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I.

INTRODUCTION

On January 28, 2010, Administrative Law Judge Susan D. Colwcll (the "ALJ") issued an
Initial Decision approving the Smart Meter Technology Procurement and Installation Plan
("Smart Meter Plan" or "Plan") filed by Metropolitan Edison Company ("Mel-Ed"),
Pennsylvania Electric Company ("Penelec") and Pennsylvania Power Company ("Penn Power")
(collectively, the "Companies"), subject to her recommended revisions to three parts of the Plan.1
On February 17, 2010, the Companies filed limited Exceptions addressed to the ALJ's
recommended revisions to their Plan.
Also on February 17, 2010, Exceptions lo ihe Initial Decision were filed by the Office of
Trial Staff ("OTS"), the Office of Consumer Advocate ("OCA") and the Pennsylvania
Department of Environmental Protection ("DEP"). The Companies herewith reply to the
Exceptions filed by the OTS, OCA and DEP. In so doing, the Companies will refrain from
responding in detail to each and every objection raised by those parlies. Rather, the Companies
will focus on what they perceive to be the more significant errors and misstatements in the other
parties' Exceptions. For additional background information and analysis, the Companies urge
the Commission to also carefully review their Initial and Reply Briefs before the ALJ, which
were filed on December 11 and 31, 2009, respectively.

1

The ALJ did not accept the Companies' proposals concerning (1) interest on over and undcr-collcclions, (2)
current recovery of Assessment Period costs, and (3) base-rate recognition of operating and capital cost
savings. See Initial Decision, pp. 41-47.

11.
A.

ARGUMENT

Incorporating The Definition Of "Smart Meter Technology" In The
Commission's Final Order (DEP Exc. 1)

In its Main Brief (p. 8) before the ALJ, DEP contended that the Companies' Smart Meter
Plan did not state, with the degree of specificity that DEP desired, that the smart meters the
Companies intend to deploy will have the capability to provide usage dala "through a HAN
[home area network] or similarly capable method of open protocols" as Ihe Commission's
Implementation Order" provides. To eliminate any confusion on this issue, ihe Companies, in
their Reply Brief, confirmed that they will "provide smart meters that fully comply wilh the
definition of smart meters set forth in Section 2807(g) of the Public Utility Code and the
Implementation Order, including the capability to furnish data through 'a HAN or a similarly
capable method of open protocols.' " Apparently, the Companies' affirmation thai they will
comply with the law is not sufficient for DEP, which asks that the Commission's final Order in
this case "explicitly require [the Companies] to deploy smart meters that enable HAN devices or
similarly capable method with open protocols" (DEP E x c , p. 6). What DEP requests, while
unnecessary, is not otherwise objectionable.
B.

Deployment Timeframe (DEP Exc. 2 and 3)

Under the currently projected timeline in the Companies' Smart Meier Plan: (1) network
design and the installation of between 5,000 and 10,000 smart meters will be completed by the
end of 2013; (2) infrastructure build-out and the installation of 60,000 smart meters will be
completed by March 2016; and (3) full scale deployment will slart in April 2017 and be
completed by March 2022 (Joint Petition, ^ 13-26). Consequently, the Companies estimate that

2

Smart Meier Procurement and Installation, Docket No. M-2009-2092655 (June 24, 2009) ("Implemcntaiion

Order").

their full scale deployment of smart meters will be completed three years before the end of the
fifteen-year deployment period set forth in the Commission's Implementation Order (p. 15).
Based on the testimony of its witnesses, 4 the OCA concluded that the Companies' proposed use
of the 30-month "grace period" is reasonable, satisfies the requirements of Section 2807(f) and
conforms to the milestones identified in the Implementation Order (OCA Main Brief, p. 10).
DEP is the only party that has disagreed with the Companies' proposed use of the grace
period to develop their Deployment Plan for Commission approval. Despite direct testimony by
the Companies' witnesses explaining how they planned to use the grace period and by the
OCA's witnesses supporting the Companies' proposal, DEP did not submit testimony or other
evidence responding to either party. Consequently, the ALJ found that undisputed record
evidence supports the conclusion that the Companies' proposed use of the grace period is
reasonable and consistent with Act 129 and the terms of the Implementation Order (Initial
Decision, pp. 19-23).
In the absence of evidence that might support its position, DEP, in its Exceptions,
continues to assert that the Implementation Order requires the smart meter "network" lo be
installed and fully functional by the end of the grace period. DEP is wrong on two counts. First,
it has misstated the legal effect of the Implementation Order, which cannot function as a pre-

3

Additionally, at the OCA's recommendation, the Companies agreed to consider, during the Assessment Period,
whether it would be feasible and beneficial to deploy smart meters more rapidly than currently proposed in
their Plan (Companies Initial Brief, p. 17).
i

4

OCA witness J. Richard Hornby testified that "it is reasonable for the Companies to use the Assessment Period
to determine the most cost-effective approach for each of their particular service territories" (OCA St. 1, p. 6).
Similarly, OCA witness Nancy Brockway testified that "lljhe Companies propose to make good use of the
Commission-approved grace period . . ." and that "[t]hc process outlined [by the Companies] is a reasonable
approach to determining the specifications of metering and communications technologies, and minimizing
costs for full metering deployment during this grace period" (OCA St. 2, pp. 3 and 7-8). See Companies Reply

Brief, pp. 2-3.

detennination of the reasonableness of any aspect of the Company's proposed Smart Meier Plan.
Second, DEP has misinterpreted the milestones set forth in the Implementation Order.
As DEP concedes (Exc, p. 7 and Main Brief, pp. 9-10), although Section 2807(f)
establishes a deadline for full deployment of smart meters (15 years), it docs not establish any
interim deadline for the installation of a smart meter "network," Additionally, and as DEP also
acknowledges, the legislature could not possibly have intended that EDCs should "have the
necessary infrastructure in place to support smart meters . . . upon passage of the law or shortly
thereafter" because it would be unrealistic lo expect EDCs to design, acquire and construct those
facilities within that time frame. Accordingly, reviewing and approving EDCs' plans for
meeting the 15-year statutory deadline are functions that lie within the sound discretion of the
Commission.
To help fulfill its statutory duty to review and approve individual smart meter plans, the
Commission issued the Implementation Order to provide guidance on the elements EDCs* plans
should contain. However, in issuing that Order, the Commission did not adhere to the
formalities required to adopt a "regulation" and, as a consequence, that Order does not have the
"force oflaw" that attends a regulation. See Companies Reply Brief, pp. 5-6. Rather, the
Implementation Order, in addition to specifying filing dales and procedural requirements,
announced the policy the Commission anticipated applying when it adjudicated individual smart
meter plans after they were submitted for its approval by each EDC. In short, it was fully
understood that binding Commission action would occur only after an EDC submitted its smart
meter plan and the Commission completed its "adjudication" with respect to that plan.
In its Exceptions (p. 8), DEP concedes, as il must, that the Companies' legal analysis is
correct. Nonetheless, DEP offers a convoluted argument that asks the Commission, in effect, to
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afford DEP's interpretation of the Implementation Order the same binding effect as a formally
adopted regulation. DEP's new line of argument creates a distinction without a difference and,
therefore, should be rejected by the Commission for the same reasons DEP's initial and virtually
identical argument was rejected by the ALJ. Simply stated, the Implementation Order did not
establish pre-determined outcomes for how and when network infrastructure should be installed
and, therefore, cannot lawfully foreclose the Commission from considering and approving the
Companies' proposal to use the grace period to assess its needs and develop a detailed
Deployment Plan as proposed in their Smart Meter Plan. See Companies Reply Brief, pp. 5-6.
Furthermore, DEP's contention that the Company's proposed use of the grace period is
inconsistent with the Implementation Order is simply wrong. The Commission's delineation of
what it expects EDCs lo accomplish during the "grace period" is identical to what the Companies
propose to do during the Assessment Period, as is evident by comparing the relevant portion of
.the Implementation Order and the direct testimony of the Companies' witness, Mr. John Paganie,
who described the Companies' Plan;

Therefore, the Commission has established a period of up lo 30
months for each EDC to assess its needs, select technology, secure
vendors, train personnel, install and test support equipment and
establish a detailed meter deployment schedule consistent with the
statutory requirements.
Implementation Order, p. 9.
During this grace period, the Companies will assess their needs,
select the necessary technology, secure vendors, train personnel,
install and test support equipment and establish a detailed meter
deployment schedule consistent with the statutory requirements . .
Companies' St. l , p . 6.

DEP also contends that the timeline for build-out of network facilities proposed in the
Companies' Smart Meter Plan will make il impossible for the Companies to provide functional
smart meters to customers that request them and in "new construction" (DEP E x c , p. 7). That is
simply not the case, since the Companies will provide alternative means, before full infrastructure build-out, to supply tunctioning smart meters lo requesting customers and in new
construction, as they explained in their Reply Brief (pp. 7-8).
Finally, as previously explained, the Companies' Smart Meter Plan currently projects that
full scale deployment of smart meters will be completed three years before the end of the fifteenyear deployment period set forth in the Commission's Implementation Order. Nonetheless, DEP
contends that full deployment should occur two years earlier than the Companies' Plan currently
projects (i.e., a ten rather than twelve-year deployment period) (DEP E x c , pp. 11-12). There is
no evidentiary support for DEP's proposal, and il should be rejected.
C.

"Mitigation" Of The "Impact" Of Smart Meter Deployment On
"Vulnerable" Customers (OCA Exc. 1)

In its testimony and briefs before the ALJ, the OCA offered a general recommendation
that the Commission require the Companies to take steps to "mitigate" the "impact" of Smart
Meter deployment on "vulnerable" customers. 5 The ALJ rejected the OCA's recommendations
because they were ill-defined and raised concerns about affordabilily that properly should be
addressed in other proceedings, such as those involving EDCs' Universal Service programs,
which tackle those issues directly (Initial Decision, pp. 29-30).

Although the OCA left the term "vulnerable" undefined and somewhat open-ended, its witness, Ms. Brockway,
suggested that this category would include "customers wilh disabilities, the elderly, and others who cannot

afford to see bill increases" (OCA St. 2, p. 11).

In its Exceptions (pp. 3-4), the OCA reiterates its earlier position and argues that
"mitigation" should be fostered by imposing three requirements: (1) that the Companies conduct
"a granular analysis of load shapes and usage characteristics" of a "sample" of "vulnerable"
customers; (2) that the Companies "keep the costs of deployment down as much as possible;"
and (3) that smart meter costs be recovered "primarily on a volumetric basis rather than fixed
basis."
As to the OCA's first proposed requirement, the Companies understand the importance of
developing pertinent, focused infonnation about all customers' needs and receplivcness to new
rate designs. Accordingly, this is an area the Companies intend lo pursue both during and after
the Assessment Period. However, the Companies do not agree thai they should commit now to
specific formats for such analyses or pre-determinc how "granular" those analyses should be.
All parties that desire to do so will have the opportunity to weigh in on these issues once the plan
is developed and before extensive deployment begins.
The OCA's second recommendation, that the Companies "keep the costs of deployment
down" and maximize the potential benefits lo "vulnerable" customers, mirrors the approach the
Companies intend to pursue with respect to all customers and all aspects of their smart meter
program. Specifically, the Companies intend to carefully study needs, costs, and benefits in
order to select smart meter solutions that comply with the law and provide the maximum benefit
at the lowest cost.
The OCA's third recommendation simply repeals its views on cost allocation and rate
design issues, which are set forth in OCA Exception Nos. 2 and 3. The Companies respond
i
i

directly to those points in Sections 1 and J, infra.

I

Finally, as the ALJ emphasized in rejecting the OCA's recommendations (Initial
Decision, pp. 29-30), the Companies intend to provide low-income and other "vulnerable"
customers well-focused infonnation and other educational tools to make them aware of the ways
smart meters can help them manage their electric bills. In this way, the Companies will assist
such customers in recognizing and realizing the benefits of smart metering. With respect lo the
costs of the Smart Meter Plan, each of the Companies currently has a Customer Assistance
Program in place to assist low-income customers. These programs, as well as federal LIHEAP
assistance, will substantially mitigate the impact on low-income customers of any increases
resulting from the Smart Meter Flan. See Companies Initial Brief, p. 22.
D.

Smart Meter Technologies Charge Filing And Reconciliation Dates (OTS
Exc. 1)

The Companies propose to recover their smart meter technology costs through a
reconcilable adjustment clause (the Smart Meter Technologies Charge or "SMT-C") established
under 66 Pa. C.S. § 1307. The principal elements of the SCT-C are set forth in the Companies'
Initial Brief (pp. 22-23) and the Initial Decision (pp. 30-32), which include the following
milestone dates for SMT-C filings after the initial SMT-C rales become effective:
January 31

End of 12-month SMT-C Reconciliation Year

March 1

Filing date for (1) the statement of reconciliation of SMT-C revenues and
costs for the Reconciliation Year and (2) the SMT-C rales to become
effective on April 1 and accompanying information.

April 1

Beginning of 12-month SMT-C Computational Year and effective date of
the proposed SMT-C rates subject to the Commission's subsequent review
of the Companies' reconciliation statements and public hearings thereon, as
required by 66 Pa. C.S. § 1307(e), and subsequent audits, as provided in 66
Pa.C.S. § 1307(d).

The OTS proposed an alternative filing schedule under which (1) the Computation Year
i
i

would be a calendar year; and (2) the Reconciliation Year would be the 12 months ending six

8

months prior to the beginning of the Computation Year. Accordingly, the Reconciliation Year
would end on June 30 but new rates under the SMT-C would not become effective until January
1 of the following year. Thus, the OTS' alternative would introduce a six-month delay (from
June to January) in incorporating over or under-coltections in the SMT-C calculation. As
explained in the Companies' Initial Brief (pp. 31-32), that delay is unnecessary and, in fact, is
four months longer than the interval between the reconciliation year and computation year for
existing Section 1307 adjustment clauses. Moreover, the OTS' proposal, apparently, was based
on its misunderstanding of the review process permitted under Section 1307(c). See Companies
Initial Brief, p. 32. The ALJ rejected the OTS' proposal, finding that the Companies'
recommended timeline is both reasonable and consistent with the requirements of Section 1307.
The OTS has taken exception to the ALJ's finding to the extent that the ALJ did not
adopt OTS' proposal for a "uniform review schedule for all EDCs" based on a reconciliation
year ending June 30. In so doing, the OTS has renewed arguments that il made in its briefs
before the ALJ, which the ALJ carefully considered and properly rejected for the reasons set
forth in detail in the Initial Decision (pp. 38-41) and the Companies Initial Brief (pp. 31-33). 6
E.

Quarterly Updating Of The SMT-C (OTS Exc. 2)

The ALJ also rejected the OTS' proposal that the Companies revise their SMT-C Riders
to require the filing of quarterly updates (Initial Decision, p. 41). 7 The ALJ correctly determined
that quarterly "updates" are neither necessary nor particularly useful. Neither Section 2807(f)(7)
The OTS' Exceptions do not discuss the aspect of its proposal that would have introduced a six-momh delay
between the Reconciliation Year and the Computation Year. Consequently, it appears that the OTS has
reconsidered its position and determined not to pursue that issue.
As described in the testimony of OTS' witness: (1) each quarterly filing would have to be made ten days before
the beginning of each calendar quarter; (2) any changes in SMT-C rales would become effective on the first
day of the calendar quarter; and (3) each "update" would have lo include "calculations [oi'] the upcoming
quarter's projected SMT recoverable costs and rider rcvcnucs , ' as well as a new calcuiation of each Company's

"return component" (OTS St. 1, p. 9).

nor the Commission's Implementation Order requires quarterly updates or quarterly adjustments
under a Section 1307 smart meter cost recovery clause. The alleged basis for the OTS'
recommendations (i.e., "minimizing the impact of potential projection errors" and adjusting for
"unexpected delays or efficiencies") do not justify the added time, resources and costs that the
Companies, other parties and the Commission would have lo dedicate lo filing and reviewing
quarterly updates. To be sure, quarterly updates and adjustments may be appropriate where the
costs being recovered under a Section 1307 clause arc volatile or where it is necessary to send
pricing signals to customers about the cost of electricity supply, as in the case of default service.
However, significant variances in smart meter costs from quarter to quarter arc not anticipated,
particularly since smart meter costs will be incurred pursuant lo a pre-approved Plan wilh clearly
defined deployment milestones.
Moreover, as OTS acknowledges, the Companies' SMT-C Riders authorize interim
adjustments to avoid or preempt material over or under-collcction of recoverable costs (OTS
Exc, p. 11). The OTS minimizes the significance of interim adjustments because it claims that
the interim adjustment provision can only be invoked al the discretion of the Companies. In fact,
any interested party could request that the Companies make an interim adjustment if one is
needed. Additionally, the Companies have no interest in permitting excessive over or undercollections to accrue. To the contrary, they have substantial incentives lo monitor the operation
of the SMT-C and propose interim adjustments if any are warranted.
F.

Cost Of Capital (OTS Exc. 3, 4 and 5)

Act 129 provides that EDCs may recover reasonable and prudent costs of providing smart
meter technology to their customers (66 Pa. C.S. § 2807(f)(7)) and, as explained in the i
i

j

Implementation Order (p. 29), such costs include, among others, "capital expenditures and
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facilities that may be required lo implement the smart meter plan, as well as depreciation,
operating and maintenance expenses, a return component based on the EDC's weighted cost of
capital, and taxes" (emphasis supplied).
Under the Companies' proposed SCT-C Rider, their "weighted cost of capital" would be
determined by: (1) using the most recent calendar year's cost of long-term debt as reported lo the
Commission in the Companies' quarterly earnings report as of calendar-year end; and (2)
employing the capital structure ratios (51 % long-term debt and 49% common equity) and cost of
equity (10,1%) adopted by the Commission in Met-Ed's and Penelec's last distribution base rate
cases at Docket Nos. R-00061366 and R-00061367, respectively, until updated capital struclure
and equity cost rate findings are made in a future Met-Ed, Penelec or Penn Power base rale
proceeding (Companies St. 3, pp. 8-9). See Companies Initial Brief, p. 24. The ALJ reviewed
all elements of the Companies' proposal and found thai "ftjhe Companies ' plan for cost recovery
is reasonable and prudent on its face" (Initial Decision, p. 32) (Emphasis added).
The OTS is the only party that objects to the ALJ's finding. In its Exceptions, the OTS
reiterates the recommendations of its witness concerning the capital structure ratios, cost rales of
senior securities and common equity cost rate that should be used lo calculate the "weighted cost
of capital" for use in the Companies' SMT-C Rider. As explained below and in the Companies'
Initial Brief (pp. 25-30), each of the OTS' recommendations is seriously Hawed, is inconsistent
with the dictates of Act 129 and, therefore, was properly rejected by the ALJ.
Capital Structure Ratios. OTS' recommendation concerning the appropriate capital
structure ratios - like other elements of its cost of capital proposal — relies heavily upon the
"Report on the Quarterly Earnings of Jurisdictional Utilities" thai is prepared by the

11

Commission'^ Bureau of Fixed Utility Services ("FUS") and published on a quarterly basis.
For purposes of detennining the "weighted average cost of capital" to be used in the Companies'
SMT-C Rider, the OTS' witness proposed that the FUS expand its Quarterly Report to include a
"representative capital structure" for electric utilities, using data from the same barometer group
from which FUS computes an indicative equity cost rate range (OTS St. 1, p. 17). OTS contends
that using a generic "representative capital struclure" is appropriate because: (1) il matches OTS'
proposal to impose a generic "representative cost of equity" (i.e., a point value selecled from the
range of values currently presented in the Quarterly Reports ); and (2) OTS believes that all
EDCs subject to Act 129's smart meter provisions should have their capital costs calculated on
the basis of a "uniform" capital struclure which will not "advantage or disadvantage any EDC or
its ratepayers" (OTS E x c , p. 14). The OTS' proposal is defective in several respects.
First, the Quarterly Reports are not intended for use in the manner the OTS proposes.
Significantly, neither the selection of barometer group companies nor the calculation of "market
indicated common equity cost rate ranges" set forth in Appendix D to the reports has been
subjected to the level of scrutiny (e.g., discovery, cross-examination, briefing) as lo
reasonableness and accuracy that would occur in a base rate proceeding.

Indeed, for lhat reason,

among others, the Quarterly Reports contain the following explicit disclaimer:

In addition to summarizing authorized and achieved returns for electric, natural gas and water utilities,
Attachment D to the Quarterly Report provides "market indicated common equity cost rate ranges" for each of
the three utility types. In developing equity cost rate ranges lor electric companies, the PUS performs various
analyses using the Discounted Cash Flow ("DCF") and Capital Asset Pricing Model ("CAPM") methods and
dala for a b&rometer group of six companies (Alliant Energy, Consolidated Edison, Northeast Utilities,
NSTAR, Pepco Holdings and Southern Company). Thus, in its most recent report al the time the record closed
in this case (Companies Exhibit R1P-4), the FUS derived an overall DCF value of 11.29%, an overall CAPM
value of 6.34% and an indicated equity cost rate range of 7.44% - 10.19%.
In contrast, the capital structure ratios and common equity cost rate approved in the last Mct-Ed/Pcnclcc base
rate cases, which the Companies propose lo use, are the product of rigorous rale case review.
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This report does not represent the views of the Pennsylvania Public
Utility Commission or of any individual Commissioner or
Commissioners. Selection of the infonnation contained in this
report was based solely upon the judgment made by staff of the
Bureau of Fixed Utility Services. The calculation of marketderived returns on equity and the presentation of utility earnings
data and related adjustments represent only the Bureau's
interpretation of available data, and the Bureau makes no
recommendation with regard to the use of the data.
Therefore, the OTS overstates its case by characterizing the six-company barometer group
reflected in the Quarterly Report as "a Commission established barometer group" (OTS Exc, p.
13). Clearly, it is not.
Second, there is no basis for concluding that the capital struclure ratios of the individual
members of the OTS-preferred FUS barometer group are any more "representative of the
industry norm" (OTS Exc, p. 16) than those adopted in the last Met-Ed and Penelec rale cases.
Among the individual companies in that barometer group, long-term debt ratios for 2009 range
from 35% (Alliant Energy) to 59% (Northeast Utilities) (Companies Exhibit R1P-5) See
Companies Initial Brief, p. 26. Given lhat disparity among the companies in the FUS barometer
group, the Companies' proposed 51% long-term debt ratio is clearly reasonable.
Third, there is no merit to OTS' contention that the Commission should impose a
"uniform" capital structure on all EDCs (OTS Exc, p. 16). As explained by the Companies'
witness (Companies St. 3-R, p. 9), each EDC is unique and each has approached the smart meter
procurement and installation process in its own way. Some (e.g., West Penn Power Company)
did not invest heavily in automatic meter reading equipment in the past, while others (e.g., PPL
Electric Utilities Corporation) believe that their existing systems, for the most part, satisfy Act
129's smart meter requirements. In short, each EDC faces different challenges in terms
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needed capital investment and/or operational improvements. Consequently, there is no rational
basis for the OTS' attempt to impose "uniform" capital cost determinants on all such EDCs.
Fourth, and finally, the Commission's Implementation Order makes il clear that the
appropriate return component must be based on "the EDC's weighted cost of capital," not some
purported industry average. By attributing to each EDC the same generic "representative capital
structure," the OTS would ensure that some companies under-recover their capital costs while
other companies over-recover theirs.
Cost Rates Of Senior Securities. The Companies and the OTS agree that the cost rales
of long-term debt and preferred stock should be derived from the Companies' quarterly earnings
reports filed with the Commission. The principal difference between the parties is lhat the
Companies would update and adjust their SMT-Cs annually, while OTS recommends quarterly
updating. For the reasons discussed in Section E, supra, the Commission should approve the
Companies' annual adjustment proposal. Additionally, neither the frequency nor the magnitude
of changes in the weighted average cost rate of senior securities is likely to produce any material
impact on the Companies' overall cost of capital on a quarterly basis.
Common Equity Cost Rate. The differences between the Companies and the OTS
regarding the cost of common equity are essentially the same as those thai surfaced in their
disagreement over the appropriate capital structure ratios lo be utilized in calculating the cost of
capital for the SMT-C Rider. The Companies would use Company-specific dala — in this
instance, the Commission's most recent equity cost rate finding for Met-Ed and Penelec — while
10

The OTS also appears to contend that its position on cost recovery, and other issues, must be right because it
presented "uniform recommendations" to the Commission in the various EDC smart meter proceedings, (OTS
E x c , pp. 4-6). However, when it comes to the OTS 1 proposed ''generic" capital structure ratios. ALJs have
"uniformly" rejected the OTS arguments. See Initial Decision of Wayne L. Weismandel al Docket \jo.
M-2009-2123945 (PPL) ( p. 23) (January 21, 2010); Initial Decision of Robert P. Mcehan at DockctlNo.
M-2009-2123948 (Duquesne) (pp. 29-31) (January 21, 2010).
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the OTS would opt for a generic, purportedly "representative" equity cost rale calculation.
Contrary to the OTS' contentions, the Companies' currently authorized 10.1% equity return rate,
which was determined after extensive investigation, is a better proxy for their current cost of
equity than a "generic" figure derived from data for barometer group companies that may or may
not share the same business risks as the Companies. For example, al least two members of the
FUS electric barometer group (Alliant Energy and the Southern Company) operale in slates thai,
unlike Pennsylvania, have not unbundled the generation function.
The OTS tries to defend the use of a "generic" equity return rate on the grounds that it is
"an established Commission procedure that has been successfully applied to the Distribution
System Improvement Charge ("DSIC") for the water industry" (OTS Exc, p. 21). However, that
assertion is not entirely correct. In fact, in its Order approving the DSIC mechanism, the
Commission directed water utilities to use the equity return rate approved in their last fullylitigated base rate proceeding and to resort to the "generic" FUS detennination only where more
than two years had passed since that rate decision was made. See Petition of PennsylvaniaAmerican Water Co., 1996 Pa. PUC LEXIS 182 (Order al Docket No. P-00961031 entered
August 26, 1996). Unlike electric utilities, many water utilities file base rate cases on a two-year
cycle, thus allowing them to go for extended periods without having to utilize the FUS "generic"
return rate in their DSIC calculations.
Furthermore, and as evidenced by the data published in the Quarterly Reports, markedly
different results can be produced depending upon various criteria, such as the barometer group
companies selected, the choice of equity costing methods, and the detennination of an
appropriate DCF growth rate. For example, the FUS' overall CAPM finding (6.34%) is
inexplicably, nearly 500 basis points lower than its overall DCF finding (1 1.29%) (Companies
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Exhibit R1P-4, p. 12). Similarly, the FUS' current DCF estimate for electric companies is 90
basis points higher than for water companies, but its CAPM estimate for electric companies is
74 basis points lower than for water companies. Id. Stated simply, with well over a billion
dollars of mandated smart meter investment al issue state-wide, the determination of a "generic"
equity cost rate should not be made without all parties having an opportunity to be heard.
As noted previously, the Commission's Implementation Order makes it clear that each
EDC is entitled to recover its own capital costs and, for that reason, the Companies' proposed
use of a Met-Ed and Penelec-specific equity cost rale finding should be approved. However, if
the Commission were to consider the use of a "generic" equity cost rale for smart meter cost
recovery purposes, it should do so in the context of an industry-wide rulemaking proceeding
where all interested parties can weigh in on the process to be employed in deriving the "generic"
rate.
G.

Interest On Over And Under-Collections (OTS Exc. 6)

The ALJ concluded that the imposition of interest on over or undcr-colieclions was not
authorized and, for that reason, rejected both the Companies' and the OTS' positions. Both the
Companies and the OTS have filed exceptions to this finding. In its Exceptions, the OTS, in
addition to pointing out that interest on over and under-collcctions is permitted under Section
1307(e), continues to press its argument that interest should be paid only on net over-collections
and that the rate of interest should be the maximum lending rate for residential mortgage loans
specified by the Secretary of Banking under the Pennsylvania Loan Interest and Protection Law.
For the reasons set forth in the Companies' Exceptions (pp. 5-6) and their Initial Brief (pp. 3335), interest should accrue at the statutory rale (6%) on both net over and under-collcctions.
There is no justification for the asymmetrical application of interest thai the OTS recommends,
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which would deprive the Companies of the time value of money on net under-collcctions and,
thereby, violate Act 129's directive for "full and current" recovery of smart meter costs.
The OTS further contends that interest should not accrue on net under-collections
because the Companies' SMT-C rates will recover capital costs on the Companies' investments
through the return component (OTS E x c , p. 23). This logic is flawed. The fact that the costs
which are not being recovered include un-recovcred capital costs is irrelevant to this issue. The
return component built into the SMT-C does not recognize the time value of money associated
with the shortfall in SMT-C revenues relative to SMT-C costs.'' These shortfalls would need to
be financed by the Companies until recouped in future SMT-C rates. Consequently, the recovery
of interest on such net under-collections is both fair and equitable {see Companies St. 3-R, p. 11),
H.

C u r r e n t Recovery Of Administrative Start-Up Costs (OTS Exc. 7)

The OTS recommended that administrative start-up costs and Assessment Period costs be
"capitalized" and recovered over the life of the smart meter technology to which such costs
relate. The Companies proposed that both categories of costs be treated as expense items, which
they properly are, and recovered on a current basis. The ALJ accepted the OTS'
recommendation with respect to Assessment Period costs but agreed with the Companies lhat
administrative start-up costs should be expensed (Initial Decision, p. 46). The Companies have
excepted to the ALJ's decision regarding Assessment Period costs (Companies E x c , pp. 6-8).
The OTS has excepted to the ALJ's decision regarding administrative start-up costs (OTS E x c ,
pp. 25-26). For the reasons set forth in the Companies' Exceptions and Initial Brief (pp.135-36),

11

As Judge Weismandel noted in his Initial Decision al Docket No. M-2009-2123945 (PPL): "Interest on over
and under collections reflects the lime value of carrying those amounts during the period, not a return on
capital costs" (p. 25).
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both administrative start-up costs and Assessment Period costs should be recovered on a current
basis, as expense items.
I.

Cost Allocation (OCA Exc. 2)

As explained in the Companies' Initial (pp. 38-42) and Reply (pp. 15-17) Briefs, their
Smart Meter Plan "common" costs should be allocated among classes based on each class'
number of customers because those costs are customer-related, i.e., they vary based on the
number of customer accounts and not on the basis of either the energy a customer uses or its
peak demand. Accordingly, the Companies' proposed customer-based allocation conforms to
the Implementation Order's directive (p. 32) thai costs not directly assigned should be allocated
among customer classes "using reasonable cost of service practices." The OCA was the only
party that opposed the Companies' proposed method of allocating common costs.
The ALJ accepted the Companies' position and found lhat "[bjecausc [smart meter
common costs] will be incurred without regard to energy consumption or cuslomer demand, and
because the smart meter technology will be provided lo al! metered customers, any costs relating
to the Companies' [Smart Meter Implementation Plan] thai cannot be assigned lo a specific
customer class should be allocated based on the number of customers in each class, as the
Companies propose" (Initial Decision, p. 55).
In its Exceptions to the Initial Decision, the OCA reiterates the position il advanced
before the ALJ, namely, that: (1) Smart Meter Plan common costs should track the presumed
"benefits" that each customer group might derive from the availability of smart meler
technology; and (2) it should be assumed that such benefits will be realized in proportion to each
class' relative peak demand and energy usage. The OCA offers three arguments lo support its
position: (1) smart meter common costs are qualitatively different from other forms of metering
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costs (OCA E x c , pp. 8-11); (2) a customer-based allocation places a larger proportion of
common costs on the residential class than an energy-based allocation (OCA E x c , pp. 12-13);
and (3) an energy-based or energy and demand-based allocation is consistent wilh "accepted
ratemaking principles" that allegedly were affirmed in Illinois Commerce Commission v. FERC,
576 F.3d 470, 476 (7th Cir. 2009) (hereafter, "/CC v. F E R C ) (OCA E x c , pp. 13-17). None of
the OCA's arguments is valid.
In its first argument, the OCA tries to re-package its proposed benefit-based allocation as
a form of cost-based allocation in order to make il fit wilh the Implementation Order's
prescription of "reasonable cost of service practices." Specifically, the OCA alleges that (1) the
Legislature's purpose in enacting the smart meter provisions of Act 129 was to help customers
realize "benefits" by "reducing and stabilizing the cost of energy" (e.g., OCA E x c , p. 10); (2)
therefore, it should be assumed that such "benefits" are the underlying "cause" driving the
Companies to incur smart meter common costs during the Assessment Period; and (3) viewed in
this light, allocating smart meter common costs in proportion to anticipated "benefits" is not
inconsistent with the Commission's directive lo employ "reasonable cost of service practices" to
allocate such costs.
At the outset, it is evident that the OCA's argument is based on rhetorical devices and
lacks substance. Simply calling a benefits-based allocation a cost-based allocation does, not
make it so. Furthennore, if the OCA's application of the cost-causation principle were correct,
then all utilities' existing, conventional metering would have to be reallocated on the basis of the
presumed "benefits" customers obtain from having metered pricing rather than flat-rate pricing
of their utility service. Public utility commissions, including this one, have long insisted lhat
utilities incur the cost to conventionally meter their service - and impose commensurate metered
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rates instead of "flat" rates — because metered service encourages conservation, promotes wise
and efficient use of utility service, and reduces overall costs. For example, in Tiffany Assocs. v.
Duquesne Light Co., Docket No. C-00981142, 1998 Pa. PUC LEXIS 206 (November 20, 1998),
this Commission explicitly recognized the aforementioned causal relationship:

We find that the interpretation of PURPA as it relates to metering
requires the linkage of usage to cost of the utility service in order
to promote conservation. The public interest in the conservation of
energy and in keeping energy costs low outweighs the benefits
resulting from master metering.
Of course, despite the Commission's recognition lhat all meter c o s t s - not jusl smart
meter costs - are incurred to promote the efficient use of utility service, it has consistently
approved the allocation of such costs on a customer basis. (See the Companies' Initial Brief al
pages 38-42, which discusses the long history of Commission decisions allocating meter-related
costs on a customer basis.)
In its second argument, the OCA tries to support its position by pointing out thai a
customer-based allocation imposes a larger proportion of common costs on the residential class
than an energy or demand/energy-based allocation (OCA E x c , pp. 12-13). However, the OCA
simply compared the results of each allocation method and then assumed what it set out lo prove,
namely, that the common costs allocated to residential customers should be in proportion to their
demand and energy. In short, the OCA would have its desired outcome dictate the propriety of
the allocation method to be employed. That is an invalid argument. As the Implementation
Order provides, "reasonable cost of service practices" should be employed in order lo ac neve a
reasonable result. The Companies' proposed customer-based allocation does that, as the ALJ
correctly determined.
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In its third argument, the OCA contends that ICC v. FERC affirms its contention thai
allocating costs to customer classes in proportion to the assumed "benefits" each class might
receive from those expenditures is "an accepted cost of service principle" (OCA Exc, pp. 1317). The OCA is mistaken. Read in its entirety, ICC v. FERC does not support the OCA's
position in this case.
In ICC v. FERC, the U.S. Court of Appeals for the Seventh Circuit reviewed the FERC's
decision to require all the transmission owners in the PJM Interconnection LLC ("PJM") to
contribute pro rata to the cost of financing new transmission lines of 500 kV or higher even
though transmission owners in the Midwestern region of PJM would receive no "benefit" from
the new facilities: "But as far as one can tell from the Commission's opinions in this case, the
likely benefit to Commonwealth Edison from new 500 kV projects is zero." Id.
The holding of ICC v. FERC cannot be extended beyond the facts in thai case, which
involved a proposed assignment of responsibility for financing new transmission facilities among
members of a large, multi-state, regional transmission operator ("RTO"). As such, the case
raised the issue of whether any costs should be charged to transmission owners who were located
"upstream" of the expected, future transmission projects and, therefore, would not realize any
"benefit" from the new projects. As the Court explained, the cost assignment FERC approved
was inconsistent with accepted ratemaking principles because (1) " '[A]ll approved rates [must]
reflect to some degree the costs actually caused by the customer who must pay them.' (citations
omitted)"; and (2) a customer cannot be deemed to have "caused" the "cost" of new facilities if
those facilities will not provide service to that customer. Id. al 476.
Contrary to the OCA's contentions, ICC v. FERC applies the accepted principle lhat a
customer should not bear the cost of facilities that are not used lo serve it. While the majority
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opinion expresses this idea in terms of the "benefit" new transmission projects might confer on
existing transmission owners, it did not require the FERC lo employ the kind of "benefits"-bascd
allocation of costs that the OCA advocates in this proceeding. See 576 F.3d at 477.
Obviously, the facts presented here are much different. Smart Meier Plan common costs
are being incurred to serve all of the Companies' customers. Unlike the appellants in ICC v.
FERC, the OCA cannot contend that the facilities represented by smart meter common costs will
not be used to furnish service to residential customers. Clearly, they will. And, as such, the
costs are properly allocated among cuslomer classes in accordance with accepted "cost of service
practices," which dictate a customer-based allocation. See Companies Initial Brief, pp. 38-42.
J.

Rate Design (OCA Exc. 3)

The OCA takes exception to the Initial Decision because the ALJ did not accept the
OCA's proposal to recover smart meter common costs in the energy charge (or energy and, as
applicable, demand charges) of each rate schedule (OCA Exc, pp. 17-19). This exception is.
essentially, an extension of the OCA's argument that smart meter common costs should be
allocated on the basis of energy or energy and demand since "reasonable cost of service
practices" dictate that costs should recovered from each customer within a class on the same
basis those costs are allocated to each class. See Companies Initial (p. 41) and Reply (pp. 18-19)
Briefs.
The OCA also contends (OCA Exc, p. 17) that recovering smart meler common^ costs in
the customer charge is not pennitted because (1) only "basic" customer costs may be included in
the customer charge; and (2) allegedly, the Commission's holdings in Pa. P. U.C. v. West Penn
/We,-Co.,69PUR4th470, 521 (1985) mdPa. P.U.C. v. West Penn Power Co., 1994 Pa. PUC
LEXIS 144, 154 (1994) restrict "basic" customer costs to the costs for "the meter and service
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drop, meter reading and billings." First, smart meter common costs would reasonably fit within
the category or "meter reading" costs and, therefore, constitute "basic" customer costs even
under the restrictive definition the OCA advocates. Moreover, in later cases, the Commission
made clear that "basic" customer costs include more than just the categories listed in the OCA's
Exceptions. See Pa. P.U.C. v. Aqua Pennsylvania, Inc., 239 PUR4th 218, 2004 Pa. PUC LEXIS
39 *97 (August 5, 2004) (Approving customer charges derived from a "basic" customer cost
analysis that included the cost of "new technology" including the "costs of computers and other
facilities needed to produce [meter reading] savings.")
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UI.

CONCLUSION

For the foregoing reasons, the Commission should grant the Companies' Exceptions filed
on February 17, 2010, deny the Exceptions of the OTS, OCA and DEP and adopt the Initial
Decision with the modifications described in the Companies' Exceptions.
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