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BEFORE THE

PENNSYLVANIA PUBLIC UTILITY COMMISSION

PPL ELECTRIC UTILITIES )
CORPORATION ) DOCKET NO. R-00072155

Direct Testimony of Lafayette K. Morgan, Jr.

| Introduction and Summary

2 Q. WOULD YQU PLEASE STATE YOUR NAME AND BUSINESS ADDRESS?

3 A My name is Lafayctie K. Morgan, Jr. 1 am a Senior Regulatory Analyst with Exeter

4 Associates, Inc. Our offices are located at 5565 Sterrett Place, Columbia, Maryland

5 21044. Exeter is a firm of consulting economists specializing in issues pertaining to

6 public utilities.

7 Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND

8 QUALIFICATIONS.

% A I received a Master of Business Administration degree from The George Washington
10 ‘University. The major area of concentration for this degrec was Finance. 1 received a
11 Bachelor of Business Administration degree with concentration in Accounting from
12 North Carolina Central University. T am also a Certified Public Accountant licensed in
13 the State of North Carolina.

14 Q. WOULD YOU PLEASE DESCRIBE YOUR PROFESSIONAL EXPERIENCE?

15 A From May 1984 until June 1990, [ was employed by the North Carolina Utilities

16 Commission - Public Staff in Raleigh, North Carolina. 1 was responsible for analyzing
17 testimony, exhibits, and other data presented by parties before the North Carolina

18 Utilities Commission. [ had the additional responsibility of performing the examinations
19 of books and records of utilities involved in rate proceedings and summarizing the results
20 into lestimony and exhibits for presentation before that Commission. | was z;lso involved
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in numerous special projects, including participating in compliance and prudence audits
of a major uttlity and conducting research on several issues affecting natural gas and
electric utilities.

From June 1990 until July 1993, I was employed by Potomac Eleciric Power
Company (Pepco) in Washington, D.C. At Pepco, | was involved in the preparation of
the cost of service, rate base and ratemaking adjustments supporting the company's
requests for revenue increases in the State of Maryland and the District of Columbia. 1
also conducted research on several issues affecting the electric utility industry for
presentation to management.

In July 1993, I accepted my current position with Exeter Associates, Inc. Since
then, [ have been involved in the analysis of the operations of public utilities, with
particular emphasis on utility rate regulation. | have also been involved in the review and
analysis of utility rate filings, focusing primarily on revenue requirements determination.
This work has involved natural gas, water, electric and telephonc companies.

HAVE YOU PREVIOUSLY TESTIFIED IN REGULATORY PROCEEDINGS

ON UTILITY RATES?

Yes. | have previously presented testimony and affidavits on numerous occasions before
the North Carolina Utilities Commission, the Pennsylvania Public Utility Commission,
the Virginia Corporation Commission, the Louisiana Public Service Commiission, the
Georgia Public Service Commission, the Maine Public Utilitics Comn'lissio.n, the
Kentucky Public Service Commission, the Public Utilities Commission of Rhode Island,
the Vermont Public Service Board, the illinois Commerce Commission and the Federal
Energy Regulatory Commission (FERC).

WHAT IS THE PURPQOSE OF YOUR TESTIMONY IN THIS PROCEEDING?
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Exeter Associates has been retained by the Office of Consumer Advocate (OCA) to
review the reasonableness of the level of revenues which PPL Electric Utilities
Comporation (PPL or the Company) is proposing to charge its customers. In this
testimony, | present my findings on béhalf of the OCA regarding certain adjustments 0
PPL’s future test year rate base and net operating income at present rates. In addition, 1
also present a summary of the OCA’s findings regarding the current levels of PPL’s
carnings and determine the necessary change in its revenues that is required to produce an
overall rate of return on ratc base of 7.56 percent. This return is based on the
recommendation of OCA witness David C. Parcell.

IN CONNECTION WITH THIS CASE, HAVE YOU PERFORMED AN

EXAMINATION AND REVIEW OF THE COMPANY'S TESTIMONY AND

EXHIBITS?
Yes. | have reviewed PPL’s testimony and exhibits, its rate filing, as well as its
responses to the OCA’s, and the Office of Trial Staff’s (OTS) data requests.

WOULD YOU PLEASE SUMMARIZE WHAT IS PRESENTED ON THE

ATTACHED SCHEDULES?
Yes. | have prepared a set of schedules that present my findings and recommendations
regarding the Company’s rate base and net operating income. Schedule LKM-1
summarizes my overall findings regarding net operating income. Schedule LKM-2
presents a summary of rate base and my adjustments thereto. Schedule LKM-3
summarizes each of my adjustments to PPL’s net income. Schedule LKM-4 presents a
reconciliation of the current inconte taxes. The remaining schedules show the derivation
of each of my adjustments to ratc base and net operating income.

PLEASE SUMMARIZE YOUR FINDINGS.
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As shown on Schedule LKM-1, [ have determined the appropriate change in PPL’s
distribution revenues to be a $34.6 million increase as compared to the Company’s
request of $83.6 million. This represents a reduction of $49.0 million in the Company’s
requested distribution revenue increase.

The OCA recommended distribution revenue increase would result ina 5.1
percent increase in distribution revenue instead of 12.4 percent proposed by the
Company.

WHAT TIME PERIOD DID YOU USE IN YOUR ANALYSIS OF THE

COMPANY’S OPERATING RESULTS?

The Company’s filing includes revenue requirement analyses based upon both a
historical test period ended December 31, 2006 and a future test period ending December
31, 2007. L have based my analysis of the Company's operating results on the future test
year ending December 31, 2007. This is the same period used by the Company to
determine its requested rate increasc in its rate filing, direct testimony and exhibits.

HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED?

The remainder of this testimony addresses each of the adjustments that I am
reccommending and is presented in the order identified in the table of contents to this
tesimony. For each issue, | will document and explain why it was nccessary to make the

adjustment.

Rate Base Adjustments

Plant Held for Future Use

PLEASE EXPLAIN YOUR ADJUSTMENT TO PLANT HELD FOR FUTURE

USE (PHFU).
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In this proceeding, PPL’s filing reflects the inclusion in rate base of $2.0 million of land
and rights-of-way recorded in the PHFU account. According to the Company’s
testimony, the land and rights-of-way were purchased for future substations and
distribution projects. While the Company’s filing reflects the inclusion of PHFU in rate
base, PPL witness Douglas Krall indicates in his direct testimony that, as an alternative,
the Company will accept approval for the authority to accrue an Allowance For Funds
Used During Construction (AFUDC) on the PHFU investment, and to be allowed to
recover the accrucd AFUDC at the time any of the PHFU is placed in service.

My adjustment removes the entire balance of PHFU from rate base. This
adjustment is necessary because in order for plant to be included in rate base, it must be
used and useful. The PHFU that PPL has included in rate base does not meet the used
and vseful standard. On Schedule LKM-5, I present this adjustment which reduces
Pennsylvania jurisdictional rate base by $2.0 million.

YOU INDICATED THAT PPL IS REQUESTING THE AUTHORITY TO

ACCRUE AFUDC ON PLANT HELD FOR FUTURE USE AS AN

ALTERNATIVE TO INCLUDING THEM IN RATE BASE. WHAT IS YOUR

POSITION ON THAT PROPOSAL?

I am recommending that the Commission accept PPL’s alternative request and allow the
Company to accrue AFUDC on the PHFU that was presented in this procecding,.
However, | believe the recovery of any accrued AFUDC is still subject to the normal
regulatory oversight. In other words, authorizing the accrual of AFUDC by the
Commission should not be construed to mean that the right of any party to challenge the

recovery of the plant costs, inciuding the accrued AFUDC, has been precluded.

Direct Testimony of Lafayette K. Morgan, JIr. Page 5




1 Allowance for Cash Working Capital

2 Q. HOW DO YOU DEFINE CASH WORKING CAPITAL?

3 A For ratemaking purposes, cash working capital is the investment that a utility needs to

4 have on hand to fund its day-to-day operations. Positive cash working capital represents

5 funds provided by investors that should be included in rate base so that the Company

6 carns a return on it. Ncgative cash working capital represents funds supplied by

7 ratepayers which shoutd be recognized as a rate base offset.

g Q. HOW DID THE COMPANY REFLECT CASH WORKING CAPITAL IN ITS

9 FILING?
10 A The Company’s cash working capital allowance is calculated based upon the results of a
11 lead-lag study. A lead-lag study is an in-depth analysis that measures the difference
12 between the lapse of time when the Company receives revenue for the provision of
13 service and the lapse of time when the Company pays for the costs of providing service.
14 This difference, expressed as a number of days, is used to calculate the level of investor-
15 supplied funds advanced for operations if the difference is positive. If the difference is
16 negative, 1t 1s used to calculate the funds advanced by customers.
17 The revenue lag represents the average number of days from the date on which
18 service is provided to the customers until the date on which payment is received from the
19 customers. [t 1s measured from the midpoint of the service period covered by the bill to
20 the date payment for that scrvice is received by the Company. The Company’s expense
21 lag represents the average number of days from the date the expensc is incurred in
22 rendering service until the date the expense is paid.
23 After both the Company’s revenue lag and expense payment lag have been
24 determined, one can make a reasonable approximation of the Company’s cash working
25 capital requirement. This calculation is made by dividing the cxpenses by 365 days.lo
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determine the average daily amount. The average daily amount is multiplied by the net
lead-lag days (the difference from subtracting the expense lag from the revenue lag) to
derive the Company’s working capital requirements. If the total working capital
requirement is positive, it represents a level of funds that must be included in rate base so
that the Company is provided a return on the funds supplied by investors. Conversely, if
the amount is negative, then the amount reduces rate base to recognize funds that
customers have advanced.
PLEASE DEFINE THE TERMS “LEAD” AND “LLAG” AS YOU USE THEM
IN YOUR TESTIMONY.
The term “lead” is used to indicate either the receipt of revenue prior to the date that

service is provided or the payment of an expense prior to the date that the expense is

incurred. The term “lag” is used to indicate either the receipt of revenue after the date

13 that service is provided or the payment of an expensc after the date that the expense is

14 incurred.

15 Q. WHAT ADJUSTMENTS HAVE YOU MADE TO THE ALLOWANCE FOR

16 CASH WORKING CAPITAL?

17 A I have made several changes to the lag day determination that was used for certain

18 expensc items i the cash working capital allowance. The Company performed a voucher
19 study to determine the number of lcad or lag days for the various expenses. A vaucher
20 study involves reviewing the invoices supporting various expenses to determine the

21 service period and the payment date for each transaction selected. From that data, the lag
22 or lead days assigned to cach expense item is determined. As part of my examination of
23 the calculation of the net lag days for the various expenses, | reviewed the additional data
24 provided by the Company in response to OTS interrogatories. There are several

25 instances where 1 disagree with the lag days used by PPL. My disagreement generally
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involves the date the Company has used for the service period, which has the effect of
shortening the expense lag days (and increasing the working capital allowance). For each
of those instances, [ have recalculated the lag days. [ will explain why [ disagree with the
calculation and how [ have corrected those lag days later in this section of my testimony.

In addition to the changes that | have made to certain lag days, I have adjusted the
cash wlorking capital study to reflect the level of expense deemed necessary for utility
operalions. As a result of the various Q&M expense adjustments that 1 have made to the
cost of service, it is necessary to reflect those adjustments in the expenses contained in
the lead-lag study to avoid a misstatement of the cash working capital allowance. On
Schedule LKM-6, page 2, | show the removal of the various O&M expense adjustments
that I have made from the expenses used in the cash working capital study.

CAN YOU EXPLAIN IN DEPTH THE CHANGES YOU HAVE MADE TO

THE CALCULATION OF THE LAG DAYS?
Yes. The changes [ made to the lag days were all related to the lag days for Other
Operating Expenscs. The first category affected is Materials and Supplies expense.
Within this category, | disagree with the lag days calculated for Pennsy Supply, Inc. and
Signalcrafters. With regard to the Pennsy Supply lag days, PPL calculated the lag days
based on the invoice date of May 20, 2006. Howcever, according to the invoice, the
charges were for a transaction that occurred on May 16, 2006. This is the date that
should be used as the service date, not the invoice date. Therefore, | have corrected the
service period. With regard to the Signalcrafters invoice, PPL stated that two invoices
were included in the voucher study for the same transaction. One invoice was the initial
invoice submitled for payment, but was denied for some reason. The second invoice was
a resubmission of the invoice for the same transaction which was then paid. Therefore,

for purposes of calculation of the lag days | used the inttial service associated with the
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tnitial invoice that was submitted and the payment date associated with the resubmitted
invoice. I believe this better captures the length time to pay for the transaction.

The second category I changed is the Printing and Office Supplies expense. PPL
included several credit card transactions for which it used a date which was generally two
days after the transaction date. 1 have revised the lag days for printing and office supplies
to reflect the transaction date as indicated by the invoice instead of the date chosen by
FPL.

Tree Trimming expense is the third category that I changed. The adjustment I
made was to remove all Asplundh transactions. According to PPL, Aspiundh
experienced billing problems for services it provided to PPL through September 2006.
Since all invoices used in the voucher study were related to services through September
2006, I have removed them because they are not reliable, because of the billing problems,
for use in measuring the normal payment pattern of the Company.

Finally, the lag days for Work by Qutsiders expense was changed to remove
transactions related to Henkels & McCoy, Inc. In PPL’s calculation, it used the invoice
date as the service period “because a work period is not specified on the invoice.”' A
sample invoice that was provided by PPL included several work requests at various
stages of billing for each work request on the invoice. 1 believe the invoice as provided
cannol be used for lead-lag purposes. The lead-lag study is supposed lo measure the date
from receipt of service to payment of the service. If the invoice selected does not provide
the date the service was received, it should not be used in the lag day calculation because
it excludes a critical data needed for the calculation. Hence, I have removed these

invoices from the lag day calculation.

' Response to OTS-RE-114D,
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WHAT IS THE IMPACT OF YOUR ADJUSTMENTS TO THE LEAD LAG
STUDY?
The combined effect of my working capital adjustments results in a $6.3 million decrease
to Pennsylvania jurisdictional rate base. The adjustménl to cash working capital is

summarized on Schedule LKM-6, page 1.

Revenue Adjustments

Miscellaneous Revenues

PLEASE EXPLAIN WHY YOU ARE PROPOSING AN ADJUSTMENT TO

MISCELLANEOUS REVENUES.
Miscellaneous revenues are ancillary revenues that are not directly derived from the saie
of energy. The major types of revenues in this category are: Reconnection Fees, NSF
Fees, Service Charges, Temporary Facilitics and the Alliance Agreement. During the
historic test year PPL reported $369,431 of miscellaneous revenues. While the Company
has received miscellaneous revenues over the last three years, it did not include any in its
future test year cost of service. PPL claims that miscellaneous revenucs are unplanned,
so it has not included any specific projection in its future test year cost of service.

Despite the Company’s assertion, [ do not believe it is reasonable to fail to
include any miscellaneous revenues in the cost of service. From a ratemaking
perspective, these are recurring revenues that are received by the Company that help
cover expenses. Therefore, to ignore these revenues in the cost of service would be
inappropriate. Morcover, from 2004 to 20006, reconnection fees have increased from
$70,246 to $245,501, or 249 percent. NSF fees have increased from $127,104 (o
$139,180 and the alliance agreement revenues have increased from $30,000 to $276,251.

Even though there are offscts to these revenucs in the Miscellaneous Revenues account
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because of items such as temporary facilities, the net revenues have grown during this
period from a debit amount $24,065 (negative revenues) to $369,431. Therefore, | am
proposing an adjustment 1o include miscellaneous revenues in the cost of service.

HOW DID YOU CALCULATE YOUR ADJUSTMENT?
[ calculated my adjustment by using the actual 2006 amount of $369,000 as the going
leve! revenue amount. Although a growth rate could have been calculated based on the
3-year period 2004-2006, the use of the significant increases between 2004 and 20006
would result in growth rates that are not likely to be sustained. Part of the reason for the
large increases in revenues from 2004 to 2006 is the passage of the Responsible Utility
Customer Protection Act, known as Chapter 14. The effect of this law caused significant
increases in the reconnection fees for PPL and other utilities operating in Pennsylvania.
In order not to overstate the increase in these revenues, 1 used a conservative approach by
using the actual 2006 amount. The change in the law not only explains why there 1s such
a significant increase in the revenues, but it lends credence o my position that these are
normal recurring revenues that PPL will receive in the future,

On Schedule LKM-7, page L, | present my adjustment to increase miscellaneous

revenues by $369,000.

Forfeited Discounts

PLEASE EXPLAIN YOUR ADJUSTMENT TO FORFEITED DISCOUNTS.
Forfeited discounts are late payment fecs collected by the Company from customers. [n
PPL’s last rate case (Dockel No. R-00049255), the Commission found it to be reasonable
to use a formula based on a 3-year weighted average of actual late payment revenue to
revenue from electricity sales. PPL has used this approach to derive its Forfeited

Discounts revenues of $8,923,000. Howcver, the Company used the 2003 through 2005
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period to derive its average. [ have used this same approach, but have updated the 3-year
period that ends in 2006, the historic test year. This results in an adjustment to Forfeited
Discounts that increased the amount included by the Company in the cost of service by
$898,000. ! belicve it is more appropriate to use the most recent period which includes

the historic test year in this proceeding. This adjustment is presented on Schedule LKM-

8.

Rent from Electric Property

WHAT ADJUSTMENT HAVE YOU MADE TO RENT FROM ELECTRIC

PROPERTY?
In PPL’s future test year, it has projected a decrease in rent from electric property.
According to the Company, it is projecting a decrease because the test year rent revenues
included non-recurring items. However, the data show that even if the non-recurring
items are removed, rent from electric property would still have grown over the 2004 to
2006 period. Therefore, | am proposing an adjustment to reflect the growth trend in rent
from clectric property.

HOW DID YOU CALCULATE YOUR ADJUSTMENT?
[ calculated my adjustment by first calculating the growth rate for the 2005-20006 pcriod.
This period was used instead of the 3-year period 2004-2006 because Facilities Rent
increcased from $0 o $7.6 million between 2004 and 2005. 1f the 2004-2005 increase in
Facilities Rent were included in the growth rate calculation, it would result in a much
higher rate which [ do not believe exists. Instead, | am using the 2005-2006 growth rate
to be conservative in deriving the level of additional revenues | am including in the cost
of service. Given that PPL had indicated that its 2006 rent revenues contained non-

recurring items, [ removed the non-recurring revenues from the 2006 revenue before
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applying the growth rate in order to avoid overstating the level of revenue. As a result,
no non-recurring revenues are included in the adjusted revenues that [ have included in
the cost of service. This adjustment is presented on Schedule LKM-9, and it increases

revenues by $2.6 million.

Expense Adjustments

Employee Expenses

WHY HAVE YOU ADJUSTED EMPLOYEE EXPENSES?
PPL has included employee expenses of $1.2 million in the cost of service. According to
the Company, this amount includes $900,000 for employee expenses such as mileage,
parking fees, meals and miscellaneous out-of-pocket expenses, and $300,000 for
cmployee relocations. The concern [ have with the projected level of these expenses is
twofold. First, during 2006, thc Company recorded $500,000 for employee expenses
related to mileage, parking fees, meals and miscellaneous out-of-pockel expenses.
However, in explaining the increased budgeted levels, PPL indicates that the $500,000
was escalated to $600,000 for the 2007 budget, and then an additional $300,000 for such
cxpenses related to offsite seminars and conferences was added. In responsc to OCA-VI-
14, PPL states that during 2006 employees did attend ofT site seminars and conferences
and those costs were included in the $500,000 on which the $600,000 included in the
2007 budget was based. The Company has not oflered a satisfactory reason for the need
for the additional $300,000 of cxpense. Therefore, | believe these costs should be
removed from the cost of service.

The second concern involves employee relocation costs. Included in the total
$1.2 million that that PPL is projecting for employec expenses is an increasc of $200,000

in employec relocation expensc over the historic test year level of $100,000. The
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1 Company explains this increase as being caused by the relocation of a new vice president

2 and general manger. The relocation costs related to the hiring of employees at this level
3 is not a normal recurring event. If it were, the 2006 operating results would have
4 reflected relocation costs at this level. Also the 2006 lcvel of costs is consistent with
5 2005 and 2004. Therefore, I believe the costs comprising the $200,000 increase are non-
0 recurring costs that should be removed from the cost of service.
7 On Schedule LKM-10, 1 present my adjustment to employee expenses, which
8 reduces the cost of service by $449,000.
9
10 Telephone and Leased Wires
11 Q. WHAT ADJUSTMENT ARE YOU RECOMMENDING FOR TELEPHONE
12 AND LEASED WIRES EXPENSE?

13 A PPL increased its telephone and leased wires expense by $400,000 in the 2007 budget

14 used as the cost of service in this proceeding. The reason cited by PPL for this increase is
i5 the need for additional lines due to the distribution rate case filing. However, when asked
16 to produce documentation to substantiate its claim, the Company’s response suggests that
17 the cost increase was based on an assumption that additional call coverage wouid be

18 needed for a temporary period of eight-nmonths.

19 [ am proposing an adjustment to remove these costs from O&M expenscs because
20 they are non-recurring temporary costs and unsupported. On Schedule LKM-11, 1

21 remove the $400,000 from the cost of service.
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Advertising Expense

2 Q. PLEASE EXPLAIN YOUR ADJUSTMENT TO ADVERTISING EXPENSE.

3 A The Company increased the test year expense in Account 909 (Information and

4 Instructional Advertising) by $4.4 million. According to the Company, the funds will be

5 used for consumer education programs related to conservation programs and the Meter

6 Data Management Systemn (MDMS) program. As a result of MDMS, there will be usage

7 data available to customers that will allow them to better understand their electricity

8 usage. The Compfmy has included the $4.4 million as if it will be a normal ongoing

9 expense. The largest component of those costs is $3.3 million allocated to television

10 advertising. To put it in the proper perspective, the $3.3 million is significant because

11 between 2002 and 2006, there was only one year (2003) when advertising expense
12 exceeded $1.0 million, and the $3.3 million cxceeds those costs by over $1.2 million. In
i3 fact, during that period advertising expenses were generally at or below the $500,000
14 level.
15 The Company states that the $4.4 million is being spent to introduce customers to
16 the customer interface component of the MDMS.Z_ The Company also agrees that after
17 the introduction, those costs will no longer be incurred. Therefore, 1 do not believe that
18 the Company will continue television advertising at the $3.3 million level as the ongoing
19 level of expenses. In fact, in the response to OCA VII-13, the Company states only that it
20 anticipates spending at the $3 million level, and does not provide any budget amounts for
21 2008 and 2009. Moreover, in the Business Case developed for the MDMS,
22 implementation costs will not be incurred after 2007, and the only costs to be incurred in
23 2008 through 2010 are for customer care and computer related costs. The customer care

* Mr. Krall’s dircet testimony., page 16, lines 10 to 13,
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costs do not equate to $4.4 million annually, so it s clear that level of spending is not

2 anticipated.

3 Q WHAT ADJUSTMENT ARE YOU PROPOSING TO ADVERTISING

4 EXPENSE?

5 A There are two adjustments | am proposing to make to advertising expense. The first

6 adjustment is to normalize the $3.3 million television advertising component of the $4.4

7 million over a 3-year period. This adjustment normalizes the television advertising

8 component while lcaving other components of advertising expense at the 2007 budget

9 level. Hence, | have allowed for additional expenditures related to conservation. The
10 second adjustment removes the $400,000 PPL included in the cost of service for
11 institutional advertising. The Commission has a long-standing practice of not allowing
12 institutional advertising in rates. Institutional advertising is focused on corporate image
13 and docs little to benefit the customers. On Schedule LKM-12, 1 present this adjustment
14 to reduce O&M expenses by $2.6 million.

15 Q. ARE THERE ANY OTHER FACTORS THAT ALLOW YOU TO BELIEVE
16 YOUR ADJUSTMENT IS REASONABLE?

17 A Yes. Cost savings associated with MDMS have not been fully reflected in the cost of
18 service. Future cost savings can be allocated to futurc advertising costs.

19
20 Materials and Supplies Expense
21 Q. WHAT ADJUSTMENT ARE YOU PROPOSING TO MATERIALS AND
22 ) SUPPLIES EXPENSE?
23 A [n PPL’s budget, it increased Materials and Supplics expensc by $1.324 million. The
24 Company explains the increase as being caused primarily by the need to repair

25 distribution plant and the elTeet of materials and supplies being returned to inventory.
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$799,000.

Pension Expense

WHY HAVE YOU ADJUSTED PENSION EXPENSE?

According o the Company, $800,000 of the future test year increase 1s related to the
repair and replacement of non-capital substation equipment. However, a review of the
budgets for 2008 and 2009 reveals a budget level more in line with the 2006 expense.
Consequently, I believe the projected increase of $800,000 1s due to non-recurring events
and that the total expense is not representative of the normal ongoing level of expenses.

Therefore, on Schedule LKM-13, 1 present my adjustment to reduce Q&M expense by

The pension cxpense that PPL included in the cost of service is based upon the budgeted
total pension costs of $28 million for the PPL Retirement Plan and $7.5 million for the
PPL Supplemental Executive Retirement Plan (SERP). 1 requested the Company’s most

recent actuarial reports for it pension plans, and I am recommending that the pension

expense that is included in the cost of service be based upon the Company’s most recent

actuarial studies.

Q. PLEASE EXPLAIN WHY FUNDS FROM THE BLACK LUNG TRUST HAVE
BEEN INCORPORATED IN YOUR ADJUSTMENT TO PENSION EXPENSE.
A. The Black Lung Trust Fund was created in the 1980s by Pennsylvania Mines Corporation

(a subsidiary of the former PP&L Company. the Company’s predecessor) pursuant to the

Black Lung Benefits Revenue Act of 1977 (the 1977 Act). The Black Lung Trust

established a trust fund from which 1o pay the claims of Pennsylvania Mines

Corporation’s coal mine workers that are eligible to receive benefits under the 1977 Act.

In August 2006, President Bush stgned into law a provision that would allow excess trust

fund assets to be used to pay accident and health benefits for insurance covering retired

Direct Testimony of Lafayctic K. Morgan, Jr.
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1 coal miners and their dependents. PPL’s (the electric utility) pension expense is derived

2 from an allocation of PPL Corporation’s (the parent company) pension plan, which also
3 covers retired employees of Pennsylvania Mines Corporation. The pension plan received
4 payments from the Black Lung Trust during 2006 which had an effect on PPL Electric’s
5 pension expense. For 2000, PPL reported negative pensions and benefits expense
6 because of a credit from the Black Lung Trust. PPL has indicated that the pension plan
7 will receive $4.0 million annually from the Black Lung Trust. Since there is one pension
8 plan that covers all workers, the $4.0 million is going to reduce the pension plan cost just
9 as reflected in the Company’s operating results for 2006. Therefore, in my pension

10 cxpense calculation, I have reflected the $4.0 million reduction as well.

1 Q. HOW DID YOU CALCULATE YOUR ADJUSTMENT TO PENSION

12 EXPENSE?

13 A My adjustment to pension expense for the PPL Retirecment Plan is based upon the

14 Company’s most recent actuarial study which was dated March 2007. T used the total

15 pension cost of $25,966,337 and subtracted the $4,000,000 from the Black Lung Trust.
16 For the SERP, the most recent amount from an actuarial study was the 2006 fiscal year
17 amount, which | have used in my calculation. The 2006 amount was used because |

18 believe that it is appropriate to use only the most recent actuarial amounts rather than

19 budgetary estimates. These amounts were allocated to PPL Electric Utilities level and

20 then [ applied the O&M ratio to derive the expense amount. On Schedule LKM-14, |

21 present this adjustment which reduces O&M expenses by $1.2 million.

22
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1 Postretirement Benefits Other Than Pension Expense

2 Q. WHY HAVE YOU ADJUSTED POSTRETIREMENT BENEFITS OTHER
3 THAN PENSION EXPENSE?
4 A PPL included postretirement benefits other than pension based upon a budgeted cost of
5 $36 million. As is the case with pension expense, PPL Electric Utilities postretirement
6 benefits other than pension expense is an allocation of PPL Corporation’s postretirement
7 benefits plan. Postretirement benefits in an actuarially determined expense and the
8 ratemaking allowance should be based up;n an actuarial study and not on an amount
9 projected for budgeting purposes. Accordingly, I am proposing to adjust this expense to
10 reflect the most recent postretirement benefit study available, which is for the test year
11 2006. Therefore the adjustment | am recommending removes the budgeted
12 postretirement benefit cost and replaces 1t with the amount from the most recent acluarial
13 study. On Schedule LKM-13, | reduce postretirement benefits expense by $362,000 to
14 reflect the most recent actuarial study.
15
16 Property Insurance Expense
17 Q. PLEASE EXPLAIN YOUR ADJUSTMENT TO PROPERTY INSURANCE
18‘ EXPENSE.

19 A PPL included $7,973,000 in the test year for Account No. 924, Property [nsurance

20 Expenses. PPL explained that $7,973,000 is made up of $7,560,000 for its storm

21 insurance policy and $413,000 related to an allocation from the 2007 budget. I do not
22 belicve the budget allocation of $413,000 is valid. Therefore, the adjustment I am

23 proposing removes the $413,000 (rom the cost of service.

24 Q. PLEASE EXPLAIN WHY YOU BELIEVE THE ADDITIONAL $413,000
25 BUDGET AMOUNT IS NOT VALID.
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As explained by PPL, the Company budgets are based on the category of expense rather
than FERC accounts. According to the Company, after the budget is developed, costs are
allocated to FERC accounts where the budgeted expense category is identifiable to
specific FERC accounts. Any remaining budgeted costs are then allocated to FERC
accounts based upon cach account’s relationship to total O&M expense on an actual basis
for the historic test year.” Based upon the Company’s description, only the storm

- insurance expense should have been included in Account 924. The storm insurance
policy is a new cost that the Company only began to incur in 2006, and it is clearly a cost
that is specifically eligible to be recorded in account 924. In fact, it was the only cost
included in that account during 2006. Prior to 2006 (2003 through 2005), there were no
cosis recorded in Account 924. Hence, there is no basis on which to include additional

costs in this account. Therefore, | have removed the $413,000 from that account on

Schiedule LKM-16.

14

15 Storm Insurance Expense

16 Q. PLEASE EXPLAIN YOUR ADJUSTMENT TO STORM INSURANCE

17 EXPENSE.

18 A [n June 2006, the Company acquired insurance coverage for damage sustained from

19 storms. Under the insurance policy, PPL pays an annual premium of $7.5 million, with a
20 deductible of $5.0 million per occurrence, or $7.5 million for all storms. The insurance
21 coverage limits are $15.0 million per storm, or $20 million for all storms during the year.
22 In the testimony of company witness Krall, he explains the benefits of the storm

23 insurance as follows:

24

* Direct testimony of J.R. Schadt, page 14,
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1 During 2005, the Company incurred $23.8 million in storm-related costs
2 with the largest single storm being the ice storm event at $20.3 million.
3 Assuming, for the purposes of this iflustration, that the coverage was in
4 place from January 1, 2005 to January 1, 2006. The ice storm would have
5 been the first event and would have satisfied the single occurrence
6 deductible of $5 million. Primary coverage would then have provided
7 $11.1 million (or $15.3 million less the $4.2 million associated with
8 capital and regular pay and benefits). The remaining $3.5 million in
9 storm-related costs reflects several small storms. The Company would
10 have been responsible for the first $2.5 million under the annual
11 deductible. The remaining $1 million, less capital and regular wages and
12 benefits, would have been covered by PPL Power. In this example, there
13 would have been no need for the Company to petition the Commission for
14 approval to defer for accounting purposes or to pursue recovery of
15 extraordinary costs. Customers would have paid a $5.7 million premium
16 and, in exchange, received $12.1 million in storm restoration benefits.
17
18 Q. DO YOU AGREE WITH MR. KRALL’S ANALYSIS?
19 A No, because the ratepayer cost is actually higher than Mr. Krall indicates. The insurance
20 acquired by the Company is provided in two layers. The first layer is provided by an
21 affiliate, PPL Power Insurance. The annual premium for that layer is $6.0 million. The
22 second layer is provided by two reinsurers, Ariel Re and ACE Bermuda. The annual
23 premium for that layer is $1,560,000. The total insurance is, therefore, $7.650 million.
24 In addition to the insurance premiums, PPL has included $7.5 million in the cost of
25 scrvice for normal storm damage costs, (in 2005, the Company collected $7.0 million in
26 storm damage costs from customers). Using Mr. Krall’s example, customers would have
27 paid approximately $15.0 million for $12.1 million of insurance coverage. Simply said,
28 the insurance acquired by PPL is not beneficial to customers becausc of the high
29 premium, high deductible and low coverage himit. In cssence, PPL is requesting the
30 Commission to allow it to pre-collect storm damage costs and give it to an affiliate to
31 invest’ (one of the functions of insurance companies is to invest premiums) while
*“The function of insurance companies is to invest premiums. In the response to OCA 1-58, the Company indicates
that PPL Power Insurance is in the process of building a reserve,
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increasing costs (o its customers. By PPL’s own admission, storm damage insurance has

2 not been an economically successful prospect. In the response to OCA 1-58(d) PPL
3 stated “[h]istorically, primary commercial insurance companies have been reluctant to
4 provide storm damage coverage for transmission and distribution lines at reasonable costs
5 and deductibles.” It is important to note that when it came to establishing the premium
6 that PPL Power Insurance charges PPL Electric Utilities for storm damage insurance,
7 PPL Power Insurance asked insurance companies to provide estimates of the premiums
8 they would have charged if they were willing to underwrite the insurance themselves, and
9 then used the premium data they were provided to set the premium PPL Electric Utilities
10 is currently charged. Hence, it appears that the Company has chosen to take part in a
11 transaction with an affiliate that it considered unreasonable when dealing with non-
12 affiliates. As a result of the foregoing, I believe the storm damage insurance is not in the
13 benefit of customers, and should not be included in the cost of service.
4 Q. WHAT ADJUSTMENT HAVE YOU MADE TO STORM DAMAGE
15 INSURANCE EXPENSE?
16 A, I am proposing an adjustment remove the $7.5 million storm damage insurance expense
17 from the cost of service on Schedule LKM-17.
18
19 Amortization of Negative Net Salvage
20 Q. PLEASE EXPLAIN YOUR ADJUSTMENT TO THE AMORTIZATION OF
21 THE NEGATIVE NET SALVAGE.
22 A The Company has included the amortization of negative net salvage based on four years
23 of historical data and one year of projected data. Counsel has advised me that the
24 Commission has an established precedent of allowing the net salvage based on five years
25 of historical data rather than the inclusion of projected data. Thercfore | believe it is
Direct Testimony of Lafayetie K. Morgan, Ir. Pagce 22




necessary to adjust the net salvage claim to reflect the most recent five years of historical
data. This adjustment is presented on Schedule LKM-18, and it reduces expenses by

$592,000.

Capital Stock Tax

PLEASE EXPLAIN YOUR ADJUSTMENT TO THE CAPITAL STOCK TAX
EXPENSE.
The Company included $2.9 million as the budgeted level of capital stock tax expense for
the test period. The $2.9 million is based upon the capital stock tax formula as provided
in Pennsylvania Corporate Tax Report Form. The capital stock tax is being phased out

through 2010. Over the next three years, there will be a 1 miil reduction 1n the tax rate in

each year. Hence during 2008, the rate will be 2.8% mills instead of the current 3.89

13 mills. Therefore, [ have calculated the capital stock tax based upon the capital stock tax
14 rate of 2.89 mills, which is the rate that will be applicable during the rate effective period.
15 On Schedule LKM-19, I present this adjustment which reduces Taxes Other Than
16 Income by $641,000.

17 Q. ARE THERE ANY OTHER ISSUES RELATING TO THE CAPITAL STOCK
18 TAX THAT YOU WOULD LIKE TO DISCUSS?

19 A Yes. in PPL’s filing, it included the capital stock tax in the revenue requirement gross-up
20 factor. As aresult, the revenue requirement sought by PPL included an additional

21 $226,000. In my presentation of the revenuc requirements, | have removed the capital

22 stock tax from the gross-up factor. Given that | have included the 2007 net income in the
23 capital stock tax calculation, the effect of the rate increase has been reflected. Therefore,
24 the revenue gross-up factor should not include a component for the capital stock tax. By
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1 removing the capital stock tax from the gross-up factor, [ have reduced the revenue

2 requirement by $226,000.
3 It should be noted that in the PPL Gas Utilities case at Docket No. R-00061398,
4 the Commission found that the Capital Stock Tax should not be included in the revenue
5 gross-up factor and that it is appropriate to reflect the capital stock tax rate for the rate
6 effective period.
7
8 Interest Synchronization
2 Q. PLEASE EXPLAIN YOUR INTEREST SYNCHRONIZATION
10 ADIJUSTMENT.
11 A To determine the tax-deductible interest for ratemaking, I have multiplied the adjusted
12 rate base by the weighted cost of debt included in the capital structure. This procedure
13 synchronizes the interest deduction for tax purposes with the interest component of the
14 return on rate base to be recovered from ratepaycrs. As shown in Schedule LKM-20, this
15 adjustment decreases the interest deduction by $265,000 compared to the interest
16 deduction recognized by PPL in its filing. This increases state and federal income taxes
17 by $26,000 and $84,000, respectively.
18 Energy Efficiency Rider
19 Q. THE COMPANY HAS PROPOSED A RIDER TO RECOVER ITS ENERGY
20 EFFICIENCY PROGRAM-RELATED COSTS. WOULD YOU PLEASE
21 COMMENT?
22 Al PPL has proposed a mechanism called the Energy Efficiency Rider (EER) to recover the
23 costs incurred under its encrgy cfficiency program to residential and small commercial
24 customers. The Company proposcs to compute the annual rider by estimating the
25 program costs annually which would be added to the bills of customers taking scrvice
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10

11

12

14

15

16

17

18

19

20
21

under Rate Scheduies RS, RTS, RTD and GS-1. At the end of each 12-month period, the
Company plans to identify any under- or over-collections which would be collected from
or refunded to customers with interest. The program costs will be costs that will be under
the Company’s control. There is no evidence to suggest that there will be targe
fluctuations in costs that are beyond the Company’s control that puts it at financial risk.
Therefore, these costs are normal period costs that should be part of base rates and not
éeparately collected through a rider. For these reasons and those also discussed by OCA
witness Galligan, [ recommend that the Commission not accept the Company’s proposal
to tnclude these costs in a separate rider.

Rider Recovery

ARE THERE ANY OTHER RIDER RELATED ISSUES?
Yes. In both my testimony and that of OCA witness Colton and OCA witness Galligan,
recommendations are made to move certain cxpenses out of a Rider and into base rates
for recovery purposes. For the purposes of this testimony, however, I have shown my
distribution base rate revenue requirement on a basis comparable to the Company’s
presentation. The final distribution base rate revenue requirement will need to reflect the

inclusion of any expenses that are moved {rom Rider recovery to base rate recovery.

DOES THIS CONCLUDE YOUR DIRECT TESTIMONY?

Yes, it does.

W30 kmidirtestidirect2.doc
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Operating Revenues
Late Payment Revenue
Total Operating Revenues

Operating Expenses
O&M Expenses
Depreciation & Amortization Expenses
Taxes Other Than Income
Current State Income Tax
Current Federal income Tax
Deferred Income Taxes
Investment Tax Credit

Total Operating Expenses
Net Operating Income
Rate Base

Return On Rate Base

Docket No. R-00072155

Schedule LKM-1

Page 1 of 2
PPL ELECTRIC UTILITIES CORPORATION
Summary of Operating Income
For the Test Year Ended December 31, 2007
{$000)
CCA
PAPUC OCA Recommended Atter
Jurisdictional Cost of Service Amount After Change In Proposed

Amount per Co. Adjustments Adjustments Revenue Rate Increase
$ 664,695 5 2,990 $ 667,685 $ 34,444 $ 702129
8,923 898 9,821 116 9,937

$ 673,618 $ 3.888 $ 677,506 $ 34,560 $ 712,066
5 339,555 $ {(11.963) & 327,592 $ 276 $ 327,868
111,825 (530) 111,295 - 111,295
49,849 {566) 49,283 2,039 51,322

9,599 1,719 11,318 3221 14,539

32,452 5422 37,874 10,158 48,032

8,378 - 8,378 - 8,378

{1.673) - (1.673) - (1.673)

$ 549,985 $ (5919) % 544,066 3 15,694 $ 559,760
$ 123,633 5 9,807 $ 133,440 $ 18,866 $ 152,308
$ 2022969 $ 2,014,832 $ 2,014,632
6.11% 6.62% 7.56%



PPL ELECTRIC UTILITIES CORPORATION

Summary of Revenue Increase at OCA Rate of Return

For the Test Year Ended December 31, 2007

Adjusied Rate Base
Required Rate of Return

Net Operating Income Required
Net Operating Income at Present Rates

Income Deficiency/(Surplus)
Revenue Multiplier

Required Change in Company Revenue

Proposed Revenue Change
Uncoliectibles
Gross Revenues Tax

Subtotat
State Income Tax

Subtotal
Federal Income Tax

Net Income Increase Required

($000)

0.80%
5.90%

9.99%

35.00%

Amount

2,014 632
7.560%

152,306
133,440

18,866
1.83186

34,560

34,560
276
2,039

32,245
3,221

29,024
10,158

18,866

Docket No. R-00072155
Schedule LKM-1
Page 2 of 2

Schedule LKM-2, Page 2

Schedule LKM-1, Page 1
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Schedule LKM- 2

Page 1 of 2
PPL ELECTRIC UTILITIES CORPORATION
Summary of Rate Base
For the Test Year Ended December 31, 2007
($000)
PAPUC OCA Amount
Jurisdictional Rate Base After
Amount per Co. Adjustments Adjustments
Total Plant in Service $ 3,848,933 $ - $ 3,848933
Accumulated Depreciation (1,464,244) - (1.464,244)
Net Plant in Service $ 2,384,689 & - $ 2,384,689
Cash Working Capital $ 18,702 $ (6,335) $% 12,367
Materials & Supplies 24,250 - 24,250
Plant Held For Future Use 2,002 (2,002) -
Customer Advances (269) - (269)
Customer Depaosits {15,950) - (15,950)
Accumulated Deferred Income Taxes {390,455) - (390,455)
Total Rate Base $ 2,022,969 $ (8,337) § 2,014,632
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Schedule LKM- 2

Page 2 of 2

PPL ELECTRIC UTILITIES CORPORATICN

Summary of Rate Base Adjustments
For the Test Year Ended December 31, 2007
($000)
PAPUC
Jurisdictional
Source Amount per Co.
Rate Base per Company Filing Schedule LKM-2, Page 1 $ 2,022,969
OCA _Adjustments:

Plant Held For Future Use Schedule LKM-5 $ (2,002)
Cash Working Capital Schedule LKM-6, Page 1 (6,335)
Total Ratemaking Adjustments $ (8,337)

Adjusted Rate Base per OCA $ 2,014,632




Docket No. R-00072155

PPL ELECTRIC UTILITIES CORPORATION
Summary of Adjustments to Net Income

For the Test Year Ended December 31, 2007
($000)

Net Income per Company

OCA Adjustments:

Reflect Miscellaneous Revenues

Annualize Forfeited Discount Revenues
Annualize Rent from Electric Property Revenues
Remove Excess Employee Expenses

Normalize Telephone and Leased Wire Expense
Normalize Advertising Expense

Normalize Materials and Supplies Expense
Annualize Pension Expense

Annualize OPEB Expense

Annualize Properly Insurance Expense

Remove Storm Insurance Expense

Normalize Negative Net Salvage

Normalize Capital Stock Tax

Interest Synchronization

Total Ratemaking Adjustments

Total Adjustied Net income per OCA

Schedule LKM-3
Page 1 of 2

Total Company
Amount

$ 123,633

$ 203
495
1,533
263
234
1,627
467
716
212
217
3,364
310
375
{110)

$ 9,807

$ 133,440



Dockel No. R-00072155
Schedule LKM-3

Page 2 of 2
PPL ELECTRIC UTILITIES CORPORATION
Summary of Adjustments ta Net Income
For the Test Year Ended December 31, 2007
(5000)
Depreciation " Current Current Net
COperating Q&M & Amortization  Taxes Other State Income  Federalincome  Deferred Income Investment Operating
Revenues Expenses Expenses Than Income Taxes Tax Taxes Tax Credit Incame

PA Jurisdictional Amount per Company 3 673618 $ 339,555 5 111,825 $ 49,849 3 9,599 3 32,452 $ 8,378 3 {(1.673) § 123,633
CCA Adjustments:
Reflect Miscellanecus Revenues $ 369 3 - $ - $ 22 3 35 $ 109 3 - $ - $ 203
Annualize Forfeited Discount Revenues B98 - - 53 84 266 - - 485
Annualize Renl from Electric Property Revenues 2,621 - - - 262 826 - . 1,533
Remove Excess Employee Expenses - (449} - - 45 141 - - 253
Normalize Telephone and Leased Wire Expense B (400) - - 40 126 - - 234
Narmalize Advertising Expense - (2,610) - - 261 822 - - 1,527
Normalize Materials and Supplies Expense - {799) - - 80 252 - - 4567
Annualize Pension Expense - (1.224) - - 122 386 - - 716
Annvalize OPEB Expense - (362) - - 36 114 - - 212
Annualize Property Insurance Expense - (370) - - 37 116 - - 217
Remove Storm Insurance Expense - (5,749) - - 574 1,811 - - 3,364
Normalize Negative Net Salvage - - {530) - 53 167 - - 310
Normalize Capital Stock Tax - - - (641) G4 202 - - 375
Interest Synchronization - - - - 26 84 - - {110}

Total Raiemaking Adjusiments $ 3,888 3 (11.963} § (530) § (566) $ 1.719 $ 5,422 3 - 3 - g 9,807
Tolal Adiusted Income 3 677,506 $ 327592 $ 111,288 $ 49,283 3 11,318 3 37,874 3 8378 3 {1673 % 133,440




PPL ELECTRIC UTILITIES CORFPORATION

Reconcilistion of Current State and Federal Income Taxes

For the Test Year Ended December 31, 2007

CALCULATION OF COMBINED CURRENT INCOME TAX

Net Operating Income Before Incame Taxes
Adjustments for Income Taxes (Including Interest)

Subtotal
Special Tax Deductions

State Taxable Income
State Income Tax

Federal Taxable Income Before State Income Tax
State Income Tax

Federal Taxable Inceme
Federal income Tax
Consalidated Tax Adjustment
Federal Tax Credits

Net Federal Income Tax

Net Combined Current Income Tax

Total Combined Current income Taxes (Schedule LKM-1

Page 1)

Unreconciled/Rounding

9.99%

35.00%

3

Docket No, R-00072155
Schedule LKM-4

Test Year Increase After
Test Year Ratemaking at Present at OCA Proposed
Per Company Adjustments Rates Rate of Retumn Increase
3 165,684 16,948 $ 182,632 $ 32,245 3 214 877
(61,281) 265 {61,016) - (61,016)
3 104,403 17,213 3 121,616 S 32,245 $ 153,861
{8,320) - (8,320) - (8,320)
3 96,083 17,213 3 113,296 5 32,245 3 145 541
3 9,599 1,720 3 11,318 $ 322 3 14,540
$ 104,403 17,213 $ 121,616 $ 32,245 $ 153,861
) 9,599 1,720 3 11,318 3 3,221 3 14,540
$ 94 804 15,493 ) 110,298 5 29,024 5 139,321
33,182 5,423 38,604 10,158 48,762
(618) - (616) - (616)
(114) - (114) - (114)
) 32,452 5,423 3 37,874 $ 10,158 $ 48,032
3 42,050 7.142 $ 49,192 5 13,380 K 62,572
42,051 7,141 49,192 13,379 62,571
$ (1} 1 ) G ) 1 3 1




Docket No. R-00072155
Schedule LKM-5

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Rermove Plant Held For Future Use
For the Test Year Ended December 31, 2007
($000)

PAPUC
Jurisdictional
Amount 1

Total Distribution Plant Held For Future Use

included in Rate Base 3 2,002
Adjustment to Rate Base 5 (2,002)
Notes:

1/ Exhibit Future 1, C-1.
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PPL ELECTRIC UTILITIES CORPORATION
Adjustment to Allowance for Cash Working Capital
For the Test Year Ended December 31, 2007
($000)
Amount

O&M Expense Cash Working Capital $ 8271 1/
Average Prepayments 2,470 2/
Accrued Taxes 16,595 3/
Interest Payments (8,915) 4/
Preferred and Preference Dividends 9 5/
Total Cash Working capital requirement per OCA $ 18,430
Total Cash Working capital requirement per Company 26,931 2/
Adjustment to Cash Working Capital b {8,501)
PAPUC Jurisdictional Allocation Factor 74.52% 6/
Adjustment to Cash Working Capital $ (6,335)

Notes:

1/ Schedule LKM 6, Page 2.

2/ Exhibit Future 1, C-4, Page 1.

3/ Schedule LKM 6, Page 5.

4/ Schedule LKM 6, Page 6.

5/ Schedule LKM 6, Page 7.

6/ Calculated based on data presented on Exhibit JMK-2, Page 16, Line 9.
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Schedule LKM-6

Page 2 of 11
PPL ELECTRIC UTILITIES CORPORATION
Q&M Allowance for Cash Working Capital
For the Test Year Ended December 31, 2007
($000)

Amount 1
Total Pro Forma O&M Expenses $ 653,025
Less: Non-cash Items and Adjustments
Uncollectibles 20,155
On-Track Customer Assistance Expense 4,500
Amortization of 2005 Ice Storm Cost - 1,611
Remove Excess Employee Expenses 500
Normalize Telephone and Leased Wire Expense 400
Remove Institutional Advertising from Account 909 400
Normalize Materials and Supplies Expense 800
Adjustment to Pension Expense 2,157
Adjustment to Postretirement Benefits Expense 627
Annualize Property Insurance Expense 413
Remove Starm Insurance Expense 7.560
Total Reductions from Working Capital Base 39,123
Pro Forma Q&M Expenses for Cash Working Capital ‘ $ 513,902
Daily O&M Expense $ 1,408
Average Revenue Lag Days 4520 2/
Average O&M Expense Lag Days 39.33 3/
Average Net Lag 5.87
O&M Expense Cash Working Capital per OCA $ 8,271
Notes:

1/ Exhibit Future C-4, Page 2.
2/ Revenue Lag Days per Exhibit Historic C-4, Page 2.
3/ Schedule LKM-6, Page 2.



Payroll

Employee Benefits
Affiliate Support Costs
Other Operating Expense
Total O&M Expenses

Weighted Lag Days

Notes:

14 Exhibit Historic C-4, Page 2.

2/ Schedule LKM-6, Page 3.

Docket No. R-00072155

Schedule LKM-6

Page 3 of 11
PPL ELECTRIC UTILITIES CORPORATION
Calculation of O&M Expenses Lag
For the Test Year Ended December 31, 2007
Days Dollar
Amount 1 Lags 1/ Days
3 87,338 12.00 $ 1,048,056
28,838 35.00 1,009,330
94,519 35.00 3,308,165
345,849 4777 2/ 16,521,006
3 556,544 $ 21,886,557
39.33
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Schedule LKM-6

Page 4 of 11
PPL ELECTRIC UTILITIES CORPORATION
Calcuiation of Other Expenses Lag
For the Test Year Ended December 31, 2007
Days Dollar
Amount 1 Lags 1/ Days
Employee Expenses $ 562,871 12.00 $ 6,754,452
Materials & Supplies 488,233 37.37 2/ 18,245,061
Printing & Office Supplies 161,382 38.69 3/ 6,243,637
Tree Trimming 7,282,572 57.03 4/ 415,311,621
Work by Qutsiders 7,581,220 B0.35 5/ 609,134,561
Services 1,537,331 20.91 32,145,591
Postage 1,319,124 (7.01) {(9,247,059)
Telephones & leased Wires 908,779 3512 31,916,318
Rents 3,438,660 17.74 61,001,828
Advertising 66,462 36.93 2,454 442
Miscellaneous 1,554 308 10.00 15,543,080
Adjustment to O&M Expenses $ 24800942 $ 1,189,503,532
Weighted Lag Days 4777
Notes:

1/ Attachment 11-B-4, Page 4.
2/ Schedule LKM-6, Page 4.
3/ Schedule LKM-6, Page 5.
4/ Schedule LKM-6, Page 6.
5/ Schedule LKM-6, Page 7.
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Page 5 of 11
PPL ELECTRIC UTILITIES CORPORATION
Accrued Taxes
For the Test Year Ended December 31, 2007
12-Month
Amount Accrued Factor *1/  Accrued Taxes

Federal Income Tax $ 69,135 -3.82% $ (2,641)
PA Income Taxes 20,872 -1.74% {363)
PA Gross Receipts Tax 52,291 35.76% 18,699
PA Capital Stock Tax 2,271 -1.74% {40)
PA Public Utility Realty Tax 4,039 23.26% 939
Total Accrued Taxes 3 16,595

Notes:
1/ Exhibit Future C-4, Page 4.
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PPL ELECTRIC UTILITIES CORPORATION
Interest Payments
For the Test Year Ended December 31, 2007
Amount

Tota! Company Rate Base $ 2,637,137
Weighted Cost of Debt 2.75%
Pro forma interest Expense 3 72,521
Daily Interest Expense $ 199
Net Interest Lag Days 44.80
Total Accrued Taxes 3 8,815

Notes:
1/ Exhibit Future C-4, Page 4.
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PPL ELECTRIC UTILITIES CORPORATION

Preferred and Preference Dividends
For the Test Year Ended December 31, 2007

Accrued Taxes

Total Company Rate Base $ 2,637,137

Weighted Cost of Debt 0.65%
Pro forma Interest Expense $ 17,141

Daily Interest Expense 3 47

Net Interest Lag Days {0.20)
Total Accrued Taxes $ {8)
Notes:

1/ Exhibit Future C-4, Page 4.
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PPL ELECTRIC UTILITIES CORPORATION

Calculation of Materials Expense Lag
For the Test Year Ended December 31, 2007

Voucher invoice Mid Point of
Number 1 Mumber 1/ Service Period 1/ Payment Date 1/ Amount 1 Lag Days 1/ Dollar Days

NQWVA Electric 02407015 014183 6/30/06 7131106 § 1513500 31 ] 469,185
RFL Etectronics Inc 02402522 92499 6/29/06 7131706 13,690.00 3z 438,080
TMC Industiies 02408720 0611531RA 712106 811106 12.837.50 30 388.125
PENNSY SUPPLY 02382268 1511781 5/16/06 2/ 71706 2.166.00 62 134,292
Westgaie Global Logistics 023969552 266607 6/22/06 7113108 1,050.00 3 22.050
Signalcrafters Tech Inc. 0243231410243 14¢ 3325/3334/ 7420106 2/ 9/14/06 26,800.00 56 1,500,800
GE Parts Super Center 02427683 884165399 8/8106 9/7i06 24.890.73 30 746,722
G&W Electric Co 02433901 (93607 8MBI06 9/18/086 12,360.00 3 383.160
Dent Instruments 02395156 56585 614106 812106 8,388.00 49 411,012
Woestgate Global Logistics 02434371 267156 8121106 9/5/06 2,750.00 15 41,250
Trenwa Inc. 02420553 20184 7131106 8130106 2.000.00 30 60,000
George S Coyne Chemical Co. Inc 02415660 700397 7/18/06 BNTI06 1,509.00 30 45,270
Pennsylvania Transformer 02432137 21073 8/18/06 9/25/06 5,500.00 38 209,000
MESA Technical Associales 02420553 1889 8129106 9/28/06 3,389.00 K] 101,670
ATO S METALS INC (2451007 11812 8/18/06 9127106 1,251.00 40 50,040
$ 133.816.23 $§ 5.000.656
37.37
Notes:

1/ Attachment II-B-4, Page 4.
2/ Response 1o OTS-RE-111-D.




Credit Card Purchase

GRAYBAR ELECTRIC CO Inc

Credit Card Purchase
Credit Card Purchase
Credit Card Purchase
Alphagraphics

Credit Card Purchase
Credit Card Purchase
Credit Card Purchase
Credit Card Purchase
Credit Card Purchase
EDS Corporation
Credit Card Purchase

Notes:

1/ Attachment [I-B-4, Page 5.
2/ Response to OTS-RE-112-D.

Docket No. R-00072155

Schedule LKM-6

Page 9 of 11
PPL ELECTRIC UTILITIES CORPORATION
Calculation of Printing & Office Supply Expense Lag
For the Test Year Ended December 31, 2007
Voucher Invoice Mid Point of
Number 1 Number 1/ Service Period 1/ Payment Dale 1/ Amount 1/ Lag Days 1/ __ Dollar Days

0000254574 B/15/06 7/29/06 $ 241575 44 s 106,295

02403100 918598037 6/29/06 7131106 1,975.63 32 63,220
0000252107 526106 718106 497.36 53 26,360

0000252107 5/26106 7118106 432.21 53 22,907

0000255463 7114106 8/8/06 1,773.00 25 44,325

02410304 39159 711306 9/13/06 450.00 62 27,900
00000256799 6/20/06 8123106 2,415.79 64 154611

0000256774 TM706 8N 7106 - 3 -

0000257857 714106 8129/06 557.76 45 25,657

0000257646 871G 8/25/06 1,259.42 18 22,670

0000260621 9/8/06 9126106 1,315.18 18 23,673

02432226 u2045563 8115106 a/25/06 840.02 41 34,441
0000251563 912106 9130106 630.45 18 11,348.10

S 14.562.61 ] 563,406

38.69




ASPLUNDH TREE EXPERT CO
ASPLUNDH TREE EXPERT CO
JAFLOINC

JAFLO INC

ASPLUNDH TREE EXPERT CO
JAFLO INC

JAFLO INC

ASPLUNDH TREE EXPERT CO
ASPLUNCH TREE EXPERT CO
PNC Bank

JAFLO INC

ASPLUNDH TREE EXPERT CO
ASPLUNDH TREE EXPERT CO
ASPLUNDH TREE EXPERT CO
ASPLUNDH TREE EXPERT CO
ASPLUNDH TREE EXPERT CO
ASPLUNDH TREE EXPERT CO

Notes:
14 Attachment Il-B-4, Page 6.
2/ Response to OTS-RE-113-D.

PPL ELECTRIC UTILITIES CORPORATION

Calculation of Tree Trimming Expense Lag
For the Test Year Ended December 31, 2007

Docket No. R-00072155
Schedule LKM-6
Page 10 of 11

Voucher Invoice Mid Paint of
MNumber i Number 1/ Service Period 1/ Payment Date W/ Amount 1 LagDays 1/ _ Dollar Days
(02408597 175702 715106 8/14/06 S - 2 40 $ -
02408522 175705 715106 8/14/06 - 2/ 40 -
02419774 000931 6/21/06 8121106 46,000.50 61 2,806.031
02419774 000931t 6121106 821106 22,878.75 61 1,395,604
02431283 27E052 8/9/06 9/20/06 - 2/ 42 -
02419774 000931 B/21106 8/21/06 8.915.50 61 543,846
02420237 000934 71512006 B/28/06 5,883.62 54 317,715
02431307 31E055 6/5/06 920106 - 2/ i0Y -
02446817 195033 5/6/06 10/10/06 - 2/ 157 -
02446427 31E056 7131106 9125/06 83,228.12 56 4,660,775
02450680 000940 8116106 10/6/06 34,106.86 51 1,739,450
02431313 195037 819106 9/20/06 - 24 42 -
02431314 29E056 B/9/06 9/20/06 R | 42
02431299 29E055 8/9/06 9/20i08 -2 42 .
02431327 29E056 8/9/06 9/20/06 - 2/ 42
02431313 195037 8/9/06 9/20/06 - 42
02431314 29E056 8/9/06 9/20/06 - 2f 42 -
3 201.013.35 S 11463420
57.03
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PPL ELECTRIC UTILITIES CORPORATION

Calculation of Work By Outsiders Lag
For the Test Year Ended December 31, 2007

Voucher Invaice Mid Point of
Number 1/ Number 1f Service Period t/ Payment Date 1/ Amount i/ Lag Days 1/ _ Dollar Days

Utilities International 02404750 PPLEUCBS2603 3115106 713106 $ 30,683.80 120 $ 3.682,056
East Coast Drilling & Trenching 02398583 062206PPL31 6/22/06 7/24/06 24,999.00 3z 799.968
HENKELS & MCCOY 02391791 PPLAOBIT168 6/6/06 77106 -2 3 -
The Trehab Center 02412633 60106 &6/15/06 7131106 20,097.00 46 924,462
HENKELS & MCCOY (2379235 PPLAGGIT120 5/16/06 7/13/06 - A 58 -
Duggan & Marcon 02406727 B6161AA 7M1/06 8/10/06 16,500.00 30 495,000
Osmose Utilities Services 02355012 726300051 41212006 7136106 15.219.37 105 1,598,034
KT Power 02407492 11485 5/18/06 7127106 12,482.74 70 873,792
HENKELS & MCCOY 02425895 PPLAQBI1341 7/26/06 911106 -y 37 -
Waste Management of PA 02428609 82530 715106 9111108 13,594.11 68 924,399
AGROTORS INC 02429653 2006200127 8/4106 9111196 13,500.00 g 513,000
Everhart & Hoover Power Line 02425123 0807063 7129106 9/6/06 11,648.71 a9 ‘ 454300
Lineal Industries 02422657 248859 7121106 9/1/08 10,406.00 42 437,052
Miller Brothers 02331532 602003 38106 9/14/06 68,691.00 190 13,051,280
HENKELS & MCCOY 02448612 PPLAJGI1451 8/6/06 10/6/06 -2 30 -
Pavemasters 02446433 081506 8115106 10/4/06 35.793.00 50 1,789,650
AGROTORS INC 02449617 2006200134 9/13/06 10716/06 28,350.00 a3 935,550
The Trehab Center 02435242 801086 8/15/2006 10/212006 21,791.00 48 1,045,958
AGROTORS INC 02433924 200620029 8/16/2006 912012006 21,500.00 35 756,000
HENKELS & MCCOY (2448751 PPLAOGI 1448 9/6/2006 10/6/2006 - 30 -
HENKELS & MCCOY 02449587 PPLAQBI1461 97672006 10/6/2006 - 21 30 -
DL Fry Inc. 02439641 1200658 9/1/2006 10/2/20086 10.779.36 K} 334,180
$ 356,135.09 $ 28,614,681
80.35
Notes:

1/ Attachment II-B-4, Page 7.
2/ Response to OTS-RE-114-D.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Reflect Miscellaneous Revenues
For the Test Year Ended December 31, 2007

{$000)
Jurisdictional
" Amount
Total Historic Test Year Miscellaneous Revenues 3 369 1/
Total Miscellaneous Revenues per Company 0
Adjustment to Miscellaneous Revenues $ 369

Notes:
1/ Exhibit Histaric 1, D-3, Page 1.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Annualize Forfeited Discount Revenues
For the Test Year Ended December 31, 2007

{$000)
Amount
Total Sale of Electricity Revenues $2924512 1
3-Year Forfeited Discount Ratio 0.34% 2/
Annualized Forfeited Discount Revenues $ 9,821
Annualized Forfeited Discount Revenues Per Company 8,923
Adjustment to Forfeited Discount Revenues 5 898

Notes:
1/ Exhibit Future 1, D-3, Page 1.
2/ Response to OTS-RE-32-D.



PPL ELECTRIC UTILITIES CCRPORATION

Docket No. R-00072155
Schedule LKM-9

Adjustment to Annualize Rent from Electric Property Revenues

For the Test Year Ended December 31, 2007

{$000)

2006 Rent from Electric Property Revenues
Remove Non-recurring ltems

Unauthorized pole Attachments

Fiber Optic System Rent

Recurring Rent from Electric Property Revenues
2005 -2006 growth rate

Annualized Rent from Electric Property Revenues
Annualized Rent from Electric Property Revenues per PPL

Adjustment to Annualize Rent from Electric Property Revenues
PAPUC Jurisdictional Allocation Factor

Adjustment to Revenues

Notes:
1/ Exhibit Historic 1, B-3.
2/ Response to OCA VI-9.

Amount
$ 32,041 A/
(650) 2/
(600}

$ 30,791
8.14% 3/

$ 33,297
30,596 4/

$ 2,701
97.05% 5/

$ 2,621

3/ Data from Response to OTS -RE-46-D. Growth excludes non-recurring items of $1.25 million.

4/ Exhibit Future 1, B-3.
5/ Exhibit JMK-2, Page 26, Lines 10 & 11.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Remove Excess Employee Expenses
For the Test Year Ended December 31, 2007

($000)
Amount
Unusual Relocation Location Costs 8 200 1/
Unsupported Employee Expenses 300 1/
Adjustment to T&D O&M Expenses $ (500)
PAPUC Jurisdictional Allocation Factor 89.83% 2/
Adjustment to O&M Expenses $  (449)

Notes:
1/ Response to OTS-RE-129.
2/ Calculated based on data presented on Exhibit JMK-2, Page 20, Line 5.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Telephone and Leased Wire Expense
For the Test Year Ended December 31, 2007

($000)
Amount
Non-Recurring Costs included in the Cost of Service 3 400 1/
Adjustment to T&D O&M Expenses ¥ (400)
PARPUC Jurisdictional Allocation Factor 100.00%
Adjustment to O&M Expenses 3 {400)

Notes:
1/ Response to OTS-RE-129,
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Advertising Expense
For the Test Year Ended December 31, 2007

($000)

Amount
Energy Conservation/Efficiency Television Advertising $ 3315 1/
Normalization Period 3
Normalized Amount $ 1105
Test year Amount 3,315
Adjustment to Energy Conservation/Efficiency Television Advertising 3 (2210)
Institutional Advertising Included in Account 909 $ 400 1/
Remove Institutional Advertising Included in Account 809 $ (400)
Adjustment to T&D O&M Expenses $ (2,610)
PAPUC Jurisdictional Allocation Factor 100.00% 2/
Adjustment to O&M Expenses $ (2,610

Notes:
1/ Response to OTS-RE-62-D.
2/ Calculated based on data presented on Exhibit JMK-2, Page 25, Line 4.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Materials and Supplies Expense
For the Test Year Ended December 31, 2007

{$000)
Amount
Non-Capital Repairs to Substation Equipment $ 800 4/
Adjustment to T&D O&M Expenses $ (800)
PAPUC Jurisdictional Allocation Factor 99,92% 2/
Adjustment to O&M Expenses $ (799

Notes:
1/ Response to OCA VI-11.
2/ Calculated based on data presented on Exhibit JMK-2, Page 25, Line 2.
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FPl. ELECTRIC UTILITIES CORPORATION

Adjustment to Annualize Pension Expense
For the Test Year Ended December 31, 2007

($000)
Amount

PPL Retirement Plan
Pension Cost per PPL Corp. March 2007 Actuarial Study $ 25966 1/
Black Lung Funds 4,000 2/
Net Pension Costs 5 21,966
PPL Electric Allocation Factor 35.75% 3/
PPL Electric Allocated Pension Costs 3 7.853
O&M Percentage 64.50% 3/
PPL Electric Pension Expense $ 5,085
PPL Electric Pension Expense per Budget 6,457 3/
Adjustment to PPL Retirement Plan Expenses 3 (1,392)
PPL Supplemental Executive Retirement Plan (SERP)
PPL Corp. 2006 SERP Actuarial Cost $ 8,100 4/
PPL Electric Allocation Factor 7.50% 3
PPL Electric Allocated Pension Costs $ 608 1/
O&M Percentage 64.50% 3/
PPL Electric SERP Pension Expense 3 392
PPL Electric SERP Pension Expense per Budget 367 3/
Adjustment to T&D O&M Expenses 3 25
Adjustment to T&D O&M Expenses $ (1,367)
PAPUC Jurisdictional Allecation Factor 89.54% 5/
Total Adjustment to O&M Expense 3 {1,224)

Notes:

1/ Page MS-1 of March 2007 Actuarial Valuation Report provided in the response to OTS-RE-69.
2/ Per Response to OCA VI-20.

3/ Per Response to OCA I-38.

4/ Actuarial Valuation Report provided in Attachment 3 to the response to OTS-RE-69.

5/ Calculated based on data presented on Exhibit JMK-2, Page 23, Line 6.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Annualize Postretirement Benefits Other Than Pension Expense
For the Test Year Ended December 31, 2007

($000)
Amount
2006 OPEB Actuarial Study Costs 3 34,328 1/
PPL Electric Allocation Factor 37.41% 2/
PPL Electric Allocated OPEB Costs $ 12,842
O&M Percentage 64.50% 2/
PPL Electric OPEB Expense b3 8,283
PPL Electric OPEB Expense per 2007 Budget 8,688 2/
Adjustment to T&D O&M Expenses $ {405)
PAPUC Jurisdictional Allocation Factor 89.54% 3/
Adjustment to O&M Expense $ (362)

Notes:

1/ Page MS-1 of Actuarial Valuation Repori provided in Attachment 5 of the response to OTS-RE-69.
2/ Per Response to OCA 1-39.

3/ Calculated based on data presented on Exhibit JMK-2, Page 23, Line 6.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Annualize Property Insurance Expense
For the Test Year Ended December 31, 2007

($000)
Amount
Unsupported Costs Included in Account 926 $ 413 1Y
Adjustment to T&D O&M Expenses $ (413}
PAPUC Jurisdictional Allocation Factor 89.54% 2/
Adjustment to O&M Expenses 3 {370)

Notes:
1/ Response to OTS-RE-67.
2/ Calculated based on data presented on Exhibit JMK-2, Page 20, Line 4.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Remove Storm Damage Insurance Expense
For the Test Year Ended December 31, 2007

($000)
Amount
Annual Storm Insurance Expense 3 7,560 1/
Adjustment to T&D O&M Expenses ¥ (7,560)
PAPUC Jurisdictional Allocation Factor 76.04% 2/
Adjustment to O&M Expenses _ $ {5,749)

Notes:
1/ Exhibit Historic |, Schedule D-10.
2/ Calculated based on data presented on Exhibit JMK-1, Page 20, Line 11.



Docket No. R-00072155
Schedule LKM-18

PPL ELECTRIC UTILITIES CORPORATION
Adjustment to Normalize Negative Net Salvage

For the Test Year Ended December 31, 2007

{$000)

Cost of (Gross Negative Net

Removal Salvage Salvage
12 Months Ending:
December 31, 2002 $ 793 1/ % (1,382) 1/ % 8,544
December 31, 2003 11,860 2/ (1,802 2/ 10,058
December 31, 2004 13,097 2/ (1,453) 2/ 11,644
December 31, 2005 11,076 2/ (5,908) 2/ 5170
December 31, 2006 13,710 2f (2,564) 2/ 11,146
5-Year Average per OCA $ 8,912
5-Year Average per Company 9,504 2/
Adjustment 3 {592)
PAFUC Jurisdictional Allocation Factor 89.54%
Adjustment to Depreciation & Amortization Expenses $ (530)

Notes:
1/ Response to OCA 1-50.
2/ Attachment II-D-13.
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PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Capital Stock Tax Expense
For the Test Year Ended December 31, 2007

(3000}

2003 Net Income
2004 Net Income
2005 Net Income
2006 Net Income
2007 Net Income
Total Book Income

Average Net Income
Average Net Income / 9.5%
Net Worth @ End of Year

Net Worth per Return X .75
Total Average Net Income / 9.5% and Net
Worth per Return X .75

Subtotal Divided by 2

Less Exemption

Capital Stock Value
Apportionment Percentage
Taxable Value

Rate

Capital Stock Tax

PA Education Tax Credit

Net Capital Stock Tax

Capital Stock Tax per Company
Adjustment to Taxes Other Than Income

Notes
1/ Exhibit Future D-12, Page 2.
2/ Capital Steck Tax Rate Effective 2008.

Schedule LKM-19

Amount 1

28,470
60,302
92,437
85,102
126,534

392,845

78,569

827,042

1,236,625

=

927,469

L2

1,754,511

877,255
(150)
877,105

___ 0895720

785 641
0.289% 2/
2,271
(144)
2,127
2,912
(641)
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PPL ELECTRIC UTILITIES CORPORATION

interest Synchronization Adjustment.
For the Test Year Ended December 31, 2007

Amount
OCA Rate Base $ 2,014,632 1/
Weighted Cost of Debt 2.75%
Adjusted Interest Deduction $ 55,402
Interest Deduction Per Company 553,667 2/
Adjustment to Synchronize Interest Expense $ (265)
Effective State Income Tax Rate 9.99%
Adjustment to State Income Taxes 3 26
Federal iIncome Tax Base ($239)
Federal Income Tax Rate 35.00%
Adjustment 1o Federal Income Taxes $ 84

Notes:
1/ Schedule LKM-2, Page 1.
2/ Exhibit JMK-2, Section IIf, Page 28.
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BEFORE THE

PENNSYLVANIA PUBLIC UTILITY COMMISSION

PPL ELECTRIC UTILITIES )
CORPORATION ) DOCKET NO. R-00072155

Surrcbuttal Testimony of Lafayette K. Morgan. Jr.

Introduction and Summary

WOULD YOU PLEASE STATE YOUR NAME AND BUSINESS
ADDRESS?
My name is Lafayette K. Morgan, Jr. 1 am a Senior Regulatory Analyst with Exeter
Associates, Inc. Our offices are located at 5565 Sterrett Place, Columbia, Maryland
21044. Exeter is a firm of consulting economists specializing in issues pertaining to
public utilities.
ARE YOU THE SAME LAFAYETTE MORGAN JR. WHO PRESENTED
DIRECT TESTIMONY IN THIS PROCEEDING?
Yes, | am.
WHAT IS THE PURPOSE FOR YOUR SURREBUTTAL TESTIMONY?
The purpose of my surrebuttal testimony is to respond to the rebuttal testimonies of
PPL witnesses Schadt, Krall and Kicha.
ARE YOU PRESENTING ANY SCHEDULES WITH YOUR
SURREBUTTAL TESTIMONY?
Yes. | have attached Schedules LKM-18 through LKM-20S to this testimony. These
schedules present the OCA’s updated position on PPL.’s rate increase. Based upon
the revisions I have made, and discuss herein, the OCA is now recommending an

increase in distribution revenues of $38.0 million.

Surrebuttal Testimony of Lafayette K. Morgan, Jr. Page |
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27

Q. ARE THERE ANY ISSUES ON WHICH YOU BELIEVE THE COMPANY
AND THE OCA AGREE WITH REGARD TO REVENUE
REQUIREMENTS?

A, Yes. Ibelieve the Company and the OCA are in agreement on the following issues:

o Plant Held for Future Use

o Lecad/Lag Days

o Miscellaneous Revenues

o Relocation Costs Forfeited Discounts

o Telephone and Leased Wire Expense

e Pension Expense Postretirement Benefits Expense
e Negative Net Salvage

e (Capital Stock Tax

Cash Working Capital

Q. YOU INDICATE ABOVE THAT THE OCA AND PPL ARE IN
AGREEMENT ON LEAD/LAG DAYS. WHY DO YOU STILL MAKE AN
ADJUSTMENT TO CASH WORKING CAPITAL?

A. In my direct testimony, | recommended several adjustments to the lead/lag days that
affected Materials and Supplies Expense, Printing and Office Supplies Expense, Tree
Trimming Expense and Work By Outsiders Expense. In Mr. Kleha’s rebuttal
testimony, he addressed my concerns about each of those expenses, and made
changes to the Company’s lag days. [ believe the changes made by the Company to
the lead/lag days are reasonable. Therefore, [ have accepted the lag days used in the
Company’s revised lead/lag study. However, an adjustment to cash working capital
is still necessary because of corollary affects of those O&M expenses about which we
still disagree. This is a routine adjustment that does not represent any philosophicai
difference on working capital components. On Schedule LKM-6S, page |, | present

this adjustment which reduces Pennsylvania jurisdictional rate basc by $1,102,000.

Surrebuttal Testimony of Lafayette K. Morgan, Jr. Page 2




Rent from Electric Property

MR. SCHADT HAS DISAGREED WITH YOUR ADJUSTMENT TO RENT
FROM ELECTRIC PROPERTY REVENUES, BUT HAS REVISED THE
RENT FROM ELECTRIC PLANT THAT PPL HAS INCLUDED IN THE
COST OF SERVICE. WOULD YOU PLEASE COMMENT ON HIS

REBUTTAL TESTIMONY ON THIS ISSUE?

g8 A In my direct testimony, | recommended an adjustment to Rent from Electric Property
9 to reflect growth in those revenues consistent with previous periods. Mr. Schadt
10 disagrees with my adjustment primarily because of the growth rate I used in my
11 adjustment. In short, Mr. Schadt believes the 8.14 percent that | used in deriving my
12 adjustment is too high. He also goes on to characterize my adjustment as arbitrary,
13 and states that there is no basis to conclude that PPL’s growth between 2006 and
14 2007 will be as high as its 2005 to 2006 growth.
15 In my direct testimony, | explained how | chose the growth rate that I used in
16 my adjustment and that a data limitation existed when [ prepared my testimony.
17 Despile the data limitation, | used a growth rate from data that was directly related to
18 rent from electric property, which was not at all arbitrary as Mr. Schadt has stated. In
19 fact, I point out in my direct testimony that an attempt was made not to overstate the
20 growth rate by limiting the period from which the growth rate was calculated. That
21 being said, PPL, in its rebuttal testimony, has now provided better data for the 2004 to
22 2006 pceriod, which | believe is more appropriatc to use for ratemaking purposcs.
23 Q. DO YOU AGREE WITH THE GROWTH THAT THE COMPANY
24 REFLECTED IN ITS REVISED RENT FROM ELECTRIC PROPERTY
25 REVENUES?

Surrebuttal Testimony of Lafayette K. Morgan, Ir. Page 3
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No. Rather than use the historic growth rate to project the ongoing revenues for the
rate effective period, Mr. Schadt has chosen to use the revenues budgeted for the
2007 budget year. According to him, these revenues are based on known contracts
and rates and reflect recent experience. On Exhibit IRS 5, Scheduie 2, Document 1,
he shows that the compound growth rate for the 2004 to 2006 period is 1.93 percent.
I believe it is more appropriate to use the historic compound growth rate rather than
the 2007 projected revenue. Applying the historic growth rate to the historic test year
revenue produces an ongoing level of revenues that is likely to be received during the
rate effective period. Conversely, the 2007 revenues that the Company has proposed
do not reflect the ongoing level of revenues during the rate effective period. Instead,
they only reflect the level of revenues expected to be received during 2007. The rates
from this proceeding will be in effect during 2008 and beyond. Based on the historic
growth pattern, the revenues coliected during the rate effective period would more
likely reflect the growth of the 2006 revenues at the historic growth rate rather than
2007 budget revenues.

Bascd on the foregoing, 1 have revised my adjustment to Rent from Electric
Property to the 1.93 percent growth rate rather than the 8.14 percent used in my direct
testimony. This adjustment is presented on Schedule LKM-9S and it reflects an

increase in rent from electric property revenues of $357,000.

Emplovee Expenses

PLEASE EXPLAIN THE REMAINING DIFFERENCE BETWEEN THE
OCA AND PPL RELATING TO EMPLOYEE EXPENSES.
In my direct testimony, | proposed an adjustment Lo remove a portion of employce

relocation costs and other employee expenses. The relocation cost was adjusted
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because it appeared to be unusually high when compared to the previous year. When
I inquired about the unusual level of the relocation expenses, PPL explained that what
appeared to be higher than usual costs were caused by the hiring of new high level
managers. In my direct testimony, | explained that such expenses were not recurring
costs, and that it would be proper to remove them from the cost ol service. In ils
rebuttal testimony, the Company stated that the data | was provided contained an
error, and that the historical test year expense was higher than what was reported. In
view of the corrected data, the future test year amount proposed by the Company is
reasonable and does not warrant an adjustment. Therefore, I have withdrawn my

adjustment to remove a portion of relocation costs.

With regard to Other Employee Expenses, | removed a portion of the costs as
not being supported, and the Company has not offered any new data to show that the
costs il included are reasonable. According to the response to OTS-RE-129, during

the historic test year PPL incurred costs of $500,000 relating to employee travel and

attendance to meeting and seminars. Based on its budget, PPL included $600,000 in

16 the future test year for these same activities. This amount reflects a 20 percent

17 increasc over the historic test year amount. I do not have a problem with this portion
18 of the future test year costs as it is not unusual to recognize some growth in expenses.
19 The problem is created when, further on in the data response, PPL indicates that it

20 included $300,000 for what appcar to be the same activities for which it had already
21 included $600,000. Although PPL describes the additional $300,000 slightly

22 differently by labeling it as the costs related to offsite seminars and conferences, PPL.
23 (in the response to OCA VI-14) confirms that the 2006 expenses of $500,000 did

24 include the costs of attending offsite seminars and conferences. In the response to

25 OCA VI-14, thec Company failed to provide any additional support for such a
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significant increase. In Mr. Schadt’s rcbuttal testimony. he simply asserts that my
adjustment is wrong but again offers no additional data to support his claim.
Thercfore, it is still my position that the costs have not been supported, and 1 am
recommending that the Commission adopt the $300,000 adjustment to remove those
expenses. On Schedule LKM-108S, I present this adjustment which decreases O&M

expense by $269,000 on a Pennsylvania jurisdictional basis.

Materials and Supply Expense

WOULD YOU PLEASE ADDRESS THE CRITICISM OF YOUR
ADJUSTMENT TO NORMALIZE MATERIALS AND SUPPLIES
EXPENSE BY MR. SCHADT?

Yes. In my direct testimony | recommended an adjustment 1o normalize Materials

and Supplies expense by removing nonrecurring costs. Mr. Schadt has responded by

14 focusing on one data response, which could lead the Commission to make the wrong
15 conclusion about this issue. Hence, il is necessary to clarify the issue before

16 responding to Mr. Schadt’s claim. The goal of my analysis was to determine the

17 components of the increase in materials and supplies and to ensure that the

18 components were appropriately supported.

19 In its cost of service, PPL has included $6,714,000, which reflccts an increase
20 of $1,324,000 in O&M expenses for Materials and Supplies Expense. PPL stated that
21 the increase was caused by the return of unused materials and supplies to inventory
22 ' during 2006." As part of my review, it was nccessary to determine whether the 2006
23 return of materials and supplies was an unusual event, and if not, whether the

1 . . . . . .
When materials and supplies are issued for use in operations, the costs are charged 1o expenses causing an
increase in expenses, When unused materials and supplics are returned to inventory, the costs are credited to

materials and supplics causing a decrease in expenses.
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! budgeted expenses reflected the normal return of unused materials and supplies to

2 inventory. In the response to OCA VI-10, PPL stated that the return of materials and
3 supplics to inventory was a normal part of operations. The Company also confirmed
4 that due to the manner in which the budgets are prepared, the budgeted amount for
5 materials and supplies expense did not include more costs than needed.
6 From the response to OCA I-11, I was also able to determine that only a
7 portion of the $1,324,000 was actually related to the return of unused materials.
8 According to that response, the total amount of the materials and supplies returned to
9 inventory during 2006 was $566,558. As a result, out of the $1,324,000 increase in
10 expenses that the PPL had claimed as being related to return of matenals and suppiies
11 to inventory, $757,000 was unaccounted for. In the response to OCA VI-i1, PPL
12 explained this difference by essentially indicating that it had increased the O&M
13 budget by $800,000 to account for repairs and repiacement of non-capital substation
14 repairs and replacement.
15 However, the Company’s actual budgets do not support the $800,000 increase
16 reflected in the cost of service. In the response to OCA 1-12, PPL stated that the
17 budget for materials and supplies for repairs and replacement for 2007, 2008 and
18 2009 was $5,129,000, $5,411,000 and $5,842,000, respectively. In comparison, the
19 actual expense for 2004, 2005 and 2006 were $5,096,000, $4,461,000 and
20 $5,390,000. As can be seen, the 2007 budget is less than the actual 2006 amount, the
21 2008 budget is slightly higher than the 2006 amount, and the 2009 budget is $450,000
22 higher than the 2006 amount ($350,000 less than the $800,000 amount included in the
23 cost of service). Hence, there appears to be no corroborating documentation to
24 support the $800,000 increase that the Company is claiming.
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WHY DO YOU BELIEVE MR. SCHADT’S REBUTTAL TESTIMONY

COULD LEAD TO AN ERRONEOUS CONCLUSION?
Mr. Schadt simply shows the growth in the materials and supplies budget with no
reference to the actual expense and then points to a higher total expense budget to
prove that expenses are increasing. He presents budget data as if they are actual
expenses, when in reality there are many variables that can change those amounts. In
fact, by the time the 2009 budget is finalized and adopted, the amounts are likely to
be very different from the amount he uses to support his 8.8 percent cost increase.
Consistent with that finding, 1 believe the Commission should reject Mr. Schadt’s
position and adopt my adjustment to reduce O&M expenses by $800,000 as shown on

Schedule LKM-138S.

Storm Damage Insurance Expense

14 Q. WOULD YOU PLEASE RESPOND TO MR. KRALL’S REBUTTAL

15 TESTIMONY ON STORM DAMAGE INSURANCE EXPENSE?

16 A Yes. Mr. Krall’s rebuttal testimony attempts to discredit my testimony by citing what
17 he sees as “fundamental errors” in my analysis. First, he criticizes me for summing
18 up the total insurance costs and the amount collected in rates for storm damage.

19 However, he states that amount should have been lower because I should have only
20 consiciered the distribution portion of the insurance costs. Second, he states that [

21 underestimated the cost of the ice storm damage by considering only the O&M costs.
22 He further confuses this issue by citing “another way to analyze” the benefit of the
23 storm damage insurance. Nevertheless, Mr. Krall has offered an alternative to the
24 Company’s initial claim whereby the PPL will accept recovery of the actual 5-year
25 average storm damage costs. This would result in a decrease of $3.5 million on a
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Pennsylvania jurisdictional basis from the Company’s imitial claim. The alternative
proposal by PPL is acceptable to the OCA because 1t reflects a normalized level of
actual storm damage cost which tend to fluctuate from year to year. Therefore, on

Schedule LKM-17S, I have revised my adjustment to reflect this reduction in costs.

Consumer Education Advertising Expenses

Q. MR. KRALL DISAGREES WITH YOUR ADJUSTMENT TO

NORMALIZE A PORTION OF THE CONSUMER EDUCATION

ADVERTISING EXPENSES. PLEASE RESPOND TO HIS TESTIMONY.

A. My primary disagreement with Mr. Krall on the consumer education advertising

expense centers on the $3.3 million of television advertising. Based on all the
cvidence provided, there is not an adequate basis to conclude that the Company will
be spending that amount of money on television advertising on an ongoing basis.

Mr. Krall responded to my direct testimony by stating in his rebuttal
testimony that | have misinterpreted the data response, which he attached to his
testimony. As can be seen in the data response, it is stated that the Company
“anticipates” spending $4.4 million per year. In my view “anticipates™ does not
imply a commitment or that there are definite plans to make these expenditure. In the
response 1o OCA VII-20, the Company provided the MDMS Business Case, which
presumably is the document that supports the investment in the MDMS. As | pointed
out in my direct testimony, the business case, which includes the expenditures for
future years, does not include the $4.4 million. Mr. Krall acknowledges this on page
18, lines 19 to 21 of his rebuttal testimony. Despite no evidence or any planning
document to show that level of expenditure will be made, Mr. Krall’s conclusion that

| have misinterpreted the data in rcaching the decision to remove the costs from O&M
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1 expenses is unfounded. The Commission, therefore, should reject his position and

2 adopt my adjustment reducing expenscs by $2.2 million as presented on Schedule
3 LKM-128.
4 Q. HOW DO YOU RESPOND TO MR. KRALL’S REBUTTAL ON THE
5 INSTITUTIONAL ADVERTISING EXPENSE ADJUSTMENT THAT YOU
6 REMOVED FROM THE COST OF SERVICE?
7 A | believe the Commission has been clear on its position on institutional advertising.
8 In fact, Mr. Krall does not dispute the Commission’s stance on institutional
9 advertising as stated in my direct testimony. Instead, his rebuttal indicates that the
10 costs that were described as institutional advertising are really informational
11 advertising. However, he offers no documentation or advertising copy to support the
12 Company’s claim. Therefore, | believe my adjustment to remove the $400,000 on
13 Schedule LKM-128 should be accepted by the Commission.
(4
15 Negative Net Salvage
16 Q. MR. SCHADT INDICATES IN HIS REBUTTAL TESTIMONY THAT THE
17 COMPANY CORRECTED AN ERROR IN ITS NET SALVAGE CLAIM.
18 HOW DOES THIS AFFECT YOUR ADJUSTMENT?
19 A When I calculated my adjustment to negative net salvage amortization, [ used the
20 $9,504,000 amount reported on Question 1[-D-13 of the Company’s filing as the
21 amount included in the cost of service. In Mr. Schadt’s rebuttal, he states that the
22 actual amount included in the cost of service as filed was $12,005,000 rather than the
23 $9,504,000. As aresult, the Company has corrected the error in its rebuttal filing.
24 Despite the fact that the cost of service includes the correct amount for
25 ncgative net salvage, my $530,000 adjustment is unchanged. This is because my
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adjustment assumed that the corrected amount of $9,504,000 was the amount
included in the cost of service. PPL’s $9,504,000 is based upon four years of
historical data and one year of projected data. As | indicated in my direct testimony,
counsel has advised me that the Commission has previously allowed amortization of
net salvage based upon five years of actual historical data. The use of actual 5-year
historical negative net salvage is reasonable becausc the Company is allowed to
recover its actual net salvage costs. Given that the net salvage is not subject to true-
up, the use of the projected data may result in an over- or under-recovery of net
salvage. Therefore, the Company’s negative net salvage amortization should be
adjusted by $530,000 as shown on Schedute LKM-18S.

Q. DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

A. Yes, it does.

95136.dnc
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Operating Revenues
Late Payment Revenue
Total Operating Revenues

Operating Expenses
O&M Expenses

Depreciation & Amortization Expenses
Taxes Other Than Income

Current State Income Tax

Current Federal Income Tax

Deferred Income Taxes

Investment Tax Credit

Total Operating Expenses
Net Operating Income
Rate Base

Return On Rate Base

Docket No. R-00072155

Schedule LKM-1S

Page 1 of 2
PPL ELECTRIC UTILITIES CORPORATION
Summary of Operating Income
For the Test Year Ended December 31, 2007
($000)
OCA
PAPUC OCA Recommended After
Jurisdictional Cost of Service ~ Amount After Change In Proposed

Amount per Co. Adjustments Adjustments Revenue Rate Increase
$ 667,322 $ 357 % 667679 0§ 37893 § 705,572
9,262 - 9,262 113 9,375

$ 676584 § 357 & 676,941 3 38,006 § 714,947
3 339648 % (7.194) & 332454 % 304 § 332758
109,643 (530) 109,113 - 109,113
49,227 - 49,227 2241 51468

9,824 804 10,628 3,543 14,171

33,162 2,534 35,696 11,171 46,867

8,378 - 8,378 - 8,378
(1,673} - (1.673) - (1.673)

$ 548,209 § (4386) & 543,823 8 17,258 $ 561,082
¥ 128375 % 4743 & 133,118 % 20,747 $ 153,865
$ 2020328 $ 2,019,226 $ 2019226
6.35% 6.59% 7.62%



PPL ELECTRIC UTILITIES CORPORATION

Summary of Revenue increase at OCA Rate of Return

For the Test Year Ended December 31, 2007

Adjusted Rate Base
Required Rate of Return

Net Operating Income Required
Net Operating Income at Present Rates

Income Deficiency/(Surplus)
Revenue Multiplier

Required Change in Company Revenue

Proposed Revenue Change
Uncollectibles
Gross Revenues Tax

Subtotal
State Income Tax

Subtotal
Federal Income Tax

Net Income Increase Required

(3000)

0.80%
5.90%

9.89%

35.00%

Amount

2,019,226
7.62%

153,865
133,118

20,747
1.83186

38,006

38,006
304
2,241

35,461
3,543

31,918
11,171

20,747

Docket No. R-00072155
Schedule LKM-1S
Page 2 of 2

Schedule LKM-2S, Page 2

Schedule LKM-15, Page 1



Docket No. R-00072155
Schedule LKM- 25

Page 1of 2
PPL ELECTRIC UTILITIES CORPORATION
Summary of Rale Base
For the Test Year Ended December 31, 2007
(5000)
PAPUC OCA Amount
Jurisdictional Rate Base After
Amount per Co. Adjustments Adjustments
Total Plant in Service $ 3848933 § - $ 3848933
Accumulated Depreciation (1,464,244} - {1,464,244)
Net Plant in Service $ 23848689 §$ - $ 2,384,689
Cash Working Capital $ 18,063 $ (1,102) $ 16,961
Materials & Supplies 24,250 - 24 250
Plant Hetd For Future Use - - -
Customer Advances (269) - (269)
Customer Deposits {15,950) - (15,950)
Accumulated Deferred Income Taxes {390,455) - {390,455)
Total Rale Base $ 2,020,328 3 (1.402) $ 2,019,226




Docket No. R-00072155

PPL ELECTRIC UTILITIES CORPORATION

Summary of Rate Base Adjustments
For the Test Year Ended December 31, 2007

Rate Base per Campany Filing

QCA Adjustments:
Plant Held For Future Use
Cash Working Capital

Total Ratemaking Adjustments

Adjusted Rate Base per OCA

($000)

Source

Schedule LKM- 2S
Page 2 of 2

PAPUC
Jurisdictional
Amount per Co,

Schedule LKM-2S, Page 1

Schedule LKM-53
Schedule LKM-6S, Page 1

$ 2020328
$ -

(1,102)
$ (1,102)
$ 2,019,226




PPL ELECTRIC UTILITIES CORPORATION

Summary of Adjustments to Net Income
For the Test Year Ended December 31, 2007

($000)

Net Income per Company

OCA Adijustments:

Reflect Miscellaneous Revenues

Annualize Forfeited Discount Revenues
Annualize Rent from Electric Property Revenues
Remove Excess Employee Expenses
Normalize Telephone and Leased Wire Expense
Normalize Advertising Expense

Normalize Materials and Supplies Expense
Annualize Pension Expense

Annualize OPEB Expense

Annualize Property Insurance Expense

Remove Storm Insurance Expense

Normalize Negative Nel Salvage

Normalize Capital Stock Tax

Interest Synchronization

Total Ratemaking Adjustments

Total Adjusted Net Income per OCA

Docket No. R-00072155
Schedule LKM-3S

Page 1 of 2

Total Company
Amount

$ 128,375

209
157

1,527
467

2,056
310

16

$ 4,743

$ 133,118



Dackel No. R-00072155
Schedule LKM-35

Page 2 of 2
PPL ELECTRIC UTILITIES CORPORATION
Summary of Adjustments (o Nel income
For the Test Year Ended December 31, 2007
(3000)
Depreciation Current Curreat Net
Operating Q&M & Amortization  Taxes Other Stale tncome  Federal Income  Deferred lncome Investment Operaling
Revenues Expenses Expenses Than Income Taxes Tax Taxes Tax Credil income
PA Jurisdictional Amount per Company 3 676,584 3 339,648 3 109643 $ 49,227 $ 9,824 3 33,162 5 8,378 3 (1673 § 128,375
OCA Adjustmenls;
Reflect Miscellaneous Revenues s - S - % - $ - $ - 3 - 3 - $ - % -
Annualize Forfeited Discount Revenues - - - - - - - - -
Annualize Rent from Electric Property Revenues 357 - - - 36 112 - - 209
Remaove Excess Employee Expenses B (269) - - 27 85 - - 157
MNormalize Telephone and Leased Wire Expense . B - - - - - - -
MNormalize Advenlising Expense - (2.610) - - 261 B22 - - 1,527
Normalize Materials and Supplies Expense - (799) - - 80 252 - - 467
Annualize Pension Expense - - - - - - - - -
Annualize OPEB Expense . . - - - - - - -
Annualize Property Insurance Expense - - - - - - - -
Remove Storm Insurance Expense - {3.515) - - 351 1,108 - - 2,056
MNormalize Negative Net Salvage B - (530) - 53 167 - - 310
Normalize Capital Slock Tax - - - - - - - - -
interest Synchronization - - - - (4) (12) - - 16
Tolal Ratemaking Adlustments $ 357 3 {7,194y § (530) 3% - 3 B804 3 2,534 3 - 3 - 5 4,743
Tolal Adjusted Income $ 676941 $ 332,454 $ 109,113 s 49!227 3 10,628 3 35,696 5 8378 3 (1673) % 133,118




PPL ELECTRIC UTILITIES CORPORATION

Reconciliation of Current State and Federal Income Taxes

For the Test Year Ended December 31, 2007

CALCULATION OF COMBINED CURRENT INCOME TAX

Net Operating Income Before Income Taxes
Adjustments for Income Taxes (Including Interest)

Subtotal
Special Tax Deductions

State Taxable Income
State Income Tax

Federal Taxable Income Before State Income Tax
State Income Tax

Federal Taxable Income
Federal Income Tax
Consolidated Tax Adjustment
Federal Tax Credits

Net Federal Income Tax

Net Combined Current Income Tax

9.99%

35.00%

Total Combined Current Income Taxes (Schedule LKM-1,

Page 1)

Unreconciled/Rounding

Jockel No. R-GO07Z155
Schedule LKM-45

Test Year Rate Change After
Test Year Ratemaking at Present at OCA Proposed
Per Company Adjustments Rates Rate of Return Increase
$ 171,381 3 8,081 179,442 $ 35461 3 214,903
(64,702} {37} (64,739) - (64.739)
3 106,659 $ 8,044 114,703 3 35,461 $ 150,164
(8.320) - (8,320) - (8,320
3 98,339 3 8,044 106,383 $ 35,461 $ 141,844
$ 9,824 5 804 10,628 $ 3,543 3 14,170
3 106,659 5 8,044 114,703 $ 35,481 5 150,164
] 9,824 3 804 10,628 $ 3,543 3 14,170
$ 96,835 3 7,240 104,075 $ 31,918 $ 135,994
33,892 2,534 36,426 11,171 47,598
(616) ~ (616) - {618)
(114) - {114) - {114)
5 33,162 % 2,534 35,696 3 11,171 3 46,868
g 42,986 $ 3,338 46324 $ 14,714 3 61,038
42,986 3,338 46,324 14,714 61,038
$ - $ - - $ - $ -




Docket No. R-00072155
Schedule LKM-5S

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Remaove Plant Held For Future Use
For the Test Year Ended December 31, 2007

($000)

Total Distribution Plant Held For Future Use
Included in Rate Base

Adjustment to Rate Base

Notes:
1/ Exhibit Future 1, C-1.

PAPUC
Jurisdictional

Amount 1/



PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Allowance for Cash Working Capital
For the Test Year Ended December 31, 2007
($000)

O&M Expense Cash Working Capital
Average Prepayments

Accrued Taxes

Interest Payments

Preferred and Preference Dividends

Total Cash Working capital requirement per OCA
Total Cash Working capital requirement per Company

Adjustment to Cash Working Capital
PAPUC Jurisdictional Allocation Factor

Adjustment to Cash Working Capital

Notes:

1/ Schedule LKM 68, Page 2.

2/ Exhibit Future 1-Revised, C-4, Page 1.
3/ Schedule LKM 63, Page 5.

4/ Schedule LKM 65, Page 6.

5/ Schedule LKM 65, Page 7.

Docket No. R-00072155
Schedule LKM-6S
Page 1 of 2

Amount
3 15,106 1/

2,470 2/
16,906 3/
(9,139) 4/

9 5/

3 25,352
26,931 2/

$ (1,579)
69.79% 6/

$ (1,102)

6/ Calculated based on data presented on Exhibit JMK-2A-Revised, Page 17, Line 10,



Docket No. R-00072155
Schedule LKM-6S

Page 2 of 2
PPL ELECTRIC UTILITIES CORPORATION
O&M Allowance for Cash Working Capital
For the Test Year Ended December 31, 2007
(3000)
Amount 1/
Total Pro Forma O&M Expenses 3 579,384
Less: Non-cash Items and Adjustments
Uncollectibles 20,155
On-Track Customer Assistance Expense 4,500
Amortization of 2005 Ice Storm Cost 1,611
Remove Excess Employee Expenses 300
Normalize Telephone and Leased Wire Expense -
Normalize Advertising 2610
Normalize Materials and Supplies Expense 800
Adjustment to Pension Expense -
Adjustment to Postretirement Benefits Expense -
Annualize Property Insurance Expense -
Remove Storm Insurance Expense 3,515
Total Reductions from Working Capital Base - 33,491
Pro Forma O&M Expenses for Cash Warking Capital 3 545,893
Daily O&M Expense 3 1,496
Average Revenue Lag Days 4520 2/
Average O&M Expense Lag Days 3510 1/
Average Net Lag 10.10
O&M Expense Cash Working Capital per OCA $ 15,106

Notes:
1/ Exhibit Future 1-Revised, C-4, Page 2.
2/ Revenue Lag Days per Exhibit Historic C-4, Page 2.




Docket No, R-00072155
Schedule LKM-6S

Page 3 of 11
PPL ELECTRIC UTILITIES CORPORATION
Caleulation of O&M Expenses Lag
For the Test Year Ended December 31, 2007
Doliar
Amount 1/ Lag Days i/ Days

Withdrawn

Notes:
1/ Exhibit Histeric C-4, Page 2.
2/ Schedule LKM-6S, Page 4.




Notes:

1/ Aftachment 11-B-4, Page 4.
2/ Schedule LKM-6S, Page 8.
3/ Schedute LKM-6S, Page 9.

Docket No. R-00072155
Schedule LKM-6S

Page 4 of 11
PPL ELECTRIC UTILITIES CORPORATION
Calculation of Other Expenses Lag
For the Test Year Ended December 31, 2007
Dollar
Amount tli Lag Days 1/ Days

Withdrawn

4/ Schedule LKM-6S, Page 10.
5/ Schedule LKM-6S, Page 11.
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Schedule LKM-6S

Page 5 of 11
PPL ELECTRIC UTILITIES CORPORATION
Accrued Taxes
For the Test Year Ended December 31, 2007
12-Month
Amount Accrued Factor 1/ Accrued Taxes

Federal Income Tax $ 65,679 -3.82% 3 (2,509)
PA Income Taxes 20,847 -1.74% (363)
PA Gross Receipts Tax 82,777 35.76% 18,873
PA Capital Stock Tax 2,012 -1.74% (35)
PA Public Utillity Realty Tax 4,039 23.26% 939
Total Accrued Taxes 3 16,906

Notes;
1/ Exhibit Future C-4, Page 4.



Total Company Rate Base
Weighted Cost of Debt

Pro forma Interest Expense

Daily Interest Expense
Net Interest Lag Days

Total Accrued Taxes

Notes:
1/ Exhibit Future C-4, Page 5.

PPL ELECTRIC UTILITIES CORPORATION

Interest Payments
For the Test Year Ended December 31, 2007

Docket No. R-00072155
Schedule LKM-6S

Page 6 of 11
Amount
B 2,644,059
2.82%
3 74,562
$ 204
44.80 1/
$ 9,139




Total Company Rate Base
Weighted Cost of Debt

Pro forma Interest Expense

Daily Interest Expense
Net Interest Lag Days

Total Accrued Taxes

Notes:
1/ Exhibit Future C-4, Page 6.

PPL ELECTRIC UTILITIES CORPORATION

Preferred and Preference Dividends
For the Test Year Ended December 31, 2007

Docket No. R-00072155
Schedule LKM-6S
Page 7 of 11

Accrued Taxes

$ 2,644,059
0.65%

$ 17,186

§ 47
(0.20) 1/

$ (9)
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Schedule LKM-6S
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PPL ELECTRIC UTILITIES CORPORATION

Calculation of Materials Expense Lag
For the Test Year Ended December 31, 2007

Voucher Invoice Mid Point of
Number 1/ Number 1/ Service Period 1/ Payment Date 1/ Amount 17 LagDays 1/ Dollar Days

Withdrawn
Notes:
1/ Attachment |i-B-4, Page 4.
2/ Response to OTS-RE-111-D.
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Schedule LKM-6S
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PPL ELECTRIC UTILITIES CORPORATION

Calcutation of Printing & Office Supply Expense Lag
For the Test Year Ended December 31, 2007

Voucher tnvoice Mid Point of
Number 1/ Number 1/ Service Period 1/ PaymentDate 1/ Amount 17/ LagDays 1/ _ Dollar Days

Withdrawn
Notes:
14 Attachment iI-B-4, Page 5.
2/ Response to OTS-RE-112-D.
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Schedule LKM-6S
Page 10 of 11

PPL ELECTRIC UTILITIES CORPORATION

Calculation of Tree Trimming Expense Lag
For the Test Year Ended December 31, 2007

Voucher Invoice Mid Paint of
Number 11 Number 1f Service Period 1/ Payment Date 1/ Amount i LagDays 1/ _ Dollar Days

Withdrawn
Notes:
1/ Attachment |I-B-4, Page 6.
2/ Response to OTS-RE-113-D.



Docket No. R-00072155
Schiedute LKM-55
Page 11 of 11

PPL ELECTRIC UTILITIES CORPORATION

Calculation of Work By Outsiders Lag
For the Test Year Ended December 31, 2007

Voucher invoice Mid Point of
Number !l Number 1/ Service Period 1/ Payment Date 1/ Amount 1/ Lagbays 1/ Dollar Days

Withdrawn

Notes:
1/ Attachment |I-B-4, Page 7.
2/ Response to OTS-RE-114-D.



Docket No. R-00072155
Schedule LKM-75

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Reflect Miscellaneous Revenues
For the Test Year Ended December 31, 2007

{3000)
Jurisdictional
Amount
Total Historic Test Year Miscellaneous Revenues 3 . 369 1/
Total Miscellaneous Revenues per Compary 369 2/
Adjustment to Miscellaneous Revenues 3 -

Notes:
1/ Exhibit Historic 1, D-3, Page 1.
2/ Exhibit Future 1-Revised, D-3, Page 1.



Docket No. R-000721585
Schedule LKM-85

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Annualize Forfeited Discount Revenues
For the Test Year Ended December 31, 2007

($000)
__Amount _ 1/
Total Sale of Electricity Revenues 33,122 688
3-Year Forfeited Discount Ratio 0.30%
Annualized Forfeited Discount Revenues $ 9,262
Annualized Forfeited Discount Revenues Per Company 9,262
Adjustment to Forfeited Discount Revenues $ -

Notes:
1/ Exhibit JRS 5, Schedule 1, Document 1.



2006 Jurisdictional Rent from Electric Property Revenues
2004 -2006 Compund Annual Growth Rate

Annualized Jurisdictional Rent from Electric Property Revenues
Annualized Jurisdictional Rent from Electric Property Revenues per PPL

Adjustment to Revenues

Notes:

1/ Exhibit JRS 5, Schedule 2, Document 1.

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Annualize Rent from Electric Property Revenues
For the Test Year Ended December 31, 2007

Docket No. R-00072155

Schedule LKM-9S

Amount 1/
$ 29481
1.93%
$ 30,050
29,603
3 357




Docket No. R-00072155
Schedule LKM-10S

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Remove Excess Empioyee Expenses
For the Test Year Ended December 31, 2007

($000)
Amount
Unusual Relocation Location Costs $ -
Unsupported Employee Expenses 300 1/
Adjustment to T&D O&M Expenses $  (300)
PAPUC Jurisdictional Allocation Factor 89.83% 2/
Adjustment to O&M Expenses $ (269

Notes:
1/ Response to OTS-RE-129.
2/ Calculated based on data presented on Exhibit JMK-2, Page 20, Line 5.




Docket No. R-00072155
Schedule LKM-11S

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Telephone and Leased Wire Expense
For the Test Year Ended December 31, 2007

(3000)
Amount
Telephone and Leased Wire Expense $ 400
Normalization Period {Years) 3
Normalized Telephone and Leased Wire Expense $ 133
Telephone and Leased Wire Expense Included in Cost of Service 133
Adjustment to T&D O&M Expenses $ 0
PAPUC Jurisdictional Allocation Factor 100.00%
Adjustment to O&M Expenses $ -

Notes:
1/ Response to OTS-RE-129.
2/ Witness Schadt's Rebuttal Testimony at Pages 8 and 9.



PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Advertising Expense
For the Test Year Ended December 31, 2007

($000)

Energy Conservation/Efficiency Television Advertising
Normalization Period

Normalized Amount
Test year Amount

Adjustment to Energy Conservation/Efficiency Television Advertising
Institutional Advertising Included in Account 909
Remove Institutional Advertising Included in Account 909

Adjustment to T&D O&M Expenses
PAPUC Jurisdictional Allocation Factor

Adjustment to O&M Expenses

Notes:
1/ Response to OTS-RE-62-D.

2/ Calculated based on data presented on Exhibit JMK-2, Page 25, Line 4.

Docket No. R-00072155
Schedule LKM-125

Amount
$ 3,315 1/
3
$ 1,105
3,315
$ (2.210)
$ 400 1/
3 {400)
$ (2,610)

100.00% 2/

3 {2.610)




Docket No. R-00072155
Schedule LKM-13S

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Materials and Supplies Expense
For the Test Year Ended December 31, 2007

{$000)
Amount
Non-Capital Repairs to Substation Equipment $ 800 1/
Adjustment to T&D O&M Expenses $ {(800)
PAPUC Jurisdictional Allocation Factor 99.92% 2/
Adjustment to O&M Expenses $ _ (799)

Notes:
1/ Response to OCA Vi-11.

2/ Calcuiated based on data presented on Exhibit JMK-2, Page 25, Line 2.



Docket No. R-00072155
Schedule LKM-148

PPL ELECTRIC UTILITIES CORFORATION
Adjustment to Annualize Pension Expense

For the Test Year Ended December 31, 2007
{$000)

Arnount 11

PPl Retirement Plan
Pension Cost per PPL Corp. March 2007 Actuarial Study $ 25,966
Black Lung Funds -

Net Pension Costs $ 25,966
PPL Electric Allocation Factor 35.75%
PPL Electric Allocated Pension Costs $ 9,283
0O&M Percentage 64.50%
PPl Electric Pension Expense $ 5,987
PPL Electric Pension Expense per Budget 5,887
Adjustment to PPL Retirement Plan Expenses 5 -

PPL. Supplemental Executive Retirement Plan (SERP)

PPL Corp. 2006 SERP Actuarial Cost 3 7,187

PPL Electric Allocation Factor 7.59%
PPL Electric Allocated Pension Costs $ 545

O&M Percentage 64.50%
PPL Electric SERP Pension Expense b 352

PPL Electric SERP Pension Expense per Budget 352

Adjustment to T&D O&M Expenses 3 -

Adjustment to T&D O&M Expenses $ -

PAPUC Jurisdictional Allocation Factor 89.54%
Total Adjustment to O&M Expense $ -

Notes:

1/ Exhibit JRS 5, Schedule 7, Document 1.



Docket No. R-000721558
Schedule LKM-158

PPL ELECTRIC UTILITIES CORPORATION

Adjustrent to Annualize Postretirement Benefits Other Than Pension Expense
For the Test Year Ended December 31, 2007

{$000})
. Amount 1/
2006 OPEB Actuarial Study Costs $ 39,505
PPL Electric Allocation Factor 37.41%
PPL Electric Allocated OPEB Costs $ 14,779
O&M Percentage 64.50%
PPL Electric OPEB Expense 5 9,532
PPL Electric OPEB Expense per 2007 Budget 9,532
Adjustment to T&D O&M Expenses 3 -
PAPUC Jurisdictional Allocation Factor 89.54%
Adjustment to O&M Expense 3 -

Notes:
1/ Exhibit JRS 5, Schedule 8, Document 1.



Docket No. R-00072155
Schedule | KM-16S

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Annualize Property Insurance Expense
For the Test Year Ended December 31, 2007

($000)
Amount
Unsupported Costs Included in Account 926 - - 1
Adjustment to T&D O&M Expenses 5 -
PAPUC Jurisdictional Allocation Factor 89.54% 2/
Adjustment to O&M Expenses $ -

Notes.
1/ Response to OTS-RE-G7.
2/ Calculated based on data presented on Exhibit JMK-2, Page 20, Line 4.



Docket No. R-00072155
Schedule LKM-17S

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Remove Storm Damage Insurance Expense
For the Test Year Ended December 31, 2007

($000)
Amount

Five-year Average Storm Damage Expense $ 12,800
PAPUC Jurisdictional Allocation Factor 76.04% 1/
Jurisdictional Five-year Average Storm Damage Expense % 8,734
Total Jurisdictional Storm Damge Insurance Premiums and

Normalized Storm Damge not Covered by Insurance 13,249 2/
Adjustment to T&D O&M Expenses $ {3,515)
PAPUC Jurisdictional Allocation Factor 100.00% 2/
Adjustment to O&M Expenses 3 (3,515)

Notes:
1/ Calculated based on data presented on Exhibit JMK-1, Page 20, Line 11.
2/ Mr. Krall's Rebuttal Testimony at Page 7, line 22.



Docket No. R-00072155
Schedufe LKM-18S

PPL ELECTRIC UTILITIES CORPORATION
Adjustment to Normalize Negative Net Salvage

For the Test Year Ended December 31, 2007

($000)

Cost of Gross Negative Net

Removal Salvage Salvage
12 Menths Ending:
December 31, 2002 $ 7936 1% (1392) 1/ % 6,544
December 31, 2003 11,860 2/ (1,802) 2/ 10,058
December 31, 2004 13,097 2/ (1,453} 2/ 11,644
December 31, 2005 11,076 2/ (5,9086) 2/ 5170
December 31, 2006 13710 2/ {2,564) 2/ 11,146
5-Year Average per OCA $ 8912
5-Year Average per Company 9,504 2/
Adjustment $ {592)
PAPUC Jurisdictional Allocation Factor 89.54%
Adjustment to Depreciation & Amortization Expenses $ (530)

Notes:
1/ Respanse to OCA |-50.
2/ Attachment I1-D-13.



Docket No. R-00072155
Schedule LKM-18S

PPL ELECTRIC UTILITIES CORPORATION

Adjustment to Normalize Capital Stock Tax Expense
For the Test Year Ended December 31, 2007

($000)

2003 Net Income
2004 Net Income
2005 Net Income
2006 Net income
2007 Net Income
Total Book Income

Average Net Income
Average Net Income / 9.5%
Net Worth @ End of Year

Net Worth per Return X .75
Total Average Net Income / 9.5% and Net
Worth per Return X .75

Subtotal Divided by 2

Less Exemption

Capital Stock Value
Apportionment Percentage
Taxable Value

Rate

Capital Stock Tax

PA Education Tax Credit

Net Capital Stock Tax

Capital Stock Tax per Company
Adjustment to Taxes Other Than Income

Notes

1/ Exhibit Future 1 D-12, Page 2, Revised 7/27/2007.

2/ Capital Stock Tax Rate Effective 2008.

__Amount__1/

3 28,470
60,302

92,437

85,102

50,350

$ 316,661
$ 63,332
$ 666,655
5 1332576
8 999,432
3 1666087
% 833,043
(150)

$ 832893
0895720
3 746,039

0.289% 2/

5 2,156
(144)

$ 2,012
2,012

$ -



Docket No. R-00072155
Schedule LKM-20S

PPL ELECTRIC UTILITIES CORPORATION

Interest Synchronization Adjustment
For the Test Year Ended December 31, 2007

Amount
OCA Rate Base $ 2,019,226 1/
Weighted Cost of Debt 2.82%
Adjusted Interest Deduction 5 56,942
Interest Deduction Per Company 56,905 2/
Adjustment to Synchronize Interest Expense $ 37
Effective State Income Tax Rate 9.99%
Adjustment to State Income Taxes $ (4)
Federal Income Tax Base $33
Federal Income Tax Rale 35.00%
Adjustment to Federal Income Taxes $ (12)

Notes:
1/ Schedule LKM-2, Page 1.
2/ Exhibit IMK-2A-Revised, Section lll, Page 28.
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APPLICATION OF
PPL ELECTRIC UTILITIES CORPORATION
DOCKET NO. R-00072155

DIRECT TESTIMONY

OF
DAVID C. PARCELL

INTRODUCTION

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS ADDRESS.

My name is David C. Parcell. [ am President and Senior Economist of Technical
Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond,
Virginia 23219.

PLEASE BRIEFLY DESCRIBE YOUR BACKGROUND AND EXPERIENCE.

I hold B.A. (1969) and M.A. (1970) degrees in ecconomics from Virginia Polytechnic
Institute and State University (Virginia Tech) and a M.B.A. (1985) from Virginia
Commonwealth University. 1 have been a consulting economist with Technical
Associates since 1970. In connection with this, [ have previously filed cost of capital
testimony in about 400 public utility ratemaking proccedings before some 40 regulatory

agencics in the United States and Canada.

WHAT IS THE PURPOSE OF YOUR TESTIMONY IN THIS PROCEEDING?

| have been retained by the Office of Consumer Advocate (“OCA™) 1o evaluate the cost
of capital aspects of the current filing of PPL Electric Utilitics Corporation (“PPL
Electric™ or “Company™). | have performed independent studies and am making
recommendations of the current cost of capital for PPL Electric. In addition, since PPL
Electric is a subsidiary of PPL Corporation (“PPL” or “Parent™), | have also evaluated

this entity in my analyses.

Technical Associates, Inc.



HAVE YOU PREPARED AN EXHIBIT IN SUPPORT OF YOUR TESTIMONY?
Yes, | have prepared one cxhibit, labeled Exhibit DCP-1, identified as Schedule 1
through Schedule 15. This exhibit was prepared either by me or under my direction. The

information contained in this exhibit is correct to the best of my knowledge and belief.

I~

Technical Associates, Inc.



1 IL RECOMMENDATIONS AND SUMMARY
2
3 Q. WHAT ARE YOUR RECOMMENDATIONS IN THIS PROCEEDING?
4 Al My overall cost of capital recommendation for PPL Electric is:
> Percent Cost Return
6 Long-Term Debt 46.41% 5.93% 2.75%
7 Preferred Stock 10.46% 6.24% 0.65%
Common Equity 43.13% 9.63% 4.15%
8 Total 100.00% _7.56%
9
10 The application of PPL Electric requests a rcturn on common equity of 11.5
11 percent and overall rate of return of 8.36 percent.
12
13 Q. PLEASE SUMMARIZE YOUR ANALYSES AND CONCLUSIONS.
14 A, This proceeding is concerned with PPL Electric’s regulated electric utility operations in
15 Pennsylvania. My analyses are concerned with the Company’s total cost of capital. The
16 first step in performing these analyses is the development of the appropriate capital
17 structure. PPL, Electric’s proposed capital structure is the estimated December 31, 2007
18 capital structure of the Company. [ have also used this capital structure in my analyses.
19 The second step in a cost of cabital calculation is a determination of the embedded
20 cost rates of debt and preferred stock. [ have used the cost rates for debt and preferred
21 stock proposed by PPL Electric.
22 The third step in the cost of capital calculation is the estimation of the cost of
23 common equity. | have employed three recognized methodologies to estimate the cost of
24 cquity for PPL Electric. Each of thesc methodologies is applied to two groups of proxy
25 clectric utilities. These three methodologies and my findings are:
20
27 . Methodology - Range
28 Discounted Cash Flow 9.0-10.25% (9.63% mid-point)
Capital Asset Pricing Model 9.9-10.3% (10.1% mid-point)
Comparable Eamings 10.0%

"The 7.56% total reflects the actual total cost of capital. as shown on Schedule 13, This contrasts with the apparent
7.535% sum ol the individual “retorn” figures shown above. The difference relates to the fact that the actual returns
listed here are rounded, whereas Schedule 13 indicates non-rounded figures.

3
Technical Associates, Inc.
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Based upon these findings, it is my conclusion that the cost of common equity for PPL
Electric is within a range of 9 percent to 10.25 percent (9.625 percent mid-point), which
reflects the range for each mode! examined. | recommend 9.625 percent as the cost of
cquity for PPL Electric. | note that this recommendation gives more weight to the DCF
methodology.

Combining these three steps into weighted cost of capital results in an overall rate

of return of 7.56 percent (which incorporates a cost of common equity of 9.625 percent).

Technical Associates, Inc.
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I11.

ECONOMIC/LEGAL PRINCIPLES AND METHODOLOGIES

WHAT ARE THE PRIMARY ECONOMIC AND LEGAL PRINCIPLES THAT
ESTABLISH THE STANDARDS FOR DETERMINING A FAIR RATE OF
RETURN FOR A REGULATED UTILITY?

Public utility rates arec normally ecstablished in a manner designed to allow the
opportunity for recovery of their costs, including capital costs. This is frequently referred
to as “cost of service” ratemaking. Rates for regulated public utilities traditionally have
been primarily established using the “rate base - rate of return” concept. Under this
method, utilities are allowed 1o recover a level of operating expenses, taxes, and
depreciation deemed reasonable for rate-setting purposes, and are granted an opportunity
to earn a fair rate of return on the assets utilized (i.e., rate base) in providing service to
their customers.

The rate base is derived from the asset side of the utility’s balance sheet as a
dollar amount, and the rate of return is developed from the liabilities/owners’ equity side
of the balance sheet as a percentage. The revenue impact of the cost of capital is thus
derived by multiplying the rate base by the rate of return and aliowing a factor for income
taxes.

The rate of return is devcloped from the cost of capital, which is estimated by
weighting the capilal structure components (i.e., debt, preferred stock, and common
equity) by their percentages in the capital structure and multiplying these by their cost
rates. This is also known as the weighted cost of capital.

Technically, “fair ratc of return” is a legal and accounting concept that refers to an
ex post (alter the fact) carned return on an asset base, while the cost of capital is an
cconomic and financial concept which refers to an ex ante (before the fact) expected or
required return on a liability base. In regulatory proceedings, however, the two terms are
often used interchangeably. | have equated the two concepts in my testimony.

From an economic standpoint, a fair rate of return 1s normally interpreted to mean
that an efficient and economically managed utility will be able to maintain its financial

integrity, attract capital, and establish comparable returns for similar risk vestments.

Technical Associates, Inc.
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These concepts are derived from economic and financial theory and are generally
implemented using financial models and economic concepts.

Although I am not a lawyer, and I do not offer a legal opinion, my testimony is
based on my understanding that two United States Supreme Court decisions are
universally cited as providing the standards for a fair rate of return. The first is Bluefield
Water Works and Improvement Company v. Public Serv. Comm’n of West Virginia, 262

U.S. 679 (1923). In this decision, the Court stated:

What annual rate will constitute just compensation depends upon many
circumstances and must be determined by the exercise of fair and
enlightened judgment, having regard to all relevant facts. A public
utility is entitled to such rates as will permit it to earn a return on the
value of the property which it employs for the convenience of the public
equal to that generally being made at the same time and in the same
general part of the country on investments in other business
undertakings which are attended by corresponding risks and
uncertainties; but it has no constitutional right to profits such as arc
realized or anticipated in highly profitable enterprises or speculative
ventures. The return should be reasonably sufficient to assure
confidence in the financial soundness of the utility, and should be
adequate, under efficient and economical management, to maintain and
support its credit and enable it to raise the money nccessary for the
proper discharge of its public duties. A rate of return may be reasonable at
one time, and become too high or too low by changes affecting
opportunities for investment, the money market, and business conditions
generally.

Blucfield, 262 U.S. at 692-93 {(emphasis added). It is my understanding that the Bluefield
decision cstablished the following standards for a fair rate of return: comparabic
carnings, financial integrity, and capital attraction. [t also noted the changing level of
required returns over time as well as an underlying assumption that the utility be operated
in an efficient manner,

The second decision is Federal Power Commission v. Hope Natural Gas

Company, 320 U.S. 591 (1942). I[n that decision, the Court stated:

The rate-making process under the [Natural Gas] Act, i.e., the fixing of
‘just and rcasonable’ rates, involves a balancing of the investor and
consumer interests . . . . From the investor or company point of view it is
important that there be enough revenue not only for operating expenses
but also for the capital costs of the business. These include service on the
debt and dividends on the stock. By that standard the return to the equity

Technical Associates, Inc.
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owner should be commensurate with returns on investments in other
enterprises having corresponding risks. That return, morcover, should
be sufficient to assure confidence in the financial integrity of the
cnterprise, so as to maintain its credit and to attract capital.

Hope, 320 U.S. at 603 (emphasis added). The Hope case is also frequently credited with
establishing the “end result” doctrine, which maintains that it is the end result that is
reviewed for reasonableness.

The three economic and financial parameters in the Bluefield and Hope

decisions— comparable earnings, financial integrity, and capital attraction— reflect the
economic criteria encompassed in the “opportunity cost” principle of economics. The
opportunity cost principle provides that a utility and 1ts investors should be afforded an
opportunity (not a guarantec) to earn a return commensurate with returns they could
expect to achieve on investments of similar risk. The opportunity cost principle is
consistent with the fundamental premise on which regulation rests, namely, that it is

intended to act as a surrogate for competition.

HOW CAN THESE PARAMETERS BE EMPLOYED TO ESTIMATE THE COST
OF CAPITAL FOR A UTILITY?

Neither the courts nor ecconomic/{inancial theory have developed exact and mechanical
procedures for precisely determining the cost of capital. This is the case because the cost
of capital is an opportunitly cost and is prospective-looking, which dictates that it must be
estimated.

There are several useful models that can be employed to assist in estimating the
cost of cquity capital - the component of the capital structure that is the most difficult to
determine. These include the discounted cash flow (“DCF™), capital assct pricing model
(“CAPM™), comparable earnings (“CE”) and risk premium (“RP”) methods. Each of
these methods (or models) differs from the others and cach, if properly employed, can be

a useful tool in estimating the cost of common equity for a regulated utility.

WHICH METHODS HAVE YOU EMPLOYED IN YOUR ANALYSES OF THE
COST OF COMMON EQUITY IN THIS PROCEEDING?

Technical Associates, Inc.



A. | have utilized three methodologics to determine PPL Electric’s cost of common equity:
the DCF, CAPM, and CE methods. Each of these methodologies will be described in

more detail in miy testimony that follows.

Technical Associates, Inc.
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A.

GENERAL ECONOMIC CONDITIONS

WHY ARE ECONOMIC AND FINANCIAL CONDITIONS IMPORTANT IN
DETERMINING THE COSTS OF CAPITAL?

The costs of capital, for both fixed-cost (debt and preferred stock) components and
common equily, are determined in part by current and prospective economic and
financial conditions. At any given time, each of the following factors has an influence on
the costs of capital: the level of economic activily (i.e., growth rate of the economy), the
stage of the business cycle (i.c., recession, expansion, or transition), and the level of
inflation. My understanding is that use of the factors is consistent with the Supreme
Court’s Bluefield decision, which noted that “[a] rate of return may be reasonable at onc
time, and become too high or too low by changes affecting opportunities for investment,

the money market, and business conditions generally.” 262 U.S. at 693.

WHAT INDICATORS OF ECONOMIC AND FINANCIAL ACTIVITY HAVE
YOU EVALUATED IN YOUR ANALYSES?

I have examined several sets of cconomic statistics for the period 1975 to present. |
chose this period because it permits the evaluation of economic conditions over three full
business cycles plus the current cyclé to dale, and thus makes it possible to assess
changes in long-term trends.  This period also approximates the beginning and
continuation of active rate case activities by public utilities.

A business cycle is commonly defined as a complete period of expansion
(recovery and growth) and contraction (recession). A full business cycle is a uscful and
convenient period over which to measure levels and trends in long-term capital costs
because it incorporates the cyclical (ie., stage of business cycle) influences and thus

permits a comparison of structural {or long-term) trends.

PLEASE DESCRIBE THE TIMEFRAME OF THE THREE PRIOR BUSINESS
CYCLES AND THE MOST CURRENT CYCLE.

The three prior complete cycles and current cycle cover the following periods:

9
Technical Associates, Inc.
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Busincss Cycle Expansion Cycle Contraction Period

1975-1982 Mar. 1975-July 1981 Aug. 1981-Oct. 1982
1982-1991 Nov. 1982-july 1990 Aug. 1990-Mar. 1991
1991-2001 Apr. 1991-Mar. 2001 Apr. 2001 -Nov. 2001
Current Dec. 2001-Present

DO YOU HAVE ANY GENERAL OBSERVATIONS CONCERNING THE
CHANGING TRENDS IN ECONOMIC CONDITIONS AND THEIR IMPACT ON
COSTS OVER THIS BROAD PERIOD?

Yes, | do. As I will describe below, the U.S. cconomy has enjoyed general prosperity
and stability over the period since the early 1980s. This period has been characterized by
longer cconomic expansions, relatively tame contractions, relatively low and declining
inflation, and declining interest rates and other capital costs. The current business cycle
began in late 2001, following a somewhat modest recession in 2001. During the
recession and carly in the succeeding expansion, the Federal Reserve lowered interest
rates (i.c., the Federal Funds rate) cleven times in 2001 and twice in 2003 in an effort to

stimulate the cconomy.

PLEASE DESCRIBE RECENT AND CURRENT ECONOMIC AND FINANCIAL
CONDITIONS AND THEIR IMPACT ON THE COSTS OF CAPITAL.

Schedule 2 shows several sets of economic data. Page 1 contains general macroeconomic
statistics while Pages 2 and 3 contain financial market statistics. Page 1 of Schedule 2
shows that the U.S. economy is currently in the fifth year of an economic expansion.
This is indicated by the growth in real (i.e., adjusted for mflation) Gross Domestic
Product, industrial production, and the unemployment rate. This current expansion has
generally been characterized as slower growth, in comparison to prior expansions. This
has resulted in lower inflationary pressures and interest rates.

The rate of inflation is also shown on Page | of Schedule 2. As is reflected in the
Consumer Price Index (CPY), for example, inflation rose significantly during the 1975-
1982 business cycle and reached double-digit levels in 1979-1980. The rate of inflation
declined substantially in 1981 and remained at or below 6.1 percent during the 1983-1991
business cycle. The 2.5 percent rate of inflation in 20006 was similar to the levels since

2000, but was well below the levels of the past thirty years.

10
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WHAT HAVE BEEN THE TRENDS IN INTEREST RATES?

Pages 2 and 3 of Schedule 2 shows several series of interest rates. Rates rose sharply to
record levets in 1975-1981 when the inflation rate was high and generally rising. Interest
rates then fell substantially in conjunction with inflation rates throughout the remainder
of the 1980s and throughout the 1990s. Interest rates declined even further from 2000-
2004 and generally recorded their lowest levels since the 1960s.

This low level of interest rates, in conjunction with the recent strength of the U.S.
economy, may creatc an cxpectation that any near-term movement of interest rates will
be upward. In fact, the Federal Reserve has, since the middle of 2004, increased short-
term inlerest rates on seventeen occasions, although cach tinie by only 0.25 percent, in an
attempt to insure that any perceived inflationary expectations will not stifle continued
economic growth. Nevertheless, the economic recovery to date has not resulted in a
pronounced increase in long-term rates. Further, the current level of the Federal Funds
rate is about the same as the level in existence when the series of reductions began in
2000. Even if long-term rates were to increase moderately, they would still remain well

below historical levels.

WHAT HAVE BEEN THE TRENDS IN COMMON SHARE PRICES?

Page 4 of Schedule 2 shows several series of common stock prices and ratios. These
indicatc that share prices were basically stagnant during the high inflation/interest rate
environment of the late 1970s and carly 1980s. On the other hand, the 1983-1991
business cycle and the most recent cycle have wilnessed a significant upward trend in
stock prices. During the initial years of the current expansion, however, stock prices
were volatile and declined substantially from their highs reached in 1999 and carly 2000.
Share prices have increased somewhat since 2003 and currently stand at near record high

fevels.

WHAT CONCLUSIONS DO YOU DRAW FROM THIS DISCUSSION OF
ECONOMIC AND FINANCIAL CONDITIONS?

Technical Associates, Inc,
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It is apparent that capital costs are currently low in comparison to the levels that have
prevailed over the past three decades. In addition, even a moderate increase in interest
rates, as well as other capital costs, would still result in capital costs that are low by
historic standards. Therefore, it can reasonably be expected that cost of equity models

currently produce returns that are lower than was the case in prior years.

Technical Associates, Inc.



1 V. PPL _ELECTRIC’S CAPITAL STRUCTURE AND COSTS OF DEBT &
2 PREFERRED STOCK

3

4 Q. PLEASE BRIEFLY DESCRIBE PPL ELECTRIC.

2 PPL Electric is an electric utility that serves approximately 1.4 million customers in 29
7 counties of Pennsylvania. The Company was historically known as Pennsylvania Power
8 & Light Company, prior to the creation of its holding company structure during
9 restructuring. PPL Electric is a subsidiary of PPL.

10

1 Q. PLEASE DESCRIBE PPL.

12 A PPL is an energy and utility holding company. PPL has the following three reportable
13 segments.

14 o Supply - domestic energy marketing and domestic generation and domestic
15 development operations of PPL Energy Supply.

16 o International Dclivery - international cnergy businesses of PPL Global that are
17 primarily focused on the distribution of electricity; and,

18 o Pennsylvania Delivery - regulated electric and gas delivery operations of PPL Electric
19 and PPL Gas Ulilities.

20

21 Q. WHAT HAVE BEEN THE BUSINESS SEGMENT RATIOS OF PPL IN RECENT

22 YEARS?

23 AL This is shown on Schedule 3. Schedule 3 indicates, as of 2006, the Pennsylvania
24 Delivery segment (which is dominated by PPL Electric) accounted for about one-half of
25 the revenues of PPL, about one-fifth of net income, and about one-fourth of total assets.
20 Of the Pennsylvania Delivery segment’s operations, PPL Electric is much larger than
27 PPL Gas. Itis thus clear that PPL Electric is the primary component of PPL.

28

29 Q. WHAT ARE THE CURRENT BOND RATINGS OF PPL. AND PPL ELECTRIC?

The current ratings of PPL and PPL Electric are:

13
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Standard & Poor’s Moody’s Fitch

PPL. Credit Ratings
Issuer Rating BBB Baa2 BBB

PPL Electric Credit Ratings
First Mortgage Bonds A- A3 A-
Source: UniSource Energy Web Site

It is apparent that PPL Electric’s single-A rated debt is higher than PPL, which has triple-
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B rated debt. This differential is due, in large part, to the lower risk which PPL Electric

11 faces, as well as the “ring fencing” of the Company’s debt that somewhat insulates it
12 from the non-regulated activities of PPL.

13

14 Q. HOW HAVE YOU EVALUATED THE CAPITAL STRUCTURE OF PPL
15 ELECTRIC?

16 A. I examined the recent (2002-2006) capital structure ratios of PPL Electric. These are

17 shown on Schedule 4, Page 1. | have summarized below the common equity ratios for
18 PPL Electric:
19 Including S-T Debt Excluding S-T Debt
20 2002 42 1% 42.3%
91 2003 44.1% 44.1%
2004 46.6% - 47.3%
22 2005 45.0% 45.7%
2000 42.0% 42.6%
23
24 This indicates that PPL Ilectric’s equity ratio increased from 2002 to 2004, then
25 decreased slightly since 2004,
26

27 Q. WHAT HAVE BEEN THE RECENT CAPITAL STRUCTURES OF PPL?
28 AL Thesc arc shown on Schedule 4, Page 2. The common equity ratios of PPL have been as

follows:

42.0% 42.2?
Including S-T Debt Excluding S-T Debt
32.7% 36.9%
33.5% 33.6%
40.9% 41.0%
41.5% 42.4%

14
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These common equity ratios are seen to be slightly lower than those of PPL Electric.

HOW DO PPL ELECTRIC’S COMMON EQUITY RATIOS COMPARE WITH
THOSE OF OTHER ELECTRIC UTILITIES?
Schedule 5 shows this comparison. This indicates that PPL Electric’s current common

equity ratio is slightly lower than those of the two groups of electric companies followed

by AUS Utility Reports.

WHAT CAPITAL STRUCTURE RATIOS HAS PPL ELECTRIC REQUESTED
IN THIS PROCEEDING?

The Company requests use of a capital structure, estimated as of December 31,2007,
comprised of 43.13 percent common equity, 10.46 percent preferred stock, and 46.41

percent debt. I also use this capital structure in my cost of capital analyses.

WHAT ARE THE COST RATES OF DEBT AND PREFERRED STOCK IN THE
COMPANY'S APPLICATION?

The Company's filing cites a cost rate of long-term debt of 5.93 percent and a cost of
preferred stock of 6.24 percent. | use the company-proposed rates for debt and preferred
stock in my cost of capital analyses. In accepting these rates, I note that the Company
represents that the calculations are consistent with the manner in which debt and

preferred stock costs were calculated in the Company’s last rate proceeding.

CAN THE COST OF COMMON EQUITY BE DETERMINED WITH THE SAME
DEGREE OF PRECISION AS THE COST OF DEBT?

No. The cost rate of debt is largely determined by interest payments, issue prices, and
related expenses. The cost of common equity, on the other hand, cannot be precisely
quantified, primarily because this cost is an opportunity cost. There are, however, several
models which can be employed Lo estimate the cost of common equity. Three of the

primary methods — DCF. CAPM, and CE — are developed in the following sections ol my

15
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testimony. I note that this Commission and other regulatory Commissions favor the DCF
methodology, and [ accordingly give morc weight to this methodology in my

recommendation.
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SELECTION OF COMPARISON GROUPS

HOW HAVE YOU ESTIMATED THE COST OF COMMON EQUITY FOR PPL
ELECTRIC?

PPL Electric is not a publicly-traded company. Consequently, it is not possible to
directly apply cost of equity models to PPL Electric. PPL is publicly-traded, but its
diversified operations indicate that this Company should not be used as the sole source of
PPL Electric’s cost of equity.

It is customary to analyze groups of comparison or "proxy" companies 1o
determine the cost of common equity for public utilitics. [ have examined two such
groups for comparison to PPL Electric. The first group of proxy companies is a group of
cleven electric and combination gas electric companies that have similar operating and
risk characteristics to those of PPL and PPL Electric. These companies are 1dentified on
Schedule 6.

The second proxy group is the group of eight electric utilities that PPL Electric

witness Moul used in his analyses, a list of which is found on Schedule 7.

Technical Associates, Inc.
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DISCOUNTED CASH FLOW ANALYSIS

WHAT IS THE THEORY AND METHODOLOGICAL BASIS OF THE
DISCOUNTED CASH FLOW MODEL?

The discounted cash flow (DCF) model 1s one of the oldest, as well as the most
commonly-used, models for estimating the cost of common equity for public utilities. [t
is my understanding that this Comimission places primary reliance on the DCF method in
setting rates for public utilities. The DCF model is based on the "dividend discount
model" of financial theory, which maintains that the value (price) of any security or
commodity is the discounted present value of all future cash flows. The most common
variant of the DCF model assumes that dividends arc expected lo grow at a constant ratc.
This variant of the dividend discount model is known as the constant growth or Gordon
DCF model. This is the most commonly-used DCF model. The constant growth aspect
of the model reflects an assumption that the growth rate is assumed to be constant (as
opposed to a multi-stage growth assumption). [ have used the Gordon DCF model
because it is the most commoniy-used version of DCF and also because | believe it more
dircetly reflects investor decision making. In this framework, the price of a stock is
determined as follows:

K b
—_--F +g
wherc: P = current price
D = current dividend rate
K = discount rate (cost of capital)

G = constant rate of expected growth
This formula essentially states that the return expected or required by investors is
comprised of two factors: the dividend yicld (current income) and expected growth in

dividends (future income).

PLEASE EXPLAIN HOW YOU HAVE EMPLOYED THE DCF MODEL.

18
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[ have utilized the constant growth DCF model. In doing so, | have combined the current
dividend yield for each group of comparison utility stocks described in the previous

section with several indicators of expected dividend growth.

HOW DID YOU DERIVE THE DIVIDEND YIELD COMPONENT OF THE DCF
EQUATION?

There are several methods which can be used for calculating the dividend yield
component. These methods generally differ in the manner in which the dividend rate is
employed, i.e., current versus future dividends or annual versus quarterly compounding
of dividends. 1 beliecve the most appropriate dividend yicld component is a quarterly
compounding variant which is expressed as follows:

Ds(1+05g)

Po

This dividend yield component recognizes the timing of dividend payments and dividend

Yield =

increases.
The P, in my yield calculation is the average (of high and low) stock prices for
each company for the most recent three month pertod (March-May, 2007). The D, is the

current annualized dividend rate for cach company.

HOW HAVE YOU ESTIMATED THE DIVIDEND GROWTH COMPONENT OF
THE DCF EQUATION?

The dividend growth rate component of the DCF model is usually the most crucial and
controversial element involved in using this methodology. The objective of estimating
the dividend growth component is to reflect the growth expected by investors which is
embodied in the price (and yield) of a company's stock. As such, it is important to
recognize that individual investors have different expectations and consider alternative
indicators in deriving their expectations. A wide array of techniques exist for estimating
the growth expectations of investors. As a resull, it is evident that no single indicator of
growth is always used by all investors. [t thercfore is necessary to consider alternative

indicators of dividend growth in deriving the growth component of the DCF model.

19
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I have considered five indicators of growth in my DCF analyses. These are:
1. 2002-20006 (5 year average) earnings retention, or fundamental growth;
2. 5 year average of historic growth in earnings pbr share (EPS), dividends per share
(DPS), and book value per share (BVPS);
3. 2007-2011 projcctions of earnings retention growth;
4. 2004-2011 projections of EPS, DPS, and BVPS; and
5. 5 year projections of EPS growth as reported in First Call.
| believe this combination of growth indicators is a representative and appropriate
set with which to estimate investor expectations of dividend growth for the groups of

comparison companies.

PLEASE DESCRIBE YOUR DCF CALCULATIONS.

Schedule 7 presents my DCF analysis. Page ! shows the calculation of the "raw"
(i.c., prior to adjustment for growth) dividend yield. Pages 2-3 show the growth rate for
the groups of comparison companies. Page 4 shows the DCF calculations, which are
presented on several bases: mean, median and high values. These results can be

summarized as follows:

Mean Median High Value
Comparison Group 9.2% 9.1% 10.2%
Moul Group 7.8% 8.0% 11.3%

[ note that these calculations should not be interpreted as my DCF conclusions, but rather
as numeric values that form the basis of quantitative and qualitative analyses of the cost

of capital at the current time.

WHAT DO YOU CONCLUDE FROM YOUR DCF ANALYSES?

Based upon my analyses, | believe a range of 9 percent to 10.25 percent represents the
current DCF cost of equity for the comparison groups. This 1s approximated by the upper
portion of the range of DCF calculations for the clectric groups examined in the previous
analysis. The 9 percent rate reflects the upper portion of the mean/median results, while
the 10.25 percent rate approximates the “high valuc™ DCF results for the Comparison

Group. | have not given weight in my DCF recommendation to the 11.2 percent “high

20
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value” for the Mou! Group since this is largely determined by the single growth rate (i.c.,
EPS) for a single company (i.e., Northeast Utilities — 12.0 percent) that is clearly an

“outlier”. Mr. Moul’s Testimony on page 4, lincs 8-14 also appears to support this view.

MR. MOUL STATES, IN HIS TESTIMONY, THAT THE PENNSYLVANIA
COMMISSION HAS, IN RECENT CASES, ADDED SOME 45 BASIS POINTS TO
THE DCF RESULTS TO REFLECT MARKET-TO-BOOK RATIOS OF OVER
100 PERCENT. SHOULD SUCH AN ADJUSTMENT BE ADDED TO YOUR DCF
RECOMMENDATION?

No, it should not. My DCF conclusion.s, which focus on the high end of the DCF results,
already reflect relatively high levels of market-lo-book ratios. As [ indicate above, both
the low-end of my DCF range (9.0 percent) and the upper-end (10.25 percent) reflects the
higher vatues of the DCF calculations (i.e., 9.0 percent is the top of the mean/median

findings and 10.25 percent reflects the highest growth rate for the Comparison Group).

Technical Associates, Inc.
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VIIIL.

Q.

CAPITAL ASSET PRICING MODEL ANALYSIS

PLEASE DESCRIBE THE THEORY AND METHODOLOGICAL BASIS OF
THE CAPITAL ASSET PRICING MODEL.

The Capital Asset Pricing Model (CAPM) is a version of the risk premium method. The
CAPM describes and measures the relationship between a security's investment risk and

its market rate of return.

HOW IS THE CAPM DERIVED?
The general form of the CAPM is:

K:Rj+ﬁ(Rm_R])

where: K = cost of equity
R; = risk free rate
R, = return on market
[} = beta

R.-R;= market rigsk premium

As noted previously, the CAPM is a vanant of the risk premium method. | believe the
CAPM is generally superior to the simple risk premium method because the CAPM
specifically recognizes the risk of a particular company or industry, whereas the simple

risk premium method does not.

WHAT GROUPS OF COMPANIES HAVE YOU UTILIZED TO PERFORM
YOUR CAPM ANALYSES?
I have performed CAPM analyses for the same groups of utilities evaluated in my DCF

analyses.

WHAT RATE DID YOU USE FOR THE RISK-FREE RATE?
The first term of the CAPM is the risk free rate (Rp). The nisk-frec rate reflects the level

of return which can be achieved without aceepting any risk.

I~
[
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In reality, there is no such thing as a truly riskless asset. In CAPM applications,
the risk-free rate is generally recognized by use of U.S. Treasury securities, as they are
defauit-free because the government is able to print money and/or raise taxes lo pay its
debts.

Two types of Treasury securities are often utilized as the Ry component - short-
term U.S. Treasury bills and long-term U.S. Treasury bonds. | have performed CAPM
calculations using the three month average yield (March-May, 2007) for 20 year U.S.
Treasury bonds. Over this three month period, these bonds had an average yield of

4.91 percent.

WHAT BETAS DID YOU EMPLOY IN YOUR CAPM?
1 utilized the most recent Value Line betas for each company in the groups of comparison

utilities.

HOW DID YOU ESTIMATE THE MARKET RISK PREMIUM COMPONENT?
The market risk premium component (R-Ry) represents the investor-expected premium
of common stocks over the risk-free rate, or government bonds. For the purpose of
estimating the market risk premium, [ considered alternative returns of the S&P 500 (a
broad-based group of large U.S. compémies) and 20-year U.S. Treasury bonds.

Schedule 8 shows the return on equity for the S&P 500 group for the period 1978-
2005 (all available years reported by S&P). The average return on equity for the S&P
500 group over the 1978-2005 period is 14.09 percent. This Schedule also indicates the
annual yields on 20-Year U.S. Trcasury bonds, as well as the annual differentials (i.e.,
risk premiums) between the S&P 500 and U.S. Treasury 20-Year bonds. Based upon
these returns, [ conclude that the risk premium is about 6.2 percent.

I have also considered the total returns for the S&P 500 group as well as for long-
term government bonds, as tabulated by Ibbotson Associates, using both anthmetic and
geometric means. | have considered the total returns for the entire 1926-2006 period,
which are as follows:

S&P 500 L-T Gov’t Bonds Risk Premium
Arithmetic 12.3% 5.8% 6.5%
Geomelric 10.4% 5.4% o 5.0%

23
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I conclude from this that the expected risk premium is about 5.9 percent (i.c., average of
all three risk premiums). | believe that a combination of arithmetic and geometric means
is approprialc since investors have access to both types of means and, presumably, both

types are reflected in investment decisions and thus stock prices and cost of capital.

PLEASE DESCRIBE THE RESULTS OF YOUR CAPM ANALYSIS.

Schedule 9 shows my CAPM results. The results are as follows:

Mean Median
Comparison Group 10.3% 10.1%
Moul Group 9.9% 10.1%

WHAT IS YOUR CONCLUSION CONCERNING THE CAPM COST OF
EQUITY?

The CAPM results collectively indicate a cost of about 9.9 percent to 10.3 percent for the
two groups of comparison utilities. | conclude that the CAPM cost of equity for the

proxy groups is 10.1 percent, or the mid-point of this range.
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COMPARABLE EARNINGS ANALYSIS

PLEASE DESCRIBE THE BASIS OF THE CE METHODOLOGY.

The CE method is derived from the "corresponding risk" standard of the Blugfield and
Hope cases. This method is based upon the economic concept of opportunity cost. As
previously noted, the cost of capital is an opportunity cost: the prospective return
avaiiable to investors from alternative investments of stmilar risk.

The CE method is designed to measure the returns expected to be earned on the
original cost book value of similar risk enterprises. Thus, this method provides a direct
measure of the fair relum, since it translates the competitive principle upon which
regulation rests into practice.

The CE method normally examines the experienced and/or projected returns on
book common equity. The logic for returns on book equity follows from the use of
original cost rate base regulation for public utilities which uses a utility's book common
equity to determine the cost of capital. This cost of capital is, in turn, used as the fair rate
of return which is then applied to (multiplied by} the book value of rate base to cstablish
the dollar level of capital costs to be recovered by the utility. This technique is thus

consistent with the rate basc methodology used to set utility rates.

HOW HAVE YOU EMPLOYED THE CE METHODOLOGY IN YOUR
ANALYSIS OF PPL ELECTRIC’S COMMON EQUITY COST?
I conducted the CE methodology by examining realized returns on equity for several
groups of companies and evaluating the investor acceptance of these returns by reference
to the resulting market-to-book ratios. In this manner it is possible to asscss the degrec to
which a given level of return equates to the cost of capital. It is generally recognized for
utilitics that market-to-book ratios of greater than one (i.e., 100%) reflect a situation
where a company is able to attract new equity capital without dilution (i.e., above book
valuc).

I would further note that the CE analysis, as | have employed i, is based upon
market data (through the use of market-to-book ratios) and is thus, cssentially, a market

test.  As a result, my comparable earnings analysis is not subject to the criticisms
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occasionally made by some who maintain that past carned retums do not represent the
cost of capital. In addition, my comparable earnings analysis uses prospective returns

and thus is not strictly backward looking.

WHAT TIME PERIODS HAVE YOU EXAMINED IN YOUR CE ANALYSIS?

My CE analysis considers the experienced equity returns of the comparison groups of
utilities for the period 1992-2006 (i.c., last fifleen years). The comparable earmnings
analysis requires that 1 examine a relatively long period of time in order to determine
trends in earnings over al least a full business cycle. Further, in estimating a fair tevel of
return for a future period, it is important to examinc earnings over a diverse period of
time in order to avoid any undue influence by unusual or abnormal conditions that may
occur in a single year or shorter period. Therefore, in forming my judgment of the
current cost of equity | have focused on two periods: 2002-20006 (the last five years) and

1992-2001 (the most recent complete business cycle).

PLEASE DESCRIBE YOUR CE ANALYSIS.
Schedules 10 and 11 contain summaries of experienced returns on equity for several
groups of companies, while Schedule 12 presents a risk comparison of utilities versus
unregulated firms. .

Schedule 10 shows the earned returns on average common cquity and market-to-

book ratios for the two groups of comparison utilitites. These can be summarized as

follows:
Historic Prospective
Group ROE M/B ROE
Comparison Group [2-1-13.7% 162-188% 12.9-13.7%
Moul Group 9.5-10.0% 131-144%, 9.1-9.8%

These results indicate that historic returns of 9.5-13.7 percent have been adequate to
produce marketl-to-book ratios of 131-188 percent for the groups of electric utilities.
Furthermore, projected returns on equity for 2007, 2008 and 2010-2012 are within a
range of 9.1 percent to 13.7 percent for the electric utility groups. These relate to 2006

market-to-book ratios of 141 percent or higher.
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HAVE YOU ALSO REVIEWED EARNINGS OF UNREGULATED FIRMS?

Yes. As an alternative, 1 also examined a group of largely unregulated firms. 1 have
examined the Standard & Poor's 500 Composite group, since this 1s a well recognized
group of firms that is widely utilized in the investment community and is indicative of the
competitive sector of the economy. Schedule 11 presents the earned retums on equity
and market-to-book ratios for the S&P 500 group over the past fourteen years (i.e., 1992-
2005). As this exhibit indicates, over the two periods this group's average earned retumns
ranged from 12.2 percent to 14.7 percent with market-to-book ratios ranging between 299

percent and 341 percent.

HOW CAN THE ABOVE INFORMATION BE USED TO ESTIMATE THE COST
OF EQUITY FOR PPL ELECTRIC?

The recent earnings of the electric utility and S&P 500 groups can be utilized as an
indication of the level of return realized and expected in the regulated and competitive
sectors of the economy. In order to apply these returns to the cost of equity for
comparison utilities, however, il is necessary to compare the risk {evels of the electric
utility industry with those of the competitive sector. | have done this in Schedule 12
which compares several risk indicators for the S&P 500 group and the utility groups. The
information in this schedule indicates that the S&P 500 group is more risky than the

utility comparison groups.

WHAT RETURN ON EQUITY IS INDICATED BY THE CE ANALYSIS?

Based on the recent eammings and market-to-book ratios, | believe the CE analysis
indicates that the cost of equity for comparison utilities is no more than 10 percent.
Recent returns of 9.5-13.6 percent have resulied in market-to-book ratios of 131 and
grealer, Prospective returns of 9.1-13.7 percent have been accompanied by market-to-
boeck ratios of over 140 percenl. As a result, it is apparent thal returns below this level
would result in market-to-book ratios of well above 100 percent. An eamed return of 10

percent or less should thus result in a market-to-book ratio of at least 100 percent.

Technical Associates, Inc.
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RETURN ON EQUITY RECOMMENDATION

PLEASE SUMMARIZE THE RESULTS OF YOUR THREE COST OF EQUITY
ANALYSES.

My three methodologies produce the following:

Discounted Cash Flow 9.0-10.25% (9.625% mid-point)
Capital Asset Pricing Model 9.9-10.3% (10.1% mid-point)
Comparable Eamings 10.0%

My overall conclusion from these results is a range of 9 percent to 10.25 percent (9.625
percent mid-point), which focuses on the respective ranges of my individual model

findings.

WHAT IS YOUR COST OF EQUITY RECOMMENDATION FOR PPL
ELECTRIC?

I recommend that PPL Electric be awarded a cost of common equity of 9.625 percent.
This gives more emphasis to the DCF methodology which this Commission and other

Commissions rely upon, as | do.
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TOTAL COST OF CAPITAL

WHAT IS THE TOTAL COST OF CAPITAL FOR PPL ELECTRIC?

Schedule 13 reflects the total cost of capital for the Company using the Company’s
proposed capital structure, the Company’s proposed costs of debt and preferred stock,
along with my common equity cost recommendation. The resulting total cost of capital is

7.56 percent.

DOES YOUR COST OF CAPITAL. RECOMMENDATION PROVIDE THE
COMPANY WITH A SUFFICIENT LEVEL OF EARNINGS TO MAINTAIN ITS
FINANCIAL INTEGRITY?

Yes, it does. Schedule 14 shows the pre-tax coverage that would result if PPL Electric
cammed my cost of capital recommendation. As the results indicate, the mid-point of my
recommended range would produce a coverage level which is within the benchmark
range for an A rated utility. In addition, the debt ratio (which reflects the capital structure

as proposed by the company) is within that benchmark for an A rated utility.
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XII.

COMMENTS ON COMPANY TESTIMONY

PLEASE SUMMARIZE YOUR UNDERSTANDING OF MR. MOUL’S COST OF
EQUITY ANALYSES AND RECOMMENDATIONS.,
Mr. Moul’s cost of equity analyses focus on four sets of studics, whose results are

summarized below:

Cost of Equity

Findings
Discounted Cash Flow Analysis 11.01%
Risk Premium Analysis 11.50%
Capital Asset Pricing Model Analysis 12.29%
Comparable Earnings 15.05%
Average 12.46%
Median 11.90%
Mid-Point 13.03%

Mr. Moul recommends a cost of common equity for PPL Electric of 11.5 percent, which

1s the mid-point of his overali conclusions of 11.25 percent to 11.75 percent.

DO YOU WISH TO COMMENT ON PORTIONS OF MR. MOUL’S
TESTIMONY? '
Yes. [ will comment on each of the four methods Mr. Moul utilizes to determine the cost

of common equity for PPL Electric.

PLEASE SUMMARIZE YOUR UNDERSTANDING OF MR. MOUL’S DCF
ANALYSIS.

Mr. Moul performs DCF analyses for a group of cight electric utilities. His results are as

follows:

Electric Group

Yield 4.29%
Growth 6.25%
Leverage 0.47%

DCF 11.01%
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WHAT COMMENTS DO YOU HAVE CONCERNING MR, MOUL’S GROWTH
RATE RECOMMENDATION?

Mr. Moul recommends a 6.25 percent growth rate for his electric group. It is evident that
this conclusion substantially exceeds investor expectations and 1s not even supported by
Mr. Moul’s analyses. As is indicated on Mr. Moul’s Exhibit PRM-1, Schedules 9 and 10,
most of the historic and projected growth rates of EPS, DPS, BVPS and cash flow per
share (CFPS) are well below his recommendations. Of the eight historical growth rates
he examined, only one is over 3.0 percent and five are below 2.0 percent. Further, of the
cight projected long-term growth rates he considered, only one is as high as 6.25 percent
and only four are over 4.0 percent. Mr. Moul’s recommendation for 6.25 percent growth

rate can thus only be derived by relying on two of sixleen growth indicators he examined.

DO YOU HAVE ANY COMMENTS CONCERNING MR. MOUL’S PROPOSED
LEVERAGE ADJUSTMENT?
Yes. Mr. Moul is proposing a “leverage adjustment” which is essentially an adjustment
to the DCF cost rate to offset Mr. Moul’s concern that “the divergence of stock prices
from book values creates a conflict when the results of a market-derived cost of equity
are applied to the common equity ratio mcasured at book value ...”. Mr. Moul further
claims that the existence of utility stock prices above book value creates greater financial
risk for a book value capital structure versus a market valuc capital structure since the
book value capital structure has a lower common equity ratio than the market value
capital structure. As a result, Mr. Moul claims that “because the ratesetting process
utilizes the book value capitalization, when computing the weighted average cost of
capital, it is nccessary lo adjust the market-determined cost of equity for the higher
financial risk related to the book value of the capitalization.” Mr. Moul employs a
formula to quantify the differential between the book value and market value capital
structure and concludes a 0.47 percent upward adjustment to the DCF cost of cquity is
warranied.

I strongly disagree with Mr. Moul’s proposed adjustment. Inveslors are well
aware that electric utilities have their rates cstablished based upon the book value of their

assets (rate base) and capitalization. As a result, investors arc not expecting a regulatory
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award on any other basis, nor should they be compensated for any difference between the
book value and market value of their common equity:.

I further note that, during the depressed stock price period of the 1970’s and early
1980°s, utility witnesses did not propose any negative leverage adjustments to lower the

DCF cost of equity for the fact that utility market-1o-book ratios were below 100 percent.

PLEASE SUMMARIZE MR. MOUL’S RISK PREMIUM ANALYSIS.
Mr. Moul performs his risk premium analysis by combining the prospective yield on
long-term A-rated pubic utility bonds (6.25 percent) with a 5.25 percent risk premium to
derive a 11.50 percent cost of equity.

I primarily disagree with the risk premium components of Mr. Moul’s risk
premium method. His proposed risk premium is excessive and his conclusion thus over-

states the cost of equity for PPL Electric.

PLEASE COMMENT ON MR. MOUL’S 5.25 PERCENT RISK PREMIUM.
Mr. Moul’s risk premium conclusion of 5.25 percent was developed by computing total
returns (dividends/interest incomc plus capital gains/losses) for various classes of
securities over various periods of time dating back to 1928.

Mr. Moul first averages his risk premium findings over four periods, with the

following results:

1928-20006 5.37%
1952-20006 6.40%
1974-2006 5.61%
1979-2006 5.83%

[n reaching the risk premium conclusion, Mr. Moul focuses on the two shorter periods
(i.e., last 32 years and last 28 years) and concludes that 5.72 percent is the appropriate
risk premium for the S&P Public Utilities. Based upon “differences in risk
charactenistics™ between the S&P Public Ulilities group and the electric group, he
concludes that 5.25 pereent is a reasonable equity risk premium for this case, which

represents 92 percent of the risk premium of the S&P Utilitics Group.
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Mr. Moul’s risk premium analyses are based on an erroneous assumption that past
relationships between stock returns and bond returns are expected to prevail in the future.
My Schedule 15 shows that the relationship between stock and bond returns has been
very volatile over the periods examined by Mr. Moul. In fact the decade of the 1990’s
{most recent decade) showed an average differential (i.e., risk premium) of only 1.57

percent.

PLEASE SUMMARIZE MR. MOUL’S CAPM METHODS.
Mr. Moul’s CAPM method has the following results:

R, + PR, —R,)=k+adj.= K

5.25%+ 93 x 6.47% =1 ].2.7’% +1.02% =12.29%

DO YOU AGREE WITH MR. MOUL’S RISK-FREE RATE?

No. Mr. Moul’s 5.25 percent risk free rate, which is based on yields on long-term U.S.
Treasury bonds, exceeds both recent and current yields on these securities. My CAPM
analysis shows that 20-year Treasury bonds have averaged 4.91 percent over the three-

month period March-May 2007.

DO YOU HAVE ANY COMMENTS CONCERNING MR. MOUL’S
“LEVERAGED” BETA?
Yes, [ do. Mr. Moul claims that “Value Line betas cannot be used directly in the CAPM
unless those betas arc applied to a capital structure measurcd with market values.™ He
therefore cmploys a formula to adjust Valuc Line published betas to reflect tax rates and
market value capital structures. The impact of this adjustment is to raise the average beta
valuc for his electric group from 0.55 to 0.93.

I disagree with this adjustment. In essence, this is a similar adjustment to his
“leverage adjustment™ in his DCF analysis. The same rcasons | stated in my response to

this DCF adjustment apply to his CAPM leverage adjustment.

PLEASE COMMENT ON MR. MOUL’S RISK PREMIUM.
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Mr. Moul’s 6.47 percent risk premium (Rn-Ry) was developed by estimating the total
market forecast return for the 1,700 stocks followed by Value Line and the S&P 500
index (10.48 percent); as well as the 1926-2006 risk premium based upon the Ibbotson
Associates total return (6.5 percent).

If the expected return of the 1,700 Value Line stocks, and S&P 500, 1s indeed
10.48 percent, then it is improper to maintain that a less risky company, such as PPL
Electric, should have the same cost of equity.

Mr. Moul’s second risk premium estimate — 6.5 percent from Ibbotson Associates
for the period 1926-2006, has the same problems | described carlier in connection with

Mr. Moul’s risk premium analysis.

PLEASE SUMMARIZE MR. MOUL’S COMPARABLE EARNINGS METHOD.
Mr. Moul’s comparable earnings analysis cxamines the historic and forecasted returns for
non-utility companies which he perceives as being of similar risk to his electric group.
For these companies he calculated a 5-year historic median return on equity of 15.1
percent and a forecasted return of 15.0 percent, which average 15.05 percent — his
comparable carnings conclusion.

| believe this analysis is an improper mechanism for estimating the cost of
common equity for PPL Electric. The cquivalence of timeliness, safety, financial
strength, price stability, beta, and technical rank does not indicate that the expected
earnings and cost of common equity for these non-utilities and utilities are the same. The
5-year historic and projected 3-5 year returns for the non-utilities is 15.1 percent and 15.0
percent, respectively in Mr. Moul’s Schedule 14, whereas the expected returns for Mr.
Moul’s proxy group of clectric utility companics is only 12.4 percent and 12.7 percent
(my Schedule 10). This difference in retums demonstrates that utilities are able to
maintain similar Value Line rankings to non-utilitics while carning lower returns. This
result indicates that the expected earnings for the non-utilities are greater than for utilities

such as PPL Electric.

HAVE YOU REVIEWED THE TESTIMONY OF PPL ELECTRIC WITNESS
JULIE M. CANNELL?
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Yes, | have. Ms. Cannell is also testifying in support of the 11.5 percent return on equity

requested by PPL Electric. ller testimony focuses on the “perspective of investors.”

DO YOUR HAVE ANY COMMENTS CONCERNING MS. CANNELL’S

TESTIMONY?

Yes, I do. I have a number of comments about her testimony. First, | disagree with her

comment (Page 2, lines 9-11) that investors now require a higher relurn when investing in

the clectric industry.

It is apparent that the trend in allowed return for electric utilities has been downward

in recent years. According to a publication by Regulatory Research Associates titled

agencies for U.S. electric utilities since 2000 has been:

Year ROE

2000 11.43%
2001 11.09%
2002 11.16%
2003 10.97%
2004 10.75%
2005 10.54%
2000 10.36%

“Regulatory Focus” the average allowed return on equity established by regulatory

As this demonstrates, the trend has been downward since 2000, not upward as Ms.

Cannell implies. At the same time, investors have evaluated clectric utihity stocks, as

evidenced by the level of market-1o-book ratios, as follows:

Year Electric Gas/Electric
2001 177% 169%
2002 141% 130%
2003 157% 148%
2004 178% 169%
2005 177% 177%
2006 202% 194%
35
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This indicates that, from the “perspective of investors,” the decline in authorized returns
on equity has been expected and accepted, as evidenced by the increase in market-to-

book ratios aver this period.

HOW DO THESE AUTHORIZED RETURNS ON EQUITY RELATE TO THE
11.5 PERCENT REQUESTED BY PPL ELECTRIC?

It is apparent that PPL's requested 11.5 percent return on equity is well outside the
mainstream of authorized returns for other electric utilities. In fact, according to the same
Regulatory Rescarch Associates report cited above, only two 2006 authorized returns in

the entire year exceeded 11.0 percent, and one of these was for a wind-generation facility.

DO YOU HAVE ANY COMMENTS ON MS. CANNELL’S ASSERTION, AS
MADE ON PAGES 9-12, THAT “WIRES-ONLY”” COMPANIES ARE EXPOSED
TO HIGHER RISKS?

Yes, | do. It s obvious that Ms. Cannell’s views on the risks of “wires only” compantes

arc at odds with that of the rating agencies. | explain why below.

HOW DO THE RISKS OF DISTRIBUTION AND TRANSMISSION
OPERATIONS COMPARE TO THE OTHER PRIMARY OPERATIONS OF
ELECTRIC UTILITIES?
The primary categories of the operations of electric utilities are generally described as:

o distribution;

e {ransmission;

o generation; and

e cnergy marketing and trading.

The distribution and transmission operations arc often lumped together (“wires™)
and the generation and energy trading operations arc often categorized as separate types
of operations.  In recent years, several clectric utilities (including PPL Electric) have

“divested” their generation assets, either by a sale to an independent entity or by a
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transfer to an unregulated entity within the holding company structure that own the
utilities.

It i1s widely recognized by the investment community (c.g., by rating agencies)
that the wires operations are less risky than the generation and energy trading operations.
This lower risk associated with the wires operations relates to the regulated nature of their
activities, as distinguished from the competitive nature of some generation operations

(i.e., those generation operations that are no longer part of a regulated electric utility).

CAN YOU PROVIDE ANY INDEPENDENT VERIFICATION OF THE LOWER
RISKS THAT INVESTORS PERCEIVE FOR WIRES OPERATIONS?

Yes. Over the past several years, Standard & Poor’s Corporation (“S&P,” one of the two
major debt rating agencies) has provided on-going, unambiguous analyses and
descriptions of its assessment of the lower risks of the regulated wires business relative to
the unregulated generation business. An early example of this occurred in 1998, when
S&P instituted its initial “business position” criteria for ranking the relative business risks
of companies. In a September, 1998 article titled “Rating Methedology For Global
Power Utilities,” S&P stated:

Standard & Poor’s utilizes business profile assessments to measure a
power company’s qualitative credit fundamentals. Business profiles are
expressed on a scale of 1 (strong) to 10 (wecak). Business profiles
incorporate country risk, sector risk, and utility-specific risk.

Owing to the relatively low business risk of large transmission systems
and regulated distribution systems (the “wires” business), business
profile assessments for these companies should fall within the 1-4 range.
The generation business is the most risky, reflecting the competitive
nature of this business, and gencrators will generally receive business
profile assessments in the mid-to lower-end of the range. (Emphasis
added).

S&P has continued to express this opinion since 1999. For example, in a November 20,

2002 report titled “U.S. Power and Energy Sector Credit Slide to Continue,” S&P stated:

The industry’s attention has focused on the dozen or so very large enerpy
merchant companies and developers and their affiliates, who are ensnared
in the web of collapsing financial hcalth, disclosure misrepresentations,
and accounting irregularitics.

37
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1 “It would indeed by easy 1o see the problems of these companies as
2 symptomatic of the entire power industry,” said Standard & Poor’s
3 Director Richard Cortright, Jr. “Yet, the credit quality of most
4 participants engaged in the generation, transmission, and distribution of
5 electricity remains healthy and regulated.” (Emphasis added).
6
7 Further, during testimony before the U.S. Senate Energy and Natural Resource
8 Commitiee’s hearing on the financial condition of the U.S. electricity market, S&P credit
9 analyst Suzanne G. Smith stated:
10 Historically, ratings for the electric utility industry have been investment
11 grade (the top four categories of the rating scale, from ‘AAA’ to ‘BBB’)
12 mainly because they were regulated.
13 .
14 Over the past three years, the overall credit quality of the electricity
15 industry has declined.
16 e
17 The introduction of competition into the eclectricity market and the
18 increased level of investment in other nonenergy related businesses, which
19 were funded with high levels of debt, have caused an overall decline in
20 the industry’s financial health.
21 e
22 Since the advent of dercgulation, the industry has generally moved from
23 vertically integrated utilities to a mix of disaggregated electrical
24 generation companies (gences), distribution companies (discos), and
25 transmission companies (transcos), as well as integraled companies.-
26 They are not uniform in their financial health. For the regulated discos,
27 and gencos, the overall financial condition has generally remained
28 stable, In fact, a small number of discos and transos actually
29 experienced financial improvement last year.
30 e
.31 The companies that experienced the most dramatic and negative charge in
32 financial health are thosc that are opcrating in competitive power markelts;
33 companies that have no regulated business to temper losses and financial
34 support from a stronger parent.
35
36 “Testimony on the Financial Condition of the U.S. Electricity Market.” Standard &
37 Poor’s Utilitigs & Perspectives, March 17, 2003, at 8 (emphasis added). Additionally, in
38 a March 15, 2004 article titled “Keys To Success For U.S. Electricity and Distribution
39 Companies,” S&P stated:
40 Standard & Poor’s Ratings Services views the business risk of U.S,
41 electric transmission and distribution (T&D) companies as generally

low relative to their integrated peers. This is attributable to the
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Finaily and significantly, on June 7, 2004, in a report titled “New Business Profile Scores

Assigned For U.S. Utility And Power Companies, Financial Guidelines Revised,” S&P

stated:

{tis very apparent that the rating agencies regard the “wircs only™ segment of the electric

utility

evidenced by the fact that PPL Electric has a S&P business profile of “37, whereas PPL

protections afforded by regulation, relatively low operating risk, and
the absence of meaningful competition. As a result, Standard & Poor’s
has assigned business profile scores to T&D companies in the upper range
of a 10-point scale (where ‘17 indicates lowest risk and * 10" highest risk).
Nearly all T&D companies have business profile scores of between ‘1°
and ‘3’°, but some fall below ‘3; and only a few will be given a ‘1’.
Although most T&D companies are likely to be rated as strong investment
grade on a stand-alone basis, based on Standard & Poor’s consolidated
rating methodology, ratings of some T&D companies are fower, and
sometimes even below investment grade, due to the higher business risk of
their parents. (Emphasis added).

Standard & Poor’s Ratings Services has assigned new business profile
scores to U.S. utility and power companies to better reflect the relative
business risk among companies in the sector.

Standard & Poor’s has segmented the utility and power industry into sub-
sectors based on the dominant corporate strategy that a company is
pursuing. Standard & Poor’s has published a new U.S. utility and power
company ranking list that reflects these sub-sectors.

Since the 10-point scale was introduced, the industry has transformed into
a much less homogenous industry, where the divergence of business risk —
particularly rcgarding management, strategy, and degree of compctitive
market exposure — has created a much wider spectrum of risk profiles.
Yet over the same period, business profile scores actually converged more
tightly around a median score of ‘4’. The new business profile scores, as
of June 2, are shown in Chart 1. The overall median business profile score
is now *5°.

‘The average business profile scores for transmission and distribution
companies and transmission-only companies are lower on the scale
than the previous averages, while the average business profile scores for
integrated utilitics, diversified encrgy, and encrgy merchants and
developers arc higher. (Emphasis added).

industry o be less risky than the generation and merchant functions. This is

has a “7” business profile.
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ARE YOU AWARE OF ANY STATEMENTS MADE ON BEHALF OF PPL
ELECTRIC THAT RECOGNIZE THE LOWER RISK OF ITS WIRES-ONLY
OPERATIONS?

(Docket No. R-00049255), the Company made the following statements:

o In order to more accurately reflect the lower business risk of a wires

2

3

4

5 A Yes, | am. In a May 10, 2001 filing by PPL Electric for approval to issue securitics
6

7

8 company, and to reduce its overall cost of capital, PPL Electric Utilities

9 has decided to increase the amount of debt in its capital structure.

10

11 o To further reduce its operating risk and to establish an arms length

12 separation from its affiliates, PPL Electric Utilities will solicit bids to

13 contract with energy supplier for a genecration supply agreement . . . to

14 meel its energy needs as the POLR from 2002 through the end of 2009 . . .

15 this action will insulate PPL. Electric Ulilitics from its affiliates and will

16 substantially reduce its market risks associated with volatile market power

17 prices while PPL Electric Utilitics is subject to the generation rate cap.

18

19 These statements, made by PPL Electric itself, clearly contradict Ms. Cannell’s
20 perceptions of the Company.
21
22 Q. HOW DOES THE RISK OF PPL ELECTRIC COMPARE TO OTHER
23 ELECTRIC UTILITIES?
24 Al PPL Electric is perceived to have lower risk than other electric utilitics. One prominent
25 indicator of this is the relative bond ratings of PPL Electric. Bond ratings, as
26 acknowledged by Ms. Cannell, are “critically important.”
27 As Ms. Canncll notes, PPL Elccetric has single A bond ratings by each of the three
28 rating agencies. According to AUS Uulity Reports, only fourteen electric or gas/electric
29 companies (including PPL) of 64 have bond ratings by both Moody’s and S&P of single
30 A or above. This means that 50 of the 64 companies have bond ratings below that of PPL
31 Electric.
32
33 Q. MR. MOUL MAINTAINS, ON PAGE 5, THAT PPL ELECTRIC SHOULD
34 RECEIVE THE MID-POINT OF H1S RECOMMENDED RATE OF RETURN

RANGE, OR 11.5 PERCENT, IN PART DUE TO THE -“EXEMPLARY
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PERFORMANCE” OF THE MANAGEMENT OF THE COMPANY. HE CITES
MR. DECAMPLI'S TESTIMONY AS JUSTIFICATION FOR THIS. MR.
DECAMPLI, IN TURN, DESCRIBES THE “MANAGEMENT EFFECTIVENESS”
OF PPL ELECTRIC AS “ONE OF SEVERAL CONSIDERATIONS” THAT
SUPPORT MR. MOUL’S 11.5 PERCENT RECOMMENDATION. DO YOU
HAVE ANY COMMENTS ON THIS?

Yes, I do. There is no justification for giving PPL Electric a higher equity return due to a
perception of “exemplary” or “effective” management. To the contrary, it should be
expecied that management would be effective in order to be awarded a fair rate of return.
The Blucfield case, in fact, cited “efficient and economical management” as an

underlying assumption for granting a utility an opportunity to carn a fair rate of return.
262 U.S. at 692,

PPL ELECTRIC WITNESS KRALL MAINTAINS, ON PAGES 28-33, THAT THE
GOVERNOR’S ENERGY INDEPENDENCE STRATEGY HAS SEVERAL
PROVISIONS THAT, IF ENACTED, “COULD INCREASE THE RISK OF
REVENUE LOSS FOR PPL ELECTRIC IN SEVERAL CRITICAL AREAS. DO
YOU HAVE ANY RESPONSE TO THIS ASSERTION?
First, | have been advised by counsel that there are numerous bills pending before the
Pennsylvania House and Senate on various energy issues. It is unclear which, if any, of
these pending bills will become law. It is also unclear whether the passage of an)‘f of
these bills will increase or decrease the Company’s relative risk or cost of capital. This is
particularly true as compared to Companies in other states which have recently
reexamined and amended the restructuring laws. To the cxtent that the Company is
worried about the effects of any new law on its default service procurement, these effects
will not occur until afier the end of the rate caps. For PPL, it has a Commission-
approved POLR procurement plan that extends to the end of 2010. This extended
timeframe allows the Commission 1o see if the market will react positively or negatively
in the future.

Second, as the name implies, the proposal is intended to enhance the energy

independence of Pennsylvania and its residents/businesses. Should its provisions be used

4]
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as justification for increasing retail electric rates in the State, with the sole benefactor

being PPL Electric and its stockholders, this would be contrary to the intentions of the

Strategy.

DOES THIS COMPLETE YOUR TESTIMONY?

Yes, it does.

94694.doc
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ACADEMIC HONORS

BACKGROUND AND EXPERIENCE PROFILE
DAVID C. PARCELL, MBA, CRRA
EXECUTIVE VICE PRESIDENT/SENIOR ECONOMIST
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M.B.A., Virginia Commonwealth University

M.A., Economics, Virginia Polytechnic Institutc and State University,
(Virginia Tech)

B.A., Economics, Virginia Polytechnic Institute and State University,
(Virginia Tech) ’

President, Technical Associates, Inc.

Exccutive Vice President and Senior Economist, Technical
Associales, Inc.

Vice President and Senior Economist, C. W. Amos of Virginia
Vice President and Senior Economist, Technical Associates, Inc.
Research Economist, Technical Associates, Inc.

Research Associate, Department of Economics, Virginia Polytechnic
Institute and State University

Omicron Delta Epsilon - Honor Society in Econoniics

Beta Gamma Sigma - National Scholastic Honor Society of Business Administration
Alpha lota Delta - National Decision Sciences Honorary Society

Phi Kappa Phi - Scholastic Honor Socicty

PROFESSIONAL DESIGNATIONS

Certified Rate of Return Analyst - Founding Member
Member of Association for Investment Management and Research (AIMR)

RELEVANT EXPERIENCE

Financial Economics -- Advised and assisted many Virginia banks and savings and loan associations
on organizational and regulatory matters. Testified approximately 25 times before the Virginia State
Corporation Commission and the Regional Administrator of National Banks on matters related to
branching and organization for banks, savings and loan associations, and consumer finance

companies.
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Advised financial institutions on interest rate structure and loan maturity. Testified before Virginia
State Corporation Commission on maximum rates for consumer finance companies.

Testified before several commitiees and subcommittees of Virginia General Assembly on numerous
banking matters.

Clients have included First National Bank of Rocky Mount, Patrick Henry National Bank, Peoples
Bank of Danville, Blue Ridge Bank, Bank of Essex, and Signet Bank.

Published articles in law reviews and other periodicals on structure and regulation of
banking/financial services industry.

Utility Economics -- Performed numerous financial studies of regulated public utilities. Testified in
over 300 cases before some thirly state and federal regulatory agencies.

Prepared numerous ratc of return studies incorporating cost of equity determination based on DCF,
CAPM, comparable earnings and other models. Developed procedures for identifying differential
risk characteristics by nuclear construction and other factors.

Conducted studies with respect to cost of service and indexing for determining utility rates, the
development of annual review procedures for regulatory control of utilities, fuel and power plant cost
recovery adjustment clauses, power supply agreements among affiliates, utility franchise fees, and
use of short-term debt in capital structure.

Presented expert testimony before federal regulatory agencies Federal Energy Regulatory
Commission, Federal Power Commission, and National Energy Board (Canada), state regulatory
agencies in Alabama, Alaska, Arizona, California, Connecticut, Delaware, District of Columbia,
Florida, Georgia, Hawan, Illinois, Indiana, Kansas, Kentucky, Maine, Maryland, Missouri, Nebraska,
Nevada, New Mexico, Ohio, Qklahoma, Ontario (Canada), Pennsylvania, South Carolina, Texas,
Utah, Vermont, Virginia, West Virginia, Washinglon, Wisconsin, and Yukon Territory (Canada).

Published articles in law reviews and other periodicals on the theory and purpose of regulation and
other regulatory subjects.

Clients served include state regulatory agencies in Alaska, Arizona, Delaware, Missouri, North
Carolina, Ontario (Canada), and Virginia; consumer advocates and attorneys general in Alabama,
Arizona, District of Columbia, Florida, Georgia, Hawaii, Illinois, Indiana, Kansas, Kentucky,
Maryland, Nevada, New Mexico, QOhio, Oklahoma, Pennsylvania, South Carolina, Texas, Utah,
Vermont, Virginia, and West Virginia; federal agencics including Defense Communications Agency,
the Department of Energy, Department of the Navy, and General Services Administration; and
various organizations such as Bath Iron Works, Illinois Citizens' Utility Board, lllinois Governor's
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Office of Consumer Services, [llinois Small Business Utility Advocate, Wisconsin's Environmental
Decade, Wisconsin's Citizens Utility Board, and Old Dominion Electric Cooperative.

Insurance Economics -- Conducted analyses of the relationship between the investment income
earned by insurance companies on their portfolios and the premiums charged for insurance.
Analyzed impact of diversification on financial strength of Blue Cross/Bluc Shield Plans in Virginia.

Conducted studies of profitability and cost of capital for property/casualty insurance industry.
Evaluated risk of and required return on surplus for various lines of insurance business.

Presented expert testimony before Virginia State Corporation Commission concerning cost of capital
and expected gains from investment portfolio. Testified before insurance bureaus of Maine, New
Jersey, North Carolina, Rhode [sland, South Carolina and Vermont concerning cost of equity for
[nsurance comparies.

Prepared cost of capital and investment income rcturn analyses for numerous insurance companics
concerning several lines of insurance business. Analyses used by Virginia Bureau of Insurance for
purposcs of setting rates.

Special Studies -- Conducted analyses which evaluated the financial and economic implications of
legislative and administrative changes. Subject matter of analyses include returnable bottles, retail
beer sales, wine sales regulations, taxi-cab taxation, and bank regulation. Testified before several
Virginia General Assembly subcommittees.

Testified before Virginia ABC Commission concerning economic impact of mixed beverage license.

Clients include Virginia Beer Wholesalers, Wine Institute, Virginia Retail Merchants Association,
and Virginia Taxicab Association.

Franchise, Merger & Anti-Trust Economics -- Conducted studies on competitive impact on market
structures due to joint ventures, mergers, (ranchising and other business restructuring. Analyzed the
costs and benefits to parties involved in mergers. Testified in federal courts and before banking and
other regulatory bodies concerning the struclure and performance of markets, as well as on the
impact of restriclive practices.

Clients served include Dominion Bankshares, asphalt contractors, and law firms.

Transportation Economics -- Conducted cost of capital studies to assess profitability of o1l pipelines,
trucks, taxicabs and railroads. Analyses have been presented before the Federal Encrgy Regulatory
Commission and Alaska Pipeline Commission in rate proceedings. Served as a consultant to the
Rail Services Planning Office on the reorganization of rail services in the U.S.




Exhibit__(DCP-1)
Schedule 1
Paged of 6

Economic Loss Analyses -- Testified in federal courts, state courts, and other adjudicative forums
regarding the economic loss sustained through personal and business injury whether due to bodily
harm, discrimination, non-performance, or anticompetitive practices. Testified on economic lossto a
commercial bank resulting from publication of adverse information concerning solvency. Testimony
has been presented on behalf of private individuals and business firms.

MEMBERSHIPS

American Economic Association

Virginia Association of Economists

Richmond Society of Financial Analysts

Financial Analysts Federation

Society of Utility and Regulatory Financial Analysts
Board of Directors  1992-2000
Secretary/Treasurer  1994-1998
President 1998-2000

RESEARCH ACTIVITY

Books and Major Research Reports

"Stock Price As An Indicator of Performance," Master of Arts Thests, Virgima Tech, 1970

"Revision of the Property and Casualty Insurance Ratemaking Process Under Prior Approval
in the Commonwealth of Virginia," prepared for the Burcau of Insurance of the Virginia
State Corporation Commission, with Charles Schotta and Michacl J. leo, 1971

"An analysis of the Virginia Consumer Finance Industry to Determine the Need for
Restructuring the Rate and Size Ceilings on Small Loans in Virginia and the Process by
which They are Governed," prepared for the Virginia Consumer Finance Association, with
Michael J. lleo, 1973

State Banks and the State Corporation Commission: A Historical Review, Technical
Associates, Inc., 1974

"A Study of the Implications of the Salc of Wine by the Virginia Department of Alcoholic
Beverage Control”, prepared for the Virginia Wine Wholesalers Association, Virginia Retail
Merchants Association,

Virginia Food Dealers Association, Virginia Association of Chain Drugstores, Southland
Corporation, and the Wine Institute, 1983.
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"Performance and Diversification of the Blue Cross/Blue Shield Plans in Virginia:  An
Operational Review", prepared for the Bureau of Insurance of the Virginia State Corporation
Commission, with Michael J. lleo and Alexander F. Skirpan, 1988.

The Cost of Capital - A Practitioners’ Guide, Society of Utility and Regulatory Financial
Analysts, 1997 (previous editions in 1991, 1992, 1993, 1994, and 1995).

Papers Presented and Articles Published

"The Differential Effcct of Bank Structure on the Transmission of Open Market Operations,”
Western Economic Association Meeting, with Charles Schotta, 1971

"The Economic Objectives of Regulation: The Trend in Virginia," (with Michael J. [leo),
William and Mary Law Review, Vol. 14, No. 2, 1973

"Evolution of the Virginia Banking Structure, 1962-1974: The Effects of the Buck-Holland
Bill", (with Michael J. Ileo), William and Mary Law Review, Vol. 16, No. 3, 1975

"Ranking Structure and Statewide Branching: The Potential for Virginia", William and Mary
Law Review, Vol. 18, No. 1, 1970

"Bank Expansion and Elcctronic Banking: Virginia Banking Structure Changes Past,
Present, and Future," William and Mary Business Review,” Vol. 1, No. 2, 1976

"Electronic Banking - Wave of the Future?" (with James R. Marchand), Journal of
Management and Business Consulting, Vol. 1, No. 1, 1976

"The Pricing of Electricity” (with James R. Marchand), Journa] of Management and Business
Consulting, Vol. 1, No. 2, 1976

"The Public Interest - Bank and Savings and Loan Expansion in Virginia" (with Richard D.
Rogers), University of Richmond Law Review, Vol. 11, No. 3, 1977

"When Is I In the 'Public Interest’ to Authorize a New Bank?", University of Richmond Law
Review, Vol. 13, No. 3, 1979

"Banking Dercgulation and Its Implications on the Virginia Banking Structure,” William and
Mary Business Review, Vol. 5, No. 1, 1983

"The Impact of Reciprocal Interstate Banking Statutes on The Performance of Virginia Bank
Stocks", with William B. Harrison, Virginia Social Science Journal, Vol. 23, 1988
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"The Financial Performance of New Banks in Virginia", Virginia Social Science Joumal,
Vol. 24, 1989

"Identifying and Managing Community Bank Performance After Deregulation”, with
William B. Harrison, Journal of Managerial [ssues, Vol. 11, No. 2, Summer 1990

"The Flotation Cost Adjustment To Utility Cost of Common Equity - Theory, Measurement
and Implementation,” presented at Twenty-Fifth Financial Forum, National Society of Rate
of Return Analysts, Philadelphia, Pennsyivania, April 28, 1993.

Biography of Myon Edison Bristow, Dictionary of Virginia Biography, Volume 2, 2001.
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ECONOMIC INDICATORS
REAL IND
GDP PROD UNEMP
YEAR GROWTH GROWTH RATE CPI PPI
1975 - 1982 Cycle.
1975 -1.1% -8.9% 8.5% 7.0% 6.6%
1976 5.4% 10.8% 7.7% 4.8% 3.7%
1977 5.5% 5.9% 7.0% 6.8% 6.9%
1978 5.0% 5.7% 6.0% 9.0% 9.2%
1979 2.8% 4.4% 5.8% 13.3% 12.8%
1980 -0.2% -1.9% 7.0% 12.4% 11.8%
1981 1.8% 1.9% 7.5% 8.9% 7%
1982 -2.1% -4.4% 9.5% 3.83% -3.6%
1983 - 1991 Cycle
1983 4.0% 3.7% 9.5% 3.8% 0.6%
1984 6.8% 9.3% 7.5% 3.9% 1.7%
1985 3.7% 1.7% 7.2% 3.8% 1.8%
1986 3.1% 0.9% 7.0% 1.1% -2.3%
1987 2.9% 4.9% 6.2% 4.4% 2.2%
1988 3.8% 4.5% 5.5% 4.4% 4.0%
1989 3.5% 1.8% 53% 4.6% 4.9%
1990 1.8% -0.2% 5.6% 6.1% 5.7%
1991 -0.5% -2.0% 6.8% 3.1% -0.1%
1992 - 2001 Cycle
1992 3.0% 31% 7.5% 2.9% 1.6%
1983 2.7% 3.3% 6.9% 2.7% 0.2%
1994 4.0% 5.4% 6.1% 2.7% 1.7%
1995 2.5% 4.8% 5.6% 2.5% 2.3%
1996 3.7% 4.3% 5.4% 3.3% 2.8%
1997 4.5% 7.2% 4.9% 1.7% -1.2%
1998 4.2% 6.1% 4.5% 1.6% 0.0%
1589 4.5% 4.7% 4.2% 27% 2.9%
2000 3.7% 4.5% 4.0% 3.4% 3.6%
2001 0.8% -3.5% 4.7% 16% -1.6%
Current Cycle
2002 1.6% 0.0% 5.8% 2.4% 1.2%
2003 2.5% 1.1% 6.0% 1.9% 4.0%
2004 3.9% 2.5% 5.5% 3.3% 4.2%
2005 3.2% 3.2% 5.1% 3.4% 5.4%
2006 3.3% 3.9% 4.6% 2.5% 1.1%
2002
1st Qtr, 2.7% -3.8% 5.6% 2.8% 4.4%
2nd Gir. 2.2% -1.2% 5.9% 0.9% -2.0%
3rd Qitr. 2.4% 0.8% 5.8% 2.4% 1.2%
4th Qitr, 0.2% 1.4% 5.9% 1.6% 0.4%
2003
1st Qtr. 1.2% 1.1% 5.8% 4.8% 56%
2nd Qtr. 3.5% -0.9% 6.2% 0.0% -0.5%
3rd Qtr, 7.5% -0.9% 6.1% 1.2% 3.2%
4th Qlr, 2.7% 1.5% 5.9% -0.3% 2.8%
2004
15t Qtr. 3.9% 2.8% 5.8% 5.2% 5.2%
2nd (Hr. 4.0% 4.9% 5.6% 4.4% 4.4%
3rd Qr. 3.1% 4.6% 5.4% 0.8% 0.8%
4ih Qfr. 2.6% 4.3% 5.4% 3.6% 7.2%
2005
tst Qtr. 3.4% 3.8% 5.3% 4.4% 5.6%
2nd Qtr. 3.3% 3.0% 5.1% 1.6% -0.4%
3rd Qur. 4.2% 27% 5.0% 8.8% 14.0%
4th Qtr., 1.8% 3.1% 4.9% -2.0% 4.0%
2006
1st Otr. 5.6% 3.4% 4.7% 4.8% -0.2%
2nd Qtr. 2.6% 4.5% 4.6% 4.8% 5.6%
3rd Qtr, 2.0% 5.2% 4.7% 0.4% -4.4%
4th Qir. 2.5% 3.5% 4.5% 0.0% 36%
2007
1st Qtr. 0.6% 2.5% 4.5% 4.8% 6.8%

Source: Council of Economic Advisors, Economic Indicalors, various issues.
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INTEREST RATES

US TREAS US TREAS UTILITY UTILITY UTILITY UTILITY
PRIME T BILLS T BONDS BONDS BONDS BONDS BONDS
RATE 3 MONTH 10 YEAR Aaa Aa A Baa

1975 - 1982 Cycle

7.86% 5.84% 7.99% 9.03% 8.44% 10.09% 10.96%
6.84% 4.99% 7.61% 8.63% 8.92% 9.29% 9.82%
6.83% 5.27% 7.42% 8.19% 8.43% 8.61% 9.06%
9.06% 7.22% 8.41% 8.87% 9.10% 9.29% 9.62%
12.67% 10.04% 9.44% 9.86% 10.22% 10.45% 10.96%
15.27% 11.51% 11.46% 12.30% 13.00% 13.34% 13.95%
18.89% 14.03% 13.93% 14.64% 15.30% 15.95% 16.60%
14.86% 10.69% 13.00% 14.22% 14.79% = 15.86% 16.45%

1983 - 1991 Cycle

1983 10.79% 8.63% 11.10% 12.52% 12.83% 13.66% 14.20%
1984 12.04% 9.58% 12.44% 12.72% 13.66% 14.03% 14.53%
1885 9.93% 7.48% 10.62% 11.68% 12.06% 12.47% 12.96%
1986 8.33% 5.98% 7.68% 8.92% 9.30% 9.58% 10.00%
1987 8.21% 5.82% 8.39% 9.52% 9.77% 10.10% 10.593%
1988 9.32% 6.69% 8.85% 10.05% 10.26% 10.49% 11.00%
1989 10.87% 8.12% 8.49% 9.32% 9.56% 9.77% 9.97%
1800 10.01% 7.51% 8.55% 9.45% 9.65% 9.86% 10.06%
1991 8.46% 5.42% 7.86% 8.85% 9.09% 9.36% 9.55%

1992 - 2001 Cycle

1992 6.25% 3.45% 7.01% 8.19% 8.55% 8.69% 8.86%
1983 6.00% 3.02% 5.87% 7.29% 7.44% 7.59% 7.91%
1994 7.15% 4.29% 7.09% 8.07% 8.21% 8.31% 8.63%
1995 8.83% 5.51% 8.57% 7.68% 7.77% 7.89% 8.29%
1996 8.27% 5.02% 6.44% 7.48% 7.57% 7.75% 8.16%
1997 8.44% 5.07% 6.35% 7.43% 7.54% 7.60% 7.95%
1998 8.35% 4.81% 5.26% 6.77% 6.91% 7.04% 7.26%
1999 8.00% 4.66% 5.65% 7.21% 7.51% 7.62% 7.88%
2000 9.23% 5.85% 6.03% 7.88% 8.06% 8.24% 8.36%

2001 6.91% 3.45% 5.02% 7.47% 7.59% 7.78% 8.02%

Current Cycle

2002 4.67% 1.62% 4.61% 7.19% 7.37% 8.02%
2003 4.12% 1.02% 4.01% 6.40% 6.58% 6.84%
2004 4.34% 1.38% 4.27% 6.04% 6.16% 6.40%
2005 6.19% 3.16% 4.29% 5.44% 5.65% 593%
2006 7.96% 4.73% 4.80% 5.84% 6.07% 6.32%

Sources: Council of Economic Advisors, Econemic Indicators: Moody's Bond Record; Federal
Reserve Bulletin; various issues.
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INTEREST RATES
US TREAS US TREAS UTILITY uTILITY UTILITY UTILITY
PRIME T BILLS T BONDS BONDS BONDS BONDS BONDS
YEAR RATE 3 MONTH 10 YEAR Aaa Aa A Baa
2003
Jan 4.25% 117% 4,05% 6.87% 7.06% 7.47%
Feb 4.25% 1.16% 3.90% 6.66% 6.93% 7.17%
Mar 4.25% 1.13% 3.81% 6.56% 68.79% 7.05%
Apr 4.25% 1.14% 3.96% 6.47% 6.64% 6.94%
May 4.25% 1.08% 3.57% 6.20% 6.36% 6.47%
June 4.00% 0.95% 3.33% 6.12% 6.21% 6.30%
July 4.00% 0.90% 3.98% 6.37% 6.57% 6.67%
Aug 4.00% 0.96% 4.45% 6.48% 6.78% 7.08%
Sept 4.00% 0.95% 4.27% §.30% 6.56% 6.87%
Qct 4.00% 0.93% 4.29% 6.28% 6.43% 6.79%
Nov 4.00% 0.94% 4.30% 6.26% 6.37% 6.69%
Dec 4.00% 0.90% 4.27% 6.18% 6.27% 6.61%
2004 )
Jan 4.00% 0.89% 4.15% 6.06% 6.15% 6.47% '
Feb 4.00% 0.92% 4.08% 6.10% 6.15% 65.28%
Mar 4.00% 0.94% 3.83% 5.93% 5.97% 6.12%
Apr 4.00% 0.94% 4.35% 6.33% 6.35% 6.46%
May 4.00% 1.04% 4.72% 6.66% 6.62% 6.75%
June 4.00% 1.27% 4.73% 6.30% B.46% 6.84%
July 4.25% 1.35% 4.50% 6.09% 6.27% 6.67%
Aug 4.50% 1.48% 4.28% 5.95% 6.14% 6.45%
Sept 4.75% 1.65% 4,13% 5.79% 5.08% 6.27%
Oct 4.75% 1.75% 410% 5.74% 5.94% 6.17% |
Nov 5.00% 2.06% 4.19% 5.79% 5.97% 6.16%
Dec 5.25% 2.20% 4.23% 5.78% 5.92% 6.10%
2005
Jan 5.25% 2.32% 4.22% 5.68% 5.78% 5.95%
Feb 5.50% 2.53% 417% 5.55% 5.61% 5.76%
Mar 5.75% 2.75% 4.50% 5.76% 5.83% 6.01%
Apr 5.75% 2.79% 4.34% - . 5.56% 5.64% 5.95%
May 6.00% 2.86% 4.14% 5.39% 5.53% 5.88%
June 6.25% 2.99% 4.00% 5.05% 5.40% 5.70%
July 6.25% 3.22% 4.18% 5.18% 5.51% 5.81%
Aug 6.50% 3.45% 4.26% 5.23% 5.50% 5.80%
Sept 6.75% 3.47% 4.20% 5.27% 5.52% 5,83%
Oct 6.75% 3.70% 4,46% 5.50% 5.79% 6.08%
Nov 7.00% 3.90% 4.54% 5.59% 5.88% 6.19%
Dec 7.25% 3.89% 4.47% 5.55% 5.80% 6.14%
2006
Jan 7.50% 4.20% 4.42% 5.50% 5.75% 6.06%
Feb 7.50% 4.41% 4.57% 5.55% 5.82% 6.11%
Mar 7.75% 4.51% 4.72% 5.71% 5.98% 6.26%
Apr 7.75% 4.59% 4.99% 6.02% 6.29% 6.54%
May 8.00% 4.72% 5.11% 6.16% 6.42% 6.59%
June 8.25% 4.78% 5.11% 6.16% 6.40% 6.61%
July B.25% 4.96% 5.09% 6.13% 6.37% 6.61%
Aug 8.25% 4.98% 4.88% 5.97% 6.20% 6.43%
Sept 8.25% 4.82% 4.72% 5.81% 65.00% 6.26%
Oct 8.25% 4.89% 4,73% 5.80% 5.98% 6.24%
Nov B.25% 4.94% 4.60% 5.61% 5.80% 6.04%
Dec 4.85% 4.56% 5.62% 5.81% 6.05%
2007
Jan 8.25% 4.98% 4.76% 5.78% 5.66% 6.16%
Feb 8.25% 5.03% 4.72% 5.73% 5.90% 6.10%
Mar B.25% 4,84% 4.56% 5,66% 5.85% 6.10%
Apr 8.25% 4.88% 4.69% 5.83% 5.97% 6.24%
May 8.25% 4.77% 4.75% 5.86% 5.99% 6.23%
Sources: Council of Economic Advisors, Economic Indicators; Moedy's Bond Record: Federal
Reserve Bulletin; various issues.
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STOCK PRICE INDICATORS
S&P Nasdaq S&P S&P
YEAR Composite Compaosite DJIA DiP E/P
1975 - 1982 Cycle
1975 802.49 4.31% 9.15%
1976 974.92 3.77% 8.90%
1977 894,63 4.62% 10.79%
1978 820.23 5.208% 12.03%
1979 844,40 5.47% 13.46%
1980 891.41 5.26% 12.66%
1981 932,92 8,20% 11.96%
1982 8B84.36 5.81% 11,60%
1983 - 1991 Cycle
1983 1,190.34 4.40% 8.03%
1984 1,178.48 4.64% 10.02%
1985 1,328.23 4,25% 8.12%
1986 1,792,76 3.49% 6.09%
1987 2,275.99 3.08% 5.48%
1988 2,060.82 3.64% 8.01%
1989 322.84 2,508.91 3.45% 7.41%
1990 334,59 2,678.94 3.61% 65.47%
1991 376.18 491,69 2,929.33 3.24% 4.79%
1992 - 2001 Cycte
1992 415,74 599,26 3,284.29 2,99% 4.22%
1993 451.21 71516 3,522.06 2.78% 4.46%
1994 460,42 751.65 3,793.77 2.82% 5.83%
1995 541,72 82519 4,493.76 2.56% 6.09%
19986 670.50 1,164.96 5,742.89 2.19% 5.24%
1997 873,43 1,469.49 7.441.15 1.77% 4.57%
1998 1,085.50 1,794.81 8,625.52 1.49% 3.46%
1998 1.327.33 2,728.15 10,464.88 1.25% 3.17%
2000 1.427.22 3,783.67 10,734.90 1.15% 3.63%
2001 1,194.18 2.035,00 10,189.13 1.32% 2.95%
Current Cycle
2002 993.94 1,539.73 9,226.43 161% 2.82%
2003 965.23 1,647.17 -+ 8,993.59 1.77% 3.84%
2004 1,130.65 1.986,53 10,317.39 1.72% 4.89%
2005 1.207.23 2,099.32 10,547.67 1.83% 5,36%
2006 1,310.46 2,263.41 11,408.67 1.87% 5.78%
2002
1st Qtr. 1.131.56 1,879.85 10,105.27 1.39% 215%
2nd Qtr. 1,068,45 1,641.53 9,912.70 1.49% 2.70%
3rd Qtr, 894,65 1,308.17 8.,487.59 1.76% 3.68%
4th Qitr, 887.91 1.346.07 8,400.17 1.79% 3.14%
2003
15t Qtr. 860.03 1,350.44 8,122.83 1.89% 3.57%
2nd Qir. 938.00 1,521.82 8,684 52 1.75% 3.55%
3rd Qir, 1,000.50 1.765.95 9,310.57 i.74% 3.87%
4th Qlr. 1.056.42 19347 9,856.44 1.69% 4,38%
2004
1st Qtr. 1.133.29 2,041.95 10,488 .43 1,64% 4.62%
2nd Qtr. 1.122.87 1.984.13 10,289.04 1.71% 4,92%
3rd Qtr. 1,104.15 1,872.90 10,129.85 1.79% 5.18%
4th Qtr. 1,162,07 2,050.22 10,362.25 1.75% 4.83%
2005
1st Qtr. 1,121.98 2,056.01 10,648.48 1.77% 511%
. 2nd Qr. 1,181.65 2012.24 10,382.35 1.85% 5.22%
3rd Qtr, 1,224,914 2,149.20 $0,544.06 1.83% 5.42%
4th (v 1,230.47 2,178.67 10,615.78 1.86% 5.60%
. 2006
18t Qitr. 1,283.04 2.287.97 10,996.04 1.85% 561%
2nd Qtr, 1.281.77 2.240 46 11,188.84 1.90% 5.88%
3rd Qs 1,288.40 2.141.97 11,584.69 1.91% 5.88%
b Otr 1,389.48 2,390.28 12,175.30 1.81% 5.75%
2007
15t Citr, 1,425,30 2.444,85 12,470.97 1.84% 5.86%

Source: Council of Economic Advisors, Ecenemic Indicalors, various issues.
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PPL CORPORATION
SEGMENT FINANCIAL INFORMATION
2004 - 2006
($millions)
Total
Segment Revenue Net Income Assets
2004
Supply $1,783 $421
31.0% 60.3%
International Delivery $1.102 $197
19.2% 28.2%
Pennsylvania Delivery $2.869 %80
49 9% 11.5%
Total $5,754 $698
2005
Supply $1.774 $311 $7,118
28.7% 45.9% 39.7%
International Delivery $1,208 $2156 $5,089
19.5% 31.7% 28.4%
Pennsylvania Delivery $3,199 $152 $5,719
51.8% 22.4% 31.9%
Total $6.,179 $678 $17,926
2006
Supply $2,239 $416 $8,039
32.5% 48.1% 40.7%
International Delivery $1,347 $268 $6.208
19.5% 31.0% 31.4%
Pennsylvania Delivery $3,313 $181 $5,500
48.0% 20.9% 27.9%
Total $6,899 $865 $19,747

Source: PPl Corporation Annual Report.
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PPL ELECTRIC UTILITIES CORPORATION
CAPITAL STRUCTURE RATIOS

2002 - 2006
($millions)
COMMON PREFERRED  LONG-TERM  SHORT-TERM
YEAR EQUITY SECURITIES DEBT DEBT
2002 $1,142.6 $79.0 $1,479.2 $14.7
42.1% 2.9% 54.5% 0.5%
42.3% 2.9% 54.8%
2003 $1,216.8 $48.3 $1,493.4 $0.0
44.1% 1.8% 54.1% 0.0%
44.1% 1.8% 54.1%
2004 $1,262.5 $48.7 $1,358.1 $42.0
46.6% 1.8% 50.1% 1.5%
47 3% 1.8% 50.9%
2005 $1,322.6 $52.1 $1,519.4 $42.0
45.0% 1.8% 51.7% 1.4%
45.7% 1.8% 52.5%
2006 $1,219.1 $299.5 $1,3416 $42.0
42.0% 10.3% 46.2% 1.4%
42 6% 10.5% 46.9%

Note: Percentages may not total 100.0% due to rounding.

Sources: Response to Interrogatories of the Office of Consumer Advocate, Set If, Q. 6, and
information contained in Company filing.
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PPL CORPORATION
CAPITAL STRUCTURE RATIOS
2001 - 2006
($millions)
COMMON PREFERRED LONG-TERM SHORT-TERM
YEAR EQUITY SECURITIES DEBT DEBT
2002 $2,7245 $79.0 $4,575.4 $942.7
32.7% 0.9% 55.0% 11.3%
36.9% 1.1% 62.0%
2003 $3,622.3 $48.3 $7,100.3 $56.1
33.5% 0.4% 65.6% 0.5%
33.6% 0.4% 65.9%
2004 $4,613.1 $48.7 $6,578.1 $42.2
40.9% 0.4% 58.3% 0.4%
41.0% 0.4% 58.5%
2005 $4,418.0 $51.0 $5,955.0 $214.0
41.5% 0.5% 56.0% 2.0%
42.4% 0.5% 571%
2006 $5,122.0 $301.0 $6,728.0 $42.0
42.0% 2.5% 55.2% 0.3%
42.2% 2.5% 55.4%

Note: Percentages may not total 100.0% due to rounding.

Sources: Response to Interrogatories of the Office of Consumer Advocate, Set If, Q. 6 and Annua

Report of PPL Corp.
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AUS UTILITY REPORTS
ELECTRIC UTILITY GROUPS
AVERAGE COMMON EQUITY RATIOS

Combination

Electric
Year Flectric and Gas
2002 38% 36%
2003 42% 38%
2004 47% 43%
2005 44%, 47%
2006 45% 44%

Note: Averages include short-term debt.

Source: AUS Utility Reports.
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Schedule 6
COMPARISON COMPANIES
BASIS FOR SELECTION
Percent Common  Value Moody's/ S&P

Market Revenues Equity Line S&P Bond Stock
Company Cap (000) Electric Ratio Safety Rating Ranking
PPL Corp $14,000 66% 42% 2 A-1 A3 B+
Comparison Group*
Ameren Corp. $10,400 81% 54% 2 BBE / Baa1i A-
American Electric Power Company $19.000 94% 45% 3 BBB / Baa1 B
Consolidated Edison, Inc. $12,600 63% 49% 1 At A1 B+
Edison International $17.000 78% 41% 3 BBB+ / Baa1 B
Entergy Corp. $21,100 83% 46% 2 BBB-/ Baa2 A-
Exelon Corp. $43,000 67% 44% 1 BBB / Baa1 B+
Firstenergy Corp. $20,000 B5% 52% 2 BBB / Baal B+
FPL Group, Inc. $24,200 76% 51% 1 AlAA3 A-
Progress Energy $12,700 86% 43% 2 BBB / A3 B
Public Service Enterprise Group, Inc. $18,800 61% 35% 3 A-1A3 8+
Southern Company $27.,000 98% 44% 1 BBB /A3 A-

* Selected using following criteria:
Market cap of $10 billion or greater.
Electric Revenues of 40% or greater.
Comman Equity Ratio of 35% or greater.
-‘Value Line Safety of 1, 2 or 3.

S&P bond ratings of A/BBB and Moody's bond ratings of A/Baa.

S&P stock ranking of B or B+ or A-.

Sources: C.A. Turner Utility Reports, Standard & Poor's Stock Guide, Value Line Investment Survey.
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March-May 2007 Stock Prices

COMPANY DPS HIGH LOW AVERAGE YIELD
Comparison Group
Ameren Corp. $2.54 $55.00 $48.56 $51.78 4.9%
American Electric Power Company $1.56 $49.47 $48.66 $49.07 3.2%
Consolidated Edison, Inc. $2.32 $52.90 $47.46 $50.18 4.6%
Edison International $1.16 $58.71 $46.20 $52.46 2.2%
Entergy Corp. $2.16 $120.47 $95.18 $107.83 2.0%
Exelon Corp. $1.76 $79.38 $63.60 $71.49 2.5%
Firstenergy Corp. $2.00 $72.90 $60.85 $66.88 3.0%
FPL Group, Inc. $0.00 $66.24 $56.50 $61.37 0.0%
PPL Corp $1.22 $46.42 $37.03 $41.73 2.9%
Progress Energy $2.44 $52.69 $47.87 $50.28 4.9%
Public Service Enterprise Group, Inc. $2.34 $93.80 $72.87 $83.34 2.8%
Southern Company $1.61 $38.90 $34.85 $36.88 4.4%
Average 3.1%
Moul Electric Group
CH Energy Group, Inc. $2.16 $50.78 $45.93 $48.36 4.5%
Central Vermont Public Service Corp $0.92 $36.33 $24.37 $30.35 3.0%
Consolidated Edison, Inc. $2.32 $52.90 $47.46 $50.18 46%
Energy East Corp. $1.20 $25.40 $23.76 $24.58 4.9%
Northeast Utilities $0.75 $33.62 $28.20 $30.91 2.4%
NSTAR $1.30 $37.37 $33.36 $35.37 3.7%
Pepco Holdings, Inc. $1.04 $30.71 $25.85 $28.28 3.7%
UiL Holdings $1.73 $37.01 $32.80 $34.91 5.0%
Average 4.0%

Source: Yahoo! Finance.
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COMPANY 2002 2003 2004 2005 2006 Average 2007 2008 2010-12 Average

Comparison Group

Ameren Corp. 02% 22% 09% 17% 05% 11% 15% 15% 20% 1.7%
American Electric Power Company 24% 45% 57% 52% 57% 47% 55% 650% 55% 53%
Consolidaled Edison, Inc. 40% 29% 08% 26% 20% 25% 25% 25% 25% 25%
Edison International 11.9% 136% 00% 123% 101% 96% 80% 75% 60% 72%
Entergy Cortp. 71% 56% 58% 60% 70% 63% 95% 85% 70% 83%
Exelon Corp, 12.8% 11.5% 107% 11.9% 13.0% 12.0% 145% 145% 115% 13.5%
Firstenergy Corp. 43% 00% 49% 42% 75% 42% 75% T75% 7.0% 73%
FPL Group, Inc. 4B6% 64% 56% 40% 7.0% 55% 70% 7T0% 65% 68%
PPL Corp 124% 117% 93% 88% 95% 103% 80% 7.0% 100% 83%
Progress Energy 50% 37% 26% 17% 05% 27% 1.0% 15% 20% 15%
Public Service Enterprise Group, Inc. 83% 65% 35% 52% 55% 58% 85% 80% 70% 78%
Southern Company 47% 50% 659% 62% 40% 52% 40% 35% 35% 37%
Average 5.8% 6.2%
Moul Electric Group

CH Energy Group, Inc. 00% 20% 17% 20% 15% 14% 15% 15% 20% 1.7%
Central Vermont Public Service Corp 38% 32% 15% 00% 30% 23% 40% 45% 45% 43%
Consolidated Edison, Inc. 40% 298% 08% 26% 20% 25% 25% 25% 25% 25%
Energy East Corp. 29% 31% 38% 37% 30% 33% 20% 20% 25% 22%
Northeast Utilities 32% 3.7% 16% 15% 50% 30% 40% 40% 40% 4.0%
NSTAR 52% 52% 49% 47% 25% 45% 50% 55% 6.0% 55%
Pepco Holdings. Inc. 53% 20% 25% 24% 15% 27% 30% 40% 55% 42%
UIL Holdings 06% 00% 00% 00% 05% 02% 05% 10% 15% 1.0%
Average 2.5% 3.2%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
PER SHARE GROWTH RATES

5-Year Historic Growth Rates

Est'd '04-'06 to '10-'12 Growth Rates

COMPANY EPS DPS BVPS Average EPS DPS BVPS Average
Comparison Group
Ameren Corp. 0.5% 0.0% 5.0% 1.8% 1.0% 0.0% 3.0% 1.3%
American Eiectric Power Company 3.0% -9.5% -2.5% -3.0% 7.0% 7.5% 5.5% 6.7%
Consolidated Edison, Inc. -2.0% 1.0% 2.5% 0.5% 3.0% 1.0% 3.5% 2.5%
Edison Internationa! 0.0% 8.5% 14.0% 7.5% 6.5% 7.5% 8.5% 7.5%
Entergy Com. 10.0% 71.5% 4.5% 7.3% 7.5% 7.5% 6.5% 7.2%
Exeton Cormp. 11.5% 0.0% 4.0% 5.2% 9.5% 7.5% 10.0% 9.0%
Firstenergy Cormp. 0.0% 2.5% 6.0% 2.8% 12.0% 5.5% 5.5% 7.7%
FPL Group, Inc. 3.5% 4.5% 6.0% 4.7% 8.5% 5.5% 8.5% 7.5%
PPL Corp 8.5% B.5% 12.0% 9.7% 10.5% 13.0% 8.0% 10.5%
Progress Energy 4.5% 3.0% 6.5% 4.7% -1.5% 2.0% 3.0% 1.2%
Public Service Enterprise Group, Inc. 2.0% 0.5% 3.5% 2.0% 6.5% 1.5% 7.0% 5.0%
Southern Company 11.5% 2.5% 13.0% 9.0% 7.0% 6.0% 6.0% 6.3%
Average 4.3% 6.0%
Moul Electric Group
CH Energy Group, Inc. -1.5% 0.0% 2.0% 0.2% 1.0% 0.5% 1.5% 1.0%
Central Vermont Public Service Corp 1.0% 0.5% 2.5% 1.3% 10.0% 0.0% 2.5% 4.2%
Consolidated Edison, Inc. -2.0% 1.0% 2.5% 0.5% 3.0% 1.0% 3.5% 2.5%
Energy East Com. -2.5% 5.0% 6.0% 2.8% 3.0% 4.5% 2.5% 3.3%
Northeast Utilities 0.0% 30.5% 3.0% 11.2% 8.5% 6.5% 1.5% 5.5%
NSTAR 4.0% 1.0% 2.0% 2.3% 7.5% 8.0% 6.0% 7.2%
Pepco Holdings, Inc. -1.0% 0.0% 0.5% -0.2% 8.0% 3.0% 3.0% A4.7%
UL Holdings -9.0% 0.0% 2.0% -2.3% 6.0% 0.0% 2.0% 2.7%
Average 2.0% 3.9%

Source: Value Line Investment Survey.
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COMPARISON COMPANIES
DCF COST RATES
HISTORIC PROSPECTWE HISTORIC PROSPECTIVE FIRST CALL
ADJUSTED RETENTION RETENTION PER SHARE PER SHARE EPS AVERAGE DCF
YIELD GROWTH GROWTH GROWTH GROWTH GROWTH GROWTH RATES
COMPANY

Comparison Group
Ameren Corp. 5.0% 1.1% 1.7% 1.8% 1.3% 5.0% 2.2% 7.1%
American Electric Power Company 3.3% 4.7% 5.3% 6.7% 6.0% 5.7% 8.9%
Consolidated Edison, Inc. 4.7% 25% 2.5% 0.5% 2.5% 3.5% 2.3% 7.0%
Edison International 2.3% 96% 7.2% 7.5% 7.5% 7.0% 7.7% 10.0%
Entergy Corp. 2.1% 6.3% 8.3% 7.3% 7.2% 8.0% T.4% 9.5%
Exelon Corp. 26% 12.0% 13.5% 5.2% 9.0% 8.6% 9.6% 12,.2%
Firstenergy Corp. 3.1% 4.2% 7.3% 2.8% 7.7% 8.5% 6.1% 9.2%
FPL Group, Inc. 0.0% 5.5% 6.8% 4.7% 7.5% 8.5% 6.6% 6.6%
PPL, Corp 3.1% 10,3% B8.3% 8. 7% 10.5% 12.5% 10.3% 13.3%
Progress Energy 4.9% 27% 1.5% 4.7% 1.2% 5.0% 3.0% 7.9%
Public Service Enterprise Group, Inc. 2.9% §.8% 7.8% 2.0% 5.0% 6.0% 5.3% 8.2%
Southern Company 4.5% 5.2% 37% 9.0% 6.3% 5.0% 5.8% 10.3%
Average 3.2% 5.8% 6.2% 5.0% 6.0% 7.0% 6.0% 9.2%
Median 9.1%
Composite 9,0% 9.4% B.2% 9,2% 10.2% 9.2%
Moui Electric Group
CH Energy Group, Ing. 4.5% 1.4% 1.7% 0.2% 1.0% 1.1% 5.6%
Cantral Vermont Public Service Corp 31% 2.3% 4.3% 1.3% 4.2% 3.0% 6.1%
Cansplidated Ediscn, Inc. 4, 7% 2.5% 2.9% 0.5% 2.5% 3.5% 2.3% 7.0%
Energy East Corp. 5.0% 3.3% 2.2% 2.8% 3.3% 4.0% 3.1% B.1%
Norheast Utilities 2.5% 3.0% 4.0% 11.2% 5,5% 12.0% T1% 9.7%
NSTAR 3.8% 4.5% 5.5% 2.3% 1.2% 5.0% 5.1% 8.9%
Pepco Holdings, Inc, 3.8% 2.7% 4,2% 4.7% 10.0% 5.4% 9.2%
UIL Holdings 5.0% 0.2% 1.0% 2.7% B.0% 3.0% 8.0%
Average 4.0% 2.5% 3.2% 3% 3.9% 7.3% 3.8% 7.8%
Median 8.0%
Composite 6.5% 7.2% 1.1% 7.9% 11.3% 7.8%

Sources: Prior pages of this schedule.
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STANDARD & POOR'S 500 COMPOSITE
20-YEAR U.S. TREASURY BOND YIELDS
RISK PREMIUMS

20-YEAR RISK

Year EPS BVPS ROE T-BOND PREMIUM
18977 $79.07
1978 $12.33 $85.35 15.00% 7.90% 7.10%
1979 $14.86 $94.27 16.55% 8.86% 7.69%
1980 $14.82 $102.48 15.06% 8.97% 5.09%
1981 $15.36 $109.43 14.50% 11.55% 2.95%
1982 $12.64 $112.46 11.39% 13.50% 2. 11%
1983 $14.03 $116.93 12.23% 10.38% 1.85%
1984 $16.64 $122.47 13.90% 11.74% 2.16%
1985 $14.61 $125.20 11.80% 11.25% 0.55%
1986 $14.48 $126.82 11.49% 8.98% 2.51%
1987 $17.50 $134.04 13.42% 7.92% 5.50%
1988 $23.75 $141.32 17.25% 8.97% 8.28%
1989 $22.87 $147.26 15.85% 8.81% 7.04%
1990 $21.73 $153.01 14.47% 8.19% 6.28%
1991 $16.29 $158.85 10.45% 8.22% 2.23%
1992 $19.09 $149.74 12.37% 7.26% 511%
1903 $21.89 $180.88 13.24% 717% 6.07%
1994 $30.60 $193.06 16.37% 6.59% 9.78%
1995 $33.96 $215.51 16.62% -~ 7.60% 9.02%
1996 $38.73 $237.08 17.11% 6.18% 10.93%
1997 $39.72 $249.52 16.33% 6.64% 9.69%
1998 $37.71 $266.40 14.62% 5.83% 8.79%
1999 $48.17 $290.68 17.28% 5.57% 11.72%
2000 $50.00 $325.80 16.22% 6.50% 0.72%
2001 $24.69 $338.37 7.43% 5.53% 1.90%
2002 $27.59 $321.72 8.36% 5.59% 2.77%
2003 $48.73 $367.17 14.15% 4.80% 9.35%
2004 $58.55 $414.75 14.98% 5.02% 9.96%
2005 $69.93 $453.06 16.12% 4.69% 11.43%
Average 14.09% 7.90% 6.19%

Sources: Standard & Poor's Analysts' Handbook and Ibbotson Associates 2006 Yearbook.
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COMPARISON COMPANIES
CAPM COST RATES
RISK-FREE MARKET CAPM

COMPANY RATE BETA RETURN RATES
Comparison Group
Ameren Corp. 4.91% 0.75 5.90% 9.3%
American Electric Power Company 4.91% 1.36 5.90% 12.9%
Consolidated Edison, Inc. 4.91% 0.75 5.90% 9.3%
Edison International 4.91% 1.10 5.90% 11.4%
Entergy Corp. 4.91% 0.85 5.90% 9.9%
Exelon Corp. 4.91% 0.90 5.90% 10.2%
Firstenergy Corp. 4.91% 0.85 5.90% 9.9%
FPL Group, Inc. 4.91% 0.85 5.90% 9.9%
PPL Corp 491% 0.95 5.90% 10.5%
Progress Energy 4.91% 0.90 5.90% 10.2%
Public Service Enterprise Group, Inc. 4.91% 1.00 5.90% 10.8%
Southern Company 4.91% 0.70 5.90% 9.0%
Average 10.3%
Median 10.1%
Moul Electric Group
CH Energy Group, Inc. 4.91% 0.85 5.90% 9.9%
Central Vermont Public Service Carp 4.91% 0.70 5.90% 9.0%
Consolidated Edison, Inc. 4.91% 0.75 5.90% 9.3%
Energy East Corp. 4.91% 0.95 5.90% 10.5%
Northeast Utilities 4.91% 0.90 5.90% 10.2%
NSTAR 4.91% 0.80 5.90% 9.6%
Pepco Holdings, Inc. 4.91% 0.90 5.90% 10.2%
UiL Holdings 4.91% 0.95 5.90% 10.5%
Average 9.9%
Median 10.1%

Sources: Value Line Investment Survey, Standard & Poor's Analysts’' Handbook, Federal Reserve.
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COMPARISON COMPANIES
RATES OF RETURN ON AVERAGE COMMON EQUITY
1592-200% 2002-2006

COMPANY 1992 1993 1994 1895 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 Average Average 2007 2008 2010-12
Comparisen Group
Ameren Corp. 12.7% 12.9% 13.7% 13.i1% 12.5% 10.8% 12.7% 12.5% 14.5% 143% i0.8% 122% 10.0% 10.3% §.8% 13.0% 10.6% 9.0% 9.5% 9.0%
American Electric Pawer Company  11,1% 11.9% 12.0% 124% 132% 135% 113% 10.5% 4.1% 129% 123% 124% 127% 11.9% 10.4% 1.3% 11.9% 11.5% 11.5% 12.5%
Consciidated Edison, Inc. 120% 125% 13.5% 12.7% 122% 11.9% 11.9% 122% 107% 122% 11.5% 10.0% 8.0% 10.2% 14.3% 122% 10.8% 9.5% 9.5% 5.0%
Edison International 13.4% 11.8% 11.5% 13.8% 11.2% 11.8% 12.7% 13.7% -52.0% 14.8% 154% 158% 3.9% 17.4% 202% 6.1% 14.5% 12.0% 5.0% 12.0%
Entergy Corp, 99% 99% 56% 7.6% 8.7% B.1% 78% 7.8% 9.8% 94% 107% 10.1% 10.3% 11.9% 16.8% 8.5% 11.9%  14.5% 14.0% 13.0%
Exelon Corp. 34.9% 24.86% 18.2% 194% 197% 20.3% 229% 13.1% 19.1% 25.0% 24.5% 19.0%
Firstenergy Corp. 10.9% 11.9% 33.2% 12.2% 13.0% 11.3% 10.6% 13.0% 13.3% 125% 10.4% 6.0% 10.8% 105% 17.8% 12.3% 1A% 145% 14.5%  13.5%
FPL Group, Inc. 13.1% 13.0% 13.2% 13.7% 13.7% 13.8% 14.0% 14.0% 13.4% 4.0% i1.6% 13.5% 126% 11.5% 12.2% 13.6% 12.3% 13.0% 13.0% 12.0%
PPL Corp 13.1% 13.2% 10.6% 12.1% 12.4% 11.7% 158% 17.9% 26.1% 27.0% 23.6% 23.i% 183% 16.8% 13.9% 16.0% 20.1% 16.5% 15.5% 21.5%
Progress Energy 15.4% 13.9% 12.3% 14.8% 153% 146% 144% 12.5% 9.8% 12.8% 13.7% 116% 10.1% 9.4% 11.4% 13.6% 11.2% B.5% 8.5% 9.0%
Public Service Enterprise Group, Inc. 9.5% 13.1% 13.0% $2.3% 11.0% 10.8% 12.6% 15.4% 18.8% 18.8% 19.9% 182% 1238% 149% 129% 13.5% 15.7% 16.5% 16.0% 13.5%
Southern Company 13.4% 13.4% 12.4% 33.0% 126% 11.4% 123% 13.1% 13.6% 11.9% 157% 156% 152% 15.0% 142% 12.7% 15.1%  13.5% 13.0% 13.0%
Average 122% 12.5% 11.9% 12.4% 12.4% 311.8% 124% 14.8% B9% 14.9% 146% 14.0% 121% 13.6% 13.9% 121% 13.7% 13.7% 12.9% 13.1%
Composite 12.4% 13.6%
Moul Electric Group
CH Energy Groug, Inc. 14.0% 11.1%  107%  10.7%  11.3% 30.9% 10.4% 102% 10.59% 104% 7FO0% 91% 87% B.9% BI% 10.7% 8.4% 8.0% 8.0% 85%
Central Vermont Public Service Corp 12.1%  11.2% B87% 9.8% B9% B8.1% 1.1% 8.1% 7.0% 57% 94% 82% 8.0% 5.7% 13.7% 8.1% 9.0% 90% 9.5% 8.5%
Consolidated Edison, Inc, 12.0% 12.5% 13.5% 127% 122% 11.9% 11.9% 122% 107% 122% 11.5% 100% 38.0% 102% 143% 12.2% 10.8% 5% 9.5% 9.0%
Energy East Corp. 10.7% 9.1% 10.3% 10.5% 10.1% 99% 11.2% 14.4% 151% 134% 93% 8.3% 9.1% 93% 1i85% 11.5% 10.9% 8.0% 85% 9.5%
Northeast Utilities 126% 9.4% 126% 1i9% 01% -62% -23% -7.3% -13% 86% 64% T1% S51% 54% 99% 38% 6.8% B.5% 8.5% 8.5%
NSTAR 11.4% 11.9% 12.2% 10.2% 12.6% 12.6% 12.5% 11.4% 123% 13.4% 140% 139% 134% 131% 10.5% 12.1% 13.0% 13.5% 14.0% 15.0%
Pepco Heldings, Inc. 10.6% 12.0% 10.8% 105% 11.7% 10,5% 113% 11.7% 89% 119% 98% 76% 8.3% B81% 144% 11.0% 9.6% B.5% 9.5% 11.0%
UIL Holdings 10.8% 10.4% 10.9% 11.8% 10.i% 10.4% 9.5% 115% 1128% 121% 8.9% 6.1% 7.5% 52% 11.2% 11.0% 7.8% 8.0% 8.5% 8.0%
Average 11.4% 11.0% $1.29% 11.0% 9.6% 55% §2% 90% 95% 11.0% 95% 88% B5% B2% 126% 10.0% 9.58% 8.1% 9.5% 9.8%

Composite 10.0% 9.5%

Source; Calcutations made from data contained in Value Line Investmens Survey.
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COMPARISON COMPANIES

MARKET TO BOOK RATIOS
1992-2001 2002-2006
COMPANY 1992 1993 1994 1695 1996 1997 1998 1999 2000 2007 2002 2003 2004 2005 2006 Average  Average

Comparison Group

Ameren Corp. 168.9% 187.9% 160.4% 170.5% 175.0% 173.8% 180.5% 167.2% 162.6% 173.5% 162.6% 162.4% 1612% 171.5% 190.3%  172% 170%
American Eleciric Power Company  142.7% 158.9% 142.7% 156.0% 175.9% 1B6.8% 191.3% 154.4% 147.2% 179.0% 137.7% 123.8% 155.2% 164.6% 136.8% 164% 144%
Consolidated Edison, Inc. 141.0% 160.2% 125.2% 125.3% 126.8% 138.2% 186.4% 170.0% 128.5% 142.4% 143.6% 146.1% 142.9% 153.5% 219.5%  144% 161%
Edison International 167.5% 171.7% 122.1% 115.8% 120.4% 158.5% 191.7% 173.2% 196.5% 128.2% 116.7% 108.5% 153.0% 204.8% 2626% 155% 169%
Entergy Corp. 124.5% 137.2% 104.4% B7.5% 97.2% 945% 994% 99.3% 098.5% 117.7% 114.3% 135.8% 156.4% 194.3% 279.7%  106% 176%
Exelon Corp. 119.5% 225.9% 191.2% 226.9% 280.4% 353.6% 214.6% 253%
Firstenergy Corp. 136.6% 153.9% 131.5% 136.6% 137.3% 140.1% 166.1% 144.0% 124.2% 136.2% 131.0% 131.9% 153.6% 169.0% 2547% 141% 168%
FPL Group. Inc. 173.3% 180.0% 151.1% 174.6% 183.6% 198.2% 233.8% 176.6% 176.7% 186.0% 159.6% 167.1% 174.4% 197.6% 176.1%  183% 175%
PPL Carp 170.5% 181.5% 144.4% 138.4% 143.5% 127.9% 176.1% 231.9% 257.4% 351.9% 253.1% 239.0% 230.4% 2593% 198.0% 192% 249%
Progress Energy 171.3% 191.6% 159.5% 181.4% 209.2% 207.4% 232.9% 188.9% 162.9% 163.8% 152.2% 144.8% 143.9% 1373% 197.8% 187% 155%
Public Service Enterprise Group, Inc. 137.7% 159.7% 130.9% 128.8% 128.3% 122.1% 164.5% 184.5% 201.0% 225.1% 178.0% 186.1% 180.9% 245.0% 228.3%  158% 206%
Southern Company 154.4% 180.0% 161.3% 173.8% 176.0% 166.8% 197.5% 185.7% 187.9% 208.9% 230.4% 233.4% 226.7% 238.3% 230.2% 179% 232%
Average 153% 168% 139% 144% 152% 156% 184% 171% 164% 187% 164% 167% 181% 207% 216% 162% 188%
Caompaosite 162% 187%
Moul Electric Greup

CH Energy Group. Inc, 123.2% 133.1% 1066% 111.7% 114.1% 135.3% 154.6% 132.9% 124.6% 141.0% 152.2% 147.1% 149.3% 145.9% 152.6% 128% 149%
Central Vermont Public Service Corp 157.6% 156.3% 115.2% 02.1% 855% 79.2% 78.1% 758% 69.9% 964% 108.5% 118.9% 133.8% 131.2% 2653% 101% 152%
Consoclidated Edison, Inc. 141.0% 160.2% 125.2% 125.3% 126.8% 138.2% 186.4% 170.0% 128.5% 142.4% 143.6% 146.1% 142.9% 153.5% 219.5%  144% 161%
Energy East Corp. 131.1% 143.0% 104.9% ©6.1% 94.0% 108.2% 168.7% 186.0% 151.3% 131.0% 120.7% 118.9% 137.8% 140.9% 252.8% 131% 154%
Northeast Utilities 154.2% 149.4% 127.0% 123.5% 94.5% 643% 90.7% 113.3% 136.4% 129.0% 95.4% 953% 1055% 108.4% 1526% 118% 112%
NSTAR 138.4% 153.9% 130.0% 129.6% 124.7% 146.4% 180.8% 165.8% 160.8% 161.3% 170.2% 174.6% 188.3% 202.2% 168.1%  149% 181%
Pepco Holdings, Inc. 159.6% 162.2% 1355% 138.3% 160.7% 151.0% 161.3% 166.1% 138.8% 124.4% 109.9% 102.9% 109.2% 121.9% 260.3%  150% 141%
UL Holdings 129.1% 140.2% 113.8% 110.4% 113.9% 111.2% 151.5% 143.8% 140.9% 139.4% 125.8% 112.7% 141.6% 1226% 214.1% 129% 143%
Average 142% 150% 120% 116% 114% 117% 147% 144% 131% 133% 129% 127% 139% 141% 211% 131% 149%
Compasite 131% 14%%

Source: Calculations made from data conlained in Value Line investment Survey.
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STANDARD & POOR'S 500 COMPOSITE
RETURNS AND MARKET-TO-BOOK RATIOS

1992 - 2005
RETURN ON MARKET-TO

YEAR AVERAGE EQUITY BOOK RATIO
1992 12.2% 271%
1993 13.2% 272%
1994 16.4% 246%
1995 16.6% 264%
1996 17.1% 299%
1997 16.3% 354%
1998 14.6% 421%
1999 17.3% 481%
2000 16.2% 453%
2001 | 7.5% 353%
2002 8.4% 296%
2003 14.2% 278%
2004 15.0% 291%
2005 16.1% 278%

Averages:

1992-2001 14.7’% 341%

2001-2005 12.2% 299%

Source: Standard & Poor's Analyst's Handbook, 2005 edition, page 1.
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RISK INDICATORS
VALUE LINE VALUE LINE VALUE LINE S&P
GROUP SAFETY BETA FIN STR STK RANK

S & P's 500
Composite 2.7 1.05 B++ B+
Comparison Group 1.8 0.91 A B+
Moul Electric Group 2.1 0.85 B++ B+

Sources: Value Line Investment Survey, Standard & Poor's Stock Guide.

Definitions:

Safety rankings are in a range of 1 to 5, with 1 representing the highest safety or lowest risk.

Beta reflects the variability of a particular stock, relative to the market as a whole. A stock with
a beta of 1.0 moves in concert with the market, a stock with a beta below 1.0 is less variable
than the market, and a stock with a beta above 1.0 is mare variable than the market.

Financial strengths range from C to A++, with the latter representing the highest level.

Common stock rankings range from D to A+, with the latter representing the highest level.



PPL ELECTRIC
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TOTAL COST OF CAPITAL

CosT
ITEM PERCENT RATE WEIGHTED COST
Long-Term Debt 46.41% 5.83% 2.7521%
Preferred Stock 10.46% 6.24% 0.8527%
Commeon Equity 43.13% 9.63% 4.1513%
Tatal 100.00% 7.5561%
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PPL ELECTRIC
PRE-TAX COVERAGE

COST WEIGHTED PRE-TAX

ITEM PERCENT RATE COST COST
Long-Term Debt 46.41% 5.93% 2.75% 2.75%
Preferred Stock ~ 10.46% 6.24% 0.65% 1.12%
Common Equity 43.13% 963% = 4.15%% 7.10% (1)
TOTAL CAPITAL 53.59% 7.56% 10.96%

(1) Post-tax weighted cost divided by .585065 (composite tax factor)

Pre-tax coverage = 10.96%/2.75%
3.98 X

Standard & Poor's Utility Benchmark Ratios:

A
Pre-tax coverage (X)
Business Position:

3 2.8-3.4x

Total Debt to Total Capital (%)
Business Position

3 50 - 55%



ANNUAL RISK PREMIUMS IN MR. MOUL'S

RISK PREMIUM ANALYSIS
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S&P Public Averages
Utility Utility By
Year index Bonds Differential Decade
1928 57.47% 3.08% 54.39%
1929 11.02% 2.34% 8.68%
1930 -21.96% 4.74% -26.70%
1931 ~35.90% -11.11% -24.79%
1332 -0.54% 7.25% -7.79%
1933 -21.87% -3.82% -18.05%
1934 -20.41% 22.61% -43.02%
1935 76.63% 16.03% 60.60%
1936 20.69% 8.30% 12.39%
1937 -37.04% -4 .05% -32.99%
1838 22.45% 8.11% 14.34%
1939 11.26% 6.76% 4.50% -6.15%
1940 -17.15% 4.45% -21.60%
1941 -31.57% 2.15% -33.72%
1842 15.39% 3.81% 11.58%
1843 46.07% 7.04% 39.03%
1944 18.03% 3.28% 14.74%
1945 53.33% 5.92% 47 .41%
1946 1.26% 2.98% -1.72%
1947 -13.16% -2.19% -10.97%
1848 401% - 2.65% 1.36%
1949 31.39% 7.16% 24.23% 7.03%
1950 3.25% 2.01% 1.24%
1951 18.63% 2.77% 21.40%
1952 19.25% 2.99% 16.26%
1853 7.85% 2.08% 5.77%
1954 24.72% 7.57% 17.15%
1955 11.26% 0.12% 11.14%
1956 5.06% -6.25% 11.31%
1957 6.36% 3.58% 2.78%
1858 40.70% 0.18% 40.52%
1959 7.49% -2.29% 9.78% 13.74%
1960 20.26% 9.01% 11.25%
1961 29.33% 4.65% 24.68%
1962 -2.44% 6.55% -8.99%
1963 12.36% 3.44% 8.92%
1964 1591% 4.94% 10.97%
1965 4.67% 0.50% 4.17%
1966 -4.48% -3.45% -1.03%
1867 -0.63% -3.63% 3.00%
1968 10.32% 1.87% 8.45%
1969 -15.42% -6.66% -8.76% 5.27%

Source: Data contained in Exhibit No.

PRM-1, Schedule 12, Page 1 of 2.

Schedule 15
Page 1 of 2



ANNUAL RISK PREMIUMS IN MR. MOUL'S

RISK PREMIUM ANALYSIS

Exhibit__ (DCP-1)

S&P Public Averages
Utility Utility By

Year Index Bonds Differential Decade

1870 16.56% 15.90% .66%

1971 2.41% 11.59% -9.18%

1972 8.15% 7.19% 0.96%

1973 -18.07% 2.42% -20.49%

1974 -21.55% -5.28% -16.27%

1975 44 49% 15.50% 28.99%

1976 31.81% 19.04% 12.77%

1977 8.64% 5.22% 3.42%

1978 -3.71% -0.98% -2.73%

1979 13.58% -2.75% 16.33% 1.45%

1980 15.08% -0.23% 15.31%

1981 11.74% 4.27% 7.47%

1982 26.52% 33.52% -7.00%

1983 20.01% 10.33% 9.68%

1984 26.04% 14.82% 11.22%

1985 33.05% 26.48% 6.57%

1986 28.53% 18.16% 10.37%

1987 -2.92% 3.02% -5.94%

1988 18.27% 10.19% 8.08%

1989 47.80% 15.61% 32.19% 8.80%

1990 2.57% " 8.13% -10.70%

1991 14.61% 19.25% -4.64%

1992 8.10% 8.65% -0.55%

1993 14.41% 10.59% 3.82%

1994 -7.94% -4.72% -3.22%

1995 42.15% 22.81% 19.34%

1996 3.14% 3.04% 0.10%

1997 24 69% 11.39% 13.30%

1998 14.82% 9.44% 5.38%

1999 -8.85% -1.69% -7.16% 1.57%

2000 59.70% 9.45% 50.25%

2007 -30.41% 5.85% -36.26%

2002 -30.04% 1.63% -31.67%

2003 26.11% 10.01% 16.10%

2004 24.22% 6.03% 18.19%

2005 16.79% 3.02% 13.77%

2006 20.95% 3.94% 17.01% 6.77%
Averages 11.14% 5.73% 5.41%
Standard Deviation 22.55% 7.89% 19.84%

Source: Data contained in Exhibit No. PRM-1, Schedule 12, Page 1 of 2.

Schedule 15
Page 2 of 2
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APPLICATION OF
PPL ELECTRIC UTILITIES CORPORATION
DOCKET NO. R-00072155

SURREBUTTAL TESTIMONY
OF
DAVID C. PARCELL

INTRODUCTION

PLEASE STATE YOUR NAME, OCCUPATION, AND BUSINESS ADDRESS.

My name is David C. Parcell. [ am President and Senior Economist of Technical
Associates, Inc. My business address is Suite 601, 1051 East Cary Street, Richmond, VA
23219.

ARE YOU THE SAME DAVID C. PARCELL WHO FILED DIRECT
TESTIMONY IN THIS PROCEEDING IDENTIFIED AS OCA ST. NO. 27

Yes, | am.

WHAT IS THE PURPOSE OF YOUR PRESENT TESTIMONY?
My present testimony is prepared to respond to the rebuttal testimonies of PPL Electric
witnesses Paul L. Moul and Julic M. Canncll. [ also provide limited updates and

revisions to my direct tesimony.

RESPONSE TO REBUTTAL TESTIMONY OF PAUL R. MOUL

HOW IS YOUR SURREBUTTAL TESTIMONY TO PAUL R. MOUL
ORGANIZED?

My surrebuttal testimony takes the same format as the rebuttal testimony of Mr. Moul:
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Appropriateness of PPL Electric’s requested return
Discounted Cash Flow Methodology

Risk Premium Methodology

Capital Asset Pricing Model Methodology
Comparable Earnings Methodology

Appropriateness Of PPL Electric’s Requested Return

Q.

WHAT 1S MR. MOUL’S CLAIM AS TO THE APPROPRIATENESS OF PPL
ELECTRIC’S REQUESTED RETURN ON EQUITY VERSUS YOUR
RECOMMENDATION?
Mr. Moul claims, on pages 3-4, that PPL Electric is more risky than was the case in 2004
at the time of its last rate case, with the implication that its cost of capital has increased.
His only justification for this statement is a reference to PPL Electric’s financial risk
being different because its common equity ratio is lower now than at the time of the last
case.

In making this claim, Mr. Moul is ignoring the fact that the cost of equity has

declined since 2004. As evidence of this, consider the findings of Regulatory Focus

(published by Regulatory Research Associates) that reflect the following average

authorized returns on equity for electric uttlities in the U.S.

Year Avg. ROE
2004 10.75%

2005 10.54%

2000 10.36%

2007 10.27% (6 months)

This makes it clear that the average cost of equity for clectric utilities, as authorized by
regulatory commissions in the U.S., has declined by nearly 50 basis points since 2004,
This is contrary to Mr. Moul’s postition (page 3, lines 8-9) that “the cost of equity cannot
be less than 10.7% adopted by Commission for PPL Electric in its 2004 rate case.”

In addition, Mr. Moul is ignoring the fact that PPL Electric’s ratings (by
Moody’s) are higher presently (Baa 1 Insurer Rating and A3 First Mortgage Bonds) than
was the case in 2004 (Baa2 and Baal respectively). This is indicative of lower risk faced

by the Company.

2
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ARE THERE ANY REASONS TO BELIEVE THAT THE COST OF EQUITY
FOR PPL ELECTRIC IS LESS THAN THAT FOR ELECTRIC UTILITIES IN
GENERAL?
Yes, there are several faciors that indicate that PPL Electric is less risky than electric
utilities in general. First, as acknowledged on pages 1-2 by Mr. Moul (thought he did not
recognize this in his risk assessment), PPL Electric is proposing a “future test period” and
is, in its rebuttal filing, revising its projected cost of debt upward. Most electric utilities
do not have the benefit of future test periods.

Second, PPL Electric’s bonds are rated single-A by both Moody’s and S&P. The
majority of electric utilities are rated triple-B. For example, of the 66 clectric and
combination electric utilities followed by AUS Utility Reports, only 17 have S&P ratings

of single-A or above and only 15 have Moody’s ratings of single-A or above.

MR. MOUL ALSO CILAIMS, ON PAGE 6, THAT INTEREST RATES HAVE
INCREASED IN RECENT MONTHS. DO YOU HAVE ANY COMMENTS ON
THIS CLAIM?

Yes, 1 do. Mr. Moul had taken a short-term view of interest rates and only considers
changes “during the last several months.” What Mr. Moul does not note is that single-A
rated utility bonds, which are presently yielding about ¢ percent, in 2004 (at the time of
PPL Electric’s last rate case) were yielding over 6 percent. In fact, single-A yields were
over 6 percent during the middle of 2006, just a year ago. Thus, yiclds vary over short-
term periods and Mr. Moul’s observations only focus on short-term trends. On a longer-
term basis, single-A utility debt remains low by historic standards and lower than at the

time of PPL Electric’s last rate case.

MR. MOUL ALSO CLAIMS, ON PAGES 6-7, THAT PPL ELECTRIC’S
“EXEMPLARY PERFORMANCE” DESERVES AN ABOVE-AVERAGE COST
OF EQUITY. WHAT IS YOUR RESPONSE TO THIS?

As I indicated in my direct testimony, ratepayers have a right to expect “competent and
economical management” in the operation of a regulated utility. There should not be any

reward for management doing the job for which they are paid.
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Discounted Cash Flow Methodology

Q.

WHAT ARE THE PRIMARY FACTORS CITED BY MR. MOUL IN HIS DCF
REBUTTAL TESTIMONY?
Mr. Moul’s primary claims in this section of his rebuttal testimony are:

Selection of proxy groups,
Proper growth rate in DCF, and
Adjustment to DCF cost rates.

MR. MOUL CLAIMS, ON PAGES 11-12, THAT YOU HAVE USED A “MORE
DIVERSE GROUP OF COMPANIES” IN YOUR PROXY GROUP THAN IS THE
CASE FOR HIS PROXY GROUP. WHAT IS YOUR REéPONSE TO THIS
CLAIM?

I note, first of all, that all of my cost of capital analyses (i.e., DCF, CAPM and CE) apply
the financial models not only to my proxy group but to Mr. Moul’s proxy group. As a
result, his statement is misleading since the selection of proxy groups does not govern the
differences between our recommendations. [ also note that my DCF, CAPM and CE
mode! results are all higher for my proxy group than is the case for Mr. Moul’s proxy
group. As a result, | am recommending a higher cost of equity for PPL Electric than
would be the case had 1 restricted my analyses to his proxy group.

Aside from this, I disagree with Mr. Moul’s implication that my proxy group is
nol representative of PPL Electric.  Schedule 6 of OCA St. No. 2 indicates that the
members of my proxy group are similar to PPL in terms of size, operations, capital
structures, and risk factors. These are the appropriate standards for selecting a proxy

group.

ON PAGES 12-13, MR. MOUL REFERS TO YOUR “DCF RESULTS” AND
CITES THE RESULTS OF INDIVIDUAL COMPANIES. IS THIS AN
ACCURATE PORTRAYAL OF YOUR DCF ANALYSIS?

No, it i1s not. Mr. Moul has made 2 significant mischaracterization and misinterpretation

of my DCF analysis. Since | have shown the mathematical combination of dividend
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yields and various growth rates, he apparently has misinterpreted these combinations to
be “DCF results.”

{ think my testimony is clear that investors consider various alternative growth
rates in making investment decisions. As such, investors evaluate these alternative
growth rates to assist them in their investment decisions. However, it does not follow
that each individual growth rate reflects an “investor decision™ and thus each growth rate
creates a DCF estimated common equity cost rate. Rather, it is the cumulative impact of
all these growth rates, or some combination of growth rates that form the basis of investor
decisions and thus, DCF estimated common equity cost rates.

It is likely that the primary reason for Mr. Moul’s misinterpretation of my DCF
analysis is the difference in the manner in which he and | calculated our DCF costs. He
looks at alternative growth rates and reaches a single growth rate conclusion to be
combined with a single dividend yield to reach a DCF estimate of the cost of equity,
whereas [ combine the various growth rates directiy with the dividend yields. We both
reach conclusions based on our own interpretation of the proper growth rates. The fact
that I show individual combinations of yields and growth rates, which are then used as
inputs into my ultimate estimate of the DCF costs of equity, appears to have confused
him and apparently results in his misinterpretation of my analyses.

This misinterpretation obscures the real difference in our respective DCF
analyses, notably whether primary reliance on analysts’ forecasts of EPS growth, is

proper in a DCF analysis.

MR. MOUL CLAIMS, ON PAGE 14, THAT EPS PROJECTIONS ARE THE
‘BEST MEASURE OF GROWTH IN THE DCF MODEL.” WHAT IS YOUR
RESPONSE TO THIS ASSERTION?

Mr. Moul has answered the wrong question. He should have asked and answered the
question of whether EPS projections are the “only” measure of growth considered by

tnvestors. The answer to this question is clearly “no”.

WHY IS IT IMPROPER TO EXCLUSIVELY RELY ON EPS PROJECTIONS IN
A DCF ANALYSIS?
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There have been several events in recent years that should have given investors rcason to
question the accuracy of EPS projections, and therefore the relative weight of such
forecasts in establishing stock prices.

First, recent academic scholarship has challenged the accuracy of analysts® EPS
forecasts. A prominent example is a 1998 article (in the Financial Analysts Journal, Vol.
54, No. 6, Nov./Dec. 1998, 35-42) titled “Why So Much Error In Analysts’ Earnings

Forecasts?”, by Vijay Kumer Chopra. In this article, the author concluded “Analysts’
forecasts of EPS and growth in EPS tend to b.e overly optimistic.” He concluded that
analysts’ forecasts of EPS over the past 13 years have been more than twice the actual
growth rate.

Another source is less academic and more directly related to the financial
mainstream. On March 26, 2002, then-Federal Reserve Chairman Alan Greenspan spoke
to an audicnce at the Stern School of Business of New York University. In that speech,

(available at the FRB’s website: http://www.federalreserve.gov), the Chairman addressed

the historical relationships and roles of corporations, financial institutions and brokerage-
based investment analysts:

“For the most part, despite providing lhmited incentives for board
members to safeguard sharcholder interest, this paradigm has worked well.
We are fortunate for financial markets have had no realistic altemative
other than to depend on the chief executive officer to ensure an objective
evaluation of the prospects of the corporation. Apart from a relatively few
large institutional investors, not many existing or potential sharcholders
have the research capability to analyze corporate reports and thus judge
the investment value of a corporation. This vitally important service has
become dominated by firms in the business of underwriting or selling
securities.”

“But, as we can see from recent history, long-term earnings forecasts of
brokerage-based securitics analysts, on average, had been persistently
overly optimistic. Three to five-years earnings forecasts for each of the
S&P 500 corporations, compiled from projections of securities analysts by
I/B/E/S, averaged almost 12 percent per year between 1985 and 2001.
Actual earnings growth over the period averaged about 9 percent.”

“Perhaps the last sixteen ycars for which systematic data have been
available are a historic aberration. But the persistence of the bias year
after year suggests that it more likely results, at least in part, from the
proclivity of firms that scll securities to retain and promote analysts with

6



an optimistic inclination.  Morcover, the bias apparently has been

especially large when the brokerage firm issuing the forecast also serves

as an underwriter for the company’s securities.”

Sti!l another source of new insight and perspective is, unfortunately, the well-publicized
financial debacles of Enron and WorldCom. These sagas demonstrate dramatically how
analysts arc often either unwilling or incapable of discerning potentially disastrous
impacts on a company’s projected EPS, and how even current earnings can be distorted
by the complex financial machinations of large, aggressive corporations.

Finally, during 2003, ten of the nation’s largest securities firms agreed to pay a
record $1.4 billion in penalties to seitle U.S. government charges involving investor
abuses, many of which resulted from analysts’ forecasts and recommendations that the
government charged were biased and subject to conflicts-of-interests. This settlement
largely grew out of a New York State investigation and reflects the national, and even
international, scope of the negative perceptions of analysts’ forecasts and
rccommendations.  These, and other, similar investigations and complaints have
underscorcd a growing awarcness that analysts’ estimates cannot be considered an
unbiased source of growth expectations by investors, and this understanding has
important implications for a DCF analysis that exclusively incorporates any such
estimatces.

In summary, investors are now very much aware of recent scandals involving
security analysts, including the Enron and WorldCom debacles, conflicts of interest that
have resulted in settlements, fines, and public admonishments, as well as other negative
connotations related to the reliability of analysts’ forecasts. These problems clearly call
into question the reliance on analysts’ forecasts as the only source of growth in a DCF
context. The landscape has changed in recent years and investors have ample reasons to

doubt the exclusive reliability of such forecasts at the present time.

IS IT POSSIBLE THAT RECENT STEPS BY THE SECURITIES AND
EXCHANGE COMMISSION HAVE THE EFFECT OF REMOVING ANY PAST
PERCEPTION OF ANALYSTS’ FORECASTS?
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No, I do not believe so. SEC measures may have the impact of correcting some past
abuses by analysts and forecasters, but this does not mean that afl investors will be
convinced that the problem is solved. The extremely negative publicity associated with
the Enron, WorldCom, and New York State investigations will have a lingenng effect on
investors, whose losses due to incorrect and/or improper forecasts have a much larger
impact on their decision-making than a promise by the SEC that abuses have been
eliminated. In any event, il remains an unlikely proposition to maintain that all investors

rely exclusively on analysts’ forecasts of EPS in making all investment decisions.

MR. MOUL CRITICIZES YOUR USE OF THE RETENTION GROWTH RATE,
ON PAGES 15-17. IS THIS CRITICISM JUSTIFIED?

No, it is not. The retention growth rate, which is one of several growth rates I utilize, has
a long-standing hstory as an indicator of expected growth. In fact, Myron Gordon, the
recognized originator of the DCF model as a method of estimating the cost of equity for
utilities, identified retention growth as a primary source of growth in the DCF model. In
addition, the Federal Energy Regulatory Commission uses retention growth as one of two
growth rates it uses in setting rates for electric utilitics at the interstate level.

Mr. Mou! also criticizes my use of Value Line’s retention growth rates, saying |
should have calculated my own retention growth rates (Page 17). This criticism is also
without merit. Use of Value Line retention growth rates reflects what investors have
access to when they review Value Line in making invcstmeht decisions.

In addition, Mr. Moul’s suggestion (Page 17) that it is necessary to “convert”
Value Line’s retention growth rates is incorrect.  Subscribers to Value Linc are not
generally paying for this service as a data source for the purposes of “converting” the
various ratios, but rather are using Value Line for the ratios and projections that it
provides. It is neither likely nor realistic to expect Value Line subscribers to “convert” its

ratios.

MR. MOUL ALSO CRITICIZES YOUR GROWTH RATE AVERAGES AS
BEING TOO LOW (PAGE 13). WHAT IS YOUR RESPONSE TO THIS?
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[ disagree with Mr, Moul. | have considered a number of growth rate indicators in my
DCF analyses, as has Mr. Moul. The major differences in our analyses is that Mr. Moul
essentially ignores most of the indicators he examines and only utilizes the few results
that produce the highest DCF results. He thus assumes that investors only consider the
most optimistic growth rates in making investment decisions. Such an investment

strategy is likely to produce an over-optimistic and unrealistic view of stock performance.

MR. MOUL MAINTAINS IN HIS REBUTTAL TESTIMONY (PAGES 17-19), AS
HE DID IN HIS DIRECT TESTIMONY, THAT THE DCF MODEL CANNOT BE
USED AS AN ESTIMATE OF THE COST OF EQUITY FOR A UTILITY WHEN
THE MARKET PRICE OF UTILITY STOCKS EXCEEDS THE BOOK VALUE.
DO YOU AGREE WITH THIS POSITION?

No, I do not. Knowledgeable and/or informed investors are aware of the fact that most
utilities have their rates set based on the book value of their asscts (i.e., rate base and
capital structure). This knowledge is reflected in the prices that investors are willing to
pay for stocks and thus is reflected in DCF cost rates. To make a modification of the
DCF cost rates, as Mr. Moul proposes, amounts to an attempt to “reprice” stock values in
order to develop a DCF cost rate more in line with what he thinks the results should be.
This is clearly a violation of the principle of “efficient markets.” If one believes that
markets are efficient, there is no reason to modify either stock prices or market models

based on stock prices.

Risk Premium Method

WHAT ARE YOUR COMMENTS ON MR. MOUL’S REBUTTAL TESTIMONY
CONCERNING THE RISK PREMIUM METHOD?

Mr. Moul first maintains (Pages 24-25) that since | have used historical data in
my testimony, this justifies the nsk premium method he uses in his testimony. His
position is incorrect. My use of hislorical data — five-year growth rates in DCF,
comparison of retums on equity vs. bond yiclds and holding period retums in CAPM, and

return on equity/market-to-book ratios in CE — uses consistent data and provides relevant
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historic comparisons. Mr. Moul’s risk premium method, in contrast, gives equal weight
to occurrences in 1928 to those of 2006. Yet, he has offered no demonstration that

investors give such long-term relationships the same weight as recent relationships.

Capital Asset Pricing Model

Q.

MR. MOUL CLAIMS, ON PAGES 27 AND 28, THAT YOUR CAPM MODEL IS
INCORRECT SINCE YOU GIVE CONSIDERATION TO GEOMETRIC AS
WELL AS ARITHMETIC RETURNS. WHAT IS YOUR RESPONSE TO THIS?
What is important is not what Mr. Moul and 1 believe, but what investors rely upon in
making investment decisions. It is apparent that investors have access to both types of
returns when they make investment decisions.

In fact, it is noteworthy that when mutual fund investors regularly receive reports
on their own funds, as well as prospective funds they are considering investing in, these
reports show only geometric returns. Based on this, I find it difficult to accept Mr.

Moul’s position that only arithmetic returns are appropriate.

DOES MR. MOUL USE VALUE LINE INFORMATION IN HIS COST OF
CAPITAL ANALYSES?

Yes, he does.

DO THE VALUE LINE REPORTS SHOW HISTORIC GROWTH RATES FOR
UTILITIES?
Yes, they do.

DO THESE VALUE LINE REPORTS SHOW HISTORIC RETURNS ON AN
ARITHMETIC BASIS?
No, they do not.

DO THE VALUE LINE REPORTS SHOW HISTORIC RETURNS ON A
GEOMETRIC, OR COMPOUND GROWTH RATE BASIS?
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Yes, they do.

IS IT YOUR POSITION THAT ONLY GEOMETRIC GROWTH RATES BE
USED?

No. 1believe that both arithmetic are geometric growth rates should be used. This is the
case since investors have access 1o both and presumably use both. This is also consistent

with the efficient market hypothesis.

BUT DOES NOT MR. MOUL CITE (PAGES 28-29) HIS PERCEPTION THAT
FINANCIAL LITERATURE REQUIRES THAT ARITHMETIC RETURNS
BEING USED EXCLUSIVELY? '
He does state this in his testimony. However, the cost of capital determination is not an
academic exercise made in some laboratory or university classroom. The true cost of
equily is made in the “laboratory” of the financial markets, based on the ongoing inter-
play of countless investors, each with their own agendas and beliefs. This is verified by
the fact that each time a share of stock is purchased by one investor, it is simultancously
being sold by another investor, indicating that their respective views at that time differ.
Again, inveslors have access to both arithmetic and geometric growth rates. In all
likelihood, there is more geometric growth readily available to investors (e.g., mutual

fund reports and Value Line) than arithmetic growth.

MR. MOUL ALSO CONTINUES TO DEFEND HIS USE OF “LEVERAGED
BETAS” IN HIS CAPM (PAGES 29-30). DOES HIS REBUTTAL TESTIMONY
PROVIDE ANY FURTHER JUSTIFICATION FOR THIS ADJUSTMENT?

No, it does not. Betas are readily available to investors, as they can be easily found in
publications such as Value Line. Suffice it to say that if Value Line and/or investors
belicved that these betas should be adjusted prior to their use in investment decisions,
they would be calculated in this fashion. It is simply not realistic to believe that investors
are going to make adjustments to betas, as Mr. Moul maintains, in making investment

decisions. In addition, Mr. Moul’s reference 1o market-to-book ratios is not relevant.
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Any importance of market-lo-book ratios is already reflected in market prices and thus

betas.
Comparable Earnings

Q. MR. MOUL MAINTAINS (PAGES 31-32) THAT THE “UNDERLYING
PREMISE OF THE COMPARABLE EARNINGS METHOD 1S THAT
REGULATION SHOULD EMULATE RESULTS OBTAINED BY FIRMS
OPERATING IN COMPETITIVE MARKETS AND THAT A UTILITY MUST BE
GIVEN AN OPPORTUNITY COST OF CAPITAL EQUAL TO THAT WHICH
COULD BE EARNED IF ONE INVESTED IN FIRMS OF COMPARABLE
RISK.” DO YOU AGREE WITH THIS PREMISE?

A, [ agree with this statement in principle, but | disagree with the interpretation made by Mr.,
Moul that utilities should be entitled to returns commensurate with those earned by
competitive firms. - An implicit assumption in Mr. Moul’s interpretation of the
comparable earnings analysis is that the earnings of unregulated firms equates to the costs
of capital for these firms. Yet, Mr. Moul has made no analyses or other attempts to
indicate that the achieved and/or expected returns of unregulated firms do not exceed
their cost of capital.

It is evident, however, from my analyses that the earnings of Mr. Moul’s
unregulated firms exceed the required cost of capital for regulated utilitics such as PPL
Electric. This is the case since unregulated firms are not comparable to regulated
utilities. This is evidenced by the fact that the earnings in Mr. Moul’s proxy group have
been much less than those for his unregulated group, yet have been able to maintain the
same levels of “risk indicators” while earning lower carnings levels. This is evidence
that the required cost of equity is less for electric utilities than for unregulated firms. It is

noteworthy that Mr. Moul does not address this in his rebuttal testimony.
Q. MR. MOUL CLAIMS (PAGES 33-34) THAT “AN ANALYSIS OF M/B RATIOS

ARE NOT NECESSARY TO APPLY THE COMPARABLE EARNINGS
METHOD.” DO YOU AGREE?

12
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No, I do not. I believe it is inconsistent for Mr. Moul to maintain that his DCF and
CAPM results should be modified (i.e., leverage adjustment) for M/B, but the comparable
earnings analyses should not. 1t is appropriate for the comparable earnings analyses to be
adjusted for M/B, since the comparable earnings method is based on book returns.  The
DCF and CAPM methodologies, in turn, are based on market returns, which already
reflect any investor recognition of deviations of market prices from book values. As a
result, it is improper for the DCF and CAPM to be adjusted for M/B, since any impact of
M/B should already be reflected in the stock prices and thus DCF and CAPM results.

RESPONSE TO REBUTTAL TESTIMONY OF JULIE M. CANNELL

WHAT IS THE PRIMARY POINT OF MS. CANNELL’S REBUTTAL
TESTIMONY?

The primary point of her rebuttal testimony seems to be her perception that investors
“expect” higher rates of rcturn, nothwithstanding the results of recognized financial
models and the downward trend in authorized returns by reguiators. In fact, the words
“expectlations”, “expecting”, and “expect” appear in her rebuttal testimony a total of at
least ninc times in the four pages of her testimony wherein she discusses the return on

equity area.

DOES MS. CANNELL OFFER ANY PROOF OR VERIFICATION OF HER
PERCEPTION OF INVESTORS’ “EXPECTATIONS”?
No, she does not. It appears the entire context of her testimony is designed to deliver her

perception of what investors “expect.”

CAN YOU OFFER ANY VERIFICATION OF INVESTOR EXPECTATIONS OF
A DECLINING COST OF CAPITAL?

Yes, | can. The lead article of an issuc of Business Week in February of this year was
titled “It’s a Low, Low, Low Low-Rate World — Why money may stay cheap longer than

you think.” In this Business Week article, which is a widely-read, popular-press



—_—

[TV T e N N+ R L N

F N S S S Y
o = O D e N b W N

publication, the authors concluded that current low rates (by historic standards) may
remain this way for years to come.

A copy of this article is attached as Exhibit__ (DCP-2), Schedule 1.

UPDATES AND REVISIONS TO DIRECT TESTIMONY

.0

DO YOU HAVE ANY UPDATES TO YOUR DIRECT TESTIMONY?

Ycs, 1 do. In response to Mr. Moul’s update of PPL Electric’s cost of long-term debt
(from 5.93 percent to 6.07 percent), | have updated my Exhibit __ (DCP-1), Schedule 13
to reflect this change. Schedule 13, updated, mndicates that the total cost of capital | am

proposing 1s now 7.6211 percent. The only change in this updated schedule is the cost of

* long-term debt.

DO YOU HAVE ANY REVISIONS TO YOUR DIRECT TESTIMONY?
Yes, | do. Mr. Moul has correctly pointed out that my Exhibit _ (DCP-1), Schedule 7,
Page 1, had an incorrect dividend rate for one company (FPL Corp.). As a result, [ have
revised Exhibit _ (DCP-1), Schedule 7, Pages 1 and 4, to reflect this correction.

[ note, however, that this correction does not change my return on equity

recommendation of 9.625 percent.

DOES THIS CONCLUDE YOUR SURREBUTTAL TESTIMONY?

Yes, it does.



Updated and Corrected Schedules
Exhibit  (DCP-1)
Schedules 7, 13, 14




COMPARISON COMPANIES

DIVIDEND YIELD

Exhibit__ (DCP-1)
Schedule 7

Page 1 of 4
Corrected

March-May 2007 Stock Prices

COMPANY DPS HIGH LOW ' AVERAGE YIELD
Comparison Group
Ameren Corp. $2.54 $55.00 $48.56 $51.78 4.9%
American Electric Power Company $1.56 $51.24 $44.03 $47 64 3.3%
Consolidated Ediscn, Inc. $2.32 $52.90 $47 .46 $50.18 4.6%
Edison international $1.16 $60.26 $46.20 $563.23 2.2%
Entergy Corp. $2.16 $120.47 $95.18 $107.83 2.0%
Exelon Corp. $1.76 $79.38 $63.60 $71.49 2.5%
Firstenergy Corp. $2.00 $72.90 $60.85 $66.88 3.0%
FPL Group, Inc. $1.64 $66.52 $56.50 $61.51 2.7%
PPL Corp $1.22 $49.44 $37.03 $43.24 2.8%
Progress Energy $2.44 $52.75 $47.87 $50.31 4.8%
Public Service Enterprise Group, Inc. $2.34 $93.80 $72.87 $83.34 2.8%
Southern Company $1.61 $38.90 $34.85 $36.88 4.4%
Average 3.3%
Moul Electric Group
CH Energy Group, Inc. $2.16 $50.78 $45.05 $47.92 4.5%
Central Vermont Public Service Corp $0.92 $37.07 $24.37 $30.72 3.0%
Consolidated Edison, Inc. $2.32 $52.90 $47 .46 $50.18 4.6%
Energy East Corp. $1.20 $25.40 $23.50 $24.45 4.9%
Northeast Utilities $0.75 $33.862 $28.20 $30.91 2.4%
NSTAR $1.30 $37.37 $33.36 $35.37 3.7%
Pepco Holdings, Inc. $1.04 $30.71 $25.85 $28.28 3.7%
UIL Holdings $1.73 $37.01 $32.70 $34.86 5.0%
Average 4.0%

Source: Yahoo! Finance.



Exhibit__ (DCP-

Schedule 7
Page 2 of 4
COMPARISON COMPANIES
RETENTION GROWTH RATES
COMPANY 2002 2003 2004 2005 2006 Average 2007 2008 2010-12 Average

Comparison Group

Ameren Corp. 0.2% 2.2% 0.9% 1.7% 0.5% 1.1% 1.5% 1.5% 2.0% 1.7%
American Electric Power Company 24% 45% B7% 52% 57% 47% 55% 50% 55% 53%
Consolidated Edison, inc. 40% 29% 08% 26% 20% 25% 25% 25% 25% 25%
Edison International 11.9% 136% 00% 123% 101% 96% B80% 75% 60% 7.2%
Entergy Corp. 71% 56% 58% 6.0% 7.0% 63% 95% 85% 7.0% B83%
Exelon Corp. 128% 11.5% 10.7% 11.9% 13.0% 12.0% 145% 145% 115% 13.5%
Firstenergy Corp. 43% 00% 49% 42% 75% 42% 75% 75% 70% 7.3%
FPL Group, Inc. 46% 64% 56% 40% 70% 55% 70% T70% 65% 6.8%
PPL Corp 124% 117% 93% B88% 95% 103% 80% 7.0% 100% 83%
Progress Energy 50% 37% 26% 17% 05% 27% .10% 15% 20% 15%
Public Service Enterprise Group, Inc. 83% 65% 35% 52% 55% 58% 85% 80% 70% 78%
Southern Company 47% 50% 59% 62% 40% 52% 40% 35% 35% 37%
Average 5.8% 6.2%
Moul Electric Group

CH Energy Group, Inc. 0.0% 20% 1.7% 20% 15% 14% 15% 18% 20% 1.7%
Central Vermant Public Service Corp 39% 32% 1.5% 00% 30% 23% 40% 45% 45% 43%
Consolidated Edisen, Inc. 40% 29% 08% 26% 20% 25% 25% 25% 25% 25%
Energy East Corp. 29% 3.1% 3.8% 37% 30% 33% 2.0% 20 25% 22%
Northeast Utilities 32% 37% 16% 15% 50% 30% 40% 40% 40% 4.0%
NSTAR 52% 52% 49% 47% 25% 45% 50% 55% 6.0% 55%
Pepco Holdings, Inc. 53% 20% 25% 24% 15% 27% 30% 40% 55% 42%
UIL Holdings 06% 00% 00% 00% 05% 02% 05% 10% 15% 1.0%
Average 2.5% 3.2%

Source: Value Line Investment Survey.



COMPARISON COMPANIES
PER SHARE GROWTH RATES

Exhibit___(DCP-1}

Schedule 7
Page 3 of 4

5-Year Historic Growth Rates

Est'd '04-'06 to '10-'12 Growth Rates

COMPANY EPS DPS BVFPS Average EPS DPS BVPS Average

Comparison Group

Ameren Corp. 0.5% 0.0% 5.0% 1.8% 1.0% 0.0% 3.0% 1.3%
American Electric Power Company 3.0% -9.5% -2.5% -3.0% 7.0% 7.5% 5.5% 6.7%
Consolidated Edison, Inc. -2.0% 1.0% 2.5% 0.5% 3.0% 1.0% 3.5% 2.5%
Edison International 0.0% 8.5% 14.0% 7.5% 6.5% 7.5% 8.5% 7.5%
Entergy Corp. 10.0% 7.5% 4.5% 7.3% 7.5% 7.5% 5.5% 7.2%
Exelon Corp. 11.5% 0.0% 4.0% 52% 9.5% 7.5% 10.0% 9.0%
Firstenergy Corp. 0.0% 2.5% 6.0% 2.8% 12.0% 5.5% 5.5% 7.7%
FPL Group, Inc. 3.5% 4.5% 6.0% 4.7% 8.5% 5.5% 8.5% 7.5%
PPL Corp 8.5% 8.5% 12.0% 9.7% 10.5% 13.0% 8.0% 10.5%
Progress Energy 4.5% 3.0% 6.5% 4.7% -1.5% 2.0% 3.0% 1.2%
Public Service Enterprise Group, Inc. 2.0% 0.5% 3.5% 2.0% 6.5% 1.5% 7.0% 5.0%
Southern Company 11.5% 2.5% 13.0% 9.0% 7.0% 6.0% 6.0% 6.3%
Average " 4.3% 6.0%
Moul Electric Group

CH Energy Group, Inc. -1.5% 0.0% 2.0% 0.2% 1.0% 0.5% 1.5% 1.0%
Central Vermont Public Service Corp 1.0% 0.5% 2.5% 1.3% 10.0% 0.0% 2.5% 4.2%
Consolidated Edison, inc. -2.0% 1.0% 2.5% 0.5% 3.0% 1.0% 3.5% 2.5%
Energy East Corp. -2.5% 5.0% 6.0% 2.8% 3.0% 4.5% 2.5% 3.3%
Northeast Utilities 0.0% 30.5% 3.0% 11.2% 8.5% 6.5% 1.5% 5.5%
NSTAR 4.0% 1.0% 2.0% 23% 7.5% 8.0% 8.0% 7.2%
Pepce Holdings, Inc. -1.0% 0.0% 0.5% -0.2% 8.0% 3.0% 3.0% 4.7%
UjL P—ioldings -9.0% 0.0% 2.0% -2.3% 6.0% 0.0% 2.0% 2.7%
Average 2.0% 3.9%

Source: Value Line Investment Survey.



Exhibit___(DCP.1)

Schedule 7
Page 4 of 4
Corrected
COMPARISON COMPANIES
DCF COST RATES
HISTORIC PROSPECTIVE HISTORIC PROSPECTIVE FIRST CALL
ADJUSTED RETENTION RETENTION PER SHARE PER SHARE EPS AVERAGE  DCF
YIELD GROWTH GROWTH GROWTH GROWTH GROWTH  GROWTH RATES
COMPANY
Comparisen Group
Ameren Corp, 5.0% 1.1% 1.7% 1.8% 1.3% 5.0% 2,2% F 1%
American Electric Power Company 3.4% 4.7% 5.3% 6.7% 6.0% 5.7% 9.0%
Consolidated Edison. Inc. 4. 7% 2.5% 2.5% 0.5% 2.5% 3.5% 2.3% 7.0%
Ediscn Internationat 2.3% 9.6% 7.2% 7.5% 7.5% 7.0% T.7% 10,0%
Entergy Corp. 2.1% 6.3% 8.3% 7.3% 1.2% 8.0% 7.4% 9.5%
Exelon Corp, 2.6% 12.0% 13.5% 5.2% 9.0% 8.6% 9.6% 12.2%
Firstenergy Corp. 3.1% 4.2% 7.3% 2.8% 7.7% 8.5% 6.1% 9.2%
FPL Group, Inc, 2.8% 5.5% 6.8% 4.7% 7.5% 8.5% 6.6% 9.4%
PPL Corp 31% 10.3% 8.3% 9. 7% 10,5% 12.5% 10,3% 13,3%
Progress Energy 4.9% 2.7% 1.5% 4.7% 1.2% 5.0% 3.0% 7.9%
Public Service Enterprise Group, Inc. 2.9% 5.8% 7.8% 2.0% 5.0% 6.0% 5.3% 8.2%
Southern Company 4.5% 5.2% 3.7% 9.0% 6.3% 5.0% 58% 10.3%
Average 3.4% 5.8% 6.2% 5.0% 6.0% 7.0% 6.0% 9.4%
Median 9.3%
Composite 9.2% $.6% 8.4% 9.5% 10.4% 8.4%
Moul Electric Group
CH Energy Group, Inc. 4.5% 1.4% 1.7% 0.2% 1.0% 1.1% 5.8%
Central Vermont Public Service Corp 3.0% 2.3% 4.3% 1.3% 4.2% 3.0% 6.1%
Consolidated Edison, Inc. 4.7% 2.5% 2.5% 0.5% 2.5% 3.5% 2.3% 7.0%
Energy East Corp. 5.0% 3.3% 2.2% 2.8% 3.3% 4.0% 3.1% 8.1%
Northeas! Utilities 2.5% 3.0% 4.0% 11.2% 5.5% 12.0% T.1% 9.7%
NSTAR 3.8% 4.5% 5,5% 2.3% 7.2% 6.0% 5.1% 8.9%
Pepco Holdings, Inc. 3.8% 2.7% 4.2% 4.7% 10.0% 5.4% 9.2%
UIL Hodings 5.0% 0.2% 1.0% 2.7% 8.0% 3.0% 8.0%
Average 4.0% 2.5% 3.2% 3.1% 3.9% 7.3% 3.8% 7.8%
Median 8.1%
Composite 6.5% 7.2% 7.1% 7.9% 11.3% 7.8%

Sources: Prior pages of this schedule.




Exhibit___(DCP-1)

Schedule 13
Updated
PPL ELECTRIC
TOTAL COST OF CAPITAL
cosT .
ITEM PERCENT RATE WEIGHTED COST
Long-Term Debt 46.41% 6.07% 1/ 2.82%
Preferred Stock 10.46% 6.24% 0.65%
Common Equily 43.13% 9.63% 4.15%
Total 100.00% 7.62%

1/ Reflects the updated cost of long-term debt contained in Rebuttal Testimony of PPL Etectric witness
Paul R. Moul.



Exhibit_  (DCP-1)
Schedule 14
Updated

PPL ELECTRIC
PRE-TAX COVERAGE

COST WEIGHTED PRE-TAX
ITEM PERCENT RATE COST COST
Long-Term Debt 46.41% 6.07% 2.82% 2.82%
Preferred Stock 10.46% 6.24% 0.65% 1.12%
Common Equity 43.13% 9.63% 4.15% 7.10% (1)
TOTAL CAPITAL 53.59% 7.62% 11.03%

(1) Post-tax weighted cost divided by .585065 (composite tax factor)

Pre-tax coverage =

11.03%/2.82%
3.91 X

Standard & Poor's Utility Benchmark Ratios:

Pre-tax coverage (X)
Business Position:

3

Total Debt to Total Capital (%)

Business Position

3

2.8-3.4x

50 - 55%
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AT A MINUTE—
weren’t long-term
interest rates sup-
posed to be a lot
higher by now?

When the rate
’ on  the 10-year
n-easury bond plunged from 6.5% in early
2000 to an average of 4% or so in 2003,
the explanations were easy: lech bust,
recession, weak capital spending, low in-
flation, -steep rate cuts by central banks
around the world. The low rates seemed
perfectly normal—and sure 1o reverse on
a dime when conditions changed.

Since then, plenty has changed. The
Fed has hiked short-term rates by more
than four percentage points. The global
economy grew by 5.1% in 2006; the sec-
ond-strongest performance in 25 years.
Europe and Japan have recovered. Even
tech spending scems to be on the rise,

32 | BusinessWeek | February 19, 2007

Moneyls cheap And some experts
say itcould stay thatway for years.
That’s creating opportunity |
—and brand-newrisks |

. BY MICHAEL MANDEL AND DAVID HENRY

Judgmg from Cisco Systems 'Ine.’s strong
earnings report on ‘Feb. 6. And yet——and
yet!—10-year Treasury rates have risen
only threc-quarters of a percentage point.
Real rates, which adjust for mﬂatlon have
barely budgul

It isn’t only a U.S. phenormenon. Ten-
year euro bonds are yielding around 4%
today, no higher than in 2003, despite

-much faster growth in the region. Real

rates in the euro zone are up only a bit.
. Borrowers, of course, are delirious-
ly happy. Even the shaldest companies
are seeing their debt costs plunge, The
spreads on triple-C rated bonds and low-
er—the junkiest of junk—are at a record
low 4.7 percentage points over ultrasafe
Treasuries, compared with the previous
record of 5.2 percentage points in 1997,
according to Merrill Lynch & Co.

Most remarkably, the craziness isn't
likely to stop anytime soon. The low

ROBERT NEUBLCKER
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cdst of capital is probably going to last
" “five to seven years,” says Samuel Zell,

who as chairman of real estate firm

Equity Office Properties Trust watched
bidders wield cheap debt in a fight over
his company. (Blackstone Group, with a
$39 billion bid, won out on Feb. 7.) James
W. Paulsen, chief investment strategist
at Wells Capital Management, sees an
aven longer horizon: “This could be a
prolonged cycle where the cost of capital
is low [for] 10 or 20 years,” | :

1t is, indeed, a low, low, low-rate world.

Easy money is creating all sorts of
economic benefits. Corporations are
making capital investments again—and
with their borrowing costs so low, profits
are stll zooming. Private equity firms
are using loads of cheap debt to buy
companics at jaw-dropping prices. Even
the housing market, which hoomed for,
five years on cheap money, hasn’t fallen
apart. I’s gliding to a soft landing rather
than a hard erash, allowing consumers
to keep spending (page 35). “We are in
this era where financinl innovation and’
product structuring, particularly in the
debt markets, has been very stimulative,”
says Henry-H. McVey, chief U.S. invest-
ment strategist at Morgan Stanley. Zell
puts the state of rates in similar terms: I
think that’s going to be a growth acceler-
ant around the world.”

‘FUTURE TURBULENCE'

BUT THE FASY MONEY also brings a slew
of unexpected problems. Historically, risky
borrowers have had to pay much higher
interest rates on their debt. Now there’s
little penalty—and that means there’s less
incentive for cotupanies to stay fiscally
sound. Low rates aside, other borrowing
terms are getting easier, too. Many debt
deals being made today have fewer pro-
tections for investors in case companies
can’t pay. “I’ve never seen issuers have this

34 | BusinessWeek | February 19, 2007
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much power,” says Raymond G. Kennedy,
a bond fund manager at PIMCO with 26
years' experience under his belt. Kingman
D. Penniman, founder of KDP Investment
Advisors Inc., a bond research firm, sees
a dark side to" this: “You're laying the
groundwork for future mrbilence.””

The shift to a low-rate world doesn’t
mean lower volatility. In fact, excesses,
crack-ups, and bad investments are not
only possible but guaranteed. “Over the

‘ next several years there’s likely to be some
event that will widen out the spreads,” .

says Zane Brown, director of fixed income
at mutual find manager Lord, Abbeuwt
& Co. But when the dust has cleared, he
says, the world economy will likely be
left with a lower cost of capital than the
average over the past 5 to
10 years. .

In some ways, it’s the
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The shift to
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at raising money and allocating it. Emerg-
ing markets such as China have only half
of that equation: They can collect the
money, but they don’t have the financial
institutions that can put it to the best use.
According to a November, 2006, survey
of executives by McKinsey & Co., only
40% of respondents in China and Latin
America said their company’s access to
extérnal funding is good or very good.
Eventually the financial systems in
China and India will-improve, and a lot
more of their capital will be used at home.
That won’t happen anytime soon, though.
In 2 new book, The Next Great Globaliza-
tion, Federal Reserve Governor Frederic
S. Mishkin writes: “[t takes a long time
for any nation to achieve strong property
rights and an effective fi
nancial system.” )
For now, China and the

1990s all over again. Back ‘a low-ra.te other emerging markets are
then, the info-tech boom serving as key suppliers of
created an  unexpected World capital in irﬁcreasingly con-
boost in productivity that . ] p nected markets. “People are
persists togay. Now 1? looks dOeSIl t more willing to thro\.g their
like something analogous 1 money across borders and
has hit the global financial mear_l 1ower across currencies to get the
markets.~A combination of Volat]hty highest yields,” says David
globalization, innovation, N A. Whyss, chiefl economist at

and good old-fashioned
competition among markets
has made it easier and cheaper to raise and
deploy money. Borrowers now can ‘draw
funds from around the globe, And deriva-
tives let-fimancial institutions and traders
manage their risks with mind-blowing pre-
cision. With Chicago, London, New York,
and- Franldurt all jostling to be the world
market leader, exchanges and financial in-
stitutions have an incentive to be cheaper,
faster, more innovative (page 36).

At the same time, the low rates reflect
major imbalances in the global financjal
system. The developed countries, led by
the U.S., have systems that are good both

Standard & Poor’s. Indeed,
in just the past year, the
value of outstanding international debt
securities—debt raised in foreign countries
or foreign currencies—has risen by 209%.
Ifs a continuation of a long-running
trend. Since 1990, cross-border capital flows
have been rising at a 10.7% annual rate,
adjusted for infladon and exchange rate
fluctuations, says a January, 2007, report
from the McKinsey Global Institute. That’s
up fromjust4.3% from 1980 t01990.
An essential part of the globalization
story is the adoption of the euro in 1995,
which created a huge. pool of highly
mobile capital from lots of smaller pools.

CHARTS BY ERIC HOFFMANN/BW
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“The eurd markets are today muich big-
ger than what they would be if we had
not had the eurn,” says Jerry del Missier,
co-president of London-headquartered
investment bank Barclays Capital.

The second key factor is the develop-
ment of new trading' instruments. Fi-
nancial innovaton isn’t new, of course.
Mortgage-backed securities date to the
1970s, and junk bonds came to life in
the ’80s. But innavation seems to have
reached a fever pitch with the recent ad-
vances in collateralized debt obligations
(CDOs), which keep borrowing costs low
by dividing risks into big buckets and

. then reallocating them among hundreds

of investors. With nearly half a trillion

" dollars’ worth issued in 2006 alone, and

with the risks widely dispersed, investors
are willing to put more $kin in the game,

“Financial innovaton in the form of CDOS’

has changed the sk premium agsociated
with the bond marlket,” says McVey.

MARKET FUEL

PUT THE TWO TOGETHER—Digger mar-
kets and innovation—and you have the
makings of a global financial revolugon.
Adding more fuel, exchanges are becom-

ing mote entreprencurial—which, as al--

ways, brings down costs. There’s bustling
competition from online exchanges as
well. “When oil prices were very high
and airlines needed to hedge the prices of

. jet fuel with options, they had no idea if

ILLUSTRATION BY OTTO STEININGER

investment banks were ripping them off,
because there was no transparency in the
price,” says David Gershon, CEO of Super-
Derivatives Inc,, an online derivatives
and options exchange. Gershon's outfit is
among a handfu] of startups that allow in-
vestors (o trade sophisticated instruments
online. He argues that exchanges like his
make markets more wansparent and ere-
ate more liquidity.

These changes have helped reduce the
real cost of capital, best measured by
the intefest rate on low-risk Treasury
bonds. Economists don’t expect much of
achange over the medium term. The Con-
gressional Budget Office projects 10-year
rates will average just 5.0% over the next
three years, compared with 4.8% today.

Even more important is the decrease
in the risk premium on corporate bor-
rowing. Investment-grade bonds, issued
by the healthiest companies, might enjoy
a quarter-point decline in their spread
over the low-risk Treasury rate long term.
For junk bonds, says Wyss, “we could get
a bigger permanent impact on keeping
those spreads lower, maybe 100 basis
points” —one full percentage point.

The increased efficiency has been ben-
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eficial so far. Companies gain from a
lower cost of capital in the form of lower
interest payments and higher profits. If
rates had not stayed so low, corporate
earnings would be about 10% lower than
they are today. | '

Naturally, Jower capital costs have
made it casier to borrow. Duke Energy
Corp., 8 $16.3 billion electric and gas
utility based in Charlotte, N.C., plans
to boost capital spending by $1 billion
a year over the next three years to build
new power plants to keep up with the
growing demand. Duke wmnay borrow
the money instead of drawing down its
cash, says David L. Hauser, chief finian-
cial officer, since “interest rates have re-
mained surprisingly low.” Robert M. La
Forgia, chief financial officer of Hilton
Hotels Corp., says low rates were criti-
cal to his company’s ability to purchase
its international hotel operations last
February,- uniting Hilton brands that
had been apart for over 40 years. The
company put together a $5.5 billion
bank line at just 1.5 percentage points
above the rate London bankers charge
one another. “It’s part of what made this
deal possible,” he says.

But the downside of the long-term trend
is short-term financial market excess. I£s
liere, and it’s real. “The economy is robust,
[but] we've entered into this new phase
where the markets are financing riskier
transactions,” says Mariarosa Verde, head
of the Credit Market Research team at
Fitch Ratings Inc. Excess is especially
evident in the corporate credit markets,
where covenants, which protect inves-
tors by requiring companies to maintain
healthy fimancial ratios, are becoming less
restrictive. Some companies are jamming
investors.in other ways, When Pitisburg
(Tex.)-based Pilgrim’s Pride.Corp. raised
money 10 buy another poulty processor
in January, it issued bonds that allow it to
use projections rather than actual results

Exbibit___ (DCP-2)
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The Triumph of the

‘Pori-

BY JOSEPH WEBER

&7 ears from now, this decade

®/ might come to be viewed

as the golden age of high
finance. New markets are
sprouting up everywhere,
drawing huge amounts of capital and
helping hold down rates. And the actionis
no longer confined to New York. Chicago in
particular has emerged as a financial hub
inits gwn right—with plenty of other cities
coming on strang.

At the center of the explosion of markets
and capital is vigorous competition. Banks,
exchanges, and cities are vying for lucrative
new trading business by focusing on three
selling points: price, speed of execution,
and innovation. The result can only benefit
bosrowers, who end up with a lower cost
of capital.

The rise of Chicago's financial .
exchanges—and their current plans to
expand—is emblematic of the creativity and
entrepreneurial zeal worldwide that have
helped create today's low-rate envirenment.

elly Crapshooters’

In the 1970s, Leo Melamed was casting
about for seme way to increase the Chicago
Mercantile Exchange's competitive edge
against its crosstown rival, the Chicage
Board of Trade. But the notion of looking
beyond cattle, pigs, and other farmland
products to currencies and financial
instruments seemed crazy. “The world
thought it was foolish,” recalls the CME’s
former chainman and current éminence
grise. “How could a bunch of pork-belly
crapshooters be trusted with foreign
exchange?”

Undaunted, Melamed went on to
develop financial futures, arguably the
most important new financial product
since the rise of stock markels, Now futures
on everything from Treasury securities
to European weather allow corporate
tréasurers, investors, and traders to lay off
risks. This allows capital to flow more freely,
which is essential to keeping rates low.

The growth has been staggering; Chicago's
two big exchanges handled more than
2.1 billion contracts [ast year, or 9 million

10 meet certain financial tests for borrow-
ing, more money. Pilgrim CFO Richard A.
Codgill notes that the projections have
to be “reasonable.” Hospital chain HCA
Ltd’s latest bonds include some with
provisions that let the company use debt
instead of cash to make interest payments
to bondholders. It works esscntially like
an 10U that increases HCA's debt down
the road. Says Kennedy of PIMCO: “The

bottom line is that when there’s too much
money in the market, [investors] lower
[their] standards.” What’s more, many
are depending on instruments that are
highly leveraged, numbingly complex,
and untested by a market downturn.
Then again, derivatives might cush-
ion the blow when the reckoning comes.
When hedge fund Amaranth Advisors
went under, says Brown of Lord Abbett,

MATTHEW GILSON
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contracts a day, up

from 700000 aday  and Donohue
in1086. Andther Wil face stiff
innovations spuried  COMpetition

the global market
for over-the-counter .
derivatives, which has hallooned to around
$300 trilion.

Like lots of revolutionary ideas, the
notion behind financial futures is simple.
For decades farmers would sell of parts of
their crops months in advance to traders
inthe Chicago markets. The farmers got
cash up front and didn't have to ret as
much over bad weather or poor harvesis.
The traders got contracts they could then
sell to others, making or losing money as
harvest day neared and the crop tooked
more certain. By applying the same
principle to currencies, firstin 1972, the
CME helped executives of multinational

part of its losses were covered in the deriv-
atives markets. “It barely caused a ripple.”
Adds del Missier: “We haven’t done away
with dislocations in markets, but markets
are rmuch more able to deal with disloca-
dong, and their impact will be less.”

Over the long term, the big issue is the
development of bertter financial systems

.in China, India, and other emerging mar-

kets, Right now money is pouring inte

Exhibit__ (DCP-2)
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companies lay off the risk of fluctuating
pounds or francs. Since then, the CBOT
and CME have expanded o other types of
derivatives and are stili adding more. Soon
traders will be abie Yo wager on the price of
commiercial real estate and the likelihood
that companies such as Tribune Co. will go
bankrupt.

But the global compelition is forcing
the Chicago exchanges to look for bigger

- scale and more efficiency to offer investors

and bosrowers better deals. Not only do
they do battie with energy-oriented fulures
bourses in the U.S. but they also face Eurex,
a European market that now leads the
world in derivatives trading. Soon, China
will step up its participation in futures with
anew bourse in Shanghai expected to open
this year. The appeal of futures is even
blurring the lines among exchanges, as the
New York Stock Exchange, armed with a
new derivatives uni! that wil
come in with its Euronext
acguisition, looks to expand.

Chicago’s

Page T.of 7

Donohue will hold the same positions at
the combined CME Group. Together, the
two exchanges will shoot past Eurex, with
as many as 600 million more contracts
traded yearly.

The exchanges are atso hungrily eyeing
expansions into the OTC market, a move
that could provide investors and borrowers
with more choices, Eurex soon plans to start
trading a contract based on European credit
default swaps, itsell a multitrilion-dollar
market. “The new Chicago enlity is going
to be under terrific competition as globat
alliances appear,’ says Michael Henry,a
senior executive inthe capital markets
practice at consutting firm Accenture Ltd. For
its part, the CME has teamed up with Reuters
Group to pushinto the foreign exchange
market and the OTC marke! for other
derivatives known as inferest-rate swaps. -

Boldi ideas in finance undertie all
the growth. And thanks
to expanding global
competition, there's plenty

Al that competition is b : of reason to believe it will
the reason the EME and Inn(c)lvatlons continue. "If we weren't
the CBOT plan to merge "N innovative throughout the .
by midyear in an $8 billion are erlng years, we'd still be trading

deal. The CME hosts stock
index and currency fulures,
while the CBOT is home

to Treasury contracts.

CME Chairman Tertence

A. Dufty and CEO Craig S.

other

real estate rather than infrastructure,
education, and other essential invest-
ments. As financial systems improve in
these countries, they will likely make
better use of their own money. When that
happens, the cost of capital around the
world will go up.

But that’s a long way off. In the mean-
time, rates are likely to remain low. “What-
ever shocks are ahead,” says del Missier,

growth in

markets

butter and eggs.” says
CME's Duffy. As long as
there's money to be made
and the ideas keep coming,
the cost of capital will drop
even further,

“the markets are better positioned 1o deal
with them than they've ever been.” B
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PLEASE STATE YOUR NAME AND ADDRESS.
My name is Roger Colton. My address is Fisher, Shechan & Colton, Public Finance and

General Economics, 3 Warwick Road, Belmont, Massachusetts, 20478,

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY?

I am a principal in the firm of Fisher Sheehan & Colton, Public Finance and General
Economics of Belmont, Massachusetts. In that capacity, [ provide technical assistance 1o a
variely of federal and state agencics, consumer organizations and public utilities on rate and

customer service issues involving telephone, water/sewer, natural gas and clectric utilitics.

FOR WHOM ARE YOU TESTIFYING IN THIS PROCEEDING?

1 am testifying on behalf of the Pennsylvania Office of Consumer Advocate (OCA).

PLEASE DESCRIBE YOUR PROFESSIONAL BACKGROUND.

I work primarily on low-income utility issucs. This involves regulatory work on rate and
customer service issucs, as well as research into low-income usage, payment patterns, and
affordability programs. At present, I am working on various projects in the states of New
Hampshire, New Jersey, Pennsylvania, Indiana, Michigan, [llinois, lowa, Arkansas and New
Mexico. My clients include state agencies {e.g., Pennsylvania Office of Consumer
Advocate, Towa Department of Human Rights), federal agencies (e.g., the U.S. Department
of Health and Human Services), community-based organizations (e.g., Community Action
of New Mexico, Coalition to Keep Indiana Wanm), and private utilitics (e.g., Entergy

Services, Detroit Walter and Sewer Department, NIPSCQ, Citizens Gas and Coke Ultility,
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Vectren Energy). [n addition (o state- and utility-specific work, [ engage in national work in
the United States and Canada. 1 am working on a national study of the responses of water
utilities to the paymient troubles of residential customers lor the American Water Works
Association Research Foundation. | am also part of a team that is performing a multi-

sponsor national study of low-income energy assistance programs.

PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND.

After receiving my undergraduate degree from lowa State University (1975), | obtained
further training in both law and economics. I received my law degree from the University of
Florida in 1981. I received my Masters Degree (economics) from the McGregor School

{Antioch University} in 1993,

HAVYE YOU EVER PUBLISHED ON PUBLIC UTILITY REGULATORY
ISSUES?

Yes. | have published more than 80 articles in scholarly and trade joumals, primarily on
low-income utility and housing issucs. | have published an equal number of technical
reports for various clients on energy, water, telecommunications and other associated low-

income utility issues. A list of my professional publications is appended as Attachment A.

HAVE YOU EVER TESTIFIED BEFORE THIS OR OTHER UTILITY
COMMISSIONS?
Yes. | have previously testified before the Pennsylvama Public Utility Commission {(PUC)

on numerous oceasions regarding low-income energy, water and telecommunications
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program design and cost recovery issues. | have also testified in regulatory proceedings in
more than 30 slates and various Canadian provinces on a wide range of low-income utility
issues. Proceedings in which I have previously appeared as an expert witness are listed in

Attachment A.

PLEASE EXPLAIN THE PURPOSE OF YOUR TESTIMONY.
My testimony has four objectives.

First, | will consider the reasonableness of the universal service cost recovery

sought by PPL Efcctric Utilities Corp. ("PPL” ar “Company™).

Y

Second, 1 will consider the sources of funding for the Company’s OnTrack
program (sometimes referred to as the Customer Assistance Program or CAP)
outside simply passing through OnTrack expenses to all other ratepayers; and

Third, I will consider the reasonablencss of the inter-class cost allocation

A%

proposed by the Company for its universal service costs;

Y

Finally, | will consider the reasonableness of certain program modifications
that the Company has proposed to adopt in this proceeding.

I conclude that the Company overstates the universal service costs to be recovered
through rates. Second, 1 conclude further that cerlain offsets should be adopted in
compliance with the Pennsylvania Public Utility Commission’s (Pennsylvania PUC)
CAP Policy Statement. Third, | conclude that the Company’s universal service cosls
should be allocated to all customer classes. Finally, I conclude that the Company’s

proposed ceiling on CAP credits should be modified should it be adopted.
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PART 1. UNIVERSAL SERVICE COST RECOVERY.
PLEASE EXPLAIN THE PURPOSE OF THIS SECTION OF YOUR
TESTIMONY.
In this section of my testimony, [ constder the reasonableness of the universal service
expenses that the Company proposes to pass through to residential ratepayers. The
Company proposes to recover ils universal service costs through a universal service rider
(“Rider” or “USR™). The Rider would impose a charge of 6.54% against all residential
distribution revenue in order to generate funding for the Company’s universal service

programs.

IS THERE ANY INITIAL CORRECTION TO THE COMPANY’S FILING THAT
YOU WISH TO MAKE?

Yes. Before | begin my substantive discussion, the Company has acknowledged that it
made a minor error in the determination of its residential distribution revenue. It based
its 6.54% on ar; application of the USR against only the distribution revenue under its RS
rate schedule. It should have also included the revenue from its RTS and RTD rate
scheduies. The Company acknowledges that “The 6.54% in the propose;i tarift was
calculated incorrectly by dividing the USR costs by the distribution revenue for only Rate
Schedule RS. The USR percentage should be calculated by dividing the USR costs by
the distribution revenue for Rate Schedules RS,RTS and RTD. The correct percentage

would be 6.53%.” (OCA-X1-14).
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WHAT ASPECTS OF THE PROPOSED UNIVERSAL SERVICE RIDER DO
YOU FOCUS ON?

I focus my attention on the expenscs associated with the Company’s CAP, which it calls
the OnTrack program. The Company proposes to collect three expense components
associated with its OnTrack program: (1) the CAP credit, which is the shortfall between
the OnTrack participant’s fully-embedded bill and the customer payment under OnTrack,
(2) the arrcarage forgiveness credits provided to OnTrack participants; and (3) OnTrack

administrative expenses.

EXPLAIN WHY YOU FOCUS ON THESE THREE PROGRAM COMPONENTS.
The Company proposes to collect $19 mitlion in OnTrack expenses through its USR. The
$19 million was based on a “baseline budget” for OnTrack as follows:

> Cap Credits: $12.9 million

» Arrcarage forgiveness:  § 4.5 million

7 Admimstration: $ 1.6 million
(OCA-X1-13(C)). When asked to identify any “other” costs of the OnTrack program, the
Company reported that “all of PPL Electric’s costs for OnTrack appear as CAP credits,

arrearage forgiveness or administration.” (OCA-XI-13(D)).

HOW DID THE COMPANY CALCULATE THE ON TRACK BUDGET FOR
WHICH IT SEEKS COST RECOVERY THROUGH THE UNIVERSAL

SERVICE RIDER?
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A.

The Company cannot provide any back-up support for its requested $5.8 million in
additional funding for OnTrack. The Company reports that the additional $5.8 million in
CAP funding it sceks in .lhis proceeding is based on its estimated $19 million budget.
“PPL has no detailed work papers regarding the requested additional funding o $5.8
million for its Customer Assistance Program (known as OnTrack). The $5.8 million is
simply the difference between the Company’s 2007 On'Track budget ($19 million) and
the amount approved by the Commission ($13.2 million) in PPL Electric’s most recent

distribution base rate case at Docket No. R-00049255.” (OCA-XI-8).

The Company, however, cannot provide any back-up for its estimated $19 million
OnTrack budget. The Company stated that “PPL Electric does not have any work papers
showing the derivation of the $19 million assoctated with participation in OnTrack.
Rather, the Company considered the existing number of OnTrack customers at the end of
2006, data from the 2000 U.S. Census, .the average monthly net enrollment and the
average annual cost (approximately $850) per OnTrack customer to develop its proposed
budget of $19 miltion.” (OCA-XI-15). No data was provided on what “average net
enrollment” figure was used or how it was calculated. No indication was provided on
what “data from the 2000 U.S. Census” was used in developing the estimale. No
information was provided on the derivation of the “approximately $850™ “average annual

cost” for each On'l'rack customer.

Moreover, saying that it was “difficult to provide an accurate annual budget,” the

Company could not indicate to OCA how its proposcd $19 nullion OnTrack budget
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would differ based upon whether the Company had a participation of 20,000 or 24,000
participants (or any 1,000 participant increment in between). (OCA-XI-12). At an
average CAP cost of $850 per participant, however, a $19 million budget would support a
CAP participation level of between 22,000 (22,000 participants * $850/pa'rticipants =

$18.7 million) and 22,500 (22,500 participants * $850 per participant = $19.125 million).

DOES THE LACK OF BUDGET DETAIL GIVE RISE TO CONCERN ABOUT
THE COMPANY’S PROPOSAL FOR AN ANNUAL UNIVERSAL SERVICE
RIDER RECONCILIATION?

Yes. The lack of detail available to support the Company’s proposed Universal Service
Rider gives rise to concern about whether the Company will have sufficient information
to support an annual reconciliation. The Company should be required to provide
confirmation that their information technology will be sufficient to track this information
on an ongoing basis, to archive that information, and to access that information once

archived.

Constder, for example, the impact that a changing mix of customers by Federal Poverty
Level would generate for the OnTrack program. The mix of customers refers to the
proportion of OnTrack participants who have incomes in various ranges of Poverty Level
(e.g., 0-50% of Poverty Level; 51-100% of Federal Poverty Level; 1G1-150% of Federal
Poverty Level). As the income (by Poverly Level) increases, the CAP credit provided to
that customer will decrease (and, conversely, a decreasing income will result in

increasing CAP credits). Even should the total participation level in the OnTrack
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program remain the same, therefore, if the mix of OnTrack participants by Poverty Level
changes, the overall costs (along with the average costs) of the program will change as
well. The Company, however, can not provide a breakdown of CAP credits by Federal
Poverty Level for 2006. (OCA-XI-18; OCA-X1-19). Nor could the Company provide a
breakdown of the different “payment options™ by Federal Poverty Level. (OCA-XII-06).
Having such information would seem to be essential to undertake an appropriate
reconciliation. Working from historic averages may or may not reflect actual ongoing

experience.

In addition, given the way that the PPL program operates, it is necessary not only to
know the total number of participants in the OnTrack program m any given month in
order to know the OnTrack credits provided (either toward current bills or toward
preprogram arrears), it is necessary to know how many of those OnTrack participants
made their current bill payments in a 1imcly fashion (and how the nonpaying or late-
paying customers broke-down by Federal Poverty Level and by pe1ﬁ1ent option). Under
the PPL program, a customer not making a timely payment toward his or her current bill
loses his or her CAP credit for that month of nonpayment or late payment. While the
Company can provide the average amount owing at the time of nonpayment, however, it
cannot provide the average amount of OnTrack CAP shortfall for the months of

nonpayment at the time that customers are removed from the program (for nonpayment).

(OCA-XI1-12).
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Before approving an annual reconciliation process for PPL, the Commission should
require PPL to document that it has the capacity to generate, archive and access the data
necded to ensure that an annual reconciliation process can accurately occur.

A. OnTrack Administrative Expenses.
WHAT ADJUSTMENT DO YOU PROPOSE TO MAKE TO THE PROPOSED
RECOVERY OF ON TRACK ADMINISTRATIVE EXPENSES?
The Company proposes to collect $1.6 million in OnTrack administrative expenses
through its Universal Service Rider (USR). (OCA-XI1-13). I propose to exclude all
elements of the administrative expenditure budget, with the exception of “work by
outsiders™ from recovery through the OnTrack rate rider recovery. The budgeted

expenses identified by PPL are set forth in Schedule RDC-1.

CAN YOU EXPLAIN THE RATIONALE FOR THIS EXCLUSION?

Let me focus on the “wages” component of the administrative budget first. The wages
the Company proposes to collect through the USR cannot be seen as a “universal service”
expense. They are instead gencralized customer service expenses that have simply been
allocated to the universal service programs. The Company acknowledges that “PPL
Electric does not have staff positions dedicated exclusively to the administration of
OnTrack. Various staff positions allocate a portion of their time to On'Track.” (OCA-XI-
37). The administrative budget, for cxample, sceks to recover part of the wages for the
Company’s “Manager—Regulatory Program and Business Services.” Moreover, the
Company simply allocates part of the expenses associated with its “Customer

Representatives™ and “Steno/Clerks™ to the universal service program. (OCA-X1-37).



These staff expenses do not vary bascd on the cxistence, or size, of the universal service
program. The expenses, as well as the other administrative expenses identified in
Schedule RDC-1, do not increase if the program expands and do not decreasc 1f the
program contracts. They are not universal service expenses. The total adjustment is a

decrease in OnTrack expenses of $1,029,213.

The conclusion that the “salaries and benefits™ expense components included in the
OnTrack budget should not be included in the USR is bolstered by the fact that the
Company proposes to collect overhead costs through the Rider. The Company
acknowledges that “overhead expenses are included as part of the costs associated with
salaries and benefits.” (OCA-X1-37, OCA-XI-38, OCA-XI-39). Company overhead
expenses arc not properly categorized as a “universal service” expense. These expenses
are not incremental 1o the universal service program. They are not incurred because of
the program. They do not increasc as_the program expands or decrease as the program
contracts. They further evidence the conclusion that it is inappropriate to include staff

expenses 11 the Universal Service Rider.

2. OnTrack Credits.
PLEASE EXPLAIN THE SECOND GENERAL CATEGORY OF UNIVERSAL
SERVICE EXPENSES THAT YOU HAVE EXAMINED IN YOUR REVIEW OF
THE ON TRACK PROGRAM BUDGET THE COMPANY PROPOSES TO

COLLECT THROUGH ITS USR?

- 10-
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A.

The second category of universal service expenses that I have examined involves the
“CAP Credits™ which the Company proposes to collect through its USR. The Company
has included $12.9 million of CAP credits in its USR cost recovery. (OCA-XI1-13). At a
participation rale of 22,500 customers, as determined above, this implies a net CAP credit
{CAP credit net of LIHEAP offsets) of $573 per participant. This compares to an average
annual CAP credit of $560 in 2006 (OCA-X1-32). There are three adjustments that |
make lo the proposed recovery of CAP credits:

> An adjustment to reflect those CAP credits that remain unpaid to OnTrack

participants because the OnTrack participant did not make a timely current

bill payment;

Y7

An adjustment to reflect the imposition of a ceiling on the grant of CAP

credits; and

Y

An adjustment to prevent the double-recovery of CAP credits through the

Company’s uncollectible expenses.
p .

1. CAP Credits Unpaid due to Untimely Bill Payment.
CAN YOU REPLICATE THE CALCULATION OF AN AVERAGE 2006 CAP
CREDIT OF $560?
Yes. Schedule RDC-2 replicates the calculation of an average 2006 CAP credit of $560.
The Schedule presents the total CAP credits reported by month in 2006. (OCA-XI-33). It
presents the total number of CAP participants reported by month in 2006. (OCA-XI-11).
It presents the total LIMEAP dollars offset against the CAP credits, averaged over all

CAP participants. (OCA-X1-10). As shown in Schedule RDC-2, this calculation yields
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an average 2006 CAP credit of $551 (compared to the $560 reported by the Company in

response to OCA-X1-32).

DOES THIS CALCULATION DEMONSTRATE THAT PPL. OVERSTATES ITS
CAP CREDITS IN CALCULATING THE UNIVERSAL SERVICE RIDER?

Yes. This calculation shows that PPL overstates the calculation of its CAP credits in
developing the estimated budget for its Universal Service Rider. Schedule RDC-2
documents that the Company is proposing to collect CAP credits as though 100% of its

CAP participant population makes 100% of their payments every month.

PLEASE EXPLAIN THE PROBLEM WITH PPL’S PROPOSAL TO COLLECT
CAP CREDITS AS THOUGH 100% OF ITS ON TRACK POPULATION MAKE
100% OF THEIR PAYMENTS EACH MONTH.

Schedule RDC-2 shows that the $12.9 million CAP credit budget upon which the
Company’s proposed USR is based assumes that 100% of its CAP customers make their
monthly bill payments on a full and timely basis each month. This assumption is
necessary for the Company to incur a CAP credit expense for each participant each
month. PPL’s OnTrack program, however, is designed so that, in the event that a
customer does not make a timely payment, the customer loses his or her OnTrack credit
for that month. As the Company states: “PPL Electric requires timely payment of
monthly OnTrack bills (i.e., within five (5) days past the due date of the bill} for
customers to receive On'Track credits.”” (OCA-X11-16). The Company explained its

process as follows:
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If an OnTrack customer makes a timely payment (i.e., within five (5) days
after the due date of the bill), he or she receives CAP credits, which is the
difference between the customer’s actual electric bill and his or her
OnTrack monthly payment amount. PPL Electric grants CAP credits at the
time of billing. 1f the customer does not pay within the five (5) day
window, the Company’s billing system automatically reverses the
transaction.
(OCA-XI1-17). The Company continues that the oppertunity to carn the CAP
credit lapses at the time of the billing due date (plus five days). “PPL Electric has
no process for granting CAP credits to customers who subsequently “cure” their
missed payments.” (OCA-XII-18). For example, “customers removed from
OnTrack for non-payment of bills are put into the Company’s normal collection
processes and are billed the full amount of their kWh usage. However, if
customers pay their missed OnTrack payments and are reinstated in the program,

they do not “earn” any CAP credits or arrearage forgiveness at the time of their

reinstatement.” (OCA-XII-18).

TO WHAT EXTENT DO ON TRACK CUSTOMERS FAIL TO MAKE
TIMELY BILL PAYMENTS?

Under the PPL OnTrack program, all program participants enter the program with
preprogram arrears subject to forgiveness. (OCA-X1-25, OCA-XI-26). Virtually
all OnTrack participants have a preprogram arrears subject to forgiveness. In
December 2006, for example, while there were 20,721 OnTrack participants
(OCA-XI-11), only 207 had a preprogram arrears of $0. {OCA-X1-29). In May
2007, while there were 21,573 OnTrack participants (OCA-XI-11), only 178 had

a preprogram arrears ol $0. The required $5 customer copayment toward his or
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her preprogram arrears is part of the payment that is duc cach month from the

OnTrack participant. (OCA-X11-10).

This information is significant in that onc can track the extent to which customers
who are eligible for arrearage forgiveness actually earn the forgiveness for which
they are eligible. When OnTrack participants do not make their biil payments on
time, those customers lose their ability to carn that component of their arrearage
forgiveness. Schedule RDC-3 presents this data for 2006. Schedule RDC-3
shows that, over the course of 2000, only 71% of the customers who were eligible
for arrearage forgivencss actually received that forgiveness. For our purposes
here, if a customer has failed to make the payment required to earn his or her
arrearage [orgiveness, that customer has also failed to make the current payment

needed 10 eamn his or her current month CAP credits.

WHAT DO YOU PROPOSE?

The estimated CAP credits that the Company uses to support the budget underlying its
proposed Universal Service Rider should not be allowed to assume that 100% of the
Company’s CAP participants will collect 100% of their CAP credits in every month. The
Company’s own data documents that only 71% of CAP customers make their current
monthly bill payments in a timely manner. 1 propose that the Company’s budget for CAP
credits be reduced to reflect the rate at which CAP participants made timely current bill
payments in the preceding twelve months. In accordance with that principle, | have

reduced the CAP credits to 71% of the budget proposed by the Company.
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2. Rate Recovery Impact of Ceiling on CAP Credits.
IS THERE A SECOND ADJUSTMENT THAT YOU PROPOSE TO MAKE TO
THE BUDGET FOR CAP CREDITS?
The Company based its estimated budget for the Company’s OnTrack program on the
average CAP credits (rom 2006. The Company states that it used, among other things,
“the average annual cost (approximately $850) per OnTrack customer.” (OCA-XI-15).
Use of the average annual cost from 2006 would overstate the OnTrack budget on a

going forward basis.

PLEASE EXPLAIN WRHY USING THE 2006 AVERAGE CAP CREDIT WOULD
NOT ACCURATELY REFLECT CAP CREDITS ON A GOING FORWARD
BASIS.

PPL Electric has proposed a ceiling on CAP credits on a going forward basis. The
Company states that its “proposed three-year Universal Service and Energy Conservation
Plan includes a stay-out provision for OnTrack customers who exceed their maximum
annual CAP credits allowance.” (QCA-XI1-14}). The Company proposes to implement a
CAP credit cetling of $1,800 for home heating customers (OCA-XI1-6) and of $700 for
non-heating customers. (OCA-XI1-7). The Company reports that 2,570 OnTrack heating
customers would have been removed from OnTrack in 2006 due to “exceeding the
$1.800 limit on CAP credits’” had the CAP credit ceiling been in effect. (OCA-X1-20).
The Company stated that 1,567 hemeowners and 1,003 renters would have been removed

from CAP due to exceeding an $1,800 CAP credit ceiling. Similarly, 2,968 OnTrack
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participants would have been removed from CAP 1n 2005 for exceeding the $1,800 CAP
credit ceiling, had such a ceiling been in effect for 2005. (OCA-X1-20}. [n 2006, PPL
had an average monthly OnTrack participation of 17,788, (OCA-XI-11). The Company
had a year-end OnTrack participation of 20,761. (OCA-X1-11). Accordingly, depending
on whether you calculate it on an average basis, or on a year-end basis, implementation
of the $1,800 CAP ceiling would have resulted in a removal of between 12 2% (2.570 /
20,761 =0.124) and 14 5% (2,570/ 17,788 = 0.144) of the Company’s CAP participants
with the highest level of CAP credits. Imponantly, the Company does not propose
simply to charge the excess credits over $1,800 to the CAP participant, but rather to

remove the participant from the OnTrack program completely. (OCA-XII-14).

In addition to excluding heating customers, the Company proposes to remove On'Track
participants whose CAP credits exceed $700 when those participants are non-heating

electric customers.

While | comment on the stay-out provision in my discussion of program issues below,
my discussion here is limited simply to cost-recovery. Should the Company remove 12%
— 14% of its highest cost CAP participants from its program, to use the historic average

level of CAP credits will clearly overstate the estimated future cost of the program.

CAN YOU ESTIMATE THE ADJUSTMENT THAT SHOULD BE MADE TO

ACCOUNT FOR THE CAP CREDIT CEILING?
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Yes. We know that 60% of the OnTrack participants that received CAP credits ol more
than $1.800 in 2006 received CAP credits of between $1,800 and $2,100. We know that
40% of the OnTrack participants that reccived CAP credits of more than $1,800 in 2006
received CAP credits of more than $2,100. (OCA-XI-18). Since the impact of the
Company’s proposal is to exclude the excess CAP credit from payment by the program, 1
calculate an exclusion for the increment ol CAP credits over $1,800 for 12.5% of the
estimated OnTrack population | establish above (22,500). 1 have set forth the calculation

in Schedule RDC-4. The total reduction in the budgeted CAP credits to be recovered

through the USR is $815,625

3. Double Recovery of CAP Credits.
1S THERE A THIRD ADJUSTMENT THAT YOU PROPOSE TO MAKE TO THE

ON TRACK CAP CREDIT BUDGET?

Yes. PPL proposes to recover 100% of the CAP credits that it provides o its program
participants through its USR. Such a 100% recovery through the USR is inappropriate.
PPL should be allowed to recover only the incremental expenses imposed on the
Company as a result of a customer’s parlicipation in CAP. To the extent that expenscs
have already been included in base rates, those expenses should not be recovered a
second time through the Company’s proposcd USR. Some expenses, particularly
uncollectibles, are already reflected in base rates. Dollars of CAP shortfall that arc

already included in the Company’s uncollectible expenses are not incremental universal
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service expenses lo the Company and should not be recovered again through the

universal service surcharge.

CAN YOU ILLUSTRATE HOW COLLECTING 100% OF CAP CREDITS
THROUGH UNIVERSAL SERVICE RIDER COULD RESULT IN A DOUBLE
RECOVERY OF UNCOLLECTIBLE EXPENSES?

The most recent annual universal service report published by the Bureau of Consumer
Services (BCS) reports that in 2005, PPL had $8,329,473 of gross write-offs associated
with “confirmed low-income customers.” (page 21). BCS reports that the low-income
gross write-off was on a revenue base of $160,476,569 (page 63) for a write-off rate of

5.19% (page 23).

BCS makes a specific point of noting, however, .that the gross writc-off figure for
confirmed low-income customers, includes neither CAP credits nor CAP arrearage
forgiveness credits. As can be seen, a PPL customer must be in one of two mutually
exclusive groups of customers. .Either a customer is a CAP (OnTrack) participant, in
which case the CAP credils are collected th'rough the universal service surcharge as
described above. Or, a customer is not a CAP (OnTrack) participant, in which case

unpaid bills are collected from ralepayers as an uncollectible expense.

WHY DOES A PROBLEM ARISE?
The problem arises because when a customer moves from one ol those two mutually

exclusive groups to the other. the dollars associated with the customer’s bill do not. In
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particular, the dollars representing that customer’s CAP credits will be included in rates
through the universal service surcharge as “new” CAP credits, In fact, however, not all of
these CAP credits are “new” expenses. Some portion of these dollars of billing that will
not be collected from the customer have simply been moved from the non-CAP
participant population to the CAP participant population. Those dollars arc nen-

incremental CAP expenses.

PLEASE EXPLAIN HOW PARTICIPATION IN CAP AFFECTS THE
COMPANY’S WRITE-OFF FIGURES.

Low-income customers that were not participating in CAP at the end of 2006 are
included in the gross write-off figures I cite above. When those low-income customers
become participants in OnTrack, the CAP shortfall associated with their account will be
recognized as a CAP expense and collected through the universal service program. As
such, the Company collects the entire CAP shortfall for thesc new CAP participants as
though that shortfall is a “new” expense. As I explain above, however, CAP participants
and CAP non-participants are mutuaily exclusive groups of customers. For ratemaking
purposes, when a customer moves from one group (CAP non-participant) to the other
(CAP participant), to reflect all of the expenses associated with their participation in the
new group, without removing any of the expenses associated with their participation in
the old group, will result in the expenses of the CAP participants being reflected twice,

both in base rates gnd in the universal service surcharge.
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IS IT NOT POSSIBLE THAT THERE WILL BE CUSTOMERS LEAVING CAP
THAT WILL FALL INTO ARREARS AGAIN AND CONTRIBUTE TO
RESIDENTIAL UNCOLLECTIBLES?

Yes. To the extent that there is a churn in the Company’s program, with no net increase
in the CAP participation rate, there is no issue with respect to the double-recovery of non-
incremental expenses. The issue arises only when there is a net increase in the
participation in CAP above the level at the time base rates were set. In circumstances
involving a net increase in CAP participation, the CAP credits associated with the net
increase may need to be reduced in order to prevent the double-collection of expenses,

once through residential uncoliectibles and again through the CAP credits.

IS THE ISSUE YOU RAISE RELATED TO AN ABSOLUTE DECREASE IN
UNCOLLECTIBLES ATTRIBUTABLE TO CAP?

No. The enrollment of customers in CAP should result in improved collections and a
decrease in the Company’s uncollectible expense. This is not that issue. My discussion
above instead relates only to preventing a double-recovery of non-incremental expenses.
[t does not address whether CAP will help the Company to reduce its uncollectible

expenses.

HAVE YOU ESTIMATED THE POSSIBLE MAGNITUDE OF THIS
POTENTIAL DOUBLE-RECOVERY?

Yes. The Company experiences an average per participant CAP shortfall of $656 belore

LIHEAP offsets. The participation in OnTrack at year-end 2000 was 20,721. There 1s a
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projccted increase in CAP participation of roughly 2,000 customers (to 22,500). Given
the average per-participant CAP credit of $656, this net increase in CAP enrollment will
resull in a net increase in the CAP shortfall of $1,312,000 (2,000 x $656 =$1.312
million). Given a gross write-off rate for the revenue of confirmed low-income customers
of 5.19%, there would be $70,000 ($1,312,000 x 0.059 = $68,092) in CAP credits that
would be included in the universal service surcharge that may already be recovered in the
base rates. This double recovery invoives the extent to which the CAP credits arc non-

incremental expenses.

This dollar figure is not based on any assertion that these credits will not be granted.
Instead, this figure is based on the observation that these dollars have already been
reflected in existing rates and thus do not represent incremental expenses to the
Company. Nor is 1t an assertion that the Company should not collect 100% of its CAP
shortfall. My discussion above simply shows that part of the shortfall is collected

through the USR and a different part of the shortfall is coliected through existing rates.

IF THERE IS A SMALLER NET INCREASE IN CAP PARTICIPATION RATES,
WOULD THE DOUBLE RECOVERY BE SMALLER?

Yes. If there are fewer net additions to the CAP participant population —net additions to

CAP participation occur when the number of customers joining CAP exceed the number

of customers leaving CAP-- the double recovery would be smaller. Similarly, if the

average CAP credit were smaller, the double recovery would be smaller as well. [f the
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growth in OnTrack participation is greater than to 22,500, or if the CAP credit for

OnTrack participants is greater than $656, the double recovery would be greater.

ARE YOU SUGGESTING THAT THE COMPANY WILL REDUCE ITS
UNCOLLECTIBLE EXPENSES BECAUSE OF CAP?

Whether or not PPL reduces its uncollectible expense through OnTrack is a different
issue than that which I identify above. In my discussion above, | use an uncollectible rate
of 5.19% for the confirmed low-income customers. There is a reasonable expectation,
however, that when PPL makes the bills to its confirmed low-income customers more
affordable, that uncollectible rate will be reduced to something less than 5.19%. If the
uncollectible rate can be reduced to 2% because of the affordability of the CAP bills, in

other words, the Company will experience real dollar savings. That is, however, an

entirely different issue.

C. Arrearage Forgiveness Credits.
DOES THE SAME COST RECOVERY PRINCIPLE THAT APPLIES TO
CURRENT BILL PAYMENTS AND CAP CREDITS APPLY EQUALLY TO
CURRENT BILL PAYMENTS AND ARREARAGE FORGIVENESS CREDITS?
Yes. Like the CAP credits toward current monthly bills, arrearage forgiveness credits
must be carned through participants making timely bill payments. As ) discuss in detail
above, the Company’s proposed OnTrack budget assumes that On'frack participants

make 100% of their payments 100% of the time on a timely basis. if the participants do
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not make full and timely payments, they forfeit the ability to carn the CAP and arrcarage

forgiveness credits for that moenth.

[ document in detail above the fact that only 71% of OnTrack participants that were
eligible lo carn arrcarage lorgivencss actually earned their credits. (Schedule RDC-3).
Accordingly, for the same reasons [ reduce the CAP credit budget, | propose to reduce
the budget for arrearage forgiveness to 71% of the budgetl which assumes a 100%

payment rate.

D. The Proposed Universal Service Rider.
PLEASE EXPLAIN THE IMPACT OF YOUR PROPOSED ADJUSTMENTS ON
THE COMPANY’S UNIVERSAL SERVICE RIDER.
The Company proposed a Universal Service Rider of 6.53% to generate universal service
funding of $27,896,000. (OCA-XI-14). Of that $27,896,000, $19.0 million was for
OnTrack expenses, consisting of $12.9 million for CAP credits, $4.5 million in arrearage
forgiveness credits and $1.6 million in administrative expenses. {OCA-XI-13). 1 propose
to reduce CAP expense recovery through the Rider by $6,958,930. The resulting
universal service budget of $20,937,070 would, when spread over distribution revenucs
of $427,036,577 (OCA-X1-14) result in a Universal Service Rider, unadyusted for the
CAP offscts | discuss below, of 4.90%. A summary of the adjustments is presented in

Schedule RDC-5.
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ARE YOU PROPOSING THAT THE COMPANY SHOULD NOT RECOVER
THE ON TRACK ADMINISTRATIVE EXPENSES IT HAS PROPOSED TO
INCLUDE IN THE UNIVERSAL SERVICE RIDER?

No. | simply propose that administrative expenses are inappropriate to include in the
Universal Service Rider. Those administrative expenses shouid be recovered through
base rates. Any final revenue requirement adopted in this case will need to address these

administrative expenses.

PART 2. CAP COST OFFSETS.
WHAT IS THE PURPOSE OF THIS SECTION OF YOUR TESTIMONY?
In this section of my testimony, [ assess the extent to which there should be offsets to the

total CAP expenses generated by the PPL OnTrack program.

WHY DO YOU INCLUDE OFFSETS AS A PART OF THE USR RECOVERY OF
UNIVERSAL SERVICE EXPENSES?

The Pennsylvania Comnuission has directed that one source of funding for the CAP
programs of Pennsylvania utilities should be the expense savings that are generated by

the programs. According to the Commission’s CAP Policy Statement:

In evaluating utility CAPs for ratemaking purposcs, the Commission will
consider both revenue and expense impacts. Revenue impact considerations
include a comparison between the amount of revenue collected from CAP
participants prior to and during their enrollment in the CAP. CAP expense
impacts include both the expenses associated with operating the CAPs as well
as the potential decreasc of customary utility operating expenses. Operating
expenses include the return requirement on cash working capital for carrying
arrearages, the cost of credit and collection activitics for dealing with low
income negative ability to pay customers and uncollectible accounts expernse
for writing off bad debt for these customers. When making CAP-related
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expense adjustments and projections, utilitics should indicate whether a
customer's participation in a CAP produced an immediate reduction in
customary utility expenses and a reduction in future customary expenses
pertaining to that account.

Pennsylvania PUC, CAP Policy Statement, Section 69.266, 52 Pa. Code §69.266 (Supp.

389, April 2007).

WHAT OFFSETS HAVE YOU INCLUDED IN YOUR CALCULATION OF NET
INCREMENTAL CAP EXPENSES?

The offsets include four different components: (1} credit and collection offsets; (2) bad
debt associated with arrearage forgiveness; (3) cash working capital (CWC) associated

with arrearage forgiveness; and (4) cash working capital on a going-forward basis.

A. Credit and Collection Offsets.
PLEASE EXPLAIN THE AVOIDED CREDIT AND COLLECTION EXPENSE
YOU HAVE INCLUDED IN YOUR CALCULATIONS.
The credit and collection expenses to be considered as a revenue source for CAP are not
simply those expenses that might “go away” as a result of OnTrack. Instead, the
Company should consider not only the expenses that might go away, but also the
expenses that are already embedded in rates that might be redirected toward the costs of

supporting the OnTrack program.

To determine the credit and collection expenses already included in rates that might be

used to fund OnTrack, I turn to the estimates of administrative cost savings that have
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been generated by other Pennsylvania utilities. Consider that on a per participant basis,

other utilities have found credit and collection savings between $20 and $30 per

participant. Given the general consistency of these cost savings estimates, made more

robust by the fact that each estimate of savings was made for a different company by a
different consultant, and in the absence of data specific to PPL, I have included a credit

and collection offset of $25 per CAP participant.

HOW DO YOU PROPOSE TO ADJUST PPL’S COST RECOVERY OF CAP
EXPENSES TO TAKE INTO ACCOUNT CREDIT AND COLLECTION
SAVINGS?

Adjustments designed to take into account redirected credit and collection expenses
should begin with the base CAP participation at the year-end of 2000. According Lo the
Company, its OnTrack program had a year-end 2006 participation of 20,721. (OCA-XI-
11). T use this as the base for making adjustments. Adjustments should be made to
account for the net addilipns to CAP since that base period. As | have documented in
detail above, the most reasonable participation rate projection given the budget estimate
proposed by the Company is 22,500. The program will thus experience a net incremental
addition of 1,812 participants. With a credit and collection offsct of $25 per net addition,

there should be a reduction of $45,300 to CAP expenses recovered through the USR.
B. Bad Debt and Arrearage Forgiveness.

HAVE YOU CALCULATED A BAD DEBT OFFSET ATTRIBUTABLE TO THE

FORGIVENESS OF PREPROGRAM ARREARS?
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Ycs. The bad debt offset attributable to arrearage forgiveness is designed to ensure that
the Company does not collect twice for the same expenses. As with the CAP credits |
discuss above, some portion of the arrcars subject to forgiveness would, even without
CAP, have been written off as bad debt. 1f the PUC were to allow the Company to
collect its entire arrcarage forgiveness through the USR, without subtracting thosc dollars
that were already going to be collected as bad debt, the Company would be collecting
some of the same dollars twice: once through the bad debt allowance already in rates and
then again through the arrearage forgiveness expensces included in the Universal Service

Rider.

PLEASE EXPLAIN YOUR BAD DEBT OFFSET CALCULATION
ATTRIBUTABLE TO THE ARREARAGE FORGIVENESS COMPONENT OF
CAP.

BCS reports that PPL had a 2005 bad debt rate of 5.19% for confirmed low-income
customers. In the absence of their participation in the CAP program, the Company would
have reserved some portion of these revenues as bad debt. Applying the 5.19% bad debt
rate 10 the Company’s arrearage forgivencss cost estimate of $4.5 million, there should be
a bad debt offset of $233,550. If one applies the 5.19% to my estimated arrearage

forgiveness of $3.68 million, there should be a bad debt offset of $165,820.
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C. Working Capital and Arrearage Forgiveness.
PLEASE EXPLAIN WHY YOU CALCULATE A WORKING CAPITAL OFFSET
ATTRIBUTABLE TO THE FORGIVENESS OF PREPROGRAM ARREARS.
Unlike the bad debt offset, the working capital offset attributable 1o arrearage forgiveness
is designed to ensure that the Company does not collect for expenses that have been
reduced by the CAP. These arc cost savings. Because OnTrack is directed exclusively to
payment troubled customers, CAP participants always enter the program with some level
of preprogram arrears. (OCA-XI-25, OCA-XI-26). Under CAP, a portion of those
preprogram arrcars will be forgiven and paid by other customers as those expenses are
passed through the Universal Service Rider. As a result, as the arrears are forgiven, the
working capital associated with those arrears should be removed from the Company’s

cost-of-service.

PLEASE EXPLAIN YOUR WORKING CAPITAL OFFSET CALCULATION
ATTRIBUTABLE TO THE ARREARAGE FORGIVENESS COMPONENT OF
CAP.

The pre-program arrears experienced by OnTrack customers are brought into the
program. For every month they remain in the program, they will impose one month of
working capital on the Company. The Company does not estimate arrearage forgiveness
by month. Instead, it assumes that the total annual arrearage lorgiveness will reach $4.5

million. (OCA-XI-8, OCA-X1-12; OCA-XI-15).
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HOW DOES THIS TRANSLATE INTO A WORKING CAPITAL SAVINGS FOR
THE COMPANY?

The Company provides the rate at which it forgives arrears on a monthly basis. 1use the
average rate per month from the years 2005 and 2006. Combining the data above, we
know that the total reduction in preprogram arrears 1s thus the sum of the customer
payments and the arrearage credits. My calculation of a working capilal savings assumes
a constant participation of 22,500. This will understate the working capital savings that

the OnTrack program generates.

The forgiveness of arrears will thus generate a decreasing amount of working capital
savings throughout the year. The January forgiveness will gencrate 12 months of avoided
working capital; the February forgiveness will generate 11 months of avoided working
capital; the March forgiveness will generate 10 months of avoided working capital; and
so forth through December, which will generate only one month of avoided working
capital. Using an assumed average weighted return of 0.075 (7.5%), grossed up for taxes,

there will be a working capital savings for cach month of arrearage forgiveness.

If one applies this methodology to the Company’s projected arrearage forgiveness, there

should be a working capital cost offset of $320,090 as shown 1n Schedule RDC-6.
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D. Working Capital on Going Forward Basis.
HAVE YOU CALCULATED A WORKING CAPITAL OFFSET ON A GOING
FORWARD BASIS?
Yes. The Company’s OnTrack impact evaluation reports that the program results in an
improvement in bill payment rate of nearly 20%. According to that evaluation, while
low-income customers not in OnTrack make a payment each month roughly 50% of the
time, OnTrack participants make payments more than 70% of the time. The OnTrack
revenuc base in 2006 was $13,026,361. (OCA-XI1-33). Given these inputs, the dollars of
avoided working capital are calculated in the same way as the avoided working capital
associated with preprogram arrears. That calculation is set out in Schedule RDC-7.
Schedule RDC-7, page 1 of 2, shows a working capital of $339,856 without CAP.
Schedule RDC-7, page 2 of 2 shows a working capital of $203,914 with CAP. The

program results in a working capital reduction, on a going-forward basis, of $135,943.

E. Reflecting Offsets in the Universal Service Rider.
HOW DO YOU PROPOSE THAT THE COMPANY REFLECT THE NET
INCREMENTAL CAP PROGAM EXPENSES THAT YOU HAVE IDENTIFIED?
The offsets to CAP expenses | have identified above can and should be reflected in the
determination of the level of the Universal Service Rider. Schedule RDC-8 presents a
revised USR calculation incorporating my proposed CAP offsets. Schedule RDC-8

shows that the Universal Service Rider for OnTrack should be 4.74%.
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PART 3, UNIVERSAL SERVICE INTER-CLASS COST ALLOCATIONS.
WHAT IS THE PURPOSE OF THIS SECTION OF YOUR TESTIMONY?
In thi.s section of my testimony, | respond briefly to the Company’s proposal to allocate
all universal service costs to the residential class. [ have been informed by counsel that
the issue of the proper allocation of universal service costs under Section 2804(8) is
pending on appeal at this time. | provide the following discussion (o highlight the

important policy reasons for a broad allocation ol these costs.

Universal service costs should be allocated to all customer classes for a variety of
reasons. First, Pennsylvania statutes require that universal service costs be collected
through a competitively ncutral, nonbypassable surcharge. Use of the term
“nonbypassable,” therefore, incorporates the concept that all customers should help pay

for universal service costs.

Second, the Pennsylvania legislature has declared universal service programs to be a “public
good.” Due to the nature of public goods, all customers receive benefits from public goods
and, accordingly, the costs of such goods are spread over all customer classes. Each end

user makes a financial contribution to the utility’s delivery of public goods. providing that

public good.
Third, all customer classes will benefit from the Company’s universal service programs,

Commercial and industrial customers, as well as small businesses, will gain direct

benefits from these programs. Accordingly, since the universal service programs dcliver
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benefits to ail customer classes, universal service costs should be allocated (o all

cuslomer classes.

Fourth, the- problem of the inability of some low income customers to pay their entire
home encrgy bills is caused primarily by socictal economic conditions that are unrelated
to any one rate class. There is no logic to the argument that because the larger societal
economic conditions arc negatively affecting the ability of some low income residential
customers to pay their bills, the problem is somehow caused by the residential class and
shouid therefore be paid for by that class. If the Commission, as a regulatory authority,
decides that it is in the public interest to provide home encrgy services for necessities of
life to disadvantaged ratepayers without full payment, then the costs should be borne by

all ratepayers who benefit from the companies operating as public utilities.

HOW DOES THE ALLOCVATION OF UNIVERSAL SERVICE COSTS RELATE
TO THE ORIGINAL DECISION TO MOVE TO A RETAIL CHOICE
ELECTRIC INDUSTRY?

Difterent customer classes derive different benefits from Pennsylvania’s restructuring
statute. The conlinu.alion and expansion of Pennsylvania’s universal service programs
camc about in large part as a result of the restructuring of the state’s electric power
industry. The non-residential customer classes derive the benefits of being able to tap the
retail choice market. The residential customer class derives the benefit of being able to
lap into universal service programs. In exchange for cach class deriving its rcgpcclivc

bencfits from restructuring, all classes pay for the actions that enabled these benefits Lo
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arise. Having received the benefits of the move Lo retail choice, in other words, the
commercial and industrial classes should not now be allowed to avoid their

responsibilities under the package of benefits and responsibilitics that was agreed to.

IS IT ACCURATE TO ASSERT THAT ONLY RESIDENTIAL CUSTOMERS
BENEFIT FROM THE UNIVERSAL SERVICE PROGRAMS?

No.The assertion that all universal service costs should be assigned to residential customers
because only residential customers (that is low-income customers) benefit from the program
proves too much (even accepting solely for purposes of analysis the premise that only low-
income customers benefit). Il we assume that only low-income customers benefit, and we
follow the rule that costs in this case should be allocated only to those who directly benefit,
we are brought to the conclusion that universal service costs should be directly assigned pro
rata to customers who participate in the universal service programs (such as CRP). Clearly
this would be an absurd result, and one that could not logically have been intended by the
legislature. In addition, there is no more reason to allocate costs 1o non-low-income
residential customers under this reasoning than there is to allocate them to non-residential
customers. Non-low-income residential customers benefit, as they do, exactly and only in

the ways and to the extent that non-residential customers benefit.

DOES THE COMPANY USE RATIONALES AKIN TO THOSE YOU IDENTIFY
ABOVE IN ANY OTHER COST ALLOCATION DECISION?
Yes. PPL proposes Lo implement a Sustainable Development Program (SDP). The

proposed SDP would provide economic development funding for industrial locations,
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downtown development, and commercial marketing. (Sce, Dahl Direct, at 19 - 25),
Residential customers are not eligible to receive funding through the SDP and cannot
access the SDP. Despite this, Company witness Dahl states that “the Company proposes
to reflect the costs as an expense in base rates, which would be allocated to all customer
classes.” (Dahl Direct, at 20). The Company justifies this cost allocation
recommendation on the basis that the Sustainable Development Program provides

benefits “to many.” (Dah! Direct, at 24).

Allocating SDP costs to all customer classes, including the residential customer class,
while allocating universal service costs only to the residential class, cannot be reconciled.
Just as non-residential customers cannot access the universal service programs,
residential customers cannot access the Sustainable Devclopment Program. Just as the
SDP delivers broad benefits to all customers, and all customer classes, so, too, do the
universal service programs deliver benefits to all customers and all customer classes.
Applying the same cost allocation principles and rationales to both programs is
reasonable. To be consistent with its allocation of SDP expenses, the Company should

allocate universal service costs to all customer classes as well.

PART 4. CEILING ON CAP CREDITS.
WHAT IS THE PURPOSE OF THIS SECTION OF YOUR TESTIMONY?
[n this section of my testimony, | consider the reasonableness of the Company’s proposed
“stay-out”™ provision directed toward OnTrack participants who exceed the maximum

CAP credits. Company witness Dahl states that the Company proposcs to “remove
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customers from CAP when they cxceed their annual CAP Credits limit and evaluate their
re-enrollment in the program at the ime of their nermal re-certification.™ (Dahl Direct, at
15). Moreover, the Universal Service Plan provides that the Company proposes to
“implement a stay-out provision for customers who excced their CAP benefit limits.
These customers will remain ineligible until their next OnTrack anniversary date.”

(Exhibit TRD-1, OnTrack section, page 15; sce also, OCA-XII-14).

WHAT DO YOU RECOMMEND?

I recommend that the Company’s proposal to impose a ceiling on CAP credits be made
subject to two conditions. First, any customer that is subject to the CAP credit ceiling
should be given the opportunity to demonstrate that his or her usage is beyond the ability
of the household to control. Second, any customer that is subject to the CAP credit
ceiling should be given first priority tn the delivery of any energy efficiency investments

through the Company’s Low-Income Usage Reduction Program (LIURP).

PLEASE EXPLAIN THE BASIS FOR YOUR CONCERNS WITH THE CAP
CREDIT CEILING AS PROPOSED.

A ceiling on CAP credits should only be imposed as a measure to help control CAP costs.
OnTrack participants, in other words, should not exercise customer choices that result in
unreasonably high usage levels because of the limits that the program places on their
payment responsibilities. When, however, the level ol CAP credits is not within the ability

of a customer to control, the CAP credit ceiling does not affect what energy consumption
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choices an OnTrack participant makes. In these circumstances, rather than helping to

control consumption, a CAP credit ceiling only serves to make energy bills unaffordable.

In light of this overview, there are four reasons why | have concern about the Company’s
proposed stay-out provision for exceeding maximum CAP credits in the absence of the two

conditions [ propose above.

PLEASE EXPLAIN YOUR FIRST CONCERN WITH IMPLEMENTING A
CEILING ON CAP CREDITS WITHOUT ALSO IMPLEMENTING YOUR
PROPOSED CONDITIONS.

First, the maximum CAP credits were adopted in the Revisions to the CAP Policy Statement
issued in April 1999. Electric prices have remamed reasonably stable in Pennsylvania since
that time due to the imposition of price caps as part of the move to a retail choice clectric
industry in Pennsylvania. Pricc caps in Pennsylvania, however, are due to expire soon. At a
minimum, the imposition of maximum CAP credits in an electric utility CAP should be
postponed until after all stakeholders can determine what maximum would be reasonable in
the post-price cap environment. Without such a postponement, imposing the maximum CAP

credit becomes punitive rather than simply being a program cost control measure.

PLEASE EXPLAIN YOUR SECOND CONCERN WITH IMPLEMENTING A

CEILING ON CAP CREDITS WITHOUT ALSO IMPLEMENTING YOUR

PROPOSED CONDITIONS.
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Second, the maximum CAP credit does not apply irrespective of the situation of the
houschold. Instead, the CAP Policy Statement provides that customers should be exempted
from the maximum CAP credit when consumption is beyond the ability of the houschold to
control. (§69.265(3)(vi)). There is compelling evidence that CAP credits are often not within
the ability of the household to control. U.S. Department of Energy (DOE) data documents
that factors influencing high home cnergy usage are largely related to income. Household
energy consumption is, in other words, not a “choice”™ to use energy; nor is the control of
electricity usage merely a “choice” to make different consumption decisions. Households
that live in older and less inefficient homes, that own older and less efficient home heating
systems, and that own older and less efficient home appliances (such as refrigerators) tend to
be the lowest income households. Income and these less efficient encrgy uses are
unquestionably associated (as income goes down, the prevalence of less efficient homes,
heating systems and appliances goes up). Under such circumstances, imposing the
maximum CAP credit becomes punitive rather than simply being a program cost control

measure.

The problem with this lack of control over electricity consumption is exacerbated when the
OnTrack participant is a tenant. The Company reports that had its proposed $1,800
maximum CAP credit been in effect in 2000, it would have removed 2,570 OnTrack heating
customers due to “exceeding the $1,800 limit on CAP credits.” (OCA-X1-20). The
Company stated that 1,567 homeowners and 1,003 renters would have been removed from
CAP duc to exceeding an $1,800 CAP credit ceiling. Similarly, 2,968 OnTrack participants

would have been removed from CAP in 2005 for exceeding the $1,800 CAP credit ceiling,
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had such a ceiling been in effect for 2005, (OCA-X1-20), of which 1,185 would have been
tenants. OnTrack participants who are tenants, even if they had the financial wherewithal to
invest in energy efficiency improvements, would not exercise the authority over their living
conditions to invest in energy reduction strategies. A tenant, in other words, does not
exercise dominion over his or her own rental unit such that he or she could decide to
improve weatherization or upgrade the efficiency of heating systems, refrigerators, or other

major electric-consuming appliances.

PLEASE EXPLAIN YOUR THIRD CONCERN WITH IMPLEMENTING A
CEILING ON CAP CREDITS WITHOUT ALSO IMPLEMENTING YOUR
PROPOSED CONDITIONS.

Third, a CAP credit is as much a function of income as it is of consumption. An OnTrack
participant with income at or below 50% of Poverty Level is, by definition, more likely to
have a CAP credit that exceeds the CAP credit ceiling than a similarly situated OnTrack
participant at a higher income level. The OnTrack participant with income at a lower
Poverty Level will pay a smaller CAP payment toward his or her bill than the higher income
participant, thus leaving a higher CAP credit. The Company could not providc a breakdown
of CAP credits by Federal Poverty Level for 2006. (OCA-XI-18; OCA-XI-19). Nor could
the Company provide a breakdown of the diflerent “payment options” by Federal Poverty
Level. (OCA-XI1-6). In each of the three full years for which data is available (2004, 2005

and 2006), however, the Company noted that by far the highest percentage of customers
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who would have reached the $1,800 limit for CAP credits would have been customers

. ) . . |
paying under the percentage ol income payment option.

PLEASE EXPLAIN YQUR FINAL CONCERN WITH IMPLEMENTING A
CEILING ON CAP CREDITS WITHOUT ALSO IMPLEMENTING YOUR
PROPOSED CONDITIONS.

Finally, PPL’s proposal regarding a ceiling on CAP credits would discourage PPL’s
OnTrack customers from making their monthly customer payment. Under the OnTrack
program, a CAP participant receives his or her CAP credit only upon making the customer
payment toward the monthly bill. One reason the Company can experience an increase in its
CAP credits granted is because of an increasza in the percentage of current CAP customers.
Increasing the percentage of current CAP customers is a good phenomenon, not an

objectionable one. The Commission should not adopt any proposal that might impede

reaching that objective,

WOULD YOUR PROPOSAL REQUIRE IMPLEMENTATION WORK
SUBSEQUENT TO A DECISION IN THIS RATE PROCEEDING?

Yes. [ would recommend that the Company adopt objective standards to apply in making
any decision about whether a household’s energy consumption is beyond the ability of the
customer 1o control. The Company should be able to provide clear notice to the customer of

those circumstances under which the ceiling on CAP credits would not be enforced.

' The company offers four payment options: (1) a minimum payment: {2) a payment based on a percentage of the
bill; (3) a percentage-ol-income option: or (4) an option bascd on the annualized payment actuafly made in the
preceding year. The Company also allows an intake agency 1o select an option not otherwise provided for (“agency
selected” option).
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Circumstances involving unweatherized homes of a particular age, heating systems of a
particular age, and/or refrigerators of a particular age would all be compelling evidence that
electric consumption is beyond the ability of the customer to control. OCA would be

willing to work with the Company to devclop these objective standards.

DO YOUR PROPOSED CONDITIONS RENDER A CEILING ON CAP CREDITS
INEFFECTIVE?

No. Indeed, my proposal is entirely consistent with the PUC’s previous policy that low-
income customers should not be charged for electricity billing that is not within their ability
to control. My proposal simply requires the Company to operationalize the provisions of
Title 52, Section 69.265(vi)(c), of the Commission regulations, which provides for the
exemption of houscholds from maximum CAP credit ceilings in the event that the energy

consumption is beyond the ability of the household to control.

DOES THIS CONCLUDE YOUR TESTIMONY?

Yes.
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Schedule RDC-1

Excluded Budgeted Administrative Expenditures (OnTrack):

2007

Budget [tem Description Expenditures
11000 Wagces $977,615
13000 Employee expenses $7,200
14000 Vehicle and equipment use $3.171
24000 Stores issues 35,407
33000 Services $30,000
34000 Postage, Mail/Package Delivery 31,320
37000 Advertising $1,500
49000 Miscellaneous $3,000
Total $1.029.213

SOURCE: OCA-35 (2007).
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Average Annual OnTrack CAP Credit (2006)

2006 TOTAL fa/
Jan $1,383,800.12
Feb $986.177.84
Mar $1,338,276.65
Apr $745,272.77
May $544,986.70
Jun $610.504.39
Jul $819,109.71
Aug, $1.114,647.98
Scp $757,670.27
Oct : 5047.791.24
Nov $1,003,861.97
Dec 51,287.323.55

Average monthly purticipantsftotal annual CAP credit
LIMHEAP offset

Net CAP eredit (total annual CAP credit - LIHEAYP offsel)

SOURCE:

fod OCA-X1-33.
/b OCA-X!1-11.
fc/ Colummn 2 / Colupn 3.
{df OCA-XI1-10.

_47 .

No. of Participants /b/
13,600
13,821
15,082
15,876
16,678
17,529
18.567
19,545
20,264
20,818
20,957
20,721
17,788

$1.873,809 /d/

Schedute RDC-2

Average CAP credit /¢/
$102
571

£8Y

$44
557
$37
$31
548
$62
$656
($105)

5551




Schedule RDC-3

OnTrack Customers Actually Receiving Arrearage Forgiveness compared to

On Track Customers Eligible to Receive Arrearage Forgiveness (2006)
Eligible to Receive

Forgiveness Received Percentage
Jan 624 395 63%
Feb 590 378 64%
Mar 578 369 64%
Apr 597 389 65%
May 615 407 66%
Jun 629 429 68%
Jul 655 460 70%
Aug 702 ' 503 72%
Sep 721 519 72%
Oct 700 545 78%
Nov 698 554 79%
Dec 654 548 83%
Total 7,763 5,494 1%
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Schedule RDC-4

Adjusting CAP Credit Budget for Implementation of $1,800 CAP Credit Ceiling

Number of estimated OnTrack participants

Percentage of OnTrack participants to be
removed because of excess CAP credits

Number of OnTrack participants to be removed
because of excess CAP credits

Nurmber of rermoved participants with credits
between $1,800 and $2,100

Number of removed participants with credits over,
$2,100

CAP credits removed from budget for participants
with gredits between $1,800 and $2,100

CAPR credits removed from budget for participants
with credits over $2,100

Total CAP credits removed from budget

-44 -

22,500

12.5%

2,812

1,687

1,125

$253,125

$562,500

$815,625




Schedule RDC-5

PPL Universal Service Rider Given Colton Adjustments to OnTrack Expense Recovery

CAP credits reduced for non-timely payment $3,741,000
CAP credits reduced 1o reflect ceiling on credits $815,625
CAP credits reduced to prevent double recovery $68.092
Arrearage forgiveness reduced to reflect non-timely bill payment $1,305,000
Administrative expenses reduced to reflect non-CAP expenses 31,029,213
Total OnTrack budget reduction _ $6,958,930
Original Universal Service budget £27,896,000
Adjusted Universal Service budget $20,937.070
‘T'otal distribution revenue $427,036,566
Universal Service Rider 4.90%
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Schedule RDC-6

Estimate of Working Capital Savings Derived from Arrearage Forgiveness Given PPL Calculation of Arrearage Forgiveness

Arrears Weighted Resurn

: . . . . Rev Days .
Days in Month Arrears Reduction Weighted Returmn Taxes Daily Return Days Avoided evenue Ly Avoided Retumn

Forgiveness (GUFT) Avoided

January 3 $303,518 $416,018 7.5% 40.0% i0.5% 0.02877% 365 151,846,570 $43,682
February 28 $5293,685 $406,185 7.5% 40.0% 10.5% 0.02877% 334 135,665,790 §39.027
March 3 5343,160 $§455,660 7.5% 40.0% 10.5% 0.02877% 306 139,431,960 540,111
Aprit 30 5288,519 $412,019 7.5% 40.0% 10.5% 0.02877% 275 113,305,225 $32,585
May 3 §352.497 $464,997 7.5% ' 40.0% 10.5% 0.02877% 245 113,924,265 §32,773
June io 5405,145 $517,645 7.5% 40.0% 10.5% 0.02877% 214 110,776,030 $31.867
Suly 11 $395.658 $508,158 7.5% 40.0% 10.5% 0.02877% 184 93,501,072 526,868
Augusi 3 $463,904 $576,404 7.5% 40.0% 10.5% 0.02877% 153 88,189,812 $25.370
September jo 5412,828 8525,328 7.5% 40.0% 10.5% 0.02877% 122 64,090,016 $18.437
Octaber 3t $472,172 §584,672 7.5% 40.0% 10.5% 0.02877% 92 53.789,824 $§15.474
November 30 $477.588 $590,088 7.5% 40.0% 10.5% 0.02877% 61 35,995,368 $10.355
December 3t 5280327 $392,827 7.5% 40.0% 10.5% 0.02877% 3 12,177,837 53.503

Touwi 303 $4,500,000 $5,850,000 $320,090
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January
February
March
April

wMay

June

Juby
Augusl
September
October
November
December
Total

Days in Month
31
28
3
30
31
30
3t
31
30
31
30
3
303

Billed
Revenue

5861,975
§823,400
5841,232
$929.670
$1.002,443
$1,068.176
51,134,859
51,208,908
$1,258,901
$1,287,790
$1,308,330
$1,302,676

Percent
Missed Pyt

50.00%
50.00%
50.00%
50.00%
50.00%
50.00%
50.00%
50.00%
50.00%
50.00%
50.00%
50.00%

Working Capital for Unpaid Current Bills without CAP

$s Missed
Payments

$430,988
5411700
5420616
$464,835
§501,222
$534,088
$567.,430
5604,454
8629451
$643,895
$653,165
$651.338

Weighted

Return
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
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Taxes
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%

40.0% -

40.0%
40.0%

Weighted
Return
{GUFT)

10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%

Daaily Return

0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%

Days of Wkg

Cap
365
334
306
275
245
214
184
153
122
92
61
3

Schedule RDC-7
(page 1 of 2)

Revenue
Days of Wkg
Cap

157,310,620
137,507,800
128,708.496
127,829,625
122,799,390
114,294,832
104,407,120
92,481,462
76,793,022
59,238,340
39,843,065
20,191,478

Wkg Cap
Return

$45,254
$39,557
$37.026
$36,773
$35,328
$32.879
$30.035
526,604
$22,091
517.041
$11.462
$5,809
$339.856




January
February
March
April

May

June

July
Aligust
September
Cctober
November
December
Total

Days in Month
H
28
3t
30
N
30
31
3
30
3
30
3l

65

Lor

Billed
Revenue

$861,975
$823,400
$841,232
$929,670
$1,002,443
$1,068.176
$1,134,859
§1,208,908
$1,258,901
$1,287,790
51,306,330
51,302,676

Percent
Missed Pyt

30.00%
30.00%
30.00%
30.00%
30.00%
30.00%
30.00%
30.00%
30.00%
30.00%
30.00%
30.00%

Working Capital for Unpaid Current Bills with CAP

$s Missed
Payments

$258,583
§247.,020
$252,370
$278,901
$300,733
$320,453
£340.458
5362,672
§377.670
§386,337
5301,899
$390,803

Weighted

Return
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
7.5%
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Taxes
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%
40.0%

Weighted

Return
(GUFT)

10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%
10.5%

Daily Return
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%
0.02877%

Days of Wkg

Cap
365
334
306
275
245
214
184
153
122
92
61
31

Schedule RDC-7
(page 2 of 2)

Revenue

Days of Wkag

Cap
94,386,445
82,504,680
77,225,220
76,697,775
73,679,585
68,576,942
§2.644,272
55,488,816
46,075,740
35,543,004
23,905,839
12,114,833

Wikg Cap
Return

§27.152
$23.734
522,215
$22.084
$21,195
$19.728
518,021
$15.963
$13.255
$10,225

56,877

53,485

S203.914




Schedule RDC-8

PPL Universal Service Rider Given Colton Adjustments to OnTrack Expense Recovery

Adjusted Universal Service budget {as per Schedule RDC-5) $20,937,070
Credit and collection offsets $70,300
Bad debt savings associated with arrearage forgiveness 3165820
Working capital savings associated with arrearage forgivencss $320,090
Working capital savings associated with CAP bill payment $135,943
Universal Service budget adjusted for offsets $20,244 917
Total distribution revenue $427.036,566
Universal Service Ridcr‘ 4.74%
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ROGER D. COLTON

BUSINESS ADDRESS: Fisher Sheehan & Colton
Public Finance and General Economics
34 Warwick Road, Belmont, MA 02478
617-484-0597 (voice) ¥** 617-484-0594 (fax)
roger@fsconline.com (e-maif}
http://www.fsconline.com (www address)

EDUCATION:

J.D. (Order of the Coif), University of Florida, 1981
M.A. (Economics), McGregor School, Antioch University (1993)

B.A., lowa State University (1975)

PROFESSIONAL EXPERIENCE:

Fisher, Sheehan and Colton, Public Finance and General Economics: 1985 - present.

As a co-founder of this economics consulting partnership, Colton provides services in a
variety of areas, including: regulatory economics, poverty law and economics, public
benefits, fair housing, community development, energy efficiency, utility law and
economics (energy, telecommunications, water/sewer), govermment budgeting, and
planning and zoning.

Colton has testified in state and federal courts in the United States and Canada, as well as
before regulatory and legislative bodies in more than three dozen states. He 1s particularly

noted for creative program design and implementation within tight budget constraints.

National Consumer Law Center (NCLC): 1986 - 1994

As a staff attorney with NCLC, Colton worked on low-income energy and utility issues. He
pioneered cost-justifications for low-income affordable energy rates, as well as developing
models to quantify the non-energy benefits (e.g., reduced credit and collection costs,
reduced working capital) of low-income energy cfficiency. He designed and implemented
low-income affordable rate and fuel assistance programs across the country. Colton was
charged with developing new practical and theoretical underpinnings for solutions to low-
imcome cnergy problems.



CoLTON VITA (JULY 2007) PAGE 2

Community Action Research Group (CARG): 1981 - 1985

As staff attorney for this non-profit research and consulting organization, Colton worked
primarily on energy and utility issues. He provided legal representation to low-income
persons on public utility issues; provided legal and technical assistance to consumer and
labor organizations; and provided legal and technical assistance to a variety of state and
local governments nationwide on natural gas, electric, and telecommunications issues. He
routinely appeared as an expert witness before regulatory agencies and legislative
committees regarding cnergy and telecommunications issues.

PROFESSIONAL AFFILIATIONS:

Chair:
Member:

Past Member:
Past Member:
Past Member:
Past Meniber:
Past Member:
Past Mentber:
Past Member:

Past Member:

Past Member:

Board of Directors, Belmont Housing Trust

Advisory Board: Fair Housing Center of Greater Boston.

Aggregation Advisory committee, New York State Energy Research and
Development Authority.

Board of Directors, Vermont Energy Investment Corporation.

Board of Directors, National Fuel Funds Network

National Advisory Committee, U.S. Department of Health and Human
Services, Administration for Children and Families, Performance Goals for
Low-Income Home Encrgy Assistance.

Advisory Board: Low-Income Aggregation, New York State Energy
Rescarch and Dcvelopment Authority.

Editorial Advisory Board, International Library, Public Utility Law
Aunthology. i

ASHRAE Guidelines Commitice, GPC-8, Energy Cost Allocation of
Comfort HVAC Systems for Multiple Occupancy Buildings

National Advisory Committee, U.S. Department of Housing and Urban
Development, Calculation of Utility Allowances for Public Housing.
National Advisory Board: Encrgy Financing Alternatives for Subsidized
Housing, New York State Energy Research and Development Authority.

PROFESSIONAL ASSOCIATIONS:

National Association of Housing and Redevelopment Officials (NAHRO)
Association for Enterprise Opportunity

lowa State Bar Association

Association for Institutional Thought

Association for Evolutionary Economics

Society for the Study of Social Problems

International Society for Policy Studies

Association for Social Economics
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110 NIPSCO Proposal to Extend Winter Warmth Program Witness Northern [ndiana Public Service Conpany Low-intome energy program evaluation Indiana 03
MO Pledimont Natural Gas Witness Worth Carolina Attomey General/Dept. of Justice Low-income energy usage North Carolina 03
13170 PSEG merger with Exelan Corp. Witness Division of Ratepayer Advocate ) Low-inconie (ssues New Jersey 05
Re. Philatdelphia Water Department Witiess Public Advocate Water collection factors Philadelphia 03
IO statewide natural pay universal service program Witniess New Hamgpshire Legal Assistance Liiversal service MNew Hampshite 03
UMIO Sub-metering requirements for residential renral Witness Tenants Advocacy Centre of Omario Sub-mictering consumer prateciions Onirio 03
properties
MO Natipnal Fuel Gas Distribution Corp. Witness Office of Consumer Advocate Universal service Penusyivania as
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MG Nova Scotia Power, Enc. Witness Dalhousie Legal Aid Service Universal service Nova Scoetin 4]
1{M{Q Lifeline Telephone Service Witness National Ass‘n(sl\t'::esggi;xmcr Advocates Lifeline rate eligibility FCC 04
Mackay v. Yerizon North Witness Office of Consumer Advocate Lifeline rates—vertical services Pemnsylvania 03
LIM/O Philadelphin Gas Works Witness Office of Consumer Advocate Credit a4 collections Pennsylvania 04
[#3/0 Citizens Gas & Coke/Vectren Witness Citizens Action Coatition of Indiana Universa) service mdiana

IO PPL Electric Corporation Witness Office of Consurmer Advocate Universal service Pennsyivania

HMIO Consumers New Jersey Water Company Witess Division of Ralepayer Advocate Low-income waler rate New JEr;cy

I{M/O Washingten Gas Light Company Witness Office of Peoples Counset Low-income gas rate Maryland 04
M0 Washingion Gas Light Company Wimess Office of Peoples Counsel Low-income gas rate Marviand 03
Galden v, City of Columbus Witness Helen Golden ECOA disparate impacts Chio 02
Huegel v, City of Easton Wimess Plyllis Hueget Credit and collection Pemnsylvania 02
MAO Liniversal Service Fuid Wilniess Public Utility Commnission s1aff Universak service funding New Hanpshire 02
1M Philadelphia Gas Works Winsess Office of Consumer Advocate Universal service Penusyivania 42
MVO Washington Gas Light Company Witiess Office of Peoples Counsel Rate design Maryland n
MO Consumers [llinois Water Company Wimess Hiinois Citizens Lindlity Board Credit and collection [llinois i)
1/M/O Public Service Electric & Gas Rates Wintess Division of Ratepayer Advocate Universal service New Jersey 01
1/M/Q Pennsylvania-American Water Company Witmess Office of Consumer Advocate Low-inconx rates and watcr conservation Penusylvania 01
/37O Louisville Gas & Electric Prepayment Meters Witness Kentucky Comnmwenity Action Association Low-income energy Kentucky 01
M0 NICOR Budger Billing Plan Lnterest Charge Wimess Cook County State's Attarney Rate Design NMinois 4)]
17370 Rules Re. Payment Plans for High Natural Gas Prices Wimess Cook County State’s Attomey Budget Billing Plans filinois 0}
YM/O Philadelphia Water Depariment Witness Office of Public Advocate Credit and collections Philadelphia o1
1170 Missouri Gas Energy Witness Office of Peaples Counsel Low-income rate selief Missouri ol3
1{M/O Bell Atlantic~New Jersey Alternative Regulation Witness Division of Ratepayer Advocate Telecommunications universal service Nuw Jersev 0
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MO T, Phillips Gas and 0il Co. Witness Office of Cansumer Advocale Ratenmaking of universal service costs. Penngylvania o0
(VAT Peoples Narural Gas Comprany Witness Offiee of Consumer Advocate Ratemaking of universal service costs. Penasylvania 00
IVHO UGE Gas i.‘umpany Witness Office of Consunwer Advocate Ratemaking of universal service costs. Permsylvania o0
MO PFG Gas Comipany Witness Office of Consumer Advocate Ratemaking of universal service costs. Pennsylvania 00
Armstrong v. Gallia Metropolitan Housing Authority Witness Equal Justice Foundation Public housing utility allowances Ohio 00
I/M/O Bell Atlantic--New Jersey Alternative Regulation Witness Division of Ratepayer Advocate Telecomnumications universal service New Jersey 00
12150 Universal Service Fund for Gas and Eleciric Utilities Witness Division of Ratepaves Advocate Design and funding of low-income programs New Jersey 0o
/MO Consolidated Edisen Merger with Northeast Utilities Wimess Save Qur Homes Organization Merger inpacts on low-income New Hampshire 00
MO UitiCorp Merger with St Joseph Light & Power Witness Missouri Dept. of Natural Resources Merger impacts os low-incone Missouri 00
13/0 UtiliCorp Merger with Empire District Electric Wimess Missouri Dept. of Natural Resources Merger impacts on low-incame Missour 00
1MVO PacifiCorp Witmess The Opportnity Council Low-income energy affordability Washington 00
X0 Public Service Co. of Colorado Witness Calorado Eneryy Assistance Foundation Natural gas rate design Colorado oo
1/M70 Avista Energy Corp. Witess Spokane Neighborhood Action Program Low-income energy affordability Washingion 00
I/M/Q TW Phillips Enerpy Co. Wimess Office of Consumer Advocate Liniversal service Petmsylvania G0
MO PECO Enerpy Company Wimess Office of Consumer Advocate Universai service Pennsylvania 0
1131/0 National Fuel Gas Distribution Carp. Witness Office of Consuner Advocate Universal service Petnsylvania 00
11M/Q PFG Gas Company Witness Office of Consumer Advocate Universal service Pennsybvania 00
173G UGH Energy Company Witness Gffice of Cansumer Advocaie Universal service Pennsyhvania 00
Re. PSCO/NSP Merper Witness Colomdo Energy Assistance Foundation Merger inpacts on low-income Colorade 56 - 00
/M0 Peoples Gas Company Wimess Office of Consumer Advocate Universal service Peruzsvhania 59
M0 Columbia Gas Company Witness Office of Consumer Advocate Universal service Pennsyivania 99
1£3/0 PG Energy Company Winsess Office of Consumer Advocate Universal service Penusylvanio 99
lf}\llo Equitable Gas Company Witness Office of Consumer Advocate Universal service Pennsylvania 99
Allerruzzo v. Klarchek Witness Barlow Allerruzzo Mobile home fees and sales Minois 929
/A0 Restructuring New Jersey's Natural Gas Industry Withess Division of Ratepayer Advocate Universal service Pennsylvania 99
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MIO Bell Adantic Local Competition Wimess Public Utility Law Project Lifeline telecoimunications rates New Jersey 90
MO Merger Application for S8C and Ameritech Ohio Wimess Edgzermont Neighberhood Association Merger impacts on low-inconx consumers (Hhio 95 -99
Davis v. American General Finnce Witness Thonuas Davis Danuges in "loan flipping” case Ohio 95 -9
Griffin v. Associates Financinl Service Corp. Witness Earlie Griffin [amages in "loan flipping” case Ohio 93 - 99
1/M/0 Baltimore Gas and Electric Restructuring Plan Wimess Maryland Office of Peoples Counsel Consumer protectionbasic generation servive Maryland 93 - 99
1MYO Drelmarva Poveer and Light Restructuring Plan Wimess Marviand Office of Peoples Counsel Consumer protection/basic generation service Marvland 95 - 99
I/M/0 Potomac Electric Fower Co. Restructuring Flan Witess Marvland Office of Peaples Counsel Censumer protectionbasic generation service Maryland 0% - 0%
MO Potomac Edison Restructuring Plan Witness Maryland Office of Peoples Counsel Consumer protection/basic generation service Marviand 98 - 99
YMHOA v. LaPierre Witness Vermont Mobile Home Owners Association Moabile home tying Vermant 98
Re. Restructuring Plan of Virginia Flectric Power Wimess VMH Energy Services, fue, Consumer protection’basic generation service Virginia 98
Mackey v. Spring Lake Mobile Home Estates Witness Timothy Mackey Mobile hore fees Srate etz linais g
Re, Restruciuring Plan of Atantic Clty Electric Wilness New Jersey Division of Ratepaver Advocate Low-incame issues New Jersey 97-938
Re. Restructuring Plan of Jersey Central Power & Light Witmess New Jersey Division of Ratepayer Advocate Low-income issues New Jersey 97-98
Re. Restructuring Plan of Public Service Electric & Gas Witness New Jersey Division of Ratepayer Advocate Low-income issues New Jersey 97.98
Re. Restructuring Plan of Rockland Electric Witness New Jersey Division of Ralepayer Advocate Low-income issues New Jersey 97-98
Appleby v, Metropolitan Dade County Housing Agency Witness Legal Services of Greater Miami HUD wility allawances Fed. court: So. Flonda 7 - 58
Re. Restructuring Plan of PECO Energy Company Wimess Energy Coordinating Agency of Philadelphia Universal service Pennsylvania 97
Re. Atlantic City Electric Merger Witness New Jersey Division of Ratepayer Advocate Low-income issues New Jersey 97
Re. 1ES Industries Merper Witness lowa Comnunity Action Association Low-incone issues lowa 97
Re. New Hampshire Electric Restructnring Wimess NH Commi. Action Ass'n Wires charge New Hanpsltire 97
Re. Natural Gas Competition in Wisconsin Witness Wisconsin Commumity Action Association Universal service Wisconsin 96
Re. Baltimgre Gas and Electric Merger Wimess Maryiand Office of Peoples Counsel Low-income issues Maryland 96
Re. Northern States Power Merger Wimess Energy Cents Coalition Low-inconw issues AMimesota %6
Re. Public Service Co. of Colorado Merger Witness Colorado Energy Assistance Foundation Low-income issues Colorado 26
Re. Massachusetts Restructuring Regularions Wimess Fisher. Sheehan & Celton Low-income issues/energy efficiency Massaclusets 96
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Re. FERC Merger Guidelines Witness Nationat Coalition of Low-income Groups Low-income interests in nesgers Washington D.C. 96
Re. Joseph Keliikuli 111 Witness Joseph Keliikuli 111 Danuages from lack of homestead Honolizlu 96
Re. Theresa Mahaulu Witness Theresa Mahaulu Damages from lack of homestead Honotulu 93
Re. Jaseph Ching, Sr. Witness Re. Josepli Ching. 51 Danuges fram lack of homestead Honoluly 93
Joseph Keaulana, Jr. Witness foseph Keaulana. Jr. Damages from lzck of homestead Honolulu 95
Re. Utility Allowances for Section 8 Housing Witness Nationzl Coalition of Low-Income Groups Fair Market Rent Setting Washington D.C. 93
Re. PGW Customer Service Tariff Revistons Wimess Phitadeiphia Public Advocate Credit and collection Fhiladelphia 95
Re. Customer Respomibility Program Wimess Philadelphia Public Advocate Low-income rates Philadelphia 95
Re. Houston Lighting and Power Co. Witness Gulf Coast Legal Services Low-income Rates Texas 93
Re. Request for Modification of Winter Moratorium Witness Fhiladelphia Public Advocate Credit and collection Phitadelphia 93
Re. Dept of Hawaii Homelands Trust Homestead Production Wimess Native Hawaiian Legal Corporation Prudence of trust managenxent Honoluku 94
Re. SNET Request for Modified Shutoff Procedures Witness Office of Consumer Coursel Credit and collection Connecticut 93
Re. Central Light and Power Co. Wimess United Farm Workers Low-income rates/DSM Texas 93
Blackwell v. Philadelphia Ekectric Co, Witness Gloria Blackwelt Role of shutofT regulations Penn. courts 94
U.S. West Request for Waiver of Rutles Witness Wash. Litil. & Transp. Comnr'n Staff Teleconmunications regulation Washingtan 94
Re. 1.5, West Request for Full Toll Denial Wimess Colerado Office of Consumer Counsel Teleconmmunications regulation Colarada 94
Washington Gas Light Company Witness Copununity Family Life Services Low-incone rates & energy efficiency Washington D.C. 94
Clark v. Peterborough Electric Urility Witriess Peterborough Conmmunily Legal Ceatre Discrimination of tenant deposits Cutario, Canada 94
Dorsey v. Housing Auth, of Baltimore Wilness Baltimore Legal Aide Public housing utility allowances Federal district court o3
Penn Bell Telephane Co. Wimess Penn. Utility Law Project Low-income phone rates Pennsvbania 93
Philadelphin Gas Works Witness Philadelphia Public Advocate Low-income rates Philadelphia 3
Central Maine Power Co, Wimess Maine Assn Ind. Neighborhoods Low-inconw rales Maine 92
New England Telephone Company Witness Mass Anomey General Low-incon phone rates Massachusens 92
Philadelphia Gas Co. Wimess Philadelphiz Pubtic Advocate Low-income DSM Philadelphia g2
Philadelphin Water Dept. Witness Philadelphia Public Advocate Low-income rates Phitadelphia 92
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Public Service Co. of Colorado Witness Land and Water Fund Low-income DSM Colorado 92
Sierra Pacific Power Co. Withess Washoe Leyal Services Low-income DSM Nevada a2
Consumers Power Co. Wimess Michigan Legal Services Low-income rates Michigan G2
Columbia Gas Witness Penn. State Office of Consumer Advocate {OCA) Energy Assurance Program Peimsylvinia 91
Mass. Elec. Co. Witness Mass Elec Co. Percentage of Income Plan Massachusetis a9l
AT&T Witness TURN luter-LATA competition California 91
Generic Investigation into Uncallectibles Wimess Penn OCA Contrelling uncollectibles Pennsylvaniy al
Union Hear Light & Power Witness Kentucky Legal Services (KLS) Energy Assurance Program Kentueky Q0
Philadelphia Water Witness Philadelphia Public Advocate (PPA) Controlling accoustis receivable Philadelphia 90
Philadelphia Gus Works Witness PPA Controlling accounts receivable Philadelpliza 90
Mississippi Power Co. Wimess Southeast Mississippi Legal Services Corp. Formula ratemaking Mississippi 20
Kentueky Power & Light Witness KLS Energy Assurance Program Kentucky 90
Philadelphia Etectric Co, Witness PPA Low-income rate program Phifadelphia %0
Montana Power Co. Wimess Momntana Assm of Hurman Res. Council Directors Low-income mate proposals Monana 90
Columbia Gas Co. Witness Penn. OCA Energy Assurance Program Pennsylvania 50
Philadelphia Gas Works Winess peA Energy Assurance Program Philadelphia 59
Southwestern Bedl Telephune Co, Wimess SEMLSC Formula rtemaking Missizsippi 90
Generic {nvestigation into Low-income Programs Witness Vermont State Department of Public Service Lew-incone rate proposals Vermony 39
Generic Investigation into Dmnd Side Management Measures Consultant Vermont DPS Low-income conservation programs Venmont 89
National Fuel Gas Witness Penn OCA Low-income fuel funds Pennsylania 39
Montana Power Co, Witmess Hunuan Reseurce Develap. Council District X1 Low-income conservation Montana 88
Washington Water Power Co. Witness [daho Legal Service Corp. Rate base, rate design, cost-aflocations ldaho 55
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PLEASE STATE YOUR NAME AND ADDRESS.
My name is Roger Colton. My address is Fisher, Shechan & Colton, Public Finance and

General Economics, 34 Warwick Road, Belmont, MA 02478.

ARE YOU THE SAME ROGER COLTON WHO HAS PREVIOUSLY FILED
DIRECT TESTIMONY ON BEHALF OF THE OFFICE OF CONSUMER
ADVOCATE IN THIS PROCEEDING?

Yes.

WHAT IS THE PURPOSE OF YOUR SURREBUTTAIL TESTIMONY TODAY?
My surrebuttal testimony will respond to the rebuttal testimony of three witnesses: (1)
Company witness Timothy Dahl; (2) PPLICA witness Stephen Baron; and (3) OSBA

witness Robert Knecht,

PART 1. RESPONSE TO PPL WITNESS TIMOTHY DAHL.
PLEASE IDENTIFY THE TESTIMONY OF MR. DAHL TO WHICH YOU
RESPOND IN YOUR DISCUSSION BELOW.,
Mr. Dahl provides rebuttal testimony with respect to the various offsets that I propose in

my Direct Testimony. | will briefly respond to each of his arguments.

IS THERE ANY INITIAL OBSERVATION THAT YOU WISH TO MAKE WITH

RESPECT TO THE COMPANY’S FILING BEFORE ADDRESSING YOUR
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PROPOSED ADJUSTMENTS TO THE COMPANY’S UNIVERSAL SERVICE
COST RECOVERY PROPOSAL?

Yes. | reiterate my concern about whether the Company maintains records in sufficient
detail to support a periodic reconciliation of universal service program costs. Mr. Dahl
asserts that the Company “tracks and retains detailed information regarding its CAP
expenditures on a monthly basis” which would be “more than sufficient to support annual
reconciliation of recovery of CAP expenses.” {Dahl Rebuttal, at 5 — 6). Despite Mr.
Dahl’s broad, conclusory assertion, the actual data provided by Mr. Dahl does not support

his staiement.

Consider the fact that the OCA requested the Company to provide monthly expenditures
on OnTrack credits, OnTrack arrcarage forgiveness, and OnTrack administration for the
months of January 2005 through May 2007. (OCA-XI-9). In its responsc, the Company
confirmed that “PPL Electric does not have any other OnTrack expenditures that are not
included in the above responses [relating to CAP credits, arrcarage forgiveness, and
administration].” (OCA-XI1-9(D); see also, OCA-XI-13(D)). Schedule RDC-SR1
provides the data supplied by the Compény in response to that OCA request for the 24
months of January 2005 through December 2006. Schedule RDC-SR1 further provides

2005 year end totals for both 2005 and 2006.

OCA then asked the Company what the year-end reconciliation would have been --
broken out by CAP credits, arrearage forgiveness credits, and administration-- had iis

proposed Universal Service Rider (USR) been in effect for the years 2004 through 2006.

S
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The Company reported that the reconciliation process would have claimed $10,588,000
for CAP credits in 2005 and $9,802,000 for CAP credits in 2006. The Company reported
further that it would have claimed $3,700,000 in arrcarage forgiveness credits for both

2005 and 2006. (OCA-XI-10).

The numbers do not match up. While PPL reports spending $8,959,996 in CAP credits in
2006, as shown on Schedule RDC-SR1, line 26, the Company reports that it would have
included more than $9.8 million in its 2006 reconciliation for CAP credits (OCA-XI1-10).
While the Company reports that it spent $4,462,296 in arrcarage forgivencss credits in
2000, as shown on Schedule RDC-SR1, line 26, i1 reports that it would have claimed $3.7
million in its 2006 reconciliation for arrcarage forgiveness. (OCA-XI-10). Similarly,
while the Company reports that it spent $10,283.854 in CAP credits in 2005 (Schedule
RDC-SRI, line 25), it reports in OCA-XI-10 that it would have claimed $10.6 million in
its 2005 reconciliation for CAP credits. While it spent $3,341,687 in arrearage
forgiveness in 2005 (Schedule RDC-SR1, line 25), it would have claimed $3.7 million in
its 2005 reconciliation for arrcarage forgiveness (OCA-XI-10). While in some cascs, the
numbers might be “close,” in other cases the figures the Company reports as actual
“ecxpenditures”™ and the figurcs the Company reports it would have used in its
reconciliation are different by a million dollars. The fact that the Company’s report of
actual “expenditures” differs significantly, and routinely, from the figures it reported it
would use in its reconciliation process docs not lend confidence that the Company can

properly engage in cost tracking for purposes of the reconciliation process.
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PLEASE RESPOND TO MR. DAHL’S TESTIMONY REGARDING THE
DISALLOWANCE OF CAP CREDITS THAT ARE NOT PAID DUE TO MISSED
BILL PAYMENTS.

Under the Company’s CAP program, a customer must make a timely bill payment in

order to carn a CAP credit. If the OnTrack participant misses his or her timely bill

payment, there is no “cure” provision. The opportunity to earn the CAP credit for that

month is permanently forfeited.

DOES THIS FORFEITURE OF THE CAP CREDIT HAVE AN IMPACT ON
WHAT TOTAL CAP CREDIT COSTS WILL BE INCURRED BY THE
COMPANY?

Yes. Each month that a customer forfeits his or her CAP credit becausc he or she does
not make a bill payment on time will reduce the annual average CAP credit that will be
paid through OnTrack and thus recoverable from other ratepayers. Assume
hypothetically, for example, that we have one OnTrack participant who is eligible to
receive $50 in CAP credits cach month. If that customer makes 12 monthly bill
payments in a full and timely fashion, the customer receives an average annual CAP
credit of $600 ($50/month x 12 months). If the customer happens to miss three bill
payments, however, the customer reccives an average annual CAP credit of only $450

($50/month x 9 months).

HOW DOES THIS AFFECT SETTING A CAP BUDGET IN THIS

PROCEEDING?
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When it comes time 1o cstablish a CAP budget to be recovered from other ratepayers, it is
necessary 1o take into account not only the months in which CAP credits are paid, but the
months in which CAP credits are forfeited, since those forfeited months will reduce the
average CAP credit per customer and thus the total CAP budget (average CAP credit per

participant x number of participants = total CAP budget to be recovered from ralepayers).

WHAT AVERAGE ANNUAL CAP CREDIT IS USED BY MR. DAHL TO
ESTABLISH A TOTAL CAP BUDGET?

Mr. Dahl states in his rebuttal testimony that the average annual CAP credit in 2006 was
$547 per customer. He states that application of that $547 figure to a participation rate of
22,000 to 24,000 results in an expenditure on CAP credits ranging from approximately
$12.0 million to $13.1 million, supportive of the Company’s proposed budget of $12.9

million for CAP credits.

WHY DO YOU NOT FIND MR. DAHL’S USE OF AN AVERAGE CAP CREDIT
OF $547 PER PARTICIPANT TO BE APPROPRIATE?

The first reason I do not believe Mr. Dahl’s data to be appropriate is that the explanation
he offers in his rebuttal testimony of how the Company’s CAP budget was developed
differs from the explanation he offered in response to OCA discovery on how the
Company developed its CAP budget. In his rebuttal testimony, Mr. Dahl multiplies an
average annual CAP credit ($547) times the number of expected CAP participants (either
22,000 or 24,000) to generate a CAP budget. In contrast, in response to OCA discovery

asking for the derivation of the CAP budget, Mr. Dahl stated that the Company
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“considered the existing number of OnTrack customers at the end of 2006, data from the
2000 U.S. Census, the average monthly net enrollment and the average annual cost
(approximately $850) per OnTrack customer to develop its proposed budget of $19

million.” (OCA-X1-15).]

The Company did not separatcly-develop a budget for CAP credits. The discovery
response (OCA-XI1-15) referred to the total CAP budget of $19 million, rather than the

budget for CAP credits of $12.9 million.

As one can see, the $547 figure used by Mr. Dahl in his rebuttal testimony does not
appear in the discovery response describing how the Company developed its OnTrack
budget. Moreovcer, none of the factors which the discovery response reports the
Company as having used to develop its CAP budget were referred to or used by Mr. Dahi

in his rebuttal testimony.

Q. WHY IS THIS IMPORTANT IF THE $547 AVERAGE CAP CREDIT USED BY
MR. DAHL PRESENTS ACCURATE DATA?

A. It is not clear that the $547 average CAP credit used by Mr. Dahl in his rebuttal testimony
is accurate. Mr. Dahl’s rebuttal testimony is not consistent with other data provided by

the Company in this regard. Consider that the OCA asked for the “average annual CAP

"1t is not possible to examine how the Company used this data. The Company said in its discovery responses that it
“docs not have any work papers showing the derivation of the $19 million associated with participation in
OnTrack,” (OCA-XI1-13). The Company further stated that *'PPL. Elcctric has no detailed work papers regarding the
requested additional funding ol $5.8 million for its Customer Assistance Program (known as OnTrack),” {OCA-XI-
8).
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credit for [the] total number of OnTrack participants” for each year 2004 to present. For
2006, the same year Mr. Dahl reports an average CAP credit of $547 in his rebuttal

testimony, the Company reported a CAP credit of $527 (OCA-XI1-31).

Other data provided by the Company is inconsistent with the $547 figure used by Mr.
Dahl in his rebutial testimony as well. In response to QCA discovery, the Company
provided the actual “expenditures” on CAP credits by month in 2006. These monthly
figures sum to an annual total of $8,959,996. (OCA-XI-9A). When those actual 2006
“cxpenditures” are divided by the average monthly number of actual CAP participants for
2006 (17,788 as reported in OCA-XI-11), the average actual “expenditures” on CAP

credits in 2006 1s $504 ($8,959,996 / 17,788 = $504).

CAN YOU SUMMARIZE WHY YOU BELIEVE THAT THE $547 AVERAGE
CAP CREDIT USED BY MR. DAHL IS AN INAPPROPRIATE BASIS FOR
CALCULATING A TOTAL CAP BUDGET?

Yes. First, the $547 figure is used to develop a CAP budget through a methodology that
differs from the methodology reported by thc Company in its discovery responses as
having been used. Second, the $547 figure differs from other “average CAP credits”
reported by '-Lhe Company for the same time period. Third, the $547 figure does not tic out
to other data provided by the Company that should be usable in calculating an average

CAP credit.
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CAN YOU APPLY THE METHODOLOGY USED BY MR. DAHL IN HIS
REBUTTAL TESTIMONY TO CHECK THE ACCURACY OF THE
ADJUSTMENT YOU RECOMMENDED IN YOUR DIRECT TESTIMONY?
Yes. In my Direct Testimony, I proposed reducing the Company’s claimed CAP

expenditure of $12.9 million by a factor of 0.71. That resulted in a cost recovery of

$9,159,000 (512,900,000 x 0.71 = §9,159,000).

It is possible to test the accuracy of that figure by multiplying an average CAP credit
times the number of CAP participants.
» The Company reports an actual annual expenditure on CAP credits of

$8.959,996 in 2006. (OCA-XI-9A).

A4

The Company reports an average CAP participation rate of 17,788 in 2006.

(OCA-XI-11).

Y

That yields an average CAP credit of $504 ($8,959,996 / 17,788 = $504).
» The Company reports a LIHEAP offset for 2006 of $1,873,809. (OCA-XI-10).
Given the average CAP participation rate of 17,788, that is an average
LIHEAP offset of $105 per participant ($1,873,809 / 17,788 = $105.34).
> The net CAP credit is thus $399 ($504 - $105 = $399).
Using the same methodology employed by Mr. Dahl in his rebuttal testimony, I can then
calculate a range of dollar recovery:
» Assuming 22,000 OnTrack participants, there is a CAP credit expenditure of

$8,778,000 (22,000 participants x $399 per participant = $8,778,000).
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» Assuming 24,000 OnTrack participants, there is a CAP credit expenditure of
$9,576,000 (24,000 participants x $399 per participant = $9,57§,000).
Using the data provided by the Company, and using the same methodology used by Mr.
Dahl, I find a range of dollars that supports my original proposal. The proposal contained
in my Direct Testimony ($9.2 million) falls squarely within the range of $8.8 million to

$9.6 million determined above.

WOULD THIS SAME ANALYSIS APPLY TO YOUR CALCULATION OF
ARREARAGE FORGIVENESS COSTS?

Yes. Mr. Dahl has provided no data that would indicate that the Company uses a
different mcthodology for its arrearage forgiveness expenditures. Indeed, when requested
to provide work papers supporting its CAP budget, including arrearage forgiveness, the
Company responded that it had “no detailed work papers” (or that it had no work papers

at all) to provide in support of its proposed budget. (OCA-X1-8; OCA-XI-15).

GIVEN THAT THESE FIGURES ARE SUBJECT TO RECONCILIATION ON
AN ANNUAL BASIS, WHY DOES THIS DISCUSSION MAKE A DIFFERENCE?
The efficacy of annual reconciliation depends on the fundamental assumption that the
data to be used in the reconciliation is known with certainty and the methodology to be
used in recongiliation is transparent. Only if these two assumptions are met can the
Company, the OCA and other stakcholders determine whether the reconciliation of
“actual™ expenditures against budgeted expenditures is accurately accurring. Based on

my discussion above, as well as the observations in my Direct Testimony, I have ongoing
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concemns about whether these two assumptions can be met. There is data which appears
to differ even though it is reported to be from the same time period. There are

inconststent methodologies advanced for determining budgets.

Should the discussion above be postponed until the time of reconciliation, I would
recommend that the Company be required to regularly report CAP expenditure data to the
Commission before the time of reconciliation occurs. It would not be appropriate to
discover at the time of reconciliation that there is a data and methodology problem that
could not appropriately be resolved in the‘limc frame devoted to the reconciliation
process. Should the discussion above be postponed until the time of reconciliation, [
recommend that the Company provide quarterly reports (of monthly data) with the
following data:

%> The number of CAP participants receiving a CAP credit on therr bill each

month;

The number of CAP participants with a CAP credit reversed on their bill each

month for bill nonpayment or any other reason;’

A1

The number of CAP participants with an arrearage forgivencss credit on their

bill each month;

v

The number of CAP participants with an arrcarage forgiveness credit reversed
on their bill each month for nonpayment or any other reason;
» The dollars of CAP credit billed each month;

¥ The dollars of CAP credits reversed on bills each month;

* The Company provides cach CAP participant with a CAP credit cach month. 1 the CAP pasticipant fails to make
a full and timely basis, that CAP credit is reversed on the gext month’s bill,
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> The dollars of arrearage forgiveness credit billed each month; and

> The dollars of arrearage forgiveness credits reversed each month.
The data should be provided in electronic format. The account-specific data that
underlies each monthly aggregated figure should be retained in accessible form so that

the Company’s reported data can be replicated and verified if requested.

WOULD THIS DATA COLLECTION AND REPORTING RESOLVE YOUR
CONCERNS?

No. Despite this data reporting I recommend above, [ do not recommend that the
reconciliation process be relied upon to correct any budgeting errors in this base rate
casc. It is important for the CAP budget to be set as accurately as possible in this base
rate case. Even if over- or under-projections could be completely “worked out™ in the
reconciliation process, having large swings in over- and under-collections is not the ideal
way to operatc a CAP. While CAP participants may be exempt from paying the universal
service surcharge, not all confirmed low-income customers are exempt. While PPL has
roughly 22,000 CAP participants, it has 100,000 or more confirmed low-income
customers. (OCA-XI-11). The interest paid on over-collections does not adequately
compensate these confirmed low-income customers for the use of their money between
the time the projected cost is paid in rates and the time any over-collection is reconciled.
In addition, given the frequent mobility of low-income customers, even if all under- or
over-collections were exactly captured in the reconciliation process, it is likely that
different customers will be paying the under-collection (or receiving the paymen{ back of

over-collections). Accepting wide swings in over- and under-collections institutionalizes
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a mismalch between tosc customers actually paying the universal service cOosis and those

customers that should be paying those costs.

PLEASE RESPOND TO MR. DAHL’S TESTIMONY ON USING A CREDIT AND
COILLECTION OFFSET TO THE CAP BUDGET.

Mr. Dahl provides a generalized critigue of using any credit and collection offsets as a
source of funding for the Company’s OnTrack program. Despite the long-standing
nature of the PPL OnTrack program, Mr. Dahl asserts that the Company has no
methodology to calculate an offset for credit and collection costs. Mr. Dahl criticizes me
for not providing the names of the utilities upon which I relied, but that information was
provided through discovery propounded to OCA. Mr. Dah! also asserts that “savings
realized at one utility may not be transferable to another utility.” But the Company’s own

CAP program cvaluation contained this statement: “About $30 of the OnTrack

administrative cost to ratepayers per enrolled customer fs offset by savings in collection
expenses.” {(“Evaluation of PPL Electric’s Universal Service Programs,” Section 7.3.1,
page 128, October 2002) (emphasis added). The Company’s own evaluation stated that
PPL Electric had an administrative cost of $177, which is “adjusted by subtracting the

avoided collection cost of about $30 per OnTrack participant.” (page 128) (emphasis

added). As can be seen, Mr. Dahl’s critique of my proposed credit and collections offset
is unfounded. His critique is not supporied by his own Company’s universal service

cvaluation.
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PLEASE RESPOND TO MR. DAHL’S TESTIMONY REGARDING
ADMINISTRATIVE COSTS.

Mr. Dahl agrees that administrative costs should be collecteci through base rates. He
proposes, however, to collect $35,820 in administrative costs paid to outside contractors
through the Rate Rider. I agree that including such variable administrative costs paid to

outside contractors is an appropriate administrative expense to be included in the Rate

Rider.

PLEASE RESPOND TO MR. DAHL’S TESTIMONY REGARDING THE
DOUBLE COLLECTION OF BAD DEBT EXPENSES.

Mr, Dahl does not agree that the Company’s collection of 100% of its CAP credits and
arrearage forgiveness for incremental OnTrack participants would result in a double
recovery of CAP customer costs. He asserts that the Company does not experience a
double recovery because it tracks its residential uncollectibles and its OnTrack expenses
separately. Mr. Dahl errs when his analysis is applied to incremental OnTrack
participants. Even if the residential uncollectibles and OnTrack expenses are separately
tracked for existing OnTrack participants, the costs associated with incremental future
participants, as | address in my testimony, will nof have been segregated at the time of
this rate case. The adjustment | propose is necessary to prevent the double-recovery of

bad debts.

Mr. Dahl’s claim that the Company would not double-recover its bad debt, both

associated with CAP credits and associated with arrearage forgivencss, is inconsistent
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with the Company’s own program cvaluation as well. The Company’s own evaluation
states that “while the OnTrack budget shows a cost of roughly $1,000 per enrolled
customer, much of this is subsidy credits reducing debts that would eventually be wntten
off.” (PPL Evaluation, at 2). The Company’s evaluation states that:
Principal Evaluator David Cross conducted a very detailed analysis of PPL’s high debt
low income customers in 1998, as part of an evaluation of the OnTrack program in its
pilot phase. He concluded that 15% - 20% of low-income overdue debt is eventually
paid off by the customers themselves, and that 80% will eventually be written off (1f it
is not forgiven by OnTrack).
(PPL Evaluation, at page 14, fn. 2). The PPL Evaluation stated: “It should be noted that

the OnTrack budget, while it is critical to program managers and accountants, does not

fuirly represent the net cost of the program to ratepavers. We estimate that 80% of

forgiveness credits and 60% to 70% of shortfall credits are dollars that would eventually
be written off if OnTrack did not allow PPL to expense them now." (PPL Evaluation, at
128) (emphasis added). With respect to the incremental participants in OnTrack, as first
recognized in the Company’s own program evaluation, as 1 discussed in my Direct
Testimony, there will be a double recovery of bad debt costs in the absence of the
adjustment that | propose. Mr. Dahl’s argument that there is no double recovery is not
supported by the Company’s own program evaluation. This assessment provided in the
Company’s own program cvaluation remains cqually true today. A;s the Company, itself,
observes, “all new enrollees in OnTrack have account characteristics (e.g., overdue
balances, collection notices, and defaulted payment plans) that put their accounts at risk

of being uncollectible” in the absence of the program. (OCA-XI-29). -



