,
2012. The actual debt rate for the issuance was 2.61% {as opposed to the estimated rate of 2:39% presented by Mr.
Clelland in PPL Electric St. 10-RJ, p. 5). This changes the weighted average after-tax cost rate in Mr. Clelland’s
table from 6.32% to 6.39%, which equals the embedded cost of the preference stock as shown on the table above. In
summary, the Company was able to redeem the preference stock and replace it with debt and equity at no net cost to
ratepayers. As explained above, the Company is filing a Petition to Reopen the Record contemporaneously with this
Brief so that the updated data is accurately reflected in the record in this proceeding.
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Mr. Clelland also explained that PPL Electric’s unsecured bond rating was downgraded
by Moody’s Investors Services (“Moody’s) in April 2010 from Baal to BaaZ as a result of

Moody’s:

. opinion that PPL Electric’s cash flow credit metrics will decline
dramatically from their recent levels and will remain toward the low end
of the Baa range (Baa2 to Baa3), due, in part to the increased expenditures
for capital investments to support and maintain the reliability of PPL
Electric’s aging delivery systems. (emphasis provided)

PPL Electric St. 10, p. 3. Mr. Clelland explained that PPL Electric has also modestly increased
its equity ratio over the levels experienced prior to 2010, excluding the effects of replacement of
the preference stock, to enhance PPL Electric’s credit metrics. As explained by Mr. Clelland:

. . . PPL Electric is in the midst of a major capital program to replace
aging infrastructure and assure continued safe and reliable service fo
customers. To complete this program at a reasonable cost it is imperative
that PPL Electric be able to access the credit markets on reasonable terms.
The capitalization structure proposed by PPL Electric should support PPL
Electric’s need to maintain a strong investment-grade credit rating that
will enable the Company to continue its commitment to maintain and
improve system performance, as demonstrated by its growing capital
investments. Consistent access to capital at reasonable borrowing rates is
extremely important to the Company and, ultimately, to its customers.

PPL Electric St. 10, p. 5.

In this regard, the following table demonstrates the marked increases in PPL Electric’s

capital spending since 2009:
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Years Construction
2009 298,000,000
2010 411,000,000
2011 496,000,000
2012 671,000,000
2013 870,000,000
2014 821,000,000
2015 676,000,000
2016 589,000,000

PPL Electric St. 10-R, p. 2. As identified in the table, PPL Electric’s capital spending in 2012 is
more than double the spending in 2009 and in 2013 it will be almost triple the level of spending
of 2009. 1t is expected to continue at high levels through 2016. These levels fully justify a
higher equity ratio to support the ability of the Company to raise debt capital to financc these
capital projects. PPL Electric St. 10-R, p. 2.

In support of PPL Electric’s capital structure ratio, Mr. Moul explained that PPL
Electric’s future test year end capital structure ratids are within the range of those employed by
Mr. Moul’s barometer group companies. PPL Electric St. 11, p. 22. And, as demonsirated by
Mr. Moul, PPL Electri¢’s 51.02% common equity ratio is well within the range of common
equity ratios of I&E witness Sears’ barometer group. I&E Ex. 1, Sch. 1, 2011 shows that the
common equity ratios are 52.47% for Consolidated Edison and 50.92 % for PEPCO. Therefore,
two of her 6 barometer group companies have common equity ratios essentially at or above PPL
Electric’s 2012 projected equity ratio. PPL Electric St. 11-R, p. 6. Further, Mr. Hill’s barometer
group has 16 companies out of 55 companies with equity ratios above 50% and averaging 54.6%
for these 16 companies. Clearly, PPL Electric’s equity ratio cannot be deemed abnormal or

atypical.
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Further, Mr. Moul demonstrated that investors expect equity ratios to rise. Excluding a
clear outlier of 31% for Unisource, the expected equity ratio for the remaining 15 companies
averages 50.9% for 2012, 51.7% for 2013 and 52.4% for 2015 to 2017. Even without excluding
Unisorce, the average for these periods ranges from 49.6% to 50.8%, well above the
recommendations of I&E and OCA. Since the cost of capital is expectational of the future (Tr,
349), it is also reasonable to consider investors’ expectations of near term projected equity ratios
in determining whether PPL Electric’s equity ratio is atypical. PPL Electric 8t. 11-R, p. 9.

PPL Electric’s capital structure has been demonstrated to be reasonable and necessary to
support PPL Electric’s construction program and credit ratings. It, therefore, should be accepted
for calculation of the cost of capital and fair rate of return.

3. 1&E’s and OCA’s Hypothetical Capital Structures Are Unjustified
Under Applicable Legal Standards

a. Applicable legal standard for applying a hypothetical capital
structure

The Pennsylvania Appellate Courts have permitted the Commission to use a capital
structure different from the utility’s actual capital structure in circumstances where the actual
capital structure is atypical for the type of utility being considered.

For example, .in Carnegie Natural Gas Company v. Pa. P.U.C,, 61 Pa. Cmwlth. 436, 433
A-.2d 930 (1981), the Commonwealth Court stated as follows:

Where a utility’s actual capital structure is too heavily weighted on either
the debt or equity side, the commission, which is responsible for
determining a capital structure which allocates the cost of debt and equity
in their proper proportions, must make adjustments to the utility’s capital
structure. Lower Paxton Township v. Pennsylvania Public Utility
Commission, 13 Pa. Commonwealth Ct. 135, 317 A.2d 917 (1974);
Riverton Consolidated Water Co. v. Pennsylvania Public Ultility
Commission, 186 Pa. Superior Ct. 1, 140 A.2d 114 (1958). In Lower
Paxton, this court gave the following explanation for using a hypothetical
capital structure:
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The capital structure of a corporation may affect, sometimes
drastically, the cost of capital. The capital structure is, in reality,
little more than those dollars represented by its common and
preferred stock and its debt. In some cases where the public utility
is a wholly-owned subsidiary, its capital structure may not be
comparable to another public utility which [¥440] is obliged to
obtain its equity and debt financing on the open market. In other
words, it may have on balance a too heavily weighted debt or
equity. In this case the record discloses that Dauphin has a capital
structure wherein 100 percent is equity capital. Under such
circumstances the PUC must make adjustments based upon
substantial evidence in order to reach a fair result. . . . It is also
conceivable that there may be evidence on the record which will

~ permit the PUC to utilize the capital structure and cost of capital

statistics of comparable public utilities instead of those of the
company or its parent.

61 Pa. Cmwlth. at 439-440.

In determining whether the claimed utility capital structure is atypical, the Commission
and the Courts have looked to see whether the capital structure used by the utility is cutside the
range of that employed by the barometer group of companies considered in the rate éf return
analysis. If a utility’s capital structure is within a reasonable range of similar risk barometer

group companies, the utility’s capital structure should be used and not a hypothetical capital

structure. For example, in Pa. P.U.C. v. ALLTEL, the Commission stated as follows:
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The ALJ recommended use of the Company’s stand-alone capital

structure since it met the following characteristics of an appropriate capital
structure:

1. It was within a reasonable range of similar risk barometer
group companies.

2. It reflected the Company’s actual capital structure and
projected near term capital structure.

3. It is consistent with the Company’s apparent capital
structure goal. (R.D., p. 28).

We concur with the recommendation of the ALJ, particularly for

the reason that the Company’s actual capital structure falls within a range
employed by similar risk barometer group companies, described by Mr.
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Shiavo as commensurate with capital ratios employed by other
independent telephone operating companies.

Pa. PU.C v. ALLTEL Pa., Inc., Docket No. R-942710 et al., 59 Pa. PUC 447, 491, 1985 Pa.
PUC LEXIS 53, *106 - *107, (Order entered May 24, 1985), (“ALLTEL”).

b. I&E has hot justified the use of a hypothetical capital structure
for PPL Electric

I&E witness Sears states the correct standard for use of a hypothetical capital structure in
her direct testimony:
“Q. What is the basis for your recommendation of a hypothetical

capital structure instead of using the Company’s actual capital
structure?” :

“A. A capital structure should be representative of the industry norm
and be an efficient use of capital. The use of a capital structure
that is significantly outside the range of the industry’s capital
structure may result in an overstated overall rate of return.
Therefore, a hypothetical capital structure based upon an industry
average should be used for ratemaking purposes.”

I&E St. 1, p. 13.

However, I&E witness Sears makes no attempt in her direct testimony to demonstrate
that PPL Electric’s equity “... is significantly outside the range of the industry’s capital
structure...”. In fact, her own data shows that two of her six barometer group companies have
2011 common equity ratios essentially equal to or in excess of the 51.03% which PPL Electric
will employ at the end of the future test year (ConEd 52.47%, and PEPCO 50.92%). I&E Ex. 1,
Sch. 1, p. 2. In fact, ConEd’s five year average (2007-2011) capital structure ratio is 51.5%.
I&E Ex. 1, Sch. 1, p. 2. It must be eniphasized that Ms. Sears chose this barometer group as a
reasonable proxy for PPL Electric and cannot now claim that ConEd or PEPCO employ

unreasonable common equity ratios.
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When asked on cross-examination what standard Ms. Sears employed to determine that

PPL Electric’s common equity ratio was outside range, Ms. Sears indicated that she does not
look at the range but simply looks at the average and applies her judgment. Tr. 346-349. On
redirect, Ms. Sears, announced for the first time on the record that she believed a capital structure
was unreasonable if it was 5% above or 5% below the average for the barometer group. Tr. 363.
When asked what support there was for this standard, Ms. Sears could not identify any support,

Tr. 365. |
Applying Ms. Sears unsupported ad hoc standard to her own barometer group provides
“interesting results. Five percent of Ms. Sears’ average common equity ratio of 45.00% produces
a spread of 2.25% (45% x .05) around her average common equity ratio or a range of 42.75% to
47.25%. Review of the 2011 common equity ratios for her six barometer group companies
demonstrates that only one company, TECO Energy at 45.75% would fall within Ms. Sears’
acceptable range. Therefore, Ms. Sears ad hoc standard concludes that five of the six companies
in her own barometer group have abnormal common equity ratios.'® Such a result is not
rational.'”

Moreover, Ms. Sears’ position is directly contrary to the position taken by the Office of

Trial Staff in prior proceedings. In the ALLTEL case cited above, the OTS took the position that
utilities should rely on their actual capital structure when it was within a range of reasonableness.

Therein, the OTS position is described as follows:

'8 Ms, Sears did not indicate whether her standard was 5% or 5 percentage points, If Ms, Sears’ equity ratio range is
intended to add 5 percentage points to her average, which is actually 45.11 percent, than the range is 40.11 percent
to 50.11 percent. PPL Electric’s 51.03 percent equity ratio cannot be considered substantially cutside this range
particularly when 2 of Ms. Sears’ companies have equity ratios at or above this level. Further, this range is not
consistent with the Commission adopted range, which is defined by the equity ratios employed by the barometer
group companies,

19 Ms, Sears advances in her Surrebuttal Testimony the proposition that rating agencies are not concerned with the
capital structure employed for ratemaking purposes. I&E St. 1-SR, p. 3. However, Ms. Sears admitted on cross that
her hypothetical equity ratio would lower PPL Electric’s revenues and cash flow, which is the primary concern of
rating agencies. Tr. 343, PPL Electric St. 10-RJ, p. 3.
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Trial Staff witness Schiavo was of the opinion that the Company’s capital
structure is within a range of reasonableness for the industry. He testified:

I believe that ALLTEL’s capital structure and cost rate of debt are
appropriate for determining an overall fair rate of return in this case.
ALLTEL’s capital structure and cost rate of debt are within a range of
reasonableness for its industry. In other words, the portions of each type
of capital employed and commensurate cost rates are similar to those
employed by other independent telephone operating companies.
Accordingly, I suggest adhering to the principle of cost-based ratemaking
whenever possible. Only the cost rate for common equity needs to be
estimated.

ALLTEL, 59 Pa. PUC at 490-491, 1985 Pa. PUC LEXIS at *105 - *106.
For these reasons, I&E has failed to demonstrate that a hypothetical capital structure ratio
should be employed in this proceeding.
c. OCA’s attempt to disguise its hypothetical capital structure as
a revised assumption of future test yecar financing is contrary
to PPL [Electric’s actual financing and an improper

interference with the management by the Company of its
capital structure within a reasonable range.

OCA proposes to adjust PPL Electric’s capital structure for the future test year by
assuming that the $150 million of equity capital planned to be provided by PPL Corporation to
PPL Electric be treated as debt capital, to produce a 47.16% equity ratio. OCA St. 2, p. 25.
OCA seeks to recharacterize PPL Corporation’s equity contribution as debt because OCA cannot
justify a hypothetical capital structure for PPL Electric for all the reasons previously explained in
this brief. supra, pp. 96-98.

There are several reasons that OCA’s recharacterization of equity coniributions is
inappropriate. First, as explained previously in this brief, $125 million of the $150 million

equity contribution is to refinance 50% of preference stock with additional equity and the
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remainder with debt. supra, p. 93. If the equity infusion is “converted” to debt, the previously
explained benefits of the refinancing of preference stock on credit ratings would be lost. 20

Second, OCA’s contention that PPL Electric’s proposed capital structure departs
significantly from historic equity ratios is incorrect in terms of how it is viewed by rating
agencies.

In terms of equity levels as viewed by the rating agencies, PPL Electric’s
proposed equity level is slightly less than its prior four-year average of
approximately 48% debt and 52% equity, (including Preference Stock as
50% debt and 50% equity as is the current treatment afforded by the rating
agencies and as noted in my initial testimony). As a comparison, during
PPL Electric’s major generation build related to its Susquehanna SES
nuclear plan construction in the early — mid 1980s, PPL Electric employed
a capitalization structure as viewed by the rating agencies that averaged
approximately 47% debt and 53% equity (including Preferred/Preference
Stock as 100% equity credit as was the practice of the rating agencies at
that time). In addition, PPL Electric’s capital structure is designed to
allow the Company to support its planned expanded construction program
and raise cost-effective capital in all capital market conditions. -

PPL Electric St. 10-RJ, pp. 4-5.

Third, recharacterizing PPL Corporation’s equity capital as debt is contrary to reality,
since $125 million of the equity contribution already has been made by PPL Corporation and
received by PPL Electric, in conjunction with the redemption of PPL Electric of preference
stock. PPL Electric St. 10-RJ, p. 6.

Fourth, OCA witness Hill has not demonstrated that PPL Corporation has raised debt to

infuse these funds to PPL Electric, and PPL Electric witness Clelland explained that PPL

2 Tn cross-examination, the OCA suggested that PPL Electric’s historic equity ratio, including 50% of preferred
stock as equity, was 48.54%, which is the sum of the 44% average historic common equity ratio for 2007 — 2010
plus one-half of the average preferred stock of 9.09% shown on OCA Ex. SGH-1, Sch. 1, p. 4; Tr. 261. This historic
average, as calculated by OCA, should not be a cap on the Company’s equity ratio. First, CCA’s own schedule
shows a rising amount of common equity over these years, excluding the unusual circumstances in 2008 during the
financial crisis. Therefore, an average does not reflect the need to reduce debt levels in the post financial crisis
period. Second, the historic average 48.54% equity ratio does not reflect the need for a stronger equity ratio to
support PPL Electric’s expanded infrastructure replacement program and the reaction by Moody’s in 2010 in
downgrading PPL Electric,
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Corporation does not raise debt to infuse equity capital to PPL Electric. PPL Electric St. 10-R, p.
4.

OCA witness Hill argues that use of less equity would reduce the rate increase to PPL
. Electric’s customers. OCA St. 2, p. 22. However, this contention ignores the previously
explained effect of refinancing preference stock, and the effects on PPL Electric’s credit rating
and the future cost of debt as PPL, Electric continues to ramp up its major capital replacement
program, supra, pp. 94-95. As explained previously, PPL Electric’s proposed equity ratio and a
reasonable ROE are necessary to maintain PPL. Electric’s credit ratings, which were downgraded
by Moody’s in April 2010. PPL Electric St. 10-R, pp. 3-6, PPL Electric St. 10, p. 3.

OCA has not, and cannot, show that PPL Electric’s capital structure is outside the norm
for comparable clectric companies. Having failed to do so, OCA impermissibly attempts to
interfere in the management discretion of PPL Electric to determine the capital structure PPL
Electric believes is necessary by disallowing the costs of a portion of that capité.l structure.
While such disallowance may be made if PPL Electric has been shown to be acting imprudently,
OCA has made no such showing. To the contrary, PPL Electric is acting prudently to replace
aging plant to maintain reliable service, and PPL Electric is creating a financial profile that will
enable it to obtain the necessary financing to do so. OCA has shown no basis to interfere with
this by disallowing PPL Electrié’s recovery of the costs of PPL Electric’s capital structure.
Therefore, OCA’s hypothetical capital structure must be rejected.

E. RETURN ON COMMON EQUITY

The record in this proceeding contains extensive testimony concerning the cost rate for
common equity capital. PPL Electric Sts. 11, 11-R and 11-RJ; I&E Sts. 1 and 1-SR; OCA Sts. 2
and 2-SR. In these Statements, witnesses for the Company, I&E and OCA apply various

theoretical models using various inputs to estimate the cost of equity. The appropriate
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components of these models and the. selection of inputs to these models is a matter of the
judgment of each witness. It is important in reviewing these judgments that the realities of the
marketplace and the concerns of investors, who determine the cost of equity capital by
purchasing common stocks of utilities, be considered. For this reason, PPLV Electric also
submitted testimony of Ms. Cannell, an experienced securities analyst and portfolio manager of
utility common stocks. PPL Electric Sts. 12 and 12-R.

1. PPL Electric’s Return on Common Equity Should Be Adopted

PPL Electric’s witness, Mr. Moul, summarized his approach to determining the cost rate

for common equity and the results of such analysis, as follows:

In general, the use of more than one method provides a superior

foundation to arrive at the cost of equity. At any point in time, reliance on

a single method can provide an incomplete measure of the cost of equity.

The specific application of these methods/models will be described later in

my testimony. The following table provides a summary of the indicated
costs of equity using each of these approaches.

Electric Delivery Integrated
Group Electric Group
DCF 10.37 % 10.87%
RP 10.75% 10.75%
CAPM 11.78% 12.48%
CE 11.60% 11.60%
Average 11.13% 11.43%
Median 11.18% 11.24%
Mid-point 11.08% 11.62%

Based on these results, I recommend that the Commission set the
Company’s rate of return on common equity at 11.25% in this case, which
is between the average results for the Electric Delivery Group and the
Integrated Electric Group. In recommending an 11.25% rate of return on
common equity, 1 have recognized the exemplary performance of the
Company’s management, as described in the pre-filed direct testimony of
Mr. Gregory N. Dudkin, the Company’s President. I have done this by
moving my recommendation above the average shown above for the
Electric Delivery Group. I believe that my final recommended cost of
equity of 11.25% is appropriate in this case because it is within the range
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of cost rates shown above and provides recognition of the excellent
management performance of the company.

PPL Electric St. 11, pp. 5-6.

Mr. Moul elaborated on the reasons for using more than one model to determine the cost

of equity:

It also is important to reiterate that no one method or model of the cost of
equity can be applied in an isolated manner. As I noted previously, each
of the methods used to measure the cost of equity has its own limitations
that can cause the model to generate unrealistic results under certain
circumstances. Therefore, I favor considering the results from a variety of
methods. In this regard, I applied each of the methods with data taken
from the Electric Delivery Group and the Integrated Electric Group and
considering those results along with the other factors T have identified I
have arrived at a cost of equity of 11.25% for PPL Electric.

a. DCF

Mr. Moul’s DCF cost rate for his Electric Delivery Group and Integrated Electric Group

is comprised of a dividend yield, growth rate and leverage adjustment as follows:

Dividend + Growth + Leverage = DCF Cost Rate
Electric Delivery Group ~ 4.67% 5.00% 0.70% 10.37%
Integrated Electric Group  4.69% 5.00% 1.18% 10.87%
PPL Electric St. 11, p. 41,
i Dividend Yield

Mr. Moul derived the dividend yield by calculating the six month average dividend yields
for each group and adjusting those yields for expected growth in the following year to produce

the 4.67% for the Electric Delivery Group and 4.69% for the Integrated Electric Group. PPL

Electric St. 11, p. 26.
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il Growth Rate
Mr. Moul reviewed various methods of calculating investor expected growth rates and
concluded that analysts’ projections of growth rates are the best indicator of expected growth.
PPL Electric St. 11, p. 34. This conclusion is supported by the research of Myron Gordon, the
foremost proponent of the use of DCF in utility rate proceedings. Id., p. 342" The range of such
growth rates was 4.50% to 5.08% for the Electric Delivery Group and 4.59% to 6.00% for the
Integrated Group. Mr, Moul chose a growth rate of 5.00% for both groups.”

ii. Leverage Adjustment

There is much testimony in this proceeding about the reasonableness of employing a
leverage adjustment as part of the DCF analysis. The simple response to opposition to this
component is to point out that the Commission has included such adjustment in numerous past
cases, including two PPL rate cases. Pa. P.U.C. v. PPL Electric Utilities Corp., (Dec. 6, 2004),
Docket No. R-00049255, Pa. P.U.C. v. PPL Gas Utilities Corp., (Feb. 8, 2007) at R-00061398
(Feb. 8, 2007). However, before addressing such cases, PPL Electric will briefly explain the
basis for the leverage adjustment.

The leverage adjustment is designed to adjust the DCF cost rate for the different
percentage level of debt in the capital structure when capital structure is calculated at the market

prices of equity and debt securities as opposed to book value. For example, a utility that has a

2L OCA contends that analysts’ growth rates can be overstated because analysts are encouraging investors to
purchase securities. OCA St. 2, p. 34. The recent evidence is exactly to the contrary. As reported in The Wall
Street Journal “Wall Street’s Missed Expectations,” April 26, 2010, 64% of companies had achieved growth rates in
excess of analysts forecasts since the start of 1999. PPL Electric St. 12-R, p. 14,

* 1&E and OCA criticize the use of an Integrated Electric Group. I&E St. 1, p. 12; OCA St. 2, p. 53. The
barometer groups employed by the I&E and OCA were heavily weighted with integrated electric companies. Mr.
Moul used an Integrated Electric Group which contains state rate regulated generation to obtain additional
information because of the limited number of separately traded electric delivery group companies. PPL Electric St.
11, pp. 4-5. There is no basis to argue that such companies are significantly more risky than Electric Delivery
Group where the assets are subject to the same regulation. Further, Mr. Moul has selected a conservative growth
rate for this group of 5.00% in the range of 4.59% to 6.00%. PPL Electric St. 11, p. 35.
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stock price above book value has a market value or capitalization of its equity that is greater than
the book value of its equity. When an investor purchases that equity at the market price, the
percentage of equity in the market capitalization is greater than the percentage of equity at book
value. Under such circumstances, the DCF cost rate based on market prices must be adjusted to
reflect the greater financial risk to investors when that cost rate is applied to a book value rate
base in utility proceedings.
The Commonwealth Court has held that the decision of whether to adopt a leverage
-adjustment is within the Commission’s discretion. In a 2004 case involving Pennsylvania
American Water Company (“PAWC”), the Commonwealth Court stated as follows:

As to economic theory, the PUC explains the reasons the common
equity costs rate adjustment is appropriate. First, the formula used to
estimate cost rate is market based, but Utility’s stock 1s not publicly traded
and is listed at a much lower bock value. Under these circumstances the
formula can understate the cost of capital.

Similarly, Utility highlights the testimony of its expert, who opined
that “the capital structure ratios measured at the utility’s book value show
more financial leverage, and hence higher risk, than the capitalization
measured at its market values.” R.R. at 987a.

The present issue involves the application of a market value cost to
a book value amount of common stock. The PUC made its adjustment to
the common equity cost rate in recognition of the “financial risk” arising
from the different valuation methods.

No witness stated that 0.6% was an appropriate adjustment.
However, as Utility’s expert opined that an adjustment of about 0.8% was
appropriate, the record supports an adjustment larger than that approved.
Further, case law supports an adjustment. E.g., West Penn Power Co.
Also, the amount of the adjustment is exactly the same in this case as in
the last rate proceeding involving Utility. R.R. at 900a. That prior order
was not appealed. Under these circumstances, there was [**19] no abuse
of discretion in making the identical adjustment.
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Popowsly v. Pa. P.U.C., 868 A.2d 606, 612-13 (“faAmerican”). (Footnote omitted).

The Commission has accepted the leverage adjustment in a number of cases, including
PPL Electric’s last fully litigated rate case in 2004. Pa. P.U.C. v. Pa. American Water Co.,
(Jan. 10, 2012), Docket No. R-0001639 (60 basis point adjustment); Pa. P.U.C. v. Philadelphia
Suburban Water Company, (Aug,. 1, 2002), Docket No. R-00016750, 80 basis points; Pa. P.U.C.
v. Pa. American Water Co., (Nov. 8, 2004), Docket No. R-00038304, 60 basis points, affirmed.
Popowsky v. Pa. P.U.C., 868 A.2d 606 (Pa. Cmwlth. 2004); Pa. P.U.C. v. Aqua Pa. Inc, (Aug. 5,
2004), Docket No. R-00038805, 60 basis point adjustment; Pa. P.U.C. v. PPL Electric Utilities
Corp., (Dec. 22, 2004), Docket No. R-00049255, 45 basis point adjustment; Pa. P.U.C. v. PPL
Gas Ulilities Corp., (Feb. 8, 2007), Docket No. R-00061398, 70 basis points.

In Pa. P.U.C. v. Aqua Pa, Inc., (July 17, 2008), Docket No. R-00072711, (“Aqua 2008”)
the Commission declined to use a leverage adjustment in arriving at the DCF cost of equity,

stating as follows:

Based upon our analysis and review of the record, the Recommended
Decision, and the Exceptions and Replies thereto, we reject the ALJI’s
recommendation to add a 65 basis point risk adjustment. The award of
such an adjustment is not precedential but discretionary with the
Commission. In fact, in Met Ed/Penelec (Pa. P.U.C. v. Metropolitan
Edison Co./Pennsylvania Electric Co. Order of Jan. 11, 2007, at R-
000161366 and R-00061367), we specifically approved the removal of
any risk adders from the cost of equity calculations. Met Ed/Penelec at
136.

In the cases cited by Aqua in support of its leverage adjustment, it is
obvious that the DCF results in those cases were not as high as the
unadjusted DCF result we have in this proceeding, since the final cost of
equity in those cases was no higher than 10.6% with the leverage
adjustment. The unadjusted DCF results presented by the Parties in this
case are generally higher than the DCF recommendations from the earlier
cases cited by Aqua. When viewed in the context of the other
methodologies, we conclude that there is no need to have an upwards
adjustment to compensate for any perceived risk related to Aqua’s market-
to-book ratio. Accordingly, we reject the AL)’s recommendation to allow
a 65 basis point leverage adjustment.
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Id., pp. 38-39, (Agqua 2008).

In the Aqua 2008 case cited above, the Commission concluded that the cost of equity was
11.0% applied to a 50.9% common equity ratio. /d., pp. 3 and 53. As noted in the above quote
from the Commission Order, the Commission has applied the leverage adjustment in cases where
it believes market conditions have resulted in a DCF cost rate that is understated. PPL Electric
submits that such conditions appear again in this caée. The DCF result for Mr. Moul’s Electric
Delivery Group would be 9.67% without the leverage adjustment and 9.69% for the Integrated
Electric Group, Mr. Moul cautioned that use of the DCF alone, and certainly without
consideration of the leverage adjustment, significantly understates the cost of equity. When
investors expectation of future earnings are pessimistic due to factors including future regulatory
allowances, there 1s the potential for the DCF to be circular and not market based. PPL Electric
St. 11, p. 24, As explained subsequently in this brief, appropriate application of the Risk
Premium and CAPM analyses confirms that sole use of the DCF analysis without inclusion of
the leverage adjustment will understate the cost of equity.*’

Parties to this proceeding also state that the Commission declined to adopt a leverage
adjustment in the City of Lancaster’s (Water) 2011 base rate proceeding. See Pa. P.U.C. v. City
of Lancaster Bureau of Water, Docket Nos. R-2010-2179103, et al. (July 14, 2011). It is
important to note that the City of Lancaster decision does not stand for the proposition that the
Commission has forever shut the door on adopting a leverage adjustment.. Rather, the
Commission simply exercised its discretion in that proceeding not to adopt a leverage
adjustment, citing the Aqua 2008 case that it was unnecessary to adopt the leverage adjustment

in that proceeding. Id, p. 79. This is consistent with the Commission’s actions in other

3 1&E and OCA offer a series of criticisms of the leverage adjustment in their testimonies. All of these criticisms
have been refuted in this and prior proceedings and rejected by the Commission by adopting the leverage
adjustment, PPL Electric St. 11-R, pp. 26-34; PPL Electric St. 11-RJ, pp. 2-6.
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proceedings where it has reviewed the entire record and either chose to adopt or chose not to
adopt a leverage adjustment based upon the specific circumstances of each case. As explained
above, it is especially appropriate to adopt the leverage adjustment in this proceeding due to the
historically low DCF results. Further, as noted previously, the Commonwealth Court in
PaAmerican specifically affirmed the Commission’s authority to include the leverage adjustment
in the DCF analysis.

Moreover, the City of Lancaster decision is clearly distinguishable. The City 1s not an
investor owned utility, such as PPL Electric. In its Order, the Commission specifically:
recognized that the City did not have the same financial risk as an investor owned utility, stating
as follows:

“We note that the City’s debt cost rate in this proceeding is at
4.66%, which reflects the City’s ability to tax. This illustrates that the
City’s taxing power lowers the City’s financial risk when compared to an
investor-owned utility. Since Lancaster’s status as a municipally owned
utility provides it with the opportunity to obtain debt at this low cost rate
as a result of the City’s ability to tax, this low cost debt should not be
shifted to higher cost equity at the expense of the City’s customers. As a

result, we do not find that the City has to be treated like an investor
owned utility for ratemaking purposes.

(d., p. 54; Emphasis supplied). It is clear from reading the Order that the Commission
recognized that the City did not have the same financial risk as an investor-owned utility, and
this lower risk impacted the Commission’s decision in that proceeding.

b. Risk Premium

PPL Electric witness Moul also performed a risk premium analysis to determine the cost
equity. The risk premium analysis is based upon the basic financial tenet that an equity investor
in a company has greater risk than a bond holder in a company because all interest on bonds are

paid before any return is received by the equity investor and upon bankruptcy or dissolving a
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company the bond holder receives their capital before any capital is provided to the equity
investors. PPL Electric St. 11, p. 44, and Appendix G, p. G-2.

The Risk Premium has common sense appeal to investors, who would expect to earn
cquity retuns in excess of bond returns, as has been the case for any extended period in the
capital markets. Accordingly, the Risk Premium method determines the cost of equity by
summing the expected public utility bond yield and the return of equities over bond returns (the
“equity premium”) over an historic period, as adjusted to reflect lower risk of utilities compared
to the common equity of all corporations. PPL Electric St. 11, pp. 49-50.

Mr. Moul determined the risk premium cost of equity to be 10.75% as follows:

Interest Rate  Risk Premium Cost Rate

5.25% 5.50% = 10.75%

The interest rate used for this calculation is an estimated interest rate for A-rated public
utility bonds. PPL Electric St. 11, pp. 45-46. The risk premium is the average of actual
premium carned by stocks over bonds over recent periods of 1974 — 2007 and 1979 - 2007,
reflecting periods of modern financial circumstances, to produce an unadjusted premium of
6.22%. This historic premium was then adjusted to produce a premium of 5.50%.2* PPL
Electric St. 11, pp. 49-50.

It is to be noted that the risk premium analysis produces a likely low estimate of the cost
of equity for PPL Electric because PPL Electric’s bond rating is lower than the A-rating used in
this analysis indicating greater risk and cost for PPL Electric. PPL Electric’s rating is also

somewhat lower than the ratings for the Electric Delivery Group. PPL Electric St. 11, p. 13.

* Beta reflects the degree to which utility stock prices vary in accordance with the general stock market and is a
measure of the relative lower risk of utilities as compared to the total market which by definition has a beta of 1.0.
PPL Electric St. 11, Appendix H, p. H-3.
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I&E witness Sears contends that the risk premium cannot be used because it relies on
historic risk premiums achieved over bond yields which may not be applicable for the future.
I&E St. 1, p. 19. However, witness Sears uses historic premiums as part of her own CAPM
analysis as a check on her DCF. I&E St. 1, pp. 34-36. Ms. Sears fails to realize that no model is
perfect, and that there are defects in the DCF model as well. PPL Electric St. 11, pp. 24-25.
Investors can weigh historic risk premiums to determine which premiums are reasonable for the
future. Further, the Risk Premium method has been relied upon by the Commission in the past to
check the reasonableness of the DCF model.

In PPL Electric’s 2004 base rate proceeding, the Commission held as follows:

As noted previously, we have primarily relied upon the DCF methodology
in arriving at our determination of the proper cost of common equity. The
ALJ interpreted our previous actions in PA WC and Agqua as not
compelling the use of other methods such as RP and CAPM to form an
equity return based on a composite of the DCF and other methods. We
agree with the ALJ insofar as these prior actions do not compel the use of
methods in addition to the DCF method. However, we conclude that
methods other than the DCF can be used as a check upon the
reasonableness of the DCF derived equity return calculation. We note that
all of the parties in this proceeding with the exception of the OTS have
done so, We will also use the results of the CAPM and RP methods as a
check of the reasonablencss of our DCF calculation.

Those returns indicated by alternative, standard cost-estimation techniques
provide additional measures so as to test the reasonable of our DCF based
cost of equity capital rate of 10.70% (10.25 + 45 for financial risk). The
PPL CAPM study produces a 10.70% return rate for its Electric Company
Proxy Group. A USDOD CAPM study estimates an appropriate equity
return of 11.00% [*103] The USDOD risk premium result is 10.44%.
The OCA estimates a CAPM rate range of 9.0 to 10.0%. Additionally, a
Risk Premium analysis that indicates an appropriate return on equity for
its electric proxy group of 11.75%.

Pa, PU.C. v. PPL Electric Utilities Corp., Docket No. R-00049255, pp. 67 and 72 (Dec. 22,

2007).
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Moreover, in a Philadelphia Suburban Water Company base rate proceeding, the

Commission stated as follows:

We shall adopt the ALJ)’s DCF derived cost of common equity of 12.05%
because we are persuaded that the growth factor adopted by the ALJ is
well within the zone of reasonableness supported by the record evidence.
For all their infirmities, the parties’ risk premium results are
persuasive that the cost of common equity is higher than the DCF
derived result. DCF results have seemed to be on the low side for
some time. In addition, we are persuaded that due to the Company’s
capitalization ratios, it faces a higher financial risk than the barometer
group of companies, In addition, the evidence indicates a need for capital
investment to improve and upgrade its plant. We concur with the OCA
that the correlation between the cost of equity and financial risk cannot be
precisely quantified. The use of informed judgment, however is a sine
qua non of ratemaking in general and setting the cost of capital in
particular. It is attendant upon an evaluation of the unique facts
presented in each proceeding. In this regard, the parties’ analyses
resulted in a range in the cost of equity of between 12.0 to 14.5%. Due
to the evidence that derived DCF results may not fully reflect current
capital costs as well as persuasive evidence that PSWC’s increased
leverage may increase its financial risk vis-a-vis the barometer group
of companies, we are persuaded that a range of reasonableness in the
cost of equity is 13.0 to 14.0 and that a 13.7% cost of equity is
appropriate in this proceeding.

Emphasis supplied. Pa. P.U.C. v. Philadelphia Suburban Water Co., Docket Nos. R-
870840 et al., 96 P.UR. 4t 158, 207, 1988 Pa. PUC LEXIS 433 at *135 - *137, Order entered
July 26, 1988; See also, Pa. P.U.C. v. National Fuel Gas Distribution Corp., Docket No. R-
891218 et al., 109 P.U.R. 4™ 250, 272, 1989 Pa. PUC LEXIS 225 at *52, Order entered
December 29, 1989.

The Commission has clearly relied on the risk premium and CAPM methodologies in
setting the rate of return for utilities. It is especially appropriate for the Commission to rely on

these methodologies in this proceeding given the low, unadjusted DCF resulis.
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c. CAPM

PPL Electric witness Moul also performed a CAPM analysis to estimate the cost of
equity for the Electric Delivery Group and Integrated Electric Group. The CAPM analysis is
similar in concept to the Risk Premium in that it determines a “risk-free” interest rate based on
U.S. Treasury obligations and an equity risk premium that is proportional to the systematic (i.e.,
beta) risk of a stock, which are combined to produce cost rate of equity. PPL Electric St. 11, pp.
50-52.

Mr. Moul determined the risk free rate to be 3.75% based on current and near term
project yields on long term treasury bonds. PPL Electric St. 11, pp. 53-54. Mr. Moul
determined the market or equity premium to be 8.76% premium based upon an average of
historic and projecfed market premiums. PPL Electric St. 11, p. 54 and Appendix H, pp. H-4 to
H-6. Betas are applied to the market premiums to adjust for electric company risks relative to
the total market and the betas are adjusted for the same reasons as the leverage adjustment to the
DCF. PPL Electric St. 11, pp. 52-53. Finally, a size adjustment to reflect greater risk for smaller
firms relative to the market. PPL Electric St. 11, pp. 54-55. The results of the CAPM analysis
are 11.78% for the Electric Delivery Group and 12,48% for the Integrated Electric Group.

The results of the CAPM analysis indicate the upper range of the cost df equity analysis
using the theoretical models typically employed in utility rate cases.

d. Comparable Earnings

PPL Electric witness Moul also performed a Comparable Earnings analysis based on the
principle set forth by the United States Supreme Court that a utility should be afforded an
opportunity to earn a return on its property equal to that being eamed on investments in other

businesses with corresponding risks and uncertainties. Bluefield Water Works v. Public Service
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Commission, 262 U.S. 668 (1982). The analysis identifies non-regulated companies with
comparable risk and produces a cost rate of 11.60%. PPL Electric St. 11, pp. 56-39.

e. PPL Electric’s Evidence Concerning Investors’ Expectations of
the Allowed ROE Confirm PPL Electric’s Requested ROE

Ms. Cannell, a securities analyst and portfolio manager of investments in utility stocks
for nearly twenty years, provided evidence concerning the expectations of investors with regard
to the ROE. PPL Electric St. 12, PPL Electric St. 12-R.

Ms. Cannell explained that markets and credit rating agencies expect supportive and
consistent regulatioﬂ of utilities and that the ROE is a transparent indicator to capital markets of
the relative supportiveness of each regulatory jurisdiction. PPL Electric St. 12, pp. 24-25; pp.
32-38. Ms. Cannell concluded that PPL Electric’s requested ROE of 11.25% would be
considered supportive by investors and credit rating agencies, noting increased risk to equity
investors as reflected in downgrades of PPL Electric and other electric utilitigs since the
Commission’s 10.7% ROE allowance in PPL Electric’s last litigated rate proceeding in 2004.

PPL Electric St. 12, p. 39.

Ms. Cannell also reviewed the proposed ROEs recommended by the I&E and OCA and
provided the following evaluation.

Both I[&E’s recommendation of a 8.38% equity return and OCA’s
proposal of a 9.00% ROE are below the 10.7% level the Company was
last authorized by the PUC in 2004. While interest rates are, indeed, near
historically low levels, that is due to the monetary policy of the Federal
Reserve Board, as stated in my Direct Testimony. Should the PUC adopt
either proposal, both of which reflect an overreaction to artificially low
interest rates, 1 believe it would have a very deleterious impact on investor
perceptions regarding the Company’s eamings and dividend prospects as
well as investors’ view of the quality and consistency of Pennsylvania
regulation. An ROE outcome in the current proceeding deemed as being
inadequate in meeting investors’ requirements for risk compensation most
likely would result in a deterioration of perceptions of the quality of
Pennsylvania regulation. Because regulatory consistency is important to
investors, a reduction of the currently allowed 10.7% return to anywhere
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within a range of 8.38% to 9.0%, particularly since industry and market
risk have risen significantly since 2004, is likely to be disappointing to
investors and create a negative perception of Pennsylvania regulation, A
negative regulatory perception requires a higher compensation for risk
associated with utilities governed by that regulatory jurisdiction.

PPL Electric St. 12-R, pp. 3-4.

Ms. Cannell also illustrated her conclusion by demonstrating that I&E’s proposed ROE
would be the lowest ROE allowed in the United States during the period examined (beginning of
2009), and OCA’s would be higher than only one of the 154 authorized during this period. PPL
Electric St. 11-R, p. 4, Sch, JIMC-1. Ms. Cannell also noted as follows:

This data suggests that neither I&E’s nor OCA’s ROE recommendations
would meet investor expectations for the Company. Moreover, an
authorized return at or near the levels proposed would put the Company at
a distinct disadvantage in the competition for capital going forward.
Adopting either the I&E or OCA proposal also would represent a step
backward by the Commission in establishing a constructive, consistent
regulatory framework for Pennsylvania. It bears mention that Regulatory
Research Associates continues to maintain the “Average/3” ranking of
Pennsylvania regulation it has had in place since late 1998. The undue
reliance on low inferest rates by these witnesses produces unrealistic
equity return rates that do not reflect the requirement that utilities must
raise capital in all markets. Dramatic changes in allowed ROEs like those
proposed in this case by Ms. Sears and Mr. Hill ignore the fact that
investments in utility assets is a long term proposition.

PP, Electric St. 12-R, pp. 4-5.

f. The Cost of Equity Should Include an Increment for
Management Performance

The Commission is required to consider management effectiveness in setting rates. See
66 Pa.C.S. § 523 (in determining just and reasonable rates, the Commission shall consider a
public utility's management effectiveness, operating efficiency and activity or inactivity
regarding conservation). In addition, the Commission has, where appropriate, included an
incremental upward adjustment to the cost of common equity to reflect management

effectiveness. Pa. P.U.C. v. Aqua Pennsylvania, Inc., R-00072711, 2008 Pa. PUC LEXIS 50,

9818533v1 115



*63 (Tuly 31, 2008); Pa. P.U.C. v. West Penn Power Co., Docket Nos. R-00942986, ef al., 1994
Pa. PUC LEXIS 144, *147 (Dec. 29, 1994). In this proceeding, PPL Electric has presented
extensive evidence as to its management effectiveness. PPL Electric’s rate of return witness
recommended a 12 basis point addition to the rate of return for management effectiveness. I&E
and OCA oppose any allowance for tﬁanagement effectiveness and devoted substantial time in
testimony and at hearings attacking the Company’s claim. As explained below, their arguments
are without merit, are unprecedented and should be rejected.

i. . Evidence Of PPL Electric’s Management Effectiveness.

PPL Electric has presented extensive evidence as to its management effectiveness.
Below is a summary of the evidence introduced by PPL Electric to demonsirate its exceptional
management performance.

PPL Electric’s management is effectively controlling costs, while at the same time,
providing customers with high quality service and expanded service options. As detailed in the
Statement of Reasons, the Company has taken substantial efforts to improve productivity and
manage costs, including, but not limited to: (1) new technology to improve productivity and
including advanced meters; (2) a smart grid distribution automation system, which will provide
direct reliability benefits to over 60,000 customers in the project arca and lead to increased
reliability benefits to all customers by providing system operators advanced and timely
situational awareness and control capabilities through a wider deployment throughout PPL
Electric’s service territory; (3) a work and asset management system, which is a new large scale
software solution that will improve associated work management business processes in order to
more effectively and efficiently manage the portfolio of work; (4) several initiatives to improve
storm processes including call handling time and volume; (5) increased investment to address

aging infrastructure, which will have a positive, long-term benefit in controlling reactive
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operating éosts; and (6) capital investment in information systems to support customer choice
and to provide expanded self-service options for customers, which improves service to customers
while controlling operating costs. In addition, the Company is testing and evaluating a variety of
applications and features that will expand the capabilities of the current system and equipment
over the next five years. PPL Electric St. 1, p. 7; PPL Electric Ex. 1, Statement of Reasons.

Although all utilities are required to deploy smart meters, PPL Electric is the only utility
in the Commonwealth that has deployed smart meters to all of its customers. PPL Electric also is
actively pursuing and implementing smart grid technology. PPL Electric plans to deploy self-
healing smart grid functionality to approximately 50% of all customers and circuits by 2019.
PPL Electric Ex. 1, Statement of Reasons, pp. 9-10.

PPL Electric is in the process of developing an enterprise work and asset management
" system that will be used to optimize maintenance and aging infrastructure programs. As the
system is deployed, it will provide the future capability to more effectively store conditional and
operational information associated with specific assets. The Company’s plan is to leverage this
new asset information to optimize maintenance and aging infrastructure replacement programs.
PPL Electric Ex. 1, Statemént of Reasons, p. 10.

After the historic storms of 2011, PPL Elec&ic has undertaken new initiatives fo improve
. storm processes and systems, including;
e Hardware and software upgrades of the Company’s Outage Management System

to speed outage processing;

e Integration with a third-party service to handle customer outage calls when the

telephone infrastructure reaches capacity;
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e Revamped damage assessment processes to better utilize employees with mobile
damage reporting capabilities and, in some cases, utilize retirees;
¢ Re-configured regional storm centers to optimize the flow of outage information
and provide all required support; and
o Implementation of improved estimated restoration time (“ERT”) processes and
associated metrics.
PPL Electric Ex. 1, Statement of Reasons, p. 11.

The Company has successfully deployed a comprehensive family of programs to meet its
requirements under Pennsylvania Act 129. That Act requires electric distribution companies to
work with customers to reduce energy use by 1 percent by May 31, 2011, and 3 perbent by May
31, 2013. 1t also requires a 4.5 percent reduction in peak demand by May 31, 2013. The
Company met the 2011 requirement and expects to meet both of the 2013 requirements. PPL
Electric Ex. 1, Statement of Reasons, p. 12.

PPL Electric implemented a pilot program that allows residential customers to use self-
serve tools (IVR and the web) to establish payment agreements. No other utility has
implemented such a program. This program has been highly successful over 2011, with 275,000
self-serve payments and 107,000 self-serve payment agreemenis. PPL Electric Ex. 1, Statement
of Reasons, pp. 13-14. Given the success of the program, PPL Electric plans to request
Commission approval to implement the program on a permanent basis.

In 2011, for the ninth time, PPL Electric was ranked highest among large electric utilities
" in the eastern United States in J.D. Power and Associates’ annual study of business satisfaction.

PPL. Electric St. 1, p. 8. On July 12, 2012, the Company received its 18th J.D. Power and
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Associates award for being first in customer satisfaction in the eastern United States. PPL
Electric St. 3-R, pp. 23-24.

PPL Electric has undertaken many activities and programs to provide an educational
foundation to help consumers understand a variety of issues associated with shopping for
electricity, the importance of energy efficiency and conservation, and the steps they can take to
help them control the size of their electric bills. PPL Electric Ex. 1, Statement of Reasons, pp.
14-15; PPL Electric St. 6-R, p. 7.

PPL Electric has been an active supporter -of competition. Nearly 75% of the energy
consumed in the PPL Electric service territory is provided by EGSs. PPL Electric Ex. 1,
Statement of Reasons, p. 14. Further, PPL Electric has the highest percentage of total customers
shopping in Pennsylvania among large EDCs. The statewide average of shopping customers is
31.1%, while PPL Electric’s total is approximately 42%. PPL Electric has the highest referral
rate to the papowerswitch.com website. PPL Electric consistently led in “hits” to the website
from its customers, compared to other EDCs. PPL Electric St. 6-R, p. 7, PPL Electric Ex. TCS-
2.

PPL Electric also has been a leader in the development and implementation of universal
service programs. PPL Electric explained that:

In 1980, PPL Electric was the first utility in Pennsylvania to
develop and implement CARES, which is an outreach and referral
service for household confronted with hardships. The Commission
issued a Secretarial Letter on May 31, 1985 (Docket No. M-
840403) encouraging regulated utilities in the state to implement
CARES programs. The Company was one of the first electric -
utilities to implement a utility-sponsored hardship fund
(“Operation HELP”) in 1983, Among regulated utilities,
Operation HELP has been a top fund raiser in Pennsylvania.
From the start of the program in 1983 through 2011, the Company

has donated and raised approximately $23 million to assist 80,000
low-income households. In 1985, PPL Electric introduced the first
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utility-sponsored weatherization program (“WRAP”) for low-

income households in Pennsylvania. The Commission

promulgated regulations in 1988 (Chapter 58, Residential Low-

Income Usage Reduction Programs) requiring utilities to

implement low-income weatherization programs. As noted earlier,

from 1985 through 2011, PPL Electric has expended

approximately $128.4 million to provide weatherization services to

70,000 low-income households.
PPL Electric St. 9-R, pp. 26-27.

The foregoing clearly demonstrates PPL Electric’s efforts to improve its operations in

ways that strengthen reliability, enhance customer satisfaction, respond to customer needs, and
reinforce public and employee safety. For these reasons, the cost of common equity should

include an increment for management performance.

ii. I&E’s And OCA’s Arguments Against Any Allowance
For Management Effectiveness Should Be Rejected.

I&E and OCA oppose any allowance for management effectiveness and devoted .
substantial time in testimony and at hearings attacking the Company’s claim. As explained
below, their arguments are without merit, unprecedented, and should be rejected.

In several arcas where PPL Electric presented clear evidence of management
effectiveness (advanced metering infrastructure, operating initiatives, customer contact center,
customer education, energy efficiency programs, and customer assistance programs), I&E
rejected the evidence because PPL did not demonstrate that its perfonnancé was better than all
other EDCs in Pennsylvania. I&E St. 1, pp. 69-76. This is not the standard for demonstrating
management effectiveness and should be ignored.

The Commission may reward utilities through rates, particularly by way of rate of return
premiums, for their performance. Section 523 of the Public Utility Code provides as follows:

{a) Considerations. --The commission shall consider, in addition

to all other relevant evidence of record, the efficiency,
effectiveness and adequacy of service of each utility when
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determining just and reasonable rates under this title. On the basis
of the commission's consideration of such evidence, it shall give
effect to this section by making such adjustments to specific
- components of the utility's claimed cost of service as it may
determine to be proper and appropriate. Any adjustment made
under this section shall be made on the basis of specific findings
upon evidence of record, which findings shall be set forth
- explicitly, together with their underlying rationale, in the final
order of the commission.

(b) Fixed utilities. --As part of its duties pursuant to subsection (a),
the commission shall set forth criteria by which it will evaluate
future fixed utility performance and in assessing the performance
of a fixed ufility pursuant to subsection (a), the commission shall
consider specifically the following:

(1) Management effectiveness and operating efficiency as
measured by an audit pursuant to section 516 (relating to
audits of certain utilities) to the extent that the audit or
portions of the audit have been properly introduced by a party
into the record of the proceeding in accordance with
applicable rules of evidence and procedure.

¥ ¥k

(4) Action or failure to act to encourage development of cost-
effective energy supply alternatives such as conservation or
load management, cogeneration or small power production
for electric and gas utilities.

* % k

(7) Any other relevant and material evidence of efficiency,
effectiveness and adequacy of service.

66 Pa.C.S. § 523. Clearly, there is nothing in Section 523 that requires a finding that a utility is

performing better than all other utilities in the Commonwealth before it is eligible for an

increment to the rate of return for management effectiveness.

In those areas where PPL Electric is in fact performing better than other similar EDCs,
I&E rejects any consideration because the Company recovered the costs in rates or through

riders. I&E St. 1, pp. 69-76. Under I&E’s view, utilities cannot demonstrate effective
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management in any area unless the utility pays for the associated costs with shareholder money.
There simply is nothing in Section 523 of the Public Utility Code or any order of the
Commission to support I&E’s unprecedented position. I&E’s position would lead to nonsensical
results, under whiéh no utility would be eligible for a management effectiveness allowance.

The principal issue is “not whether PPL Electric’s various practices, processes, or
programs are superior to other electric utilities, or whether the programs and initiatives are
funded by ratepayers. Rather, the principal issue is the broad scope of PPL Electric’s efforts to
improve its operations in ways that strengthen reliability, enhance customer satisfaction, respond
to customer needs, and reinforce public and employee safety. It involves a commitment to
customer services, effective leadership, operational excellence, and a culture of continuous
improvement.

Straying further from any relevance, I&E appears to contend that because PPL
Corporation (holding company) had a profitable year no allowance for management
effectiveness is neceded. Tr. 283-91, 311-13. Of course, the profitability of PPL Corp.’s out of
state operations (regulated or ynregulated) is irrelevant to this proceeding. I1&E certainly would
not consider, and neither would Commission consider out of state operating losses in setting
rates for PPL Electric; the converse also should be true. In any event, PPL Electric did not have
a profitable year that resulted in its earning a reasonable return, which is why the Company is
asking for a rate increase. PPL Electric St. 1, pp. 5, 12; Tr. 312.

Finally, without studying PPL Electric’s management performance, OCA argues that no
allowance should be made because economic times are hard for PPL Electric’s customers and,
therefore, rates should kept as low as possible, OCA St. 2, p. 6; Tr. 320. PPL Electric

recognizes the hard economic times and has responded appropriately. PPL Electric has proposed
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just and reasonable rates that continue to move the rate classes towards cost of service rates,
consistent with the Lloyd decision and the principles of gradualism. Indeed, even if the proposed
rate increase were granted in full, including recognition of management cffectiveness, the
average residential customer’s total bill will be lower than when generation rate caps expired. |
PPL Electric St. 5-RJ, p. 4. PPL Electric has not contributed to economic hard times, it has made
them easier by its numerous programs to assist those customers that are affected the most by
these circumstances. Moreover, the increase requested in this proceeding, if granted in full,
would result in a $7 month increase in the average residential customer’s bill.

I&F’s and OCA’s arguments in opposition to PPL Electric’s proposed 12 basis point
addition to the rate of return for management effectiveness and their contentions are contrary to
Section 523 of the Public Utility Code and largely ignore the extensive evidence of management
effectiveness presented by PPL Electric in this proceeding. For these reasons, I&E’s and OCA’s
arguments should be rejected and PPL Electric’s proposed management effectiveness adder
should be approved.

g. Summary of PPL Electric’s Cost of Equity Presentation

PPL Electric witness Moul has demonstrated that the cost of equity for the Electric
DeIi\}ery Group is between 10.37% and 11.78%. The average of the results of his models is
11.13%, to which he added 0.12% to reflect the management performance of PPL FElectric to
arrive at a cost rate of 11.25%.

2, I&E’s Return On Common Equity Recommendation Is Flawed And
Should Be Rejected

I&E witness Sears uses a DCF model to derive her recommended cost of equity of

8.38%. I&E St. 1, pp. 24-31. Ms. Sears then employs a CAPM analysis, which yields results of
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5.06% based upon an historic market premium and 12.31% based upon a forecasted market
premium. I&E St. 1, pp. 36 and 37.

The fundamental flaw in Ms. Sears’ cost of equity analysis is that she has performed a
flawed DCF analysis. Ms. Sears then compounded this error by not performing any analysis that
can be considered a reasonable check on the reliability of DFC results. In tﬁis regard, Ms. Sears
states in her own direct testimony she has “not given [the CAPM] results a specific weight in
determining my cost of common equity because of the flaws in the CAPM model ...” I&E St. 1,
p. 36. Nor has Ms. Secars explained how a CAPM result of either 5.06% or 12.91% provides any
support to her recommended DCF cost rate of 8.38%.

There are numerous flaws in Ms. Sears’ calculation of the DCF cost rate. These flaws
have been explained in detail in Mr. Moul’s rebuttal testimony. PPL Electric St. 11-R, pp. 15-
26. The principal errors are use of Ms. Sears’ own calculation of log linear growth to determine
the DCF growth rate and the failure of Ms. Sears to employ a leverage adjustment in the DCF
analysis. 1d.

As to the use of Ms. Sears’ calculated log linear growth rates, Mr. Moul explained that no
investor publication uses log linear analysis to estimate future growth rates, and Ms. Sears could
not identify any such publication in cross-examination. PPL Electric St. 11-R, pp. 23-24; Tr.
350. Further, Mr. Moul demonstrated that the log linear process employed ny Ms. Sears reduces
analysts’ projections of growth rates by 1.3038%. Analysts’ projections of earnings growth are
available to investors and influence prices paid for utility stocks and the dividend yield
component of the DCF. In contrast, there is no basis to conclude that log linear growth rates of
future earnings have any effect on the market price since they are not reported by any

publication. PPL Electric St. 11-R, p. 23. Finally, Mr. Moul demonstrated that the log linear

98185331 124



process employed by Ms. Sears develops regressions that explain only a small percentage of the
change in earnings, and therefore are unreliable estimates of growth. PPL Electric St. 11-R, p.
26.

PPL Electric has previously addressed the reasons for use of the leverage adjustment in
the DCF analysis, supra, pp. 105-109. Ms. Sears’ failure to include the leverage adjustment is
also a significant error in her DCF analysis.

An appropriate DCF analysis, using Ms. Sears’ dividend yield, the analysts’ projection of
earnings reported in her testimony and an appropriate leverage adjustment, indicates a DCF cost
rate of 10.38%. PPL Electric St. 11-R, p. 26.

However, it again must be emphasized that Ms, Sears’ testimony contains no reliable
check on the reasonableness of her DCF result. In addition, Ms. Sears recommends a lower ROE
‘allowance than any other state regulatory commission has allowed sinc.e the beginning of 2009.
PPL Electric St. 12-R, Sch. JMC-2. These two circumstances, as well as the evidence of the
errors of Ms. Sears’ DCF analysis, require rejection of her recommendation as to the cost of
common equity.

3. OCA’s Recommended Cost Of Equity Is Flawed And Should Be
Rejected

OCA’s witness, Mr. Hill, also relies primarily on a DCF analysis in arriving at his
recommended cost of equity. OCA St. 3, p. 52. Mr. Hill arrives at a cost rate range of 8.75% to
9.5%, from which he selects a 9.0% cost rate for PPL Electric. OCA St. 2, p. 53,

The principal deficiencies of Mr. Hill’s DCF analysis are that: (1) Mr. Hill understates
the DCF growth rate; (2) Mr. Hill declines to include the leverage adjustment; and (3) Mr. Hill

improperly selects a cost rate in the lower end of his range.
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With regard to the growth rate, Mr. Hill has not given adequate weight to analysts’
projections of earnings growth rates, relying instead on other measures of growth. As explained
by Mr. Moul:

Q. As to the DCF growth component, what financial variables should
be given greatest weight when assessing investor expectations?

A. The theory of the DCF holds that (1) the value of a firm's equity
(i.e., share price} will grow at the same rate as earnings per share
and (2) dividend growth will equal eamings growth with a constant
payout ratio. Therefore, to properly reflect investor expectations
within the limitations of the DCF model, carnings per share
growth, which is the basis for the capital gains yield and the source
of dividend payments, must be emphasized. The reason that
earnings per share growth is the primary determinant of investor
expectations rests with the fact that the capital gains yield (i.e.,
price appreciation) will track earnings growth with a constant price
earnings multiple (another key assumption of the DCF model). It
is also important to recognize that analysts’ forecasts significantly
influence investor growth expectations (see pages E-7 through E-
12 of Appendix E that accompanies my direct testimony). Finally,
it 18 instructive to note that Professor Myron Gordon, the foremost
proponent of the DCF model in public utility rate cases, has
established that the best measure of growth for use in the DCF
model is forecasts of earnings per share growth”  For these
reasons, earnings per share forecasts must be given primary

weight.
PPL Electric St. 11-R, pp. 18-19
Mr. Moul also demonstrated that earnings projections are particplarly important where
dividend payout ratios are projected to decline in part, as a result of an enhanced investment
cycle in the electric industry, and explained why use of projected earnings in the DCF analysis is
appropriate under such circumstances:
“Declining payout ratios mean that earnings per share will grow at a faster

rate than dividends, contrary to one of the basic tenets of the DCF model.
This suggests that the constant dividend payout assumption of the DCF is

»«Choice Among Methods of Estimating Share Yield,” The Journal of Portfolio Management, Spring 1989 by
Gordon, Gordon & Gould.
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particularly inappropriate. It is particularly important to give substantial
weight to forecasted earnings growth rates under these circumstances.”

PPL Electric St. 11-R, p. 20

The second error in Mr. Hill’s DCF analysis is his failure to employ the leverage

adjustment, which is required in this case for the reasons explained previously in this brief,

supra, pp. 105-109.

Mr. Hill then compounds these errors by selectipg an equity cost rate of 9.0% within his
cost rate range of 8.75% to 9.5%. Mr. Hill argues that a lower end cost rate is justified because
PPL Electric is a distribution company only and his group includes electric companies with

generation. OCA St. 2, p. 22. Mr. Moul explained the error of selecting the lower end of the

cost rate range as follows:

“T do wish to emphasize however, that Mr. Hill has created a subset of his
electric barometer group that he has identified as “wires companies.” His
group of “wires companies” consists of just two companies --
Consolidated Edison and PEPCO Holdings. I have never encountered a
situation where a proxy group has consisted of just two companies. A
very small two company group does not contain an adequate sample for
statistical purposes. 1am not aware of a situation where the Commission,
or any other regulatory agency, has ever relied upon a two company
sample for barometer group purposes. As such, Mr. Hill’s “wires
companies” subgroup should not be relied upon to set the Company’s cost
of equity in this case. Mr. Hill’s reliance on his two wires company
barometer group to recommend a cost of equity of 9.0% in the bottom one
third of his 8.75% to 9.5 % range is therefore clearly unjustified.”

PPL Electric St. 11-R, p. 5.

It is clear that Mr. Hill has favored the lower end of the range of his cost of equity range
because Mr. Hill believes that the Commission should lower ROEs because of recent difficult
economic times and the effects of those economic difficulties on customers. OCA St. 2, p. 6.

Again, Mr. Hill looks backward to justify his recommendation instead of forward to reflect the

expectational nature of the cost of capital.
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Mr. Moul illustrated how these errors in Mr. Hill’s analysis can be remedied on the basis
of Mr. Hill’s own data. Even accepting Mr. Hill’s own DCF analysis based on his dividend yield
and growth rates, simply adopting the top end of his range and adding the leverage adjustment of
0.7% indicates a cost rate for common equity of 10.2%. PPL Electric St. 11-R, p. 6.

The error of Mr. Hill’s recommendation can also be illustrated through other statements
and data provided in his testimony. In Mr. Hill’s surrebuttal, he states that the expected return on
- book value is a measure of the cost of capital. OCA St. 2-SR, pp. 22-33. In that same testimony,
he notes that his electric group has an average allowed return on equity of 10.4%. When asked
on cross whether an investor could conclude that the cost of equity was 10.4% for his group, Mr.
Hill replied that it cannot be cost rate because the companies in the group sell at market prices
above book value. Tr. 328. It is clear that Mr. Hill, through his recommendation, thinks that the
Commission should lower equity returns in order to reduce market prices of utilities to book
value. The Commission has previously concluded that controlling market prices of utility stocks
are not the province of the Commission. Pa. P.U.C. v. Blue Mountain Consolidated Water
Company, Docket No. R-78100686, 55 Pa. PUC 502, 1982 Pa. PUC LEXIS 160 *2, *11, (Order
entered January 14, 1982); Pa. P.U.C. v. The York Water Co., Docket No. R-850268 ef al., 62
Pa. PUC 459 1986 Pa. PUC LEXIS 26, *103, n. 24, (Order entered November 25, 1986).
Contrary to Mr. Hill’s suggestion, the average allowed ROE for his barometer group of 10.4% is
one valid indication of the cost of equity that should be granted in this proceeding,

Mr. Hill seeks to support his DCF with other cost rate models. Curiously, all of these
models produce rates within or below his DCF cost rate range. OCA St. 2, p. 52. Nevertheless,
Mr. Moul has explained deficiencies of Mr. Hill’s. CAPM analysis which produces a cost rate

range of 7.66% to 8.14%. PPL Electric St. 11-R, pp. 36-50. As to Mr. Hill’s Market to Book
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Method (“MTB”) method, Mr. Hill has simply reforn;lulated his DCF analysis. Accordingly, this |
method cannot be considered an independent method. PPL Electric St. 11-R, p. 36. Mr. Hill’s
modified earnings price ratio method averages a cost rate based on earnings price ratios of 7.22%
with projected camed returns on equity of 9.88%. OCA Ex. SGH-1, Sch. 9. The Commission
has not used earning price ratios to determine the cost of equity since the change to original cost
regulation. Mr. Hill contends that earnings price ratios understéte the cost of equity and his ROE
on book value overstates the cost of equity, when market prices exceed book value. By
averaging these methods, Mr. Hill is again attempting to determine the ROE that will produce a
market to book ratio of 1,0. PPL Electric St. 11-R, p. 11. As previously noted, the Commission
does not accept Mr. Hill’s contentions that the Commission should seek to reset utility stock
prices to equal book value. Doing so would dramatically reduce stock prices and be highly
detrimental to attempts to raise capital in a market that sells on average well above book value.
PPL Electric St. 11-R, p. 35. Further, Mr. Hill did not identify any investor or investor
publication that suggests that his method is used by investors to determine the cost of equity.

Mr. Hill’s inadequate DCF analysis is not supported by his alternative methods, and
should be rejected.

4,  Return on Equity Conclusion

As explained in this brief, Pennsylvania utilities and the Commission are at a critical
crossroad in terms of raising capital in public markets to finance replacement of aging
infrastructure. The Commission can look backward and base the allowed return on equity on
low interest rates fostered by FOMC action to stimulate the economy. If it does so and adopts
the recommendations of either I&E or OCA, PPL Electric will face a significantly increased
likelihood of further downgrade in its credit ratings, even if PPL Electric is actually able to carn

the allowed return.
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Alternatively, the Commission can look forward, with a keen eye to the requirements of
capital markets as Pennsylvania utilities, and PPL Electric in particular, seck to set financial
profiles that will allow them to raise increasing amounts of capital in public markets to fuﬁd
infrastructure improvements. To be sure, the capital markets are watching carefully. While the
amount of the rate increase is important to investors, and cash flows produced by increased rates
produce are important to credit rating a.gencies, the allowed return on equity is a clear and
important indicator to investors of the quality and consistency of Pennsylvania regulation. PPL
Electric St. 12-R, pp. 3-4.

For these reasons, the ALJ should recommend, and the Commission should adopt, PPL
- Electric’s proposed return on equity of 11.25%, recognizing, as part thereof, an increment for
PPL Electric’s management performance.

VII. TAXES
A, CONSOLIDATED FEDERAL INCOME TAX SAVINGS

PPL Electric is a wholly-owned subsidiary of PPL Corporation, and as such, it is part of
the PPL Corporate System. PPL Corporation, each year, files for all members of the Corpor'ate
System a consolidated federal income tax return. Through the consolidated federal income fax
return, the PPL Corporate System is permitted to offset net tax losses of certain affiliated
companies against net taxable income, thereby reducing the federal income tax liability of the
Corporate System in comparison to the total tax liability of all of the affiliates if they filed
federal income tax returns on a stand alone basis. Under application of the “actual taxes paid”
ratemaking docttjne, subject to certain limitations and exceptions, public utilities are required to
flow through to ratepayers their actual savings from participating in a consolidated federal

income tax return. Barasch v. Pa. P.U.C., 507 Pa. 561, 493 A.2d 653 (1985).
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In accordance with this precedent, PPL Electric performed a calculation of consolidated
federal income tax savings. The savings calculation is set forth in PPL Elecince St. Future 1-
Revised, Sch. D-12, p. 4. PPL Electric’s calculation was based on a three-year average of the
consolidated tax savings generated by the PPL Corporate System. PPL Electric performed its
calculation using data from the three most recent years for which actual data are available, 2009
—2011. PPL Electric St. 8, p. 16. However, under the particular facts and circumstances of this
proceeding, no consolidated tax savings adjustment is appropriate because PPL Electric, for
2012, the future test year in this proceeding, will not be able to take advantage of any theoretical
consolidated tax savings because it is incurring a net operating loss for federal income tax
purposes. Similarly, it experienced a net operating loss for federal income tax purposes for the
historic test year. PPL Electric St. 8, p. 14.

I&E proposes that a consolidated federal tax savings adjustment should be made for PPIL
Electric in this proceeding, despite the fact that PPL Electric is in a net operating loss position for
federal income tax purposes for both the historic and future test years. In order to make the
adjustment, I&E would calculate federal income taxes for the future test year as if rates set in this
proceeding had become effective on January 1, 2012, instead of the date on which they will
actually become effective, January 1, 2013. 1&E St. 2, pp. 51-52.

1&E’s proposed consolidated federal income tax savings adjustment should be rejected.
Contrary to I&E’s contentions, the Commission has established guidelines for the calculation of
tax benefits derived from participation by a public utility in a consolidated federal income tax
return.

These guidelines permit a jurisdiction utility to: (1) determine a
consolidated tax savings benefit based on the average of three most

recently available filed consolidated tax-year returns; (2} adjust the taxable
income of the utility and its affiliates to exclude all non-recurring items
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which contributed to their taxable income and tax losses in that three-year
period; (3) apply on a pro forma basis any tax benefit determined based on
the adjusted historic data to the utility’s future test year results at present
rates; and (4) set the adjustment rate to zero, if the utility’s future test year
tax position is negative.

PPL Electric St. 8-R, p. 35. As shown in Ex. Future 1, Sch. D-12, PPL Electric’s pro forma
results of operations at present rates as adjusted for ratemaking purposes for the future test ye.ar
ending December 31_, 2012 are negative for federal income tax purposes. In other words, PPL
Electric is incurring a loss at present. The principal reason for the loss position is bonus
depreciation and a resulting tax loss carry forward available to the Company. Bonus
depreciati_on was established under the Small Business Jobs Act of 2010, which was signed into
law on September 27, 2010 and the Tax Relief, Unemployment Insurance Reauthorization and
Job Creation Act of 2010, which was signed into law on December 17, 2010. PPL Electric St. 8,
p. 14.

Contrary to I&E’s proposal, consolidated federal income tax savings are calculated at
present rates only, before the determination of any rate increase for four principal reasons. First,
the consolidated tax savings calculation is properly performed based on the actual federal income
data for the utility based upon the parent’s three most recent filed income tax returns. If any
calculated consolidated income tax savings can be derived by.the utility, such savings are applied
to the utility’s test year income tax liability, in this proceeding, 2012. Second, the consolidated
tax savings benefit is not applied when the utility is in a tax loss position because the proposed
rate increase cannot and will not increase PPL Electric’s taxable income for the 2012 future test
year. No consolidated tax savings can be derived by PPL Electric related to its proposed rate
incrgase in this proceeding until the parent files a consolidated tax return for 2013, which will be
filed in 2014. As such, I&E’s proposed adjustment is an attempt to reach improperly beyond the

end of the future test year in order to find taxable income to which a consolidated tax savings
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adjustment could be applied. PPL Electric St. 8-RJ (Part 1}, pp. 6-7. Third, the calculation of
consolidated tax savings must be performed at present rates because it is one of the steps
performed in determining whether rate relief is needed. Fourth, as explained above, the
consolidated tax savings calculation is an application of the “actual taxes paid” doctrine.
Barasch v. Pa. P.U.C., 507 Pa. 561, 493 A.2d 653 (1985). The Supreme Court explained the
application of the doctrine as follows:
Although the Commission is vested in broad discretion in
determining what expenses incurred by a utility may be charged to
the ratepayers, the Commission has no authority to permit, in the
rate-making process, the inclusion of hypothetical expenses not
actually incurred. When it does so, as it did in this case, it is an
error of law subject to reversal.
Id., 507 Pa. at 655, 493 A.2d at 566. 1&E’s attempt to calculate consolidated tax savings based
on a hypothetical level of taxable income that PPL Electric will not experience during the future
test year should be rejected as contrary to law.
1&E’s attempt to impute consolidated tax savings to PPL Electric in this proceeding is

improper and should be rejected.

B. GROSS RECEIPTS TAX

PPL Electric’s total future test year gross receipts tax expense is $50,102,000, which is
comprised of two components. The first component is a pro forma calculation of gross receipts
tax for the future test year at present rates of $43,930,000 (PPL Electric Ex. Future 1, Sch. D-11,
p. 3) and the second complonent is $6,172,000 resulting from the proposed increase in rates. PPL
Electric Ex. Future 1-Sch. D-12, p. 6.

I&E proposes to adjust PPL Electric’s gross receipt tax. I&E’s argues that PPL Electric
owes gross receipts tax only on revenues it actually receives, i.e, total billed revenues less

uncollectible accounts. 1&E St. 2, p. 47. 1&E’s proposed adjustment should be rejected because.
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it disregards changes to the calculation of gross receipts tax imposed by the Pennsylvania
Department of Revenue in Corporate Tax Bulletin 211-02, which was issued on July 20, 2011.

Under the recent Department of Revenue Corporate Tax Bulletin on gross receipt tax,
PPL Electric’s liability for gross receipts tax is not limited to actual revenues received. Instead,
PPL Electric is required to file its gross receipts tax utilizing the accrual method of accounting.
Further, the Corporate Tax Bulletin establishes a reduction against taxable gross income in the
tax year when specific customer accounts actually are written off. This reduction, however, is
subject to onerous documentation requirements including matching of each write-off amount by
customer to the tax period during which the receipts were reported as taxable to Pennsylvania.
Another difficulty, that PPL Electric presently does not have the capability of resolving, is that
PPL Electric’s current system for applying customer payments does not separate payments from
customers between PPL Electric revenue and revenue that it bills for EGSs (who are required to
remit their own gross receipts tax payments) and purchased accounts receivable. PPL Electric
St. 8-RJ (Part 1), pp. 36-37.

In order to obtain the necessary detail at the individual account level, as required by the
Department of Revenue, PPL Electric would have to implement significant and costly system
changes that would require ongoing IT support and business resources. Due to the complexities
of PPL Electric’s billing and payment system, significant testing and corrective actions would be
needed to address and resolve the various potential “glitches” identified during the
implementation process. Based on the volume of customer accounts written off by PPL Electric
each year, the resources that would be required to perform the matching of write-offs to tax

periods would not be cost effective. PPL Electric St. 8-R, pp. 36-37.
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PPL Electric’s calculation of gross receipts tax should be approved because utilizing the
deduction for uncollectible accounts, as recommended by I&E, is not practical at this time for
PPL Electric now and for the foreseeable future.

C. CAPITAL STOCK TAX

PPL Electric’s pro forma future test year capital stock tax liability is $2,098,000. PPL
Electric Ex. Future 1, Sch. D-12, p. 7. This tax was calculated by applying the currently
effective tax rate of 1.89 mils, or 0.189 percent, to the corporation’s net worth, as determined
under the applicable capital stock tax rules. I&E St. 2, p. 49. I&E proposes to adjust PPL
Electric’s capital stock tax. It recommends that the capital stock tax be calculated based upon
the capital stock tax rate of 0.89 mils, or 0.089 percent, that will become effective on January 1,
2013. I&E St. 2, pp. 49-50.

The capital stock tax rate of 0.89 mils should not be used to calculate base rates in this
proceeding. Instead, the change in tax rate that will become effective January 1, 2013 should be
handled through the State Tax Adjustment Surcharge (“STAS”") which is specifically designed to
accommodate changes in four different state taxes, including the capital stock tax, public utility
realty tax, corporate net income tax and gross receipts tax. 52 Pa. Code §§69.51, etc.
Consequently, any change in the capital stock tax rate and any resulting change to PPL Electric’s
resulting tax liability should be handled through the STAS mechanism which is subject to annual
reconciliation. 66 Pa.C.S. § 1307(e).

Because there is a currently effective mechanism for dealing with state tax rate changes,
it is unnecessary to reach beyond the end of the future test year, as I&E proposes to do. Instead,
PPL Electric’s reconcilable STAS should be used as it has been designed by the Commission.

PPL Electric St. 8-R, p. 38.
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VIII. RATE STRUCTURE

A. COST OF SERVICE
1. Introduction

The fundamental purpose of a cost allocation study is to aid in revenue allocation and the
design of rates by identifying all of the capital costs (plant and equipment) and operating costs
(O&M expenses, depreciation, and taxes) incurred by a utility to provide service to its customers,
and then assigning and/or allocating these costs to individual rate classes on the basis of how
those rate classes cause these costs to be incurred. Fully allocated cost of service studies, such as
those presented by PPL Electric in this proceeding, take the Company’s total cost of service and
allocate it to the various rate classes and then calculate the rate of return provided by that class.
The studies then compare the rate of return provided by each rate class to the system average rate
of return to determine if each rate class is paying above or below its allocated cost of service.
That conclusion provides important guidance in base rate proceedings as to whether a rate class
should receive a rate increase; and if so, the amount of the increase. PPL Electric St. 8-R., p. 6.

Although cost of service studies may appear to have great precision, the Commission has
repeatedly recognized that the cost of service study is only a guide to designing rates and is only
one factor, albeit an important one, to be considered in the rate setting process. See, e.g., Pa.
P.U.C. v. Aqua Pennsylvania, Inc., R-00072711, 2008 Pa. PUC LEXIS 50 (July 31, 2008); Pa.
P.UC. v. West Penn Power Co., Docket Nos. R-901609, ef al., 1990 Pa. PUC LEXIS 142, 73 Pa.
PUC 454, 119 P.U.R.4th 110 (Dec. 13, 1990); Pa. P.U.C. v. Pennsylvania Power & Light Co.,
55 PUR 4th 185, 249 (1983). The Commission has concluded further that there is no one singlé
absolutely correct method for preparing cost of service studies. PPL Electric St. 8-R, p. 3; OCA

St. 3, p. 4. In fact, the Commission has referred to cost of service studies as more of an art form
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than science. Application of Metropolitan Edison Co., R-00974008 (June 30, 1998); Pa. P.U.C.
v. Pennsylvania Power & Light Co., 55 PUR 4th 185 (1983).

Recently, the Commonwealth Court of Pennsylvania has coﬁcluded that cost is the
“polestar” of utility ratemaking. Lloyd v. Pa. P.U.C., 904 A.2d 1010 (Pa. Cmwlth. 2006}, appeal
denied, 591 Pa. 676, 916 A.2d 1104 (2007) (“Lloyd”). As a result of the Lloyd decision, cost of
service studies have assumed a greater degree of importance in utility ratemaking, but it still
should be recognized that cost allocation is not an exact science, that there is no single “correct”
cost allocation methodology, and that the Court did not hold that all other considerations are to
be disregarded. |

2. PPL Electric’s Cost of Service Study

Pursuant to the Commission’s regulations at 52 Pa. Code §§ 53.53, et seq., PPL Electric
presented fully-allocated cost of service studies showing the allocation of its distribution costs
among the various rate classes at both present and proposed rates for the historic (PPL Electric
Ex. JMK-1) and future (PPL Electric Ex. IMK12) test years. PPL Electric’s witness, Mr. Joseph
M. Kleha, who has over 30 years experience in preparing cost allocation studies, applied well-
established and appropriate cost allocation principles in preparing these studies. The Company’s
cost of service studies are supported by the testimony of Mr. Kleha, PPL Electric St. 8 and 8-R,
and PPL Electric Ex. JMK-3.

Prior to PPL Electric’s last base rate proceeding, Docket No. R-2010-2161694, the
Company’s cost allocation studies were criticized because not all of the primary voltage level
distribution facilities used in its minimum size system studies had been classified into their
applicable customer-related and demand related components. In response to those criticisms, in
its 2010 base rate proceeding, PPL Electric classified its primary voltage level distribution

»

facilities into their applicable demand-related and “minimum no load” customer-related cost
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components consistent with the National Association of Regulatory Utility Commissioners’
(“NARUC”) Electric Utility Cost Allocation Manual (“Manual”). This approach was opposed
by the OCA and fully litigated in the 2010 base rate proceeding. The ALJ and the Commission
rejected OCA’s proposed éost of service study and adopted PPL Electric’s cost of service study.
PPL Electric St. 8-R, p. 9; OSBA St. 1, p. 5; see also Pa. PUC v. PPL Electric Utilities Corp.,
Docket Nos. R-2010-2161694, et al., 2010 Pa. PUC LEXIS 2001 (December 21, 2010).

The cost of service study methodology proposed by PPL Electric in this proceeding is
virtually identical to the methodology adopted by the Commission in the 2010 base rate
'proceeding. PPL Electric’s proposed cost of service study continues the complete classification
of its distribution facilities into their applicable demand-related and customer components. PPL
Electric St. 8-R, p. 9. As noted by the OSBA, there have not been any significant changes since
the Commission adopted PPL Electric’s cost of service study in the 2010 base rate proceeding
and, therefore, there is no reasonable basis, in the Company’s or OSBA’s view, to re-litigate the
cost of service study in this proceeding. OSBA St. 1, p. 5.

PPL Electric adheres to and follows the NARUC Manual, and the cost allocation
principles set forth therein, to classify its distribution capital and operating costs. Cost of service
studies generally include three fundamental steps. First, costs are functionalized into their
appropriate function: generation, transmission, or distribution. Second, costs are classified as
demand, customer, or energy related. Third, costs are allocated among the rate classes. PPL
Electric St. 8, p. 23.

Consistent therewith, PPL Electric first separated its costs into transmission and
distribution segments.”® PPL Electric St. 8, p. 23. PPL Electric next sub-functionatized

distribution costs between the primary and secondary distribution systems. These primary and

% PPL Electric no longer owns any generation facilities.
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secondary voltage level capital and operating costs are then classified as customer, demand, or

2T A minimum system study secks to

energy related based on a “minimum size system” study.
identify and. quantify the costs that would be incurred to serve a customer with minimal or no
load. The cost of serving a customer with minimal or no load is based on the smallest size
equipment currently being installed on the system. This portion of the distribution system is
classified as customer related. The remaining portion of the costs is allocated on a demand basis.
PPL Electric St. 8, pp. 23-24; PPL Electric Ex. JMK-3.

The next step in preparation of the cost of service study was to allocate the cost of service
among the rate classes. In this step, the costs associated with components of the distribution
system are assigned to the specific rate classes as either demand-related, customer-related, or a
combination of both. Demand-related costs are allocated to each customer rate class based on
that class’ rriaximum non-coincident peak (“NCP”) demand.”® Customer;related costs are
allocated based on the number of customers in the customer rate class. PPL Electric St. 8-R, pp.
7-8.

The only party to oppose PPL Electric’s cost of service study was the OCA. Predictably,
most of the revisions proposed by the OCA would, if adopted, place the residenﬁal ratc classes in
a more advantageous position. PPL Electric St. 8-R, p. 4. PPL Electric, as a party without

incentives to favor one rate class or another, has taken a reasonable, moderate, middle-of-the-

road position in allocating costs to various customer classes. It also should be noted that I&E,

7 Customer-related costs are those that relate to the number of customers served by the Company, e.g., meters.
Demand-related costs are those that relate to the peak load/demand imposed on the Company’s facilities, e.g.,
primary and secondary substation. Enerpy costs are those costs that related to the total amount of electricity
consumed during a given period of time, e.g., purchased generation supply. In general, however, no electric
distribution costs are caused by average or annual amounts of energy delivered by PPL Electric. PPL Electric's
approach of not classifying any electric distribution costs as energy related is consistent with the NARUC Manual.
PPL Electric St. 8, pp. 23-24; PPL Electric Ex. JMK-3.

2 The NCP demand is based on the highest demand imposed by each rate class on the distribution system at any
time during the test year, regardless of the demand placed on the system by other classes at that time. PPL Electric
St. 8, p. 19.
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which represents the public interest in general and not any particular rate class, has not opposed

or criticized the Company’s cost of service study.

3. OCA’s Criticism Of PPL Electric’s Cost Of Service Study Should Be
Rejected

The only party to this proceeding who offered any substantial criticism of PPL Electric’s
cost of service studies was OCA. Specifically, the OCA contended that 100% of PPL Electric’s
primary voltage level facilities are demand related, criticized the use of the minimum system
methodology to determine any customer component of the distribution system, and criticized the
data used by PPL Electric in its minimum system study. For the reasons explained below,
OCA’S criticisms of PPL Electric’s cost of service study are without merit and should be
rejected.

a, The OCA’s Argument That PPL Electric’s Primary Voltage

Level Distribution Facilities Are 100% Demand Related And
Have No Customer Component Should Be Rejected

The central contention presented by OCA is the conclusion that all of PPL Electric’s
primary voltage level distribution system should be classified as demand rrelated, and none of it
should be classified as customer related. OCA St. 3, pp. 17-18. In support of its contention,
OCA argues that there is no distinct difference in the mix of customer classes across the rural
and urban portions of PPL Electric’s service territory and, as such, the Company’s distribution
plant and expenses should be assigned to classes only on utilization and not based on number of
customers. OCA St. 3, p. 18. OCA also argues that the NARUC Manual does not mandate that
all distribution plant be classified as both customer-related and demand-related. OCA St. 3, p.
21. OCA’s arguments are without merit and should be rejected.

Contrary to OCA’s assertions, it is clear that two factors cause electric distribution

companies to invest in plant: (1) the need to meet the peak demands of individual customers and
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(2) the need to interconnect all customers on the distribution system with the transmission
system. A customer who is receiving distribution service must be connected to the- primary
voltage level facilities of PPL Electric’s distribution system in order to be actually provided with
electric service, regardless of the amount of demand/load imposed on the sysiem by the
customer. PPL Electric St. 8-R, pp. 12-13.

Under the QCA’s view of the world, the number of customers would be irrelevant to the
design and structure of a primary voltage level distribution system, as primary voltage level
distribution system costs are only incurred to meet peak demand. Under this view, two utilities
with identical peak demands would have the same primafy voltage level distribution system,
both as to design and cost, even if one utility had one customer and the other had a million
customers. Such a conclusion makes no sense and demonstrates the lack of merit in the OCA’s
position.

It is PPL Electric’s position, based on long-standing practice and precedent, that the
distribution system, both primary and secondary, should be classified as part customer related
and part demand related. The purpose of the minimum size system methodology is to identify
the customer component by determining what portion of the distribution system is required to
simply connect the customer to the system. Obviously, the minimum size system allocation
methodology makes no attempt to address the sizing of those portions of the system needed to
meet peak load requirements or the possible over-sizing of portions of the system. Those
portions of the system should be and are classified as demand related.

In support of its contention that there is no customer component of the distribution

system, OCA relies on a study it conducted of the distribution of customers, by rate class,
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throughout PPL Electric’s service territory, as determined by zip codes. OCA explains its zip
éode analysis as follows:

PPL has made an a priori assumption that it is appropriate to
allocate a portion of its distribution plant based on customer counts
and a portion based on demand levels. As indicated earlier, the
only reason why it may be appropriate to allocate a portion of
distribution plant expenses based on number of customers, rather
than utilization, is due to the possibility that the mix of customer
classes varies significantly across the urban and rural portions of a
service territory. In this regard, T conducted an analysis of the
distribution, or mix, of PPL’s customer classes across its service
area.

PPL’s customers are dispersed in a reasonably proportional manner
throughout its service arca. In other words, there is no distinct
difference in the mix of customers (by class) across the rural and
urban portions of PPL’s service area. The relationship of
Residential customers relative to non-Residential customers is
relatively constant throughout PPL’s service area.

As such, PPL’s distribution plant and expenses are properly
assigned to classes based only on utilization and any consideration
of customer counts is improper for the allocation of distribution
plant, as such, these PPL distribution plant should be classified as
100% demand-related.

OCA St. 3, pp. 17-18. OCA’s approach is erroneous for numerous reasons.

First, OCA’s proposal to classify PPL. Electric’s primary voltage level facilities as 100%
demand-related previously was not accepted by the Commission. In PPL Electric’s most recent
base rate proceeding at Docket No. R-2010-2161694, the OCA presented this same proposal
using the same zip code analysis. The Commission did not accept OCA’s proposal, stating that
“We have reviewed the OCA’s position and Exceptions on this issue and find them to be
contrary to prior Commission action in PPL’s 2004 and 2007 base rate proceedings and

inconsistent with recommended COSS principles as outlined in the NARUC Manual” Pa.
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P.UC. v. PPL Electric Utilities Corp., Docket No. R-20120-2161694, et al., 2010 Pa. PUC
LEXIS 2001 at *57-58 (D.ec. 21, 2010). Rather, the Commission adopted PPL Electric’s
allocation methodology that classifies both its primary and secondary voltage level distribution
facilities based on their applicable demand-related and customer-related components.

Second, OCA begins with an incorrect assumption. OCA opens its discussion of this
issue with the following statement: “PPL has made an « priori assumption‘that it is appropriate
to allocate a portion of its distribution plant based on customer counts and a portion based on
demand levels.” This statement is simply not true. PPL Electric has at least for the last 30 years
classified a portion of its distribution system as demand related and a portion as customer related
and has at least for the last 30 years used a minimum system study to determine these two
components. PPL Electric St. 8, p. 19. Indeed, in PPL Electric’s 2004 base rate case, ALJ
Turner, in her Recommended Decision specifically noted that PPL Electric’s cost of service
studies both were performed using the “minimum size” method and recommended that the
Commission rely primarily on PPL Electric’s cost of service studies for guidance in allocation of
revenue requirement. Pa. P.U.C. v. PPL Electric Utilities Corp., Docket No. R-00049255, p.
142, 2004 Pa. PUC LEXIS 41 (Oct. 21, 2004).29 Moreover, as explained above, the cost of
.service study proposed by PPL Electric in this proceeding is substantially similar to the
methodology adopted by the Commission in the 2010 base rate proceeding. PPL Electric St. 8-
R,p. 9

Third, OCA further states that the only reas.on to have customer component for the
distribution system is if the mix of customer classes (residential vs. business) is significantly

different across the rural and urban parts of a utility’s service territory. OCA St. 3, p. 18. This

» 1n its Order, the Commission did not address issues related to the cost of service studies.
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statement also is incorrect and simply ignores the explanations provided by PPL Electric.
Specifically, it is appropriate to have a customer component of distribution plant because the
number of customers affects distribution system investment. PPL Electric St. 8-R, p. 13. Costs
should be allocated based on the factors that cause a cost to be incurred or cause a cost to vary.
PPL Electric’s distribution costs are incurred and vary based on the number of customers
connected to the system and the demand imposed by th(;se customers on the system. A utility
distribution system with one customer will look quite different from one with one million
customers. The number of custorﬁers is clearly a relevant factor in classifying and allocating
distribution system costs.

Fourth, OCA’s study is flawed because it focuses only on the relative proportion of
residential vs. business customers in rural and urban arcas and ignores the obvious and
indisputable fact that, on an absolute basis, there are many more residential customers than
business customers connected to PPL Electric’s distribution system. Even if the cost of
connecting business customers to the system were the same as the cost of connecting residential
customers, a greater proportion of distribution system plant cost should be allocated to residential
customers because there are so many more residential customers, and therefore a much greater
amount of plant investment is needed to connect residential customers to the system. Although
the relative percentage of residential and business customers may be the same throughout PPL
Electric’s system in both urban and rural areas, the fact remains that there are many more
residential customers than business customers. |

Finally, OCA’s geographic customer mix by rate class analysis does not address the issue
of whether a customer component is appropriate. Rather, OCA’s analysis addresses the issuc of

whether primary voltage level facilities should be classified by separate, regional analyses rather
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than on a statewide basis. This issue is irrelevant because, as confirmed by OCA’s own study,
there are no distinct differences in the mix of customers across the rural and urban portions of
PPL Electric’s service territory. OCA St. 3, p. 18. Further, OCA has not proposed and PPL
Electric does not support a regional approach to classification. Such a regional approach would
result in different rates for different customers in the same customer rate class based upon their
geographic location. PPL Electric St. 8-R, p. 14.

In further support of its proposal that PPL Electric’s primary voltage level facilities be
classified as 100% demand-related, OCA contends that there is nothing in the NARUC Manual
that mandates that all distribution plant and expenses must be classified as both customer-related
and demand-related. OCA St. 3, p. 21. OCA proposes to use a “NARUC report,” which has
been available since December 2000, and Mr. Watkins’ opinion of the guidance the report
provides as the basis for classifying distribution facilities, rather than the actual guidance
provided in the NARUC Manual. However, there is significant uncertainty as to the import of
the “NARUC report” and whether it is intended to be a statement of NARUC policy. Tr. 515-19,
522-23. Indeed, the “NARUC report” explicitly states that “[the views and opinions expressed
herein are strictly those of the authors and may not necessarily agree with, state or reflect the
positions of NARUC, the Energy Foundation or those who commented on the paper during its
drafting”  Tr. 518.  Further, the “NARUC report” does not even support OCA’s
recommendation. Instead, it supports rate designs based on marginal pricing principles that are
not used in Pennsylvania. Tr. 520-21.

PPL Electric and other electric utilities have followed the actual guidance provided in the
NARUC Manual since 1973. The NARUC Manual clearly states that distribution plant and

expenses have both a demand-related component and a customer-related component. PPL
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Electric St. 8-R, p. 12; PPL Electric St. 8-RJ, pp. 6-7. Further, OCA ignores that, in PPL
Electric’s 2010 base rate proceeding, the Commission specifically found that PPL Electric’s cost
allocation study, and the results of its related minimum size system study, were consistent with

the published NARUC Manual.

b. The OCA’s Criticisms Of PPL Electric’s Minimum Size
System Study Should Be Rejected

In this proceeding, PPL Electric employed a minimum size system study to allocate
distribution plant and expenses as customer-related and demand-related. A minimum size
system study seeks to identify and quantify the costs that would be incurred to serve a customer
with minimal or no load. The cost of serving a customer with minimal or no load is based on the
smallest size equipment currently being installed on the system. This portion of the distribution
system is classified as customer related. The remainder of the system is classified as dem;cmd
related. The minimum size system study used in this proceeding is the same methodology
approved by the Commission in PPL Electric’s 2010 base rate proceeding at Docket No. R-2010-
2161694. PPL Electric St. 8, pp. 20-22; PPL Electric Ex. JMK-3.

Although the OCA prefers the zero-intercept method to allocate distribution plant,*® OCA
concedes that the minimum size system method is a generally accepted methodology for
allocating distribution plant. OCA St. 3, pp. 23-25. The OCA also concedes that the minimum
size system study used by PPL Electric in this proceeding is consistent with the methodology
approved by the Commission in the Company’s 2010 base rate proceeding. OCA St. 3, p. 25.
Notwithstanding, the OCA criticizes PPL Electric because its minimum size system study is
based on the smallest size distribution equipment currently being installed on its system; because

certain individual components of that equipment may be sized not just for peak loads, but also

3 Although the OCA raised the "zero intercept” method as an alternative method for classifying costs as customer-
related, it did not offer the results of using that method. OCA St. 3, p. 27.
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for safety, reliability and a level of growth in load; because of the classification of primary
voltage level overhead and underground conductors and devices and associated poles, towers,
fixtures, conduits, and facilities as customer-related and demaﬁd-related components; and,
because, in the OCA’s opinion, PPL Electric purchases some materials that are smaller than the
min.imum size used in its study. OCA St. 3, pp. 28-35. For the reasons that follow, the OCA’s
criticisms of PPL Electric’s minimum size system study should be rejected.

Preliminarily, PPL Electric notes that it has followed the minimum size system guidelines
set forth in the NARUC Manual (pp. 90-91), which defines a minimum size distribution system
as that based on the smallest size equipment currently being installed by the utility. As such, it
clearly is recognized that the size of individual components of the minimum size system can
change over time as the load imposed by customers and/or the number of customers on an
electric utility’s distribution-related facilitics changes. Moreover, the NARUC Manual (p. 97)
clearly states that customer-class NCP demands are the load characteristics that normally are
used to allocate the demand-related component of distribution-related facilities. Therefére, the
OCA’s criticisms of PPL Electric's use of a minimum size system study are unsupported and
clearly inconsistent with the NARUC Manual. PPL St. 8-R, p. 15.

The OCA also criticizes the Company’s fninimum size system study because ils
minimum equipment has some capability to carry load in case of emergencies and interruptions
on other equipment, OCA St. 3, pp. 26-27. However, a minimum size distribution system, by
definition, must have some capability to carry load. The fact that some equipment in the
Company’s minimum size system has some nominal capability to carry load provides no basis

for rejecting it.
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PPL Electric explained that in response to the criticism received from several parties in
the Company’s prior base rate proceedings regarding the capability to carry load of some
equipment used in its minimum size system study, PPL Electric undertakes a yearly analysis to.
identify the customer-related “minimum or no load” portion of that equipment. The results of
this analysis were applied to primary and secondary voltage level overhead and underground
transformers. Accordingly, only the “minimum or no load” portion of these facilities has been
classified as customer-related; the remaining portion of these facilities has been classified as
demand-related. All other distribution facilities are considered fo be in a "no load” condition
until such time as a customer imposes some level of load (demand) on those facilities. PPL
Electric St. 8-R, pp. 16-17. As such, PPL Electric’s minimum size distribution equipment
reflects the appropriate level of ‘capability to carry load that meets the requirements of its
minimum size distribution system. PPL Electric St. 8-R, pp. 18-19.

The OCA also contends that PPL Electric’s study is unreasonable because it allocates of
57% of the cost of primary voltage level overhead conductors and 82% of the cost of primary
voltage level underground conductors as customer-related because they are required to connect
customers, while 64% of the cost of secondary voltage level overhead conductors and 55% of the
cost of secondary voltage underground conductors are required to connect customers. OCA St.
3, pp. 31-32. In rebuttal, PPL Electric explained that customers located in rural and suburban
arecas primarily are served by primary voltage level overhead and underground facilities, while
customers located in urban areas are served by both primary and secondary level overhead and
underground facilities. Because PPL Electric’s service territory is mostly rural and suburban in
nature, the design and operation of PPL Electric’s distribution system results in the utilization of

a much lower quantity of secondary voltage level conductors than mostly urban electric utilities.
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PPL Electric St. 8-R, pp. 22-23. Therefore, it is not surprising that PPL Electric’s minimum size
system study reflects a higher customer-related component for the primary voltage system.

The OCA also criticizes PPL Electric’s minimum size system study because the
Company’s record keeping practices are insufficient to determine the cost per foot of wires sizes
smaller than 1/0. OCA St. 3, pp. 29-30. In rebuttal, PPL Electric explained that PPL Electric's
continuing property records are kept in full compliance with the FERC’s Uniform System of
Accounts (“USOA”), 18 C.F.R., Part 101, which has been adopted by this Commission. Further,
the Company’s books and records are subject to audit by both the FERC and this Commission.
PPL Electric St. 8-R, p. 23.

The OCA further criticizes PPL Electric’s minimum size system study because PPL
Electric’s conductors are recorded on a linear foot basis, not a circuit foot basis. OCA St. 3, p.
30. However, there is nothing in the USOA instructions for Accounts 365 - Overhead
Conductors and Devices and 367 - Underground Conductors and Devices that requires that these
conductors must be accounted for on a circuit foot basis. PPL Electric has been accounting for
its conductors on a linear foot basis for at least 50 years. PPL Electric St. 8-R, p. 23.

Finally, the OCA criticizes PPL Electric’s minimum size system study because, in OCA’s
. opinion, PPL Electric’s cost allocation methodology is biased against the residential customer
class. OCA St. 3-SR, p. 2. However, as explained in the direct, rebuttal, and rejoinder testimony
of Joseph M. Kleha, the Company’s cost allocation methodology follows the guidénce set forth
in the published NARUC Manual to determine the overall and rate class results of the cost
allocation studies. PPL Electric does not skew or manipulate its minimum size system study to
obtain specific results. Further, the residential class is the largest customer class and, therefore,

utilizes the largest proportion of PPL Electric’s primary voltage level and secondary voltage
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level distribution facilities. PPL Electric St. 8-RJ, p. 7. Clearly, this supports the allocation of
the majority of the costs associated with these facilities to the residential class. There simply is
nothing of record to suggest that PPL Electric’s minimum size system study is biased against the

residential class.

c. The OCA’s Recommended Adjustments To PPL Electric’s
Minimum Size System Study Should Be Rejected

The OCA proposes several adjustments to PPL Electric’s minimum size system study.
The OCA recommends that PPL Electric’sr minimum size study exclude fiber optic
communication cables. In support, the OCA contends that fiber optic cables should not be
included with primary voltage level overhead conductors because they are not being used to
conduct electricity. OCA St. 3, p. 31. However, the OCA overlooks the fact that these fiber
optic cables are necessary for the proper, safe, and reliable operation of PPL Electric’s primary
voltage level distribution facilities. PPL Electric explained that the fiber optic cable is required
to communicate with the Company’s System Control and Data Acquisition ("SCADA") devices,
circuit breakers, and sectionalizing devices. These facilities are attached to PPL Electric's
primary voltage level distribution facilities and are required for the system to operate in a reliable
and safe manner. PPL Electric St. 8-R, pp. 23-24. Therefore, it is entirely appropriate fof PPL
Electric’s minimum size system study to include fiber optic communication cables with its
primary voltage level overhead conductors.

The OCA further criticizes the use of multiplex secondary voltage level overhead
conductors in PPL Electric’s minimum size system. The OCA recommends that the minimum
size system study include two-wire size overhead conductor at the secondary voltage level.
OCA St. 3, pp. 30-31. The two-wire minimum recommended by the OCA is a hypothetical

system that does not reflect PPL Electric’s actual system. PPL Electric does not currently have a
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two-wire size conductor distribution system and has not had such a system since the 1960s. PPL
St. 8-R, p. 24, 27-29. The OCA’s proposal to use hypothetical two-wire conductors is
inappropriate and should be rejected.

The OCA also tejects PPL Electric’s use of a 40-foot wood pole as the minimum size
pole for purposes of its minimum size system study and, instead, recommends that PPL Electric
usc the average cost of a 35-foot pool. In support, the OCA interprets a discovery response
provided by PPL Electric to conclude that the Company “currently purchases a significant
number of poles under 40-feet in length.” OCA St 3, p. 28. Although PPL Electric does
purchase 25, 30 and 35-foot poles, PPL Electric clearly explained that these pole sizes are
considered to be specialty items because their limited and specialized use on PPL Electric's
distribution system. These smaller pole sizes are used to serve street lighting appliances and for
service drops and guying applications, rather than to carry overhead primary and secondary
conductors and devices that directly serve customers. The minimum size pole that is actually
used on PPL Electric’s distribution system to carry overhead primary and secondary conductors
and devices is a 40-foot pole. PPL Electric St. 8-R, p. 25. Using 40-foot poles instead of smaller
poles allows for longer spans of conductors and decreases the number of poles required. Tr. 526-
27. Accordingly, the OCA’s proposal to price a 40-foot pole at the cost of a 35-foot pole is
inappropriate and should be rejected.

The OCA also rejects PPL Electric’s use of 1/0 aluminum conductor steel-reinforced
(“ACSR”) conductor as the minimum size conductor for purposes of its minimum size system
studsf and, instead, recommends that PPL, Electric use the cost of a smaller 2/0 ACSR bare
condﬁctor. In support, the OCA interprets a discovery response provided by PPL Electric to

conclude that the Company currently purchases a “significant amount” of smaller ACSR bare
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aluminum cable at a lower per unit cost. OCA St. 3, p. 29. Although PPL Electric does purchase
2/0 ACSR conductor, PPL Eleciric clearly explained that this smaller conductor has a limited use
on the Company’s distribution system, generally for temporary repairs during emergencies. PPL
Electric St. 8-R, p. 26. Accordingly, the OCA’s suggestion that 1/0 ACSR conductor should be
priced at the cost of 2/0 ACSR conductor is inappropriate and should be rejected.

B. REVENUE ALLOCATION
1. Introduction

PPL Electric’s proposed allocation of revenue requirement among the rate classes in this
proceeding is driven largely by the Commonwealth Court’s decision in Lioyd v. Pa. P.U.C., 904
A.2d 1010 (Pa. Cmwlth. 2006), which involved, inter alia, an appeal of the revenue allocation in
PPL Electric’s 2004 base rate proceeding, In that case, the Court concluded that, although other
factors can be given some consideration, cost of service is the “polestar” of utility rates. The
Court concluded further that other considerations, such as gradualism, should not be permitted to
“trump” cost of service as the primary basis for allocating the revenue increase. The Court
remanded the proceeding to the Commission for further consideration of the revenue allocation
in light of the principles set forth in the Court’s decision. PPL Electric St. 5, p. 7.

In the remand proceeding before the Commission, PPL Electric and the other parties
entered into a settlement, which was approved by the Commission in an Order entered on July
25, 2007. As part of the settlement, PPL Electric agreed to move distribution rates to “at or
near” the full cost of providing service over a series of future distribution rate cases. PPL
Electric St. 5, pp. 7-8.

In this proceeding, PPL Electric has sought to allocate the proposed distribution rate
increase in a way that is consistent with regulatory practice and precedent, including the Lioyd

decision and the Commission’s order approving the remand settlement, and which reasonably
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balances the interests of customers in the various rate classes and does not result in undue rate
discrimination. PPL Electric St. 5, pp. 8-9.

2. PPL Electric’s Revenue Allocation

As an initial step in allocating the proposed distribution rate increase, PPL Electric first
developed a revenue allocation that strictly followed cost of service and moved all rate classes to
the proposed system average rate of return. Upon review, however, PPL Electric determined that
this approach did not produce a just and reasonable result. Specifically, the increase to the
residential rate classes would have been far in excess of the total increase requested in this case.
Further, this initial cost-based allocation produced a distribution rate increase to customers
served under Rate Schedule RTS of about 165 percent. PPL Electric St. 5, p. 9. Such increases
for an entire rate class are to be mitigated where it is practical to do so and where mitigation can
be accomplished without unfair effects on other customers.

In order to avoid these unreasonable results, PPL Electric developed an alternative
allocation.  Specifically, PPL Electric limited the increase to Rate Schedule RTS fto
approximately one-half the amount that would have been required to move the class to the
system average rate of return. This reduced the increase to Rate RTS from about 165 percent to
about 78 percent. Although virtually all of the proposed revenue increase was applied to the
residential class, PPL Electric also is proposing increaées to some non-residential rate schedules
that are offset by decreases in other rate schedules to bring all rate classes closer to the system
average rate of return, while still considering the principle of gradualism. PPL Electric St. 5, pp.
10.

In this context, it should be noted that, unlike most other parties to this proceeding, PPL
Electric has no “ax to grind” regarding the allocation of revenue to any particular rate classes.

Instead, PPL Electric again in this proceeding has proposed allocations that are fair, reasonable,
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even-handed and consistent with sound rate-making principles. It must be noted also that I&E,
the other party with no “ax to grind” on revenue allocation issues, has voiced no objection or
opposition to PPL Electric’s proposals.

PPL Electric’s proposed allocation follows the results of PPL Electric’s cost of service
study, PP, Electric Ex. JMK-2. Although this allocation does not perfectly match the results
that would be achieved by strict adherence to the cost-of-service study, it does result in
substantial movement of all rate classes toward the system average rate of return, as shown by

the chart below, which is taken from PPL Electric Ex. IMK-2, pp. 8-11:

Relative Rate of Return
Rate Classes Present Rates Proposed Rates

RS 63.03% 83.81%
RTS -65.31% 23.05%
GS-1 133.55% 99.05%
GS-3 285.18% 196.34%
LP-4 163.36% 118.44%
LP-5 -90.72% 98.94%
LPEP 353.09% 256.26%
GH-2 86.64% 103.55%

SI/AL 100.49% 99.65%
Total PA 100% 100%
Jurisdictional

Clearly, PPL Electric’s proposed allocation of revenue requirement among the rate classes is
reasonable and achieves substantial progress in moving rate classes toward the system average
rate of return. This result is consistent with the Lloyd decision and the Commission’s order

approving the remand settlement. PPL Electric’s proposed allocation should be adopted.
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3, OCA’s Proposed Allocation Should Be Rejected

OCA proposed an alternate cost of service study that results in a substantially different
revenue allocation than that proposed by the Company. Based thereon, the OCA also proposed a
different allocation of revenue requirement, as shown by the chart below, which is taken from

OCA St. 3, pp. 37, 41:

Relative Rate of Return
Rate Classes Present Rates Proposed Rates
RS 112% 111%
RTS -93% -53%
GS-1 180% 131%
GS-3 104% 109%
LP-4 -13% 11%
LP-5 -88% -4%
LPEP 399% 289%
GH-2 30% 50%
SL/AL 91% 111%
Total PA 100% 100%

Jurisdictional

The OCA’s proposed allocation of PPL. Electric’s distribution revenue requirement is
clearly strongly influenced by its own cost of service study, which should be disregarded for the
reasons explained more fully above.”! In summary, OCA’s cost of service study, under which all
primary voltage level distribution plant is classified as demand-related, should be rejected
because it is based on the assumption that there is no customer component of distribution plant
and is contrary to the NARUC Manual, general industry practices, and decisions of this
Commission in prior PPL Electric rate proceedings. Similarly, OCA’s criticisms of PPL

Electric’s minimum size system study should be rejected because they are unsupported by the

3 See Section VIILA.3, supra.
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record and clearly inconsistent with the NARUC Manual. Finally, OCA’s revenue allocation
should be rejected because it clearly favors the residential class over other rate classes by failing
to properly allocate to the residential class all costs incurred to serve it.*?

4. Scale Back

I&E and OSBA each offer a scale back proposal in the event that the revenue increase
granfed PPL Electric in this proceeding is less than that which the Company has proposed. 1&E
recommends that the first $1,784,000 of any scale back be used to reduce the allocation to Rate
Schedule RTS and then additional reductions be applied to Rate Schedules RS, GH-2, SL/AL,
and, contingent on other factors, LP-5. 1&E St. 3, pp. 15-20. OSBA proposes that any reduction
in the overall rate increase be shared among the rate classes in proportion to the Company’s
proposed total revenues in this proceeding. OSBA St. 1, pp. 12-13.

The. Company believes that OSBA’s proposed scale back, while not achieving system
average returns in all rate schedules, does continue to move rate classes towards the system
average return. The Company acknowledges that movement toward the system average return 1s
an important objective and has made certain proposals in its direct case in this proceeding toward
that end. However, the Company also believes it is important to consider the expectations of
customers who may not be experts in revenue allocation and rate design principles. The
Company believes it will be difficult for customers, especially residential customers, to accept a
scale back that gives reductions to customers who were not, in the first instance, expecting an
increase or, in the extreme, gives greater reductions to certain customers than were originally

proposed. Accordingly, the Company recommends that any scale back of revenues be applied on

¥ See Pa, P.U.C. v. PPL Electric Utilities Corp., Docket No. R-2010-2161694, ef al., 2010 Pa, PUC LEXIS 2001
(December 21, 2010) (rejecting OCA’s revenue allocation in PPL Electric’s 2010 base rate proceeding, holding that
it did not represent an accurate allocation methodology because it did not properly allocate to the residential class all
cosls incurred to serve it).
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a proportional basis to only those rate schedules which, under the Company’s original proposal,
would be receiving increases. PPL Electric St. 5-R, p. 4.

C. TARIFF STRUCTURE

1. Rate Design
a, Summary of Proposed Rate Design

PPL Electric explained that there are only two types of costs of providing service for
distribution customers, customer-based and demand-based. The fundamental principle employed
to guide the design of rates was, consistent with the nature of distribution service, to move from
revenue collection through usage-based charges to revenue collection that more accurately
reflects how costs are actually incurred by an electric distribution company. In this proceeding,
PPL Electric has proposed to continue to move toward distribution rates that are more demand-
and customer-based, and less usage-based. PPL Electric St. 5, pp. 11-12. A summary of
proposed changes in rate design for each rate schedule is provided below.

Rate Schedule RS-Residential Service: In PPL Electric’s presently effective

residential Rate Schedule RS, a large portion of the distribution revenue is being collected
through usage or kWh charges. PPL Electric’s minimum size system study indicates that
residential customers should be paying a monthly customer charge in excess of $30 as compared
to the current monthly chafge of $8.75. In this proceeding, PPL Electric has proﬁosed to
increase the customer charge for Rate Schedule RS from $8.75 to $16.00 per month and decrease
the kWh charges from $0.03364 to $0.03340. PPL Electric St. 5, pp. 11-14; PPL Electric Exs.
DAK 1, DAK 2; PPL Electric Ex. No. 1, Exhibits Regs., § 53.53, Part 1V, Questions C through
E. PPL Electric’s proposal to increase the customer charges and reduce the enérgy charge for
Rate Schedule RS is consistent with Lloyd, which held that rate structures should be adjusted to

reflect the cost of service to each rate class and to eliminate cross-subsidization. I&E, OCA, and
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CEO oppose PPL Electric’s proposal to increase the Rate Schedule RS customer charge, which

the Company addresses below.

Residential Thermal Storage — Rate Schedule RTS: As previously explained, the

increase in revenue requirements for Rate Schedule RTS was capped to limit the increase to
approximately one-half the amount require to move this rate schedule to the system average.
The customer charge for Rate Schedule RTS presently is $18.06. PPL Electric has proposed that
the entire increase to Rate Schedule RTS be recovered through kWh charges. Therefore, PPL
Electric proposes that the customer charge for Rate Schedule RTS remain at $18.06, and that the
kWh charges be increased from $0.01425 to $0.02598. PPL Electric St. 5, p. 14; PPL Electric
Exs. DAK 1, DAK 2; PPL Electric Ex. No. 1, Exhibits Regs., § 53.53, Part IV, Questions C
through E. PPL Electric’s proposal is consistent with the principles of gradualism, while
continuing to move Rate Schedule RTS towards cost of service rates. This proposal was

unopposed and should be approved.

Residential Time of Date - Rate Schedule RTD: The distribution rates charged
under Rate Schedule RTD are identical to the distribution rates charged under Rate Schedule RS,
Rate Schedule RTD is an older rate schedule that has been superseded by the Time of Use
(“TOU”) rate option under GSC-1. PPL Electric therefore has proposed to eliminate Rate
Schedule RTD. PPL Electric St. 5, p. 14; PPL Electric Exs. DAK 1, DAK 2; PPL Electric Ex.
No. 1, Exhibits Regs., § 53.53, Part TV, Questions C through E. I&E opposes PPL Electric’s
proposal to eliminate Rate Schedule RTD, which the Company addresses below. No other
parties opposed this proposal.

Small General Service — Rate Schedule GS-1: PPL Electric has proposed to

increase the customer charge from $14.00 to $16.00 per month and decrease the demand charge
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from $4.530 to $4.258 per kW. PPL Electric has installed demand meters on all GS-1 customer
premises, except for small unmetered constant load accounts. PPL Electric St. 5, p. 15; PPL
Electric Exs. DAK 1, DAK 2; PPL Electric Ex. No. 1, Exhibits Regs., § 53.53, Part IV,
Questions C through E. PPL Electric’s proposal to increase the customer charges and reduce the
demand charge for Rate Schedule GS-1 is consistent with Lloyd, which held that rate structures
should be adjusted to reflect the cost of service to each rate class and to eliminate cross-
subsidization. I&E argues that the customer charge for Rate Schedule GS-1 should not be
increased, which the Company addresses below. No other parties opposed tﬁis proposal.

Large General Service - Rate Schedule GS-3: PPL Electric has proposed to

increase the customer charge from $30.00 to $40.00 per month and decrease the demand charge
from $4.510 to $4.192 per kW. PPL Electric St. 5, p. 15; PPL Electric Exs. DAK 1, DAK 2;
PPL Electric Ex. No. 1, Exhibits Regs., § 53.53, Part IV, Questions C through E. PPL Electric’s
proposal to increase the customer charge and reduce the demand charge for Rate Schedule GS-3
is consistent with Lloyd, which held that rate structures should be adjusted to reflect the cost of
service to each rate class and to eliminate cross-subsidization. I&E argues that the customer
charge for Rate Schedule GGS-3 should not be increased, which the Company addresses below.

No other parties opposed this proposal.

Large Power Firm Service at 12 kV — Rate Schedule LP-4: PPL Electric has
proposed to increase the customer charge from $160.19 to $170.00 per month and decrease the
demand charge from $2.136 to $2.127 per kW. PPL Electric St. 5, p. 16; PPL Electric Exs. DAK

1, DAK 2; PPL Electric Ex. No. 1, Exhibits Regs., § 53.53, Part IV, Questions C through E. PPL
Electric’s proposal to increase the customer charges and reduce the demand charge for Rate

Schedule LP-4 is consistent with Lloyd, which held that rate structures should be adjusted to
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reflect the cost of service to each rate class and to eliminate cross-subsidization. [&E argues that
the customer charge for Rate Schedule LP-4, should not be increased, which the Company
addresses below. No other parties opposed this proposal.

Large Power Interruptible Service at 12 kV — Rate Schedule IS-P: There are only

two accounts on Rate Schedule IS-P, both owned by the same corporation. PPL Electric has
proposed to eliminate Rate Schedule IS-P and move these two accounts to Rate Schedule LP-4.
From a delivery perspective, there is no difference between Rate Schedules IS-P and LP-4
because the metering, meter reading, billing, and service are the same. Further these two rate
schedules are part of the same default generation supply procurement group. Finally, all of PPL
Electric’s interruptible service programs have been superseded by PJM’s programs, and these
two accounts are enrolled in the PJIM programs. The elimination of Rate Schedule IS-P will not
affect the participation of these accounts in the PJM programs. PPL Electric St. 5, p. 16; PPL
Electric Exs. DAK 1, DAK 2; PPL Electric Ex. No. 1, Exhibits Regs., § 53.53, Part IV,
Questions C through E. 'This proposal was unopposed and should be approved.

Large Power Service at 69 kV — Rate Schedules LP-5, LP-6, and IS-T: PPL

Electric has proposed to increase the customer charge for Rate Schedule LP-5 from $709.00 to
$1,125.00 per month. Presently there are only two customers on Rate Schedule LP-6. There is
no difference between Rate Schedules LP-6 and LP-5 and, therefore, PPI. Electric has proposed
to eliminate LP-6 and move the two remaining customers to Rate Schedule I.LP-5. Finally, PPL
Electric has proposed to eliminate Rate Schedule IS-T because there are -no customers on this
interruptible service program. All of PPL Electric’s interruptible service programs have been
superseded by PJM’s programs. PPL Electric St. 5, p. 17; PPL Electric Exs. DAK 1, DAK 2;

PPL Electric Ex. No. 1, Exhibits Regs., § 53.53, Part IV, Questions C through E. 1&E argues
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that the customer charge for Rate Schedule I.P-5 should not be increased, which the Company

addresses below. No other parties opposed this proposal.

Electric Propulsion, - Rate Schedule LPEP: PPL Electric has not proposed any

changes to this rate schedule. PPL Electric St. 5, p. 18.

Interruptible Green House Lighting — Rate Schedule IS-1: There currently is only

one customer on Rate Schedule IS-1. PPL Electric has proposed to begin phasing out this rate
schedule over the next few rate cases. Curently, custorﬁers oﬁ Rate Schedule IS-1 do not have
an incentive to interrupt during an emergency. Accordingly, PPL Electric has proposed a new
$25.00 per kW penalty for load that exceeds the interruptible requirement during the period of
the requested interruption. PPI, Electric also has proposed the elimination of the Time of Day
provisions of Rate Schedule IS-1. Instead, the customer’s demand will be the maximum 15-
minute demand in the month without Time of Day considerations. Finally, PPL Electric has
proposed to decrease the customer charge from $840.00 per month to $40.00 per month, the
same as that proposed for Rate Schedule GS-3, and to introduce a demand charge of $2.75 per
kW. PPL Electric St. 5, pp. 18-19. This proposal was unopposed and should be approved.

Commercial space Heating — Rate Schedules GH-1 and GH-2: All GH-1

customers currently are paying more for distribution service than they would pay on comparable
rate schedules. PPL Electric has proposed to eliminate Rate Schedule GH-1 and transfer the
remaining customers to Rate Schedules LP-4, GS-3, or GS-1, depending on the service voltage
and number of phases supplied by the Company. For Rate Schedule GH-2, the Company
proposes to increase the customer charge from $14.00 per month to $16.00 per month. PPL

Electric St. 5, pp. 19-20; PPL Electric Exs. DAK 1, DAK 2; PPL Electric Ex. No. 1, Exhibits
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Regs., § 53.53, Part 1V, Questions C through E. This proposal was unopposed and should be
approved.

As indicated above, certain intervenors raised concerns regarding PPL Electric’s
proposed rate design. In particular, these parties opposed PPL Electric’s proposal to increase the
residential and non-residential customer charges, as well as the elimination of Rate Schedule
RTD. For the reasons explained below, these concerns should be rejected and the rate design
proposed by PPL Eléctric should be approved.

b. Residential Customer Charge

i PPL Electric’s Proposed Residential Customer Charge
Should Be Approved

PPL Electric proposed to increase the Rate Schedule RS customer charge from $8.75 per
month to $16.00 per month based on its cost of service study and the underlying minimum size
system study. PPL Electric St. 5, pp. 11-12; PPL Electric St. 8-R, p. 29; PPL Electric Ex. JMK
5. As explained above, the cost of service study and minimum size system study used by PPL
Electric in this proceeding is virtually identical to the methodology approved by ALJ Colwell
and adopted by the Commission in the 2010 base rate proceeding. PPL Electric St. 8-R, p. 9;
OSBA St. 1, p. 5; see also Pa. P.U.C. v. PPL Electric Utilities Corp., Docket Nos. R-2010-
2161694, et al., 2010 Pa. PUC LEXIS 2001 (Dec. 21, 2010).

PPL Electric’s cost of service study indicates that residential customers should be paying
a customer charge of $36.70 as compared to the current monthly charge of $8.75. PPL Electric
St. 5, pp. 11-12; PPL Electric Ex. JMK 5. In this proceeding, PPI. Electric proposed to recover
the entire proposed distribution revenue increase for the residential customer class in the
customer charge, resulting in the proposed Rate Schedule RS customer charge of $16.00 per

month. The proposed increase in the customer charge for Rate Schedule RS is within the results
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of PPL Electric’s cost of service study that has previously been approved by the Commission.
Further, PPL Electric’s proposal is consistent with Lloyd, which held that rate structures should
be adjusted to reflect the cost of service to each rate class and to climinate crbss-subsidization,
and should be approved. For these reasons, PPL Electric’s proposal to increase the Rate
Schedule RS customer charge from $8.75 per month to $16.00 per month is just and reasonable

and should be approved.

ii. The Parties’ Opposition To The Proposed Residential
Customer Charge Should Be Rejected :

I&E, OCA and CEO all argue that the customer charge for Rate Sch.edule RS should not
increase as the Company has proposed. These parties raise several arguments in opposition to
the proposal to increase the customer charge and recommend that the customer charge for Rate
Schedule RS remain unchanged.

Preliminarily, it must be noted that these parties disregard that in the last nine years the
customer charge for the residential class has increased from $8.00 to $8.74, less than 10%, while
the total amount of distribution revenues since January 2004 will have increased by 104% PPL
Electric’s proposed increase is granted. Tr. 532-33. Consequently, a much larger portion of
distribution costs has been recovered from residential customers through energy or variable
charges and less has been recovered through fixed charges. OCA St. 3-SR, p. 8; Tr. 533-35. The
proposal that the customer charge for Rate Schedule RS remain unchanged will result in fewer
fixed costs being recovered in the customer charge than under the Company’s presént rates. In
other words, their proposed rate designs move in the wrong direction and would result in a
customer charge that recovers a smaller percentage of fixed costs than the current charge. PPL
~ Electric St. 5-R, pp. 14-15. Such a result is inconsistent with Lloyd and the fixed cost nature of

an electric distribution system.
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PPL Electric will separately address below these parties’ arguments in opposition to the
proposed residential customer charge. For the reasons explained below, these parties’ arguments
in opposition to the proposal to increase the Rate Schedule RS customer charge should be
rejected.

(A) Incentive to Conserve

I&E, OCA, and CEO argue that the Company’s proposal reduces the incentive for
customers to cénserve. [&E St. 3, pp. 5-6; OCA St. 3, p. 46; CEO St. 1, pp. 3-4. However, as
the Company explained, the proposal to increase the customer charge for Rate Schedule RS
would have very little impact on residential consumers’ economic incentive to conserve. These
parties largely ignore that PPL Electric’s proposal will maintain an energy charge component of
Rate Schedule RS distribution charges that is only 0.7% lower than the current energy charge.
Further, if approved, the Company’s proposal would still leave 86% of the charges on an average
residential customer’s total bill subjebt to usage-based charges. PPL Electric St. 5-R, p. 6;
Exhibit DAK 4. Clearly, customers would still have a significant economic incentive to
conserve.

The Company fully supports appropriate incentives to encourage customers to conserve
energy. However, conservation cannot and does not trump cost of service. Conservation cannot
be used to support a below cost of service customer charge. Freezing the customer charge at its
current level, which recovers less than one half of fixed distribution costs, is contrary to the cost
causation principles established in Lioyd. Fixed costs should be recovered through fixed charges
and vartable costs should be recovered through variable charges.

PPL Electric has explained that, currently, some elements in its rate design are distorted
and need to be substantially revised. Indeed, as explained above, PPL Electric’s minimum size

system study indicates that residential customers should be paying a customer charge in excess
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of $30.00 as compared to the current monthly charge of $8.75. PPL Electric St. 5, pp. 11-12.
Opposition to the Company’s cost based proposal on the grounds that it will disincent
conservation simply disregards the fundamental rationale for the Company’s proposal.

(B) Impact on Low Income/L.ow Usage Customers

OCA and CEO also argue that the proposal has a disproportionate impact on low
income/low usage customers. OCA St. 4,.pp. 5-12; CEO St. 1, pp. 4-5. Both of these partieé
observe that PPL Electric’s proposal results in a greater than average increase to lower use
customers and that the Company’s proposal, therefore, has a disproportionate impact on lower
income customers. For the reasons explained below, these parties’ concerns should be rejected.

PPL FElectric acknowledges that iﬁcreasing the monthly charge while essentially
maintaining the usage charge at its current level will result ip a greater than average percentage
increase to low use customers,”> However, this does not change the fact that, as a utility with an
obligation to serve customers, PPL Electric must provide infrastructure to serve the needs of
those customers. Importantly, the existence of that infrastructure does not change, nor does it
grow larger or smaller, as a result of whether a customer uses 1 kWh/month, 1,000 kWh/month,
or 5,000 kWh/month. PPL Electric St. 5-R, p. 8.

A customer charge that fails to cover the fixed costs of the infrastructure the Company
must install to provide service to its customers unfairly disadvantages the Company’s
shareowners and inhibits the Company’s ability to attract new investment. Further, freezing the
customer charge is fundamentally unfair to those customers with above average levels of usage

who pay a disproportionate share of the fixed costs of service through usage-based charges. In

33 This mathematical result is captured in OCA’s Schedule RDC-7, which lists the average proposed distribution rate
increase of 20.7% associated with what PPL Electric knows to be its average usage customer (i.e., about 1,000
k'Wh/month), higher percentage increases for customers using less than 1,000 kwh/month, and lower percentage
increases for customers using more than 1,000 kWh/month.
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addition, it must be remembered that customers do not pay percentages, they pay dollars. While
the increase in the customer charge may produce significant percentage increases to low use
customers, if PPL Electric’s proposal is approved the dollar increase is approximately $7 per
month. PPL Electric St. 5-R, pp. 8-9. |

The Company does not believe that the ability to pay should influence rate design.
Utility rates should be designed based upon cost of service, not customers’ income levels.
Ability to pay issues should be addressed through universal service programs, not by setting rates
that do not remotely reflect cost of service. PPL Electric has extensive Commission-approved
universal service programs to assist low-income customers who are payment troubled. The
participants in the Company’s customer assistance programs pay an amount determined not from
their bill, but from their ability to pay. Therefore, participants in these programs should not be
adversely impacted by the proposed rate design. PPL Electric St. 5-R, p. 11.

(C) The Pricing For Competitive Goods In
Competitive Markets

OCA further criticizes the Company’s proposal to increase the residential customer
charge relative to the pricing for competitive goods in competitive markets. The OCA opines
that electric distribution companies are not unlike competitive industries in the respect that their
cost structures include significant amounts of fixed costs. The OCA further assertsl that the
pricing structures of competitive industries are overwhelmingly volumetric based and that, as it
has been regulated over its existence, the pricing structures of the regulated electric industry have
been largely Volumetric._ The OCA contends that the “only reason utilities are able to achieve
pricing structures with high fixed monthly charges is due to their monopoly status” and,

therefore, concludes that “a regulated utility’s pricing structure should not be allowed to counter
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the collective wisdom of markets and consumers.” OCA St. 3, pp. 45-46. The OCA’s argument
fails to address an important part of the regulatory compact.
Under the regulatory compact, regulated eclectric utilities, in exchange for “their
“monopoly status,” took on an obligation to serve. This means that an electric distribution
company must, with very few exceptions, incur fixed costs to provide service to any customer
located within its franchised service territory who desires service regardless of the supplier or the
level of use that customer may have. Competitive industries have no such obligation. This
difference fully supports the need for a utility to recover fixed costs through fixed charges. PPL
Electric St. 5-R, p. 12.

(D) Use of Minimum System 'Study As A Basis For
Establishing A Fixed Monthly Charge

As described above, PPL Electric used its minimum size system study to determine all of
the customer-related costs applicable to its distribution system. These minimum size system
customer-related costs are identified and the associated revenue requirement is calculated to
determine the level of the customer charge to be applied to monthly billings for the RS customer
rate class. PPL Electric St. 8-R, p. 29; PPL Electric Ex. JMK 5. The OCA and 1&E oppose PPL
Electric’s proposed increase in the Rate Schedule RS customer charge based on the Company’s
cost of service study.

Preliminarily, it must be noted that these parties disregard that the minimum size system
study used by PPL Electric in this proceeding to determine the proposed Rate Schedule RS
customer charge is virtually identical to the minimum size system study approved by ALJ
Colwell and adopted by the Commission in the 2010 base rate proceeding. PPL Electric St. 8-R,
p. 9; OSBA St. 1, p. 5; see also Pa. P.U.C. v. PPL Electric Utilities Corp., Docket Nos. R-2010-

2161694, et al., 2010 Pa, PUC LEXIS 2001 (Dec. 21, 2010). For this reason alone, I&E’s and
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OCA’s opposition to PPL Electric’s proposed increase in the Rate Schedule RS customer charge
based on its minimum size system study should be rejected.

1&E opposes PPL Electric’s proposed increase in the Rate Schedule RS customer charge
based on the Company’s cost of service study. I&E contends that PPL Electric’s minimum size
system study confuses fixed costs with customer costs. I&E St. 3-SR, p. 3. This is simply not
the case. Fixed costs are all costs that do not vary with kWh usage. All of PPL Electric’s
distribution costs are fixed costs. PPL Electric’s cost of service study separates these fixed cots
into a demand or customer component and seeks to recover a portion of the customer component
through its proposed $16.00 per month customer charges. PPL Electric St. 8-R, pp. 12-13; PPL
Electric Ex. JMK 3. This study and its predecessors, which have used the same methodologies
regarding customer costs, have been reviewed and accepted in many prior PPL Electric base rate
proceedings. PPL Electric St. 8-RJ (Part 2), pp. 2-3. Finally, PPL Electric Ex. JMK 3 has not
been challenged by I&E in this proceeding.

I&E also contends that PPL Electric’s miﬁimum size system study improperly assumes a
direct relationship between the number of customers and the size and cost of poles, conductors,
and transformers on PPL Electric’s system. I&E St. 3-SR, p. 4. However, contrary to I&E’s
opinion, there is a direct relationship between the number of customers and the size and cost of
poles, conductors and transformers on PPL Electric’s system. The number and type of customers
served by electric distribution facilities (i.e., poles, conductors and devices, and transformers)
does affect the size and quantity, as well as the cost, of such facilities. Obviously, the size and
cost of the Company’s poles, conductors and transformers will increase as the number of

customers increase. PPL Electric St. 8-R, pp. 18-19; PPL Electric St. 8-RJ (Part 2), p. 3.
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Finally, it must be remembered that the Company is not proposing a customer charge that
is exactly equal to the customer cost component of tis cost of service study. PPL Electric’s cost
of service study could have justified a Rate Schedule RS customer charge of $36.70 on the basis
of all customer-related costs. Consistent with the results of the cost of service study and the cost
causation principles established in Lioyd, PPL Electric proposes to recover all of the proposed
distribution revenue increase for the residential customer class in the customer charge, resulting
in the proposed Rate Schedule RS customer charge of $16.00 per month.

(E) The Alternative Customer Cost Analyses Of I&E
and OCA Should Be Rejected

The proper development of a customer charge should include all relevant direct and
indirect revenue requirement cost components to be recovered through the customer charge.
This approach is appropriate because an EDC’s base rates is designed to recover the revenue
requirement associated with its distribution capital and operating costs. PPL Electric St. 8-RJ
(Part 2), p. 4. The Company has limited the costs included in the calculation of its proposed
customer charge to only the revenue requirement associated with those directly assignable
customer-related costs and their related indirect costs. PPL Electric Ex. JMK-5; PPL Electric St.
8-R, p. 30.

Both I&E and OCA propose their own direct customer cost analyses, which exclude
certain cost components proposed by PPL Electric to be recovered through the customer charge.
I&E concluded that the Company only incurs $8.13 per month in customer costs for Rate

Schedule RS.* I&E St. 3, p. 11. The OCA concluded that the direct customer costs incurred by

M 1&E employed the same direct customer cost analysis it used in Pa. PUC v. Columbia Gas of Pennsylvania, Inc.,
Docket No. R-2010-2215623, 2011 Pa, PUC LEXIS 185, 293 P.U.R.4th 235 (October 14, 2011). 1&E St. 3, p. 10;
I&E St 3-SR, p. 6; Tr. 536-37; I&E Ex. 3, Schedule 2. However, the customer cost analysis “adopted” by the
Commission in Columbia was limited solely to the facts of that case and was not intended to be used in other
proceedings that present viable rate mechanisms. Columbia, at *80-83. Accordingly, I&E’s reliance on the same
customer cost analysis used in the Columbia case is inappropriate and must be rejected.
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the Company for Rate Schedule RS rage from $7.70 to $8.24 per month. OCA St. 3, p. 44. For
the reasons explained below, the direct customer cost analyses proposed by I&E and OCA
should be rejected.

Their studies are based on analyses that include only meters and services and exclude all
other customer costs. The Cofnpany recognizes that the Commission has limited the costs that
may be recovered through the customer éharge. However, I&E and OCA have misapplied that
precedent by excluding certain indirect customer costs components that the Commission has
concluded should be recovered through the customer charge, i.e., employee benefits, payroll
taxes, local taxes, and administrative and general costs. As explained below, including the same
type of direct and indirect cost components approved by the Commission supports a customer
charge of $14.09.

i, PPL Electric’s Alternative Residential Customer
Charge Proposal

As explained above, PPL Electric’s cost of service study justifies a Rate Schedule RS
customer charge of $36.70 on the basis of all customer-related costs. PPL Electric Ex. JMK 3.
PPL Electric therefore proposed to recover the entire proposed distribution revenue increase for
the residential customer class in the customer charge, resulting in the proposed Rate Schedule RS
customer charge of $16.00 per month.

The Company recognizes, however, that its proposal to recover the entire residential rate
increase through the customer charge, while cost based, has drawn considerable criticism from a
variety of parties. The Company also recognizes, as explained above, that the Commission has
limited the costs that may be recovered through the customer charge. Therefore, in response to
the criticism of I&E and OCA, PPL Electric proposed an alternative Rate Schedule RS customer

charge of $14.09 per month. PPL Electric St. 5-R, p. 15; PPL Electric Ex. JIMK 5. The revenue
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requirement cost components included in the calculation of this alternative customer charge are
based on the same type of direct and indirect cost components approved by the Commission in
Pa. P.UC. v. Agua Pennsylvania, Inc., Docket No. R-00038805, 2004 Pa. PUC LEXIS 39, 236
P.UR.4th 218 (Aug. 5, 2004).

In Agqua, Aqua proposed to increase the customer charge from $ 8.75 per month to
$10.00. In that proceeding, the Office of Trial Staff and OCA opposed the increase arguing that
Aqua’s calculation of the customer charge improperly included indirect costs, and that the
calculation of the customer charge should only include costs for meters and services. Id, at *96-
97. The Commission rejected these arguments holding as follows:

On review of the evidentiary record herein, we shall adopt the
ALJ's Recommendation on this issue. First, the ALJ correctly
found that the cost of customer equipment, and also of meters and
service line maintenance, is properly includable in a cost study.
We find that the [I&E] proposed limitation of costs to only services
and meters is unreasonably narrow.

Second, we find that it is reasonable and proper to include
allocated portions of indirect costs, such as employee benefits,
local taxes and other general and administrative costs, in a cost
study. We caution that these are costs which may be considered
for inclusion in the customer charge, but such claims are subject to
scrutiny on a case-by-case basis.

We note that in [Pa. P.U.C. v. Citizens Water Company of
Pennsylvania, 86 Pa. PUC 51, 107 (1996)] the Commission
adopted the utility’s claim to include the allocated portion of
associated payroll taxes and benefits as part of customer expenses.

Id, at #97-98 (emphasis added).

The approach outlined in Agua is exactly the approach PPL Electric has taken to propése
an alternative Rate Schedule RS customer charge of $14.09 per month. “The analysis supporting
this alternative proposal is set forth in Exhibit JMK 5, the relevant portion of which is

reproduced below.
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PPL ELECTRIC UTILITIES CORPORATION
COST OF SERVICE SUMMARY — RS CUSTOMER CHARGE

REYENUE REQUIREMENTS
($1,000)
Customer Class: RS Rate Class Total Total Meler Other Cust. Total
Total Demand Cuslomer Meters Services Reading Exps. Direct!
Rate Base:
Plant in Scrvice 3,391,885 836,767 2,555,118 171,016 497616 668,632
Depreciation Reserve 1,249,089 280,412 968,677 94,731 241,367 336,098
Net Plant 2,142,796 556,355 1,586,441 76,285 256,249 332,534
Subtractive Adjustments 501,254 125,655 375,599 18,061 60,668 78,729
Additive Adjustments 46,958 10,521 36,437 1,752 5,885 ' 7,638
Total Rate Base 1,688,500 441,221 1,247,279 59,976 201,466 261,442
Operating Expenses:
Misc Distrib Expenses 12,463 3,258 9,205
Customer Service Costs® 12,764 12,764 12,764 12,764
PUC Annual Assessment 3,635 598 3,037
Employee Benefits 23,611 3,837 19,774 6,034 783 6,969 15,176
Other A&G 88,765 14,421 74,344 6,946 4,096 26,201 39,774
Other Q&M Expenses 163,328 27,626 135,702 12,678 7,476 47826 72,600
Praferma Adjustments 3,738 627 3,111 Y
Depreciation Expense 97,165 21,270 715,895 10,399 9,050 19,449
Taxes Other Than Income 6,504 1,205 5,299 255 856 1,111
Returm 8.46% 142,847 37,327 105,520 5,074 17,044 22,118
Income Taxes 41.49% 68,718 17,957 50,761 2,441 8,199 10,640
Tax Adjustment 13,983 4,947 9,036 1]
Gross Revenue Requirements 637,521 133,073 504,448 43,826 47,503 93,760 193,632
Annualization Adjustment {1,209) (252) (957) (83) (90) (178) (367)
Late Payment Charges 10,668 2,227 8,441 733 795 1,569 3,240
Other Operating Revenues 27,296 7,136 20,160 1,751 1,898 3,147 7,738
Total Revenues 36,755 9,110 27,645 2,402 2,603 5,138 10,611
Net Revenue Requirements 600,766 123,963 476,804 41,424 44,900 88,622 183,020
GRT Base 610,225 125,937 484,288 42,075 45,605 90,013 185,893
GRT Gross-up 648,486 133,833 514,653 44,713 48,464 95,657 197,549
GRT | 5.90% | 18,261 7,896 30,365 2,638 2,859 5,644 11,655
Total Revenue Requirements 675,782 140,969 534,813 46,464 50,362 99,404 205,287
Customer Charge 64,898 $36.70 33.19 $3.46 $6.82 $14.0%
Number Customers 1,214,512
Annual Customer Billings 14,574,144
Notes:

T ncludes meters, services and directly assignable operating costs.
2 Excludes Universal Service Rider costs.

The costs included in PPL Electric’s alternative Rate Schedule RS customer charge of
$14.09 per month is included in the black box on the right side of PPL Electric Ex. JMK 5. As
illustrated above, the portion of PPL Electric Ex. JMK 5 included in the black box precisely
follows the Aqua decision and properly reflects meters and services net plant and related O&M
expenses; meter -reading and billing and collection expenses, and the Company’s Meter Data
Management System; and related employee benefits, administrative and general expenses and
other O&M expenses related to the above items. These revenue requirement cost components

represent the same type of direct and indirect cost components as those approved in Agua. The
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only difference is that PPL Electric Ex. JMK 5 also includes $12,678,000 for customer call
center-related expense. This expense was not specifically addressed in Aqua, but it is consistent
with the expenses included in the customer charge in Aqua, because it is a directly assignable
customer service-related expense, and it varies with the number of customer calls and the
number of customers. PPL Electric St. 8-RJ (Part 2}, p. 8.

Although PPL Electric believes that the customer component of each rate schedule
should include all customer-related costs determined by the cost of service study, if the ALJ and
the Commission wish to consider an alternative compromise customer charge, a charge of $14.09
would be acceptable to the Company as it would recover the same type of direct and indirect cost
components as those approved in Aqua, and would provide some improvement in the level of
fixed cost recovery in the customer charge. In that event, revenue requirements not recovered
through the smaller fixed charge would be recovered through a larger usage charge. PPL
Electric St. 5-R, p. 15.

c. Non-Residential Customer Charges

I&E also argues that the customer charge for Rate Schedules GS-1, GS-3, LP-4, and LP-5
should not be increased. In those cases where I&E’s calculation would lead to an amount lower
than the current monthly charge (GS-1 and LP-4), I&E recommends no change in the customer
charge. In those cases where the calculation would lead to an amount higher than the current
monthly charge (GS-3 and LP-5) I&E recommends an increase in the customer charge to a level
roughly equal to its calculation, but, in both cases, an amount that is less than the Company’s
proposal. 1&E St. 3, pp. 12-14,

1&E’s non-residential customer charges arc based on its own direct customer cost
analysis used in the Columbia case, which, as described above, excluded certain items proposed

by PPL Electric to be recovered through the customer charge. OCA St. 3, p. 11. For the reasons

9818533v| 173



explained above, I&E’s customer cost analysis and resulting proposed non-residential customer
charges arc inappropriate and should be rejected.

The Company continues to believe that its minimum size system study is the appropriate
basis for determining the fixed customer costs that are incurred to serve customers, and that those
fixed costs should be recovered through a fixed customer charge. As explained above, 1&E’s
approach to setting thé fixed monthly customer charges ignores the customer costs of the fixed
and permanent infrastructure that the electric distribution company is obligated to provide and
which exists between a customer’s service and the transmission substation from which the
customer’s load is served. For these reasons, as more fully explained above, I&E’s proposed
non-residential customer charges should be rejected.

d. Elimination of Rate Schedule RTD

PPL Electric has proposed to eliminate Rate Schedule RTD and merge those customers
into Rate Schedule RS. PPL Electric St. 5, p. 14; PPL Electric Exs. DAK 1, DAK 2; PPL
Electric Ex. No. 1, Exhibits Regs., § 53.53, Part IV, Questions C through E. I&E recommends
that the Commission reject the Company’s proposal to eliminate Rate Schedule RTD and move
those customers to Rate Schedule RS. In support, I&E contends that the Company’s proposal is
premature in light of proceedings pending before the Commission that involve undercollected
default service chargeé that might or might not be recoverable, in part, from Rate Schedule RTD
customers. I&E St. 3, pp. 3-4. I&E’s recommendation should be rejected for several reasons.

First, the Commission recently denied PPL Electric’s proposal to implement a
reconciliation rider and competitive transition rider to refund/recover over/under collections
associated with generation supply and transmission services. See Petition of PPL Electric
Utilities Corporation for Approval to Implement a Reconciliation Rider and Competitive

Transmission Rider for Default Supply Service, Docket No. P-2011-2256365 (July 19, 2012).
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Therefore, the Commission’s decision in this proceeding will have no impact on Rate Schedule
RTD customers relative to any reconciliation of default service charges because the proposed
reconciliation rider and competitive transition rider were not adopted.

Second, the Company’s proposal to move Rate Schedule RTD customers to Rate
Schedule RS will not be affected by the Commission’s disposition of the pending Petition of
PPL Electric Utilities Corporation for Approval of a Default Service Program and Procurement
Plan for the Period of June 1, 2013 through May 31, 2015, Docket No. P-2012-2302074. As
explained above, the distribution rates charged under Rate Schedule RTD are identical to the
distribution rates charged under Rate Schedule RS. Both Rate Schedule RTD and Rate Schedule
RS customers who do not select competitive generation supply are served under the same GSC-1
default service rider. Therefore, the Company’s proposal to move Rate Schedule RTD
customers to Rate Schedule RS means that they will remain within the same default service
procurement group (i.e., GSC-1). PPL Electric St. 5-R, p. 17. Consequently, the Company’s
proposal to move Rate Schedule RTD customers to Rate Schedule RS will neither advantage nor
disadvantage Rate Schedule RTD customers relative to any reconciliation of default service as a
result of the Commission’s resolution of the Company’s proposed default service procurement
plan.

In surrebuttal, I&E accepted the explanation from the Company and withdrew its
objection to the merging of Rate Schedule RTS into Rate Schedule RS. I&E St. 3-SR, pp. 17-18.

PPL Electric’s proposal is now unopposed and should be approved.
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2. Tariff Rules and Riders
a. Introduction

In addition to the proposed rate increase and rate design for each class, PPL Electric
proposed several changes to various tariff rules and riders. Below is a summary of the major
changes proposed by PPL Electric in this proceeding.

i. Major Rule Changes

Tariff Rule 6 — PPL Electric proposed to remove the Adjustments to the
Competitive Transition Charge because this Charge expired on December 31, 2010. PPL
Electric Ex. DAK 2. This proposal was unopposed and should be approved.

Tariff Rule 6A — PPL Electric proposed to remove the Adjustments to the

Competitive Transition Charge because this Charge expired on December 31, 2010. No parties
opposed this proposal. PPL Electﬁc also has proposed changes in the Distribution charges for
stand-by Basic Utility Supply Service. These proposed changes will have no revenue impact
because currently no customers take service under Rule 6A. PPL Electric Ex. DAK 2. This
proposal was unopposed and should be approved.

Tariff Rule 8 — PPL Electric proposed to add a Demand Information section to
Rule 8 There is a need to efficiently manage the growing number of customer requests for
Demand Information as customers begin to enroll in PJM's Demand Side Management ("DSM™)
programs and TOU rate options. This addition demonstrates PPL Electric's commitment to
existing and future DSM programs offered by PJM and the generation marketplace. PPL
Electric St. 5, pp. 20-12; PPL Electric Ex. DAK 2. This proposal was unopposed and should be

approved.
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ii. Major Rider and Ch'arge Changes

Tariff Rule 10 — PPL Electric proposes to increase the fee it charges customers for
the reconnection of service from $15 to $30 during normal business hours and from $21 to $50
during non-business hours. PPL St. 5, p. 21; PPL Electric Ex. DAK 2. OCA accepted PPL
Electric’s proposal, but recommended that the Company be directed to monitor the costs of
reconnection. I&E also accepted PPL Electric’s proposal to increase its reconnection fee, but
recommends that the Company’s miscellancous revenues be increased. These parties’ concerns

are addressed above.

Generation Rate Adjustment (GRA) Rider — The GRA Rider expired on January

1, 2011. PPL Electric proposed to remove all references to the GRA from the STAS and Rate
Schedules. PPL Electric St. 5, p. 22; PPL Electric Ex. DAK 2. This proposal was unopposed

and should be approved.

Universal Service Charge Rider (USR) — PPL Electric proposed to delete the Rate

Schedule RTD (R) reference that was removed from the Tariff. PPL Electric also proposed to

| revise the filing date to December 21 of each year. Finally, the Company proposed to delete the
sentence “The third quarter report shall be accompanied by a preliminary forecast of the USR
charge for the next computation year.” PPL Electric Ex. DAK 2. This proposal was unopposed
and should be approved.

Rate Stabilization Plan Rider — The Rate Stabilization Plan Rider expired on

December 31, 2011. PPL Electric proposed to remove this Rider. PPL Electric St. 5, p. 22; PPL
Ex. DAK 2. This proposal was unopposed and should be approved.

Competitive Transition Charge (CTC) Reconciliation Rider — The CTC

Reconciliation Rider expired December 31, 2010. PPL Electric proposed to remove this Rider
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and all references to it from Rule 6 and 6A, Net Metering, and the Rate Schedules. PPL Electric

St. 5, p. 22; PPL Ex, DAK 2. This proposal was unopposed and should be approved.

Renewable Energy Develoﬁment (RED) Rider — The Net Metering for Renewable
Customer-Generators Rider already addresses the eligibility, terms, and conditions applicable to
all renewable customer-generators less than or equal to 10 kW. PPL Electric therefore has
proposed to remove the RED Rider. PPL Electric St. 5, p. 22; PPL Electric Ex. DAK 2. This
proposal was unopposed and should be approved.

Net Metering for Renewable Customer-Generators Rider - PPL Electric proposed

two changes to its Net Metering tariff provisions for Renewable Customer-Generators. First,
PPL Electric proposed to establish a limitation on the size of generator relative to the associated
customer usage that would be eligible for net metering. Second, PPL Electric proposed to clarify
that, for eligible customer-generators served under PPL Electric’s Time Of Use default service
rate opti(.)n, a weighted average of the on-peak and off-peak hour prices would be used to derive
the Price to Cdmpare for the purpose of compensating customer-generators for excess
generation. PPL Electric St. 5, p. 25; PPL Electric Ex. DAK 2. Both SEF and Granger opposed
PPL Electric’s proposal to limit the eligibility for net metering based on the size of the generator
relative to the associated customer usage. PPL Electric addresses these parties’ concerns below.

Metering and Billing Credit Rider — PPL Electric proposed to update the

Metering, Meter Reading, and Billing and Collection credits in accordance with the future test
year cost of service data. PPL Electric St. 5, p. 23; PPL Electric Ex. DAK 2. The OCA raised
several criticisms related to PPL Electric’s cost of service study, which the Company addresses

above.
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Demand Side Initiative Rider and Demand Side Response Rider — These

experimental Riders expired on January 1, 2011. PPL Electric therefore proposed to remove
these Riders. PPL Electric St. 5, pp. 22-23; PPL Electric Ex. DAK 5. This proposal was
unopposed and should be approved.

Generation Supply Charge — The Generation Supply Charge rider expired on

December 31, 2010. It has been replaced by the Generation Supply Charge — 1 and Generation
Supply Charge — 2 riders. PPL Electric therefore proposed to etiminate the Generation Supply
Charge rider. PPL Electric St. 5, p. 23; PPL Electric Ex. DAK 2. This proposal was unopposed

and should be approved.

Generation Supply Charge — 1 — PPL FElectric proposed to remove the RTS

discount, which expired on December 31, 2011. The Company also proposed to revise the “E”
term calculation to end one month prior to the computation quarter. PPL Electric Ex. DAK 2.

This proposal was unopposed and should be approved.

Merchant Function Charge Rider (MFC) — Uncollectible accounts expense

associated with generation supply and transmission service for default service customers is
separated from the Company’s distribution rates and recovered through the MFC and included in
its Price to Compare. The MFC percentages for the residential and small C&I customer classes
have been calculated on the Company’s expected 2012 uncollectible accounts expense for those
customer classes, Based thercon, PPL Electric proposed to change the MFC for the residential
class from 1.80% to 2.23% and for small C&I customers from 0.10% to 0.23%. PPL Electric St.
8, pp. 29-30;, PPL Electric St. 8-R, pp. 43-44; PPL Electric Ex. JMK 4. Dominion Retial and
Direct Energy have opposed PPL Electric’s expected 2012 uncollectible accounts expense,

which the Company addresses below.
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Competitive Enhancement Rider (CER) —PPL Electric will estimate the total costs

it expects to incur, on a calendar-year basis, to provide consumer education programs and
competitive retail electricity market enhancement initiatives for all customers who receive
distribution service from PPL Electric. The CER will be a Section 1307(e) cost recovery
mechanism to recover the Company’s education and retail market enhancement-related costs.
PPL St. 8, pp. 30-32; PPL Electric Ex. DAK 2. OCA, OSBA, and Direct Energy have raised
various issues and concerns regarding the proposed CER, which the Company addresses below.

Reference to Rate Schedules RTD, LP-6, IS-P, IS-T, and GH-1 — PPL Electric

proposed to eliminate the references to Rate Schedules RTD, LP-6, IS-P, IS-T, and GH-1 from
the following riders, where applicable, because these rate schedules are being eliminated from
the Tariff: Transmission Service Charge (TSC), Act 129 Compliance Rider, Generation Supply
Charge — 1, Generation Supply Charge — 2, Merchant Function Charge Rider (MFC), Smart
Meter Rider, as well as the Rider Matrix. PPL Electric St. 5, pp. 22-23; PPL Electric Ex. DAK
2. With the exception of the elimination of Rate Schedule RTD from the Tariff, which is
addressed above, no parties opposed this proposal.

b. Net Metering

In its initial filing, PPL Electric proposed two changes to its Net Metering tariff
provisions for Renewable Customer-Generators. First, PPL Electric proposed to establish a
limitation on the size of generator relative to the aséociated customer usage that would be
eligible for net metering. This proposal was in response to a Tentative Order entered July 28,
2011, at Docket No. M-2011-2249441. PPL Electric St. 5, p. 24. Second, PPL Electric proposed
to clAarify .that, for eligible customer-generators served under PPL Electric’s Time Of Use default

service rate option, a weighted average of the on-peak and off-peak hour prices would be used to
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derive the Price to Compare for the purpose of compensating customer-generators for excess
generation. PPL Electric St. 5, p. 25.

Both SEF and Granger opposed PPL Electric’s proposal to limit the eligibility for net
metering based on the size of the generator relative to the associated customer usage. Both SEF
and Granger noted that the Commission’s Final Order entered on March 29, 2012, at Docket No.
M-2011-2249441, applied the 110% limitation only to alternative energy systems that are
installed as part of a third-party owner or operator business model and not to those systems
.directly owned and operated by a customer-generator that is not using a third-party owner or
operator model. SEF St. 1, pp. 9-10; Granger St. 1, pp. 15-16. SEF and Granger asserted that
PPL Electric’s proposal is inconsistent with the Commission’s Final Order.

In response to the concerns raised by SEF and Granger, PPL Electric explained all
customer-generators, including those that do not use a third-party owner or operator model, rely
on the distribution system to not only receive electricity, but also to deliver excess generation for
compensation. Thus, applying the 110% limitation only to third-party owned or operated
systems would allow customer-generators not using a third-party owner or operator model to
avoid-usage based distribﬁion charges and shift recovery of the cost of the distribution system to
customers who are not customer-generators. PPL Electric St. 5-R, pp. 21-22; PPL Electric St. 5-
RJ, p. 3. Further, these net metering customers clearly cause PPL Electric to incur costs that
support an increase in the customer charge.

Notwithstanding the foregoing, PPL Electric acknowledged that its proposal to apply the
110% limitation to all customer-generators goes beyond the specific ruling in the Commission’s
Final Order that was issued subsequent to the Company developing its proposal. Consequently,

PPL Electric withdrew its proposal and, instead, revised its proposed tariff to incorporate the
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110% limitation language from the Commissioﬁ’s Final Order. PPL Electric St. 5-RJ, p. 2; PPL
Electric Ex. DAK 6. PPL Electric’s revised proposal to apply the 110% limitation to systems
using the third-party business model and not to systems directly owned or operated by a
customer-generator is consistent with the Commission’s Final Order and, therefore, should be
approved.

PPL Electric’s proposal to revise its tariff to use the weighted average of the on-peak and
off-peak hour TOU prices to derive the Price to Compé.re helps to ensure that compensation for
excess generation by TOU customer-generators more closely reflects their actual on-peak and
off-peak usage and generation. No party to this proceeding opposed this proposal. PPL
Electric’s unopposed proposal is just and reasonable and, therefore, should be approved.

D. SUMMARY AND ALTERNATIVES

The cost of service study methodology proposed by PPL Electric in this proceeding is
virtually identical to the methodology adopted by the Commission in the 2010 base rate
proceeding. Therefore, PPL Eleciric’s cost of service study should be approved in this
proceeding.

PPL Electric’s proposed allocation of revenue requirement among the rate classes is
reasonable and achieves substantial progress in moving rate classes toward the system average
rate of return. This result is consistent with the Lloyd decision and the Commission’s order
approving the remand settlement. PPL Electric’s proposed allocation should be adopted.

The Company acknowledges that movement toward the system average return is an
important objective and has made certain proposals in its direct case in this proceeding toward
that end. However, the Company recommends that any scale back of revenues be applied on a
proportional basis to only those rate schedules which, under the Company’s original proposal,

would be receiving increases.
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PPL Electric’s proposal to recover the entire proposed distribution revenue increase for
the residential customer class in the customer charge, resulting in the proposed Rate Schedule RS
customer charge of $16.00 per month, is within the results of PPL Electric’s cost of service
study, which is virtually identical to the cost. of service study approved by ALJ Colwell and
adopted by the Commission in the 2010 base rate proceeding. Therefore, the Rate Schedule RS
customer charge of $16.00 per month should be approved.

If the Rate Schedule RS customer charge of $16.00 per month is not approved, at a
minimum, the ALJ and Commission should approve PPL Electric’s alternative Rate Schedule RS
customer chargé of $14.09 per month. The revenue requirement cost components included in the
calculation of this.alternative customer charge are based on the same type of direct and indirect
cost components approved by the Commission in Pa. P.U.C. v. Aqua Pennsylvania, Inc., Docket
No. R~0b038805, 2004 Pa. PUC LEXIS 39, 236 P.U.R.4th 218 (Aug. 5, 2004).

PPL Electric proposed to limit the eligibility for net metering based on the size of the
generator relative to the associated customer usage. PPL Electric acknowledged that its proposal
to apply the 110% limitation to all customer-generators goes beyond the spgciﬁc ruling in the
Commission’s Final VOrdcr that was issued subsequent to the Company developing its proposal.
Consequently, PPL Electric withdrew its proposal and, instead, revised its proposed tariff to
incorporate the 110% limitation language from the Commission’s Final Order,

IX. MISCELLANEOUS ISSUES

A, PURCHASE OF RECEIVABLES/MERCHANT FUNCTION CHARGE

1. Background of PPL Electric’s Current and Proposed Purchase of
Receivables Program And Merchant Function Charge

The purchase and sale of accounts receivable is a financial transaction employed by

commercial entities to avoid credit and collection activities and to take advantage of the time-
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value of money. In its most basic sense, accounts receivable are moneys owed for specific
services rendered. In the absence of a Purchase of Receivables (“POR”)} program, the enfity
rendering the service is responsible for the costs and efforts associated with the billing and
collection of the amounts owed by its customer and bears the risk that the customer will not
timely remit payment and/or not pay the outstanding amouﬂt in full. Under a POR program, the

_entity rendering the service sells its accounts receivable to a third party and receives immediate
payment for the receivables less an agreed upon discount to reflect collection risk and the time
value of money. A POR program therefore allows the seller of the receivable to receive payment
sooner and avoid the costs and risks associated with collecting any delinquent amounts owed by
the customer.

In 2009, as part of the settlement of the Company’s Default Service Plan for the Period
January 1, 2011 through May 31, 2013, PPL Electric agreed to file a voluntary POR plan as
either part of its next distribution rate case or a stand-alone POR plan to become effective on
January 1, 2011.°°> Thereafter, the Commission issued an order on August 11, 2009, directing
PPL Electric to file a POR program to be effective on January 1, 2010.*® Pursuant thereto, PPL
Electric filed a voluntary POR program, together with a Merchant Function Charge (“MFC”),
which was approved by the Commission for the period January 1, 2010 through December 31,
2010. Petition of PPL Utilities Corporation Requesting Approval of a Voluntary Purchase of
Accounts Receivables Program and Merchant Function Charge, Docket No. P-2009-2129502,
279 PUR4th 539, 2009 Pa. PUC LEXIS 266 (Nov. 19, 2009). In approving the POR program,

the Commission specifically held that POR programs are voluntary and the Commission is

35 petition of PPL Electric Utilities Corporation for Approval of a Default Service Program and Procurement Plan
Jfor the Period January 1, 2011 Through May 31, 2013, Docket No. P-2008-2060309 (June 30, 2009).

% PPL Electric Utilities Corporation Retail Markets, Docket No, M-2009-2104271 (August 11, 2009).
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without authority to require electric distribution companies to offer POR programs. /d. at *12-
13.

Initially, PPL Electric’s POR was approved for the period January 1, 2010 through
December 31, 2010. In its 2010 base rate proceeding, PPL Electric proposed to extend its
voluntary Commission-approved POR program beyond its expiration date of December 31,
2010. The Commission approved PPL Electric’s proposal to extend the POR program, with a
minor modification.>’ Pa. P. UC v, PPL Electric Utilities Corp., Docket Nos. R-2010-2161694,
et al., 2010 Pa. PUC LEXIS 2001 (Dec. 21, 2010).

PPL Electric’s current POR program applies to residential and small C&I customers. The
accounts receivables purchased by PPL Electric are the moneys owed by shopping customers to
the EGS for generation servicés. PPL Electric purchases these accounts receivable at a discount
from the standard supply charges to offset the risks and expenses associated with accounts that
may ultimately be uncollectible. PPL Electric St. 8, p. 26-27.

The discount rate is composed of two components: (1} an uncollectible accounté expense
percentage factor, which equals the MFC; and (2) a POR development, implementation, and
administration percentage factor.  Given the different energy requirements, collection
mechanisms available, and uncollectible accounts expense percentages, the discount rates for the
residential and small C&]I customers are different. PPL Electric St. 8, pp. 27-28.

In this proceeding, PPL Electric is proposing to update the discount rates for the POR and
MFC. The proposed discount rate for the residential customer class is 2.23%. This discount

reflects an uncollectible accounts expense percentage factor of 2.23% and a POR administrative

37 The Commission directed PPL Electric to adjust its POR program tariff language to allow EGSs that are
participating in its POR program under PPL Electric’s consolidated billing service to bill customers separately if: (1)
the Electric Distribution Company’s billing system cannot accommodate it; or (2} an Electric Generation Supplier’s
customer purchases products that are bundled with non-basic services. Pa. P.U.C. v. PPL Electric Ultilities Corp.,
Docket Nos. R-2010-2161694, et al., 2010 Pa. PUC LEXIS 2001 at *151-52 (Dec. 21, 2010).
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factor of 0.00%. The proposed discount rate for the small C&I customer class is 0.23%. This
discount reflects an uncollectible accounts expense percentage factor of 0.23% and a POR
administrative factor of 0.00%. PPL Electric St. 8, p. 28. Dominion and Direct Energy oppose
PPL Electric's proposed POR discount and its MFC percentages. For the reasons explained
below, the arguments of Dominion and Direct Energy should be rejected and PPL Electric’s
proposed discount rate for the POR and MFC should be approved.

2, PPL Electric Properly Calculated The Proposed Purchase Of
Receivables Discount and Its Merchant Function Charge Percentages.

Dominion proposes to reduce the level of PPL Electric’s proposed POR discount and its
MFC percentages because, according to Dominion, PPL Electric's uncollecti_ble accounts
expense is overstated. Dominion believes that this overstatement is driven by a perceived
discrepancy between PPL Electric's claim in this proceeding and the information set forth in its
annual report filed with the Commission for 2011. Based thereon, Dominion recommends that
the POR and MFC discount rates be set at 1.62% for residential customers and 0.17% for small
C&I customers based on the average write-offs for 2010 and 2011. Dominion St. 1, pp. 5-7.
Similarly, Direct Energy argues that PPL Electric’s proposed POR discount and MFC
percentages have increased and should be reduced to encourage competition. Direct Energy St.
1, pp. 9-11. These arguments are fundamentally flawed for several reasons.

First, it must be remembered that PPL Electric’s current POR Program is a voluntary
program. The Commission cannot make PPL Electric offer a POR Program and EGSs are not
required to participate in the Program. Petition of PPL Utilities Corporation Requesting
Approval of a Voluntary Purchase of Accounts Receivable Program and Merchant Function
Charge, Docket No. P-2009-2129502, 279 PUR4th 539, 2009 Pa. PUC LEXIS 266 at *12-13

(Nov. 19, 2009). Because EGSs are functioning business entities, they can make rational
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financial decisions to participate or not participate in PPL Electric’s POR Program. If an EGS
determines that the cost of participating in PPL Electric’s proposed POR Program, including the
applicable POR discount, is too high and does not meet the needs of its business model, the EGS
can choose to retain and manage its own accounts receivable, rather than having PPL Eleciric
purchase those accounts receivable from the EGS. PPL Electric St. 8-R, pp. 45-46.

Second, Dominion’s foundational premise of a discrepancy regarding the level of PPL
Electric's actual write-offs of uncollectible accounts in 2011 is simply wrong. PPL Electric's
actual write-offs for 2011 were approximately $40 million, not $33 million as Dominion asserts,
based on its erroneous assumption that the net annual change in the reserve for doubtful accounts
is equal to the actual write-offs amount for the year. Annual activity related to PPL Electric's
reserve for doubtful accounts in 2011, which follows generally accepted accounting principles
(“GAAP™), starts with the beginning balance of the reserve (which is equal to the ending balance
of the reserve for the prior year, 2010), or §15.9 million. To that balance, the provision for
uncollectible accounts expense of $31.4 million is added. Next, the actual write-offs amount for
the year of $39.7 million is subtracted. Finally, the amount of POR discount received for the
year of $9.9 million is added to produce the ending balance of $17.5 million, or a net increase to
the reserve of approximately $1.5 million. PPL Electric St. 8-R, p. 43.

Third, as shown on PPL Electric Ex. JMK 4, when calculating its proposed MFC and
POR discount percentages in this proceeding, PPL Electric used its 2012 budget amount of
uﬁcollectible accounts expense, which is the sum of projected write-offs and the projected
change in the reserve for doubtful accounts for 2012. PPL Electric St. 8-R, p. 44.

Finally, PPL Electric’s proposed MFC percentages of 2.23% for the residential customer

class and 0.23% for the small C&I customer class have been properly calculated based on the
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Company's expected 2012 uncoliectible accounts expense for those customer classes. PPL
Electric St. 8-R, p. 44, PPL Electric Ex. JMK 4. For these reasons, PPL Electric properly
catculated the proposed POR discount and MFC percentages

3. Dominion’s and Direct Energy’s Proposal To Use Late Payment

Charges To Reduce The POR And MFC Percentages Should Be
Rejected

Both Dominion and Direct Energy propose to use late payment charges to reduce the
POR and MFC uncollectible account percentages. Dominion St. 1, pp. 6-7; Direct Energy St. 1,
pp. 15-17. This proposal should be rejected.

Late payment charges arc assessed to those customers who carry an overdue balance for
service provided by PPL Electric. Late payment charges are imposed to offset the carrying costs
of those overdue accounts receivable. Late payment charges are actually paid by customers and
the revenues received from late payments are, by definition, not uncollectible. Uncollectible
accounts expense is incurred when a customer does not pay his’her bills over an extended period;
the service is terminated and subsequently written-off. Late payment fees are treated as an
addition to a utility’s revenues, not as an offset or reduction to the utility’s uncollectible accounts
expense. PPL Electric has used this accounting and ratemaking treatment for decades and its
approach repeatedly has been approved by the Commission. PPL Electric St. 8-RJ, p. 8.

Further, late payment charges already are used to reduce PPL Electric's overall
distribution revenue requirement for those customer rate classes that bear the working capital
requirement associated with overdue accounts receivable. The proposal to offset late payment
charges against uncollectible accounts expense in the calculation of the POR discount and MFC
percentages would result in double counting of late payment revenues by crediting these
revenues to customers twice. PPL Electric St. 8-R, pp. 44, 46; PPL Electric St. 8-RJ, p. 8. Such

a result clearly is inappropriate.
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PPL Electric further notes that if the proposal to use late payment charges to reduce the
POR and MFC percentages were adopted, not all late payment fee revenue should be credited
against the POR discount rate. A substantial portion of late payment fee revenue is associated
with default service and, as such, should not be used to reduce the POR discount rate, Further, if
this proposal were adopted, the amount of late payment revenue credited against the POR
discount rate would need to be accompanied by a corresponding adjustment in PPL Electric’s
base rate revenues, which will increase rates for all distribution customers. PPL Electric 8-RJ,

pp. 8-9.

4, Direct Energy’s Proposal To Eliminate the Uncollectible Accounts
Expense Percentage Factor Should be Rejected

Direct Energy proposes to rebundle the uncollectible accounts expense presently
recovered through the MFC and the POR discount into a “non-bypassable” distribution charge
and, thereby, set the MFC and the POR discount to zero. Direct Energy St. 1, pp. 12-15. Direct
Energy’s recommendation should be rejected for several reasons.

Preliminarily, it must be noted that the Com_mission recently considered and rejected the
proposal to rebundle uncollectible accounts expense into a non-bypassable distribution charge.
PPL Electric St, 8-RJ, pp. 10-11. In PPL Electric’s 2010 base rate proceeding, the Retail Energy
Supply Association (“RESA™) recommended that the Company should eliminate the
uncollectible accounts expense percentage factor from the discount rate and recover the costs
associated with all generation-related uncollectible accounts expense through a non-bypassable
MFC assessed on all distribution customers. The Commission expressly rejected RESA’s
recommendation concluding that the collection risk for shopping customers should remain with
the EGSs, and that RESA’s approach would require a non—reéidential customer on EGS dual

billing to pay for collection risk twice for supply -- once in the EGS's charges which incorporate
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customer payment risk, and once in the non-bypassable EDC charge. Pa. P.U.C. v. PPL Electric
Utilities Cor., Docket Nos. R-2010- 2161694, et al., 2010 Pa. PUC LEXIS 2001 at *153 (Dec.
21, 2010).

PPL Electric, with express Commission approval, has unbundled the generation supply-
related uncollectible accounts expense from its distribution base rates and recovers this expense
through the MFC. The MFC is paid by all default service customers, and PPL Electric includes
the MFC in its Price to Compare. The MFC, however, is a bypassable charge, i.e., shopping
customers do not pay the MFC. PPL Electric St. 8, pp. 26-27, 29-30." This construct provides
EGSs with two options for dealing with the risk of collection. One option is to not participate in
the POR program and reflect the risk of uncollectibles in the price they charge shopping
customers. The second option is to sell the account receivable to PPL Electric at a discount and
have the Company assume the costs of collection and the risk of non-collection. Accordingly,
under the voluntary POR program, EGSs are provided with the competitive advantage of
determining the extent of the generation-related uncollectible accourits expense that they are
willing to bear.

Direct Energy proposes to eliminate the uncollectible accounts expense from the discount
percentage factor, thereby increasing the amount that PPL Electric pays EGSs for their accounts
receivable, eliminating all EGS collection risk, and shifting the risk of non-payment for
competitive supply to all customers through a non-bypassable MFC, which would be paid by all
distribution customers whether or not they shop for their energy supply. Direct Energy St. 1, pp.
12-13. Stated otherwise, Direct Energy’s proposal attempts to shift the risk of non-payment for
competitive supply from EGSs, and their shopping customers, to all customers. However, as

explained above, the Commission clearly concluded that EGSs should bear the collection risk for
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their own customers, either by including it in the charges to those customers or by selling their
receivables to PPL Electric at a discount, See Pa. P.U.C. v. PPL Electric Utilities Corp., Docket
Nos. R-2010- 2161694, et al., 2010 Pa. PUC LEXIS 2001 at *153 (Dec. 21, 2010) (holding that
the collection risk for shopping customers should remain with the EGSs)

In addition to improperly reassigning risk, Direct Energy’s proposal also should be
rejected because it, in essence, rebundles generation-related and distribution-related uncollectible
accounts expense charges through a non-bypassable MFC. Although PPL Electric acknowledges
that the charges would not be rebundled as a single distribution charge as they were prior to the
establishment of the current POR program and the MFC, the creation of a non-bypassable MFC
that applies to shoppers and non-shoppers is, in essence, a return to the prior bundled state.

Such a result is inconsistent with the goals of the Competition Act and clear Commission
policy. Section 2804(3) of the Competition Act provides as follows:

The commission shall require the unbundling of electric utility

services, tariffs and customer bills to separate the charges for
generation, transmission and distribution. ...

66 Pa.C.S. § 2804(3). See also Lloyd (holding that Section 2804(3) mandates rates for services
as unbundled charges for transmission, distribution and generation). Further, the Commission
has encouraged EDCs to unbundle generation-related costs from distribution rates.

While utility rates were unbundled into transmission, distribution
and generation components as part of the restructuring process,
there is significant concern on the part of the Commission and
others that some generation costs have been improperly allocated,
or “embedded,” in EDC distribution rates. The Commission has
not undertaken a full-fledged review of distribution rates with the
goal of resolving this issue. This was in part due to the existence
of rate caps and the agreements reached in the restructuring
settlements. With the coming expiration of the remaining rate
caps, there is now no obstacle to taking this issue up for
consideration. :
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Our preference is that this issue will be addressed in the next
distribution rate case for each EDC. For those EDCs who have not
inttiated cases by the end of 2007, the Commission reserves the
right to initiate a cost allocation proceeding to resolve this issue.

Default Service and Retail Electric Markets, F{nal Policy Statement, Docket No. M-00072009,
256 PUR 4th 341, 2007 Pa. PUC LEXIS 3 at *12-13 (May 10, 2007).

In support of its proposal to rebundle uncollectible accounts expense into a non-
bypassable distribution charge, Direct Energy relies on the POR pr-ograms of other EDCs.
However, the POR programs of other EDCs do not establish a statewide standard. Rather, each
POR program adopted by an EDC reflects the unique circumstances of the individual EDC,
including the ability of its customer information and billing systems to accommodate specific
program structures. Indeed, Direct Energy relies on the POR program adopted by PECO;
however, Direct Energy disregards that, unlike PPL Electric, PECO has not unbundled its
uncollectible accounts expense. Further, as conceded by Direct Energy, PPL Electric’s program
is consistent with the POR program administered by Duquesne Light. Direct Energy St. 1, pp.
13-14; see also Pa. P.U.C. v. Duguesne Light Co., Docket No. R-00061346 (Dec. 1, 2006).
Finally, because POR programs are voluntary as explained above, the fact that another EDC’s
POR program has conditions that are different from those proposed by PPL Electric has no
bearing on PPL Electric’s voluntarily offered POR program.

Direct Energy’s proposal to rebundle uncollectible accounts expense into a non-
bypassable distribution charge, and set the MFC and the POR discount to zero, would be a
significant step backward to conditions that existed prior to the end of PPL Electric's capped
generation rates. If such a proposal were adopted, PPL Electric's current POR Program should

be terminated, and the accounts receivable procedures, which were in place and available to all
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EGSs from 1999 through 2009, should be reinstated. Under these circumstances, all parties
(PPL Electric and EGSs) would be on a level playing field. PPL Electric St. 8-R, p. 16.
5. Direct Energy’s Proposal To Refund All Amounts That PPL Electric

Has Received Under The Administrative Component Of the POR
Should Be Rejected

As an alternative, Direct Energy proposes to refund all amounts that PPL Electric has
received under the “administrative” component of the POR discount percentage because,
according to Direct Energy, the Company has not “incurred the incremental expenses that it
anticipated.” Direct Energy St. 1, pp. 18-19. Direct Energy’s recommendation should be
rejected for several reasons.

First, the MFC and the POR are both Section 1308 rates and cannot be retroactively
changed. PPL Electric St. 8-R, p. 46. The Commonwealth Court has explained that:

The general rule is that there may be no line examination of the
relative success or failure of the utility to have accurately projected
its particular items of expense or revenue and an excess over the
projection of an isolated item of revenue or expense may not be,
without more, the subject of the Commission’s order of refund or

recovery, respectively, on the occasion of the utility’s subsequent
rate increase requests. :

Philadelphia Elec. Co. v. Pa. PUC, 502 A2d 722, 727-28 (Pa. Cmwlth. 1985); see also
Popowsky v. Pa. PUC, 642 A.2d 648, 651 (Pa. Cmwlth. 1994) (“The rule against retroactive
ratemaking prohibits a public utility commission from setting future rates to allow a utility to
recoup past losses or to refund to consumers excess utility profits™). Clearly, if Direct Energy’s
refund proposal were adopted, such an approach could result in impermissible retroactive
ratemaking,

Second, if Direct Energy’s proposal wefe approved, EGSs could possibly be required to
retroactively pay for administrative costs that were higher than projected. Undoubtedly, EGSs,

including Direct Energy, would oppose such a result.
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Finally, this is not a situation where PPL Electric did not incur a cost. As indicated in
PPL Electric Ex. JIMK 8, PPL Electric has incurred incremental expenses with its POR program,
including costs related to personnel from PPL Services’ Information Services and Financial
departments. PPL Electric St. 8-RJ, p. 11. However, the Company, to date, has not performed
the necessary analysis to track this cost. PPL Electric. did indicate that it will be moniton'pg its
POR Program administrative costs on a going-forward basis using the results of a formal
tracking mechanism that was implemented in April 2012. PPL Electric St. 8-R, p. 47. For these
reasons, Direct Energy’s proposal should be rejected.

B. UNIVERSAIL SERVICE

OCA has made recommendations concemning PPL Electric’s Universal Service Programs.
They include: (1) PPL Electric should direct a portion of its customer education funding toward
local housing authorities, as one mechanism for reaching low-income tenants, (2) PPL Electric
should resolve the process for integrating LIHEAP benefits with the customer assistance
program benefits as set forth in the draft LIHEAP state plan and report on whether PPL Electric
intends to adopt that new proposal should the final State Plan include the same resolution, (3)
PPL Electric should target additional customer assistance program outreach to payment-troubled,
low-income customers and (4) PPL Electric “should confirm that ratepayers will not be charged
the costs of forgoing charging CAP accounts the $8 “CAP Plus” amount when the account has
LIHEAP balance sufficient to completely pay the CAP bill as prescribed in the settlement of the
Koons proceeding.” OCA St. 4, p. 4. As explained below, PPL Electric‘concurs with some of
these recommendations, concurs in part with other recommendations and disagrees with certain
recommendations.

OCA’s recommendation that PPL Electric direct a portion of its consumer education

funding to local housing authorities has merit. As part of its consumer education plan, PPL
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Electric has already offered seminars and “webinars” to targeted populations such as school
districts and municipalities to raise awareness about energy efficiency conservation, as well as
opportunities via customer choice to reduce energy bills. Local housing authorities could also
benefit from similar information regarding how their buildings use encrgy, how they can
evaluate energy performance and opportunities to lower their energy bills through conservation
or shopping. Nevertheless, current efforts should not be supplanted to refocus the entire
consumer educa‘;ion plan to local housing authorities. PPL Electric, however, will commit to
incorporating into its consumer education plan a program for local housing authority
administrators along the lines of what we had previously provided to school districts and
municipalities. This effort will further the objectives of the plan while allowing the Company to
continue to reach all customer segments. PPL Electric St. 6-R, pp. 14-15.

Regarding OCA’s recommendation that PPL Electric consider integrating LIHEAP
benefits with customer assistance program benefits consistent with the draft LTHEAP State Plan,
PPL Electric agrees that this proposed change in the LIHEAP State Plan is a positive
development. Under the draft LIHEAP State Plan, PPL Electric and other utilities would not be
required to apply LIHEAP .g.rants only to “asked for” amounts on bills to LIHEAP customers.
Instead, PPL Electric would be permitted to apply LIHEAP grants to customer assistance
program credits and stop the CAP Plus program. If practical, PPL Electric would like to
implement these changes by November 1, 2012, which is the start of LIHEAP for fiscal year
2013, Nevertheless, it may be difficult for PPL Electric to meet this deadline. PPL Electric St.
9-R, pp. 9-10.

Specific difficulties arise under Section 601.45 of the LIHEAP State Plan, which

indicates that “Public utilities that operate CAPS based on a Percent of Income Payment Plan
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(“PIPP”") may apply the LIHEAP cash component benefits to the customer’s PA CAP credit ....”
To provide payment flexibility to meet customers’ needs, however, PPL. Electric’s CAP offers
five different payment options, including percent of bill, percent of income, annualized average
payment, minimum payment and agency selected. PPL Electric’s computer system
automatically calculates the first four payment options for the OnTrack caseworkers who enroll
customers and establish the payment agreements. PPL Electric’s concern is that, if Department
of Public Welfare’s (“DPW?”) were to interpret Section 601.45 to apply only to a PIPP, then it is
unlikely that PPL Electric would implement this provision because only 18 percent of its current
CAP participants are on a PIPP. Applying the new draft LIHEAP State Plan provision to PIPP
customers only would require significant manual work by OnTrack case workers, who would
have to individually cancel tens of thousands of existing CAP payment agreements and create
new percent of income payment agreements. PPL Electric St. 9-R, pp. 9-10.

Even more importantly, PIPP may not match a customer’s ability to pay which could
result in thousands of defaults from CAP. In addition, the process changes in communications
requirements for internal and external audiences would be considerable. This type of drastic
move would likely result in more telephone calls to PPL Electric’s customer contact center, more
complaints filed with the Commission, more work for OnTrack administrative agencies and
more dissatisfied customers. For these reasons, shifting all OnTrack participants to a PIPP
would be impractical and costly. PPL Electric St. 9-R, p. 10.

Nor is it advisable for PPL Electric to implement a “split” CAP whereby it would have to
identify and treat customers separately based on their payment option. For OnTrack customers
on a PIPP, PPL Electric would apply LIHEAP cash grants to CAP credits. For all other payment

options, PPL Electric would not. This “split” CAP approach would present numerous practical
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implementation concerns regarding computer programming, processing changes, training and
internal and external communications. It would probably result in confusion for customers and
CAP agencies alike. PPL Electric St. 9-R, p. 10.

. Further, if Section 601.45 were to apply only to PIPPs, then PPL Electric would have to
maintain CAP Plus for the other four payment options. Again, this complication would create
numerous concerns and issues regarding computer programming, implementation processes,
communications, etc. PPL Electric St. 9-R, p. 11.

In addition, certain regulatory issues must be addressed and resolved before the draft
State Plan could be implemented. Presently it is uncertain whether PPL Electric would have to
file a petition to modify its three-year universal service plaﬁ and its tariff, and it is uncertain
whether the Commission is planning to issue guidance to utilities regarding CAP and the
implementation of Section 601.45. in addition, PPL. Electric would have to explore the
implications of the Koons settlement at Docket No. M-2010-2179796, if the Commission were to
require utilities to file petitions to modify their three-year plans to accommodate the
implementation of Section 601.45. PPL Electric St. 9-R, p. 11.

Moreover, if a petition to modify the three-year universal service plan were required,
other stakeholders may file complaints that could lead to formal hearings and substantial delays
while the Commission adjudicates the complaints. PPL Electric St. 9-R, p. 11. There is also the
practical concem regarding computer programming and testing necessary 1o implement Section
601.45.

For these reasons, PPL Electric is reluctant to move forward with the necessary
programming enhancements and process changes to implement the draft State Plan without

timely direction and clarification from DPW and the Commission. PPL Electric St. 9-R, pp. 11-
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12. If PPL Electric does not receive timely direction and guidance from DPW and the
Commission or DPW confirms that Section 601.45 only applies to PIPP, PPL Electric will
continue to implement OnTrack as described in its 20117 — 2013 Universal Service & Energy
Conservation Plan, including the continuation of CAP Plus. PPL Electric St. 9-R, p. 12.

In conjunction with its recommendations regarding the draft State Plan and the “Cap
Plus” program, OCA also recommends that PPL Electric evaluate the impact of applying
LIHEAP cash grants to CAP credits if DPW retains the methodology proposed in the draft State
Plan. PPL Electric notes initially that such evaluation may be unnccessary if any of the
circumstances explained above, under which PPL Electric would not implement Section 601.45
prevail, materialize. Under such circumstances, Section 601.45 of the proposed LIHEAP State
Plan would have no effect. If DPW indicates, however, that Section 601.45 appliés to all CAP
payment agreement types, then PPL Electric will conduct such an evaluation in order to
determine whether an increase in residential rates and the customer charge causes more OnTrack
customers to exceed their annual limit of CAP credits. PPL Electric St. 9-R, pp. 12-14.

QCA next recommends that PPL Electric engage in greater outreach efforts for payment-
troubled, low-income customers. OCA attempts to justify this recommendation by observing
that PPL Electric’s enrollment rate for its CAP is the lowest of any major electric utility in
Pennsylvania. PPL Electric St. 9-R, p. 14. PPL Electric does not believe that it should engage in
further outreach to enroll payment-troubled low-income customers into its CAP. PPL Electric
also believes its CAP enrollment rate is not relevant in this context.

Initially, it must be noted that the Commission has not adopted any enrollment goal
requirement for CAP, and PPL Electric has no such requirement in its current three-year

universal service plan. The absence of such an enrollment goal is consistent with the
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Commission’s Final Order in Customer Assistance Program: Funding Levels and Cost Recovery
Mechanisms, Docket No. M-00051923 (Dec. 18, 2006). There, the Commission eliminated
enrollment ceilings to ensure that CAPS are available under the Competition Act.

Further, 52 Pa. Code Section 69.264 of the Commission’s CAP Policy Statement
provides that CAPs should target low-income, payment-troubled customers. Some Pennsylvania
utilities automatically enroll low-income customers, regardless of whether they are payment-
troubled. PPL Electric has chosen a different path in order to target its most vulnerable
customers and to control costs for the residential customers who fund PPL Electric’'s CAP
through the Universal Service Rider. It is not necessary to enroll all low-income customers in
the CAP because some confirmed low-income customers do not need the assistance. Such
customers may face short-term circumstances that require assistance through LIHEAP, CARES,
Operation HELP or a short-term payment plan, rather than enrollment in CAP. PPL Electric St.
9-R, pp. 14-15. Comparisons of PPL Electric’s CAP enrollment level with those of other
Pennsylvania EDCs are not meaningful.

OCA also criticizes the low level of participation in PPL Electric’s CAP by stating that
the CAP is limited to customers who are confronting termination of service. OCA St. 4-8R, p. 6.
OCA’s statement i not correct. To the contrary, PPL Electric’s CAP is directed toward low-
income, payment-troubled customers. The latter category includes all customers who have past
due accounts and all customers who have broken payment arrangements as well as customers
who have received termination notices. PPL Electric does not restrict, and has not restricted
participation in its CAP to customers who have received termination notices.  PPL Electric St. 9-

RI, p. 4.
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It should be noted also that PPL Electric has taken substantial steps, already, to improve
referrals to its CAP. Prior to 2009, PPL Electric’s Customer Service Representatives made all
referrals to its CAP. Such referrals were made when establishing payment arrangements with
residential customers.  Through these efforts, customer service representatives made
approximately 50,000 referrals to the CAP annually. In 2009, PPL Electric automated the
referral process. As customer service representatives took household income information while
establishing payment agreements, the computer system would automatically determine if
customers were income eligible for the CAP. If so, the computer system would automatically
send customer referral letters and simultaneously issue electronic work orders to appropriate
CAP agencies for follow up. Through this enhanced process, PPL Electric more than doubled
the number of referrals to OnTrack to approximately 9,400 per month, or almost 113,000
annually. As a result of these efforts, OnTrack enrollment has increased by 52.3 percent from
23,305 customers as of December 31, 2008 to 35,491 customers as of June 30, 2012, Due to this
increased enrollment, as well as other factors, annual expenditures for PPL Flectric’s CAP have
risen from about $24 million in 2008 to more than $53 million in 2011, an increase of 120
percent. PPL Eleciric St. 9-R, pp. 15-16.

Given that PPL Electric’s CAP is limited to low-income, payment-troubled customers, it
does not appear to be necessary or appropriate to conduct broad-based outreach efforts to
promote the program. Almost all residential customers who have received various Chapter 56
collection notices or have had their service terminated call PPL Electric to make payments or to
set up payment agreements. They may also call to discuss reconnection of service. In all such
circumstances, PPL Electric informs the customers of the availability of the CAP. PPL Electric

St 9-R, p. 17.
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An overwhelming majority of residential customers with past due accounts do call the
Company. As of June 30, 2012, PPL Electric 226,847 overdue residential accounts. PPL
Electric has household income data on 159,328 or 70.2 percent of the total number of overdue
accounts. Because the primary manner in which PPL Electric obtains household income
information is from direct discussions with customers regarding payment arrangements, clearly
approximately 70.2 percent of PPL Electric’s residential customers with past due accounts call
PPL Electric’s Customer Service Representatives. PPL Electric St. 9-RJ, pp. 2-3.

The percentage is even higher for confirmed low-income residential customers. As of
June 30, 2012, 85,718 residential accounts had balances that had been overdue for at least 120
days. For these accounts, PPL Electric has household income information for 74,658 accounts or
87.1 percent of the total. Again, the primary method of obtaining household income information
is direct discussions between cpstomers and customer service representatives. Of these 74,658
customers, 58,546, or 78.4 percent have household inconies at or below 150 percent of the
federal poverty level. Clearly, PPL Electric’s collection of housebold income information from
payment-troubled, low-income customers has been successful. PPL Electric St. 9-RJ, pp. 2-3.

Further outreach to low-income, payment-troubled customers is unnecessary for thé
additional rcason that PPL Electric conducts outrcach activities for its CAP. PPL Electric
provides information to social service agencies and community organizations regarding
programs and services for low-income customers. PPL Electric also participates in community
forums and workshops to inform the public of the availability of its CAP. Information is also
provided on PPL Electric’s website about its CAP and other assistance programs. PPL Electric

attempts to draw customers attention to this information with a red “HELP” button. PPL Electric
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also inctudes information about its CAP when contractors disseminate energy education packets
during WRAP site visits. PPL Electric St. 9-R, pp. 18-19.

PPL FElectric is also concerned about the impact of a substantial increase in CAP
enrollment on other residential customers who pay the Universal Service Charge. As explained
previously, PPL Electric has household income information on 74,658 residential accounts that
have accounts more than 120 days past due. Of this total, 58,546 have household incomes at or
below 150 perceni; of the federal poverty level which is the income criteria for participation in
PPL Electric’s CAP. Stated otherwise, nearly 80 percent of residential customers with accounts
more than 120 days past due have incomes that qualify them for the CAP. If PPL FElectric were
successful in enrolling even 20 percent of this pool of customers into its CAP, the annual costs
for the CAP would increase by $16.7 million (58,500 customers x 20 percent x $1,424, the
annual cost of CAP per customer). PPL Electric would recover these additional costs from
residential customers through the Universal Service Rider. PPL Electric St. 9-R,'pp. 19-20; PPL
Eleciric St. 9-RJ, p. 3.

OCA made three specific proposals for incfeased outreach for PPL Electric’s CAP: (1)
the Company should engage in a direct-contact outreach program aimed at customers who are
confirmed low-income and are 120 or more days in arrears; (2) for confirmed low-income
customers who receive termination notices, PPL Electric should modify its notice to include
information about the availability of CAP and means of accessing the program; and (3) PPL
Electric should engage in direct-contact outreach programs focused on 120 or more days in
arrears regardless of whether they are confirmed low-income customers.

PPL Electric opposes OCA’s first recommendation for four principal reasons. First,

because customers must be payment-troubled in order to participate in the CAP, OCA has
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presented no compelling reason why additional outreach is required. As explained above, over
the past three years, PPL Eleqtric has doubled the number of referrals annually to CAP and has
increased enrolment by more than 50 percent. Second, because only payment-troubled
customers may enroll in PPL Electric’s CAP, and other EDCs in Pennsylvania do not have such
a requirement, PPL Electric’s lower percentage of low-income customers enrolled does not
provide meaningful proof that low-income, payment-troubled customers are not aware of the
program. OCA seems to assume that there is some “awareness gap,” but there is no evidence of
any such problem. Third, because customers move in and out of 120 day overdue status, PPL
Electric is concerned that certain customers could miss any type of targeted communications, if
they were not 120 days in arrears when the communications were disseminated. Instead, it is
preferable to have communications regarding the availability of the CAP incorporated into
existing collection processes so that all customers in the same overdue category receive the same
information an(i have the same opporfunity to act. Fourth, providing additional CAP outreach
may create confusion for some customers regarding the terms of their current payment
arrangement or actions required with collection notices they have received. PPL Electric does
not wish to create confusion which would put customers at risk of termination if they confuse
outreach information with requirements to avoid termination. PPL Electric St. 9-R, pp. 21-22.
PPL Electric is willing to accept OCA’s second recommendation, with certain caveats.
First, PPL Electric is willing to include information with the termination notice as long as the
inclusion of the‘ additional information does not add another page to the termination notice.
Adding another page to the termination noticg would increase costs, a result PPL Electric wishes
to avoid. PPL Electric is willing to propose the additional content for its termination notices and

to review the revised termination notice with the Commission staff, the OCA and other interested
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parties in this proceeding. Second, PPL Electric should not be required to use two separate
forms of termination notices for residential customers, one for confirmed low-income customers
and one for other customers who are overdue but not confirmed low-income. Identifying low-
income customers and sending them a special termination notice would require computer
programming, process changes and communications to educate customer service representatives
regarding the differences in the forms and their proper use. To simplify matters, PPL Electric
would include the additional CAP language in all residential termination notices. The result
would be a streamed-lined implementation avoidance of programming costs, reductions of
impacts on collections processes, elimination of procedural changes and mitigation of possible
confusion. Use of one form of termination notice also makes sense as a practical matter since
most residential customers receiving termination notices are low income. PPL Electric St. 9-R,
pp. 22-23.

PPL Electric opposes OCA’s third recommendation for CAP outreach. It is not necessary
for PPL Electric to engage in a direct-contact outreach program focused on customers 120 or
more days in arrears, regardless of whether they are confirmed low-income customers. As
explained previously, most residential customers with overdue balances or terminated accounts
call PPL Electric regarding address their concerns. Therefore, there is no need for a direct-
contact campaign for all residential customers 120 or more days is arrears. In addition, such an
outreach program could cause customer confusion between the eligibility for the CAP and
requirements needed to avoid termination. PPL Electric does not wish to create confusion which
could result in unnecessary customer terminations. PPL Electric St. 9-R, pp 23-24.

It should be emphasized also that PPL Electric does not ignore residential customers with

arrearages of 120 days or more. PPL Electric has implemented enhanced collection efforts for
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these accounts. In 2012, PPL Electric refined its risk ranking system for collections to include
more than 50 behavioral attributes and the age of the overdue money is a key factor. Customers
with accounts more than 120 days overdue progress along the collection path without delay.
Further, customers with a higher risk score receive collection priority including terminations of
service, compared with customers who have a lower risk score. All these activities encourage
customers to contact PPL Electric regarding their past due balances which gives PPL Electric the
opportunity to refer them to universal service programs, including CAP.

OCA’s final recommendation is that PPL Electric confirm that the Universal Service
Rider will not provide for recovery of the $8 that the Company excludes when OnTrack CAP
customers have credit balances due to LIHEAP grants and confirm that distribution rates will not
provide for recovery of the $8 that the Company excludes when CAP customers have a credit
balance due to LIHEAP cash grants. In response to this request, PPL Electric confirms that it
currently does not include the $8 CAP Plus amount in its Universal Service Rider or base rates
and is not proposing to recover such amounts in thié proceeding. If DPW indicates, in a timely
manner, that Section 601.45 applies to all payment agreement types, PPL Eleciric would
implement this provision of the LIHHEAP State Plan for fiscal year 2013 and would discontinue
the CAP Plus program. This action would eliminate the need for PPL Electric to confirm its
treatment of certain CAP expenses. PPL Electric St. 9-R, pp. 24-25.

OCA’s recommendations should be implemented to the extent the PPL Electric has
explained above. Thé remaining recommendations should be rejected.

C. PPL ELECTRIC’S COMPETITIVE ENHANCEMENT RIDER SHOULD
BE APPROVED

PPL Electric’s expenses for customer education in order to enhance a competitive retail

market for electric generatibn supply have expanded substantially in recent years. In order to
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recover the costs of all the customer education programs, PPL Electric proposes to institute,
effective January 1, 2013, a reconcilable Competitive Enhancement Rider (“CER”). PPL
Electric is making this proposal for three principal reasons.

The Commission and the appellate courts have explained the circumstances in which an
automatic adjustment clause, such as the proposed CER is appropriate. Clauses are appropriate
when the expenses to be recovered through the clause are substantial, subjéct to variation and
beyond the control of the utility. See, e.g., Popowsky v. Pa. P.U.C., 869 A.2d 1144, 1159 (Pa.
Cmwlth. 2005) appeal denied, 586 Pa. 761, 895 A.2d 552 (2006); Pennsylvania Indusirial
Energy Coalition v. Pa. P.U.C., 653 A.2d 1336 (Pa. Cmwlth. 1995); Pa. P.U.C. v. Newtown
Artesian Water Co., Docket Nos. R-2009-2117550, et al., 2010 Pa. PUC LEXIS 757 (Apr. 15,
2010); Pa. P.U.C. v. Philadelphia Thermal Energy Corp., Docket No. R-911920, 1991 Pa. PUC-
LEXIS 80 (May 3, 1991). As explained below, the competitive enhancement expenses should be
recovered through a clause because they are substantial, intially more than $6 million annually.
They are subject to variation because they will increase and decrease depending on Commission
mandates in the Retail Markets Investigation and other proceedings, and they are substantially
beyond PPL Electric’s control because many of the expenses are required by directives from the
Commission.

PPL Electric proposes to recover, begirining in 2013, the amount of $5,482,220 for
ongoing needs consistent with the Company’s Consumer Education Plan. In addition, PPL
Electric propdses to amortize $400,000 for the 2012 annual Retail Markets Investigation
postcard over two years. Recovery should also include a two-year amortization of the amount to
be spent on the Retail Markets Investigation Tri-Fold brochure anticipated to be mailed in

November, 2012. In addition, PPL Electric proposes to recover all future amounts including but
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not limited to amounts related to the Retail Markets Investigation EDC letter and amounts that
may arise from programs included in PPL Electric’s default service program that are subject to
separate and explicit approval. All of the expenses complying with mandates of the
Commission, including the Retail Markets Investigation, should be recovered by PPL. Electric
because they are not currently reflected in rates. PPL Electric St. 5-R, pp. 29-30.

It is time for the Commission to approve the CER for PPL Electric, which will enable
PPL Electric to adopt a more flexible approach that can be adjusted from time-to-time should the
need for consumer education, programs and spending levels change in the future. A reconcilable
rider was not required for the period ffom 2008 through 2012 because PPL Electric’s Consumer
Education Plan had been specifically approved by the Commission and resulted in a level annual
cdst that could easily be recovered through base rates. That situation, however, will not persist
into the future.

Because many of the costs that will be recovered through the CER are Commission-
mandated, they are beyond PPL Electric’s control Several costs arise from the Retail Markets
Investigation, such as the mailing of information educating consumers on the process for
obtaining and potential benefits from competitive retail supply, are a form of consumer
education. Because the mandates under the Retail Markets Investigation and Consumer
Education. Plan will change as the Commission progresses through the Retail Markets
Investigation, PPL Electric cannot avoid such costs. Having the CER will benefit both PPL
Electric and ratepayers because it will permit timely and precise recovery of competitive
enhancement costs. PPL Electric St. 5, pp. 37-38.

PPL Electric also notes that other EDCs are employing Commission-approved rider

mechanisms to recover costs incurred in response to the Commission’s Retaill Markets
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Investigation, No party to this proceeding has contended that the expenses to be recovered under
the CER are not the type for which a clause is appropriate.

Certain parties have expressed concerns regarding the CER. OCA and OSBA express
concern that use of a separate rider to recover consumer education costs could result in double
recovery of costs. ‘'OCA St. 3, pp. 50-51; OSBA St. 1, p. 19. OCA recommends also that costs.
undertaken in response to the Commission’s Retail Markets Investigation, other than those
related to Commission-approved consumer education mailings, not be recovered through the
CER. OCA also makes certain recommendations concerning the design and implementation of
the Rider. OSBA also recommended that customer education costs should be allocated on the
basis of cost causation.

OCA’s and OSBA’s concern, that use of a separate rider for customer education costs
might result in double recovery, is misplaced. To the contrary, use of a specific rider is the best
way to eliminate the possibility of any double recovery. Use of a separate rider, through which
all consumer education expenses are recovered, and having no customer education expenses
recovered through base rates, would assure that all costs are recovered only once. The
possibility of double recovery under a separate rider would be further reduced by the fact that
PPL Electric’s customer .education expenses would be reviewed annually in reconciliation
proceedings, and expenses and revenue f.or recovery of such expenses would be trued up
annually to make sure that actual expenses are recovered on a dollar for dollar basis. PPL
Electric St. 5-R, pp. 34-35.

OCA contends also that the cost of competitive enhancement should be recovered from
EGSs and not thfough the CER. OCA St. 3, p. 50. PPL Electric believes that some costs

associated with the enhancement of retail markets should be recovered from EGSs, and PPL
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Electric has made such a proposal in its pending Default Service Procurement Plan. The
outcome of that proceeding, however, is unknown at this time. More importantly, however, is
that, regardless of how that issue is decided, PPL Electric should be able to fully and timely
recover the costs that it is directed to incur. Of course, to the extent that PPL Electric recovers
such costs from EGSs, they would not be recovered through the CER.

OCA contends also that the purposes of the programs whose expenses are recovered
through the CER should be limited to those identified by the Commission in its Final Order in
Policies to Mitigate Potential Electricity Price Increases, Docket No. M-00061957, pp. 6-7
(May 17, .2007). Such safeguards, however, would be unnecessary and unduly restrictive. Such
safeguards are unnecessary because PPL Electricr submits its consumer education programs to the
Commission’s Office of Communications and the OCA for review and input. For each program,
PPL Eleciric specifically identifies, among other things, which of the eight specific Energy
Education Standards are met by the program. Therefore, both the Commission and the OCA
have ongoing review of all of PPL Electric’s customer education programs. PPL Electric St. 6-
R, p. 9. PPL Electric expects this review process to continue into the future. PPL Electric St. 5-
R, p. 33.

OCA’s recommendation is too restrictive because it could be used to preclude inclusion
of non-capital expenditures arising from the Commission’s Retail Markets Investigation for
which the Company has no alternative recovery mechanism. Therefore, the Retail Markets
Investigation and the review processes associated with that proceeding provide appropriate
safeguards regarding expenditures mandated in that proceeding. PPL Eleciric St. 5-R, pp. 32-33.

OSBA raises a concern that the CER, if approved, should be directly assigned to rate

classes to which costs can be attributed and that costs that are not specifically associated with a
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specific rate class be allocated using a reasonable cost-based allocation factor. OSBA St. 1, p.
20. OSBA’s concerns are not well founded.

PPL Electric always develops revenue allocations and rate designs taking into
consideration costs causation factors. Nevertheless, PPL Electric also takes into account other
factors. For the CER, PPL Electric believes that it is not necessary to expend substantial
resources to develop a more precise allocation for two principal reasons. First, the costs of PPL
Electric’s Consumer Education Plan are general in nature.and benefit all rate classes. Therefore,
allocating such costs equally among all of PPL Electric’s customers is consistent with the
concept that cach account benefits from such programs. PPL Electric St. 5-R, p. 31.

Second, certain costs, especially those arising from the Retail Markets Investigation,
relate to programs for which only specific rate classes are eligible. Such costs might be more
appropriately directly assigned to specific rate classes. Such costs include the customer referral
mailing, standard offer referral program and retail opt-in auction. In all of these instances,
however, PPL Electric has proposed that costs be recovered from participating EGSs. Therefore,
these costs that could be directly assigned to specific classes may not be recovered through the
CER at all. PPL Electric St. 5-R, pp. 31-32.

OCA contends also that the CER should be redesigned to recover costs on an energy or
per kWh basis instead of on a customer basis. OCA St. 3, p. 51. PPL Electric, however, believes
that customer education costs should be recovered through the CER on a per customer basis.
This approach is consistent with the idea that each account benefits from such programs, and
therefore, cach account should bear a similar portion of the costs. PPL Eleciric St. 5-R, p. 31.

PPL Electric’s proposed Competitive Enhancement Rider should be approved as filed.
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X. - CONCLUSION

For all the foregoing reasons, PPL Electric Utilities Corporation respectfully requests that

Administrative Law Judge Colwell and the Pennsylvania Public Utility Commission approve the

rate increase and other proposals set forth in Supplement No. 118 to Tariff-Electric Pa. P.U.C.

No. 201.

Paul E. Russell (ID # 21643)
Associate General Counsel

PPL Services Corporation
Office of General Counsel

Two North Ninth Street
Allentown, PA 18106

Phone: 610-774-4254

Fax: 610-774-6726

E-mail: perussell@pplweb.com

Of Counsel:

Post & Schell, P.C.

Date: August 29, 2012

9818533v1

Respectfully submitted,

oU)

David B. MacGfegor (ID # 28804)
Post & Schell, P.C.

Four Penn Center

1600 John F. Kennedy Boulevard
Philadelphia, PA 19103-2808

Phone: 215-587-1197

Fax: 215-320-4879

E-mail: dmacgregor@postschell.com

Michael W. Gang (ID # 25670)
John H. Isom (ID # 16569)
Christopher T. Wright (ID # 203412)
Post & Schell, P.C.

17 North Second Street

12 Floor

Harrisburg, PA 17101-1601
Phone: 717-731-1970

Fax: 717-731-1985

E-mail; mgang@postschell.com
E-mail: jisom@postschell.com
E-mail: cwright@postschell.com

Attorneys for PPL Electric Utilities Corporation

211



