/\ 17 North Second Street
T 12th Floor

& Harrisburg, PA 17101-1601
CI—IE | | 717-731-1970 Main

717-731-1985 Main Fax

A’l TORNEYS AT LAW
www.postschell.com

John H. Iscm

Jisom@postschell.com
717-612-6032 Direct
717-731-1985 Direct Fax
File #: 150736

November 8, 2012

Rosemary Chiavetta, Secretary
Pennsylvania Public Utility Commission
Commonwealth Keystone Building

400 North Street, 2nd Floor North

P.0. Box 3265

Harrisburg, PA 17105-3265

RE: Pennsylvania Public Utility Commission v. PPL Electric Utilities Corporation
Docket No. R-2012-2290597

Dear Secretary Chiavetta:

Enclosed for electronic filing are the Exceptions of PPL Electric Utilities Corporation for the
above-referenced proceeding.

Copies have been provided to the persons in the manner indicated on the certificate of service.

Respectfully Submitted,

Enclosure
cc:  Certificate of Service
Honorable Susan D. Colwell

ALLENTOWN HARRISBURG LANCASTER PHILADELPHIA PITTSBURGH PRINCETON WASHINGTON, D.C.

A PENNSYLVAMA PROFESSIONAL CORPORATION

10188880v!



CERTIFICATE OF SERVICE
I hereby certify that true and correct copies of the foregoing Exceptions have been served upon
the following persons, in the manner indicated, in accordance with the requirements of 52 Pa,

Code § 1.54 (relating to service by a participant).

Via E-Mail & First Class Mail

Tanya J. McCloskey, Esquire
Candis A. Tunilo, Esquire
Darryl Lawrence, Esquire
Office of Consumer Advocate
555 Walnut Street

5th Floor, Forum Place
Harrisburg, PA 17101-1923

Steven C. Gray, Esquire

Daniel G. Asmus, Esquire
Sharon E. Webb, Esquire

Office of Small Business Advocate
300 North Second Street
Harrisburg, PA 17101

Regina 1.. Matz, Esquire

Bureau of Investigation & Enforcement
PO Box 3265

Commonwealth Keystone Building
400 North Street, 2nd Floor West
Harrisburg, PA 17105-3265

Joseph L. Vullo, Esquire

Burke Vullo Reilly Roberts

1460 Wyoming Avenue

Forty Fort, PA 18704

Commission on Economic Opportunity

Adeolu A, Bakare, Esquire

Pamela C. Polacek, Esquire
McNees Wallace & Nurick LLC
100 Pine Street

P.O.Box 1166

Harrisburg, PA 17108-1166

PP&L Indusirial Customer Alliance

Todd S. Stewart, Esquire

Hawke McKeon & Sniscak LLP
100 N. 10th Street

PO Box 1778

Harrisburg, PA 17101

Dominion Retail, Inc.

d/b/a Dominiorn Energy Solutions

9093114vl

Scott J. Rubin, Esquire

Public Utility Consulting

333 Oak Lane

Bloomsburg, PA 17815

International Brotherhood of Electrical
Workers, Local 1500

Kenneth L. Mickens, Esquire

The Sustainable Energy Fund of Central Eastern
Pennsylvania

316 Yorkshire Drive

Harrisburg, PA 17111

Sustainable Energy Fund of

Central Eastern Pennsylvania

Daniel Clearfield, Esquire

Carl R. Shultz, Esquire

Eckert Seamans Cherin & Mellott, LI.C
213 Market Street, 8th Floor

PO Box 1248

Harrisburg, PA 17108

Granger Energy of Honey Brook LLC &
Granger Energy of Morgantown LLC

Deanne M. O'Dell, Esquire

Eckert Seamans Cherin & Mellott, LLC
213 Market Street, 8th Floor
Harrisburg, PA 17101

Direct Energy Services LLC

Eric Joseph Epstein
4100 Hillsdale Road
Harrisburg, PA 17112

Edmund J. Berger, Esquire
Berger Law Firm PC

2104 Market Street

Camp Hill, PA 17011
Richards Energy Group, Inc.



Robert D. Knecht
Consultant for OSBA

Industrial Economics Incorporated

2067 Massachusetts Avenue
Cambridge, MA 02140

Glenn Watking

Technical Associates, Inc.
9030 Stony Point Parkway
Suite 580

Richmond, VA 23235

Stephen G. Hill

Hill Associates

4000 Benedict Road
Hurricane, WV 25526

John Lucas
112 Jessup Avenue
Jessup, PA 18434

Helen Schwika
1163 Lakeview Drive
White Haven, PA 18661

Dave A. Kenney
577 Shane Drive
Effort, PA 18330

Richard Koda

Koda Consulting

409 Main Street
Ridgefield, CT 06877

Roger D. Colton

Fisher, Sheehan and Colton
34 Warwick Road
Belmont, MA 02478

¥Yia First Class Mail

William Andrews
40 Gorden Avenue
Carbondale, PA 18407

Roberta A. Kurrell
591 Little Mnt. Road
Sunbury, PA 17801

Date: November 8, 2012 /MM > ém\—'

Uhn H. Isoth

9093114v]



BEFORE THE

PENNSYLVANIA PUBLIC UTILITY COMMISSION

Pennsylvania Public Utility Commission

Vv,

PPL Electric Utilities Corporation

Docket No. R-2012-2290597

EXCEPTIONS OF

PPL ELECTRIC UTILITIES CORPORATION

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: November 8, 2012

101494332

David B. MacGregor (1D # 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



TABLE OF CONTENTS

Page
L. TN T R O DU CTION ..coiieiiieiee it eiie s ieeaessiesassaesbsssssssteressseesesseraatsnenestensarsrenrrranrerseraaesaeeseaesanesaeens 1
IL | o (O (0] [ S PO PO O PSPPSR 4

Exception No. 1: The RD’s Proposed 9.74% Cost Of Common Equity s Far
Too Low And Should Be Increased To At Least 10.5%. RD, pp. 50-94. .4

Exception No. 2: Storm Damage Costs Should Be Recovered Through A
Reserve/Reconcilable Rider Mechanism Because Storm Damage
Insurance Will No Longer Be Available As A Result of Hurricane
Sandy. RD, pp. 34-40.....cociiii st 20

Exception No. 3: The RD’s Proposed Disallowance of PPL Electric’s
Commission-Approved Consumer Education Plan Expense, Which
Would Promote Competition and Conservation, Should Be Rejected.

Exception No. 4: PPL Electric’s Proposed Uncollectible Accounts Expense
Should Be Allowed, In Full. RD, pp. 41-42. ..o 29

Exception No. 7: PPL Electric’s Rate Case Expense Should Be Normalized
Over Two Years. RD, pp. 42-44. oot 34

Exception No. 8: The RD’s Proposed Adjustment to PPL Electric’s Actual
Lag Days For Payments To Its Affiliate Should Be Rejected.
RD, PP. 18-20 ..ttt 35

Exception No. 9: PPL Electric Should Be Permitted To Continue To Calculate
The Postage Expense Component of Working Capital As Was Presented

In This Proceeding. RD, pp. 20-22. ..ccooiiiiinireirciecne s, 37
Exception No. 10: PPL Electric’s Gross Receipts Tax Should Be Recovered In
Full. RD, PP. 94-97. v 37
111 CONCLUSION....veeeitieesieverieseniasasesesasesesassasssssssstssssnssvassssasstssasstnesssiaessasnsssretsstssnssass 40
i

10149433v2



TABLE OF AUTHORITIES

Pennsyvlvania Court Decisions

Pennsylvania Industrial Energy Coalition v. Pa. P.U.C., 653 A.2d 1336 (Pa. Cmwlth. 1995).24
Popowsky v. Pa. P.U.C., 868 A.2d 606 (Pa. Cmwlth. 2004).......cccocovniiiniiiniinninn 12,16

Popowsky v. Pa. P.U.C., 869 A.2d 1144 (Pa. Cmwlth. 2005) appeal denied, 586 Pa. 761,
805 A.2d 552 (2006} ..uveiueereeiiieeiireerrer et ee e e sa s e n s aes 24

Pennsylvania Administrative Agency Decisions

Application of Pennsylvania Power & Light Co., Docket No. A-11500, F. 206

(Feb. 10, 1995) ...eiiireiere ettt b b e d s s st ea et et 31,32
Pa. P.U.C. v. Aqua Pa. Inc, Docket No. R-00038805 (Aug. 5, 2004) ....ccoovveeininnnircienenne 12
Pa. P.U.C. v. Aqua Pa. Inc., Docket No. R-00072711 (July 17, 2008).......ccccvnirmnninisnnnnnns 13
Pg. PU.C.v. Aqua Pa., Inc., 99 Pa. P.U.C. 204, 233 (2004) ... 16
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, (Jan. 14, 1982)....cccceieiviinnenene 15
Pa. P.U.C. v. City of Lancaster Bureau of Water, Docket No. R-2010-2179103

(TULY 14, 2011) ceeerer et e e e s e 13
Pa. PUC v. City of Lancaster, 2011 Pa, PUC LEXIS 1685 (2011)..ccivvvvinnciiiiiiiine 7
Pa. P.U.C. v. National Fuel Gas Distribution Corp., Docket No. R-891218,

109 P.U.R. 4™ 250, 1989 Pa. PUC LEXIS 225 at *52, (Dec. 29, 1989)......ccceovnurrvurunnn. 9
Pa. P.U.C. v. Metropolitan Edison Co./Pennsylvania Electric Co., R-000161366 and

R-00061367 (Jam. 11, 2007).....ccucvecreercirennciriniisiiniinnasers e e e sesss s e sse e sas s 13
Pa. P.U.C. v. Newtown Artesian Water Co., Docket Nos, R-2009-2117550, et al,

2010 Pa. PUC LEXIS 757 (Apr. 15, 2010)....ccccicmiiimmiiieniinsinnnsaeeen et 24
Pa. P.U.C. v. Pa. American Water Co., Docket No. R-00038304 (Nov. 8, 2004)........ccoecvencee 12
Pa. P.U.C. v. Pa. American Water Co., Docket No. R-0001639 (Jan. 10, 2012) ......ccccovvevennee 12
Pa. P.U.C. v. Pennsylvania American Water Company, Docket No. R-00038304,

09 Pa. P.U.C. 38, 2004 Pa. PUC LEXIS 29 (Jan. 16, 2004).......ccccsmvimrimennnencneninsnen, 16
Pa. P.U.C. v. Philadelphia Suburban Water Company, Docket No. R-00016750

(AUZ. 1, 2002) vt s e e e 12

ii

101494332



TABLE OF AUTHORITIES

Page

Pa. P.U.C. v. Philadelphia Suburban Water Co., Docket No. R-870840,96 P.U.R. 4™ 158,

207, 1988 Pa. PUC LEXIS 433 at *135 *137, (July 26, 1988) ....coceorirvvirricrinn e 9
Pa. P.U.C. v. Philadelphia Thermal Energy Corp., Docket No. R-911920,

1991 Pa. PUC LEXIS 80 (May 3, 1991} .iiviieiniei e seerceren s bsrtssssnas st sns e snenne s 24
Pa. P.U.C. v. PPL Electric Ultilities Corp., Docket No. R-00049255,

237 P.U.R. 4" 419, 2004 Pa. LEXIS 40 (Dec. 22, 2004) ....ovvveeirrerereerrererinernens 13, 16,37
Pa. P.U.C. v. PPL Electric, Docket No. R-00072155 (Dec. 6, 2007) ...ccvovrvnvivivnivensiainnns 20, 22
Pa. P.U.C. v. PPL Electric, Docket No. R-2010-2161694 (Dec. 21, 2010).......ccveiireinnnnns 20,22
Pa. P.U.C. v. PPL Gas Utilities Corp., Docket No. R-00061398 (Feb. 8, 2007).....c.cccnernense. 13
Pa. P.U.C. v. The York Water Co., Docket No, R-850268 et al., 62 Pa. PUC 459

1986 Pa. PUC LEXIS 26, ¥103, 1. 24 1.orv it sas s s rae s 15

Policies to Mitigate Potential Electricity Price Increases, Docket No. M-00061957 ......... 26,27

PPL Electric Utilities Corporation Consumer Education Plan for 2008-2012,
Docket No. M-2008-2032279 (July 18, 2008).....ccccciiiiiniiictiinieiinirisei e 28

Administrative Agency Decisions In Other States

Application of California Water Service Co., 2009 Cal. PUC LEXIS 233 (2009)....c...ccovueeenecnne 7
Application of Consumers Energy Co., 2012 Mich. PSC LEXIS 156 (2012)..c.ccoovivvvercnenncs 7

Application of Duke Energy Carolinas, LLC, for Adjustment of Rates and Charges Applicable
to Electric Utility Service in North Carolina, Docket No. E-7, SUB 989, 2012 N.C.
PUC LEXIS 103 at *74 (NC UC, January 27, 2012) ....coovirivnirimneineieeenccsnenns 18

Application of Duke Energy Carolinas, LLC for Authority to Adjust and Increase its Electric
Rates and Charges, Docket No. 2011-271-E, 2012 8.C. PUC LEXIS 14 at *30

(SC PSC, February 3, 2012) ...cucureuerrerereeersnsssnsssssssssssssesisssssssssssssssarossensseneessssssss 18
Application of Entergy Arkansas, Inc., 2007 Ark. PUC LEXIS 239 (2007) ..cooinvvinniinnininns, 7
Application of Kansas City Power & Light Co., 2010 Kan. PUC LEXIS 1132 (2010) ............... 7
Application of Kentucky-American Water Co., 2010 Ky. PUC LEXIS 1479 (2010).......oovuenesn. 7
Application of Minnesota Energy Resources Corp., 2009 Minn PUC Lexis 5 (2009)................. 7

Application of Northern States Power Company d/b/a Xcel Energy for Authority to Increase
Rates for Electric Service in Minnesota, Docket No. E-002/GR-10-971, 2012 Minn.
PUC LEXIS 132 at ¥19 (Mn. PUC, May 14, 2012) ...c..rvrererrrrvssrersssssessssssesssssssssecsene 7

iii
10149433v2



TABLE OF AUTHORITIES

Page
Application of Oklahoma Gas and Electric Co., 2005 Okla. PUC LEXIS 266 (2005).........c...... 7
Application of Pacificorp, 2004 Wyo. PUC LEXIS 72 (2004) ....ceoovuirniiirnniininiinncmnnnciens 7

Application of Potomac Electric Power Company for Authority to Revise its Rates and Charges
fro Electric Service and for Certain Rate Design Changes, Order No. 81517, 2007 Md.

PSC LEXIS 13 (Md. PSC, July 19, 2007) ..c.coniviirririmniinriiviss e 17
Application of Rocky Mountain Power, 2010 Utah PUC LEXIS 50 (2010) ....ocoovovivrnercrinnnnens 7
Application of Sierra Pacific Power Co., 2006 Nev. PUC LEXIS 92 (2006).........cocooveeiriernacn. 7
Application of the Southern Connecticut Gas Co., 2009 Conn. PUC LEXIS 134 (2009) ........... 7
Application of TXU Electric Co., 2001 Tex. PUC LEXIS 68 (2001)....cccoveivnriienninniiniiins 7
Application of United Utility Cos., Inc., 2010 S.C. PUC LEXIS 144 (2010)......cccocrnviiniinnen. 7
Application of Virginia Natural Gas, Inc.; 1998 Va, PUC LEXIS 271 (1998).....ccoocriiinnnnnnnn. 7

Application of Wisconsin Power and Light Company for Authority to Adjust Electric and
Natural Gas Rates, Docket No. 6680-UR-118, 2012 Wisc. PUC LEXIS 257 at *11

(Wi PSC, JUlY 19, 2012) it sretnssesssts e s sen et s e st s
Aquila, Inc. d/b/a Aquila Networks, 2007 Neb. PUC LEXIS 332 (2007} c.ccovvvrvivninainnnnenninne 7
Atmos Energy Co., 2008 Ga. PUC LEXIS 157 (2008).....cceciniveiimncineviesne e 7
Bangor Hydro-Electric Co., 1999 Me. PUC LEXIS 403 (1999).....coccoiiivcrniiiimiiiini 7
Black Hills/Colorado Electric Utility Co., LP, 2011 Colo. PUC LEXIS 1285 (2011} ...ovveeene. 7
Bluefield Gas Co., 2012 W. Va. PUC LEXIS 123 (2012)...cccciiniiiiincnsncns 7
Delmarva Power and Light Co., 2009 Del. PSC LEXIS 185 (2009} .....ccoiiiirivrieiinncniniin 7
Energy North Natural Gas, Inc., D/B/A National Grid NH,

2009 N.H. PUC LEXIS 114 (2009) .....coiorerceiirreeinisimsmraiseenissesssstss s ssness e sassassunas 7
General Proceeding to Determine Permanent Pricing for Unbundled Network Elements,

2003 N.C. PUC LEXIS 1502 (2003} ccoovrerrereereerrermsiesisiiesnsinnsssssesessesssssnsscssnessssisssssass 7
Golden Heart Utilities, Inc. and College Utilities Corp.,

2008 Alas. PUC LEXIS 133 (2008) ...cvvervreriirciriniisien s sssas i ssses s saas ans 7
Hawaiian Electric Co., Inc., 2008 Haw. PUC LEXIS 222 (2008)................. et 7
Indiana - American Water Co., Inc., 2010 Ind. PUC Lexis 155 (2010) ceciinniniciininieiininnn 7

iv

10149433v2



TABLE OF AUTHORITIES

Page
Interstate Power Co., 152 PUR 4th 377 (1994)....coooiiiir it st 7
Motion of the Commission as to the Rates, Charges, Rules and Regulations of Orange and
Rockland Utilities, Inc., 2011 N.Y. PUC LEXIS 275 (2011) ..o 7
Northwest Natural Gas Co., 1995 [ll. PUC Lexis 25 (1999)...cccooviniriiinniiiinieeinniee e 7

Northwest Natural Gas Co., 1999 Ore, PUC LEXIS 61 (1999).....ccoovniimvviinvcieneinnninnisnncnens 7

Pacficorp DBA Rocky Mountain Power, 2011 Ida. PUC LEXIS 40 (2011) coecervviviiinininnnens 7
PEPCO, Order No. 85028, 2012 Md. PSC LEXIS 41 at *188 (Md. PSC, july 20, 2012)......... 17
Petition for Increase in Rates by Gulf Power Company, Docket No. 110138-E],

2012 Fla. PUC LEXIS 233 at *138 (F1. PSC, April 3, 2012)....ccccvivniiniinineiieeienee 18
Petition of Chattanooga Gas Co., 2010 Tenn. PUC LEXIS 224 (2010).......ccc.oniinnnnnnnnniennnnn 7
Potomac Electric Power Co., 2010 D.C. PUC LEXIS 68 (2010) ..o 7

" Review of Financial Data, Rates, and Tariffs Filed by the Wisconsin Gas Co.,

1989 Wisc. PUC LEXIS 6 (1989)...cuccirieiieriienisiisiisiinines s sas e s 7
Review of SBC's Ohio's TELRIC Costs for Unbundled Network Elements,

2004 Ohio PUC LEXIS 505 {2004).....cccceieiieriecriienstirinisiessnssbsssss e ssesassasenessne s sns o 7
Tariff filing of Green Mountain Power Corp., 2006 Vt. PUC LEXIS 237 (2006)....ccccoonurvnreren. 7
Union Electric Co., d/b/a Ameren Missouri, 2011 Mo, PSC LEXIS 954 (2011)..c.covvivnvenienene 7
UNS Electric, Inc., 2010 Ariz. PUC LEXIS 358 (2010} .ot 7
WA. Utilities and Transportation Comm. V. Puget Sound Energy, Inc.,

2012 Wash. UTC LEXIS 423 (2012) .c.ovcvvviverieriinnniiseiinsmriersisssanssss s b 7
Water and Wasterwater Industry, 2008 Fla. PUC Lexis 667 (2008).......cccccounvcnnininniiinnnn 7

Pennsylvania Regulations

B P, COC CI 56 oo ieeeiseeesteeesasseraesreaessessaarnttsaasassase bt sesaessaasntebergsssasasbareassaninsirasesbnensanrnssss 32

S2Pa. Code § 5,408 ... s 21

52 Pa, COAE § 67.1(D) oveirrieerneiirirtierr ettt sas e na s s 21
v

101494332



L INTRODUCTION

The Recommended Decision (“RD”), for the most part, sets forth a reasonable and
appropriate resolution of the many issues raised in this proceeding and, in large part, should be
adopted by the Pennsylvania Public Utility Commission (“PUC” or the “Commission”). There
are, however, five significant areas where Commission intervention and revision are required in
order to establish just and reasonable rates. These are: (1) the cost of common equity; (2) storm
damage expense; (3) consumer education; (4) use of historic averages to set prospective rates;
and (5) payment for services provided by affiliates. Several additional issues also should be
reviewed carefully, but they are of somewhat less significance and importance.

Cost Of Common Equity. The RD’s proposed 9.74% return on common equity (9.68%
plus 0.06% for good management) is seriously inadequate and is at odds with many prior
Commission decisions and decisions of other regulatory commissions across the country. The
principal error in the RD is its sole reliance on an unadjusted discounted cash flow (“DCF”)
methodology. This Commission has repeatedly rejected this approach in prior cases, including
PPL Electric Utilities Corporation’s (“PPL Electric”) last fully litigated rate proceeding, and has
consistently either: (1) adopted a leverage adjustment, or (2) relied on other methodologies as
inputs in determining the return on common equity. Adjusting the RD’s base cost of common
equity (9.68%) for a leverage adjustment (0.70%) and PPL Electric’s proposed adjustment for
good management (0.12%) produces a cost of common equity of 10.5%. This result is: (1)
consistent with, but slightly below, the results produced by other methods, i.e., 10.75% for the
risk premium method and 10.58% for the CAPM method; (2) well within the range of recent
Commission decisions (10.1% to 11.0%); and (3) well within the central tendency (10.0% to

10.74%) of recent decisions by other regulatory commissions.
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The cost of common equity decision in this case is being closely watched by other
Pennsylvania utilities and the investment community. The result adopted in this proceeding will
be directly relevant to the Commission’s upcoming determination of the cost of common equity
to be used in the Distribution System Improvement Charge (“DSIC”) mechanism recently
authorized in Act 11 for electric and gas industries. It is important that the Commission provide
an appropriate signal to the industry and the investment community that the Commission is
supportive of the DSIC and the massive infrastructure investments required by Pennsylvania
utilities fo continue to provide safe and reliable service to customers. A return allowance of
10.5% or higher will send such a signal; the RD’s 9.74% recommendation will not.

Storm Damage Expense. The RD approved PPL Electric’s proposed claim for storm
damage expense, including the premium for storm damage insurance. However, the RD also
conchides that the storm insurance program has not benefitted customers and recommends that
the insurance not be rencwed and that PPL Electric be directed to file a reserve/tracker |
mechanism within 90 after a final Commission decision in this proceeding. The RD’s
conclusions regarding storm damage insurance are in error and should be rejected. However, as
a result of Hurricane Sandy, the worst storm in the history of PPL Electric, it is now apparent
that PPL Electric will not be able to obtain storm damage insurance on reasonable terms after its
current policy expires on December 31, 2012. The issue of retaining storm damage insurance
therefore is moot. As a result, PPL Electric proposes that the Commission adopt PPL Electric’s
revised storm damage cxpense. Specifically, the revised cxpense claimed by PPL Electric
should be approved as a reasonable estimate of ongoing normal storm damage cxpense, and PPL
Electric should.be directed to file a proposed storm damage reserve/tracker mechanism with the

Commission as soon as possible after a final order is entered in this proceeding,
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Consumer Education Programs. The RD concludes that PPL Electric’s existing

Commission-approved Consumer Education Plan is duplicative of education measures contained
in its Act 129 Energy Efficiency and Conservation (“EE&C”) program and the Commission’s
Retail Markets Investigation (“RMI”) proceeding, and therefore should be disallowed. The
record evidence demonstrates that these programs are complementary and not duplicative of
other programs, and PPL Electric believes these important programs should be continued. If the
Commission agrees, PPL Electric will continue these programs. If not, these programs will be
discontinued.

Use Of Historic Averages To Set Prospective Rates. In several instances, the RD reduces

PPL Electric’s future test year expense claims because they exceed various historic averages.
Ratemaking is prospective, and rates should be set to reflect anticipated conditions during the
future test year and the initial period new rates will be in effect. Historic averages are useful in
determining the reasonableness of an expense claim, but should not be used where there are
changed circumstances which demonstrate that the historic average does not produce a
reasonable result. In three instances, i.e., uncollectible accounts expense, environmental
management expense, and external affairs expense, PPL Electric has demonstrated that historic
averages do not reasonably reflect future conditions. In each instance, PPL Electric’s claimed
expense should be approved.

Payment For Services Provided By Affiliates. PPL Electric pays its affiliates 20 days

after receipt of invoice. The RD, however, proposes that PPL Electric’s cash working capital
requirement be calculated based on a hypothetical assumption that PPL Electric pay its affiliated
suppliers in 60 days, rather than 20 days. This adjustment should be rejected because: (1) it is

not consistent with actual practice and (2) 20 days is a commercially reasonable payment term
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which is typical of payment terms to non-affiliated vendors. There is no reasonable basis to treat
affiliated vendors different from non-affiliated vendors.

For these reasons and as more fully set forth below, PPL Electric’s Exceptions should be
granted and the RD revised accordingly.

II. EXCEPTIONS

Exception No. 1: The RD’s Proposed 9.74% Cost Of Common Equity Is Far Too
Low And Should Be Increased To At Least 10.5%. RD, pp. 50-94.

PPL Electric excepts to the RD’s conclusion that the Company’s cost rate for common
equity is 9.74%. The principal error in the RD is its sole reliance on an unadjusted DCF cost
rate. The Commission has concluded on numerous occasions, including PPL Electric’s last fully
litigated rate proceeding, that use of only one method to determine the cost of common equity
without a check on the reasonableness of the result of that method is not appropriate.

The record evidence in this proceed_ing establishes that the unadjusted DCF cost rate
recommended in the RD significantly understates the cost of equity. For example, the Risk
Premium analysis presented by Company witness Moul indicates a 10.75% cost rate - - more
than 100 basis points above the RD’s recommended cost rate, which reflects 9.68% DCF cost
rate plus 6 basis points for management performance. Similarly, even if the 120 basis point size
adjustment is removed from PPL Electric’s CAPM analysis, the CAPM analysis indicates a cost
of equity of 10.58%.

In prior cases where the DCF model produced an under estimation of the cost rate of
common equity, the Commission has employed a leverage adjustment as an addition to the
unadjusted DCF results. The RD recognized this fact, stating as follows: “The Commission has
applied the leverage adjustment in cases where it believes market conditions have resulted in a

DCF cost rate that is understated.” RD at 70. In this case, the leverage adjustment increases the
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DCF result by 70 basis points from 9.68% to 10.38%, before addition of any increment for
management performance. When PPL Electric’s 12 basis points adjustment for management
performance is added to the adjusted DCF cost rate of 10.38%, the allowed return on equity
should be 10.5%. In other instances, the Commission has given weight to the results of other
cost rate models and selected an equity cost rate within the range of those results. The RD’s
failure to apply either approach results in an understated cost rate that is inconsistent with long-
standing Commission practice and precedent.

The RD’s only check on the reasonableness of the unadjusted DCF cost rate was a recent
decision in a PEPCO case cited in OCA’s briefs. However, as explained further in these
exceptions, there were circumstances in the PEPCO case, including poor service, that caused the
Maryland Public Service Commission to lower the ROE for PEPCO. Further, the record in this
case demonstrates that the ROE allowance in PEPCO is well below the reasonable range of
ROEs allowed by other commissions since 2008 (10.0% to 10.74%) and is not likely to be
viewed as constructive by capital markets as PPL Electric and other Pennsylvania utilities seek to
raise capital to fund expanded infrastructure repiacement programs encouraged by Act 11 of
2012 (“Act 11%).

The determination of the equity cost rate in this proceeding is important not only for PPL
Electric, but for the utility industry in Pennsylvania. In 2013, the Commission will be
implementing the provisions of Act 11, which provides mechanisms to support and encourage
enhanced investments in infrastructure in Pennsylvania. Markets are watching the actions of the
Commission, and the allowed cost of common equity in this proceeding will be viewed as an
indicator of the return on common equity which the Commission will use in calculating the

DSIC under Act 11. In this regard, Regulatory Research Associates (“RRA”) currently.ranks the
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Commission at the bottom of the middle range of Commissions in terms of supportiveness to
capital markets. PPL Electric St. 12-R, pp. 4-5. The implementation of the provisions of Act 11
creates the opportunity to improve this rating, but that opportunity can be realized only if the
Commission adopts an ROE for use in the DSIC mechanism that meets investors’ expectations
of the cost of equity and is deemed to be supportive of investments to be made in Pennsylvania.

For the reasons summarized here and explained in these Exceptions, the Commission
should reject the 9.74% recommendation and adopt a cost of equity for PPL Electric that is based
on either a DCF analysis adjusted for leverage or that also reflects the results of the Risk
Premium analysis or properly calculated CAPM analysis. Doing so will result in a cost rate that
is within the range of the ROEs allowed in jurisdictions that are deemed to be supportive of
capital investment.

a. The Commission Should Not Place Sole Reliance On An Unadjusted
DCF Analysis In Arriving At The Cost Of Equity.

The RD arrives at the DCF result by adding I&E’s dividend yield of 4.89% to the growth
rate in earnings projected by analysts reported by I&E of 4.79%, producing a DCF cost rate of
9.68%." RD, p. 66-68. The RD then added .06% for management performance to arrive at the
recommended equity cost rate of 9.74%. RD, pp. 84-89.2

The principal problem with the 9.74% recommendation is the use of an unadjusted DCF

result without any check on its validity. The RD simply rejects the results of other cost rate

" The RD correctly rejected 1&E witness Sears recalculation of analysts projected growth rates through Ms. Sears’
“log lincar” analysis because there is no basis to conclude that investors use such an approach. RD, pp. 67-68; PPL
Electric MB, p. 124; PPL Electric RB, p. 59.

2 PPL Electric’s evidence effectively supports the 9.68% unadjusted DCF analysis based upon a dividend yield of
4.67% and a growth rate of 5.0%, yielding a 9.67% unadjusted DCF result. PPL Electric MB, p. 104; PPL Electric
St. 11, p. 4.
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models based on alleged flaws in the models without recognition of the flaws of the DCF
model.?

With regard to the Risk Premium method, the RD rejects the method and cites only the
contention of I&E witness Sears that of the equity premium component of this model is derived
from historic experience “which may not be applicable for the future.” RD, pp. 77-78. This
argument is contrary to the evidence and circumstances of this case.

The Risk Premium method has particular applicability in this case because it reflects the

prospective A-rated public utility bond yield under current market conditions. Therefore, it

3 Most states use multiple methods cither to arrive at the cost of equity or as a check on the DCF result.
Commissions in 33 states have used other methodologies in conjunction with the DCF in setting the return on
equity. See Golden Heart Utilities, Inc. and College Ulilities Corp., 2008 Alas. PUC LEXIS 133 (2008); UNS
Electric, Inc., 2010 Ariz. PUC LEXIS 358 (2010); Application of California Water Service Co,, 2009 Cal. PUC
LEXIS 233 (2009); Application of the Southern Connecticut Gas Co., 2009 Conn, PUC LEXIS 134 (2009);
Potomae Electric Power Co., 2010 D.C. PUC LEXIS 68 (2010); Delmarva Power and Light Co., 2009 Del. PSC
LEXIS 185 (2009); In re: Water and Wasterwater Industry, 2008 Fla, PUC Lexis 667 (2008); Atmos Energy Co.,
2008 Ga. PUC LEXIS 157 (2008); Hawaiian Electric Co., Inc., 2008 Haw. PUC LEXIS 222 (2008); Pacficorp DBA
Rocky Mountain Power, 2011 Ida. PUC LEXIS 40 (2011); Northwest Natural Gas Co., 1995 Ill. PUC Lexis 25
(1999); Indiana - American Water Co., Inc., 2010 Ind. PUC Lexis 155 (2010); Re Interstate Power Co., 152 PUR4th
377 (1994); In the Matter of the Application of Kansas City Power & Light Co., 2010 Kan, PUC LEXIS 1132
(2010); In the Matter of Application of Kentucky-American Water Co., 2010 Ky. PUC LEXIS 1479 (2010); in the
matter of the application of Consumers Energy Co., 2012 Mich. PSC LEXIS 156 (2012); in the Matter of Aquila,
Inc. d/bfa Aquila Neitworks, 2007 Neb. PUC LEXIS 332 (2007); Application of Sierra Pacific Power Co., 2006 Nev.
PUC LEXIS 92 (2006); Proceeding on Motion of the Conmission as fo the Rates, Charges, Rules and Regulations
of Orange and Rockland Utilities, Inc., 2011 N.Y. PUC LEXIS 275 (2011); In the Matter of General Proceeding fo
Determine Permanent Pricing for Unbundled Network Elements, 2003 N.C, PUC LEXIS 1502 (2003); In the Matter
of the Review of SBC's Ohio's TELRIC Cosis for Unbundled Network Elements, 2004 Ohio PUC LEXIS 505 (2004);
In the Matter of the Application of Oklahoma Gas and Eleciric Co., 2005 Okla. PUC LEXIS 266 (2005); Northwest
Natural Gas Co., 1999 Ore. PUC LEXIS 61 (1999); In Re: Application of United Utility Cos., Inc., 2010 §.C. PUC
LEXIS 144 (2010); In Re: Petition of Chattanooga Gas Co., 2010 Tenn. PUC LEXIS 224 (2010); Application of
TXU Electric Co., 2001 Tex. PUC LEXIS 68 (2001); In the Matter of the Application of Rocky Mountain Power,
2010 Utah PUC LEXIS 50 (2010); Tariff filing of Green Mountain Power Corp., 2006 Vt. PUC LEXIS 237 (2006);
Application of Virginia Natural Gas, Inc.; 1998 Va. PUC LEXIS 271 (1998); WA. Utilities and Transporiation
Comm. V. Puget Sound Energy, Inc., 2012 Wash. UTC LEXIS 423 (2012); Bluefield Gas Co., 2012 W, Va. PUC
LEXIS 123 (2012); Review of Financial Data, Rates, and Tariffs Filed by the Wisconsin Gas Co., 1989 Wisc. PUC
LEXIS 6 (1989); In the Matter of the Application of Pacificorp, 2004 Wyo, PUC LEXIS 72 (2004).

In addition, Commissions in seven states including Pennsylvania have used other methodologies as a check
on the reasonableness of the DCF calculation. See In the Matter of the Application of Entergy Arkansas, Inc., 2007
Ark. PUC LEXIS 239 (2007); Black Hilis/Colorado Electric Utility Co., LP, 2011 Colo. PUC LEXIS 1285 (2011);
Bangor Hydro-Electric Co., 1999 Me. PUC LEXIS 403 (1999); In the Matter of Union Electric Co., d/b/a Ameren
Missouri, 2011 Mo. PSC LEXIS 954 (2011); Application of Minnesota Energy Resources Corp., 2009 Minn PUC
Lexis 5 (2009); Energy North Natural Gas, Inc., D/B/4 National Grid NH, 2009 N.H. PUC LEXIS 114 (2009); Pa.
PUCv. City of Lancaster, 2011 Pa. PUC LEXIS 1685 (2011). '
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reflects interest rates to be experienced by public utilities during the period rates will be in effect.
In this regard, using an A-rated bond yield produces an equity cost rate below PPL Electric’s
cost rate because PPL Electric is rated Baa2, indicating a higher cost of debt and equity. PPL
Electric St. 10-R, p. 4.

Turning to the RD’s acceptance of I&E’s contention that average historic market
premiums “may not be applicable for the future,” it is to be noted that OCA’s witnesses admitted
that risk premiums tend to increase during periods of lower interest rates. Tr. at 329-30.
Accordingly, it is likely that the lower interest rates currently being experienced indicate that the
average historic premium understates the premium expected by investors for the future. Again,
this makes the Risk Premium analysis in this case conservatively low under current market
conditions. For these reasons, the 10.75% Risk Premium provides a clear demonstration of the
inadequacy of the unadjusted DCF analysis.*

In Philadelphia Suburban Water Company, the Commission placed reliance on Risk
Premium analysis where it believed the DCF result understated the cost of equity:

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

* The RD also cites I&E’s contention that the historic risk premium is overstated because it reflects data only
through 2007. RD, p. 90. However, it is to be noted that the actval historic premium is 6.23% and was reduced to
5.50% in Mr. Moul’s risk premium analysis. PPL Electric RB, p. 73. Tt also is to be noted that utility bond ratings
have declined significantly since 2000, indicating higher risk for both debt and equity investors. PPL Electric St.
12-R, p. 6 and Ex. IMC-2. '
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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 ef
al., 96 P.UR. 4™ 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 RD also declined to use the results of the CAPM analysis as a check on the ROE
- recommendation. The RD summarizes the CAPM analyses by the Company, OCA and I&E and
simply accepts OCA’s and I&E’s contention that there are “shortcomings” in the model. RD, p.
80. I&E’s CAPM cost rates of 8.68% and OCA’s CAPM cost rate of 8.14% were propetly
rejected for the reasons explained in PPL Electric’s briefs. PPL Electric RB, pp. 60, 63-64.
However, PPL Electric’s CAPM presentation should not be similarly dismissed.

PPL Electric’s CAPM cost rate for the electric delivery group is 11.78%. PPL Electric
St. 11, p. 55. However, the RD notes PPL Electric’s 120 basis point size (“business risk™)
adjustment should be rejected.” RD, pp. 92-93. Removing the 120 basis point size adjustment
from the CAPM analysis would reduce the CAPM result to 10.58%. The RD did not provide
any basis for rejecting a revised CAPM excluding the size adjustment.

The RD itself notes that the Commission has concluded that it is necessary to use other

methods as a check on the results of the DCF, citing the Commission decision in PPL Electric’s

2004 rate casec:

3 The RD implies that the 120 basis points is a general business risk adjustment. That is incorrect. It was applied
only in the CAPM analysis. PPL Electric St. No. 11, pp. 54-55.
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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 Agua 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 on
the reasonableness of our DCF calculation.

¥k ok ok

Those returns indicated by alternative, standard cost-estimation techniques
provide additional measures so as to test the reasonableness 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 refurn 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%.

RD, pp. 77-78. Based on this decision, the RD’s sole reliance on a DCF analysis with no
leverage adjustment should not be adopted.

It also is to be noted that the 10.7% DCF cost of equity for PPL Electric referred to in the
above quote included a 45 basis points leverage adjustment. The Commission then compared
that result to other methods, including Risk Premium. Finally, the criticism of the Risk Premium
analysis which the RD accepted in PPL Electric’s current case also would have been
“applicable” in the 2004 rate case. Nevertheless, the Commission looked at multiple analyses to
determine whether a DCF result adjusted for leverage was reasonable. Here, the RD fails to
follow the Commisston precedent by either adding the leverage adjustment to the unadjusted
DCEF result or relying on other methods, such as the risk premium.

The Commission’s review of the results of multiple methods recognizes that no method is

without flaws and limitations. The record evidence in this proceeding demonsirates that the DCF
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contains many assumptions and flaws. PPL Electric St. No. 11, pp. 24-25, 35-37; PPL Electric
St. 11, Appendix E, pp. E-7 to E-12. In this regard, the DCF result is controlled by each witness’
selection of an investor expected growth rate. While analysts’ projections can be used as an
independent source of growth rate data, those projections contain some circularity because they
are affected by ROEs allowed by regulatory commissions. PPL Electric St. No. 11, pp. 24-25,

The RD provides no justifiable basis for not using the results of Risk-Prernium and
CAPM analyses as performed by Company witness Moul as a check on the result of a DCF
analysis without a leverage adjustment. The results of these alternative models demonstrate that
the unadjusted DCF result of 9.68% recommended in the RD must be adjusted by the leverage
adjustment to produce an ROE that is consistent with results of other methods (risk premium =
10.75%; CAPM less size adjustment = 10.58%). Adjusting the 9.68% cost of equity by 70 basis
points for the leverage adjustment produces a 10.38% cost of equity, prior to any addition for
management performance.

b. PPL Electric’s Proposed Leverage Adjustment Should be Approved.

The RD notes that the Commission has employed a leverage adjustment as an addition to
the unadjusted DCF result, noting that there is precedent for the adjustment. RD, p. 69. The RD
also notes that the Commission has applied the leverage adjustment where it believes the
unadjusted DCF cost rate understates the cost of equity. RD, p. 70. However, the RD rejected
all other methods of determining the cost of equity and thereby effectively precludes any
meaningful check on the DCF result and any possibility of upward adjustmént.

The RD cites a number of alleged criticisms of the leverage adjustment offered by I&E
and OCA. It is to be noted that all of those criticisms have been advanced previously in cases
where the Commission adopted a leverage adjustment. Importantly, the Commission’s use of the

leverage adjustinent has been affirmed by the Commonwealth Court as within the Commission’s
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discretion, noting the basis for the adjustment. In a 2004 case involving Pennsylvania American
Water Company (“PAWC”), the Commonwealth Court rejected OCA’s challenge to the
Commission’s use of the leverage adjustment, holding 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 is not publicly traded and is listed at a much
lower book 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.

Popowsky v. Pa. P.U.C., 868 A.2d 606, 612-13 (“Padmerican™). (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 Co., (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. Clﬁwlth. 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
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Corp., (Dec. 22, 2004), Docket No. R-00049255, 45 basis point adjustment; Pa. P.U.C. v. PPL
Gas Utilities 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 ALY’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./Pennsyivania 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
methodologics, 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 ALJ’s recommendation to allow a 65 basis point
leverage adjustment.

Id., pp. 38-39, (Aqua 2008).

In Aqua 2008, the Commission determined that the cost of equity was 11.0% as applied
to a 50.9% common equity ratio. There, the Commission noted that the DCF cost of equity in
cases where it had used a leverage adjustment was no higher than 10.6%, including the leverage
adjustment. In this case, the DCF cost of equity is 10.38%, including a 70 basis point leverage

adjustment, which is well within the range where the leverage adjustment has been ernployed.6

® 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). 1t 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
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The RD appears to conclude that OCA’s and I&E’s criticisms of the leverage adjustment
are a basis to reject the adjustment, despite the fact that it has been accepted on numerous
occasions in the past and each of these criticisms have been offered in the past. RD, pp. 73-76.

The principal criticism offered by OCA and I&E is that there is no risk difference
between a capital structure where equity is valued at market as compared to book prices, because
the amount of interest that must be paid on debt remains the same. The error of this argument is
that the interest amounts are greater as a percentage of book equity capitalization than they are as
a percentage of market equity capitalization. Therefore, the risk of debt payments is less as a
percentage of market equity capitalization than it is at book equity capitalization. Because the
DCF sets the equity cost rate at market capitalization, it understates the investor cost rate when
applied to the rate base. PPL Electric St. No. 11, pp. 38-39; PPL Electric St. 11-R, pp. 29-30.
Further, the fact that the OCA’s and I&E’s fundamental argument has been presented to and
rejected by the Commission is made clear by the Commonwealth Court’s affirmance of the use
of leverage adjustment in OCA’s appeal from PAWC 2004 case. The 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 is not publicly traded and is listed at a much

lower book value. Under these circumstances the formula can understate the cost
of capital.

Pa. American, p. 12.

OCA also repeated its .argument advanced in previous cases that the leverage adjustment
is improper because market prices in excess of book value for utility stocks indicate that utilities
have earned more than their cost of capital. The Commission has rejected this fundamental

proposition many times noting that controlling market prices of utility stocks is not the province

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 proceedings where it has reviewed the entire record and either chose to

14
10149433v2



of the Commission. Pa. P.U.C. v. Blue Mountain Consolidated Water Co., 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 et al., 62 Pa. PUC 459 1986 Pa.
PUC LEXIS 26, *103, n. 24, (Order entered November 25, 1986).” The evidence in this
proceeding demonstrates that stocks have traded above book value for extended periods of time
indicating that erroneous acceptance of OCA’s contention would mean that all corporations earn
returns in excess of their cost of capital. PPL Electric St. 11, p. 39. In fact, OCA’s witness’s
recommendation in this proceeding is designed to reduce utility stock prices to book value
without regard to the negative effect that this would have on the ability to raise capital in a
market where stocks generally sell at prices in excess of book value. PPL Electric IB, p. 128.

The RD also notes I&E’s contention that the leverage adjustment had been advanced in
Pennsylvania 68 times and accepted only 6 times. RD, p. 72. However, the evidence of record
establishes that most of the 68 cases were settled and certainly cannot be construed to have
rejected an adjustment being approved in many litigated proceedings. Tr. 235.

The other contention offered by OCA, that the leverage adjustment is effectively a fair
value rate base or market to book adjustment, is not supported by financial literature, has been
refuted in the record, and has been previously rejected by the Commission. PPL Electric St. 11-
R, pp. 26-28; PPL Electric IB, pp. 128-29.

It is to be noted that OCA argued in its brief, citing numerous cases, that this Commission

has placed primary reliance on the DCF in arriving at the cost of equity. OCA MB, pp. 51-52.

adopt or chose not to adopt a leverage adjustment based upon the specific circumstances of each case.

7 For these reasons, the Commission rejected a market to book adjustment in the Blue Mountain case, but that case
did not involve the leverage adjustment, which is not a market to book adjustment. Further, the Commission has
adopted the leverage adjustment numerous times since the Blue Mountain case. PPL Electric St. 11-, pp. 31-32.

15
10149433v2



As noted in the Company’s Reply Brief, in each of the cases, the Commission added a leverage
adjustment in arriving at its DCF cost of equity. These cases are as follows:

Pa. P.U.C. v. Pennsylvania American Water Company, Docket No. R-00038304,
99 Pa. P.U.C. 38, 2004 Pa. PUC LEXIS 29 (Jan. 16, 2004) (“PAWC 2004™), aff'd,
Popowsky v. Pa. P.U.C., 868 A.2d 606 (Pa. Cmwlth. 2004); Pa. P.U.C. v. Aqua
Pa., Inc., 99 Pa. P.U.C. 204, 233 (2004) (“Aqua 2004”), and Pa. P.U.C. v. PPL
Electric Utilities Corp., Docket No. R-00049255, 237 P.U.R. 4™ 419, 2004 Pa.
LEXIS 40 (Dec. 22, 2004) (“PPL 2004”). However, OCA fails to note that in
each of these cases the Commission employed a leverage adjustment to the DCF
analysis because the unadjusted DCF results were deemed inadequate by the
Commission. The Commission added a 60 basis point leverage adjustment in
PAWC 2004, a 60 basis point leverage adjustment in Agua 2004 and a 45 basis
leverage adjustment in PPL 2004. Therefore, in the cases OCA cites where the
Commission decided to rely primarily on DCF, the Commission also used a
leverage adjustment. Furthermore, OCA appealed the use of the leverage
adjustment by the Commission in PAWC 2004, and the Commission’s action was
affirmed by the Commonwealth Court. Popowsky v. Pa. P.U.C., 868 A.2d 606,
612-13. See PPL Electric IB, pp. 106-07.

Under the previously explained circumstances of other reliable methods indicating higher
cost rates than the unadjusted DCF analysis, the RD erred in declining to include a leverage
adjustment when relying solely on the DCF analysis to arrive at the recommended cost of equity.

c. The RD’s Reliance On The Maryland PEPCO Decision To Justify An
ROE Less Than 10% Is Unjustified.

The RD notes the ROE determination in a decision in Maryland inviolving PEPCO as
quoted in OCA’s Main Brief. RD, p. 62. The RD relies on the PEPCO ROE determination, and
other unspecified cases cited in OCA’s Main Brief that were addressed on the record as support
for the 9.74% recommendation. The Maryland Commission determined that PEPCO would be
allowed a 9.31% ROE.

Unfortunately, neither the RD nor the OCA cite a further quote from the PEPCO decision
provided in the Company’s Reply Brief, which explains that the ROE that was allowed to
PEPCO reflected poor service quality and the effects of a revenue decoupling mechanism
employed by PEPCO.
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[W]e find that Pepco’s ROE should reflect the substandard reliability and service
quality of Pepco’s distribution system, as our recent decision in Case No. 9240
emphasizes. The Company must be held accountable, and cannot provide poor
service and expect that its return on equity and overall rate of return will be
unaffected, let alone increased. In a competitive market, for which regulation is
intended to be a substitute, Pepco’s continuing poor reliability would cause it to
lose business and profits to its competitors. We cannot and will not allow Pepco,
a monopoly distribution company, to reap growing profits while it provides
subpar service to its customers.

As a result of these considerations, we conclude that Pepco’s appropriate ROE
should be near the middle of the stated range. Our chosen ROE of 9.25%
includes a 50 basis point reduction for the risk-stabilizing effect of the BSA,
which continues to effectively levelize Pepco’s income stream, thus reducing
Pepco’s risk. Without the BSA, Pepco would see more dramatic swings in its
earnings than currently. The BSA adjustment and the ROE are linked, and
lowering Pepco’s risk through the BSA also reduces the need to lower Pepco’s
risk through a higher ROE. We further add a 6 basis point upward adjustment for
flotation costs, based on the reasoning of Mr. Campbell, and consistent with our
prior decisions in recent Pepco and Delmarva base rate cases. The final ROE of
9.31% recognizes the less risky nature of Pepco’s operations, is based on a wide
and varied range of methodologies, and balances the interests of Pepco’s
ratepayers and shareholders.

In RE PEPCO, Order No. 85028, 2012 Md. PSC LEXIS 41 at *188 (Md. PSC, July 20, 2012).

Therefore, the 9.31% ROE adopted by the Maryland PSC clearly has been reduced to
reflect “substandard reliability” and to reflect the effects of the Bill Stabilization Adjustment
(“BSA”), which is a revenue stabilization mechanism authorized for PEPCO in its 2007 rate
case. In the Matter of the Application of Potomac Electric Power Co. for Authority to Revise its
Rates and Charges fro Electric Service and for Certain Rate Design Changes, Order No. 81517,
2007 Md. PSC LEXIS 13 (Md. PSC, Tuly 19, 2007). Neither of those circumstances apply to
PPL Electric and, therefore, the 9.31% ROE does not demonstrate the reasonableness of the
RD’s recommended allowance for PPL Electric.

OCA also cites cases with ROE allowances in the range of 9.25% to 9.8% in its brief.
OCA Main Brief, p. 48. PPL Electric notes that a number of other Commissions have approved
significantly higher ROE allowances in the range of 10.25% to 10.5% since the beginning of
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2012. PPL Electric RB, pp. 66-67. The RD makes no reference to these recent cases with
higher ROE allowances cited by PPL Electric. The RD does note that the range of most ROE
allowances presented by PPL Electric witness Cannell’s report of all ROE allowances in the
country since the beginning of 2009 was between 9.75% and 10.99%. RD, p. 56. Nevertheless,
the RD adopts a cost of equity at the very bottom of this range. This analysis clearly
demonstrates that there are far more ROE allowances in excess of 10.0% than below and that
both the central tendency and most of these allowances fall between 10.0% and 10.74%. PPL
Electric St. 12-R, p. 4, Sch. JMC-1 (attached as Appendix A to these Exceptions).

Ms. Cannell, a utility financial analyst for 20 years, explained the importance of the ROE
allowance to investors’ perception of the regulatory environment in each jurisdiction:

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 [by I&E and OCA] 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. 1t 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 interest 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.

8 See In the Matter of the Application of Consumers Energy Co. for Authority to Increase its Rates for the
Generation and Distribution of Electricity and for Other Relief, Case No. U-16794, 2012 Mich. PSC LEXIS 156 at
¥118 (Mi. PSC, June 7, 2012} (Commission approved an ROE of 10.3%); In the Matter of the Application of
Northern States Power Co. d/b/a Xcel Energy for Authority to Increase Rates for Electric Service in Minnesota,
Docket No. E-002/GR-10-971, 2012 Minn. PUC LEXIS 132 at *19 (Mn. PUC, May 14, 2012) (Commission
approved an ROE of 10.37%); In re: Petition for Increase in Rates by Gulf Power Co., Docket No. 110138-EI, 2012
Fla. PUC LEXIS 233 at *138 (F1. PSC, April 3, 2012) (Commission approved an ROE of 10.25%); In the Matter of
Application of Duke Energy Carolinas, LLC, for Adjustment of Rates and Charges Applicable to Electric Ultility
Service in North Carolina, Docket No. E-7, SUB 989, 2012 N.C. PUC LEXIS 103 at *74 (NC UC, January 27,
2012) (Commission approved an ROE of 10.5%); Application of Duke Energy Carolinas, LLC for Authority to
Adjust and Increase its Electric Rates and Charges, Docket No, 2011-271-E, 2012 8.C. PUC LEXIS 14 at *30 (3C
PSC, February 3, 2012) (Commission approved an ROE of 10.5%); Application of Wisconsin Power and Light Co.
for Authority to Adjust Electric and Natural Gas Rates, Docket No. 6680-UR-118, 2012 Wisc, PUC LEXIS 257 at
*11 (Wi, PSC, July 19, 2012) (Commission approved an ROE of 10.4%).
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PPL Electric St. 12-R, pp. 4-5.

The adoption of Act 11 creates the potential to improve the view of supportiveness of
Pennsylvania regulation in capitél markets. However, adopting an ROE that is an outlier to
ROEs adopted both by the majority of other jurisdictions and particularly by those viewed by
capital markets as supportive is likely to thwart the chance of such improvement and possibly
even be viewed as negatively affecting the perceived regulatory environment in Pennsylvania.

Finally, PPL Electric notes that the ROE should reflect prospective conditions. While
past ROE allowances provide perspective, they are adopted under economic conditions that were
difficult. Relying too much on the past when the economy is improving, albeit slowly, risks
under estimating the cost of equity capital that PPL Electric will face as it seeks to raise capital to
fund its expanded infrastructure improvement program during the period that rates set in this
proceeding will be in effect.”

d. The Commission Should Approve The Managemént Performance
Adjustment Proposed By PPL Electric.

PPL Electric requested a 12 basis point (0.12%) increment to the ROE to reflect
exemplary management performance, The RD correctly summarized PPL Electric’s evidence of
management performance. RD, pp. 85-88; PPL Electric IB, pp. 115-20; RB, pp. 73-75.

The RD proposes a 6 basis point increment for management performance relying on
certain criticisms of PPL Electric, principally situations where the Company agreed to negotiated
payments to resolve certain alleged violations of the Public Utility Code or Commission
regulations. As explained in PPL Electric’s briefs, these limited circumstances do not provide a

basis for denying the requested adjustment to the cost of equity.

% PPL. Electric explained the significance of its expanded infrastructure program of the ROE in this proceeding in ils
Initial Brief, pp. 84-89.
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e. Conclusion

For all the foregoing reasons, the Commission should conclude that the RD’s reliance on
an unadjusted DCF analysis results in an inadequate ROE. The Commission should adopt a cost
of equity/ROE that includes a leverage adjustment in the DCF analysis, gives consideration to
the Risk Premium and CAPM analyses, and reflects a determination that is in the main stream
cost of equity recommendations that are viewed by capital markets as supportive of future
investment to replace aging infrastructure.

Exception No. 2: Storm Damage Costs Should Be Recovered Through A

Reserve/Reconcilable Rider Mechanism Because Storm Damage Insurance Will No
Longer Be Available As A Result of Hurricane Sandy. RD, pp. 34-40.

PPL Electric’s original claim for storm damage expense in this proceeding had three
components: (1) an annual budget amount for expected storm damage not covered by current
insurance ($12,625,000 which is composed of two pieces — $3.175 million for non-reportable
storms which are not covered by insurance and $9.45 million for that portion of the insurance
deductible allocated to expense), (2) a budgeted amount for the storm damage insurance
premium ($8.75 million), and (3) a proposed 5-year amortization for exiraordinary losses
incurred in 2011, in excess of insurance coverage ($5.324 million per year). PPL Electric St. 2-
RJ, pp. 3-6; PPL Electric Exs. GLB-9 and GLB-10; PPL Electric IB, p. 48; RD, p. 34. Thus, the
total storm damage expense in this proceeding is $26,699,000.

This ratemaking treatment of storm damage expenses was first approved by the PUC in
PPL Electric’s 2007 rate case as part of a settlement. Pa. P.U.C. v. PPL Electric, Docket No. R-
00072155, p. 8 (Dec. 6, 2007), and was approved again in PPL Electric’s 2010 rate case as part
of another settlement. Pa. P.U.C. v. PPL Electric, Docket No. R-2010-2161694, p. 9 (Dec. 21,

2010).
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The RD recommended approval of all of above components of PPL Electric’s storm
damage expense. However, the RD also recommended that the storm damage insurance be
terminated prospectively and replaced by an I&E proposal for a reserve account and storm
tracker when the present insurance coverage expires. RD, p. 39. As explained below, PPL
Electric strongly disagrees with the RD’s analysis regarding the continuation of storm damage
insurance. However, due to the Hurricane Sandy, which struck PPL Electric’s service territory
on October 29, 2012, storm damage insurance and reinsurance similar to the policies presently in
effect will not be available after December 31, 2012, when present coverage expires.'’ Thus, the
issue of whether the storm insurance program should continue has become moot. As a result,
PPL Electric proposes the following: (1) that the Commission approve a normal expense claim
of $17,875,000 plus $5,324,000 for an amortization of the extraordinary losses in 2011 and (2)
that PPL Electric will file for a storm damage automatic adjustment clause as soon as practicable
after the Commission’s final order in this proceeding.

By way of background, PPL Electric first purchased storm damage insurance in 2007.
Since its inception, the insurance has been underwritten by PPL Power Insurance, Ltd. (“PPL
Insurance”), an affiliated Bermuda corporation. A portion of the insurance underwritten by PPL
Insurance has been reinsured by unaffiliated insurers. PPL Electric St. 14-R, p. 3. The insurance
~ covers storm damage caused by Commission-reportable storms (I&E Ex. 2-8R, Sch. 2, p. 10),
which are storms that interrupt service to at least 2,500 customers for at least six consecutive

hours. 52 Pa. Code § 67.1(b). Insurance coverage is subject to a deductible that has varied from

10 PPI. Electric asks that the Commission take official notice of Hurricane Sandy and damage caused by it pursuant
to 52 Pa. Code § 5.408. Of course, the record contains no evidence of Hurricane Sandy because it struck PPL
Electric’s service territory commencing on October 29, 2012, after the record was closed. It is appropriate,
however, to bring the consequences of Hurricane Sandy, specifically the termination of the storm damage insurance
program, to the Commission’s attention so that it will not waste resources deciding whether the storm damage
insurance program should be continued because the issue is now moot.
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year to year and to a maximum limit of liability that also has varied from year to year. The
Commission approved these practices in settlements. Pa. P.U.C. v. PPIL Electric, Docket No. R-
00072155, p. 8 (Dec. 6, 2007), and was approved again in PPL Electric’s 2010 rate case as part
of another settlement. Pa. P.U.C. v. PPL Electric, Docket No. R-2010-2161694, p. 9 (Dec. 21,
2010).

The RD’s recommendation that storm damage insurance should not be renewed, is based
on the conclusion that it has not been used to benefit ratepayers. This conclusion appears to be
based primarily on time value of money associated with the delay between the incurrence of
storm damage losses and the payment for these losses. RD, p. 37. PPL Electric fully explained
the reasons for this delay. PPL Electric 1B, p. 60; PPL Electric RB, pp. 25-27. More
importantly, however, it is undisputed that any cost associated with the delay between the
incurrence of losses and the payment of claims is not reflected in rates and therefore has no
adverse impact on customers and provides no basis for a conclusion that the storm damage
insurance program has not benefited customers. PPL Electric St. 7-R, pp. 7-8.

In any event, the issue of whether PPL Electric should renew its storm damage insurance
has become moot as a result of Hurricane Sandy, which struck PPL Electric’s service territory on
October 29, 2012. This storm is the worst storm in the history of PPL Electric in terms of the
number of customers whose service was interrupted and one of the most expensive in terms of
the cost of repairs and service restoration. PPL Electric’s preliminary estimates indicate that
service to more than 440,000 customers was interrupted by Hurricane Sandy and that costs from

the storm will exceed $60 million."!

1 ppL, Electric anticipates that it will file a petition with the Commission for permission to defer and amortize losses
from Hurricane Sandy in excess of insurance coverage similar to the petitions that it filed related to Hurricane Irene
and the Halloween snowstorm in 2011.
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Even prior to Sandy, the continued availability of storm insurance has been precarious.
PPL Electric explained on the record that:

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

incurred 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. ‘

PPL Electric St. 14-RJ, pp. 12-13. As a result of Hurricane Sandy, PPL Insurance will again be
called upon to pay to PPL Electric the entire policy limit for storm damage for 2012. As a result,
PPL Insurance will not have sufficient statutory capital and surplus to prudently continue to
provide storm damage insurance to PPL Electric. That is, PPL Insurance has informed PPL
Electric that it will not offer storm damage insurance to PPL Electric for 2013. PPL Electric also
has been informed that reinsurance will not be available on terms and conditions similar to the
reinsurance policy presently in effect.

For these reasons, the question of whether storm damage insurance should be renewed
has become moot, and the RD’s recommendation that PPL Electric file for a reserve/tracker
mechanism with reconciliation for over and under collections should be approved. PPL Electric
intends to propose such a mechanism in a filing to be made as soon after the Commission
decision in this proceeding as practicable. PPL Electric will request that the proposal be give
expedited consideration so that it can become effective at the earliest possible date.

A reserve/tracker mechanism for storm damage expense is clearly appropriate. The
Commission and the appellate courts have explained the circumstances in which an automatic

adjustment clause is appropriate. Clauses are appropriate when the expenses to be recovered

through the clause are substantial, subject to variation and beyond the control of the utility. See,
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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 Industrial Energy Coalition v. Pa. PU.C., 653 A2d
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). Here, there can
be no question that the incurrence of storm damage expenses is beyond PPL Electric’s control,
that such expenses can be substantial and that such expenses can vary considerably from year-to-
year. In 2011, storm damage losses approached $100 million for year; in other years, expenses
have not reached the insurance deductible. PPL Electric St. 14-R, p. 5. Approval of an
automatic adjustment clause for storm damage expense, therefore, is clearly appropriate.

In addition, because PPL Eleciric’s original claim for storm damage expense included a
claim for the insurance premium and because insurance will no longer be available after
December 31, 2012, it is necessary to revise PPL Electric’s storm damage expense claim. The
revised expense claim has the following three components which total $26.699 million

The first component is for the budgeted amount of $12.625 million for storm damage not
covered by insurance. This component consists of two parts: (1) smaller, non-PUC reportable
storms which are not covered by insurance ($3.175 million) and $9.45 million for losses from
PUC-reportable storms that PPL Electric has had to pay to reach the storm damage insurance
deductible. This $12.625 million amount was approved at page 35 of the RD.

The second component is for the normal ongoing level of storm damage that was
previously covered by insurance but will not be covered once the existing insurance policy
expires on December 31, 2012. This amount should be set at $5.25 million, which is the portion

of the insurance premium allocable to operating expense. Specifically, the total insurance
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premium included in the budget was $8.75 million, and approximately 60% of storm damage
expense is charged to operating expense and 40% is charged to capital. The operating expense
portion of the insurance premium ($5.25 million (8.75 million x 60%)) provides a reasonable
measure of ongoing storm damage which will be charged to operating expense. Determining the
level of storm damage expense based on the insurance premium is appropriate even though the
insurance will not be renewed because the premium was calculated by an independent actuary to
equal average covered losses over time. PPL Electric St. 14-R, p. 3. Thus, the total storm
damage expense for “normal” storm insurance expenses should be $17.875 million ($12.625
million + $5.25 million).

This claim for “normal” storm damage expense of $17.875 million is supported by
historic levels of normal storm damage costs charged to expense. During the four years ended
December 31, 2011, PPL Electric incurred the following total distribution storm costs charged to
expense, excluding extraordinary amounts deferred for amortization.

2008 2009 2010 2011 Total

$19,600,000  $6,600,000 $11,900,000  $31,200,000'* $69,300,000"

The average expense over this period, excluding losses deferred for amortization, is $17,325,000
($69,300,000 + 4), which demonstrates the reasonableness of the Company’s $17.875 million
revised claim.

The third component is the amortization for extraordinary storm damage losses in excess
of insurance coverage during 2011 for Hurricane Irene and the Halloween snowstorm. These

deferred losses total $26,622,000. PPL Electric Ex. GLB-10; RD, pp. 40-41. The five-year

' This amount has been adjusted to remove the $26,622,000 of extraordinary storm costs for 2011 that have been
deferred for amortization.
P I&E Ex. 2, Sch. 25, p. 2.
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amortization produces an annual expense of $5.324 million. The RD also approved this amount
at 40.

Based on the foregoing, PPL Electric proposes a total storm damage expense of $23.199
million, including $17.875 million for normal storm losses and $5.324 million for amortization
of extraordinary losses in excess of insurance coverage in 2011.

Exception No. 3: The RD’s Proposed Disallowance of PPL Electric’s Commission-

Approved Consumer Education Plan Expense, Which Would Promote Competition
and Conservation, Should Be Rejected. RD, pp. 46-49,

The RD would disallow completely recovery of costs associated with PPL Electric’s
Commission-approved Consumer Education Plan, which promotes and encourages the
competitive retail market for electric generation in PPL Electric’s service territory and
encouraging conservation, beyond 2012. The issue presented here is whether the Commission
recognizes the need for the Energy Education Standards it established in its Final Order on
Policies to Mitigate Potential Electricity Price Increases at Docket No. M-00061957 and wants
the Consumer Education Plan to continue, it should approve PPL Electric’s claim of $5,482,220
for that Plan, in addition to other consumer education expenses. If not, the RD should be
adopted on this issue, and PPL Electric will discontinue the program.

The RD would permit recovery of certain consumer education expenses, including (1)
expenses to comply with Commission mandates in the RMI through PPL Electric’s proposed
Competitive FEnhancement Rider (“CER”) and (2) costs to implement PPL Electric’s
Commission-approved Energy Efficiency and Conservation (EE&C) Plan through PPL Electric’s
existing Act 129 Rider. RD 46-49. However, the RD would disallow Consumer Education Plan
expenses based on the conclusion that the Consumer Education Plan duplicates programs whose
costs are to be recovered under the Act 129 Rider and the proposed CER. RD, pp. 49. The
record demonstrates otherwise. PPL Electric’s proposed Consumer Education Plan meets the
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Commission’s Education Standards and complements, and does not duplicate, programs and
expenses under the RMI and Act 129.

PPL Electric’s Consumer Education Program arises from the Commission’s Final Order
in Policies to Mitigate Potential Electricity Price Increases, Docket No. M-00061957. Pursuant
to that order, PPL Electric initiated a broad-based program of consumer education to assist
consumers in understanding how they can shop for electric energy in Pennsylvania’s competitive
retail electricity supply market and how they can use electricity more efficiently. The goal of
this Program was and is to educate consumers so that they will use energy wisely and understand
how to reduce their bills. The Program is based on the premise that, given appropriate
information and education, consumers can exercise more control over their electric bills by using
electric energy wisely and by shopping for the best price, thereby controlling their electric bills.
PPL Electric’s program has targeted all customers including low-income households. PPL
Electric St. 6, p. 4. PPL Electric’s proposal in this proceeding is to continue to provide
consumers with fundamental information on the wise and efficient use of energy, as well as the
purchasing electric energy.

Contrary to I&E’s contention, PPL Electric’s Consumer Education Plan does not
duplicate efforts and expenses under the Energy Efficiency and Conservation Plan (“EE&C
Plan”) under Act 129. Instead, it is a separate and distinct plan with separate and distinct goals.
The Consumer Education Plan educates consumers regarding shopping for electricity, the
importance of energy efficiency and conservation and the steps they can take to control their
electric bills. PPL Electric St. 6-R, p. 3. The Act 129 EE&C Plan, in contrast, provides financial
incentives, such as rebates, for consumers to take approved actions such as installing energy

efficient lighting, HVAC systems and EnergyStar appliances in order to meet Act 129
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consumption reduction targets. PPL Electric’s Consumer Education Plan and the Act 129 EE&C
Plan are complementary, but their functions are separate. The Consumer Education Plan is
purely educational; the Act 129 EE&C Plan is purely financial. PPL Electric St. 6-R, pp. 3-4.

Nor does the Consumer Education Plan duplicate actions taken to comply with the
Commnission’s orders in the RMI, Docket No. 1-2011-2237952 (July 28, 2011). There, the
Commission established an intermediate work plan and recognized the importance of consumer
education to support the retail electricity market. The RMI Order mandated activities separate
from the Consumer Education Plan. Activities under the RMI were mandated initially by a
Secretarial Letter which directed EDCs, including PPL Electric, to print in accordance with the
Commission’s design and specifications and mail to customers a postcard encouraging customers
to visit the PaPowerSwitch.com website and to consider shopping for a competitive electricity
supply. The Secretarial Letter also required two additional mailings during 2012.

It is important to emphasize also that the Commission will have continuing oversight of
PPL Electric’s Consumer Education Plan in 2013 and beyond. All programs and activities
associated with the Plan are submitted to the Commission’s Office of Communication and the
OCA for review. The submittals are provided with a description of the program or activity along
with proposed spending levels, implementation time frames and target audiences. In addition,
PPL Electric will continue to tie each educational program to the eight specific Energy Education
Standards in the Commission’s Order on Consumer Education. RD, pp. 46-47.

PPL Electric proposes to continue to support the competitive retail market for electricity
in its service territory by continuing its Consumer Education Plan during 2013 and beyond at the
expense level approved by the Commission in its Final Order on PPL Electric’s Consumer

Education Plan, Docket No. M-2008-2032279 (July 18,2008). To the extent that the
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Commission concurs that consumer education regarding the retail market for electricity supplies
and conservation is appropriate and supports such efforts through rate recoveries of related
expenses, PPL Electric will continue to spend the amount authorized by the Commission on
consumer education.

PPL Electric notes also that there may be some confusion with regard to the specific
expenses that would be recovered through the CER. These costs should include the following:

e $5,482,220 for the Consumer Education Plan. PPL Electric St. 5-R, p. 29.

e  $400,000 per year for the annual RMI postcard mailing to customers. RD, p. 129.

e A two-year amortization of the cost of the 2012 RMI postcards that were mailed
by PPL Electric to its customers in February, 2012, at a total cost of $400,000.
Recovery of these costs would include $200,000 per year during 2013 and 2014.
RD, p. 127.

¢ A two-yecar amortization of the cost of the 2012 RMI Tri-Fold Brochure, a one-
time mailing that is currently being prepared for mailing in November, 2012 at a
cost of $400,000. Recovery of these costs would include $200,000 per year
during 2013 and 2014. RD, p. 127.

¢ Any future amounts including, but not limited to, amounts related to the RMI
EDC letter and amounts that may arise from programs included in the Company’s
proposed Default Service Plan, that are subject to separate and explicit approval.

In PPL Electric’s view, all of these expenses should be recovered through the CER.

Exception No. 4: PPL Electric’s Proposed Uncollectible Accounts Expense Should
Be Allowed, In Full. RD, pp. 41-42.

The RD proposes to use a three-year average of uncollectible accounts expense to
revenues to calculate the effect of the rate increase and proposes to disallow the adjustment to the
reserve for uncollectible accounts. The RD proposed three-year average of 1.70% would
disallow $554,000. RD, p. 42. In addition, the use of a three-year average would affect the
calculation of the MFCs. PPL Electric proposed instead to use the percentage of its future test
year write-offs to future test year revenues of 2.23% ($39,958,222 + $§1,789,413,551). As
explained below, use of a three-year average should be rejected because it does not reflect

current circumstances. The elimination of the adjustment to the reserve would reduce
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uncollectible accounts expense by $2,956,000. PPL Electric Exh. JMK-4. Elimination of the
adjustment to the reserve would be improper because it disregards an important component of
PPL Electric’s actual expense.

As explained below, an historic three-year average is not appropriate because it is
inconsistent with the ongoing increase in write-offs over the last three years and because the
three-year average is inconsistent with actual, current data. The goal in this proceeding should
be to set rates which reasonably reflect future conditions. The three-year average used in the RD
included 2009, when PPL Electric’s generation supply rates were capped. Since then, PPL
Electric’s electric supply rates for provider-of-last-resort service have increased significantly,
when compared to prior periods when the generation supply rate cap was in effect. Not
surprisingly, PPL Electric experienced increases in the number and dollar amounts of

uncollectible accounts since the generation rate cap was ended. PPL Electric St. 8-R, p. 32.

2009 2010 2011
$24.6 million $31.0 million $38.7 million
26% 25%

In addition, PPL Electric and its customers continue to experience the effects of the recession.
PPL FElectric St. 4-R, pp. 1-3. The unfavorable economic conditions adversely affect
uncollectible accounts expense. Use of a three-year average where costs are increasing will, by
definition, understate current costs. There is no basis for using a three-year history on these
facts.

The error of relying on a three-year average is further demonstrated by PPL Electric’s
actual experience to date for the future test year. PPL Electric’s proposed total uncollectible
accounts expense for the future test year is $42.1 million. From January 1 through June 30,
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2012, PPL Electric recorded actual uncollectible accounts expense of $15.8 million. PPL
Electric Ex. JMK-6. When this amount is annualized using historic patterns of when
uncollectible accounts expense is incurred, PPL Electric is on track to experience $45.0 million
in uncollectible accounts expense in 2012, significantly more than its proposed uncollectible
accounts expense for the future test year in this proceeding. PPL Electric St. 8-RJ, p. 3"

Finally, elimination of the adjustment to the reserve would be improper because PPL
Electric’s actual, total uncollectible accounts expense includes charges 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 claim for uncollectible accounts expense is $42,098,866 (RD, p. 41),
including both write-offs and additions to the reserve for uncollectible accounts. This amount is
fully consistent with the latest available data in this proceeding and should be approved.

Exception No. 5: PPL Electric’s Expenses For Environmental Management Services
From PPL Services Should Be Approved. RD, pp. 29-30.

Like many utilities, PPL Electric is part of a larger corporate system that includes PPL
Corporation and its direct and indirect subsidiaries. In order to control expenses and reduce
duplication of functions within the PPL Corporate System, certain services are provided to PPL
Electric and its affiliates from a central source, PPL Services Corporation (“PPL Services”).
PPL Electric St. 3-R, p. 2. The Commission approved the formation of the holding company and
the corporate system based on a finding that formation of the holding company would be in the

public interest. Application of Pennsylvania Power & Light Co., Docket No. A-11500, F. 206

" Typically, PPL Electric experiences about 35% of its total annual uncollectible accounts expense for each
calendar year during the first half of the calendar due to the winter moratorium on residential customer terminations
and termination procedures, including notifications, required under the PUC’s regulations at 52 Pa. Code Ch. 56.
$15.8 million = .35 = $45 million.
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(Feb. 10, 1995). The Commission also approved the affiliated interest agreement under which
affiliated companies provide services.

The RD recommends that PPL Electric’s expenses for environmental management
services from PPL Services should be adjusted to an average, three-year historic level because
PPL Electric did not adequately supported its budg_et for the future test year of $467,000.
Instead, it recommends an allowance of $364,000. RD, pp. 29-30.

The goal of this proceeding is to establish rates that will reflect conditions during the
future test year. PPL Electric has explained, in evidence, that a three-year average historic level
of expenses should not be used to set rates for this expense because new regulations have been
adopted that require PPL Electric to undertake greater levels of environmental management
activities. More specifically, federal and state environmental rules now mandate routine
inspection of storm water, erosion and sedimentation control measures both during and after
construction involving ground disturbances. Previously, such regulations only required that such
measures be inspected after the project had been completed. The need for ongoing inspections
will increase environmental management expenses in and after 2012. PPL Electric St. 3-R, pp.
4-5. PPL Electric will also incur greater costs for environmental management in the future due
to the increased level of construction activities. Construction activity has increased from $298
million in 2009 to $671 million in 2012 and is expected to increase further to $870 million in
2013, PPL Electric St. 10-R, p. 2. The increased construction activity means increased earth
disturbance and increased nced for environmental permits.

The environmental management costs included in the future test year budget include 1.5
full time employees to work on the implementation of the new Enviance software which PPI.

Electric will use to manage environmental permits and obligations.  Although the
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implementation will be largely done by the end of the year, the budget also includes licenses for
PPL. Electric employees who will use the sofiware to manage environmental permits and
obligations. PPL Electric St. 3-R, pp. 4-5.

PPL Electric expects its future test year level of environmental management costs to to

rise after 2012:
2013 2014 2015 2016 2017
$485,000 $494,000 $508,000 $549,000 $549,000

PPL Electric Ex. DAC-1, Sch. 3, p. 2; PPL Electric St. 3-R, p. 5. PPL Electric’s future test year
budget for environmental services expense ($467,000) has been fully supported and is reasonable
given the increased level of activity in 2012 and beyond.

Exception No. 6: PPL Electric’s Expenses For External Affairs Should Be
Approved. RD, pp. 30-31.

PPL Services provides, in part, for the coordination of government relations activities,
corporate communications, such as media and public relations services and community and
economic development activities. PPL Electric’s total future test year budget for external affairs
is $2.602 million. PPL Electric St. 3-R, p. 7. PPL Electric has proposed an increase to its
external affairs expense from $1,432,000 for 2011 to $2,602,000 for 2012.

The RD recommended a reduction of $620,000 to PPL Electric’s budget down to
$1,982,000. RD, pp. 30-31. Generally, the RD concluded that PPL Electric failed to give
sufficient explanation for the increase in the expense. RD, p. 31. The RD is mistaken.

Unlike environmental management services, the increase in costs for external affairs is
driven primarily by refinements to the process of identifying the affiliates who benefit from
services, rather than an increase in the amount and costs of services provided. In fact, between
2011 and 2012, the overall cost of external affairs services for the entire PPL Corporate System

increased from $10,888,000 to $10,982,000, a change of only 0.8%.
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What did change between 2011 and 2012 was the means by which charges for external
affairs are distributed among PPL Corporation’s subsidiaries. Starting with 2012, much more of
the costs of external affairs are directly charged as direct support rather than allocated as indirect
support. The change to direct charges is demonstrated in PPL Electric Ex. DAC-1, Sch. 1.

The change from allocation of indirect charges to direct charges resulted from a
management review of the day-to-day activities of the regional community relations directors,
who are part of the. External Affairs Department. These day-to-day activities primarily relate to
reliability, connections and disconnections, billing and payment, street lighting and economic
development. Within the PPL Corporate System, PPL Electric and PPL Electric alone benefits
from these services. The review determined that the regional community relations directors
spend the vast majority of their time working for PPL Electric. Consequently, a greater portion
of these costs are directly charged to PPL Electric than had been the case in the past when such
costs were allocated. PPL Electric St. 3-R, p. 7.

Separately, in recent years, increases in line siting and upgrading work, tree trimming and
enhanced storm communications protocols have significantly added to the ongoing
responsibilities of both the regional community relations directors and Corporate
Communications, which also is within the External Affairs Department. Thus, although the
increase in expenses for external affairs primarily is driven by a more accurate assignment of
costs, there also is a smaller component results from increased activities and related CXpenses.
PPL Electric St. 3-R, p. 7. PPL Electric’s external affairs expense should be approved.

Exception No. 7: PPL Electric’s Rate Case Expense Should Be Normalized Over
Two Years. RD, pp. 42-44.

The RD rejected PPL Electric’s proposal to normalize rate case expense over two years.

Instead, the RD recommends that the rate case expense be normalized over 32 months which is
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the average time between the 2004 and 2007 rate case, the 2007 and 2010 rate cases, the 2010
and 2012 rate cases.'> RD, pp. 43-44. Use of 32 months produces a reduction in annual
normalized rate case expense of $258,000. Use of 32 months would be appropriate if past
history of filing rate cases were a good indicator of the future. Here, however, it is not.

Much of PPI. Electric’s electric distribution system was constructed in the 1960s and
1970s. Much of the distribution system has a life expectancy of about 40 years. Therefore,
much of the system is near or beyond the end of that lifespan. In late 2008, PPL Electric
undertook a comprehensive study to assess the age, condition and performance of plant in order
to develop a strategy for capital replacements in order to avoid the cost and reliability of service
effects of aging infrastructure. Based on this study, PPL Electric embarked on a 10-year capital
plan to replace? maintain and improve plant. PPL Electric anticipates adding $1.6 billion in plant
from 2012 through 2016. PPL Electric Ex. Future 1A, pp. 3-4. Rate case history prior to 2010
does not reflect this construction program. Clearly, plant expenditures of this magnitude will
necessitate a base rate case within two years, if not sooner. Under these circumstances, it is
unreasonable to rely on a historic pattern of rate cases that extends back eight years to 2004 to
determine the appropriate period for normalization of rate case expenses.

Exception No. 8: The RD’s Proposed Adjustment to PPL Electric’s Actual Lag Days
For Payments To Its Affiliate Should Be Rejected. RD, pp. 18-20.

The RD adopts an I&E adjustment to the Company’s lead/lag study to increase the
payment lag for payments by PPL Electric to its affiliate PPL Services from 20 days to 60 days.
This adjustment would reduce PPL Electric’s cash working capital requirement by $13,166,000.

For the reasons set forth below, this adjustment should be rejected

15 All these rate cases were based on calendar year test years and were filed in late March.
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The underlying facts are not in dispute. PPL Electric pays all invoices, both from PPL
Services and thousands of invoices from non-affiliated vendors, using a computerized system.
PPL Electric pays affiliates on the 20™ day of the month after services are received. This results
in a 35-day payment lag for services received by PPL Electric from its affiliates. That lag
includes 15 days from the mid-point of the month in which services are received to the 20" day
of the following month, when the invoices to its affiliates are paid. PPL Electric 8t. 7-R, p. 2. It
is undisputed that PPL Electric’s payment of invoices on the 20" of each month is commercially
reasonable.

The RD proposes to increase the payment period for affiliate services from 20 days to 60
days because the affiliated interest agreement PPL Electric and its affiliates provides for a
payment period of up to 60 days. PPL Electric Exh. 1, Attachment II D, 8¢, p. 4. This is not an
adequate basis for this adjustment. The agreement does not require 60 day payment; it says up
to 60 days and clearly authorizes a 20-day payment period. Moreover, the affiliated interest
agreement was entered into in 1995 — 17 years ago. PPL Electric Ex. 1, Attachment II-D-8a, p.
1. At that time, computers were not used to the extent that they are today and a longer time for
payment of invoices was more common and reasonable. Today, however, with advances in
technology, businesses pay invoices on a more current basis. The 60-day period permitted under
the affiliated interest agreement provided flexibility and did not necessitate repeated filings of
revised affiliated interest agreements as PPL Electric’s payment practices improved with
technological advances. The adjustment to PPL Electric’s cash working capital requirement is

unreasonable and should be rejected.
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Exception No. 9: PPL Electric Should Be Permitted To Continue To Calculate The
Postage Expense Component of Working Capital As Was Presented In This
Proceeding. RD, pp. 20-22.

Though the RD did not recommend any adjustment to PPL Electric’s working capital

requirement related to postage expense, it criticized PPL Electric’s calculation of the postage
éxpense component of working capital and recommended that the calculation not be used in the
future. RD, pp. 20-22. This recommendation is erroneous and should be rejected.
PPL Electric has fully explained its treatment of postage expense in rate base in its briefs. PPL
Electric IB, pp. 26-27; PPL Electric RB, pp.13-14. Further, PPL Electric’s treatment of postage
expense has been approved previously by the Commission. Pa. P.U.C. v. PPL Electric Utilities
Corp., Docket No. R-00049255, Slip Op., pp. 11-12, 237 P.U.R. 4™ 419, 2004 Pa. LEXIS 40
(Dec. 22, 2004). Nothing has changed since the Commission’s decision in the 2004 case. The
RD’s recommendation should be rejected.

Exception No. 10: PPL Electric’s Gross Receipts Tax Should Be Recovered In Full.
RD, pp. 94-97.

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 present rates of $43,930,000 (PPL Electric Ex. Future 1, Sch. D-11, p.
3) and the second component is $6,172,000, which results from the proposed increase in rates
(PPL Electric Ex. Future 1, Schedule D-12, p. 6).

The RD would adjust PPL Electric’s gross receipts tax on the theory that PPL Electric
pays gross receipts tax only on the revenues it actually receives, i.e., total billed revenues less
uncollectible accounts. RD, pp. 94-97. The adjustment would reduce PPL Electric’s gross
receipts tax by $934,000. RD, p. 94. The RD’s recommendation, however, should be rejected

because it disrcgards changes in the calculations of gross receipts tax imposed by the
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Pennsylvania Department of Revenue in Corporate Tax Bulletin 2011-02, which was issued on
Tuly 20, 2011, This Tax Bulletin makes use of the deduction from gross receipts for uncollectible
accounts next to impossible.

Under this Tax Bulletin, PPL Electric’s liability for gross receipts tax is no longer limited
to actual revenues received. Instead, PPL Electric is required to file gross receipts tax utilizing
the accrual method of accounting. Consequently, under the Tax Bulletin, a reduction against
taxable gross income for an uncollectible account requires PPL Electric to match each write-off
to the tax period when the receipts reported as taxable to Pennsylvania. PPL Electric, at this
time, does not have the capability to perform such tracking for the many write-offs of amounts
for its approximately 1.4 million customers. PPL Electric St. 8-RJ (Part 1), pp. 36-37.

In rejecting PPL Electric’s gross receipts tax calculation, the RD particularly relies on
PPL Electric’s testimony during cross-examination that the Company maintains records of
customers’ bad debts. RD, p. 97. That testimony is correct, but it provides no ability to enable
PPL Electric to meet the onerous reporting and accounting requirements for gross receipts tax to
take advantage of write-offs of uncollectible accounts to reduce the liability. It is correct that
PPL Electric, for example, knows that hypothetical customer John Smith owed $100 which was
written off July 1, 2012. In order to take advantage of the deduction to gross receipts for
uncollectible accounts, however, PPL Electric is now required to determine exactly when that
$100 was reported as receipts. That is not easily done. Assume the customer Smith entered into
several payment arrangements and went through PPL Electric’s Customer Assistance Program
before the $100 was written off. The amount ultimately written off could have been billed
originally several years ago and over an extended period of time. PPL Electric is not able at this

time to determine for each amount written off when the amount was originally billed and
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reported to the Commonwealth of Pennsylvania as a gross receipt. Thus, the fact that PPL
Electric maintains records of customers’ bad debts does not resolve the dilemma imposed on
PPL Electric by the gross receipts Tax Bulletin.

The RD’s recommendation to disallow a portion of PPL Electric’s gross receipts tax
simply fails to recognize the realities of the obstacles that the Department of Revenue has placed
on a corporation’s ability to take advantage of the deduction from gross receipts for uncollectible

accounts for gross receipts tax purposes.
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HI. CONCLUSION

For all the foregoing reasons, PPL Electric Utilities Corporation respectfully requests that
the Pennsylvania Public Utility Commission grant the above Exceptions and approve the rate

increase and other proposals 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: November 8, 2012

10149433v2

Respectfully submitted,

LMo

av1d . MacGregor (ID # 28804)
Past & Schell, P.C.
Fo enn 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 (1D # 25670)
John H. Isom (ID # 16569)
Christopher T. Wright (1D # 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

Attomeys for PPL Electric Utilities Corporation

40



