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I. INTRODUCTION

Before the Commission for consideration and digposition isthe
Recommended Decision of Administrative Law Judge (ALJ) John H. Corbett, Jr., which
was issued on M arch 25, 1998, relative to the above-captioned proceeding. Also before
us for disposition are the Exceptions, identified below, to the Recommended Decision.
Reply Exceptions were filed by the Parties as noted infra.

A. History of the Proceedings

On August 1, 1997, Duquesne Light Company (Duguesne or Company)
filed with the Pennsylvania Public Utility Commission (Commission) arestructuring plan
to implement direct access to a competitive market for the generation of electricity
pursuant to Section 2806(d) of the Electricity Generation, Customer Choice and
Competition Act (Act). 66 Pa C.S. 882801, et seq. With the appearance of the
Commission’s Office of Trial Staff (OTS), the following Parties petitioned to intervene in
this proceeding: the Office of Consumer Advocate (OCA); the Office of Small Business
Advocate (OSBA); Allegheny County; the City of Pittsburgh (City); the School District
of Pittsburgh; Jim Ferlo, pro se; David Hughes, pro se; Allegheny Electric Cooperative,
Inc.; System Council U-10 of the International Brotherhood of Electrical Workers
(IBEW); PECO Energy Company (PECO); Pennsylvania Power Company; Armco, I nc.;
NorAm Energy Management, Inc.; Duke Energy Trading & Marketing, LLC; the
Pennsylvania Retailers' Association (PRA); Electric Clearinghouse, Inc.; Enron Power
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Marketing, Inc. (Enron); QST Energy, Inc.; The Environmentalists (Env.);* Low Income
Advocate Parties (LIAP); MidCon Gas Services Corporation; mc2, Inc.; Allegheny
Teledyne, Inc.; The Peoples Natural Gas Company; Hospital Shared Services and
Administrative Resources, Inc. (HSS/ARI);? CNG Energy Services Corporation; New
Energy Ventures East, LLC (NEV); Duquesne Industrial Intervenors (Dl11);* Metropolitan
Edison Company and Pennsylvania Electric Company, individually and collectively
trading as GPU Energy (GPU); Mid-Atlantic Power Supply Association (MAPSA); the
Skipping Stone;* Pennsylvania Power & Light Company; Wheeled Electric Power
Company; Dollar Energy Fund; The Eastern Group; the Pittsburgh Chapter of the

NAA CP; and the IBEW, Local 2357. No objection was raised to any of these requests to
intervene. Motions for admission, pro hac vice, of counsel for various parties were
granted without objection as well.

The OCA (at Docket No. R-00974104C0001), City (at Docket
No. R-00974104C0002), the Community Action Association of Pennsylvania (CAAP)®
(at Docket No. R-00974104C0003), DIl (at Docket No. R-00974104C0004), LIAP,
Environmentalists, and the Pittsburgh Chapter of the NAACP filed Complaints against

! The Environmentalists' coalition consists of the following organizations:
Citizen Power, Inc.; Citizens Organization on Utility Policies; Clean Water Action; The
Group Against Smog and Pollution; The Pennsylvania Public Interest Research Group;
and The Sierra Club.

2 HSS/ARI, together, represent the following entities: Allegheny General
Hospital, Children’s Home of Pittsburgh, Forbes Metropolitan Hospital, Forbes Nursing
Center, Forbes Regional Hospital, Gatew ay Rehabilitation Center, Healthsouth
Harmarville, LGA R Health & Rehabilitation Center, Ohio V alley General Hospital,
Presby Senior Care/Allegheny, Riverview Center for Jewish Seniors, St. Clair Hospital,
Vincentian Home, South HillsHealth System, and the University of Pittsburgh Medical
Center. HSS/ARI M.B. at 1-2, fn. 1.

3 DIl is an ad hoc association of Duquesne’s large industrial and institutional
customers including: BOC Gases; General Motors Corporation; J& L Specialty Steel
Company, Inc.; LTV Steel Company, Inc.; Nabisco, Inc.; Nova Chemicds, Inc.; and U.S.
Steel Group, a unitof USX Corporation.

4 The Skipping Stone describes itself as an energy consulting firm
specializing in the deregulation of the electric industry. It represents a number of power
marketers and aggregators who plan to do business in Pennsylvania.

5 CAAP isastatewide association of local community action agenciesin
Pennsylvania whose primary misson is to serve the needs and represent the interests of
low income citizens.
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the restructuring plan. Answers thereto were waived by the presiding ALJ with the
consent of the Parties.

A Prehearing Conference was held on September 4, 1997.° Duguesne, the
OTS and the OCA submitted Prehearing Memoranda. When agreement could not be
reached at the Prehearing Conference, the Partiesheld an informal telephonic conference
on September 10, 1997, to discuss a litigation schedule.” On thislatter date, the ALJ
issued a Prehearing Order which, among other things, established a litigation schedul e for
this proceeding. All Parties agreed they would not object to the Commission issuing its
final Opinion and Order on this Application by May 29, 1998, which was more than nine
months after the Application was filed, as directed in the Act.® Altogether, atotal of ten
Prehearing and Interim Orders were issued in this case concerning various matters. In
addition, a Protective Order for proprietary material applying to all Partiesin this
proceeding was issued on October 1, 1997. Further Prehearing Conferences scheduled
for October 21, 1997 and December 9, 1997, were canceled.

In addition to Duquesne, the following Parties filed Statements of Prepared
Testimony, together with numerous supporting exhibits the OTS, the OCA, the OSBA,
City, DII, Enron, Environmentalists, HSS/ARI, IBEW, MAPSA, NEV, PRA, CAAP,° and

6 This conference was held jointly with the restructuring application of West
Penn Power Company (West Penn) at Docket No. R-00973981 with ALJ L arry Gesoff
co-presiding.

7 These conferences were held jointly with the West Penn restructuring
proceeding at Docket No. R-00973981, because Duquesne and W est Penn filed their
regructuring planson the same date and, as aresult, both proceedingswere on the same
statutory timetable. Also, the parent companies of Duguesne and West Penn filed a
merger application at Docket No. A-110150F0015. The two restructuring proceedings
are not consolidated nor is either restructuring proceeding consolidated with the merger

application.

8 66 Pa. C.S. 82806(f). Without the waiver, the run date for a Commission
Opinion and Order on this Application expired April 30, 1998.

o The CAAP, acorporation, was not represented by counsel. Corporations

must be represented by an atorney-at-law in adversary proceedings before the
Commission. See, 52 Pa. Code §1.22. However, all active Parties stipulated to the
introduction of CAAP’ s and other intervening Parties’ prepared written testimony
because no Party wi shed to cross-examine the witnesses sponsoring the testimony.
Therefore, the presiding ALJ admitted their statements into the record.
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David Hughes. Evidentiary hearings to cross-examine witnesses supporting prefiled
prepared written testimony for Duquesne were held in the Commission’s officesin
Pittsburgh on December 15-18, 1997. These hearings generated an additional 1,075
pages of notes of testimony. Further evidentiary hearings scheduled for

January 5-9, 1998, to cross-examine witnesses supporting prefiled prepared written
testimony for the aforementioned intervenors were canceled when Duquesne, together
with all of the active intervenors, agreed to allow thistestimony to be moved into the
record without objection while waiving cross-examination. All active Parties filed first
and second Stipulations evidencing their agreement with this procedure.

The record in thisproceeding closed on January 23, 1998. The following
Parties filed both Main and Reply Briefs: Duquesne, the OT S, the OCA, the OSBA, DllI,
HSS/ARI, PRA, IBEW, Enron, and MAPSA . The following Parties filed Main Briefs
only: City, Environmentalistsand LIAP (jointly), CAAP, Mr. Hughes, NEV, GPU, and
PECO.

The Recommended Decision of ALJ Corbett was issued on
March 25, 1998. The following Parties filed Exceptions to the Recommended Decision:
on April 10, 1998, CAAP, and IBEW; on April 13, 1998, HHS/ARI, Duqguesne, and
David Hughes; on April 14,1998, PECO, Enron, Env., MAPSA, DII, the OSBA, PRA,
the OCA, and the OTS. The City filed a Letter on A pril 14, 1998, advising that it would
not be filing Exceptions. Reply Exceptions were filed on April 20, 1998, by IBEW; on
April 22, 1998, by the OTS; on April 23, 1998, by Duquesne and HSS/ARI; on April 24,
1998, by the OCA, MAPSA, PRA, the OSBA, DII, and Enron.

B. Overview of the Act

On December 3, 1996, Governor Thomas J. Ridge signed into law the
Electricity Generation Customer Choice and Competition Act, P.L. 802, No. 138,
effectiveJanuary 1, 1997, 66 Pa. C.S. 88 2801-2812 (the “Act”). The A ct fundamentally
restructures the provision of retail electric service in Pennsylvania by mandating the
direct access to a competitive electric generation market by retail customers. 66 Pa. C.S. 8
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2802(12). Direct access to the competitive electric generation market is accomplished by
the retail customer’s choice of electric generation supplier (EGS). Thus, direct accessto
competitive electric generation will begin with phased implementation, beginning in
January 1, 1999, following a period of Pilot Programs. 66 Pa. C.S. § 2806(b).

The Act further requires all jurisdictional electric utilities (EDCs) to file
restructuring plans for review and approval by the Commission. 66 Pa. C.S. 8 2806(d).
The Act requires the restructuring plan address the following matters: (1) establishment of
reasonabl e terms and conditions for open access retail competition; (2) the calculation and
recovery of reasonable stranded costs through a proposed competitive transtion charge
(CTC); (3) the establishment of unbundled rates for the generation, transmission and
distribution of electricity; and (4) the provision of continued customer protections,
particularly the continuaion of safe and reliable service and programs for the assistance
of low-income customers.

On January 24, 1997, at Docket No. M-00960890, FO005, this Commission
established a schedule for filing of the restructuring plans. On April 1, 1997, Duquesne
filed an Application for A pproval of its Restructuring Plan at the above-captioned docket.
Notice of the proposed Restructuring Plan was provided to D uguesne’ s customers
through billing insertsand in newspapers of generd circulation in Duquesne’s service
territory.

C. Public Input Testimony

Pursuant to public notice, three hearings were held at two locationsin
southwestern Pennsylvania to receive public comment upon the proposed restructuring
plan. Public Input Hearings were held asfollows: on November 12, 1997, in Beaver
Falls, Pa.,; and on November 13, 1998, two hearingsin Pittsburgh, Pa. These hearings
were also held to receive public comment upon the proposed merger of Duquesne Light
Company and West Penn Power Company in the Joint Application of DQE, Inc.,
Allegheny Power System, Inc., et al., at Docket No. A-110150F0015. The majority of the
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people appearing at these hearings testified about their concerns relating to the proposed
merger plan.

D. Summary of Key Determinations in the Proceeding

Duquesne has a current bundled system average rate of 8.93 cents’/kwh, a
rate that is more than 10% lower than the Pennsylvania electric utility with the next
lowest rate. Duquesne’s rates are about 21% above the national average. Pennsylvania's
statewide average electric rate is about 15% higher than the national average. Duquesne’'s
customers will still be able to achieve savings by shopping and will be protected against
rate increases pursuant to the rate caps in the Act whether they shop or not.

For Shopping Customer:

a. Existing Bundled Rate 8.93

b. Unbundled T&D 2.35

c. Unbundled G 6.58

d. CTC 2.58

e. “Shopping Credit” 4.00
(e=a-b-d)

The CT C was developed to permit D uquesne to recover 1.332 billion in
stranded and transition costs until January 1, 2005. The amount includes $951 million for
utility generation, $339 million in regulatory assets, that includes $10 million for
consumer education. Duquesne is permitted to recover 100% of its documented
jurisdictional stranded costs.

The following Table summarizes the unbundling of exiging rates the
Competitive Transition Charge (“CTC”) and the Shopping Credit that will be available on
a system-wide average basisin 1999 as a result of today’s decision. Each customer class
will experience somewhat different results that will be finalized upon acceptance of
Duquesne’ s filing in compliance with today’ s decision. In the following Table,
“Unbundled T& D" isthe rate for transmission and distribution services that customers
now pay and will continue to pay. “Unbundled G” isthe rae that all customers now pay
Duquesne for generation and only non-shopping customers will continueto pay
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Duquesne for generation. The CTC is atransition period charge that all shopping
customers will pay D uguesne to compensate for stranded costs. The Shopping Credit is
the amount leftover to a shopping customer to purchase generation from a competitive
Electric Generation Supplier (*EGS”").

For Customer Not Shopping: System Average

a. Existing Bundled Rate 8.93

b. Unbundled T&D 2.35

c. Unbundled G 6.58

d. Total PricePaid to Duquesne 8.93
(d=a=b+c)

20



II. PHASE-IN OF CUSTOMER CHOICE

A. Method of Customer Selection

1. Positions of the Parties

Section 2806(b) of the Act, 66 Pa. C.S. 82806(b) provides that:

Recognizing that approximately 5% of the peak load will have retail
access through pilot programs, the following schedul e for phased
implementation of retail access shall be adhered to unless a
determination is made by the commission under subsection (c):

(1) Asof January 1, 1999, a maximum of 33% of
the peak load of each cusomer class shall have the
opportunity for direct access.

(2) Asof January 1, 2000, a maximum of 66% of
the peak load of each cusomer class shall have the
opportunity for direct access.

(3) Asof January 1, 2001, all customers of electric
distribution companies in this Commonwealth shall have the
opportunity for direct access.

(4)  The Commission shall establish regulations
specifying that, within each customer class, the customers
that are eligible for direct access prior to full direct access
shall be determined on afirst-come-first-served basis
unless otherwise determined by the commission ... to
prevent competitive disadvantages among similarly
situated customers within a customer class.

Duquesne proposes to phase-in direct retail access in three equal
increments of one-third of the peak load of each customer class annually starting January
1, 1999, so that all customers will be eligible for direct retail access by January 1, 2001.
Residential and small commercial customers will be selected for phase-in to cusomer
choice by zip code-based geographic areas of choice (GACs) based on interest in its pilot
program. Within those areas, customers will have first-come, first-served rights when
their area is phased-in. Other commercial and all indudgrial cusomers will be selected
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based on SIC code-based “market segments,” with the order based on the percentage
response of customers within the segments to the Company’s pilot solicitation. (R.D.,

p. 9).

Duquesne argued that its plan for residential and small commercial
customers promotes an orderly, rather than a random, trangtion to cusomer choice for
small customers, while also using thefirst-come, first-served method. Asto its plan for
industrial and larger commercial customers, D uguesne claims two key benefits. First, it
uses the results of the first-come, first-served pilot enroliment, so the market segments
that demonstrated the most interest in choice will have the first opportunity for it during
the transition period. Second, it eliminates potential disadvantageswithin market
segments that an open enrollment will create, with certain competitors having choice and
others not (because of oversubscription). (R.D., pp. 9-10).

The OCA urged the rejection of Duquesne’s proposal for selection of
residential customers; instead, the OCA recommended adoption of afirst-come, first-
served approach. The OCA found no compelling reason to phase-in customer choice for
residential customers by geographic area. First, the OCA argued that suppliers will
typically market throughout an entire service territory, as opposed to the smaller zip code-
based areas that Duquesne proposed. Second, the OCA claimed Duquesne has not shown
that its proposal isfairer to lower socio-economic classes, as the Company asserted.
Adoption of afirst-come, first-served approach, where motivated residentials can choose
to participate in the competitive market, will, according to the OCA, create the robust
market that the General Assembly intended. (R.D., pp. 11-12).

The OSBA conditionally accepted Duquesne’ s phase-in proposal because
the Company indicated that it will favorably treat a complainant within the dispute
resolution process if a customer shows: “a) their business has been misclassified or b)
other businesses with the same product or service have received a competitive
advantage.” (R.D., p. 13).
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However, the OSBA claimed afirst-come, first-served approach will likely
result in an under-representation of small busness customers in the first two steps of the
phase-in. Duquesne’s small business customers receive service via Rate GS/GM, which is
available to all non-residential customers whaose hilling demands do not exceed 300 kW.
The OSBA argued that the high end, large account customer within the GS/GM class will
be over-represented in the first two steps of the phase-in under the first-come, first-served
system, while the small account customers will be under-represented. (R.D., pp. 14-15).

The OSBA recommended, if the Commission adopts a first-come, first
served procedure, that the Rate GS/GM class group be segmented into “ Small Rate
GS/GM” and “Lage Rate GS/GM,” with segment limitation for the Small Rate GS/GM
at a40-kilowatt load. The OSBA recommended that the Company designate
progressively one-third of the peak load of the Small Rate GS/GM segment over the
phase-in period and the same for the Large Rate GS/GM segment, with the total of the
segmented load levels eligible for a given year equal to that allowed for Rate GS/GM as a
whole. (R.D., p. 15).

DIl found Duquesne’s customer selection proposal inappropriate under the
Act. DIl noted that the Act directsthat the percentage of participation be determined
based on “the peak load of each customer class.” (66 Pa. C.S. §2802(b)(1) and (2)). DIl
argued that Duquesne’ s proposal merges the commercial and industrial customer classes,
and does not treat each customer class separately as required by the Act. DIl claimed that
the Act’ s clear language mandates consideration of each class separately. Additionally,
the Company admitted that phasng an entire ssgment, as a group, may cause it to exceed
the maximum participation levelsinthe Act (N.T. 1027, R.D., p.16).

The PRA urged rejection of Duquesne’ sproposal and, instead,
recommended adoption of the phase-in methodology that the DIl favors. (R.D., p. 20).
The PRA noted that Duquesne rejected this approach. The PRA claimed that Duguesne’s
proposal lacks specificity as to the standard industrial codes (SIC) that will be utilized,
and some market segments may compete with each other. Consequently, the PRA argued

23



that competitive disadvantages will be administratively created under Duquesne’s
proposal. (R.D., pp. 20-21).

The Environmentalists preferred a first-come, first-served approach, which
allows customers to volunteer to shop. The Environmentaligs suggested that if too many
residential and small commercial customers sign up for one phase alottery be held to
determine who is able to join. The Environmentalists argued that for large commercial
and industrid customers, if the number of customers sgning up exceeds the dlowance,
then each volunteering customer should be allowed to participate with a pro-rata share of
itsload. The Environmentalists noted that the Commission adopted this approach in
PECO Enerqgy, which they support. They further noted the Commission adopted the

principle of customer self-selection in the Retail Access Pilots proceeding’ and
recommend it as sound policy for this proceeding aswell. (R.D., pp. 23-24).

Enron submitted that Duquesne’s process will result in far less than 33% of
its customers (or 66% if the first two phase-in steps are conducted more or less
simultaneously, as discussed below) having access to customer choice. Enron contended
that the GAC and SIC method Duqguesne advances will indiscriminatdy prevent
customers who desire to participate in the competitive market place from attempting to
take advantage of competition. Enron argued that small commercial customers will also
be disadvantaged from one neighborhood to another. (R.D., p. 24). Enron argued that the
Commission rejected the* GAC/SIC process” as Duquesne proposed in the Pilot
proceeding' and urged the adoption of the procedure established by the Commission in
PECO Enerqgy as the most reasonable method of customer selection. (R.D., p. 25).

10 Petition for Approval Of Retail AccessPilot Programs, Docket Nos.
P-00971168, et al., (Opinion and Order on Pilot Program Implementation entered
August 21, 1997).

1 Re: Petition for Approval of Retail Access Pilot Program Pursuant to 66 Pa.
C.S. 82806(q) (Duqguesne Pilot Order) P-00971175 (Opinion and Order entered Aug. 29,
1997) at 25-28.
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Likewise, MAPSA urged rejection of Duquesne’s proposal as the
Commission did with a substantially similar approach in the Opinion and Order entered in
Duquesne’s pilot program. MAPSA claimed that Duquesne’s artificial imposition of
constraints upon the process will restrict the amount of load purchased from alternative
suppliers and unnecessarily complicate the enrollment process. MAPSA contended that
Duquesne’s arguments regarding building on experience gained from the Pilot Program
areirrelevant. During the Pilot Program, MAPSA noted that Duquesne did not employ
the process it proposed to employ following restructuring. Therefore, MAPSA contended
that no party has experience with the methodology D uquesne proposed. (R.D.,
pp. 26-27).

2. ALJ’s Recommendation

The AL Jrecommended that we reject D uquesne’ s proposed method to
select customers for phase-in to direct retail access because the Commission has already
determined a pure first-come, first-served selection process is the fairest and most orderly
process for customer selection. PECO Energy, Slip Op. at 47-49. In accordance with this

determination, the ALJrecommended that beginning July 1, 1998, Duquesne should
conduct an open enrollment period for residential customers on a “first-come, first-
served” basis. The ALJ asserted that if less than 33% of the residential customer load
enrolls as of September 30, 1998, the ALJrecommended that Duquesne should notify all
customers who have volunteered as of that date that they can participate in the phase-in
beginning January 1,1999. Id. at 48. If more than 33% of the customer load enrolls as of
September 30, 1998, Duquesne should have an independent party conduct a lottery to
determine which customers may participate in the phase-in beginning January 2, 1999.
Id.; See, also, PECO Energy Restructuring Order, Slip Op. at 22.

With respect to large industrial customers, the ALJ also found that no
apparent reason exists for departure from a uniform statewide approach on thisissue. The
ALJ noted that in the PECO Energy Order, Slip Op. at 22, the Commission departed from
the pure “first-come, first-served” sdection process for large industrial customers. The

ALJ observed instead tha, subscription for large industrial customers for each stage of
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phase-in will occur on a first-come, first-served basis, unless a classload is
oversubscribed. The ALJ concluded that in such event, each customer nominating a
portion of load in the oversubscribed class will experience a pro-ratareduction in their
nominated load, so the total load available for direct access in that class meets the Act’'s
33% requirements for that phase. (66 Pa. C.S. §2806(Db)).

For small businesscustomers, the ALJ recommended adoption of the
proposal of the OSBA for customersreceiving service from Duquesne viaRate GSGM,
which is available to all non-residential customers whose billing demands do not exceed
300 kW. Thus, the ALJ recommended that Duquesne segment the Rate GS/GM class
group into “Small Rate GS/GM” and “Large Rate GS/GM.” The OSBA suggested a
segment limitation for the Small Rate GS/GM at a 40-kilowatt load; however, the OSBA
noted that the Company may determine a more appropriate breakpoint after a detailed
billing frequency analysis of all Rate GS/GM accounts. The OSBA noted that thereafter,
customers within each dass may designate their loads in the same manner described
above for large industrial customers until one-third of the peak load of each class for that
phase-in period isreached. (R.D. pp. 28-30).

For all other customers, the ALJ recommended that the pure “first-come,
firg-served” gpproach described abovefor residential customers should apply. The ALJ
further recommended that the Commission consider the Environmentalists' “Better
Choice Plan” when it promulgates its regulations required by Sections 2807(e)(2) and (3)
of the Act, consistent with the Commission’s action in PECO Energy, Slip Op. at 135.
(R.D., p. 30).

3. Parties’ Exceptions

Two parties except to the ALJ s recommendations concerning the method
of customer selection. The Environmentalists argue, in their Exceptions, that the ALJ
erred in rejecting the “Better Choice Plan.” The Environmentalists submit that under the
“Better Choice Plan,” a more diverse market is created because dternative suppliers can
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volunteer to become part of the default supplier which serves customers who fail to
choose. (Environmentalists Exc., p. 2).

The PRA argues, in its Exceptions, that 100% of large commercial
customers should be permitted minimally to nominate 33% of their load in each year of
the three year phase-in period, assuming no accel eration of the phase-in period. The PRA
contends that all commercial customers should be permitted to shop for part of their load
on January 1, 1999. (PRA Exc., pp. 8-10).

It its Reply Exceptions, the OCA argues that the “Better Choice Plan”
should be considered at a later date. (OCA R. EXc., p. 24).

4. Resolution

We shall adopt the position of the ALJ, which supports (1) sysem-wide,
“first-come, first-served,” selection for residential customers as modified below; (2) the
OSBA proposal to split small commercials on a“firg-come, firgd-served,” basis, and (3)
DIl and PRA’ s pro-rata subscription for industrial and large commercial customers.

In making this determination, we reject Duquesne’ s proposed method to
select customers for phase-in to direct retail access to the competitive generation market.
In moving toward this market the Legislature, in the Act, directed that “ . . . the
Commonwealth must resolve certain transitional issuesin a manner that isfair to
customers, electric utilities, investors the employees of electric utilities, local
communities, . .. and other affected parties.” 66 Pa. C.S. §2802(8). Further, “[t]he
procedures under this chapter providefor afair and orderly transition from the current
regulated structure to a structure under which retail customers will have direct access to a
competitive market for the generation and sale or purchase of electricity.” 66 Pa. C.S.
§2802(13). Therefore, consistent with the Act, whichever method is determined to be
appropriate for customer selection must assure a fair and orderly transition.
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Because, as argued by the OCA, the competitive electric market is larger
than a zip code area and because Duquesne has not shown itsplan to fairer to lower
socio-economic classes, we determine afirst-come, first-served selection process as the
fairest and most orderly processfor customer selection as was done in PECO Energy

Order, Slip Op. at 47-49. Based on our review of the record as devel oped, we conclude
that it is reasonable, appropriate, and in the public interest to direct Duquesne to
implement this approach for residential customers. Beginning July 1, 1998, Duquesne
will conduct an open enrollment period for residential customers on afirst-come, first-
served, basis If lessthan 33% of the customer load for that tariff classenrolls as of
August 14, 1998, Duquesne shall notify all customers who have volunteered as of that
date that they can participate in the phase-in beginning January 1, 1999. (ld. at 48). If
more than 33% of the customer load for that tariff classenrolls as of August 14, 1998,
they shall be included in the second phase of enrollment for January 2, 1999. (Enrollment
Proceduresre: EDCs and EGS during Phase-in, Docket No. M-00960890F0014, Adopted
May 21, 1998).

We note that in PECO Energy, Slip Op. at 22, we departed from a strict,
“first-come, first-served,” selection process for large industrial customers. Instead,

subscription for large indudrial cusomers for each stage of the phase-in will occur on a
first-come, first-served basis, unless a classload is oversubscribed. In such event, each
customer nominating a portion of load in the oversubscribed class will experience a pro-
rata reduction in their nominated load, so the total |oad available for direct access in that
class meets the 33% load for that phase. (66 Pa. C.S. 82806(b)). This adjustment reflects
the concern for competitive disadvantages this class may otherwise face, as the
intervenorsin this Application so eloquently argue. PRA has requested similar treatment
for customers above 300 kW. Since no persuasive argument exists in the record to
support aless than uniform approach to this issue, we will adopt the same method here
for the large customers above 300 kW, as recommended by the ALJ.

We did not address the same competitive concerns of smaller commercial
customers in the PECO Energy case. We will adopt the proposal of the OSBA, as herein

modified, as it relates to small business customers receiving service from Duquesne via
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Rate GS/GM, which is available to all non-residential customers whose billing demands
do not exceed 300 kW. Wedo this to address OSBA’s concerns that Rate GS/IGM
contains customers with inherently diverse billing demands, usage patterns and physical
size. (OSBA St. 1R at 12-13). Thus, we find that Duquesne should segment the Rate
GS/GM class group into “Small Rate GS/GM ” and “Large Rate GS/GM .” (Id. at 14).

The OSBA suggests a segment limitation for the Small Rate GS/GM at a
40-kilowatt load; how ever, we recognize that the Company may determine a more
appropriate breakpoint after a detailed bill frequency analysis of dl Rae GS/IGM
accounts. (Id). Therefore, we determine that for all industrial customers with usage over
300 kW and large commercial customers with usage in the over 40 kW range,
subscription for each stage of phase-in will occur on afirg-come, first-served basis,
unless a classload is oversubscribed. We hasten to add that in such event, each customer
nominating a portion of load in the oversubscribed class will experience a pro-rata
reduction in their nominated load, so the total load available for direct access in that class
meets the Act’s 33% requirements for that phase. (66 Pa. C.S. §2806(b)).

The small rate GS/GM and large rate GS/GM commercial customers shall
be treated as separate classes for first-come, first served purposes. The same lottery
procedure, as discussed above, shall be used for these classes, as well as for all other
customer classes, as described above for residential customers. With regard to the
Environmentalists' proposed “Better Choice Plan,” as we decided in PECO Energy, Slip

Op. at 135, we shall defer consideration of the plan until we promulgate regulations
required by Sections 2807(e)(2) and (3) of the Act. 66 Pa. C.S. §2807(e)(2) and (3).

B. Timetable for Phase-In
1. Positions of the Parties
Duquesne proposed to phase-in direct retail accessin three equal increments

of one-third of the peak load of each customer class annually starting January 1, 1999, so
that all customers will be eligible for direct retail access by January 1, 2001.
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In recognition of the precedent established in PECO Energy, OSBA
claimed that the phase-in established in PECO effectively makes the potential for
competitive disadvantages to small business customers a one-year, rather than a two-year,

problem. OSBA agreed that a phase-in consistent with PECO Energy addresses the

statutory mandates of Section 2806(b) of the Act and minimizes potential competitive
problems of small business customers. (R.D., p. 31).

DI1 proposed that Duquesne offer one-third of its load to direct accesson
January 1, 1999, the second one-third on January 2, 1999, and the final third on January
2, 2000. DIl contented the Act established annual maximum participation targets as of
January 1, 1999, Januay 1, 2000, and January 1, 2001. DIl asserted that the day after
each target date, the next participation limit becomes effective. DIl argued that the Act
does not establish a one-year period in which only the minimum amount of load can have
direct access, rather, the Act simply establishes the next target and a maximum level that
cannot be exceeded on that date. DIl also argued that customers in the Duquesne territory
deserve the same accelerated access as the Commission provided to customersin PECO’s
service territory. See, PECO Energy, Slip Op. at 48-49. (R.D., pp. 30-31).

The PRA, the Environmentalists, and Enron contended that the Commission
should establish a phase-in timetable for direct access in this case in the same manner as
PECO Energy. Enron submitted that an accelerated phase-in, compared to Duquesne’'s

proposal, isin the public interest, permitted by the clear language in the Act, and will
bring the benefits of competition to more customers sooner. Enron argued that Section
2806(b) established the maximum “peak load of each customer class,” which can be
provided the opportunity for direct access “as of” or, in other words, not later than each
date. Enron asserted that the plain language of that section states that “as of” a date
certain, the maximum penetration of direct access shall not exceed a certain level. Enron
submitted that by any reasonable reading, at any time after that date certain, the
Commission has discretion to increase the penetration, as long as it does not exceed the
next cap. (R.D., pp. 34-36).
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MAPSA joined the foregoing intervenors in objecting to D uguesne’'s
proposal. MAPSA also pointed to the phase-in approved in PECO Energy as the most

appropriate method for eliminating the potentid for discrimination and competitive
disadvantages betw een similarly-situated customers. (R.D. p. 37).

GPU contended that the phase-in schedule that the Commission adopted in
PECO Energy, and advocated here by others, cuts one full year (minus one day) out of the
phase-in schedule established in Section 2806(b). GPU noted that the Commission did
not provide the rationale for its accel erated phase-in in PECO Energy. To GPU, it

appears that the Commission may have adopted this schedule based on an interpretation
of the words “as of,” which appear at the beginning of subparagraphs(b)(1), (2), and (3)
to mean “at the latest,” rather than “beginning on.” GPU argued that under this
interpretation, the Commission could order an EDC to phase-in direct access to the
second one-third of the peak load of each cusgomer class on January 2, 1999, and the final
one-third on January 2, 2000. (R.D., pp. 37-38).

GPU argued that this interpretation of Section 2806(b) of the Act is
erroneous. Section 2806(b) establishes a three-step phase-in, beginning in January 1999
and ending January 1, 2001. GPU asserted that while an EDC and its customers may
settle upon an expedited phase-in of direct access, thereby waiving the EDCs right under
the Act to a more gradual phase-in, GPU claimed that the Commission may not
unilaterally cut ayear out of the process. (GPU M.B. at 5). GPU claimed that the
language of Section 2806(c) supports its argument for two reasons. First, Section 2806(c)
establishes January 1, 1999, asthe “implementation date.” In other words, January 1,
1999, is the date upon which the phase-in to direct access begins. Thus, the words “as of”
at the beginning of Section 2806(b)(1) can only mean “beginning on.” Second, GPU
argued that the L egislature did not delegate discretion to the Commission in Section 2806
to adopt an accelerated phase-in schedule. (R.D., pp. 38-39).

PECO concurred with the position of GPU that the L egislature adopted a

series of provisionsin the A ct which contemplate that customer choice will be phased in
gradually over athree-year period. (66 Pa. C.S. 82806(b)). PECO strongly disagreed
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with the Commission’s phase-in decision in PECO Energy; however, PECO claimed that

fairness dictates that uniform phase-in schemes be imposed on all jurisdictional electric
utilities in Pennsylvania. Otherwise, PECO submitted that the spirit, and arguably the
letter of the Act’sreciprocity feature, will be violated. (R.D., p. 42). (We note a
settlement concerning this issue has been reached with PECO, pursuant to which the
phase-in schedule adopted in the Commission’sOrder will remain and all appeals of the
case are expected to be withdrawn. This Settlement was unanimously approved by the
Commission on M ay 14, 1998.)

2. ALJ’s Recommendation

For the reasons GPU and PECO advanced concerning proper statutory
construction, the ALJ recommends the Commission to reconsider the phase-in schedule
for customer choice that it adopted in PECO Energy, Slip Op. at 47-49. The ALJ
commented that (R.D., pp. 42-43) “As of” may mean “at the latest,” which the
Commission apparently attributed to the phase-in schedule in PECO Energy. The ALJ

reasoned that on the other hand, “as of” may mean “ beginning on,” which GPU
contended is the only reasonable construction, if one accepts the premise that Section
2806(c) establishes January 1, 1999, as the “implementation date” for the commencement
of phase-in to direct access. The ALJ asserted that, given that premise, all of the
remaining portions of the statute must be read “in pari materia,” pursuant to Section 1932
of the Statutory Construction Act, 1 Pa. C.S. 81932, for the reasons GPU advances.
Accordingly, the ALJ concluded that each of the subsections of Section 2806(b) must be
interpreted to mean “beginning on” January 1, 1999, etc. For these reasons, the ALJ
recommended that the Commission adopt the phase-in schedule favored by GPU and
PECO.
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3. Parties’ Exceptions

The OSBA, Environmentalists, MAPSA, DII, PRA and Enron except to the
ALJ srecommendation for (1) a phase-in over three years with a mandatory schedule in
which one-third of the peak load of each customer classis given the opportunity for direct
access in January of three successive years - 1999, 2000, and 2001, and (2)
reconsideration of the accelerated phase-in schedule favored in PECO Energy. (R.D., pp.

42-43). Generally, the parties argue that neither the statutory construction argument,
relied upon by the ALJ, nor the record provide sufficient justification for the
Commission to reconsider its established precedent on the phase-in. (OSBA Exc., pp. 4-
8; Env. Exc., p. 2; MAPSA Exc., pp. 1-2; DIl Exc., pp. 2-3, R.Exc., p. 18; PRA Exc., pp.
10-11).

Inits Exceptions, PECO concurred with the ALJ s determination that the
Commission, in PECO Energy, misconstrued the A ct’ s phase-in requirements. However,
as previously noted, on May 14, 1998, the Commission approved a Settlement with
PECO which maintains the phase-in plan contained in the Commission’s December 23,
1997 Order. PECO has agreed to withdraw its appeal before the Commonwealth Court of
Pennsylvania.

Inits Reply Exceptions, Duquesne concurs with the ALJ s determination,
arguing that an accel erated timetable represents a “ distorted interpretation of the [Act].”
(DLC Statement 6R at 10; R. Exc., p. 20).
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4. Resolution

Section 2806(b) provides that:

Recognizing that approximately 5% of the peak load will hav e retail
access through pilot programs, the following schedule for phased
implementation of retail access shall be adhered to unless a
determination is made by the commission under subsection (c):

(1) Asof January 1, 1999, a maximum of 33% of
the peak load of each cusomer class shall have the
opportunity for direct access.

(2) Asof January 1, 2000, a maximum of 66% of
the peak load of each cusomer class shall have the
opportunity for direct access.

(3) Asof January 1, 2001, all customers of electric
distribution companies in this Commonwealth shall have the
opportunity for direct access.

(4) ... within each customer class, the customers
that are eligible for direct access prior to full direct access
shall be determined on afirst-come-first-served basis
unless otherwise determined by the commission ... to
prevent competitive disadvantages among similarly
situated customers within a customer class.

We note that GPU and other parties argue that the Act requires one specific
phase-in schedul e of exactly 33% of load eligible for direct accessexactly on each of the
three dates specified above. These parties interpret Section 2806(b) of the Act to provide
the Commission with no discretion concerning the phase-in schedule, except to extend the
phase-in schedule pursuant to Section 2806(c).

The parties interpretation is not consigent with the plain language of
Section 2806(b) of the Act. Any argument that the Commission has no discretion to
adopt a phase-in schedule within the parameters of Section 2806(b) ignores the phrases "a
maximum of” and “as of” that give the Commission discretion. Furthermore, rules of
statutory construction do not permit an interpretation of the A ct in a manner that would
render specific language superfluous. The Legislature intended "a maximum of” to mean
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"exactly," the phrase "a maximum of” would not hav e been used. If the legislature
intended “ as of” to only mean “commencing on,” the legislature would have said
“commencing on.”

Moreover, the general rule in subsection (a), "cons stent with the
commission's discretion under this section,” grants the Commission discretion to fashion
a phase-in within the guidelines of 2806(b). If the Commission's discretion were limited
to extending the schedule pursuant to subsection (c), the grant of discretion that appears
in section (a) would have been written only into subsection (c), and the language in
subsection (b) would have provided a precise load for phase-in on a precise date instead
of using the phrases "a maximum of” and "as of.”

We do agree that the phrase "as of” has several meanings in the English
language, including "on," "no later than", and "by". However, consideration of the entire
statutory language does not support the argument that the language may only be
interpreted to mean "commencing on." Even if the phrase "as of” is interpreted to mean
“on,” the schedule adopted in PECO Enerqy is fully congstent with the language of the

Act. We note that on January 1, 1999, there will be a maximum of 33% eligible for direct
access; on January 1, 2000, there will be a maximum of 66% eligible for direct access;
and on January 1, 2001, all customers will be eligible for direct access

Similarly, if the phrase "as of” isinterpreted to mean "by," our scheduleis
fully consigent with the language of the Act. By January 1, 1999, there will be a
maximum of 33% eligible for direct access; by January 1, 2000, there will be a maximum
of 66% eligible for direct access; and by January 1, 2001, all customers will be eligible
for direct access. If the phrase "as of” isinterpreted to mean "no later than," the schedule
that we support is fully consistent with the language of the Act. No later than January 1,
1999, there will be a maximum of 33% eligible for direct access; no later than January 1,
2000, there will be a maximum of 66% eligible for direct access; and no later than
January 1, 2001, all customers will be eligible for direct access.
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In contrast, the interpretation that "as of” may only mean "commencing on"
requires a conflict with the very provision being interpreted. Section 2806(a) defines a
"transition and phase-in period beginning on the effective date of this chapter (January 1,
1997) and ending, consistent with the Commission's discretion under this section, January
1, 2001. " Section 2806(b) begins with the statement, "Recognizing that approximately
5% of the peak load will have direct access through pilot programs...” Clearly the
transition began on January 1, 1997, the effective date of the A ct, and the phase-in to
direct access began with the phase-in of 5% of customer load during the pilots.
Interpreting "as of” to mean "commencing on" would require ignoring the cited
provisions.

It has been argued that “as of” must mean “commencing on” because
otherwise the Commission could hav e phased-in competition prior to January 1, 1999.
Thisargument must also fail. The statute may have permitted increasing beyond 5% to
33% prior to January 1, 1999. The fact that we did not so exercise our discretion does not
mean that “as of” must mean “commencing on.”

Lastly, we note the statutory directive in Section 2806(b)(4) grants the
Commission both the discretion and the responsibility to adopt a phase-in plan that
"prevents competitive disadvantagesamong similarly situated customers within a
customer class." The above phase-in schedule is the simplest, most effective means to
minimize competitive disadvantages.

We have carefully reviewed the record developed and we find that different
phase-in schedules for competition in different parts of the Commonwealth would
advantage or disadvantage customers depending upon where they live and through which
utility they are served.

In PECO Energy, this Commission ordered that a maximum of 33% of the

non-coincident peak load of each tariff class shall have the opportunity for direct access
on January 1, 1999, a maximum of 66% shall be eligible for direct accesson January 2,
1999, and that all customers shall be eligible for direct access on January 2, 2000. To
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deny customers outside the PECO service territory the same schedulethat PECO
customers will have would be to disadvantage the rest of Pennsylvania.** Avoiding such a
result isone of the reasons why Section 2806 gives the Commission discretion and why
we must exercise such discretion accordingly.

This schedule isin the public interest in order to provide the benefits of
direct access expeditiously. Moreover, we find that the schedule is appropriate both to
minimize competitive disadvantages among customers and among EDCs. We conclude
that thisschedule will facilitate an orderly transition without confusion due to different
phase-in schedules for different EDCs in overlapping media markets.

C. Summary and Conclusion

In summary, the ALJ recommended that we reject the method proposed by
Duquesne to phase-in direct retail access. Specifically, Duguesne proposed to phase-in
direct retail access in three equal increments of one third of the peak |oad of each
customer class annually starting January 1, 1999, so that all customers will be eligible for
direct retail access by January 1, 2001. The ALJrecommended that Duquesne be directed
to conduct an open enrollment period beginning July 1, 1998, for all customer classes
except small business customers on a “first come, first served” basis.

For the business customers, the ALJ recommended adoption of the OSBA’s
proposal that to create two classes for customers receiving service through the creation of
Small Rate GS/GM and “Large Rate GS/GM”. This, the ALJreasoned, would prevent
small account customers from being under represented. The ALJrecommended that the

Commission consider the Environmentalists' “Better Choice Plan” when promulgating
regulations required by Sections 2807(e)(2) and (3) of the Act.

2 As previously noted, on May 14, 1998, the Commission approved the Joint
Petition submitted by the parties in PECO Energy which maintains this phase-in plan as
contained in the Commission’s December 23, 1997 Order. Accordingly, we have an
element of certainty that the phase-in will beimplemented as prescribed, and we foresee
no legal impediments to this process.
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For the timetable for Phase-in, the ALJ recommended that we reconsider
the phase-in schedule for customer choice that we adopted in PECO Energy, and adopt

the phase-in schedule proposed by GPU and PECO which begins on January 1, 1999.

For the reasons specified herein, we shall adopt the position of the ALJ to
implement; 1) system-wide “first-come, first -served” selection for residential customers
as modified below; 2) the OSBA’ s proposal to split small commercials on a “first-come,
first -served” basis; and 3) PECO’s pro-rata subscription for industrial and large
commercial customers.

We reject the ALJ s recommendation to adopt the positions of Duquesne, GPU and
PECO to reconsider the phase-in schedule for customer choice that we adopted in PECO
Energy. We shall adopt the same phase-in schedule as adopted in PECO Energy. We

find that different phase-in schedules for competition in different parts of the
Commonwealth would advantage or disadvantage cusomers depending upon where they
live and through which utility they are served.
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III. TRANSMISSION AND DISTRIBUTION RATES - UNBUNDLING ISSUES

A. Introduction

Several interdependent standards of the Act and the Code apply to
transmission and distribution (T& D) rates. The Act requires electric utilities to unbundle
their “rates and services. . . to allow competitive suppliers to generate and sell electricity
directly to consumers in this Commonwealth.” (66 Pa.C.S. 8§2802(14)). Sincethe T&D
components of a utility’s rates will continue to be regulated under Chapter 13 of the
Code, the rates for these components must be just and reasonable. (PECO Energy, Slip
Op., p. 61; See, also, 66 Pa. C.S. §1301).

The process by which the Commission is obligated to unbundle the company’s
rates into generation, transmission and distribution components is fundamentally a ratemaking
process. The Commission must determine the company’s cost of service, properly allocate
those costs among the generation, transmission and distribution portions of the company’s
operations, and translate those total costs into individual rates. The Commission isalso called
upon to set anew rate, known as CTC, based upon expert witness testimony, to recover a just
and reasonable portion of the company’s uneconomic (or stranded) assets. The CTC is
designed to permit the company to recover those stranded costs over a reasonable period of
time. These are traditional ratemaking functions as exercised by the Commission sinceits
inceptionin 1913.
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B. 1996 Test Year Cost of Service

1. Positions of the Parties

Duquesne used its 1996 cost of service study as the basis for allocating all
of its costs between generation, transmission, and distribution. Duquesne submitted that
the only disputes to its proposal related to the functionalization of these costsamong
generation, transmission, and distribution. It claimed the proposals of others move costs
out of T&D and into the generation function, thereby reducing the regulated rates paid by
the constituents of the intervenors. Duquesne stated that Enron’s proposed adjustments
were rejected in PECO Energy and further indsted that Enron’ s alternative cost of service

study (Enron Exh. PDR-3) contains circular references and other errors, such as over-
allocation of costs to Duquesne’sonly wholesale customer and omitting revenue from
rate class GL. (R.D., p. 46).

Regarding HSS/ARI’ s request that 50% of Duquesne’s past (since 1987)
and projected T& D capitd expenditures be disallowed, Duquesne asserted that HSS/ARI
did not identify a single expenditure that was imprudent. Furthermore, Duquesne argued
that HSS/ARI failed to meet their own test: that an intervenor must raise “credible
issues” regarding an expenditure to overcome its “ presumption of reasonableness.”
Because Duquesne has not filed a rate case since 1986, HSS/ARI insisted that Duquesne
must establish that its T& D capital expenditures since 1986 were just and reasonable to
the extent that those costs are subsumed within its current distribution rate structure.
(R.D., p. 48).

DIl provisionally accepted the Company’s 1996 test year Cost of Service,
with certain adj ustments as discussed below, as the rate unbundling starting point. (R.D.,
p. 48).

Like HSS/ARI, the PRA found it difficult to accept Duquesne’s 1996 cost
of services levels since this Commission last approved base rates in 1986; however, the
PRA offers no secific criticisms of the test year proposd. (PRA M.B. p.19; PRA RB.
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p. 5). Duguesne used the percentage of |abor expenses charged to generation,
transmission, and distribution as a proxy method to allocate administrative and generd
expenses and general plant to these three categories. Enron recommended that the
Commission direct D uquesne to conduct a detailed functional cost study and submit it at a
later date so distribution rates may be revised accordingly. (Enron M.B. at 12).

Enron further contended that Duquesne’s cost of service study
inappropriately assigns sdes expense, cusomer information and assistance expense, and
uncollectible accounts expense entirely to the distribution function, even though these
costs are associated with all aspects of service. Enron claimed Duquesne’'s attempt to
charge 100% of these costs to distribution rates unfairly charges distribution customers
for costs for which they are not responsible and also provides an unfair advantage to
Duquesne’s generation supply activities. Enron asserted that such a cross-subsidy cannot
be condoned. (R.D., pp. 52-53).

Enron recommended allocating 100% of sales expense and customer
information and assistance expense to the generation function. Under Enron’s proposal,
uncollectible accounts expense should be allocated to the three functional categories, or,
to the extent energy suppliersor third parties other than Duquesne provide billing services
and take credit risks, uncollectible accounts expense should be unbundled and removed
from distribution rates. Further, Enron claimed it is entirely inappropriate, once these
costs are allocated to the generation portion of Duquesne’s functional unbundled rates, to
simultaneously add them to the Company’s stranded cost recovery allowance. (R.D.,
pp. 54-55).

2. ALJ’s Recommendation

Because this Commission denied the same objections of Enron in PECO
Enerqgy, Slip Op., p. 59-61, to that utility’ s proposed allocations for uncollectibles,
customer accounts, customer service, and sales, the AL J reasoned the same treatment
should be accorded Duquesne in this proceeding. Furthermore, the AL J agreed with
Duquesne that this Commission should also reject the position of HSS/ARI on this issue.
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For these reasons, the AL J recommended that this Commission accept Duquesne’ s 1996
cost of service study, subject to the adjustments denoted in the Recommended Decision.
(R.D., p. 57).

3. Parties’ Exceptions

Two parties except to the ALJ s recommendation concerning the 1996 Test
Y ear for Cod of Service. Firs, HSSARI argues the ALJ erred in stating that “ HSS/ARI
failed to identify even a single expenditure as unreasonable.” (R.D.,p. 176). HSS/ARI
contends Pennsylv ania courts have made clear that the burden on an intervenor is merely
to establish the existence of a credibleissue. The Pennsylvania Commonwealth Court has
found that an intervenor challenging a utility’s claim which is supported only by the
utility’ s bare assertion “was under no obligation to adduce either evidence or analysis.”
(University of Pennsylvaniav. Pa. PUC, 485 A .2d 1228 (Pa. Cmwlth 1984)). HSS/ARI
argues that it did not bear the burden of showing that Duquesne’s expenditures were
unreasonable. (HSS/ARI Exc., pp. 6-7).

Second, while recognizing that this Commission rejected a Smilar proposal
by Enron in PECO Energy, Enron requests that we reconsider our decision in PECO

Energy and accept Enron’s proposal here. Enron contends that by including 100% of
sales-related costs in T& D rates, Duguesne will have a competitive advantage and
customers of generation suppliers will pay twice -- oncein Duquesne’'s distribution rate
and a second time in the rate charged by the supplier. Enron argues this violates
Section 2804(6) of the Act, 66 Pa. C.S. 82804(6), which requires that T& D services be
provided to all retail cusomers and generation suppliers on terms comparable to the
utility’ s own use of its system. (Enron Exc., pp. 9-12).

Inits Reply Exceptions, Duquesne submits that Enron’s argument that
certain costs (uncollectibles, customer accounts, customer service, and sdes) should be
“allocated” to the generation function should be rejected because Enron ignored the
functions of how an EDC operates. (Duquesne R.Exc., pp. 18-19).
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4. Resolution

Based upon the record before us, we will adopt the ALJ s recommendation to
accept the Company’ s cost of service calculation and reject the HSS/ARI adjustment to
remove 1986-1996 distribution plant additions. In addition, we will accept the Company’s
functionalization and reject the Enron sales expense adjustment, Account 908 adjustment, and
uncollectible accounts adjustment.

We note that we denied the same objectionsof Enron in PECO Energy, Slip

Op., p. 59-61, to that utility’ s proposed allocations for uncollectibles, customer accounts,
customer service, and sales. Asin PECO Energy, we conclude herein that Enron has not
documented sufficiently that a specific portion of the expenses are in fact generation related.
The sametreatment should be accorded Duquesne in this proceeding. In reaching this result,
in PECO Energy, we noted that PECO’s T& D rates continued to be subject to Chapter 13 of
the Public Utility Code and subject to the Act’s rate caps. Partiesmay challenge existing
ratesin future proceedings. Further, we noted in the PECO Energy case that as functions
continueto be unbundled, a utility’ s rates may be reexamined to determineif the utility
providesfor charges which encompass generation or other unbundled services. (1d., p. 61).

We agree with Duguesne that the Commission should reject the position of
HSS/ARI on thisissue. An intervenor must raise “credible issues’ regarding an expenditure
in order to overcomethe * presumption of reasonableness.” (Equitable Gas., supra.). The

HSS/ARI havefailed to do so. Therefore, the Commission accepts Duguesne’s 1996 cost of
service study, subject to the adjustments denoted bel ow.

C. Required v. Realized Rate of Return

1. Positions of the Parties

Duquesne proposed establishing T&D rates on a traditional cost-of-service

basis, using the traditional three geps. Firg, Duquesne computed a functionalized
revenue requirement for the T& D functions using its authorized rate of return. Second, it
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allocated the functionalized revenue requirements to customer classes. For distribution, it
allocated demand costs to classes on the basis of non-coincident peak demands, and it
allocated customer costs on the basis of the number of customers. For transmission, it
allocated costs to classeson the basis of coincident peak demands, which is consistent
with the Federal Energy Regulatory Commission (FERC) policy. Third, using these
allocated revenue requirements, Duquesne then designed T&D rates for each class.

(R.D., p. 58).

Duquesne noted that the several parties objecting to this approach would
have T&D rates set on the basis of “realized” (or “earned”) rather than “required” rate of
return. Duquesne argued that this position must fail because regulated rates are set to
recover the required rate of return. Duquesne further contended that no party suggested,
much less demonstrated, that the T& D revenue requirements Duquesne proposes are
higher than the T& D revenue requirements which this Commission approved in 1987 in
Duquesne’ s last rate case; hence, no basis existed for the claim that the A ct is violated.
Finally, Duquesne contended that the intervenors’ proposals have nothing to do with a
concern over shifts between classes; their key objective is to shift costs between
functions. (R.D., pp. 58-60).

The OCA posited that Duquesne’s use of the full “required” rate of returnin
developing T&D rates improperly assumes T&D services have been earning a higher rate
of return than generating services. The OCA declared that such an approach is
inconsistent with establishing the rate cap for “non-generation charges” at the same level
which this Commission previoudy approved for such services. For purposes of
unbundling rates, return by function should be determined by applying the same rate of
return to all plant. Consequently, the OCA adjusted the Company’s T&D rates to reflect
the achieved return, rather than the claimed return. The OCA argued that the fact that
Duquesne filed rates on this basis in other proceedings does not jugify the unbundling of
rates on that basisin this proceeding. (R.D., pp. 60-62).
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DIl argued that use of a “required” rate of return constitutes an
inappropriate cost-shift and a violation of the Act’srate cap. (66 Pa. C.S. 882808(a),
2804(7) & 2804(4)(i)). DIl noted that Duquesne requested arate of return of 9.61%;
however, Duquesne’s current bundled rates reflect the earned rate of return produced by
each rate class as established in Duquesne’s last base rate proceeding. DI asserted that
the use of required rate of return, rather than earned rate of return, shifts costs between the
distribution function and the generation function of the unbundled rates. Although
moving class ratesof return closer to system average may be appropriate in other
contexts, Duquesne asserted that the Act requiresthat, in order to prevent cog shifting,
individual components of distribution rates must be capped at the January 1, 1997 levels
until July 2001, or the time when the utility is no longer collecting a CTC, whichever is
shorter. (66 Pa. C.S. §2804(4)(i); R.D., pp. 62-63).

DIl contended that the Company’s use of required rate of return shifts the
costs from distribution to generation (or vice versa), either raising or deflating the
generation component of the class' srate. DIl claimed that this shift violates the Act’s
mandate that stranded costs be recovered in a manner that does not affect an inter- or
intra-class cost shift. (DIl M.B., pp. 11-12; 66 Pa. C.S. 82808(a)). DIl argued that the
purpose of this proceeding is not to set new T& D rates for D uquesne; the purpose is to
unbundle existing rates in a manner that does not shift costs or violate the rate caps. (66
Pa. C.S. 882802(14), 2804(3), 2804(7) & 2808(a); R.D., pp. 63-66).

Enron claimed that Duquesne’ sproposal amounts to ade facto attempt to
secure arate increase for this portion of its operations. Enron contended that the cost of
T&D at Duquesne’s “pro forma” or claimed “required” rate of return increases those
costs above the level actually incurred in the 1996 test year because the return level
included in Duquesne’s gudy is the level the Company claims it should be earning, not
the amount it actually earned. Enron argued that this result contravenes the Act. Enron
concurred with DIl tha Duquesne’ s proposal shifts costs between customer classes and
functions, arguably violating the Act’s prohibition againg inter-class costs shifts. (66 Pa.
C.S. 82808(a)). Enron also urged this Commission to reject Duquesne’s proposal. (R.D.,
pp. 66-68).

45



2. ALJ’s Recommendation

The ALJ agreed with the OCA, DII, and Enron that the Company’s use of a
“required” rate of return to develop T&D rates constitutes an inappropriate cost-shift and
aviolation of the Act’s ratecap. (66 Pa. C.S. 882808(a), 2804(7), & 2804(4)(1)). The
ALJalso agreed that the purpose of thisproceeding is notto set new T&D rates for
Duquesne; the purpose isto unbundle existing rates in a manner that does not shift costs
or violate the rate caps. (See, 66 Pa. C.S. §882802(14), 2804(3), 2804(7), & 2808(a)). The
ALJthus recommended that we direct Duquesne to use the “realized” rate of return for
each class, as established in its |last base rate case, to develop rates. (R.D., pp. 68-69).

3. Parties’ Exceptions

In its Exceptions, Duquesne contends that the ALJ srecommendationisin
error because there is no possibility of cost-shifting under its proposal. Duquesnhe
maintains that the AL J s finding that the rate caps prohibit recovery of just and reasonable
T&D rates renders the Act confiscatory. Duquesne also contends that its rates for
transmission and ancillary services cannot be “set” by this Commission; they are set by
the FERC. Duquesne argues that any contrary finding is preempted by federal law.
Mississippi Power & Light Co. v Mississippi ex rel. Moore, 487 U.S. 354 (1988).
(Duquesne EXxc., pp. 33-34).

In their Reply Exceptions, the OCA, the OSBA, the PRA, DII, and Enron
argue that D uquesne’s Exceptions concerning “required” rate of return are without merit
because Duquesne’s proposal is inconsistent with the Act’ s requirements and Duquesne’s
jurisdictional argument is without merit. The parties submit that Duquesne’s proposal to
unbundle its rates based on its claimed rate of return for T&D service is inconsistent with
the Act’ srequirement. They note that this Commission established the cap for the non-
generation portion of rates at the level that had been approved as of the effective dae of
the Act. (66 Pa. C.5.82804(4)(i)(B). Because, the non-generation charges were not
specifically separated from generation charges at that date, the parties argue that the only
appropriate way to unbundlethese services isto assume they were realizing the same
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actual rateof return at that date and unbundle them accordingly. (OCA R.Exc, pp. 18-19;
Enron R.Exc., p.10; PRA R.EXc., p. 7; OSBA R.Exc., pp. 9-10; DIl R.Exc., p. 14).

Generally, the parties arguethat, as evidenced by PECO Energy, this

Commission is fully aware of the jurisdictional lines between T &D rates and that, while it
has full authority to establish unbundled distribution rates, transmission rates are
exclusively within the FERC’ s jurisdiction. The parties submit thatif FERC awards
Duquesne a higher rate of return for transmission rates than the realized rate of return
recognized by thisCommission, Duquesne’s unbundled T&D rate (and unbundled
generation rates) will have to be adjusted. Enron submits that such an goproach was
endorsed by this Commission in PECO Energy and is a necessary goproach to fulfilling
the Act’s mandate. (Enron R.Exc., pp. 10-11; OCA R.Exc., pp. 18-19).
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4. Resolution

Based upon our review of the record herein, we adopt the ALJ s disposition
which uses realized rather than required returnsfor setting of the distribution rates. To
redesign ratesto the required return would disaggregate earnings such that distribution would
earn at a different level than generation. Such earnings separationsincrease stranded cost
potential by depressing earningsfrom generationin order to fund full earningson T& D from
the cap rate levels. In addition, it would require areview of all costs/revenuerequirementsin
T&D.

As stated in the Recommended Decision, the OCA, DI, and Enron argue that
the Company’ s use of “required” rate of return to develop T& D rates constitutes an
inappropriate cost-shift and a violation of the Act’s rate cap. (66 Pa. C.S. 882808(a), 2804(7),
& 2804(4)(i)). Duguesneis correct that development of “required” rate of return follows
traditional rate-making principles; however, the unbundling methodol ogy that we adopt still
permits Duqguesne the opportunity to earn its authorized rate of return based on the revenue
requirements in existing rates. While thisis arate proceeding in which both existing rates are
being unbundled and a new rate, the CTC, is being established, neither Duquesne nor any
other party introduced evidence or advocated setting new T& D ratesfrom the ground up.
Under such circumstances, it would be inappropriate to change rates on a single issue, such as
the authorized rate of return. Our approach retainsthe existing authorized rate of return.

In contrast, Duquesne’'s approach would establish an increased opportunity to
achieve the authorized rate of return on T& D while essentially reducing the authorized rate of
return of generation. The Recommended Decision correctly holdsthat, on day one after
implementation of new rates as approved by this Commission, a utility begins earning
“realized” or “earned” rate of return and not “required” rate of return. We are reminded that
ratemaking provides an opportunity to earn afair rate of return, not a guarantee of its
realization. If Duquesne is not now achieving its required rate of return, Duguesne will
continue to have the opportunity to achieve it, given unbundling of the rates.

D. Distribution Losses
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1. Positions of the Parties

Compensation is embedded in current bundled ratesfor electricity losses
(distribution losses) experienced as electricity moves along distribution lines. This
additional compensation represents the cost of extra generation required to replace the
distribution losses. Duquesne asserted that no dispute any longer exists regarding this
issue. Duquesneinitially included the costsassociated with distribution losses in its T&D
rates. Duquesne agreed to “unbundle” losses so customers can procure them from
alternate suppliers. According to Duguesne, a portion of the embedded costs allocated to
losses will consequently become potentially stranded and, hence, must beincluded in the
CTC. The OCA agreed that stranded costs associated with distribution losses should be
included inthe CTC. (R.D., pp. 69-70).

Only the PRA and Enron seemed to disagree that the issue of distribution
losses appears to be settled. Both, however, urged this Commission to require
distribution losses to be removed from Duquesne’ s distribution rates, so alternative
suppliers may bid competitively for such losses. (R.D., p. 70).
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2. ALJ’s Recommendation

The ALJfound that, since Duguesne has already agreed to remove
distribution losses from its distribution rates (so that alternative suppliers may bid
competitively for such losses), a perceptible issue no longer exists. For this reason, he
recommended that this Commission accept Duquesne’s proposal to allow customers to
procure distribution losses from alternate suppliers. To the extent that a portion of the
embedded costs allocated to distribution losses will become potentially stranded, he also
recommended that they be included in the CTC. (R.D., p. 70).

3. Parties’ Exceptions

In its Exceptions, the OCA wishes to make clear that its calculation of
stranded cost already has been increased to include line losses. The OCA assertsthat its
proposed CTC calculation requires no additional modification to reflect treatment of
distribution line losses as costs functionalized to generation costs. Regarding Duquesne’s
assertion that a portion of distribution line losses will be potentially sranded as a result of
shifting cogs in order to unbundle distribution line losses, the OCA emphasizes that
Duquesne included the capacity costs associated with providing line losses in T&D rates
based upon estimated market prices for providing line loss service. The OCA asserts that
there is, thus, no basisto assume that there will be additional stranded costs as a result of
moving line losses back to the generation function. (OCA Exc., pp. 19-20).

Enron argues that the ALJ erred because these costs do not meet the
definition of stranded costs, which include only those costs recoverable in a regul ated
environment but which may not be recoverable in a competitive environment. (66 Pa.
C.S. 82803). Enron contends that sinceall companies in the competitive market will be
required to procure energy, including distribution line losses, the cost of those losses is a
cost that can be and will be recovered in the competitive market -- the opposite of the
standard required by the statute. (Enron Exc., pp. 13-14).
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In its Reply to Enron’ s Exceptions, Duquesne argues that distribution |osses
are one of the very functions that will be subject to competition, thereby giving rise to
stranded costs The resulting stranded costs should be recoverable in the same manner as
all other generation-related stranded costs. (Duquesne R.EXxc., p. 19).

4, Resolution

Duquesne has already agreed to remove distribution losses from its distribution
rates. Therefore, we will accept the ALJ s recommendation that customers be allowed to
procure distribution losses from alternate suppliers. With regard to the OCA’s exception that
its calculation of stranded costs already has been increased to reflect line losses, we would
note that, to the extent that a portion of embedded costs all ocated to distribution losses will
become potentially stranded, such costs may be recoverable through the CTC, if appropriate,
based on the determination of stranded utility generation.

E. Ancillary Services

1. Positions of the Parties

Ancillary services include scheduling, dispatch and control service, energy
imbalance service, reactive power and voltage control service, regulation and frequency
control service, operating reserves-spinning, and operating reserves-supplemental. While
generating units provide a number of these services, D uguesne made adjustments to
functionalize as transmission costs $4,021,675 for reactive power, $5,187,040 for
regulation and frequency control, and $8,913,265 for operating spinning reserve, for a
total of $18,121,980. (R.D., pp. 70-71).

With the exception of scheduling services, D uquesne explained that all
ancillary services are provided by generating units and each is “ necessary to maintain the
integrity of the transmission system” in an open access regime. In its Order No. 888, the
FERC ruled that all public utilities must offer these services to direct access customers at
regulated rates. The FERC also distinguished between servicesthat can only be offered
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by the host public utility and others that can be competitively procured, assuming that
prevailing regional reliability rules permit it. (FERC Order No. 888, p. 31, 715-716;
Duquesne St. 7, p. 13-14). Duquesne contended that it has complied with FERC Order
No. 888 by filing cost-based ancillary services rates with the FERC. (Duquesne M.B. at
15; Duquesne Light, FERC D ocket No. OA 96-56-000). (R.D., p. 71).

Thefirst question is whether Duquesne should allow its customersto
procure all these services from alternative suppliers. Duquesne submitted the FERC has
determined which services Duquesne must provide and which services can, consistent
with regional rules, be supplied by others. (FERC Order No. 888, p. 31,715-716;
Duquesne St. 7, p. 13-14). The second question is whether, for ratemaking purposes,
these services should be treated like T& D, and thereby purchased from Duquesne at
regulated rates, or treated like generation, and thereby competitively procured in the
market, with the stranded portion being recov ered through the CTC. (R.D., p. 72).

The OCA disagreed with Duquesne’ s proposed adjustment to shift the cost
of ancillary services from generation to transmission. Sincethese costs are associated
with generating units, the OCA removed the Company’s adjustment which transferred
these costs from the generation function to the T& D functions. The OCA showed T&D
costs of $285,417,000 before Duquesne’ s adjusments for ancillary services. (R.D., pp.
73-74).

DIl argued that inclusion of generaion-related ancillary services in the
Company’ s unbundled transmission rates is inappropriate because it shifted costs between
functional categories. Generation-related ancillary services costs are not included in
Duquesne’s current transmission rates. Consequently, DIl claimed these costs cannot
properly be assigned to the transmission function in unbundling Duquesne’ srates. To
prevent inappropriate double payment, DIl recommended moving $18 million of ancillary
services costs from the transmission rates into the market price component of unbundled
generation rates. (R.D., pp. 74-75).

52



The Company agreed that generation-related ancillary services which can
be competitively supplied should be removed from the transmission rate. (Tr., pp. 720-
721). Because all generation-related ancillary services are not currently subject to
competition, the Company’s adjustment resulted in only a partial removal of ancillary
services costs from the transmission rate. DIl contended that all generation-related
ancillary services be removed from the transmission rate and that the Company may
charge customers for any generation-related ancillary service not competitively procured.
If its adjustments are not accepted, DIl argued that either ratepayers must receive a credit
toward stranded costs for those services or Duquesne’ s market price forecag and stranded
cost calculation should be adjusted to reflect the Company’s ability to receive greaer
compensation for these services (at embedded costs as opposed to market price). (R.D.,
pp. 76-77).

The PRA agreed with the assessment of the OCA and DII concerning
Duquesne’s proposal for the costs of ancillary services but concurred with the treatment
DIl profferson thisissue. (R.D., p. 78).

Enron disagreed that the appropriate mechanism is through an end-of-the-
year “market based” credit. Rather, Enron suggested the transmission-related portion of
the rate should be unbundled to recognize the delivery of those servicesby an alternative
supplier. Enron would base the credit upon the embedded cost of the ancillary service as
established by Duquesne’s cost of service study. Enron urged the Commission to direct
Duqguesne to calculate the embedded generation cos of ancillary services; this value
should then be deducted from the Company’ s generation revenue requirement. In
addition, Enron agreed with MAPSA’s arguments on imbal ance charges and scheduling
charges. (R.D., pp. 78-79).

MAPSA asserted that Duguesne’ s proposal includes the partial unbundling
of ancillary services and allows for competitive provision of only one of them. Duquesne
initially proposed to unbundlethe ancillary service of supplemental reserves and
subsequently modified its proposal to provide for a“market-based” credit for those
services that can be purchased from an entity other than Duquesne (currently only
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supplemental reserves) and to add that credit to its customer generation credit (CGC).
(Duquesne St. 5R, p. 2.) MAPSA submitted that Duquesne should be required to
unbundle all ancillary services and provide a separate, fully-allocated credit for each of
those services, which should be added to the CGC to compensate customers if they
choose to have these services competitively provided. (R.D., pp. 79-80).

Regarding charges for imbalances, Duquesne proposed to charge each
supplier for imbalances that fall outside of a 1.5% “dead-band” during off-peak periods at
the higher of 110% of Duquesne’s out of pocket costs, or $50/mWh, and during on-peak
periods, the higher of 110% of Duquesne’s out of pocket costs or $100/mWh. Duquesne
will provide class-average load data for customers with specific meter types to suppliers,
who will then have to match the load shape. Suppliers are penalized if the supply does
not match the usage but not if the supply does not match the load data. In actually
scheduling the load, suppliers will be forced to rely on load data which Duquesne
provides and which MAPSA alleged is likely to be highly inaccurate for any particular
supplier. When the data on which a supplier must rely is not accurate, MAPSA argued
the penalties should be adjusted or eliminated because of the potential for abuse. (R.D.,
pp. 80-81).

MAPSA proffered that a reasonable charge should be 100% of Duquesne’s
out-of-pocket expenses and that this Commission should allow imbalances to be traded
among competitive suppliers. MAPSA also suggested that this Commission allow
imbalances to be resolved in-kind, at atime, and in a manner agreed upon by Duquesne
and the suppliers. (R.D., p. 81).

Duquesne proposed to charge suppliers $100 for each schedule and each
change in schedule which is submitted to Duquesne. MAPSA noted that the Company
derives the fee by dividing the adjusted labor expense by the number of hoursin ayear,
which MAPSA contended merely yields a result establishing the hourly cost of
scheduling and not the actual transaction cost. M APSA argued the feeisso high itis
likely to hinder the development of a robust competitive market. When utilities impose
charges which are anti-competitive, MA PSA argued that those charges must be proved to
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be necessary and not speculative and must be specifically quantified. Where a utility fails
to meet its burden of providing substantial evidence, its proposed rate must be denied in
itsentirety. (Lower Frederick Township Water Company v. Pa. PUC, 409 A.2d 505, 507
Pa Commonwealth Ct.(1980) (affirming this Commission’s denial of all elements of a

proposed rate increase where the utility did not meet its burden of proof)). (R.D.,
pp. 82-83).

2. ALJ’s Recommendation

The AL Jinitially found that Duguesne admitted that generating units
provide the ancillary services and the costs associated with the challenged adjustments to
transmission were estimated as portions of the revenue requirement associated with
generating units estimated to be required to provide these services. Therefore, the ALJ
reasoned, it follows that the costs of ancillary services should be attributed to the
generation function if the particular service can be competitively procured, and any
stranded costs associated therewith should be recovered in the CTC. The ALJ also noted
that FERC Order No. 888 will require the unbundling of ancillary services consistent with
applicable rdiability council requirements. In the absence of such unbundling and the
competitive availability of ancillary services, FERC Order No. 888 requires that all public
utilities must offer these services to direct access customers at regulated rates.

Finding that it isnot at all clear that the East Central Reliability
Coordination Agreement (ECAR) imposes significant restrictions on the competitive
procurement of these services, the ALJrecommended that the following amounts be
removed from T&D rates and moved into generation costs: $4,021,675 for reactive
power, $5,187,040 for regulation and frequency control, and $8,913,265 for operating
spinning reserve, for atotal of $18,121,980. Further, the AL Jrecommended that this
Commission disallow Duquesne’ s proposed imbal ance charges and the $100 scheduling
charge, since the Company did not provide sufficient evidence to justify them and for the
reasons MA PSA espoused. (R.D., pp. 83-84).

3. Parties’ Exceptions
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Duquesne takes exception to the ALJ s recommendations on the bas's that
the Commission is preempted by federal law. (R.D., p. 84). Regarding the ALJ s finding
that Duquesne had not proven that ECAR rules require that certain andllary services be
provided by the control area, Dugquesne argues that any question of how it applies these
rules must be addressed through the complaint procedures available under its open access
tariff or Section 206 of the Federal Power Act. Duqguesne contends that the finding was
in error because of confusion regarding whether ECAR rules prohibit unbundling of rates;
Duquesne alleges they do not and that unbundling is actually required by FERC Order
No. 888. Duqguesne alleges further confusion over whether ECAR rules prohibit the
provision of services by generators located outside the control area; Duquesne alleges
they do and that such services are also within FERC’ s authority. Duquesne also argues
that its proposed energy imbalance charge is under FERC jurisdiction. (Duquesne Exc.,
pp. 34-35).

The OCA's exceptions regarding ancillary services are combined with its
exceptions regarding distribution line losses and have been discussed supra.

Two parties replied to D uquesne’s exception disputing the Company’s
assertion that the only forum before which parties may question the rates charged to retail
consumers for these services is the FERC. The DIl and MAPSA note that the issue
concerning ancillary servicesis that generation costs should properly be included in
generation rates. They argue that the Company’s exception should be denied. (DI
R.Exc., 14-15; MAPSA R.Exc., pp. -5).
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4. Resolution

Asthe Recommended Decision correctly states, a traditional rate making
principle is that assignment of costs followsfunction. Since Duquesne admits that its
generating units can provide the ancillary services, (Duguesne M.B., p. 15), and the costs
associated with the challenged adjustments to transmission serviceswere estimated as
portions of the revenue requirement associated with generating units estimated to be required
to provide these services, (OCA St. 4, p. 4), then it naturally followsthat the costs of ancillary
services should be attributed to the generation function if the particular service can be
competitively procured, and any stranded costs associated therewith should be recoveredin
the CTC. Duquesne and the intervenors apparently agree on this general principle.

With respect to ancillary services, the question is which ancillary services can
be competitively procured. FERC Order No. 888 holdsthat all public utilities must offer
ancillary servicesto direct access customers at regulated rates. Y et, the FERC also
distinguishes between servicesthat can only be offered by the host public utility and others
that can be competitively procured, assuming that regional reliability rules permit it.
Duquesne contendsthat its regional reliability council, ECAR, imposes significant restrictions
on when many of these ancillary services can be competitively procured. (Duquesne St. 7,
pp. 13-14; Duquesne St. 5R, p. 19). Duquesne’'s witness admitted this may not be the case,
thereby undermining Duquesne’'s point. (Tr., p. 772).

We agree with most of the parties that ancillary services should be available
for competitive procurement, but the fact remains that they are FERC-jurisdictional and
all are now included in the FERC-approved open access tariff. Transmission services are
FERC jurisdictional and, as such, the terms and conditions under which unbundled
transmission services are to be provided to customers will be controlled by the
FERC-approved Open Access Tariff for the transmission services procured by either
Duguesne or a competitive supplier, as the case may be, on behalf of end-use customers,
or procured directly by qualifying large customers. It would be both difficult and
inappropriate to unbundle such rates and services at this time without FERC participation.
Unbundling these services must aw ait a future date. Accordingly, D uquesne’s
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Compliance filing need not contain any unbundled retail end-use transmission rates. The
terms and conditions for transmission services for each separate rate classification are
those established by FERC.

Additionally, consistent with the ALJ s recommendation, we will disallow
Duquesne’s proposed imbalance charges and the imbalance trading standard (see
additional discussion concerning imbalance charges, infra) and the $100 charged to
suppliers for scheduling changes, since the Company has not provided sufficient evidence
to justify them. In addition, as noted by MAPSA, Duquesne’s proposal indudes the
partial unbundling of ancillary services by providing a “market-based” credit. Based
upon the record before us, we find, however, Enron’s proposal that the “market based”
credit should be based on the embedded cost of the ancillary services established in
Duquesne’s cost of service study to be reasonable and in the public interest.

We find that in the unbundling of an exiging rate, use of a“market-based”
credit isinappropriate. Only embedded rates are considered in the unbundling process.
Assuch time as FERC and/or ECAR permits the unbundling of any ancillary service, a
credit for the embedded cost of that service, as determined by the FERC open-access
tariff, will be provided to a customer obtaining that ancillary service competitively.

We direct Duquesne to include a specific Supplier Tariff as part of its
compliance filing. The Supplier Tariff must reflect all applicable FERC and ECAR rules
while supplementing those rules to reflect all aspects of the interaction between Duquesne
and an EGS necessary and appropriate for the efficient implementation of retail direct
access. The Supplier Tariff isnot a services agreement; it isaset of rules and procedures.
It should include no fees or other charges except as have been approved by FERC or this
Commission upon documentation of net incremental cost. The Supplier Tariff must
address customer sign-up and switching, balancing, billing, and data exchange. The
compliance filing Supplier Tariff shall be consistent with this Opinion and Order and all
other relevant Commission regulations and Orders that have been adopted to date
concerning relevant issues, procedures, and protocols.
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F. Voltage-Differentiated Rates

1. Positions of the Parties

Enron proposed a Distribution Services Tariff (DST) which, it claimed, will
apply to suppliers who will be acting as agent for individual or aggregated end-user
customers. In conjunction with the DST, Enron proposed that applicable rates be
designed so as to reflect the characterigics of a customer’s service, including voltage
level, rather than historical identification by traditional “class” of service. Enron suggests
the important pricing distinctions betw een customers will be the timing of electricity
consumption, the voltage level at which customers take service, and whether that service
entails single-phase or poly-phase facilities. (R.D., pp. 85-87).

Both Duquesne and D11 argued that Enron’s proposal should berejected
because Enron did not sufficiently demonstrate that implementation of its voltage
differentiated rates will not shift costs between classes. (R.D., pp. 85-87).

2. ALJ’s Recommendation

The ALJ agreed with Duquesne and DII on this issue and recommended
that this Commission reject Enron’s proposal. The AL Jreasoned that the Act prohibits
cost shifting in the unbundling process and mandates a rate cap on non-generation rates
through mid-2001. (See, 66 Pa. C.S. §882804(4)(i) & 2804(7)). The ALJ concluded that
the fact that the cost shifting may affect the supplier, who is the “agent” for the end-user
customer, isirrelevant. (R.D., pp. 87-88).

3. Parties’ Exceptions

Enron arguesthe ALJ erred in determining that Enron’s proposed DST
could cause cost-shifting or rates that exceed the rate cgp. Provisionsin the Act
concerning cost-shifting and rate caps apply only to the EDC. Since, under the proposed
delivery tariff, the supplier would be paying the EDC’ s rates, Enron contends there can be
no cost shifting or rate-cap excess, in the aggregate, because competitive forces mandate
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that rates charged by an EGS to end-users are not going to be in excess of the EDC’ s rate
cap. Duquesne’s position, Enron argues, obscures the real dispute, which is how far and
how fast the Commission should go in unbundling distribution services and rates. (Enron
Exc., pp. 15-16). Asan alternative to its D ST, Enron argues that this Commission should
advance the development of such atariff by ordering Duquesne to work with interested
suppliers and customer groups to develop avoltage differential DST for future
application. (1d., p. 16).

In their replies to Enron’s exception, DIl and Duquesne argue that Enron
has not sufficiently addressed the potential for cost shifting under its proposal. (DII
R.Exc., p. 19; Duquesne R.Exc., p. 19).

4. Resolution

We accept the ALJ s recommendation to reject the Enron voltage-
differentiated rates proposal. We agree with the AL J that insufficient evidence has been
presented by Enron to demonstrate that Enron’s voltage-differentiated rates will not violate
the Act’s prohibition against cost-shifting or exceed the rate cap on non-generation rates.

G. Other Issues

1. Distribution - Related Capital Expenditures

(a) Positions of the Parties

HSS/ARI claimed that, with respect to digribution-related capital
expenditures, the Duquesne Exhibit DJC-3, pp. 22 & 28, reveals that, between the years
1997 and 2005, Duguesne will have to make capital additions of $532 million to provide
a cost basis tha will allow itto back-into its proposed 11.5% return on equity. HSS/ARI
argued that Duquesne’s projections of distribution-related capital expenditures appear to
be designed to help D uguesne maintain its substantial financial achievements for its
shareholders, with no commensurate benefit for its ratepayers.
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HSS/ARI pointed out that Duquesne hasa history, dating back to 1987, of
forecasting distribution-related capital additions of approximately 10% more than actual
expenditures. HSS/ARI cited the holding in PECO Energy for the proposition that the
Commission should disallow 10% of Duquesne’s projected distribution-rel ated capital
additions because the Company has a history of over-budgeting future capital improvements.

(b) ALJ’s Recommendation

The ALJfound that Section 2808(c)(4) of the Act, 66 Pa. C.S. 82808(c)(4),
imposes a duty upon every electric utility, during the transition period, to mitigate
generation-related trangtion or stranded costs to the extent practicable. These efforts may
include minimization of new capital spending for existing rate base generation assets.

(66 Pa. C.S. 82808(c)(4)(ii1)). Giving affect to these provisions, the Commission in PECO
Enerqgy, Slip Op., pp. 81-82, disallowed 5% of the budgeted capital additions to
generating plant because PECO had a ten-year history of over-budgeting future capital
improvements and the Commission determined permitting full recovery would constitute
an anti-competitive subsidy of PECO’s future competitiveness in the generation market.
The ALJrecommended that this Commission deny this proposal of HSS/ARI. (R.D.,

p. 91).

(o) Parties’ Exceptions

No party excepted to the ALJ s recommendation

(d) Resolution

The Act does not compel the result advocated by HSS/ARI. HSS/ARI has not
documented that existing rates are unreasonable. HSS/ARI overlook the fact that T& D rates

will still remain regulated after implementation of this restructuring plan. If HSS/ARI believe
T&D ratesare still unreasonable at that time, HSS/ARI can challenge those ratesin a future
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proceeding before this Commission. We shall adopt the ALJ s recommendation to reject the
HSS/ARI proposal.

2. Targeted Area Planning

(a) Positions of the Parties

The Environmentalists propose that this Commission require D uquesne to
use “Targeted Area Planning” for T& D system improvements. (Env. M .B., pp. 11-12).
Asload grows, the Environmentdists posited that EDCs will come under increasing
pressure to upgrade transmission and distribution lines. The Environmentalists
recommend an “integrated” approach to distribution system planning that encourages the
utility to identify and implement the least-cost option in meeting system requirements by
finding the least expensive solution to distribution sysem needs or problems. (Env. St. 1,
pp. 16-18). The Environmentdists suggest targeting demand-side management
approaches or citing generation in local areas to reduce or avoid the need for distribution
system upgrades.

(b) ALJ’s Recommendation

The AL J noted that the Commission already requires jurisdictional electric
utilities to file annual integraed resource plans. Presumably, this practice will continue
for that portion of the electric utility industry still regulated by this Commission after
implementation of direct access to the electric generation market, i.e., T&D. For
purposes of this proceeding, the ALJrecommended that this Commission need undertake
no further action on the Environmentalists’ proposal. (R.D., p. 93).

) Parties’ Exceptions

The Environmentalists renew their argumentsin their Exceptions. In its
reply to the Environmentalists exceptions, DIl argues that the ALJ s recommendation
should be adopted because these issues are better addressed through specific legislation or
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a generic proceeding before the Commission. DIl submits that uniform environmental
requirements may hinder the development of a robust competitive environment. (D11
R.Exc., p. 20).

(d) Resolution
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H. Summary and Conclusion

The ALJ recommended that Duquesne’s proposal to use its 1996 cost of
service study asthe basis for allocating all of its costs between generation, transmission,
and distribution subject to the adjustments denoted in the Recommended Decision. The
ALJrecommended rejection of Duquesne’s proposal to use a“required’ rate of return to
develop T &D rates, and recommended that we direct Duquesne to use the “realized” rate
of return for each dass, as esablished inits |ast base rate proceeding todevdop T&D
rates.

The ALJ recommended that we accept Duquesne’ s proposal to allow

customers to procure distribution losses from alternate suppliers, and that embedded costs
allocated to distribution losses be included in the CT C, to the extent that they will
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potentially become stranded. The ALJfound that the costs of ancillary services should be
attributed to the generation function if the particular service can be procured, and any
stranded costs associated therewith should be recovered in the CTC. With regard to
voltage-differentiated rates, the ALJ recommended that we reject Enron’ s proposed
Distribution Services tariff which it claimed would apply to suppliers who will be acting
as an agent for individual or aggregated end user customers.

The ALJrecommended that we reject the proposal of HSS/ARI to disallow
10% of Duquesne’s projected distribution related capital additions, based upon the
argument of HSS/ARI that Duquesne has a higory of over-budgeting future capital
improvements. Reasoning that the Commission already requires jurisdictional electric
companies to file annual integrated resource plans, the ALJ concluded that for purposes
of this proceeding, there was no need act upon the Environmentalists’ proposal to use
Targeted Area Planning for T&D system improvements.

For the reasons specified herein, we shall adopt the ALJ s recommendation
to adopt Duquesne’ s proposd to use its 1996 cost of service study as the basis for
allocating all of its costs between generation, transmission, and distribution subject to the
adjustments denoted in the Recommended Decision.

We shall also reject the Enron-proposed sal es expense adjustment. We will
adopt the AL J s proposal to use “realized” rather than “required” rates of return for
setting of distribution rates.

Noting, as did the AL J, that Duquesne has already agreed to remove its
distribution losses from its distribution rates, we will adopt the ALJ s recommendation to
procure distribution losses from alternate suppliers. Additionally, we find that to the
extent that a portion of embedded costsallocated to distribution losses will become
potentially stranded may become recoverablethrough the CTC, if appropriate, based on
the determination of stranded utility generation.
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We will adopt the A LJ s recommendation to attribute the costs of ancillary
services to the generation function if the particular service can be competitively procured,
and that any stranded costs therewith should be recovered in the CTC. We also direct
Duquesne to include a specific Supplier Tariff, which reflects all applicable FERC and
ECAR rules, as part of its compliance filing.

We agree with the ALJ s recommendation to reject Enron’ s proposed
voltage-differentiated rates proposal, because Enron failed to demonstrate that the
proposed voltage-differentiated rates would not violate the Act’ s prohibition against cost
shifting.

We will adopt the A LJ s recommendation to reject HSS/ARI’ s proposal to
disallow 10% of Duquesne’s projected distribution-rd ated capital additions We find that
the proposal overlooks the fact that T& D rates will remain regulated, and any party can
challenge those rates in a future proceeding before us.

We adopt the ALJ s recommendation to take no further action on the Environmentalists’

proposal regarding Target Area Planning since there is already a requirement for
jurisdictional electric utilities to file annual integrated resource plans.

65



IV. TRANSITION OR STRANDED COSTS

A. Overview of Stranded Cost Valuation Approaches

1. Statutory Directives Concerning the Identification and Recoverability
of Stranded Costs

Pursuant to Sections2808(a) and 2804(13) of the Act, 66 Pa. C.S.
882808(a) & 2804(13), electric companies are provided the opportunity to recover
transition or stranded costs, as defined in the Act, through a CTC assessed upon every
customer accessing the electriccompany’s T&D network. The Act defines “trangtion or
stranded costs” as:

An electric utility’s known and measurable net electric

generation-related costs determined on a net present value

basis over the life of the asset or liability as part of its

restructuring plan, which traditionally would be recoverable

under aregulated environment but which may not be

recoverable in acompetitive electric generaion market and

which the [C]lommission determines will remain following

mitigation by the electric utility.

In accordance with the Act, the term “transition or stranded costs” includes:
(i) regulatory assets and other deferred charges typically recoverable under current
regulatory practice, the unfunded portion of the utility’ s projected nudear generating
plant decommissioning costs and cost obligations under contracts with non-utility
generating (“NUG”) projects which have received a Commission Order, the
recoverability of which isto be determined pursuant to 66 Pa. C.S. 82808(c)(1); (ii)
prudently incurred costs related to cancellation, buyout, buydown or renegotiation of
NUG projects, subject to statutory conditions, the recoverability of which isto be
determined pursuant to 66 Pa. C.S. §2808(c)(2); and (iii) net plant investments and costs
attributable to the utility’s existing generation plants and facilities, and certain other
enumerated costs, the recoverability of which isto be determined pursuant to 66 Pa C.S.
§2808(c)(3).

2. Positions of the Parties
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Duquesne proposed, in the event no merger with A PS is consummated, to
offer an immediate divestiture of its generating assets to determine the value of its
stranded assets. (R.D., p. 159).

Duquesne noted that the pivotal issuein this proceeding is whether this
Commission should accept its offer to auction its generating assets today. Duquesne
stated, that if its offer is accepted, it should resolve most disputes regarding the
guantification of stranded costs and the methodology for recovering them. If that offer is
not accepted, Duguesne argued that the Commission must choose between sharply
different mark et valuation and stranded cost recovery proposals.

Inits direct case, Duquesne claimed regulatory assets and decommissioning
expensesunder Section 2808(c)(1) of the Act. Duqguesne noted that ithas no NUG
project exposure. As aresult, stranded costsunder Section 2808(c)(2) are not an issue.
With respect to its generation plant-related stranded costs under Section 2808(c)(3),
Duquesne proposed, in its direct case, a mark et-based valuation approach which will
defer until 2003 afinal valuation of its generation plant-related stranded costs as of
December 31, 2005. The Company contended that, by that time, a competitive generation
market will likely have developed so as to permit a stranded cost determination based
upon actual market data. According to Duquesne, only a market-based determination of
stranded costs can reasonably satisfy the “known and measurabl€’ criteria set forth in the
Act. (R.D., p. 95).

Duquesne proposed this final market valuation in 2003 to be calculated by a
three-member arbitration panel using objective market data such as forward contracts,
future contrects, and/or comparable generating unit asset sales. Until the final valuation
occurs, Duquesne proposed to set annual CTCs on the basis of an annual Request For
Proposal (RFP) to sell a substantial block of power for aone-year term. Duquesne
asserted that customer-specific CTCs will be set using the market prices established by
the RFP, information about each customer’s consumption and information on dass |oad
shapes.
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Duquesne asserted that the CT C, based on these annual RFPs, will collect a
pool of money that will be compared to the book value of generation-related assets (net of
amortization) as of December 31, 2005, in the final valuation process. In the final
valuation, the panel will recommend a CTC that will recover any remaining level of
stranded costs If no stranded costs associated with generating plants exist at that time,
there will be no CTC. If stranded costsare projected to extend beyond 2005, given
Duquesne’s rate cap under Section 2804(4) of the Act , Duquesne will propose to extend
the rate cap beyond 2005. (R.D., p. 96).

Since it posited that afinal stranded cost valuation should be deferred until
2003, the Company did not propose a one-time administrative valuation of generation
plant-related stranded cods in itsdirect case. However, in rebuttal, in response to the
OCA’sand DII’s contentions that its mark et valuation proposal is deficient because it
does not include a one-time quantification of stranded costs as of January 1, 1999,
Duquesne presented evidenceintended to support a total sranded cost determination of
$1,916 million, including regulatory assetsof $374.45 million.. The stranded generation
plant component of the $1,916 million is $1,542 million, including a first-time clam of
approximately $208 million, relating purportedly to unavoidable sunk cogs incurred
regardless of whether plants are operating (PV of CostsIndependent of Operation), and
approximately $41 million claimed as M & S and Fuel-Related Sunk Costs. (R.D., p. 99).

Duquesne rejoined that it iswilling to advance the date for the optional
asset auction. Instead of the 2003 date for the auction referenced in rebuttal, the
Company will, in its stand-alone restructuring case, agree to an immediate auction, if this
Commission determines that it cannot accept Duquesne’s auction offer due to the delay.
Duquesne, however, reserved the right to submit a proposal for addressing its continuing
obligation to serve under the rate cap if and when the Commission orders an immediate
auction. Duquesne posited that the fundamental premise of its approach to stranded cost
recovery istha the market, not career forecagers, should set the value of its generating
assets. The Company claimed that no party presented a compelling argument to rebut this
premise, and indeed, most parties agreed with it. (R.D., p. 100).
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Duquesne suggested that the principal dispute is not over the premise that
administrative “forecasts” are inherently unreliable. Duquesne asserted that, the disputes
center on the market vauation method and thetiming of that valuation. In contrast, the
essential criticism of Duquesne’sinitial plan was that an auction of generation is the best
and whatever valuation method is used, it must be employed today, not in 2001-2003 (as
proposed by Duqguesne). Duquesne urged the Commission to “resolve’ the matter by
finding that an auction providesthe best valuation method. Duquesne submitted that any
necessary findings regarding competing valuation methods presented in the merger case
should be made in that case, not here. (R.D., p. 105).

If its auction offer is accepted, Duquesne claimed that three main
implementation issues must be addressed:
1. The process and rules by which the auction is conducted. Duquesne
commits to file proposed procedures and rules within 90 days of the date of
entry of a Commission Order accepting its auction proposal.

2. The establishment of an “interim” CTC to take effect January 1, 1999
applying the same rates (and credits) approved in the pilot program for
customers electing direct accessduring this interim period.

3. The method for calculating a “ permanent” CTC using market values
produced by the auction®.

The OTS did not oppose Duquesne’ s divestiture option, which Duquesne
agreed in rebuttal and rejoinder testimony to submit to this Commission. Likewise, the
OTS did not oppose the Company’s claim for regulatory assets, with the exception of

13 If an immediate divestiture occurs, Duquesne proposed to “waive” application of
Section 2804(4)v and adopt the general approach used in_.PECO Energy, provided the
following two conditions are met. First, Duquesne be permitted to fully recover (e.g. with
no “sharing” and a compensatory return on equity) its stranded costs, as established by
the mark et values produced by the auction. Second, D uquesne’s continuing obligation to
serve at capped rates be addressed. Duquesne commits to submit a proposal to address its
continuing obligation to serve at the same timeitfiles afinal CTC calculation, using
market values produced by the auction. (R.D., p. 104).

69



deferred caretaker costs and decommissioning, infra. The OTS supported, withtwo
modifications, the Company’s direct case proposal to defer afinal valuation of generation
plant-related stranded costs until 2003, and to base the valuation on objective market data
in 2003 rather than today’s projections. The OTS opined that the market value approach
is superior to a“regulator-administered approach,” which would be involved in the one-
time administrative quantification of stranded costs as of January 1, 1999, sought by DlII
and the OCA.

The OTS proposed two modifications to Duquesne’s deferred valuation
proposd. First,the OTS proposed that the rate cap under Section 2804(4) and the CTC
collection period be extended if the final valuation in 2003 results in a granded cost level
which will produce CTC “rate shock.” The OTS second modification concerned the
Company’s ROE spill-over proposal. Duquesne posited that 11.5% is a reasonable rate of
return on equity and linked its“ ROE spill-over” trigger to 11.5% in earnings. itsearnings
exceeded 12%. The OTS asserted that a reasonable rate of return on equity for Duquesne
is 10.50%. Consequently, the OTS recommended that 10.50% be used for the “ROE
spill-over” trigger.

The OCA opposed Duquesne’s final valuation and rate cap/ROE spill-over
proposalsand submitted that this Commission should regect them in favor of aone-time
determination of stranded costsin this proceeding. The OCA asserted that a sharing of
stranded costsby amortizing stranded costs over a seven-year period, without allowing a
return on the unamortized balance of the Company-owned generating assets should be
approved by the Commission. The OCA argued that Duquesne’ s proposals should be
rejected because they are inconsistent with the A ct, provide no near-term rate relief to
consumers, are administratively burdensome, will interfere with the competitive market,
will interfere with the Company’s incentive to mitigate stranded costs, and will require
customers to bear the entire stranded cost burden of the significant amount of uneconomic
excess capacity currently held by the Company. The OCA emphasized that the 11.5%
ROE isfar too high and that it will be practically impossible to determine earnings as part
of its ROE spill-over proposal when the Company has “one foot in the competitive
mark et.”
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The OCA claimed that the Company’s argument that the A ct requires this
Commission to determine the “known and measurable” level of stranded costs, and that
such a determination cannot be made in this proceeding, is simply wrong, and suggests
the Commission’s PECO Energy decision contravenes the law. The OCA explained,

while performing market valuations on long-lived plants is a difficult undertaking, the
same will be true in 2003, when Duquesne proposes that such a valuation be made. The
OCA noted that, in PECO Energy, this Commission found PECO’s stranded cost
determination was known and measurable. (R.D., p.112).

The OCA also averred that Duquesne misinterpreted Section 2804(4)(v) of
the Act, by allowing the Company to maintain its rates at the level in effect at the
effective date of the Act. The OCA submitted that the Legislative Intent of this Section,
which isincluded in the rate cap provisions of the Act, was to preempt complaints against
current rates after a company’ s restructuring had been completed, not to prevent rates
from being lowered in a company’ s restructuring case.

The OCA further argued that it isinappropriate to assume the uncertainty in
estimating stranded costs will be dispelled over the next several years or that an
“unbiased” arbitration panel will be able to reach a better valuation of stranded costs. The
OCA suggested that the interim establishment of the market price through an auction
process may result in a depressed market price proxy, leading to overstated CTC charges
at ratepayers expense and to Duquesne’s benefit. The OCA further argued that
Duquesne’s proposal eliminates the possbility of any rate savings for customers during
the CTC recovery period. The OCA contended that this is extremely problematic given
Duquesne’s very high rates and its own recognition that rates during this period will
exceed its standard cost of service by a substantial amount. The OCA interjected that a
final valuation in 2003 will weaken Duquesne’ sincentives to mitigate stranded costs and
maximize asset value of stranded costs.

The OCA contended that Duquesne’s entire approach to valuation and
recovery of stranded costs is fraught with problems. First, Duquesne’s proposal would
require annual reexamination of the Company’s returns on capital. Second, Duquesne’s
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proposal contemplates review of itsearnings on atotal company basis, including areview
of its generation earnings, which will be subject to the competitive market. Third, the
Company can effectively evade an over-earnings finding by using such “excess earnings’
to fund marketing efforts or offer rate discounts associated with unregulated market
transactions.

The OCA proposed a current valuation of stranded costs and recovery of
these costs over the seven-year CTC recovery period, except the Company should not be
permitted to recover a return on the unamortized balance of its owned-generation assets.
With that adjustment, the OCA claimed its proposal will reduce rates to a just and
reasonable level. (R.D., p. 121).

The City maintained that the Company manipulates its stranded cost claim
in an attempt to thwart the goals of the Act. Rather than promoting competition and
making its service area more attractive for business devel opment, the City asserted that
Duquesne’s stranded cost claim virtually assures that there will not be any competition
with Duquesne in the generation market place for many years to come and Duquesne’s
ratepayers will continue to pay some of the highest rates in the United States for at |east
the next eight years. The City asserted that Duquesne’s proposal does not promote
competition or mak e its service area more attractive for business development.

The City asserted that D uquesne’s stranded cost valuation approach isrife
with errors that seriously inflate Duquesne’s claim and provide an incentive to maximize,
rather than minimize, stranded costs. The City contended that Duguesne’s stranded cost
calculation methodology impairs formation of a competitive market and minimizes
traditional risk faced by utility investors. The City argued that Duguesne’s stranded cost
claim must be denied in its entirety, unless Duquesne commits to divest itself of its
generating assets. The city reasoned that divestiture will not only result in an immediate
transition to a competitive market, but is amore credible method of valuing assets than
merely ascertaining stranded costs. The City continued that divestiture will also have the
benefit of creating generation competition in Pittsburgh. The City further noted that the
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market is fully capable of valuing assets now as is evidenced by the numerous asset sales
that have occurred and are expected in the near future. (R.D., p.123)

DIl argued that the D uquesne proposals delay asset valuation past the start
of the direct access phase-in must be rejected. DIl reasoned that acceptance of either of
the Company’ s delayed approaches would prevent this Commission from quantifying
Duquesne’s net transtion and stranded costs in this proceeding, which is inconsigent
with the provisions of the Act, precedent established in PECO Energy, and the public

interest. DIl agreed that divestiture of all of Duquesne’s generating asts (as Duquesne
has offered) would saisfy the need for a definitive level of stranded costs as of the
beginning of the transition period. DIl cautioned that many additional issues must be
addressed affecting the immediate divestiture that may undercut the viability of this
option.

DIl proposed to establish the market value of Duquesne’s generating assets
based on a market price forecast and an asset value methodology of computing stranded
costs. The DIl methodology offered prediction of revenues tha a generating unit will be
able to earn in the competitive environment. DIl suggested that this methodology is a
reasonable compromise of the competing interesgs and the only method that the Act
contemplates. DIl noted that this Commission used a determination of stranded
generation costs based on application of a market price forecast to the asset value
methodology to find the known and measurable level of PECO’ s total stranded generation
costsin PECO Energy, Slip Op., pp. 80-91. DIl averred that thisprecedent, as well as
other portions of the Act, required a similar calculation based on an asset value
methodology to establish Duquesne’s stranded cost entitlement. (R.D., p.127).

HSS/ARI asserted that Duguesne has not proven, even on a preliminary
basis, that it has any stranded costs. HSS/ARI criticized Duquesne’s proposals
extensively and asserted that Duquesne has failed to carry its evidentiary burden to
support its request to accelerate amortization and depreciation. HSS/ARI noted that
Duquesne derives itsestimated range of claimed post-2005 remaining stranded costs by
relying upon computer-generated market price projections, notwithsanding its own
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criticisms of such projections. (R.D., pp. 128-129). HSS/ARI noted that Duquesne
admitsit overdatesits projected costs and that as a result, as of January 1, 2006,
Duquesne may not have any stranded costs at all. Asaresult of its examination,
HSS/ARI concluded that Duquesne failed to meet its burden of proof and should be
denied any stranded cog recovery.

HSS/ARI concluded that Duquesne had substantial evidence of the market
value of Duquesne’s generation assets that the Company did not put in the record in this
case. HSS/ARI argued that actual valuations of Duquesne’s assets performed by the
Company and its consultants mere months before the filing of the application show that
Duquesne’ s assets have postive market value. Those studies, as well as evidence of
market value demonstrated by actual market transactions, including, but not limited to,
Duquesne’s sale of itsinterest in the Ft. Martin plant, show that Duquesne has no
stranded costs at all, according to HSS/ARI.

HSS/ARI concluded that studies performed by and for Duquesne present a
far different picture concerning the value of Duquesne’ s generation facilities than the
dismal picture Duquesne presents to the Commission in support of Duquesne’s exorbitant
and unjustified stranded cost claim. The market value estimate derived by Duquesne, its
consultants and financial investors also is substantially higher than the market valuaions
derived from OCA’s and D I1's computer-generated price forecasts as well, according to
HSS/ARI.

Finally, HSS/ARI argued that Duquesne has failed to undertake actions that
could have or would have miti gated any stranded costs Duquesne claimsto have. (R.D.,
p.132). HSS/ARI contended that Duquesne’ s generation assets have positive market
value. HSS/ARI requested that this Commission: (i) deny Duquesne’s request to
accel erate depreciation and amortization; (ii) deny Duquesne recovery of any amount
claimed to be a stranded cost; (iii) deny Duquesne the right to charge itscustomers a
CTC; and (iv) deny Duquesne’ s reques to have itspotential sranded costs reexamined
through afinal valuation conducted at some future date. (R.D., p. 133).
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The IBEW did not specifically address the valuation method used by
Duquesne, except to contend that it is unlawful to the extent that it gives this Commission
the authority to order Duqguesne to close or sell a power plant. Likewise, the IBEW did
not specifically address the valuation method used by various other parties, except to note
they also are unlawful to the extent they give the Commission the authority to order
Duquesne to close or sell a power plant. The IBEW suggested that the lack of
information concerning the proposed sale of Duquesne’s power plantsis striking. The
IBEW challenged that neither Duquesne nor any other party attempted to evaluate the
effect of plant sales or closures on D uquesne’s employees. (R.D., p.134).

The PRA urged the Commission to reject any deferral of a determination of
the Company’s stranded costs. It found several problems with deferral from both a
practical gandpoint, aswell as alegal one. The PRA argued that deferral of the
determination of the level of sranded costs recoverable from ratepayers is contrary to the
dictates of the Act. The PRA proffered that the Act requires a rapid deployment of a
competitive retail generation market in Pennsylvania. The PRA suggested that an
important component of the development of that marketis the recovery of stranded
investment by electric utilities to ensure that utilities have a fair opportunity to permit
their investors to recover their investment in a Pennsylvania plant and that ratepayers
have complete understanding of the cost of paying for stranded investment in their
electric utility. (R.D., pp. 140-141).

In addition, the PRA claimed that Duquesne’s proposal to defer calculation
of adefinitive stranded cost level is primarily one which shifts risk associated with
stranded costsfrom stockholders to customers. The PRA urged that the Legislature never
intended customers to face exposure to uncertainty regarding the CTC. The PRA asserted
that the Legidature required the CTC to be established during the resructuring period and
not at afuturedate. According tothe PRA’sargument, customersareentitled to some
certainty as to the cost they will pay through the CTC in order to evaluate properly their
necessity of accessing a competitive retail generation market. The PRA contended that if
a Duquesne customer desiresto purchase from an alternative supplier, there is no
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certainty asto the level of the CTC charges the customer will face in any given year. The
PRA concluded that this Commission must reject D uquesne’s proposal (R.D., p. 146).

The Environmentalists took no position on Duquesne’s valuation proposal
for stranded costs nor the positions of any other intervenor, which will entail divestiture
of assets. Instead, the Environmentalists noted a higher stranded cost award means a
higher CTC in the unbundled rates. The Environmentalists suggested that, because of the
rate cap, a higher CTC means a lower generation or shopping credit, which means less of
the bill is subject to competition and customers will have less opportunity to obtain
savings from alternate suppliers. The Environmentalists argued that this result means
alternate suppliers will have atougher time entering and staying in the market, robust
competition will fail to develop, and the promise of the Act will remain unfulfilled.

These issues are important according to the Environmentalists because the
absence of competition will slow down the introduction of new, clean generating options
(both fossil-fueled options and renewabl e resource options). In addition, the
Environmentalists argued that a high stranded cost recovery will indirectly subsidize
existing generation, including older, inefficient polluting units. These emissions will
make it more difficult to maintain air quality at levels sufficient to protect human health
and property in the view of the Environmentalists. They also suggested that this result in
turn may impose restrictions on economic development, constraining the citing of
manufacturing operations or competitive power producers. The Environmentalists
contended that treatment of stranded costs will have a very large impact on the fate of the
current generation of polluting and unsafe generating plants and whether and when
Pennsylvania moves to a new and healthier electric future. (R.D., p.147).

MAPSA maintained that the CTC, by its very definition, is a device that
allows utilities to recover costs which are not recoverable in the ordinary competitive
market. MAPSA suggested that the CTC, by its very nature of imposing above-market
costs on ratepayers, is an anti-competitive device which serves to allow utilities to recover
some of their prior investments which now have turned out to be “above-market.” (R.D.,
p.149).
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MAPSA further argued that the collection of utility stranded costs through
the CTC can and will be used by electric utilities as a“cleverly designed” device to allow
the utilities to charge under-market, and possibly even under-cost, prices for generation,
and still recover the previously allowed stranded costs and profit. It ispossible for a
utility in the new competitive world to charge an under-market (or even under-cost)
generation rate and still recover its full pre-1997 revenue requirement by usingthe CTC
to recover the difference. All that isrequired to accomplish thisresult isto convince this
Commission, in these restructuring proceedings, that the market price will be lower than
it actually turns out to be. MAPSA suggested that the utilitiesclearly have a tremendous
incentive to use the lowest possible number for “market price,” where market priceis
used to calculate stranded costs. (R.D., p.150).

MAPSA asserted that, without competition, there are no “stranded costs” by
definition, under the provisions of Section 2803 of the Act. MAPSA argued that
Duquesne’s proposal for calculation of stranded costs fails to meet the known and
measurable standard and is based upon faulty market price assumptions. MAPSA urged
the conclusion that D uquesne’s proposal is seriously flawed and contrary to the statute
and that it should be rejected.

Enron adopted the position of MAPSA with respect to theseissues. (R.D.
pp. 149-158). Further, Enron strongly endorsed Duquesne’ s proposal that itslevel of
stranded costsbe determined by divestiture of its generating assets and that such
divestiture take place “today.” Enron found Duquesne’s “immediate auction” alternative
consistent with the Act because it allows the market to provide evidence of the value of
Duquesne’ s generating assets in a competitive retail marketplace. Enron’s main concern,
however, was that the proposal for an immediate divestiture was not superseded by other
proposals that may be advanced in an extraneous proceeding involving the
APS/Duquesne merger. Enron posited that Duquesne’s offer to be subjected to an
immediate auction should be accepted unconditionally and that this offer should be final
and not subject to any modification asaresult of the merger proceeding. Enron suggested
that a careful reading of the Act mandates an unconditional acceptance under therequired
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procedures set forth in the Act,* which appears to require a “once and done”
determination.

3. ALJ’s Recommendation

The ALJ recommended that this Commission accept Duquesne’s proposal
to offer an immediate divestiture of its generating assets to determine the value of its
stranded utility generation cost. The ALJrecommended that, within 90 days of entry of a
final Order in this case, Duquesne should file with this Commission a plan of divestiture,
together with a proposal for addressing its continuing obligation to serve under the rate
cap. All interested parties should have an opportunity to respond to either or both
proposals. The ALJ calculated that this divestiture should occur within 18 months of
entry of afind Order disposing of the application in the event the proposed merger isnot
consummated for any reason whatsoever. Concerning the issue of an interim CTC and
shopping credit to take effect January 1, 1999, the ALJ proposed that Duquesne should
apply the same ratesand credits approved in the pilot program for customers electing
direct access during this interim period.

Finally, relating to the issue of what method to use for calculating a
“permanent” CT C, using market values produced by the divestiture, the ALJ urged this
Commission to direct the Company to adopt the general approach used in PECO Energy.

The ALJwould permit Duquesne to fully recover (e.q., with no “sharing” and a
compensatory return on equity) its granded costs as established by the market values
produced by the auction. The A LJwould require D uquesne to submit a proposal to
address itscontinuing obligation to serve & the same time that itfilesafinal CTC
calculation, using market values produced by the auction. (R.D., p. 160).

4. Parties’ Exceptions

Duguesne excepts that a longer time frame may be necessary.

1 See, 66 Pa. C.S. §2806(f) (“The [Clommission shall .. . issuean order accepting,
modifying or rejecting [a restructuring] plan.”). (Enron R.B., p. 13, fn. 32).
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The IBEW excepts to the ALJ s recommendation that the Commission
order Duquesne to sell its power plants if Duquesne does not merge with Allegheny
Power. (IBEW Exc., p.2). The IBEW states that, in response to proposals made by
several other parties, Dugquesne has proposed to sell its power plants if the Commission
permitsit to do so. The IBEW notes that Duquesne made it cear, however, that selling
its plants was not its preferred method of valuing its stranded costs and that it does not
believe that such asale is the best course of action. However, Duquesne has offered to
“waive our right” and sell its plants if the Commission so orders. (IBEW EXxc., p.2).

The IBEW suggests that the AL J apparently accepted D uquesne’s offer,
without considering any of the legal or factual reasons why the Commission cannot and
should not order Duquesne to sell its power plants. The IBEW contends that this
Commission lacks the legal authority to order, or otherwise compel, Duquesne to sell any
of its power plants. Section 2804 of the Public Utility Code, Section 2804 (5), specifically
prohibits the Commission from ordering a utility to sel any of its facilities, stating: “The
commission may permit, but shall not require, an electric utility to divest itself of
facilities or to reorganize its corpor ate structure.”

The IBEW supports its arguments by noting that one of the fundamental
principles of utility regulation in this Commonw ealth is that this Commission does not sit
as the “super board of directors” over a utility and neither ow ns nor controls a utility’s
property. (Northern Pennsylvania Power Co. v.Pa. PUC, 333 Pa. 265, 267-68,5 A.2d
133, 134-35 (1939)).

The IBEW further contends that unless D uquesne makes a voluntary
commitment, free of any coercion by the Commission, to sll its power plants, then the
Commission cannot order or expect those plants to be sold. The IBEW points out that
Duquesne’s President made it clear that the Company did not make a voluntary
commitment to sell its power plants. Rather, it was willing to waive its protection under
the law from having the Commission order it to sdl its power plants. However, the
Company cannot waive the protection that the law gives to others, including the utility’s
employees and the communities w here those plants are located. (See Section 2802(18)).
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The IBEW further suggests that, more importantly, the Company cannot give this
Commission authority that this Commission does not have under the law.

The IBEW argues that it is not in the public interes for Duquesne to sell or
close any of its power plants. Evenif it were a good idea to have Duquesne sell or close
its power plants and that any stranded cost proposals based on this Commission ordering
the sale or closure of a power plant must be rejected. (IBEW Exc., pp. 2-7)
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5. Resolution

(a) Divestiture

The record in this case includes substantially different overall approaches to
determining recoverable stranded cogs and significant differences in many details. The
extremely varied proposals in this proceeding make it appropriate at the outset to clarify
the concept of recoverable stranded costs under the Act. T he definition of stranded costs
in Section 2803 provides the framework that we must adopt. Even if the Commission
agreed with the alternative proposals of several of the parties, many of those proposals are
inconsistent wit the Act and may not be adopted.

In particular, the definition of stranded costs requires that the costs are:
1) in fact stranded, meaning not recoverable in a competitive market; 2) stranded as a
result of the transition to competitive markets; 3) generaion related, not transmission or
distribution costs; 4) known and measurable; 5) determined over the life of the asset;
6) only a“net” amount; 7) unmitigated; and 8) determined on a net present value as of
January 1, 1999.

As discussed below, we accept Duquesne’ s proposal to divest its generation
assets as a proper method to value Duquesne’ s utility generation in compliance with the
Act. We reject Duquesne’s other approaches, both as applied to stranded utility
generation and to other stranded assets, because Duquesne’s proposals ignore the
assumptions, definitions, and directivesof the Act that granded costs are to be
determined in this proceeding at a net present value asof December 31, 1998. Section
2808(a) authorizes the collection of stranded cogs through a CTC only following the
determination of just and reasonable recoverable stranded costs by the Commission
pursuant to 2808(c).

We cannot accept Duquesne’s basic proposal that it should continue to

collect the total level of existing rates until stranded cost recovery is complete. Such a
proposal would precludethe development of a competitive market or any consumer
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savings for many years and is not consistent with the Act. As discussed below, we do not
accept Duquesne’s suggestion that a determination of the value of stranded generation
assetsin afew years or through projections at that time will render a more accurate
determination of stranded costs. Other than its immediate divestitire proposal, we cannot
agree that Duquesne’ sproposals are preferable becausethey rely on actud market
evidence. We are not convinced that Duquesne’s proposals other than divestiture reflect
all actual market evidence.

As described in the following sections of this Order, we determine the net
present value of Duquesne’s stranded costs, recoverable under the definition of stranded
costs in the Act, as of January 1, 1999.

We agree with the ALJ that itis an economic tenet that the marketplace
determines the true value of an asset. Specifically, an actual “arms length” market
transaction between awilling seller and a willing buyer to determine the value of an asset
is superior to the expert predictions of what the future value of that asset may be.

We find that a present divestiture of utility generation can reasonably
satisfy the “known and measurable” criteria set forth in the Act. Therefore, as
recommended by the ALJ, we accept the rejoinder offer of Duquesne to divest itself of
generation if the proposed DQE-APS merger is not consummated. We also accept
Duguesne’s proposal to offer that divestiture of its generating assets in order to determine the
value of its stranded utility generation. In the event the proposed merger with APSis not
consummated for any reason whatsoever, divestiture should occur, preferably within 18
months of entry of our final Order disposing of the application. As noted in Duquesne’s
exceptions, we recognize that alonger time frame may be necessary. A more specific time
frame will be determined in the divestiture proceeding involving Duquesne.

Within 90 days of entry of this Order in this case, and in conformity with the

guidelines established below, Duquesne should file aplan of divestiture of its generating
assets, together with a proposal for addressing its continuing obligation to serve under the rate
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cap. All interested parties should have an opportunity to respond to the divestiture and/or

obligation to serve proposals.

10.

11.

12.

13.

Duquesne is directed to provide the following itemsin its divestiture plan:
Company shall file the proposed plan for divestiture within 90 days.

The plan shall be served on al partiesto this proceeding.

Parties shall file comments to the filed plan within 60 days.

Duquesne shall file a response to comments and accepted revisions
within 30 days, thereafter.

The plan shall detail a schedule for pre-bid conferencing and the
exchange of relevant information.

The plan shall disclose those assets and/or operational criteria of an
asset essential for the continued reliability of servicein the Duquesne
territory.

The plan shall include a discussion of the treatment of shares of nuclear
and fossil units for whom Duquesne is a minority owner. Specifically,
the plan shall delineate Duquesne’s proposed treatment of nuclear
ownership shares should no bids materializefor those shares, as well as
Duquesne's ability to sell its stakein Beaver Valley 2 and Perry 1 to the
other owners of those units or to swap Duquesne’s stake in these units
with the owners for the output of other fossil units.

Divestiture shall include both fossil and nuclear assets.
Proposals may be accepted for an individual asset or portion thereof.

The plan shall detail the approvals necessary for the acquisition of an
individual asset or portion thereof.

The plan shall disclose environmental obligationsof a particular asset
and enforcement agreements entered into by Duguesne associated with
an asset. The plan should detail the handling of current trust funds and
reserves associated with environmental liabilities.

The plan shall describe the transmission access available to a particular
asset and any general transmission agreements associated with a
particul ar asset.

The plan shall include tracking and accounting for the transaction costs
associated with the divestiture activities, both internal and external.
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14.  The plan shall describethe ratemaking accounting for use of proceeds
of the plan as it relatesto offsetting the generation and regulatory
stranded costs and the computations of the CTC and shopping credit.

15.  The plan shall include opportunity provisionsfor the continued sale of
output to permit Duquesne to satisfy its obligation as provider of last
resort.

16.  The plan shall set forth transitional issuesand the resolution of those
issuesin a manner that is fair to customers, investors, the employees of
the Company, local communities, and other affected parties.

We would also note that as divestiture may not be accomplished by January 1,
1999, for the interim period the shopping credit in use shall continueto be the Pilot Customer
Participation Credit (“CPC”) and energy credits. Upon determination of the value of
Duquesne’s utility generation assets, following implementation of the divestiture plan,aCTC
shall be adopted that reconcilesthe actual stranded utility generation value with the interim
amount collected, as described below.

With regard to the exceptions of the IBEW, we note that its reliance upon
Section 2804(5) of the Public Utility Code (66 Pa. C.S. 8 2804(5)) is misplaced. This
section states that:

The Commission may permit, but shall not require, an

electric utility to divest itself of facilities or to reorganize its

corporate structure.
It is clear that this section of the Act expressly gives us the authority to approve a
divestiture of facilities or other reorganization by an EDC. In the present case, we are
accepting an offer made by the Company. Moreover, we have not ordered D uquesne to
sell its generating units. The IBEW'’ s claim that we are some how sitting as a “ super
board of directors” over Duquesne’ s operaionsis also in error. We are accepting a
proposal made by Duquesne and are in no way dictating that it divest itself of the
generating units in question.

The IBEW statement that Duquesne is not voluntarily offering to sell its
generating plants, but actually waiving its right to be protected from an order directing it
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to sell the generation facilities is not supported by the preponderance of the record which
show s that the Company constructed a detailed plan and presented it of its own volition.

The IBEW claims that allowing Duquesne to sell these assets violates the
rights of its employees and the communities given them in Section 2802(18) of the Act
(66 Pa. C.S. 8 2802(18)) is also baseless. The divestiture plan must consider
environmental, employee, and community impact, as described above. IBEW and all
other parties may raise issuesin response, and the approved divestiture plan will consider
all issuesas appropriate.

(b) Non Divestiture

In the event that Duquesne does not file aDivestiture Plan within 90 days
from the date of entry of the final Order in this case, in conformity with the foregoing
guidelines, the value of Duquesne’s granded utility generation shall be determined based
on the record of this proceeding as described below. The first task in making such a
determination is to ascertain the net book value of Duquesne’s utility generation as of
January 1, 1999. Second, we must ascertain the market value of those assets as of
January 1, 1999. The difference between the net book value and the market value of the
assets as of January 1, 1999 is the stranded utility generation amount. We note that the
determination is the exact same in the event of divestiture, except that the proceeds of the
sale shall be used instead of the market valuation adopted herein.

6. Summary and Conclusion
We find that only a market-based determination of stranded cogs can
reasonably satisfy the “known and measurable” criteria set forth in the Act. Expert
predictions based upon market price projections are subject to errors of estimation and are

inherently inferior to valuations based upon market data.

Therefore, as recommended by the ALJ, we accept the rejoinder offer of
Duquesne to divest itself of generation if the proposed DQE-APS merger is not
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consummated. W e also accept Duquesne’s proposal to offer that divestiture of its
generating assets in order to determine the value of its stranded assets. In the event the
proposed merger with APS is not consummated for any reason w hatsoever, divestiture
should occur, preferable within 18 months of entry of our final Order disposng of the
application. As notedin Duguesne’'s exceptions, we recognizethat a longer time frame
may be necessary. A more specific time frame will be determined in the divestiture
proceeding involving Duquesne.

Within 90 days of entry of final Order in this case, and in conformity with
the guidelines established below, D uquesne should file a plan of divestiture of its
generating assets, together with a proposal for addressing its continuing obligation to
serve under the rate case. All interested parties should have an opportunity to respond to
the divestiture and/or obligation to serve proposals.

B. Generation Related Stranded Costs (Recovery Pursuant to Section 2803(3))

1. Net Book Value

(a) Total Net Book Value

(i) Positions of the Parties

The Company claimed a net book value for its generating plant of $917.61
million. The Company asserted that thisvalue is net of claims for M& S and fuel related
sunk costs of $41.11 million, the present value of the lease expense for Beaver Valley 2
of $475.57 million, and deferred income taxes of $197.33 million. (R.D., p.160).

The OT Sfound that the total net book value of Duquesne’s fossil
generating plants should be reduced by $65.58 million to reflect a disallowance of the
stranded cost claim made by Duquesne with respect to Phillips Power Station (Units 1, 2,
3, and 4) and Brunot Idand Power Station (Units 3 and4). Furthermore, the OTS
asserted that if a one-time administrative valuation of granded costs is required as of

86



January 1, 1999, then the Company’s claim for $1,236.95 million in net book value
should also be reduced by $41.11 million ($33.40 million nuclear and $7.70 million
fossil) for the category “M & S and Fuel-Related Sunk Costs.” The OTS' resulting net
book valueis $1,139.22 million ($764.14 million nuclear and $375.08 million fossil.
(R.D., p.161).

The OCA estimated the total net book Value of the Company’s owned
generation assets to be $913.02 million, excluding Beaver Valley 2 |ease costs and
$1,274.91 including those costs (net of tax). (R.D., p.161).

DIl used Duquesne’s quantification of net generating plant and CWIP
balance of $979.130 million at December 31, 1998. (R.D., p.162).

HSS/ARI claimed that Duquesne failed to satisfy the “known and
measurable” standard imposed by the A ct as a predicate to recovery of any stranded costs.
HSS/ARI did not dispute Duquesne’s calculation of a net book investment in generation-
related assets is $1.236 billion. However, HSS/ARI did object to the use of that net book
value for purposes of establishing the generation component of Duquesne’s rates or
Duquesne’s potential stranded costs. (R.D., pp. 162-163).

The PRA urged adoption of the OCA’s calculation of total net book value
to be utilized for calculaing the Company’s stranded investment in owned-generating
plant. (R.D., p.164).

(b) Beaver Valley 2 Lease Costs

(i) Positions of the Parties

Duquesne claimed that the present value (“PV") of its Beaver V alley Unit
No. 2 lease expense is$278.24 million. The OTS, the OCA and DIl all agreed that
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Duquesne should be permitted to recover the costs of the lease payments for Beaver
Valley Unit No. 2* (R.D., p.164).

The OTS included a nuclear stranded cost allowance of $287.19 million for
the present value of the Beaver Valley 2 lease expense. (R.D., p. 165).

The OCA argued that the level of recovery under Section 2808(c)(3) of the
Act isadiscretionary determination and recov ery under Section 2808(c)(1) and (c)(2) is
not discretionary. Duquesne proposed to treat only $32.48 million associated with Beaver
Valley 2 as an “owned-generation” asset and proposed to treat the |ease payments as
regulatory assets subject to recovery under Section 2808(c)(1). The OCA submitted that
the entire amount of the Beaver Valley 2 |ease should be classfied as owned-generation
and subject to Section 2808(c)(3). (R.D., pp. 165-166).

DIl agreed that Duquesne should be permitted to recover the Beaver Valley
2 lease costs, but sought to ensure that the Company does not recover the costsin two
portions of its stranded cost calculation. The DIl maintained that its treatment of these
costs ensures no double recovery. (R.D., p.167). The PRA concurred with the approach
of the OCA on thisissue. (R.D., p.168).

3. Phillips and Brunot Island Costs

(a) Positions of the Parties

Duquesne claimed $65.58 million net book value'® for Units 1, 2, 3, and 4 at
Phillips Power Station and Units 3 and 4 at Brunot Island Power Station. (R.D., p.168).

red ntoa le kt ct onthagre eBea erva
2 asset from |% oo s uqulesne ﬁlg a%ﬁ) f@n uqluesneg 51 uques\rlleélt ie%
at 57.
16 The OT S noted that the $106.8 million claim for the cold reserve units
mentioned in OTS' witness Mr. Metro’ stestimony is the $65.58 million rate base amount
plus approximately $40 million in deferred taxes. OTS M.B. at 22, fn. 4; OTS Cross
Exh. 3.
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The OTS opposed inclusion of the Phillips and Brunot Island cold reserved
units in the Company’s stranded cost claim as being contrary to the Act and stated that
costs for generating plants that are not “ used and useful” are not traditionally recoverable
under aregulated environment. The OT S further argued that D uquesne has not met its
burden of proving the costs relating to its cold reserved units that are traditionally
recoverable under aregulated environment or those costs are attributable to plants no
longer used and useful because of the transition to retail competition. (R.D., pp. 170-
171).

The OCA noted that the Company’ s and the OCA’s net book value differ
by only $5 million. The OCA further noted that this difference reflectsthe OCA’s
adjustment with respect to treatment of Brunot Island U nits 2B and 3, which are currently
in cold reserve. (R.D., p.171).

HSS/ARI also opposed the Company’ s claim relating to stranded costs for
Phillipsand Brunot Island. For purposes of considering Duquesn€ s granded cost claim,
HSS/ARI argued that its net book investment of $1.236 billion in generation-related
assets als0 should be reduced to eliminate the net book investment associated with the
Phillips and Brunot Island cold reserve capacity. (R.D., p.173).

The PRA agreed with the OCA that the cost of the cold storage units of
Phillips and Brunot Island should be included in the net book value. (R.D., p.175).

(b) ALJ’s Recommendation

If a one-time adminidrative valuation of stranded costs is required as of
January 1, 1999, the A LJrecommended that the Commission adopt the Company’s
calculation of net book value for its generation-related stranded costs with the following
adjustments. The A LJ concluded that the Commission should allow D uquesne its claim
of $41.11 million ($33.40 million nuclear and $7.70 million fossil) for the category “M &
S and Fuel-Related Sunk Costs” since this claim appears reasonable and no substantial
reason exists to deny it. Furthermore, the ALJ recommended that the Commission should
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also allow the Company to indude $475.57 million representing the lease expense for
Beaver Valley 2. However, for the reasons the OCA advanced, the ALJ concluded that
we should treat the |ease payments as part of the net book value of “owned-generation”
rather than as a regulatory asset subject to recovery under Section 2808(c)(1) of the A ct.

Additionally, the ALJ recommended that we not include $65.58 million net
book value for Units 1, 2, 3, and 4 at Phillips Power Station and Units 3 and 4 at Brunot
Island Power Station. (R.D. pp. 175-176).

(¢) Parties’ Exceptions

HSS/A RI exceptsto the ALJ s Recommended D ecision by asserting that the AL Jerred in his
recommendation that Duquesne be permitted to include in net book value, for purposes of calculating stranded costs,
expenditures that Duquesne has not shown to be jus and reasonable. HSS/ARI further contends that the ALJ erred by
failing to order an immediate rate reduction to reflect a disallowance of such expenditures.

HSS/ARI also excepts to the ALJ s conclusion that HSS/ARI failed to introduce a credible issue
with respect to the expenditures included in Duquesne’s 1996 Test Y ear cost of service. The ALJ concluded that
HSS/ARI failed to “identify even a single expenditure as unreasonable,” thus improperly shifting the burden of proof
to HSS/ARI. HSS/ARI contends that the Commission has stated emphatically that “[a]n intervenor challenging a
company claim supported only by the utility’s bare assertion ‘was under no obligation to adduce either evidence or
analysis.” Accordingly, HSS/ARI argues that the ALJ misread the law with respect to the burden on HSS/ARI in
challenging the Company’s expenditures. (HSS/ARI Exc., p14.).

HSS/ARI further assert that the ALJ erred by including in Duquesne’s net book value a portion of
Duquesne’ s remaining net book investment in the cold-reserved Phillips and Brunot Idand facilities. HSS/ARI states
that in the Recommended Decision, the ALJ correctly ruled that the net book value of Units 1, 2, 3, and 4 of the
Phillips Power Station and Units 3 and 4 at the Brunot Island Power Station should be disallowed. (R.D. pp. 175-
76). However, the ALJ erroneously disallowed only $65.58 million associated with those plants. (HSS/ARI, Exc. p
16).

HSS/ARI and the OTS assert that it is undisputed that Duguesne’s net book investment in the cold-
reserved units is $106.8 million. The OTS notes that the $65.58 million disallowed by the ALJ, is net book value, net
of taxes. (OTS Exc. p. 18 f. 5). Accordingly, HSS/ARI and the OTS contend that the Recommended Decision
should be modified to provide for the disallow ance of the full $106.8 million in D uguesne’s net book investment in
the cold-reserved units. (HSS/ARI Exc. p. 16, OTS Exc. p. 19).
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Duquesne excepts to the ALJ s finding that the costs of the cold-reserved
Brunot Island and Phillips unitscannot be recovered because these costswere not
stranded by the Act. Duquesne stated at page 12 of its exceptions that the notion that
these cold-reserved units are not stranded by the A ct, while perhaps superficially
appealing, isincorrect as a matter of fact. Duquesne argues that the Company’ s decision
to place aunitin "cold reserve" —rather than to retireit — is based on the very expectation
that the unit will have value in afuture year. Therefore, Duquesne asserts that the past
treatment of these units supports recovery of their costs. (Duquesne Exc. p. 12).

(d) Resolution

In determining the Total Net Book Value under the merger scenario, we find
that the principal starting point shall be the OCA valuation as expressed by Duqguesne in
Appendix B of its Reply Brief in this proceeding. A one-time administrative val uation of
stranded costs is required as of January 1, 1999, and we will adopt the Company’ s calculation
of net book value for its generation-related stranded costs, with the following adjustments.
We will adopt the OCA’s level of working capital of $61.53 million as this claim appears
reasonable and supported by the evidence of record. We note that Duquesne identified this
claim but did not includeit within its claim of stranded costs. Ostensibly, Duguesne’'s
working capital is comprised of itemstraditionally recoverable through base rates. The items
in this claim include fuel inventory and materials and supplies (M & S) as maintained at each
plant site.

Wefindthat it is reasonable and appropriate to allow the Company its stated
claim of $475.95 million representing the |ease expense for Beaver Valley 2. Asthe OCA
explained, the sale |easeback transition of Beaver Valley 2, isa*“financing vehicle” and that
the facility is“owned” by Duquesne. (R.D., p. 166). Therefore, we shall treat the lease
payments as “owned-generation”, rather than as a regulatory asset subject to recovery under
Section 2808(c)(1) of the Act.

Wefind that the OTS' adjustment to exclude the Company’s claim of fossil
plant stranded costs of $65.58 million net book value for Units 1, 2, 3, 4 at Phillips Power
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Station and Units 3 and 4 at Brunot Island Power Station to be reasonable and in accord with
the evidence. We note that Section 2803 of the Act defines*” stranded costs” as costs that are
traditionally recoverable under aregulated environment. Costs for generating plants that are
not “used and useful” are not traditionally recoverable under a regulated environment.

While the Act provides an exception for costs attributable to physical plants no
longer used and useful because of the transition to retail competition, Duquesne
acknowledges that these units were placed in cold reserve and removed from rate base more
than ten years ago, when no competitive electric generation market for Duquesne’s end use
customers existed. (Tr. 195-196). Itisevident that the Act and the transition to a competitive
generation market played no role in the decision to “cold reserve’ these units. Accordingly,
consistent with the provisionsof the Act we find that the Company’s clam, for inclusion of
the net book value of Phillipsand Brunot Island in our stranded cost determination, is not
meritoriousand, therefore, it is denied.

Premised on our review of the record as developed in this proceeding, we find that it is
reasonable and appropriate to allow the Company its stated claim of $475.95 million
representing the lease expense for Beaver Valley 2. Asthe OCA explained, the sale
leaseback transaction of Beaver Valley 2, isa“financing vehicle” and that the facility is
“owned” by Duquesne. (R.D., p. 166). Therefore, we shall treat the |lease payments as
“owned-generation”, rather than as a regulatory asset subject to recovery under
Section 2808(c)(1) of the Act.

e. Summary

In determining the Total Net Book Value under the merger scenario, we
find that the principal garting point shall be the OCA valuation as expressed by Duquesne
in Appendix B of its Reply Brief in this proceeding. We shall adopt the OCA’s level of
working capital of $61.53 million as this claim appears reasonable and supported by
record evidence.
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Based on our review of the record as developed in this proceeding, we find
that the OTS' adjustment to disallow Duquesne’s claim of fossil plant stranded costs of
$65.58 million net book value for Units 1, 2, 3, and 4 at Phillips Power Station and U nits
3 and 4 at Brunot Island Power Station to be reasonable and in accord with the evidence.

We conclude that the Duquesne RFP process was seriously flawed and its
use would result in an administratively determined market price that bears no relation to
whether the price that consumers are likely to pay in a competitive market or the price
which suppliers can be expected to provide generation.

We shall treat the lease payments as “owned generation”, rather than as a
regulatory asset and we find that it is reasonable and appropriate to allow D uquesne its
stated claim of $475.95 million representing the lease expense of Beaver Valley 2.

2. Market Value

a. Future Market Value of Duquesne’s Generation

Three witnessesin this case submitted market price and market revenue
projectionsfor Duquesne’'s portfolio of generation: Michael Schnitzer (Duquesne),
Douglas Smith (OCA) and Randall Falkenberg (DI1). In addition, Dr. Robert Weisenmiller
(HSS/ARI) provided testimony on variousissues affecting the market value of Duquesne’s
generation assets. We find the testimony of OCA witness Smith to be the most reasonable
and credible for utilization in this proceeding and the testimony of HSS/ARI withess
Weisenmiller most credible in criticizing the Duquesne proposals and providing other
evidence of market value.

i. Duquesne’s Proposal
Duquesne argues that it proposes to determine market prices for the

purposes of calculating its utility generation stranded costs by using “actual market

evidence” wherever possible. To do so, Duquesne presented witness Schnitzer, who
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divided the task into two segments. First, witness Schnitzer estimates future market
prices for the period 1998 through 2005 using as a starting point for his analysis the
results of Duquesne’s summer 1997 Request for Proposals (“RFP”). Second,
Duquesne witness Schnitzer inputs computer assumptions to derive price projections
for the period 2006 until the book retirement date of each of Duquesne’s generation
facilities. Duquesne witness Schnitzer based his forecast (for those years) primarily on
the cost of new capacity, arguing that the cost of new capacity serves as a “cap” on

market prices.

Duquesne’s witness Schnitzer assumes “the technology of choice for new
entrants in 2006 will be a gas-fired combined cycle unit” and develops a range of
prices reflecting alternate assumptions concerning capital cost, heat rate and the
capital structure and payback requirements of the project. In order to determine
market prices for new gas-fired combined cycle entrants, Duquesne witness Schnitzer
estimates gas prices delivered into ECAR. OCA M.B. at 30-31; Duquesne St. 3 at 26-
27. Using this approach, Duquesne witness Schnitzer estimates market prices in 2006
ranging from $34/MWh to $44/MWh in 2006 dollars, and escalates these prices with
an annual estimate of general inflation of 2.5%. Id. at 27. He presents his results as
“a real levelized price,” reflecting an 84% capacity factor, which reflects the average
capacity factor of Duquesne’s generation portfolio. Id. Duquesne witness Schnitzer
concludes that actual prices are likely to be lower than his results indicate due to
improvements in technology, customer willingness to interrupt, less costly supply
options than included in his projections, and entry of excess capacity into the

competitive market.
Duquesne witness Schnitzer’s market prices produce a range of market
values of Duquesne’s generating assets from $27 million at the low end to $278 million

at the high end.

ii. Duquesne’s Market Prices through 2005
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Duquesne’ s witness Schnitzer bases his market price projectionsfor the
period 1998-2005 on the results of the Duquesne RFP in June of 1997. Pursuant to the
RFP, Duquesne offeredto sell a minimum of 50 MWs of firm power for a one-year period
and a minimum of 100 MWs (with a maximum of 500 MW) of firm power for an eight-
year period commencing on January 1, 1998. Duquesne St. 7 at 6. Duquesne sent out 300
noticesto marketers around the country to solicit participation in the RFP. N.T. 156.
Duquesne received five bids for the one-year sale and 11 bids on the eight-year sale.
Duquesne St. 7 at 9; N.T. 823. Asaresult of the RFP, contracts were executed with two
entitiesfor a total sale of 50 MW for one year, and with one entity for a sale of 100 MW for
the eight year period. Duquesne St. 7 at 10. The weighted average price for the one-year
sale was $18.16/MWh and the winning bid for the eight-year sale was $20.19MWh on a
“nomina” levelized basis. 1d.

Duquesne witness Schnitzer used the winning bids in the RFP as the basis for
his projected market pricesthrough 2005. He adjusted the RFP results to reflect a 1998 spot
market price of 1.78¢/kwh, and assumed inflation at 2.5% annually through 2005.
Duquesne Exh. MM S-4.

iii. Responses of Other Parties

OCA, DIl, HSS and MAPSA extensively criticized the RFP conceptual
approach and the implementation of the approach as inadequate to provide a credible
market valuation for the period ending in 2005. HSS/ARI provided the most detailed
critician, although OCA, DIl, and MAPSA raise several of the same concerns.

Conceptually, the parties argued that the RFP provideslittle, if any useful
information for determining the value of Duquesne’s generating assets. For example
HSS/ARI argues that the Duquesne RFP reflects only a wholesale price for the incremental
energy produced by an existing unit. HSS/ARI argues the RFP at best measures only the
incremental generating costs of incremental output from existing generation that has already
been committed. These incremental costs do not include any “start-up” or “no load”
variable O& M costs, much less any of the “to go” or “going forward” costs, such as fixed
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O& M costs, capital additions, or fixed fuel costs. HSS/ARI cites Duquesne’ s testimony
that its “to go” or “going forward” costs for its generating units are between $23.3/MWh
and $35.9/MWh on afive-year levelized basis. HSS/ARI M.B. at 32; HSS/ARI Exh.
RBW-12.

HSS/ARI arguesthat in a competitive market, afirm only will commit to
salesat pricesat least covering its “to go” costs, and that most firms typically would not sell
unlimited quantitiesfor $18/MWh, as suggested by the results of the RFP, because it will
cost them significantly more to produce such power on a “going forward” basis. Rather,
plants with higher operating costs will not operate. As supply decreases, the market price
will increase to higher levels sufficient to attract expanded operation of existing units or
new capacity. Id. at 29.

HSS/ARI arguesthat the prices resulting from the RFP for minimal quantities
of power cannot be reflective of the value of the whole market for Duquesne’s energy in
1998 or in the years through 2005. HSS/ARI St. 1 at 27. HSS/ARI argues that the
proposition that a solicitation for 50 MWs of electricity (or even 500 MWSs) is a meaningful
surrogate for all the power needs of Duquesne, let alone the Western Pennsylvania region,

IS not reasonable.

HSS/ARI concludes that the RFP concept suffers fatal design flaws that
disqualify its use to establish the market price of energy through 2005.

Besides conceptual flaws, several partiescriticize the specific requirements of
the RFP process imposed by Duquesne. HSS/ARI and City assert that Duquesne’s RFP has
such restrictive rulesthat it must have been intended to provide the result Duquesne wanted:
alow estimate of the market value of electricity that would serve to maximize Duquesne’'s
stranded cost clam. They argue that the terms and conditions of the RFP reduced the
number of potential buyers and reduced the price bid by the limited number of bidders that
actually participated in the process.
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First, the RFP did not contain any flexibility to accommodate differing power
purchaser’ s needs with respect to the length of the purchase terms. HSS/ARI Exh. RBW-
14. The universe of potential bidders was reduced to those needing power for exactly one
year or eight years, with no flexibility in bidding. For example, the bid process could not
accommodate a bid for five years combined with another entity’ s bid for the remaining
three years of the eight-year term. Accordingly, potential bidders not interested in power
for aone- or eight-year term would not have contributed any competitive effect on the
price. HSS/ARI M.B. at 33.

Second, the RFP explicitly excluded any firm transmission rights or any
ancillary services. HSS/ARI argues that the RFP pricesreflect solely the value of
Duquesne’s firm power at the generating station, and that power with transmission services
and ancillary servicesavailable isinherently more valuable to alarger number of potential
bidders, since the transmission and ancillary services are necessary to use the purchased
power. Thus, the net effect of this limitation was to reduce the amount bid for the
electricity. HSS/ARI M.B. at 34-35.

Third, the RFP included a “take-or-pay” provision requiring payment of 75%
of the winning bid price, regardless of how much power could be delivered to its market.
HSS/ARI Exh. RBW-14 at 7-8. For example, if a bidder agreed to pay $19/MWh with a
75% take or pay clause, but only expected to be able to take the power 50% of the time, the
resulting effective price of the power would be $28.5/MWh (before transmission and
ancillary service charges). HSS/ARI St. 1 at 36. HSS/ARI argues that the combination of
the “take-or-pay” provision with the failure to assure firm transmission rights increasesthe
real price of power to the bidder, therefore lowering the bid and limiting the number of
potential bidders.

In addition, HSS/ARI identifies several actions by Duquesne related to the
bids themselves. HSS/ARI suggested that Duguesne was not interested in maximizing the
number of bidders or obtaining the highest bids. For instance, HSS/ARI points out that
Duquesne rejected a facsimile, even though it was hand-delivered to Duquesne on atimely
basis, because the RFP rules prohibited the submission of bids by facsimile. HSS/ARI Exh.
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RBW-15. That bid for the one-year term was $20.00/MWh or $1.84/MWh higher than the
weighted average of the two accepted bids. 1d.

HSS/ARI assert that the minimum number of bids alone should have
suggested to Duquesne witness Schnitzer that there were factors at play that disqualified the
RFP results from being a meaningful measure of market value. HSS/ARI M.B. at 30. For
the foregoing reasons, HSS/ARI contend that the projections based upon the results of the
RFP cannot provide areasonable measure of future retail market values. HSS/ARI M .B.
at 30-31.

iv. Resolution

We conclude that HSS/ARI in particular, as well as OCA, DIl and MAPSA,
substantially discredit the usefulness of the RFP results for establishing a market price of
energy through 2005. We find that the RFP is conceptually flawed and was not
implemented in a manner permitting it to provide an evidentiary basis for the valuation of
Duquesne generation assets. In particular, we reject the Duquesne RFP as a basis for
projecting market pricesfor the following reasons:

. it reflects the incremental energy price not the total cost for
energy and capacity;

. it does not reflect any ancillary services, line losses, start-up
costs, variable O& M costs, or “to go” costs such as fixed O&M
costs, capital additions, or fixed fuel costs;

. it reflects the price only within the Duguesne control area,
not a market clearing price that will exist in the region;

. it denied prospective bidders any assurance that they would
be able to purchase firm transmission rights on Duquesne’ s system
or from D uquesne’s system to their loads;

. it required a proposed contract with a take-or pay provision at

a high capacity factor, imposing ahigher delivered cost in the
absence of firm transmission rights.
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. it was only for a one-time sale of a small amount of power
that does not reflect a regional market price for competitive power;

. it proposed required terms that were not negotiable as would
be the case in a competitive market; and

. Duquesne rejected atimely, hand-delivered facsimile bid at a
higher price than the winning bid because the rules prohibited
facsimiles.

We conclude that the Duguesne RFP process was seriously flawed and its
use would result in an administratively determined market price that bears no relation to
either the price that consumers are likely to pay in a competitive market or the price at
which suppliers can be expected to provide generation.

b. Duquesne’s Post-2005 Market Prices

Duquesne witness Schnitzer used a computer-based projection to determine
the market prices and market revenues that determine the value of Duquesne’s generation
assets considering the period that beginsin 2005 through the end of their useful lives. OCA
witness Smith and DIl witness used a similar method to determine the market prices and
market revenues for the entire period beginning in 1999, although their modelling was
substantially different.

Duquesne witness Schnitzer’ s projection for the post-2005 period is primarily
based on the assumption that new capacity will be needed, that natural-gasfired combined
cycle (cc) units will be constructed to meet the additional capacity requirements, and that
the cost of such new capacity will set the ceiling on the market price of electricity. Thus,
Duquesne witness Schnitzer’ s projections concerning the capital and operating costs of the
combined cycle units, including the price of natural gas, are central to hisforecast. The
following discussion focuses on these key issuesthat strongly support our conclusion that
Duquesne witness Schnitzer’ s forecast for the post-2005 period is not credible.

DIl argues that Duquesne witness Schnitzer does not address a number of
relevant factors that must be considered in a market price forecast, including the following:
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The relevant market for the forecast, an accurate assessment of fuel prices, consideration of
information about the regional fleet of generation resources, such as generator capacities,
heat rates, availability statistics, and maintenance requirements, customer demands (average
energy and usage patterns), sufficient future capacity additions, and a realistic assessment of
the cost and efficiency of new capacity. DIl finds Duquesne’s analysis simply lacksthe
level of detail necessary for it to provide an adequate basis for the Commission
determination of Duquesne’s stranded utility generation.

c. Price of capacity

Duquesne witness Schnitzer assumes capital costs for CC units in 2005 from
alow of $395/kW to a high of $500/kW. In 1996 dollars, Duquesne witness Schnitzer’s
capital cost estimateswould be $316/kW and $400/kW. N.T. 438-439. Duquesne witness
Schnitzer indicated that he based his high and low capital cost estimates upon his review of
industry data, including “areview of Gas Turbine World . . . indicatesthat . . . installed
costs are now quoted as low as $318 to $380 per kW.” Duquesne St. 3R at 22. The Gas
Turbine World edition that Duquesne witness Schnitzer refers to was for 1997. N.T. 440.

DIl and HSS/ARI assert that Duguesne capital cost assumptions are
unreasonably low, thereby understating the market price of power. New units must sell
electricity at prices sufficientto recover their average variable cost, which includesa
contribution to the fixed cost associated with operating the unit. DIl St. 2 at 16. DIl
assumes a capital cost of new combined cycle capacity of $595/kW and, $300/kW for an
oil-fired combustion turbine. Id. at 25. These figures are consistent with assumptions used
by other utilitiesin restructuring proceedings.

HSS/ARI presented evidence asserting that Duquesne witness Schnitzer’s
capital cost assumptionsfor the capital costs of combustion turbines are understated.
HSS/ARI presented the 1996 edition of Gas Turbine World indicating pricesfor 28 units
ranging in price from a high of $1200/kW to alow of $403/kW. HSS/ARI indicated that
many of the less expensive units have prices per kW that range from $500/kW to $800/kW,
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substantially higher than Duguesne witness Schnitzer’s high case estimate of only
$400/kW. 1d.

In rebuttal, Duquesne witness Schnitzer indicated that his estimates were
based on 1997 Gas Turbine World data, and not 1996 data, and that prices dropped
significantly from 1996 to 1997. Duquesne St. 3R at 22; N.T. 440. HSS/ARI responded
that the 1997 report provides pricesfor 28 units excluding the smallest units, with prices
ranging from a high of $1000/kW to alow of $612/kW in 1997 dollars, compared to
Duquesne witness Schnitzer’s high case assumption of $410/kW. Only 11 of the 28 units
list priceslower than Duquesne witness Schnitzer’s high case estimate of $410/kW, and
only one unit has a price lower than his low case estimate of $324/kW. In general, the 11
units with priceslower than Duquesne witness Schnitzer’s high case estimate carry the
highest absolute pricesranging from approximately $100 million to $260 million. Further,
the net plant output on those units range from approximately 260 MW to 760 MW, as
compared to the lower absolute cost units listed in the report as a whole that, in general,
have net plant output ranging from just 7.9 MW to approximately 180 MW. Moreover,
according to Duquesne witness Schnitzer, the lowest cost per kW unit listed in the report,
the only one that has alower price per kW than Dugquesne witness Schnitzer’s low case
estimate, is the state of the art design. N.T. 440-441. Its net plant output israted at 757.5
MW. HSS/ARI M.B. at 39-40.

Thus, HSS/ARI argues that Duquesne witness Schnitzer’s capital cost high
case estimate requires an assumption of one particular unit and the exclusion from
consideration of the 45 other units listed in the report, regardless of the plant output needed
to serve incremental load at any given time. HSS/ARI argues that Duquesne witness
Schnitzer’s low case estimate requiresthe assumption that only a state of the art unit with
capacity of approximately 760 MW and an absolute cost of $240 million will serve the
market and the exclusion from consideration of the 55 other units listed in the report,
regardless of the plant output needed to serve incremental load at any given time. HSS/ARI
asserts that such assumptions are not reasonable because many factors affect the selection of
aparticular unit for installation, requiring a market projection that reflects a variety of
requirements.

101



Duquesne witness Schnitzer testifies that his cost estimatesare “installed
costs” that include items such as “interconnection with the electric grid, an initial stocking
of spares and materials and suppliesand a fuel supply interconnection . . . (and) a cost of
land.” N.T.431-433. AsHSS/ARI notes, however: The 1997 Gas Turbine World report
states:

These turnkey price levels, as noted, are for ‘plain vanilla’ plant
equipment and services. Extended site work such as co-
generation process steam or utility plant tie-insare not covered,
nor are extensive buildings, nor are alarge inventory of
operational spares such as combustor baskets, blades and

vanes, etc.

Also not included are the indirect, or so-called ‘soft costs' that
can significantly increase the overall project budget costs.'’
These would include interest during construction, financing and
legal fees, licensing and permitting, insurance and bonding,
workman’s compensation, salestax, extensiveinland freight,
owner’s cost and overhead, and finally, project contingency
funds.

HSS/ARI M.B. at 41; HSS/ARI Cross Exh. 10 at 22 .

As aconsequence, HSS/ARI concludes that Duguesne witness Schnitzer’s
presents an unreasonably low capital cost assumption that is the major input driving his post-
2005 price projections, precluding its usefulnessin this proceeding.

7 Schnitzer was not familiar with the term “soft costs.” N.T. 431.
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i. Inflation Assumptions

Duquesne witness Schnitzer’ s forecast assumes a future annual inflation rate
of 2.5% until 2026, the end of the analysis period.

HSS/ARI arguesthat an a assumption of 2.5% annual inflation through the
end of the useful lives of Duquesne’s generation units is unreasonably low. All of the cost
components of a new generation facility are exposed to the effects of inflation. In contrast,
existing plants’ costs include amounts which already were expended, are kept on the books
at historicd costs, and, thus, are not affected to the same degree by a change in future rates
of inflation as are new facilities. Thus, HSS/ARI argues that Duquesne witness Schnitzer’s
assumption of an unrealistically low 2.5% inflation rate depresses market-clearing price
projections, in turn inflating stranded costs.. HSS/ARI M.B. at 45-46.

HSS witness Weisenmiller independently reviewed the U.S. Department of
Commerce’sinflation data. He compares Duquesne’s 2.5% inflation assumption to the
gross domestic product price deflator (“GDPPD”) and concludes that the average GDPPD
has been 4.64% per year over the last 25 years and 4.2% over the last 50 years. Those
historicd measures of inflation exceed Duquesne’s projection by more than 60%. HSS/ARI
Exh. RBW-53. Moreover, Dr. Weisenmiller finds that during the last 50 years, the GDPPD
never has increased on average at a rate of 2.5% or less annually for a 25-year period. Id. at
130-131. Dr. Weisenmiller also findsthat outbreaks of significant inflation occur
periodically.
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ii. Gas Price Forecasts

Since Duquesne witness Schnitzer assumes the technology of choice in
2006 will be natural gas-fired combined cycle units, his forecast of natural gas prices is
a critical factor in his post-2005 price projections of electricity. Duquesne witness
Schnitzer’s forecasts a basically flat nominal price ranging from $2.20 to $2.60 per
MMBtu.

HSS/ARI criticizes the forecast as unreasonably low, without any
substantial supporting evidence, and that it produces an unreasonably low forecast of
electric prices, resulting in a higher stranded cost determination. Since the Duquesne
gas price forecast is stated in nominal terms, it implies that the real price of gas, after
accounting for inflation, is projected to decrease in each year at approximately the
rate of inflation through 2026. HSS/ARI St. 1 at 126

HSS/ARI asserts that there are two primary flaws in Duquesne witness
Schnitzer’s analysis that discredit his forecast of natural gas prices. First, Duquesne
witness Schnitzer assumes a wellhead gas price forecast that is low by comparison to
other existing forecasts. Second, Duquesne witness Schnitzer uses a gas transportation
rate that is unrealistically low. HSS/ARI M.B. at 42; HSS/ARI St. 1 at 125.

For the price of the gas itself, Duquesne witness Schnitzer bases his
forecast on “quotes for forward prices through 2005 for gas delivered to Henry Hub in
Louisiana.” Duquesne St. 3, at 26. HSS/ARI Exhibit RBW-49 and HSS/ARI Cross-
Examination Exhibit S identify the “quotes” as a letter from an over-the-counter

securities brokerage firm concerning futures prices at Henry Hub.

HSS/ARI argues that Duquesne witness Schnitzer uses underlying source
“data” for his price forecast that is remarkably shallow. HSS/ARI M.B. at 42-43.
HSS/ARI witness Weisenmiller presented data from his review of publicly available
natural gas wellhead forecasts released by EIA, WEFA, DRI and GRI. HSS/ARI Exh.
RBW-50. Over the period 1995 to 2015, all of those forecasts predict real increases in
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the price of natural gas, ranging from 0.1% to 2.5% per year. HSS/ARI St. 1 at 126.
In Duquesne’s latest Integrated Resource Plan (“IRP”), filed September 1996 and
updated May 1997, Duquesne used a natural gas price escalation rate of 4.9% per
year. HSS/ARI St. 1 at 128. Thus, HSS/ARI concludes that Duquesne witness
Schnitzer’s natural gas forecast not only is unreasonably low vis-a-vis the forecasts of
industry forecasting experts, it is even far below Duquesne’s own forecast officially on
file with the Commission. HSS/ARI M.B. at 43.

To determine a transportation rate to get natural gas to delivery points
in ECAR, Duquesne witness Schnitzer relies upon a handwritten note he received
from Columbia Energy Services, an affiliate of Columbia Gas Transmission. N.T.
457-458. Based upon the handwritten document, Duquesne witness Schnitzer assumes
a 24¢ transportation rate to transport natural gas from Henry Hub to the market
area. N.T. 457. That differential is set forth in Duquesne Exhibit MMS-3. HSS/ARI
M.B. at 43-44.

HSS/ARI presented evidence that Duquesne witness Schnitzer’s
transportation rate does not capture a reasonable price for the transportation of
natural gas. First, the document on its face notes that CNG, another interstate
pipeline that supplies transportation to the Duquesne market, “trades .06-.09 higher
than Columbia Transmission. HSS/ARI Cross Exh. 7. Further, although Duquesne’s
witness Schnitzer believes the handwritten note he relies upon is intended to account
for transportation from the Gulf Coast to ECAR, he could not confirm that quoted
rate includes use of all pipelines necessary to reach Duquesne, did not review the
actual tariffed rates of Columbia, and did not consider the transportation rates of
other pipelines serving the region. N.T. 462-464; HSS/ARI Cross Exh. 8.

HSS/ARI witness Weisenmiller examined historical differentials between
wellhead and Midwest citygate prices to compare those data to Duquesne witness
Schnitzer’s transportation charge estimate of 24¢/MMBtu. He finds those
differentials average in the $0.50 to $1.00/MM Btu range, or 2.5 to five times Duquesne
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witness Schnitzer’s assumed transportation rate. HSS/ARI M.B. at 45; HSS/ARI St.
1 at 128.

iii. Resolution

The Commission accepts much of the HSS/ARI criticism of Duquesne
witness Schnitzer’s analysis and concludesthat his testimony does not provide a credible,
substantiated foundation for Duquesne’ s request for recovery of its stranded utility
generation. We find that the evidence presented concerning the capital costs for new
combined cycle units, inflation and gas prices do not reflect a reasonable review of
available evidence and are not reasonable once available market evidence is considered.
We find that witness Schnitzer did not conduct an adequate review of readily available
market data, adopted assumptionsthat are inconsistent with available evidence, and
produced a recommendation that is not credible, reasonable, nor substantiated by the record
in this case.
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d. OCA’s Market Valuation of Duquesne’s Generation

(i) OCA Witness Smith’s Market Valuation

The OCA’s witness D. Smith indicatesthat while Duguesne witness
Schnitzer’s analysis focused on the cost of entry of a new combined cycle plant as the upper
bound of arange of market value, OCA witness D. Smith presents a dispatch simulation
model of the APS/DL C system as a single market area using the ENPRO dispatch
simulation model to estimate market revenuesin each hour. OCA St. 2 at 5. OCA
characterizes ENPRO as a detailed, chronological model used by utilities and others for a
range of operational and planning analysis, that is well suited for the purpose of estimating
market prices based on the dispatch of marginal units for alarge electric sysem. OCA
notes that the Commission specifically approved the ENPRO model as quite suitable to the
task of estimating generating market revenuesin PECO Energy. OCA M.B. at 31-32.

The OCA’s witness D. Smith indicatesthat he modeled the APS/DLC
region as the rdevant market, while incorporating trading with other markets through the
use of import proxies that reflect existing transmission limitations in the region. DI
witness Falkenberg also concluded that it was preferableto model the existing region
rather than make assumptions that are unsupportable at this time concerning what the
relevant future regional market will be. DIl witness Falkenberg concluded that using a
larger region as the market would have no discernible impact on the results of the market
valuation analysis.

The OCA’s witness D. Smith represents the energy market in terms of bids
for delivered energy from each generating unit, with each bidder assumed to bid a price
sufficient to recover its average variable cost based on the unit’s historicd as-operated heat
rate. He testified that actual market prices can turn out to be higher because upward
pressure may be exerted on pricesin the Northeast and Mid-Atlantic due to an earlier need
for capacity in the PIM market and retirements and unavailability in the NEPOOL market
area. |d. at 14. Upward pressure resulting from the retirement of units for economic
reasons may also drive prices higher than assumed by Mr. Smith, who did not test the
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economic viability of ECAR generating units; he conservatively assumes existing units will
continue to operate. OCA M.B. at 33-34.

The OCA’s witness D. Smith used the DRI fuel forecasts adopted by the
Commission in PECO Energy. OCA characterized the DRI forecast as an independent,
nationally respected forecast. It’saccuracy and objectivity is such that PECO Energy used

the DRI fuel priceforecast in formulating its market valuation.

The OCA’s witness D. Smith assumes that newly constructed combustion
turbine units will be used for peaking duty and that combined cycle units will be used for
basel oad/intermediate duty. Id. He assumes all-in capital costs of $560/kW in 1997 dollars
for combined cycle units and $296/kW in 1997 dollars for combustion turbines. His
assumptions are based on his review of industry data and estimates provided by other
Pennsylvania utilities. OCA witness Smith indicated that several factors could raise future
generation costs above his projections:

. Greater interest costs during construction;

. Increase in CC/CT equipment costs from current market
conditions, which represent a historicd low point;

. Greater land costs;

. Greater project development costs, representing the “ soft costs”

needed for the legal, financing, and permitting efforts needed to develop a
successful project;

. Non-standardized plant features, reflecting tradeoffs between
plant design and capital cost. For example, combined cycle units with the
most complex and efficient steam cycleswill tend to cost more, as will units
with reliability features such as a bypass stack or multiple shaft design;

. Selective catalytic reduction (“ SCR”) equipment for control of
NOx emissions on CC units. The turnkey equipment costs underlying his
estimate include dry low-NOx burners, but not equipment for catalytic
reduction of NOx or CO,emissions. To the extent that SCR or other control
measures are actually required for someor all of the new CC generating units
built in PIM, additional capital and operating costs would be required,;
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. General Plant. His cost estimatestreat the CC and CT options
as stand-alonefacilities, and do not include an allocation of general plant
which would presumably be incurred by generating companiesin the ECAR
market.

The OCA’s witness D. Smith’s analysis assumes all generators selling into
the spot market at any given time will receive the same price for their output and price will
reflect the highest bid accepted by the system operator, and bidders will bid hourly output
based only on its variable cost. Thus, generating units with high variable costs that run
infrequently will receivelittle or no contribution toward their fixed costs in most hours.
However, such units will need to recover such costs and the market will provide
mechanismsto enable the recovery of such costs.

The OCA’s witness D. Smith identifies four ways in which the market will
compensate for these costs: (i) bids above variable costs; (ii) interruptible demand
payments; (iii) bilateral transactions; and (iv) ancillary servicerevenues. OCA M.B. at 33;
OCA St. 2 at 12-13. OCA witness Smith expects that a combination of these mechanisms
will yield market prices sufficient to support the level of system reliability that customers
desire, or that is established through minimum capacity requirements. Thus, OCA witness
Smith concludes that “ generation market priceswill most likely exceed the variable cost of
the highest-cost generating unit(s) in the market during some fraction of the year, resulting
in what he terms “reliability-related” revenues. OCA witness Smith assumesin his analysis
that, in the long run, such revenues are capped at the estimated cost of peaking capacity, i.e.
“thereal, levelized cost of a newly constructed combustion turbine.” He further assumes
these revenues will be concentrated in “only the highest-demand hours, so that all
generating units will receive the samereliability-related revenues on a per-kW basis” and
that sufficient generating capacity will be constructed to maintain an 8% reserve margin of
installed capacity above the annual peak demand. OCA M.B. at 33; OCA St. 2 at 13.

(i) Postitions of the Parties

Duquesne witness Karl criticizes some of the assumptions OCA witness
Smith usesin his analysis. First, Mr. Karl criticizes Mr. Smith’s use of an 8% capacity
reserve margin, suggesting that Mr. Smith inappropriately uses this value as an
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administratively determined capacity requirement for ECAR. Duguesne St. 9R at 2.
However, OCA explainsthat witness Smith’s analysis is not based on the assumption of an
administratively determined capacity requirement. OCA witness Smith assumes that
customers will seek alevel of system reliability comparable to historicd minimum targets,
which require approximately an 8% regional installed capacity reserve margin. OCA St. 2S
at 2-3. The OCA submits it is reasonable to use this approach in the context of forecasting
generation market prices. OCA M.B. at 36

Duquesne witness Karl also criticizes OCA witness Smith’s assumption that
annual peak demands and energy requirements in the APS/DL C areawill increase as
projected for ECAR in the 1996 NERC Electricity Supply and Demand Database. Based
on this database, OCA witness Smith develops an hourly load shape based on an average of
the 1995 and 1996 actual hourly shapes. OCA St. 2S at 4. Duquesne witness Karl contends
that the development of a combined |oad shape requires an assessment of the individual
customer classesfor APS and Duquesne. Duquesne St. 9R at 7. OCA witness Smith
explainsthisis not the case for the base year, which simply represent the sum of the hourly
loads of the two systems. OCA St. 2S at 4. He indicatesthat installed |oads and usage
patternsare relatively stable, making the historicd curve the best basis from which to
forecast. 1d. In addition, OCA witness Smith explainsthat short term trendsin load shape
will have alimited impact on market prices and that other factors, such as the overall
magnitude of demand growth, fossil fuel prices and the cost of new market entry are
substantially more important. 1d. Inthelongterm, it is reasonable to expect that changesin
the system load shape will be partially or entirely offset by changesin the generation mix,
with the amounts and type of new market entrants developed to “fit” the actual |oad shape
and market pricesignals. OCA M.B. at 37.

(iii) Resolution

The Commission finds the testimony of the OCA’s witness D. Smith to be
objective, thorough, well supported in the record of the case and credible. We conclude that
his testimony providesthe best evidence in the record of this case for a determination of the
market value of Duquesne’s utility generation and adopt the testimony of OCA witness
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Smith as the basis for our determination of Duquesne’s recoverable stranded utility
generation. The OCA’s witness Smith’s evaluation will not be used to determine
Duquesne’s stranded utility generationin the event of divestiture, as previously discussed.

Besides being the most credible and least criticized of any of the other market
valuation witnesses, we note that it produces a reasonable result that is within the range of
market values produced by the other credible evidence in the record of this case. We find
that witness Smith’s model fairly represents several key matters necessary for areasonable
determination of market value, such as fuel prices, imports and exports, and heat rates. In
addition, we find that OCA witness Smith’s market prices are sufficient to support the
construction of new generation capacity. The Act requiresthe Commission to ensure that
reliability is maintained during the transition and upon the establishment of a competitive
generation market.

e. Other Evidence of Market Value

Inits proposal, Duquesne indicated that it was preferable to use actual
evidence of market value wherever possible instead of analytic projections. HHS witness
Weisenmiller presented several examples of actual market valuation as well as other
Duquesne projections of market value.

(i) Ft. Martin Sale

First, in 1996, Duquesne sold its 276 MW share of Ft. Martin to a subsidiary
of APS for $169 million, apricethat is four and a half times the $37 million net book value
of Duquesne’s share of the plant. Duquesne St. 1 at 26; Duquesne St. 2 at 10-11.
Duquesne’s President and CEO acknowledges that the sale established the fair market value
of the plant at the time of thesale. N.T. 71:15-20. OCA and HSS in particular argue this
sale isthe single most useful market evidence to establish the current val uation of
Duquesne’s utility generation, and it suggests that real market priceswill capture much
plant value in excess of book value.
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(i) Other Duquesne Studies

In addition, a 1995 Duquesne study concluded that sale of the Cheswick and
Elramaunits would yield purchase premiumsabove book value of between $160 million
and $460 million. (HSS/ARIM.B., p. 5) The $160 million premium is based on the base
case of existing operation of the plants. If power saleswere increased, the purchase
premium would rise to $335 million and to $460 million if salesincreased and O& M costs
were reduced by one-third. The same study concluded that Duquesne could capture a
purchase premium of $733 million above net book value upon sale of al of its generating
assets.

(ili) Metzler & Associates Study

Duquesne contracted with Metzler & Associates (“Metzler”) to perform an
asset valuation for Duguesne using three assumptions concerning the price of power. An
assumption of $18-20/MWh was the “worst case” considered, a“most likely case” of
$27/MWh was considered and a “best case” scenario of $35/MWh was considered. Exh.
RBW-5 at 2. Using those assumptions, Metzler projected market values as high as $225
million for the Cheswick unit and $150 million for Elrama. Exh. RBW-6 (study dated July
15, 1996).

In an update of theinitial study, Metzler increased its market value
projectionsto $264 million for Cheswick (compared to net book value of $120 million);
$224 million for Elrama (net book value $100 million); $112 million for Brunot Island (net
book value $26 million); and $140 million for Phillips (net book value $78 million). Exh.
RBW-7 at 3; Duquesne Statement 2, Exh. DJC-3 at 32-38 and Exh. MKO-1C at 1

(iv)  CS First Boston Study
In addition to the Metzler study, Duquesne received a study of the value of

Duquesne’ s generating assets from the investment banking firm CS First Boston in late
November 1996. Duquesne later hired CS First Boston as its advisor in connection with its
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proposed merger with APS. Exh. RBW-10; N.T. 275. CS First Boston advised Duquesne
that it could sell five of its generation plants with atotal net book value of $450 million for
between $827 million and $1.184 billion. Such saleswould produce a premium above book
value ranging from $377 to $734 million. Exh. RBW-10; HSS/ARI St. 1 at 21, Table 111-1;
HSS/ARI M.B. at 54. The assumed power pricein the CS First Boston study is 2.6¢/kwh or
$26/MWh. Exh. RBW-10.

(v) Other Market Transactions

HSS witness Weisenmiller presented other actual market evidence suggesting
that some of Duquesne’s generation assets could be sold at substantial premiumsabove
book value. New England Electric System (“NEES”) recently sold to U.S. Generating
Company generation facilities with a book value of $1.1 billion for $1.59 billion,
approximately $500 million or 40% above net book value. HSS/ARI St. 1 at 146.
Similarly, Pacific Gas & Electric Company (“PG&E”) and Southern California Edison
Company (“SoCal Edison”) recently sold generation facilities for approximately $500
million and $1.1 billion, respectively. HSS/ARI St. 1Sat 7. PG&E’s sale was
consummated at approximately 32% above net book value, and SoCal Edison’s facilities
sold at 2.65 times net book value.
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(vi) Resolution

The record includes substantial evidence of actual market transactions,
including an asset sale by Duqguesne, that suggest market val ues higher than those produced
by the OCA’s witness Smith. We find that these transactions provide a useful parameter
permitting us to conclude that the adoption of the OCA’s valuation in this proceeding is
exceedingly moderate. Acceptance of these studies supports the finding that Duquesne’s
divestiture proposal isin the public interest. We do not, however, find that the actual
market transaction evidence provides an adequate basis for adopting a valuation of all of
Duquesne’s utility generation based on the actual sales of other units, because individual
transactions are based on many specific considerations that may not be applicable to other
transactions.

In addition, we conclude that the CS/First Boston and Metzler studies
performed by Duqguesne, for purposes other than this proceeding, provide the Commission
with substantial evidence corroborating OCA witness Smith’s projectionsof both electric
prices and asset market values as exceedingly moderate. AsHSS/ARI noted, if market
price embedded in the CS First Boston price projectionis used, Duquesne’'s generation
assets would have a positive market value in 1998 of $481 million. Exh. RBW-57.
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f. Summary of Market Valuation

We have reviewed the record concerning this issue in extraordinary detail in
order to determine the most credible and reasonable market valuation of Duquesne’s utility
generation assets supported by the evidencein this proceeding. Our conclusion requiresthe
exercise of judgment based on the evidentiary record. The Duquesne proposal is not
credible nor reasonable. Moreover, rather than using actual market evidence wherever
possible, as Duquesne claims, we conclude that it completely ignores and is contradicted by
the actual market evidence that does exist. Although there is no single proposal that we find
completely convincing on every component of its analysis, we adopt the testimony of the
OCA'’ s witness Smith as the most reasonable determination of future market valuein the
record of this proceeding. We conclude that Duquesne’s utility generation has a market
value of $110.95 million as of December 31, 1998 reflecting the results of the OCA’s
witness Smith’s analysis, but not considering other considerations discussed elsewhere in
this Order.

3. Proposed Adjustments to Market Value

(a) Life Extension

(i) Position of the Parties

Duquesne noted that the OCA made projections assuming that D uquesne’s
coal plants are “life extended” an additional 15 years. Using this adjustment, Duquesne
asserts that the OCA’ s witness L. Smith created nearly $200 million in additional market
value. Duquesne states that the OCA’ s projection is not based on alife extension study of
Duquesne’s units. Rather, it is based on studiesby other utilities (PECO Energy and
APS) in other cases involving the plants of those other utilities. Therefore, Duquesne
objects that these estimates cannot possibly support a “known and measurable”
calculation for its units. Duguesne also cited this Commission’ sdetermination in PECO
Enerqgy (as to fossil decommissioning), to argue that such aforecast of
“[p]rospective...expenses [and revenues]...without a specific plan to [life extend] a
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particular plant & a particular time and in particular manner” cannot satisy the known
and measurable standard. (R.D., p. 274).

The OCA noted that the Company calculated market revenues realized over
the book lives of its generating units. Asthe OCA notes, for the Company’s major coal-
fired generating plants, this assumes a “useful life of approximately 40 years.” (R.D.,

p. 274). In part, stated the OCA, thisis because Duquesne believes that addressing life
extension at this time would be premature. Duquesne would reserve judgment on this
Issue until its proposed “find valuation” inthe year 2003. For thisreason, the OCA
argued that Duquesne was unable to provide any studies regarding life extending its
generating units, but has indicated that such astudy would be prepared and made
available for the year 2003 valuation.

The OCA maintained that while the Company’s failure to perform life
extension studies is “understandable if the purpose is merely one of reporting an
integrated resource plan,” the Company’s position is not reasonable in the context of a
stranded cost gudy intended to provide the basisfor competitive transition charges. The
OCA contended that, even were the Commission to accept Duquesne’s final valuation
approach, life extension benefits must be considered at this time because D uguesne’'s
stranded cost andysisisintended as a “test” of Duguesne’s seven-year rate cap plan.
Ignoring the likelihood of life extension means that this test is biased and distorted. The
OCA stated these life extensions were incorporated in the OCA analysisin PECO, which
was adopted by the Commission. (R.D., pp. 275-276). In the PECO case, the OCA
explains, PECO Energy projected, and the Commission adopted, life extensons for three
coal plants. It was the study in that case which formed the basis for the OCA’s $172.72
million unitlife extendgon adjustment here. Because the Company failed to provide any
substantive response to OCA’ s position on this issue on the record of this proceeding,
OCA submitted that its economic life extensgon of units adjustment should be adopted.
(R.D., p. 277).

Based on the foregoing, the OCA submitted that its adjustment to reflect
economic life extension of unitsin the amount of $170.72 million is appropriate and
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should be adopted. In conclusion, the OCA noted that the Company has not performed
such an analysis, even though it would have been appropriate to do one for purposes of
determining stranded costs. Consequently, the OCA performed its own analysis using
reasonable assumptions such as the escalation of market prices. (R.D., p.277). The
Company did not present specific rebuttal to the OCA’s testimony with respect to life
extension. The City agreed with the OCA on thisissue. (R.D., p. 278).

HSS/A RI argued that one factor which caused D uquesne to overstate its
stranded cost exposure was that the Company failed to consider the potential benefits that
could result from extending the life of certain plants to create a positive cash flow. It
follows as a matter of logic that when low cost plants are operated over longer periods,
their below-market costs can offset greater amounts of above-market prices Thus, argued
HSS/ARI, sales of electricity from competitive plants (i.e., capable of producing
electricity at below market clearing prices) can offset sales from noncompetitive plants
(those capable of producing electricity only at above market clearing prices).
Accordingly, the longer competitive plants operate, the greater the offset against stranded
costs. Notwithganding that fact, however, in performing itsstranded cost cdculation,
Duquesne assumed that when a facility’ s costs are fully recovered for ratemaking
purposes, the facility will cease operation regardless of the value of its power. Because,
states HSS/ARI, many plants continue to operate after the date of full recovery of
depreciation, it is not reasonable for Duquesne to cal culate its stranded cods based on a
scenario that contravenes operating its faclities in a prudent, economically rational
fashion.

HSS/ARI additionally point out that with respect to operation of a plant
after it has been fully depreciated, the portion of the plant’s revenue dedicated to return of
invested capital could be devoted to other purposes. As aresult, argued HSS/ARI, plants,
both competitive and non-competitive, could be operated at lower operating coss such
that noncompetitive plants may, in fact, become competitive and competitive plants
would become more competitive, i.e., more effective at offsetting stranded costs.
Nonetheless, HSS/ARI, criticizes Duquesne’s stranded cost claim as it fails to take into
account such offsets.
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HSS/ARI suggested that the proper indication of whether a power plant
should be retired should be based on theunit’s going forward costs. If the unit can
recover its variable and fixed costs, induding fuel O& M expenses, administrative and
general costs, capital additions and taxesfrom the market value of its power, the plant
should continue to operate. Otherwise, it should not.

Based on the foregoing analysis, HSS/A RI argued that Duquesne is
prematurely retiring numerous units. As aconsequence, its stranded cost claim is
overstated and must be adjusted to reflect the offset associated with continued operation
of its generating facilities.

The PRA explained that extension of the operating lives of generaing
plants beyond their “book or financial life” is common in the electric industry. The fact
that Duquesne has failed to consider this factor in its stranded investment analysisis not a
basis for rejecting the validity of life extension assumptions argued PRA. The Act
requires that the Commission consider all possible mitigation strategies in determining
stranded investment. Consequently, states the PRA, life extensions of existing plantsis a
form of mitigation of the level of stranded investment. Even under the D uquesne scenario
of “testing,” at some time in the year 2005, areview of the possibility of extending the
lives of generating plants would be required. (R.D ., p. 280).

The PRA urged this Commission to adopt, asa reasonabl e estimate of the
cost of extending the life of a cod plant that was provided by the OCA. The PRA
asserted that the OCA analysis revealed that all generating units analyzed can be
economically life extended at $200/kW capital costs although effective for only two units
at $300/kW . Thus, according to the PRA position, the range of NPV of life extension is
$200 to $171 million as of January 1, 1999. (R.D., p. 28). The OCA conservatively
selected the $171 million amount. And, states the PRA, thisposition should be adopted
by the Commission. (1d.).

(ii) ALJ’s Recommendation
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The presiding AL J noted that Duquesne cal culated market revenues realized
over the book lives of its generating plants. Therefore, he observed that it is unreasonable
to assume the physical life of a stranded asset equates exactly with its book life. Thus,
some “life extension” must be &tributed to that asset. (R.D., p. 281). Further, ALJ
Corbett disagreed with Duquesne that addressing thisissue in this proceeding is
premature and should bereserved until its proposed “final vauation” in Section 2003. He
concluded that the issue of mitigation of stranded costs must be addressed now, unless
there is a divestiture of generating assets as discussed. Sections 2804(4)(v) & 2808(c)(4).

Since the OCA provided the only credible evidence on this subject in this
proceeding, the ALJ recommend that we adopt the OCA’s adjustment of $170.72 million
to reflect an appropriate economic life extension for these assets.

(iii) Parties’ Exceptions
p

Duquesne excepted to the AL J s acceptance of the OCA’s life extension
projections. Duquesne submits that the AL J was wrong to conclude that the "physical
life" of a generating asset cannot "equate exactly with its book life." It states tha the
"book life" of an asset is the best estimate of its projected physical life. These book lives
are developed using detailed engineering and economic analysisfor the purpose of
establishing appropriate depreciation schedules, states Duquesne. Duquesne observes
that the OCA did not undertake any study of the cost required to life-extend Duquesne's
units. Rather, Duquesne repeats its criticism that the OCA used studies by other utilities
which studies, it argues, cannot possibly provide a "known and measurable” calculation

for Duquesne. (Duquesne Exc., p.15).

Duquesnefurther critiques the OCA's life extension forecast asthe epitome
of "speculative" projections by expert witnesses. It asserts that the OCA projections
assume that current technology will continue to set market prices nearly 40 years from
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now, an assumption that is "somewhere between silly and reckless." (D uquesne Exc.,
citing St. 3-R at 22). Indeed, Duquesne states the OCA concedes that: "[i]n reality, the
Company would defer life extension investment decisions until the years shortly before
book retirement date[s] due to the inherent uncertainty of making such decisions this far
in advance." (Duquesne Exc. citing OCA St. 1 at 35-36). Duquesne concludes that there
isno basisin fact for adopting these projections. (Duquesne Exc., p.16).

(iv) Resolution

On consideration of the Exceptions of the Company, we agree with
Duquesne that in light of probable significant changes in technology over the remaining
years of life of its plants, it would defer life extension investment decisions until the years
shortly before book retirement dates due. Thisis dueto the inherent uncertainty of
making these decisions at the present time. Even though itis possiblethat some of
Duquesne’s plants may be life extended, this eventuality is uncertain, unknown, and
unmeasurable at thistime. We, therefore, reject the OCA’ s adjustment adopted by the
ALJ. We decline to adopt the proposal for a $170.72 million adjustment to reflect an
economic life extension for D uquesne’ s generating plants.

We further reject the OCA proposal asit is unclear from the record, given
the age of the Duquesne units, that life extension isfeasble Finally, we find the OCA
forecast additionally infirm as the costs associated with extending the life of the units for
15 years have not been included in its analysis.

(b) Plant Shutdowns
(i) Position of the Parties
The Company noted that several witnesses suggested that Duquesne should
permanently shut down certain of its generating stations. The issue arises because, under

Mr. Schnitzer’ s market price forecad, some of Duquesne’ s units were determined to have
“negative” operating margins, i.e., they receiveless revenue than it coststo operate them.
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Duquesne pointed out that while this fact intuitively supports a shut down decision, it is
not a complete analysis.

Duquesne witnesses argued that there may be unavoidable costs (e.g.,
property taxes and labor costs), that Duquesne will incur even if the plants are shut down.
In any event, Duquesne committed to file a detailed study regarding potential plant
closuresin 1998 and allow “the Commission [to] make the determination of whether any
units should be shut down.” (R.D., p. 283).

The OCA noted in its direct case that Duquesne set the market value of
generating facilitiesto $0 (excluding decommissioning), if the plant could not provide
any net operating margins over the life of the plant. Consistent with this approach, the
OCA’switness's stranded cost analysisproduced a $0 market value for all of the
Company’ s nuclear plants and several of thecoal plants. For purposes of determining
costs that would be* stranded” as of January 1, 1999, the OCA stated that it makes no
sense to include future operating losses that have not been incurred and indeed will not be
incurred in any reasonable economic scenario. (R.D., p. 284).

The OCA did not recommend the retirement of any generating units,
especially in the absence of an analysis of the economicsof doing so. However, it noted
Duquesne’ s failure to address these operating losses prior to its Rebuttal case and
Duquesne’' s failure to study its ability to reduce or avoid these operating losses is
problematic in evaluating the Company’s stranded cost claim and its rate cap plan. The
OCA stated that Duquesne did not contest the accuracy of this evidence, but rather
asserted that “there is not adequate time to investigate” it. (R.D., p. 283).

On the basis of the foregoing, the OCA submitted its approach of setting the
plant margins of these units to $0 (excluding decommissioning) is reasonable and should
be adopted.

The City noted Duquesne’s plan does not cal for shutting down
uneconomic power plantsin an effort to mitigate stranded costs, even in instances where
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to do so would save itscustomers hundreds of millions of dollars. The City argued that
Duquesne’s proposal to provide a 1998 shutdown study indicates Duquesne’ s acceptance
of the criticism that it hasignored its duty to mitigate stranded costs by previously
conducting such a study. It observes that shutdown issues should have been addressed in
Duquesne’ s plan and not been put off to be the subject of alater study proposed in
rebuttal testimony. This observation again speaksvolumes about Duquesne’s motives
and the anti-competitive mind set of its management, states the City. (R.D., p. 286).

HSS/ARI argued that several of Duquesne’s facilities, i.e., the Elrama,
Brunot Island and Perry Units, should be retired immediately. The effect of those
retirements would be a further reduction to D uguesne’s stranded cost claim. (R.D.,
p. 286).

(ii) ALJ’s Recommendation

The AL J agreed with the Company and the OCA that there is inadequate
time in this proceeding to investigate the feasibility of shutting down any of Duquesne’s
power plants. Therefore, the ALJ urged the Commission to adopt Duquesne’s
commitment to file a detailed study regarding potential plant closures by December 31,
1998, and, theredfter, allow the Commission to determine whether any units should be
shut down.

(iii) Resolution

The Commission isnot convinced that the submission of aplant shutdown
study at this time would be a valuable work product. It would be immaterial if Duquesne
isto proceed with divestiture. In the event of the merger, we are constrained to this case
record for a determination of stranded costs. Such information provided at the end of
1998, could not be used to raise or lower a determination of stranded costs. Therefore,
we find no useful purposewould be served by requiring the Company to undertake such a
study.
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(¢c) Productivity Gains

(i) Position of the Parties

The OCA proposed to increase the market value of Duquesne’s plants by
$13 million to reflect estimated “productivity gains.” (R.D., p. 287). HSS proposed that,
in setting any CTC, the Commission should assume cuts in operating and capital
expenditures of between 10% and 20%. (R.D., p. 287).

Duquesne urged the rejection of each proposal arguing that they were not
based on any study of the eficiencies that could be achieved given Duquesne’s particular
assets and work force. Also, Duquesne stated each proposal avoided addressing the
significant cost savingsand operating improvements dready made by the Company and
the further savings ($25 million annually) projected for the future. Additionally, each
failed to congder the additional savings ($500 million on a nominal bass) that Duquesne
expects to achieve through the merger. (R.D., pp. 287-288).

The OCA pointed out that Duquesne, in devel oping the market value of
generating units, developed budget figures for non-fuel O& M expense for the transition
period and escalated those at the Company’s assumed rate of inflation of 2.5%. (R.D.,
p. 288 citing OCA St. 1, p. 33). Duquesne also escalated its A& G costs assigned to
generaing units and escalated them at its general inflation rate of 2.5%.

Based on the escalation of the above-referenced costs, the OCA
maintained that the transition to a competitive environment will also result in
productivity gains, reducing both the Company’s non-fuel O&M and its A &G costs.
(R.D., p. 288).

OCA witness Kahal explained “...one of the primary reasons of moving
from a system of regulated monopoly, subject to cost-plus pricing, to competition is the
belief that competition will motivate new efficiencies and cost control benefits not
attainable under regulation.” (R.D., p. 288 citing OCA St. 1, p. 29).
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OCA proposed that there should be additional efficiency gains after the first
few years of retail competition. Specifically, the OCA’s witness Mr. Kahal estimated a
1.0% per year gain in productivity, beginning in the year 2003 and extending for ten
years, with the savings capped at 10% and held congant over the remainder of the study
period. Mr. Kahal supported his estimates with detailed citation to the analysis of the
Staff of the FERC, which conducted an analysis of utility industry efficiency gains
resulting from the introduction of wholesale competition from transmission access and
also relied on arecent study conducted by the U.S. DOE which provided projections of
the rate impactsassociated with the introduction of retail access nationwide. (R.D., p.
289, n. 89).

The OCA’switness Kahal applied the productivity adjustment to
Duquesne’s non-fuel O&M and A& G expense for those plants with positive plant
margins. Thus, theanalysis resulted in savings capped at approximately 10% in 2012,
which are held constant over the remainder of the study period. See OCA Schedule M IK -
6. Asnoted by the ALJ, the result of theadjustment is not a decrease in expenses, but an
increase in such expenses of 1.0% less than the general inflation rate used in the analysis.
On the basis of the Kahal schedule, plant margins increased asof January 1, 1999, by
approximately $13.04 million. (R.D., p. 290, citing OCA St. 1-S, p. 14; OCA M.B. at
43-44).

The OCA defended its efficiency adjustment as a conservative adjusgment
of 10% savings achieved over aten-year period. Thisisin contrast to the observation of
the FERC Staff and the Department of Energy of 15-25%, and 25-40% respectively.
(R.D., p. 291).

In response to Duquesne’ sposition that the OCA failed to consider the
savings already achieved by the Company and savings expected to be achieved through
the proposed merger, the OCA noted that the savings are those to be achieved in a
competitive market. The OCA disagreed that the efficiencies created by the proposed
merger are the same efficiencies that will be realized through competition. They are,
stated the OCA, different and should be separately taken into consideration. OCA
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submits that its estimation of productivity savings, which simply reduces the annual rate
of inflation in generation-related non-fuel O&M and A& G expenses by 1.0% for aten-
year period, is reasonable and should be adopted. (R.D., p. 291).

The City argued Duquesne’ s projections assume “fixed technology” and
even Duquesne admits that a “fixed technology” estimate is inaccurate. The City states
that Duquesne erroneously assumed that competitive pressures will not result in
technological innovation, efficiency and productivity gains Competition, observes the
City, will motivate new efficiencies and could provide millions of dollarsin cost savings.
Finally, notes the City, D uquesne has more room than its competitors to reduce costs
since Duquesne had the lowest relative efficiency of utilities studied in Pennsylvania, in
the ECAR region, and the third lowest of utilities studied in the nation. (R.D., p. 292).

The PRA held the view that productivity is the central tenet of a
competitive environment. It notes that this was a major rationale for injection of
competition into the retail electric generation market. The PRA notes that a productivity
gain has not been reflected by Duquesne in its stranded cost analysis. The PRA agrees
with the OCA that utility operating costs should be reduced as competition is introduced
in the retal generation market. This should include fuel costs, non-fud, O&M,
Administrative and General expenses and even possibly capital additions needed to
maintain unitsand life extensons. Therefore, the PRA agrees that the OCA has assumed
reasonably a productivity gain beginning in 2003 and extending for ten y ears thereafter.
(R.D., p. 293).

(ii) ALJ’s Recommendation
The ALJwas of the opinion that insufficient evidence exists in this record

to support a productivity gain adjustment to D uquesne’s generation related stranded costs.
Therefore, he urged the Commission to reject it. (R.D., p. 294).
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(iii) Parties’ Exceptions

The OCA excepted to the ALJ srejection of its productivity adjustment.
The OCA submits that the industry experts and analysts expect that generating plant
productivity will increase as a result of the introduction of competition into the generation
marketplace. The OCA further submits that thisis one of the primary reasons for moving
from a system of regulated monopoly to a competitive market. Estimateshave been
made that fixed O& M costs of generating plants will be reduced from betw een 15% to
40% on an industry-wide bass, based on estimates made by the FERC and the U.S.
Department of Energy (DOE). (R.D. p. 291).

(iv) Resolution

On consideration of the positions of the parties, we agree with the OCA that
the transition to a competitive environment will result in productivity gains, reducing both
Duquesne’s non-fuel O& M and its A& G costs. Consistent with the observations of the
OCA'’switness Kahal, one of the primary reasons of moving from a system of regulated
monopoly, subject to cost plus pricing, to competition, is the belief that competition will
motivate new efficiencies and cost control benefits not attainable under regulation.
Moreover, such efficiencies are not merely a one-time or episodic effort at cost control,
but will be continual. Once deregulated, the ow ners of generation assets will, as aresult
of market pressures, seek ways of controlling costs and improving productivity on a
ongoing basis. Therefore, we find the OCA’s efficiency adjusgment to be conservative,
and based on demonstrated efficienciesand productivity gains resulting from the
introduction of competition in the wholesale market. The studies of the FERC Staff and
DOE show productivity levelsin excess of the modest 1% per year gain in productivity
beginning in 2003 and extending for ten years, (capped at 10% and held congant over the
remainder of the study period) proposed by the OCA.
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Also, we reject the Company’ s reliance on post-restructuring mitigation as
the sole indicator of the efficiend esand productivity gains that inureto the new,

competitive regime.

Accordingly, we conclude that the OCA has demonstrated that it is
reasonable to expect Duquesne’ s generating units to improve their productivity. Hence,
we shall accept the OCA productivity gain as part of the market value calculation and
reverse the ALJ s recommendation. The Exceptions of the OCA are granted consistent

herewith.

(d) Costs Independent of Operation

(i) Position of the Parties

Duquesne explained that its claim for “ Costs Independent of Operation”
represent costs that are unavoidable if a generaing unit is shut down. Duquesne stated
that these cods, such as nuclear decommissioning, cannot be avoided by shutting down a
nuclear plant. In some instances, Duquesne noted, the costs increase (on a net present
value basis) the sooner a plant is shut down. (R.D. p. 294). For illustrative purposes,
ALJ Corbett referencestwo additional categories of costs, property taxes and
administrative and general costs..

The OTS opposed Duquesne’s claim. It referenced the OCA’s witness Mr.
Kahal’s testimony that the claim assumed the Company should incorporate negative
market values for generating units - a change from the Company’s direct case where
negative market values (except decommissioning) were set to zero. (R.D., p. 295).
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The OCA further contested theclaim. The OCA objected that the
Company’s failure to identify these cost in its direct case given the Company’s final
valuation proposal prevented other parties from assessing their validity.*

The OCA also noted the Company initially assumed that plants with a net
negative plant margin at January 1, 2006 would have a zero dollar market value. Inits
Rebuttal testimony, the Company modified this postion, and in its analysis of stranded
costs at January 1, 1999, has included a claim of $208.23 million for “ Costs Independent
of Operation” which are essentially the net* “unavoidable costs’ associated with the
operation of plants that produce net negative marginsin the Company’s analysis.

DIl took no position on the propriety of allowing the Company to recover
these alleged costs independent of operation; yet, DIl expresses the concern that such
costs were not identified in the D uguesne direct case.

(ii) ALJ’s Recommendation

ALJ Corbett concluded that sufficient evidence existed in this record to
support the Company’s claim for Costs Independent of Operaion. Therefore, he
recommended its approval. However, the ALJ did not offer any reasoning or jugification
for his conclusion. (R.D. p. 298).

(iii) Parties’ Exceptions

The OCA excepted to the ALJ srecommendation. (OCA Exc. p.11).
The OCA finds objectionable, the fact that this claim was presented for the first time in
Rebuttal Testimony.

The OCA submits that the assumption that there are substantial continuing
costs associated with plants that provide no economic benefit isan irrational and
inappropriate assumption to make in determining stranded cogs. The OCA contends that

18 The OCA further observed that no other utility in Pennsylvania has presented a
stranded cost claim for “ CostsIndependent of Operation.” (R.D., p. 297 citing OCA
R.B., p. 12).

9 These are “net” unavoidable costs because the Company’ s analysisindicates that
for Perry, Beaver Valley 2, and Elrama, continued operation will produce plant margins
which are sufficient to cover avoidable costs and provide some offset to these unav oidable
costs.
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the stranded costs associated with generating plants that have no economic value should
be limited to the book value of the plant and should not extend to the general operating
costs of the utility.

Finally, the OCA submits that alarge claim such as the D uguesne’s claim
for costs independent of operation should have been accompanied by a detailed study of
the ability to mitigate such costs and, in the absence of such an andysis, such a novel
claim should be rejected.

The OTS also filed Exceptions Again, it concurred with the OCA, that
the af orementioned $208 million claim should be rejected.. At a minimum, argued the
OTS, Duguesne should not be permitted to recover this claim if themerger is not
consummated but a market based valuation option provided by the Company is exercised.
(OTS Exc., p.7).

DIl, in its Exceptions, submits that the Company’s failure to fully state its
claim for the $208 million for these costs in its case-in-chief prevents the proper recovery
of these costs in this proceeding. DIl respectfully requests that the R.D. be modified to
deny recovery for “Costs of Independent Operation.” (DIl Exc., p.7).

(iv) Resolution

We shall reverse the ALJ s recommendation on this claim. We conclude
that compensation to the Company for costs stranded, independent of operations, has not
been adequately supported in this record. Duquesne does not propose any plant
shutdowns. Therefore, no costs independent of operation exist. We agree with the
comments of the OCA in its Exceptions that:

“The assumption that there are substantial continuing costs
associated with plants that provide no economic benefitis an irrational and
inappropriate assumption to make in determining stranded cods. The
stranded costs associated with generating plants that have no economic
value should be limited to the book value of the plant and should not extend
to the general operating costs of the utility”.

(OCA Exc., p. 12).
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We concur with the OCA that it is not rational to assume that absent a
shutdown there are continuing costs associated with plants which have already been
included in our determination of the permitted level of stranded costs.

Moreover, it is apparent that this claim only becomes operableif aunitis
shut down, as these are continuing costs for the property absent energy production. These
costs, in that event, would offset the removal of the plant values from the analysis. This
adjustment to stranded costs is unnecessary for our purposes since no shutdown is
ordered, and would only be accounted for should a f uture shutdow n be authorized.

Based on the foregoing, we shall grant the Exceptions of the OCA and
reverse the AL J.

(e) Projected Capital Additions and O& M Expense

(i) Positions of the Parties

HSS/ARI submitted a proposal regarding an “assumed” level of O&M or
capital expenditure reductions. (R.D., p. 299).

HSS/A RI asserted in considering Duquesne’s stranded cost claim that, it
must be remembered that there are two sides to the equation, i.e., Duquesne’ s projected
revenues have to be measured aga nst Duquesne’s projected costs. Thus, an
overstatement of stranded costs can as readily occur from an overstatement of cost
projections as from an understatement of projected revenues. Asaresult, as previously
indicated, HSS/A RI examined Duquesne’s costs, as well asits price, projections. In
doing so, it identified two significant instances in which Duquesne ov erstated its
projected costs, thus unreasonably inflaing its granded cost claim.

The first of those two instances concerned Duquesne’s projections of

generation-related capital additions. As HSS/ARI pointed out, Duguesne forecast those
capital additions for some of its generation plants as far out as 2026, or nearly 30 years
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into the future. Moreover, Duquesne’s rate proposal implicitly relies upon the capital
additions through 2005. In addition, to calculate itsstranded cost claim, Duquesne
accounted for generaion-related projected capital additions by determining what they
would be as of December 31, 2005 on a net present value basis. Thus, Duquesne’s claim
that it might have stranded costs as of that date expressly is based upon Duquesne’s
inclusion of the projected costs of those generation-related capital additions. Duquesne
estimated that it would construct capital additions at a cost of $352 million from 1997 to
2005. Duquesne’s evidence does not demonstrate any reason why those cost projections
should be deemed to be reasonable. On the other hand, the evidence clearly establishes
that Duquesne’s projections are excessive. (R.D., p. 300).

Duquesne’s projected O& M expenses also should be reduced. That
reduction is warranted for several reasons. HSS/ARI compared Duquesne’s historic
production costs to those of other utilitiesin ECAR, as well as in Pennsylvania, using
data from benchmarking studies performed by Standard & Poor’ s Rating Information
Services. HSS/ARI also reviewed similar benchmarking studies commissioned by
Duquesne and statements by Duquesne in recent annual reports. Those sources of data
showed that Duquesne’s production and operation costs fall short of industry standards in
numerous categories. (R.D., p. 301). HSS/ARI contends that there are no grounds that
support ratepayers’ continued subsidization of Duquesne’s inefficiencies. Accordingly,
HSS/ARI proposed that the Commission should reduce Duquesne’s O& M expenses by
15%.

(ii) Recommendation of the ALJ
The AL Jconcluded that insufficient evidence existed in this record to
substantiate the proposals of the HSS/ARI relating to projected capital additions and
O&M expense. Therefore, he urged the Commisdon to reject them.

(iii) Parties’ Exceptions

HSS/ARI excepted to the ALJ s recommendation.
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(iv) Resolution

On consideration of the position of HSS/ARI, we concur with the ALJ in
this area. We, therefore, accept his recommendation rejecting the HSS/ARI adjustment
as unsupported by sufficient evidence.

Specifically, although HSS/ARI contend that Duquesne significantly over
budgeted its capital addition and O& M expenses, HSS/ARI fail to identify asingle
expenditure sincethe last base rate proceeding as unreasonable. Additionally, HSS
argued that all transmission and generation related capital additions that were made since
the last rate case should be disallowed, or should be approved only in part, because
Duquesne did not meet its*burden of proof” on these issues. (HSS Exc. pp. 6-10, 13,16,
26-27). We find these claims are without merit because they confuse the issue of a
utility’s “burden of proof” with the issue of an intervenor’s burden of going forward with
“credible evidence” to contest the reasonableness of particular cost items.

Based on the foregoing, we deny the Exceptions of HSS/ARI.
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(f) Environmental Regulations
(48] Positions of Parties

Duquesne gated that al the market price forecads in this case ignore two
recent proposals that, if implemented, would add significant cods to operating
Duquesne’s generation. The first Duquesne claim is the EPA State Implementation Plan
(“SIP call”), which would add more than $100 million in capital and O&M expense to
Duquesne’s fossil units. The second Duquesne claims is the recent Kyoto conference,
where the participating nations agreed to significantly reduce CO, emissions. Whileitis
not possible to quantify precisely the impact of such proposals on Duquesne’ sgeneration
costs, it argues the Commission should recognize that all of the market value estimates
are conservative in not taking into account the cost impact of these potential regulations.
(R.D., p. 302). However, the OCA noted the impact of environmental regulationsis
included in the context of its market valuation forecasts, discussed supra. (R.D., p. 302).

DIl alleged that the Company failed to challenge D11’ s market price
projection on this point. Because of this alleged failure, DIl said it is misleading to
assume the DI projection does not address environmental regulations. Second, the Kyoto
Accords on CO, emissi ons must be adopted by the U .S. Senate to become effective.
Duguesne’ s witness expresses doubt that the treaty will be passed. Even if it were passed,
Duquesne suggests that “at this point, it isimpossible to say what those impacts will be.”
(R.D., p. 303).
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(ii) ALJ’s Recommendation

Since the ALJ recommended that the OCA’s market value study be
adopted, which adjusts for the impact of the known environmental regulations, he
concluded no further adjustment should be dlowed. He also determined that no
substantial evidence existsin this record to substantiate any adjustment for the impact of
the recent Kyoto conference. Accordingly, the ALJ urged the Commission to reject
Duquesne’s proposal to further adjust its stranded costs to reflect the impact of
environmental regulations. (R.D., p. 303).

(ili) Parties’ Exceptions
Duquesne excepted to the ALJ s failure to make an adjustment for the

impacts of two environmental proposals that, if implemented, would add significantly to

Duquesne's operating costs. (R.D., p.302).

(iv)  Resolution

We agree with the ALJ s recommendation that the OCA’s market value
study resolves the environmental issue. The OCA’ s gudy adjustsfor the impact of known
environmental regulations. Thus, no further adjusment is offered and no adjustment
should be allowed. At the same time, we reject Duquesne’ s proposal to further adjust

stranded costs.

4. Summary

On consideration of the Exceptions of the Company, we agree with
Duquesne that in light of probable significant changes in technology over the remaining
years of life of its plants, it would defer life extension investment decisions until the years
shortly before book retirement dates due. Thisis dueto the inherent uncertainty of
making these decisions at present time. Even though it is possible that some of
Duquesne’s plants may be life extended, this eventuality is uncertain, unknown, and
unmeasurable at this time.
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We, therefore, reject the OCA ' s adjustment, as recommended by the ALJ.
We decline to adopt the proposal for a$170.72 million adjustment to reflect an economic
life extension for Duquesne’s generation plants. We further reject the OCA proposal asit
isunclear from the record, given the age of the Duquesne units, that life extension is
feasible. Finally, we find the OCA’ s forecast additionally infirm as the costs associated
with extending the life of the unitsfor 15 years have not been included in its analysis.

In regard to plant shutdown studies we are not convinced that the
submission of a plant shutdown study at this time would be a valuable work product. It
would be immaterial if Duquesne is to proceed with divestiture. In the event of the
merger, we are constraned to thiscase record for adetermination of stranded costs Such
information provided at the end of 1998 could not be used to raise or lower a
determination of stranded costs Therefore, we find no useful purpose would be served
requiring the Company to undertake such a study.

We conclude that the OCA has demonstrated that it isreasonable to expect
Duquesne’ s generating units to improve their productivity. Hence, we shall accept the
OCA’s productivity gain as part of the market value calculation and reverse the ALJ s
recommendation. The Exceptions of the OCA are granted consistent herewith.

We conclude that compensation to the Company for costs stranded,
independent of operations, has not been adequately supported in this record. Duguesne
does not propose any plant shutdowns. Therefore, no costs independent of operations
exist. We, theref ore, shall reverse the AL J srecommendation on this claim.

Although HSS/ARI contend that D uguesne significantly over budgeted its
capital addition and O& M expenses, HSS/ARI fail to identify a single expenditure since
the last base rate proceeding as unreasonable. We, therefore, accept his recommendation
rejecting the HSS/ARI adjustment as unsupported by sufficient evidence.
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We agree with the ALJ s recommendation that the OCA market value study
resolves the environmental issue. The OCA study adjusts for the impact of known
environmental regulations. Thus, no further adjusgment is offered and no adjustment
should be allowed. At this time, we reject Duquesne’s proposal to further adjust stranded
costs.

C. Merger Savings

1. Positions of the Parties

Duquesne proposed that any issues regarding merger-related synergies are
appropriately addressed in the merger docket, not this proceeding. (R.D., p. 305). The
OCA and M APSA disagreed and indicated that merger savings from the stranded cost
study should not be totally omitted from this proceeding (R.D., pp. 305, 308). The OCA
suggested that we should consider stranded costs with and without merger savings. (R.D.,
p. 306). MAPSA added that since the restructuring proceeding and merger proceeding
are inextricably intertwined, we should render a decision in thisproceeding based on an
assumption that the merger islikely to occur. (R.D., p. 308).

The OCA recommended approval of $152.28 million of estimated
generation-related merger savings at January 1, 1999, on an after tax bass and net of
costs to achieve the savings. DIl supported the OCA’ s position with respect to
Duquesne’'s claimed savings that will result upon approval of the proposed merger (R.D .,
p. 306). Duqguesne has not reflected merger savings in its computation of stranded costs,
but stated instead, that the issue be addressed in the context of the merger proceeding
(R.D., pp.305-306). HSS/ARI indicated that, in the event of merger consummation, we
should recognize the resulting cost savings and use the projected $550 million costs
savings to offset any allow ed stranded costs. PRA stated that stranded investment analysis
must quantify savings if we approve or reject the proposed merger (R.D., pp. 307-308).

2. ALJ’s Recommendation
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ALJ Corbett agreed with MAPSA that this restructuring proceeding and the
merger proceeding are inextricably intertwined. Under the ALJ s decision, an adjustment
must be made in this case to account for the savings due to synergies that the Company
admits will be achieved if the merger is successfully consummated. ALJ Corbett also
recommended that we adopt the OCA s position (R.D., pp. 310-311).

3. Parties’ Exceptions

Duquesne disagrees with the ALJ s recommendation and argues tha any
issues regarding merger related synergies are appropriately addressed in the merger
docket, not in this proceeding (Duquesne Exc., p.17). The OCA argues that Duquesne’s
stranded costs should be adjusted downward by $152.8 million if the merger is approved.
(OCA R.Exc., p. 10). The DIl submitsthat Duquesne’s Exceptiontothe ALJ s
adjustment should be rejected. (DIl R. Exc., p. 11). The HSS/A RI argue that Duquesne’s
attempt to shield merger savings from its ratepayersshould be rgected. (HSS/ARI R.
Exc., pp. 13-14).

4. Resolution

We note that thisportion of the Recommended Decision provides guidance
to conditions applicable if the merger goes forward and is successfully consummated.
Consequently, we adopt Duquesne’ s presentation of the merger savingsof $152.28
million as an offset to the recov erable stranded costs. W e conclude that the OCA’s
recommendation in thisregard is persuasive and supportsour adoption of the merger
savings adjustments.

Because the outcome of the proposed merger will not be known until after
the record in this proceeding is closed, we find that it isimproper to totaly omit merger
savings from the stranded cost study. Fairness and equity require that any merger savings
should be credited against any stranded cost recovery authorized in this proceeding. In
addition, we notethe OCA’ s estimate of merger-related savingsadopted Duquesne’s own
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projections. Duquesne did not rebut the estimate other than to argue that such savings
could be addressed in the final valuation.

The OCA also proposed an immediate rate reduction of $15 million to
begin January 1, 1999, to reflect D uguesne’s statement of merger savings associated with
distribution operations. Duquesne had proposed that the rate reduction occur in the year
2001, to reflect distribution expense reductions. Weagree with Duquese that sometime
must pass before such savings can be generated by the restructuring attendant to the
merger. T he record reflects, however, that both companies have been working to create
these savings snce the merger was announced last year. Merger savings from distribution
revenues is one item that benefits all customers whether they shop for generation or not.
Thisis astrong indicator of the benefits gained from a merger.

As aresult, we conclude that the customer rate reductions should begin
January 1, 2000, rether than in 2001, as the Company proposed. The reduction of $15
million in distribution revenues as proposed by the OCA isreasonable and isin the public
interest because such savings from distribution revenues will benefit all customers even if
they do not shop for generation.

D. Decommissioning
1. Nuclear Decommissioning
a. Positions of the Parties

The OTS noted that Duguesne claimed a share of the decommissioning
responsibility for the Beaver Valley 1 and 2 and the Perry nuclear sites in its stranded cost
claim. D uquesne's esti mate for the decommissioning of Beaver Valley 1 and 2 is $727.7
million and its estimate for Perry is $650 million, for a total of approximately $1,378
million (1997%). The OTS disagreed with Duquesn€e s $1,378 million estimate. The OTS
specifically opposed the use of contingency factorsbecause the Act claimed that stranded
costs must be “known and measurable.” The effect of removal of the contingency factors
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from D uquesne’s total nuclear decommissioning estimate is a reduction of $222.9
million. ( R.D., pp. 313-315).

The OCA recommended modifications to Duquesne’ s nuclear
decommissioning claim by calculating the annual funding contributions which are
required over the years 1999 to 2005 to fully fund nuclear decommissioning costs prior to
December 31, 2005. The OCA identified total funding requirements to fully fund nuclear
decommissioning for Perry, Beaver Valley 1 & Beaver Valley 2 to be $7,949,000 per
year for the seven-year CTC recovery period. (R.D., pp. 319-320).

The DIl argued that Duquesne’sclaim of $281.0 million for nuclear
decommissioning costs isinflated because it is not valued on a NPV basis. The DIl
recommended that we accept $42.959 million as the NPV of stranded nuclear
decommissioning costs at D ecember 31, 1998. The DIl opposed D uquesne’s proposal to
calculate nuclear decommissioning costs as of December 31, 2005. (R.D., pp. 321-322).

The HSS/ARI contended that we should not reach a determination today
concerning nuclear decommissioning costs that are not known and measurable and which
Duqguesne has not shown as stranded. HSS/A Rl recommended that we reject D uguesne’s
request for $57.4 million in alleged nuclear decommissioning costs. As an alternative,
The HSS/ARI suggested that we retain an independent expertin the field to perform an
audit on Duquesne’s nuclear decommissioning costs. (R.D., pp. 325-326).

The PRA asserted that we should permit a nuclear decommissioning cost
recovery level of $42.959 million on a net present value bads for Duquesne’ s nuclear
plants. The PRA argued that nuclear decommissioning cogs must be valued at January 1,
1998, and not the final valuation date requested by Duquesne. (R.D., p. 328).

The Environmentalists urged us to addressthe complicated and technical
policy issues of nuclear decommissioning in ageneric case. (R.D., p.333).
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b. ALJ’s Recommendation

ALJ Corbett recommended that we adopt the OCA’s proposed adjustment
to Duquesne’s claim for nuclear decommissioning costs. (R.D., p. 335).

c. Parties’ Exceptions

The Environmentalists argue that the ALJ erred in rejecting its nuclear
decommissioning proposalswhich included an incentive to control costs, the need for
mitigation of decommissioning costs, the need for a generic proceeding on nuclear
decommissioning, the need for an external fund, the need for cost-benefit analysis, and
the proper treatment of spent nuclear fuel and radioactive waste. (Environmentalists
Exc., p. 3).

Duquesne claims that the ALJ erred in adopting the OCA’s proposal for
nuclear decommissioning which used a contingency factor of 10%. (Duquesne Exc., p.
18). The OTS agrees that the AL Jerred in allowing a 10 % contingency factor add-on to
Duquesn€ s nuclear decommissoning estimates. (OTS Exc., p. 7). The OTS also claims
that the ALJ erred in recommending that Duquesne be permitted to recover the OCA’s
total projected level of nuclear decommissioning expenses over the seven year transition
period. ( OTS Exc., p. 11).
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d. Resolution

We adopt the DIl calculations which are supported by substantid evidence
and, are consistent with our decisionin, PaP.U.C. v. Pennsylvania Power & Light

Company, 85 Pa. P.U.C. 306 (1995). Inorder to protect against over-valuation, we
specifically find that nuclear decommissioning expenses must be valued at net present
value as of December 31, 1998, as calculated by the DI1. We find that the Company’s
proposal, which includes a 4% annual inflation factor up to the year of each plant’s
decommissioning, isimproperly inflated due to the inclusion of contingency factors.
Since the Act provides that daimed stranded costs must be “known and measurable, we
therefore rgect Duquesne’s proposal to defer stranded cost valuation as of December 31,
2005.

The proposed use of the December 31, 2005 date for the net present value
calculation of the Company is intrinsically linked to Duquesne’sresidual CT C method.
The annual recal culation of stranded costs and the “final look” valuation in 2003 does not
comply with the statute directive for a stranded cost determination as aresult of this
restructuring proceeding. Therefore, the net present value shdl be determined as of
December 31, 1998.

2. Fossil Decommissioning

a. Positions of the Parties

Duquesne estimated a future fossil decommissioning expense of
$274.4 million and argues that the expense is recoverable as a stranded cost because it is
based on the actual decommissioning study presented by D uquesne witness LaG uardia.

The OCA argued that Duquesne’ s estimated future fossil decommissioning
costs are not properly included in the stranded cost calculation and are not recoverable in
this proceeding. The OCA further noted that we rejected PECO’ s claim for prospective
fossil decommissioning in its entirety. See PECO Energy at 91. (R.D., pp. 341-343).
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The DIl concurred with the OCA’s position and indicated that future fossil
decommissioning expenses are not recoverable as stranded costs under the Act. The DI
also cited our rejection of PECO’s recovery for prospective fossil decommissioning as a
stranded cost pursuant to the Act. See PECO Energy at 91. (R.D., pp. 343-345). The
HSS/ARI agreed with the OCA and the DI11, and concluded that future or prospective
fossil plant decommissioning ex penses are not traditionally recognized in ratesin this

Commonwealth, nor do they satisfy the known and measurable standard test for recovery
as stranded costs. (R.D., p. 346).

The PRA noted that we should reject Duquesne’ s proposal to recover
prospective fossil fuel decommissioning costs asa stranded cost dueto the speculative
nature of such projections. (R.D., p. 347).

The OTS disagreed with Duquesne’s $274 million estimate because it was
improperly inflated due to the inclusion of a 15% contingency factor. The OTS claimed
that the indusion of contingency factors is inconsistent with the Competition Act which
provided that granded costs must be known and measurable. The OTS recommended a
$41.6 million reduction for a total remaining decommissioning expense estimate of
$232.8 million. (R.D., pp. 337-338).
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b. ALJ’s Recommendation

ALJ Corbett recommended that we reject Duquesne’s claim for fossil fuel
decommissioning costs in its entirety because PECO Energy controlstheissue. (R.D.,
p. 347).

c. Parties’ Exceptions

Duquesne argues that the AL J erred by disallowing recovery of future fossil
decommissioning expenses. (Duquesne Exc., p. 18). PECO claimsthat the AL Jerred in
denying Duquesne’ s request regarding the recovery of futurefossil decommissioning
costs. (PECO Exc., p. 3).

d. Resolution

The definition of stranded costs in Section 2802 clearly includes non-
nuclear plan decommissioning as a potentially recoverable sranded cost within the
Commission’s discretion pursuant to Section 2808(c)(3). However, Duquesne does not
claim any present actual fossil decommissioning costs. Instead, Duquesne claimsits
current estimate of future fossil decommissioning costs.

Even if this Commission could assume that Duquesne witness Laguardia’s
current estimate of future fossil decommissioning expense was accurate and that fossil
decommissioning would in fact occur at the time and expense scenarios assumed by
Duquesne witness Laguardia, the record of the case would remain devoid of any evidence
suggesting that Duquesne’ s claimed fossil decommissioning costs will be stranded. The
sale of Ft. Martin at a price substantially above book value and the market valuation
evidence in this proceeding provides no basis for afinding that future fossil
decommissioning costs will ever be stranded for any particular plant, et alone every one
of Duquesne’'sfossil units. Without a demonstration that a cost will be stranded, surely
there is no recoverable costs. Fossil plant decommissioning, if it occurs at all, will occur
after the transition period has ended, and it isposs ble that Duquesnewill no longer own
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the plant. Indeed, Duquesne has proposed, to divest all of its generating units, and the
Commission herein accepts that proposal.

Similarly, nothing in the A ct requires recovery of future fossil
decommissioning costs that do not yet exist as plant operating expenses. Crucially, future
decommissioning costs are completely different from other operating costs that are now
in rates and are not quantified. There are also unlike the book value of a plant thatis now
in rates and form the basis for a stranded cost claim. Future fossil decommissioning costs
by definition are not now in ratesand are not known and measurable, unlike the other
expenses or assets at issue in this case.

We agree with Duquesne that prospective fossil decommissioning
assumptions are somewhat like life assumptions. Like life extensions, it is possible that
fossil decommissioning may occur at some future date. However, we cannot agree with
Duquesne’ s assertion that fossil decommissioning is certain to occur within any
meaningful time horizon. It is no more certain that the life extension assumption that
Duquesne strongly rejects as inherently unknown and unmeasurable. Future fossil
decommissioning expense is not a known and measurable amount at this time, because
decommissioning is not certain to occur at all, the amount and the timing of any expense
is speculative, and the level of decommissioning required and residual use of the site are
entirely unknown. Thus, like life extensions and future environmental compliance costs,
we conclude that there is not substantial evidence to support afinding that Duquesne will
incur any known and measurable foss| decommissioning cogs that would have been
recoverable under traditional ratemaking but are not stranded.

Duquesne’s argument that the L aGuardia study is adequate to support
stranded cost recovery for future fossil decommissioning ignores the fact that future fossil
decommissioning costs are not recoverable under traditional ratemaking. Future fossil
decommissioning expenses are not like recoverabl e stranded future operating expenses
such as depreciation or fuel expense that are included in current rates at a precise expense
level or a normalized level pursuant to traditional ratemaking.
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Under traditional ratemaking, fossil decommissioning expense may be
recoverable when the cost isincurred for the actual retirement of a plant. Present fossil
decommissioning expense could be included in rates pursuant to Penn Sheraton, and

within the Commission’s discretion to per mit recovery under the Act. Both Penn

Sheraton and long-standing Commission precedent, however, preclude a present
determination of recovery of prospective, speculative decommissioning expense. In order
to be recov erable under traditional regulation, the cost must be known and measurable
and actually incurred. For example, the Commission explicitly rejected aPPL claim for
future fossil decommissioning expense in its last rate case.

Fossil decommissioning expenses are also unlike nuclear decommissioning
expenses. Nuclear decommissioning expenses are already included in rates, are required
by federal law, are specifically required for stranded cost recovery under the Act, and are
required for urgent public health and safety reasons. Future fossil plant decommissioning
is neither federally mandated nor urgent for public health reasons, and is not required
under the A ct.

We conclude that Duquesne has not documented any known and
measurabl e future fossil decommissioning expense that meets normal ratemaking
standards, demonstrated that the costs would be recoverable under traditional regulation,
demonstrated that the cost will in fact be stranded, or demonstrated that the costs will be
non-mitigated. Duquesne’s claim therefore does not meet the badg c requirements for
stranded cost recovery and must be rejected. For these reasons, as well as those
articulated by the OCA, DIl, PRA and HSS/ARI, we deny Duquesne’s claim.

E. Regulatory Assets and Liabilities

1. SFAS 109 Deferred Taxes

(a) Positions of the Parties
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Duquesne claimed $179 million, net of taxes, for SFAS deferred taxes. The
Company, under its methodology proposed in the case, removed the SFAS No. 109 plant
tax liability from the balance of “ plant in service” and included it as aregulatory asset.
(R.D., p. 348). The OCA argued that this framework must be adjusted to a net present
value of $62.94 million. (R.D., p. 350).

The DIl argued that the SFAS 109 is not properly claimable by Duquesne
as a stranded regulatory asset. D11, however, submitted that SFAS 109 net plant should
remain part of thenet book value of the Perry and Beaver Valley 1 generating units and
that Duquesne’s clamed regulatory asset of $62.94 million be denied. (R.D., p. 352)

HSS/ARI opposed Duquesne’ s recovery of $179 million on a net present
value basis. HSS/ARI noted that Duquesne’ s request conflicts with our ruling in PECO.
PECO Order at 66. (R.D., p. 353).

PRA recommended that the amount of the SFAS 109 asset related to plant
should be included in the Duquesne qualificati on of generation related costsonly. (R.D.,
p. 354).

(b) ALJ’s Recommendation

ALJ Corbett recommended that we approve the OCA’s approach to avoid
the “double recovery” problem. Accordingly, Duquesne’s SFAS 109 obligation should be
treated as atax liability from the balance of plant in service and not as aregulatory asset.
ALJ Corbett’ s recommendation reduces Duquesne’ s regulatory asset claim by $ 62.94
million. (R.D., p. 354).

(¢) Parties’ Exceptions

The HSS/ARI claims that the ALJ erred in approving Duquesne’s claim for
recovery of any SFAS 109 deferred taxes as a regulatory asset. HSS/ARI argues that
since Duquesne did not file arate case since 1986, it retained any tax benefits for its

shareholders. (HSS/ARI Exc., pp. 20-21, R. Exc., p. 21).

(d) Resolution

147



We conclude that in order to be claimable as stranded costs, regulatory
assets must be “known and measurabl€’ and traditionally recoverable under current
regulatory practice but not recoverable in the competitive market. The Commission must
guantify the amount of any properly claimed stranded regulatory asset on a net present
value basis. Under its methodology proposed in the case, Duquesne removed SFAS No.
109 plant tax liability from the balance of plant in service and included it as a regulatory
asset. While we do not dispute that this was necessary under the Company’s approach to
properly recover the SFAS 109 plant obligation, we conclude that the Companies
adjustment must be reversed. W e note the Company’s final regulatory asset claim reflects
the OCA adjustment of $62.94 million for SFAS 109 plant obligation, so no further
adjustment is required.

We find that this SFA S 109 net plant regulatory asset is not properly
claimable by Duquesne as a stranded regulatory asset. This particular asset contrasts to
nuclear decommissioning expenses which are fully recoverable. The claimed SFAS 109
regulatory asset is not a“net generation-related” cost pursuant to the Act. Prior to
claiming the regulatory asset, SFAS 109 net plant was included as*“plant in service” for
the Perry and Beaver Valley 1 units. In order to avoid the problem of double recovery,
and allow for consigency in the application of the analysis of the recovery of stranded
costs, we conclude that Duquesne’s SFAS 109 obligation should be treated as a tax
liability from the balance of plant in service and not as aregulatory asset. W e, theref ore,
reduce the Company’s regulatory asset claim by $62.94 million.

2. Unamortized Debt C osts
(a) Positions of the Parties

Duquesne claimed pre-2006 unamortized debt costs of $9.8 million and
post-2005 debt costs of $19.04 million. (R.D., p. 354). The OCA, however,
recommended a different approach to the determination of stranded costs-specifically that
a determination of granded cogs be made asof December 31, 1998. The OCA
concluded that Duguesne’ sunamortized debt costs as of December 31, 1998 should be
treated as a regulatory asset in the amount of $45.77 million. (R.D., p. 355-356).

The DIl opposed Duquesne’s recovery of unamortized debt costs because
these costs are not “ net electric generation-related cogs” pursuant to the definition of
stranded costsin the Act. The DIl also noted that Duquesne admitted that theinclusion of
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these costs as regulatory assets and in its cost of debt conceptually represents double
recovery. (R.D., p. 358-359).

The HSS/ARI and the PRA are opposed to Duquesne’s request to recover
unamortized debt costs and unamortized premium on reacquired debt as regulatory assets.
HSS/ARI noted that it would be inequitable to allow D uquesne to realize a benefit while
at the sametimeit recovered a CTC associated with its unamortized debt costs. (R.D.,
pp. 360-361).

(b) ALJ’s Recommendation

ALJ Corbett agreed with the OCA’s claim for unamortized debt costs
should be valued as of December 31, 1998. (R.D., p. 361).

) Parties’ Exceptions

The DI contends that the AL Jinappropriately permitted Duquesne to
recover its daimed regulatory asset for unamortized debt costs (DIl Exc., p. 9). The
HSS/ARI adds that the ALJ erred in granting Duquesne’s request for recovery of $47.77
million in unamortized debt costs as aregulatory asset (HSS/ARI Exc., p. 21).

(d) Resolution

We support the ALJ s recommendation which adopts the position of the
OCA. The OCA concluded that Duquesne’s unamortized debt costs as of December 31,
1998, should be treated as aregulatory asset in the amount of $45.77 million. Asaresult
of this approach, we find that the full generation-related balance of unamortized debt
costs as of December 31, 1998 should be recognized as aregulatory asst. We reject the
arguments of the HSS/ARI and Dl1 relative to improper Company claims of unamortized
debt costs as a regulatory asset. The HSS/ARI and DIl also claimed that Duguesne’'s
request results in a double recovery. We concur with the OCA witness Catlin who
considered unamortized debt as of December 31, 1998 as a regulatory asset (exclusive of
unamortized debt costs associated with the B eaver Valley 2 sale/leaseback).

3. Unamortized Sale/Leaseback Premiums

(a) Positions of the Parties
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The OCA noted that Duguesne claimed as aregulatory asset full recovery
for the “premium of reacquired debt associaed with Beaver Valley No. 2" The
Company valued the regulatory asset at $30.06 million. The claimed regulatory asset is
divided in two parts-pre 2005 and post 2005. OCA utilized a discount rate of 6.88% to
determine the net present value of these costs and then removed $63.66 million to reflect
the benefitsof the Ft. Martin Agreement, resulting in a net present value amount of
$55.13 million. (R.D., p. 362).

The DIl recommended that we deny Duqguesne’ s treatment of the Beaver
Valley 2 sale/leaseback premium of $30.06 million. DIl noted that because recovery for
the refinancing premium will be provided from elsewhere both pre-2005 and post-2005,
Duquesne’s claimed regulatory asset for the Beaver V alley 2 sale/leaseback premium is
not a“net” stranded regulatory asset pursuant to the Act. As aresult, the DIl contended
that recovery should be denied. (R.D., p. 365). PRA noted tha the effect of improper
inclusion in both generation granded cost quantification and as a regulatory asset is an
excessive quantification of stranded costs. (R.D., p. 365).

(b) ALJ’s Recommendation

ALJ Corbett recommended that we adopt the claim of Duquesne for
unamortized sale and leaseback premiums, as modified by the OCA. (R.D., p. 366).

) Parties’ Exceptions
There are no arguments on exception for thisissue.
(d) Resolution

Consistent with the ALJ s recommendation, we adopt Duquesne’s claim for
unamortized sale and leaseback premiums as modified by the OCA treatment. We agree
that the OCA’s approach in determining a net present value of $55.13 million is
reasonable and appropriate. We also agree with the OCA that Duquesne, for all practical
purposes, is the owner of the Beaver Valley 2 nuclear generating gation and treat all of
the costs of the sale/leaseback as an owned-generation asset. We likewise concur with the
OCA’sremovd of $63.66 million to reflect the benefits of the Ft. Martin agreement. We
note that D uquesne has no particular quarrel with the OCA’ s treatment.

4. Deferred Rate Synchronization Costs
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(a) Positions of the Parties

Duguesne claimed deferred rate synchroni zation costs of $23.5 million.
(R.D., p. 366). The OCA argued that the correct quantification, as agreed to by the
Company, is $24.87 million (at December 31, 1998). (R.D., p. 367). HSS/ARI contended
that Duquesne should not be permitted to recover its deferred rate synchronization costs
as aregulatory asset in this proceeding (R.D., p. 368). PRA noted that under its proposal,
Duqguesne would amorti ze the unamortized ba ance by the end of the year 2005. PRA
contended that this amount should be valued at the net present value amount as of
December 31, 1998, over the remaining amortization period and not the nominal amount
at December 31, 1998. (R.D., p. 370).

(b) ALJ’s Recommendation

ALJ Corbett recommended that we permit recovery of $23.5 million, on a
net present value basis for Duquesne’s claim of $23.5 million for deferred rate
synchronization costs. (R.D., p. 370).

(¢) Parties’ Exceptions

HSS/ARI argues that the ALJ erred in granting Duquesne’ s requested
recovery of $23.5 million in deferred rate synchronization costs as aregulatory asset.
HSS/ARI contends that the ALJ s recommendation is inconsistent with PECO Energy.
(HSS/ARI EXxc., p. 22).

(d) Resolution

We adopt the ALJ recommendation which accepts the revised Duquesne
clam. The ALJspecifically findsthat the record supports the Duquesneclam, and we
permit recovery of $23.5 million, on a net present value basis. Deferred rate
synchronization costs are early window costs associated with Perry and Beaver Valley 2
that the Company is permitted to amortize through 2006, as part of the Ft. M artin
settlement. Since a return on these costs in a regulated environment would not be
recoverable, the deferred rate synchronization regulatory asset in this proceeding must be
guantified on a net present value basis.

5. Deferred Employee Costs
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(a) Positions of the Parties

Duquesne claimed deferred employee costs of $13.830 million, on a net
present value bass. (R.D., p. 370). DIl clamed the Company’s stranded regulatory asset
for deferred employee costs is inappropriate and must berejected. DIl submitted that
Duquesne’s claim that dl regulatory assets simply represent timing differences between
accrual and cash recognition of expensesisincorrect. PRA concurred with DII. (R.D.,
pp. 371-374).
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(b) ALJ’s Recommendation

ALJ Corbett recommended that Duquesne’s claim for deferred employee
costs of $13.830 million, on a net present val ue basis appears justified and should be
approved. (R.D. p. 374).

(©) Parties’ Exceptions

DIl argues that the ALJ erred in permitting Duquesne to recover a granded
regulatory asset for deferred employee costs. ( DIl Exc., p. 11). DIl claimed that thisis
inappropriate under the Act since the costs are not rendered unrecoverable by the
transition to a competitive market. (DIl Exc., p. 12).

(d) Resolution

We adopt Duquesne’s claim for compensated absences, injuries and
damages of $14.24 million, as computed by the OCA, on a net present value basis, as
supported by the ALJ. We believe that these costs are jusified and should be approved.
Since all regulatory assets represent the timing difference between accrual and cash
recognition of expenses, the asset should be allowed. We note that similar regulatory
assets were approved in PECO Energy.
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6. Deferred Coal Costs
(a) Positions of the Parties

Duquesne claimed deferred cod costs in the amount of $13.5 million, on a
net present value basis. (R.D., p. 374). The OCA recommended that Duquesne’s entire
deferred cost claim be denied because the Commission settlement & Docket Nos. P-
00890386 and P-00890387 Slip Op. (June 15, 1990) did not provide assured recovery of
any costs which the Company was required to defer because the price paid for coal
exceeded the price cap. (R.D., p. 375). DIl added that Duquesne’s claim for a regulatory
asset representing deferred coal costs isinappropriate under the Act because the amounts
would not be typically recoverable in the regulated environment. (R.D., p. 377).

HSS/A RI contended that since Duquesne cannot determine its future deferred coal costs
on a net known and measurable basis, the Company’s attempt to recover such costs must,
therefore, be rejected. (R.D., p. 378). PRA also favored denial of Duquesne’'s claim
because this amount represents costs which historically have been above market costs that
limited the amounts that could be included in an annual ECR. (R.D., pp. 378-379).

(b) ALJ’s Recommendation

ALJ Corbett recommended that Duquesne’s claim for deferred cod costs of
$13.5 million be denied initsentirety. (R.D., p. 379).

(¢) Parties’ Exceptions

Duqguesne claims coal coststhat exceeded “caps” in the Company’s ECR
and were deferred for recovery until fuel costs fell below those capsin the amount of
$13.5 million, on a net present value. The Company argues that the ALJ sfinding is
based on the argument that the caps were “market” based and that Duquesne’ s fuel cost
will never fall below market levels when, in fact, the caps at issue are cost-based, and
Duquesne’s fuel costs will decline in 2000 to below these. (Duquesne Exc., p. 19-20).

(d) Resolution

Duquesne claims deferred coal costs in the amount of $13.5 million, on a
net present value basis. The balance represents the amount that Duquesne paid for coal
from the Warwick mine or at the Mansfield plant in excess of the amount that it was
permitted to roll-in through its ECR under the terms of the settlement reached by the
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parties in Petition of Duguesne Light Company for Order Establishing a New Coal
Standard at Docket Nos. P-00880386 and P-00890387. Duquesne’s witness O’ Brien
argued that the settlement provided for recovery of these deferred coal costs at some
future time. The OCA’switness Catlin disagreed and recommended that D uquesne’s
entire deferred cost claim be denied. He argued that the settlement did not provide
assured recovery of any costs which Duquesne was required to defer because the price
paid for coal exceeded the price cap.

We adopt the AL J s recommendation which disallows the Duguesne claim
for deferred costs of $13.5 million in its entirety, finding that the Company has failed to
show that these costs would be recoverable in aregulated environment. We likewise
concur with the OCA’ s witness Catlin that the settlement at Docket Nos. P-00880386 and
P-00890387 did not provide assured recovery of any costs which Duguesne was required
to defer because the price paid for coal exceeded the price cap.
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7. Deferred Caretaker Costs
(a) Positions of the Parties

Duquesne claimed deferred caretaker costs of $3.92 million, on a net
present value basis, that are incurred in maintaining Brunot Island and Phillips plantsin
cold storage in the expectation that, in the future, they would become economic. (R.D.,
p. 379).

The OTS indicated that since Duquesne has clearly failed to meet its burden
of proof that these costs are recoverable under the Act, the Company’s claim should be
denied. (R.D., p. 380). The OCA added that thereis no basis that the recovery of
deferred caretaker costs and the $6,770,000 on a pre-tax basis should be removed from
Duquesne’ s regulatory asset claim. (R.D., p. 382). DIl further contended that these costs
do not meet the standards for recovery of stranded costs pursuant to the Act and should,
therefore, be denied. (R.D., p. 383). HSS/ARI agreed with the DIl and added that these
caretaker costs are not relaed to industry restructuring and should be removed from
Duquesne’s stranded cost claims (R.D., p. 384). PRA also contended that D uquesne’s
claim should be disalowed because recovery would have been permitted only if the
plants had been returned to service (R.D., p. 385).

(b) ALJ’S Recommendation

ALJ Corbett recommended that we deny Duquesne’s clam for deferred
caretaker costs of $3.92 million on a net present value basisin its entirety. ALJ Corbett
noted that nothing in the record appears to support a determination that the assets
associated with these caretaker costs will be returned to service within the foreseeable
future. (R.D., p. 385).

(¢) Parties’ Exceptions

Duquesne claims that the AL J erred in disallowing deferred caretaker costs
associated with Brunot Island and Phillips. (Duguesne Exc., p. 20).

(d) Resolution

The deferred caretaker cost regulatory asset reflects the accounting
treatment authorized by the Commission at Docket N o. P-00900485 for preservation costs
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associated with maintaining the Philips and Brunot Idand Generating plants. Since
Duquesne has stated that it has no intention to return these units to commercial
operations, we conclude that recovery of the regulatory asset isinappropriate under the
standards set forth in the A ct. Regulatory assets are recoverable under the A ct for specific
reasons, including that they would betypically recoverable in aregulated environment
and stranded as aresult of the transition to a competitive market. Several commentators,
including the OCA, OTS, DI, HSS/ARI, and PRA concur that D uquesne’s claim should
be rejected.

We adopt the ALJ recommendation which holds that the assets to which
these costs rd ate, the Phillipsand Brunot I sland plants, are not “used and useful”. We
deny those costs of $3.92 million on a net present value bass in their entirety. We find
that nothing in the record appearsto support a determination that the assets associated
with these caretaker costs will be returned to service within the foreseeable future.

8. Pre-Accrual of Nuclear Outages
(a) Positions of the Parties

Duquesne claimed a charge of $10.29 million, on a net present value basis,
for pre-accrual of nuclear outages. (R.D., p. 385). The OCA opposed the charge because
it feared that this will result in a double accounting of costs. (R.D., p. 387). DIl added that
the Company inappropriately requested recovery for a regulatory asset related to its
change in the accounting treatment of costs associated with nuclear outages. DIl claimed
that these cods are not “stranded” pursuant to the Act because the accounting deferrd
will reversein the final year of the nuclear unit’s life. PRA supported DIl on thisissue.
(R.D., pp. 387-388).

(b) ALJ’s Recommendation

ALJ Corbett recommended that we allow Duquesne to claim as aregulatory
asset pre-accrual of nuclear outages in the amount of $10.29 million on a net present
value basis. ALJ Corbett noted that the transition to a competitive market justified a
change in accounting methods for this asset. (R.D., pp. 388-389).

(¢) Parties’ Exceptions

DIl claims that the ALJ erred in permitting Duquesne to recover a granded
regulatory asset for pre-accrued nuclear outage costs. ( DIl Exc., p. 12). DIl notes that
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these costs will be recoverablein the competitive market and do not qualify under the
Act’ s definition of stranded cost. (R.D., p. 13).

The OCA argues that the ALJ s decision to allow recovery of pre-accrued
nuclear outage costs as a separate clam was in error (R.D., pp. 388-389). The OCA
objects to including these cods as a regulatory asset because the costs were recovered
elsewhere. (OCA Exc., pp. 21-22).

(d) Resolution

Duquesne claims a charge of $10.29 million, on a net present value basis,
for pre-accrual of nuclear outages. T hisregulatory asset arises from achange in
accounting that was specifically approved by Duquesne’ soutsde auditors and FERC
staff. The OCA opposes thischange because it will result in double counting of cods. The
OCA’switness Catlin stated that these outage costs are already included in the OCA’s
stranded cost andysis and, thus, would not deny Duquesne any recovery. DIl added that
the claimed regulatory asset is not stranded because Duquesne will recover the deferral
amount regardless of the transition to the competitive market. Consequently, DII’s claim
that pre-accrued nuclear outage costs are not properly recoverable as a stranded cost
pursuant to the Act.

For these reasons, we reject the ALJ s recommendation to allow Duquesne
to claim as a regulatory asset pre-accrual of nuclear outages in the amount of $10.29
million, on a net present value basis. W e concur with the OCA that this adjustment is
included in plant operationsand allowance as a regulatory asset would double count the
expenses of a nuclear outage.
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9. Transition Costs
(a) Positions of the Parties

Duquesne claimed transition costs of $10.59 million, on a net present value
basis. (R.D.,p. 389). The OTS and the OCA do not oppose this recovery because PECO
Energy permitted recovery of similar cogs. (R.D., p. 389). DIl and HSS/ARI opposed
part and all, respectively, of these costs, but they do not contest any expenditures as
unjust or unreasonable. DIl specifically requested that $8.3 million in Customer
Advanced Reliability System (CA RS) related expense be removed from the Company’s
proposed transition cost claim (R.D., pp. 390-391).

(b) ALJ’s Recommendation

ALJ Corbett recommended that we allow the Company to claim the full
amount of its transition expenses in the amount of $10.59 million, on a net present value
basis. (R.D., p. 392).

() Resolution

We adopt the ALJ s recommendation to allow Duquesne the full claimed
amount of transition expenses in the amount of $10.59 million on a net present value
basis. We note that there is no support for DII’ s contention that D uquesne’s claim
included $8.3 million in Customer Advanced Reliability System (CARS) related
expenses. We find that these transition costs, which relate to the expense of this
restructuring proceeding and pilot program deferrals, should be approved because they
were required to be expended to implement the Act. We note that recovery of similar
costs was permitted in PECO.

10. SFAS 106 Deferred Costs__
(a) Positions of the Parties

Duquesne daimed $1.92 million, on a net present value basis, for SFAS
106 deferred costs. (R.D., p. 392). The OTS and the OCA do not oppose their recovery
since PECO Energy approved recovery of a Smilar regulatory asset. (R.D., p. 392). The
DIl and HSS/ARI, however, opposed recovery. the DIl argued that the Company’s
claimed regulatory asset for SFAS 106 costs lacked a factual and statutory basis. PRA
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concurred with DI1. HSS/ARI added that Duquesne has not offered any support for our
approval of these costs as a regulatory asset. (R.D., pp. 393-395).

(b) ALJ’s Recommendation

ALJ Corbett recommended that we deny Duquesne’s clam for $1.92
million, on a net present value basis. ALJ Corbett noted that SFAS 106 is not a regulatory
asset and all suppliersin a competitive environment will be subject to SFAS 106. (R.D.,
p. 395).

(¢) Parties’ Exceptions

Duquesne excepts to the ALJ s disallowance of SFAS 106 health care
benefits and life insurance for retired employees. (R.D., p. 395) (D uquesne Exc., p. 20).
HSS/ARI argued that Duquesne’s exception should be denied because the Company has
not been able to demonstrate that it is entitled to recover any SFAS 106 deferred costs.
(HSS/ARI R. Exc., p. 19). The DIl adds that Duquesne’ s exception is without merit and
should be denied because the concept of stranded cost recovery is only available for the
portion of future operating costs not compensated for by future market prices (DIl R.
Exc., p. 13). PRA concursthat SFA'S 106 costs are not transition costs. (PRA R. Exc.,

p. 6).
(d) Resolution

Duquesne claims $1.92 million, on a net present value basis, for SFAS 106
deferred costsrelated to pog-retirement benefits such as health careand life insurance.
Duquesne’ s witness Clayton stresses that these expenses are required under Generally
Accepted Accounting Procedures (GAAP). The OCA and OT S support the recovery of
these costs.

Since these costs are required under GAAP, are known and measurable, and
incurred under traditional regulation, and otherwise meet the definition of stranded costs,
we find that Duquesne’s claim isjustified. We, therefore, reject the ALJ s
recommendation and adopt the Duquesne/OCA/OT S allowance of $1.92 million. We note
that recovery of a similar asset was approved in PECO.

11. Warwick Mine Costs
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(a) Positions of the Parties

Duquesne submitted a claim for over $15 million in stranded costs
associated with the Warwick Mine. Duquesne ex plained that Warwick mine costs are
included in plant, not regulatory assets. (R.D., p. 396). No party other than HSS opposed
its recovery. HSS/ARI argued that Duquesne is inappropriately seeking direct recovery of
its capital investment in the mine from its ratepayers. (R.D., pp. 396-397).

(b) ALJ’s Recommendation

ALJ Corbett recommended that we deny Duquesne’s claim in its entirety
since Warwick Mine costs are not currently in rate base and the costs are not sranded by
the transition to a competitive generation market. (R.D., p. 397).

(©) Parties’ Exceptions

Duquesne claims that the AL J decision disallowing W arwick M ine costs is
in error. The Company argues that the finding ignores the agreement reached with the
Commission since the lad rate case, under which Duquesne can recover the cost of the
Warwick Mine through the ECR. (Petition of Duquesne Light Company for Order
Establishing A New Coal Cost Standard, P-890386, Order 3) (Duquesne Exc., p. 21).

(d) Resolution

Duqguesne seeks to recover over $15 million in claimed stranded costs
associated with the Warwick Mine. The claimed $15 million represents the net book
value of Duquesne’s invegment in the mine. In 1981, the Commission required Duquesne
to remove Warwick Mine from the Company’s rate base. After 1981, Duquesne was
permitted to recover its investment in the Warwick Mine through the cost of coal subject
to the coal cost cap inthe ECR. In 1996, the operator of the mine ceased operations.
HSS/A RI argues that for the same reason applicable to deferred coal costs as previously
discussed, Warwick Mine capital does not qualify as a regulatory asset. Also, because
there has been no production from the mine well, before this restructuring proceeding,
Duquesne is not entitled to collect any cost of, much less its capital investment with, the
mine under the coal cost cap.

We agree with the exceptions of Duquesne and reject the ALJ s adoption of
the HSS position. The inclusion of the remaining plant balance in net plant in serviceis
the proper treatment to be accorded this stranded property. We have disallowed the
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regulatory asset claim for deferred fuel costs associated with the past operation of the
mine. The net plant is the cost tha would have had rate recovery through the ECR absent
the Act. Duquesne never sought treatment of the property as a regulatory asset as claimed
by HSS.

F. Recovery of Stranded C osts
1. Proposals to Adjust the Level of Stranded Cost Recovery
(a) Mitigation
(i) Positions of the Parties

Duquesne noted that by the year 2005 its mitigation efforts will have
achieved $1 billion in savings and $700 million in avoided rate increases. (R.D., p. 400).
The OCA determined the reasonable level of the Company’ s owned-generation stranded
costs at January 1, 1999, to be $1.020 billion.

The DIl contended that we should strongly urge Duquesne to pursue
securitization of stranded costs as a final mitigation strategy to arrive at a just and
reasonable recovery from ratepayers. (R.D., p. 405). The HSS/ARI contended that the
evidence fails to demonstrate that Duquesne in fact hasany stranded costs (R.D., p.
405). The PRA suggested that once stranded costsare quantified, we must determine the
allowed level permitted for recovery from ratepayers. (R.D., p. 407).

(ii) ALJ’s Recommendation

ALJ Corbett concluded that no substantial evidence exists in the record to
justify any adjustment to the mitigation efforts already committed to be undertaken by the
Company. (R.D., p. 409).

(iii) Parties’ Exceptions

The Environmentalists argue that the ALJ erred in concluding that
Duquesne’s mitigation efforts were adequate. (Environmentalists Exc., p. 3). Mr. Hughes
concurs with the Environmentalists. (Hughes Exc., p. 9). The PRA argues that certain of
the stranded cost component disallowances in this proceeding are based upon a need to
mitigate and those should be adopted by the Commission. (PRA Exc., p. 14).
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(iv) Resolution

We adopt the ALJ s determination that Duquesne’ s past actions have been
adequate, but the Company must also continue a commitment to mitigation. We are
aware that Duguesne’ s mitigation efforts will have achieved $1 billion in savings and
$700 million in avoided rate increases by 2005. Duquesne St. 1 at 20; Duquesne St. at
24-26. Additionally, Duquesne auctioned a generating plant prior to the Act and used the
proceeds to increase the depreciation of nuclear assets. Duquesne St. 2 at 10-12;
Duquesne St. 1-R at 21.

(b) Sharing of Stranded Costs
(i) Positions of the Parties

The OCA, DIl and Environmentalists each recommend a “sharing” of
stranded costs The OCA argued that sharing is appropriate, consistent with the Act, and
will not significantly impair the Company’s financial integrity. (R.D., p. 413). The DIl
added that we should employ the equity return disallow ance as a reasonable method to
share stranded cods between shareholders and ratepayers. (R.D., p. 425). The PRA noted
that the A ct does not require 100% recovery of stranded costs. (R.D., p. 426).
Environmentalists believe that stranded generating asset recovery should be no larger
than needed to provide the shareholders with areturn of their investment in D uquesne’s
generating plant and reasonable return on that investment. (R.D., pp. 431-432).

Duquesne opposed arecommended “sharing” of stranded costs because, in
their view (1) there is no support in the A ct; (2) the proposals are not consistent with
historic regulation in Pennsylvania; (3) the proposals are arbitrary in that they bear no
relation to the facts of this case; and (4) the proposals violate state and federal law. (R.D.,
pp. 409-412).
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(ii) ALJ’s Recommendation

ALJ Corbett recommended that we deny any proposal for stranded cost
sharing. ALJ Corbett concluded that any “sharing” proposal conceptually can be viewed
as a“taking” of assets, subject to constitutional due process constraints. (R.D., p. 432).

(iii) Parties’ Exceptions

The DIl contends that the ALJ erred in rejecting its proposal for sharing
stranded costs between ratepayers and shareholders. (DIl Exc., p. 13). The DIl requests
that we modify the ALJ s Recommended Decision on thisissue and usethe D11
recommended equity return disallowance to equitably share stranded costs between
ratepayers and shareholders. (DIl Exc., p. 17).

The HSS/ARI argues that the ALJ erred in recommending that Duquesne be
permitted to include in stranded costs expenditures that the Company has not shown are
just and reasonable. (HSS/ARI Exc., p. 13). The Environmentalists also argue that the
ALJerred in denying asharing of the stranded generating assets. (Environmentalists
Exc., p. 3). The OCA adds that the ALJ erred in placing on ratepayers the full burden,
including a full return on capital, of the company’s uneconomic investments, especially
its uneconomic investment in nuclear generating facilities. (OCA Exc., p. 13).

(iv) Resolution

We regject the ALJ s conclusion that the Act prohibits sharing of stranded costs and
that any sharing amounts to a taking. To the contrary, we find that the Act contemplates
the Commission’s deliberation as to just and reasonable rates for recovery of stranded
costs. Itis quite apparent that the Act does not restrict the Commission’s deiberation. The
fact that sharing is not explicitly detailed, was to provide the Commission with the full
opportunity to customize the stranded cost result and recovery to the circumstances of the
individual utility. We exercise our discretion to allow Duquesne to recover 100% of its
stranded costs documented to exist in fact. We find that under the circumstances of this
case, the authorized recoverable smount results in a just and reasonable balancing of
complex, competing interests. See PECO Energy, pp. 100-101.

To require Duguesne to share the stranded generating assets would amount
to denying it recovery of a portion of its proven, stranded costswhich cannot be
mitigated. In our December 23, 1997 Order, in PECO Energy, we held that full recovery
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of these costswas just and reasonable because it balances the interest of shareholders and
ratepay ers. PECO Energy at 100-01. Thisgivesthe utility afair transition to full
competition when stranded cost recovery expires and provides customers with adequate
shopping credits, even while they are paying the CTC. At that time we stated:

We are confident that allowing PECO full recovery of
its actual stranded costs as determined in this proceeding will
enable PECO to make an effective transition to competitive
markets as required under the Act, while also establishing a
vibrant competitive market with real economic opportunities
for competitive suppliers and consumers.

Id. At 101. We continue to hold that belief and see no reason why, absent compelling
evidence, one utility should betreated any differently than another utility within the
Commonwealth.
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(c) Securitization

(i) Positions of the Parties

Duquesne argued that the Act does not permit forced securitization and
claims such requirements would be inappropriae. (R.D., pp. 432-433). DIl argued that
we should require D uguesne to securitize its authorized level of stranded cost recovery in
this proceeding. They claim that the Act specifically recognizes the issuance of
securitized debt as a proper mitigation effort by the Company in determining the level of
stranded costs that an electric utility may recover through the CTC (R.D., p. 433).

(ii) ALJ’s Recommendation_

ALJ Corbett recommended that DI’ s securitization proposal be rejected
because the unrebutted evidence disclosed that Duquesne has the highest degree of debt
leverage in the state, thereby lowering the its cost of capital. (R.D., p. 436).

(iii) Parties’ Exceptions

The Environmentalists contend that the ALJ erred in rejecting securitization
as a strategy for mitigation of stranded cost. The Environmentaligs contend that
Duquesne should not be able to foreclose securitization as a mitigation strategy by giving
preference to its other debt. ( Environmentalists Exc., p. 4). DIl also contends that the
ALJerred in rejecting its securitization proposal. DIl believes that Duquesne should be
directed to securitize its authorized level of stranded costs as afinal step of mitigation to
reduce the amount of stranded costs that must be recovered from taxpayers. (DIl Exc.,
pp. 17-19).

(iv) Resolution

We conditionally adopt the ALJ s recommendation on thisissue. We find
that the Act provides that securitization may be proposed only by the Company. W hile
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Duquesne, as a stand alone company, does not believe that it can securitize within its
sale/leaseback and financial covenants, the pos merger company should examine the
option for both operating territories and determine, after a fresh look, whether
securitization can provide benefits for both companies and customers. We also note that
after divestiture, securitization may then be possible.

2. Methods of Stranded Cost Recovery

(a) Accelerated Amortization and Regulated Rate Cuts

(i) Positions of the Parties

Duquesne’s major proposal was to have its offer of an immediate
divestiture of its generation assets accepted. (Duquesne M .B., p. 18). It contended that if
this offer were accepted, most disputes regarding the quantification of stranded costs and
the methodology for recovering them would be resolved.

In the event the offer to divestiture were not accepted, Duquesne proposed
to set CTCs pursuant to Section 2804(4)(v) of the Act. T his Section provides:

If an electric distribution utility rollsits energy cost rate into
base rates at a combined level that does not exceed its
combined level of such rate which have been approved by the
[Clommission as of the effective date of this chapter, the
utility shall not be required to reduce its capped rates below
the capped level upon the complaint of any party if the
[C]ommission determines that any excess earnings achieved
under the cap are being utilized to mitigate transition or
stranded costsfor the benefit of ratepayers or to offset other
known and measurabl e cost increases that would be
recoverable under traditional ratemaking but are not included
within the capped rates.

The OCA objected to this method because it does not produce immediate
rate reductions. ( OCA St. 1 at 13).
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The OCA and others argued that this is a migeading of the Act. The OCA
proposed the establishment of a specific CTC, specific T&D rates, and a specific market
price of generation (avoidable generation component). The OCA states that ratepayers
who remain with D uquesne should only be required to pay the sum of these components.
The OCA submitted that if the sum of these components produces a rate below the
current rate, customers should realize arae reduction. (R.D., p. 443). The OCA noted
there is one difference between the Commission’s approach in its Order in the PECO case
and that recommended by the OCA in this proceeding. The OCA submitted that the
approach taken in the PECO case should, thus, be modified in this case. (R.D., pp. 443-
444).

Duquesne contended that the OCA’ s argument cannot be accepted because
Section 2804(4)(v) is written in proscriptive terms. Consequently, Duquesne submitted
that the only real issue is whether Duquesne’s proposal for implementing Section

2804(4)(v) requiresmodification. On that issue, the only red dispute relates to the “ROE
spillover” proposal.?

The OTS did not oppose the Company’s ROE spillover proposal, with one
exception, that beingthe 10.50% ROE should be subgituted for Duquesne’s 11.5% ROE
in the Company’s ROE spill over proposal. (R.D., p. 438).

The OCA further argued that the Company’s approach of maintaining its
rates at current levelssubject to a future final valuation and subject to the ROE spillover
isinconsigent with the law and unwise in that it will: (i) unnecessarily postpone the
determination of the CTC resulting in uncertainty to ratepayers; (ii) likely require the
establishment of a false proxy for the market price; (iii) deny ratepayers the benefits of
any near-term rate savings; (iv) remove incentivesto mitigate granded costs; and (v)
would require substantial regulatory oversight that is inconsistent with the objectives of
the Act. (R.D., p. 438).

2 Duquesne states that notably, no party took serious issue with Duquesne’s
commitment to amortizeaminimum of $1.7 billion over the transition period, Duguesne St.
2 at 39-40, Duquesne Exh. DJC-6; this proposal provides ratepayers a guarantee that
Duquesne will achieve the aggressive cost reduction and conta nment projections contained
inits case-in-chief. (Duquesne St. 1 at 5).

168



The City argued Duquesne’ s ROE spillover mechanism fails to provide
Duquesne with an incentive to reduce costs or mitigate stranded costs. The City
continues that the spillover fund can be manipulated so that earnings can be used to fund
items associated with unregulated market transactions. For instance, according to the
City, Duquesne could increase its capital expenditures before the end of the trangtion
period so that reduced expenditures would be needed after the transition period is over
when Duquesne is forced to compete. The City also states that Duquesne could also use
earnings to build market share by selling power below market prices. (R.D., p. 440).

HSS/ARI noted Duquesne claims an entitlement to the rate floor protection
of Section 2804(4)(v) of the Act based upon its proposal to accelerate depreciation and
amortization of its generation assets by $1.7 billion through 2005, ostensibly for the
purpose of mitigating stranded costs. However, HSS/ARI claimed that Duquesne hasno
stranded costs to mitigate. A s aconsequence, D uquesne has no right to accelerate
amortization and depreciation (R.D., p. 441).

(i) ALJ’s Recommendation

The ALJ concluded that the OCA positions which entailed
immediate rate reductions but also an extension of thetransition period, should be
rejected. (R.D., p. 447).

The ALJ observed that the Company’s proposd appears to track the exact
language of the statute. The ALJrecommended that, to ensure “excess earnings” will be
used to accelerate the amortization of stranded costs, Duquesne should be directed to file
annual earnings reportsin sufficient detail to permit the Commission to monitor the
amortization process. For these reasons, the ALJrecommended acceptance of the
Company’s proposal for acce erated amortization under Section 2804(4)(v) withthe ROE
spill-over mechanism set at the level of 11.5% (R.D., pp. 436-437).

The ALJ dso noted that if a merger is achieved, the methodology the OCA
proposed for determining the Company’s stranded cogs should be used, since that
approach appears the most reasonable, and substantial evidence supportsit. Moreover,
the ALJ found that the OCA’s approach will allow the Commission to establish
Duquesne’' s stranded costs in this proceeding at this time so the clock can begin ticking to
bring the transition period quickly to an end without further delay. For these reasons the
ALJrejected any proposal to extend the transition period is rejected. (R.D., pp. 447-448).

169



(iif) Parties’ Exceptions

The OCA daims that the AL Jerred insuggesting that Duguesne’s ROE
spillover mechanism is an appropriate mechanism to address the Company’s excess
earnings (OCA Exc., p. 7, 9). The Environmentalists added that the ALJ erred in
accepting the Company’ sproposd for accelerated amortization of the CTC
(Environmentalists Exc., p.4). HSS/ARI likewise indicated that the ALJ erred in
approving Duquesne’ s proposal to accelerate amortization and deny an immediate rate
reduction (DIl Exc., p. 24-25).

PRA supports Duquesne’s ROE spill-over mechanism (PRA Exc., p. 14).
PRA argues against the AL J recommendation that Duquesne not be required to “share” in
the appropriate recovery of stranded costs as proposed by OCA and DIl (PRA Exc., p.16).
PRA also objects to the ALJ s rejection of the PECO Energy methodology (R.D., p.554)
(PRA EXxc., p. 18). PRA further contends that the AL J s methodology incorrectly
calculated the CTC and shopping credit (PRA Exc., p.18).

The OCA argues that the ALJ s recommendations with respect to the
development of the CTC, shopping credit, and rate reductions shoul d be adopted (R.D.,
pp. 555-557). Further the OCA requests that we clarify that, in the absence of divestiture,
there should be a one-time determination of stranded costs rather than pogponing that
determination until the year 2003 (OCA Exc., pp. 3-4, 9).

The OCA argues that the AL J srecommendation to reject an immediate
rate decrease is inconsistent with the adoption of the proposed levelized rate reduction at
p. 556 of the ALJ s Recommended Decision. The OCA urges the Commission to darify,
or modify, the statements on p. 447 of the Recommended Decision to make them
consistent with the result on page 556 of the Recommended Decision. (OCA Exc., pp. 1-
8). The Environmentalists argue that the AL J erred in rejecting a guaranteed rate
reduction for the Company’s customers. The Environmentalists contend that the
Company should not be allow ed to defer this benefit (Environmentalists Exc., p. 5).

(iv) Resolution
Duquesne argues that present rates should remain in effect without

consumer savings during the transition period, permitting quicker recovery of stranded
costs. On the other hand, the OCA argues that adirect regulated rate cut should be
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approved for all customers whether or not they shop. Neither proposal is consistent with
the Act or the record of this proceeding, and both are rejected.

The CTC must be calculated as the amount necessary to fully amortize the
authorized recoverable stranded and transition costs over the recovery period, including a
return on the unamortized principal bdance. All customers will pay the unbundled
transmission and distribution rate. Non-shopping customerswill pay the unbundled rate
for generation such that the total rate will precisely reflect current existing rates. A
proportionate amount of the unbundled generéion rate collected from non-shopping
customers will be allocated to CTC recovery.

Customers choosing to shop will pay their chosen supplier instead of
Duqguesne for generation. These customers will continue to pay a temporary charge for
Duquesne’s stranded generation related costs to Duquesne through the CTC. The residual
amount left over from the unbundled generation rate and the CTC amount is the Shopping
Credit.

We find that Section 2808(4)(v) of the Act has no relevance to a
determination of the proper CTC. It states:

If an electric distribution utility rollsits energy cost rate into
base rates at a combined level that does not exceed its
combined level of such rates which have been approved by
the commission as of theeffective date of this chapter, the
utility shall not be required to reduce its capped rates bel ow
the capped level upon the complaint of any party if the
commission determines tha any excess earnings achieved
under the cap are being utilized to mitigate transition or
stranded costsfor the benefit of ratepayers or to offset other
known and measurable cost increases that would be
recoverable under traditional ratemaking but are not included
within the capped rates.

This section provides a utility with a defense against a complaint seeking a
reduction in capped rates because of overearnings, something that is not being donein
this case. Even if we were to accept Duquesne’ sargument that itis not presently earning
its authorized rate of return, the section would be inapplicable on its face because the
section only applies when the utility is, in fact, overearning. If it were read to do that, no
customer would have any possible economic benefit from shopping. If it wereread to
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require a shopping customer to pay its full existing rate to its present supplier,
competition would be impossible and nearly therest of the Act could not be implemented.

This section is a modification of the rate cap requirements of Section
2804(4) of the Act. Section 2804(4) does not raise any issues related to the calculation of
the CTC. Section 2804(4) does not require that Dugquesne be entitled to collect its full
capped rate from a shopping customer.

We conclude that the CTC must be calculated as the amount necessary to
fully amortize the authorized recoverable stranded and transition costs over the recovery
period, including areturn on the unamortized principal balance as described above. All
customers will pay the unbundled rate for generation such that the total rate will precisely
reflect the existing rates. Finally, we cannot agree with the OCA’ s proposal that the
existing rate should be cut in the absence of a cost-of-service analysis.

Customers choosing to shop will pay their chosen supplier instead of
Duquesne for generation; however, these cusomers will pay the CTC to Duquesne. The
residential amount compared to the unbundled generation rate is the CGC. Aswe enter
the era of competitive deregulated generation, this Commission is not establishing an
administratively determined market price for generation that directly imposes the
parameters for savings from selecting a competitive supplier. The CTC shall be designed
to reflect a declining CTC over the transition period ending December 31, 2005. We
conclude that it is appropriate to use a declining CTC in order to properly balance
Duquesne’s earnings in the early yearsof the transition and reasonable customer savings
during the entire transition period.

We also reject the OCA’s Immediate Rate Reduction Proposal cond stent
with the ALJ srecommendation. Rate reductions are a function of shopping. The Act
provides an opportunity to achieve lower rates for Dugquesne’s customers through the
transition to a full competitive market.
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We conclude that the CTC must be calculated as the amount necessary to
fully amortize the authorized recoverable stranded and transition costs over the recovery
period, including a return on the unamortized principal balance. All customers will pay
the unbundled trangmission and distribution rate. Non-shopping customers will pay the
unbundled rate for generation such that the totd rate will precisely reflect currently the
existing rates. We cannot agree with OCA’s proposal that the existing rate should be cut
in the absence of a cost of service analysis.

(b) Rate Cap/CTC Extension
(i) Positions of Parties
The Company takes no position on thisissue. (R.D., p. 448).

The OTS proposed that the rate cap under 66 Pa. C.S. 2808(b)66 Pa.C.S.
2807(e)(3)Duquesne Light Company Tariff Electric Pa. P.U.C. No. 17, pp. 71-76 &
100-103 (hereinafter fiCurrent DLC TariffN)fLicensng
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